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Tips for Optimal Quality

Sound Quality
If you are listening via your computer speakers, please note that the quality 
of your sound will vary depending on the speed and quality of your internet 
connection.

If the sound quality is not satisfactory, you may listen via the phone: dial 
1-877-447-0294 and enter your Conference ID and PIN when prompted. 
Otherwise, please send us a chat or e-mail sound@straffordpub.com immediately 
so we can address the problem.

If you dialed in and have any difficulties during the call, press *0 for assistance.

Viewing Quality
To maximize your screen, press the ‘Full Screen’ symbol located on the bottom 
right of the slides. To exit full screen, press the Esc button.
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Continuing Education Credits

In order for us to process your continuing education credit, you must confirm your 
participation in this webinar by completing and submitting the Attendance 
Affirmation/Evaluation after the webinar. 

A link to the Attendance Affirmation/Evaluation will be in the thank you email 
that you will receive immediately following the program.

For additional information about continuing education, call us at 1-800-926-7926 
ext. 2.
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Program Materials

If you have not printed the conference materials for this program, please 
complete the following steps:

• Click on the link to the PDF of the slides for today’s program, which is located 
to the right of the slides, just above the Q&A box.

• The PDF will open a separate tab/window.  Print the slides by clicking on the 
printer icon.

Recording our programs is not permitted. However, today's participants can 
order a recorded version of this event at a special attendee price. Please call 
Customer Service at 800-926-7926 ext.1 or visit Strafford’s website 
at www.straffordpub.com.
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For buyers of private companies whose information about a target is inevitably imperfect, 
protection against misrepresentations/omissions by sellers is crucial. There are a couple of 
key concerns with relying solely on the indemnification provisions and R&W insurance: 
(1) R&W insurers are extremely busy at the moment given the historic amount of dealmaking, so it 

may not be possible to get a R&W insurance policy on favorable terms or within the required timeline 

(2) Sellers often insist on numerous limitations to the indemnification provisions, which can 
significantly reduce the benefit of such indemnity

Supplemental Protections for Buyers:
• Purchase price adjustments

• Earnouts/contingent consideration

• Escrows, holdbacks and other security

• Setoff rights

• Inventory and accounts receivable audits/adjustments

• Specific provisions for asset deals

• Specific performance and claims for fraud
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How to Supplement an Indemnity from 
the Seller or RWI Policy



Purpose is to Align to Actual Amounts at Closing:

• Most acquisition agreements contain provisions allowing for adjustments to the purchase price at 
closing and again after closing, particularly in the form of net working capital adjustments.

• The idea is to reconcile the “target” or “peg” figures at the time of signing with the target’s actual 
figures at closing.

• Buyers want to make sure they get what they pay for, without any surprises.

Different from an Earn-Out:

• Parties agree on the purchase price at signing and use the purchase price adjustment to 
ensure that the expected value is delivered at closing.

• On the other hand, earn-outs are post-closing oriented. Earn-outs allow buyer and seller to 
bridge the gap between different future expectations for the target company’s performance.

Purchase price adjustments can be limited in a variety of ways to protect buyers, including 
collars or even one-way adjustments (e.g., downward adjustments only).

Purchase Price Adjustments
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Net working capital adjustments (the most common type) work by allowing the parties to 
“true up” the net working capital component of the purchase price, which is typically 
estimated at signing and again at the time of closing, with the actual amount of the target 
company’s net working capital at the time of closing calculated after the closing date.

• Current assets and current liabilities are often defined in detail based on the target company’s 
specific financials and accounting practices.

In addition to working capital, other financial components such as cash, indebtedness and 
transaction expenses can be incorporated in the purchase price adjustment.
Purchase price adjustments can be subject to a de minimis threshold and/or a collar, or 
the adjustments can otherwise be on a pure “dollar-for-dollar” basis.
Typically, you will see a two-part adjustment:

• First, there will be an adjustment made at closing. The seller will prepare the calculation of the 
adjustment and deliver it a few days prior to closing.

• Second, there will be an adjustment made after closing. The buyer typically prepares the 
calculation of such adjustment and delivers it to seller 60 to 90 days after closing.

Accounting Principles: GAAP v. specific principles (e.g., specified modifications, 
consistent with past practices, etc.)

Purchase Price Adjustments (Cont.)
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Key Drafting Considerations for Purchase Price Adjustments:

• Clear definitions of the financial components of the purchase price adjustment.

• Consistent calculations between target amount and the actual closing amount (consider 
attaching a sample calculation).

• Clear accounting principles attached to the purchase agreement.

– Consider seasonal or other fluctuations relevant for the target company, as well as impacts of 
COVID on calculations.

• Consider the appropriate response times for providing the post-closing information (and any 
response thereto).

• Consider how the purchase price adjustment will relate to other provisions (e.g., set-offs).

Dispute Resolution: In a stalemate, independent accountants will resolve disputes.

• Scope of the independent accountant’s review – typically just disputed items.

• Clearly address allocation of the independent accountant’s fees among the parties.

Purchase price adjustment provisions are extremely common – they appeared in 95% of 
private target M&A deals in 2018-2019. 

Purchase Price Adjustments (Cont.)
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Contingent consideration serves as a risk-allocation mechanism whereby the buyer and seller can 
bridge the gap between different expectations for the performance of the target business post-closing. 
We are going to discuss how contingent consideration can relate to indemnification provisions.

• Earnouts – payments with respect to a target company that are contingent on the target achieving 
certain post-closing milestones, which are often tied to revenue or EBITDA targets.

• Buyer stock – stock of the buyer can be deal consideration, with or without cash consideration.

• Seller notes/paper – buyer issues subordinated promissory notes to seller with payments in 
installments over time, with interest.

The purchase agreement can require that sellers forfeit non-cash transaction consideration in order
to satisfy indemnification obligations to the buyer.

The source of the buyer indemnifiable losses often dictates how buyers want to be indemnified:

• 1) Buyer-discovered issues with the target company – since the buyer does not have to 
come out of pocket to a third party for such damages, these issues lend themselves to 
indemnification with non-cash transaction consideration in order to address the diminished 
value of the target company to the buyer.

• 2) Third party claims – since the buyer has to satisfy such claims in cash to the third party, 
buyer prefers that such indemnification claims are satisfied in cash (rather than non-cash 
transaction consideration).

Earnouts/Contingent Consideration
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Valuation of non-cash transaction consideration for purposes of satisfying buyer indemnification 
claims:

• Earnouts: Not buyer’s ideal choice to satisfy a current indemnification claim when the underlying post-
closing milestone has not yet been achieved, because the seller may not actually receive the future 
earnout payment (rendering it worthless). Consider cash as a secondary recourse if the earnout milestone 
is ultimately not met.

• Buyer stock: for purposes of satisfying indemnification claims, consider if the value of the buyer stock 
should be fixed or floating based on the then-current FMV (or some hybrid of the two, such as the better 
or worse of the two). Also, buyer will want to ensure that transfer of such stock is restricted by adding the 
appropriate legend on the stock certificates so that the stock is available for satisfying indemnification 
claims.

• Seller paper: the main point to consider here is the impact of cancellation of indebtedness income. As is 
the case with all consideration-related deal aspects, be sure to consult tax advisors.

Order of priority if there are multiple forms of non-cash transaction consideration:

• Buyers prefer to be able to choose which form of transaction consideration to cancel first. Alternatively, 
clearly sequence them in order of liquidity/certainty (most liquid/certain first).

• Be careful, as sellers could turn buyer’s arguments against buyer in negotiations to argue for different 
sequencing or even to argue against the amounts or types of non-cash transaction consideration paid.

Earnouts/Contingent Consideration (Cont.)
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There are two main types of escrows: (1) purchase price adjustment escrows and (2) indemnity 
escrows. Indemnity escrows are becoming less common or have been reduced to smaller amounts with 
the increasing popularity of rep & warranty insurance, but indemnity escrows remain a good alternative. 
The terms of escrows are often highly negotiated, and such terms include:

• Percentage of the purchase price that is placed into an escrow 

• Length of time after closing that such funds remain in escrow (a staggered release is often a way to bridge the 
gap). Often, completion of the first post-closing audit and tax return serves as a reference point in negotiations.

• The relationship with any rep & warranty insurance policy and the source of recourse for claims.

• Whether or not there will be escrowed funds tied to any stand-alone indemnities (e.g., environmental, taxes, 
etc.).

Other less common alternatives include:

• If escrow fees are a concern in a deal with a very small transaction value, the buyer may hold 
back some of the purchase price itself to satisfy indemnification claims and serve as the 
escrow agent. This approach may lead to seller notes instead, in order to provide more structure.

• It is possible, but often much more complex, for sellers to post letters of credit to satisfy their 
indemnification obligations to buyer. 
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Escrows, Holdbacks and Other Forms of 
Security



As discussed above in connection with earnouts, buyer should push for a contractual right 
that allows it to set-off amounts otherwise payable from seller under an indemnity or other 
post-closing obligations against future payments owed by buyer to seller. Such future 
payments from buyer to seller may include: 

• Promissory note or deferred payment,

• Earnout/contingent payment, or

• Payment under a commercial agreement, such as a supply agreement or transition services 
agreement.

Things to consider:

• When can the buyer invoke its set-off right? For a certain amount of time or only during certain 
periods (e.g., during certain earnout periods)?

• Mechanics (e.g., notice with all details) for buyer to exercise set-off rights.

• Would a default by the buyer with respect to prior payments cancel the set-off right? 

• Dispute resolution. Consider holding disputed amounts in separate account pending resolution.

Set-Off Rights
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Inventories are particularly relevant for certain companies (e.g., manufacturing and distribution
companies), so buyer should take precautions to ensure that the amounts and qualities of the target 
company’s inventories are accurate. 

This can be done by including mechanics for a physical inventory audit. The following considerations 
are important in the context of such an audit:  

• Consider engaging an outside industry expert appraiser

• Determine which inventories are obsolete, damaged or otherwise unsaleable

• Consider COVID-related difficulties in conducting the audit

• Timing of audit – pre-closing or soon after closing (e.g., within 90 days)

– If done post-closing, set aside a portion of the purchase consideration until the audit is 
complete

• Dispute resolution mechanism similar to purchase price adjustment dispute resolution 
mechanism

• Avoid double counting – consider interplay of inventory provisions with purchase price (i.e., 
inventories fall under current assets in working capital) and reps & warranties related to 
inventories

Inventory Adjustments
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In a case where the A/R of the target company fall under any of the red flags below, buyer should take 
precautions to protect itself in the event the A/R are not collected: 

• Target company is small or growing rapidly, such that A/R makes up a large portion of its overall value

• Few very large A/R

• A/R are substantially aged

• Lack of history of A/R collections to evaluate

Buyer can protect itself by including a forced repurchase provision. The following considerations are 
important in the context of such a provision:  

• If any A/R not collected, buyer can “put” such A/R back to seller 

• Defined time period of the put right is usually 90-180 days post-closing

• Important to clarify the valuation amounts, as the A/R should be put back at stated value, less any reserves for 
uncollectible accounts applicable to such A/R

• Efforts standard – consider if buyer has to use “reasonable efforts, consistent with past practice” or some other 
standard to collect A/R during the put right period

• Avoid double counting – consider interplay of A/R provisions with purchase price (i.e., A/R fall under current assets 
in working capital) and reps & warranties related to A/R

– Seller may request that uncollectible A/R written off in NWC are assigned to seller, but the risk to the buyer is
that the seller aggressively tries to collect such A/R and damages target company customer relationships

Accounts Receivable Adjustments
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In an asset deal*, seller’s indemnification of buyer for “excluded liabilities” provides additional buyer 
protection beyond regular R&W indemnification. Excluded liabilities, which remain the seller’s 
responsibility following the transaction, typically include:

• Liabilities related to the pre-closing period

• Liabilities related to excluded assets (i.e., assets that the buyer is not acquiring in the transaction)   

Key considerations with respect to excluded liabilities in an asset deal:

• There is typically no indemnification deductible or threshold for excluded liabilities, as such 
liabilities are entirely seller’s responsibility

• Excluded liabilities may be explicitly excluded from the overall indemnification cap, although 
this is spelled out less often

• A separate indemnification cap for excluded liabilities may be negotiated, but it is typically higher 
than the cap for R&W claims

• Indemnification periods for excluded liabilities are often unlimited, but in any event will typically 
be longer than the indemnification period for R&W claims

Subject to “wrong pocket” provisions, Buyer may be able to take advantage of characterizing issues as 
“excluded liabilities” vs. R&W claims

Asset Purchase Transactions
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* It is important to obtain tax advice when deciding whether to structure an M&A transaction as an asset purchase vs. a stock acquisition or merger. 



Specific performance is most often used as a pre-closing argument to force a party that has 
changed its mind about a signed agreement to proceed with closing such transaction. 
However, there may be instances where a seller is not complying with its covenants or is 
taking actions inconsistent with its reps and warranties that would further increase damage 
caused to the buyer by such breach. In these cases, buyer will want to prevent seller from 
taking such actions.
An equitable remedies/specific performance provision in the purchase agreement can 
provide buyer with such protection. In such a provision, the parties:

• Agree that they have the right to seek equitable relief, and acknowledge that:

– A breach of the agreement would cause irreparable harm to the non-breaching party.

– Monetary damages would be insufficient to compensate the non-breaching party for its losses, 
and there is no adequate legal remedy.

• Waive the requirement to post a security.
• Waive the requirement to prove damages.
• Agree that the breaching party will not contest a court order of equitable relief.
• Agree that specific performance is in addition to all other available remedies.

Specific Performance
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It is important to note that fraud claims should not be a buyer’s first choice for recourse for
two main reasons:

• Because of the high burden, it is quite difficult to prove fraud claims in court.

• Fraud claims often require large amounts of time and money to litigate.

However, if buyer has suffered significant losses due to seller’s intentional 
misrepresentations, a fraud claim is one avenue through which buyer can seek to obtain 
compensation.

The most common post-closing fraud claims brought by buyers are based on one of the 
following:

• Sellers affirmatively lied (in writing or orally) and provided false information to buyer 
in order to induce the buyer to close.  

• Sellers affirmatively hid information (including information known prior to 
negotiation of the purchase agreement) from the buyer.

• Sellers did not inform buyers of updates that made a representation in the 
purchase agreement false.

Fraud Claims
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According to the seminal Delaware decision in the Abry Partners case, a buyer has to 
prove the following:

• the seller falsely represented or omitted facts that the seller had a duty to disclose;

• the seller knew or believed that the representation was false or made the representation with a 
reckless indifference to the truth;

• the seller intended to induce the buyer to act or refrain from acting;

• the buyer acted in justifiable reliance on the representation; and

• the buyer was injured by its reliance.

Abry Partners V, L.P. v. F & W Acquisition LLC, 891 A.2d 1032, 1050 (Del. Ch. 2006).

Fraud Claims: Elements
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Sellers typically try to limit the fraud provisions as follows:

• Sellers explicitly state in the purchase agreement the there are no representations or warranties 
outside of the “four corners” of the purchase agreement and point to the data room as the 
source of information provided to buyer. 

– Intent is to prevent “extra-contractual” fraud claims (i.e., when a buyer makes a claim of 
fraud based on seller’s misrepresentations outside of the purchase agreement).

• Sellers include language that the indemnification provisions (with indemnity caps) are the 
exclusive remedy for asserting claims, but buyers must be sure to carve out fraud claims.

• Sellers try to make as many representations and warranties as possible (particularly those 
regarding the target company’s financials and business information) be given by the target 
company rather than the sellers. The sellers’ goal is to limit the universe of seller parties 
potentially on the hook for representations and warranties.

Nonetheless, recent Delaware cases have allowed fraud claims to proceed even if the 
purchase agreement provides that representations and warranties do not survive closing 
and contains a non-recourse provision (i.e., no recourse against seller post-closing), 
holding that a party cannot invoke such provisions of a fraudulent contract in order to avoid 
claims of the very same fraud.

Fraud Claims: Limitations
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Questions?
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