REPRESENTATIONS
AND WARRANTIES
INSURANCE
An overview of what every buyer
and seller need to know.

1

2

N

ews of a proposed or completed corporate merger seems to be in the headlines on a
regular basis nowadays. Indeed, M&A activity has been high in all sectors and has shown no
sign of slowing down.

But as any investor knows, not all mergers deliver on their promise. Culture clashes and turf wars
can spoil post-integration plans. Worse yet, a surprise, previously undisclosed landmine in the
financials can cause a company’s stock price to plunge and decimate shareholder value.
That’s where Representations and Warranties insurance, or R&W insurance, can help. R&W
insurance is a line of coverage that has become more widely used in the past couple of years.
Corporate merger and acquisition agreements typically include certain representations and
warranties made by the seller about the business being sold. R&W insurance protects both buyers
and sellers against financial losses, including costs associated with defending claims, for certain
unintentional and unknown breaches of the seller’s representations and warranties.
Among other topics, this briefing will discuss the following:
•
•
•

Understanding R&W insurance
When R&W insurance is best used
Underwriting
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What is R&W Insurance?
R&W insurance has existed since the 1990s, although its popularity is only now growing because of a
handful of factors, including lower premiums, a more efficient underwriting process and better
insurance terms.
These policies will cover losses stemming from either a buyer’s or seller’s breach of the
representations and warranties in a purchase agreement above the deductible and up to the policy’s
coverage limit. Deductibles under an R&W policy usually range from 1 percent to 3 percent of the
purchase price, while a policy’s coverage limit usually ranges from 10 percent to 30 percent of the
purchase price.
Today, over 90% of R&W insurance policies are purchased by the buyer, even if the seller funds part
or all the insurance purchase. This is because the buyer-side policy forms are broader in scope and
allow sellers a cleaner exit with reduced escrow and indemnification. Perhaps more to the point,
buyers ultimately carry the most risk of a transaction backfiring and want a policy they can trigger
themselves.

Some of the more common representations and warranties made by sellers cover:
• Ownership structure
• Accuracy of financial statements
• No undisclosed liabilities
• Status of known litigation or liabilities, or statements of no material litigation
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• Insurance coverage
• Relationship status with customers and suppliers
• Employee relationships
• Regulatory compliance
• No material adverse changes
• Title to shares
• Capitalization and authority
• Employee benefit plans
• Intellectual property
• Taxes
• Personal property
• Environmental matters
• Contracts

Why buy R&W Insurance?
R&WI policies can be structured either as buy-side or sell-side depending on who’s purchasing the
coverage. Some of the key benefits to each party in the transaction are outlined here.

Benefits to Seller-Side Policies:
•

Allows for a clean exit of the business by reducing risk of significant post-closing indemnity
payments from future representations and warranties claims.

•

Eliminates or greatly reduces the need for an escrow fund required by the buyer for future
indemnifications.

•

Provides financial certainty for seller post-closing (e.g., retirement).

•

Locks in proceeds from sale for distribution to investors and/or creditors.
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•

Expedites a sale and potentially increases the purchase price by eliminating obstacles to closing,
such as indemnity negotiation.

Benefits to Buyers-Side Policies:
•

Supplements the indemnification provided by sellers for breaches of representations and
warranties.

•

Provides reassurance when buying from financially distressed sellers.

•

Extends survival period of representations and warranties provided by sellers.

•

Protects relationships with sellers who may become buyers’ key employees or business partners
after closing.

•

Provides additional security in cross-border transactions.

What about Exclusions?
Most R&W policies will include a range of coverage exclusions or limitations. For example, the buyer
will not be able to recover for liabilities it knew about when the policy was bound.
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These policies also do not cover purchase price, net worth or similar adjustment provisions
contained in an acquisition agreement, benefit plan underfunding issues, certain environmental
liabilities, foreign corrupt practices and bribery issues, warranty and product liability claims in certain
industries, and availability of net operating losses in certain contexts.
Sell-side R&W policies also do not cover claims arising from the adjudicated fraud of the seller.
Lastly, a R&WI policy would also generally not cover any breach of which any member of the deal
team involved had actual knowledge prior to the issuance of the policy or any material inaccuracy
contained in the “No Claims Declaration” typically signed by the insured in connection with the
policy issuance.

The R&WI Marketplace
More than 20 insurance carriers are now writing R&W insurance. It is now relatively straightforward
to obtain a R&W insurance program with as much as several hundred million dollars in limits.
An increase in the number of insurance carriers writing R&W insurance has led to a competitive
marketplace for both policy pricing and terms. Better yet, policy terms have become somewhat more
standardized across the industry.
As the use of R&W insurance has increased and policies have become more standardized, the time
needed to obtain such insurance (primarily, the time that carriers need to underwrite the risk) has
decreased. While it is still preferable to have two to three weeks for carrier underwriting and policy
negotiation, it is now possible to obtain R&W insurance in less time.
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What Will Underwriting Want?
• The most recent draft of the deal document (Securities Purchase Agreement, Asset Purchase
Agreement, etc.).
• Purchase price.
• Audited target financial statements from the past two years.
• Draft of the disclosure schedules.
• Confidential Information Memorandum.
• Updated versions of the deal documents.
• Access to the deal data room, including third-party diligence reports (e.g. Quality of Earnings,
Environmental, Intellectual Property, Tax and Legal Compliance, etc.)

In Conclusion
RW&I is more widely available today, can provide real coverage for troublesome aspects of a
transaction for which alternative solutions may not be readily available, and can serve as a flexible
tool to distinguish one’s offer in a competitive bidding situation.
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