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Concept: What is a Material Adverse Effect?

▪ A Material Adverse Effect is an adverse effect on the company that would be material to 

a reasonable acquirer in the total context of the transaction.

▪ If an MAE occurs, the acquirer would be justified in walking away from the deal; an MAE 

is thus a “walkaway event.”

▪ MAEs should thus be distinguished from merely “material” matters.

• “In the context of [a] Merger Agreement, the concept[s] of ‘Material Adverse Effect’ and ‘material’ 

are analytically distinct, even though their application may be influenced by the same factors.” 

Frontier Oil v. Holly.

• “Relying on Frontier Oil, Fresenius argues that the phrase ‘in all material respects’ requires only 

a ‘substantial likelihood that the ... fact … would have been viewed by the reasonable investor 

as having significantly altered the “total mix” of information.’ This test builds on the standard for 

materiality under disclosure law…. [T]he Frontier Oil test (as conceived by Fresenius) fairly 

captures what I believe the ‘in all material respects’ language seeks to achieve.” Akorn v. 

Fresenius.

▪ MAEs should also be distinguished from the contractual doctrine of frustration of 

purpose.

Material Adverse Effect Clauses 6September 22, 2021
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Where Does the Concept Appear?

The term “Material Adverse Effect” is typically used in several different contexts:

▪ To make the representation about the absence of interim changes

• “Since the date of the Warranted Financials, there has been no Material Adverse Effect.”

▪ To qualify certain other representations

• “The Company is duly organized, validly existing and in good standing under the laws of the 

jurisdiction of its organization, except where the failure to be such would not reasonably be 

expected to have a Material Adverse Effect.”

▪ To state a free-standing “No MAE” closing condition

• “Since the date of this Agreement, there has been no Material Adverse Effect.”

▪ To bring down other representations to an MAE in a closing condition

• Such-and-such representations “read without regard to any qualifications as to materiality or 

Material Adverse Effect, are true, except for such failures to be true as would not reasonably be 

expected to have a Material Adverse Effect.”

Material Adverse Effect Clauses 7September 22, 2021
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Definition of “Material Adverse Effect”

The typical definition of “Material Adverse Effect” contains a base definition, followed by 

exceptions, further followed by exclusions from the exceptions.

Base Definition

“Material Adverse Effect” means

▪ any event, fact, occurrence, development or change (Underlying Predicate Event) that,

▪ singly or in the aggregate (Aggregation Language),

▪ has or would reasonably be expected to have (Expectation Metric)

▪ an (uncapitalized) material adverse effect (not further defined) on

▪ the company, its business, financial condition, or results of operations (MAE Objects)

Material Adverse Effect Clauses 8September 22, 2021
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Comments on the Base Definition and MAE Objects

▪ MAE Objects have been surprisingly irrelevant in the case law, which has concentrated 

on how the alleged MAE has affected the value of the company.

▪ A material adverse effect provision is “best read as a backstop protecting the acquiror 

from the occurrence of unknown events that substantially threaten the overall earnings 

potential of the target in a durationally-significant manner” (In re IBP Shareholders 

Litigation).

▪ That is, a material reduction in the value of the target on a standalone basis as 

reasonably understood in accordance with accepted principles of corporate finance (see 

Miller, A New Theory of Material Adverse Effects, in the summer issue of Business 

Lawyer).

▪ Even in Bardy, which had an elaborate definition of “Business” in place of the standard 

list of MAE Objects, the question quickly became how the adverse event had affected 

the value of the company.

Material Adverse Effect Clauses September 22, 2021 9
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Exceptions

▪ Except that none of the following events (nor any event arising from any of the following), 
shall constitute a Material Adverse Effect (MAE Exceptions):

• Events Related to Systematic Risks:

̶ General changes in economic or business conditions

̶ General changes in financial or securities markets

̶ General changes in the industry in which the company operates

̶ Changes in law or GAAP

̶ Force majeure events

• Events Related to Indicator Risks (but not their underlying causes):

̶ Failures to meet financial projections

̶ Downgrades of the company’s securities

̶ Changes in market prices of the company’s securities

• Events Related to Agreement Risks:

̶ changes arising from the agreement

̶ changes arising from the public announcement of the agreement

̶ actions required or permitted by the agreement

Material Adverse Effect Clauses September 22, 2021 10
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Disproportionality Exclusions

Provided, however, that no event related to systematic risks shall be a “Material Adverse 

Effect” except to the extent that such event affects the company disproportionately relative 

to some control group of companies (Disproportionality Exclusion)

• Companies operating in the same industries, markets, geographical areas

• Defining the relevant industry or industries

̶ In Travelport v. WEX, whether the company was in the B2B payment business or the travel B2B payment 

business

• Which companies in the same industry are genuinely comparables

• Companies bankers have used in valuing the target

• Transaction costs of reaching agreement on a set of comparables

Material Adverse Effect Clauses September 22, 2021 11
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Misunderstandings, Mistakes and Pitfalls 
Arising from the MAE Definition

Confusing “Events” and “Effects”

▪ “Material Adverse Effect” means an event that has, or would reasonably be expected to 

have, a certain effect (i.e., an uncapitalized material adverse effect) on the company.

▪ A capitalized Material Adverse Effect is thus not an (uncapitalized) material adverse 

effect but rather an event that “causes” an (uncapitalized) material adverse effect.

▪ Confusion greatly facilitated by using the same three-letter abbreviation “MAE” for both 

concepts

▪ In applying the MAE and mae concepts, we must always ask whether we want to refer to 

the event (MAE) that causes a material adverse effect (mae) or the material adverse 

effect (mae) itself.

Material Adverse Effect ClausesSeptember 22, 2021 12
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Misapplying Exceptions in the MAE Definition

• Exceptions apply to events, not effects of events.

• Suppose the definition contains no exception for pandemics but does contain an 
exception for changes in law: What happens if a pandemic results in lockdown 
orders (a change in law) that result in a material adverse effect on the target?

̶ Does the lack of an exception for pandemics mean the risk was allocated to the target, or 
does the exception for changes in law mean the risk was allocated to the acquirer?

• The correct answer is that if there has occurred an event (the pandemic) that would 
reasonably be expected to result in a material adverse effect, then that event is a 
Material Adverse Effect, regardless of whether some other event (the change in 
law) was a Material Adverse Effect.

• Dicta in prior cases have confused events and effects, making the exceptions apply 
to effects rather than the events that cause them

̶ AB Stable: If “the cause of the [material adverse] effect fell within an exception to the MAE 
Definition,” then “the effect could not constitute a Material Adverse Effect.”

̶ KCake: “The MAE exception covers effects ‘arising from or related to ... changes in any 
Laws, rules, regulations, orders, enforcement policies or other binding directives issued by 
any Governmental Entity.’ … Thus, revenue declines arising from or related to changes in 
law fall outside of the definition of an MAE, regardless of whether COVID-19 prompted 
those changes in the law.” 

Material Adverse Effect Clauses September 22, 2021 13
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• Mistake began in a law review article from 2009

̶ Miller, Deal Risk: ““When … exceptions are present [in an MAE definition], adverse 
changes to the company resulting from such causes are not MAEs within the meaning of 
the definition.”

• Mistake may have been corrected:

̶ Bardy Diagnostics cites Miller, What Do Exceptions in MAE Definitions Except? as 
“cautioning courts to interpret MAE exceptions by reference to the actual MAE event, as 
opposed to the knock-on effects of those events.”

▪ Disproportionality Exclusions confuse events and effects.

• The definition says an “event” can be a Material Adverse Effect to a greater or lesser degree, 
which is manifest nonsense.

• The intended meaning is that the effect of an event will be disaggregated into two component 
effects, and only one of those component effects will count in determining if there has been an 
(uncapitalized) material adverse effect.

• Bardy Diagnostics: “A carved-out event may nevertheless qualify as an MAE ‘to the extent such
matter has a materially disproportionate impact’ on Bardy…. That language, plainly read,
indicates that Bardy only agreed to assume the risk of an event where the delta of its impact on
the target’s business, as compared to others ‘similarly situated,’ is, itself, material. For example,
if the risk ‘adversely affects all [similarly situated] companies operating in the seller’s industry,
but the average adverse effect is only a 10% diminution in cashflows while the seller’s
cashflows are reduced by 50%, then the question will become whether a 50% - 10% = 40%
reduction in cashflows constitutes a Material Adverse Effect on the company” (quoting Miller,
Material Adverse Effect Clauses and the COVID-19 Pandemic).

Material Adverse Effect ClausesSeptember 22, 2021 14
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Known Risk Fallacy

▪ In re IBP Shareholders Litigation:  a Material Adverse Effect clause “is best read as a 

backstop protecting the acquiror from the occurrence of unknown events that 

substantially threaten the overall earnings potential of the target in a durationally-

significant manner.”

▪ The “unknown event” language in this passage has led targets to argue that, if the risk 

that a certain event may occur was known or should have been known to the acquirer at 

the time the agreement was signed, the materialization of that risk cannot be a Material 

Adverse Effect.

▪ This argument is contrary to the plain language of definition, which says nothing about 

the buyer’s knowledge of the risk that has materialized.

• Would import an anti-sandbagging provision in the MAE clause, contrary to Delaware law on 

sandbagging generally

▪ The argument is also contrary to the whole theory of how risks are allocated by contract. 

Acquirers ask for representations precisely because they know there are risks and want 

protection against them. Representations are the contractual device whereby risks 

known to the parties are shifted to the target.

Material Adverse Effect Clauses September 22, 2021 15
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▪ Argument now definitively rejected in Delaware law

• Akorn: “If parties wish to carve out anything disclosed in due diligence from the scope of a 
representation, then they can do so. If parties wish to carve out specific items or issues from the scope 
of a representation, then they can use the common technique of qualifying the representation so that it 
excludes items listed on a corresponding schedule…. As Akorn’s counsel candidly conceded during 
post-trial argument, a regime which holds that a buyer cannot assert a breach of an MAE-qualified 
representation if the buyer learned or could have learned about aspects of the risk covered by the 
representation during due diligence turns an MAE-qualified representation into the functional 
equivalent of a scheduled representation that schedules everything provided in due diligence. One 
could likewise say that Akorn’s argument turns an MAE-qualified representation into the functional 
equivalent of a representation with an expansive knowledge-based exception framed in terms of 
everything the buyer knew or should have known. To my mind, that reading is not consistent with the 
plain language of the Merger Agreement.”

• Chief Justice Strine rejected argument in oral arguments in Akorn before the Supreme Court.

• Bardy rejects the position again.

▪ Idea was a misreading of IBP from the beginning:

• Full passage from IBP: “Merger contracts are heavily negotiated and cover a large number of specific 
risks explicitly. As a result, even where a Material Adverse Effect condition is as broadly written as the 
one in the Merger Agreement, that provision is best read as a backstop protecting the acquiror from the 
occurrence of unknown events that substantially threaten the overall earnings potential of the target in 
a durationally-significant manner.”

• Contrast is between risk specifically allocated and risks not specifically allocated or perhaps 
unspecified risks, not unknown events (or unknown risk).

• Bardy at FN 225 expressly adopts this reading of IBP.

Material Adverse Effect Clauses September 22, 2021 16



|

Problems Arising When the Definition is Substituted 
in Provisions Using the Defined Term

▪ Representation on the Absence of Interim Changes

• Contractual provision to which the definition is most closely tailored, but even here problems 

with expectation metrics or aggregation language

• “Since the date of the Warranted Financials, no event has occurred that, singly or in the 

aggregate, would reasonably be expected to result in a Material Adverse Effect.”

• Here, the text of the representation includes aggregation language and expectation language 

already present in the definition.

• Substituting the definition for the defined term thus results in multiple levels of aggregation and 

expectation.

• KCake: “Read literally, the MAE Representation becomes false if an event has had or would 

reasonably be expected to have an effect [sic, an event] that has had or would reasonably be 

expected to have a material adverse effect. Following the parties’ lead, this decision construes 

the double-expectancy language as requiring a singular inquiry, which asks whether an event 

occurred that has had or would reasonably be expected to have a material adverse effect.”

Material Adverse Effect Clauses 17September 22, 2021
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▪ Representations Qualified to a Material Adverse Effect

• The concept is often understood to be that whatever breaches of the representation there may 

be, these breaches (which are themselves events, facts, or circumstances), will not have the 

requisite adverse effect on the company.

• Akorn: “By adding an MAE qualifier, the parties do not change the nature of the representation 

or its risk allocation function; the qualifier instead addresses the degree of deviation from the 

representation that is permissible before the representation would be deemed inaccurate. In this 

role, the MAE qualifier stands in for a specific dollar figure, replacing a specified amount with an 

ex post judicial determination based on the facts and circumstances.”

• But this means that only the effect concept from the definition is relevant; the event concept, 

along with the exceptions and disproportionality exclusion, are irrelevant and even at odds with 

what the parties intend.

• Substituting a typical MAE definition into a representation qualified to an MAE, we would get 

something like the following:

“The Company has complied with the Law, except for such failures to comply as would not have an event 

that would reasonably be expected to have a material adverse effect, except for certain events [i.e., from the 

MAE Exceptions], except to the extent that some such events [i.e., systematic risk events] do not affect the 

Company disproportionately.”

• If in qualifying representations “MAE” merely replaces a specific dollar amount, then it would be 

better to use the uncapitalized phrase “material adverse effect.”

18
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▪ MAE Closing Conditions

• Analogous to representation on the absence of interim changes

• With similar problems because the closing condition tends to 

include language that reproduces language already in the 

definition, such as introducing another level of aggregation or 

expectation

▪ Bringdown of other representations to an MAE in the 

Closing Conditions

• Analogous to representations qualified to an MAE

• With similar problems because the intention is that breaches of the 

representations should not have an uncapitalized “material 

adverse effect,” but substituting the definition for the defined term 

introduces events between the breaches and the effect as well as 

unintended exceptions (because of the MAE exceptions)

Material Adverse Effect Clauses 19September 22, 2021
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The Other Kind of Material Adverse Effect

▪ Sometimes the definition of “Material Adverse Effect” includes a wholly separate clause 

referring to any event, fact or circumstance “that would prevent, materially delay or 

materially impede the performance by the Company of its obligations under this 

Agreement or the Company’s consummation of the transactions contemplated by this 

Agreement.”

▪ Clause relied on by Sycamore Partners when it called an MAE in its acquisition of L 

Brands in the summer of 2020

▪ If the event complained of

• Does not have a material adverse effect on the company

• The company has not breached any of its covenants in the agreement, and

• The outside date has not been reached,

Why should the acquirer be permitted to walk away?

Material Adverse Effect ClausesSeptember 22, 2021 20
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Cases on Material Adverse Effects

▪ In re IBP Shareholders Litigation, 789 A.2d 14 (Del. Ch. 2001).

▪ Frontier Oil Corp. v. Holly Corp., No. 20502, 2005 WL 1039027 (Del. Ch. Apr. 29, 2005).

▪ Hexion Spec. Chems. v. Huntsman Corp., 965 A.2d 715 (2008).

▪ Mrs. Fields Brand, Inc. v. Interbake Foods LLC, No. 12202, 2017 WL 2729860 (Del. Ch. 

June 26, 2017).

▪ Akorn, Inc. v. Fresenius Kabi, AG, No. 2018-0300, 2018 WL 4719347 (Del. Ch. Oct. 1, 

2018), aff’d 198 A.3d 724 (Del. 2018).

▪ AB Stable VIII LLC v. Mirae Asset Cap. Co., No. 2020-0310, 2020 WL 7024929 (Del. Ch. 

Nov. 30, 2020).

▪ Snow Phipps Group, LLC v. KCake Acquisition, Inc., No. 2020-0282, 2021 WL 1714202 

(Del. Ch. April 30, 2021).

▪ Bardy Diagnostics, Inc. v. Hill-Rom, Inc., No. 2021-0175, 2021 WL 2886188 (Del. Ch. 

July 9, 2021).
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Articles on Material Adverse Effects
▪ Robert T. Miller, A New Theory of Material Adverse Effects, 76 Bus. Law. 749 (2021).

▪ Robert T. Miller, What do Exceptions in MAE Definitions Except? Business Law Today (May 20, 2021).

• Cited in Bardy Diagnostics

▪ Robert T. Miller, Pandemic Risk and the Interpretation of Exceptions in MAE Clauses, 46 J. Corp. L. 683 (2021).

▪ Guhan Subramanian & Caley Petrucci, Deals in the Time of Pandemic, 121 Columb. L. Rev. 1405 (2021).

▪ Robert T. Miller, Material Adverse Effect Clauses and the COVID-19 Pandemic, Univ. Iowa Coll. L. Legal Stud. 
Rsch. Paper, No. 2020-21, 2020.

• Cited in Bardy Diagnostics, AB Stable and Travelport

▪ Andrew A. Schwartz, A Standard Clause Analysis of the Frustration Doctrine and the Material Adverse Change 
Clause, 57 U.C.L.A. L. Rev. 789 (2010).

• Cited in Akorn, AB Stable

▪ Robert T. Miller, Canceling the Deal: Two Models of Material Adverse Change Clauses in Business Combination 
Agreements, 31 Cardozo L. Rev. 99 (2009).

• Cited in Bardy Diagnostics and AB Stable

▪ Robert T. Miller, The Economics of Deal Risk: Allocating Risk Through MAC Clauses in Business Combination 
Transactions, 50 William & Mary L. Rev. 2007 (2009), reprinted in 51 Corp. Pract. Comm. 481 (2009).

• Cited in AB Stable, Akorn, In re Stillwater Mining and Travelport
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Negotiating Indemnification 
Provisions in Private Company

M&A Transactions 



Background – Reasons for 
Indemnification

• Indemnification is the contractual remedy 
available to the parties for losses incurred by the 
indemnified party.

• Losses generally arise from breach of 
representations, warranties and covenants of the 
indemnitor.

• Indemnification provisions allocate risk among 
the parties. These are detailed and heavily 
negotiated parts of the acquisition agreement.
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“Sandbagging”

• “Sandbagging” is a term used to describe the 
Buyer’s right to pursue an indemnification claim 
against Seller after the closing of a transaction for 
facts, events or circumstances that, although 
known to the Buyer, are not disclosed on the 
disclosure schedules of Seller, and as a result 
render the Seller’s representation and warranty 
inaccurate. 
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Sandbagging and Delaware Law

• Delaware is commonly known as a “pro” 
sandbagging state – NASDI Holdings v. North Am. 
Leasing, No. 10540-VCL, slip op. at 57 (Del. Ch. 
Oc. 23, 2015)

– Buyer does not need to establish reliance to bring a 
claim

– Recent Delaware case questioned (in footnote) 
whether buyer can recover for breach of warranty 
claim if it knew at signing representation was not true 
Eagle Force holdings, LLC v. Stanley Campbell C. A. 
No. 10803-VCMR at 47, n. 185 (Del. May 24, 2018) 
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Representations and Warranties
Pro-Sandbagging Provision

• Effect of Investigation
– The representations, warranties and covenants of the 

Indemnifying Party, and the Indemnified Party’s right 
to indemnification with respect thereto, shall not be 
affected or deemed waived by reason of any 
investigation made by or on behalf of the 
Indemnified Party (including by any of its 
Representatives) or by reason of the fact that the 
Indemnified Party or any of its Representatives knew 
or should have known that any such representation or 
warranty is, was or might be inaccurate or by reason 
of the Indemnified Party’s waiver of any condition set 
forth in Section __.
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Representations and Warranties
Anti-Sandbagging Provision

• Seller shall not be liable under this Article for any 
Losses based upon or arising out of any 
inaccuracy in or breach of any of the 
representations or warranties of Seller contained 
in this Agreement if Buyer had knowledge of such 
inaccuracy or breach prior to the Closing.
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Sandbagging Provision
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Indemnification Survival Periods

A. General Survival Periods
• Generally, indemnification survival tracks survival period of 

representations and warranties 
• Survival periods reflect bargaining leverage of Buyer and Seller

– Generally, survival periods for representations and warranties will last from 
6 to 36 months

– Exceptions:
➢ Fundamental Representations and Warranties
➢ Fundamental corporate matters

▪ Organization, authority and capitalization
▪ Title to stock or assets

➢ Taxes
▪ Usually tied to statute of limitations

➢ Environmental matters
➢ ERISA
➢ Intellectual Property

30



Indemnification Survival Periods

• Example of Indemnification Survival Period Provision
– 11.1 SURVIVAL

➢All representations, warranties, covenants, and obligations in this 
Agreement, the Disclosure Letter, the supplements to the 
Disclosure Letter, and any certificate, document or other writing 
delivered pursuant to this Agreement will survive the Closing and 
the consummation and performance of the Contemplated 
Transactions.

– TIME LIMITATIONS
➢ If the Closing occurs, Seller shall have liability under Section ___ 

with respect to any Breach of a representation or warranty (other 
than those in Sections…, as to which a claim may be made at any 
time), only if on or before the date that is ___ years after the 
Closing Date, Buyer notifies [Target’s representative] of a claim, 
specifying the factual basis of the claim in reasonable detail to the 
extent known by Buyer.
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Survival/Time to Assert Claims
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Indemnification Survival Periods

B. Exceptions to General Survival Periods

• Buyer will usually require carveouts to the general survival period 
for certain representations and warranties, including:

➢ Fundamental Representations (ownership, transfer of title, etc.)

➢ No Brokers

➢ Taxes

➢ Environmental

➢ Employee Benefit Plans 

➢ Intellectual Property

33



Indemnification Survival Periods

B. Exceptions to General Survival Periods (cont’d)

• Example of indemnification survival period carveout language:
The representations and warranties made in connection with the 
Contemplated Transactions hereunder shall survive the Closing for a period of 
eighteen (18) months; provided, that the (a) Seller Fundamental 
Representations and Buyer Fundamental Representations and any claim for 
Fraud shall survive indefinitely following the Closing; and (b) Statutory 
Representations shall survive until the date that is sixty (60) days following 
the expiration of the applicable statute of limitations (including any valid 
extensions thereof).
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Indemnification Survival Periods

B. Exceptions to General Survival Periods (cont’d)

• Importance of fraud definition

➢ Indemnification survival period will not apply for fraud claims

- Buyer prefers that “fraud” remains undefined

- Seller should insist upon defining fraud

➢ Examples of defined “Fraud” term:

- “Fraud” means, with respect to any Person, common law fraud under 
Delaware Law.

- “Fraud” means, with respect to any Person, intentional common law 
fraud under Delaware law by such Person with respect to the making of 
one or more representations or warranties contained in this Agreement 
or in any certificate delivered pursuant to this Agreement.
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Survival Carve Outs
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Scope of Indemnifiable Damages 

• Seller Objectives:

– Narrow definition of Losses as much as possible, ideally to 
include only actual out-of-pocket losses, or at least 
excluding certain types of losses:
➢“Losses” means actual out-of-pocket losses, damages, liabilities, 

costs or expenses, including reasonable attorneys’ fees.

➢“Losses” means any losses, liabilities, actions, expenses, claims, 
judgments, awards, fines, penalties, costs, and damages, including 
reasonable attorneys’ and consultants’ fees and expenses; 
provided, however, that “Losses” shall not include any special, 
exemplary or punitive damages or any consequential damages, 
except in each case to the extent actually awarded to a third-party 
in respect of any Third-Party Claim for which a Party is entitled to 
indemnification hereunder.
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Scope of Indemnifiable Damages 

• Buyer Objectives
– Expand the type of losses included in the definition. How 

much it tries to expand it depends on how much 
negotiating leverage it thinks it has. At the least, the buyer 
should try to delete the phrase “actual out-of-pocket” 
from the definition and add to the list of various types of 
losses. 

– Buyer-Favorable Loss definition: 
▪ “Losses” means losses, damages, liabilities, claims, tax, lien, deficiencies, 

judgments, interest, awards, penalties, fines, costs or expenses of 
whatever kind, including reasonable attorneys’ fees and the cost of 
enforcing any right to indemnification hereunder.
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Scope of Indemnifiable Damages

A. Importance of Loss Definition

• Comprehensive Loss Definition – Buyer Favorable:

“Loss” and its correlative meaning “Losses" means, with respect to any 
Person, any and all losses, costs, expenses, liabilities, obligations, 
damages, deficiencies, and other out-of-pocket expenses, including 
without limitation, interest, penalties, attorneys’ fees and all amounts 
paid in investigation, defense or settlement of Actions relating to Losses. 
Payment by any Person of amounts for which the Person is entitled to be 
indemnified hereunder shall not be a condition precedent to recovery of 
such Losses pursuant to the indemnification provisions of Article ___. In 
addition, for the avoidance of doubt, “Losses” shall include punitive, 
exemplary or multiple damages, diminution in value, loss of profits or loss 
of business opportunity damages or other special, incidental or 
consequential damages, but shall not be calculated as a multiple of 
earnings, book value or other similar measure that may have been used 
to establish the Initial Cash Purchase Price.
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Scope of Indemnifiable Damages 

• Comprehensive Loss Definition – Seller Favorable:

“Loss” or “Losses” means, collectively, any and all losses, damages, costs, 
expenses (including reasonable attorneys’ and accountants’ fees and 
expenses incurred in connection with defending a third-party claim), 
liabilities, settlement payments, awards, judgments, penalties, taxes, 
fines, obligations, claims, and deficiencies of any kind, in each case, solely 
to the extent actually suffered or incurred by the applicable Indemnitee; 
provided, that the term “Losses” excludes all consequential, incidental, 
punitive, special, indirect, diminution in value, lost profits, damages 
based on multiple of earnings or other financial metric damages unless 
specifically paid or payable to an unaffiliated third party pursuant to a 
final, non-appealable award of a Third-Party Claim.  
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Scope of Indemnifiable Damages 
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Scope of Indemnifiable Damages 
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Consequential Damages Exclusion*
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Scope of Indemnifiable Damages 
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Indemnification Deductibles 
(“Baskets”)

• Indemnification baskets or deductibles limit 
indemnifiable losses by requiring that the loss 
exceed the basket/deductible before requiring 
indemnification
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Indemnification Deductibles: 
Baskets

A. Mini Baskets

• Mini baskets further limit a party’s obligation if the obligation is 
already subject to basket (the amount that an indemnified party’s 
losses must exceed before it can seek indemnity). A mini basket 
provides that losses must exceed a certain agreed amount with 
respect to a particular claim before it counts towards the 
general basket.

– Mini baskets are included within the basket concept to further reduce 
indemnifiable losses or claims.

➢ Losses from claims must exceed a small threshold amount before they are applied 
against the basket.

▪ For example, in the $100,000 basket examples, a mini-basket may be $5,000-10,000

Mini-Basket provision:  

With respect to any claim as to which an Indemnified Person may be entitled to 
indemnification under this Section, the Indemnifying Party shall not be liable for any 
individual or series of related Damages that do not exceed $20,000 (which Damages shall 
not be counted toward the Deductible). 46



Indemnification Deductibles: 
Baskets

B. Tipping Basket vs. True Deductible

• There are two primary types of indemnification baskets:

– Threshold or “tipping” baskets

➢ the indemnifying party is liable for the total amount of losses once the minimum 
amount is exceeded

▪ For example:  If the basket is $100,000, and indemnifiable losses subject to the basket 
are $105,000, the entire $105,000 loss of  $105,000 would be an indemnifiable loss

– Threshold or “true deductible” baskets

➢ The indemnifying party is liable for losses only in excess of the deductible 
amount

▪ For example:  If the basket is $100,000, and indemnifiable losses subject to the basket 
are $105,000, only the loss of $5,000 would be an indemnifiable loss

▪ True Deductible Provision:

Damages for any claims made based on a breach of any representations and warranties 
other than any Fundamental Representation, unless such Damages exceed $100,000 in 
the aggregate (“Deductible”), in which event the indemnifying parties shall only be 
required to pay or be liable for Damages in excess of the Deductible.
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Indemnification Deductibles: 
Baskets

• Threshold or “tipping” basket provision: 

– An Indemnifying Party shall not be liable for any claim for indemnification 
pursuant to Section __, unless and until the aggregate amount of indemnifiable 
Losses that may be recovered from the Indemnifying Party equals or exceeds 
$100,000, in which case the Indemnifying Party shall be liable for the full 
amount of such Losses from the first dollar thereof…

• True Deductible Provision:

– In no event shall Seller or Buyer be liable for any Loss unless and until the 
aggregate amount of all such Losses exceeds $100,000, in which case Seller or 
Buyer, as the case may be, shall be liable for all such Losses in excess of 
$100,000.
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Baskets

49



Indemnification Deductibles: 
Baskets

C. Basket Carveouts

• Buyer will assert that certain claims should not be subject to a 
deductible, so that any loss for the specified carve outs is 
indemnifiable as a first dollar loss. 

• Common basket carve outs are listed on the following chart.

• Example of basket carve out language:

- Seller and Seller’s Shareholders will have no obligation to indemnify the Buyer 
Indemnified Persons…. in respect of Losses unless the aggregate amount of all 
such Losses incurred or suffered by the Buyer Indemnified Persons with respect 
to such claims exceeds One Hundred Thousand Dollars ($100,000)…; provided, 
however, that the foregoing limitations will not apply to:  (a) claims for 
indemnification in respect of breaches of, or inaccuracies in, any Seller 
Fundamental Representation or Statutory Representation or, for the avoidance 
of doubt, in respect of claims for indemnification made pursuant to Sections 
____) claims based upon Fraud….
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Baskets/Carve Outs
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Baskets as % of Transaction Value



Materiality Scrapes

• A materiality scrape is a Buyer-favorable provision that 
excludes materiality or other qualifications from 
representations and warranties for purposes of calculating 
damages (a single materiality scrape) and for determining 
whether a breach of a representation or warranty has 
occurred in the first place (when paired with the scrape for 
calculating damages, a double materiality scrape).

• Materiality scrapes are particularly important if Seller 
obligations are subject to a basket or deductible.
– Arguably a double-deductible if materiality qualifications are applied 

to the underlying representations and warranties to determine if 
Buyer is entitled to indemnification.
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Materiality Scrapes
• Why a “materiality scrape”?

– Avoid “double materiality”

➢ If there is a basket or deductible for indemnifiable losses, then 
Seller is already insulated from immaterial claims

– Seller Strategies:

➢Limit to single “scrape”

▪ Disregard for purposes of calculating damages, but not for 
purposes of determining whether breach of representation or 
warranty has occurred

➢ Increase Basket amount

➢ Exclude qualifiers for representations and warranties that are not 
subject to the basket

➢ Be more specific in disclosure schedules qualifying representations 
and warranties (list of material contracts or material litigation, for 
example)
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Materiality Scrapes

• Example of Single Materiality Scrape Provision:
Notwithstanding anything contained in this Agreement or elsewhere to the 
contrary, “material” and “Company Material Adverse Effect” or similar 
materiality type qualifications contained in the representations and 
warranties of the Company set forth in this Agreement, shall be ignored 
under this Section __ for purposes of determining the amount of any 
Losses, but not for purposes of determining whether or not a breach or 
inaccuracy of a representation or warranty has occurred.
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Double Materiality Scrape

• Example of Double Materiality Scrape Provision: 
─ For purposes of determining whether there has been any 

misrepresentation or breach of a representation or warranty, and for 
purposes of determining the amount of Losses resulting therefrom, all 
qualifications or exceptions in any representation or warranty relating 
to or referring to the terms “material,” “materiality,” “in all material 
respects,” “Material Adverse Effect” or any similar term or phrase 
shall be disregarded, it being the understanding of the parties that for 
purposes of determining liability under this Article, the 
representations and warranties of the parties contained in this 
Agreement shall be read as if such terms and phrases were not 
included in them.
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Materiality Scrapes
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Materiality Scrapes
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Indemnification Escrows

59

• In a private transaction, Buyer will insist upon an 
indemnification escrow to serve as a fund to secure Seller’s 
indemnification obligations.

• The Escrow amount, and the duration of the escrow are 
generally subject to considerable negotiation between Buyer 
and Seller. 

• Duration of Escrow

– Will not exceed indemnification period

– May be staggered so a portion is released after a regulated 
time frame, and the balance at the expiration of the 
indemnification survival period.  



Indemnification Escrows

60

• Size of Escrow

– Escrow size is a function of the perceived risks that Buyer 
has discovered during its diligence process

– Special escrow amounts may be established for specifically 
identified risks
▪ Tax escrow if Buyer adopted aggressive reporting positions on its tax 

returns.

▪ Concern over environmental liabilities

– Representations and Warranties insurance may eliminate 
or substantially reduce the size of the indemnification 
escrow. 



Escrows/Holdbacks as % of 
Transactional Value
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Indemnification Caps

• Indemnification Caps limit the indemnified party’s 
maximum recovery to a stated amount or percentage 
of the purchase price

– Caps are often aligned with indemnification escrows so 
that the indemnification cap and source of recovery are 
the escrowed funds 

– Similar to basket carveouts, the Buyer will insist on 
carveouts from the indemnification caps for certain 
indemnifiable losses
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Indemnification Caps

• Indemnification Cap Provision without Carveouts:
– Pro Seller: 

➢ The aggregate amount of all Losses for which an Indemnifying 
Party shall be liable pursuant to Section __ or Section __, as the 
case may be, shall not exceed [$[NUMBER]/[PERCENTAGE]% of 
the Purchase Price]
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Indemnification Caps
• Indemnification Cap Provision:

– Pro Buyer: 
[The aggregate amount of all Losses for which Seller shall be liable 
pursuant to Section __ shall not exceed [$[NUMBER]/[PERCENTAGE]% 
of the Purchase Price] (the “Cap”).]

Notwithstanding the foregoing, the limitation shall not apply to Losses 
based upon, arising out of, with respect to or by reason of any 
inaccuracy in or breach of any representation or warranty for the 
following:

➢ Organization and Authority

➢ Environmental

➢ Employee Benefits

➢ Brokers

➢ Taxes (usually a separate tax indemnification section)
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Caps as a % of Transaction Value
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Caps/Carve Outs
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Third Party Indemnification Claims

A. Control of Defense
The indemnifying party, as the party responsible for any loss arising from 
a third-party claim asserted by an indemnified party will insist that it 
controls the defense of any third-party claim.

B. Exceptions to Indemnitor’s Control of Defense
The Indemnified party, typically the Buyer, will assert that the 
indemnifying party should not control certain third-party claims.
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Third Party Indemnification Claims

Third Party Indemnification Claims – Control of Defense – Buyer Favorable 

The Indemnifying Party shall have the right to defend the Indemnified Party against the Third-Party 
Claim so long as (a) the Indemnifying Party gives written notice to the Indemnified Party within fifteen 
(15) days after it has received notice from the Indemnified Party of such Third-Party Claim that it will 
defend against such Third-Party Claim and irrevocably acknowledges that such Third-Party Claim 
constitutes a Loss of the Indemnified Party for which such Indemnified Party is entitled to 
indemnification; (b) the Third-Party Claim involves only money damages, does not seek an injunction or 
other equitable relief against the Indemnified Party and is not a claim, investigation or other action by a 
Governmental Authority; (c) the Indemnified Party has not been advised by counsel in writing that an 
actual conflict exists between the Indemnified Party and the Indemnifying Party in connection with the 
defense of the Third-Party Claim such that the Indemnifying Party cannot adequately represent the 
interests of the Indemnified Party; (d) the Third-Party Claim does not relate to or otherwise arise in 
connection with any Governmental Authority action (including any claim relating to or arising in 
connection with Taxes or any criminal or regulatory enforcement action); (e) settlement of, an adverse 
judgment with respect to or the Indemnifying Party’s conduct of the defense of the Third-Party Claim is 
not, in the good-faith judgment of the Indemnified Party, likely to be materially adverse to the 
Indemnified Party’s reputation or continuing business interests (including its relationships with current 
or potential customers, suppliers or other business relations); and (f) the Indemnifying Party conducts 
the defense of the Third-Party Claim actively and diligently.
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Third Party Indemnification Claims

Third Party Indemnification Claims – Control of Defense – Negotiated Provision

The Indemnifying Party shall have the right to defend the Indemnified Party against the Third-Party 
Claim so long as (a) the Indemnifying Party gives written notice to the Indemnified Party within fifteen 
(15) days after it has received notice from the Indemnified Party of such Third-Party Claim that it will 
defend against such Third-Party Claim and irrevocably acknowledges that such Third-Party Claim 
constitutes a Loss of the Indemnified Party for which such Indemnified Party is entitled to 
indemnification; (b) the Third-Party Claim does not seek an injunction or other equitable relief against 
the Indemnified Party and is not a claim, investigation or other action by a Governmental Authority; (c) 
the Indemnified Party has not been advised by counsel in writing that an actual conflict exists between 
the Indemnified Party and the Indemnifying Party in connection with the defense of the Third-Party 
Claim such that the Indemnifying Party cannot adequately represent the interests of the Indemnified 
Party; and (d) the Third-Party Claim does not relate to or otherwise arise in connection with any 
Governmental Authority action (including any claim relating to or arising in connection with Taxes or any 
criminal or regulatory enforcement action).  Notwithstanding the foregoing, if Seller or Seller’s 
Shareholders are the Indemnifying Parties, no such Indemnifying Party shall be entitled to assume such 
defense of a Third-Party Claim if, in the event the Third-Party Claim is successful, such Third-Party Claim 
is reasonably likely to result in Losses that equal or exceed the aggregate cap on Liability. 
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Indemnification as Exclusive 
Remedy

• Seller seeks to assure that indemnification provisions in the 
agreement are the exclusive remedy for Buyer 
indemnification claims.

• Exclusive remedy provisions generally exclude claims arising 
out of:

– Fraud

– Criminal activity

– Willful misconduct

– Equitable remedies (specific performance, for example)
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Indemnification as Exclusive 
Remedy

• Buyer-Favorable Exclusive Remedy provision:
– Exclusive Remedies. Subject to Section __ (purchase price adjustment), Section __ (non-

compete) and Section __ (specific performance), the parties acknowledge and agree 
that their sole and exclusive remedy with respect to any and all claims (other than 
claims arising from fraud, criminal activity or willful misconduct on the part of a party 
hereto in connection with the transactions contemplated by this Agreement) for any 
breach of any representation, warranty, covenant, agreement, or obligation set forth 
herein or otherwise relating to the subject matter of this Agreement, shall be pursuant 
to the indemnification provisions set forth in Article __. In furtherance of the foregoing, 
each party hereby waives, to the fullest extent permitted under Law, any and all rights, 
claims and causes of action for any breach of any representation, warranty, 
covenant, agreement, or obligation set forth herein or otherwise relating to the subject 
matter of this Agreement it may have against the other parties hereto and their 
Affiliates and each of their respective Representatives arising under or based upon any 
Law, except pursuant to the indemnification provisions set forth in Article ___ and this 
Article ____.  Nothing in this Section ___ shall limit any Person’s right to seek and obtain 
any equitable relief to which any Person shall be entitled or to seek any remedy on 
account of any party’s fraudulent, criminal or intentional misconduct.
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Indemnification as Exclusive 
Remedy

• Seller Favorable Exclusive Remedy provision: 
– Exclusive Remedies. The parties acknowledge and agree that their sole 

and exclusive remedy with respect to any and all claims for any breach 
of any representation, warranty, covenant, agreement, or obligation set 
forth herein or otherwise relating to the subject matter of this 
Agreement, shall be pursuant to the indemnification provisions set 
forth in this Article __. In furtherance of the foregoing, each party 
hereby waives, to the fullest extent permitted under Law, any and all 
rights, claims and causes of action for any breach of any representation, 
warranty, covenant, agreement, or obligation set forth herein or 
otherwise relating to the subject matter of this Agreement it may have 
against the other parties hereto and their Affiliates and each of their 
respective Representatives arising under or based upon any Law, except 
pursuant to the indemnification provisions set forth in this Article __.
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Indemnification as Exclusive 
Remedy
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Indemnification as Exclusive 
Remedy – Carve Outs
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Reductions Against Buyer’s 
Indemnification Claims

A. Reduction for Tax Benefits
• Seller will seek to reduce its indemnification payment obligations by 

reducing the indemnification obligation by any tax benefit that the 
Buyer receives as a result of the indemnifiable loss. 

• Buyer will want to assure that it receives any asserted tax benefit, and 
that the benefit is offset by any additional tax it receives as a result of 
the receiving the indemnity payment.

• Example of an Adjustment for Tax Benefits: 

Payments by an Indemnifying Party in respect of any Loss shall be reduced by an 
amount equal to any Tax benefit realized or reasonably expected to be realized as a 
result of such Loss by the Indemnified Party.
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Reductions Against Buyer’s 
Indemnification Claims

B. Reduction for Insurance Proceeds
• Seller will seek to reduce its indemnification obligations 

(and prevent a double recovery by the Buyer) by deducting 
insurance proceeds received by the Buyer from any 
required indemnification payments by the Seller.

• Example of Reduction for Insurance Proceeds:  
Payments by an Indemnifying Party in respect of any Loss shall be limited to the 
amount of any liability or damage that remains after deducting therefrom any 
insurance proceeds and any indemnity, contribution or other similar payment received 
or reasonably expected to be received by the Indemnified Party (or the Company) in 
respect of any such claim. The Indemnified Party shall use its commercially reasonable 
efforts to recover under insurance policies or indemnity, contribution or other similar 
agreements for any Losses prior to seeking indemnification under this Agreement.
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Reductions Against Buyer’s 
Indemnification Claims

C. Duty to Mitigate
• Indemnifying party (usually the Seller) will seek 

requirement that indemnified party (usually the Buyer) will 
minimize the losses for which it otherwise seeks 
indemnification

• Example of mitigation provision:
Each Indemnified Party shall take, and cause its Affiliates to take, all 
reasonable steps to mitigate any Loss upon becoming aware of any 
event or circumstance that would be reasonably expected to, or 
does, give rise thereto, including incurring costs only to the minimum 
extent necessary to remedy the breach that gives rise to such Loss.
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Indemnification: Representation 
and Warranty Insurance

• Representation and Warranty Insurance (“RWI”) 
becoming more prevalent to replace or supplement 
indemnification escrows

• RWI provides coverage for Buyer indemnification 
claims arising from Seller breaches of 
representations and warranties

• Popularity of RWI has increased

– Lower premiums

– Better coverage 

– Greater acceptance among parties  
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Indemnification: Representation 
and Warranty Insurance

• RWI Market has evolved as insurers underwrite a 
larger universe of transactions
– Underwriting process has become more streamlined

– RWI use increasing

– Exclusions from Coverage more closely mirror Agreement 
terms

– Insured risk retention decreasing 

79



Representations and Warranties Insurance 
Contemplated by Definitive Agreement
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