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para.11-02). If the claim can be quantified before the accounts for the period in

whic‘h the sale takes place are adopted, it may be possible to adjust the accounts to
provide for the claim.
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CHAPTER 4

General Points Relating to Warranties

DEFINED TERMS

To facilitate the drafting of the warranties, it is usual to make use of a number
of defined terms. In this book, the term “Company” (meaning the target company)
is used generally in the draft clauses.

Typical examples of further definitions are set out below, and these definitions
are used in the warranties and indemnities and draft clauses discussed throughout
the book. D4Snitions which relate to tax matters are, as explained in Chapter 10,
often contained in a separate tax schedule and these are, where relevant, discussed
in Chapter 10. The definitions intended for the tax covenant are contained within
it of r=“erred to by reference to those definitions outlined in the sale agreement.

{2A] Definitions

In this Agreement, the following expressions have the meanings stated,
namely:

“A ccounts” the audited financial statements of the Company as at and to
the Balance Sheet Date including the balance sheet and profit and loss ac-
count together with the notes on them, the cash flow statement and the
auditor’s and directors’ reports.

In the case of a business sale, this definition should be amended so that it refers
to the accounts of the vendor. It should be borne in mind by the vendors that, by
virtue of this definition, the accounts warranty will also cover the directors’ report.

“Accounting Standards” Statements of Standard Accounting Practice,
Financial Reporting Standards, Urgent Issue Task Force Abstracts, State-
ments of Recommended Practice and all other generally accepted ac-
counting principles applied to a United Kingdom company [at the date
hereof] [at the Balance Sheet Date] (excluding International Accounting
Standards and International Financial Reporting Standards issued by the
International Accounting Standards Board).

This definition essentially encapsulates UK GAAP, excluding International Ac-
counting Standards. The definition will need to be amended if they are relevant. The
appropriate applicable date for determining which accounting standards arc to ap-
ply will need to be considered. For the purposes of the warranties that relate to the
last statutory accounts, it will be by reference to the Balance Sheet Date, as that will
have been the last date to which the accounts were made up. In the case of comple-
tion accounts, the accounting standards in force as at completion may be the most
appropriate, although if they have changed since the Balance Sheet Date that may
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result in inconsistent accounting between the two. Depending upon the circum-
stances, this may be an issue. In relation to earn-out accounts, which might relate
to two or three financial periods after completion, it may be appropriate to refer to
the accounting standards then in force at the time of preparation of each set of earn-
out accounts, although this might give rise to a lot of uncertainty for the vendors,
and in some cases might have an unanticipated or adverse effect upon the earn-

out. Careful thought needs to be applied to ensure an outcome satisfactory to both
the vendors and the purchaser.

“Agreement” this agreement [and the schedules hereto] for the sale and
purchase of the Shares.

If the general interpretation clauses do not make it clear that schedules are

included as part of the agreement, then the wording in brackets should be added to
this definition.

““Associate” in relation to any person, a person who is connected with that
person within the meaning of the Corporation Tax Act 2010 ss.1122 and
1123,

“Balance Sheet Date” [.....] 20[.....] (being the date as at and to which the
Accounts were prepared),

“BA 2010 the Bribery Act 2010.

The BA 2010 received Royal Assent on 8 April 2010, and came into force on 1
July 2011. On its implementation, the BA 2010 repealed existing bribery laws and
is commonly considered to be one of the most stringent anti-corruption laws in the
world. It is not retrospective and therefore applies only to bribery and/or corrup-
tion that has taken place since its coming into force.

The BA 2010 introduced the following offences:

(1) offering, promising or giving a bribe (BA 2010 5.1);

(2) requesting, agreeing to receive or accepting a bribe (BA 2010 5.2);

(3) bribing a foreign public official (BA 2010 s.6); and

(4) commercial organisations failing to prevent bribery by those acting Gix their
behalf, where the bribery was intended to retain a business advantage for
the commercial organisations (BA 2010 .7).

The offences under BA 2010 ss.1, 2 and 6 apply to incidents beti 11 the UK and
outside the UK (if the act would constitute an offence if carried out in the UK)
providing there is a close connection (as defined in BA 2010 s.12(4)) between the
person offering, promising or giving the bribe and the UK. The offence under BA
2010 5.7 is a strict liability offence and applies to commercial organisations
incorporated in the UK or foreign companies carrying out business in the UK,
however minor that may be.

“Business Day” 9.00 am to 5.00 pm on any day other than Saturdays and
Sundays and bank holidays during which clearing banks are open for
business in the City of London.

This definition is usually relevant only if there is a gap between exchange of
contracts and completion where conditions are to be satisfied and completion is
expressed to take place on the next “Business Day” following satisfaction of the
conditions. The definition may also be used where deferred payments are to be

magde, to ensure that such payments are made on business days when banks are open
for business.
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“CA 19857 the Companies Act 1985, as amended.

“CA 2006 the Companies Act 2006.

«Cjvil Sanction” any of the sanctions referred to in the Regulatory
Enforcement and Sanctions Act 2008 s.36(1).

Under the Regulatory Enforcement and Sanc_tipns Ac.t 2093, the Enviyonment
Agency has been given new powers o impose “civil sanctions ’, including fixed ELI}(J
variable monetary penalties. Using these powers, the Enqunmem Agency can, in
effect, impose fines (and determine the amount) without going Fhmugh the courts.
Other civil sanctions that are open to the Environment Agency include: (i) issuing
compliance notices and stop notices, which can affect how and whz}t a company is
permittcd to do; (ii) issuing a restoration notice, requiring remedlgl action to be
taken; and (iii) accepting enforcement undertakings frorlnl compames—the?;e are
“yoluntary” agreements to take corrective actions. Failing to comply w1.th an
enforcement undertaking is a criminal offence, hence they are volluntary only in the
sense that they are offered voluntarily; once accepted by the Environment Agency,
they effectively have the force of law.

“Compaiies Acts” CA 2006 and CA 1985, and in each case, in so faF as
the sa=:e are in force at the date of this Agreement or in force at the time
of tiic relevant event for the purposes of the Warranties.

Thic definition goes further than being simply a consolidating delﬁnit.ion since it
secks to apply the relevant Companies Act to the relevant point in time for the
purposes of the warranties.

“Completion” completion of the sale and purchase of [the Shares] [the
Business]. )
«(onfidential Business Information” all or any information relating to the
following (details of which are not in the public domain) existing in any
form:

(1) the business methods, corporate plans, management s;tstems,
finances, new business opportunities or development projects of
the Company;

(2) the marketing or sales of any present or future product of -the
Company including, without limitation, customer names and lists
and other details of customers, financial information, sales and
targets, sales statistics, prices, market research reports and surveys
and advertising or other promotional material; and .

(3) any trade secrets or other information relating to the provision of
any product or services of the Company to which the Company at-
taches confidentiality or in respect of which the Company owes an
obligation of confidence to any third party.

This is a wide definition, the primary function of which is to provide expansiye
warranty cover; however, it is equally applicable to the usual non-competf{ restrlg-
tions that are generally contained in the sale agreement. In the context of a busi-
ness sale, definitions such as “Confidential Business Information” ar'1d l“Intel-
lectual Property Rights” are usually relevant for the purposes of identlfylng th.e
assets that are to be the subject of the sale. In the case of a business sale, this defini-
tion should be amended so that it refers to the vendor as opposed to the company.

“Criminal Property” shall be defined by reference to the Proceec!s of
Crime Act 2002 5.340(3) (but disregarding paragraph (b) of that section).




32 GENERAL POINTS RELATING TO WARRANTIES

The definition is derived from the interpretation section of the Proceeds of Crime
Act 2002 and relates to money laundering offences. The disregard of para.(b)
excludes knowledge or suspicion from the definition of “criminal property” (the
primary defence in cases of inadvertent receipt of criminal property) so as to make
the definition, absolute. Given the far-reaching nature of this definition, vendors

should take great care in the consideration and negotiation of the relevant
warranties.

“Cyber Security Controls” security controls to protect network and
information systems and data against threats coming from the internet.

The purchaser will want to know that the company has adequate cyber security
controls in place to resist cyber attacks. The definition covers not just basic protec-
tion from the most prevalent forms of threats coming from the internet, such as
common threats which require low levels of attacker skill, but also internet-based
threats generally which may compromise systems as well as data. Some threats are
direct, such as a Distributed Denial of Service (DDoS) attack on the company
website, or a ransomware attack, locking out the user and offering to restore ac-
cess for a fee. Others are indirect, for example to carry out a CEO phishing attack,
a criminal may first hack into an organisation’s mail server and then send an internal
email from the CEO’s actual email account, instructing a payment to be made to a
third party account.

In other scenarios, criminals may have entered the company’s systems but either
do nothing (perhaps because a second criminal gang is then to take over where the
first criminal gang left off) or simply use the system resources (e.g. to launch DDoS
attacks) rather than using the data. The systems and data to be protecied may be
hosted anywhere: for example company setvers on company premises; company’s
servers colocated in a third party data centre; third party servers hosted in a third
party data centre; or desktop machines, laptops, tablets, smartphones or remov-
able storage media. Systems include not just IT or telecoms systems but any device
attached to the internet such as CCTV systems, digital video recorders and ciher
embedded computers attached to the internet. The description in the defirition is
general because specific descriptions or lists risk quickly becoming out'oi date due
to the rapid pace of change in this area.

“Demand” any action, award, claim or other legal recourze; complaint,
cost, debt, demand, expense, fine, liability, loss, penalty vr proceeding, and
legal and other professionalfees and expenses.

“Disclosed” disclosed with sufficient information or particularity in the
Disclosure Letter to enable a reasonable purchaser to make an informed
assessment of the impact upon the Company of the matter disclosed [after
taking appropriate advice upon the matter and the relevant disclosure].

This is an attempt at defining the more or less established common law principle
of “fair disclosure”. A purchaser may seek to change the objective reference to a
reasonable purchaser to the subjective “Purchaser” and may find the concept of hav-
ing to take advice upon the subject matter and the terms of the disclosure itself
unacceptable. In most cases, where the vendors and the purchaser are well advised,
this simply reflects reality. In the case of a business sale, this definition should be
amended so that it refers to the vendor as opposed to the company.

“Disclosure Letter” the disclosure letter (together with all documents at-
tached or appended to it), having the same date as this Agreement, from
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the Vendors to the Purchaser and delivered to the Purchaser immediately
prior to execution of this Agreement.

As to the form and content of the disclosure letter, see Chapter 9.

“Encumbrance” any mortgage, charge, debenture, assignment or assigqa-
tion by way of security, guarantee, indemnity, hypn_thecation, rest}'lc-
tion, right to acquire, right of pre-emption, option, right ot: conversion,
pledge, declaration of trust, lien, right of set-off or countercla_lm, comblqa-
tion of accounts, retention of title arrangement, third party right or equity
or any other security interest, encumbrance or preferential arrangement
whatsoever, howsoever created or arising and any agreement or arrange-
ment to create any of the above.

“Epvironment” includes any or all of the following media: air, water and
land; the medium of air includes the air within buildings and the air
within other natural or man-made structures above or below ground and
the medium of water includes ground water and aquifers.
“Environmental Claim” any actual, pending or threatened claim, notice
of violation, prosecution, demand, action, official warning, ahatemept or
other oider or notice (conditional or otherwise) relating to any Environ-
men-al Viatters or Environmental Liabilities and any other notification or
order requiring compliance with the terms of any Environmental Licence
o1 Environmental Laws. .
“Invironmental Damage” any pollution, contamination, degradation,
damage or injury caused by, related to or arising from or in connection
with the presence, generation, use, handling, processing, treatment, stor-
age, transportation, disposal or release of any Hazardous Substance.
“Environmental Laws” any Official Requirements relating to the protec-
tion of the Environment or the control or prevention or remedying of
Environmental Damage or the control of Hazardous Substances.
“Environmental Liabilities” any liabilities, responsibilities, claims, losses,
costs (including remedial, removal, response, abatement, clean-up,
investigative and/or monitoring costs), damages, expenses, charges, as-
sessments, liens, penalties and fines which are incurred by, as_serted
against or imposed upon a person as a result of or in connection w1_th any
violation of or non-compliance with Environmental Laws (including the
failure to procure or violation of any Environmental Licence required by
Environmental Laws); or any Environmental Damage.

“Environmental Licence” any permit, licence, authorisation, consent,
registration, exemption or other approval obtained or which ought to Pave
been obtained pursuant to any Environmental Laws at any time by either
the Company and/or in relation to the business carried on by the
Company.

“Environmental Matters’”’ means any of the following:

(1) any generation, deposit, keeping, treatment, transportation,
transmission, handling or manufacture of any Hazardous Sub-
stances;

(2) damage to property, nuisances, noise, defective premises, health
and safety at work or elsewhere;

(3) the carrying out of a development (as defined in the Town and
Country Planning Act 1990 s5.55(1)); and -

(4) the pollution, conservation or protection of the Environment
whether relating to man or any living organisms supported by the
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Environment or any other matter whatsoever affecting the
Environment or any part of it.

The environmental definitions are extremely wide, and great care should be taken
by the vendors when reviewing them for the purposes of the warranties. Where the
purchaser requires an indemnity in respect of a specific environmental maiter, or
all environmental matters, then these definitions will double for that. In the case of
a business sale, this definition should be amended so that it refers to the vendor as
opposed to the company. For further discussion on the environmental warranties,
please refer to 1.5 in Chapter 7.

“FA” the Finance Act.

“Hazardous Substances” any solid, liquid, gas, noise and any other
substance or thing which causes or may cause harm (alone or in combina-
tion with any other substance) to the Environment or any structure, thing
or living organism within the Environment including any substance
regulated under any Environmental Laws.

“HMRC” HM Revenue & Customs.

This definition is used in conjunction with the definition of “Taxation Authority”.

“Intellectual Property” all copyright and related rights, moral rights,
design rights, registered designs, database rights, [semi-conductor
topography rights,] patents, rights to inventions, [utility models,] busi-
ness names, trade marks, [service marks,] trade names, domain names,
[rights in get-up,] know-how, trade secrets and rights in Confidential Busi-
ness Information, rights to goodwill or to sue for passing off or unfair
competition, and any other intellectual property rights or rights of a
similar nature (in each case whether or not registered) and all applica-
tions for any of them which may subsist anywhere in the world.

As this definition will form the basis of numerous intellectual property wartaw-
ties, the vendors should consider whether its scope is unduly wide and whcther
certain of the rights referred to are inappropriate, for example semi-conductor
topography rights. In particular, the general words “and any other intellectual
property rights or rights of a similar nature ... which may subsist-anyyihere in the
world” may be unacceptable if the target company carries on bucinzss in a number
of foreign jurisdictions. Conversely in the context of a business sale the purchaser
will want to ensure that it acquires all relevant intellectual property rights existing
anywhere in the world and warranty protection in relation to all such rights, whether
the sale is of a business or shares. The term “unfair competition” is included because
under the 1883 Paris Convention for the Protection of Industrial Property (as
revised), the UK is bound to assure its nationals of effective protection against
unfair competition. Whilst the courts have preferred to consider cases under the nar-
rower tort of passing off rather than recognising a general tort of unfair competi-
tion, the purchaser will want to acquire any such rights, and will need to do so where
the target company conducts business in a jurisdiction which has “unfair” competi-
tion laws, such as the US, Australia and many European countries.

“Intellectual Property Rights” all Intellectual Property owned or used or
exploited by the Company or in relation to its business.

In the case of a business sale, this definition should be amended so that it refers
to the vendor as opposed to the company.
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“JTA 1984 the Inheritance Tax Act 1984.

“IT Contracts” all agreements and other arrangements what_soever under
which any third party (including a group corqpany).pmv-ldes any i.?lE-
ment of, or services relating to, the I'T Systems, 11_1cl|_1dmg without limita-
tion leasing, hire purchase, licensing, s.ubscrlptfon,'supply, escrow,
maintenance, support, hosting, colocation, monitoring and services
agreements.

It may be necessary to list in a schedule to the sale agreement any sqic::h IT
contracts that are in place. This is because IT systems are an essenﬂz_tl buﬁ ogten 9£
significant cost to a business. There are specific risks, such as Emderhcensm,,d. (fnl?f
having enough software licences in place), associated w1tll1 poor manage@ent 0
contracts. Asking the vendors to list the IT contracts will give the purchaser Eil‘l
overview of the arrangements in place, and W]![ help to indicate issues at arll' early
stage. For example, there may be obvious gaps in the list, mdlcatn_fc of kuncler [1tcens—
ing or poor management, such as a lack of an escrow agreement for a ey soltgtaﬁz
application; there may be issues of compatibility and therefore integration -mth !
purchaser’s own systems. Where cleallnf,:,r with gmlups of cgmpames, note that a
group compary of the target company will be a “third party™.

“IT(E™) A 2003 the Income Tax (Earnings and P_ensions) Act 2003. )

“IT Systems” all hardware, multifunctim-lal devices, handh.eld devices,
Svrmuware, peripherals, communication links, sto.rage megila, back-.up
cystems, networking equipment, telecommunications equipment, wi-fi
equipment and other equipment used by or on behalf of the Company
together with all software [and all source, obJect_ and executable codes],
databases, social media, hosted services and websites used by or on behalf

of the Company.

As most businesses are increasingly reliant on their IT and computer systems, it
is usual to include specific warranties relating (o lhem: Such warranties are 1r_1{:1uclled
in para.7-251. The vendors are unlikely to want to give any warranties in 1elat10_n
to their IT infrastructure to the extent that IT is shared with othe.:rs, for examplc if
it is provided by third party service providers such as hosted services or othpr tc?rms
of cloud provision or social media. However, the purchaser ?N.]_ﬂ still expect infor mzltl—c
tion to be provided in relation to this area during the due diligence process, even i
no warranties are given in relation to the infrastructure. The purchaser w111_ need to
know that these third party systems can continue to operate post-completion, and
will expect warranties in relation to the target company’s sqﬂware or content pf:ld
in the infrastructure. Likewise, information on BYOD (bring your own device),
where employees’ own mobile or tablet devices are qonﬁgured for cornpanl();
purposes, will be required for due diligence. The wording in square bracke_ts shou
be included where the software has been written by, or gpeclﬁcally for, the target
company. Without the source code and object code libraries, the pur.chaser will not
be able to continue to develop the software. In the case of a business sale, this
definition should be amended so that it refers to the vendor as opposed to the
company.

“Licence” a licence, permit, certificate, consent, approval, f?lmg of
notifications, reports and assessments, registrations or ﬂ-llﬂ]DI'lsath.l'lS
required by law for operation of the Company’s business, its OWDEI'Shl];J,
use, possession or occupation of any asset or the performance of this
Agreement.

This is a consolidating definition which is designed to cover all types of licences,
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consents etc. which a target company is required to have in order to operate its
business. In the case of a business sale, this definition should be amended so that
it refers to the vendor as opposed Lo the company.

“LPMPA 1994” the Law of Property (Miscellaneous Provisions) Act 1994,

See para.4-08 for a discussion of the covenants that are implied under the Act into
an instrument effecting a disposition of assets where the disposition is expressed
to be made “with full title guarantee” or “with limited title guarantee”,

“Management Accounts” the unaudited balance sheet of the Company as
at [.....] and the unaudited profit and loss account of the Company for the
period ended on [.....] copies of which are attached to the Disclosure Letter,

The period of the management accounts should run from the date of the last
audited accounts to the date of the most recent management accounts. In the case
of a sale of part of the business of a company, it may not be possible to extract
relevant information from the last accounts, in which case the purchaser will be reli-
ant upon management accounts produced in respect of the business to be acquired.
In these circumstances, the purchaser may require that the management accounts
cover a longer period, for example two or three years. In the case of a business sale

this definition should be amended so that it refers to the vendor as opposed to the
company.

“Non-Taxation Warranties” those warranties other than the Taxation
Warranties,

The definition is included in order to differentiate between the non-taxation and
taxation warranties. In the context of a share sale, the taxation warranties are now
typically included in a tax schedule that deals with the taxation covenant, the taxa-
tion warranties and the limitations that are to apply to them. See Chapter 10 for
re there is not a separate tax schedule,
it is customary to distinguish between the taxation and non-taxation warranties: 4s
there are usually different limitation provisions that apply to them.

“Official Requirement”’ any law, statute, ordinance, pact, decree, treaty,
code, rule, regulation, directive, order, notice or official publisiied plan or

policy with legal or actual force in any geographical area aocior for any
class of persons,

The vendors will undoubtedly be asked (o provide a “compliance with all laws”
Lype warranty, and this definition will form the basis of that warranty. The defini-
tion is wide-ranging, and the vendors are likely to wish to reduce the scope of it.
See para.7-119 for a discussion of approaches that the vendors should consider
when reviewing and negotiating the “compliance with all laws” warranty in the
context of a share sale. In the context of a business sale this is likely to be less of
an issue, as liabilities will generally remain with the vendor,

“Planning Acts” the Town and Country Planning Act 1990; the Planning
(Listed Buildings and Conservation Areas) Act 1990; the Planning
(Hazardous Substances) Act 1990; the Planning (Consequential Provi-
sions) Act 1990; the Planning and Compensation Act 1991 ; the Planning
and Compulsory Purchase Act 2004; the Planning Act 2008; and any

other legislation from time to time regulating the use or development of
Iand.
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ies briefly described in
& ies”” the [leasehold and freehold] propertles
Slc);ggslr:lff...] anE:l reference to a “Property” include a reference to each

individual Properties. _ _
gislgll:axlne(s)” [details of disclosed pension scheme(s) to be inserted].

A target company or target group may have one or morebpenslijori; 'Eli'ir'anglgl\ﬁzgi
i iti : Iso bear liabilities t
i his definition. A target company may a .
e "Wi onnected arrangement) it no longer
arrangement (or an other wise unco rang _ .
aa%L({):lilgates ingor in relation to which it has given guaranteesbor I_las Otr}:;ycinrf;ﬁe
iabilities, itself. Similarly, a target business
iabilities, but does not operate i ‘ ; ude
zbmlglloyees who have rights under one or more pension arrangements, whethe
erated by the vendor. oy ]
HOEF(I}'E;SC arralfgements may take a number of 201‘1{15, suci Eisct;;ztnggieslac:;
i Xola ’
i i hemes, contract-based individual or workp :
e hi " lso ki life) schemes. With auto-
: nown as group life
ust-based death in service (also Ith auto-
ggrtt:lment being extended to all employers by I;ebruary 21?”155;, F;[)]fiztiﬁr éﬁfﬁl Zumore
i ings Trust (also known as
ational Employment Savings : N . s
[t)r;zgﬂem as every employer will have to provide a Iienbll'on anangeli:r;insulgomc’
ing [ ’ t’s Fair Deal policy concerning lsou
ing the =extension of the Governmen : Qutye
FO]l?{YO%’ubcr 2013, increasing numbers of companies may be lparﬁcl:ép;iggjg_
lel:sployers'm the National Health Service pension scheme andp({;l;f;lr ;)u1 ’ 1‘3l sector
i i i ipating em ;
0N, 5 that hitherto did not permit participa : T ]
P ion S hich cessible before the policy
g cheme, which was ac
to the 1ocal Government Pensmp eme, ety o et s
iff forms of pension arrangement are s bj
- AT i i - each will be different. Although not
i ¢ ranties required for each wi Liff
regimes and hence the warr d f it i o
i ensi ts as defined in the legislation, .
strictly pension arrangemen : sl e
i anent health insurance scheme:
such as income replacement or perm e e
i iti “Scheme(s)” for the sake of con .
ded under the definition, of “Sc . ) . : ‘s
::lnocﬁlot fit comfortably elsewhere. Clearly, different warranties will apply to the
ngements. .
m&’f@re due diligence reveals that the target company has a number ofb f;r]rlz::réis_
ments of different types or links to more than one arrangement, it tsay
sary to break down the definition of “Scheme(s) into sub~cal3§;)1;:1].broadly e
i iscussed i 7 and 8, pensions warranti
As will be discussed in Chapters . : : 3D
four categories: those that apply to the target regardless of the ar{%n%eggn;,eneﬁt”
that apply to all types of arrangements; those that apply only to ci °d benefi”
arrangements (also known as final salary, career average or ?,ash balance " (aio
ments); and those that apply only to “defined contribution” arrangemen S
; rangements).
known as money purchase arrangemen L | s
Hence, sub-definitions such as “the DB Scheme(s) or “the DC Sfchf:r:‘lttla(Sf;)n_| emm g
be used t’o target specific warranties to the appropriate tflateg?rlcs ?1 dai:"alu% ! eac};
i 3 ‘ diligence concerning the nature and s e
Depending on the results of due dilig 1 i
i -essary to consider more spec finit]
of the arrangements, it may be necess S ey
initi B ", such as “the Group Persona
under the definition of “Scheme(s)”, su g Tons ot
A o lan”, “the Open Scheme” (w .
“GPP” for short), “the Workplace P , : ' -
cSlI;l is continuing), “the Closed Scheme” (where the scheme may Illaye.b((i:esr:: ﬁ:a?izg
to new members or new accruals of benefit), “the S{n;]] Sf:lf:{\({inl:}lsl;gifl)i e
" ? “the Self-Invested Personal Pension™ (or art),
(or “SSAS” for short), “the sonal : iy,
i P h precision is necessary .
“the Unregistered Scheme”, etc. Suc . (
scheme(s)cis/are adequately defined and that the warranties provide appropriate
comfort and risk apportionment. .
In order to precisely define a pension arrangement, the draftsman should seek t
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ascertain the arrangement’s full legal name from the governing documents, the
eight-digit pension scheme registration (PSR) number issued by the Pensiong
Regulator (for occupational schemes), the eight-di git and two-letter pension scheme
tax reference (PSTR) issued by HMRC (which replaced the 15-digit and one-

“approved” schemes), or the name and reference number of the scheme administra-
tor from the annual renewal documentation (for contract-based arrangements such
as group personal pension and stakeholder plans). Certain unregistered pension ar-
rangements will not have these reference numbers and other means of identifica-
tion by reference to disclosed documents may be necessary,

“Sensitive Payments”’ means any of the following (whether or not illegal):
(1) commercial bribes, bribes or kickbacks paid to any person includ-
ing central or local government officials, trade union officials or
employees including, without limitation, where the bribe is made
with the intention of obtaining or retaining business for the
Company or to obtain or retain an advantage in the conduct of the
business of the Company, other than any circumstances which
amount to an offence under the BA 201 0;

(2) amounts received with an understanding that rebates or refunds
will be made in contravention of the laws of any jurisdiction either
directly or through a third party, other than any circumstances
which amount to an offence under the BA 2010;

(3) political contributions;

(4) payments or commitments (whether made in the form of commis-
sions, payments or fees for goods received or otherwise) made with
the understanding or under circumstances that would indicate that
all or part of the payment or commitment is to be paid by the
recipient to central or local sovernment officials or as a com-
mercial bribe, influence, payment or kickback, other than zn \'§
circumstances which amount to an offence under the BA 2010;

(5) any payment deemed illegal under the Prevention of Corvuption
Acts 1889 to 1916 (to the extent that such Act is still in force at the
date of the payment);

(6) afinancial or other advantage offered, promised, given or made or
requested, agreed to or accepted in breach of s.1 (Qffences of brib-
ing another person), 5.2 (Offences relating to being bribed) or 5.6
(Bribing of foreign officials) of the BA 2010; and

(7) any bribe to a foreign public official where the intention is to influ-

ence such official in his/her capacity as a foreign public official
other than any circumstances which amount to an offence under
the BA 2010.
“Shares” the fully paid-up shares in the capital of the Company to be
bought and sold pursuant to clause [.....] and comprising the whole of the
issued and allotted share capital of the Company.

This definition will be relevant only on a share sale, and the reference to “allot-
ted” shares is unnecessary unless shares have been allot[ed¥perhaps on provisional
allotment letters—but without the allottees having been entered in the register of
members (National Westminster Bank Plc v Inland Revenue Commissioners | 1994
IWL.R. 159).

This definition would not be relevant for a business sale.
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“Social Media” all social media or social nefworking sites and services
used by or on behalf of the Company for business purposes.

i i i i . This
Companies increasingly use social media to promote their businesses

deﬁn] ion is g [ lty carried out by the larget Compan.y.

it s desi ned to cover all relevant activi > . : :

P 11'6 fer to para 7-278 for discussion of the concerns the relevant Warranty wil
ease .

I to address. In the case of a business sale, this definition should be amended
zgethat it refers to the vendor as opposed to the company.

idi i in CA 2006 s.1162 save
# idiary” a subsidiary undertaking as defined in Y
t]ill]tb :lgzﬁ)any shall be treated, for the purpolsjes cz tgztggrggﬁ:sgg
i i i hss. 1162(2), as a member of a
requirement contained in su i oy b v
if its shares in that other company are regi 1 X )
zz%l:hlill'tf)erson (or its nominee) whether by way of security or in connec
tion with the taking of security, or (b) its nominee.

It was held in Farstad Supply A/S v Enviroco Ltd [203 1'] EJKlseg3 l'le6|] g;a;[oﬁ‘éi f;{(])r(l)g
i “ R idiary” or “Holding Company” is by refere :
g e s ity is registered in the register of
; d a bank or other entity is registe gister
5.1159 or CA 1985 5.736, an s oL ity | e
in recope areholding in another, by way
members in recpect of a company’s s Frdegas bl ks
; N hen that company could not, - the p o1 (e
security ovzr ‘hose shares, t n ‘ o
iti e diary. Consequently, the de diz
definition, bz classed as a subsi ‘ o el
ival hould be defined by reference tolthe efin !
i : (1“[ i:;n;jt’ isn (gA 2006 s.1162. This definition is unlikely to be required on a
unacre
Lisiness sale. t _—
i i ties, imposts, gov
£ tiom or Tax’ all forms of taxation, duties, .
clT:rx;le; (whether international, national or local) a;dt:]ev:esf‘:f;l:%?lt;:f:;
i d and whether o
henever created, enacted or imposed |
gﬁg‘:lom or elsewhere’ and without prejudice to the generality of that
ion includes: . ) . .
ex{()ffssilncome tax, corporation tax, capital gains tax, inheritance ttax,
stamp duty, stamp duty reserve tax, sta'mp duty land tz_lx rates,
VAT, customs and other import duties, insurance [_)remlurr(lj tax,
Naﬁ:mal Insurance contributions, amounts for which theh (t)n;:
pany is liable to account under PAYE and any payment Wt ats
ever which the Company may be or become bound to make to anty-
Taxation Authority or any other person as a resqlt of any enac
ment relating to taxation and any other taxes, duties or levies sup-
i i bove; and
lementing or replacing any of the a ve; o
(2) gll costs, charges, interests, fines, pE]la.ltlES and expenses malrien_t:;
or relating to any taxation, duties, 1mp::)sts, charges an g;;l :
whatsoever (including without limitation any such describe

above).

The wide scope of the definition of “Taxation” can ha}llve unlel)q?e_(r:]tepc:l rr:sﬁu})tz,

i it i [ 1 warranties such as cl.1.1 i .5-04.
articularly in relation to the more genera _ cL1. :
I“i"his is disZussed in more detail in relation to the specific tax provisions at para.10

16. . . ~ b
In the case of a business sale, the definition should be amended so that it refers

to the vendor as opposed to the company.
“Taxation Authority” HMRC, its predecessor bodies, or any statutory or

governmental authority or body (whether. ii-l the _Unitft.ad Klggrcllom or
elsewhere) involved in the collection or administration of taxation.
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“Tax Covenant” the covenant contained in Part 3 of Schedule [3],

The tax covenant is discussed in detail in Chapter 10, Thjs is not applicah]e in
relation to a business sale.

“Tax Warranties” the warranties in Part B of Schedule [3),

A definition referring specifically to those of the Wwarranties dealing with taxa-
tion will be required if, as suggested in Chapter 10, the limitations applicable to the
tax warranties are different from the limitations applying to the warranties generally,

“TCGA 1992” the Taxation of Chargeable Gains Act 1992,

“TMA 1970” the Taxes Management Act 1970,

“VATA 1994” the Value Added Tax Act 1994,

“Warranties” the warranties[, representations and undertakings] of the
Vendors contained in [this Agreement] [clavse [.....] and] Schedules [aecd
and the Tax Warranties and “Warranty” means anyone of them,

It is assumed that the Wwarranties discussed in the following chapters are contained
in a schedule. This js the usual and most convenient way of dealing with them.

This definition needs care ul attention. The agreement will invariably contain a
clause similar to ¢].3C which imposes an obligation on the vendors in relation to
“the Warranties” which is of considerable importance. A general definition such ag
the above, if the words in brackets on the first line are included, as is often the case,
obscures the commitments which are undertaken. When it is being reviewed, the
following points should be taken into account:

(1) The warranty obligations accepted by the vendors wil] apply not only to
warranties as normally understood but also o wider matters, which might
amount to representations or undertakings assuming that the wordin gin
brackets in the first line is included. It would be usyal, therefore, for well-
advised vendors to ensure that this wording is deleted so that the obliga-
tions extend only to the intended warranties.

(2) The final draft of the sale agreement, after it has been amended 5y the
vendors’ solicitors, will usually include restrictions on the pericd within
which claims for breach of the “Warranties” must be brought and on the
amounts which can be claimed (see paras 11-02 to 11-09). ke definition
of “Warranties” set out above would extend, for example 5 the obliga-

purchaser. The purpose of secking to suggest that the statemenig contained
in the relevant clause or schedule (which to all intents and purposes is
intended to be the warranties) are also expressed as representations is to seek
to have the benefit of alternative remedies under the Misrepresentation Act
1967, as well as a conventional damages claim for breach of contract. Please

refer to Chapter 3 for 3 discussion of the available remedies and thejr ap-
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i to rel
11 n appropriatel Worded dalnages Clause, rathef thaﬂ Seeklng (8] y
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i entati 1967.
icability of the Misrepresentation Act . o
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) ?n}ll:f;;sg gf contract or for misrepresentation (see para.3-01).
for

st Vv o o presenta"
(l() S Wi Wlbll { CXCIUdC l]ah]]lty fOI not ra le L misr
MO el
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i anddW]fraudulent misrepresentation—see para.S-Os Erthe e assB
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i a];iee‘:[!(e):s tFI)Esyby ensuring that the limitation p1r(:n/1s10tnsC 2}131;1; ;}O n); Lo he
| nibd g han other parts of the agreement. Cai
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B antlt‘:[S l::lreisurc that the fundamental title warranties are] én;)t cro;ljce toya ko
e toction provisions and that is why retel:ence shou e['?n bt o
L ef he sale agreement which will contain thc.non-taxa i0 oy
SChEdu]efl) [ngtbthe fﬁndamemal warranties, which will be contained sep
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clause in the main body of the sale agreement.
a

of
“Warraniy Claim” any claim made by the Purchaser for breach of any
‘War ),

the Wairanties.

{ ing are often included:
In 2ddiiion to the definitions suggested above, the following are often inclu
naidiu

h
“month” a calendar mont .
i d vice versa
ingular includes the plural an
;l:l‘;sgiirence to one gender shall include all genders.

iti in f ired as they are contained in Law of
it C.mlﬁ9nZl;1{sm6S 1 aarr?dlial;;fyt, E(;}ers:q:xcluded, for the purpose of do‘?urlr‘lf:élnt,s’
ety A.C ' thy oﬁ]mencement of the Act. Section 61 also prolwdes thzit tpe ;eta-
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I{]Chfels 139‘;%1'52;&1) Where this could be a matter of concern, it would be approp
tion Act A1),

ate to add: _—
“person” includes a firm or other body of persons.

STATUTORY REFERENCES

i isi ferred to in
It is usual to find a definition concerning tlhe statutory Pro;gs;g:s re
the warranties and indemnities substantially in the following :

[3B] Statutory references

rovision, statutory instru-
ny statute, or to any statlltql‘y p e
Refere(lllgf i):'orggzlation n;ade thereunder, include .that statutel,ig;(t)::lmre:
!nent, Orent order or regulation as amended, modified, cori;ﬂ; g of,this
mStrtuglor r,eplaced from time to time, whether before otr afterovision Tt ot
e : i tatute, statntory pr ’
d also include any previous st s 3 ~enacted or
Agr{;en;:gz: If.:r regulation, amended, modified, CODSOlldategial;‘iaof]na
:':;[lla::ed by such statute, provision, instrument, order or reg
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ing the phrases in brackets (re-ena [ i
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als 1 _ ect of retrospective legislation i
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THE WARRANTY OBLIGATION
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ey, as will be seen from the definition of “Warranties” in para 4g01p The
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[3C] The Warranties
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IMPLIED WARRANTIES AS TO TITLE

In addition, cl.3C, by inclusion of the word “represent”, provides for the warran-
ties to constitute representations as well as warranties. This provides the purchaser
with additional remedies for breach of warranty at common law and under the
Misrepresentation Act 1967. If, however, the relevant representations have been
relied upon, see Chapter 3 for the remedies available in cases ol misrepresentation.
In practice, however, rescission is unlikely to be available by the time the
representation has been found to be wrong, in which case the purchaser’s remedy
will be to seek damages—the same as if the warranties were not also
representations. The vendors will nonetheless wish to delete references to
rcpresentations, and to include an entire agreement clause excluding liability for
representations made (see Chapter 3). Please refer to the definition of “Warran-
ties” for further discussion on this point.

In a case where there is doubt about the abilities of the target company or the
purchaser to continue in business, the vendors might wish to qualify the warranty

by adding the words:

“. .. and all the Warranties are given on the basis that [the Company will
carry on-its business as a going concern] [the Business will be carried on

as a ge'ng concern].”

The purpose of this addition is to avoid any possibility that the vendors should
bear exfia liabilities which arise only by reason of a cessation of business—such
ad rerundancy payments to employees or balancing charges in respect of plant and
= quipment—and should be acceptable to the purchaser.

IMPLIED WARRANTIES AS TO TITLE

The LPMPA 1994 provides for certain covenants to be implied in an instrument
effecting a disposition of assets where the disposition is expressed to be made “with
full title guarantee™ or “with limited title guarantee”. In both cases, the implied
covenants may be limited or extended by the instrument itself.

The covenants implied by using the formula “with full title guarantee” are that:

(1) the person making the disposition has the right to dispose of the asset as he
purports to (5.2(1));

(2) he will, at his own cost, do all that he reasonably can to give the person to

whom he disposes of the asset the title he purports to give (s.2(2)); and

(3) the disposer is disposing of the asset free from all charges and encumbrances

and from all other rights exercisable by third parties other than rights which
the disposer does not and could not reasonably be expected to know about
(s.3(1)).

The first two of these covenants are also implied by the words “with limited title
guarantee”, The third covenant adds that the disposer has not, since the last disposi-
tion for value:

(1) charged or encumbered the asset by means of a charge or encumbrance

which subsists when he makes the disposition; or

(2) granted third party rights in relation to the asset which subsists; or

(3) suffered the asset to be charged or encumbered or subjected to third party

rights and that he is not aware that anyone else has done so since the last
disposition for value (s.3(3)).
With both types of title guarantee, the covenants do not apply to anything of which
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i e ;
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[3E] Application of Warranties to past events

The Vendors shall not be liable, in relation to a breach of the Warranties, if
and to the extent that the breach is primarily attributable to anything which

occurred prior to [.....].

Although the vendors may seek to justify the principle underlying this clause on
the basis that they cannot warrant the correctness of statements where they have no
means of knowing whether or not they are accurate, this argument, which is based
on the checklist function of the warranties, is flawed. Either the vendors or the
purchaser must accept the risk of inaccuracy and, if neither of them has knowledge
of the applicable facts, they must decide by negotiation where the risk is to lie. If
the purchaser accepts the principle, the wording of ¢l.3E is more likely to be ap-
proved if “primarily” is omitted or replaced by “wholly”. In addition, the purchaser
should require the vendors to assign to it, or to enforce for its benefit, any warran-
ties in relation to the target company or business which were obtained when the
vendors made their acquisition (see para.2-12). In practice, most purchasers would
expect the verdors to bear the risk in these circumstances,

The vendars.may also wish to restrict the warranties so that liability will not arise
if a breact. o7 warranty results from the combined effect of events both before and

after corapletion.
[281 “Effect of post-Completion events

The Vendors shall not be liable for a claim under the Warranties which
would not have arisen but for anything occurring after Completion.

A purchaser will usually want to ensure that such a clause does not negate any
warranty claim which arises as a result of a combination of circumstances occur-
ring before and after completion when those that occurred after completion either
are in the ordinary course of the business or were contractually committed to prior
to completion.

DATE OF APPLICATION OF WARRANTIES

Although completion may follow immediately upon the exchange of the
contracts for the purchase of the target company or business, it is sometimes the
case that there is an interval between exchange of contracts and completion. This
may arise, for example, because certain consents are required, or where the
consideration is to be satisfied by a placing of shares. Where an interval exists, the
target company or business will usually continue to be run by the vendors, although
normally this will be for the benefit, and at the risk, of the purchaser.

The purchaser may therefore wish to include provisions in the sale agreement
which restrict the way in which the business of the target company or the acquired
business may be conducted in the intervening period (interregnum provisions) (see
Appendix 2, which contains an example of generic provisions that would be suit-
able in such circumstances). In addition, the purchaser will wish the warranties
contained in the sale agreement to apply both at the date of the exchange of
contracts and at completion and perhaps even at every moment in between, The first
of these dates is relevant as the purchaser will, in part, be relying upon the warran-
ties in deciding to enter into the sale agreement. It is also appropriate, from the
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purchaser’s point of view, for the warranties to be extended to completion, as the
purchaser will wish to protect itself so far as possible against any changes occur-
ring after contracts by passing the risk of them to the vendors.

As the vendors will generally control the target company or business until
completion, it is difficult for them to resist some extension of the warranties to
completion. It is likely that the vendors will be presented with clauses to cover these
aspects, similar to those which follow in this section. Great care needs to be taken
by the vendors in extending the warranties to completion, as that will substantially
erode the usual basis that the company or business is carried on after exchange of
contracts at the purchaser’s risk.

[3G] Events occurring prior to Completion

[Each of the Vendors] [The Vendor] will promptly disclose in writing to the
Purchaser any [material] circumstance which arises, or becomes known to
[him] [her] [it], prior to Completion and is inconsistent [in a material respect]
with any of the Warranties or the matters Disclosed[, or which might be mate-
rial to be known by a purchaser for value of [the Shares] [the Business]].

The purchaser will be justified in seeking to include this clause where it has a
right to rescind the contract if a breach of warranty occurs or is identified prior to
completion. The purchaser might also wish to retain the clause in any case on the
basis that, if difficulties arise before completion, notification should be given to it
so that it can plan appropriate corrective action. Whilst this argument has some
validity, the vendors might reasonably object to putting themselves in a position
where a failure to comply with the clause could give rise to a claim for damages.
Furthermore, they should not underestimate the considerable practical difficulty of
keeping constantly in mind in the period up to completion the wording of lengthy
and technical warranties.

The purchaser will probably insist that any disclosure under this provision is i1
writing, so that there can be no dispute afterwards as to whether the disclosure has
taken place. The vendors should therefore ensure that a written record is madc of
any relevant discussions which take place with the purchaser between conwacts and
completion. It would be usual if there were any relevant matters for a sup-
plementary disclosure letter containing details of them to be preparea and provided
at completion.

The clause as drafted refers to all the warranties and the vendors should consider
each warranty specifically to determine whether or not the obli gations imposed by
the clause should extend to that warranty. The vendors should also consider insert-
ing the references to materiality that are included in square brackets.

The suggested wording would require a disclosure of information which is in the
public domain and which does not relate specifically to the target company or
business. Thus, for example, during the interval between contracts and comple-
tion, there might be an announcement of new legislation to be introduced with ef-
fect from the date of the announcement. This could render a warranty incorrect, but
the vendors should not be required to make a disclosure of the ann ouncement, It is
therefore suggested that the vendors should consider qualifying the clause by add-
ing the words:

“... being a circumstance relating specifically to [the Company] [the
Business].”

The vendors would also wish to consider carefully whether the words “or which
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might be material to be known by a purchaser for value Qf [the ShaIe:s] [the Bu;l-
ness]” are acceptable, as they have no way of knowing what might affect a
purchaser in general rather than the actual purchaser.. Even to amend the clause so
that it applies only to matters which might be material to ble knf)»\{n by @c actual
purchaser may not be acceptable, as the vendors may have little lmformatlon about
the purchaser’s reasons for acquiring the target company or bu§1ness. )

A second clause which the purchaser would wish to include in caseslof df?terred
completion, in addition to any express restrictions such as are contained in Ap-
pendix 2, would be to the following effect:

[3H] Conduct of the Company pending Completion

The Vendors shall procure that, save as may be necessary Fo give effect_ to
this Agreement, the Company shall not, before Completion, without the prior
written consent of the Purchaser [knowingly] do, procure or allow arq_fthmg
which might constitute or result in a [material] breach of_ the Warrantles_, or
make any of them inaccurate or misleading, if they were given at Completion.

The equivalent wording in the case of a business sale would be:

“Save as may be necessary to give effect to this Agreement, the Vendor
skall not, before Completion, without the written consent of the Pu.rchaser
[knowingly] do, procure or allow anything which might constltuf,e or
result in a [material] breach of the Warranties, or make any of them inac-
curate or misleading, if they were given at Completion.”

The purpose of this provision is to apply the warranties on a c_ontinu_ing basis
throughout the interval between exchange of contracts and completion. It is accord-
ingly an onerous clavse, to be viewed with caution by the Vf:ndors. It they accept
it in principle, they should at least make sure that extraordl_nary transactions are
avoided during the period between contracts and completion. It wlould alsq be
reasonable for the vendors to qualify the clause by adding the following wording:

“[The Vendors] [The Vendor] shall not, however, be liable under this
clause for a breach which arises from the ordinary and proper course of
[business of the Company] [the Business].”

An example of an event which would come withjn_ this sentence is a routine
change in the identity of named employees (e.g. cl.6.1.1 in para.7-166). The ventiors
should also consider whether the word “might” should be replaced by “would” or
“would be likely to”. The third clause which the purchaser will require, whether yhc
interval between contracts and completion is short or long, is along the following
lines:

[3I] Warranties to apply at Completion

Each of the Warranties shall be deemed to be repeated, \:vith any necessary
modification, immediately before the time of Completion, with reference to the
facts then existing.

This clause differs from cl.3G in that it takes no account of \fvhlether any change
has been caused by the vendors or was within their control. It is inconsistent with
the concept, which is standard in conveyancing practice, that the risk of adverse
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CHAPTER 7

10 Residual liability
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10.1.1 surrendered any lease, licence or tenanc
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10.1 zr b“'l_dmgs pr evmuSI}: owned by the Company; or er lang transaction, 11 is helpful to have a complzehensiv_e standard form available which can
-4 assigned or otherwise disposed of, dealt with or hel be suitavly edited to deal with the particular circumstances of the target company
m such-a way that it retains any other residual liabi or deal) Vendors will not appreciate receiving an agreement that contains extensive
Or contingent) in respect thereof. wecraniies on areas that are of little or no relevance to the target company, or on
i ; . -+eas where there is already a mechanism in the agreement for addressing the
Ihis cla'use 15 designed to flush out any residual liability that the iz potential risk that the warra?lties are designed to co%er. For example, in circum-
. i e stances where there is to be a stock valuati%n exercise carried out and the purchase
Ok price adjusted based on the outcome of that, vendors will generally resist giving
- 1t 1s unlikely to cause the vendors any dif: warranties about the quality of the stock.
; For a systematic approach, it is essential, as well as being good practice, for the
warranties to be grouped into sections dealing with related subject matters. The fol-
lowing is an example of the headings which might usefully be considered other than
in relation to taxation and properties (which are dealt with separately in Chapters
5 and 6), each paragraph being analysed in some detail further on in this chapter.
The warranties themselves are repeated in Appendix 4, with the omission of the
amendments which are included within square brackets, which are put forward to
assist and protect the vendors.

. d any Property
lity (whether actual

warranty.

Clause Title
1 PRELIMINARY
1.1 Capacity and authority of the vendors
1.2 Ownership of shares
13 Share capital
14 Details of the company
1.5 Directors and shadow directors
1.6 Subsidiaries and branches
1.7 Options over the company’s capital
1.8 Commissions
’ 1.9 Elective resolutions
: 1.10 Constitutional documents, statutory books and resolutions
1.1 Documents filed

1.12 Possession of documents
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Clause
1.13
1.14
2
2.1
2.2
2.3
2.4
2.5
2.6
3
34
3.2
3.3
34
3
3.6
37
3.8
3.9
4
4.1

4.2
4.3
4.4
4.5
4.6
4.7
4.8
4.9
4.10
4.11
4.12
4.13
4.14
4.15
4.16
4.17
4.18
4.19
4.20
4.21
4.22

Title

Investigations

Information disclosed to the purchaser is correct
ACCOUNTS

The accounts

Valuation of inventory
Deferred taxation
Accounting reference date
Management accounts
Books and records
FINANCE

Capital commitments

Bank and other borrowings
Bank accounts
Continuation of facilities
Debts

Liabilities

Working capital
Dividends and distributions
Government grants
TRADING AND CONTRACTS

Changes in business activities and Jinancial position since the
balance sheet date

Vendors’ other interests and liabilities
Effect of sale of shares

Business conducted lawfull 'y

Joint ventures and partnerships
Agency agreemenis and agreements restricting business
Unfair trade and restrictive practices
Litigation

Winding-up

Compliance with statutes

Business names

Transactions involving directors
Powers of attorney and authorities
Licences and consents

Subsisting contracts
Breach of contract

Outstanding offers

Defective products
Service and product warranty liabilities
Purchases and sales from or to one party
Consumer protection
Data protection

Clause
.23
4,24
4.25
426
427
4.28
5
5.1
5.2
L
54
5.5
5.6
5.7
5.8
6
6.1
6.2
G 3
6.4
6.5
6.6
6.7
6.8
7
7.1
7.2
7.3
7.4
)
7.6
7
7.8
7.9
7.10
7.11
)
7.13
7.14
A
7.16
0 ird
7.18

INTRODUCTION

Title

Guarantees and indemnities
Connected persons contracts
Sensitive payments
Anti-corruption

Consultants’ reports

Modern slavery
ENVIRONMENTAL
Required permits

Breaches

Audits and surveys
Prosecutions

No claims

Hazardous substances

Work carried out under notices
Prior use

EMPLOYMENT

Employees, terms of employment and status

Claims and potential employee claims
Changes in remuneration
Bonus and share options schemes

Termination of contracts of employment

Industrial relations
Redundancies
Employee shareholders
PENSIONS
No other pension arrangements
Other company liabilities
Additional member’s rights
Workplace pension compliance
Full and accurate particulars
Member details

Taxation status

Proposed amendments to the scheme
Trustees

Appointments

No disputes

Scheme operated properly

Contracting-out
Non-discrimination

Insurance

Fees and charges

Scheme investments

Scheme surpluses and refunds
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Clause Title
7.19 Discretions and powers
7.20 Contributions paid
2l Benefits payable
7.22 Assets sufficient
723 Debts arising
7.24 Bulk transfers
8 ASSETS
8.1 Ownership of assets
8.2 Assets sufficient for the business
8.3 Stocks and work-in-progress
8.4 Insurance
8.5 Leased assets
8.6 Plant in working order
8.7 Assets register
8.8 Intellectual property rights
8.9 IT systems
8.10 Money laundering
SHORT FORM WARRANTIES

If the target company’s affairs are comparatively simple or if the consideration
for the company is modest, the use of extensive warranties may not only be inap-
propriate but actually counter-productive. A shorter set of warranties would be suit:
able in such cases and a precedent is contained in Appendix 9. The precedent es.
sentially takes the long form warranties and condenses them into a set of warranies
which, while much shorter, cover for the most part the same areas. The effe¢i-of this
is to put the burden on the vendors and their advisers to consider fully the potential
scope of each of the warranties, as the warranties themselves will net airect their
minds specifically to all relevant areas. The purchaser will enjoy.
cover as if long form warranties had been used, save the costs Of
form warranties and, to unsuspectipg vendors, the purchaser m
reasonable,

While the warranties in Appendix 9 would be particularly useful in a low value
transaction where little is known of the target company, in circumstances where
details are known and the target company’s affairs are relatively simple, considera-
tion should be given as to whether it would be preferable to tailor the long form war-
ranties to cover relevant areas to try to ensure that the vendors’ attention when mak-
ing disclosures is focused on all of the pertinent areas and that the purchaser is
provided with details of all relevant matters which it can carefully consider.

asiailar level of
uegotiating long
2y appear to be more

ANALYSIS OF INDIVIDUAL WARRANTIES

In the following detailed analysis of typical warranties it is assumed that the
vendors and warrantors are one and the same, that the purchase relates to the sh

ares
of a trading company and that the purchaser is a company. The definition

s in
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4-02 are adopted, and defined terms are printed with a capital first tl};:tt[e{.h W\t;z;e
4y in e br med, in most cases, that the -
-ds are included in square brackets it is assumed,
woidsj:l ];:repared by the purchaser’s solicitors without those words and that the
an .
i;engors might wish to add them.

1 Preliminary
1.1 Capacity and authority of the Vendors

d aunthority to enter into
ach of the Vendors has the necessary power an

1.1;11 ell'gform this Agreement and all other documents to be exeo-:uted b);: 't:[ll?:::
3 rpbefore Completion in accordance with this Agreement “:hl(:l.l consti s
ﬁ:- {:vi]l when executed constitute binding and enforceable obligations on eac

of the Vendors.

Lack of power, authority or capacity, can arise in the case of in]'£ ants, bzil)?lélgl:});lse
g d mind and companies which do not have approprial
trustees, persons of unsoun an A
isi i ir articles of as tion. Where a vendor is a foreig ;
isions in their articles of absogla . :
gtr;r:fdard practice to obtain an opinion letter from a lgwyer qualified in the relevant
jurisdicti w0t i he required capacity. ‘
sdiction/as o the existence of : ]
Jur;?\fhere there is a sole vendor who is also the warrant(;lr, the: wetljrrgnty ttl:)asé Eg :f?ge
i i : fa remi to the purchaser’s advisers
es ceni to operate by way of a reminder by
E'I;)'I\l cly of therzfendor, which they should do as a matter of LOUI'SG..If the \'fencilcl)é
1;' f1;5 c—apacity to enter into the agreement, he/it will also Lack CE}FSClty 10i ?‘1;1? the
. 3 - \l
it wi ide no protection to the purchaser. The provi
warranty, and so it will provi i
i i here there are a number of vendors
legal value in practice only w : mb ki
‘ ibility for any i ty of another vendor, or whe :
cepts responsibility for any incapaci _ : iy
Zf]d \aarran%t)ors differ. If there is any risk attached to this matter, 1t seems k.?111:)11[))1 olz:rfal E
ate that it should fall upon the vendors which are, in pl’lnclpl;:, obtacllmng é i ]dell:ave
§ A ther than the purchaser. The vendors sho
of the sale of the target company ra : oo
E i ranty and if they do, then the p
need to amend or seek to resist the warran . .
I:v?ll need to be careful to ensure that the vendors are in fact entitled to do what they

are purporting to do.
1.2 Ownership of Shares

1.2.1 The Shares are fully paid or credited as fully paid and will, a.t (ion;lgle;
ti.l};’l constitute the whole of the issued and allotted share capital o

Company.

Issued shares are shares in respect of which an entry has been made in the reglst:;
of members. Allotted shares are shares which have be,f-:n allotted b}_f a COH??TFY a; -
are held on letters of allotment, but have not be? r?f]smred& Sélﬁlaiz :rlulal ;p};ﬁate
if they are subscribed for in cash, and are credited as paid. Sh e
Lompgny can be allotted partly or fully paid or nil paid (dependmg on tl?c p13:31
sions of the articles of the relevant company). In t}}e claselof aaﬁgtllﬁg ?&?:zfﬁou rﬂ

i : i value
must be paid-up at least one-quarter of theu nomina _ the wi mount
i res ar i tingent liability under
f remium. If shares are not fully paid, ther'e isacon :
?ns{i)rgeglcy Act 1986 5.74 upon holders and certain past holders to pay up thF: shilre:l
on insolvency. The warranty may also have particular relevance in relatlpn (Eh f
target company which is a public limited company, as f(213.1200(6 53.58?l ;ftcfl:trug)‘?iheir
i > paid- t of at least one-q
shares of a public company to be paid-up to the exten ‘
nominal vaﬂw, together with the whole of any premium on such shares. Again, other
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than where it is not the entire issued share capital of the target company that is be-
ing sold (in which circumstances the warranty will need to be amended to refer (o
the share capital that is in fact being sold), the vendors should not seek any amend-
ment Lo, or resist giving, the warranty.

1.2.2 The Vendors have the right to transfer to the Purchaser (without the

consent of any third party) and will on Completion transfer the whole of the
legal and beneficial title to the Shares.

It is only the legal ownership, i.e. the ownership conferred by entry in the register
of members of the shares of the target company, that is strictly relevant. This is
because the persons entered in the register are defined to be the members of the
company (CA 2006 s.112). The subscribers to the memorandum become members
on registration of the company, even if their names are not entered in the register
of members (CA 2006 5.112(1)). The reference to beneficial ownership will often
be inappropriate, for example if the vendors include trustees or the target is a wholly
owned subsidiary and one of the vendors is the nominee for the holding company,
If for good reason the vendors wish to omit the reference to beneficial ownership,
the purchaser should not be concerned. This warranty will be superfluous if the
vendors are expressed to sell with full title guarantee (when certain of the implied
covenants have been excluded) and free from all encumbrances (see para.4-08) un-
less the vendors and the warrantors are not the same persons.

1.2.3 There is not now existing nor is there any agreement to create any
Encumbrance on or affecting the Shares or any unissued shares or securities
of the Company.

“Encumbrance” is defined to include not only those matters that would normally
be considered to be encumbrances in the ordinary English meaning of the word, but
also more esoteric matters which mi ght arguably, but not ordinarily, amount tc.an
encumbrance. There are minor, and largely irrelevant, differences between the vati-
ous types of encumbrances in the way that they might apply to shares. {7 share
certificates are handed over for the purpose of securing a debt, tha'transaction
strictly gives rise to a pledge. A lien exists where the certificates are held by a person
to whom a debt is owed, such as a banker who happens to be holdinj the certificates
on behalf of a customer indebted to the bank, without 2 formal charge being created.
In relation to a bank, it would appear to be correct to confine the concept of a lien
to a right which attaches to documents coming into the bank’s possession otherwise
than directly in relation to the indebtedness. A lien on the shares held by a vendor
may also exist if he is indebted to the target company and its articles of associa-
tion provide for a lien even where the shares are fully paid.

The 1985 version of Table A of reg.8 provides for a lien over shares that are not
fully paid. For companies incorporated under CA 2006, they use the model articles
set out in the Companies (Model Articles) Regulations 2008 which presume that
shares in a private company will be fully paid (as is most ofien the case). As such,
they do not include provisions relating to liens (or other mechanisms dealing with
partly paid shares) as they are not necessary in those circumstances.

If the purchaser is to take free of such a charge of which it did not have actual
notice, it must be able to show that the lack of notice was bona fide and this war-
ranty will assist it in doing so. Furthermore, from a practical point of view, the
purchaser will wish to ensure that the vendors are reminded to check whether the
shares are charged, so that arrangements can be made to deliver the shares, free of
encumbrances, at completion. Whilst overlapping with cl.1.1.1 in this regard, this
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warranty will also require the vendors to check and confirm to the pllfrcha.sncl‘;l‘tthat
e are o encumbrances, or arrangements to create the same, .Wh_lf..,h mig g;{)-
- a;*ee ect of a future issue of unissued shares (or other securities) in the capital
g]fy[;]nc teirliget company. The vendors cannot reasonably resist the warranty and
in practi ain nothing by doing so.
wollfl'lg;;[;}?zijg:cweér% the subjeft 03;' a “ci%argeable 1rans.fer” undelr THTA 1984‘1 and
tax arising on the transfer remains unpaid, thf: shares will be subject to a charge to
secure the tax (see the comments on .Cl'29'2 in parg.S—lOO). -l e euarantos
The vendors will generally be required to sell their ghares with ull tit ei c(l:.ll e
(as defined in the LPMPA 1994 but usually on _the jbasu_; that 5.6(2) is e)((lc ude a[rl'l1 d
free from “encumbrances”. Selling with such utle' implies: that the ven ors. (tyl\m: n
roperty and are not trying to dispose of something that they do not owni ﬁat thz
Sendors can dispose of the property in the waylthey say they are going to; t au.
yendors will do all that they reasonably can to give the title that they pu;poﬁ to bwz
(at their own cost); and that the title is free from all charges, encum ranceﬁ‘;1 ant
adverse rights, other than any which the .vcndors do not know about or (}:J(;l;nc 5180)
reasonably be expected to know about (I:e. ﬁ'ec_from all kpown encutm i thé
Section 6(2) L FMPA 1994 has the effect, in relation t,o full title guall'a(ril ée, ik
vendor is riut lable for anything within the purcl}ascr s actual knf)vli; gt]: (()1 o
is a necessary consequence of facts that are within the purchas;r s ?]w e g(;:el:l.aser
cordngly, when acting for the purchaser, s.6(2) sl‘l‘ould be applylgg to éde cﬂ.ir nsuré
Tle saditional wording relating to frec—_:dom from encumbrances” is added to e
that the buyer gets a clean title (as it is not subject to knowledge).

hich were, the subject
.4 None of the Shares were, or represents z-ussets w 5
c11%2a4transfer at an undervalue (within the meaning of the Insolvency Act iggg
§5.238 or 339) or a preference (within the meaning of-the Insolveflcy Act 1
55‘239 or 340) within the past five years or a transaction defrauding creditors
(“-fithin the meaning of s.423 of the Insolvency Act 1986).

If an asset is transferred at an undervalue “at a rc.alc?vant-tlme” and the transftg:;
becomes bankrupt, or goes into liquidation or adtfumstratlon,‘ the ch>urt {nzzcorAc;
amongst other remedies, the asset to be revested in the transferor ( ;AS,S v 13; st
1986 5.241 in relation to companies and the Insolvency Act 1986 s.342 in re

individuals). S
* }Fnl?é‘:ilev;m time” for a company is two years prior to the hgu:datt'lon, thc]:i[‘i;:
ing of a notice of intention to appoint an administrator or the ma!qng o .a? gppur:u_
tion to court to appoint an administratorl (wl?cre an administrator 15155%%01%3 Og) T_he
ant to the filing of that notice or application) (Insolvency Ac[] " 11: ! h
provisions in relation to Insolvency Act 1986 s..238. will not apply i X c comg dj§
transferring the shares was not insolvent at the time it transferred l_he }f a]i’les.anwere
not become insolvent as a result of the transfelr of the shares. Where the 65 al;ig 2
transferred to a “connected party” as ﬁlcﬁned in the IHSO]V}TS\?:] Act 1986 55.249 an

insolvency is presumed unless the contrary can be s s .
43’§'illrelzsroellevan¥ tirrllje for a bankrupt is five years prior to the date of_ the bank‘llulzitci
petition upon which the bankruptcy order 'gs subsequently made. I]t the trans_.?c;io(;
took place between two and five years before the c:late of the. ban kruptey pe 1r red’
then it is necessary to show insolvency at tbe time the t1gnsact10nIocc]u 3
However, if the transfer was to an “associate” within the meaning of the Inso velncy‘
Act 1986 5.435 it is assumed by the court that the t.ransferor was 1nsolgen}( 1‘m fcss
the contrary can be shown. If the transfer was within two years of the anhu:P y
order, then it is not necessary to show that the transferor was insolvent at the time.
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The court has the power to make orders against any person, whether or not thag
person was a direct recipient of the transaction at an undervalue, However, an order
cannot be made against an owner of the asset who acquired the asset in good fajth
and for value. If the purchasers are associates of, or connected with, the person who
has made the transfer at an undervalue, then it will be presumed that the transac.
tion was other than in good faith unless the contrary can be shown. A similar
presumption arises if the purchaser of property which has been the subject of g
transfer at an undervalue knew that the initial transaction was a lransaction at ap
undervalue and that the initia] transferor was subject to insolvency proceedings af
the time of the second transfer.

There remains a small rigk to a purchaser for a period of Lwo years after a transfer
has been made (e.g. to trustees or any other person as a gift by an individual) that
the transferor may have or will become bankrupt and steps have been taken to set
the transfer aside. Purchasers should also be wary of, for example, the target
company having been formerly a subsidiary which was then transtferred to associ-
ated parties of the former shareholder. The purchaser that is genuinely purchasing

to be on notice of these issues notwithstanding the warranty.

A preference occurs if, at the “relevant time”, a company/individes] doeg
something to put a creditor into a better position than that creditor would otherwise
have been, provided that the company/individual was influenced 9y a desire to
achieve that effect. The “relevant time” for these PUIpOses is two'vears prior to the

administrator or the filing of an application to court to appoint an administrator (as
the case may be). However, where the recipient of the preference is not associated
with the company/bankrupt, the two-year period is reduced to sjx months. Where
the transaction in question is with a connected person or entity, the requisite desire
to prefer will be presumed. The company/bankrupt must also have been insolvent
at the time of the transaction, or became insolvent as a result, Typically, this will
be an issue for the purchaser if the vendor was a creditor of the previous owner of
the shares and, rather than paying for the shares, set-off the value against the debt.
If the shares were acquired by the vendor as a result of a preference, the court has

undervalue,

A transaction defrauding creditors under the Insolvency Act 1986 8.423 occurs
when a company transfers assets at less than value with the purpose of putting as-
sets beyond the reach of creditors or otherwige prejudicing the interests of creditors.
There is no need for the company to have been insolvent at the time or even to have
subsequently entered into a formal insolvency process. There is also no “relevant
time” requirement and so transactions defrauding creditors can potentially be
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i ourt must
done at any time, regardless of Solvency.. Aggm, an ord(?r m?dfa b)l/ ut(t:k; 1(l:d st
unt Orejudice any interest in property acquired in good faith, for va
0 .
:otige of the relevant circumstances.

1.2.5 None of the Shares was allotted at a discount.

der CA 2006 s.580 there is a prohibition on the allotment of Zha;(c)z Iitie;
di sggunt that is for a consideration of less lllllan }E:;arr. All(s)limglllltt iaftt }z:c ézmidera-
; , i tted for cash, :

i e occurred if the shares were allo ( : Lif dora
u.nhkelyq lt(l)lel:] Etl:ansfcr of assets or provision of services, the poss:blhﬁf Sj‘ ae;lblljieclic; '
Floglc\:;rg real. The purchaser will avoid liability to mak_e g(()(c;i E;E)}(l) ; 50533(2)) e
c 88 if it i rchaser without notice ;

$.588 if it is a bona fide purc : {
fl:;s gvgggnty will help to establish this defence should it be required.

1.3 Share capital

3.1 No share or loan capital has been issued or allotted or agreed to be is-
;Ll..le.d or allotted by the Company since the Balance Sheet Date.

i s U y L i ns
]’].iS ertant iS deSlglied to elicit d]SL]OSure Ot any Shale or loan transactio
u’ < the ] S 1 ts we Te ed as p
Wi ']( 1 S QCCU B(l S.l ce ast an 4l accounts [+ p pal’ s t] e .UIC[laSBI
e " 00 (&} nen I g 5’ n the 0s1t1on Slated m the ac-
i i to thB t‘d bet Compan [¢) p
Wll; O%: JaSlnb 118 assess. pd 5 l
S i (¥ the pOS tion 1n 1 g -
b by Elnd W]H want to lﬂ‘lOW Wh thCI' 1] n the 'halS Cha 1 E:d ] lle W.‘al
bn[:y b] illUS [hﬂ p()Sitl()]l i 1 IBSpE:Ct ()f Sha] (=] al’ld 103[1 Ldplta] up—t()-da‘[e as at
La =y

completion.

i ing the last [.....] years] repaid,
mpany has not at any time [during | 3
lilfem]t;geog(;)uschgsed any of its own shares, reduced its share capital or
zapimlised any reserves or profits (or agreed to do the same).

The purchaser will wish to check that prior trggsactions havefb;:len p;ggc:;lg[
deria.llien in (;1'der to ensure that there is no risk arising f_rom anyﬁ) 1; ili];stance !
?}Te vendors have good title to the shares they are purporting to sec(;rdznCe Tage dlc
ior buy-back of shares which was not properly underlgken in ac e
i g " f CA 1985 or CA 2006 is likely to be void. The consequence !
X that thoprio owners of the relevant shares will still be lhf:-: owners of the s ares:[
: 313:; lé?)llljlﬁgrrly will have paid out money for no benefit. This can cause S‘J gﬂﬁcsg
zgmplicatioﬁs, particularly if the_;l)lrilor ()Wrgi;s [;::rrllr:;‘é Eg ill?fgfric?f;;?he Je
rati ir i vement will invaria : : !
;)'pmz;l; %oaSrggxIltlgifihaser will want to enter into a transaction wntfhtll?e. ;zzg;)]r]i
Jsress it is satisfied that they do in fact have good title to se%l zflll‘o rat?(m evant
hares. Where the vendors have not owned the shares since incor go o
faroet .company, they will prefer to limit the warranty (o thcé:llr perio ) :S bl
(bybadding the wording in brackets) on the basis that'they Wlll n(t)t r;e gy Moy
what the company did prior to then. Thelpurf?hasel:r is unhke(:j yr o TEZ Lo ths and
will argue that that is a risk that should fan‘}y lie with the \f?n noast. o tyl would have
had the opportunity to obtain confirmation of the positio
ac?:ls't'lt%naclllf;??;g] ;lssr.anties relating to the share capital and other consgt:mi;);l\?é
rnattse;: 1the purchaser will need to be careful to ensure that it is nmhdf—zl?}fe 4 sndors
knowlé:élae of illegal buy-backs or other issues (in Cll‘C.l.%l.IlS[aI[l‘C?S v:f: xeam —
have notcmade any disclosures of suc_h matte:rs) by' virtue ot,OtQtrh c targgt éompany
ing the general disclosure of information available in respec
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at the Companies House Registry. If the purchaser is going to accept general
disclosure of relevant searches, it should undertake its own investigations and ask
further questions of the vendors in the event of any inconsistency between the
results of its investigations and the information provided by the vendors so as to
get a clear understanding (so far as possible) of the actual position.

1.3.3 The Company has not at any time [during the last [.....] years] provided

financial assistance pursuant to CA 1985 55.151 and 158 or CA 2006 ss.678 or
679,

Since 1 October 2008 private limited companies have been permitted to give
financial assistance without any restrictions being imposed, save for where the
company is a subsidiary of a public company and the assistance is being given in
connection with an acquisition of the shares in the public company, as a result of
the implementation of CA 2006.

The purchaser will wish to ensure that the procedures were properly followed in
respect of transactions undertaken prior to 1 October 2008 under CA 1985 (and after
that time where the target company has been re-registered from being a public
company since 1 October 2008 or has been a subsidiary of a public company dur-
ing that time), as the consequences of breach or failure to follow the relevant provi-
sion will mean that the provision of the financial assistance was unlawful, any
agreement or charge given as part of the financial assistance will potentially be void,
and the directors of the company may be guilty of a criminal offence. Again, where
the vendors have not owned the shares since incorporation of the target company,
they will prefer to limit the warranty to their period of ownership by adding the

wording in brackets, but this is unlikely to be acceptable to the purchaser for the
reasons stated at cl.1.3.2.

1.4 Details of the Company

1.4.1 The information relating to the Company in Schedule [.....] is accuiate
and complete [in respect of the matters dealt with].

Information which it is appropriate to include in the schedule weuld be details
of the company number, date of incorporation, authorised (if applicable), issued and
allotted share capital, registered office, directors, secretary ¢if applicable), audi-
tors and accounting reference date. Cautious vendors might reasonably object to the
statement that the information is “complete”, on the ground that it is for the
purchaser to specify precisely what particulars are required and should consider

including the additional words in brackets which would give them comfort in this
regard.

1.5 Directors and shadow directors

1.5.1 The Company has no liability to a former member, officer or shadow

director or any person nor are there any circumstances in which such li-
ability could arise.

The vendors should bear in mind that the definition of “director” in CA 2006
5.250 includes a person occupying the position of a director by whatever name
called and so is not confined Just to people who have been formally appointed as
directors of the target company and whose names appear in the register of direc-
tors in the company’s statutory books and at the Companies House Registry (the
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jure dir ut would also include de facto and shado.w .dirf:c.:tors.
S?1_C(?(l)]\zdd(iifézzltl;isdflilrzc(ti‘i);zzl:sed at ¢l.1.5.2. De facto directors were distinguished
?;o?n shadow directors in H Laing (Demolition Buildfff.ag lCom‘Iagtors) Ltd, Re
998] B.C.C. 561 on the basis that de facto directors are insiders . of the companry,
Lbch as shareholders, and senior employees who etfectively are d%rectol;ls, gh?:li?s
hadow directors are often “outsiders”, for example tholsF whq (‘l‘lrgct e” ¢ 1
Sr de jure directors. It should be noted that thp definition of “director dj11~s also
felevanl for the purposes of the various obligations that are 1rr(1);())(%sed on directors
in respect of disclosing interests and other matters under CA 2006.

i i ithin the meaning of the
No person is or has been a shadow director (wi : !
égﬁnpanies Acts) of the Company but not treated as one of its directors for all
the purposes of the Companies Acts.

A shadow director of a company is a person who is not a director but in (jzligo;ni-
ance with whose instructions the directors of the company are faccus;olrlr_:e o hf;n
Section 251(3) CA 2006 expressly excludgs a parent company romd-a 1?§_Shi "
the definition Tor most purposes. In practice, therefore, a shador\:f 1rf:chaser Ev -
most likely o occur in family companies _and, as noted ab(_)?fe‘, the h[i)urc il
wish to/be aware of arrangements giving rise to a shadow directorship so th y
may L= terminated.

1.6~ Subsidiaries and branches

.1 The Company: _ _
1.61 16.1.1 is notl:the holder or beneficial owner of nor has it agreed to acquire,

share or loan capital of a body corporate; and

An agreement to acquire an asset will be relevant if it resultls]m ar}3 outslilégrl:;g
liability. In any other case it might be thought that a pl:lr(‘:héser will not he gi‘l e
if, in the event, the target company has more subsidiaries thgn w?lte. t_. 1o ami
However, the purchaser will often be subject lo group bpr_rowmg rr—is ric ;S]aser’g
a heavily geared new subsidiary could have an important 1mpac(tj ont 1e] pL:) < anie.s
gearing ratios. There may also be other cases wher_e such ad itional ¢ mipht o
would be objectionable. Thus, for exarpple, thel: undlsclosqd_c'ompj?git_:s m Cghascr
engaged in activities which are not consistent with other activities of ‘c };1 ! mbar:
or be in serious financial difficulty so that the purqhaser might then - af,e ”1:[ ? e
rassment of inadvertently becoming the owner of insolvent compame_s. t?vo Suiln o,
examples are where the undisclosed shares are only partly paid or are share
unlimited company.

i i i branch, agency or place of
1.6.1.2 has not outside the United Kingdom a » ney ‘
business, or a permanent establishment (as that expression is currently
defined in the relevant double taxation relief order).

The term “permanent establishment” is used in most cliout‘ale ta;_; L_reat}es Eutlél'clg
definitions vary. In general, a permanent establishment exists if there is a 1)({:1 po ;
of business and will usually include a branch or office or an agency W%ll?'et = afjez'l1
has, and habitually exercises, power to conclud‘e confracts on beha.] tf oh is pg;l:;:p 13

This provision is relevant for a numberl of reasons. Clearlyj if the Wa;l_ ti)é i
incorrect, there is a potential taxation liability in the overseas juris 1Cbtain
concerned and, if significant activities are involved, lllwou]d_ be prudent too "
local advice as to the precise implications. However, in addition to taxation ma
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ters, any overseas branch will involve a consideration of the regulations applyi
in the overseas jurisdiction to business activities carried on by ‘Foreiﬂners IiECBI/LIJIZIg
ing such _mattt:rs' as registration requirements and work permits. A fgreim; brancl:l
may z.also be subject to local exchange control restrictions which would prey
inhibit repatriation of profits (see also cl.4.4.2), HERE

1.7 Options over the Company's capital

1.7.1 Apart from this Agreement, the

- : s » LIETe are no agreements or arrangements
whm!n Provule for the Issue, allotment or transfer of, or grant a right (%vhether
conditional or otherwise) to call for the issue, allotment or transfer of share or

loan capital of the Company. No claim has b
. ; een mad
entitled to any of the foregoing. S e e o 1

It might be thought sufficient to refer to outstanding “agreements” to acqui
shares or loan capital, but the purchaser would neverthelzss wish to extend theq\;[;l;‘e
ranty to cover arrangements. This is because unilateral obligations, such as the an;
of an option, may be said not to constitute agreements. Equally };reernption r?oTht
(where shareholders agree to sell shares to each other on a first refusal ba%is)cars
often set out in the articles of association of a company and it is not usual tc; re ar§
the ?mcles as an agreement. Uncertainty in respect of this point could be meé; b
adding reference to “obligations”. The warranty expressly excludes the sale apre e
ment, as qtherwise the agreement to sell the target company itself WOlilld su%ctf:_
conﬂigt with the warranty, although it is difficult to see how a breach of the .
ranty in that respect could give rise to a claim for damages. N

1.8 Commissions

1.8.1 No one is entitled to receive from the Company a finder’s fee broker
] N

age or other commission in connection with the sale '
ader s & g and purchase of the Shores

Although CA 1985 5.151 has now been repealed (it formerly made it illegal for
a company to give financial assistance in connection with the purenase (;f iﬁ' own
§hares or th_e shares of its holding company), this warranty should he ;etainegl as it
is rel'e\_fant in other contexts. For example, in transactions invilving l;)ca] authori-
ties, it is posmb_]el that payment of eommission could involve corruption and the war-
ranty would minimise any possibility of the purchaser being implicated in that. (Cl
4.24.1 deals spelczlﬁcally with the issue of “sensitive payments”.) This warrant hals l
serves the practical function of reducing the chances of a subsequcr;t disputcyas tg
who is liable for any broker’s fees and is quite often extended to cover legal fees

to ensure that no personal f \ .
oMY, p ees of the shareholders are being met by the target

1.9 Elective resolutions

1.9.1 The Company has not passed an electi i
i |
8.379A which remains in force, TSt

The purpose of this warranty is to ascertain details of i
: etails of any elective resolutions
passed by the target company. Thls is in order for the purchaser to ensure that they
were passed in accordance with the requirements of CA 1985 and to identify
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whether any remain in force (as a result of falling under the scope of transitional
or saving provisions introduced by the various Commencement Orders brought in
following the implementation of CA 2006).

The elective regime under CA 1985 s.379A was intended to deregulate certain
aspects of private companies to try and simplify the administrative burden placed
upon them. Further simplification has been adopted under CA 2006, as the elec-
tive regime is now the default position for private companies.

Prior to the implementation of CA 2006, there were the following five elective
resolutions which could be adopted by private companies:

(1) Amending the duration of directors to allot securities (CA 1985 s.80A)
(repealed with effect from 1 October 2009).

(The provisions of CA 2006 regarding authority to allot shares did not
take effect until 1 October 2009 and therefore the ability to pass an elec-
tive resolution under s.80A was retained up until that date. As a result of the
Companies Act 2006 (Commencement No.8, Transitional Provisions and
Savings) Order 2008 Sch.2 para.45 (Eighth Commencement Order), an
authorisation in force prior to 1 October 2009 also has effect on and after
that date as if it were passed pursuant to CA 2006 s.551.)

(2) Dispensing with the requirement to present accounts and reports before the
usembers in general meeting (CA 1985 5.252) (repealed with effect from 1
October 2007).

(Following the repeal of CA 1985 5.252, private companies are no longer
required to lay their accounts and reports before the general meeting. This
therefore rendered the elective regime and elective resolutions passed in this
regard prior to 1 October 2007 redundant.)

(3) Dispensing with the requirement to hold annual general meetings (CA 1985
8.366A) (repealed with effect from 1 October 2007).

(4) Although s.366A was repealed on 1 October 2007, this did not affect any
provision of a private company’s memorandum or articles of association that
expressly requires the company to hold an annual general meeting (AGM).
If there was an elective resolution under s.366A in force prior to 1 October
2007, however, then this shall remain valid and so the company shall not
be treated as one whose articles expressly require it to hold an AGM (the
Companies Act 2006 (Commencement No.3, Consequential Amendments,
Transitional Provisions and Savings) Order 2007 Sch.3 para.32(4) (Third
Commencement Order)) altering the majority required to authorise the hold-
ing of a meeting at short notice and the passing of a resolution at short notice
to be reduced from 95 per cent to a lower figure but not less than 90 per cent
(CA 1985 55.369(4) and 378(3)) (repealed with effect from 1 October 2007).

(5) If a private company has passed an elective resolution, to specify a percent-
age of 90 per cent to consent to short notice or specifying a percentage
beiween 90 per cent and 95 per cent, and it remained in force immediately
before 1 October 2007, such elective resolution will remain valid (the
Companies Act 2006 (Commencement No.6, Saving and Commencement
Nos 3 and 5 (Amendment)) Order 2008 Sch.3 para.2(1) and (2) (Sixth Com-
mencement Order)). Any provision of the company’s articles of associa-
tion that specifies a different percentage will be disregarded where such
provision(s) of the articles of association were adopted prior to 1 October
2007. This saving provision does not apply in relation to provisions of the
company’s articles adopted on or after 1 October 2007 dispensing with the




7-21

146 LONG FORM COMMERCIAL WARRANTIES ON SHARE SALES

requirement to appoint auditors annual Iy (CA 1985 5.386) (repealed with ef-
fect from 1 October 2007).

Where a private company has passed an elective resolution under CA 1985 5.386,
and the election was in force immediately prior to 1 October 2007, such auditors
may be deemed re-appointed under CA 2006 (the Companies Act 2006 (Com-
mencement No.3, Consequential Amendments, Transitional Provisions and Sav-
ings) Order 2007 Sch.3 para.44). This saving provision takes precedence over CA
2006 5.487(2)(a), which provides that there is no deemed re-appointment of audj-
tors that have been appointed by the directors of the company. In addition to this
particular exception, where an elective resolution has been passed under CA 1985
$.390A fixing the remuneration of the company’s auditors, and that resolution was
expressed as continuing so long as an elective resolution under CA 1985 5.386 was
in force, the resolution will continue to have effect after | October 2007
notwithstanding the repeal of CA 1985 5.386 (the Companies Act 2006 (Com-

mencement No.3, Consequential Amendments, Transitional Provisions and Sav-
ings) Order 2007 Sch.3 para.45).

110 Constitutional documents, statutory books and resolutions

1.10.1 The copy of the memorandum and articles of association of the
Company attached to the Disclosure Letter is accurate and complete and has
embodied in it, or attached to it, a copy of every resolution and agreement

required to be annexed to or incorporated in these documents by any ap-
plicable laws,

Under CA 2006 5.36, there must be incorporated in or accompanying the articles
of association the following documents:

(1) special resolutions;

(2) elective resolutions and resolutions revoking an elective resolution:

(3) resolutions or agreements which have been agreed to by all the memibers but
which, if not so agreed to, would not have been effective unless passed as
special or extraordinary resolutions;

(4) acopy of any resolution or agreement relating to the companvito which CA
2006 Pt 3A Ch.3 applies;

(5) where the company has heen required to give notice to the Companies
House Registry under CA 2006 5.34(2) (notice where a company’s constitu-
tion is altered by enactment), a statement that the enactment in question
alters the effect of the company’s constitution;

(6) where the company’s constitution is altered by special enactment as defined
in CA 2006 s.34(4), a copy of the enactment; and

(7) acopy of any order required to be sent to the Companies House Registry

under CA 2006 s.35(2)(a) (order of court or other authority altering the
company’s constitution).

Prior to the implementation of CA 2006 §.36, CA 1985 5.380 required that there

must be incorporated in or accompanying the articles of association the following
documents:

(1) special resolutions;

(2) extraordinary resolutions;

(3) elective resolutions and resolutions revoking an elective resolution;

(4) resolutions or agreements which have been agreed to by all the members but
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which, if not so agreed to, would not have been effective unless passed as
special or extraordinary resolutions;

(5) nl:solutions or agreements which have been agreed to by all the members of
a class of shareholders but which, if not so agrqed_ to, would not haye been
effective unless passed by some particular majority or OtheTWISe in some
p.articular manner, and all resolutions that effectively bind all of the
members of any class of shareholders although not agreed to by all those
members; , o

(6) adirectors’ resolution to change the company’s name following a direction
of the Secretary of State; . . . o

(7) resolutions creating, varying, revoking or renewing the authority of direc-
tors to allot shares; ,

(8) adirectors’ resolution altering the company’s me.m.o.randurln on the c;l(?mpz'my
ceasing to be a public company following acquisition of its own shares; _

(9) resolutions creating, varying, revoking or renewing a CA 2006 s.166 author-
ity (market purchase of own shares); .

(10) resolutions requiring the company to be wognd updvoluntall Y;

is i ies; an
11) resolnions to re-register old ‘pubhlc companies; -

E]2§ dizestors’ resolutions allowing title to a Pubhc company’s shares to be

eviuenced and transferred without written instrument.

The purchaser will normally have made a search at the Companﬁtes HouscdRegt;s'{g
avainsi the company but it remains a possibility that the mem.()? dnd;ﬁ‘!}h %m ar g; s
f association which are shown on the files are not correct. This cou ] g asa trhave
df a failure to file resolutions or arise f}'om the fact lhgt the I'BSOII’}%OHS : otEQ Fave
to be filed before a lapse of 15 days from the date of pass_,mgf.I erei{ 1es jsﬁ} ot
always the possibility that a company’s file at the Companies House Registry
-to-date.
no;tbifﬁf‘;g noted that the warranty requirgs the copies of the memora}ndum and
articles of association to be annexed to the dlsclqsure letter so that thf_:re‘ 1?1 no ques.-1
tion as to the copies which are warranted. .If the disclosure letter contains t ﬂe]: ngr]‘mzt
exclusion from the scope of the warranties of matters whlch_ appeérgo?g %l gr ;
the Companies House Registry (see, fm'“ example, sub-para.(c) in para.9- t)., e
half of this warranty will, for all practical purposes, be rgndt_ared Hllopera 1;)ve:. -
In respect of companies incorporated unde}' CA 2006, it will no lon l%erdjf:‘rllcc‘: -re
sary for a copy of the memorandum of association to be attached to the 5;@ osuDf
letter as the version of it shown on the file will be correct. The ne':a gm}t
memorandum of association is not subjectlto subseqluem change, as it re f:(,LS ?_
“snapshot” of the company at the time of incorporation. Howe've:lr, in éespe'c‘ (')n
pre-CA 2006 companies, a copy of the memorandum of aSSOCIfltIOI:l-'[dal V\{)as l[
force at the time of implementation of CA 2006 5.28 sh_ould be required to 1 ctaii] t;
tached to the disclosure letter. This is because., at that time, the_ pém}r;'smni 1:1 e
company’'s memorandum of association, wh}ch are not the kin ‘thattarc,t ?j i
contained in the new style memorandum (ag in CA 2006 s.8), wi . e .ﬁea e : t.
provisions of the company’s articles of association gnd the purc‘:hqsel wi Wim C{):
know that it has all the correct details of the provisions that are in the articles o
association.

i i h term is defined in CA
1.10.2 The register of members, PSC register (as suc
2006 s.790C) aﬁd other statutory books of the Company have been pl_'operly
kept [in accordance with all applicable laws] [in accordance with the
Companies Acts] and contain an accurate and complete record of the matters
with which they should deal.
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The statutory books of a company are the register of members (CA 2006 s. 113,
formerly CA 1985 8.352), overseas branch reoi i

50 (CA 2006 s.115, formerly CA 1985 $.354), register of debenture holders (CA
2006 5.743, formerly CA 1985 . 190) (if one is kept), register of charges (CA 2006
8.876, formerly CA 1985 8.407), register of directors and secretary (if applicable)
(CA20065s,162, formerly CA 1985 $.288) in respect of directors and CA20065.275
(formerly CA 1985 $.288) in respect of secretaries and register of interests in shareg
(CA 2006 5.808, formerly CA 1985 s 213) and the PS i
significant control) (CA 2006 Pt it i i

ity, the vendors might wish to remove the wording in brackets
all applicable laws” and replace it with the other wording in brackets “in accord-
ance with the Companies Acts”, to make it clear that it is only compliance with CA
1985 and CA 2006 requirements that is being warranted and nothing outside of that,

1.10.3 No notice or allegation has been received that the statutory books of
the Company are incorrect or should be rectified.

Powers of rectification of the reg
2006 ss.125 and 873. Although the purchaser is s

» where relevant, owner-
ship of any subsidiaries), it is also of importance to the purchaser that the registered

particulars are not in dispute. As the warranty relates to notices or allegations
received the vendors should know or be able to easily ascertain the position and so
should be relatively comfortable in giving the warranty.

1.10.4 Since the Balance Sheet Date,
articles of association of the C
its shareholders.

no alteration has been made o the
ompany and no resolution has been nassed by

The copies of the memorandum and articles of association of th- Lerget company

whose accuracy is warranted under cl.1.10.1 should reveal me-t relevant resolu-

ates on which they were passea. Nevertheless, the

1.10.5 The Company has complied with all
to any notices pursuant to 5.790D (Company’s duty to investigate and supply

received by it and, in the event that it is a registerable relevant legal entity in
another company’s PSC register (as such term is defined in 5.790C of CA 2006)

the Company has complied with its duties to update information in accord-
ance with 5.790H of CA 2006,

1.10.6 The Company has not been notified that an application has been
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nted by the Registrar of Companies pursuant to Ch. 5 of Part 21A of the
a
CA 2006.

i i ing or restriction
mpany has not issued or recew?.d_ any warn X !
1'1(')'7 lTl‘l;?.liglc;: t(l)] Sci.lB of the CA 2006 and it is not aware of any circum
nt(;t:;: Ii]vhich would likely lead to the issue of such a notice.
$

i i nd
With effect from 6 April 2016, all UK mcorporate:_d cpmpanles,b UeI; {;Lé’ﬁ g i
Sociflztates Europaeae (SEs) (other than those‘co_]mpames (Ljh% ;rg ;;r eJncy ey
i i duct Authority’s (FCA’s) Disclosure an ney Rules and
e itted to trading on a regulated market in the
ies with voting shares admitted to gor g ‘ :
Cortrlllpa}rilﬁ‘i;vean Econ(ngic Area (EEA) or on specified Tgu ]C(I?ts (in Slm?féﬁggégig
o i intain a PSC register of individuals or reg
an and Israel) must maintain a ister ! able
Ulseééiiqueoa] entities who satisfy the control or significant influence tests as se
Ie &
i 6 Pt21A., , . o o
T Ef:}}::zzvgz?rranties capture the target company’s requm,ment to rl—r:allgé%nrg riz%er .
including its obligation to find out who should be included on the £ 5 fgamt,her
mclras fny obligation it may have as a registrable relavanit1 legalljl ent;g‘ued o
E ¥ i icti ices which may have been issued, -
d-any warning or restriction notices A : > : L
Coﬁ%anc};ﬁag‘ %IJSch 1B Drelating to non-compliance w1t1fll 1a;n nt}torr;llau;)all fﬁ?;zit
H o 0D « icti i ill be of particu
5 2 .790E. Restriction notices will : . :
S e Dy i C ting rights, which are subject
: transfer of the shares or voting rights, .
o e void o h a transfer); (b) no rights are
ice, i i 3 to make such a tra : shis
> wiotice, is void (as is an agreement ansf . A
1=0 L‘?\'iélz?ble in respect of such share or interest; (c) no shares can bf.: 15:31&(11) 1ré ;c%pt
XLLl::s interest or in pursuance of an offer made to the interest holtiler, an m,respect
:; a liquidation, no payment may be made of sums due from the company
of the interest, whether in capital or otherwise.

1.11  Documents filed

1.11.1 AJl returns, particulars, resolutions and docun}e(ljl(t)s H:-If;]:iiersegj thﬁ:—
006 islati i Registrar o

ther legislation] to be filed with the ‘

ig(t]ggirtg] in reﬁpect of the Company have been [duly] filed and were ac

curate and complete.

The filing obligations imposed by CA 2006 are extensive End it. i? né)t ;gtatl}llitéz
i i i tisfie
; (to li [ 1 hile the purchaser is entitled to be sa
to attempt to list all of them. W e
igati i to ensure both freedom fro
gations have been fully performed, : ‘ DR
?i?slzmd that the searches against the target company will be c}omgllgLe, gl}eac[llcn =
wording of the warranty is quite onerous. It is not unusual for C111"1gs 0} anne
returns l:‘conﬁrma\tion statements and accounts to be late, but the vendor
10, isclose all recent cases of late filing. o o _
ab%;*:h[;,) S:;eusion of the warranty to filing obligations un‘der. leg1s!ff\t1t‘m otlklmlelt gllzn
CA 2006 and the reference to “other legislation” arle Zo \R{’lldf hm Egilsr:l;c;ypew ild bz
i dors. Indeed, the w: :
likely to be acceptable to th(? ven he ©
?;:erlg"etcd gs applying even to the filing of tax returns. :T?ls IStE(I) r;a;sc;gg}l;(lﬁe&o& -
i ake i ; hieve certainty as
tion for the vendors to take in an effort to ac ertain ] : _
\:vcs):rlranlty. If the purchaser is concerned about .the_pomtm'n in respect c;)t clelt'itilél Ooftltlgé
filings then it should include specific warranties in g:lam;n I(:iq thlegrsl,e dztzilg . by
- the vendors to disc
“duly” would remove the need for t disclose _ :
gl{i)tigs If ti’lis is to be accepted, the purchaser should consider the insertion of the

following:

: ; ¢
“No notice has been received that any such filings were out of time tha
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CHAPTER 10

Tax Covenant and Tax Limitations

INTRODUCTION

As indicated in para.1-06, the original idea of indemnities, as distinguished from
warranties, was to provide the target company with a means of recovering tax for
which it had only a secondary liability without a statutory right of recovery from
the person primarily liable.

The clear principle upon which tax deeds were originally based became eroded
with the iaticduction of the corporation tax regime and the development of the
practice o} adding additional statutory provisions to which the indemnity would
exprassly relate. Eventually, tax deeds became of inordinate length with a large
pumber of specific provisions set out in the body of them.

The next stage of development of the form of the tax deed was an attempt to
shorten the document by having a blanket indemnity against any taxation liability,
The scope of the indemnity was spread even further by an increasingly wide definj-
tion of the kinds of taxation covered by the indemnity (considered in more detai]
below). Then came the case of Zim Properties Lid v Procter (Inspector of Taxes )
[1985] 58 T.C. 371 after which ESC D33 was issued (as described in paras 3-18 and
3-19).

Following this, as a payment to the target company could be taxable whereas a
payment to the purchaser was unlikely to be taxable, the tax deed was redrafted ag
a deed of covenant under which a covenant was given directly to the purchaser ag
opposed to an indemnity in favour of the target company. This is the most com-
mon approach today, with only the vendors and the purchaser being parties
(although the target company is occasionally a party for specific purposes, such ag
conduct of claims). It is technically inaccurate to refer to this as a tax indemnity,
as an indemnity is not given to the target company.

It has since become the norm to incorporate the provisions that would have been
contained in a tax deed in a schedule to the sale agreement. In this form it is known
as a tax covenant.

A more recent development has been to put all matters relating to tax—.
definitions, warranties, covenant, limitation and administrative provisions—in g
single schedule within the sale agreement. This approach has the following
advantages.

(1) Tt avoids repetitions and inconsistencies; e.g. “Taxation” would often be
defined in both the sale agreement and the tax deed, although not always
with the same definition.

(2) It ensures that the same limitations apply to a claim for taxation, whether
that claim is brought under the tax deed/covenant or the tax warranties.
Previously, tax warranties would usually be subject to the general war-
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TAX COVENANT AND TAX LIMITATIONS

ranty limitations, with the result that, for example, there might be differ
conduct of claims provisions that applied, depending on wh?:ther the (:]a(?rlt
was llm:ought under the tax warranties or the tax deed, with resultant con;m
sion if the claim was brought under both. 4
(3) Ona prgctical level, it makes negotiation of the tax provisions easier, as th
tax advisers can remove a discrete portion of the sale agreement to 1!1e Dt_e
ate between themselves, rather than having to review the whole sale aggl‘ec:—

ment to find the relevant tax bits (with the risk tha i
{ some tax iss
be overlooked). -

Alt{lough siparqtc tal); deeds or tax covenants are still seen occasionally, the cyr
rent convention 1s to have a single schedule deali i g his is the
et A cditio%] | ealing with all tax matters. This is the
Thg modern tax covenant will generally raise numerous complex and obscur
questions. Normally, the purchaser’s solicitors will make use of a standa ;
comprehensive form and the vendors’ solicitors will face the task of providi:;
amendments which reflect the liabilities which the vendors should rcasonablg
expect to accept. This task has, to some extent, been simplified by the recent tre g
for hlrst dr'c}tts of the tax provisions to be more balanced, with the purchaser’s sO!irr:‘ i
tors including many of the amendments which the vendors’ solicitors would histor}_
cally have been expected to make. The tax covenant given here is a reasonably ba]:

anced dlraft, .a]though some of the provisions in favour of the vendors may not be
appropriate in every case.

SUMMARY OF TAX SCHEDULE

The tax schedule is typically divided into four or five parts as follows:

Part 1: Tax definitions

Part 2: Tax warranties

Part 3: Tax covenant

Part 4: Limitations

Part 5: Purchaser’s covenant and administrative matters

Tlhe tax warranties are discussed in Chapter 5 and are not further considered in this
chapter.

SUMMARY OF COVENANT

The definitions and covenant together reflect the core of the traditional tax deed
or covenant.
. Before giving deta_i]ed consideration to the contents of a typical tax schedule, it
is helpful to summarise the main points which will or should be dealt with in the
tax covenant. Those that will typically need to be addressed are as follows:

(1) The covenant will generally be in favour of the purchaser for the reasons set
out above. If for any reason the covenant is in favour of the target comﬁany
this will generally be unacceptable to the vendors. ,

(2) The covenant will cover unexpected liabilities to taxation which relate to
events or transactions prior to completion.

(3) The covenant may cover certain ti ghtly defined liabilities that arise as a result

Of. events or transactions occurring after completion but which the purchaser
will not accept liability for.
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(4) The covenant may cover the loss of an expected right to a tax repayment, it
being a matter for negotiation as to whether the vendors should accept this
liability.

(5) The purchaser may seek a covenant against the withdrawal of anticipated tax
reliefs, It is, however, a complex matter to determine whether this particular
covenant is appropriate and, if so, how the covenant should operate.

(6) Subject to which matters are covered by the covenant, a payment by the
vendors will be required:

(a) when the unexpected liability, or loss of expected relief, results in a pay-
ment of tax;

(b) when the expected repayment would have been received,

(c) when a payment of tax occurs which would have been avoided if an
expected relief had not been withdrawn; and

(d) when a payment of tax would have occurred but for the availability of
other reliefs.

(7) The covenant will not normally extend to liabilities which result in no net loss
to the target company, for example because of the availability or otherwise of
unclaimec reliefs which could be called upon to shelter the liability.

DETAILED CONSIDERATION

A typical form of the tax schedule is set out in Appendix 6 and considered below
clause by clause.

As indicated in para.2-20, although the vendors will usually be all the vendors,
in special cases—e.g. where the vendors include trustees—some of the vendors may
be excluded. The purchaser will usually not object, as long as it has joint and several
covenants from a number of vendors who have the means to meet potential claims.

Given the modern structure of a tax covenant, any payment which is made under
the tax covenant would not normally be taxable in the hands of the purchaser and
with the vendors receiving an adjustment to the amount of the purchase considera-
tion which is brought into account for capital gains tax purposes to the extent of any
payments made to the purchaser, whether pursuant to the warranties or under the
tax covenant.

Part 1: Taxation definitions

As noted above, Pt 1 usually comprises definitions. Appendix 6 contains the full
definitions. Not all of them have been repeated here, as many of them are self-
explanatory. The commentary below discusses only those definitions that have been
repeated here and require comment.

In this Sch.[3]:

1.1 Words and expressions defined in the Agreement shall except where
otherwise provided or expressly defined below have the same meaning.

Itis clearly convenient to adopt the definitions contained in the main body of the
sale agreement and the provisions dealing with construction and interpretation
without setting them out again in full. The parties must take care to ensure that these
provisions and the definitions are equally appropriate for the tax covenant. The com-
ments on the definitions in para.4-02 should be borne in mind.
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1.3  “Claim for Taxation” includes any notice, demand, assessment, determ;,
nation, letter or other document issued, or action taken, by or on behalf of 3
Taxation Authority and whether issued before or after Completion, Wwhereh
it appears that the Company is, or may be, subject to a Liability to Taxatiop
(whether or not it is primarily payable by the Company and whether or not
the Company has a right of reimbursement),

Although the basic indemnity (contained in Pt 3, cl.1.1.1) is against any [i-
ability to taxation, as defined, Pt 4, cl.1.1.4 contains a covenant relating to the cogtg
of dealing with claims for taxation. Further, the conduct of claims provisions in py
4, cl.2 are triggered by a “claim for taxation”, Accordingly, the purchaser will wish
the definition to be drawn as widely as possible, whereas the vendors will seek tg
restrict its scope. The parties will therefore need to give particular consideration tq
the phrase “whereby it appears that the Company is, or may be, subject to a Lj-

ability to Taxation”, the vendors at the very least preferring “may be” to be replaced
by “will be” or “likely to be”.

1.6 “Event” any event whatsoever, including but not limited to any disposi-
tion, action or omission (whether or not the Company or the Purchaser is a
party), the earning, accrual or receipt of any income, profits or gains, the
declaration, payment or making of any dividend or other distribution (in each
case whether actual or deemed) on or before Completion and includes any
events which are deemed to have occurred for any Taxation purpose.

The primary covenant contained in Pt 3, cl.1 operales by reference to events on
or before completion. The purchaser will want this definition to be drafted as widely
as possible. In practice, this definition is rarely subject to substantial amendment;
the main issues tend to occur on the so-called “combined events wording” containea
atPt 1, cl.1.18 (see para.10-17).

110 “Liability to Taxation” includes:

1.10.1  any liability of the Company to make an actual payment in respect of
or in the nature of Taxation;

1.10.2  the set-off or utilisation of a Pre-Completion Relief or'a Purchaser’s
Relief against a liability of the Company to make an zcinug] payment of or
in respect of Taxation where but for the set-off nr utitisation a liability
would have arisen under paragraph 1.10.1 above;

1.10.3 the loss, disallowahce, counteracting or clawing back of a Pre-
Completion Relief which would otherwise have been available to the
Company other than as set out in paragraph 1.10.2;

1.10.4  the loss, qualifying disallowance cancellation or set-off of a right to
repayment of Taxation which would otherwise have been available to the
Company; and

1.10.5 any liability of the Company to make a payment under an acceler-
ated payment under Chapter 3 of Part 4 of FA 2014,

This is one of the key definitions, as the primary covenant contained in Pt 3,
cl.1.1.1 turns on the definition of “liability to taxation”.

One of the principal issues that arises on the definition of “liability to taxation”
is the extent to which the vendors will compensate the purchaser for the non-
stances of the transac-
eal whether or not the
by the expected avail-

availability of tax reliefs of the target company. The circum
tion as negotiated between the parties will generally rev
consideration paid by the purchaser has been influenced
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ility of relief. If, for example, the purchase price reﬂects- thf: value of carry-
E );d losses, then the purchaser would expect to have a claim }f the los§es were
R ailable t(; the extent anticipated, whether or not this gives rise to an immedi-
L ation liability. It should be noted that, even in such cases, a fair level of
E [axnsaljon may be less than a full indemnity. If, on the other hand, the purchaser
Fomgf aying for expected losses, the vendors can reasoqably argue that the
lﬁ;?chager should not be compensated if any 1'eliefs_ are unavailable. o

The definition contained here represents a rmdldle approach Whlﬁh is o'ic}?t
adopted. It allows the purchaser to recover certain reliefs which the purchaser mig

be available to it. o

rea;ﬁgigz: zﬁiiitfns in which the loss of a relief may give rise to a liability are:

(1) the use of a purchaser’s relief; et and
the loss or use of a pre-completion relief; an ‘ ‘
g; the loss of a right to repayment of tax. (Although a right to repayment of
tax is, strictly speaking, not a relief as normally understood, it is often
treated as such for the purposes of the tax schedule.)

purchaser’s reliefs and pre-completion reliefs are deqlt with under their 1'1E:spec:_1vc
definitions biclow and at para.10-12. As regards the .nght to rep‘.aj,'meniC of taxa 13(;11
(cl.1.10.4), the vendors would usually seek to restrict this to rights o rfipgym i
which ae contained in the accounts (or complleno.n accounts where (iiqglp etion a;r
corets are to be prepared) on the basis that, if a right to repayment did not _apffh
inthe accounts (or completion accounts), the purchaser could not be expc_:ct‘m-c‘ e;
‘;’,payrnent, would not have paid for it and so should not be compensated if it is no
a"ilcackglec.rated payment notices (APNs) were jntroduced in FA 2014. 'In very cli)roa;l
outline, they require a taxpayer who has gained a benefit frorp a tax avo1h atrll:; °
scheme to pay the tax in dispute in advance of a formal determination on whe
: ks.

lheTEl;r:gl gg::::rgl?rll‘ation of the validity of such schemes can often drag on for }';]1 m..mlbfr
of years and, until final determination, [h_e taxpayer benefitted from noAtP ;Ivmc 0
pay the tax even if the scheme was éllt(limately found not to work. s were
i counteract this perceived advantage. ‘ -
lntr[‘(;ldeurzeecllnt:ovarious 1'equirer5ems before an AP_N can be issued. A key rquijil e{i
ment in most APNs is that the relevant tax avoidance scheme has been notifie
under the Disclosure of Tax Avoidance Schemes (DOTAS) p'rogedure. Tax war-
ranty 31.1 is designed to force disclosure of any DOT"ASS in which the f(:)oglpagy
has been involved. Usually, a taxpayer, if not challlengmg‘ thelAPlN, has 9 1 }a:ys IE
which to pay the amount demanded. The amount is repalld wnt}} interest (a }; : oug
at a minimal rate) if it is subsequently found tha’F the tax is not in ‘.fact payable.

Many companies were involved in tax avoidance schemes in recent yf];irz,
particularly employee benefit trust (EBT)—I_:-ased scl'qemes and film ?arm;r§ ?he
Although the schemes usually pre-dated the introduction c?f the APN Pl o‘(.:ecin EE e
APN procedure can apply to such schemes and companies are increasingly fin
ing ed on them.
mi&%;f?its)er:;t sit easily within the framework of “traditional” tax covenants. There
is the issue of whether payment under an APN amounts to a liability to ta% for ﬁhe
purpose of the tax covenant. It can be argued that it is not a payment of tax, as when
an APN is issued, there is no certainty that any tax will be payable. Rathclr, 1;[X 1; Na
payment on account of a possible tax liability. Whether_ payment undeil“] d1:1 o
amounts to a liability to tax will usually turn on the precise wqrdmg of the defini-
tion of “taxation” and/or “liability to taxation” contained in the relevant tax
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covenant, both of which will often have been negotiated before the APN procedure
was introduced. Problems may also arise in connection with the change of legisla-
tion exclusion: see para.10-32.

To avoid these issues, cl.1.10.5 provides that payment under an APN is to be
treated as a liability to taxation. This can be deleted as excessive if due diligence
and disclosure do not show any evidence of tax avoidance schemes having being
used. It is difficult in principle for the vendors to object to such a provision, as any
risk in relation to the use of a tax avoidance scheme ought fairly to fall on the
vendors. However, as an alternative to this provision, a vendor might request g
detailed conduct of claims provision to deal with identified tax avoidance schemes,

and the amount of the Liability to Taxation shall be, in the case of:

1.10.6 paragraph 1.10.1 the amount of Taxation payable;

1.10.7 paragraph 1.10.2 the amount of Taxation which would have beep
payable but for such set-off or utilisation;

1.10.8 paragraph 1.10.3 the value attributed in the Accounts to the Pre.
Completion Relief so lost, counteracted or clawed back; and

1.10.9 paragraph 1.10.4 the amount of repayment which would otherwise
have been available.

Although when the liability to taxation constitutes an aclual payment of taxa-
tion, the amount which the vendors are liable to pay is fairly obvious, it is less clear
where the liability to taxation is a loss of a relief and, accordingly, these clauses are
necessary,

In the case of a loss of a purchaser’s relief or the loss of a pre-completion relief
by way of set-off, it is usual for the vendors’ liability to be the amount of tax that
would have been saved by the use of the purchaser’s relief or pre-completion relief.
In the case of loss of pre-completion relief in any other circumstances, it is
sometimes proposed by the purchaser that the vendors’ liability should be. the
amount of the relief lost. This is difficult because it raises issues such as what v:te
of corporation tax is to be assumed when puiting a value on the relief fast and
whether or not it is fair for the vendors to have to pay if, in practice, it 1s most
unlikely that the target company would within a reasonable time be i a position
to use the relief. It is also suggested that such an approach is conceptually wrong,
The approach that has been adopted in the clause is that it is fair for precomple-
tion losses to be included because they have been given a valic in the accounts. If
those reliefs are lost, therefore, the appropriate level of compensation is the amount
by which the assets of the company would have been less if the loss of the reliefs
had been known when the accounts were prepared.

The reference to “Accounts™ in cl.1.4.7 will need to be changed to the defined

term used in the sale agreement for completion accounts if such accounts are to be
prepared.

111 “Pre-Completion Relief” any Relief which arises as a result of or by
reference to any Event occurring on or before Completion and which has
either been treated as an asset in the Accounts or is taken into account in
computing (and so reducing or eliminating) a provision for deferred taxation
which appears in the Accounts or which would have appeared in the Ac-
counts but for the presumed availability of the Relief,

The concept behind pre-completion reliefs is that it is fair for the vendors to give
a covenant in respect of such reliefs since they are reliefs which were taken into ac-
count in the balance sheet in the accounts and therefore the purchaser can be as-
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sumed to have taken the availability of those reliefs into account in setting the
se price. _
pu;flh;:;cl‘?ice, it is rare for a tax relifzf to be gj_ven a value in the af;counts (ifha
company and therefore the first part qt thle deﬁmthn will not oftep be 1§lelv(;1n;. S
position in relation to deferred taxation is more dlfﬁ.cult. A provision for e e'rlrle
taxation may be reduced or eliminated on the basis that wher} the tax liability
becomes actual, there will be available to the company somelrelllgf, such as c‘arrly-
forward losses or capital allowances, to qff—set against tlhe- tax habnl:ty‘-Altema.nv.e A
on the disposal of certain capital assets, it may be possible to roll~qve1 any gain into
a replacement asset. If those assumed reliefs prove to be unavailable, the provi-
sion for deferred taxation should have been greater and, consequently, the net as-
sets of the company would have been less. The purchaser will seek compensation
on that basis. The vendors may argue tha} it is unreasonable to expect the_m tz
compensate the purchaser in respect of a l}ab}lllty that may never ar1se—dete\1're']
taxation is, by its very nature, not an actual liability and may never becorpc fm a}c?a
liability. If an actual tax liability does subseqqently arise, the vendors mc_ly- FI:DUE
that the purchaser should recover at that stage either under the tax covenant (if suc
tax liabilities are covered under the tax_cpvenant) or under an appm?rlate war-
ranty (e.g. a'warranty that adequate provision for tax is made in the accounts). ;
Again, rererence to “Accounts” will need to be changed to the defined term LlSE(:j
in the sale agreement for completion accounts if such accounts are to be prepared.

112" “Purchaser’s Relief” any Relief of the Company which arises as a result
r by reference to an Event occurring after the Balance Sheet Date [or any
Relief of any company within the Purchaser’s Group].

It is usual to exclude from the scope of the tax covenant any tax liabilities aris-
ing in the normal course of trading after the balance sheet date (see Pt 4 cl.1.1.2).
On that basis, any tax reliefs occurring after the balance sheet Qate should also be
for the benefit of the purchaser. If those reliefs are lost by being used to reducp
another tax liability of the target company, then the purchaser should be able to

m the vendors.

reclgtfzhgscé:r’s relief also, as here, often refers to reliefs of companies gther Fha}n the
target company, which can include reliefs that are aval,ﬂable to companies within th,e
purchaser’s group. This is to ensure that if a relief which belonged to the purchaserl ]
group was used to reduce a liability of the target company .that should be pi operly
compensated by way of the definition being exte_nded to m!clude thf wording in
brackets. If the wording in brackets is included, “Purchaser’s Group” needs to be
separately defined.

1.13  “Relief” includes any relief or allowance, exemption, set-o-ff or d_educ-
tion from or credit available from, against or in relation to Taxation or in the
computation of income, profits or gains for a Taxation purpose.

This definition is of considerable significance if the covenant is extended lo cases
which, while not giving rise to immediate liability to make a tax payment, involve
aloss of relief. The kinds of relief covered are:

(1) relief as such, e.g. group relief or relief from stamp duty;

(2) allowances, such as capital allowances; . - ' -

(3) exemption, e.g. the exemption from capital gains tax enjoyed by invest-
ment trusts; ‘ ‘ ' . ]

(4) set-off, which occurs, for example, in relation to set-off of losses in suc-
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ceeding accounting periods under CTA 2010 s.45 and by a claimant
company in respect of group relief under CTA 2010 s5.99 and following;
(5) deduction, which arises most commonly in computing taxable profits or
gaing; and
(6) credit, e.g. under CTA 2010 5.1109, which confers a tax credit for certaip
recipients of qualifying distributions and credits for foreign tax (although
this is repealed from April 2016).

1.14 “Saving” a reduction of any liability of the Company to Taxation by
virtue of the set-off against the liability or against any income, profits or gaing
of any Relief arising as a result of a Liability to Taxation in respect of which
the Vendors have made a payment under Part 3 of this Schedule [.....].

Sometimes, a liability to taxation can give rise to a corresponding saving in taxa-
tion of the target company. This can arise because of timing issues. For example,
if' a deduction has been claimed in one tax period which should have been claimed
for a later tax period, there will be a liability to taxation in respect of the earlier
period. However, the taxation for the later period may be reduced, as the deduc-
tion is allowable for the later period. Therefore, the only loss the target company
suffers is in respect of penalties and interest for havin g claimed the deduction in the
wrong period. In other cases, payment of one form of taxation may lead to a deduc-
tion in payment of another form of taxation. For example, stamp duty may be
deductible when calculating chargeable gains. Where there is a group of companies,
deductions may sometimes be claimed in the wrong company, with the result that
the tax liability of one group company increases, but the tax liability of the group
company in which the deduction should properly have been claimed is reduced.
These matters are dealt with in Pt 4 para.5.

1.15 “Taxation” shall have the meaning as in clause [.....] of the Agreement,

As noted above, it is preferable to avoid having two possibly conflicting derini-
tions of “taxation” in the sale agreement. The definition is better left in tiie main
definition provisions, as the term “taxation” will usually be used mor=vwidely than
the tax schedule. However, this definition is included here to remin tac tax special-
ists reviewing the tax provisions to check the definition.

The definition in para.4-08 is very wide. Nonetheless, a »ade definition is usu-
ally accepted by the vendors. However, issues do sometime: arise, particularly in
relation to the following matters.

(1) Rates: it is often argued that rates should not be covered by the tax covenant.
They will, in any case, normally be dealt with Tully under the non-taxation
warranties.

(2) National Insurance contributions: these are not, strictly speaking, tax.
However, it is usual to treat them in the same way as tax.

(3) Stamp duty, stamp duty reserve tax and stamp duty land tax (SDLT): includ-
ing stamp duty within the tax covenant. These can cause problems,
particularly as stamp duty (unlike stamp duty reserve tax or SDLT) is ef-
fectively an optional tax. Further, an indemnity against stamp duty may be
ineffective under the Stamp Act 1891 5.117. Such considerations do not ap-
ply in relation to stamp duty reserve tax and SDLT because of their
compulsory nature. A specific provision is sometimes included providing

that if any document requires stamping, the stamp duty shall be treated as
a liability to taxation.
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1t is often found in practice that the definition of “Laxat.ion” includes taxes which
are almost certainly of historical interest only but which, if ‘th.e}'e has bBEI'l fraudulent
evasion of a tax assessment, may remain a theoretical possibility mdeﬁmtely. Anote
of certain taxes which are no longer in force (and of some taxes Wh}Ch are qf llm[ted
relevance) is included in para.5-106. The vendors will Fmdllt difficult to insist on
the deletion of specific taxes on the grounds of irrelevance, since the purchaser may
reasonably argue that any risk of a liability, however slight, should fall on the
yendors.

1.18 References to any Event occurring on or before Completion.include a
c;)mbination of two or more Events the first of which occurred or is deemed
to have occurred on or before Completion.

This is often a controversial provision. The purchaser wi}l not want its claim
defeated on the basis that some part of the event which gave rise to thel: claim arose
after completion of the sale. For example, if there was a contract whlch_had been
largely performed prior to complc!ion, the fact that payment was racewef;l after
completion should not prevent a claim. Second]yl, there are a lnumlber of specific tax
situations where a later act combined with an earlier act can give rise to a tax charge,_
for exampiy, & charge under TCGA 1992 5.179 (see para.5-62) or a glaw-back of
stamp dazor SDLT relief (sec para.5-101). However, tlhe Vend.ors will argue that
the zlause as drafted is far too wide; for example, t_h1s wording may leavc_the
yzudors liable for capital gains tax in respect of a disposal of an asset acqmreld
betore completion if that acquisition is combined with the subsequent Fll spﬁ?sal. Thli
¢lause also does not address the position where there has been something “unusual
in tax terms about the original acquisition, for example where j:he asset was not
acquired on arm’s length terms, or an earlier gain was rolled over into Fhe_: asset. The
vendors will therefore usually try to either delete this clause or qualify it by word-
ing such as:

“... provided that the Event occurring on or before Completion oc-
curred outside the ordinary course of business of the Company and th.e
Event occurring after Completion occurred in the ordinary course of busi-
ness of the Company.”

Aliernative wording which favours the purchaser more is:

“... provided that the Event occurring after Completion occurred eitl.ler
(a) pursuant to a binding contract entered into on or before Completion
or (b) in the ordinary course of business after Completion.’

Part 2: Taxation warranties
These are discussed in detail in Chapter 5 and not repeated here.
Part 3: Taxation covenant

1.1 Subject as provided below, the Vendors jointly and severally covenant to
pay to the Purchaser an amount equal to the amount of:

The vendors will normally be required to accept joint and several liablhlty qu,
in the absence of express contrary provision, they will ultimately begr the_llablhty
amongst themselves in proportion to their rights in the total consideration. For
further discussion of this point see para.3-15.
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result of a problem created by the vendors and therefore they should be responsible
for the costs of dealing with it.

The vendors should ensure that this clause relates only to liabilities to taxation
and claims for tax to the extent that they arise from events on or before completion,
The vendors may also want o seek to limit the clause to liabilities and claims for

which they are liable.

1.1.5 any depletion in or reduction of value of the assets of the Company or

an increase in its liabilities as a result of inheritance tax which:

1.1.5.1 is at Completion a charge on any of the Shares or the assets of
the Company or gives rise to a power to sell, mortgage or charge any
of the Shares or the assets of the Company; or

1.1.5.2  after Completion becomes a charge on or gives rise to a power
to sell, mortgage or charge any of the Shares or the assets of the
Company which arises as a result of a transfer of value occurring or
being deemed to occur on or before Completion (whether or not in
conjunction with the death of any person whenever occurring);

provided that any right to pay by instalments shall be disregarded and the

provisicus.of IHTA 1984 5,213 shall not apply to payments to be made

under s Covenant;

As set out in para.5-100, in certain circumstances a charge can arise over the
skaresan, or the assets of, the target company in respect of unpaid inheritance tax.
Tt 15 reasonable for the vendors to give this covenant.

1.1.6 any liability which arises at any time of the Company to account for
income tax or National Insurance contributions in respect of an option or
other right to acquire securities granted prior to Completion by the
Company or by any other person (other than the Purchaser or any person
connected with the Purchaser or acting on its behalf) or in respect of the
exercise of such option or right or in respect of any acquisition, disposal
or any other event in relation to employment-related securities (as defined
for the purposes of Pt 7 IT(EP)A):
1.1.6.1 acquired at any time on or before Completion or at any time
after Completion pursuant to the exercise of any right or option (in
either case whether conditional or otherwise) granted on or before
Completion [but for the avoidance of doubt not including the
consideration shares]; or

1.1.6.2 acquired (before Completion) in replacement or exchange for or
derived from any employment-related securities (as defined for the
purposes of Pt 7 IT(EP)A) acquired as mentioned in paragraph

1.1.6.1 above;

If shares and/or options have been granted to employees before completion and
the shares/options survive completion, events after completion may give rise to tax
for which the target company may be liable to account under PAYE and pay
National Insurance contributions. In most cases, employee share schemes or op-
tions will not survive completion so this is unnecessary. However, care may need
to be taken with options, as sometimes these are not technically capable of exercise
until after completion. This type of provision is now reasonably standard.

L.1.7 any Liability for Taxation of the Company that arises at any time under
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Pt 7A of IT(EP)A 2003 including any liability arising as a consequence of
any payments or loans made to any assets made available or transferreq
to, or any assets earmarked, however informally, for the benefit of, any
employee or former employee of the Company, or for the benefit of any
relevant person, by an employee benefit trust or another third party
where the arrangement giving rise to the charge was entered into at a time
when the third party was acting on the instructions of, or for the benefit
of, the Vendors or an associate of any of the Vendors;

Since 'the introduction of IT(EP)A 2003 Pt 7A in April 2011, this covenant has
become increasingly common. As explained above, Pt 7A imposes an income tax
charge where assets held by third parties are “earmarked” for the benefit of
employees. If, for example, an EBT makes a loan after completion to a vendor, that
could give rise to an income tax and National Insurance charge for whicl; the
company is liable under PAYE. As the event tri ggering the liability, the loan, gc-
curs after completion, it may not be covered by the principal tax indemni[’y in
cl.1.1.1 (although it may arguably be covered if “combined events” wording has
been included).

The indemnity as drafted covers only situations where a vendor benefits from the
arrangements. In this form, it is difficult for the vendors to argue against it. The
indemnity could be extended to cover situations where any employee benefits, but
the vendors may argue that these are ordinary course of business liabilities wilich
the purchaser should be expected to bear.

1.1.8 any Liability to Taxation of the Company that arises at any time as a

result of or in connection with any payment to the Vendors under this
Agreement.

Again, this is becoming an increasingly common covenant, given HMRC’s fosus
on the avoidance of income tax on payments to employees.

Uspally, it will be clear that any payment made to the vendors on comipi=iion is
a capital payment for the vendors’ shareg (although even then, there mav-be issues
L{nder the restricted securities legislation in IT(EP)A 2003 Pt 7). Howe ver, the posi-
fion may be less clear when there is an earn-out.

In certain. circumstances, it is possible for HMRC to argueinacthe payment of
an carn-out 1s not a payment for the shares but a payment in tespect of the vendors’
continued employment with the.company. If that argument was successful, the pay-
ment of the earn-out would be treated as employment income and the (,:ompany
would be liable for PAYE and National Insurance contributions in respect of the
payment.

Factors which particularly indicate the possibility of the payment being treated
as employment income are where the payment of the earn-out is linked to continued
f:mpl(}yment, where the amount of the payment is calculated by reference to
individual targets rather than company performance, and where the vendor is not
otherwise properly remunerated for his continuing role.

The covenant may be irrelevant where there js no earn-out and the vendors
shou}d delete it in such circumstances. Otherwise, it will be a matter for negotia-
tion in each case whether this indemnity should be given. In particular the vendor
may be reluctant to give the covenant where, for example, the purchaser insists on
some feature, such as a link to continued employment, which increases the risk of
the payment being treated as employment income.
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Other covenants may sometimes be included in Pt 3. Examples include the
following.

(1) Specific covenants against identified issues. Although any such issues are usu-
ally covered by the general wording in cl.1.1.1 in any event, they may be
included both to avoid any doubt as to whether they are intended to be covered
and because the purchaser may adopt the approach that certain limitations
should not apply to known problems.

(2) As noted at para.10-28, it is usual to include an indemnity against liability in
respect of shares and options in the target company issued or granted prior to
completion.

(3) Where property and/or shares are major assets of the target company,
covenants relating to stamp duty and SDLT. In the case of stamp duty, this is
to avoid arguments on share acquisitions and pre-SDLT land acquisitions that
stamp duty is a “voluntary tax” and therefore never payable. In the case of land
transactions to which SDLT applies, events occurring after completion may
give rise to the requirement to file a further SDLT return and pay additional
SDLT.

Part 4: Limitations

L2 Limitations on claims
In a tax covenant, the limitations have two roles:

(a) To establish what the true loss is. Like with an indemnity, there is no need
to establish loss under a tax covenant. For example, if the purchaser can
show that there is a liability to taxation as defined, it can, in the absence of
limitations, recover that amount from the vendors even if the purchaser or
the target company has already recovered an amount in respect of such li-
abilities, whether, for example, from the vendors under a different provi-
sion of the sale agreement or from a third party such as an employee.

(b) To apportion risk. For example, is the risk of a change in law one which the
vendors or the purchaser should properly bear?

This distinction should be borne in mind in considering the limitations. It may be
perfectly proper to argue which party should bear a particular risk, but it will usu-
ally not be reasonable for a purchaser to argue against a limitation designed to
prevent double recovery.

1.1 The Tax Covenant and any claim under the Tax Warranties shall not ap-
ply to any Liability to Taxation:

As noted above, the limitations apply to both the covenant and the tax warran-
ties to ensure consistent treatment,

L.1.1 to the extent that specific provision or reserve or allowance in respect
thereof has been made in the Accounts;

If the vendors have provided management accounts for periods subsequent to the
balance sheet date which contain provisions for taxation on the profits shown, the
clause should extend to also include those accounts. If there are to be completion
accounts, this clause should refer to the completion accounts rather than the last
Statutory accounts.

The purchaser cannot fairly complain about a liability which arises after comple-

10-28

10-29

10-30




10-31

10-32

320 TAX COVENANT AND TAX LIMITATIONS

tion where a specific provision or reserve was made in the accounts, although a note
in the accounts may not of itself provide a quantification of the anticipated liability,

Deferred taxation needs careful consideration. If no reference is made to deferred
taxation, the vendors will normally not be liable if it becomes an actual liability, ag
this will be the result of post-completion events (although there may be liability if
the adequacy of the deferred taxation is as a result of the loss of a pre-completion
relief). The purchaser should specifically consider the nature of any deferred tax
provision to see whether it is acceptable for the liability, if it arises, to be outside
the scope of the tax covenant. It is not unusual for the purchaser to seek to exclude
provisions for deferred tax from this exclusion.

The vendors will often seek to delete “specific” on the grounds that if the provi-
sion or reserve for tax is sufficient in aggregate to cover all the tax liabilities, it
should not matter whether the provision or reserve has been allocated to a specific
liability.

1.1.2  for which the Company is, or may become, liable wholly or primarily
as a result of transactions in the usual course of its business after the Bal-
ance Sheet Date;

A general exclusion for liabilities arising from transactions in the usual course
of the company’s business is fair having regard to the broad principle that the
indemnities should relate to unexpected liabilities and that the purchaser is ef-
fectively getting the benefit of profits earned in that period. Furthermore, the
purchaser has the protection of the warranties. This exclusion is not appropriate if
there are to be completion accounts and cl.1.1.1 has been amended to include refer-
ence to completion accounts, as any liability should be picked up by way of provi-
sion in the completion accounts. The purchaser may want clarification on what is
and is not usual course of business. For example, distributions should be excluded.

1.1.3 to the extent that it would not have arisen or been increased but tor a
change in the rate of Taxation or change in legislation or published
administrative practice made after Completion, or change aficr Comple-
tion in any extra statutory concession or published practice previously
made by any Taxation Authority with retrospective effect;

It has become established practice for the purchaser to ¢ccept the risk of an
increased liability and, conversely, for the vendors to allow the purchaser the benefit
of a reduction in the tax rate (although, in practice, retrospective changes of this
nature are unlikely).

The part of this clause relating to changes in the law will not be necessary if the
definition of relevant statutory provisions is limited to those which are in force at
the date of the sale agreement or result from a mere consolidation. However, if the
definition allows for future changes in the law, then it is a matter for negotiation
between the parties as to whether a retrospective liability imposed upon the target
company should be borne by the vendors or by the purchaser. The purchaser should
bear in mind that provisions in Finance Acts are often retrospective, at least to the
date of the Budget speech. Where taxation avoidance is involved, for example in
relation to employee remuneration, the Government has indicated that it may
impose retrospective legislation. The purchaser may want to consider whether this
limitation is appropriate if the target company has been involved in matters which
run a greater risk of retrospective legislation, such as aggressive tax avoidance.
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Indeed, it is becoming more common for purchases to exclude from the scope of
this limitation any tax avoidance arrangements. _ N ‘

The vendors may wish to try to extend the exclusion to avoid a liability which
results, for example, from a recognised interpretation of the law being reversed by
the ruling of a higher court.

1.1.4 to the extent that the Liability to Taxation arises as the res.ult of the
change after Completion in any accounting policy, any Taxation or ac-
counting practice or the length of any accounting period for tax purposes
of the Company;

If a change in accounting policy after the purchaser acqui'res control of the target
company gives rise retrospectively to a taxation liability which would not otherwise
relate to the pre-completion period, the vendors might reasonably consider that they
should not be required to meet that liability. For example, treatment qf an asset as
a fixed asset rather than trading stock could affect the deductibility of expenditure
incurred on the asset. . .

There is a cansiderable subjective element involved in quantifying timing dif-
ferences and tiae vendors should not be penalised if a change of treatment taking
place afies fhe sale of the target company results in an unexpected hgb]hty. _

A purchaser will often qualify this exclusion to exclude changes in accounting
poiicy that are necessary because the target company’s accounts have not previ-
ousiy been prepared in accordance with accounting standards. The vendors cannot
reasonably object to this.

1.1.5 to the extent of any recovery by the Purchaser under tl_le "‘I_\Jon-
Taxation Warranties™ in respect of, or arising from, the same Liability to
Taxation;

This clause adopts the definition of “non-taxation warranties” wh.ich'appears in
the sale agreement (see para.4-02). In principle, it should not be objecnonablle, as
its aim is to avoid double recovery. The purchaser will generally want to bring a
claim under the tax covenant to the extent that it is able to give a better basis for
recovery unless warranty claims are to be quantified on an indemnity basis, as
discussed in para.3-06.

1.1.6 to the extent that a Relief other than a Pre-Completion R?lief or a
Purchaser’s Relief is available to reduce such Liability to Taxation;

As discussed at para.10-10, the position adopted in this tax covenant is that the
purchaser should be entitled to the benefit of reliefs only if the avzy_labﬂ:ty of thqse
reliefs was assumed in deciding the purchase price. If the availability or otherwise
of such reliefs is not reflected in the purchase price, then it is fair that the vendors
should have the benefit of them to reduce any potential c¢laim under the tax
covenant. This exclusion would cover a situation where, for example, there was a
liability to taxation but there were carry-forward losses to offset against that liability.

The purchaser may want to limit this to reliefs that are actually used, rather than
just being available.

L.1.7 if it results from the cessation of the trade of the Company after
Completion;
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