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Highlights

¢ With the warranty industry evolving in the U.S., companies seeking to modernize conventional warranties by
leveraging advanced technologies such as atrtificial intelligence (Al) are faced with unique regulatory questions and
risks.

¢ Before offering an Al performance guarantee, it is important for companies to understand the potential risks in doing
so, as it is common for these types of programs to straddle the boundary between insurance and other regulated
risk-sharing arrangements, and the laws governing these offerings are not always defined or clear.

¢ In order to reduce risk in offering an Al performance guarantee, companies should consider carefully defining Al
performance and warranty scope, avoiding common characteristics of insurance products and employing other best
practices.

In the U.S., the warranty industry is evolving, with companies seeking to modernize conventional warranties by
leveraging advanced technologies such as artificial intelligence (Al) to analyze risk and guarantee or warrant specific
outcomes. As Al-powered products and services become more prevalent across industries — including software,
automation, healthcare and finance — companies are increasingly exploring the use of warranties and guarantees to
build customer confidence and mitigate risk. However, offering warranties on Al-powered products and services raises
unique regulatory questions and risks, particularly given the evolving nature of this technology and because warranty
laws don't always apply cleanly to many of the innovative offerings on the market today.

Key Motivations

As with traditional warranties, companies offering technological solutions to analyze risk may benefit in various ways

by guaranteeing certain performance thresholds, including:

e Customer Trust. Al can be complex and difficult for a customer to understand. Warranties provide customers
assurance that Al-enabled products will perform as expected.

e Competitive Differentiation. A warranty can set a company apart from its competitors, especially in industries
where Al adoption is still growing.

¢ Risk Mitigation. Clearly defined warranty terms help manage customer expectations and limit liability if Al does not
perform as anticipated.

That said, before offering an Al performance guarantee, it is important for companies to understand the potential risks
in doing so, as it is common for these types of programs to straddle the boundary between insurance and other
regulated risk-sharing arrangements.

Key Regulatory Considerations

Though insurance laws can vary from state to state, Al warranty programs may be permissible and may not be
considered insurance if they are merely incidental to another legitimate business activity or purpose. However, the
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laws governing when such an offering is “incidental" are not always defined or clear, particularly when applied to Al
offerings.

When evaluating an Al performance guarantee, an initial question may arise as to whether such a guarantee falls
within the technical definition of "insurance." Even then, courts in several states have recognized that not every
contract that meets the technical definition of insurance is an insurance contract for purposes of regulation. Instead,
courts must consider the "principal object and purpose" of the contract as a means to delineate insurance from
transactions that include only an incidental element of insurance.

Given the lack of legal precedent in the context of Al performance guarantees, the question of whether any particular
program may constitute insurance is a highly fact-specific analysis and may vary between states, and there are
various factors that courts or regulators would generally consider in order to distinguish insurance from non-insurance
in this context. These include the nature of the agreement, scope of the obligations undertaken, offeror and its
"relationship” to the risks, and degree of "control" over the risks. However, if a regulator were to conclude that an Al
performance guarantee is not incidental to another legitimate business activity or covers risks outside of the offeror's
control, then the program may be considered an insurance product, and any company offering or selling such a
product would need to be licensed.

Ultimately, the particular test for when something is "incidental” or under the offeror's control may vary from state to
state, and it can be difficult to determine how to apply these tests to a particular program. Companies offering Al
performance guarantees are therefore arguably operating in somewhat of a legal gray area without clear rules.

Best Practices

In order to reduce risk in offering an Al performance guarantee, companies should consider the following:

Defining Al Performance and Warranty Scope

¢ Traditional warranties cover hardware defects or software bugs, but Al-based products involve probabilistic
decision-making rather than fixed outcomes.

e Companies must carefully define the performance guarantee (e.g., uptime, accuracy thresholds), any limitations
(e.g., Al recommendations are not always 100 percent accurate) and any exclusions (e.g., external factors such as
regulatory changes).

Avoiding Common Characteristics of Insurance Products

e When cast as non-insurance, Al warranty programs should not look like an insurance product. Further, because this
is not an insurance product, fortuitous events outside of the offeror's reasonable control should be excluded.

e Since state regulators focus more on products for which an "add-on" fee is charged, companies offering Al warranty
programs should consider baking the cost of the warranty into the cost for the Al product or service itself, such that
there is no separate consideration for the warranty protection.

Other Best Practices

e Al warranties must comply with any applicable consumer protection laws, such as the Magnuson-Moss Warranty
Act, which mandates transparency in warranty terms.

e Given that one of the primary factors a court or regulator would review is whether the warranty is "incidental" to the
offeror's core business, Al warranty programs should include lower coverage limits that are more closely aligned
with the pricing of the underlying product/service, and companies offering Al warranty programs should avoid
marketing them as a major new offering.
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¢ Al models often improve over time through machine learning updates. Warranties should specify how updates
impact coverage. For instance: Will updates be included in the warranty? Does retraining the Al reset warranty
coverage?

Conclusion

Warranties for Al-based products require a carefully structured approach that balances customer satisfaction with
regulatory requirements. As Al regulations evolve, businesses must continuously refine their warranty terms,
disclosures and risk management strategies to stay competitive and remain compliant.

Please contact the authors if you have any specific questions relating to your company.

Information contained in this alert is for the general education and knowledge of our readers. It is not designed to be, and should
not be used as, the sole source of information when analyzing and resolving a legal problem, and it should not be substituted for
legal advice, which relies on a specific factual analysis. Moreover, the laws of each jurisdiction are different and are constantly
changing. This information is not intended to create, and receipt of it does not constitute, an attorney-client relationship. If you
have specific questions regarding a particular fact situation, we urge you to consult the authors of this publication, your Holland &
Knight representative or other competent legal counsel.

Alex Selarnick is a business attorney in Holland & Knight's Philadelphia office. Mr. Selarnick advises
insureds, insurers and insurance technology companies (InsurTechs), as well as their partners and
investors, on a broad range of compliance, regulatory and transactional matters. Mr. Selarnick's
practice primarily focuses on corporate transactions in the insurance and reinsurance industries.

=)

)

+1.215.252.9528 | Alex.Selarnick@hklaw.com

Greg Hoffnagle is a business attorney in Holland & Knight's New York office and has practiced in the
insurance and financial services industry for nearly 20 years. Mr. Hoffnagle guides (re)insurers,

captives, brokers, insurance technology companies (InsurTechs), emerging and technology companies,
“‘ ’,‘ venture capital and private equity firms, and other insurance-related service providers through
cutting-edge compliance, regulatory and transactional matters.

+1.212.513.3425 | Greg.Hoffnagle@hklaw.com



