
Shielding Your M&A in the Cannabis Sector: A
Focus on Undisclosed Liabilities

Mergers and acquisitions (M&A) in the cannabis sector present unique opportunities and challenges. As the
industry continues to grow and evolve, companies are looking to expand their market presence and
capabilities through strategic mergers and acquisitions. However, the complex regulatory environment and
the potential for undisclosed liabilities make it imperative for businesses to proceed with caution.

The Importance of Due Diligence in M&A

Due diligence is a comprehensive appraisal of a business undertaken by a prospective buyer, particularly to
establish its assets and liabilities and evaluate its commercial potential. In the cannabis industry, due
diligence is especially critical due to the sector’s regulatory complexities and the potential for undisclosed
liabilities.

Key Components of Due Diligence

Financial Audits: Analyzing financial statements and tax records to uncover any discrepancies or red flags.

Regulatory Compliance: Ensuring the target company complies with local, state, and federal cannabis
regulations.

Operational Review: Assessing the company’s operational efficiency and potential risks.

What are Undisclosed Liabilities?

Undisclosed liabilities are financial obligations that a company has not reported on its balance sheet. These
can include unpaid taxes, pending lawsuits, regulatory fines, and other debts. In the cannabis sector, such
liabilities can significantly impact the value and viability of an M&A transaction.

Common Undisclosed Liabilities in Cannabis M&A

Regulatory Non-Compliance: Fines and penalties for non-compliance with cannabis regulations.

Litigation Risks: Potential lawsuits related to product liability or intellectual property disputes.

Tax Liabilities: Unpaid taxes due to the complex tax environment for cannabis businesses.

Strategies for Mitigating Undisclosed Liabilities

Enhanced Due Diligence Processes: Implementing a robust due diligence process is the first step in
mitigating the risks of undisclosed liabilities. This includes conducting thorough financial audits, regulatory



compliance checks, and legal reviews.

Engaging Industry Experts: Engaging experts who specialize in the cannabis industry can provide valuable
insights and help identify potential liabilities that might not be apparent to a general business auditor. This
includes legal advisors, tax professionals, and regulatory consultants.

Structuring the Deal to Mitigate Risks

Deal structuring can play a crucial role in mitigating risks associated with undisclosed liabilities.
Consideration should be given to mechanisms such as:

Escrow Accounts: Holding a portion of the purchase price in escrow to cover any potential liabilities.

Representations and Warranties Insurance: Insurance policies that protect against breaches of
representations and warranties made by the seller.

Post-Merger Integration Planning

Effective post-merger integration planning can help address and mitigate undisclosed liabilities discovered
after the transaction. This includes developing a detailed integration plan that prioritizes regulatory
compliance and operational efficiency.

Legal Considerations in Cannabis M&A

The cannabis sector is heavily regulated, with varying laws at the federal, state, and local levels. Navigating
this regulatory landscape requires a deep understanding of the legal requirements and potential risks
associated with cannabis operations.

One of the significant challenges in cannabis M&A is the discrepancy between federal and state laws. While
some states have legalized cannabis for medical and/or recreational use, it remains illegal at the federal level.
This creates a complex legal environment for M&A transactions.

Intellectual Property and Licensing

Intellectual property (IP) rights and licensing agreements are critical components of cannabis M&A.
Ensuring that the target company has properly protected and licensed its IP is essential to avoid potential
legal disputes and ensure the value of the transaction.

Shielding your M&A in the cannabis sector from undisclosed liabilities requires meticulous planning,
comprehensive due diligence, and strategic deal structuring. By engaging industry experts and developing
robust integration plans, businesses can mitigate risks and ensure the success of their M&A transactions. As
the cannabis industry continues to grow, staying informed and prepared will be crucial for navigating this
dynamic and complex landscape.

FAQs

What is due diligence in the context of cannabis M&A?

Due diligence in cannabis M&A involves a comprehensive review of the target company’s financial records,
regulatory compliance, operational practices, and potential liabilities to ensure a well-informed transaction.



Why are undisclosed liabilities a significant concern in cannabis M&A?

Undisclosed liabilities are a significant concern because they can dramatically affect the financial health
and legal standing of the acquired company, potentially leading to costly fines, legal disputes, and other
financial burdens.

How can escrow accounts help mitigate risks in cannabis M&A?

Escrow accounts hold a portion of the purchase price to cover potential liabilities that may arise after the
transaction. This ensures that funds are available to address any undisclosed liabilities that surface post-
acquisition.
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