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Due diligence is the assessment of the
legal, financial, and business risks associ-
ated with a merger or acquisition. It is to-
tally appropriate and recommended for
both parties to a transaction to perform
due diligence on each other, regardless of
the deal’s nature and whether you are buy-
ing, selling, or merging. This article dis-

cusses when you should conduct due dili-
gence, what you should review, and how
to interpret and react to the findings.

WHEN SHOULDYOUPERFORM
DUEDILIGENCE?
Due diligence starts the first time you
meet a potential candidate for a business
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About the Series
Powerful forces are transforming the
accounting profession in the United
States. The Baby Boomers are head-
ing into their retirement years. Baby
Boomer CPAs are in charge of most
U.S. accounting firms, and most of
those firms don’t have a signed suc-
cession plan or practice-continua-
tion agreement in place. 

The JofA is presenting a succes-
sion series designed to help account-
ants navigate the new landscape of
succession and mergers. This
month’s installment, the 12th and
final part in the series, examines the
due-diligence process in accounting
firm mergers.  

CPA FIRM SUCCESSION: 
SOLIDIFYING THE FUTURE

Last in a series: The when, what, and how of
making sure everything checks out in a merger.  

by Joel Sinkin and Terrence Putney, CPA

This article marks the 12th and final installment in a yearlong look
at issues affecting succession for CPA firms. The series started
in July with an explanation of why mergers have become a dom-

inant trend in accounting firm succession strategies. The series ends
this month with a dive into what should be one of the last stages of an
accounting firm merger or sale: the due-diligence period. 

Do’s and Don’ts of Due Diligence

solidifying Future - with ad_Joa  5/4/14  10:57 aM  page 1



combination, even when you first review data on the firm. Every
step along the way, you should be assessing whether a combi-
nation of your firm and theirs would meet your financial and busi-
ness goals. 

However, there is a specific intensive review that you will un-
dertake referred to as “field due diligence.” Too often, firms start
field due diligence much too soon in the deal process. A better
course is to perform field due diligence only after the following
steps have been completed:

� The parties have exchanged enough summary financial and
operating information for both sides to make a determina-
tion of the deal’s appropriate terms, relying on the assump-
tion the information is accurate. 

� The parties have discussed and agreed to a nonbinding
terms sheet, offering memorandum, or letter of intent,
pending the field due diligence that will follow.

Why wait to perform due diligence until you have agreed
to deal terms? First, one of the key things you need to review
in due diligence is how the terms will affect your objectives for
the deal; you can’t do that until you know what the terms are. Second, field due diligence is an invasive process, and it can

lead to premature disclosure that a transaction is imminent.
There is no reason to take that risk until you are fairly certain
a deal is viable. Finally, field due diligence requires a lot of time
and effort pulling together information, especially on the part
of the party being reviewed. It is a colossal waste of time doing
that until you know the time investment is worthwhile. 

WHAT SHOULDYOUREVIEW?
Obviously, you want to determine in due diligence what financial
and legal risks will be associated with a merger or acquisition. Gen-
erally, you’ll be reviewing historical financial data, details on own-
ers and employees, client categories and specific material clients,
service methodologies, benefit plans, policies, procedures, the qual-
ity-control system, legal matters such as litigation and licensing,
and the condition of assets being acquired. 

Many firms don’t pay enough attention to the business risks.
Every participant in a merger has a business plan in mind. The
other side might bring sterling credentials—financially strong,
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� Intensive, or “field,” due dili-
gence should take place after
the parties in merger talks
have agreed in principle on
terms for the deal. While some
due diligence should be per-
formed from the beginning of the
process, the intensive investiga-
tion of the other party is an inva-
sive and time-consuming process
that requires some knowledge of
the deal’s terms to adequately

assess how they affect the merg-
er’s objectives. 
� Firms should pay special at-
tention to business plan risks
during due diligence. The other
side might have great financials,
superior quality control, and a
sparkling client base but be un-
able to meet your objectives in a
merger. 
� Due diligence should be
broken into three categories

of information: (1) things readi-
ly available and easily delivered;
(2) things that require some ef-
fort to pull together; and (3) in-
formation that must be gathered
in the field. 
� There are three ways to
react to unexpected due-dili-
gence findings: (1) walk away
from the deal; (2) modify the deal
terms; or (3) modify your busi-
ness plan for the deal. 

Joel Sinkin (jsinkin@transition
advisors.com) is president, and
Terrence Putney (tputney@transition
advisors.com) is CEO, both of
Transition Advisors LLC in New
York City.

To comment on this article or to
suggest an idea for another arti-
cle, contact Jeff Drew, senior edi-
tor, at jdrew@aicpa.org or 919-
402-4056. 

Case Study: Business Plan Issues
A sole proprietor found a firm that appeared to be her
perfect successor. The financial terms depended on the
successor firm retaining her clients, as is the case with
most acquisitions. The seller was confident the successor
could do that because the firm operated essentially as 
she did. Their billing rates were similar. Their offices
were close. Their personalities were compatible. 

In due diligence, however, she found all of the succes-
sor firm’s partners were so busy they could hardly keep
up with their existing client work. They had no plan 
for who would take over her client relationships. She 
realized that while this looked on the surface like the
perfect deal, and all the financial and legal due diligence
checked out, the other firm appeared incapable of 
executing the business plan.

Case Study: Client 
Concentration Risk
A four-partner firm was merging into a somewhat larger
firm. Three of the partners in the smaller firm were stay-
ing on indefinitely, and one was retiring in three years.
The larger firm was initially comfortable that client reten-
tion would not be a big issue, so it agreed to fix the retire-
ment obligation for the acquired partners following a 
12-month lookback period. However, in due diligence,
the larger firm discovered that a group of clients managed
by the short-term partner were related and in total made
up 20% of the acquired firm’s volume. The larger firm
modified the merger’s terms to change the retirement 
payments for the short-term partner to be partially based
on five years of retention of fees for that client group 
following his retirement.
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no undisclosed liabilities, a top-notch
quality-control system, squeaky clean
legally—and still be incapable of meet-
ing the objectives you have for the deal.
Consider what assumptions you have
made about the other side’s ability to de-
liver on the plan, and then try to con-
firm if those assumptions are reliable.

The first step as you start formal due dili-
gence is to exchange lists of what each side
wants to see. To manage time and priorities,
break the review down into three categories:

� Things that are readily available and
can easily be delivered, for instance,
by email. Examples are financial
statements, tax returns, employee
handbooks, leases, and employment
agreements. 

� Things that might require some ef-
fort pulling together, such as ac-
counts receivable, breakdowns of
client information (fees, industries,
tenure), and operating metrics on
productivity.

� Information that can be gathered
only in the field, such as a review of
workpaper files and quality-control
processes, inspections of office and
equipment, and interviews of key
people. 
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AICPA RESOURCES

JofA articles
CPA Firm Succession series
� Part 11: “The Culture Test,” May 2014,
page 30
� Part 10: “How to Maximize Client Reten-
tion After a Merger,” April 2014, page 42
� Part 9: “Managing Owner Transition
Through an Owners’ Agreement,” March
2014, page 42
� Part 8: “How to Manage Internal Succes-
sion,” Feb. 2014, page 38
� Part 7: “Alternative Deal Structures for
Succession,” Jan. 2014, page 42
� Part 6: “Seven Steps to Closing a Suc-
cession Sale,” Dec. 2013, page 48
� Part 5: “How to Value a CPA Firm for
Sale,” Nov. 2013, page 30
� Part 4: “A Two-Stage Solution to Succes-
sion Procrastination,” Oct. 2013, page 40
� Part 3: “How to Select a Successor,”
Sept. 2013, page 40
� Part 2: “The Long Goodbye,” Aug. 2013,
page 36
� Part 1: “Mergers Emerge as Dominant
Trend,” July 2013, page 52

Other JofA articles
� “Succession Planning: The Challenge of
What’s Next,” Jan. 2013, page 44
� “Planning and Paying for Partner Retire-
ments,” April 2012, page 28
� “Traps for the Unwary in CPA Firm Merg-
ers and Acquisitions,” Aug. 2011, page 36
� “Mergers & Acquisitions of CPA Firms,”
March 2009, page 58, and “Keeping It To-
gether: Plan the Transition to Retain Staff
and Clients,” April 2009, page 24 (two-part
article)

Use journalofaccountancy.com to find past
articles. In the search box, click “Open Ad-
vanced Search” and then search by title.

Publications
� CPA Firm Mergers & Acquisitions: How
to Buy a Firm, How to Sell a Firm, and How

to Make the Best Deal (#PPM1304P, 
paperback; and #PPM1304E, ebook down-
load)
� Management of an Accounting Practice
Handbook (#090407, loose-leaf; and
#MAP-XX, one-year online subscription)

CPE self-study
� Advanced Mergers, Acquisitions, and
Sales: Complex Case Study Analyses for
Closely-Held Businesses (#732868)
� Making Key Financial Decisions: Practical
Tools and Techniques for Making Your Key
Financial Decisions (#733835)
� The Strategic Planning Process: A Com-
plete Practical Guide (#745272)

Conference
� Practitioners Symposium and Tech+ Con-
ference, June 9–11, Las Vegas

For more information or to make a purchase
or register, go to cpa2biz.com or call the In-
stitute at 888-777-7077.

Survey reports
� 2012 PCPS Succession Survey (sole
proprietors), tinyurl.com/ptyegnk; and
2012 PCPS Succession Survey (multiown-
er firms), tinyurl.com/qzhabug

Private Companies Practice Section and
Succession Planning Resource Center
The Private Companies Practice Section
(PCPS) is a voluntary firm membership sec-
tion for CPAs that provides member firms
with targeted practice management tools
and resources, including the Succession
Planning Resource Center, as well as a
strong, collective voice within the CPA pro-
fession. Visit the PCPS Firm Practice Center
at aicpa.org/PCPS and the Succession
Planning Resource Center at
tinyurl.com/oak3l4e. 

Call for Questions
Have questions on accounting firm
M&A, succession planning, valua-
tions, deal structure, due diligence,
owner agreements, or related top-
ics? Send them to Joel Sinkin and
Terrence Putney via jofa_feedback
@aicpa.org. If asking about a spe-
cific situation, please include as much
information as possible. For M&A
deals, for example, it is helpful to
know gross revenues, number of
partners, and location of the parties
involved. It also is helpful to have the
question categorized as either (1) sell-
ing/upstream merging; (2) acquiring;
(3) internal succession; or (4) owner
agreement. No names will be re-
vealed in any published answers to
submitted questions. 

Case Study: Profitability
A two-partner firm was seeking to be acquired by a much larger firm. On the
surface, all the numbers matched, and the small firm was highly profitable. Dur-
ing due diligence, the larger firm found that the smaller firm’s partners regularly
visited their clients and did much of the work themselves. The firm’s staff was
not very productive or strong. Because the partners were doing so much of the
work, their need for review wasn’t considered necessary much of the time. The
larger firm realized it could not replicate the profit margins the seller had pro-
duced within its quality-control structure and walked away from the deal be-
cause the terms could not be modified enough to make it profitable.
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If you stage the requests for data so the
easy things can be done earlier, the process
is not so daunting. Scheduling office vis-
its can be difficult, and there is no reason
to delay the review of historical financial
information while trying to arrange the
field due diligence. 

HOWSHOULDYOUREACT
TOWHATYOUFIND? 
Problems surface sometimes in due dili-
gence, and occasionally the matters are se-
rious enough to kill the deal. However,
most of the due diligence the authors have
been involved with has not turned out this
way. This is largely because the parties had
quite a bit of information upfront, before
field due diligence commenced and before
the deal was struck. Accounting firms are
inherently complete, accurate, and honest
with each other. However, if you do find
something troubling in due diligence, how
should you handle it?

You can take one of three steps in re-
sponse to unexpected due-diligence find-
ings: (1) walk away from the deal; (2)
modify the deal terms to mitigate the risk
you have found; or (3) modify your busi-
ness plan for the deal.

KEEP INMINDTHESE TYPICAL
BUSINESS ISSUESWHEN
CONDUCTINGDUEDILIGENCE

� If you are acquiring a practice with
a short transition period for the

owner, find out how long the clients
have been clients. The longer a
client’s tenure, the more likely the
successor will be able to retain the
client.

� If you are selling a practice, find out

what kind of attrition rate the suc-
cessor has for its client base. The rate
is likely to be the same or worse for
your clients after the sale. 

� If a firm you are acquiring doesn’t
have employment agreements with
its staff, consider whether the staff
will sign your employment agree-
ments and what impact and poten-
tial risk there would be on client re-
tention if any refuse to sign.

� If you are merging into a firm to ad-
dress a succession problem, make
sure the successor firm has the ca-
pacity and skills to replace your firm’s
owners who will be leaving soon.

� Review who at the firm really does
the work and manages the relation-
ships with the clients and how that
might affect retention. Don’t assume
that just because a client is on a part-
ner’s billing run, that partner con-
trols the relationship. �

P R A C T I C E  M A N A G E M E N T

Case Study: Billing Rate
AB Co. was in discussions to merge into XYZ & Associates. AB had two partners
who generated more than 1,700 chargeable hours each at $175 per hour. XYZ
was concerned because its partners billed out at $275 per hour. Rather than
walk away, XYZ inquired if AB’s partners would raise their billing rates to match
their partners’ rates. It turned out that AB’s partners were billing at much lower
rates because they didn’t have enough lower-level staff to assign simple tasks to,
and, as a result, they didn’t think they could justify the higher rates. However,
because XYZ could supply the AB partners a more diverse array of staff, the ac-
quiring firm believed it could focus the acquired partners on higher-level tasks
while assigning much of their current work to lower-level staff (not client hand-
holding but client service). This would allow the acquiring firm to raise the rates
on the partners’ time without increasing what they charged their clients. The ac-
quired partners also would be freed from more mundane client work, allowing
them to focus on practice development and more valuable services.
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