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Chapter

The Management of Tax Risks in
Mergers and Acquisitions - The
Importance of Tax Due Diligence

Arnaldo Marques de Oliveira Neto

Abstract

The purpose of this chapter is to demonstrate the importance of tax risk
management in mergers and acquisitions processes by conducting an investigative
work called due diligence. To achieve this objective, bibliographic and documentary
research was used, as part of exploratory research. In topic 1 it is evidenced that the
complexity of tax systems around the world has demanded increasing attention
from companies to avoid undesirable cash disbursements for payment of infringe-
ment notices arising from questioning by tax authorities related to improper pro-
cedures of companies when paying taxes. Additionally, it has required them to be
diligent in identifying lawful tax planning alternatives to optimize the tax burden
on their operations. In topic 2 the responsibility of company administrators in the
management of tax risks is exposed. Topic 3 explains the importance of account-
ing, tax and legal due diligence in merger and acquisition processes. Finally, topic 4
analyzes the main aspects of due diligence in the tax area. In view of all the exposed
in this chapter, it will remain clear to readers the importance of the tax due diligence
of the target company, as a way to minimize risks in the decision-making process of
the managers of the purchasing company that may compromise the success of the
merger and acquisition operation, as well as not subjecting them to administrative
and judicial suits, for non-compliance with their fiduciary duties of diligence and
loyalty in relation to the company of which they are executives. Additionally, the
study’s results suggest that companies—in compliance with the guidelines and lim-
its set by the board—choose the appropriate and specific techniques of risk man-
agement, especially those related to minimization, immunization, and transferring
these risks. The recommendations derive from the need to identify and manage tax
risks, from the point of view of good corporate governance practices. This study
may serve as a reference to companies in general, when studying, developing, and
implementing recommendations for the identification and minimization of tax
risks, as well as in the development of a work program that allows them to conduct
due diligence work in target companies.

Keywords: tax system, tax risks, tax due diligence, managers responsibilities,
merger and acquisition
1. Introduction

The complexity of tax systems around the world, as well as their constant
changes, has demanded increasing attention from companies and their managers
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to avoid undesirable cash disbursements for payment of infringement notices
arising from questioning by tax authorities related to improper procedures of
companies when paying taxes. Additionally, it has required them to be diligent in
identifying lawful tax planning alternatives to optimize the tax burden on their
operations [1].

In the case of Brazil the complexity and dynamism of the its tax system is
growing in sophistication, especially after the implementation of the Public Digital
Bookkeeping System (SPED) and has occasioned the need for companies to orga-
nize their business under appropriate tax governance for effective and efficient tax
compliance, in order to maximize the legitimate economy of taxes and minimize
the risk of possible questioning by the tax authorities, which may result in identi-
fication of tax contingencies and the consequent issuance of notices of violation
(infringement notification), with a corresponding recovery of punitive fines and
penalty interest [2].

SPED was established by Presidential Decree No. 6022/2007 and regulated by
Normative Instruction of Internal Revenue Service of Brazil No. 787/2007, such as a
smart tool that unifies the activities of receipt, validation, storage, and authentica-
tion of books and documents that comprise the commercial and fiscal bookkeeping
companies through unique and computerized information flow.

The globalization, a typical feature of modern society, made the concept of
risk society that, from the perspective of taxation and in relation to its aspects of
ambivalence, indeterminacy, and uncertainty, affects taxpayers, creating juridical
insecurity and confusion in meeting their tax obligations [3].

Risk can simply be defined as exposure to change. It is the probability that
some future event or a set of events will occur. Therefore, risk analysis involves
identifying potential adverse changes and the expected impact as a result in the
organization [4].

The term ‘risk’ comes from the word risicu or riscu, in Latin (which means
‘to dare), in English). It is customary to understand ‘risk’ as the possibility of
‘something does not work, but its current concept involves the quantification and
qualification of uncertainty, both regarding ‘loss’ as the ‘earnings, in relation to the
course of events planned, either by individuals or by organizations [5].

When investors buy stock, surgeons perform operations, engineers design
bridges, entrepreneurs open their businesses, and politicians run for elected office,
the risk is an unavoidable partner. However, their actions reveal that the risk need
not be so feared today: managing it has become synonymous with challenge and
opportunity [6].

The objective of the study contained in this chapter is to demonstrate the
importance of tax risk management in mergers and acquisitions processes by
conducting an investigative work called due diligence.

To achieve this objective, bibliographic and documentary research was used, as
part of exploratory research, since information and previous knowledge were col-
lected about the problem for which the answer was sought, as well as materials that
have not yet received analytical treatment, such as laws, regulations, and official
decrees [7].

So, in this topic 1 it is evidenced that the complexity of tax systems around the
world has demanded increasing attention from companies to avoid undesirable
cash disbursements for payment of infringement notices arising from questioning
by tax authorities related to improper procedures of companies when paying taxes.
Additionally, it has required them to be diligent in identifying lawful tax planning
alternatives to optimize the tax burden on their operations.

In topic 2 the responsibility of company administrators in the management
of tax risks is exposed. This topic initially demonstrates that good corporate
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governance practices attributed to the board of directors and, in its absence, the
senior management of the organization, the fundamental task of identifying,
prioritizing, and ensuring effective management of various risks that may affect
its business and even its continuity. It points out that through tax governance, the
company aims to identify the most beneficial tax incidence hypothesis, to allow
their activities may be lawfully benefited by the reduction in tax burden or inserted
in the context of no tax levy. The company should also minimize the generation

of tax contingencies. Finally, it points out that managers—in compliance with the
guidelines and limits set by the board—should choose the appropriate and specific
techniques of risk management, especially those related to minimization, immuni-
zation, and transferring these risks.

Topic 3 explains the importance of accounting, tax and legal due diligence in
merger and acquisition processes. He points out that the due diligence work has
some important functions. Firstly, it serves to uncover risks of various natures and
helps in the decision-making process in terms of shaping the agreement and finding
arealistic price for the acquisition, because it allows for a better assessment of the
target object. The slighting of asymmetries of information may be seen as a direct
effect of due diligence. Then, he comments on the relationship between the parties
involved, the need to hire a multidisciplinary team of specialists, the areas to be
examined, the preparation of the pro forma balance sheet, the writing of the report
and the sizing of the guarantees.

Topic 4 analyzes the main aspects of due diligence in the tax area. It highlights
issues to be observed as measurement of liabilities and assets accounted for, iden-
tification of unaccounted assets and liabilities and disclosure of contingencies not
quantified.

2. The responsibility of company administrators in the management of
tax risks

Regarding ‘risk management), there are regulations in Brazil, for example, that
are in line with the Sarbanes-Oxley Act (SOX) and the Basel Agreement (for finan-
cial institutions). The SOX was published in 2002 in the USA, in response to some
corporate scandals. It introduced important changes for the regulation of financial
practice and corporate governance of companies. It emphasized the critical role of
internal controls [8].

Internal controls include the organization plan and all methods and measures
adopted in the company to safeguard its assets, verify the accuracy and fidelity of
accounting data, develop efficiency in operations and stimulate the follow-up of
prescribed executive policies [9].

This is one of the reasons the administration, notably of the large companies,
have become more complex and difficult, requiring professionals with expertise
in various areas of knowledge, causing the separation of ownership (owners) and
management (executives) to allow business to be conducted in a more professional
manner [10].

2.1 Good corporate governance practices

The Organization for Economic Co-Operation and Development (OECD)
emphasizes that a good corporate governance system enables corporations to oper-
ate for the benefit of the community, with investor confidence, and attract stable
long-term capital. It stands out for the range of topics dealt with and their influ-
ence on the global dissemination of the principles of good corporate governance
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practices. According to the OECD, governance fixes as a link of development of
bond markets, corporations, and nations [11].

The adoption in 2002 of US Law SOX, printing new coherence to the rules of
corporate governance, as renewal element of good practices of legal compliance,
provision accounts (accountability), transparency (disclosure), and sense of justice
(fairness) [12].

Good corporate governance practices attributed to the board of directors and,
in its absence, the senior management of the organization, the fundamental task
of identifying, prioritizing, and ensuring effective management of various risks
that may affect its business and even its continuity. In this vein, the responsibility
of the board and the senior management members—from both a corporate and
a tax perspective—loomed in the risk society. From the tax point of view, there
may be the extent of the responsibility of the legal entity to its partners, directors,
officers, or legal representatives in some situations, which may even result in the
blocking of their personal property, including their bank accounts, among other
measures [13].

For example, the article 135 of the Brazilian tax code prescribes that “they are
personally responsible for claims relating to tax liabilities arising from acts per-
formed with excess of power or violation of law, article of incorporation or bylaw:
directors, managers, or representatives of legal persons of private law”.

2.2 Tax governance to optimize the company’s tax burden

A species of the genus corporate governance, tax governance is the way in
which organizations are led, directed, and managed to optimize their tax burden,
identifying opportunities for their reduction, and minimizing the possibility of tax
contingencies (risks) [14].

Through tax governance, the company aims to identify the most beneficial tax
incidence hypothesis, to allow their activities may lawfully be benefited by the
reduction in tax burden or inserted in the context of no tax levy. The company
should also minimize the generation of tax contingencies [15].

The tax governance considers all aspects of the issue, from a legal, tax, account-
ing, financial, and economic outlook considering domestic and international
experience in order to minimize risks and maximize the legitimate tax savings,
following high ethical standards and in full compliance with the letter and spirit of
applicable laws [16].

The international surveys by large accounting firms indicate that the manage-
ment of tax risks has been gaining more importance on the board. Senior execu-
tives are increasingly looking for information about taxes, because of its potential
material impact on the financial statements and the tax issue can no longer focus
exclusively on tax compliance and managing the effective rate of taxes. CEOs and
board members are doing more complex questions about how your organization
manages its exposure to tax risk [17].

The OECD has stressed the importance of the involvement of the board in tax
strategies of multinational companies: ‘Encourage the board, the CEO, and the
audit committees from the large companies to have more interest and responsibility
for their tax’s strategies’. There is a clear expectation that the OECD will expand its
guidelines on corporate governance for the tax area of the companies soon [18].

2.3 Tax risks management

Tax risks include the risk of paying more or less tax than legally required.
Damage to reputation resulting from such errors may cause additional costs which
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are difficult to measure. Errors in assessing the tax effects of transactions may lead
to wrong business decisions. For many companies, the tax is a cost factor which may
be important for their competitiveness. Tax risks consist primarily of compliance,
transactional, operational, and reputational risks. These are good reasons for the
board is involved in the management of tax risk [19].

The risk appetite is associated with the level of risk that the organization can
accept in the pursuit and achievement of its mission/vision (activity more associ-
ated with prior risk analysis). The risk tolerance is in line with acceptable levels of
variability in achieving the goals and objectives defined (activity more associated
with risk monitoring). Together, these two components defining the organiza-
tion’s risk profile, in relation to the exposure to the risk that it accepts, as Figure 1
displays [20].

Managers—in compliance with the guidelines and limits set by the board—
should choose the appropriate and specific techniques of risk management,
especially those related to minimization, immunization, and transferring these
risks [21].

The tax governance will have to cover the tax philosophy and strategy of the
company, internal policies, and procedures regarding tax risks and external com-
munication regarding all tax matters. The board of directors will be responsible
for defining a direction, the implementation of a tax system of governance and of
course for enhancement of company value, through tax reduction [22].

Therefore, efficient, and sustainable company from the tax point of view
(regardless in which country it is located) is one that seeks to identify with the
requisite notice the legal and tax alternatives less costly to achieve their business
objectives and adopt a set of coordination procedures, control and review in order
to minimize the possibility of generating tax contingencies. We remind you that
from the owners’ point of view the obligation of senior management of the com-
pany to plan its business, to increase—in a continuous, permanent, and sustainable
manner—its revenues and reduce their costs (including taxes), to make it increas-
ingly profitable [23].

The corporate sustainability can be defined as the ability of companies of creat-
ing value for its owners over the long term, through proper management of risks
associated with economic, social, and environmental factors, as shown in Figure 2.
Soon, the company, concerned with sustainability, investing in its continued ability
to continue growing. There is a natural convergence between sustainability and

1) The RISK APPETITE is associated
with the level of risk that the
organization can accept in the

achievement of its mission/vision

(prior risk analysis). Setting limits.

Figure 1.

Corporate risk management model resulting from appetite and tolevance to risk. Source prepared by the author.

4) Managers—in compliance
with the guidelines and limits
set by the board—should
choose techniques of risk
management, related to
minimization, immunization,
and transferring these risks.

Corporate Risk
Management
Model

3) The set of these two
components defines the
organization's RISK PROFILE,
with respect to the RISK
EXPOSURE that it accepts to
incur.

2) The RISK TOLERANCE is in
line with acceptable levels of
variability in achieving the
defined goals and objectives
(risk monitoring). Acceptable
variation around established
limits.
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1) A company that wants to “take off” and “fly” in a
perennial and sustainable way must move and manage, in
a balanced way, the different pressures of its
stakeholders.

3) Safer companies are more attractive 2) Conducting a company responsibly,
and value themselves in the eyes of respecting society and ensuring its
investors. Sustainable management is sustainable development reduces the risk
therefore a strategic factor for generating of generating intangible liabilities and
value. makes the company more secure.

Figure 2.
Convergence between sustainability and implementation of corporate governance practices. Source prepared by
the author.

implementation of corporate governance practices. From an economic standpoint,
we can say that there is no sustainability without profitability [24].

Intangible liabilities (mentioned in the above Figure 2) mean the requirement
whose information about its existence remains hidden from the user of the financial
statements and, in some cases, even from its managers [25].

Because of all that has been exposed so far in this chapter, considering the
responsibility of company administrators in the management of risks it is especially
important do carry out a due diligence procedure, on which we come to deal with in
the next topic.

3. The importance of accounting, tax and legal due diligence in merger
and acquisition (M&A) processes

It is usual in commercial practice, mainly in mergers & acquisitions, to carry out
a procedure for collecting information and reviewing and analyzing documents,
with the function of verifying the legal and economic situation of the companies
involved in the business, called due diligence [26].

Due diligence, used in mergers and acquisitions processes, as one of the last
stages of the transaction, from the accounting, tax, and legal point of view, aims
primarily to identify contingencies that are capable of affecting the value of the
assets involved in the business, as is outlined in Figure 3. It is not too much to
remember that, in the legislation of several countries, there are several situations in
which the buyer becomes responsible for the seller’s liabilities [27].

From a tax perspective, the economic advantage of an M&A transaction
depends on the potential tax risks and opportunities of the targeted transaction that
are identified during the transaction stage, the costs that are incurred on account
of conducting the due diligence itself, as well as the tax savings that may be realized
when consuming the target transaction, minus the requisite restructuring costs that
are incurred during the integration stage. The latter are determined by the extent of
pre-acquisition and post-acquisition measures [28].

From the seller’s point of view, due diligence, prior to the signing of the closing of
the transaction, may be used as a defense against future (any) claims by the buyer.
Thus, it aims to ensure that the information has been audited by the buyer, serving
to protect the seller from any claim of ignorance from the part of the buyer [29].

Due diligence is of the buyer’s priority interest, as it is verified, at this stage,
whether the data provided in the information memorandum are compatible with
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1) Information collection
procedure used in mergers and

acquisitions.
= 2) Aims to identify
.4). Pos_ntlon ) DUE contingencies that are
axneacon qie capable of affecting the
negotiations (direct ' DILIGENCE . ?/alue s assegts
|mpacj: on tr]e (DD) involved in the
transaction price). [

3) Element of defense against future
(eventual) claims by the buyer.

Figure 3.
Verifying procedure company’ situation from several angles. Source prepared by the author.

the reality. Buyers seek to protect themselves from optimistic projections from
sellers through earn out mechanisms and possible non-compliance of current and
past data through due diligence. Due diligence grants the acquirer access to sensi-
tive information about the object to be acquired, for the purpose of being able to
conduct a comprehensive audit [30].

Due diligence is conducted by the buyer and accompanied by the seller. The
latter should be diligent in the provision of information so that the earn out mecha-
nisms are not applicable at a future date. It is therefore advisable to conduct the
work in such a way as to ensure that the parties have extensive knowledge of what is
being negotiated and the risks involved [31].

In that regard, due diligence has some important functions. Firstly, it serves to
uncover risks of various natures and helps in the decision-making process in terms
of shaping the agreement and finding a realistic price for the acquisition, because it
allows for a better assessment of the target object. The slighting of asymmetries of
information may be a direct effect of due diligence [32].

3.1 The relationship between the parties involved

The opposition of interests between the parties involved ends up being reflected
in the performance of due diligence work. Generally, the due diligence is interested
in detailing the legal, accounting, tax, labor, social security, financial, etc. situa-
tion of the target company. On the other hand, the latter always has the interest to
protect itself [33].

The wear and tear in the relationship can be minimized through the establish-
ment of confidentiality agreements, agreed before the start of the due diligence
work, as well as by the stipulation of rules for the flow of documents and informa-
tion between the parties, to avoid delays and conflicts [34], as summarized in
Figure 4.

3.2 The formation of a multidisciplinary team of specialists

Given the scope and diversity of aspects to be observed during due diligence
for the purpose of conducting a work of this nature, it is necessary to hire a
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multidisciplinary team of professionals, usually composed of auditors, tax con-
sultants and lawyers (specialized in the most diverse areas of law) [35], as show in
Figure 5.

The role of accounting auditors, objectively speaking, is to verify how the opera-
tions of the investigated company are processed (through its accounting system,
which gives rise to the financial statements), from the point of view of meeting the
fundamental principles of accounting and accounting agreements. For this, they
will perform, among others, the following steps: examination of corporate docu-
mentation, operational plans, product description, financial statements, contracts,
accounts relating to suppliers and customers, physical inspection of facilities, etc.,
addressing of matters to be analyzed in more detail by tax consultants and legal
advisors, as well as receipt of inputs from the latter, which may represent adjust-
ments for the purposes of the pro forma balance sheet [36].

THE RELATIONSHIP BETWEEN THE PARTIES

The one that performs the Due Diligence is interested in examining the
legal, accounting, tax, labor, social security, financial situation, etc. of the
audited company.
The latter is always interested in protecting itself.

«

The wear and tear between the parties can be minimized through the
Confidentiality Agreement, agreed before the start of DD work and by
stipulating rules for the flow of documents and information, in order to
avoid delays and conflicts.

Figure 4.
The relationship between the parties involved. Source prepared by the author.

LEGAL CONSULTANTS ‘
TAX CONSULTANTS

discuss, analyze and confirm legal issues and contingencies

already identified and known by the investigated
company, following the steps: verification of the nature,
validity and adequacy of existing contracts, analysis and
confirmation of active debts, lawsuits, notices of
infraction, installments, etc., verification and review of
operating licenses, registration certificates, CND, etc.

identify - by reviewing the tax procedures adopted by the

company - potential tax contingencies not yet identified by

the company itself, since the contingencies already

identified will be analyzed and confirmed by the lawyers
‘ who will participate in the DD.

MULTI-DISCIPLINARY

TEAM

FINANCIAL CONSULTANTS

among other duties, discuss assumptions and use the pro
forma balance sheet to assess the company (ies) involved
in M&A

Figure 5.
Multidisciplinary team of specialists. Source prepared by the author.

ACCOUNTING AUDITORS

verify the processing of the investigated enterprise's
operations, from the point of view of fundamental
accounting principles, through the following steps:
examination of corporate documentation, operational
plans, product description, financial statements, contracts,
supplier and customer accounts, physical inspection of
facilities, etc., addressing matters to be further analyzed
by tax consultants and legal advisors, as well as receiving
input from the latter, which may represent adjustments

for the purposes of the pro forma balance sheet.
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Speaking specifically of the due diligence work in the tax area, it can be said that
the primary objective of tax consultants will be to identify - through the review of
the tax procedures adopted by the company under review (compliance) - potential
tax contingencies not yet identified by the company itself, since the contingencies
already effectively identified will be analyzed and confirmed by the lawyers who
will participate in the due diligence process [37].

The main role of legal advisors will be to discuss, analyze and confirm judicial
issues and contingencies already effectively identified and known by the company
investigated. They must comply, among others, with the following steps: veri-
fication of the nature, validity and adequacy of existing contracts, analysis and
confirmation of active debts, lawsuits, infringement notices, installments, etc.,
verification and review of operating licenses, registration certificates, tax authority
negative certificates, etc. [38].

3.3 Areas to be examined

The multidisciplinary team will examine from the various angles of observation
that their academic background and professional experience allow to evaluate, the
following aspects of the target company, among others, as Figure 6 displays:

3.3.1 Corporate aspects

Counsel for the buyer will invariably undertake a careful review of the organi-
zational documents and general corporate records of the target company, including
(among others): charter documents (certificate of incorporation, bylaws, etc.),
good standing and (if applicable) tax authority certificates, list of subsidiaries and
their respective charter documents, list of jurisdictions in which the company and
its subsidiaries are qualified to do business, stockholder and voting agreements,
minutes of stockholders’ meetings since inception, including written consents to
action without a meeting and minutes of board of directors and any board commit-
tees since inception, including written consents to action without a meeting [39].

Corporate
Aspects

Tax And

Social Consumer
Security Right
Aspects

AREAS TO
BE

Labor 2adidllEy Environmental

Aspects Issues

Contractua
| Relations

Property

Figure 6.
Aveas of the target company to be examined. Source prepared by the author.
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3.3.2 Contractual relations

It refers to the examination of contracts signed by the company, which have their
execution in progress, with emphasis on financial and operational contracts, with
a view to identifying possible default clauses in the event of disposal of controlling
interest or other clauses that may affect the business. Legal proceedings involving
the discussion of contracts should also be analyzed, with a view to identifying and
quantifying possible contingencies [40].

The buyer will be concerned with all the target companys historical financial
statements and related financial metrics, as well as the reasonableness of the
target’s projections of its future performance. One of the most time-consuming
(but critical) components of a due diligence inquiry is the review of all material
contracts and commitments of the target company. The categories of contracts that
are important to review and understand include the following: guaranties, loans,
and credit agreements, customer and supplier contracts, agreements imposing any
restriction on the right or ability of the company (or a buyer) to compete in any
line of business or in any geographic region with any other person, equity finance
agreements and non-competition agreements [41].

3.3.3 Property

A review of all property owned by the target company or otherwise used in the
business is an essential part of any due diligence investigation, with such review
including deeds, leases of real property, deeds of trust and mortgages, title reports,
other interests in real property, financing leases and sale and leaseback agreements,
conditional sale agreements and operating leases [42].

This is the assessment of the documentary regularity of the main assets and
the possible costs for the correction of irregularities found. Identification of the
burden and encumbrances (mortgages, penhoras, servitudes, disposals, etc.) that
fall on the properties. Supporting documents of the ownership of the main movable
property should be analyzed to identify contingencies, burdens and encumbrances
that may fall on them [43].

3.3.4 Envivonmental issues

Environmental due diligence is the other common workstream in a typical due
diligence approach and focus on exposure in this area, as well as potential changes
in run rate costs post-acquisition [44]. The buyer will want to analyze any potential
environmental issues the target company may face, the scope of which will depend
on the nature of its business [45].

The situation of environmental permits required for the exercise of the activity
of the target undertaking should be examined. It is also necessary to analyze the
judicial and administrative proceedings, to identify possible responsibilities for
the repair of damage caused by it to the environment, as well as the regularity of
the practices adopted in the context of its operations [46].

3.3.5 Consumer right

It is necessary to verify the situation of the relations maintained by the company
with its consumers and with the consumer protection agencies. The existing cases
against the company, whether in the administrative or judicial sphere, should also
be analyzed to establish contingencies and the effects arising from possible irregular
practice [47].

10
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3.3.6 Labor aspects

Human resources due diligence typically includes a detailed review of the
company’s relationships with its employees, such as union agreements, regu-
lar benefits, executive compensation, and post-employment obligations. In
addition to flushing out exposures, it can help identify cost structure changes
that can occur if the target’s employees join the buyer’s benefit plans post-
acquisition [48].

It refers to the evaluation of administrative and judicial processes, their routines
adopted to identify possible contingencies and possible problems that may arise
from the changes arising due to the proposed operation [49].

3.3.7 Tax and social security aspects

Tax due diligence may or may not be critical, depending on the historical opera-
tions of the target company, but even for companies that have not incurred histori-
cal income tax liabilities, an understanding of any tax carryforwards and their
potential benefit to the buyer may be important [50].

This is the analysis of administrative and judicial processes, their tax and social
security routines, to verify any problems, and those that may arise from the changes
made with the implementation of the business [51].

Thus, in addition to the legal aspects, financial, strategic, technical, operational
issues are analyzed, among others, so that, at the end of the entire analysis, a report
is prepared that reflects the combination of the results found in all these different
matters [52].

3.4 The pro forma balance sheet

After the completion of the exams by the multidisciplinary team engaged in the
due diligence work, it is necessary to propose the appropriate adjustments in order
to arrive a pro forma balance sheet, which will serve as the basis for financial projec-
tions (which will feed the business plan), the negotiation of the acquisition price, as
well as the establishment of guarantees and escrow-account (in the case of acquisi-
tion), or for the determination of the exchange of shares (in the case of merger).

A pro forma balance sheet is a financial document that discloses a business’ assets,
liabilities, and equity at a specific point in time. This financial statement is not
prepared in accordance with Generally Accepted Accounting Standards (GAAP). It
is considered more of a balance sheet projection [53].

3.5 The report

Due diligence work usually results in the preparation of a report, the form
of which may vary depending on the interests of its recipient. Should the report
describe the contingencies found, including, where possible, an estimate of theirs.

A due diligence report is the final report of the review conducted by the com-
pany in which the summary of the research done by the company is included [54].

Among the main objectives of due diligence are the identification of the main
characteristics of the company; identification of possible obstacles to the conduct
of the business and the quantification of existing contingencies; risk assessment;
assistance in setting the price of the business; and assistance in the negotiation of
contractual clauses [55].

Due diligence report is one of the most important records of conducting due
diligence as it will be the final report that you will send to members of the executive

11
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team who will evaluate it. Without proper due diligence reporting, all the effort that
you have put in conducting the due diligence will go astray [56].

It is necessary to highlight the agreed upon procedures scope used in the evalu-
ation of the analyzed information, since the content of the report involves the
evaluation of possible future effects of the situations, in fact, found, which rarely
allows absolutely accurate estimates [57].

The agreed upon procedures scope differs from that of an annual audit [58]. A
due diligence inspection must be quite separate from the annual audit because it is
less profound [59].

Agreed upon procedures engagement is a type of engagement which auditor
performs certain procedures that are agreed upon in advance. In this engagement,
the auditor and specified parties agree that the auditor will perform specific proce-
dures and report the findings. Likewise, there are usually three parties involved in
the engagement, including the auditor, the client, and another third party. Unlike
an audit, auditors do not give an opinion on subject matters in the agreed upon
procedures. Auditors only report of findings based on the agreed procedures per-
formed on the subject matter. Hence, the clients need to make their own conclusion
on the subject matter [60].

Often, the interested party ends up assuming the risks of a limitation of scope
due to its budget constraints or even the obligation to comply with time limits — an
important fact, because due diligence is a time-consuming procedure, although it
must be subject to the imposition of relatively short deadlines. Due diligence is also
expensive for the party that must bear its costs, which increase in proportion to the
size of the business and the number of problems found in it [61].

3.6 The sizing of the guarantees

The report shall indicate what guarantees would be required in the final contract
to be signed between the parties. Thus, contingencies that are not quantifiable
can be subject to specific guarantees, with a view to specifying value references to
them, to be subject to subsequent adjustments, if they prove to be inaccurate. Those
quantifiable can be directly deducted from the price, or in the event of uncertain
occurrence, may be the subject of escrow accounts — a kind of deposit account,
administered by a third party, whose values are released in the circumstances that
the parties agreed to [62].

Where the purchaser determines that the seller is unlikely to have the resources
to meet potential liability claims in connection with the transaction, the purchaser
may seek the ability to hold-back (or escrow) a portion of the purchase price until
the indemnity period (or as is more likely the case, a portion of the indemnity
period) has expired [63].

Escrows are another common feature of transaction document, both the
amount and duration of which can be increased as necessary to provide protection.
Sometimes potential exposures can be so significant or clear as to the outcome if the
target is audited that escrows will not provide a sufficient remedy. In these circum-
stances, alternate transaction structures, purchase price reductions, installment
sales, and earn outs can all provide effective protection to a buyer.

The earn out clauses are defined by the parties and are detailed in the final
contract. The payment method is detailed, and the use of escrow account can be
established to ensure that if the earn out mechanisms are triggered, the buyer will
obtain the adjustment in the amount to be paid [64].

Alternatively, when none of these remedies are sufficient, desirable, or
obtainable (due to seller objections), buyers can consider purchasing tax risk
insurance [65].
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DUE DILIGENCE WORK IN M&A INVOLVES THE ANALYSIS, AMONG OTHERS, OF THE FOLLOWING ASPECTS:

regulatory, environmental, contractual and those related

Corporate, tax, accounting, labor, social security, to foreign trade

In order to advise:

the buyer, or the company resulting from the merger, or
spun off.

the seller or the merged company

During the negotiation process:

in determining the price of the target company and in

establishing guarantees to be obtained and the amount of the escrow account.

Figure 7.
Due diligence process flow. Source prepared by the author.

Thus, we can summarize the due diligence process through the flow shown in
Figure 7 above.

4. The main aspects of due diligence in the tax area

In today’s corporate environment, acquisition transactions often occur on an
aggressive time schedule or not at all. In addition, tax practitioners are often
not consulted with respect to the tax sensitive aspects of the transaction until
the final stages of the transaction, i.e., at the closing. For these reasons, familiar-
ity with the basic tax framework for analyzing acquisition documents is
essential [66].

Tax due diligence has its own importance, for two reasons. Firstly, tax risks often
present significant hindrances for transactions [67]. Uncovering tax risks must
be of special interest to the management of the corporation. Secondly, contrary
to other fields of due diligence, tax law is subject to frequent, dynamical changes
and puts rather complex demands on the inspection. It may not only have to deal
with significantly different past, current and future tax regimes, but, in the case
of international concern structures, it also must take the tax requirements of other
countries into account. Therefore, efficient inspecting and auditing is of paramount
importance in the tax arena.

Tax is one of the most important components that determine the overall
profitability of a company. It is so important that it has its own place in the
company’s financial report in the name of items such as net profit before tax,
net profit after tax, deferred tax, etc. Therefore, it goes without saying that
the tax aspect cannot be overlooked in the due diligence during mergers and
acquisitions [68].

Specifically, regarding the aspects to be observed in a due diligence work in the
tax area, to be conducted by tax consultants, we could highlight the following.

4.1 Measurement of liabilities and assets accounted for
This is the due diligence of a research work, whereby the procedures and strate-
gies of the tax area of the company under examination are evaluated, to verify

whether the assets and tax liabilities accounted for are properly measured or if they
are undervalued or overvalued [69].
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4.2 Identification of unaccounted assets and liabilities

It seeks due diligence, also, to identify and measure unaccounted liabilities
(hidden liabilities). Although it is not the main object of the work, attention
should be paid to the possibility of identifying possible unaccounted or recognized
tax assets that may be relevant to the negotiation process [70].

4.3 Disclosure of contingencies not quantified

Due diligence should report all tax procedures and strategies adopted by the
company under investigation that may result in contingencies, but which, for vari-
ous reasons (usually, lack of information and data), could not be quantified [71].

5. Conclusion

In view of the foregoing, it can be noted that the accounting, tax and legal due
diligence consists of a work of investigation and analysis of the procedures, practices
and strategies of the company under examination in several areas, carried out within
the scope and materiality agreed upon procedures, in order to determine whether
the assets and liabilities were properly recognized, the degree of realization of these
assets, the degree of risk of these liabilities, as well as identifying the existence of
other unrecognized liabilities or unidentified assets, thus providing the company
that is demanding due diligence, with the elements necessary for a correct pricing,
negotiation and overall assessment of the merger or acquisition operation [72].

The tax review essentially begins with the following question: “Has the seller
paid all its tax liabilities on a current basis, and has a reasonable reserve been
accrued for known and anticipated adjustments likely to arise in current and future
audits by various taxing authorities?” Although the procedures used to examine
these questions will vary depending on the size of the deal and the complexity of
the target’s particular tax situation, these inquiries will generally entail a review and
analysis of tax returns for all open years with special emphasis on the reconciliation
between financial statement and taxable income and analysis of book and tax basis
balance sheets, together with a review of the most recent revenue agent’s reports
made by relevant taxing authorities [73].

Once completed, these results are then compared to reserves for taxes, or the
so-called “cushion”, to determine whether the seller has adequately provided for any
tax exposures. When representing financial buyers, another analysis that will often
need to be done is a determination of when contingent tax liabilities may become
due and payable. This obviously can tie into determining whether the buyer’s cash
flow projections with respect to the target are correct [74].

Succession to the seller’s tax attributes is also an important area to review. Many
companies today have net operating loss carryforwards and unutilized investment
tax, foreign tax, and other credits. Depending on the type of acquisition structure,
these tax attributes can represent significant cash savings to the buyer after the
acquisition [75].

In view of all the exposed in this chapter, it remains clear the importance of
the tax due diligence of the target company, as a way to minimize risks in the
decision-making process of the managers of the purchasing company that may
compromise the success of the merger and acquisition operation, as well as subject-
ing them to administrative and judicial processes, for non-compliance with their
fiduciary duties of diligence and loyalty in relation to the company of which they
are executives.
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Additionally, the study’s results suggest that companies—in compliance with
the guidelines and limits set by the board—choose the appropriate and specific
techniques of risk management, especially those related to minimization, immuni-
zation, and transferring these risks. The recommendations derive from the need to
identify and manage tax risks, from the point of view of good corporate governance
practices.

This study may serve as a reference to companies in general, when studying,
developing, and implementing recommendations for the identification and mini-
mization of tax risks, as well as in the development of a work program that allows
them to conduct due diligence work in target companies.
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