
  

351 

 

CHAPTER XIV 

DOCUMENTATION AND NEGOTIATION: 
THE MERGER AGREEMENT 

■   ■   ■ 

A. OVERVIEW 

Most M&A lawyers spend considerable amounts of their time drafting 

and negotiating merger agreements, and explaining the agreements to 

their clients. Consequently, it is extremely important to understand the 

landscape of a typical merger agreement. Merger agreements all have a 

common structure and format: the tables of contents of merger agreements 

are all quite similar, as are many of the “boilerplate” provisions. And the 

agreements, in broad brush, all have the same general coverage. But some 

provisions are very highly negotiated. Negotiations focus quickly and 

principally on these provisions. In this Chapter we will introduce you to 

the basic contours of a merger agreement. As we will explain, the trajectory 

by which the parties negotiate and agree upon the merger agreement can 

be understood as a means to efficiently produce information and allocate 

risk to the party best able to bear it. We will illustrate how the merger 

agreement helps achieve these objectives. 

You can find sample merger agreements for two transactions, Michael 

Dell and Silver Lake’s acquisition of Dell, and Men’s Wearhouse’s 

acquisition of Jos. A. Bank, in the Online Appendix. The general structure 

of a merger agreement is the same whether the target is a public or private 

company. But there are some significant differences. Many provisions 

discussed below are found principally in transactions involving publicly 

traded sellers. In Section L, we introduce you to a number of provisions 

that are relevant for transactions involving private company sellers. 

B. LANDSCAPE OF THE MERGER AGREEMENT 

As noted above, although the specifics of each merger agreement are 

different, sometimes in significant ways, merger agreements all share a 

common architecture. Merger agreements describe the transaction 

contemplated by the parties and the company being acquired. In the 

agreements, each party makes statements (representations and 

warranties) about its attributes and condition that are particularly 

important to the other party. A buyer (an acquirer) wants, for instance, to 

know a great deal about the financial condition of the seller (the target), its 
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major contracts, any pending, threatened, or likely lawsuits, and many 

other matters. A seller wants to know about the buyer’s ability to 

consummate the transaction. Because parties to the typical merger 

transaction contemplate a delay, sometimes considerable, between the 

signing of the merger agreement and the closing of the transaction, the 

merger agreement sets forth the commitments of the target with respect to 

its operation during this interim period. The merger agreement also sets 

forth commitments by both parties to work towards closing the transaction. 

Finally, merger agreements also set forth conditions to each party’s 

obligation to close the transaction as well as provisions governing the 

circumstances in which the closing does not occur, and when the agreement 

terminates. 

The main features of a typical merger agreement are as follows: 

Recitals. The recitals describe the operative provisions of the 

transaction, and recount salient facts about the deal’s background. 

Although the recitals describe the transaction, the recitals themselves are 

not operative and thus not formally binding on the parties. 

Mechanics of the transaction. This section of the merger agreement 

describes the transaction contemplated by the parties as well as the 

consideration being offered for the target. This section also designates the 

surviving as well as the disappearing corporation in the merger. If 

shareholders of the target are to receive appraisal rights, that fact is 

usually indicated in this section. 

Representations and warranties of the target and the acquirer. 

(Note that “acquirer” will include the entity which will be merging, often 

an acquisition subsidiary, as well as its parent.) In these sections of the 

agreement, the parties each make statements about themselves. These 

statements serve both to convey information to the other party and to 

allocate risk. The statements are made at the time the agreement is signed. 

If a representation about the condition of the target is not also true at the 

time of closing (these are “closing conditions”), the acquirer may not be 

obligated to close the transaction. Representations and warranties often 

contain “materiality qualifiers”—that the representation is true “in all 

material respects” or some such formulation. Closing conditions, too, may 

be qualified by “materiality”—for instance, the acquirer may be required to 

close so long as the target’s representations are true in all material 

respects. We will discuss these sorts of “qualifiers” in greater detail below. 

Covenants and agreements of the target and the acquirer. In 

transactions where the signing and closing are separated by some period 

of time, the target agrees (covenants) to operate in a manner largely 

consistent with its previous practice to preserve its assets, until such time 

as the transaction is completed and the acquirer can take control. The 

parties also make certain agreements with respect to their own efforts to 
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work towards closing the transaction, including as to seeking necessary 

regulatory approvals. “Qualifiers” with respect to the efforts the parties 

have to expend—reasonable or best efforts—are common. We discuss these 

qualifiers in greater detail below. In addition the target will often agree to 

limits on its ability to seek out or even hold discussions with other potential 

acquirers. 

Conditions to closing of the merger agreement. Merger 

agreements are conditional contracts. Each party to the agreement agrees 

to close the transaction, but only if the conditions precedent to its obligation 

to close are met. Some conditions in the contract, such as regulatory and 

shareholder approvals, apply to both parties. Other conditions, for 

example, that the target’s representations and warranties in the 

agreement remain true (perhaps, in all material respects) at the time of the 

closing, apply only to one party--in this example, the acquirer. 

Termination provisions. Merger agreements may be terminated 

pursuant to their terms under certain conditions. The most common reason 

merger agreements are terminated is that the target receives a better bid 

(a superior proposal) during the period between the signing of the 

agreement and the closing. Most merger agreements include a fiduciary 

termination right, also known as a “fiduciary out,” a right to terminate the 

agreement if the target board’s fiduciary duties so require, a right that is 

triggered in the event that the seller receives or perhaps accepts an 

alternate superior offer during the interim period. Another common 

termination right is triggered if the deal does not receive the required 

regulatory approvals. Merger agreements often provide for termination 

fees (which are akin to liquidated damages) to be paid by the party seeking 

to terminate the agreement. Different fees may be payable depending on 

the reason why (and the provision under which) the agreement was 

terminated. 

Indemnification provisions. Indemnification provisions provide for 

payments by the seller’s shareholders if, post-closing, the seller’s 

representations and warranties turn out to be false. Indemnification 

provisions are typically only included in transactions involving a private 

company seller. By contrast, public company representations and 

warranties typically “die at the closing.” Think about why: private company 

shareholders selling their shares are not infrequently involved in running 

their companies and may therefore know quite a bit about those companies. 

The same is not true of most public company shareholders: large companies 

may have many, even millions of, quite passive shareholders. In addition 

to providing for liability for incorrect representations and warranties and 

for other matters, indemnification provisions also lay out procedures for 

dealing with potential liabilities for which indemnification could be sought. 

(Note that there is another sort of indemnification provision, one in which 

the buyer promises to have the company surviving the merger indemnify 
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the seller’s directors and officers for a specified period of time. That 

provision would typically be in the Covenants and Agreements portion of 

the merger agreement.) 

Boilerplate provisions. Every merger agreement includes a number 

of “boilerplate” provisions. Most of these are typically in the last section of 

the agreement. Some of these provisions are “boilerplate” in the sense of 

truly being unimportant and not negotiated (for instance, that captions of 

a provision are not part of the provision, or that references to one gender 

are for convenience and do not exclude the other gender). But many 

provisions which are sometimes referred to as boilerplate can be quite 

important, and should not be ignored. Some such provisions may be 

negotiated, at times quite vigorously. These include provisions governing 

remedies, and choice of forum and choice of law. 

Disclosure schedule. The representations and warranties provisions 

will refer to an accompanying disclosure schedule, and therefore are to be 

read in conjunction with that schedule. The schedule modifies or limits 

statements made in each of the representations and warranties. 

Statements that might appear “unqualified” in the merger agreement may 

in fact be qualified by an exception listed on the disclosure schedule. As 

discussed below, a “qualification” is an exception to a representation. An 

“unqualified” representation might be “We are not party to any litigation.” 

The “qualification” would be “except as set forth in Schedule 1.” The 

disclosure schedule is therefore an integral part of the merger agreement. 

The various provisions of a merger agreement cannot be read in 

isolation from one another. They often explicitly refer to one another. 

Indeed, many of a merger agreement’s provisions are expressly tied to 

other provisions in the agreement. For instance, a seller’s representations 

and warranties made at the time the agreement is signed must be true (or 

materially true) at the closing or the buyer will not have an obligation to 

close. Representations and warranties are thus tied to closing conditions; 

as we will see, closing conditions are also tied to termination provisions. 

The same is true of post-signing covenants by the target. Covenants are 

tied to closing conditions, as well as termination provisions. In the case of 

a private company seller, representations and warranties and covenants 

can also be tied to indemnification provisions. 

There are many “defined terms”—terms that are capitalized, signaling 

a specialized use set forth expressly as a definition in the agreement. When 

we review the sections of the merger agreement below, we often do not 

include the definitions, since they may be quite technical and the general 

understanding of the word suffices for purposes of our discussion; know, 

however that the definitions will be contained in the agreement and may 

be quite important. 
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Finally, even apart from use of an explicit reference or defined term, 

the agreement is to be read as a whole: the merger agreement is an 

“integrated” document. 

C. PRICING FORMULAS, COLLARS, 
AND RISK ALLOCATION 

When parties are using cash as consideration, as was the case in the 

Dell transaction, the pricing formula is usually fairly straightforward. 

Below is the relevant portion of the pricing provision in the Dell merger 

agreement: 

Conversion of Common Stock. Each Share [other than shares held 

by those who would continue to own shares in the private Dell, 

and Dissenting Shares] issued and outstanding immediately prior 

to the Effective Time shall be converted automatically into the 

right to receive $13.65 in cash [later increased to $13.75 per share 

plus a dividend of $.13/share], without interest. 

By contrast, when the consideration used is stock, pricing formulas get 

more complicated. The buyer and seller’s shareholders are both continuing 

as shareholders in the merged company; the value of their respective 

interests in the merged company will differ depending on the formula 

used.1 The buyer’s stock could increase or decrease in value in the period 

between the time the transaction is agreed to and when it closes. The risk 

of price changes during the interim period between signing and closing can 

be allocated between the parties; the most common way of doing so is by 

use of a pricing “collar,” discussed below. Unless an adjustment is made, 

the change in the buyer’s stock price will allocate the risk exclusively to 

one party. 

Most transactions where the consideration used is the buyer’s stock 

rely on fixed exchange ratio formulas to determine the amount of stock to 

be issued at closing. Such a formula specifies a fixed amount of buyer stock 

in exchange for target stock—for instance, 1:1 or 2:1. The buyer knows how 

many shares it will have to issue at the closing. But the value of its stock 

may change, in either direction. Consequently, sellers take a risk that a 

transaction in which they would have gotten $1 billion worth of buyer stock 

had it closed when the merger agreement was entered into will only yield 

buyer stock worth some lesser amount, say, $800 million, by the time the 

buyer is required to issue shares, if the value of the buyer’s shares goes 

down between signing of the merger agreement and closing. Buyers take a 

risk that the value of the consideration they are offering for the target will 

go up in the event their share value rises between signing and closing. 

                                                                                    
1 There are also deals where the consideration is both stock and cash. 
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The following figure illustrates how a fixed exchange ratio works in 

practice. In this example, the exchange ratio is one buyer share for every 

two target shares. There are 1,000,000 shares of the target outstanding, 

meaning that in all cases, the buyer is issuing 500,000 shares. Buyer’s 

stock price upon announcement is $20 per share, so that the total value of 

the consideration upon announcement is $10,000,000. However, depending 

upon buyer’s stock price at closing, the total value can increase or decrease. 

Figure 1: Fixed Exchange Ratio 

Exchange Ratio, 1:2 

(i.e., one share of Buyer for 2 shares of Seller) 

Buyer Stock 

Price at 

Announcement 

Shares of 

Seller 

Value of 

Consideration 

at 

Announcement 

Buyer 

Stock 

Price at 

Closing 

Value of 

Consideration 

at Closing 

Exchange 

Ratio 

$20 1,000,000 $10,000,000 $25 $12,500,000 1:2 

$20 1,000,000 $10,000,000 $24 $12,000,000 1:2 

$20 1,000,000 $10,000,000 $23 $11,500,000 1:2 

$20 1,000,000 $10,000,000 $22 $11,000,000 1:2 

$20 1,000,000 $10,000,000 $21 $10,500,000 1:2 

$20 1,000,000 $10,000,000 $20 $10,000,000 1:2 

$20 1,000,000 $10,000,000 $19 $ 9,500,000 1:2 

$20 1,000,000 $10,000,000 $18 $ 9,000,000 1:2 

$20 1,000,000 $10,000,000 $17 $ 8,500,000 1:2 

$20 1,000,000 $10,000,000 $16 $ 8,000,000 1:2 

$20 1,000,000 $10,000,000 $15 $ 7,500,000 1:2 

The following chart illustrates how the number of shares stays fixed 

while total value to target shareholders fluctuates as the stock price of the 

buyer fluctuates between signing and closing: 
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Figure 2: Fixed Exchange Ratio 

 

A fixed value formula provides an alternative to fixed exchange ratio 

formula. Consideration is also in the form of buyer stock, but the amount 

of stock to be issued will be determined immediately prior to closing based 

on a formula the parties negotiate and include in the agreement. 

The next figure illustrates this formula. In this scenario, the target 

shareholders are to be paid $10 worth of buyer stock, valued at the time of 

the closing (or the average of its price for some period, such as 10 days, 

beforehand) for every share of seller stock. A buyer whose stock price 

declines will have to issue more shares than it would have had to issue had 

the transaction closed immediately upon signing; a buyer whose stock price 

increases will have to issue fewer shares. This is illustrated by the column 

“# of shares of Buyer at Closing,” which is the number of shares the buyer 

must issue depending upon its stock price at closing. Note that in all cases, 

the total consideration (and per share consideration) paid to target 

shareholders does not change. 
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Figure 3: Floating Exchange Ratio 

Value Ratio, $10:1 

(i.e., $10 of Buyer stock for 1 share of Seller) 

Buyer 

Stock 

Price at 

Announce-

ment 

Value 

Per 

Share 

of 

Seller 

Shares of 

Seller 

#of Shares 

of Buyer at 

Announce-

ment 

Buyer 

Stock 

Price at 

Closing 

#of shares 

of Buyer at 

Closing 

Value of 

Consideration 

at Closing 

Exchange 

Ratio 

$20 $10 1,000,000 500,000 $25 400,000 $10,000,000 0.8:1 

$20 $10 1,000,000 500,000 $24 416,666.67 $10,000,000 0.83:1 

$20 $10 1,000,000 500,000 $23 434,782.61 $10,000,000 0.87:1 

$20 $10 1,000,000 500,000 $22 454,545.45 $10,000,000 .91:1 

$20 $10 1,000,000 500,000 $21 476,190.48 $10,000,000 .95:1 

$20 $10 1,000,000 500,000 $20 500,000.00 $10,000,000 1:1 

$20 $10 1,000,000 500,000 $19 526,315.79 $10,000,000 1.05:1 

$20 $10 1,000,000 500,000 $18 555,555.56 $10,000,000 1.11:1 

$20 $10 1,000,000 500,000 $17 588,235.29 $10,000,000 1.18:1 

$20 $10 1,000,000 500,000 $16 625,000.00 $10,000,000 1.25:1 

$20 $10 1,000,000 500,000 $15 666,666.67 $10,000,000 1.33:1 

The following chart illustrates how the number of shares fluctuates 

while total value to target shareholders remains fixed as the stock price of 

the buyer fluctuates between signing and closing: 

Figure 4: Floating Exchange Ratio 

 

The result of using simple fixed ratios, whether exchange or value, is 

that the risk of each type of price movement is allocated to one party; the 

parties do not share the risk. Each party’s risk can be mitigated by 

“collars.” These are mechanisms that adjust the amount of buyer stock to 
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be given in the event of changes in the buyer’s stock value, or, in the case 

of extreme price movements, allow some portion of the consideration to be 

given as cash, (or even, in some circumstances, allow a party to walk away 

from the transaction). The structuring can be exceedingly complex; below, 

we discuss a few simple collars. 

For a fixed exchange ratio, a collar can specify a price range within 

which the exchange ratio does not change. For instance, a share of seller 

stock becomes a share of buyer stock so long as buyer stock’s market price 

over the ten days preceding the closing is between $45 and $75; if the price 

is higher or lower, then certain specified adjustments are made. More 

generally, a collar can further specify that if buyer’s stock is no longer 

within that range, the ratio changes, some of the consideration is paid in 

cash, or perhaps, a party can walk away from the deal. It can specify a 

maximum and minimum number of shares to be issued. A fixed value ratio 

also can specify a minimum and maximum number of shares to be issued.2 

The chart below shows the effect of a collar. The exchange ratio is set 

at 1 share of buyer’s stock for 2 shares of the seller’s stock, subject to a 

collar that sets a limit on the total value available to sellers in the event 

the price of the buyer’s stock exceeds $75 per share. In the event the buyer’s 

stock price exceeds $75, then each share of the seller will be converted for 

only $75 worth of the buyer’s stock. At the same time, the formula sets a 

floor on the value available: in the event the buyer’s stock falls below $45, 

each share of the seller’s stock will be converted for $45. The collar, in this 

case, permits some variation around an expected trading range for the 

buyer’s stock, but protects both the buyer and the seller from extreme 

movements in the price of the buyer’s stock. 

                                                                                    
2 The buyer would certainly want to limit the number of shares it issued to an amount below 

that which would trigger voting requirements under the NYSE or NASDAQ rules. 
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Figure 5: Fixed Exchange Ratio with Collar 

Exchange Ratio, 1:2 (with value collar) 

Buyer 

Stock 

Price at 

Announce-

ment 

Shares of 

Seller 

Value at 

Announce-

ment 

Buyer 

Stock 

Price at 

Closing 

Value of 

Consideration 

at Closing 

# Shares 

of Buyer 

at Closing 

Exchange 

Ratio 

$60 1,000,000 $30,000,000 $85 $37,500,000 441,176.5 .88:2 

$60 1,000,000 $30,000,000 $80 $37,500,000 468,750 .94:2 

$60 1,000,000 $30,000,000 $75 $37,500,000 500,000 1:2 

$60 1,000,000 $30,000,000 $70 $35,000,000 500,000 1:2 

$60 1,000,000 $30,000,000 $65 $32,500,000 500,000 1:2 

$60 1,000,000 $30,000,000 $60 $30,000,000 500,000 1:2 

$60 1,000,000 $30,000,000 $55 $27,500,000 500,000 1:2 

$60 1,000,000 $30,000,000 $50 $25,000,000 500,000 1:2 

$60 1,000,000 $30,000,000 $45 $22,500,000 500,000 1:2 

$60 1,000,000 $30,000,000 $40 $22,500,000 562,500 1.13:2 

$60 1,000,000 $30,000,000 $35 $22,500,000 642,857.1 1.29:2 

The following chart illustrates how the number of shares fluctuates 

while total value to target shareholders also fluctuates within the collar as 

the stock price of the buyer fluctuates between signing and closing: 
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Figure 6: Fixed Exchange Ratio (with Collar) 

 

A collar can also be used for a floating exchange ratio. In such a 

situation, the protection is to the buyer. Within the collar, the number of 

shares paid to the target shareholders fluctuates while the value paid to 

the target shareholders remains fixed. Above and below the collar (in the 

example below, $75 and $45, respectively), the number of shares issued by 

the buyer remains fixed. In such a circumstance, the target shareholders 

then bear the risk that the buyer’s stock price will go below $45 per share. 

In exchange for bearing this risk, though, a target will often negotiate an 

upside collar. The number of shares issued by the buyer will not be reduced 

above a certain $ per share price of the buyer. 
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Figure 7: Floating Exchange Ratio (with Collar) 

Buyer 

Stock 

Price at 

Announce-

ment 

Shares of 

Seller 

Value at 

Announce-

ment 

Buyer 

Stock 

Price at 

Closing 

Value of 

Consideration 

at Closing 

# 

Shares 

of 

Buyer 

at 

Closing 

Exchange 

Ratio 

$60  1,000,000 $30,000,000  $85  $34,000,000  400,000 .8:2 

$60  1,000,000 $30,000,000  $80  $32,000,000  400,000 .8:2 

$60  1,000,000 $30,000,000  $75  $30,000,000  400,000 .8:2 

$60  1,000,000 $30,000,000  $70  $30,000,000  428,571 .86:2 

$60  1,000,000 $30,000,000  $65  $30,000,000  461,538 .92:2 

$60  1,000,000 $30,000,000  $60  $30,000,000  500,000 1:2 

$60  1,000,000 $30,000,000  $55  $30,000,000  545,455 1.09:2 

$60  1,000,000 $30,000,000  $50  $30,000,000  600,000 1.2:2 

$60  1,000,000 $30,000,000  $45  $27,000,000  600,000 1.2:2 

$60  1,000,000 $30,000,000  $40  $24,000,000  600,000 1.2:2 

$60  1,000,000 $30,000,000  $35  $21,000,000  600,000 1.2:2 

The following chart illustrates how the number of shares fluctuates 

while total value to target shareholders remains fixed within the collar as 

the stock price of the buyer fluctuates between signing and closing: 

Figure 8: Floating Exchange Ratio (with Collar) 
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D. EARNOUTS 

An earnout provision creates a contingent payment obligation for the 

buyer.3 Stated differently, an earnout is a promise by the buyer to pay to 

the seller an additional amount if after the closing, the business performs 

at or above a certain level or meets or exceeds certain milestones. An 

earnout helps overcome significant valuation differences the parties may 

have which could prevent them from agreeing to a deal. As we have 

discussed in Chapter X, in virtually all cases, a business is worth what it 

will earn in the future. Sometimes the parties simply cannot agree on what 

the business will earn in the future. The seller will presumably think the 

business will earn more, while the buyer thinks it will earn less. An earnout 

can bridge this gap: the parties agree to defer the ultimate valuation 

question until the uncertainties with respect to valuation have been 

resolved, thereby allocating the risk of a mistaken valuation to the seller 

rather than the buyer. 

Why might agreeing on a business’s future earnings be difficult? 

Corporate acquisitions are highly complex transactions that often involve 

large amounts of private information. This private information may relate 

to the future prospects of the seller or status of the seller’s product that 

may be known only to the seller. Although buyers engage in significant due 

diligence, it may be impossible, without great effort, for a buyer to uncover 

all of the private information that a seller may possess. To the extent the 

seller’s private information is negative, a seller may have an incentive to 

shade it or downplay its importance. Sellers may also find conveying 

positive information to the buyer in a way that is credible to be difficult. In 

addition to information problems, there may also be fundamental 

disagreements about the future of the seller or the seller’s industry that 

can negatively affect the acquirer’s valuation of the seller. These 

fundamental disagreements often reflect the high degree of uncertainty 

present in a complex merger transaction. Especially in sales of private 

companies, sellers will often be more optimistic than buyers about their 

business’s prospects. Consequently, buyers and sellers may find 

themselves unable to agree on an appropriate valuation for the seller. By 

providing parties with an ex post opportunity to settle up, the earnout 

provision helps fill the valuation gap between buyers and sellers generated 

by information asymmetries—that is, differing expectations about the cash 

flows the business will generate in the future. Of course, there is always 

uncertainty: nobody knows what the future holds. But in some cases, the 

future is sufficiently uncertain that making or agreeing on good guesses is 

particularly hard. With an earnout, the full price for the seller is only set 

after the closing, and sometimes significantly after the closing, when the 

                                                                                    
3 Portions of this Section are adapted from Brian JM Quinn, Putting Your Money Where 

Your Mouth Is: The Performance of Earnouts in Corporate Acquisitions, 81 CINC. L. REV. 127 
(2013). 
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buyer has had an opportunity to learn the seller’s private information or 

after uncertainties affecting valuation have been resolved.4 Typically, some 

amount is paid at the closing, with the remainder subject to the earnout. 

Earnout provisions are more common in private transactions, but they 

are also used in some public transactions, especially in deals involving life 

sciences or medical device companies. In public transactions, the valuation 

difference may not be expressly about what the business will earn in the 

future but rather, what regulatory approvals the company will receive, 

although of course, the matter ultimately at issue is the seller’s higher 

earnings that would result from the approval. 

Earnout provisions all have the same general structure, but differ 

significantly in the specifics. First, they tie the payment of additional 

merger consideration to the seller’s accomplishment of certain specified 

targets or milestones during the post-closing period. Earnout targets fall 

into one of two general categories: financial or non-financial targets. 

Financial targets may include some measure of gross revenues, cash flow, 

EBITDA [Earnings before Interest, Taxes, Depreciation and Amortization], 

profitability, or other costs that relates to the financial performance of the 

seller. Non-financial targets may include some non-financial proxy for 

revenue—for example, unit sales or licenses. Alternatively, non-financial 

targets may include market share targets, or specific customer-oriented 

goals. Non-financial targets may also include certain technological 

achievements or regulatory approvals, such as FDA approval for medical 

devices and pharmaceutical products. 

Second, there will be triggers for the payment, but these will take 

different forms: sliding scale, which, as the name suggests, provide for 

payments for intermediate, albeit specified, outcomes, cliffs, or binary 

triggers. Binary triggers are common and relatively easy to administer. 

Binary triggers authorize payment of the earnout once the specified 

milestone is achieved. Non-financial targets, like regulatory approval, are 

amenable to binary payment milestones. A product either receives 

regulatory approval or it does not. Why is regulatory approval a trigger? 

The uncertainty about the prospect of receiving regulatory approval can 

have a material effect on the acquirer’s valuation of the seller, and the 

parties may not be able to agree on the likelihood of approval. The seller 

may, for instance, have had information about the likelihood of receiving 

government approval that it was unable to credibly convey to the acquirer. 

Or both parties may not have had sufficient information to make an 

assessment about which they were confident. 

When Genzyme was acquired by Sanofi in 2011, the parties agreed to 

an earnout in the form of a “contingent value right” (CVR), a registered 

                                                                                    
4 A seminal discussion of the function of earnouts is in Ronald J. Gilson, Value Creation by 

Business Lawyers: Legal Skills and Asset Pricing, 94 YALE L. J. 239 (1984). 

http://www.westlaw.com/find/default.wl?ft=Y&db=0001292&rs=ap2.0&rp=%2ffind%2fdefault.wl&serialnum=0103241541&fn=_top&findtype=Y&vr=2.0&wbtoolsId=0103241541&HistoryType=F
http://www.westlaw.com/find/default.wl?ft=Y&db=0001292&rs=ap2.0&rp=%2ffind%2fdefault.wl&serialnum=0103241541&fn=_top&findtype=Y&vr=2.0&wbtoolsId=0103241541&HistoryType=F
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security. Payment triggers in the Genzyme earnout were related to FDA 

approval of a new drug in the Genzyme pipeline as well as production and 

revenue targets. Sanofi contracted to make payments to security-holders 

contingent upon the following milestones: 

1. $1/CVR if specified Cerezyme and Fabrazyme production 

thresholds are met for 2011; 

2. $1/CVR upon final FDA approval of Lemtrada; 

3. $2/CVR if global net sales revenue total $400 million; 

4. $3/CVR if global net sales revenue total $1.8 billion; 

5. $4/CVR if global net sales revenue total $2.3 billion; and 

6. $3/CVR if global net sales revenue total $2.8 billion.5 

Third, the length of earnouts typically varies anywhere between one 

and five years. In general, the term of the earnout provision should (and 

generally will) be long enough to resolve the uncertainty that caused the 

fundamental disagreement over valuation. Fourth, the size of an earnout 

relative to the total consideration in the transaction also varies. In general, 

the size typically reflects the degree of uncertainty between the parties 

with respect to the seller’s value. To the extent the duration and the size of 

the earnout are long and large enough to overcome the uncertainty that 

gives rise to the valuation differences between the parties, the earnout 

mechanism is an appropriate device to address valuation disagreements. 

In addition to questions of size and duration of the earnout, the degree 

of autonomy and control over the seller’s business during the post-closing 

period is often central to the negotiation of the provision. Control and 

autonomy are important because the likelihood that the seller’s 

shareholders will receive any contingent payments is tied to the ability of 

continuing employees to take actions that will maximize the seller’s value 

with respect to the earnout targets. To the extent selling shareholders will 

not continue their involvement with the seller post-closing and to the 

degree buyers do not keep the seller apart from the parent, buyers may face 

incentives to undermine the implementation of the earnout in an effort to 

reduce their payment obligations. 

The clauses below, typically included in an earnout provision, address 

some of these issues: 

a) Unless otherwise provided herein, Buyer shall manage the 

Company during the Earn-Out Period as a distinct business 

entity substantially in accordance with the strategic business 

plan outlined in Schedule 4 hereto (the “Strategic Business 

                                                                                    
5 See Description of the CVRs, in Amendment No. 2 to Sanofi-Aventis’s Registration 

Statement on Form F-4, available at http://www.sec.gov/Archives/edgar/data/1121404/000119312
511076085/df4a.htm#rom153596_51. 

http://www.sec.gov/Archives/edgar/data/1121404/000119312511076085/df4a.htm#rom153596_51
http://www.sec.gov/Archives/edgar/data/1121404/000119312511076085/df4a.htm#rom153596_51
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Plan”), provided, however, that Buyer shall be free to deviate 

therefrom, after consulting with Seller, if (i) in its good faith 

opinion, this is desirable and necessary to deal with major 

changes in economic or market conditions or to improve the 

Company’s position or results, or (ii) the Pre-Tax Profit (Loss) 

of the Company for any calendar year is less than 50% of the 

amount projected pursuant to the annual budget established 

for such year. 

b) Notwithstanding the provisions of (a), Buyer shall not be 

required to continue the business operations of the Company 

in the form then being conducted, and shall be entitled to 

restructure such business operations, if, due to major changes 

in the industry or the economy as a whole, the Company has 

suffered losses (before taxes but exclusive of extraordinary 

losses) of more than $2 million cumulatively as of the end of 

any Period during the Earn-Out Period, and Buyer in good 

faith sees little prospect to restore the Company to 

profitability at a cost and within a period of time which it 

considers reasonable in the light of the result likely to be 

produced thereby. 

Beyond the issue of who makes decisions with respect to the business, 

the computation of earnings can be a subject of significant negotiation. 

Which, if any, non-recurring “extraordinary” items should be excluded? 

How is overhead allocated? The seller has now become part of a new 

enterprise that has expenses such as, perhaps, legal staff, a more extensive 

“back office” and so on. How is goodwill taken into account? What happens 

if the buyer would like to sell the business or merge or otherwise reorganize 

it, or shut part of it down? What happens if the seller contests the buyer’s 

computation? If the earnout would have been negative in one year, do those 

results carry over to reduce the amount of the next year’s earnout? What 

happens if the buyer’s financial statements are later restated? (Financial 

statements are “restated” when they are, roughly speaking, inaccurate; 

this may occur several years after the time period covered by the 

statement.) Again, as with many matters we discuss, there are significant 

technical issues in determining appropriate terms, but each party is also 

on its guard against ways the other party could take advantage. For 

instance, the seller might fear a too-large allocation of buyer overhead that 

would reduce what it viewed as the earnings of the business it sold to the 

buyer. 

Following is a clause that addresses some of these issues. Note that 

“Pre-Tax Profit (Loss) is the defined term on the basis of which the earnout 

is computed: 
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“Pre-Tax Profit (Loss)” shall mean, for any Period, the earnings 

(or losses, as the case may be) of the Company for such Period 

before payment or provision for any required taxes, as determined 

in accordance with generally accepted accounting principles 

applied on a basis consistent with the accounting policies of the 

Buyer, except that such earnings or losses shall be modified by the 

following: 

(i) There shall be charged to the Company all reasonable and 

appropriate fees and expenses of third parties incurred by or 

on behalf of the Company in the operation of its business, 

including the fees and expenses of the Company’s 

Accountants for audit review and other services rendered to 

or for the Company pursuant to the terms of this Agreement; 

provided, however, that any material fees and expenses of 

third parties shall not be charged to the Company unless 

necessary in Buyer’s reasonable judgment for the prudent 

conduct of the Company’s business; 

(ii) If, after the Closing Date, Buyer or an Affiliate of Buyer 

advances funds to the Company, then the Company shall be 

charged interest thereon [at a specified rate]; 

(iii) If, after the Closing Date, Buyer shall increase or make a 

contribution to the Company’s capital, such increase or 

contribution shall be treated as an advance of funds to the 

Company in accordance with the immediately preceding 

clause (ii); 

(iv) No charge shall be made for amortization of goodwill, except 

(A) with respect to goodwill shown on the Closing Balance 

Sheet, and (B) with respect to any future acquisition or 

similar transaction made by the Company; 

(v) No charge shall be made for R&D Expenses, as that term is 

defined in [Section x]. 

(vi) The amount of any extraordinary items of income, gain, loss 

or expense determined under GAAP, consistently applied 

and as in effect on the Closing Date, shall be excluded in 

determining Pre-Tax Profit (Loss); 

(vii) Any management fee or other corporate overhead item 

charged by Buyer to its operating units, including the 

Company, shall not be deemed an expense in determining 

Pre-Tax Profit (Loss); and 

(viii) The costs and expenses incurred by the Buyer which relate 

to the negotiation and preparation of this Agreement and the 

consummation of the transactions contemplated hereby, 
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including any expenses incurred in the conduct of due 

diligence and any legal fees, shall be excluded in determining 

Pre-Tax Income (Loss). 

Note the detail with which the manner of making the computation is 

specified. These agreements also may contain a provision giving the seller 

the rights to review the computation and a procedure by which any 

disputes between the seller and the buyer as to the computation can be 

resolved. 

In private transactions, the parties sometimes agree that if a seller 

would otherwise have received an earnout but owes the buyer 

indemnification, then the buyer can offset the earnout against the 

indemnification. Whether the buyer has this right and if so, the terms 

under which it can be exercised, is subject to considerable negotiation. 

Especially if the size of the earnout is large, its implementation can be 

challenging, not infrequently leading to litigation when disputes arise. 

Earnout provisions will typically direct post-closing disputes over 

payments to arbitration or other alternate dispute resolution mechanism. 

Indeed, the propensity for earnouts to lead to post-closing disputes is an 

important reason experienced deal makers may be reluctant to use them. 

Take for example this not uncommon scenario: a large technology company 

acquires a small start-up with promising technology and talented 

engineers. Because the start-up is still years away from profitability, the 

parties agree to an earnout. After some years, the start-up may have failed 

to meet the earnout milestones for one reason or another. At that point, the 

acquirer faces a difficult question, whether to pay or not. If the acquirer 

does not pay, then it faces the prospect of litigation from disgruntled 

employees who may be talented and valuable engineers. Or, it could pay 

the earnout and buy peace. More than a few acquirers opt for the latter 

strategy. Because of this and other implementation issues with earnouts, 

some practitioners, especially those doing larger deals, prefer not to use 

them. Indeed, a lawsuit has been brought relating to the CVRs discussed 

earlier in this Section, those given in Sanofi’s acquisition of Genzyme. 

According to the plaintiff’s complaint, Sanofi violated the agreement’s 

requirement that it would use its “Diligent Efforts” to meet the relevant 

milestones and instead “embarked on a slow path to FDA approval and 

departed from its own drug commercialization patterns and those of others 

in the industry” “[a]s a result [of which] it[ ] Sanofi missed the contractual 

milestones and skirted its payment obligations of at least $708 million.” At 

this writing, in the fall of 2018, the case is still ongoing, plaintiff’s breach 

of contract claim in connection with the CVRs having survived motions to 

dismiss.6 

                                                                                    
6 Umb Bank, N.A., as Trustee, v. Sanofi, 2016 WL 4938000, 15 Civ. 8725 (GBD), S.D.N.Y. 

(Sept. 8, 2016). Since this case, there have been decisions on various matters relating to the dispute 
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For all their challenges, earnouts may nevertheless fill a need that 

dealmakers find hard to fill in any other manner. Dealmakers who rely on 

earnouts to overcome valuation disagreements have to draft them carefully 

and then live with the attendant risks. 

E. INFORMATION PRODUCTION AND 
RISK ALLOCATION: REPRESENTATIONS 

AND WARRANTIES 

Although buyers can learn a great deal about the seller by conducting 

due diligence, due diligence can be an expensive and long process. The 

process of negotiating the merger agreement, particularly the 

representations and warranties, can play an important role in producing 

credible information about the seller. In the representations and 

warranties, the seller describes itself to the buyer, and represents and 

warrants that it is being truthful. If the seller is not being truthful, it takes 

the risk that the buyer will not be obligated to close the transaction, and, 

in a private transaction, if the buyer does close the transaction, that the 

buyer will be able to get indemnification from the selling shareholders. 

The process by which representations and warranties are negotiated 

helps the parties describe what is being conveyed in the transaction. The 

buyer will request more expansive representations, and the seller will 

respond by saying what (more limited) representation it is willing to make, 

triggering a buyer response, and so on, until the parties agree. 

Representations and warranties also allocate risks associated with the 

description not being accurate, whether as a result of a party not being 

truthful or not having the information at issue. For example, consider a 

representation in a merger agreement that addresses the presence or 

absence of litigation. The following “absence of litigation representation” 

states that there is no litigation against the seller (the Company) at the 

time of the merger agreement: 

Absence of Litigation. As of the date hereof, there is no claim, 

action, proceeding, or investigation pending or threatened against 

the Company or any of its respective affiliates or any of its 

respective properties or assets at law or in equity, and there are 

no Orders by or before any arbitrator or Governmental Authority. 

[Editor: Note that the capitalized terms—Orders and 

Governmental Authority—will be defined in the agreement.] 

This is a very broad statement; many sellers will not know whether it 

is true, and indeed, it may not be true. Someone might be threatening 

litigation against the company, but that news has not yet reached the 

                                                                                    
at issue, including a recent one granting the plaintiff the right to audit defendant’s sales. Umb 
Bank, N.A. v. Sanofi, 2018 WL 2426654 15 Civ. 8725 (GBD) (RWL), S.D. N. Y. (May 29, 2018). 
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company’s management. If this statement is left “unqualified,” that 

threatened litigation could subsequently give the buyer the right not to 

complete the transaction. Consequently, this statement is commonly 

qualified in the following way: 

Absence of Litigation. As of the date hereof, there is no claim, 

action, proceeding, or investigation pending or, to the knowledge 

of the Company, threatened against the Company or any of its 

respective affiliates or any of its respective properties or assets at 

law or in equity, and there are no Orders by or before any 

arbitrator or Governmental Authority. 

What counts as knowledge—only “actual” knowledge, or “constructive” 

knowledge? And whose knowledge counts? Agreements often give specifics 

on both these matters. As to whose knowledge counts, certain individuals 

may be named, and/or certain titles or positions in the corporate hierarchy 

may be specified. For instance, the Dell merger agreement defines 

“Knowledge” specifically as the actual knowledge of certain named 

individuals. 

The Absence of Litigation representation, even when qualified in this 

way, is still extremely broad: only part of the representation is qualified by 

knowledge. Part of it is unqualified: the representation states that there 

are no existing, pending or threatened claims or actions against the 

company. Existing litigation would be the easiest for a company to know 

about. But even existing litigation might escape broad notice within the 

company if it is not major or is at a very early stage, especially if it relates 

to far-flung operations the company may have, such that only low-level 

people in the company may be aware of it. The company might know about 

pending or threatened litigation, but it also might not. Maybe the “threat” 

was not taken seriously, but will in fact turn into a serious lawsuit. 

Another way to qualify the representation is by reference to 

“materiality:” 

Absence of Litigation. As of the date hereof, there is no material 

claim, action, proceeding, or investigation pending or, to the 

knowledge of Company, threatened against the Company or any 

of its respective affiliates or any of its respective properties or 

assets at law or in equity, and there are no Orders by or before 

any arbitrator or Governmental Authority. 

A merger agreement may define the term “material.” If the term is not 

specifically defined, “material” is generally considered to have the same 

definition ascribed to it in TSC Industries v. Northway, 426 U.S. 438 (1976): 

a fact is material if there is a substantial likelihood that a reasonable 

shareholder would consider it important in deciding how to vote or invest. 

A materiality qualifier gets at what a buyer presumably most cares about: 

material claims. There may in fact be claims against the company that are 

http://www.westlaw.com/find/default.wl?ft=Y&db=0000780&rs=ap2.0&rp=%2ffind%2fdefault.wl&serialnum=1976142400&fn=_top&findtype=Y&vr=2.0&wbtoolsId=1976142400&HistoryType=F
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not disclosed here, but the representation will be breached if they are 

material to the operation of the seller’s business. 

What if the seller has litigation against it, or litigation is pending or 

threatened? To make an accurate representation, the seller can disclose 

what it knows, in the following manner: 

Absence of Litigation. Except as disclosed in the Disclosure 

Schedule, as of the date hereof, there is no material claim, action, 

proceeding, or investigation pending or, to the knowledge of 

Company, threatened against the Company or any of its 

respective affiliates or any of its respective properties or assets at 

law or in equity, and there are no Orders by or before any 

arbitrator or Governmental Authority. 

This statement will still be true even if the seller has a material claim 

against it, provided the seller disclosed the existence of the litigation on its 

disclosure schedule. There will be no breach of representation or of the 

related closing condition—the litigation will not give the buyer grounds not 

to close the transaction. 

Both parties benefit if the buyer can get the information about the 

litigation more cheaply and take the information into account in the terms 

on which it agrees to be bound to close the transaction. Indeed, the whole 

process of negotiating a merger agreement is not as adversarial as you 

might initially think. The seller wants as high a price as it can get, and 

thus it has to convince the buyer that it is of good quality. The buyer’s 

baseline assumption is not going to be, for instance, that the seller has no 

litigation; rather, the buyer will be uncertain, thinking that there may be 

litigation, and that some of it may be material. Both parties benefit when 

the process of eliciting information can be done as cheaply as possible. Both 

parties also benefit if risks are allocated to the party best situated to bear 

them. What determines whether a party is better able to bear a risk? This 

may be a function of information—if a seller is not able to credibly convey 

to the buyer that a bad event is less likely than the buyer thinks, the seller 

may be best off retaining the risk that the event occurs. Besides having 

better information that one cannot convey credibly, another reason why a 

party might be a better-situated risk bearer is that it might be in a better 

position to prevent the risk from materializing. For the latter reason and 

perhaps for the former reason as well, the seller is almost certainly better 

situated to bear the risk of litigation against it between signing and closing 

than the buyer is. 

Recall that public companies are subject to disclosure obligations 

under the federal securities laws. Thus, market practice when such 

companies are sellers is now to use qualifiers like the one below: 

Absence of Litigation. As of the date hereof, there is no claim, 

action, proceeding, or investigation pending or, to the knowledge 
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of Company, threatened against the Company or any of its 

respective affiliates or any of its respective properties or assets at 

law or in equity, and there are no Orders by or before any 

arbitrator or Governmental Authority, in each case as would have, 

individually or in the aggregate, a Company Material Adverse 

Effect. 

What does it mean when a representation is qualified by a statement that 

the litigation not disclosed to the buyer would not individually or in the 

aggregate amount to a material adverse effect? As you will see below, 

qualifying a representation with a material adverse effect clause means 

that a good deal of material litigation will not need to be disclosed. 

F. REPRESENTATIONS AND 
WARRANTIES GENERALLY 

The Representations and Warranties sections of merger agreements 

look quite similar to one another, as is the case for many of the sections in 

merger agreements. The landscape of the Representations and Warranties 

section is critical to understanding the functioning of the rest of the 

agreement. The merger agreements in the Online Appendix contain typical 

Representations and Warranties sections. 

Preamble. It is customary for the representations and warranties 

section to open with a statement that the representations that follow are 

qualified by an accompanying disclosure schedule. Although thought to be 

boilerplate, this preamble language is nevertheless important, and the 

specific wording may therefore be negotiated by the parties. The preamble 

makes it clear that each representation is qualified by the contents of a 

disclosure schedule, or a disclosure letter, that accompanies the merger 

agreement. In a public deal, the representations and warranties are also 

typically qualified by any information contained in the target’s public 

filings. Below you will find the preamble to the representations and 

warranties section of the Dell merger agreement. 

The Company represents and warrants to Parent and Merger Sub 

as set forth in this Article III; provided that such representations 

and warranties by the Company are qualified in their entirety by 

reference to the disclosure (i) in the Company SEC Documents 

filed or furnished with the SEC prior to the date hereof . . . or 

(ii) set forth in the disclosure schedule delivered by the Company 

to Parent immediately prior to the execution of this Agreement 

(the “Company Disclosure Letter”), it being understood and 

agreed that each disclosure set forth in the Company Disclosure 

Letter or such Company SEC Documents shall qualify or modify 

each of the representations and warranties set forth in this Article 

III . . . to the extent the applicability of the disclosure to such 
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representation and warranty is reasonably apparent from the text 

of the disclosure made. 

Organization and Qualification Representation. Almost without 

exception, the first representation made by a seller is the organization and 

qualification representation. This representation states that the seller is a 

corporation in good standing (“is qualified”) wherever required. This 

statement is made “flat,” without qualification of any kind (by, for instance, 

knowledge or materiality). To the extent the representation is not true, 

there may be administrative difficulties in closing the transaction. Luckily, 

good standing problems are typically easy to cure prior to closing. This 

representation also requires the seller to provide the buyer with copies of 

all corporate organizational and governing documents, including 

certificates of incorporation and bylaws, as well as set forth a list of all 

material subsidiaries of the seller in the accompanying disclosure schedule. 

Below you will find Dell’s organization and qualification representation: 

The Company is a corporation duly incorporated, validly existing 

and in good standing under the Laws of the State of Delaware. 

The Company has all requisite corporate power and authority to 

own, lease and operate its properties and assets and to carry on 

its business as presently conducted and is qualified to do business 

and is in good standing as a foreign corporation or other relevant 

legal entity in each jurisdiction where the ownership, leasing or 

operation of its assets or properties or conduct of its business 

requires such qualification, except where any such failure to be so 

qualified or in good standing would not, individually or in the 

aggregate, constitute a Company Material Adverse Effect. . . . The 

Company has made available to Parent prior to the date hereof 

true, complete and correct copies of the certificate of incorporation 

and bylaws (or equivalent organizational and governing 

documents) of the Company . . . 

Section 3.1(b) of the Company Disclosure Letter sets forth a true 

and complete list of each Significant Subsidiary of the Company 

as of the date hereof, each such Significant Subsidiary’s 

jurisdiction of organization and its authorized, issued and 

outstanding equity interests . . . 

Capitalization. The Capitalization representation is perhaps one of 

the most important representations a seller can make. Like the 

organization and qualification representation, it is also typically an 

unqualified representation. This is because all the information with respect 

to the seller’s capitalization is knowable and it is, or should be, known by 

the seller. In the context of a seasoned public company, this representation 

is usually an easy one to make. On the other hand, where the target is a 

private company, this representation can involve some risk, depending on 
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the quality of corporate governance practices in the target. It is not unusual 

for start-up companies to compensate employees or even landlords with 

stock options or grants of stock. Family members, too, may have stock. And 

there may not be up to date and complete documentation as to who has how 

many shares. Thus, smaller private firms often have difficulty making this 

representation. To the extent price is calculated on a per share basis, 

getting this representation wrong can be extremely expensive to remedy. 

Consequently, a good deal of work is done by lawyers in making sure the 

representations here are correct. To the extent the seller has issued 

options, warrants, or restricted stock, these issuances are listed on the 

accompanying disclosure schedule. Below you will find Dell’s capitalization 

representation: 

The authorized share capital of the Company consists of 

7,000,000,000 shares of Common Stock and 5,000,000 shares of 

preferred stock, par value $0.01 per share (the “Preferred Stock”). 

As of February 3, 2013, there were (i) 1,738,600,597 shares of 

Common Stock issued and outstanding (15,000 of which were 

Company Restricted Shares), (ii) no shares of Preferred Stock 

issued and outstanding, (iii) 1,675,670,553 shares of Common 

Stock issued and held in the treasury of the Company, 

(iv) 117,417,732 shares of Common Stock subject to outstanding 

Company Options . . . , (v) 41,785,565 shares of Common Stock 

underlying Company RSU Awards . . . , and (vi) no more than 

98,620,451 shares of Common Stock reserved for issuance under 

the Company Stock Plans. Since February 3, 2013, the Company 

has not issued any shares of its capital stock or other rights or 

securities exercisable, convertible into or exchangeable for shares 

in its capital, other than or pursuant to any equity awards or 

interests referred to above that were issued pursuant to the 

Company Stock Plans and that were outstanding on February 3, 

2013, or as expressly permitted by Section 5.1(b) [the section that 

governs what Dell can do between signing and closing]. All 

outstanding Shares are duly authorized, validly issued, fully paid 

and nonassessable, and are not subject to and were not issued in 

violation of any preemptive or similar right, purchase option, call 

or right of first refusal or similar right. No Subsidiary of the 

Company owns any shares of capital stock of the Company. . . . 

Section 3.2(c) of the Company Disclosure Letter sets forth a 

correct and complete list, as of February 3, 2013, of (i) each 

outstanding Company Option, including the number of shares of 

Common Stock issuable upon exercise of such Company Stock 

Option, the exercise price with respect thereto, the applicable 

grant date thereof and the applicable Company Stock Plan 

governing such Company Option, (ii) each outstanding Company 
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RSU Award, including the target and maximum number of shares 

of Common Stock underlying such Company RSU Award [an 

award of certain restricted stock units], the applicable grant date 

thereof and the applicable Company Stock Plan governing such 

Company RSU Award, and (iii) each award of Company 

Restricted Shares, including the number of Company Restricted 

Shares subject to such award, the applicable grant date thereof 

and the applicable Company Stock Plan governing such award of 

Company Restricted Shares. . . . 

Corporate Authority. Parties will normally make a representation 

with respect to authority. This is an unqualified statement that attempts 

to assure that the parties acting as agents for the seller in fact have the 

power to commit the seller to a contract. The representation may also 

include certain statements of fact to the effect that the board of the seller 

has recommended the merger agreement to its shareholders. This 

statement is not a commitment to act; rather, it is simply a statement of 

fact. If the seller’s board ultimately does not recommend the merger to 

shareholders, then the representation will not be true and the buyer will 

not have an obligation to close the merger. Below you will find Dell’s 

corporate authority representation: 

The Company has the requisite corporate power and authority to 

enter into and deliver this Agreement and, subject to receipt of the 

Company Stockholder Approvals, to perform its obligations 

hereunder and to consummate the transactions contemplated 

herein. The execution and delivery of this Agreement by the 

Company and the consummation by the Company of the Merger 

and the other transactions contemplated by this Agreement have 

been duly and validly authorized by the Company Board and no 

other corporate action on the part of the Company, pursuant to 

the DGCL or otherwise, is necessary to authorize this Agreement 

or to consummate the transactions contemplated herein, subject, 

in the case of the Merger, to the Company Stockholder Approvals 

and the filing of the Certificate of Merger. This Agreement has 

been duly and validly executed and delivered by the Company 

and, assuming due and valid authorization, execution and 

delivery hereof by each of the Parent Parties, is a valid and 

binding obligation of the Company, enforceable against the 

Company in accordance with its terms . . . 

Approval of the Merger Agreement. The target will make an 

unqualified representation that it has approved the transaction and 

resolved to recommend it to shareholders. As discussed below, in Change 

of Board Recommendation, its obligation to recommend the transaction is 

not absolute. (Changes of board recommendations are discussed in 

Subsection H.4 later in this Chapter.) 
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This is the relevant language from Dell’s merger agreement. 

The Company Board (upon the unanimous recommendation of the 

Special Committee) at a duly held meeting unanimously (other 

than Michael S. Dell) has (i) determined that the transactions 

contemplated by this Agreement, including the Merger, are fair 

to, and in the best interests of, the Company’s stockholders (other 

than the MD Investors), (ii) approved and declared advisable the 

execution, delivery and performance of this Agreement and the 

consummation of the transactions contemplated herein, including 

the Merger, and (iii) resolved, . . . to recommend that the 

stockholders of the Company adopt this Agreement . . . and 

directed that such matter be submitted for consideration of the 

stockholders of the Company at the Company Meeting. 

No Conflict. The conflicts representation lists the governmental 

approvals the parties have determined are required, and represents that 

there are no other material regulatory approvals required. It also requires 

the seller to represent that the merger will not cause a default on any 

contracts of the seller, or if it might, to list possible defaults on the 

accompanying disclosure schedule. Unlike the bulk of the representations 

we discussed above, the conflicts representation generally contains a 

materiality qualifier.7 This representation can be quite important: the 

types of conflicts that may exist and would be disclosed often relate to 

change of control issues in contracts, or with regulatory authorities, either 

of which may impair the value of the target if acquired. Below you will find 

Dell’s no conflicts representation. 

The execution, delivery and performance by the Company of this 

Agreement and the consummation by the Company of the Merger 

and the other transactions contemplated herein do not and will 

not require any consent, approval, authorization or permit of, 

action by, filing with or notification to any Governmental Entity, 

other than (i) the filing of the Certificate of Merger, (ii) the filing 

of the pre-merger notification report under the Hart-Scott-Rodino 

Antitrust Improvements Act of 1976 . . . , the filing with the 

European Commission of a merger notification . . . , and such 

other filings as may be required under any other Regulatory Laws 

(and any actions or nonactions, waivers, consents, clearances or 

approvals by a Governmental Entity, or expirations or 

terminations of waiting periods, required in connection with the 

foregoing), (iii) compliance with the applicable requirements of 
                                                                                    

7 The other representation discussed thus far in this Section that commonly has a 
materiality qualifier is the “qualification to do business” representation. Whether a company is 
qualified to do business in every jurisdiction in which it must or should be turns out to be a 
surprisingly complicated representation to give; thus, commonly, targets represent that they are 
qualified everywhere where the failure to be qualified would have a material adverse effect. See 
the Dell representation earlier in this Section. 
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the Exchange Act, including the filing of the Proxy Statement and 

the Schedule 13E-3 with the SEC, . . . , (vi) compliance with the 

rules and regulations of NASDAQ, . . . and other than any 

consent, approval, authorization, permit, action, filing or 

notification the failure of which to make or obtain would not, 

individually or in the aggregate, constitute a Company Material 

Adverse Effect. 

Assuming receipt of the Company Approvals and the receipt of the 

Company Stockholder Approvals, the execution, delivery and 

performance by the Company of this Agreement and the 

consummation by the Company of the Merger and the other 

transactions contemplated herein do not and will not (i) conflict 

with, or breach any provision of, the organizational or governing 

documents of the Company or any of its Significant Subsidiaries, 

(ii) violate any Law binding upon or applicable to the Company or 

any of its Subsidiaries or any of their respective properties or 

assets, or (iii) result in any violation of, or default . . . under, or 

give rise to a right of termination, cancellation or acceleration of 

any obligation or to the loss of a benefit under any loan, guarantee 

of indebtedness or credit agreement, note, bond, debenture, 

mortgage, indenture, lease, agreement or other contract 

(collectively, “Contracts”) binding upon the Company or any of its 

Subsidiaries or result in the creation of any Lien . . . upon any of 

the properties or assets of the Company or any of its Subsidiaries, 

other than, in the case of clauses (ii) and (iii), any such violation, 

conflict, default, termination, cancellation, acceleration, right, 

loss or Lien that would not, individually or in the aggregate, 

constitute a Company Material Adverse Effect . . . 

Financial Reports. Sellers will usually make a representation about 

their financial statements. This representation typically states that the 

financial statements of the seller were prepared in conformity with GAAP 

in all material respects and that they fairly present the financial position 

of the company. Notice that unlike the capitalization representation, this 

representation is qualified. Because GAAP itself includes materiality 

standards, the financial reports representation can often yield the problem 

of “double materiality” discussed further below. Below you will find Dell’s 

financial reports representation. 

The consolidated financial statements . . . of the Company 

included in the Company SEC Documents, and including all 

Company SEC Documents filed after the date hereof, fairly 

presented, or if not yet filed, will fairly present, in all material 

respects the consolidated financial position of the Company and 

its consolidated Subsidiaries, as at the respective dates thereof, 

and the consolidated results of their operations, their consolidated 
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cash flows and changes in stockholders’ equity for the respective 

periods then ended (subject, in the case of the unaudited 

statements, to normal year-end adjustments and to any other 

adjustments described therein, including the notes thereto) and 

were prepared . . . in all material respects in conformity with 

GAAP (except, in the case of the unaudited financial statements, 

as permitted by the SEC) applied on a consistent basis during the 

periods referred to therein (except as may be indicated therein or 

in the notes thereto). 

No Undisclosed Liabilities. This is another important 

representation. This representation states that except (a) as set forth in 

the financial statements of the company and (b) for certain other specified 

types of liabilities, including those incurred in the ordinary course, the 

company has no liabilities. This representation provides assurances to the 

buyer that it knows what liabilities the seller has, and that such liabilities 

are either disclosed in the disclosure schedule or in the seller’s financial 

statements. This representation is typically qualified by material adverse 

effect (discussed below) so that only the significant liabilities which might 

substantially affect pricing are encompassed. The following is the No 

Undisclosed Liabilities representation from the Dell merger agreement: 

No Undisclosed Liabilities. Except (a) as disclosed, reflected or 

reserved against in the consolidated balance sheet of the Company 

and its Subsidiaries as of November 2, 2012 (or the notes thereto), 

[Editor: The date of the Company’s most recent quarterly financial 

statements before the agreement was signed.] (b) for liabilities and 

obligations incurred under or in accordance with this Agreement 

or in connection with the transactions contemplated herein, (c) for 

liabilities and obligations incurred under any contract or other 

agreement or arising under any applicable Law (other than 

liabilities or obligations due to breaches thereunder or violations 

thereof), in each case, in the ordinary course of business since 

November 2, 2012, (d) for liabilities and obligations incurred in 

the ordinary course of business since November 2, 2012 and (e) for 

liabilities or obligations that have been discharged or paid in full, 

neither the Company nor any Subsidiary of the Company has any 

liabilities or obligations of any nature, whether or not accrued, 

contingent or otherwise, that would be required by GAAP to be 

reflected on a consolidated balance sheet (or the notes thereto) of 

the Company and its Subsidiaries, other than as does not 

constitute, individually or in the aggregate, a Company Material 

Adverse Effect. 

10b–5 Representation. The 10b–5 representation is a relatively 

common representation given by sellers in public transactions. In such a 

10b–5 representation, the seller uses the language of Rule 10b–5 under the 
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’34 Act to state that all of its filings with the SEC are accurate, and 

specifically, that the seller’s filings do not contain any untrue statement of 

a material fact or omit to state any material fact required to make the 

statements therein not misleading. Notice that although it tracks the 

language of 10b–5, it is more stringent than 10b–5. As you may have 

learned in your Business Associations or Securities Regulation classes, 

under 10b–5, a plaintiff must prove scienter as an element of a 10b–5 claim. 

By contrast, here, the buyer need not prove scienter before invoking a 

violation of this representation as a reason to refuse to close, or even 

terminate the transaction. Because this representation references 

documents the seller has filed with the SEC, it is made only by publicly 

traded companies. Private companies that do not file with the SEC are 

unable to make this representation. In private deals, the buyer may ask 

the seller to make a similar representation as to the representations and 

warranties—that they disclose all material information. A seller will 

generally resist this request because of its breadth, perhaps agreeing to a 

highly qualified representation. Below you will find Dell’s 10b–5 

representation. 

The Company has filed or furnished all forms, documents and 

reports required to be filed or furnished by it with the SEC on a 

timely basis since January 28, 2011. . . . Each of the Company 

SEC Documents, including all Company SEC Documents filed or 

furnished after the date hereof, complied . . . as to form in all 

material respects with the applicable requirements of the 

Securities Act, the Exchange Act and the Sarbanes-Oxley Act. As 

of the date filed or furnished with the SEC, none of the Company 

SEC Documents, including all Company SEC Documents filed . . . 

contained . . . any untrue statement of a material fact or omitted 

. . . to state any material fact required to make the statements . . . 

not misleading. As of the date hereof, there are no material 

outstanding or unresolved comments received from the SEC with 

respect to any of the Company SEC Filings. 

Absence of Changes (MAC). The material adverse effect or material 

adverse change clause makes its appearance in the representations and 

warranties most directly through the absence of changes representation. 

The absence of changes representation provides that in the interim period 

between, typically, the date of the target’s last financial statements and 

closing, no event has occurred which would constitute a material adverse 

change. Because this statement is prospective, if there is a material 

adverse change between signing and closing, when this representation is 

tested at the closing, the buyer will not have an obligation to close. See 

Section G below, discussing Material Adverse Effect. The representation 

will also state that since a particular date (typically, the date of the target’s 

last financial statements) the business of the target has been run in the 
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ordinary course. Taken together, these representations help assure the 

buyer that there has been no substantial change to the target from the date 

of the target’s last financial statement through the closing. Below you will 

find the absence of changes representation from the Dell merger 

agreement. 

Since November 2, 2012 through the date hereof, the Company 

has conducted its business in all material respects in the ordinary 

course, except in connection with this Agreement and the 

transactions contemplated herein. 

Since November 2, 2012, there has not occurred any facts, 

circumstances, changes, events, occurrences or effects that, 

individually or in the aggregate, constitute a Company Material 

Adverse Effect. 

In addition to the representations discussed above, a number of other 

representations are typically made in merger agreements, including 

representations with respect to: the seller’s compliance with all applicable 

laws and regulations; the seller’s compliance with environmental and labor 

laws; the seller’s compliance with tax laws; the seller’s access to and 

ownership of the intellectual property required to run the seller’s business; 

the seller’s ownership of any real property (it purports to own); the 

shareholder approvals required to approve the merger; and the non-

applicability of state anti-takeover laws (discussed in Chapter XV) to the 

merger. Finally, the seller will usually make a representation that all of its 

material contracts are listed on the accompanying disclosure schedule. 

While agreements tend to contain representations that cover similar 

areas, and there are some conventions with respect to the use of qualifiers, 

representations and warranties are heavily negotiated, and there can be 

very significant differences between agreements. A study published in The 

Business Lawyer examined the effect of transaction size on highly 

negotiated deal points. Reviewing 849 transactions ranging in size from $1 

million to $3.2 billion, the study found, as to five often-hotly-contested-deal 

points, liability cap amount, liability basket amount and type, sellers’ 

catch-all representations, the “no undisclosed liabilities” representation, 

and closing conditions, that “the formulations of these deal points tend to 

become more seller-favorable as transaction size increases.” 

Until now we have focused on the representations given by a seller to 

a buyer. But in every merger agreement, buyers also give representations 

to the seller. Where the consideration in the transaction is cash, a buyer’s 

representations are usually quite brief: that the buyer has the corporate 

power and authority to act and that the buyer has sufficient cash to 

complete the transaction. Think about why this is so: shareholders are 

getting cash, and so long as they can do so, they do not need to be concerned 

about other aspects of the buyer. By contrast, where consideration in the 
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transaction is stock of the buyer, the buyer’s representations are much 

longer, usually on par with the representations given by the seller. This is 

because when a seller is accepting stock of the buyer as consideration in a 

merger, the seller is asking its shareholders to make a decision to invest in 

the buyer. Consequently, the seller and its shareholders are interested in 

the quality of the buyer and the value of the stock being offered in the 

transaction. In the merger agreements in the Online Appendix, notice the 

number and length of representations given to the seller by the buyer when 

the buyer is paying cash as contrasted with when the buyer is paying in 

whole or in part in buyer stock. 

1. SPECIAL ISSUE: FILING THE 

DISCLOSURE SCHEDULE 

As discussed above, many representations are qualified by statements 

in an accompanying disclosure schedule. A representation might state 

“there is no material litigation except as set forth in the disclosure 

schedule.” The representation is, again, not that there is no material 

litigation. The representation is that all such litigation is disclosed on the 

disclosure schedule. 

While merger agreements involving public companies are generally 

required to be filed with the SEC, the SEC does not require the filing of 

disclosure schedules. Item 601 of Regulation S–K requires the filing of 

merger agreements. However, it also states that accompanying schedules, 

including the disclosure schedule, “shall not be filed unless such schedules 

contain information which is material to an investment decision and which 

is not otherwise disclosed in the agreement or the disclosure document.” 

In many cases, the reason why parties would not want to disclose much 

of the information on the schedules is understandable. In addition to 

sensitive commercial information, the disclosure schedule may contain 

confidential information of the type that might be embarrassing to the 

corporation. As James Freund noted, nondisclosure “serves the incidental 

purpose of enabling the parties to avoid baring their souls in public.”8 Of 

course, information about the company that is embarrassing may also be 

material. When it is, transaction lawyers face an important decision: 

whether to file at least portions of the disclosure schedule along with the 

merger agreement. 

Whether filing the disclosure schedule accompanying a merger 

agreement is required was prominently at issue in the SEC’s suit against 

Bank of America in the wake of the 2008 financial crisis. The suit concerned 

a merger, brokered by the U.S. government at the height of the financial 

crisis, between Bank of America and Merrill Lynch, in order to help prop 

                                                                                    
8 JAMES C. FREUND, ANATOMY OF A MERGER: STRATEGIES AND TECHNIQUES FOR 

NEGOTIATING CORPORATE ACQUISITIONS 235 (1975). 
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up the country’s financial system. Shareholders received a proxy statement 

requesting their vote on the merger. The shareholders had received a copy 

of the merger agreement, which arguably made it seem as though certain 

payments, including to Merrill executives, were prohibited, but they had 

not received the disclosure schedule expressly allowing such payments. 

Following the merger, the SEC sued Bank of America, asserting that Bank 

of America had violated the proxy disclosure rules when it neglected to file 

the disclosure schedule along with the Merrill Lynch merger agreement. 

The Bank of America-Merrill Lynch merger agreement included the 

following covenant: 

5.2 Covenant Forbearances. During the period from the date of 

this Agreement to the Effective Time, except as set forth in this 

Section 5.2 of the Company Disclosure Schedule or except as 

expressly contemplated or permitted by this Agreement, 

Company shall not, and shall not permit any of its Subsidiaries 

to, without the prior written consent of Parent: . . . (c) except as 

required under applicable law or the terms of any Company 

Benefit Plan existing as of the date hereof . . . (ii) pay any amounts 

to Employees not required by any current plan or agreement 

(other than base salary in the ordinary course of business)9 

Bank of America had actually agreed to allow Merrill to pay up to $5.8 

billion in discretionary bonuses before the merger. 

The agreement to allow Merrill to pay these discretionary bonuses 

was memorialized in a separate schedule that was omitted from 

the proxy statement and whose contents were never disclosed 

before the shareholders’ vote on the merger . . . The omission of 

Bank of America’s agreement authorizing Merrill to pay 

discretionary year-end bonuses made the statements to the 

contrary in the joint proxy statement and its several subsequent 

amendments materially false and misleading. Bank of America’s 

representations that Merrill was prohibited from making such 

payments were materially false and misleading because the 

contractual prohibition on such payments was nullified by the 

undisclosed contractual provision expressly permitting them.10 

The covenant above, about which the SEC made its allegation, is what 

is known as a negative covenant. Merrill agreed in the merger agreement 

not to take certain actions while the merger was pending. (A typical 

negative covenant in a loan agreement would be a borrower’s promise not 

to take on more debt or grant liens on its assets.) One of those actions 

                                                                                    
9 The joint proxy statement prospectus containing the merger agreement is available at 

http://www.sec.gov/Archives/edgar/data/65100/000095012308014246/g15211mldefm14a.htm. 
10 The SEC’s complaint is available at https://www.sec.gov/litigation/complaints/2009/

comp21164–amended.pdf. The quoted text is from page 2 of the complaint. 

http://www.sec.gov/Archives/edgar/data/65100/000095012308014246/g15211mldefm14a.htm
https://www.sec.gov/litigation/complaints/2009/comp21164-amended.pdf
https://www.sec.gov/litigation/complaints/2009/comp21164-amended.pdf
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Merrill agreed not to take was paying bonuses except as set forth on the 

disclosure schedule. The SEC argued that this piece of information would 

have been material and should have been disclosed in Bank of America’s 

225-page proxy statement asking its shareholders to approve the 

transaction. The dispute between the SEC and Bank of America over this 

disclosure question ultimately resulted in a settlement. Although custom, 

practice, and rules, dictate that disclosure schedules are not typically 

publicly filed, a careful lawyer will be attentive to situations that might 

prove the exception. 

G. RISK ALLOCATION AND THE MATERIAL 
ADVERSE CHANGE CLAUSE 

As discussed in the previous Section, in addition to the information 

production function, merger agreements also act to allocate risk. A seller 

who represents that there is no litigation against it bears the consequences 

of breach (most importantly, that the buyer need not close the transaction) 

even if, unbeknown to it, there is litigation against it, as does a seller who 

represents that it has all permits it needs to conduct its business even if, 

unbeknown to it, it is missing one or more permits. 

Who bears the risk that the seller’s business declines significantly 

between contract signing and closing? Many specific types of decline will 

be covered in the agreement. The seller must make a representation as of 

the date of contract signing that must be true (or true in all material 

respects) as of the date the transaction is to close in order for the buyer to 

be obligated to close. But what about matters not addressed specifically? 

Who bears the residual risk? 

A material adverse effect (MAE) or material adverse change (MAC) 

clause (we will use the terms synonymously) addresses and allocates the 

residual risk—that is, the risks other than those covered in the other 

provisions addressing and allocating risk. In general terms, the structure 

of the clause, subject to certain significant carve-outs, allocates residual 

risk to the seller, providing the buyer the ability to not close the transaction 

in the event of a material adverse change. The clause can take the form of 

a representation “brought down” in a closing condition, or it can simply be 

a closing condition. In the Dell merger agreement, the relevant section of 

which is set forth below, it takes the form of a representation: 

Section 3.8 . . . (b) Since November 2, 2012 [the date of Dell’s most 

recent financial statements prior to the date the merger 

agreement was signed], there has not occurred any facts, 

circumstances, changes, events, occurrences or effects that, 

individually or in the aggregate, constitute a Company Material 

Adverse Effect. 
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Company Material Adverse Effect is defined as follows: 

“Company Material Adverse Effect” means any fact, 

circumstance, change, event, occurrence or effect that would, or 

would reasonably be expected to, (1) have a material adverse 

effect on the financial condition, business, properties, assets, 

liabilities or results of operations of the Company and its 

Subsidiaries taken as a whole; provided that for purposes of this 

clause (1), none of the following, and no fact, circumstance, 

change, event, occurrence or effect to the extent arising out of or 

relating to the following, shall constitute or be taken into account 

in determining whether a “Company Material Adverse Effect” has 

occurred or may, would or could occur: (i) any facts, 

circumstances, changes, events, occurrences or effects generally 

affecting (A) any of the industries in which the Company and its 

Subsidiaries operate or (B) the economy, credit or financial or 

capital markets in the United States or elsewhere in the world, 

including changes in interest or exchange rates (except, for 

purposes of this clause (i)(B) only, to the extent that such fact, 

circumstance, change, event or occurrence adversely affects the 

Company and its Subsidiaries, taken as a whole, in a materially 

disproportionate manner relative to other companies operating in 

any of the industries in which the Company and its Subsidiaries 

primarily operate), or (ii) any facts, circumstances, changes, 

events, occurrences or effects arising out of, resulting from or 

attributable to (A) changes or prospective changes in Law, 

applicable regulations of any Governmental Entity, generally 

accepted accounting principles or accounting standards, or any 

changes or prospective changes in, or issuance of any 

administrative or judicial notice, decision or other guidance with 

respect to, the interpretation or enforcement of any of the 

foregoing, (B) the negotiation, execution, announcement, 

pendency or performance of this Agreement or the consummation 

of the Merger or the other transactions contemplated by this 

Agreement (other than compliance with Section 5.1(a) [requiring 

the Company to act to preserve its business until the Effective 

Time]), including the impact thereof on relationships, contractual 

or otherwise, with customers, suppliers, distributors, partners, 

employees or regulators, or any litigation relating to this 

Agreement, the Merger or the other transactions contemplated by 

this Agreement or compliance by the Company with the terms of 

this Agreement, except that this clause (ii)(B) shall not apply in 

the determination of a breach or violation of the representations 

and warranties contained in Sections 3.4 [relating to conflicts and 

approvals] and 3.11(e) [relating to entitlement to severance or 

unemployment pay] (C) acts of war (whether or not declared), 
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sabotage or terrorism, or any escalation or worsening of any such 

acts of war (whether or not declared), sabotage or terrorism, 

(D) pandemics, earthquakes, hurricanes, tornados or other 

natural disasters, (E) any change or announcement of a potential 

change in the credit ratings in respect of the Company or any 

indebtedness of the Company or its Subsidiaries, (F) any change 

to the extent resulting or arising from the identity of, or any facts 

or circumstances relating to, the Parent Parties or their respective 

Affiliates (but excluding Michael S. Dell other than in his capacity 

as a MD Investor), (G) any decline in the market price, or change 

in trading volume, of any capital stock of the Company or (H) any 

failure to meet any internal or public projections, forecasts or 

estimates of revenue, earnings, cash flow, cash position or other 

financial measures; provided that the underlying cause of any 

decline, change or failure referred to in clause (ii)(E), (ii)(G) or 

(ii)(H) (if not otherwise falling within any of clause (i) or clauses 

(ii)(A) through (H) above) may be taken into account in 

determining whether there is a “Company Material Adverse 

Effect”; or (2) prevent the ability of the Company to perform its 

obligations under this Agreement in any material respect. 

This lengthy definition is best understood by breaking down the 

language. First, let us consider the provision without its lengthy 

exclusions. The first part of the definition provides the buyer with what 

might seem like fairly broad protection against residual risks: 

Company Material Adverse Effect means any fact, 

circumstance, change, event, occurrence or effect that would, or 

would reasonably be expected to, (1) have a material adverse 

effect on the financial condition, business, properties, assets, 

liabilities or results of operations of the Company and its 

Subsidiaries taken as a whole . . . or (2) prevent the ability of the 

Company to perform its obligations under this Agreement in any 

material respect. 

This qualitative definition of an MAE is intentionally vague because it 

is meant to cover all types of residual risks related to the “financial 

condition, business, properties, assets, liabilities or results of operations” 

that the parties may not have contemplated, and assign those risks to the 

seller. Any material negative change in any of those vaguely defined areas 

can generate an MAE and thus trigger rights by the buyer not to close the 

merger. In private transactions, it is not uncommon for the buyer to also 

negotiate to include “prospects,” an inclusion the seller will resist. “This 

term is not typically included in public acquisitions, because it is 

considered to significantly broaden the MAC to include events that 

adversely affect the future performance of the company. There is not much, 

if any, case law interpreting what the term ‘prospects’ actually means and 
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what future events it is meant to cover, but it is generally thought to at 

least cover adverse changes in earnings projections.”11 

The MAE language is intended to cover any residual risks that the 

parties have not identified and assign them to the seller: as between the 

buyer and the seller, the seller is likely in a better position to identify and 

anticipate residual risks in its own business. Recall that “assigning them 

to the seller” means that the buyer gets to not close the deal if the risk 

comes to pass. But there are many residual risks that the MAE section 

effectively assigns to the buyer, by excluding them from the definition of 

MAE. These specific exclusions, or carveouts, from the MAE definition can 

be found in the clauses following the “provided that” clause after the broad 

definition of the MAE: 

. . . provided that for purposes of this clause (1), none of the 

following, and no fact, circumstance, change, event, occurrence or 

effect to the extent arising out of or relating to the following, shall 

constitute or be taken into account in determining whether a 

“Company Material Adverse Effect” has occurred. . . 

Following this is a lengthy list of exclusions from the MAE definition. 

Should any adverse effect arise in connection with, among many other 

things, changes in the economy generally, in the industry in which the 

target operates, or in the law, it will not constitute an MAE for purposes of 

the merger agreement. Through these exclusions, the risk of any of the 

preceding events occurring during the interim period is assigned to the 

buyer. These exclusions, like the impact of general economic conditions on 

the business of the seller, are generally out of the seller’s control. Whether 

or not they are out of the seller’s control, the buyer has agreed to accept 

those risks. The effect of modern MAEs with their large number of 

exclusions is that most residual risks are assigned to the buyer. What is 

left with the seller are unidentified idiosyncratic risks—unknown risks 

which particularly affect the seller.12 

The MAE may be drafted as a representation and warranty that no 

MAE has occurred, as is the case with the Dell provision. In Dell, the 

representation and warranty is made by the seller, since the buyer is 

paying cash for Dell. In this form, the representations and warranties are 

tested again at the time of closing, or “brought down” to closing. 

Alternatively, an MAE may simply be a closing condition, as is the case in 

Hexion Specialty Chemicals v. Huntsman Corp, discussed below. In 

Huntsman, the MAE representation only covered the period between the 

date of the most recent financial statements prior to the agreement, and 

                                                                                    
11 Steven M. Davidoff, The MAC Is Back, But Does It Kill a Deal?, N.Y. TIMES, August 23, 

2011, available at http://dealbook.nytimes.com/2011/08/23/the-big-mac-is-back-but-does-it-kill-a-
deal/. 

12 Ronald J. Gilson & Alan Schwartz, Understanding MACs: Moral Hazard in Acquisitions, 
21 J. L. ECON. & ORG. 330 (2005). 

http://dealbook.nytimes.com/2011/08/23/the-big-mac-is-back-but-does-it-kill-a-deal/
http://dealbook.nytimes.com/2011/08/23/the-big-mac-is-back-but-does-it-kill-a-deal/


SEC. G 

RISK ALLOCATION AND THE MATERIAL 

ADVERSE CHANGE CLAUSE 387 
 

  

the date of the agreement. The clause governing MAEs between the time 

of the signing of the agreement and the closing was instead a closing 

condition providing that the buyer’s obligation to close was conditioned on 

there not having occurred “after the date of this Agreement any event, 

change, effect or development that has had or is reasonably expected to 

have, individually or in the aggregate, a Company Material Adverse 

Effect.”13 

As a practical matter, whether an MAE is structured as a 

representation that must be made as of the closing, or simply as a closing 

condition, makes no substantive difference. But understanding the 

mechanical difference is important. In the former case, the representation 

will likely be qualified by the seller’s disclosure schedules and publicly 

available information or information otherwise known to the seller. In the 

latter case, this qualification may be in the actual MAE definition. 

The MAE clause is thus the key element of the merger agreement 

dictating when and if a buyer has a right to refuse to close the transaction. 

However, a buyer invoking an MAE clause in an agreement is almost 

always uncertain of the ultimate validity of its claim. This is so for two 

reasons. First, MAE clauses are typically defined in qualitative terms 

rather than quantitative terms. More specifically, they do not put dollar 

amounts on what constitutes an MAE, but rather simple say that an event 

fulfilling the clause is “materially adverse,” leaving the matter to a court 

to determine. Second, while the court is left to decide what constitutes an 

MAE, there have been few cases on the subject; there is very little guidance 

on what constitutes an MAE. 

IBP v. Tyson, 789 A.2d 14 (Del. Ch. 2001) is the one of the leading cases 

on the issue. In IBP, IBP and Tyson entered into a merger agreement 

pursuant to which Tyson would acquire IBP. During the interim period 

between signing and closing, both IBP and Tyson suffered economic 

downturns. Suffering from buyer’s remorse, Tyson sought to terminate the 

merger agreement. Tyson claimed that it was entitled to terminate the 

agreement because IBP had suffered a material adverse effect. The 

agreement defines material adverse effect as “any event, occurrence or 

development of a state of circumstances or facts which has had or 

reasonably could be expected to have a Material Adverse Effect” . . . “on the 

condition (financial or otherwise), business, assets, liabilities or results of 

operations of [IBP] and [its] Subsidiaries taken as whole.”14 

The provision at issue was section 5.10 of the merger agreement, a 

“representation and warranty that IBP had not suffered a material adverse 

                                                                                    
13 http://www.sec.gov/Archives/edgar/data/1307954/000110465907053855/a07–18690_3ex2d

1.htm. 
14 Id. at 65. 

http://www.westlaw.com/find/default.wl?ft=Y&db=0000162&rs=ap2.0&rp=%2ffind%2fdefault.wl&serialnum=2001519424&fn=_top&findtype=Y&vr=2.0&wbtoolsId=2001519424&HistoryType=F
http://www.sec.gov/Archives/edgar/data/1307954/000110465907053855/a07-18690_3ex2d1.htm
http://www.sec.gov/Archives/edgar/data/1307954/000110465907053855/a07-18690_3ex2d1.htm
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effect since the “Balance Sheet Date” of December 25, 1999, except as set 

forth in the Warranted Financials or Schedule 5.10 of the Agreement.” 

The application of those words is dauntingly complex. On its face, 

§ 5.10 is a capacious clause that puts IBP at risk for a variety of 

uncontrollable factors that might materially affect its overall 

business or results of operation as a whole. Although many 

merger contracts contain specific exclusions from MAE clauses 

that cover declines in the overall economy or the relevant industry 

sector, or adverse weather or market conditions, § 5.10 is 

unqualified by such express exclusions. 

But the court nevertheless ruled for IBP, ordering that Tyson specifically 

perform its merger agreement and acquire IBP: 

Tyson has not persuaded me that IBP has suffered a Material 

Adverse Effect. By its own arguments, Tyson has evinced more 

confidence in stock market analysts than I personally harbor. . . . 

[The analysts’ predicted range of performance] suggests that no 

Material Adverse Effect has occurred. Rather, the analyst views 

support the conclusion that IBP remains what the baseline 

evidence suggests it was—a consistently but erratically profitable 

company struggling to implement a strategy that will reduce the 

cyclicality of its earnings. Although IBP may not be performing as 

well as it and Tyson had hoped, IBP’s business appears to be in 

sound enough shape to deliver results of operations in line with 

the company’s recent historical performance. Tyson’s own 

investment banker still believes IBP is fairly priced at $30 per 

share. The fact that Foodbrands [an important unit housed in a 

subsidiary of IBP’s that had had issues with accounting fraud] is 

not yet delivering on the promise of even better performance for 

IBP during beef troughs is unavailing to Tyson, since § 5.10 

focuses on IBP as a whole and IBP’s performance as an entire 

company is in keeping with its baseline condition. Therefore, I 

conclude that Tyson has not demonstrated a breach of § 5.10. I 

admit to reaching this conclusion with less than the optimal 

amount of confidence. The record evidence is not of the type that 

permits certainty. 

The paucity of caselaw reflects that most disputes over MAEs are 

settled long before a court is required to determine whether an MAE has 

actually occurred. A buyer may claim that an MAE has occurred simply 

because it does not want to go through with the transaction on the agreed-

upon terms. It may not want to go through with the transaction on any 

plausible terms. But it also might be willing to proceed with the transaction 

at a much lower price. Thus, it might invoke an MAE in order to force a 

price renegotiation. The seller may not want to risk the uncertainty of 
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litigation and an adverse decision that would leave its shareholders with 

no acquisition or premium for their shares. Consequently, when a buyer 

invokes an MAE, although the buyer’s legal claim that there is an MAE 

might not be strong, a seller might nevertheless be willing to renegotiate 

and accept a lower price. Claiming that there has been an MAE thus can 

allow a buyer to drive the price of an acquisition down by taking advantage 

of either changed market conditions or adverse events affecting the seller. 

This is so, again, even if the buyer’s claim is weak. But the more expansive 

the carveouts to an MAE—that is, the more residual risks are allocated to 

the buyer—the better a position a seller should be in to resist a buyer’s 

renegotiation based on a claimed MAE. 

In Hexion Specialty Chemicals v. Huntsman Corp, Hexion sought to 

invoke an MAE in order to avoid performance of its merger agreement with 

Huntsman; the transaction had been scheduled to close at the height of the 

financial crisis. 

HEXION SPECIALTY CHEMICALS, INC. V. HUNTSMAN CORP. 
Delaware Court of Chancery 

965 A.2d 715 (2008) 

LAMB, VICE CHANCELLOR. 

* * * 

A. The Parties 

The plaintiffs and counterclaim defendants in this action are Hexion 

Specialty Chemicals, Inc., Apollo Global Management, LLC, and various 

entities through which Apollo Global Management conducts its business 

(Apollo Global Management and its related entities are collectively referred 

to as “Apollo”). Hexion, a New Jersey corporation, is the world’s largest 

producer of binder, adhesive, and ink resins for industrial applications. 

Apollo Global Management, a Delaware limited liability company, is an 

asset manager focusing on private equity transactions. Through its 

ownership in Hexion’s holding company, Apollo owns approximately 92% 

of Hexion. 

The defendant and counterclaim plaintiff in this action is Huntsman 

Corporation, a Delaware corporation. Huntsman, a global manufacturer 

and marketer chemical products, operates five primary lines of business: 

Polyurethanes, Advanced Materials, Textile Effects, Performance Products 

and Pigments. 

B. Procedural History 

On July 12, 2007, Hexion and Huntsman signed a merger agreement 

whereby Hexion agreed to pay $28 per share in cash for 100% of 

Huntsman’s stock. The total transaction value of the deal was 

http://www.westlaw.com/find/default.wl?ft=Y&db=0000162&rs=ap2.0&rp=%2ffind%2fdefault.wl&serialnum=2018293067&fn=_top&findtype=Y&vr=2.0&wbtoolsId=2018293067&HistoryType=F
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approximately $10.6 billion, including assumed debt. The plaintiffs filed 

suit in this court on June 18, 2008 seeking declaratory judgment on three 

claims: (1) Hexion is not obligated to close if the combined company would 

be insolvent and its liability to Huntsman for failing to close is limited to 

no more than $325 million; (2) Huntsman has suffered a Company Material 

Adverse Effect (“MAE”); and (3) Apollo has no liability to Huntsman in 

connection with the merger agreement. On July 2, 2008, Huntsman filed 

its answer and counterclaims requesting declaratory judgment that: 

(1) Hexion knowingly and intentionally breached the merger agreement; 

(2) Huntsman has not suffered an MAE; and (3) Hexion has no right to 

terminate the merger agreement. Also, Huntsman’s counterclaims seek an 

order that Hexion specifically perform its obligations under various 

sections of the merger agreement, or, alternatively, and in the event 

Hexion fails to perform, the award of full contract damages. . . . 

Beginning on September 8, 2008, a six-day trial was held on 

Huntsman’s counterclaims and counts I (damages limited to $325 million), 

II (material adverse effect), and IV (invalid extension of termination date) 

of Hexion’s amended complaint. 

C. Negotiations Between The Parties In 2005 And 2006 

In late 2005 and early 2006, Apollo and Hexion entered negotiations 

with Huntsman concerning a proposed transaction whereby Hexion would 

merge with Huntsman’s specialty chemical business and Huntsman’s 

commodity business would be spun out and acquired by Apollo. Hexion and 

Apollo performed substantial due diligence on Huntsman, but the deal died 

when Huntsman missed earnings targets and Apollo advised Huntsman 

that it could no longer justify the $25 per share price then being discussed. 

D. 2007 Negotiations Leading To July 12, 2007 

Merger Agreement 

In May 2007, Huntsman, through its financial advisor Merrill Lynch 

& Co., Inc., began to solicit bids for the company. Apollo (through Hexion) 

and Basell, the world’s largest polypropylene maker, emerged among the 

potential buyers. Huntsman signed confidentiality agreements and began 

to negotiate merger agreements with both Hexion and Basell. On June 25, 

2007, Huntsman rejected Hexion’s offer of $26 per share and executed a 

merger agreement with Basell for $25.25 per share. The same day, but 

after the agreement was signed, Hexion raised its bid to $27 per share. 

Basell refused to raise its bid, stating that its deal remained superior 

because it was more certain to close. On June 29, 2007, Huntsman 

reentered negotiations with Hexion after Hexion further increased its bid 

to $27.25 per share. On July 12, 2007, Huntsman terminated its deal with 

Basell and signed an all cash deal at $28 per share with Hexion. 
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E. The Financing 

One day before the signing of the merger agreement, Hexion signed a 

commitment letter with affiliates of Credit Suisse and Deutsche Bank (the 

“lending banks”) to secure financing for the deal. In section 3.2(e) of the 

merger agreement, Hexion represented that the “aggregate proceeds 

contemplated to be provided by the Commitment Letter will be sufficient 

. . . to pay the aggregate Merger Consideration.” The commitment letter 

required a “customary and reasonably satisfactory” solvency certificate 

from the Chief Financial Officer of Hexion, the Chief Financial Officer of 

Huntsman, or a reputable valuation firm as a condition precedent to the 

lending banks obligation to provide financing. 

F. July 12, 2007 Merger Agreement 

Due to the existence of a signed agreement with Basell and Apollo’s 

admittedly intense desire for the deal, Huntsman had significant 

negotiating leverage. As a result, the merger agreement is more than 

usually favorable to Huntsman. For example, it contains no financing 

contingency and requires Hexion to use its “reasonable best efforts” to 

consummate the financing. In addition, the agreement expressly provides 

for uncapped [Editor: unlimited] damages in the case of a “knowing and 

intentional breach of any covenant” by Hexion and for liquidated damages 

of $325 million in cases of other enumerated breaches. The narrowly 

tailored MAE clause is one of the few ways the merger agreement allows 

Hexion to walk away from the deal without paying Huntsman at least $325 

million in liquidated damages. 

G. April 22, 2008: Huntsman Reports Poor First Quarter Of 2008 

Initially, Hexion and Apollo were extremely excited about the deal 

with Huntsman. Apollo partner Jordan Zaken testified at trial that Apollo 

really wanted the deal and that “the industrial logic was very strong.” 

Indeed, Hexion’s April 2007 presentation materials regarding the potential 

transaction with Huntsman reflect that the Hexion/Huntsman 

combination would create the largest specialty chemical company in the 

world. While Huntsman’s Pigments business had been slowing since 

shortly after signing, Hexion and Apollo’s view of the deal did not seem to 

change dramatically until after receipt of Huntsman’s disappointing first 

quarter numbers on April 22, 2008. Following receipt of these numbers, 

Apollo revised its deal model and concluded that the transaction would 

produce returns much lower than expected. At this time, Apollo also 

questioned whether Huntsman had experienced an MAE as defined in the 

merger agreement. . . . 

The May 9 models, while showing unfavorable returns for Apollo and 

tight liquidity, do not clearly show insolvency. 
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After its May 9, 2008 meeting with counsel, perhaps realizing that the 

MAE argument was not strong, Apollo and its counsel began focusing on 

insolvency. However, under the merger agreement, Hexion had no right to 

terminate the agreement based on potential insolvency of the combined 

company or due to lack of financing. Also, Hexion would be subject to full 

contract damages if it “knowingly and intentionally” breached any of its 

covenants. Therefore, it appears that after May 9, 2008, Apollo and its 

counsel began to follow a carefully designed plan to obtain an insolvency 

opinion, publish that opinion (which it knew, or reasonably should have 

known, would frustrate the financing), and claim Hexion did not 

“knowingly and intentionally” breach its contractual obligations to close 

(due to the impossibility of obtaining financing without a solvency 

certificate). 

I. Duff & Phelps Is Hired To Support Apollo’s Insolvency Theory 

Watchell, Lipton, Rosen & Katz, Apollo’s counsel, hired Duff & Phelps, 

LLC to support potential litigation, and Duff & Phelps personnel knew they 

were being hired for that purpose. . . . 

. . . 

L. The Duff & Phelps Insolvency Opinion Is Unreliable 

Duff & Phelps’s June 18, 2008 insolvency opinion was produced with 

the knowledge that the opinion would potentially be used in litigation, was 

based on skewed numbers provided by Apollo, and was produced without 

any consultation with Huntsman management. These factors, taken 

together, render the Duff & Phelps opinion unreliable. 

. . . 

M. The June 18, 2008 Lawsuit 

After obtaining the Duff & Phelps insolvency opinion, Hexion, without 

notice to Huntsman, published that opinion as part of this lawsuit, very 

likely prejudicing the lending banks, the pension boards, and the FTC. 

Malcolm Price, a managing director at Credit Suisse, testified that, until 

the filing of the lawsuit, the bank had not questioned the solvency of the 

combined company or whether an MAE had occurred, although it had 

recorded large mark-to-market losses. Following publication of the 

insolvency opinion, Credit Suisse began to study the potential insolvency 

of the company. On September 5, Credit Suisse finished its own insolvency 

analysis, largely based on the deal model used by Duff & Phelps, and 

sharply reduced its expected losses on the financing. The Credit Suisse 

analysis showed insolvency under all three tests, by an even greater 

margin than the Duff & Phelps report. Currently, both lending banks have 

stated that they would be willing to meet their obligations to provide 

financing if a customary and reasonably satisfactory solvency certificate 

could be provided. At trial however, Hexion’s CEO, Craig Morrison, agreed 
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that publication of the Duff & Phelps opinion and the filing of the lawsuit 

“effectively kill[ed] the financing” and “make it virtually impossible for [the 

lending banks] to go forward with the financing.” Nonetheless, Hexion still 

made the deliberate decision not to consult with Huntsman regarding the 

analysis prior to filing the lawsuit. Price admitted that it would be 

premature to draw a definite conclusion about solvency before closing. 

However, he also testified that he could not think of anything plausible 

that would change his view on solvency in the very near future and 

admitted that it would be financially advantageous to Credit Suisse if it 

did not have to honor its commitment letter. . . . 

P. The Huntsman Projections 

. . . 

[Huntsman produces higher estimates] 

Just as Apollo’s estimates for Huntsman’s July 25, 2008 projections for 

EBITDA appear artificially depressed, Huntsman’s EBITDA projections 

appear somewhat optimistic. Both sets of projections have been influenced 

by the potential or the reality of litigation. . . . However, the Duff & Phelps 

report and Hexion’s projections of Huntsman EBITDA surely have affected 

the expectations of the analysts. . . . 

Q. Huntsman’s Solvency Analysis 

Huntsman hired David Resnick, an expert on valuation and solvency, 

to review the Duff & Phelps report for errors. Resnick is the head of global 

restructuring and the co-head of investment banking in North America for 

Rothschild, Inc. Duff & Phelps in its June 18 report found a funding deficit 

of $858 million. Resnick’s report finds a surplus of $124 million. The 

majority of the difference is made up of U.S. and U.K. pension liability, 

costs related to refinancing the Huntsman debt, the Apollo fee, and timing 

of divestiture proceeds. [The court discusses the expert’s testimony; the 

expert used the language we have seen in the Valuation section, including 

the comparables analysis and DCF]. . . 

II. 

Hexion argues that its obligation to close is excused as a result of a 

Company Material Adverse Effect in the business of Huntsman. For the 

reasons detailed below, Hexion’s argument fails. 

A. The “Chemical Industry” Carve-Outs are Inapplicable 

Section 6.2(e) of the merger agreement states that Hexion’s obligation 

to close is conditioned on the absence of “any event, change, effect or 

development that has had or is reasonably expected to have, individually 

or in the aggregate,” an MAE. MAE is defined in section 3.1(a)(ii) as: 
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any occurrence, condition, change, event or effect that is 

materially adverse to the financial condition, business, or results 

of operations of the Company and its Subsidiaries, taken as a 

whole; provided, however, that in no event shall any of the 

following constitute a Company Material Adverse Effect: (A) any 

occurrence, condition, change, event or effect resulting from or 

relating to changes in general economic or financial market 

conditions, except in the event, and only to the extent, that such 

occurrence, condition, change, event or effect has had a 

disproportionate effect on the Company and its Subsidiaries, 

taken as a whole, as compared to other Persons engaged in the 

chemical industry; (B) any occurrence, condition, change, event or 

effect that affects the chemical industry generally (including 

changes in commodity prices, general market prices and 

regulatory changes affecting the chemical industry generally) 

except in the event, and only to the extent, that such occurrence, 

condition, change, event or effect has had a disproportionate effect 

on the Company and its Subsidiaries, taken as a whole, as 

compared to other Persons engaged in the chemical industry. . . . 

The parties disagree as to the proper reading of this definition. Hexion 

argues that the relevant standard to apply in judging whether an MAE has 

occurred is to compare Huntsman’s performance since the signing of the 

merger agreement and its expected future performance to the rest of the 

chemical industry. Huntsman, for its part, argues that in determining 

whether an MAE has occurred the court need reach the issue of comparing 

Huntsman to its peers if and only if it has first determined that there has 

been an “occurrence, condition, change, event or effect that is materially 

adverse to the financial condition, business, or results of operations of the 

Company and its Subsidiaries, taken as a whole. . . .” Huntsman here has 

the better argument. The plain meaning of the carve-outs found in the 

proviso is to prevent certain occurrences which would otherwise be MAE’s 

being found to be so. If a catastrophe were to befall the chemical industry 

and cause a material adverse effect in Huntsman’s business, the carve-outs 

would prevent this from qualifying as an MAE under the Agreement. But 

the converse is not true—Huntsman’s performance being 

disproportionately worse than the chemical industry in general does not, 

in itself, constitute an MAE. Thus, unless the court concludes that the 

company has suffered an MAE as defined in the language coming before 

the proviso, the court need not consider the application of the chemical 

industry carve-outs. 

Hexion bases its argument that Huntsman has suffered an MAE 

principally on a comparison between Huntsman and other chemical 

industry firms. Hexion’s expert witness, Telly Zachariades of The Valence 

Group, largely focused on this at trial. Zachariades testified regarding a 
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comparison of the performance of Huntsman during the second half of 2007 

and first half of 2008, relative to two sets of benchmark companies which 

he chose as representative of the industry—the Bloomberg World Chemical 

Index and the Chemical Week 75 Index. Zachariades compared Huntsman 

to these two benchmarks in a variety of different areas, both backward and 

forward-looking, and, in each, found Huntsman significantly worse than 

the mean, and, in most, in the bottom decile. This potentially would be 

compelling evidence if it was necessary to reach the carve-outs, although 

Huntsman’s expert, Mark Zmijewski, managed to cast doubt on 

Zachariades’s analysis. However, because, as discussed below, Huntsman 

has not suffered an MAE, the court need not reach the question of whether 

Huntsman’s performance has been disproportionately worse than the 

chemical industry taken as a whole. 

B. Huntsman Has Not Suffered An MAE 

For the purpose of determining whether an MAE has occurred, 

changes in corporate fortune must be examined in the context in which the 

parties were transacting. In the absence of evidence to the contrary, a 

corporate acquirer may be assumed to be purchasing the target as part of 

a long-term strategy. The important consideration therefore is whether 

there has been an adverse change in the target’s business that is 

consequential to the company’s long-term earnings power over a 

commercially reasonable period, which one would expect to be measured in 

years rather than months. A buyer faces a heavy burden when it attempts 

to invoke a material adverse effect clause in order to avoid its obligation to 

close. Many commentators have noted that Delaware courts have never 

found a material adverse effect to have occurred in the context of a merger 

agreement. This is not a coincidence. The ubiquitous material adverse 

effect clause should be seen as providing a “backstop protecting the 

acquirer from the occurrence of unknown events that substantially 

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

significant manner. A short-term hiccup in earnings should not suffice; 

rather [an adverse change] should be material when viewed from the 

longer-term perspective of a reasonable acquirer.” This, of course, is not to 

say that evidence of a significant decline in earnings by the target 

corporation during the period after signing but prior to the time appointed 

for closing is irrelevant. Rather, it means that for such a decline to 

constitute a material adverse effect, poor earnings results must be expected 

to persist significantly into the future. 

Hexion protests being shouldered with the burden of proof here, urging 

the court that Huntsman bears the burden of showing the absence of an 

MAE, because that is a condition precedent to closing. . . . Hexion argues 

that IBP, in placing the burden to prove a material adverse effect on the 

buyer, is distinguishable because in IBP the material adverse effect clause 

was drafted in the form of a representation and warranty that no material 
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adverse effect had occurred. But material adverse effect clauses are strange 

animals, sui generis among their contract clause brethren. It is by no means 

clear to this court that the form in which a material adverse effect clause 

is drafted (i.e., as a representation, or warranty, or a condition to closing), 

absent more specific evidence regarding the intention of the parties, should 

be dispositive on the allocation of the burden of proof. Typically, conditions 

precedent are easily ascertainable objective facts, generally that a party 

performed some particular act or that some independent event has 

occurred. A material adverse effect clause does not easily fit into such a 

mold, and it is not at all clear that it ought to be treated the same for this 

purpose. Rather, for the same practical reasons that the court in IBP cites, 

it seems the preferable view, and the one the court adopts, that absent clear 

language to the contrary, the burden of proof with respect to a material 

adverse effect rests on the party seeking to excuse its performance under 

the contract. . . . [A]s the parties jointly stipulate, the question is 

“[w]hether Hexion has established that a ‘Company Material Adverse 

Effect,’ as defined in the Merger Agreement, has occurred.” This again 

places the burden to show the existence of an MAE squarely on Hexion. 

. . . 

[The court concludes that EBITDA is a better measure than earnings 

per share given that earnings per share is “very much a function of the 

capital structure of the company, reflecting the effects of leverage.”] 

Hexion focuses its argument that Huntsman has suffered an MAE 

along several lines: (1) disappointing results in Huntsman’s earnings 

performance over the period from July 2007 through the present; 

(2) Huntsman’s increase in net debt since signing, contrary to the 

expectations of the parties; and (3) underperformance in Huntsman’s 

Textile Effects and Pigments lines of business. 

1. Huntsman Has A Difficult Year After The Signing 

Of The Merger Agreement 

There is no question that Huntsman’s results from the time of signing 

in July 2007 until the end of the first half of 2008 have been disappointing. 

Huntsman’s first-half 2008 EBITDA was down 19.9% year-over-year from 

its first-half 2007 EBITDA. And its second-half 2007 EBITDA was 22% 

below the projections Huntsman presented to bidders in June 2007 for the 

rest of the year. 

Realizing, however, that these results, while disappointing, were not 

compelling as a basis to claim an MAE, Hexion focused its arguments on 

Huntsman’s repeated misses from its forecasts. In its “Project Nimbus” 

forecasts, Huntsman management projected 2008 consolidated EBITDA of 

$1.289 billion. As of August 1, 2008, Huntsman management projected 

EBITDA for 2008 was $879 million, a 32% decrease from the forecast the 
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year before. Hexion points to these shortfalls from the 2007 projections and 

claims that Huntsman’s failure to live up to its projections are key to the 

MAE analysis. 

But this cannot be so. Section 5.11(b) of the merger agreement 

explicitly disclaims any representation or warranty by Huntsman with 

respect to “any projections, forecasts or other estimates, plans or budgets 

of future revenues, expenses or expenditures, future results of operations 

. . . , future cash flows . . . or future financial condition . . . of [Huntsman] 

or any of its Subsidiaries . . . heretofore or hereafter delivered to or made 

available to [Hexion or its affiliates]. . . .” The parties specifically allocated 

the risk to Hexion that Huntsman’s performance would not live up to 

management’s expectations at the time. If Hexion wanted the short-term 

forecasts of Huntsman warranted by Huntsman, it could have negotiated 

for that. It could have tried to negotiate a lower base price and something 

akin to an earn-out, based not on Huntsman’s post-closing performance but 

on its performance between signing and closing. Creative investment 

bankers and deal lawyers could have structured, at the agreement of the 

parties, any number of potential terms to shift to Huntsman some or all of 

the risk that Huntsman would fail to hit its forecast targets. But none of 

those things happened. Instead, Hexion agreed that the contract contained 

no representation or warranty with respect to Huntsman’s forecasts. To 

now allow the MAE analysis to hinge on Huntsman’s failure to hit its 

forecast targets during the period leading up to closing would eviscerate, if 

not render altogether void, the meaning of section 5.11(b). It is a maxim of 

contract law that, given ambiguity between potentially conflicting terms, a 

contract should be read so as not to render any term meaningless. Thus, 

the correct interpretation cannot be that section 6.2(e) voids section 5.11(b), 

making it a condition precedent to Hexion’s obligation to consummate the 

merger that Huntsman substantially meet its forecast targets. Rather, the 

correct analysis is that Huntsman’s failure to hit its forecasts cannot be a 

predicate to the determination of an MAE in Huntsman’s business. 

Moreover, at trial Jordan Zaken, one of the Apollo partners involved in 

negotiating the Huntsman deal on behalf of Hexion, admitted on cross-

examination that Hexion and Apollo never fully believed Huntsman’s 

forecasts. Those forecasts, therefore, cannot be the basis of a claim of an 

MAE, since they never formed part of the expectations of the parties (in a 

strict contractual sense) to begin with. 

Rather, as Huntsman’s expert Zmijewski testified at trial, the terms 

“financial condition, business, or results of operations” are terms of art, to 

be understood with reference to their meaning in Regulation S–K and Item 

7, the “Management’s Discussion and Analysis of Financial Condition and 

Results of Operations” section of the financial statements public companies 

are required to file with the SEC. In this section, a company is required to 

disclose its financial result for the period being reported, along with its pro 
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forma financial results for the same time period for each of the previous 

two years. Zmijewski testified at trial that these results are analyzed by 

comparing the results in each period with the results in the same period 

for the prior year (i.e., year-end 2007 results to year-end 2006 results, first-

quarter 2005 results to first-quarter 2004 results, and so forth). The proper 

benchmark then for analyzing these changes with respect to an MAE, 

according to Zmijewski (and the analysis the court adopts here), is to 

examine each year and quarter and compare it to the prior year’s 

equivalent period. Through this lens, it becomes clear that no MAE has 

occurred. Huntsman’s 2007 EBITDA was only 3% below its 2006 EBITDA, 

and, according to Huntsman management forecasts, 2008 EBITDA will 

only be 7% below 2007 EBITDA. Even using Hexion’s much lower estimate 

of Huntsman’s 2008 EBITDA, Huntsman’s 2008 EBITDA would still be 

only 11% below its 2007 EBITDA. And although Huntsman’s fourth 

quarter 2007 EBITDA was 19% below its third quarter 2007 results, which 

were in turn 3% below its second quarter 2007 results, Huntsman has 

historically been down on a quarter-over-quarter basis in each of the third 

and fourth quarters of the year. Moreover, comparing the trailing-twelve-

months EBITDA for second quarter 2007 to second quarter 2008, the 2008 

result is only down 6% from 2007. 

Of course, the expected future performance of the target company is 

also relevant to a material adverse effect analysis. Hexion, on the basis of 

its estimates of Huntsman’s future profitability, urges that Huntsman has 

or is expected to suffer an MAE. Hexion estimates that Huntsman will earn 

only $817 million in 2008, and that its earnings will contract further in 

2009, to $809 million. 

Huntsman responds with its own projections, that it will generate 

$878 million of EBITDA in 2008, and $1.12 billion of EBITDA in 2009. To 

support its projections, Huntsman offered testimony at trial by [various 

high-level officials] . . . While the court recognizes that management’s 

expectations for a company’s business often skew towards the overly 

optimistic, especially in the presence of litigation, the court ultimately 

concludes that Hexion’s projections reflect an overly pessimistic view of 

Huntsman’s future earnings. 

The fact that Hexion offered little detail as to how it arrived at its 

projections for Huntsman’s business also diminishes the weight its 

projections deserve. Ultimately, the likely outcome for Huntsman’s 2009 

EBITDA is somewhere in the middle. This proposition is confirmed by 

current analyst estimates for Huntsman 2009 EBITDA, which average 

around $924 million. This would represent a mere 3.6% decrease in 

EBITDA from 2006 to 2009, and a result essentially flat from 2007 to 2009. 

The court also notes that in two of the four original deal models Apollo 

produced in June of 2007 to justify its $28 per share offer, Huntsman’s 

projected 2009 EBITDA was significantly below this estimate, at $833 
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million in the “Hexion Management Flat Case,” and at a mere $364 million 

in its recession case. . . . Thus in only one of Hexion’s three views of future 

operating performance of Huntsman at the time of signing did Huntsman 

perform better in 2009 than it is presently expected to by analysts. 

These results do not add up to an MAE, particularly in the face of the 

macroeconomic challenges Huntsman has faced since the middle of 2007 as 

a result of rapidly increased crude oil and natural gas prices and 

unfavorable foreign exchange rate changes. Ultimately, the burden is on 

Hexion to demonstrate the existence of an MAE in order to negate its 

obligation to close, and that is a burden it cannot meet here. 

2. Huntsman’s Net Debt Expands During The Same Period 

Hexion urges that Huntsman’s results of operations cannot be viewed 

in isolation, but should be examined in conjunction with Huntsman’s 

increase in net debt. . . . [Contrary to its forecast,] rather than shrinking 

by a billion dollars, Huntsman’s net debt since signing has expanded by 

over a quarter of a billion dollars. 

Hexion points to this debt expansion as further evidence (when 

combined with the results of operations discussed above) of an MAE based 

on changes in the financial condition of Huntsman. Huntsman, of course, 

points out that this increase in net debt from signing until the present is 

only on the order of 5% or 6% (depending upon which date one chooses to 

measure Huntsman’s debt, since weekly changes in the total debt as a 

result of working capital fluctuations can be as much as plus or minus $100 

million), a far cry from an MAE based on financial condition. Hexion 

responds that this view ignores the fact that “post-signing Huntsman 

received $794 million in cash proceeds from divestitures that were to have 

been used to repay debt. The assets were sold along with their revenue 

generating capacity. An apples-to-apples comparison (adjusting to 

eliminate the divestiture proceeds) would show an increase in net debt of 

32%.” This argument initially appears attractive, but examination of 

Apollo’s initial deal-model negates any persuasive power it might have 

initially held. In all four of the cases which Apollo modeled, Huntsman’s 

net debt at closing is assumed to be $4.1 billion. All of Hexion’s assumptions 

about the value of the deal were predicated on Huntsman net debt levels 

on that order-the projected decrease in Huntsman’s net debt of a billion 

dollars was simply an added attraction. Hexion cannot now claim that a 

5% increase in net debt from its expectations in valuing the deal, even 

combined with the reduced earnings, should excuse it from its obligation to 

perform on the merger agreement. 

3. Challenging Times At Textile Effects And Pigments 

Both in its pretrial brief and at trial, Hexion focused most of its 

attention on two Huntsman divisions which have been particularly 

troubled since the signing of the merger agreement-Pigments and Textile 
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Effects. These two divisions were expected to compose only 25% of 

Huntsman’s adjusted EBITDA in 2008–14% coming from Pigments, and 

11% coming from Textile Effects. Little space need be spent on this 

argument as it falls under its own weight. 

First, as already discussed, under the terms of the merger agreement, 

an MAE is to be determined based on an examination of Huntsman taken 

as a whole. A close examination of two divisions anticipated to generate at 

most a fourth of Huntsman’s EBITDA is therefore only tangentially related 

to the issue. Although the results in each of these two divisions, if standing 

alone, might be materially impaired, as already illustrated above, 

Huntsman as a whole is not materially impaired by their results. If it is 

unconvincing to say Huntsman’s business as a whole has been materially 

changed for the worse, it is even more unconvincing to claim that 75% of 

Huntsman’s business is fine, but that troubles in the other 25% materially 

changes the business as a whole. 

Additionally, there is reason to believe that much of Huntsman’s 

troubles in each of these divisions are short-term in nature. . . . [The court 

gives reasons, including inherited problems which are being addressed, 

and a “perfect storm” of macroeconomic challenges.] In addition, Huntsman 

has been able to develop some traction in passing price increases into the 

market since July 2008. 

As for Pigments, titanium dioxide is a notoriously cyclical business, 

which Apollo well knew at the time of bidding. During an initial 

presentation meeting with the management of Huntsman, Josh Harris of 

Apollo expressed to Peter Huntsman that Apollo knew as much about the 

titanium dioxide business as Huntsman did. . . . Hexion focuses its 

argument on Huntsman’s use predominantly of the sulfate process, while 

the majority of its competitors use the chlorine process for manufacturing 

titanium dioxide. As a result of a recent run-up in the price of sulfuric acid, 

a key input to the sulfate process, Huntsman has thus faced increased 

input costs that its competitors have not shared. Nevertheless, Tronox, one 

of Huntsman’s major competitors in the pigments business and a user of 

the chlorine process, is itself facing financial distress, partly as a result of 

its own cost increases, illustrating that the present pain in the pigments 

business is not restricted to those manufacturers using the sulfate process. 

IV. 

Hexion strenuously argues, and urges the court to declare, that on a 

pro forma basis (assuming the merger closes on the financing terms 

contemplated in the commitment letter), the combined entity will be 

insolvent. In support of its contention, Hexion offers the opinion it obtained 

from Duff & Phelps, based on Hexion’s gloomy projections of Huntsman’s 

future performance. It also points to a rudimentary solvency analysis done 

by a Merrill Lynch analyst in May 2008. 
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Huntsman argues, in opposition, that solvency is not even an issue 

under the merger agreement and, thus, is not a proper subject for 

declaratory relief at this time. Huntsman also contends that the combined 

entity (1) will be solvent; (2) to the extent that it is not solvent, that would 

come as a result of Hexion’s knowing and intentional breach of contract, 

and (3) Hexion is, in any event, obligated to put in whatever equity is 

necessary to close the transaction and make the combined entity solvent. 

To support its argument regarding solvency, Huntsman relies on Resnick’s 

expert valuation opinion, based on Huntsman’s revised July 2008 

projections. In addition, at trial Huntsman introduced evidence suggesting 

that American Appraisal Associates, Inc. has determined that, if engaged 

for that purpose, it expected to be able to deliver a favorable solvency 

opinion. Even more recently, Huntsman filed a Form 8-K stating that it 

has engaged American Appraisal for this purpose, and asks the court to 

take judicial notice of that fact. 

The court thus finds itself asked to referee a battle of the experts in 

which there is no clear answer and no possibility of splitting the difference. 

For the reasons briefly discussed below, the court determines not to reach 

the issue of solvency at this time because that issue will not arise unless 

and until a solvency letter or opinion is delivered to the lending banks and 

those banks then either fund or refuse to fund the transaction. 

To begin with, Huntsman is correct that the solvency of the combined 

entity is not a condition precedent to Hexion’s obligations under the merger 

agreement. In fact, looking only at terms of the merger agreement, 

Hexion’s avowed inability to deliver a suitable solvency opinion does not 

negate its obligation to close: rather, the receipt of such an opinion is 

merely a condition precedent to Huntsman’s duty to close, protects 

Huntsman (and its shareholders), and is, therefore, waivable by 

Huntsman. To put it differently, Hexion’s fear that it has agreed to pay too 

high a price for Huntsman does not provide a basis for it to get out of the 

transaction. 

The issue of solvency is only relevant to the obligation of the lending 

banks to fund when the time comes for them to do so. Paragraph 6 of exhibit 

D to the commitment letter makes it a condition precedent to funding that 

the lending banks receive a reasonably satisfactory solvency letter in such 

form and substance as has been customary in prior Apollo transaction. But 

Huntsman, in order to avoid or ameliorate the very situation it now finds 

itself in, specifically bargained for and obtained the right to have its CFO 

provide such a letter. Esplin, Huntsman’s CFO, testified that he was 

prepared to provide the required letter. Moreover, it now appears that 

Huntsman has retained American Appraisal to furnish a back up opinion 

to support such a letter. 
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Thus, there is only one point in time at which it is necessary to make 

a determination of solvency—at (or as of) closing. For the reasons discussed 

elsewhere in this opinion, the court is issuing a judgment and order that 

will require Hexion to specifically perform its covenants and obligations 

under the merger agreement (other than its obligation to close). Thus, if 

the other conditions to closing are met, Hexion will be obligated to call upon 

the lending banks to perform on their funding obligations. In that 

circumstance, the banks will then have to choose whether to fund on the 

basis of the solvency letter delivered by Huntsman or, instead, reject that 

letter as unsatisfactory and refuse to fund. If the lending banks refuse to 

fund, they will, of course, be opening themselves to the potential for 

litigation, including a claim for damages for breach of contract. In such 

litigation, the prospective insolvency of the combined entity would likely be 

an important issue. 

If the banks agree to fund, Hexion will then have to determine whether 

it considers it in its best interests to close the transaction, or instead refuse 

to close, subjecting itself to the possibility of an additional finding of 

knowing and intentional breach of contract and uncapped contract 

damages. If Hexion chooses to close, the issue will be moot. If it does not, 

the posture of the matter, and the decision presented to the court, will be 

far more concrete and capable of judicial resolution than the issue now 

framed by the parties. 

[T]he question of whether the combined entity would be solvent or 

not. . . . may arise in the future in the course of this litigation or some 

related action, but it is not now . . . ripe for a judicial determination. 

V. 

Huntsman asks the court to enter a judgment ordering Hexion and its 

merger subsidiary, Nimbus, to specifically perform their covenants and 

obligations under the merger agreement. . . . [T]he court finds that, under 

the agreement, Huntsman cannot force Hexion to consummate the merger, 

but that Huntsman is entitled to a judgment ordering Hexion to specifically 

perform its other covenants and obligations.” 

——————— 

Material adverse effect clauses are backstops against residual risks 

that parties to the merger agreement. Consequently, they are extremely 

rare. In fact, until October 2018 the Delaware Chancery Court had never 

found one. In Akorn, Inc. v. Fresenius Kabi the Delaware Chancery Court 

allowed a buyer to terminate a merger agreement on, among other grounds, 

the occurrence of a material adverse effect involving the target. 

Immediately after signing the merger agreement, the seller’s financial 

performance “dropped off a cliff,” well out of line with the rest of the 

industry, with year over year declines in quarterly revenue (–27% to –34%) 
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and operating income (–84% to –292%). In addition, although the seller, 

Akorn, had made a representation, qualified by an MAE, that it had made 

no untrue statement to the FDA, soon after it signed the agreement, 

whistleblowers made the buyer aware that Akorn had systematically 

mischaracterized its quality assurance program to the FDA. Disclosure of 

this misconduct threatened the commercial viability of nearly all of Akorn 

products and products in Akorn’s product pipeline. The court noted that 

these company-specific risks—that the seller would mischaracterize its 

quality assurance program to the FDA and the significant and sustained 

downturn in company performance—are the kind of durationally-

significant residual risks that should be borne by the seller and not the 

buyer.15 

H. COVENANTS AND ADDITIONAL AGREEMENTS 

The Covenants and Additional Agreements section of the merger 

agreement deals with actions of the buyer and the seller during the interim 

period between signing and closing. Some contract drafters will separate 

Covenants from Additional Agreements. The reason for separating the two 

is relatively straightforward. Covenants are typically commitments by a 

seller with respect to the operation of the seller, or sometimes a buyer, with 

respect to the buyer’s business, during the interim period. Additional 

Agreements are commitments made by both parties to each other 

regarding the actions required to complete the merger transaction. 

1. COVENANTS 

The conduct of business covenant is the most common covenant that a 

buyer gets from the seller. One of the biggest risks a buyer faces during the 

interim period is that the seller, who still has control over the operations 

of the business, will operate it in such a way as to extract value. Especially 

if the interim period is lengthy, the risk that the seller might manage the 

business in a manner detrimental to the buyer can be significant, and the 

value diminution can be significant as well. For example, if the seller has 

large cash balances, it can declare a cash dividend and thereby appropriate 

the company’s cash before the transaction closes. Alternatively, the seller 

may attempt to sell a valuable subsidiary or other line of business and 

perhaps distribute the proceeds as a dividend. Or, the seller may make 

large, perhaps value reducing, capital investments without the approval of 

                                                                                    
15 Akorn, Inc. v. Fresenius Kabi AG, C.A. No. 2018–0300–JTL (Del. Ch. Oct. 1, 2018). See 

also Akorn, Inc. v. Fresenius Kabi AG: Delaware Court of Chancery Finds Material Adverse Effect 
Allowing Buyer to Terminate Merger Agreement, RICHARDS LAYTON & FINGER DELAWARE 

CORPORATE LAW UPDATE, October 2, 2018, available at http://richardslaytonnews.com/rv/ff00
41567629168e1b7d6163be42a93dc895c7b1. On MAE generally, see Richard F. Langan, Jr., David 
A. Martland, John C. Partigan, Philip B. Taub, 16th Annual MAC Survey, NIXON PEABODY, 
December 18, 2017, available at https://www.nixonpeabody.com/en/ideas/articles/2017/12/18/16th-
annual-mac-survey. 

http://richardslaytonnews.com/rv/ff0041567629168e1b7d6163be42a93dc895c7b1
http://richardslaytonnews.com/rv/ff0041567629168e1b7d6163be42a93dc895c7b1
https://www.nixonpeabody.com/en/ideas/articles/2017/12/18/16th-annual-mac-survey
https://www.nixonpeabody.com/en/ideas/articles/2017/12/18/16th-annual-mac-survey
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the buyer, or make loans to its executives or pay them bonuses or 

substantially increase their pay. Hence, conduct of business covenants 

addressing and limiting what the seller can and cannot do during the 

interim period are an extremely important part of the merger agreement. 

Below you will find relevant portions of the conduct of business covenant 

given by Dell: 

From and after the date hereof and prior to the Effective Time . . . 

the Company shall, and shall cause each of its Subsidiaries to, 

conduct its business in the ordinary course of business and use its 

commercially reasonable efforts to preserve in all material 

respects its business organization and maintain in all material 

respects existing relations and goodwill with Governmental 

Authorities, customers, suppliers, creditors, lessors and other 

Persons having material business relationships with the 

Company or any of its Subsidiaries. 

The covenant also specifically prohibits Dell from undertaking any of 

the following actions without the express prior permission of the buyer: 

amending its certificate of incorporation or bylaws; undertaking a stock 

split or other reclassification of its capital stock; issuing any additional 

stock or other equity interests, including stock options; issuing any 

quarterly cash dividends in excess of $0.08/share; repurchasing or 

redeeming any capital stock of the company; making any corporate 

acquisition in excess of $150 million; making any loans or capital 

contributions in excess of $75 million; incurring any indebtedness in excess 

of $25 million; or settling any litigation against the company in excess of 

$300 million. 

The conduct of business covenant reflects the fact that during the 

interim period, the seller’s and buyer’s incentives diverge in some 

important respects. An analogy is to a homeowner who has contracted to 

sell her house. She might not do maintenance that she would do were she 

continuing to own the house; she might antagonize the neighbors rather 

than being solicitous to them, given that she will soon not have to deal with 

them. The buyer would inherit these problems. (Another helpful analogy is 

to renting a car. Compare how people drive a short-term rental to how they 

drive their own cars.) 

A covenant that excessively constrained the seller could, however, 

cause damage to the business: after all, the buyer and seller both want the 

seller to continue to run the business until the closing. If the transaction 

implicates antitrust issues, a covenant that gives the buyer too much 

control before antitrust clearance has been given might be deemed to 

constitute a violation of the antitrust laws. Consequently, the conduct of 

business covenant, as usually agreed upon, permits the seller to continue 

to conduct its business in the normal course while deferring, or at least 
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seeking the permission of the buyer for, non-ordinary course expenditures 

or decisions. 

2. ADDITIONAL AGREEMENTS 

In the additional agreements section, both the buyer and the seller 

make certain commitments regarding the steps needed for the transaction 

to close. Most mergers require some sort of government or regulatory 

approval prior to closing; filings will need to be made, such as filings with 

antitrust authorities and the SEC. (These filings are discussed in Chapters 

V–VIII). The seller will need to hold a shareholder meeting; the buyer may 

need to do so as well. The relevant portion of Dell’s agreement to call a 

shareholder meeting for the purpose of approving the merger is below: 

Stockholders Meeting. . . . [T]he Company shall take all action 

necessary in accordance with the DGCL and its certificate of 

incorporation and bylaws to duly call, give notice of, convene and 

hold a meeting of its stockholders as promptly as practicable after 

the Proxy Statement is cleared by the SEC for mailing to the 

Company’s shareholders, subject to compliance with the DGCL 

and the Exchange Act, for the purpose of obtaining the Company 

Stockholder Approvals . . . 

When parties want the deal to proceed as scheduled, they will 

diligently work towards that goal. However, if, after the parties sign a 

merger agreement, one side becomes less enthusiastic about the deal, that 

side may lack the motivation to take the actions required to move towards 

closing, and may even attempt to prevent the conditions to closing from 

being met, as seems to have happened in Huntsman, discussed above. (A 

consumer-focused example is of a buyer who contracts to buy a house but 

only if she can obtain financing, but then does not do enough to get the 

financing. Home purchase contracts deal with this problem by specifying 

what a buyer has to do—for instance, approach some number of lending 

institutions and provide them with the requested information, and accept 

market-rate financing if that is offered.) Consequently, the additional 

agreements section specifies the actions required to move the deal forward 

towards closing, and attempts to specify the level of effort that both sides 

are required to expend. In the provision above, the parties sought to ensure 

compliance by requiring that Dell call a shareholder meeting (“The 

Company shall take all action necessary. . .”). 

At times, parties may want to dictate even higher levels of 

commitment to accomplishing the deal. Consider the 2015 acquisition of 

Family Dollar by Dollar Tree. Dollar Tree committed to divest itself of any 

and all retail stores required in order to secure antitrust approval for the 

transaction, a so-called “hell or high water” provision: 
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. . . Parent shall, solely to the extent necessary . . . so as to permit 

the Closing to occur by the End Date, propose, negotiate, effect, 

become subject to, and agree to conduct remedies and the sale, 

divestiture, license, holding separate, and other disposition of, 

changes to, and restriction and limitation on, any and all retail 

stores and any and all assets, properties and rights in or about the 

retail store premises (including the arrangement for all such sales 

and divestitures in a timely manner sufficiently in advance of the 

End Date . . . and take all such action and actions that would in 

the aggregate have a similar effect . . .16 

Only the most motivated buyers will agree to this provision. Indeed, 

such a provision may act as an invitation for antitrust authorities to order 

a divestiture, or a greater divestiture than they might otherwise have 

ordered. Most acquirers would probably not agree to such an expansive 

provision, instead agreeing to some lesser, albeit considerable, obligation, 

such as the use of their “best efforts,” “reasonable best efforts,” or 

“reasonable efforts.” 

What does “best efforts” mean? Courts are often asked to weigh in on 

this question. In Akorn, Inc. v. Fresenius Kabi AG et al, one issue before 

the court was whether the buyer had expended its “reasonable best efforts” 

in order to close the transaction. The court took the opportunity to catalog 

the varieties of efforts clauses: 

Deal practitioners have a general sense of a hierarchy of efforts 

clauses. The ABA Committee on Mergers and Acquisitions has 

ascribed the following meanings to commonly used standards: 

• Best efforts: the highest standard, requiring a party to do 

essentially everything in its power to fulfill its obligation 

(for example, by expending significant amounts or 

management time to obtain consents). 

• Reasonable best efforts: somewhat lesser standard, but 

still may require substantial efforts from a party. 

• Reasonable efforts: still weaker standard, not requiring 

any action beyond what is typical under the 

circumstances. 

• Commercially reasonable efforts: not requiring a party to 

take any action that would be commercially detrimental, 

including the expenditure of material unanticipated 

amounts or management time. 

• Good faith efforts: the lowest standard, which requires 

honesty in fact and the observance of reasonable 
                                                                                    

16 http://www.sec.gov/Archives/edgar/data/935703/000093570314000064/a8k090514
amendedmergeragreem.pdf. 

http://www.sec.gov/Archives/edgar/data/935703/000093570314000064/a8k090514amendedmergeragreem.pdf
http://www.sec.gov/Archives/edgar/data/935703/000093570314000064/a8k090514amendedmergeragreem.pdf
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commercial standards of fair dealing. Good faith efforts 

are implied as a matter of law. 

Kling and Nugent “believe that most practitioners treat 

‘reasonable efforts,’ ‘commercially reasonable efforts’ and 

‘reasonable best efforts’ as all different from and as imposing less 

of an obligation than, ‘best efforts.’ ” They also observe that 

“ ‘reasonable best efforts’ sounds as if it imposes more of an 

obligation than ‘commercially reasonable efforts.’ ” 

Commentators who have surveyed the case law find little 

support for the distinctions that transactional lawyers draw. 

Consistent with this view, in Williams Companies v. Energy 

Transfer Equity, L.P., the Delaware Supreme Court interpreted a 

transaction agreement that used both “commercially reasonable 

efforts” and “reasonable best efforts.” Referring to both provisions, 

the high court stated that “covenants like the ones involved here 

impose obligations to take all reasonable steps to solve problems 

and consummate the transaction.” The high court did not 

distinguish between the two. While serving as a member of this 

court, Chief Justice Strine similarly observed that even a “best 

efforts” obligation “is implicitly qualified by a reasonableness 

test—it cannot mean everything possible under the sun.” Another 

Court of Chancery decision—Hexion—also framed a buyer’s 

obligation to use its “reasonable best efforts” to obtain financing 

in terms of commercial reasonableness: “[T]o the extent that an 

act was both commercially reasonable and advisable to enhance 

the likelihood of consummation of the financing, the onus was on 

Hexion to take that act.” [Editor: Footnotes omitted.]17 

In Bloor v. Falstaff Judge Friendly noted that a promise to use “best 

efforts” does not strip the party making the promise of its “right to give 

reasonable consideration to its own interests.”18 A Massachusetts case, 

Macksey v. Egan noted with apparent approval authority to the effect that 

“best efforts” in the natural sense of the words [requires (only)] . . . that the 

party put its muscles to work to perform with full energy and fairness the 

relevant express promises and reasonable implications therefrom.” “[B]est 

efforts” did not entail a duty to make an investment that would be 

significantly different in kind from that contemplated by the Agreement, 

involving additional outlay or alteration of the business risks.”19 

Notwithstanding the language in these cases, practitioners generally 

regard “best efforts” as requiring all efforts short of bankruptcy, an 

example of where practitioner “lore” seems at odds with the actual law. 
                                                                                    

17 Akorn, Inc. v. Fresenius Kabi AG, C.A. No. 2018–0300–JTL (Del. Ch. Oct. 1, 2018), at 213–
216. 

18 Bloor v. Falstaff Brewing Corporation, 601 F.2d 609, 614 (2d Cir.1979). 
19 Macksey v. Egan, 36 Mass. App. Ct. 463, 472, 633 N.E 2d 408, 414 (1994). 

 

http://www.westlaw.com/find/default.wl?ft=Y&referencepositiontype=S&rs=ap2.0&rp=%2ffind%2fdefault.wl&serialnum=1979113658&fn=_top&referenceposition=614&findtype=Y&vr=2.0&db=0000350&wbtoolsId=1979113658&HistoryType=F
http://www.westlaw.com/find/default.wl?ft=Y&referencepositiontype=S&rs=ap2.0&rp=%2ffind%2fdefault.wl&serialnum=1994108711&fn=_top&referenceposition=472&findtype=Y&vr=2.0&db=0000523&wbtoolsId=1994108711&HistoryType=F
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Thus, parties are more apt to use formulations such as “reasonable best 

efforts,” “commercially reasonable efforts” or “reasonable efforts.” At least 

one commentator has remarked that in practice these (including “best 

efforts”) all appear to require the same level of “effort.”20 

Parties are usually reluctant, for good reason, to specify in advance the 

exact level of effort they will expend, or the precise steps they will take, to 

move forward towards closing a deal. By requiring a particular level of 

effort, parties are committed to a baseline level of effort, but not beyond a 

point where efforts no longer make commercial sense. 

3. NO-SHOP PROVISIONS 

Agreements to acquire public companies typically include provisions 

that “protect” the deal. Common types of deal protection provisions include 

“exclusivity” provisions, which limit the seller’s dealings with other 

potential buyers. These may take the form of no-shop or even no-talk 

provisions. No-shop provisions restrict sellers and their agents from 

actively seeking an alternative buyer. Typically, no-shop provisions allow 

a seller to respond to an unsolicited bid but do not allow a seller to initiate 

discussions with a potential bidder or use a signed agreement to actively 

shop a target. A term used is “window shop”—the target is “in the window,” 

available to be considered for purchase. A variant on the no-shop, the “no-

talk” provisions goes further by prohibiting sellers from sharing 

proprietary and non-public information or engaging in any discussions 

with a potential subsequent bidder, even an unsolicited bidder. In 

preventing sellers from sharing any non-public information or speaking 

with subsequent bidders, no-talk provisions can shut down a potential bid 

by denying a subsequent bidder the information it would require to be 

willing to generate a competitive bid. Courts have held that strict no-talk 

provisions are troubling because they “prevent a board from meeting its 

duty to make an informed judgment with respect to even considering 

whether to negotiate with a third party.”21 No-shop provisions, too, are 

highly scrutinized by courts (albeit less so than no-talk provisions) 

especially if a target has several bidders or is subject to Revlon duties or 

both, something we discuss further in Chapter XVIII. 

The following discusses the proper scope of a no-shop and no-talk 

provision: 

Virtually every public merger agreement includes covenants, 

often referred to as “no-shop covenants,” restricting the target’s 

ability to negotiate with an alternative bidder. Sometimes the no-

shop covenants take effect immediately upon signing the merger 
                                                                                    

20 See Kenneth A. Adams, Understanding ‘Best Efforts’ and Its Variants (Including Drafting 
Recommendations), 50 PRAC. LAW. 11 (2004). 

21 Phelps Dodge Corporation v. Cyprus Amax Minerals Company, No. CIV.A. 17383, 1999 WL 
1054255, *1 (Del. Ch. 1999). 

http://www.westlaw.com/find/default.wl?cite=50+Prac.Law.+11&ft=Y&db=0003267&rs=ap2.0&rp=%2ffind%2fdefault.wl&fn=_top&findtype=Y&vr=2.0&HistoryType=C
http://www.westlaw.com/find/default.wl?cite=50+Prac.Law.+11&ft=Y&db=0003267&rs=ap2.0&rp=%2ffind%2fdefault.wl&fn=_top&findtype=Y&vr=2.0&HistoryType=C
http://www.westlaw.com/find/default.wl?ft=Y&db=0000999&rs=ap2.0&rp=%2ffind%2fdefault.wl&serialnum=1999257376&fn=_top&findtype=Y&vr=2.0&wbtoolsId=1999257376&HistoryType=F
http://www.westlaw.com/find/default.wl?ft=Y&db=0000999&rs=ap2.0&rp=%2ffind%2fdefault.wl&serialnum=1999257376&fn=_top&findtype=Y&vr=2.0&wbtoolsId=1999257376&HistoryType=F
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agreement, while other times they spring into effect after a period 

of time during which the target is permitted to actively solicit 

competing offers. 

Typically, the no-shop covenants require the target to terminate 

any existing negotiations with respect to “acquisition proposals” 

and not to initiate, solicit or otherwise facilitate any new 

negotiations with respect to an “acquisition proposal.” Because the 

no-shop covenants do not apply to all transactions—only 

acquisition proposals—the definition of “acquisition proposal” is a 

key point of negotiation. . . . [T]ypically an “acquisition proposal” 

is defined as a transaction involving at least 15% or 20% of the 

target’s equity or assets. . . . 

No-shop covenants are rarely absolute. That is, notwithstanding 

the no-shop covenants, a target will almost always be permitted 

to engage in negotiations with respect to an acquisition proposal 

if certain requirements are satisfied. In some merger agreements, 

one of those requirements is that the target’s board of directors 

determines that its fiduciary duties necessitate engaging in such 

negotiations. However, not all merger agreements contain this 

requirement . . . and those that do contain this requirement are 

not uniform in their formulation of the determination to be made 

by the target’s board of directors. For example, a more buyer-

friendly formulation may require that the target’s board 

determine that not engaging in negotiations “would be a breach of 

its fiduciary duties,” whereas a more seller-friendly formulation 

may require a determination that not engaging in negotiations 

“would be reasonably likely to be inconsistent with its fiduciary 

duties.”22 

As the foregoing suggests, no-shop provisions are heavily negotiated, 

with the most pro-buyer ones restricting the seller’s conduct the most, and 

the most pro-seller ones containing fewer restrictions. 

Below you will find the no-shop provision for Valeant’s acquisition of 

another pharmaceutical company, Salix. 

5.4 No Solicitation of Transactions. (a) Subject to Section 

5.4(b), from and after the date of this Agreement until the 

Effective Time . . . the Company shall not, and shall cause the 

Company Subsidiaries and the Company Representatives not to, 

directly or indirectly: (i) initiate, solicit or knowingly encourage 

(including by way of providing information) or facilitate the 

submission of any inquiries, proposals or offers or any other 

                                                                                    
22 Robert Little et al., No-Shops and Fiduciary Outs: A Survey of 2012 Public Merger 

Agreements, GIBSON DUNN M&A REPORT Winter 2013, available at https://www.gibsondunn.com/
wp-content/uploads/documents/publications/MANewsletter-021913.pdf. 

https://www.gibsondunn.com/wp-content/uploads/documents/publications/MANewsletter-021913.pdf
https://www.gibsondunn.com/wp-content/uploads/documents/publications/MANewsletter-021913.pdf
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efforts or attempts that constitute, or would reasonably be 

expected to lead to, any Acquisition Proposal or engage in any 

discussions or negotiations or otherwise cooperate with or assist 

or participate in or facilitate any such inquiries, proposals, offers, 

discussions or negotiations, (ii) furnish to any Person any 

nonpublic information in connection with an Acquisition Proposal 

or any inquiry, proposal or offer that would reasonably be 

expected to lead to an Acquisition Proposal, [(iii) and (iv) effect a 

Change of Board Recommendation, as defined in the agreement 

and discussed in the next subsection below], (v) enter into any . . . 

agreement . . . relating to an Acquisition Proposal or . . . requiring 

the Company to abandon, terminate or fail to consummate the 

transactions contemplated hereby or breach its obligations 

hereunder. . . , or (vi) resolve, propose or agree to do any of the 

foregoing. The Company shall immediately cease and cause to be 

terminated any activities, discussion or negotiation with any 

Persons conducted theretofore by the Company, the Company 

Subsidiaries or any Company Representatives with respect to any 

Acquisition Proposal and request to be returned or destroyed all 

confidential information provided by or on behalf of the Company 

or any Company Subsidiary to such Person. 

Notice the breadth of the prohibition above. Notice, also, however, that 

there are carveouts, or exceptions, described below. As you have seen and 

will continue to see, the structure of a broad prohibition with exceptions is 

a common one. 

(b) Notwithstanding anything to the contrary contained in 

Section 5.4(a), if at any time following the date of this Agreement 

and prior to the Acceptance Time (i) the Company has received an 

unsolicited bona fide written Acquisition Proposal from a third 

party, (ii)(A) such Acquisition Proposal . . . did not result from a 

breach of this Section 5.4 and the Company has complied with the 

terms of this Section 5.4 in all respects with respect to such 

Acquisition Proposal . . . and (B) the Company has not breached 

this Section 5.4 in any material respect, (iii) the Company Board 

determines in good faith, after consultation with its financial 

advisors of nationally recognized reputation . . . and outside 

counsel, that such Acquisition Proposal constitutes or could 

reasonably be expected to result in a Superior Proposal and 

(iv) after consultation with its outside counsel, the Company 

Board determines in good faith that failure to take such action 

would be inconsistent with its fiduciary duties to the stockholders 

of the Company under applicable Law, then the Company . . . may 

(A) furnish information with respect to the Company . . . to the 

Person making such Acquisition Proposal and (B) participate in 
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discussions or negotiations with the Person making such 

Acquisition Proposal regarding such Acquisition Proposal; 

provided that the Company (x) will not . . . disclose any nonpublic 

information to such Person without first entering into an 

Acceptable Confidentiality Agreement and (y) will promptly (and 

in no event later than 24 hours after providing such information) 

provide to Parent any information concerning the Company or the 

Company Subsidiaries provided to such other Person not 

previously provided to Parent. 

Recall the memo quoted above concerning the proper scope of no-shop 

provisions. Note that the Company is permitted to take certain actions in 

furtherance of a possible alternative transaction with another party, 

including the provision of information to, and participation in negotiations 

with, the other party, if “the Company Board determines in good faith that 

failure to take such action would be inconsistent with its fiduciary duties 

to the stockholders of the Company under applicable Law.” Note that the 

acquirer, Parent, is to be given any information concerning the Company 

or its subsidiaries given to the other party. 

(c) The Company shall promptly (and in any event within 24 

hours) notify Parent in the event that the Company, any Company 

Subsidiary or any Company Representative receives (i) any 

Acquisition Proposal or indication by any Person that it is 

considering making an Acquisition Proposal, (ii) any request for 

non-public information relating to the Company . . . other than 

requests for information unrelated to an Acquisition Proposal or 

(iii) any inquiry or request for discussions or negotiations 

regarding any Acquisition Proposal. The Company shall notify 

Parent promptly (and in any event within 24 hours) of the identity 

of such Person and provide Parent a copy of such Acquisition 

Proposal, indication, inquiry or request (or, where no such copy is 

available, a reasonably detailed description of such Acquisition 

Proposal, indication, inquiry or request), including any 

modifications thereto. The Company shall keep Parent reasonably 

informed on a current basis (and in any event at Parent’s request 

and otherwise no later than 24 hours after the occurrence of any 

changes, developments, discussions or negotiations) of the status 

of any Acquisition Proposal, indication, inquiry or request 

(including the terms and conditions thereof and of any 

modification thereto), and any material developments, 

discussions and negotiations. Without limiting the foregoing, the 

Company shall promptly (and in any event within 24 hours) notify 

Parent orally and in writing if it determines to begin providing 

information or to engage in discussions or negotiations concerning 

an Acquisition Proposal pursuant to Section 5.4(b). 
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Note that the Company is required to give the Parent complete 

information on a possible alternative Acquisition Proposal. The next 

provision sets forth the conditions under which the Company can accept 

such a proposal. One condition is that the Parent has first been allowed to 

match the offer. This is discussed further in the next Subsection, on Change 

of Board Recommendation. 

(d) Notwithstanding anything to the contrary contained in 

Section 5.4(a), but subject to Section 5.4(f) [relating to the Parent’s 

right to match another acquisition proposal], if the Company 

receives an unsolicited Acquisition Proposal which the Company 

Board concludes in good faith, after consultation with outside 

counsel and its financial advisors, constitutes a Superior Proposal 

[Editor: A Superior Proposal is defined as “an unsolicited written 

bona fide proposal or offer constituting an Acquisition Proposal 

. . . , and which, in the good faith judgment of the Company Board 

(after consultation with its financial advisors of nationally 

recognized reputation . . . and outside counsel), taking into account 

the various legal, financial and regulatory aspects of the proposal, 

including . . . , and the Person making such proposal (a) if 

accepted, is reasonably likely to be consummated in accordance 

with its terms, and (b) if consummated would result in a 

transaction that is more favorable to the Company’s stockholders, 

from a financial point of view, than the Offer and the Merger”.] 

. . . , and so long as (A) [there has been no breach (or material 

breach by the Company) of Section 5.4], the Company Board may 

at any time prior to the Acceptance Time, if it determines in good 

faith, after consultation with outside counsel, that failure to take 

such action would be inconsistent with its fiduciary duties to the 

stockholders of the Company under applicable Law, (x) effect a 

Change of Board Recommendation [Editor: Changes of Board 

Recommendation are discussed in the next Subsection.] with 

respect to such Superior Proposal and/or (y) terminate this 

Agreement to enter into a definitive agreement with respect to 

such Superior Proposal . . . [so long as] in advance of or 

concurrently with such termination the Company pays or causes 

to be paid to Parent the Termination Fee and otherwise complies 

with the provisions of Section 7.1(e) [that the Company 

determines to accept the Superior Proposal, and that its doing so 

does not breach this agreement] . . . 

(i) Nothing contained in this Section 5.4 or elsewhere in this 

Agreement shall prohibit the Company from responding to any 

unsolicited proposal or inquiry solely by (i) advising the Person 

making such proposal or inquiry of the terms of this Section 5.4 or 

(ii) seeking to clarify the terms and conditions thereof. 
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4. CHANGE OF BOARD RECOMMENDATION 

The seller provides the buyer in a public company transaction with a 

representation that the seller’s board has recommended the merger to the 

shareholders or a covenant that the board will do so. The board 

recommendation, either as a representation or a covenant, is critical to any 

merger transaction. As you may recall, statutory mergers require action by 

the board, in the form of a resolution that the merger is advisable and in 

the best interests of the corporation, prior to any vote of the shareholders. 

It had been common practice for seller boards to represent or covenant that 

they would recommend the transaction to the shareholders. 

But what would happen if the board later concluded that the 

transaction was not in the best interests of the shareholders? Their 

fiduciary duty would then require them to withdraw any such 

recommendation. Courts confronted with the issue were unwilling to say 

that boards could contract away their obligations to abide by their fiduciary 

duty. Thus, parties include “fiduciary outs” in their agreements, allowing 

boards to change their recommendations under certain circumstances. The 

specifics of such provisions are heavily negotiated, as you shall see when 

you read the Ace Limited case, discussed in Chapter XVI.D. But the 

scenario where a board changes its view as to the advisability of a merger 

used to present another problem. 

How could a board present a merger to be voted on by its shareholders 

if it no longer recommended the merger? In Smith v. Van Gorkom, the court 

articulated the law at the time: 

[u]nder § 251(b), the Board had but two options: (1) to proceed 

with the merger and the stockholder meeting, with the Board’s 

recommendation of approval; or (2) to rescind its agreement with 

Pritzker, withdraw its approval of the merger, and notify its 

stockholders that the proposed shareholder meeting was 

cancelled.23 

In 2003, the Delaware legislature adopted § 146, which permits a 

board to submit a merger agreement to its shareholders notwithstanding 

the fact that it no longer recommends the transaction. Section 146 permits 

a board, when faced with new facts following the signing of a merger 

agreement, to change its view with respect to the advisability of a merger, 

but still permit shareholders to vote on whether to accept it. When a change 

of recommendation is combined with a restriction that the merger 

agreement may not be terminated until after a shareholder vote, then 

parties have effectively “forced the vote” on the merger. Such structures, 

post § 146, are permissible. Alternatively, parties may negotiate to permit 

                                                                                    
23 Smith v. Van Gorkom at 888. 
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a change in the board’s recommendation to trigger rights to terminate the 

merger agreement immediately (see Termination Rights below). 

A board not infrequently may be permitted under the terms of the 

merger agreement to change its recommendation when faced with new 

information or a superior alternative bid. But the provision may not allow 

for an immediate or automatic change. Instead, the buyer may have 

matching rights. These matching rights can be explicit or implicit. In the 

case of the typical matching right in a recommendation provision, such a 

matching right will usually require that the seller’s board give the buyer 

an opportunity to renegotiate their offer prior to a recommendation change. 

Following is the provision from the Valeant/Salix merger agreement 

setting forth the terms on which the Salix board can change its 

recommendation of the Valeant/Salix merger. 

(e) Notwithstanding anything to the contrary contained in 

Section 5.4(a) but subject to Section 5.4(f) [set forth below], the 

Company Board may, at any time prior to the Acceptance Time, 

effect a Change of Board Recommendation for a reason unrelated 

to an Acquisition Proposal if the Company Board has determined 

in good faith, after consultation with its outside counsel, that, in 

light of material facts, events or circumstances that have arisen 

or occurred after the date of this Agreement that were not known 

by or reasonably foreseeable to the Company or the Company 

Board prior to the date hereof, other than (i) changes in the 

market price or trading volume of the Shares . . . , (ii) the timing 

of any consents . . . [required in connection with the transaction], 

(iii) an Acquisition Proposal, or an inquiry, proposal or offer that 

could reasonably be expected to lead to an Acquisition Proposal 

. . . , (iv) [the Company exceeds revenue or earnings projections] 

. . . or (v) events set forth on Section 5.4(e) of the Company 

Disclosure Schedule (an “Intervening Event”), failure to take such 

action would be inconsistent with its fiduciary duties to the 

stockholders of the Company under applicable Law. 

(f) The Company Board may not withdraw, modify or amend the 

Company Board Recommendation in a manner adverse to Parent 

pursuant to clause (x) of Section 5.4(d) or Section 5.4(e) or 

terminate this Agreement pursuant to clause (y) of Section 5.4(d) 

unless (A) in the case of actions taken in relation to a Superior 

Proposal, (1) such Superior Proposal . . . did not result from a 

breach of this Section 5.4 and the Company has complied with the 

terms of this Section 5.4 in all respects with respect to such 

Superior Proposal . . . and (2) the Company has not breached this 

Section 5.4 in any material respect, and (B) whether or not such 

action relates to a Superior Proposal: 
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(i) the Company shall have provided prior written notice to 

Parent, at least four Business Days in advance (the “Notice 

Period”), of its intention to take such action, which notice 

shall specify (A) if such action is to be taken in relation to a 

Superior Proposal, the material terms and conditions of such 

Superior Proposal (including the identity of the party making 

such Superior Proposal), and shall have contemporaneously 

provided a copy of the relevant proposed transaction 

agreements with the party making such Superior Proposal 

and other material documents, including the definitive 

agreement with respect to such Superior Proposal (the 

“Alternative Acquisition Agreement”) or (B) if such action is 

to be taken in relation to an Intervening Event, a reasonably 

detailed description of the underlying facts giving rise to, and 

the reasons for taking, such action; and 

(ii) prior to effecting such Change of Board Recommendation 

or terminating this Agreement to enter into a definitive 

agreement with respect to a Superior Proposal, the Company 

shall . . . during the Notice Period, negotiate with Parent in 

good faith (to the extent Parent desires to negotiate) to make 

such adjustments to the terms and conditions of this 

Agreement so that (A) if such action is to be taken in relation 

to a Superior Proposal, the Acquisition Proposal ceases to 

constitute a Superior Proposal or (B) if such action is to be 

taken in relation to an Intervening Event, the need for 

making a Change of Board Recommendation is obviated. 

As discussed above, acquirers sometimes get, and this acquirer in this 

transaction negotiated for, and received, matching rights. We quoted the 

provision under which the Company’s right to accept a Superior Proposal 

was subject to the Parent’s right to match the proposal. The Company’s 

right to change its recommendation in connection with accepting such a 

proposal is also subject to the Parent’s right to match. The board is required 

to negotiate in good faith with the buyer for four business days. This four-

day negotiating requirement, in combination with the previously discussed 

information rights, makes clear that if the seller wishes to pursue a 

superior offer from a second bidder, the buyer will have ample opportunity 

to be kept apprised, and match any competing bid. In combination, 

information rights and matching rights put the initial bidder in a very good 

position in any post-signing bidding contest. (The matching rights here are 

explicit; matching rights can also be implicit. To the extent parties draft 

delays in the ability of the seller’s board to change their board 

recommendation, those delays, combined with contractual rights to receive 

information about subsequent offers, create implicit matching rights.) The 
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provision also describes other circumstances under which there can be a 

Change of Board Recommendation. 

5. GO-SHOP PROVISIONS 

As we saw earlier, while no-shop provisions restrict the extent to which 

targets can look for or even consider bids from parties other than the one 

with which they have signed an agreement, go-shops are precisely the 

opposite: for a limited period of time, targets are supposed to look for other 

bidders, using the existence of the first agreement to generate an active 

auction. As we discuss further in Chapter XVIII, a target will request a go-

shop in order to comply with its board’s fiduciary duties to obtain the 

highest price reasonably available when there is a sale or change of control 

of the company. Professor Christina M. Sautter describes how this works 

in her article on the subject: 

[D]ealmakers have relied primarily on pre-signing public auctions 

or targeted market canvasses in an effort to obtain the highest 

possible price for shareholders. Because these sale methods are 

completed presigning, M&A agreements generally include a 

“fiduciary out” that enables the target board to consider 

unsolicited third party offers received between signing and receipt 

of shareholder approval. However, the board may only consider 

the third party offer if it is, or may become, a superior offer. Thus, 

in the typical deal, a target is “closed for business” and must 

ignore advances from third parties unless an unsolicited superior 

proposal is received. By contrast, go-shop provisions effectively 

allow a target to extend its typical “store hours” and actively seek 

a better deal during the time in which it otherwise would have 

been officially closed for business.24 

Below you will find relevant portions of Dell’s go-shop provision, 

which, as is common, is incorporated within a no-shop provision. For some 

period of time after the transaction is entered into, the target can shop 

itself; when that time period ends, the target agrees to no longer shop itself. 

Acquisition Proposals (a) Notwithstanding anything to the 

contrary contained in this Agreement, during the period 

beginning on the date of this Agreement and continuing until 

12:01 a.m. (New York time) on the 46th calendar day after the 

date of this Agreement (the “No-Shop Period Start Date”), the 

Company and its Subsidiaries and their respective directors, 

officers, employees, investment bankers, attorneys, accountants 

and other advisors or representatives (collectively, 

                                                                                    
24 Christina M. Sautter, Shopping During Extended Store Hours: From No Shops to Go-

Shops—The Development, Effectiveness, and Implications of Go-Shop Provisions in Change of 
Control Transactions, 73 BROOK. L. REV. 525, 529–30 (2008). 

http://www.westlaw.com/find/default.wl?ft=Y&db=0003033&rs=ap2.0&rp=%2ffind%2fdefault.wl&serialnum=0338946991&fn=_top&findtype=Y&vr=2.0&wbtoolsId=0338946991&HistoryType=F
http://www.westlaw.com/find/default.wl?ft=Y&db=0003033&rs=ap2.0&rp=%2ffind%2fdefault.wl&serialnum=0338946991&fn=_top&findtype=Y&vr=2.0&wbtoolsId=0338946991&HistoryType=F
http://www.westlaw.com/find/default.wl?ft=Y&db=0003033&rs=ap2.0&rp=%2ffind%2fdefault.wl&serialnum=0338946991&fn=_top&findtype=Y&vr=2.0&wbtoolsId=0338946991&HistoryType=F
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“Representatives”) shall have the right to (i) initiate, solicit and 

encourage any inquiry or the making of any proposal or offer that 

constitutes an Acquisition Proposal, including by providing 

information (including non-public information and data) 

regarding, and affording access to the business, properties, assets, 

books, records and personnel of, the Company and its Subsidiaries 

to any Person pursuant to (x) a confidentiality agreement entered 

into by such Person containing confidentiality terms that are no 

more favorable in the aggregate to such Person than those 

contained in the SLP Confidentiality Agreement [the 

confidentiality agreement with Silver Lake Partners, an entity 

that was part of Michael Dell’s buyout group] . . . provided that 

the Company shall promptly (and in any event within 48 hours) 

make available to the Parent Parties any non-public information 

concerning the Company or its Subsidiaries that is provided to 

any Person given such access that was not previously made 

available to the Parent Parties, and (ii) engage in, enter into, 

continue or otherwise participate in any discussions or 

negotiations with any Persons or group of Persons with respect to 

any Acquisition Proposals and cooperate with or assist or 

participate in or facilitate any such inquiries, proposals, 

discussions or negotiations or any effort or attempt to make any 

Acquisition Proposals. No later than two (2) Business Days after 

the No-Shop Period Start Date, the Company shall notify Parent 

in writing of the identity of each Person or group of Persons from 

whom the Company received a written Acquisition Proposal after 

the execution of this Agreement and prior to the No-Shop Period 

Start Date and provide to Parent (x) a copy of any Acquisition 

Proposal made in writing and any other written terms or 

proposals provided (including financing commitments) to the 

Company or any of its Subsidiaries and (y) a written summary of 

the material terms of any Acquisition Proposal not made in 

writing (including any terms proposed orally or supplementally). 

In Dell’s go-shop, the board of Dell is permitted to seek out better bids 

for a period of 45 days from the date of signing and may freely negotiate 

with anyone during that period. In the words of then-Vice Chancellor 

Strine, the go-shop permits Dell “to shop like Paris Hilton” during the go-

shop period.25 Go-shop provisions are relatively common in private equity-

financed transactions. As we noted in Chapter XI.B.3, private equity 

buyers do not like to participate in auctions, limiting the information 

available to the target company as to its value. In order to abide by their 

fiduciary duties, boards agreeing to sell their companies to such buyers will 

want to do some sort of market check. In Chapter XVIII, we review the 

                                                                                    
25 In re Topps Shareholder Litigation, 926 A.2d 58, 86 (2007). 

http://www.westlaw.com/find/default.wl?ft=Y&db=0000162&rs=ap2.0&rp=%2ffind%2fdefault.wl&serialnum=2012496557&fn=_top&findtype=Y&vr=2.0&wbtoolsId=2012496557&HistoryType=F
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fiduciary obligations of directors in change of control transactions; the 

motivation for using go-shop provisions in merger agreements will then 

become more obvious. 

I. CLOSING CONDITIONS 

Merger agreements almost always contemplate a delayed closing, at a 

point later than the signing of the agreement. As previously discussed, the 

reasons for a delayed closing often relate to financing requirements, and/or 

regulatory and other required approvals. Such approvals must be obtained 

before the transaction can close. Financing may also be needed, or stock 

used as consideration might need to be registered with the SEC. Especially 

in transactions involving private company targets, the acquirer may need 

the opportunity to do extensive due diligence given the absence of publicly 

available information about such targets. 

Many aspects of the target’s business and world around the 

transaction will necessarily change given the passage of time. Some things, 

is the parties hope, will not change, at least not for the worse. 

Consequently, the merger agreement will contain a number of conditions 

to each party’s obligation to close the transaction. 

1. “BRING DOWN” CONDITION 

The condition that the target’s representations and warranties made 

at the date of the signing of the agreement remain true and correct as of 

the date of the closing is one of the most important closing conditions. This 

condition requires that the representations and warranties made by the 

parties at the time of signing are tested again at the time of closing, or are 

“brought down to closing.” If anything has occurred during the interim 

period such that the seller’s representations are no longer true and correct 

as of the closing date, the buyer will not have an obligation to close the 

transaction. The buyer may walk away from the deal. The bring-down 

condition plays an important risk allocation function. By testing the 

representations and warranties twice, the bring-down condition allocates 

to the seller the risk of an adverse change in the seller’s representations 

between the time the agreement is signed and the time the transaction 

closes. 

Note the different levels of qualifications for different representations 

and warranties. Some must be true and correct except for de minimis 

deviations, some must be true and correct in all material respects, and 

some must be true and correct except where the failure to be so does not 

individually or in the aggregate constitute an MAE. 

Some matters are more within a party’s knowledge, control, or both; 

deviations from representations relating to such matters may have fewer 

qualifications to encourage appropriate information-production and 
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behavior by the better-situated party. By contrast, where a matter is less 

within a party’s knowledge or control, the issue is more one of risk 

allocation; who is the best-situated party to bear a particular risk is less 

evident. As you review the provision below, note which types of conditions 

have more qualifications, and which have fewer qualifications. Consider 

the matters in (i) that must be true but for de minimis exceptions. One is 

the capitalization representation, which is both critical to the buyer, and 

very much something the seller is far better situated to know than the 

buyer. Buyers typically get such representations, made and also brought 

down in the closing condition; the representations are either unqualified or 

are qualified only by de minimis exceptions. Below you will find the target’s 

bring-down condition from the Dell merger agreement. 

a) Representations and Warranties. 

(i) The representations and warranties of the Company set 

forth in Sections 3.2(a) [describing the Company’s 

capitalization], 3.2(b) [that there is no stock or related 

instrument other than what is set forth in Section 3.2(a) or 

disclosed in a schedule], 3.2(g) [there are no declared unpaid 

dividends], 3.8(b) [there has been no Company Material 

Adverse Effect], 3.20 [no broker fee is due] and 3.22 [DGCL 

Section 203, the antitakeover section, to be discussed in 

Chapter XV, doesn’t apply; the Company does not have a 

poison pill] shall be true and correct (except for such 

inaccuracies as are de minimis in the case of (x) Sections 

3.2(a) and 3.2(b) taken as a whole, (y) Section 3.2(g) and (z) 

Section 3.20), both when made and at and as of the Closing 

Date, as if made at and as of such time (except to the extent 

expressly made as of a specified date, in which case as of such 

date), 

(ii) the representations and warranties of the Company set 

forth in Sections 3.1(b) [there is no significant subsidiary 

other than those disclosed on the list of subsidiaries], 3.3(a) 

[the Company has the power and authority to enter into 

agreement] and 3.2(h) [describing the debt the Company has 

and has not, incurred] shall be true and correct in all material 

respects, both when made and at and as of the Closing Date, 

as if made at and as of such time (except to the extent 

expressly made as of an earlier date, in which case as of such 

date), and 

(iii) all other representations and warranties of the Company 

set forth in Article III [including, among other things, 

representations about internal controls, other liabilities, 

employee benefit plans, environmental matters, real property 
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owned and leased and material contracts,] shall be true and 

correct both when made and at and as of the Closing Date, as 

if made at and as of such time (except to the extent expressly 

made as of an earlier date, in which case as of such date), 

except with respect to this clause (iii) where the failure of 

such representations and warranties to be so true and correct 

(without regard to any qualifications or exceptions as to 

materiality or Company Material Adverse Effect contained in 

such representations and warranties), individually or in the 

aggregate, does not constitute a Company Material Adverse 

Effect. 

Clearly, it will be easiest for the buyer to be excused from closing if the 

buyer’s obligation is conditioned only on there being no breach, or only a de 

minimis breach, of the seller’s representations. The more a breach 

requires—that the seller’s representation need not be true so long as it is 

true “in all material respects”—the harder it will be for a buyer to avoid 

her obligation to close a transaction in the event a seller’s representation 

is no longer true at the time of closing. The buyer will have the most 

difficulty being excused from closing if what is required is that the breach, 

together with other breaches, constitutes a material adverse effect.26 

Qualifying the bring-down condition with materiality, especially MAE, 

presents the problem of “double materiality.” To the extent each of the 

underlying representations is already qualified by materiality or by a 

material adverse effect clause, there may be a series of immaterial 

inaccuracies that in the aggregate result in a material adverse effect. 

However, individually none of the qualified representations would of 

themselves be inaccurate as of the closing because of the materiality 

qualifiers. Consequently the buyer would not be permitted to avoid closing 

notwithstanding the inaccuracies. To get around this double materiality 

problem, at closing, each of the individual representations is read “without 

regard to any qualifications or exceptions as to materiality or Company 

Material Adverse Effect.” The condition is not met if, individually or in the 

aggregate, any inaccuracies in the representations (read as though they 

were unqualified) at the time of closing constitute a material adverse effect. 

Read in this way, inaccuracies in the representations get the benefit of a 

materiality qualifier only once and there is no potential problem with 

double materiality. 

How does this work in practice? Let’s look at another example. In the 

Complete Genomics Merger Agreement the representation made 

concerning litigation is qualified by “Material Adverse Effect” as follows: 

                                                                                    
26 Recall from Section G above that while MAE provisions sometimes take the form of 

representations which are brought down in and by a closing condition, sometimes, as in the 
transaction discussed in the Hexion case included in that Section, they are simply independent 
closing conditions: the buyer is not required to close if the seller has experienced an MAE. 
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3.15 Litigation. 

(a) There is no suit, claim, action, or proceeding pending or, 

to the knowledge of the Company, threatened against the 

Company or any Company Subsidiary, that, individually or in the 

aggregate, if determined adversely to the Company or any 

Company Subsidiary would reasonably be expected to have a 

Company Material Adverse Effect. As of the date of this 

Agreement, Section 3.15 of the Company Disclosure Schedule sets 

forth a description of each current Action pending or, to the 

Knowledge of the Company, threatened against or affecting the 

Company or any Company Subsidiary (including by virtue of 

indemnification or otherwise) or their respective assets or 

properties, or any executive officer or director of the Company or 

any Company Subsidiary. 

The buyer in the Complete Genomics transaction acquired Complete 

Genomics pursuant to a tender offer followed by a back-end merger. In such 

a situation, the closing conditions become conditions to the completion of 

the tender offer: the “Absence of Litigation” representation and warranty 

needs to be true and correct (in the applicable degree of materiality) for the 

buyer to be required to complete its tender offer. For the tender offer to 

close, the following condition must be fulfilled: 

(B) any other representation or warranty of the Company 

contained in the Merger Agreement (without giving effect to any 

references to any Company Material Adverse Effect or materiality 

qualifications and other qualifications based upon the concept of 

materiality or similar phrases contained therein) shall fail to be 

true and correct in any respect as of the date of the Merger 

Agreement or as of the Expiration Date with the same force and 

effect as if made on and as of such date, except for representations 

and warranties that relate to a specific date or time (which need 

only be true and correct as of such date or time), except as has not 

had and would not reasonably be expected to have, individually or 

in the aggregate with all other failures to be true or correct, a 

Company Material Adverse Effect; 

Think how this applies to the Absence of Litigation representation 

above. If we didn’t have the double underlined language, the bring-down 

closing condition for the representation would effectively be as follows (this 

is our wording): 

The Absence of Litigation representation shall fail to be true 

and correct in any respect as of the date of the Merger Agreement, 

except as has not had and would not reasonably be expected to 

have, individually or in the aggregate with all other failures to be 

true or correct, a Company Material Adverse Effect; 
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But the Absence of Litigation representation already has a qualifier 

about Material Adverse Effect! For the condition not to be met—for buyer 

to be able not to close—the representation would have to be sufficiently 

untrue as to arise to a Material Adverse Effect, and, in addition, the 

breached representation itself would have to arise to a Material Adverse 

Effect. This is two Material Adverse Effects—and one more than was 

intended. To deal with this issue, the drafters add the words above with 

double underlining. Thus, for purposes of the condition to closing, the 

Absence of Litigation representation reads as follows: 

3.15 Litigation. 

(a) There is no suit, claim, action, or proceeding pending or, 

to the knowledge of the Company, threatened against the 

Company or any Company Subsidiary, that, individually or in the 

aggregate, if determined adversely to the Company or any 

Company Subsidiary would reasonably be expected to have a 

Company Material Adverse Effect. As of the date of this 

Agreement, Section 3.15 of the Company Disclosure Schedule sets 

forth a description of each current Action pending or, to the 

Knowledge of the Company, threatened against or affecting the 

Company or any Company Subsidiary (including by virtue of 

indemnification or otherwise) or their respective assets or 

properties, or any executive officer or director of the Company or 

any Company Subsidiary. 

This formulation works: the condition to close still contains a Material 

Adverse Effect qualifier. 

2. OTHER CONDITIONS 

While some conditions to closing apply only to the buyer or the seller, 

a number of other conditions apply to both the buyer and the seller. 

Common conditions applicable to both parties include the obtaining of 

legally required approvals from regulators and a successful shareholder 

vote. While approval by the statutorily required percentage of shareholders 

is a condition to the parties’ obligation to close, there may be circumstances, 

such as in transactions potentially involving a conflict of interest, where 

parties may want a higher percentage than the statute requires. A common 

requirement for a transaction with a controlling shareholder is that it be 

approved by a majority of the unaffiliated (or, if the controlling shareholder 

is a majority shareholder, the minority) shareholders, something we 

discuss further in Chapter XIX. 

Regulatory approval is another common condition to parties’ 

obligations to close. In many cases, the merger will be subject to the Hart-

Scott-Rodino premerger notification regime. Closing of the transaction is 

usually conditioned on there being no judicial action by any regulator, such 
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as the DOJ or the FTC, which would prevent the transaction from closing. 

Failure to secure regulatory approval can thus halt a transaction and 

prevent the parties from meeting the conditions to closing. 

Other conditions typically covered include a performance of obligations 

condition. This condition requires each of the parties to comply in all 

material respects with the covenants in the merger agreement. To the 

extent one party deviates from her covenants with respect to the operation 

of the business during the period between signing and closing, the other 

party may be able to refuse to close the merger for failure of this condition. 

Of course, parties are not excused from closing if their own conduct causes 

a closing condition not to occur. 

3. A NOTE ON “SANDBAGGING” 

Another issue that is particularly important in the context of private 

company transactions is “sandbagging.” Seller, typically of a private 

company, makes a representation that, for example, there is no litigation 

against it with respect to ownership of its intellectual property. During the 

course of diligence, the buyer uncovers some litigation that the seller does 

not know about or has inadvertently not disclosed. The buyer pockets the 

information and does not alert the seller to information that would make 

the representation untrue. With this information in its pocket, the buyer is 

effectively holding an option on the seller. At any point before closing of the 

transaction, the buyer can declare the seller in breach and attempt to walk 

away from the transaction, or the buyer could close the transaction and 

immediately file suit for damages against the seller. 

Sellers attempt to reduce the ability of the buyer to sandbag the seller 

with information it learns during the diligence process by using language 

in the agreement such as the following: 

No party shall be liable for any losses resulting from or relating to 

any inaccuracy in or breach of any representation or warranty in 

this Agreement if the party seeking indemnification for such 

losses had knowledge of such breach before closing 

In the alternative, buyers will often attempt to include sandbagging 

language, which does the opposite of the anti-sandbagging language by 

attributing no reliance to the buyer on any information learned during the 

diligence process. 

Because merger contracts are heavily negotiated and parties are 

typically represented by sophisticated counsel, Delaware courts are 

generally permissive of “sandbagging” by buyers. Contrast Delaware’s 

permissive contract approach to sandbagging with decidedly anti-

sandbagging approaches taken by other states, like California. 
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J. TERMINATION PROVISIONS 

Every merger agreement includes provisions pursuant to which one or 

both parties can terminate the merger agreement. As with closing 

conditions, some provisions allow either party to terminate, and some allow 

a specified party to terminate. First, parties can terminate the agreement 

by mutual consent. Second, typically, either party can terminate the 

agreement if needed regulatory approvals cannot be obtained, or if the 

seller cannot obtain the required shareholder vote to approve the 

transaction. Third, the seller may usually terminate the agreement: to 

pursue a higher subsequent bid or, following an unsuccessful shareholder 

vote, in order to pursue a higher bid (the fiduciary out); if the buyer’s 

representations and warranties are no longer true and correct or the buyer 

has failed to perform any of its covenants; or if the buyer’s financing is not 

available. Fourth, the buyer may typically terminate the agreement in the 

event the seller’s representations and warranties are no longer true and 

correct, or the seller has failed to perform any of its covenants. These 

provisions are explained at greater length below. 

Note the relationship between the representations, the closing 

conditions, and the termination provisions. If, subject to any materiality 

qualifications, representations made about the seller are no longer true as 

of the closing date, the buyer may not only not be required to complete the 

transaction, but may also be able to terminate the agreement. Thus, failure 

by the seller to make truthful representations at the outset, or to exert 

sufficient efforts following the signing of the agreement to abide by its 

covenants and agreements, may give the buyer the right to refuse to close 

the merger and to terminate the agreement. 

The interim period between signing and closing is not intended to be 

open-ended. At the time of signing, both the acquirer and the target 

ostensibly wish to accomplish the transaction in the fastest time 

reasonably possible. But unexpected issues always arise, some of which 

may cause significant delays in the completion of the merger. Most, if not 

all, of these delays are related to government approvals. To guard against 

the possibility of extremely long delays, parties typically include an 

“outside date” or a “drop dead date” in merger agreements. If, by the merger 

agreement’s “outside date” or “drop dead date,” the parties, 

notwithstanding their efforts, have failed to secure the regulatory 

approvals required to complete the transaction, either party may terminate 

the merger agreement. 

A “fiduciary termination right” may allow the seller to terminate the 

agreement. If, after the agreement has been signed, a superior competing 

bid is made for the seller, the seller’s board may terminate the merger 

agreement in order to comply with its fiduciary obligations to consider and 

perhaps accept the competing bid. Issues with respect to when and under 
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what circumstances a target board’s fiduciary obligations might require it 

to terminate a transaction in order to pursue a competing bid will be 

discussed in Chapter XVIII. 

If a party is entitled to terminate a merger agreement, and does so, 

there is no breach. Remedies for breach will not be available; instead, the 

parties will have agreed upon different remedies depending on why the 

agreement was terminated. A common remedy is a termination fee, as 

explained in the next Section. If termination is not permitted pursuant to 

the terms of the agreement, remedies for breach are available. The 

agreement may, and usually does, specify that such remedies are limited 

to specific performance. If not, then the remedy for breach of contract is 

expectation damages, the traditional measure for damages in any contract 

case. In the case of a merger transaction, expectation damages can 

potentially be extremely large if a court decides that they include the 

premium to be paid by the buyer to the seller’s shareholders. 

Below you will find relevant portions of Dell’s termination provision: 

Section 7.1 Termination. Notwithstanding anything in this 

Agreement to the contrary, this Agreement may be terminated 

and abandoned at any time prior to the Effective Time except with 

respect to Section 7.1(c)(ii) below, whether before or after the 

adoption of this Agreement by stockholders of the Company and 

the sole stockholder of Merger Sub [that is, the intermediate 

corporation owned by the Parent, Denali, which in turn is owned 

by Michael Dell, Silver Lake Partners and others]: 

(a) by the mutual written consent of the Company and Parent; 

(b) by either the Company or Parent if: 

(i) the Effective Time shall not have occurred on or before 

November 5, 2013 (the “Outside Date”); provided that the 

party seeking to terminate this Agreement pursuant to this 

Section 7.1(b)(i) shall not have breached in any material 

respect its obligations under this Agreement in any manner 

that shall have been the primary cause of the failure to 

consummate the Merger on or before such date; 

(ii) any Governmental Entity . . . shall have issued or 

entered an injunction or similar order permanently enjoining 

or otherwise prohibiting the consummation of the Merger and 

such injunction or order shall have become final and non-

appealable; provided that the party seeking to terminate this 

Agreement pursuant to this Section 7.1(b)(ii) shall have used 

such efforts as may be required by Section 5.7 [the agreement 

by the parties to use reasonable best efforts to obtain required 

approvals] to prevent oppose and remove such injunction; or 
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(iii) the Company Meeting . . . shall have concluded and the 

Company Stockholder Approvals shall not have been 

obtained; 

(c) by the Company, if: 

(i) the Parent Parties shall have breached or failed to 

perform in any material respect any of their representations, 

warranties, [or] covenants . . . provided that the Company is 

not then in material breach of any representation, warranty, 

agreement or covenant contained in this Agreement; 

(ii) at any time prior to the time the Company Stockholder 

Approvals are obtained, the Company Board shall have 

authorized the Company to enter into an Alternative 

Acquisition Agreement with respect to a Superior Proposal; 

provided that substantially concurrently with such 

termination, the Company enters into such Alternative 

Acquisition Agreement and pays to Parent (or one or more of 

its designees) the applicable Company Termination Payment 

in accordance with Section 7.3 [specifying who can get 

termination payments and under what circumstances]; or 

(iii)(A) all of the conditions set forth in Sections 6.1 

[conditions to both parties’ obligations to close] and 6.3 

[conditions to the Parent Parties’ obligations to close] have 

been satisfied (other than those conditions that by their 

nature are to be satisfied at the Closing, but each of which 

was at the time of termination capable of being satisfied as if 

such time were the Closing), (B) the Company has irrevocably 

notified Parent in writing (x) that all of the conditions set 

forth in Section 6.2 [conditions to the Company’s obligation to 

close] have been satisfied (other than those conditions that by 

their nature are to be satisfied at the Closing, but each of 

which was at the time of termination capable of being 

satisfied or waived at the Closing) or that it is willing to waive 

any unsatisfied conditions in Section 6.2 for the purpose of 

consummating the Closing and (y) it is ready, willing and able 

to consummate the Closing; (C) the Parent Parties fail to 

complete the Closing within three (3) Business Days following 

the date the Closing was required by Section 1.2; and (D) the 

Company stood ready, willing and able to consummate the 

Closing during such three (3) Business Day period. 

(d) by Parent, if: 

(i) the Company shall have breached or failed to perform in 

any material respect any of its representations, warranties, 

[or] covenants . . . provided that the Parent Parties are not 
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then in material breach of any representation, warranty, 

agreement or covenant contained in this Agreement; or 

(ii) the Company Board or any committee thereof (including 

the Special Committee) shall have made a Change of 

Recommendation, provided that Parent’s right to terminate 

this Agreement pursuant to this Section 7.1(d)(ii) shall expire 

at 5:00 p.m. (New York City time) on the 30th calendar day 

following the date on which such Change of Recommendation 

occurs; or 

(iii) . . .[effectively, affiliates of the parent will not get the 

favorable tax treatment they contemplated on their equity 

contribution in connection with the transaction, or there is a 

change in law that otherwise adversely affects the liquidation 

of certain securities by, or the transfer of amounts from the 

Company’s subsidiaries into the Company] or (C) the amount 

of Cash on Hand is less than the Target Amount . . . as of the 

beginning of the [date the transaction was required to close] 

. . . 

As with all merger agreements, this agreement contains some 

combination of typical provisions and provisions that reflect specifics of the 

particular transaction. An example of the latter is the buyer’s termination 

right in the event Dell’s cash on hand on the closing date is less than the 

“Target Amount” of $7.4 billion. An issue identified by the parties in the 

transaction was that much of Dell’s cash was in its overseas subsidiaries. 

In the agreement, Dell covenanted to do various things, including 

repatriating some of these funds from its overseas subsidiaries prior to 

closing. The Target Amount was to be available to the buyer to immediately 

pay down some of the debt incurred to accomplish the acquisition, and its 

availability was structured as a condition to the buyer’s obligation to close. 

The merger agreement gave the buyer the right to terminate the merger 

agreement in the event the Company did not meet the Target Amount 

condition on the date the merger is to close. 

K. TERMINATION FEES 

A valid termination has two effects. First, the parties are no longer 

under any obligation to pursue the transaction. Second, in certain 

circumstances, a termination triggers an obligation by either the seller or 

the buyer to pay a termination fee to the other. 

If the seller exercises its fiduciary termination right (i.e., its right to 

terminate the merger agreement to accept a superior offer), such a 

termination will usually trigger an obligation to pay a termination fee to 

the buyer. If the buyer exercises its regulatory termination right, doing so 

may trigger an obligation to pay a termination fee to the seller. In addition 
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to the termination fee, which is the functional equivalent of liquidated 

damages, the seller may also be under an obligation to compensate the 

buyer for its reasonable actual expenses as specified in the agreement. 

Below you will find relevant portions of Dell’s termination fee language 

from the merger agreement. 

Section 7.3. Termination Payments 

(a) In the event that: 

(i)(x) this Agreement is terminated . . . by the Company 

pursuant to Section 7.1(b)(i) . . . (y) the Company or any other 

Person shall have publicly disclosed or announced an 

Acquisition Proposal on or after the date of this Agreement 

but prior to the Company Meeting, and (z) within twelve 

months of such termination the Company shall have entered 

into a definitive agreement with respect to an Acquisition 

Proposal or an Acquisition Proposal is consummated . . . or 

(ii) this Agreement is terminated by the Company pursuant 

to Section 7.1(c)(ii); or 

(iii) this Agreement is terminated by Parent pursuant to 

Section 7.1(d)(ii), 

then, the Company shall, (A) in the case of clause (i) above, no 

later than the earlier of (x) the date the Company enters into a 

definitive agreement with respect to an Acquisition Proposal or 

(y) the date on which the Company consummates such Acquisition 

Proposal, (B) in the case of clause (ii) above, prior to or 

substantially concurrently with such termination (and any 

purported termination pursuant to Section 7.1(c)(ii) shall be void 

and of no force and effect unless and until the Company shall have 

made such payment), and (C) in the case of clause (iii) above, no 

later than three (3) Business Days after the date of such 

termination, pay Parent (or one or more of its designees) the 

applicable Company Termination Payment [defined below], by 

wire transfer of same day funds to one or more accounts 

designated by Parent (or one or more of its designees); it being 

understood that in no event shall the Company be required to pay 

the Company Termination Payment on more than one occasion. 

Following receipt by Parent (or one or more of its designees) of the 

Company Termination Payment in accordance with this Section 

7.3, the Company shall have no further liability with respect to 

this Agreement or the transactions contemplated herein to the 

Parent Parties, except in the event of a willful and material breach 

by the Company of Section 5.3 [the no-shop provision]. 
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[Note: in the definitions section, Company Termination Payment is 

defined as follows: 

“ “Company Termination Payment” means (i) if payable in 

connection with a termination of this Agreement by (x) the 

Company pursuant to Section 7.1(c)(ii) with respect to the 

Company entering into an Alternative Acquisition Agreement 

with a Person or group that is an Excluded Party [Editor: Recall 

that Excluded Parties include those making offers during the go-

shop period.] at the time of such termination; (y) Parent pursuant 

to Section 7.1(d)(ii) [Editor: Because the Board has changed its 

recommendation, and is no longer recommending the transaction] 

and the event giving rise to such termination is the submission of 

an Acquisition Proposal by a Person or group that is an Excluded 

Party at the time of such termination; or (z) by the Company or 

Parent pursuant to Section 7.1(b)(iii), [Editor: Shareholder 

approval of the transaction has not occurred at the shareholder 

meeting] and within twelve months of such termination the 

Company shall have entered into a definitive agreement with 

respect to any recapitalization, or any extraordinary dividend or 

share repurchase, or a recapitalization, or an extraordinary 

dividend or share repurchase, is consummated that, together with 

any related transactions, would not result in any Person or group 

beneficially owning 50% or more of any class of equity securities 

of the Company [unless during such time the Company agrees to 

consummate, or consummates, certain types of acquisition and 

other transactions, not including those described in (x), (y) or (z)] 

then, in the case of each clause (x), (y) or (z) of this definition, 

$180,000,000, and (ii) if payable in any other circumstance, an 

amount equal to $450,000,000.”] 

(b) In the event that this Agreement is terminated by Parent 

pursuant to (x) Section 7.1(d)(iii)(A) or (B) or (y) Section 

7.1(d)(iii)(C) (but only if Cash on Hand would not have been less 

than the Target Amount but for a Legal Impediment or Charge, 

assuming all Cash Transfers that could have been made but for 

such Legal Impediment or Charge were in fact made), then Parent 

shall pay, or cause to be paid, to the Company an amount equal to 

$250,000,000 (the “Cash Shortfall Fee”), such payment to be made 

by wire transfer of immediately available funds within three 

Business Days following such termination. 

(c) In the event that this Agreement is terminated (i) by the 

Company pursuant to Section 7.1(c)(i) or Section 7.1(c)(iii) or (ii) 

by the Company or Parent pursuant to Section 7.1(b)(i) if, at the 

time of or prior to such termination, the Company would have 

been entitled to terminate this Agreement pursuant to Section 
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7.1(c)(iii), then Parent shall pay, or cause to be paid, to the 

Company an amount equal to $750,000,000 (such amount, the 

“Parent Termination Fee”) to be made by wire transfer of 

immediately available funds within three Business Days 

following such termination. . . . 

(e) Without limiting or otherwise affecting any way the remedies 

available to Parent, in the event of termination of this Agreement 

pursuant to Section 7.1(b)(iii), then the Company shall promptly, 

but in no event later than three (3) Business Days after such 

termination, pay Parent (or one or more of its designees) the 

documented out-of-pocket expenses incurred by the Parent 

Parties and their respective Affiliates in connection with this 

Agreement and the Finances and the transactions contemplated 

hereby and thereby up to a maximum amount of $15,000,000, by 

wire transfer of same day funds, which amount shall be credited 

against any Company Termination Payment payable to any 

Parent Party. 

(f) Notwithstanding anything in this Agreement to the contrary, 

but without limiting the Parent Parties’ rights under Section 8.5 

[relating to specific performance], in no event shall the Company 

have any liability, whether at law or equity, in contract, in tort or 

otherwise, related to or arising out of this Agreement to any of the 

Parent Parties or any other Person in excess of $750,000,000, in 

the aggregate. 

Note that there are four different possible fees payable: $180 million; 

$250 million, $450 million and $750 million. The $250 million, called a 

“Cash Shortfall Fee,” is payable by the buyer to the seller if, principally, 

there has been some change in the law that would make it impossible for 

Michael Dell to roll-over his equity into the buyer or there is some change 

in the law that would prevent the seller from transferring offshore cash 

back to the U.S. to facilitate closing. The $180 and $450 million are payable 

if the termination relates to the Company’s consideration of or entry into 

another transaction.27 The lower amount, the $180 million, is payable to 

the buyer by the seller in the event the seller decides to pursue a 

transaction with an Excluded Party pursuant to the go-shop provision, a 

termination of the agreement to pursue a possible superior transaction 

with an Excluded Party, or, if the agreement is terminated because the 

seller’s shareholders did not approve the transaction at the shareholder 

meeting, and within twelve months the Company enters into a transaction 

which would result in the Excluded Party beneficially owning more than 

50% of the seller. In the event the agreement is terminated in order to 

                                                                                    
27 The original agreement called for a higher termination fee, but the fee was lowered when 

the consideration in the transaction was raised. 
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facilitate a superior transaction with anyone other than an Excluded Party, 

the fee payable to the buyer by the seller is $450 million. 

The $750 million would be payable by the buyer, principally if the 

Parent Parties breach the agreement or refuse to close the transaction. 

Also, if the agreement is terminated because the meeting at which 

shareholder approval was to have been obtained finishes without 

shareholder approval, Dell will have to pay Parent Parties’ documented out 

of pocket expenses, up to $15 million. The amount will be credited against 

any termination fee payable by Dell to any Parent Party. 

Termination fees are often scrutinized by courts. They are essentially 

liquidated damages; you may recall from contract law that liquidated 

damages must be a reasonable estimate of the parties’ damages. In general, 

when the termination relates to a target’s acceptance of a competing bid, 

the termination fee that the target pays to the original buyer is three to 

four percent of the transaction value. Case law has examined whether a 

termination fee above this range payable by a target to a bidder with which 

the target had previously signed a merger agreement might be an 

impermissible defensive measure. This subject is discussed at greater 

length in Chapter XVI.G. 

Note that the Dell transaction also included a “reverse termination 

fee.” A reverse termination fee is payable by the buyer to the seller in order 

to facilitate the buyer’s termination of the merger agreement. While the 

termination fee is typically tied to a fiduciary termination right, the reverse 

termination fee is more typically tied to terminations by the buyer where 

the transaction is held up by government or other regulatory hurdles and 

the buyer is not able, willing or required under the merger agreement to do 

what the regulator would require to grant its approval. Recall in this 

regard our previous discussion of the “best efforts” language and the limits 

of a buyer’s requirement to take actions to close the transaction. In the 

event the buyer decides to terminate the merger agreement rather than 

comply with government requests (usually, for divestitures, but sometimes 

for other matters) that require it to do more than it otherwise is required 

to do under the merger agreement, this payment would be required. The 

parties can negotiate for sellers to get reverse termination fees for other 

reasons. In private equity transactions, the buyer is typically allowed to 

terminate the agreement if financing becomes unavailable. In connection 

with such a termination, the buyer will be required to pay a reverse 

termination fee to compensate the seller. 

Buyers will also sometimes agree to pay a reverse termination fee if a 

shareholder vote is required by the buyer to issue securities in the 

transaction, and the buyer’s shareholders fail to approve the issuance. 

If a regulator is demanding divestitures or other remedies whose value 

is below the value of the reverse termination fee, then the buyer is 
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economically incentivized to agree to these remedies. Once the cost of the 

remedies exceeds the fee, it may be more economical to simply pay the fee 

and exit the transaction if the merger agreement so permits. Reverse 

termination fees can be quite large, particularly when they are designed to 

compensate a target for a deal that fails due to the failure to obtain 

regulatory clearances. AT&T paid a $4.8 billion reverse termination fee to 

T-Mobile when the transaction was blocked by the antitrust authorities. 

L. ALLOCATING RISK IN THE 
PRIVATE COMPANY SALE: ESCROW, 

INDEMNIFICATION, AND INSURANCE 

Merger agreements in private company transactions may also include 

provisions by which the selling shareholders indemnify the buyer. They 

sometimes also include escrow arrangements under which some portion of 

the sales proceeds are placed in escrow, available to be paid to the buyer 

under certain circumstances. These provisions provide the buyer with a 

mechanism for ex post settling up against the seller’s shareholders in the 

event that their representations and warranties made about the condition 

of the seller turn out after the closing to be incorrect. 

By contrast, in public company transactions, the representations and 

warranties do not survive the closing. It would not be feasible or desirable 

for the buyer to pursue millions of public company shareholders; in any 

event such shareholders almost certainly do not have information about 

the condition of the company being acquired that is not already known by 

the buyer, especially given that a great deal of information about such 

companies is publicly available, vouched for by the respective companies, 

who would be subject to legal penalties if the information were false. There 

are also always third parties with significant reputational stakes involved 

in a public company’s provision of information—the company’s accounting 

firm, for instance, is named in its public filings, and has legal obligations 

itself. Thus, shareholders of publicly-traded companies are not asked to 

bear the costs associated with any inaccurate statements made about their 

companies in the merger agreements. If those statements are inaccurate, 

a breach can excuse the buyer from closing the transaction, but the breach 

will have few if any consequences once the acquisition closes. The buyer is 

therefore motivated to find out as much as it can before it takes over, even 

though doing so might be more expensive, and will surely be less thorough, 

than being able to find out at leisure after the closing if what it bought was 

as represented.28 

                                                                                    
28 There have been rare instances in public transactions where post-closing indemnification 

is provided for, principally for certain tax issues. This indemnification has been either provided by 
a principal shareholder or through an escrow mechanism. 
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The situation is quite different in transactions where a private 

company is being acquired. Private companies may have only a small 

number of shareholders; such shareholders may know a great deal about 

the business and indeed, may be involved in running it. Unlike public 

companies, information about the company will be harder to obtain, with 

the shareholders being an important source, and there may be fewer third 

parties with strong reputational stakes involved, both on an ongoing basis 

and in the transaction. Therefore, it makes sense for at least some private 

company shareholders to be liable if, after the closing, the representations 

and warranties turn out not to be accurate. When selling shareholders 

stand behind the representations and warranties they give about the 

company being sold, the buyer should be willing to pay a higher price. 

Thus, in private company deals, the seller’s representations and 

warranties will survive for some period beyond the closing. The seller may 

also provide an escrow of some portion of the merger proceeds. The seller 

will often indemnify the buyer for breaches of the representations and 

warranties, and may also indemnify the buyer as to some matters not 

covered in the representations, such as the seller’s nonperformance of a 

covenant. Because of the indemnification for breaches of representations 

and warranties, the negotiation of the representations and warranties is 

much more vigorous, since their scope can determine if there is later 

liability for any breach. In contrast, in public transactions, representation 

and warranties are qualified by the MAE condition and there is no 

indemnification for breach. Thus the negotiation of the representations and 

warranties is not as significant, and the focus is more on the MAE clause. 

Indemnification provisions included in the merger agreement or in a 

separate indemnification agreement will specify procedures the parties are 

to follow regarding notice, timing, and other matter. There will also not 

infrequently be “caps”—maximums for buyer liability for particular 

breaches or for breaches or other indemnifiable events in the aggregate—

and “baskets”—minimum amounts of claims a buyer needs in order to 

make a claim against the seller(s) at all to limit de minimis claims. There 

will often be provisions specifying how a claim made by a third party 

against the buyer for which the seller(s) are indemnifying the buyer will be 

dealt with. If there is an escrow, the conditions under which the escrow can 

be drawn upon will be specified. 

Below you will find relevant portions of an indemnification provision 

from Facebook’s acquisition of WhatsApp in which the seller shareholders 

indemnify the buyer.29 As part of that agreement, the seller and its 

shareholders agreed to indemnify the buyer for certain losses post-closing 

in the event the buyer sustained any damages as a result of inaccuracies 

                                                                                    
29 Note that the actual provision is not only an indemnification of the buyer, but also 

indemnifies the seller shareholders for certain breaches by the buyer; those portions are omitted 
from this excerpt. 
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in the seller’s representations and warranties and various other 

inaccuracies in other documents, as well as certain third party claims. You 

can find the complete provision in the Online Appendix. 

8.2 Indemnification. 

(a) Subject to the limitations set forth in this Article 8, from and 

after the Closing, the Converting Holders shall, severally 

(according to their respective Pro Rata Shares) but not jointly, 

indemnify and hold harmless Parent, Acquirer, Merger Sub, the 

Company, the First Step Surviving Corporation, the Final 

Surviving Corporation [Editor: Note that this transaction is being 

done in two steps, with two mergers; see the footnote for a roadmap 

of how this will work.30] and their respective officers, directors, 

agents and employees . . . (each of the foregoing being referred to 

individually as an “Parent Indemnified Person” and 

collectively as “Parent Indemnified Persons”) from and against, 

and shall compensate and reimburse each Indemnified Person for, 

any and all Indemnifiable Damages directly or indirectly, whether 

or not due to a Third-Party Claim, arising out of, resulting from 

or in connection with the following (the “Parent Indemnifiable 

Matters”): 

This provision sets forth who is getting the benefit of the indemnification, 

and from whom. 

(i) any failure of any representation or warranty made by the 

Company herein or in the Company Disclosure Letter (including 

any exhibit or schedule of the Company Disclosure Letter . . .) to 

be true and correct (A) as of the Agreement Date [or the dates 

specified therein] or (B) as of the Closing Date as though such 

representation or warranty were made as of the Closing Date [or 

the dates specified therein] (in the case of each of clauses “(A)” and 

“(B)”, without giving effect to . . . any materiality, “Material 

Adverse Effect” or similar standards or qualifications limiting the 

scope of such representation or warranty); 

(ii) any failure of any certification, representation or warranty 

made by the Company in the Company Closing Certificate 

                                                                                    
30 “Parent, Acquirer, Merger Sub and the Company intend to effect a merger of Merger Sub 

with and into the Company in accordance with this Agreement and Delaware Law (the “First 
Merger”). Upon consummation of the First Merger, Merger Sub will cease to exist, and the 
Company will become a wholly owned subsidiary of Acquirer. Parent, Acquirer and the Company 
intend to effect, following the consummation of the First Merger, the merger of the First Step 
Surviving Corporation with and into Acquirer in accordance with this Agreement and Delaware 
Law (the “Second Merger” and together or in seriatim with the First Merger, as appropriate, the 
“Mergers”). Upon consummation of the Second Merger, the First Step Surviving Corporation will 
cease to exist, and Acquirer will continue to exist as a wholly owned (in part directly and in part 
indirectly) subsidiary of Parent.” 
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delivered to Parent or Acquirer to be true and correct as of the 

date such certificate is delivered to Parent or Acquirer; 

(iii) regardless of the disclosure of any matter set forth in the 

Company Disclosure Letter, any breach of, or default in 

connection with, any of the covenants, agreements or obligations 

made by the Company herein; [or] 

(iv) regardless of the disclosure of any matter set forth in the 

Company Disclosure Letter, any inaccuracies in the Spreadsheet; 

. . . 

This provision sets forth minimum thresholds for when indemnification is 

payable. 

8.3 Indemnifiable Damage Threshold; Other Limitations. 

(a) Notwithstanding anything to the contrary contained herein, 

no Parent Indemnified Person may make a claim against the 

Escrow Fund in respect of any claim for Indemnifiable Damages 

arising out of, resulting from or in connection with the matters 

listed in clauses “(i)” and “(ii)” of Section 8.2(a) (other than any 

failure of any of the Company Special Representations to be true 

and correct as aforesaid) unless and until a Claim Certificate 

(together with any other delivered Claim Certificates) describing 

Indemnifiable Damages in an aggregate amount greater than 

$10,000,000 (the “Aggregate Deductible”) has been delivered, in 

which case the Parent Indemnified Person may make claims for 

indemnification, compensation and reimbursement and may 

recover all Indemnifiable Damages in excess of the amount of the 

Aggregate Deductible. . . . The Aggregate Deductible shall not 

apply to any other Indemnifiable Damages. 

Note that there is a deductible of $10,000,000; claims are not payable 

until the deductible is reached, and once it has been reached, only claims 

in excess of the deductible are payable. (In some deals, claims from the first 

dollar are payable once the deductible has been reached. This is known as 

a basket). Note that the deductible does not apply to the whole 

indemnification obligation; some damages are not encompassed, and are 

hence not subject to the deductible. In addition, some agreements contain 

a de minimis requirement—that any claim must exceed a minimum 

amount before a claim can be made for indemnification. The WhatsApp 

merger agreement did not contain a de minimis requirement, but it did 

contain specific provisions setting forth how indemnification would be paid: 

(b) Subject to Section 8.3(c), if the First Merger is consummated, 

recovery from the Escrow Fund shall constitute the sole and 

exclusive remedy for the indemnity obligations of each Converting 

Holder under this Agreement for Indemnifiable Damages arising 
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out, resulting from or in connection with of any of the matters 

listed in: (i) clause “(i)” or clause “(ii)” of Section 8.2(a) (except 

(A) in the case of intentional fraud by or on behalf of the Company 

under this Agreement and (B) any failure of any of the 

representations and warranties contained in Section 2.2 (Capital 

Structure) or Section 2.3(a) (Authority) or the representations and 

warranties of the Company contained in any Closing Certificate 

delivered to Parent or Acquirer that are within the scope of those 

covered in Section 2.2 or Section 2.3(a) (collectively, the 

“Company Special Representations”) to be true and correct as 

aforesaid), (ii) clause “(iii)” of Section 8.2(a) (other than with 

respect to any intentional breach or default), and (iii) clause “(vi)” 

of Section 8.2(a). In the case of claims for Indemnifiable Damages 

arising out of, resulting from or in connection with (i) intentional 

fraud by or on behalf of the Company under this Agreement, 

(ii) any failure of any of the Special Representations to be true and 

correct as aforesaid, (iii) any of the matters set forth in clause 

“(iii)” (solely with respect to any intentional breach or default), 

clause “(iv)” or clause “(v)” of Section 8.2(a) (collectively, 

“Fundamental Matters”), after Indemnified Persons have 

exhausted or made claims upon all amounts of cash or all shares 

of Parent Common Stock held in the Escrow Fund (after taking 

into account all other claims for indemnification, compensation or 

reimbursement from the Escrow Fund made by Indemnified 

Persons) (it being understood that recovery for all Company 

Indemnifiable Matters shall first be sought from the Escrow 

Fund), each Converting Holder shall have Liability for such 

Converting Holder’s Pro Rata Share of the amount of any 

Indemnifiable Damages resulting therefrom; provided that such 

liability shall be limited to an amount equal to such Converting 

Holder’s Pro Rata Share of the aggregate value of the Merger 

Consideration (inclusive of such Converting Holder’s Pro Rata 

Share of the aggregate value of the Escrow Fund) . . . ; provided, 

further, that such limitation of liability shall not apply to a 

Converting Holder in the case of (x) intentional fraud by or on 

behalf of such Converting Holder or (y) intentional fraud by or on 

behalf of the Company in which such Converting Holder 

participated or had actual knowledge. . . . 

(c) The amounts that an Indemnified Person recovers from the 

Escrow Fund pursuant to Fundamental Matters shall not reduce 

the amount that an Indemnified Person may recover with respect 

to claims that are not Fundamental Matters. By way of 

illustration and not limitation, assuming there are no other claims 

for indemnification, in the event that Indemnifiable Damages 

resulting from a Fundamental Matter are first satisfied from the 
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Escrow Fund and such recovery fully depletes the Escrow Fund, 

the maximum amount recoverable by an Indemnified Person 

pursuant to a subsequent claim that is not a Fundamental Matter 

shall continue to be $600,000,000 irrespective of the fact that the 

Escrow Fund was used to satisfy such Fundamental Matter, such 

that the amount recoverable for such two claims would be the 

same regardless of the chronological order in which they were 

made. 

. . . 

(g) Following the Closing, except in the event of intentional fraud 

(other than intentional fraud to the extent such intentional fraud 

is by or on behalf of the Company under this Agreement) (i) this 

Article 8 shall constitute the sole and exclusive remedy for 

recovery of monetary Indemnifiable Damages by the Parent 

Indemnified Persons . . . for all Company Indemnifiable Matters 

. . . under this Agreement (which means, for example, that the 

survival periods and liability limits set forth in this Article 8 shall 

control . . .), and (ii) all applicable statutes of limitations or other 

claims periods with respect to claims for Indemnifiable Damages 

shall be shortened to the applicable claims periods and survival 

periods set forth herein; provided, however, that for clarity, 

nothing in this Agreement shall limit the rights or remedies of 

Indemnified Person in connection with any claims seeking 

injunctive relief or specific performance. 

These sections define indemnification obligations that are treated 

differently from one another. Some are limited to the amount in escrow, 

which is approximately $600,000,000 (in a transaction valued at $19 

billion), but some, special representations and fundamental matters, as 

defined, are not.31 Note also that this provision requires that 

indemnification be pro rata, from each WhatsApp shareholder in 

proportion to his or her ownership of shares, and that it is the sole 

mechanism for indemnification except in cases of intentional fraud. 

In addition to limitations on the maximum amount of indemnification 

which is to be provided, the parties typically put a time limit on the 

assertion of indemnification claims, a provision included in the WhatsApp 

merger agreement: 

                                                                                    
31 Typically, putting aside the seller’s liability for intentional fraud, the maximum 

indemnification for breach of the representation and warranties is 10% to 15% of the purchase 
price. This equivalent amount is then taken from the purchase price and held in escrow until the 
survival period is over. The amount will then be used to fund the seller’s indemnification 
obligation. Issues arising as to escrows include the length of time the amounts are escrowed, and 
the procedure by which amounts are released from escrow during the escrow period, more 
specifically how does the buyer demonstrate its entitlement to the money? See generally Sanjai 
Bhagat, Sandy Klasa, and Lubomir P. Litov, The Use of Escrow Contracts in Acquisition 
Agreements (2015), available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2271394. 

http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2271394
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8.4 Period for Claims. Except as otherwise set forth in this 

Section 8.4 and in the case of claims alleging intentional fraud by 

or on behalf of the Company under this Agreement, the period 

during which claims for Indemnifiable Damages may be made (the 

“Claims Period”) against the Escrow Fund for Indemnifiable 

Damages arising out of, resulting from or in connection with the 

matters listed in clauses “(i)” and “(ii)” and “(iii)” (as to non-

intentional breaches or defaults) of Section 8.2(a) (other than with 

respect to any of the Special Representations) shall commence at 

the Closing and terminate at 11:59 p.m. Pacific time on the 

Escrow Release Date [This is one year after the completion of the 

acquisition]. The Claims Period for Indemnifiable Damages 

arising out of, resulting from or in connection with the other 

matters listed in Section 8.2(a), consisting of claims alleging 

(i) intentional fraud by or on behalf of the Company under this 

Agreement, and (ii) any failure of any of the Company Special 

Representations to be true and correct, shall commence at the 

Closing and terminate at 11:59 p.m. Pacific time on the date that 

is 30 days following the expiration of the applicable statute of 

limitations. . . . 

Note that different sorts of claims have different sorts of timing 

obligations and restrictions. In this case, the principal period for the 

assertion of an indemnification claim is one year. This means that for any 

breach of a representation and warranty, Facebook has one year to discover 

and assert the claim. This one-year survival period is typical, and is 

designed to encompass one full audit period. Matters involving intentional 

fraud or some “special” representations have a longer survival period, 

namely the statute of limitations. 

The merger agreement in a private transaction will also set forth the 

procedures for the assertion of indemnification: 

8.5 Claims. 

(a) From time to time during the Claims Period, Acquirer or the 

Stockholders’ Agent, as applicable, may deliver to the 

Stockholders’ Agent or Acquirer, as applicable, one or more 

certificates signed by any officer of Acquirer or by the 

Stockholders’ Agent (each, a “Claim Certificate”): . . . [Editor: 

Specifics of certificate contents omitted.] 

8.6 Resolution of Objections to Claims. 

[This Section addresses the procedure to pay claims; first non-

contested claims, and then contested claims, providing for 

attempts to reach agreement and eventual recourse to arbitration.] 
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8.8 Third-Party Claims. 

In the event Acquirer becomes aware of a claim by a third party 

that Acquirer in good faith believes may result in Indemnifiable 

Damages (a “Third-Party Claim”), Acquirer shall have the right 

in its sole discretion to conduct the defense of and to settle or 

resolve any such Third-Party Claim (and, for the avoidance of 

doubt, the costs and expenses incurred by Acquirer in connection 

with conducting such defense, settlement or resolution (including 

reasonable attorneys’ fees, other professionals’ and experts’ fees 

and court or arbitration costs) shall be included in the 

Indemnifiable Damages for which Acquirer may seek 

indemnification pursuant to a claim made hereunder, if any 

(provided that for clarity such costs and expenses shall constitute 

Indemnifiable Damages if and solely to the extent that Acquirer 

is entitled to indemnification for the matter underlying such 

Third-Party Claim). The Stockholders’ Agent shall have the right 

to receive copies of all pleadings, notices and communications with 

respect to such Third-Party Claim to the extent that receipt of 

such documents does not affect any privilege relating to any 

Indemnified Person, subject to execution by the Stockholders’ 

Agent of Acquirer’s (and, if required, such third party’s) standard 

non-disclosure agreement to the extent that such materials 

contain confidential or propriety information. However, Acquirer 

shall have the right in its sole discretion to determine and conduct 

the defense of any Third-Party Claim and the settlement, 

adjustment or compromise of such Third-Party Claim. Unless 

otherwise consented to in writing in advance by Acquirer in its 

sole discretion, the Stockholders’ Agent and its Affiliates may not 

participate in any Third-Party Claim or any action related to such 

Third-Party Claim (including any discussions or negotiations in 

connection with the settlement, adjustment or compromise 

thereof). Except with the consent of the Stockholders’ Agent, 

which consent shall be deemed to have been given unless the 

Stockholders’ Agent shall have objected within 30 days after a 

written request for such consent by Acquirer, no settlement or 

resolution by Acquirer of any such Third-Party Claim shall be 

determinative of the existence of or amount of Indemnifiable 

Damages relating to such matter. In the event that the 

Stockholders’ Agent has consented to any such settlement or 

resolution, neither the Stockholders’ Agent nor any Converting 

Holder shall have any power or authority to object under Section 

8.6 or any other provision of this Article 8 to the amount of any 

claim by or on behalf of any Indemnified Person against the 

Escrow Fund for indemnity with respect to such settlement or 

resolution. Acquirer shall give the Stockholders’ Agent prompt 
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notice of the commencement of any legal proceeding against 

Acquirer, the First Surviving Corporation or the Final Surviving 

Corporation in connection with any Third-Party Claim; provided, 

that any failure on the part of Acquirer to so notify the 

Stockholders’ Agent shall not limit any of the obligations of any 

Converting Holder under the Article 8 (except to the extent that 

such failure materially prejudices the Converting Holder in terms 

of the amount of Indemnifiable Damages such holder is liable to 

indemnify the Indemnified Person for). 

To understand this provision, consider a simple situation where a 

seller warrants that there are no lawsuits pending against it, and after the 

closing, a lawsuit is soon brought. If the buyer could make all decisions 

about the lawsuit and simply get indemnified by the seller, the buyer would 

have an incentive to settle quickly, spending as little of its time as it could 

without regard to how much of the seller’s money was required. By 

contrast, if the seller gets to make decisions about the lawsuit, it wants to 

spend a great deal of the buyer’s time, while spending as little of its money 

as it can. Not surprisingly, the parties therefore agree on some allocation 

of responsibilities and some mechanism for each to have input on how such 

matters are handled. Notice how Section 8.8 addresses each of these 

matters: it gives the Acquirer (the indemnified party) the right to conduct 

and settle Third Party Claims “in its sole discretion,” requiring only notice 

to Stockholders’ Agent (the agent for the indemnifying party). By contrast, 

in some other transactions, the indemnifying party might have more 

rights. Here is an example of a provision giving the seller more rights to be 

involved in the process by which Third Party Claims are handled: 

If any claim shall arise for indemnification under Section [x] 

[relating to third-party claims], the Indemnified Party shall 

promptly provide Notice of such claim to the Indemnifying Party. 

The Indemnifying Party, at its sole cost and expense and upon 

written notice to the Indemnified Party, may assume the defense 

of any such Action with its own counsel, and the Indemnified 

Party shall cooperate in good faith in such defense. [Alternatively, 

Indemnifying Party’s choice of counsel could be subject to the 

reasonable satisfaction of the Indemnified Party.] The Indemnified 

Party shall be entitled to participate in the defense of any such 

Action, with its counsel and at its own cost and expense. If the 

Indemnifying Party does not assume the defense of any such 

Action, the Indemnified Party may, but shall not be obligated to, 

defend against such Action in such manner as it may deem 

appropriate, including, but not limited to, settling such Action, 

after giving notice of it to the Indemnifying Party, on such terms 

as the Indemnified Party may deem appropriate and no action 

taken by the Indemnified Party in accordance with such defense 
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and settlement shall relieve the Indemnifying Party of its 

indemnification obligations herein provided with respect to any 

damages resulting therefrom. The Indemnifying Party shall not 

settle any Action without the Indemnified Party’s prior written 

consent (which consent shall not be unreasonably withheld or 

delayed). 

When, post-closing, it turns out that representations and warranties 

made by the seller to the buyer are incorrect, a buyer may have recourse to 

an escrow or an indemnification process as described above. However, 

certain buyers and sellers may not want to rely on escrows or clawbacks. 

For example, private equity sellers may wish to be able to more quickly 

distribute sale proceeds to their limited partners and not wait until the 

expiration of the escrow period or indemnification window. Strategic 

buyers of private companies may not wish to antagonize shareholder-

employees of a seller upon whom they depend with clawbacks. In recent 

years, buyers and sellers have been increasingly turning to representations 

and warranty insurance as a way to bridge these gaps.32 

Representations and warranty insurance covers losses to the buyer 

that arise from inaccuracies in the representations and warranties made 

by the seller in the merger agreement. Like all insurance coverages, this 

insurance comes with a deductible. This insurance typically costs 

approximately 1–4% of the insured amount. The insured amount is 

typically not equal to the size of the entire deal, but rather a much smaller 

amount akin to an escrow holdback. The cost of the insurance can be borne 

either by the buyer or the seller. Although representations and warranty 

insurance initially made its appearance in small, private company deals, 

as buyers and sellers increased their familiarity and confidence with the 

product, its use has spread to larger, private middle market deals. 

                                                                                    
32 One commentator notes that such insurance can be used for a variety of purposes, 

including: 

• Minimizing the seller’s liability and increasing the amount of liquidity on closing day; 

• Extending the duration of the representation and warranty survival period; 

• Increasing the amount of loss coverage available to the buyer over the amount 
provided by the seller in the acquisition agreement; and/or 

• Providing additional security to the buyer, over and above any holdback, escrow or 
other guarantee provided by the seller. 

Bryan Natale, R&W Insurance As A Competitive Tool In Middle-Market Deals, Law360, May 2, 
2017, available at https://www.law360.com/mergersacquisitions/articles/919678/r-w-insurance-as-
a-competitive-tool-in-middle-market-deals?nl_pk=2a15f967-4774-43c5-a8de-47f6b7a1427a&utm_
source=newsletter&utm_medium=email&utm_campaign=mergersacquisitions. See also Jeffrey 
Chapman, Jonathan Whalen, and Benjamin Bodurian, Representations and Warranties Insurance 
in M&A Transactions, HARVARD LAW SCHOOL FORUM ON CORPORATE GOVERNANCE AND FINANCIAL 

REGULATION, Dec. 11, 2017, available at https://corpgov.law.harvard.edu/2017/12/11/
representations-and-warranties-insurance-in-ma-transactions/. 

https://www.law360.com/mergersacquisitions/articles/919678/r-w-insurance-as-a-competitive-tool-in-middle-market-deals?nl_pk=2a15f967-4774-43c5-a8de-47f6b7a1427a&utm_source=newsletter&utm_medium=email&utm_campaign=mergersacquisitions
https://www.law360.com/mergersacquisitions/articles/919678/r-w-insurance-as-a-competitive-tool-in-middle-market-deals?nl_pk=2a15f967-4774-43c5-a8de-47f6b7a1427a&utm_source=newsletter&utm_medium=email&utm_campaign=mergersacquisitions
https://www.law360.com/mergersacquisitions/articles/919678/r-w-insurance-as-a-competitive-tool-in-middle-market-deals?nl_pk=2a15f967-4774-43c5-a8de-47f6b7a1427a&utm_source=newsletter&utm_medium=email&utm_campaign=mergersacquisitions
https://corpgov.law.harvard.edu/2017/12/11/representations-and-warranties-insurance-in-ma-transactions/
https://corpgov.law.harvard.edu/2017/12/11/representations-and-warranties-insurance-in-ma-transactions/
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M. A RETURN TO CONTRACT PRINCIPLES: 
DRAFTING AND NEGOTIATING THE 

MERGER AGREEMENT 

As you have seen from the provisions quoted above, merger 

agreements contain many provisions that are intricately crafted with 

references to other provisions. A termination for reasons specified in 

section X yields $A damages, a termination for reasons specified in section 

Y yields $B damages, and so on. To aid the exposition, and to introduce you 

more gradually to agreements, we have thus far spared you some of the 

most intricate cross-references. You will see many such cross-references in 

the case described below. Cross-references are particularly tricky when 

they are negative: “notwithstanding anything in Section X” or “anything in 

Section Y to the contrary notwithstanding.” Because of the genesis of 

agreements and the pace of negotiations and drafting, agreements can 

have warring “notwithstandings.” Some notwithstanding clauses do not 

reference another provision specifically—rather, they might say “Anything 

else in this agreement to the contrary notwithstanding.” Or there may be 

implicit notwithstandings, such as provisions saying that something is the 

“exclusive” remedy—if there is another remedy set forth elsewhere in the 

agreement, how are the two provisions reconciled? The case described 

below involved precisely such issues. More generally, it illustrates the 

perils of time-pressured back-and-forth negotiations of highly complex and 

adversarial matters. 

The judge concluded that both parties’ readings of the agreement were 

reasonable, but made his decision based on the venerable contract 

interpretation principle (that the court refers to as the “forthright 

negotiator principle”) that where Party 1 knows of Party 2’s meaning, but 

Party 2 does not know of Party 1’s meaning, Party 2’s meaning prevails. 

Cerberus Capital and United Rentals (“URI”) agreed to a merger at 

the height of the recent credit bubble. When the financial crisis of 2008 

froze capital markets, Cerberus was unable to move forward with the deal. 

Cerberus took the position that it could be relieved of its obligations under 

the agreement by paying a termination fee. 

RAM Holdings and RAM Acquisitions (collectively, “RAM”), 

corporations controlled by Cerberus Capital Management, L.P., a major 

private equity firm, were formed to acquire URI. URI, RAM, and for some 

purposes, another affiliate of Cerberus entered into a merger agreement 

governing the terms by which URI would be acquired. At some point after 

entry into the merger agreement, Cerberus (and therefore RAM) decided it 

didn’t want to acquire URI, and RAM informed URI that it would not be 

proceeding with the acquisition. RAM took the position that under the 

Merger Agreement, it could terminate its obligations by paying a 

termination fee of $100 million. The Merger Agreement indeed provided 
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that RAM could satisfy its obligations by paying such a fee. However, the 

merger agreement also contained a conflicting provision: that URI could 

obtain specific performance. Not surprisingly, URI took the position that it 

could require RAM to consummate the transaction, and sued RAM. RAM 

counter-claimed that the other provision allowing it to pay $100 million 

and terminate the agreement applied. 

The court was called upon to determine which provision, the 

termination fee provision and the specific performance provision, trumped. 

The termination fee provision, Section 8.2(e), had a “notwithstanding” 

clause: 

Notwithstanding anything to the contrary in this Agreement, 

including with respect to Sections 7.4 and 9.10 [the specific 

performance provision], (i) the Company’s right to terminate this 

Agreement in compliance with the provisions of Sections 8.1(d)(i) 

and (ii) and its right to receive the Parent Termination Fee 

pursuant to Section 8.2(c) or the guarantee thereof pursuant to 

the Guarantee, and (ii) [RAM Holdings]’s right to terminate this 

Agreement pursuant to Section 8.1(e)(i) and (ii) and its right to 

receive the Company Termination Fee pursuant to Section 8.2(b) 

shall, in each case, be the sole and exclusive remedy, including on 

account of punitive damages, of (in the case of clause (i)) the 

Company and its subsidiaries against [RAM Holdings], [RAM 

Acquisition], [Cerberus Partners] or any of their respective 

affiliates, shareholders, general partners, limited partners, 

members, managers, directors, officers, employees or agents 

(collectively “Parent Related Parties”) and (in the case of clause 

(ii)) [RAM Holdings] and [RAM Acquisition] against the Company 

or its subsidiaries, affiliates, shareholders, directors, officers, 

employees or agents (collectively “Company Related Parties”), for 

any and all loss or damage suffered as a result thereof, and upon 

any termination specified in clause (i) or (ii) of this Section 8.2(e) 

and payment of the Parent Termination Fee or Company 

Termination Fee, as the case may be, none of [RAM Holdings], 

[RAM Acquisition], [Cerberus Partners] or any of their respective 

Parent Related Parties or the Company or any of the Company 

Related Parties shall have any further liability or obligation of any 

kind or nature relating to or arising out of this Agreement or the 

transactions contemplated by this Agreement as a result of such 

termination. 

Another part of Section 8.2(e) provided that: 

In no event, whether or not this Agreement has been terminated 

pursuant to any provision hereof, shall [RAM Holdings], [RAM 

Acquisition], [Cerberus Partners] or the Parent Related Parties, 
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either individually or in the aggregate, be subject to any liability 

in excess of the Parent Termination Fee for any or all losses or 

damages relating to or arising out of this Agreement or the 

transactions contemplated by this Agreement, including breaches 

by [RAM Holdings] or [RAM Acquisition] of any representations, 

warranties, covenants or agreements contained in this 

Agreement, and in no event shall the Company seek equitable 

relief or seek to recover any money damages in excess of such 

amount from [RAM Holdings], [RAM Acquisition], [Cerberus 

Partners] or any Parent Related Party or any of their respective 

Representatives. 

The last sentence of Section 8.2(a) provided that: 

The parties acknowledge and agree that, subject to Section 8.2(e), 

nothing in this Section 8.2 shall be deemed to affect their right to 

specific performance under Section 9.10 

Section 9.10 provided that: 

The parties agree that irreparable damage would occur in the event 

that any of the provisions of this Agreement were not performed in 

accordance with their specific terms or were otherwise breached. 

Accordingly, [RAM Holdings] [RAM Acquisition] [and URI] shall be 

entitled to…enforce specifically the terms and provisions of this 

Agreement, in addition to any other remedy to which such party is 

entitled at law or in equity… The provisions of this Section 9.10 shall 

be subject in all respects to Section 8.2(e) hereof, which Section shall 

govern the rights and obligations of the parties hereto (and of 

[Cerberus Partners], the Parent Related Parties, and the Company 

Related Parties) under the circumstances provided therein. 

URI claimed that they were entitled to specific performance under the 

Merger Agreement; RAM claimed that URI was not. In other words, the 

parties explicitly acknowledged that their lawyers had drafted conflicting 

termination provisions, provisions which appeared irreconcilable. 

The court concluded that there was no “single, shared understanding 

with respect to the availability of specific performance under the Merger 

Agreement.” It deemed both interpretations reasonable and looked to 

extrinsic evidence. It ruled for RAM, on grounds that URI didn’t 

communicate its understanding that specific performance was available to 

RAM, but RAM did communicate to URI its understanding that specific 

performance was not available (in other words, that URI knew of the 

conflicting wording but didn’t alert RAM to the conflict). URI therefore 

didn’t meet its burden of persuasion. RAM consequently terminated the 

agreement and paid $100 million to URI. In the wake of the termination 

URI’s market capitalization declined by about $3 billion. 
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Ultimately, the battle between URI and RAM was a “there but for the 

grace of god” moment for M&A lawyers. In the heat of negotiation, the 

lawyers had negotiated directly conflicting provisions—and one side had 

apparently not noticed the conflict. The difference led URI to lose over $3 

billion in market capitalization and a buy-out at this higher price.33 

QUESTIONS 

1. Under what circumstances might one want to use a “collar” in a 

merger agreement’s price term? 

2. In deciding whether or not a seller should offer a qualified 

representation, what kinds of considerations might be important? 

3. How might the qualification of “knowledge” affect a representation 

about a seller’s liabilities? 

4. What is a “bring-down” condition and how does it work together with 

the representations and warranties? 

5. Courts have regularly held that strict “no-talk” provisions are illegal. 

Why do you think that is the case? 

6. Consider the “taxonomy” of deal protection measures. Can you think 

of new deal protection measures that might be equally effective as the ones 

commonly deployed in merger agreements? 

7. Find the definition of an MAE in the Men’s Wearhouse merger 

agreement (located in the Online Appendix). If, between signing and closing, 

there was a financial crisis that made it impossible for Men’s Wearhouse to 

access any commercial credit thereby crippled its business, would that 

constitute an MAE under the definition? 

8. How does an indemnification provision in a private company deal 

ensure the buyer gets the benefit of her bargain? 

9. Why is there indemnification in a private transaction but not a public 

one? 

PROBLEMS 

1. Write a memo explaining the Dell termination fee provisions to a 

client. How are the events triggering a $180 million termination fee different 

from those triggering the $450 million fee? What is the reason for the 

difference? 

2. Draft an earnout provision for a seller of a small manufacturing 

company who has sold his business to a diversified conglomerate. Address the 

following issues: 

                                                                                    
33 Adapted from Claire A. Hill, Bargaining In The Shadow Of The Lawsuit, 34 DEL J. CORP. 

L. 191, 201–3 (2009). 

http://www.westlaw.com/find/default.wl?ft=Y&db=0001127&rs=ap2.0&rp=%2ffind%2fdefault.wl&serialnum=0344550609&fn=_top&findtype=Y&vr=2.0&wbtoolsId=0344550609&HistoryType=F
http://www.westlaw.com/find/default.wl?ft=Y&db=0001127&rs=ap2.0&rp=%2ffind%2fdefault.wl&serialnum=0344550609&fn=_top&findtype=Y&vr=2.0&wbtoolsId=0344550609&HistoryType=F
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• How should the earnout be computed? If the business will be 

part of a broader company, how much “overhead” can be 

allocated to the business? 

• How will decisions regarding matters that might affect the 

earnout be decided? For instance, what about the acquisition of 

equipment, or the decision to hire or fire employees or change 

the terms of their employment? 

• How will reorganizations involving the acquired business be 

treated for purposes of the earnout? Will the person getting the 

earnout have any say on whether the deal is done and on what 

terms? 

• Who gets to do the earnout computation? What happens if there 

is disagreement on the results of the computation? 

• Can amounts owing under the earnout be offset against other 

obligations, such as indemnification obligations, that the seller 

might owe to the buyer? 

3. Go to SSRN and download: Steven M. Davidoff & Kristen Baiardi, 

Accredited Home Lenders v. Lone Star Funds: A MAC Case Study (Draft 

dated, Feb. 11, 2008), available at http://papers.ssrn.com/sol3/papers.cfm?

abstract_id=1092115. Please review the MAC case study and do the 

assignment contained therein. 

http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1092115
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1092115

