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We anticipate that the current economic climate will increasingly lead companies to engage in carve-out 
transactions (i.e., the sale of subsidiaries or divisions of a larger business enterprise). Not unlike the 
increase in distressed company acquisitions, we expect that carve-out transactions will be a dominant part 
of the M&A market over the next few years. Virtually every financial and strategic investor and 
intermediary will need to be well versed in these projects and the unique and challenging issues they 
present. 
 
This LawFlash is one of a series of LawFlashes, each highlighting the complex technical, financial, and 
legal issues that need to be addressed in splitting off parts of a larger business. Morgan Lewis, with its 
broad array of relevant practice areas such as technology outsourcing (technical transitional services 
having become perhaps the most difficult aspect of carve-out transactions), intellectual property, labor and 
employment, and sophisticated tax analysis, is positioned to skillfully assist with these increasingly 
complex transactions. 
 
Although the process of selling a business is never easy, particularly in today’s economic climate, the 
process of selling a piece of a business is often even more difficult. These carve-out transactions raise 
unique issues in that they typically involve the sale of assets, such as subsidiaries or unincorporated 
divisions that are partially integrated—whether in the form of back-office operations, labor, distribution, 
management, or intellectual property tie-ins—into core assets of a business that will remain behind in a 
divestiture of such assets. Deciding which assets and liabilities are staying and which are going—and how 
to unwind them—are the first in a series of hurdles that must be overcome. Once that is out of the way, 
one of the most critical tasks is to prepare financial statements for the assets or business line that is being 
divested.  
 
Although the vast majority of sellers prepare audited financial statements at the top company level, the 
degree of financial statement preparation for subsidiaries and divisions varies widely. The common 
feature of most such financial statements (if prepared at all) is that they are often inadequate for a potential 
buyer’s purposes, whether for due diligence or raising bank or public debt financing to fund the 
acquisition. Accordingly, the preparation of more comprehensive financial statements often becomes a 
condition precedent to an acquisition and raises a number of related issues that impact deal mechanics, 
timing, and expense allocation. How best to address these issues can depend on the particular facts of the 
deal, but it is almost always the case that these issues should be addressed early in the deal process, so as 
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to maximize deal value and maintain credibility among deal parties. 
  
Specific issues that arise in connection with the preparation of financial statements for carve-out 
transactions include the following: 
 
• Timing and Maximizing Deal Value: Advance planning is essential for avoiding unexpected and 

costly transaction delays. Because the financial statements—together with the balance of the due 
diligence materials provided to interested parties—will be a prospective buyer’s initial view into the 
target assets, it is essential that those financial statements properly reflect assets and liabilities that 
are being divested. The financial statements must often be created from scratch, and the timeline for 
any auction of the carve-out assets must accommodate the realistic completion of the financial 
statements and supporting materials. In our experience, one should expect that even a “big four” 
accounting firm, working together with an experienced in-house accounting staff, will need a longer 
period of time than one might expect to complete carve-out financial statements due, in part, to the 
nature of carve-out accounting and the many assumptions regarding attributed costs. 

 
Inadequate financial statements can result in potential buyers raising serious credibility concerns 
about the carve-out assets, which often manifest themselves in the form of decreasing the value of 
the assets to the potential buyer and take the focus away from the potential synergies for strategic 
buyers and the financial upside buyers see in the assets. In addition, working through the buyer’s 
concerns will often delay or extend negotiations. 
  

• Expenses: Parties entering into a carve-out transaction are best served by agreeing on the payment of 
all expenses associated with preparation of the financial statements in advance; usually this 
agreement takes the form of a detailed covenant in the definitive purchase agreement. This is 
particularly true where pre- and post-closing purchase price adjustment mechanisms are built into the 
transaction, and care must be taken to ensure that the broader purchase price adjustment provisions 
do not eviscerate the specific deal as to preparation expenses.  

 
In addition, in a transaction in which the carve-out financial statements will be used to raise public 
debt, the financial statements may need to be revised due to comments from the Securities and 
Exchange Commission (SEC). If the financial statements need to be revised or restated, an issue may 
arise as to which party is best positioned to perform the necessary work. Pre-closing, the seller would 
generally be the logical party, having presumably prepared the original set of financials. After 
closing, however, the seller will likely not be in a position to revise the financial statements and thus 
the burden would likely fall on the buyer, which has operated the business since closing. 
Accordingly, agreement as to payment for the expense of preparing the statements should be 
negotiated as early as possible during the transaction, taking into account any foreseeable 
contingencies such as SEC-required revisions. 

 
• Personnel: Prior to the closing, the individuals primarily involved in the preparation of the carve-out 

financial statements will most likely be seller employees, although they may be a mix of employees 
to be retained by the seller and employees to be transferred to the buyer in the transaction, sometimes 
resulting in split loyalties and divergent goals. Sellers in particular must appreciate these 
practicalities and be prepared to deal with employees to be transferred who “flip” prior to completion 
of the financial statements. Buyers should recognize the degree of cooperation that will be required 
from both sets of employees, including assistance with respect to the preparation of debt offering 
documents and participation in due diligence, drafting sessions, and road shows. 
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Sellers in particular must also be aware of the possibility of individual liability—to the buyer or to 
third parties such as lenders—of employees involved in the preparation of carve-out financial 
statements (both those being transferred to the buyer and those be retained by the seller). It is 
generally good practice to include, in the covenant governing the cooperation of seller employees in 
the preparation of financial statements, waivers, indemnities, or other devices limiting the personal 
liability of such employees. 
 

• Conditions: In transactions in which the delivery of the carve-out financial statement is a condition 
to the buyer’s obligation to close, the specific language in the condition can be a hotly negotiated and 
critical part of the transaction. If the financial statements must be satisfactory to the buyer in any way 
(whether or not such satisfaction must be reasonable), sellers should recognize that the condition acts 
in certain ways as a due diligence condition in favor of the buyer. Moreover, even if there is no such 
satisfaction element to the delivery of the financial statements, sellers should realize that, as a 
practical matter, the preparation of the financial statements essentially gives the buyer the 
opportunity to engage in further due diligence, and such diligence may reveal the breach of the 
seller’s representations and warranties, whether concerning the financial statements or not. 

 
Additional LawFlashes relating to carve-out transactions can be found at 
http://www.morganlewis.com/carveouttransactions. 
 
For further information on the topics discussed in this LawFlash, please contact any of the following 
Morgan Lewis attorneys: 
 
New York 
Robert W. Dickey 212.309.6687 rdickey@morganlewis.com 
 
Los Angeles  
Scott E. Adamson 213.612.7365 sadamson@morganlewis.com 
 
Philadelphia 
Richard B. Aldridge 215.963.4829 raldridge@morganlewis.com 
 
San Francisco 
William A. Myers 415.442.1307 wmyers@morganlewis.com 
 
About Morgan, Lewis & Bockius LLP 
Morgan Lewis is an international law firm with more than 1,400 lawyers in 22 offices located in Beijing, 
Boston, Brussels, Chicago, Dallas, Frankfurt, Harrisburg, Houston, Irvine, London, Los Angeles, Miami, 
Minneapolis, New York, Palo Alto, Paris, Philadelphia, Pittsburgh, Princeton, San Francisco, Tokyo, and 
Washington, D.C. For more information about Morgan Lewis, please visit www.morganlewis.com. 
 

This LawFlash is provided as a general informational service to clients and friends of Morgan, Lewis & Bockius LLP. It should not be construed as, and does not constitute, legal advice on any specific 
matter, nor does this message create an attorney-client relationship. These materials may be considered Attorney Advertising in some states.  

Please note that the prior results discussed in the material do not guarantee similar outcomes. 
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