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Note

This guide relates to German private limited companies (Gesellschaft mit beschränkter Haftung - GmbH) only. In contrast to a public limited company where shareholders can exert only minor influence on management, the GmbH is very flexible and is therefore the common legal form for a buy-out vehicle.

This document is not intended to be a comprehensive review of all recent legal developments in this field, or to cover all aspects of those referred to. Readers should take legal advice before applying the information contained in this document to specific issues or problems.
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ENFORCEABILITY OF DOCUMENTATION

Documentation

A German buy-out usually involves the following principal documents (in addition to the acquisition documents):

· shareholders' agreement;

· articles of association;

· service agreements for management;

· rules of procedure for management;

· rules of procedure for other corporate bodies;

· senior loan agreement;

· mezzanine loan agreement;

· mezzanine warrant;

· shareholder loan agreement;

· inter-creditor agreement;

· subordination of claims agreement; and

· security agreements.

Shareholders' agreement

This is normally executed prior to the transaction, setting out the basis on which the institutions and management are prepared to make their investment and including the agreements to be implemented going forward. Sometimes upon signing of the acquisition documents only a term sheet containing the key terms of the shareholders' agreement is signed. The final shareholders' agreement is then signed prior to completion.
A GmbH's articles of association are subject to registration by the commercial register. The court is not required to approve these but has the right to object if it finds that certain provisions violate applicable law. Once the articles of association are registered with the commercial register they are open to public inspection. As a consequence it has become common practice to use a shareholders' agreement as a supplement to the articles of association, containing all those matters which one would not wish to disclose to the public (and which are not mandatory to be included in the articles of association). Unless otherwise agreed, the articles of association can be amended with a 75 per cent. majority of the votes cast whereas the shareholders' agreement can only be amended unanimously.

Typically, a shareholders' agreement includes certain mutual rights and obligations of the shareholders such as:

· restrictions on what the managing directors can and cannot do with the target's business;

· corporate governance issues (e.g. the right of the investor to appoint members of the board of directors or a supervisory board);

· the right of the investor to force managing directors (who have invested into the target) or other minority shareholders to sell their shares alongside the investor upon an exit (drag-along right) and the corresponding right of the managing directors and minority investors (tag-along right); as well as

· provisions regarding the managing directors' shares in case of their leaving the company). 

Although a number of past high court rulings have led to some doubt as to the enforceability of provisions of shareholders' agreements, in practice the parties' desire to maintain the confidentiality of these provisions has prevailed over the minor risk caused by this uncertainty . In any case, the right to claim for damages has not been questioned by German courts.
The articles of association
The articles of association of the buy-out vehicle set out the GmbH's organisational structure, in particular, the existence and establishment of corporate bodies, types of shares and related dividend rights, as well as the shareholders' rights and obligations, e.g. special voting, pre-emption or redemption rights. Certain matters, such as voting rights, pre-emption rights or corporate bodies, are often dealt with in the articles of association rather than in the shareholders' agreement to ensure that these provisions are binding and enforceable.

As minority protection and equal treatment of all shareholders are two important principles of a GmbH's corporate governance an investor may sometimes encounter difficulties in securing a position which is as dominating as in UK or US companies.

Commercial issues

Issues which require special attention in the context of an equity deal include the following:
· If not expressly provided for in the articles of association or the rules of procedure, a GmbH does not have a board of directors as such. The shareholders appoint managing directors (Geschäftsführer) which may have sole or joint authority to conduct the business of the company and to represent the company vis-à-vis third parties. If a board is set up, it can only comprise managing directors. If there is also a supervisory board or an advisory board supervising and/or advising the management, this will usually be controlled by the investors, with management having only a minority of seats and votes (if any).

· As the investors hold the majority of shares, voting rights are normally not disputed.

· Post-contractual restrictive covenants of non-competition and non-solicitation can be dealt with in the managing directors' service agreements or – if the managing director is also a shareholder – in the shareholders' agreement. In the latter case, it is doubtful whether such non-compete covenants can be agreed without a non-compete compensation provision in the shareholders' agreement. If the non-compete provisions are contained in the managing directors' service agreement, the prevailing view is that they cannot be agreed without non-compete compensation. It has therefore become best practise to provide for non-compete compensation in the managing directors' service agreement. The compensation for each year of the period of the post-contractual non-compete obligation is to be based on 50 per cent. of the respective managing director's last total annual remuneration. Restrictive covenants of non-competition during the term of the managing directors' service agreement or during the shareholding are not a problem and do not require corresponding compensation.
· Good leaver/bad leaver provisions are difficult to negotiate. It is normally a good outcome if the investors have the right to repurchase the shares at a price equivalent to the respective managing director's original investment plus interest thereon if they have a good cause for dismissing the managing director. To a good leaver, however, investors usually will have to pay the correct market value of the repurchased shares.
Enforcement

The German company will only be a party to the shareholders' agreement if such agreement imposes any obligations upon it.
German law is rather flexible regarding what may be included in the articles of association and key provisions contained in the articles of association are easier to enforce before the German courts. 

However, for reasons of commercial confidentiality and greater flexibility (unlike the amendment of the articles of association, the amendment of the shareholders' agreement does not require notarisation) key provisions are very often dealt with in the shareholders' agreement only. In case of another party to the shareholders' agreement breaching a provision of such agreement a shareholder may have a claim for performance and a secondary claim for contractual damages against the shareholder in breach. 
Personal rights

A company's articles of association may also contain specific rights conferred upon a particular individual. The same effect can be achieved by the creation of a separate class of shares. 

INCOME, CAPITAL AND VOTING RIGHTS FOR SHARES

Income 

1.
Dividends

Can only be paid out of distributable reserves, i.e. the amount of net equity exceeding the registered share capital.

2.
How are distributable reserves determined (e.g. can management accounts be used)?

The annual financial statements (balance sheet, profit and loss account, notes and, in certain cases, management report) are the basis for the declaration of a dividend. The annual financial statements are prepared by the managing directors and are then usually presented to the shareholders' meeting for approval.

3.
Who declares dividends?

When presenting the annual financial statements the managing directors may make a proposal for the distribution of dividends. Dividends are generally declared by resolution of the shareholders' meeting which may adjust the dividend upwards or downwards. However, this power may be delegated to other corporate bodies, e.g. an advisory board or the managing directors.

4.
If they are not paid, what is the right of the shareholders?

The distribution of dividends is at the discretion of the shareholders' meeting. A particular shareholder is not entitled to request a minimum distribution unless otherwise stated in the articles of association. Only if a majority shareholder prevents the payment of a dividend in circumstances which qualify as an abuse of power, a minority shareholder might, in exceptional cases, be able to enforce the payment of a dividend. Once the shareholders' meeting has decided on the amount of dividends to be distributed, the shareholder has a claim against the company which can be enforced through the courts.
5.
Can shares have fixed rights to dividends tied to issue price/share premium or a percentage of profits?

Fixed rights to dividends may be included in a GmbH's articles of association, provided that such dividends could not eat into the GmbH's registered capital and are paid out of a profit or annual surplus. The same applies with regard to preferential dividend rights.

Equally, specific entitlements to make certain withdrawals out of the GmbH's funds can be included in the articles of association, again subject to preservation of the registered capital. This may, however, be deemed to be a hidden distribution of profits for tax purposes.

6.
What are the local tax consequences of paying a dividend?

The tax sections in this guide will concentrate on the principal direct taxes being income tax (Einkommensteuer), corporate income tax (Körperschaftsteuer) and trade tax (Gewerbesteuer).

Generally, 95 per cent. of the dividends distributed by a German or non-German company to a German company or to the German branch of a non-German company are in principle tax exempt. Notional costs of five per cent. of the amount of the dividend received are, however, treated as a non-deductible expense irrespective of whether or not any costs have actually been incurred. This means that effectively only 95 per cent. of the dividend are tax exempt. For trade tax purposes the aforementioned tax exemption only applies provided that the shareholder holds at least 15 per cent. of the share capital of the company at the beginning of the respective calendar year. The same is true if dividends are distributed to a German company which holds the shares through a partnership. In this event, trade tax, if any, has to be paid at partnership level.

This tax exemption does not apply to credit institutions, financial services institutions and financial entrepreneurs within the meaning of the German Banking Act (Kreditwesengesetz) which hold their shares in the company as part of their trading book or acquire them with the aim to make a short-term trading profit. Furthermore, this does not apply to life insurance and health insurance companies. Dividends are exempt, however, if they are distributed by a subsidiary domiciled in a member state of the European Union. 

If shares are held by individuals as business assets of an entrepreneurship or a partnership, the "Partial Income Procedure" (Teileinkünfteverfahren) applies meaning that 60 per cent. of the dividends are applied to determining the business income and only 40 per cent. of the operating expenses that are economically related to the dividends can be deducted. This applies equally to dividends received from German and non-German companies. 

Profit distributions as a rule are subject to trade tax if the taxable person has held an interest of less than 15 per cent. in the share capital of the distributing corporation at the beginning of the respective calendar year. The trade tax can as a rule be credited against the personal income tax of the shareholder by way of a lump-sum offset procedure.

For individual shareholders who are resident in Germany and hold their shares as private assets, dividends received will be subject to a 25 per cent. (plus 5.5 per cent. solidarity surcharge thereon) flat rate taxation in form of a withholding tax (Abgeltungssteuer). In the case of individuals who are liable to pay church tax, income tax will be reduced by 25 per cent. of the church tax accruing additionally on the capital investment income. This aforementioned tax deduction will, as a rule, be final for German income tax purposes. It is not possible to deduct income-related expenses incurred in connection with the shares is not possible. 

Individuals with unlimited tax liability in Germany may, if they are in relation to the aforementioned tax rate, subject to a lower personal income tax rate, apply to include the dividends received in the respective assessment of taxes and therefore making it subject to their personal income tax rate. On application individuals can make their dividend income subject to the assessment procedure. 

In case of individuals residing abroad and companies without permanent establishment, facility or a permanent representative in Germany, German tax liability is considered to be discharged by payment of a withholding tax. The withholding tax amounts to 25 per cent. (plus a solidarity surcharge of 5.5 per cent. thereon) of the gross dividend paid. The withholding tax can, however, be reduced or subsequently partially refunded in accordance with the provisions of relevant double taxation treaties. If the shareholder relationship qualifies under the EU Parent Subsidiary Directive, an application can be made to pay the dividend free of withholding tax.

Profit distributions of a German company to its shareholders are subject to withholding tax of 25 per cent. of the amount of the gross dividends paid. For the purposes of income tax or corporate income tax, German resident shareholders who hold their shares as business assets, can claim a tax credit in the amount of the aforementioned withholding tax that was deducted from their dividend. The same applies to non-resident shareholders having a permanent establishment in Germany and who are therefore subject to taxation in Germany with respect to their profits derived from this permanent establishment, provided that the shares are part of the assets of the permanent establishment.

Currently, the top income tax rate is set at 42 per cent. In addition, a solidarity surcharge of 5.5 per cent of the income tax due is levied. For taxable income exceeding EUR 250,000 per calendar year the tax rate is 45 per cent., which is only applied for the part of the taxable income which exceeds € 250,000. The corporate income tax rate is currently 15 per cent. (plus a solidarity surcharge of 5.5 thereon). Trade tax amounts to approximately 14 per cent. depending in which municipality the company is located.
Additional provisions apply if dividends stemming from periods prior to the year 2001 are distributed in the years from 2002 to 2016.
7.
Can late dividends attract interest?

Declared but unpaid late dividends can be treated as interest bearing loans provided this has been agreed (and for tax purposes evidenced in writing) with the GmbH.

Capital

1.
Can shares have differential rights on the return of capital (e.g. preference shares first, then ordinary shares)?

The articles of association may stipulate that different shares or shareholders are entitled to different rights of participation in the GmbH's profits. It is also possible to include a cumulative right to dividends.

Shares may even be fully excluded from a right to participate in profits by a provision to that effect in the articles of association. As a general rule one must, however, be aware that a cumulative exclusion of several fundamental shareholder rights may be considered void.
2.
Can return of capital rights be tied to share premium rather than just issue price?

In essence, it is at the shareholders' discretion to determine the basis for calculating a particular shareholder's profit entitlement or participation in liquidation proceeds.

Votes

1.
Is it possible to have non-voting shares?

Yes, subject to minority protection rights. It should be noted that, inter alia, the right to attend shareholders' meetings as well as the right to information cannot be excluded.

2.
Can shares have differential votes?

Yes, if so provided in the articles of association.

3.
Are weighted voting rights allowed and effective (for instance, if the company is "in trouble" the investors would expect to be able to take absolute control)?

Yes. However, it is questionable whether voting rights terminate upon the occurrence of a particular event, e.g. bankruptcy. It is certainly possible to exclude voting rights with regard to particular matters expressly specified in the articles of association. 

In exceptional cases, where justified minority interests are violated or control is exercised to the detriment of the GmbH, the risk that a court would, upon the motion of a shareholder, creditor or receiver in bankruptcy, pierce the corporate veil cannot be ruled out.

4.
What are the various matters which require shareholder approval and what are the majorities necessary for them?

There is no legal distinction between ordinary and extraordinary shareholders' meetings. The annual meeting approving the annual financial statements is sometimes referred to as the ordinary shareholders' meeting. Otherwise, meetings held at short notice with the shareholders waiving their rights to notice and form can be said to be "extraordinary".

Shareholder resolutions are adopted with a majority of the votes cast unless otherwise stated by law or in the articles of association. Amendments to the articles of association as well as transformations such as amalgamation, spin-off, change of legal form) require a qualified majority of at least 75 per cent. of the votes cast. This majority is also required for various other decisions of fundamental importance. The decision to exclude a shareholder from participating in a share capital increase requires a majority of 75 per cent. of the GmbH's registered capital.

The shareholders' meeting can vote on all matters it wishes to put to a vote. In particular, it may give instructions to the managing directors regarding day-to-day business management. Under statutory law, shareholders' meetings must be convened in relation to:

· amendments to the articles of association;

· transformation (e.g. change of legal form, amalgamation, spin-off);

· enterprise agreements (e.g. profit and loss transfer agreement);

· dissolution;

· appointment and removal of managing directors, liquidators and supervisory board members;

· approval of the acts of the management and the supervisory board members;

· approval of the annual financial statements and distribution of profits;

· appointment of auditors;

· approval of transfer of shares (if so provided by the articles of association);

· enforcement of claims of the GmbH against managing directors or shareholders;

· redemption of shares/exclusion of shareholders.

Within certain limits, in the articles of association the shareholders may delegate their authority to other corporate bodies, in particular, to authorise the managing directors or a particular committee to take decisions in their place. 

Shareholder meetings

1.
What are the notice provisions for shareholders' meetings?

Unless a longer period is provided for in the articles of association, the notice period is one week from receipt of the invitation. The agenda must be made available no later than three days prior to the date of the shareholders' meeting. Unless otherwise provided in the articles of association, communication must be by registered mail. No notice is required if all shareholders are present and agree to vote.

2.
What are the quorum requirements?

There is no statutory quorum. If a quorum provision is contained in the articles of association this will usually also provide that a further meeting with the same agenda will be quorate irrespective of the quorum present. Generally, it will not be possible for a shareholder to obstruct a shareholders' decision to the effect that no resolution is passed on a particular matter. However, only shareholders having in aggregate at least 10 per cent. of the voting rights and the managing directors of the GmbH are authorised by statutory law to place a matter on the agenda (exceptions may arise under general principles of equal and fair treatment of all shareholders and abuse of power).
3.
Can resolutions be passed in writing and if so do all shareholders have to sign them?

With the written agreement of all shareholders, resolutions can be passed in writing. The articles of association may to some extent relax this requirement. If the resolution is not signed by all shareholders (although all the shareholders have previously agreed to a written resolution) this will not effect the validity of the resolution which will be deemed to be a majority decision. Provided it is stipulated in the articles of association, shareholders may also communicate their vote by fax, telex, telephone or video conference.

4.
Who can requisition meetings of shareholders?

Shareholders' meetings are convened by the managing directors. Under certain circumstances they may also be convened by shareholders holding in aggregate at least 10 per cent. of the registered capital. The articles of association may permit other corporate bodies or individuals to call a shareholders' meeting.

5.
What are the powers of the court to overturn resolutions once passed?

The court distinguishes between actions which are void and those which are voidable. Case law is, to some extent, ambiguous with respect to the aforementioned categories. Broadly speaking, acts which are void are not binding and a shareholder may request the court to pass a declaratory judgment to that effect. Acts which are voidable may be declared void by the court on the application of a shareholder within the prescription period stated in the articles of association or, in the absence of a provision to this effect, within an "appropriate" period. Depending on the circumstances, courts have accepted periods of up to two months but have also refused challenges after seven weeks. A period of less than one month is unlikely to apply. Void resolutions can be challenged at any time.

Share premium

1.
What are the restrictions on use of share premium; can dividends be paid out of it?

Once the share premium is paid to the GmbH it can be used in the same way as any other assets of the GmbH. A share premium is usually allocated to the capital reserves of the company which need to be released and converted into profits before they can be distributed as part of the profits reflected in the annual financial statements.

Redeemable shares

1.
Are redeemable shares permitted; what are the applicable rules and procedures?

Subject to an express provision in the articles of association, shares can be redeemed with the approval of the affected shareholder or for a "material reason" (sometimes also described as "cause" or "good cause"). Whether such "material reason" exists is generally determined by the courts on a case by case basis, taking into account whether or not the shareholder/GmbH can reasonably be expected to continue their/its relationship with a particular shareholder. Often, the articles of association list specific reasons. A provision which would permit one or more shareholders to squeeze out another shareholder voluntarily, i.e. without good cause, normally is not enforceable.
Unless otherwise stated in the articles of association, shares are redeemed by the adoption of a shareholders' resolution with a simple majority of the votes cast. If a redemption occurs for specific reasons the shareholder affected normally would not be entitled to vote. It is unclear whether the power to redeem shares can be delegated to another corporate body, e.g. a shareholders' committee.

The redemption of shares is permitted only if compensation due to the shareholder in return would leave the company with assets of a book value equal to or exceeding its stated share capital. The shareholder's entitlement to adequate compensation upon redemption can only be reduced to a limited extent.

Purchase of own shares

1.
Are purchases of own shares permitted; what are the applicable rules and procedures?

The purchase of own shares is only permitted if the shares have been fully paid up, the acquisition costs are met by assets exceeding the registered capital of the GmbH, and the GmbH is able to fund a reserve for own shares acquired (or a reserve which may be set up under the articles of association and which may not be distributed to the shareholders without reducing the registered capital). With respect to this last requirement, a company must balance in its financial statement (for the year in which the purchase obligation is created) the acquired asset (own shares) with an amount equal to the value of the consideration for the acquisition by establishing a designated reserve for such holding in an equal amount.

Looking forward, it is impossible to foresee whether the company's financial situation would legally permit the company to redeem or buy back shares. The reason for this is that both options are available to a GmbH only if this would not affect the preservation of its statutory funds.

Therefore, in order to ensure the ability to redeem or buy back management shares, one would need to create a right in favour of the institution to acquire such shares at its own expense if the company was not sufficiently funded at a future point in time. Control over management shares could thus only be secured if the institution was prepared to purchase management shares with its own money in the event that the company itself was not able to do so.

Issue and transfer of shares

1.
What are the statutory rights of pre-emption of shareholders in respect of the issue of shares?

A statutory pre-emption right exists in favour of the existing shareholders when the share capital is increased. 

2.
To what extent can they be disapplied either generally or specifically?

Under the general principle of equal treatment of all shareholders, the right to participate equally in a share capital increase can only be excluded, in relation to a particular share capital increase, if this is in the interests of the GmbH and there is no less harmful means to service that interest. A shareholders' resolution to this effect would require a majority of 75 per cent. of the GmbH's registered capital.

3.
What are the statutory rights of pre-emption on transfer?

There is no statutory right of pre-emption on a transfer of shares. The articles of association often contain pre-emption rights in favour of certain shareholders, and/or a right of first refusal. Authorised transfers to financial investors and within their respective groups are usually accepted.

Generally, shares are freely transferable by notarial deed. However, the articles of association usually provide that such transfer is conditional upon approval, normally to be given by shareholders. If no such approval is given, a share transfer is ineffective. This would likewise apply to any encumbrance of or over shares.

4.
What are the procedures for issuing shares?

Shares are issued by way of a capital increase which requires a shareholders' resolution with a 75 per cent. majority of the votes cast. Upon subscription by the person(s) authorised in the shareholders' resolution, the mutual obligations to issue the shares and pay up the registered capital come into existence. The shares as such will, however, only come into existence upon registration of the share capital increase in the commercial register. 

5.
Is a notarial deed required?

Yes.

6.
Is any government consent required?

No.

7.
Is capital duty payable?

No.

THE BOARD

As explained above, if not expressly provided for in the articles of association or the rules of procedure, a GmbH does not have a board of directors as such. If a board of directors exists, it is not directly comparable to the ones existing in the UK or USA. 

1.
 How many boards are there?

Usually, a GmbH has two corporate bodies, namely the shareholders' meeting and the managing directors who are subject any instructions given by the shareholders in a shareholders' meeting. 

If a GmbH has more than 500 employees a supervisory board is mandatory. Two-thirds of the members of such supervisory board are to be elected by the shareholders' meeting whilst one-third of the members is to be elected by the employees. 

If a company has 2,000 or more employees, the supervisory board must have 50 per cent. of its members elected by the employees, with the chairman, who has the casting vote, being elected by the shareholder representatives.

An advisory board is often created in order to provide comfort to (foreign) institutional investors. This is essentially a second shareholders' meeting where not all shareholders, usually no or maximum one managing director who has invested into the company are present. Depending on the investors' requirements this advisory board can have all the competencies of the shareholders' meeting including, in particular, the right to issue instructions to the management. It often issues rules of procedure specifying certain management decisions which require the approval of the advisory board. However, the shareholders' meeting cannot be banned as the highest corporate body and therefore it can overrule decisions of the advisory board and issue instructions to the managing directors. In practice, as the foreign investors usually have a majority of votes also in the shareholders' meeting, this will not cause any problems.

2.
What are the responsibilities and obligations of the board(s)?

The managing directors are obliged to manage the GmbH prudently in accordance with the interests of the company. They are subject to any instructions issued by the shareholders' meeting. If a supervisory board exists or, if another corporate body has been constituted, it may require approval for certain matters.

The supervisory board must supervise and advise but not interfere in management decisions. It may, however, make certain kinds of transactions of fundamental relevance subject to its approval. A non-exhaustive list of these matters may be contained in the articles of association or in the management rules of procedure issued by the supervisory board.

3.
What is the power of individual directors to bind the company?

The managing directors are authorised to act on behalf of the company either solely or jointly, depending on what the shareholders' meeting decides. If there is only one managing director, he is always authorised to represent the company alone. As there is no ultra vires principle, third parties can rely on the managing directors' authority to bind the company, irrespective of whether there is (or whether they know of) any internal list of matters requiring approval. This is also applicable if such matters are listed in the articles of association.

4.
Do these differ for executive and non-executive directors?

The differentiation between executive and non-executive directors does not apply. All managing directors have executive responsibility. The basic principle is that all managing directors are authorised to act on behalf of the company and that they are jointly responsible and liable for any breach of their duties or negligence. A limitation of liability to a particular business area generally does not restrict the potential liability of such managing director to this particular business area.

5.
How are the directors appointed/removed?

Managing directors are appointed by shareholders' resolution or, in certain cases of a mandatory supervisory board, by the supervisory board, unless such authority is assigned to another corporate body or person by a provision in the articles of association. The same applies to the removal of managing directors from office.

6.
In particular, what majority of shareholders can appoint or remove directors?

It is possible to provide in the articles of association or the shareholders' agreement that particular shareholders have a special right to appoint and remove managing directors without a shareholders' resolution or similar. If this is not the case, managing directors are appointed and removed by a simple majority of the votes cast. Sometimes (depending on the power of a particular managing director) the articles of association may provide that a particular managing director may only be removed for good cause.

7.
Can alternate directors be appointed; if so, what are their rights and obligations?

No. Alternate directors, in the sense that they would replace a director who is ill or does not wish to represent the company, cannot be appointed. However, managing directors can be removed and replaced at any time without cause.

It should be noted that a removal does not automatically terminate a managing director's service agreement. In this respect the company might continue to be bound by the agreement and remain obliged to pay the managing director's salary and other benefits until it is terminated.

8.
To what extent can the powers of the board be delegated to committees or individual directors?

With respect to managing directors, see above. The supervisory board cannot delegate its powers to a managing director or a board of directors. As shareholders' committees or advisory boards they derive their authority and competence from the shareholders' meeting, any competencies which the shareholders' meeting may delegate can also be delegated to another corporate body, including the managing directors. There are, however, restrictions on the power of the shareholders' meeting to delegate its authority to managing directors. 

9.
Are differential voting rights permitted, i.e. can one director have more votes than his fellow directors?

No. If the company has several managing directors, the passing of resolutions required to manage the company may be regulated internally in the rules of procedure. These rules may provide for a chairman of the management to be appointed who may be given certain privileges. It is common for the chairman to have a casting vote in the event of a tied vote, so that the chairman actually has more votes than his fellow directors. It is also possible to include provisions which grant the chairman the right to issue instructions to his fellow directors. It should be noted that these provisions only regulate the internal management of a company and the directors remain liable to third parties.

10.
Is it possible to give a group of shareholders an entrenched right to appoint a director or directors?

Yes, provided this is included in the articles of association or the shareholders' agreement.
11.
 Is a contractual right to appoint a director effective?

Not against the company. Otherwise, enforceability is at least doubtful.

CHAIRMAN

1.
Who appoints the chairman of the board(s)? What are his rights and obligations? Does he have a casting vote? If so, can it be removed?

The chairman of a board of directors has no particular legal definition and does not have any special statutory rights in addition to his normal rights. It is at the discretion of the shareholders as to whether they wish to appoint a chairman. If they wish to do so, this can be provided for either in the articles of association or in the rules of procedure for the management. These rules could also stipulate that the managing directors or another corporate body elect one managing director as chairman.

If a supervisory board exists, the members of such board have the exclusive authority to elect their chairman. This chairman is usually only a spokesman who has no special additional rights. For businesses with more than 2,000 employees who are required to have a 50 per cent. employee representation on the supervisory board, the chairman has the casting vote by virtue of statutory law. He must be elected by the shareholder representatives on the supervisory board.

OTHER BOARD MATTERS

1.
What are the quorum requirements for a board and to what extent can they be varied?

If no provision is made in the articles of association or the management rules of procedure, the members of the board of managing directors must reach business decisions jointly. 

In practice, most board members will informally consult on particular subjects and reach decisions regarding their area of responsibility alone.

For the supervisory board the minimum quorum is 50 per cent. of the members but in no case less than three members. Supervisory board resolutions are adopted by a simple majority of votes. It may to some extent be possible to make the adoption of resolutions conditional upon the presence of the chairman.

With respect to advisory boards, the shareholders are free to determine the quorum just as they are with regard to the quorum in a shareholders' meeting.

2.
How are board meetings called, i.e. who has the right to call them and what are the notice provisions?

There are no statutory requirements with respect to managing directors. As a general rule there may be a requirement that all managing directors should have a reasonable opportunity to attend. The same applies to any advisory board.

With respect to supervisory board meetings there is no minimum notice period. Otherwise, the above applies. A supervisory board meeting must be convened without undue delay upon the request of a managing director within two weeks of sending the notification.

3.
Can meetings be held over the telephone?

If all shareholders agree, shareholders' meetings can be held over the telephone. If the articles of association expressly authorise telephone board meetings, an objection of an individual shareholder would not be taken into account. The same applies to supervisory board meetings.

4.
 Are written resolutions of all (or a majority) of directors effective?

As regards the supervisory board, effectiveness is conditional on the approval of all members. Otherwise, no.

5.
What are the rules regarding directors voting on matters in which they are interested?
With respect to managing directors this would be covered by their general duty of loyalty to the company.

With regard to managing directors which are also shareholders, as a general principle, a shareholder shall neither be a "judge in his own case" nor be involved in internal decision-making processes regarding business transactions of the company where he is the contractual partner. In addition, German statutory law states that a shareholder who is discharged from his responsibilities or released from an obligation by a shareholders' resolution has no voting rights and may not exercise such rights on behalf of others. The same applies to resolutions concerning the conclusion of a transaction with, or the institution or termination of a law suit against, a shareholder.

The articles of association may enhance the statutory limitations on the exercise of voting rights or provide for further detailed rules on the exclusion of voting rights.

In the event that the supervisory board as an entity is generally discharged from its responsibilities, no shareholder who is a member of the supervisory board is entitled to vote, whereas as far as individual measures by individual members of the supervisory board are concerned, the other shareholders who are members of the supervisory board are entitled to vote. The same principles apply to managing directors who are also shareholders of the company.

As regards resolutions of the supervisory board, the general principle of exclusion in a conflict of interest situation applies to the effect that a supervisory board member may not vote on matters creating a conflict of interest. This must be decided on a case by case basis.

6.
If a director is removed against his will, does he have rights of compensation?

This depends on his service agreement. The general rule is that his office and his employment are to be distinguished with the result that a termination of office does not terminate employment and vice versa.

Unless there is a good reason which would justify not only his removal but also summary termination of his employment agreement, the service agreement will still need to be terminated in accordance with its provisions. This means that if there is a fixed term, the director is entitled to continued payment of his salary and other benefits and if the agreement has been entered into for an indefinite period his salary must be paid until the expiry of his ordinary notice period.

SHARE TRANSFERS

1.
What are the formalities for transferring shares?

Shares can only be transferred by notarial deed. The articles of association of the GmbH may provide that a transfer requires the approval of the shareholders' meeting or another corporate body.

2.
Is board approval required?

Only if specified in the articles of association.

3.
Who needs to sign the transfer document?

The transferor, the transferee and the notary.

4.
Does it need to be notarised?

Yes (see above).

5.
Is stamp duty or any other impost charged on share transfers?

No.

6.
Are capital gains based on the sale of shares subject to taxes?
95 per cent. of the capital gains received by a company from the sale of shares are exempt from corporate income tax, solidarity surcharge and trade tax. This tax exemption does not apply to certain shareholders as explained above.
For shares that are held as business assets by individuals residing in Germany 60 per cent. of the capital gain is subject to income tax, solidarity surcharge and trade tax, the so called Partial Income Procedure (Teileinkünfteverfahren). However, as a rule trade tax can be credited against personal income tax of the shareholder based on a lump sum offset procedure. The same is true with regard to a foreign individual who has a German permanent establishment to which the shares can be allocated. 

Capital gains from the sale of shares in a domestic or a foreign company of an individual with German residence who hold his shares as private assets and therefore receives income from capital investment will be subject to a 25 per cent. (plus 5.5 per cent. solidarity surcharge thereon) flat rate taxation in form of a withholding tax (Abgeltungsteuer) as explained above.

The flat rate taxation in form of a withholding tax does not apply to a capital gain based on the sale of shares provided that at any time during the course of five years preceding the sale of the shares the individual has directly or indirectly held a participation of one per cent. or more in the company. In this case the Partial Income Procedure applies.

For shares held by a business partnership which is treated as fiscally transparent for (corporate) income tax purposes, 60 per cent. (for a partner being an individual) or 5 per cent. (for a partner being a company) of the capital gain received by a partnership are taxed depending on whether the relevant capital gain is allocated to partners who are individuals or corporations. The capital gain is subject to trade tax on the level of the partnership.

Capital gains from the sale of shares by a shareholder residing abroad who, at any time during the course of five years preceding the sale of the shares, has directly or indirectly held a participation of one per cent. or more in a company with its seat management in Germany, are subject to German limited income tax liability in form of the Partial Income Procedure. However, double taxation treaties regularly grant the taxation right to tax capital gains based on the sale of shares to the country in which the shareholder is resident.

For shares acquired before 31 December 2008 and which are disposed of in subsequent years additional provisions need to be observed in cases where the shareholder is an individual.

6.
Do local companies have share certificates?

Shares in a GmbH are not embodied in share certificates. The articles of association can provide that share certificates are issued but this is very uncommon In this case, a transfer of shares will still require a notarial deed and will also require transfer of possession of the share certificate to be effective.

7.
Are there any restrictions on who can hold shares in a local company?

In essence, there are no restrictions on who can be a shareholder in a GmbH. However, the person wishing to become a shareholder must be a natural or legal person, i.e. a partnership or corporation that can have rights and obligations under its own name. This might, for instance, create difficulties where a trust wants to become a shareholder.

8.
Are there any legal impediments on the company paying the fees of subscribers for shares?

Both in the context of incorporation of a GmbH and in the context of a capital increase, the company would be permitted to assume certain subscription costs, e.g. for notarisation, legal or tax advice. Unless an estimate of the aggregate amount required is stated in the articles of association, the shareholders are required to reimburse the company for such costs. Articles of association frequently provide that the GmbH can bear the costs for its foundation up to a certain maximum amount. 

Opinion is divided as to whether shareholders are entitled to be reimbursed for formation expenses or capital increase costs if this would affect the company's registered capital. The prevailing view is that they are.

With respect to the payment of significant subscribers' fees, for instance, to a management company or an investor subscribing for shares as a reward for having done so, it cannot be discounted that this might be deemed to be a hidden distribution of profits for tax purposes as well as an unlawful repayment of (or failure to pay up) the share capital. The same might apply with respect to the legal and consultancy fees incurred by the person subscribing for shares (as opposed to advisers of the company).

SHAREHOLDER LOANS

1.
What are the relevant local legal considerations with regard to shareholder loans? In particular, are there any special rules which apply because those loans are held by shareholders (for instance would the interest be treated as a distribution under any circumstance)?

Shareholder loans are in principle treated in the same way as third party loans. However, loans granted by shareholders or affiliated companies will be automatically subordinated if insolvency proceedings over the assets of the GmbH have been opened. In this case, irrespective of any security provided, repayment claims of shareholders rank behind all other claims and would only be repayable after satisfaction of such other claims. In addition, any repayments on shareholder loans made by the GmbH within one year prior to filing for opening of insolvency proceedings will be subject to a claw back by the insolvency administrator. 

This does not apply to shareholders holding 10 per cent. or less of the GmbH's share capital and who are not managing directors. There is a risk that this exemption may not apply to lenders who for some reason are actively engaged in the management of the GmbH other than typical minority shareholder would do. 

Further exemptions may apply within restructuring scenarios, i.e. if a creditor acquires shares for the purpose of reorganising the GmbH.

The deductibility of interest for German corporate tax and trade tax purposes is subject to certain limitations, e.g. transfer pricing rules, arm's length principle, thin capitalisation rules and the add-backs of part of the interest for trade tax purposes. The following summary exclusively focuses on the thin capitalisation rule and trade tax add-backs.

Under the thin capitalisation rules, the so called Interest Barrier Rules (Zinsschrankenregelungen), interest expenses in the amount of the earned interest income are deductible. Interest expenses exceeding the earned interest income ("Net Interest Expenses") which exceed again the interest barrier are not deductible for German corporate tax and trade tax purposes. The interest barrier normally amounts to 30 per cent. of the taxable income before deduction of Net Interest Expenses and of income taxes and before depreciation. There are, however, exceptions to the Interest Barrier Rules available:

· Non-deductible interest expenses will not be assumed, if the annual Net Interest Expenses are less than €1 million.

· The interest barrier is not applicable if the company can demonstrate that:
(i)
it does not belong to a group of companies (within the meaning of the Interest Barrier Rules);
(ii)
it is consolidated with all group members under the concept of fiscal unity for German corporate income tax purposes; or

(iii)
its relevant debt-equity ratio is more favourable (or at least not more than one per cent. point lower) than the relevant debt-equity ratio of the group of companies it is belonging to.

With regard to shareholder loans the relief under (ii) is not available if interest on loans received from, or secured by or allowing any kind of recourse against substantial (direct or indirect) shareholders, their affiliates or related persons represent more than 10 per cent. of the Net Interest Expenses of the company or in the case of (iii), of the company or any other group member.

The Interest Barrier Rules limit the deductibility of interest expenses also for trade tax purposes. Furthermore, only 75 per cent. of the Net Interest Expenses which are deductible under the Interest Barrier Rules for corporate income tax purposes, will also be deductible for trade tax purposes.
2.
Are the shareholder loans freely transferable under local law and are there any regulatory restrictions on the creation and the transfer of the loans?

Claims created by shareholder loans are in general freely transferable. (It should, however, be noted that unless otherwise agreed in the loan agreement itself, a transfer of the agreement as such will require an agreement between the borrower, the lender and the party assuming the lender's rights and obligations.)

WARRANTS

1.
Can companies grant warrants to subscribe for new shares and what are the approvals (shareholder, regulatory, etc.) which are required?

The issue of shares in a GmbH requires a shareholders' resolution increasing the registered capital and authorising a particular person to subscribe for shares. Since a promise to adopt such a resolution does not usually satisfy a warrant holder, the warrant holder either becomes a shareholder of the GmbH immediately or has an option to acquire shares from a shareholder of the buy-out vehicle, usually the institutions. This option is normally in the form of an irrevocable offer which can be triggered by a declaration of acceptance or a conditional agreement which becomes unconditional upon exercise of the option, in each case subject to certain pre-conditions and with an expiry date.

The exercise of an option does not trigger any particular approval requirements and if the articles of association foresee an approval requirement for a transfer of shares, such approval would, to the extent legally possible, have already been given at the time the option is granted. 

2.
Do option/warrant holders have any rights to participate in pre-emption provisions of shares?

As long as they are not a shareholder of the GmbH, option holders will not participate in pre-emption rights. The risk of dilution will normally be taken into account in the wording of the option. However, it would not be a problem to give a contractual pre-emption right in the option or shareholders' agreement.

3.
Are options/warrants freely transferable (or are there, for instance, statutory pre-emption procedures)?

Option rights can be agreed to be transferable in the same way as shares are. If there are approval requirements or pre-emption rights specified in the articles of association, it would depend on the particular wording as to whether or not these would also apply to a transfer of option rights.

4.
Are there consequences of the warrants being held by people who are also shareholders and lenders to the company?

Please see above section "Shareholder Loans".
5.
Generally, is it possible (and if so, are there any adverse consequences) to provide that shares, loans and warrants will only be transferable together and in set proportions?

It is possible to agree contractually that shares can only be transferred together with the loan and warrants relating thereto. It should also be possible to include a provision to this effect in the articles of association.

MANAGEMENT RIGHTS

Do management shareholders have any special rights as such?

Management is not usually afforded substantial protection in the shareholders' agreement or in the articles of association but rather by their service agreement with the company. Such service agreements often run for a minimum fixed term and in some cases also include compensation upon termination. Other fundamental forms of protection include the right of management to veto certain decisions in the shareholders' meeting (if so agreed in the articles of association) or stems from the statutory restriction on the right of a shareholder to squeeze out another shareholder without good cause.

Statutory law provides that management responsibility lies with the managing directors of the GmbH. These directors, however, are not authorised to be members of a supervisory board or, depending on their negotiating position, of an advisory board. In many instances, however, management has the right to elect a third person as a minority representative to the shareholders' committee. It is, to some extent, questionable whether one can fully exclude shareholders from representation in an advisory board to which competencies of the shareholders' meeting have been delegated.

Statutory protection of management may be afforded under the corporate principles of equal treatment of all shareholders and minority protection, as well as from certain rights they may have under their service agreements.

MANDATORY SALES

Can arrangements be put in place to force management to sell their shares when they leave employment - if so can this be at below fair value?

This is possible. Upon transfer of the shares to the managing directors, the managing directors need to grant a call option to the other shareholder(s) which can be exercised upon the termination of the managing directors' service agreement. Whether the consideration to be paid for the call option can be below fair value of the shares is disputed. The German Federal Supreme Court has accepted a cap of the nominal value multiplied by ten.

If such call option has not been granted, management will, in particular, be protected by the statutory restriction on the right of a shareholder to "squeeze out" another shareholder without good cause. Arguably, the termination of a managing director's service agreement constitutes good cause. In practice, however, a lengthy litigation procedure involved in determining whether or not a service agreement has been rightfully terminated, often forces parties to reach an out-of-court settlement. With respect to the redemption of management shares, see above. The same uncertainty exists with respect to call options vis-à-vis management, but there may be scope to impose stricter provisions on management at this level.
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