Tax Liability Insurance – Synthetic Tax Indemnity
MERGERS & ACQUISITIONS
If the sellers are unwilling or unable to give a tax indemnity as part of a transaction, certain insurers are
prepared to provide a ‘synthetic’ tax indemnity. This allows the buyer to claim directly against the insurer
with reference only to the insurance policy.
WHAT IS A TAX INDEMNITY?
A tax indemnity is given by the seller for the benefit of the
buyer in a transaction, either by way of a tax covenant
(contained in the SPA), or as a standalone tax deed. The tax
indemnity generally allows a buyer to recover any precompletion tax liabilities that arise to the target, subject to
certain exclusions and limitations. The benefit that a tax
indemnity has over the protection afforded by the tax
warranties is that it allows a buyer to recover an amount
equal to the tax liability on a £/€ for £/€ basis (rather than
establishing loss on a diminution of share value) and it is not
qualified by disclosures.
A Warranty and Indemnity policy (W&I) will provide cover for
a tax indemnity in addition to the warranties, subject to any
exclusions contained in the policy. The key difference to the
protection afforded to a buyer between a tax indemnity that
is insured and one that is not insured is that tax disclosures
will qualify the tax indemnity, as well as the tax warranties,
for the purpose of a W&I policy.

WHAT IS A SYNTHETIC TAX INDEMNITY?
A synthetic tax indemnity is insurance cover arranged
between the buyer and the insurer only and is set out in the
policy. On the basis there is no reference to it in the SPA and
no separate tax deed, there is no contractual nexus between
the seller and the buyer or the insurer. This means it is not
possible for an insurer to subrogate against a seller for the
purpose of a synthetic tax indemnity claim.
To the extent the seller has given tax warranties (as opposed
to a full synthetic warranty package being in place), any
disclosures against these warranties, or contained in the
documents that are disclosed for the purposes of the policy,
will qualify a synthetic tax indemnity in the same way as a
standard insured tax indemnity.

WHY IS A SYNTHETIC TAX INDEMNITY USED?
There are several commercial reasons why a seller may not
agree to, or be able to, provide a tax indemnity. For
example, although it is generally considered to be market
practice for a tax indemnity to be given in the UK market,
this is not necessarily the starting position in every
jurisdiction.

In addition, where a liquidator is appointed to dispose of an
asset or shares in a newly formed special purposes vehicle,
they will be unable to provide any warranties or a tax
indemnity, on the basis they have no knowledge of the asset
or business. In these circumstances, it may be possible for a
buyer to seek protection from a full suite of synthetic
warranties alongside a synthetic tax indemnity.
Synthetic tax indemnities are a relatively new development
to the M&A insurance market. As set out above, there
should be a good commercial rationale for requiring one,
however in the right circumstances, they can be an effective
tool for facilitating negotiations.
Each insurer will have their own starting point language for
a synthetic indemnity, much like a law firm has a template
tax covenant or tax deed. The language, like any other
policy, can be negotiated between the buyer and the
insurer.
The extent of cover that an insurer may be willing to offer
will largely be based on the following considerations:

Extent of tax
due diligence

Reason for requiring
a synthetic tax indemnity

Jurisdiction

Type of asset/business

Size of transaction

There has been a notable increase in the use of synthetic
tax policies this year, a trend we expect to continue as
advisers and insurers gain experience of working with them.
If you have any questions regarding synthetic tax or full
synthetic warranty packages, please get in touch with the
Paragon M&A team.

Visit our website at www.paragonmanda.com for more information.
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