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How a typical share sale/purchase of a Private Limited Company works.
We have set out below some of the main issues involved when buying or selling a company.  If you would like any further information feel free to contact us. Our contact details are located at the end of this note.

Before you buy and more importantly when you sell a business the most important thing is to remember that no matter what assurances you are given, the deal is not complete until all parties sign the legal documentation and the business has been transferred.  It is not unusual for a deal to fall through at the late stages of negotiation and therefore it is crucial that as a seller you do not run the business down by allowing your mind set to assume that the business will be sold.  You must bear in mind that the negotiation process can throw up many difficult obstacles which can substantially affect the deal.

Parties

If the transaction is a straightforward sale or purchase of shares, there will usually only be three entities as follows:

(a) Target (the company whose shares are being purchased);

(b) Sellers (the holders of the shares in Target);

(c) Purchaser (typically a company, purchasing the shares being sold in Target).

Funding

Depending on how the purchase is being funded, other parties, such as banks and venture capitalists may also be involved.

(a) Funding will be needed to cover the agreed purchase price, the costs associated with the purchase (including stamp duty and adviser's fees) and any required working capital at the time going forward. 

(b) Funding can be provided out of a purchaser's own resources (e.g. cash, issue of shares in, or by its existing bank facilities).  

(c) Debt finance (i.e. the purchaser's bank provides new facilities for purchase).  This is usually secured by way of a charge over the target's shares.  However, be aware of ‘financial assistance’.  It is not lawful for a target or any of its subsidiaries to give financial assistance directly or indirectly for the purpose of buying its own shares.  
An example would be where a target company enters into a guarantee and/or security in relation to loans made available to a purchaser of its shares.  
A private company may be to exempt from the prohibition by following what is commonly referred to as the "whitewash procedure".  

(d) Private equity (funding provided by one or more venture capitalist which subscribe for shares and sometimes loan notes in the purchaser).

(e) Self funding (i.e. “earn outs” -  whereby part of the consideration is left outstanding at completion and is determined by reference to the results of the target for a specified period after completion)

Preliminary agreements

(a) Heads of terms – this document can be useful in order to outline the deal that both parties have initially shook hands on.  It should not be a detailed document because the detail will usually be dealt with as the negotiation proceeds.  Ideally the heads should not be legally binding and therefore it may be wise to have legal advisers draft this document.

(b) Confidentiality agreement – this is something that a seller will want the purchaser to enter into.  This document provides that the information disclosed to the purchaser about the target during the due diligence process remains confidential.

(c) Exclusivity/lock out agreement – these are agreements which are used to try to ensure that the seller solely negotiates with the purchaser for a period of time.  This aims to give the purchaser some protection from another party outbidding him.

Due diligence

Before the purchaser commits himself he will want to undertake an exercise to uncover all of the potential risks and drawbacks of the deal.  This is called a due diligence exercise and is carried out in respect of the legal, business, tax and financial affairs of the target.  The due diligence process can usually result in further negotiations in relation to the consideration price.

The legal due diligence usually consists of a lengthy questionnaire for the seller to complete as accurately as possible.  The seller will need to provide copies of documents requested and referred to within the questionnaire.  These documents will form the due diligence bundle.

Structuring the deal

The structure of the deal will largely be driven by tax considerations.  Tax advice should be sought from an accountant and this should be taken from the outset of the deal.

Principal documents

(a) Share purchase agreement ("SPA") and tax deed.

The purchaser's solicitors usually produce the first draft of the SPA and the tax deed and the seller’s solicitors then produce a ‘mark up’ setting out their proposed amendments.  

The SPA is likely to contain:

· Definitions – These are often located at the start of the agreement, some may seem obvious but interpretations of the definitions can have a huge impact on the way the SPA operates in practice.

· Main operative clause – These set out the key elements of the deal including the terms of payment.

· Completion - A list of the things that must occur at completion.

· Warranties – The warranties are contractual promises made by the seller.  (See below for further information).

· Indemnities – These provide the purchaser with a pound for pound remedy for any loss he may suffer as a result of a breach. (see below for further information) 

· Restrictive Covenants – These are used by the purchaser to prevent the seller from entering into a competitive business or from soliciting customers or employees from the target.

· Vendor protection – These are used to limit the rights that the purchaser has in respect of the warranties and includes clause such as; the purchaser must make any claim within a limited period of time and the purchaser cannot make claims for trivial amounts.  The seller will also insist upon a monetary limit to any liability it may incur under the warranties.  How much ‘vendor protection’ is given will depend upon the bargaining powers of the parties.

· Tax Deed – The seller is usually expected to give the purchaser an indemnity against any unforeseen tax liabilities that may arise.

(b)
Disclosure letter
This document allows the seller to limit its liability under the warranties by disclosing to the purchaser all matters which are not as warranted.  The seller will not be liable for breach of warranty to the extent that he has disclosed against it in the disclosure letter.  Therefore, the seller should make sure that any problems be they past, present, future or only potential, are fully disclosed to the purchaser (i.e selling a company is not like selling a second hand car, a seller needs to ensure that all of the target’s faults, shortcomings and blemishes are fully disclosed.)   

The disclosures within the disclosure letter will usually be backed up with documents and these documents form the disclosure bundle.

(c)
Ancillary documents
Such as stock transfer forms, board minutes, directors’ resignations.  The purchaser’s solicitors usually deal with the ancillary documents.
What are warranties and indemnities?

(a) Warranties

You will probably hear your legal adviser talking about warranties and indemnities quite frequently as these are typically the most heavily negotiated aspects of the SPA.

In any sale the principle of "caveat emptor" applies (i.e. "let the buyer beware").  The law provides no statutory or common law protection for the purchaser as to the nature of the assets or liabilities he is acquiring.  However in an SPA, the warranties reverse the principle of “caveat emptor” by allocating the legal risks between the parties.  The purpose of the warranties is to provide the purchaser with a remedy if the statement made within the warranty about the company later proves to be incorrect and the value of the target is reduced.  

(b)
Indemnity

This is an undertaking made by a seller to meet a specific potential liability to provide a guaranteed remedy for the purchaser. 

Completion

Completion is the day when everything comes together and all of the documents are signed.  Completion arrangements can be difficult if there are a number of parties to sign the documents.  The original signed documents must be in the hands of the lawyers to complete.  Often it is easier to hold a completion meeting whereby all of the parties attend. 

Post Completion

After completion all of the original documents are sent to each party which requires it. The filings are made at Companies House, company books are updated, stamp duty is paid by the purchaser and a bible will usually be prepared containing copies of all of the key documents. 

For details of our corporate team partners, please visit our website. 
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