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a. Soup to Nuts – from beginning to end

b. Private Equity Sale – Disposition of a business (or a part of it)

c. Forms of sale – asset vs. equity

i. Asset sale. 

ii. Stock Sale. 

iii. Buyer and seller can make an election to treat stock sale as an asset 

sale for tax purposes.

I.  Introduction



a. Nonbinding letter of intent 

b. Certain provisions are binding (or should be):

i. Confidentiality.

ii. Exclusivity (for a limited time). 

iii. Governing Law (as to the LOI).

iv. Access to business and personnel. 

v. Expenses.

vi. No third-party beneficiaries.

II.  The LOI



c. The Business terms are often non-binding and subject to further due 

diligence review and continuing negotiations

i. Purchase Price – in the LOI, the purchase price may be expressed as a 

multiplier of EBITDA, based on an estimated EBITDA.

ii. Payment Terms.

1. Usually involve some amount of cash.

• Private equity deals commonly have a larger up-front cash payment at 

closing. 

• Seller-financed deals, in contrast, may involve a smaller amount of cash 

up front (e.g. 20% - 50%), with a note payable for the rest.

• Sometimes (though less frequently) buyer will pay all cash up front –

usually in smaller deals.

II.  The LOI



2. Contingent Payments / Earnouts – based on post-closing performance.

3. Rollover equity – Ask to see financials / governing documents of rollover 

entity early.

iii. Working Capital Targets.

iv. Holdbacks / Escrows.

v. Tax Gross-up to Seller (for 338(h)(10) election) – try to get consensus on 

this early.

II.  The LOI



a. Legal Due Diligence

i. Review of governing documents to confirm organizational structure, 

ownership of the equity and to identify the persons with legal authority 

to sign transaction documents and bind entity parties.

ii. Lien searches – UCC, federal and state tax liens, federal and state 

judgment liens.  If liens aren’t cleared prior to closing, then they should 

be disclosed on Disclosure Schedules (more on this later).

b. Accounting / Financial Due Diligence

i. Quality of Earnings analysis to confirm EBITDA (buyer retains 

accounting firm).

ii. Establish working capital target.

III.  Due Diligence 



c. Human Resources / Risk Management

i. This could include comprehensive background checks on the principals 

of the business.

ii. Insurance – loss runs.

iii. Identification of key employees / persons.

III.  Due Diligence 



d. Regulatory Due Diligence 

i. Regulated industries – e.g., healthcare, financial services.  May require 

notification / approval by industry regulators.

ii. Very large transactions – Hart-Scott-Rodino (HSR) may require pre-

transaction notification / approval by the FTC and Anti-trust division of 

DOJ.

1. HSR requires that certain mergers, acquisitions and joint ventures be 

cleared by US anti-trust authorities before completion.

III.  Due Diligence 



2. Three jurisdictional tests:

• Commerce test. 

• Size of transaction test – > $84.4 million in assets and equity 

acquired.

• Size of person test – Parties have annual net sales or worldwide 

assets > $16.9 million and > $168.8 million.

Transaction – > $337.6 million reportable regardless of size of person

III.  Due Diligence 



e. Operational Due Diligence

i. Operational Contracts – Seller will want to limit scope of diligence (and 

reps and warranties) to “Material Contracts” to limit disclosure 

obligations.

ii. Seller will want to include a high materiality threshold by selecting a 

sufficiently high dollar amount threshold for each type of contract.

III.  Due Diligence 



a. Purchase Price and Payment Terms

i. Cash Payment.

ii. Other form of consideration.

1. Promissory Note.

2. Rollover Equity – buyer pays a portion of purchase price in stock /equity of 

the buyer.

3. Earnouts.

• Need to clearly set out targets / milestones that must be established to 

attain earnout.

• Need to define earnout period, earnout payments and mechanics of 

measuring target company’s performance and resolving disputes.

IV.  The Definitive Purchase Agreement 



iii. 338(h)(10) election – gross-up to Seller.  Seller’s making election is 

contingent upon receipt of gross-up payment.

1. 338(h)(10) election – stock sale is ignored for tax purposes – target company 

is generally treated as making a deemed taxable sale of its assets and then 

liquidating tax-free into the seller.

2. Potentially Adverse tax consequences to the seller:

• Increase the amount of gain recognized in the transaction if the seller’s 

basis in the target company’s stock exceeds the target company’s basis 

in its assets.

• Convert a certain amount of capital gain into ordinary income.

IV.  The Definitive Purchase Agreement 



3. Tax consequences to the buyer.

• Buyer has cost basis in the target company’s assets.

4. Protecting the Seller:  Because of potentially adverse tax consequences to 

Seller, Seller should try to negotiate:

• Gross-up:  Buyer agrees to increase purchase price to compensate the 

seller for increased tax cost of the election.

• Buyer agrees to indemnify seller for increased tax costs of the election.

IV.  The Definitive Purchase Agreement 



iv. Working Capital Target / True Up Process

1. This is a purchase price adjustment.  Sellers usually prefer not to include a 

purchase price adjustment, but buyers will often request for certain items. 

2. Working Capital – “gas in the tank”.  Working Capital Target agreed upon in 

purchase agreement.

3. Estimated Working Capital Statement – seller gives to buyer a few days prior 

to closing.

4. Closing Date Adjustment:  Difference between Estimated Working Capital 

and Working Capital Target.

5. Post-Closing Adjustment – Usually based on audited financials.

IV.  The Definitive Purchase Agreement 



v. Purchase Price Allocation (for Tax Purposes)

1. Agree prior to closing if possible.

2. If not possible, then build in a review and dispute process within purchase 

agreement.

IV.  The Definitive Purchase Agreement 



b. Seller Representations and Warranties

i. Fundamental vs. Nonfundamental Reps and Warranties.

1. Fundamental reps often include:

• Organization / Legal Existence of Seller / Buyer.

• Legal Authority of Seller / Buyer to consummate transaction.

• Organization / Legal Existence of Target.

• Capitalization of Seller.

• Financial capability of buyer to consummate purchase.

IV.  The Definitive Purchase Agreement 



• If a regulated industry, then the target has all regulatory consents / 

requirements.

• Tax compliance.

• ERISA compliance.

• No brokers.

2. Nonfundamental Reps – everything else.

ii. The connection between Reps and Warranties and Indemnification.

IV.  The Definitive Purchase Agreement 



iii. Disclosure Schedules.

1. E.g., Except as set forth in Section X of the disclosure schedules there is no 

litigation pending, or to the knowledge of the seller threatened, against the 

[target].

2. No liens except as disclosed in disclosure schedules.

IV.  The Definitive Purchase Agreement 



iv. Materiality and knowledge qualifiers (protects the seller).

1. Knowledge qualifier – reps and warranties are not absolute, but are only 

given to the “knowledge of seller”.

• Try to define as narrowly as possible – e.g., to the actual knowledge of 

certain specified individuals, without any requirement to make 

inquiries.

• Buyer would want to expand definition of “seller’s knowledge” to 

include constructive knowledge, requiring due inquiry (or at a 

minimum, reasonable inquiry), and replace list of specific individuals 

with category of individuals (e.g., directors and officers of the seller).

IV.  The Definitive Purchase Agreement 



2. Materiality Qualifier.

• Example:  The Financial Statements are based on the books and 

records of the [target], and fairly present [in all material respects] the 

financial condition of the [target] as of the respective dates they were 

prepared and the results of the operations of the [target] for the 

periods indicated.

• “Materiality scrape” - “For purposes of this [Indemnification] Article, 

any inaccuracy in or breach of any representation or warranty shall be 

determined without regard to any materiality, Material Adverse Effect 

or other similar qualification contained in or otherwise applicable to 

such representation or warranty.”

o This provides the indemnified party with the right to exclude 

materiality, MAE or other similar qualifications contained in the 

representations for indemnification purposes.

o This is pro-buyer.

IV.  The Definitive Purchase Agreement 



c. Buyer Representations and Warranties

i. Legal Existence / Authority.

ii. Buyer acquiring for investment purposes only.  Securities 

representations. 

iii. No brokers.

iv. Independent investigation. 

IV.  The Definitive Purchase Agreement 



d. Pre-closing Transactions – distributions to seller’s principals prior 

Closing

i. Pre-closing accounts receivable.

ii. Cash in excess of working capital target.

iii. Rights to tax refunds for pre-closing tax periods.

iv. Other specific assets.

e. Seller Pre-Closing Covenants

i. Maintains “Status quo” of the business between signing date and closing 

date (if there’s a lag).

IV.  The Definitive Purchase Agreement 



ii. Common Pre-closing covenants:

1. Seller will conduct business in the ordinary course.

2. Maintain and preserve intact relationships with employees, customers, 

lenders, suppliers.

3. No dividends / distributions.

4. No hiring / firing / material increases in compensation.

5. No redemptions, recapitalizations.

IV.  The Definitive Purchase Agreement 



f. Conditions to Closing

i. Financing contingency.

ii. Veracity of Representations and Warranties.

iii. Third Party Consents (e.g., regulatory authorities, lenders, landlords).

iv. No liens or encumbrances (other than “Permitted Liens”).

IV.  The Definitive Purchase Agreement 



g. Indemnification – this is a hotly negotiated area 

i. Indemnity = post-closing remedy for losses incurred under the purchase 

agreement.  Losses can incur as a result of:

1. Failure to perform a covenant or obligation.

2. Breach of, or inaccuracy in a representation or warranty.

3. Certain liabilities allocated to one party or another (e.g., a particular 

litigation of the target company).

4. Tax indemnity:

• Breach of tax reps and covenants.

• Pre-closing taxes.

IV.  The Definitive Purchase Agreement 



5. Claims arising from the operation of the business prior to closing.

ii. Limiting the seller’s liability:

1. Caps – purchase price is a common cap.  Seller will want it lower.

2. Baskets – Indemnifying party is only liable for indemnification of claims 

exceed a certain dollar amount.

• Deductible.

• “Tipping Basket”.

IV.  The Definitive Purchase Agreement 



3. Note:  Buyers typically want no caps or baskets on “fundamental” reps.

4. Rep and Warranty Insurance.

5. Survival Periods.

• Shorter is better for seller – a year or less is preferred.

• “Fundamental Reps” – buyer will want “indefinite” survival covering 
corporate matters.

• Regulatory representations covering environmental, taxes, and ERISA-
survive statute of limitations plus 60 days.

6. Indemnity as exclusive remedy.

7. No “double recovery”. 

8. Carveout:  Fraud.

IV.  The Definitive Purchase Agreement 



9. Anti-sandbagging.

• Example: “Seller shall not be liable under this Article for any Losses 
based upon or arising out of any inaccuracy in or breach of any of the 
representations or warranties of Seller contained in this Agreement if 
Buyer had knowledge of such inaccuracy or breach prior to the 
Closing.”

• Purpose is to ensure that buyer cannot bring an indemnification claim 
based on an inaccuracy or breach of representation that the buyer 
knew about before the closing if it chooses to proceed and close the 
transaction despite the inaccuracy or breach of representation.   This 
provides the seller with an affirmative defense against an 
indemnification claim.

IV.  The Definitive Purchase Agreement 



iii. Indemnity Escrows / Holdbacks.

1. Purpose of indemnity escrow:  portion of purchase price is escrowed to 
secure potential indemnification claims against the seller. Less money and a 
shorter holdback / escrow period is better for the seller.

2. These terms are negotiable.

3. The precise terms of the escrow / holdback should be set forth in the 
purchase agreement or in a separate escrow agreement to be executed and 
delivered at closing.

4. Common escrow issues:

• Appointment of escrow agent.

• Investment of the escrowed funds (if the escrow period will be long).

• What conditions must be satisfied to release the funds?

• What happens if there is a dispute – interpleader.

IV.  The Definitive Purchase Agreement 



5. Oher purposes of escrow / holdback – secure payment of any purchase price 
adjustment by seller.

iv. Termination.

1. Seller typically wants to make it more difficult to terminate the agreement 
while the buyer wants to make it easier.

• Under general contract law, parties have the right to terminate due to 
a material breach of the other or the failure to satisfy a closing 
condition.

• Additional purposes:

o Provide an outside date by which all closing conditions must be 
satisfied (the “drop dead’ date).

o Right to terminate if a law makes closing illegal or prohibited.

o Governmental authority has issued an order enjoining the 
transactions, and the order has become final and non-
appealable.

IV.  The Definitive Purchase Agreement 



2. Effect of termination.

• Purchase agreement may identify which obligations and liabilities 
survive termination.

• “Breakup fee”.

IV.  The Definitive Purchase Agreement 



a. Timing

i. Simultaneous sign and close.  Definitive Purchase Agreement and closing 

documents are signed all at once. If simultaneous, then don’t need:

1. Pre-closing covenants.

2. Conditions Precedent / Closing Conditions.

3. Termination Rights.

ii. Delay between signing and closing.  Purchase Agreement signed first.  

Closing Documents signed later.  Reason for delays could include 

financing contingency or need to get regulatory / third party approval.

V.  Closing



b. Ancillary Closing Documents

i. Corporate / LLC consents.

ii. Certificate of Manager / Certificate of Incumbency.

1. Certifies current officers / directors.

2. Compiles (and certifies) the governing documents of the entity / target.

iii. Employment / Consulting Agreements for Principals.

V.  Closing



iv. Transfer Documents:

1. Transfer Power (equity sale).

• Original Stock / Membership Certificates.

• Lost Stock / Lost Certificate Affidavit.

2. Bill of Sale (asset sale).

v. Escrow Agreements – Involves third party escrow agent.

vi. Financing documents.

1. Promissory Note.

2. Security Agreements / Pledge Agreements.

3. UCC Filing Statements (if any).

V.  Closing



vii. Rollover Equity Agreement.

c. Closing Mechanics

i. Collecting signatures “in escrow”.

ii. The closing statement / disbursement sheet – flow of funds.

1. Lien / Loan Payoffs.

2. Pay outstanding professional fees (investment bankers, CPAs, attorneys).

3. Transfer proceeds into escrow (for indemnity or true-up escrow) or to payoff 

liens / loans post-closing.

V.  Closing



4. Other contingent payments (e.g. employee bonuses or payouts contingent 

upon closing).

5. Transfer of proceeds to fund rollover equity purchase.

6. Proceeds to seller.

V.  Closing



a. True-Ups – Working Capital Adjustment

b. Contingent Earnout Calculations and Payments

c. Filing of Tax Returns

d. Post-Closing Involvement of the Seller

i. Employment.

ii. Consulting (Independent Contractor).

e. Post-Closing Restrictive Covenants

f. Seller goes on vacation!

VI.  Post-Closing 
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