Chapter 1

Deal Structures—Shares or Assets?

There are two basic structures for buying and selling a business: a sale and purchase of
some or all of the assets (subject to some or all of the liabilities) of that business or, if
the business is being carried on by a company, a sale and purchase of the shares in that
company.

On a sale of the asseis of a business, the seller will sell and the buyer will buy all of the
assets (or, prssitly, certain agreed assets) of the business and the ownership of each of
those assets vvill be transferred from the seller to the buyer. On the sale and purchase of
the sheies ia a company, on the other hand, the assets and liabilities of the business will
continve to belong to the company and its existing contractual relationships will be
unattected—the only change of ownership will be in respect of the shares in that
company.

For example, Buyer PLC (Buyer) may wish to acquire the business which is being
carried on by Target Limited (Target), a subsidiary of Seller Limited (Seller): on a sale
and purchase of assets, Target will sell to Buyer the undertaking and assets of its busi-
ness and each of those assets will be transferred from Target to Buyer while, on a sale
and purchase of shares, Seller will sell the shares in Target to Buyer but the undertaking
and assets of the business will continue to be owned by Target.

Whether or not a particular transaction proceeds as a sale and purchase of the assets of
the business or of the shares of the company which carries on the business will be a
matter for discussion and negotiation and it is quite likely that one party (more often
than not, the buyer) will prefer the transaction to proceed as a sale and purchase of assets
while the other (more often than not, the seller) will prefer a sale and purchase of shares.
In particular, there may be tax considerations which make a sale of shares more attrac-
tive for a seller, while there may be commercial considerations which make a purchase
of assets more attractive to a buyer.

1.1 Tax considerations for the seller

Tax issues are discussed in more detail in Chs 13 and 14 but, in summary, individual
sellers are likely to want to structure the transaction as a sale and purchase of shares as the
sale proceeds will then be received by them personally and will normally be subject to
more attractive capital gains tax rates. A sale of assets may well give rise to a “double
charge” to tax as the selling company is likely to pay tax on the sale of its assets and, if
the intention is to distribute the net sale proceeds to the sharcholders of the selling
company, a further tax charge is likely to arise. Similarly, a corporate seller who is entitled
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to the Substantial Shareholdings Exemption, which is discussed in Ch.14, is likely to
want to make sure that the transaction is structured as a sale and purchase of shares.

These issues are discussed in detail in 13.1 and 14.1, below.

1.2 Tax considerations for the buyer

Although tax considerations are likely to make a purchase of assets more attractive for
a buyer, a purchase of shares may also offer some advantages.

1.2.1  Onapurchase of assets, the buyer may be able to obtain a deduction as a trading
expense for corporation tax purposes of the cost of any trading stock which forms
part of the assets acquired and is likely therefore to wish to argue for a relatively
high apportionment of the purchase price to trading stock, rather than to assets
(such as goodwill) which do not qualify for deduction as a trading expense.

1.2.2  The cost of acquiring industrial buildings, plant and machinery and some intel-
lectual property rights will attract capital allowances and will therefore qualify
for a deduction against income for tax purposes, which will effectively reduce
the purchase price. For the seller, on the other hand, there is the risk of balancing

charges if the assets in question are sold for more than their written-down
value.

In recent years, increases in the rate of stamp duty and, subsequently, the intro-
duction of stamp duty land tax have made acquisitions of assets less attractive
to a buyer than was previously the case—currently, on a purchase of shaies
stamp duty will be payable at 0.5 per cent of the consideration while. on'a
purchase of assets which include interests in freehold or leasehold property,

stamp duty land tax may be payable at up to 4 per cent of the purchase price
payable for those interests.

One result of this has been that a prospective buyer of a property which is
owned by a company may well be prepared to consider acquiring the shares in

the company rather than acquiring the property directly, in order to pay the
reduced rate of stamp duty.

Inevitably, of course, this will be subject to other considerations which are
discussed below and, in particular, the buyer will wish to be certain that the
company they are acquiring is “clean” or that appropriate warranties and
indemnities are in place in respect of any unexpected or contingent liabilities.

Stamp duty issues are discussed in more detail in Ch.15.

1.3 Other considerations

In addition to tax issues, there are likely to be other reasons which may make a sale and
purchase of shares more or less attractive to one or both parties than a sale of assets:

1.3.1
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The principal advantage to a seller of selling shares is likely to be the fact that the
seller will, on completion, be able to walk away from the busm_ess, save to the
extent of any warranties or indemnities which they may have to give to the buyer.

On a sale of assets, by contrast, the rules regarding privity of contract WI:H
mean that, as between the seller and the third parties concerned, the seller will
remain liable for all creditors and other liabilities incurred by them and for all
goods sold by them before the sale, despite the fact tha-t,.a_s between the SeH.er
and the buyer, the buyer may agree to assume those ]iablhtlf—:s. If the buyer fails
to do so, it is very likely that the third parties concerned will pursue the seller,
who will have to rely on their ability to enforce any relevant cqvenants or
indemnities given to them by the buyer, which may be of no value if the buyer
is in financial difficulties.

If, theretore, Seller Limited sells the entire issued share capita% of Targetf Limited
to Buyur PLC, Buyer will acquire Target “warts and all”, with all of its assets
anc liabilities. If, however, the transaction proceeds as a sale and purchase.of
assets, then all liabilities of the business will, as between Target and the third
parties concerned, remain with Target: if Buyer fails to satisfy them, the only
remedy of Seller/Target will be to pursue Buyer under any covenants or indem-
nities which they may have given in the sale and purchase agreement.

This can be a particular concern if it is proposed that Target shoulcl, sell its
undertaking and assets to Buyer and should then be put into members’ volun-
tary liquidation, with the intention of returning the sales proceeds and any
other assets it may have to its shareholders, i.e. to Seller. It may be dlff_'lcult for
the directors of Target to make the necessary declaration of solvency 1‘f Target
has residual liabilities to third parties in the event of Buyer failing to dlscharge
the obligations that it has agreed to assume or has liabilities (for exampl.e) in
respect of goods or services supplied by Target before completlo_n: Even if th-e
directors are able to make their declaration, the insolvency practitioner who is
appointed as liquidator will be reluctant to make a distribution of Target’s
assets until enough time has elapsed for them to feel confident tl?at no unex-
pected claims will be brought against Target. In practice, if Seller is a sgbstgn—
tial company, the inselvency practitioner may be prepared to make a distribution
on the basis of an indemnity.

A sale and purchase of assets involves the need to identify every silllglel ‘asse‘:t
and liability of the business and to determine whether tha_bt asset or liability is
to transfer to the buyer or is to remain with the seller. It will ther‘efore. be abso-
lutely essential to ensure that the sale and purchase agreemept 1df.:nt1.f}e.s—by
lists or by generic descriptions—exactly which assets and which liabilities are
to transfer to the buyer and which are to remain with the seller,

It will also be necessary to comply with all necessary formalities for the

transfer of title to each and every asset which is included in an assets sale
and purchase: for example, moveable plant and equipment will normally be
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transferred by delivery, while it will be necessary to have formal transfers or
assignments of certain other assets, such as contracts, debtors and land.

On a sale and purchase of shares, however, all that is needed is a formal transfer
of the shares in the company in question and all underlying assets and liabili-
ties of the company will then pass to the buyer along with the shares. To be
more precise, there will be no change in their ownership at all, simply a change
in the ownership of the company which owns them.

This obviously has the advantage of simplicity and (generally) speed.

One of the consequences of the need to transfer each and every asset from the
seller to the buyer on a sale and purchase of assets is that it may well be neces-
sary to obtain the consent of third partics to the transfer and this would not be
an issue in the same way on a sale and purchase of shares.

For example, on a sale and purchase of assets, it will be necessary to have a

formal assignment of any property leases and the consent of the landlord is
likely to be required.

Similarly, there may well be contracts with key customers or suppliers which
may contain terms which prohibit their being transferred or assigned without
the consent of the other party. Even if that is not the case, the law of privity of
contract is likely to make it desirable (at the very least) to approach the other
parties to key contracts in order to ensure that they will continue to deal with
the business once its ownership has transferred to the buyer.

The buyer will want to do so, if at all, before entering into a legally: Linding
obligation to make the acquisition, while the seller is likely to be concerned
about the potential damage to the business if approaches ar¢ niads to third
parties before there is a legally binding commitment from the buyer.

This issue is discussed in more detail in Ch.4.

Apart perhaps from tax considerations, the principal attraction for a buyer of
buying assets rather than shares is that, on an acquisition of shares, the buyer
acquires the company with all of its historic, current, prospective and contin-
gent liabilities, whether the buyer is aware of them or not.

The buyer will seek protection against such matters by appropriate warranties
and/or indemnities in the sale and purchase agreement but such contractual
protections may be of limited value: they will inevitably be subject to limita-
tions, there may be issues over quantification of the buyer’s loss (particularly
in the context of warranty claims), litigation is inevitably time-consuming and
expensive and, ultimately, the best drafted watranty or indemnity will be of no
value whatsoever if, when the buyer seeks to enforce it, the seller does not have
the financial means to satisfy the claim.
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1.3.6

1.4

On a sale and purchase of assets, by contrast, the buyer will have the opportg-
nity of agreeing specifically which assets and liabilities are to be included in
the sale and which are to be excluded. For example, the buyer may (subject to
negotiation) be able to take over the burden only of those contracts of the bu_si—
ness which they wish to take over and may therefore (again, subject to negotia-
tion) be able to exclude unknown or loss-making contracts.

A purchase of assets is therefore particularly attractive where the seIling company
is subject to a major claim in litigation or some other contingent hablpty or
where the business being acquired is one which is likely to attract significant
product liability or employers’ liability claims which the buyer would not want
to assume. However, even on a purchase of assets, some employers’ liability
claims may pass to the buyer by virtue of the operation of the Transferlof
Undertakings (Protection of Employment) Regulations 2006 (“TUPE™), which
are discuzsed in more detail in Ch.21. Indeed, the provisions of TUPE regarding
copsultation, changing terms of employment and protection against dismissal,
which are also discussed in more detail in Ch.21, may of themselves make a sale
ond purchase of shares more attractive than a sale and purchase of assets.

The perceived ability to leave behind all contractual liabilities may, hower?r,.be
illusory—if there are product warranty or similar claims from customers arising
from the seller’s ownership of the business, the buyer may well have to accept
that they will have to deal with these problems if they wish to retain the customu‘:l.rs
and, in these circumstances, the buyer should seek to agree with the seller a basis
on which the buyer will deal with such claims but at the cost of the seller,

The ability to exclude unwanted or unknown liabilities will generally mean
that, when buying assets, the buyer’s due diligence process can be more
limited, in that it need not cover matters which are to be excluded from the
sale. One attraction for a seller of selling assets may therefore be that the
warranties and indemnities to be given on a sale of assets are likely to be less
than on a sale of shares. The downside of that, however, for the seller is that
such liabilities will not be the subject of warranties and indemnities but will
instead remain the direct responsibility of the seller.

Situations where circumstances dictate a sale and
purchase of assets

There are some circumstances where the only realistic choice is a sale and purchase of
assets rather than a sale and purchase of shares, and these include:

1.4.1

142

Where the business being acquired is a division of the selling company rather
than a separate subsidiary, there may be no real alternative to a sale and
purchase of the assets of that division.

In years gone by, where there were potentially valuable tax losses in the
business, it was common for the assets to be hived down into a new subsidiary
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In circumstances where completion cannot take place without seeking consent
from the NCA, particularly if the timetable is tight, the solicitor may come
undgr considerable pressure from the seller and their solicitors to proceed more
rapidly. In practice, it is normally possible to obtain a rapid clearance from the
NCA but, if the matter in question comes to their attention as a result (for

example) of a last-minute disclosure, they will find themselves in an extremely
difficult position.

This does not purport to be anything approaching an exhaustive summary of
the money laundering rules and the way in which they impact on transactional
work but is simply intended to remind professional advisers of the need always
to be mindful of those rules when engaged on a corporate transaction

Professional advisers who have particular concerns are strongly recommendeci
to refer to the guidance issued by their own professional body.

et T T

Chapter 6

Due Diligence—Financial

6.1 The purpose of financial due diligence

Financial due diligence investigations typically provide an appraisal of financial matters
(such as accounting policies and methodologies, trading results, assets and liabilities),
as well as the provision of information on other areas, such as employees, management
organisation, and financial systems. The main purposes of financial due diligence inves-
tigations can inciude:

6.1.1  toicentify any issues or areas of risk of which the buyer and any funders may
not already be aware and which may affect the purchase arrangements;

412  toconfirm the reasonableness of the key financial information presented by the
seller;

6.1.3  to assist the buyer in determining the purchase consideration;

6.1.4  to identify matters in respect of which the buyer should seek warranties and
indemnities from the seller;

6.1.5  to assess the level of ongoing working capital requirements for the target
business;

6.1.6  to help the buyer develop plans for the post acquisition management and devel-
opment of the target business; and

6.1.7  to “test” any synergy benefits assumed by the buyer to arise in respect of the
acquisition.

It is important to appreciate that, typically, a financial due diligence investigation does
not constitute an audit of the target business, with no detailed “audit” verification work
being carried out in accordance with International Standards on Auditing (United
Kingdom and Ireland) or any other relevant auditing standards. In many cases, the
accountant will accept the explanations and assurances received from the Target’s direc-
tors, officers and employees. The accountant will normally satisty themselves that
information received is internally consistent.

This chapter considers financial due diligence work in connection with a trade purchase
or a management buy-out or buy-in. It is not intended to cover the work of a reporting
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accountant on a Stock Exchange transaction, although due diligence procedures form
the basis of much of the reporting accountants’ work in producing their “long form
report” and their “working capital report” on such assignments.

6.2

6.2.1

6.2.2

Contractual terms with accountants

Prior to taking on a due diligence assignment, the accountants must carry
out various professional checks to confirm that they can carry out the
work, including an assessment of any potential conflicts of interest (if,
for example, they as a firm have a relationship with more than one party
to the transaction) and of any other ethical reasons why they may not be
able to act.

Once these checks are completed, the accountants should provide a formal
letter of engagement for their due diligence assignment in advance of
commencement of their work. This would normally include the following
matters:
6.2.2.1 scope and purpose of the due diligence;

6.2.2.2 limitations in scope, making it clear what areas the accountants will
not cover in their review;

6.2.2.3  timetable and reporting requirements;

6.2.2.4 limitation of liability;

6.2.2.5 fee arrangements;

6.2.2.6 communication and complaints procedure; and
6.2.2.7 detailed contractual terms.

Where external funding is a feature of the transaction, the accountants may be
engaged to provide a report addressed to both the buyer and the bank, venture
capitalist or other third party investor. In such circumstances, the accountant
must assess any conflict of interest before accepting the engagement; for
example, the accountant could not advise the buyer on bank funding and the
terms of any such funding while, at the same time, accepting a duty of care and
issuing that same report to the bank.

In the case of a management buy-out or buy-in, a “Newco™ is often formed as
the vehicle to acquire the target business. The Newco may not be in existence
at the time that the accountants are commissioned to undertake the work. In
such circumstances, it is usual for the letter of engagement to provide for the
Newco to subsequently sign up to the letter and thereby become an addressee
of the accountants’ report, upon formation of the company.

6.2.3

6.2.4

6.2.5

6.2.6

627
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Accountants will usually seek to limit their financial liability on due diligence
assignments against any claim arising out of the engagement. The basis of
limitation and the way it is put in place will vary from firm to firm. The finan-
cial limit may be expressed by reference to a multiple of the fee or a fixed
amount, sometimes set by reference to a scale based on transaction size. What
is an appropriate financial limit can vary substantially between transactions.

Some of the larger accountancy firms have reached an agreement with the
British Venture Capital Association for limitation of liability where one of their
members 18 involved in a transaction and this has become the general market
“norm” for private equity transactions. The agreement may be summarised as
follows:

Value of Transaction Liability cap

Under £19 million Value of transaction

£10 million to £55 million

£10 million plus one third of the excess
of the value of the transaction over £10
| million (resulting in a cap which
progressively rises to £25 million for a
£55 million transaction)

Over £55 million £25 million, together with

proportionality™®

* Proportionality is the apportionment of liability between parties by
reference to responsibility or blame for the situation giving rise to a
claim. Without proportionality, the liability for all of a loss could fall on
the accountants, irrespective of their culpability.

Accountants may seek further to reduce their level of liability cap when they
are engaged on a “limited scope” piece of work.

Fees for financial due diligence work can be based on stated charge out rates
applied to hours worked or, more usually, to a fixed fee for the work specified
in the engagement letter (albeit this can be expected to be tied to a number of
assumptions, such as the reasonable availability of information within an
agreed timetable or the number of revisions of forecasts to be reviewed).

In order to guard against any risk to the accountant’s objectivity, the profes-
sional standards prohibit fees on due diligence work to be undertaken on a
contingent basis (i.e. the total fee being conditional upon the transaction
proceeding). It does allow a “differential” fee level, dependent upon whether
the transaction is completed, provided that this reflects any additional risk and
responsibility to the due diligence provider if the transaction takes place. This
allows for separate “fail” and “success” fees to be quoted. While there is no set
range for a success or an abort fee, anything outside a range of + or — 30% of
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the “base fee” could be regarded as excessive and could leave the accountant 63.6 Setout in Appendix 1 as a guide, are certain typical sections and areas of
open to challenge. This could cause difficulty where the client has limiteg focus that can be covered in a financial due diligence report. It is important
funds to pay for the due diligence if the transaction fails (as can sometimes be to emphasise, however, that the scope of any review should be tailored for
the case, for example, on a management buy-out). It is rare for a bank to under- each project.
write due diligence fees on a transaction, but some venture capital houses may
do so. 637 Sometimes the buyer’s solicitors may not be fully aware of the scope given to

the accountants who are carrying out the financial due diligence and vice versa.

6.3 Setting the scope of work There can, therefore, be a danger of something “slipping through the net”—for

example, the accountants may be instructed to report on the tax affairs of the

6.3.1  Setting the right scope of work is a key area to address early in the process, as target company on a sale and purchase of shares but it is always possible that
financial due diligence can vary widely in scope and content, depending on their instructions will not extend to advice on the tax structure of the transac-
circumstances. It can cover aspects of the broad range of a target’s business or tion generally. The buyer’s solicitors should also, therefore, make sure that the
be very focused on a few areas of specific interest to the buyer. This will typi- scope of their work is clearly set out and agreed.
cally depend on:

6.4  The financial due diligence process
6.3.1.1 the existing knowledge of the buyer and/or investor and/or

financier; 6.4.1  As discussed earlier, accountants are not permitted to work on a “contingent”
fee basis, so to appoint a financial due diligence provider represents a cost
6.3.1.2  the perceived degree of risk involved; vivestment for the buyer. Partly as a consequence of this, financial due dili-
gence is typically commissioned only after Heads of Agreements have been
6.3.1.3  the size and complexity of the target business; signed (ideally granting the prospective buyer a period of exclusivity on the
deal). It is also quite common for the seller to be asked to underwrite at least
6.3.1.4 whether the transaction is an asset or share purchase; part of the buyer’s due diligence fees in circumstances where the seller unrea-
N sonably causes the transaction to be aborted. These issues are discussed in

6.3.1.5 the value of the transaction; and : more detail in Ch.3.
6.3.1.6 the time available. 6.42  To be most effective, the accountants need a full understanding of their client’s
objectives and strategy for the acquisition and their key commercial drivers.

6.3.2  Inthe case of a purchase of assets, due diligence may be focused principally on There may be occasions when the specialist nature of the target business
the categories of assets being acquired and liabilities being atsumed. In the requires accountants with specific industry or sector experience to carry out the
case of a share purchase, where the liabilities of the target company are being due diligence.
assumed, a more extensive investigation is typically required. However, even
in the case of an assets purchase, an understanding of underlying trading 6.4.3  Once terms of engagement and scope have been agreed, and the initial planning
history is generally advisable. of the work has been completed, the typical steps in undertaking a financial

due diligence exercise are as follows:
6.3.3  An experienced buyer, buying in a sector in which they already operate, may
choose to carry out a large part of the due diligence in-house. 6.4.3.1 detailed search of public information sources (websites, Companies
House, etc.);
6.3.4  Typically, private equity investors will require more due diligence by profes-
sional advisers than a trade buyer. Accountants experienced in due diligence 6.43.2 issue an information request list to the target (many firms have a
work can make recommendations as to particular areas of focus for their standard checklist which they can tailor for a specific assignment. It
review—for example, identifying likely arcas of judgement in the preparation is often most efficient to co-ordinate requests with other due dili-
of the accounts. gence providers). Care is needed not to “over burden” the target
management with a list which is not properly tailored to the scope of
6.3.5  Ifabuyer requires external acquisition finance, prospective funders will often wortk and the target’s business;
require independent due diligence (with a principal focus on forecast perform-
ance) to be undertaken on both the target and the enlarged group. 6.4.3.3 initial meeting with management of target;
R it s e e e R S e e R P SR
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Jimmy Mack set up the company in June 1965 and has agreed with HMRC—,
Valuation that his 100 per cent shareholding was worth £500,000 in March 1982
On the basis that Jimmy makes a claim for ER against his “capital distribution” gain, Chaptel‘ 1 4
tax liability would be calculated as follows: al

Sale by Corporate Sellers—Main Tax Issues |

£ .
Capital distribution 3,500,000 |
Less: March 1982 base cost (500,000) - ; |
Capital gain 3,000,000 llowing the introduction of the Substantial Shareholdings Exemption (“SSE”) in
Less: Annual exemption (11,000) F 2002, most companies should be able to sell their shareholdings in a subsidiary
Taxable gain 2,989,000 npany (or perhaps an equity stake in a joint venfure company) on a tax-exempt
ER CGT @ 10% 298,900

wever, the availability of the SSE cannot be assumed, since a number of detailed
ditions have te he satisfied (see 14.2). The tax implications of selling shares in a
ompany (such-c: a subsidiary company) which does not qualify for the SSE are dealt
with at 14.3.

13.8 Seller tax planning—some final thoughts

Carefully structured tax planning is an essential pre-requisite for those wishing to
their company. Sellers will normally seck to sell their shares (to avoid the additi

corporate tax costs that arise on asset sale and to reduce their commercial risk).
s bv corporate sellers (which are part of a 75 per cent group) may also give rise to

e tax charges, such as degrouping charges under s.179 of the Taxation of Chargeable
Act 1992 (“TCGA 19927), 5.780 of the Corporation Taxes Act 2009 (“CTA 2009™)
awbacks™ of stamp duty/stamp duty land tax (“SDLT”) as a result of the target
any leaving the seller’s group (see 14.4), H

For many owner-managed companies, the main focus will now be securing the avail
bility of ER, which will provide an “exit” CGT rate of 10 per cent (up to a maximu
lifetime gains limit of £10 million). To the extent that ER is not available, the st
sharcholder’s CGT rate will be 28 per cent. Some sellers may wish to consider emy;
tion, but this brings its own problems. Whilst this route may be initially appealing, many
sellers are “put off” by the inherent restrictions (such as the upheaval of their famil,;
the inability to regularly watch their favourite football team play on Saturd:y a
noons). All this requires careful consideration and specialist tax advice hoth in
United Kingdom and the destination country.

owing radical changes in the capital gains degrouping rules introduced in the FA
1, where SSE is available on the sale, the exemption will extend to the degrouping
rge as well (see 14.4.1). Unfortunately, this treatment does not extend to the intangi-
egrouping rules (see 14.4.4).

Obtaining carefully considered tax planning advice on the sale o 4 owner-man . 4.1 Sale of shares v sale of assets
company is essential. Such sales often represent a “once in a ifetime” opportuni

realise the benefits of many years hard work. Both the tax and commercial “groomin
must be considered many months in advance—it should not be an “eleventh hour” e
cise. And, as with all tax planning exercises, the seller’s commercial objectives sh
take precedence. Nevertheless, it should not be forgotten that a failure to addres
tax issue could often turn a good deal into a bad one.

ases where a corporate seller is entitled to SSE, it will seek to ensure that the transac-
18 structured as a share sale (as opposed to an assets sale). However, if a corporate
er is under some pressure (e.g. where a subsidiary or group has financial problems),
na shrewd purchaser is likely to insist that they purchase the trade and assets. In such
5, the sale of the assets is likely to trigger various tax liabilities within the subsidiary I
2 13.7.3 for detailed tax consequences of a sale of assets). I

I

ses of a “distressed” sale, the post-tax sale proceeds will often be used to repay
group or bank debt. Any amounts available for the group will normally be extracted ‘!
Way of dividend (tax-free in the recipient company’s hands). Thus, a further tax '

¢ will only arise whete the individual shareholders of the parent take some or all |
bf the sale proceeds as a dividend (see 13.7.5). |

i
I

o
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14.2  Share sales—the substantial shareholdings exemption
(SGSSE”)

equirement for the investing company to be a trading company or member of a -
g group (see 14.2.3.) immediately after the disposal could deny relief where, for '
pl"e, a holding company sells its only (trading) subsidiary company. In this case, the
aing company will normally be left with the sale proceeds and would only satisfy the I
t-sale “trading requirement” where the seller company planned to acquire another
e or a significant equity interest in a trading company or group within the near future.

142.1 Key SSE conditions
The SSE provides an extremely valuable tax relief for corporate disposals of subsid; .
aries and certain other equity investments. Provided that the detailed conditig
Sch.7AC to the TCGA 1992 are satisfied, any capital gain on the sale should be ex,
from corporation tax. The SSE exemption is not restricted to eligible shareholdiy
in UK resident companies—it also applies to exempt gains arising on the sgle
non-resident subsidiaries, etc.

natively, in such cases, it should generally be possible to exempt the gain under the
called “para.3” exemption. This provides a “secondary” SSE where (broadly
eaking) the seller company would have qualified for the main SSE on a notional sale
the past two years (the “trading requirements” are deemed to have been satisfied for
e purposes). However, SSE relief can only be enjoyed where the seller company is
uidated (as soon as is reason ably practical) with the sale proceeds being distributed to
shareholders (see TCGA 1992 Sch.7AC para.3).

On the other hand, if the disposal satisfies all the SSE conditions but produces a capita]
loss, that loss will not count as an allowable loss for reducing the company’s/grg
capital gains (s.16(2) of the TCGA 1992).
23 Trading company
The key pre-conditions for the main SSE are: i
e SSE “trading company” and “trading group member” definitions are virtually iden-
| to tke ones applying for CGT entrepreneurs’ relief (see 13.3.4) Thus, a “trading
pavy’ 15 @ company carrying on trading activities that does not to any substantial
“include non-trading activities. In practice, HMRC apply a 20 per cent de minimis
wit for “non-trading” activities. Where a company has “non-trading” activities or
awvestments, HMRC may look at a range of possible measures, depending on the facts
the particular case (see 13.3.4).

14.2.1.1 The “investing company” (i.e. the seller) must be a sole trad
company or a member of a trading group throughout the “qualify
period” which begins at the start of the relevant 12-month “sub
tial shareholding” period (see below) and ends when the substantiz
shareholding is sold. It must also be a sole trading company or tradi
group member immediately after the disposal—(see 14.2.3 3
14.2.4) (see TCGA 1992 Sch.7AC para.18).

\ctivities carried out for the purposes of preparing to trade also count as trading. A very
elpful extension to the meaning of “trading activities” embraces activities carried on
a view to:

14.2.1.2 The relevant shareholding investment must qualify as a “subst.utal
shareholding” held throughout a 12-month period starting vou
than two years before the shares are disposed of (see 14.2.7) (see

TCGA 1992 Sch.7AC para.7). acquiring or starting to carry on a trade; or
i
14.2.1.3 The company in which the shares are held (i.e. “he investee company) purchasing a significant (i.e. 51 per cent or eligible joint venture) shareholding
must be a qualifying trading company or qualifying holding comp: = in another trading company or “trading group”.

of a trading group throughout the “qualifying period” defin
14.2.1.1, above, and also immediately after the disposal (see 1
(see TCGA 1992 Sch.7AC para.19).

In such cases, the acquisition must be made “as soon as reasonably practicable in the

ircumstances”. This means that a holding company may still qualify for SSE relief if it |
Bﬁﬁs its only trading subsidiary and reinvests the sale proceeds in buying a 51 per cent |
These key conditions will now be examined in more detail. stake in another trading company (see 14.2.2) (see TCGA 1992 Sch.7AC para.20). ‘

1422 Investing company conditions 24 “Trading group” member |
ember of a trading group also qualifies and does not therefore have to carry out a
e in its own right. A “trading group” is defined in much the same way as a sole
ading company. For these purposes, a group breadly consists of a principal or parent
mpany and its 51 per cent subsidiaries on a “worldwide” basis. A trading group is one
te, taking all the activities of the group together, it carries on trading activities,
1gnoring any non-substantial (i.e. no more than 20 per cent) non-trading activities (see

In the two-year period before the sale of the substantial shareholding, the invest! 4
company must have been a “trading company” (see 14.2.3) or trading group mem
(see 14.2.4) for at least a 12-month period. Furthermore, the investing company m
also be a sole trading company or “trading group” member immediately after the §
(see TCGA 1992 Sch.7AC para.18).
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294 SALE BY CORPORATE SELLERS—MAIN TAX ISSUES
TCGA 1992 Sch.7AC para.21). The legislative requirement to take all the activiti
the group together ensures that any intra-group transactions are effectively ignoreq
the group’s activities are effectively looked at on a “consolidated” basis. Thus, -
example, loans made or property leased to another 51 per cent group member i
regarded as an investment/non-trading activity.

Where the net sale proceeds generated from an SSE sale of a subsidiary are paid out
the parent company’s shareholders by way of a dividend within a “reasonable” period.
such amounts would not be treated as “non-trading” funds. This should usually engp
the seller group to satisfy the “trading group” test immediately after the disposa]
required by para.18(1)(b) Sch.7AC to the TCGA 1992, i

i
1425 Special “look-through” rule for joint venture holdings |

Where the group holds non-controlling equity investments, these would normally faﬂ-t;,,
be treated as a “non-trading” activity and may therefore potentially prejudice the seﬂej-ig
trading status, subject to the 20 per cent de minimis test for investments, etc. (see 14,23
and 14.2.4, above).

However, most types of joint venture investments should benefit from the helpful
“transparency” rule in para.23 Sch.7AC to the TCGA 1992. This provides that where
the seller company/group holds at least 10 per cent of the (underlying) joint Venturé;
company’s (“JVC’s”) ordinary shares, it should generally be possible to treat it as
carrying on an appropriate part of the JVC’s trade. Consequently, the seller company

group is deemed to carry on the appropriate part of the JVC’s trading activities. However,

e
y.

this beneficial treatment only applies where five or fewer individual or corpoae

shareholders hold 75 per cent or more of the JVC’s ordinary shares.

142.6 Risk issues and HMRC’s advance “non-statutory”
clearance procedure

In many cases, it will be clear as to whether the seller group and taipew company meet the
appropriate “trading” tests for SSE. However, there will often be marginal cases, whete
the impact of certain “non-trading” activities/assets on the seller’s SSE reliefis less clean

HMRC accept that there will be cases of genuine uncertainty in determining whether the
relevant requirements are satisfied for the SSE—for example, there may be questions
surrounding the group’s trading status or the technical application of the legislation to
an “unusual” case. In such cases, the seller company can seek advance confirmation
from HMRC as to whether SSE will apply under the non-statutory advance clearance

procedure. This helpful procedure enables the seller to obtain greater certainty as o

whether SSE is available before implementing a sale. HMRC will only deal with appli-
cations for advance clearance where it can be demonstrated that the transaction i§
commercially significant to the business and is genuinely contemplated. The seller must
effectively put “all its cards on the table” and highlight the areas of uncertainty and ifs
own tax analysis and conclusions. HMRC aims to respond within 28 days, though
complex cases may take longer.
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here the underlying facts clearly show that it would be difficult to sustain a claim for
gSE, alternative tax planning could be considered to mitigate the seller’s taxable

1 (see 14.3, below).

the relevant “investee” company throughout a 12-month period within the two years
ore the shares are sold (see TCGA 1992 Sch.7AC para.7). It is possible to “look
through” any 0o gain/no loss transfer (such as an intra-group transfer under s.171 of the
rCGA 1992) and include the transferor’s period of ownership for the purpose of satis-
ng the above condition.

1

Tihe investing company satisfies the substantial shareholding requirement provided that
&?:i's beneficially entitled to at least 10 per cent of the:

{l

a investee company’s ordinary share capital;

orefits available for distribution to the investee company’s equity holders (see
Chapter 6 of the Corporation Tax Act 2010);

assets that would be distributed on a winding up of the investee company.

1428 Investee company requirements

I The investee company in which the shares are held must be a sole trading company,
fljgldjng_ company of a trading group (or trading subgroup) throughout the “qualifying

- period” which runs from the start of the relevant 12-month “substantial shareholding”
period until the disposal date, as well as immediately after the disposal (see TCGA 1992
Sch.7AC para.16).

The investee company’s “trading” status ceases to be under the seller’s control post-sale
and therefore actions taken by the buyer could invalidate the seller’s SSE. For example,
the buyer may arrange for the investee company’s trade to be hived-up. Consequently,
the seller should obtain an appropriate warranty from the buyer to the effect that the
investee company will continue to satisfy the “trading” requirement for SSE purposes
after the sale,

It is clearly important that any “non-trading” activities carried on by the investee
company or group fall within the de minimis 20 per cent threshold (see 14.2.3 and
142 4) as, otherwise, the disposal would not be protected by the SSE and thus poten-
tially exposed to a tax charge.

The FA 2011 introduced special rules enabling SSE to be claimed on the sale of a “new”
Subsidiary shortly after assets had been “hived-down” to it by the selling company
(see TCGA 1992 Sch.7AC para.15A).
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OFFERS FOR UNQUOTED COMPANIES

amend the articles in order to introduce such a power and that could
challenge. ;

This will not only be relevant in the case of companies incorpo;
October 1, 2009, as there will inevitably be many companies .ill.ﬂb
before that date who decide to adopt new articles which are based op g,
model forms.

Chapter 24

Dealing With a Listed Company

girements of the FCA for companies whose shares are traded on the Official List
out in Chs 10 to 13 of the Listing Rules issued by the FCA under Pt VI of the

(“the Listing Rules”).

pany’s shares may be subject to a standard listing or a premium listing and this
deals with the requirements for companies with a premium listing of equity

sting Rules apply to the acquisition or disposal of assets of all kinds but the
« 1 this chapter are limited to the acquisition and disposal of companies and
s. It does not attempt to consider in any detail the question of whether a
will be required under the Prospectus Rules. The Listing Rules contain
¢ rules regarding the content of circulars issued by listed companies, which are
yond the scope of this book.

requirements are generally a matter for the listed company concerned and its
rs but parties who are buying from, or selling to, a listed company will need to be
of their potential implications on the costs of the transaction and on the timetable
hletion.

cular, where the Listing Rules require prior approval of the shareholders of the
concerned, there will have to be a gap of at least 14 clear days between signing
and purchase agreement and completion and there will therefore be issues
 the conduct of the business between signing the agreement and completion
e date from which the warranties “speak” (as discussed in 10.6).

Classes of acquisition

ions are divided into four classes for the purposes of the Listing Rules: Class 1
ions, Class 2 Transactions, and “reverse takeovers” (Listing Rule 10.2.2). In
n, there are particular requirements (set out in Ch.11 of the Listing Rules) for
d party” transactions. Save where the transaction is a related party transaction,
fransaction is classified by assessing its size in relation to that of the listed
ny which is proposing to enter into the transaction and the comparison is made by
percentage ratios which result from applying the class test calculations which
out in Annex 1 to Listing Rule 10. The class tests may be varied or modified in
of certain specialist companies.
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Atvarious points in this chapter, the class tests are discussed by reference to the exam company congerned. In the example, therefore, it \ﬁrould be necessary to (infldf;
of the purchase by Buyer PLC (Buyer) of the entire issued share capital of Ta the consideration Payable by Buyer for Target by the aggreg?te market va ue o
Limited (Target) from Adam and Eve (Sellers). Most of the comments will, ho " 4l of Buyer’s Ord.mary shares. .If any part of the con51derat19g for the acquisi-
apply equally to a purchase of a business and to sales as well as to purchases, tion was to be satisfied by the issue of shares or other securities O.f Buyer, the
value of the consideration would be calculated by reference to their aggregate
24.2 The class tests ~ market value before the announcement. The consideration will generally be the
- amount to be paid but the FCA may require other amounts to be treated as part
The class tests are as follows: 4 of the consideration—for example, if Buyer has agreed to discharge liabilities
of Sellers. If part of the consideration is to be deferred (for example as an
2421  The gross assels fest: the gross assets which are the subject of the transa cam-out), the maximum aljnount_ must be used in the calculation an(li, if there': is
divided by the gross capital/assets of the listed company concerned. In ] 1 no maximupl, thf: tre_msactlo_n wﬂl normally be Freated as Class 1, irrespective
example, therefore, it would be necessary to divide the gross assets of Tar of the classification into which it would otherwise fall.
by the gross assets of Buyer. For this purpose, the gross assets of Buyer or . . . L
the case may be) of Target are its total non-current assets, plus its total ey | The gross capital test: the gross capital of the company or business which is

assets. Where the transaction involves the acquisition of an interest 3 the subject of the transaction dlivid.ed by the gross capitall of the listed company
undertaking (as defined in 5.1161(1) of the Companies Act 2006) which o concerraa ‘the test only applying in ﬂ:l@ case of an acquisition of_‘ a company ot
rise to consolidation of the target or the disposal of an interest in an g busitiess). In the example, therefore, it would be necessary to divide thei‘gross
taking which will result in its assets no longer being consolidated in ' capital of Target l?y the gross capital of Buyer. For this purpose, the “gross
accounts of the listed company concerned, the “gross assets the subject of X cepital” of Target is calculated by aggregating:

transaction” means the value of 100 per cent of the target’s net assets, even ¢ . . o

lesser interest is acquired or disposed of. If the transaction would not giv the consideration for the acquisition;

to consolidation or (as the case may be) to assets no longer being consolidaj ' . . . .

then “gross assets the subject of the transaction” means, in the case of an acqui- g as it i_s_a company which is being gcqulred, any of its shares or debt
sition, the consideration together with any liabilities assumed or, fora disp"d securities which are not being acquired;

the assets attributed to the interest in question in the listed company’s acc T : saica : 2

In the case of an acquisition of assets, the figure is taken to be equal ‘o all other liabilities (other than current liabilities) of Target, including

consideration or, if greater, the book value of the assets to be acquired. minority interests and deferred tax;

If, therefore, Buyer was not acquiring the entire issued share cupital of Targel ' o any excess of the current liabilities of Target over its current assets.
but nevertheless was acquiring an interest which required Tasget to be con

dated in the accounts of Buyer, the “gross assets the subiect of the transa ' The gross capital of Buyer will be calculated by aggregating:

would nevertheless be the value of 100 per cent of Taiget’s assets. If, however, ) )

the interest was not of a size which required Target to be consolidated into the the market valuf-: of its share's (excluding treasury shares) and the
accounts of Buyer, then the relevant figure would be the purchase pr issue amount of its debt security;

together with any liabilities of Target assumed by Buyer (which, on a sale and , e . . -
purchase of shares, would be most likely to be reflected in the purchase price). ' all other liabilities (other than current liabilities), including minority

interests and deferred tax; and

2422 The profits test: the profits attributable to the net assets the subject of the transae- ' o )
tion divided by the profits of the listed company concerned. In the example, t any excess of its current liabilities over its current assets.

fore, it would be necessary to divide the profits of Target by the profits of Buj

and, for this purpose, profits are calculated after deducting all charges ex¢

taxation. As under the gross assets test, where the target is an undertaking whi . ; : ,
will be consolidated or will cease to be consolidated, 100 per cent of its profi tiirmation from the FCA that they are agreed. This must be updated and resubmitted

included in the calculation, whether or not a lesser interest is to be acquired. the date of approval of any circular and the FCA will need to be informed if the
percentage ratios change after initial discussions with the FCA and before

2423 The consideration test: the consideration divided by the aggregate mat
value of all the ordinary shares (excluding treasury shares) of the Lis
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CLASSI

the effect of the transaction on the company concerned, including any benefits |

The FCA may require the transaction to be aggregated with other transactiong inid
' which are expected to accrue to it as a result of the transaction; I

previous 12 months, for the purpose of classification. This will usually occur opj
is entered into with the same or a series of connected parties, if it relates to an ag
tion of securities in the same target or, together, such transactions lead tg the
company concerned having substantial involvement in a business activity which did
previously form a significant part of its principal activities. In such a case, the

transaction may be treated as falling with Class 1 even though, alone, it may ngg gq
(Listing Rule 12.2.10). '

details of any service contracts of proposed directors of the company concerned; |

in the case of a disposal, the application of the sale proceeds;

for a disposal, if shares or other securities are to form part of the consideration
received, a statement as to whether they are to be sold or retained;

There are special rules for property companies, mineral companies and sejeng
research-based companies. details of key individuals important to the business or company which is the
subject of the transaction.

For comparison purposes, assets and profits are generally based on the latest p
audited consolidated accounts, or a published preliminary statement of annual e
the listed company concerned has published such a statement or will have don, 50
the time that the terms of the transaction are agreed. If, however, a balance sheet |
been published in a subsequent interim statement, then gross assets are based op
balance sheet. Figures on which the auditors are unable to report without modifica
must, however, be disregarded. The figures of the listed company concerned 1
adjusted to take account of transactions since the last accounts or half-year resyl
which information has already been published and the figures of the target compan
business must be adjusted to take account of such transactions where the transa
concerned would have been a Class 2 transaction or greater when classified again:
target as a whole. Net assets may be adjusted to take account of transactions sin
latest accounts or half-year results for which information has already been published,

announcement should be made without delay after terms have been agreed and this

ally be when the sale and purchase agreement is signed. The listed company has

seral obligation to notify major new developments which are not public knowledge

;wlﬁch mey ‘ead to a substantial movement in share price, save for transactions in |
course f regotiation where the information is restricted to defined classes of indi-
sale ot certain bodies who are made aware of its confidentiality. If there are leaks or
© += 4 possibility of a false market in the company, a warning notification will be
opriate.

2 Class 1 transactions

lass 1 transaction is one where any percentage ratio is 25 per cent or more.
24.3 Classification of transactions by reference to the clas: tasts elation to a Class 1 transaction, the listed company concerned must notify a RIS of
(ransaction as soon as possible after its terms have been agreed and that notification
15t include the information which would be required if it were a Class 2 transaction.
st also send an explanatory circular to its shareholders and obtain their prior
roval (which will be by ordinary resolution) for the transaction in a general meeting.
and purchase agreement and any other agreement effecting the transaction
e conditional on that approval being obtained.

24.3.1 Class 2 transactions

A Class 2 transaction is one where any of the relevant percentagi: ratios amounts to
cent or more but where none of them exceeds 25 per cent.

The listed company concerned must notify a regulatory information service (“RIS”)
the transaction as soon as possible after its terms have been agreed and that announe
ment must include:

erefore essential to establish as soon as possible whether a particular transaction
'be a Class | transaction and to build into the timetable the fact that, once the sale and
chase agreement has been signed, completion cannot take place until shareholders’

e details of the transaction, including the name of the other party; roval has been obtained, which will involve a notice period of at least 14 clear days.
® a description of the business in question; .3 Reverse takeovers
® the consideration and how it is being satisfied (including the terms verse takeover will arise where a listed company is acquiring a business, an unlisted

any or assets where any of the comparisons give rise to a percentage ratio of 100
1t or more or would result in a fundamental change in the business of the listed
pany or a change in board or voting control of the listed company. Where a listed
any 18 proposing to enter into a transaction which amounts to a reverse takeover, it
omply with the Class 1 requirements in respect of that transaction.

arrangements for deferred consideration);

® the value of the gross assets which are the subject of the transaction;

® the profits attributable to those assets;



The review also identified the need to improve public confidence in this aspect g
insolvency regime and found that, while pre-pack sales are an important me
rescuing struggling businesses, important changes were needed to increase the trang
ency of such transactions, boost the survival rates of the new business and j an
financial terms.

The recommendations of the review include:

BUYING FROM RECEIVERS AND ADMINISTRATORS

Chapter 27
The CRC Energy Efficiency Scheme

Creating a “pre-pack pool” where details of a proposed sale to a ¢g _
party can be shown to an independent person prior to the sale taking pl view
was considered that this would increase transparency and give greater ¢gp
fidence to creditors and others that the deal had been subject to independey
scrutiny.

egislation and policy are increasingly setting a trajectory for transition to a low-
mi economy so as to meet international and EU commitments.

the Climate Change Act 2008, the Government committed to an 80 per cent reduction
eenhouse gas emissions by 2050, with an interim target of 34 per cent by 2020, in
oh case againcva 1990 baseline. On January 22, 2014, the European Commission set
the new -liziate and energy targets for the EU Member States, which include a target
~eqiction in greenhouse gas emissions against a 1990 baseline by 2030.

Requesting connected parties to complete a “liability review” for the
company to improve its chances of success.

Requiring valuations to be carried out by a valuer who holds profess;
indemnity insurance to increase confidence that the sale is for a fair price,

CRC Energy Efficiency Scheme (the “CRC”)

Ensuring proper marketing is undertaken in order to maximise sale proce

There appears to have been widespread support for these recommendations from UK-wide CRC is an integral part of the overall policy and legislative structure

h will achieve the United Kingdom’s ambitions. The CRC was established under

that it will introduce legislation in response, as and when parliamentary time allows. RC Energy Efficiency Scheme Order 2010 (as amended)! (the “CRC Order”).

¢ CRC came into force on April 1, 2010 and will continue until March 31, 2043.
the CRC, organisations which are required to participate must submit allowances
each tonne of CO, equivalent emitted. It is a cap and trade scheme, meaning that
imber of allowances will be limited (except in the early years) but organisations
trade allowances to cover any shortfall or excess. The CRC is administered by
nyironment Agency in the UK. Enforcement of the CRC is the responsibility of the
ironment Agency in England, the Natural Resources Body in Wales, the Scottish
nment Protection Agency in Scotland and the Chief Inspector of the Department
Environment in Northern Ireland.

¢ CRC is divided into seven phases, the first phase being from April 1, 2010 to March
14. In this first phase of the scheme, the number of allowances was not limited
were issued at a fixed price of £12 each in 2013/14. From the start of the next
e, the “Initial Phase”, on April 1, 2014, the number of allowances will be limited
1l be sold in two fixed price sales of allowances for each year. One sale will be
on a cheaper, forecast or forward price and one sale will be a more expensive,
spective compliance sale. It is expected that, eventually, a secondary market in
allowances will emerge.

010/’768, as amended by the CRC Energy Efficiency Scheme (Amendment) Order 2011 (SI2011/234)
RC Energy Efficiency Scheme Order 2013 (SI2013/1119)
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Allowances are held in an electronic registry managed by the Environment Agency

s then converted to tonnes of CO, using published conversion factors and this
are surrendered electronically. '

_mines the amount of allowances that must be submitted.
As the CRC was originally enacted, the monies raised from the sale of allgy,
would be recycled (i.. paid back) to participants depending on how well they perfoy
in terms of reducing emissions. However, this recycling has now been remg N
meaning that the CRC is effectively an additional cost of doing business in the [y, '
Kingdom.

in exemptions apply to the requirement to submit allowances. These include
sions covered by climate change agreements and emissions from installations
red by the EU emissions trading scheme.

e first phase, where a participant in the CRC generates its own electricity then,
vided that it has not claimed Renewable Obligation Certificates (ROCs) or Feed-in
ffs (FITs) in respect of that electricity a credit is given in respect of that electricity
reducing the number of allowances to be submitted.

The CRC applies to large non-energy intensive users (large energy intensive users
covered by the EU emissions trading scheme or climate change agreements) in
public and private sectors and also to charities. Certain government departments my,
participate, but otherwise participation is determined by reference to qualificatig
criteria based on the consumption of electricity through half hourly settled ;
Examples of participants include banks, retailers, institutional landlords, data ge
owners, private equity funds, large joint ventures, private finance initiatives, pu
private partnerships, franchises, government departments and local authorities.

the next phase, which commences on April 1, 2014, and onwards, the government
onfirmed that the electricity generating credit will cease to exist under the CRC.
Department of Energy and Climate Change have published a consultation proposing
participant *i.0 generates its own electricity will have a choice between receiving
idy undet the Renewables Obligation or FITs, or reduce its liabilities under the

An organisation is required to register as a participant for a phase if it meets the qualifi.
cation criteria for that phase. The qualification criteria for the initial phase onwar . ~lly, if an entity is required to participate in the CRC then it must participate for
that the organisation has been supplied with qualifying electricity, for the purposes of (= , hole of a phase unless the administrator cancels their registration. Where a partici-
business activities, charitable activities or activities undertaken by a public body, meas- out leaves a group and does not register as a separate participant from the group in a
ured by a settled half hourly meter during the qualification year for the relevant pha equent phase; or the group no longer requests that it is a separate participant in a
and the organisation has been supplied with over 6,000 MWh of qualifying electricii, quent phase, then the administrator must cancel the registration of the participant
during that period. R has left the group. Where the registration of a participant is cancelled, the compli-
ccount must be closed and the administrator must cancel any allowances held in
Generally, groups of companies are treated as a single entity and, if the group 2+ a whole aceount immediately prior to its closure.
satisfies the qualification criteria, then the group must participate. The ex‘ent ofa gro
is determined by the definition of undertaking in s.1161(1) of the Cotapanies Act 20(
extended to include unincorporated associations carrying on charitahle activities, and
group undertaking is determined by reference to s.1161(5) of the Companies Act 2001
Only the UK members of the group are caught and so for groups with overseas holdin
companies, the group must nominate a member of the group to be primarily respon:
for compliance with the CRC. For UK groups, the highest parent company is
sible for compliance. Each member of a group required to participate is join
severally liable with each of the other members pursuant to the CRC Order.

\llowances are valid for the year in which they are issued and any subsequent year
ept that an allowance issued in a phase is not valid in respect of CRC emissions
in a subsequent phase. Therefore, allowances purchased in the first phase cannot
carried forward since they are issued at a fixed price which is expected to be consid-
bly lower than the price that will be set in future phases.

ure to surrender allowances attracts a penalty of £40 per tonne of CO, and the failure
e published thus having some reputational impact.

Significant Group Undertakings (“SGU) were required to participate in the CRC
first phase, but for the initial and subsequent phases, the concept of SGUs has bee
removed and the concept of a Participant Equivalent (PE) has been introduced. A
categorised as a single undertaking which is a member of a participant that i
enough to qualify for registration pursuant to the CRC in its own right. Organisa
will have to report on PEs at registration and in CRC reporting.

n addition to the requirement to submit allowances, participants must submit
ous reports and information. For the first phase, this included a “footprint
ort” (reporting on energy usage in the first year of a phase and which energy
onsumption is to be covered by the CRC) and a “residual measurement list” (ensuring
a participant reported on at least 90 per cent of its energy usage) and an annual
ort. Participants must also maintain records and permit the administrator to audit
records.
From April 1, 2014, each organisation required to participate in the CRC must repo!
its consumption of electricity and gas supplies (where gas is used for heating and
it exceeds 2% of their overall electricity consumption in the first year of the phe

et are both civil and criminal penalties for failures to comply with the requirements
he scheme,

T
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27.1 Corporate Aspects of the CRC—overview Overseas companies

The CRC applies to undertakings and group undertakings. highest parent organisation of a group is an overseas company then it must nomi-
UK based group member to be responsible for compliance with the scheme.

For the purposes of the CRC, an “undertaking” and a “group undertaking” are. de '
by reference to ss.1161 and 1162 of the Companies Act 2006. Private equity funds
In respect of each phase, an organisation must determine the extent of its group ¢
qualification day for the relevant phase. For the first phase, the qualification
December 31, 2008. For subsequent phases the qualification day is the March 31
qualification year. An organisation must participate in a phase if it meets the q
tion criteria for that phase. Where a group exists, the highest parent company j
group should register as a single participant.

ame rules apply to private equity funds as to any other corporate group and the
may be liable for the emissions of the investee companies.

Acquisitions and disposals

*'_rallya any acquisition or disposal of a group company will not affect responsibility
C compliance during a phase. The exception is an acquisition or disposal of an
J or a subsidiary undertaking registered in its own right as a participant. The effect
uch an acquisition or disposal depends on whether the transaction occurs pre or post
relevant auaification period. CRC compliance should feature as part of the due
ce in any corporate transaction, including ensuring that allowances have been
hesert and, where an SGU or subsidiary undertaking is being acquired and respon-
or compliance transferred, that those allowances are transferred to the purchaser.
tification of changes should feature in any post completion checklist.

In the majority of cases, the extent of a group will be assessed by reference to vo
rights attached to share ownership. However, in the absence of sufficient votin.g._.gm"
to determine whether a particular undertaking can be said to be a subsidiary of anoth
regard will be had to the other control tests under s.1162(2) and (4) of the Companj
Act 2006. In particular, whether one undertaking has the power to exercise a dom

influence over another will be relevant. :

27.2  Joint and several liability
. Franchises
Article 8(2) of the CRC Order imposes joint and several liability on each member,
a group so that each undertaking within a group may be liable for CRC compiane, hisor is responsible for the emissions of its franchisees even if the franchisee is
failures by any other member of a group. B ember of another group. An exception to this is if the franchisee is a tenant and the
dlord contracts for and takes a supply of electricity, in which case the landlord is
It may be possible to limit the extent to which group members are jointly a:.d severs onsible.
liable for each other by splitting a group for CRC purposes.
) 27.8 Landlord and tenant

27.3 Disaggregation i

determining whether an organisation meets the qualification criteria relating to
sumption of electricity, it is necessary to determine who is the signatory to the elec-
supply agreement and who receives a supply under that agreement. If a landlord
tracts for the electricity, takes a supply under that contract and meets the other quali-
n criteria, it will be required to participate in the scheme and will be responsible
the emissions of its tenants. The terms of the lease may not permit these costs to be
d on to the tenants and so the landlord will have to find other ways of incentivising
ants to reduce energy usage.

For the first phase, a Significant Group Undertaking (SGU) was an undertaking o
group of undertakings within a larger group which met the qualification crite
independent of the larger group. In these circumstances, the CRC permitte
SGUs to participate in the scheme separately from the larger group provided
the remainder of the group continued to meet the qualification criteria witho
the SGU. This division is known as “disaggregation” and in order to disag
an SGU, organisations had to submit an application as part of the registration proce
for a phase.
Annual reporting
For the initial and subsequent phases, pursuant to the CRC Order 2013, there is .
minimum threshold for disaggregation and the principle of SGUs has been remo
Instead, a group can disaggregate any subsidiary undertaking, as long as it is not
not include the highest parent undertaking.

RC obliges participants to produce an annual report on its CRC emissions by the
astworking day of July in each year of a phase.

government has previously published a league table setting out how participants
erformed in the CRC. The CRC annual report was used to identify the extent to
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