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I. What is Indemnification? 

A. Defined:   

1.  An obligation contractually assumed by or legally imposed on one party to 
protect another against loss or damage from specific liabilities.  

2.  The act of making another "whole" by paying any loss another might 
suffer.  

B. Why needed in acquisition transactions? 

 1.  Buyer will do extensive due diligence on many aspects of Seller’s 
business, but ultimately Buyer can’t learn everything and also there may be 
things that occurred during Seller’s ownership of business that don’t arise 
until Buyer’s ownership of business.  

C How used in acquisition transactions? 

1.   Basic use is that Seller will indemnify Buyer for certain claims that arise 
after close for some period of time, but occurred before closing.   

2.  Buyer will often indemnify Seller also for some issues, but most focus is 
on Seller’s indemnity  

D. What are parties’ goals? 

 1.  Often very heavily negotiated aspect of acquisition agreement.  Buyer 
wants protection from things it doesn’t know about or that happened before its 
ownership and Seller does not want continuing responsibility for a business it 
no longer runs.   

II. Non-Numeric Components of Indemnification in Transactions 
 

A. What is indemnified? 
 

1.  typical agreement covers a) any breach of any covenant or agreement in 
the purchase agreement; and b) any breach of any representation or warranty 
made by in the purchase agreement.  
 
2.  also, there is often indemnity for certain excluded liabilities 

 
 
 



B. Who is indemnifying? 
 

1.  As discussed above, typically both parties agree to indemnify each other, 
but key is Seller.  Buyer’s indemnity is not typically much of an issue 
unless part of the consideration is Buyer’s equity.  Also, depending on 
circumstances, Seller’s shareholders may also have to indemnify for losses 
caused by Seller.   

 
2. For example, if the sale of assets, the selling entity will likely receive the 

cash for the assets and promptly make a large distribution of that cash to 
its shareholders, leaving the Seller entity as not much more than a shell.  
Therefore, having only the Seller entity provide indemnification is likely 
not going to provide the Buyer with sufficient protection, so having 
shareholders be liable is an option.  There are still issues with this 
approach as well based on how many shareholders there are, and whether 
the liability is joint and several or joint.   

 

C. What are time periods for indemnity? 
 

1.  Survival period—agreement will state how long the representations and 
warranties will survive closing.  Very heavily negotiated issue and often 
different periods will apply for the various representations and warranties.  
For example, certain basic representations and warranties are often 
categorized as “fundamental representations” and may not expire.  Examples 
would be title to assets or authorization of transaction.  The rationale for 
justifying these long survival periods is that there is “no excuse” for not 
meeting one of these and discovery of the breach may take a long time to 
identify.  Others may expire in 12 or 18 months.  Others may last 24 or 36 
months.  It's reasonable to limit many of the representations and warranties 
because it's not hard to argue that the Seller did have an excuse for the breach.  
One such example is the representation that the assets are in “good working 
order.”  Others may just be tied to the applicable statute of limitations—often 
taxes, environmental liabilities, or ERISA claims.  Obviously, Buyers want 
longer periods so that if something comes up well after closing, they can still 
go back to Seller for indemnity.  Sellers want short time period so that they 
can have certainty that the transaction is closed and all possible claims are 
extinguished.   
 
2.  Period for making indemnity claim—agreement will set time period after 
which indemnified party must notify indemnifying party of receipt of third 
party claim.   This provision will also often provide the Seller the ability to 
participate in the defense of any third party claim.  

 

 

 

 



III. Numeric Components of Indemnification in Transactions  
 

A. At what value does indemnity start?  (i.e. the “basket”) 
 

1.  Most agreements will provide that the Seller’s indemnity obligation only 
starts at some dollar amount, usually referred to as the basket.  There are 
several reasons for this.  First, it is an acknowledgment by the parties that the 
representations and warranties concerning an ongoing business are unlikely to 
be perfectly accurate.  Also, the parties want to avoid disputes and the 
logistics of dealing with an indemnity claim for insignificant amounts.  
 

2.  How do baskets work?  Depends upon type of basket: 
 

a.  Deductible basket—Buyer can only recover to the extent that the 
damages or losses exceed an agreed upon amount.   
  

i. sample language—“The Seller will not have any obligation to 
indemnify the Buyer with respect to any losses. . . until the Buyer 
shall have suffered aggregate losses relating thereto in excess of 
$50,000, at which point Seller will be obligated to indemnify the 
Buyer for the amount of such losses in excess of  $50,000” 
 
ii. example—6 months after closing on sale of manufacturing 
business, Buyer receives a notice the wastewater permit in place at 
the facility expired 9 months prior to the letter and that to put in 
back in place will cost $5,000.  Clearly, Buyer needs the permit in 
place to operate its facility, and clearly its Seller’s fault that this 
was not done, and Seller represented in the asset purchase 
agreement that it was in full compliance with all laws and had all 
necessary permits.  But, since it's under the basket amount, Buyer 
will pay it with its own funds and not ask Seller to pay it.  But, if 
the next day, Buyer receives a notice that it owes $60,000 caused 
by a breach of Seller’s representations, then the previous $5,000 is 
added to the $60,000 and Buyer still has to eat the first $50,000 
since that is the basket amount, but Seller will have to pay the 
remaining $15,000. 
 

b.  Tipping basket: once damages or losses reach an agreed upon amount, 
Buyer can recover  the entire amount of the damages/losses. 
  

i. sample language—“The Seller will not have any obligation to 
indemnify the Buyer with respect to any losses. . . until the Buyer 
shall have suffered aggregate losses relating thereto in excess of 
$50,000, at which point Seller will be obligated to indemnify the 
Buyer for the entire amount of any such losses.” 
 



ii.  example—in the example above, the difference here is that 
when the $50,000 amount is reached, Seller is not responsible for 
anything until the losses total $50,000, but then is resonsible for 
the entire $65,000, and not just the $15,000 that exceeded the 
$50,000 

 
3. How much should the basket be? 
 

a. Obviously, Sellers want the basket to be very large and Buyers want it 
small.  It’s typically thought of more in terms of a percentage of the 
purchase price and not just the fixed dollar amount. 
 
b. Many studies have been done to try to quantify what’s most common 
for certain transactions.  Around 1.0% is a typical starting place for 
negotiations.  All other things equal, the larger the transaction price, the 
lower the % of the purchase price the basket is.   

 
B. At what value does indemnity end? (i.e. “the cap”) 
 

1.  The parties will often agree to some cap on the extent of the indemnity.  
This is recognition that the Buyer has some responsibility for doing its due 
diligence and that a key motivation of most Sellers is that they are looking for 
certainty and trying to shut off some of the risk that goes along with running a 
business.   
 
2.  How much should the cap be?  

 

a.  At the far end of the spectrum, the cap could be the entire purchase 
price for the business with the rationale being that the Seller should not 
have to pay more than what he or she received.  But virtually always, the 
cap is much less.   
 
b. As with the basket, the cap is often thought of as a percentage of the 
purchase price and varies with deal size.  The smaller the transaction, the 
basket will usually represent a lesser percentage of the purchase price and 
vice versa.  Again, the actual numbers vary greatly, but 5-20% of the 
purchase price is a general starting point for a cap for deals for mid-sized 
type businesses.   

 
C. Where do indemnity funds come from?   

 

1. As discussed above, a key issue for Buyers in making any indemnification 
arrangement work is that there be funds available to satisfy any indemnity 
claim.  In a stock purchase transaction, the Sellers are the shareholders, so 
once they receive the purchase price for the stock, they likely still have the 
funds and so Buyer may be comfortable just providing that the shareholders, 



or some lesser number of them, take responsibility for indemnity claims.  But, 
Buyer would have to sue and get jurisdiction over individuals. 
 
2.  If the selling entity is the only party signing the acquisition agreement, as 
would be expected in an asset sale, then the Buyer will likely want some 
additional protection, since the selling entity will likely become a shell shortly 
after the sale closes.  Often, that additional protection takes the form of an 
escrow. 
 
3.  How does an escrow work? 
 

a. As part of acquisition agreement, the parties agree that at closing, a 
certain portion of the purchase price will go from Buyer directly to an 
escrow agent who will hold the money and distribute it only according to a 
negotiated escrow agreement.  For example, if it is a $10,00,000 
transaction and the escrow amount is $1,000,000, assuming no other 
adjustments, $9,000,000 goes to Seller and $1,000,000 goes to escrow 
agent.  Typical amount held in escrow is 5-15%.  The purchase agreement 
will specify which claims are subject to the indemnification obligations.  
Breaches of representations and warranties and working capital 
adjustments are the most common.   
 
b. the escrow agreement will set out, with great specificity, exactly how 
the funds will be held and disbursed.  The escrow agent will be sure that 
the agreement very specifically addresses that the agent has no ability to 
exercise discretion over the disbursement of funds.   
  

i.  in the easiest scenario, no claims are made during the escrow 
period and at the end of the escrow period, the escrow agent will 
send the funds plus interest, to the Seller.  
 
ii. if claims are made during the escrow period, the escrow 
agreement will specify exactly how the parties handle it.  If the 
Buyer asserts a claim, it has to specify the basis for and amount of 
claim, the Seller will have a chance to respond and if no response, 
the escrow agent will disburse the claimed amount to the Buyer.  If 
Seller disagrees, resolution procedures will be specified.  
Typically, this would involve a period for negotiation and if no 
resolution, then arbitration.  Agent will distribute upon final order 
from arbitrator. 
 

c.  numerous key issues have to be negotiated for the escrow agreement  
 

i. if no claims are made during the escrow period, does escrow 
agent automatically send funds to Seller or do both parties have to 
sign off on the disbursement?   



 a) Seller should argue no written notification is needed.  
 
ii. what can the escrow agent invest the funds in?   
 

a) Parties have goals directly in conflict.  Buyer wants 
funds to be invested conservatively so that it can be sure 
there are funds left for indemnity claims.  Seller has its 
money tied up and wants it to make some interest while in 
escrow.  Often, funds are invested in very low-risk money 
market type accounts. 

  

iii. who pays escrow agent’s fee?   
 
 a) most of the time, its split equally 
 
iv. how long do funds stay in escrow? 
 
 a) typically 12-24 months 
 
v. is there any intermediate distribution? 
 

a) the longer funds stay in escrow, the more likely there 
will be an intermediate partial distribution 
 
b) sample language: Except as otherwise provided in this 
subsection a, the Escrow Agent shall only disburse the 
Escrow Funds upon receipt of written instructions signed 
by both Buyer and Seller authorizing the release of all or 
any portion of the Escrow Funds to Buyer and/or Seller, as 
the case may be.  The parties acknowledge and agree 
pursuant to the terms of Section 2.5 of the Asset Purchase 
Agreement, fifty (50%) percent of the Escrow Funds 
remaining twelve (12) months following the Closing Date, 
automatically and without notice from either party, shall be 
disbursed by the Escrow Agent to Seller provided there are 
no outstanding Buyer Claims or notice of a Buyer Claim at 
such time.  The remaining fifty (50%) percent of the 
Escrow Funds shall be disbursed by the Escrow Agent to 
the Company twenty-four (24) months following the 
Closing Date, automatically and without notice from either 
party, provided there are no unresolved Buyer Claims.  In 
the event there are unresolved Buyer Claims at this time, 
the Escrow Agent shall not disburse the remaining funds 
and shall only disburse the remaining funds upon written 
instructions signed by both Buyer and Seller.   
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