
GAAP, The False Prophet: Avoiding Working Capital
Accounting Arbitrage     
How to protect against unintended consequences when a dispute occurs.
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R E P R I N T

Private business acquisitions nearly always 
express valuation in terms of a cash-
free, debt-free value, subject to a target 

amount of working capital. The concept of 
a target amount of working capital and an 
adjustment mechanism makes conceptual 
sense: the date of close shouldn’t introduce 
artifacts to a deal that are solely dependent on 
time and date, and both buyer and seller agree 
that neither party should be disadvantaged 
economically as a result of when a deal closes. 
We have written before on the challenges of 
determining an appropriate target (Reconciling 
Purchase Price and Working Capital,” Winter 

2006, and “Post Closing Adjustment Redux,” 
Spring 2015), but this article is focused on how 
to protect against unintended consequences 
when a dispute occurs. 
Common lAnGuAGe oF A WorkinG 
CAPiTAl TArGeT

Working capital targets are common in 
purchase and sale agreements. Generally, a 
target is established by agreement between the 
parties, often as an historical average to take 
into account the cash cycle of the business, 
and typically is embodied in the agreement as 
a number. The reason for a specific number 
is to avoid having someone later rethink the 
basis for the target. Measurement of the target 
is defined in terms of specific asset and liability 
accounts, often accompanied by a schedule 
showing the calculation of the target and an 
example as of a specific date along with the 
implied adjustment (positive or negative). 

Further, a standard for measuring the amounts 
in the specific accounts is established, often 
relying upon GAAP or even more common, 
“GAAP as consistently applied” in the prepara-
tion of the company’s financial statements. 
Buyers want GAAP so the numbers can be 
relied on as fairly representing the actual busi-
ness performance. Most companies have exter-
nal accountants who have audited or reviewed 
the financial statements and therefore can be 
comfortable with the standard.

This all seems fair, but…

A Word AbouT GAAP
GAAP is often thought of as an absolute 

accounting standard that eliminates individual 
judgement. In reality, GAAP is a set of prin-
ciples practitioners agree to follow in order 
to prepare statements on a comparable basis, 
which accounting regulatory bodies think will 
fairly represent the economic performance of 
the business. There are many detailed prin-
ciples, but they all emanate from several core 
principles, one of which is that practitioners are 
allowed to use judgement for practical reasons 
to deviate from principles when they in aggre-
gate do not materially affect the interpretation 
of the reported results.

In terms of determining working capital in 
an M&A transaction, the key takeaway is that 
statements in their entirety can be in accor-
dance with GAAP while individual accounts 
may not be. Some notable examples:

1. Certain accounts are not reconciled 
monthly, but instead are trued up at the end 
of an audit period. Frequent examples include 
vacation payable, bonus accruals, and 401K 
contributions, none of which may be material 
depending on the size of the business.

2. Reserves for receivables may not be 
recorded with accuracy at the end of each 
month, but are established through a rigorous 
process at fiscal year end.

3. Warranty obligations may be expensed 
as paid as opposed to the establishment of a 

reserve in every period.
4. Inventory counts and valuations may not 

be conducted monthly (or daily in the case of a 
mid-month close) and reserves for out-of-date 
or slow-moving items may not be rigorously 
applied, especially for companies with large 
SKU counts. 
ACCounTinG ArbiTrAGe

The purpose of a target is to establish the 
amount of working capital a buyer needs to 
support the operations of the acquired busi-
ness. It is not to deliver a dollar amount of 
working capital. To that end, sellers should 
ensure documentation doesn’t allow account-
ing arbitrage, applying different standards to 
the closing working capital amount than those 
used to establish the target.

Shortly after closing, the buyer calculates 
the actual amount of working capital as of the 
closing date (in accordance with the standards 
dictated in the purchase agreement). Especially 
with a mid-year closing, the buyer’s accounting 
firm will likely “cleanse” the balance sheet to 
conservatively establish each account with the 
appropriate reserves and balances, all of which 
will be in “accordance with GAAP.” If there is a 
disagreement between the parties, an account-
ing arbiter may be brought in to make a final 
determination.

This is where GAAP can become the enemy 
of the seller, as the buyer is trying to obtain a 
specific dollar amount of working capital, and 
the seller is trying to convince an accountant 
that GAAP doesn’t matter and is not appropri-
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ate for the measurement. The actual language 
of the agreement is critical in determining the 
outcome.
Some GuidAnCe on doCumenTATion

n The target should be a fixed number, with 
a schedule provided illustrating how the target 
was determined. If an average of periods, a 
schedule should show the account balances in 
each period and how the calculation was made.

n The financial representation should be for 
the statements in totality, specifically calling 
out that judgments of materiality may have 
been made in individual accounts that could 
cause those entries not to be in accordance with 
GAAP. Therefore, the buyer doesn’t get two 
chances to win the argument—first on a work-
ing capital adjustment, and if not successful, a 
GAAP compliance representation breach. 

n The standard for measuring closing work-
ing capital should be that the closing balance 
sheet conforms exactly with the accounting 
policies and procedures used in preparing the 
statements when determining a target.

n If there is a dispute, the arbiter should be 
required to rule specifically in accordance with 
the language of the agreement and not any 
independent standard of presentation, regard-
less of GAAP conformance.

n The arbiter should rule separately in each 
individual account and not give an opinion as 
to the appropriate amount of working capital.

n Should an account balance be ruled to 
have changed, that change should be reap-
plied to all periods used to establish the 
target, including the immediately prior 
period, with the target being recalculated 
with these changes. For example, if a mistake 
is found where a double counting of an asset 
was recorded and that mistake had not been 
noticed since the previous audit, then the 
mistake should be fixed for all periods and the 
target recalculated. 
PrevenTATive CAre iS beTTer ThAn 
SymPTom TreATmenT

Post-closing working capital disputes can 
involve significant dollars, so deal documenta-

tion needs to have belts and suspenders. No 
claim is the best outcome, the odds of which 
greatly improve through good accounting 
practices. Before going through a sale process, 
the accounts should be scrubbed (and restated 
if necessary) for several years on a monthly 
basis. An outside accountant should be 
engaged to review policies and procedures to 
identify weak points. If there is to be a Qual-
ity of Earnings review conducted as part of 
the buyer’s due diligence, a working capital 
account review should be considered as part of 
the scope.

No matter the amount of working capital 
in a business, unfavorable adjustments are 
always disappointing. It is best to head these 
off through preparation, but also to make sure 
documentation assures that fights, should they 
occur, are about shortfalls in value and not 
accounting arbitrage. zs
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