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But opportunity has a way of presenting 
itself when least expected. A compelling 
offer that changes your mindset about 
selling could come at any time from a 
number of potential suitors, including a 
direct competitor or some other strategic 
or financial buyer.

Indeed, financial buyers are turning a lot 
of “No, thank you” responses into “We’re 
interested, keep talking” ones that are 
fueling a sizable spike in M&A deals in 
the construction industry. 

From nine total deals in 2003 to 41 
in 2013 (and 23 so far in 2014), pri-
vate equity groups have found much to 
like in the building trade, according to 
data obtained from the research firm 
PitchBook. So far during 2014, private 
equity has spent a total of $13.3 bil-
lion purchasing U.S. construction firms, 
$11 billion of which was spent on West 
Coast-based companies. This already 
eclipses the total private equity capital 
invested in construction of approxi-
mately $10.5 billion in 2013.

What are Buyers  
Looking For?

For most contractors, positioning their 
company to be an attractive target to 
potential buyers means focusing on four 
key areas: people, niche expertise, back-
log, and equipment.

People
Your business centers around the ability 
to deliver construction projects. Who 
delivers those projects? People – well-
trained, highly competent people. 

Perhaps not right now, perhaps not even five years 

from now, but someday your company’s leaders may 

consider selling the business. Valuations are up, so 

contracting businesses realize a much better price than 

during the bottom of the housing and credit crises a 

few years ago.

On the other hand, maybe your company hasn’t thought about selling at all. After 
all, construction has bounced back in many markets, and business is brisk again, 
if not quite what it once was. Why part with a good thing?
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As a result, one of the most important contributors to the 
value of your business is your ability to retain key personnel 
– at the C-suite level as well as PMs, estimators, and other 
employees who are critical to your company’s day-to-day 
operations. These professionals are your company’s most 
valuable assets, and potential buyers may want to retain 
many of these assets after they’ve purchased your company.

To help retain your best people in the event of a sale, consider 
adding incentives (e.g., deferred compensation packages) or 
legal arrangements (e.g., noncompete agreements). Many 
sale agreements will require something similar, so it’s best to 
have such programs in place well in advance of a sale. There 
have even been transactions in which the buyer reduced the 
price paid for a company to provide minority interests to key 
members of management in order to retain these employees 
after the sale. 

Niche Expertise
Contractors that specialize in certain geographic areas or 
types of construction (or both) could find themselves more 
sought-after by buyers. For example, if your market is one 
with a strong forecasted need for hospitals and your com-
pany has a demonstrated track record of building healthcare 
facilities, then that will help add value to your business.

Backlog
Buyers will look closely at a seller’s current and projected 
backlog. The quality and quantity of work in your pipeline can 
help demonstrate to outside investors that the company has 
strong current cash flow and good prospects for long-term 
profitability. Additionally, clearly identified sources of new 
contracts and your company’s success rate in winning new 
business are key to the value buyers will be willing to pay.

Equipment
If you’re considering selling the business, thoroughly review 
your fixed asset inventory and clean house before invit-
ing buyers to examine your company. If your construction 
equipment is leased, then that expense won’t factor into 
your valuation; but, if your company owns the equipment, 
it’s time to think about why. Is all of the equipment used 
on a regular basis, or is much of it sitting around? Consider 
liquidating excess equipment. In many cases you’ll be able 
to get more for it on the open market than through a buyer 
paying for it as part of the transaction.

Construction company owners also often keep personal 
assets (e.g., personal vehicles, unrelated property and 
equipment, mementos, and even artwork) in the business. 

While there may be reasons for doing this under everyday 
circumstances, it’s important to remove these assets from 
the company if you’re anticipating a transaction.

PreParing For the transaction

Although selling a company is exciting, it’s also fraught with 
risk for contractors that are unprepared to make an informed 
decision if and when a buyer comes knocking. That’s where 
due diligence comes in – the principal means by which 
both buyers and sellers prepare for, assess, and facilitate a 
transaction.

It doesn’t stop there. Whether you’re on the buy or sell side 
of a transaction, it’s critical to not only conduct thorough due 
diligence, but to also pay close attention to the many issues 
related to completing a successful transaction.

Being ready for a transaction means doing enough work in 
advance to limit and manage surprises during the review 
and negotiation process. Let’s take a closer look at how to 
prepare for and carry out a successful transaction.

PreParing For Due DiLigence

Due diligence – the detailed analysis of a business’s opera-
tions, management, and all related financial information – is 
always a two-way street. For buyers and sellers, the M&A 
process is expensive, time consuming, and risky. Therefore, 
smart buyers prefer to negotiate with smart sellers.

Well-informed buyers can efficiently analyze a potential 
acquisition’s business risk and opportunity. They can pursue 
attractive targets more confidently and aggressively, and 
negotiate transaction terms and conditions more quickly and 
with more certainty. Alternatively, they can quickly reject a 
target that isn’t worth pursuing. While disappointing in the 
short term, this decision ultimately benefits both parties.

In turn, smart sellers understand that a well-managed due 
diligence process:

• Positively reflects on the capability of a company’s  
management team,

• Helps reduce disruption to the business’s normal  
operations,

• Helps maintain confidentiality (internally and externally) 
regarding a potential transaction, and

• Creates leverage for a seller to negotiate a better price, 
deal terms, and other considerations.



Sellers should always perform an objective due diligence 
review of their key personnel, contract backlog, and opera-
tional strengths and weaknesses prior to commencing nego-
tiations with a potential buyer.

Here are some examples of a few steps a seller should take 
to help manage a buyer’s expectations and streamline the 
process:

• Have the buyer sign a nondisclosure or confidentiality 
agreement before any information is shared.

• Ask the buyer to provide a list of successful transactions 
it has completed and consider the resources and exper-
tise of the potential buyer. Often, M&A professionals can 
provide insights regarding potential buyers.

• Ask the buyer to provide a detailed list of the due 
diligence items it will want to review.

• Based on the list provided, tell the buyer how long it  
will take to provide the responses (1-4 weeks should  
be acceptable).

• Decide which, if any, of the requested information may 
be too sensitive to release initially. For example, actual 
gross profit margins on individual contracts are frequently 
not disclosed during initial due diligence. Smart buyers 
know this may cause many to intentionally overreach in 
their initial due diligence request to see how the seller 
will respond.

Sell-side due diligence is typically a very invasive process – 
as it should be. For a buyer to be prepared to pay (and for 
a seller to be able to realize) the best price and terms for a 
business, sellers should be as prepared as possible before the 
negotiations begin. As noted before, smart buyers prefer to 
negotiate with smart sellers.

comPLeting the transaction

After a buyer and seller have completed their due diligence 
analysis and agreed to the general terms of a deal, both parties 
should be well positioned to efficiently close the transaction. 
Completing a transaction helps reduce operational disruptions 
to both parties, maintains confidentiality, and keeps transac-
tion costs under control.

Be aware that “deal fatigue” – the result of one or both parties 
having unreasonable expectations or being unable to provide 
appropriate, critical due diligence information – happens fre-
quently during middle-market transactions. It can easily kill a 
transaction that, with better planning and coordination, could 
have closed.

In cases where a selling owner or management team may be 
wary of or unfamiliar with the acquisition process, be sure 
to communicate needs and expectations as early and clearly 
as possible. Surprises late in a transaction are invariably dis-
ruptive and more costly than misunderstandings that occur 
during initial negotiations.

Let’s review some issues both parties must be prepared to 
negotiate. 

Purchase Price
Purchase price is frequently the seller’s primary point of con-
cern. However, sellers must also understand that a transac-
tion’s other terms, conditions, and required representations 
may be equally important.

All-cash offers for 100% of a company’s stock or assets are 
typically the optimal form of purchase for a seller. If a buyer 
intends to make all or a portion of an acquisition in a form 
other than cash, the seller should know this prior to entering 
formal negotiations.

While forms of purchase considerations other than cash 
aren’t necessarily inferior, they do increase the risk that sell-
ers won’t be able to realize the full expected value for their 
business. Other forms of consideration may include earn-
outs, seller notes, retention of a minority ownership position, 
and equity in the buyer.

Earn-Outs
Frequently offered or required as a portion of the purchase 
price paid by buyers, earn-outs are risky to the seller, since 
their ultimate value may be minimal. For contractors, earn-
out provisions may be related to contractual performance, 
such as future earnings, certain jobs, or sharing of claims 
revenue if any are outstanding at the time of the transaction.

However, backlog projects can complicate matters because 
the buyer is effectively purchasing the contracts with the 
assumption that they’re going to be profitable, in which case 
the profits would be split with the seller. (Or, if they turn out 
not to be profitable, the losses would be split.) But if you’re 
the seller, you’ve likely lost control over how the jobs are 
completed. What if they’re managed poorly, causing profits 
to be reduced? This is why earn-outs are usually a very 
important point of negotiation during a sale.

Seller Notes
Seller notes should include a “market” interest rate. Seller 
notes are typically subordinate to a buyer’s senior bank 
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financing and perhaps to other buyer debts as well. Therefore 
the “market” rate should reflect such subordination. The 
seller must analyze the buyer’s ability to repay notes.

Retention of a Minority Ownership Position
In this instance, the seller will be in a noncontrolling position 
with limited ownership rights and authority. The seller needs 
to have well-documented rights and a timeline to put (sell) 
the retained equity back to the buyer or be redeemed by the 
acquiring company. This may be an attractive option if the 
seller believes the buyer is a good strategic partner that can 
leverage the growth potential of the business.

Equity in the Buyer
This is rarely an advisable form of consideration, especially if 
the buyer is a private company. It requires the seller to care-
fully analyze the buyer’s historical and projected financial 
statements. The seller also needs to be careful about the 
type and class of equity offered by the buyer. The seller must 
have well-documented rights, and usually a specific timeline, 
to put the equity back to the buyer.

transaction structure:  
stock Purchase vs. asset Purchase

Based on a seller’s legal structure, the form of the proposed 
purchase may have a significant impact on the seller’s after-
tax proceeds. Prior to commencing formal discussions, sellers 
must understand the financial impact of various tax structures 
on their side of the company. Tax advisors should be con-
sulted prior to and during negotiations with buyers to deter-
mine how to best structure a proposed transaction in order to 
maximize the seller’s net after-tax proceeds. 

Representations & Warranties
Sellers will be required to make numerous representations 
and warranties about the quality and status of their company’s 
operations, management team, contracts, and more. During 
negotiations, sellers will be required to guarantee certain rep-
resentations and negotiate which other representations may 
be acceptable to the buyer on a knowledge-type basis.

Although it can be burdensome, a buyer should negotiate and 
verify seller representations. As with the internal due diligence 
process, sellers should carefully review their operations prior 
to commencing final deal negotiations to determine whether 
or to what degree they can make requested representations 
about their business.

Preparation of Schedules & Exhibits
Sellers will be required to prepare schedules supporting and 
qualifying the statements and representations in the pur-
chase agreement. Carefully prepared schedules are critical 
and help protect sellers from unwarranted claims or disputes 
after a transaction has closed.

Indemnifications
In addition to making representations about their business, 
sellers (and buyers, on a more limited basis) will be required 
to allow legal and financial recourse if it’s discovered that 
they’ve made misrepresentations about their company. Sellers 
need to not only be prepared to agree to various standard 
indemnifications, but also be aware that the duration and dol-
lar amount of individual indemnifications are negotiable.

Holdbacks & Escrow
Buyers will normally demand that a certain portion of a purchase 
price be held back or put into escrow for a limited time following 
the closing of a transaction. Holdback and escrow amounts and 
terms are always negotiable. Importantly, the quality and consis-
tency of a seller’s financial records and operating data provided 
throughout the negotiations may create leverage for the seller to 
negotiate reduced holdback and escrow requirements.

Employment Agreements
While employment agreements are separate from the formal 
purchase agreement, they are frequently an integral part of 
any proposed sale. Sellers and key employees must consider 
in advance if, and on what terms, they’ll remain with the com-
pany after it’s been sold. Again, personnel considerations are 
crucial for contractors.

Noncompete Agreements
Sellers should assume that any owner and perhaps certain key 
(nonshareholder) employees – those with an active knowl-
edge of the business’s operations, technology, job estimation 
and bidding methods, or client base – will be required to sign 
a noncompete agreement. The duration of the agreement, as 
well as any limitations on where and how a party may be able 
to engage in a similar business practice, are all negotiable.

Allocation of Purchase Price
Often overlooked by the seller, the allocation of the purchase 
price among the tangible and intangible assets being acquired 
can have a material tax impact to both the buyer and seller. 
Both parties should negotiate and agree how the purchase price 
will be allocated for tax purposes. The agreed-upon allocation 
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should be included as part of the final purchase agreement. 
It’s also important to understand that negotiated tax alloca-
tions may differ from the acquisition accounting required by 
U.S. GAAP for the buyer’s financial reporting purposes.

Closing Working Capital Position
Sellers and buyers need to negotiate what, if any, net work-
ing capital needs to remain in the business. Well-managed 
private companies frequently maintain excess working capital 
on their balance sheets. Sellers must determine and be able to 
explain the company’s true required working capital position 
at the time ownership passes to the buyer.

Shareholder Loans
Buyers normally consider shareholder loans to be part of 
the selling company’s equity, and they’ll generally insist that 
the debt be retired out of the sale proceeds distributed to 
all shareholders. Unless certain very unusual circumstances 
exist, buyers should treat shareholder loans as seller equity.

concLusion

Understanding and advance planning for how to negotiate will 
significantly increase the likelihood of success in completing 
a sale quickly and efficiently. Regardless of your company 
is considering a transaction now, a year from now, or just 
wants to be ready if and when opportunity arises, it pays to 
be prepared. n
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