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INTRODUCTION

Representations and warranties insurance (“RWI”) is a common feature of private M&A transactions, 
aligning the interests of seller and buyer by transferring the risk of a breach of the representations given by 
the seller in the underlying purchase agreement to an independent, creditworthy insurer. Before “stepping 
into the shoes of the seller” and issuing a policy to the buyer, the RWI insurer must underwrite several 
risks, including the seller’s failure to disclose known matters addressed by the representations given in the 
underlying purchase agreement.

A central pillar of the RWI underwriting process is that parties negotiate at arms’ length, with a seller 
engaging in a robust disclosure process to ensure known matters are disclosed pursuant to schedules 
included in the transaction documents. To encourage a thorough “scheduling” process, RWI insurers have 
historically required sellers to remain liable for a portion of potential losses. A high proportion of transactions 
are now structured to eliminate the seller’s liability, with such transactions being commonly referred to as “no 
indemnity” or “public-style” deals.[1] 

This article explores the rights available to an insurer to mitigate the risk of inadequate disclosure, and those 
available to a seller to limit the scope of recourse available to a buyer and/or RWI insurer in a transaction.[2]
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REPRESENTATIONS, DISCLOSURE AND MORAL HAZARD 

The primary purpose of a buyer demanding representations in the underlying agreement is to elicit 
disclosure from a seller. The information obtained from the disclosure exercise enables a buyer to determine 
the appropriate purchase price. In this way the representations and disclosure act as a “pre-signing” price 
adjustment mechanism.[3] The secondary purpose of representations is to act as a “post-signing” price 
adjustment mechanism, allowing a buyer to recoup any overpayments. When a seller is liable for a breach 
of the representations, there is a clear incentive to fully disclose known matters, as doing so avoids a 
post-closing claim against the seller. However, in an RWI-backed deal, the seller has limited or no liability 
which, prima facie, removes the incentive to disclose; indeed, if an insurer bears the risk of a post-closing 
claim, the seller is incentivized to limit disclosure in order to achieve a higher upfront price. How do 
insurers control for this “moral hazard”?

“Moral hazard” is the tendency to increase exposure to risk when the consequences of the risk are borne by 
a third party (e.g., insurer).[4] As the policyholder, a buyer is a party to the RWI insurance contract, and the 
RWI insurer can control for the buyer’s moral hazard directly. Matters within its knowledge are carved out of 
coverage through a “no claims declaration” and corresponding exclusion. The no claims declaration operates 
as an anti-sandbagging provision, precluding a buyer from making a claim for matters of which it had prior 
actual knowledge.

Of greater importance to an RWI insurer is mitigating the moral hazard risk of a seller not scheduling known 
matters. As the seller is not a party to the insurance contract, an insurer has no direct means of controlling 
seller behavior. The insurer must therefore seek to influence the behavior of the seller indirectly – via the 
rights of a buyer through the doctrine of subrogation.
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SUBROGATION

The principle of subrogation enables an insurer to attempt to recoup its loss once it has paid the insured 
under the policy. After payment, the insurer can “step into the shoes” of the insured and proceed against 
any third party responsible for causing loss.[5] This can be any claim that the insured may have against a 
third party, including contract, tort or statutory claims. Although an insurance policy will typically contain 
express subrogation provisions, the rights of subrogation will generally apply even if not stipulated in the 
policy wording. It is important to understand that an insurer’s right of subrogation derives from the rights 
of the insured. In the context of RWI, this is the right of a buyer against the seller within the underlying 
purchase agreement.

WHY “FRAUD” MATTERS

An important mechanism for an RWI insurer to incentivize thorough seller disclosure is to retain the right 
to recoup from a seller any money paid to the buyer as a result of “fraud.”

As explained below, “fraud” has many interpretations, and it is therefore imperative for a seller to define 
it appropriately. Undefined or poorly drafted fraud carve-outs in the purchase agreement might expose 
a seller to unintended claims, e.g., fraud of the management team of which a private equity sponsor had 
no knowledge. “Fraud carve-out” clauses are frequently included within the “limitation provisions” of the 
purchase agreement, delineating the instances in which a breaching party will be unable to “shield” itself 
behind the carefully negotiated limitation (e.g., caps, survival periods).

Two Delaware Court of Chancery cases, ABRY Partners v. F&W Acquisition LLC (“ABRY”) and EMSI 
Acquisition, Inc. v. Contrarian Funds, LLC. (“EMSI”), demonstrate the importance of carefully drafting 
limitation provisions and associated fraud carve-outs.[6] While ABRY demonstrates that even a well-
crafted limitation provision will not shield a seller from its own intentional fraud with respect to express 
representations and warranties in a transaction document, EMSI highlights the perils of imprecise drafting 
in exposing the seller to others’ fraud.
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In ABRY, the purchase agreement contained a limitation provision capping the seller’s liability at a defined 
amount with no fraud carve-out. Citing public policy, the court found that, notwithstanding the limitation 
cap in the agreement, the seller was unable to shield itself from a claim by the buyer in respect of its own 
intentional fraud that contradicted the express representations and warranties given by it in the agreement.

EMSI highlights the dangers of “inelegant” drafting and the potential for fraud to be imputed on all sellers 
as a result. In EMSI, the purchase agreement included a fraud carve-out provision that included “any action 
or claim based upon fraud.” At the pleading stage, the court ruled that such broad language could be 
interpreted to permit recovery against all sellers, even if those sellers had no knowledge of the fraud and/or 
were not responsible for the management of the business. Thus, the defendants’ motion to dismiss was not 
granted. This position highlights the need for sellers to explicitly limit the fraud carve-out as desired.

As a matter of law, the absence of a clearly defined fraud carve-out could result in an extensive scope of 
possible recourse against a seller, as “undefined fraud is an ‘elusive and shadowy term,’ which may not be 
limited to deliberate lying despite that common notion.”[7] More specifically, fraud has many meanings, 
including “common law fraud” (which includes recklessness), “equitable fraud,” “promissory fraud” and “unfair 
dealings fraud.”[8] Therefore, the possible interpretations of fraud by courts extend beyond “lies” of a seller.

Notably, ABRY ruled with respect to the express representations and warranties set forth in the purchase 
agreement that “when a seller lies — public policy will not permit a contractual provision to limit the remedy 
of the buyer to a capped damage claim.” Consistent with ABRY, RWI insurers are primarily concerned with 
sellers who knowingly make false representations. Therefore, based on ABRY, practitioners representing sellers 
should seek to limit the definition of “fraud” to a seller’s actual (not constructive) knowledge of the inaccurate 
representation expressly given in a purchase agreement, made with intent to induce the other party to rely 
on the misrepresentation. Defining fraud in such a way avoids future claims by buyers/insurers premised on 
(i) alleged “reckless” or “equitable fraud”; (ii) alleged fraud based on extra-contractual statements (e.g., 
statements made in meetings but not enshrined as representations in the contract); or (iii) alleged fraud 
committed by third parties such as management.
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AGREEMENT PROVISIONS

As noted above, the subrogation rights of an RWI insurer against a seller derive from those rights of a buyer 
against the seller. An understanding of an insurer’s subrogation rights therefore requires an examination of 
a buyer’s rights against the seller. While there are numerous “limitation provisions” in agreements that limit 
a buyer’s rights against a seller, the principle clauses are the “non-reliance,” “exclusive remedy” and 
“indemnification and limitation” clauses. Additionally, in an RWI deal, a seller will often require that the 
agreement contains a “subrogation waiver” clause to limit any claims the insurer, through subrogation, may 
have against the seller.

Examining each provision in turn:

Through a non-reliance clause, a seller disclaims liability for all representations other than those contained in 
the agreement; that is, a buyer is unable to make a claim for statements made in management presentations, 
data rooms, Q&A trackers and other deal documents. This limits a buyer’s rights to the four corners of the 
agreement. Given the wide scope of potential statements that may be made by the various parties on an 
M&A transaction (management, advisors, consultants), buyers typically accept that there should be no fraud 
carve-out to the non-reliance clause, regardless of whether RWI is used on the deal.

Through an exclusive remedy clause, a buyer’s claims (contract and tort) against a seller for a breach of 
the representations are limited solely to: (i) the indemnification clause and RWI policy on seller indemnity 
deals; or (ii) the RWI policy for “no indemnity” or “public-style” deals. It is common for buyers to insist on 
a fraud carve-out to the exclusive remedy provision. This is often accepted by sellers, but only if fraud is 
appropriately defined.

Through an indemnification and limitation clause, a seller will indemnify a buyer for a breach of the 
representations, subject to predetermined monetary caps and survival periods. On an RWI-backed deal with 
limited seller indemnity rights, the representations will typically survive for 12-18 months and be capped at 
0.5% of the enterprise value. On a “no indemnity” or “public-style” deal, there will be no indemnification 
provisions in the agreement. It is common for buyers to insist on a fraud carve-out to the limitation provisions, 
and this is often accepted by sellers but only if fraud is appropriately defined.

While there are numerous 
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Through a subrogation waiver, a buyer: (i) acknowledges the seller has limited or no liability for a breach of 
the representations given in the agreement; and (ii) covenants that the RWI insurer will waive any subrogation 
rights against the seller, save in the event of fraud. Certain sellers will desire that this waiver be given without 
the fraud carve-out, but this is typically unacceptable to RWI insurers.

CONSIDERATIONS FOR BUYERS AND SELLERS

First, sellers must insist that “fraud” is appropriately defined so that it is limited to the seller’s intentional 
misrepresentation of the express representations in the agreement with intent to deceive.

Second, the parties must assess whether it is reasonable for the “non-reliance,” “exclusive remedy,” 
“indemnification & limitation” and “subrogation waiver” provisions to contain a fraud carve-out, taking into 
account RWI insurer requirements.

As previously noted, the “non-reliance clause” will typically not contain a fraud carve-out. An RWI insurer 
will never require a fraud carve-out, given the RWI policy only covers a breach of the representations given 
within the four corners of the underlying agreement. The insurer will never be liable for extra contractual 
representations, so it would be unreasonable and unnecessary for an insurer to request a fraud carve-out to 
the non-reliance clause.

In light of ABRY, there is a strong argument that RWI insurers should not require a fraud carve-out for 
“exclusive remedy” and “indemnification and limitation” provisions. This is because, as a matter of law, the 
seller is unable to shield itself from the type of fraud of which RWI insurers are primarily concerned, so an RWI 
insurer’s subrogation rights will be unhindered for circumstances in which it will pursue subrogation. Certain 
insurers (particularly if the agreement is governed by Delaware law) can accept this, while others require a 
fraud carve-out to the “exclusive remedy” and “indemnification and limitation” provisions. For agreements 
governed by the laws of other jurisdictions, particularly New York where the case law is less certain, there 
are still reasonable arguments for RWI insurers to accept no fraud carve-out to the “exclusive remedy” and 
“indemnification and limitation” provisions, but the arguments are less compelling.

With very rare exceptions, RWI insurers require the “subrogation waiver” provision to include a fraud carve-
out. However, as emphasized above, a seller should insist this fraud carve-out is limited to “actual fraud” with 
“intent to deceive.”



CONCLUSION

Given the increasing prevalence of “no indemnity” deals, RWI insurers’ requirement to maintain subrogation 
rights in the event of seller fraud has never been more important. However, it is imperative that “fraud” is 
appropriately defined to preserve the delicate balance between an RWI insurer’s need to ensure robust 
disclosure and a seller’s need to avoid post-closing disputes. Lawyers representing sellers should seek to 
limit an RWI insurer’s rights of subrogation against a seller to instances of “fraud” that law and public policy 
do not permit to be limited by contract. Consistent with the ruling in ABRY, this means that the definition 
of fraud should be limited to a seller’s actual knowledge of an inaccurate misrepresentation given in an 
agreement with intent to induce a buyer to rely on such misrepresentation.

Given the increasing 
prevalence of “no 
indemnity” deals, RWI 
insurers’ requirement 
to maintain subrogation 
rights in the event of 
seller fraud has never 
been more important.
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