
Demystifying
due diligence

Guide to navigating M&A 
transaction due diligence 



Mergers and Acquisition (M&A) transactions 
can be complex, challenging and confusing.

Expert advice is needed to support a buyer’s assessment and 
analysis of financial information in order to make well informed 
decisions, when they count. 

Due diligence is an important part of any M&A activity and this 
guide provides our insight into what that might entail. It 
fundamentally provides buyers and investors with a 
comprehensive view and understanding of the target company 
in a M&A transaction. It can add significant value for buyers and 
investors through highlighting red flags and warnings early on in 
the transaction as well as identify opportunities within the target 
that may have been missed during initial research.

Read this guide and then get in touch to discuss any 
requirements or questions you have.

Robert Levett
Senior Manager - Transaction Services

Welcome



Types of 
Due Diligence

Financial due diligence significantly improves a 
buyer’s understanding of a target business. It 
enables the buyer or investor to obtain a 
detailed assessment of the target’s business 
history, its strategic and financial position, 
future projections and growth prospects. Key 
financial details and issues identified through 
financial due diligence may reduce uncertainty 
risk and pinpoint business valuation issues that 
could ultimately affect the purchase price and 
the sale and purchase agreement.

Tax due diligence is a review of historical tax 
compliance coupled with recognising and 
quantifying tax exposures and overall risks. 
Understanding the target’s existing tax 
structure and the tax implications of the 
structure being proposed as a result of the 
transaction are a vital part of making informed 
decisions.

Legal due diligence focuses on all of the legal 
aspects of the company. It is the process of 
collecting, assessing and understanding all the 
legal risks associated with the target and any 
future legal problems that may arise due to the 
acquisition.

There are five key 
types of due

diligence that may 
be required during a 

transaction.

Operational due diligence includes a review of 
the operations and key operating processes 
within the target company, focussing on the 
risks and related losses through operational 
challenges and potential failures. Operational 
risk is also linked to other risks such as legal, 
business, reputational, IT and market risk.

Commercial due diligence extends beyond the 
target’s financial history, operations, and 
compliance. The review will explore the 
nuances of the target and the environment in 
which it operates. 

This will include a market and competition 
analysis, market segment review and a detailed
revenue stream review highlighting key 
contractual terms, obligations, and sensitivity in 
market fluctuations and trends. The competitor 
landscape may be reviewed where competition 
regulation applies.

Commercial due diligence also underpins the 
plans, projections, and predictions of the target 
company in terms of long-term strategic growth 
plans, feasibility of growth and the internal 
ambition and company culture.



A bit m    re
detail

Mergers & acquisitions is a powerful strategy for
growth, offering businesses stronger cash
positions, a bigger market share, expanded
customer and supplier base, larger national and
international presence and access to new
services, products and distribution networks. 

Management and shareholders should consider
the opportunity costs of not moving forward with
an acquisition that could make their company
more profitable or productive. At the same time,
doing so hastily, without due care and the
appropriate due diligence could prove just as, if
not more costly. Understanding the financial
performance and results of the target business
and what’s driving the numbers is what will
make or break a transaction.

Although there are similarities to an independent
audit, financial due diligence is not audit. It is
conducted by an impartial expert firm looking to
gain a better understanding of the financial
situation of the target, and goes beyond just
analysing the financial statements, as other key
factors are taken into consideration. There is a
focus on both past and future trading
performance, and increased scrutiny around
future earning potential and projections against
expectations.

In this section we look at the scope of a financial due
diligence engagement and what you could expect. 

Overview
Objective and impartial financial due diligence is
essential when assessing whether to proceed
with a transaction and is a measure against a set
of expectations that can increase the likelihood
of the transaction achieving the buyer’s
objectives.

Scope and process

A detailed analysis of the underlying historic
performance, normal working capital cycles
and amount of net debt.
Assessment of the quality of earnings,
assessing future earning potential based on
excluding one-off and exceptional
transactions and events.
Identification of off-balance sheet and
contingent liabilities.
 Factors influencing the purchase price
mechanism.
Assessment of the tax position and tax risk
exposures.

No two transactions are the same, and the
specific details of the deal always determine the
scope of financial due diligence. Deals evolve and
decisions change, therefore remaining flexible in
the scope and approach is key to delivering a
successful transaction. A typical financial due
diligence scope includes:



Aims and jargon explained

Quality of earnings aims to understand the 
normalised and underlying earnings 
(profitability) of the target, to assess the ability of 
the target to continue generating earnings in the 
future. It is a representation of the profitability of 
the target, over a period of time, excluding the 
effects of one-off, exceptional and non-recurring 
transactions. 

This could include seasonality and the effects of 
one-off and unusual events. Items could also be 
included that would be incurred in the ordinary 
course of business operations but may not 
currently be incurred due to the structure of the 
target.

Net debt is a financial liquidity metric that 
effectively measures the target’s ability to pay all 
of its debt and interest-bearing obligations if they 
were to fall due. This also includes identifying 
non-standard cash items and debt-like items. 
Net debt is a key factor in a purchase price 
mechanism based on the cash-free / debt-free 
basis.

Normalised net working capital is broadly 
defined as the capital (cash) of a business which 
is generated and used in its day-to-day trading 
operations. As a calculation, this is current assets 
less current liabilities. Through financial due 
diligence, a normal level of working capital will be 
established which excludes non-standard items 
such as capital expenditure related 
creditors/accruals, deferred payment cycles and 
other unusual transactions impacting the 
target’s working capital generation cycle. 

Normalised working capital is a key adjustment 
in the completion accounts mechanism, as an 
adjustment will be made to the equity value to 
the extent working capital at completion is not 
within what was agreed as “normal”.

Enterprise value is a measure of the total value of 
the business and its trading operations. There are 
a number of valuation methods used to arrive at 
a business’s enterprise value. The most common 
valuation methods used are multiples applied to 
either EBTIDA, EBIT or revenue and the 
discounted cash flow method.

Equity value is the value that remains for the 
target’s shareholders after debts have been 
settled. If the Enterprise value is known, then
Equity value = Enterprise value - Debt + Cash.

Run rate refers to the financial performance of 
the target company based on current financial 
information and data as a predictor of future 
trading performance. The run rate functions as 
an extrapolation of current financial performance 
and assumes that current conditions will 
continue into the future. Run rate should be used 
cautiously as it can be skewed by trading 
seasonality and other circumstantial changes, 
not factored into the period being extrapolated.

A data room is used by all parties involved with 
the transaction to upload, exchange and view 
documents via online virtual document 
management platforms. It will ordinarily be 
hosted by the seller, with access controlled to 
various deal teams.

Retention amount is a portion of the purchase 
consideration that the buyer may withhold for a 
period of time to later offset against agreed 
warranties and claims.

Earn-outs are used to incentivise the 
management team of the seller who remain 
employees of the target after completion. 
Additional amounts of purchase consideration 
could be paid to the seller at a later date subject 
to meeting agreed performance criteria in the 
form of financial results and KPIs.

A cash-free / debt-free basis means the seller 
(vendor) is entitled to retain the cash, and has the 
obligation to settle the debt, up to the closing 
date of the transaction. Ordinarily, this is not 
done in practice, instead the cash and debt that 
remains on the Balance Sheet at the closing date 
is added to, or deducted from, the enterprise 
value depending on whether it is in a net cash or 
net debt position.

Deferred consideration is a purchase price 
payment condition where the buyer may want to 
split the purchase consideration so that a portion 
is paid at the time of the share/asset transfer, and 
other portions are paid on later dates. Deferred 
consideration is often linked to earn-outs, where 
amounts are deferred and only payable on 
meeting performance criteria.

Completion adjustments are adjustments to the 
purchase price following completion of the 
transaction, depending on how the value of the 
target has been calculated and agreed. See 
section Types of completion mechanisms for a 
detailed overview of the different types of 
purchase price calculations available. 



A fundamental decision in any transaction is 
what type of completion / deal mechanism to 
use. The chosen completion mechanism, also 
commonly referred to as the purchase price 
mechanism, is used to determine the final 
purchase price that the acquirer (buyer) must pay 
for the shares of the target company. With more 
than one option to choose from, the mechanism 
will be a key part of the negotiation, as it will have 
direct impact on the final consideration amount 
payable.

Due diligence plays a fundamental role in 
identifying adjustments and inputs for the 
purchase price / completion mechanism,

Completion accounts

When the completion accounts mechanism is used, the buyer and seller agree on a preliminary
purchase price by agreeing on what the equity value will be at the date of completion. The equity
value of the target is the total value of the company that is attributable to the equity investors pre-
acquisition. At completion, the enterprise value of the target is agreed by all parties, but the equity
price is subject to purchase price (post-closing) adjustments.

The process for agreeing the final purchase price begins after completion has taken place and a
preliminary purchase price has been paid. During this period, and depending on the nature of the
deal, either of the parties will be responsible for drafting the completion accounts at the completion
date. This is ordinarily done by buyer as they effectively have control of the target company post-
completion.

Once the completion accounts are finalised, all parties have the opportunity to review the
calculations on which the final purchase price will be based. On agreement, any difference between
the preliminary price paid at completion and the final purchase price calculation is settled through
the purchase price (post-closing) adjustment.

Completion accounts are drawn up for the purposes of deal completion and finalisation, therefore do
not necessarily align to year end of the company being acquired. The purpose of the accounts is to
allow all parties to check estimated / preliminary values used at the point of completion.

Types     f 
completion 
mechanisms

through the identification and quantification of 
debt and cash-like items, a normalised working 
capital adjustment (i.e. average value vs. value at 
closing) and other purchase price adjustments 
based on the nature and compliance history of 
the business.

The two broadly accepted completion 
mechanisms are completion accounts and 
locked box. Both mechanisms have advantages 
and disadvantages, however understanding each 
on their own merit will help both buyers and 
sellers navigate between the two and come to an 
agreement on an appropriate mechanism to 
drive the success of the deal.



Locked box

When the locked box mechanism is used, the
transaction is back dated to a specific point in
time to allow for the final price to be calculated
using the historical balance sheet of the target.
As working capital and net debt figures are
known as at the historical balance sheet date,
the final equity value / purchase price is agreed
between all parties.

Parties ordinarily agree the final purchase price
based on the target’s most recent audited
accounts and there are no purchase price (post-
closing) adjustments. Using the locked box
mechanism, the buyer will seek to secure the
value of the target in the period between the
locked box date and the date of completion, by
including specific provisions and conditions in
the sale and purchase agreement, which
addresses undue decrease or extraction of value
in the target.

‘Leakage’ is the term given to the extraction of
value from the target by the seller and includes
any transfer of value between the locked box
date and the completion date. Amounts
identified as leakage could include dividends,
return of capital, repayment of intercompany
and/or shareholder loans, management
bonuses and other fees and expenses paid by
the target in respect of the sale. This can either
be permitted or unpermitted, however
permitted is predominately costs incurred in
the ordinarily operations of the company.



Other M&A transaction considerations and diligence activities include:

Vendor due diligence is sometimes advisable when a business is considering a sale or part 
disposal, on the basis that it needs to provide an independent and credible report to prospective 
buyers or investors. A vendor due diligence report includes an independent analysis and review of 
the financial, commercial and tax related issues of the business, highlights business valuation 
drivers and considers potential concerns.

Vendor assistance offers any combination of firm wide services and aims to provide on-going 
support to a business that is considering or anticipating a sale. The aim of the service is to work 
with the business’s management team and advisors throughout the process to ensure key issues 
are identified and opportunities are not missed.

Sale and purchase agreement (‘SPA’) represents an agreed outcome of a transaction between the 
buyer and seller. It details the terms and conditions of the sale including key financial and 
commercial conditions and pricing mechanisms on which the purchase price is based. Our service 
advises on the implications of the financial aspects, accounting and pricing mechanisms included 
within a sale and purchase agreement.

Also possible...



All our work is completely tailored to the client. This
is the only way to fully understand the activities

taking place, in order to maximise the value. 

Contact us

T +44 (0) 1223 920200 E info@ashcroftllp.com

Ashcroft LLP, Stonecross, Trumpington High Street, Cambridge CB2 9SU

ashcroftllp.com


