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During a transaction, efforts need to be made to evaluate the level of working
capital sufficient to sustain current operations of the business. This is necessary
because a buyer allocates value to the enterprise value of the business, and also
requires the seller to deliver an amount as working capital.

Working capital is defined as current assets less current liabilities, and is a
measure to evaluate the short-term health of the company, or the ability to pay
upcoming commitments. This is easy enough to calculate on paper, but the number can
be misleading if upcoming cash inflows and outflows aren’t property accounted for.
For example, if the receivable associated with a recent sale transaction isn’t
properly recorded, working capital will be understated. Although this would be
beneficial to the buyer in that they would receive the future benefit, proper
evaluation of working capital is crucial to the day-to-day operation of business. In
the case of failing to record a future payable, this will overstate the calculation,
causing a cash outflow to the buyer that would have otherwise been taken into
account within the working capital considerations. In a company with tight cash flow
requirements, this could become disastrous.

As part of a transaction, the buyer will often wait 90 to 120 days after closing of
the transaction until making a final determination of the amount of working capital
required by the business. By this time, most of the accounts will be closed and
operating transactions can be identified. Once a final working capital number is
decided upon, it is compared to preliminary figures, and any adjustment is made as
needed in the form of cash due to or from the buyer. In anticipation of these
adjustments, a holdback of funds is often requested by the buyer.

Schneider Downs has extensive experience in providing due diligence services.  Contact us to learn
more about how Schneider Downs can help you and visit our Business Advisory services webpage to

learn about the other advisory services that we offer.

You’ve heard our thoughts… We’d like to hear yours

The Schneider Downs Our Thoughts On blog exists to create a dialogue on issues that are
important to organizations and individuals. While we enjoy sharing our ideas and insights, we’re
especially interested in what you may have to say. If you have a question or a comment about
this article – or any article from the Our Thoughts On blog – we hope you’ll share it with us.
After all, a dialogue is an exchange of ideas, and we’d like to hear from you. Email us at
contactSD@schneiderdowns.com.

Material discussed is meant for informational purposes only, and it is not to be construed as
investment, tax, or legal advice. Please note that individual situations can vary. Therefore,
this information should be relied upon when coordinated with individual professional advice.
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