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Our Focus on Private Equity provides a global perspective on some of the challenges 
being faced by PE firms and how these can be successfully addressed. It also examines 
some of the many opportunities available, e.g., by taking advantage of the new rules on 
delisting or downlisting in Germany.

There have been a number of developments in Germany recently. In March, the German 
Bundestag passed a law that aims to ensure the equal participation of women and men 
in the management of businesses and public office. The balance of men and women in 
senior positions in Germany is surprisingly disproportionate to German society and the 
rest of Europe.  

China has also seen challenges in the last few months. The dramatic fall in share prices 
that we have witnessed recently will generate increased pressure on businesses. Electronic 
discovery tools can be a powerful weapon for companies fighting or investigating corrupt 
activities that may increase in this environment.       

Please contact me if you have any comments on our articles or would like to discuss  
any of the issues raised. 
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CHINA > ELECTRONIC DUE DILIGENCE

The strong correlation between economic instability 
and corruption is a worrying reality for China’s already 
challenging legal environment. Digital due diligence  
can be of huge value in uncovering violations, as long  
as it is utilised correctly. CONTINUED > 

Digital Due Diligence: 
Uncovering Violations  
in China
ALISON SILVERSTEIN AND JARED NELSON
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This year’s historic stock market rise and 
crash was only the most visible sign of 
overall economic turmoil in China. Other 
key indicators include China’s lowest 
annual growth rate in decades, concerns 
about stagnating real estate prices and 
the first ever bond default by a state-
owned enterprise. As a by-product of 
these significant and rapid economic 
changes, China’s already high instances 
of bribery, embezzlement, kickback 
schemes, insider trading, theft of trade 
secrets and other white collar crimes may 
see a further rise as dramatic and swift 
as that of stock prices this spring. 

China’s current compliance challenges 
are a continuous source of concern for 
multi-national companies operating in 
China. The government’s most recent 
campaign against corruption has made 
progress in this area, but in the near 
future these issues will remain a high 
priority for compliance professionals. 
Identifying and remedying these 
violations can be expensive and disruptive 
and often leads to the dissatisfying result 
of inconclusive evidence ending in a 
negotiated (and usually paid) resignation 
for suspected employees. 

The rise of digital due diligence, and 
new data compliance techniques, offer 
a powerful new tool to complement and 
strengthen traditional methods for legal 
and compliance departments to close  
the gap and obtain more effective results.

DIGITAL DUE DILIGENCE  
IN CHINA

The development of e-discovery has 
had the unanticipated ancillary benefit 
of creating a robust and powerful set 

of tools for quickly finding evidence of 
compliance violations. Just as litigants 
must quickly sort through millions 
of e-mails to identify and produce 
responsive documents while retaining 
privileged materials, modern investigators 
must undertake a similar digital needle in 
the haystack exercise to quickly identify 
key pieces of electronic evidence. 

Digital due diligence is the combination 
of traditional computer forensic methods 
and the application of e-discovery 
tools in order to identify, collect, review, 
and analyse data to verify potential 

misconduct. Electronic evidence has the 
significant advantages of being detailed, 
objective, and contemporaneously 
recorded and fixed in a medium without 
loss over extended periods of time. 
Unfortunately, it also has the distinct 
disadvantage of often being grouped 
together with billions or trillions of 
other pieces of data that have similar 
characteristics and traits but are not 
relevant to the case. 

In China, digital due diligence has 
emerged from the services grey market 
of “consultants” and underground 
investigators to become a legitimate 
legal practice that can provide crucial 
insights and value for companies facing 
a compliance crisis or attempting to 
determine legal risk levels in other areas. 
In particular, law firms with local licenses 
have developed this solution into a 
mature, professional and effective service 
that no longer holds the risks and clouds 
of illicitness found with the grey market of 
investigators. 

CHALLENGES OF DIGITAL  
DUE DILIGENCE IN CHINA

Data Export

China’s infamous “Great Firewall” 
prevents some information from coming 
into China, but what is less well known 
is that the legal system also prevents 
certain categories of information from 
leaving China. Most famously, “state 
secrets” are prevented from being 
transferred outside China, but an 
assortment of minor laws also protect 
some forms of health information, 
accounting records, certain types  

of archives and a variety of other 
information from leaving the borders.  
The result is that it is not possible to 
follow the usual e-discovery default  
of moving data to large off-site data 
centres in India, the United States,  
or even Hong Kong. 

Employee Privacy

Although outside China the country 
has a reputation for being the world’s 
factory and having challenging working 
conditions, those who spend time in 
the country quickly become aware of 
how favourable its laws are towards 
employees. Both in the letter of the law 
and through enforcement efforts, there 
are strong protections of employees’ 
job security, limits on working hours and 
other general rights, including privacy, 
which can create an issue  
when conducting internal digital  
due diligence on employees.

CHINA > ELECTRONIC DUE DILIGENCE

Digital due diligence is the combination  
of traditional computer forensic methods  
and the application of e-discovery tools.
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cross-border data transfers, examining client data 
for proactive legal risk control, and analysing  
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In addition to these prophylactic policies, 
a best practice during due diligence is to 
always obtain specific collection and use 
consent from each custodian.

KNOW YOUR LIMITS AND USE 
LEGAL MEANS

The information age and the exciting 
intersection of big data and artificial 
intelligence presents one of the 
greatest value explosions of our lives. 
Data continues to emerge as a new 
natural resource, and the frameworks 
and methodologies involved in dealing 
with data trigger the need to address 
previously un-thought-of social, moral 
and legal problems. Companies hoping 
to harness this power through legal 
means will continuously run into difficult 
challenges, and China, possibly more 
than any other country in the world, is 
likely to continue to present unique issues 
that require careful and tailored solutions 
before the true value of data can be 
discovered. 

In an internal investigation, employee 
privacy can be a high-risk pitfall. 
Overstepping legal limits can lead to  
a variety of issues, from inadmissibility 
of evidence and tort actions, to criminal 
penalties in some extreme cases. In the 
urgency and chaos of normal internal 
investigations, the need to find immediate 
answers and control the crisis can 
often result in accidental violations by 
investigators unaware of the laws relating 
to employee rights or the sensitivity of the 
information being collected. 

Other Types of Protected Information

In addition to regulations relating to the 
export of data and the protection of 
employees’ personal private information, 
China has other regulations aimed at 
protecting a variety of additional types 
of information, all of which are potential 
landmines for digital due diligence.  
In typical M&A due diligence, for example, 
buyers tend to focus on the shareholders, 
especially in a country like China where 
a disproportionately large number of 
people could be considered “government 
officials,” for the purposes of the US 
Foreign Corrupt Practices Act, due to 
the historical systems that existed under 
China’s planned economy. Obtaining 
personal details of shareholders, however, 
especially if they are connected to the 
government, and cross-referencing these 
with other databases in order to assess 
risk levels, can be an extremely delicate 
process that may touch on a variety  
of protected information issues.

OVERCOMING THE 
CHALLENGES OF DIGITAL  
DUE DILIGENCE IN CHINA

Data Export: Keep the Sensitive Data 
in the Mainland

At all stages of any digital due diligence 
project in China, there may be a 
perceived need to send the data outside 
the country. Immediately after collection,  
it may be considered beneficial to process 
and store everything at an offshore 
data centre, as these are often more 
advanced, reliable, and in some ways 
more secure than counterparts in the 
mainland. Similarly, during the analysis of 
the data, it may seem necessary to give 

counsel in other jurisdictions access  
to the data in order to perform their  
due diligence or prepare their case.  
The legal risks of these moves can, 
however, be high, especially in certain 
industries traditionally dominated by the 
state, and the penalties can be severe. 

Screening data for export out of the 
country is still in its infancy. The early 
definitions for “state secrets” were 
so broad and ambiguous that any 
screening was likely to be an ineffective 
compounding of a series of highly 
subjective acts of guesswork that would 
be costly but most likely do little more 
than provide some procedural comfort. 
New rules and regulations, especially 
those issued in 2014, have helped to 
clarify the definition of state secrets,  
but there is still considerable ambiguity 
and risk in this and other areas. 

Given the necessity of the screening 
procedures, the question of applying  
the export filters is not “if”, but “when”, 
and the answer is clearly “as late as 
possible”. In all forms of digital due 
diligence, from internal investigations  
to acquisition risk assessment, there  
is a dramatic funnelling process that 
winnows down the data to a relatively 
small set of information at the very end. 
Performing the export filter at the final 
stages, and keeping everything in the 
mainland prior to that can ensure the 
most efficient and cost-effective solution 
to this difficult problem.

Employee Privacy: Obtain Consent

Clear and explicit consent is the key that 
unlocks nearly every employee privacy 
issue in China. If not already in place,  
all companies can and should 
immediately update standard employment 
contract templates with specific clauses 
(or better yet an entire appendix); update 
employee handbooks (often called  
the labour law “bible” in China because  
of their power in resolving disputes);  
hold routine annual training about 
acceptable use of electronic information; 
and have separate policies about 
electronic devices, especially for the  
two most troublesome issues: personal 
data on company devices and company  
data on personal devices. 

Alison Silverstein
Managing Director of 
McDermott Discovery 
Washington, DC
asilverstein@mwe.com 
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Will & Emery’s global Discovery offering, Alison 
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technology and legal solutions for clients’ big data 
requirements internationally.
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residents (Green Card holders) who 
may have been in the United States for 
relatively brief employment opportunities. 
The Green Card holders impacted are 
those that are considered long-term 
permanent residents (LTRs).

An LTR is an individual who has been  
a Green Card holder of the United 
States in at least eight of the last 15 tax 
years, ending with the year the individual 
expatriates. If an LTR files a Form 
8833, he or she will be deemed to have 
expatriated and may trigger the US exit 
tax. This rule excludes any year in which 
the individual was treated as a resident  
of a foreign country under a tax treaty 
and did not waive treaty benefits,  
i.e., the individual filed a Form  
8833 claiming treaty country 
residency, with a Form  
1040-NR while they were  
not considered an LTR. 

WHO IS A COVERED 
EXPATRIATE? 

Under current US tax law, certain high 
net worth individuals who relinquish  
their US citizenship or LTR status  
are considered covered expatriates 
(CEs) and subject to an exit  
tax on the phantom gain  
from the deemed sale of 
their worldwide assets. 

To be a CE and subject to the US exit tax 
rules, the expatriate needs to fall into one 
of the following three categories: 

 > Individuals with an average income  

tax liability in excess of US$160,000  

(as of 2015, as indexed for inflation)  

for the five tax years prior to the 

expatriation date.

An “American expat” is not the same  
as an American who expatriated.  
The former includes the likes of Ernest 
Hemmingway, F. Scott Fitzgerald, Johnny 
Depp, Madonna, Angelina Jolie and Brad 
Pitt—basking in their creativity abroad or 
escaping American paparazzi. The latter 
includes the likes of Facebook founder, 
Eduardo Saverin, the pardoned Marc Rich 
and his wife Denise Rich, and Ted Arison. 

With increasing international tax 
compliance requirements causing US 
taxpayers an ever mounting burden, 
many of them are concluding that the 
US passport or Green Card is no longer 
worth it. They may not be relinquishing 
their right to a life in the United States 
just to avoid paying substantial amounts 
of tax, as they may be living, or end up 
living, in a country with tax rates higher 
than in the United States. They may 
instead simply not feel an emotional  
tie to the United States. Whatever their 
reasons, these “expatriots” (as some 
in Congress would label them), often, 
sometimes inadvertently, trigger the  
US exit tax. 

THE EXIT TAX APPLIES TO 
BOTH FORMER US CITIZENS 
AND LONG TERM RESIDENTS

Strikingly, the US exit tax regime affects 
not only US citizens giving up their US 
nationality, but also lawful permanent 

UNITED STATES > EXIT TAX

An Overview of The US  
Exit Tax Regime
LEIGH-ALEXANDRA BASHA AND DANIEL BELL

The US Federal Register reveals a record number of expatriations in recent years, topping over 1,000 a 
quarter. What is often overlooked are the potential tax ramifications of expatriating. Are all expatriates the 
same? What is the US exit tax? Which expatriates are impacted and why? The answers to these questions 
are often surprising…
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 > Individuals with a net worth of US$2 

million or more as of the expatriation date.

 > Individuals who cannot certify under 

penalty of perjury that they have 

complied with US tax requirements  

for the five years preceding the 

expatriation date. 

Falling into any one of these three, 
mutually exclusive, categories would 
make an individual a CE and subject him 
or her to the US exit tax rules. 

Not all expatriates, however, are CEs.  
The term “expatriate” for exit tax purposes 
includes individuals who are US citizens 
who relinquish their citizenship, or LTRs 
relinquishing their Green Cards.  
As explained above, however, the term  
CE includes only individuals that fall into  
one of the three categories above when 
he or she expatriates. 

Importantly, the 
application of 
the exit tax has 
no bearing on an 
expatriating US 
citizen or LTR to 
file a Form 8854 
Initial and Annual 
Expatriation 
Statement with his 
or her final US tax 
return. Until the US 
citizen files a Form 
8854, the individual 
is not considered 
an expatriate for 
US tax purposes, and is still subject to  
US worldwide taxation as if he or she 
were still a US citizen.

WHAT IS THE US EXIT TAX? 

A CE who expatriates in 2015 is deemed 
to have sold all his or her property, 
regardless of where that property is 
situated, for its fair market value on the 
day before his or her expatriation date. 
The exit tax is essentially the application 
of US income tax on the portion of that 
phantom gain that exceeds US$690,000 
(as of 2015, as indexed for inflation). 
Special rules apply to certain deferred 
compensation accounts, non-grantor 
trusts and certain other tax-deferred 
accounts, such as Individual Retirement 
Arrangements and 401Ks.

The exit tax is 
fundamentally a mark  
to market tax on 
phantom gain of the 
covered expatriate’s 
worldwide assets. 

Daniel Bell
Associate
Washington, DC
djbell@mwe.com 

Daniel Bell advises on cutting-edge domestic and 
international estate, income and gift tax mitigation 
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The “expatriation date” for a US citizen 
is the date on which the individual 
relinquishes his or her US citizenship.  
The rules for calculating this date bear 
some similarity to, but are not the same 
as, the applicable US immigration rules. 
The expatriation date for an LTR is  
the date on which the individual ceases  
to be a lawful permanent resident of  
the United States.

WHAT OTHER TAXES APPLY  
TO COVERED EXPATRIATES?

Beyond the US exit tax, the perpetual 
succession tax on any gifts or bequests 
that a CE makes to a US person should 
also be considered. Section 2801 of 
the Internal Revenue Code imposes 
a succession tax, payable by the US 
individual or US trust recipient, on gifts 
or bequests from a CE. To the extent 
that a gift or bequest from a CE to a US 

recipient exceeds 
the US$14,000 
annual gift 
exclusion (the  
2015 amount)  
(or qualifies for the 
marital or charitable 
deduction), the 
recipient is subject 
to US taxation 
at the highest 
marginal estate 
or gift tax rate 
(currently 40 per 
cent). There is no 
sunset provision,  

so this tax applies in perpetuity until after 
the CE has died and his or her estate has 
been closed. 

Under Announcement 2009-57, the 
Internal Revenue Service intends to issue 
guidance on Section 2801 and the new 
Form 708 to report the receipt of gifts 
and bequests subject to Section 2801. 
Importantly, until this guidance is issued, 
the due date for reporting and paying 
the 2801 tax imposed has not yet been 
determined. Although the due date for 
reporting and paying the 2801 tax has 
not been finalised, the existence of this 
provision may cause planning problems 
for CEs who plan to leave their assets to 
certain US persons.

ESCAPING COVERED 
EXPATRIATE STATUS 

Certain dual nationals and certain minors 
may avoid CE status. All expatriates can 
avoid CE status if they can escape falling 
into one of the three CE categories.  
All individual expatriates must, however, 
certify that they are US tax compliant, 
even if they satisfy one of the exceptions. 
Fortunately, given the outcrop of  
US voluntary disclosure programs,  
non-compliant individuals may more 
readily become compliant, so they can 
then expatriate without triggering the  
US exit tax. 

The US exit tax rules are complicated 
and often overlooked when an individual 
wishes to expatriate. Regardless of the 
motive, expatriation should not be a  
rash decision, especially given the  
heavy consequences of the exit tax  
and perpetual succession tax. With 
careful planning and bespoke advice  
at the front end, individuals can navigate 
these rules and tailor a solution that 
fits their cross-border needs. So, if they 
wish to join the thousands of expatriate 
Americans, they can do so knowing how 
much it will cost them.
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This underrepresentation not only 
reveals a situation inconsistent with the 
constitutional principle of gender  
equality as set forth in Article 3 (2) of  
the German Constitution (Grundgesetz),  
it also presents a problem for the German 
economy, given its existing lack of 
qualified professionals. Furthermore,  
as scientific research has proved that 
mixed-gender teams achieve better work 
results than same gender teams, it is 
potentially preventing German businesses 
from achieving their full potential. 

Against this background, there is not only 
strong political interest in taking action 
to turn the constitutional requirement 
into reality, but there is also a commercial 
imperative for increasing the number of 
women in leading positions in businesses.

THE QUOTA SYSTEM

Even if the new regulation is commonly 
referred to a “women’s quota”, (as, in the 
medium-term it will likely counteract the 
underrepresentation of women) the law 
is legally constructed to ensure that both 
genders are represented by as many 
individuals as necessary to meet the 
mandatory statutory minimum quota.  
The enactment of the Frauenquote has 
the two following main effects:

THE CURRENT SITUATION 

Women are heavily underrepresented in leading positions in both the German private and 
public sectors. At the end of 2014, the proportion of women on the supervisory boards 
of the top 200 German companies amounted to just 18 per cent, and on their executive 
boards an even poorer 5 per cent. These figures are even more striking when compared 
with the international situation and the German population. 

The proportion of women on boards in other countries is, largely, significantly higher. 
Finland, France, Norway and Sweden have much more equal proportional representation, 
according to Egon Zehnder’s 2014 European Board Diversity Analysis. In 2003, Norway 
became the first country in Europe to legislate boardroom quotas. It was later joined by 
France, Ireland and Spain, all of which set their minimums for female representation on 
boards at 40 per cent. The United States has also seen female representation grow to  
up to 21.2 per cent of board seats, even without legislative mandates.

PERCENTAGE OF WOMEN IN LEADING POSITIONS

 
 
 
 

More than half the German population, and more than half the Germans who graduate 
from college or university, are female. There is therefore no socio-political explanation for 
the underrepresentation of women on executive boards in Germany. 

Germany Enacts Law  
on Mandatory Quota  
for Women in Business
SANDRA URBAN-CRELL AND BETTINA HOLZBERGER

GERMANY > WOMEN IN BUSINESS

On 6 March 2015, the German Bundestag passed a law (the Frauenquote) that aims to ensure the equal 
participation of women and men in the management of businesses and public office. The Frauenquote entered 
into force on 1 May 2015.
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First, the law will require large listed 
companies to fill 30 per cent of their 
supervisory board seats with female non-
executive directors. Second, it will require 
large and medium sized businesses to set 
self-determined targets for the proportion 
of female top managers and supervisory 
board members. 

Mandatory Quotas 

As of 1 January 2016, the percentage 
proportion of women to men on the  
supervisory boards of listed companies 
that are subject to co-determination 
in accordance with the German 
Co-Determination Act (Mitbestimmungsgesetz),  
the Coal, Iron and Steel Co-Determination 
Act (Montan-Mitbestimmungsgesetz) 
or the German Supplementary 
Co-Determination Act (Mit-
bestimmungsergänzungsgesetz), needs 
to reach each at least 30:70. Roughly 
speaking, this 30:70 figure will apply  
to listed companies employing more  
than 2,000 employees. 

Generally, compliance with the quota is 
determined taking into account the whole 
board, i.e., the representatives of both  
the shareholders and the employees. 
Only if either the shareholders’ or the 
employees’ representatives raise a 
formal objection (Widerspruch), will 
the “separate compliance” method 
(Getrennterfüllung) apply, and the number 
of seats equalling the 30 per cent 
requirement will be calculated for each 
side separately. Formal objections are 
restricted to special cases, for example 
if the quota is only met because one of 
the two sides has more women than it 
“needs” and the other has less. 

Self-Determined Target Quotas

Companies that are either listed 
or subject to co-determination 
in accordance with the German 
One Third Participation Act 
(Drittelbeteiligungsgesetz) will set their 
own target quotas for their executive 
board, the two management levels 
directly below the executive board, 
and their supervisory board. Self-
determination will apply to companies 
employing more than 500, but less than 
2,000, employees.

The target quotas of the executive 
board and the two management levels 
below the board will be determined by 
the supervisory board. The targets for 
supervisory board will be set by the 
executive board. 

The target quota has to be determined 
by 30 September 2015 and must not be 
lower than the actual current proportion 
of women at that time, if the actual 
current proportion is below 30 per cent. 
There is no minimum target figure if 
the actual current proportion is already 
30 per cent or more. If that is the case, 
the target figure can be set freely and 
consequently be (much) lower than the 
status quo and/or 30 per cent. Even a  
fall to 0 per cent is possible. 

Companies to which the rules apply now 
must reach their self-determined quotas 
no later than 30 June 2017. Companies 
that come into existence in the future, 
or at some point reach the threshold 
at which the Frauenquote becomes 
applicable, must achieve their self-
determined quotas within five years  
of setting them.

OBLIGATION TO INFORM, 
PUBLISH AND REPORT

In order to incentivise the implementation 
of the mandatory quota and the 
self-determined target quotas, the 
Frauenquote demands that companies 
publish their target quotas, whether or  
not those quotas have been met (at the 
end of the set time period) and, in cases 
of non-compliance, the reasons for  
the failure. 

SANCTIONS FOR 
INFRINGEMENTS

Compliance with the Frauenquote is 
mandatory. If the supervisory boards 
of companies falling within the 
mandatory quota rule are not awarded 
as per the statutory 30:70 percentage 
proportion, the election of supervisory 
board member(s) will be void to the 
extent to which the quota is not met. 
As a consequence, the position of the 
seat filled by the “wrong” gender will 
be vacated and will remain empty. In 
practice, the company’s management has 

to request a court to fill the empty chair 
as it is the management’s duty to make 
sure a legally and properly established 
supervisory board is created. Obviously, 
the court will also have to strictly comply 
with the Frauenquote. In the meantime, 
the supervisory board can, under certain 
circumstances, still work effectively. 

If the self-determined target quota is  
not reached, no direct sanctions will  
be triggered.

START OF A CULTURAL 
CHANGE?

It is unlikely, that the Frauenquote will 
promote a dramatic change in German 
business culture as only 100 companies 
in Germany will actually be affected 
by the mandatory 30 per cent women 
requirement. Around 3,500 companies 
will be able to determine their own quotas 
and it is unlikely that any will improve on 
the existing status quo. Moreover, the 
new statute only strictly regulates gender 
parity on supervisory boards and remains 
rather soft on management levels. 

Finally, it is worth mentioning that, 
laudable though the Frauenquote is,  
it does not address the equally 
inexplicable gap of, on average, 22 per 
cent between the salaries of women and 
men in the same position, and with the 
same educational background.
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In its recent decision in Huawei 
v ZTE C 170/130, the Court of 
Justice of the European Union 
(CJEU) has set forth the legal 
test applicable to injunctions 
involving standard-essential 
patents (SEP). 

There are a number of issues that remain unresolved, e.g., the definition of “willingness,” 
and the interpretation of FRAND in this context, that potentially make the legal test less 
useful in practice. Licensors and potential licensees are therefore still advised to take 
caution when structuring transactions involving SEPs. 

CJEU 
Rules on 
Standard-
Essential 
Patents, 
Injunctions 
and 
Abuse of 
Dominance 
CARLA HINE AND WILKO VAN WEERT

The case developed as Huawei Technologies and ZTE Corporation were unsuccessful in 
negotiating a license agreement covering Huawei’s declared essential patents related to the 
4G standard on fair, reasonable, and non-discriminatory (FRAND) terms. When ZTE allegedly 
continued to use the SEP without paying royalties, Huawei brought an infringement action 
against ZTE, seeking an injunction against the sale of certain ZTE products. 

The CJEU addressed the circumstances in which a dominant SEP holder, who has committed 
to grant licenses on FRAND terms, can seek an injunction or recall of infringing products 
to stop an infringement of that SEP, and when that injunction is regarded as an abuse 
of dominance contrary to Article 102 of the Treaty on the Functioning of the European 
Union (TFEU). The CJEU decided that the following conditions must be satisfied before 
a dominant SEP licensor can validly bring an injunction action without acting contrary to 
Article 102 TFEU:

EUROPE > PATENTS
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 > The SEP holder must notify the alleged infringer of the alleged infringement. 

 > The alleged infringer must then express its willingness to conclude a licensing 

agreement on FRAND terms. Unfortunately, the CJEU did not address how to 

determine “willingness.” 

 > The SEP holder must present a specific, written offer for a license on FRAND 

terms, specifying the amount of the royalty, and the way in which that royalty is  

to be calculated. 

 > The alleged infringer must respond to the FRAND offer. Delay may signal 

“unwillingness,” and prevent the alleged infringer from countering that the SEP 

holder is violating Article 102 of the TFEU.

 > If the alleged infringer wishes to submit a counter-offer, it must do so promptly,  

in writing and in compliance with FRAND terms. 

 > If the alleged infringer has been using the SEP without a license, it must provide 

appropriate security, e.g., a bank guarantee, from the point at which the counter-

offer is rejected.

 > If the parties ultimately are unable to agree on the details of the FRAND terms,  

they may request an independent third party to determine the amount of the royalty. 

 > If the alleged infringer continues to use the patent in question and has not 

diligently responded, either by accepting the FRAND offer or by submitting 

a FRAND counter-offer, the SEP holder may seek an injunction against the 

infringement or seek the recall of products made using the SEP without risking 

Article 102 TFEU scrutiny. 
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Private equity firms globally have faced a clampdown from 
governments and regulators worldwide over what many see  
as overly favourable tax treatment. The industry has also 
come under increased commercial pressure from investors, 
who are keen for firms to spend some of the estimated  
US$1.1 trillion (and rising) they have accumulated, and to 
provide more transparency on fees and expenses.  
CONTINUED > 

The Impact of 
Regulatory Changes on 
Private Equity Firms
ELEANOR WEST AND MATTHEW HERRINGTON
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KEY UK TAX CHANGES

Following their re-election, and coming 
as a surprise to some in the private equity 
market, the Conservative Government 
has moved quickly to implement 
extensive changes to UK tax legislation 
that will have a significant impact on the 
private equity industry.

Base Cost Shift

Before the July 2015 Budget, PE fund 
managers were treated as taking a share 
of the investors’ chargeable gains base 
costs when the carried interest became 
payable – essentially a “base cost shift”. 
This significantly reduced the effective 
rate of tax payable by PE managers. 

In the Budget, the use of base cost 
shifting has been stopped, with the  
effect that more tax will be paid on 
carried interest. While the changes  
do not abolish capital gains treatment,  
for carried interest arising on or after  
8 July 2015, a capital gains tax deduction 
will only be given for sums that a PE 
fund manager actually pays to acquire 
a carried interest right in the managed 
fund. The Chancellor resisted calls for 
carried interest to be taxed entirely as 
income, and stated that “carried interest 
should be subject to capital gains tax 
as it reflects the underlying long term 
performance of a fund’s investments”.

Non-Dom Fund Managers

The July 2015 Budget also introduced 
draft legislation that removes the ability 
for PE fund managers who are UK-
resident but non-domiciled to claim 
the remittance basis in respect of their 
carried interest entitlement, unless they 
perform their investment management 
activities entirely outside the United 
Kingdom. Affected PE fund managers 
will have to pay capital gains tax on 
carried interest, even if they keep the 
carry proceeds offshore. 

This change brings the treatment of 
non-domiciled fund managers into line 
with UK-domiciled fund managers, 
but it is feared in some quarters that 
it will encourage another exodus of 
private equity fund managers to a low 
tax, low regulation jurisdiction such as 
Switzerland, as happened (to an extent) 
in 2009 in response to higher taxes  
and public anger over bonuses. 

Disguised Investment  
Management Fees

Prior to the Budget, PE managers were 
also affected by legislative changes 
that took place with effect from 6 April 
2015 on disguised management fees. 
These rules arose because Her Majesty’s 
Revenue & Customs became aware that 

some private equity funds had been using 
structures known as GP LP and GP LLP 
planning to avoid income tax on annual 
management fees, which are typically set 
at 1.5 per cent to 2 per cent of assets 
under management and intended to cover 
the costs of managing and investing the 
fund’s money. These structures involved 
the fees being paid as priority partnership 
shares and were intended to secure 
capital gains tax treatment instead of 
income tax treatment. The new legislation 
ensures that any such fees are taxed 
as income, although the legislation still 
allows for carried interest to preserve its 
treatment as a capital gains tax asset. 

Disguised Remuneration

The UK Government has also recently 
published a consultation paper on how to 
determine when performance fees arising 
to PE fund managers should be taxed 
as capital or as income. The broad thrust 
of the government’s thinking in this area 
seems to be that fund managers should 
not automatically be accorded capital 
gains tax treatment on performance-
linked returns. Instead, this should be 
dependent upon the fund in question 
pursuing a strategy of an investing  
(rather than trading) nature. The 
consultation proposes a default rule 
that all performance-linked rewards be 
subject to income tax, with a carve-out 
expected to be included for carried 
interest and genuine co-investment. 

FOCUS ON > PRIVATE EQUITY
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to review the use of certain investments 
vehicles and fund structures, to account 
for UK and global legislation changes,  
it is important to note that the rules in  
the United Kingdom are specifically 
tailored so as not to affect the tax 
treatment of genuine carried interest, 
which the government supports. In 
addition, the United Kingdom is still a 
very attractive jurisdiction for private 
equity, as higher taxes and regulation 
are counterbalanced by a strong and 
fair court system, flexible employment 
legislation, an active and open banking 
market and its status as an established 
gateway into the rest of Europe. 

The increased pressure from investors 
will inevitably lead to structural changes 
in the way in which PE firms operate, 
and should be embraced. For example, 
Terra Firma recently announced, that it 
intends to put more “skin in the game” 
by deploying €1 billion of its own money 
into co-investments, and increasing 
the link between the fund managers’ 
reward and performance by removing 
fees on uninvested capital, with a view 
to remaining competitive and attractive 
to key investors. Although this is not 
an approach that will suit all PE firms, 
it is indicative of a shift away from the 
traditional model. 

There is also a proposal to include a white 
list of certain activities that would be 
automatically treated as investing rather 
than trading. The government proposes to 
publish a response document as part of 
the Autumn Statement later this year, and 
plans to legislate any changes in 2016.

GLOBAL REGULATORY 
PRESSURE

Increased legislative pressure is not just 
limited to the United Kingdom; the wide 
ranging and extensive changes to both 
US and EU private equity regulation 
enacted by, amongst others, the Dodd-
Frank Act, the Foreign Account Tax 
Compliance Act and the Alternative  
Investment Fund Managers Directive  
have created mounting pressure on 
 

private equity firms to deliver greater 
transparency, better reporting and tighter 
accounting controls. 

In addition, regulators worldwide have 
shown a willingness to bare their teeth 
in order to increase transparency in 
the private equity industry. The US 
Securities and Exchange Commission 
(SEC), for example, has been conducting 
investigations into fees charged by 
private equity firms, and found that more 
than half of those it examined were 
either breaking the law or had “material 
weaknesses” in fee control. In connection 
with these investigations, the SEC has 
issued fines to PE firms for numerous 
deemed offences, including misallocation 
of expenses, changing distribution 
calculations without adequate disclosure 
and failing to properly inform investors  
of management fees to be charged.

Fees, Transparency and Opportunity

As well as regulatory pressure, PE firms 
have increasingly faced scrutiny from 
investors over fees and transparency. 
A recent study by SunGard found that 
78 per cent of GPs and LPs believe 
private equity fees will fall over the next 
two years, while 42 per cent of GPs say 
investors have become more demanding 
in terms of the information they seek. 

Further, pension funds, sovereign wealth 
funds and family offices, increasingly fed 
up with high fees, are also increasingly 
looking to run their portfolios internally 
and invest directly. These direct investors 
are now competing for buy-outs, 
infrastructure and property investments 
with PE funds, or looking for a  
co-sponsor role on bigger transactions.  

The recent mass exits by private equity 
firms looking to capitalise on the rally in 
the market has left many private equity 
firms with large reserves of cash and a 
dearth of attractive assets to invest in. 
Recent figures from Citi suggest that 
purchase price multiples for quality 
assets are at an all-time high, and 
because many institutional investors 
engaging in direct investment can finance 
deals with minimal leverage, a longer 
term outlook and a willingness to settle 
for attractive rather than the aggressive 
returns, they can afford to do deals at  
the top of the market. 

The Future is Bright

The private equity industry is facing a 
changing landscape in both the UK and 
globally. Whilst new tax rules will certainly 
mean that private equity firms will need 
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Since a 2013 decision by 
the German Federal Court of 
Justice, the number of delistings 
at German stock exchanges 
has increased significantly. 
The decision simplified the 
requirements that need to be 
fulfilled by a company when 
revoking its admission to the 
stock exchange-regulated 
market. This simplification 
has, however, had far wider 
implications than anticipated. 

In an October 2013 decision, the German 
Federal Court of Justice changed the 
rules for the revocation of admission to 
the regulated market stock exchange 
(delisting) and the rules for companies 
wishing to leave the regulated market 
but retain admission to the unregulated 
market (known as downlisting). Contrary 
to the Court’s 2002 decision in Macroton, 
the power to approve a delisting or 
downlisting now resides solely with the 
Board of Management and, if applicable, 
the Supervisory Board. It is no longer 
necessary for the Board to obtain 
an endorsing resolution by general 
meeting and major shareholders are 
no longer required to grant any cash 
compensations, which are verifiable by 
mediation proceedings.

SHAREHOLDER PROTECTION

The protection of shareholders in a 
delisting is now provided by the German 
Stock Exchange Act in conjunction with 
the German Stock Exchange Regulations. 
The Act provides that stock exchange 
delistings and downlistings must not 
conflict with shareholder protections. 
These protections are laid out in the 
various German Stock Exchange 
Regulations of each stock exchange, and 
range from reasonably straightforward to 
rather burdensome. 

Taking Advantage  
of The Consequences  
of Delisting or 
Downlisting in Germany 
NIKOLAUS VON JACOBS 
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For example, under the Frankfurt Stock 
Exchange Regulations, a delisting from 
the General Standard becomes effective 
six months after it has been announced, 
during which period the shareholders 
continue to be 
able to sell their 
shares on the 
regulated market. 
The Düsseldorf 
Stock Exchange 
Regulations, on 
the other hand, 
are based on the 
principles set forth 
in Macroton, and 
state there must 
be a resolution by a general meeting in 
favour of the delisting, and the majority 
shareholder must offer to purchase 
minority shares.

UNEXPECTED 
CONSEQUENCES OF  
THE NEW RULES

Numerous delistings and downlistings 
have occurred since the October 2013 
decision of the Federal Court of Justice 
and the introduction of the new rules.  
The unexpected consequences of a 
delisting or downlisting are extremely 
interesting. It’s become clear that, as 
a result of the delisting or downlisting, 
many shareholders sell their shares 
and, as a result, the share price of the 
company falls. Institutional investors 
may be compelled to sell if they have 
to invest in the regulated market, other 
shareholders sell because they would 
rather invest in fungible shares. 

The fall in the price is mostly due to the 
fact that, under the new rules, there is no 
longer an underlying cash compensation 
offer by majority shareholders. 

The fall in the price of shares of  
delisted or downlisted companies was  
not expected by the German 
Constitutional Court when it made the 
decision that underlies the 2013  
German Federal Court of Justice 
decision. The Constitutional Court 
assumed that delisting or downlisting 
at the request of the issuer would not 
generally of itself affect the fundamental 
rights of ownership of individual 

shareholders and therefore would 
not trigger a mass sale. Shareholder 
associations and market commentators 
have therefore criticised the new rules 
and are demanding that the legislature 

restores the old 
legal position. 

The fact that so 
many shareholders 
are selling their 
shares in delisted 
or downlisted 
companies has 
generated a 
further unforeseen 
consequence of 

the 2013 decision – tactical delistings 
and downlistings.

TACTICAL DELISTINGS AND 
DOWNLISTINGS

A major shareholder might benefit from 
the price drop caused by shareholders 
selling en masse as a result of a delisting 
or downlisting by buying up shares 
cheaply and exceeding the relevant 
majority thresholds for structural 
measures, up to a squeeze-out. 

A delisting or downlisting can also be 
applied tactically to avoid the compulsory 
provisions of the German Securities 
Acquisition and Takeover Act (especially 
mandatory offers) in the event of a 
public takeover of shares admitted to 
the regulated market by an investor, 
by executing the delisting before the 
public takeover. The preconditions of the 
structuring of such an avoiding approach 
include that the underlying Board of 
Management decision is resolved to 
the benefit of the company, and that 
no binding agreements that trigger the 
provisions of the German Securities 
Acquisition and Takeover Act exist with 
potential buyers prior to the delisting or 
downlisting coming into effect. Once the 
delisting or downlisting has taken effect, 
a major shareholder is then free to sell 
his shareholding to a buyer, without the 
buyer having to submit an offer to all the 
shareholders at the same price. 

For private investors who want to 
remain invested in fungible shares, and 
institutional investors that have to invest 

in regulated shares, a delisting can also 
be utilised as an additional incentive in 
order to increase the acceptance rate  
of a takeover bid. Because, according  
to the German Securities Acquisition  
and Takeover Act, a takeover bid is 
based, amongst other things, on the 
average, weighted three month market 
price of the share prior to the bid, the fall 
in the price might make a takeover bid 
more likely or appealing. 

SHARE SPECULATION 

External investors may also profit from 
the falling price of shares in a delisted 
or downlisted company by buying shares 
cheaply and speculating on company 
restructuring measures and potential 
mediation proceedings following the 
delisting, which can result in a higher 
share price later. 

It is also conceivable that, as a result of 
a delisting or downlisting, an interested 
investor may profit from the falling price 
and collect shares, or ensure getting 
them by irrevocable undertakings to 
tender the shares, and makes a takeover 
bid that is no longer subject to the rules 
of the German Securities Acquisition and 
Takeover Act. 

COMMENT

It is likely that the legislature will comply 
with the demands of the shareholder 
associations, which means that the 
window for taking advantage of the 
consequences of the 2013 Federal Court 
of Justice decision will close again in the 
foreseeable future. Companies that may 
be interested in making the most of the 
situation, should therefore make their 
move sooner rather than later. 
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The fall in the price  
of shares of delisted or 
downlisted companies 
was not expected.
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In line with foreign private equity funds, 
French funds are very interested in 
bridge-financing capital calls to their 
investors. Whether referred to as an EBF, 
subscription facility or capital call facility, 
this type of credit facility is aimed at pre-
financing investors’ capital in the fund in 
order to rationalise capital calls. 

Depending on the borrower’s administrative, 
regulatory or contractual burdens, an EBF 
can be structured as a revolving credit 
facility or a term facility, on a confirmed  
or non-confirmed basis, and made 
available by one or more banks. 
Regardless, the EBF will be secured by 
the uncalled capital of the investors.

Many fund managers believe EBFs allow 
French funds to compete on a level-
playing field with foreign funds.

GROWING POPULARITY

Although the tool only appeared on the 
French market in 2012, the number 
of EBFs in use by French Funds has 
progressively increased and EBFs have 
become extremely popular.

One of the main reasons for the 
popularity of EBFs is their flexibility, as 
the credit can be made available either by 
cash advances, or as letters of credit or 
bank guarantees. An EBF therefore fulfils 
all the fund’s needs, while at the same 
time ensuring the administrative and 
financial rationalisation of capital calls.

The evolution of the traditional financing 
structures used in the US and the 
UK markets allowed the “French 
style EBF” to be perfectly adapted 
to French regulations and to the 
French transposition of the Alternative 
Investment Fund Managers (AIFM) 
Directive. It is important to highlight 
that the EBF, as bridge-financing of the 
capital, does not qualify as leveraged 
financing under the AIFM regulation, 
as long as it complies with certain 
conditions. It must 

 > Be a temporary, non-revolving credit 

facility

 > Have a drawing maturity of less than 

365 days

 > Have a repayment obligation secured  

by the uncalled capital commitments  

of the investors.

Although they only appeared on the French market in 2012, the use of equity bridge facilities (EBFs)  
by French Funds has increased progressively. There are a number of reasons why this financing tool  
is so popular. 

Equity Bridge Facilities and the 
French Private Equity Market 
PIERRE-ARNOUX MAYOLY
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SHARED BENEFITS

The main benefits of establishing an EBF 
are shared by the fund, its management 
company and the investors themselves. 
The benefits include 

 > The speeding-up of the disbursement  

of funds

 > The rationalisation of capital calls

 > The limited costs of financing.

The EBF deploys funds much faster 
than direct capital calls, which require 
approximately 10 to 15 business 
days. This translates into a significant 
advantage when selecting financial 
partners. A rapid and flexible mobilisation 
of capital resources can be the key to 
a favourable outcome of a transaction 
in the private equity market, which has 
become more and more competitive. 

Such quick access to capital, combined 
with a flexible voluntary repayment 
method, make the EBF one of the most 
efficient instruments in the management 
of capital calls. The EBF allows the 
management company to “concentrate” 
capital calls on fixed dates (every three 
months, six months or annually) by pre-
financing through loans the intermediary 
closings and the management costs.
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latter, the risk of a payment default by 
the lenders is based on the performance 
of its underlying asset(s) at the end of a 
three to six year period, depending on  
the type of credit.

Under an EBF, the lender’s credit risk 
is calculated based on the investors 
allowing the lenders to exercise their 

rights to call in 
the capital after a 
payment default. 

Lenders attribute 
a rating to each 
investor in order 
to take into 
account their own 

credit risk. This rating (together with an 
affiliate percentage) is applied to their 
uncalled commitments to determine 
the portion of the uncalled capital to 
be included in the global calculation of 
their coverage ratio. For the best-rated 
investors, this ratio is between 90 to 95 
per cent of the uncalled commitment, 
whereas only a small percentage is 
retained for the lower-rated investors. 
The quality and the credit rating of each 
investor should therefore be assessed 
individually in order to evaluate the global 
credit risk of the EBF. For instance, a 
lender could request for the investors’ 
uncalled capital to represent a minimum 
of 150 to 200 per cent of the EBF 
principal amount.

Such a risk calculation combined with 
short-term drawings (364 days maximum) 
gives lenders more visibility on their 
real risk, and enables them to offer 
margins that are extremely competitive 
in comparison with other types of 
financings. 

As a result of its relatively low cost, the 
benefits it renders and the optimised 
administrative and financial efficiency  
of the capital calls, the EBF has  
emerged as a key instrument in French 
fund management.

Pierre-Arnoux Mayoly 
Counsel 
Paris 
pamayoly@mwe.com 

Pierre-Arnoux has broad experience in structured 
finance transactions, in particular in the context  
of LBOs, acquisition financing, funds financing and 
debt restructuring. 

One of the main reasons 
for the popularity of  
EBFs is their flexibility.

Not only can investors take direct 
advantage of this rationalisation of capital 
calls, as it simplifies the administrative 
management of their fund participations, 
but management companies can also use 
them to decrease the number of capital 
calls, which are often too frequent and for 
a small amount. 

Another positive 
aspect to the 
rationalisation of 
capital calls is the 
fact that an EBF 
can be achieved by 
letters of credit or 
bank guarantees. 
Letters of credit or 
bank guarantees, as opposed to capital 
calls, provide the opportunity to raise 
capital as security for future payments, 
an advantage that is highly appreciated 
by infrastructure and real estate 
funds. Instead of disbursing funds as a 
guarantee of payment in construction 
or investment operations, the funds with 
an EBF would rather ask for a bank 
guarantee to be granted so investor 
capital is not used or locked, thereby 
improving the performance  
of the fund. 

EBFs, which are not asset backed 
facilities, but are instead mainly secured 
on the investors’ uncalled capital, are 
attractively priced. The European margin 
level of this “low-cost” financing varies 
from 150 to 200 basis points, and the 
arrangement fees, which are usually not 
paid up front but in several instalments 
on each anniversary date of the facility, 
vary from 15 to 30 annual basis points, 
depending on the amount and the 
maturity of the EBF. 

A RISK MANAGED BY THE 
LENDERS

The risk exposure of lenders under an 
EBF is different to the risk exposure 
under an asset-backed financing. In the 

International News  17



18  International News

PRIVATE EQUITY: A KNIGHT 
IN SHINING ARMOUR FOR 
SOME?

The conventional private equity model is 
largely based on a PE house investing into 
a company (often in conjunction with new 
debt financing), making strategic decisions 
about value creation, streamlining operations 
to achieve financial efficiencies (often 
involving the removal of less profitable units 
and reducing employee costs), securing a 
targeted internal rate of return, and making  
a capital gain on exit within three to five 
years of the initial investment. 

For some time there has been investment by 
PE houses into oilfield service companies 
whose operations are reasonably well 
suited to the traditional private equity 
model. The model has not, however, been 
considered to be as well suited to oil and 
gas companies, particularly in the upstream 
space where companies have significant 

With the oil market facing one of its worst ever crises, could private equity be the financial knight in shining 
armour that some in the industry are looking for? 

DISTRESSED TIMES

In the past 12 months, the price of oil has 
rarely been out of the world’s media. With 
worries of over-supply due to the US shale 
boom and OPEC’s refusal to reduce its crude 
output, the price of Brent plummeted to a  
low of US$45 per barrel in January 2015 
from a 2014 high of over US$115 per barrel. 
While there has been a slight recovery,  
Brent remains well below US$60 per barrel.

With their revenues decreasing and many 
projects modelled on higher oil prices, it is 
no surprise that many oil and gas companies 
are struggling. In June 2015, one AIM-listed 
independent oil and gas company was 
forced to announce that it was urgently 
seeking alternative funding sources. Many 
other privately held UK independents 
have been searching for new investors or 
alternative forms of finance to help them to 
meet upcoming work commitments and to 
reduce the extent of their exposure to higher 
risk assets.

Meanwhile, across the Atlantic, US based oil 
and gas companies have not been exempt 
from the challenges created by a declining 
oil price. In 2015, as many as four US based 
oil and gas companies, focused on onshore 
and offshore operations, have so far filed for 
bankruptcy protection in the US courts.

Will Private Equity  
Bet on the  
Price of Oil?
LISA O’NEILL
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capital expenditure commitments in the early 
stages and there is a lengthy timeframe for 
achieving returns.

In recent years PE houses and other 
financial investors have shown greater 
flexibility in their approach and are applying 
new models, with greater tolerance around 
the timeframe for achieving income and 
capital returns, allowing investment into oil 
and gas companies. For example, 

 > Helios acquired a 12.4 per cent stake 

in Africa Oil Corp., a company focused 

on exploration and development in East 

Africa in May 2015.

 > L1 Energy acquired RWE Dea, a German 

exploration and production company with 

assets in 13 countries in March 2015.

 > The Carlyle Group invested in Discover 

Exploration Limited, an independent oil and 

gas company with assets in the Comoros 

and New Zealand in December 2013.

Others may follow. In late 2014 and early 
2015, Blackstone, Carlyle, KKR and Warburg 
Pincus all closed US$ multi billion funds 

It is no surprise  
that many oil and 
gas companies  
are struggling.
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raised specifically for energy investment, 
with many having a significant focus on oil 
and gas. 

Carlyle has already started allocating funds 
to oil and gas opportunities. In June this year, 
Carlyle and CVC Capital Partners agreed 
to fund Neptune Oil & Gas, a new venture 
set up to acquire oil and gas assets in north 
Africa, south east Asia and the North Sea, 
armed with £3.3 billion of funding. Carlyle 
also agreed in June to commit an equity line 
of up to US$500 million to Magna Energy, 
an upstream company targeting assets in the 
Indian subcontinent.

Other funds have also continued to 
commit to the sector, with Blue Water 
Energy investing US$250 million in June 
in Wellesley Petroleum Holdings, a new 
exploration company established to explore 
the Norwegian Continental Shelf. 

THE NEXT 12 MONTHS 

A significant amount of funds have been 
raised to invest in oil and gas companies and 
assets but there are actually relatively few 
examples of investments to-date. Will things 
change in the next 12 months? 

It is a challenging market and some are 
of the view that meaningful levels of 
investments will not take place for some 
time yet. The alternative view is that the 
combination of the flexibility being shown 
by investors, funds being available, the gulf 
between buyer and seller expectations on 
price shrinking, and the increasing number 
of distressed players in the market, will result 
in serious amounts being invested in the not 
too distant future. 

If the opportunities in the market are 
attractive enough for PE houses and other 
financial investors, perhaps they will begin to 
drive oil and gas M&A, and give some hope 
to those distressed players struggling in 
these challenging times.
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