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BE
TRANSPARENT

Tip #1

Sellers often try to hide certain things
from buyers fearing if they find out the
buyer may back out of the deal or reduce
valuation. It is important to realize that
buyers understand there will always be
some flaws and imperfections in every
transaction.
 
The bigger damage that can come from
trying to hide something is the breach of
trust and potential damage to the
relationship. Also, if asked a direct
question and you don’t give an honest
answer, it can later be deemed as fraud
and you could be liable for
misrepresentation.
 
It is better to err on the safe side and let
the buyer know ahead of time if there are
any issues they will find in their due
diligence.  Be transparent, answer
questions honestly and most importantly
make sure your house is in order. This
will translate to greater confidence,
higher valuation and increase the
probability of getting through closing and
on to the next stage of life!



|  E X I T  A D V I S O R S PAGE |  02

10 Tips For Surviving

DUE DIL IGENCE

CLEAN
FINANCIAL
RECORDS

Tip #2

There is perhaps nothing worse than not
having clean financial statements. 
 Financial records not only reflect the
profitability of the business, but perhaps
more importantly are the first impression
to the type of business you run. Just like
you would never think of putting a house
on the market with an uncut yard or
overgrown shrubs, you should NEVER go
to market without clean and accurate
financial records.
 
The cost to have financial records audited
or reviewed has gone down substantially.
The return in increased valuation will
almost always be many times more than
the cost to have the financials cleaned up,
audited or reviewed.
 
Make sure to start working with your CPA
several years ahead of the time you
decide to sell because it is extremely
challenging to go back and make changes.
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GAAP

Tip #3

In continuing along the theme of clean
financial statements, financial statements
should be prepared according to
Generally Accepted Accounting Principles
(GAAP). This refers to a common set of
accepted accounting principles,
standards, and procedures that
companies and their accountants follow
when compiling financial statements.
 
GAAP is a combination of authoritative
standards (set by policy boards) and the
commonly accepted ways of recording
and reporting accounting information.
GAAP improves clarity and enables easy
and effective communication of financial
information. Think of GAAP as the
universally accepted language of
translating the financial information of
your company.
 
Having GAAP prepared Financial
Statements that are audited or reviewed
will provide clarity and confidence to
potential buyers. They will check the box
that the financial information you provide
is accurate. If financial statements are not
prepared using GAAP, buyers and
investors looking at your company in due
diligence will be cautious. This can result
in delays in closing to verify information
or a reduction in valuation.
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PHYSICAL ASSETS

Many sellers are caught off guard by the
depth of the evaluation of their physical
assets. They are also surprised when
buyers come back requesting reductions
to valuations because of their findings in
their due diligence review of these assets.
 
All tangible assets will undergo an in-
depth level of evaluation to ascertain the
current condition of all components. This
includes testing for reliability, corrosion,
& other potential damages. The
important takeaway for sellers to
understand is that any additional
expenses for capital improvements will
reduce the amount of cash flow available
to the buyer. This in turn will reduce their
valuation of the business. Quite often
buyers will justifiably want to change the
terms & conditions of the purchase after
discovering the actual condition of
equipment and machinery.
 
Again, the best strategy is to be
transparent & make sure that the useful
life & condition are accurate in your
financial statements & depreciation
schedules. If you have worn out
equipment don’t try to slip this by the
buyer by saying “it will last forever.”
Understand that old equipment will have
to be replaced & that it will cost you by
either replacing it before selling the
company or reducing the value of your
business.

Tip #4
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PROCESSES

In due diligence your processes, systems
and controls will be another area of very
in-depth evaluation. These are the heart
of a business and show you are in control
of your company. Many business owners
never think of documenting their
processes, but you can’t just let Margie
from marketing tweet whatever she wants
or let Phil in purchasing go off and buy
new computers ad hoc without some type
of process or control.
 
The challenge with many small businesses
is that many of their processes and
controls are embedded or just
understood and not documented. This
most often isn’t good enough for a buyer
preforming due diligence. They will want
to see a process for controlling
purchases, inventory, hiring and firing
and will want to understand your sales
process, lead generation and conversion
rate and all other aspects of the business.
 
The key takeaway is that good business
processes, systems and controls reflect a
business that is under control. Since you
have been running the business for years,
you should know and understand all the
forks in the road and have a documented
process to take one route or another.
 
Before going to market with your
business, take the time to document your
processes, systems and controls.

Tip #5
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COMPANY
REPUTATION

Tip #6

In today’s world, one area that greatly
impacts valuation & the ability to get
through due diligence is company
reputation & online presence. Technology
makes obtaining information on the
company and management easy.
 
The first place any potential buyer and
their due diligence team starts with is a
comprehensive online review of the
business, owners & key employees. This
will include the company’s online reviews
and all social media sites.
 
Social media, Glassdoor and other online
posts can come back to haunt you in due
diligence. In an acquisition, culture is a
critical component to success & buyers
always look hard for clues to the culture
of a company. A recent transaction was
halted in due diligence because of
overwhelming negative employee reviews
on Glassdoor. In another, the political
Facebook posts of the buyer were
opposite those of the seller & the seller
refused to continue the discussions.
 
Be very conscious of your company’s
reputation both online & in the
community. Head off any potential
problems or issues well before you begin
the selling process.
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RETENTION &
CHURN

Tip #7

Another area that catches sellers by surprise
in due diligence is the focus placed on
customer concentration, retention & churn.
Customer concentration is when a small
percentage of customers account for a large
percentage of the company’s annual
revenue. This is a major red flag & can result
in a reduction in valuation & the ability to
close a transaction. Customer retention is
the ability to keep customers for an
extended period of time. 
 
Due Diligence will uncover companies that
are losing customers at a rate that is higher
than the industry norm. Customer churn is
the number of customers you have to
replace to make up for lost ones. Since the
cost to obtain a customer is typically
expensive, high customer churn will result in
decreased valuation.
 
Simple due diligence audits uncover these
problems & can result in attempts to
renegotiate terms or stop a transaction. We
were involved in a transaction that had a
high customer concentration. In order to
close the transaction, the buyer insisted on
contacting the key customers to see if they
were satisfied or had any plans for changing
vendors.
 
Work with your advisors ahead of time to
understand & potentially head off these
problems before they are uncovered in due
diligence!
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LEGAL
Tip #8

Legal due diligence is a comprehensive

review of all current contracts, corporate

records, leases, financing, debt

agreements and any other contracts that

involve customers, vendors, employees,

property, facilities and equipment. The

legal due diligence phase also helps

determine if there are any legal risks or

liabilities with the current operation. Your

attorney should be involved in this

process especially if you are involved in

any lawsuits.

 

One area that catches sellers off guard is

the assignability of contracts and

agreements. If a contract has an

assignability clause, then it can simply be

assigned to a buyer. If not, then a new

agreement has to be created. This can be

a significant hassle especially if there are

a large number of agreements.

 

The best strategy is to have your attorney

perform a “test” legal audit well before

putting the business on the market. This

will uncover potential issues and make

sure your legal house is in order!
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HUMAN
RESOURCES

Tip #9

Another critical component in acquisition
due diligence is Human Resources & it
always gets a lot of attention! Adding
competent employees through an
acquisition is often a key part of the
acquisition strategy & value that is
purchased.
 
The best strategy is to establish a
relationship between the buyer and seller’s
HR managers very early on. The buyer will
want to evaluate the sellers HR policies &
develop an integration plan for on-boarding,
bonuses, benefits, termination and all other
aspects of the HR process.
 
Buyers will want to understand the
organization chart & know how each
employee fits into operations. They will be
concerned about potential liabilities around
equal opportunity & will perform a review of
all policies & safety training. They will want
to understand any differences in salary &
benefit packages & be able to develop a
unified strategy that is fair for both the seller
& buyer’s employees. Record-keeping &
record retention policies are also an
important part of the HR due diligence
process as the requirements can vary from
state to state & industry.
 
As you can see, HR due diligence can be very
complex so make sure your process is well
documented & start working early on with
the buyer’s team to avoid any problems.
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IP
PROTECTION

Tip #10

For the final post of the due diligence Series,
I'll focus on Intellectual Property and what a
current owner needs to understand about
IP.
 
Does your company have rock-solid
protection safeguarding its Intellectual
Property? Businesses need to be prepared
to list trademarks, trade names, patents,
proprietary technology, and trade secrets.
Trade secrets can include chemical formulas,
software algorithms, inventions, designs, and
similar non-patentable competitive
advantages. Owners need to be cognizant of
any loopholes or work-arounds that allow
competitors to easily imitate products and
services.
 
What if your company has no patents or
proprietary technology within its arsenal?
This is not necessarily an issue, as the
presence of actual patents is industry-
dependent. The goal that a buyer has
regarding IP is whether the new buyer can
continue with the competitive edge that
made the company successful in the first
place. In some instances, an organization's
competitive advantage comes from qualities
different than IP. This advantage and its
ability to sustain this advantage is more
important than the company's intellectual
property.


