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EXECUTIVE 
SUMMARY

The credit market collapse of 2008 has devastated corporate 
valuations and upended many of the assumptions that  
have ruled the world of finance for the last several decades. 
There are few historical parallels for the depressed state of  
the corporate bond markets: The price for corporate credit 
today—especially for companies with lower credit ratings— 
is approaching the peaks reached in the worst years of the 
Great Depression. 

In consequence, the total enterprise values of companies  
have plummeted, to less than half of what they were just a 
year ago. Indeed, the collapse in bond valuations has created 
ripple effects that further impair the enterprise values of  
many companies—especially non-investment grade credits. 

In this new and unfamiliar world, chief financial officers  
need to fundamentally rethink their strategic finance agenda, 
altering and adapting some of the practices they have pursued 
in the past, and fundamentally changing the way they 
approach others. We have identified six action items that 
corporate finance departments should pursue to preserve  
and improve their competitive outlook. 
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The implosion of the fixed income 
markets in 2008 is the most extreme 
contraction seen in more than seven 
decades. The market for issuing 
high-grade corporate debt had seemed 
to be on track for a record year at the 
start of 2008. In the U.S., corporate 
issuers, responding to a decline in 
internally generated cash flow and 
taking advantage of attractive interest 
rates, had been planning to issue  
debt at a rate of some US$700 billion 
for the year. But as credit problems 
surfaced in early summer, the market 
came to a grinding halt, with new 
issues dwindling to a rate of only  
$30 billion per month. But even that 
figure understates the severity of  
the crash. Much of that volume was 
for supranational issuers such as the 
World Bank or loss-resistant first 
mortgage bonds for utility companies; 
issues of more typical corporate bonds 
were negligible. 

In the high-yield debt market, the 
situation was even more dire. Total 
high-yield issues stalled at $50 billion 
by midyear, compared to a total of  
$150 billion for 2007, lower than  
the volume for any year since 1995. 
Even that comparison understates  
the market’s weakness, however, 
as the high-yield market was much 
smaller in 1995. 

Shut out of the bond markets, most 
companies have taken multiple 
ac tions to improve liquidity and 
reduce their reliance on financing, 
including deferral of capital expendi-
tures and large-scale cost reduction 
initiatives. To protect their short-term 
liquidity, they have turned to com-
mercial banks, proactively drawing 
down on revolving lines of credit.  
As a result, after years of disinterme-
diation, during which corporations 
moved away from banks as the  
bond markets became larger, more 
sophisticated, and more liquid,  
banks came back in 2008, and  
are once again assuming a greater 
presence in the capital structure  
of Corporate America.

The banks, however, have been 
unwilling lenders, and the extent to 
which they will continue or increase 

their business lending is unclear.  
They have been tightening corporate 
lending standards, and recent data 
suggests they have little enthusiasm  
for extending business credit. In the 
third quarter of 2008, more than  
70 percent of respondents to the 
Federal Reserve Board’s Senior Loan 
Officer Opinion Survey on Bank 
Lending Practices said they were raising 
the spreads over their benchmark rates, 
increasing charges, reducing credit 
limits, and asking for greater collateral. 
It is possible that this situation will 
change if they adjust their credit 
policies in response to the massive 
injections of capital into the global 
financial system being made by 
central banks and national treasuries. 
But it is not certain. 

2

ThE FIXED 
InCOME 
MARkET  
TODAY



Booz & Company 3

We now live in a world where enter-
prise market values (i.e., both debt and 
equity) of non-investment grade 
industrials are only two to three times 
their operating cash flow. This is less 
than half the historical multiples (and 
precedent transactions) for these 
companies, which were in the range of 
five to seven times cash flow. 

These historically low market values 
are in large part a function of the 
historically high credit spreads we  
are seeing on corporate debt. Indeed, 
as Louise Purtle, a senior analyst  
at credit research firm CreditSights,  
has noted, “Corporate spreads have 
broken beyond the range set by any 
recession in the last five decades  
and are closing in on the peaks seen 
during the Great Depression of  
the 1930s.” This is especially true  

for non-investment grade debt,  
and the impact is more pronounced  
on longer-term debt than shorter- 
term debt.

Exhibit 1 makes a powerful point—
although economists may quibble  
as to whether it’s a technical reces-
sion, or if this downturn will be as 
bad as the early 1980s recession, 
today’s liquidity crisis and fixed 
income markets are at their worst 
point since the Great Depression.  
As witnessed by the collapse of 
Lehman Brothers in September 2008, 
liquidity challenges can be a faster 
route to death than operational 
challenges. The fact that many  
of today’s companies are facing  
both kinds of challenges leads to  
a gloomy outlook for default rates.

ThE IMpACT 
On CORpORATE 
VAlUATIOnS

Source: CreditSights; Federal Reserve; National Bureau of Economic Research; Moody’s 
*Louise Purtle, “What Does Life After Leverage Look Like? (part II),” CreditSights Research Conference presentation, 
November 2008. CreditSights developed this analysis from “a Moody’s data series on Long Term Corporate Bond Yield 
Averages that is derived from pricing data on a regularly replenished population of U.S. corporate bonds with maturities that 
range from 20 to 30 years. This provides a constant corporate pricing history, though one should keep in mind that the tax 
reforms of the mid-1980s ushered in a substantial change in the relative appeal of debt and equity financing, thus reducing 
the direct comparability of the pricing of corporate debt in the period before and after 1986… We have used the Federal 
Reserve’s constant maturity 30-year bond yield for the period for which it is available (from February 1977), the constant 
maturity 20-year (from January 1962), the constant maturity 10-year (from April 1953), and the National Bureau of Economic 
Research’s series entitled U.S. Yield on Long-Term United States Bonds for the period prior to 1953. The shorter duration of 
these assets compared to the 20- to 30-year corporate bonds means that the ‘spreads’ that are derived by subtracting the 
risk-free yield from the corporate yield could be overstated for the period prior 1977.”

Exhibit 1  
Credit Spreads Reach Highest Point Since 1930s, Sparking Talk of Depression*
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And although there is much that can  
be debated about today’s environment, 
there is no debate about the outlook  
for the corporate default rate: it will 
continue to rise. Moody’s has suggested 
that this rate could exceed the peak 
seen in the past two recessions, given 
the current outlook for a prolonged 
and severe U.S. downturn. The firm  
has predicted U.S. default rates will 
increase from 3 percent in late 2008  
to 11 percent by year-end 2009.

The upheavals in the fixed income 
markets drive down company valu- 
ations through three mechanisms.  
The first is that the value of corporate 
debt today is much lower due to the 
much higher price of credit risk. And 
for many companies, where debt is 
representing an increasingly large 
proportion of total enterprise value 
(due to declining share prices, plus,  
in some cases, increasing debt levels), 
the effect can be huge.

An interesting implication of this 
phenomenon is that the conventional 
valuation shortcut that uses the  
book value of debt as a rough  
proxy for market value of debt is 
increasingly inappropriate. This 
shortcut overstates enterprise value 
(EV), valuation multiples, and financial 
leverage—especially for non-invest-
ment grade companies.

The second mechanism stems from 
the asset allocation decisions gener-
ally favored by companies with 
defined-benefit pension plans. Many 
of these companies—typically in the 
Fortune 500—have relied heavily on 
equity returns to fund their plans. 
Losses in global equity markets in 
2008, however, have eroded the value  
of plan assets so much that it will 
greatly increase the future plan 
contributions that must be made 
according to amortization schedules 
and minimum funding levels. This 
will be a major cash drain for many 
large U.S. companies that still have 
sizeable defined-benefit exposures.
Furthermore, corporate financial 
leverage is being understated  
unless calculations are refined to 
incorporate this liability.

Third is the contagion effect that the 
historically high cost of debt and  
the increased probability of defaults 
are having on equity values. In a 
discounted cash flow (DCF) analysis, 
the expected residual value of equity 
(the weighted average of all possible 
outcomes) must also decline sharply in 
today’s market. The equity holders face 
an increasing risk of getting little to 
nothing. This is especially true  
for the equity of smaller, non-invest-
ment grade companies, companies 
with less excess cash, and those with 

fewer secondary sources of liquidity. 
This also manifests in a higher 
weighted average cost of capital,  
with higher discount rates driving 
lower valuations.

These profound shifts in the  
capital markets are creating sharp 
distinctions between the “haves” 
(well-capitalized companies with 
relatively high credit ratings and 
excess cash) and the “have-nots” 
(those companies, especially smaller 
players, with less liquidity and lower 
credit quality). The latter now trade 
at a growing discount to better 
capitalized— but otherwise 
comparable—peers.

Consider, for example, the situation of 
one company in the have-not cat-
egory: a smaller consumer products 
firm with a market capitalization of 
about $2 billion, which we will refer 
to as Company X. Although the 
company is successful, with margins 
and growth superior to those of 
comparable companies, its financial 
strength is weaker: It is non-invest-
ment grade, midsized (small by 
industry standards), with cash on 
hand equal to only about 2 percent  
of revenue. With the entire sector 
trading lower, due to the overall fall 
in valuations, Company X trades at a 
far greater discount—its total EV is 
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All of these effects on corporate 
valuations heighten the importance 
of financial strength and strategic 
liquidity in today’s market.

seven times income before interest, 
taxes, depreciation, and amortization 
(EBITDA), compared with a multiple 
of 10 for its closest comparables, on 
both a trailing and a forward basis.

We estimate that only about a third  
of this discount can be attributed to 
Company X’s business outlook:  
The company’s above-average 
margins and operating results, 
evidently, are not viewed as sustain-
able in these challenging times. 
Foreign currency exposures com-
pound this view, and the market 
appears to be pricing in  
a potential reversion to the industry 
mean. The rest of the discount, 
however—two full multiples of 
EBITDA—is due to the effects of  

the historically high price of credit. 
The example of Company X shows 
how valuations used in recent years 
are no longer appropriate bench-
marks. The data today can’t support 
valuation levels that seemed reason-
able just a year ago, once we 
acknowledge the changes that have 
occurred in the capital markets.
 
All of these effects on corporate 
valuations heighten the importance  
of financial strength and strategic 
liquidity in today’s market—for 
providing both buoyancy to enter- 
prise value and the funding necessary 
to support operations, to enhance 
bargaining power, to improve  
competitive position, and to  
support opportunistic investment.
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We have entered a new era for 
corporate valuations, in which  
the effects of fixed income market 
illiquidity have culminated in 
dramatically lower EVs through  
the mechanisms outlined earlier.  
The sudden changes in valuations 
have profound implications for 
corporate strategies to maximize 
shareholder value. We outline  
six new imperatives for the  
finance strategic agenda in light  
of these changes.

1. Audit Your Defense Strategy. 
Although many managers contend 
that the best defense against takeover 
is a good offense, today’s depressed 
stock prices can make many com- 
panies vulnerable to takeover by  
any well-capitalized buyer. It thus 
behooves executives to review their 
takeover defenses to ensure they  
will have the requisite time to devise 
and execute their strategy. A high-level 
defense audit has four basic categories. 
The first covers the general state and 
corporate take-over laws, which 
govern such questions as the 
percentage of shareholders needed  
to approve an acquisition (with  
and without board approval), the 
percentage of board members needed 
to approve an acquisition, and the 
process for altering, amending, or 

repealing corporate bylaws. The next 
category covers board structure and 
policies, such as the length of board 
members’ terms, whether the board 
itself can change the size of the 
board, and whether newly created 
board seats can be filled by a 
majority of the directors in office. 
The third involves the shareholder 
voting processes, including whether 
shareholders are able to act by 
written consent and the processes  
for convening special meetings.  
The final category covers poison pill 
provisions, such as whether there is 
an active poison pill, whether there 
are provisions in place to strengthen 
it, and whether there is a “blank 
check” that will allow the board to 
issue new preferred stock. 

One company we examined recently, 
for example, had reasonably strong 
defenses in effect, including a 
requirement of two-thirds share- 
holder approval for a takeover; a 
classified board with staggered terms; 
an accordion (expandable) board with 
no cumulative voting that would allow 
shareholders to concentrate their votes 
on fewer candidates; an active poison 
pill; and the ability to issue unlimited 
amounts of dilutive preferred stock in 
priority above the common stock.

ThE SIX STEpS 
YOU nEED TO 
TAkE nOw
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2. Review Your Strategic Risk 
Management program, Including 
hedging policies. Unmanaged 
commodity, currency, and interest 
rate exposures can be costly, 
especially in today’s environment, 
because they can impose additional 
cash flow volatility. This is especially 
true in light of the current high cost 
of liquidity. Surplus cash and surplus 
equity are hard to come by these 
days, and when they are available, 
there are more promising and 
productive uses than buffering 
unmanaged exposures.

Most public-filing companies  
provide pages and pages of disclosure 
that cover their risk management 
policies and procedures. But few  
have actually made an attempt to 
define and quantify their largest net 
exposures, their sensitivities, and 
their underlying risk drivers. Nor 
have most companies evaluated 
which risks they are strategically 
advantaged to own, and which risks 
can best be managed by the host of 
alternatives that are available.

Hedging is a good example. Corpo- 
rate risk management policies vary,  
but in many cases companies do  
little hedging beyond large currency 
transactions, plus opportunistic bets 

on commodities and interest rates. 
Many non-hedgers don’t have a good 
understanding of their exposures, 
believing they may be already  
naturally hedged or that hedging  
is too expensive, thus relegating 
hedging to the arcane world of 
“financial engineering.” Where  
hedging is undertaken, we find it is 
often executed inappropriately—in 
many cases, using short hedging 
horizons with an overreliance on 
forward transactions that run a high 
risk of going underwater. This risk is 
especially great in today’s world of 
increased volatility. In many cases, 
however, effective hedges are both 
available and cost-effective for a 
variety of risks.

3. Build or Buy Strategic liquidity. 
Strategic liquidity is now more 
important than ever. The design of 
your capital structure is closely related 
to risk management—in fact, capital 
structure and financial policies are 
effectively a subset of strategic risk 
management.1 For years, companies 
with high credit ratings (especially 
AAAs), low financial leverage, and 
large amounts of excess cash were 
targeted by investment bankers 
pitching more debt (especially 
convertibles), and larger share 
repurchase programs (especially 

derivative-based, structured 
programs). In today’s environment, 
however, financial strength and 
liquidity have become powerful 
strategic assets, and sources of 
buoyancy for corporate valu- 
ations. Thus, new capital structures and 
financial policies are in order.

On the asset side of the balance  
sheet, we see leading companies 
today building primary liquidity  
by retaining operating cash flow  
and the proceeds of asset sales, and 
drawing down on their bank lines. 
They are establishing secondary 
liquidity through back-up lines of 
credit, financings, securitizations  
of receivables and other assets, and  
sale lease-backs. We also see other 
vehicles being explored for financial 
liquidity, such as enhanced flexi 
bility in leases and purchasing and 
outsourcing contracts.

Buying strategic liquidity through 
liability management begins with 
extending the weighted average 
duration of all debt, by terming  
out and refinancing short-term debt,  
as well as through exchange offers  
and the retirement of near-term 
maturities. As always, we see 
companies trying to minimize 
maturity towers and plug maturity 
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gaps (in their liability ladder) through 
similar tactics. We also recommend  
a reduction in the proportion of 
floating-rate debt, by swapping 
floating-rate notes for fixed-rate ones, 
lifting or mirroring fixed-to-floating 
swaps, or shortening their terms.

Beyond liquidity per se, companies—
especially those that are non-
investment grade—need to build 
financial strength through the 
re-equitization of leveraged balance 
sheets, through debt-equity 
exchanges, debt tenders and open 
market repurchases, and pension 
pre-funding. We’ve also seen a sharp 

reversal in the recent trend toward 
heavy reliance on the distribution  
of excess cash (and elimination of 
equity) through increasingly larger 
dividends and share repurchase 
programs. Non-investment grade 
companies should consider sus- 
pending these programs. As equity 
market receptivity improves, we expect 
to see a resurgence in the less-
traditional techniques for raising 
equity capital, including rights 
offerings, attached warrants,  
mandatory convertibles and other  
hybrids that receive equity credit (such 
as long-dated senior sub-ordinated 
notes with dividend deferral 

language), and the forward issuance 
of equity for immediate deleveraging 
while deferring equity dilution. There 
may be an opportunity to initiate a 
shelf offering program to dribble out  
small amounts of equity over time; 
executive stock and stock option 
programs also create a similar effect, 
with small amounts of issuance  
over time.

4. Manage Your Corporate  
portfolio for Value. Especially in  
a downturn, it is important to 
manage corporate portfolios based 
on intrinsic values. And yet the  
vast majority of the numerous 

We expect to see a resurgence in  
the less-traditional techniques for 
raising equity capital, including  
rights offerings, mandatory 
convertibles, and other hybrids.
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corporate portfolio frameworks  
in use and in print today utilize 
traditional, accounting-based financial 
metrics that ignore value. The pre- 
mise, of course, is that traditional 
performance metrics—such as 
margins, operating income, return  
on capital employed (ROCE), and 
economic profit or economic value 
added (EVA)—are proxies for value. 
In fact, it is precisely because the 
performance these measures seek to 
capture is already capitalized into 
market values that these metrics are 
inappropriate for portfolio decisions.

In practice, managing for value 
means avoiding three classic mistakes 
that executives chronically made in 
strategic portfolio reviews:

a) Focus on value, not performance 
metrics. Make decisions predicated 
on a comparison of intrinsic values, 
based on discounted cash flow, rather 
than on disposition value, as shown 
in Exhibit 2. 

b) Avoid decisions based on margins, 
ROCE, or EVA. Selling the dogs,  
and acquiring the stars, as dic- 
tated by traditional performance  

metrics, can be your most costly 
strategy, especially in a downturn, 
because market values already 
incorporate current, and expected 
future, performance.

c) Incorporate the costs of 
opportunity forgone. Determine 
whether any assets might be worth 
more to others. A robust analysis  
of value contribution goes beyond 
simplistic tests for the presence  
or absence of portfolio synergies, 
because there are always valuable 
alternatives for company resources 
(such as people, capital, and time). 

Exhibit 2  
A Value-Based Corporate Portfolio Strategy Framework

Source: Booz & Company
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This analysis should include oppor- 
tunity costs, such as the forgone 
synergy value to natural owners,  
and can include a screen of potential 
natural owners based on strategic fit, 
an estimate of their likely operating 
synergies, and an estimate of their 
willingness and ability to acquire the 
asset, as well as the potential net 
proceeds. The economic point of 
indifference for holding, versus 
disposing of, any asset then becomes 
the set of operating conditions that 
generate a forecast with a discounted 
cash flow value greater than the likely 
net proceeds of disposition to other 
natural owners.

5. Monitor Your Sources of Value.  
In a turbulent market, traditional 
approaches to performance measure- 
ment, financial management, and 
valuation are coming up short. 
Value-based management must  

now move beyond measuring value  
to managing it. This includes 
management organization and 
processes—such as organization 
structure, decision rights, infor- 
mation, and rewards.

Today, more than ever, strategies  
are failing in the decisions, not the 
vision. It is the deployment and 
execution of strategies that require 
countless economic, value-based 
decisions to be made at all levels 
within the company—integrations, 
dispositions, closures, outsourcing, 
run-length, customer & stock  
keeping unit (SKU) rationalization, 
changes to pricing, promotions,  
and value propositions.

These decisions require an economic 
fact base, and yet information  
and management systems remain 
geared around statutory reporting 

requirements and an accounting 
fact-base. Capacity utilizations 
plummet in a downturn, and can 
greatly skew our read on product  
and customer profitability and value 
creation. Products or customers  
that are served from an operating 
footprint where volume variance  
is unitized as a unit cost (rather  
than expensed as a period cost) will 
look very unprofitable, and yet in  
many cases they may contribute 
tremendous value.

Absorption accounting burdens 
products and customers with un- 
related utilization issues. Allocations 
can also skew profitability, versus 
stand-alone potential, or value to a 
different owner. Transfer pricing 
distorts real economics for tax 
planning and political reasons. 
Information systems and performance 
dashboards often do not easily allow 
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us to separate period costs from unit 
costs, or to disentangle customer costs 
from product costs from location costs.

It is increasingly important to discern 
exactly where you are creating value 
and where you are destroying value 
by estimating the market value per 

dollar of assets. In Exhibit 3, such  
an exercise for one multinational 
reveals startling regional disparities 
in profitability. 

But all too often, strategies and  
their execution are premised on  
flawed metrics, driving uneconomic 

decisions and value destruction or 
suboptimization. Many companies  
still have poor visibility on key 
perform-ance indicators. In practice, 
meaningful dashboards of customer, 
product, and SKU economic profit-
ability remain a distant dream.

Exhibit 3  
One Multinational’s Capital Productivity by Geography 

Source: Capital IQ; Booz & Company analysis
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The credit market conditions that have 
resulted from the events of  
2008 are fundamentally different from 
any seen since the 1980s— 
and in some ways, since the 1930s. 
Although many forecasters expect 
conditions to improve late in 2009, the 
climate for finance will continue to be 
challenging for some time. Today’s 
credit market conditions,  
and their ripple effects, have created an 
entirely new operating environment. 
The strategic agenda needs  
to evolve quickly to reflect the new 
realities of the marketplace; the  
six steps we have outlined should 
provide a solid point of departure.

COnClUSIOn

6. Create Real Options on Growth. 
Regardless of challenges in the 
current environment, many leading 
companies are moving forward on 
their growth agendas. Successful 
growth platforms emerge from  
the intersection of macro trends, 
underserved needs, and organ- 
izational capabilities. In some cases, 
these platforms will be developed 
organically, by building assets and 
capabilities at this intersection. In 
other cases, a deal may be needed. 

Resource constraints—principally 
human and financial—as well as  
time constraints can lead companies 
to nonorganic tactics to build  
their growth platform, including 
acquisitions, minority interests, 
licensing, co-development and 
co-marketing, and other forms of 
collaborative enterprise. Today’s 
market makes the prices of many 
targets more attractive, and also 
provides motivations for sellers 
attempting to shore up liquidity.

But in considering deals, we propose 
a focus on enhancing capabilities—

building up the portfolio of ideas, 
skills, and competencies—rather than 
a focus on “moving the needle” in 
terms of financial outcomes. All too 
often, growth strategies revolve 
around simply plugging a revenue or 
earnings growth gap with a deal—an 
approach to deal-making advocated 
by many investment bankers.

For many companies in the U.S. and 
other developed regions, the most 
attractive growth opportunities may 
be in international markets. Corporate 
profits have become increasingly 
reliant on overseas demand. Although 
the hopes last year that the credit 
problems and economic weakness in 
the U.S. would not lead to weakness 
in non-U.S. economies turned out  
to be overly optimistic, international 
growth opportunities should continue 
to be attractive. In the near term.  
However, volatility in currency 
markets, as well as the rise in the U.S. 
dollar since mid-2008, will make it 
difficult for U.S. companies to rely on 
offshore profits. Furthermore, these 
profits may be less valuable due to 
their cost of repatriation.
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1 Justin Pettit, Strategic Corporate Finance: Applications in  
Valuation and Capital Structure (Wiley 2007). See Chapter 10, 
“Strategic Risk Management,” for more detail on this argument.
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Helsinki
London

Madrid
Milan
Moscow
Munich
Oslo
Paris
Rome
Stockholm
Stuttgart
Vienna
Warsaw
Zurich

Middle East
Abu Dhabi
Beirut
Cairo

Dubai
Riyadh

North America
Atlanta
Chicago
Cleveland
Dallas
Detroit
Florham Park
Houston
Los Angeles
McLean
Mexico City
New York City
Parsippany
San Francisco

south America
Buenos Aires
Rio de Janeiro
Santiago
São Paulo


