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A
re you a business ow

ner w
ho is thinking about selling your businesses? 

It’s never too early to plan ahead to protect the future success of the 
business.  In m

any instances, counsel is not hired until after a confidentiality 
agreem

ent or subsequent letter of intent has been executed. B
usiness 

ow
ners m

ay view
 these agreem

ents as “boilerplate” or non-binding. 
H

ow
ever, the failure to adequately protect the potential seller in these 

agreem
ents from

 the loss of em
ployees m

ay be extrem
ely harm

ful to the 
business. 

B
efore m

aking a definitive decision on w
hether to m

ake an offer for a 
business, a buyer needs to obtain certain confidential inform

ation about 
the com

pany. This inform
ation is not lim

ited to financial inform
ation, but 

includes inform
ation regarding the operations of the com

pany and its 
personnel. In the scope of its investigation, key em

ployees, w
hether 

they are engineers, salespeople or program
m

ers, m
ay be identified by 

the potential buyer. U
nless the initial confidentiality agreem

ent or letter 
of intent contains a prohibition that precludes the potential bidder from

 
soliciting the em

ploym
ent of such personnel, the bidder m

ay be free to 
hire such individuals should the bidder elect not to pursue the acquisition. 
M

ost confidentiality agreem
ents do not address the issue of em

ployees. 
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B
y hiring key em

ployees, a potential buyer m
ay achieve som

e of the goals of an acquisition w
ithout 

m
aking any paym

ent to seller. In one instance, I am
 aw

are of a com
petitor, contem

plating an 
acquisition, that hired the key engineers of the potential seller w

hen the parties could not agree on 
price. In this case, the com

pany had neither non-com
petes w

ith such em
ployees nor an agreem

ent 
w

ith the potential acquirer against hiring or soliciting the hire of such em
ployees. The loss of its 

em
ployees significantly affected the potential seller’s business, and it took years to recover. 

A
 second em

ploym
ent concern for a business ow

ner in a sale setting is ensuring that the non-com
pete 

agreem
ents it has in effect w

ith its em
ployees are transferrable to a buyer. B

uyers recognize the value 
of em

ployees and m
ay condition their offers on obtaining non-com

petes from
 certain key em

ployees. 
If em

ployees are aw
are that their non-com

petes are crucial elem
ents to the sale, they m

ay dem
and 

additional com
pensation or a separate paym

ent from
 the buyer before executing a non-com

pete. 
B

uyers are likely to subtract the cost of these paym
ents from

 the paym
ent due the seller. 

A
ccordingly, it is im

portant that the non-com
pete agreem

ents a business ow
ner utilizes include a 

clause that allow
s these agreem

ents to be assigned, w
ithout the need for an em

ployee’s consent, 
to any purchaser of all or substantially all of the assets of the com

pany. In the absence of such a 
provision, the agreem

ents can’t be assigned by the em
ployer w

ithout the em
ployee’s consent. A

s 
noted above, obtaining such consent could be costly. Including these assignm

ent clauses from
 the 

beginning w
ill save the em

ployer from
 paying for them

 at the tim
e of a sale.
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The sale of a fam
ily business or any business w

ith m
ultiple ow

ners creates 
potential conflicts am

ong the ow
ners as w

ell as potential issues for the attorney 
representing the sellers.

A
m

ong these issues are those related to em
ploym

ent/consulting agreem
ents, 

noncom
pete agreem

ents, indem
nification clauses, and dispute resolution as part 

of the sale.

Identify these issues early and the sale process w
ill go sm

oothly.

Identify w
hether conflicts arise am

ong the ow
ners to levels requiring separate 

legal counsel.

The sale of a business is often the largest and m
ost im

portant business decision 
an individual w

ill encounter during the ow
nership of the enterprise. If the business 

has m
ultiple ow

ners, particularly fam
ily m

em
bers, the process can becom

e m
ore 

stressful due to the various interests and conflicting positions that m
ay arise.
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In m
ost sale transactions, the active m

anagers receive consulting or em
ploym

ent 
contracts from

 the buyer for service post-closing. To ease the transition period, 
often the buyer w

ill w
ant the form

er m
anagers to stay w

ith the business for 
several m

onths or a year or tw
o. In other instances, long-term

 m
anagem

ent 
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retention is a critical com
ponent of the sale. 

The am
ount of the com

pensation paid could 
be perceived as part of the purchase price if 
the am

ount is in excess of w
hat w

ould typically 
be paid to a third-party m

anager. In addition, 
the length of any consulting or em

ploym
ent 

agreem
ent, as w

ell as the benefits dem
anded 

by an active m
anager, m

ay put such individual 
at odds w

ith the other ow
ners. S

uch m
anager 

m
ay be prepared to stop the sale because his 

or her dem
ands w

ill not be m
et. This creates an 

irreconcilable conflict for the attorney handling 
the sale. O

ften this potential conflict is know
n at 

the beginning of the sale process, and the sale 
attorney should advise the m

anager to engage 
separate counsel. A

t tim
es, the conflict does 

not arise until m
idw

ay through the process. A
t 

that point, the sale attorney m
ust recom

m
end 

the m
anager retain separate counsel so that 

the attorney can fulfill his or her duties to the 
other ow

ners.
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O
n a related issue, often there is only one 

ow
ner involved in the business w

hile the other 
ow

ners rem
ain in the w

ings or uninvolved. In 
connection w

ith the purchase of the business, 
the buyer w

ill expect the ow
ners to provide 

noncom
petition covenants that preclude the 

ow
ners from

 entering another business that 
com

petes w
ith the sold business. The nonactive 

ow
ners 

w
ill 

generally 
have 

no 
problem

 
providing 

a 
noncom

petition 
agreem

ent, 
w

hereas the active ow
ner m

ay have an issue 
agreeing to anything that deprives him

 or her 
from

 engaging in activities that have been his 
or her livelihood for years. The active ow

ner 
m

ay insist on com
pensation for this prohibition. 

From
 the buyer’s perspective, the noncom

pete 
is part of the purchase price. To the buyer, how

 
the purchase price is allocated and paid am

ong 
the ow

ners is generally not a critical issue.

If the active ow
ner has at least a m

ajority of 
the business, there is generally not a separate 
paym

ent to him
 or her in consideration of the 

noncom
pete. W

here the m
anager has a m

inority 
ow

nership interest, how
ever, it is not unusual 

for the individual to insist upon and to receive 
separate com

pensation for such a covenant. 
The size of such paym

ent could put the ow
ners 

in a conflict situation, and the attorney w
ho 

is handling the sale of the business m
ust be 

cognizant of the conflict that has arisen am
ong 

these clients. O
bviously, any paym

ent m
ade 

entirely to the active ow
ner reduces the size of 

the paym
ents m

ade to the nonactive ow
ners. If 

the active m
anager receives an em

ploym
ent or 

consulting agreem
ent, a noncom

pete provision 
m

ay be contained in this agreem
ent abating, 

to a degree, the need for a separate paym
ent.

O
ne caveat is that several states, including 

C
alifornia 

and 
O

klahom
a, 

do 
not 

recognize 
noncom

pete 
provisions 

in 
an 

em
ploym

ent 
setting as a m

atter of public policy; how
ever, 

even these states w
ill enforce noncom

pete 
provisions from

 ow
ners selling their business. 

C
onsequently, 

even 
if 

noncom
petes 

are 
contained 

in 
em

ploym
ent 

or 
consulting 

agreem
ents, 

buyers 
w

ill 
also 

insist 
such 

provisions be included in the sale agreem
ent or 

an ancillary agreem
ent.
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third 
area 

of 
potential 

conflicts 
arises 

in 
the provision of indem

nification. In the sale 
agreem

ent, the sellers w
ill generally provide 

the buyer representations, including, am
ong 

other item
s, ow

nership of the assets, the lack 
of environm

ental or tax issues, the collectability 
of receivables, or the condition of the building 
or equipm

ent used in the operations of the 
business. B

uyers w
ill look to all of the ow

ners 
of the business to give these representations. 
The nonactive ow

ners are reluctant to provide 
indem

nification w
ith respect to facts relating to 

a business of w
hich they have little know

ledge. 
The active m

anager m
ay be w

illing to provide 
such representations, but w

ill be reluctant to 
be responsible for m

ore than his or her pro-
rata share, particularly if his or her ow

nership 



percentage 
is 

substantially 
less 

than 
100 

percent. From
 the perspective of the active 

m
anager, all ow

ners have participated for years 
in the profits of the business and should then 
also participate in the provision of standard 
representations.

This area of conflict is often resolved by placing 
a portion of the purchase price in escrow

 for 
a certain period, generally 12 to 24 m

onths. 
The escrow

ed m
onies provide the sole source 

of funds available to the buyer for breaches 
of representations or w

arranties. Funds that 
rem

ain available for distribution to the sellers 
after the end of the escrow

 period are then 
distributed pro-rata am

ong the ow
ners. In lieu 

of an escrow
, often a portion of the purchase 

price is evidenced by a prom
issory note. The 

buyer can utilize offset rights under the note to 
satisfy the indem

nification obligations.

From
 a seller’s perspective, obviously an escrow

 
is preferable because it elim

inates the risk that 
the buyer w

ill financially be unable to m
ake 

note paym
ents or allege false or w

eak claim
s 

for indem
nification. S

o long as the buyer has 
the funds due to the seller, the buyer rem

ains 
in a stronger position. If neither buyer nor seller 
has control of the funds, there is an incentive 
for 

both 
sides 

to 
reach 

agreem
ent 

on 
the 

disputed claim
s. H

ow
ever, ensuring all buyers 

have the funds available at closing to pay the 
full purchase price is not alw

ays possible, and 
taking a note m

ay be the only avenue available 
to effect the transaction.

B
uyers 

w
ill 

generally 
w

ant 
the 

sellers’ 
indem

nities to be joint and several. A
 buyer w

ill 
not w

ant to chase m
ultiple sellers for their pro 

rata shares. M
inority ow

ners generally refuse 
to give indem

nities for the full indem
nifiable 

am
ount. A

 m
ajority ow

ner often w
ill be prepared 

to provide the full indem
nification, provided all 

ow
ners execute a contribution agreem

ent. The 
contribution agreem

ent requires all ow
ners to 

reim
burse, pro rata, any ow

ner that is obligated 
to pay m

ore than its proportionate share.
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Finally, m
ultiple ow

ners w
ill have m

ultiple view
s 

on the resolution of disputes that m
ay arise 

post-closing. A
lthough the agreem

ent of all or 
the m

ajority of the ow
ners m

ay be necessary 
to sell the business, if an issue arises over an 
indem

nification 
claim

 
or 

interpretation 
of 

a 
contract provision, the buyer w

ill w
ant to deal 

w
ith only one representative of the sellers. 

A
ccordingly, the definitive agreem

ent should 
specifically appoint a single representative or 
sm

all com
m

ittee w
ith authority to negotiate on 

behalf of all sellers disputes that m
ight arise 

w
ith the buyer. This representative should not 

be the active m
anager if such individual is, 

post-closing, an em
ployee or consultant to the 

buyer. This creates potential conflict by placing 
the individual betw

een the current em
ployer 

and his or her form
er partners.

The sale of a fam
ily business or any business 

w
ith m

ultiple ow
ners creates potential conflicts 

am
ong the ow

ners as w
ell as potential issues 

for 
the 

attorney 
representing 

the 
sellers. 

If these issues are identified early and are 
properly addressed, how

ever, the sale process 
can go sm

oothly.
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P
lanning for the sale of a business m

ust extend beyond the close of the actual 
transaction. Preparations m

ust be m
ade to sim

plify the resolution of disputes that 
could arise betw

een buyers and sellers. Litigation in connection w
ith the sale m

ay 
occur over a variety of reasons, including breaches of the seller’s representations 
and w

arranties, or determ
ining post-sale m

ilestones that trigger contingent 
purchase price paym

ents. The m
ost com

m
on post-sale dispute, how

ever, involves 
determ

ining the w
orking capital of the sold business. The difference betw

een a 
buyer’s determ

ination of w
orking capital at closing and the am

ount perceived by 
a seller is often tens or hundreds of thousands of dollars. The poster child for the 
im

portance of this issue is the 2015 dispute betw
een W

estinghouse E
lectric and 

C
hicago B

ridge &
 Iron, w

here the dollar differential w
as in excess of $2 billion. 

Litigation lasted over tw
o years.

To operate a business in its traditional m
anner, w

hether the sale of the enterprise 
is an equity or asset sale, all buyers expect that the business w

ill be left w
ith 

sufficient w
orking capital to operate on a day-to-day basis. The parties m

ust 
recognize that a business is not a stagnant creature. E

very day, products are 
shipped, receivables are collected, and invoices are paid. The sale price should 
not be affected by the happenstance of a day’s collection of receivables or that 
the closing occurs the day prior to the w

eekly check run. The absolute value of the 
business doesn’t change; therefore, neither should the purchase price.

In planning for the sale, the parties should agree on w
hat is a norm

al w
orking 

capital am
ount, as w

ell as the elem
ents of w

orking capital. W
orking capital 

generally consists of accounts receivables, inventory, and other current assets 
less accounts payables, accrued payroll, custom

er deposits, and other current 
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liabilities. C
ash is generally retained by a seller, 

even 
in 

equity 
sales. 

A
ccordingly, 

cash 
is 

excluded from
 the w

orking capital calculation.

The parties often average the m
onth’s ending 

w
orking capital am

ount over a six- to tw
elve-

m
onth period. The seasonality of a business 

m
ay 

necessarily 
be 

factored 
into 

account. 
Further, in a fast-grow

ing business, a w
orking 

capital target based on anticipated grow
th m

ay 
be m

ore appropriate than one based on historic 
perform

ance. This 
is 

especially 
true 

if 
the 

purchase price is prim
arily based on anticipated 

future revenues or profits. The parties agree 
that if the actual w

orking capital is over the 
predeterm

ined 
am

ount, 
the 

buyer 
w

ill 
pay 

the difference. H
ow

ever, if the actual w
orking 

capital is below
 the target, the purchase price is 

reduced. R
ecognizing that w

orking capital w
ill 

change daily, rather than agreeing on a fixed 
num

ber, parties m
ay agree on an average range. 

This elim
inates the need for a seller to m

icro-
m

anage the business in the days preceding the 
sale. M

oreover, it m
ay also negate a seller’s 

tendency to accelerate the shipm
ent of product 

to a date before closing and convert inventory 
into 

higher-valued 
receivables. 

For 
exam

ple, 
if the range is betw

een $1 m
illion and $1.2 

m
illion, then a price adjustm

ent occurs only if 
the actual num

ber is above or below
 the range.

In 
m

any 
instances, 

a 
buyer 

in 
an 

asset 
transaction w

ill not w
ant to acquire any liabilities 

(other than contracted obligations for future 
perform

ance). In those instances, the w
orking 

capital 
adjustm

ent 
w

ill 
look 

only 
at 

current 
assets. In som

e instances, how
ever, a buyer 

m
ay assum

e vacation and sick-day accruals 
to em

ployees. O
therw

ise, although the seller 
m

ay m
ake these paym

ents at closing, w
hen 

the em
ployee takes the tim

e off, there w
ill be 

no paym
ents to him

 or her, potentially creating 
an em

ployee m
orale issue.

In setting both the w
orking capital target and 

the closing date w
orking capital am

ount, it 
is 

critical 
that 

the 
parties 

utilize 
the 

sam
e 

m
easurem

ents. 
M

easurem
ents 

utilized 
by 

the seller in its operation of the business are 

often not used by the buyer in determ
ining the 

closing date am
ount. To illustrate, a buyer w

ill 
insist on utilizing G

A
A

P
 accounting practices. 

These rules w
ould im

pose bad-debt reserves 
and/or 

inventory 
reserves 

for 
slow

-m
oving 

or obsolete item
s that w

ere not factored in 
setting the target num

ber. M
any private or 

sm
all businesses do not utilize such reserves. 

The inclusion of these reserves w
ould then 

artificially reduce the purchase price am
ount 

w
here there has been no true change in the 

business. O
ther adjustm

ents m
ay be proposed 

by a buyer that depart from
 the practices used 

by a seller. O
n the other side of the equation, if 

a buyer accepts that there w
ill be no bad-debt 

reserve, the seller m
ay be asked to guaranty 

collections. If a receivable isn’t collected w
ithin, 

for exam
ple, 90 days from

 closing, the seller 
w

ill pay the buyer the receivable am
ount, and 

the receivable is transferred back to the seller.

I have found it extrem
ely useful to include as an 

exhibit to the purchase agreem
ent an exam

ple 
of w

orking capital as of a prior historical date 
and a statem

ent that the closing date w
orking 

capital m
ust be determ

ined utilizing the exact 
sam

e accounting principles as w
ere used in 

determ
ining 

the 
exam

ple’s 
w

orking 
capital. 

The exam
ple m

ay also show
 all categories of 

current assets and current liabilities used in 
the calculation, even if the dollar am

ount in 
a category in the exam

ple is zero. B
y listing 

all categories, disputes are elim
inated as to 

w
hether a current asset or liability is to be 

included.

O
nce 

the 
buyer 

prepares 
the 

closing 
date 

w
orking capital statem

ent, the seller generally 
is given 20 to 30 days to review

 the statem
ent. 

If the seller agrees w
ith the conclusions, the 

closing adjustm
ent am

ount is paid either by the 
buyer (if the w

orking capital target is exceeded), 
or by the seller (if there is a deficiency). If the 
seller disputes these calculations, the buyer 
and seller generally are provided a few

 w
eeks 

to see w
hether they can resolve the dispute 

them
selves. If they can’t, the m

atter should be 
referred to a neutral accountant for resolution.



D
ue to the nature of the conflict, a w

orking 
capital 

dispute 
is 

best 
resolved 

by 
an 

accountant rather than by a judge in a law
suit 

or by an arbitrator. R
estrictions are often placed 

on the accountant to decide w
holly in favor 

of one side or the other on individual m
atters 

and not to try and m
ediate a com

prom
ise. 

S
election of the accountant should be m

ade 
before a dispute arises, and the nam

e of the 
independent accountant should be specified 
in the purchase agreem

ent. A
ccountant fees 

can be either split equally betw
een the parties, 

or paid by the party w
ho fails to prevail in the 

dispute resolution.

Finally, 
sellers 

m
ust 

be 
aw

are 
that, 

sim
ilar 

to a holdback or escrow
 utilized by buyers 

to 
protect 

them
selves 

against 
breaches 

of 
the 

representatives 
and 

w
arranties, 

buyers 
generally 

w
ant 

a 
short-term

 
holdback 

or 
escrow

 for the w
orking capital adjustm

ents. 
B

uyers generally do not w
ant to chase sellers 

for m
onies ow

ed. If there is already an escrow
 

established for the buyer’s benefit for breaches 
of representations or w

arranties, then including 
the w

orking capital holdback should not be an 
issue. H

ow
ever, if there is no existing escrow

, 
then a short-term

 holdback is likely m
ore cash 

efficient.

A
s 

noted 
at 

the 
beginning 

of 
this 

article, 
controversies on w

orking capital adjustm
ents 

are the m
ost com

m
on dispute betw

een buyers 
and sellers. C

areful planning in the purchase 
agreem

ents can greatly dim
inish such issues.
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It m
ay take a village to raise a child, but it takes dedicated, hard-w

orking 
em

ployees to grow
 a successful business. M

any ow
ners of businesses 

recognize this fact and, upon the sale of the business, take a portion of 
the purchase price and allocate such funds am

ong either a handful of key 
personnel or all com

pany em
ployees. 

W
here allocation is to all em

ployees, a point system
 generally is used, 

based prim
arily on length of service, job description and salary. In those 

cases w
here ow

ners rew
ard only select em

ployees, the benefi t often is 
provided as a stay bonus. The period surrounding a sale of a business is a 
trying tim

e for the seller and his or her em
ployees. O

ften, attention paid to 
the sale process results in a loss of focus on the business operation. It is 
critical that an ow

ner have one or m
ore trusted em

ployees that can assist 
the ow

ner in gathering the necessary inform
ation required by the potential 

buyer, as w
ell as ensuring the business runs sm

oothly by m
aintaining 

focus on the com
pany’s sales and operations. 

A
 stay bonus provides a fi nancial incentive for an em

ployee to rem
ain 

w
ith the com

pany through the sale and, on occasion, a period after the 
sale. The com

pany pays the em
ployee a fi xed dollar am

ount of additional 
com

pensation to stay through the sale. O
ften, only a portion of the bonus 

is paid at the tim
e of sale, w

ith the balance paid three to six m
onths 

after the sale. The com
m

itm
ent to stay often aids the seller if a portion 

of the sale proceeds is contingent on the perform
ance of the com

pany 
after the sale (an “earn-out”). The seller is m

ore likely to achieve the post-
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sale targeted perform
ance if there are few

er unanticipated changes in the business, including loss 
of key personnel. In requiring continued em

ploym
ent to receive the second paym

ent, the buyer 
is assured of no disruption in operations. O

f course, the balance of the paym
ent m

ay be m
ade if 

the buyer term
inates the em

ployee’s service. M
any tim

es, a stay bonus com
m

itm
ent m

ay include 
both a “confidentiality provision” as w

ell as a non-com
pete covenant from

 the em
ployee, if such a 

com
m

itm
ent w

as not previously obtained. 

B
y securing from

 key personnel these com
m

itm
ents early in the sale process —

 before a buyer has 
been identified —

 a seller can neutralize an em
ployee’s ability to dem

and higher com
pensation from

 
a buyer as a condition to closing the transaction. O

ften, the seller places the m
oney for the stay 

bonus or bonus pool in escrow
 im

m
ediately prior to the sale. This approach has the dual advantage of 

ensuring em
ployees the m

oney is there to be paid and also ensuring that the seller is able to take full 
advantage of the com

pensation paym
ent. The sale bonus paym

ent is tax-deductible just like any other 
bonus or salary paym

ent m
ade to em

ployees. 

U
nlike stay bonuses, change-in-control provisions are frequently contained in em

ploym
ent agreem

ents 
and are generally negotiated prior to the tim

e that a business sale is contem
plated. Like stay bonuses, 

they are designed to provide job and financial security to an em
ployee follow

ing a change in ow
nership. 

W
hile once used alm

ost exclusively in public com
panies for high-level executives, change-in-control 

provisions have becom
e prevalent in private com

panies for em
ployees in both executive and m

iddle-
m

anagem
ent. C

hange-in-control provisions provide that if an em
ployee is term

inated after a business 
sale, he or she receives additional severance. M

any tim
es, in lieu of the additional severance, the 

em
ployee receives the paym

ent as a bonus effective at the tim
e of sale. 

S
elling a business is stressful. Loss of key em

ployees can adversely affect both the sale price 
and operations. A

ccordingly, business ow
ners should consider stay bonuses or change-in-control 

provisions as a m
eans of protecting their im

portant assets at the tim
e of sale.
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M
ost buyers and sellers of businesses believe that the purchase price is 

the m
ost im

portant term
 of the agreem

ent betw
een the parties. There 

are, how
ever, other term

s that are of equal im
port. This article focuses on 

how
 m

uch of the purchase price the seller is able to keep and on critical, 
non-purchase price term

s.

A
lm

ost all sellers of privately-held businesses recognize that they need to 
provide representations and w

arranties relating to the business to be sold 
to the buyer. They also recognize that they w

ill be asked to indem
nify the 

buyer for breaches of such representations/w
arranties. Lim

iting the am
ount 

of the purchase price subject to indem
nity claim

s, as w
ell as establishing 

a threshold am
ount below

 w
hich the buyer assum

es responsibility, are 
im

portant features in the sale negotiations.

The “cap” is the m
axim

um
 am

ount that a buyer can claim
 against a 

seller 
for 

breaches 
of 

representations 
and 

w
arranties. 

Fundam
ental 

representations, such as those relating to ow
nership of the assets being 

sold, authority to sell the assets, taxes, are generally excluded from
 a 

“cap.” A
lso excluded are claim

s based on intentional fraud com
m

itted 
by the seller. C

ertain representations – like environm
ental m

atters – m
ay 

have their ow
n “cap.” M

ost other representations, such as those regarding 
em

ployee claim
s, custom

er claim
s, or violations of O

S
H

A
 or other law

s, 
are subject to “caps.” There is no average “cap;” each transaction is 
unique. D

istressed businesses or those w
ith signifi cant liabilities are likely 

to have larger “caps” – due to the higher probability of claim
s against a 
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buyer of the business. There are num
erous negotiation issues in any transaction and trade-offs occur. 

A
 seller m

ay be w
illing to provide a larger “cap” in exchange for a higher purchase price or favorable 

resolution of other issues. S
om

e purchase agreem
ents are silent as to an indem

nity “cap.” In those 
cases, it is possible that claim

s against sellers could exceed the purchase price. If the indem
nity 

obligation extends personally to the business ow
ner of the business sold, such ow

ner could end up 
both w

ith no proceeds and no business. This scenario, how
ever unlikely, illustrates the im

portance of 
establishing a “cap.” In m

y opinion, the “cap” should never exceed the purchase price.

A
 “basket” is the threshold level of claim

s a buyer is w
illing to accept before seeking indem

nity. 
M

ost transactions have a “basket” of betw
een 0.1%

 and 1.0%
 of the purchase price. Thus, on a $5 

m
illion purchase price, a 1%

 basket is $50,000. The logic is, had this liability been know
n at the tim

e 
the sale price w

as determ
ined, that the buyer w

ould not have altered the purchase price. There are 
tw

o types of “baskets” – a “deductible” and a “dollar one.” A
 “deductible” basket m

eans that the 
buyer w

ill accept the econom
ic im

pact of the claim
s up to the “deductible” am

ount, and the seller is 
responsible for claim

s over such lim
it. “D

ollar one” provisions m
ake the seller liable for all claim

s if the 
claim

 am
ount exceeds the threshold. For exam

ple, utilizing a $50,000 deductible basket, the seller 
w

ould be liable for only $8,000 if the claim
 w

as $58,000, but the seller w
ould bear responsibility for 

the entire $58,000 if a dollar-one basket had been utilized. U
nder both approaches, the buyer w

ould 
assum

e the entire claim
 am

ount if the claim
 w

as only $48,000.

There are num
erous surveys prepared by investm

ent bankers and bar associations that aggregate 
data on term

s of purchase agreem
ents. I often provide m

y clients w
ith such surveys so they can 

understand the possibilities. W
hile I em

phasize there are no standard term
s, because every business 

and sale is unique and all term
s are negotiable, the m

ean “cap” under one recent study w
as just 

below
 15%

 of the purchase price and the “basket” w
as “pegged” at 0.7%

. S
m

aller transactions 
generally have higher caps and low

er baskets than larger transactions. R
egardless of w

hat num
bers 

you, as a seller or buyer, elect to utilize, the im
portance is to ensure you are aw

are of these issues.
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