
Overall M&A Market Commentary 

Through mid-year 2022, closed middle-market M&A activity has 

held up well even with volatile public markets, inflation concerns 

and abundant uncertainty overriding the U.S. economy. The 

dollar volume of closed M&A deals in the first half of 2022 was off 

about 15% from 2021’s first half, with the number of closed deals 

falling about 22% from the first half of last year. Globally, closed 

M&A deal value was off by 20%, slightly higher than the declines 

seen in the U.S. middle-market volume data. M&A Deal activity in 

2021 was at record levels which makes comparisons to last year 

challenging. However, it is not the volume declines but the 

trajectory of the declines that is of concern. We are seeing 

escalating reductions in closed deal activity each quarter as we 

proceed through 2022. Providing an offsetting positive element, 

most investment banking advisors are reporting very robust new 

business pitch activity in 3Q22 which implies potentially strong 

late 2022 and 2023 new deal activity. Current M&A deals take 

longer and have more business issues, so pitch activity may not 

lead to more closed deals, but at least it provides positive 

momentum to the market. 

The key to our current market dilemma is described in one word, 

inflation. The rapid post pandemic return to normalized business 

activity resulted in sudden demand for goods and services while 

the supply of these goods and services remained low. This led to 

supply chain issues, labor shortages, more demand for energy and 

other factors. As a result of the normal laws of supply and demand, 

prices increased as consumers and businesses competed for the 

limited supply and bid up the price of everything. The extra stimulus 

provided by massive government spending bills only made matters 

worse by adding fuel to the inflation fires. In combination, all these 

factors contributed to 40-year high rates of inflation that to date 

have not shown signs of abating. Happy talk, blaming others and 

wishing inflation away are not viable strategies to fight this issue. 

The Fed, while late in starting its interest rate hikes, has stepped up 

and is now single minded in its devotion to reduce inflation. Fed 

chair Powell and other Fed governors have all indicated that they 

will continue to aggressively hike interest rates until inflation is 

under control. Eventually this will work but, not without economic 

pain along  the way. 

Interest rates have climbed more than 300 basis points through 

September and are expected to rise another 150 basis points by 

year end. Increased interest rates are an added burden on business 

and consumers but are necessary in these circumstances because it 

is the only significant Fed tool to combat inflation. Increased 

interest rates will affect the costs of borrowing and the amount of 

debt that can be borrowed, both of which will eventually lower 

valuations of M&A deals. If buyers are limited in the amount of debt 

they can borrow and that debt costs more, then that will have a 

negative impact on their price offers. Our preliminary 3Q22 



valuation data shows we are beginning to see this happen in the 

deal market. 

As we noted previously, the consumer drives more than 70% of 

the U.S. economy. Domestic retail sales were flat in the month 

of September from August, but they were up 8.2% versus a year 

ago. That growth seems remarkable until you consider that 

inflation, measured by the Consumer Price Index (“CPI”) in 

September, was also up 8.2% from a year ago. This shows that 

real consumer spending was flat year over year which does not 

bode well for the economy. The Michigan Index of Consumer 

Sentiment change was unchanged in September but remains 

only 9.8 points above the all-time low recorded in June 2022. Of 

concern is the 3% decline in consumer expectations for the 

future. Inflation clearly has negatively affected the consumer 

segment of the U.S. economy and this segment is critical to 

keeping our economy in positive territory. 

Business sentiment has also been negatively affected by 

inflation. The September NFIB Small Business Optimism Index 

rose slightly but is still below the Index 48-year average. In the 

September survey, 30% of business owners said that inflation 

was the most significant problem they faced. “Inflation and 

worker shortages continue to be the hardest challenges facing 

small business owners,” said NFIB Chief Economist Bill 

Dunkelberg. “Even with these challenges, owners are still 

seeking opportunities to grow their business in the current 

period.”     

Even with these negative issues, there is still room for optimism 

in the M&A market. The market is still receptive to new deals, 

but continuing inflation issues and a looming potential 

recession has already negatively impacted the M&A financing 

market. We are still predicting 2022 will be another strong 

M&A market, but we believe the broad based “sellers’ market” 

has reached an end. The market has bifurcated. Now well-

prepared relatively strong companies can still command broad 

buyer interest, but lesser quality sellers are likely to see less 

interest and lower valuations. Company owners with a strong 

desire for a liquidity event should begin to consider their 

alternatives immediately and make plans to enter the market 

as soon as possible.  

Due to the extended period that private company M&A market 

data are collected, there is a one-quarter lag in our information. 

As a result, the market commentary reflected below is limited 

to the data through 2Q22. Our 3Q22 data is still preliminary 

and will be reviewed in detail in the next quarterly newsletter.  



M&A Market Activity 

Marking comparisons to the level of deal activity recorded in the 

record year 2021 is a difficult proposition but making 

comparisons to other years should be more reasonable. M&A 

dollar and deal volume during 1H22 was clearly lower that the 

tallies for 1H21. However, more alarming is that the number of 

1H22 deals was lower than the number in 1H20, the first half of 

the pandemic year. Somewhat mitigating that concern is that 

dollar value for 1H22 still exceeded the dollar value in 1H20.  

Inflation, uncertainty and growing negative business sentiment 

is beginning to influence the volume of deal activity. Our 

preliminary 3Q22 data already shows a further decline in deal 

value and deal volume. The sheer number and magnitude of 

domestic economic problems has begun to weigh heavy on the 

M&A market this year. 

• $45 billion of middle-market deals were recorded in 2Q22, 

down 22.4% from the value in 1Q22 and, in year-over-year 

comparisons, 2Q22 deal value was down 32.8% compared 

to 2Q21. Deal value in 1H22 was 14.9% lower than the 1H21 

tally. 

• The number of middle-market deals closed in 2Q22 was 

down 20.0% from the number of deals closed in 1Q22. In 

year-over-year comparisons, the number of deals in 2Q22 

was 33.3% lower than the number of deals in 1Q22. The 

number of deals in 1H22 was 21.7% lower than the number 

of deals in 1H21. 

• The average middle-market deal size of $56.2 million in 

2Q22 was slightly larger than the average $55.8 million deal 

size closed in 1Q22. In 1H22, the average deal size of $57.2 

was 8.8% higher than the average deal in 1H21.  

Like the overall M&A market, private equity (“PE”) exit activity 

was at record levels in 2021 and declined significantly in 2022. 

The number of PE exits in 2Q22 decreased 42.2% from the 

number of exits in 1Q22, while the capital exited decreased a 

slightly less 15.6% during the same period. Like the overall 

M&A market data our preliminary 3Q22 PE exit data show a 

continuation of this declining trend in 2022.   

Even with persistently high inflation, lingering supply chain 

issues and growing recession concerns there is still robust 

buyer demand for good-quality, well-prepared companies. The 

M&A deal market has bifurcated, with higher quality companies 

garnering strong market attention and high valuations. In 

contrast, lesser quality deals still attract attention but at lower 

valuations. Both strategic and financial buyers continue to 

actively participate in the M&A market with plenty of resources 

to consummate deals. In this type of environment, seller 

preparation is key. Sellers prepared to handle the challenges of 

a more arduous M&A process can still attract buyers and 

achieve a strong valuation. 



Middle Market Deal Valuations 

The supply-demand imbalance in middle-market deal activity, 

fueled by abundant PE fund capital and well-capitalized strategic 

acquirors, has helped sustained deal valuations at high levels 

through 2Q22. However, in our preliminary 3Q22 data there is 

evidence of the beginning of a decline in valuations. The market is 

separating between high quality company deals and all others. A 

“sellers’ market” still exists for well-prepared good quality 

companies that will still attract strong buyer interest at high 

valuations. But this same market interest does not extend to 

poorer quality, unprepared companies. Furthermore, company 

and deal size are no longer the advantage they once were in the 

M&A market. Large financing situations, like those in big ticket 

M&A, are becoming more expensive and harder to complete in 

today’s market. As a result, the current M&A market “sweet spot” 

are deals between $50 and $250 million in value where financing 

is easier to attract and valuations remain high. 

The greater than expected rises in September 2022 Producer 

Price Index (“PPI”) and Consumer Price Index (“CPI”) values 

suggests stubbornly high inflation which will cause continued Fed 

rate increases into 2023. The five interest rate increases in 2022 

have already led to more expensive debt financing, greater debt 

service costs and more conservative bank lending parameters. 

Increased borrowing costs must lead to lower deal valuations 

which appears to have begun. 

Both the PE funds and the strategic buyers have been very active 

in the 2022 M&A market. Corporate strategic acquirors still make 

up more than 70.0% of the buyers, but the PE funds, particularly 

PE owned strategics, are becoming a bigger factor in the M&A 

market. Perqin, an investment data company, estimates that 

there is more than $3.6 trillion of undeployed, time-limited fund 

commitments within PE funds, contributing to the supply demand 

imbalance. As noted in previous newsletters, the PE funds have 

become more aggressive in pursuing deal opportunities and the 

strategic buyers, while continuing to make acquisitions, have 

pulled back on their purchase price offers reducing the “strategic 

premium” that previously existed in the deal market. The demand 

for deals remains high, but now PE and strategic buyers are 

making offers are in a similar value range. 



The current tumultuous M&A market makes deal preparation 

even more crucial in the sales process. It is essential that sellers 

and their advisors develop a compelling investment thesis and 

a well-thought-out company positioning strategy to complete a 

successful sale. Sellers must be well-prepared and ready for a 

rigorous deal process. 

The 2Q22 data show a continuation of the high valuation trends 

observed in the pre-pandemic period of 2017 and 2018. The 

strong demand by acquirors helps support these valuations, but 

preliminary 3Q22 data shows the beginning of a decline from 

these levels. 

• 2Q22 deal valuation multiples for the sub-$25 million 

category came in at 5.8x, below the long-run average of 

6.0x for this size category. Smaller companies and smaller 

deals generally lack the management depth to deal with 

inflation, supply chain and other issues as a result many of 

these companies have suffered reduced earnings and 

valuations. 

• Larger middle-market valuations ($50 to $100 million 

segment) in 1Q22 moved to 9.1x, only exceeded by the 

pre—pandemic 2018 multiple high of 8.9x for this size 

category. 

• Valuations in the $25 to $50 million segment stayed higher 

at the 6.7x level, which is slightly lower than the five-year 

average of 6.9x. 



Private Equity versus Strategic Valuations 

Strategic buyers have always been a major factor in the M&A 

market. Synergistic cost savings, access to new customers and 

other revenue opportunities provide strategic buyers with the 

ability, but not the need, to pay more than the typical financial 

buyer. As we noted in our previous newsletters, since the end 

of the pandemic it appears there has been a change in strategic 

buyer acquisition behavior. Our 2Q22 data continues to show 

that the strategic buyer community has pulled back on their 

approach to M&A transactions and is now choosing to pay less 

of a premium to acquire businesses. We believe inflationary 

pressures, labor issues and supply chain disruptions, may have 

caused strategic buyers to focus more on their own operations. 

While still making acquisitions, the strategic buyers appear to 

be more conservative in their offers to buy companies, thus 

avoiding the complications of making high-priced acquisitions 

facing similar issues. 

• Strategic buyers continue to be active participants in 

middle-market M&A. In 2021, strategic buyers, on average, 

paid only a slightly higher multiple of cash flow than PEs 

down from the pre-pandemic years. 

• Over the last five years, EBITDA multiples paid by PE buyers 

have remained in a range centered around 7.2x. The 

valuation data through 2Q22 indicate PEs are currently 

paying slightly above trend for new deals. 

• Historical valuation data suggest that in the M&A market 

strategic buyers tend to pay a premium of about 1.5x when 

compared to PE firms. However, in the current market, the 

strategic premium is greatly reduced. 

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

million, valuations are generally one to two multiples of 

EBITDA lower than the levels reflected in the chart below. 



Middle Market Leveraged Buy Out Capitalizations 

Inflation and current business uncertainty are leading to more 

conservative middle-market capitalizations. Senior debt is 

becoming a smaller component of a typical deal capital 

structure. Debt capital has been abundant throughout 2021, but 

is becoming a little harder to attract in 2022. Commercial banks 

and asset-based lenders continue to support acquisitions and 

growth financing situations, however, their credit underwriting 

is becoming more stringent with more severe downside stress 

testing as the probability of a recession has increased. Business 

development corporations (“BDCs”) and mezzanine lenders have 

bridged the gap in loan availability but at much higher costs and 

more lender friendly terms. 

• Loan availability is somewhat reduced in the current market 

and terms more conservative than before the pandemic. 

Deals are seeing less financial leverage, higher debt pricing 

and more lender-friendly terms, reflecting the increased 

interest rates, perceived uncertainty and overall increased 

business risks in the current environment. 

• BDCs are a bigger factor in the deal market and are being 

more aggressive in pursuing new lending opportunities. The 

BDCs have higher interest rates and more lender friendly 

structures making debt costs higher.  

• Mezzanine funds are active in leveraged transactions. This 

capital has a high interest rate that can stress a company’s 

cash flows, but continues to be a critical component of a 

middle-market buyout capital structure when senior debt 

capital is harder to find. Interest-only and payment-in-kind 

(“PIK”) structures still dominate the markets, but in the 

current environment, the use of equity co-investment 

structures help match mezzanine returns with deal risk 

profile. 



Overall Comment on the Financing Markets 

During the last three months, inflation has been clearly 

recognized as a major problem. Back in May 2022, Mike Wilson, 

Morgan Stanley’s Chief Equity Strategist stated, "In summary, 

the slack created by the COVID recession is being absorbed 

much faster than usual. While some of this absorption is due to 

the supply disruptions created by the lockdowns, we think it was 

more so due to excessive fiscal stimulus provided during the 

pandemic, particularly the last $1.9T package at the end of 

March 2021 just as the economy was already emerging from the 

lockdowns. In our view, this was what turbo-charged 

consumption and drove inflation to 40-year-highs. In other 

words, we created too much demand for the supply chains to 

handle. The fact that the supply chains had been impaired to 

some degree only exacerbated the shortages and inflation, 

especially for consumer goods." Misreading the scale of the 

Covid-19 recovery by adding excessive stimulus spending, 

coupled with a late start by the Fed in raising rates made the 

situation worse and led to this persistently high inflation 

environment. 

The Fed is now aggressively raising interest rates to choke off 

inflation. The Mid-October releases of PPI and CPI show that 

inflation remains stubbornly high, even after five interest rate 

increases totaling 300 basis points. The Fed has committed to 

continue increasing interest rates until inflation is under control. 

Current expectations are for two additional 75 basis point 

increases in each of November and December. A total 450 basis 

point increase in 2022 will increase the probability of a 

recession, but the Fed believes it is required to reduce inflation. 

The dramatic increase in interest rates has affected the 

financing markets in several ways. Banks and other lenders are 

much more cautious in their credit analysis and very focused on 

downside and recession scenarios. Increased interest rates are 

leading to higher interest rate costs and greater debt service 

pressure on M&A deal cash flows. This reduces the amount of 

leverage possible in new deal capital structures. Further, the 

rapid increase in interest rates has caused stress in existing M&A 

deal structures. Rapidly increasing interest rates have caused 

fixed charge and interest coverage covenant violations in 

existing lending agreements. These violations can be addressed 

with waivers and restructuring, but ultimately it causes lenders 

to be more cautious on new deals.  

Inflation, labor scarcity and lingering supply chain issues have 

caused more business uncertainty. Also, the risk of recession has 

increased and the chances of a “soft landing” or slight recession 

has decreased. The result is that lenders are reducing their 

leverage metrics and are less likely to stretch on deal terms and 

credit stories. Larger deals are also affected because theses 

same issues make individual banks less likely to hold a big 

portion of loans on these big deals. As a result, bank 

syndications are riskier and more expensive. Overall bank credit 

is available, but on dramatically different terms than earlier in 

the year. This credit environment has started a compression in 

deal valuations which will continue this year and into 2023. 

Preparation is key in this market. All borrowers should have 

documented business contingency plans that show lenders how 

the company will react to higher interest rates, lower margins, 

changes to revenues and other business calamities, so lenders 

can be shown how they will be repaid. With proper preparation, 

good quality, credit-worthy issuers should be able to attract 

capital. Borrowers will have to be prepared for a longer 

financing process and potentially more conservative and 

expensive capital structures. 



Total U.S. Middle Market Loan Issuance 

• New bank loan issuance for middle-market companies in 

2021 at $24.7 billion is up almost 50.0% from 2020’s 

volume. The increase in 2021 new commercial and 

industrial (“C&I”) loan issuance reflects a robust economic 

recovery and the record 2021 M&A market. However, like 

the M&A market, 3Q22 loan volume was lower than 3Q21, 

reflecting the drop in 2022 deal volume and greater 

economic uncertainty felt by business owners. 

• At the beginning of the pandemic, the Fed pledged to take 

any steps necessary to support banks and maintain 

sufficient liquidity in the banking system. That strategy 

succeeded so the banks have abundant liquidity for loans. 

However, lenders have pulled back reflecting the current 

market uncertainty. 

• Bank lenders continued to focus on relationship banking, 

corporate borrowers' lines of credit and areas where they 

have a competitive advantage, such as operating business 

needs (including payroll and checking accounts). Due to 

regulatory scrutiny and the current economic environment, 

banks are cautious in making new loans and are very 

selective in new leveraged transactions. BDCs and other 

lenders have taken up the slack. 



Interest Rate Environment 

After a long period of almost zero interest rates, the Fed began 

raising interest rates in March 2022. So far the Fed made five rate 

increases with two more of 75 basis points each expected before 

the end of the year. This is the most rapid pace of Fed rate 

increases on record. Persistently high inflation has caused the Fed 

to aggressively step in and attempt to tame inflation by stalling the 

economy to drive down demand and economic activity with 

increased interest costs. Since the Fed started rate increases in 

March the yield curve started shifting higher and the Prime Rate 

was increased by 300 basis points. The remaining two Fed 

increases this year will likely shift interest rates another 150 basis 

points higher before year end.  

• The slope of the yield curve at the end of 2021 was upward 

sloping, reflecting increasing but, at that time, relatively 

normal inflation expectations. The 2-year to 10-year Treasury 

differential was 89 basis points at the end of 2021. At the end 

of September, that differential was shifted a negative 39 basis 

points, resulting in an inverted yield curve. While not perfect, 

an inverted yield curve is a somewhat reliable predictor of a 

recession in the future. 

• The probability of a recession has increased dramatically with 

the recession severity now starting to be debated. On the 

bright side, a recession could tame inflation. 



Middle Market Debt Multiples 

• Average total debt leverage in middle-market deals declined 

to 3.7x in 2021, down from the 4.0x average in the pre-2020 

time. Total leverage moved up slightly in 2Q22 which may be 

due to volatility in the quarterly information. 

• Mezzanine capital played an important role in a leveraged 

capital structure in the pandemic environment. While 

mezzanine is more expensive capital than senior debt, its 

return structure matches the risk profile of companies 

operating in the post-pandemic period better than a similar 

amount of equity. 

• Over the past five years (2015-2019), mezzanine debt 

averaged about 0.8x EBITDA in the typical capital structure. In 

2019, banks and BDC lenders started to disintermediate the 

mezzanine capital as they searched for new lending 

opportunities. Beginning in 2020 and continuing through 

2021, with an increasingly conservative bank lending 

environment mezzanine capital is becoming a more significant 

component of the typical capital structure. 

• The Fed interest rate increases during 2022 has already 

started to affect the amount of senior debt in the typical 

capital structure .  
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Paxton Patterson LLC 

Paxton/Patterson was founded in 1962 as an equipment and tool supplier to school “shop classes.” The 

Company today, headquartered in Alsip, Illinois, provides school districts with Career and Technical Education 

(“CTE”) curriculum, related equipment, initial educator training and continued educator support to help 

students consider their future education and career paths. 

Paxton/Patterson was acquired by Millpond Equity Partners and Wasena Capital Management. 


