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Overview

The Basic Theory
How do you accurately value a business at some point in the future?
The purchase price in a letter of intent/purchase agreement will reflect certain assumptions about the
business being sold/acquired, and the parties want to ensure the ultimate purchase price paid reflects
any changes to those assumptions
• If the assumptions about the long-term assets or liabilities of the company or its future business prospects change
materially between the letter of intent/signing and the closing, the parties will likely want to renegotiate/adjust the
purchase price based on an applicable metric as of closing—the most common adjustment being “net working capital”
– Alternative solutions include “locked box” and “ordinary course” representations
• Generally, the purchase price assumes that the business is acquired on a debt-free, cash-free basis (and so the
purchase agreement adjusts the purchase price for debt and cash)
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Net Working Capital Adjustment
• With a net working capital adjustment, the purchase price will likely assume (whether expressly or implicitly) a
normalized level of current assets and liabilities (that is, working capital)
– For example, the purchase price will assume that the company has the same level of inventory at closing that it
historically has had—if the company sells off all of its inventory just before closing, the purchase price should be
decreased
– Because current assets and liabilities fluctuate—and are easy to manipulate—there is a greater risk of the
assumptions about current assets and liabilities not being true at closing
• Adjusting the purchase price for any changes from the normalized level of working capital ensures that the purchase
price that is paid reflects any changes to the assumptions that were made when the purchase price was negotiated

A working capital adjustment ensures that changes to the assumptions about a business that were the basis
of the determination of the purchase price are reflected in the actual amount paid at closing. The parties often
agree on a target working capital as of the closing date in advance of the closing, with seller providing an
estimate of the actual working capital shortly prior to the closing date and buyer determining (and seller
approving) the actual working capital within a certain amount of time post-closing.
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Net Working Capital Adjustment
Additional considerations
• Most net working capital adjustments are intended to address the issue that the exact net working capital balance may
not be known until the books are closed after closing of the acquisition, particularly for complex businesses
• The parties should carefully consider the elements of net working capital and any other financial measures for purchase
price adjustment (“PPA”) provisions
• Avoid double dipping/double counting
– Need to confirm no overlap/double counting of the PPA with the seller’s indemnification obligations to buyer
– Important because the purchase price adjustment is usually not subject to indemnity basket or cap
• The purchase agreement should provide clear and unequivocal mechanisms for resolving PPA-related disputes and
payment of amounts due on completion of the PPA
• Buyers often rely on PPA provisions to claw back a portion of the purchase price paid for a target company with
improperly calculated financial measures
• PPA provisions can operate to severely diminish the seller’s net sale proceeds
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Alternative Solutions – The Locked Box
• Instead of a working capital adjustment, the parties can agree to a “locked box”
construct, common in deals in Europe
• The purchase price is agreed upon based on a historical balance sheet and is fixed
(that is, no adjustment for debt, cash or working capital)
• The purchase agreement will restrict what value the seller can extract out of the
company after the locked box date (known as “Leakage” and “Permitted Leakage”)
– For example, dividends and distributions would typically be prohibited (i.e.
Leakage)
– On the other hand, payments of business costs in the ordinary course would be
allowed (i.e. Permitted Leakage)
– The seller provides a post-closing indemnity for any Leakage
• At the closing, the buyer pays the fixed purchase price

Takeaways
• The buyer assumes the risk of assumptions about the business changing between signing and closing (in other
words, economic risk passes from the seller to the buyer at the locked box date, rather than at closing)
• Benefits
– More certainty on purchase price and no post-closing adjustment required
• Drawbacks
– The buyer depends on its pre-signing diligence of the seller’s balance sheet as of the locked box date, with no
post-closing opportunity to correct
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Alternative Solutions – Ordinary Course Reps
• Another alternative is for the seller to make representations to ensure that working capital at closing is at a normal level,
including:
– The business has been operated in the ordinary course since the interim balance sheet date
– The company has collected accounts receivable from customers and other third parties in the ordinary course (and
has not accelerated any such collections)
– The company has paid accounts payable and other liabilities in the ordinary course
– The interim balance sheet accurately reflects the financial position of the business
• At closing, the buyer pays the agreed-upon purchase price
• The seller indemnifies the buyer against (or R&W insurance covers) any breaches of these reps
discovered post-closing

Takeaways
• The seller essentially represents that the assumptions underlying the purchase price do not change before closing
• Benefits
– Simplicity—no need to prepare a closing calculation of working capital or complete a post-closing adjustment
• Drawbacks
– Less precise than a standard working capital adjustment (so better for smaller deals)
– No defined post-closing process to ensure the balance sheet is accurate (so rely on indemnity provisions)
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The Challenge
As always – the devil (and the economic risk) is in the details
If the LOI/purchase agreement provides that the purchase price assumes a debt-free, cash-free business
with normal working capital, what do each of those terms mean?
• Does debt include all debt-like items or only borrowed money?
• Does cash include restricted cash (e.g. cash required to be held as collateral under a credit agreement)?
• What is a “normalized” level of working capital for a given business?
• What current assets and liabilities should be included in the working capital balance?

Takeaways
Getting the details of the working capital adjustment right is important and can:
1.

Significantly affect the purchase price paid, and

2.

Shift risk between the parties
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Interplay with other Provisions

Indebtedness
What is a current liability and what is Indebtedness?
• If an item is debt, it is not included in the working capital
target and the full amount reduces the purchase price paid
• If an item is a current liability, it will be included in the working
capital target (i.e. lowers the target), and only the change
from the target to the amount at closing will reduce the
purchase price
• Note that if the working capital target is already determined,
the economics of treating an item as “debt” or a “current
liability” are the same—in each case, that item lowers the
purchase price
• For example (as we’ll discuss more later), we can treat
deferred revenue as debt, so the purchase price is reduced by all deferred revenue on the balance sheet
– When we treat deferred revenue as a current liability (and it is included in the calculation of the working capital
target), only the change between the amount of deferred revenue at closing and the amount in the target affects the
purchase price

Takeaways
• If an item is treated as Indebtedness, it is usually a pure purchase price deduction
• If an item is treated as a current liability, only the change from the target to the closing is a purchase price
deduction
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Reps and Warranties and Indemnity
Should the buyer or seller bear certain risks?
• Many current assets and liabilities reflect a level of risk, and the parties may be able to shift these risks through the
working capital adjustment or through the reps and warranties and indemnity package
• Example 1 – Accounts Receivable
– If the buyer wants the seller to assume the risk that accounts receivable will not be collected:
• Include a large reserve in working capital for uncollectable accounts receivable
• Exclude from current assets any accounts receivable aged over 60 or 90 days
• Include a representation by the seller that all accounts receivable are collectible
• If seller guarantees collection of accounts receivable, any uncollected receivables are typically assigned to seller
• Example 2 – Litigation
– If the buyer wants the seller to assume the risk of ongoing litigation:
• Include a large reserve in current liabilities for litigation costs
• Include a representation by the seller that the ongoing litigation will not result in an adverse result
• Include a specific indemnity by the seller for all costs related to the ongoing litigation

Takeaways
• Remember that risks can be shifted between parties in different ways
• If we don’t succeed in shifting a certain risk through the reps and warranties or a specific indemnity, consider
whether it can be shifted through the working capital adjustment
12

Accounting Principles

General Accounting Principles
• The purchase agreement (or a schedule) will specify (1) the components of working capital (i.e. what assets and
liabilities are included, which we discuss later) and (2) how those components are calculated
• Key issue – what underlying accounting rules control?
– Option 1 (seller favorable) – the company’s past practice
• From the seller’s perspective, ensures the final calculation matches how the target was calculated
• From the buyer’s perspective, difficult to diligence, so may result in uncertainty on whether the underlying
assets/liabilities are accurately calculated
– Option 2 (buyer favorable) – GAAP
• From the buyer’s perspective, this provides more certainty (though there is still room for flexibility in calculations)
• From the seller’s perspective, this could allow the buyer to reclassify assets and liabilities, so could result in
significant changes from the target or closing calculation (and post-closing disputes)
– Option 3 – Hybrid
• GAAP applied on a consistent basis with a company’s past practices
• Past practices, except to the extent inconsistent with GAAP
• In each case, need to be clear which rules control in case of conflict (generally, purchase agreement, GAAP and then
past practices)

Takeaways
• As a buyer, ensure objective rules (e.g. GAAP) control
• The seller needs to be clear about the impact that GAAP may have on the calculations
• Be clear and precise as to the hierarchy of accounting principles in the event of a conflict
14

Components of Working Capital

Overview
What current assets and liabilities should be included in working capital?
• “Current Assets” are defined by GAAP as assets that are reasonably expected to be realized in cash (or sold or
consumed) within one year (or within a normal operating cycle, if longer), including:
– Cash / Cash Equivalents
– Accounts Receivable
– Inventory
– Short-term prepaid expenses
• “Current Liabilities” are defined by GAAP as liabilities that are reasonably expected to be due within one year (or
within a normal operating cycle, if longer), including:
– Short-term debt and current portion of long-term debt
– Accounts Payable
– Accrued Expenses (e.g., employee compensation and benefits)
– Customer deposits
– Accrued taxes
– Other liabilities to be paid within one year
• Parties will want to specify certain current assets and liabilities that are not included in the calculation of working capital
for the purposes of the purchase agreement
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Common Exclusions
• Under GAAP, treated as a current asset
Cash and Cash
Equivalents

• If the purchase price is expressed on a “cash-free, debt-free” basis, cash will generally be:
– Excluded from calculation of working capital
– Handled through a separate adjustment, increasing purchase price dollar-for-dollar for cash
• Under GAAP, treated as a current liability

Short-Term
Debt

• If the purchase price is expressed on a “cash-free, debt-free” basis, debt will generally be:
– Excluded from the calculation of working capital
– Handled through a separate adjustment, decreasing purchase price dollar-for-dollar for debt
• Under GAAP, a company must include an allowance for doubtful accounts to reflect the estimate
of accounts receivable that won’t be collected
– The determination of the allowance for doubtful accounts is a highly subjective estimate

Aged
Accounts
Receivable

• If the buyer thinks the seller’s determination of the allowance for doubtful accounts is inaccurate,
the buyer can exclude all accounts receivable aged over a certain number of days
– Age of accounts receivable acts as objective proxy for determination of whether it will be
collected, reducing disputes over the size of allowance for doubtful accounts
– Seller may request that the buyer covenant to pay over any accounts receivable excluded from
calculation of working capital that are actually collected
• Goal is for the buyer not to pay for accounts receivable that will not be collected (recall there are
other ways to achieve this goal – see slide 12)
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Common Exclusions
• Deferred revenue (also known as unearned revenue) is revenue that has already been
recognized for services or products that have yet to be delivered (e.g. prepayment for a software
license)
• Under GAAP, deferred revenue is treated as a liability
Deferred
Revenue

• Deferred revenue is often treated as a current liability in working capital, but it can also be
excluded from working capital and treated as indebtedness
– The theory is that deferred revenue is a debt-like item (i.e. the company “owes” the services or
product to the customer)
– From a fairness perspective, the seller gets the benefit of the cash from the underlying
payment, but the buyer must perform the work after closing
– By treating as debt, all deferred revenue is a purchase price deduction, rather than just the
change from the “average” level of deferred revenue
• Amounts paid to or payable by seller parties are reflected as current assets
– For example, this could include (1) prepaid management fees at a private-equity backed
company or (2) employee loans

Amounts
Paid to or
Payable by
Seller Parties

• If these assets will no longer be valuable after closing or will no longer be owed after closing, they
should not be included in the calculation of working capital
– For example, (1) the management services that were paid for are not delivered or (2) the
employee loans are forgiven
• Amounts payable to or paid by seller parties that are reflected as current liabilities should be
treated similarly (e.g. accrued management fees that will not be collected after closing)
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Common Exclusions
• If the parties agree to a separate pre-closing tax indemnity (i.e., that the seller is responsible for
all pre-closing taxes), parties need to decide how to treat current tax assets and liabilities
• One option is to exclude them from working capital
– Tax liabilities can be treated as indebtedness or parties can rely on the pre-closing tax
indemnity
Taxes

– Either way, the result is that the seller is responsible for all pre-closing taxes
• Alternatively, the parties can exclude from the pre-closing tax indemnity amounts included in the
calculation of working capital
– Under this treatment, the seller is only responsible for unexpected pre-closing taxes (i.e.,
(1) amounts by which the tax liabilities at closing exceed the “normal” or target tax liabilities and
(2) tax liabilities that are not included in the closing working capital calculation)

Other DebtLike Items

Transaction
Expenses

• Quality of Earnings reports will usually analyze a target’s balance sheet for items that are treated
as current liabilities, but are “debt-like” (e.g. amounts due under capitalized or operating leases)
• The purchase agreement can treat these items as indebtedness and exclude them from the
working capital calculation

• Transaction expenses are generally treated as purchase price deductions, under the theory that
the seller should be responsible for the costs it incurs in the transaction
• Given this, they need to be expressly excluded from working capital to ensure they aren’t
deducted from the purchase price twice
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Target Working Capital

Setting the Target
What is a “normalized” level of working capital for a given business?
• Target working capital is generally reflected in the purchase agreement as an agreed-upon number, but the calculation
reflects the underlying principles of working capital
• Target working capital is, in theory, meant to equal the “normalized” working capital for a given business
– For example, target working capital may be greater for a business has significant accounts receivable, relative to a
business where the customers generally pay at delivery
– Arguments over what is “normalized” working capital can mirror arguments over what components to include in the
calculation of closing working capital (e.g. how to apply GAAP or whether an item is “debt-like”)
• Calculation is usually based on the company’s average working capital over a defined historical period (e.g. the trailing
12-months prior to the latest balance sheet available at signing)
– Depending on the business, parties may want to account for seasonality and other common fluctuations in a
company’s working capital cycle
– Average should be calculated removing certain components (e.g. cash and short term debt) that will be removed
from the calculation of closing working capital
– For businesses materially impacted by COVID-19, using a TTM average to set the working capital target may not
work to determine a “normalized” level of working capital
• The buyer wants a higher target—a dollar increase to the target working capital decreases the purchase price by one
dollar (while a dollar increase to the closing working capital increases the purchase price by one dollar)

Takeaways
• While the target working capital may seem like a pure accounting exercise, it will have real effects on the economics
of the deal
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Target v. Closing Working Capital
Sometimes, we want to compare apples and oranges
• While the parties generally want the calculation of the closing working capital to mirror the
calculation of the target working capital, sometimes the methods will differ
• GAAP v. past practice
– Target working capital is usually calculated in accordance with the company’s past
practices
– If the accounting principles provide that GAAP controls over the company’s past
practices, and the buyer discovers deviations from GAAP after closing, the final
working capital will be calculated on a different basis from the target
– This is alternative route for a buyer to recover for breaches of a representation that the
company complies with GAAP
• Unusual Items
– Because the target is meant to capture a “normalized” working capital, the parties may
agree to exclude unusual items from the calculation of the target but include them in
the calculation of the closing working capital
– For example, accounts payable related to a one-time purchase might be excluded from
the target but included in the closing working capital
– Excluding a liability from the calculation of the target but including it in the calculation
of the closing working capital is equivalent to treating the liability as indebtedness
• Collar
– Sometimes a “buffer” or “collar” concept is used in which there is no adjustment if the
final amount is within a defined band around the target amount. “Caps” and “floors” are
also used occasionally, but are not typical.
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Disputes

Common Disputes
During the purchase agreement negotiations:
• Whether GAAP or past practices should control
• Whether any industry-specific accounting
methodologies should be used
• Whether standard debt-like items should be included
as indebtedness or current liabilities in working capital
– Common examples of debt-like items include
equipment leases, severance, deferred rent and
deferred revenue
• Whether other sensitive or non-typical items should
be included as indebtedness, transaction expenses or
current liabilities in working capital
– Common examples include bonus accruals,
employee liabilities and pre-paid expenses
• Whether outstanding checks should be netted against
the company’s cash (which could result in a negative
cash balance)
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Common Disputes (cont.)
During the calculation of final working capital:
• Appropriate application of GAAP
• Appropriate size of contingent liabilities (e.g. litigation
and claim reserves) and whether there are any
contingent liabilities that were not but should have been
recorded (e.g. environmental reserve)
• Treatment of inventory (e.g., valuation methodology,
treatment of excess and obsolete reserves)
• Accounting for customer claims and warranty
reserves
• Calculation of liabilities for discounts, coupons or
rebates
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How to Avoid Unintended Results and Disputes
General Tips
• Be clear and detailed in the purchase agreement
– Avoid relying only on vague formulas (e.g. “current assets minus current
liabilities”)
– Include illustrative examples
– Be clear as to the hierarchy of accounting principles in the event of a
conflict
• Have financial diligence team (whether internal or accounting firm) review
changes to the purchase agreement and accounting principles (especially
if there are last minute changes to the working capital guidelines)
• Do detailed due diligence on the company’s past practices to bring out any
disagreements prior to closing
• The seller will want the same accounting principles used in setting the
target to be followed in the post-closing calculations (which will reduce the
risk of post-closing disputes, but might not be favorable to the buyer)
• Define the approach for calculating reserves and limit the ability for
post-closing modifications to that approach (note that while this reduces the
risk of post-closing disputes, it might not be favorable to the buyer)

Seeking Disputes
• While parties generally want to avoid
post-closing disputes, the buyer
may want to push the resolution
of certain issues to post-closing
• For example, if there is limited presigning accounting diligence, a
GAAP standard (rather than the
company’s past practices) for
calculating closing working capital is
more likely to lead to disputes, but
helps the buyer double-check the
accounting after closing
• If there are contingent liabilities,
the buyer may not want to agree on
the treatment until after closing,
when the buyer will have more
information (even though this is more
likely to lead to a dispute)

• Detail the dispute resolution process in the purchase agreement (including by designating in the purchase agreement the
accounting firm that will arbitrate any disputes)
• Set a dollar threshold that must be exceeded before disputed amounts can be asserted (collar referred to on slide 23)
• Shorten the time period between the benchmark or measurement (target) date and the closing date
26

Process

Process
OVERVIEW
• Typical steps for PPA:
– Delivery of proposed closing balance sheet;
– Response/objection by the other party;
– Negotiation period; and
– Submission of disputed items to a third party
for resolution.
• PPA can be “downward only” (buyerfavorable) or upward and downward
• Typically, there are two adjustments
– one at closing based on seller’s estimate
– another at 60, 90 or 120 days postclosing based on buyer’s determination
• Estimated closing balance sheet typically
becomes final (i.e., no PPA) if the buyer fails
to deliver its post-closing net working
capital statement by the end of the specified
period (60/90/120 days) post-closing
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Dispute Resolution
OVERVIEW
• The PPA provision typically includes a timeline with a specified
numbers of days for the parties to take action and a specified process
to resolve disputes in order to expedite resolution in a cost-effective
manner relative to litigation or arbitration
• Notices of Objection
– After the seller receives the closing balance sheet and the post-closing
net working capital adjustment, the seller must provide the buyer with
its objections
– Sometimes the form and scope of any objections are specified (e.g.,
it must identify and explain in detail each item in dispute and state the
dollar amounts of such objection)
– Sometimes there are limits on the types of objections that can be
raised
• For example, the buyer’s objections may be limited to claims that
the Closing Balance Sheet (i) was not prepared in accordance with
the accounting principles and (ii) contains mathematical errors
• Access to Information – Most purchase agreements require the
submitting party to provide access to its work papers and other items
necessary to evaluate the submission, which is necessary because, after
the closing, the seller will no longer have access to company records
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Dispute Resolution (cont.)
OVERVIEW (CONT.)
• An independent accounting firm is often designated in the purchase agreement to resolve any disputes that
remain after negotiation by the parties
– Scope of authority of the independent accountant is typically specified
– Process for submissions to the independent accountant is sometimes detailed
– Who pays the independent accountants’ fees and expenses?
• Considerations for selecting an independent accounting firm:
– Industry experience – knowledge regarding industry-specific accounting practices
– Arbitration or litigation experience – preferably including purchase price adjustment disputes
– Independence – no prior business relations with buyer or seller
• Approaches to determining the independent accounting firm in the purchase agreement:
– Specify the name of the independent accounting firm
– Specify that the independent accounting firm will be a “nationally recognized” accounting firm that is “reasonably
acceptable” to both parties
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Dispute Resolution (cont.)
SCOPE OF AUTHORITY
• Scope of Independent Accountant’s Authority – To avoid potential for unnecessary delays and costs, the parties
should draft with precision the scope of the disputes that are within the purview of the independent accountant’s
authority
– Can the independent accountant undertake a wholesale review of the accounting calculations or is its review
limited to addressing only the disputed items?
– Can the independent accountant resolve procedural disputes (e.g., whether requirements related to specificity of
objections, access to information and/or time deadlines have been met, and the consequences of non-compliance)?
LIMITATIONS ON AUTHORITY
• Limitations on independent accounting firm’s authority:
– Result cannot be higher or lower than the parties’ respective final positions on the disputed items
– “Baseball” limitation: the independent accounting firm must pick one party’s position or the other
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Dispute Resolution (cont.)
• Can the buyer and the seller make their arguments to the independent accounting firm?
– Written briefs or “position” papers
– Oral testimony (under oath) with or without cross-examination
• What information will be available to the independent accounting firm?
– Limited to the parties’ submissions
– Independent accounting firm has the ability to request additional briefings and documents, conduct hearings, etc.
• Specify a time period for the independent accounting firm to render a decision:
– Within 30/60/90 days after the matter is submitted to the independent accountants
– Non-specific is usually “as promptly as possible”
• But note that, since the independent accounting firm is not a party to the purchase agreement, it will not
be legally bound by any time limitations in the purchase agreement
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Dispute Resolution (cont.)
Who Pays the Independent Accountant’s Fees?
• 50/50: The buyer and the seller split the costs 50/50
• Loser pays all
– It may be hard to determine who is the “loser” when
there are multiple disputed issues and not all are
decided in favor of the same party
• Proportionate Split: Each side pays fees proportionally
based on how close its position is to the independent
accounting firm’s determination of disputed items—
probably the most common approach
• “Baseball method”
– The party whose position was the farthest from the
independent accounting firm’s determination pays all
of the fees
– Incentivizes the parties to take reasonable positions
and usually results in a resolution prior to engaging
an independent accounting firm
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Purchase Price Adjustment Payment

How is Purchase Price Adjustment Paid?
OVERVIEW
• Holdback vs. Escrow to Secure Seller’s Downward Post-Closing Purchase Price Adjustment Obligations
– The buyer holding back some portion of the purchase consideration or placing funds into escrow with a third
party bank gives the buyer a ready source of recovery
– Although a holdback is more buyer-favorable, a third party escrow is much more common
• Purchase Price Adjustment Escrow vs. Indemnification Escrow
– Purchase Price Adjustment Escrow – Sometimes there is a separate escrow fund for the post-closing
purchase price adjustment, rather than satisfying it out of the indemnification escrow
• Typical duration of the purchase price adjustment escrow is relatively short (60, 90, 120 days post-closing) as
the parties only need enough time to complete the purchase price adjustment process.
– Indemnification Escrow – An indemnification escrow is usually significantly longer (12-24 months), therefore,
the seller may be more willing to agree to a purchase price adjustment escrow rather than agreeing to increase
the indemnification escrow to also cover purchase price adjustments
• If the indemnification escrow is used for the PPA, will the indemnification escrow need to be topped up?
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How is Purchase Price Adjustment Paid? (cont.)
OVERVIEW (CONT.)
• Non-Cash Transaction Consideration
– If there is non-cash transaction consideration (e.g., buyer stock, seller notes, earn-out), is any downward
purchase price adjustment satisfied just from the cash transaction consideration or also from the non-cash
transaction consideration? If so, in what order?
• Buyers typically prefer cash consideration; sellers the reverse
• What if the Purchase Price Adjustment Amount exceeds the Escrow?
– Are the sellers jointly and severally liable for excess or is each only liable for his or her pro rata share?
• Effect of Failure to Pay Purchase Price Adjustment
– If the seller fails to pay a downward purchase price adjustment within the specified time period after the final
net working capital is determined, the unpaid amount typically accrues interest from the due date at the prime
rate plus a specified amount of percentage points, which is a non-exclusive remedy (the buyer can also sue
for damages).

36

Contact Information
Anne M. Cox-Johnson
acox-johnson@kslaw.com
John M. Hyman
jhyman@kslaw.com
Spencer A. Stockdale
sstockdale@kslaw.com

