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During your company's annual meeting, 
the CEO asks how the company is going to meet  

its revenue growth goals for the year. The sales team  
indicates that they have pushed every lever they  

could over the past five years, but growth has been  
particularly challenging during the COVID-19 pandemic.  

Now, the CEO is looking for new ways to grow.  
As a vice president, you mention how other companies  

are growing via mergers and acquisitions (M&A).  
The CEO loves the idea and asks you to research  

ways the company can expand its value through M&A. 
Now what?

By Christopher Dalton & Matt Klauser



This article will help you understand a simplified valuation 
methodology (earnings before interest, taxes, deprecia-
tion, and amortization (EBITDA) times a multiple), how to 
increase EBITDA and the multiple, how to compare rates of 
return from M&A to internal rates of return, and how much 
diligence may be performed before you close the transaction. 
Although addressing company culture is critical to a success-
ful M&A, it is beyond the scope of this article.

How to Best Use Company Resources
Based on November 2020 industry reports, the U.S. has 
approximately 3.33 million construction companies1 and an 
additional 3.32 million real estate companies.2 Many of these 
management teams are tasked with deciding how to best use 
the company’s resources, such as cash on hand and line of 
credit availability. 

According to research released in November 2020, U.S. com-
panies are sitting on the largest pile of cash ever, with cash 
holdings at nonfinancial companies growing to a record $2.1 
trillion at the end of June 2020.3 Similarly, total “dry powder” 
levels (the amount of committed but unallocated capital that 
a firm has on hand) in venture capital and private equity 
firms hit unprecedented sums in early 2020 with more than 
$1.5 trillion available to fund managers worldwide.4

M&A Activity
With the available cash on their balance sheets, many com-
panies are turning to M&A to help achieve their growth 
goals. While the COVID-19 pandemic slowed transaction vol-
umes during the second quarter of 2020, some experienced 
rebounding transaction volumes throughout the third and par-
ticularly fourth quarters of 2020. The construction industry’s 
experience appears to be consistent with the overall market. 

As shown in Exhibit 1, construction deals decreased nearly 
6.4% in 2020 compared to 2019, despite a global pandemic 
that adversely affected numerous businesses. Furthermore, 
construction deal activity during 2020 was about 51.8% high-
er than average deal activity between 2010 and 2017.  

When looking at the data by quarter, deal activity fell about 
54.2% during the second quarter of 2020 compared to the 
first quarter (Exhibit 2). However, deal activity rebounded 
during the third and fourth quarters of the year, increasing 
on average about 21.8% compared to the second quarter.

Similar trends are found in the real estate industry. Deal vol-
ume decreased about 10.7% in 2020 (Exhibit 3), including 
about a 46% drop during the second quarter, with the fourth 
quarter experiencing a rebound of about 25.5% compared to 
the second quarter (Exhibit 4). 
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Expanding Your Company Value
Stock price drives company value for public companies, but 
valuation is different for private companies. Business valua-
tions can include various valuation methodologies such as dis-
counted cash flows, public company comparisons, and similar 
transaction comparisons. For the purpose of this article, let’s 
focus on a simplified valuation methodology frequently used 
when acquiring a private company: EBITDA times an EBITDA 
multiple. 

For example, if your company has an EBITDA of $5 million 
and a buyer is willing to pay an EBITDA multiple of six times, 
this formula suggests a cash/debt-free enterprise value of $30 
million. 

In an effort to increase the value of your company, you can 
either increase EBITDA or increase the EBITDA multiple. 
But if you really want to hit a home run, increase both. Let’s 
explore these options separately. 

IncreasIng eBITDa

With M&A, if you acquire a company with positive EBITDA, 
the EBITDA of your company increases. However, that does 
not mean you should pursue every transaction just because 
the seller has positive EBITDA. You could also increase 
your company’s EBITDA by acquiring a seller with negative 
EBITDA that can be transformed to positive EBITDA via 
synergies with your business. You should be constantly eval-
uating the rate of return expected from various acquisition 
targets as well as pursuing a transaction compared to invest-
ing that money in internal growth. 

For example, you acquire a company for $10 million that 
earns $2 million of annual EBITDA. Before deciding whether 
M&A makes sense for your company’s strategy, consider what 
could be done with that $10 million internally. If you invested 
it into new systems, an increased sales team, company- 
owned equipment (to avoid renting equipment on each job), 
etc., could your company’s EBITDA be increased by more 
than $2 million per year? If so, consider pursuing the internal 
improvements. If not, then perhaps M&A makes sense for 
your organization. 

IncreasIng The eBITDa MulTIple

At this point, you have decided your company will be best 
served by pursuing M&A and you understand how doing so 
will contribute positive EBITDA to your organization. How do 
you increase your EBITDA multiple at the same time? 

Often, companies attempt to capitalize on the concept of 
arbitrage, or the practice of taking advantage of a price differ-
ence between two or more markets. Within the M&A world, 
there are many factors that affect the determination of an 
EBITDA multiple for a specific company. 

Keep in mind that private markets are imperfect and, there-
fore, the EBITDA multiple may not always make perfect 
sense or seem “fair.” Factors that influence EBITDA multi-
ples include: 

• Company size

• Sophistication

• Market position

• Industry

• Macroeconomic trends

• Barriers to entry

• Executive management team

• Financial reporting

• Recurring vs. nonrecurring nature of projects

• Customer concentration

• Backlog or growth trajectory

• Capital expenditure needs 
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For example, let’s assume you acquire a company with an 
EBITDA of $2 million for a multiple of five times, which costs 
$10 million. The value added to your company is $10 million, 
right? Not necessarily. Your company may be valued higher 
than the company you acquired, and you may get the benefit 
of the related arbitrage. 

Recall the example that your company consists of $5 million 
in EBITDA with a multiple of six times for an initial valuation 
of $30 million. If you simply add the $10 million investment 
to your company, you may think your valuation would then 
be $40 million. But consider the effect to the EBITDA of 
your business; there may be incremental value that you are 
overlooking. Now you have a base EBITDA of $5 million and 
you just added $2 million of EBITDA for a total EBITDA of 
$7 million. 

Assuming your multiple stayed at six times, your estimated 
valuation would now be $42 million, and you just gained $2 
million of arbitrage. That is also assuming that your multiple 
did not increase as a result of the transaction and that there 
were no synergies resulting from the acquisition. If either 
of these occurred, which they often do, then the arbitrage 
would be even higher. 

As another example, assume that you would be able to rec-
ognize $250,000 of cost reductions due to duplicate costs 
in place at your company, and the seller and your multiple 
would increase to 6.5 times as a result of the transaction due 
to diversification of your customer base and increased growth 
trajectory. Your EBITDA is now $7.25 million ($5 million base, 
$2 million acquired, and $250,000 synergies) times a multiple 
of 6.5, for a valuation of $47.1 million. In this scenario, your 
company gained an arbitrage of $7.1 million. Now you can 
start to see why companies spend a lot of time pursuing M&A. 

Before moving on, it is worth mentioning that there are many 
things that can be done to increase the value of your com-
pany. Based on what has been presented in this article, look 
at the two companies in Exhibit 5, which are the exact same 
size in the exact same industry, and think about whether 
you would pay the same price for each company. Remember, 
higher risk generally means lower EBITDA multiples. What 
could Company A do to increase its valuation?

M&A Methodologies
Now that you are excited about the potential value you can 
add to your company through M&A, consider the following 
potential methodologies while contemplating your strategy:
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1) Pursue a horizontal integration in which you acquire a 
similar company, perhaps even one of your competitors. 
A horizontal integration may allow your company to 
increase its geographical presence, expand its service 
lines, realize synergies between the two companies, 
enhance negotiating power with customers and/or  
vendors due to size, and spread fixed cost overhead 
across a higher revenue base due to economies of scale. 

2) Pursue a vertical integration in which you acquire a 
supplier or subcontractor. A vertical integration could 
provide your company new project opportunities, have 
it viewed more as a “one-stop shop,” and increase your 
company’s profit margin by eliminating markup from 
the supplier or subcontractor. 

Company Acquisition
Once you have an idea about your desired strategy, begin 
to identify potential companies to acquire. But how do you 
start? Talk with your management team to see if they know 
of someone in their network (including other business owners 
in the industry) who may already be contemplating selling 
or if they know of other companies that need a succession 
plan. Also consider your own professional network, including 
any transaction intermediaries, accountants, attorneys, etc. 
Finally, consider hiring an intermediary to conduct a buy-side 
search on your behalf, identifying potential companies for you 
to evaluate. 

Let’s say you have identified a company that is interested in 
selling. Your CEO has asked you to continue with the project 
and evaluate whether the seller is a good fit for your organi-
zation. This is not the time to get overwhelmed, but it is the 
time to get organized. 

leTTer of InTenT & Due DIlIgence

Many areas of due diligence will occur simultaneously, but 
before the process goes too far, you may want to sign a letter 
of intent (LOI) with the seller to outline the key terms agreed 
upon thus far. 

While an LOI is primarily a nonbinding letter, meaning either 
the buyer or seller can decide to terminate the process for 
any reason (some have a termination fee), it will outline 
preliminary valuation discussions, expected timelines, and, 
perhaps most important, exclusivity. 

As a buyer, you will likely spend a lot of time and money eval-
uating the potential seller to ensure the company is the right 

fit. The exclusivity provision in the LOI indicates the seller 
cannot have discussions with other potential buyers during a 
defined period while you are completing your due diligence. 
Upon signing an LOI, you may start engaging third parties to 
help perform diligence exercises:

Legal Diligence: In addition to helping draft the LOI, your 
legal team may review customer, supplier, and/or employee 
contracts and regulatory considerations and draft the pur-
chase agreement. 

Financial Diligence: Your financial team may help you 
evaluate the seller’s financial trends and identify potential 
exposures or opportunities regarding the EBITDA presented 
by the seller. 

Tax Diligence: Your tax team may evaluate potential tax 
liabilities that could carry over to you as a buyer and identify 
potential structuring opportunities that could result in the 
transaction having a more favorable tax treatment for your 
company. 

Operations Diligence: Your operations team may evaluate 
the seller’s bidding process, project management, and key 
metrics, comparing them to your company’s operations. 

Exhibit 4: 
Real Estate Deal Count 
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Customer Diligence: You may engage a team to evaluate 
how “sticky” the seller’s customers are and whether they are 
likely to continue doing business following the transaction. 

Environmental Diligence: An environmental team can help 
evaluate whether there are potential environmental liabilities 
that must be remedied prior to or after closing. 

Insurance & Benefits Diligence: A specialized insurance 
team can help analyze the seller’s insurance and benefits and 
how they compare to your benefits as well as understand if 
any changes will need to be made post-closing. 

IT Diligence: An information technology (IT) team may 
evaluate the seller’s current systems and policies, consider 
whether they are optimal, and determine whether they will 
easily integrate with your company’s systems. 

Ask Questions

Let’s say that the potential seller is a company your team 
knows well; your CEO has known its CEO for decades, and 
you trust the seller’s CEO. While the diligence process is not 
always comfortable, it is helpful to remember your fiduciary 
duty is to act in your shareholders’ best interest. Primarily 
focus on answering the following key questions with your 
various diligence providers:

• Have we learned something that changes our mind 
about whether we want to proceed with the transaction? 
The business may not be what you thought it was, and 
often buyers learn something that persuades them to walk 
away from the transaction. 

• If we still want to proceed with the transaction, have we 
learned something that affects its key terms? Perhaps 
earnings are not as high as communicated and you need 
to lower the valuation, or maybe there are some items 
uncovered in legal diligence that need to be addressed in 
purchase agreement representations. 

• If there are no changes to the key terms of the trans-
action, have we learned something that needs to be 
addressed post-closing? Perhaps tax diligence identified 
additional states in which you need to file tax returns, IT 
diligence identified improvements that need to be made 
to the systems, or operations diligence uncovered efficien-
cies that need to be implemented with respect to project 
management. 

These are just a few high-level examples of findings from dili-
gence teams that may affect your view on the transaction. To 
help put this into perspective, see the Real-World Diligence 
Findings, a few pages ahead, about a recent transaction. 

Conclusion
No one wants to pay $48 million for a company and then find 
out post-closing that it was only worth $36 million. When 
asked how your company can expand its value through M&A, 
it’s important to understand the simplified valuation method-
ology (EBITDA times a multiple), how to increase EBITDA 
and/or the multiple, how to compare rates of return from 
M&A to internal rates of return, and how much diligence 
needs to be performed to make sure you get it right before 
you close the transaction. n

Metric Company A Company B

Industry Construction Construction

Revenue/EBITDA $40M/$5M $40M/$5M

Management Team Owner does everything Established management team

Financial Reporting Cash basis financial statements Audited financial statements

Project Type Nonrecurring projects Mix of recurring and 
nonrecurring projects

Customer Concentration Significant customer concentration Diverse customer base

Growth Trajectory Limited growth expected 15% annual revenue growth

Exhibit 5: 
Price Comparisons
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This article is for general information purposes only and 
is not to be considered as legal advice. Consult your legal 
counsel before acting on any matter covered in this article.
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You may recall how EBITDA times an EBITDA multiple was 
mentioned as a potential method to estimate a company’s 
valuation. Particularly with construction companies, revenue 
recognition is an area where the seller’s financial policies may 
drastically affect the EBITDA presented. Many construction 
companies complete long-term projects lasting several months 
or even years. Put simply: Current accounting standards 
require a company to recognize revenue as it satisfies the per-
formance obligation(s) in its customer contracts. Often, this 
obligation is satisfied over time as the company completes the 
project, and the company may choose to measure its comple-
tion based on the level of costs incurred. 

For example, if $200,000 of costs are incurred on a project 
and you expect your total costs to be $500,000, then you can 
estimate 40% completion on the project. And if your total 
contract with your customer is for $600,000, you would rec-
ognize revenue to date of $240,000 ($600,000 × 40%). What 
could possibly go wrong?

The key words in this example are expect your total costs 
to be $500,000. Truth be told, you do not really know what 
your total costs will be on a project until you are done. Based 
on the example, if you thought the total costs would only be 
$400,000, you would be 50% complete and would recognize 
revenue to date of $300,000 ($600,000 × 50%). Conversely, if 
you thought the total costs would be more than $500,000, you 
would then be less than 40% complete and, as a result, would 
recognize less than $240,000 of revenue to date. The subjec-
tivity involved is one reason to complete financial diligence. 

As a part of financial diligence on a construction company, 
you will likely want to evaluate the seller’s historical estimat-
ing accuracy. In other words, if you look at all projects that 
were in process one year ago, do the final costs and margins 
line up with the estimates from one year ago, or do most of 
the projects end up better or worse than estimated? This 
trend can help evaluate the implied accuracy of the current 
open projects, since you will close the transaction before 
many of these projects are completed. Let’s take a look at a 
real-world transaction to see why this matters. 

One of our clients was told by the seller that they had $8 
million in annual EBITDA. Without disclosing the specifics, 
let’s assume the same six times multiple used throughout 
this article applies, which would suggest a valuation of $48 
million. One of the first steps was to evaluate the historical 
estimating accuracy, as previously outlined. This seller had 
one particularly large contract from 2018-20 that had some 
specific nuances to it. The seller had engaged a subcontractor 
on the job, and the subcontractor defaulted on certain areas 
of its obligations. 

This led to a lot of required rework, which affected the seller’s 
financial statements given the following:

• It paid the subcontractor extra costs to fix the work, for 
which it was not able to charge the customer.

• It paid other subcontractors extra costs to fix the work, for 
which it had to negotiate with the customer to get paid.

• It was very conservative in its total cost estimates in 2018 
and 2019 given the uncertainty regarding the ultimate 
outcome. 

As a result of this conservative estimation, and the reversal of 
that conservative process during 2020, the seller recognized 
a loss on the project during 2018, approximately 30% profit 
margin during 2019, and approximately 50% profit margin 
during 2020. You do not need to be an accountant to know 
this is not consistent revenue and expense recognition. There 
will always be subjectivity involved in estimating future costs, 
and companies will never be able to get it perfect, so gross 
margins will naturally fluctuate to an extent throughout a 
project’s life cycle. 

But fluctuations of this magnitude are not normal, and one of 
the primary goals of a financial diligence exercise is to evaluate 
what EBITDA would look like in a normal year. Needless to 
say, the 50% profit margin during 2020 was determined not to 
be sustainable. And given this project’s size, if the margin was 
normalized over its life, 2018 and 2019 EBITDA would have 
been higher than reported, but 2020 EBITDA would have been 
$2 million lower than reported. That was a surprise to both the 
buyer and seller. Remember the formula: A $2 million drop in 
EBITDA times an assumed six times multiple means this valua-
tion may have been reduced by $12 million, from $48 million to 
$36 million, because of revenue recognition on a large project. 
Not overpaying for a company by $12 million seems like a good 
way to help you increase your company’s value through M&A. 

oTher fInDIngs

That is just one example from financial diligence that may 
affect EBITDA. While this article does not address every com-
mon finding, here are a few additional items for consideration: 

• Artificially high or low management compensation

• One-time legal or professional fees

• Recent addition or loss of a significant customer

• Noncash revenues or expenses 

• Lack of monthly or quarterly financial statement cutoff

• Changes in reserve or accrual policies

• Effects of COVID-19

Real-World Diligence Findings
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