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Providing Effective, Practical Counsel Regarding Acquisition Surprises

By Joseph Feldman, President, Joseph Feldman Associates, Inc.’

An acquisitions attorney took a rather frustrated call from his client following the completion of an
acquisition, with the awkward question regarding a particular operational surprise: “Why didn’t you think
of that?”

Indeed, certain post-closing surprises may be managed satisfactorily through purchase agreement provisions,
such as representations and warranties, escrows, and specified disclosures. And certain surprises may
be uncovered - or uncoverable - through effective due diligence. However, “check-the-box” diligence
and robust contractual provisions are no match for more subjective surprises with respect to customers,
competitors, people/organization, and dynamic company/market conditions related to the transaction itself.

Below are five recommendations that may be valuable advice to both experienced and less-experienced
acquirers whose success with acquisitions is, inherently, subject to risk of surprises.

1. Beware checklists - Our research from over 100 interviews with company executives and their advisors
indicates that the risk for major post-closing surprises may be highest in more subjective business areas
such as those related to organization, business processes and information flows, customers, suppliers,
competitors, and broader market conditions. Such surprises are far beyond the scope of checklists,
which may provide a false assurance that all the bases have been covered.

2. Recommend “scenario analysis” to prepare for surprises—The use of scenario analysis can provide
a planning tool that illuminates fundamental uncertainty or ill-preparedness ahead of completing an
acquisition. Scenario analysis, briefly, deliberately explores “what if...?"” and “what would/could we
do then...?” across multiple possible “futures.”

These might especially include competitive response to the acquisition by suppliers, customers,
government, and individuals whose careers may be impacted by the deal. By “rehearsing the future”,
prudent preparations may be identified ahead of actually confronting post-closing surprises.

3. Temper over-reliance on contractual provisions—In our interviews with deal attorneys, a key theme
is the importance of going beyond contractual provisions (e.g., reps/warranties, earn-outs, contingent
payments, disclosure schedules, indemnification) to plan for potential surprises. Important as such
provisions are, bear in mind that litigation is expensive, time-intensive and uncertain.

Surprises related to people and relationships (both internal & external) should be prepared for as a
matter of course, notwithstanding employment agreements, pre-closing assessments of fit and a pre-
closing sense of organizational alignment.

4. Fear not failure preventing surprises, only failure to prepare - When time and resources are limited,
including during competitive sale processes, anticipating any and all possible surprises is unlikely,
perhaps impossible. However, thoughtful preparation and learning from the experiences of others can
mitigate the risk that surprises overwhelm the deal’s potential.
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Utilize a range of diligence & risk management strategies—Acquiring another business may be among
the most complex decisions and activities undertaken by CEOs. Maximizing the outlook for success
dictates that potential surprises be matched with a variety of different risk management strategies. The
following charts provide a framework for considering such a range of diligence and risk management
strategies appropriate to the complexity of acquisitions. Further, excerpts from interviews with experienced
deal attorneys provide insights for advising clients in support of acquisition success.

The inevitability of surprises represent an important, value-enhancing occasion for deal lawyers to positively
impact their clients’ deals far beyond the purchase agreement.

As an investment banker lamented, “Though experienced [acquisition] people should not be surprised,
they probably will be.”

! Joseph Feldman is President of Joseph Feldman Associates, a Chicago-based corporate development consulting firm founded in 2003.
Joseph Feldman Associates provides acquisition and other strategic transaction consulting for growing companies and their investors. For
more about acquisition surprises, download “Middle Market Acquisitions: If | Had Only Known” at www.josephfeldman.com.
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|Where Due Diligence Meets Uncertainty and Surprise

External to
Target
(e.g., contracts,
customers,
suppliers,
markets)

Internal to
Target
(e.g., financials,
facilities,
organization)

* Typical diligence — sellers often limit
customer- and strategic supplier-specific

* Typical diligence — contract and diligence; indirect or modified approaches
other document reviews, selected may be required

external confirmations . Imegration E‘ahnihi' execution — scenario

analyses and planning; organizational
assignments

* Uncertainty and surprise potential -
risk as with any third-party

arrangement/relationship; external * Uncertainty and surprise potential — highest
market uncertainty unrelated to uncertainty; impact of deal itself can be
target unknowable pre-closing; confidentiality can

constrain diligence (e.g., new customers,
product pipelines)

“Facts/Figures” < » Subjective

* Typical diligence — conducive to
diligence checklists; audits by trained
experts/technicians (e.g., accountants,
tax experts, environmental engineers)

* Typical diligence — formal interviews
with executives; informal conversation*

) ) _ * Integration planning, execution -
Uncertainty and surprise potential - organizational assignments, transitions

available time typically limits diligence;
diligence not detailed enough; fraud or * Uncertainty and surprise potential —
failure to disclose; inadequate significant uncertainty; impact of deal
warranties and representations; itself can be unknowable pre-closing
regulatory/legal risk

* Well-planned, “informal® interactions, such as over dinner, can prove exceptionally informative and valuable

Selected Responses from Interviews with Deal Attorneys

As a trusted adviser
to management,
what counsel

do you offer to
clients regarding
acquisition risks, .
especially those
beyond the scope
of contractual
provisions?

“Do undertake robust customer interviews, consider cultural fit as a significant risk
factor, get experienced advisors to work on integration and focus on people as well
as systems.”

“Painstaking business due diligence by business people with experience in the
areas for which they are responsible, including customer interviews (where
possible) or responsible target personnel, key employee interviews, etc.”

“Take the time to do “walking around” due diligence, if the seller permits, to talk
with employees on the floor, customers, suppliers, etc. You will learn much from
them. Also do “blind surveys” of customers and competitors, asking questions
about the industry generally, and ranking the target and its competitors to see how
they are really viewed.”

“Just assume you may find a ghost in the closet, not a broach in the attic.”
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