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The Subject of the Webinar and Statement of 
the Tax Benefit Offset (TBO) Issue

Sellers will generally concede that if they breach a representation and warranty (“Rep”) they will have an 
indemnification obligation to buyer.

However, seller frequently contends that if they indemnify a buyer to the full amount of loss or damage 
arising from the breach
and the buyer is able to benefit from an income-reducing deduction for the expenditure necessary to rectify 
the loss or damage, the buyer will realize a reduction in its tax liability, and thus enjoy a “windfall” tax 
saving or benefit.

Seller contends that it is unfair to seller to have to pay full damages while the buyer gets not only the full 
indemnification payment from the seller but also an additional windfall equal to the tax benefit. 

Provisions in deal documents based on this argument are referred to in this program as Tax Benefit Off-Set 
or TBO provisions



Estimated number of M&A 
deals in the US each year

Public/Private Deals---ABA Studies

Information from Bloomberg indicates annual acquisitions by publicly-held buyers 
of private-held targets have numbered at least 4500 in each of the years 2016 
through 2019. 2020 was down somewhat.

Publicly-held buyers publicly disclose most sizable deals, include specific disclosure 
in its reports to the SEC, and include deal documents as exhibits to SEC forms 8-K, 
10-Q and 10-K on deals which are very material to the buyer.



ABA Studies

Since 2006  the M&A Market Trends Subcommittee of the Mergers & 
Acquisitions Committee of the ABA Business Law Section (the “ABA 
Subcommittee”) has been conducting a review and analysis of actual 
documentation filed with the SEC regarding relevant M&A deals involving 
privately-held targets.

Roughly every two years the ABA Subcommittee publishes a Private Target 
M&A Deal Points Study (“ABA Studies”) regarding the most frequently 
negotiated deal points reflected in the deal documents filed with the SEC in 
periods preceding the publication.



ABA Studies Continued

The ABA Studies involve a massive effort by scores of experienced M&A 
professionals who analyze in detail the deal documents with focus on selected 
deal points.

The numbers of deals covered by the biennial ABA Studies take account of 
less than 200 deals per study; a tiny sample of the thousands of deals 
transacted each year.

Today we will discuss the authors’ own detailed review of those documents in 
the most recent study first published in December, 2019 (the “Latest ABA 
Study”) with focus on TBO provisions



Private/Private Deals—SRS Acquiom Studies

Information from Bloomberg indicates that acquisitions by privately-held buyers of 
privately-held targets have numbered from around 7500 in 2016 to 9300 in 2019. 
The numbers for 2020 were down somewhat from 2019.

There are no reporting obligation for privately-held buyers and there is a prevailing 
reluctance on the part of parties to such private deals     to disclose any information 
regarding their transactions.



SRS Acquiom Studies

Some insight into the opaque market of private/private deals is provided by SRS 
Acquiom which has access to private deal documents by virtue of the firm’s role in 
actual deals as shareholder representative, escrow agent, payment agent and 
otherwise.

SRS Acquiom reviews and analyzes sets actual deal documents and also publishes 
annual reports containing summaries and statistics regarding frequently negotiated 
deal points, including TBO provisions.

The SRS Acquiom Studies cover 1400 deals over a three year period; again just as 
in the ABA Studies, a tiny fraction of the thousands of such deals done every year.



Limited Insight Into The Overall 
Marketplace Of M&A Deals

What we know about deals comes from the published studies by 
professional groups such as the ABA, deal professional firms such as 
SRS Acquiom  and experienced commentators and academics who 
occasionally publish books and articles.



Structure of Deals 

Structure
Deals from a legal perspective can take many forms including purchase of assets 
(with/without assumption of some liabilities), purchase of stock, direct two-party merger, 
triangular merger (forward or reverse)

There is a tendency to  think first of business corporations in M&A deals, but there are also 
LLC’s and partnerships ( both general and limited) and the corporate concepts often have 
LLC and partnership analogues. Today we will only discuss business corporations.

From a federal tax point of view, and speaking only of taxable transactions, i.e., not tax-free 
reorganizations under  the Internal Revenue Code, there are only two kinds of transactions: 
Purchase of Assets and Purchase of Stock



Tax-free Reorganizations Not Covered

It bears mentioning again that for today’s discussion we are only considering 
taxable transactions and not tax free reorganizations  under the Internal 
Revenue Code and regulations (the “Code”). 

We don’t cover tax-free reorganizations since the buyer does not get the 
advantage of a basis step-up to reflect Fair Market Value. Therefore, they start 
out being more seller-friendly deals. In addition, the consideration is stock 
and not cash. Finally, the built-n loss rules of  Code section 381 allows for 
carry-overs of tax attributes of the acquiring entity.



Common Elements in Deal Documents

There are forms of acquisition documents in form books,  forms recommended by experts, 
forms that particular lawyers and law firms traditionally use (one if the client is buying and 
another if the client is selling). There are a virtually infinite variety of forms used. 

There is no “standard form”

However, custom and practice developed over many decades have come to include many 
common elements in any M&A deal.

Common elements include—and this is a very short list of three of those relevant to today’s 
discussion—Representations and Warranties (Reps), Covenants, and Indemnification.



Reps, Covenants, Indemnification

Reps are normally thought of as being statements of fact at a given time 
such as at signing and repeated (with updates sometimes) at closing.

Covenants are more in the nature of promises of a party to do or refrain 
from doing things in the future, both before and after closing.

Indemnification provisions allow an aggrieved party to be reimbursed or 
made whole if that party suffers loss or damage arising from the other 
party’s breach of a Rep or a Covenant. 



Common Pro-Seller Elements 
within Indemnification

Just as custom and practice in the M&A marketplace has given rise to 
common elements within deal documentation, so too has custom and 
practice led to generally accepted features favoring sellers within the 
Indemnification provisions.

The most common are colloquially referred to as Baskets, Caps and 
Survival Periods.:



Baskets

Baskets are finely-tuned allowances for innocent and immaterial breaches by 
sellers resulting in very small amounts of damage for which sellers don’t ever 
have to indemnify buyer.  Baskets can run in a range of about one-half 
percent (0.5%) plus or minus in a narrow range of purchase price or 
transaction value in the case of deals by publicly-held buyers of privately-
held businesses. 

In the SRS Acquiom studies of privately-held buyers of privately-held targets 
the Baskets run typically in a range of  0.5% to 1.0% of purchase price



Caps

Caps provide a maximum amount of damage (“Cap”) beyond which the 
seller is not responsible in the case of certain Reps which are not 
considered Fundamental or Specialized Reps..

In deals between publicly-held buyers and privately-held sellers, a 
commonly found Cap amount is in the range of ten percent (10 %) of 
the purchase price or transaction value. In the Latest ABA Study the 
median Cap amount was 10 % and the mean was 12% . In the SRS 
Acquiom Study the median Cap was also 10% and the mean was 14.2%.



Survival Periods

Survival Periods consist of negotiated time period(s) after which the buyer may not 
assert for the first time a claim for indemnification for breaches of most Reps. 

Survival Periods are essentially privately negotiated statutes of limitation that are far 
shorter than the legislated statutes of limitation  that would ordinarily apply to such 
claims.

In deals between publicly-held buyers and privately-held sellers as indicated in the 
Latest ABA Study, a survival period in the range 18 months or less applied in 89 % 
of deals. In the SRS Acquiom Study the 18 month survival period applied in 92 % of 
the private/private deals.



Uncommon Pro-Seller Elements within 
Indemnification-Tax Benefit Offset (TBO)

The TBO provision, stated briefly, results in the reduction of the net
amount of indemnification liability of a seller which has breached a 
Rep.

Note that in today’s discussion we will refer to the expenditure to 
correct or rectify the buyer’s damage arising from a breach of Rep as a 
“Rectifying Expenditure.”



How Common or Uncommon is 
TBO in the Marketplace?

To our knowledge, there are only the two unbiased sources of reliable information about relevant 
details of issues as specific as we want in examining TBO: the ABA Studies and the SRS Acquiom 
Studies.

ABA Studies
The first source is provided by the Market Trends Subcommittee of the Business Law Section of the 
American Bar Association. 

These studies are published about every two years and cover less than 200 deals per study which are 
big enough to warrant public disclosure and filing of deal documents (141 deals in the latest ABA 
Study published in December, 2019).

The median transaction value of the deals in the most recent of the ABA Studies was $179 million.



SRS Acquiom Studies

The second source of data is the annual publication by SRS Acquiom  (SRS Studies) 
which by virtue of its professional  involvement (including as shareholder 
representative) in the deals has access to the deal documentation. The most recent 
SRS Study was published in May 2021 and presented data involving over more than 
1400 deals that closed in 2016 through 2020. 

The vast majority of the deals in the SRS Study were of privately-held buyers of  
privately-held businesses and the transaction values of the deals were considerably  
lower than the deals in the ABA Studies; a full 50% of the deals in the latest SRS 
Studies had transaction values of less than $50 million. 
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Declining But Significant TBO Prevalence

The ABA Studies show that TBO provisions appeared in 53% of deals 
closed in 2010, 43% of deals closed in 2016-17, and 32% of deals in 
2018-19. The SRS Studies indicated TBO provisions in deals running 
from 28% to 22% in the 2018 to 2020 period.

In both Studies, the percentages were significant.



Intuitive Rebuttal of TBO Argument
Buyers are likely to respond to a seller pitching a TBO argument with an 
incredulous “are you kidding me?”

If the spontaneous refusal doesn’t get traction, the buyer might state that if the seller 
is concerned with fairness it should just make sure it doesn’t breach in the first 
place. 

You seller are the “guilty” party, the party in default, and you are asking for a 
“windfall” reduction in your liability for your breach. 

We will not subsidize a seller’s the breach of Reps or other provisions.



Legal Rebuttal 

Courts have generally been reluctant to wade into the complex, often unclear 
and speculative, area of tax law and rules in the determining damages.

However, in some cases such as employment discrimination lasting years 
federal and state courts have grossed-up plaintiffs’ awards to less the tax 
effects of such awards being paid in one lump sum.

The United States Supreme Court and other federal courts and state courts 
have refused to reduce defendants’ liability on account of tax benefits 
received by plaintiffs.



Tax Complexity Rebuttal
An exasperated buyer may just say the TBO provision would just “open a can of 
worms” for us and our tax department

We are not going to agree to put our tax planning and report under the microscope of 
some party that has done us wrong in the first place

We are not going to let a seller with an axe to grind into our sacrosanct “tax shop”; 
we are not going to be second guessed on our tax positions and tax reporting

You seller are the “guilty” party, the party in default, and you are asking for a 
“windfall” reduction in your liability for your breach. 



Tax Accounting and Reporting Objections
(i) For tax purposes only 2 kinds of transactions: Purchase of Assets (Asset Deals) and 
Purchase of Stock (Stock Deals)

Asset Deals include: Simple purchase assets of target business; Purchase of stock of target 
company with an election under section 338(h)(10) of the Code; and triangular “forward” 
merger where the buyer sub survives the merger.

Comparable outcomes for LLC targets

Stock Deals include: simple purchase of stock of target (without a 338 election); triangular 
“reverse” merger where target survives the merger or any other transaction where the target 
survives.



General Tax Accounting Rules

In this section and elsewhere throughout the seminar, we refer to a buyer’s post-
closing expenditure to repair, remediate or rectify a situation that constitutes the 
liability or negative conditions that factually constitutes the breach of Rep as a 
“Rectifying Expenditure.”

The Rectifying Expenditure, depending on the language of the acquisition 
document, however, can cover both pre-closing liabilities or claims and pre-closing 
deficiencies or conditions that are not liabilities or claims such as an inventory 
shortfall, defective machinery and equipment or not possessing clear ownership of 
assets such as real estate.



Rectifying Expenditure Example

For example, money spent after the closing to deal with misrepresented inventory 
shortage would be a Rectifying Expenditure; similarly, a major repair or 
replacement of machinery and equipment whose condition was misrepresented 
would be a Rectifying Expenditure.

For Example: Sale of company with FMV of $10,000,000 which is represented to 
have $5,000,000 of inventory, which after closing is determined to have been 
overstated by $3,000,000. Assume a 33 1/3 % effective tax rate. If the seller has to 
reimburse the buyer for the $3,000,000 inventory shortfall should seller get a 
“credit” for the tax savings ($1,000,000) on the buyer’s next $3,000,000 purchase of 
inventory?



Does Rectifying Expenditure = Deduction? 
A  post-closing Rectifying Expenditure does not automatically constitute a current tax deduction for the 
buyer. To be a deductible expense to the buyer, these requirements must be met:

• Must be ordinary and necessary expense in connection with buyer’s trade or business
• Must be fixed and determinable
• Payment by taxpayer/buyer must occur generally in tax year of taxpayer 

In summary, for an expense to be deductible by an accrual basis buyer “all events” surrounding the 
expense must have occurred, the liability must have become fixed and determinable, and the Rectifying 
Expenditure must be made in the buyer’s tax year.

If buyer merely pays, i.e., makes a Rectifying Expenditure, post-closing, by definition there is a failure two 
of the conditions (was not incurred in connection with buyer’s trade or business and became fixed and 
determinable in seller’s or target’s tax year).



Applying The Tax Accounting Rules To 
Asset Deals and Stock Deals

Asset Deals
For Rectifying Expenditure by an accrual basis buyer of assets to be deductible for federal 
income tax purposes, 3 conditions must be met, i.e. all events must have occurred, before 
the end of the buyer’s tax year (subject to exceptions previously mentioned):

1. Must be ordinary and necessary expense in connection with of buyer’s trade or 
business;

2. Liability must be fixed and determinable; and
3. Payment must be made/economic performance.

If the expense arose pre-closing this results in a failure of condition 1 (not incurred in   
buyer’s trade or business).



Adjustment of Purchase Price
Even if seller is prevented from deducting, it does not follow that the buyer can legitimately 
do so. Also, since the buyer is being reimbursed by the seller, the expense is really not an 
expense of the buyer and is really an adjustment to the purchase price. If the payment to the 
buyer is not an adjustment to the purchase price, how should the buyer treat the payment? Is 
it additional income? 

In such situation where neither buyer nor seller can take a deduction, the result is that from 
buyer’s perspective it is as though it has assumed a liability of the seller which is treated for 
tax purposes as an increase in the purchase price paid for the target assets.

From the seller’s perspective in such situation, the absorption of the damage by the buyer is 
treated for tax purposes as though the seller has received additional purchase price



Asset Deal = Non-Viable TBO

Bottom line: no tax benefit to the buyer, no windfall to the buyer.  A 
TBO provision in an Asset Deal has no effect under federal income tax 
law or rules. It is just not viable. It does not “compute” for tax purposes

Throughout the rest of the presentation, we refer to TBO provisions as 
either Viable or Non-Viable.



Stock Deals  
Unlike an Asset Deal, where the three conditions do not occur all in the same tax year as buyer and seller, 
thus rendering a TBO provision Non-Viable, in a Stock Deal there is potential for a Viable TBO provision 
under certain circumstances.
If accrual basis target experiences an adverse liability or adverse condition which underlies the Rep which 
is breached there exists a potential for the target to claim a deduction and obtain a tax saving in respect to 
a Rectifying Expenditure.

In such a case “all events”, i.e., the liability or adverse condition occurs in the target’s trade or business, 
the liability may be fixed and determinable in the target’s tax year, and the Rectifying Expenditure may be 
made in the target’s tax year (or a later year)?

In such a case, there is absent the disqualifying feature present in an Asset Deal, i.e., the existence of a 
“second taxpayer” or “other taxpayer” in whose trade or business the liability is incurred. Thus, there is 
potential for viability of a TBO provision, but not certainty.
There is an additional factor in a Stock Deal which can render a TBO provision Non-Viable.



Free-standing requirement
If the target in a Stock Deal was a member of the seller’s affiliated group and was included 
on the group’s consolidated return filed prior to the closing, we would say the target was  
“not free-standing.”

In such a case where the target is not free-standing,  the buyer may yet be precluded from 
the possible benefit of a deduction in respect of a Rectifying Expenditure after the closing.

In such case, if the deduction should have been accrued by the affiliated group prior to the 
closing, then it should also have been claimed on the consolidated federal tax return for that 
prior period. Thus, the result would be a Non-Viable TBO provision.

It is worth noting, that a Stock Deal involving a target which is not “free standing,”  the 
affiliated group is somewhat analogous to the disqualifying “second taxpayer” or “other 
taxpayer” feature of an Asset Deal.



S Corporations and Pass-through Entities

If the target in a Stock Deal is an S corporation, or if it is a pass-through entity such as an LLC which 
has not elected to be taxed as a corporation, applicable tax rules pass to the stockholders or entity 
owners any income items or deductions for a particular year.

Any deductions that were or should have been accrued prior to the closing of the Stock Deal would 
have been attributed to the stockholder or owners and would not be available to the target post-
closing.

In situations where the target is an S corporation or other pass-through entity, the result is again a 
Non-Viable TBO provision

• Note that, like the case involving the target that is not “free-standing,” a Stock Deal involving 
Subchapter S corporations or other pass-through entities, lurking in the background is the 
analogy to the viability-negating “second taxpayer” or “other taxpayer” feature of an Asset Deal.



Conclusion as to Potential TBO 
Provisions in Stock Deals

A Viable TBO provision is possible in a Stock Deal only if the target is 
a “free-standing” C corporation, but there is no assurance the buyer will 
actually be entitled to claim a deduction for tax purposes for the amount 
involved.



Viable TBO Provisions in Stock Deals: Limited by Built-
in Loss Rules of Code Sections 382 and 383 of the Code

In addition to the strictly limited situations where a Viable TBO provision may exist in a Stock 
Deal, the effectiveness of all Viable TBO provisions are subject to limitations imposed by the so-
called built-in gain and loss rules of sections 382 and 383 of the Code. We refer to these sections as 
the “built-in loss rules.”

The built-in loss rules apply if a greater than 50% change in ownership of a target takes place in 
any 3 year period.

Without having any empirical data, relying our own experience and common knowledge, the 
authors believe that the vast majority of M&A deals result in a greater than 50%, if not 100%, 
change in ownership in a single deal. 

We assume here that the built-in loss rules could potentially apply to virtually any acquisition 
transaction under consideration.



TBO Limited by Built-in Loss Rules
The built-in loss rules at their core were enacted to prevent the trafficking in corporate losses and the 
monetization of those losses in the sale of a business.

Regardless of the original impetus behind the built-in loss rules, the effect on everyday M&A deals is to 
sharply limit the extent to which losses within a target can be used to reduce the post-closing tax liability of a 
buyer and/or the target. 

The built-in loss rules place an annual limit on the percentage of losses of an acquired target that may be used 
to reduce the buyer’s tax liability. The rules would apply to the losses of a target arising from circumstances 
that underly a breach of Rep by a seller of the target.

Currently, the annual percentage of preclosing losses available to buyer for transactions closing in July, 2021 
is 1.64%. of the value of the target at the time of the acquisition (Rev. Rul. 2012-12, Table 3).

Thus, even when the provision in the indemnification section of the acquisition agreement is a perfectly 
Viable TBO, the ability of the buyer to enjoy a tax saving is rendered minimally effective.

Hardly a windfall for either party. Is the juice worth the squeeze?



Summary of Viability of 
TBO Provisions

Asset Deals- no Viable TBO

Stock Deals- no Viable TBO unless:
Target is a C corporation
Target is free-standing

Built-in Loss Rules Render even Viable TBO Provisions marginally 
effective.



How are Deals Actually Being Done? 
For this webinar and the articles written by the authors, we studied the TBO provisions in 
41 deal documents covered by the most recent  2019 ABA Study which contained TBO 
provisions. Deal documents are not available regarding the SRS Studies.

Language

Given the complexity of subjects such as federal taxation and M&A one would expect (as 
courts and commentators have mentioned) that TBO provisions would be lengthy and 
complex.

In actual practice in the 41 documents with TBO provisions in the most recent ABA Study, 
the actual language was brief and rather simple. There follows some examples:



Simple Formulations
“ Without limiting the effect of any other limitation contained in this Section … 
for purposes of computing the amount of any Damages incurred by the 
Indemnified Party under this Section … there shall be deducted an amount equal 
to the amount of any Tax benefit actually realized within two (2) years of such 
Damages in connection with such Damages, as determined on a ‘with and 
without’ basis.” Emphasis added           

“The amount of indemnification claims hereunder will be net of any tax benefits 
realized within three (3) taxable years by the Indemnified Party in connection with 
such claims.” Emphasis added             

“The amount of any and all Losses shall be determined net of …any Tax benefits 
realizable by or accruing to the Purchaser Indemnitees with respect to such 
Losses.”  Emphasis added.



More Detailed Formulation

The amount of any Buyer Indemnified Losses shall be reduced by the 
amount of any Tax Benefit directly or indirectly available to the Buyer 
Indemnitee relating thereto.  For purposes of this Section …a ‘Tax 
benefit’ shall mean a reduction in the Buyer Indemnitee’s Tax 
(calculated net of any Tax detriment resulting from the receipt of any 
indemnification payment, including the present value of any Tax 
detriment resulting from the loss of any depreciation and amortization 
deductions over time, calculated using a discount rate of 3.5%) arising 
out of any Damages that create a Tax deduction, credit or other tax 
benefit.”  Emphasis added



Very Detailed Formulation

Indemnity payment regarding Losses “shall be reduced to reflect any 
Tax Benefit actually realized in the year in which the indemnity 
payment is required to be made or in any prior year by Buyer …. Tax 
Benefit means any deduction, amortization, amortization, exclusion 
from income or other allowance that actually reduces in cash the of Tax 
that Buyer … would have been required to pay (or actually increased 
the amount of the Tax refund to which Buyer…  would have been 
entitled in the absence of the item giving rise to the claim…For 
purposes of this section … Buyer …. shall be deemed to use all other 
deductions, amortizations exclusions from income or other allowances 
…prior to the use of ‘Tax Benefits’….”   Emphasis added 



Calculation of Tax Benefit Amount
The amount of the buyer’s off-setting tax benefit is sometimes stated in the various provisions to be 
calculated by either one or two methods: the “with and without method” and the “last-in method”

In 10 of the stock deals the “with and without” method is specified: calculate the amount of tax 
which would have been paid without the tax-reducing item being factored in at all, and subtract from 
that amount the buyer’s actual tax paid with the tax-reducing item having been factored in.

In 3 of the stock deals the “last in” method is specified: calculate the amount of tax which would 
have been paid if the tax-reducing item had been factored in as the last item factored in, and subtract 
that amount from the buyer’s actual tax paid with the tax-reducing item having been factored in. 

In 15 of the deals there was no specification of a method of calculation.

Note that we did not count Asset Deals since we had concluded that there was no chance of a Viable 
TBO in those transactions.



When Must the Buyer’s Tax Benefit Be 
Actually Realized?

Most of the 28 Stock Deals with potential Viable TBO provisions specified a time period 
during which the tax benefit must be actually received or realized by the buyer to be 
counted in the off-set amount.

Time period is most often expressed in terms of the tax years of buyer measured from the 
date of the incurrence of the Damages or Losses which constitute the predicate for the 
breach of Rep.

Time periods of 1 or 2 years were specified in 19 of the 28 Stock Deals, 3 years in 3 deals 
and 4 years in 1 deal. Five deals did not state a time period

Note the effect of the built-in loss rules especially when short periods are specified as a 
result of which the amount of allowable off-set may be negligible.



Mitigation

The common law of mitigation simply states that an aggrieved party cannot recover damages that 
could have been reasonably mitigated or avoided by that party.

The common law “duty to mitigate” applies only when the aggrieved party seeks to recover for 
damages that could have been avoided. It is more in the nature of defendant’s affirmative defense.

The common law of mitigation prevails in most jurisdictions in the U.S. regarding contractual matters 
(at the least) and exists whether or not the contract explicitly says so.

Most of the 28 Stock Deals with potential Viable TBO provisions did refer to the off-setting tax-
saving amount as being “actually” received or realized by buyer, although in 3 Stock Deals used the 
words “realizable,” “available” or “reasonably anticipated” when referring to tax savings.

None of these deals contained language embedded within the TBO provision itself which clearly 
mandated that that the buyer actually seek off-setting tax savings or benefits.



Pro-Buyer Mitigation Language
However, many of the deals contained in the indemnification article a separate 
mitigation subsection addressing Losses or Damages as defined terms.

These mitigation subsections were in several varieties:

Pro buyer (qualified by applicable law and arguably gross Damages only)
“ To the extent required by applicable Law, the Indemnified Party shall use 
reasonable efforts to mitigate Losses [[when—confirm word]] indemnification may 
be claimed by such party….”  Emphasis added.
“The Indemnified Parties shall take…all reasonable steps to mitigate any 
Losses…consistent with Delaware Law.”   Emphasis added.



Pro-Seller Mitigation Language

Pro seller (unqualified by applicable law and arguably net indemnifiable Damages)

“Except to the extent prohibited by law…the Indemnified Party shall…use commercially 
reasonable efforts to mitigate any Losses that are indemnifiable hereunder…by qualifying 
for a benefit that may reduce or eliminate an indemnified matter….” Emphasis added.

“Each Indemnified Party shall take…all reasonable steps to mitigate any Loss….”  
Emphasis added.

“Each Parent Indemnitee shall use commercially reasonable efforts to mitigate any Losses 
for which any Parent Indemnitee is entitled to indemnification….”  Emphasis added.



Gross Losses vs. Net Seller Liability

The reference to capitalized defined terms Damages or Losses could be 
interpreted as meaning “gross” Losses and not “net” Losses after offset 
for tax benefit.

A different interpretation in favor of after-tax is not necessarily 
eliminated, particularly if the mitigation language is unqualified.

There always a risk that a court could be persuaded that the parties 
intended an after-tax meaning. 



Contrast with Insurance Offset
It is quite common for acquisition deals, including the 28 stock deals we are considering but many 
other acquisitions, to contain limitation of sellers’ indemnity liability by offsetting any buyers’ 
recoveries from insurance policies.

Contrast the absence of embedded mandating language in TBO provisions in the same document the 
express duty language found in some documentation with insurance offset provisions which do 
require the buyer to seek off-setting insurance recoveries.

The contrasting treatment of the two indemnity-limiting off-set provisions in the same document 
allow the implication that the buyer is under no obligation to seek tax savings that would be to the 
advantage of seller which breached Reps, unlike the situation where the buyer must seek offsetting 
insurance recoveries to the advantage of a seller in breach.

There is always a possibility that a court might find that the contractual mitigation provisions goes 
beyond what the common law might require.



Affirmative Duty to Mitigate
What does it mean when the seller insists that the document specifically include an express 
duty to mitigate on the part of the buyer?

Does it mean something more than the passive common law? Seller would certainly not 
intend that it means less.

The inclusion of an affirmative mitigation obligation in M&A documentation certainly 
raises the risk that the buyer may be held to a higher standard of conduct than the buyer 
would have under the common law. 

So the inclusion of a mitigation clause expressed as an affirmative duty raises the risk of a 
duty to seek tax savings on a buyer.



Does Seller Have Any Role in Buyer’s Tax 
Strategy?  Absence of Protective Provisions 

Since none of the 28 Stock Deals with potential Viable TBO provisions give any 
suggestion that a seller which has breached a Rep has any standing or right to have any say 
in how a buyer handles its tax matters, it is not unreasonable to conclude that a buyer has 
full and conclusive discretion and control in such matters.

However, if a dispute between a buyer and seller over an indemnification issue arises, there 
is always a risk that a court could allow a discovery effort by a seller.

None of the Stock Deals contained any provisions that might preclude a court from finding 
some theory to allow a seller access to buyer’s tax matters or to compel a buyer to defend 
the reasonableness of a tax-related decision that avoided a tax saving.



No Confidentiality, Risky Tax Positions, 
No Claw-Back

None of the 28 Stock Deals contained any provisions protecting the confidentiality of buyer’s non-
public information.

The lack of confidentiality in the indemnification dispute context gives rise to the “fox in the hen 
house” possibility

None of the Stock Deals gave any protection for a buyer against an argument by seller that buyer 
should be compelled to take a risky tax position that might ultimately be challenged by the IRS.

None of the TBO provisions would allow a buyer to claw-back any credit or refund of a tax saving 
provision which lowered the seller’s out-of-pocket indemnification if the tax saving were to be 
subsequently disallowed by the IRS.



Potentially Viable TBO vs Non-Viable TBO
We have established that under federal tax rules and laws, there can’t be a Viable TBO in an Asset 
Deal-that accounts for 10 of 41 deals in the latest ABA Study

We did not consider 3 tax-free reorganizations, which as discussed earlier are not governed by the 
rules and regulations we have been discussing. 

That leaves 28 Stock Deals with potentially Viable TBO provisions.

We ascertained from available data in the actual documents that 5 of the 28 Stock Deals did not 
involve a target which was a free-standing C corporation. That brings to 23 the number of Stock 
Deals with potentially Viable TBO provisions.

Of those remaining 23 Stock Deals the authors could not determine from the documents whether the 
targets were free-standing C corporations.



Negotiating and Drafting Take-Aways

Representing Sellers
If representing a seller the examples supplied earlier would provide a good start. 
Possible “improvements”:

 Add an affirmative duty on buyer to seek tax savings

 Add a provision to mitigate the “net” indemnification liability of seller

 Draft mitigation provisions which are unqualified by applicable law

 Draft TBO provision with regard for time period for receipt by buyer of tax benefit

 Add a provision giving seller access to the buyer’s tax matters and tax returns 



Representing Buyers
If representing buyer, and unable to totally avoid a TBO provision in the first place, suggested improvements 
might include one or more of the following:

 Establish the buyer has total and complete control over its tax matters and tax returns and the sole and 
absolute discretion to determine if or when a tax-reducing item should be deducted

 Expressly disclaim any duty to seek any particular tax outcome

 Include a strong confidentiality on seller regarding any tax matters 

 Provide for claw-back of any tax benefit reduction in favor of seller if subsequent disallowance

 Better yet, retain or escrow the amount of alleged tax savings until the applicable statute of limitations 
has expired

 Provide that buyer’s tax returns are “off limits” to seller

 Split the amount of the tax saving instead allocating it all the defaulting seller

 Provide that mitigation does not apply to post-closing tax matters such as inventory shortfalls or other 
adverse conditions



Conceptual Discussion of Timing of 
Discovery of Breach of Rep. 

So far, the scenario under discussion deals with a breach of Rep which comes to light after the closing, 
perhaps long after.

That is the scenario where we get into the issue of reduction of seller’s indemnification liability due to tax 
benefit realized by buyer.

Let’s consider, just as a thought experiment, a different scenario where the breach is discovered before the 
closing. What happens then?

Buyer will say that it will not “close into a breach” and will say it wants a price reduction; unless seller 
wants to blow the deal, seller will probably agree—the only issue is how much?

Assuming the two sides agree on how much, the closing goes forward with an adjusted purchase price

The result is the equivalent of a full indemnification of buyer by seller for a breach of Rep

Is there any question remaining about the tax implications for either buyer or seller? The answer is NO.

No. Other than the reduced taxable gain for the seller and the reduced tax basis for the buyer.



Timing Should Not Determine Outcome

So timing of discovery of the breach has a profound effect, an 
existential effect, on the TBO issue.

The question that all should be asking is whether the treatment and 
consequences tax and otherwise of the breach of Rep should be so 
radically different depending the timing of the discovery of the breach.

A good argument can be made that the result should be the same 
regardless of when the breach of Rep is discovered and addressed.
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