Tool 11.3 Due Diligence Checklist

Think in terms of commercial, operational, and value creation due diligence

1. Review and verify all financial information.

The quality of the financial information provided will be affected by different factors, such as:
· The complexity of the target Company:  its legal form, its footprint (domestic vs. global), the number/nature of material tax jurisdictions, whether the Company is free standing vs. carve-out, whether it has grown organically or from acquisitions
· The nature of the transaction – public company vs. private deal, joint venture/less-than-controlling investment, taxable vs. tax free, asset vs. stock deal, carve-out of a division, etc.
· The existence or not of audited financial statements – If the target is a small business, keep in mind that most small business financials have been compiled by the seller with the goal of minimizing taxes, so they will need to explain everything in detail, including the owner’s benefit (Seller’s Discretionary Income) and cash flow.
· The timing and stage of the transaction - Competitive auction vs. exclusivity, preliminary phase vs. fully committed bid process
· The extent of Sellers’ readiness.
Whilst not exhaustive, the list below provides a good framework of what information needs to be reviewed as part of the financial due diligence procedures:
· Financials (audited or not): Income statements, cash flow statements, balance sheets, trial balances and any underlying financial information available (. If the financial statements are audited, it is customary to request access to the audit and tax work papers prepared by the Company’s external auditors / tax advisors
· Transaction documentation - Confidential Information Memorandum and Management Presentation, Sell-side due diligence report (if applicable)
· Due Diligence reports related to previous transactions (acquisitions, divestitures)
· Internal management reports (including monthly operating reviews, presentations prepared for the board of directors or shareholders)
· Key Performance Indicators used by the management team to monitor their business
· List of any off-balance-sheet liabilities and commitments
· Credit report
· Tax returns for at least the past three years – federal, state, foreign
· General accounting policies (e.g., revenue recognition)
· Risks attendant to foreign operations (e.g., exchange rate fluctuation, government instability)
· All debts, their terms and any contingent liabilities
· Analysis of revenue and gross profit margins by geography, segment, range of product, SKU.
· Analysis of fixed and variable expenses
· Inventory of all products, equipment and real estate, including book and market value
· Accounts Receivable, Inventory, and Accounts Payable reports (including aging, calculation of related reserves)
· Financial Projections (budgets for the last three years, forecast for the current year)
· Industry and company pricing policies
· Economic assumptions underlying projections (different scenarios based on price and market fluctuations)
· Explanation of projected capital expenditures, depreciation, and working capital arrangements
· External financing arrangement assumption 
· Draft purchase agreement
2. Review and verify the business structure and operations.
Take a closer look at how the business is structured and how it makes its money. Any information about competitors, market penetration or trends in the industry could be useful in determining the company’s future earnings potential. This is your opportunity to review and verify the business model, customer base, products and services, as well as labor, materials and operational costs. 
· Company’s articles of incorporation and amendments
· Company’s bylaws and amendments
· Summary of current investors and shareholders - – shares outstanding, owners, options, warrants, rights, notes, any other potentially dilutive securities with exercise prices and vesting provisions.
· All company names and trademark brand names
· All states where the company is authorized to do business
· All products and services, including production cost and margins. Follow the product through the key steps to understand strengths and gaps
· Design/innovation – especially if the company is design-led. Or how they acquire ideas from others.
· Production – looking at the whole supply-chain from sourcing materials to handling materials to physically producing and managing inventory
· Delivery/Distribution – looking at the whole eco-system of partners, allies, and contractors to understand how products and services move through the system.
· Service – looking at the guided accountability of the front-line service providers
· Supplier database, purchases by supplier
· Share of their business
· Purchasing agreements
3. Review and verify all material contracts.
Does the business have any partnerships or joint ventures with other companies? Does the business have any existing loan agreements, lines of credit, equipment leases or other indentures? Find out what obligations or agreements are in place that you may be expected to comply with or respond to that are part of doing business. 
· All nondisclosure or non-compete agreements, any guarantees
· Company purchase orders, quotes, invoices or warranties
· Security agreements, mortgages, collateral pledges
· Letters of intent, contracts, closing transcripts from mergers or acquisitions
· Distribution agreements, sales agreements, subscription agreements
· All loan agreements, material leases, lines of credit or promissory notes
· Contracts between officers, directors or principals of the company
· Stock purchase agreements or other options
4. Product/Intellectual Property Information 
Understand what you’re getting in terms of product and intellectual property:
· Services and products: customers and application
· Past and predicted growth rates
· Market share
· New product development – strategy, people, activities, pipeline status and timing, costs, technology enablers, risks.
· All company’s patents, trademarks and copyrights
· Product inventions, formulas, recipes, or technical know-how
· All rights owned data and digital information
· All work-for-hire or consulting agreements
· Who owns/controls the rights to the intellectual property?
· Has the IP been patented?
5. Review and verify all customer information.
Review all customer lists and databases. Find out who are the largest customers in terms of sales, as well as what they’ve purchased over the last 2-3 years. How are these customers acquired and retained? Are they on renewable subscription agreements? 
· All customer databases, subscriber lists and sales records, revenue by customer
· Purchase agreements
· Customer communication 
· Refund policies
· Status and trends of main relationships
· Description of the competitive landscape within each market segment including: 
· Market position and related strengths and weaknesses as perceived in the market place
· Basis of competition (e.g., price, service, technology, distribution) 
· Brand/product positioning, marketing strategies
· Marketing plan, customer analysis, competitors, industry trends
· If the company is #1 in its market, understand how it differentiates itself from its competition and what you’re going to have to do to keep it differentiated
· If the company is not #1 in its market, understand what is required to converge on the #1 player and what you expect their response to be
· Understand how people move through the sales funnel from being unaware to aware to interested to desirous to purchase. Look at influencers, purchasers, users.
· Company’s brand identity, including logo, website and domain
· All advertising programs, marketing programs and events
· Distribution channels
· Sales force and sales pipeline: Sales role in building awareness, interest, desire, action, sales cycle and salesforce compensation.
· Copies of standard communications and correspondence
· Any customer research data, white papers or research
· All attorneys and law firms representing the company, area of practice
· Pending litigation or threats of litigation
· Any unsatisfied judgements
· All insurance coverage and policies
· All professional licenses and permits
6. Review and verify all employee information.
Ask for the company’s employee roster and an organizational chart. Find out who the key employees are and what their responsibilities entail. This may be an important opportunity to find out if any employees plan to leave the company after it’s sold and if you should offer them some sort of incentive to stay. 
· Employee roster, organizational chart and job descriptions
· Employee contracts and independent contractor agreements - including non-compete, non-disclosure, severance agreements, and outsourced work to freelancers, consultants, etc.
· Payroll information and employee tax forms. Look for:
· owner’s either not paying themselves a fair salary or over-paying themselves to increase or decrease profits
· leaders and managers’ compensation as a data point on the strength and expected retention of leaders and managers
· Human resources policies and procedures
· Employee benefits, retirement plan and insurance
Get a read on the company culture looking at key BRAVE dimensions of its environment, values, attitudes, relationships and how they behave. Look at these from different perspectives and compare to reference organizations. 
7. Review and verify all infrastructure, physical assets and real estate.
Get a full inventory of all the company’s property and its current market value, including automobiles, equipment, real estate and inventory. 
· Real estate, including office locations, warehouses, current leases and titles
· A schedule of all fixed assets, including product inventory, furniture, fixtures and equipment
· Information Technology infrastructure: data centers
8. Check for any legal or compliance issues.
Are there any outstanding legal issues or ongoing litigation that you need to know about? Who represents the company? Does the company have proper insurance in place? Does the company have all the proper licenses and permits in place? 
· Business compliance requirements
· Licensing 
· Insurance
· Permits 
· Pending compliance, regulatory, lawsuits and legal issues – by company and against company
· Environmental information, such as health and safety notices, information related to any hazardous substances or underground storage tanks 
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