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Due Diligence: Not All Risks Are Equal

Danielle Bangs, Manager, Veralon Benjamin Tudor, Associate, Veralon

A prudently conducted due diligence effort will surface a comprehensive (and often
lengthy) list of potential risks and issues related to the transaction being assessed.
However, the implications of these risks will vary widely. In the thick of due diligence, it
often seems that finding issues and risks is the ultimate goal. It can be easy to lose sight
of the reality that the “finding” part is merely one element
of a process that is intended to serve broader objectives,
including:

® Confirming the decision to proceed with the
transaction

® Identifying changes that need to be made to
transaction terms

® Vetting the feasibility and business case for the deal

Once risks are identified, they should be thoughtfully categorized to serve these objectives
while retaining focus, meeting transaction timeline objectives, and leveraging the efforts of
those involved.

To make sense of what can be an extensive laundry list of
risks and issues, it can be helpful to assess each one for its
potential to threaten “Deal Execution” and “Deal Value,” as
shown in the Deal Risk Matrix [Figure 1]. The matrix
categories are discussed below.




Deal Risk Matrix

Synergy Risks Deal Breakers

Risks and issues that will challenge Significant threats to partnership
realization of deal value feasibility
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Threat to Deal Execution

NONSTARTERS: NOTHING ELSE MATTERS--IT WON’T GET OFF THE GROUND

While it is uncommon to get as far as the due diligence phase before uncovering
Nonstarters, it occasionally happens. As the name suggests, these carry the highest deal
execution impact, outside of deal value consideration.

These risks are typically a result of independent, externally-imposed barriers to the
transaction. Examples include major restrictive covenants established by other
partnerships/arrangements to which the subject organization is a party, or significant
antitrust concerns arising from a deeper exploration of the subject and its current and
prior ventures and activities.

DEAL BREAKERS: HIGH RISK ALL AROUND

Deal breakers are risks that so deeply threaten the feasibility of the transaction and the
ability to realize the deal’s intended value, that they may threaten deal execution.
Common deal breakers include:

® Major, glaring points of cultural incompatibility between the buyer and their target,
since culture and compatibility are the most relevant factors for success of a merger
or acquisition

® Pending malpractice litigation in which the target hospital has significant financial
exposure

® Corporate integrity agreements

© 2017 Veralon Partners Inc. All rights reserved.
(KE RALON

877.676.3600 www.veralon.com info@veralon.com



Deal breakers must be exhaustively investigated to provide the buyer with sufficient
information to decide whether to move forward with the transaction.

SYNERGY RISKS: PROCEED WITH CAUTION, AND DEVELOP A PLAN ASAP
Synergy risks are generally benign from the point of view of executing the transaction,
but pose a more substantial threat to realizing the deal’s intended value. Such risks and
issues include observed decline in financial performance, and items such as:

® A major competitor announces plans to build a new ambulatory care facility in the
target’s primary market

The target entity faces major, imminent, negative reimbursement changes

There are significant arrangements or ventures with competitors that are likely to
dissolve post-transaction, with serious financial or operating consequences

Synergy risks should be appraised from both a strategic and financial perspective to
determine what post-transaction integration efforts may be required to manage/mitigate
those risks; developing a plan to do so is fundamental to addressing synergy risks.

PAUSE POINTS: NOBODY’S PERFECT

Pause points are low-impact, routine concerns, or potential concerns, arising in the
normal course of business. Commonly, the concern presented by pause points is
addressed via transaction benefits. Common pause points include:

® The target entity’s limited experience with population health management and/or
value-based payment arrangements, if this is due to the entity’s particular payer
market

® A recent credit rating downgrade of the target hospital, assuming there are no
implications for transaction terms or financing of capital commitments

Due diligence findings of this nature should cause the buyer to pause and take note, but
pose little (if any) threat to moving forward with the transaction, are unlikely to trigger
high-priority post-transaction integration and planning activities, and may ultimately
present an opportunity.

The ultimate success of any deal relies upon the ability of both parties to mitigate risks
and resolve issues together. Doing so means taking a strategic approach to due diligence
by developing an approach that furthers the ultimate objectives of the process and serves
the ultimate goal of building a future together. [ )
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