Brought to you by the publishers of COMPLIANCE WEEK

How businesses are confronting
governmental licenses iIn M&As




A Compliance Week e-Book sponsored by Avalara

ax compliance done ight

About Us

COMPLIANCE WEEK

Compliance Week, published by Wilmington plc, is a business intelligence and information service on corporate governance,
risk, and compliance that features a daily e-mail newsletter, a quarterly print magazine, industry-leading events, and a variety of
interactive features and forums.

Founded in 2002, Compliance Week has become the go-to resource for chief compliance officers and audit executives; Compli-
ance Week now reaches more than 60,000 financial, legal, audit, risk, and compliance practitioners. www.complianceweek.com
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Tax compliance done right

Avalara helps businesses of all sizes get tax compliance right. In partnership with leading ERP, accounting, ecommerce, and
other financial management system providers, Avalara delivers automated, cloud-based compliance solutions for transaction
tax, including sales and use, VAT, GST, excise, communications, lodging, and other indirect tax types. Headquartered in Seattle,
Avalara has offices across the U.S. and around the world in Brazil, Europe, and India. More information at www.avalara.com.
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Survey: How businesses are
confronting governmental
licenses in M&As

The results of a recent survey conducted by Compliance Week and Avalara
found most businesses consider governmental licenses as part of due diligence
efforts during mergers and acquisitions, yet the opportunity for risk management
improvements remains. Kyle Brasseur has more.

ith all the moving parts of mergers and acqui-

sitions (M&A), governmental licenses often get

lost in the shuffle. Lack of federal oversight on
licenses might lull businesses into a false sense of security,
believing the ramifications of noncompliance to be tolerable
at worst.

But part of an M&A subject to the whims of thousands of
licensing jurisdictions should not go ignored. Cities want to
know who is doing business within their borders. Counties
are going to have safety concerns that vary by industry. The
risk is death by a thousand cuts, which can serve to cripple
post-acquisition momentum or result in significant business
disruptions.

“Putting out tiny little fires all over the country—is that
what you want to be doing after your M&A?” said Alan Rut-
tenberg, senior product marketing manager at Avalara, a tax
compliance software provider.

Avalara and Compliance Week polled 102 risk, compli-
ance, and accounting and audit professionals as part of a
survey on M&A pain points conducted from July through Au-
gust. Of the respondents, 17 percent represented the finan-
cial services industry, followed by manufacturing (8 percent),
technology (8 percent), energy and utilities (7 percent), and
healthcare (6 percent).

More than half the respondents (69 percent) indicated the
largest M&A they’ve been involved in totaled less than $500
million. Another 19 percent said more than $1 billion. Re-
spondents overwhelmingly selected horizontal mergers (69
percent) as the most common type of M&A they’'ve experi-
enced.

When asked if governmental licenses are part of their

current due diligence process, 68 percent of respondents said
yes. Andrea Jaffe, senior director in the professional services
organization at Avalara, expressed pleasant surprise toward
this total, noting for some industries, like technology and
software, licenses are not prevalent. Still, she said, even the
smallest license risks can have “cascading effects,” empha-

What is the largest M&A you
have been involved in?

More than $1b
19% | Less than $10m

26%
$500m-$1b
13%

$10m-$100m
17%

$100m-$500m
25%
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sizing the need for all businesses to educate themselves on
the matter.

Lorraine Cody, lead consultant at Avalara, offered the fol-
lowing example: A restaurant chain is buying back 100 lo-
cations from franchisees. Low on its priority list might be
permits related to the alarm systems at each building. In
the process of transferring ownership, the restaurant chain
might find some of those buildings didn’t pay thousands in
false alarm fines and now inherits the responsibility of pay-
ing those penalties.

“In some cases, the authority doesn’t really care—they just
want your money,” said Cody. “In that respect, what’s hap-
pening is if you didn’t build into your M&A documentation
that there would be some sort of payment provision for out-
standing fees or fines or things of that sort, you don’t have a
remedy against the seller. Once you take ownership, you're
guided by whatever your purchase or acquisition documents
say.”

These threats underscore the need for every business—re-
gardless of therisk level it faces—to work protective language
into its M&A documentation.

“When there’s a change of ownership, many authorities

“Financial reserves are warranted
when there’s a higher risk of financial
cost, but in all cases protective
language should be there in case
something arises unexpected or
unforeseen.”

Andrea Jaffe, Senior Director, Professional Services,
Avalara

decide at that time to bring you up to code,” said Cody. “I don’t
think a lot of businesses as they're going into an M&A really
have that in the forefront of their mind—that this is going to
trigger things to that extent.”

Of the survey respondents, 31 percent said they set aside
financial reserves for potential noncompliance incidents
during an M&A. How much they said they set aside varied,

During M&As, what types of governmental licenses present
the biggest challenges? (Select up to two)

Regulated industry licenses

General business licenses

Professional/individual certifications (e.g.,
contractor licenses)

Sales tax registrations 16%

Certificates of occupancy 11%

DBA registrations

Other 50/

62%

24%
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“When there’s a change of ownership, many authorities decide at that time to
bring you up to code. | don’t think a lot of businesses as they’re going into an
M&A really have that in the forefront of their mind—that this is going to trigger

things to that extent.”

with some responses surpassing $1 million for industries
like construction and agriculture where licenses are closely
regulated. Setting aside reserves like this could be consid-
ered a best practice but might not be mandatory if the right
language is included from the outset of a deal.

“Financial reserves are warranted when there’s a high-
er risk of financial cost, but in all cases protective language
should be there in case something arises unexpected or un-
foreseen,” said Jaffe. Each deal should be assessed on the risk
level relevant to the industry involved, she said.

Lorraine Cody, Lead Consultant, Avalara

Getting ahead of licensing risks requires foresight. Asked at
what stage of an M&A do they start considering governmen-
tal license due diligence, an even split of respondents—30
percent each—said “early” or “throughout.” Only 9 percent of
respondents said “late,” while another 30 percent found the
guestion not applicable.

“Earlier is always better,” said Jaffe. “.. If you want to be
able to operate on Day 1, the focus has to be on how we can
get licenses in place without operating disruption.”

Business disruptions (45 percent) ranked behind only

Which potential dangers of governmental license
noncompliance that can occur during (and after) an
acquisition do you most worry about? (Choose up to two)

Fines/Penalties

Business disruptions

M&A delays

Public perception

Location closures

Other

33%
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fines and penalties (55 percent) when respondents were
asked to select up to two answers from a list of dangers
of governmental license noncompliance they worry most
about. Cody and Jaffe each were surprised disruptions did
not rank highest.

“As much as they can fine you—and they can fine you
a lot—your fine is only going to be a fraction of the dollars
involved,” Jaffe said. “If you can'’t sell something, you can'’t
make the bigger amount of dollars.”

An issue with licensing at many businesses is that no-
body wants to own it. Regardless, risk managers have a role
to play in supporting compliance efforts. Jaffe advised risk
professionals should “get closer to the ground on licensing”
and ensure operations staff feel comfortable. Doing so can
help reduce the threat of the headaches that occur when li-
censing issues stand to hold up an important acquisition.

“The earlier you get in front of the licensing, the happier
the risk management, accounting, and real estate people will
be,” she said. m

If governmental licenses are
part of your current due
diligence process, at what
stage of an M&A do you start
addressing them?

Not applicable
30%

Throughout
30%
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