
 

 

 

 U.S. companies have unprecedented liquidity available to finance acquisitions. 
U.S. corporations have $3.6Tn in cash, of which around $1Tn is trapped overseas. 
These cash balances are $670Bn more than the previous high in 2007.  In 
combination with increased lending and other cheap credit available, U.S. 
companies have historic levels of liquidity. We believe that the lack of investment 
over the past few years and shareholders’ need for growth will drive U.S. 
corporates to increase their market presence by expanding into different 
segments and geographies through inorganic means. 

 Private equity firms have $500Bn of unused capital commitments. PE firms are 
under growing pressure to deploy this dry powder, particularly for vintage 2007–
08 funds. Although the start to 2012 has been slow for all private equity 
investment, this ample liquidity, the shedding of non-core assets by public 
companies and the shareholder equity & estate-planning issues faced by private 
companies, should all drive a significant increase in PE activity in 2H12.  

 Low rates have led to more leveraged transactions. The Fed’s commitment to 
maintain near-zero interest rates, in combination with moderate credit spreads, 
has led to a rise in debt-funded transactions.  Leveraged transactions accounted 
for >64% of the mid-market PE transactions in the U.S. last year; up from ~56% in 
2007.  The favorable debt conditions means that buyers are securing higher 
leverage (~3.3x  Debt/LTM EBITDA in 2011).   

 The combination of these factors has contributed to higher multiples for 
attractive companies. Mid-market transaction valuations rose from 5.9x EV/LTM 
EBITDA in 2010 to 6.1x in 2011. We expect deal multiples to remain high in 2012 
due to competition between cash rich PE firms and corporates and  yield hungry 
lenders offering cheap and favorable credit. These premiums should continue 
despite availability of ~4,000 companies for sale in the U.S. 

 Looming tax changes should cause business owners to consider divesting in 
2012.  In 2013 the long-term capital gains tax rate will rise from the current 15% 
to 20% (absent legislative action). In addition, the unearned income of high-
income couples will be taxed an additional 3.8% under the 2010 healthcare law. 
This means that owners selling their businesses in 2013 may pay an incremental 
$90,000 in tax on every $1Mn in gain.  

 Scura Paley’s New Capital sectors to dominate the M&A activity, led by the New 
Electronics and New Media markets, which have ~1,000 U.S. companies for sale. 
Healthcare (New Environment) is the second most sought after sector, led by 
pharmaceutical companies that are likely to divest non-core assets and acquire 
new assets/broaden their portfolio. In the New Energy sector, we expect deal 
activity to continue to be driven by upstream acquisitions, as domestic and 
foreign energy companies are likely to expand their shale reserves, and with 
declining prices, we expect increased investor interest in the natural gas market. 
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2012 M&A Outlook 

Global M&A Market Review  

 Global M&A is off to a slow start in 2012, with $415Bn invested in 2,483 deals worldwide 
in 1Q12. As per mergermarket data, M&A deal value in 1Q12 stood at $415Bn, down ~10% 
Q/Q from $460Bn in 4Q11. The U.S. market experienced the greatest decline – at $113Bn, 
deal value was down -54% Y/Y. India, China and other key nations maintained their 
dominance over the deals in Asia-Pacific, but 1Q12 saw increased activity in smaller nations 
in this region, led by Perenco SA’s $ 1.3Bn acquisition of the Vietnam business unit of 
ConocoPhillips. While North America saw the largest decline in deal volume, it was also the 
region with the highest premiums. Global average premium (one day before) are up from 
22% in 2010 and 27% in 2011, to 33% in 1Q12; North America leads the way with average 
premiums of 38%, followed by Asia-Pacific (ex-Japan) at 21% and Europe the most modest at 
15%. With ~$150Bn invested in the quarter, the Energy, Mining & Utilities sector maintained 
its dominant position in the global market, driven by the $53Bn Glencore-Xstrata deal.  

Chart 1. Global M&A Activity 

 
Sources: Scura Paley, mergermarket 

Chart 2. Global M&A Activity – Industry Breakdown 

 
Sources: Scura Paley, mergermarket 
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U.S. M&A Market Review  

 At $113Bn, the U.S. market accounted for ~28% of the global deal value; however, deal 
value in the country was down 38% on a Q/Q basis. Inbound cross-border deals

1
 totaled 

$28Bn, -15% Y/Y from $33Bn and the lowest since the 4Q09 value of $18Bn; while outbound 
cross-border deals totaled $34Bn, -44% Y/Y from $61Bn in 1Q11. In line with the global 
trends, the Energy, Mining & Utilities sector dominated the deals in the U.S. accounting for 
>25% share, led by US-based PE firms Apollo Global Management, Riverstone Holdings and 
Access Industries, $7.2Bn offer to buy El Paso Corporation’s US-based oil and gas exploration 
and production assets, EP Energy Corporation. 

Chart 3. U.S. M&A Activity 

 
Sources: Scura Paley, mergermarket   

Chart 4. U.S. M&A Activity – Industry Breakdown 

 
Sources: Scura Paley, mergermarket 

 We believe that the 1Q M&A activity in the U.S. was a victim of uncertainty in global 
markets over the Euro crisis and low level of investor confidence post the prolonged 
recession. We believe that that 1Q12 was unique for the U.S. M&A market, as deal volume 
and value declined despite good fundamentals and improved domestic macroeconomic 
conditions. We believe that the primary reasons for this decline include: 1) lack of investor 
and corporate confidence; 2) slow growth in China – at 8.1%, 1Q GDP growth was the 

                                                           
1
 Inbound refers to deals where the dominant geography of the target is X and the dominant geography of 

the bidder is outside X; Outbound refers to deals where the dominant geography of the target is outside X 
and the dominant geography of the bidder is X. 
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slowest for the country in the past two years; and 3) continued uncertainty in the Eurozone, 
which had many pundits believing that a worldwide double-dip recession could occur. We 
believe that weak sentiment emanating from the Euro crisis had its affect on the markets 
worldwide (including the U.S.), as banks remain relatively conservative in lending, and 
corporate executives are delaying the deployment of capital for organic and inorganic 
(acquisitions) opportunities, despite sitting on record cash piles and having strong 
fundamentals in their respective domestic markets. However, with the second Greek bail-
out, we feel that the uncertainty around the condition in the Euro region will subside (even if 
temporarily), thereby paving the way for stronger deal volumes in the remainder of 2012. 

 With improving global macroeconomic conditions and a recovering domestic economy, we 
feel that the three pillars – fundamentals, sentiments, and valuations – are now right for a 
revival of M&A activity in the U.S. We believe that the following will be the key 
fundamental drivers of U.S. M&A activity in the near future: 

 Revival of the U.S. stock market – inline or better 2Q earnings 

 Major indices find support after tough two months 

 Increasing, yet supportive company valuations 

 Ample liquidity for acquisitions with corporates 

 U.S. corporations are sitting on cash piles worth >$3Tn 

 Leading U.S. corporates hold >$1Tn in overseas profits 

 Large companies have easier access to capital vs. small companies 

 PE firms need to deploy ~$500Bn of committed capital 

 Availability of cheap debt – interest rates are at historically low levels 

 Proposed increase in capital gains tax from 15% in 2012 to 20% in 2013 

 U.S. banking regulations to turn from inhibitors to drivers (JP Morgan’s $2Bn 
loss is clearly a recent headwind to any chance of easing regulations) 

This cautiously optimistic sentiment was also echoed in a recent survey of decision-makers at 
U.S. corporations, PE firms and investment funds by Wharton & KPMG. As per the results of the 
survey, 34% respondents were optimistic about the deal environment in 2012, as compared to a 
year ago, and mentioned that improving business and consumer confidence, coupled with a 
strong liquidity position, will be the key drivers of deal activity this year. 

Chart 5. Optimism about today’s deal 
environment vs. a year ago 

Chart 6. Which two factors do you think will 
facilitate deal activity the most in 2012? 

  
Sources: Scura Paley, Wharton & KPMG Survey of 825 decision-makers at U.S. corporations, PE firms and investment funds 
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Key Drivers for U.S. M&A Activity 

 We believe that the better than expected 1Q12 earnings and an improving stock market 
will boost investor confidence. As per Factset, 72% of the S&P 500 companies reported 
1Q12 earnings above their mean estimates, with reported earnings exceeding street 
expectations by 5.2% in aggregate. Overall, earnings growth in the quarter stood at 6.1%, 
with nine out of the ten sectors reporting earnings growth. In line with earnings growth, 
revenue grew by 5.3% in the past quarter, marking the tenth consecutive quarter of revenue 
growth for the index. Even though earnings growth is projected to slow down in the coming 
quarter, we believe that a better than expected quarter will further boost investor 
confidence to levels required to rekindle M&A interest more broadly. However, stock market 
indices must reverse recent trends, or at least stabilize in order to create positive conditions 
for increased M&A activity. 

U.S. Equity Market – Key Indices 

Index Trailing Total Returns – Year-to-Date* 

DJIA +3.11% 

S&P 500 +5.70% 

NASDAQ Composite +8.92% 

S&P MidCap 400 +6.88% 

Russell 2000 +10.70% 

Chart 7. CY 2012 Earnings Growth Chart 8. CY 2012 Revenue Growth 

  
Sources: Scura Paley, Factset, S&P, Morningstar – *all returns are for the YTD period ended May 25, 2012, except for 
Russell 2000 (Apr 30, 2012) 

 We believe that U.S. equity valuations, although high by historical standards, are tight 
enough to support an abundance of accretive M&A opportunities. We believe this is the 
right time for buyers to take advantage of supportive valuations and reduced uncertainty 
in the market. Run-rate earnings and current prices suggest companies might be 
undervalued as compared to average valuations over the last 12 years, current P/E of 15x, 
vs. the 12 year average multiple of 21x.  However, U.S. corporates are sitting on record levels 
of cash, and some might argue that with the market trading at a cheaper P/FCF vs. P/E (an 
infrequent occurrence) that many corporates are under-investing in capital expenditures and 
employment growth.  Underinvestment is cyclical and limited thus we believe a better 
valuation metric is current price to average earnings over the past 10 years.  The chart below 
charts this metric over the past 140 years to demonstrate that valuations are high by 
historical standards, currently at 22x P/E10.  In fact, current valuations suggest prices are in 
the most expensive quintile experienced over the past 140 years.  So, unless one can make 
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the assertions that run-rate earnings are defensible and likely to continue growing on a 
multi-year trajectory, equities are at best fairly valued, and at worst overvalued. Further, 
improving buyer confidence is also reflected in the premium paid for North American 
companies by investors – at 38%, the premium is highest in the world (ex-Japan) and has 
clearly recovered from the lows of 2010.  We feel that the combination of rising buyer 
confidence and improving valuations will attract more acquirers to the market, and drive up 
premiums even further in the remaining part of 2012. Therefore, we feel that this is the right 
time for buyers to acquire targets at reasonable prices, as any further delay is likely to result 
in increased competition and thus higher prices for the same targets. 

Chart 9. S&P 500: Inflation Adjusted Price with P/E10 Ratio (1871-Present) 

 
Sources: Scura Paley, dshort.com; updated through May 2012 

Chart 10. U.S. P/E10 Ratios by Percentile Chart 11. Global M&A Average Premium 

  
Sources: Scura Paley, dshort.com, mergermarket 

 We believe that availability of ample liquidity U.S. corporations is likely to be one of the 
key drivers of M&A activity this year. 

 U.S. corporations currently have $3.6Tn in cash balances, and are likely to 
make acquisitions to expand and/or improve market share and thus, satisfy 
shareholders. The $3.6Tn cash balances with U.S. corporations are $670Bn more 
by than the previous high in 2007, before the market went into the recession 
mode. As per some estimates, non-financial corporations account for ~1/3

rd
 of 

this amount. While a lot of that capital is either held overseas (thanks to 
unfavorable tax rates in the U.S.), or is likely to go towards dividends and buy-
backs this year, we believe that shareholder’s need for growth will drive U.S. 
corporates to increase their market presence by expanding in different 
segments and geographies through the inorganic route. In a recent survey by 
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E&Y, ~50% of U.S. companies that have either re-engaged in M&A or are 
considering deals, said that they will use cash as their primary source of funding. 
The majority of this cash is with companies in the technology, industrials or 
healthcare sectors and therefore it does not come as surprise to us that these 
three sectors combined accounted for >60% of the deal value in 1Q12, a trend 
that we expect to continue for the remainder of the year. Further, financial 
services firms (banks) that had been very conservative in lending during the 
recession are beginning to adopt a more liberal approach and are easing credit 
norms slightly with the recovery in the market. 

Chart 12. Top 10 Cash Rich U.S. Corp (ex-Fin, $Bn) Chart 13. Top 10 Cash Rich U.S. Fin. Corp ($Bn) 

  
Sources: Scura Paley, Capital IQ 

 Leading U.S. companies also hold $1.2Tn in foreign profits, which could be 
used to fuel M&A activity. As per Bloomberg, 70 U.S.-based companies added 
$187Bn in untaxed overseas profits in 2011, +18% on a Y/Y basis, thus taking the 
value of their cumulative overseas cash to $1.2Tn. These companies prefer to 
park their profits in low-tax overseas locations to avoid the 35% corporate tax 
charged by the U.S. government. For example, Apple has opened offices in low-
tax countries such as Ireland, the Netherlands, Luxembourg and the British 
Virgin Islands to beat the U.S. tax authorities.  GE, with $102Bn in overseas 
profits, and Pfizer, with $63Bn, are the leading companies in this regard, 
followed by Apple, Google, and Microsoft – these five giants increased their 
overseas profit by >40% last year. We believe this strategy help these 
corporations avoid tax, and also gives them high purchasing power in the global 
market. In fact, spending on an acquisition is a better alternative for these 
organizations, as opposed to brining the money back to the U.S. and getting 
taxed on the same amount. 

 Further, large companies (likely acquirers) also have easier access to cheap 
capital as compared with the smaller companies. As per The Wall Street 
Journal, the 2011 cumulative sales, profits and employment of S&P 500 
members exceeded the totals of 2007, before the recession and financial crisis. 
Therefore, these large companies with healthy balance sheets are finding it 
easier to take on additional debt or refinance at historically low rates. On the 
other hand, lending to small businesses is still very tight – as per Biz2Credit, 
large banks approve on an average only 10% of the requests they receive from 
small businesses, making it difficult for the smaller companies to stay 
competitive or to obtain financing.  

Therefore, with existing large cash piles – domestic as well as overseas profits – and easier 
access to capital, we expect U.S. corporates to channelize these funds towards expansion and 
growth (both organic and inorganic), and believe that this will drive M&A activity in 2012. 
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 Private equity firms are estimated to have $500Bn of committed capital to deploy largely 
for M&A deals in the U.S. PE firms, which had drastically reduced their deal activity during 
the recession period, are estimated to be sitting on investment capital worth ~$500Bn to be 
invested in the U.S., and are under pressure to deploy their remaining capital, especially for 
vintage 2007–08 funds. We believe that the urgency to deploy this capital will increase 
further as the equity market stabilizes. While shedding of non-core assets will drive PE 
activity among public companies, we believe that issues around shareholder equity and 
estate-planning will stimulate the deal activity in the private company segment. 

Chart 14. Global PE Dry Powder by Investment Region Focus 

 
Sources: Scura Paley, Preqin, Bain & Company 

Chart 15. Dry Powder with PE Firms – 2011   

 
Sources: Scura Paley, Preqin, Bain & Company 

 We believe that the availability of cheap debt (near zero interest rates) will also boost 
M&A activity, as well as keep deal multiples elevated. The Federal Reserves are committed 
to maintaining low rates, in large part to inflate the debt capital market. In its latest policy 
announcement, the Fed committed to keeping the short-term interest rates at near zero 
levels through 2014, which has been maintained since 2008 (6 years).  Although many 
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experts question the validity of this promise, to put this in historical context, rates remained 
below 3% for over 20 years following the Great Depression to fund World War II. Further, 
investment grade corporate bond yields are at record low of ~3.4% and the 10 year swap 
rates are at ~4.4%. We believe that these conditions provide a very good opportunity for 
investors (both corporate as well as financial) looking for debt-financed deals.  

Chart 16. Interest Rate – 10-Y Treasury Notes  Chart 17. Debt Multiples – US Mid. Mkt PE Deals 

  
Sources: Scura Paley, multpl.com, GF Data Resources 

 Private equity players in the U.S. have, in particular, used the favorable debt market 
conditions to their advantage over the past few years, as the easy access to credit means 
that PE firms have been able to secure financing on favorable terms even for riskier deals. 
With many loans imposing few covenant restrictions and creditors more willing to take a 
second-lien position, debt financed deals accounted for >64% of the mid-market PE 
transactions in the U.S. last year, up from ~56% in 2007, as per GF Data Resources.  The 
favorable debt conditions meant that buyers were able to secure senior debt with leverage 
ratios equal to ~3.3x in 2011, in line with the multiples for deals that took place in 2008; we 
believe this as a key driver of rise in valuations – while the overall buy-out deals paid 
premium as much as 8.5x in 1H11, aggregate mid-market deal valuations went up from 5.9x 
in 2010 to 6.1x in 2011. However, we observe that size has replaced financial performance 
as the key criteria for commanding a premium as PE firms, flush with cash, are paying higher 
multiples to acquire large firms, while the premium for “above-average financial 
performance” is on a decline. In 2011 mid-market PE deals, firms valued between $50-
250Mn were able to command average multiples of 7.7x total enterprise value (TEV) / 
trailing twelve months (TTM) adjusted EBITDA, while the same number for firms valued 
between $10-50Mn stood at 5.5x – this 2.2x spread is much higher than the five year range 
of 0.7-1.2x. On the other hand, quality premium for above-average financial performers 
based on their revenue growth and EBITDA margins, fell from the traditional average of 3% 
to <0% in 2011; however, even here, the relatively larger companies were able to attract 
some premium based on size of their business. Further, this trend is not limited to mid-
market PE deals only – larger companies across the board have commanded better 
multiples, especially in the last twelve months (depicted in the charts below), both from 
strategic as well as financial buyers. 

Overall, we expect deal multiples to remain high in 2012 due to 1) competition between 
cash rich PE firms and corporates; 2) yield hungry lenders offering cheap and favorable 
credit; and 3) availability of companies for sale (discussed later). 
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Chart 18. Median Implied Enterprise Value / EBITDA – North American Targets 

 
Sources: Scura Paley, S&P Capital IQ (as of 4/30/12) 

Chart 19. Median Implied Equity Value / LTM Net Income – North American Targets 

 
Sources: Scura Paley, S&P Capital IQ (as of 4/30/12) 

 For business owners inclined to optimize their after-tax dollars, we believe this is the right 
time to engage in a deal, as the legislated cuts to capital gains tax are set to expire at the 
end of 2012. Currently, the two lowest income tax brackets pay 0% on long-term capital 
gains and dividends, with all other brackets paying 15%. However, this equation is set to 
change in 2013; as per the new tax regime proposed by the Obama administration, long-
term capital gains will be charged a top rate of 20%, an increase of 33%. Further, as part of 
the 2010 health- care law, the unearned income of couples earning $250,000 and individuals 
making at least $200,000 will be taxed an additional 3.8%. This effectively means that 
owners selling their businesses will pay $90,000 in additional tax on every $1Mn in proceeds. 
Therefore, we believe that 2012 is the right time for owners looking to exit (completely or 
partially), as the impending tax rates might even offset any potential rise in valuations – we 
believe this will be a key driver of M&A deals this year. We advise owners to start the sale 
process now, as a business sale could take anywhere from six to nine months.  

 We believe that recent steps taken by the Fed are likely to change the investor perception 
of new banking regulations from inhibitors to drivers of M&A activity. The Dodd-Frank Act, 
including the Volcker Rule, was designed to ensure that banks (and the economy) do not end 
up in situations similar to the recent recession; however, given the sheer volume of these 
new rules, they were not well received by the financial services community and banks who 
will have to make changes to their business models to meet much tougher regulatory 
restraints, that might result in loss of business, as well as fewer transactions. However, 
recent developments show that these rules are likely to trigger M&A activity, as opposed to 
hamper it. In December 2011, the Fed cleared PNC’s $3.5Bn bid for the U.S. arm of the Royal 
Bank of Canada, and in February this year, it approved Capital One’s $9Bn acquisition of ING 
Direct. The importance of these two deals can’t be overstated, since both these were 
cleared by the Fed once it had run its financial stability test on these deals, and gave 
confidence to buyers that the Fed will not only look at and analyze transactions closely, but 
will also clear them, provided they are good for the banking system. In another positive 
development, most of the 19 biggest U.S. banks cleared the stress tests comfortably. While 
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this is good news for shareholders and banks, which are likely to benefit from dividends and 
buybacks, we believe it also sends a positive signal to the market about the capital that 
these banks have to fund potential M&A deals. With interest rates at record lows, we 
believe that these regulatory developments (for a change) are likely to boost M&A activity in 
the U.S. in the coming months. 

New Capital Sectors to lead M&A Activity 

 Scura Paley’s New Capital sectors are expected to dominate the deal activity in the U.S. in 
2012, led by the New Electronics and New Media markets, which have ~1,000 U.S. 
companies for sale. Other leading sectors are Healthcare (pharma, medical & biotech) and 
Energy, Mining & Utilities. As per our analysis and PwC’s 2012 U.S. M&A outlook, we believe 
that TMT (New Media & New Electronics) will witness the highest deal activity due to 1) 
enterprise vendor consolidation; 2) convergence of computing, communications and 
entertainment on consumer devices; 3) the disruptive impact of cloud computing.  The key 
sub-sectors to watch out for will be storage, mobile devices and social networking. 

Healthcare (New Environment) is the second most sought after sector, led by 
pharmaceutical companies that are likely to divest non-core assets and acquire new 
assets/broaden their portfolio that can leverage existing distribution networks. Further, 
uncertainty around President Obama’s healthcare reforms and expiry of patents and drugs 
in the coming years is likely to be a driving force behind consolidation in the pharma sector. 
In the New Energy sector, we expect deal activity to continue to be driven by upstream 
acquisitions, as domestic and foreign operators are likely to expand their shale reserves, and 
with declining prices, we expect increased investor interest in the natural gas sub-segment. 
In the New Finance sector, domestic deals are likely to be driven by spinoffs by leading FS 
firms to boost their capital levels, thereby attracting corporate and PE buyers, like the HSBC-
Capital One deal in 2011. International deals, on the other hand, are likely to driven by the 
desire of European banks to sell their non-core U.S. banking operations to leading U.S. 
banks, so that the European banks can meet more critical funding requirements at home. 

Chart 20. US Companies for Sale by Sector – M&A Heat Chart  

 
 

Sources: Scura Paley, mergermarket. Heat Chart is based on “companies for sale” tracked by mergermarket between 15 
September 2011 and 15 March 2012. Opportunities are captured according to the dominant geography and sector of the 
potential target company.  
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Appendix 

Chart 21. US M&A 1Q12 Overview: Top Deals 

 
Sources: Scura Paley, mergermarket 

Chart 22. US Private Equity Buyout Activity Chart 23. US Inbound/Outbound M&A 

  
Source: Scura Paley, mergermarket 
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Important Disclosures 

 Scura Paley is a member of FINRA and SIPC.  

 This market intelligence is not an offer to sell or the solicitation of an offer to buy any security. 

 Neither Scura Paley nor its affiliates holds any beneficial ownership in any of the recommended 
securities and does not hold 1% or more of the subject company’s equity securities.  

 Neither we, nor any member of our household, nor any person that depends on U.S. for financial 
support, holds a financial interest in the securities of this report or related companies. 

 The persons who prepared this report do not receive compensation based on investment banking 
revenues, nor receive compensation directly from the subject company. 

 Scura Paley has not received compensation for investment banking activity or from any activity from 
any company mentioned in this report within the twelve months preceding publication. However, 
Scura Paley does expect to receive or seek compensation for investment banking activity in the three 
months following publication. 

 Scura Paley does not act as a market maker in the stock of the subject company. 

 To the best of our knowledge, there are no other actual, material conflicts of interest to disclose. 

All Rights reserved. Scura Paley Securities LLC 

 


