FINGERS CROSSED!

THE RISKS AND LIMITS OF DISCLAIMERS AND
FRAUD CARVE OUTS

Bradley Benoit
Brent Benoit
April 9, 2019

SOME BASIC CONCEPTS: DISCLAIMER OF RELIANCE
Something Like…
The parties acknowledge that (a) except as expressly set forth in the Stockholder
Agreements, no current or former stockholder, director, officer, employee, affiliate or
advisor of Target has made or is making any representations or warranties, express
or implied, regarding Target, Target’s business or the subject matter of this
Agreement, (b) except as expressly set forth in Section ____ of this Agreement or in
the Target Closing Certificate, Target has not made and is not making any
representations or warranties, express or implied, regarding Target, Target’s business
or the subject matter of this Agreement, and (c) except as expressly set forth in
Section ____ of this Agreement, in the Target Closing Certificate or in the
Stockholder Agreements, Purchaser is not relying and has not relied on any
representations or warranties, express or implied, regarding Target, Target’s business
or the subject matter of this Agreement.
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SOME BASIC CONCEPTS: FRAUD “CARVE OUT”
Something Like…

Nothing herein shall operate to limit the common law liability of any
Seller to Purchasers for fraud in the event such Seller is finally
determined by a court of competent jurisdiction to have willfully and
knowingly committed fraud against any Purchaser, with the specific
intent to deceive and mislead any Purchaser, regarding the
representations and warranties made in this Agreement.
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SOME BASIC CONCEPTS: TWO TENSIONS
Tension One: Inherent conflict between reliance disclaimers and
our historic and appropriate disdain for fraud
A disclaimer is intended to vitiate fraud claims that fraud carve-outs may
preserve

Tension Two: Who is your client?
A seller wants to be protected to every degree possible – it wants financial
certainty regarding subsequent risk
(There is an added complexity in representing PE funds)

A buyer wants a potential path around indemnity* limitations
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DISCLAIMERS OF RELIANCE
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THE PURPOSE AND LIMITS OF RELIANCE DISCLAIMERS
AIRBORNE HEALTH V. SQUID SOAP (DEL CH 2009)

“Sophisticated parties frequently bargain for antireliance provisions in negotiated agreements. The
purpose of an anti-reliance provision is to make clear
what information the contracting party did and did
not rely on when entering into the transaction. To
enhance certainty in contracting and eliminate the
threat of tort claims based on oral statements or an
open-ended universe of information, Delaware
permits parties to disclaim reliance on
representations outside of the written agreement.”
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THE PURPOSE AND LIMITS OF RELIANCE DISCLAIMERS
KRONENBERG V. KATZ (DEL CH 2004)

(Then) Vice-Chancellor Strine:
“Because Delaware's public policy is intolerant of fraud, the intent to
preclude reliance on extra-contractual statements must emerge
clearly and unambiguously from the contract.... Stated summarily, for
a contract to bar a fraud in the inducement claim, the contract must
contain language that, when read together, can be said to add up to
a clear anti-reliance clause by which the plaintiff has contractually
promised that it did not rely upon statements outside the contract's
four corners in deciding to sign the contract. The presence of a
standard integration clause alone, which does not contain explicit
anti-reliance representations and which is not accompanied by other
contractual provisions demonstrating with clarity that the plaintiff
had agreed that it was not relying on facts outside the contract, will
not suffice to bar fraud claims.”
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LEADING CASE

ABRY PARTNERS V. F&W ACQUISITION (DEL CH 2006)
Key Facts –
ABRY paid Providence Equity Partners about $500 million
for portfolio company F&W Publications, acquired in an
auction
Several months after closing and gaining control of F&W,
ABRY demanded to rescind the purchase
ABRY sued, claiming that both F&W management and
Providence had purposely manipulated financial
statements, in effect increasing the value of F&W by $100
million
The sale documents limited recourse to 4 percent of the
total sale price, or just $20 million
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ABRY PARTNERS

CONTRACTUAL DISCLAIMER OF RELIANCE
Acquiror acknowledges and agrees that neither the Company nor the Selling
Stockholder has made any representation or warranty, expressed or implied,
as to the Company or any Company Subsidiary or as to the accuracy or
completeness of any information regarding the Company or any Company
Subsidiary furnished or made available to Acquiror and its representatives,
except as expressly set forth in this Agreement ... and neither the
Company nor the Selling Stockholder shall have or be subject to any liability
to Acquiror or any other Person resulting from the distribution to Acquiror,
or Acquiror's use of or reliance on, any such information or any information,
documents or material made available to Acquiror in any “data rooms,”
“virtual data rooms,” management presentations or in any other form in
expectation of, or in connection with, the transactions contemplated hereby.
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ABRY PARTNERS

FINANCIAL STATEMENT REPS

The Company Financial Statements: (i) are derived from and reflect, in all
material respects, the books and records of the Company and the Company
Subsidiaries; (ii) fairly present in all material respects the financial
condition of the Company and the Company Subsidiaries at the dates
therein indicated and the results of operations for the periods therein
specified; and (iii) have been prepared in accordance with GAAP applied
on a basis consistent with prior periods except, with respect to the
unaudited Company Financial Statements, for any absence of required
footnotes and subject to the Company's customary year-end adjustments.
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ABRY PARTNERS

SELLER’S INDEMNITY (NO FRAUD CARVE OUT)

[T]he Selling Stockholder agrees that, after the Closing Date, the Acquiror
and the Company and ... shall be indemnified and held harmless by the
Selling Stockholder from and against, any and all claims, demands, suits,
actions, causes of actions, losses, costs, damages … to the extent such
Damages ... have arisen out of or ... have resulted from, in connection
with, or by virtue of the facts or circumstances (i) which constitute an
inaccuracy, misrepresentation, breach of, default in, or failure to perform
any of the representations, warranties or covenants given or made by the
Company or the Selling Stockholder in this Agreement [but limited to the
amount in the escrowed “Indemnity Fund” – $20 million]
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ABRY PARTNERS

RULINGS AND RATIONALES: THE “DOUBLE LIAR” SCENARIO
“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 it
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 the plaintiff in
such a situation to prove its fraudulent inducement
claim, it proves itself not only a liar, but a liar in the most
inexcusable of commercial circumstances: in a freely
negotiated written contract. Put colloquially, this is
necessarily a ‘Double Liar’ scenario.”
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ABRY PARTNERS

BALANCING CONTRACT RIGHTS AND “ABHORRENCE” OF FRAUD
Court weighs sanctity of contracts against “abhorrence” of fraud
and concludes:
“To the extent that the [contract] purports to limit the Seller's
exposure for its own conscious participation in the
communication of lies to the Buyer, it is invalid under the public
policy of this State. That is, I find that the public policy of this
State will not permit the Seller to insulate itself from the
possibility that the sale would be rescinded if the Buyer can show
either: 1) that the Seller knew that the Company's contractual
representations and warranties were false; or 2) that the Seller
itself lied to the Buyer about a contractual representation and
warranty. This will require the Buyer to prove that the Seller acted
with an illicit state of mind, in the sense that the Seller knew that
the representation was false and either communicated it to the
Buyer directly itself or knew that the Company had.”
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THE SO-CALLED “CRITICAL DISTINCTION” IN DELAWARE
FDG LOGISTICS V. A&R LOGISTICS (DEL CH 2016)

A general integration clause – in which the parties agree that they have
made no representations or warranties not contained in the agreement –
is not sufficient to preclude a common-law fraud claim. Rather, the
agreement must contain a clear and affirmative disclaimer of reliance “to
ensure the preclusion of fraud claims for extra-contractual statements.”
The Delaware Court of Chancery has held that this is a “critical”
distinction that “strike[s] an appropriate balance between holding
sophisticated parties to the terms of their contracts and simultaneously
protecting against the abuses of fraud.”
True in Texas: Italian Cowboy Partners v. Prudential Insurance Company
(Tex. 2011)
Not necessarily true in New York: Harsco Corporation v. Segui (2nd Cir.
1996)
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DISCLAIMERS AND OMISSIONS

TRANSDIGM INC. V. ALCOA GLOBAL FASTENERS, INC. (DEL CH 2013)
Buyer has undertaken such investigation and has been provided
with and has evaluated such documents and information as it has
deemed necessary to enable it to make an informed decision with
respect to the execution, delivery and performance of this
Agreement and the transactions contemplated hereby. Buyer
agrees to accept the Shares without reliance upon any express or
implied representations or warranties of any nature, whether in
writing, orally or otherwise, made by or on behalf of or imputed
to TransDigm or any of its Affiliates, except as expressly set forth
in this Agreement.

“I conclude that the buyer disclaimed reliance on
any representations and warranties outside of the
stock purchase agreement but that these antireliance provisions do not bar the buyer's claim for
fraudulent concealment of material information.”
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NEW YORK’S “PECULIAR KNOWLEDGE” EXCEPTION TO DISCLAIMERS
DIMON INC. V. FOLIUM, INC. (S.D.N.Y. 1999)

New York courts recognize a “peculiar knowledge” exception to the
enforcement of reliance disclaimers: “[E]ven where the parties have executed
a specific disclaimer of reliance on a seller’s representations, a purchaser may
not be precluded from claiming reliance on any oral misrepresentations if the
facts allegedly misrepresented are peculiarly within the seller’s knowledge.”
Huge hole in disclaimers: “[T]he peculiar knowledge exception applies not
only where the facts allegedly misrepresented literally were within the
exclusive knowledge of the defendant, but also where the truth theoretically
might have been discovered, though only with extraordinary effort or great
difficulty.”
The DIMON court denied a motion to dismiss despite recognizing that “it
seems reasonable to assume that a sufficiently intensive review prior to the
signing of the agreements would have revealed that which was discovered
later.”
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“FRAUD”

AND
FRAUD CARVE OUTS
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“TYPES” OF FRAUD – COMMON LAW FRAUD
Common law fraud requires proof of each of these elements:
(1) the defendant made a representation
(2) the representation was false
(3) the defendant acted with scienter (i.e., knew the representation
was false or made it recklessly without sufficient knowledge as
to whether it was true or false)
(4) the defendant intended that the plaintiff rely on the
representation
(5) the plaintiff reasonably or justifiably relied upon the
representation
(6) the plaintiff suffered injury as a result of the representation
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“TYPES” OF FRAUD – COMMON LAW FRAUD
What about scienter – intent to deceive?
Restatement (Second) of Torts: A misrepresentation is fraudulent if the maker (1)
knows or believes that the matter is not as he represents it to be, (2) does not have
the confidence in the accuracy of his representation that he states or implies, or (3)
knows that he does not have the basis for his representation that he states or
implies.
Comment to Restatement: “It is not necessary that the maker know the matter is
not as represented.... It is enough that being conscious that he has neither
knowledge nor belief in the existence of the matter he chooses to assert it as a fact.
Indeed, since knowledge implies a firm conviction, a misrepresentation of a fact so
made as to assert that the maker knows it, is fraudulent if he is conscious that he
has merely a belief in its existence and recognizes that there is a chance, more or
less great, that the fact may not be as it is represented. This is often expressed by
saying that fraud is proved if it is shown that a false representation has been made
without belief in its truth or recklessly, careless whether it is true or false.
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“TYPES” OF FRAUD – EQUITABLE (OR “CONSTRUCTIVE”) FRAUD
AIRBORNE HEALTH V. SQUID SOAP (DEL CH 2009)

“Equitable fraud is separate from, and broader, than common law fraud …
and … is not limited by particular elements.”
“It is not easy to give a definition of Fraud in the extensive signification in
which that term is used by Courts of Equity; and it has been said that these
courts have, very wisely, never laid down as a general proposition which
shall constitute fraud, or any general rule beyond which they will not go
upon the ground of fraud, lest other means of avoiding the equity of the
courts should be found out.”
“It is utterly impossible to formulate any single statement which shall
accurately define the equitable conception of fraud, and which shall contain
all of the elements which enter into that conception; these elements are so
various, so different under the different circumstances of equitable
cognizance, so destitute of any common bond of unity, that they cannot be
brought within any common formula. To attempt such a definition would
therefore be not only useless, but actually misleading.”
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“TYPES” OF FRAUD – EQUITABLE (OR “CONSTRUCTIVE”) FRAUD
AIRBORNE HEALTH V. SQUID SOAP (DEL CH 2009)

“Equitable fraud is not available in every case or to every

plaintiff. It requires special equities, typically the existence of
some form of fiduciary relationship, such as that between a
director and stockholder or a trustee and cestui que trust,
although other circumstances might be cited.”
“This case does not involve a special circumstance that would
merit exercising this Court's equitable power to go beyond
the traditional framework of common law fraud. The parties
involved—Airborne and Squid Soap—were counterparties
who negotiated at arms' length. Neither occupied a
relationship of trust or confidence with respect to the other.
Both were sophisticated parties advised by capable counsel
….”
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“TYPES” OF FRAUD – PROMISSORY FRAUD
Promissory fraud occurs when a party enters into a contract with no
intention to perform. A promise as to future performance implicitly
represents an intent to perform, and this representation can be true
or false like any other.
Complexity: When parties disagree as to what future performance
was required (i.e., “represented”):
In H. Enters. Int'l v. Gen. Elec. Capital Corp., 833 F. Supp. 1405,
1422 (D. Minn. 1993) a borrower's claim for promissory fraud was
allowed to be submitted to a jury where evidence existed that the
lender did not intend to perform based on its interpretation of
an ambiguous loan provision.
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CONFLICT BETWEEN WAIVER AND CARVE OUT

JCM INNOVATION CORP. V. FL ACQUISITION HOLDINGS, INC. (DEL SUPERIOR CT 2016)

EXCEPT FOR THE REPRESENTATIONS AND WARRANTIES CONTAINED IN SECTIONS 3.1
THROUGH 3.23 OF THIS ARTICLE III (INCLUDING THE RELEVANT PORTIONS OF THE DISCLOSURE
SCHEDULE), THE COMPANY MAKES NO EXPRESS OR IMPLIED REPRESENTATION OR WARRANTY
WITH RESPECT TO THE COMPANY, AND PURCHASER HEREBY DISCLAIMS ANY SUCH
REPRESENTATION OR WARRANTY IN CONNECTION WITH THE EXECUTION AND DELIVERY OF
THIS AGREEMENT AND THE CONSUMMATION OF THE TRANSACTIONS CONTEMPLATED BY THIS
AGREEMENT.
This Agreement, the other Transaction Documents and the certificates, documents and instruments and other
agreements specifically referred to herein or therein or delivered pursuant hereto or thereto, including the Exhibits
and the Schedules (including the Disclosure Schedule), and the Confidentiality Agreement … constitute the entire
agreement among the Parties with respect to the subject matter hereof and supersede all prior agreements and
understandings, both written and oral, among the Parties with respect to the subject matter hereof ….
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CONFLICT BETWEEN WAIVER AND CARVE OUT

JCM INNOVATION CORP. V. FL ACQUISITION HOLDINGS, INC. (DEL SUPERIOR CT 2016)
From and after the Closing … the sole and exclusive remedy for any breach or failure to be true and correct, or
alleged breach or failure to be true and correct, of any representation or warranty or any covenant or agreement in
this Agreement (other than for claims arising from fraud), shall be indemnification in accordance with this
[contract]. The parties have voluntarily agreed to define their rights, liabilities and obligations respecting the
subject matter of this Agreement exclusively in contract (other than for fraud) pursuant to the terms and
provisions of this Agreement and their sole and exclusive remedies regarding the subject matter of this Agreement
(other than for fraud) shall be remedies available at law or in equity for breach of contract only (as such remedies
may be limited by the express terms of this Agreement). Notwithstanding anything to the contrary in this Section
9.9, the Parties shall retain (a) remedies that cannot be waived as a matter of Law and (b) any equitable relief to
which any Party shall be entitled under this Agreement or (c) to seek any remedy related to fraud.
Purchaser and its Representatives have received from Seller … certain projections, estimates and other forecasts
and certain business plan information (collectively, “Projections”). Purchaser acknowledges that there are
uncertainties inherent in attempting to make such Projections, that it is familiar with such uncertainties, that it is
making its own evaluation of the adequacy and accuracy of all Projections so furnished to it and any use of, or
reliance by, it on such Projections shall be at its sole risk, and without limiting any other provisions herein, that
it shall have no claim against anyone with respect thereto; provided, that the foregoing shall not be interpreted
to waive any rights that Purchaser has with respect to recovery for breaches of express representations and
warranties made by Seller … or for any intentional misconduct by Seller, the Company, its Subsidiaries, or any
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person
authorized to act on behalf of Seller, the Company or its Subsidiaries.

DISCLAIMER V. FRAUD CARVE OUT

NOVIPAX HOLDINGS LLC V. SEALED AIR CORPORATION (DEL SUPERIOR CT 2017)
Buyer is not relying on any representations, warranties, omission or
covenants of Sellers or any of their Representatives (including any financial
statements not expressly covered in Section 4.4, any projections, and the
information contained in the confidential information memorandum,
management presentation and other due diligence materials made available
to Buyer) except as expressly set forth in this Agreement and any Seller
Related Agreement executed and delivered to any Buyer Party pursuant to
this Agreement.

“Section 9.3(h), in the Article entitled ‘Indemnification,’ provides that the
indemnification rights provided by Article IX shall be the “sole and exclusive
remedy’ for any breach of representations, warranties, or covenants in the
APA. However, Section 9.3(h) qualifies that remedy by stating, ‘nothing
herein shall limit (i) any claim based on fraud, willful misrepresentation, or
willful breach, or (ii) any party's right to seek ... other equitable remedies.’”
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WHAT SAY TEXAS COURTS?

O’CONNOR V. ATHERIO, INC. (N.D. TEX 2018)

Each Contributor hereby acknowledges and agrees that the representations
and warranties of the Acquirer contained in this Agreement represent all of
the representations and warranties made by it as part of the transactions
contemplated hereby and that neither Contributor nor any person claiming
through any Contributor is relying on any other representations or
warranties (express or implied) in making its decision to consummate
these transactions.
Acquirer agrees that nothing contained in this Section 3.28 or elsewhere in
this Agreement shall limit the Contributors' right to bring claims for actual
fraud (including those based in violation of applicable securities laws).
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CREATING AMBIGUITIES

EMSI ACQUISITION INC. V. CONTRARIAN FUNDS (DEL CH 2017)
Notwithstanding anything to the contrary in this Agreement
(including, without limitation, Section 10.2 [Indemnification]) … The
Buyer Indemnified Parties shall not be entitled to indemnification under
Section 10.2(a) for any and all Losses … in excess of … any thenremaining Escrow Funds.
Notwithstanding anything in this Agreement to the contrary
(including ... any limitations on remedies or recoveries ...) nothing in this
Agreement (or elsewhere) shall limit or restrict … any Indemnified
Party's rights or ability to maintain or recover any amounts in connection
with any action or claim based upon fraud in connection with the
transactions contemplated hereby ...
Generally, “[t]he use of such a ‘notwithstanding’ clause clearly signals
the drafter's intention that the provisions of the ‘notwithstanding’ section
override conflicting provisions of any other section.”
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IMPACT ON CONTRACTUAL LIMITATIONS PERIODS
ENI HOLDINGS V. KBR GROUP HOLDINGS (DEL CH 2013)

Chancery Court denied a motion to dismiss a fraud
claim brought outside the contractual limitation
period despite the absence of a fraud carve-out in
the limitations provision because the parties
agreed to fraud carve-outs that applied to the
exclusive remedies provisions in general.
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DRAFTING CONSIDERATIONS
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IS THERE MAGIC LANGUAGE THAT SOLVES THIS?
SellCo represents that its financial statements are accurate.
SellCo warrants that its financial statements are accurate.
Commentator: “A representation is an assertion as to a fact, true on the date the
representation is made, that is given to induce another party to enter into a contract or take
some other action. A warranty is a promise of indemnity if the assertion is false.”
Commentator: “A warranty is a contractual term, which is secondary to the main purpose of
a contract. If a warranty is breached, the aggrieved party is not normally entitled to terminate
the contract (unless it can be shown that the breach goes to the ‘heart of the contract’), but
may be entitled to claim damages for breach of contract. A representation is a statement of
fact or opinion, which is made prior to a contract being entered into. If the representation is
false, and it was relied on by the buyer when entering into the contract, then this may entitle
them to rescind the contract and claim damages.”
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IS THERE MAGIC LANGUAGE THAT SOLVES THIS?
What if…
SellCo makes no representations, in any way, about the accuracy, in any way, of
its financial statements. (And BuyCo acknowledges that SellCo has not made any
representations about the accuracy of its financial statements; BuyCo also
acknowledges that it cannot have relied on SellCo’s representations about the
accuracy of its financial statements because none were made.) However, SellCo,
without representing anything about the accuracy of its financial statements,
warrants that its financial statements are accurate. To the extent that its
financial statements are proven not to be accurate, SellCo will be liable to BuyCo
exclusively for BuyCo’s direct damages up to a cap of $500,000.

Have we solved it?
(with or without carve-out)
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PRACTICAL SOLUTIONS

LIMITING DEFINITION OF FRAUD

“Fraud” means, with respect to a Party, an actual and intentional fraud with respect to the
making of the representations and warranties [herein], provided, that such actual and
intentional fraud of such Party shall only be deemed to exist if any of the individuals
included [on referenced schedule regarding Seller] or [on referenced schedule regarding
Buyer] had actual knowledge (as opposed to imputed or constructive knowledge) that the
representations and warranties made by such Party, were actually breached when made,
with the express intention that the other Party rely thereon to its detriment.
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RELATED TOPIC

ANTI-SANDBAGGING PROVISION – NECESSARY OR CONFUSING?

“Notwithstanding anything in this Agreement to the
contrary, no Buyer Indemnified Party shall be
indemnified or reimbursed for any Damages resulting
from the breach or inaccuracy of any representation,
warranty, covenant or agreement in this Agreement if the
party seeking indemnification for such Damages had
actual knowledge of such breach or of any facts or
circumstances rendering such representation or warranty
inaccurate prior to the Closing.”
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FRAUD AND THE LIMITS OF REP AND WARRANTY INSURANCE
Buy-side insurance can (and likely does) cover seller fraud
Sell-side insurance cannot cover seller fraud
On the buy-side, protection against fraud is afforded; things to think about…
• Premiums are currently 2.5%-3% of coverage limits. $10M of coverage would cost
$250,000-$300,000 and have a 0.75%-1.5% or $75,000 to $150,000 retention*
• Commentator: “In addition, the buyer customarily purchases RWI coverage in an
amount equal to approximately 10% of deal value. This leaves the buyer exposed to
extraordinary losses from fundamental rep breaches in excess of the coverage limit.”**
• Buyer cannot recover for liabilities it knew about when the policy was bound
• Insurers’ reluctance to pay (though track record looks good)
• Certain claims simply not covered
• Duty to mitigate may impact recovery
• Insurer will have subrogation rights against seller in event of fraud
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*Declines over time
**Get seller to pay rest

BEST PRACTICES

(SELL SIDE PERSPECTIVE)
•

•
•

•
•
•
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Buyer specifically represents and agrees to non-reliance on anything other than
representations and warranties in the agreement
• If possible, limit the permitted reliance to certain, specific reps and warranties
• Include waiver of reliance on “omissions”
• Do not rely on merger clause
Exclusive remedy provisions without fraud carve out
Otherwise limit carve out –
• Have only one carve out (not “sprinkled throughout”)
• Specific definition of capital F Fraud – some variant implying: Intentional deceit
specifically intended to mislead the buyer
• Isolate potential fraud claims to actual (not “imputed”) knowledge of specific
individuals
• Limit to specific contractual representations
No recourse against others clause
Anti-sandbagging provision
Buyer-acquired insurance
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