
1

Market Cycles

You feel it in your bones - the constant, slow climb. You are aware of the clack - clack –

clack in your ears. There’s a growing pit in you stomach. Excitement and fear mount.

Your nerves bristle in anticipation. You want to reach the crest, yet you dread it.

Suddenly you can’t see anything below. The bottom drops out and you’re in a free fall

and you would like nothing better than to apply the brakes. You can’t, you’ve lost all

control. You wonder if you’ll survive. No, you’re not riding the Green Monster roller

coaster. You are running Green’s Environmental Products through a full business cycle.

They may feel alike but the roller coaster is only an amusement ride. Green’s

Environmental is real.

Business cycles are fixtures of economic life. They are more exciting,

unpredictable and scary than amusement park rides. Learning about them is important

for learning to live with them. Yes, the mid-market economy is growing but it also

experiences a wild ebb and flow in the level of activity. In some years most industries

thrive: in others most struggle. Chapter eight, “Monetizing the Market,” concluded with

the maxim.

Capital drives market growth, transfer activity and business pricing

Capital also drives business cycles. Owners need to know how that happens and

how to deal with it. There are four phases in a typical business cycle, recession,
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recovery, growth and decline. Cycles have varied in length from as short as two years,

to as long as twelve years. In the United States in the 1980’s and nineties, the cycles

have followed roughly a ten-year repetitive pattern. So far, we have seen two complete

cycles, one in the eighties and another in the nineties. The first decade of the new

century seems to be following a similar pattern. It would be great if business cycles were

to remain that dependable. They probably will not. Just when you think you have the

pattern figured out along comes 9-11, the dot.com bust or the real estate bubble bursts.

In fact, the word “cycle” is itself a problem. It implies a greater regularity than is

actually found in the market. There is no set track like with a roller coaster. Not only do

economic cycles vary in length, the economy changes from one phase to another for

different reasons and with different levels of intensity. Investment volatility, business

and consumer spending patterns, momentum, collective perceptions, technical

innovations, inventory variation, fluctuation in government spending and monetary

policy, import and export fluctuation, war and peace all contribute to the change. That’s

quite a list and individual owners control very little of it. Yet, if owners don’t want to be

battered by the winds of cyclical change they need to plan for the coming storms.

Good managers react quickly to cyclical changes. They cut capital expenditures,

work inventory levels down and trim excess wherever possible. Winners, however,

respond differently, they anticipate change and take advantage of each phase. Winners

often use counterintuitive strategies. When others lay off skilled employees, winners hire

the best people at reasonable cost. When competitors cut advertising costs, winners
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increase advertising. They get better rates and more attention. When others are pulling

up the drawbridge, winners are preparing the business to sell when the cycle improves.

Reacting quickly to the changing business cycle is merely good tactics. Anticipating

cyclical change, and taking advantage of it, is winning strategy. Winners are proactive.

The time for creating value and for harvesting value changes with each phase of the

cycle.

Business and transfer cycles

A full discussion of business cycles requires more complexities than we can deal with

here. We will focus on a single, stylized graph that helps us see relationships among

elements of business cycles in a useful way. We’ve seen many stories throughout this

book of owners caught in a given situation, at a specific time. One problem they all face

is figuring out where they are in the larger scheme of things. This graph is like a

shopping mall directory that provides a schematic with an arrow that says – you are here.

The graph tracks changes since 1980 in the gross domestic product (GDP), the prime rate,

the business transfer cycle (Deals) and recessionary periods.

Economists use GDP to measure the economy’s overall strength or weakness.

However, the line on the following graph reflects only fluctuations in GDP, rather than

actual growth numbers. Using these fluctuations allows us to see changes that are

otherwise hidden in the larger pattern of growth in the period. The National Bureau of

Economic Research (NBER) uses these fluctuations to define periods of expansion and
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contraction. The gray areas on the graph indicate NBER’s officially designated

recessions.

We are also interested in the business transfer cycle as reflected in the number of

deals reported by Mergerstat since 1980. Keep in mind our objective is to understand the

big picture. The graph doesn’t account for internal transfers or unreported sales that

make up sixty percent of mid-market transfers, also it isn’t geared exclusively to the mid-

market but it does include mid-market activity. As a reminder, there are over 300,000

mid-market firms and only about 3,500 large companies. In the opinion of our intrepid

estimators it is a reasonable approximation of mid-market activity.

The graph also reflects changes in the prime rate since 1980. Again this line does

not reflect the actual prime rate, it only reflects changes in that rate. Presenting the

information this way allows us to see how these changes correspond to the business cycle

and how they impact business transfers.

Our roving critic may question the use of prime rate - and he would be right to do

so. The prime rate is used here as a proxy for other measures of the cost of funds. Mid-

market loans are more likely to be priced using the London Interbank Offered Rate

(LIBOR). Further, lenders increase their loan yield by raising fees and other charges not

measured in the prime rate. Lenders can also increase their credit rating criteria thereby

reducing the number of loans they make. Still, the prime rate is convenient shorthand for

showing the relationship between cost of funds and the number of deals.
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So what does this mean to business owners? Fluctuations in the cost of capital

and in the business cycle directly affect the ability to sell. Therefore, owners need to

keep an eye on capital market changes - now more than ever. Prior to 1990 changes in

the prime rate were somewhat less important because the cost of money was just too high

to support most deals. Since then, as the graph shows, the number of deals tracks more

closely with fluctuations in the prime rate. That is also true of the number of deals and

the GDP line.

GDP fluctuated erratically in the 1980’s. Selling a business was difficult as the

economy bounced up and down. Getting off the roller coaster at that time was no easy

feat. In those years, high interest rates and a turbulent economy suppressed any

Prime Rate - Deals - GDP
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enthusiasm for buying and selling businesses. That situation changed as we move into

later years. In the 1990’s, the cost of money, the number of deals and GDP began

moving more nearly in sync with one another. As the prime rate moves lower the

number of deals increases. It stands to reason that cheaper money means more deals. It

also follows that a more stable economy, reflected in a growing GDP, contributes to a

healthy deal environment.

High cost of capital suppresses deals

Low cost of capital encourages deals

In the early years on the graph sales of mid-market businesses were stagnant. In

those years, the mid-market worked like the small business market. Throughout the

period small businesses sold at no more than three times earnings and in fairly constant

numbers. Mid-market deals were also stagnant. They were all less affected by the cost

of money and GDP. The reason is that both mid-market and small businesses were

capitalized with shareholder’s equity, not with professional outside equity. When it came

time to sell these businesses, owner finance played a big role because debt capital was

less available. It follows, then, that deals were less sensitive to the capital markets

because those markets weren’t the primary funding sources. Things are different now.

Capital markets play an extensive role in funding mid-market businesses and deals.

One thing the graph doesn’t show is the relationship between the cost of money

and the price of businesses. But the relationship is clear. A higher cost of money results
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in a lower sale price. Young homebuyers quickly learn that their money will buy a larger

house when interest rates are low than when rates are high. Buyers of businesses also

factor in their cost of capital into any deal they make. They deduct interest from

anticipated earnings thus lowering the price they are willing to pay. When interest rates

are low they might see a ten million dollar value, when rates are higher they are may see

$9.5 million or less as their top price.

High cost of capital lowers the price of a business

Low cost of capital increases the price

Again, the vertical axis on the graph only reflects fluctuations. It doesn’t reflect

the really big news. The economy quadrupled between 1980 and 1996 and has continued

to grow at a brisk pace. GDP grew from under $3 trillion in 1980 to over $13 trillion in

1996, but not without bumps in the road along the way. The economy peaked in the early

1980’s and quickly fell. From the trough in 1982, it expanded ninety-two straight

months, the third longest expansion in US history. Following the 1992 downturn, the

economy grew for one hundred and twenty months, the longest expansion in history. It

has been growing again since 2001.

The economy expanded 276 of 324 months

Yet, with all of this growth and relative stability, business cycles have occurred in

their full glory. The fact that they weren’t severe for the economy as a whole is little
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comfort to those owners caught on the recessionary roller coaster. Due to recessions,

technological change and increased competition, most industries have changed

dramatically. Some have thrived. Others declined. But these cyclical changes have not

necessarily occurred at the same time in all industries. Manufacturing may be down

while housing and homebuilding are up. While housing may be down, manufacturing

and consumer spending may be up. Economists call this phenomenon “rolling

recessions,” where change sweeps through industries in a serial fashion, rather than all at

once. Predicting when and where the next recession might strike is tricky business. But

one thing is sure, a recession will happen in some industries and at some time. The alert

owner needs to be ready. This is particularly true when the owner is thinking of selling.

But thinking of selling or not, winners are always focused on value creation.

Kenny Rodgers offered sage advice when he sang, “You got to know when to

hold ‘em and know when to fold ‘em.” The time for creating value and for harvesting

that value changes with each phase of the cycle.

Recession

As is too well known, recessions are periods of reduced economic activity where buying,

selling, production and employment diminish. There is reduced business investment and

less merger and acquisition activity. Lenders raise rates and restrict loans, rendering

capital less available and more expensive. Fortunately, recessions since 1980 have been

relatively brief and mild. There is, however, no guarantee that future recessions will be

either brief or mild. It’s better to keep one’s powder dry and be prepared for any
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contingency. The best preparation is a proactive strategy and business model that will

support the necessary changes.

Past performance is no guarantee of future results.

Owners with a foreword looking dynamic strategy not only protect their best

employees, they poach the best available employees from competitors who are shrinking

their workforce. They not only micro-manage their inventory turnover, they implement

just-in-time inventories or customer-pull inventory systems. It’s a good bet that the

inventory system we’ll see in “Nothing but net” in chapter in nineteen won’t tolerate stale

inventory sitting on the shelves because in that company customers pull the orders

through the system.

Proactive owners know that recessions offer great opportunities to outsource

everything that isn’t part of their core value proposition. Employees and vendors expect

changes at this time, and if they can be done with minimal disturbance to customers, so

much the better. Winners use recessions to position their companies to come out fighting

when the economy improves.

One way to aggressively position a company is to take advantage of buyer’s

markets for businesses that occur at, or near, the trough. Most businesses will have

experienced a period of brutal decline. Optimism is largely squeezed out of the market

leaving sellers sober and serious. The few remaining buyers are staid and shrewd.
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However, both buyers and sellers find that economic uncertainty makes deals harder to

close and more risky in a recession. Those who buy in this period recognize that both

risks and rewards are greater.

Feeding at the trough (and turning it into a banquet)
“We’re not going down with the ship,” Gene complained. “This
division makes money.” He and his key managers didn’t like
anything about the bankruptcy process the parent company was
going through.

‘I’m sick of it. We carried five losing division for years.”

Gene and his team found a PEG that didn’t mind fighting
its way out of bankruptcy and together they bought the division. It
had sixty million in revenue, decent operating margins but no
profits due to paying expenses of other divisions.

The new company beat expectations in a matter of months.
It purchased two under-performing companies within a year, while
the printed circuit board industry was still in recession. Customer
diversity, equipment, technology and skilled employees were
added to what the company already had.

The economy began to recover, and by the fourth year
company revenue reached $110 million, with EBITDA of $15
million. Gene’s team thought it was time to sell. They ultimately
accepted an offer of $105 million from a strategic buyer.

“Buy it for asset value. Sell it for seven times earnings - in
five years. Not bad,” Gene said, in a rare moment of self-
satisfaction.

It is possible to improve business value in all stages of the economic cycle. But

it’s wise to plant the seeds of success early in a recession so they can be harvested at the

market peak. With business, like with investing in real estate or antiques, you make

money when you buy. You realize that gain when you sell. Gene’s story is a prime
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example of how the mid-market now offers opportunities to create value and realize

wealth in a short time. Prior to the 1990’s, this kind of success took a lifetime’s work.

You make money when you buy

You harvest it when you sell

We have seen other examples of buying at the trough. “The control freak” in

chapter one bought several suppliers when they ran into trouble during a recession. Both

‘Gene’s team” and the “Control freak” were confident they could manage better than

those they were replacing. They also knew that changes are easier to make in a

downturn. Most owners find recessions terribly difficult. Winners use them as an

opportunity to shift expenses from fixed to variable and to clean up other problems.

There’s no better time to get rid of traditional business models. Winners anticipate

change and plan for the next cycle – they aren’t preoccupied with reacting to the last one.

Recovery

Recovery begins once the roller coaster has bottomed out and begins to climb out of the

trough. By this time even slow acting owners have eliminated non-productive personnel

and operations, so productivity begins to rise. Inventories have been worked down, so

any increase in demand is noticeable. The Gross Domestic Product improves during

recoveries, indicating that incomes are rising for businesses as well as for individuals.

Guarded optimism develops as business and consumer spending increase and more
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capital begins to flow. The earlier graph shows that recoveries since 1980 have been

relatively quick. However, recoveries can be relatively quick or painfully slow.

Owners can improve the attractiveness of their businesses in a recovery. Winners

add capacity and expand market share anticipating better times ahead. They prepare bold

new products and services. This is the time to implement build-to-order systems, reduce

inventories and minimize business cycle risk. It’s time to retarget customers and identify

new markets. If there is a single customer or a few customers who account for more than

twenty percent of the business, this is the time to change that situation. It is also time to

strengthen the management team in preparation for coming growth.

Economic recoveries are pregnant with possibilities. But, it takes fortitude to

move ahead of the economy with investment and development, or with purchase and sale

plans. Winners use this opportunity to step on the gas in preparation for the steep trek

ahead. For those interested in selling, a recovery presents unique challenges and

opportunities as Ron learns from Bob, his friend and advisor.

On the up cycle
“We cleaned up some problems. I fired two managers and a
bookkeeper. We reorganized the shop with flexible work teams so
we’re producing more with less inventory and fewer people. The
financials are starting to look better. We netted $1.5 million in the
first six months. Man - it was a miserable year.”

‘That beats losing two million like you did last year. So
what do you need me for?”

“I want out. I never want to go through this again.”
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Bob held up his hand. “I think it’s the wrong time. Yes,
you had a bad year. But let me show you how to have a great
one.”

“But I’ve had enough.”

“It doesn’t make sense to sell on six months of good
numbers. Buyers won’t believe the business has recovered that
quickly. They sure won’t believe the market has fully recovered.
It takes at least twelve months of solid performance.”

Bob saw the disappointment on his friend’s face. “Look,”
he continued, “If you sell now, your trailing twelve months
earnings will only be about one million. Selling multiples aren’t
back to where they should be yet. The best you’d get is four times
your one million dollar earnings. That’s only four million bucks.”

“That’s ridiculous. The assets are worth that much.”

“Hold on. Here’s your play. Keep the business another
year. On the current run rate you’ll earn $3 million. You can take
that home. The market should get back to a five multiple. That
gets you to a $15 million selling price. You make $14 million in
one year.”

“Well… maybe I could stay a little longer.”

Selling a business is a process, not an event. It is not like selling a publicly listed

stock, where you can get on-line and with a couple of mouse clicks and get the job done.

Successfully selling a mid-market business demands early preparation. Sellers ought to

prepare a confidential memorandum describing their business in detail. It should include

a description of personnel, equipment, competition, and market prospects, in short all the

strengths - and yes- all the weaknesses of the company. That’s only part of the

preparation. A successful sale also requires a diligent market search to find the best-
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qualified, most serious buyers. Then negotiations begin with letters of intent, due

diligence, contracts and finally, hopefully, a sale.

Cycles or no cycles, a successful business sale takes time. It can easily take

twelve months, even in the best of times. If it’s necessary to wait for financial

statements, or for the market to improve, that adds to the time requirement. Selling a

business, like managing a business, requires different strategies in different cycles.

Growth

The growth phase is a period of sustained expansion. Leading indicators such as housing

starts, stock prices and consumer confidence reflect positive momentum and a strong

economy. More industries are growing than declining and the economy is full of

optimism. Capital is available for investment and cash flow is strong enough to grow

businesses. The average expansion after WWII lasted 52 months. But, for those who

anticipate the next phase, there is always reason for concern. Since 1980 the economy

has grown more than it has declined but there is no guarantee that will continue.

Owners often find that doing business in a growth economy is easy. It’s

deceptively easy. Money is available, interest rates are low and it’s easy to over-commit,

over-hire and grow too fast. Those who weren’t prepared for the growth cycle may find

that their company’s revenue isn’t growing as fast as others. They’ve waited to turn on

the lights until customers appeared at the door. In growth periods winners diversify

market share, outsource services and control cyclical risk at every opportunity.
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Recessions are a time to focus on cash flow. Growth cycles are a time to focus on

increasing earnings, rather than increasing revenue.

Seller’s markets for businesses occur at or near the peak of the cycle. By this

time the business should have had several years of rising profitability, certainly enough to

justify a rosy forecast. In a growth market capital is available in abundance with

attractive rates and terms. Lenders and PEGs are anxious to ante up. As an aside, it’s

interesting that professional buyers tend to be more active in growth cycles, when

business and the economy are in top form – and at top price. Buying at a peak usually

requires selling at another peak to realize a profit. Strategic buyers are also more active

in growth cycles as they search for acquisitions to bolster already attractive internal

growth. That’s the point - it’s a sellers market because there are more buyers during an

expansion cycle.

Selling multiples wax and wane as the market fluctuates.

Ron and Gene both sell before the peak. They anticipate market cycle change –

they don’t try to time the peak. This strategy allows them to capture much of the growing

profit and yet realize a good selling price. Buyers can realistically expect good times on

the horizon. Sellers who miss the peak have to accept the consequences of selling in a

declining economy - if they can sell at all.
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Decline

Periods of decline occur as financial institutions and business leaders change their

outlook. On the whole, financial institutions decline quickly and recover slowly. Banks

can quickly stop making new loans and raise interest rates to adjust their portfolio.

Unfortunately, they can’t work their way out of non-performing or low interest loans as

quickly. Their actions reduce the availability of capital and increase its cost. Liquidity is

drained out of the economic system, rendering it more difficult to grow companies.

Businesses sink or swim in the capital pool available at a given time.

Some owners act as if they are unaware of the impact of business cycles. I once

met the owner of a company that manufactured metal products sold into commercial and

high-rise residential buildings, mostly new construction. His business lost money - in

spite of the fact that the construction economy had been booming for several years. Our

meeting occurred as interest rates were increasing and the economy was showing early

signs of slowing. Commercial construction typically lags behind economic down turns

and it is slow to recover. Of course, at seventy-three years of age, his solution was to

keep the business and sell in a couple of years when he had resolved the internal

problems. Good luck with that. The construction industry can take years to recover and

the commercial construction industry takes even longer.

Behavior in the market is distinctly different in the various phases. Winners

watch for early signs of change and are prepared to act. Fortunately, market contractions

have averaged only ten months in length since 1980. Wise owners take little comfort in
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these pleasantries. They know the economy declines quickly and recovers slowly, much

as a roller coaster rushes headlong downhill and suddenly bottoms out. They know

there’s no guarantee as to how long, or how bad, a recession might be.

There are prudent, reactive steps owners can take as the economy begins to

decline. They turn their attention to internal operations because it’s difficult to increase

sales in a downturn. They review all processes including production, sales and

distribution to find opportunities to improve efficiency. Their goal is to convert fixed

expenses to variable expenses wherever possible. Perhaps distribution can be outsourced,

changing it to a variable expense. Each item converted to a variable expense takes the

business one step closer to a conceptual business model. Each step reduces business

cycle risk.

The market for selling businesses takes a rain check in periods of decline.

Industry buyers aren’t aggressive because they’re fighting their own internal problems.

Their lenders are reluctant to offer financing at reasonable costs. Some industry players,

like “The control freak,” think they can get the business without buying it. In harsher

terms, they think they can steal it. When large companies feel pressure to streamline they

batten down the hatches and dump unwanted divisions at the worst possible time and at

deep discounts. This is a buyers market although there are very few who are active.

In chapter eight we discussed the growing market capitalization of middle market

companies using a constant business valuation formula. This is useful for understanding
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the market value of companies and market growth in the long run. However, it factors in

nothing for the changing value of a company at various points in the business cycle.

Even profitable, growing businesses may have a lower market value as the cycle declines.

On the down cycle
‘What’s the matter with this picture? I turned down $25 million
last year. I took this business from $5 to $6 million in earnings in
the last twelve months.”

Rodger, the investment banker, could see that Chet wasn’t a
happy camper as he continued. “Sales are up - costs are down. I
did everything right. Now the best offer you can bring me is $24
million. It stinks.”

As Chet’s face turned red, Rodger said, “I was afraid of this
when we took it off the market at its peak. Now the market is in
the dumps. Money is expensive. Buyers have their own problems
and don’t want to buy more.”

“Here’s the problem, Chet. The market dropped one whole
multiple. The math is simple five times $5 million is $25, and four
times $6 million is $24 million. Living with that math is
miserable.”

“I worked a whole year for nothing,” said a grim faced Chet.

Here’s an insight for you. Selling on an up cycle is different from selling on the

down cycle. Business values are based on the perceptions of market participants at a

given point in time. Those observations are based on general economic conditions, the

availability and cost of funds and the position in the market cycle. A business is more or

less likely to sell, and to sell at a higher or lower price, in different economic conditions.
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Chet’s situation isn’t unusual. Selling a business during an economic decline is a

slow, frustrating and often disappointing job. He turned down a good offer at the peak of

the market. No doubt, he was looking at the growing strength of his company, not at the

precarious market. Now that there is a viable market for selling mid-market businesses

owners would do well to pay attention to its workings and its fluctuations. It is sensitive

to the financial markets and general economic conditions more than ever before.

Ron, on the other hand, benefited from exercising patience. He timed his sale to

work with, rather than against, the market. Acting on good advice, he started the process

at the bottom of the cycle and planned to sell in the growth phase. Gene’s team also took

advantage of the market. They bought at the absolute bottom then implemented a

planned growth program and were prepared to sell on the up cycle. Neither of them

needed the miracle that Chet required to achieve their price.

You can’t fight declining multiples with incremental growth.

Winning the middle market

There are opportunities to create value and harvest results in all market cycles. The

problem is synchronizing personal, business and market timing. A problem that is

exacerbated by the fact that it can take twelve months to sell – even after the business is

fully prepared for sale and in a strong market. Market timing is tricky and the

consequences of being early or late are serious. Winning strategies consider the location

of the business in each cycle. The value of a business is dependent on market conditions
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at the time of sale. Wise owners watch for early signs of change so they have time to

plan.

Flexible business models allow companies to prosper in any cycle. They

recognize the economy isn’t always going to be good or bad and they focus on the ability

to adapt. They use recession-resistant funding structures and focus on their core

competency and customer service. Earnings in top performing companies don’t fluctuate

as radically as those of other companies in various cycles. Therefore, they are likely to

sell at fairly consistent multiples in good times or in bad. And, of course, top performing

companies are always in demand


