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Following the collapse of Enron, WorldCom and several other major multi-national companies, the capital markets experienced the Era of Accountability 1.0, which included the passage of Sarbanes-Oxley (“Sarbox”) in 2002.  Sarbox brought new standards for conduct and governance to public company boards of directors and officers, new and more stringent reporting requirements, stronger internal controls and stiffer penalties for non-compliance.  It also influenced the focus and depth of M&A due diligence standards, which began to take deeper dives into issues of financial reporting, objectivity and verification.

Less than a short seven years later, we have entered the Era of Accountability 2.0.  The election of Barack Obama and the Administration’s commitment to transparency, the role of government in bailouts, including TARP, the failure of banks and automobile companies, the Madoff scandal, the severe global recession and mistrust in Wall Street collectively are contributing to an increase in staffing at the Securities and Exchange Commission (SEC), the expectation of vigorous government enforcement activities in a variety of areas, and the possibility of new GAAP standards.  These evolving developments in turn are elevating, expanding and refining the portfolio of due diligence best practices in M&A, financing and other core business transactions.

We are not implying that graduation from 1.0 to 2.0 involves a tectonic shift in due diligence best practices.  M&A practices and documentation generally are continuing to evolve in small increments.  There are occasional exceptions, such as the fairly rapid and widespread move to electronic data rooms.  And responses to sweeping legislative and regulatory developments are necessarily fast-paced.  The adaptation of acquisition agreements and processes to the pre-acquisition notification requirements of the U.S. Hart-Scott-Rodino Antitrust Improvements Acts of 1976 is a notable example.  The government intervention of the last year triggered in large part by excesses that exploited a flawed regulatory regime is so sweeping, fueled by intense and enduring public outrage, that due diligence best practices inevitably will respond to the challenges of a more highly regulated economy in which buyers and sellers must live under the microscope of vigorous government enforcement and intense public scrutiny.  This response in large part should encompass a reaffirmation of existing best practices.  Accordingly, much of our discussion below emphasizes these practices as prevailing in the Era of Accountability 1.0.  Although the anticipated changes in practices are likely to be incremental, in the context of ever-expanding government regulation and enforcement activities, the new environment merits a 2.0 designation.  

Best Practices in Due Diligence in the Era of Accountability 2.0

First, we must embrace the notion that due diligence is both an art and a science that is a process, and not an event.  Due diligence in this new era requires an increasingly creative and strategic approach, not just a mechanical methodology.  Due diligence in M&A requires a deep dive into the history, mission, values, culture and intangible assets of the company, rather than a mere formalistic review of key contracts and corporate housekeeping documents.  Due diligence must be focused on avoiding the “failure” characterization attributed to 30 – 70% of all M&A transactions using post-closing metrics that include reduced shareholder value.
  Businesses, large and small alike, that are continuing to cope with the current economic shipwreck, surely must avoid foundering again on the rocks of failed M&A endeavors.  Lawyers, accountants, investment bankers, industry specialists and strategic consultants must reaffirm existing best practices and commit themselves to higher and more inquisitive standards of due diligence conduct in the Era of Accountability 2.0.

The due diligence process involves a legal, financial and strategic review of all of the seller's documents, contractual relationships, operating history and organizational structure.  Due diligence is not just a process, it is also a reality test--a test of whether the factors driving the deal and making it look attractive to the parties are real or illusory.  Due diligence is not a quest to find the deal-breakers but a test of the value proposition underlying the transaction to make sure that the inside of the house is as attractive as the outside.  Once the foundation has been disassembled, it can either be rebuilt to support a deal that makes sense or left in a disaggregated state so the buyer avoids consummation of a transaction that is operationally, financially, strategically or otherwise imprudent.  It also is important to understand that in the Era of Accountability 2.0, due diligence typically will be more expansive and will probe more deeply than ever before.  Accordingly, the diligence will take longer and be more costly, especially if the prospective buyer is a public company or a company with plans to go public within the next 18 months.

A prime example of the need for heightened diligence is provided by the articulated policy of the U.S. Department of Justice (DOJ) relating to enforcement of the Foreign Corrupt Practices Act (FCPA).  At its most basic level, the FCPA prohibits U.S. and certain foreign companies from bribing foreign government officials.  A discussion of the many pitfalls a buyer can encounter under the FCPA in acquiring a company that may have violated the FCPA is beyond the scope of this article.  We cite the FCPA because DOJ has issued written guidance effectively announcing that they are less likely to take harsh enforcement action against a company that purchases another company that has violated the FCPA if the buyer has:  (i) conducted extensive FCPA-oriented due diligence; (ii) obtained certain representations and warranties from the seller; (iii) made voluntary disclosures to DOJ; and (iv) implemented structural compliance safeguards.
  The DOJ guidance is very fact-specific and therefore not generically applicable to all buyers facing potential FCPA issues.  However, with an ever-increasing number of cross-border acquisitions in the global M&A marketplace, the current environment heightens the need for buyers examining certain foreign targets to undertake extensive FCPA due diligence.  

Returning to the fundamentals of due diligence, the seller's team must organize the documents and prepare the data room.  Although electronic data rooms, which are especially important to cross-border M&A transactions, have improved the efficiency of the diligence process, the seller still must commit substantial resources to assembling the documents.  The buyer's team must be prepared to ask all of the right questions as they conduct a detailed analysis of the documents provided and prepare for in-person interviews and follow-on requests.  To the extent that the deal is structured as a merger, or where the seller otherwise will be taking the buyer's stock as all or part of its compensation, the process of due diligence is likely to be a two-way street as the parties gather background information on each other.

The due diligence work is usually divided between two working teams: (1) financial and strategic, which is typically managed by the buyer's management team with assistance from its accountants; and (2) legal, to be conducted by the buyer's counsel with appropriate assistance from technical experts such as environmental engineers and export compliance specialists, depending on the nature of the target’s business.  Throughout the process, both teams compare notes on open issues and potential risks and problems.  The legal due diligence focuses on the potential legal issues and problems that may serve as impediments to the transaction.  It also sheds light on how the transaction should be structured and the contents of the transaction documents, such as the representations and warranties.  The business due diligence focuses on the strategic and financial issues in the transaction, such as confirmation of the past financial performance of the seller; integration of the human and financial resources of the two companies; confirmation of the operating, production and distribution synergies and economies of scale to be achieved by the acquisition; and the collection of information necessary for financing the transaction.

Overall, the due diligence process, when done properly, can be tedious, frustrating, time-consuming and expensive.  For example, one FCPA diligence effort cited in a DOJ opinion encompassed a review of at least four million electronic documents requiring nearly 45,000 hours of mostly lawyer time.
  Fortunately, many transactions will not require such an extensive effort.  Yet, detailed due diligence is a necessary prerequisite to a well-planned acquisition, and it can be quite informative and revealing in its analysis of the target company and its measures of the costs and risks associated with the transaction.  Buyers should expect sellers to become defensive, evasive and impatient during the due diligence phase of the transaction.  Most business owners and executives do not enjoy having their business policies and decisions under the microscope, especially for an extended period of time and by a party searching for skeletons in the closet.  Eventually, the seller is likely to give an ultimatum to the prospective buyer:  "Finish the due diligence soon or the deal is off."  When negotiations have reached this point, it is best to end the examination process soon thereafter.  Buyers should resist the temptation to conduct a hasty "once over," either to save costs or to appease the seller.  Yet at the same time, they should avoid "due diligence overkill," keeping in mind that due diligence is not a perfect process and should not be a tedious fishing expedition.  Like any audit, a diligence process is designed to answer the important questions, and provide with reasonable assurance that the seller’s claims about the business are fair and legitimate.

There are of course exceptions in which the buyer faces structural constraints to conducting thorough due diligence.  These include acquisitions of bankrupt companies under Section 363 of the U.S. Bankruptcy Code.  Although companies in chapter 11 proceedings typically provide for some due diligence by prospective buyers who wish to submit bids, representations and warranties that may be crafted in response to the buyer’s diligence are somewhat less meaningful than in non-bankruptcy transactions because frequently there is no ongoing indemnification obligation on the part of the estate of the bankrupt seller.  In addition to the bankruptcy context, the increasingly common use of auctions managed by investment banks or other financial advisors has affected early-stage diligence activities.  While sellers typically permit interested bidders to examine data room documents and submit follow-on questions, full-scale diligence generally is not permitted until the seller has selected the winning bidder following a review of the prospective buyers’ mark-ups of a proposed acquisition agreement.  Buyers frequently propose numerous additional revisions to the acquisition agreement based on their subsequent diligence, but sellers often impose tight deadlines on the winning bidders and otherwise attempt to limit the diligence-driven revisions to a bare minimum.

Whatever the type of transaction, there is always the possibility that critical information may “slip through the cracks,” which is precisely why broad representations, warranties, liability holdbacks and indemnification provisions should be included in the final purchase agreement, at least in a non-bankruptcy context.
  These provisions protect the buyer, while the seller negotiates for carve-outs (e.g., a minimum "basket" of liabilities before the buyer may seek reimbursement for undisclosed or unexpected liabilities), exceptions and limitations to liability that provide post-closing protections.  To the extent the seller is able to include favorable limits on the seller’s liability, including the period during which the buyer may assert claims (referred to as the “survival” period for representations and warranties), the indemnification provisions may in fact benefit the seller more than the buyer.  Likewise, sophisticated sellers will try to include a disclaimer in the acquisition agreement providing that the buyer is relying only on the representations and warranties in the four corners of the agreement.  Such a clause frequently prevents a buyer from bringing fraud claims against the seller.
  

The nature and scope of all these provisions are likely to be hotly contested in the negotiations.  However, buyers should not become so preoccupied with the minutiae and emotion attending these negotiations that they lose sight of the big picture.  Remember that the key objective of due diligence is not only to confirm that the deal makes sense (e.g., confirm the factual assumptions and preliminary valuations underlying the terms by which the buyer negotiates the transaction), but also to determine whether the transaction should proceed at all.  The buyer must recognize at all times that there may be a need to terminate negotiations if the risks or potential liabilities in the transaction greatly exceed what is anticipated and there is no effective way to insure or otherwise compensate the buyer for assuming such risks and liabilities.

As stated earlier, effective due diligence is both an art and a science.  The art is the style and experience to know which questions to ask and how and when to ask them.  It is the ability to create an atmosphere of both trust and fear in the seller which encourages full and complete disclosure.  In this sense, the due diligence team is on a risk discovery and assessment mission, looking for potential problems and liabilities (the search), and finding ways to resolve these problems prior to closing and to ensure that risks are allocated fairly and openly after the closing.

The science of due diligence is in the preparation of comprehensive and customized checklists of the specific questions to be presented to the seller, in maintaining a methodical system for organizing and analyzing the documents and data provided by the seller, and in quantitatively assessing the risks raised by those problems discovered in the process.  One of the key areas is detection of the seller's obligations, particularly those that the buyer will be expected or required to assume after closing (especially in a stock purchase transaction or comparable merger; in an asset purchase, purchased liabilities are specifically defined, subject to a few successor liabilities that cannot be contractually avoided).  The due diligence process is designed first to detect the existence of the obligation and second to identify any defaults or problems in connection with these obligations that will affect the buyer after closing.

The best way for the buyer to ensure that virtually no stone remains unturned is with effective due diligence preparation and planning.  Astute buyers typically employ comprehensive due diligence checklists intended to guide the company's management team while it works closely with counsel to gather and review all legal documents that may be relevant to the structure and pricing of the transaction; to assess the potential legal risks and liabilities to the buyer following the closing; and to identify all of the consents, approvals and notifications that may be required from or to third parties and government agencies.  The most common form of third party consent is that required in connection with existing contracts that cannot be assigned or otherwise transferred without the counterparty’s prior approval.

A due diligence checklist, however, should be a guideline, not a crutch.  The buyer's management team must take the lead in developing questions that pertain to the nature of the seller's business.  These questions will set the pace for the level of detail and adequacy of the review.  The key point here is that every type of business has its own issues and problems, and a standard set of questions rarely will be sufficient. 
Following the high level suggestions in this overview of M&A due diligence best practices will not ensure that parties to a transaction have successfully negotiated the rapids of the Era of Accountability 2.0.  However, compliance with the best practices will go a long way toward keeping their transaction from joining the ranks of failed M&A deals that have plagued the economy in recent years.
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