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R E P R I N T

EBITDA Adjustments: A Market Update    
While valuations remain high, EBITDA adjustments climb higher.
by Brian Bergsagel

Most M&A transactions involve a 
discussion around adjustments to 
EBITDA. These adjustments to a 

company’s reported financial statements 
are made to better reflect the true expected 
performance of the business. When used 
appropriately, these adjustments are a valuable 
tool for helping a buyer and a seller under-
stand the real economic performance of the 
business and therefore avoid misunderstand-

ings that could get in the way of a deal reflect-
ing true fair market value. In essence, these 
adjustments create a transparent view of what 
is really happening. When used incorrectly, 
these adjustments create a lack of transpar-
ency, can cloud understanding and lead to a 
loss of credibility and a gap between a seller’s 
valuation expectations and a buyer’s willing-
ness to pay.

Over the past several years, we have 
observed a gradual increase in the number and 
magnitude of proposed EBITDA adjustments 
relative to a business’ actual performance. 
While some of these adjustments are ratio-
nal and defensible, others are not. Walking 
the line between defensible and aggressive 
adjustments is a risky game. Every seller wants 
to present performance in the best light, but 
moving too far from reality projects an image 
to buyers as to expectations and reasonableness 
in getting a deal done.
ADjUsTMEnT cATEgorIEs:

Broadly speaking, EBITDA adjustments can 
be categorized into four main buckets:

1. GAAP Adjustments: Adjustments to 
conform a company’s financial statements 

to generally accepted accounting principles 
(GAAP)

2. Non-Recurring Income and Expenses: 
Adjustments to remove any income or 
expenses from one-time events 

3. Ownership-Related Adjustments:  
Adjustments to remove owner-related and 
non-business related expenses that are 
unrelated to the generation of revenues and 
profits and, therefore, would not continue 
post-closing

4. “What-If” Adjustments: Adjustments to 
convey what performance would have looked 
like under different operating and market 
condition scenarios

As you make your way down the list, the 
adjustments become increasingly more hypo-
thetical and there is less empirical evidence 
to prove the case. In the years leading up to 
2020, we saw an increasing level of creative 
and aggressive adjustments within categories 
three and four. When these adjustments stray 
from true expected performance, they become 
counter-productive to the original purpose of 
EBITDA adjustments.
ThE coVID ADjUsTMEnT

At the onset of the COVID-19 pandemic in 
March 2020, a whole new “What-If” adjust-
ment came to life: the COVID adjustment. 

Many have become familiar with the term 
“EBITDAC”, or Earnings before Interest, Taxes, 

Depreciation, Amortization, and COVID. The 
idea behind this calculation is to understand 
what a business’ performance would have 
looked like had COVID not occurred. This 
applies to both businesses that were negatively 
impacted by the pandemic, as well as to those 
that benefitted. 

There are two sides to the COVID adjust-
ment: expenses, and lost revenue. The expense 
side of the adjustment tends to be more 

defensible, and includes such costs as personal 
protective equipment, extra paid time off, hero 
pay, and more. As we discussed in our recent 
article, “Deal Making in a Pandemic,” this 
portion of the COVID adjustment is gener-
ally accepted by the market. COVID revenue 
adjustments, on the other hand, receive much 
more scrutiny and are often heavily discounted 
or disregarded entirely. It can be difficult to 
accurately assess the exact missed revenue (and 
EBITDA) associated with the pandemic and 
how that missed revenue may impact the next 
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When used incorrectly, these 
adjustments create a lack of 

transparency, can cloud 
understanding and lead to a 
loss of credibility and a gap 
between a seller’s valuation 
expectations and a buyer’s 

willingness to pay. 
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At the onset of the COVID-19 
pandemic in March 2020, a 

whole new “What -If” 
adjustment came to life: the 

COVID adjustment. 
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Examples:
n Cash to accrual 

conversion
n Revenue recognition   
 corrections
n Straight-line rent 

adjustment
n Monthly paid time off  
 accrual

1. GAAP Adjustments 2. Non-Recurring
    Income & Expenses

3. Ownership-Related
     Adjustments

4. “What -If”
     Adjustments

Examples:
n Transaction expenses
n One-time legal costs
n Income from Paycheck  
 Protection Program loan  
 forgiveness
n COVID expenses (e.g.  
 personal protective 
 equipment, extra paid  
 time off)

Examples:
n Fair market owner   
 compensation
n Excess family-related   
 costs (auto allowances,  
 inactive family   
 members, etc.)
n Non-operating activities  
 and assets
n Excess management   
 compensation   
 or generous benefits

Examples:
n Missed revenue due to  
 COVID-19
n Recent margin   
 improvement projects 
 yet to materialize in   
 financial figures
n Planned expansion
n Business combination  
 or merger economics

Generally Accepted

Heavily Scrutinized
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few months and years. 
DETErMInIng DEfEnsIBlE ADjUsTMEnTs

So, how does one determine adjustments 
that will be accurate and accepted by the 
market, while also capturing full fair market 
value? By always coming back to the original 
purpose, which is to adjust reported financial 
performance to reflect the true expected perfor-
mance in the ordinary course of business. Each 
adjustment must be examined under this lens. 

Quality of Earnings (QOE) analyses have 
long been performed by buyers to validate 
seller-proposed adjustments and to identify 
adjustments that may not have been brought 
to light. This analysis is typically performed by 
third-party accounting experts who can review 
both the GAAP accounting and the less-con-
crete adjustment categories. The output of this 
analysis, a QOE Report, can be a crucial piece 
of diligence information for buyers and their 

financing sources. 
The past several years have seen a rise in 

the use of sell-side QOEs, in which the seller 
commissions an accounting expert to assist in 
identifying and quantifying appropriate adjust-
ments. When done well and used correctly, a 
sell-side QOE can improve market confidence 
that the adjustments are accurate. When a sell-
side QOE is involved in a transaction, we tend 
to see fewer “creative” adjustments, and more 
data and analysis in support of each adjustment. 
The resulting adjusted EBITDA numbers in 
turn receive more acceptance in the market. 
sTAyIng TrUE To ThE pUrposE

The increased prevalence of adjustments to 
reported financial statements and the creativity 
of those presenting the adjusted performance 
is, in our opinion, moving away from the origi-
nal purpose of these adjustments. It is not a 
game to see how creative one can be to produce 

an improved income statement. Buyers want to 
know the truth about how a business they are 
considering buying performs and will perform 
in the future. Sell-side QOEs are intended to 
give credibility to an argument that there are 
discrepancies in the actual statements that do 
not reflect the underlying economics of the 
business. When presentations deviate from 
that simple objective, trust is lost as a result of 
the perceived unreasonable nature of the claims 
and the length of the due diligence process 
lengthens, as buyers find the need to dig deeper 
to find out what is not being shared accurately. 
Eventually, each claimed adjustment will be 
evaluated within the original context of mea-
suring real economic performance, but in the 
process there may be unexpected costs of time 
and lost opportunity. zs
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