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Buyer Beware:

How to Avoid Common M&A Problems
with Uncommon Due Diligence
With sellers understandably
keen to position their
businesses in the best possible
light, all may not be as it seems.
In this month’s newsletter, we
reveal some techniques sellers
use to maximise their earnings
and why going beyond a typical
due diligence enables you
to detect and defuse these
potentially devastating financial
time bombs.

To be effective, due diligence must be
more than a “check the box” exercise.
Often, advisors who perform due
diligence follow strict regimented lists,
similar to the requirements for statutory
reporting. However, this may not always
be the best approach for your deal.
While it is vital to examine financial
statements and scrutinise legal
documentation, the most revealing
information often comes from walking
the plant floor, interviewing employees
and probing into what drives your
target’s volume and profits.

Have Earnings Suddenly
Gone Up?
Earnings is one of the key measures a
seller tries to increase. There are plenty
of simple methods to make earnings
look higher. Cutting spending on
research and development, advertising,
maintenance and other essential
business activities.
This strategy may improve short-term
earnings, usually at the expense of
the company’s long-term financial
health. The effects are often not felt
until years after the deal is completed,
when anticipated synergies have not
been achieved.

Case Study:

Think Long Term
A technology-driven company with
the leading market share was offered
for sale. The buyer conducted typical
financial, tax and legal due diligence.
Although financial due diligence
revealed a downward trend in R&D
spending, the buyer performed limited
technology due diligence, relying heavily
on the seller’s market position as
evidence of its superior technology.
Within months of acquiring the
business, two competitors unveiled
better technology. It took the target
months to respond. The target lost its
reputation as the market leader and
never recovered.
In industries where a company’s
continued growth depends on
developing new products and
technologies, depressed R&D
spending is a big red flag, especially
if expenditure falls short of industry
benchmarks.
If you are considering buying a
company whose primary products
are at the top of the bell curve, think
carefully. Does the company have a
program to continue development and
replacement products in its pipeline?
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Has the Workforce Been
Deferred a Pay Rise?

Case Study:

Giving Diligence it’s Due

Maintainable or one-off?

Another simple way sellers can increase
earnings in the short-term is by deferring
remuneration and bonus payments to a
friendly workforce. It is not unknown for
a seller to negotiate with its workforce
to forego promised salary increases until
after the deal is complete, or to agree
to pay lump sum payments out of the
sale’s proceeds. However, this means
the workforce will expect the buyer to
adjust their salaries to market levels.

A manufacturer of specialised
earthmoving machinery (“the Target”)
sold the majority of its products through
distributors. We were engaged to
perform the financial due diligence.

There are many reasons why M&A
transactions fail to meet buyers’
expectations: valuation errors,
unanticipated costs, culture clash, lack
of true strategic fit and poor integration
plans. Thorough due diligence digs
beneath the surface of financial
statements and legal documents.
It enables you to anticipate these
problems and adjust your valuation or
walk away from the deal. In the end,
this can mean the difference between
success and failure.

Typically, these arrangements are
informal and undocumented. Whether
the buyer is legally bound by such
promises is debatable, however, failing
to honour them can be devastating to
employee morale.
Thorough due diligence can help you
avoid such unpleasant surprises. The
first step is to look for deviations from
historical salary patterns. If you discover
anything unusual, ask employees
about any deferred salary or bonus
arrangements relating to the transaction.

Can Earnings be Maintained, or
are they a One-Off?
Often a seller will identify expenses that
are “one-off” or non-recurring whilst
ignoring sales which may not reoccur.
It is important for buyers to understand
whether the revenue and earnings figure
is maintainable, especially after the deal
is completed.

The Management accounts showed
that sales to a particular distributor
(“the Distributor”), amounting to 15% of
total revenues, had increased over the
last 3 years. Our procedures identified
that whilst the Distributor had ordered
large amounts during the previous 3
years, the Distributor was unable to
on-sell the product and had built up
large levels of stock. The impact to the
Target was the risk to the collectability
of the Distributor’s debtor balance
and the potential reduction in future
maintainable earnings.
As a result of our report, an earn-out
mechanism was implemented with other
warranties and indemnities included
in the Share Purchase Agreement that
specifically focussed on this risk. This
limited our client’s financial exposure.
In situations like this, it is important
during due diligence to understand
the financial position of distributors
and their stock levels. If it becomes
apparent there is a stock build, look at
whether this is due to the distributor’s
inability to on-sell the product which
will make the revenue non-recurring in
future periods.
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For Further Information

Crowe Horwath in Australia

For further information, please contact
your local Transaction Services Team.

Crowe Horwath works with companies and individuals to maximise their growth
potential and achieve financial goals. The firm’s team of more than 800 principals
and professionals delivers a full range of accounting including, audit and taxation,
business advisory, corporate finance and wealth management services nationally from
offices in Brisbane, Melbourne, Perth and Sydney. Crowe Horwath is an integral part
of the ASX-listed WHK Group – Australia’s fifth largest accounting services group –
and a member of the global Crowe Horwath International network. Crowe Horwath
International is ranked among the world’s top-ten accounting networks and comprises
more than 140 independent accounting and advisory services firms in more than 100
countries. See www.crowehorwath.com.au.

Andrew Fressl
Principal
Tel +61 2 9619 1669
Mobile 0416 212 093
andrew.fressl@crowehorwath.com.au
Karth Sreeskantapathy
Associate Principal
Tel +61 2 9619 1844
Mobile 0400 487 211
karth.sree@crowehorwath.com.au

The relationship you can count on
Crowe Horwath Corporate Finance Ltd is a member of Crowe Horwath International, a Swiss verein. Each member firm of Crowe Horwath is a separate and independent legal entity. Crowe
Horwath Corporate Finance Ltd and its affiliates are not responsible or liable for any acts or omissions of Crowe Horwath or any other member of Crowe Horwath and specifically disclaim any and all
responsibility or liability for acts or omissions of Crowe Horwath or any other Crowe Horwath member.
The information contained within this document was compiled by Crowe Horwath Corporate Finance Ltd (CHCF) based on materials from other sources and no warranty regarding the accuracy
or completeness of the information is provided. All opinions, conclusions, forecasts or recommendations are reasonably held at the time of compilation but are subject to change without notice by
CHCF. CHCF assume no obligation to update this document after it has been issued. Except for any liability which by law cannot be excluded, CHCF/WHK Group Limited, its Directors, employees
and agents disclaim all liability (whether in negligence or otherwise) for any error, inaccuracy in, or omission from the information contained in this document or any loss or damage suffered by the
recipient or any other person directly or indirectly through relying upon the information.
This publication is intended to provide background information only and does not purport to make any recommendation upon which you may reasonably rely without taking further advice. This
publication does not take into account any person’s investment objectives, financial situation and particular needs.
Should you consider the acquisition of a particular financial product as a result of the material contained, you should obtain a copy of and consider the Product Disclosure Statement (where
applicable) for that product before making any decision. CHCF may receive a fee for advice and/or the implementation of an investment decision. CHCF and their representatives may have financial
interests in some/any of the product(s) included within this report.
Crowe Horwath Corporate Finance Ltd is the holder of an Australian Financial Services Licence – No: 239170, ABN 95 001 508 363 – a WHK Group firm.
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