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TAKEAWAY 

That dollar figure, whether written on a napkin over coffee, or floated in a conversation is 

not a binding offer. Any potential acquirer will need to conduct a due diligence investigation 

before they can enter into a definitive agreement to buy your business. Initial indications 

can be tactically inflated to ensure the acquirer gains access to your confidential 

information after which this price is systematically reduced, citing negative findings during 

due diligence. 

Managing the Due Diligence Grind 
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Due Diligence is a Reactive Process for the Seller 

Whether you have received a preliminary proposal from a single party who approached you or you’ve 

received several non-binding bids through a structured auction process, the nature of the process 

changes from proactive to reactive as due diligence starts. Ultimately, each bidder will have different 

due diligence requirements and the onus is on the seller to satisfy those requirements (or not). The 

due diligence stage is the acquirer’s opportunity to investigate the business from top to bottom. 

Although difficult, it is essential to maintain control of the process, despite your reactive position 

during this phase of the process. 

How Due Diligence Increases Transaction Risk and Impacts Valuation 

The purpose of due diligence is for the acquirer to conduct his or her own assessment of the value of 

your business and to confirm their initial assumptions. As you submit information about your 

business to a potential acquirer, they will investigate potential risks, including validating information 

that may have been presented to them earlier in the process. Due diligence is an essential step for 

the acquirer to make a binding commitment to a price and to inform the negotiation of the definitive 

agreement. However, savvy acquirers are skillful at gaming this process to their advantage. 

Potential acquirers can by cynical. A key due diligence objective is lowering the price of the business. 

Imagine a customer listing a litany of complaints or deficiencies about your product or service as you 

are presenting your case for a routine pricing increase. Potential acquirers may attempt to reduce 

the value of the business either explicitly, by reducing the headline price, or indirectly, by revealing 

transaction terms that erode the value you receive: 

Headline Price Adjustments via Valuation Metric  

Private businesses are routinely valued as a multiple of a particular financial metric. One of the more 

commonly used metrics is Earnings Before Interest, Taxes, Depreciation and Amortization (EBITDA). 

Adjustments are commonly applied to EBITDA to “normalize” EBITDA for what it would be in the 

hands of the new owner. These metrics are reported as part of the preliminary documentation and 

are scrutinized heavily during the due diligence process. The acquirer will typically seek to expose 

weaknesses in the information and rationale for the normalization adjustments to make a case that 

the metric is inflated. A few examples include: 

▪ Accounting Policies: Suggesting accounting policies, such as revenue recognition, allowance for 

doubtful accounts, or capitalization policy are too aggressive. 

▪ Normalization Adjustments: Suggesting that non-recurring normalization adjustments really are 

normal-course business, that market value of the owner’s compensation is understated, or that 

certain expense savings really are buyer synergies that are not appropriate for stand-alone 

valuation. 

▪ Budgets and Forecasts: Often the valuation is based on a forward metric, such as forecast 

EBITDA. The seller’s forecast assumptions may be deemed too optimistic. 

Given that the headline value is simply the product of the valuation metric and the valuation 

multiple, a reduction in the metric will have a proportionate impact on the headline price. 
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Headline Price Adjustments via the Multiple 

Though less common than a negative revision the metric, a bidder may suggest they have 

justification to reduce the multiple they have applied in their initial valuation assumptions. This can 

be based on negative due diligence findings, such as poor quality of earnings, rejected growth 

forecasts, or a newly identified/revised risk that they claim they were not aware of earlier. The 

multiple can also be revised based on changes in market conditions, such as a drop in capital 

markets valuations or tightening credit. 

Adjustments to the Transaction Terms 

Negative revisions can also manifest in the deal terms. This can be more difficult to control because 

such details are usually ignored as part of the “business deal” and left until the definitive 

documents. The acquirer may claim due diligence findings that require terms that either erode the 

value of the headline price or significantly shift risk to the seller. Examples include: 

▪ Shifting Risk to the Seller: Out-of-market representations and warranties, indemnities or hold-

backs. For example, an acquirer may agree on the ‘price tag’ of the deal, but add a condition that 

if the seller misses the five-year forecast by one dollar, the price paid will be reduced by 50%. 

▪ Changing the form of Consideration: That firm cash price may become payable in IOU’s and store 

coupons. A portion of the price may become contingent on performance of the business post-

closing, i.e. as an earnout. 

▪ Working Capital: This one is a favorite! Instead of delivering the business with a level of working 

capital appropriate to operate the business in the normal course, you are presented with a 

convoluted adjustment mechanism that suggests the business should be delivered with more 

working capital than needed, resulting in a negative price revision for you post-closing. Or the 

most egregious of working capital manipulation, the cash dam. 

▪ Effective Date: This seems innocent enough. Let’s make the effective date at the beginning of this 

year. The problem is that all of that free cash flow from the effective date until closing now 

belongs to the acquirer. This is another effective reduction in the purchase price. 

Taking Control of Due Diligence 

Maintain a Structured Sale Process 

There are a number of tactics that can be applied to minimize the risk of significant erosion of value 

through due diligence. First, the importance of competitive tension cannot be overstated. 

Competitive tension can be established by having several interested parties concurrently competing 

to buy your business through a controlled auction. By structuring the sale process in such a way, 

completion and valuation risks are spread among multiple bidders. Acquirers facing the risk of losing 

a coveted business to a competitor tend to act on their best behavior. The result – enforceable 

deadlines, shorter due diligence, and less aggressive grinding, if any. 

Prepare Comprehensive, Coherent Materials 

During the due diligence process, it’s in your best interest to respond quickly to reasonable requests 

for information from potential acquirers. This means having secure, thorough, reliable resources at 

the ready, both in terms of materials and personnel.  
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Quick turnaround time establishes the credibility and competence of your management team, instills 

confidence in the bidders, accelerates the overall process, maintains interest in your business, and 

minimizes completion and valuation risks. Furthermore, acquirers may use due diligence as a 

deliberate tactic to prolong the process. This provides them the low risk option of probing for 

weaknesses to reduce valuation without having to commit material time or capital. By responding 

quickly to requested information, the buyer loses this opportunity. Of course, part of managing the 

due diligence grind is entering the sale process thoroughly prepared. 

▪ Ensure the information about your business is complete, coherent and that it addresses all 

anticipated questions without causing delay. Make this information available to potential bidders 

through a secure VDR through a reliable service provider.  

▪ Any risks to the business forecast or outlook should be managed, and any outstanding risks 

should be acknowledged and explained. Under certain circumstances, having a third party 

conduct some form of seller due diligence or quality of earnings report can provide additional 

comfort to acquirers and their financing sources. 

▪ Bench strength matters. An important aspect of due diligence management is entering the 

process equipped with sufficient “bench strength” to ensure rapid and competent response. 

While most of the standard information will have been prepared prior to launching the sale 

process an acquirer will invariably ask for information that wasn’t previously compiled. Before 

entering a into a sale process, ensure that your team has the necessary capacity to carry out ad 

hoc due diligence requests. Furthermore, speak with you financial advisor to understand how they 

can assist with the process. 

Above all, the due diligence process must not drag on. Circumstances impacting the business can 

change during due diligence, which impacts valuation and completion risk.  

A longer transaction results in a greater window of vulnerability during which time your business is 

exposed to a number of risks. We explore the consequences of a lengthy sale process in more detail 

in the article “Time Becomes Your Enemy.” 

 

 

 

 



 

 

 

 

 

Paris Aden 
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Paris Aden is the founding Partner of Valitas Capital Partners. 

Since 1994, he has been involved with more than 100 M&A 

transactions with an aggregate value exceeding $80 billion. He 

has advised clients at Morgan Stanley, Credit Suisse First 

Boston and RBC Capital Markets and has acted as a private 

equity investor at Clairvest Group where he served on portfolio 

company boards. Paris was also a co-founder of Alluence 

Capital Advisors, a mid-market M&A advisory boutique that 

focuses on cross-border transactions. 

Paris is recognized as an expert in business strategy, M&A and 

corporate finance. Previous roles and speaking engagements 

include: 

▪ Lecturer at the Stephen J.R. Smith School of Business at 

Queen's University in their Master of Finance (MFIN) 

program 

▪ M&A subject matter expert for Moody’s Analytics’ Advanced 

Capital Markets Program for capital markets professionals 

▪ Three-time expert panel moderator for the Toronto 

Business Transitions Forum 

▪ TEC Canada “2018 Speaker of the Year” recipient 

▪ Guest speaker for various industry and business leadership 

organizations 

 

Paris formed Valitas to meet the unanswered needs of 

ambitious business owners seeking to: 

▪ At least triple their business value in five years or less; or 

▪ Are seeking an elite advisory boutique as their trusted 

advisor for their complex, mission-critical transactions. 

 

About Valitas 

Valitas Capital Partners is a relationship-focused 

merger & acquisition (M&A), corporate finance, and 

strategic advisory firm. We collaborate with 

ambitious owners of high-performing businesses 

with a potential value of at least $100 million, to 

discover, unleash, and realize their full business 

value potential. 

Owners and their leadership teams rely on Valitas 

when they: 

▪ Want to triple the value of their business in five 

years or less, but realize they lack the expertise 

and experience to achieve this alone. 

▪ Want to sell their company now, assured they 

will look back after the transaction knowing they 

got the best possible outcome. 

▪ Seek the peace of mind of taking some chips off 

the table now, to secure their family’s financial 

future without giving up control or the future 

increased value in their business. 

▪ Are anguished they had to say no to growth 

opportunities they worked so hard to create 

because their bank cannot keep up with the 

needs of their fast-growing business. 

▪ Are frustrated at the lack of traction they are 

getting with their acquisition efforts, whether it is 

not seeing enough quality acquisition 

opportunities, or by wasting time and money 

coming up empty-handed in auctions. 

▪ Are dispirited by the significant investments in 

expensive specialists, technology, systems, and 

financial modeling capabilities required to 

execute their audacious strategic goals. 

▪ Are intrigued by the idea of selling their business 

to their management team over time but want to 

recognize the full value now, while getting their 

cash payments as quickly as possible. 

Contact Us 

      www.valitascapital.com 

info@valitascapital.com 

(416) 556-8898 


