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CULTURAL

DUE DILIGENCE

omewhere ahead, just over the
horizon, a new kind of lawsuit is
waiting to descend upon the
board of directors of some hapless
corporation. It will be a doozy.
Amid great hoopla and much chatter
about the wonders of “synergy,” one
company—call it Geewhiz Inc.—will
pay a great deal of money to acquire

another. But the promised synergies will
fail to materialize, and a year or two later
Geewhiz’s stock will have plummeted.
Blame will fall on “unanticipated diffi-
culties” with the acquisition. Geewhiz, it
will be said, cannot seem to “digest” its
new partner. The two firms suffer from
a case of “culture clash.”

At that point, a group of stockholders,

The high failure rate of
mergers and acquisitions
is due largely to ‘culture
clash.”Why does this still
catch companies by
surprise? Sooner or later,
stockholders are going to
make somebody pay.

their investment gone sour, will file suit
against Geewhiz’s board, charging negli-
gence and failure to exercise proper due
diligence at the time of the acquisition.
The fiduciary responsibility of offi-
cers and directors of publicly traded
companies requires that they perform
appropriate “due diligence” when mak-
ing major decisions that can have an
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impact on the overall value or worth of
the company. To fail to engage in due
diligence is committing negligence. But
this lawsuit won't speak of due diligence
in the usual financial sense; the dis-
gruntled stockholders won’t be charging
that the board failed to send in some
capable accountants to pour over the
books of the target firm. Instead, they
will claim that the board was negligent
in that its due diligence process should
have taken into account not just the
finances but also the cultures of the two
companies.

ment surveyed executives involved in a
number of acquisitions and concluded
that “the major factor in failure was the
underestimation of difficulties of merg-
ing two cultures.”

There is solid evidence that culture ties
directly to profits and to business success
in general. In their 1992 book Corporate
Culture and Performance, John Kotter and
James Heskett reported phenomenal dif-
ferences in the long-term results of com-
panies that “managed” their cultures well
as opposed to those that didn’t: revenue

support our objectives?”

Those last two questions, in particular,
go directly to the issue of corporate cul-
ture. But how can one answer them with-
out considerable knowledge of the man-
ner and nature of the entire management
group, and not just the views or impres-
sions of the senior team? These merged
firms are going to have to execute some
business plan, and in the execution phase
the real task of “working together” will
fall upon middle managers and front-line
supervisors.

It's no secret that in larger

Mind you, the suit will not
hinge on the culture clash
itself nor on the fact that it
proved more troublesome
than anticipated. Rather, the
claim will be that the board
was negligent because, in the
course of approving the
acquisition, it did practically
nothing that would have
allowed Geewhiz to antici-
pate a culture clash at all and
to develop some plan to deal
with the situation.

While there may be no

Instead of being among the last to
know about an acquisition,
tomorrow’s HR specialists will go in

with the shock troops,

right behind the Marines from

legal and finance.

organizations, a yawning gap
often exists between the opin-
ions and operating styles of the
senior team and those of lower-
level managers. But in
Geewhiz’s case, as with most
mergers and acquisitions, the
question of whether the two
firms’ “styles” would mesh was
asked and answered only in dis-
cussions between the executive
groups. In financial and legal
due diligence, no such “act of
faith” is acceptable;' to avoid
being negligent you have to

direct precedent for the
claim that the board was
honor-bound to conduct a “cultural due
diligence” audit, the plaintiff’s lawyer
will argue, there is no longer any excuse
for failing to do so.

While mergers, acquisitions and
alliances can indeed be an avenue to
growth and increased competitive
advantage, the attorney will point out,
relatively few actually yield the results so
eagerly anticipated. Numerous studieg
indicate that between 55 percent and 7777
percent fail in their intended purpose.
These studies have been widely reported
in the business press.

In 1995, for instance, Business Week
reviewed studies covering 3o years of
mergers and acquisitions, and conclud-
ed that a negative correlation exists
between merger activity and profitabili-
ty. Business Week’s own analysis revealed
that stock prices of acquiring companies
fell an average of 4 percent.

Also widely reported have been stud-
ies and anecdotal evidence suggesting
that so-called cultural clashes are the
single most common reason for failed
mergers and acquisitions. In a 1992
study by Coopers & Lybrand of 100 com-
panies with failed or troubled mergers,
85 percent of the executives polled said
that differences in management style
and practices were the major problem.
In 1996 the British Institute of Manage-

increases of 682 percent vs. 166 percent;
stock price increases of go1 percent vs. 74
percent; net income increases of 756 per-
cent vs. 1 percent.

A 1990 ruling by the Delaware
Supreme Court in Paramount Communi-
cations Inc. vs. Time Inc. established a
precedent for the claim that culture is, at
least, a viable consideration in merger
decisions. (Paramount and two Time
shareholder groups brought suit against
Time’s directors for turning down
Paramount’s bid for the company in
favor of a merger that created Time-
Warner. The court ruled that it was prop-
er for Time’s directors to attempt to pre-
serve the “Time culture” by merging
with Warner, even though Paramount’s
offer would have meant more short-
term profit for Time shareholders.)

Picture our crusading lawyer quot-
ing this passage from the Ernst &
Young Management Guide to Mergers
and Acquisitions: “The due diligence
period is a time of intensive searching
for facts, thorough analysis, and con-
stant reevaluation. A number of ques-
tions need to be asked and answered.
Does the company really fit? Is it real-
ly as attractive as it appeared to be?
Can we manage the company success-
fully and achieve the benefits we iden-
tified? Will the company’s managers

investigate the issues directly,
not merely assume that what
you were told is correct.

Will the angry stockholders win a
judgment against Geewhiz’s board? I
don’t know. But I believe we’ll see this
lawsuit within the next few years. And
either because of it or in fear of it, com-
panies are going to change their
approach to the due diligence process.
For people in training and human
resource functions, the change will be
particularly startling—because instead of
being among the last to know about or
become involved in mergers and acquisi-
tions, tomorrow’s HR specialists will go
in with the shock troops, right behind
the Marines from legal and finance.

WHEN CULTURES COLLIDE
“Organizational culture,” as defined by
organizational theorists Warner Burke
and George Litwin, is “the way we do
things around here.” A company’s cul-
ture influences the way people treat and
react to each other. It shapes the way
people feel about the company and the
work they do; the way they interpret and
perceive the actions taken by others; the
expectations they have regarding
changes in their work or in the busi-
ness; and how they view those changes.
Understanding corporate culture is
critical to an organization’s ability to
make its business strategy work. Yet



many executives seem to profoundly
misunderstand the creation and man-
agement of corporate cultures. One
CEO who had read a book on the subject
told me he wanted to improve corporate
performance by “putting in” a good cul-
ture. He explained that his company did
not presently have a culture, as he and
his managers had not yet gotten around
to developing one.

Culture exists, of course, for good or
ill, regardless of what management
does. “Culture clash” is what happens
when two groups have different beliefs
about what is really important, what
should be measured, how best to make
decisions, how to organize resources,
how to supervise people, how to pass on
information and so forth.

In mergers, acquisitions and

tion, WordPerfect was famous for its
outstanding customer “help line”;
WordPerfect’s people (not to mention
its customers) deeply resented service
cutbacks by Novell.

Another cultural difference involved
the way decisions were made at the two
firms—and the way people expected
them to be made. At WordPerfect, peo-
ple at lower levels had a considerable
degree of autonomy, while Novell was
more highly structured, with a more for-
mal review process for many kinds of
decisions. Arguments broke out about
product updates and software-integra-
tion issues: How would these decisions
be made? Who should be involved?

What it boiled down to was that the
managers of the two corporations could

scary enough to squelch a merger out-
right, the real point of such an audit is to
discover likely trouble spots in the
beginning and to plan how (or whether)
you intend to deal with them.

The alternative? Once the merger is
done, things start to go sour for reasons
nobody quite understands. After much
head-scratching, it takes management a
year or so to begin to figure out the
nature of the problem. By that time, an
awful lot of money has gone down the
drain—along with the firm’s competi-
tive advantage.

To the best of my knowledge, nobody
has ever done a full-scale cultural due
diligence audit in preparation for an
acquisition. How, then, might we HR
types go about conducting one? When

we study an organization’s

alliances, vast quantities of time
and money are poured into ana-
lyzing physical resources, mar-
kets and the logic of a proposed
union. Little or no thought is
generally given to the nature,
demeanor and beliefs of the peo-
ple who will have to make the
business plan work. If the cul-
tures of the two groups clash, the
collision can lead to arguments,
confusion and even disaster.
One of the most notorious
culture-related failures was the
ill-fated 1994 acquisition of
WordPerfect Corp. by Novell
Inc. Novell was well-established
in software products and in

One CEO told me he wanted to
improve corporate performance by
‘putting in" a good culture. He
explained that his company did
not presently have a culture, as he
and his managers had not yet
gotten around to developing one.

culture, what potential pit-
falls should we keep an eye
out for?

While the prospect of an
“audit” may be new, we do
have years of experience
and research at our com-
mand pertaining to the
study of corporate culture.
A recent literature search
turned up more than 300
books, articles and papers
on the subject, including
several master’s and doctor-
al theses. Among the many
“models” of corporate cul-
ture that exist, we found no
fewer than 22 in which the

heavy  competition  with
Microsoft, but it had no viable
word processing software. WordPerfect
at the time owned a little more than
half the market for word processing
software. If Novell wanted to give
Microsoft a run for its money in soft-
ware dominance, this looked like a
match made in heaven.

Everything about the deal seemed to
make eminent sense, yet the acquisi-
tion was a calamity. WordPerfect gave
way to Microsoft Word as the No. 1
provider of word processing software.
And when Novell sold WordPerfect to
Corel Corp. in 1996, it was for approxi-
mately $1 billion less than Novell had
paid two years eatlier.

The business press was plainspoken
in attributing the catastrophe to cultur-
al clash. The two companies had funda-
mentally different views about basic
issues such as customer service: What
is “good” service, how do you measure
it, and what level of service do you
intend to provide? Prior to the acquisi-

not get along, and the focus became
internal at a time when all parties need-
ed to be concentrating on the market
and the moves of Microsoft. While the
newly merged corporation was side-
tracked with internal arguments and
discord, both companies slipped.

Might there be some noncultural
explanation for the failed merger?
Something involving market forces or
WordPerfect’s product? It doesn’t appear
so: Within about a year after being
acquired from Novell by Corel, Word-
Perfect regained its position as the mar-
ket leader in word processing software.

DILIGENCE

Would a “cultural due diligence” audit
have persuaded Novell not to acquire
WordPerfect? Should it have? Not neces-
sarily. Cultures can be changed, clashes
can be managed, and problems often
can be worked out. While the results of
a cultural audit might sometimes be

creators had actually mea-
sured or quantified the ele-
ments of a culture.

My own consulting firm, in its work
with corporate clients, uses a model that
divides the notion of culture into 12
domains. If I were put in charge of con-
ducting a cultural due diligence audit, 1
would gather operational and behavioral
data on each of those 12 domains in
both organizations—the one acquiring,
and the one to be acquired. Then I
wotuld compare and contrast the data,
looking for areas of potential conflict or
misunderstanding.

Here is a brief outline of the 12
domains. These are the kinds of things
we need to look at when we study a cor-
poration’s culture—or when we’re seek-
ing warnings of potential culture clash.

Infended Direction
and Results.
Ascertain what a company

intends to accomplish. What is its busi-
ness plan about? What is the intent and






