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The Role of Accountants in M&A Transaction Execution
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Why do M&A Transactions Fail to Create Value?

What is Done to Mitigate the Risk of Failure?

Due Diligence 

· What is due diligence?

· Investigation of the target business, focusing on matters that are material and relevant to the potential buyer’s investment decisions.

· Why perform due diligence?

· To gain an understanding of matters that have a material impact, positive or negative, on the value of the target and that should be considered pre- and post-acquisition

· To provide the buyer with knowledge to effectively:

· Structure and value the transaction

· Prepare financing strategies and documents (including projections)

· Negotiate purchase price, purchase agreements, and financial covenants in credit agreements

· Identify matters requiring management focus after closing

· Assess the financial statement impact of the transaction, including the impact of conforming accounting principles

· Ultimately, to identify matters that could cause buyer to determine to:

· Walk away from the deal

· Reduce (or increase) the offering price

· Seek contractual protections

· Change post-acquisition plans

Due Diligence Aims to Identify

· Potential “deal breakers”

· Quality of earnings and assets

· Contingent liabilities

· Tax issues 

· Potential synergies

· Operational risks and opportunities

· Assessment of key assumptions in financial projections

· Appropriate transaction structure and price

· Issues to address in the definitive agreement

· Need for hold-backs, escrow or earn-out provisions

· Financing strategies
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Diligence is comprehensive and does not touch just the financial aspects of the target but if done thoroughly will be able to provide you with a complete strategic assessment of the target from its operations to its management’s capabilities. One of the “best practices” applied in the field is one that embraces the need and recognizes the value of a focused due diligence process.  A diligence process that addresses priorities on a real-time basis and focuses on the most critical elements of the transaction….cultural, operational, financial, etc. AND one that starts early and is integrated among all lifecycle phases. 
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Why and How are the Accountant’s Involved?

· The accountant helps the transaction team bridge the gap between financial data presented under GAAP and real-world economic value

· The accountants support the transaction team in understanding the impact of identified accounting and tax issues and creating a means of dealing with the issues such as:

· Modifications to the valuation assumptions

· Modifications to transaction structures

· Modifications to transaction documents

· The Accountant’s role is critical, although varying, throughout the M&A transaction lifecycle.

· Pre-acquisition Review - Gather target company and industry information; recast financial statements and perform financial analysis; evaluate pricing models; determine initial structure and prepare for initial negotiations.

· Transaction Planning Evaluation and Structuring – Consider buyer and seller tax issues, stock versus asset purchase, purchase of a subsidiary, tax free reorganization, reverse triangular mergers, NOL limitations; structure leveraged recap, pooling vs. purchase.

· Business, Financial, Operating & Tax Due Diligence – Validate proposed structure; assess earnings quality, asset quality, hidden costs or contingencies, internal control structure, regulatory matters, evaluate projected cash flows, tax exposures, employee benefits, information systems, capex requirements, risk management.

· Acquisition and Financing Agreements – Ensure appropriate purchase price adjustments, liability indemnifications and amounts for baskets and escrows, representations and warranties, business conduct until closing; consider impact of debt financial covenants and audit requirements.

· Closing Assistance - Prepare closing funds flow; organize tasks and responsibilities; evaluate post-closing purchase price adjustments and the tax and accounting impact of last minute changes to the deal. 

· Matters affecting the breadth and scope of the accountants role:

· Public v. private target

· Lack of indemnifications in public deal may suggest a need for more extensive due diligence procedures

· However, some clients (rightly or wrongly) may be willing to place greater reliance on public financial statements and disclosures

· Public companies may also require that diligence be completed in shorter elapsed time

· Owner/shareholder costs and related party transactions may be significant issues in private company transactions

· Stand-alone target v. subsidiary of a larger company

· For subsidiary or division, need to consider additional costs that may be necessary to manage company on a stand-alone basis

· Tax due diligence focus will be affected by whether target has been included in a larger group’s consolidated tax returns

· Asset v. stock purchase

· In a stock purchase, all assets and liabilities of the target come with it.  In an asset purchase, the buyer can generally determine which assets will be acquired and which liabilities will be assumed or excluded.

· Scope of “balance sheet” diligence may be impacted based on what assets and liabilities are being acquired in an asset purchase

· In particular, the scope of tax due diligence may be reduced, as tax obligations are in most cases left behind with the seller (with some exceptions)

· Strategic v. private equity client

· As compared to private equity clients, strategic clients may be more interested in matters affecting net income than cash flows.   This may not be true if the private equity client is contemplating an IPO exit.

· Due diligence for strategic buyers may also consider potential revenue and expense synergies, which are not relevant in the “pure” private equity deal

· Target’s industry 

· Accounting and tax issues specific to industry

· Industry trends and macroeconomics of industry

· Potential benchmarking against industry norms

· Target’s strategy and client’s perceived value drivers

· What accounting measurements are most relevant for understanding performance relative to the stated objectives?

· Accounting based measurements (compensation, debt covenants) may lead to a disconnect between strategy and accounting. Did accounting drive strategy? 

Typical Activities Performed by the Accountants

Diligence procedures vary in each deal, the following is a list of typical procedures:

· Obtain and read:

· Background information on target, website, financial statements, press releases, primary SEC documents, if available and other information obtained from client

· Confidential Information Memorandum “CIM” and management presentations

· Term sheet / letter of intent (“LOI”) or memorandum of understanding (“MOU”)

· Draft purchase agreement and client’s investment model, if available

· Selected analyst reports, competitors public filings, etc

· Gain access and read data room materials

· Attend management presentations, if requested by client

· Identify preliminary issues

· Prepare and submit data request list for additional information

· Communicate high level issues to client

· Review audit and tax working papers and interview audit partner and tax advisers

· Prepare question list for target management

· Interview target management

· Update issues list and communicate with client

· Prepare supplemental data request

· Begin to draft diligence report

· Analyze and comment on client investment model

· Follow-up on outstanding items with target management 

· Analyze and comment on the proposed legal structure of the new entity 

· Analyze and comment on updated investment model and purchase agreement

· Communicate findings with client

· Start to prepare funds flow memorandum for close, if applicable

What are the Accountant’s Focus Areas?
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Quality of Earnings

Major focus of accounting due diligence is quality of earnings (QOE)

· Quantitative analysis

· Financial trends and ratios

· Revenue recognition

· Cost structure

· Other income and expenses

· Qualitative analysis

· Aggressive / conservative policies

· Management experience

· Reliability of internal controls

· QOE drives EBITDA!

Significant items affecting reported earnings

· One-time revenues or expenses

· Restructuring charges

· Extraordinary legal expenses

· Reserve reversals

· Related party transactions

· Stand-alone costs

· Private company costs

· Public company costs

· Capitalized internal costs, (i.e., capitalized software costs)

· Barter transactions

· Acquisitions/divestitures

· Changes in accounting policies or practices

· Cut-backs or deferrals of  discretionary costs and expenses

· Independent auditors’ “passed” adjustments

· Off-market or non-cash compensation

· Components of “other” income including gains/(losses) on asset disposals

· Pension/OPEB earnings

· Historical purchase accounting adjustments

Normalized EBITDA

· EBITDA 

· Earnings before Interest, Income Taxes, Depreciation, and Amortization

· Measure of operating performance 

· Surrogate for pre-tax cash from operations

· Normalized EBITDA
· Purpose of normalizing EBITDA is to convert actual results to an expected operating “run rate” for the business

· Reported EBITDA (reconciled to audited/reviewed financial statements)

      +/-   Management Adjustments

+/-   Diligence Adjustments

=     Normalized EBITDA

Examples of normalizing adjustments to EBITDA 

· GAAP adjustments

· Changes in GAAP

· Equity method versus cash

· Non-recurring/unusual items

· Legal expenses

· One-time revenues

· Strike costs

· Fire/flood

· Non-operating items

· Gain/loss on asset sales

· Components of other income/expense

· Foreign currency

· Non-cash items

· Stock compensation expense

· Deferred revenues

· Pension 

· Out-of-period revenue and expenses

· Reserve adjustments

· Under-accruals

· Pro forma adjustments

· Stand alone costs

Quality of Assets and Liabilities

The following assets are analyzed from an accounting prospective:

· Accounts receivable

· Inventory

· Fixed assets

· Prepaid and other assets

· Capital expenditures – maintaining versus expanding operations
The following liabilities are analyzed:

· Accounts payable

· Accrued expenses

· Deferred revenue

· Exposures, commitments and contingencies

Exposures, commitments, and contingencies

Are there unrecorded or under-recorded liabilities or contingencies?

· Compensation, such as year-end or change of control / stay bonuses

· Environmental and legal exposure items

· Lease commitments

· Rebates and product warranties

· Self-insurance reserves such as workers’ compensation

· Earn outs / contingent consideration from prior acquisitions

Tax Matters

· Effective income tax rate

· Tax exposures

· Tax consequences of proposed transaction

· Non-income taxes

Working Capital

· Working Capital includes current assets and current liabilities as defined under GAAP with a few exceptions

· Understand working capital balances/requirements/trends to provide clients with information relevant to working capital target in purchase agreement (closing date working capital)

· Consider seasonality of working capital and impact on financing considerations (e.g., size of revolver)

· Identify unusual balances that are not operating in nature and arguably should be considered debt rather than included in working capital

Operating Cash Flows – Free Cash Flows

· Generally defined as EBITDA less capital expenditures and change in working capital 

· Free cash flow provides an estimate of the amount of cash available to service debt, pay taxes, and provide a return to the owners

Non-operating Cash Flows

· Lease obligations

· Severance

· Restructuring charges

· Deferred revenue

· Purchase accounting (unfavorable leases/contracts)

· Deferred compensation

· Other benefit plans (cash requirements vs. reported GAAP)

· Earn-outs for previous acquisitions

· Non-compete agreements

· Other “change in control” costs that may be triggered by the transaction (settlement of derivatives, acceleration of compensation, etc.)

What’s the difference between an Audit and Due Diligence?
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What is Forensic Accounting?

Forensic Accountant uses a variety of techniques:

· Auditing

· Inquiry

· Investigation

· Observation

· Statistical analysis of transactions

· Tracing funds

· Conducting investigations

Forensic Technology

· An essential component of almost every financial investigation

· Used to recover a wealth of information from computer hard drives and backup tapes including active, deleted, hidden, lost and encrypted files

· Examples include:

· Visual Data Mining Techniques used to discover interesting data patterns and anomalies that could indicate potential fraudulent activities

· Search and Retrieval Technology helps litigators and investigators find key information
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