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A Home for All Health Law Professionals

AHLA has grown to include nearly 13,000 members and over 25,000 engaged health law professionals. From
attorneys to compliance professionals, in-house counsel to finance and privacy officers, health care consultants
to regulators — all health law professionals interested in health care legal and regulatory issues are welcome.
Turn to AHLA to stay up-to-date on the changing health care legal environment.

We are the premier association for all who are
interested in health law and we invite you to join
AHLA and gain access to a variety of resources:

Continuing Education
Learn from experts in the
field and obtain your CLE,
CPE, and CCB credits
through our educational
programming, distance
learning, and trainings.

Practice Groups

and Communities

Connect with a health law
community that provides
you with knowledge, enables
you to leverage and share
your expertise, and grow
professionally.

News & Analysis
Publications providing
in-depth reporting on
the latest developments
affecting health law.

Mentoring Program

and Career Center

No matter where you are
in your career, we are here
to help match you with

a mentor or help find your
next step.

Health Law Archive

Rich with past content from
across our Practice Groups,
in-person program papers,
journal issues, newsletters,
toolkits, briefings, alerts,
and much more.

Personalized
Membership Experience
Three membership levels
from which to choose,
providing you with the
resources, savings, and
value that best meets
your professional needs.



https://www.americanhealthlaw.org/ahla-membership/membership-benefits-and-pricing

¢ Crowell

Collaboration Powers Success

Successful corporate transactions and business arrangements in the heavily regulated
health care environment require the right combination of experienced lawyers
who understand the intricacies of the health care industry and its governing laws and
regulations. Crowell & Moring’s health care practice has a long track record of guiding
its clients from the initial stages of complex health care business transactions through
their completion. Our experienced health care transactional team provides guidance
on M&A, joint ventures and commercial contracts and our regulatory teams advises
on the array of government contracts and programs, fraud and abuse, permits and
licensing, privacy and security, antitrust, and other regulatory constraints affecting
health care organizations today.
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Representation and Warranty Insurance in Health

Care Transactions

Melissa J. Moravec, Associate | Crowell & Moring
mmoravec@crowell.com

Laura Martinez, Associate | Crowell & Moring
Imartinez@crowell.com

Overview of Representation and Warranty
Insurance

Representation and warranty insurance (R&W Insurance) is an in-
creasingly popular type of insurance policy that is purchased in con-
nection with private company mergers and acquisitions. A standard
acquisition agreement will contain representations and warranties
made by the seller about the target company, and such representa-
tions and warranties are usually heavily negotiated by the parties.
The seller generally agrees to indemnify the buyer (subject to certain
limitations) for breaches of such representations and warranties. The
seller’s indemnification obligation has historically been (and some-
times still is) backed by a portion of the purchase price payable at the

closing being held back or held in escrow for a specific period of time.

The emerging use of R&W Insurance is modifying this traditional in-
demnification structure. R&W Insurance provides protection against
financial losses for certain unknown and unintentional breaches of
the representations and warranties in the acquisition agreement. The
American Bar Association’s 2021 Private Target M&A Deal Points
Study (the 2021 Deal Points Study), which analyzed the acquisition
agreements of publicly available transactions from the year 2020

and the first calendar quarter of 2021 involving private companies,
indicated that the percentage of acquisition agreements expressly
referencing R&W Insurance increased from 29% in the 2017 study to
52% in the 2019 study to 65% in the 2021 Deal Points Study.

R&W Insurance is available to both buyers and sellers in a transac-
tion. Under a buy-side policy, the buyer would look directly to the
insurer for coverage for breaches of the seller’s representations and
warranties. Under a sell-side policy, the insurer would reimburse the
seller for indemnification claims paid by the seller to the buyer. The
use of buy-side R&W Insurance policies has far outpaced the use of
sell-side R&W Insurance policies. The 2021 Deal Points Study indi-
cated that 95% of the acquisition agreements that referenced R&W
Insurance provided that the buyer would acquire the R&W Insurance
policy. The other 5% of acquisition agreements did not specify which
party would acquire the R&W Insurance policy. None of the acquisi-
tion agreements provided that the seller would acquire the R&W
Insurance policy.

R&W Insurance can benefit a buyer in a variety of ways. For example,
a buyer can purchase R&W Insurance to cover higher amounts than
the cap that the seller is willing to accept, and with longer survival

periods. Additionally, if recovery against the seller(s) is expected to
be difficult (e.g., because there are several sellers, foreign sellers, or
financially distressed sellers), R&W Insurance can provide an alterna-
tive, streamlined mechanism for recovery. R&W Insurance can also
make a buyer’s bid more attractive in an auction process by reducing
the amount of the purchase price that is held back or held in escrow.
It can also help preserve relationships by mitigating the need for a
buyer to pursue claims against management sellers who will remain
in place as management personnel following the closing of a transac-
tion.

R&W Insurance can benefit sellers in a variety of ways as well. As
previously mentioned, R&W Insurance can be used to eliminate or
reduce the portion of the purchase price that is held back or held in
escrow, which allows a greater portion of the purchase price to be
distributed to the sellers right away at closing. The 2021 M&A Deal
Terms Study by SRS Acquiom found a stark difference in escrow sizes
between transactions with R&W Insurance and transactions without
R&W Insurance—a majority of deals with R&W Insurance had an
escrow amount that was 0.5% or less of transaction value, while trans-
actions without R&W Insurance had an escrow amount hovering

in the traditional range of 10% to 15% of transaction value. A R&W
Insurance policy can also protect passive sellers and provide a “clean”
exit for sellers, with fewer contingent liabilities, which is particularly
beneficial for private equity companies or venture capital funds at the
end of their life cycle. In addition, with a R&W Insurance policy, the
seller may feel more comfortable giving more fulsome or broad repre-
sentations and warranties, which could lead to a faster negotiation of
the acquisition agreement and lower legal costs for all parties.

Process and Cost

To begin the process of obtaining a R&W Insurance policy, either

the buyer or the seller approaches an insurance broker (e.g., AON,
Lockton, Marsh, Willis, or Woodruff Sawyer) to solicit quotes from
insurers. The insurer generally will provide an initial “non-binding
indication” or “NBIL” and will then undergo an underwriting and
due diligence process. The insurer will want to review the data site for
the transaction, the due diligence report prepared by the buyer, and
the key transaction documents, including the acquisition agreement
and the disclosure schedules. Once the insurer completes its diligence
process, the insurer and the party seeking the R&W Insurance policy
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will negotiate the specific terms of the policy. The party seeking a
R&W Insurance policy should plan on actively negotiating the policy
and should begin such negotiation early in the process. While carriers
may not be open to negotiating certain provisions and the insurance
market may influence the success of the negotiations, the party may
be able to obtain more favorable provisions by negotiating the provi-
sions early in the process. There are standard exclusions under R&W
Insurance policies, including, for example, with respect to covenant
breaches, purchase price adjustments, pension underfunding/with-
drawal, or breaches of representations and warranties of which the
buyer had knowledge, and there may also be specific exclusions based
on the insurer’s due diligence. The party seeking the R&W Insurance
policy should plan on exclusions wherever there are diligence gaps

or specifically identified diligence risks, but because the policies are
not bound until either the signing or the closing of the transaction,
there is the possibility of removing such exclusions with additional
diligence. However, because additional diligence raises legal costs
and requires more time, the decision to seek removal of exclusions
will be transaction-dependent.

The insurer charges a premium to issue the policy, which generally
is paid up front and is usually 2% to 4% of the coverage limits, and
an underwriting fee. There may also be an insurance broker fee. The
deductible or retention amount of a R&W Insurance policy is typi-
cally based on a percentage of the transaction value (e.g., 1% of the
transaction value) and often correlates to the size of the indemnifica-
tion escrow or holdback amount. As discussed below, the cost of
obtaining a R&W Insurance policy for a health care transaction was
inflated at the end of 2021 due to the state of the market.

Health Care Transactions

Historically, obtaining a R&W Insurance policy for health care
transactions (and, in particular, for health care provider transactions,
as opposed to adjacent industries such as health care technology or
life sciences) was challenging. Insurers did not want to assume the
risk for violations of health regulatory laws, including with respect
to Medicare and Medicaid billing and reimbursement practices
(False Claims Act violations), Anti-Kickback Statutes and the Stark
Law. Insurers would categorically exclude these types of health care
compliance-related representations and warranties from cover-

age, making R&W Insurance policies of little value for health care
provider transactions. In 2014, there were only one or two insurers
providing R&W Insurance for transactions involving health care
providers. Accordingly, the use of R&W Insurance for these types of
transactions has lagged behind other industries.

Several factors have led to the expansion of R&W Insurance in health
care transactions, including a growing demand for R&W Insurance
products for health care transactions, partially due to the increased
involvement of private equity firms in health care acquisitions;
insurer’s improved ability to perform efficient health regulatory due
diligence; and the relative stability of the health care industry, despite
general times of unpredictability or unprecedented disaster.

There are many more insurers willing to provide R&W Insurance

for health care transactions than in the past. Currently, there are ap-
proximately seven to nine insurers that can underwrite a health care
provider deal. Insurance broker AON indicated that it has brokered
R&W Insurance on more than 75 health care provider transactions
since 2015. As depicted on the table below, whether an insurer is
willing to underwrite a health care provider transaction is based on a
number of considerations, including provider type, size of provider
and scope of operations, government payer exposure, availability of
audited financial statements, and compliance history.

Provider Characteristics

¥

Consolidated (one-location) billing op-
erations

provided (i.e., small number of CPT codes
billed)
Capitated-rate billing model (fee/month)

< Easier to Underwrite

» Medicare/Medicaid Health Maintenance » Home Health / Hospice

Organizations
» Accountable Care Organizations
» Benefit Management Companies
» Specialist Providers, such as:

» Radiology / Medical Imaging

» Durable Medical Equipment

» Labs

» Physical Therapy

» Single Specialty Physician

Urgent Care

Nursing Homes

Bills sent from up to three locations
Health care services performed in the field
Limited number of health care services » Cost report-based billing »

Physician Practices
Multi-Specialty / Ancillary

¥

More than three locations billing govern-
ment insurance

Many different services provided (i.e., high
variation in number of CPT codes billed)
Fee-for-service billing model

Multiple billing models (e.g., cost report and
fee-for-service)

Harder to Underwrite >

» Large Integrated Hospital and Health
Systems (e.g., more than three hospitals)
» Multi-State Providers

Hospitals (one to three locations)

Example Provider Types
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In order to underwrite a health care provider transaction, insur-

ers expect to conduct fulsome diligence on health care regulatory
matters. Insurers will typically perform diligence with respect to
financial arrangements and referral sources; employment, physician
and independent contractor arrangements; real estate leases; sales
and marketing activities; the compliance program and internal and
external compliance audits; privacy and data security compliance,
including compliance with HIPAA; payer contracts; and corporate
practice of medicine.

2021 Issues and 2022 Outlook

In 2021, the issues with obtaining R&W Insurance related to band-
width, as it was a record-breaking year for mergers and acquisitions.
The challenges varied by industry, but the health care industry was
particularly impacted. Towards the end of 2021, insurers were able to
cherry-pick the transactions they wanted to underwrite and, accord-
ingly, steered away from health care provider transactions involving
increased health regulatory due diligence and risk. Additionally, par-
ties who obtained R&W Insurance for health care transactions in the
last quarter of 2021 paid significantly higher premiums than usual.

As we have moved into the new year, the R&W Insurance market
has reset, and pricing has begun to return to more normalized rates.
However, pricing for health care transactions is not resetting as
quickly as other industries. Premiums for transactions involving
complicated health care providers still appear to be around 6% of the
coverage limits, and, in general, premiums for health care provider
deals are expected to stay in the range of 4% to 6% of coverage limits.
As 2022 progresses, parties to health care transactions should be
prepared for tightening of the R&W Insurance market if mergers and
acquisitions have another record year. R&W Insurance has increased
in popularity in private company mergers and acquisitions over the
past decade, and its usage in health care transaction is only expected
to rise. As private equity companies continue to pursue health care
transactions and the volume of health care transactions in general
continues to increase, R&W Insurance may become entrenched in
health care transactions like it has in many other industries. Both
buyers and sellers should consider whether a R&W Insurance policy
could be beneficial on their next health care transaction.

Crowell & Moring
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