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2009 I nsurance Solutions for Distressed Sales

Unfortunately, 2009 seems to promise an increabaikruptcy filings and
troubled companies. In such times, competitorpairticular, and equity funds,
historically (but less so currently), keep an egdroubled companies as an
opportunity to acquire assets at discount. Howesignificant risks are
associated with such acquisitions and tailoredrarsze products are often the
ideal solution.

Defining Troubled Companies
Troubled companies include:
« Companies with business lines that are underpenfigrm
« Companies that have discontinued certain operations
« Companies that are negotiating with their lenderamend or waive
loan covenants
« Companies that are projecting reduced sales omggrover the next
fiscal period
e Companies that are insolvent or nearing insolvency

Identifying the Risks
Acquisitions of assets/divisions of troubled coniparpose a number of risks to
the buyer, including:

v The risk of successor liability as to any or abiiities and debt
obligations

v' The risk that certain key assets (such as IP) bakeaen lawfully
acquired

v' The risk of fraudulent transfer claims unwinding thansaction (or
increasing the purchase price)

v' The risk of loss of key employees, suppliers otauers with limited c
no recourse against the seller

v'If the transaction is structured as a stock sadeh@ps in a restructuring
designed to preserve the company’s net operatssgfoand other tax
attributes), the risk that the net operating losgdéide limited or
disallowed.

v" Depending on the manner of sale (e.g., out-of-ceaig, UCC Atrticle 9
sale, debt acquisition, bankruptcy sale, assignifieerthe benefit of
creditors, etc.), the risk that the sale will baltgnged as either unfair
non-compliant with required procedures.

In addition, a number of tax risks may confront sletler and, depending on how
the transaction is structured, the buyer. MostiBaantly, the parties may be
concerned with the following tax issuéBlease turn to page 2)
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Continued from Page 1

Will there be taxable cancellation of di

income?

Will prior interest deductions/net
operating losses be challenged?
Must tax attributes be reduced?
Will Section 382 limitations apply?

e state tax structure be

repositioned?

v

(COD)
v
v
v
v Canth
v

Are there legacy tax issues, perhaps
noted in the company’s financial
statements pursuant to FIN 487

Buyer Beware: The Law Is Shifting

The law appears to be shifting against insulatimgels.

Buying assets “cleansed” by a bankruptcy proceeditig

not necessarily provide a buyer with protection of

“successor liability” claims. The courts have beé@nded

In fact, a bankru

whether a bankr

over whether the “free and clear of all liens” laage of
11 U.S.C. § 363(f) and/or whether a discharge ifies”
in a Chapter 11 plan applies to subsequent clafms o

successor liability.

ptey filing may create additioriak

around technologies used by the business beindhased.
A recent Ninth Circuit opinion has raised the issfie

uptey filing in and of itself mayusa the

debtor to lose its rights uad patents or copyrights that |

been licensed to

For example, successor liability has expanded fodycts
liability by judicial findings of an implied assurtipn of
liability or a de facto merger just because thedouy
continues the operations and brand of the acqaisedts.
Some courts are not limiting this expansion to prsiduct

liability.

Insurance Solutions

the debtor before the bankrujiiog f

because such licenses can only be assigned byrtonse

The following chart summarizes the types of sohsithat transactional risk producers may offer.

Particular Risk

nsurance Solution

Benefits

Featues

Successor Liability

Successor Liability
Insurance Policy

Protects against claims mad
for up to six years following
the acquisition

gncludes fraudulent transfer theories of
recovery as well as successor liability.

Change

Insurance Policy

Assets Not Lawfully  |[Either a Buyer-Based |Protects against claims madgncludes IP licenses and compliance w

Acquired Representations & challenging title to acquired [UCC-9 sales and/or other creditor right
Warranties (“R&W”) assets and acquired rights. |proceedings. Key Asset Protection Pol
Insurance Policy or a Key also includes fraudulent transfer claims.
/Asset Protection Policy

Material Adverse Buyer Based R&W Protects against material  |[Includes lender protection as a loss pa

adverse changes that are
company specific.

for no extra charge.

COD Income, Reductid

Tax Insurance Policy

Protects against a covered

Itectudes coverage regarding ownership
n
‘S,

FIN 48 Insurance Policy

of Tax Attributes, positions being challenged. |changes, loss corporation value, built-

Inability to Use Net gains and loss, consolidated return rule

Operating Losses, bankruptcy exceptions, reduction by C

Repositioning of State income, etc.

Tax Structure

Legacy Tax Claims R&W Insurance Policy,[nsures adequacy of tax Loss may include additional taxes,
Tax Insurance Policy or representations, particular tagenalties, interest, certain defense cos

positions or provides a
backstop to FIN 48 reserves
respectively.

and a “gross-up.”
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FIN 48 Insurance Assists CFO’s
FASB Interpretation No. 48 (“FIN
48") has dramatically changed how
companies must account for
uncertain tax positions under US-
GAAP standards. Currently, FIN 48
applies to all public reporting
companies. Beginning in 2010, FIN
48 will also apply to privately held
companies. A new insurance prod
FIN 48 Insurance, offers valuable
protection to CFO’s and their
companies.

FIN 48 Summarized

FIN 48 lifts the veil on a company’s
uncertain tax positions. A company
must dgclose in its annual stateme
on their “unrecognized tax benefits
—i.e., how much would be owed to
taxing authorities if they audited
every tax issue, with full knowledge
of all facts and law regarding each
issue and without trading issues for
settlement purposes. (The term
“unrecognized tax benefits” is so
named because it represents the
portion of tax benefits taken by a
company, in its filed tax returns or
decisions to not file a tax return in
any jurisdiction, that will not be
recognized for financial statement
purposes.)

The Implications

For some companies, the amount of
FIN 48 charges (frequently referred

to as FIN 48 reserves) is staggering.
Merck & Co. charged $7.4 billion as
of January 1, 2007. The rules,

however, require a significant degree

of subjective judgment — particularly
as to ultimate settlement amounts.

Many companies appear to be taking

the position that once a FIN 48
reserve has reached a certain level,
tax positions supported by a “cove
opinion” need not be reserved. (A
“covered opinion” means a tax
opinion that meets the qualifications
of Treasury Circular 230.)

The Risk Dilemmas
FIN 48 confronts companies with at
least two dilemmas:

1. Should the company post
large FIN 48 reserves by using
conservative judgments about
settlement valuation, which may
cause more aggressive tax audits
and become self-fulfilling; or

2. Should the company post
smaller reserves by using more
aggressive judgments about
settlement valuation, which may
result in having understated FIN 48
reserves.

FIN 48 Insurance

FIN 48 Insurance can help solve
these dilemmas.

The Insuring Agreement. Subject t(
its terms and conditions, FIN 48
Insurance promises to pay:

1.The amount by which the ultimate
tax liability for covered tax positions

exceed the amount reserved for such

positions on a company’s financial
statements; and

2. The amount of ultimate tax
liability for any covered tax position
for which no FIN 48 reserve was
established.

Annual, Renewable & Flexible.

FIN 48 Insurance is an annual,
“renewable” and flexible policy.
With respect to each succeeding
annual financial statement, the
company can elect to extend its lin
of liability to cover additional tax
positions while perhaps removing
from coverage earlier tax positions
that have closed (i.e., the statute of
limitations period has expired or the
tax year has been audited).

Additional Features & Benefits.

FIN 48 Insurance may allow a
company to disclose in its financial
statements that it has insurance
backstopping its reserves in an
amount and scope deemed adequate
by the Company. FIN 48 Insurance
may be an important factor in
determining whether any change in
reserves in the coming 12 months is
material, requiring additional
disclosure under Paragraph 21D of
FIN 48.
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How The Stimulus Package May Stimulate Tax Insurane

The stimulus package, known as the American Regaued Reinvestment Act of 2009 — H.R. 1 (the “Ac#inends the
Internal Revenue Code in a number of ways thatdcordate new opportunities for tax insurance. Atte

» Extends for “eligible small businesses” from twdit@ years the carry back period for net operatosgpes
(which may cause net operating losses to be mamelkscrutinized);

e Limit the applicability of Treasury Notice 2008-8uspendingestrictions on the offset of net operating los
and unrealized built-in losses against the taxatmieme of banks that acquire or merge with othéities) to
periods prior to January 16, 2009.

» Allow an election to claim an investment tax crdditrenewable facilities placed in service in 2@02010
(which may create issues regarding when a fadditplaced in service”).

Extended Carry back Period: “Monetize Expected Refads”

An eligible small business (that has gross receiptexceeding $15,000,000) that suffered net diperéosses in a tax year
that either ended or, at the election of the tagpayegan in 2008 may elect to carry back suclopetating losses against
returns filed for periods up to 5 years prior. Hhection will be made pursuant to Regulationsysitpromulgateds part o
the return reporting the net operating lossessutnably, amended returns for the prior year wéitte filed showing the
election had been made. For consolidated retwersfithe election will be made by the common pasedtwill be binding
on all members.

The carry back may entitle some companies to afiignt refund, but may also subject both the nefiar the net operating
losses and the amended past returns to additionglrsy and the risks and delay of audit. For thosmpanies seeking to
engage in an extraordinary transaction while angiti tax refund from the carry back, or perhapkisgea capital or debt
infusion based, in part or in whole, on their ne¢@ting loss refunds, tax insurance may be arnlertsolution.

Banks Acquiring Loss Corporations: “Insure the Grandfather”

This provision authorizes Internal Revenue Seriotice 2008-83which essentially provided that the losses and cliahe
attributable to loans or bad debts of a bank vdtllme treated as built-in losses or deductionghatable to a pre-change
period for purposes of the Section 382 limitationlbsses following a change of ownership. The deatlares Notice 2008-
83 effective with respect to any ownership charagedefined in section 382(g) of the Internal Reee@ode of 1986)
occurring on or before January 16, 2009.

Grandfather clauses in tax provisions often craatbiguity, warranting tax insurance. In this ims, the Act’'s gnadfathe
clause for Notice 2008-82 may create a number dfigunties:

. When did an “ownership change” take place;
. Was a written binding contract entered into onefoke January 16, 2009;
. Was a written agreement entered into and descibagbublic announcement before January 16, 2009.

Transactional Risk Insurance Producers with baigntd who have entered into acquisition or mergee@ments (whether
“binding” or just “publicly announced”) as of Jamyd 6, 2009 may be interested in tax insurance.

New Placed In Service Rules for Tax Credits Regardg Renewable Facilities: “Insuring Future Grandfathers”

While not expected to be the next “Section 29", Alte allows an income tax credit for qualifying table personal or other
tangible property (but not including a buildingiter structural components) that is an “integrat’paf a “qualified facility”
that is “placed in service” after December 31, 2808before 2012 (for wind facilities) or 2013 (father renewable energy
facilities). The investment credit is 30% of thestof the qualified property, which includes certhiel cell property, solar
property, geothermal power production property, lsmiad energy property, combined heat and powstesy property and
geothermal heat pump property.

Since the credit does not depend upon the actoduption of electricity, a key issue may be whealifying property was
“placed in service.” In related provisions andulegions of the IRC, the term “placed in servicestbeen defined to be a
state of operational readiness, perhaps certiiesliah by an engineer, but not necessarily havéiggio ongoing operations
for sale. If “operational readiness” becomes thmaus test for qualified investment credit faciltiender the Act, tax
insurance may be an appropriate means of proteatiamst a somewhat subjective standard.

We intend to timely alert our producer partners@s tax issues emerge.
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Recent Successful Placements

Successor Liability Insurance for Asset Sale

A trucking company was involved in an accident that
horrifically killed two single mothers of young ¢thien and
seriously injured a passenger. The company hadmaini
insurance limits under its fleet automobile poland lacket
any umbrella coverage. Its owners, devastated dgvtent,
sought to put the company up for sale to raise mdémethe
victims and their survivors. The prospective bsyer
however, were concerned about the pending andtémed
lawsuits. Because the purchase price was lesdltiean
potential aggregate jury awards against the compaey
acquisition could be challenged as a fraudulemisfie.
Also, despite structuring the transaction as astasde and
excluding liability for the accident, recent caaw lhad
implied an assumption of liability merely becauise seller
agreed to indemnify the buyer for an excluded lighiA
Successor Liability Insurance policy covered tis& of
successor liability (whether on a traditional siesoe
liability theory or fraudulent transfer theory) afatilitated
the sale.

Consolidated Taxpayer with COD Income & Corporate
Restructurings Obtains Tax Insurance to FacilitateSale
of Subsidiary While Under IRS Audit!

The following scenario is one that, in some respeait
least, may repeat itself many times in 2009.

The cancellation of debt is generally taxable inedmthe
debtor. An exception exists, however, for insolvent
companies to the extent of their insolvency. Insot
companies don’t need to include cancellation ot deb
income (“COD income”) to the extent of their insehcy.
However, insolvent companies that exclude COD ireom
are required to reduce their tax attributes (sichet
operating losses and basis in assets) as theya¢tist end
of the taxable period.

One more technical rule and then the story: linsolvent
company with COD income owns a subsidiary and both
members of a consolidated group for U.S. tax puepothe
(parent) company it is required to reduce its bastee
stock of its subsidiary and the subsidiary is regglito
reduce its tax attributes, such as the basis opiésating
assets to the extent that the parent reducedsts lvethe
stock of the subsidiary (the so-called “look-thrbtgule).
Now the common scenario: A company recapitalize
preferred shares and notes for common shares kimgsn
COD income. Financial statements, supported by an
appraisal, evidenced that the company was insob#ettie

time of the recapitalization by an amount exceeding

COD income. The company owned a subsidiary and both
filed consolidated returns. At the time of the
recapitalization, the parent company had a poshiags in
the stock of its subsidiary by $XXM and the subsigihad

a basis in its assets of SYYM.

Following the recapitalization, but prior to thedeof the tas
year, however, the company reorganized and refathfar
business (non-tax) reasons. It essentially createelv
subsidiary that assumed the liability owed in catios
with a new refinancing and merged its old subsidiato
the new subsidiary. The result was the holding comyrhac
a zero basis in the stock of its new subsidiarjictvimeant
that the basis in the assets held by the new sabgidid
not have to be reduced by the cancellation of ohelame.

The company was in the process of selling the new
subsidiary. The company’s U.S. tax return for #oeytear
in which the recapitalization and series of reoigations
and refinancing occurred was under IRS audit. essu
regarding IRC Sections 269 and 357(b) and a nuwiber
judicial doctrines that could recast the transaxstiovere al
evaluated and insured — allowing the sale to td&eep
without price adjustment or escrow!

R&W Insurance Assists a Privatization

Not that long ago, private equity funds were “takpublic
companies private.” There is a common snag in thgms
of transactions - the representations and warmaofi¢he
board and/or officers of the public company made in
support of the transaction typically do not survil@sing.
(The rationale is that (a) money will be disburtegublic
shareholders and in would be impractical to sugtoup
such funds (b) no officer or director wants to dtas a
guarantor and (c) if the buyer is retaining top agament,
the buyer may have little interest in later suingn.)

Usually R&W Insurance is not available where the
representations do not survive closing. There iskanous
“moral hazard” concern in insuring statements iricltihe
speaker has “no skin in the game.” Nonethelesgngikie
degree of confirmable due diligence and the existaf
“walk away” rights for misrepresentations, coverages
placed for significant limits in this “privatizatid deal. The
private equity firm, already a “repeat” buyer of R&
Insurance plans more such deals in 2009.
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Editorial: Letter from a “Hungry” Underwriter

Senior Editor:
Dear Reader: David S. De Berry, Esg.

Does it seem to you that our current economic vewesin large part, the result of JEEECIINCRPA VAL
poor risk management, by otherwise astute exe@®ivdhe common factors are: [EEIR6 =S
daviddeberry@concordspecial tyr

. The failure to understand the potential severitthefrisk. isk.com.

. A lag time before any loss may be realized (makirsgem
remote).
. The upside of rewards based on short term reqdtanay be

short-lived (making the risk seem less significant) ) ) ) R
Disclaimer: This publication is
For example, the purchase and trading of finarigiifuments (whether mortgage [RAKUESTC RIS [e S E I
backed or otherwise) appears to have done witlpardience upon rating agencie KLU E UL eRuET e
and the “system” so that the potential severitjhefrisk was never appreciated. TS iidSdeuuiley s
impairment of such instruments seemed remote ageirtain while the short-term [RMLCHIINEN v IEY

profits were immediate and substantial. These @egsiow haunt those who madiiksesdlagc ICE It
them. does not address the terms and

conditions of any particular

The purchase or sale of a business, the takinga#rtain tax positions and the insurance policy.
making of subjective accounting judgments all lémeinselves to the same
vulnerabilities. We are proud to be part of arustdy that serves to mitigate and
transfer such risks. There is no question thaiatire industry provides a vital
service.

The goals of all parties involved in transactionsk insurance are (1) gain a clear )
understanding of the risk, (2) accurately quarttify risk and (3) economically Copyright, 2009.Concord

transfer the risk on terms that are acceptabledadnsured and sustainable by the Specialty.Risk, Inc. Permission.to
insurer. make copies of part or all of this

work is granted without fee but

Good insurance underwriters and experienced tréinsatrisk insurance produce [ERDASUEIIS LI RIES
understand these concepts. Fairness, flexibilityfeankness are the foundation oGRS LI Tec CI
every successful transaction. Promptness and iofedism are the hallmarks of [ERSSECCEatSIEI AT
the quality players. Adequate, but not excessaesrare the currency. Concord Specialty Risk, Inc;
provided that such copies bear
With these principles in mind, we truly look forwiato working together with the [IRUSISIESSIRIRi LISV
experienced and knowledgeable producers with whenane proud to have a also insert their name and contact
relationship during these challenging times. Thereo question in our mind that t{SMUSEUENIERIESsEVERT
producers, specialists and account executives\eddh transactional risk insuran@ESUCRICISI EIRES g
represent today's leaders of the insurance brokgpagfession.

Sincerely,

/-5/// ki e
X _ &’ &) /ﬁ“/‘/”ﬁ'/

SNACP

David S. De Berry, Editor and CEO
Concord Specialty Risk, Inc
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