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WHAT YOU WILL LEARN AND WHY IT MATTERS

Due diligence is the investigative process through which the acquirer tests the assumptions underlying the

acquisition investment case against the operational reality of the target business. It is the activity that

converts the valuation model from a projection of expected performance into a risk-adjusted assessment

of probable performance — one that accounts for the specific operational, financial, commercial, and legal

risks that distinguish this specific target from the idealized business the valuation model assumes.

The quality of the due diligence process directly determines the quality of the acquisition pricing decision.

Due diligence that surfaces material issues before the transaction closes enables the acquirer to adjust

the price to account for the discovered risks, to require specific representations and indemnification

protections, or to walk away from the transaction before committing capital. Due diligence that misses

material issues — that fails to identify the revenue quality problems, the undisclosed customer

concentration, the technical debt, or the litigation exposure that will affect the combined business after

closing — leads to post-closing value destruction that cannot be recovered through better integration

execution.

This part covers the CFO's complete due diligence framework: financial due diligence including quality of

earnings and working capital normalization, commercial due diligence for market position and customer

relationship quality, technology and product assessment, legal and regulatory risk identification, and the

synthesis discipline that converts the findings of a complex multi-workstream process into specific pricing

and structuring adjustments.

FINANCIAL DUE DILIGENCE: QUALITY OF EARNINGS

The quality of earnings analysis is the most important component of financial due diligence. Its purpose is

to determine whether the earnings reported by the target business reflect the genuine, sustainable earning

power of the business or whether they have been inflated by accounting choices, one-time items, or

business practices that will not persist after the acquisition.

The quality of earnings analysis begins with a systematic reconciliation of the target's reported EBITDA to

what would be called normalized EBITDA — the earning power of the business adjusted for all items that

are non-recurring, non-operational, or that reflect accounting choices inconsistent with the acquirer's own

accounting practices. Common adjustments include: one-time revenue from contracts that will not recur,

owner compensation above or below market rates that will change post-acquisition, related-party

transactions at non-arm's-length terms, accounting policy differences that create timing differences in

revenue or expense recognition, and above-the-line items that most buyers would classify as one-time but

that the target has classified as recurring.

The revenue quality analysis within the quality of earnings examines the composition and durability of the

target's revenue. Key questions include: what percentage of revenue is contractually recurring versus
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discretionary, what is the customer concentration — the portion of revenue attributable to the top five or

ten customers — what are the renewal rates on existing contracts, and are there any revenue recognition

practices that accelerate the recognition of revenue that has not yet been fully earned? Revenue that is

highly concentrated in a small number of customers, that depends on discretionary spending decisions, or

that has been recognized before the performance obligation is fully delivered is lower quality than the

reported revenue figure suggests.

The working capital analysis establishes the normalized working capital level — the minimum investment

in accounts receivable, inventory, and other working capital items required to operate the business at its

current level — and determines whether the transaction should include a working capital adjustment

mechanism to ensure that the business is delivered with a normal level of working capital rather than a

depleted level that would require additional post-closing investment.

COMMERCIAL DUE DILIGENCE

Commercial due diligence assesses the strength and sustainability of the target's market position,

customer relationships, and competitive dynamics — the commercial fundamentals that determine

whether the financial performance documented in the quality of earnings analysis will continue and grow

after the acquisition.

The market position assessment examines the target's competitive differentiation — the specific

capabilities or market positions that allow it to win customers and retain them against alternatives — and

the sustainability of that differentiation in the face of competitive response. A target whose differentiation is

based on proprietary technology with high switching costs is commercially more attractive than one whose

differentiation is based primarily on price advantage or personal relationships that may not transfer with

the acquisition.

The customer relationship quality assessment goes beyond the customer concentration analysis in the

financial due diligence to examine the depth and durability of the individual customer relationships. Key

questions include: which customers are contractually committed and which are at risk of churn

post-acquisition, which customer relationships are tied to specific individuals who may leave through the

acquisition process, and what is the customer's assessment of the product's value relative to alternatives

— information most reliably gathered through direct customer interviews rather than through the target

management team's representation.

The customer interview process is one of the most valuable and most frequently underutilized components

of commercial due diligence. Direct conversations with the target's most important customers —

conducted under appropriate confidentiality arrangements — reveal customer satisfaction levels,

competitive alternatives under evaluation, and the probability of post-acquisition retention in ways that

financial analysis alone cannot. Customers who are at risk of churning after the acquisition but who have

not yet signaled that risk through their payment behavior or contract terms will often reveal their intentions
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in direct conversations if the interviewer asks the right questions with appropriate tact.

TECHNOLOGY AND PRODUCT DUE DILIGENCE

Technology and product due diligence assesses the quality, scalability, and strategic value of the target's

technology assets — the intellectual property, product architecture, and development capabilities that

underlie the competitive position documented in the commercial due diligence.

The architecture review examines whether the target's technology is built on a foundation that can scale

with growth, integrate with the acquirer's existing systems, and evolve with the product roadmap without

requiring a major rebuild. Architecture that is technically sound but built on an obsolescent technology

stack, that is monolithic in a way that prevents component reuse, or that has accumulated significant

technical debt through years of prioritizing speed over quality can impose substantial integration costs that

were not apparent in the financial review.

The technical debt assessment — applying the framework described in Part Six — quantifies the

maintenance and productivity burden that the technical debt currently imposes and estimates the

investment required to remediate it to a level consistent with the acquirer's engineering standards.

Technical debt that appears manageable in the standalone target may become a critical path issue in the

combined business if the integration plan depends on rapid product development that the technical debt

makes impossible.

The intellectual property audit verifies that the target's technology is genuinely owned by the target — that

the key source code was developed by employees rather than contractors without appropriate IP

assignment agreements, that there are no open source licenses that contaminate the proprietary

codebase, and that all key patents are properly filed, maintained, and free of encumbrances that would

limit the acquirer's ability to use them post-closing. IP defects discovered post-closing can be both

expensive to remediate and strategically consequential if they limit the acquirer's ability to deploy the

acquired technology in its planned use cases.

LEGAL AND REGULATORY DUE DILIGENCE

Legal and regulatory due diligence identifies the legal exposures and compliance requirements that create

financial risk for the combined business after the acquisition closes. The CFO's role in this workstream is

not to conduct the legal analysis — that is the responsibility of the transaction attorneys — but to

understand the financial implications of the identified legal risks and to incorporate those implications into

the risk-adjusted investment case.

The litigation review identifies all pending and threatened legal claims against the target, assesses the

probability of adverse outcomes and the magnitude of potential damages, and determines whether the

identified litigation exposure is adequately disclosed and appropriately priced in the transaction valuation.
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Litigation that is disclosed in the target's financial statements at a specific reserve amount may be valued

differently by the acquirer if the due diligence reveals a higher probability of adverse outcome or a larger

potential damage award than the reserve implies.

The regulatory compliance review assesses the target's compliance with applicable regulatory

requirements — data privacy regulations, employment law, industry-specific regulations, and tax

compliance — and identifies any compliance deficiencies that create post-closing regulatory exposure.

Regulatory non-compliance that has not yet resulted in an enforcement action is particularly treacherous

because it creates contingent liability that is not reflected in the financial statements but that may

crystallize into material fines or operational constraints after the acquisition closes.

The contractual obligation review examines the target's significant commercial contracts for terms that

create post-closing risks: change-of-control provisions that allow customers to terminate contracts if the

target is acquired, exclusivity commitments that limit the acquirer's ability to pursue relationships with

competitive customers, and minimum purchase commitments that create financial obligations not reflected

in the operating model. Understanding these contractual obligations before closing allows the acquirer to

structure the transaction to minimize the risk that they materialize, negotiate protections in the

representations and warranties, or adjust the acquisition price to reflect the expected cost of the

contractual exposure.

SYNTHESIZING DUE DILIGENCE FINDINGS

The synthesis of findings from multiple due diligence workstreams into a coherent risk-adjusted

investment case is the CFO's most demanding analytical contribution to the due diligence process. The

synthesis requires converting qualitative findings — the customer relationship risk, the technical debt

burden, the litigation exposure — into specific financial adjustments that revise the investment case in a

principled and defensible way.

The synthesis framework assigns each material finding to one of three treatment categories. The first

category is valuation adjustments: findings that directly reduce the financial value of the target, reflected

as reductions to the acquisition price. A working capital deficiency, a revenue quality issue that reduces

normalized EBITDA, or a confirmed contractual obligation that creates a fixed future cost all belong in this

category. These adjustments are incorporated into the revised valuation model and produce a lower

implied enterprise value that should be reflected in the price offered.

The second category is representations and warranty protections: findings that create contingent financial

risk — the possibility of future adverse outcomes that are not sufficiently certain to price as a valuation

adjustment but that are real enough to require contractual protection. Pending litigation at an early stage,

regulatory compliance issues that may or may not result in enforcement, and customer concentration that

creates renewal risk all belong in this category. The acquirer addresses these by requiring specific

representations and warranties from the seller, backed by an escrow or indemnification arrangement that
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provides financial recourse if the contingent risk materializes.

The third category is walk-away triggers: findings that reveal fundamental problems with the acquisition

thesis — that the target's technology is not proprietary as represented, that the customer relationships are

more fragile than disclosed, or that the regulatory exposure is larger than the entire acquisition price.

Walk-away findings should end the transaction regardless of the strategic enthusiasm that initiated it and

the deal momentum that has built through the due diligence process. The CFO who maintains the

discipline to recommend walking away from an acquisition when the due diligence reveals a walk-away

finding — even after significant advisory fees have been incurred and the strategic narrative has been

publicly developed — is exercising the most consequential financial judgment available in the entire M&A;

process.

ACTIONS TO TAKE IN THE NEXT THIRTY DAYS

The following actions will build due diligence capability before the pressure of an active transaction makes

systematic preparation impossible.

The first action is to develop a due diligence request list template for each major workstream — financial,

commercial, technology, legal — that covers the standard information requests appropriate for a target of

the size and type most likely to be relevant to your acquisition strategy. Having templates ready

dramatically reduces the time required to initiate due diligence once a transaction is under consideration

and ensures that no standard information category is omitted under time pressure.

The second action is to identify and pre-qualify the external advisors — accounting firms for quality of

earnings, investment banks or consulting firms for commercial due diligence, technology consultants for

architecture review, and law firms for legal review — who would lead each workstream in an active

transaction. Pre-qualifying advisors, including fee discussion and availability confirmation, reduces the

time from transaction announcement to due diligence initiation by several weeks.

The third action is to conduct a mock quality of earnings analysis on your own business — applying the

quality of earnings methodology to your own EBITDA to identify the adjustments that an acquirer's due

diligence team would make. This exercise serves three purposes: it builds the analytical skill in your team,

it identifies the accounting and revenue quality issues in your own business that you should address

before any future sale or IPO process, and it gives you the analytical perspective of a buyer's due

diligence team that will make you a more effective manager of the due diligence process in an acquisition.

The fourth action is to document the walk-away criteria for any acquisition currently under consideration or

likely to be considered in the next twelve months. What specific findings would cause you to recommend

walking away from the transaction regardless of strategic enthusiasm or deal momentum? Having these

criteria documented before the transaction is announced prevents the social and organizational pressure

of deal momentum from overriding the financial judgment that the criteria represent.
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CLOSING PERSPECTIVE

Due diligence is where the discipline of capital allocation is most directly tested against the psychology of

deal-making. The social dynamics of M&A; — the relationship investment in the target's management

team, the public commitment to the strategic narrative, the sunk cost of advisory fees — all create

pressure to close transactions that a rigorous reading of the due diligence findings would counsel against.

The CFO who maintains analytical discipline through the due diligence process, who synthesizes findings

honestly rather than minimizing them, and who maintains the walk-away discipline when findings warrant

it, is protecting the organization from the most common and most consequential form of capital

misallocation available in the M&A; context.
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COMING NEXT IN THE SERIES

Part 13 — Deal Structuring and Negotiation

Part Thirteen covers the deal structure decisions that translate valuation into a transaction — the

components of deal structure including price, form of consideration, earnouts, representations and

warranties, and management retention — and the CFO's role in the negotiation process as analytical

authority without negotiating authority.
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