Top Ten Due Diligence Considerations when buying distressed tech companies 
 

In the last two years, a number of public and private tech companies have been sold in transactions that can only be described as distress sales. Given the underlying market fundamentals and the continued limited availability of venture capital for tech investments, distressed sales of tech companies are likely to continue for the foreseeable future. 

The considerations and observations listed below are by no means exhaustive, but may provide some guidance (or at least food for thought) if you are looking at acquiring a tech company, particularly a distressed tech company. 

1. Test the target’s accounts payable, accrued expenses and liabilities.
When conducting due diligence, potential acquirers should keep in mind that it is not unusual for the accounts payable of a distressed target to be significantly and systematically understated. Although outright fraud is one cause of understatement, for a variety of reasons that probably stem mostly from concerns about job security, honest employees of perfectly honest distressed companies tend to hold invoices without forwarding them to accounting for proper accrual much longer than employees of financially secure companies. 

Conducting due diligence on unaccrued payables can be difficult, but if the accrued expenses and accounts payable as presented in the target’s financial statements are significantly lower than historical, or if accrued expenses and accounts payable show what appear to be relatively low amounts due to “discretionary” vendors (such as law firms, accounting firms, and marketing firms) when the acquirer knows the target has been active (and actively shopping itself to potential acquirers), further investigation is warranted. 

When considering the acquisition of truly distressed companies, the acquirer should also confirm that all 401(k) withholdings of employees have been properly deposited, and that all tax withholdings have been accounted for and forwarded to the appropriate federal or state agency. 

2. Quantify the “Transaction Cost” of a successful transaction.
Buying companies is expensive, and when an acquirer is buying a distressed company at a bargain price, the deal cost as a percentage of purchase price can be astronomical. The cost issue is magnified somewhat in distressed sales because it is likely that the target does not have sufficient funds available to offset the target’s share of the transaction costs. It is critical that the acquirer understand the transaction costs associated with an acquisition, because after factoring in transaction costs the bargain price for a distressed entity may not look like such a bargain. Although this list is not exhaustive, the “one off” transaction costs include: 

(a) Target’s attorney’s fees (for which payment at closing will be expected).
(b) Target’s investment bank or business broker’s success fees, if one was engaged.
(c) Cost of target’s fairness opinion, if one was obtained.
(d) Acquirer’s attorney’s fees (probably due in the ordinary course, not at closing).
(e) Possible costs associated with any consents required from target’s accountants. 

3. Quantify the “Business Cost” of a successful transaction. 
Similar to transaction costs, there are a number of “one off” business costs associated with an acquisition that should be quantified during the due diligence process. These include: 

(a) Payments due under change of control agreements or severance agreements post acquisition.
(b) The cost of buying out leases or other costs associated with discontinuing certain operations of the target or consolidating the operations of acquirer and target. 

4. Review customer contracts or licenses for out of market terms. Most tech companies have a form services agreement (for consulting companies) or a form subscription or license agreement. These form agreements customarily limit liability, clearly establish the ownership of the intellectual property that is the subject of the agreement, and cover various other topics such as limits on the customers’ ability to hire employees of the tech company. Because customers of distressed companies have relatively more leverage than customers of financially secure companies, potential acquirers of these companies should carefully review the target’s license and service agreements for non-market terms. Terms to be aware of include: 
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