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Introduction

When accounting firms are sold and acquired, sellers are typically prepared for a
relatively standard list of due diligence items - historical financial performance,
services mix, age of clients (and partners), deferred compensation obligations,
noncompetition agreements, and so forth. But are you ready for technology due
diligence? An afterthought in times past, where the hallmark of a high-tech ac-
counting firm was to have gone “paperless,’ the opportunities and demands of
technology have rapidly evolved to a point where the firm’'s technological matu-
rity is at least as important as more conventional due diligence considerations.

Technology impacts the value of the firm along certain broad themes:

> Profitability - Technology, properly leveraged, enables firms to become more
profitable by improving productivity and efficiency.

» Growth - Technology removes constraints to firm growth by enabling it to
scale more easily, reach more potential clients, service clients anywhere in the
world, and offer new (and possibly more lucrative) services to clients.

> Risk - Technology can reduce the incidence of errors and enhance client di-
versification. Technology is also a must to enable the firm to properly exercise its
obligations to protect sensitive client data from theft or misuse.

It is important to calibrate the meaning of value and technical context of (ap-
proach to) value to ensure full understanding of a valuation discussion. For the
purposes of this exercise, value is defined as “fair value,” which, generally, invokes
the well-worn framework of a willing and knowledgeable buyer dealing with a
willing and knowledgeable seller negotiating the price of the firm to be acquired.
Both parties are assumed to be purely financially motivated (i.e. not buying a

firm for the purpose of building ego or selling because the key partner suddenly
received a grim health diagnosis). The acquisition thesis is not strategic (synergis-
tic) in nature, and there is no explicit adjustment for the fact the accounting firm
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is not publicly traded (e.g. a discount for lack of marketability per fair market value).

The technical context of this analysis will be the application of a capitalized earn-
ings approach. Business appraisers typically value capitalized earnings by using the
Gordon Growth Model. This model originated in the 1930s but began to acceler-
ate in popularity and prominence after Gordon published “Dividends, Earnings and
Stock Prices” in Review of Economics and Statistics in 1959.

The Gordon Growth Model indicates an enterprise level of value (before consider-
ation of debt) with the following formula:

CFx(1+g)
/=
k-g

Here, V = value, CF is net cash flow (i.e. profitability), g = long-term growth, and k

is the discount rate (required/offered return as a function of the firm’s risk). As risk
decreases, the discount rate decreases, resulting in an increase in V. As growth or
CF increases, the firm’s value increases. Generally, the Gordon Growth Model is
applicable in cases where a baseline cash flow is reasonably estimable and expected
growth is not much greater than 5-6% over the long run. As many accounting firms,
other than the very smallest ones, tend to be reasonably stable in terms of financial

performance, the Gordon Growth Model is applicable.

Technology impacts value in any one of CF, g, or k; in fact, it often impacts two or
even all of those value drivers. The implication is clear - if your firm is behind on
technology, you are leaving value on the table. Your firm may be functioning fine,
and it may be an attractive acquisition candidate if your technology is lagging or
incomplete. But it surely won't attract the top dollar that it could.

There are specific technology fields that command the attention of potential buy-
ers. By ensuring that your firmis current in these technologies, you have the op-
portunity to make it more valuable to your shareholders and potential buyers.
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® Systems and Processes

Corporate systems and processes for service delivery and back office operations
impact value by requiring less human time to deliver and oversee delivery. Sys-
tems and processes also reduce risk by helping to ensure consistency of work
product and enforcing observance of policies and procedures (which reduce the
risk of costly errors). There are few firms that don’t benefit tremendously from
enhanced and consistent systems and processes, and accounting firms are no

exception.

Technology is available to improve nearly every business system an accounting
firm might have, including job scheduling, proposal creation, deliverable produc-
tion, employee performance tracking, information storage, customer relationship
management, call routing, expense management, continuing education manage-
ment, and so on. Some features of technology-enhanced systems and processes
augment human productivity. Others reduce or eliminate the need for human

involvement altogether.

Technology is generally algorithmic in nature - it is a natural tool for enhancing
systems and processes. Robust systems and processes can both improve profit-

ability (CF is increased) and reduce risk (k is reduced).
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® Practice Management

Technology enables firm management to obtain insight into the firm’s perfor-
mance, value drivers, and delivery efficacy. Beyond the depth of insight that
practice management provides, technology also offers ownership the capability
to view key information in real time. With astute investments and proper imple-
mentation, nearly any question that firm ownership wants to ask about perfor-
mance can be answered with the click of a mouse. With a few clicks more, the
right technology can provide firm ownership with insight not only into “what” is
happening, but “how” it’s happening and, most importantly, “why” it’s happening.

Practice management technology enables ownership to understand the sources
of revenue and profit generation, manage the sales pipeline, properly reward

the firm’s strongest contributors, identify the firm’s relative strengths and weak-
nesses as evidenced by profitability, ensure compliance with billing directives and

procedures, and manage risk.

Good decision making requires good information. Technology provides leverage
so that firm ownership can gain visibility into nearly every aspect of the firm’s
operations and value creation that it wishes and do so in real time. This same in-
frastructure enables potential buyers to easily assess the firm’s desirability from
an acquisition standpoint. All accounting firms understand the value of transpar-
ency, and, in this case, practice management technology enables firm ownership
to manage and improve profitability (CF is increased), enhance growth (increase

in g), and reduce risk (k is reduced).

accountingwes 6



© Blockchain

Few new technologies have gained as much attention in the accounting world as

blockchain. This is a distributed and practically foolproof journaling system that

instantly, dynamically, and irrevocably records financial transactions.

Blockchain adoption is not yet an imperative for most small to medium-sized
U.S.-based accounting firms. Europe has been much faster to adopt it. However,
few dispute the idea that blockchain is coming to the U.S. and will permanently

change the landscape of the American accounting industry.

Firms that demonstrate command of blockchain and perhaps are even assisting
clients wishing or acting to leverage blockchain will be attractive acquisition can-
didates, as expertise in blockchain is seen as a form of future-proofing the firm.
Accordingly, blockchain impacts value by offering growth potential (increase in g),

often at the expense of other firms that have failed to develop such expertise.
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O Customer Relationship Management

CRM technology captures, stores, and processes data about a firm’s customers.
CRM has opened unprecedented opportunities for firms to better understand
their current and potential customers. This information allows a firm to target its
offerings more effectively, to prospect more efficiently, and to understand its own

identity in the marketplace at a very high level of detail.

Thanks to the advent of CRM, accounting firms can produce more predictable
sales and profits. Whereas standard marketing and sales practices for accounting
firms generally are founded upon the principles of raising awareness of the firm’s
capabilities, features, and achievements, such practices are, ultimately, passive in
nature. A sales opportunity typically only presents itself when a potential client
calls. However, if a firm adopts and leverages CRM, it can proactively identify op-
portunities to add value. Firms can intelligently, actively probe clients and pros-
pects for potential needs. Often, those needs are so acute clients are less sensi-
tive to fees than they are to those for straight compliance engagements. And,
because the need is proactively sourced, there is typically little or no competition
to meet it. Finally, CRM, used in this way, strengthens the relationship with the
client in that it communicates that the firm truly does care about the client’s well-

being and business outcomes.

Firms that successfully implement and leverage CRM enjoy higher closure rates,
are able to capitalize better on up- and cross-selling opportunities, and have high-
er client retention rates. The latter is particularly important, as one of the most
important risk factors a potential acquirer considers is the ability to transition the
target firm’s customers to itself. CRM has the potential to positively impact prof-
itability (CF), growth (g), and reduce risk (k), all of which contribute to increasing
the firm’s value.
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O Security

All companies bear an increasingly complex, weighty, and important responsibil-
ity to product their clients’ data. There are many potential parties desirous of
acquiring sensitive financial data, including individual and cyber-criminals and
organized crime syndicates. In some cases, even foreign governments may wish
to access your clients’ data. Accounting firms, by definition, are stewards of their
clients’ most sensitive data - tax returns, Social Security numbers, bank records,
employer identification numbers, and personal balance sheets. As such, they are

prime targets for attacks.

The responsibility to protect data is paramount. A data breach can give rise to lia-
bilities including, but not necessarily limited to, legal damages, remedy costs, and
fines. Data breaches can also lead to a potentially fatal loss of trust in the firm.
The larger the size of the firm, the greater the potential exposure. Large firms

are potentially more attractive targets, since their clients’ information is likely to
be more valuable than those of smaller firms. Larger firms also simply have more
information. They also have more clients, and their clients’ accounting needs are

likely more complex.

Data security is a material risk for any company and is perhaps more acute for
accounting firms for the reasons previously described. Thus, it is certain to be a
significant due diligence item for any acquirer. Further, identifying weaknesses
in data security (especially if a potential breach is identified) of a potential acqui-
sition target could trigger a material adverse change (“MAC”) clause in a letter
of intent. The triggering of the MAC could result in an adjustment of the pricing
and terms of a deal (for example, to pay for the investment required to bring the
target firm’s data security systems up to a level the acquire deems acceptable)
or may disintegrate a deal altogether. Information security represents multiple

avenues of exposure to the accounting firm, which impacts risk (k).
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O Marketing Automation

The most valuable accounting firms (or any professional services firm, for that
matter) are actively leveraging technology in order to raise firm awareness in the
market as well as to stay connected with current clients, referral sources, and
prospects. Automated marketing is efficient from a labor perspective and helps
the firm shift its value from the personal goodwill of the owners to corporate

goodwill, the latter of which is much easier to transfer to an acquirer.

There are many marketing automation tools available. Inbound inquiries can be
routed automatically, without the need for an intervening conversation with an
administrative assistant. The result is usually much faster response times as well
as an opportunity to collect and capture prospect data. Chatbots can respond to
certain questions without human involvement, creating a satisfying experience
for potential clients. Search engine optimization (SEO) of the firm’s web presence
almost certainly makes a material difference to the firm by attracting more po-
tential traffic to its website. Email funnel marketing engages with audiences and
collects valuable data on potential clients. Social media publishing tools enable
firms to build a larger footprint online than if social media activities were com-

pletely manual in nature.

Increasingly, accounting firms are finding that traditional marketing techniques
(lunches, happy hours, networking, golf outings, trade shows, and conferences)
are less effective than they once were. Such techniques are very time consuming
and generally cannot scale because they are limited by personnel marketing time
and simple geography. In addition, as Baby Boomer clients retire and are replaced
by Millennials, the market is increasingly receptive to automated marketing
techniques. Acquirers will see firms that have embraced marketing automation
as having a higher and more forgiving threshold for growth, which means anin-

“__n

creaseinthe “g” term.
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@ Data Analytics

Accounting firms are processors of data. If an accounting firm has been in op-

eration for any meaningful length of time, it has accumulated large quantities of
detailed financial data about its clients. This data is a potential gold mine of client
and firm value that is waiting to be exploited. However, having the datais only
part of the path to value creation. Many, if not most, companies of size have more
client data than they can process and use. If an accounting firm is able to make
the commitment to capitalize on the data it already has and usefully capture new
data as it is produced, it represents an outsized growth opportunity that will be

attractive to astute acquirers.

Client data can be leveraged to great use by the accounting firm. Data analysis
may reveal opportunities to sell clients new services and may enable the firm to
provide benchmarking so that its clients know how they are performing relative
to peers. Data analytics may offer understanding of why some firms are more suc-
cessful than others and may reveal which clients are at greatest risk of defecting.
Data also opens opportunities for a firm to accumulate and share deep subject

matter expertise through empirical analysis.
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Maximizing the opportunities offered by data analytics requires technology

to collect and organize data, help spot opportunities, and develop strategic
insights and actionable intelligence. The benefits of data analytics can also be
amplified with data visualization technology and techniques. Exploiting data
analytics also requires personnel who are comfortable with data analysis tools.
Like any piece of technology, the value of said technology ultimately is as high
as the operator can take it. Data analytics technology and capabilities open
new (and often more profitable) services to clients and can be a competitive ad-
vantage over other firms. Accordingly, data analytics technology impacts the (g)
term in the valuation formula as it offers new opportunities for growth - often

where thereis little competition.

The foregoing is summarized with the following table, matching technology

area with their respective value levers:

Technology Area Value Impact Value Lever
Cash
Flow Growth Risk
Systems and Processes Improves efficiency, reduces errors V V
Practice Management !mproves decmon-ma king, s/ \/ \/
improves responsiveness
. Is a long-term growth area of
Blockchain expertise V
Customer Relationship Improves capture of sales, V2
Management customer retention, inside sales V V
. Reduces risk of a damaging
Security information breach V
Marketing Automation Amplifies marketing activities s/
Data Analytics Enables deep understanding of V2

clients and prospects.
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Technology is an important part of the accounting firm’s value formula. The
firm’s technology posture is pervasive, impacting systems and processes, prac-
tice management, blockchain, customer relationship management, security,
marketing automation, and data analytics. These seven facets impact the firms’
value by affecting its profitability, growth, and risk. No firm, not even one of

the Big 4, is perfect across the entire spectrum of technology practice support.
However, in order to maximize value, the accounting firm’s management should
examine its technology assets and practice integration and identify cost-effec-

tive opportunities for investment prior to a sale.
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aCCOU ntl ng WEB www.accountingweb.com

AccountingWEB is a community of accountants across the United States who
come together for professionally written articles on all technical subjects as well
as advice on advancing their careers and running their firms more effectively and
profitably. AccountingWEB Forums provide our members with an important sense
of inclusion, a connection with a bigger “club” through which they feel affinity with

fellow users.

Images

Cover: artiemedvedey, iStockPhoto.com Page 6: scyther5, iStockPhoto.com
TOC: vgajic, iStockPhoto.com Page 7: matejmo, iStockPhoto.cocm
Page 5: matejmo, iStockPhoto.com Page 11: Ridofranz, iStockPhoto.com

accountingwes 14



About Our Supporters

@fileé}biz www.efiledbiz.com

Efile4Biz.com is a leading IRS-authorized e-file provider, offering you the best value

inonline 1099 and W-2 e-filing services. As an industry leader and pioneer, we've
made online processing of 1099s and W-2s more convenient and economical than
paper forms and installed software. We offer comprehensive processing of tax
information forms, including printing, mailing and optional electronic delivery to
your recipients, and electronic filing with the IRS and SSA.

(DA BACUSNEX.T www.abacusnext.com

AbacusNext is a leading technology provider for legal, accounting, and compliance-
focused professionals. We empower our customers to grow their businesses,
better serve their clients, and operate at peak efficiency—all within a secure, cloud-
enabled ecosystem.

Our product portfolio includes OfficeTools practice management, payment
processing, private cloud hosting, and document automation solutions designed
to make work easier for more than 1 million global users. Backed by private
investment with Providence Equity, AbacusNext is recognized by Forbes as one of
America’s fastest growing companies.

AbacusNext was founded in 1983 and is headquartered in San Diego, California,
with offices in Toronto, Canada and Edinburgh, UK.
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About Our Supporters

Ri g ht Netwsrkse www.rightnetworks.com

Right Networks can take your business applications from your desktop into the

cloud. You can securely work from anywhere, and with remote staff, without having
to change any of the desktop software you love. Upgrade your technology and
make your firm more appealing to potential buyers.
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