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By Jay Richardson

Financial statements¹ are integral to a business transaction and 
are referred to frequently in transaction documents. Many of 
those agreements also refer to generally accepted accounting 
principles (GAAP).² GAAP is not fully understood even by 
accountants. Indeed, one prominent local CPA told the author 
that asking what the meaning of life is might be an easier ques-
tion to answer than what is GAAP. Thus, it is not surprising 
that the author has seen a wide variety of references to GAAP 
in transaction documents. Though many transaction lawyers 
refer to GAAP in their documents, they may not fully under-
stand its meaning, scope, and implications. In short, there may 
be a GAAP “gap” in transaction documents. This article pro-
vides guidance to attorneys whose transaction documentation 
involves references to financial statements and financial state-
ment standards such as GAAP. 

A brief overview of GAAP 
Financial reporting standards is the language that communicates 
key financial information. If financial statements are prepared 
following GAAP, then the user can compare an issuer’s finan-
cial performance (i) year-over-year and (ii) with another issuer’s 
financial statements. GAAP financial statements provide a level 
of credibility to an issuer’s financial statements. GAAP must 
be followed when an issuer distributes its financial statements 

outside of the issuer. (In this article, “user” refers to any outside entity 
or person that receives financial statements, such as government, a buyer, 
lender, or landlord; and “issuer” refers to the entity that issues the finan-
cial statements such as a seller, borrower, or tenant.) 

The Financial Accounting Standards Board (FASB) – along with 
the Securities Exchange Commission (SEC) for public compa-
nies – determines GAAP. GAAP is not static. Standards evolve 
as the FASB and SEC explore new ways to improve the under-
standability of financial statements for users. 

Bridging the GAAP:  
Understanding references to Generally Accepted Accounting 

Principles in business transaction documents

• Financial statements are referred to frequently in business 
transaction documents.

• Business transaction documents often contain references 
to GAAP without both sides understanding what GAAP 
means to the financial statements issuer. 

• A key GAAP principle is adherence to the issuer’s adopt-
ed accounting method; however, accounting method can 
be changed if it improves the clarity of the financial state-
ments.

• Understanding a client’s current accounting practices and 
their impact on transactions is essential before referenc-
ing GAAP in transaction documents.

Bridging the GAAP: Key Takeaways
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A key GAAP principle is “consistency,” which means that once 
an issuer adopts an accounting principle or method, the issuer 
must continue to follow it. The issuer can change an accounting 
method if the new method improves the understandability of 
the financial statements. 

If a privately held entity communicates only with its owners 
and management, financial reporting that employs GAAP stan-
dards is not required. Indeed, most issuers do not follow every 
GAAP standard. However, GAAP may be required by a user as 
discussed below. 

GAAP and CPAs 
An issuer can prepare GAAP-based financial statements in 
Oregon without the assistance of an independent CPA. A CPA 
can be hired to compile GAAP-compliant financial statements 
or “attest” to the issuer’s financial statements. Attested financial 
statements will be either audited or reviewed. 

Audited financial statements provide the best assurance that the 
issuer’s financial statements are materially accurate. An audit 
also considers the issuer’s internal accounting controls and may 
identify material weaknesses or significant deficiencies in those 
controls. An audit opinion letter will read something like this: 

“The financial statements present fairly, in all material respects, the 
financial position of issuer as of December 31, 20XX, and the results 
of its operations and its cash flows for the year then ended in accordance 
with GAAP...” 

Reviews provide limited assurance on the issuer’s financial state-
ments. Reviews rely upon the CPA’s inquiry of company man-
agement, and the performance of analytical procedures applied 
to financial data. These procedures are significantly less in scope 
than the substantive testing that is performed in an audit. As 
such, in a review, a CPA is less likely than in an audit to identify 
missing or inaccurate amounts in the financial statements. If 
financial statements are reviewed, the CPA’s letter will say: 

“Based on our review, we are not aware of any material modifications 
that should be made to the accompanying financial statements in order 
for them to be in accordance with GAAP.” 

Compiled financial statements (write-ups) provide no assurance 
on the issuer’s financial statements. The CPA is obligated to 
investigate any obvious GAAP departures. There is very little 
CPA attestation of compiled financial statements. 

In an audit or a review, the CPA’s opinion is limited by a materi-
ality standard. In an audit, the CPA is opining that the financial 
statements “fairly present” the issuer’s financial condition; but 
does not promise accuracy. Audited, reviewed, and compiled 

financial statements are not a guarantee that an issuer’s financial 
statements are free from fraud, errors, or omissions. Users are 
always encouraged to read the CPA’s “opinion letter” carefully.

GAAP in transaction documents 
Because GAAP has meaning to the accounting profession, the 
parties should avoid any language that departs from that mean-
ing. The author recommends the parties consider this simple 
GAAP representation: 

“Issuer represents that their financial statements were prepared in accor-
dance with GAAP.” 

If the transaction has international components, and the par-
ties want United States GAAP (as opposed to, for example, 
Japanese GAAP), the parties can add “United States” before 
GAAP. Often, however, lawyers are tempted to expand a GAAP 
reference. Some believe that such a simple sentence will not 
adequately protect the user. The author suggests that “more” is 
not necessarily “better,” as can be seen from the following real-
world examples: 

Example 1: 
“The financial statements have been prepared in accordance with 
GAAP in effect from time to time and consistent with the past financial 
practices of the company, and accurately state in all material respects the 
financial condition of the company consistently applied as of the dates 
thereof, and the cash flows and results of operations of issuer, for the peri-
ods related thereto.” 

Two parts of this representation are redundant (“from time to 
time” and “consistently”). The most glaring issue is that the 
representation asks the issuer to warrant that their financial 
statements are “accurate in all material respects.” GAAP only 
requires that the financial statements “fairly present” the issuer’s 
financial condition; “fairly present” does not mean “accurate.” 
Combining “GAAP” and “accurately” in this example may lead 
to disputes. 

The preceding example was a major restatement of the recom-
mended GAAP representation. Sometimes the parties attempt 
minor modifications to a GAAP representation. Even minor 
modifications to “GAAP” can obscure GAAP’s meaning:

Example 2: 
“The financial statements shall be prepared on an accrual basis, and 
shall be in accordance with GAAP.” 

Accrual accounting is already part of GAAP.³ Does this sentence 
imply that accrual accounting is the only part of GAAP with 
which the issuer must comply?
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Example 3: 
“GAAP means United States generally accepted accounting principles 
as of the date of this Agreement.” 

By adding the phrase “as of the date of this Agreement,” the 
parties have opened up the possibility that GAAP as it existed in 
prior periods is no longer valid for existing financial statements. 
Did the parties intend that prior financial statements be restated 
to comply with GAAP “as of the date of this Agreement”? 

Example 4: 
“GAAP means generally accepted accounting principles and practices set 
forth in the opinions and pronouncements of the Accounting Principles 
Board and the American Institute of Certified Public Accountants and 
statements and pronouncements of the Financial Accounting Standards 
Board.” 

The FASB replaced the APB in 1973. While a few opinions of 
the APB still exist, most have been replaced, restated, or amend-
ed by the FASB. The AICPA does not issue GAAP. 

Example 5: 
“Issuer’s financial statements shall comply with GAAP or with such 
other financial reporting standards as may be approved by a significant 
segment of the accounting profession that are applicable to the circum-
stances as of the date hereof.” 

Outside the U.S., International Financial Reporting Standards 
(IFRS) is the recognized financial reporting standard. Does this 
sentence allow the issuer to choose elements of GAAP and IFRS 
most beneficial to it? The parties should choose just one report-
ing standard; as of today, GAAP is the standard in the US. 

Example 6: 
“Each accounting term not otherwise defined in this Agreement has the 
meaning assigned it in accordance with GAAP.” 

Some transaction documents use terms such as “adjusted net 
worth” that are not defined in GAAP. If the document uses a 
phrase that is not a GAAP term, then the agreement should 
define the term or only use GAAP terms. 

Recommendations for issuers 
General. Issuers usually do not follow GAAP because their non-
GAAP financial statements are adequate for their internal deci-
sion-making needs. Many users make a GAAP representation 
without understanding its ramifications. For issuers being asked 
to comply with GAAP, the author urges caution on making 
such representations if their financial statements do not comply 
with GAAP. If a user expecting GAAP financial statements finds 
undisclosed non-GAAP issues, a dispute may arise. Some of the 
more common areas of dispute involve environmental  

remediation costs, undisclosed contractual obligations, and 
overstated accounts receivable and inventory. 

Alternate language. Rather than making the GAAP representa-
tion recommended above, an issuer instead may offer one of 
the following representations, depending on which one fits the 
transaction: 

“The financial statements have been based upon and are consistent with 
the information contained in issuer’s records and, to the best of issuer’s 
knowledge, are materially accurate.” 

“To the best of issuer’s knowledge, the financial records of the issuer used 
to prepare the financial statements: (i) have been maintained in accor-
dance with sound business practices, (ii) are stated in reasonable detail 
and reflect actual bona fide transactions of issuer in all material respects, 
(iii) constitute the basis for the financial statements and (iv) have been 
consistently applied unless the new method in some way improves report-
ed financial results and position of issuer.”

Many users resist a complete disclaimer, but it never hurts to 
add:

“The financial statements were not prepared in a manner that complies 
with any published guidelines of any regulatory or professional body or 
with GAAP.” 

Issuers should never represent that their financial statements are 
complete, accurate, or correct. 

EBITDA. Users often rely upon earnings before interest, taxes, 
depreciation, and amortization (EBITDA) in making business 
valuation determinations. An issuer needs to pay close atten-
tion to the quality of EBITDA components given to a user. 
For example, inventory is a material asset for some issuers. If 
the issuer does not perform regular inventory observations and 
make adjustments using GAAP, the issuer should perform an 
inventory observation before providing financial information to 
the user. Write-offs of missing or unusable inventory by the user 
after the sale might be significant. 

Purchase price adjustments. Financial statements are usually 
required in transactions where the purchase price is based on 
data from the issuer’s post-closing financial performance. If 
the documentation states that the user will prepare the finan-
cial statements under GAAP, and the internal statements are 
not GAAP compliant, the issuer should consider adjusting its 
internal records to GAAP as soon as possible before closing. 
Otherwise, any differences between the user’s internal financial 
statements and the GAAP statements prepared by the user 
could cause negative adjustments to the purchase price. 

Knowledge qualifier. If the user insists on referring to GAAP 
and the issuer believes in good faith that its financial statements 
comply with GAAP, the issuer may try to add a knowledge  
qualifier (“To the best of issuer’s knowledge,”) as shown above. 
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When a GAAP demand is not negotiable. If the user insists 
upon a GAAP representation, the issuer will have to bring its 
financial statements into compliance with GAAP. In that case, 
the parties should agree on a CPA to make a GAAP study. A 
mutually agreed-upon CPA can prevent the issuer from paying 
for a study by the issuer’s CPA only to find that the user wants 
to hire its own CPA to do the same analysis. 

Post-closing financial statements. Most financial statements 
are issued as of the end of the issuer’s fiscal year. If a transaction 
closes after year-end, users often demand the short-period finan-
cial statements be compliant with GAAP. If the issuer cannot 
represent that its short-period financial statements comply with 
GAAP, the issuer may want to use the following language: 

“Issuer represents that (i) its year-end financial statements were prepared 
in accordance with GAAP, and (ii) there has not been a material 
adverse change in its financial condition following issuer’s fiscal year.”

Recommendations for users 
Understand what you are asking for and why. In any transac-
tion involving financial data, the user should decide if GAAP 
produces a number that is more meaningful than a non-GAAP 
number. An issuer may have valid business reasons to depart 
from GAAP; non-GAAP financial statements may provide more 
meaningful financial information. For example, GAAP might 
not yield the best value of inventory or property because these 
items are recorded at cost. For issuers who follow GAAP, the 
issuer’s management may have made many significant estimates 
about financial items such as inventory, accounts-receivable 
reserve, and incurred but not reported medical claims. A user 
insisting on GAAP should understand what those estimates are 
and how they were derived. 

No guaranty. Not every company that uses non-GAAP practices 
has legitimate reasons. Some issuers avoid GAAP to hide prob-
lems with their financials or to otherwise mislead users. That 
said, complying with GAAP is not a guaranty that an issuer’s 
financial statements are free from fraud, errors, or omissions. 
Even if an issuer does not follow GAAP, it does not necessarily 
mean that its financial reports are “wrong.” 

Targeted GAAP. If a user has interest in a particular financial 
component of the issuer, rather than requiring the issuer to 
represent that their financial statements comply with GAAP, the 
user may consider requiring GAAP only for specific items: 

Accounts receivable and cash. “Issuer’s accounts receivable are cur-
rent and collectible net of the reserves therefore shown on the financial 
statements (which reserves are calculated in accordance with GAAP). 
Cash-on-hand shall include all cash and cash equivalents, determined in 
accordance with GAAP.” 

Valuation of stock. “Corporate securities owned by issuer for which 
there is no established trading market shall be valued in accordance with 
GAAP.” 

Labor costs. “The cost of all labor, employment benefits and taxes related 
thereto shall be charged as gross operating expenses and shall be accrued 
in accordance with GAAP.”

EBITDA. “EBITDA means earnings before interest, taxes, deprecia-
tion, and amortization determined in accordance with GAAP.” 

Summary 
Transaction documents often contain references to GAAP with-
out both sides understanding what GAAP means to the finan-
cial statements of the issuer. An inappropriate or misunderstood 
use of GAAP can lead to ambiguities, hard feelings, and even 
litigation. Understanding a client’s current accounting prac-
tices and their impact on the transaction are paramount before 
including any reference to GAAP in a transaction document. 
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Footnotes 
1. The four main financial statements are: statement of financial position (balance sheet), 

profit and loss statement (income statement or results of operations), statement of cash 
flows, and statement of retained earnings. 

2. Many countries use IFRS because they believe that IFRS offers greater understandability 
of financial statements than GAAP. Eventually, IFRS may converge with GAAP. 

3. The accrual method of accounting recognizes revenue before cash is collected. Most 
small businesses do not want to recognize income before cash is collected.


