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H
ealth care mergers and acquisitions have been, and 
continue to be, on the rise. Many factors have contrib-
uted to the increase, such as: the need to decrease 
expenses and increase efficiencies; the need to expand 

services, coupled with increased costs to update technology; the 
shift from traditional fee-for-service reimbursement to alter-
native models that focus on patient outcomes and coordinated 
care; and overall decreases in reimbursement by government 
and commercial payers. This article explores the importance 
of indemnification as a risk allocation tool in these private 
company transactions, certain nuances of an indemnification 
construct, and the transformative potential of representation 
and warranty insurance for a health care transaction.

Due Diligence
Mergers and acquisitions in the health care sector present 
industry-specific challenges for both a buyer and seller. 
Due diligence is a vital step in every transaction for a buyer, 
especially given the highly regulated nature of the health care 
industry. Whether the transaction is an asset purchase, equity 
purchase, merger or joint venture, a buyer will focus on regu-
latory compliance when conducting its due diligence review. 
A buyer will want to know that a seller has been operating in 
compliance with federal and state fraud and abuse laws, condi-
tions of participation and reimbursement requirements for 
Medicare and Medicaid, corporate practice of medicine prohi-
bitions, fee-splitting prohibitions, federal and state privacy 
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and data security statutes and regulations, and state licensure 
and certification regulations governing both professionals and 
entities, just to name a few. The potential liability of a buyer 
with respect to some of these matters can survive the closing 
of a transaction irrespective of the structure. For example, if a 
buyer assumes the historical billing numbers of a seller, even if 
the transaction is structured as an asset purchase, the seller’s 
Medicare and Medicaid liabilities will transfer to the buyer. 
During the due diligence process, a buyer can identify the 
regulatory risks associated with the acquisition that will shape 
the structure of the transaction as well as the negotiation of the 
acquisition agreement. By identifying health care compliance 
issues during due diligence, a buyer also can require a seller to 
take certain remedial action prior to the closing of the trans-
action. The parties may even restructure a transaction based 
upon regulatory due diligence findings to limit the transfer of 
liability from the seller to the buyer.

Of particular importance are the repre-
sentations and warranties that address 
compliance with respect to Medicare and 
Medicaid billing and coding because the 
associated liability here can be significant, 
and traditional notions of successor liability 
do not necessarily apply, especially when 
Medicare or Medicaid dollars are involved.

Representations and Warranties
In an acquisition agreement, representations and warranties 
are made by the buyer and the seller. The representations and 
warranties of the seller are intended to serve as the seller’s 
confirmation of certain facts and circumstances regarding the 
operation of its business. These representations and warran-
ties also serve as a backstop to the buyer’s own due diligence 
review of the seller’s business. In addition to traditional 
representations and warranties from a seller in a non-health 
care transaction, a buyer will require that a seller make robust 
representations and warranties regarding its compliance with 
applicable health care laws. Of particular importance are the 
representations and warranties that address compliance with 
respect to Medicare and Medicaid billing and coding because 
the associated liability here can be significant, and traditional 
notions of successor liability do not necessarily apply, especially 
when Medicare or Medicaid dollars are involved. For example, 
a buyer can be held liable for overpayments made by Medi-
care and Medicaid to the seller that are identified through a 
post-payment audit. Typically, health care representations and 
warranties are defined as “fundamental representations” that 
survive for the duration of the applicable statute of limitations.1

Indemnification
Indemnification provisions are some of the most heavily nego-
tiated provisions in acquisition agreements because these provi-
sions allocate risk between the buyer and the seller, with each 
party attempting to limit its post-closing exposure for known 
and unknown liabilities to the greatest extent possible. This is 
especially true in the context of a health care transaction where 
the risks are often unknown and the penalties can be severe. 

In general, indemnification provisions in the context of an 
acquisition address losses resulting from breaches of the repre-
sentations and warranties—as well as breaches of the covenants 
and agreements—of the parties. The parties may also provide 
indemnification for additional specified liabilities, such as tax 
liabilities. The indemnification obligations of the parties may be 
subject to certain limitations such as holdbacks, baskets, deduct-
ibles and aggregate limits, with the buyer looking to use these 
mechanisms to obtain the broadest indemnification possible, 
and the seller looking to limit its indemnification obligations to 
the greatest extent possible. These limitations can be applied in 
a number of ways to create an indemnification framework based 
on the risks associated with a particular transaction. In the 
context of most acquisitions, the buyer is more likely to have a 
claim for indemnification against the seller than the alternative. 
For ease of reference, we will refer to the indemnified party as 
the buyer and the indemnifying party as the seller. Of course, 
in most transactions, the buyer and the seller typically indem-
nify each other for breaches of their respective representations, 
warranties, covenants and agreements. 

The simplest manner in which a seller may limit its indem-
nification obligations to a buyer is by placing a cap on the total 
potential losses for which a seller might be responsible. A buyer 
generally would push for a high cap, exclude losses resulting 
from breaches of certain representations and warranties and, 
in the case of an asset deal, exclude those liabilities and assets 
that the seller is retaining. Alternatively, a seller would push 
for the cap to apply to all of its indemnification obligations 
without exception. The parties can negotiate one cap or have a 
cap for general indemnification obligations and a higher cap for 
breaches of the more important representations and warranties. 
Given the high monetary penalties associated with violations of 
certain health care laws, especially fraud and abuse violations, 
health care representations are typically subject to a higher 
specified cap, if any. 

It is also common for indemnification obligations to be 
subject to a basket, which requires that the buyer’s losses exceed 
a specified amount before the seller is obligated to indemnify 
the buyer. A basket can be structured as a deductible, which 
means that the seller is only required to indemnify the buyer 
for losses in excess of the threshold amount. Alternatively, 
the basket can be structured as a “tipping” or “first dollar” 
basket, in which case the seller is obligated to indemnify the 
buyer for the total amount of the losses once the threshold 
amount is exceeded. The buyer and the seller also can agree to 
a combination basket, which incorporates the elements of both 
a deductible and tipping basket. While a seller would want the 
basket to cover all of its indemnification obligations, including 
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breaches of its covenants and agreements, a buyer would only 
want the basket to apply to breaches of the representations 
and warranties in the acquisition agreement. According to the 
Private Target Mergers & Acquisitions Deal Points Study2 (2017 
Deal Points Study), 70% of the transactions surveyed included 
a deductible, 26% included a first dollar provision, 2% included 
a combination, and 2% did not include any basket.3 It is worth 
noting that, of the 70% that included a deductible, 22% of the 
transactions had representation and warranty insurance (R&W 
insurance). Of the 26% that included a first dollar provision, 
only 4% of those transactions had R&W insurance.4

An additional indemnification provision that may be 
included in an indemnification construct is referred to 
as a sandbagging provision. A sandbagging provision (or 
“pro-sandbagging” provision) preserves the right of a buyer to 
seek indemnification from a seller based on the seller’s breach 
of a representation, warranty, covenant or agreement irrespec-
tive of any investigation conducted by or any knowledge of the 
buyer. This means that a buyer can still seek indemnification 
from a seller if the buyer knew about the seller’s breach prior to 
the closing. A buyer may argue for the inclusion of a sandbag-
ging provision to protect its right to indemnification in the 
event of a due diligence “dump.” A buyer also does not want to 
be precluded from seeking indemnification if the buyer receives 
the relevant information prior to the closing, but does not 
identify the breach until after the closing. A buyer also may feel 
it has invested too much in a transaction to elect to walk away 
over a particular breach and would prefer instead to recover 
any related losses from the seller post-closing. Alternatively, 
a seller would look to include an anti-sandbagging provision 
which states that the seller will not be required to indemnify 
a buyer for any losses related to a breach that the buyer knew 
about, or should have known about, based on the buyer’s due 
diligence.5 According to the 2017 Deal Points Study, 42% of 
the transactions included a pro-sandbagging provision, 6% 
included an anti-sandbagging provision, and 51% were silent.6

Indemnification provisions are some of  
the most heavily negotiated provisions 
in acquisition agreements because these 
provisions allocate risk between the buyer 
and the seller, with each party attempting 
to limit its post-closing exposure for  
known and unknown liabilities to the 
greatest extent possible.

Other negotiated points that may be included in the indemnifi-
cation provisions in an acquisition agreement are: 

❯❯  Materiality scrapes or the “read-out” of materiality  
qualifiers;

❯❯ Duty to mitigate losses;
❯❯ Payment adjustments for receipt of insurance proceeds;
❯❯ Payment adjustments for tax benefits and tax liabilities; and
❯❯ Purchase price reductions. 

Representation and Warranty Insurance
As noted in the preceding section, the objectives of the buyer 
and the objectives of the seller are in direct conflict. The buyer 
wants to protect itself to the greatest extent possible from any 
future liabilities, and the seller wants to limit its future obliga-
tions to the buyer. R&W insurance is a vehicle through which 
both the buyer and the seller can achieve their  
desired outcomes. 

R&W insurance is an insurance policy that can be obtained 
to cover losses incurred by a buyer resulting from a seller’s 
breach of its representations and warranties in an acquisition 
agreement. The insured party under an R&W insurance policy 
can be the buyer or the seller, though it is far more common 
for the buyer to be the insured party. A typical R&W insur-
ance policy will exclude: breaches for which the insured’s deal 
team had actual prior knowledge; items listed on the seller’s 
disclosure schedules; purchase price, working capital, or other 
post-closing adjustments, to the extent they were not the 
direct result of a breach; breaches of covenants or post-closing 
statements; unfunded or underfunded benefit plans; and losses 
related to asbestos or polychlorinated biphenyls (PCBs).7 For 
the avoidance of doubt, R&W insurance only covers losses 
resulting from unknown liabilities. To illustrate, if the parties 
identify a Stark Law violation as part of due diligence, the 
associated repayment obligation would not be covered under 
an R&W insurance policy. One way to address this liability is 
to have the buyer require the seller to submit a self-disclosure 
pursuant to the Centers for Medicare & Medicaid Services 
voluntary self-referral disclosure protocol, and provide a special 
indemnity to the buyer under the acquisition agreement for all 
associated losses resulting from this particular matter. 

With respect to the buyer, R&W insurance alleviates the 
traditional buy-side concern that a seller might not have the 
capital, or even exist, to satisfy a buyer’s indemnification claim 
post-closing. Traditionally, a buyer might ask both the seller 
and its parent entity—or the individual owners of the seller—to 
provide indemnification to address this concern. R&W insur-
ance also makes it easier for a buyer to exercise its indemnifi-
cation rights because the buyer is collecting from one source, 
rather than perhaps collecting from multiple seller-related 
parties. R&W insurance also helps maintain the relationship 
between a buyer and seller post-closing to the extent the seller’s 
owner(s) is/are involved in the acquired business. If a buyer 
asserts an indemnification claim against a seller post-closing 
in this instance, it can be a significant source of contention 
and strain the existing working relationship of the parties. In 
certain instances, a buyer may elect not to seek indemnification 
for this reason. R&W insurance will allow the buyer to fully 
exercise its indemnification rights without harming its current 
business operations. 

R&W insurance also provides significant benefits to the 
seller. Today, R&W insurance can be used to provide coverage 
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instead of traditional indemnification rights of a buyer enforce-
able against the seller. R&W insurance also can be obtained to 
supplement a seller’s indemnification obligations. By obtaining 
such coverage, a seller can often eliminate or reduce the hold-
back of a portion of the purchase price. In addition to facili-
tating a quicker distribution of sale proceeds, R&W insurance 
provides a seller with greater certainty regarding its post-
closing exposure. This is of particular importance to the extent 
the seller is looking to wind-down its operations and dissolve 
post-closing. The R&W insurance policy can also eliminate, 
or reduce, the administrative burden borne by the seller with 
respect to post-closing indemnification claims.

Historically, R&W insurance would expressly exclude losses 
resulting from breaches of the health care representations and 
warranties in an acquisition agreement. Many investors thus 
understandably saw little value in a R&W insurance policy that 
did not cover health care compliance.8 According to Andrea 
Praeger, a Managing Director at Marsh Private Equity and 
M&A Services Group, in 2015, IronHealth was the first insurer 
to consider R&W coverage for a seller’s health care represen-
tations and warranties, including compliance with respect to 
government reimbursement programs.9 IronHealth was willing 
to issue a policy of up to $10 million after conducting its own 
thorough due diligence review of the seller’s billing procedures 
and compliance programs (which was in addition to the due 
diligence already conducted by the buyer).10 The diligence 
process was extremely burdensome, expensive, and fatiguing 
for both the buyer and the seller. 

Since then, the market has quickly matured. According to 
Craig Schioppo, a Managing Director of the Transactional Risk 
Practice at Marsh Private Equity and M&A Services Group, as 
of July 2018, eight to twelve insurers, depending on the nature 
of the target health care business, now offer R&W insurance 
without exclusions for breaches of health care representations 
and warranties.11 Such products include coverage for conse-
quential damages such as defense costs and governmental 
penalties. Mr. Schioppo views the availability of such policies as 
a response to the need to manage risk in the health care trans-
actions market as well as an evolving willingness of insurers to 
understand and underwrite health care regulatory risks.12 It is 
estimated that over $40 billion of insurance capital was issued 
in the 2017 R&W insurance market in the United States.13 
However, insurers still do carve out certain health care-related 
losses. For example, an insurer typically will not cover losses 
related to malpractice or losses related to bodily injury caused 
by a medical device.14

It is also important to note that, although R&W insur-
ance can help align the interests of the buyer and the seller, 
an insurer will not issue R&W insurance if the acquisition 
agreement was not negotiated in the ordinary course. For 
example, an insurer may ask how many drafts of the acquisition 
agreement were exchanged between the buyer and the seller. 
They also may ask for a redline comparing the final draft of 
the acquisition agreement to the initial draft. An insurer will 
not issue a R&W insurance policy if an indemnity provision is 
completely one sided or if the representations and warranties 
of the seller have not been adequately negotiated. Similarly, 

a buyer cannot obtain R&W insurance in lieu of conducting 
due diligence. The buyer still needs to perform a thorough due 
diligence review of the seller’s business, which the insurer will 
reference when underwriting the R&W insurance policy in lieu 
of its own independent due diligence. 

The availability of R&W insurance in the 
context of a health care transaction is 
an important risk management tool that 
can curtail one of the most drawn-out 
and contentious aspects of negotiating 
an acquisition, thereby saving time and 
expense for both the buyer and the seller. 

R&W insurance policy limits will typically range from 10% 
to 15% of the enterprise value of a health care transaction. Of 
course, the parties can always agree to obtain a policy with 
a higher limit to accommodate their tolerance for risk. It is 
difficult to obtain a R&W insurance policy for coverage of less 
than $5 million. Today, the deductible on a R&W insurance 
policy typically ranges from 1% to 2% of the enterprise value 
of the transaction, which is consistent for health care deals 
and non-health care deals alike.15 The buyer can be responsible 
for the deducible, a portion of the purchase price equal to the 
deductible can be held in escrow, or the seller can provide 
indemnification for the deductible. The premium on a R&W 
insurance policy usually averages from 3% to 4%.16 Coverage 
for breaches of the health care representations and warranties 
is typically three years, which is consistent with the term appli-
cable to losses related to breaches of non-fundamental repre-
sentations and warranties.17

There are also other costs associated with obtaining a R&W 
insurance policy. Sales tax is assessed based on the premium 
and can range from 2% to 5%. In addition, insurers charge 
an upfront diligence fee, which can range from $25,000 to 
$40,000.18 Lastly, the insurance broker will charge a standard 
fee. These costs are the legal responsibility of the insured party, 
whether that is the buyer or the seller. The parties can contrac-
tually agree to split these costs.

Additional legal fees associated with obtaining R&W insur-
ance may result as certain aspects of the policy are negotiated 
with the insurer’s counsel. One key term to consider is the 
definition of loss, which the buyer and the seller would prefer 
not contain any exclusions for consequential or multiplied 
damages.19 Another key term in a R&W insurance policy is 
the treatment of materiality scrapes.20 The buyer and the seller 
would prefer that an insurer recognize materiality scrapes for 
the dual purpose of determining if a breach occurred as well as 
the calculation of related losses. 

Counsel for the buyer and the seller also will need to draft 
the acquisition agreement in a manner that contemplates the 
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involvement of the insurer. Typically, the acquisition agreement 
will identify the party required to obtain the R&W insurance 
policy and the party responsible for payment of the premium. 
The acquisition agreement may also include a covenant 
requiring the cooperation of both parties in obtaining the 
R&W insurance policy prior to closing. Lastly, the indemnifi-
cation section of the acquisition agreement should address the 
R&W insurance, including with respect to the notice require-
ments for the assertion of an indemnification claim and how 
such claims will be paid. 

Conclusion
The post-closing exposure of a buyer in a health care transac-
tion can be difficult to identify, let alone quantify, through due 
diligence. The availability of R&W insurance in the context 
of a health care transaction is an important risk management 
tool that can curtail one of the most drawn-out and conten-
tious aspects of negotiating an acquisition, thereby saving time 
and expense for both the buyer and the seller. R&W insurance 
provides the buyer with the assurance that a solvent source will 
be available to recoup its losses for certain unknown liabilities 
post-closing while enabling the seller to make a clean exit from 
its business, without worrying about these same unknown 
post-closing liabilities. As R&W insurance policies become 
even more mainstream in health care transactions, parties 
may elect to purchase such policies on smaller deals, even with 
limits in excess of 10% of the enterprise value, in order to avail 
themselves of the peace of mind these policies afford. 
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