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activity which has am impact on the emplover group. Emplover-related events
mclude a change to group structure, a change of control or partial change of
control of an emplover, a change 1o the emplover in relation (o the scheme
(including replacing a participating emplover or merging emplovers, busi-
ness and asset sales and purchases). However, an emplover-relaed event will
only be a Type A event in any transaction where the scheme has a relevant
deficit. The Clearance Guidance indicates that emplovers and  trustees
should compare the strength of the emplover pre- and post-event, and
consider any change or cffect on the wider emplover group’s financial
strength.

4.94  Scheme-related events are events impacting directly on the scheme,
and are Type A events irrespective of the level of funding of the scheme. A
scheme apportonment arrangement is likely to by a Type A event where
certain circumstances apply (cg broadiv that the apportonment inoreases
the section 75 debt that 1s immediately pavable by another emplover who can
aftord the mereased debt and there s no net reducton in the employer
covenant). Withdrawal arrangements may also be Type A events if a truns
action is detrimental 1o the ability of the scheme to meet its habilities and the
trustees will particularly be wary of the terms of any guarantees,

4.95 'The issue of a clearance statement will be ol considerable comfort w
the parties mvolved, partculacly in the case of conwribution notices. which
mayv be issued against individuals, The price tor clearance from the Pensions
Regulator may be a cash pavinent or other arrangement climinating all o
part of a deficit. However, the clearance process is voluntary and it the
venturer does not think it likely that the Pensions Regulator will issue a
contribution notice or an FSD it may not wish to involve the Pensions
Regulator by applving tor clearance.

4.96 It must be remembered that vustees have a significant role to play
whether or not clearance is being sought. In this context it is important (o
ascertain what their powers are under the scheme documents. Theware
expected to assess the impact of an event and seck appropriate "mitgavon’
for their agreement to any course ol action. Where trastees beconie awave ol
a potential Tvpe A event. they should discuss this with the emplover. If no o
inadequate mitgation is forthcoming they mav consider contacting the
Pensions Regulator themselves, although the Pensions Regulator will not
have a formal role unless and until approached tor clearance.
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4.97 There are separate obligations on both cmplovers and trustees o
notify the Pensions Regulator i certain prescribed events ocour'™. The
emplover obligation arises, among other things, when a controlling emplover
decides to relinquish control of a subsidiary. unless the scheme is both fully
funded on an ongoing basis and in the last 12 months the trustees have not
had a duwy to report a failure to meet the contributions schedule that they
believe is materially sicnificant to the Pensions Regulator. When a withdrawal
arrangement or approved withdrawal arrangement is in force theve are
certain further emplover-related notifiable events under PA 2004, s 69 and

regulatiogs made thercunder'™.

Transfers of /u'n.simz((/;/(' em /)/n_\w.\‘

4.98 Where theajoint venure vehicle is to take over the emplovinent of
pensionable eriplovees from more than one of its joint venturers, the
benefits providdd under their existing schemes are likely 1o differ. so the
joint venmpue-could end up with emplovees of similar status having different
pensiofivights. The joint venture vehicle may, either immediately or at some
faterlstage, recruit further employvees 1o whom it may wish to offer pension
héneiuts on other different terms. Whilst it is not unusual o have different
brnefit structures for different groups of emplovees, itis generally perecived
as undesirable from the point of view of emplovee relations, Harmonisation
ol benefits is, however, difficult and potentially expensive as it involves
changing emplovees’ pension rights and expectations — and not infrequently
moving to the better benefits, [t can usually be best achieved by the joint
venture vehicle establishing its own pension scheme, although the adminis-
trative cost involved may be regarded as too high if there are only a small
number of pensionable employees, and complete harmonisation may not be
possible in any event if TUPE is applicable (sce para 4.100).

4.99 If the shares in the company in which the emplovees are emploved are
being tansferred to the joint venture, the creation of the joint venture will
not result in any change in the identity of the emplovees” emplover nor in
the terms of their emplovinent contracts. The scope tor varving pension

benefits in these cireamstances is as discussed at para 4. 12011,

4.100 TUPE generally applies when there is a transfer of an undertaking or
cconomic entity 1o the joint venture vehicle from one of the venturers, TUPE
is intended 1o give effect (o the Earopean Acquired Rights Divective CARD')
and, accordingly, is to be interpreted in line with the purposes of that

D PA 2004, s 6D
16 Pensions Regnlator (Notittable Exveatst Regulanons 2005 (ST 2000 Q06
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Directive so far as possible. Broadiy, TUPE provides tor the transfer, by

operation of law, of existing employment contracts from the venturer to the

joint venwre vehicle. However, there is an important exempton under

TUPE to the employment rights which transfer: any rights velating to old-age,

invalidity or survivors’” benefits under an occupational scheme are exempt

from being automatically transferred, but are dealt with in PA 2004 (see

para 4.107). The exemption applies only to occupational schemes — any
contractual obligation to contribute to an individual or group pmson;ﬂ
pension scheme will wansfer. Similarly, the right to lile cover under a
standalone life cover only scheme will ransfer.

4.101  The European Court of Justice (‘ECJ) has given guidance on the
extent of the ‘old-age. invalidity and survivors’ benefits’ exemption in the
decisions in Beckmann © Dynameo Whicheloe Macfarlane'™ and Martin w South:
Bank University's. To the extent that anv benefits under an occupational
scheme are not old-age, invalidity or survivors’ benefits they would, it seems,
have to be provided in addition.

4.102 The kev question in the Beckmann case was whether certain early
retirement benefits pavable under an occupational scheme on dismissal from
emplovment by reason of redundancy qualified as old-age benefits, The EC]
held that it was only those benefits paid o an emplovee from the ‘end of
[his] normal working life’ that could be classified as old-age benetits.
Consequently, it held ‘early retirement benefits and any benefits intended to
enhance the conditions of such early retirement paid in the event of
dismissal to emplovees who have reached a certain age’ were not within the
‘old-age’ exemption, and the obligation to provide such benefits transferved
to a ransferee under TUPE. In the Martin case the ECJ considered whether
contractual rights to a lump sum and pension either in the event of
redundancy or premature early retirement by agreement with the emplotes
were within the old-age exemption. The EC] construed the exemption
narrowly and held that any rights “contingent on dismissal or thegyant of
carly retirement by agreement with the emplover” were not old-{gestenefits
for the purposes of the ARD and so were not included within the ¢xemption.
Theretfore, the obligation to provide any such benefit transfers o the
transferee. The suggestion in the Martin case is that all carly retirement
benefit entidements (other than those relating to invahdity or il health)
would transfer under TUPE (but see para 4.104). In this context, it will be
important to sce if any rights to carly retirement and enhanced benefits on
redundancy have previously been transferred into a scheme with employees
who are 1o vansfer under TUPE.

17 C-16400 [2002] ECR 8493, EC]L
IR 00 2004] 1 CMIR 172, B
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4.108 Farlv retirement rights which transfer under [UPE are pavable
under the same terms and conditions as applied under the ornginal employ-
er's scheme and any relevant contractual provisions or collec tive agreement.
It would appear that where a benefit is discretionary it remains discretionary
and, where it is subject to actuarial reduction, it mayv be reduced. It s not
clear how powers and discretions exercisable by the wtrustees under the
original arrangements are to be given cffect o and what the effect of any
funding conditions is. Also, discretions exert isable by the emplover (such as
a requirement for company consent for carly retirement) will be subject 1o

any resuictions arising from custom and practice which also transfer.

4.104 The Beckmann and Martin cases deal with benefits pavable on redun-
dancy or on retivement ‘in the interests of efficiency’ respectively and,
despite some of the sweeping statements made by the EC] in these decisions.
arguably normal early retirement pensions payvable o emplovees who opt tor
early retirement stil come within the old-age exemption to FUPE and,
therefore, do.not tansfer to the tansteree. To reason otherwise would
significanth(iadermine the old-age exempuon. A possible argument may be
that i aztemployvee, without any prompting from the employer, decides (o
ke sty retirement, then, by doing so, he has chosen o end his normiil
working life and therefore any benefits to which he becomes enutled are, in
Gev related 1o old-age, and as such fall within the TUPE exemption. Other
possible interpretations of the FCT's judgments include that it is only the
pension payable before normal retirement date which is not an old-age
benefit and so the rights which wansfer would be 1o a pension between the
date of early retirement and normal retirement date but not to a pension for
life. Alternatively, it can be argued that it is only to the extent that the carly
retirement terms exceed the pension which would have been pavable 1o the
emplovee had he left service with a deferred pension payvable from normal
retivement date which transfers. Further guidance from the ¥CJ is required
1o clarify these issues. In the meantime, it can only be safelv said that a
pension payable on retirement at normal retitement date, incapacity pen-
sions and survivors. benefits are within the TUPE exemption.

4.105 1t is, however, fairly clear that the fact that the pension was 1ot
pavable by the employer but rather by the pension scheme would be rejec ted
bv the EC] as an objection to the transter of the obligation to pay the
pension, since it rejected that argument in the Beckmann case, which
concerned the NHS Superannuation Scheme {albeit that that scheme is set
up under statute and not under trust). It would therefore appear that the
transferee has an obligation to pay the pension or procure its provision even
though the vansteror’s obligation was limited to funding benefits in accord-
ance with the provisions of the trust deed of its scheme and subject to the
power of amendment and any rights to terminate contributions. However,
since the Beckmann and Martin cases both concerned a statntory scheme,

there are still arguments to be run on these issues.
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4.106 Sections 257 and 258 of the PA 2004 contain provisions which require
the joint venture vehicle 1o provide certain specified mintnum benetits
following a TUPE wansfer in the place of the old-age. invalidity and
survivors” benelits which were provided for the employees under the venuar-

er’s occupational scheme.
4.107 The protection under the PA 2004 will apply only if:

(A) the employee is, or is eligible to be, an active member of the transter-
or's occupational scheme or would have become so eligible had they

been emploved for a longer period: and

(B) if the scheme provides moncey purchase benetits, the transferor s
required. or i the emplovee had become an active member would have
been required, to pay contributions (other than mnimum payments
for the purposes of contracting-out of the state second pension) n
respect of him or, if the emplovee is an active member, the transteror,
or any associate of the transferor, has paid any such cont thutions in the

I)‘.l\l.

These conditions will be regarded as having been satisfied in any case where
they would be satistied but for anv action taken by the transferor by reason ol
the transfer (eg the transferor terminating the scheme prior to the transter).

4.108 Section 258 and the regulations made thereunder™ provide that
following such a transfer (and save to the extent that the cmplovee and the
ransferee otherwise agree at any time after the transfer has taken place) it
will be a condition of the contract of emplovment with the transferce tha
one or other of the following are complied with:

(A\) U(‘('lll);lli()ll:ll pension scheme option — the emplovee becomes, or s
eligible to become, a member of an occupational scheme and:

(1) if the wansteree’s scheme is a money purchase scheme, relevant
contributions (sce para 4.104) are payable by the wransterde,

(23 if the wansferee’s scheme is a defined benefit schepro Jeither it
satisfies the statutory reference scheme test lor comracting-ott
PUrposes, or the value of the benefits [)ru\'i(l('(l are at least 6% of
pvnsinn;ll)lv pay (as detined in the scheme) for cach vear of servige
(this is additional (o the value of the benefits provided by the
member’s contributions. The member must not be required 1o

contribute more than 6% of pensionable pay).

(B stakceholder pension scheme option - the transteree makes relevant
contributions to a stakcholder p(-nsinn scheme (or has oftered, and not
withdrawn the offer, to do so).

Y] ranster of Emplovment iPension Protection’ Regudations 2005 (ST 2005, 640
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There s thas a degree of choice as 1o the form ol benefus 1o be provided.

4.109  ‘Retevant contributions” are contributions which maich the employ-
ce’s contributions up to 6% ot basic pav. This is so even where the tansiferon
wis not paving as much as 6%, In these circumstances, the mansferee will be
saddled with higher pension costs than the vansferor. Conversel, the
requirements provide limited protecuon for those emplovees for whom the
transferor provided a good final salary scheme or was conuthuting at a

higher rate to a money purchase scheme.

4110  In the case of an emplovee who was only prospecuvely eligible o
membership of the vansferor’s scheme, the transterce need only provide a
scheme from when the employee would, apart from the nansfer, have been

able w o the mansteror’s scheme.

Joint venture vehicle participating i existing scheme

4111 bl be possible for the joint venture vehicle to participate in one
or more<d the existing defined benetit schemes, Whether it can do so or not
will turreon the scheme rules, which will need o bhe examined.

4. 112 v Where jomnt venture employees are 1o participate in an existing
cetined benefit scheme, the joint venture vehicle should obtain appropriate
Sarranties as (o the status and funding of the scheme, It will also be
necessary (o agree the rate of contributions which the joint venture vehicle
will pav, and the positon in relation to any surplus or deficieney which may
now or in the future arise. Where there are two or more schemes available,
consideration should be given as to which scheme or schemes should be used
(and whether having emplovees in different schemes might lead to sex o
age discrimination), and where new recruirs will be placed,

4.113  There are various ways in which the question of contributions by the
joint veuture vehicle can be approached:

(A} The joint venture vehicle could pay the saume contributions as the other
cmplovers participating in the scheme. This has the advantage of
stmplicity. Leaving aside any surplus or deficiency, the contribution rate
will depend on such factors as average ages, salary increases and stadl
tarnover, and so, unless the joint venture emplovees are wypical of othes
cmplovees participating in the scheme, the joint ventare vehicle may be
paving mmore or less than the true cost of funding ther benefits, H the
scheme is in surplus and this is being used to reduce the emplover
contribution rate, the joint venturer whose scheme it is mav, in am
event, object, as it would be providing a benefit to the joint venture
without receiving any corresponding henefit from ., Similarly if, which
is perhaps mare likelv, the scheme is i deficit, the other venturers are
likely to object.
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(BY  The joint venture vehicle could pay a contribution rate calculated in
relatdon o its own employees only, disregarding any suuplus or defi-
ciency in the scheme. This avoids some of the problems associated with
the joint venture vehicle paving the same rate as the other parncipating
cmployers. It does, however, mean that the joint ventarer whose
scheme it s will be assuming the visk as o the adequacy of the

contribution rate.

() A notional fund could be established within the scheme for the jonnt
venture vehicle, Contributions of the joint venure vehicle and any of its
emplovees would be paid into this fund and benefits for the joint
venture employees paid out, with the intent that the fund would be
operated so far as possible as il it were entirely separate from the rest of

the scheme.
Alternatively the scheme can effectively be segregated (see para 4.117).

4.114  When establishing the joint venture, the terms upon which the join
venture vehicle may withdraw from the scheme should be considered, even i
it is proposed that it should parucipate in the scheme on a long-term basis.
The nnportance of this cannot be over-emplasised. The general intention, in
the normal course. should be that the joint venture vehicle’s share of the
tunding of the scheme would be made available for wansfer 10 a successon
scheme so that the same level of pension benefits can continue to be
provided for the emplovees at approximately the same cost. This may not
happen under the normal operation of the scheme rules, which may provide
emplovees with no more than the minimum leaving service benefits.

4.115 More maportantly, the joint venture vehicle may be taced with having
to make a substantial funding deficiency pavment when it withdraws from the
scheme (as discussed at para 58I . As the intial calculaton of hability witi
normally exceed the amount required on the scheme on-going funding \batis
by a significant margin, any excess pavment will usually result in a redugtion
in the future contribution liability of the venturer who sponsors thescheme.
How equitable this is as between the venturers is debatable, buijtueeds to be
borne in mind that the venturer sponsoring the scheme will have ulumate
lability for the funding of that scheme.

4.116 The doomsday scenario for any emplover participating in another
company’s scheme is that the other company becomes insolvent and, as a
vesult, the emplover becomes liable for a disproporuonate amount of any

funding deficiency.

4.117  An abternative approach would be o set up a segregated section
under the scheme for the joint venture vehicle emplovees. Broadly, if the
assets and habilites of the section are held completely separate from the
other assets and habilites of the scheme and there can be no cross
subsidiary, the section will for funding purposes and for the purposes of s 75
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of the PA 1995 be treated as if it were a separate scheme. The joint venture
vehicle's labilities would therefore be similiar to those which it would have if
1t were to establish #ts own scheme.

Consultations

4.118 A change of scheme or benelits may give rise to an obligation 1o
consult. If the change coincides with a TUPE wransfer, the consultations will
be under TUPE. In other cases the obligation mav arise under the regu-
lations made pursuant to ss 258 10 261 of the PA 2004, These n'gnl.ui('mx
apply go emplovers with at least 50 emplovees (whether or not they are
members of the pension scheme).

4119 The regulations require the emplovers o consult “affected members’
or thewr representatives in advance of making any listed changes”. These
changes include. in relation to occupational schemes, (i) in reasing norvmal
pension agé N preventing existing employees from joining, (iii) preventing
or reduciag future benefit acerual and (iv) introduc g or increasing mem-
ber conwibutions and, in relation to personal pension schemes, reducing o
stoppidig emplover contributions ar increasing member contributions=?,
Fatre to comply with the regulations may result in action by the Pensions
tegulator who can impose a fine (maximum £5,000 for individuals. or
£50.000 tor companies). Non-compliance will not, however, alter or affect the
validity of a change.

Varying pension benefits

4.120  There is a strong trend nowadays to control costs and limit risks by
converting final salwry type benefits o money purchase benefits, and the
opporumity of establishing new pension arrangements for the joint venture
vehicle is sometimes seized on to effect such a conversion where employee
relations and other considerations permit. (It should be noted that for am
cmplovee with enhanced protection under the FA 2004 such protection
would be lost automatically if anv contributions temployer or employee) are
paid to provide mones purchase benefits for them, other than minimum
contributions for the purposes of contracting-out of the state second pen-
sion.)

4.121  Where such a switch is not being made, and costs considerations
permit, the approach is likely to be 1o provide benefits at least as good as
those available to the wansferring emplovees under their existing schemes;

)
20 Occupattopal and Personal Pension Schenes (Consultation b Fraplover and Miscellane
ous Amendmenn Regnlattons 2000 (ST 2006 7/ 5449)
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8.57 It the associate is Joss-making, the investor must continue 1o account
for its share of the losses. Where this results inan interest in net habilities,
FRS 9 requires this 1o be veflected in the balance sheet as @ provision or

Hability,

8.58 Investors which do not prepare consolidated financial statements are
required by FRS 9 to present the relevant amounts for associates by prepar-
ing a separate set of financial statements, or by showing the relevant amounts
as additonal information in their own financial statements. Investors that are
exempt from preparing consolidated financial statements (under cither CA
1985, s 228 or 248 {CA 2006, s 399 et seq)) . or which would be exemptif they

had subsidiaries, are exempt from this requirement.

8.59 The investor's share of the associate’s exceptional iems, interest
payable and receivable, and tax are also included in the profit and loss
account, with separate disclosure in the notes, Additionally, the share of
turnover mayv be included with the jomt venturer's turnover as a memoran-
dum item on the face of the profit and loss account. but the investor's share
of the associate’s turnover has o be cearly disunguished trom group
turnover (e that of the investor and its subsidiary undertakings).

Equity accounting — gross equily method

8.60 Where an investor prepares consolidated linancial statements, invest-
ments in FRS 9 joint ventures are 1o be accounted for using what FRS 9 terms
as the gross equity method,

8.61 The weatment is the same as the (net) equity method used for

associates except that:

& in the consolidated profit and loss account. the investor's share ol the
joint venture tunover must be shown, but not as part g group
mrnover: and

® in the consolidated baliance sheet the investor’s share of the gross assets
and liabilities underlving the (net) equity method must be shown in
amplification of that net amount.

8.62 The accounting treatment for a loss-making joint venture is the same
as that for a loss-making associate, except that the investor's share of gross
assets and liabilities of the joint venture must stilt be shown (within the
liabilities or provisions section of the balance sheet).

8.63 The requirement to show the gross assets and liabilites rather than
netting them off can make a considerable difference o the appearance of

the investor's accounts,
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Consolidation and equily accounting compared

8,64 The crucial difference between the two methods s that consolidation
alwavs requires the whole amount of cach item of the consohdated entity’s
assets and habilines to appear on the consolidated balance sheet, even
though the reporting entity does not own 100% of the subsidiary or
substdiary undertaking i which the assers and habihities are recorded. The
adjustment for the minority interests is made in a separate line ol the batance
sheet, Similarly, the whole amount of the profits and losses must appear in
the consolidated profit and loss account. with subsequent adjustment for the
minority interests. In contrast, equity accounting only records the group’s
share qf the profits or losses and net assets or net liabilities (or, in the case ol
the gross equity method, the gross assets and gross habilities) . even though

further sub-=chiviston and disclosure 1s made in the accounts.

8,65 Participants in a joint venture whic h has a particularly large amount of
debr or other habilities, or is making losses, may prefer to equity account
rather than sonsolidate, if the venture can be structured in such a way that
this is penyiited. Although the difference is to some extent presentational.
other diferences are more sigmficant. Consolidation can have the effecr ot
sopro nnpleasantly large negative numbers appearing i the consolidated
doowints, to which the subsequent adjustinent for minority interests is not
onectly referable on the face of the accounts. A majoriy sharcholder who
wishes to avoid consolidation might be tempied to put in place an wrange-
ment with a friendly minority party such that the minority, although having
various vetoes, will never exercise them in practice. Clearly such an arrange-
ment is not a joint venture and should not be accounted for as such; it is
substance, not form, which governs the correct method of accounting. The
combinanon ol FRS 2 and FRS b means consolidaton will be needed
wherever an investor controls another entity i terms of those standards, In
any cases ol doubt, directors and auditors will also be mindful that there is an
accounts enforcement regime whereby a company coukd be reported 1o the
Financial Reporung Review Panel if its accounts failed to comply with those
standards

Accounting for the interest as an imvestment

8.66 Where an interest is to be accounted for as an investment, the
treatment in the individual accounts is as set out in para 8.22. 1f the joint
venturer also has subsidiary undertakings. and must therefore prepare
consolidated accounts. the amounts shown in the individual accounts will he
carrted forward into the consohidation.
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5 International Financial Reporting Standards

Introduction

8.67 Listed companices within the European Union are required to prepare
their consolidated financial statements under International Financial Report-
ing Standards (IFRS).

8.68 Listed companices do not include those which are admitted to AIM, but
the London Stock Exchange also reguires such companies to prepare their
consolidated financial statements under IFRS. Nondisted UK companies
currently have the option of preparing thetr accounts cither under UK C AAP
or under IFRS.

8.69 lowever, following the International Accounting Standards Board’s
launch of the International Financial Reporting Standard for Small and
Mediumssized Entities (the TFRS for SMEs). it appears likely that the
Accounting Standards Board will adopt (his as a replacement for UK GAAP
in the future. TFRS for SMEs is a new TFRS hased standard which is designed
specifically o non-isted companies. The principles of accounting Lo
subsidiaries, associates and joint ventures under IFRS for SMLEs are not
different to those in IFRS,

8.70 Since many participants in joint ventures are listed companices, they
are currently required to account for their interests in them under IFRS, and
in order to simplify this process they may require their joint venture
companies 1o do so also. Quiite apart from this, some joint venture companies
will probably choose to do so, particularly those where the parties envisags
that their exit will be achieved by means of a flotation, or where the joins
venture company is very large and wishes 1o account under IFRS m apdev o

maintain comparisons with its competitors,

871 Consolidation is dealt with under IFRS by InternationziAccounting
Srandard 1AS 27 ‘Consolidated and Separate Financial Stawinents” and
associates by TAS 28 “Investments in Associates and Jomnt Ventures.

Consolidation of subsidiaries

8.72 Under TAS 27 a parent must prepase consolidated accounts in which it
consolidates its investments in its subsidiaries. 1AS 27 defines a subsidiary as
an enuty, including an unincorporated entity such as a |);ulm'|shi|). that 1s
controlled by another entity (known as the p.n’('nl)'. Control is defined as
‘the power to govern the financial and operating policies of an entity 50 as 1o
obtain benefits from its activities'.

8.7% Conuol is presumed 1o exist when the parent owns, directly or

indirectly, more than half of the voting power of an entity unless, in
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Flowchart 1

Joint venture accounting requirements under UK GAAP

This flowchart flustrates the consideratnens which govemn how a jont ventarer {ABC) should account for
4 nleres! 10 a jont vensture (XYZ), This s somewhal simplfied and « not ntended to overnide the text o
s very difficult to dlusirate the concepts diagramatically

& s XY anentity™?
8
‘
! Mo i Yos
| ¥ I
1 Snir " - [ Are there any long-term ! o
is ABC's mterast in XYL Ve . - |
sufficiens 1o make XYZ &n restrictions substantany M » F Uil oonsordation
» - iy » . < = -
I its syaidiary undertaking? H 2:;:3%"( .3;: Vo rEquired
- § I 57
‘oo, " g +
i H Yeu
| No T
r -
ts control sharea witn .
dihais? Y& ? - >l Eoquaty accounting
| required - QIOss
it ‘ equty method
. ‘ No
| |
| H
Is ABC's interest n XYZ
! sufficient 1o make XYZ Yos g Equilty
| its associated underiaking? accounting
‘ P reguired
As
| o \
i ~ ~_
1
i T The nterest

o \ should be
accounted for as

an nvestment

i Each party
— = A - ¥ accounts for
ifs own
nterest

exceptional circumstances. it can be clearly demonstrated that such owner-
ship does not constitute control. Control also exists where the parent owns
hall or less of the voting power of an entity when there is:

(@) power over more than half of the voting rights by virtue of an
agreement with other investors:

(b) power to govern the financial and operating policies of the entity unden
a statute or an agreement;

() power o ;:])pninl or remove the majority of the members of the board
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of directors or equivalent governing body. and control of the entiy s by
that board or body: or

(d) power 1o cast the majority of the votes at meetings of the bourd of
directors or equivalent governing body, and control of the entity is by
that board or body.

[his approach is very similar o the UK approach. TAS 27 does not deal

specifically with the sitnation where a parent has a participating interest in
the enterprise with dominant influence ot unitied management, but where
this is the case the enterprise is likely to be controlled by the parent. I'he
principles of consolidation are very similar to those under FRS 2.

Associates

8.74 The requirements of TAS 28 are, in broad terms, similar w the
requirements of FRS 9. The definition of an associate under IFRS, however,
does not require that the investor actually exercises significant influence,

merely that itis in a position to do so.

8.75 In addition, IAS 28 provides specific allv that an associate should not be
included in the financial statements using the equity method when the
investment is acquired and held exclusively with a view to its disposal within
12 months from acquisition and management is actively seeking a buyer. in
which case the investment should be classified as held for sale in accordance
with TFRS 5 *Non-current assets held for sale and discontinued operations’
and meastred at the lower of its carrying amount at the date of its
classification of held for sale and its fair value less cost 1o sell. I a buyer 1s not
found within that 12 month period, however, the standard requires thattthe
financial statements are restated o include that associate under theSeanity
method from the date of its acquisition.

Accounting for associates

8.76  FRS 9 is much more prescriptive than IFRS in terms of the presenta
ton of assaciates in the financial statements, with 1AS 28 requiring only that
the investor's share of the profit or loss of the associate (posttax) is
recognised in the investor’s income statement. The standard does not specity
where in the income statement this should be included, nor does it include
any of the requirements of FRS 9 with regard 1o operating profit and tems
below operating profit.

8.77 The requirements of IAS 28 apply to both consolidated and unc onsoli-
dated financial statements. A company which has no subsidiary undertakings.

but which has associates, is therefore required to account for 11s associates
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under the equity method m oats own financial statements, as opposed 1o
presenting an additional set of Tinanc 1l statements, or providing additional
disclosures under FRS 9. 1TAS 28 also contains a further detailed exemption
from the requirement (o cquity account when the imvestor is a sabsidhiary of
another entity,

8.78 Under LAS 28, where an associate 1s loss-making, an mvestor accounts
for its share of the losses only until its investment (including long-term
interests such as debt or preference shares) is reduced o zevo. Bevond this
point, additional tosses are provided for, and a lability recognised, only 1o
the extent that the investor has assumed cither a legal or constructve
obligation on behalt of the associate.

3

Jointly controlled entities

8.79 Thedefinition of a joint venture in FRS 9 is similar 1o that of a joinils
controlldaventity under [AS 31, However, the definition in IFRS specifically
requires the formation of an entity {in the legal sense), otherwise the joint
verture arrangement falls 1o be treated as a jointly controlled operation ol

jorntly controtled assets.

8.80 The definition under TAS 31 does not require the Tormation of a
separate legal entity as the IAS 31 definition of joint venture refers o the
undertaking of an “economic activity’. This can take many different forms,
including jointly controlled operation, jointly controlled assets and jointh
controlled entities (IAS 31.7). TAS 31 prescribes different accounting treat
ment for cach form of joint venume. 1t is the FRS 9 detinition of a joint
venture which reters specifically to “an entiny’,

8.81 A JANE under UK GAAD which involves the formation of an entity (in
the legal sense) will fall 1o be treated as ajointly controlled entity under TAS

w»
1y

8.82 1AS 31 allows two accounting treatments for jointly controlled entities:
proportional consolidation and equity accounting, both of which are dis-
cussed further below. However, it should be noted that the standard specific-
allv states that the use of the equity method is not recommended. This is
theretore a reversal of UK policy as discussed at para 850, although
proportional consolidation is carvently prohibited under UK law {see the
proposced change below).

8.83  As for associates (see para 8.75). IAS 31 provides that a jointly
controlled entity should not be accounted for by cither proportional consoli
dation or equity accounting where it is acquired and held exclusively with a
view to subsequent disposal within 12 months from acquisition, and manage-
ment is actively secking a buver, Instead they should be classified as held for
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the times that it has control. The disadvantages of this method are that the
policy of the joint venture company may be subject 1o considerable fluctua
tion, and a particalarly crucial decision might have to be made during one
party’s period of control, which is made in away which the other party finds
unable 1o accept. However, in view of possible ‘retaliatory” action when the
other party is in control, in practice the parties have an incentive 1o behave
sensibly and reach decisions by consensus.,

13.15 It the parties are not able to accept the complete discretion of the
other party when it is in control. this can be addressed by providing that both
parties must approve certain major transactions. These could be simular o
the vetoes commonly atforded o a minority {(see Chapter 15). However, this
of course may mean that there is then a deadlock over one ol the relevant
transacions, but at least most other matters could be dealt with without the
danger of an actual deadlock.

13.16 Another approach is 1o place the balance of power in the hands of an
independent party. The chairman’s casting vote at board meetings could be
retained, and the parties would agree that the chairman shall be imdepend-
ent. However, it could be difficult 1o persuade someonce o take on that role,
and there is always the risk that he might resign at the very moment when the
dispute between the sharcholders becomes most heated and his services are
most required: there may then be a dispute about the dentity of his
successor. A variation is to appoint an independent non-executive director,
with the chairman having no casting vote.

13.17 A further similar approach, which is often suggested by the parties, is
for the company itself 1o be deadlocked, but in the event of a deadlock
arising, the dispute is 1o be referred to an independent expert, whose
decision 1s 1o be final. One difficulty with this is that business decisions e
not issues which are readily solved by an expert, being matters of business
judgment. Another point is that it must be questioned whether thewe are
many appropriately qualificd people who would be prepared to takeon such
a role and whether, in actuality, the parties would always be happy to accept
his binding decision. In practice, there are few businessmen who would aliow
a third party not involved in the business to make crucial decisions for them
if the parties themselves cannot agree.

13.18 Chapter 23, on dispute resolution, considers the various means by
which the parties can look owtside the company o resolve disagreements.
These include mediaton {(which does not necessarily lead 1o a binding
determination), as well as expert determination, arbitration and litigation
(which do produce a binding outcome, but on a legal or technical basis and
not necessarily one which is commercially desivable).

13.19 A further approach, which is really an extension of the concept ol
submission 10 a third party, is for the parties o accept that although the
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company is 050 owned, it is in fact mappropriate, and indecd mav be
stifling of corporate enterprise, for all decisions o be made by ats founders
alone, and that most decisions are bestleft to an independent board who can
be expected to make their decisions in the best interests of the joint venture
company, and ultimately of the joint venturers. Although the articles o1
sharcholders’ agreement may stll provide for the appointment ol a certain
number of directors by cach sharcholder, there will also be scope tor the
appoinunent of a number of additonal directors who will hold the balance
of power. They will most likely have executive roles in the joint venture
company. and will not be the “yes men’ of either party, and may indeed have
been recruited from outside or, in tme, 1o have grown up. in terms of
experiance, with the joint venture, This solution is particularly appropriate
for a sizeable full-function joint venture which is intended to be long-term
and, in ume, to be operationally independent of its founders and s
suggested that this is often the most rational way of structuring such a

vontare,

Termindtiom on unvesolved deadlock

1329 Not all the above methods provide a certain way of resolving a
desctlock should it arise. Except where the parties are prepared inoevery
Stuation to bind themselves to accept the decision of the other party, or of
another party who is brought in o vesolve the dispute, the parties may sull
find themselves with a deadlock which cannot be resolved.

13.21  'The normal remedy provided for in this event is termination of the
sharcholders’ agreement. This is a solution which is likely to be so unpalat-
able to the parties that itis included more in the hope that the parties will try
10 avoid it by making every effort to negotiate a solution 1o the deadlock. In
practice, terimination will only be resorted 1o when the business relatuonship
ol the parties has completely broken down. With a view to ensuring that this
is in fact the last resort, the documents will quite often provide that the right
of termination can only be exercised after the parties have taken some
defined steps to resolve the dispute. A clause might not allow a termination
notice to be served until the following have occurred:

™ there has been an equality of votes on a matter which has been raised at

a board or general meeting;

e either party has served on the other a notice requesting the convening
of u special board or general meeting 1o consider the issue again. and
which states that il an equality of votes again resulis {or the other
party’s representatives absent themselves from the meeting so that
there is no quorumy) a deadlock will exist;

® at the special meeting theve is again an equality of votes or there is no
quorum;
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has probably enabled many agericved minority holders o achieve a satistac-
tory scttlement.

MINORITY SHARFHOLDERS ACTIONS

14.11  The law does provide two alternatives to the rather unsatsfactory and
Imited remedy of winding up. Firstlv, there is the possibility of the minorin
sharcholder bringing what is known as a “derivative claam’ to redress wrongs
inflicted upon the company by the controlling majority, which have preju-
diced the sharcholding of the minorin. Secondly, there is the possibilite of
being able to petiion under CA 2006, s 994 for "untair prejudice’ twhich has
replaced CA 1985, s 459 but 1s virwaally identical). A derivative claim is so
called because, on the basis that it is only the company who can sue for
wrongs done toit, the rights of the minority shareholder arve “derived’ from
those of the company. Both the minority holder or holders and the company
iselt are made the claimants in the action. The rule that the company is the
only proper claimant for a wrong done against it, and that sharcholders
cannot complain of irregularities in the conduct of its internal affairs, was
lid down in Foss v Harbotde!' | and 1o mount a derivative action the minority
shareholder had to show that its case came within one of its exceptions, and
leave of the court was required,

14.12 The common law rules in Foss o Harbottle have now been replaced
(with effect from 1T October 2007) by a new statutory derivative claim in
Part 11 of the CA 2006, A denvative claim can now only be brought under CA
2006. Part 1L or by order al the court in proceedings under CA 2006, s 994

{see below).,

14.13  The new rules in Pare 11 apply o all derivative claims brought on o
after | October 2007, I, however, the act or omission in question occuirad
prior to that date. then the court should determine the outcome on tiyebisis
of the common law rules which applied at the time.

14.14 The cirocumstances in which a sharcholder can bringcancium have
been widened, but the CA 2006 also introduces additional provedural steps
which have to be tollowed to avoid non-meritorious claims being brought.

14.15 Under the old common law a sharcholder had to show that there had
been a fraud on the minority (in that the director had committed a breach of
duty) and that the directors concerned had control of the company and had
used that conwrol 16 prevent a claim being brought by the company tisell,

14.16  Under the new statutory procedure, an action can be brought for any

act or omission mvolving negligence, defaudt, breach of duty or breach of

11 (ISE) 2 Hare 161
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trust by a director - so that negligence will be suthicient. The director no

longer has (o have benelitted [)(‘I\(Hl.\“\ tvom the breach.

14.17  An action can be brought against a director or another third party.
However, the Explanatory Notes to the CA 2006 state that an action should
onlv be brought against a third party in very narrow circumstances, where
the damage sutfered arose from an act involving a breach of duty by a
director.

14.18 The proc cdural steps undes the CA 2006 are as follows:

& Step 1 = the sharcholder brings the claim but he also has to make an
applicauon to the cowrt for permission 16 continue the cham, The
sharcholder has to make a prima facie case at this stage, based on
evidence {rom the sharcholder alone. If no prima facie case is made,

the court has to dismiss the applicaton.

. Step 2 =il the action passes, then the court decides whether 1o grant
permission 1o continue the claim based on evidence provided by both
pagtios. Only if the court gives permission 1o continue at Step 2, will the

depon proceed o a full hearing,

LINPATR PREJUDICE

14.19  The second alternative to winding up is a statutory remedy contained
in CA 2006, s 994 (formerly CA 1985, s 4593,

14.20 If the court is sansfied that a sharcholder has sutfered “unfau
prejudice’. it may make such order as it thinks fit for giving reliel in respect
of the matters complained of, which may inc lude, but is not limited to:

e regulating the conduct of the company’s affairs in the futare:

® requiring the company to refrain from doing or continuing 1o do an act
complained of by the petitioner, or 1o do an act that the peanoner has

complained it has omitted 1o do:

® anthorising civil proceedings to be bronght in the name and on behall
of the company by such person or persons and on such terms as the

court may direct: ol

@ providing o the purchase ot the shares of anv member ol the
company by other members o1 by the company tselt and, in the case of
a purchase by the company itself, the reduction of the company's

capital accordingly.

14.21  The Iast of these remedies is the one almost always ordered. since it is
recognised that if the relationship between the sharcholders has broken
down, the best solution is usually to bring it 1o an end. In fact. the Court of
Appeal has recently confirmed that 4 buv out should be the normal
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remedy'. Winding up cannot be ordered. Once unfair prejudice has been
established, the court is given a wide discretion as to the relief 1o be granted
— it is not limited merely o reversing or putting right the immediate conduct.
The court is entitled to look at the reality and practcahities of the overall

situation, past, present and future.

14.22  Anv ‘member’ of the company may petition for an order on the
ground that the company's affairs are being. or have been, conducted i a
manner that is unfairly prejudicial to the interests of the company’s members
generally or of some part of its members (including at least the petitioner),
or that an actual or proposed act or omission of the company (including an

act or omission on its behal) is or would be so prejudicial.

14.23 A ‘member’ includes not only an existing member but also a person
to whom shares in the company have been vansterred or wansmitted by
operation of law, so that a person who is vefused registration as a member

may apply.

14.24 A new provision introduced by the CA 2006 (s 994(1A)) is that the
removal of a company’s auditors from office on grounds of divergence of
opinion on accounting treatments or audit procedures or any other
improper grounds will be treated as untair prejudice.

14.25 Cases on s 459 of the CA 1985 provide that an order can be made if
the petitioner can show that the course of conduct complained of is unfai
and as a result the value of his sharcholding has been seriously diminished or
at least seriously jeopardised'™. The test of unfairness is objective, not
subjective, and there is no need o show any bad faith or lack of probity or
that the conduct complained of was unlawful. Such conduct need not be
sufficient o justify a winding-up order. Untortunately the decision in O ™Neilla
Phillips' appears 0 have considerably  restric ted the availability ofdhe

remedy by holding that a member will not ordinarily be able to comptain of

unfairness unless there has been a breach of the terms or understandaing on
which it has been agreed that the affairs of the compapyisiould be
conducted, whether written or oral. and whether contractialiy” binding or
not, although equitable considerations may also enable the court to hold that
those terms are being performed in a manner which equity regards as a
breach of good faith. The decision in O°Nedl v Phallips emiphasises the need
for the parties 1o commit all their understandings to writing, since although
the existence of an oral understunding might be established by the evidence,
this is obviously much more uncertain than producing a written agreement.

12 Gorace v Biagol & Ors [2000] FWOA Ciy 1222
15 Stade ] in Be Bovey Hotel Ventures Lid. aureported and approved by Noose Jane fie B4 Noble

Clothing [ (19830 BCLC 273,
1E 0 HH999) | WER 1092
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14.26 It will be seen that although the faw does provide for a certain
amount of minority protection, its clfecuveness and scope is limited and
uncertain. The nunority sharcholder is obviously much better oft if he is
given some express rights under the articles of association or in a share
holders” agreement which can be acted upon if breached, rather than having
o prove the terms of an oral understanding or to rely on vague concepts

such as unfairness, which might be nterpreted diftevently by ditterent

Judges.

14.27  An interesting gquestion which arose in relanon to s 459 was whether a
term in a sharcholders’ agreement excluding the operaton of the section is
entorceable. It may be thought that, after a long and hard negotiaton to
arrive at a shareholders” agreement, it would be inconvenient it a share-
holder could have successfully peutioned under s 459 on the basis of some
unfairness which was expressly permitted by, or at least was not a breach of,

the terms of the agreement. Althengh it had heen argued 1o the contrary
the better view would appear to be that such a provision is not effective, and
wis heldCwo *he so'™. This would preswmably also apply 1o CA 20006, s 994
althoplh) there is not as vet any authority on the point. In view ol the
aporoach taken in ONedl v Phillips'® the question may to a considerable
“neat be academic, in that the court’s starting point will be 10 see whethes
tie alleged unfairness is a breach of the shareholders” agreement and would
be likely 1o refuse 1o grant any relief where itis not. The scope for arguments
that there were informal understandings or implied terms not reflected in
the sharcholders’ agreement must be very limited where it is very compre-
hensively drafted, especially it it contains an “entire agreement’ clause, The
approach taken in ONell v Phillips was endorsed by the Company Law
Steering Group.

2 Types of express minority protection

14.28 Minority protection can generally be divided into positive and nega-
tive rights and, wpicallv, @ minority sharcholder will negotiate protection
which is a combination of both.

Positive nights

RIGEHTT TO APPOINT DIRFCTORS

14.29 One of the most important positive vights of a mmority sharcholder
mav be the ability to appoint one or more divectors 1o the board of the

15 Fxeter Caty MO Ltd o The Football Conferense Lod, 12004 1 WILR 2011
16 119991 1 WLR 10w
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company, albeit that such a right is of iself of Timited value where the
majority appoints a majority of the directors. This torm of protection is dealt
with in detail at pava 16,11

SHARE RIGHTS

14.30  The majority sharcholder will, where s shares are ordinary voting
shares, have the right to auend and vote at general meetings. The share-
holders’ agreement or the articles may provide that there s no quorum
anless the minority sharcholder is represented at a general mecting. How-
ever, in order to avoid a sharcholder being able o block every resolution wo
which it is opposed by failing 1 attend or send a representative 1o the
meeting at which the resolution is being proposed, there will usually be a
provision to the effect that if there is no quorum the meeting is adjourned
for a short period. sav seven days, and it there is no quorum at the adjourned
meeting the shareholders present will be a quorum, whether all shareholders
{or classes of them) are represented or not. Sometimes the sharcholder is
given a further chance by means of a second adjournment and it is anly on
the third attempt to hold the meeting that the provisions for a reduced
gquorum come into operation. Apart from the elimination of casting votes,
Fable 3 (see Chapter 13, section 1) is equally relevant to companies which
are not deadlocked. Where the minority holder holds @ special class of
shares, he may have other positive rights such as the right 10 a preferential
fixed dividend or the right to priority on a return of capital on a winding up
- such rights are referred 1o as “class rights”.

DIVIDEND POLICY

14.31 A provision regarding the dividend policy of the company is often
included in the sharcholders” agreement. Commonly. this provides that dki
the intention that the whole, or perhaps a percentage, of the profitssearsed
and available for distribution in cach financial vear of the companpy will be
paid out as dividends, except such part of them as the board{reasonably
hehieves should be retained o meet the future capital needs SEGW company,
Such a provision (expressed only as an “intention’) sulfers from the disadvan-
tage that if the majority controls the board it could, by finding reasons (o
retain profits, deny dividends 1o the minority, o severelv restrict then
amount. H the minority has a right of veto in respect of the business plans of
the company (sce para 15.40), a bener solution would be to require that
dhividend policy should be dealt with in cach business plan, so giving the
minority some control over it I minorite approval is required for capital
expenditure (see para 15.28) this mav be another wav of indirectly control-
ling dividend policy, since if capital expenditure is resticted it will probably
increase the amount of protfits which could be distributed.
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VISEIATION RIGHTS AND PROVISION OF INFORMATTON

14.32  Another posttive vight which is sometunes scen is the viedation vight
(an expression originating in the United Statesy under which the minort
holder is given the right to visit the company’s premises, inspect s books
and records, and interview and obtain information from s directors and
senior stafl. This right adds hule or nothing to those which are available o a
director, but they could be usctul to an mvestor without board representation
and are quite often included in favour of a sharcholder which is primarily
providing finance. such as a venture capital mvestor. Visitation rights can be
coupled with the right to receive information about the progress ol the
company at regular intervals. such as the right o receive monthly o1
quasterly internal management accounts, cashflow forecasts and sales figures
which would ordinarily only be available 1o the directors. Those advising the
company wilt wish to ensare that the intormaton is provided under the
protection of a confidentiality undertaking, and such provisions are usually

contained m shareholders” agreements.

RIGHT AR APPOINT AN OBSFRVER

14:335 A further positive right which s sometimes given as the ability 10
Appomt an observer o attend board meetings, This will be included wher
the shareholder concerned either has been given no board representation,
or is warried about using it because it s a passive investor whose representa-
tive will have only the knowledge gleaned from attending board meetings. 1f
s representative was appointed a director he might incur personal liability
it, unbeknown o him, the atfairs of the company are unlawfully conducted.
cg il it wades whilst insolvent. The observer mav or mayv not be given the

right to speak, but will not, of course. be entitled to vote.

Ricr 1o REQUIRE PROPER CONDUCT OF THE BUSINESS

14.34  Other positive rights which are sometimes included are those which
are designed to ensure that the affairs of the company are properly con-
ducted, and are 1o some extent statements of the obvious, or even statutors
requirements. Those which are most often seen are that the company
maimntains  proper insurance, prepares and  maintains . proper hooks of
account and has them andited in accordance with the legal requirements,
and that 1t conducts its business in accordance with all applicable laws. Tt is
also common for there 1o be a time lunit for the production and audit of the
accounts for cach vear. and the idenuy of the auditors 1s sometimes a mattes
requiring minority approval. There may be issues of substance in the
msurance provisions, since without an agreement there may be a dispute
over the scope and amount of cover the company should obtain. Of
particutar relevance is product labiliy insarance, which is so expensive thai
it may be necessary 1o limit the cover as to amount or as to the pisdictions
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1o which 1t will apply. There are also someumes provisions under which ke
man’ insurance will be taken out in respect of certain exccutive directors o
SCNIor mnplu\'('v.\; this 1s often insisted upon by institutonal [n'n\i(lu.\ ol
equity himance. In the case of a company which is to exploit an mvention,
there may be a positive obligation o pursue patent applications, cither

cenerally or in various agreed jurisdictions.

14.35 In additon to these provisions, there s often @ provision in a
sharcholders” agreement under which cach shareholder undertakes to the
others 1o act with the utmost good faith (or some similar expression) towards
the company. not to allow its own interests to conflict with the company and
10 join with the others in procuring that the business of the company is
efficiently conducted and in accordance with best pracuce. Such vague
statements of general principle may be difficult to enforce in practice, but
they can be useful provisions for a minority sharcholder 1o be able to
highlight in a dispute. A point 1o watch is whether the good faith provisions
can be effectively extended o other companies within a covenantor’s group,
I'he good faith provisions {all short of a positive obligation not to compete,
so non-competition covenants should also be taken where appropriate (see
para 105011,

SHARE TRANSFERS

14.36  Other positive rights may be conferred in relation o share transters,
such as the right to transfer shares subject to any pre-emption provistons and
the right to buy shares under such provisions (see Chapter 19). Various other
share ransfer rights mav be granted, and are discussed at para 17284
(termination put and call opuons. Russian roulette, Texas shoot out and
multi-choice realisation procedure) and para 2113 (fag along and drag

along’).

IMPOSITION OF TERMS IN EMPLOYMENT CONTRACTS

14.37 Minority sharcholders will often be keen 1o ensurzStae all key
cmplovees enter into non-competition covenants, confidentiatity agreements
and, as far as the law allows, will wish to ensure that employment contracts
provide that all intellectual property devised by employees belongs 1o the
company. Positive obligations to this etfect could be imposed in the shave-
holders” agreement but this may be of limited value unless the employees in

question are contractually bound by it

RIGHT TO ENFORCE ANCILLARY CONTRACTS

14.38 An important minority protection can be a right o enforce the
company’s rights under ancillary agreements which are made between the
company and another sharcholder, which would normally be entively in
the hands of the board. Methods of achieving this in relation o support
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agrecments are discussed ar para 35 The same principles could be
applicd in refation 1o other ancillary contracts, eg the breach of a patent
licence by withholding improvements from the company or the breach of a
warranty contained in an agreement for the transter of business assets to the
company.

NON-COMPETITION

14.39 A minority sharcholder will usually have the benefit of a restnctve
covenant in the sharcholders’ agreement undey which all the shareholders
agree with cach other not 1o compete with the company, and it may possibly
require sharcholders to channel any business opportunity within the scope of
the company’s activities to the company rather than exploit it themselves, o
through another member of theiv group'.

IAx

14.40  Miovher positive right which may be aftorded to a mmoriy share
holder(iysa company which is a consortinm for tax purposes is the ability 1o
avanlugelt of consortum reliet by surrenderning the appropriate proporton
o vs trading losses to the company and receiving payment for them.
Comsortium reliel 1s discussed at para 73541

Negative rights

14.41 It 1s common for minony sharcholders 1o be provided with a large
number of vetoes, ie the ability 1o require that particular transactions are not
carricd out unless one or more minority sharcholders approve them firsi
Where such rights are available (0 more than one minority sharcholder, the
approval of all, or of a defined majority, of them may be required. Minority
vetoes are discussed 1 omore detail in the next chapter, but where they
should be placed in the documentation is discussed in paras FLA2-14.88,

3 Should the minority protection rights be conferred
by a shareholders’ agreement or the articles
of association?

14.42  Every joint ventare or arrangement between sharcholders is likely 1o
involve both the articles of association and a shareholders” agreement. A
company must have articles of association and, although w is possible (o

adopt Model A in ats entirety and include all minority protections in the

17 Nonccompettion covenanis are discussed in mare detail at para 10.500
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the opuons are granted, Itas likely that the HMRC will not be able o weat
such an arrangement as a disposal. especiatly if material terms of the options,
such as the exercise pertod or exercise price, are not exactly the sane, but i
is possible they may be able 10 do so where the purpose of the options is only
to delay the date of the disposal, where the circamstances are such that the
exercise of one or other of the options is verv likely, or there is no good

commercial reason for the grant of the options.

18.4 The possible difficulty involved in a listed company entering into an
option under which it mav be bound to buy or sell shares was discussed at
para 11301t

18.5 To be cffective, an option must specify the price at which the shares
the subject of it will be bought and sold upon its exercise. I the carliest
exercise may be some vears in the futare, it is unlikely to be a fixed price. If @t
15 a fixed price, it will need to be made adjustable 1o take into account
subsequent share issues and reorganisations, as referved o in para 18.9. with
such adjustment being subject to expert determination if there is a failure to
agree the adjustment. A formula price based on the profits or net assets
shown by the last audited accounts at the time of exercise might be used, bt
will have to be caretully worded and is best avoided lest the formula turns out
to be inappropriate in the ight of the crcumstances at the time of exercise.
Where it is intended the price shall be cqual to market or fair value at the
time of exercise, it is usual 1o provide that the price shall be determined by a
valuation made by the auditors or an independent accountant. A provision
that the parties will first iy 10 agree the price, with a valuation provision if
they should fail to do so, is quite often scen. Share valuation provisions are
dealt with in detail in Chapuer 22

2 Structuring an option
Avoiding conflict with other provisions

18.6 Care needs 1o be taken o ensure that an opton is not contrary to
other provisions of the documents, such as pre-emption provisions o
restrictions on transfer in the articles of association. [t will usuallv be
necessary to provide that it takes precedence over such other provisions and
that any necessary action will be taken o give effect 1o an exercise of the
option, such as granting pre-emption waivers or procuring the registration of
a transter. Parties other than those 1o the option may need o be involved in
this to ensure these provisions are effective, and it will therefore usually be
convenient to incorporate the option in the sharcholders’ agreement,

320

Pre-termination put and call options Chapter 18
Time of exercise

18.7 The terms of the option should define the period during which the
option is exercisable and state whether the option may only be exercised
once in respect of all the shares subject to it, or whether there may be more
than one partial exercise. A provision that a partial exercise must relate to a
minimum number of shares is desirable to avoid the seller being leb with
only a small nuunber of shares, possibly without any minority protection i
this falls away when @ holding becomes minimal®, It there is o be a long
delay between the grant and the carliest date of exercise of the option. it may
be appropriate 1o allow for earlier exercise in cortin events su h asa change
of cdnwrol. an offer for the whole issued share capital of the company or its
listing; here the option should be exercisable immediately before the event
in question, so that the option holder may henefit from the sale or listing, a
point which is somcumes overtooked, Exercise may be subject 1o the
satisfaction of conditions st out in the agreement, and there could be
undertakings on the part of the parties to the option or other shareholders
o endfayour o procure that they are satisfied. The exercise period will then
normally commence on satisfaction of the conditons and continue for a
stiort perind afterwards. Alier natively, it may be better 1o make the comple
don’of the sale and purchase consequent upon exercise of the option subject
10 the required conditions. This avoids the grantor being involved in time
and effort in satisfving the conditions without its knowing whether the
grantee will exercise the option should they be satistied. The choice of route
will depend on the nature of the conditions and whether they arve a necessary
objective for the company, or something special to the transaction with the
purchaser. ' the conditions could be satistied on more than one occasion, it
should be specified whether the option can only be exercised by reference to
the {irst occasion. or whether to the extent not then exercised it may he

exercised on a subsequent occasion.

The shares the subject of the option

18.8 There will need to be provisions identifying the shares which form the
subject of the option, which will not necessarily be simply all the shares held
by the seller at the date of grant. The seller may subsequently be issued with
further shares, or the identity of its shares may change as a result of
reorganisation of the share capital, o could even become shares inoa
different company, and it will need 1o be clear whether the extra or
substituted shares are included in the option. Where additional shares are
issucd 1o the seller without any consideration, such as a bonus issue, no

| See para 1569
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ditficulty results i including these in the option. However, where the seller
can only obrain the shares by subscribing for them, 1t needs 10 he agreed
whether any such additional shares are included, and whether the seller is
obliged to subscribe for them, which mav be onerous, An alternative is for
the seller to be obliged, if requested. 1o assign the right 1o subscribe for all
such additional shares to the prospective purchaser, either altogether or 1o
the extent that the seller does not take them up.

Adjustment of the consideration for the option shares

18.9 A related question is whether, assuming that the shares resulting from
any such reorganisation are included in the option, the option price should
be adjusted o reflect any such capital reorganisation. Where the price is to
be fixed by valuation, no adjustment mechanism s necessary, since the values
will simply value the shares which are the subject of the option at the time of
exercise. Where, however, the initial price is fixed or is based on a tormula, i
may be necessary to adjust it to take account of subsequent reorganisations.
The option agreement will usuadly leave such an adjustment o the expernt
determination of an independent accountant or the auditors, but this is not
really adequate, and it would be preferable for the terms of the option to set
out some guidelines for the valuer to follow. Where the number of sharves
changes due to a sub-division or consolidation, or there is a bonus issue of
new shares or some other reorganisation not involving the introduction of
new funds or the extraction of funds from the company, the overall consider-
ation for the exercise of the option in full should not change. but the price
per share will increase or reduce 10 reflect the lower or higher number of
shares included in the option. Where the prospective seller has had o pis
additional sums to secure additional shares, the overall price shouldtaor
mally be adjusted upwards o reflect the amount paid. On the otherthand, if
the prospective purchaser has received a capital sum {rom the aOmpany in
respect of any of the shares or some of them have been Hoechased o1
redeemed, the overall price mav be adjusted  downwards\io reflect the
conscquent outdlow from the assets of the company.

Perpetuities

18.10 The rule against perpetuities may in theory apply 1o commercial
contracts mvolving a contngent mterest by the Perpetities and Accumula-
nons Act 1964, s 10, and this is most likelv to arise in relation 1o options.
However, given that the perpetuity period is a life or lives in being at the date
of grant plus 21 vears thereafter, it is extremely unlikely that the rile will
have any practical relevance, since most options between sharcholders have a
life far shorter than 21 vears, and in any case itis possible, under s 3 of the
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above Act, 1o ‘wait and see’; 1e a disposition is not void tor remoteness unitil
such time as it becomes certain that the contingent interest cannot vest in
the perpetuity period. Where there is any possibility that the rule might be
infringed. the alternative 80-vear limitation period permitted by the Act

should be used.

Multi-party options

18.11 It the opton extends over the shares held by more than one
potential seller, or the shares are 10 be purchased by more than one party,
proyisions will need 1o be included for joint exere ise and/or joint obligations
as to the delivery of the shares. The proportions in which the shares are to be
purchased will need 1o be specified, and a provision that neither the sellers
nor the purchasers arve obliged to complete unless all the shares are paid lor
and delivered at the same tume will be desivable. It will need 1o be specitied
whether e exercise of the option is by agrecment between the prospective
purchastus'{or sellers if it is a put option) or whether a IMAJOTTY may exercise
i oo behall of all of them. I the latter is chosen, performance of the
parvhase oblhigation might be secured by the grant of power of atormey,
vosibly coupled with the right 1o recover from any parties who fail 1o
provide their proportons ol the purchase price in favour of those who

provide such monies in their places.

Restrictions on disposal

18.12 The prospective purchases will wish 1o include a resuiction on the
prospective seller from disposing of the shares the subject of the option to a
third party at any time prior to the expiry of the exercise period, although
such a term is implied anyway. This should not result e the immediate

passing of beneficial ownership.

Voting rights and dividends

18.13 It will need to he agreed whether it is the prospective seller oy the
prospective purchaser who is 1o be entitled to exercise the voting rights and
receive dividends and other distributions in respect of the shares the subject
of the option down to the date of exercise or completion. Normally, the
prospective seller will remain so entitled, since there s no reason why it
should be deprived of its rights where it has not recewved the price of its
shares or even a binding commitment tor such purchase from the option
holder; indeed if it is not so entitded it may indicate possible loss of the

heneficial ownership of the shares and this could result in the disposal for
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capital gains purposes ol the shares at the ume the option is granted. Also,
there may be a loss ol “grouping’ status. For example. if the prospective seller
owns 80% ol the shares of a company, it will be entitled 10 “group’ it for tax
purposes (see para 7.33t), but if it then grants an option over a 10% stke,
and agrees that the prospective purchaser shall be entitled to the dividends
and votes on those shaves, 1 will only receive dividends and votes on a 704
stake and may lose its ability 1o “group’. Although the voting rights mmay be
retained by the prospective selier, the prospective purchaser may wish o
make the ability to vore in respect of certain transactions subject 1o its
approval, although this is rare. This could enable the prospective purchaser
to obtain some minority protection in respect of the stake it would be
acquiring. This could be partcalarly important if it is not already a share-
holder or s existing stake does not carry sufficient, or any, minority
protection. Such an wrrangement should not cause anv loss of beneficial
ownership or the ability to "group’.

Completion

18.14  The option will need o include provisions relating to the completion
of the sale and purchase of the shares following exercise, which will basically
oblige the seller to hand over an executed transter and the share certificates
and the purchaser to pay the price of the shares. These will be similar 1o the
provisions contained in a share sale and purchase agreement, but other
points may need to be dealt with, such as an obligation upon the selier o
remove its board appointee or o procure registration of the ransfer. If the
agreement is silent on the lawer point, the seller is not obliged 1o procure
registration.

Warranties

18.15 Warranties will be taken by the prospective purchaser as 1o the
prospective seller’s title 1o the option shares and the seller will generally be
required o selt with tull tide guarantee. It the prospective purchaser is not
already a sharcholder, it may also desire warranties concerning the affairs of
the company. This 15 problematical = any warrandes taken at the time of
grant are not likely to remain true at the tme of exercise. The purchaser will
want assurances about the situation at the date of exercise and the seller will
not be willing to warrant the future. A possible solation to this diffienley is fos
the seller to undertake 1o disclose evervthing contrary to the warranties
(which are worded to refer 1o the position at the date of exercise) with the
purchaser having the right to withdraw if it does not like the position
revealed by the disclosure letter, without prejudice o a subsequent exercise
of the option subject to any general time limit on exercise, No lability would
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fall on the seller if the option notce is withdrawn, but where the purchaser
proceeds to completion the selier would be lable 1if 11 faded 1o make a vue
and complete disclosure so as to render any of the warranties untrue when
read together with the disclosure letter. The timing would be that once the
(conditional) notice exercising the option has been served, the seller would
have an agreed period to prepare its disclosure letter and the purchase
would then have an agreed period to consider this and serve notice cither
affirming its exercise of the option or withdrawing. A difficulty may be that
the seller does have access to sutficient information about the company (o
give the warranties, especially if it has no board representation. Warranties

are discussed in more detail in Chapter 25.

8
Consideration for grant

18.16 To be enforceable, the grant of the option must be for consideranon,
or the optieh granted by deed. One pound is quite sufficient and there is not
normallyéany reason for making it anv higher. If the option is contained in a
shareh&loers” aereement, other undertakings contained m it on the part of

theorantee will normally provide suffic ient consideration,

Tax position

18.17 If the consideration for the grant of an option is a monetary amouwnt
greater than a nominal sum or represents less than the market vilue of the
option, it becomes necessary to consider the special rules which apply for
capital gains purposes to the grant and exercise of options under s 144 of the
Taxation of Chargeable Gains Act 1992 (1TCGA 1992) .

18.18 Basically, an option is treated as a separate asset for capital gains
purposes. When an option is granted it is treated as a disposal of the option
by the grantor for the consideration received for the grant, even though
there was no acquisition of the option by the grantor, from which it follows
that no acquisition cost can be deducted from the consideration received
from the grant, except the legal and other expenses relating 1o such grant. A

capital gains liability can therefore arise as soon as the option is granted.

18.19  When the option is exercised, the grant or acquisition of the option
is treated as the same transaction as its exercise. In the case of the grantor:

L] if the option is a call option under which it can be required o sell
shares, the consideration 1t received for the grant of the option s
added to the sale proceeds of the shares, so that a gain is made on the
difference between the base cost of the shares and the aggregate of the

sums received on grant and exercise: and
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® il the option is a put option under which 1t can be required 1o buy shares,
the consideration it received for the grant of the option is deducted from
its acquisition cost of the shares, so that when it comes to sell the shares
acquired under the option, the gain will be the difference between the
price then received minus the sum paid for the acquired shares alter
deducting the sum received for the grant of the option.

18.20 The position of the grantee is as follows:
l )

& it the option is a call option under which 1 mav call for shares 1o be
sold 1o it, the sum it paid to the grantor for the aption is added o the
base cost of the shares acquired; and

e if the option is a put option, unden which it may reguire the grantor to
buy its shares, the sum it paid 1o the grantor for the option is eated as
an expense of the sale, so reducing the capital gain.

18.21  As a consequence of the option being exercised, the grant of the
option ceases to be an occasion of charge. Accordingly, any capital gains tax
paid by the grantor on any gain arising on the grant should be set off o
repaid by FIMRC (HMRC Capital Gains Manual CGEZ2317, and see htgp:
www. himre gov.uk/manuals/ cgmanual / CGHHA00+ hime - fon HMRC Capital
Gains Manual regarding share options).,

18.22 In certain circnmstances (eg where the parties are connected), the
market vatue rule in s 17(1) of the TCGA 1992 mayv apply to the grant of the
option. the acquisiion of the option by the person exercising it or the
ransaction resulting from its exercise. This would result in the position of
the parties being different from their economic position.

18.23 In the case of mutual put and call options, the consideration of e
grant of each option is the value of the option received in exchange, This can
result in tax being pavable without funds being received out of whitchtit may
be paid.

18.24 Since an option is a chargeable asset, the assignmaent of an option
and the cancellation of an option can both be disposals. Virtually all private
company options will have a life of less than 50 vears and are “wasting assets’,
which has the effect that the acquisition cost of the assetis 1o be written down
on a straight line daily basis over the option period. This means that the base
cost of the option will decline over its lite, so on a disposal for a fixed amount
the gain will increase the later the disposal takes place, but on the other
hand one might expect the consideration for the disposal to be less as the
available period for exercising the option shortens. The same principles are
applied in relation to the release of an option: this is a disposal of the option
for the sum paid for the release.

2 Powelson v Welbeck Secunitres Ltd {19371 STC OGS
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18.25 If a share option 1 self a marketable security (as defined for these
purposes at s 199 of the Stamp Act 1891) the orant or transfer on sale of .HH‘
option, if in writing, will be chargeable with stamp duty at the rate of 0.5% ol
the amount or value of the consideration. If the opuon is not iself a
marketable security no stamp duty is pavable on granster or grant. 1f an
option s listed, i will be a marketable security and a transter i writing ol

» (1] 4
such an option will be chargeable with stamp daty ar O0.0%.

18.26 Whether or not they are marketable securities for stamp duty purs
poses, stamp duaty reserve @ax ('SDRT) is imposed at 0.5% on transfers of
‘chargeable securities” which would include an agreement to transfer a call
optiom However, despite such a call option being a « hargeable security for
the purposes of SDRT. no SDRT will be due upon the grant of such an
option, as the grant constitutes the ereation of new rights rather than the

rransfer of existing rights.

18.27 Generally speaking. put options are not markctable securities lox
stamp duty purposes, nor are they chargeable securities ton SDRT purposces,
and, as=uch, no stamp duty o SDRT will be chargeable on their grant o1

transter:

1298% Where an option 1s granted 10 Qa director or emplovee, the tax

sonsiderations referred 1o in Chapter 26 will apphy.

Dangers of put options

18.20  Put options which mav be exercisable a long time after they have
been granted can be dangerous for the grantor, When the grantee puls the
shares on the grantor. the crcumstances then existing may be completely
different from those that were envisaged when the option was granted.
Although, it the price is 1o be fixed by valuation, a deterioration in the
financial position of the company could be expected 1o be reflected i the
valuation (although if this is to be based on the last andited accounts, there iy
alwavs the possibility of a deterioration since they were prepared), there may
be circumstances in which the grantor is not prepared 1o purchise at an
price, and the grantor may wish 1o specify that the happening of certain
future events, such as the loss of an important icence or cong ession, or othe
events likely to seriously disrupt the business, will release the option. Such a
suggestion will probably be bitterly vesisted by the grantee, who is relying on
the option to enswe its exit. Formula prices are obviouslv especially danger-

ous.
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parmership law, most of the rules pertaning o corporations may be apphied
to parmerships,

There are no rules of Dutch contract law that specifically govern Joint
venture agreements. The normal rules of contract taw, predominately based
on the principle of contractual freedom. apply. In general. joint venture
agreements in the Netherlunds bear a strong vesemblance, in torm and
substance, o joint venture agreements in common law jurisdictions, A
particular feature of Duich law is the overriding applicability of the prin-
ciples of reasonableness and fairness, Pursuant 1o those principles, a contrac-
tal arrangement or an arrangement provided in the articles of association,
or even a law, may not apply or may be mitigated in court to the extent that
full applicability would under the circumstances (a high threshold is applied)
be unreasonable to one or more of the parties involved. These principles also
apply between those parties and persons involved in corporate entities such
as sharcholders and directors

INCORPORATED JOINT VENTURES

An incorporated joint venture entity can be a company limited by shares
{naamloze vennootschap, or "NV’ a private company with limited liabilin
(besloten vennootschap met beperkte aansprakelijkheid, or "BV') or a
co-operative (cooperatie). These entities are mcorporated by notarial deed
executed in the presence of a Dutch civil law notary.

lhe NV

I'he NVis a company with a capital divided into shares held by one or more
sharcholders. The deed of incorporation also contains the first articles &
association of the company. NVs can have either or both registered skiges
(aandelen op naam) and bearer shaves (aandelen aan toondery. Varions \Gadds of
registered shares are possible, such as preference shares, which carry prefer-
ential profit vights, and priority shares, which carry special voung rights. I
the articles of association do not specify otherwise, all simifatshares carey
cqual rights. The company may not issue share certificates for the registered
shares. Transfer and issue of shares and amendment of the articles can only
take place by notarial deed executed in the presence of a Dutch civil law
notary. in respect of the transfer of listed shares an ex eption applies, shaves
of a listed NV cam be transferred without a notarial deed being required.

The minimum share capital of an NV is €45,000, In addition, there are
several mandatory legal provisions that restrict a reduction of the share
capital of the NV 10 an amount that is lower than the amount of its nominal
share capital. The background of these rules is that the issued share capital is
considered 1o serve as guaranteed capital for the company’s ereditors. The
main rules put limitations on (i) the distribution of dividends and other
reserves below the amount of the nominal share capital, (1) the acquisition
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of own shares by the company, (1) the cancellanon of issued capital,
(v} timancial assistance, (v) uansacuons between new companies and their
mcorporators (nachgritndung) and {(vi1 the issuance of shares against conut-
Dutions in kind.

The BY

The BV can be compared with the German Gmbtl, the French SARL and
fralian Srl. In October 2012, the Dutch Civil Code was amended 1o modern-
ise BY laws and make them more flexible, resulung in a uew version of the
regime governing the BV, generally veferred to as the "Flex BV, A number of
mwandatory rules that were applicable 1o the BY prior to the amendment have
beers abolished with the inwoducton of the Flex BV rules, such as rules
relating to capital requirements and restrictions on the transfer of shares.
A BV can be mcorporated without any capital being contributed, The main
difference from an NV is that the BV is designed 1o have a limited number of
shareholders and in principle its shares cannot be freely vansferred o
raded, provided that since the introduction ot the Flex BV rules, the articles
of assoftavion of a BV may deviate from this principle. The introduction of
the Fley BV results overall in a wider gap between the legal rules applicable
it NV and the BY, with the latter providing more options o tailor the
corporate documentaton to the needs of the sharcholders, accommodating
for example joint venture partners. These and other main characteristics of
the BV after the introduction of the Flex BY rules are bisted below:

Capital & equity:

The BV can have one or more sharcholders. It can only have registered
shares. The requirement that a private company has a minimuam capital of at
least €18.000 has been abolished. The rules that distributions 10 share-
holders, like dividends, have to be based on a test of distributable capital of
the company have also been abolished. The general meeting of sharcholders
may, with the approval of the Board of Managing Directors (bestuur), decide
to distribute profits to the extent that the equity capital exceeds the veserves
prescribed by law or in the articles of association. If the Board of Managing
Directors grants approval and afterwards it tns out that the company
cannot satisfy its debts, both the Managing Directors and sharcholders can
be held liable for the shortfall if = in short = “they should have known better’.

Furthermore, the restrictions on the repurchase and/or cancelliation of
shares in the capital of a BV have been abolished, As @ resudt. a BV can now
repurchase and subsequently hold or cancel its entire issued share capital
minus one share (provided that voting rights are atached to this share). The
test that the Board of Managing Directors has to apply 1o a proposed decision
to repurchase and/or cancel shares is the same test as for a decision 10
approve a distribution to sharcholders (see above). The prohibition for a BV
o provide hnancial support to a person or entity in order to acquire shares
1 this BV has also been abolished.
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Last, the Flex BV rules provide for the possibility 1o create shares that give no
right to pnrlil {(dividend). A holder of non-profit shares must, however alwavs

be able to exercise voting rights.
Corporate governance - appointment & dismissal of Directors:

Fhe Dutch Civil Code provides that the general meeting of sharcholders is
anthorised to appoint and dismiss Managing Divectors and/or Supervisory
Directors (commissarissen). In the articles of association this vight 1o appoint
and dismiss can be granted 1o holders of shares of a certain ¢lass {or a certain
series). The body authorised 1o appoint a Managing Dircctor or a Super-
visory Director is also competent to dismiss him or her. However, atter the
introduction of the Flex BV rules, it is possible that the articles of association
grant the power to dismiss also to another body than the body authorised 1o
appoint,

Voting rights:

The starting point of Dutch company sy, including the Flex BV rules, is that
the voting right is hinked o the nominal value of a share. However, the
Flex BV rules allow for deviation from this starting point in the articles of
association, for example by allowing multiple voting rights 10 be attached o
one share. Flex BV introduces non-voting shaves, these nonvoting shares
must. however. give a right 1o profit,

Transfer restrictions:

Although under the new rules it is no longer mandatory to include share
transter restrictions in the articles of association of a BV, the majority of the
articles of associaton ol BV's still contain a clause restricting the transferof
its shares (the “blocking clause’). To the extent the articles of associatieiido
not deviate from this principle, the Dutch Civil Code preseribes, aivatter
clause, pursuant to which shares before being wansferred must st be
offered to the other shareholders. The other shareholders areQin principle
cntitled to purchase shares pro rata to the entire nominal’amaunt of the
shares held by cach of them, The articles of association canvalso exclude the
transter of shares for a specific period of time (a lock up period). The law
does not determine anv maximum period for such lock up period. A tansfer
in violation of a tanster restiction or lock up provision in the articles of

association is void,
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Additional obligations on shareholde

I'he Flex BV rules offer the possibility 1o mclude the following provisions in
the articles of association: (i) obligations on sharcholders vis-avis the BV
{cg to provide additional financing). vis-a-vis third  parties or vis-a-vis
cosharcholders (eg non-competition or obligation for wanster shares),
(i certain requirements tor being a shareholder and (i) special circum-
stances that wrigger an obligaton to transfer shares {eg good leaver/bad
feaver provisions with a mechanism for determining price and irrevo able

power of attorney).

Riddes applying comilarty to NV and BV
3
Ihe rules of corporate law, specified in Book 2 of the Dutch Civil Code. apply

o some extent similarly to a NV and a BV, The most material features of
Dutch corporate law, to the extentappheable to both NV and BV, are set out
helow, Shurcholders are not personally hiable for the debis of the company,
unless theysean be held hable on the basis of tort. There are only mited
exampletor shareholders being successfuily held hable, mainly wheve they
have aced fravdulentdy. This is often guoted as the main ditference between

the RBY. NV and {under circumstances) the Cooperation on the one side and

() neorporated parterships on the other side.
Representation & decision-making

NVs and BVs are represented by their Board of Managing Divectors, The
authority of this Board to bind the company cannot be set aside by or he
fimited by the articles. The articles may prescribe that individaal directors o)
two or more directors acting jointly can also bind the company. The
Managing Directors may be persons or corporate entities and do not have 1o
he resident in the Netherlands, The company may also have a Supervisory
Bowrd (raad van commissarissen), 1o advise the Board of Managing Directors
and supervise its policy. Supervisory Directors cannot have executive powers.
The Supervisory Directors and Managing Directors should take as thewr
euideline the “interests of the company and the enterprise connected with
i, Often the ardeles will specify that the Managing Directors require
Supervisory Board approval for matertal resolutions. For NVs the Law pre-
scribes that certain material management resolutions require the prio

approval of the general meeting of sharcholders,
Large Company Regime

NVs and BVs that meet the criteria of the Large Companites Regiine
{structimurregime) are by law required 1o have a Supervisory Board. Under
this regime, the Managing Directors are appointed and dismissed by the
Supervisory Board and the law prescribes certain management resolutions
that require Supervisory Board approval. The Supervisory Board members
are appointed by the general meeting of shareholders, upon nomination by
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the Supervisory Board iisell in accordance with a profite drawn up by this
Board. One third of the members should be appointed upon the recommen-
dations of the Works Council. The general meeting may at all times reject
any nominations and mav at all times dismiss the entire Supervisory Board.
Currently the (cumulatve) criteria for the applicability of the Large Com-
panics Regime are: an equity that exceeds €16m, more than 100 cmplovees
in the Netherlands and an active Works Council. For other companics the
Supervisory Board is optional and the above-mentioned features of the Large
Companies Regime do not apply. Certain exemptions apply, for instance
when the company is a subsidiary of a company which is itself subject to the
Large Companies Regime. A mitigated and more flexible regime applics
when the company is part of an international group, which has the majority
of its employees outside of the Netherlands, or the shares are held by a joint
venture of two or more of such internatonal groups or by one or more
(co-operating) nattral persons,

One tier board

In January 20153 new legistation was mtroduced, providing for a legal basis o
a one-tier board system for both NVs and BVs. In this svstem, the articles of
association of a company with a one-tier svstem allocate specific management
powers to executive directors (uitvoerende bestuurders) and non-executive
directors (nict-uitvoerende bestuurders), Management powers that have not
been allocated will vest in all executive and non-executive directors (the
one-tier board). The task of supervising the performance of directors
cannot, by such allocation, be withheld from non-excecutive directors. Powers
that mav not be allocated o executive directors are the chan manship of the
one-tier board. the nominations for the appointment ol directors and _thie
power to determine the remuneration of executive directors.

Employee representation

Companies that have more than 50 employees in the Nederlands are
required 1o incorporate a Works Council (ondermemingsraacd)SPursuant 1o
the Dutch Works Council Act (Wet op de Ondernemingssaden) . the Board
of Managing Directors needs to seck the prior advice of the Works Council to
certain material resolutions such as major investments or a sale of the
company. In case faw, it has been decided that this right also applies in the
event of a sale of the majority of the shares in the company. If the Works
Council’s advice 15 not followed, the relevant decision needs (o be postponed
for one month, during which period the Works Council may appeal the
decision.

Annual accounts

NVs and BVs are obliged to publish their annual accounts, which should
comply with Dutch law. They should be adopted and published within 13
months of the end of the financial vear.
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Sharcholders/ voting agreements

Voung agreements are in principle allowed, even if the enforcoment thereof
leads to undesired results for the parties that have executed the voting
agreement. However, voting agreements may not lead o the contnued
frustraton of the law or the articles or conflict with the interest of the
company. In addition, here again the overriding principles ol reasonableness

and fairness apply.
Buy-out procedure

\ sharcholder that holds at least 95% of the issued share capital has the
powet to enforce a buy-out of the other sharcholders, through legal proceed:
ings held before the Enterprise Chamber ol the Court of Appeal ol Amste
dam (Ondernemmeskamery. The law allows minoriy sharcholders only limited
grounds to object to the buyv-out. The Enterprise Chamber can order experts

o determine the price tor the shares,
Dispute rdsalution

Dutelrsorporate law provides for a dispute resohition mechanism that allows
one, of more sharcholders holding at least one third of the issued share
Capital to request the distnict court (rechtbank) 1o force share transaciions
petween sharcholders in the following two situations. Firstly, a shareholdes
whose behaviour damages the interests of the company may be forced
transter his entire sharcholding to the other sharcholders. Secondly, a
sharcholder who cousiders his interests damaged by one or more of the
other sharcholders can require that his shares are taken over and transferred
to those sharcholders. The articles of association or the applicable share-
holders” agreement may provide for an alternative dispute resolution mech-
anism overriding this legal dispute resolution, to the extent such alternative
dispute resolution does not render a transfer of the shares onerous o1
impossible,

Dutch corporate law also contains a right of inquiry (recht van enguete) o
the policies, business and affairs of a company. At the request of {amongst
others) a shareholder having at least 10% of the issued share capital, the
Enterprise Chamber can appoint one or more persons (o investigate the
company. The investgators are entitled 1o {ull acecess 1o the books and
records of the compuany. The request is granted i there are reasonable
grounds 1o doubt whether the company has adopted correct policies. This
right applies in the event of suspected misconduct by the management, but
also applies in the event shareholders are prejudiced by the company or by
the other sharcholders, or even in the event of a deadlock between the
sharcholders that threatens to damage the interests of the company, Apart
from appomting investigators, the Enterprise Chamber can also take certain
mterim measures such as the appoimtment of a Managing Director or a
Supcrvisory Director, the suspension of a Managing Director or Supervyisory
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Director, or the wemporary vanster of the voung rights of one or more
sharcholders.

Depository receipts for shares

A peculiarity of Duteh law is the possibility to separate the legal ownership of
the shares from the beneficial interest in the shares, through the issue of

depository receipts for shares (certificaten. or "DRs’Y. This procedure is ofien
used 1o limit the decision-making rights of certain sharcholders, without
alfecting their financial vights, Legal ownership of the shares is then held by
an entity that administers the shares. usually a foundation (stichting, compar-
able 1o a rust). The rights of the holders of DRs are set out in the general
rules covering the DRs, which may vary according o the circumstances. One
such rule is customarily that the foundation pavs 1o the holder of the DRs ans
dividends or other amounts received in conmection with the shares, The law
also provides some basic rights 10 the holders of DRs: for instance. they are
allowed 1o be present at sharcholders” meetings (but not 1o vote). The entin
administering  the shares exercises the voting rights, but requires  the
approval of the holders of the DRs for far-reaching actions such as a sale of
the shares.

Duteh tax consequences for NVs and BV

Dutch resident companties are subject o Dutch corporate income  tax
vennootschapsbelasting, ov *CIT™) . The main vpes of companies referred to in
the CI'T Act are NVs and BVs. An NV or BV is considered resident in the
Netherbands for CIT purposes if it has been incos porated under Dutch law o1
it ity place of management and control is situated in the Netherlands. A
Durch-resident NV or BV is subject 1o CIT in respect of its world-awias
income. However, the taxing rights of the Netherlands may be limited atthe
basis of the double tax treaties concluded by the Netherlands, Non-fSdent
companies are subject to CITif they derive certain categories of ineome from
the Netherlands. The corporate imncome tax rate on the firsd €200.000 of
taxable protitis 20%. The rate on taxable profit in excess oL E2001000 is 25%

When the shares inan NV or BV are held by an offshore holding company
located in a non-treaty jurisdiction (tax haven), speaial atenton should be
given o the provisions in the Dutch Corporate Income Tax Act regarding
foreign tax payers {(CI'T Aet, art 17/ 17a).

According 1o these provisions, a foreign entity will be subject 1o CIT in
respect of its income received from the Duich NV or BV if certain conditions
are fultilled. These conditions include the entidement 1o the profit or the
cquity of an enterprise having its residence in the Netherlands or income
from a recevable against a Dutch resident company. when the holder of that
receivable holds a substantial sharcholding in a Dutch company. A substan-
tial sharcholding is a sharcholding of at least 5% of the shares in a company.
These provisions do not apply it holding the substantial sharcholding is not
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atmed at avoiding mcome tax or dividend ix or it the substantal sharehold-

ing does not belong o the active business of the holder,

Dividend income received by an NV or BV from subsidiaries can be exempt
from CIT if the participation exemption apphies. The mmimum requirement
for the participaton exemption to apply is that at least (1) 5% of the nominal
pard up capital of a company with a capital divided inw shares, (i) 5% of the
units in a mutual fund. (i) a membership right in a cooperative Society,
() a limited parmership interest in an “open’ limited partership that gives
aright 1o a share in such partmership’s profic of at least 5%, or (v) 5% of the
voting rights in an entity of another EU member state, if the applicable tax

treaty provides for a reduction of dividend tax based on voting rights is held,
Y
Fhe partcipaton exemption does, however, not apply if the participation is

held as a pordolio invesument, unless the participation is a qualifying
porttohio mvestment participation. A portfolio investiment participation is
regarded as a qualifving portfolio investment participation in case the
‘minimundiax test” or Casset test’ is met. The minimum tax test is met if the
compapaniy subject o at least 10% profit tax on a tax base to be caleutated
accofdy 1o Dutch principles. The asset test is met if the assets of w
pirneipaton — on a consolidated basis — do not consist of 50% or more of

tracepordolio investments.,

Dividends paid by an NV or BV 1o its sharcholders are in principle subject 10
a 15% Duich withholding tax on dividends. However, the widespread Dutch
tax treaty network and the EU Parent-Subsidiary Directive. or availuble
domestic exemptions may reduce or eliminate the Dutch withholding tax.
Furthermore the Netherlands does not levy withholding tax on interest aned
rovalty payments.

I'he Netherlands does not apply general thin capitalisation rules. Deductibil-
iy of mterest pavinents on loans from related and trom unrelated companics
can be limited due 1o anti-base crosion provisions. No capital tax o stamp
duty is due on capital contributions made 1o an NV or BV,

Co-operalive

For tax reasons {see below), many foreign entities investing in the Nether-
lands use a Co-operative. Originally intended for co-operating farmers, a
Cooperative is an association which should have, at its inc orporation, at least
two members, The objects of the o-operative must be to “provide for certam
material needs of its members through agreements with its members’. Profits
mav be distributed to its members, There are no minimum capital or funding
requirements. The Hiability of the members for debis of the CO-OpeTVe may
be limited or fully excluded. As regurds governance, the NV/BV rules on
Boards of Managing Directors and Supervisory Boards apply more or less
sumlarly 10 the Co-operative. Otherwise, co-operative L is more flexible
than NV and, 1o some extent, BV law.
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Duich tax consequentes for a Co-vperatioe

A Co-operative is subject o CHL The computation of the axable basis for
CIT purposes of a Co-operanve does not ditfer from that of an NV or BV
except where distributions of profits to individuals are concerned: these can,
subject to certain requirements and limits, be deductible for CIT purposes.

A Co-operative has membership interests instead of a capital divided in
shares. Therefore the profits distributed on the membership interest are
generally not subject to Dutch dividend withholding tax. A Co-operative is
however subject o Dutch dividend withholding tax if (i) it holds eaquity
interests with the main goal or one of the main goals 10 avoid foreign tax or
Dutch dividend withholding tax of another party {an abusive structure), and
(11) a membership interest in the Co-operative cannot be attributed 1o the
active business of the member of the Co-operative.

No capital tax or stamp duty is due on capital contributions made o a

Co-operative.

UNINCORPORNTED JOINT VENTURES

A joint venture in the form of an unincorporated entity usually takes the
torm of a4 general partership (vennootschap onder firma) or a limited
partnership (commanditaire venmootschap). Partnesships are not separate
legal entities, so that they cannot acquire legal tide to goods. Nevertheless,
the partnership is able 10 sue and 10 be sued in its own name. The assets
contributed 1o and the proceeds generated by the partnership form a “joint
ownership® (gebonden gemeenschap) in which the partners cach have an
undivided share. All the parthers in a general partnership are liable for i
debts, but i limited partnerships limited partners are only liable up Lo
amount of the capital they have contributed, unless they intervene® in
management, in which case they are hable with the general parmiers tor the
partmership’s debis,

The general or limited pavtnership is a contract governed v ihiteh law bn
which two or more partners (vennoten) agree 1o practise a profession or to
conduct a business for joint account under the obligation o bring together a
common property. None of the partners needs to be Duteh or resident in the
Netherlands, although a number of administrative reguirements must be
complied with in order 0 operate @ joint venture in the form of a
partnership in the Netherlands, Unless prescribed otherwise, the partners
participate in the profits or losses pro rata to their contributions. A partner’s
participation in the losses mnay be limited or excluded. A partner cannot be
totally excluded from profits.

Contributions by general partners mav be in cash, kind, labour or goodwill,
but in the case of a imited partmership the contribution by a limited partner
must be in cash.

492

international joint ventures Chapter 28

The contract between the partners establishing the parinership is governed
by specific provisions under Dutch Lo applicable o partnerships, but also by
general principles of Dutch contract law. Parinership law is quite flexible and

feaves the parties much room o agree the terms of the partiership.

{nx position — general partnerships

For Duich tax purposes, a general partnership is considered transparent. At
the level of the partmership, no CIT is due, but cac h of the partners will be
taxed in accordance with the tax svstem applicable to them. If the partner is
an NV or BV, it will be subject to CIT (see above). If the partner is an
individual, the individaal is subject to Dutch personal income tax (inkom-
stenbelasung, 'PUTY). I the l),n(nvnhip carries on an enterprise, a Dutehe
H‘\i(ﬁ‘ll! individual is subject (o PIT on s world-wide mcome at progressive
rates, with a maximum yate of 52%. I the partership does not carry on an
enterprise, the individual will be taxed over a nouonal income bascd on the
value of his share in the partnership if the wealth of the individuad exceeds a
certain thyeshold. In short, an effective 1.2% tax would be pavable over the
value of“he wealth. Non-resident companies are subject 1o CIT and non-
residenioindividuals are subject to PIT af they derive certain categories of
meaan© from the Netherlands, The foregoing is subject to the terms of any

natable tax treaty.

No Dutch capital tax or stamp duty is due on capital contributions and there

is no withholding tax on distributions.

Tux position — lonited partnershifs

For the Dutch tax treatment of a limited parmership ("CV'), a distinction
must be made between a so-called “Closed CV' and an "Open CV'. The main
distinction is the transterability of the parmership interests. If the admission
and replacement of limited partmers or the transfer of interests between
them is subject to the prior consent of all other partners (both Timited and
general partners), the CVois considered to be a Closed CV, Otherwise the CV
is constdered an Open CV,

An Open CV is treated as a taxable entity for Duteh tax purposes and its
profits are subject to CIT 1o the extent that they are auributed 1o the limited
partners. An Open CV can apply the participation exemption provided the
relevant conditions are met. Upon distribution of profits to the Inited
partners, 15% dividend withholding tax applics, subject to any applicable tax
meaty, the FU Parent-Subsidiary Directive or domestic dividend withholding
tax exemptions. Profits that are atributed o the general parmer of the
Open GV are taxed in the hands of the genceral parier. No distribution of
profits to the general partner is recognised for dividend withholding tax
]Hllp()\('\

A Closed CV s tax transparcnt and is taxed in the same way as a general
partnership. A Closed CV does not gualify as a vesident of the Netherlands
for tax wreaty purposes and therefore it cannot benefit from any such (reatv.
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