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Chapter 49.  
Representations and Warranties Insurance

By Kenneth Mathieu, CPA/ABV/CFF, Christian W. Fabian, Esq., Jennifer Drake Esq., Vipul Patel Esq.,  
Stephen Davidson Esq., Jeffrey Buzen, Thomas K. Cauley Jr., Esq., and Renee McMahon

1.0 Introduction
Insurance for mergers and acquisitions has grown significantly over the last several years as it allows buyers and sellers 
to share the transaction risk with a third party—resulting in benefit to both parties. This chapter provides an overview 
of the history and evolution of representation and warranty insurance, the needs it fulfills for the parties during the 
deal process, general terms and components of policies, elements of a breach of a representation or warranty, the claims 
process, and the quantification of the loss. 

2.0 Overview of the Deal Process and Role of Representations and Warranties Insurance1

Representation and warranty insurance (RWI) has become an important consideration for many mergers and acquisi-
tions (M&A) transactions. The following paragraphs are intended to provide a general overview of a typical private 
M&A deal process, including the role that RWI may play. 

2.1 The Auction Process 
Many private M&A transactions are completed through an “auction” process. Unlike a public tender, a private M&A 
auction process is highly flexible, limited only by the imagination of the seller and its investment bankers. An M&A 
auction is a creature of contract, meaning the seller and its investment bankers prescribe the rules of the process in the 
sale materials. The rules can change—oftentimes abruptly—and, except in egregious cases, the potential bidders gener-
ally will be left without recourse.2 

2.2 Deal Structure and Preliminary Considerations 

2.2.1 Overview of Deal Structures
In private M&A transactions, there are three primary deal structures for selling a legal entity (the Target Company): (1) 
a sale of equity interests of the Target Company; (2) a sale of substantially all of the assets of the Target Company; and 
(3) a merger with or involving the Target Company. It should be noted that there are other deal structures. M&A transac-
tions can involve multiple steps and use aspects of different structures, depending on the objectives of the parties. For 
the sake of brevity, the following paragraphs will discuss the three primary structures noted above.

1 Christian W. Fabian, a partner at Mayer Brown LLP, wrote this Section 2 with the assistance of Allison V. Andrew, an associate at Mayer 
Brown LLP. The views expressed in this Section 2 are those of the authors and do not represent the views of, and should not be attributed to, 
Mayer Brown LLP.

2 See, e.g., Solow v. Conseco, Inc. & Carmel Fifth, LLC, No. 06-CV-5988 (BSJ), 2008 WL 11388620 (S.D.N.Y. Jan. 11, 2008).
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In a sale of equity interests, the owners of the equity interests in the Target Company sell their equity interests to the 
purchaser. Equity interest sales typically involve the sale of capital stock of a corporation, sale of limited liability com-
pany interests in a limited liability company, or sale of general and limited partnership interests in a limited partnership. 
In an equity interest sale, all assets and liabilities of the Target Company remain with the Target Company. While the 
purchaser may negotiate indemnities for breaches of representations, warranties, preclosing taxes, or other matters, it 
should be noted that the Target Company is primarily responsible for the liabilities, subject to any indemnification by 
the sellers in favor of the purchaser. This primary liability stands in contrast to an asset sale.

In an asset sale, the Target Company sells substantially all of its assets to the purchaser and the purchaser typically 
assumes only specific liabilities. The equity owners of the Target Company are not technically required to be a party 
to the purchase agreement, but, in practice, they are often parties to the purchase agreement for indemnification and 
other purposes, such as for noncompetition or nonsolicitation covenants. Unlike an equity sale, the Target Company 
remains primarily obligated for preclosing liabilities, regardless of whether the purchaser has contractually assumed 
them.3 The Target Company and its equity owners typically provide broad indemnification in favor of the purchaser 
for liabilities the Target Company retains. As a general matter, the purchaser will not be responsible for such retained 
liabilities because the purchaser did not assume them.4 

In a private merger, the surviving entity will inherit all of the assets and liabilities of the constituent corporation(s).5 
As a general matter, merger agreements do not provide for indemnification, particularly when two public companies 
merge. In such a case, the representations and warranties in the merger agreement do not survive closing, leaving the 
acquiring party with no remedies after the completion of the merger. In the case of a private merger with a discrete 
number of stockholders, there may be greater flexibility to fashion remedies for the acquiring party.

2.2.2 Sale Process Letter
The corporate law aspects of the sale transaction discussed above are important factors in determining the preferred deal 
structure from the seller’s perspective. In deciding on a deal structure, the seller will typically consider several other 
factors with its advisors, such as tax considerations, regulatory issues, and required third-party consents. Determining 
the deal structure and its impact on the seller is an important initial step in the deal process. 

Once the seller and its advisors determine the deal structure, typically, the proposed deal structure will be set forth in a 
“process letter” seller and its investment banker6 developed for the M&A auction. A process letter will generally provide 
the potential suitors with an overview of the process, including deadlines and requirements for the bid, and set forth 
the seller’s preferred deal structure. As discussed in the following paragraphs, a sale process may have multiple stages. 

2.3 Marketing the Target Company 
One reason sellers choose an M&A auction is to market the Target Company to multiple potential purchasers, hoping 
to generate competition and, consequently, an increased sale price. As a general matter, an investment banking firm 
will reach a broader pool of potential purchasers for the Target Company. Involving multiple potential purchasers in 
the process provides a greater opportunity to generate competition and a higher price. 

3 This analysis assumes purchaser has contractually agreed to assume the liabilities and a novation agreement releasing the Target Company 
has not been obtained with respect to the given liability (e.g., the counterparty to an assumed contract has not released the Target 
Company).

4 Certain statutes may, however, provide for successor liability, or common law may impose successor liable, depending on the facts and 
circumstances.

5 8 Del. C. 1953, § 259.
6 An investment banker is not essential for an M&A auction. Some sophisticated sellers may run the sale process internally. This section 

assumes that the seller has engaged an investment banker to run an auction process.
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2.3.1 ‘Teaser’ and Preliminary Materials
Generally, the first step in a marketing process is to generate a few-page “teaser” to be sent to prospective suitors. The 
teaser is typically prepared in a generic manner without identifying the Target Company and before the potential suitor 
executes a nondisclosure agreement (NDA). The teaser may contain basic financial metrics and industry background, 
as well as other information the seller and the investment bankers determine to be relevant to potential suitors. If the 
potential suitor is interested, then an NDA is negotiated and signed and more detailed information will follow. Teasers 
can also specifically identify the Target Company; however, in such a case, an NDA will be signed prior to disclosing 
the identity of the Target Company.

2.3.2 Confidential Information Memorandum
After an NDA is signed, typically the potential suitor will be provided a Confidential Information Memorandum (CIM). 
The seller and its investment banker develop a CIM to market the Target Company. Typically, this document contains 
background and key selling points on the Target Company, such as: 

• Historical background (e.g., performance and prior M&A activity);

• Operations and processes (including any key assets, agreements, or customers essential to such operations);

• Certain financial information, such as financial statements and projections; 

• Industry information (e.g., comparisons with industry peers, the Target Company’s operation within the 
market, any market gaps that the Target Company seizes or hopes to seize on, any industry risks the Target 
Company is susceptible to, regulatory landscape of the industry, etc.); and

• Deal structure and key legal and regulatory aspects.

2.3.3 Data Room 
As part of the auction process, the seller will typically prepare a virtual data room containing due diligence informa-
tion on the Target Company. The data room is typically organized to address all functional business areas and contains 
detailed information on tax, finance, and legal, among other subject matters. At early stages in the process, suitors may 
be given access to limited information for competitive reasons. As a suitor progresses in the process, the suitor will 
typically be given greater access to information and an opportunity to ask questions and request additional informa-
tion about the Target Company.

2.4 Winnowing the Field of Bidders 
Once the seller has received initial bids or indications of interest, it will examine and compare the bids, ultimately decid-
ing which party or parties will remain in the process. The seller’s considerations may include factors beyond purchase 
price, such as antitrust concerns, regulatory concerns, and status of financing. As part of the process to winnow the 
field of bidders, the bid package may include an “auction draft” of the transaction agreement, RWI policy quotes, or 
indicative RWI terms. 

2.4.1 Auction Draft of Transaction Agreement
The seller will typically prepare the preliminary draft of the transaction agreement for the auction, the so-called “auc-
tion draft,” which is intended to set the initial terms of the transaction from the seller’s perspective. The auction draft 
will be shared with the potential purchasers who survive the preliminary rounds in the auction. As part of their bid, 
the potential purchasers will be asked to mark up the draft and provide a redline version of its requested modifications. 
Therefore, well before this point, many sellers will decide whether to structure the transaction assuming that an RWI 
policy will be purchased. While it is possible to incorporate RWI at a later stage, at the process letter and initial bid stage, 
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the seller may have additional leverage to impose this structure at a time when multiple bidders are competing for the 
Target Company. In addition to considering RWI, the seller will need to consider its desired approach to negotiations 
(i.e., a very aggressive pro-seller approach versus a reasonable, middle-of-the-road approach). Bidders will also have 
to consider their approach to the markup of the auction draft of the transaction document, especially if the auction is 
competitive with multiple bidders vying for the Target Company. After the bidders submit their bids and markup of the 
auction draft, the seller and its investment banker may use the opportunity to negotiate better or additional terms for 
the seller. The bidders’ markup of the transaction agreement will provide the seller with insight into the transaction’s 
potential path forward and, therefore, often plays an integral role in the selection of a purchaser.

2.4.2 Indicative RWI Policy or Quotes
As discussed further below, a potential purchaser may introduce RWI to strategically offer more favorable terms to the 
seller and differentiate its bid. A potential purchaser may obtain quotes from multiple representation and warranty 
insurers to propose options for itself or the seller. Consequently, when selecting a potential purchaser, a seller must 
consider various items concerning RWI, including:

• One or more policies proposed by a single bidder;

• Differences in policies between bidders; and

• How the bidders may have leveraged the insurance policy in their proposed deal terms.

2.4.3 First Round of Bids
The first round of bids will be conducted in accordance with the sale process letter, which will set forth a deadline for 
bidders to submit their initial nonbinding bids or indication of interest. The initial bid or indication of interest is typi-
cally required to be submitted after the potential suitors have been given basic financial information and conducted 
preliminary due diligence on the Target Company, but sometimes suitors are required to submit an initial bid or in-
dication of interest based solely on the CIM. The sale process letter may require potential purchasers’ initial bids or 
indications of interest to include specific details, such as the bidder’s valuation (and any assumptions in reaching such 
valuation), consideration (e.g., stock, cash, or a combination of stock and cash), RWI quotes, and any regulatory or other 
approvals the government or a third party require. This initial bidding stage serves as a market check on valuation 
and a gauge of interest from the potential suitors in moving forward in the process. It also allows the seller to gain a 
broad understanding of the bidders’ requirements and any concerns about the Target Company, which the seller may 
use to negotiate with the particular bidder or cause the seller to eliminate a particular bidder from consideration. By 
eliminating a number of parties from consideration, the seller can focus on more serious or realistic potential purchas-
ers. Because the subsequent rounds will typically involve steps that are more time-intensive and share more sensitive 
information about the Target Company, removing any bidders that are not serious or realistic purchasers is critical for 
the seller’s efficiency.

2.4.4 Subsequent Rounds, Letters of Intent, or Race to Finish

2.4.4.1 Subsequent Rounds
Once the pool of bidders is reduced to a more manageable size, a seller will typically commence the next round of bid-
ding. In the second round, the sale process letter will likely require some or all of the following:

• A letter outlining the terms of a legally binding bid;

• A specific purchase price (not a range of value) and nature of consideration (e.g., stock, cash, or a combination 
of stock and cash), along with any assumptions pertaining to the purchase price;
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• A list of conditions or contingencies to the offer;

• Applicable financing information, such as a binding financing commitment or evidence of available funds;

• A markup of the transaction agreement and disclosure schedules; 

• A list of any remaining confirmatory due diligence; and

• A timeline for completing the propose transaction.

2.4.4.2 Letter of Intent or Race to Finish?
In addition to the purchase price and ability to execute the transaction, a bidder’s markup of the transaction agreement 
may also play a significant role in choosing the winning bidder. The bidder’s markup of the transaction agreement 
and the other terms of its bid will provide the seller with insight into key legal terms, anticipated points of significant 
negotiation, and the time, effort, and resources required to complete the transaction. Prior to granting exclusivity to a 
particular bidder, the seller and its investment bankers may choose to begin negotiations with multiple bidders. 

If a seller intends to focus its efforts on one potential purchaser, the parties may immediately commence final negotiations 
or the parties may find it more efficient to execute a letter of intent outlining key terms prior to entering into exclusivity. 
A letter of intent is typically nonbinding, with certain binding provisions (i.e., an exclusivity period for negotiations). The 
letter of intent, which often sets forth the parties’ understanding regarding purchase price, due diligence, and other deal 
terms, outlines key deal terms and serves as a road map for completing the transaction. Alternatively, in a competitive 
auction, the seller may move forward with multiple bidders without granting exclusivity and set up a race to the finish. 

2.5 Practical Considerations of Using RWI in the Sale Process 
The decision whether to procure an RWI policy in a given transaction must be made in light of the specific characteristics 
and facts surrounding the transaction. Both the purchaser and the seller share an interest in considering RWI, as it af-
fects the manner in which the transaction proceeds (e.g., timing, planning, and due diligence). However, there are also 
practical considerations for the purchaser and the seller individually to consider; such considerations are summarized 
in Exhibit 1 and discussed in further detail in this section.

Exhibit 1. Practical Considerations for the Purchaser 
and the Seller Individually to Consider

Advantage of RWI Purchaser Seller

Strategic Advantage at Auction x

Reduced Opportunity Cost x

Cleaner Exit x

Certainty of Collectability x

Streamline Negotiation Process x x

2.5.1 Seller Considerations for Using RWI
A seller in a proposed transaction has a number of business and legal considerations, including what to sell (e.g., as-
sets versus equity), selecting a purchaser, and the timing and terms of the proposed sale. The seller also has unique 
considerations with respect to RWI, including a cleaner exit from the business it is selling and the potential reduction 
in both opportunity cost and delay in receipt of funds. However, it is worth noting at the outset that purchasers are 
not ignorant to these potential benefits to the seller and may attempt to use such benefits to propose a purchase price 
reduction or extract other compromises. 
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2.5.1.1 Reduced Opportunity Cost and Delay in Receipt of Funds
RWI may be attractive to a seller because it can lead to the seller’s receipt of full consideration more quickly than, for 
example, a deal with an escrow. As a general matter, sellers of any type have an interest in receiving the sale consider-
ation as soon as possible, but private equity sellers in particular tend to find RWI attractive because it typically avoids 
the necessity of an escrow (or reduces its size), which, in turn, facilitates a quicker distribution of sale proceeds to the 
private equity fund’s investors. Basic economics demonstrates that, based on the time value of money, an amount of 
money received today is worth more than that same amount received in the future. A seller’s receipt of full consider-
ation more quickly in a transaction adds value by reducing potential opportunity costs incurred when all or some of 
the purchase price is placed into escrow. 

Placing a portion of the purchase price into escrow is fairly typical in private M&A transactions as a means to secure 
indemnification claims. The purchaser and seller will negotiate who will serve as escrow agent, how much of the pur-
chase price is placed in escrow, the procedures for the purchaser to make claims against that amount, and how long 
the funds are to remain in escrow. The seller will receive the remainder of the purchase price, if any, at the end of the 
escrow period, assuming there are funds remaining after paying any indemnification claims. 

RWI, however, presents an alternative process for the purchaser to make claims. Rather than making claims against the 
purchase price amount held in escrow, the purchaser will make a claim under the applicable RWI policy. The claims 
process and related matters are discussed elsewhere in this chapter. Parties may still choose to place an amount of funds 
into escrow in addition to the RWI policy, such as all or a portion of the retention under the policy. Nonetheless, an RWI 
policy will, in most instances, greatly reduce the amount of funds held in escrow, benefiting the seller. 

2.5.1.2 Cleaner Exit
Relegating the purchaser’s post-closing claims to an insurance policy also reduces, and sometimes even eliminates, 
post-closing exposure for the seller. In some cases, a “nonrecourse” policy may be negotiated, in which case there is 
no recourse against the seller post-closing—any and all claims must be handled through the RWI policy. In any event, 
where the underwriter and insurance policy bear responsibility for all or most of the seller’s recovery post-closing, the 
seller may swiftly and efficiently exit the business and limit any potential claims from the purchaser as a contingent 
liability in the process.

2.5.2 Purchaser Considerations for Using RWI

2.5.2.1 Potential Strategic Advantage in the Auction
As detailed in Section 2.3, one of the seller’s primary goals in the auction process is to encourage competition among 
potential purchasers and, therefore, elicit offers that are more favorable. RWI presents an opportunity for a potential 
purchaser to differentiate its bid and offer more seller-favorable indemnity terms to entice the seller. To illustrate, a 
purchaser’s bid that does not contemplate an RWI policy will require careful consideration of the indemnity provisions 
(e.g., caps, baskets). Conversely, a bid that contemplates RWI allows the purchaser to propose minimal indemnity provi-
sions, if any, which a seller may find attractive. Favorable, less controversial indemnity terms provide the parties with 
more time to discuss and negotiate the other terms of the transaction agreement. Taken together, a purchaser can use 
an RWI policy to differentiate its bid and create a strategic advantage.

2.5.2.2 Greater Certainty of Collectability
Another benefit of RWI policies is that the purchaser’s primary recovery mechanism is the insurance policy—not the 
seller. The significance of this benefit to the purchaser varies case by case depending on the size, number, and solvency 
of the seller(s). When taken in isolation, certainty of collectability is likely not the sole factor in deciding whether to 
procure RWI. Nonetheless, when considered with the other benefits and considerations for a seller, minimizing any 
risk of recovery is another built-in benefit to the seller and helps reduce risk levels generally within the transaction.
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2.5.2.3 Purchaser Beware—What RWI Does Not Cover
Despite the practical and strategic advantages to RWI discussed above, it is important to note that such policies do not 
replace all of the areas that a traditional, contractual indemnity package may cover. An RWI policy is, by its nature, 
limited to breaches of representations and warranties contained in the transaction agreement. Contractual indemnity 
packages, however, may be drafted to cover specific issues, such as preclosing tax liabilities, regardless of whether there 
is a breach of a representation or warranty in the transaction agreement.

Typical areas the parties may choose to cover in a contractual indemnity package aside from representations and war-
ranties include breaches of covenants in the transaction agreement and special indemnities. Common covenants may 
include restrictions on competition with the Target Company or solicitation of the Target Company’s employees. The 
breach of such a covenant could be harmful to a purchaser and undermine the value of its investment; nonetheless, a 
breach of covenant is not covered under an RWI policy. The parties may also choose to negotiate a special indemnifica-
tion provision to cover a specific issue uncovered in due diligence—for example, if diligence uncovers a violation of a 
regulation that may give rise to future liability. With contractual indemnification, the parties may agree to separate 
indemnification amounts and mechanisms related to the specific risk. On the other hand, as Section 2.5.4 discusses in 
further detail, any issues uncovered in due diligence will be excluded from the RWI policy coverage. The divergence 
between traditional contractual indemnity and RWI is important for purchasers to understand so that any potential 
risk associated with a breach of covenant or any desired special indemnities are properly considered and addressed.

2.5.3 Deal Timing and Planning
Despite the conveniences and advantages of RWI, procuring the policy affects each step of the deal process, including 
the purchase agreement, due diligence, deal timing, etc. Consequently, the parties should discuss and pursue RWI as 
soon as practicable in the transaction. As discussed further in Section 2.5.4 below, a common staple in the RWI process is 
a robust due diligence process, complete with a due diligence memorandum on the relevant subjects. In addition, there 
will be underwriting requirements related to the RWI policy. As a result, RWI requires advanced planning, budgeting, 
and preparation and is not a “quick fix” where diligence uncovers an issue or the parties reach an impasse negotiating 
the representations and warranties.

2.5.4 Impact on Due Diligence 
The underwriter of an RWI policy has a significant interest in due diligence and understanding the scope of the seller’s 
representations and warranties. Rather than conducting independent diligence directly with the seller, the underwriter 
will typically rely on the diligence the purchaser conducted. To facilitate this review, the purchaser will typically con-
duct thorough diligence on the seller and share key findings with the underwriter. From start to finish, the diligence 
process can be condensed into the following steps: 

1. Questions and requests for materials from the purchaser;

2. Production of answers and materials from the seller;

3. Review and follow-up questions and requests for materials from the purchaser; and 

4. Production of diligence reports or summaries. 

2.5.4.1 Diligence Questions and Materials
Generally, the purchaser will commence the diligence process by issuing a preliminary list of questions and materials 
requests to the seller. Though basic diligence questions are more or less “standard” in an M&A transaction, the prelimi-
nary list will also include specific questions and subject matter based on the industry in which the seller operates. With 
respect to planning for a more extensive diligence review, the parties should have a user-friendly, reliable process to 
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relay document requests and diligence questions and record whether diligence requests are open or closed. A common 
method to achieve this goal is with a “diligence tracker” in either document or spreadsheet format. A diligence tracker 
allows responses to questions or cites to data room folders the seller will add, and the purchaser can revise the diligence 
tracker to add any subsequent follow-up questions or requests. In addition to ensuring the diligence process is organized 
and limiting duplication of efforts, a diligence tracker is useful when drafting diligence reports and answering any ques-
tions from the underwriter regarding scope of diligence or any specific diligence questions the underwriter may have.

2.5.4.2 Review of Materials and Production of Diligence Reports
Depending on the size and industry of the seller’s business, review of diligence materials and the production of dili-
gence reports can become a time-consuming, costly task. In an effort to minimize such cost, a purchaser may choose 
to conduct all or some diligence in-house and rely on outside advisors (including legal counsel for the transaction) for 
various “specialty” areas (e.g., tax, accounting, and environmental and material contract diligence). Additionally, a more 
detailed report requires increased time and costs to produce the report. 

Even when the purchaser uses in-house attorneys or other strategies to minimize costs, there are logistical challenges 
with respect to diligence work product. For example, each advisor must either coordinate to write one due diligence 
report or separately write a report on the respective topic(s) it covers. In either case, advance consideration and planning 
at the outset of diligence is required, which further illustrates why RWI should be considered early in the deal process. 

Once the purchaser’s diligence is substantially complete, it will typically provide the underwriter with the diligence 
report(s) that the purchaser and its advisors have prepared.7 Once the underwriter has reviewed the diligence reports 
and materials, it will schedule an underwriting phone call for any subsequent follow-up diligence questions it may 
have either from issues raised in the report or any potential diligence areas not covered in the report. From a drafting 
standpoint regarding the reports, it is worth noting that a more fulsome diligence report may be considered less risky 
for the underwriter and result in fewer questions from the underwriter, while a less fulsome diligence report may be 
considered riskier and elicit more questions from the underwriter regarding diligence process and substance.

Recall that RWI policies do not cover any issues identified in due diligence (e.g., a specific litigation matter, a systemic 
defect in process or products, etc.).8 In fact, when any such issue is identified, the underwriter will typically revise the 
policy with a proposed exclusion relating to the issue identified. As a result, obtaining an RWI policy is not a simple 
solution where the parties have identified an issue in diligence and face potential disagreement as to how to modify 
indemnification in the purchase agreement. 

3.0 Overview of RWI9

3.1. Introduction to RWI
RWI is a type of insurance policy purchased in connection with M&A transactions and insures either a buyer or seller 
for breaches of the representations and warranties of the target company and the seller in the transaction agreements. 

3.1.1 Purpose
The primary purpose of RWI is to provide coverage for unknown breaches of representations and warranties in a trans-
action agreement and shift the primary risk of loss arising from an unknown breach of a representation or warranty 

7 The materials required to report diligence findings will ultimately depend on what the underwriter requires and may include any variation 
of diligence reports and phone calls.

8 There may be other types of insurance policies that could be procured to address matters a typical RWI policy does not cover.
9 The primary authors of Section 3 are Jennifer Drake, Vipul Patel, Stephen Davidson, and Jeffrey Buzen, with Aon Transaction Solutions. The 

views expressed herein are the authors and do not reflect the view of Aon or any of the organizations with which the authors are affiliated.
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from the seller or buyer to the insurance markets. RWI can be purchased as either seller-side or buyer-side coverage. 
Seller-side coverage is a form of liability policy, covering the seller’s liability for claims of breach of a representation or 
warranty. A seller-side policy is meant to backstop a seller’s indemnity or escrow obligation to provide certainty on the 
availability of sale proceeds post-closing. Buyer-side coverage is a form of first-party coverage, directly compensating the 
buyer for breaches of any representations and warranties by the seller that result in loss. A buyer-side policy is meant to 
supplement, or replace, a typical seller indemnity and escrow structure in a transaction agreement. Seller-side policies 
are rarely used in the current M&A market as they require the seller to provide a robust indemnity to the buyer and 
potentially keep funds in escrow for a period of time following closing. For this reason and other factors, the vast ma-
jority of policies are buyer-side policies. The policy is a tool M&A practitioners use to facilitate transaction negotiations. 

3.1.2 General Evolution of RWI
RWI has existed for at least 20 years. However, historically, the policy was only used in transaction circumstances where 
the buyer and seller could not agree on indemnification terms. The underwriting process would take typically four to 
six weeks as the carrier would conduct primary diligence, essentially repeating the diligence process the buyer had just 
undertaken. The policy also generally contained broad exclusions from coverage, including, for example, environmental 
matters, wage and hour matters, product liability, warranty and recall matters among other broad subject matter exclu-
sions. It would also generally exclude coverage for claims based on multiplied or consequential damages, including lost 
profits, loss of income, and diminution in value. In addition, premium rates were high and in the 5%-to-7% range based 
on the insurance amount or limit. Over the past five years, the underwriting process has become more streamlined and 
efficient, the scope of protection has improved with few, if any, broad subject matter exclusions, and premiums have 
decreased to a range of approximately 2.5% to 3.5% of the insurance limit.

3.1.3 Current Scope of RWI Coverage
As noted above, the policy insures a buyer or a seller for a covered loss arising out of an unknown breach of a represen-
tation or warranty being given in a transaction agreement.

The policy covers a certain dollar amount for losses, typically 10% of the target’s enterprise value; however, higher in-
surance amounts can be purchased for up to 100% of the target’s enterprise value. In addition, higher amounts can be 
purchased for specific representations and warranties only, such as fundamental, tax, financial statements, intellectual 
property, and regulatory compliance-type representations. 

The policy period is typically six years for true fundamental (such as organization, authority, and capitalization) and 
tax representations and warranties and three years for the general and operational representations and warranties 
(such as financial statements; material contracts; compliance with laws; environmental, employee, and labor matters; 
and intellectual property). In certain cases, the carrier will provide extended coverage for certain general representa-
tions for additional premium. 

The buyer-side policy will generally cover the entire set of the seller and target company representations and warranties 
as well as a customary preclosing tax indemnity, subject to standard exclusions (set forth below), an appropriate scope 
and level of buyer-side diligence being conducted to independently verify the accuracy of the representations, and a 
thorough disclosure schedule exercise. Carriers expect the representations and warranties to be “market” level and 
subject to a balanced set of negotiations (i.e., as if insurance were not being used in conjunction with the transaction). 
In certain instances, if the carrier views the representations and warranties as overly “buyer-friendly,” it may amend 
or revise those representations for policy purposes. While the policy typically no longer excludes claims based on a 
multiple or valuation basis or other consequential damages, the policy will not affirmatively cover those types of claims 
(i.e., there will be silence in the policy as to the availability of these types of damages). With this formulation, claims 
are capable of being made and paid on this basis. 
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Standard exclusions include the following:

• Losses due to breaches of representations and warranties of which the buyer had knowledge, typically defined 
as “actual knowledge” of certain identified deal team members;

• Interim breaches defined as breaches that first arose and that the buyer’s deal team discovered after signing 
and prior to closing;

• Purchase price adjustments (such as for working capital adjustments as of the closing date of the deal);

• Liabilities related to asbestos or polychlorinated biphenyls;

• Underfunded or unfunded pension and benefits plans and withdrawal liability;

• Forward-looking representations and warranties (such as revenue projections or the collectability of accounts 
receivable); 

• Transfer pricing; and

• The availability to the buyer of net operating losses, tax credits, or other deferred tax attributes.

In addition, deal-specific exclusions may arise based on the insurer’s underwriting. These exclusions would be for known 
issues identitifed in the buyer’s diligence process or for material areas that are not within the scope of buyer’s diligence 
process. Deal-specific exclusions for known issues should be narrowly tailored to the specific issue identified and not 
overly broad. Deal-specific exclusions resulting from gaps in diligence can be addressed with additional diligence into 
that particular subject matter. When there is an exclusion resulting from gaps in diligence, if a buyer cannot complete 
its diligence on a particular matter prior to signing, coverage can potentially be bound with a conditional exclusion that 
can be removed once diligence is complete following signing.

3.1.4 Reasons for Use/Benefits
There are multiple benefits to using RWI for the parties to an M&A deal.

For sellers, the benefits of such insurance include the following:

• It can allow for the reduction or elimination of the traditional seller’s indemnity for breach of representations 
and warranties.

• It can allow for the reduction or elimination of an escrow or holdback that would otherwise reduce the 
proceeds the seller’s shareholders receive at the closing of the transaction.

• It can provide for a cleaner exit to the seller, with fewer contingent liabilities associated with the sale of the 
company.

• The seller (and seller’s counsel) may be more comfortable giving the more extensive representations and 
warranties the buyer may desire in the acquisition agreement, without as many “materiality” and “knowledge” 
qualifiers, leading to a quicker resolution of the form of acquisition agreement.

For buyers, the benefits of representations and warranties insurance include the following:

• The buyer’s bid can look much more attractive to a seller if there is no (or limited) escrow or holdback required, 
since the buyer will rely on the insurance for indemnification protection. In a competitive M&A market, 
buyers that do not consider using insurance can be placed at a relative disadvantage. 
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• It can extend the duration of the representations and warranties, giving the buyer additional time to discover 
problems with the acquired business. The survial period of representations and warranties is generally longer 
in a policy than in a traditional indemnity.

• It can enhance or increase the amount of protection to the buyer, in amounts greater than the seller might 
otherwise agree to.

• The seller will likely be willing to give more extensive representations and warranties and more favorable 
indemnification terms (such as a full materiality scrape and silence as to the availability of indirect damages, 
instead of including a carve-out for such damages) in the acquisition agreement. In a seller-friendly market, 
the buyer can still receive buyer-friendly terms in the transaction agreement given the risk transfer from seller 
to an insurer. 

• In situations where the seller’s creditworthiness is a concern or there is a disparate set of selling shareholders, 
the policy be a more effective means of protecting the buyer.

• In situations where seller or management will rollover equity or continue to be a part of the business 
following closing, the buyer avoids potential disruptions of ongoing business relationships as claims by the 
buyer can be brought against the insurer instead of against these parties.

The use of RWI usually simplifies and speeds up the negotiation of the acquisition agreement since the seller has less 
interest in pushing back on the scope of the representations the buyer is negotiating for, especially if they do not survive 
closing. Further, in a deal where there will be some limited post-closing indemnification by the seller’s stockholders, the 
seller has less interest in resisting materiality caveats and limiting the availability of indirect damages where the insurance 
will cover all losses, and, therefore, this aspect of the deal negotiation also can typically be concluded relatively quickly.

3.2 Growth of RWI

3.2.1 Influx of Underwriters and Expanding Market
Over the past several years, there has been a significant increase in the number of insurers participating in this line of 
insurance as well as an increase in the amount of insurance capacity available. The current insurance market consists of 
primary insurance companies, including, but not limited to: AIG, AXA XL, Beazley, Berkley, Berkshire Hathaway, Chubb, 
Everest Insurance, Great American, The Hartford, Liberty, QBE, and Tokio Marine HCC as well as managing general 
agents (MGA) or managing general underwriters (MGU). MGAs and MGUs are specialized insurance underwriters 
that have been granted underwriting authority by an insurer or a consortium of insurers that typically do not have the 
internal underwriting expertise. Examples of MGAs and MGUs include Ambridge, ASQ, BlueChip, CFC Underwriting, 
Concord, Ethos, Euclid Transactional, and Vale. 

In the beginning of 2014, there were approximately six underwriters in the US RWI market. In the beginning of 2020, that 
number had expanded to more than 20, with additional underwriters expected to join the market. As a result, capacity 
has increased for both large and small transactions. Historically, transaction values under $50 million were not insur-
able. In the current market, RWI is being used on transaction values as low as $10 million to $20 million. In addition, 
the increased insurance capacity has allowed the use of RWI on larger transaction values as well. More than $1 billion 
of RWI capacity is available on a single transaction, meaning there is material insurance capacity available for deals up 
to and exceeding a $10 billion enterprise value (assuming 10% of transaction value coverage). 

In addition, certain insurers have gained expertise in underwriting certain highly regulated and more challenging 
industries such as healthcare, energy, and financial institutions. Historically, these were industries in which the place-
ment of RWI was more restricted and limited.
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3.3 The Standard RWI Placement Process
The RWI placement process takes approximately two weeks to complete. The process can be broken into three stages: (1) 
submission to insurance market and receipt of nonbinding indication letters (NBIL); (2) insurer underwriting process; 
and (3) negotiation of policy wording and coverage. Many professionals in this insurance industry (on the brokerage and 
insurer side) are former practicing corporate transactional lawyers, are experienced in mergers and acquisitions, and 
understand the importance of process efficiency and structuring proper insurance coverage in a condensed time frame. 

3.3.1 Submission and NBIL
The first stage of the RWI placement process is to engage an insurance broker to solicit nonbinding indication letters 
from insurers by means of a transaction submission. The broker submits basic transaction information including, but not 
limited to: (i) transaction value; (ii) amount of insurance requested; (iii) proposed indemnity structure; and (iv) process 
for diligence and list of professional advisors (such as legal/regulatory, financial, tax, and other specific areas) to the 
insurance markets. The submission also includes a business overview (such as confidential information presentation or 
management presentation), the latest draft purchase or merger agreement, and the latest set of financial statements. This 
information is provided pursuant to confidentiality undertakings, and the broker and insurers will sign nondisclosure 
or confidentiality agreements. The insurers review the information and provide NBIL, which summarize their initial 
coverage position, including any deal-specific exclusions and revisions to the purchase or merger agreement. The NBIL 
will also indicate areas of heightened underwriting, which are considered to be key risks that the insurer expects buyer’s 
diligence to focus on, and will include the premium amount, the cost for underwriting, the retention, and the retention 
dropdown (if applicable). It is important to note that, at this stage, the insurer has not taken a firm coverage position 
unless it has indicated a deal-specific exclusion in the NBIL. The insurer’s coverage position remains conditional on 
successful underwriting (with the assumption of appropriate diligence being conducted by the buyer and a “market” 
level and “balanced” set of representations and warranties being negotiated) as described below. 

3.3.2 Insurer Underwriting Process
The second stage of the process is when the policyholder chooses an insurer and moves into the formal underwriting 
process. The choice of the insurer will depend on certain factors including, among others, nonbinding indication terms 
(such as premium, retention, and initial coverage position), a preexisting client relationship (if any), industry-sector 
underwriting expertise, underwriting efficiency, and claims handling. At this stage, an underwriting fee would also 
be owed to the insurer for the insurer’s engagement of outside counsel to advise during the underwriting process. 
The insurer typically conducts the underwriting process through a secondary diligence process, not through its own 
primary diligence process. This approach is what allows the process to be completed in as little as three to seven days. 
The insurer will be granted access to the data room and the due diligence reports the buyer’s deal team and outside 
advisors prepared (subject to nonreliance or hold harmless letters). The insurer will also request the latest drafts of the 
transaction agreement and disclosure schedules (as well as amended drafts that are exchanged between the buyer and 
seller). The insurer will review this information, and the broker will schedule an underwriting call with the insurer 
and its outside counsel, the buyer deal team, and the buyer’s third-party advisors to discuss the transaction and the due 
diligence conducted, including any findings and conclusions. The call typically lasts for two hours and will cover all 
areas of due diligence, including specific subject matter due diligence such as financial/accounting, tax, environmental, 
intellectual property, industry-specific regulatory matters, and employee matters. The purpose of the call is for the 
buyer-side deal team and its advisors to get the underwriter comfortable that the relevant risks have been subjected to 
adequate and thorough diligence and to confirm the accuracy of the seller and target representations and warranties 
being given in the transaction agreement. The underwriter will want independent verification of the reliability and 
accuracy of the representations and warranties and not merely simple reliance on the seller’s willingness to give the 
representation or warranty for such accuracy. In addition, the insurer will want to confirm that sellers have disclosed 
any and all exceptions to the representations and warranties on the disclosure schedules, regardless of whether those 
exceptions are “material,” in order to be in a position to provide an appropriate “materiality scrape” as discussed below. 
Following the call, the insurer will provide a list of any follow-up questions and any proposed deal-specific exclusions 
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arising from their underwriting to date. In addition to answering the follow-up questions, the parties will begin to 
negotiate the policy and any deal-specific exclusions. 

3.3.3 Policy Negotiation and Binding
The final stage of the RWI placement process is the negotiation of policy terms and any deal-specific exclusions the 
insurer is proposing based on the due diligence conducted and the findings. While RWI policies are bespoke policies, 
most law firms and brokers will have a previously agreed-to form to streamline the negotiation of the general terms, 
conditions, and definitions. The main focus of the negotiation will be on the scope of the deal-specific exclusions. As 
mentioned previously, known issues uncovered in due diligence that can have a material exposure in relation to the 
retention under the RWI policy will most likely be excluded from coverage as they are known issues, the exposure of 
which should be subject to negotiation between buyer and seller. 

Deal-specific exclusions can also arise from gaps in due diligence for areas on which the insurer would expect the buyer 
to have conducted due diligence, but for which it did not. As noted previously, the insurer does not conduct its own due 
diligence and instead expects buyers to conduct due diligence on all applicable areas. If the buyer has not conducted 
due diligence on specific matters, the insurer will not be in a position to provide coverage for those matters. However, 
the buyer has the ability to conduct further due diligence to address any gaps and avoid an exclusion in the policy.

Once policy negotiations are completed, the insurer will bind the policy concurrently with signing of the transaction 
agreement. As a condition to binding, the insurer will require a no claims declaration from a member of the buyer 
deal team confirming that the buyer deal team does not have actual knowledge of any breach. This is akin to an anti-
sandbagging concept in a transaction agreement. For transactions where sellers will continue to have material ownership 
(greater than 30%) in the business post-closing, insurers will also require those sellers to execute a no claims declaration 
to provide full coverage for losses. 

3.4 Review of the Key Components of RWI Policies 
Although tied to the transaction agreement, the RWI policy is a separate contract between the insurance company and 
the policyholder. Like most insurance policies, RWI policies feature an insuring agreement, definitions, exclusions, and 
other provisions that set out the terms and conditions on which the insurance coverage is being provided. Each RWI 
policy is bespoke based on the specific transaction that is being underwritten, but the following section describes some 
of the key components that are typically common to all policies. 

3.4.1 Retention 
The retention in an RWI policy is a number that specifies the amount of loss that the insured or the seller must bear 
before the RWI insurer will make any payment, akin to a deductible on other insurance lines. It is typically 1% of en-
terprise value but is subject to a minimum for smaller deals and is often lower for deals with an enterprise value in 
excess of $300 million. 

The retention is an aggregate amount that is eroded by claims that result in loss that the policy would otherwise cover 
but for the fact that the amount of loss is below the retention threshold. It is also eroded by amounts that the policyholder 
is able to recover from the seller, whether from an indemnification claim or payout of an existing escrow. The amount 
that will constitute loss under an RWI policy, and thus erode the policy retention, will be reduced by any offsetting 
recoveries, including amounts paid under other insurance policies or any tax benefits realized with respect to the loss. 

Almost all RWI policies will contain a retention drop-down date. This is a date, often set at the later of 12 months post-
close and the expiration of the general representations and warranties under the transaction agreement, on which the 
retention amount will automatically be reduced by 50% of the initial retention (or some other amount as negotiated with 
the insurer). After the retention drop-down date, all new claims that arise will generally be subject to the lower of the 
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retention drop-down amount and the remaining aggregate retention if it has already been eroded by previous claims. 
In most cases, the retention drop-down amount will not apply to a claim that is noticed after the retention drop-down 
date if the insured had actual knowledge of a breach, a matter reasonably likely to give rise to the breach, a third-party 
claim, or loss, prior to the retention drop-down date. 

3.4.2 Loss, Defense Costs, and Other Expenses
RWI generally covers loss arising from a breach of representations and warranties in the transaction agreement as well 
as defense costs for third-party claims and, in many cases, additional costs and expenses such as the cost to investigate 
and establish the breach and the loss. However, the specific definition of “loss” will vary from policy to policy, and 
some policies have more favorable language than others. It may be defined broadly (to include any loss, liability, dam-
age, or the like, arising out of a breach of representations and warranties), or it may be limited to what would otherwise 
be recoverable under the transaction agreement. Either way, it is necessary to specify that loss is determined without 
regard to any liability or survival limitations in the transaction agreement that limit recovery against the seller. 

The definition of loss must also be read in conjunction with any exclusions in the policy pertaining to loss. For example, a 
policy with a broad definition of loss might still contain an exclusion that prohibits the insured party from recovering multi-
plied or consequential damages or implements other limitations on recovery, subject to the underlying purchase agreement. 

3.4.3 Materiality Scrape
A materiality scrape is a provision whereby some or all materiality qualifiers in the representations and warranties in 
a transaction agreement (e.g., “material,” “material adverse effect,” and “in all material respects”) are disregarded for 
the purposes of calculating loss (a single materiality scrape) and determining whether a breach has occurred (when 
combined with the scrape for calculating damages this is considered a double materiality scrape). While representations 
and warranties policies frequently follow the materiality provisions in a transaction agreement, that is not always the 
case. In fact, in recent years it has become more common for policies to contain a “materiality scrape,” by which the 
policy will disregard the materiality qualifications in a transaction agreement when determining whether any given 
representation is inaccurate or determining the amount of damages arising from any such inaccuracy, or both.

The presence of a materiality scrape in the insurance policy is to the benefit of the policyholder because it lowers the 
threshold that must be met to establish a breach and the loss arising from the breach. In addition, the concept of “mate-
riality” is inherently subjective and its removal from the analysis of coverage for a breach under a representations and 
warranties policy limits the potential for disputes between policyholders and insurers about what is, or is not, material. 

The language of the materiality scrape will vary from policy to policy. In particular, some variation exists with respect 
to whether the materiality scrape will apply to representations related to whether a material adverse effect (MAE) has 
occurred, on the one hand, or to defined terms, such as material contracts, on the other hand. 

3.4.4 Interim Breach 
Where a transaction involves a staggered sign and close, it is common for RWI to incept coverage at signing but contain 
an exclusion for losses arising from an “interim breach.” A breach may be characterized as interim where: 

• The facts and circumstances that gave rise to the breach took place between signing and closing; and

• A member of the buyer’s deal team obtained actual knowledge of the breach during the interim period. 

True interim breaches are rare, and an RWI policy generally will only exclude coverage for a breach where all of the 
facts that caused the breach occurred for the first time during the period between signing and closing. 
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3.4.5 Mitigation Obligations 
Where a policyholder submits notice of a breach or a matter that is reasonably likely to give rise to a breach under an 
RWI policy, it is standard for the policy to require the insured to undertake commercially reasonable efforts to miti-
gate any loss that might be expected to arise from the breach. The failure of the policyholder to attempt to mitigate 
could reduce the policyholder’s rights to recover under the policy to the extent that the loss could have been avoided 
through mitigation, although the onus most often is on the insurer to prove this before reducing or denying coverage. 
Importantly, the obligation to mitigate typically does not require the policyholder to seek recovery or recourse from the 
seller, except in the case of fraud. 

3.4.6 Other Insurance 
The “Other Insurance” provision in RWI policies stipulates that these policies are intended to provide excess insurance 
coverage over any other valid and collectible insurance policy. While the RWI carrier may request that the policyholder 
provide notice and use good-faith efforts to obtain coverage for loss arising from a breach under a primary insurance 
policy (e.g., directors’ and officers’ liability insurance, professional liability insurance, environmental liability insurance, 
cyber insurance, and product liability insurance), in the majority of cases, a policyholder will not be required to first 
pursue a claim under another insurance policy or source of recovery before being eligible for payment under an RWI 
policy. In addition, most RWI policies will not allow the insurer to use any coverage dispute with a primary insurer or 
delay in a payment by a primary insurer as a reason to delay or deny coverage under the RWI policy. However, where 
a payment is made under the RWI policy, the insurer will then be subrogated to the policyholder’s rights to such other 
primary insurance coverage (to the extent of the payment made under RWI).

3.4.7 Dispute Resolution Clause 
RWI policies will contain a dispute resolution clause. Generally, this clause provides that any dispute or disagreement 
with respect to the policy will be submitted to either: (i) a court of competent jurisdiction through commencement of a 
judicial proceeding; or (ii) arbitration. In most policies, this election will be at the discretion of the policyholder. While 
the terms that will govern the arbitration or judicial proceeding may be negotiated between the policyholder and the 
insurer, some policies allow for the prevailing party to be entitled to reasonable legal fees, costs, and expenses of the 
arbitration or proceeding, although most will also include a cap on the amount of fees and expenses that either party 
might be required to pay. In some instances, the clause may also be negotiated to include mandatory mediation, baseball 
arbitration, or other mechanisms intended to expedite the arbitration process.

3.5 Common Policy Exclusions 
The following is a nonexhaustive list of the categories of typical RWI exclusions.

3.5.1 Actual knowledge
Representations and warranties policies exclude coverage for any loss arising from a breach where the deal team mem-
bers (a defined group of individuals) had actual conscious knowledge of the breach prior to the inception of the policy. 
Given the fact that the premise of RWI is to insure unknown transactional risk, it is unsurprising that this exclusion is 
universally included in these policies. 

What will constitute “actual knowledge” may vary slightly from policy to policy, but, most often, with respect to a breach, 
it will mean that the deal team members have actual conscious awareness of an underlying fact, event, or condition, and 
actual conscious awareness that such underlying fact, event, or condition actually constitutes a breach. Additionally, 
actual knowledge will not include constructive or imputed knowledge of a person, nor the actual, constructive, or im-
puted knowledge of an outside advisor or agent of such person. It also does not require a duty or obligation of inquiry 
other than with respect to the specifically identified deal team members. The burden is on the insurer to prove that the 
specified individuals had actual knowledge such that this exclusion is applicable to any loss. 
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3.5.2 Purchase Price Adjustment, Working Capital Adjustment
The purchase price or working capital adjustment exclusion becomes relevant in a scenario where the policyholder has 
notified the insurer of a breach but, at the same time, is attempting to recover at least a portion of its loss through a 
purchase price adjustment. To the extent that the policyholder does not offset the entirety of its loss, it may look for the 
RWI policy to cover the remainder. Where the policyholder is able to offset its loss through a purchase price or working 
capital adjustment, the exclusion is intended to preclude double recovery under the policy. 

3.5.3 Punitive or Exemplary Damages, Fines, or Penalties
It is standard for representations and warranties policies to exclude coverage for punitive or exemplary damages and 
criminal or civil fines or penalties. However, this exclusion usually will not apply: (i) where the damages, fines, or penal-
ties are insurable by law in the jurisdiction that most favors coverage; and (ii) where the damages, fines, or penalties are 
awarded and assessed against the policyholder in connection with a third-party demand or a settlement. Additionally, 
defense costs related to the foregoing should still constitute loss under the policy.

3.5.4 Other Standard Exclusions 
Most policies also will carve out coverage for loss arising from post-closing statements or extra contractual represen-
tations or warranties, asbestos or polychlorinated biphenyls risk, unfunded or underfunded benefit or pension plans, 
transfer pricing matters, and some types of accrued or deferred tax liabilities (such as net operating losses). It is impor-
tant to note that standard exclusions may vary from insurer to insurer, and, for some, it may be customary to include 
exclusions that are different from, or in addition to, those discussed in this list. 

3.5.5 Situations in Which Standard Provisions May Change
In addition to the standard exclusions discussed above, insurers will often identify certain aspects of a deal as areas 
where they will conduct enhanced due diligence in the course of the underwriting process. This is an indicator that 
these are matters that the insurers will give more attention to and they will focus on the buyer’s diligence findings with 
respect to these areas before determining whether or not they will provide coverage. 

Where an insurer continues to have concerns about certain aspects of the risk after reviewing the buyer’s diligence, a few 
approaches might be taken. The insurer may opt to include a blanket exclusion to address the risk, exclude representa-
tions and warranties that are specific to the risk, or, further, for example, in the case of environmental risk exposure, 
limit any coverage to the scope of coverage an underlying insurance policy provided such that the RWI would only 
respond where that underlying policy has been exhausted. 

3.6 Claims 

3.6.1 Claim Frequency and Size 
While the number of claims being notified to insurers under RWI policies has risen in recent years, the data are not 
yet sufficiently developed to establish whether insurers are seeing a true increase in the overall frequency of claims 
or whether the increase is solely attributable to a greater number of representations and warranties insurance policies 
being placed. In 2019, AIG released a U.S. representations and warranties insurance claim study (the AIG Claim Study) 
reporting that the overall claim frequency for all deals globally was 20%, with one in five deals seeing a claim notifica-
tion.10 In a recent North American representations and warranties claim study released by Aon (the Aon Claim Study), 
the average percentage of RWI policies notified with a claim each year between 2013 and 2016 was 22%.11 However, the 

10 American International Group Inc. (AIG) “Taxing Times for M&A Insurance: Representations & Warranties (US) version” (2019) at pg. 3 (the AIG 
Claim Study), available at aig.com/content/dam/aig/america-canada/us/documents/insights/aig-manda-claimsintelligence-2019-r-and-w.pdf.

11 Aon, “Representations and Warranties Insurance Claim Study: An Analysis of Claim Trends, Data, and Recoveries” (2020), available at: aon.
com/risk-services/amats/2019rwclaims (the Aon Claim Study).

https://www.aig.com/content/dam/aig/america-canada/us/documents/insights/aig-manda-claimsintelligence-2019-r-and-w.pdf
https://aon.com/risk-services/amats/2019rwclaims
https://aon.com/risk-services/amats/2019rwclaims
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Aon Claim Study also reported a steady uptick in the annual percentage of policies notified with a claim from 18.6% in 
2014 to 25.3% in 2016, noting that it was too early to determine whether the rise in claim frequency would persist for 
the 2017 policy year and onwards.12 

When claim frequency is examined on the basis of deal size, the AIG Claim Study found that claim notifications between 
2011 and 2017 remained highest for the largest, most complex deals and that deals between $500 million and $1 billion 
experienced a rise in the percentage of policies notified of a claim from 21% to 26% during that same time period.13 The 
Aon Claim Study reported a similar trend, finding that policies placed on deals valued over $1 billion were notified of 
a claim more than twice as often than deals with a purchase price less than $100 million. The Aon Claim Study went 
on to look at the likelihood that those notifications would result in a payment under RWI and found that, while larger 
deals have seen a higher frequency of claim notifications than deals with a lower purchase price, a smaller percentage 
of the claims made on large deals have resulted in a payment.14

Another significant trend being discussed with respect to RWI is evolving claim severity. The Aon Claim Study reported 
movement upwards in recent years with respect to the size of claims being made under representations and warran-
ties policies, advising that the number of claim payments on these policies over $10 million has increased from 17% of 
all claims paid in 2017 to 26% of all claims paid in 2019. The AIG Claim Study also noted a recent change in claim size, 
citing the fact that the proportion of material claims over $10 million paid by AIG (or estimated in case reserves) nearly 
doubled year on year, from 8% to 15%. The average claim size within the group of material claims was $19 million.15 

3.6.2 Frequency by Type of Breach 
Exhibit 2 from the Aon Claim Study illustrates the types of representations and warranties alleged to be breached most 
frequently (either individually or in connection with other alleged breaches): Thirteen percent of breaches reported 
during the study period related to inaccuracies in the financial statements, 12% arose from a failure to comply with 

12 Id. at pg. 2.
13 Supra note 1, at pg. 2.
14 Supra note 2, at pg. 3.
15 Supra note 1, at pg. 3.

Exhibit 2. Frequency by Type of Breach

* Example of “other” breaches includes breaches of representations and warranties around food safety and quality, privacy and 
data security, product labelling, licenses, export matters, inventory, etc.
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applicable laws or governmental authorities, 11% related to tax matters, 10% related to the no undisclosed liabilities 
representations, and another 10% related to employment- and labor-related matters. Material contracts breaches round 
out the top six, cited 9% of the time.16 Interestingly, these results are very similar to the results in a global claim study 
published by AIG in 2018.17 That study also placed financial statements breaches as the No. 1 category of breach cited 
most often in representations and warranties claims globally (18%), followed by tax (16%), compliance with laws (15%), 
material contracts (14%), and employee-related breaches (9%).18 

3.6.3 Description of Claim Process

3.6.3.1 Timing for Notification
Like other insurance policies, RWI policies require the insured to provide timely notice in order to perfect a claim. Most 
RWI policies will specify that a claim notice should be submitted as soon as reasonably practicable and/or specify a 
certain number of days from discovery of a breach within which notice must be provided. Policies should, however, 
contain a “no prejudice” provision to reduce the risk of the insured losing coverage due to untimely notice. Such provi-
sions preserve coverage in the event of late notice except where, and to the extent that, the insurer can demonstrate that 
it suffered prejudice as a result of the late notice. 

In many policies, the requirement to provide notice is triggered when one or more members of a specified group of 
individuals, often defined as the “deal team members” and the key executives of the insured, gain actual knowledge 
of a breach of the representations or warranties, a third-party claim, or loss. In other policies, knowledge of any matter 
that could give rise to a breach triggers the requirement to provide notice. In all cases, policyholders should familiarize 
themselves with the policy notice provisions in advance of any claim. 

3.6.3.2 Defense and Settlement of Third-Party Claims
Both buy-side and sell-side RWI policies provide coverage for third-party claims. Typically, the policyholder is respon-
sible for defending the claim while the insurer will be responsible for defense costs above the policy retention. 

The insured is required to get consent from the insurer for its legal counsel (except where otherwise specified in the 
policy), and it is common for the insurer to retain the right to associate in the investigation, defense, and settlement of 
any third-party claim. In fact, typically, policies will specify that an insured must obtain written consent from the in-
surer before settling a third-party claim where the settlement amount exceeds a specified threshold or, in some policies, 
consent is required for any settlement with a third party. It is important that a policyholder be cognizant of these require-
ments in the RWI policy to avoid possible issues with insurance coverage following the resolution of a third-party claim. 

3.6.3.3 Subrogation 
An important part of the RWI indemnity structure is the insurer’s right under the policy to be subrogated to the policy-
holder’s rights of recovery against third parties to the extent that a claim payment is made. In addition, often insurers 
of buy-side policies retain the right to subrogate against the seller in cases of fraud. 

If a buy-side policy is included in a deal as a benefit to the seller, the seller should be careful to review the policy and 
the transaction agreement to ensure that any recourse that the insurer may have against the seller is in line with the 
seller’s expectations. The buyer of RWI will want to review the subrogation language to determine whether the insurer 

16 Supra note 2, at pg. 7. 
17 American International Group Inc. (AIG) “M&A Insurance—The New Normal?” (2018) at pg. 5 (the AIG Global Claim Study), available at: aig.

com/content/dam/aig/america-canada/us/documents/insights/aig-manda-claimsintelligence-2018-r-and-w.pdf.
18 Ibid.

https://www.aig.com/content/dam/aig/america-canada/us/documents/insights/aig-manda-claimsintelligence-2018-r-and-w.pdf
https://www.aig.com/content/dam/aig/america-canada/us/documents/insights/aig-manda-claimsintelligence-2018-r-and-w.pdf
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may have rights against a vendor, member of the management team, or anyone else with whom the buyer may have a 
continuing relationship. 

Where a policyholder seeks to enter into a settlement with a seller or a third party, it must be cognizant of the obligation 
to preserve the insurer’s subrogation rights. This may mean that the policyholder is unable to offer the counterparty a 
global release without prior insurer consent. 

3.6.4 Case Studies

Loss of Material Customers 
A private equity firm purchased an RWI policy in connection with the acquisition of a service provider. Post-close, the 
buyer discovered that multiple material customers of the company had notified the sellers of the termination, or the 
intent to terminate, their relationship prior to the close of the transaction. This information was not disclosed to the 
buyer and represented a breach of the material customer and financial statements representations. The buyer contacted 
Aon and filed an RWI claim alleging that the resulting loss was recurring in nature and had an impact on the valuation 
of the company. As such, the buyer sought damages on the basis of a multiple. 

Upon review of the facts, the insurer agreed that the situation constituted a breach of the specified representations and 
warranties in the transaction agreement. Due to the nature of the damages being sought and the alleged impact on 
purchase price, the insurer engaged a forensic accounting expert and, among other supporting documents, reviewed 
the analyses, projections, and background documents used to determine the purchase price of the target company. 
Ultimately, the insurer agreed with the insured’s assessment of loss and paid damages on the basis of a multiple as well 
as the insured’s legal fees (after application of the policy retention).

Financial Statements Breach 
Within one year of its purchase, a private equity firm began to investigate when the company it had acquired was falling 
far short of projections. As a result, it discovered that there were a number of errors in the target company’s financial 
statements at the time of the acquisition, including a failure to account for certain expenses that did not fairly represent 
the company’s financial position and the results of its operations. In addition, the buyer believed that the seller failed to 
disclose a material change to one of its business relationships as well as its knowledge of a contractual agreement under 
which the company owed money to a third party. The buyer submitted an insurance claim under its representations 
and warranties primary and excess insurance policies. 

The issues the buyer identified had a direct and recurring impact on the company’s EBITDA such that the buyer sought 
damages on the basis of a multiple. To assist in investigating the claim and determining loss, the insurers in the RWI 
program engaged forensic accounting experts. Aon worked closely with the buyer and its advisors to successfully dem-
onstrate the breaches and the loss to insurers resulting in acknowledgement of loss beyond the primary insurance limits.

Condition of Asset Breach 
Approximately eight months following the close of a transaction, a strategic buyer completed testing of physical assets. 
Such testing demonstrated that one of the assets it had purchased was in poor condition and required significant repair, 
or even possible replacement. This constituted a breach of the representations and warranties of the seller with respect 
to the condition of the assets being purchased, and the buyer made a claim under its RWI policy. 

The insurer reviewed the findings of the experts the buyer retained as well as other supporting documents to confirm 
that the asset required the repairs for which the buyer was claiming loss. The insurer also reviewed various invoices 
to verify the cost of the repairs. Ultimately, the buyer’s costs to repair the asset were covered in full.
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4.0. Representations and Warranties Litigation19

4.1 Introduction
Litigating claims for breach of representations and warranties typically involves well-defined breach of contract principles. 
Usually, a party claiming another party breached a representation and warranty must establish: (1) that a representation 
or warranty had, in fact, been agreed on; (2) that the counterparty breached that representation or warranty; and (3) that 
the breach caused damages.20 That said, a number of specific issues recur in litigation involving representations and 
warranties. Namely: (1) the survival period for breach of representations and warranties claims; (2) nonreliance clauses 
and other contractual limitations on recovery; and (3) allegation of “sandbagging.” This section provides an overview 
of these three issues and discusses the published decisions addressing these issues. Additionally, this section will also 
touch on other issues that will likely arise in the future RWI coverage, but for which there is currently little or no authority.

4.2 Survival Periods
Like all breach of contract claims, breach of representations and warranties claims are subject to various statutory 
limitation periods. However, claims for breaches of representations and warranties are also often subject to negotiated 
survival periods set forth in a “survival clause” contained in purchase agreements. Survival clauses set out the time 
period in which a buyer can pursue an action against the seller for breach of a representation or warranty, and these 
agreed-on limitation periods may shorten or, in some jurisdictions, lengthen the applicable limitation period.21 The 
length of these negotiated survival periods can vary significantly depending on the relative negotiating power of the 
parties as well as their respective goals.22 Purchase agreements may even set forth more than one survival period. For 
example, parties may determine one survival period will apply to “general representations and warranties,” different 
survival periods will apply to representations and warranties involving government enforcement or regulatory action, 
and still other survival periods will apply to “fundamental representations and warranties.”23

This section provides an overview of some of the commonly litigated issues surrounding survival periods and how 
courts have addressed those issues.

4.2.1 Litigation Relating to Determining the Applicable Survival Period.
Absent an agreement between the parties on a survival period, the default survival period is the relevant jurisdiction’s 
statute of limitations period applicable to breach of contract actions. As such, in the event a contracted survival period is 
deemed invalid or unenforceable, the default statute of limitations period will apply. However, where a survival clause 
is not properly agreed to, or is found unenforceable, the relevant limitations period may be less than clear because the 
state law that should be applied is often unclear. 

Initially, as with many other issues involving corporate transactions, Delaware law concerning survival periods is 
particularly relevant because many purchase agreements include a choice of law clause stating that Delaware law will 
apply to any disputes that may arise under the agreement.24 In Delaware, the legislature has enacted a statute of limita-
tions applicable to breach of contract claims that expressly allows parties to freely set survival periods for transactions 

19 Thomas K. Cauley Jr., a partner at Sidley Austin LLP, wrote this Section 4 with the assistance of Ross O. Kloeber IV, an associate at Sidley 
Austin LLP. The views expressed in this Section 4 are those of the authors and do not represent the views of, and should not be attributed to, 
Sidley Austin LLP.

20 See, e.g., Osram Sylvania, Inc. v. Townsend Ventures, LLC, 2013 WL 6199554 at *6 (Del. Ch. Nov. 19, 2013).
21 Will Pugh, “Getting What You Bargained For: Avoiding Legal Uncertainty in Survival Clauses for a Seller’s Representations and Warranties 

in M&A Purchase Agreements,” 12 J. Bus. Entrep. & L. 1, 2-3 (2019).
22 Id. at 9. 
23 Gregory Fine and Jessica Mendoza, “Survival Reps and Warranties: Avoiding Unpleasant Surprises for Buyers,” Mintz, Levin, Cohn, Ferris, 

Glovsky, and Popeo pC, M&A Alert (May 16, 2014) (available at mintz.com/newsletter/2014/Advisories/3992-0514-NAT-CORP-MA/index.
html).

24 Modern businesses have developed a preference for Delaware law with respect to corporate governance and issues relating to complex 
corporate transactions due to “the combination of its flexible corporate code, the responsiveness of its legislature, the wealth of legal 

https://www.mintz.com/newsletter/2014/Advisories/3992-0514-NAT-CORP-MA/index.html
https://www.mintz.com/newsletter/2014/Advisories/3992-0514-NAT-CORP-MA/index.html
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or agreements involving $100,000 or more.25 Under this law, the only outer limit on the parties’ ability to contract as to 
the survival period is a statutory maximum survival period of 20 years.26 As a result of Delaware’s flexible approach 
to bargained-for survival periods, and other states’ resistance to following the approach,27 parties to complex transac-
tions frequently specifically provide that Delaware’s law will govern the survival clause in the purchase agreement.28

However, questions may arise with respect to the relevant law even where the parties have agreed that the Delaware 
law applies. Under traditional choice of law principles, “procedural” law issues are typically governed by the law of 
the forum in which the dispute is resolved and “substantive” law issues are governed by the law of the jurisdiction 
set forth in the agreements choice of law provision (absent such a provision, the law of the jurisdiction as identified 
by general choice of law principles).29 Statutes of limitations are frequently deemed to be “procedural” in nature and 
are, therefore, governed by the law of the forum in which the dispute involving the representation or warranty is to be 
resolved.30 It is further commonplace for parties to a complex transaction to include a forum selection provision for any 
litigation relating to the purchase agreement, in addition to a choice of law provision.31 Frequently, purchase agreements 
select Delaware law but agree to litigate their dispute in another state. A number of states have not adopted statutes 
of limitation that are as easily modified by agreement between the parties as Delaware’s, and some expressly prohibit 
modifying the applicable limitation periods.32 As such, where parties agree to adopt Delaware law but litigate in a differ-
ent state—either because of a forum selection clause or for some other reason—the enforceability of their bargained-for 
survival period may be jeopardized.

Furthermore, even where a dispute is litigated in Delaware, questions regarding what law will determine the applicable 
survival period may persist because Delaware’s procedural law and “borrowing statute” require Delaware courts to 
apply the shorter of either the statute of limitations in Delaware or the statute of limitations in the jurisdiction where 
the dispute “arose.”33 For example, in Central Mortg. Co. v. Morgan Stanley Mortg. Cap. Holdings, LLC,34 a court considered 
whether Delaware or New York’s limitations period applied to the breach of representations and warranties claims 
stemming from an agreement that contained a choice of law provision designating New York law and a forum selection 
clause designating Delaware as the appropriate forum.35 Although the parties originally did not dispute that the three-
year Delaware limitations period applied under Delaware’s borrowing statute, the court sua sponte raised the issue of 
whether New York’s six-year limitations period should apply instead.36 Ultimately, the court determined that, because 
Delaware’s limitations period was shorter, it applied to the action under the text of Delaware’s borrowing statute.37 

Notwithstanding the express language of the Delaware borrowing statute, Delaware courts have departed from its 
language where they have found application of the borrowing statute would subvert the statute’s purpose. For example, 
in Saudi Basic Indus. Corp. v. Mobil Yanbu Pet. Co. Inc., the Delaware Supreme Court considered whether Delaware or 

precedent, its efficient and knowledgeable court system, and its business-like Secretary of State’s office.” Demetrius G. Kaouris, “Is 
Delaware Still a Haven for Incorporation?” 20 Del. J. Corp. L. 965, 1011 (1995).

25 Del. Code Ann. 10§ 8106.
26 Ibid.
27 See Pugh, supra note 2 at 12.
28 See id. at 12-13.
29 Id. at 14.
30 Ibid.
31 Ibid.
32 Pugh, supra note 2, at 12 fn. 46 (“As examples, South Carolina, Alabama, Florida and Missouri all have ‘controlling statutes’ which prohibit 

contractual shortening of the statute of limitations. (citing S.C. Code Ann. § 15-3-140; Ala. Code § 6-2-15; Fla. Stat. Ann. § 95.03; Mo. Rev. Stat. 
§ 431030)). 

33 Del. Code Ann. 10 § 8121.
34 2012 WL 3201139 (Del. Ch. Aug. 7, 2012).
35 Id. at 17
36 Id. at 16-17
37 Ibid.
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Saudi Arabia’s limitations period should govern a dispute between two parties arising in the context of a joint venture.38 
There, the three-year Delaware limitations statute would have barred an action; however, the Saudi Arabian limitations 
period would not.39 Because the lawsuit indisputably arose in Saudi Arabia, the court concluded that, under the text of 
the Delaware borrowing statute, the shorter limitations period, i.e., Delaware’s, should have applied.40 Nonetheless, the 
court recognized that the purpose of the borrowing statute would be subverted “by enabling [the defendant] to prevail 
on a limitations defense that would have never been available to it had the [] claims been brought in the jurisdiction 
where the cause of action arose.”41

Finally, once the law governing the survival period in an agreement is ascertained, parties may still face issues in 
properly memorializing an intent to modify the applicable statute of limitations. For example, to invoke this statutory 
right, Delaware courts have required clear manifestation of the parties’ intent to modify the statutory limitations period. 
In a seminal Delaware case on the issue, Bear Sterns Morg. Funding Trust v. EMC Mortgage, LLC,42 the court considered, 
in relevant part, whether a purchase agreement required the application of Delaware’s standard, statutory three-year 
limitations period or whether that statutory limitations period had been successfully modified by agreement.43 Under 
Delaware’s law, to successfully modify the applicable survival period, the parties’ agreement must sufficiently identify 
a “specific period” in which a claim can be brought.44 The court in Bear Stearns held that parties may sufficiently identify 
a period of time by reference to an “occurrence of some other event or action.”45 In that case, the purchase agreement 
provided that a cause of action for breach of representations or warranties would not accrue until: (1) the discovery 
of the breach; and (2) the seller failed to cure the breach.46 The agreement did not expressly provide a time period in 
which the claim could be brought after the occurrence of these conditions. However, the court found the parties had 
clearly expressed their intent to modify the default statutory limitations period as the default accrual, which would have 
required the accrual of the cause of action on the closing date regardless of when the breach was actually discovered.47 
The court ruled, under the parties’ agreement, once the two conditions outlined above were satisfied, the relevant limita-
tions period to bring a claim would be the standard three-year limitation from the date of that occurrence.48 The court 
further noted that, despite the fact that the agreement was silent on the issue, that the outer limit to bring a claim was 
20 years under Delaware’s statutory maximum.49 Thus, under Delaware law, modifications to the applicable limitations 
period can also be achieved through modification of the default accrual rule.

Conversely, in Hydrogen Master Rights, Ltd v. Weston,50 the purchase agreement included a provision that allowed the 
seller to cure a breach of the purchase agreements’ representations and warranties within 45 days of the closing but 
did not include any express language regarding the accrual of a buyer’s claims.51 The seller argued that the applicable 
statutory limitations period barred the claim, while the buyer argued that the language regarding a cure had effectively 
extended the survival period under the agreement.52 The court distinguished the agreement from the agreement in Bear 
Stearns on the basis that it did not expressly refer to the accrual of a claim and found that the parties had not expressed 
an intent to modify the statutory limitations period.53

38 866 A.2d 1 (Del. 2005).
39 Ibid. 
40 Ibid. 
41 Id. at 17-18
42 2015 WL 139731 (Del. Ch. Jan. 12, 2015)
43 Id. at * 14-15.
44 Id. at *15 (citing Del. Code Ann. 10 § 8106).
45 Ibid. 
46 Ibid. 
47 Id. at *15. 
48 Ibid. 
49 Ibid. 
50 223 F.Supp3d 320 (D. Del. 2017).
51 Id. at 330. 
52 Ibid.
53 Ibid. 
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In sum, determining the applicable survival period requires navigating a complex path of state-specific issues involv-
ing choice of law and forum selection, as well as issues of contract interpretation, all of which may impact the parties’ 
ability to enforce an agreed-on limitations period. 

4.2.2 Litigation Relating to the Perfection of Notice Requirements
In addition to identifying the relevant period in which a breach of representation or warranty claim can be brought, an-
other issue that is frequently litigated is whether the buyer has perfected its claim within the survival period.54 As with 
most issues in the representations and warranties context, the key considerations will be what the parties’ agreement 
says. However, parties often agree that the buyer submit to the seller some form of written notice of a claim of breach of 
a representation or warranty in order to properly preserve the claim for breach. Such written notices have been causes 
for disputes over whether they contain sufficient detail regarding the alleged breach of representations or warranties, 
as well as whether they were properly submitted.55

In Aircraft Services International, Inc. v. TBI Overseas Holdings, Inc., a Delaware court considered whether a buyer’s claims 
for indemnification arising from a purported breach of representations and warranties related to environmental issues 
were timely under the purchase agreement’s survival clause.56 The breach at issue in that case was subject to the pur-
chase agreement’s two-year survival period.57 Within the two-year period, the buyer sent the seller a written notice that 
it had received from the Environmental Protection Agency regarding certain properties that had been transferred to the 
buyer under the parties’ agreement and stated in the notice that the issues raised in the Agency’s notice “may constitute 
a loss or litigation expense for which [buyer] is entitled to indemnification.”58 The seller argued that the notice was not 
sufficiently specific under the agreement.59 The court determined that, under the parties’ agreement, the notice was only 
required to be: (1) written; (2) given within the contractual survival period; and (3) sufficiently related to some specified 
representation or warranty in the agreement.60 As such, because the notice and its incorporated attachment satisfied 
all of these minimal requirements, the court found the buyer had satisfied the agreement’s notice requirements.61 Thus, 
courts appear to take a pragmatic approach to notices of possible claims and will look to whether the notice fulfills the 
purposes of the notice requirements under the agreement. 

In addition to substantive requirements for notices of breach, purchase agreements often have specific provisions re-
garding the process and timing for submitting a breach notice. For example, in US Bank National Association v. GreenPoint 
Mortgage Funding, Inc., a buyer brought a number of claims related to alleged breaches of representations and warran-
ties—one of which was a claim alleging a failure to cure under the terms of the parties’ agreement.62 To trigger the agree-
ment’s obligations to cure, a buyer was required to provide written notice to the seller.63 But the buyer filed its lawsuit 
prior to providing written notice of breach to the seller.64 The court found that, because the cure requirement under the 
purchase agreement was not triggered until after a breach notice was provided, the buyer was not entitled to sue on its 
claim that the seller had failed to cure its breach of the agreements’ representations and warranties.65 

54 Glenn D. West, “How a 12 Month Survival Period Can Become a Lot Longer (or Not)—The Required Notice of Claim,” Global Private Equity 
Watch, Weil, Gotshal & Manges LLP (March 22, 2018).

55 See e.g., HC Cos., Inc. v. Myers Indus., Inc., 2017 WL 6016573 (Del. Ch. Dec. 5, 2017).
56 2014 WL 4101660 (Del. Sup. Ct. Aug. 5, 2014).
57 Id. at 3.
58 Id. at 4.
59 Id. at 5. In addition to its primary argument that the notice was not sufficiently specific, the seller also argued that the notice section 

impermissibly extended the statute of limitations. However, the court found that, absent an express provision conflicting with the 
Delaware statute, the agreement would be read as complying with Delaware’s 20-year maximum limitations period.

60 Id. at 4.
61 Id. at 5.
62 U.S. Bank Nat. Ass’n v. GreenPoint Mortg. Funding, Inc., 147 A.D.3d 78 (N.Y. App. 2018).
63 Id. at 87.
64 Ibid. 
65 Id. (“To the extent [buyer] has asserted claims that rely upon [seller’s] notification … those claims were correctly dismissed because the 

breach notices were sent too late. Where, as here, a contract species a cure period, any claim premised on the failure to effect a cure is 
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When seeking to perfect their breach of representations and warranties claims, buyers will often be required to satis-
factorily comply with both substantive and procedural requirements in submitting notice of breach. In sum, Delaware 
courts appear to take a pragmatic approach when determining the intent of the parties’ notice of claims requirements 
under a purchase agreement.

4.3 Nonreliance Provisions and Contractual Limitations on Recovery
Purchase agreements are frequently subject to a number of contractual limitations on the amount of recovery and the 
types of damages that might be awarded based on a claim for breach of representations and warranties.66 The most 
frequently litigated issues regarding limits on recovery arise in the context of nonreliance or integration clauses. Such 
clauses generally state that a party has not been induced or is not relying on any representations not expressly set out 
in the purchase agreement and will not be entitled to any recovery based on any representations that is not set forth 
within the four corners of the parties’ purchase agreement. However, courts have varied in their willingness to enforce 
such provisions and have struggled to determine their outer limits.

Generally, courts have been more willing to enforce provisions that disclaim liability or recovery based on breaches of 
alleged extracontractual representations and warranties, such as representations made during the negotiation process 
that never found their way into the parties’ agreement. In the seminal Abry Partners VLP v. F&W Acquisitions, LLC,67 the 
court grappled extensively with the conflicting legal principles and public policies surrounding limitations on recovery 
resulting from nonreliance clauses—with freedom of contract on the one hand and an abhorrence for fraudulent conduct 
on the other.68 The court in Abry came down in favor of enforcing nonreliance clauses, reasoning that: 

To fail to enforce non-reliance clauses is not to promote a public policy against lying. Rather it is to excuse a lie 
made by one contracting party in writing—the lie that was relying only on contractual representations and that no 
other representations had been made—to enable it to prove that another party lied orally or in a writing outside 
the contract’s four corners.… For these and other reasons … this court has therefore honored contracts that define 
those representations of fact that formed the reality upon which the parties premised their decision to bargain.69

Nonetheless, the court provided a survey of several general limitations on the enforceability of these provisions. For 
example, the Abry court noted that courts had declined to enforce insufficiently specific or vague “merger or integration 
clauses70 that do not clearly state that the parties disclaim reliance upon extra-contractual statements.”71 Thus, as a result 
of some courts’ skepticism over nonreliance provisions, such provisions may be strictly construed to avoid barring a 
party from recovery based on misrepresentation made during contract negotiations.

Nonreliance provisions that disclaim or limit recovery for breaches of express contractual representations (as opposed 
to extracontractual representations) have been less widely accepted. It was precisely this question that the Abry court 
had set out to confront. There, the buyer was seeking to recover for various breaches of representations and warranties 
contained in the parties’ agreement regarding the target company, made by the target company’s management that was 
purchased. However, the purchase agreement’s liability cap included breaches of these representations and warranties. 
The court noted that, in this instance, the seller, a private equity firm, was not the target company and noted that “it 

premature if it is brought before the expiration of the cure period.”).
66 John Partigan, Carolyn Lowry, and Pierce Han, “Mergers & Acquisitions: Key Findings From 2017 Survey of M&A Indemnification Deal 

Terms,” Nixon Peabody Insights, Vol. 31, Issue 2 (2017) (noting that at least 46% of surveyed deals had excluded some form of damages from 
recovery based on breach of reps and warranties and 76% had used some form of an indemnity cap).

67 891 A.2d 1032 (Del. Ch. 2006).
68 Id. at 1056.
69 Id. at 1058.
70 In this case, the relevant “nonreliance” language was included in the agreements’ “integration clause.” However, in some instances, there 

may be a distinction between the functionalities of “nonreliance” and “integration” provisions within a purchase agreement.
71 Id. at 1059.
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seems legitimate for the [s]eller to create exculpatory distance between itself and the [target] [c]ompany.”72 It reasoned 
that, under principles of free contract, equally sophisticated parties should in most cases be trusted to allocate risk of 
intentional lies of the target company’s management.73 However, the court limited its holding by stating that, to the extent 
the agreement exculpated the seller from damages arising from the seller’s own (as opposed to the target company’s) 
knowingly fraudulent conduct, statements, or representations, the court would not enforce the agreement.74

In an example of this rule at play, in EMSI Acquisition, Inc. v. Contrarian Funds, LLC,75 the buyer brought a number of 
claims against a seller for breach of representations and warranties. The seller, however, moved to dismiss the claims on 
the grounds that the buyer’s recovery was limited by the agreement’s nonreliance clause to the bargained-for “escrow 
fund,” which had already been depleted—effectively barring recovery.76 The court noted that, although the buyer’s claims 
were based on contractually negotiated representations and warranties, the buyer was nonetheless entitled to recover 
an amount in excess of the escrow fund where the buyer could demonstrate that the seller “acted with an ‘illicit state of 
mind’” or “knew that the Company’s representations and warranties were false.”77 The court further stated that, under 
Delaware law, “knowledge,” as contemplated in the context of fraudulent representation, includes instances where the 
truth regarding the “representation was ‘knowable and the defendants were in a position to know it.’”78 In so stating, 
the court appears to have recognized that reckless disregard, and not just intentional deception, will suffice to allow 
a buyer to avoid limitations on damages or liability nonreliance provisions impose. In sum, the court recognize that, 
to the extent a seller is found to have acted fraudulently, either with an intent to deceive a buyer or reckless disregard 
for the truth, in making its representations and warranties, it would not be permitted to hide behind an agreement to 
avoid or limit liability.79 

Thus, contractual limitations on recovery or liability in the context of representations and warranties are most effec-
tive where they are relied on to exclude extra contractual representations and warranties or other conduct by the seller 
outside the purchase agreement that the buyer might argue it relied on. Representations and warranties contained in 
an agreement may still be subject to limitations, as long as their limitations are sufficiently specific and clearly manifest 
the parties’ intent to allocate risk among the parties. However, where a party is alleged to have made knowing or reck-
less contractual representations and warranties, any provision limiting recovery may not be enforced to the detriment 
of the counterparty. 

4.4 Sandbagging
As outlined above, where the seller knows or should know a representation or warranty it provides to a buyer is false 
at the time of a closing, courts generally are not sympathetic to the seller. A harder issue arises where a buyer knew or 
should have known prior to closing, through its due diligence or otherwise, that the seller’s representation or warranty 
in the purchase agreement was false. As usual, the first question in such situations will be what the agreement provides, 
as it is becoming more frequent for parties to include either “pro-sandbagging” or “anti-sandbagging” provisions in 
their agreements that delineate what obligations a buyer may have with respect to representations and warranties it 
knows or should know are false.80 However, in the absence of such a provision, there is a significant split in authority 
regarding the applicable default principle. 

72 Id. at 1063.
73 Ibid. 
74 Id. at 1064 (holding that Delaware courts would not enforce a provision of a contract precluding liability in situations where: “1) the seller 

knew that the [c]ompany’s contractual representations and warranties were false; or 2) that the [s]eller itself lied to the [b]uyer about 
contractual representation and warranty.”)

75 2017 WL 1732369 (Del. Ch. May 3, 2017).
76 Id. at *6.
77 Id. at *9.
78 Id. at 13.
79 Ibid. 
80 Thomas R. Taylor, “‘Sandbagging’ in M& Transactions,” Durham, Jones, & Pinegar (June 12, 2019).
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Initially, “sandbagging,” as it is used in this context, “refers to a buyer, who despite having knowledge of a breach of 
representation or warranty by a seller at some time before closing, proceeds with the closing and then seeks indemnifi-
cation from the seller for the breach … of which it had prior knowledge.”81 “Pro-sandbagging” provisions thus typically 
provide that a buyer’s “preclosing knowledge of a breach is not a bar to seeking indemnification recovery as actual reli-
ance by the buyer on the false representation is not a requisite[.]”82 “Anti-sandbagging” provisions, on the other hand, 

“prohibit[] the buyer from sandbagging or seeking post-closing recourse regarding matters the buyer knew about at or 
prior to closing.”83 Where parties have failed to indicate their intention, courts are left with the task of formulating and 
applying default rules of construction.

Delaware courts have squarely adopted a “pro-sandbagging” default rule wherein a buyer can rely on a purchase agree-
ment’s indemnification for breaches of specified representations and warranties even where the buyer knew or had 
reason to know that those representations were false.84 For example, in Cobalt Operating LLC v. James Crystal Enterprises, 
LLC, a buyer had reason to be skeptical based on its due diligence of the accuracy of a representation in the purchase 
agreement regarding the target company’s regulatory compliance issues.85 The seller argued that, because the buyer had 
reason to suspect that its representations concerning the target company’s representations were inaccurate, it could not 
establish that it reasonably relied on the seller’s representations in the agreement relating to that issue and thus could 
not seek indemnification.86 The court rejected this argument, holding: 

[The buyer]’s breach of contract claim is not dependent upon a showing of justifiable reliance. This is for a good 
reason. Due diligence is expensive and parties to contracts in the mergers and acquisitions arena often negotiate 
for contractual representations that minimize a buyer’s need to verify every minute aspect of a seller’s business. 
In other words, representations … serve an important risk allocation function.87

Although the Delaware Supreme Court has not yet addressed this issue, it has indicated that, were it presented with the 
question, it would rule as the Chancery courts have.88 Thus, in Delaware, the risk-allocation purpose of representations 
and warranties in purchase agreements makes the buyer’s knowledge of the falsity or inaccuracy of those representa-
tions and warranties in an agreement irrelevant. 

Other states, however, have not adopted similarly straightforward pro-sandbagging default principles. While buyers are 
similarly not required to demonstrate reasonable or justifiable reliance on a seller’s express representation or warranty,89 
New York law recognizes an important exception to this rule. Where a buyer knows the true facts that would consti-
tute a breach of the seller’s representations based on information provided by the seller before entering into the purchase 
agreement, “the buyer should be foreclosed from later asserting the breach … unless the buyer expressly preserves his 
rights under the warranties[.]”90 In other words, under New York law, it depends on whether the buyer discovered the 
breach on its own or through some form of disclosure by the seller. Where the buyer discovers a breach through its 
own diligence prior to closing, under New York law, it could still nonetheless seek indemnification or to recover dam-
ages under a claim for breach of representations and warranties in the agreement. However, if the seller informs the 

81 Daniel E. Wolf, Sandbagging in Delaware, Harv. L. School Forum on Corp. Gov., (June 20, 2018) (available at corpgov.law.harvard.
edu/2018/06/20/sandbagging-in-delaware). 

82 Ibid. 
83 Daniel Avery, “Trends in M&A Provisions: Sandbagging and Anti-Sandbagging Provisions,” Bloomberg Law, March 5, 2018.
84 Akorn, Inc. v. Fresenius Kabi, AG, 2018 WL 4719547 at *76-77 n. 756 (Del Ch. Oct. 1, 2018) (collecting cases).
85 Cobalt Ops. LLC v. James Crystal Ents., 2007 WL 2142926 at *.
86 Id. at 27. 
87 Ibid. 
88 Eagle Force Holdings, LLC v. Campbell, 187 A.3d 1209, 1236 n. 185 (Del. 2018).
89 CBS, Inc. v. Ziff-Davis Pub. Co., 553 N.E.2d 997 (1990).
90 Galli v. Metz, 973 F.2d 145, 151 (2d Cir. 1992). 

https://corpgov.law.harvard.edu/2018/06/20/sandbagging-in-delaware/
https://corpgov.law.harvard.edu/2018/06/20/sandbagging-in-delaware/
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buyer of the breach before the transaction closes, the buyer may be foreclosed from bringing a claim for breach of the 
representations or warranties contained in the parties’ agreement. 

Conversely, California has adopted a decidedly anti-sandbagging default principle. In California, courts require a 
buyer to demonstrate reasonable reliance on a representation or warranty in order to recover in an action for breach.91 
As such, buyers who know or should have known that a representation or warranty is false or inaccurate at the time of 
closing may likely find themselves without a remedy.92 Despite this default approach, at least one California court has 
recognized that, where parties elect to include pro-sandbagging language in a purchase agreement, a buyer need not 
establish reliance in order to recover for breach.93

With the disparate approaches various jurisdictions have implemented, as well as the potentially thorny choice of law 
issues with respect to sandbagging in the representations and warranties context, special attentions should be given 
to the question of whether the parties intend to allow recovery where a buyer is aware of, or should have been aware 
of, a breach prior to closing.

4.5. RWI Coverage Litigation
As discussed elsewhere in this chapter, the advent and increasing utilization of RWI has had a significant impact on 
litigation arising from breaches of representations and warranties. However, despite the frequency of litigation involv-
ing breaches of representations or warranties in the M&A context, there has been almost no litigation regarding repre-
sentations and warranties insurance coverage in connection with M&A transactions.94 This appears to be the result of 
a number of factors including the frequency of mandatory arbitration provisions in insurance agreements, the nature 
of the business relationships between insurers and insureds in the M&A industry, and the relative newness of RWI for 
M&A transactions.95 Nonetheless, some of the lessons applicable to litigation of breach claims may also apply in the 
context of RWI coverage disputes resulting from M&A transactions. 

In at least one reported case, a United States court has considered claims regarding RWI coverage in connection with 
the sale of a business. In Ratajczak v. Beazley Solutions Limited, the 7th Circuit considered a number of questions relating 
to an insurer’s obligation to indemnify and defend an insured for breaches of express representations and warranties.96 
The seller had purchased a number of insurance policies that covered representations and warranties it made to the 
buyer, including one relating to the quality and financial profile of the seller’s product.97 Unknown to the buyer, the 
target company’s employees and previous owners had been improperly adulterating the company’s product in order to 
lower production costs for a number of years despite contrary representations regarding the quality of the product by 
the seller.98 Soon after the transaction closed, the buyer became aware of this and terminated the company’s employees 
and threatened litigation against the seller for breach of representations and warranties and for fraud.99 The seller no-
tified its representations and warranties insurers, but the insurers refused to defend and indemnify on the basis that 
the fraud allegations in question were not covered under the policies. Shortly thereafter, the seller settled the breach of 
representations and warranties claims against it for $10 million—which was the total policy limit under its insurance 

91 Grimmell v. Charles Pfizer & Co., 70 Cal. Rptr. 369, 378 (Cal. App. 1999).
92 Interestingly, this formulation of the default rule, along with the common exclusion under RWI policies for breaches of representations 

and warranties doubted or known to be false at the time of closing, may create a tension with the usual practice of undertaking extensive 
preclosing due diligence of the target company. In other words, where a party’s extensive due diligence may prejudice its reliance on the 
risk-allocation goals of certain representations and warranties, the party may elect to forego it altogether.

93 Telephia, Inc. v. Cuppy, 411 F. Supp.2d 1178 (N.D. Cal. 2009).
94 See “M&A Reps and Warranties Breach Claims: Strategies for Pursuing or Defending Recovery,” Jenner & Block LLP, April 13, 2017; A Guide 

to M&A Representations and Warranties Insurance in Mergers and Acquisitions, Forbes, Jan. 23, 2019.
95 “M&A Reps and Warranties Breach Claims: Strategies for Pursuing or Defending Recovery,” Jenner & Block LLP, supra note 44.
96 870 F.3d 650, 
97 Id. at 554-55.
98 Ibid. 
99 Ibid. 
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for breaches of fundamental representations and warranties—and sought reimbursement from the insurer. After the 
breach claims were settled, the threatened fraud claim was abandoned.100 The insurer continued to deny coverage and 
the seller sought declaratory relief, holding that it was entitled to indemnification of the settlement from its representa-
tions and warranties insurer. The court ruled in favor of the insurance company, finding that fraudulent conduct was 
not covered under the policy. The court reasoned that, because no lawsuit had actually been filed, the court was not 
required to rely on the fact that only the threatened claim for breach of representations and warranties was settled.101 
Rather, the court was permitted to look through the threatened claims at the facts underlying the threatened claims, 
which were replete with allegations of fraudulent concealment and omission, suggesting the insurance company had 
ample basis to deny coverage.102

Given the relative lack of litigation involving RWI coverage disputes, it is difficult to provide generally applicable take-
aways. However, the holding in Ratajczak suggests that, in RWI coverage disputes, as in the breach of representations 
and warranties context, courts will be unsympathetic where allegations of fraudulent conduct, such as intentional 
concealment or omission, are involved. As a result, courts may wholly bar application of a purchase agreement’s rep-
resentations and warranties mechanism, which may include insurance coverage.

5.0. Damages Related to Breach of Representation and Warranty103 
Damage calculations generally assume the defendant (likely the seller in a post-merger and acquisition dispute) is li-
able to the plaintiff (likely the buyer in a post-merger and acquisition dispute) because of a breach of representations 
and warranties the seller made to the buyer in the deal negotiation process (and memorialized in the purchase and 
sale agreement). Assuming liability, the next issue to consider is the quantification of damages to the buyer due to the 
misrepresentations. Issues that may arise in the calculation could include (but are not limited to): 

1. At what point was the buyer damaged, at the closing date when the buyer paid for the business (often referred 
to as an ex ante approach to damages) or after the closing date when the effects of the misrepresentations 
materialized (often referred to as an ex post approach to damages)?

2. What is the durational significance of the misrepresentations?

a. Is the economic impact on the business limited to a one-time occurrence?

b. Does the economic impact continue for an extended period (months or years) post-closing?

c. Can the business recover in the foreseeable future, and at what cost to the buyer?

The specific terms of any applicable insurance policy (and the contract, if it is incorporated into the policy) typically 
govern which methods and approaches are specifically permitted (or specifically not permitted) to calculate damages 
and measure the amount of the loss.

5.1. Potential Bases of Recovery
As noted above, the concept of “benefit of the bargain” damages has been utilized in post-merger and acquisition disputes 
and can also be used when assessing insurance claims, assuming the policy or purchase agreement does not specifically 

100 Id. at 653-54.
101 Id. at 656.
102 Ibid. 
103 The primary authors of Section 5.0 are Renee McMahon and Ken Mathieu, vice presidents with Charles River Associates. The views 

expressed herein are the authors and do not reflect the view of Charles River Associates or any of the organizations with which the authors 
are affiliated. 
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exclude this method. Benefit of the bargain damages are generally defined as “the difference between the actual value 
of property and the value of property as it is represented in case of misrepresentation.”104 

However, there can be a question regarding the appropriate value to use as the “value of property as it is represented.” The 
“value as represented” could be estimated as the amount the buyer paid—i.e., the actual purchase price paid. But, sometimes, 
the value that a buyer assigns to a transaction can exceed the amount that the buyer agrees to pay for the company or asset 
at issue. For example, a strategic buyer anticipating significant operational synergies from a transaction might value the 
subject company at a level greater than the stand-alone, or intrinsic, value of the business.105 Another example is a financial 
buyer, potentially a private equity firm, that may utilize access to capital and industry knowledge as an advantage, resulting 
in a purchase price that exceeds the intrinsic value. As a result, the buyer might, through the course of negotiations, agree 
to pay the seller a price above the intrinsic value of the company to, for example, prevail in a competitive bidding situation, 
or to otherwise acquire the target company. In other words, the buyer may compensate the seller for some portion (but 
likely not all) of the buyer’s anticipated synergistic value. Unless the buyer pays all expected synergies to the seller, the 
expected value of the company to the buyer, therefore, may exceed the purchase price paid to the seller. 

Depending on the facts and circumstances in a particular situation, damages could be either the difference between 
the value the buyer assigned to the transaction (which may be higher than the purchase price) and the value the buyer 
actually received (i.e., the value adjusted for the misrepresentations) or the difference between the purchase price and 
the value the buyer actually received (i.e., the value adjusted for the misrepresentations). 

5.2. Calculation of Damages at the Time of the Transaction (Ex Ante Damages Analysis) 
An ex ante damages analysis assesses damages at the date of the close of the transaction, generally without the benefit 
of information that is not known or knowable as of the closing date. The application of this approach is discussed below. 

5.2.1. Buyer’s Valuation Methodologies and Approaches to Determine the Purchase Price
The question the financial expert addressed is: What is the value of the misstatement? This is not to be confused with 

“what is the purchase price”—i.e., the specific price the buyer paid in a specific transaction. As noted above, the purchase 
price, which is a fact not generally in dispute, was likely at or below the value the buyer internally assigned to the trans-
action and is not subject to a reassessment. The financial expert’s role in an ex ante damages analysis, therefore, is to 
understand the methods and approaches the buyer utilized to determine the value of the transaction and to reperform 
the valuation adjusting for the facts that were misrepresented. The nature, timing, and extent of these adjustments are often 
the subject of disagreement when calculating the buyer’s loss. Depending on the damages approach used, the differ-
ence between the price paid, or the value the buyer negotiated to receive, and the value that incorporates the correct 
information is the loss to the buyer due to the misstatements.

Three common approaches to valuing a business for a merger or acquisition are the income, market, and private equity/
venture capital (PE/VC) approaches.106 The income approach relies on forecasting future cash flows and discounting 
them to the transaction date, the market approach utilizes various multiples of comparable publicly traded companies 
or guideline transactions near the transaction date to determine value, and the PE/VC method utilizes both approaches 
and the internal rate of return of the investment.107

104 “Benefit of the bargain.” The Merriam-Webster.com Legal Dictionary, Merriam-Webster Inc., merriam-webster.com/legal/benefit%20of%20
the%20bargain. Accessed Jan. 7, 2020.

105 Intrinsic value is the value that an investor considers, on the basis of an evaluation or available facts, to be the “true” or “real” value that 
will become the market value when other investors reach the same conclusion. When the term applies to options, it is the difference 
between the exercise price and strike price of an option and the market value of the underlying security. AICPA Statements of Standards for 
Valuation Services, VS Section 100, Appendix B: International Glossary of Business Valuation Terms.

106 The asset approach is another method to perform a valuation but is utilized less frequently in purchasing entire businesses.
107 The purpose of this chapter is to provide adequate information regarding the valuation methods and approaches to understand the 

damages/loss calculations and not to provide extensive guidance on conducting a business valuation. 

https://www.merriam-webster.com/legal/benefit%20of%20the%20bargain
https://www.merriam-webster.com/legal/benefit%20of%20the%20bargain
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Regardless of the approach used, a factor that is commonly considered is the historical financial performance of the 
acquired company, which is conveyed to the buyer through financial statements and narrative provided by the seller. 
Often, the buyer constructs a “last 12 months” or “trailing 12 months” income statement as a representation of the annual 
earnings capacity of the business prior to the buyer’s control. The buyer may also make certain “pro forma” changes to 
the as-stated historical results to adjust for certain items that are unrelated to the business as the buyer is expected to 
operate it—for example, to exclude executive salaries that were in excess of market rates or events not expected to occur 
again in the future (such as litigation settlements). In addition, there may be other “pro forma” adjustments for items 
such as an increase in revenue due to the addition of a large customer in the last quarter of the year, or, potentially, for 
anticipated buyer-specific revenue enhancements or cost savings. Sometimes, there is a “quality-of-earnings” report 
the buyer prepares that supports this type of analysis and these types of adjustments.

Based on the historical financial statements (often supplemented by seller-prepared projections), representations and 
warranties of the seller, and the buyer’s knowledge of the industry and plans for the business, the buyer typically 
prepares a multiperiod forecast, often spanning five years (plus or minus), that contains various assumptions. These 
assumptions can include (but are not limited to):

• Sales growth rate (or decline)

 ❍ New markets;

 ❍ New customers;

 ❍ New products and services;

 ❍ Product mix changes; and 

 ❍ Discontinued products.

• Expense reduction

 ❍ Eliminate duplicate job functions;

 ❍ Consolidate purchasing power;

 ❍ Consolidate IT systems; and

 ❍ Consolidate supply chain.

• Capital expenditures

 ❍ Investment in new technology; and

 ❍ Investment in new geographies.

• Synergies

 ❍ Existing company/divisions;

 ❍ Future planned acquisitions; and

 ❍ Sister companies in a PE firm environment.

The model may contain scenarios with levers for numerous growth and expense assumptions that can be adjusted to 
create various scenarios, with certain versions sometimes labeled as best case, likely case, and worst case. Ultimately, one 
of these scenarios will likely corroborate the purchase price, and, just as with the purchase price, the scenario utilized 
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to value the business is a historical fact. The role of the financial expert is to use the model that supports the value the 
buyer assigned to the transaction and adjust it for the misstatements to quantify the impact on that value.108

To estimate the value of a subject company, the market approach utilizes valuation multiples derived from guideline, 
or comparable, publicly traded companies and/or precedent transactions, where the multiples are adjusted for differ-
ences between the company being valued and the benchmark companies or transactions considered. More specifically, 
the market approach seeks to express the value of a set of comparable companies and/or precedent transactions as a 
multiple of a normalized level of historical earnings (or revenue) for those same companies. The normalized level of 
historical earnings (or revenue) is intended to be a reasonable estimate of the future recurring earnings capacity for 
those subject companies. The multiple observed in the marketplace will generally vary by company, which is driven 
by numerous factors, including:

• Growth prospects;

• Size;

• Profitability;

• Leverage; and

• Capital management: effectiveness and efficiency (the company’s ability to earn returns on its capital that 
exceed its cost of capital)

Earnings before interest, taxes, depreciation, and amortization (EBITDA) is a financial statement metric commonly utilized 
for purposes of a multiples-based analysis. For example, if a comparable company had historical normalized EBITDA of 
$100 million and a $500 million business enterprise value, the company’s value can be expressed as an EBITDA multiple 
of 5x. For a publicly traded company, historical EBITDA and enterprise value can be readily observed in the marketplace. 
The same is true for many precedent transactions, where the amount paid in a transaction by or for a publicly traded 
company is often publicly available. In such cases, financial multiples can be derived. 

An important factor in the selection of a multiple to apply to the subject company is the extent the guideline companies 
(either the publicly traded companies or the acquisition targets) are comparable to the company being valued. For ex-
ample, the public-company set may be in the same industry as the subject company, but the companies in the set are 
larger, more profitable, less leveraged, and have a greater geographic presence. In this case, the selected multiple may 
not be the median or average of the public-company multiples but on the lower end of the range. The same could apply 
in the circumstances where precedent transactions are used.

While a multiples-based analysis may be a common valuation methodology, it is important to understand that the 
“implied EBITDA multiple” of a transaction is ordinarily not the multiple used to determine the purchase price. Instead, 
the process of determining a purchase price is generally very complex, exhaustive, extensive, and sophisticated and 
does not simply multiply the company’s EBITDA by a number.109 Moreover, the ultimate purchase price is usually the 
outcome of a negotiation, which, while informed by the above-described analytics, is not necessarily linked to a par-
ticular model or scenario. As such, it is more typical that a negotiated purchase price may be expressed as a multiple 

108 In the absence of a valuation model containing the methods and approaches discussed in this chapter, understanding the methods, 
approaches, and assumptions of the buyer remains critical to the evaluation of damages related to misrepresentations.

109 The implied multiple is sometimes utilized to estimate the loss in an insurance claim. This could provide a reasonable estimate in certain 
circumstances depending on the nature of the losses.
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of, for example, EBITDA, to assess the reasonableness of that negotiated price (by, for example, comparing the resulting 
multiple to the multiples of comparable companies or precedent transactions). In other words, a company may calculate 
an “implied EBITDA multiple,” which is the result of dividing the negotiated purchase price by the subject company’s 
historical normalized (or projected) EBITDA—i.e., the equations solve for the implied multiple utilizing two known 
inputs—purchase price and the EBITDA—rather than the multiple driving transaction value. 

A second approach to valuing a subject company is the income approach. The income approach utilizes the scenario-
based modeling of potential future cash flows discounted by a reasonable range of discount rates to derive a matrix of 
values under those different assumptions. The future cash-flow forecast generally uses the normalized historical cash 
flow as a baseline and incorporates buyer assumptions regarding growth, profits, leverage, synergies, etc. to project 
several periods into the future. A terminal value is included to reflect the value of the cash flows after the discrete 
forecast period or the planned sale of the business.

Finally, the PE/VC method is a hybrid of the two approaches. This method forecasts cash flow (or income) scenarios 
and assumes the sale of the company at some point in the future, typically three to five years. The sale price is typically 
calculated using the last forecasted year’s normalized EBITDA times a multiple that is based on the implied purchase 
price multiple, potentially adjusted for current and future market conditions. Utilizing the range of projected future 
cash flows, including both cash flow generated while holding the company and those realized on exit, internal rates of 
return are calculated assuming various purchase prices. The price that is ultimately offered is generally consistent with 
the buyer’s target internal rate of return for its investments.

The buyer’s records should be reviewed to assess which of these approaches were used in forming the basis for its 
expected value of the subject company.110

5.2.2. Investigate the Misrepresentations and the Corresponding Impacts on the Buyer’s Model
Having established a factual baseline of the purchase price and supporting valuation methods and approaches, the 
financial expert now obtains an understanding of the alleged misrepresentations and performs a comprehensive inves-
tigation of each issue. The investigation may include interviews (and/or depositions, as relevant) of the relevant buyer, 
seller, and company personnel, as well as an email and document review.

Many potential areas of misrepresentation materialize in the financial statements. For example, a warranty reserve may 
be understated if the company’s products do not perform up to the specifications promised to the customers. Sellers 
often represent that the historical financial statements of the company have been prepared in accordance with GAAP, 
and a common contractual breach buyers allege in these types of cases involves this representation (i.e., where buyers 
assert that the financials were not in compliance with GAAP). To assess the impact of these alleged misrepresentations, 
the financial expert must understand the nature and impact of the specifically alleged misrepresentations. Examples of 
misrepresentations that can lead to non-GAAP-compliant financials could include (but are not limited to) the following:

• Seller’s knowledge that its recently sold products are below specification and will require extensive warranty 
work. If seller did not accrue for the expected warranty costs—despite having the knowledge that those costs 
were likely to increase—this failure could lead to the understatement of warranty expenses, returns, and 
allowances.

110 Records such as valuation models, due diligence reports, investment memos, and board presentations seeking transaction approval can be 
probative and informative.
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• Seller’s knowledge that there is a billing dispute with a major customer, with no accounts receivable reserve 
to adequately reflect the decrease in collectability. Failing to appropriately reserve for the deterioration in 
anticipated collectability could lead to an understatement of bad debt expense.

• Seller’s knowledge that its manufacturing facilities are undergoing customer audits to ensure they are fit for 
purpose, where the preliminary findings are very negative. If the preliminary results of these audits gave 
rise to a concern over potential impairment that was not accounted for and/or disclosed to the buyer, this 
circumstance could represent a material misrepresentation of the company’s financial statements.

• Seller’s knowledge that its products do not meet EU safety regulations. If the seller failed to adequately 
reserve for the existing inventory that cannot be sold and failed to account for and/or inform the buyer of this 
circumstance, this could constitute a misrepresentation of the company’s financial statements.

The example misrepresentations above highlight the potential impact of these hypothetical circumstances on a company’s 
historical financial statements. However, these same issues could also have an impact on a company’s anticipated future 
cash flows. Below is the same list of misrepresentations highlighting examples of the potential impact on the future 
cash-generating prospects of the business:

• Seller’s knowledge that its recently sold products are below specification and will require extensive warranty 
work. Increased warranty expenses are likely to persist for at least some period in the future. In addition, 
depending on the nature and severity of the issues, customers may begin to order fewer products due to the 
lack of quality, and the company’s reputation in the market place could be negatively impacted, resulting 
in lower sales growth assumptions. Alternatively (or in addition), the company may need to incur expenses 
beyond those otherwise contemplated to try to rectify the quality problems in an effort to limit the losses.

• Seller’s knowledge that there is a billing dispute with a major customer, with no accounts receivable reserve 
to adequately reflect the collection risk. In addition to potentially leading to an understatement of bad debt 
expense, the billing dispute puts a major customer at risk. Moreover, if the dispute arose, for example, as the 
result of a structural business issue that also extended to other customers, future (and past) revenue could be 
further impacted beyond the already identified circumstance. The buyer might also incur expenses to fix the 
structural business issues.

• Seller’s knowledge that its manufacturing facilities are undergoing customer audits to ensure they are fit 
for purpose, where the preliminary findings are very negative. In addition to giving rise to the potential 
impairment of the carrying value of the facilities (that could impact the accuracy of the company’s historical 
financial statements), the corresponding customer may be at risk of suspending its purchase of additional 
product until the facility regains compliance. Certain expenses may also be incurred to resolve the compliance 
issues. 

• Seller’s knowledge that its products do not meet EU safety regulations. In addition to potential historical 
misstatements, assuming that the seller failed to adequately reserve for the existing inventory that could not 
be sold, this hypothetical circumstance could also give rise to potential reductions in future anticipated cash 
flow. For example, if the buyer had an aggressive European expansion plan that assumed rapid growth from 
the same products that failed to comply with EU safety regulations, this projected growth would likely be 
delayed indefinitely, at least until (and if) the products could be remanufactured to meet EU safety regulations. 
Furthermore, it is possible that the buyer may incur additional expense to rectify the compliance issues.
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5.2.3. Update Buyer’s Valuation Model
At this point, the financial expert understands the buyer’s valuation methods and the seller’s misrepresentations. 

The financial/accounting expert now answers two questions:

1. What are the appropriate adjustments to the historical financial statements to comply with GAAP?

2. Considering the facts that the buyer should have known at the time of closing, what assumptions would have 
changed in the buyer’s valuation model? 

Once the financial statements are adjusted to reflect GAAP, the valuation question is generally answered by considering 
multiple potential sources of information. For example, the buyer can likely provide valuable insight into what changes 
would have been made had the information been known at the time of the transaction. Documents produced in litigation, 
and particularly those that were prepared contemporaneously with the negotiations, may also provide useful informa-
tion regarding scenarios and inputs that were contemplated at the time the negotiations were taking place. Regardless 
of the source, it is the financial expert’s role to evaluate potential modeling changes for reasonableness and to update the 
valuation model accordingly on the basis of the facts and circumstances of the case. This process will often result in a 
range of outcomes based on a reasonable range of various assumptions. Comparing the adjusted values to the purchase 
price or the buyer’s original internal valuation provides a range of potential damages due to the misrepresentations.111,112

5.2.4. Other Damage Considerations in an Ex Ante Damages Model
In addition to losses stemming from the difference between the value that the buyer should have received and the value 
that the buyer actually received, the buyer may have incurred direct out-of-pocket costs post-closing that are not fully 
captured by the adjusted valuation model. These may need to be accounted for to the extent that they are not already 
incorporated (conceptually and/or quantitatively) into the parameters of the adjusted model. In addition, purchase 
price adjustments, such as working capital true-ups, should also be considered when calculating the damages amount.

Contractual caps and limitations on damages, as well as policy retentions and limits, should also be considered. While 
these are general guidelines that may factor into such an analysis, facts and circumstances of the specific situation will 
dictate the ultimate outcome.

5.3. Calculation of Damages Utilizing Post-Closing Information (Ex Post Damages Analysis)
As indicated previously, an alternative to an ex ante damages analysis is an ex post analysis. The goal of an ex post dam-
ages analysis is consistent with the goal of an ex ante analysis, i.e., to compensate the plaintiff for the alleged improper 
conduct of the defendant. The damages calculated in either type of analysis are conceptually similar. For example, the 
same investigation of the misrepresentations and analysis of the financial and economic effects of those misrepresenta-
tions (as described in the discussion of ex ante damages above) must take place. It is also important in both analyses to 
understand how the buyer arrived at the purchase price. 

Rather than evaluating how the misrepresentations might have affected the perceived value of the subject company as 
of the closing date, an ex post analysis looks to how events actually unfolded after the closing of the subject transac-
tion and how the alleged misrepresentations impacted those events. An ex post analysis is more akin to a lost profits 
analysis, where losses are often evaluated post-closing, at the simplest level, as the difference between expected (or 

111 Buyer valuation models may include assumptions about leverage and synergies. It is important to consider the impact of these assumptions 
on the valuation and ultimate damages calculation and adjust as appropriate.

112 If there was a post-closing working capital adjustment, it is important to consider its impact on the damage calculation and make necessary 
adjustments to avoid double counting damages. Some applicable insurance policies explicitly require this adjustment.
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“should-have-been”) cash flows and actual cash flows, where should-have-been cash flows represent the cash flows the 
buyer thought it would realize (without the impact of the misrepresentations), and actual cash flows are cash flows 
actually realized post-closing (as impacted by the misrepresentations).113 However, it is possible that the losses extend 
past the date of the preparation of the damages analysis, which would require forecasting the future impact of the 
misrepresentation, in addition to evaluating what has already occurred.

5.3.1. Identifying the Buyer’s Losses and Linking Those Losses to the Alleged Improper Conduct
Of the two key components of most ex post analyses (should-have-been and actual cash flows), actual cash flows are 
generally not in dispute. The company performed how it performed, and the actual cash flows will generally incorporate 
any effects of the alleged misrepresentations, including any unexpected expenses that the buyer incurred as a result 
of those misrepresentations.114 

The quantification of should-have-been cash flows, however, is generally more complex because it involves estimating 
cash flows that would have existed had the alleged misrepresentations not occurred (even though those misrepresenta-
tions had occurred). A starting point for estimating should-have-been cash flows in the absence of the misrepresentations 
is often the projections (or a subset of the projections) the buyer prepared to support the purchase price. These projec-
tions generally represent how the buyer expected the subject company to perform after the closing of the transaction.115 

But the financial expert cannot simply adopt the buyer’s projections for two primary reasons. First, when evaluating 
damages based on an ex post analysis, it is important to ensure that any losses unrelated to the alleged misrepresenta-
tions are not included in the quantification of damages. 

With regard to the first point, damages should only include losses that are reasonably linked to the alleged improper 
conduct, and the buyer’s original projections, therefore, need to be evaluated in the context of actual post-closing events. 

The financial performance of companies frequently varies from expectations for any number of possible reasons, such 
as changes in macroeconomic factors, industry-specific fluctuations, customer-specific issues, the realization of syner-
gies, natural disasters, and/or many other reasons. As a result, the financial expert not only will need to understand the 
basis on which the projections were prepared, but will also likely need to evaluate actual post-closing circumstances 
to determine how the buyer’s projections would have changed as a result of actual conditions unrelated to the alleged 
misrepresentations. For example, the financial expert may need to consider post-closing macroeconomic factors and 
how those factors compared to assumptions informing the buyer’s projections. A similar investigation may need to be 
performed with regard to industry trends and performance, customer-specific assumptions, and/or other post-closing 
events to determine the extent to which those factors impacted the company’s performance. The financial expert’s goal 
is to ensure that potentially unrelated factors do not impact the damages quantification.

Secondly, it may also be necessary to evaluate the buyer’s projections for reasonableness or address other questions, 
such as the following: 

• Did the projections appropriately factor in execution risks?

113 Depending on the facts specific to any particular situation, it might be possible to identify more discretely the financial and economic 
impacts of the alleged misrepresentations. For example, if the misrepresentation related specifically to the loss of a particular customer, it 
might be possible to quantify losses simply as the cash flow that was expected from that customer. In this example, the “should-have-been 
versus actual” framework still applies conceptually, but the actual value is zero. 

114 This assumes that the buyer complied with any obligations to mitigate losses.
115 Depending on the circumstances, should-have-been cash flows may need to be prepared for the company as a whole, or it might be possible 

to perform the analysis on a more discrete level. These guidelines and concepts can generally apply to either situation.
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• How closely did the agreed-on purchase price (which is subject to negotiation) correspond to the underlying 
valuation analytics? 

• What portion of the agreed-on price, if any, was attributable to synergies?

• Were post-closing deviations from expectations related at all to (or mitigated by) a failure to realize (or the 
realization of) synergies? 

• Were there post-closing changes to strategy or other factors that could have caused the business’s results to 
deviate from preclosing expectations?

These questions and others may be relevant, depending on the facts and circumstances of any particular case. 

Once reasonable should-have-been profits are quantified, those profits are compared to actual profits for the relevant 
periods, and the differences represent the losses likely attributable to the misrepresentations.116

5.3.2. The Time Horizon for Ex Post Damages and Future Lost Profits
One question that often arises in an ex post analysis is: For what period should damages be calculated? The answer to 
that question depends on the facts and circumstances of the specific case, including the nature of the alleged misrepre-
sentations, the ability of the buyer to mitigate its losses, and other factors. Some losses may last for only a finite amount 
of time, while others may persist indefinitely.

A related issue is that damages may extend beyond the date of the financial expert’s analysis or report, or even beyond 
the anticipated trial date. In these circumstances, it may be necessary for an ex post analysis to project future losses 
based on information that is available at the time of the analysis. 

To capture the future losses, the financial analyst will likely need to consider various factors, including, but not limited 
to, company-prepared budgets and forecasts and an analysis of how current budgets and forecasts compare to the 
expectations that existed at the time of the relevant transaction. In addition, the budgets and forecasts prepared post-
closing should be subject to the same level of assessment described above to evaluate the reasonableness and may be 
subject to additional types of assessment as well (such as a comparison of management’s post-closing forecasts and 
budgets to actual results). The future damages calculation is the present value of the difference in profits and earnings 
between the reasonable expectations at the time of the transaction and the current expectations, considering differences 
attributable to the misrepresentations.

5.3.3. Other Damage Considerations in an Ex Post Damages Model
As with an ex ante analysis, consideration should also be given to contractual caps and limitations on damages, as well 
as policy retentions and limits. 

5.4. Conclusion
The role of the financial expert in calculating losses a buyer incurred in a transaction is to make the buyer whole but 
for the impact of the alleged misrepresentations. This is the touchstone of the analysis and should be considered in all 
phases of the damages model and related assumptions.

116 Alternatively, the financial analyst could first calculate the differences between projected and actual results and then perform analyses to distinguish 
between the deviations that are related to the misrepresentations and those that are not. Regardless of the order in which these analyses are 
performed, the financial expert must ensure that reasonable efforts are undertaken to exclude unrelated losses from a damages quantification. 
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