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Post-Acquisition Disputes

and Net Working Capital

By Bradley J. Preber CPA, CFF, CFE

The sales price for many businesses is an
agreed-upon purchase amount, subject
to adjustment for net working capital,
or current assets less current liabilities.
Typically, the seller performs the
preliminary calculation of net working
capital using their financial books,
records, policies, procedures and staff.
In most cases, the preliminary statement
is prepared and submitted to the buyer
at closing or within a few days after the
transaction date. The buyer, however,

is usually responsible for computing

the post-closing net working capital
statement. The buyer prepares this

computation using whatever financial
books and records of the seller are
available, interpreting the application
of the seller’s policies and procedures,
and using buyer personnel.

“A number of post-
acquisition disputes
could be avoided with
some careful planning
around common

accounting trouble spots.”

In short, the seller is responsible
for preparing the net working capital
statement before the sale and the
buyer is responsible for preparing this
information after the sale. Oftentimes,
the seller and buyer disagree about
the net working capital calculation to
be used for the final purchase price
adjustment — giving rise to post-
acquisition disputes. A number of post-
acquisition disputes could be avoided
with some careful planning around
common accounting trouble spots.
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Common Trouble Spots

Accounting Policy Selection

Usually, net working capital statements
generated in connection with the sale of
a business are prepared and presented

in accordance with generally accepted
accounting principles (GAAP) as used
and consistently applied by the seller.
This is often a requirement cited in the
purchase agreement. GAAP recognizes
that the seller’s management team has the
responsibility for selecting appropriate
accounting policies for the business.
Accounting Principles Board Opinion
No. 22 defines accounting policies as,
“...the specific accounting principles and
the methods of applying those principles
that are judged by management... to be
the most appropriate...” In addition,
GAAP acknowledges the use of
management estimates, which is

often subjective.

Trouble frequently starts when the
seller has not adequately apprised the
buyer about accounting policies selected
and the reasons therefore. In these cases,
the buyer and seller are likely to select
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differing accounting policies, apply
independent judgment, and arrive at
divergent estimates while preparing their

respective net working capital statements.

Simply put, the seller and buyer may
prepare and report net working capital
statements using inconsistent accounting
policies and differing judgments

“...the seller and buyer
may prepare and report
net working capital
statements using
inconsistent accounting
policies and differing

judgments.”

Commonly, inconsistencies and
differences arise between the seller and
buyer from a handful of issues related
to accounting policies. These issues
generally can be classified into six areas:
(1) cut-off; (2) liability, loss and asset
value estimates; (3) allocations; (4) taxes;
(5) disclosures; and (6) materiality.

Cut-off

Cut-off policies stop, or “cut-off,” the
collection of information used to prepare
financial statements. In this instance,

cut off applies to the time allowed to
collect information, say two weeks, in
order to prepare the current assets and
current liabilities for the net working
capital statements. Cut-off policies are
designed to identify, capture, record

and report economic activity in the
proper period, taking into consideration
practical limitations related to document
collection and the need for timely
information.

Cut-off is often a post-acquisition
problem because the seller and buyer
use different periods. The seller is often
required to prepare the preliminary net
working capital statement within a few
days after the date of sale. As such, the
seller’s usual cut-off policies are ignored
and the cut-off period is shortened.

As a result, more estimates are used

in an attempt to properly capture
information. Later, when the buyer
prepares their version of the net working
capital statement, the cut-off period is
extended using the seller’s customary
cut-off policy or another applied by the
buyer after the purchase. A longer cut-
off period may provide more accurate
information, but it can differ from the
estimates made in haste by the seller’s
staff. Therefore, current asset and current
liability balances differ between the seller
and buyer sometimes causing a dispute.
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Liability, Loss and Asset

Value Estimates

As stated earlier, the preparation and
reporting of the net working capital
statements by the seller and buyer
requires the use of estimates based

on judgment. Among other items,
estimated amounts in the net working
capital statements may include current
liabilities (e.g., accounts payable,
accrued liabilities), loss contingencies
(e.g., uninsured damage, litigation),
and current asset valuations (e.g., pre-
paid rent, allowance for uncollectible
accounts receivable, reserves for
obsolete inventory, impairment
reserves). Estimates of net working
capital accounts are determined at a
point in time using significant judgment
about expected actions to be taken to
achieve a predicted outcome of
uncertain future events.

“Estimates of net working
capital accounts are
determined at a point
in time using significant
judgment about expected
actions to be taken to
achieve a predicted
outcome of uncertain
future events.”
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Post-acquisition disputes arise when
the seller and buyer fail to adequately
identify, understand and agree on
significant estimates to be included
in the net working capital statements
and how they will be determined and
reported. For example, at the time the
seller prepares the statements, he/she may
believe, based on the information they
have or should have had at the time that
certain products in inventory are likely
to be profitably sold in the future. This
judgment includes assumptions about
future customer buying habits, marketing
programs to be used, technological
changes anticipated, competitor responses
known or anticipated, and sales force
performance. The seller may not believe
it is appropriate, and therefore may not
accrue, an estimate to record a reserve for
future losses. Using its own judgment,
different assumptions, and perhaps a little
hindsight, the buyer subsequently may
conclude that the same inventory is, and
was then, worthless and should have
been fully reserved on the date of sale.

Allocations

Allocations match revenue and expense
generating activities to the entity/
division/department actually earning
the revenue or receiving the benefit
from the expenditure. For instance,
expenses incurred by a corporate
holding company on behalf of a
controlled group (e.g., facilities lease
expenditures, insurance premiums paid,
financing costs, employee benefits)
might be allocated to members of the
group based on an estimate of usage.

In circumstances where a business is
sold and it was previously reported by
the seller as a division, segment, or part
of a consolidated group, there may be
elements of working capital that include
allocations of revenues and expenses that
should be considered by the seller and
buyer when preparing the net working
capital statements.

However, if the seller has not fully
informed the buyer about significant
allocations historically estimated and
reported by the seller in current assets
and current liabilities it is likely that
a dispute will ensue regarding the
appropriateness of including these items
in the purchase price adjustment. In most
cases, the seller will want to recover the
allocated amounts, particularly expenses,
because they represent estimates of
actual expenditures that will ultimately
benefit the buyer. Conversely, the buyer
has an incentive to minimize the seller’s
expense allocations and increase revenue
allocations to decrease the ultimate
sales price.
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Taxes

Tax assets and liabilities may or may
not be includable in net working capital
related to the sale. That is the first issue
to be addressed by the seller and buyer.
Tax matters can be complex and require
counsel from international, state and
local, employment, regulatory, federal
taxation and legal professionals. Similar
to the GAAP matters mentioned earlier,
management judgment is required

to elect tax positions and prepare

tax returns.

“Tax matters can be
complex and require
counsel from international,
state and local,
employment, regulatory,
federal taxation and legal
professionals.”

Due to the complexities, the
judgment involved and the high potential
for adverse consequences, the parties
will often initiate disputes over small
matters. This is because of the potential
involvement of third party regulators
(e.g-, IRS) in the resolution of most tax
related matters and the associated risk of
business and personal fines and penalties.
In severe cases, it may also result in civil
or criminal charges.

Disclosures

Even though financial statements
prepared and reported under GAAP
require footnotes for the reader, net
working capital statements prepared in
connection with a sale usually do not
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include these disclosures. Regardless

of whether footnotes to the statements
are used, the seller should disclose any
material information needed to read and
fully understand the preliminary net
working capital statement. Often the
items getting the most attention from
the buyer are related party transactions,
off-balance sheet liabilities and adverse
subsequent events. Therefore, the seller
should be exceptionally diligent about
transparency in these areas.

The big problem in this area is
when the buyer later finds the seller’s
disclosures insufficient or omitted
altogether. The resulting dispute centers
on the trustworthiness and reliability
of the seller. Therefore, the buyer
may believe the only way to discover
potentially important information is to
start a post-acquisition dispute because
they are unable to rely on the seller’s
disclosures and representations.

Materiality

Materiality as used in connection with
the sale of a business is not the same
as materiality used in the preparation
of financial statements. Therefore,

use of financial statement materiality
by the seller and buyer is typically
inappropriate. Materiality for the sale
and purchase of a business is defined
by what is important to the seller and
buyer. As a safe harbor, each party
should treat items as material if there
is a strong likelihood that the opposing
party might consider it important.
Therefore, the parties may need to
have a number of candid discussions
to get a sufficient understanding of
potentially important matters.

The determination of materiality
by each party always includes an
evaluation of monetary significance
(i.e., the dollar amount each party
believes would influence their decision-
making) and/or percentage magnitude
(i.e., the percent or ratio change
each party considers critical). These
are considered quantitative factors.
Materiality also requires the parties to
assess certain qualitative factors, such
as the honesty, integrity and reliability
of the other party.

“Materiality also requires
the parties to assess certain
qualitative factors, such
as the honesty, integrity
and reliability of the
other party.”

Disputes are created because the
parties fail to discuss and agree on
materiality for purposes of preparing
the net working capital statement.
Consequently, the buyer finds fault with
a number of items immaterial to the
seller’s preliminary net working capital
statement taken as a whole. A buyer
may dispute individual transactions, line
items, accounts, groups of accounts, or
the classification of balances.
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Avoiding Common Trouble Spots
Following is a list of a few items for
parties to consider when preparing
and presenting a net working capital
statement in connection with the sale
of a business to avoid common
accounting trouble spots:

1. Reach agreement on how net working
capital statements are to be prepared
by the parties. It may be prudent to
agree on items such as accounting
policies and estimation practices
to be used, including detailed
methodologies and formulas.

2. Clearly identify significant liability
accruals, loss contingencies, and
asset reserves and consider using
agreed-upon methods, formulas and
assumptions to evaluate and compute
these estimates.

3. Understand the seller’s cut-off
policies and agree to use a standard
cut-off policy after the sale.

4. Identify any allocations affecting
net working capital items and reach
agreement on the appropriateness
and methodologies to be used for the
preparation of the net working capital
statements in connection
with the sale.
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Identify and agree on the inclusion of
any tax assets and liabilities in the net
working capital statements prepared
for the sale. Engage professional
advisors and secure tax opinions for
important or controversial matters.

Identify and require the full and
complete disclosure of important
matters related to reading and
understanding the net working capital
statements. These are equivalent to
the footnotes required under GAAP
for financial statements. Consider
performing due diligence procedures
to determine the completeness and
appropriateness of disclosures. In
addition, expect that the disclosure

of internal accounting controls will
become more important in the future.

7. Consider joint access agreements

for the parties to have available any
critical records (e.g., financial books
and records), resources (e.g., key
accounting personnel) and tools (e.g.,
software applications) necessary

to prepare net working capital
statements.

Agree to specific quantitative
materiality thresholds for individual
and aggregated items to qualify

for dispute resolution (Note: It is
generally impractical to identify

all of the qualitative factors).e
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Reviving retail: Strategies for growth in 2009
Grant Thornton LLP’s newest white paper, Reviving retail: Strategies for
growth in 2009, highlights five key trends transforming the retail sector
and offers tips for capitalizing on these areas of growth.
The trends include:
e Buyers are choosing clicks over bricks.
e DPrivate-labels are gaining ground over name brands.
* Going green is bringing in the green.
e A loyal customer is your best customer.
e Improving processes lowers costs and boost customer satisfaction.

Download the white paper.

Navigating the Perils of FCPA Investigations in Emerging Markets
In Navigating the Perils of FCPA Investigations in Emerging Markets,
we provide a high-level overview of issues arising in FCPA investigations
in emerging markets, along with practical tips that will help companies
avoid potential liabilities.

Key areas covered in the paper include:
e Initial concerns: Defining fact-gathering

activities, staffing, and privilege issues
¢ Obtaining and reviewing records
e Compounded liability risks due to

international and domestic parallel proceedings

Want to know more? Download the white paper.

This Grant Thornton LLP document provides information and comments on current accounting issues and developments. It is
not a comprehensive analysis of the subject matter covered and is not intended to provide accounting or other advice with
respect to the matters addressed. This document supports Grant Thornton LLP's marketing of professional services, and

is not written accounting or tax advice directed at the particular facts and circumstances of any person or company. If you
are interested in the subject of this document, we encourage you to contact us or an independent accounting or tax adviser
to discuss the potential application to your particular situation. All relevant facts and circumstances, including the pertinent
authoritative literature, need to be considered to arrive at conclusions that comply with matters addressed in this document.

6 Focus on Forensics - May 2009

About Grant Thornton

Grant Thornton LLP is the U.S. member firm of

Grant Thornton International Ltd, one of the six global audit,
tax and advisory organizations. Grant Thornton International
Ltd and its member firms are not a worldwide partnership,
as each member firm is a separate and distinct legal entity.

About this newsletter

Grant Thornton LLP's multidisciplinary Economic Advisory
Services group effectively and efficiently solves complex
business, regulatory and litigation-related issues. Our customized
solutions protect client interests and build long-term value.

Focus on Forensics is published periodically by

Grant Thornton LLP. We hope that you will find this newsletter
informative and that you look to Grant Thornton's professionals
as reliable and valuable resources for your business solutions.

For additional information regarding our services or issues
discussed in this newsletter, please contact one of our
Economic Advisory Services professionals.

Larry Redler

National Partner-in-Charge
T816.412.2426

E Lawrence.Redler@gt.com

Douglas Anderson

Principal, National Forensic Technology Services Practice Leader
T 305.381.7540

E Douglas.Anderson@gt.com

Neil Beaton

Partner, National Valuation Services Practice Leader
T 206.398.2487

E Neil.Beaton@gt.com

William Olsen

Principal, National Investigative Services Practice Leader
T 703.847.7519

E William.Olsen@gt.com

Bradley Preber

Partner, National Litigation Consulting Services Practice Leader
T602.474.3440

E Brad.Preber@gt.com

Jim Schmid

Director, National Construction Advisory Services Practice Leader
T 248.233.6910

E Jim.Schmid@gt.com

David Wedding

Partner, Southeast Region Advisory Services Practice Leader
T 704.632.6787

E Dave.Wedding@gt.com

For additional information about our services,

locations or advisory professionals, visit us at
www.GrantThornton.com/advisory. To subscribe

to this newsletter or other Grant Thornton publications,
please visit us at www.GrantThornton.com/subscribe.

© May 2009 Grant Thornton LLP
All rights reserved
U.S. member firm of Grant Thornton International Ltd



