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Feature Article:

Understanding the
Balance Sheet in Middle
Market M&A
Transactions
By Brian Sullivan, Managing Director

Analyzing the balance sheet as part of the sale of many
middle market businesses oftentimes can be a costly
afterthought when uninformed buyers and sellers fail to give it the consideration it deserves.
Valuations are based on multiples of earnings that assume a cash free and long-term debt
free balance sheet. Implicit in the definition is the assumption that the buyer has the right
to receive the ordinary and necessary balance sheet required to support the business’ earning
capacity.
There are three important balance sheet dates that must be considered when negotiating price:
1) the balance sheet upon which the agreed upon targets are based; 2) the apparent balance
sheet actually received at closing, and 3) the true-up or corrected closing date balance sheet
usually determined within 30 to 60 days after settlement.

Buy the Book

Dennis Roberts’ book,
Mergers & Acquisitions:
An Insider’s Guide to
The Purchase and Sale of
Middle Market Business
Interests is still available at
Amazon.com.

Long-term debt can either be assumed by the buyer or extinguished at closing on behalf of the
seller. Sometimes short term revolving debt is disguised equity and thus requires careful analysis to establish the ongoing required working capital. Debt represents management’s choice to
use other people’s money to fund growth. It can vary significantly among companies within
an industry. Thus, an industry understanding of management philosophy towards debt as a
financing tool is critical to ultimately establish a final negotiated sales price.
Several approaches are used to establish a reasonable estimate of working capital (current assets
excluding cash less current liabilities). Typically, some sort of historical target company average
is compared to industry levels to establish a fair estimate. In a high growth target, there may be
Continued on p. 2

“Understanding the Balance Sheet...” continued from p.1
a need for additional working capital to fund future growth
and that obligation should fall on the shoulders of the buyer
and not be unduly charged to the seller.
After close, there is normally a period of 45 to 60 days when
the actual balance sheet is delivered and compared to the
negotiated targets (true-up) discussed above. Differences
between the actual balance sheet amounts and targeted levels
of cash, working capital and debt are identified and the price
paid to the seller is adjusted. Disputes can be costly and time
consuming to settle, so it is worth the effort for buyer and
seller alike to carefully consider the impact of post-closing balance sheet adjustments to the purchase price.
Brian A. Sullivan CPA/ABV is the Managing Director of the Silicon
Valley office of The McLean Group LLC. Contact him directly with
comments or questions at 650.638.2310 or bsullivan@mcleanllc.
com.

Trends To Act On:

M&A Trends Expected into 2010
By Mike Baca , Intern

From a macro perspective, M&A statistics suggest a significant

decline in completed transactions when comparing the second quarter
of 2009 to 2008 and even greater as compared to 2007.
However, good middle market deals continue to move forward with
financial backing from private equity sponsors and even banks, while
lenders focused on very large deals are taking a much more cautious
approach to funding.
What trends should Sellers and Acquirers alike be cognizant of as they contemplate entering into a transaction? First,
today’s tight credit markets are forcing deal sponsors and acquirers to invest more equity with less financing per transaction. Target valuations and expectations must be adjusted and enterprise values have declined by 10% – 20 % when
calculated based on purchase price/adjusted EBITDA multiples. Consequently, deal and negotiating leverage has tilted
in favor of Buyers. Additional trends likely will persist through 2010:
•
•
•

Due diligence processes will take longer and involve greater scrutiny to better understand operating, financial 		
and economic trends affecting the target.
Cash/stock will increase as a percentage of purchase price consideration versus debt financing.
To bridge the gap between Seller valuation expectations and the amount of leverage Buyers can bring to the closing table (due to tighter leverage ratios, reduced cash flow lending, etc.) transactions will require increased purchase price earn-outs, Seller take-back financing and/or retained equity positions.

In conclusion, given today’s economic realities, consummation of M&A transactions will require creative thinking to
properly structure deals that work for the Buyer, Financiers, and Sellers alike. Under these circumstances, very strong
opportunities should remain for middle market deals if considering the above trends.
— Investment Bankers to the Middle Market —
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Our Locations:

About The McLean Group

Washington, DC (Headquarters)
Anchorage, AK
Asheville, NC
Atlanta, GA
Austin, TX
Baltimore, MD
Baton Rouge, LA
Boston, MA
Bozeman, MT
Chicago, IL
Cleveland, OH
Dallas, TX
El Paso, TX
Erie, PA
Halifax, Nova Scotia
Los Angeles, CA
Lubbock, TX
Miami, FL
Phoenix, AZ
Reno, NV
Sacramento, CA
San Diego, CA
Silicon Valley, CA
Tulsa, OK
Wooster, OH

The McLean Group is a national, middle market investment bank providing mergers &
acquisitions (M&A), capital formation, market intelligence, business valuation, litigation support
and exit planning services. The McLean Group serves businesses generating up to $500 million
in annual revenues. Headquartered in Northern Virginia’s technology, communications and
government contracting corridor, the firm is among the largest independent middle market
investment banks in the Washington, DC area. The McLean Group is a FINRA Registered
Broker/Dealer and Member FINRA/SIPC.

• M&A: The McLean Group uses its considerable expertise in a wide variety of industries to
identify the most probable and suitable candidates to complete transactions under the most
favorable terms for its clients.

• Capital Formation: The McLean Group arranges private equity, venture capital,

senior debt and subordinated debt in amounts ranging from $5 million to $250 million to
support clients’ expansions, mergers & acquisitions (M&A), refinancings, recapitalizations,
leveraged buyouts and shareholder liquidity objectives.

• Market Intelligence: By leveraging superior competitive analyses, the firm provides

business executives with comprehensive market intelligence reports, which provide the market
insight and analytical expertise required to reduce risk and uncertainty in strategic decision
making.

• Business Valuation: As a core competency and complement to its M&A business,

The McLean Group provides business valuation services, including intangible asset and
financial security valuations for a variety of transactions, financial reporting and tax purposes.

• Litigation Support: From quantifying economic damages to valuing a minority
Contact Us:
The McLean Group
7900 Westpark Drive, Suite A320
McLean, VA 22102
(703) 827-0200 phone
(703) 827-0175 fax
www.mcleanllc.com

interest in a business, the firm has the business valuation experience and credentials to support
cases involving a variety of legal issues.

• Exit Planning Services: Based on its extensive experience advising owners of middle

market businesses, The McLean Group has developed a proprietary process that analyzes more
than 60 value/risk drivers that can have a significant impact on the value of a business.

• Wealth Management: A fee-only wealth advisory practice providing financial planning
and investment management services. Through McLean Wealth Advisors, clients have access
to unbiased advice, institutional-level investment management and highly personalized level of
service to assist them manage their financial futures.
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