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What is Due
Diligence?

In a broad sense, Due Diligence is a process of
conducting an investigation, audit or a review
that we undertake to confirm facts before
entering into an agreement. In this paper, we
will focus on Due Diligence in the context of
equity investments: mergers & acquisitions,
angel investments, venture capital investments,
etc.
However, you will find that most of the
underlying principles can be either directly
applied or adapted to any other type of
contract that involves two parties. Great
examples include Due Diligence in cases of
partner or supplier selection, procurement,
client vetting (KYC and KYB), debt investments
(creditworthiness) and even hiring (CV and
background checks).
Therefore, all references to “investment”
throughout the paper may be understood as a
purchase of equity in a company, but also as a
proxy for any other agreements where resources
(funds, but also social capital and time, etc) are
exchanged for assets or a promise to deliver
products or services.
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Why does Due Diligence
matter?
It is important to start with understanding the true
objective of the investment process. It is often mistakenly
quoted as maximisation of returns. In reality, returns are
only half of the equation. The real goal of professional
investors is to maximise returns per unit of risk. In practice,
it is to either find the highest possible return at a given
level of risk or to find an investment with the lowest
underlying risk for the given level of return.
The challenge is that while companies that seek
investment are very good at marketing the potential
investment upside, it is usually down to the investors
themselves to check, validate and understand the risks. This
makes high-quality due diligence the differentiating factor
between investing and gambling.
A recent survey of UK-based dealmakers found that 50 per
cent desired to close twice as many deals a year as they
did. And the due diligence process was a key contributor to
transaction delays.
Combine this overly laborious process with the increased
scrutiny dictated by the uncertain economic outlook and
you get a recipe for missed opportunities. In the words of
Melissa Sawyer, a partner at law firm Sullivan & Cromwell.
“And when you layer ‘slightly more conservative’ on a
$100bn bet, it might make the answer no instead of yes.”
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Stages of
Due
Diligence
In order to better understand the
usefulness of the Due Diligence
processes, we should divide it into
3 discrete stages or variables:
access to information, the
accuracy of the information and
the speed of execution. The
overall effectiveness of the Due
Diligence process will be
represented as an equation with
3 factors. The higher the final
result, the better our chance of
accurately predicting our return
over risk.
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1. Access to information
The first and most obvious aspect of the investment process comes down to getting access to the
information. The more data points we gather, the more comments we can make about the
investment. Just knowing that Company X generated $10 million in sales last year is interesting, but
not very useful in itself. To know that the number represents a 40% increase on the previous year,
that the industry grew in the same period by 20% and that it has already secured $5 million worth of
contracts for the next year is what allows us to make up our mind about the attractiveness of the
deal. Part of the Due Diligence processes is to know what questions to ask. How to interpret the
information is a separate topic altogether. A quick internet search will reveal hundreds of thousands
of pages full of contradicting arguments from value and growth investment supporters. We leave this
aspect aside and instead of focus on obtaining the information itself.

2. Accuracy of the information
In his recent article for the Financial Analyst Journal James S. Brown, professor of
Finance at Monash Business School, reminds us that the Efficient Market Hypothesis
states only that security prices reflect all available information, but this does not
suggest that the information is correct or processed appropriately.
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"The errors we make can be
two-fold: Type I errors or the
“false positives”, as they are
sometimes referred to, mean
confirming as true something
that is not, while Type II
errors mean incorrectly
rejecting good opportunities."

Similarly, the Due Diligence process only makes
economic sense when the information gathered
is accurate and well understood. In fact, the
only thing worse than the lack of data is
inaccurate data.
The errors we make can be two-fold: Type I
errors or the “false positives”, as they are
sometimes referred to, mean confirming as true
something that is not, while Type II errors mean
incorrectly rejecting good opportunities. In the
world of investments we tend to focus on
avoiding Type I errors in the first instance, and
Type II where possible. It is because we are
wired to naturally sway towards loss aversion. It
means that we have a much stronger negative
emotional reaction to the value of our
investment going down than we get joy from
any increases.
In other words, while we feel for the people who
passed on the opportunity to invest in Netflix in
the early stages, we would rather be them than
those who pumped all their money into
Blockbuster. The problem with Type I errors is
that they develop in us a false sense of security,
make us less alert and push us to invest more
than we should.
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3. Speed of
execution

One of the underlying cornerstones of capitalism is
the aforementioned efficient markets hypothesis. In
principle, it says that market prices reflect all
available relevant information. If markets are
efficient, then all information is already incorporated
into prices and it is impossible to “beat the market”.
In practice, some market inefficiencies will exist for
as long as there is a disbalance in practical access to
information. This creates windows of opportunity
during which it is possible to outperform the
markets.

However, as we get better at distributing,

In our case, it means conducting Due

processing and acting on the information,

Diligence in timelines that enable us

the windows of opportunity narrow down.

to invest at an earlier stage, to spot

That is why the investment firms have been

businesses that are yet to become in

investing for years in infrastructure that

demand and profitable, and those that

allows them to place stock orders

should be exited as soon as possible.

milliseconds before the competition as well

The true value comes from identifying

as morally and legally dubious activities

a trend or information that other

such as spamming the exchanges (to slow

players are yet to spot.

down the competition), insider trading or
market manipulation.
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How financial
service firms
can use
Artificial
Intelligence
to simplify
Due Diligence
and improve
financial
health
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Artificial Intelligence (AI) has been
proclaimed by the media as a moving
force of the 4th Revolution, and it
seems that its impact on the financial
advice market could be imminent.

We predict that the due diligence process - manual,
expensive and of critical importance to multi-billion deals will be one of the first to benefit from AI. Those who adopt
early will thrive - able to invest early, price better and
minimise the losses. Those who fail to act are likely to play
catchup as revenue is adversely affected by the competition.

A quick overview of
Artificial Intelligence (AI)
Artificial Intelligence is a broad concept that refers to technology that allows machines to
carry out tasks that are otherwise performed by humans. AI allows to extract pertinent
information from multiple documents and formats such as contracts, NDAs etc. and lay them
out in a digestible, actionable structured format. Parties involved in the Due Diligence process
can maximise their return to risk ratios.
In order to perform these tasks by machines, AI technology providers need to develop and
train software models that follow and replicate different elements of a complicated human
reasoning process.
However, in order to set the right expectations, it’s important to understand what AI can and
can’t do (yet). There are two general types of AI: Narrow AI and General AI.
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Narrow AI
Narrow AI refers to the ability of a machine to apply a
limited cognitive function to carry out a narrowly defined
task. An example of Narrow AI is a self-driving car or the
virtual assistant Alexa, which is capable of speech
recognition and searching for information on the Internet in
response to queries. Another example is software models
that play chess or Go - able to select optimal game decisions
from a wide set of mathematically calculated move
possibilities almost instantaneously.

General AI
General AI (AGI) refers to the ability of machines to carry out
complex reasoning processes and draw conclusions about
courses of action. It differs from possibilities that have been
determined from a trained model, as AGI allows machines to
engage in higher-order thinking that involves creativity,
innovation and improvisation.

Remaining firmly rooted in present-day reality, General AI, Strong AI, AGI — whatever we call it
— is beyond our reach at the moment. However, many hundreds of thousands of small, superspecialist narrow AI systems are currently in use, and their use will increase exponentially in
the coming years. Such is the case with simplifying Due Diligence and understanding the
financial health of the companies through a narrow AI.
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Where can
AI be applied
in financial
Due
Diligence?
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Due Diligence has always been a complex, laborious
task. It requires gathering and review of documents,
identification and processing of key information and
creation of structured reports from the findings.
Each stage of this process is time-consuming, prone to
cognitive biases and other human errors.

In a typical deal, a data room (virtual document storage)
can contain thousands of documents that need to be
assigned and analysed by interested parties - bidders
and their reviewers. Even more, documents need to be
reviewed on the sell side, providing as much
transparency and structure as possible.

The manual, yet extremely detailed nature of diligence
also means that it can be prone to human error, which
can risk the integrity of the deal.
Correcting these errors inevitably extends the cost and
time of the diligence process even further.

"Manual contract review, generally done by a
team of junior analysts, can cost £1,000 or more
a document (!)."
In an M&A deal with a target company valued at £300 million, typical due diligence review is
likely to cover 500 contracts. However, the target may have closer to 5,000 or 10,000
contracts in place.
This sample-testing approach of reviewing only a percentage of documents opens doors to
potential risks. However, manual processing of all files available is simply not feasible. Even a
scoped-down contract review is likely to consume 30%- 60% of total legal fees on a project.
Manual contract review, generally done by a team of junior analysts, can cost £1,000 or more a
document (!). The fact that companies are willing to pay that much underscores the
importance of the due diligence process for the long-term success of the transaction.
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With AI technology, companies can complete the
exact same review faster and at a much lower cost, no
matter if it is a £300 million or a 500k deal. Advances
in technology have transformed the way we can
conduct Due Diligence, cutting the amount of time
financial services teams spend on it and ensuring
consistency and accuracy. With the correct
arrangement of technology, financial firms can
drastically improve the timeliness, accuracy and costeffectiveness of Due Diligence projects.

AI specifically designed for Due Diligence can
automatically search through all unstructured
documents and contracts stored throughout your
organisation’s system and extract essential document
data for your attention and review.

AI works just like a human — except that it browses
and sorts through documents remarkably faster and
error-free, saving the company’s precious labour hours
that can be used more productively elsewhere.Once
the AI interprets and analyses the data, it can export
key data points into Excel or another third-party
system for side-by-side review.

"Companies whose transactions are powered by AI don’t
have to wonder how their counsel chooses what documents
to review and why."

Armed with the right tools, companies participating in due diligence can complete reviews
faster and gain visibility into market trends. What if the other side of a deal, or another bidder,
employed technology this way to improve their negotiating position? The ability to see what
the other side cannot, allows a company to negotiate from a more knowledgeable position.

Adopting the right technology to assist with contract review can make all the difference.
Companies whose transactions are powered by AI don’t have to wonder how their counsel
chooses what documents to review and why.
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Do you need
a human
pair of eyes
to be
accurate?
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The common misconception
may be the unfounded
assumption that manual review
is always more accurate. In
head-to-head comparisons run
on the same matters, with the
same documents and
provisions, contract review
analysis solutions have proven
to be at least as accurate as a
person alone and the software
doesn’t get tired after a long
night at the office.

Rather than reducing Due Diligence spend,
dealmakers may want to reduce risk with a more
comprehensive review. Empowered with AI,
companies can have more documents reviewed in
the same amount of time and ultimately reduce
their deal risk.

Manual contract review has natural human limitations, so deal teams must decide what is the
bare minimum that needs to be reviewed. Unfortunately, this has become a code for a
contract value threshold or estimated monetary impact, but some serious risks may not be
easily quantifiable or may fail to meet the value-criteria threshold. E.g. what if there is a noncompetition clause or an exclusivity provision in an unreviewed contract?
The only way to really know whether there are material issues hidden in a target’s contracts is
to actually screen them all. Here again, technology can provide a greater focus on where the
potential risk lies, so human reviewers can focus on eliminating it.
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Examples of
AI application
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Deal Sourcing
Identifying the right opportunities is more of a task than it may initially seem. The
challenge is not necessarily to find an investment opportunity that promises high returns
at low risk. It is about spotting such a gem without anyone else noticing it before us.
Hence, the top investors rely heavily on primary research. It is said that an average venture
capital partner reviews 2000 pitches a year. AI could be used to identify potential M&A
targets and track information about them or information that affects their business
models.

Valuations - DCF
AI can be used to validate the legitimacy and stability of cash flows, for instance by
mapping and scoring all clients (e.g. how often they miss payments, average balances
outstanding, repeat purchases, turnover concentration).

Invoice processing
All invoices received in pdfs or emails can be automatically processed by AI that will
identify whether the document is in fact an invoice, extract all relevant information (e.g.
invoice number, account number, payment terms) and even compare the data against a
preexisting database, scanning for fraud and other irregularities.

Valuations - Multiples / Market
AI could be used, first of all, to extract in real-time EBITDA and public share price data to
create a live database of EBITDA multiples. It could also be used to create individualised
valuation adjustment formulas based on certain criteria, such as the size of the company
or larger company sector trends to arrive at better valuation calculations.
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What’s next?
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Businesses can make use of
technology platforms to enable
decision-making, improving the
process for identifying and
understanding a target company
from months to minutes. AI can be
utilised to speed up the whole process
of an M&A deal, particularly in
accounts receivable, real-time data
collection, and in-depth research of
business targets.

Such AI technology can also present a chance for the
hopeful target companies to become M&A-ready, increasing
a chance and value of takeover. The time put into manual
research can be reduced so that companies can more
efficiently and accurately predict financial growth, find peer
analysis and online reputational, financial and combined
credit scores, as well as looking at competitor research and
analysis.
It is no longer the question of choice of whether business
leaders should use the technology available in the industry
to gain a competitive advantage. When it comes to deals of
high risk, Both directors and dealmakers need to rely less on
Companies House if they are to reduce data discrepancies
and take advantage of technologically powered data
platforms to process, capture and verify data effectively.
Such an approach would improve confidence and reduce
the risk in the UK’s deal-making process. Due diligence is
typically a very specialised activity. The level of expertise
required to identify the right data to extract amongst huge
volumes of information and contextualise it into a report
may seem too high to be able to automate.
And this is likely the case – technology may never be able to
entirely replace the expertise of trained finance
professionals when it comes to Due Diligence, but it can
certainly help to make the process much more efficient.
AI in Due Diligence
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Why now is
the best time
to invest in
AI?
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AI is full of potential to improve the efficiency and
effectiveness of Due Diligence. While technology will not
likely replace every aspect of the Due Diligence process, the
right software vendor can help your business significantly
improve your Due Diligence practices through increased
automation. It can:
Save time and reduce overall costs in the Due Diligence
process
Give your organisation a unique competitive advantage
Boost employee morale with streamlined business
processes
Eliminate costly human error and the need for manual
checks
Redeploy staff to focus on more productive, creative
tasksIncrease the efficiency of your operation
Organise the deal room by quickly identifying document
types

Further advances in AI will allow machines to access and
analyse exponentially increasing data about economies,
markets, companies and companies’ consumers.
This ability will assist companies and financial analysts with
gathering and processing information that can be used to
make different types of finance-related decisions, making
core business processes faster, more efficient and accurate.
Some of the most impacted foreseen areas of improvement
will be in the market and sector data extraction, company
selection,
M&A Due Diligence, business valuation, add-on transactions
and exit strategies.
As the depth and complexity of AI grow, so does the range of
its application use in vital business processes.
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Untrite helps organisations ask questions and get answers to achieve business outcomes by unleashing value from their
unstructured data. Organisations use Untrite powerful Machine Learning software to unify information from different silos,
automatically enriching it with context to improve operations within various parts of the business, from Governance to Talent
Management. Untrite provides clarity and augments know-how in data you already have.
Untrite helps computers understand complexity of human language in contracts, reports, emails and other documents. Now
organisations no longer need to worry about where their textual data is coming from or where it sits within the organisation or
even, what even, format is it. Organisations now get a better view of their data in real time to make more informed decisions,
faster. From financial services to healthcare, from manufacturing to retail, there’s virtually no industry that can’t be made more
efficient or smarter with data. To find out more about our solutions or to arrange a demo, please visit our website:
www.untrite.com
www.filentia.com
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