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Tax Insurance: A Comprehensive and
Cost-Effective Risk Management Solution

The IRS and other authorities often challenge specific tax
treatments taken by buyers and sellers in merger and acquisition
(M&A) transactions. Since the tax implications of these
transactions can be considerable, it can be difficult to allocate
the resulting risks — and the parties may have differing opinions
on the issue. Also, owing in part to the time constraints often
involved in M&A transactions, advance tax position rulings and
clearances may not be available.

Tax insurance allows the parties in a merger or acquisition to
transfer many of their risks to an insurance provider, allocating
them away from the transaction itself and obviating the need

for special indemnities or purchase price reductions. Marsh’s
Transactional Risk Practice has extensive experience in helping
clients manage all aspects of the transactional risk and insurance
process. Our specialists can help you secure comprehensive and
cost-effective insurance coverage for potential tax exposures.

Why Purchase Tax Insurance?

Tax insurance, also known as tax indemnity insurance or tax
opinion insurance, is most often used:

¢ To provide protection if a taxing authority challenges
a historical tax position taken by a target entity that
is either assumed by the buyer or retained by the seller
via an indemnity.

¢ To ensure that a particular tax structure used in a transaction
has its intended effect.

¢ To provide protection when there is no clear guidance
on a specific tax issue, and a party is unwilling to accept
the tax exposure.

In addition to its use in M&A transactions, tax insurance can be
obtained on many tax positions a company has taken historically,
or is planning to execute, in case they are reviewed by tax
authorities as part of the company’s ongoing operations.

Ataxinsurance policy generally covers the tax liability for seven
years, along with any possible fines and penalties, interest, legal
contest costs, and tax gross-up. All forms of direct and indirect
taxation can be covered, including:

e Corporate income tax.

e Personal income tax.

Capital gains tax.

Property tax.

Sales and use/value added tax.
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How Marsh’s
Team Works

The placement of a tax insurance policy
can be completed in as little as one to two
weeks. Some polices may require more
time, depending on the complexity of the
exposures to be insured and the availability
of relevant information.

Placement of a tax insurance policy begins
with a discussion between a member

of Marsh’s Transactional Risk team and
you and your advisors, followed by an
independent assessment by potential
insurers. Marsh can then negotiate terms
with an insurer on your behalf and ensure
that the proposed coverage structure is
appropriate for your risk.

Marsh can also help you prepare the
information needed by an insurer to

determine the insurability of your tax
position. Generally, this includes:

¢ Adetailed description of your tax
position and, if applicable, the proposed
transaction structure, including a list
of attorneys, accountants, and other
outside experts involved.

¢ Adescription of the type, value, and
timing of tax issues involved for each
party to the transaction, including a
computation or schedule of the tax
benefits/potential loss involved.

¢ A copy of the final or draft tax opinion or
tax memo that sets out the tax issues to
be addressed, if available.

Pricing, Duration,
and Availability

Although the premium for a policy
depends on the specifics of the particular
tax risk, the rate for insurable positions in
our experience is typically between 2.5%
and 5% of the limit of liability purchased.
Premium cost can be affected by several
factors, including:

e The jurisdiction(s) of the tax risk.

¢ Theinsurance limits purchased relative
to the magnitude of the risk.

¢ The amount of risk retained
by the insured.

¢ The degree to which the potential tax
loss is “all or nothing.”

¢ The strength of the tax opinion, if issued.

¢ The breadth of available legal precedent
related to the specific tax issue.

Insurers can generally offer up to seven
years of coverage for tax insurance
policies, although extensions may be
possible. For any given insurable risk,
there is generally more than $1 billion

of available capacity, with the market
expected to grow as more insurers enter
the sector.
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Examples of
Insured Risks

Tax insurance policies have been used
to provide coverage for a variety of risks,
including:

e REIT status and related risks.
e Successor liability.

¢ Tax credits, including recapture risk,
basis risk, and structural risk.

¢ Net operating losses/potential Section
382 change of control.

e S-corporations/338(h)(10) basis step-up
elections.

¢ Capital gains versus ordinary income
characterizations.

¢ Tax-free reorganizations.
e Section 355 spinoffs.
¢ Cancellation of indebtedness.

¢ Employee benefits issues, including
deferred compensation.

¢ Debt/equity characterization.
e Partnership structures.

e FASB Interpretation No. 48, including
FIN 48 in certain circumstances.



Case Studies

REIT QUALIFICATION

A private equity firm with $2 billion in commercial real estate
assets in several real estate investment trusts entered into an
agreement to sell the REITs rather than the underlying assets. The
buyer required a significant escrow account in the event the IRS
challenged the qualification of an entity as a tax-compliant REIT.
The seller objected, leaving the parties at a standstill. The potential
exposure was $100 million in back taxes, interest, and penalties.

Marsh structured and placed a tax insurance policy that protected
the buyer against a breach of seller’s representations on REIT
qualification, and ensured that certain transactions would not be
considered prohibited transactions. The final policy was for $160
million in insured limits and covered taxes, interest, penalties, and
a gross-up (if the amount of the claim payment were treated as
taxable). The policy covered a seven-year period.

SOLAR INVESTMENT TAX CREDIT

An investment fund invested in a project company that

operated solar farms. A bank acted as a tax equity investor and
was allocated the majority of the investment tax credits (ITCs)
associated with the transaction. The project company was required
to indemnify the tax equity investor in the event that the ITC was
not allocated to the bank or was otherwise not available to be
used by the bank. The fund and the project company sought a tax
insurance policy to cover the projected ITC and other tax benefits
that would be received by the bank (i.e., not subject to a recapture
event). The potential exposure was $64 million of back taxes,
interest, and penalties.

Marsh structured and placed a tax insurance policy that

named the bank as the insured in the event the indemnity was
invoked because of a loss of the ITC. The policy provided coverage
so that if the investment vehicle was not respected as a “pass-
through,” the value of the ITC would not be unavailable, the tax
basis would be respected, and there would be no loss due to
recapture. The final policy was for $105 million in insured limits
and covered taxes, interest, penalties, and a gross-up. The policy
covered a seven-year period.
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S-CORP ELECTION

A private equity fund acquired a private company that had

elected to be treated as an S-corporation. During due diligence,
the S election could not be located and there was concern that

the S-Corp status may have been broken several years earlier. A
leading law firm advised the seller that its S-Corp status should not
be successfully challenged by the IRS. The potential exposure was
$95 million of back taxes, interest, and penalties. The seller would
not provide indemnity for this risk.

Marsh structured and placed a tax insurance policy that

named the buying entity as the insured and protected the buyer

in the event that the target company lost its S-Corp status and

was taxed as a C-corporation, meaning it would owe back taxes,
interest, and penalties. The policy also covered the step-up in basis
under section 338(h)(10) of the US Internal Revenue Code to ensure
the assets could be amortized currently with the stepped up basis.
The final policy was for $158 million in insured limits and covered
taxes, interest, penalties, and a gross-up. The policy covered a
seven-year period.
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Why Marsh?

Marsh'’s Transactional Risk Practice placed nearly $14 billion in transactional risk insurance markets, so we can deliver the most
transactional insurance limits in 2018 for more than 400 deals. comprehensive and cost-effective solutions to meet your needs.
Our specialists have deep experience, with backgrounds in We can also work with our international team to coordinate
taxation, corporate law, investment banking, and accounting coverage globally. And we can help you navigate all aspects of the
policy, so we understand the critical risks you can face during transactional risk claim process.

and after a transaction. We offer high-level access to all leading

For more information about Marsh’s tax insurance solutions, visit marsh.com, or contact your local Marsh representative.

CRAIG SCHIOPPO MARK MCTIGUE PATRICK J. BROWNE JR.

Managing Director Managing Director Senior Vice President

+1 212 345 6492 Tax Insurance Specialist Tax Insurance Specialist

craig.schioppo@marsh.com +1212 3455635 +1202 256 9096
mark.mctigue@marsh.com patrick.browne@marsh.com

ANTONY JOYCE ALISHA SOARES

Senior Vice President Senior Vice President

Tax Insurance Specialist Tax Insurance Specialist

+1 2123450780 +1 212 345 3121

antony.joyce@marsh.com alisha.soares@marsh.com

Marsh is one of the Marsh & McLennan Companies, together with Guy Carpenter, Mercer, and Oliver Wyman.

This document and any recommendations, analysis, or advice provided by Marsh (collectively, the “Marsh Analysis”) are not intended to be taken as advice regarding any individual situation and should

not be relied upon as such. The information contained herein is based on sources we believe reliable, but we make no representation or warranty as to its accuracy. Marsh shall have no obligation to update
the Marsh Analysis and shall have no liability to you or any other party arising out of this publication or any matter contained herein. Any statements concerning actuarial, tax, accounting, or legal matters
are based solely on our experience as insurance brokers and risk consultants and are not to be relied upon as actuarial, tax, accounting, or legal advice, for which you should consult your own professional
advisors. Any modeling, analytics, or projections are subject to inherent uncertainty, and the Marsh Analysis could be materially affected if any underlying assumptions, conditions, information, or factors
are inaccurate or incomplete or should change. Marsh makes no representation or warranty concerning the application of policy wording or the financial condition or solvency of insurers or reinsurers.
Marsh makes no assurances regarding the availability, cost, or terms of insurance coverage. Although Marsh may provide advice and recommendations, all decisions regarding the amount, type or terms of
coverage are the ultimate responsibility of the insurance purchaser, who must decide on the specific coverage that is appropriate to its particular circumstances and financial position.
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