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Financial Due Diligence:
An essential step in the MGA process

Have you ever considered what lies beneath the surface of a company’s financial
performance and what is the real story behind the figures?

Whether you are an entrepreneur, a business owner, an investor or a lender, the
interpretation of the financial statements and the importance given to specific key
performance indicators (KPls) may differ when you intend to acquire or sell a company
and enter any Mergers & Acquisitions (M&A] process.

Conducting a thorough analysis of the financial statements and presenting the results
from a transaction-relevant perspective can reveal critical insights that may significantly
impact your decisions, the timing of the transaction process and the final purchase price.

For both the buy-side and sell-side, Financial Due Diligence is a fundamental step in the
MEA process. It provides an in-depth assessment of a company’s financial stability, its
growth potential and revealing the true story behind the numbers.

A professionally organised process allows parties to separate beliefs from facts, ensuring
a common understanding of the company and forming the basis for a successful
transaction closing.



What is a financial due diligence?

Financial due diligence (FDD) is a comprehensive evaluation
of a business or individual’s financial condition, conducted
prior to a sale, merger, or acquisition to ensure informed
decision-making.

It involves a thorough review of financial data, including
revenues, profitability, growth trends, required working
capital, short- and long-term debts and their terms, income
statements, balance sheets, and other pertinent details.

This process ensures a clear and accurate understanding of
the target company’s financial position, uncovering hidden
liabilities and validating the accuracy of financial statements.
By identifying potential risks, liabilities, or inaccuracies, FDD
influences the terms and structure of the Sales and Purchase
Agreement (SPA), enabling adjustments to the purchase price,
inclusion of indemnities or warranties, and specific covenants
to address uncovered risks.

FDD ultimately determines the success or failure of a transaction
by offering a complete financial overview, which informs
strategic decisions and safeguards stakeholder interests.

Financial due diligence vs. Audit

The approaches and analytical procedures of FDD and

an audit may overlap. However, there are key differences
between them. FDD is transaction-specific and strategic,
while audits focus on compliance and regular assessment of
financial accuracy. FDD is a recommended procedure during
a transaction while an audit is often legally required if certain
criteria are met.

Objective:

» FDD: Focuses on evaluating a company’s financial
condition, economic reality, going beyond accounting
standards and identifying potential risks, trends, and
opportunities to support strategic decisions during
transactions (e.g. mergers or acquisitions).

¢ Audit: Ensures the accuracy and compliance of financial
statements with local [i.e. Swiss Code of Obligations, Swiss
GAAP FER) or international accounting standards (i.e. IFRS,
US GAAP).

Regulatory requirements:

» FDD: Not legally required; performed at the discretion of
the buyer or seller to gain deeper insights into the target’s
financial health or prepare for the transaction.

¢ Audit: Mandated by law for certain types of companies,
based on size, revenue and structure.

Scope:

* FDD: Tailored to the specific needs of the client and
transaction and typically does not include control testing
unless otherwise agreed. It focuses on reviewing financial
trends, forecasts, and key metrics like profitability, growth
potential, quality of assets, working capital and debt.

¢ Audit: Follows a standardized process, typically dictated
by laws or regulations, and usually focuses on verifying
historical financial data for one financial year, internal
controls, and statutory compliance.

Timing:

* FDD: A recommended procedure performed during a
transaction (e.g., pre-merger or acquisition) as a one-time
analysis to inform decision-making.

* Audit: Conducted regularly (annually, semi-annually
or quarterly), often legally required, depending on the
company’s size and structure as part of the company’s
regulatory or statutory obligations.

Perspective:

* FDD: Both backward- and forward-looking, focusing on
current and future risks and opportunities.

¢ Audit: Backward-looking, focused on historical financial
data and compliance.

Output:

» FDD: Provides insights and recommendations to inform
negotiations, including adjustments to purchase price or
SPA terms.

* Audit: Issues an opinion on whether the financial
statements are free from material misstatements.

Buy-side vs. sell-side due diligence

From the buyer’s standpoint, engaging external advisors and
ME&A professionals to perform FDD is essential to verify the
reliability of all financial information and key facts related to
the transaction. This rigorous process plays a critical role in
mitigating risks for the buyer.

While due diligence is often thought of from a buyer’s
standpoint, the seller can also benefit from due diligence.

For instance, the due diligence process may reveal that the
fair market value of the seller’s company is higher or lower
than initially anticipated and can impact the decision-making
accordingly. In fact, before striking a potential deal, a seller
may prepare its own due diligence report to support and
streamline the buy-side diligence process, enabling a quicker
path to closing the transaction and confirm the purchase

price for the buyer.




Challenges and opportunities
Several challenges may arise during the FDD process,
including the following:

+ Limited access to information: The target company may
be unwilling or unable to provide the due diligence team
with all the necessary information, potentially hindering a
comprehensive analysis.

* Incomplete or inaccurate information: Accessing
reliable and complete financial information can be difficult,
particularly if the target company has poor record-keeping
or lacks transparency.

 Time constraints: FDD is often conducted within a tight
timeframe, as it serves as the foundation for subsequent
diligence activities. This urgency can make it difficult to
thoroughly evaluate all potential risks and opportunities.

 Accounting standards and regulatory requirements:
Navigating different accounting standards, tax regulations,
and market practices across jurisdictions can complicate
the process.

Despite these challenges, FDD also offers valuable
opportunities, including the following:

« Risk identification and mitigation: FDD helps
uncover hidden liabilities, financial risks, or operational
inefficiencies, enabling informed decision-making and
mitigating risks in the transaction.

« ldentifying weaknesses in financial reporting: The
process can uncover deficiencies in the target company’s
financial reporting practices, offering the acquiring company
an opportunity to implement improvements post-transaction.

+ Enhancing strategic planning: Insights gained during
due diligence can provide the acquiring company with
a clearer understanding of the target’s financial health
and functioning, enabling more informed decisions and
improved financial planning.

* Uncovering synergy opportunities: A detailed analysis
of the target’s financials may reveal areas where synergies
can be achieved, contributing to improved profitability and
post-transaction value.

* Understanding the key valuation parameters: This
provides a clearer understanding of the target’s financial
performance, leading to more accurate valuation and
negotiation of purchase price.

* Improved deal structure and SPA terms: Equips buyers
with data-driven insights to negotiate better terms and
conditions for the deal by identifying areas for adjustments
in transaction terms, such as warranties, indemnities, or
payment structures, to safeguard the buyer’s interests.

* Post-transaction planning and value creation:

FDD findings can inform integration strategies and help
identify priorities for immediate action after the deal
closes and optimise future value creation.

Core aspects of a financial due diligence

The specific methods employed in FDD vary based on the size
and complexity of the transaction and the industry in which
the target company operates. Nonetheless, several standard
procedures typically include:

Analyse Quality of Earnings and calculate sustainable
EBITDA

The purchase price in many transactions is often determined
as a multiple of the target company’s earnings before
interest, taxes, depreciation, and amortisation [EBITDA].
Consequently, a primary focus of FDD is to assess and
validate the target company’s EBITDA. This process typically
involves reviewing proposed adjustments from the target
company and incorporating due diligence adjustments based
on the findings of the due diligence team.

Calculate net working capital target

Transactions are frequently structured with the expectation
that a normal level of net working capital (NWC) will be
provided at closing. The due diligence team establishes an
NWC target and identifies any debt-like items that should be
excluded from the calculation.

Calculate net debt

Net debt is calculated by subtracting cash and cash
equivalents from total interest-bearing liabilities or debt-like
items identified during the FDD. The level of net debt directly
impacts the target’s company value and requires thorough
analysis by the due diligence team.

Management inquiries

The due diligence team conducts interviews with the target
company’s management to gain deeper insights into

the business and its financial reporting practices. These
discussions often uncover topics such as accounting policies,
estimates, and potential off-balance sheet liabilities.

Depending on the buyer’s requirements or industry-specific
topics, the scope items and analytical procedures of FDD can
differ since these are not predetermined by any regulatory or
legal framework.

Conclusion
Financial due diligence is an essential element of
the MEA process for both buyers and sellers.

On the buy-side, it helps to identify potential risks
and opportunities while offering key insights into the
target company’s financial health by reducing the
information asymmetry to avoid overpaying.

On the sell-side, it supports and streamlines the buy-
side diligence process, enabling a faster path to
closing. By ensuring that due diligence is thorough
and comprehensive, companies can significantly
enhance their likelihood of completing successful
MEA transactions.



Our M&A and transaction related service offering
Grant Thornton Switzerland/Liechtenstein offers a
comprehensive spectrum of transaction-related services,
including MEA Lead Advisory, financial due diligence,
valuation, modelling, corporate finance, Sale and Purchase
Agreement (SPA) advisory and capital market/IPO support.

We collaborate closely with tax and legal teams to provide
clients with a seamless, integrated approach. Most of our
engagements involve virtual calls, expert QA sessions, and
regular updates through weekly coordination calls, helping
us stay mindful of our clients’ tight timelines while ensuring
efficient progress.

What sets Grant Thornton Switzerland/Liechtenstein apart is
our ability to deliver these services efficiently, with a single
point of contact and swift responses. Moreover, through our
global network we can tap into subject matter experts from
various markets whenever needed, ensuring that clients

benefit from world-class expertise and seamless support
throughout their transaction.

In a nutshell

6’500 global TAS professionals

135 markets served

70 Swiss deals closed

>80% Cross-border deals
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Grant Thornton is one of the leading international networks
of independent audit, tax and advisory firms, with more than
76’000 employees in over 160 markets and global revenues of
approximately USD 8 billion in 2024.

Whether you’re growing in one market or many, looking to
operate more effectively, managing risk and regulation, or
realising stakeholder value, Grant Thornton has the industry
expertise and capability you need and can help you chart the
path ahead

Grant Thornton Switzerland/Liechtenstein is managed by

24 partners and employs around 220 people in its branches in
Zurich, Schaan, Geneva and Buchs. We are all guided by

a common passion: to safeguard your interests.

Our goal is to make a measurable contribution to your
business success with a strong focus on the quality of work.
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