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Tapping on the Valuation Ceiling   
Middle-market valuations are running out of headroom.
by David Working

The past eighteen months have been 
healthy and productive for businesses 
both public and private.Valuations of 

businesses are at a 5-year high as performance 
is being rewarded in how the public values a 
dollar of earnings. However, our readers under-
stand that business is by its very nature cyclical, 
and we like to reinforce that understanding 
through the words of the late economist Herb 
Stein: “trends that can’t continue, won’t.” A 
closer look at recent data sheds some light on 
just how close to the peak of the value cycle we 
might be.
CLIMBING PUBLIC VALUATIONS

The top adjacent chart displays the collec-
tive valuation of non-distressed middle-market 
US public companies over the last ten years. 
The bands represent a standard deviation on 

either side of the middle line, which is the aver-
age valuation over the displayed time period.

 The last quarter in which valuations 
climbed over a standard deviation above the 
mean was the second quarter of 2007. Immedi-
ately afterwards, valuations cratered due to the 
recession. We expect the second quarter of 2014 
to be the first period since the recession started 
to see valuations climb back above the band of 
normal variation.

We caveat this discussion with the admission 
that we are not analysts of public securities, nor 
are we in the business of projecting stock prices. 
We are, however, observers of historical business 
activity. High valuations alone are not predic-
tors of decline; on the contrary, high valuations 
are representative of investors’ confidence in the 
future strength of companies’ earnings. But, an 
historic upper limit on earnings valuations does 

exist, and current valuations are approaching 
historical upward boundaries. 
PUBLIC TRANSLATES TO PRIVATE

Although this phenomenon occurs in the 
public markets, we have observed the same ef-
fects translating to private valuation. As stated 
in our Winter 2014 article, “Market Heats Up 
for Private Company Sales,” we observed a link 
between the volume of private transactions and 
the valuation of public companies. The bottom 

adjacent graph shows the similarity in valua-
tion between middle-market public companies 
and private transactions, when indexed to their 
own averages over the last six years.

 The magnitude and direction of change in 
valuation in the private transaction market very 
closely mirrors the valuation of public compa-
nies of similar size. Anecdotally, this matches 
what we’ve seen and heard from our contacts 
and clients—valuations of private companies 
in the middle market have been rising for sev-
eral quarters.

While the trends we have observed are 
robust in both direction and duration, they 
are by no means a predictor of imminent fu-
ture activity. A quick look back at mid-2005 
through mid-2007 reveals that the market sup-
ported extremely high valuations of companies 
of this size for the better part of two years, so 
today’s market conditions do not automatically       

N O N - D I S T R E S S E D  M I D D L E - M A R K E T  P U B L I C  C O M PA N Y  V A L U A T I O N 

TE
V

 /
 E

BI
TD

A

2004      2005      2006      2007      2008    2009     2010        2011     2012       2013     ‘14
1Q  3Q  1Q  3Q  1Q  3Q  1Q  3Q  1Q  3Q  1Q  3Q  1Q  3Q  1Q  3Q  1Q  3Q  1Q  3Q  1Q

11.0x

10.0x

9.0x

8.0x

7.0x

6.0x

5.0x

4.0x

M I D D L E - M A R K E T  P U B L I C  C O M PA N I E S  &  P R I V A T E  T R A N S A C T I O N  V A L U A T I O N

TE
V

 /
 E

BI
TD

A 
IN

D
EX

ED
 T

O
 6

-Y
R 

A
VG

2008                 2009                 2010                  2011                  2012                 2013
1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q

Public          

Private

1.2

1.0

0.8

0.6

. . . . . . . . .
An historic upper limit on 
earnings valuations does 

exist, and current valuations 
are approaching historical 

upward boundaries.
. . . . . . . . .

. . . . . . . . .
The last quarter in which 

valuations climbed over a 
standard deviation above the 
mean was the second quarter 

of 2007. Immediately after-
wards, valuations cratered 

due to the recession.
. . . . . . . . .



2

I N S I G H T R E P R I N T  S P R I N G  2 014 

represent a looming decline. What we can say 
is that when viewed against the last decade, 
there is little room remaining for valuations to 
continue to grow on a market-wide scale. 

Individual business owners know that mar-
ket conditions are one factor among many that 

make up the overall value of the business. That 
said, it is when things are going well that busi-
ness owners should measure their own appetite 
for risk, so they can decide whether they want 
to chance letting another business cycle pass 
before capitalizing on their success. The techni-

cal ability, market knowledge, and years of ex-
perience of a capable advisory firm can greatly 
assist in creating a framework to answer these 
questions. zs
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