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What is Net Working Capital and how it impacts M&A transactions 

Net Working Capital (NWC) in M&A transactions is like a guest who arrives late to a party and can become 

the center of attention quickly, unless your banker or advisor has discussed this with the buyer or investor 

during the Term Sheet negotiation stage.  As investment banking advisors, we help our clients understand 

and navigate what NWC is and how it impacts transaction purchase price so that there are no late surprises 

during the process. Per SRS, 2021 Deal Study, over 80% of deals include a post-closing working capital 

adjustment and hence NWC is an important economic aspect of a transaction. 

 

What is Net Working Capital? 

Working Capital (WC), an accounting term, is a measure of the short-term liquidity of a business and its 

ability to meet short term obligations as well as finance ongoing operations.  WC is the difference between 

Current Assets and Current Liabilities on the company’s Balance Sheet: 

 

Net Working Capital (NWC) excludes Cash as well as short term and current portion of Debt from the 

calculation of Working Capital: 

 

 

Current Assets commonly include Cash, Short Term Investments, Accounts Receivable, Inventory and 

Prepaid Expenses, while Current Liabilities generally constitute Accounts Payable, Accrued Expenses, 

Deferred Revenue and Short Term/Current Portion of Debt. 
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Illustration of NWC Calculation  

Balance Sheet (Assets & Liabilities) 

Assets   Liabilities  

Current Assets   Current Liabilities  

Cash & Cash Equivalents 1,000  Accounts Payable 100 

Accounts Receivable 350  Deferred Revenue 200 

Inventory 250  Current Portion of LT Debt 100 

Total Current Assets 1,600  Total Current Liabilities 400 

Long-Term Assets   Long-Term Liabilities  

Property, Plant & Equipment (PP&E) 500  Long-Term (LT) Debt 500 

Goodwill 100    

Total Long-Term Assets 600  Total Long-Term Liabilities 500 

Total Assets 2,200  Total Liabilities 900 

 

Net Working Capital  - 

Current Assets 1,600 

(-) Current Liabilities 400 

Working Capital 1,200 

(-) Cash & Cash Equivalents 1,000 

(-) Current Portion of LT Debt 100 

Net Working Capital 100 

The definition of NWC (i.e., what items are included or excluded in the calculation) is an important element 

of negotiations between the parties in M&A transactions.  As explained below, the NWC definition will impact 

the Purchase Price as well as the value that ultimately accrues to the seller.  We advise our clients during the 

negotiations of NWC what is reasonable and acceptable ask given the nature of our client’s business and the 

transaction. 

Importance of NWC in M&A Transactions 

NWC, and not WC, is the commonly used metric in M&A transactions for the specific reason that most M&A 

deals are structured as “zero cash, zero debt”.  In other words, the seller is expected to deliver the business 

to the buyer on the day of closing with zero cash and zero debt (short term and long-term borrowings) on 

the balance sheet.   
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The zero cash, zero debt deal structure allows the buyer to conduct a valuation of the seller’s business 

without the vagaries of cash balances and the risks of loans and borrowings of the acquired company.  To 

reiterate, the valuation (Purchase Price) of the seller’s business as determined by the buyer in the above 

structure excludes cash and debt.  The buyer ideally working with the seller jointly analyze the historical 

Balance Sheets of the company and determines a normalized Balance Sheet, which is used in the working 

capital calculation. 

In reality, the balance sheet conveyed by the seller to the buyer on the day of closing is likely quite different 

from the normalized balance sheet assumed by the buyer in its Purchase Price determination. Therefore, the 

NWC, cash and debt conveyed by the seller to the buyer has important implications on the eventual Purchase 

Price and is subject to adjustments post close.   

 

Closing Balance Sheet and NWC Impact on Purchase Price 

The following assumes a zero cash, zero debt deal structure. 

• Impact of Cash: Purchase Price is increased dollar for dollar by the amount of cash conveyed by the 

Seller to the buyer on the closing day Balance Sheet. 

• Impact of Debt: Debt is almost always paid off by the seller on or prior to the closing date.  If debt is 

conveyed to the buyer, then the Purchase Price is decreased dollar for dollar by the amount of debt. Note 

that in almost all transactions, the buyer will have the debt obligation be extinguished at closing and 

lender may not allow debt to transfer upon change of control either. 

• Impact of NWC: Purchase Price is either increased or decreased dollar for dollar by the amount the NWC 

conveyed to the buyer is higher or lower respectively than the normalized NWC determined for the 

transaction.  Additional details below. 

The mechanism for determining the Purchase Price adjustment for NWC is not as straightforward as that for 

Cash or Debt adjustments.  The methodology is typically as follows: 

• The parties determine the normalized or “Target NWC” based on analysis of historical or projected 

Balance Sheets of the business.  Typically, the average or median NWC of the last twelve months (LTM) 

is used as the target NWC, although there could be other ways to calculate this number based on the 

nature of the seller’s business.  The Target NWC becomes the benchmark against which to compare the 

actual NWC on the closing date. 

• The actual NWC conveyed to the seller as of the closing date is determined either on the date of closing 

or sometime after.  If the closing date NWC is higher than the Target NWC, then the Purchase Price is 

increased by such difference.  If the closing date NWC is lower than the Target NWC, then the Purchase 

Price is decreased by such difference. 
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Illustration of Purchase Price Adjustment 

 Target 
Scenario 1 

Closing Date 
Scenario 2 

Closing Date 

Net Working Capital 100 150 50 

Purchase Price Adjustment  50 (50) 

Original Purchase Price 1,000   

Purchase Price with NWC Adjustment  1,050 950 

The rationale for the above Purchase Price adjustment is that higher NWC provides additional 

liquidity/capital to the buyer (e.g. higher Accounts Receivable or Inventory) while lower NWC imposes 

greater capital obligations on the buyer (e.g. higher Accounts Payable). 

The NWC adjustment to Purchase Price serves as a safety net to buyers against unusual changes in the 

financial operations of the seller.  For example, a seller may be inclined to aggressively collect customer 

receivables prior to deal closing to convert A/R into cash and pull it out of the company or pay off debt.  

Alternatively, the seller may delay payment to its employees or vendors, thereby increasing payables.  In 

either case, the NWC mechanism will reduce the Purchase Price and the parties will come out even.  Another 

subtler point is that it benefits the seller to leave unused cash on the balance sheet at closing and increase 

the Purchase Price by the excess cash; the incremental capital gains tax to the seller from the increase in 

Purchase Price is lower than the incremental ordinary income tax the Seller would pay from receipt of the 

cash as a dividend distribution. 

Allied professionals have significant experience working with clients to optimize, negotiate and resolve net 

working capital issues in transactions.  Please contact us for additional information. 

 

Allied Advisers: Investment Banking for Technology Companies and Investors 

Ravi Bhagavan is Managing Director with Allied Advisers, a global technology-focused boutique advisory firm 

focused on investment banking for entrepreneurs and investors. The Silicon Valley-based firm, with a 

presence in Los Angeles, Israel and India, serves entrepreneurs and investors of technology growth 

companies globally on strategic advisory including M&A and capital raises. Allied Advisers bankers have 

completed technology transactions globally for clients with Fortune 50 buyers and top tier Private Equity 

firms.  Contact: info@alliedadvisers.com 
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