
 

Insurance Primer 

2020 
The uncertainty of complex tax law creates risk and economic exposure. The possibility 
of future challenge by the IRS, state or federal authorities to the tax treatment of a 
transaction, investment, or other tax position can stall or derail an M&A transaction 
completely. When companies desire certainty around particular tax positions, tax 
insurance can provide the complete solution. 
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U.S. Tax Law 
is complex, 
and with complexity 
comes uncertainty. 
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The Internal Revenue Code imposes income 
taxes, withholding and employment taxes, 
excise taxes, estate taxes, and penalties and 
interest.  It distinguishes among various 
business arrangements (S corp, regular C corp, 
partnership, trust, etc.) and reflects public 
policy concerning certain activities (REITs, 
mutual funds, charitable donations, 
investments in renewable energy, etc.).   
 

Treasury Regulations (final, temporary and 
proposed) add to the complex body of tax law 
and the IRS provides “guidance”- - literally on  
a daily basis- - in the form of revenue rulings, 
revenue procedures, technical advice 
memorandums, chief counsel advisories, 
private letter rulings, notices, and 
announcements.  Finally, there is case law:  
the U.S. Tax Court, the U.S. Court of Claims, 

all of the Federal District Courts, the Federal 
Circuit Court of Appeals, and the U.S. 
Supreme Court frequently adjudicate tax 
disputes and issue decisions that become 
precedent. Unless the decision is from the 
Supreme Court, the IRS may or may not 
accept the decision as to its position in the 
future for other similarly situated taxpayers.  
 
With this complexity comes uncertainty. 
While businesses engage accounting 
professionals in their tax planning, these 
professionals cannot guaranty an outcome.  
Even opinions provide only limited comfort, 
insulating the taxpayer from penalties if the 
tax position is subsequently challenged, but 
not from additional taxes or interest. 

U.S. tax law is complex and continuously 
increases in complexity. 
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Greater certainty may be available via a private letter ruling, but the IRS annually issues a revenue procedure indicating 
areas of tax law for which they will not issue private letter rulings. Also, the IRS could decline to rule on a tax position if 
the tax position is predominantly based on facts, or if the position is valid but is nonetheless perceived as possibly 
creating an opportunity for abuse in other situations.  Finally, the IRS could decide the position is wrong.   
 
Meanwhile, the U.S. economy grows in complexity. As companies attempt to respond to new business opportunities, 
and/or regulatory or accounting rules in tax efficient manners, the uncertainty of the tax treatment is simply accepted 
as a cost of doing business in the U.S. 
 
When companies need certainty around particular tax positions, tax insurance can provide the complete solution that 
no advisor can offer. 

When companies desire certainty 
around particular tax positions, tax 
insurance can provide the complete 
solution. 
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Tax insurance covers the additional taxes, 
penalties, interest on additional taxes and 
penalties, and related costs if a tax position is 
successfully challenged.   

Tax insurance may also provide defense costs incurred in the challenge 

(although routine audits do not typically trigger coverage unless and until 

the “covered tax position” is squarely challenged).  If desired, tax insurance 

can also pay the insured its “gross-up” costs, which are the income taxes 

imposed on the receipt of tax insurance proceeds.  

  

  

Provided that the transaction is not abusive or reportable, tax insurance is generally available 
where there is a sound basis in the facts and the law for the covered tax position. Areas which 
have presented covered tax positions include:  
  
✓ Mergers and Acquisitions 
✓ Consolidated Groups 
✓ Spinoffs 
✓ REIT Status 
✓ Tax Credits 
  

✓ Multinationals 
✓ Foreign Investors 
✓ Tax Exempts 
✓ Personal Taxes, Wealth and Estate Planning 
✓ Emerging Product 
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Tax insurance has been purchased in a variety of situations 

where the taxpayer has (or plans to take) a particular tax 

position that could be challenged by the tax authorities and 

have a significant cash impact. 

The following are examples of situations where 

tax insurance has been or can be used to transfer 

tax risk: 

7
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Tax insurance has become a critical part in attracting tax equity investors into 

various state and federal tax credit programs (such as renewable energy and 

rehabilitation of historic structures, etc.). Tax law prohibits sponsors from 

completely sheltering investors from tax risk because the investor must have 

the status of a “partner” to be allocated tax credits. To the extent that the 

sponsor provides any tax guarantees, investors may seek to reduce their 

counter-party risk to repeat developers/sponsors. The insurance covers 

various risks associated with the tax equity investments, including whether the 

investment and any associated property qualifies for the tax credits, whether 

the investment structure will be respected and whether the tax credits will be 

recaptured.   

03 

Facilitating transactions where parties are looking to allocate the risk of 
historical tax positions taken by the target, such as accuracy and/or usability 
of the target’s net operating losses, executive compensation, deferred 
compensation, prior restructurings or recapitalizations, potential invalidity of 
S-Corp status, and/or prior acquisitions of former members of consolidated 
return groups.  Alternatively, the tax risk may relate to the structure of the 
transaction itself, such as the validity of Section 338 elections or the 
applicability of tax-free reorganization treatment to the transaction. Less 
frequently, state tax nexus issues and/or realty transfer tax issues have been 
insured.  

 

01 

Another M&A-related scenario, but worthy of separate comment, is the 

acquisition of REITs. These transactions have been a very active area for tax 

insurance given that loss of REIT status will have significant economic 

repercussions for the buyer. The critical issue is whether REIT status has been 

maintained through the life of the target. The analysis focuses on the 

structure as well as operations of the target. 

02 
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Multi-national corporations with transfer pricing and/or foreign tax 

credits, consolidated tax return groups taking a worthless stock 

deduction or undergoing a reorganization, restructuring, or refinancing, 

and tax-payers participating in shareholder or partner distributions often 

confront tax uncertainty for which tax insurance has been utilized. 

05 

Since Tax Year 2010, corporations filing Forms 1120, 1120-F, 1120-L,  or 

1120-PC must file Schedule UTP if total assets equal or exceed the 

applicable asset threshold for the tax year and the corporation either 

reserved for an uncertain tax position in its audited financial statements or 

failed to reserve on the belief that the corporation’s uncertain tax position 

would be successfully litigated (and not settled) if challenged.   

 

Since tax year 2014, the asset threshold for reporting uncertain tax 

positions on Schedule UTP (Form 1120) fell to $10 million (from $100MM in 

2010).  The Schedule UTP effectively creates a roadmap  for the IRS: it 

requires a narrative of the uncertain tax position and a ranking of its 

significance.  Any company filing a Schedule UTP should consider tax 

insurance. Further, as a  matter of GAAP accounting, tax insurance for new 

uncertain tax positions may solidify the argument that no reserve is 

required.  Insurance would have most applicability where the company was 

not fully reserved or where the company failed to reserve based on its 

belief of success in litigation. 

04 
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Premium range of the limit 

of liability purchased. 

There is approximately $1.5BB in capacity for any single domestic tax risk.  While tax insurance is available for foreign 
risks as well, capacity and markets will be more limited.  
 
Premiums generally range from 2% - 5% of the limit of liability purchased. They are a one-time cost for a multiyear 
policy. Retentions vary based on each risk including no retention at all. Policy terms can go up to seven years, which is 
generally sufficient to cover the applicable statute of limitations. 

In capacity for any single 

domestic tax risk. 
Policy terms, which is generally 

sufficient to cover the applicable 

statute of limitations. 

 

10 



10 

 

             

             

             

             

             

             

             

             

             

             

             

             

              

 

The process begins by retaining a 

broker who is knowledgeable in tax 

and insurance matters and has the 

substantive capability to understand 

the transaction. 

01 

The broker works closely with counsel to 

prepare a submission, including chronology 

of the material facts & events, a list of the 

players and a concise summary of the tax 

positions for which insurance is sought. 

02 

At an early stage, there is typically dialogue 

around whether the tax issue is insurable, how 

the tax issue should be framed and worded,    

and the nature and scope of insurance 

coverage. There is also a preliminary discussion 

regarding the underwriters’ general, non-

binding view of the likely premium. 

03 

When the lead insurers(s) and the insured have 

reached a consensus regarding the scope of 

coverage and pricing parameters, the lead 

insurer will issue a preliminary non-binding 

proposal which provides a proposed premium, 

limits of coverage and specifies in writing the 

covered tax positions. 

 

04 

If the insured chooses to take the next step, it 

signs the proposal, and pays a nominal due 

diligence fee. The insurer then issues a plan 

which outlines the specific information, 

documents and other materials it will need to 

complete the underwriting process and issue a 

binder. 

 

 

05 

During the finalization of underwriting, a parallel 

path is opened around the policy wording. The 

insurer will furnish a draft policy form, and 

negotiations will commence on the policy 

wording. The most critical areas for focus and 

negotiation include: 

• Itemization and concise description of the 

Covered Tax Positions 

• Statement of Material Facts 

• Insuring Agreement and Definition of “Claim” 

• Exclusions 

• Rights and Duties in the Event of a Claim 

06 

Once the underwriting and policy negotiations are finalized, a binder is issued, serving as evidence of coverage 

until the policy is issued.  

07 
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The named insured (typically, the taxpayer but may 
be the parent of a consolidated group acquiring the 
taxpayer, or the tax equity partners of the 
partnership filing returns, etc.). 

A precise articulation of the covered tax 
position. 

A concise summary of the relevant facts and the legal 
rationale in support of the tax position (an opinion is 
not necessary but will facilitate the underwriting 
process). 

A loss calculation broken down into the expected 
tax liability, interest, penalties, and, if desired as 
part of the insurance, gross-up. 

A full and proper submission should  
include the following: 

Tax profile of the taxpayer and insured (i.e., frequency of 
audit, taxpayer in CAP program, etc.). 

12  



13
 

 

             

             

             

             

             

             

             

             

             

             

             

             

              

 

Within 3-4 business days following receipt of a submission, underwriters may provide either an informal ballpark 
estimate or a nonbinding indication letter (“NBIL”) setting forth the terms of the proposed coverage including the 
covered tax position, the limit, retention, premium and underwriting fee (a non-refundable fee paid directly to the 
carrier). 

  

 
The diligence phase is fluid. The NBIL will set out the 
outstanding information that will be required by the 
underwriters to confirm their understanding and ability to 
insure the tax position as presented in the NBIL. The diligence 
process is a “deep dive” into researching the validity of the tax 
position in light of the applicable facts and circumstances 
giving rise to the tax position.  Often, conference calls among 
the insured, their tax advisors and the insurer will address any 
remaining questions or concerns. The process can move  
quickly based on receipt of the required information.  Insurers 
understand that most clients seeking tax insurance are 
involved in transactions or investments with short time 
frames and work accordingly. 

During the diligence process, policy drafts will be exchanged 
between the insurer and the insured. Critical components of 
the policy include the insuring agreement (which sets forth 
the trigger for invoking the policy), limited exclusions and a 
statement of material facts that become a part of the policy. 
The insuring agreement and the statement of material facts 
are typically the most negotiated components of the policy. 

  

 

Depending on the risk, the cooperation provisions of the 
policy which outline the insurer’s involvement in the 
negotiations and settlement procedures with the taxing 
authority may be an area of focus as well. The insurers will 
require sufficient involvement in the process to ensure that 
the insured tax position will not be traded against other tax 
matters that may be under review and to ensure that the 
legal arguments contemplated during the underwriting 
process are being advanced.  

Once the underwriting and policy negotiations are finalized, 
a binder is issued. This document serves as evidence of       
coverage until the policy is issued.  Conditions that must 
be met prior to issuance can include closing of the 
underlying transaction (i.e., closing of an M&A transaction 
or investment), receipt of all final documents related to the 
transaction, and payment of premium. 
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1. Tax insurance is not available for a “reportable” transaction (defined in                                           
Treasury Regulations as including tax avoidance schemes or "listed transactions" and 
transactions that have certain characteristics requiring that they be separately reported to the 
Office of Tax Shelter Abuse); 

 
2. Typically, underwriters are most interested in "low risk" / "high severity" tax positions, meaning that 

the position is supportable but there may be alternative interpretations or legal issues that could 
result in a different outcome than what the taxpayer intends; 

 
3. A tax opinion is helpful, but not required. Markets are capable of underwriting risks in-house or 

with the use of outside counsel; 
 
4. The policies generally do not insure facts or numerical accuracy. They insure the legal 

interpretation of the applicable tax law against a given set of facts; and, 
 
5. The policies will typically trigger upon a notice by the applicable taxing authority that the covered 

tax position is under audit or review by the relevant authority. 

Additional Underwriting 
Considerations: 
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The following are actual case studies where tax insurance policies were placed to protect 
the insureds against an adverse ruling or challenge by the IRS:  
  

Insuring that the spinoff of a division would be "tax free" pursuant to Section 355 of the Internal Revenue Code. 

Insuring the REIT status of a target company in an M&A transaction, protecting both the buyer and seller of the 
REIT from a post-closing challenge by the IRS to historical REIT status. 

Insuring the expected tax benefits of the tax equity investor in a solar tax project, specifically, partnership status 
and allocations made within the partnership, inside basis risk, and recapture risks. 

Insuring whether inadvertent failure to file ESBT elections terminated "S" status.  

 

 

 

01 

02 

03 

04 

05 Insuring whether a profits interest will be respected as such and allowed capital gains treatment on sale.  
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Protection against liability resulting from a challenge by the IRS or another taxing authority. 

The policy covers taxes, interest, fines and penalties (if insurable), defense costs, and gross-up.  

Because the uncertainty of complex tax law when applied to specific facts and circumstances creates risk and economic exposure. 

Tax Liability Insurance is usually purchased in the context of M&A transactions where a buyer has identified a tax position of the target or 

seller that creates risk. It is also purchased in refinancings, recapitalizations (debt or equity) or any other situation where there is a focus on a 

tax position. Tax Insurance has also been purchased in the context of routine operations such as transfer pricing among affiliates and 

executive compensation. Also, the seller of an asset or company, aware that a buyer may raise a tax issue and demand a price concession, 

should consider buying Tax Insurance proactively, to take the issue off the table before it is even raised. 

In an M&A transaction, the buyer may demand an indemnity from the seller, but this exposes the buyer to seller credit and collection risk and 

prevents true deal closure for the seller. The buyer may hold back funds or put funds in escrow, but this prevents the seller from realizing the 

full sale proceeds for some time. Insurance is simply a better approach because the risk of a potentially disastrous outcome is transferred 

from seller and buyer to the insurer in return for a fixed, known amount (the premium). 

Insurance coverage is available for amounts between $5 Million and $1.5 Billion. 

?  
Premiums run from 2%-5% of the coverage limits, and the term of coverage can go up to 7 years. 

Tax Liability Insurance is not available for abusive transactions or any of the categories of Reportable Transactions set forth in Treasury Reg 
1.6011-4, such as listed and confidential transactions, transactions with contractual protections, etc. 

Provided that the transaction is not abusive or reportable, tax insurance is generally available where there is a sound basis in the facts and the 
law for the covered tax position. Areas which have presented covered tax positions include:  

• Mergers and Acquisitions – issues at target as well as structure of the transaction itself (e.g., Sec. 338 elections) 
• Consolidated Groups – including liability of former members under Treas. Reg. 1.1502-6 

• Spinoffs – compliance with Sec. 355 

• REIT Status – including whether REIT status has been maintained  

• Tax Credits – insurance assists in attracting tax equity investors  

• Multinationals – including transfer pricing and foreign tax credits 

• Foreign Investors – U.S. trade or business, branch, source income, permanent establishment, FDAP 

• Tax Exempts – UBTI treatment  

• Personal Taxes, Wealth and Estate Planning – emerging area for tax insurance 

• Emerging Product – tax return insurance for partnerships and corporations 
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U.S. Tax Law is complex, and with 
complexity comes uncertainty. Tax 
insurance can provide a solution.   

We can help. 

17
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We are solution focused. Always.  

We understand that many M & A transactions create unique, deal specific risks that don’t fit 
into the confines of an existing product.  We work to develop solutions using not only 
insurance capital but alternative capital resources as well. 

Vanbridge, an EPIC company, was conceived out of the desire to better serve the alternative 
asset management community by bridging the traditional insurance industry and capital 
markets, allowing them to tap into the best aspects of both. Our goal was to build a boutique 
firm that provided all the services related to insurance, reinsurance and the capital markets in 
a single organization. We succeeded.  
 
Today, Vanbridge focuses on our alternative asset management, corporate and individual 
clients to solve risk related issues utilizing insurance and alternative capital.  Our unique 
structuring and plan design techniques support various client objectives including cost 
reductions and enhancements to investment strategies that strengthen long-term financial 
performance. Vanbridge also provides advisory and liability management services to assist 
clients in evaluating, designing and executing options to manage risk and maximize the 
enterprise value of their businesses. 
 
What makes us different is the strength and flexibility of our business model and our ability to 
provide a full range of insurance and alternative capital solutions without the limitations of a 
siloed approach.  
 
Vanbridge is an EPIC company and is headquartered in New York, NY.   
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Vanbridge, an EPIC company 

1140 Avenue of the Americas, 8th FL 

New York, NY 10036 
 

www.vanbridge.com 

 

Greylen Erlacher Mardy, Principal 

gerlacher@vanbridge.com 

646.572.9362 

 

Nancy Rodrigues, Principal 

nrodrigues@vanbridge.com 

917.733.3293 


