Presenting a live 90-minute webinar with interactive Q&A

Private Company Acquisition Agreements:
Drafting Reps and Warranties, Covenants,
and Closing Conditions
TUESDAY, OCTOBER 29, 2019
1pm Eastern

|

12pm Central | 11am Mountain

|

10am Pacific

Today’s faculty features:
Jonathan D. Carlson, Attorney, Clingen Callow & McLean, Chicago
Kenneth W. Clingen, Partner, Clingen Callow & McLean, Lisle, Ill.
Phillip J. Salerno, II, Partner, Clingen Callow & McLean, Chicago

The audio portion of the conference may be accessed via the telephone or by using your computer's
speakers. Please refer to the instructions emailed to registrants for additional information. If you
have any questions, please contact Customer Service at 1-800-926-7926 ext. 1.

Tips for Optimal Quality

FOR LIVE EVENT ONLY

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.

Continuing Education Credits

FOR LIVE EVENT ONLY

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.

Program Materials

FOR LIVE EVENT ONLY

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.

Private Company Acquisition
Agreements
Drafting and Negotiating
Representations and Warranties
Jonathan D. Carlson
Clingen Callow & McLean, LLC

Representations and Warranties
• What is a “Representation”

a statement of fact made to induce the other party to
enter into the contract

• What is a “Warranty”
a promise of indemnity if the statement is false
• Is there a difference?
In practice, “Representation” and “Warranty” are
generally used interchangeably

 Example: Seller represents and warrants to Purchaser
that . . .
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Drafting (Big Picture)
• Stock vs. Asset Deals
Generally, stock deals demand more representations and warranties. This is
because Buyer risk is greater. Why?
 “Infecting the balance sheet” of Target Company

Representations and warranties in asset deals can be limited because the Buyer’s
risk is less
 Buyer is purchasing specified assets and specified liabilities and excludes all others

• What to Expect?
Several factors influence the number and scope of reps and warranties





Sophistication/Strategic vs. Non-Strategic Buyers
Industry (e.g., manufacturing vs. service business)
Regulations
Seller’s housekeeping and practices

• Who is making the Representations and Warranties?
Senior Executives, Shareholders, Members/Managers, others?
Multiple owners – some involved, others not so much?
 Consider designating a Seller Representative
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Drafting Strategies
• Buyers want comprehensive representations and warranties,
without qualifications
• Sellers want limited representations and warranties and will
look to limit by use of a number of drafting strategies
• Examples:
Materiality qualifiers
Knowledge qualifiers
Disclosure schedules
Timelines – limit when reps and warranties are made, the periods of time
they cover, and the post-closing survival period
Disclaimer of any representations and warranties outside of written
agreement
Limit remedies – exclusively limit Buyer remedies to indemnification under
the contract. Seller then negotiates baskets, caps and other relevant
limitations to Seller’s indemnification obligations.
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Materiality Qualifiers
• Qualify the representation or warranty to that which is “material”
or what might have a “material adverse affect” on the Seller’s
business
• What is “Material”?
Challenging to draft a comprehensive definition of when an event,
occurrence, change or effect is “material” that is acceptable to both
parties
An all-encompassing definition of what is “material” is very uncommon.
However, we still want to define what is “material” where possible.
• Example: Part 1.1 of the Company Disclosure Schedule sets forth a complete
list of each of the following Contracts to which the Company is a party or is
bound (collectively, the “Material Contracts”).
• Example: Part 1.1 of the Company Disclosure Schedule sets forth (i) each
customer who has paid aggregate consideration to Company for goods or
services rendered in an amount greater than or equal to $[AMOUNT] for each
of the two most recent fiscal years (collectively, the “Material Customers”).
• Example: Part 1.1 of the Company Disclosure Schedule sets forth (i) each
supplier to whom Company has paid consideration for goods or services
rendered in an amount greater than or equal to $[AMOUNT] for each of the
two most recent fiscal years (collectively, the “Material Suppliers”).
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What is a “Material Adverse Effect”?
• A Material Adverse Effect (“MAE”) clause defines a threshold for
measuring certain negative effects on the target business
• Used to qualify representations and warranties and ties to closing
conditions
• Generally is a very high threshold
• Buyer Objectives:
Buyer wants a broad scope MAE clause
If the related representations or warranties are breached, Buyer may refuse to
close
Example: “Material Adverse Effect” shall mean any event, circumstance, change
or effect that, individually or in the aggregate, is materially adverse to the
business, condition (financial or otherwise), assets, liabilities or results of
operations of the Company taken as a whole.
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What is “Material Adverse Effect”?
• Seller Objectives:
Seller wants limited scope MAE clause
Seller will carefully draft and negotiate carve outs to ensure a high MAE threshold
Example: “Material Adverse Effect” shall mean any event, circumstance, development,
statement of facts, occurrence, change, or effect that is or would reasonably be
expected to be, individually or in the aggregate, materially adverse to the business,
condition (financial or otherwise), assets, liabilities or results of operations of the
Company taken as a whole; provided, that none of the following shall in and of itself
constitute, and no event, circumstance, development, state of facts, occurrence,
change or effect resulting solely from any of the following shall constitute, a Material
Adverse Effect: (a) changes in the United States or world financial markets as a
whole, (b) changes in general economic conditions that affect the industries in which
the Company operates, (c) armed hostilities or war or material armed hostilities
(including acts of terrorism), whether or not pursuant to a formal declaration of a
national emergency or war, (d) any changes in Laws or Orders, (e) any changes in
GAAP, (f) pandemics, earthquakes, hurricanes, tornados or other natural disasters,
(g) the announcement of this Agreement or the transactions contemplated by this
Agreement or the identity of Buyer in connection with the transactions contemplated
by this Agreement, or (h) any failure to meet any internal or public projections,
forecasts, guidance, estimates, milestones, budgets or internal or published financial
or operating predictions of revenue, earnings or cash position (provided, that this
clause (h) will not prevent a determination that any change or effect underlying any
such change or failure has resulted in a Material Adverse Effect, to the extent such
change or effect is not otherwise excluded from this definition of Material Adverse
Effect) other than in the case of clauses (a) through (f), changes that
disproportionately and adversely impact the Company relative to other companies in
the industries in which the Company operates.
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What is “Material Adverse Effect”?
• Sample Representations and Warranties
Authority. The execution, delivery and performance of this
Agreement and the consummation of the transactions
contemplated pursuant to this Agreement by the Company do not
and will not (a) constitute a breach or violation of, or result in a
default (or an event that, with notice or lapse of time or both,
would become a default) under, or result in the termination or in
a right of termination, cancellation of or modification of, or
accelerate the performance required by or the loss of any benefit
to which the Company is entitled under, any note, bond,
mortgage, indenture, deed of trust, license, franchise, lease,
Contract, joint venture, or other instrument or obligation to which
the Company is a party or by which the Company or its properties
is subject or bound except for such breaches, violations, defaults,
terminations, cancellations or accelerations which, either
individually or in the aggregate, would not reasonably be
expected to have a Material Adverse Effect.
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What is “Material Adverse Effect”?
• Sample Representations and Warranties

 Compliance with Applicable Law. The Company is in compliance
with all, and is not in default under or in violation of any,
applicable Laws, other than any noncompliance, default or
violation which would not, individually or in the aggregate, be
reasonably expected to have a Material Adverse Effect.
 Absence of Certain Changes or Events. Since the Balance Sheet
Date through the date of this Agreement, there has not been any
change, event, development, circumstance, condition,
occurrence or effect that has had, or would be reasonably
expected to have, individually or in the aggregate, a Company
Material Adverse Effect.
 Employee Benefit Plans. There are no governmental audits or
investigations, actions or claims pending or threatened with
respect to any of the Company Employee Benefit Plans that
would be reasonably expected to have a Material Adverse
Effect.
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Knowledge Qualifiers
• Knowledge qualifiers can reduce the scope of a Seller’s
representation and warranty
• Seller Objectives:
Limit the definition of knowledge
Limit the number of knowledge parties

Example: “Knowledge” of the Seller or any similar phrase or qualification
based on knowledge of the Seller, means the actual knowledge of John Doe,
not personally but solely in his capacity as the President of the Seller.

• Buyer Objectives:
Expand the definition of knowledge
Require a level of knowledge party inquiry
Expand the number of knowledge parties
Specifics:
 Actual knowledge
 Level of inquiry
 Imputed knowledge – charges the knowledge party with having knowledge of a
fact or matter where it should have known
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Knowledge Qualifiers
• Buyer Objectives (cont’d):
Example: "Knowledge" means (1) the actual knowledge, after reasonable inquiry
(including inquiry of each such individual’s direct reports), of [insert names of each
knowledge party], and (2) the knowledge that each such individual would
reasonably be expected to obtain in the course of diligently performing his or her
duties for the Seller.

• Sample Representations and Warranties (re: Knowledge):
Company Permits. No suspension or cancellation of any of the Company Permits is
pending or, to the Knowledge of the Company, threatened.
Material Contracts. The Company and, to the Knowledge of the Company each
other party thereto, has performed in all material respects all obligations required
to be performed by it under each Material Contract as of the date of this
Agreement. To the Knowledge of the Company, there is no default under any
Material Contract which, with notice or lapse of time or both, would constitute a
default on the part of any of the parties thereto.
Environmental Matters. There are no actions, suits, proceedings (including without
limitation civil, criminal, administrative and dispute resolution proceedings),
claims, government investigations, orders, decrees or judgments pending or in
effect, or, to the Knowledge of the Company, threatened by any Governmental
Authority against the Company which allege a violation of or liability under any
Environmental Law.
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Disclosure Schedules
• Provide exceptions to the representations and warranties of
Seller
• Provide Buyer with additional information about the Seller
and its business
• Seller Objectives:
Disclose specific events and information (e.g., lawsuits, contract disputes,
etc.) in order to limit/qualify the scope of its representations and warranties
Shield itself from making inaccurate representations or warranties
Seek to limit exposure to indemnification claims

• Buyer Objectives:
Ensure accurateness and completeness of Disclosure Schedule
Avoid risk shifting from Buyer to Seller via Disclosure Schedule
Adjust purchase price based upon informant in Disclosure Schedule
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Disclosure Schedules
• Special Notes:
Evaluate disclosed information and investigate further
Seller must make clear to Buyer that Disclosure Schedules are ongoing until the
point of closing and may be updated by Seller at any time. Seller should also
provide that sections of the Disclosure Schedule may cross-reference other
sections
 Example: This disclosure schedule (“Disclosure Schedule”) is being delivered
pursuant to the Share Purchase Agreement dated October 29, 2019 (the
“Agreement”). Capitalized terms used in this Disclosure Schedule but not
otherwise defined shall have the respective meanings ascribed to them in the
Agreement. All section headings in this Disclosure Schedule corresponds to the
referenced sections of the Agreement, but information provided in any section
of this Disclosure Schedule shall constitute disclosure for purposes of each
section of the Agreement and the Disclosure Schedules where such information
is relevant.
Buyers should reject any general Seller attempts to disclose
 Example: “Except and disclosed in the data room, there are no governmental
audits or investigations, actions or claims pending or threatened with respect
the Seller.
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Disclosure Schedules
• Sample Representations and Warranties:
Environmental Matters: Except as disclosed in Part 1.1 of the Company Disclosure
Schedule, the Company and its Subsidiaries and their respective assets and
operations are in compliance with all Environmental Laws and Environmental
Permits and have obtained all Environmental Permits necessary to operate at each
owned or leased real property and to carry on their respective businesses.
Internal Controls: Part 1.1 of the Company Disclosure Schedule sets forth (i) all
significant deficiencies in the design or operation of internal controls which could
adversely affect the Company's ability to record, process, summarize and report
financial data and have identified for the Company's auditors any material
weaknesses in internal controls and (ii) any fraud, whether or not material, that
involves management or other employees who have a significant role in the
Company's internal controls and, to the Knowledge of the Company, such
deficiencies or frauds have not occurred that would reasonably be expected, either
individually or in the aggregate, to have a Material Adverse Effect.
Employment Matters. Except as set forth on Part 1.1(k) of the Company Disclosure
Schedule, no current or former employee, officer or director of the Company or
any of its Subsidiaries is entitled to receive any guaranteed payment under any
Company Employee Benefit Plan that is a short-term or long-term bonus.
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Lookback Periods
• Seller can seek to limit the scope of its representations and warranties
by tying to specific time periods
• Examples:
 Since September 24, 2018, the Company has not received any material complaints through the
Company's whistleblower hotline or equivalent system for receipt of employee concerns regarding
possible violations of applicable Law.
 Since May 1, 2018, neither the Company nor any of its Subsidiaries has received any notice of any
material violation or breach of, material default under or intention to cancel, terminate or not
renew, any Material Contract.
 Since the Balance Sheet Date, there has not been any change, event, development, circumstance,
condition, occurrence or effect that has had, or would be reasonably expected to have, individually
or in the aggregate, a Material Adverse Effect.
 Each Employee Benefit Plan that constitutes a "nonqualified deferred compensation plan" within
the meaning of Section 409A of the Code has been documented and operated in good faith
compliance with Section 409A of the Code since January 1, 2012.
 For the five (5) year period prior to the Effective Date of this Agreement, each Target Company has
been in material compliance with the requirements of the Government Contracts.
 Since January 14, 2016 there has been no failure, unauthorized access or use, or other adverse
event affecting any of the IT Systems that has caused or could reasonably be expected to cause any
material disruption to the conduct of the business of the Target Companies or their respective
Subsidiaries.
 Except as set forth on Part 1.1 of the Company Disclosure Schedule, no product manufactured, sold
or delivered by the Business, or any part or component thereof, is or within the past sixty (60)
months has been the subject of any product recall in connection with any actual product defect.
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Representations and Warranties: Survival
Periods
• Seller wants to limit, Buyer wants to extend
• Will generally be negotiated in concert with indemnification and indemnification
escrow provisions
• Buyers may seek to separate representations and warranties into groups with
different survival periods
• Example: The representations and warranties in this Agreement and the Disclosure
Schedule and Exhibits attached hereto shall survive the Closing as follows:
 the representations and warranties in Section 4.8 (Tax Matters), Section 4.12 (Intellectual
Property), Section 4.13 (Employees), and Section 4.14 (Employee Benefit Plans), Section 4.18
(Environmental), shall terminate upon the later of (i) four (4) years plus sixty (60) days from the
Closing Date and (ii) sixty (60) days after the date upon which the applicable statute of limitations
with respect to the liabilities in question expire (after giving effect to any extensions, mitigation or
waivers thereof) (the “Statutory Survival Period”);
 the following representations and warranties survive indefinitely following the Closing Date: (a)
Section 4A (Organization and Company Power), Section 4B (Target Company Shares), Section 4C
(Subsidiaries), Section 4D (Authorization), Section 4L (Brokerage), Section 5A (Organization and
Power), and Section 5B (Authorization) (collectively, the “Fundamental Representations and
Warranties”); and (b) Section 7A (Organization and Company Power), Section 7B (Authorization),
and Section 7C (Brokerage) (collectively the “Buyer Fundamental Representations and Warranties”
and collectively with the Seller Fundamental Representations and Warranties, the “Fundamental
Representations and Warranties”); and
 all other representations and warranties in this Agreement shall terminate on the 24-month
anniversary of the Closing Date (the “General Survival Period”).
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Representations and Warranties: Disclaimers
• Seller wants Buyer confirmation that the Seller representations and
warranties are confined to the purchase agreement
• Seller wants to limit Buyer claims to those claims arising from the
purchase agreement
• Some disclaimers may be invalid
Example: Delaware law requires explicit disclaimers in order for Buyer to
waive fraud claims
 “NOTWITHSTANDING PROVISIONS OF THIS AGREEMENT TO THE CONTRARY, THE REPRESENTATIONS
AND WARRANTIES OF THE COMPANY SET FORTH IN ARTICLE IV OF THIS AGREEMENT (INCLUDING THE
RELATED PORTIONS OF THE COMPANY DISCLOSURE SCHEDULE) ARE AND SHALL CONSTITUTE THE
SOLE AND EXCLUSIVE REPRESENTATIONS AND WARRANTIES MADE WITH RESPECT TO THE COMPANY
IN CONNECTION WITH THIS AGREEMENT AND THE TRANSACTIONS CONTEMPLATED BY THIS
AGREEMENT. EXCEPT FOR THE REPRESENTATIONS AND WARRANTIES REFERRED TO IN PREVIOUS
SENTENCE, NEITHER THE COMPANY OR ANY OTHER PERSON HAS MADE OR IS MAKING ANY EXPRESS
OR IMPLIED REPRESENTATIONS OR WARRANTY, STATUTORY OR OTHERWISE, OF ANY NATURE,
INCLUDING WITHOUT LIMITATION ANY EXPRESS OR IMPLIED REPRESENTATION OR WARRANTY AS TO
THE MERCHANTABILITY, QUALITY, QUANTITY, SUITABILITY OR FITNESS FOR ANY PARTICULAR PURPOSE
OF THE BUSINESS OR THE ASSETS OF THE COMPANY. EXCEPT FOR THE REPRESENTATIONS AND
WARRANTIES EXPRESSLY SET FORTH IN THIS ARTICLE IV, ALL OTHER WARRANTIES, EXPRESS OR
IMPLIED, STATUTORY OR OTHERWISE, OF ANY NATURE, INCLUDING WITH RESPECT TO ANY EXPRESS
OR IMPLIED REPRESENTATION OR WARRANTY AS TO THE MERCHANTABILITY, QUALITY, QUANTITY,
SUITABILITY OR FITNESS FOR ANY PARTICULAR PURPOSE OF THE BUSINESS OR THE ASSETS OF THE
COMPANY ARE HEREBY EXPRESSLY DISCLAIMED.”
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Representations and Warranties Reflecting
Current Environment
• Sexual Harassment/Misconduct
#MeToo Movement
Example: Except as set forth in Part 1.1 of the
Company Disclosure Schedule, (a) no allegations of
sexual harassment or sexual misconduct have been
made involving any current or former director, officer,
employee or independent contractor of the Company
or any of its Subsidiaries, and (b) neither the Company
nor any of its Subsidiaries have entered into any
settlement agreements related to allegations of sexual
harassment or sexual misconduct by any current or
former director, officer, employee or independent
contractor of the Company or any of its Subsidiaries.
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Representations and Warranties Reflecting Current
Environment
• Data Security
• Privacy and Data Security
 Example: All information or data of any kind possessed by the Company, including but not limited to,
personally identifiable information collected from any source, including consumers ("PII"), aggregate or
anonymous information collected from any source, including consumers ("Non-PII") and Employee data,
whether collected online or offline (collectively, "Data"), has been collected, by the Company or any other
Person, and is being maintained, stored, processed and used by the Company in compliance with all
applicable laws. The Company has at all times presented a privacy policy ("Privacy Policy") to consumers
prior to the collection of any PII or Non-PII online. The Privacy Policy, and any other representations,
marketing materials and advertisements that address privacy issues and the treatment of Data, accurately
and completely describe the Company's information collection and use practices, and no such notices or
disclosures have been inaccurate, misleading or deceptive. The Company has stored and maintained all
Data in a secure manner, using commercially reasonable physical and technical measures, to ensure the
integrity and security of the Data and to prevent loss, alteration, corruption, misuse and unauthorized
access to such Data. There has been no unauthorized use, access to or disclosure of any Data. The
Company has not received any claims, notices or complaints regarding its information practices or use of
Data. The Company has not received any written notice from a Governmental Authority or consumer
advocacy organization challenging, questioning or inquiring about the Company's Data collection or usage
practices. To the Knowledge of the Sellers, neither the Company nor any of its subcontractors has
experienced any (a) breach of security, as defined by the Privacy Laws, (b) Breach of Unsecured Protected
Health Information as "Breach," "Unsecured Protected Health Information," and "Protected Health
Information" are defined by HIPAA, or (c) any Security Incident as "Security Incident" is defined by HIPAA,
except, with respect to (c), for those Security Incidents which would not, individually or in the aggregate,
reasonably be likely to have a Material Adverse Effect. The Company is in compliance with all guidelines
and policies that relate to the Company's business and which are set forth by applicable industry
associations and self-regulatory guidelines. The Company has only used Data received from its customers
in accordance with its contractual agreements with such customers. The consummation of the
transactions contemplated herein will not result in any loss or impairment of the rights to own or use any
Data, nor will such consummation require the consent of any third party in respect of any Data.
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Private Company Acquisition
Agreements
Negotiating Covenants and Closing Conditions
in Private Company M&A Transactions

Phillip J. Salerno II
Clingen Callow & McLean, LLC

Conditions To Closing
Address the period of time between execution of the
transaction agreement and closing; The conditions precede
the obligations of the parties to close, including the ability of a
party to waive performance. Failure of a condition may result
in termination of the agreement. Satisfaction or waiver of the
closing conditions obligates performance by the other party at
closing.
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Bring Down Condition
Each of the representations and warranties of the Seller Parties made
in the [Agreement/All Ancillary Agreements]… (i) that is qualified as
to or by Material Adverse Effect or materiality shall be true and correct
in all respects as of the Closing Date as if made anew as of such date
(except to the extent any such representation and warranty expressly
relates to an earlier date (in which case such representation and
warranty shall be true and correct in all respects as of such earlier
date)) and (ii) that is not qualified as to or by Material Adverse Effect
or materiality shall be true and correct in all material respects as of
the Closing Date as if made anew as of such date (except to the extent
any such representation and warranty expressly relates to an earlier
date (in which case such representation and warranty shall be true and
correct in all material respects as of such earlier date)); provided that
the [FUNDAMENTAL/EQUITY] representations and warranties shall be
true and correct in all respects as of the Closing Date as if made anew
as of such date, in each case without taking into account any
disclosures to the Buyers.
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Bring Down Condition
• Timing: At execution of the agreement and closing
• True and correct in “all” vs. “all material” respects
• Alternative: All are “true and correct” except where no
Material Adverse Effect would result
• Fundamental representation exceptions
• Reps and Warranties in all ancillary transaction documents
as well or just the agreement?
• Note: Updates to disclosure schedules made?
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Other Prevalent Conditions
• Third-party consents and approvals
• No adverse legal proceedings
• Shareholder approval
• Delivery of ancillary documents/agreements
• Performance of covenants
• Conditions may be waived in writing
• No Material Adverse Effect (Seller)
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Third-Party Consents and Approvals
• Third-party consents and approvals (scheduled) - Each of
the Buyers, the Seller Parties, and the Target Companies,
shall have received or obtained all Governmental Entity
and regulatory consents, novations, approvals, licenses and
authorizations listed on Schedule __ of the Target Company
Disclosure Schedule.
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No Adverse Legal Proceedings
• No adverse legal proceedings - No Action shall be pending
or overtly threatened in writing by or before any
Governmental Entity or any arbitrator [wherein an
unfavorable injunction, judgment, order, decree, ruling or
charge would reasonably be expected to (i) prevent the
performance of this Agreement or the consummation of any
of the transactions contemplated hereby or declare unlawful
any of the transactions contemplated hereby, (ii) cause any
of the transactions contemplated by this Agreement to be
rescinded following consummation, (iii) affect adversely the
right of Buyers to operate the businesses of or control the
Target Companies, or (iv) affect adversely the right of either
Target Company to own their respective assets or control
their respective businesses and no such injunction,
judgment, order, decree or ruling shall have been entered or
be in effect].
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Shareholder Approval & Document Delivery
• Shareholder Approval- This Agreement shall have been duly
approved by ___% of the outstanding shares of Company Common
Shares and such approval shall not have been rescinded, cancelled
or otherwise modified in any manner. [There shall be no
Dissenting Shares.]
• Delivery of ancillary documents and agreements - [Buyer/Seller]
shall have executed and delivered to [Seller/Buyer] the
agreements, certificates, instruments and other documents
required to be executed delivered by such Person pursuant to
Sections __ to [Seller/Buyer].
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Performance & Waiver
• Performance of Covenants - The Company and Parent shall
have performed and complied with, in all material respects,
all of its covenants hereunder [including continuing
operations] at or before the Closing (to the extent that
such covenants require performance by the Company or
Parent at or before the Closing).
• Waiver of Closing Condition - Any condition specified in
this Section___ may be waived by [Buyer/Seller] if such
waiver is set forth in a writing duly executed and delivered
to [Seller/Buyer].
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No Material Adverse Effect
No Material Adverse Affect - Since the date of this Agreement, no Company Material
Adverse Effect shall have occurred or be occurring.
“Company Material Adverse Effect” shall mean, except to the extent resulting from (A)
changes in general local, domestic, foreign, or international economic conditions,
except to the extent such general economic conditions have a disproportionate effect
on the Company as compared to any of the other companies in the Company’s industry,
(B) changes affecting generally the industries or markets in which Company operates,
except to the extent such general changes have a disproportionate effect on the
Company as compared to any of the other companies in the Company’s industry, (C)
acts of war, sabotage or terrorism, military actions or the escalation thereof, except to
the extent such events have a disproportionate effect on the Company as compared to
any of the other companies in the Company’s industry, (D) any changes in applicable
laws or accounting rules or principles, including changes in GAAP, except to the extent
such changes have a disproportionate effect on the Company as compared to any of the
other companies in the Company’s industry, (E) any other action required by this
Agreement, or (F) the announcement of the transaction contemplated by this
Agreement, any occurrence, change, event, circumstance or effect that, individually or
in the aggregate with any other occurrences, changes, events, circumstances and/or
effects, has had or would reasonably be expected to have a material adverse effect on
(i) the Liabilities, financial condition, existing business of the Company or assets of the
Company, or (ii) the ability of the Company or Parent to consummate the transactions
contemplated hereby or to perform their obligations hereunder.
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Material Adverse Effect
• Affirmative condition that there has been no Material
Adverse Effect to Seller/Target from execution of the
agreement and closing.
• Negative condition that there has not been any Material
Adverse Effect to a particular representation made.

34

Akorn, Inc. v. Fresenius Kabi AG
• Buyer rightfully terminated $4.5B merger on basis of MAE;
First Ruling By DE Chancery Court that a MAE Occurred
• Breach of Regulatory Compliance Representation
• Business decline had material, durational significance, and
was specific to Akorn
• Covenant to Operate in Ordinary Course
• No bright line test for decline in business
• Court looks to the parties’ agreement

35

Other Transaction Specific Closing Conditions
• Company Performance
• Retention of Key Employees
• Payoff of Target indebtedness
• Satisfactory inventory or other due diligence
• Concurrent closing of another transaction
• D&O tail insurance
• Right to terminate and related remedies
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Transaction Closing &
Shift to Post-Closing Obligations
• Have the conditions to closing been satisfied?
• Adequacy of performance certified?
• Deliveries and consideration exchanged?
• Focus will shift to performance of post-closing obligations.
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Termination Prior to Closing
• By mutual agreement
• Due to breach of representation, warranty or covenant
• Due to impossibility of performance
• Termination mechanics
• Economic rights upon termination
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Prevalent Post-Closing Covenants
• Used to address the period of time commencing at closing, to
ensure performance of obligations to be performed by the parties
subsequent to closing
• Further assurances of the parties
• Non-compete, non-solicit and confidentiality
• Compliance filings, tax obligations and tax returns
• Tax/bulk sale clearance & escrow release
• Consulting or Transition Services
• Purchase price adjustments & earn-outs
• Security or guaranty of performance
• Responsibility for transaction costs
• Payment and set-off rights
• Public announcements
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Step-Down of Restrictive Covenants
The Sellers acknowledge that strict enforcement of the [Restrictive
Covenants] is necessary for the purpose of ensuring the
preservation, protection and continuity of the business and the
trade secrets and goodwill of the Company and that, in furtherance
of such purpose, the applicable prohibition against competition
imposed by this Section __ is narrow, reasonable and fair. The
Sellers acknowledge that the Company operates globally, and the
market for the businesses in which the Company is engaged is
global, such that a geographic area in which the restrictions apply
which is less than the global, worldwide market would defeat the
purpose of the agreements in this Section __. If any part of this
Section __ should be determined by a court of competent
jurisdiction to be unreasonable in duration, geographic area, or
scope, then the provisions of this Section __ are intended to and
shall extend only for such period of time, in such area and with
respect to such activities as are determined to be reasonable
under and subject to applicable Law.
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Tax Matters
• Address the parties’ transaction-related filing obligations
• Right to prepare, review, object, file
• Prior year, current/partial year, future filings, amended
returns
• Possible tax related purchase price adjustments
Mutual Assistance - Without limiting any other provision set forth
herein, Buyers, the Seller Parties, and the Target Companies agree that
they will mutually cooperate in the expeditious filing of all notice,
reports and other filings with any Governmental Entity required to be
submitted jointly by such Persons in connection with the execution and
delivery of this Agreement and/or the other agreements contemplated
hereby and the consummation of the transactions contemplated
hereby or thereby.
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Purchase Price Adjustments
• Objective Target – Illustrative example
• Timing for measurement
• Obligation and manner of preparation
• Accounting methods adjustment thresholds
• Dispute resolution process
• Stand-alone funded or common fund escrow/holdback

42

Earn-outs
• Basis for measurement: revenue or earnings?
• Post-closing covenant operations covenant
• Consistent with past practice?
• Altered to max earn-out?
• Additional duty or disclaimer of duty?
• Set-off right against payments owed to Buyer?
• Timing, measurement, resolution & payment issues
consistent with purchase price adjustment mechanics
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Payment and Set-Off Rights
Notwithstanding any provision of this Agreement to the contrary, a
Party entitled to payments pursuant to this Agreement (an “Owed
Party”) may elect (in its sole and absolute discretion) to satisfy any
liability or obligation of another Party (the “Owing Party”) to the Owed
Party in whole or in part by offsetting some or all of the Owing Party’s
liability or obligation to make payments to the Owed Party against any
payments to be made by the Owed Party to the Owing Party (and if
there is such an offset pursuant to the foregoing, then the Owed Party
is deemed to have made payment of such other obligation to make
payments to the Owing Party to the extent of such offset and such
offset is deemed a payment by the Owing Party to the extent of such
offset).
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Public Announcements
Buyers and their respective Affiliates may issue any statement or
announcement or otherwise disclose any such information without the
consent of any other party hereto, provided, however, that any such
release shall not, without such Seller Party’s prior written consent,
include any information concerning any Seller Party (including a Seller
Party’s identity or relation to a Target Company), and (ii) Seller Parties
shall not issue any statement or announcement or otherwise disclose
any such information without the prior written consent of the Buyers.
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Private Company Acquisition
Agreements
Negotiating Indemnification Provisions in Private
Company M&A Transactions
Kenneth W. Clingen
Clingen Callow & McLean, LLC

Indemnification Provisions
• 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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Competing Buyer and Seller Objectives
• Buyer Objectives
Expand Buyer’s remedies
Include recovery of attorney fees

• Protect the buyer from unexpected losses occurring after
the closing date
• Seller Objectives
Ensure that indemnification provision is the exclusive remedy
 Reduce the scope
 Cap the amount
 Limit duration of indemnity

Provide protocol for indemnification procedure and seek to
control process
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Representations and Warranties –
Materiality Scrape
• A materiality scrape is a buyer-favorable provision that
excludes materiality or other qualifications from
representations and warranties for indemnification
purposes
Examples of Materiality Scrape Provisions:
 For purposes of this Article [INDEMNIFICATION ARTICLE], any
inaccuracy in or breach of any representation or warranty shall be
determined without regard to any materiality, Material Adverse
Effect or other similar qualification contained in or otherwise
applicable to such representation or warranty
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Representations and Warranties –
Materiality Scrape
• Why a "materiality scrape"?
Avoid "double materiality"
 If there is a basket or deductible for indemnifiable losses, then the
materiality or other qualifiers do not invade the basket

Seller Strategies:
 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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Representations and Warranties –
Materiality Scrape
• Example of 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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Indemnification 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
o Organization, authority, and capitalization
o Title to stock or assets
 Taxes
o Usually tied to statute of limitations
 Environmental matters
 ERISA
 Intellectual Property
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Indemnification Survival Period
• 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, Sellers 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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Survival Carve Outs
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Indemnification Limitations: Baskets
• Indemnification baskets or deductibles limit
indemnifiable losses by requiring that the loss
exceed the basket/deductible before requiring
indemnification
• 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
o 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
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Indemnification Limitations: 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 which 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…
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Indemnification Limitations: Baskets
• 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:
oDamages 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 Limitations: Baskets
• Mini baskets
Mini baskets 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
oFor example, in the $100,000 basket examples, a minibasket may be $5-10,000
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).
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Baskets
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Baskets as % of Transaction Value
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Baskets/Carve Outs
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Indemnification Limitations: 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.
Parties may negotiate exceptions or carve outs
from the indemnification caps for certain
indemnifiable losses
 Environmental Liabilities
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Indemnification Limitations: Caps
• Indemnification Cap Provision:
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].

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 limitations set forth in Section __ 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 in Sections …..
__ Organization and Authority
__ Environmental
__ Employee Benefits
__ Brokers
__ Taxes (usually a separate tax indemnification section)
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Caps/Carve Outs
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Caps – Amounts as % of Transaction Value
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Indemnification Escrows
• Indemnification escrows serve as a fund to satisfy
seller’s indemnification obligations.
 Escrow period usually aligns with survival period of
representations and warranties
 Escrow Provision:
 Escrow. Subject to the terms of the Escrow Agreement , the
Escrow Amount will be available to satisfy indemnity obligations
of Seller for Damages pursuant to Section __ and to satisfy any
other post-Closing obligations of Seller under this Agreement. On
the first (1 ) anniversary of the Closing Date , the then amount of
the Escrow, if any, shall be released to Seller , less an amount
equal to the aggregate of any then outstanding claims for
Damages , which shall continue to be held in escrow until such
claim or claims are resolved.
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Escrows/Holdbacks as % of Transactional Value
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Indemnification: Representation and Warranty
Insurance
• Representation and Warranty (“R&W”) Insurance becoming more prevalent
to replace or supplement indemnification escrows
• R&W insurance provides coverage for buyer indemnification claims arising
from seller breaches of representations and warranties
• Popularity of R&W Insurance has increased:
Lower premiums
Better coverage
Greater acceptance among parties

• Size of transaction will affect R&W Insurance Decision
Premium costs and underwriting for transactions under $20 million may not
make coverage feasible
Larger transactions in excess of $1 billion may deter insurers because of level
of risk
“Sweet spot”
 $100

million - $500 million

69

Representations and Warranties Insurance
Contemplated by Definitive Agreement

70

Waiver of Consequential Damages
• Sample Consequential Damages limitation:
In no event shall any Indemnifying Party be
liable to any Indemnified Party for any punitive,
incidental, consequential, special or indirect
damages, including loss of future revenue or
income, loss of business reputation or
opportunity relating to the breach or alleged
breach of this Agreement, or diminution of value
or any damages based on any type of multiple.
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Consequential Damages Exclusion
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Waiver of Consequential Damages/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) accomplishes this
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Waiver of Consequential Damages/Exclusive
Remedy
• Seller Favorable Exclusive Remedy provision:
Section ___. 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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Waiver of Consequential Damages/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
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Indemnification as Exclusive Remedy – Carve
Outs
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Anti-Sandbagging Clauses
• “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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Anti-Sandbagging Clauses – 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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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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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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Survival Period – Delaware Statute of
Limitations
• Delaware law prohibits parties from extending the statute of
limitations
• Delaware courts generally interpret survival clauses as
contractual statute of limitations
• 2014 Amendment to Delaware Statute
 General Rule: 3-year statute of limitations for recovery under
breach of Contract 8106(a) Delaware Code
 8106 amended, effective August 1, 2014, by adding 8106(c)

• Section 8106(c):
 (c) Notwithstanding anything to the contrary in this chapter
(other than Section 8106(b)) or in § 2–725 of Title 6, an action
based on a written contract, agreement or undertaking involving
at least $100,000 may be brought within a period specified in
such written contract, agreement or undertaking provided it is
brought prior to the expiration of 20 years from the accruing of
the cause of such action.
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Survival Period – Delaware Statute of
Limitations – Cases
• Once a transaction agreement provides for
representations to survive closing, the next question
is how long they can survive. Before the
effectiveness of Section 8106(c), the maximum
survival period was three years, because of certain
Delaware decisions which held that parties could
shorten but not lengthen a statute of limitations by
contract. But with the effectiveness of Section
8106(c), parties can now extend the statute of
limitations up to a maximum of twenty years. Bear
Stearns Mortg. Funding Tr. 2006-SL1 v. EMC Mortg.
LLC, 2015 WL 139731, at 12 (Del. Ch. Jan. 12, 2015).
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Survival Period – Delaware Statute of
Limitations – Cases
• Here, the Purchase Agreement provides that the
representations and warranties survive closing and
that that “the breaching party may cure the noticed
breach within forty-five [45] calendar days from the
date of such notice.” But the Purchase Agreement
does not expressly address accrual of a claim.
Accordingly, under Lehman Brothers, which this
court finds persuasive, the court cannot infer an
intent to extend the limitations period under Section
8106(c). Hydrogen Master Rights, Ltd. v. Weston,
228 F.Supp.3d 320, 329 (D. Del.
2017)(applying Delaware law).
85

Questions?
Jonathan D. Carlson, Attorney
630-588-2099
carlson@ccmlawyer.com
Phillip J. Salerno II, Partner
630-871-2603
salerno@ccmlawyer.com
Kenneth W. Clingen, Partner
630-871-2608
clingen@ccmlawyer.com
Clingen Callow & McLean, LLC
2300 Cabot Drive, Suite 500
Lisle, IL 60532
www.ccmlawyer.com
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