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As superabundant capital is likely to keep investor return 
expectations low for awhile, the assumptions behind many 
M&A models may be too onerous. Reevaluating investor 
expectations may expand the universe of investments 
and provide clarity on the investments worth pursuing. 
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Global mergers and acquisitions are on pace to reach a 

record high this year. Yet we continue to hear from many 

chief financial officers (CFOs), treasurers and other 

executives assessing M&A opportunities that they just 

can’t make deals pencil out.  

For every buyer, it seems, another dozen potential buyers 

have been walking away because their M&A models 

show that they will not earn adequate returns. They might 

have strong balance sheets, abundant dry powder and 

prospective targets that could add strategic value and 

growth, but many still choose to sit on the sidelines, 

in the interest of being prudent with their shareholders’ 

capital. And recent volatility in fi nancial markets could 

make potential buyers even more hesitant. 

These reasons have led companies into a no-growth 

trap: Cautious companies wind up holding on to their 

cash, returning it to shareholders through dividends 

and share buybacks, or trying to boost profi t margins 

through cost reductions. What should CFOs who are 

discarding potential deals and investments in their own 

business do with the mounting cash on their balance 

sheets? Should they simply wait for better valuations 

and, in the meantime, continue returning capital to 

shareholders?

We suggest an alternative: Reassess internal hurdle rates 

to make sure they accurately capture current capital mar-

kets conditions. This reassessment could help expand 

and clarify the universe of attractive investment oppor-

tunities, whether they be M&A or organic. 

Two factors generally account for higher-than-necessary 

hurdle rates: the reluctance of companies to lower internal 

hurdle rates to the same extent as declines in their weight-

ed average cost of capital (WACC), and the acquisition 

premiums placed on potential deals.

Our analysis suggests that the WACC of the S&P 500 

companies has steadily decreased and is, on average, 

20% less than just a few years ago (see  Figure 1). 

Many CFOs, however, have not lowered their internal 

investment hurdle rates as quickly or as far. Believing 

Figure 1: The cost of capital has declined by 20%
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There is enough evidence to believe that long-term interest 

rates will remain low for a while, even after the US 

Federal Reserve begins the process of normalizing 

monetary policy. For one thing, the capital superabun-

dance we fi rst wrote about in 2012 continues to prevail, 

with $600 trillion in global fi nancial assets available 

for investment. The law of supply and demand means 

that the cost of capital will likely remain low. (For more 

about capital superabundance, see Bain’s report, A World 

Awash in Money: Capital Trends through 2020.) 

Weakness in major economies, such as the eurozone, 

Japan and China, and in smaller markets, like Canada 

and Australia, has caused aggressive monetary easing 

in these countries, based on the pattern set by the Fed. 

It will be diffi cult for US interest rates to move sharply 

higher when overseas rates are being suppressed.  

Moreover, the strengthening of the US dollar serves as 

both signal and carrier of rising capital fl ows to the US. 

As international investors buy longer-term government 

that interest rates must rise again soon, they have 

adopted a more conservative approach, lowering hur-

dle rates less than what the declining WACC would 

suggest.

In addition, the risk premium they give to acquisitions 

(typically 200 to 300 basis points) and their general 

conservatism regarding WACC (typically 50 to 100 basis 

points) have not changed, further building in conser-

vatism on a lower base.

Why interest rates likely will remain low

What corporate stewards of capital do from here depends 

in large part on the source of their concerns. If deals 

are not penciling out because potential buyers cannot 

get comfortable with the growth projections sellers have 

embedded into the price, then that may be a reasonable 

constraint. On the other hand, if the conservatism stems 

from worry that long-term interest rates will soon rise, 

that’s another matter. 

Figure 2: The current level of interest rates has a long precedent
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and corporate bonds, interest rates generally will be 

suppressed. It’s also worth noting that the current level 

of rates is close to the long-term average over the past 

two centuries (see  Figure 2). 

A prolonged period of capital surplus likely will be char-

acterized by persistent low interest rates and thin real 

rates of return. The implication for CFOs, treasurers 

and others hunting for acceptable deals: Reevaluate and 

adjust internal investment hurdle rates and portfolio 

investment return targets accordingly. Without these 

adjustments, executives may end up parking capital on 

the sidelines indefi nitely while waiting for higher-return 

opportunities that will not materialize.

To be sure, by recent historical measures, valuation 

multiples in today’s environment still seem rich. Yet 

investors cannot invest in opportunities of the past, 

and very few can accurately time the valuation cycles of 

assets in the market. They must make capital alloca-

tion decisions and trade-offs against the only options 

presently available. And at present, interest rates 

have reached generational lows, partly because inves-

tors have found no better risk-reward trade-offs.  

Rethinking the assumptions that underlie a deal model 

is a big step. CFOs and other executives should examine 

several questions to determine whether to take that step 

and how much to reset the model (see the sidebar, 

“Fundamental questions for CFOs”).

Fundamental questions for CFOs

1. Do you separate the predictability of cash fl ows from the actual cost-of-capital requirements?  

This may require you to double down on due diligence efforts and invest more in scenario planning
than in probability weighting and setting conservative hurdle rates, which serve to penalize the in-
vestment valuation twice.  

2. Have you updated cost-of-capital benchmarks to refl ect most of the recent requirements for re-
turns across different asset classes?

Shareholders’ requirements for returns change over time and are infl uenced by the universe of alter-
natives available to them. In today’s capital markets, expectations for returns across asset classes
have been tempered.

3. Do you give yourself credit for having experience in making similar investments in the past? Do
you evaluate the assigned risk premiums, given the lower cost of capital today?

Our research suggests that serial acquirers are better at underwriting realistic assumptions and ex-
ecuting on deals. Your embedded acquisition premium may not need to be what it once was.

4. Have you reevaluated the right target capital structure?

Given current interest rates, it’s possible that your capital structure could be more productive at a different 
level, potentially lowering your WACC.
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Executives who still worry about timing this market at 

high valuations could consider a series of smaller invest-

ments or acquisitions over time, rather than one big 

acquisition that may be more susceptible to timing 

risk. Bain’s analysis shows that frequency and materiality 

both matter: Building M&A capabilities with a series 

of smaller acquisitions often leads to better returns over 

time. In addition, a company is more likely to perform 

better when more of its market capitalization comes 

from its acquisitions.  

More broadly, the most successful acquirers think long 

term about their portfolio of assets. They understand 

that strategic investments that complement their com-

pany’s core business can unlock more value than deals 

that simply pencil out in the near term. For CFOs fi nding 

deals that are attractive but too expensive, a reevaluation 

just might lead to a different conclusion. 
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