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Indemnification Clauses: Who Pays When Something Goes Wrong

Indemnification is one of those contract terms people often skim until something goes wrong. In plain
English, an indemnification clause says that one party will cover certain losses, claims, costs, or
liabilities suffered by the other party. It is a way to decide, in advance, who bears the financial risk if a
lawsuit, third-party claim, regulatory issue, product problem, IP dispute, or other covered event arises.

In a typical commercial contract, indemnification is about risk allocation. For example, if a supplier
sells a product that injures someone, infringes someone else’s intellectual property, or violates
applicable law, the buyer does not want to be left paying for a problem the supplier caused. On the other
hand, a supplier may want indemnification from the buyer if the buyer misuses the product, provides
defective specifications, combines the supplier’s product with something the supplier did not approve,
or requires the supplier to work at the buyer’s site. The best indemnity provisions are not generic; they
match the actual risks of the transaction.

The words matter. “Indemnify,” “defend,” and “hold harmless” are often used together, but they are not
always identical. “Indemnify” usually means reimburse or compensate the other party for covered
losses. “Defend” can be broader because it may require the indemnifying party to pay for or control the
defense of a third-party claim before anyone knows whether the claim has merit. “Hold harmless” can
sometimes be treated as another way of saying indemnify, but in some jurisdictions it may have broader
consequences, including releasing the indemnified party from certain claims. That is why these words
should be used intentionally, not automatically.

Another key question is whether the indemnity covers only third-party claims or also direct claims
between the contracting parties. Many commercial indemnities are aimed at third-party claims: a
customer sues the buyer, and the buyer turns to the supplier for protection. Direct claims are different:
one party sues the other for breach of the contract itself. If the parties want indemnification to cover
direct claims, the contract should say so clearly. Otherwise, there may be a dispute later over whether
ordinary breach-of-contract claims are inside or outside the indemnity.

Scope is usually the heart of the negotiation. The indemnified party wants broad coverage for losses
“arising out of,” “relating to,” or “based on” the other party’s breach, negligence, misconduct, law
violation, product defect, IP infringement, or other specified risk. The indemnifying party wants
narrower language, such as losses “caused by” or “to the extent arising from” its own conduct. That
difference can matter. Broad language may cover losses with only a loose connection to the covered
event; narrower language may require a tighter causal link or allocate responsibility based on fault.
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The parties also need to define what kinds of losses are recoverable. Do they include judgments,
settlements, attorneys’ fees, investigation costs, fines, penalties, liabilities not yet paid, consequential
damages, punitive damages, or only actual out-of-pocket losses? Attorneys’ fees deserve special
attention because they may not be recoverable unless the contract clearly provides for them. If a party
expects legal fees to be covered, the indemnity should say so.

Limitations are just as important as coverage. The indemnifying party may seek a cap, a deductible, a
“basket” that must be exceeded before claims are paid, exclusions for the indemnified party’s negligence
or misuse, or a rule that indemnification is the sole and exclusive remedy. The indemnified party may
resist those limits or ask for exceptions for fraud, willful misconduct, confidentiality breaches, IP
infringement, personal injury, death, environmental claims, or equitable remedies. If the contract also
has a general limitation of liability or consequential damages waiver, the parties must decide whether
indemnity claims are carved out. Otherwise, the limitation clause may quietly defeat the indemnity.

Procedure matters too. A strong indemnity provision should explain how claims are noticed, who
controls the defense, who selects counsel, who pays defense costs, how settlements are approved, and
what happens if notice is late. The party paying for the claim often wants to control the defense, but the
party named in the lawsuit may care deeply about reputation, customer relationships, injunctive relief,
admissions of fault, or non-monetary settlement terms. Those issues should be addressed before a
dispute arises.

Finally, indemnification is only as good as the party standing behind it. If the indemnifying party may
not have the resources to pay later, the contract may need insurance requirements, an escrow, a guaranty,
or another form of credit support. In larger or M&A-style transactions, parties may also consider
representation and warranty insurance, which can supplement or sometimes replace traditional seller
indemnity for breaches of representations and warranties. That kind of insurance is more common in
M&A than ordinary commercial contracts, but the broader point applies across deals: the parties should
think not just about what the indemnity says, but whether there will actually be money available if a
claim arises. The parties should also consider how long indemnification obligations last and whether
state law, public policy, or industry-specific statutes affect enforceability.

The bottom line is that indemnification is not boilerplate. It is one of the main tools for deciding who
pays when the unexpected happens. A good indemnity clause should identify the right parties, cover the
right risks, define the right losses, set fair limits, establish clear procedures, and fit cleanly with the rest
of the contract.
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