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 and How to Avoid Them

In simple terms, due diligence is the 
 elimination of future surprises.  For 
 an acquisition, due diligence is the 

research required to make sure that a 
year or so later, the buyer won’t look 
at the acquisition and say “If I had 
only known then what I know now.”  
There are lots of different aspects of 
due diligence, but they all come back 
to this concept of eliminating surprises.  
Financial due diligence verifi es the 
fi nancial records of the “target” com-
pany.  Human Resource due diligence 
looks at employee contracts, agree-
ments, benefi ts, lawsuits, and pending 
lawsuits.  Information technology due 
diligence looks at the information tech-
nology used by the target company, 
including hardware, software, and the 
people who deal with it.

In each case, the objective of the 
due diligence is not to ensure that there 
is an absence of problems (although 
that would be desirable).  Instead, the 
objective is to identify any problems 
that exist so that those problems can 
be factored into the acquisition and 
valuation decision.  If the problems 
are severe enough, then the acquisition 
may be called off.  In some cases the 
problems can be remedied before the 
acquisition takes place.  In many cases 
the acquisition will proceed, possibly 
at a decreased offer price.  However, 
in all cases, the buyer will be going 
into the acquisition with his/her eyes 
open, with a full understanding of the 
amount of work required to make the 
acquisition a success.

Three Possible Technology 
Surprises

There are three primary surprises 
associated with information technol-
ogy as part of an acquisition, and 
technology due diligence focuses on 
preventing all three.  The three sur-
prises are:

1. The target company doesn’t 
have clear title to the information 
technology being used.

2. The systems don’t do what the 
buyer thinks they do, or the systems 
won’t handle what the buyer wants to 
do with them in the future.

3. The amount of money and 
effort that may be required to deal 
with future systems needs, including 
integration of the target company’s 
systems with the buyer’s systems, is 
more than expected.

Let’s look at each possible sur-
prise in more detail.

1The target company doesn’t have 
  clear title to the information 
  technology being used.

This surprise can be prevented by 
classic due diligence – go through the 
paperwork provided by the target com-
pany to verify that the company has 
receipts and licenses that prove their 
ownership of all of the information 
technology they use.  It sounds easy, 
but it usually isn’t.  Most companies 
will have receipts for their hardware, 
and so you can verify hardware pur-
chases and lease terms.  Software, 
however, is a different story.  Every 
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software vendor defi nes its software 
licensing differently, and the details 
of the license can change over time.  
To properly verify licensed software, 
you have to get an inventory of every 
software product on every computer, 
examine the license agreements and 
certifi cates provided by the target com-
pany, and then compare the inventory 
information, agreements and certifi -
cates to the latest license information 
from each vendor.  Most companies 
are out of compliance with software 
licensing to some degree, and even 
those who are in compliance usually 
have diffi culty in fi nding all of the 
documentation to prove it.

What about custom software?  
Or licensed software that has custom 
adaptations?  Work could have been 
done by employees of the target com-
pany, or by independent contractors or 
consultants doing work for the target 
company, or a combination of the two.  
The key is to determine whether any 
of these people or companies who 
worked on the custom software retain 
any intellectual property rights (IPR) 
to the work they did.  If the target com-
pany doesn’t have signed documents 
saying that the IPR remains with the 
target company for all of the work 
done, then there’s a potential problem.  
If clear title can’t be obtained for the 
software, and the buyer wants to use 
that software after the acquisition, then 
there is a risk of future payments, a 
lawsuit, or even a requirement to dis-
continue use of that software.

2The systems don’t do what the 
 buyer thinks they do, or the sys-
 tems won’t handle what the buyer 

wants to do with them in the future.
This surprise is diffi cult to avoid 

without getting due diligence help 
from someone experienced in technol-
ogy due diligence.  It is human nature 

to put things in the best light, and 
therefore any description of system 
capability presented by the target com-
pany will always be very optimistic.  
Most buyers want to hear good news, 
and so they interpret things positively 
as well.  Unfortunately, most technol-
ogy is described using strangely exotic 
“technology geek” language that only 
another technology geek would un-
derstand.  The future surprises come 
mostly from the subtle details that 
a non-technology person wouldn’t 
be likely to understand.  Examples 
include an e-commerce web site that 
hasn’t been implemented in a secure 
manner, or a system that hasn’t been 
designed to scale up to handle higher 
transaction volumes.

If the target company has any-
thing beyond basic accounting systems 
and off-the-shelf uncustomized soft-
ware, then there is high risk of a future 
systems surprise.  Custom systems 
usually evolve over time to meet the 
changing needs of a company, and so 
systems that were originally developed 
to meet one need are often inappropri-
ately used to meet additional needs.  
The systems are like a rubber band 
– each additional requirement stretches 
the limits of the systems further, and 
eventually the new requirements will 
cause the rubber band to break, requir-
ing major systems development work.  
Proper technology due diligence can 
assess the current systems condition of 
the target company, determining which 
systems are closest to the breaking 
point, and which systems are unlikely 
to be able to handle the new require-
ments imposed by the buyer.

3The amount of effort and money 
 that may be required to deal with 
 future systems needs, including 

integration of the target company’s 
systems with the buyer’s systems, is 
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more than expected.
Even if the systems used by the 

target company work perfectly, most 
buyers want to integrate some of their 
own systems with the systems of the 
target company.  At a minimum the 
buyer will probably want to bring to-
gether some of the fi nancial systems: 
general ledger, accounts payable, ac-
counts receivable and payroll.  Other 
integration is likely if there is any syn-
ergy expected between the two com-
panies.  For example, supply chain, 
customer service, order processing, 
ERP, and Human Resource systems 
are frequent candidates for some level 
of integration.

Strictly speaking, the resource 
required to integrate the systems of 
the target company and the buyer is 
outside the scope of the acquisition 
cost.  Yet it is important for the buyer 
to understand the total cost that the 
business will incur as a result of the 
acquisition.  Therefore it is often useful 
to put together a preliminary estimate 
of systems integration cost, so that 
integration surprises can be avoided.

How Much Technology Due 
Diligence is “Enough”?

It is impossible to eliminate all 
risk in an acquisition, and there is 
no amount of due diligence that will 
eliminate all possible surprises.  Each 
case is unique, but it’s important to fo-
cus the limited resources available on 
the areas with the highest likelihood of 
risk and the highest potential cost.

The amount of technology due 
diligence required varies tremen-
dously depending on the situation.  A 
low amount of due diligence will be 
required for a target company that has 
very few automated systems, especial-
ly if the buyer intends to replace all of 
those systems with the systems of the 
buyer (e.g., moving the target company 

to the buyer’s general ledger system).  
A high amount of due diligence effort 
will be required when buying a soft-
ware company whose systems will be 
used for mission critical aspects of the 
buyer’s business.  Most due diligence 
efforts fall somewhere between these 
two extremes.

Recommendation
Evaluate the risk associated with 

each of the three surprise areas, and 
decide how much you need to invest 
in order to reduce the risk to an accept-
able level.  An investment in technol-
ogy due diligence before you close 
the deal can greatly reduce buyer’s 
remorse a year or so later, and it may 
enable you to negotiate a better price 
for your target company.  Minimize 
the surprises!

Disclaimer
This white paper is for informational pur-

poses only.  It is important to consult with an at-
torney regarding specifi c situations your company 
encounters.

Harwell Thrasher is an author, 
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human side of Information Technol-
ogy.  His workshops show IT people 
and their non-IT customers how to 
work together to make more effective 
use of technology.

See more on Harwell’s web site 
at www.makingITclear.com, or call 
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