Warranty & Indemnity Insurance

in Sino-Swiss M&A transactions
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Cross-border M&A transactions are complex and

often accompanied by high risks. The demand for risk
management from the parties involved has risen. Thus,
a new tool to better control the risks involved in cross-
border M&A transactions has become more prevalent -
the warranty and indemnity (W&I) insurance.
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In Europe and North America, W&I insurance is well developed.
According to a report on the W& insurance market of Lockton, the
world’s largest privately held insurance brokerage firm, more than
25% of European corporate deals were using W& insurance in 2016.
Similarly, in the US the overall market penetration for W& insurance
is between 15% and 20%. As the demand for risk management in
small transactions has kept growing, since 2017, there have also been
insurers providing small cost insurance for SME deals.

In comparison, due to the fragmented and diverse market, the
status quo of the use of W&I insurances in Asia Pacific is less
homogenous. For example, W&I insurances have been widely used
in Australasia, especially in the private equity field. In Hong Kong,
Singapore, Japan and Korea, the use of W&I insurance has also
grown significantly. The markets in China are maturing, especially
under China’s go out and one belt one road policies, and as a result
the volume of cross-border transactions has been rising sharply.
This has resulted in W&I insurance now receiving much more
attention in China as a solution to mitigate transaction risks, even
though the market is still in an early stage.

What is a W&I insurance?

W& insurance is a specialist insurance product designed to cover
losses from breaches of representations and warranties, or claims
for indemnities in an M&A transaction. The insurance protection
covers loss or liability arising from unknown or undisclosed matters
and provides compensation for financial loss.

There are, in principle, two main kind of W&I insurances: taken
out either by the seller (“sell-side policy”) or the buyer (“buy-side
policy”). In the case of a sell-side policy, the buyer submits its
claims against the seller, who then seeks indemnification from the
insurer. Fundamentally, this is a third party liability insurance cover.
In the case of a buy-side policy, the buyer submits its claims directly
against the insurer. Fundamentally, this is an indemnity insurance
cover. In the buy-side policy, the seller is normally not involved in
the claim handling, as the recourse by the insurer against the seller
is typically excluded, except for damage resulting from the willful
misconduct and fraud of the seller. In practice, most policies are
taken out as buy-side policies.

Why is a W&I insurance taken out?

Reasons for the seller

1. A clean and faster exit: W&I insurance gives to the seller the
possibility of a faster exit from the transaction. Especially private
equity funds prefer W&I insurances when they want to sell their
investments as they can close the fund faster. Escrow arrangements
can often be avoided.

2. Manageable limit on liability: W&I insurance enables sellers to
limit their liability for the buyer’s warranty losses at a far lower level
than a well-advised buyer would typically agree.

3. Smoother negotiations: The comfort of a W& insurance can speed up
the negotiations regarding delicate matters such time and liability limits.

Reasons for the buyer
1. Scope of coverage: Provided warranties are sensibly negotiated,
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a buyer will ordinarily obtain a broad and extensive warranty coverage
under the W& insurance.

2. Duration of coverage: The W&I insurance may offer a longer
coverage than the seller would.

3. Deciding point in an auction: Often an auction seller only considers
those buyers who offer to conclude a W&I insurance and bear the
respective costs.

4. Reduce risk of an insolvent seller: Warranties are only as good as the
liquidity of the person giving them. Hence, claiming under a policy
eliminates the risk associated with a seller’s solvency.

Does a W& insurance make the due diligence process redundant?

The insurance does not cover the risks that could and should have been
identified by a prudent insured. Concluding a buy-side W&I insurance
does not release a buyer from making a thorough due diligence on the
target. On the contrary: The insurance only covers representations and
warranties on matters that have been verified by the buyer in the due
diligence process. If the insurer believes that the insured’s due diligence
report is not comprehensive and specific enough on a particular matter,
the coverage will be excluded or limited.

What is the typical process to conclude a buy-side W&I
insurance policy?

The buyer retains the support of an insurance broker, which usually
obtains 3 to 5 insurer non-binding indications (“NBI”), which set
out the basic outlines of the coverage and insurance fees. Based on
these NBI, the buyer selects one insurer to start the underwriting
(“UW”) process. During the UW process, the insurer conducts the risk
assessment predominantly based on the due diligence reports of the
buyer’s advisors and documentation on the target company provided
in the virtual data room. After the successful conclusion of the UW
process, the insurer issues to the buyer a draft policy for the W&I
insurance, which can normally be negotiated to a certain extend.

Conclusion

W& insurance plays an increasingly important role in controlling the
risks in M&A transactions. Whether a policy can be successfully issued
greatly depends on the process of the transaction negotiations and
the documentation produced by the buyer and seller. The transaction
parties must take into account that with the insurer a further party
is involved in the M&A process, which needs to be coordinated with
accordingly. As Chinese parties are becoming more accustomed to
W&I insurance, we also expect to encounter them more often in the
future in Sino-Swiss M&A transactions.
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Because Connections Matter!

SwissCham is your partner in China. our mission is to
support the success of our members by organizing high-class events,
offering member-only benefits, giving exposure and access to the
international business community and publishing informative
content in “The Bridge” magazine and in our newsletters.

Sign up today and join a growing membership of over 600
companies and individuals in China. As a member, you will enjoy
the following services:

* Access to our directory with over 2,000 contacts
e Access to investment zones and high-tech parks and governmental
bodies

* A free subscription of “The Bridge” magazine and our newsletters

* Discounted fees for SwissCham and partner events

* Access to our one-of-a-kind member benefit program (BJ, SH)

Join SwissCham Today!
www.swisscham.org/china

SwissCham Beijing | Tel: +86 10 8468 3982 | Email: info@bei.swisscham.org
SwissCham Shanghai | Tel: +86 2153681270 | Email: info@sha.swisscham.org

SwissCham Guangzhou | Tel: +86 760 8858 1020 | Email: info@swisscham-gz.org
SwissCham Hong Kong | Tel +852 2524 0590 | Email: admin@swisschamhk.org



