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INTRODUCTION

A central question facing parties to M&A transactions is how to allocate the economic risks 
of unexpected eventualities that affect the purchased entity. Buyers typically wish for these 
risks to remain with sellers, who in turn may try to shift them to the buyer. The role of 
contractual representations and warranties, and related fraud carve-out provisions, in this 
allocation process is key – giving each side some degree of assurance that there will be 
de’nition around responsibilities and potential liability in the event of a dispute.

Parties should focus their drafting efforts so that the contract will clearly guide what 
happens when a contractual representation or warranty turns out to be wrong. Because 
not all false statements arise from fraud, the governing law and the terms of the partiesF 
agreement – in particular, whether the agreement addresses claims for intentional or 
reckless misrepresentations – will affect the contours of the dispute. The ’rst section below 
discusses representation and warranty claims generally, including the circumstances when 
a claim for fraud may arise. The second section focuses on related forum and choice of law 
considerations. The third section discusses key terms that drafters may wish to consider 
when formulating fraud carve-out provisions in a purchase or merger agreement.

OVERVIEW OF REPRESENTATION AND WARRANTY CLAIMS

Representations and warranties are standard terms in most M&A agreements. They are 
typically short, aSrmative statements or guarantees about material issues regarding the 
target entity made by the seller, buyer or target company. Their purpose is to help balance 
risk between the transaction parties. Wor example, the sellerFs (or target companyFs) 
representations and warranties – which tend to be more extensive and robust given that they 
relate to the entity being sold – typically aSrm speci’c facts about the assets and liabilities 
of the business, its ’nancial condition, its contracts and business relationships, and other 
matters that may be material to the buyer. These representations help allocate risk between 
the parties regarding the possibility that the state of the business is different from what is 
anticipated.

The agreement will typically set out the ’rst required steps once a breach of representation is 
discovered, including the requirements for providing notice to the other party, or parties, and 
asserting a claim for damages or indemni’cation under the purchase agreement, assuming 
the agreement provides for such a remedy. jome purchase agreements may provide for no 
direct recourse at all outside a common law fraud claim. Even where recourse is provided 
for, purchase agreements often impose limits or caps on the partiesF liability for breaches 
of representations or warranties. These limits may be tied to a dedicated escrow account 
funded by a portion of the purchase price or to funds withheld from the initial purchase 
price payment, used in either case to remedy breaches that may occur within a ’xed period 
following closing.

To recover damages beyond contractual limits or where indemni’cation is not available, 
buyers may provide for recovery through dedicated insurance policies applicable to this 
speci’c type of issue – termed representation and warranty (RUI) insurance – by purchasing 
a policy pre-closing. RUI policies provide coverage up to ’xed limits, with excess coverage 
also available as an additional purchase. RUI policies have become increasingly common 
during the past decade as a replacement or supplement for seller liability.[1] RUI policies do 
not require a showing of seller (ie, knowledge) regarding the falsity of representations and 
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warranties to trigger coverage, and the policies insure buyer losses above deductibles and 
below policy limits, sub1ect to certain exclusions. M&A agreement terms can be harmonised 
with such policies by structuring orders of recovery to prioritise buyer recovery from RUI 
policies prior to any recovery from the seller.

Another option is for a wronged party to seek damages through a claim based on fraud. In 
Dj 1urisdictions, this could be framed as either (“) a tort claim based on the applicable state 
common law (ie, common law fraud) or (2) as a contractual indemni’cation claim without 
normal limits or deductibles based on a carve-out provision excluding de’ned fraud from 
such strictures. In either case, these claims may expand the range of remedies and damages 
available. Dnder the law of the state of [elaware, for instance, a common buyer remedy 
for fraudulent misrepresentation is ]expectation – or bene’t-of-the-bargain – damages…,” : 
measured by the amount of money that would put the plaintiff in the position it would have 
held if the defendantFs representations were true;.[2] Another approach is an out-of-pocket 
measure of damages, which is ]designed to restore the plaintiff to his ’nancial position 
before the transaction occurred;.[3] Parties commonly engage quali’ed experts to calculate 
damages and these experts may use a range of recognised methodologies, including a 
multiple of earnings metric, a discounted cash 3ow, an analysis of comparable companies, 
or others.[4]

A fraud claim may come into play where the losses or damage from the breach exceed the 
available recovery from indemni’cation or insurance. A RUI insurer may also seek recovery 
on a fraud claim by subrogation when it has already paid out on a representation and 
warranty claim. The precise elements needed to prove fraud vary by 1urisdiction. [elaware, 
for example, requires ’ve elements4

(“) …the” defendant made a false representation, usually one of fact5 (2) the 
defendant knew or believed that the representation was false, or made it with 
reckless indifference to the truth5 (K) the defendantFs false representation was 
intended to induce the plaintiff to act or refrain from acting5 (N) the plaintiffFs 
action or inaction was taken in 1usti’able reliance upon the representation5 and 
(Y) the plaintiff was damaged by such reliance.[5]

In many Dj 1urisdictions, a party asserting fraud must meet a heightened pleading standard, 
requiring a plaintiff to allege facts at the outset of the case that support a rational inference of 
the defendantFs fraud, including particularised facts showing ]the time, place, and contents of 
the false representations5 the facts misrepresented5 the identity of the person(s) making the 
misrepresentation5 and what that person(s) gained from making the misrepresentation;.[6] 
As discussed further in the next section, the partiesF choice of forum and law is a critical 
issue that bears directly on how the transaction parties intend to allocate the economic risk 
of fraud.

FORUM CONSIDERATIONS

The particular rights and remedies available when a representation or warranty is breached 
will be shaped in the ’rst instance by the purchase agreementFs choices of the applicable 
law for interpreting its terms and the available forum for disputes (ie, where claims can be 
brought). Agreements utilise ]governing law; and ]forum selection; clauses that designate 
the law (eg, federal or state) that governs construction of the purchase agreement and 
the speci’c forums or courts where disputes between the parties arising out of or relating 
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to the purchase agreement can or must be brought. Because more than two-thirds of 
Wortune Y00 companies are incorporated in the Dj state of [elaware,[7] [elaware law and 
[elaware state courts (typically the [elaware Court of Chancery) are frequent law and 
forum choices for parties to M&A transactions in the Dnited jtates. Dj courts, including 
in [elaware, generally defer to the partiesF choice of governing law and forum and usually 
enforce such terms.[8] jome foreign 1urisdictions, including Canada and the Dnited Oingdom, 
show similar deference to contractual choice-of-law provisions,[9] though other 1urisdictions, 
such as China, may limit choice-of-law provisions and require additional proof – such as 
proof that one or both parties are foreigners – before enforcing a choice-of-law provision 
designating a foreign law.[10]

In negotiating the choice of forum and law, parties should take care to understand how 
their rights and remedies may be affected. Wor example, [elaware courts have recognised 
an especially strong tradition of freedom of contract,  and allow parties to explicitly 
disclaim liability for statements made outside the agreement itself (including in diligence 
discussions or data rooms) and even for conduct that is grossly negligent so long as the 
agreement clearly states that the parties disclaim all reliance upon such statements.[11] By 
comparison, Jew /ork law requires more speci’c disclaimers. Jon-reliance provisions may 
not necessarily preclude a claim of 1usti’able reliance on misrepresentations or omissions 
under Jew /ork law unless ](“) the disclaimer is made suSciently speci’c to the particular 
type of fact misrepresented or undisclosed5 and (2) the alleged misrepresentations or 
omissions did not concern facts peculiarly within the sellerFs knowledge;.[12]

_ther differences exist  outside the Dnited jtates.  Wor example,  some common law 
1urisdictions, such as Canada and the Dnited Oingdom, include ]buyer beware; principles 
in their regulation of private commercial relationships, allowing contractual limitations on 
liability and remedies or otherwise narrowing disclosure obligations.[13] By comparison, civil 
law 1urisdictions tend to be more protective of buyers5 for example, the threshold for liability 
due to intentional misstatements in Germany is comparatively low and may be met where 
the speaking party is merely aware of a possibility that the statement is incorrect, but makes 
the statement anyway.[14] In addition, German law does not permit parties to contractually 
eliminate liability for intentional misstatements.[15]

Rather than a 1udicial forum for potential disputes, parties may wish to include an arbitration 
provision in their agreement to cover future disputes. [elaware courts have explained that 
]arbitration provision…s are”, in effect, a specialised kind of forum selection clause; and 
]serve a similar function;.[16] Arbitration is a common contracted-for method of dispute 
resolution relating to M&A agreements and such provisions may be particularly useful 
in international transactions outside the Dnited jtates, as global conventions generally 
consider such provisions to be presumptively valid and enforceable.[17] It should be noted 
that the enforceability of non-arbitration forum selection provisions by non-Dj courts and 
tribunals is not as settled and may differ depending on the applicable legal system and 
national laws.[18]

Wor parties opting for arbitration, selecting the right arbitral forum or arbitral organisation 
is also important, as differences can be signi’cant. Agreements may permit claims to be 
resolved by a single arbitrator or by panels or tribunals with multiple members. Arbitral 
organisation rules may specify discovery rules and practices, whether pre-hearing dispositive 
motions are allowed, the speed and timeline of the arbitration, whether awards are sub1ect to 
review or appeal, expert procedures and discovery, and trial or hearing logistics. Wor example, 
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the rules of the International Centre for [ispute Resolution (IC[R) – one of the ma1or 
international arbitration institutions – state that the tribunal ]shall allow; early dispositive 
motions4

if  it  determines that the application (a)  has a reasonable possibility  of 
succeeding, (b) will dispose of, or narrow, one or more issues in the case, 
and (c) that consideration of the application is likely to be more eScient or 
economical than leaving the issue to be determined with the merits.[19]

By comparison, the international arbitration rules for 9AMj – another ma1or international 
arbitration institution – gives arbitrators greater discretion and provides that early dispositive 
motion ]may; be permitted if (“) ]the requesting party has shown that the proposed motion 
is likely to succeed and dispose of or narrow the issues in the case; or (2) the ]Tribunal 
: determine…s” that any claim or defense is outside of the 1urisdiction of the Tribunal or 
manifestly without merit;.[20]

Both the IC[R and 9AMj – as well as other arbitration institutions – provide model clauses 
for designating arbitration under each institution,[21] and typically permit the arbitral tribunal 
to rule on issues of its own 1urisdiction.[22] Likewise, many arbitral organisations, including 
the IC[R and 9AMj, aSrm in their rules that the arbitrator or tribunal will apply the law 
or rules of law agreed to by the parties in the governing arbitration provision.[23] Before 
selecting a particular arbitral organisation, parties should carefully review that institutionFs 
operative rules and may want to make clear in the agreement that the rules in effect as of 
the agreement will govern any future dispute, thereby avoiding ambiguity or uncertainty if an 
organisationFs rules are later amended.

DRAFTING FRAUD CARVE-OUTS

Wraud carve-outs preserve the buyerFs right to recover under the partiesF contract for 
fraudulent conduct above and beyond contractual limitations on liability that may otherwise 
apply. By comparison, such carve-outs typically do not affect the buyerFs ability to pursue 
common law or other statutory claims for intentional fraud under governing laws, and most 
1urisdictions prohibit a seller from eliminating liability for intentional fraud through clever 
drafting.[24]

DEFINING FRAUD

Wraud carve-outs are de’ned terms governing extra or additional remedies in the case of 
intentionally false representations and warranties and can modify the standard for fraud 
under the governing law. Wor instance, a fraud carve-out may specify a different level of 
required intent or scienter than the applicable governing law. In [elaware, for example, a 
contractual proviso that fraud means only ]deliberate; or ]intentional; fraud in the making 
of a representation and warranty has been upheld as eliminating liability for recklessness 
under that agreement.[25] Accordingly, a party wishing to exclude recklessness from a fraud 
carve-out may wish to include in the provision or in a separate de’nition language to the 
effect that fraud means only ]actual and intentional fraud with respect to the making of an 
express representation or warranty; and to expressly preclude recklessness as a qualifying 
factor.[26]

Carve-out provisions can also modify the legal standard for fraud by specifying that damage 
must be ]material; or meet some other threshold to be actionable under the agreementFs 
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contractual remedies. In addition, the parties may wish to expressly eliminate contractual 
recovery for certain types of fraud that may otherwise be permitted under the governing 
law, such as promissory fraud, negligent fraud, constructive fraud and fraud based on 
principal-agency liability, among others.

DEFINING “KNOWLEDGE” AND “KNOWLEDGE PARTIES”

In drafting fraud carve-outs to contractual indemni’cation claims, the parties may also 
consider carefully de’ning what constitutes ]knowledge; of fraud under the carve-out. Wor 
example, where the intent is to require an ob1ective (and not sub1ective) standard for 
knowledge, the parties to an agreement governed by [elaware law can consider de’ning 
knowledge as ]actual knowledge (and not imputed or constructive knowledge) : of the 
inaccuracy of …the covered” representation or warranty;.[27] The parties may also wish to 
limit knowledge to speci’ed persons or parties, which then become the relevant ]knowledge 
parties; or ]knowledge group; when evaluating claims for fraud – limiting liability where, 
for example, other employees not part of the knowledge group may have had pertinent 
information that was not communicated to management or to the sellers.

DISCLAIMING RELIANCE

As noted above, a further consideration is whether to limit contractual remedies for fraud 
(both contractual and common law) to the contractual representations and warranties 
contained in the purchase agreement itself (as opposed to extra-contractual statements) 
through a ]non-reliance; provision.

Uhere the parties wish to preclude fraud claims based on extra-contractual statements, they 
should be mindful of the governing law, as different 1urisdictions may approach non-reliance 
provisions differently. In [elaware, non-reliance language may not be deemed effective 
unless it contains a speci’c promise by the buyer that it is not relying on extracontractual 
representations by the seller.[28] Even language providing that the buyer agrees that the seller 
has not made extracontractual representations has been held insuScient to bar reliance 
on representations outside the agreementFs terms.[29] As a result, unless sellers insist upon 
speci’c language stating that the buyer agrees it has not relied upon representations outside 
the four corners of the agreement, the ability to limit such reliance in the case of a later fraud 
claim is questionable. _ne example of language held to be suScient is the following4

…Buyer”  is not relying (for purposes of entering into this …a”greement or 
otherwise) upon any advice, counsel or representations (whether written or 
oral) of the …s”eller… ” ... other than those representations expressly made 
hereunder.[30]

Careful drafting of anti-reliance disclaimers is therefore advisable to ensure predictability 
about whether written or oral representations in different contexts (including diligence 
discussions and in virtual data rooms) can serve as the basis for later fraud claims.

CONCLUSION

Uhile preserving recourse in the case of business-related fraud may seem straightforward 
in principle, in practice it can be a complex and nuanced endeavour. This is particularly true 
in the context of M&A disputes, where claims for fraud may run headlong into robust and 
heavily negotiated contract terms intended to allocate the economic risks of unexpected 

Navigating fraud carve-outs and risk allocation in M&A
agreements Explore on GAR

https://globalarbitrationreview.com/guide/the-guide-ma-arbitration/6th-edition/article/navigating-fraud-carve-outs-and-risk-allocation-in-ma-agreements?utm_source=GAR&utm_medium=pdf&utm_campaign=The+Guide+to+M%26A+Arbitration+-+Sixth+Edition


 RETURN TO SUMMARY

events or outcomes. In addressing and accounting for the risk of fraud in a transaction, 
the parties should give careful thought to their choice of forum (including court versus 
arbitration), the choice of law and the drafting of any fraud carve-out. Uith respect to the 
latter, the way that fraud and the elements of knowledge and reliance are de’ned and 
potentially limited will have a direct effect on the partiesF rights and remedies if something 
later goes wrong. Wurther, de’ning what is and is not the sub1ect of 1usti’able reliance in an 
M&A transaction is key. All these issues should be approached with care and diligence and 
parties will be well served by looking to clear guidance – including the case law and evolving 
market standard language – in drafting their agreement terms. Adhering to such guidance 
may prove to be determinative in the outcome of later disputes.
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