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E-Iure is a young, vibrant and expanding network of international law

firms, established in 2003. Now, E-Iure comprises a network of law

firms from all over the world. Meant to be a link between Europe and

Latin America, during the last few years, E-Iure has grown to be a truly

global network. Legally, E-Iure has been formed as an association under

Spanish law, with headquarters in Madrid, Spain.

Following the needs resulting from
globalization and European
integration, E-Iure is facilitating the
exchange of professional
information, locally and globally, for
the development of law, enhancing
communications among its
members and improving the
members’ abilities to serve the
needs of their respective clients,
which are increasingly dominated by
international activities.

E-Iure members are drawn from
commercially-minded medium
sized practices, possessing the

highest professional standards, and
committed to provide creative
business solutions, as well as
service excellence in an
international surrounding. 

E-Iure members are not affiliated in
the joint practice of law. Each
member firm is an independent law
firm, which renders professional
services on an individual and
separate basis, maintaining
complete autonomy. 

>Who we are



■  Corporate
■  Litigation
■  Private Equity
■  Tax
■  Labor & Employment

■  Intellectual Property
■  Real Estate
■  Insolvency
■  Structured & Project Finance

Our goal is to have the best service

for cross border operations.

All E-Iure members have been

involved in cross border

transactions on regular basis. We

know that any of our clients will be

covered, no matter the jurisdiction

or the country they are at. The E-

Iure members will work together as

a team to solve our clients’ needs.

Our goals are:

1. Act as one team, giving the best

service to our clients all over the

world.

2. Share the knowledge between the

members of the alliance and be

excellent on our service.

> Practice areas & goals





Dear Friend,

This is a big “thank you” for having this book in your hands, which means that you are
a friend, a friend’s friend, and someone with common friends.

The history of our Alliance began in 2000 and everything looks different since then,
mainly because of the new Internet era. During those days, Silicon Valley represented
“El Dorado” legend, but today, when we look at the new emerging regions of the world,
we can see that Silicon Valley is not alone anymore. Singapore, Tel Aviv, Bangalore, the
Guangdong and Zhejiang provinces are the new great hubs of entrepreneurial activity.
This new reality affects our Legal Business and explaines why some law firms are
linked in an Alliance like ours.  The importance of innovation and economic growth is
not just an opinion, it’s historical evidence. The limits of our clients have been expanded
from their own country to a worldwide perspective. 

Therefore, by having this book in your hands and by sharing it others, you are also
making your contribution to this collective work, reinforcing links with us and our
friends, and helping us to have a deeper impact in this new world. We are always hoping
to provide the best advice, and lending a hand to whoever ask for it.

On behalf of all  E-Iure Alliance members and on my own, thank you.

JESUS CASTELLANO
Coordinator of this work

> An introduction
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> Firm Profile

Silva Ortiz, Alfonso, Pavic & Louge (“SOAPL”) is a law firm with more than 100 well trained
lawyers who provide its clients with reliable and professional solutions. Most of our clients are
among Fortune 500 and Global 500. We also represent individuals, state owned companies and
nonprofit organizations.

Our business approach, together with our professionals’ commitment allows us to design in
each case creative solutions for our clients’ needs, looking for the construction of sound and
solid relationships. Our professionals are always oriented to obtained real results previously
agreed with the client. The diversity of our services and our business approach contribute to a
more complete understanding of the problems we deal with.

Silva Ortiz, Alfonso, Pavic & Louge has experience in working in coordination with other firms
or organizations and in providing our services for complex matters. In addition, the firm litigation
practice is based on broad substantive expertise in all kinds and a great deal of litigation and a
large number of proceedings. We offer our services within the whole Argentine country through
wholly owned offices or correspondent offices.

Silva Ortiz, Alfonso, Pavic & Louge in a few words:
■ More than 140 professionals and employees 
■ More than 30 associated firms within Argentina and abroad
■ Ranked locally among the most important law firms in Argentina (Revista Apertura as of 2008) 
■ Several lawyers ranked locally among the most prestigious professionals in Argentina
(Revista apertura, as of 2006)

> Argentina

SILVA ORTIZ, ALFONSO, PAVIC & LOUGE
www.silvaortiz.com.ar

— 11 —
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Corporate Law 

The members of the firm have participated in a variety of complex merger and acquisition
transactions, spin offs and structuring of corporate and trust agreements, especially in the
insurance, financing services and agriculture businesses. Our important value is our expertise
in the coordination among the several participants and advisors involved in the transaction.

Banking and finance – Capital Markets

The members of the firm devoted to this area of practice have acquired their experience in
Banks and companies related to the financing sector. The firm has the advantage of knowing
deeply the day to day client’s needs in a highly regulated market. They have also rendered advise
in the granting and obtaining of loans, issuance of securities, public offerings, etc.

Business Structuring 

The holistic company advisory service is a concept integrated to all our services in every area.
Our counseling service aims at finding the best solution. Therefore, we make a detailed analysis
and inform, in every case, all the potential legal consequences of our decisions. We advise our
clients in the foundation of new company structures and in dealing with diverse transactions,
helping the strategic decision-making as well as the solution of less complex problems. 

Insolvency and Restructuring

The members of the firm have represented creditors, bond holders and issuers, in out-of-court
restructurings, out-of-court preventive settlements and in debt swap agreements. They have
negotiated corporate debt, including advise in court and out-of-court restructuring proceedings.

Litigation and arbitration

The firm has high expertise in representing our clients before federal and local courts (including
the Supreme Court) in civil, commercial, tax and labor litigation as well as conducting arbitration
procedures on behalf of our clients.

Administrative Law

Our Administrative Law Department represents our clients and their relationship with the audit
agencies (SSN, SRT, SAFJP and others), and provides professional services in Administrative
Agreements (Biddings), Concessions, Public Construction Works, Administrative Easement,
Expropriations, Issues of State Domain and others in connection with this field.
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Insurance and Reinsurance

The firm has a solid experience in general liability insurances, out of court claims, settlement
proceedings and litigation, professional liability insurances, advice on writing of “occurrence
general liability policies”, “claims made” or “mixed” of any kind, hail and agricultural multirisk,
special exclusion clauses and adjustments, reinsurances, negotiation of cut off agreements,
representation of the reinsurer and dispute resolution with the assignors. Our specialty has
been developed to the service of retirement and pension funds administrators and retirement
insurance companies.

In addition the firm is a proven leader in services related to the labor risks system. Members
of the firm have had a significant participation in the market since the very first years of the
current legislation and since then, our firm has been among the leaders in legal services
rendered to Labor Risk Insurers.

Shipping

We deal with the full range of legal issues affecting those involved in the shipping industry,
advising on – among other things - charterparties, shipbuilding, insurance and cargo claims.
Our high expertise in insurance and litigation offers a complete maritime legal service to
insurers, P&I Clubs, owners, charterers and cargo clients.  We have a sound understanding of
how the market works, both from the perspective of underwriters and clubs and that of their
clients and members. 

Labor Law and Immigration

Our advisory services in Labor Law are focused on legal representation of employers as well
as on counseling regarding any potential conflicts between employee-employer.  We provide
alternative mechanisms of labor conflict solutions out of court. 

This kind of proceeding also includes analysis and negotiations of collective agreements. Our
firm regularly represents its clients before the National Ministry of Labor, National and
Provincial Administrative Authorities, as well as Labor Courts all across the country.

Social Security

This area of the firm advises both corporate clients as well as individual clients. The main
purpose is to help them to construct their pension history, obtain pension benefits, retire
benefits, early or compulsory retirement, etc.
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Health 

Our firm has worked with a variety of actors of the health market and is a recognized leader in
providing services to private operators of Social Security sector. Among others we provide
services to medical service providers, medical centers, professional associations and other
medical professionals. Our services comprise advising on the current legislation in force, as
well as representing our clients before audit entities and other authorities. We also offer legal
representation in litigations all across the country. 

Consumer Protection

The firm provides assistance in this area of practice from the corporate perspective, both in the
evaluation and prevention of potential claims, as well as in the defense of our clients’ interests
in administrative and judicial procedures. This department renders advice in matters also
related to Fair Marketing Regulations and Advertising Marketing. Therefore, we let our clients
take the necessary preventive steps in marketing and development policies involving services
and products addressed to consumers. 

Tax Law 

Our professionals have represented companies and individual clients in complex tax issues. In
addition to this, they have advised thoroughly in tax issues related to foreign investments in
Argentina, debt restructuring and M&A operations. The firm provides counseling in matters
related to the enforcement of national and provincial taxes, and represents clients before fiscal
authorities of each jurisdiction. 

Telecommunications - Media 

The members of the firm have expertise in advising local and foreign telecommunication
companies. Our expertise includes regulatory issues and day to day business.

Intellectual Property

The firm provides all services related to advice, registration and follows up regarding
trademarks, invention patents, trade names, use patterns and industrial designs, strategies
on registration, searches, and products classification in Argentina and in the United States of
America.

We give advice on trade contracts, technology transfer, licenses, franchises and usage.
Besides, the firm carries out legal matters and disputes resulting from issues related to
infringements as regards intellectual and industrial property as well as resolution of conflicts
and protection of rights and against piracy.



> Argentina COMPENDIUM 2013

— 15 —

Debt Collection

The firm has specialized in collection and debt follow-up by means of optimizing the service in
what concerns to costs and efficiency. Our professional services aimed at recovering our
customers’ assets include the management of debts with or without warrant as well as the tax
repetition and the collection of debts in general. 

Pro Bono

Access to courts for those who lack necessary means but are damaged in their essentials rights
has become relevant in our days. The members of the firm consider that, as law professionals
and members of a community its time that they return to the society what they have received
from it. Our profession implies an ethic obligation to help those in need. Therefore the firm
works for such purpose and collaborates with a number of foundations and non profit
organizations.

> Corporate Law

Commercial Companies and Branches  

There are basically three kinds of legal entities by means of which commercial activities may
be carried out in Argentina: the corporation, the limited liability company and the branch of a
foreign company. There are other kinds of entities created by statutory law, but with little
practical use. The applicable rules are comprised in the Argentine Commercial Companies Act
19,550 (“ACCA”), which is applied nationwide. State law complements and sets forth rules for
registration and other requirements. In Buenos Aires, state rules are enacted by the Inspección
General de Justicia or “IGJ” (Superintendency of Corporations).  In addition, public companies
are subject to regulations issued by the Comisión Nacional de Valores or “CNV”, the local
securities exchange commission. 

Corporation ("S.A.") 

The corporation is the most commonly used legal entity in Argentina. It is used for the
development of all kinds of activities and businesses. Its main characteristics are the following: 

SHAREHOLDERS: at least two shareholders are required. The ACCA does not establish
minimum or maximum equity percentages that a person is allowed to own in a local company
or corporation. However, the current IGJ’s criteria is that a sole shareholder cannot own more
than 98% of the equity, unless certain conditions occur (e.g. the minority shareholder does not
exercise preemptive rights vis à vis an increase in stock capital)1. Shareholders can be domestic
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or foreign companies, or individuals. There are no nationality or residence requirements.
Shareholders’ liability is limited to the full payment of their capital contributions.  

SHARES: the stock capital is divided into shares. Shares must be nominative, non-endorsable
and may or may not be represented by certificates. The issuance and ownership of certificated
and non certificated shares stems from records in the company’s shares registry book, or from
the records of a third party commissioned for that purpose. 

CAPITAL: a minimum stock capital of at least AR$ 12,000 is required. However, as per the
enactment of Decree Nbr 1331/2012 on August 7th, 2012, for the incorporation of new
corporations as of October 6th, 2012 a minimum capital of AR$ 100,000 will be requested.
Resolution 7/2005 of IGJ provides that the stock capital must be appropriate for the development
of the corporate purpose. Therefore, the IGJ may require that companies attain higher stock
capital. At least 25% of the capital must be paid in at the time of incorporation, and the remaining
amount within the next two years. When the consideration for the stock is other than cash,
subscriptions must be paid-in in full. 

SHAREHOLDERS MEETINGS: Unless shareholders meetings are unanimously held, which
means that 100% of the capital stock is present at the meeting and all resolutions are voted
affirmatively, meetings shall be summoned by means of publications in the Official Gazette,
and in specific cases, in a nationwide newspaper. Twenty days prior to the date the shareholders’
meeting is scheduled to be held, the board shall submit to the shareholders, at the corporate
domicile or by electronic means, all relevant information regarding the shareholders’ meeting,
the documents to be discussed and the proposals of the board. Shareholders’ meetings may
be ordinary or extraordinary. Shareholders may authorize another person who is not a director,
employee or syndic of the relevant company to act on their behalf as a proxy at the meetings. 

BOARD OF DIRECTORS: the board is in charge of the management of the corporation. There is
no requirement of a minimum number of members. Thus, the board may be comprised of only
one director, with the exception of certain corporations (i.e. section 299 companies, for instance
those which capital exceeds AR$ 10M, publicly held companies or public utilities). Boards of
Section 299 companies must be comprised of at least three members. There are no nationality
requirements for being appointed as director, nor it is required that directors be shareholders.
However, the absolute majority of directors appointed must reside in Argentina. The Board
must appoint a president, who has the use of the signature and company seal. The quorum for
board’s meetings is the absolute majority of members, and resolutions are made as provided
in the by-laws.  With regard to public companies, the members of the Board of directors have
additional duties, which may be classified in the following categories: (i) public offering duties
(must inform the CNV and self regulated entities of: a) any fact or situation which, because of
its importance, is capable of substantially affecting the underwriting of negotiable obligations
or the course of the negotiation thereof; and b) holdings of shares, debt securities and debt
certificates); (ii) duties to inform and to maintain secrecy (certain persons who are identified
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under certain CNV resolutions, as having information regarding a fact which has not been
publicly disclosed and that, because of its importance, may be capable of affecting the price of
a company’s securities, keep strict secrecy and refrain from negotiating the same until the
information becomes public); and (iii) duties of loyalty and diligence (1. make the corporate
interest of the company and common interests of all its partners prevail over any other interest;
2. refrain from procuring any personal benefit on behalf of the listed company; 3. organize and
implement preventive systems for the protection of corporate interests; 4. procure adequate
means to carry out the activities of the company and exercise internal control such as may be
necessary to guarantee a prudent management, and prevent non-compliance of duties imposed
by the CNV and self regulated entities; 5. act with the diligence of a "good business man" in the
preparation and disclosure of information obtained in the market). 

AUDITING COMMITTEE: On May 22, 2001, Decree 677/01 was enacted, captioned “Regulation
for Transparency of Public Offering” (the “Decree”). One of the main purposes of the Decree
has been to include provisions related to market transparency and the protection of investors
in public companies. In this sense, the Decree provides for the mandatory creation of an Auditing
Committee in the case of those companies making public offering of their shares. The
Committee is to be formed by three members of the Board. The majority of the members shall
be independent. In order to be qualified as independent, the director must bear this condition
both with respect to the company and the controlling shareholders and shall not carry out
executive activities within the company. 

SYNDIC: the syndic is an officer of the corporation entrusted with the task of supervising that
the corporation’s acts are in accordance with the law and the by-laws. He/she is required to be
an attorney or accountant. Appointment of the syndic is not mandatory, except for certain
corporations (i.e. those whose stock capital exceeds AR$ 10M, are publicly held or public
utilities). If syndics are not appointed, it is mandatory to appoint alternate directors.  When the
company is included in the cases described under Section 299 of the ACCA (with the exception
of cases included in Subsection 2, whose stock capital exceeds AR$10M) it must have a
surveillance committee. 

Limited Liability Company (“S.R.L.”) 

The SRL is the second most commonly used legal structure after the corporation. Its principal
characteristics are: 

QUOTA HOLDERS: there must be a minimum of two and a maximum of 50 (also, a single quota
holder cannot own more than 98% of the stock capital). No nationality or residency requirements
apply. Their liability is limited to the full payment of the equity subscribed.  

STOCK CAPITAL IS REPRESENTED BY "QUOTAS". There is no minimum capital requirement,
as opposed to the corporation. However, the stock capital must be appropriate for the
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development of the company’s purpose. The stock capital must be subscribed in full and 25%
shall be paid in at the moment of the incorporation. The balance must be paid within two years.
If the quotas are paid by means of contributions of property other than cash, then all the quotas
must be paid in full, at the time of incorporation.  

MANAGEMENT: the management of the SRL may be performed by one or more managers,
acting individually or jointly as set forth in the articles of incorporation. There is no nationality
requirement. In case the managers act jointly, or in case there is only one manager appointed,
then the absolute majority of all managers must reside in Argentina.  

SYNDIC: the appointment of a syndic is not mandatory unless the SRL’s stock capital reaches
certain minimum figure – currently AR$ 10M. 

QUOTA HOLDERS’ MEETINGS: resolutions are adopted as set forth in the by-laws. For
amendments to the by-laws, if a sole partner represents the majority vote, it is required that
an additional partner affirm the vote.

Participation in the capital stock of a corporation or SRL: registration as a foreign company 

According to ACCA, any foreign company intending to conduct regular business in Argentina
shall have two options, depending on its purpose: to set up a branch, agency or representative
office, as set forth in section 118 of the ACCA; or to participate in the share capital of an existing
company or a company to be established in Argentina pursuant to the provisions of section 123
of the ACCA. The difference between the types of businesses is mainly the kind of legal
relationship with the foreign company and the applicable civil liability regime.

Foreign companies interested in either incorporating local companies or owning equity in local
companies must, in accordance with Section 123 of the ACCA, be registered with the Public
Registry of Commerce (“PRC”). 

In accordance with Resolution 7/2005 of the IGJ, foreign companies shall also: (a) inform
whether or not the company is subject to prohibitions or legal restrictions to conduct the
activities related to its corporate purpose in its place of incorporation; and (b) show that the
foreign company meets any of the following conditions: (i) owns one or more agencies, branches
or permanent representations outside Argentina (ii) owns equity in companies located abroad
if the investment qualifies as non-current asset; or (iii) owns fixed assets in its country of
incorporation or outside Argentina. 

Additionally, Resolution 7/2005 of the IGJ requires that foreign companies keep the registration
current by filing documents showing that they own assets outside of Argentina and report on
the identity of their shareholders. 
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In case a foreign company, which has already been registered or will be registered with the
Public Registry of Commerce, is incorporated for the sole purpose of being a vehicle for
investing in other companies, and consequently cannot comply with General Resolution IGJ
7/2005, compliance can be achieved if its controlling company complies with the aforementioned
resolution and files certain documentation with the IGJ. 

Pursuant to the provisions of General Resolution 12/05 of the IGJ, foreign companies which
have economically significant and internationally known business carried out abroad may be
exempted from filing the documentation set forth in Resolution 7/2005 if, in place thereof, such
companies at any time file information that provides evidence of such status and complies with
this requirement. 

Branch 

Foreign companies may use a branch to perform businesses or activities in Argentina. The
branch is a mere administrative decentralized office of the headquarters with no legal
independence, which means it is not a different legal entity. Even when it has certain autonomy,
in principle, and may even have capital for the development2 and management of its businesses,
the assets of the branch belong to the headquarters. This implies that the headquarters must
answer directly for the obligations and commitments assumed by the branch, though initially
the creditors may execute the capital stock assigned to the branch by the foreign company. Only
a legal representative duly authorized to operate the branch must be appointed. 

From a tax viewpoint, however, branches must keep separate accounting registries from their
parent companies, and file annual financial statements with the Public Registry of Commerce.  

Branches must also comply with Resolution IGJ 7/2005 or, if applicable, with the information
regime regarding investment vehicles. Consequently, the same documentation must be filed
with the IGJ by the time of its registration and on an annual basis.

From a tax perspective there is no difference between branches of foreign companies or
Argentine corporations. Argentine corporations and Argentine branches of foreign companies
are subject to income tax at a 35 per cent rate applicable on the net income derived on the fiscal
year. Costs and expenses are tax-deductible in order to determine the net taxable income. 

> Tax Law

here are three levels to the Argentinean tax system: federal, provincial and municipal. The
National Constitution sets forth the taxation powers of the federal and local governments, as
well as the general tax principles and limitations. The main taxes are the following. 
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A. FEDERAL TAXES 

Income Tax 

This tax is levied on the worldwide income of Argentinean residents (individuals or legal entities),
and permanent establishments in Argentina of foreign companies. Non-residents are taxed
only on income from Argentinean sources. An entity is deemed to be a resident in Argentina for
tax purposes, and thus subject to tax on its worldwide income, if it is incorporated in Argentina.
Foreign individuals are considered residents and therefore subject to tax on their worldwide
income if they stay in Argentina with a permanent visa –for immigration purposes- or with a
temporary visa for at least 12 months. However, foreigners who stay in Argentina for work for
less than five years are not considered residents and thus only subject to tax on Argentinean
source income. 

Individuals’ taxable earnings include only their eligible gains and recurring income, which is
income which may be derived on a periodic basis and which implies the permanence of the
source producing it. Conversely, taxable income of companies and permanent establishments
includes any nonexempt income or gains. 

Residents have the right to credit taxes of a similar nature paid abroad against their income tax
liability, to a maximum amount equal to the tax liability arising from such foreign-source income. 

Losses may be carried forward for a five-year period and a basket limitation applies to foreign
source losses and losses arising from the disposal of shares and other interests. The
progressive rates applicable to individuals range from 9% to 35%. The highest rate applies to
taxable income in excess of AR$ 120,000. Companies and permanent establishments of
Argentinean nonresidents are subject to a flat 35% income tax rate.  

For individuals, the fiscal year matches the calendar year. The fiscal period for resident entities
is the commercial period established in its by-laws.

Argentina adopts the arm’s length principle applicable to transactions between related parties
and has developed detailed rules on transfer pricing, which require the making of a transfer
pricing report, the submission of transfer pricing tax returns and the maintenance of the
documentation thereof. 

Payment of Argentinean-source income of non-residents is subject to a final withholding tax at
the following effective tax rates: (i) Interest on inter-company loans: 35% effective tax rate. The
rate is reduced to 15.05% in cases where the lender is a financial entity –other than an offshore
one– in a jurisdiction not deemed to be a low-tax jurisdiction; or when the jurisdiction has
concluded an information exchange agreement with Argentina and, according to its internal
rules, no banking, capital markets or other secrecy systems apply; (ii) Royalties, Patents,
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trademarks and know-how: 28% in general (other 35%); (iii) Copyrights: 12.25% under certain
conditions. If those conditions are not met, the rate is 31.5%; (iv) Motion pictures: 17.5%; (v)
Technical assistance: 21%, 28% and 35% effective tax rates; (vi) Capital gains on movable or
immovable property: generally 17.5% effective tax rate; (vii) Rents of immovable property: 21%
effective tax rate; and (viii) Rents of movable property: 14% effective tax rate. 

In connection with shareholders’ income, as a rule, dividends paid out of profits subject to
income tax are not subject to any further tax. An equalization tax is applicable at a 35% rate on
dividends paid either to residents or non-residents when the dividends that are payable in cash
or in kind exceed taxable profits accumulated at the end of the tax period preceding the
distribution.  

Capital gains on shares of nonresidents are tax-exempt. If the shareholder is a local entity (i.e.
investment by means of an Argentinean holding company), it is subject to income tax at the
regular 35% rate on capital gains derived from the disposal of shares in other companies.  

Double Taxation Conventions 

The following countries have entered into comprehensive double taxation treaties with Argentina
which are currently in force: Australia, Belgium, Bolivia, Brazil, Canada, Denmark, Finland,
France, Germany, Italy, the Netherlands, Norway, Sweden, Switzerland and the United Kingdom.  

On June 29th, 2012, the Government of Argentina has denounced the double taxation treaties
in effect as of such date with Chile and Spain. The treaty executed with Spain in 1992, will cease
to have effects with respect to taxes on the source, on the amounts paid to non residents, as of
January 1st, 2012. For the other taxes, as of the fiscal years beginning after January 1st, 2013.

The treaty executed with Chile in 1976, as amended on 2003, shall have no effect: for individuals,
in relation to the gains, income or benefits obtained, and networth owned, as of January 1, 2013;
and for companies, with respect to the gains, income or benefits, and networth owned
corresponding to the fiscal years began alter June 29th, 2012.  Argentina has also signed several
treaties for the avoidance of double taxation with respect to income arising from international
shipping and/or air transportation. 

Minimum Deemed Income Tax 

At the end of each tax period, this tax is levied on the value of assets located in Argentina and
abroad belonging to companies domiciled in Argentina or abroad, which are held by companies
domiciled in Argentina, permanent establishments of non-residents of the country, trusts
organized under Law No. 24,411, and common investment funds, among others. The tax rate
is 1%. Taxpayers with assets in the country the aggregate value of which do not exceed AR$
200,000 are exempt from this tax.  



> Argentina COMPENDIUM 2013

— 22 —

Shares and other participations in the capital of local companies are exempt from this tax. This
tax is deemed to be payable in advance of the income tax in case the income tax is higher than
it. If the minimum deemed income tax of a given year is higher than the income tax, the excess
may be carried over to the following ten tax periods and used as a credit towards the income
tax liability exceeding the minimum deemed income tax of the future tax period. 

Value Added Tax (VAT)  

Practically all economic transactions effected in Argentina are subject to this tax, which is levied
on taxable supplies of goods and services in Argentina as well as imports of goods and services
into the country. Exports of goods and services are zero rated. The exemptions are very limited
generally restricted to educational services and international transportation.  The general rate
is 21%. Certain transactions are subject to a reduced rate of 10.5% (i.e. interest payable to local
financial institutions and to foreign financial institutions located in countries where the Central
Bank has adopted the international supervisory banking standards approved by the Basle Bank
Committee) and certain supplies are subject to a higher rate of 27% (i.e. certain gas, energy
and water supplies). In computing the VAT liability, input VAT may be credited against output
VAT, so that only the value added to the taxpayer’s supplies is taxed. VAT applies to each stage
of the production or distribution of goods and services 
upon the value added during each of the stages. 

Tax on Bank Accounts  

This tax is levied at the general rate of 0.6% on each credit and debit incurred in bank accounts
registered with financial institutions. Though the taxpayer is the holder of the account, the bank
is responsible for paying the tax. Certain fund transactions not executed through bank accounts
are also subject to this tax at a 1.2% rate.  The tax on bank accounts may be computed as a
credit for income tax and minimum income deemed tax.  

Personal Assets Tax  

This tax is levied on Argentinean residents (individuals and legal entities) with respect to their
worldwide net wealth exceeding AR$ 305,000 at the end of each calendar year. It is also levied
on individuals and legal entities located abroad in relation to their net wealth located in Argentina
at the end of each calendar year. Furthermore, residents and nonresidents are subject to the
tax with respect to shares held in Argentinean companies. An ordinary foreign tax credit system
is also available. Individuals domiciled in Argentina are subject to the tax on all their assets
exceeding AR$ 305,000. The tax rate varies from 0.5% to 1.25% depending on the amount of
these assets.  For non-residents, the applicable rate is 1.25%. With regard to shares and other
interests held by residents or nonresidents in Argentinean companies, the tax is payable by the
issuing company at a flat rate of 0.5% on the pro-rata value of the securities according to the
companies’ net worth.  
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Excise Taxes

This tax is levied in one stage on the transfer and importation of goods specified by law (i.e.
tobacco, alcoholic and non-alcoholic beverages, extracts, cellular and satellite phone services,
luxury objects and engines) and on the rendering of specified services. Certain electrical
appliances as well as certain electronic products are subject to the excise tax (e.g.  air
conditioning equipments; heating equipments; telephones and other devices for  the
transmission or reception of voices, images and other information; GPS’; among others). Excise
taxes are levied at ad valorem rates based on the price of goods and services.  

B. LOCAL (PROVINCIAL) TAXES 

Turnover Tax  

The turnover tax is a local tax levied on the regular exercise of an economic activity. The taxable
base is the turnover (e.g. gross receipts).  The relevant rates depend on the given jurisdiction
and the activity carried out by the taxpayer. The tax rate average is 3%. Certain industrial
activities may be exempt.  For activities carried out in more than one jurisdiction, there is a
distribution system which is common to all, referred to as the Multilateral Agreement. 

Stamp Tax  

This is a provincial tax levied on the execution of acts and contracts in any Argentinean
jurisdiction other than the province of La Rioja. It is payable in the jurisdiction in which the
economic transaction is instrumented but may also be applicable in the jurisdiction in which it
has effects. The tax rate may vary in each jurisdiction, but it is usually between 0.8% and 1.5%
of the economic value of the transaction. 

Real Estate Tax  

This is also one of the most common provincial taxes and is levied on the value of the property
held. Rates vary according to each jurisdiction. In some provinces this tax is collected by
municipalities. 

C. LOCAL (MUNICIPAL) TAXES 

As the scope of the municipal taxes is determined by each Provincial Constitution, municipal
taxing rights generally encompass only those taxes levied as a consequence of services granted
by the municipality. These taxes include those applicable to the granting of permission for
starting an economic activity, taxes levied on security and health control of taxpayers’ activities,
taxes on the right to use public spaces and taxes on advertisements made in the municipality.
Each municipality has its own tax system.
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> Labor Law and Social Security

Argentinean labor law is divided into three major areas: individual law, collective law and social
security law. Individual labor law regulates the relationship between an employer and an
employee by means of (i) the Employment Contract Law; (ii) regulations that apply to specific
professional categories (i.e. journalists, sellers of goods or domestic employees); and (iii) the
applicable collective bargaining agreement, depending on the activity developed by the employer.
Collective labor law governs the relationship between unions, collective representatives of
employees, and an employer or group of employers. The results of collective negotiations are
collective bargaining agreements. Finally, social security law establishes the mechanisms by
which the public administration grants monetary or other compensation to workers in the event
of death or disability due to labor and non labor illnesses or accidents, or retirement. 

The fundamental principles of Argentinean labor law include the following: employees’ inability
to waive their labor rights, continuity of the employment contract, priority of reality, good faith,
social justice, equity, non discrimination, and gratuity of judicial proceedings. 

Individual Labor  

The parties to the individual labor relationship are the employee and the employer. The
employee must be an individual of working and legal capacity, and cannot be substituted in this
relationship by any other person. The employer is the individual person or legal entity that hires
the employee. According to the Employment Contract Act, an employer (company) is defined
as an organization of personal, material and non-material resources for the attainment of
benefits or economic purposes. A company may be comprised of one or various branches. In
case a company hires personnel for the provision of services to a third company, employees
are considered direct employees of the hiring company. Temporary staffing companies are the
exception to this rule, being specifically regulated by law and requiring formal authorization for
the provision of their services. In cases where a company hires another entity to perform part
of its normal, ordinary and specific activities, it shall be jointly and severally liable for labor
infringement vis-à-vis the latter’s employees. This liability extends to any company that controls
or is affiliated with the employee’s formal employer. 

The employment contract is the agreement between an employee and an employer where the
employee offers his services to the employer in exchange for payment of a salary. Such an
agreement is characterized by the legal, economic and technical subordination of the employee
to the employer.  In principle, the employment contract does not require a specific form. In this
sense, it does not need to be written to be valid. One exception, among others, is the fixed-term
employment contract. The employment contract is presumed to last for an undetermined period
of time. The law allows for an initial trial period of three months, during which no indemnification
is due for termination of the contract without cause (with the exception of payment of
indemnification equal to fifteen days of salary due to lack of prior notice). 
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A special kind of employment contract to be executed for an undetermined period of time is
the seasonal employment contract. Even though its term length is undetermined, the effects
of the contract –rendering of services and payment of a salary- only take place during the
corresponding season determined by the nature of the employer’s activity (i.e., life guards).
Notwithstanding these rules, under special circumstances, the employment contract can have
a limited duration. Such cases include: (i) fixed-term employment contracts, in which a term is
established in advance by the parties, said fixed term being justified under extraordinary
circumstances, (ii) temporary staffing contracts, in which a specific term cannot be
preestablished, the term of the contract thus depends on the length of an extraordinary event
(i.e., excess of seasonal work, performance of an extraordinary work, sick leave, maternity
leave, replacements, etc.). The National Government determines the minimum salary. 

According to the Employment Contract Act, every employee is entitled to a thirteenth salary
paid as two semiannual bonuses at the end of June and December each year. Salaries are paid
by deposit into the employee’s bank account, which the employer must open on the employee’s
behalf. Fringe benefits have been specifically enumerated by the Employment Contract Act:
they are reimbursement of medical expenses, supply of work clothing, reimbursement of
nursery school tuition, provision of school supplies, raining courses, and seminars and burial
expenses. These benefits are considered non remunerative payments, and therefore do not
trigger payment of any social security contributions. 

Termination of the employment contract may be motivated by various reasons. On the one hand,
the employer can terminate the contract at will.  If there is sufficient and just cause for the
dismissal, no indemnification shall be due to the employee. If the termination is due to an
unjustified dismissal (without cause), the employee shall be entitled to indemnification equal
to one monthly salary per year worked, or a fraction equal to or higher than three months salary.
The monthly salary to be paid is the highest normal, ordinary monthly salary accrued by the
employee during the last year of employment. Notwithstanding the above, there are caps on
collective bargaining agreements which must be considered when calculating employee
indemnification. The cap is equal to three times the average of all salaries covered by the
collective bargaining agreement in the respective work category. In case the employee’s salary
is higher than this cap, the latter shall be taken into account for the calculation of the
indemnification. The floor of this indemnification is one month’s salary, not taking into
consideration the application of the collective bargaining agreement cap. Even though the
legislation that establishes these caps is still in force, the National Supreme Court of Justice
declared it unconstitutional in 2004 (“Vizzoti c/ AMSA”). Depending on the amount of the
employee’s salary, the calculation of the indemnification in case of dismissal without just cause
shall be made according to the following alternatives: (i) if the collective bargaining agreement’s
cap is less than 67% of the salary, the cap amount must be taken as base for the calculation;
(ii) if it surpasses 67%, the precedent of the Supreme Court becomes applicable, and the
seniority indemnification shall be calculated considering 67% of the employee’s salary
multiplied by the number of years worked. 
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The employee shall also be entitled to prior notice of his dismissal without cause equal to one
month if he has less than five years of seniority, or two months if he has five years or more of.
In lieu of prior notice, the worker shall be entitled to one or two monthly salaries, depending on
the seniority of the employee. The indemnification due for dismissals without cause shall be
higher if the employee is dismissed during the period of protection for marriage or maternity,
or is a union representative.  

The employment contract may also be terminated by an employee for any serious infringement
by the employer (thus entitling the employee to receive indemnification). If the employee
terminates employment without cause, the employee shall not be entitled to any
indemnification. Similarly, the employment contract may also be terminated as a result of the
mutual agreement of both parties, in which case no indemnification is owed either. 

The law also regulates other causes of employment contract termination which result in
reduced or eliminated indemnification. These causes include: force majeure, lack of or decrease
in workload, death of the employee or of the employer, disability of the employee, and
bankruptcy of the employer and retirement of the employee.  

Collective Labor  

Collective labor legislation, which is referenced in the National Constitution and has been
codified in specific labor laws, regulates the relationships, rights and duties between collective
labor parties: labor unions and employers. Collective labor law governs the regulation of unions,
collective negotiations and strikes. Each industry sector is entitled to a sector-specific union.
The union negotiates with the employer or its collective representative the terms of the collective
bargaining agreement that will regulate the activity in question. Unions must be recognized by
the Secretariat of Labor. Even though the union represents all workers within the sector it
represents, each worker is free to decide whether or not to become a member of the union.
Contributions from union members and employers finance the unions.  

Social Security Law 

The scope of the social security regime’s application goes far beyond that of labor law, since
it extends not only to wage workers but to the independent workforce, the unemployed and
people living in extreme poverty. Contingencies covered include death, disability due to
occupational and non occupational illnesses or accidents, retirement, maternity, family
expenses and unemployment.  

The social security system is financed primarily by the employees’ and employers’ mandatory
contributions, which range from approximately 40% to 44% of the employee’s salary, depending
on the size of the company. 
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The Occupational Risks Act establishes a system of protection against contingencies which may
occur at work or resulting thereof, either by accident or occupational illness. They can be the
cause of temporary or permanent disability, or death. This system foresees the existence of an
Occupational Risks Insurers (“Aseguradores de Riesgos del Trabajo” or “ARTs”) to indemnify
injured workers. Employees cannot waive this which coverage. ARTs are obligated to not only
provide insurance for occupational accidents or illnesses, but also to prevent their occurrence
by implementing periodic health and safety controls within insured companies. 

On December 2008, Law No. 26,425 revoked the semi-private system (in which private pension
funds known as “AFJPs” managed retirement plans), thereby establishing that the State will
manage the retirement system in the future.  The conditions for retirement are that the
employee reach the age of sixty (women) or sixty-five (men) having contributed a minimum of
30 years to the system. Employees may also obtain special retirement as a result of disability
and deceased employee’s family members may receive pension payments if the employee
supported his or her family. The social security system also provides for family benefit
payments. These include benefits for children, disabled children, prenatal, school support,
maternity, birth, adoption and marriage benefits. 

> Real Estate

Argentina is a civil law country; consequently, its laws are stated in detailed codes such as the
Civil or the Criminal Code. The National Constitution is Argentina’s principal and fundamental
source of rights, among which is private property. Additionally, the Civil Code, laws and
regulations govern the rights of people and entities, all of which must be in accordance with the
National Constitution. Real estate in Argentina is mainly regulated by the Argentine Civil Code. 

The Argentine legal system regards ownership under the numerus clausus principle, therefore
real estate rights are only those expressly recognized in the Civil Code or special laws.
Ownership has been defined by the Argentine Civil Code as ‘the ownership by means of which
a certain thing is subject to the will and action of an individual’ (section 2506). In particular, real
estate is also regulated by other laws such as Condominium Law No. 13,512 (which regulates
the subdivision of buildings into independent dwelling or business units) and Law No. 24,441
(related to housing and construction), which also provides for regulation of trusts. 

The Civil Code stipulates that all agreements for the transfer of title, the creation of encumbrances
and the conveyance of real property rights regarding property of other persons, as well as any
other transaction inherent in the sale and purchase of real property, must be effected by means
of a public deed. Leases, on the other hand, do not require a public deed. Pursuant to Public Law
No. 17,801, all real property must be registered with the corresponding registries, except state-
owned property. In addition, documents constituting, transferring, declaring, modifying or
terminating ownership rights and those setting embargoes, restraining orders and similar legal
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inhibitions shall also be registered. Each province of Argentina has its own real estate registry.
National Law No. 17,801 sets forth general guidelines, but each jurisdiction has its own specific
rules and regulations that must not be contrary to the national law. Consequently, fees and taxes
imposed on the formalization of acts and contracts are established by the local relevant authorities
and will therefore vary among the different jurisdictions. 

Foreign investors

The Foreign Investment Law No. 21,382 states as a general principle that foreigners investing
in Argentina enjoy the same status and have the same rights that the Constitution and domestic
laws confer on local investors. As a general rule, there are no legal restrictions on the ownership
of real estate by particular classes of persons. However, two exceptions can be pointed out: (i)
pursuant to Decree-Law No. 15,385/44 (PL 12,913), the acquisition of property located in ‘frontier
zones’ or ‘security zones’ by foreign individuals or legal persons requires the previous consent
of the National Commission for Safety Areas; and (ii) Law No. 26,737 enacted in December 2011
imposes limits on the ownership or possession of rural land by foreign individuals or legal
entities. For example, no more than 15% of the total amount of “rural lands” in Argentine
territory may be owned or possessed by foreign individuals or legal entities. This percentage is
also applicable to the territory of the province or municipality where the relevant lands are
located. Under no circumstance may foreign individuals or legal entities of a same nationality
hold or possess more than 30% of the aboveestated 15%. Also, ownership by the same foreign
owner may not exceed one thousand hectares (1,000 Ha) of the “core area,” or the “equivalent
surface” to be determined by the enforcement agency according to the location of the land.

Business organizations incorporated abroad must register locally to be able to purchase real
estate when it is not an isolated act. Additionally, within Argentina, the administration, use and
zone regime of the land is governed locally and the jurisdiction comprising the property under
matter will rule. Urban, construction, subdivision, development and zone indicators, among
others, shall be considered depending on the ruling jurisdiction. 

The owner of a real estate property has responsibility for damages (tort) and paying property
taxes. The civil liabilities of an owner of real estate in our jurisdiction are established in the Civil
Code. Accordingly, an owner will be responsible for any damages produced by or in the property
and the owner should prove that there was no culpability from him to be released from
responsibility. Nonetheless, if the damage was produced by a risk produced by the property or
a defect of it, then the owner will be responsible regardless of culpability and will be released
from liability only if the culpability of the damaged party is proven. Also, the owner can be
released from responsibility if the property was used against his will.

Regarding environmental issues, the National Constitution and the Constitution of the City of
Buenos Aires set forth the obligation of preventing and, if necessary, redressing any
environmental damage. In addition, the National Constitution establishes that the federal
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government specifies minimum environmental protection standards and that the provincial
governments have their own specific laws and procedures.

An owner can protect itself from the consequences of most civil liabilities by taking out liability
insurance; in general terms, it does not constitute an obligation except under certain legal regimes.
In this sense, someone’s property may be insured against fire, theft and destruction. Environmental
General Law No. 25,675 provides that any person or entity carrying out activities that are dangerous
for the environment must contract an insurance policy that guarantees the remediation of any
damages the activity may cause. However, the lack of specific regulation on certain issues, such
as the definition of ‘environmental damage’, constitutes a stumbling block for the insurance market,
which continues to grant insurance under the normal standards of the industry. Under Argentine
law, insurance over a risk in Argentina can only be taken in Argentina and not abroad.

Lease covenants and representation

According to Argentina’s laws a lease will survive the sale of the property and must be respected
by the buyer. It is usual for the seller to assume the duty of transferring the property free of
tenants. However, if the property is subject to an existing lease and the buyer knows and accepts
this situation, the seller is under obligation to maintain the situation and conditions from the
date of contract to the closing date.

Leases and mortgages

It is general practice in our jurisdiction to include a clause in all mortgages stating that leases
on the mortgaged property will not be allowed unless expressly authorized by the creditor and
that if any lease is allowed, then the tenant must acknowledge and agree with the existing
mortgage. Even if the lease contract makes no reference thereto, the lease will be subordinated
to the prior mortgage and the creditor will be able to evict any tenant in the case of foreclosure.
On the other hand, if the lease is prior to the mortgage, then a foreclosure proceeding will not
affect the pre-existing lease. 

Financing for real estate

The most frequently used method in cases involving the acquisition of real estate or transfer of
property is the mortgage, for which there exists judicial and extrajudicial foreclosure. For
significant and more complex investments or loans on real estate the use of a trust is more
common, subject to suitable tax planning, which provides important advantages since the
relevant assets (moveable and immoveable assets, not limited to rights or credits) may be
placed in trust with a trustee that holds them as a separate estate, which is, according to Law
No. 24,441, not subject to judicial proceedings of either the settler, the trustee or the
beneficiaries.



> Argentina COMPENDIUM 2013

— 30 —

Mortgages can only be created by public deeds prepared by public notaries. For a mortgage to
be enforceable against third parties, it shall be registered in the real estate registry in the
jurisdiction where the property is located.

For a mortgage loan it is possible to bring a judicial or extrajudicial foreclosure. As a
consideration, the extrajudicial process might be more flexible under certain circumstances.
Foreclosure of mortgages and pledges takes place through a special summary proceeding that
provides for the sale of the property or the goods. As in any foreclosure, the defenses that the
debtor may file are limited. Payment of a court tax is required. Pursuant to Law No. 23,898, the
general rule is a tax of 3 per cent based on the amount involved; in the case of real estate, this
is based on the amount determined by the tax valuation, unless the subject matter of the
litigation has a higher value.

The time frame for a foreclosure varies but can be estimated to last between six months and
two years. However, Law No. 24,441 gives a particular proceeding for foreclosure that is
extrajudicial and shorter; to bring a foreclosure under the provisions of this law, the only
requirement is to expressly include such a clause in the corresponding agreement. 

Although Argentine law permits a summary proceeding to collect unpaid rent and a special
proceeding to evict tenants, eviction proceedings in Argentina are difficult and time-consuming.
Eviction proceedings generally take between six months and two years from the date of filing
of the suit to the time of actual eviction. 

The Civil Code establishes that someone’s debt is guaranteed by all of the debtor assets. If the
loan is secured by a pledge or a mortgage, usually the creditor first has recourse against the
security and then, should the security be insufficient, to the remaining property of the debtor.
In bankruptcy filings or reorganization proceedings, a creditor whose loan is secured by a
collateral such as a mortgage or a pledge shall have a privilege against other unsecured
creditors up to the amount of the security (that is, they will collect their debt first, up to the
secured amount), and then their claim will be prorated with the other creditors of the debtors.

> Foreign Investment

Foreign Investment Act

Foreign investment is regulated in Argentina by law Nº 21,382 enacted in 1976 (“FIL”) as
amended by law Nº 22,208, law 23,697 and law 23,760. In September 1993 the Executive Power
enacted Decree 1853/93 approving the new updated text of the FIL. The FIL carries three basic
principles which are highlighted by Decree 1853/93. 
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Foreign investors may invest in the country in any economic activity – industrial, mining,
agricultural, commercial, financial, provision of services or others related with the production
and exchange of goods and services – without the need of any type of prior approval, and under
conditions equal to those applicable to domestic investors. 

There are no activities excluded from the principle – except for certain specific exceptions such
as broadcasting or the acquisition of real estate in border areas or the limits established by law
Nº 26,7373- nor is there any type of obligation of being associated with domestic investors or
other type of restriction or condition.

Foreign investors have the right to repatriate their investments and to remit profits abroad at
any time. In this sense it must be noted that capital repatriation is presently limited due to
Central Bank of the Republic of Argentina (the “Central Bank”) foreign exchange regulations
limiting the purchase of foreign currency by non –Argentinean residents to a monthly cap,
among other restrictions. 

Since the reinstatement of foreign exchange controls in December 2001, as a general rule, all
transfers of foreign currency to and from Argentina must be made through an Argentine licensed
financial entity or foreign exchange house (the “FX Market”) and are subject to numerous
restrictions and requirements set forth in the applicable foreign exchange regulations. 

While technically the Central Bank may grant, upon request, a special exemption from some of
the restrictions described below, in practice it rarely does. The rate of exchange in the FX Market
is determined by market forces, but the Central Bank has the power to intervene by buying and
selling foreign currency for its own account, a practice in which it engages on a regular basis.

On October 31, 2011, the Tax Authority, through General Resolution No. 3210, implemented the
Foreign Currency Transactions Consultation (“FCTC”) computer system. When selling foreign
currency, any entity authorized to carry out foreign currency transactions must verify the
transaction’s validity and register it through the new FCTC system. The Tax Authority will
immediately decide whether the transaction is valid or shows inconsistencies, on the basis of
the potential buyer’s fiscal, economic and financial situation. As of July 6, 2012, the access of
Argentine residents to the FX Market for the purchase of foreign assets for investment purposes
(“atesoramiento”) without Central Bank’s prior authorization has been indefinitely suspended.
Therefore, the procedure described before is only applicable for the acquisition of foreign
currency for a limited number of purposes (i.e tourism and travel, payment of services, etc.) 

Those foreign investors making capital investments in Argentina for the promotion of economic
activities, or the extension or improvement of those already existing activities, have the same
rights and obligations which are conferred by the National Constitution and local legal provisions
to domestic investors.
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Technically, Argentine companies may freely purchase foreign currency and transfer it abroad
to pay profits and dividends to non-Argentine shareholders, provided that the dividends
correspond to closed financial statements certified by external auditors and a number of
documents have been duly filed. However, informal or de facto restrictions can not be ruled out.

Bilateral Investment Treaties 

All guarantees available under the FIL have been reinforced and improved by the Bilateral
Investment Treaties (BITs) entered into by Argentina during the 90s4. BITs have been designed
to encourage foreign investments, providing investors with a safe environment in which to develop
their businesses, through several guarantees and commitments which are voluntarily assumed
by the host state. These guarantees deal both with foreign investor protection issues and dispute
resolution clauses, providing for an international arbitration forum, at the investor’s option. 

The main aim of BITs protections and guarantees is to prevent or overcome any prejudice or
restrictions which the host state may impose on foreign investment in its territory, either by
means of particular or regulatory measures. For this purpose, it must be noted that that BITs
supersede domestic acts, according to both international and domestic rules. Internally, this
principle can be found in the Argentinean Constitution (Section 75 paragraph 22) and has been
repeatedly acknowledged by the Argentinean Supreme Court. Accordingly, in case of conflict,
BITs and international law should prevail. 

Foreign Exchange 

Following the 2001 economic and financial crisis, Argentina implemented strict control foreign
exchange transactions that entailed restrictions on the acquisition of foreign currency by
Argentinean and non-Argentinean residents and on the inflows and outflows of capital from
Argentina (both regulations are related since there are no transfers abroad in Argentinean
pesos). Decree 260/02 established a single free exchange system whereby exchange
transactions can be made at the parties' freely agreed upon exchange rate, subject to the
restrictions established by the Argentinean Central Bank.  Pursuant to the Central Bank’s
regulations, exchange transactions can only be effected by entities authorized by the Central
Bank to operate in foreign exchange (“Authorized FX Traders”). In addition, all exchange
transactions require an exchange contract to be executed with the relevant Authorized FX Trader
in which the parties must disclose the purpose of the underlying transaction. Copies of the
exchange contracts must be made available for the Central Bank, which is able to analyze them
and to request information from the Authorized FX Traders and the customers in order to verify
whether the funds were in fact used for the purpose disclosed thereunder. Exchange contracts
are considered sworn statements.  

The underlying principle of exchange regulations is that no transaction may be made if it is not
expressly authorized by those regulations, and that all transactions must be supported by
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relevant documentation which must allow the Authorized FX Trader involved in the transaction
to verify whether exchange regulations are being complied with. Transactions not complying
with exchange regulations are reached by the Criminal Exchange Law No. 19,539, as amended. 

Inflows of Funds into Argentina

Pursuant to Decree 616/2005, as regulated by the various Communications issued by the
Central Bank, funds entering into Argentina may only be transferred abroad after a 365-day
term, counted from the date the funds were converted into Pesos, has elapsed. Accordingly,
financings must typically have a minimum duration of one year. In addition, all inflows and
outflows of currencies from the Argentinean exchange market must be registered with the
Central Bank by the Authorized FX Trader involved in the transaction.   

Decree 616/2005 also subjects funds entering into Argentina to a 30% “withholding” that must
be transferred to registered non-transferable interest free deposits with Argentinean banking
entities during a 365-day term (i.e., 30% of the funds entering into Argentina must be
automatically withheld by the Authorized FX Trader and allocated to this mandatory deposit).
Pending such term, funds held in deposit cannot be disposed by any means nor used as
collateral for any transaction. This mandatory deposit is generally applicable to the following
transactions: 

1. “EXTERNAL” FINANCINGS, i.e., financings granted to Argentinean residents by non-
Argentinean residents to be repaid abroad. The mandatory deposit is not applicable to the
primary issuance of securities, external financings with certain multilateral and bilateral lending
agencies and with official lending agencies, and external financings aimed at the acquisition of
certain non-financial assets or related with imports and exports. According to the Central
Bank’s regulations, only assets that are registered in the balance sheet of the companies as
“durable goods” –machinery and equipment– (bienes de uso) or inventory (bienes de cambio)
and “exploitation rights” (derechos de explotación) qualify as “nonfinancial assets” for purposes
of this exemption. In addition, external financings aimed at the acquisition of non-financial
assets must have a minimum duration of two years on average considering principal and
interest payments. 

2. TRANSFERS BY NON-ARGENTINEAN RESIDENTS EXCEPT FOR “DIRECT INVESTMENTS”
(as this term is used internationally), which comprise the acquisition of participations in local
companies and assets located in Argentina that qualify as “direct investment.” 

3. REPATRIATION OF CAPITAL BY ARGENTINEAN RESIDENTS for the surplus exceeding USD
2M per calendar month. 

Inflows by non Argentinean-residents that are applied to the payment of certain taxes and
contributions are exempt from the mandatory deposit.  
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Outflows of Funds from Argentina 

The various regulations issued by the Central Bank have relaxed restrictions imposed on
outflows of funds from Argentina, particularly regarding financings repayments, and payments
of services, commercial debts and dividends. Repayment of external financings is generally
permitted provided that the relevant financing complied with the applicable exchange regulation
(the minimum duration and the 30% mandatory deposit) and was disclosed by the debtor
pursuant to a certain information regime established by the Central Bank. In addition,
prepayment of debts with non-residents domiciled abroad is permitted provided that certain
conditions are met. 

Payment of profits and dividends to foreign shareholders (or other foreign partners) resulting
from financial statements certified by external auditors is legally permitted, irrespective of the
sums involved. Services rendered by, and commercial debts owed to non Argentinean residents,
may be paid with no limitation. 

The Central Bank’s regulations allow repatriations of capital by non Argentinean residents
resulting from the disposal of “direct investments” in the Argentinean non-banking sector
provided that the relevant direct investment has been maintained by the non-Argentinean
resident for at least one year.

Capital repatriations are subject to a USD 2M monthly cap when they result from the winding-
up of a company and to a USD 500,000 monthly cap when they result from the liquidation of
portfolio investments. Except for these exceptions, purchases of foreign currency by non
Argentinean residents are subject to a monthly cap of USD 5,000. 

However, as stated before, informal or de facto restrictions can not be ruled out. Therefore, it
may be possible in a large number of cases that, although complying with all the requirements
of the law, monies will not be repatriated.

Transfer of Technology 

All agreements signed between a licensor domiciled abroad and a licensee domiciled in the
country which have effect in Argentina and in which the main or incidental objective is the
transfer, assignment or licensing of foreign technology or trademarks in exchange for valuable
compensation are governed by Law No. 22, 426. 

The term "technology", as defined by the Law, encompasses all patentable inventions, industrial
models and designs and any other technical knowledge applicable to the manufacturing of a
product or the rendering of a service. Transfer of technology agreements must be filed with the
Instituto Nacional de la Propiedad Industrial (National Industrial Property Institute – “INPI”) for
information purposes only. There are no limitations concerning any of the following issues: the
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amount of royalties which can be paid, terms of duration, clauses limiting the licensee’s level
of exports or excluding the licensor's product liability, submission to foreign jurisdiction, etc.
However, terms and conditions of the agreements between related parties (mainly between
controlling and controlled companies) should be in accordance with the arm’s length principle. 

Agreements which are not filed with the authorities are, notwithstanding the requirement of
filing, valid and enforceable. However, the licensee will not be able to deduct royalties paid as
expenses for income tax purposes and the total amount of royalties will be considered taxable
income with respect to the licensor and therefore subject to a withholding of 35% according to
articles 92 and 93 of the Income Tax Act. 

If the agreements are registered thus filed with the INPI, payments made by the licensee will
be deductible for income tax purposes and only a portion of such payments will be considered
income taxable in the country. In agreements dealing with technical assistance, consulting and
engineering services which are not obtainable in Argentina as judged by the INPI, only 60% of
the valuable compensation will be considered net income subject to a withholding of 35%.
Consequently, the effective tax rate will be 21% on the gross amount. In the case of all other
transfer of technology agreements (sale or licensing of patents, trademarks, industrial models
and designs and know-how), 80% of payments will be considered net income subject to a
withholding of 35%. In this case, the effective rate will be equal to 28% on the gross amount. 
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> Tax Law

The Australian income tax system is a federal system based on the Income Tax Act and other
related acts. The income tax year is 12 months ending 30 June (unless substituted accounting
period granted).

Income tax, which is by far the most significant tax levied in Australia, is imposed only by the
Commonwealth Government. There are no separate State or Territory income taxes. Instead,
the States and Territories raise some of their revenue through other taxes such as pay-roll tax,
land tax, stamp duty and financial transactions tax. The balance of their revenue consists mainly
of grants from the Commonwealth Government. 

In addition to income tax, the Commonwealth Government also imposes a variety of other taxes
including fringe benefits tax (on employee benefits), wholesale sales tax (on goods), customs
and excise duties, superannuation guarantee surcharge and petroleum resource rent tax. 

Local authorities also raise revenue from rates and taxes imposed on landholders living or
carrying on business in the local authority area. Australia does not currently have a value added
tax, and has neither wealth, death nor gift taxes. 

INCOME TAX

Australia's income tax system is administered by the Australian Taxation Office (ATO), which is
headed by the Commissioner of Taxation. Australian income tax is levied on both the income
and the capital gains of all individuals and companies and certain other entities such as limited
partnerships and certain trusts. Unlimited partnerships are taxed at the individual partner level. 
Broadly, residents of Australia are liable to income tax in respect of their worldwide income,
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while non-residents are liable to income tax in respect of their income from Australian sources.
This broad principle is subject to the provisions of any bilateral double taxation treaty entered
into between Australia and almost 40 other countries. Treaties generally follow the OECD Model
Convention. 

Taxable Income

Income tax is payable in respect of "taxable income," which is calculated by deducting from
assessable income all allowable deductions. Taxable income is calculated on an annual basis,
with the year of income being a fiscal year ending on 30 June, unless the Commissioner has
given permission for the taxpayer to adopt a year of income ending on some other date, which
is often the case for Australian subsidiaries of foreign-based entities. 

Most expenditure incurred in deriving assessable income is deductible in calculating taxable
income, either in the year in which it is incurred, or amortized over a period of years, or at the
time of disposal of a capital asset in respect of which a capital gain arises. 

State and local taxes are generally allowable deductions in calculating the taxable income upon
which federal income tax is levied, unless they form part of the cost of a capital asset, such as
stamp duty on the transfer of land. 

Losses can be carried forward indefinitely but cannot be carried back. Losses incurred by
companies and certain other entities are subject to satisfaction of the majority continuity of
ownership rules or, failing that, the same (identical) business rules. 

Income Tax Rates

Income tax is levied on both resident and non-resident individuals on a progressive basis, with
the highest rate of 45%. Resident individuals also pay an additional 1.5% of taxable income by
way of Medicare levy. 

Resident Individuals

Resident individuals whose total taxable income for the year from all sources (regardless of
whether it originates in or out of Australia) exceeds the tax-free threshold of AUD $18,200 are
required to file an Income Tax Return. Individuals as well as all other taxpayers must have a
Tax File Number.

The net tax payable is computed by deducting from the gross tax: any rebates (e.g. for
dependents, sole parent, housekeeper, pensioner, zone allowance, low income earner, net
medical expenses in excess of AUD $1,250, franking credits etc.) and any other credits (e.g. for
foreign taxes).
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For taxable incomes over AUD $84,001 for the 2012/13 year an amount for the Medicare Levy
must be added. The rate starts at 1.0% of the taxpayer’s taxable income (unless an exemption or
reduction applies). The levy is collected in conjunction with, and in the same way as, income tax.

To arrive at the actual tax payable, the net tax payable will generally need to be adjusted by
deducting prepaid tax (whether by tax installment deductions withheld from salary by an
employer or by Pay As You Go installments paid).

Individual Tax Rates

The individual rates for Residents of Australia the 2012-2013 tax year are, and apply from 1 July
2012:

TAXABLE INCOME TAX ON THIS INCOME

0 - $18,200 Nil
$18,201 - $37,000 19c for each $1 over $18,200
$37,001 - $80,000 $3,572 plus 32.5c for each $1 over $37,000
$80,001 - $180,000 $17,547 plus 37c for each $1 over $80,000
$180,001 and over $54,547 plus 45c for each $1 over $180,000

The above rates do not include the Medicare levy.

Foreign Residents

If you are a foreign resident for the full year, the following rates apply for the 2012-13 tax year:

TAXABLE INCOME TAX ON THIS INCOME

0 - $80,000 32.5c for each $1
$80,001 - $180,000 $26,000 plus 37c for each $1 over $80,000
$180,001 and over $60,630 plus 45c for each $1 over $180,000

Foreign residents are not required to pay the Medicare levy.

Company Tax Rate

The taxable income of most companies (resident and non-resident) is taxed at a flat rate of 30%. 
There is no separate branch profits tax for non-resident companies. 
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Treatment Dividends

Australia no longer has a classical system for corporate taxation. An imputation system for the
taxation of company dividends operates in Australia, with resident individual shareholders being
entitled to a credit (but no refund) for Australian tax paid by a company. Dividends which attract
the credit are called "franked dividends." Other dividends are called "unfranked dividends." 
Excess franking credit entitlements cannot be carried forward or carried back. 

Withholding Tax

Certain income (interest, dividends and royalties) paid to non-residents may be subject to
Australian withholding tax, irrespective of source. Withholding tax is a first and final tax imposed
on the payee but collected from the payer of the income to which it applies. The withholding tax
is subject to treaty limitations but generally ranges between 10% (interest and royalties) and
30% for dividends (15% for treaty dividends). No withholding tax is payable in respect of fully
franked dividends paid by a resident company to a non-resident shareholder. 

Capital Gains and Losses

Capital gains derived on the disposal of assets acquired or deemed to have been acquired on
or after 20 September 1985 are subject to tax in Australia. Subject to minor concessions for
individual taxpayers, the capital gain is included in assessable income and taxed at the same
rate as any other income derived by the taxpayer. In calculating the capital gain derived on the
disposal of an asset, the cost of the asset is indexed for inflation over the period during which
it has been held by the taxpayer. 

Capital losses can only be offset against capital gains, either in the current year of income or in
a future year of income. Capital losses cannot be carried back. For non-residents, there are
special rules which limit the operation of the capital gains provisions to certain specified types
of assets. Gains on other types of assets are generally not taxable. As usual, these provisions
are subject to the terms of any relevant double taxation treaty. 

Intra-Company Group Relief

Generally dividends paid by one resident company to another, although representing assessable
income, are not taxable due to rebate provisions. Care must be exercised by the Australian
dividend recipient to ensure otherwise allowable deductions are not offset against effectively
tax-free dividend income. Resident companies which are 100% related may transfer losses if
they elect to do so. There is no consolidated tax return as such. Roll-over relief is available for
100% related companies (including non-resident companies in certain circumstances) whereby
tax on capital gains may be deferred. 
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Income Tax Issues for Foreign Investors

Australia has thin capitalization rules which disallow excess interest deductions where the debt
to equity ratio of non-financial institutions owned by non-residents exceeds 2:1. For financial
institutions, the permitted ratio is 6:1. Australia has transfer pricing rules which apply to
international transactions. The rules apply not only to related parties but also to unrelated parties. 

Australia has unusual rules that prevent a foreign investor replacing equity with debt in specific
cases involving the sale of in-house assets. Payments to non-residents under hire-purchase
agreements are treated as the payment of royalties subject to withholding tax, rather than as
a sale and loan arrangement. 

Other Important Taxes

According to the fringe benefits tax (FBT) legislation, a fringe benefit is a benefit provided in
respect of employment. This effectively means a benefit is provided to somebody because they
are an employee. The 'employee' may even be a former or future employee. 

FBT is imposed on a range of benefits provided by an employer to their employees. The FBT
year is 12 months from 1 April and ending 31 March in the succeeding year.

The rate may vary. As at 1 April, 2013 the rate is 46.5% of the grossed-up value of the benefit.
Both the cost of the benefit and the fringe benefits tax are deductible in calculating taxable
income. In 2006 the rate was 48.5%. A fringe benefit is a 'payment' to an employee, but in a
different form to salary or wages.

An employee is a person who is entitled, or has been entitled, to receive salary or wages.
Benefits provided in respect of someone who has died are not fringe benefits as a deceased
person does not meet the definition of 'employee' in the FBT legislation. 

The terms benefit and fringe benefit have broad meanings for FBT purposes. Benefits include
rights, privileges or services. For example, a fringe benefit may be provided when an employer:

■ allows an employee to use a work car for private purposes
■ gives an employee a cheap loan
■ pays an employee's gym membership
■ provides entertainment by the way of free tickets to concerts
■ reimburses an expense incurred by an employee, such as school fees
■ business lunches and drinks, cocktail parties and staff social functions
■ providing entertainment to employees and clients by providing access to sporting or theatrical
events, sightseeing tours, holidays and so on
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■ accommodation and travel when it is provided in connection with, or to facilitate, activities
such as entertaining clients and employees over a weekend at a tourist resort, or providing
them with a holiday
■ gives benefits under a salary sacrifice arrangement with an employee.

Sales tax is imposed on certain goods (but not services) which are either manufactured in
Australia or imported into Australia. Where applicable, the rate ranges from 12% to 45%.  

Pay-roll tax is imposed by the States and Territories on wages paid by employers to employees.
The rate varies between the States and Territories, but ranges between 3.95% and 7%. 

Stamp duty is also imposed by the States and Territories on a range of written instruments and
also on some transactions. The rate varies between the States and Territories and also depends
upon the type of transaction or the type of property transferred by the written instrument. 

For example, in relation to transfers of land, duty of up to 5.5% of the value of the land may be
imposed. Transfers of shares are taxed at lower rates (between 0.3% and 0.6%), except where
the underlying assets consist primarily of land, where the land rate applies. Land tax is imposed
on the unimproved capital value of land owned in the six States and the Australian Capital
Territory.

> Corporate Law

Regulations

The incorporation and regulation of corporations is governed by:
■ The Corporations Act 2001 (Commonwealth);
■ the common law; and
■ legislation dealing with specific issues including restrictive trade practices, consumer
protection, employment practices, occupational health and safety, taxation and foreign
investment.

Types of Companies

Of the common forms of trading corporations there are:
■ Publicly listed corporations which are also regulated by the Australian Stock Exchange (ASX)
listing rules;
■ Public corporations that choose not to list on the ASX; and
■ Proprietary limited corporations.

The difference between the corporations is summarized in the table below:
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TYPE ISSUE PUBLICLY LISTED PUBLIC NOT LISTED PROPRIETARY 
CORPORATION

Minimum Number 
of Directors

3 3 1
Minimum Number 
of Shareholders

1 1 1
Maximum Number 
of Shareholders

None None 50
Minimum Number Secretary 
of Company Secretaries  1 1 Optional

Ability to raise capital 
from the public Yes Yes No

Auditor Must be appointed Must be appointed Optional

Must Comply with Yes No No
ASX Listing Rules (Requirement of ASX Listing Rules)   

Independent Directors Yes Optional Optional

Liability of Shareholders

The liability of shareholders of the above types of company is limited in each instance to the
amount paid or agreed to be paid on the shares allotted to the shareholder.

Share Capital

Companies in Australia are not required to have a minimum amount of paid-up capital. The
concept of par values for shares has been removed under the Corporations Act 2001.

Classes of Shares

Shares can be issued as order, preferred or bearer shares.

Corporate Governance

SHAREHOLDERS MEETINGS: Decisions reserved to the Shareholders
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POWERS RESERVED PROPRIETARY 
TO SHAREHOLDERS PUBLICLY LISTED PUBLIC NOT LISTED CORPORATION

Increasing Share capital Yes Generally Yes but Generally Yes but
depends on depends on
Constitution Constitution and

any Shareholders
Agreement 

Changing the 
Corporate purpose No No No

Reducing share capital              Up to a point, No, but Up to a point, No, but Up to a point, No, but
once the point is once the point is once the point is
reached shareholder reached shareholder reached shareholder 
approval is required approval is required approval is required

Change of Name Yes Yes Yes

Authority to Bind company No No No

Authority to Bind or require 
directors to act in a No No No
particular manner or 
refrain from acting

Right to remove directors Yes Yes Yes

Right to transfer shares Yes Yes Only with approval
to third parties of the board of 

directors and (also)
usually the other
shareholders

Change of Constitution Yes Yes Yes

MINIMUM NUMBER OF SHAREHOLDERS MEETINGS/YEAR: Public companies must convene
one shareholders meeting every year. Proprietary companies may have shareholders meetings
as and when required; there is no minimum number to be held in any year. A Director may
request convening a shareholders meeting. Shareholders may request the board to convene a
shareholders meeting and if the minimum number of shareholders so request a meeting must
be convened.

DIRECTORS: Directors are appointed by the votes of shareholders. Generally the power of day-
to-day control of the company vests in the directors. The directors’ power is absolute, save for
the right of shareholders to remove directors who they think are not acting in the best interest
of the company. The minimun requirement of independent Directors is at least one.

Term of appointment: No statutory term, depends on the Constitution of the Companies.
Shareholders have reserved powers to seek to remove directors at any time provided certain
requirements under the law are met.
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Requirements concerning directors’ fees: Listed Public Companies must disclose the
remuneration paid to directors. Other companies do not have to disclose and generally never
disclose the remuneration paid to directors.

Directors’ liability: Directors can be personally liable for the debts of companies if they allow
the company to incur a debt, the company is liquidated and the court determines that the
directors knew or ought reasonably to have known that the company was insolvent at the time
the debt was incurred. In serious situations directors can be jailed for this offence.

Annual Accounting Procedures

NECESSARY DOCUMENTS: The Corporations Act 2001 does not specify what documents or
information if any a company must have. Directors are under a general duty to ensure that the
financial accounts of the company are true and correct at all times. 

DEADLINE FOR DELIVERY OF DOCUMENTS: Public companies must file annual returns with
copies of accounts within 6 months of the end of the company’s financial year. The financial
year in Australia is from 1 July each year to the following 30th June. Most listed public
companies have to file and hold shareholders meetings by 31 December each year. Some
companies have different financial years, as subsidiaries of foreign corporations whose year-
end is different than that in Australia. Permission to have a different year-end for a company’s
financial year must be give by the Australian Taxation Office.

STATUTORY AUDIT: Scope: Public companies must be audited each financial year. The Auditor
must report to the shareholders and to the Australian Securities and Investment Commission
if any accounting irregularities are uncovered.

COMPETENCE: Auditors must be registered. An Auditor once appointed cannot be removed by
the company. An Auditor may resign but cannot be removed without the approval of
shareholders and then only upon the appointment of a replacement auditor.

Other Investment Structures

Besides the use of corporations as investment vehicles overseas investors can choose from
other forms of investment vehicles. Below is a table of the forms of alternate investment
vehicles. The choice of investment vehicle will be dependent upon tax, control and risk return
considerations.
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> Foreign Investment

Registration with Government Authorities

Foreign investment activities in Australia are regulated at the Commonwealth level by the
Treasurer, as advised by the Foreign Investment Review Board (FIRB) and the Department of
Treasury, pursuant to the Foreign Acquisitions and Takeovers Act, 1975 and policy guidelines.

In general foreign investment is encouraged and while notification is required rarely is the power
to refuse the investment made by the Treasurer.

The scheme of the Act is to require compulsory notification of certain proposed acquisitions of
Australian assets, and to make other proposed or completed acquisitions and arrangements
subject to prohibition or divestiture after they have been examined and found to be contrary to
the National interest (without requiring notification).

The following acquisitions must be notified, irrespective of the value or the nationality of the
investor:
■ all vacant non-residential land;
■ all  residential real estate (some exemptions apply);
■ all shares or units in Australian urban land corporations and trusts; and
■ all direct investments by foreign governments and their related entities, and, proposals by
them to establish new businesses in Australia or acquire interests in Australian urban land.

All other acquisitions (including shares or assets of an Australian business) should be notified
if the target is valued at or above the applicable monetary threshold set by FIRB.

As at 1 September, 2012 the monetary thresholds are:

NON-US INVESTORS

AUD $  5 million Developed non-residential commercial real estate, where the property is heritage listed

AUD $ 50 million Developed non-residential commercial real estate, where the property is not 
heritage listed

AUD $231 million An interest in an Australian Business or an interest in an offshore company that 
holds Australian assets or conducts a business in Australia and the Australian 
assets or businesses of the target are valued above the threshold

AUD $244 million An interest in a primary production business whose total assets are under the 
threshold do not require approval. (Note that on 165 June 2012 the Government 
announced that it was considering establishing a register of foreign entities that 
own agricultural land in Australia.)
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Failure to notify the Treasurer before entering into an agreement to acquire these interests is
an offense punishable by severe fines and, in the case of individuals, imprisonment.

Acquisitions and arrangements, whether compulsorily notifiable or not, can be prohibited by
order of the Treasurer if they are considered contrary to the National interest. If they are
completed they can be ordered to be unwound and divestiture to occur. For this reason many
transactions which are not compulsorily notifiable are in fact submitted for prior approval.

The Treasurer is required to reach and notify his decision in the Commonwealth Gazette within
40 days of notification. There is a provision for interim prohibition orders to be made, to give the
Treasurer a further 90 days to consider the position and obtain additional advice.

Note that the Foreign Investment Regulatory Scheme also covers the acquisition of
shareholdings of 15% or more in Australian companies that have total assets valued at AUD 5
million or more (AUD 3 million or more if more than 40% of the assets are in form of rural land).

Section 19 of the Act provides that where an acquisition of assets would have the effect of giving
a foreign person control of the business, the Treasurer may allow the acquisition, allow it only
with conditions or prohibit it.

A "foreign person" under Section 19(1) is a foreign corporation in which a natural person (or
two or more natural persons) not ordinarily resident in Australia hold a controlling interest (that
is, 15% of the voting power of the corporation). Section 4(3) extends the scope of Section 19 so
that it also applies to Australian corporations or trusts controlled by nonresidents.

Strictly, Section 19 only applies when the acquisition of assets would result in a foreign person
gaining control of an Australian business carried on solely by a prescribed corporation. A
prescribed corporation is defined in Section 13. However, Section 19 is extended by Sections
4(4) and 4(5) to cover an Australian business carried on by persons other than a prescribed
corporation. The reason for these sections is a constitutional issue, which has not been tested.
Therefore, on the face of it, in the purchase of any Australian business valued at over AUD 5
million (or AUD 3 million with land), Section 19 applies. Note that Section 13A provides for
exempt corporations.

For the purposes of Section 19 an Australian business is taken to be controlled by foreign
persons if the Treasurer is satisfied that the persons (with or without associates) are in a position
to determine the policy of the business: Section 19(7)(a).

There is no requirement under the Act to notify the Treasurer of any acquisition of assets.
However, the Act is predicated on the assumption that notification can take place, as Section 25
provides protection for notified transactions against later divestiture orders.
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Approval of the sale of an asset may not be withheld unless the Treasurer is satisfied that:

(a) the person who is going to purchase the asset is foreign; and
(b) it would be against the National interests for that person to control the business concerned.

Positions of Interest in Australian Urban Land

Sections 21A and 21(6) apply to acquisitions of interests in Australian urban land by a foreign
person. Australian urban land is land in Australia that is not used wholly or exclusively for
carrying on business of primary production (see Section 5(1) and 12A).

Under Section 26A any such acquisitions are subject to compulsory notification and relate to
the prohibition and divestiture powers in Section 21A. Note the threshold that under Section 13B
the Act does not apply if the land value is less than AUD 3 million (about EUR 1.76 million); for
the purposes of the thresholds, the consideration payable for the assets is taken to be the value
of the assets.

Therefore, under Section 26A compulsory notification applies to a foreign person with the
intention to enter into an agreement under which the person will acquire an interest in Australian
urban land. It is an offense to fail to give 40 days' notice to the Treasurer of the proposal to enter
into an agreement. Penalties are a fine up to AUD 250,000 (about EUR 147,059) for corporations
and a fine of AUD 50,000 for individuals or imprisonment for up to 2 years or both.

Effect of Notification Under Section 25

When the Treasurer is given notification of an acquisition or a proposed acquisition, Section 25
imposes time limits within which the Treasurer must act. Where notification is given of a
proposal, examination will normally be carried out in two stages:

1. Preliminary examination which must be completed within 30 days of receipt of notification:
Section 25(2) and (3). Preliminary examination may result in the quick clearance of the proposal.
Preliminary examination may also result in an interim order prohibiting implementation of the
proposal for a period of up to 90 days.

2. Detailed examination will follow an interim order and must be completed within 90 days:
Section 25(3). Detailed investigation will conclude with the clearance of the proposal (possibly
subject to conditions) or with a prohibition order being made under the relevant provision.

3. Conditions must be notified to the person within 10 days of the Treasurer's decision. If the
Treasurer raises no objections to a proposal or if he allows it subject to conditions, the proposal
can then go ahead without the potential of a later order for divestiture: Section 25(2) and (3).
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Repatriation

Australia does not restrict the flow of Australian or foreign currency in or out of the country.
However, certain reporting obligations must be met for amounts over AUD $10,000 or foreign
currency equivalent.

Regulatory requirements for financial services

In addition to the reporting obligations of movements for amounts over AUD $10,000 or the
foreign currency equivalent, money laundering is a criminal offence in Australia under the Ant-
Money Laundering and Counter Terrorism Finance Act 2006 (Cth) (AMLCTFA).

Money laundering is where a person attempts to evade taxation obligations or attempts to
smuggle funds for the purpose of funding acts of crime and/or terrorism. The heightened sense
of awareness in recent years of terrorist activity and the use by criminal organizations of
sophisticated financing techniques led to the enactment of the AMLCTFA in December 2006.

The AMLCTFA is intended to help reduce the risk of Australian businesses being misused for
the purposes of money laundering, terrorism financing and/or tax evasion. The Act classifies
entities that perform one or more of a so called ‘Designated Service’ as Reporting Entities. 

A Designated Service can be the opening of a bank account, accepting deposits, making loans,
supplying goods through a finance lease, issuing travelers’ cheques, providing certain
superannuation related services, issuing or accepting liability under life insurance policies,
exchanging currency, placing or receiving bets and etc.

Amongst other obligations, the AMLCTFA requires a Reporting Entity to have in place an Anti-
Money Laundering and Counter Terrorism Financing (AML/CTF) Program and implement
processes that allow it to effectively monitor, review and update its AML/CTF Program. 

Foreign Personnel

To work in Australia as opposed to invest without working, a person requires a visa. There are
various forms of visa’s that may be granted.  

The Australian government’s view is that “Working in Australia is a privilege, not a right. Most
temporary visa holders have work rights, although some classes of visas only allow limited
work rights.”

An example of the types of visa’s that can be sought are:
■ Employer sponsored employees
■ Professional and other skilled migrants
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■ Business people 
■ Specialist Entry
■ Regional employment

The rules for visa entry are in a constant state of flux. Once a visa is granted certainty is assured.
However the rules for obtaining a visa change often. Further information should be sought at
the relevant time. 

> Labor Law

For the most part from 1 January, 2010 the Labor laws in Australia rather than being State and
Federal became solely Federal. 

Employers and employees other than in Western Australia that were previously covered by state
industrial relations systems because the employer is not a constitutional corporation, are now
covered by the national industrial relations system established by the Fair Work Act 2009 (Cth). 

Employers and employees in the national system have the same workplace rights and
obligations, regardless of the state they work in. Features of the national industrial relations
system include:

■ a set of 10 minimum National Employment Standards (NES)
■ modern awards that apply nationally for specific industries and occupations
■ a national minimum wage order (where it applies)
■ enterprise bargaining, and
■ protection from unfair dismissal.

Modern awards, together with the NES and the national minimum wage order, make up a new
safety net for employees covered by the national workplace relations system.  In summary, the
NES involve the following minimum entitlements:

MAXIMUM WEEKLY HOURS OF WORK - 38 hours per week, plus reasonable additional hours.

REQUESTS FOR FLEXIBLE WORKING ARRANGEMENTS - allows parents or carers of a child
under school age or of a child under 18 with a disability, to request a change in working
arrangements to assist with the child’s care.

PARENTAL LEAVE AND RELATED ENTITLEMENTS - up to 12 months unpaid leave for every
employee, plus a right to request an additional 12 months unpaid leave, and other forms of
maternity, paternity and adoption related leave. 
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ANNUAL LEAVE - 4 weeks paid leave per year, plus an additional week for certain shift workers.

PERSONAL / CARER’S LEAVE AND COMPASSIONATE LEAVE - 10 days paid personal / carer’s
leave, two days unpaid carer’s leave as required, and two days compassionate leave (unpaid for
casuals) as required.

COMMUNITY SERVICE LEAVE - unpaid leave for voluntary emergency activities and leave for
jury service, with an entitlement to be paid for up to 10 days for jury service.

LONG SERVICE LEAVE - a transitional entitlement for employees who had certain LSL entitlements
before 1/1/10 pending the development of a uniform national long service leave standard.

PUBLIC HOLIDAYS - a paid day off on a public holiday, except where reasonably requested to work.

NOTICE OF TERMINATION AND REDUNDANCY PAY - up to 4 weeks notice of termination (5
weeks if the employee is over 45 and has at least 2 years of continuous service) and up to 16
weeks redundancy pay, both based on length of service.

PROVISION OF A FAIR WORK INFORMATION STATEMENT - employers must provide this
statement to all new employees. It contains information about the NES, modern awards,
agreement-making, the right to freedom of association, termination of employment, individual
flexibility arrangements, right of entry, transfer of business, and the respective roles of Fair
Work Australia and the Fair Work Ombudsman.

The laws in Australia have some unusual protections, for instance concerning holiday pay. In
many States, employees are paid a bonus ("loading") while on leave to compensate them for
the additional costs incurred while being on holidays!

When considering establishing a business in Australia, it is essential to obtain detailed advice on
the employment practices in the particular industry and location in which the business is to operate.

Employment Contracts

CLASSES: Employees under employed under individual contracts although there are State and
Federal Awards which specify that employees in particular industries are entitled to and MUST
receive minimum standards of pay, hours of employment, health care, and periods of leave. 

COST OF DISMISSAL AND WRONGFUL DISMISSAL: Fair Work Australia deals with two main
types of dismissal applications:
■ unfair dismissal
■ dismissal where there has been a breach of the 'general protections'.
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In general, an employee cannot pursue more than one type of dismissal application at the
same time.

An unfair dismissal occurs where an employee makes an unfair dismissal remedy application
and Fair Work Australia finds that:
■ the employee was dismissed, and
■ the dismissal was harsh, unjust or unreasonable, and
■ the dismissal was not a case of genuine redundancy, and
■ the dismissal was not consistent with the Small Business Fair Dismissal Code, where the
employee was employed by a small business. (A small business is a business that employs
fewer than 15 employees.)

To make an unfair dismissal remedy application an employee must be:
■ covered by the national unfair dismissal laws, and
■ eligible to make an application.

The application must be lodged within 14 days of the dismissal coming into effect. To be eligible
to apply an employee must, amongst other things, have:
■ completed a minimum employment period of at least six months (one year in the case of a
small business employee), and
■ be covered by an award or agreement if they earn more than $118,100 a year.

EMPLOYMENT CONTRACTS FOR DIRECTORS: There is no special regime for directors to be
employed by the companies of which they are directors.

Employee’s Representatives and Union Representation

Historically there has be:
■ Brief idea of the influence of these groups in Labor Contracts
■ When a Labor Union representation becomes binding?
■ Rights and Privileges of a Labor Union Representation inside a Company.

Enterprise Bargaining Under the Fair Work Act 

From the introduction of the Fair Work Act, there are two ways in which an employer can
contract with the employees. The first is by way of common law contracts of employment.  The
other way is by way of collective bargaining. Whilst the Fair Work Act makes it much easier for
employees to call upon union assistance in the process of collective bargaining, there is no
requirement for union involvement. It is not compulsory. An employer can collectively bargain
with its workforce and arrive at an outcome supported by its non-unionised workforce provided
the Fair Work Authority (established by the new legislation) approves the collective agreement. 
Australian Workplace Agreements (AWAs) were made unlawful after 27 March 2008. AWAs with
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terms of up to five years made and lodged before March 2008 will continue to operate. Those
AWAs could continue indefinitely in circumstances where they were not replaced or terminated
after its normal expiry date – i.e. on or before March 2013. Parties to the AWAs would, however,
not be able to re-negotiate the terms of employment with a new or varied AWA. The ITEAs have
a nominal expiry date of not later than 31 December 2009. 

Under the Fair Work Act, the vast majority of work agreements will come into existence by way
of collective agreements. These will be made between employers and employees. Unions can
be named as a party to the agreement. If a union is a named party to an agreement, then that
organisation has rights and obligations under the agreement. The union can enforce the
agreement in its own name without an effective member.

There are four types of collective agreements.  The first is single business collective
agreements. 

a) SINGLE BUSINESS COLLECTIVE AGREEMENTS
These will form the most common type of collective agreement whereby employees who fall
within the scope of the agreement are covered by it and must be made only for a single business
or part of a business. A ‘single business’ is defined to mean a ‘business, project or undertaking’
carried on by an employer.

For example, where two or more unrelated employers carry on a ‘joint venture’ they are to be
treated as having a single business. It is also possible for two or more corporations that re
‘related’ within the meaning of the Corporations Act 2001 to be treated as a single business
however it is not mandatory. Such corporations have the choice as to whether to make separate
agreements or join together and make a single agreement.

Moreover, such agreements can include geographically distinct part of the ‘single business’ or
‘a distinct operational or organisational unit within the single business’. Thus it is possible for
an employer to have different agreements at different locations or indeed for different divisions
at the same locations.

Such agreements face potential oversight by Fair Work Australia for the majority of
orders.  Protected action is available during the bargaining process by the parties to
it. Noticeably, the Fair Work Act does not alter the concept of “protected action” vis a vis
“unprotected action”, three days notice of industrial action to be given by a party, and an
application for a secret strike ballot to approve industrial action.

This can be formed as part of a union collective agreement as long as the relevant union (s) has
one or more members at the company. It is open to an employer as to whom to choose to
bargain with.
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Conversely, an employee collective agreement can be made and be drawn up by employers and
employees and as with union collective agreements must also be approved by a majority of
employees to be registered. Nevertheless, such an agreement must be approved by a ‘valid
majority’ of all the workers who are covered by it.

b) SINGLE INTEREST EMPLOYER REGISTERED COLLECTIVE AGREEMENTS
Collective agreements are also available for employers who have franchisees involved and or
integrated into their service. Protected action is also available in these types of agreements.
For instance, employers under the direction of a single entity like a franchisor can be covered
by a single agreement.

c) LOW PAID MULTI-BUSINESS COLLECTIVE AGREEMENTS
This is an agreement that covers one or more single businesses. Employees who fall within the
scope of the agreement are covered by it, they facilitate multi-employer bargaining including
an order from the independent umpire that a relevant third party such as a contractor can be
brought to the bargaining table and workplace determination in the event of a stalemate can
occur where the parties consent. Note, there is no legislative provision for protected action to
be taken by employees in such instances.

d) GREENFIELDS COLLECTIVE AGREEMENTS
This is an agreement where it can be made where an employer is in the process of setting up a
new business. It may cover any category of employee provided that no employee has been
engaged before the agreement is made. The advantage in doing such an agreement is that it
will set the terms and conditions of employment which will cover employees who are
subsequently hired. There are two types of greenfields agreements. First, a union agreement
can be made with one or more unions who are entitled to represent the industrial interest of
the workers likely to be covered by the agreement.  Secondly, an employer greenfields
agreement is essentially an agreement made by one part, that being the employer.

Following the enactment of the Fair Work Act new requirements regarding enterprise
bargaining came into effect.  Employers are required to issue a written notice to employees as
soon as practical, but not later than 14 days after the employer initiates bargaining or agrees
to bargain. This written notice is known as a ‘Notice of Employee Representational Rights’.
Amongst the mandatory content, this notice must contain information about the right of an
employee to appoint a bargaining representative.

Extent of employer obligations

The extent of employer obligations under the Enterprise Bargaining requirements of the Fair
Work Act are:



■ An employer is not obliged to bargain for an enterprise agreement in response to a union or
other employee bargaining representative proposing an enterprise agreement.

■ An employer can refuse to bargain for an enterprise agreement or can make its agreement
to bargain subject to a condition precedent as to the scope of any agreement. For instance, the
employer can make it a condition that it will only bargain if the scope  of the agreement is limited
to a particular category or categories of employees.

■ If the union or other bargaining representative does not accept this condition, the employer
is entitled to refrain from bargaining. 

■ At this point, employees’ bargaining representative may approach Fair Work Australia. The
Fair Work Act allows for Fair Work Australia to order an employer to bargain with its employees
subject to several conditions. Most importantly, Fair Work Australia must be satisfied that a
majority of employees wish to bargain with the employer.

■ The employer is not required to make concessions during bargaining for the agreement nor
is the employer required to reach agreement on particular terms that are to be included in the
agreement.

Social Security

EMPLOYER CONTRIBUTIONS: Employers must make superannuation contributions to the
employees' to a designated superannuation fund at least every three months. The
superannuation contributions are invested over the period of the employees' working life and
the sum of compulsory and voluntary contributions, plus earnings, less taxes and fees is paid
to the person when they choose to retire. The sum most people receive is predominantly made
up of compulsory employer contributions. As at 1 July, 2011 the rate of contribution is 9% of an
employees ordinary salary.

Special rules apply in relation to employers providing defined benefit arrangements. There are
less common traditional employer funds where benefits are determined by a formula usually
based on final average salary and length of service. Essentially, instead of minimum
contributions, employers need to provide a minimum level of benefit. Superannuation Guarantee
law applies to all working Australians, except those earning less than $450 per month, or aged
under 18 or over 70. Individuals can choose to make extra voluntary contributions to their
superannuation and receive tax benefits for doing so.

Health and Safety

The various State health and safety laws are being harmonized on a national basis. Under the
Workplace Health & Safety Act employers “officers” have a positive duty to ensure that the
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employer (company) is complying with its health and safety obligations. In addition, people that
essentially act as shadow or de facto directors of the employer, will also be considered to be
“officers. Accordingly, individuals within any  businesses at a managerial level will be exposed
to an increased risk becoming personally liable if they fail to exercise all due diligence in respect
of the health and safety in their employers company or business.

The Workplace Health & Safety Act will also introduce significant changes to the management
of safety in Australia, including:
■ Duty of Care - an expanded duty of care on all businesses and undertakings
■ Consultation - a broader requirement to consult and co-ordinate on safety with workers,
contractors and others affected by the business or undertaking
■ Reputation – an approach to enforcement through greater use of adverse publicity orders
■ Intervention at the business – greater avenues for intervention by unions and the regulator
at your business
■ Shift in attitude – by the regulators and courts in adopting a “uniform” approach to
investigation and enforcement

A summary of the more significant areas of intervention are as follows:

Contracting and Outsourcing of Work or Services

Contracting and outsourcing is a function of business operations in Australia.  Outsourcing must
be genuine.  The courts look at the substance of the outsourcing contract not its form. If an
agreement is really one of employment though clothed as an outsourcing contract, the courts
will look through the form of the contract and impose the requirements of the employment laws.
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> Real Estate Law

Types of Ownership

Land may be held by individuals or companies. Provided notification is made, foreign individuals
and companies can also purchase land in Australia. Land acquired is held in fee simple. Subject
to Government's having reserved the right to acquire land, land once purchased is the sole and
absolute property of the purchaser. Ownership of land by foreigners is permitted. See the section
on Foreign Investment.

Land Register

Generally ownership of land in Australia is recorded by the Torrens registration system. All land
has a specific lot and plan number and the name of the owner is disclosed in the register. The
register is authoritative as to who the owner of land is at a given time.

Transfer Formalities

Land is transferred by sale, gift or transfer upon death. For the transfer to be valid at law, it
must be noted in the appropriate State or Territory Department of Lands registry. A tax on the
transfer of land from one person to another current applies in most States and Territories of
Australia. The rate of Stamp Duty as this tax is called varies between the States and Territories.
Anti-avoidance provisions exist to prevent people from seeking to avoid the payment of Stamp
Duty using corporate and trust vehicles. As at 1 July, 2012 there is no estate or death duties
payable upon the transfer of land from a deceased to his or her beneficiaries.

Mortgages

Mortgages are created and also recorded In the register pertaining to the land. Mortgages can
also arise without being registered although the level of security in such cases can be affected
by the failure of the mortgagee to register the security interest in the land. In some cases, the
mortgagee's security interest could be lost due to the failure to register the mortgage.

Restrictions on Acquisitions

There are notification procedures to follow but in general there are no restrictions on foreign
individuals or companies purchasing or holding land in Australia.

Construction and Use Restrictions

The permitted use of land is controlled by the third tier of government in Australia, the Local
Council. When looking to purchase land, purchasers are advised to obtain the latest zoning
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certificate to ensure that the land can be used for the desired purpose of the purchaser.
Development cannot take place on land until the Local Council gives development consent to
the proposal. The length of time it takes to obtain Development Consent following the lodging
of a Development Application depends upon each State and Territory and each Local Council.

Leases

Land in Australia can be leased. The usual types of leases are leases for a term, leases at will
and periodic leases. Leases for a term greater than 5 years (inclusive of any option to renew)
should be placed upon the register of the land. No government permission is required for a
land owner to grant a lease to a lessee.
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The law firm of KRAFT & WINTERNITZ was established in 1987 and is based in Vienna. The
firm provides a comprehensive range of services to corporate and private clients with national
or international interests. Unlike large law firms, KRAFT & WINTERNITZ’S partners can ensure
the sustained individual attention on which the successful solution to a case so often depends.

Through its expert contact in the world of business, KRAFT & WINTERNITZ has access to the
specialist knowledge and experience required to respond more effectively to today’s increasingly
complex world. These strengths are further reinforced by the firm’s international network of law
and accounting offices in the European Union, Central Europe and beyond – all of which share a
belief in the importance and value of personal contact and responsibility in the practice of law.

In Austria, KRAFT & WINTERNITZ keeps in close touch with accountants, tax advisers, notaries
public, real estate brokers and managers, insurance agents and the banking and financial
institutions, as well as the numerous experts required to give evidence in court. As a member
of the Austrian Bar Association, the firm can represent clients before all the Austrian Courts,
including the Courts of Appeal and the Supreme Court. Such strengths allow KRAFT &
WINTERNITZ’s to respond to the most challenging tasks, to represent and advice its national
and international clients as effectively as possible.

KRAFT & WINTERNITZ expertise is available in the following fields:

COMMERCIAL AND CORPORATE FAMILY AND ESTATES

■ Formation of companies ■ Divorce and judicial separation
■ Acquisitions, mergers and takeovers ■ Adoption
■ Joint venture agreements ■ Wills
■ Corporate restructuring ■ Probate
■ Agency, distribution and franchising ■ Trusts
■ Unfair competition ■ Estate planning
■ Advertising

> Austria

KRAFT & WINTERNITZ
www.kwlaw.at
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EMPLOYMENT LITIGATION

■ Employment agreements ■ Commercial disputes
■ Work and residency permits ■ Labour disputes

■ Unfair competition
REAL ESTATE ■ Lease and property disputes
■ Acquisition and disposal of property ■ Medical liability
■ Condominium agreements ■ Trademarks
■ Lease agreements ■ Product liability 

■ Personal injury

INTELLECTUAL PROPERTY CAPITAL MARKETS

■ Trademarks ■ Supervision of capital markets
■ Model and design ■ Liability of investment counsels
■ Licensing ■ Licensing proceedings

■ Investor proceedings
DEBT COLLECTION ■ Compliance issues

> Corporate Law

Regulations and Rules

The main statutes in corporate law are the Code of Enterprises (Unternehmensgesetzbuch,
UGB), which entered into force on January 1st, 2007, the Law on Limited Liability Companies
(Gesetz über Gesellschaften mit beschränkter Haftung, GmbHG) and the Stock Corporation
Act (Aktiengesetz, AktG).

Other relevant statutes are the General Civil Code (Allgemeines Bürgerliches Gesetzbuch,
ABGB), the Law on Co-operative Societies (Genossenschaftsgesetz), the Law on the
Commercial Register (Firmenbuchgesetz), the Law on Private Foundations
(Privatstiftungsgesetz), the Insurance Companies Supervision Act (Versicherungsaufsichts-
gesetz) and the Act on the Statute of the Societas Europaea (SE-Gesetz).

Type of Companies 

The most common types of companies in Austria are the General Partnership (Offene
Gesellschaft, OG), the Limited Partnership (Kommanditgesellschaft, KG), the Company with
Limited Liability (Gesellschaft mit beschränkter Haftung, GmbH), the Stock Company
(Aktiengesellschaft, AG) and the Private Foundation (Privatstiftung).
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The so-called liberal professions („freie Berufe“), as for example lawyers, accountants or
architects, and small businesses, who suffered from restrictions concerning the foundation of
Partnerships under the regime of the former Commercial Code (Handelsgesetzbuch, HGB),
being replaced by the Code of Enterprises at the beginning of the year 2007, may now also found
a Partnership (Personengesellschaft). 

According to the Code of Enterprises, everybody is allowed to found a General Partnership or a
Limited Partnership. Therefore the Registered Partnerships (General Registered Partnership
and Limited Registered Partnership) are not needed any more. By law (“ipso iure”) the General
Registered Partnership (Offene Erwerbsgesllschaft, OEG) was transformed into a General
Partnership and the Limited Registered Partnership (Kommanditerwerbsgesellschaft, KEG)
into a Limited Partnership. 

Further types of companies are the Civil Law Association (Gesellschaft nach bürgerlichem
Recht, GesbR), the Cooperative (Genossenschaft), the European Economic Interest Grouping
(Europäische wirtschaftliche Interessenvereinigung, EWIV), the European Company
(Europäische Gesellschaft, SE) and the European Cooperative Society (Europäische
Genossenschaft, SCE). 

Liability of Shareholders 

The liability of the shareholders of a Company with Limited Liability or a Stock Company is
limited to their capital contribution. On the contrary the partners of a General Partnership are
fully and personally liable for the debts of the Partnership, the liability to creditors cannot be
limited. A Limited Partnership consists of at least one general partner (Komplementär), who
is liable like a partner of a General Partnership, and of at least one limited partner
(Kommanditist), whose liability is restricted to the amount of his capital contribution (Einlage).

Share Capital

The minimum share capital (Stammkapital) of a Company with Limited Liability is EUR 35,000.
In principle, at least one half of the capital must be paid in cash (but there are exceptions for
contributions in kind). The minimum face value of one share has to be EUR 70,--.

The minimum stock capital (Grundkapital) of a Stock Company is EUR 70,000,--. At least 25 per
cent of the stated capital stock (plus any premium) must be paid up prior to the registration.
The minimum nominal value of the shares is EUR 1,00 unless the shares simply represent a
percentage of the share capital (without a nominal value). It is possible to issue non-voting
preferred shares which grant a right to a preferred dividend but do not include any voting rights.
Since 2011 non-listed companies have to issue registered shares. There is no minimum share
capital for General Partnerships and Limited Partnerships.
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Corporate Governance

All partners of a General Partnership (and all general partners of a Limited Partnership) are
entitled and obliged to manage and to represent the partnership. The partnership agreement
may stipulate other regulations.

Companies with limited liability must have the following corporate bodies: (i) managing
director(s) (Geschäftsführer), (ii) shareholders assembly (Generalversammlung). A supervisory
board (Aufsichtsrat) is only compulsory for large Companies (e.g., more than 300 employees)
and optional for the others.

The shareholders assembly must meet at least once a year and is called by the managing
directors. Shareholders resolutions can also be adopted by written consent, if all shareholders
agree. The following decisions - inter alia – require a resolution by the shareholders:
■ the appointment and dismissal of managing directors
■ approval of the annual report
■ distribution of profits
■ release from liability of the managing directors
■ changes to the articles of association, including an increase or reduction of the share capital 
■ raising of claims against the managing directors
■ liquidation of the company
■ mergers.

Generally, shareholder resolutions of a Company with Limited Liability require a simple majority
of the shareholders present. Unanimous voting is required inter alia for a change of the object
of business of the company. A majority of 75 per cent is required inter alia for changes to the
articles of the association (with a few exceptions) or the sale of the corporate assets as a whole.
The articles of association may provide other rules.

The management board of a Company with Limited Liability consists of one or more managing
directors, who are appointed and dismissed by the shareholders. The managing directors
represent the company and do the day-to-day business. Usually the managing directors have
an employment contract with the company which stipulates the remuneration of the directors.
The managing directors are personally liable towards the company for exercising the care and
diligence of a prudent businessman in performing their tasks. They are not personally liable
towards creditors of the company in general but only if they violate special legal rules (e.g., the
requirement that they file for bankruptcy on a timely basis).

The corporate bodies of a Stock company are the board of directors (Vorstand), the shareholders
meeting (Hauptversammlung) and the supervisory board (Aufsichtsrat). A shareholders
meeting is called by the board of directors and must be held at least once a year within eight
month after the end of an accounting year. The following matters, inter alia, require a
shareholders resolution:
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■ appointment of the members of the supervisory board
■ appointment of the auditors
■ changes to the articles of association, including an increase or reduction of the share capital
■ approval of the annual report (unless the supervisory board approves it)
■ distribution of profits
■ release from liability of the board of directors and the supervisory board.

Shareholders resolutions are in principle adopted by a simple majority. For certain fundamental
decisions, in particular changes of the articles of association a qualified majority of 75 percent
of the votes is required. 

The board of directors consists of one or more members, represents the company and carries
out the day-to-day business. The members of the board of directors are appointed by the
supervisory board for a period of 5 years (reappointment is permitted). Usually the members
of the board of directors are employed with the company, and are regarded as free employees
(“freie Dienstnehmer”), so they are not protected by labour laws. Profit shares are common.
The members of the board of directors are personally liable towards the company for exercising
the care and diligence of a prudent businessman in performing their tasks. 

The supervisory board members are appointed by the shareholders meeting (except the
representatives of the employees). There have to be at least three members. The supervisory
board must supervise the management board. A number of transactions must be approved by
the supervisory board, e.g., the acquisition, alienation and mortgaging of real estate, opening
and closing of branches, determination of the general business policy etc. The liability of the
members of the supervisory board is the same as the liability of the members of the
management board.

Annual Account - Financial and operating results

The financial statements (Jahresabschluss) consist of the balance sheet, the profit and loss
statement, an appendix and a position report.

The financial statements have to be prepared by the management within five months of the end
to the accounting year. They require the approval of the shareholders assembly in the case of a
Company with Limited Liability and the supervisory board in the case of a Stock Corporation.
Furthermore a statutory audit is required for Stock Corporations, large or medium sized
Companies with Limited Liability, banks, insurance companies and investment funds.

The financial statements must be filed with the commercial register (except Partnerships which
must only register if the general partner is a corporation) within nine month of the end to the
accounting year. Large Stock Corporations, companies listed on the stock exchange, banks,
insurance companies and investments funds must publish the financial statements in the
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“Wiener Zeitung”. Any delay in such filing of the financial statements is subject to a penalty
which is imposed against the company and the managing director (Sec 283 UGB).

Establishing of a Company

For the foundation of a Company with Limited Liability the registration with the Commercial
Register is necessary. The following documents have to be filed: (i) articles of association
including at least the name and the legal seat of the company, the company purpose, the
amount of the share capital and the contribution of every shareholder. The founders have to
appoint managing directors, who have to sign specimen signatures, which are deposited at the
Commercial Register. The Application for Registration has to include a Affidavit to be issued by
the managing director that the share capital has been paid to the bank account of the company
and that the managing director may dispose of it without third party rights.

Liquidating a Company 

For Corporations such as the Company with Limited Liability and the Stock Corporation a formal
winding-up procedure is provided by law. If the shareholders agree to dissolve the company or
the company is dissolved of any other reason, the company enters into a liquidation period.
During this period the company is represented by the liquidators (who may be the directors or
third parties). The property of the company is sold and the debts are paid. The remaining funds
are distributed to the shareholders. At the end of the procedure the company is struck from
the register.  

> Foreign Investments

Registration with Government, authorities and permits

There are in general no restrictions on converting or transferring funds related to foreign
investments. All cross-boarder capital transactions for non-residents and residents, including
the acquisition of Austrian securities, debt services, the repatriation of profits, interest
payments, dividends and proceeds from the sale of investment are unrestricted.

Nevertheless the Austrian Central Bank (Nationalbank) is entitled to enact restrictions pursuant
to EU-law under certain circumstances, e.g., major difficulties in international relationships,
where the security of Austria is endangered, etc. In this case certain transactions require the
permission of the Austrian Central Bank. Furthermore various transactions related to foreign
countries, e.g. foreign direct investments, must be notified to the Austrian Central Bank for
statistical purposes.  
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The nine provinces have established regulations (Grundverkehrsgesetze) under which the
acquisition of real estate (and certain rights related to real estate) by foreigners (in some cases
also by Austrians) is subject to approval by the provincial authorities. These restrictions concern
primarily real estate for agriculture use and real estate in tourist regions. The regulations differ
from province to province.

Most business activities in Austria require a business license (Gewerbeberechtigung). If the
business is conducted by a corporation, a partnership or a branch of a foreign company an
individual person must be named who is responsible for the correct conduct of the business.
This person is commonly called the “gewerberechtlicher Geschäftsführer”, who must be
resident in Austria or in a country where penalties of Austrian administrative authorities can
be executed. Therefore, in most cases a “gewerberechtlicher Geschäftsführer” must be
nominated who is resident in Austria.

Transfer of dividends, interests and royalties abroad   

Austria does, generally, not restrict the transfer of dividends, interests and royalties abroad. The
exemptions are mentioned above.  For the taxation of these transfers see section “Tax Law”.

Repatriation procedures and restrictions

Austria applies no repatriation procedures or restrictions.

Foreign personnel

There are restrictions on employment of foreign employees. Citizens of the „old“ EU member
states plus Malta and Cyprus have already been entitled to work in Austria without a work
permit. On May 1st, 2011 the restrictions concerning citizens of the other new member states
ended. Currently, only for citizens of Bulgaria and Romania special transition rules still apply
(until 31.12.2013).

The former system of a quota-based system has been changed. For key personnel, high qualified
persons and skilled workers in shortage occupations the “Red-White-Red-Card” is possible: the
work permit is valid for a certain job in a certain company for a maximum period of one year.
After a year a “Red-White-Red-plus” card is possible allowing working not only in a certain job
but in the whole country. After five years a residence permit EC (Daueraufenthalt EG) can be
obtained if an integration agreement (knowledge of the German language) is fulfilled.

Additionally, there are special provisions regarding juvenile persons, family reunification and
citizens of non-EC member states having a residence permit of another EC-member state.
Besides of a work permit foreign employees may under certain circumstances obtain a
certificate of exemption (Befreiungsschein) which allows them to work generally in Austria (not
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only in a certain job) for a period of 5 years. This is possible for employees who worked legally
for 5 years in the last 8 years in Austria or juvenile employees.

Foreign companies who perform services in Austria with foreign personnel have to consider
that some rules of Austrian labour law apply, e.g., the minimum salaries stipulated in collective
bargaining agreements, restrictions of working time etc. 

> Labour Law

Austrian labour law is characterized by high standards of protection of the employees rights
and the importance of collective bargaining (company agreements are less important).
Therefore, the possibility to govern the labour conditions by individual contracting is restricted.

Employment Contracts 

The most important distinction is drawn between white-collar workers (Angestellte) and blue-
collar workers (Arbeiter). White-collar workers are employed in commercial, higher non-
commercial or clerk services, all other employees are blue-collar workers. Since this distinction
is commonly seen as antiquated, in recent years the legal rules for white-collar workers and
blue-collar workers have been adjusted, but there are still some differences, e.g. the periods
of termination still differ. Furthermore, in many sectors there are different collective bargaining
agreements for white-collar workers and blue-collar workers.

In addition to the usual labour contract, there is the possibility to enter into a free labour contract
(freier Dienstvertrag). In a free labour contract the “employee” is not personally dependent on
the “employer” (e.g., he can set his working time by himself, he works with his own equipment
etc.). Only a few labour laws apply to free labour contracts.

A labour contract may be concluded for a definite or indefinite period of time. A contract for
indefinite time can always be terminated by an ordinary termination (Kündigung) by both of the
parties, provided they comply with certain notice requirements (termination periods and dates).
The termination period the employer must comply with depends on the years of service: in case
of white-collar workers, it may run from 6 weeks (in the first two years of service) to 5 months
(after 25 years of service). A white-collar worker must comply with a termination period of one
month. The statutory termination period may be lengthened but not shortened by the individual
contract. The period the employee has to comply with must not be longer as the period the
employer has to comply with. The employer of a white collar worker may terminate the contract
to the end of each quarter; the white-collar employee may terminate employment to the end of
each month. This rule can be changed by contract, so that both parties may terminate the
contract on 15th or the last day of the month. In the case of bluecollar workers, the applicable
termination period is two weeks for both parties, there are no certain termination dates. The
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period may be lengthened or shortened by collective bargaining or by contract. In enterprises
where a work council is actually established the work council must be informed by the employer
before giving notice to the employee of the termination.   

An ordinary termination may be challenged by the employee if he works in a plant where
establishment of a work council is required (see below). A termination can be challenged
because of a proscribed reason of the termination (e.g. union activity, activities in organizing
the election of a work council) or because it was socially unjustified (important for elder
employees). For some protected groups as members of the work council, pregnant employees,
handicapped people or apprentices terminations are restricted.

Beside ordinary termination contracts (whether for a definite or indefinite period of time) may
be terminated with immediate effect if there are important reasons that make the continuation
of the employment unacceptable for one of the parties. The employer may immediately
terminate the labour contract if the employee is disloyal in his service, incapable of performing
his services, refuses to comply with orders of the employer etc. If the dismissal is not justifiable
because there is no important reason the employment nevertheless ends immediately, but
the employee will be entitled to full pay as if the employer would have ordinarily terminated
the employment. 

An employee, whose employment has lasted for at least three years, is entitled to severance
payment (Abfertigung) in the event of ordinary termination by the employer, termination by
mutual consent, justified immediate resignation by the employee and unjustified dismissal by
the employer. The severance payment depends upon the time of service and ranges from 2
months salary to 12 months salary. The new Act on Statutory Corporate Employment
Retirement Scheme (Betriebliches Mitarbeiterversorgungsgesetz) applies to contracts
beginning after December 31, 2002 (there is an opt-in-possibility for older contracts). Under
this new legislation the employer has to pay 1,53 % of the monthly remuneration to a fund which
pays the severance payment.

The members of the managing board of a Stock Corporation are excluded from the protective
provisions of the labour law. However, labour law may apply to managing directors of a Company
with Limited Liability depending on the rights and duties they have. Shareholders holding a
majority or a blocking minority of shares will not be regarded as employees if they serve as
managing directors of that company.

Employees Representatives and union representation

In Austria there is only one trade union, the Austrian Trade Union Federation (Österreichischer
Gewerkschaftsbund, ÖGB). The influence of the trade union is traditionally big but has declined
in the last years in particular since the inauguration of the former conservative government
and a scandal involving the trade union-owned Labour and Economics Bank (Bawag). The
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influence of the trade union is still significant since the Austrian Trade Union Federation
conclude collective bargaining agreements (see below).

Members of the staff of companies having at least five employees are entitled to establish a
work council (Betriebsrat). The number of members depends on the number of employees.
The members of the work council need not to be members of the trade union. The work councils
therefore are formally independent from the trade unions although in fact there are often
connections. A work council may conclude company agreements with the owner of the company
(see below).

The members of the work council enjoy certain privileges and the law provides them specific
protection (e.g. protection against termination). If their duties as members of the work council
requires them to perform such activities during normal working hours their salary must not
been reduced. In companies with a great number of employees (more than 150) one or more
members (2 if there are more than 700 employees, 3 if there are more than 3000 employees) of
the work council are entitled to be totally released from their duty under their employment
contract. Members of the work council must not be discriminated against.

There are no specific privileges for members of the Trade Union but a termination because of
union activities is not justified (see above).

Collective Bargaining Agreements, Company Agreements

The parties of collective bargaining agreements are the Austrian Trade Union Federation and
statutory employer organisations, in particular the chamber of commerce (Wirtschaftkammer)
and its sub-organizations. Generally collective bargaining agreements are concluded for a
specific sector or branch, in most of the cases they apply to the whole territory of Austria, but
there are also collective bargaining agreements applicable only in a certain province. The
collective bargaining agreements apply to all employees in the specific branch, no matter if
they are members of the trade union or not. Collective bargaining agreements govern the main
aspects of the employment like wages, working conditions, working time etc. They apply to all
employment relations, overriding the individual contract, except where the terms of the
individual contract are more favourable to the employee. Collective bargaining agreements are
thus of great significance in Austria.

Company Agreements are concluded between the management of the company and the work
council (if there is no work council, no company agreement can be concluded). Only specified
matters can be governed by a company agreement, e.g., establishing of piece-work system,
regulation of the daily work time etc. Company Agreements are less important than collective
bargaining agreements.
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Wages and other types of compensation

There is no statutory minimum salary in Austria, but minimum salaries are stipulated in the
collective bargaining agreements. The minimum salaries depend on the duties and the years
of service. It is important that usually collective bargaining agreements grant 14 payments a
year (so called 13th and 14th salary or Christmas and vacation pay, these payments are subject
to a reduced income tax at a 6 per cent rate).

Other types of compensation common in Austria are the provision of a company housing or a
company car, contributions to a pension funds or meals at a reduced price. Since collective
bargaining agreements usually stipulate a salary paid in cash (transferred to the bank account
of the employee) remuneration in kind has no great importance in Austria. If an employer
repeatedly grants additional benefits (e.g. a bonus at the end of the year) the employee is entitled
to receive these benefits in the future. The employer can avoid this by explicitly reserving the
right to terminate the practice at will.

The normal statutory working time is eight hours a day and 40 hours a week. Many collective
bargaining agreements stipulate shorter working-times (38 hours a week are common).
Overtime hours have to be paid at the normal hourly rate plus 50 % (collective bargaining
agreements may stipulate higher extra pays in particular for overtime hours on Sundays). It is
permissible to agree on a lump-sum for overtime hours or an all-in- salary as long as the lump-
sum or the all-in-salary exceeds the minimum payment for overtime hours set by the applicable
collective bargaining agreement. Besides payment for overtime hours it is also possible that
the employee takes a compensatory time off whereby one overtime hour is equal to at least
one and a half hours of extra free-time.

Employment regulations

Austrian labour law is split up to many different Statutes. For white-collar workers the Act on
white-collar workers (Angestelltengesetz) is of great importance. Other important acts are the
Labour Relations Act (Arbeitsverfassungsgesetz), the Vacation Act (Urlaubsgesetz) and the
Working Time Act (Arbeitszeitgesetz).

Social Security costs  

The employer must notify the beginning and the end of an employment to the social insurance
agency. The employer is liable for the payment of the social security costs. The contributions
must be paid monthly by the last day of the month. The social security contributions consist of
an employee’s contribution which is deducted from the salary and an employer’s contribution
which must be paid in addition to the salary. The employer is liable for the payment of the
employer’s contribution and the employee’s contribution.
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The employees contribution is currently (2012) 18.07 per cent of the salary for white collar-
workers and 18.20 per cent of the salary for blue-collar workers

The employers contribution is currently (2012) 21.83 per cent of the salary for white collar
workers and 21.70 per cent of the salary for blue collar workers.

There is a ceiling on the basis for contribution (Höchstbeitragsgrundlage) of EUR 4,230 a month
(in the year 2012) which means no social insurance contributions have to be paid for the part of
the salary exceeding this ceiling.

Generally all parts of the remuneration (including remuneration in kind and overtime payments)
are the basis for the social insurance contribution, but there are a few exceptions, e.g. work
clothes, meals at a reduced price, contributions to a pension’s fund.

Health and Safety

Austrian labour law includes detailed provisions on occupational safety and health which the
employer has to comply with. The employer has the duty to take measures to protect the life,
the health and the morality of his employees at their work place. These regulations cover the
size, lightning and ventilation of rooms, fire prevention, first aid, compulsory safety instructions
etc. Compliance with these provisions is monitored by the Work Inspection Authority
(Arbeitsinspektorat). Depending on the numbers of employees one or more person responsible
for safety (Sicherheitsvertrauensperson) has to be appointed. 

Important statutes in this field are the Act on Safety and Protection of Health at work
(ArbeitnehmerInnenschutzgesetz) and the Act on Work Inspection (Arbeitsinspektionsgesetz). 

Contracting and outsourcing of work or services

If work is outsourced this may be deemed as transfer of business (Betriebsübergang) and the
corresponding regulations apply (liability of the old owner, position of the employee must not
deteriorate). According to the Austrian provisions any transfer of business, generally, has no
consequence for the employees being affected – any purchaser enters into their unchanged
contracts. An important exception exists for the transfer of a business by share deal: since the
employer (being the company itself) is still the same, no transfer of business is made and the
above mentioned protection provisions are not applicable.

If freelancers are engaged it is important to formulate a contract which is not deemed as illegal
avoidance of labour law. Therefore the freelancer must not be personally dependent on the
employer (see above). If the contract is deemed as illegal avoidance of labour law, labour law
nevertheless applies. 
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> Real Estate Law

The following statutes regulate real estate in Austria:
■ General Civil Code (Allgemeines Bürgerliches Gesetzbuch - ABGB);
■ General Land Register Act (Allgemeines Grundbuchsgesetz);
■ Real Estate Transaction Laws (Grundverkehrsgesetze) of the nine provinces of Austria;
■ Rent Control Act (Mietrechtsgesetz).

Types of ownership

OWNERSHIP – CO-OWNERSHIP – CONDOMINIUM: Ownership in the sense of Austrian law is
generally defined in § 354 ABGB. Consequently ownership on a piece of real estate means, as
in all states of Central Europe, the right on the one hand to make use of the substance and the
proceeds from a property, principally without any restriction, and on the other hand to exclude
other people therefrom.

It is also possible, that more than one person is owner. In the case of joint ownership
(Miteigentum) each owner has the right to participate proportionately on the earnings of the
property and to request dissolution of the co-ownership. This is however not allowed, if the
dissolution would be detrimental to at least one other co-owner.

Condominium is a special form of the co-ownership and means, that each co-owner has the
exclusive right to use a certain apartment in a building, existing on the purported property.

“USUS FRUCTUS”: “Usus fructus” means the right to use a certain piece of real estate whose
owner is someone else and consume all earnings of this property. 

CONSTRUCTION RIGHT (Baurecht): A construction right principally means the right to construct
a building on the surface of a property owned by another one. This right is transferable and has
to be constituted by a contract with the owner of the real estate. Further more it is limited for
certain time.

Closely related with the Construction Right is the “superaedifikat”.

Land Register

In Austria rights according to real estate, especially the ownership, “usus fructus”, mortgages
(Hypotheken), easements (Dienstbarkeiten) and Construction Rights (Baurecht) are recorded
in the Land Register, administrated by the District Courts (Bezirksgerichte). The Land Register
is divided into in the main register (Hauptbuch) and the document collection
(Urkundensammlung). Each piece of real estate has a lot number (Einlagezahl). This register
maintains three schedules of each lot number:
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■ Schedule A is the schedule of estate (Gutbestandsblatt)
■ Schedule B is the schedule of the ownership (Eigentumsblatt)
■ Schedule C is the Schedule of encumbrances (Lastenblatt). This schedule especially shows
mortgages and easements.

The Austrian land register is a public data bank, so everyone is entitled to inspect all documents.
Furthermore the Land Register is subject to the principle of priority, which means that a right
registered first prevails over all rights which have been registered subsequently, and the
principle of confidence, which means, that everyone can rely on the assumption that the
registered information concerning the ownership and especially the schedule of encumbrances
is right and complete.

Transfer formalities

It is not necessary that a contract to establish rights and encumbrances on real estates is
constituted in the form of a notary deed. Only the declaration of the registered owner that he
agrees to the registration of the right which is subject matter of the concerning contract in the
Land Register (Aufsandungserklärung) needs a certification by a notary public.

Mortgages

A mortgage is the right of a creditor to obtain satisfaction of a debt from a certain piece of real
estate if the obligation is not fulfilled as agreed. The mortgage depends on the existence of the
secured debt and comes into existence with its registration in Land Register schedule C.

A registration is only allowed in case that the document, which is the basis for the mortgage,
contains a certain sum of money or a reference to a maximum amount of money
(Höchstbetragshypothek). Furthermore it is possible that more than one mortgage is registered
on one piece of real estate. In this case the ranking between the mortgages depends on the
day of registration in the Land Register (principle of priority).

Where the secured debt is not repaid as agreed, the creditor has the right to initiate a public
sale of the property by order.

Restrictions on acquisition

All nine provinces of Austria have enacted Real Estate Transaction Laws
(Grundverkehrsgesetze) which contain various restrictions. Since Austria became member of
the EU many restrictive provisions in these laws have been liberalized, so that all EU-citizens
are equally treated. The existing restrictions are to be split up in two parts: On the one hand
there are constraints for real estates used for agricultural purpose and on the other hand there
are restrictions on properties in certain areas which are of special interest for tourism.
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In both cases the acquisition of real estate and other certain rights is subject to approval by the
Land Transfer Authorities (Grundverkehrsbehörden).

Special legal protections for parties

In case a consumer concludes an agreement to become owner or tenant of a property, he has
the special right to withdraw from this contract within one week, if the contract was signed on
the day of the first examination of the subject matter of the contract.

Construction and use restrictions

A number of restrictions concerning the use of real estate law can be found in public law. Not
all of them can be mentioned here. The most important are:

If it is planned to build a house or another building on a certain property, it is necessary to obtain
a building license (Baubewilligung);
It is not possible to obtain a building permit on every piece of real estate. It is important to know
that there is a land development plan (Flächenwidmungsplan) for every piece of Austria. This
plan divides the concerning area in different zones. For example you can find there agricultural
or building land. It is forbidden to construct buildings on agricultural land.

Leasehold types

The Austrian civil law differentiates between two kinds of leases. One is named “Miete” and the
other “Pacht”. The difference is very important, as legal consequences differ. In a “Miete” the
lessee (Mieter) has the right to use the object of lease. In case of “Pacht” the lessee (Pächter)
has not only the right to use but also to participate in the earnings of the concerning property.

In case of “Miete” the lessee is highly protected by the provisions of the Rent Control Act
(Mietrechtsgesetz, MRG). Especially restricted is the right of the lessor (Vermieter) to terminate
the lease contract of land and to determine the amount of rent. 

Of certain interest are the following limitations of the lessor:

TEMPORAL LIMITATIONS: It is only possible to place a contract of lease under temporal
limitation, if this agreement was settled in written form. Moreover not every temporal limitation
is possible, as the Rent Control Act appoints minimum respites.

REASONS FOR THE LESSOR TO TERMINATE THE CONTRACT: Generally the lessor is only
allowed to terminate the contract for important reasons. The Rent Control  Act enumerates
several important reasons. It is for example possible to terminate the contract, if the lessee
does not use the property for the purpose under the contract or does not pay the rent punctually.
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UPPER LIMIT FOR THE RENT: Generally the lessee and the lessor can stipulate an adequate
rent. For certain kinds of apartments, especially if they are of a lower category, the Rent Control
Act provides low upper limits for the rent.

The whole provisions of the Rent Control Act (Mietrechtsgesetz) are mandatory (ius cogens)
and cannot be (with some exceptions) changed by contract to the disadvantage of the lessee.
Where a contract includes some less favourable passages, the lessee is not bound by these
contractual obligations and can rely on the provisions of law.

§ 1 MRG regulates the appliance of the Rent Control Act. Not all leases are subject to the Rent
Control Act. In particular, leases which fall under the category of “Pacht” are not regulated by
Rent Control Act. In this case the lessee consequently cannot rely on the protections of the Rent
Control Act.

Lease formalities

Generally there are no formalities for lease contracts in the Austrian law, albeit there are several
exceptions to this tenet. Most of these exceptions are provided in the above mentioned Rent
Control Act.

> Tax Law

CORPORATE TAXES

Taxes on corporate income

The profits of a corporation are taxed at the company level at a flat rate, while profits of
individuals (and Partnerships) are taxed at a progressive rate (exceptions see below). 

Since 2005 the rate of the corporate income tax is 25 per cent (previously being 34 per cent).
Therefore, the level of corporate income tax in Austria is now comparatively low. 

The profits of a corporation are taxed whether the profits are paid out to the individual
shareholders or retained in the company. Dividends paid to individual shareholders are subject
to a withholding tax of 25 %. (Therefore, profits of a corporation which are paid to their
shareholders are taxed in all with a rate of 43.75 per cent). Beginning with the second year of
unlimited tax liability a Company with Limited Liability has to pay a minimum corporate income
tax of EUR 1.750,--, a Stock Corporation has to pay EUR 3,500,--. The minimum corporate
income tax has to be paid even if no profit is generated.
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The taxation of Private foundations differs from the taxation of other legal entities: the dedication
of assets to a foundation is, generally, taxed with 2.5 % (the tax rate is 25%, e.g., if the
documentation is not disclosed or the foundation is not comparable to an Austrian one). Some
types of incomes, e.g. income from bank deposits, debt securities or from the sale of
participations are subject to a tax rate of 25 % (interim tax) as long as they are retained.
Dividends from participations in an Austrian corporation and – under certain circumstances -
from a participation in a comparable foreign corporation are tax exempt. Benefits to the
beneficiary from the substance are tax-free, whereas such from the proceeds are subject to
the capital gains tax of 25%.

Corporate Residence

A company is resident in Austria if it has its legal seat (as designated in its statutes) or its place
of effective management in Austria.  A company with its residence in Austria is taxed on its
worldwide income. A company with no residence in Austria is taxed on its income earned through
the activities of a permanent establishment in Austria and its incomes from immovable property
located in Austria, capital gains on the sale for shares in resident companies (if the shareholding
has amounted at least 1 % at any time during the last 5 years) and royalties (see below).

Other Taxes

VALUE ADDED TAX: The rate is in general 20 %; 10 % are charged for leases of land and
buildings for residential purposes, services rendered by theatres, museums etc, transport of
passengers, foodstuff, books, etc.

REAL ESTATE TRANSFER TAX (Grunderwerbssteuer): rate 3,5 % (2 % if real estate is transferred
between close relatives and/or spouses).   

CAPITAL TRANSFER TAX (Kapitalverkehrssteuer): rate 1 % in particular for issuing shares in a
domestic corporation (company with limited liability and stock company),

STAMP DUTIES: e.g. for lease agreements, suretyships, assignments etc. 

ENERGY TAXES on natural gas, electricity, coal, petroleum 

There is NO PROPERTY TAX in Austria, only the possession of real estate is taxed with an annual
rate of app. 1 % of the assessed value (Einheitswert), which is regularly beneath the actual value.

Since 2008 no inheritance and gift tax is imposed any longer due to a ruling of the Austrian
Constitutional Court.
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Branch Income

A company with its residence in Austria is taxed with its worldwide income (including the
incomes of a foreign branch). A company with no residence in Austria is taxed on its income
earned by a branch in Austria. Austria is party to a number of tax treaties which seek to avoid
double taxation.

Income Determination

Inventory generally has to be valued at the lower of cost and market value. If inventory is valued
according to cost, the FIFO method is generally accepted. The LIFO method is allowed only if it
is in accordance with the company’s actual practice.  Capital gains from the sale of business
assets are generally included in taxable income and are taxed at the standard rate. 

Participations

Capital gains (dividends) from a shareholding in domestic subsidiaries and foreign companies
(under certain circumstances, e.g., EC companies or other foreign companies comparable to
Austrian companies from countries providing Austria with full administrative assistance) are
exempt from taxation. This exemption applies irrespective of the amount of holding and the
holding period. Withholding tax is levied for dividends from domestic participations not
exceeding 10%.

Gains from the disposal of participations are, generally, not taken into account. For international
participations (parent company is subject to unlimited income taxation in Austria, subsidiary is
comparable to an Austrian company, the participation exceeds 10% of the subsidiary’s capital
and is held for more than one year) the parent company can irrevocably opt into taxability
(including the possibility for depreciation to the shares’ fractional value).

The above mentioned exemption does not apply if the foreign company is either not subject to
a comparable company tax abroad or tax-exempt due to special foreign provisions or the foreign
tax rate is below 15%. In such cases Austrian Law changes the system: instead of the exemption
method the credit method is applicable. Furthermore no exemption applies if foreign capital
gains are deductible abroad. 

Deductions

Generally all expenses being caused by running a business are deductible. The costs for
business lunches are deductible with 50% if made for promotion purposes.  The basis for
depreciation is the cost price or production cost. Only the straight line method of depreciation
is permitted by tax laws (no progressive or diminishing balance depreciation is allowed). The
depreciation period is from 5 to 10 year for machines, at least 8 years for passenger cars, 15
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years for the goodwill, 33 1/3 years to 66 2/3 years for buildings depending on the use of the
building. Excess write down to the lower going concern value (= fraction of the total purchase
price that a buyer of the whole company would pay for a certain asset assuming the buyer
intends to continue the business) is only possible in case of technical or economic obsolescence.
Some assets cannot be depreciated, in particular real estate.

Net profit losses may be carried forward without any time limit, but loss carry forwards can
only be set off against 75 % of the income of the current year (excess losses can be forwarded
to the next year). To avoid misuse of losses carried forward a change in ownership of the
company shares under certain circumstances, namely a substantial change of the shareholders
(more than 75 per cent), a substantial change in the organization and a substantial change in
the economic structure (so called “Mantelkauf”), lead to a loss of the ability to carry forward
the net profit losses of the previous years.

Although there are no statutory provisions specifically dealing with transfer pricing the arm’s
length principle is applied in Austria because of general rules of the Austrian tax law. The
income tax and the corporate income tax are not deductible. 

Group Taxation 

Since 2005 Austrian tax law allows the building of a tax group. The group parent needs an equity
participation of more than 50 per cent (directly or indirectly) including the majority in voting rights.
It is also possible to build a group where one company holds at least 40% and another at least
15% (Mehrmüttergruppe). Such participation has to last for at least three years and an application
with the tax office has to be filed. Irrespective of the participation held, 100 % of the profits and
losses of Austrian group members will be attributed to the group parent, while losses of foreign
group members will be attributed according only to the ownership percentage of the participation
held. Profits of any foreign group members are not attributed to the parent company.

Tax Incentives 

There are several tax incentives in Austria, e.g., different forms of research tax allowances, an
education allowance and an education premium, or an apprentice premium. An invention
allowance for example is granted for expenses incurred in the development or improvement of
inventions valuable for the economy. An education allowance is granted for expenses incurred
for the education and training of employees. It amounts to 20 % of these expenses.

Since 2010 individuals can participate from the new profit tax allowance (Gewinnfreibetrag): a
differentiated rate of the profits can be deducted as notional operating expenses, in total up to
EUR 45,350. A part of EUR 3,900 can be set off without any further requirements; the other
parts depend on the actual investment in securities and certain assets.



  

                

        

                

                

           

              

                     

                  

   

  

 

                   

                 

                 

                 

      

       

               

                   

   

            

Country Dividends Interest Royalties

Argentina 15 0 15

Australia 15 0 10

Belgium 15 0 10 (0 in some cases)

Brazil 15 0 Up to 20

Canada 5 or 15 0 10 or 0

Denmark 10 0 10 (0 in some cases)

France 0 or 15 0 0

Germany 5 or 15 0 0

Italy 15 0 10 (0 in some cases)

Japan 10 or 20 0 10

Korea 5 or 15 0 2 or 10

The Netherlands 5 o 15 0 10 (0 in some cases)

Portugal 15 0 10

Russia 5 or 15 0 0

Spain 10 or 15 0 5

Suisse 0 or 15 0 5

United Kingdom 5 or 15 0 10 (0 in some cases)

USA 5 or 15 0 0 (on films 10)

 

                   

                   

           

                  

                  

                 

              

  

Withholding taxes 

A withholding tax of 25 % is levied on dividends distributed by a resident company to its Austrian
shareholders. For natural persons, generally, the taxation is final (Endbesteuerung). No
withholding tax is levied if the parent company holds more than 25% of the capital, for lower
participations the withholding tax is credited. Dividends of resident companies to its foreign
shareholders in the EC/EEA are tax-free if the participation exceeds 10% and exists for more
than one year. Double taxation treaties can contain lower tax rates.

Interest income from other sources is subject to standard corporate income tax (or individual
income tax)

Royalties paid to non-residents are subject to a final withholding tax of 20 % unless a reduced
rate applies under a tax treaty.

Tax rate on dividends, interest and royalties according to tax treaties (selected countries):

Tax administration

A company must file the annually corporate income tax return by April 30 (by June 30 when
filed electronically) of the subsequent calendar year (no matter when the financial year ends).
If the company is represented by a tax advisor the period for filing the return may be extended. 

Prepayments of Corporate Income tax must be made in four equal payments by February 15,
May 15, August 15 and November 15 in accordance with the assessment notice issued by the
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tax authorities (based on the previous year’s tax payments). If the Corporate Income Tax is more
than the prepayments the difference must be paid within a month after receiving the tax
statement. Excess prepayments are refunded. 

INDIVIDUAL TAXES

Different from the Corporate Income Tax the individual Income Tax is not a flat tax. The tax rate
here is progressive (3 rates, maximum rate is 50 %).  Partnerships as such are not a subject of
taxation, but the partners are. The profits of the partnership are first calculated for the
partnership as a whole and then shared amongst the partners. The partners have to pay income
tax (or Corporate income tax if the partner is a corporation) to their portion of the profit.

Territoriality and residence

Individuals who are residents of Austria are liable to Austrian Income Tax on the world wide
income. A person is regarded as resident if he has a domicile (= place where he occupies a
residence under circumstances, which indicates that he will retain and use it on a basis which
is not merely temporarily) or his customary place of abode (= physical presence over an
extended period) is in Austria. A person who remains in Austria for 183 days or more during a
year in Austria is considered to have his customary place of abode.

A person with no residence in Austria is only subject to Austrian income tax for specific income
sources or assets.

Gross Income

There are seven sources of income:
■ Agriculture and forestry
■ Trade or business 
■ Independent personal service (e.g. lawyers, tax advisors)
■ Employment
■ Investment of capital
■ Rental and royalties
■ Other income sources

The income from the first three sources (so called business income) is calculated in a manner
similar to the treatment of income of a corporation (see above). The taxable income from the
four other sources is determined by deducting from the gross income any expenses that are
incurred to acquire, safeguard and maintain this income (so called Werbungskosten).

— 81 —

COMPENDIUM 2013> Austria



> Austria COMPENDIUM 2013

— 82 —

From the employee’s gross salary social security contributions, kilometre and daily allowance
(up to a certain limit) or distributions of the employer to a pension funds in favour of the
employee are deducted. Non-recurring payment of salaries, in particular 13th and 14th salary
(vacation and Christmas remuneration) enjoy a tax-free allowance of EUR 620,00 per year and
excess amounts are also tax-advantaged depending on the amounts been paid.

In 2012 the tax treatment of capital gains from the sale transfer of non-business property has
been changed: profits from the sale of real estate (difference between proceeds and acquisition
costs) after April 1, 2012 are taxed with a special rate of 25%. An option to the normal taxation
with the standard rates is possible.
Exemptions apply if the real estate has been the main place of residence for at least 2 years
since the acquisition or for at least 5 years within the last 10 years or if the building has been
newly built and not used as an income source in the last 10 years. 

Gains on the sale of other goods despite capital assets and real estate within one year are tax-
free if below EUR 440. Losses cannot be deducted. After April 1st, 2012 gains on the sale of
participations will be taxed on the new withholding tax regime (25 % withholding tax) regardless
of the amount of holding and the holding period.

Deductions   

As mentioned above expenses that are incurred to acquire, safeguard and maintain this income
are deductible.  Furthermore taxable income is reduced by:

SPECIAL PERSONAL EXPENSES (Sonderausgaben), e.g. premiums paid into voluntary health,
accident and life insurance programs, payments incurred to finance private house building and
improvement, purchase of newly issued shares or profit sharing certificates. The maximum
amount being deductable, generally, is EUR 2,920; only 25 % of the payments made are
deductible with limitation; contributions to churches, contributions to charitable organisations,
tax losses carried forward from previous years etc. are deductable, too.

EXTRAORDINARY EXPENSES (außergewöhnliche Belastungen): Payments incurred by a
taxpayer because of extraordinary circumstances (e.g. natural catastrophes, children’s tuition
away from home, etc.).

SEVERAL DEDUCTIBLE AMOUNTS STIPULATED BY LAW (Absetzbeträge), e.g.: Sole earners:
EUR 494, -- (with one child) + additional amount depending on the number of children)

SOLE EARNERS WITH CHILDREN AND NO SPOUSE OR PARTNER: EUR 494, -- + additional
amount depending on the number of children) Employees: EUR 54,--.
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Tax credits

Some of the deductible amounts stipulated by law reduce the income tax even if they exceed
the tax. Therefore a negative income tax is possible and the taxpayer is granted a tax credit
which is paid to him.

Other taxes

Social security distributions are mandatory, but these are not regarded as taxes in Austria.
There are no local taxes on income, but the employer has to pay a local tax (Kommunalsteuer)
on basis of the sum of wages he pays to his employees (tax rate is 3 %).



Belgian business law firm focusing on Corporate and Commercial Law, IP/ICT, Labor law, Real
Estate, Public law, Commercial mediation. 

Corbus was founded with a straightforward mission: to build a law firm from the client's
perspective: specialized, personal, fast and practical services, at competitive and transparent
rates. The brand name Corbus refers to core business and business law, with a focus on what
really matters for its clients.   

> Foreign Investment Law

Belgium one of the world’s most attractive countries for foreign investments (Source:
www.business.belgium.be). Belgium has notched up second place, behind Hong Kong and
ahead of Singapore, in the 2012 global Foreign Direct Investment (FDI) Attraction Index
published by the United Nations Conference on Trade and Development (UNCTAD).

As regards the contribution of FDI and foreign affiliates to the economy (in terms of value added,
employment wages, tax receipts, exports, R &D expenditures and capital formation), Belgium
is also second in the world, behind Hungary and ahead of the Czech Republic 

One State, three autonomic regions

Belgium is a federal State consisting of three regions: Brussels, Flanders and Wallonia.
Flanders and Wallonia are among the most attractive regions in Europe, while Brussels is in
the top 10 major European cities in terms of infrastructure, quality of life and human resources.
The regions have a substantial degree of autonomy, making the Belgian State one of the most
advanced in the world.

> Belgium

CORBUS ADVOCATEN LAWYERS AVOCATS
www.corbus.be
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The regions’ responsibilities include: trade, economy, employment, industrial zones,
agriculture, environment, etc. Each region conducts a dynamic, made-to-measure economic
policy and can provide you with free and confidential professional assistance with carrying out
your business project.

Tax benefits

All commercial companies in Belgium are subject to corporation tax. The nominal corporate
tax rate is 33.99%. For small and medium-sized enterprises (SMEs) with a taxable profit not
exceeding €322,500, the tax rate drops to 24.98%. Legal mechanisms make it possible to lower
the nominal rate. Various tax incentives for individuals and companies make Belgium one of
the most attractive places to locate and do business.

Ruling

Belgium’s tax legislators are aware of the increasing importance of upfront legal certainty for
existing and potential investors. Accordingly, Belgian tax legislation provides economic players
with a generally applicable advance ‘ruling’ practice. The procedure is simple, rapid, efficient
and free of charge. The ruling is an advance decision that is issued within three months and is
legally binding for up to five years.

Notional interest deduction

One of the most innovative measures is the 'notional interest deduction'. This is a tax deduction
for venture capital which alleviates the differences in tax treatment between finance raised
through borrowed capital and finance raised through equity capital. The system allows
companies to deduct from their tax base a notional interest charge (not stated in the accounts)
corresponding to a specific percentage of their 'adjusted' equity capital.

Tax Shelter

Tax Shelter is a tax incentive designed to encourage the production of audiovisual works and films.
The system allows companies wishing to invest in the production of an audiovisual work to benefit
from a tax exemption on retained profits worth up to 150% of the capital actually invested.

Dividend withholding tax exemption

The withholding tax exemption on some dividends is also very popular with investors. This new
exemption extends the European Parent-Subsidiary Directive between the EU Member States
and Switzerland to all countries that have a double tax treaty with Belgium, such as Hong Kong
and the United States.
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Using Belgium as their holding location for investments in Europe allows corporate investors
from treaty countries to repatriate European profits without paying dividend withholding tax
and without a limitation on profits.

Reduced wage costs

The Belgian tax system also offers attractive conditions for employers, including lower wage
costs for foreign executives and researchers. 'Expat' employees posted to Belgian entail real,
but reasonable, additional costs for their employer, company or relevant legal person.
Fortunately, however, employers do not have to pay tax on the remuneration of these foreign
executives. There is also a substantial exemption from payment of wage tax for researchers.

R&D 

There are various tax incentives for research & development:
■ Partial exemption from payment of wage tax for researchers 
■ Tax exemption on allowances and capital and interest subsidies awarded by regional
institutions to support corporate R&D
■ Tax deduction on patent income 
■ Increased investment deduction 
■ Tax credit for R&D

> Corporate Law

Belgian company law is governed by the Code on Company Law (BCL) introduced by the Law
of 7 May 1999. The accounting obligations and the requirements to draw up and publish annual
accounts are governed by the Law of 17 July 1975. 

Following the example of the BCL, a Royal Decree of 30 January 2001 has combined all existing
royal decrees that implemented the BCL. Included are the Royal Decrees dealing with
accounting issues and those implementing the Law of 17 July 1975:

■ the Royal Decree of 8 October 1976 on the annual accounts of companies and some articles
of the two Royal Decrees of 12 September 1983 implementing the Law of 17 July 1975;
■ the Royal Decree of 6 March 1990 dealing with companies' consolidated accounts.
All of these laws and decrees are referred to hereinafter as the accounting law.

Specific sectors or specific activities are governed by separate legislation and regulations, such
as the Law of 22 March 1993 on the control of credit institutions and the Law of 9 July 1975 on
insurance companies.
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Any type of Belgian company can be incorporated without prior governmental or judicial
consent, except in the case of a regulated business such as banking, management of estates,
insurance and finance leasing. The formation of a pure holding company is not subject to any
special requirement or authorization. However, if the company's statutory purpose includes
the management of, or the provision of advice with respect to, third party assets
(beleggingsondernemingen/entreprises d'investissement), it falls under the regulations of the
Law of 6 April 1995 on financial transactions and financial markets. In that case, the company
must obtain prior authorization to exercise such activities from the {CBFA}. CBFA authorization
is granted only where several conditions are satisfied, including:
■ a minimum paid-up capital of EUR 250,000;
■ effective management is exercised by at least two individuals (no legal entities);
■ CBFA is satisfied as to the capacity and suitability of the main shareholders; and
■ specific regulations with respect to the general organization (e.g. infrastructure,
administration, accounting, control, structure of the group, etc.) are complied with.

There exist various types of companies in Belgium. The 2 most common types are:

NV/SA,  a private or public company with limited liability and the most commonly used type of
company for larger dealings. A NV/SA is defined in the BCL as a company whose share capital
is divided into shares of stocks (actions) and whose shareholders are only liable to the extent
of their contribution to the share capital, which must be a minimum amount of EUR 61,500.

BVBA/SPRL;  a closely held limited liability company. A BVBA/SPRL is defined in the BCL as a
company that is formed by one or more partners who only commit their own contribution and
in which the rights of the shareholders can only be transferred under specific conditions. The
minimum share capital is EUR 18,600. 

The basic requirements must be evidenced in an authenticated (notarial) deed. An abstract of
this notarial instrument must be deposited with the Court's Clerk (griffie) of the Commercial
Court and must be published in the annexes of the Belgian Official Gazette (Belgisch
Staatsblad/Moniteur belge (BS/MB))

The founders of a company are jointly and severally liable for the proper subscription of the
capital and for the minimum share capital requirement. It is also possible that the founders, in
the event of a bankruptcy within 3 years following incorporation, are held liable for the
company's obligations regarding the financial plan.

In order to escape such liability, however, it is possible, under certain conditions, that the
founder(s) appear in the deed of incorporation not as incorporator(s), but as subscriber(s) to
the issued shares (Art. 450 {BCL}). In this case, the deed must then explicitly appoint one or
more other founding shareholders, having together at least one third of the company's share
capital, as incorporators of the company.
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Shareholders
The founders/incorporators of an {NV/SA} or {BVBA/SPRL} may be individuals or legal entities,
residents or non-residents, Belgian nationals or foreigners. At least two persons are needed
for the incorporation of an {NV/SA}. In contrast, a {BVBA/SPRL} may be incorporated by one
single person who must be an individual (Art. 212 {BCL}). If the sole incorporator of a BVBA is
a corporate entity, the incorporator is jointly and severally liable to interested parties for all
obligations entered into by the company as long as there is only one shareholder (Art. 213 BCL).

After the incorporation of an NV/SA, the number of shareholders may not drop below two for
any period longer than 12 months. If after such period, there is still only one shareholder, the
sole shareholder will be held jointly and severally liable for the debts of the company until either
(i) a second shareholder is found, (ii) the company is transformed into a BVBA/SPRL, or (iii) the
company is liquidated dissolved (Art. 646 BCL).

In case a legal entity becomes the sole shareholder of an BVBA/SPRL and no new shareholder
has joined the company within 12 months or it has not been wound up, the sole shareholder
shall be considered to be a joint and several guarantor of any obligations of the company arising
after he acquired all the shares until a new shareholder has joined the company or until the
publication of its winding-up (Art. 213 BCL).

Incorporation

The {NV/SA} and the {BVBA/SPRL} are created by a notarial deed. Under the terms of the law
governing language requirements, this deed must be drawn up and executed in Dutch, French
or German, depending on the location of the company's registered seat.

Before the incorporation, a financial statement must be presented by the founders to the notary
(Arts. 215, 440 and 657 {BCL}). The financial statement consists of a provisional budget to show
that the share capital is sufficient to ensure the normal activity and functioning of the
corporation during 2 years. This statement is retained by the notary, but is not published. In the
event that the corporation is declared bankrupt during its first 3 years of operation, this financial
statement may be subpoenaed by the Commercial Court. The Court may then hold the founders
(wholly or partially) liable for debts of the corporation if the amount of the share capital was
clearly inadequate to satisfy the corporation's requirements for the planned activities for the
first 2 years.

Before the incorporation the amount of the paid-in share capital must be paid into a separate
bank account to be opened in the name of the company being incorporated. A certificate of the
bank evidencing that the funds have been paid in and are available for the company's use must
be delivered to the notary.
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The company obtains legal personality as from the date the abstract of the notarial deed of
incorporation is filed with the Clerk's Office of the Commercial Court (Art. 2(4) {BCL}). In the
absence of the deposition of the notarial deed, the company will be treated as a commercial
partnership, with the resulting effect that all of its partners can be held severally liable for the
obligations entered into by a partner (Art. 52 BCL). If the excerpt of the notarial deed of
incorporation is not published in the Belgian Official Gazette, the document itself may not be
used against third parties unless the company proves that such third persons had knowledge
of it (Art. 76 BCL).

Foreign companies with a branch in Belgium, and those who have appealed to Belgian public
savings can only initiate and continue legal proceedings if their deed of incorporation is filed
with the Clerk's office of the commercial court (Art. 58 BCL).

Certificate of professional knowledge

At the time of registration of the company with the Trade Register, the managers of certain
companies as defined below must submit a certificate evidencing their capacity and professional
knowledge of the business to be conducted by the company. This applies to so-called small and
medium-sized enterprises (SMEs) which are defined as follows by the Law of 10 February 1998
on the promotion of independent entrepreneurship:
■ the average number of employees on an annual basis does not exceed 50;
■ not more than 25% of the shares representing the share capital or to which voting rights are
attached are held by one or more enterprises, other than SMEs; and
■ the annual turnover does not exceed EUR 7 million or the total of the annual balance sheet
does not exceed EUR 5 million.

This condition does not apply with respect to activities that have already been regulated based
on the Law of 1 March 1976 with respect to the regulation or protection of certain professional
titles and the exercise of certain intellectual professions (for example accountants, real estate
brokers, etc.).

Capital requirements

The minimum share capital for an {NV/SA} and is EUR 61,500. The share capital must be fully
subscribed and 25% of each share of stock must be paid up (note, however, that the legal
minimum share capital of EUR 61,500 must always be fully paid up). The remainder may be
claimed by the company in accordance with its financial needs.

The directors are jointly liable to third parties, notwithstanding any contrary stipulations, for
the full amount of the share capital that was not validly subscribed, the amount of the legal
minimum share capital that was not paid up and for the 25% of the share capital exceeding the
legal minimum that was not paid up. They are further jointly liable for paying up the shares
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representing a contribution in kind, if those shares were not paid up within 5 years following
the contribution (Art. 610 {BCL}).

The share capital must be fully subscribed and 25% of each share of stock must be paid up.
The remainder may be claimed by the company in accordance with its financial needs. A legal
reserve must be established as follows. At least 5% of the net profits of the company must be
credited annually to the reserve until it reaches 10% of the share capital. This reserve may not
be distributed, but may be converted into share capital (Art. 319 BCL).

The minimum capital requirement for a {BVBA/SPRL} is EUR 18,550, which must be fully
subscribed (Art. 214 BCL). The incorporators shall be jointly and severally liable to interested
parties, notwithstanding any contrary stipulation, for any difference between the minimum
capital required and the issued amount (Art. 229(1) BCL). 

At least EUR 6,200 must be paid up at the time of incorporation. Shares representing contributions
in kind must always be fully paid up. Shares in cash must be paid up for at least 20%, except if
paid in upon incorporation for the minimum capital requirements as indicated above.

If a BVBA/SPRL has only one partner, the Law of 14 June 2004 (regarding the obligation to pay
up the share capital in a BVBA/SPRL with only one partner) now sets forth that at least EUR
12,400 of the share capital must be paid up within 1 year (instead of EUR 6,200).

A BVBA/SPRL that already had only one partner the day the new law became effective (2 August
2004), must make sure that at least EUR 12,400 of the capital is paid up at the latest on 2 August
2005. If the BVBA/SPRL, however, accepts a second partner within the year, or if the BVBA/SPRL
is put into liquidation within the year, the capital must not be paid up (and can remain EUR 6,200. 

The law further states that the sole partner is liable for all the obligations of the company until
the capital is paid up for at least EUR 12,400 (or a second partner is appointed if the company
is put into liquidation).

Duties and fees

The contribution of share capital to a company is subject to a one-time capital duty of 0.5% on
the value of the contribution, whether made in cash or in kind. The contribution of a branch of
activity or of all assets and liabilities by a company established within the European Union is
fully exempt from capital duty. Pursuant to Art. 117(3) of the Registration Tax Code (Reg. TC),
an exemption from capital duty is available for the contribution of substantial participations in
EU-based subsidiaries.
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Formation expenses

NOTARIAL FEES: The cost of the notarial deed required to incorporate the company varies
according to the amount of work involved and the size of the company's capital. For example
(based on 2003 figures available):

Incorporation of {NV/SA} (in Euros):

SHARE CAPITAL FEE/DUTIES            REGISTRATION EXPENSES TOTAL (%)

61500 458.00 307.50 637.00 1,400.50 (2.28%)
100000 671.74 500.00 637.00 1,810.74 (1.05 %)
400000 1569.78 2000 637.00 4,206.78 (1.05%)

Incorporation of {BVBA/SPRL}:

SHARE CAPITAL FEE/DUTIES          REGISTRATION EXPENSES TOTAL (%)

18500 105.74 92.75 552.00 750.49 (4.05%)
100000 461.13 500.00 552.00 1,513.13 (1.51 %)
400000 111549 2000 552.00 3,667.49 (0.92%)

In addition, fees and costs related to specific acts connected with the incorporation may be charged,
such as the fees payable for registering the company (EUR 130, plus EUR 70 per additional office
or establishment), the publication expenses (publication of excerpt of incorporation deed in the
Belgian Official Gazette : EUR 202.31 per publication, EUR 126.55 for changes).

The publication of the annual accounts is subject to charges of EUR 415.82 or EUR 391.62 if the
accounts are submitted on paper or on disk, respectively (reduced to EUR 190.76 and EUR
166.56 respectively for the simplified accounts.

Vat

The cost for registration with the VAT authorities is EUR 60.50 when done via a officially
recognized counter (“erkend ondernemingsloket”). If the company decides to register itself, no
cost is to be taken into account.
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Management

NV/SA: The NV/SA is managed by a board of directors (raad van bestuur/conseil
d'administration) which must be composed of at least three directors
(bestuurders/administrateurs) who may be Belgian or foreign individuals or legal entities (Art.
518 {BCL}). The number is reduced to two if the company has only two shareholders.

BVBA/SPRL: The {BVBA/SPRL} is managed by one or more managers (zaakvoerders/gérants)
who may or may not be shareholders (Art. 255 {BCL}). They are appointed either in the articles
of association or by the shareholders for the entire life of the BVBA/SPRL, unless the articles
or the shareholders stipulate otherwise.

Powers of management

NV/SA: The powers attributed to directors of an NV/SA are attributed to them collectively.
Consequently, the directors can in principle only act as a board. The board of directors is in
principle authorized to perform all activities reasonably connected with the statutory purpose
of the company and which have not been explicitly reserved by the law to the shareholders'
meeting (Art. 522(1) {BCL}) (the so-called residual powers of the board of directors). Although
the articles of association can limit this authority of the board of directors (limitation in amount
or in tasks), the company will not be entitled to invoke such limitations against third parties
(Art. 522(1) BCL). These limitations can only lead to the liability towards the company of the
directors violating them. Worded differently, the company will be bound by the obligations
entered into on its behalf by the board of directors, notwithstanding the fact that by entering
into such obligations the board violated the limitations contained in the articles of association.

As mentioned above, the powers of the directors are also limited by the statutory purpose of
the company. It must be noted, however, that the company will also be bound by the obligations
entered into on its behalf by the board of directors, notwithstanding the fact that by entering
into such obligations the board violated the statutory purpose of the company as included in
the articles of association (Art. 526 {BCL}). There is only one exception to this rule. The company
will not be bound in case it can establish that the third party knew (or should have known) that
the board was violating the statutory purpose of the company. The publication of the articles of
association as such does, however, not constitute sufficient proof thereof.

Since the board of directors is a collective body, individual directors are in principle not entitled
to act in the name of the company. The articles of association may, however, appoint one or
more directors who are authorized to represent the company (Art. 525 {BCL}). Such provision
(i.e. one (or two) signature clause) must be published.

In 2010 a new law was adapted concerning the amendment of the existing rules of proper
management in quoted companies and government affiliated companies. This law fits in a
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broader approach on corporate governance with soft law instruments which have gone into
effect in the past decade.

BVBA/SPRL: In case several general managers have been appointed, they will only have to act
as a board if the articles of association contain a provision in this sense. Each general manager
may perform whatever shall be necessary or useful for the realization of the statutory purpose
object of the company, save to the extent of the powers reserved by law to the shareholders'
meeting (Art. 257 {BCL}). Although the articles of association can limit this authority of the
general manager, the company will, as with an {NV/SA}, not be entitled to invoke such
limitations against third parties (Art. 257 BCL). These limitations can only lead to the liability
towards the company of the manager violating them.

The company shall be bound by the acts of the general manager even if such acts are beyond
its statutory purpose, unless it proves that the third party was aware thereof or, taking into
consideration the circumstances, could not have been unaware thereof. Again, the publication
of the articles of association will not as such constitute sufficient proof of such awareness (Art.
258 BCL).

Each general manager can represent the company in its dealings with third parties and at law
as plaintiff or as a defendant (Art. 257 {BCL}). The articles of association may, however, contain
a signature clause (e.g. stipulating that the company can only be validly represented by two or
more managers), which can be invoked by the company against third parties provided that the
clause has been duly published (Art. 257 {BCL}). 

Organization and functioning of management 

NV/SA: Generally, the day-to-day management of the {NV/SA} is carried out by one or more
managing directors (afgevaardigde bestuurder/administrateur délégué), or by one or more
managers (directeur-generaal/directeur général) who are authorized to represent the NV/SA
for that purpose. Managing directors are members of the board who are appointed by the board
itself or by the articles of association. Managers are not members of the board of directors and,
until recently, could only be appointed via special proxies (if allowed by the articles of association)
are appointed in accordance with the articles of association.

A change in the BCL (the Law of 2 August 2002 on corporate governance), however,
institutionalized the general practice that existed in larger companies of working with
management committees (directiecomités). Before the change in law, the managers working
in these committees always had to be appointed via a special proxy, the content of which needed
to be very precise. The board was further not allowed to delegate all or nearly all of its
competences to the managers. Practice, however, showed this was most often the case.
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Art. 524 bis {BCL} now provides that the board of directors can delegate most of its competences
to a management committee (directiecomité). An exception is made for general strategic
decisions and for decisions for which only the board of directors is competent, pursuant to
specific articles in the BCL.

The same law (the Law of 2 August 2002 on corporate governance) provided that the existing
rules regarding a conflict of interest of a director with a transaction envisaged by the company
are also to be applied to the management committee. These rules provide that a director, when
having a direct or indirect financial interest which conflicts with the decision or transaction
envisaged by the company, must inform the other directors before the board takes the decision.
If the company is a public company, the director with a possible conflict of interest is further
not allowed to participate in the deliberation of the board of directors regarding the decision or
transaction envisaged (Art. 523 {BCL}). The company can ask for a nullification of the decision
of the board made in breach of the above-stated rules. These rules now also apply to the
management committee (Art. 524 ter BCL).

The Law of 2 August 2002 further obliges listed companies to install a committee of (at least)
three independent directors (comité van onafhankelijke bestuurders). Every decision or
transaction made in execution of a decision made by a listed company (1) in its relation with an
affiliated company (its subsidiaries excluded), or (2) in the relation between its subsidiary and
a company affiliated with this subsidiary (the subsidiaries of its subsidiary excluded), needs to
be submitted to the said committee. The committee drafts a report of the decision or transaction
envisaged and presents it to the board of directors. The board takes a decision, bearing in mind
the rules regarding a possible conflict of interest as set out above (Art. 523 {BCL}).

An exception is made for the day-to-day transactions, provided they are at arm's length
conditions, and for decisions or transactions not exceeding 1% of the net equity of the company
(based on its consolidated accounts). The company can ask for a nullification of the decision of
the board made in breach of the above stated rules.

BVBA/SPRL: In the case of  a BVBA/SPRL, generally the managing director manages the day-
to-day affairs of the company.

Dismissal

The directors of an {NV/SA} may be removed from office at any time by a simple majority vote
of the shareholders' meeting (Art. 518(3) {BCL}). This so-called ad nutum rule is an imperative
provision. Any provision in the articles of association that deviates from this ad nutum rule is,
therefore, null and void.  The conditions for dismissal of members of the management
committee are determined by the board of directors (e.g. a prior notice of 3 months). If nothing
is stipulated, the members can be removed from office at any time.
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Unless the articles of association provide otherwise, the manager(s) of a BVBA/SPRL who was
appointed in the articles of association, can, only be dismissed by changing the articles of
association and for serious reasons. A general meeting must be convened before a notary public
during which the dismissal can be decided, since the dismissal causes a change in the
company's articles of association (and changes in the articles of association can only pass before
a notary public). The "serious reasons" are not required in case the shareholders agree
unanimously to change the articles of association and to replace the manager. This will of course
be impossible if the manager is a shareholder himself.

The manager(s) of a BVBA/SPRL who was not appointed in the articles of association, may be
removed from office at any time (ad nutum) by a simple majority vote of the shareholders'
meeting, unless otherwise agreed.

Transfer of shares

Possibility to transfer shares

NV/SA: The shares are in principle freely transferable, irrespective of their form (i.e. registered,
to bearer or dematerialized). The articles of association or any other convention can, however,
provide certain restrictions to this transferability. Such limitations on the transfer of shares
must be limited in time and may not be contrary to the interests of the company (Arts. 510 and
657 {BCL}).

Such limitations on the transfer of shares will in most cases consist of an acceptance clause
and/or a pre-emption right. If this is the case, these clauses may not prevent the transferability
of the shares for more than 6 months from the moment that they are invoked. The same rules
apply to provisions in the articles of association or in any agreement restricting the
transferability of warrants and convertible bonds. Shareholders' agreements which violate
these rules are void (Arts. 551 and 657 BCL).

Profit sharing certificates can in principle not be transferred before the tenth day after the filing
of the second annual accounts since their issuance (Arts. 508 and 657 BCL). The Royal Decree
of 8 October 2008 has changed the rules concerning shares of a NV. Most important change of
this Royal Decree is the fact that the rules on acquisition of own shares are made less rigid. 

The so called ‘financial assistance’is no longer prohibited, but made possible under certain
circumstances (control by the society Board and against reasonable conditions, preliminary
approval by the General Meeting , duty of report by the Board, susceptible for payment and
payment of a fair price by the third party). Other changes include the deposit in kind which no
longer needs an preliminary expertise and the buying of own shares which is possible for up to
20% (in the past: 10%).
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BVBA/SPRL: Unless the articles of association provide for more stringent provisions, the shares
may not be transferred during life or after the death of a shareholder, other than with the
consent of at least one half of the shareholders, holding 75% of the share capital, less the rights
in respect of which the transfer is proposed (Art. 249 {BCL}).

Unless the articles of association provide otherwise, such consent shall, however, not be
required if the shares are transferred:
■ to a shareholder;
■ to a spouse of the transferor or the testator;
■ to blood relatives in the direct ascending or descending line; or
■ to other persons permitted by the articles of association.

Heirs and legatees of shares who cannot become shareholders because they are not permitted
pursuant to the above-mentioned rules, shall be entitled to the value of the transmitted shares
(Art. 252 {BCL}).

Unless the articles of association provide otherwise, interested parties may appeal to the
competent court, in summary proceedings, against a refusal of consent with respect to a
transfer among the living (Art. 251 BCL).

Control of transfer of shares - prior authorization

In the case of a public takeover bid or a private transfer of a controlling participation in a Belgian
public company, prior disclosure of the identity of the offeror and the conditions of the offer as
well as notification of the {CBFA} may be required. 

Compulsory transfer

Arts. 334 and 636 of the {BCL} regulate the possibility for certain shareholders of a non-public
{NV/SA} and of a BVBA/SPRL to file a demand with the courts in order to force another
shareholder to transfer his shares (and other convertible securities in his possession) to the
initiators of the procedure. This demand cannot be made by the company itself, nor by its
subsidiary. The initiator of this procedure will have to establish that he has legitimate reasons
(e.g. serious default to fulfil certain obligations, abuse of majority or minority position, etc.) to
demand this compulsory transfer.

Similarly to the procedure described above, Arts. 340 and 642 of the {BCL} stipulate that every
shareholder, who has legitimate reasons thereto, can file a demand with the court in order to
force other shareholders, to which these reasons apply, to purchase his shares. In this case,
his personal interest is taken into account more than in the procedure described above (since
he is willing to give up his shares). No minimum percentage of voting rights/shares is required.
By way of so-called squeeze-out proceedings, a shareholder who, alone or in consent with
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others, owns 95% of the securities with voting rights, can force the shareholders who own the
remaining 5% of the securities to sell him all of their shares (Art. 513 {BCL}). For public
companies, these squeeze-out proceedings make it possible to end their listing on the stock
exchange. Special rules, however, apply.

Records

Each year the directors must prepare the inventory and the annual account which consists of a
balance sheet and a profit and loss account with an explanatory memorandum
(toelichting/annexe) (Art. 92 {BCL}). These documents must be drawn up in accordance with
the regulations set forth under the Accounting Law and any other special law which may govern
the relevant company (e.g. the Royal Decree of 1 September 1986 on annual accounts and the
consolidated accounts of portfolio holding companies and the Royal Decree of 17 November
1994 on annual accounts of insurance companies).

While the Accounting Law does not require a directors' report (all necessary information must
be contained in the explanatory memorandum), company law does require directors to draw
up an annual report in which account is given of their policy during the year (Art. 95 BCL). 

In addition, company law requires the board of directors to draw up special reports owing to
special events during the book year (e.g. conflict of interest of a director (Art. 525 BCL);
redemption of own shares (Art. 328 BCL); or decrease of the net value of the company (Arts.
535 and 633 BCL)).

These documents must be submitted to the statutory auditor(s) at least 1 month before the
annual shareholders' meeting.

> Tax Law

This chapter outlines the Belgian tax system. The analysis in this chapter will be helpful to
understand its basics. However it is important to stress the complexity of the Belgian regulation,
especially because of the division of taxation powers between the different authorities (federal,
regional and local) and the fact that the regulation is ever changing. It is therefore advisable to
consult an expert when making a major decision. 

PERSONAL INCOME TAX 

Residents 

An individual’s liability to tax is determined by his residence. Belgian legislation qualifies two
major categories as being a Belgian resident; namely individuals who have established :
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■ their domicile in Belgium; or 
■ their seat of wealth.

The “domicile” and the “seat of wealth” do not have the same meaning. An individual can have
his domicile abroad, but when his seat of wealth can be located in Belgium, he will still be
qualified as a Belgian tax resident. 

The term “domicile” is taken to mean the place where the taxpayer effectively and enduringly
resides, where his family lives and where personal contacts are maintained. In principle, it
clearly comes down to a factual analysis. The seat of wealth is the place where the taxpayer
manages his assets or where the centre of his business activities is located (not necessarily
the place where his property or assets are situated). 

The burden of proof that a taxpayer is a Belgian resident, is placed on the Tax Authorities.
However The Belgian Income Tax Code (BITC) lays down an opposable legal presumption that
an individual has his domicile or the seat of wealth in Belgium when he is registered in the
population register of the municipality where he resides. Belgian residents are taxed on their
worldwide income. However, reservations must be made for the application of the different
conventions for the avoidance of double taxation closed by the Belgian State. 

The taxable income consists of the total net income, i.e. the sum of the net income of the
following four categories : 
■ real estate income;
■ income from moveable property;
■ earned income;
■ miscellaneous income. 

The total net income is taxed after the deduction of several expenses. It mainly concerns
alimony, gifts, expenses for child care, expenses related to the sole and private residence of
the taxpayer, etc. Each taxpayer is also entitled to an exemption of 6,800 EUR (income year
2012; basis amount : 4,095 EUR) of the taxable income. This standard allowances can vary
depending on the personal situation, like the number of dependant persons. The income tax is
levied at progressive rates. The tax bands are adjusted annually. 

BASIS AMOUNT IN EUR RATE INDEX I.J. 2012

Up tp 5,705 25% Up to 8,350
5,705 - 8,120 30% 8,350 - 11,890
8,120 - 13,530 40% 11,890 - 19,810
13,530 - 24,800 45% 19,810 - 36,300
over 24,800 50% Over 36,300
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According to Belgian tax law, employers must deduct professional withholding taxes from
salaries paid to employees and directors. Self-employed individuals should prepay the personal
income tax they estimate will be payable on their income to avoid an increase in tax.

For each income year (for personal income taxes the income year falls together with the
calendar year) the Belgian tax resident needs to file an income tax return. In principle it should
be filed before the 30th of June of the year following the income year. 

Non-residents

An individual who has not established his domicile or the seat of his wealth in Belgium, is only
taxable on income received from Belgian sources. Depending of the type of income, the non-
resident has to file a non-resident income tax return. The due date is usually put back to
September (or later) of the year following the income year. However, in some cases, the paid
withholding tax or real estate tax will be final. 

CORPORATE INCOME TAX  

Resident companies 

All Companies, associations and organizations with a legal personality are subject to Belgian
corporate income tax if they are engaged in a business or profit-making activity and have their
registered office, main establishment or place of effective management in Belgium. However
the BITC also sets out a number of exceptions, among which inter-municipal associations.
Further there are exceptions to be find under the double tax treaties. 

Belgian legal persons that are not subject to the corporate income tax, are subject to another
type of tax, namely the tax on non-profit organizations. For each income year the resident
companies need to file an income tax return, in principle at last by the end of the period of six
months from the date of closure of the financial year. However, the Belgian tax administration
can deviate from this rule.  

Corporate tax rates

The tax base for corporate income tax is determined on an accrual basis and consists of
worldwide business income minus allowed deductions. It is assumed that all income received
by a company is, in principle, business income.

As a general rule, business expenses incurred or borne by the company during the taxable
period in order to obtain or safeguard taxable business income are considered tax deductible.
Expenses are deductible if they are justified properly and if the payee can be identified. Therefore,
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the income tax base is based on the financial statements of the company with some adjustments
(e.g. disallowed expenses, notional interest deduction, tax losses carried forward, etc.) 

The standard tax rate is 33.99% (including an austerity surcharge of 3%).

Under certain conditions (e.g. taxable income does not exceed EUR 322,500 and at least 50% of
the shares in the Belgian company are held by one or more individuals) small and medium-
sized companies can benefit from a reduced progressive tax rate : 
■ 24.98% on income up to EUR 25,000; 
■ 31.93% on income between EUR 25,000 and EUR 90,000;
■ 35.54% on income between EUR 90,000 and EUR 322,500;
■ (33.99% on income over EUR 322,500).

Non-resident companies 

Companies not residing in Belgium can be subject to the Belgian corporate income tax under
the condition that they carry on business activities in Belgium trough a permanent
establishment (PE). The tax base is formed by the profits attributable to the PE. It concerns the
profits resulting from an activity carried out by or trough the PE. 

The tax regime applicable to the PE’s is mainly the same as that of resident companies. Non-
residents also need to file an income tax return. The procedure is similar to the one for the
resident companies. 

Capital gains and losses

Any capital gain when selling fixed assets is in principle subject to tax. However, if certain
conditions are met, this taxation can be spread over time. Besides it, capital gains realized on
shares are generally not taxable with respect of certain conditions (including a minimum holding
period of one year of the freehold).

On the other hand, capital losses are deductible if they relate to fixed assets used for business
purposes. In line with the for mentioned exemption concerning capital gains realized on shares,
capital losses incurred on shares are non-deductible, with the exception of certain specific
situations (e.g. capital losses due to the entire division of share capital and this to the extent of
the loss of paid capital represented by those shares).  

Transfer pricing

Transfer pricing (TP)-rules apply to both international and domestic transactions. The concept
of TP is based on the rule that companies in the same business group must perform their
business transactions “at arm’s length”. This means that a company must be able to

— 101 —



> Belgium COMPENDIUM 2012

demonstrate that the prices at which it trades with affiliated companies are comparable to the
prices and terms that would prevail in similar transactions between unrelated parties. If a
Belgian tax-resident company or a Belgian PE is found not to have transacted business “at
arm’s length”, the Belgian tax authorities can, subject to conditions:
■ add to its tax base the advantage granted to an affiliated company (although such permanent
tax differences can be offset by, e.g. tax losses);
■ challenge the deductibility of tax losses (or other deductions) up to the amount of abnormal
or gratuitous benefits received from an affiliated company.

The “at arm’s length-criterion” is assessed, based on the facts and circumstances of the
transaction in question. It is recommended that taxpayers maintain relevant, comprehensive
and reliable information to support their TP-policy. Furthermore taxpayers also have the
possibility to request for an advance ruling from the Belgian tax authorities. 

The Belgian tax authorities have adopted the OECD TP-guidelines. These guidelines indicate
that taxpayers should prepare and retain documentation identifying:
■ the legal structure and activities of the group;
■ the nature, terms (including prices) and quantities of the relevant transactions;
■ the arm’s length nature of the prices charged. The company must be able to demonstrate
that the prices at which it trades with related parties are comparable to those at which it trades
with independent parties.

Notional interest deduction

The notional interest deduction (NID) is a relative new, innovative and powerful measure in
international tax law. It enables all companies subject to Belgian corporate tax to deduct from their
taxable income a fictitious interest calculated on the basis of their net equity. In line with the idea
behind de NID regulation, the 0.5% registration duty on capital contributions has been abolished. 

The main purpose of the NID is to reduce the tax discrimination between debt and equity
financing. The interest paid in the case of loan capital is deductable, while with equity capital
the dividends are taxable. The measures also intend to generate (I) a general reduction of the
effective corporate tax for all companies subject to Belgian corporate tax and (II) a higher return
after tax on investment.  For tax year 2013 (income year 2012) the fictitious interest is 3.0%, for
small and medium-sized companies it is 3.5%. 

Thin-cap rule

Since the first of July 2012 a general thin-cap rule has entered into force. The new rule
prescribes a 5/1 debt-equity ratio.  For the purposes of the thin-cap rule, equity is defined as
the sum of the taxed reserves at the beginning of the taxable period and the paid-up capital at
the end of the taxable period. On the other hand debt is defined as : 
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■ all loans, whereby the beneficial owner is not subject to income taxes, or, with regard to the
interest income, is subject to a tax regime which is substantially more advantageous than the
Belgian tax regime;
■ all loans, whereby the beneficial owner is a member of the same group as the debtor. 

It is important to underline that the law foresees that for short term financing transactions
realized within the scope of a framework agreement on centralized treasury management,
netting can take place for thin-cap purposes between interest paid and interest received, to the
extent that they relate to the centralized treasury management. This mitigation does not apply
to interest received from banks and group companies which are not subject to corporate income
tax or which are located in a tax heaven. 

Withholding Taxes (dividends, interests and royalties)

DIVIDENDS: Belgian companies are in principle subject to withholding tax of 25% when paying
dividends. However, generally a reduced rate of 21% applies (other reduced rates are possible
when certain conditions are met).  

Based on the implementation of the EU Parent-Subsidiary Directive of 23 July 1990, in principle
a withholding tax exemption applies to dividends distributed by a Belgian tax-resident company,
if the recipient company :
■ is established in Belgium, another EU Member State, or a state with which Belgium has
entered into a double tax treaty that foresees in the exchange of information necessary for the
carrying out of the domestic laws of the contracting states;
■ has a direct holding of at least 10% in the capital of the Belgian distributing company; 
■ maintains this holding for an uninterrupted period of at least one year or commits to holding
it for a minimum period of one year.

INTERESTS: In principle, interest payments are subject to a Belgian domestic withholding tax
of 21%, however Belgian domestic law provides for numerous exemptions. By implementing
the EU interest and Royalties Directive, a conditional withholding tax exemption is available on
interest payments between two associated companies established in the EU. Companies are
associated when : 
■ one of the two companies has had a direct or indirect holding of at least 25% in the capital
of the other ; or 
■ a third EU tax-resident company has had a direct or indirect holding of at least 25% in the
capital of each of the companies.

A uninterrupted holding period of at least one year also has to be respected. Given that it
concerns a holding period and not a waiting period, the tax exemption even applies when the
one year-period is not reached yet on the moment the payment is made. However the condition
still must be fulfilled afterwards. 
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ROYALTIES: Belgian domestic tax law defines royalties very broadly. This type of income is
generally subject to a 15% withholding tax, unless an exemption applies. In the event of a
cross-border payment of royalties, the withholding tax rate may be reduced if a double taxation
treaty applies or on the basis of the implementation in Belgian tax law of the EU Interest and
Royalties Directive. 

VARIA: An additional tax of 4% is levied trough the annual personal income tax return, provided
that the threshold of EUR 20,020 in dividends and interest is exceeded. Only Belgian taxpayers
are subjected. 

The extra 4% is only levied on dividends and interest subject to a withholding tax of 21%. To
determine whether the additional tax applies, the Belgian tax authorities consider the
information:
■ mandatorily mentioned by the taxpayer in his tax return;
■ transmitted by the “Central Point of Contact” responsible for receiving, mainly form Belgian
Banks, information about their customers who receive dividends and interest.

Inheritance and Gift Tax 

Inheritance and gift tax is charged on the transfer of assets by inheritance or as a gift. The tax
rate varies between 3% and 80%. The rate depends on three factors : 
■ the value of the assets inherited or bestowed;
■ the degree of family relation; 
■ the competent region (Flanders, Wallonia and Brussels).

Belgian Tax Law foresees certain exemptions and reductions (e.g. free bestowal of family
businesses, with respect of certain conditions).   

Value-Added Tax

An individual or legal entity whose economic activity consists of supplying goods or services, is
subject to value-added tax (VAT). The supply of goods and services within Belgium, the importation
of goods into Belgium from outside the European Union, and the intra-Community acquisition of
goods in Belgium are all subject to VAT. However, there are certain exemptions. The application
of Belgian VAT is limited to those supplies of goods and services that take place in Belgium. In
order to determine the place of these supplies, the VAT code stipulates certain rules. 

Belgian VAT-law sets out four VAT rates, 0%, 6%, 12% and 21%, the last one being the most
commonly used. The amount of tax payable by persons liable to VAT is set off against the input
VAT (i.e. VAT paid to suppliers), that way the actual tax burden is carried by the end-consumer. 
In principle the person liable to VAT must file a VAT return each month. Under certain conditions
the VAT return can be submitted quarterly. 
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A non-resident taxable person who has a permanent establishment for VAT purposes in
Belgium, is treated as a resident for tax purposes. 

Property Taxes 

An immovable withholding tax is imposed on deemed income from immovable property located
in Belgium. The tax is levied on the cadastral income of the property at rates ranging from 1.25%
up to 2.5%, depending on its location. 

In Flanders real estate transfer is subject to a registration fee at a rate of 10% of the tax value 
of the immovable property. In Wallonia and Brussels the rate is 12.5%. 

Double Tax Treaties

Belgium has entered into various agreements with foreign jurisdictions designed to avoid and
eliminate double taxation. Most of these treaties are based upon the OECD Model Double
Taxation Convention on Income and on Capital.

> Labour Law

The importance of employment law in Belgium cannot be underestimated. The right to work is
a fundamental right which is embedded in the Belgian constitution. It can be explained by the
favorable position of the employee that has historically grown since the industrial revolution.
Therefore employment law is nowadays extensively regulated in different kind of regulations:
Statutes, Royal Decrees and collective bargaining agreements but also work regulation on the
company level and individual agreements.

Part of this regulation covers individual employment law (i.e. individual rights of the employees),
the other part regulates collective employment law (i.e. joint committee).

Individual employment law

CATEGORIES OF EMPLOYEES: Belgium is one of the few countries who distinguishes different
categories of employees according to the nature of their work. So-called blue collar workers
work primarily with their ‘hands’, white collar workers on the other hand perform ‘intellectual
labour’. This distinction is however out runned: the Constitutional Court has ordered Belgium
dispose of this distinction at the latest in July 2013. Since different rules apply for both
categories, Belgian employment law will change substantially in 2013. 

THE EMPLOYMENT CONTRACT: In principle the mutual consent between parties is sufficient
to have a valid employment contract.  Even though parties are in principle free to determine
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the content of the contract, the contractual terms nonetheless may not conflict with the
mandatory provisions of Belgian law. Most provisions which protect employees are deemed to
be mandatory and are mainly fixed by statute or by collective bargaining agreement concluded
at the level of the industry to which the company belongs. They concern termination of the
employment contract, working time, working hours and rest time, minimum wages, annual
leave and so on.

Also the requirement of form is in principle free: there is also no legal requirement to receive
a written employment contract when it concerns a full time contract for an indefinite period.
For all other employment contracts, a written employment contract is required: these are
mainly fixed-term contracts or contracts for a defined job of work, for part-time employment,
for home working or with a student. In the absence of a written contract in those cases, the
employee is deemed to have been hired for an indefinite period. 

To qualify an agreement as an employment contract the following elements have to be present:  
one party, the employee, agrees to work under the authority of the other, the employer, for a
definite or indefinite period of time. 

The essential characteristic of an employment contract is by consequence the element of authority.
In the absence of that element, the parties will not be submitted to employment law and one will
conclude to self-employment. The key aspect of such “authority” of the “organizational authority”
in the sense that one person is assigned the power to direct another person.

SUSPENSION OF THE EMPLOYMENT CONTRACT: Some facts or circumstances lead to the
suspension of the employment contract in which case the employee temporarily cannot deliver
work performances but the employment contract still stands without loss of pay (in most
situations). In this way the legislator wants to strive to a higher permanence of employment
and security. A few suspension grounds are discussed:

■ Maternity leaf. Every pregnant woman is entitled to pre and post-natal leave. The duration
of pre-natal leave is 6 weeks (and 8 weeks when multiple birth). Moreover from the 7th day
before the expected date of childbirth, the employee must cease all activity and the employer
may not, under any circumstances keep the employee at work. The post-natal leave is 9 weeks
(11 weeks when multiple birth).

■ “Absence”. Each employee has the right to be absent for family happenings, to fulfill his
citizen duties or his civil duties and if he has to appear for the Court. If a child is born for example,
the employee has the privilege to be absent for 10 days. 

■ Career break. To enable a better combination of work and family life, there is a possibility in
Belgian law to take a career break. The duration of the career break longs over a whole career from
3 months up until 1 year. The condition to take a career break is a seniority of minimum 12 months.
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■ Inability to work. If an employee can’t do his usual work  because of sickness or an accident
the employment contract is suspended, with guaranteed salary for a certain period. In order to
be entitled to the guaranteed salary, the employee has to give notice immediately of his/her
sickness or accident and at request of the employee, must subject himself to a medical checkup.

THE TERMINATION OF THE EMPLOYMENT CONTRACT: Belgian labour law lays down specific
regulations and procedures for terminating employment: 
■ Expiry of the term for fixed-term contracts 
■ Resolutive/dissolving conditions 
■ Completion of work in respect of which the contract was concluded for contracts concluded
for specific work 
■ Dismissal
■ The agreement of the parties 
■ The death of one of the parties 
■ A force majeure having a long-term impact 

We will discuss the possibilities for dismissal. The general rule is that an employment contract
for indefinite time can be terminated unilaterally at any time by either party. 

In first instance employer and employee can end the employment contract by giving notice.
Notification of the start date and the length of the notice period must be in writing and sent by
recorded delivery mail or served by a bailiff. In the sole case of notice given by the employee, it
may be served by a simple letter handed to the employer. The length of the notice period differs
between blue-collar and white-collar workers according to whether termination takes place
during or after the probationary period and depending on whether notice is given by the
employee or by the employer. The calculation of a notice period of a white collar employee can
be complex and is often the subject for a dispute. If notice is not given and the contract is
terminated immediately, the party terminating the contract is liable to the other party for a
severance payment (compensation in lieu of notice).

An employee can also be dismissed for serious cause, immediately and without notice or
indemnity. A serious cause is defined as “any fault that makes any collaboration between
employer and employee immediately and definitively impossible”. In case of a dismissal for
serious cause, there are formalities and strict terms that have to be respected. 

Collective labour law 

Social dialogue is situated on 3 levels in Belgium: national-, sector and company level. On the
national level we find the Central Economic Council who is advising the government about social
and economic matters. The National Labour Council is also an advising institution  on the
highest level and negotiates collective bargaining agreements on the highest level. 
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On industry and sector are the joint (sub) committees (about 150) which enables the workers
'and employers' organizations to agree upon collective agreements on working conditions for
the underlying jurisdiction employers and employees to settle bargaining agreement for their
specific sector. 

Last there is the company level with a Work Council, a Committee for Prevention and Protection
at Work and the union delegation. 

A Works Council is a joint committee at enterprise level designed to foster consultation and
collaboration between employer and employees. Every four year elections take place: the
employees of a company elect their representatives in the Work Council. Elections for Works
Councils are mandatory in the private sector in enterprises employing at least 100 employees. 
The Works Council has different tasks as well on technical matters as on economic and social
matters. A Work Council has the right to all information about the company which might have
impact on the working conditions. 

Elections for a Committee for Prevention and Protection are mandatory in enterprises normally
employing at least 50 employees. The committee plays an advisory role and is also closely
involved in the recruitment and dismissal of prevention officers.

The Union Delegation is a body representing union members at the enterprise level. They defend
the interest of the employees regarding industrial relations. The union delegation also has the
authority to conclude collective bargaining agreements.  The Union Delegation consist out of
members who are also employees at the enterprise and who are appointed by the unions or elected. 
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Bazlyankov, Stanoev and Tashev Law Office was founded in 1991 in the town of Plovdiv by the
lawyers Nikolay Bazlyankov and Dessislav Tashev. In 1997 Boyan Stanoev joined as a full
partner and in 2009 lawyers  Ekaterina Nikolova and Diana Ilieva became partners in the law
office as well. Today BST law office is one of the biggest and most dynamically developing
law firms in Bulgaria.

BST law office has established traditions in Bulgarian jurisprudence and has developed аnumbеr
of legal activity in fields.  We achieved success and prestige due to our professionalism and the
enterprise of our ambitious team of lawyers, also due to our exceptionally correct relationship
with clients, our sticking to commitments, our individual approach in accordance with the
specifics of each case, and our ambition to achieve а successful solution and finalization.
We  provide fuel support  in clients  dealing with different administrative structures
and we cooperate and help during the conducting of negotiations in favour of the client. 

The process of our own development and improvement is ап uninterrupted and dynamic оnе,
with skillful seeking, acquiring and implementing of traditional and non-traditional methods
and original ideas and solutions in the process of the work, as well as constant striving for and
interest in the adoption of current innovations not only in the sphere of law, but in other fields
too.  Bazlyankov, Stanoev & Tashev law office is specialized in ensuring reliable and goodquality
representation of its clients before courts of justice, state and municipal authorities in the
entire country. 

Legal consultations are provided for Bulgarian and foreign natural and legal persons, for
branches and representatives of foreign companies in Bulgaria, for public entities and nonprofit
legal persons. The law office is а member of the Association of European Lawyers - AEL, of
the International Association of Law Firms - E-iure and of the Global Network of Independent
Law Firms - ALFA International.

> Bulgaria

BAZLYANKOV, STANOEV & TAHSEV LAW OFFICES
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The BST Law Office provides services in English, Spanish, Italian and Russian languages. 

Areas of Practice

The firm is specialized in and deals with issues within the scope of:

COMMERCIAL LAW CONTRACTUAL LAW

■ Incorporation and registration of companies ■ All kinds of Agreements
■ Structuring of holding groups ■ Contracts under general conditions 
■ Share  transfers ■ Public procurement
■ Bankruptcy and liquidation 

REAL ESTATE AND INVESTMENTS PRIVATIZATION 

■ Real estate deals ■ Privatization deals 
■ Consultations оп investments in real estate ■ Structuring of privatization projects 
■ Construction - requirements and procedures ■ Negotiations with state authorities
■ Notary proceedings 
■ Pledges and mortgages 
■ Legal analyses and research 

TAX LAW COMPETITION LAW 

■ Tax consultations ■ Concentration of industrial activity 
■ Representation before the tax authorities ■ Unfair competition 
■ Avoidance of double taxation treaties ■ Representation before the 

Competition Protection Committee 
INTELLECTUAL PROPERTY LAW 

■ Representation before the Patent authority of the Republic of Bulgaria 
■ Procedures and registration of trademarks and service brands, designations of origin and
geographic designations 
■ Protection of intellectual property 

LAW OF EMPLOYMENT AND INSURANCE 

■ Employment contracts, conclusion, amendment and termination 
■ Collective employment contracts 
■ Consultations in relation to the hiring of Bulgarian and foreign staff 
■ Labour disputes 

CIVIL PROCEDURE LAW 

■ Prelirninary assessrnent of legal disputes and preparation of suits 
■ Mediation - solving disputes outside of court 
■ Litigation before рubliс courts of justice 
■ Arbitration agreements and procedures 



> Bulgaria COMPENDIUM 2013

— 111 —

ADMINISTRATIVE PROCEDURE LAW 

■ Challenging of administrative acts 
■ Normative requirernents and rules of trade and consurner protection 
■ Consultations about regulation requirements in Bulgaria 

The Team

BST law office has а team of lawyers, trainees, accountants, experts and administrators
working. They are all exceptional professionals, each in his/her field, and they are dynamic and
active people too. Our conduct, principles and relations are based оп solidarity, а developed
skill for teamwork as well as team spirit. 

The initiative which we аll support is to lead our clients to success and optimal and positive
results. This is why we try to communicate in аn accessible and understandable language, to
give adequate advice and offer solutions in accordance with the case and the personality of each
client. We lend our experience and knowledge and we guarantee responsibly and without
reservations our commitment to the clients and their cases. We strive to make а positive
impression of safety with our conduct and style of work.

SENIOR PARTNERS ATTORNEY AT LAW

Nikolay Bazlyankov Videlina Kurshumova
Boyan Stanoev Snejana Kartalova-Miteva
Ekaterina Nikolova Katerina Hristova
Diana Ilieva Nedka Onova

Ivelina Pacheva

TRAINEE                                      ACCOUNTANTS 

Ralitsa Dardova                          Rumen Lyaskov
Stiliyana Petrova                          Tanya Rupska
Lora Zheleva

> Corporate Law

Regulations and Rules 

Bulgarian corporate law now is codified and integrated into the Commercial Law. This act
contains the most of the rules of company law – incorporation of the companies, changes in
the capital /increasing or decreasing/ and the decision-making bodies, insolvency and
liquidation of the company, merge of companies.



In Bulgaria, as a member state of the European Union, are in force the resolutions of the EU in
the area of the corporate law and several commercial directives are implemented in the
corporate legislation in Bulgaria. 

Types of Companies 

In Bulgaria there are different legal forms to develop business. The most frequently preferred
types by Bulgarian and foreign investors are:

■ LIMITED LIABILITY COMPANY /LTD/ - is a small and the most commonly incorporated
company in Bulgaria. A company with minimum capital of 2 BGN /1 euro/. The partners can be
Bulgarian legal or natural entities, as well as foreign legal or natural entities.

■ SINGLE LIMITED LIABILITY COMPANY - a single partner /a Bulgarian legal or natural
entities, as well as foreign legal or natural entities/ possesses the whole share capital of the
company, the minimum capital is 2 BGN /1 euro/. 

■ JOINT STOCK COMPANY /JSC/ - company with a minimum capital of 50 000 BGN /around
25 000 euro/ of which at least 25 % must have been paid at the time of incorporation. The capital
is divided into shares. 

■ SINGLE SHAREHOLDER JOINT STOCK COMPANY – there is only one shareholder who
possesses the whole share capital, divided into shares.  

All these companies are limited liability companies. 

Other less common legal forms are: 
■ General Partnership – is incorporated by two or more general partners who are
unlimitedly liable   
■ Limited Partnership – is incorporated by two or more partners, some of the partners are
limited liable to the amount of capital contributed and other partners are unlimitedly liable.

The incorporation of a branch

A company, duly registered in Bulgarian Registry Agency, Commercial register can open a
branch or branches in a town, different from the company’s registered office. The incorporation
of a branch requires to be taken a formal resolution of the decision-making body, authorising
the establishment of a branch in other town in Bulgaria and appointing a representative. The
branch does not have a legal personality and represents an economic structure, which is
managed separately than the company but cannot have a separate balance. It is inscribed in
the Commercial register and information about this separate registration should be present in
the branch’s correspondence.
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The branch of a foreign company

The regulation regarding a branch of a foreign company in Bulgaria is provided in the
Commercial Code. A foreign company duly registered under the national law of the respective
country can open a branch in Bulgaria. For this purpose is necessary to be represented
documents for the registration of the Company and the decision making body has to take a
decision about the address of administration, representative, activity of the branch. It is provided
that the branch has separate balance and should have, respectively reflecting on the tax issues
– the branch of a foreign company is a different tax subject.   

The Liability of Shareholders

In all of the limited liability companies /Ltd and JSC/ partners’ / shareholders’ liability is limited
to the capital contribution. If a partner/shareholder participates actively in the management of
the company in the capacity of manager/director, the one becomes liable for corporate wrong
management in the event of bankruptcy. The shareholders are not liable for the Company’s
debts as the company and its shareholders are considered for company law purposes as
separate legal persons.  

Share Capital /minimum and minimum paid in amount/

COMPANY MINIMUM (€) MINIMUM PAID IN AMOUNT (€)

Limited Liability Company / LTD / 1 100%
Single Limited Liability Company 1 100%
Joint Stock Company / JSC / 25 000 25%
Single Shareholder JSC 25 000 25%

Shares and Share Rights

The JSC and the Single JSC issues shares, which may be registered and bearer, ordinary or
preferred. It is common a companies to issue only one class of shares, known as ordinary shares.
In the articles of association of the Company are performed the rights and restrictions attaching
to the shares. The shareholders who hold preferred shares would be expected to carry additional
rights /for example - to receive extra dividends/. It is accepted for the shares to be freely
transferable. However, it is the article of association to provide the restrictions to be transferred
shares and the way of transfer. When shares are issued or transferred, details of the shareholder
are registered in the company’s statutory books and a share certificate is issued.
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Corporate Governance

SHAREHOLDERS MEETING: Partners / Shareholders reserve the right to make certain
decisions. Bulgarian Commercial Law distinguishes ordinary and extraordinary resolutions. As
for the ordinary resolution the required majority is 50 % and for the extraordinary resolutions
the required majority is ¾. 

Ordinary resolutions, for example, are: approval the annual statement and the balance sheet,
adoption of resolutions for reduction and increase of capital, appointing the manager, changing
the corporate purpose, adoption resolutions for opening and closing of branch offices and for
participation in other companies.

Extraordinary resolutions are: making amendments and supplements to the Articles of
incorporation, admittance and dismissal of a partner/shareholder, transfer of the part of the
company to a new member, adoption resolutions for acquisition and expropriation of real
estates and real rights. 

The resolutions for reduction and increase of capital are adopted unanimously by all partners
/shareholders.  

Minimum number of broad meeting/year – Once a year.

At least one shareholders meeting must be held each year in order to approve the accounts of
the previous year. Both JSC and Single JSC must have a Statutory Auditor. The Board of Directors
annually after the end of February composes for the previous year an annual financial statement
and report for the Company’s activity and presents them to the expert accountants-auditor
appointed by the shareholders for examination and report. 

MANAGEMENT: The General meeting of partners of a LLC made the most important decisions
concerning the capital, the structure, management of the company, the admittance and
expelling of shareholders, the acquisition and disposing of real estates, etc. 

The ruling bodies of a JSC are the General meetings of shareholders to decide the most
important issues. The other bodies depend on the system of management, which has been
chosen. As there are usually a greater number of shareholders the law does not require
unanimity for any decisions made by the General meeting. The General meeting is not entitled
to make decision for acquisition or disposing of real estates as this issue is in the scope of the
Board of directors’ powers. 

The one-level system includes only a Board of directors consisting of 3- 9 members which is
the ruling and representative body of the company. The board chooses one of its members who,
in his capacity of an executive director, solely represents the company and performs the basic
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actions connected with the management but on the grounds of a relevant decision of the Board. 
The two-level system of management includes a Managing Board and a Supervisory Board which
requires a well experienced method of cooperation between the two boards as some of the
actions should be performed by the Managing Board with the consent of the Supervisory Board
which chooses the members of the Managing Board and controls them permanently. The first
system is widely used because of its larger flexibility and simplicity than the two-level system. 

MANAGER AND EXECUTIVE DIRECTOR: appointment, dismissal, duties, remuneration. In the
article of association of the company is provided which company body has the rights to appoint
and dismiss a manager/executive director, his duties. The person who will act as a manager/
executive director must sign a declaration - consent and provide specified information to the
Commercial Register. By and between the Company and the manager/executive director can
be concluded a management contract and to be stipulated his duties, remuneration and liability. 
The General Meeting of the partners of LLC appoints and sets a manager of the company and

his remuneration. The manager it is not necessary to be a partner. The owners of the share
capital have the opportunity to appoint as a manager person who represents the company and
binds it in its relations with third parties. The manager carries out the current management of
the company and concludes agreements on behalf of the company. 

The executive directors in a JSC are appointed by resolution of the members of the Board of
Directors and the Board determines their remunerations.  There are no specific rules on the
level of remuneration and it will usually be a matter for negotiation.  

The managers or the executive directors have to act in the Company interests and to take
reasonable care for the Company action and not to accomplish some personal gains. The
company is   be represented by a Manager/ executive director. He shall organize and manage
the Company's activities in compliance with the law and the resolutions of the General Meeting/
Board of Directors. The manager/ executive director has the rights to convene the General
Meeting pursuant to Bulgarian legislation and the Article of association. 

Minutes /filing with the registry of commerce and companies: Minutes must be kept in a Minute
Book. They are signed by the Manager of a LLC and the executive director of the JSC and by the
partners/ shareholders who are present at the General meeting. Only an authorized by the
Board of Directors person can write the relevant information in the books. 

In case of amendments and supplements to the Article of incorporation, changes concerning
the capital, the structure and the management of the companies must notify the Commercial
Register and an announcement for the convening of the General Meeting shall be done in the
Commercial register. 
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The Commercial Register Act 

The new Commercial register Act was adopted and approved by Bulgarian Parliament in 2006
and is in force on 01.01.2008. Parliamentary approval of the act fulfils a recommendation in the
European Commission’s Monitoring Report on Bulgaria of October 2005 to introduce electronic
access to the commercial register and the requirements of Directive 2003/58 of the European
Parliament and the European Council. 

The enforcement of the new Commercial register Act is a step forward for creation of a central
electronic register and enables cheaper and faster registration as well as simplifies and secures
procedures accessible through Internet. 

A new state agency was incorporated - a Registry Agency, Commercial register. This register
facilitates the procedures regarding the incorporation and changes in the companies and
ensures more transparency for the partners, shareholders of the companies and the
connections between natural and legal persons. The applications regarding the companies are
reviewed very fast which considerably helps the various business activities. If the administrator
finds that the legal requirements are not met, he/she has to draw up a motivated refusal. The
refusal can be claimed to the District court upon the location of the Company. 

An indisputable asset of the act is the provision to introduce a standard centralized electronic
registration system for companies and the direct and easy access to the company information. 

The provisions of the new Act are currently applied in practice with ups and downs as some
issues regarding the Commercial register shall be clarified and solved /such as delays with the
inscriptions and different requirements of each administrator/.   

The Commercial register Act provides that till 31.12.2011 is the deadline for free of charge re-
registration of the existing companies in the Commercial register. The companies which do not
re-register in the Commercial register will be liquidated by the Registry agency on the partners/
shareholders expense.  

Sole traders and branches of foreign traders in respect whereof no re-registration has been
requested within the time limit, shall be considered deregistered as of 1 January 2012. The
relevant court of registration shall archive their company files.

The operations of companies and cooperatives in respect whereof no re-registration request
has been filed within the time limit shall be wound up on 1 January 2012. Companies and
cooperatives which have not re-registered within the time limit shall not have the right to pursue
business activities, lodge claims or submit requests to initiate enforcement proceedings,
perform disposal transactions with their property, except for transactions to pay the amounts
due to employees, and to transfer amounts to extinguish public liabilities. Any disposal
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transactions performed after 31 December 2011 with respect to any property of companies and
cooperatives whose operations have been wound up shall be null and void.

Legal representatives of companies and cooperatives whose operations have been wound up
as of 1 January 2012 may only receive declarations of intention addressed to the relevant
traders, and may submit requests for declaring them bankrupt.

By 1 October 2012, the court wherewith the last registration of the relevant companies and
cooperatives was made shall draft and send to the Agency a List of Sole Traders and Branches
of Foreign Traders in respect whereof no re-registration has been requested within the time
limit (List No. 1) and a List of Companies and Cooperatives in respect whereof no re-registration
has been requested within the same time limit (List No. 2), such Lists indicating company file
numbers, names, seats and registered offices, names of legal representative and BULSTAT
codes, as provided to the court by the Agency.

The Agency shall re-register the trader, enter its liquidation, and appoint and enter a liquidator.
The persons to be appointed as liquidators of companies and cooperatives in respect whereof
re-registration and launching of liquidation proceedings have been requested shall be the
persons entered as such companies' or cooperatives' representatives in the relevant registers
of the court of registration. Where no representative has been entered, the person to be
appointed as liquidator shall be the person nominated by the interested party, or the interested
party himself/herself, where such interested party has so requested in the application.

The cost of the liquidation proceedings shall be borne by the trader. Where the trader does not
have the funds needed for the performance of the liquidation, including the liquidator's
remuneration, the interested party itself shall provide the funds for the performance of the
liquidation, including the liquidator's remuneration.

Where the funds for the initiation of the liquidation proceedings and for the performance of the
liquidation have been provided for by the interested party which requested the re-registration
and liquidation of the trader, such party shall be fully reimbursed therefor immediately after
the property is cashed down, before steps are taken to settle other creditors' claims.

The liquidator shall:

1. within one month after his/her entry, invite the company's creditors to claim their receivables,
draft an initial liquidation balance sheet valid as at the time of the company's winding-up and
submit it to the Agency for disclosure in the Company's account, together with an explanatory
report on the balance sheet with an opinion on the need to submit a request to the bankruptcy
court to declare the trader bankrupt;

2. provide the information requested by creditors in due time.
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The liquidation shall be completed within one year of the date of entry of the liquidator but not
later than 31 January 2017.

If the liquidator or creditors deem it necessary, the one-year liquidation deadline may be
extended based on a substantiated proposal by the liquidator or upon request by an interested
party addressed to the registration official, provided that such party has indicated its willingness
to provide for the cost of the liquidation, including the liquidator's remuneration.

When the creditors' claims have been settled and the rest of the property has been distributed,
or where it is found that the company has no property, the liquidator shall submit to the
registration official a standard-form application requesting the trader's deregistration. Where
it is found that the trader has no property but has liabilities, the liquidator shall request the
court to open bankruptcy proceedings.

> Foreign Investment

Bulgarian law has set up as a general rule complete freedom of foreign investments in Bulgaria.
In the past two decades and in the present Bulgaria encourages the foreign direct investments.
Public on public order in order to be defending national security may define the general rules
of complete freedom of investments. In connection with the forthcoming acceptance of Bulgaria
in the European Unity, Bulgarian Parliament approves some legal and administrative alleviation
for the investors.     

Registration with Government, authorities and permits

Investment Encouragement Act provides regulations about the investing in Bulgaria. The law
does not restrict the foreign investment process. Although some actions in connection with the
foreign investment are subject to declaration or prior authorisation. The regulation of the foreign
investment projects is a serious encouragement and alleviation for the investing.  

The transactions of real estate have to be registered if foreign personal or natural entities
participate in the transaction.  Prior authorisation is required if:
■ any foreign investment may affect public order or security; 
■ any foreign investment related to the national defence, arms or explosives
■ any foreign investment may seriously threaten public health
■ if the investment may lead to a serious presumption of criminal activity 

The relevant ministry to certain period can provide prior authorization. The Ministry can of
course request further information if the application is incomplete, and this extends the review
period. If the companies breach of the above duties, they bear sanctions under the penal and
customs codes.



> Bulgaria COMPENDIUM 2013

— 119 —

TRANSFER OF DIVIDENDS, INTERESTS AND ROYALTIES ABROAD: According to the Bulgarian
legislation there are no restriction for the transfer of dividends, interest and royalties abroad. 
Bilateral tax treaties and double avoidance tax agreements provide withholding of taxes. 

REPATRIATION PROCEDURES AND RESTRICTIONS: Bulgarian legislation does not apply any
repatriation procedures or restrictions. 

FOREIGN PERSONNEL, PERMITS, ETC.: All foreign personnel require residency permits but
the regime of EU citizens is much more simplified. Work permits are necessary only for the
long-term work. Application for work permits is issued of the National Employment Services.    

> Labour Law

Bulgarian labour law and the decisions of the Bulgarian labour courts regulate the employment
mainly in favour of the employees. The relationships between the employees and employer and
their obligations and rights are systematized and regulated in Labour Code.  The access to the
labour courts in Bulgaria is free and the employees are not required to pay any court fees. The
employees frequently claim damages, obtained by wrongful dismissal.

Employments Contracts

The main classes of contracts are: 
■ fixed terms contract and 
■ indefinite terms. 

These types of contracts can be concluded for part time and full time job. 

COST OF DISMISSAL AND WRONGFUL DISMISSAL: The Labour Code regulates the reasons
for employee’s dismissal. The reasons can be non-execution of duties, gross misconduct or
breach of the disciplinary rules in the company. If the dismissal is not based on one of the
reasons, pointed in the Labour code, the employee is entitled to claim for damages. The
employer can terminate a labour contract in some cases without prior notification. But in the
most employment agreement is stipulated a prior notice period which period varies /from a
month to three months. 

It is frequently stipulated in the employment contract the employer to pay employee a severance
indemnity for the dismissal. The legal minimum of the indemnities is equal to the fourfold
monthly gross salary. It is possible the work contracts provide more favorouble severance
indemnities. In addition to the payment of severance indemnity, if the dismissal is judged
illegitimate, an employer can be sentenced to pay damages to the dismissed employee. The
amount depends on the actual damages suffered by the employee and is determined by the court.  
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EMPLOYMENT CONTRACTS FOR DIRECTORS; A SPECIAL REGIME: Directors and managers
can be appointed by the General meeting of the partners of Limited Liable Company or the
Board of directors of Joint Stock Company. Their work contracts are concluded prior to their
appointment. According to the Bulgarian commercial law this type of contracts are called
contract for management.  Their duties are defined in the article of incorporation of the company
and the employer supervises their work process. The manager/director receives special
remuneration for their specific duties.  

If the manager/ director has other work contract it may be suspended for the period of their
management. After the termination of their appointment as a manager/director, the
employment contract begins to operate again. 

Bulgarian commercial law regulates the special regime of the procurator. The General meeting
or the Board of Directors appoints a procurator – special representative and manager of the
company who can acts at the same time with the manager/ director. 

Employee’s Representatives and Union Representation

BRIEF IDEA OF THE INFLUENCE OF THESE GROUPS IN LABOUR CONTRACTS: On a national
level, employees’ representatives the trade unions, and employers’ representatives, negotiate
the provisions of new laws and the conditions of the Collective Bargaining Agreements. 

In a company trade unions and employees representatives are connects employers and
employees. Bulgarian labour law determines the certain obligations of the employers such as: 
Providing employees’ representatives with information concerning the economic condition of
the company, state of employment in the company, implementation of new technologies, and
development of the working conditions of employees. 

The employees’ representatives must be consulted and announced in advanced for the future
dismissals of employees and changes in the structure of the company, which may influence on
the work process. The employees’ representatives may have the right to give a statement for
the dismissal of some persons with equal qualifications. 

WHEN A LABOUR UNION REPRESENTATION BECOMES BINDING? The employees and the
labour representatives can organize the elections of employee’s delegates who discuss the
employment conditions and the dismissal.  

RIGHTS AND PRIVILEGES OF A LABOUR UNION REPRESENTATION INSIDE A COMPANY:
Bulgarian labour law regulates certain rights for the union representatives, for example: 
■ right to participate in the discussion of the questions concerning the work and insurance
relationship in the company.
■ access to the information about the company concerning the positions of the employees 
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Labour Code grants the employee representatives and union representatives specific protection
against dismissals. The working conditions of the employee representatives and the union
representatives cannot be changed without their prior agreement. At the request of the
employees the employee representatives can represent them in court cases.  

Collective Bargaining Agreements and Other Agreements (National, regional, provincial or
company level...)

Labour Code provides different types of employment agreements: Individual employment
agreement and collective employment agreement. The labour relations between employers
and employees can govern at the level of each branch or field of industry by the provisions of
national, regional or company collective bargaining agreement.

COLLECTIVE BARGAINING AGREEMENTS BINDING FOR THE LABOUR CONTRACTS? The
Collective Bargaining Agreements are binding for all employees who signed the agreement and
for all labour contracts in the case the provisions of law are not more favourable to employees
than the provisions of the applicable Collective Bargaining Agreement 

Wages and Other Types of Compensation (Wages, Social Security contributions, remuneration
in kind, insurance policies, pension plans...)

Wages of employees can comprise of various elements such as:
■ Fixed salary
■ Incentives and Bonuses
■ Remuneration “in kind” (such as - housing, car, cell phone…)

Minimum salary in 2012

Recently the Bulgarian government has accepted the minimum salary which to be paid to an
employee is 290 BGN / around 150 euro/ monthly for a full time job. It is possible employees and
employers have stipulated higher minimum salary in the provisions of the Collective Bargaining
Agreement. The employer has no fixed annual credit of over time hours per employee. 

Cost of Overtime Hours

The additional overtime work of the employee must obtain the appropriate payment.  Labour
Code provides the payment rates:
■ overtime work on workday has to be extra paid with 50 % of the contract salary 
■ overtime work on weekends has to be extra paid with 75 % of the contract salary 
■ overtime work on official celebrations has to be extra paid with 100 % of the contract salary. 

Some Collective Bargaining Agreements may provide for different rates.
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Employment Regulations

The employment regulations, collective bargaining agreements, overtime work, salaries and
holidays are regulated and codifies within the Labour Code. The Labour authorities such as
Ministry of labour and social cares and Labour inspectorate exert control over the applications
of the labour regulations.

Social Security

CONTRIBUTION FORMS (terms and procedures): According to the Bulgarian Social Security
Code social security contributions must be paid every month. Social security payment is divided
between the employer and the employees as the percentage is: 
■ The employer must pay 57 % of the social security 
■ The employee must pay 43 % of the social security. 

The percentage varies according the age of the employees and the branch of industry they work.
The percentage may also vary every year upon a government decision. 

Health and Safety

ESSENTIAL DUTIES OF THE COMPANY: The employers are obliged to provide their employees
with safe and healthy work place.  The companies must protect their employees against all kind
of accidents. The employers provide the employees with adequate tools and security training.
The employees are insuranced against different accidents.  

The Labour Inspectorate and other authorities exert regular controls over the work conditions. 
The employees in some branches of industry / for example mine industry / are protected and
the Labour Code provides special health and security training depending nature of their
activities.  When accidents occur on the work place, the employer must declare the accident.
The company is obliged to hold responsibly for the damages suffered by employees. 

The health contributions are as follows: 
■ 3.2 % - paid by the employee
■ 4.8  % - paid by the employer

MAIN REGULATIONS: Labour Code and Social Security Code comprise general regulations of
health and security conditions. 

Contracting and Outsourcing of Work or Services

Upon discretion of the companies some tasks within the company may be provided by
consultants, agents or sub-contractors on the base of outsourcing. 
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> Real Estate Law

Bulgarian real estate law is regulated mainly in Bulgarian Constitution and Property Act. The
legislation regulates certain restrictions on acquisition by foreigners.  A register of transactions
dealing with real estate is kept in every Regional Court. The all kind of deeds and mortgages,
which are drafted by and signed before a notary must be kept in the register. The register is
organized by the names of the owners of real estates, not by the real estates. Costs of real
estate transactions /notary’s fees, taxes and other duties/ are approximately up to 4.5 % of the
value for a sale, 1% for a mortgage.

Types of Ownership

The ownership in Bulgaria is absolute. The title to real property can be an absolute and entire
right or can comprise three separate rights: a right to use of the property, possession of real
estate and the third right is disposition with the property. 

The absolute entire title to real estate can belong to a single person / legal or natural entity/ or
a collection of individual owners, where each of them owns a portion of the whole with no direct
and precise right over a specific part of the real estate. 

Bulgarian law of estate regulates some types of limited ownership: 
■ right of common 
■ right of building 
■ right of passing   

The Land Register

Real property in Bulgaria is registered in special well-organized public land register. Each
community is divided into section, each section into parcels. Sections and parcels are numbered
in turn. The land register in Bulgaria is called detailed land plan. 

The changes in the legal status of a parcel (transfers of title, liens, mortgages, etc.) or any lot
within a parcel are booked on the registers maintained by every regional court in the country.
There is no united country land register. 

Transfer formalities

A transfer of title, mortgage or other change in the legal status is only enforceable against third
parties as from its registration in the land register of the Regional court.  The right of ownership
of real estate is transferred in the form of a notary deed. The notary deed is a type of contract
which form and content are prescribed by law. In order to be registered with the land registrar
of the Regional court, the deed, mortgages, etc. must be drafted by and signed in front of a
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notary within whose region the real estate is located. As the notary is under obligation to check
the identity of the parties, their capacity, the authority of the representatives and the good title
of the transferor, the process of execution of the notary deed offers considerable security. For
all transactions with real estates the signing in front of a notary is compulsory. Some exceptions
are provided in the law: orders issued by the administration, mortgages ordered by a court,
court resolutions and orders, etc.

Payment of the price – from 01.07.2011 I new rule is in force – payments in real estate
transactions of a total amount exceeding BGN 10,000 shall be transferred to a special bank
account of the notary public or to a ban account held with a bank chosen by the parties.

Upon execution of the notary deed certain taxes, stamp duty and fees are due. A local tax levied
upon the price agreed between the parties and included in the deed or the valuation of the
property by the tax authorities, whichever is higher, is due. The notary fee is calculated according
to rates specified in the law, depending on the price indicated in the title deed. Thirdly, a stamp
duty need to be paid to the Registry agency.

Mortgages

A mortgage is established over real property to guarantee financial obligations. According to
the Bulgarian property law the mortgages is a formal act – deed. The mortgages are registered
in the land register of the Regional Court. 

The mortgage has the following consequences:
■ The owner of the real estates may dispose with his property without first paying his debt, the
mortgage is in force for the new owner and the mortgage holder may seize the real property
from the new owner and have it sold at auction. 

■ In case the mortgage is not paid the holder of a mortgage seizes his debtor’s real property
and sells it at auction.  

The all kind of mortgage allows the mortgage holder to follow the property despite multiple
transfers and seize it in the hands of the owner whoever that may be.

■ The holder of the mortgage is preferred creditor according to the Bulgarian law - holder has
a right to be paid, by preference over other creditors. This preference refers to the ordinary
creditors and to the creditors whose rights are registered at a later date.

There are two types of mortgage:

CONCRACTUAL MORTGAGE; a debtor agrees by contract to allow the holder of the mortgage
to register a mortgage over his property on a deed signed by a notary. 
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MORTGAGE BY OPERATION OF LAW: this type of mortgage is established in absence of debtor’s
agreement under certain specific cases, determined in the statute, a debtor may agree by
contract to allow his creditor to register a mortgage over his property.

Restrictions on acquisition 

Bulgarian legislation regulates restrictions on acquisition real property in Bulgaria by foreign
natural persons and legal entities to buy land in Bulgaria. But on the other hand foreign natural
or legal entities can buy building. Bulgarian legal entities with partners /shareholders foreign
persons or companies are permitted to buy land and buildings without any restrictions.
Amendments in the Bulgarian Constitution were adopted providing that foreign legal and
natural entities may acquire land in Bulgaria under the terms arising from the accession of the
Republic of Bulgaria to the European Union.

As per the accession treaty of the Republic of Bulgaria from 01.01.2012 the foreign legal entities
and natural persons are allowed to purchase property for a second home. But they are not
allowed to purchase agricultural lands and forests for two more years, till 31.12.2013. 

Pre-emptive rights arise in certain case, pointed in Bulgarian law of estate if a co-owner decides
to sell his part of the real estate, this co-owner is obliged to offer his part in the first place to
the others co-owner. 

Special Legal Protections for parties 

In the buyer considers that the transaction of real estate is tainted in some way, he may claim
in the court the validity of his purchase. The taint – reason for petition can be:  
■ an error concerning the important characteristics of the property
■ misrepresentation: the seller is not the owner of the property, but he acts as a owner in front
of seller and tricks the buyer into purchasing;
■ violence /physical or mental / voids a sale.
■ lack of consent 
■ contradiction to the law 
■ breach of the required form  

The buyer may claim voidance of the sale – if the property is improper for the use, restrictions
to use to such an extent that the buyer cannot use his new property fully, a prohibition to build
on land.  

Leases

Leases agreements are frequently concluded in Bulgaria. Real property can be rented under
lease agreements. Bulgarian contracts and obligations act regulates residential and
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commercial leases, the maximum lease term /10 years – not applicable for all the legal entities
as commercial transaction/, obligation and rights of the tenant and lesser. The tenant may be
given a right to renewal of the lease, if not the owner wishes to rent to other tenant, to sell or
live in the building.

Rural leases are regulated as general in the same way: automatic renewal rights, limits to the
use of the land, etc. The notary form is not compulsory for the lease agreement.  

Zoning, building permits, etc.

Every building, residential and commercial, equires a prior permit issued by the local municipal
and administrative authorities in the connection with the detailed land plan, zoning rules and
regulations. Land is classified in some categorie, for example urban, farmland, forests or
protected land. 

In the last three years a major reform in the zoning of the real estate is conducted and is presently
continuing. The reform represents entering into force a cadastre card where each property shall
have unique for the whole country number. Leading authority is a new state agency - the Cadastre
agency. All the properties in Bulgaria are supposed to be measured again in order the current
information to be included in the new cadastre card and register as the information from the
regulation in force is used too. The procedure of measuring the properties and filling the card is
slow and is done region by region. At the moment this reform is very difficult and slow in practice
which causes troubles to the legal entities and to the natural persons.  

Wills

A will, signed by a foreigner before a notary public in Bulgaria is recognized in Bulgaria. A will
signed abroad is recognized in Bulgaria if one of the following is met:

■ The will is valid under the law of the country, where the will is executed or
■ The will is valid under the law of the country, which is generally applicable to the person at
the moment of the execution of the will or at the moment of his death or
■ The will is valid under the law of the country, where the person has his domicile or permanent
abode at the moment of the execution of the will or at the moment of his death;

A foreigner may also choose the applicable law. This shall be done in a separate statement in
the will itself provided this statement is signed independently from the will statement. The
following Regulation will be a part of the Bulgarian legislation as per the its terms.   Regulation
(EU) No 650/2012 of the European Parliament and of the Council of 4 July 2012 on jurisdiction,
applicable law, recognition and enforcement of decisions and acceptance and enforcement of
authentic instruments in matters of succession and on the creation of a European Certificate
of Succession.
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> Tax Law

In response to the development of market attitudes Bulgaria carried out a number of changes
within the last decades in its legislation including tax legislation. During that period major
reforms have been put in place, which regulate the tax liabilities of economic subjects/local
and foreign/ for their operation on the territory of Republic of Bulgaria. Now it is possible to say
that Bulgarian tax legislation is in compliance with the legislation of the European Union.

The tax regulations of the European Union are applicable in Bulgaria and the intercommunity
rules are implemented in the Bulgarian legislation. 

Tax on corporate income

Corporate profits are levied at 10% rate. The profits received from sale of shares and other
financial instruments are not levied with tax, but only in case if the shares and the financial
instruments are registered on Bulgarian Stock Exchange. 

Corporate residents and objects 

The Corporate Income tax Act taxes profits of Bulgarian and foreign legal entities, which have
been generated on Bulgarian territory, through a place of business or permanent
establishment. This law also regulates the taxation of income of foreign legal entities and
individuals such as: dividends, interests, royalties.

The maximum tax rate on these sources of income is 10%. Where there is a double tax treaty
between Bulgaria and the country of origin of the foreign company/individual/, the treaty rates
are applicable.

Other taxes: VAT- Transfer tax- Stamp duty- Property Tax.

VAT: VAT rate on the business turnover is 20 %. Generally all supplies are taxable with the
exception of explicitly designated supplies such as: medicine, medical services, social services,
financial services. 

TRANSFER TAX: local municipal tax payable upon transfer of ownership over real estate/. In
Bulgaria this tax is applied only on transfers of real estates and vehicles. From the 2011 its rate
is between 0.1 – 4.5 % of the price of the real estate included in the deed. The exact percentage
is determined with a decision of the Municipal council in every municipality.

STAMP DUTY is paid to the Registry Agency upon the transfer of ownership over a real estate:
its rate is 0.1 % of the price of the real estate included in the deed. 
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ANNUAL MUNICIPALITY PROPERTY TAX: This tax is levied on the property of individuals and
businesses. Taxable properties are only real estates and vehicles. The tax rate depends on the
value of the property, its location and type. 

Branch income

Profits realized by foreign branches in Bulgaria are generally subject to taxation at a 10% rate
which is withheld at their Bulgarian source. The income generated through a branch in a
foreign territory, are considered as a part of the incomes of the head office. In this case if there
is not a double tax treaty legal entities apply tax credit for each identical or similar tax paid in
foreign territory.    

Income determination

Inventory is valued in compliance with the accounting policy of the companies, worked out on
the basis of IAC and IFRS. Applicable Standards give companies the opportunity to adjust the
value of the inventory with the market prices, but for the tax purposes, the effect of these
transactions on the net operating profit is eliminated.

CAPITAL GAINS: Gains from transfer of shares and participations are part of the operating profit
of the companies. 

INTERCOMPANY DOMESTIC: Dividends arising from shares or participations in Bulgarian
companies and accruing to Bulgarian company or person are taxed at a 5% rate.  The capitalized
part of distribution of dividends is exempted from taxation. Companies or persons, which are
local residents of countries of EU, are free of withholding tax on dividends if they hold at list
20% of the shares or participations and not for shorter term than a year.

FOREIGN INCOME: As mentioned above, foreign income is considered as a part of the income of
the local entity. Two ways of taxation are possible – application of rules of a double tax treaty /if
there is such/ or of the right to a tax credit paid for identical or similar taxes in the foreign country.

DEDUCTIONS: Necessarily entailed expenditures for the operation of the company are generally
deductible, with some exceptions. These are expenses on cars used for management needs,
gifts and entertainment and some social benefits received from employee for the account of
employer. These expenses are deductible, but they are subject to a withholding tax at a 10 %
rate. The tax paid is recognized as an expense for operation of the company. 

DEPRECIATION AND DEPLETION: According to the applicable accounting standards, each
company can choose a method of depreciation. But for the purposes of taxation the sum of
depreciation is limited to the tax deductible depreciation rates for each group of assets.
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■ Commercial and administrative buildings 3% 
■ Industrial buildings and facilities 4%
■ Machinery, equipment and apparatus 20%
■ Office equipment and furniture 25%
■ Automobiles 20% 
■ Other vehicles  8% 
■ Untangible fixed assets not more than 20%

NET OPERATING LOSSES: According to the legal provisions net losses can be carried forward
for five years.

Group taxation

There is no special tax regime for holding groups.

Tax incentives

Taking into consideration the low tax rate in Bulgaria, tax incentives are not such an important
a factor. In spite of this, there are some tax allowances for manufacturing companies.

Tax administration

Returns: By March 31 of each year, companies are obliged to file a tax return accompanied by
a balance sheet and some other statements for the results of its operation for the previous year.
As of the same date the balance of the annual tax liability has to be paid too. Advance payments
are required. Their size is calculated at the basis of the profit from the previous year and divided
into 12 monthly installments. For a new company or a company that was liquidated previous
year in a loss position, the advance payments are quarterly on the base of actual results.

Withholding taxes on dividends, interest and royalties

Non treaty rate 10 %. Bulgaria has signed and is a party to a number of Double Tax Treaties
and Double avoidance tax agreement dealing with the withholding taxes. 

Individual Taxes

The maximum individual tax rate from 01.01.2008 is 10%.  All residents, who realize income in
the territory of Bulgaria, are obliged to pay tax. Bulgarian residents are taxed on their worldwide
income. Sources of individual income can be labour agreements, rendering services/ lawyers,
architects, etc./, or economic activities like agriculture, capital gains and others.
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For 2012 employees have to contribute 12.90 % of their gross salary to fund social security and
3.2 % to fund health benefits. All of these are deductible from the gross income to form the
taxable base. The rates are changed in the beginning of every year. 

Capital gains tax is levied at the source and the tax is final. This income is not included in the
taxable base of the individual. Personal allowances: allowances are available only for people
with children up to the age of 18. Tax credit is possible only for Bulgarian residents for their
foreign income.

Transactions 

From 2011 all transactions of a total amount exceeding BGN 15,000 shall be transferred via
bank account, no cash payments are permitted for amount higher than this.
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The Law Firm was founded by Mr. José A. Otero B. in July 21st, 1923. Upon the return of Mr.
Miguel Otero L. in 1957 from the United States after having received the Degree of Master in
Comparative Law, the Law Firm started to practice as counselors for international corporations
and foreign investors doing business in Chile. In this activity, the Law Firm has almost 50 years
of experience, not only serving foreign clients but also counseling Chilean corporations and
clients doing business abroad, mainly in the United States and Europe.

Principal Areas of Practice

General Practice, Commercial, Corporate, Contracts, Financing, Mergers and Acquisitions,
Foreign Investments, Energy, Environmental, Constitutional Law, Administrative Law, Antitrust
and Trade Regulations, Consumer Law, Privatization, Infrastructure and Real States, Water
and Sanitary Services, Labor and Employment law, Tax law, Telecommunications, Information
Technology, Intellectual Property, Copyright, Technology Law, Internet and Cyberspace,
Licensing, Privacy, Communication and Media, Commercial Arbitration and Litigation.

Estudio Jurídico Otero is very active and well known in litigation matters, specializing in
protection rights in diverse judicial levels such as the Appeal Courts, the Supreme Court of
Justice of Chile, ordinary civil and labor courts, and also negotiations. 

Our Culture

Every attorney working for the Estudio Jurídico Otero has been individually trained in such a
way that their working system, legal approach and performance permanently reflect a highly
qualified, personalized and efficient service.

> Chile

ILP GLOBLAL - ESTUDIO JURÍDICO OTERO 
www.otero.cl
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Client Support

Our attorneys work exclusively for the Law Firm and therefore the client receives immediate
and personal assistance from any one and all of them.

Membership

Estudio Jurídico Otero ltda. is member of ILP Global (International Lawyer Partners), an
association that, to date consists of 5 law firms in Chile, Ecuador, Mexico, Perú and Spain, which
share and maintain a common philosophy, design and work methodology. The Association
endeavors to meet the needs of clients in different jurisdictions under a uniformity of
procedures, without losing the identity of the law firms that make it up or forgetting the
idiosyncrasies and distinctiveness of their respective laws. It is also a member of e-Iure, an
expanding network of law firms with international practice.

Likewise, Estudio Jurídico Otero is the only Chilean firm member of the Employment Law
Alliance, the largest world network of lawyers specializing in employment law and labor issues
in all 50 of the United States and more than 300 cities worldwide.

> Chile, Platform Country for the Latin American Region

Chile has specific comparative advantages that make it the best place for foreign corporations
to develop new business and expand their operations and sales in Latin America. Key among
them is a stable and transparent legal framework for foreign investment, characterized by clear,
non-discriminatory and non-discretionary rules. These principles are embodied both in the
1980 Political Constitution and in all laws, including the Foreign Investment Statute, known as
Decree Law 600 (D.L. 600). 

All the rights guaranteed by Chile's legal framework are further protected by Bilateral
Investment Treaties (BITs). As of January 2008, Chile had signed 52 BITs, 39 of which were in
force at that time. In addition, Chile's Free Trade Agreements (FTAs) with Canada, Mexico, South
Korea, China, Costa Rica, El Salvador, Guatemala, Honduras, Nicaragua and the United States
include specific chapters on investment-related issues, including dispute-settlement
mechanisms that are similar to those used in BITs.

Since May 7, 2010, Chile became a member of the Organization for Economic Cooperation and
Development (OECD), an international cooperation organization of 31 states, which aims to
coordinate their economic and social policies. It is considered that the OECD brings together
the most advanced and developed countries in the world, for its members represent 70% of
the global market.



> Chile COMPENDIUM 2013

— 133 —

Though there are other mechanisms that can be used by foreign investors, such as Chapter
XIV of the Central Bank's Compendium of Foreign Exchange Regulations, more than 81% of
materialized foreign investment between 1990 and 2004 entered the country through D.L. 600,
with a total of US$ 53.6 billion. Based on constitutional principles, the Foreign Investment
Statute guarantees non-discriminatory and non-discretionary treatment of foreign investors.
The former assures all people, regardless of their nationality, "to be treated by the State and
its bodies in economic matters without arbitrary discrimination". Therefore, foreign investors
enjoy the same rights and guarantees as local investors. The principle of non-discretionary
treatment governs the activities in every economic sector and entails the existence of clear,
well-known and transparent rules, which assure foreign investors they will be treated fairly
and impartially.

Main Foreign Investors' Rights

Foreign investors in Chile can own up to 100% of a Chilean-based company, and there is no time
limit on property rights. They also have access to all productive activities and sectors of the
economy, except for a few restrictions in areas such as the fishing sector, air transport and mass
media. In the case of fishing, restrictions are subject to the rules of international reciprocity.

The State has a very minor productive role in Chile. Only a few strategic activities - such as
exploration and exploitation of lithium, liquid and gaseous hydrocarbons deposits in coastal
waters under national jurisdiction or located in areas classified as important to national security,
and the production of nuclear energy - are restricted to the State. However, under certain
circumstances, foreign companies can invest even in these sectors.

Any foreign individual or legal entity, as well as Chileans with residence abroad, can invest
through D.L. 600. Under this mechanism, investors enter into a legally binding contract with
the Chilean State, which cannot be modified unilaterally by the State or by subsequent changes
in the law. However, investors may, at any time, request the amendment of the contract to
increase the amount of the investment, change its purpose or assign its rights to another
foreign investor.

D.L. 600 guarantees investors the right to repatriate capital one year after its entry and to remit
profits at any time. In practice, the one-year capital lock-in has not represented a restraint since
most productive projects - in areas such as mining, forestry, fishing and infrastructure - require
more than a one-year start-up period. Once all relevant taxes have been paid, investors are
assured access to freely convertible foreign currency without any limits on the amount, for both
capital and profit remittances. In addition, they are guaranteed the right of access to the formal
exchange market. The repatriation of all capital invested is devoid of any tax, duty or charge up
to the amount of the originally materialized investment. Only capital gains over that amount
are subject to the general regulations contained in the tax code.
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It should be noted that the Central Bank has the right to restrict access to the formal exchange
market - made up by banks and other authorized dealers - if adverse macroeconomic conditions
make this necessary. However, D.L. 600 investors are exempt from these restrictions and their
right to access the market in order to repatriate profits or capital is not affected.

The D.L. 600 contract acknowledges as foreign investment:

■ Freely convertible currency that can be exchanged at the most favorable rate that foreign
investors can obtain from an entity authorized to operate in the Formal Exchange Market. 

■ Tangible assets, in any form or condition brought into the country according to general import
regulations, without exchange coverage. The value of these goods will be determined using
general procedures applied to imports. These tangible assets include, among others, machinery
or equipment used in productive processes. 

■ Technology, in any form susceptible to be capitalized, which will be appraised by the Foreign
Investment Committee according to its real international market value, within 120 days after
the foreign investment application is submitted. If the appraisal is not carried out, the value
assigned shall be that estimated by the investor in an affidavit. In previous cases, independent
consultants have performed this task. 

■ Credits associated to foreign investment: The general regulations, terms, interest and other
modalities of foreign credit contracts, as well as surcharges related to total costs to be paid by
the debtor, including commissions, taxes and expenses, shall be those authorized by the Central
Bank of Chile. 

■ Capitalization of foreign loans and debts, in freely convertible currency, whose contract has
been duly authorized by the Central Bank Under D.L. 600. Investors can increase the capital of
the company which received the investment through both the capitalization of credits made
under Chapter XIV and the credits derived from current imports and pending payments. 

■ Capitalization of profits transferable abroad: D.L. 600 allows capital increases of the company
receiving the investment through the capitalization of transferable profits.

Foreign investors may request a maximum time-limit of three years to materialize their
contributions. Under article 11 bis of DL 600, investments of not less than US$ 50 million for
industrial or non-mining extractive projects can request a time-limit of up to eight years. In the
case of mining projects, the time-limit is eight years but, if previous exploration is required, the
Foreign Investment Committee may extend it to up to twelve years. 
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Special Advantages for Foreign Investors

Although Chile's Constitution is based on the principle of non-discrimination, D.L. 600 offers
some tax advantages for foreign investors. These are not "tax breaks" or "tax holidays", but are
intended to provide a stable tax horizon, acting as a form of "tax insurance". D.L. 600 offers
several different tax options, but basically allows the investor to lock into the tax regime
prevailing at the time an investment is made. 

Invariability of Income Tax Regime

All Chilean companies have to pay a First-Category Tax (or Corporate tax) equivalent to 17%
(currently under revision in the National Congress in order to increase the rate up to 20%)
Under Chile's Common Tax Regime, a 35% tax is currently levied on distributed or remitted
profits abroad. 

Interests paid to non-residents are also subject to a 35% additional withholding tax. However,
interest on loans granted by foreign banking or other financial institutions is subject to a 4%
tax, provided that excess indebtedness provisions do not apply (the over-indebtedness rules
are currently under revision at the National Congress). Under DL 600, a foreign investor can
opt to lock into an effective fixed overall tax rate of 42% on taxable income for up to ten years,
or - under article 11 bis of DL 600- for up to twenty years in the case of industrial and extractive
investments of US$ 50 million or more. The investor, thereby, acquires immunity from any tax
increases in the Common Tax Regime that may occur during that period. The lock-in can be
waived at any time, but an investor cannot subsequently revert to the guaranteed 42% rate. The
First-Category payment of 17% can be set against tax returns under both the Common Tax and
Invariable Tax Regimes.

Invariability of Indirect Taxes

D.L. 600 states that foreign investments brought into the country in the form of tangible assets
are subject to the general Value Added Tax taxation (VAT) regime and customs regulations.
However, foreign investors are entitled to include a clause in their contracts giving them access
to a regime that freezes VAT (currently at 19%), as well as import tariffs on capital goods for the
project, at their rate at the date of the investment. This special regime applies throughout the
period authorized for carrying out the investment. Additionally, imports of some of these capital
goods such as machinery or equipment are exempt from VAT in the case they are not produced
in Chile and are on a list compiled, prepared and published by the Ministry of Economy's Foreign
Trade Department. The current list was approved by Decree 204 of the Ministry of Economy,
published in the Official Gazette ("Diario Oficial") on December 12, 2002, and is available at the
Ministry of Economy's website, www.economia.cl 
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Foreign investors who sign a D.L. 600 contract are exempted from VAT on other technology
imports, providing they appear on this list compiled by the Foreign Trade Department. The
products currently listed include accounting and data processing machines, TV cameras, lasers
and magnetic resonance imaging diagnostic equipment (MRI), among several others.

Special Regime for Large Projects

Under article 11 bis of D.L. 600, investments in new industrial or extractive activities, including
mining, are entitled to additional tax benefits, providing they have a value of at least US$ 50
million. Currently, the Foreign Investment Committee is revising its policy regarding article 11
bis, and new contracts under this regime are not being approved at this time. This policy is
subject to change in the future.

New Legislation for mining projects

On 16 June, 2005, Law 20.026 was published in the Official Gazette. It establishes a specific tax
on mining activities, which came into force on 1 January, 2006. The Law amends Decree Law
600 by adding a new Article 11 ter. That article establishes a regime of invariability for the
aforementioned tax, for those investors that sign a new foreign investment contract related to
projects with a value of no less than US$ 50 million. In order to opt into this special regime,
investors with existing foreign investment contracts must not have made use of the special
invariability regimes set out in articles 7 and 11 bis of DL 600, or they must renounce those
regimes at the time of opting into the rights under article 11 ter. The deadline for submitting a
request to opt into the regime under 11 ter for investors with existing foreign investment
contracts was November 30, 2005. 

Foreign Investment Procedures

A foreign investor who wishes to invest through the D.L. 600 must submit an application to
the Executive Vice-Presidency of the Foreign Investment Committee. Since June 6 of 2003,
the minimum investment amount for a new project is US$ 5,000,000 (five million dollars)
when investments consist of foreign currency and associated credits. The minimum amount
is US$ 2,500,000 (two and a half million dollars) when the investment is in the form of tangible
assets, technology, and capitalization of profits or capitalization of credits. The Foreign
Investment Committee retains the right to modify both figures. Projects submitted to the
Committee's consideration must involve a ratio between equity and associated credits of up
to 25/75 respectively.

In the case of foreign currency, investors can execute their foreign exchange operation only
when the contract has been duly signed. However, when submitting the application, they can
request a special authorization to exchange their currency immediately. Any other type of capital
contribution requires the Foreign Investment Contract to be duly signed. 
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Additional information

Most investment projects require additional permits and/or must fulfill other requirements besides
those set forth in D.L. 600. All investment projects, both local and foreign, must comply with the
country's local and sector-specific legislation, at the national, regional and municipal levels.

It is worth noting that, besides the Foreign Investment Committee's approval, some projects
require additional information or authorization, which must be obtained from other competent
authorities. Only as an example, we can mention that when an application for investments in
the mining sector is presented under D.L. 600, the Foreign investment Committee asks the
Chilean Commission of Copper (Cochilco)  to issue a report on the project; the Fishing
Superintendence  reports on activities in that sector; the Banks and Financial Institutions
Superintendence must authorize operations in the financial banking area; and the Securities
and Exchange Commission reports on activities in the insurance and investment funds fields. 

A concession granted by the  Telecommunications Superintendence is required in order to
install, operate and run public telecommunication services; intermediate telecommunication
services through physical facilities and networks designed for this purpose; and radio sound
broadcasting services. Complementary services, such as telephone banking or financial data
over the telephone, do not require a concession or permit, although a technical ruling is required
when equipment is connected to public telecommunications networks.

In the case of the environmental assessment of projects, it is based on the Environmental
Assessment Service. Its main function is to introduce the use of modern technology and manage
the environmental management tool called "System of Environmental Impact Assessment”
(SEIA), which is based upon the environmental assessment of projects adjusted as provided in
the existing standard, promoting and facilitating citizen participation in the evaluation of projects.
The role of this Service is to standardize the criteria, requirements, conditions, background
information, certificates, procedures, and technical requirements of an environmental nature
established by relevant ministries and other state entities, by establishing processing guidelines.
The modernization of the system aims to establish common criteria to evaluate each type of
project, thus ensuring the protection of the environment in an efficient and effective manner.

In line with its commitment to free-market economic policies and free trade, Chile does not
use tax incentives to support productive activities or to attract new investment. However, it does
provide certain inducements for investments in some isolated geographic regions and new
industries, particularly those in the technology field.

Investors can, for example, tap into government schemes to promote workplace training and
to increase industrial productivity. All these schemes, in the form of grants and tax rebates, are
available equally to both local and foreign investors and are part of a wider government strategy
designed to increase competitiveness by extending the benefits of economic growth to all areas



of the country, promoting education and training and encouraging technological innovation.
*Source: Foreign Investment Committee

>Bilateral Investment Treaties

In 1991, Chile became a signatory of the Washington Convention of 1965 that created the
International Center for Settlement of Investment Disputes (ICSID). Since then, the country
began to negotiate Bilateral Investment Treaties (BITs), a mechanism through which Chile
provides additional protection both to inward and outward foreign investment flows. As of
November 2005, Chile had negotiated 52 BITs, 39 of which were in force at that time. In these
agreements, each Contracting State commits itself to provide fair and equitable treatment to
investments legally materialized in its territory by investors of the other Contracting State. They
also guarantee the principles of National Treatment and Most Favored Nation status.

Moreover, BITs protect private property rights through the establishment of basic principles and
minimum standards in case of expropriations. Likewise, they guarantee that any expropriation
or measure with similar effect will be adopted in accordance with a law based on public good or
national interest, in a non-discriminatory manner. They state that expropriatory measures must
be accompanied by the provisions of prompt, adequate and effective compensation.

Through BITs, the Contracting States guarantee the free transfer of capital, of profits or interest
generated by foreign investments, and, in general any transfer of funds related to investments.
Some restrictions may apply, in accordance with national laws. Additionally, these agreements
establish a dispute settlement mechanism in case of disputes that might arise between an
investor of a Contracting State and the other Contracting State. Basically, this mechanism
assures that controversies will be settled through friendly consultations. If no agreement is
reached, the investor will be entitled to submit, at his own decision, the case before the domestic
jurisdiction of the host State of the investment or to international arbitration. In most BITs, this
jurisdictional option is definitive.

The principle of subrogation is also included in BITs. This means that if one Contracting State
- or an agency authorized by it - grants any kind of insurance against non-commercial risks to
an investment in the territory of the other Contracting State, the latter shall recognize the rights
of the former to subrogate for the rights of the investor in case it has paid the insurance. 

The protection provided by these agreements applies both to investments made after the
agreement comes into force as well as to those made before that date. These BITs, however,
do not apply to disputes which arise prior to their entry into force or to disputes directly related
to events which occurred prior to their entry into force. Signed treaties need to be ratified by
Congress before they can be in force. Treaties are in force in Chile once they are published in
the Official Gazette (the Government's Official Registry of laws and decrees).
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List of investment treaties:

Americas
COUNTRY SIGNED ON STATUS*

Argentina August 2,1991 In Force since February 27, 1995
Bolivia September 22, 1994 In Force since July 21, 1999
Brazil March 22, 1994 Not in force
Colombia January 22, 2000 Not in force
Costa Rica July 11, 1996 In Force since July 8, 2000
Cuba January 10, 1996 In Force since September 30, 2000
Ecuador October 23, 1993 In Force since February 21, 1996
El Salvador November 8, 1996 In Force since November 18, 1999
Dominican Republic November 28, 2000 Not in force
Guatemala November 8, 1996 In Force since December 10, 2001
Honduras November 11, 1996 In Force since January 10, 2002
Nicaragua November 8, 1996 In Force since January 10, 2001
Panama November 8, 1996 In Force since December 21, 1999
Paraguay August 7, 1995 In Force since September 16, 1997
Peru February 2, 2000 In Force since August 11, 2001
Uruguay October 26,1995 In Force since April 22, 1999
Venezuela April 2, 1993 In Force since May 17, 1994

Europe 
COUNTRY SIGNED ON STATUS*

Austria September 8, 1997 In Force since November 17, 2000
Belgium July 15, 1992 In Force since August 5, 1999
Croatia November 28, 1994 In Force since July 31, 1996
Czech Republic April 24, 1995 In Force since December 2, 1996 
Denmark May 28, 1993 In Force since December 30, 1995
Finland May 27, 1993 In Force since June 14, 1996
France July 14, 1992 In Force since December 5, 1994
Germany October 21, 1991 In Force since June 18, 1999
Greece July 10, 1996 In Force since March 7, 2003
Hungary March 10, 1997 Not in force
Island June 26, 2003 In Force since May 16, 2006
Italy March 8, 1993 In Force since June 23, 1995
The Netherlands November 30, 1998 Not in force
Norway June 1, 1993 In Force since November 4, 1994
Poland July 5, 1995 In Force since September 22, 2000
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Portugal April 28, 1995 In Force since February 24, 1998
Romania July 4, 1995 In Force since August 27, 1997
Spain October 10, 1991 In Force since April 27, 1994
Sweden May 24, 1993 In Force since February 13, 1996
Swiss September 24, 1999 In Force since August 22, 2002
Turkey August 21, 1998 Not in force
Ukraine October 30, 1995 In Force since August 29, 1997
United Kingdom January 8 1996 In Force since June 23, 1997

Asia, Pacific Islands and the Middle East
COUNTRY SIGNED ON STATUS*

Australia July 9, 1996 In Force since November 18, 1999
China March 23, 1994 In Force since October 14, 1995
Indonesia April 7, 1999 Not in force
Lebanon October 13, 1999 Not in force
Malaysia November 11, 1992 In Force since August 4, 1995
New Zealand July 22, 1999 Not in force
Philippines November 20, 1995 In Force since November 6, 1997
Vietnam September 16, 1999 Not in force

Africa
COUNTRY SIGNED ON STATUS*

South Africa November 12, 1998 Not in force
Egypt August 5, 1999 Not in force
Tunisia October 23, 1998 Not in force

* Signed treaties need to be ratified by Congress before they can be in force. Treaties are in force in Chile
after they are published in the Official Gazette (the Government´s Official Registry of laws and decrees). 

List of free trade agreements
AGREEMENT COUNTRY(IES) SIGNED ON DATE OF ENTRY INTO FORCE

Canada-Chile FTA Canada December 5, 1996 July 5, 1997 
Chile-Mexico FTA Mexico April 17, 1998 August 1, 1999
Chile-Central America FTA Costa Rica October 18, 1999 February 14, 2002

El Salvador June 3, 2002 (Bilateral Protocol
Guatemala August 5, 2010 (Bilateral Protocol)
Honduras August 28, 2008
Nicaragua Bilateral protocol under negotiation

— 140 —

COMPENDIUM 2013> Chile



Chile-EU EPA European Union November 8, 2002 February 1, 2003
Chile-US FTA United States June 6,2003 January 1, 2004
Chile-Korea FTA South Korea February 15, 2003 April 1, 2004
EFTA Iceland June 26, 2003 December 1, 2004

Liechtenstein
Norway
Switzerland

Chile-China FTA China November 18, 2005 October 1, 2006
Pacific-4 (P-4) Brunei July 18, 2005 November 8, 2006

New Zealand
Singapore

Chile-Panama FTA Panama June 27, 2006 March 7,2008
Chile-Colombia FTA Colombia November 27, 2006 May 8, 2009
Chile-Peru FTA Peru August 22, 2006 January 1, 2009
Chile-Japan EPA Japan March 27, 2007 September 3, 2007
Australia-Chile FTA Australia June 30, 2008 March 6, 2009
Chile-Turkey FTA Turkey June 14, 2009 March 1, 2011

Agreements under negotiation
■ Vietnam
■ Thailand
■ Malaysia

Double taxation

Chile has double taxation treaties in force with several countries and a few to be eventually
signed.

Status of double taxation treaties with Chile

Treaties in force:
■ Argentina, March 7, 1986
■ Belgium, July 17, 2010
■ Brazil, October 24, 2003
■ Canada, February 8, 2000
■ Colombia, December 22, 2009
■ Croatia, June 24, 2003
■ Denmark, February 10, 2005
■ Ecuador, October 24, 2003
■ France, September 14, 2006
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■ Ireland, October 28, 2008
■ Malaysia, October 2, 2008
■ Mexico, February 8 2000
■ New Zealand, September 4, 2006
■ Norway, October 20, 2003
■ Paraguay, October 2, 2008
■ Peru, January 5, 2004
■ Poland, March 27, 2004
■ Portugal, October 28, 2008
■ South Korea, October 20, 2003
■ Spain, January 24, 2004
■ Sweden
■ Switzerland, August 6, 2010
■ Thailand, August 9, 2010
■ United Kingdom, February 16, 2005

Subscribed Agreements
■ Russia,
■ United States
■ Australia

Agreements for which negotiations have been concluded
■ South Africa

International transport agreements
■ Germany (air and sea), September 11, 1978,
■ United States of America (air), February 4, 1994,
■ France (air), July 21, 1978,
■ Panama (air), April 25, 2001,
■ Singapore (sea), November 25, 1993,
■ Switzerland (air), November 18, 2009,
■ Uruguay (air), February 27, 1995,
■ Venezuela (air and sea), April 18, 1994.

> Conducting Business in Chile

In general terms, business can be conducted in Chile either through a Limited Liability
Partnership, a Corporation, a branch of a foreign entity and two new forms of organization, the
one-person limited liability company and the limited liability corporation.

Chilean Law requires that only some and specific kind of businesses are conducted through
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corporations, such as banks, mutual funds and insurances companies. 

Among the types of business entities, the least recommendable is the branch of a foreign entity
because the foreign parent company is fully liable for the activities of its Chilean branch. Its
liability may not be limited to the capital allocated to the branch in Chile and, moreover, the
local IRS is empowered to assess the branch’s taxable income if it considers that the accounting
records are not appropriately reflecting that income. 

Finally, although the Chilean branch of a foreign company can deduct specific expenses incurred
by the foreign parent company in connection with the branch’s activities that are necessary to
produce the local company’s income, there are some IRS rulings that state that payments made
abroad to cover such expenses are subject to a 35% withholding tax. General unspecified
charges are not deductible.

Closed Corporations, Limited Liability Partnerships, one-person limited liability companies and
Limited Liability Corporation shall be incorporated by means of a public deed, an abstract of
which must be published in the Official Gazette and registered with the local Registry of
Commerce. The corresponding bylaws are included in the public deed of incorporation. 

In the case of corporations and limited liability partnerships, there must be at least two partners
or shareholders, either natural or legal persons. One-person Limited Liability companies must
be incorporated by only one natural person. This type of organization was created to allow small
entrepreneurs to do business without jeopardizing all his patrimony. In the case of the limited
liability company by stock, it may also start as a one person entity, with the capital divided in
stocks. It was created mainly to promote investment of risk capital.

The incorporation process takes approximately two to three weeks. 

Similarities between a Closed Corporation and a Limited Liability Company and the Limited
Liability Corporation

The main similarities between a Closed Corporation and a Limited Liability Company and the
Limited Liability Corporation are the following:

LIABILITY: Partners and shareholders are liable only up to the amount of their contributions.

CONTROL: Neither is subject to specific control by any government agency, except for the
authority of local IRS.

TAXATION: The income tax structure of corporations and limited liability companies is the same,
and is divided into two stages: first, when income is accrued; and second, when profits are
distributed to shareholders or partners. In the first stage, the tax rate is 17% (currently under
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revision in the National Congress in order to increase the rate up to 20%). In the second stage,
the income is subject to a personal progressive income tax (rate from 0% up to 40%) or, in the
case of non-resident shareholders or partners, to a withholding tax at the rate of 35%. A tax
credit against the tax paid in the second stage is granted for taxes paid in the first stage. In the
case of non-resident shareholders or partners, the overall tax rate is 35%. Nevertheless, there
are some differences regarding some issues that are described hereinafter.

FOREIGN INVESTMENT: As it was explained previously, there are two suitable alternatives in
making a capital contribution: the “Chapter XIV” of the Foreign Exchange Compendium and the
“DL 600” (Foreign Investment Statute).  

Differences between a Closed Corporation and a Limited Liability Company and the Limited
Liability Corporation

In general, we can appreciate that most of the differences between a Closed Corporation and a
Limited Liability Company are due to the fact that the former emphasize capital and the latter
emphasize the person as a partner. Bearing this fact in mind, we can say that the main
differences between them are the following:

MANAGMENT

Closed Corporation:  A Board of Directors manages it and appoints the general manager (CEO),
who is the legal representative of the corporation. Certain essential matters such as merger,
termination, capital increases, etcetera, must be decided upon by the Shareholders Meeting.
The annual report and balance sheet must be approved by the Shareholders Meeting. The board
is elected by shareholders and it must be comprised of at least three members. The directors
do not need to be domiciled in Chile.  Board Meetings must be held in the place indicated in the
summons or otherwise in the Corporate Bylaws and directors must assist in person. If directors
live abroad it is possible to designate alternate directors with domicile in Chile. In such a case,
each director must have an alternate. However, it is possible to authorize Board Meetings in
which one or more directors are connected by phone or video conference. Directors are fully
liable for the management of the corporation.

Limited Liability Company and Limited Liability Corporation: It is managed by its partners or by
whomever they appoint for such purposes in its bylaws or in a different public deed. This
attorney will have the powers expressly granted to him.  

Therefore, the management of a Limited Liability Company is simpler as it does not require
shareholders and/or board meetings, unless management is stipulated to be through a board.
Nevertheless, if the manager has been appointed in the company’s bylaws, his removal must
be done by amending such bylaws, fulfilling the same requisites required to incorporate the
company (public deed which abstract must be registered and published).
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CAPITAL

The law does not require a minimum amount of capital but it must be enough to allow the
business entity to finance start-up costs. In both, Limited Liability Companies and Corporations
the capital can be contributed as the company needs it. 

Closed Corporation and Limited Liability Company by Stock: Its capital is divided in shares and
the number of shares indicates the percentage ownership of the corporation. The initial capital
must be subscribed and paid in the period of 3 years; otherwise the company’s capital is reduced
to the paid amount, except for bonds convertible into shares, all of the aforesaid pursuant to
law. No one can become a shareholder by means of providing certain work.

Limited Liability Company: Its capital is not divided into shares and the percentage ownership
of the Company is represented by the percentage contribution to the company’s capital. The
initial capital must be paid in the period agreed in the bylaws. A partner can acquire an equity
interest through his personal work for the company.

Assignment of interests

Closed Corporation: The procedure to transfer shares is simple and does not require significant
formalities or an amendment of the deed of incorporation.

Limited Liability Company: Ownership interests cannot be freely assigned except under
unanimous authorization of all partners.  The deed of incorporation must be amended and
an abstract must be published in the Official Gazette and registered with the local Registry
of Commerce.

Profits

Closed Corporation: Dividends may only be distributed if there are profits. Furthermore, profits
may only be distributed in proportion to the number of shares owned by each shareholder.

Limited Liability Company: Partners may withdraw money even if there are no profits.
Furthermore, if agreed by partners, profits may be distributed in a proportion different than the
percentage ownership interests in the company.

Reinvestment

Profits can be withdrawn from a Limited Liability Company to be reinvested in other companies
without paying taxes on such withdrawal. This may be attractive if the company is going to
become a holding company.
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Delaying payment of personal progressive income tax or withholding tax

If a Limited Liability Company does not have profits subject to first-stage taxation, payment of
personal progressive income tax or withholding tax regarding profits withdrawn from the
company will be delayed until the company has profits subject to first-stage tax.  In the case of
limited liability companies, the withdrawal in excess defers the accrued terminal tax (Impuesto
Global Complementario in case of individuals, or Additional or withholding Tax in case of
individuals with no domicile or residence in Chile) until the generation of profits at the level the
company. Once the company generates the annual  profits, the final tax will be accrued (Global
Complementario with progressive rate of 0% to 40% with the right to use the credit due to the
corporate tax paid, called “First Category Tax”, or Additional Tax, with a rate of 35%, with the
right to use the corporate credit paid, or First Category Tax).

Unique Tax on non-deductible expenses

Closed Corporation: Certain transactions, such as non-deductible expenses, presumed
withdrawals corresponding to utilization of the company’s fixed assets and loans of the company
to its shareholders who are natural persons are subject to a unique tax of 35%.

Limited Liability Company: Non-deductible expenses are subject to the personal progressive
income tax or, in the case of non-resident shareholders or partners, to a withholding tax.

Duration

Closed Corporation: Its duration may be indefinite.

Limited Liability Company: Its duration may not be indefinite. Nevertheless, the partners may
incorporate it for the period of time they want, with no legal limit, and it may be automatically extended. 

Amendments

Closed Corporation: Amendments to the by-laws must be approved by different types of
majorities at a Shareholders Meeting.

Limited Liability Company: All partners must unanimously agree to amend the by-laws in a
public deed.

Miscellaneous 

It is important to highlight that corporations cannot maintain or purchase their own shares
except in very specific cases only regarding publicly traded companies, provided the transaction
is approved by 2/3 of the shareholders.
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Stock Options exist in Chile only regarding open corporations and must be limited to 10% of a
capital increase plus the amount of the capital increase not subscribed by shareholders in
exercise of their preemptive rights. 

This is only a general approximation of the main similarities and differences between a Closed
Corporation and a Limited Liability Company. 

We must mention that the Limited Liability Corporation recently created offers great flexibility
in its organization and operation, without many of the restrictions of the close corporations or
the inconveniences of a limited liability company.

Taxation

See above. Conducting Business in Chile – Taxation.

According to “DL 600” provisions, a fixed, overall tax rate of 42% can be agreed upon for a ten-
year period. This fixed tax can be waived at any moment but the investor cannot subsequently
return to the guaranteed 42% rate. 

Royalties are subject to a withholding tax rate of 20%. There are other rates for specific cases.
The tax rate for payments done to foreigner non domiciled or no resident in Chile for engineering
services or technique advices is 15%. 

There are some special tax regulations for Business Platform Companies, which are not
applicable regarding countries that have double taxation agreements with Chile. The purpose
of this special tax regime is to avoid double taxation for those companies incorporated in Chile
which purpose is to invest in Chile and abroad and provided that the requisites and conditions
stated in the law are duly fulfilled.

> Labour and Employment Law

The Chilean Constitution (article 19 Nº 16) recognizes and protects the freedom to work.  It
stipulates that every person has the right to choose his/her job and to a fair salary. It also forbids
any form of discrimination not based on capacity or personal adaptation. No jobs can be
prohibited unless they affect morality, national security or national health. Nor is it possible to
condition the job to union membership or other forms of organization (or to not joining such
organizations).  And every employee has the right to bargain collectively. The Constitution also
recognizes the right to social security and to form unions.

Labor laws in Chile are basically contained in the Labor Code. This code regulates labor
relations between employers and employees. Except in the case of matters not regulated by
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special laws or if a rule specifically states it, the Labor Code does not apply to people working
for the State (whether centralized or decentralized agencies), for the Legislature or the
Judiciary, or to any public employees subject to special rules (but only to the extent of those
special rules).

The rights contained in the labor laws cannot be waived while the employment contract remains
in force. Thus, each employee enjoys certain minimum inalienable rights, and any attempt to
cause an employee to waive such rights is unenforceable. These rights can be complemented
by the additional rights and benefits granted by the employer in the work contract, its annexes
or subsequent amendments.

The general principles contained in the Labor Code state that employment has a social
function and every person has the freedom to contract and engage in the lawful employment
he/she chooses.

The Labor Code defines the subjects of labor relations, employer and employee. It says that the
employer is any natural or legal person who uses the intellectual or material services of one or
more persons under an employment contract. The employee is any person who renders
intellectual or material services as a dependant and subordinate under an employment contract.

As these definitions show, the basic aspects that determine whether a relationship is ruled by
labor laws or is that of an independent contractor are subordination and dependency. Therefore,
it is important to be careful in drafting and negotiating contracts because although the parties
may have agreed to be ruled by contractual relationships, since labor rights cannot be waived,
the court may determine that it is in fact a work relationship and thus subject to the rights and
obligations we will refer to herein.

Hiring

DISCRETIONARY TERMINATION VS. LEGAL TERMINATION CAUSE: Employment stability is a
governing principle in Chile and most of the employment relationships are permanent, unless
otherwise stated.

The employment contract may be terminated only on any of the grounds set forth in articles
159, 160 and 161 of the Labor Code and the employee shall be entitled to receive compensation
depending upon the reason for termination.

According to article 159, the employment contract can end by mutual agreement, by resignation
of the employee, by the death of the employee, expiration of the term agreed in the contract,
the conclusion of the task or work for which he/she was hired and by acts of God. In these cases,
there is no severance payment and the employer must only pay the sums due to the worker in
relation to employment until the date of termination of the work relationship.
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Also, according to article 161, the employer may unilaterally terminate the contracts of executive
and senior officers. It can terminate other employees because of needs of the company
(economic or others), which must be properly and adequately justified and authorized by the
employer. In any of these cases:

■ a formal written notice of the termination must be delivered to the employee not less than
thirty days in advance of the effective date of termination, unless compensation is paid in lieu
of such notice equivalent to the last monthly salary earned by the employee, with a maximum
limit of UF 90. 

■ a compensation for years of service shall also be paid if the work contract has been in force
for a year or more, equivalent to the last salary earned by the employee for each year of service
or fraction over six months, with a ceiling of 330 days (11 years of service). The salary used in
this calculation is limited by law to UF 90 monthly (90 Unidades de Fomento, an indexation unit,
of approximately US$ 3,950).

The employer may choose to pay this compensation on the basis of salary actually paid to the
worker in the event that this exceeds the limits established by law for the calculation. Article
160 of the Labor Code provides grounds attributable to the conduct of the worker that can end
the contract without the employer's obligation to pay compensation (only sums due to the
worker in relation to employment until the date of termination of the work relationship), such
as proven serious misconduct, dishonesty in the execution of the work, slander against the
employer and immoral behavior that affects the company where he or she works.

If the cause alleged by the employer in the formal letter of dismissal is considered unfair or
inapplicable, the employee has 60 days to file a suit against his/her employer and the severance
payment and sums due to him can be increased by 30% to 100% if the court sustains the
employee’s claim.

If the court deems that the dismissal was anti-union conduct, then the employee will be entitled
to recover his job and be paid the salaries he could have received during the time he/she was
separated from his/her job or be paid 3 to 11 monthly salaries, plus payments for unfair
dismissal. In any case, the employment termination of the relationship must be signed and
ratified by the worker before a Notary or other Certifying Officer.

If the parties agree to pay in installments the resulting amounts for the worker corresponding
to the settlement agreement, the payment must include interest and adjustments and the
agreement cannot be authorized by a notary public, but by a Labor Inspector.

DISCRIMINATION: The Chilean Constitution forbids any form of discrimination not based on
capacity or personal adaptation. Article 2 of the Labor Code states that any form of
discrimination violates labor rules. Discrimination consists of distinctions based on race, sex,
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color, age, marital status, union membership, religion, political ideas, nationality or social origin
and transgresses the principles of labor laws.  No employer can condition the hiring of an
employee to those circumstances.

Nor can an employer condition the hiring of an employee to the absence of economic, financial,
bank or commercial obligations unless the employee will have power of attorney to act on behalf
of the employer that involves at least general managing powers; or he/she will be in charge of
collecting, administrating or safekeeping funds or valuables of any nature. 

Finally, it should be noted that the Labor Code provides a special procedure to protect workers
from discriminatory conduct and any violation of their fundamental rights guaranteed by the
Constitution, which may result in the appliance of fines between 6 to 11 monthly salaries to the
affected employee.

EMPLOYMENT APPLICATIONS: The above-mentioned rules must be taken into account in
employment applications and interviews, particularly the rules relating to nondiscrimination.
In general, there are no express rules regarding convictions, but it is not considered illegal to
request a certificate of criminal record for a potential employee.

Some positions require the exclusion of those individuals who have been convicted for crimes
punishable by imprisonment of more than three years and one day. Medical examinations may
be required of applicants if a particular health condition is required in the position to be filled.

EMPLOYMENT CONTRACT: According to article 7 of the Labor Code, the individual employment
contract is an agreement where the employer and employee are mutually obliged, the latter to
render personal services as a dependant and subordinate, and the former to pay a salary for
such services.

Article 8 also stipulates that any rendering of services under such circumstances makes the
existence of an employment contract presumable. 

Article 9 of the aforesaid code states that the employment contract can be made verbally or in
writing, but a written counterpart must be signed within 15 days after the employee started
work or 5 days, if he was hired for a specific task, work or job that will take less than 30 days.
The absence of a written contract shall mean that the terms and conditions are the ones
declared by employee, and the employer will be subject to a fine.

Article 10 of the law specifically describes the basic information that the contract should contain,
such as date and place of the contract, identification of the parties, including the employee’s
nationality and date of birth, nature of the job, place where it must be done, salary and payment
terms, work day and term of the contract.
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ADVERTISING/RECRUITMENT: Any job offer made by any means, directly or through a third
party, is considered in violation of labor rules if special discriminatory requirements are imposed
regarding race, sex, color, age, marital status, union membership, religion, political ideas,
nationality or social origin, unless it is related to the capacity of the people to perform their job.

EMPLOYMENT REFERENCES/BACKGROUND INVESTIGATIONS: 0Employers may verify
references provided by a job applicant.

Compensation and benefits

MINIMUM WAGE: According to article 41 of the Code, wage or salary is any sum of money or
kind appraisable in money that the employee receives for his work, excluding meal,
transportation and travel allowances, family benefits and others. Article 42 states that it includes
salary, overtime payments, commissions, and profit share.

The monthly salary that is agreed upon in the employment contract cannot be lower than the
minimum salary established by law, which is updated yearly. The wages for part-time jobs
cannot be lower than the minimum applicable, calculated proportional to the normal workday. 

A percentage of company’s annual profits must be distributed among employees in one of the
following ways: (i) 30% of net taxable profits, with certain adjustments; or (ii) 25% of the annual
salary, with a maximum of 4.75 minimum salaries per employee. The employer is free to decide
which alternative to use every year. The parties can also agree to additional benefits, which may
or may not be imputed toward the above-mentioned legal benefits.

MINIMUM AGE: Any person older than 18 years can sign any type of employment contract. No
authorization is required. 

SALARY PAYMENTS: Salaries shall be paid in Chilean currency. However, expatriate employees
may be paid in foreign currency. According to article 44 of the Code, the salary can be set
according to units of time, days, two weeks or month, or by piece, unit or job. In any case, the
unit of time cannot exceed one month.

CHILD LABOR: Between the ages of 15 and 18, an employee needs his parents’ authorization
to work (maximum of 30 hours per month) and he cannot work in cabarets or places where
alcoholic beverages are sold nor work at night. Persons between the ages of 15 and 16 can
work only if they have the above-mentioned authorization, after finishing schoolwork and
provided it is light work that does not affect their health.

HEALTH INSURANCE AND SOCIAL SECURITY BENEFITS: Employees must finance their
retirement pension through the contribution of the 11,14% to the 11,54% of their monthly salary,
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which is to be retained by the employer. Men may retire at the age of 65 and women at the age
of 60. Contributions are made to pension funds managed by private entities (AFP), subject to
control by government superintendence.

Death and disability pensions are financed with retirement funds and insurance plans. These
contributions are paid to the same pension fund to which retirement contributions are made. 
Regarding health benefits, employees may choose between a public health system, financed
by a contribution of 7% of the employee's salary, or a private system under which the employee
affiliates to a private health insurance company (ISAPRE). The minimum contribution is similar
to that of the public health system. 

All these social security benefits are withheld by employers from employees' salary and paid
to the corresponding entities. Such contributions are a tax deduction for employees and are
calculated against a salary that is limited to 66 Unidades de Fomento (approx. US$ 2,939).
However, the employee can agree to deposit an amount above the legal limit.

Work accident and occupational disease benefits are financed by employers through a basic
contribution equivalent to 0.95% of monthly salaries.

Expatriates who have a professional or technical degree may obtain a waiver of social security
contributions, provided they are enrolled abroad in a social security system that provides
benefits at least similar to those existing in Chile. The exemption does not include work accident
insurance contributions. For said exemption to operate, they will need a certificate from the
social security institution abroad and placing on record in the contract or an annex that they
have chosen that option. 

WORKDAY, WORK WEEK AND OVERTIME: Article 22 of the Labor Code establishes a general
maximum work week of 45 hours that cannot be divided into less than 5 or more than 6 days.
The work day cannot exceed 10 hours. Special rules apply to special jobs such as crew on fishing
ships that do not involve continuous work during the day, or drivers.

A maximum of two hours per day of overtime can be agreed, and that time must be paid with a
50% surcharge. The agreement must be in writing and for no longer than 3 months.  The
purpose must be solely to attend to temporary needs of the company, and may therefore not
be contracted on a permanent basis.

Attendance and completion of work schedules and shifts must be controlled by means of a
special book or clock. The work day must be divided in two in order to allow at least 30
minutes for lunch. This time will not be considered time worked. The above-mentioned time
limit is not applicable to top levels of the organization, such as vice-presidents, managers,
executives, administrators and others who render similar services or work without direct
superior supervision.
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Time off, vacation leaves of absence

DAYS OFF: Every Sunday and holiday must be a day off, except for activities for which there is
special authorization to work on those days. The work shift or work week can be divided up to
include Sundays and holidays only for certain specific jobs. A shift can run for two continuous
weeks only for jobs distant from urban areas.

The companies expressly authorized to work on Sundays and holidays must give the employee
a day off in compensation for every Sunday and/ or holiday worked, but at least two days off in
the respective month must be granted on Sunday. In case that more than one day off is
accumulated in the same week, the parties can agree to payment of the days off that exceed
one per week.  Payment cannot be less than the overtime salary (50% surcharge).

VACATIONS: Employees with more than one year in the company have the right to a paid holiday
of fifteen working days per year. Ten of these days must be taken consecutively, and the
remaining five as agreed by the parties. Vacations can be accumulated only for up to two
consecutive years. The employer can only compensate vacation time by a cash payment when
the work relationship ends.

LEAVES OF ABSENCE: In case of illness or accident, the employee is entitled to a paid leave for
the period indicated in the corresponding medical certificate. Pregnant women have six weeks
paid leave prior to delivery and twelve weeks paid leave after birth. In both cases, the
employment contract remains in force, but the employer suspends payment of salary and the
employee instead receives compensation from the health insurance company.
Employees cannot be terminated while their leave of absence is in force.

DAY CARE AND CHILD BENEFITS: If a child younger than 1 year needs attention at home due
to a sickness of concern, the working mother or father has the right to request a special leave
of absence, based on the corresponding medical certificate. Any company employing more than
20 women of any age or marital status must have a special place where mothers can feed and
leave their children younger than 2 years old. The company can instead pay the expenses of
day care directly to the child care service chosen by the mother. Mothers breastfeeding their
babies, have the right to use an hour of their work shift to feed them.

OCCUPATIONAL HEALTH AND SAFETY: The Labor Code imposes upon the employer the
obligation to observe health and safety standards in the workplace, to implant measures to
prevent accidents, and others alike. Every company, establishment, job or economic unit,
whether commercial or industrial, that has more than 10 employees, needs to adopt Internal
Health, Safety and Hygiene Regulations that must set down the prohibitions and obligations
imposed upon employees in regard to their jobs, permanence and life in the respective company
or establishment. 
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Every employer must also pay special work accident and occupational disease insurance for
each employee. The amount of the payment depends on the risks associated with the job, and
the basic rate is 0.95% of the salary.

MATERNITY PROTECTION: In Chile, the working woman is specially protected, by the mere fact
of her motherhood, without requiring prior authorization or any other formality. The only
requirement is that the employee must present a medical certificate attesting to the pregnancy
and formalities associated with a medical license for the payment of leave periods that the law
provides. The maternity leave protects working women from the beginning of her pregnancy
until one year after the expiration of the postnatal leave. This protection prevents the employer
from terminating the employment contract during this period, except for certain causes and
with the court previous approval.

There are also pre- natal and post- natal rest periods. The first one consists of a resting period
prior to the birth, which lasts six weeks before the delivery. The doctor or matron in charge of
the care of women determines the date of birth for possible effects of prenatal leave. The second
leave (post- natal) consists of a rest period after the birth which lasts for 12 weeks.

Since October 2011, entered into force in Chile postnatal parental leave, which lasts for 12 weeks
after the regular postnatal period (12 weeks) has ended, with a subsidy ceiling of 66 UF with
gross. If the employee exercises the right of reinstatement for half a day, the postnatal parental
is extended to 18 weeks from the completion of regular postnatal leave.

If both parents are employees either of them, at the option of the mother, could enjoy the postnatal
parental leave, from its seventh week, for the number of weeks that the mother indicates.
Therefore, postnatal parental permission may be entitled to the father, with a cap of 6 weeks if
the mother chooses not to be reinstated half day, or for 12 weeks if she chooses to do so.

GROUNDS FOR TERMINATION: See previous paragraph about hiring and discretionary
termination vs. legal termination cause.

Nationality and work visa

NATIONALITY: If a company has more than 25 employees, 85% must be Chilean. If it has less
than 25 employees, there is no limitation. The calculation of this percentage must consider all
of the company’s employees in the country and exclude technical specialists who cannot be
replaced by Chilean personnel. An employee is considered Chilean if he/she has a Chilean
spouse or children or is a widow or widower of a Chilean or has lived in the country for more
than 5 years.

WORK VISA: In order to work in Chile, expatriates require a visa subject to an employment
contract. For such purposes, an application must be filed before the Ministry of Foreign Affairs.
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The employee must register with the International Police and obtain a foreigner’s identity card
and a taxpayer identity card. 

Intellectual property/fair competition/non-competition covenants

INTELLECTUAL PROPERTY: Chilean copyright law (Law Number 17.336 on Intellectual
Property) provides in its Article 8, second paragraph, that in the case of computer programs,
their copyright holders will be the natural or legal persons whose employees have developed
them in performing their regular duties, unless otherwise stipulated in writing. 

It states furthermore in its third paragraph that with respect to computer programs developed
on behalf of a third party, their copyrights will be deemed as assigned to said third party, unless
otherwise stipulated in writing.

Other rules regarding intellectual property must be expressly agreed upon by the parties,
respecting the rules of copyright and intellectual property (regulated by Chilean law N º 17.336
on intellectual property and N º 19.039 on industrial property). Rules on intellectual property
law are also protected by penalizing conducts violating said rules in the Unfair Competition Law
which protects competitors, consumers and, in general, any person whose legitimate interests
are affected by an act of unfair competition (Law No. 20.169).

NON-COMPETITION COVENANTS/ NO SOLICITATION OF EMPLOYEES AND CUSTOMERS:
There are no express rules regarding the issue, but such covenants are not expressly prohibited
and are usually set down in employment contracts. Nevertheless, their enforcement may be
limited by antitrust laws and constitutional rights that grant the freedom to work, according to
the specific circumstances of each particular case. In any case, a request like this is valid only
during the work relationship, as later on it may be deemed as a threat to freedom to work,
unless there is some financial compensation during the term of this covenant.

Personnel administration

REQUIRED POSTINGS: Except for the cases mentioned in the paragraphs above and for the
Internal Health, Hygiene and Safety Regulations, as a general rule the law does not require
notices to the employees to be posted or published.

REQUIRED TRAINING: Labor law does not mandate employment-related training for employees
or managers, except for the specific degrees required to perform certain jobs (architects,
lawyers, physicians, etc.). Nevertheless, there are various tax regulations and incentives to
encourage employers to pay for employee training.

PERSONNEL RECORDS: The employer must keep folders with the data and information of his
workers comprising employment documents such as employment contracts, receipts for payment
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of salaries and pension contributions, and vacations, among others. The law allows this kind of
information to be kept by the employer on a centralized basis, off the Company’s premises. 

MEALS ANS REST PERIODS: See previous paragraph about workday, work week and overtime.

PAYMENT UPON DISCHARGE OR RESIGNATION: An employee whose employment is
terminated must be paid all wages due and owing, including all accrued and unused vacation
time, and legal compensations, as appropriate in each case. This must be done simultaneous
to signature of the discharge. 

EMPLOYMENT REFERENCES: As has been previously mentioned, there are no rules regarding
this matter. Nevertheless, it is common practice to request and give employment references.

RECORDKEEPING: Law No. 19,628 governs the treatment that public bodies and individuals
give to personal data that are stored in registers or databases, whether electronic or not. To
process personal data, the individual should be authorized by: (i) Law N ° 19.628 (data issuing
or collected from publicly available sources or processed by a public body), (ii) another law,
or (iii) if the owner of the data expressly agrees to it (expressly, informed and in writing).
Likewise, the purpose of said treatment must be permitted by law, if the information is of a
commercial, financial, banking or economic nature, or is included in listings stating only the
activity, occupation, education, degrees, address and date of birth. This authorization is not
necessary if the company needs the data for internal reasons. However, the law requires
employers to maintain secrecy of all information and worker's private data obtained during
the employment relationship.

Privacy

Article 5 of the Labor Code expressly states that employers must exercise their rights within
the limits established by the Constitution, specially observing the rights and respect for privacy
of the workers.

DRUG TESTING: Although the parties may agree in the Work Contract that the Employer may
conduct procedures for alcohol and drugs prevention, it is usual and recommended that everything
related to these matters is duly established in the Internal Health, Safety and Hygiene Regulations. 

Although there are no specific laws on the subject, the labor authority (Labor Inspection) has
determined that drug testing and alcohol consumption controls can only be carried out to the
extent that they respect as territorial and temporal limits, the times the employee remains
within the Company. 

Consequently, the employer may not intervene in any conduct that may be considered as part
of the worker's private life. Additionally, procedures to take drug and alcohol tests must be done
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respecting the dignity, privacy and honor of the worker and with impartiality,  in terms of being
applicable to all workers without distinction, or to part of them, randomly chosen.  The results
of the controls must be kept and treated as confidential in accordance with the provisions of
Law 19.628.

OFF-DUTY CONDUCT: Employers may not discharge or discriminate against an employee for
engaging in lawful conduct outside of the workplace or after the workday. There are no specific
rules regarding medical information, searches, lie detector tests, fingerprinting, surveillance
and monitoring.

EMPLOYEE INJURIES/WORKER COMPESANTION: See previous paragraph about occupational
health and safety.

Unemployment

Chile has an unemployment insurance system: This insurance establishes benefits for
employees who lose their job, and it is financed by the employee, by the employer and by the
Government, depending on the duration and kind of contract. This law entered into effect
October 1, 2002.

APPLICABILITY: This insurance is applicable to workers who meet the two requirements below:
■ He/she must be a worker under employment contract.
■ The worker must be subject to the Labor Code.

EMPLOYEES EXCLUDED FROM THE INSURANCE: The insurance does not apply to the following
types of employment:
■ Servants (working in a private residence)
■ Employees hired under an apprenticeship agreement
■ Employees under 18 years of age
■ Independent workers.
■ Pensioners receiving a total disability or old age pension 

REPORTING OBLIGATION: The employer must communicate the commencement or
termination of the employee’s services to the Corporation Manager of the Unemployment
Insurance within 15 days of the occurrence. A breach of this duty will be fined in the amount of
0.5 UF (US$ 20 approximately).

Collective labor relations and collective bargaining

The Labor Code recognizes the right of employees to form unions, which may in turn join
federations, confederations and headquarters. The law has ruled in depth on all the
requirements, benefits, etc. of these unions and strongly punishes anti-union practices within
the company.
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The law has set down rules on collective bargaining and states that it is the procedure whereby
one or more employers negotiate common working and salary terms for a fixed period of time
with one or more unions or employee groups. The collective bargaining can include more than
one company, but in such case, all the parties must agree on it (especially the employers).

A company must be in business for at least one year before there can be any collective
bargaining. If the employer refuses to accept the collective bargaining agreement proposed by
the employees, they may invoke their constitutional right to strike. Both collective bargaining
and the right to strike are ruled in depth in the Code, and, under certain circumstances, the
company may replace the employees during the strike.

Collective bargaining agreements cannot last less than 2 and no more than 4 years. An impasse
in collective bargaining can be submitted to mediation or arbitration if the parties decide to do
so in order to try to reach an agreement.

Immunity

For employees in special, exceptional or particular circumstances, such as health conditions,
positions in the unions or maternity, the law considers a special immunity by which their
employment contract cannot be terminated unless a court authorizes it. The dismissal does
not take effect until the authorization is granted, unless the court authorizes a provisional
separation during the trial.  In this case, if the authorization is denied, the employee must be
reincorporated to his job and he is entitled to receive salary for the time he was separated from
his job.

The following employees enjoy this privilege:

■ women, from the time they become pregnant to one year after the maternity leave ends;
■ employees who participated in the creation of a union, from 10 days before the respective
meeting until 30 days after it was held (it cannot last more than 30 days);
■ candidates to a position in the union, as of the time they report the date of the election to
such election; 
■ members of the board of the union, from the time they are elected to six months after their
position ends;
■ the employees’ representative on the Hygiene and Safety Committee, upon election;
■ employees in collective bargaining, from 10 days before the presentation of the collective
contract proposal to 30 days after it was signed or until the parties are notified of the
arbitral award;
■ employees who have a leave of absence for sickness, work accident or occupational disease,
while it lasts, except if the termination is based on one of the causes established in article 160
of the Labor Code.
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Employers must also maintain the job of any employees called to serve in the army, for the
entire period of the recruitment to 1 month after they are discharged. 

Settlement (resolution) of labor disputes

The Code establishes Labor Courts for the resolution of certain types of disputes and assigns
the resolution of others types of disputes to the Civil Courts. In both cases, the applicable
procedure is a special one described in the law, which considers a mandatory conciliation
hearing. Labor disputes cannot be submitted to arbitration.

Labor Harassment / Mobbing

In Chile, the image of labor harassment has been recently defined by law published on the
official gazette on August 8 2012. Labor harassment or mobbing -a term known this type of
aggression- is defined as any conduct that constitutes harassment or repeated aggression
exercised by the employer or by one or more workers, against one or more other employees,
by any means, and that results for those affected or their impairment, abuse or humiliation, or
that threaten or harm their employment status or employment opportunities.

The fact that the employer incurs in mobbing behaviors entitles the employee to sue his
constructive dismissal before the Courts of Justice.



KLAR

ADVOKATER

— 161 —

KLAR Advokater is a Danish commercial and litigation firm based in Copenhagen. We combine
traditional attorney's virtues such as high ethics, discretion, thoroughness and thoughtfulness
with clear, comprehensible and qualified counseling customized to the client's needs. 

Our client base comprises listed international business enterprises as well as small and
medium-sized companies and start-up companies. Several of our lawyers have worked has in-
house legal counsel at large international companies. Such experience gives us a unique insight
into the clients’ needs and expectations from their external legal counsel. It is our constant aim
that KLAR would also be our preferred law firm if we were the clients.

Practice Areas

KLAR Law Firm provides legal services within most areas of business law, but our primary
focus areas are:

■ Competition, Procurement & EU ■ Litigation and Arbitration
■ Corporate & Commercial ■ Mergers and Acquisitions
■ Employment & Labour ■ Real Estate
■ IP & Technology 

The name

The Danish word KLAR means "ready", "comprehensible", "clear", "transparent" and
"prepared". It is our mission to always provide advice to our clients that is KLAR in every sense
of the word: 

> Denmark

KLAR ADVOKATER 
www.klaradvokater.dk



                

                 

               

             

 

                

               

                

  

Schedule 1 A/S 
(Public Limited Company)

P/S 
(Limited Partnership Company)

ApS 
(Private Limited Company

Use Middle-sized and large 
companies (may be listed on 
the stock exchange

Small and middle-sized companies 
– primarily used for consultancy 
companies

Small and middle-sized 
companies

Minimum capital 
requirement

DKK 500,000 (only 25% has 
to be deposited)

DKK 500,000 (only 25% has to be 
deposited)

DKK 80,000 (only 25% but not 
less than DKK 80,000 has to 
be deposited)

Liability Limited to the value of the 
share capital

Limited to the value of the share 
capital of the mother company and 
the capital of the general partner

Limited to the value of the 
share capital

Management Either: 
A Board of Directors with 
minimum 3 persons and an 
Executive Board with 
minimum 1 person
Or:
A Board of Supervisors with 
minimum 3 persons and an 
Executive Board with 
minimum 1 person

Either: 
A Board of Directors with 
minimum 3 persons and an 
Executive Board with minimum 1 
person
Or:
A Board of Supervisors with 
minimum 3 persons and an 
Executive Board with minimum 1 
person

Either:
A Board of Directors and an 
Executive Board with 
minimum 1 person
Or:
An Executive Board with 
minimum 1 person

Change in 
articles of 
association

Depends on what is agreed in 
the articles of association. If 
nothing is agreed: 2/3 of the 
submitted votes and 2/3 of the 
share capital represented on the 
general meeting.
Some extensive changes 
requires a higher number of 
votes

Depends on what is agreed in the 
articles of association. If nothing is 
agreed: 2/3 of the submitted votes 
and 2/3 of the share capital 
represented on the general 
meeting.
Some extensive changes require a 
higher number of votes

Depends on what is agreed in 
the articles of association. If 
nothing is agreed: 2/3 of the 
submitted votes and 2/3 of the 
share capital represented on the 
general meeting.
Some extensive changes 
require a higher number of 
votes.

■ We are fast and easily accessible
■ We give qualified and lucid advice
■ Comprehensible prices and business conditions, including in relation to billing
■ Transparent work processes – our clients have online access to check on the status of their
cases and we are happy to work on the case together with our clients and at their offices
■ Our work always makes a clear difference to our clients

For more information please visit our website www.klaradvokater.dk.

> Corporate Law

In Denmark you can choose between a range of different legal entities for your business. These
entities vary from small entities with no share capital to companies with a minimum share
capital of DKK 500.000. The most common entity type is ApS (Private Limited Company) and
A/S (Public Limited Company), however many small businesses with only one owner operate
as personal one-man businesses.

In the two schedules below the most common entity types are listed including the most relevant
conditions for each type. Schedule 1 describes types of limited companies and Schedule 2
describes other types of entity forms including a limited partnership. Each type of entity is
further described below the schedules.
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Share classes Different classes (A-, B-, C- 
etc.)
One class can have no right to 
vote while other classes do.

Different classes (A-, B-, C- etc.)
One class can have no right to vote 
while other classes do.

Different classes (A-, B-, C- 
etc.)
One class can have no right to 
vote while other classes do.

Shareholders 
agreement

Valid inter partes but cannot 
override mandatory corporate 
law. Not valid against third 
parties

Valid inter partes but cannot 
override mandatory corporate law. 
Not valid against third parties

Valid inter partes but cannot 
override mandatory corporate 
law. Not valid against third 
parties

Accounting Annual audit may be 
mandatory, depending on 
company’s turnover

Annual audit may be mandatory, 
depending on company’s turnover

Annual audit may be 
mandatory, depending on 
company’s turnover

Company tax Corporate income tax 25 % All income is taxed as personal 
income / income in the shareholder 
companies

Corporate income tax 25 %

Tax on capital 
gains

27 % up to DKK 48,300 
42 % in excess of DKK 48,300

Either:
Personal income tax if a person is 
partner
Or:
Corporate 25 % if a company is 
partner

27 % up to DKK 48,300 
42 % in excess of DKK 48,300

Registration To be registered with the 
Danish Business Authority

To be registered with the Danish 
Business Authority

To be registered with the 
Danish Business Authority

Legislation The Danish Companies Act The Danish Companies Act The Danish Companies Act

   

                  

                 

Schedule 2 I/S 
(Partnership) 

K/S (Limited Partnership) Branch

Use Small companies (at least two 
owners who might be Limited 
companies)

Small companies (at least two 
owners who might be Limited 
companies)

Used for representing the head 
office located in another 
country (mainly in the EU)

Minimum capital 
requirement

No minimum requirement No minimum requirement No share capital (No 
minimum requirement)

Liability Unlimited and several liability Limited to the value of the share 
capital of the general partner 
company/companies. Several 
liability if more than one.

The head office of the branch 
is fully liable according to the 
rules of its country

Management No regulation, if nothing is 
agreed each partner can legally 
bind the partnership

The general partner/partners. If 
nothing is agreed all general 
partners together can legally bind 
the partnership

No requirements

Change in articles 
of association

To be agreed in the articles of 
association

To be agreed in the articles of 
association

No articles of association

Share classes To be agreed in the articles of 
association

To be agreed in the articles of 
association

Shareholders 
agreement

Valid inter partes but cannot 
override mandatory corporate 
law. Not valid against third 
parties

Valid inter partes but cannot 
override mandatory corporate law. 
Not valid against third parties

No shareholders agreement

Accounting No requirements No requirements A copy of the financial 
statements of the head office 
must be filed

Company tax All income is taxed as personal 
income / income in the 
shareholder companies

All income is taxed as personal 
income / income in the shareholder 
companies

Corporate income tax 25 %

Tax on capital 
gains

Personal income tax Personal income tax The branch is taxed as a 
Danish company by 25 %

Registration No requirements No requirements No requirements

Legislation Executive Order on the Act on 
Certain Commercial 
Undertakings 

Executive Order on the Act on 
Certain Commercial Undertakings 

The Danish Companies Act
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Choice of legal entity

Before starting a business it has to be considered, which type of legal entity to prefer. The choice
can depend on many different parameters but the most common parameters are one or more
of the following:
■ Liability
■ Taxation of the company and the owners
■ Is it sufficient to establish a branch (foreign companies only)
■ Start-up capital and running costs (share capital, registration costs etc.)
■ Overall reputation in the market

Types of companies

As earlier mentioned there are multiple different types of legal entities. The most common
types for medium-sized and large companies are either a private limited company (ApS) or a
public limited company (A/S). These two types are regulated by the same rules but differ mainly
concerning the following conditions:

A/S (PUBLIC LIMITED COMPANY): Most large companies in Denmark (and all listed companies)
are established as an A/S (Public Limited Company), which is a well-reputed entity type. The total
required share capital is minimum DKK 500,000, though it is possible not to deposit more than 25
% of the total share capital. The shareholders’ liability is limited to their investment in shares.

An A/S must have either a Management Board or a Board of supervisors with at least three
members. Furthermore the A/S must have an Executive Board with at least one member. An
A/S pays 25 % in corporate taxes based on the company’s yearly profit. The shareholders return
on shares and share premium are subject to taxation as follows: In 2012 the first DKK 48,300
are taxed by 27 % and share income exceeding DKK 48,300 is taxed by 42 %. An A/S is obliged
to publish its annual accounts and may be subject to annual audit depending on its turnover. 

APS (PRIVATE LIMITED COMPANY): Many small and middle-sized companies chose to run their
business as an ApS, which requires a share capital of DKK 80,000. The shareholders’ liability is
limited to their investment in shares. An ApS must have a Management Board and/or an Executive
Board. The lover required share capital makes this entity type very attractive to founders who
either cannot or will not tie up more capital than necessary but who still want to limit their liability
risks. An ApS pays 25 % in corporate taxes based on the company’s yearly profit. The shareholders
return on shares and share premium are subject to taxation as follows: In 2012 the first DKK
48,300 are taxed by 27% and share income exceeding 48,300 is taxed by 42 %.

An ApS is obliged to publish its annual accounts and may be subject to annual audit depending
on its turnover.
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A/S (PUBLIC LIMITED COMPANY) VS. APS (PRIVATE LIMITED COMPANY): An A/S is subject to
the same rules as an ApS but differs mainly concerning the following conditions:

Minimum share capital 
■ A/S: DKK 500,000 (only 25% has to be deposited)
■ ApS: DKK 80,000

Shares for public subscription (e.g. on a stock exchange)
■ A/S: Yes
■ ApS: No

Management
■ A/S: Management Board/Board of Supervisors + Executive Board 
■ ApS: Management Board and/or Executive Board 

P/S (LIMITED PARTNERSHIP COMPANY): A P/S is a hybrid between an A/S (Limited Liability
Company) and an I/S (Partnership). This corporate structure is primarily chosen by companies
owned by people who work in the company (partners), such as law-firms accountants and other
consultancy companies.

By choosing the P/S the liability is limited to the shareholders’ share capital, which is required
to be at least DKK 500,000 in total. However, at least one participant acts as a general partner
and is liable with his/its whole capital and at least one limited partner, who is only liable with
his value of shares in the P/S. Both the general partner and the limited partner can be a physical
person or an ApS or an A/S. Mostly the general manager is either an A/S or an ApS because
these companies have a limited liability.

The P/S does not pay corporate taxes, but instead the owners’ (who can be either physical
persons or companies) profit is taxed as income for which reason the owners can deduct their
profit from the P/S in other negative income. A P/S is obliged to publish its annual accounts
and may be subject to annual audit depending on its turnover.

P/S (LIMITED PARTNERSHIP COMPANY) VS. A/S (PUBLIC LIMITED COMPANY): A P/S is subject
to the same rules as an A/S but differs mainly concerning the following conditions: 

Shares for public subscription (e.g. on a stock exchange)
■ A/S: Yes
■ P/S: No

Taxation
■ A/S: The company is taxed by 25 % - the shareholders are taxed with 27 % up to DKK 48,300
and with 42 % in excess of DKK 48,300
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■ P/S: Personal income tax if a person is partner (income is deductible in negative income) 
Or: 25 % corporate tax if partner is an A/S or an ApS (income is deductible in negative income)

Ownership and influence
■ A/S: Owned by shareholders only
■ P/S: Owned by shareholders and a general partner, who may have a significant influence on
the company’s management.

Both A/S ApS and P/S are required to file their articles of association with the Danish Business
Authority and any changes have to be filed within 14 days from the decision date.

I/S (PARTNERSHIP): An I/S can be the easiest way to start a business when you are more than
one owner. An I/S can be owned by either physical persons, by companies or by a mixture of
persons and companies. Common for both persons and companies is that they are liable
towards any claims. If an owner is e.g. an ApS (private limited company) this owner will only be
liable with the share capital of the owner company. Contrary to a company a physical person is
liable with his whole personal capital. Besides unlimited liability the owners of an I/S are joint
and several liable towards any claims. In the same way as a P/S (Limited Partnership Company)
the income of an I/S is taxed as either personal income or as corporate income tax depending
on the respective owner. An I/S is not obliged to submit a registration to the Danish Business
Authority regarding its start-up. However the I/S business is obliged to submit a VAT registration
if it turns over DKK 50.000 a year. Finally an I/S is not obliged to publish its annual accounts.

K/S (LIMITED PARTNERSHIP): A K/S (Limited Partnership) is a entity type primarily used by
investment companies. A K/S has at least one general partner and one limited partner.  In a
K/S the general manager/managers are liable with all of their capital and the limited partners’
liability is limited to their investment in the K/S. Both the general partner and the limited partner
can be a physical person or an ApS or an A/S. Mostly the general manager is either an A/S or
an ApS because these companies have a limited liability. 

The K/S does not pay corporate taxes, but instead the owners’ (who can be either physical
persons or companies) profit is taxed as income for which reason the owners can deduct their
profit from the K/S in other negative income. The possibility of deducting positive income in
negative income changes, if there are more than 10 participants in the K/S.     

BRANCH: A company from another country in the European Economic Area can establish a
branch in Denmark in stead of establishing an actual company. A branch is doing business at
the risk and responsibility of the foreign company and is not a legal entity itself. A branch is
taxed as a limited company by 25 % but does not require any share capital. A branch is obliged
to mention the word ”filial” (meaning ”branch”) and the full name of the company for which it
is doing business in its name. 
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The central company register (CVR)

CVR is the government’s master register for company details and contains information about
all companies in Denmark. The CVR contains information about all companies with a duty to
register as well as associations that voluntarily have elected to register.

All companies in the CVR register have a unique identification number – a CVR number. A CVR
number always has eight digits. To search for a Danish company visit www.cvr.dk 

> Foreign Investment

Foreign investment is encouraged in Denmark and it is attractive due to, among others,
relatively low corporate taxes, a competent workforce, a flexible labour market and a reliable
currency. Denmark is a world leader in cleantech, information and communication technologies
(ICT) and life sciences. English proficiency is in the world’s top three. Four out of five Danes
speak English and half the Danes speak German.

The Danish currency – the “krone”. Denmark is a member of the European Exchange Rate
Mechanism II. This implies that the Danish krone’s currency is locked to the Euro at a currency
at 1 Euro = 7,46038 DKK (1 DKK = 0,13404 Euro).  The currency rate of the Danish krone may
vary +/- 2.25 % from that of the Euro.

Registration of investment 

As a main rule there are no requirements for foreign investors to make registrations or obtain
the authorities’ permission for making investments and there are no restrictions on the foreign
ownership of. Danish shares or bonds. 

Danish companies must submit a registration to the Danish Business Authority and to the tax
authorities before starting the operation. Further, the management must be registered with
the Danish Business Authority (please see the chapter about Corporate law for further
information).  With regard to investments in Danish real estates, there are some restrictions
on what types of estates foreigners are allowed to buy (please see the chapter regarding Real
Estate for further information).

Setting up a business

It is easy to set up a business in Denmark. A standard company takes only a few hours to register
with the Danish Business Authority and the tax authorities before it is up and running.
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Foreign employees

Nationals of other countries within the EU or European Economic Area (EEA) are allowed to
work and live in Denmark without obtaining a work permit or other permissions. However,
restrictions on the free movement of workers may apply to workers who have joined the EU
within the last 7 years. At the moment such restrictions apply to Bulgaria and Romania, who
both joined the EU on 1 January 2007.

Nationals of countries outside the EU or EEA will need a visa and/or a work permit to enter
Denmark and to work in Denmark depending on inter alia the applicant’s country of residence,
educational background and the type of work to be performed in Denmark. 

> Labour Law

There are three different categories of employees in Denmark, namely salaried employees
(“white-collar”), workers (“blue-collar”) and executive officers. It is important to determine the
status of the employee in order to know the applicable legal framework.

All employees except for executive officers are subject to a number of statutory rules that set
the standards of protection of the employees. Further, collective bargaining agreements also
play an important role when determining the rights and obligations of the employer and
employees. Below is a brief overview of some of the main statutory acts and obligations which
employers must know when employing employees in Denmark.

Collective bargaining agreements

More than 2/3 of the Danish employees are members of a trade union and many collective
bargaining agreements are in force on the Danish labour market. The collective bargaining
agreements typically apply to specific areas of work, e.g. office work, the industry etc. The
collective bargaining agreements contain terms such as wages, working hours, notice periods,
pension, overtime payment etc. A collective bargaining agreement will apply if the employer
has entered into an agreement with the relevant employer’s association or trade union. It is
voluntary for the employer to enter into a collective bargaining agreement, but in practice it
may prove difficult to refuse if a trade union presents such request as the employer will then
probably face industrial action initiated by the trade union.

The Employers’ and Salaried Employees Act

The Employers’ and Salaried Employees Act will normally apply to employees who work within
business and office areas more than 8 hours a week. The act contains a range of mandatory
rules for the protection of the salaried employees.
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The employment of salaried employees may at the same time also be governed by a collective
bargaining agreement.

Executive officers

Unless otherwise agreed in the employment contract, the Employers’ and Salaried Employees
Act, collective bargaining agreements or other acts protecting the employees will as a main
rule not apply to executive officers of a company since an executive director is considered as an
employer per se. As a consequence thereof, the employment contract between a company and
its executive officers typically contains detailed provisions on the rights and obligations of the
executive officer.

The employers’ obligation to inform the employees of the employments terms 

According to the Act on the employers’ obligation to inform the employee of the employment
terms, the employer is legally obliged to inform its employees of all essential employment
terms. Such information must be provided in writing, typically in the employment contract or
an amendment to the contract. The statute specifies a number of terms that must be notified
to the employee. The list of terms is not exhaustive so the employer must consider the character
of all terms of the employment and subsequent changes therein in order to determine whether
a written notification is required.

If the employer does not comply with the obligation to inform the employee of the essential
employment terms, the employer may become liable to pay a compensation of up to 20
weeks’ salary.

Wages and working hours

Danish law does not specify any minimum wage. However, minimum wages are often
prescribed in collective bargaining agreements. The Danish wage levels are typically rather
high compared to other jurisdictions, including in the European Union.

The most common number of working hours in the employment contract and collective
bargaining agreements is 37 or 37½ hours per week including small breaks but excluding lunch
brakes. As there are no statutory rules in Denmark on working time, the working hours and
terms for overtime are to be agreed upon in the employment contract or in a collective bargaining
agreement. The average working week in Denmark should, however, not exceed 48 hours.

Holiday

The Danish Holiday Act applies to all employees in Denmark except executive officers. Under
the Holiday Act, employees are entitled to 25 days’ holiday each year. Whether the holiday is
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paid by the employer or not depends on whether the employee has been employed during the
preceding year. The Danish holiday system is rather complex with several mandatory rules for
the protection of the employees. The employer may become liable for payment of a fine if the
rules are not complied with.

Maternity, paternity and parental leave

Employees who become parents have the following rights:
■ Women are entitled to absence from work from 4 weeks before the expected birth with a
statutory right of payment of 50 % of the salary during this period.
■ Women are entitled to 14 weeks maternity leave after the child is born with a statutory right
of payment of 50 % of the salary in this period.
■ Men are entitled to take a total of 2 weeks of paternity leave at the same time as the mothers
14 weeks of maternity leave with no statutory right of payment of a salary.
■ After the first 14 weeks, each parent is entitled to parental leave for 32 weeks which may be
prolonged by up to 14 weeks.
■ The parents are jointly entitled to up to 52 weeks parental pay from the government in
connection with each childbirth.

The rules on leave in connection with childbirth are very flexible for the parents who to a wide
extent determine how to take the leave and divide it between them. Employment contracts or
collective bargaining rules often give the parents further rights of absence and compensation
than the statutory rules.

If an employer choses to terminate the employment of a pregnant employee or an employee
on a leave, the employer has the burden of proof that the pregnancy or birth had no influence
on the decision. In practice this burden of proof can be very difficult to satisfy. In case of
unjustified termination of the employment, the employer will be liable to pay the employee a
compensation, which will amount to at least 6 to 9 months’ salary. 

Non-discrimination

It is prohibited to discriminate, directly or indirectly, on the grounds of gender, race (and skin
colour), sexual orientation, age, handicap, religion (and religious beliefs), political beliefs or
national, social or ethnic origin. Non-compliance with the law is punishable by a payment of a
fine or a compensation to the employee (or the job applicant).

Termination of employment

The Danish rules on termination of the employment relationship are from an employer’s
perspective relatively lenient compared to many other jurisdictions. The notice period will
normally be determined by the Employers’ and Salaried Employees Act, an applicable collective
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bargaining agreement or the individual employment agreement. Depending on the duration of
the employment, the notice period of salaried employees is 1-6 months. It is possible to agree
on a longer notice period than what is prescribed in the Employers’ and Salaried Employees Act. 

If the employee has been employed for more than 12, 15 or 18 years he or she is entitled to an
allowance on respectively 1, 2 or 3 months’ salary. After one year of employment a dismissal
must be reasonably justified in the company’s or the employee’s circumstances. If a court
determines that the dismissal is unjustified, the employer may be liable to pay compensation
of up to 6 months’ salary to the employee. 

If the employer makes essential changes to the terms of employment, it may be considered as
a dismissal and must comply with the applicable requirements for dismissals. The salaried
employer may resign with one month’s notice regardless of the duration of the employment. It
is possible to agree on a longer notice period. The notice periods contained in collective
bargaining agreements vary, but are often shorter than these of the Employers’ and Salaried
Employees Act.

Collective redundancies

The Collective Redundancies Act may be applicable when employees are made redundant,
depending on the number of affected employees. It follows from this act that the employer is
obligated to inform and consult the employees before contemplated redundancies become
effective. The procedure varies depending on the number of affected employees.

Many collective bargaining agreements also contain rules on redundancies. If the employer is
party to a collective bargaining agreement with rules on redundancies, such rules will prevail
instead of the statutory rules.

Transfers of undertakings 

The Danish Transfer of Undertakings Act, which implements the EU Acquired Rights Directive,
protects employees’ rights in the event of a transfer of a business or part of a business. In the event
of a transfer of a business or undertaking, the general principle of Danish law is that the
employment rights and obligations of the employees of the business or the part of the business
being transferred will automatically be transferred to the new owner of the business who will
automatically assume those rights and obligations instead of the vendor. This means that as a main
rule the vendor will be released from the employer obligations and any claims of the employees
dating back to the period before the transfer will have to be presented to the new owner. 

If the new owner decides to make essential changes to the employees’ employment terms, it may
be considered as a dismissal and must comply with the applicable requirements for dismissals.
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> Real Estate Law

Types of real estate

In Denmark one can either own or rent real estate regardless of whether it is for business or
private purposes, however, excluding holiday houses. The most relevant rules for foreign
businesses are described in general in the following chapter. 

Ownership restrictions 

Foreign persons or companies who are resident in Denmark or in the European Economic Area
(EEA) or have earlier been resident in Denmark or EEA for a minimum of five years are allowed
to buy real estate without restrictions.

Citizens of EU and EEA countries working in Denmark and citizens of EU and EEA countries
can buy real estate in Denmark irrespective of the residential period. Further, companies legally
registered in an EU and EEA country that are establishing a business in Denmark (e.g. a branch)
can also buy real estate irrespective of the residential period.

A subsidiary company established and registered in Denmark by a foreign parent company can
freely buy property. Other foreign persons or companies are only allowed to buy real estate in
Denmark with the approval of the Ministry of Justice. 

However, only Danish residents are allowed to buy holiday houses in Denmark. The rule about
residency in Denmark is not applicable to foreigners who inherit real estate in Denmark.
Furthermore, Danish and foreign companies are not allowed to own holiday houses, without
the approval of the Danish Nature Agency. On this basis it is not possible for foreigners to buy
e.g. holiday houses through a Danish company.

Use restrictions

RESIDENTIAL PROPERTY: As a general rule homes are only for residential use. However, the
owner can obtain an approval for full or partial business use. Further, the majority of the
residential property in Denmark is subject to a residence requirement. This means that if a
residential property is not occupied by the owner, the owner is obliged to enter into a lease
agreement with a tenant.  If the property is left empty by the owner, the municipality in question
may find a tenant and force the owner to enter into a lease agreement. 

Residential property must be used all-year. However an approval for temporary use can be
obtained if certain requirements are met. 
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HOLIDAY HOUSES: Holiday houses may not be used as an all-year residence, however, senior
citizens may subject to certain requirement obtain a permission for all-year use.

COMMERCIAL PROPERTIES: Commercial properties may not be used for residence purposes.
Contrary to residential properties, there is no requirement to use the property and it may be
left empty by the owner.

FARMS: Farms are subject to detailed regulation concerning residence. They are mixed
properties, since the farmhouse shall be used for residence and the rest of the property is a
commercial property. As a general rule, the owner or tenant is obliged to live at the farm as
well as to use it for farming.

District plans

The Danish Planning Act ensures an appropriate development in all parts of Denmark by
planning future infrastructure, the use of different districts, preserve urban areas etc. The act
sets the ground rules, which public authorities must follow in district planning. 

Denmark is divided in to four levels of districts. 

NATIONAL LEVEL: A national district plan includes the whole country and must be enacted by
the government. In practice there is more than one national district plan to simplify the
preparation and enacting process.

REGIONAL LEVEL: Denmark is divided in to five regions, which each have their own regional
district plan. A regional district plan must be enacted by the county.

MUNICIPAL LEVEL: Denmark is divided in to 98 municipalities, which each have their own
municipal district plan. Municipal district plans must be enacted by the relevant municipality.

LOCAL LEVEL: Besides municipal levels, each municipality can enact local district plans. On a
very detailed level such district plans are used to determine how specific properties can be used. 

Besides being divided in to four districts, Denmark is divided in to the three following zones,
which each have their restrictions of usage. All real estate can be assigned to one of these zones.

CITY ZONES: The city zones can be used for everything except from holiday houses.

LAND ZONES: As a main rule land zones can only be used for farming, forest management and
for gardens centres.
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HOLIDAY HOUSE ZONES:As a main rule holiday house zones are not allowed to be used for
permanent residences.

PLANNING PERMISSIONS: Managing of planning permissions is handled by the municipality.
Permission has to be given before the construction can begin. In case that no permission has
been given, the municipality can demand that the building is demolished.

Mortgage financing

The Danish mortgage credit system is unique in several aspects. The loan limits for home loans
financed through issuing Danish mortgage bonds are set at 80% of the market value and it is
possible to issue Danish mortgage bonds with maturities of up to 30 years, which greatly
reduces the annual user costs of ownership housing. A loan-to-value ratio of 80% and maturity
of up to 30 years is the prevalent terms for residential properties, while the loan-to-value limit
for commercial properties is 60% and 40% for clean sites with no properties.

Additionally, the introduction of more flexible mortgage-loan options has been instrumental
in reducing the costs of ownership housing. These loan options include interest-only
mortgage financing, mortgage financing with floating interest rates and mortgage financing
with capped interest rates. The floating interest rate mortgage loans are based on non-
convertible mortgage bonds, where the interest rates are adjusted to market interest rates
at predefined intervals.

Registration in the Danish land register

In Denmark, real property (land) is typically purchased pursuant to a purchase agreement,
followed by a deed of transfer, which is entered in the Danish land register. This register shows
the identity of the owner, all registered mortgages and other rights such as purchase options,
owner's bankruptcy etc. In most cases, all other burdens and easements such as right of way,
local restrictions on construction etc. will also appear in the register. 

The property register system also serves as an easy and dependable way of providing security
to lenders as the ranking of priority of lenders will appear clearly on the property's list of
mortgagees. As is the case for transfer documents, the registration of the mortgage will protect
the mortgagee against subsequent purchasers and against the mortgagor's other creditors.

Commercial leases

Commercial leases are subject to the Danish Business Lease Act, which contains a high degree
of contractual freedom. Almost all terms and conditions of commercial leasehold are subject
to the parties’ negotiations, including terms and conditions regarding rent, adjustment of rent,
maintenance obligations, right of assignment, subletting, etc. However, with respect to the
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landlord’s termination and payment of damages/compensation, the Danish Business Lease
Act gives the tenants a high degree of protection. 

DURATION: Under the Danish lease law, there are only few restrictions in respect to the duration
of a lease contract. The majority of all commercial leases in Denmark run for an indefinite
period of time.

FIXED-TERM LEASE CONTRACTS: Fixed-term lease contracts are not common in Denmark. A
fixed-term lease contract may not be terminated during the term, unless otherwise agreed to.
However, a fixed term lease is not valid under Danish law unless the fixed term is based on the
landlord’s situation. Consequently, a fixed term may be set aside if the fixed term is not found
to be warranted by the landlord's own situation when the lease contract was entered into.

THE RENT: The parties are entitled to agree how the rent is to be determined and paid.
Normally, the rent is paid in advance on a monthly or a quarterly basis. It is also commonly
agreed that the annual rent shall be adjusted every year, e.g. in accordance with changes in the
official Danish ‘Net Price Index’ or a certain percentage thereof or the annual rent shall be
increased by a fixed percentage.

ADJUSTMENT TO THE MARKET RENT: According to the Business Leases Act, the rent may be
adjusted on the basis of the ‘market rent’. Such adjustment cannot take place until four years
after commencement of the lease agreement. These adjustment provisions in the act can be
set aside by an express individual agreement in respect to both parties’ access to claim such
rent adjustments. It may also be agreed that only the landlord (or the tenant) is entitled to claim
adjustment to market rent.

TAXES AND CHARGES: The landlord pays all taxes and charges pertaining to the property.
Unless otherwise agreed, such taxes and charges are included in the rent to the effect that
either party may claim adjustment of rent if the taxes and charges are changed.

OPERATING COSTS: Normally, the tenant, in addition to rent on account, pays costs to cover
supply and use of heating and hot water based on consumption. Further, the tenant usually
also pays all expenses for supply of electricity/power to the leased premises and is registered
with the relevant utility companies as an independent user.

It is typically agreed that the tenant shall pay the leased premises’ proportional (based on area)
share of taxes and charges pertaining to the entire real property and other operating costs such
as janitor, snow clearing, various building maintenance etc.

SUBLEASE AND ASSIGNMENT: The tenant is not entitled to sublease the leased premises
without the prior consent of the landlord. However, the lease agreement often contains
provisions regarding the tenant’s right to sublease. It follows from the Business Lease Act that
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the tenant is entitled to allow another tenant carrying out the same type of business as stated
in the lease agreement to take over the lease contract on equal conditions, a so-called
‘assignment’ (as opposed to subleasing). According to the Act, the landlord is entitled to reject
such assignment, if he has substantial and reasoned grounds for doing so, such as the incoming
tenant’s financial position or lack of business experience. The parties can agree that the
provision in the Business Lease Act regarding assignment shall not apply. In such case, the
tenant cannot assign the lease contract without the prior discretionary consent of the landlord.
Further, the parties can agree on other assignment conditions as stipulated in the Act.

USE AND CONSTRUCTION: Unless otherwise agreed in the lease agreement, the landlord is
responsible for the legality of the agreed use and the construction and furnishing of the
premises, e.g. asbestos in the walls. However, it is often agreed that the tenant apart from being
responsible for the legality of his actual use and furnishing of the premises also is responsible
for any order issued from public authorities after the date of commencement.

ALTERATIONS: As a general rule, unless otherwise agreed the tenant is not entitled to make
alterations of the premises during the lease period apart from certain usual changes without
the landlord’s consent. Further, unless otherwise agreed in the lease agreement, the landlord
is only entitled to claim re-establishment upon vacating the premises for alterations carried
out during the lease period and approved by the landlord if the landlord at the time of approval
has specifically reserved the right to claim reestablishment.

TENANT’S TERMINATION: The tenants may terminate a lease without stating any particular
reason. However, it is quite usual that the parties agree that the lease cannot be terminated
within a certain period of time and if this is the case, the tenant cannot terminate the lease
during such period.

LANDLORD’S TERMINATION: In respect to landlord’s termination, it is also quite usual that
also the landlord has a non-termination period. Further, irrespective of an agreed non-
terminability period, the landlord is only entitled to terminate the lease if the termination is
based on specific reasons specified in the Business Leases Act, of which the relevant are:

■ If landlord wishes to use the leased premises himself and the termination is deemed
reasonable based on an evaluation of the situation of both parties.

■ If the leased premises must be vacated due to a demolition of or an alteration of the building.
However, if the premises in question are to be leased again after the rebuilding or alteration,
the landlord is obliged to offer the tenant to lease premises of the same nature as those
terminated in connection with the termination

■ If other strong reasons make it particularly important for the landlord to terminate the lease 
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DAMAGES AND COMPENSATION TO THE TENANT DUE TO THE LANDLORD’S TERMINATION:
According to the Business Lease Act, tenant may claim damages due to landlord’s termination.
In addition, tenants who are business protected may claim compensation for loss of goodwill

The Danish environmental law

SOIL CONTAMINATION: Under the Soil Contamination Act the Regional authorities are under
an obligation to register/map all (potentially) contaminated areas in Denmark, except for lightly
contaminated sites. Registration can be made on level 1, if an area due to the historic use is
likely to be contaminated, or on level 2, if there is knowledge that an area is contaminated.

A registration in itself does not imply a liability or an obligation to remediate. Instead, a
registration implies a number of restrictions relating to the use of the area in question. A
registration does not in any way restrict the actual use of the registered area, but a change of
the use to a sensitive use requires a special permit from the authorities. Similarly,
commencement of building and construction works on a registered area situated within an area
with special drinking water reserves, requires a special permit. Such permits may be
conditioned upon the prior exercise of contamination investigation and/or remediation. The
costs incurred in this respect lies with the owner/builder.

ENVIRONMENTAL LIABILITY: The Soil Contamination Act /The Environmental Protection Act
authorise the environmental authorities to issue administrative orders requiring investigative
or remedial action to be taken in relation to soil and ground water contamination. Such
requirements may be issued to the polluter. Basically, a polluter is any party who for commercial
or public purposes operates or operated the company or uses or used the plant from which
the contamination originated. The contamination shall have been released in its entirety or in
part during the operation period in question. Where a contamination can be attributed to more
than one polluter, enforcement notices may be issued to all of them.

> Tax Law

Corporate Residence

As a main rule European companies and foreign companies which have a management
effectively placed in Denmark or that carry on business activities through a branch in Denmark
are subject to corporate tax in Denmark.

Different Company Types 

LIMITED LIABILITY COMPANIES: Most Danish limited liability companies, such as A/S (Public Limited
Liability Company) and ApS (Private Limited Liability Company) are subject to corporate taxation. 
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PARTNERSHIPS AND LIMITED PARTNERSHIP COMPANIES: In most cases partnerships and
limited partnership companies are transparent in terms of tax which means that only the
owners/partners are subject to tax and not the company itself. 

BRANCHES: Foreign companies with a branch in Denmark are, with regard to the income
deriving from the branch, assessable to corporation tax in Denmark. Income from a Danish
company’s foreign branch is under certain conditions not subject to Danish corporate taxation. 

CORPORATE TAXATION 

Danish corporation tax is currently set at a flat rate of 25 %. Business expenses and
depreciations are tax deductible which means that only the net income is to be taxed. Further,
Danish companies can carry forward losses for an unlimited period that can be deducted in
later positive net incomes.  

Depreciation

As a main rule companies’ expenses are deductible in terms of tax. Machinery and equipment
used for the operation of the company is depreciated with 25 %. However the depreciation on
assets with a long life span, such as airplanes, ships etc. is gradually reduced from 25 % to 15
% in the period from 2008 until 2016. Infrastructure facilities are depreciated with 7 % and
buildings are as a rule depreciated with up to 4 %. Goodwill and other intangibles are
depreciated equally over 7 years. 

Tax Returns

Companies are obliged to submit a tax return for each fiscal year. However, small and medium-
sized companies are exempted from this obligation and only have to submit financial and
operating data via the tax authorities’ homepage (www.skat.dk). Also an English version is
available. Further, companies are obliged to pay taxes on account, which are charged every 20
March and 20 November.

Capital gains 

Capital gains from a subsidiary or group company are exempted from tax. As a main rule capital
gains deriving from bonds and debts owned by a company are taxed as corporate income tax
at a rate of 25 %. 

Shareholders who are not resident in Denmark are as a main rule not subject to Danish tax for
capital gains on shares in Danish companies.
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Dividends 

As a main rule, a parent company is exempted from tax on dividends from a subsidiary or group
company. If the parent company is a foreign company, it is in general a condition for the tax
exemption that the distributing company is not able to deduct the dividends from its taxable
income. 

Joint Taxation 

Danish companies are taxed jointly with its Danish group companies or branches. Negative
income of one company or branch can be deducted in positive income of another affiliated
company or branch. It is optional for a Danish company to choose whether to be jointly taxed
with a foreign affiliated company or branch or not. If the companies choose to be jointly taxed
this taxation must include all companies and branches within the group globally and it must as
a main rule apply for a 10-year period. 

Transfer Pricing 

The Danish rules on Transfer Pricing are based one the OECD Transfer Pricing Guidelines.
Transactions between affiliated companies must comply with the arms-length principle which
implies that products or services must be transferred at the relevant market price. Some groups
may be subject to documentation requirements.

Thin Capitalisation 

If a group’s controlled debts exceed DKK 10 million and the debt to equity ratio exceeds 4-to-1
at the end of the fiscal year, thin capitalisation rules may apply. 

CFC Taxation 

Financial companies (companies where more than 50 % of the income is financial and where
at least 10% of the assets are financial) controlled by a Danish company are subject to CFC
Taxation. If a company holds the majority of the voting rights in a subsidiary company it is
considered as a controlling company. According to the CFC taxation, the total income of the
subsidiary is subject to Danish tax. 

Double Taxation Relief 

If a company is subject to taxation in both Denmark and another country, double taxation might
be relieved according to a tax treaty entered into between Denmark and the relevant other
country. If a company is subject to double taxation in Denmark and a country with which Denmark
have not entered a tax treaty, a tax credit may be granted according to specific Danish rules. 
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PERSONAL TAXATION 

Income taxes

Persons who are tax liable in Denmark pay up to 55,4 % in income taxes depending on their
level of income and right to tax  deductions. As an indicator of the taxation level all income up
to DKK 423,804 per year are taxed with approximately  42 % and income exceeding DKK 423,804
are taxed with a marginal tax rate at approximately 55 %. 

Relaxed taxation of foreigners

In spite of the high level of income tax in Denmark, foreigners who move to Denmark to work
may apply for favourable income taxation. In Danish this taxation is called “Forskerordningen”
(i.e. the “scientist arrangement”) and contains a flat rate income tax at 32 %. In return for this
low income tax level the employee has no tax deductions at all and can only be subject to these
special rules for a period of up to 60 month.

The interpretation of the term ”scientist” is relatively broad and does also include e.g.
professional footballers. However, there are numerous requirements that have to be met to be
subject to these rules. One of the requirements is that the employee’s fixed gross salary must
exceed DKK 69,300 (approx. EUR 9,300) per month. 

Taxes on personal dividends and/or capital gains

If shares are owned by persons who are tax liable in Denmark, dividends and/or capital gains
will be taxed with 27 % of an amount up to DKK 48,300 and with 42 % of amounts exceeding
DKK 48,300. 



— 181 —

PECH DE LACLAUSE, BATHMANABANE & PARTNERS is a Paris-based business law firm
composed of a team of attorneys trained at major international law firms, law departments at
significant multinational groups as well as law professors. Our philosophy is to bring quality
legal services by expert business-friendly attorneys with a focus on synergy, team cooperation,
and cost efficiency.

Practice areas in which we provide dedicated and focused legal services include: 

■ Corporate law and M&A ■ Criminal Law (white collar) 
■ General Commercial and Civil Litigation ■ Intellectual Property
■ Insurance ■ Public and Administrative Law
■ General Commercial Law ■ Torts and Personal Injury
■ Compliance ■ Health Care and Cosmetics
■ Environment ■ Labor &Employment law
■ Privacy and personal data protection ■ Town planning and Zoning
■ Real Estate- Construction

We are currently twenty-plus attorneys, including five partners, speaking, in addition to French,
English, Spanish, German, and Italian. 

Our clients are principally composed of businesses of all sizes, as well as public entities, and
we assist primarily in the areas of private business law and public/ administrative law.

Nicolas Blanchenay - PARTNER Pascal Bathmanabane - PARTNER

Corporate Labour Law

nblanchenay@pechdelaclause.com pbathmanabane@pechdelaclause.com

> France

PECH DE LACLAUSE, BATHMANABANE & ASSOCIÉS
www.pechdelaclause.com
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Emmanuel GOUESSE - PARTNER Jean-Marc FEVRIER - PARTNER

Criminal Law - Litigation Public and Administrative Law 

egouesse@pechdelaclause.com jmfevrier@pechdelaclause.com

Philippe PECH de LACLAUSE - PARTNER William SNYDER - SENIOR COUNSEL

Criminal Law - Litigation Business law

philippe@pechdelaclause.com wsnyder@pechdelaclause.com

> Criminal Law

In France, a criminal prosecution may be commenced in two different manners: 

■ either by a Public Prosecutor (“Procureur de la République”); 
■ or by a victim through the filing of a complaint which seeks both the initiation of criminal
charges and the award of civil damages in the criminal proceedings (known as a “plainte avec
constitution de partie civile”).

Prosecution

THE ROLE OF THE PUBLIC PROSECUTOR: Public Prosecutors are magistrates (i.e., they have
the same training as judges), who work for the Office of the Public Prosecutor (Ministry of
Justice), akin to the Attorney General’s Office in the USA. A Public Prosecutor’s mission is to
prosecute on behalf of society. 

In cases where it is not mandatory that the investigation / fact-finding be conducted by an
investigating magistrate (juge d’instruction) (i.e., when the maximum sentence incurred is less
than ten years of prison), a Public Prosecutor may carry out a preliminary investigation on his
own, with the assistance of the police. The goal of such a preliminary investigation is to ascertain
whether breaches of criminal statutes have been committed, to collect evidence of such
breaches and to identify the offenders. In addition, it gives a basis for the Public Prosecutor in
deciding in whether or not to prosecute the case.

Investigations made by the police generally concern reports drawn up describing the facts and
the identification of the various persons involved. In particular, police services may question
any witness whose testimony they consider useful to further their investigation. If there are one
or more plausible reasons for suspecting that a person has participated in the commission of
an offence, such person can be interviewed by the police and kept in police custody (“garde à
vue”) for a one-time renewable 24-hour period. The person kept in custody is allowed to speak
with a lawyer at the beginning of the custody period and at the beginning of the renewed custody
period; the lawyer may also be present during the interviews with police officers and agents.
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If the person has been kept in custody and the evidence gathered seems sufficient to bring
proceedings, the Public Prosecutor then sends instructions so that at the end of the period of
custody, the persons concerned are either released or referred to the Public Prosecutor. 

The Public Prosecutor may refer the persons against whom he believes there is sufficient
evidence of the charges before the Criminal Court (“Tribunal Correctionnel”) by means of a
simple citation (summons) or request the start of an investigation.

PRETRIAL INQUIRIES BY A JUGE D’INSTRUCTION: The responsibility for the investigation may
be conferred upon an investigating magistrate (“juge d’instruction”). The juge d’instruction is a
specialized judge who is a member of the Court of First Instance (Tribunal de Grande Instance)
having subject matter jurisdiction over the case (a judge of the “Tribunal de Grande Instance”)
and who conducts his investigations under the control and supervision of the “Chambre de
l’Instruction,” an appellate court. 

A juge d’instruction is not permitted to open an inquiry on his own initiative but only if requested
by the Public Prosecutor or if he is requested by a victim through the filing of a complaint
(“plainte avec constitution de partie civile”). 

The juge d’instruction’s role is to determine whether there exists against any person (physical
person or corporate entity) sufficient information warranting that that person or entity be
brought to trial before a criminal court. The investigation phase, referred to in French as the
“instruction” or “information” is thus the stage where the case is developed and put in a state
that will allow the matter to proceed to trial (known as the “mise en état de l’affaire”). This
“mise en état” concerns not only questions of fact and guilt, but also issues of the defendant’s
background and history (when individuals are concerned). 

The juge d’instruction is not in any way linked to the Prosecutor’s office. It is the judge’s
responsibility to carry out his investigation not only with a view to finding incriminating evidence
but also exculpatory evidence. In this manner, French criminal proceedings are truly inquisitory
in nature rather than accusatory. Note also that the juge d’instruction plays no role in the trial
on the merits, which is conducted by another judge (or panel of judges). Thus in the French
criminal system, the prosecuting, investigating and judging functions are maintained separate
from each other.

The juge d’instruction may carry out investigations personally or may, as is generally the case,
designate investigators (police officers) to carry out these measures, which consist generally
in searches to seize the necessary documents or items connected with the matter, and the
questioning of the persons involved in the case. It should be noted that the “instruction” of a
criminal case can be quite a lengthy process.
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Experts 

Depending on the complexity of the matter, the juge d’instruction may also appoint an expert.
In addition, the parties have the right to retain their own experts, in order to help them prepare
their defence and better understand the conclusions reached by the court-appointed expert. 

Convocation

In the context of the judicial inquiry, the juge d’instruction may summon, or request that the
police question any person connected with the case. The summons to appear before the judge
is called a “convocation”. 

Depending on the evidence, if any, existing against the person to be questioned, that person
can be heard as an ordinary witness (“témoin simple”), as an assisted witness (“témoin assisté”)
or, finally, as a person formally under investigation and the object of criminal proceedings
(“personne mise en examen”). 

Persons identified by a witness or against whom there exist indications suggesting a likelihood
that they participated as author or accomplice in the crimes being investigated by the juge
d’instruction are categorized as témoin assisté (literally: “aided witness”). The category of
persons “mise en examen” (essentially, formally “placed under investigation”) corresponds to
persons against whom there exists serious or corroborating indications as to their participation
as author or accomplice in the crime being investigated. 

Depending on the classification, the person being questioned is entitled to greater or lesser
protections (presence of one’s lawyer at questioning, right to have one’s lawyer examine the
file, right to require the presence of the persons who have made him a suspect in the
proceeding, etc.), as described below.

The expression “témoin assisté” refers to persons who are identified by name either in a
complaint filed by a civil party (“plainte avec constitution de partie civile”) or in the document
filed by the public prosecutor (known as the “réquisitoire introductif’) requesting the designation
of a juge d’instruction, and who has not been placed under the “mise en examen” status, i.e.
designated as a suspect. 

Assistance by Counsel and access to the file 

A témoin assisté is entitled to be assisted by a lawyer when being questioned, and the right to
be notified in advance of any hearings before the juge d’instruction. He does not take the oath
during questioning and hearings. 
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A person “mise en examen” also has the right to be assisted by a lawyer during questioning. A
person may not be “mise en examen” unless he or she first appears at a hearing before the
juge d’instruction. Only those persons who do not satisfy the definition of aided witness can be
formally declared “mise en examen”.

Both an aided witness and a person formally placed under investigation have the right through
their lawyer to access the juge d’instruction’s file. In addition, they have the right throughout
the “instruction” to file written requests for experts to be appointed, for witnesses to be called
for examination, and to confront witnesses. 

Outcome of the juge d’instruction’s investigation

At the close of the investigation, the juge d’instruction can enter an order dismissing the
charges, if he/she finds the evidence insufficient to proceed: the order is called an “ordonnance
de non-lieu”. On the other hand, he/she can enter an order referring the matter to the court
having jurisdiction to conduct a trial in the matter, if he/she finds that the charges against the
accused are sufficient for the case to proceed to trial on the merits: the order is known as an
“ordonnance de renvoi”. Note that the decision to send a case for trial on the merits in no way
constitutes a decision on the merits.

Trial on the Merits

After the closing of the “instruction” phase, the matter may be brought for trial before the court
having jurisdiction. The trial is likely to be commenced anywhere from 6 months to one year
following the closing of the instruction. 

The case may also be brought before the Court by the Public Prosecutor at the end of the
Preliminary Investigation if he considers that an “instruction” is not necessary. 

Please note that the victims may also directly apply to the Court whether (i) through the filing
of a summons if the Public prosecutor did not bring the case to a court (“citation directe”) or (ii)
through a complaint (“constitution de partie civile”) if the Public Prosecutor or an investigating
magistrate decided to have the case brought to a Court.

Summons to Appear and Assistance of Counsel

Those parties against whom the juge d’instruction (in case of an instruction) or the Public
Prosecutor (in case of a sole Preliminary Investigation) have found there exist sufficient grounds
for proceeding to trial will be brought to trial before the Criminal Court. They are summoned to
appear for a hearing at which they are in principle required to appear personally, unless they
can prove some impediment (health or serious professional obligations). 
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If they cannot personally attend the hearing, they may be represented by their lawyers if they
inform the Court President (as mentioned above) and provide their lawyers with a special power
to represent them before the Court. 

However, the Court may consider that the presence of these persons is necessary and postpone
the hearing to a day in the future when they will be able to be present. In the event the offence
is punishable by imprisonment of two or more years, the Court may require their presence by
an enforceable order through arrest (“mandate d’amener”).

Intervention by the Parties

THE CIVIL PARTIES: The civil parties are permitted to file written briefs supporting their
positions and/ or requesting a decision on a specific question. They may also question the
accused, the witnesses and the experts during the trial. The civil parties have the floor first.

THE PUBLIC PROSECUTOR: During the trial, the Public Prosecutor may question the parties,
the witnesses and the experts. Before the attorneys for the accused speak, the Public
Prosecutor makes a statement as to the penalties he requests be entered against each of
the accused. 

THE ACCUSED: Just like the civil parties, the accused are permitted to file written briefs
supporting their position and/or requesting a ruling on a specific point. They may be questioned
during the trial by the presiding judge, acting either on his own or at the request of the Public
Prosecutor or the civil parties. The accused can likewise question the civil parties, the experts
and the witnesses, and they are always afforded the last word.

Rendering of the Judgment - Appeal

At the end of the hearing, if the court, given the complexity of the matter, cannot enter its ruling
that very day, it will set the date on which it will be in a position to enter its decision.  Criminal
appeals must be filed within 10 days from the date the judgement is rendered.

Access of the public and of the press

Finally, please note that the trial is necessarily open to the public, except in very limited
circumstances where the conditions for closed-door or “in chambers” hearings are met (cases
involving minors). Media presence is possible, but filming or photographing in the courtroom
is prohibited.
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> Foreign Investment

Foreign investment in France is by principle free of any administrative constraint. However, in
certain instances, foreign investment in France is subject to either (i) declaration to the
administration, (ii) prior authorization or (iii) filing for statistical purposes.

Operations subject to declaration

■ The following operations are subject to declaration to the administration when made by
foreign investors or by French entities whose capital or voting rights are held at more than
33.33% by foreigners:

- Incorporation of a business
- Acquisition of all or part of an ongoing business of a French entity
- Any equity investment resulting in a stake of over 33.33% of the capital or the voting 

rights
- Any operation organized abroad resulting in a change of control of a foreign entity,

itself holding capital or voting rights in an entity whose capital or voting rights are
held by foreigners at more than 33.33%

■ The declaration must be made with the “Direction Générale du Trésor”, of the French Ministry
of the Economy, of Finances and of the Industry. There is no required format.

■ A general waiver is granted for the following operations: (i) creation or extension of the
business of a French entity, increase in the stake of a French entity under foreign control when
made by an investor already owning over 50% of the capital or the voting rights, (ii) subscription
to a capital increase of a French entity under foreign control, subject to the absence of increase
of his/her stake, (iii) intra-group operations, (iv) operations relating to guarantees or donations
to a French entity already under foreign investors., the takeover up to 1.5 million Euros of
handcraft businesses, restaurants, hotels, (v) acquisition of arable land.

Operation subject to prior authorization from the French Administration

A prior authorization request must be made to the Minister of the Economy; the Minister has
up to 2 months to respond, failing which the Minister is deemed to acquiesce to the operation.

■ Investment made by non-European Union (or EEE) investors:
- Individuals citizen of countries that do not belong to the EU 
- French citizens not residing in France.
- Investment in certain industries (off-casino gambling, private security business, 

communication interceptions, encryption, etc.
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■ Investment by EU (or EEE) investors. Investment in regulated sectors mentioned at article
R.153-4 of the French commerce code, such as research, production and trading of weapons,
business conducted by companies that receive national defense secrets, or other related
national security organizations, or other business subject to security clearances (secret
défense).

■ Investment by French entities (subject to foreign control). Investment businesses (i) relating
to encryption, (ii) using national defense secrets (iii) conducting R&D, production or trading
weapons, ammunition, powder and explosives, for military use, (iv) that procure services or
goods to the Ministry of Defense, or (v) that deal in gambling, private security, biotechnology,
and some activities tied to IT systems.

Operations subject to filing for statistical purposes

■ Operations involving amounts in excess of 15 million Euros require a filing with the Banque
de France, when the operation relates to (i) the acquisition of at least 10% of the capital or voting
rights, (ii) acquisition of real estate, (iii) operation between related parties such as loans,
deposits.

■ Operations involving amounts in excess of 1.5 million Euros require a filing with the French
Ministry of the Economy, when the operation relates to (i) real estate acquisition, (ii) acquisition
of land for wine production, (iii) liquidation of direct investments in France, (iv)operation subject
to authorization by the French Ministry of the Economy, or (v) disinvestment in a French entity
(termination of business, liquidation, etc.). 

> Corporate Law

Legislative trends in French corporations law

Generally speaking, corporate law in France saw various trends in the past decade:

■ New technologies have made their way into the corporate life: since 2001 board meetings
and shareholders meetings may legally be held by video or even telephone conference.

■ Recent legislation has started to decriminalize certain prohibitions of French corporations’
law, and for certain infractions replaced the criminal sanction (fines but also jail time) by civil
sanctions (damages but more often the possibility for any interested third party to seek and
obtain an injunction). 

■ In order to render it more business-friendly, French corporations’ law has been through a
regulatory simplification process. For example, certain forms of corporations are no longer
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required to accumulate a minimum amount of capital to be incorporated; the rules for issuing
securities (even for non-public entities) have been completely revamped in 2004 and synthesized
in one unique set of rules for all issuance of security, regardless of form (equity or debt).

■ Bankruptcy rules have been amended in 2005 to allow a court-supervised pre-insolvency
reorganization (“sauvegarde”) whereby a distressed but not insolvent corporation may seek
protection from creditors and a rescheduling of its debt; used effectively, the sauvegarde is a
powerful tool against financial creditors to force a debt restructuration while replenishing the
company’s cash reserves.

After five years of resolutely pro-business President Sarkozy administration, the election of the
Socialist François Hollande in May 2012 is expected to initiate a new trend toward a more
consumer- and citizen- oriented legislative policy. For example, there are renewed talks of
instating a French-type of class action process in order to maximize the efficiency of consumer
actions against major corporations.  

Nevertheless, corporation law is unlikely to be significantly affected by a change of government,
as all French governments have been keen to improve the country’s attractiveness to
businesses in order to maintain employment levels.

Structures for doing business

Traditionally, French corporate structures are divided between limited liability companies, such
as the société anonyme (SA), the société à responsabilité limitée (SARL), the société à
commandite par actions (SCA), and the société par actions simplifiée (SAS) on one hand, and
on the other hand unlimited companies such as société en nom collectif (SNC) and the société
en commandite simple(SCS). 

In addition, French corporations law knows several types of partnerships, such as the civil
partnership (the société civile) and its many sub-forms. French law also distinguishes between
corporate structures that are commercial by nature and those that do not have a commercial,
but rather a civil purpose (societies civiles).

French law also instituted the groupement d’intérêt économique as a specific-purpose
unlimited partnership.

Business can also be conducted in France as a sole proprietorship (enterprise personnelle)
or under an undisclosed partnership (société en participation) but these are not legal entities,
and the law regards them as a unique or several individuals doing business without a
corporate structure.
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Limited LiabilityCompanies

THE SOCIÉTÉ ANONYME (“SA”): The SA is by far the oldest and by far the most regulated type
of corporation.  Its starting capital must amount at least to 37,000 Euros, and it must have at
least seven distinct shareholders. Its shares are freely transferable, barring any clause to the
contrary in its article of organization (statuts).

The SA is managed either by a board of directors (conseil d’administration) and represented by
its CEO (directeur général), or by a directorate (directoire) represented by its Chairman
(Président du Directoire) under the supervision of an oversight committee (conseil de
surveillance). The SA is required to have its accounts certified by a statutory auditor
(commissaire aux comptes) from the date of its incorporation. 

Agreements between significant shareholders, directors and officers and the company
(“related-party agreements”) must be pre-approved by either the board of directors or the
oversight committee, and ratified by the shareholders at the next general meeting. Failure to
do so may lead to personal liability for the persons concerned by the agreement.

The SA form is generally used for public corporations, corporations subject to specific oversight
requirements (such as the “four eyes” rules applicable to investment companies), or in entities
with one or several investment funds have taken a stake, therefore benefiting from the
shareholder-friendly regulatory environment.

THE SOCIÉTÉ PAR ACTIONS SIMPLIFIÉE (SAS): The SAS, created as a joint-venture vehicle in
1994, is currently by far the preferred corporate vehicle for non-regulated, closed capital
corporations. The rules governing SAS are mainly derived from the SA, but the law allows an
almost complete freedom in its internal organization, including the decision-making process,
the oversight process, and the general workings of corporate life, subject to a minimum of
mandatory rules.

The mandatory rules are those governing limited liability corporations, but also include (i) the
designation of at least one legal representative, called the President, who speaks for the SAS,
(ii) the obligation to appoint a statutory auditor once the SAS reaches a certain size, (iii) a related-
party agreement process (albeit simplified compared to the process implemented in the SA).

The SAS is unique in allowing the use of a squeeze-out clause in its articles of organization,
subject to certain guidelines. The SAS requires therefore a specific expertise in drafting its
organizational documents, as those will effectively govern the relationship between its directors,
officers and shareholders.

The SAS can function with a symbolic capital (of at least one Euro), and with a sole shareholder.
Wholly-owned SAS are designated as SASU (Société par actions simplifiée unipersonnelle).
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The SAS can include non-equity partners, whose contribution (under the form of serviced
rendered) must be included for voting rights and dividend rights, but not for sale or
liquidation proceeds. 

THE SOCIÉTÉ À RESPONSABILITÉ LIMITÉE (SARL): The SARL is the workhorse of small
businesses. It is a somewhat heavily regulated environment, which trades freedom in its
organization for predictability. Initially designed for small businesses, it is the most used form
of corporate structure for closed capital corporations.

SARLs can also include non-equity partners under the same constraints as the SAS. Their
shares are not freely transferable to outsiders, being subject to a pre-approval of sales to non-
shareholders by the other shareholders, and any transfer in breach of such pre-approval is void
as a matter of law.

SARLs do not require statutory auditors unless they reach a significant size. SARLs are governed
by general managers (gérants) who can be removed solely for cause. Any removal without cause
is still valid but gives rise to damages to the general manager wrongly removed.

THE « SOCIÉTÉ EN COMMANDITE PAR ACTIONS » (SCA): The SCA is a hybrid type of structure,
with general partners (commandités) and limited partners (commanditaires). General partners
act as general managers and legal representatives of the SCA, and they are jointly and severally
liable for the liabilities of the SCA. Limited partners own shares and limit their liability to the
capital invested through such shares, with a minimum capital of 37,000 Euros.

The SCA is now fairly uncommon, and is mostly used when a family or a small nucleus of
shareholders seeks to retain control of a company by acting as general partners, while
attracting capital through investors as limited partners.

Partnerships

THE SOCIÉTÉ EN NOM COLLECTIF (SNC): The SNC is the quintessential commercial
partnership, in which all the partners are deemed to be merchants (commerçant) and are jointly
and severally liable for the liabilities of the SNC. All its members are therefore, barring any
clause to the contrary, legal representatives of the SNC.

This type of partnership is now seldom encountered, as the joint and unlimited liability of its
members often deters potential investors. It is still used mainly for tax purposes, as it can opt
for a see-through entity for corporate income tax.

THE SOCIÉTÉ CIVILE (SC): This is the noncommercial partnership structure, most widely
used structure for real estate holding partnerships (SCI), professional partnerships (SCP),
and the like. 
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The rules governing SC are identical to those governing the SNC, except that the shareholders
are jointly but not severally liable for the liabilities of the entity, and that none of the partners
are deemed to be merchants.

THE GROUPEMENT D’INTÉRÊT ECONOMIQUE (GIE): The GIE is really a non-commercial
partnership whose purpose is to generate savings or provide certain services to its members;
it is not intended to generate distributable income as dividends, although it may do so
occasionally. Members of a GIE are jointly but not severally liable for the GIE’s liabilities. The
GIE form, after a timid start in the 1960’s, is now very seldom used as a corporate structure,
except for certain known networks such as McDonald’s France.

Rules governing all corporations and partnerships

INCORPORATION: The incorporation process in France requires several mandatory steps, failing
which the registration will not be recorded by the clerk of the Commerce court (Greffier du
Tribunal de Commerce), which in effect denies the entity any legal existence. Such steps usually
include the filing of the organizational documents (statuts), documentation about the directors
and officers, the justification of the right to use the designated headquarters, the identity of the
statutory auditors if any, the entity’s year end.  Incorporation also requires certain publicity in
a legal gazette in the jurisdiction of incorporation.

All these are requisites for the registration on the Register of Commerce and Companies
(“RCS”), which is now freely accessible from publicly available databases (Infogreffe,
Société.com). Evidence of registration is given through an excerpt of the Register for a given
entity; such document is called a “K-bis”. It is of course a criminal offense to supply false
information to the RCS. 

CORPORATE DISCLOSURE: Under French law, third parties rely on the information provided
by the K-bis for any given entity, in particular in determining which officers are legally
empowered to bind the company, for example. 

Therefore, the law requires that any change affecting the information mentioned in the RCS,
and therefore in the K-bis, must be notified to the Commerce Court for the update. Any change
that is not reflected in the K-bis is deemed to be not binding on third parties; for example,
changes in capital, form of entity, changes in directors and officers, and the like.   This is crucial
for certain changes such as changes in headquarters, since notifications sent to the previous
headquarters still showing on the K-bis will be deemed valid, even if the company has moved
to other headquarters.

In addition, all commercial entities are required to file their annual financial statements with
the RCS, which offers third parties a wealth of information on any entity’s financial health and
situation. Filing false financial statements is of course a criminal offence. 
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Mergers, spin-offs, and other specific operations affecting the assets or liabilities of an entity,
such as the disposition of a business as a going concern (fonds de commerce) require the filing
of draft documents and a waiting period during to inform interest parties of the potential risk
to their interest.

DIRECTORS AND OFFICERS: Directors and officers can be removed at any time, subject to
minimum due process; however, removing general managers in SARLs and SNCs, and
members of the directorate in SAs, without showing good cause will create a cause of action
for damages. Entities can be directors of an SA or an SAS, and are represented by their own
legal representatives.

Foreign individuals who are not citizens of the EU or of the EEE and who are not residents in
France must make a specific filing with the local authorities. Those who wish to reside in France
may be required to apply for a resident visa. 

Directors and officers of a company are personally liable to the company or to its shareholders
for any negligence in the management; individual directors may escape such liability if they
opposed the action during a vote of the board.  Directors and officers are liable to third parties
if they act in a manner that is incompatible with their duties, willful misconduct, breach of any
applicable law or regulation, or a breach of the organizational documents of the company. 

Directors and officers of all companies are ultimately criminally liable for breaches of safety
and labor laws and regulations committed by the company (such as criminal negligence in a
work accident or involuntary manslaughter in the workplace), unless they have validly delegated
their responsibilities under delegations of authorities, with the proper means for the delegates
to apply safety regulations. Directors and officers that have been negligent in the management
of the company’s affairs and that subsequently filed for bankruptcy may be liable for part or all
of the company’s liabilities.

CORPORATE ASSETS: French law severely punishes the divestment by directors and officers
of company assets for personal gain and/or for a use that is contrary to the entity’s interest, as
such behavior is deemed to be a breach of duty to the entity involved.  Such actions, called “abus
de biens sociaux” or “abus de confiance” within the purview of these statutes, typically include
discount sale or transfer of company assets to directors, use of corporate assets for personal
use of directors, compensation beyond the company’s means, assumption of personal liabilities
of director by the company, corporate guarantee given to comfort the director’s personal loan,
etc. 
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> Labor and Employment Law

French labor and employment rules, both individual and collective employment relationships
between employers and their employees, are governed by:

■ The Declaration of the Rights of Man and the Citizen (a fundamental document from the time
of the French Revolution),
■ The French Constitution, 
■ Community regulations and case law,
■ French Labor Code (applicable legislative dispositions and regulations: laws, decrees,
orders…),
■ Collective bargaining agreements (result of negotiations between employers and groups of
employees to regulate working conditions,
■ Case law,

Individual relationships are also governed by the individual employment contract, customs,
commitments made by employers and the internal rules applicable within the companies.

Employment Contracts

Under French law, the employer and the employee may enter into a fixed term contract (CDD),
an open-ended term contract (CDI) or a temporary work contract ("interim"). With regard to
temporary work, two contracts are simultaneously entered into: a contract between the
temporary work agency and the company, and a contract between the temporary work agency
and the temporary worker. 

A contract can be written, oral, or result from an exchange of correspondence. 

Fixed-term employment contracts and temporary work contracts must be written and have to
comply with restrictive regulation, in particular with regard to their purpose and their duration.
In case of breach of these rules, the employment relationship can be judicially converted in an
open-ended employment contract. 

Employment Formalities

Under French law, specific rules exist with regard to the employment of foreign employees,
under which the employer must satisfy specific formalities before employing a foreign
employee. Employing a foreign employee who has no authorization to work or without checking
the validity of the authorization of a foreign employee is criminally sanctioned.
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Criminal sanctions in Employment law

DISCRIMINATION: During the employment process, French law prohibits employment
discrimination, in particular discrimination based on the origin, race, religion, age, sexual
orientation, political opinions, or union status. Any breach of this rule may be criminally
sanctioned and lead to damages.

UNREPORTED WORK (« travail dissimulé ») is the offence constituted by
■ Paid employment (production, business, services, etc.) without being registered with the
French authorities (employment, tax, or the social security organisms), or
■ Failure to (i) declare the hiring of an employee, (ii) provide a pay slip, (ii) mention on the pay
slip the accurate number of hours worked, or (iv)report the full salary (including benefits) paid
to social security organizations.  

Penalties for concealed work are severe. It is thus imperative for employers to be up to date
with their declarations. 

ILLEGAL LOAN OF WORKERS: Under French law, exclusive and for-profit loan of workers is
reserved to the temporary work and work-share agencies. Therefore, it is forbidden to receive
a financial gain from loaning employees for the benefit of other employers, even to affiliates in
a same group.

A company may loan one or several workers to another company, as long as it generates no
financial gain from this operation. There is no financial gain when the cost charged to the
beneficiary of the loan is limited to the costs of the actual salaries, social security contributions
and professional expenses.

ILLEGAL TRADING OF WORKERS (« marchandage »): Illegal trading of workers is the loan of
workers for profit which negatively affects the interests of the employee concerned or which
distorts the application of legal rules, a labor convention or collective agreement.

SUBCONTRACTING: Companies often employ subcontractors to execute part of the works
entrusted to them by their clients. Those operations are legal, but particular attention is needed
on two particular points.

When a worker’s gross salary is higher than 3,000 Euros per month, the contractor must ensure
that the subcontractor is not committing unreported work (see above), and specifically, that it
is up to date with its declarations to the social security organizations. By failing to do so, the
contractor can be held jointly and severally liable for the social obligations of the subcontractor.

Moreover, subcontracting may amount to a temporary loan of an employee of the subcontractor
to the contractor’s company. In this instance, the contractor should ensure that the loan of this
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employee is only accessory to the services provided by the subcontractor and not its main
purpose of the subcontract. Otherwise, there is a risk that the services supplied by the
subcontractor may be qualified as “illegal trading of workers” or “marchandage”.

Compensation

MINIMUM WAGE: In France, employers are free to determine the remuneration to be paid to
the employee, provided it is above the “salaire minimum de croissance” (acronym “SMIC”),
which is a minimum wage, increases set by the French Government on the basis of comparison
to the national cost of living index. The employee’s remuneration must also meet the
compensation requirements of the collective bargaining agreement applicable to the
company’s industry.

THE “EQUAL WORK, EQUAL PAY” PRINCIPLE: A consistent line of case law has ruled that the
employer must ensure equality of compensation between all employees placed in identical
situations. 

In a nutshell, the employer may only use his managing power (“pouvoir de direction”) to treat
employees differently provided he/she can justify such differences by criteria that are unbiased,
relevant, physically verifiable and not linked with any discriminatory motive. Subject to certain
conditions and context, the employer is entitled to justify differences of compensation based on
the experience and seniority, professional skills or diplomas.

SOCIAL SECURITY CONTRIBUTIONS / PAYROLL TAX: They amount to 60-70 % of the employee’s
gross salary (40 to 50% paid by the employer, and 20 to 25% by the employee), depending on
the industry and collective bargaining agreements.

Working time duration

In France, the working time duration is legally fixed at 35 hours per week (i.e. 151, 67 hours per
month). Time worked above that limit constitutes overtime and is subject to an additional
payment, and, in some cases, to rest days. The law also provides for the following absolute
working time duration limits:

■ a maximum of 10 hours a day; 
■ an average of 44 hours in a 12 consecutive weeks period;
■ no more than 48 hours in a single work week.

The employee must in any case, also benefit from an 11 hours rest period per day. Any employee,
even classified as an executive (“cadre”), is in principle submitted to these rules.



> France COMPENDIUM 2013

— 197 —

Specific regimes for executives

Nevertheless, the law provides specific regimes for executives only which allow more flexibility.
These regimes vary according to the cadre’s category and upon the applicable collective
bargaining agreement provisions, if any. Three categories may be distinguished: 

■ Senior executives (“cadres dirigeants”): executives who have significant responsibilities and
are the decision-makers in the company; their work hours cannot be quantified due to a high
degree of independence in the organization of their work; they are granted the highest
compensations of the company.  The senior executives are excluded from the working hour
legislative framework. 

■ “Autonomous” executives (“cadres autonomes”):  they are leading executives with significant
freedom to organize their own work time.  Their working time may be defined by an amount of
hours or a number of days per year if the collective bargaining agreement or a company
bargaining agreement (negotiated at the level of the company with the unions, if any) provides
for this option. To define the working time by a number of days also requires the express consent
of the employee. To that purpose, an agreement must be signed with the employee (either in
the employment contract itself or in a rider).

■ “Integrated executives”: (“cadres intégrés”): are those who are subject to the company’s
collective working time and who are integrated in a working team. They are subject to the legal
provisions on working time.

Part-time contract

Part-time contract (fewer than 35 hours a week) can be concluded with the employee. It must
contain mandatory provisions to be valid. 

Paid vacation

Employees are entitled to five weeks of paid vacation per year. The collective bargaining
agreement applicable to the company can provide for more paid vacation.

Specific rules

French law provides specific provisions concerning night work, bank holidays, Sunday work.

Grounds of Dismissal

The employer may only terminate an employment contract and dismiss an employee if he/she
justifies:
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■ A “real” cause: based on objective elements which can be substantiated, constituting the real
cause of the dismissal, i.e. an accurate and exact cause;

■ A “serious” cause: it must be of some significance, making it impossible for the employer to
continue the employment relationship.

The grounds for dismissal must be fully notified in the letter notifying the dismissal to the
employee. There are three basic types of real and serious reasons for dismissal:

DISMISSAL FOR PERSONAL REASONS: The reason for dismissal is directly linked to the
employee, in case for instance of the employee’s lack of performance, or if the employee has
had an accident or is ill and therefore incapable of working.

In such circumstances, the employee has to be convened to a preliminary meeting during which
the reasons for his potential dismissal are explained to him by the employer. After this meeting,
the employer may decide to dismiss the employee and notify him his dismissal by a registered
letter with acknowledgement of receipt.

This procedure is quite formal and the employer has to respect specific delays. Otherwise, in
case of breach of those delays, the employer may have to pay compensatory damages to the
employee for breach of the dismissal procedure.

Moreover, the physical inaptitude of the employee may constitute a real and serious cause of
dismissal, but only if such inaptitude has been noted by the occupational health doctor after
two separate medical examinations and if there are no possibilities of redeploying of the
employee within the company or the group of the employer.

DISCIPLINARY DISMISSAL: The employee may be dismissed for grossly negligent conduct with
regards to contractual obligations (breach of the internal procedures, unjustified absences…),
for breach of a duty of loyalty towards the employer (unfair competition, denigration…), or in
case the employee’s behavior towards his colleagues is inappropriate (insults, violence, moral
or sexual harassment…).

However, a disciplinary procedure may only be engaged within a period of two months starting
from the day the conduct in cause became known to the employer. Any previous wrongdoings
not acted upon within this period are time-barred. Moreover, the letter of dismissal has to be
sent within a one month delay starting from the day the preliminary meeting took place.
Otherwise, the dismissal is considered as being unjustified.

DISMISSAL FOR ECONOMIC REASONS: Such a dismissal is based on a reason unrelated to the
employee and is due to the necessity to modify or reduce the headcount in order to face
economic difficulties or to safeguard the competitiveness of the company.
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Specific rules govern such a dismissal and differ then the dismissal applies to i) a single
employee (individual dismissal), ii) from two to nine employees (small collective economic
dismissal), and iii) ten or more employees (large collective economic dismissal).

In any case, an economic dismissal may only be brought if there does not exist any other
possibility or alternative job opportunity for the employees concerned within both the company
and the group.

Moreover, in case of a small economic dismissal and a large economic dismissal, the Works
Council (“comité d’entreprise”) has to be consulted before the dismissal letters are sent to the
employees. In case of a large economic dismissal in a company of 50 or more employees, the
Works Council may be assisted by a certified accountant who is paid by the company.

In these cases, the company has to put in place an employment safeguard plan providing for
internal and external redeployment measures and the support of the dismissed employees
(assistance for geographical mobility, increase of the dismissal indemnities…).

Such a plan has to provide for sufficient support measures considering the capacities of the
company and the group it belongs to. If such a plan is considered as being insufficient, the
notified dismissals are deemed void and the employees may demand their reinstatement with
the company, with compensatory damages and back pay.

Severance payments

In most cases, a dismissed employee is entitled to:

■ A notice period indemnity (in general 1 to 2 months for workers (“ouvriers”), 2 months for
technicians and supervisors (“agents de maîtrise”), 3 months for the executives and engineers
( “cadres et ingénieurs”) ;

■ A severance payment based on current compensation and seniority, provided by law or by
the applicable collective bargaining agreement, whichever is more favorable to the employee.

The legal dismissal indemnity is paid to the employee who has at least one year of seniority.
This indemnity amounts to 1/5 of a monthly gross salary per year of seniority until the 10th year
of seniority, plus 1/3 of a monthly gross salary from the 11th year of seniority.

If the dismissal is not justified, the employee may also obtain before the labor court additional
damages, which amount depends on the damage actually incurred by the employee. The
amount of such damages cannot be lower than 6 months of gross salary when the employee
has at least two years of seniority with a company of at least 11 employees.
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Employees’ representatives

ELECTIONS OF THE STAFF REPRESENTATIVES: The employees periodically elect their staff
representatives. When the company employs 11 employees and more, the employees elect staff
delegates that represent the staff and present their complaints during the monthly meetings
with the employer. Their term can be from 2 to 4 years. They are elected under a two-round
election, the first round being reserved for the unionized representatives.

ELECTIONS OF THE WORKS COUNCIL: When the company employs 50 employees or more, it
must organize the election of a Works Council. The duration of the office of its members lasts
from 2 to 4 years. It is also a two-round election which takes place under the same specific
system list, at the same time as the elections of the staff representatives. The first round is
reserved for the candidates presented by trade-unions.

The Works Council has two types of missions:

■ Economic missions: the employer has the obligation to provide members with periodic
information regarding the financial results of the company, the level of workforce… In addition,
the employer must seek the position of the Works Council before any important decision is
being taken, which could have an impact on the operations of the company. It is however a
consultative process which does not bind the employer.

■ Social and cultural mission: the Works Council organizes activities (end of the year party, trips,
etc.) and gives some advantages to employees (cinema tickets, discount prices for shows, etc.).

The Works Council has two separates budgets: one for his economic mission and one for its
social and cultural activities, both of which are financed essentially by a subsidy from the
company, fixed by the provisions of the French Labor Code.

ELECTIONS OF THE CENTRAL WORKS COUNCIL: When the company is divided in several
branches, each branch which employs 50 employees or more must establish a branch works
council, which is represented in the Central Works Council. Branch Works Councils have
jurisdiction over issues within the power of the branch manager. When such issues exceed the
branch’s framework, such issues are brought before the Central Works Council.

ELECTIONS OF THE HYGIENE AND SAFETY COMMITTEES: Within companies and
establishments of 50 employees or more, the staff representatives and members of the Works
Council appoint a Committee for Hygiene, Safety and Conditions of work (“CHSCT”). The CHSCT
deals with matters of risks for the mental and physical health of the employees, in connection
with their work conditions. Its members are appointed for a two year term. 
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The CHSCT must give its opinion before any important decision affecting the conditions of work
of the employees is made. The CHCST may lead an investigation, sometimes be assisted by an
external expert, when it considers that the health and/or the security of the employees is being
put in danger.

UNION REPRESENTATIVES: Within companies of more than 50 employees, trade unions may
appoint representatives among the employees to represent them (union representatives). They
are not employees elected by the staff but appointed by representative union organizations
within the company.

When the trade-union is “representative”, according to the legal conditions and criteria, it may
appoint one or more union representatives, depending on the number of employees of the
company. Their main mission is to present the complaints of the employees in order to obtain
new benefits for the employees and enter into new collective agreements binding the employer
and the employees.

When the trade union is not “representative”, according to the legal conditions, it may still
appoint a representative of the union section which is granted the same prerogatives as the
union representative, but such representative does not have the power to negotiate and enter
into collective agreements.

The representatives elected or appointed, according to the Labor Code, benefit from “delegation
hours” provided by the Labor Code or collective agreements taken from their working time in
order to be able to exercise their duties as union representatives. Delegation hours are paid as
if they were working hours. Moreover, the employer who intends to dismiss a staff
representative first has to obtain the authorization of the administration, regardless of the
grounds for dismissal.

Hygiene and security

OBLIGATION OF RESULTS OF SECURITY: With regard to hygiene and security, the employer
has an obligation to maintain security, ensuring conditions of security and hygiene in conformity
with the legal requirements. It is an obligation “of results”, which entails strict liability for the
employer. Any employer has to undertake the necessary measures to protect the mental and
physical health of his employees and to assure their safety under pain of civil and criminal
liability. The employer has thus the obligation to prevent any risk from arising and putting in
danger one of his employees.

PSYCHOLOGICAL RISKS: The employer has in particular the obligation to prevent psychological
risks from arising: stress at work, internal violence (conflicts, hazing, moral harassment…),
external violence, professional exhaustion (burn-out), who often have common factors that
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interact (amount of work, lack of clarity within the division of the work among the employees,
intensification of the work, organization of the work, management of the employees).

To prevent such risks, the employer has to evaluate them, within the context of the “document
unique”, set up indicators of psychological risks that have to be revised each year and set up a
plan of action in order to reduce those risks.

MORAL HARASSMENT: Tensions, insults and relationships of work deteriorating, unfriendly
comments, insinuations, humiliations or behavior with sexual connotations, acts of violence,
unjustified critics: the moral harassment constitutes one of the main risks for which the
employer has a duty to prevent.

Under French law, employees must not be subject to repeated actions of moral harassment
having the effect of, or the purpose of, damaging or degrading the conditions of work,
undermining the employee’s rights or dignity, distorting its physical moral or mental health or
compromising its professional future.

The victim of such harassment may bring an action before the civil courts and ask for damages
in reparation of the moral damages or injuries suffered. The victim may also apply for the judicial
termination of her employment contract. 

WORK ACCIDENTS AND PROFESSIONAL ILLNESS / WORKERS’ COMPENSATION: Employees
who incur work accidents and professional illnesses benefit from a specific protection under
French law. Victims of such accidents or illnesses have their employment contract suspended
during their sick leave until found fit for duty.

Moreover, during this suspension of their employment contract, the employees that are victims
of a work accident or a professional illness are protected against dismissals, unless they commit
a gross negligence, or the employer proves that he/she cannot maintain the employment
contract for a reason other than the accident or professional illness.

Otherwise, the dismissal is void and the employee may demand his/her reinstatement within
the company and compensation of damages incurred during the period between the termination
of the contract and the reinstatement, up to the actual loss of salaries (after deduction of the
social security indemnities). The employee may also decide not to request reinstatement and
demand to be fully compensated depending on the damages incurred.

After such a suspension, once the medical visit finds him/her fit for duty, the employee must
be reinstated at the same position, or may be declared unable to return to work by the labor
inspection physician. Such a report of unfitness (“inaptitude”) consecutive to a work accident
or professional illness must be followed by the redeployment of the employee and a specific
procedure governed by the Labor Code.
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With regard to work-related accidents or illnesses, the employee may also demand that the
costs incurred for his/her accident or illness be assumed by the social security organizations.

After review of such request by the social security organizations, the decision is then notified to
the employer, who may challenge it before a specific court.

The victim or its successors may also ask for an additional compensation when the accident or
the illness is due to the gross negligence(“faute inexcusable”) of the employer, which is
characterized when the employer had or should have known of the danger and failed to take
the necessary measures to protect his/her employees (e.g. asbestos).

> Real Estate Law

Buying Real Estate in France

The purchase of real estate in France typically follows the following 3 steps:

NEGOTIATIONS: The discussion phase occurs prior to signing an undertaking. In theory, the
parties are free to give or withhold consent to the proposed transaction. However, there is an
obligation to negotiate in good faith, and failure to comply with this obligation may result in
damages for losses proven. Also, once there is agreement on the price and the exact property,
a binding contract may be deemed to be formed. It is important, therefore, that parties are
cautious to not exchange documents that might give rise to a binding agreement prior to the
preliminary contracts intended for this purpose.

PRELIMINARY CONTRACTS: There are two types of preliminary contracts: the “promesse
unilatérale de vente” (call option), and the “promesse synallagmatique de vente” (bilateral
undertaking to sell and purchase). Both types are subject to conditions precedent such as the
exercise (or waiver) by the local authorities of a right of preemption, the buyer being granted a
loan to finance the acquisition, or obtaining building permit. The preliminary contract must
provide the agreed sale price or the precise calculation method. A description of the land and
building must also be included. In addition, the conditions precedents are determined, and a
guarantee payment is usually provided, in order to protect the seller from frivolous purchasers.

DEED OF SALE: The deed of sale is the document whereby ownership is transferred from the
seller to the buyer. The deed of sale contains the terms and conditions provided in the
preliminary contract.  The transfer in title is only enforceable against third parties as from its
registration at the office of the land registrar, although it may be enforceable between the
parties as of the date of signature. 
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In order to be registered with the land registrar, the legal instrument must be drafted by and
signed before and with a French notary (“notaire”).  In France, the notary is the holder of an
office conferred for life by a public authority. The notary has a duty to advise and warn both
parties of their respective obligations, and a duty to the French government for collecting all
taxes arising out of the sale of the real estate property.

Commercial Leases

Leases for buildings used for commercial and industrial purposes are covered by the French
Commercial Code. Commercial leases offer significant protection to tenants. For instance, they
provide the tenant, in principle, the right at the end of the term the right to renewal, or
compensation corresponding to the loss suffered as a result of not being able to renew. 

Such indemnity is in theory the value of the ongoing business (“fonds de commerce”) plus
moving and other relevant costs.

TERM OF THE LEASE: Commercial leases must be at least 9 years in duration.

RENT AMOUNT: The parties have discretion to negotiate the rent, which normally reflects
market conditions and may be determined in part or in whole according to a percentage of the
turnover generated by the tenant in the leased premises. The lessee typically will pay a
guarantee deposit and may be required to provide a bank guarantee. The lease may provide for
an indexation clause for the rent. Other formulas are possible, such as a review with specific
parameters every three years.  If the parties cannot agree on the rent value at renewal or rent
review (in the absence of a contractual clause), the law refers to certain elements, such as the
characteristics of the premises, its permitted use, the respective obligations of the parties, and
prices commonly used  in the geographic area. 

TERMINATION OF THE LEASE: The tenant may terminate the lease at the end of any three year
period, by giving six months prior notice. The tenant may also terminate when officially taking
retirement under the social security system. The landlord’s ability to terminate is much more
restrictive, and many involve payment of an eviction indemnity in the case of non-renewal, except
where the tenant has committed a material breach of contract. The notices of termination follow
a very formal process which requires the intervention of a bailiff (huissier).

RENEWAL OF THE LEASE: In the event notice has not been served at the end of a lease term,
the lease is deemed to be tacitly renewed for the same term and under the same conditions.
However, if the tenant serves a request for renewal (generally six months prior to the end of
the term), the landlord has three months within which to decide to accept the offer to renew. If
the landlord does not reply within this three months period, the lease is renewed. In such case,
or if the landlord accepts the request, the lease is renewed according to the terms and conditions
of the expired lease, with only the amount of rent subject to modification. 
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Zoning and building permits

Any new construction, from private residences to urban development projects, requires a prior
permit issued by the local administration, which is subject to zoning rules and regulations,
building codes and local ordinances. The permit is delivered by the city where the land
concerned by the construction is located.

In addition, changes to existing buildings that add habitable surface, change the outside
appearance or the structure of a building require a building permit. However, light work that
does not affect the outside appearance of the building may avoid the building permit process
and merely requires a notification to the city hall.

After construction, the builder is required to request verification from the city hall that will issue
a certificate of compliance, i.e. a certificate that confirms that the construction is consistent
with the building application and the building permit as issued. Land is classified as urban,
developable land or protected land.

> Tax Law

Income Taxes

France has four categories of income tax: corporation income tax, individual income tax, social
contributions and payroll taxes. This section mainly focuses on corporation tax.

Corporation Income Tax (CIT)

CIT is an annual tax on the total profits made in France (not worldwide revenues) by companies
and other corporate entities. Some entities are liable to CIT due to their corporate status (i.e.
notably thesociété anonyme, the société par actions simplifiée and thesociété à responsabilité
limitée depending on their shareholding). 

CIT also applies to other corporate entities according to the nature of their business. Civil
companies for instance (société civile), non-trading companies by status and even not for profit
organizations which carry out notably an industrial or a commercial activity are liable to pay CIT.
Partnerships, whose profits and losses are in principle included in the income of the partners in
proportion of their shares in the profits, may in certain cases elect to be liable to CIT.  

Corporate bodies may be subject to CIT at the standard rate for all their activities, or for some
of the corporate bodies at reduced rates on their property income. The standard rate is 33.33
%. However, specific rates are applicable depending on the size of business, from a 15% rate



for small businesses to 36.1% for large businesses which turnover or annual CIT exceeds
specific thresholds. CIT is not deductible.

Tax losses may be carried forward with no time limit, subject however to the absence of change
of the core activity of the company. Interest incurred by a company for the purchase of the shares
of a subsidiary are fully deductible from the CIT basis, subject however to specific rules in
relation with thin capitalization and deductible rate limitations applicable within groups of
companies. A French participation exemption regime is available when the holding company
has held at least 10% of the share capital of the subsidiary which shares are transferred for a
minimum period of two years. The capital gain realized is taxable at an effective CIT rate of
3.33%.

Dividend distributions are taxable at an effective CIT rate of 1.67% provided the shares of the
distributing entity are held or will be held for more than two years, and the receiving company
holds at least 5% of the share capital of the distributing entity.

Tax grouping (“integration fiscale”) election is available when 95% or more of the share capital
of the subsidiaries is held directly or indirectly by the head of the tax group. The tax grouping
election notably allows the matching of profits and losses derived by the companies which are
members of the same tax group, and allows avoiding CIT taxation, notably for intra-group
distributions and subsidies.

CIT neutral regimes are available for corporate reorganizations such as mergers, business or
shares contributions, spin-offs and most cross-border EU reorganizations. Pre-operations tax
rulings can be sought for non-EU cross-border reorganizations.

As far as CIT incentives are concerned, France is well known for some its attractive CIT credits
such as:
■ the CIT credit for research expenses (where up to 40% of the eligible research expenses
incurred can give way to a CIT credit which can even be reimbursed after a certain period);
■ the CIT credits applicable in the video games, movie and music industries.

Individual income taxation

For French tax residents, income tax is levied on the total worldwide income (subject to tax
treaty provisions). The tax is computed on a civil year period. It is a scheduler tax. The main
schedules are: business profits (i.e. business activity directly performed by individuals), non-
commercial activities (i.e. deemed intellectual civil activities derived by doctors and lawyers for
instance, together with income which does not fall within the scope of another schedule),
agricultural income, real property income, salaries and pensions, fixed and non-fixed income
from financial instruments (mostly dividends and interest) and capital gains. Each schedule
has its own income determination and computation rules. 
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For a single, the tax brackets and rates are the followings:

AMOUNT OF INCOME (€): TAX RATES (%):

Below 5,963 0
Between 5,963 and 11,896 5.5
Between 11,896 € and 26,420 14
Between 26,420 € à 70,830 30
Above 70,830 41

It should be noted that an additional specific income tax was recently introduced. Its rate varies
from 3% to 4%, depending on the marital status of the taxpayer, for the fraction of the income
above 250,000 € (for single individuals) or 500,000 € (for married couples). Specific expatriates
and “impatriates” (i.e. individuals transferring their tax residence to France) regimes offer
notably attractive income tax exemption regimes.

Social Contributions

In most cases, non-French tax residents are not liable to the social contributions. When liable
to it (whether residents or non-residents), their rate vary from 8% to 15.5%, depending on the
nature of the income derived (activity or capital).

Value added Tax (VAT)

As an active UE Member State, France has almost fully implemented the VAT Directive. The
current ordinary VAT rate is set at 19.6%. It should be noted that the first amending finance law
for 2012 which set an increase of the ordinary rate to 21.2% as from October 1st 2012 should
be neutralized by the second amending finance law for 2012 to be voted this summer, thus
leaving the ordinary rate to 19.6%. Reduced rates of 5.5% and 7% are applicable to specific
services and products.

There are several exemptions available, concerning in particular: 

■ some financial transactions (granting and negotiating credits and shares, credit management
by credit grantors, negotiating and taking charge of commitments, guarantees and other
securities as well as credit management by credit grantors, etc); 
■ some real estate leasing activities;
■ insurance and reinsurance as well as service supplies pertaining thereto ; 
■ medical and paramedical activities and hospital care costs ; 
■ charities ; 
■ teaching. 
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An election for VAT taxation of exempt activities is available for some exempt activities such as
bare buildings lessors, rural property lessors and some banking and financial transactions. 

Registration taxes

The purchaser is liable to the registration taxes for when acquiring certain assets. The taxes
are based on the sale price (or fair market value if higher, as appraised by the tax authority).
No cap is applicable.

SHARES: Registration duties applicable for the transfer of shares such as the “actions” of non-
real estate companies (shares of corporations such as SA, SAS, SCA) are computed at the rate
of 0.1%. Registration duties applicable for the transfer of shares such as the “parts sociales”
of (shares of SARLs, SNCs, SCs) non-real estate companies are computed at the rate of 3%.

Registration duties applicable for the transfer of shares of “predominantly real estate
companies” are computed at the rate of 5%. Main exemptions: transfer of shares taking place
between companies which are member of the same tax group or which are deemed controlled
by the same entity, are exempt of registration tax.

DIRECT ASSETS DEALS: Registration duties applicable for the transfer of an ongoing business
(“fonds de commerce”) are computed at progressive rates based on the purchase price (or fair
market value). The highest tax rate applicable for a transfer value above 200,000 € is 5%.

Registration duties applicable for the transfer of a real estate asset are computed at progressive
rates with eventual local exemptions available. However, in most cases, a global rate of 7%,
including notary fees, is applicable. Transfers of patents are liable to a limited flat registration
tax. Transfers of trademarks exploited in France are liable to the same regime as for the transfer
of an ongoing business. A limited flat registration tax is eventually applicable in other cases.

Wealth Tax (« Impôt de Solidarité sur la Fortune »)

French tax residents whose net taxable worldwide assets (i.e. minus debt and other liabilities)
are worth at least 1.3 M€ are liable to the wealth tax. Non-French tax residents are liable to the
wealth tax only upon their French based assets which value is at least 1.3 M€, being said that
French based financial assets are largely exempt.

The tax rate is progressive, from 0.25% below 3M€ of net assets to 0.5% for net assets worth at
least 3 M€. It should be noted that in the framework of the second amending finance law for
2012 currently in discussion before the French Parliament, an increase of the above the tax
rates is likely to take place.
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Local Taxes

ADDED VALUE: Businesses are liable to a local tax based on the added value generated
computed at the rate of 1.5%. Multiple specific exemptions are available for small and mid-size
businesses. 

REAL ESTATE: Real estate property which is:
■ owned - whether by companies or individuals - as of January 1st trigger an annual ownership
tax (“taxe foncière”) based on a specific rental value of the asset;
■ owned, leased or used by a company or a business trigger an annual business tax
(“contribution foncière des entreprises”) based on a specific rental value of the asset;
■ used by individuals as their inhabitation as of January 1st trigger an annual inhabitation tax
(“taxe d’habitation”) based on the specific rental value of the asset.

International taxation

The French withholding tax (WHT) on most interest paid to non-residents is no longer in effect,
except for payments made within tax heavens related schemes. The WHT on dividends is
computed at rates which vary between 15% (dividends paid to non-profit organizations) and
30%, except payments made to tax heavens related schemes.

Most distributions to EU-based companies are exempt of WHT. The above mentioned domestic
rates are subject to tax treaty provisions, which are likely to reduce the WHT liability or simply
waive it. France is among the very few OECD countries to have entered into more than 100 tax
treaties with other countries, therefore offering tax efficiency for cross-border transactions. 
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Since its foundation some 35 years ago in Cologne, at the economic and geographical heart of
Germany, JUNGE SCHÜNGELER WENDLAND has been mainly focusing on advising enterprises
and corporations and their respective operations on corporate, business, labour and trade law
both in Germany and abroad. Over the years, these core competences have been consequently
expanded to other fields like Bankruptcy and Creditors rights, M&A, Tax Consulting, Trademark
& Patent Laws, Contracts, Inheritance Law, Non-Profit Organizations, Insurance Law, Banking
and Capital Markets Law, Real Estate and Construction Law.

Being strongly business-oriented from the outset, JUNGE SCHÜNGELER WENDLAND has
developed a philosophy of pragmatic “deal making" instead of “deal breaking.” We consider the
law to be just another tool to achieve and increase the economic success of our clients. In an
increasingly complex and specialized economic environment, this approach requires profound
knowledge about national and international tax systems and jurisdictions. In addition to the
extensive know-how on this subject provided by the several tax advisors in our own ranks, a very
close cooperation with the renowned OFM Oebel Fröhlich Michels GmbH auditors and tax
consultants puts us in a position to offer tailor-made solutions to our clients’ wide-ranging needs
and requirements, from very specific legal advice to the elaboration of their financial statements.

Anticipating the far reaching impact of globalization and European integration, JUNGE
SCHÜNGELER WENDLAND readily responded to its clients’ growing expectations of an
international service by joining several international networks and developing close ties to a
large number of individual correspondents worldwide and nationwide years ago. We therefore
are well prepared to meet any challenge in our field, relying traditionally on cooperation on a
nonexclusive basis, choosing German and international correspondents alike in response to
the specific requirements of each case. Due to its international alignment and its strongly
developed approach to international teamwork, JUNGE SCHÜNGELER WENDLAND is able to
provide truly international service for its clients both in Germany and abroad.

> Germany

JUNGE · SCHÜNGELER · WENDLAND 
www.jsw-law.de
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As a team of highly qualified and internationally trained lawyers, tax consultants, paralegals
and professionals, we are fully committed to giving our clients outstanding care and advice and
meeting their needs, expectations and objectives by providing them with the most effective,
efficient and high standard of legal services.

The principal areas of the firm’s practice are:

■ Corporate including M&A ■ Real Estate and Construction Law
■ Commercial and Trade Law ■ Insurance Law
■ Labour Law ■ Banking and Capital Markets Law
■ Trademark & Patents Law ■ Non-profit organizations
■ Tax Consulting ■ Inheritance Law
■ Contracts

> Foreign Investment Law 

Registration with Government, authorities and permits

Germany offers an attractive environment for foreign investors. At first, there are solid and
strong infrastructures. Furthermore, Germany has a high degree of social stability. There are
also stable political and economic conditions. Foreign investors may find the highest level of
legal security, reliability and transparency there.

The German government and industry actively encourage foreign investment in Germany. There
is no limit on the percent of equity foreigners may own, or on the size of their investment. There
are also no real restrictions, nor are there any permanent currency or administrative controls
on such investment. Furthermore, there are no special regulations on foreign takeovers of
German firms. Foreign firms are generally treated as equals to national firms when building
permits, obtaining licenses or applying for and receiving investment incentives.

Considering this, any business, trade, factory or industrial establishment, whether domestic
or foreign, must notify the respective local administration and tax authorities about the business
prior to commencing its activities.

For most types of investment, licenses are not required. Only for certain businesses, there is
an obligation for the following licenses: agents and brokers for real estate, insurance, housing,
investment and mutual funds; commercial banking; custody and security businesses, gambling,
pawn broking and auction sales. 

In case of an industrial engagement comprising activities which could be a danger for the
environment, compliance to the rules of the “Federal Pollution Control Act” is required. There
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is a very strict and formal licensing procedure for such special business permits. Also, special
attention should be paid to EC environmental restrictions.

There are no principal limits that restrict private ownership of any kind of establishment. Either
German or foreign entities have the right to establish and own business enterprises, engage in
all forms of remunerative activity, and to acquire and dispose of interests in business
enterprises. There is no discrimination against foreign investment and foreign acquisition,
ownership, control or disposal of property or equity interests.

Also intellectual property is well protected in Germany. Patents are protected by the Patents
Act of 1936, as amended. Copyrights are covered under the basic laws of 1965, as amended
and Trademarks are protected by the Trademark Act of 1993, as amended.

Germany has introduced various incentives and other special conditions to encourage
investments in Germany. There are more than 3.000 of these incentive programs. The incentive
programs exist on the following levels: EU, federal and state Level. The incentive programs can
be classified by target areas, which include the promotion of investment, research and
development, human resource development and the promotion of the European market. Most
of the programs are Tax Incentives (special depreciation allowance, capital reserve allowance),
Investment Grants (Improvement of regional Economic Structures program) and various Credit
Programs (Loans with below-market interest rates from the Equalization Funds Bank, Marshall
Plan Funds, EU programs, loan guarantee programs and other programs for small and
environmental demonstration projects). The government has placed particular emphasis on
investments in eastern Germany and offered a number of incentives especially for this.

There are various possibilities of doing business in Germany. On the one hand, a foreign investor
can form a strategic alliance with an already existing German business on a solely contractual
basis. On the other hand, there are different forms of building up an own business. If the investor
wants to incorporate a German Business unit, he could establish a German branch. Setting up
a branch simply requires the registration with the commercial register and the local trade office
of the municipality where the branch is to be located.

If the investor is interested in conducting an independent German business unit separated from
its domestic business abroad, he can choose between varied forms of corporations and
partnerships. The two major forms of corporations are the GmbH (Gesellschaft mit
beschränkter Haftung) and the AG (Aktiengesellschaft). Important forms of partnerships are
the OHG (offene Handelsgesellschaft] and the KG (Kommanditgesellschaft).

All business units are subject to a registration process with the commercial register at the
district court (Amtsgericht], where the business is operated. The commercial register contains
all basic information about the business and its owners. All information is public domain and
accessible for creditors and public authorities.
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Transfer of dividends, interests and royalties abroad

The transfer of dividends, interests and royalties abroad is uncomplicated and easy for foreign
investors. The Euro is freely convertible into other currencies and the import and export of
capital is free, subject only to reporting requirements.

A free European capital market was introduced by EU Directive 88/36L and the implementation
of former Article 67 of the EU Treaty in national law. This Directive completely abolishes all
restrictions on the transfer of capital between EU member states.

Considering non-EU member states, the 1956 U.S.-FRG Treaty of Friendship, Commerce and
Navigation is to mention, which provides for free movement of capital between the Unites States
and Germany. Germany also subscribes to the OECD Code on Capital Movements and Invisible
Transactions (CMIT). While the provisions of Germany's foreign economic law provide that
restrictions can be imposed on private direct investment flows in either direction for reasons of
foreign policy, foreign exchange or national security, no such restrictions have ever been
imposed. There doesn’t exist a broad authority to screen foreign direct investment.

Repatriation procedures and restrictions

Investments are not subject to foreign-exchange controls. Profits and dividends may be freely
repatriated without restrictions of any kind.

Foreign personnel (permits, etc.)

Foreign citizens who plan to take up residence and employment in Germany must comply with
certain immigration rules and regulations. Generally, foreign citizens require a visa for entering
Germany. The visa is granted for three month and can be extended once for an additional period
of three month.

Citizens of EU member states, the U.S.A. Canada, Japan and various other countries are able
to enter Germany without a visa, provided that their stay in Germany does not exceed three
month and provided the foreign citizen is in possession of recognized travel documentation.

Foreign citizens, who have planned to work or engage in a commercial activity or trade within
Germany, need a residence permit. This does not apply to people, who enter Germany for the
purpose of travel for a maximum of three months and who are exempted from visa requirement.
If a foreign, non-EU citizen, who does not possess an unlimited residence permit, intends to
take up gainful employment in Germany, the consent of the Labor Office is required. The
possession of a (limited) residence permit does not include the statutory right to receive a work
permit. The Labor Office principally considers the application of the work permit on the basis
of the prevailing labor market and the individual applicant.
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In some cases, there is no work permit required. This means for example for certain executive
employees and temporarily seconded specialists or instructors, whose stay does not exceed
three months.

Application for permits must be filed before leaving the home country at the local German
diplomatic representation. Different to this, nationals of EU member states, EFTA-States and
U.S. citizens may apply for a residence permit after having legally entered Germany.

Work permits can be either issued for special types of employment in certain areas or for
particular positions in named corporations. Work permits are usually linked to an employer
and a new permit is therefore required for each change of employment.

> Corporate Law

Regulations and Rules

German corporate law offers a wide range and broad variety of legal forms for conducting
business, which reaches from the sole proprietorship via branches to various forms of
corporations and partnerships. Unlike some other major Continental legal systems, the German
corporate law is not integrated into one sole code as might be the case with the French Code
de Commerce, but split into different codes.

The Civil Code (Bürgerliches Gesetzbuch - BGB) deals with company law in Articles 705 to 740,
setting the legal framework for civil-law associations (Gesellschaft bürgerlichen Rechts - GbR).
Regulations concerning partnerships are to be found in the Commercial Code (Handels
Gesetzbuch - HGB). The two major types of corporations, the Limited-liability company and the
stock corporation, both have been regulated individually in their own Code, the Private Limited
Company Act [Gesetz betreffend die Gesellschaften mit beschränkter Haftung - GmbHG) and
the Stock Corporation Act (Aktiengesetz-AktG). The German Reorganization of Companies Act
(Umwandlungsgesetz - UmwG) furthermore provides a variety of ways to transform and merge
existing business without generating the necessity to either liquidate the company or transfer
single assets and liabilities. Recently a Corporate Governance Code has come into force,
applicable to quoted companies. 

Types of Companies and Liability of Shareholders

Investors willing to set up a business in Germany are necessarily restricted in their choice of
entity to the legal forms provided by the above mentioned laws, which nevertheless provide a
broad range of possibilities to conduct business. A foreign individual may wish to start business
as a sole proprietor (Einzelkaufmann) or as a branch of a foreign entity (Zweigniederlassung).
If he prefers to set up a legally independent entity in Germany, he may instead select between
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several forms of partnerships (Personengesellschaften) or corporations
(Kapitalgesellschaften). The legal forms most commonly adopted by foreign investors and
German businesses alike are the following:

AKTIENGESELLSCHAFT (AG) (STOCK CORPORATION): The AG is a separate legal entity with
the liability of the shareholders restricted to the value of the corporation's assets including its
share capital and outstanding contributions. The statutory minimum share capital is € 50.000
and has to be fully subscribed. At least 25% of the share capital must be paid in by the date of
application for registration in the commercial register.

This is the corporate form adopted by most of Germany's largest companies with the major
advantage that its shares can be transferred rather easily and be listed on a stock exchange,
making it relatively easy to raise capital from the public. Since the AG tends to enjoy a higher
market reputation and its independent management is not bound by shareholder instructions,
it has also been adopted by some smaller and privately owned businesses lately. On the other
hand, the AG is subject to a large number of mandatory legislative regulations, which make its
handling rather complex and sometimes might give little option to adapt the bylaws to specific
shareholder requirements. Furthermore certain standards regarding the bylaws of listed AG’s
have come into practice and should be observed, at least if the AG considers being listed at the
stock exchange.

GESELLSCHAFT MIT BESCHRÄNKTER HAFTUNG (GMBH) (PRIVATE LIMITED COMPANY OR
LIMITED- LIABILITY COMPANY): The second major form of corporation in German corporate
law is the GmbH, which is the corporate entity most commonly used for enterprises in Germany.
The German legislator lately has come up with a comprehensive reform of the GmbHG or
Private Limited Company Act, which has come into effect on November 1st, 2008 and is intended
to encourage business start-ups as well as to raise the attractiveness of the GmbH as a legal
form in the frame of growing international competition.”

The minimum share capital of a GmbH is € 25,000, divided into shares (Geschäftsanteile) which
may have different nominal amounts and be in cash or in kind. With a clear and stable
shareholder structure and total liability protection for its shareholders - the liability is limited
to the value of its assets including its share capital - the GmbH is designed to suit the necessities
of private business. It is easier to establish and administer than the AG, and its bylaws
(Gesellschaftsvertrag) may more easily be adapted to the requirements of the shareholders.

Unlike the AG, Shareholders retain overall control over the appointed management. Being
usually closely held, the GmbH is generally not subject to as many regulations as the AG might
be. It must have a minimum of 1 shareholder and is not restricted to a maximum number.
Domestic and foreign corporations and partnerships as well as individuals may become
shareholders. A GmbH is established by executing a deed of formation and bylaws before a
German notary. The bylaws need to include the registered domicile, the purpose and its share
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capital. The GmbH does not come into corporate life until it is registered at the local commercial
register, where the bylaws become part of the public record. Should the GmbH start its business
operations before, the shareholders may incur personal liability. In the course of the recent
reform of the GmbHG or Private Limited Company Act, a “limited liability entrepreneurial
company” or so called "haftungsbeschränkte Unternehmergesellschaft” has been introduced
as a new form of the regular GmbH, which lacks any specific minimum registered capital, but
is not allowed to distribute its profits until the minimum registered capital of the common GmbH
has been accrued. Furthermore, 2 model protocols liable to notarization are allocated as annex
to the GmbHG or Private Limited Company Act, granting less complicated foundations in
standard matters. These protocols concentrate 3 documents (bylaws, appointment of directors
and shareholders' list). Shares will be registered to a minimum of EUR 1,00 and can be split,
merged and transferred more flexibly. Moreover, the registration of the GmbH at the
Commercial Register shall be speeded up by decoupling the registration procedure from
administrative approvals. In addition to those and other minor positive changes introduced by
the reform, the relocation of the administrative centre of the GmbH abroad has now been made
possible. Furthermore a higher degree of transparency is provided and the shareholders' list
will serve as a focal point for a bona fide purchase and transfer of shares.”

OFFENE HANDELSGESELLSCHAFT (OHG) (GENERAL PARTNERSHIP] AND
KOMMANDITGESELLSCHAFT (KG) (LIMITED PARTNERSHIP): Besides AGs and GmbH’s,
Partnerships regulated by the German Commercial Code (HGB) continue to play an important
role in German business life today.

These partnerships are divided into general partnerships (OHG] and Limited partnerships (KG),
the main difference being the liability of the partners. All partners of an OHG are jointly and
severally liable for all of the partnership's business debts. A Limited partner of a KG, however,
is only Liable up to its subscribed and registered contribution of minimum € 1 (Kommanditist),
although the KG must have at least one general partner (Komplementär); the general partners
are fully liable. This is reason enough for foreign investors to frequently set up a KG when
choosing a partnership structure for their business.

Partnerships have quasi-legal status and can enter into contractual relationships, own assets
and incur liabilities in their own name. To set up a partnership at least two partners are required,
who can be either individuals, (foreign) corporations or other partnerships. The formation of a
partnership requires the execution of a partnership agreement and has to be followed by
registration at the relevant commercial register. To achieve the desired liability protection for
the limited partners, the subscribed liability contribution must be properly registered to become
legally effective. In principle, the partners may freely agree on their rights and obligations in
the partnership agreement, leading to a great flexibility in tailoring the internal affairs to the
needs of the partners.
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Another advantage of partnerships compared to the AG and GmbH are the fewer publication
requirements, the easier way to dissolve a partnership and to distribute its capital to the partners,
direct management by the partners, and an advantageous gift and inheritance tax, making it
especially attractive for smaller and family-owned businesses facing a generation shift.

The transfer of any partnership requires an agreement between the transferee and the transferor,
signed with the consent of all partners, unless the partnership agreement provides otherwise.

GMBH & CO KG (CORPORATION & CO KG): A quite common way in German corporate law of
achieving the advantages of a partnership structure, without the frequent inconvenience, is to
have a corporation with more or less no capital contribution as the sole general partner. The so
called GmbH & Co KG grants all its partners to a certain extent security from unlimited liability,
combining the advantages of a partnership with the liability limitations of a corporation.

Small wonder a significant number of family-owned and medium-sized businesses in Germany
have opted to do business under the legal form of a GmbH & Co KG.

GESELLSCHAFT BÜRGERLICHEN RECHTS [GBR) (CIVIL-LAW ASSOCIATION): A civil law
association (GbR) is a partnership which has no registered business name and does not
constitute a corporate entity separate from the partners. To set up a GbR, at least 2 partners
are required to execute a partnership agreement. There is no registration needed. A GbR is
usually used for non-commercial purposes (e.g. associations of professionals), or for individual
contracts and transactions for a limited period (e.g. construction projects).

SOLE PROPRIETORSHIP (EINZELKAUFMANN): The owner of a sole proprietorship is engaged
in a typical commercial business and personally liable for all debts. His business must be
registered at the commercial register (Handelsregister).

BRANCHES (ZWEIGNIEDERLASSUNG): A foreign company not interested in doing business
through a separate German legal entity may establish a branch in Germany. The branch has to
be registered in the commercial register (Handelsregister) located at the local court of its
registered office. Although contracts may be signed in its name, a branch is not a separate
Legal entity. For registration the court will request evidence of the existence of the foreign
company such as copies of the articles of association, the amount of the share capital, the
names of the managing directors etc. This information must be registered and kept up-to-date
at the commercial register and in the German Federal Gazette (Bundesanzeiger).

Due to recent rulings of the European Court of Justice, German business is increasingly showing
interest in the newly achieved possibility to establish its business in the form of a UK registered
and seated Ltd or its different EU counterparts, which now is perfectly entitled to carry out
business in Germany just by establishing a branch there without any form of discrimination,
even if its business activities are carried out entirely in Germany. As this is a relatively new and
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untested approach, it remains to be seen whether the UK Ltd or similar EU corporations like
the Spanish S.L. or French S.a.rl are set to undermine or seriously replace in anyway the GmbH
and the AG as the two major legal forms of corporations in Germany.

Share Capital

As mentioned above, the statutory minimum share capital is €25,000 for the GmbH and €50.000
for the AG. It has to be subscribed in full. If it is contributed in cash, only E of the share capital
of a GmbH, but at least a minimum contribution of € 12,500, must be paid in by the date of the
application for registration at the commercial register. In case of the AG, € of the share capital
plus any premium must be paid in. Should either a GmbH or an AG be established by a single
shareholder, either the full amount has to be paid in or security provided for the outstanding
amount. Contribution in kind is possible, but must be fully effected in a way that assures that
the assets are at the permanent disposal of the managing directors. German corporate law is
strongly focused on ensuring that the share capital is duly paid in and maintained. A GmbH
therefore is not allowed to make payments to shareholders that would reduce its net assets to
a level below its stated share capital The AG is subject to even stricter rules, which do not permit
a company to repay share capital contributions to the shareholders regardless of whether such
payments would reduce the AG’s net assets to a level below its stated share capital or not.

The share capital of a GmbH is divided into shares (Geschäftsanteile) that can have different
nominal amounts and which are not issued in the form of certificates. Each shareholder holds
a share in the amount of the original contribution (Stammeinlage]. The share must total at least
€ 100. A share in a GmbH may be transferred by assignment or inheritance. The contractual
transfer of shares has to be documented in notarial deeds and can be made conditional upon
the consent of the GmbH, its articles or any other holder of shares. The share capital of an AG
is divided into shares that may be issued either with a par value (Nennbetragsaktien] of at least
E1 per share or multiples thereof, or without par value (Stückaktien].

Shares may not be divided and in general carry one vote each. They may be issued as bearer
shares (Inhaberaktien), which are owned simply by the person who holds them, or registered
shares (Namensaktien), in which case the name of the owner is registered in the company’s
share register. Additionally, shares can be issued as ordinary shares (Stammaktien! or preferred
shares (Vorzugsaktien). Bearer shares enjoy free transferability. The corporation is not allowed
to restrict in any way their transfer, whereas registered shares might be bound by stipulations
of the articles providing that a transfer requires the consent of the company.

Corporate Governance

SHAREHOLDERS MEETINGS: Shareholders decisions are made through shareholder
resolutions passed in general meetings (Hauptversammlung) in case of an AG and shareholders
meetings (Gesellschafterversammlung) in case of a GmbH.
For an AG a general meeting is to be held each year within 8 months after the end of the financial



year. It is convened by the management board. Additionally the management board, the advisory
board or shareholders holding at least 20% of the share capital are entitled to call an
extraordinary general meeting. Shareholders resolutions regularly require a simple majority
of more than 50%, unless mandatory law requires a greater majority (e.g. 75%) as may be the
case for amendments to the bylaws or increases or decreases in capital, transfer of all assets,
or change of the corporate form] or the articles provide otherwise. The statutory rights of the
general meeting include among others the appointment of members of the advisory board, the
distribution of profits, the formal approval of the board members (management and advisory)
with respect to their activities during the preceding financial year, the amendment of the articles
as well as the liquidation and the reorganization of the AG.

For a GmbH, the managing director usually convenes general meetings of the shareholders.
As is the case with the AG, at least one meeting is to be held each year within 8 months after
the end of the financial year. Additionally the holders of 10% of the share capital are entitled to
call a general meeting. Shareholders resolutions regularly require a simple majority of more
than 50% of the votes cast, unless the bylaws of the GmbH require a greater majority. In some
cases a majority of 75% is required by mandatory law as may be the case for amendments to
the bylaws. The statutory rights of shareholders at the shareholders general meetings include,
so long as the articles/bylaws do not provide otherwise, the appointment of managing directors,
the review of their activities, the distribution of profits, the amendment of the bylaws and the
approval of the financial statements.

DECISION-MAKING BODIES: The AG is required to have a management board (Vorstand), which
manages and represents the company in and out of court. The management board is appointed
by the supervisory board for a term not to exceed 5 years and is independent both with regard
to the shareholders and the supervisory board itself for the term of service. Neither the
shareholders nor the supervisory board may issue instructions to the management board.
During their term in office, the members of the management board can only be dismissed for
cause. The shareholders and the supervisory board therefore lack any direct influence on the
management of the AG. A limitation on the statutory authority of the management board is not
effective against third parties, although internal rules may subject it to certain restrictions as
might be the case with specific transactions which require approval of the supervisory board.
A GmbH is managed and legally represented by its managing director (Geschaftsfuhrer). 

A GmbH must necessarily have one managing director but can have as many as desired. The
principle of collective management and representation applies if the articles do not provide for
some-thing else. The managing director does not need to be a shareholder, a German citizen
or even resident- However he must be an individual and hence not a corporate entity. The power
to appoint and remove managing directors at anytime belongs to the shareholders. The power
of representation towards third parties cannot be restricted. Nevertheless the management
authority (Geschäftsführungsbefugnis) can be restricted internally and shareholders may
exercise their right to give managing directors instructions regarding any particular issue on

— 220 —

COMPENDIUM 2013> Germany



which they wish to exercise their influence.

German law does not provide any specific rules limiting the fees of an AG’s management board
(Vorstand) or a GmbH’s managing directors (Geschäftsführer). Nevertheless at least as far as
the GmbH is concerned, the German Supreme Court (BGH) has ruled that if the fees exceed an
appropriate proportion of the after-tax profit, the company is entitled to decrease the fees
unilaterally.

Both the AG’s management board and the GmbH's managing directors are bound to the
company by a fiduciary duty and a duty of care and skill, leading to their far reaching liability for
significant violations resulting in damage to the company.

An AG is obliged by law to have a supervisory board (Aufsichtsrat) in addition to the management
board, the function of which basically consists in supervising and advising the management
board, appointing its members, appointing the statutory auditor, reviewing and approving the
annual financial statements, as well as representation of the AG in dealings with the
management board. The supervisory board is not entitled to participate in the corporation's
day to day management, but may nonetheless determine that certain categories of transactions
have to be subjected to its approval. In case the approval is denied, the supervisory board may
appeal the decision to the shareholders. Except for special provisions regarding the participation
of employee representatives, the members of the supervisory board are elected by shareholder
resolutions. The special rights of employees referred to federal Laws, the
"Drittelbeteiligungsgesetz” and the "Mitbestimmungsgesetz“ (MitbG) or “Co-Determination
Act,” which give employees representation on the supervisory board. The
"Drittelbeteiligungsgesetz” provides that all GmbHs as well as all AGs with more than 500
employees , must allow employees to elect one third of the members of the supervisory board.
The "Mitbestimmungsgesetz’ or Co-determination Act requires that all companies with more
than 2000 employees must grant their employees equal representation with shareholders on
the supervisory board.

In case of a GmbH, a supervisory board is mandatory only if the GmbH has more than 500
employees. Should the company not reach that size, shareholders may nonetheless form a
supervisory board or alternatively an advisory board (“Beirat”) and to provide for their functions
in the articles.

Accounting and publication requirements

All commercial businesses in Germany are subject to a bookkeeping requirement. In addition
they have to prepare financial statements as of the end of each fiscal year in accordance with
German GAAP. For corporations as well as commercial partnerships with no individual as
general partner (GmbH & Co KG) the following special provisions also apply: Annual financial
statements as well as profit and loss accounts regularly have to be established within 3 months,
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in special cases exceptionally within 6 months. There are special provisions regarding the format
of the balance sheet and the evaluation of the assets and liabilities. Moreover, a management
report is mandatory.

Both management report and financial statement must be audited by a certified accountant
(Wirtschaftsprüfer). There is an exception if the company does not exceed certain thresholds
pertaining to its balance sheet total, turnover and number of employees (kleine
Kapitalgesellschaft or “small company"). Corporations and partnerships with no individual as
general partner are also required to file their financial statements at the commercial register
and publish them in the Federal Gazette (Bundesanzeiger).

Quoted companies

German corporate law does not in principle make any distinction between quoted and unquoted
corporations or impose special rules on quoted corporations. Since 2002, however, quoted
companies are subject to a mandatory corporate governance code.

> Corporate and Personal Taxes

German income tax law is regulated mainly in the German Income Tax Act
(“Einkommensteuergesetz”) for individuals and partnerships, the Corporate Income Tax Act
(“Körperschaftsteuergesetz") for corporations, and the Trade Tax Act (“Gewerbesteuergesetz”)
for individuals, partnerships and corporations with respect to income generated from trade.
The following overview relates to the applicable law of 2012.

Personal Income Tax

Income tax is based on an individual’s worldwide income from all sources if the individual is
subject to unlimited taxation (tax residence) in Germany. If an individual is not a resident for
German tax purposes, limited taxation applies, on income from German sources. German tax
law has seven categories of taxable income, one of which is income from trading which is
subject to the trade tax as well:
■ Income from agriculture and forestry
■ Income from trading
■ Income from professional and other independent personal services
■ Income from employment
■ Income from investment
■ Rental and royalty income
■ Other income

Taxable income allows several deductions from the gross income, especially income-related
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expenses. Other than the previous years, the trade tax is no longer considered a “deductible
expense" starting in 2009. The tax rates are calculated on a calendar year basis with separate
tax tables for single and married taxpayers. After a tax-free allowance of EUR 8.004 for singles
and EUR 15,668 for married couples, the tax rate starts with a minimum rate of 15% and
continues progressively up to 42% plus a solidarity surcharge of 5.5% of the tax liability. The
maximum tax rate of 42% is reached with a taxable income higher than EUR 52.882 for singles
and EUR 105.764 for married couples. Since 2008 the maximum tax rate is increased to 45%
for certain incomes higher than EUR 250.731 for singles or EUR 501.462 for married couples.
Since 2009 all income from investments (interests and dividends) are being taxed with a fix rate
of 25% plus the so called “solidarity surcharge" of 5,5 %.

Corporate Income Tax

The most common German corporate entities are the limited-liability company (GmbH) and
the stock corporation (AG). Corporate entities pay a flat rate of 15% tax plus a 5.5% solidarity
surcharge from the income calculated on the base of the Corporate Income Tax Act, unless the
act provides otherwise. Corporate entities are subject to trade tax as well, regardless of the
nature of the income.

A corporate entity which is a German resident for tax purposes is subject to corporate income
tax on its worldwide income. Corporations whose seat and place of management are located
outside of Germany are subject to taxation on their German source income only. Branches and
permanent establishments operating from Germany are subject to German corporate income
tax and trade tax on their branch profits.

Any dividends received by a German corporate entity from another corporate entity are generally
exempt from corporate income tax and trade tax, (for the purpose of trade taxation in case that
the participation is on of at least 15%. However, 5% of the dividends are deemed to be a
nondeductible expense, so that in fact only 95% of the dividends are tax-exempt. Individuals
who receive dividends from a corporate entity are tax exempt to the amount of 25 %. The
corporate entity has to withheld 25% (plus 5.5 % solidarity surcharge on the withholding tax) of
all dividends at source. The tax obligation thereby is satisfied conclusively.

Trade Tax

Trade tax is a tax on the trading income of an individual, a partnership or a corporate entity
payable to the local municipalities. Each municipality is entitled to determine its own effective
tax rate by setting a multiplier which is applied to the basic rate.

The basis for trade tax is calculated on the basis of the German Income Tax Act or the Corporate
Income Tax Act with a number of adjustments. The most important adjustment are the non-
deductibility of 25% of all interest paid on loans and of all expenses paid on rentals. Trade tax
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ranges from about 9,5% to 15,6% depending of the municipality tax rate. 

Trade tax related income generated by individuals or partnerships is subject to a certain
deduction for purposes of personal income tax.

Income Taxation of Partnerships

The most common German partnerships are the general commercial partnership (oHG) and the
limited partnership (KG). For purposes of German income taxation a partnership is transparent.
As a first step the income of the partnership is calculated according to the German Income Tax
Act and the German Trade Tax Act. The trade tax, which is non-deductable and payable by the
partnership after a tax-free allowance of EUR 24,500, the income will be allocated to the
respective partners. 

At the level of each partner, and only there, the allocated income is subject to income tax or
corporate income tax depending on whether the partner is an individual or a corporate entity.
The trade tax is - from 2009 on - no longer deductable from the income tax.

Treatment of Losses

Tax losses of individuals and corporate entities are allowed to be carried back one year, up to
an amount of EUR 511,500 for singles and twice that amount for couples. If the losses exceed
EUR 511,500 or cannot be fully carried back into the previous year, losses will be carried forward
up to an amount of EUR 1,000,000. Higher losses can only be offset against profits, up to 60%
of the taxable income. No limitations exist on the use of losses carried forward.

Tax losses will be cut off completely if the economic identity of the corporation changes. This is
assumed if more than 50% of the shares of the corporation are transferred within a period of 5
years. For purposes of the trade tax, losses of individuals, partnerships or corporate entities
will be carried forward. Within a partnership a change in partner will lead to a loss of
proportionate trade tax loss carryforwards. Trade tax losses cannot be carried back.

Value Added Tax

All individuals and entities who independently carry out an income-generating trade, business
or other profession are subject to VAT The German VAT system in general ensures that the end
customer bears the VAT. VAT is charged at the rate of 19% of turnover. The reduced rate is 7%.
There are many exemptions from VAT, of which the most important are all transactions which
are subject to real estate transfer tax, residential rental, all business carried out by banks and
insurance companies, and export of goods.

Property Tax
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Property tax is levied annually by all municipalities on land and buildings located in their region.
The usual basic rate is 0.35% of the tax value of the property the result is then multiplied by a
percentage which is determined annually by each municipality.

Real Estate Transfer Tax

Real estate transfer tax is charged at a rate of (generally) 3.5 % of the tax value of real estate
sales and other transactions which are considered to be a transfer of real estate, such as the
transfer of at Least 95% of a company owning real estate. Some federal states as Berlin,
Brandenburg and others charge a higher tax rate (5%).

Inheritance and Gift Tax

Inheritance and gift tax is charged on the transfer of assets as a gift or by inheritance. Tax rates
vary between 7% and 50%, depending on the degree of family relation and on the value of the
property inherited or bestowed. Tax allowances are available for both spouses and children and
also for the transfer of business assets and shares in domestic corporations. Further tax
allowances are available in case of the transferral of business assets.

Other Taxes

Other taxes that may be relevant are ecology tax (electricity tax, mineral oil tax), church tax,
insurance tax and vehicle tax

> Real Estate Law

The German law concerning real estate covers all matters connected to immovable property.
The definition of real estate includes the following aspects:

■ in a factual sense, an indicated area on the earth’s surface,
■ in a legal sense, an indicated area on the earth’s surface registered on a separate page under
■ a certain number in the German land register,
■ in the cadastral sense, a land parcel, and
■ in an economic sense, an indicated area on the earth's surface which forms an economic
unit, but the unit includes not only the surface of the earth, but also the airspace above and
earth below the surface.

Types of Ownership
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A natural or legal person may be the sole owner of real estate, in the case of joint property, all
owners hold the real estate jointly. Each co-owner owns an ideal (not physical) part of the real
estate. Under German real estate Law, each ideal part of real estate is treated as if it were
owned by a sole owner, so the co-owner can have his part to his own disposal and can, in
particular, sell or encumber it unilaterally. There is an exception to this rule in the case of
decisions that affect the real estate as a whole, which must be made jointly by all co-owners.

As there was a great need for residential space after World War II, it became necessary to let
people take part in financing their housing and give them property equivalents for their invested
money. Thus a law concerning “property in a freehold flat" ("Wohnungseigentum”) was
introduced, which offers the possibility of acquiring property in only a part of a residential
structure. The real estate in such case includes the individually-held property of the flat or office
(including constituent parts like balconies), plus an ideal part in the shared joint property in the
whole building (all facilities and equipment belonging to the building and necessary to maintain
it, or used by all co-owners jointly such as stairways or utility lines, laundry or storage rooms
used by all proprietors] which is not part of any individually held property. The individually held
property and the ideal co-ownership cannot be separated.

Another noteworthy feature of German real estate law is the “heritable building right"
("Erbbaurecht”). A basic principle of German real estate law is the unity of property of a building
and the land of which the building is a permanent part. But the law authorizes an exception
from that principle in case of the heritable building right, where the property of a building
differs from the property of the land on which the building is built. Here the beneficiary has a
property right in the building only for a limited time, and concerning the land the status is very
similar to that of a full proprietor. 

The heritable building right is a charge on the land because it limits the rights and powers of
the ultimate owner; as compensation, the beneficiary is obliged to pay ground rent to the
owner. The heritable building right is a right equal to the rights to real estate, and so it is
transferable and may be encumbered with a mortgage like real estate. For the beneficiary,
the heritable building right provides the opportunity to put up a building without paying a great
amount of money for land to build it on beforehand. For the owner, the benefit of the heritable
building right lies in remaining the owner of the land (although another person has built a
house on it) and obtaining ground rent. It is common to agree upon a period of validity of 99
years. If the beneficiary fails to pay the ground rent, he is obliged (under certain conditions) to
reconvey the heritable building right to the owner, who must pay compensation for the building
to the former beneficiary. All these issues are regulated in the heritable building contract.

Land Register (“Grundbuch")
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In order to protect legal relations, the land register (“Grundbuch") discloses all legal
relationships concerning a piece of real estate. Every person who claims a legitimate interest
is entitled to inspect the land register, which is kept at the land registry, a department of the
relevant local court ("Amtsgericht”). The land register is divided into sections by region and
each piece of real estate has its own page in the land register. With a few exceptions (such as
public roads and waterways), all pieces of real estate must be entered in the register. A page of
the Land register is made up of three sections: The first section provides information about the
owner, the third section provides information about liens on real property (“Grundpfandrechte”}
such as mortgages ("Hypothek”) or land charges ("Grundschulden”), and the second section
provides information about all other land charges (such as usufruct, "Nießbrauch"), restraints
on disposition [e.g. because of insolvency) or interim measures (like a priority caution).
Depending on the form of property, the page of the Land register may also have the special
form of a "housing register’’ (“Wohnungsgrundbuch”) or "heritable building register”
(“Erbbaugrundbuch"). An entry in the land register creates a presumption of a right, but the
presumption maybe rebutted.

Transfer Formalities 

The Legal conveyance of property rights in real estate requires an agreement of the parties to
the contract ("Auflassung"} and the registration of the transfer of property in the land register.
The agreement on transfer must be in the form of a notarial deed. This rule is valid for all types
of property mentioned above.

The deed of sale for real estate includes details about the contracting parties, the subject of
the sale (especially the information drawn from the land register), conditions of payment, details
on the building (whether already built or to be built), regulations and agreements on liability
and avoidance of contract, and on the expenses of the contract, which are usually borne by the
buyer. The costs usually include fees for the notary (approximately 0.3% to 0.4% of the purchase
price) plus the fees for the land register (approximately 0.1% to 0.2% of the purchase price)
plus the real estate acquisition tax (approximately about 3.5%). But this tax does not accrue if,
for example, parents donate the real estate to their children.

Mortgages

Mortgages ("Hypothek") and land charges ("Grundschulden”) are the most important liens on
real property ("Grundpfandrechte"). Their purpose is to secure creditors. The creditor of a Lien
on real property (in most cases a bank) is entitled to two claims, one for payment, and if the
debtor will not pay, then a claim for compulsory enforcement (in this case execution on the
real estate).

It is common to issue a certificate for mortgages or Land charges. These documents regarding
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liens on real property are issued by the land registry and provide information about the serial
number of the charged real estate under which it is registered in the land register, plus the
amount and the content of the lien on real property. A lien on real property is transferred if the
certificate is handed over and the conveyance is declared. If a certificate does not exist, a lien
on real property can only be transferred if the new creditor is registered in the land register.
For that reason, chartered rights may be sold much more easily than non-chartered rights.

Liens on real property generally require a notarial deed. This is based on the fact that a creditor
with a lien on real property needs a title (the legal right to own something) to be able to proceed
to compulsory execution against the real estate. An enforceable title includes, for example, a
legally binding judgment, but to achieve such a judgment requires time and expense. A
preferable solution is a title in the form of an enforceable notarial deed. The only prerequisite
is that the debtor has already agreed in notarial form to immediate forced sale of the real estate.

Special Restrictions and Special Rights

In German law, there is no distinction between German and foreign buyers of real estate. Any
legal or natural person, as well as a partnership, is entitled to buy real estate. But there are
several legal provisions that limit this. These include, in particular, pre-emptive rights stipulated
by law or contract. A pre-emptive right is the right to enter into an existing contract and take
over the subject of the contract.

A municipality has pre-emptive rights in order to carry out urban building plans, in practice,
municipalities only use their pre-emptive rights very restrictively.

Another application of pre-emptive rights is the right of lodgers living on real estate. If their
house is supposed to become property in a freehold flat, they have a pre-emptive right to buy
their own flat before it is sold to a third party. Non-commercial housing estate companies
("gemeinnützige Siedlungsunternehmen’'] have a pre-emptive right concerning agricultural-
use areas.

Furthermore, other charges may limit the acquisition of real estate in Germany, as in principle
the conveyance of real estate must be free of encumbrances. But there may be several
encumbrances, such as liens on real property, right to usufruct, heritable building right or right
of abode. These encumbrances must be solved before the conveyancing, or else have to be
assumed by the new owner (but then are reflected in the price for the real estate).

To ensure that no acts of disposal are conducted in the time between the conclusion of the
contract and the entry in the land register, the buyer's interest is protected by a priority notice
of conveyance ("Auflassungsvormerkung"). This notice, which is registered in the second section
of the land register, assures the buyer’s right to assignment of the real estate. 

If the real estate is transcribed to the buyer before the purchase price is paid, the seller bears
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the risk of the buyer's insolvency. In that case, if the purchase price is not paid, the claim for
payment could not be enforced. To avoid this risk, it is common to agree on deposit of the
purchase price with the notary. In this case, as soon as the new owner of real estate is registered
in the land register, the price can be paid to the seller, who is sure of receiving his money. If this
way is not chosen, the seller can safeguard his right to payment, if both parties instruct the
notary only to make the application to the land register when the purchase price has been paid
or secured.

As mentioned above, provisions on rescission are made between the parties in the notarial deed
of sale. As a rule, this will include the right of rescission for the seller if the buyer does not pay
on time. On the other hand, the buyer has the legal right to rescind the contract if the seller is
guilty of willful deceit, for example in regard to the nature or quality of the real estate.

Construction and Use Restrictions

Before land can be developed with buildings, permission by the relevant authority under the
corresponding public law is required. The land must be designated for construction in the
applicable local land-use plan.

Contracts of tenancy

German law distinguishes between contracts of tenancy for private housing accommodation
and contracts of tenancy for business premises.

Unlike in some other major European countries, most people in Germany dwell as tenants. For
that reason German law tends to provide special protection for tenants. Thus, appointments of
the lease contract for tenements that differ from the provisions stipulated by law, concerning
for example the tentants right of abating the rent, the right to sublet the object or the right of
due cancellation of the contract are declared void. Quite often the lessor uses standard forms
to draw up the contract, which must conform the requirements of the German Law on "general
terms and conditions”. Furthermore, it is noticeable, that a flat shall not be rededicated for
different use, for example as accommodation for a shop, and shall not be left permanently
vacant, being the lessor obliged to hire it out. Regarding the Lease price, the lessor has to realign
to the local amount of rent for comparison. If a lessor demands an increased lease price of at
least 20% above the average local amount of rent, he acts disorderly.

Contrary to that, appointments of lease contracts for business premises may differ from the
provisions stipulated by law mentioned above (abating the rent, subletting, due cancellation).
Furthermore, the lease price is not bound to the average local amount but only limited by the
proscription of usury.

The German law of tenancy has undergone far reaching reformation by September 2001, but is
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still subject to difficult interim arrangements, applicable for contracts of tenancy that were
concluded before that date.

> Labour Law

Employment contracts / Costs of wrongful dismissal

Generally there are two types of working contracts, such as temporary contracts and non-
temporary contracts. A temporary contract needs to be fixed in written form. The limitation can
be up to 24 month without reason. If an initial period is shorter then 24 month, the contract can
be extended up to three times, not exceeding 24 month.

The costs of wrongful dismissal are not foreseen by german labour law. The actual costs depend
upon the particular case but should be considered with about 50 % of the gross salary per
month for each year of the duration of the working contract.

Collective Bargaining Agreements

Collective bargaining is carried out on a national or industry-wide level as on a regional or
local level. Said agreements apply only to those employers and employees who are members
of the respective employer organization respectively trade union unless the agreement is
declared to be generally binding by the Federal Department for Labour and Social Affairs.
Some 495 collective bargaining agreements of a total of 67,000 are currently declared to be
generally binding.

Works Councils and Co-determination

Works councils can be formed in all companies with five or more employees. The members
are elected for four years and need not be union members.

The rights of the works council, as set forth in the Works Constitution Act
(Betriebsverfassungsgesetz, BetrVG), range form information rights to codetermination rights
in organizational, social and other matters. In social matters, the employer is obligated to
negotiate rules with the works council on the allocation of working hours, vacation schedules,
grievances and matters of safety and welfare. The works council must be informed prior to the
dismissal of any employee. The employer and the works council must under certain
circumstances negotiate a reconciliation of interests and a social compensation plan in the case
of mass redundancies in order to compensate employees for the actual and financial
disadvantages suffered as a result of dismissal. 

The most important co-determination laws are currently the so called
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“Drittelbeteiligungsgesetz" and the Co-determination Act 1976 (Mitbestimmungsgesetz, MitbG).

The so called “Drittelbeteiligungsgesetz", provides that all GmbHs and AGs with more than 500
employees, if registered in the commercial register prior to August 10,1994 and not family-
owned must allow employees to elect one third of the members one the supervisory board.
The Co-determination Act 1976 requires that all companies with more than 2,000 employees
must give employees equal representation with shareholders on the supervisory board.
Employee representatives must include at least one management employee representative.
The chairman (usually a representative of the shareholders) has the deciding vote in the event
of a tie.

Wages, Salaries, Bonuses, Working Hours, Holiday and Vacation

Law in Germany prescribes no minimum wage. Minimum wages are, however, often fixed by
collective bargaining agreements in different industries. Equal pay legislation exists on a federal
level providing equal pay for men and women. Although not a legal requirement, a thirteenth
month salary/bonus is usually paid at Christmas, or split between Christmas and vacation time.

The general legal maximum is 40 hours per week (based on a five-day working-week), which
can be extended up to 50 hours provided, however, within approximately six months the average
will not exceed 8 hours per day. Trade unions are obbying for a 35-hour week and collective
bargaining agreements often provide for a shorter weekly working time (e.g. 38.5-hour week).
Overtime is strongly opposed by unions.

All German states recognize the following public holidays: New Year's Day (January 1), Good
Friday, Easter Monday, May Day (May 1], Ascension Day, White Monday, German Unity Day
(October 3), Christmas Day (December 25), December 26.

Certain religious holidays exist in addition thereto which differ from state to state. The minimum
Legal vacation is 20 working days annually after completing six months of employment.
Collective bargaining agreements as well as individual employment contracts usually increase
the number of vacation days (often up to 30 days or more per year) while state laws provide for
leave for special purposes (i.e., educational leave). An employee is entitled to receive vacation
pay equal to his or her current salary during vacation. Several collective bargaining agreements
as well as business practice provide for an extra vacation bonus.

Employment Regulations

The Employment Protection Act provides that giving notice without an important reason to an
employee who has worked in the same company for more than six months is only legally
effective to the extent it is socially justified. The Employment Protection Act only applies,
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however, if the plant or shop regularly employs more than ten individuals based on full-time
positions. Part-time positions are only counted proportionally (up to 20 hours per week = 0,5;
up to 30 hours per week = 0,75}.

Social justification within the meaning of the Employment Protection Act is limited to three
principal areas. Firstly, the termination of employment may be due to the personal
circumstances of the employee such as a series of short-term illnesses or a long-term illness.
Secondly, the behavior of the employee may constitute social justification for termination, i.e.
being absent from work without excuse despite repeated warning or refusal to work. Prior to
issuing a notice of termination in such cases, the employer has to give a warning to the employee
with regard to his or her shortcomings. Thirdly, a dismissal may be socially justified if based on
operational reasons. In particular, this can be based on changes in the employer's business
organization resulting in redundancies of the relevant job due, for example, to a plant closing
or reduction of the work force due to a shortage of orders. However, the employer has to apply
the so called “social factor method" considering the social data (age, seniority, maintenance
obligation, handicaps) in order principally to select those employees for dismissal first, who are
the “least disadvantaged" by the redundancy. The employee has the right to challenge said
notice and to file a cause of action for re-employment with the competent labour court within
a three-week period after receiving the notice. A statutory severance payment does not exist.

The termination of an employment relationship under the Employment Protection Act is usually
complicated and often results in paying off the employee through a settlement agreement. As
a general and rough rule, an average severance payment amounts to about 50 % of the monthly
gross salary for each year of service.

Additional employment protection exists for works council members, disabled employees,
pregnant employees and employees on educational leave; said employees may not be
terminated except for cause. Any termination, however, requires the prior consent of the
competent authorities.

Social Security 

Germany has a compulsory social security system that covers five principle areas: health and
nursing care insurance, old-age-benefits, unemployment benefits and workers ' compensation.
Contributions to the social security system are generally shared equally between the employer
and employee.

The employer withholds the employee's share of the contribution to the Federal Insurance
Agency. Benefits from public health insurance include the payment of medical and hospital
expenses and compensation for loss of salary. Contributions to the public health insurance
system are only payable up to certain salary levels, which are usually increased annually. As of
January 1, 2012, only employees with a gross salary not exceeding € 50.850 annually or €
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4.237,50 are obligated by law to make contributions to the public health insurance system. No
compulsory health insurance exists beyond these salary thresholds; employees exceeding said
thresholds might therefore opt to maintain a private health insurance, to continue the
participation in the public health insurance system or to have no health insurance at all (which
is rare). The exact rate of public health insurance depends on the individual insurance company
but usually amounts to approximately 15,5% of gross salary (above caps apply), If the employee
is not subject to compulsory health insurance, the employer must contribute up to € 279,23 per
month (official average premium) to the employee' s private health insurance.

Contributions to the nursing care insurance plan amount to 1,95% of gross salary capped again
at € 50.850 annually or € 4.237,50 monthly. Old-age contributions are currently levied at a rate
of 19,6% of gross salary capped at €67.200 annually or € 5.600 monthly (Western part of
Germany) and € 57.600 annually or € 4.800 monthly (Eastern part of Germany).

Unemployment insurance contributions amount to 3 % of gross salary capped as well at
€ 67.200 annually or € 5.600 monthly (respectively € 57.600 annually/€ 4.800 monthly in the
Eastern part of Germany).

Effects of § 613a BGB

In general the rule of § 613a BGB states, that in case of a so called “Betriebsübergang”, which
is the sale of a firm by legal transaction, the purchaser is stepping into the rights and obligations
of the working contracts between the seller and his employees existing at the time of the
transaction. This means, that all working contracts, which exist between the seller and his
employees, automatically pass to the purchaser by law.

Some effects of the rule of § 613a BGB have to be considered even before the actual transaction
has taken place. For instance: The employees, who will be effected by the transaction, have to
be informed in detail either by the seller or the transferee about:

■ The date or the planned date of the transaction;
■ the reason for the transaction
■ the legal, economical and social effects of the transaction for the employees and
■ the planned measures (for instance further education) regarding the employees.

The time span between the information of the employees and the actual transaction depends
upon the particular case, although it should be one month at least. The employees' right of
protest, which is provided to the employees by law, against the transferration of their working
contract onto the purchaser has to be considered thereby.

Due to the rule of § 613a paragraph 6 BGB the employees do have the right to protest against



the transferration of their working contracts onto the purchaser. The protest has to be done in
written form and within one month after the receipt of the above mentioned information.

The consequence of such a protest is, that the working contract of the protesting employee is
not being transferred, but will furtherly exist between the seller and the protesting employee.
Since the seller will not be leading the firm any more after the transaction has taken place, the
purchaser is generally justified to terminate the working contract for operational reasons.

The above mentioned obligation of information must be followed in any case, because without
a regular information of the employees, the time limit of the employees' right to protest will
not even start to run. This leads to the fact, that the working relationship will remain between
the seller and the employee until the employees have regularly been informed about the above
mentioned points. Therefore, personal measures, such as the termination of a working contract,
can only be done by the purchaser himself after the employees have been regularly informed.

Even if all information obligations have been fulfilled regularly and the transaction itself has
taken place, it is forbidden by § 613a paragraph k BGB to use the transferration of the company
itself as a reason for the termination of a working contract. However, a termination of a working
contract, which is based upon the other reasons, which are admissible in German labour law,
such as operational or personal reasons or the behaviour of the employees, is generally possible
at any time and is not at all restricted by the transferration of the company.
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> Foreing Invesment

The Hong Kong Special Administrative Region (“HKSAR” or “Hong Kong”) is receptive to foreign
investment and does not discriminate between foreign and domestic investors.  Attracting
foreign investment is a priority of the government and is widely considered beneficial, even
crucial, for Hong Kong’s economic stability.  It is quite common to have 100 per cent foreign
investment in certain industries.

Hong Kong’s predictable business environment, rule of law, stable and low tax regime, free
flow of information and capital, good infrastructure and proximity to the People’s Republic of
China (“PRC”) make it a desirable platform for investors. Hong Kong was named number one
on the 2012 Index of Economic Freedom, compiled by The Heritage Foundation and The Wall
Street Journal with a score of 89.9.

Foreign direct investment flows into Hong Kong exceeded US$83 billion in 2011, an all-time
high and up 17 per cent from 2010.   Hong Kong currently ranks fourth globally in terms of
foreign direct investment inflows, after the United States, PRC and Belgium and was second
only to PRC in Asia.   The city also topped the United Nations Conference on Trade and
Development’s Global Foreign Direct Investment Attraction Index 2011, an annual measure of
an economy’s success in attracting foreign direct investment.

Hong Kong Basic Law regarding foreign investment

The Basic Law of the HKSAR has provisions safeguarding Hong Kong’s free enterprise system
and liberal investment regime. Among other things, the Basic Law upholds the principles of a
low tax policy, free convertibility of the Hong Kong dollar and free flow of capital. 

>Hong Kong

CHARLTONS LAW
www.charltonslaw.com
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Business Entities available to foreign investors

No distinction is made between foreign and domestic investors in terms of the types of business
structures that may be used to carry on business in Hong Kong. Foreign investors may make
use of all available forms of Hong Kong business entities. 

Overseas companies that intend to establish an office in Hong Kong that do not wish to create
a Hong Kong-incorporated subsidiary may register as non-Hong Kong companies under Part
XI of the Companies Ordinance (Cap 32) (the “Companies Ordinance”).  Hong Kong registered
foreign corporations, with the exception of certain provisions, are not governed by the provisions
of the Companies Ordinance. While the Companies Ordinance governs the formation and
dissolution of Hong Kong companies, the creation and dissolution of a foreign corporation are
governed by its respective law of place of incorporation. 

Within one month after establishing a place of business in Hong Kong, an overseas incorporated
company must register as a non-Hong Kong company under Part XI of the Companies
Ordinance by registering certain documents with the Registrar of Companies and must obtain
a business registration certificate from the Inland Revenue Department. 

A non-Hong Kong company under Part XI of the Companies Ordinance must report to the
Registrar of Companies any subsequent changes to its name, directors, secretaries, local
representatives, memorandum and articles of association, the address of its principal places
of business and registered office within one month of the change by submitting the prescribed
forms. The creation of a charge on property situated in Hong Kong and any existing charge on
acquired property situated in Hong Kong must be registered with the Registrar of Companies.
Every year, a non-Hong Kong company must submit to the Registrar of Companies an annual
return and a copy of its annual accounts (unless exempted). Such obligations will cease if the
company ceases to have a place of business in Hong Kong.

Directors

Under the Companies Ordinance, a director can be of any nationality as long as he has attained
the age of 18 and has not been disqualified from acting as a director.  He can also be resident
in Hong Kong or overseas. Therefore, he does not have to reside in Hong Kong when he is acting
as a director. When a company appoints a director, the company must send a specific form to
the Registrar of Companies of such appointment, the director’s name and usual residential
address and the number of his identity card or passport and include a statement signed by the
director that he accepts the appointment and has attained 18 years of age.

Directors of companies owe a number of duties, which are based on the principle of showing
the utmost good faith toward the company.  Generally, director’s duties are owed only to the
company itself; directors have been held to owe fiduciary duties to individual shareholders only
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in limited circumstances.  Fiduciary duties of directors, which are generally based on equitable
principles, mainly include:
■ a duty to act in good faith in the interests of the company;
■ a duty to exercise powers for a proper purpose for the benefit of members as a whole; and
■ a duty to avoid conflicts of duty and interest.

Directors also owe a duty of skill and care to the company, which is not as onerous as directors’
fiduciary duties.

Although the Companies Ordinance does not currently codify these directors’ duties, which are
derived from common law rules and equitable principles found in case law, directors can find
guidance in “A Guide on Directors’ Duties” issued by the Registrar of Companies and the
“Guidelines for Directors” and the “Guide for Independent Non-Executive Directors” issued by
the Hong Kong Institute of Directors.  In addition to the general duties listed above, the Guide
on Directors’ Duties also includes the following general directors’ duties:
■ a duty not to delegate powers except with proper authorisation and duty to exercise
independent judgement;
■ a duty to exercise care, skill and diligence;
■ a duty not to gain advantage from use of position as a director;
■ a duty not to make unauthorised use of company’s property or information;
■ a duty not to accept personal benefit from third parties conferred because of position as a
director;
■ a duty to observe the company’s memorandum and articles of association and resolutions; and
■ a duty to keep proper books of account.

It should also be noted that the Companies Ordinance 2012, which is expected to come into
effect in 2014, has codified directors’ duties of care, skill and diligence.  These standards will
replace the existing common law rules and equitable principles.  Directors of companies listed
on the Stock Exchange of Hong Kong Limited (the “Exchange”) must also comply with their
obligations as directors of a listed company under the Exchange’s Listing Rules and the
Corporate Governance Code in Appendix 14 of the Listing Rules.  Directors who do not perform
their duties as a director may be liable to civil or criminal proceedings and may be disqualified
from acting as a director.  

Foreign investment incentives

There are no specially enacted incentives for foreign investment. However, all foreign companies
benefit from the Hong Kong government’s policy of providing an appealing climate for
investment.  It promotes fair competition and does not discriminate between foreign and
domestic investors.



Hong Kong generally has lower rates of tax than most other Asian jurisdictions and its tax
environment is relatively simple..  In particular, there is:
■ no tax on capital gains;
■ no tax on profits arising in or derived from outside Hong Kong;
■ no tax on dividends; and
■ no estate duty.

There are three separate direct taxes which are levied under the Inland Revenue Ordinance
(Cap. 112) (the “IRO”). The three taxes are: profits tax, salaries tax and property tax. The ambit
of the IRO is limited territorially and it is only income with a Hong Kong source which, by and
large, is subject to tax. 

Profits tax

Persons, including corporations, partnerships, trustees and bodies of persons carrying on any
trade, profession or business in Hong Kong are chargeable to profits tax on the assessable
profits arising in or derived from Hong Kong from such trade, profession or business.  No
distinction is made between residents and non-residents. A resident may therefore derive profits
from abroad without being subject to tax; conversely, a non-resident may be chargeable to tax
on profits arising in or derived from Hong Kong.  Whether a business is carried on in Hong Kong
and whether profits are derived from Hong Kong are largely questions of fact.  However some
guidance on the principles applied can be found in cases which have been considered by the
courts in Hong Kong and in other common law jurisdictions.

Tax rates

The tax rates for profits tax applicable to corporations are set out as follows:

YEAR OF ASSESSMENT TAX RATE

2008/09 onwards 16.5%
2003/04 to 2007/08 17.5%
667 1/3 16%

The tax rates for profits tax applicable to unincorporated business are set out as follows:

YEAR OF ASSESSMENT TAX RATE

2008/09 onwards 15%
2004/05 to 2007/08 16%
500 3/4 15.5%
667 1/3 15%
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Tax incentives and allowances

In terms of tax incentives and allowances available in Hong Kong, no distinction is made between
residents and non-residents. Foreign investors may make use of all types of tax incentives and
tax allowances available in Hong Kong. 

The tax incentives include (but are not limited to):

■ Immediate writing off is allowed for capital expenditure on plant and machinery specifically
and directly related to manufacturing processes, and on computer hardware and software.

■ Capital expenditure on refurbishment of business premises is allowed to be written off over
five years of assessment.

■ There is an exemption from payment of tax on interest derived from any deposit placed in
Hong Kong with an authorised institution (but this is not applicable to interest received by or
accrued to a financial institution).

■ Accelerated deduction for capital expenditure on specified environmental protection facilities
from year of assessment 2008/09 and onwards.  For machinery or plant, 100% deduction will
be allowed for the capital expenditure incurred. For installations forming part of a building or
structure, 20% deduction will be allowed for each year in five consecutive years.

■ 100% deduction for capital expenditure on specified environmental-friendly vehicles from
year of assessment 2010/11 and onwards.

In terms of tax allowances, generally all expenses to the extent to which they have been incurred
in the production of chargeable profits are deductible.  They include (but are not limited to):-

■ Rent paid by any tenant of buildings or land occupied for the purpose of producing the
assessable profits.

■ Bad and doubtful debts (subject to certain rules).

■ Repairs of premises, plant, machinery or articles etc. used in producing the profits.

■ Expenditure for registration of a trademark, design or patent and expenditure on the
purchase of patent rights or rights to any know-how for use in Hong Kong in the production of
assessable profits.  

■ Expenditure on research and development (subject to certain rules).
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■ Donations of an aggregate of not less than HK$100 made to approved charities with the
restriction that such donation shall not exceed 35% from year of assessment 2008/09 and
onwards of the adjusted assessable profits.

Foreign investment restrictions

As previously discussed, Hong Kong does not generally subject foreign investments to special
regulatory regimes or requirements. However, there are restrictions in certain areas.  For
example,    there are restrictions on voting control by non-Hong Kong residents and corporations
in the broadcasting sector.   The Hong Kong government considers that such restrictions are
justified as the media has an extensive reach and the potential to influence a large proportion
of the population. 

Television broadcasting restrictions

Pursuant to the Broadcasting Ordinance (Cap.562) (“BO”), an ‘unqualified voting controller’ (that
is, a person who alone or with others, directly or indirectly, has the ability to control the exercise
of the right to vote, who is not ordinarily resident in Hong Kong) is prohibited from  holding or
acquiring specified thresholds in aggregate of the total voting control of a domestic free television
programme service licensee without the prior written consent of the Broadcasting Authority. 

There are no equivalent restrictions on voting control by non-residents for domestic pay
television programme service licensees or non-domestic television programme service
licensees. 

Sound broadcasting restrictions

Pursuant to the Telecommunications Ordinance (Cap. 106) (“TO”), the aggregate of the voting
shares in a sound broadcasting licensee in which ‘unqualified persons’ (that is, persons not
ordinarily resident in Hong Kong) have, directly or indirectly, any right, title or interest, must
not exceed 49 per cent of the total number of voting shares in the licensee.  Under the TO, a
licence will only be granted to or held by a “corporation that is:
■ a company formed and registered in Hong Kong under the Companies Ordinance;
■ not a subsidiary;
■ empowered under its memorandum of association to comply fully with the provisions of the
TO and the terms and conditions of its licence.”

Capital Investment Entrant Scheme

Hong Kong maintains a Capital Investment Entrant Scheme to facilitate the entry for residence
by capital investment entrants (i.e., persons who make capital investments in Hong Kong but
who would not be engaged in running a business in Hong Kong). 
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The Capital Investment Entrant Scheme (the “Scheme”) commenced in October 2003 with the
objective of allowing well-heeled people to take up residence in Hong Kong without needing to
join in or establish an operating business.   At this time, an entrant under the Scheme must
have a HKD10 million qualifying investment, which excludes Hong Kong real property, in order
to be eligible for admission to Hong Kong.

STATISTICS ON THE CAPITAL INVESTMENT ENTRANT SCHEME: Breakdown of the applicants
under the Scheme (as at 31 March 2012)

APPROVAL-               FORMAL 
RECEIVED IN-PRINCIPLE APPROVAL

GRANTED GRANTED

Foreign nationals 2438 106 1551

Macao SAR residents 388 21 294

Chinese nationals with
permanent residence 17368 1809 11935
overseas

Stateless persons with 
permanent residence 3 0 3
in a foreign country

Taiwan residents 507 15 339

TOTAL 20,704 1951 14122

CAPITAL INVESTMENT ENTRANCE SCHEME REQUIREMENTS: An applicant for admission
under the Scheme must:

■ be aged 18 or above when applying for entry under the Scheme;
■ have net assets of not less than HK$10 million to which the applicant has been absolutely
beneficially entitled for at least two years immediately prior to making the application;
■ have invested within six months before submission of his application to the Immigration
Department, or will invest within six months after the granting of approval in principle by the
Immigration Department, not less than HK$10million in permissible investment asset classes
nominated for the Scheme programme (except Certificates of Deposit which must be invested
within the latter period);
■ have no adverse record in Hong Kong, his country of origin and present country of domicile
(if different); and
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■ be a Chinese national with permanent residence overseas, a foreign national (other than
citizens of Cuba, Afghanistan and Democratic People’s Republic of Korea), a resident of Macau
or Taiwan or a stateless person with permanent residence in a foreign country with proven re-
entry facilities.

CONDITION OF STAY: When approval in principle is given to an entrant, he will be initially allowed
to enter Hong Kong on visitor status for three months. If evidence of active progress in
investment can be shown, his visitor status can be extended for another three months. When
the entrant has furnished proof that the requisite level of investment has been made, permission
to stay for two years (formal approval) will be granted. 

Further extensions for two years will be granted if the entrant can demonstrate to the
satisfaction of the Immigration Department that he continues to meet the eligibility criteria and
portfolio maintenance requirements. Further extensions for two years will be granted on the
same basis. Upon completion of not less than seven years of continuous ordinary residence in
Hong Kong, the entrant and his dependants may apply for the right of abode in Hong Kong in
accordance with the law.

Entrants admitted under the Scheme are subject to a special condition of stay. If an entrant
breaches any part of his Undertaking to the Immigration Department, he, together with his
dependants, if any, would only be allowed to stay in Hong Kong for the remainder of his limit of
stay or two months after the Director of Immigration has determined that he has breached the
Undertaking, whichever is earlier.

CAPITAL INVESTMENT ENTRANT SCHEME QUALIFYING INVESTMENTS: Qualifying
investments under the Scheme include investments in:
■ equities/listed shares on The Stock Exchange of Hong Kong Limited and traded in Hong Kong
Dollars;
■ debt securities issued in Hong Kong Dollars by nominated government agencies;
■ certificates of deposit issued by Hong Kong banks in Hong Kong Dollars and each for a
minimum of twelve months deposit;
■ subordinated debt issued by Hong Kong banks in Hong Kong Dollars; and
■ eligible collective investment schemes as prescribed and authorised by the Hong Kong
Immigration Department from time to time.

All permissible investment assets need to be held in a designated account in the applicant’s
own name and operated by a single financial intermediary and a contract has to be entered into
between the financial intermediary and the applicant on terms which are set out by the Hong
Kong Immigration Department. 

The entire HK$10 million investment is ring fenced for the life of the capital investment visa.
The visa holder is not required to top up the HK$10 million if the value of his portfolio drops nor
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is he allowed to withdraw any increase in value. Any such increase must be reinvested if a choice
is made to move between permissible asset classes.

FEES: The prescribed fee for a visa, entry permit, or extension of stay is HK$160.

Exchange controls

There are no restrictions on foreign exchange transactions, capital movement or repatriation of
funds, nor special approval or notification requirements for foreign investments in Hong Kong.  

> Corporate Law

The Companies Ordinance (Cap 32) (the “Companies Ordinance”) governs companies
incorporated in Hong Kong and overseas companies registered in Hong Kong.  Hong Kong’s
first Companies Ordinance was enacted in 1865 and was based upon the UK Companies Act
1862.  Since that time it has been revised to take account of changing practices in the
commercial world and in particular the principles concerning transparency and disclosure of
corporate transactions.  The revisions are often similar to those introduced in other common
law jurisdictions, such as Australia, Canada, Malaysia, New Zealand and Singapore, all of which
adopted the UK corporate model. When interpreting its company law, Hong Kong courts may
also refer to the cases decided in these jurisdictions.

All entities doing business in Hong Kong, regardless of their corporate forms, are required to
obtain a business registration certificate from the Inland Revenue Department. Some are also
required to register with the Companies Registry for incorporation.  The application and
registration procedures differ depending on whether the business is a sole proprietorship, a
partnership (or other unincorporated body), a Hong Kong-incorporated company or an
overseas company.

Sole Proprietorship or Partnership

Sole proprietorships or partnerships are required to obtain a business registration certificate
from the Inland Revenue Department, but beyond this there are few formalities with which they
must comply.   Whilst sole proprietorships and partnerships are not required to disclose
information to the public, they must nevertheless keep accounts and are liable for profits tax.  

Partnerships are governed by the Partnership Ordinance (Cap. 38). Both sole proprietorships
and partners are liable for the debts of their business with unlimited liability.  Whilst
partnerships may be formed under the Limited Partnership Ordinance (Cap. 37), in practice
this ordinance is rarely used.  
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Company

LIMITED COMPANY INCORPORATED IN HONG KONG: To incorporate a limited company in
Hong Kong, certain documents must be filed with the Registrar of Companies and a business
registration certificate must subsequently be obtained from the Inland Revenue Department.
Limited companies are subject to continuing obligations (including the requirement to submit
various documents to the Registrar of Companies such as annual accounts and details of loan
capital and directors) set out in the Companies Ordinance.

In general, a company incorporated in Hong Kong must comply, inter alia, with the following
continuing obligations:
■ Maintenance of registers (including registers of members, charges, directors and
secretaries);
■ Maintenance of proper accounting records;
■ Hold an annual general meeting at least once every calendar year (first general meeting
must take place within 18 months after the company’s incorporation);
■ File with the Registrar of Companies an annual return within 42 days of the anniversary of
its incorporation every year;
■ Preparation by the company’s directors of the annual accounts of the company and
presentation of the profit and loss account before the annual general meeting;
■ Preparation of an auditors’ report and a directors’ report to be attached to the annual
accounts;
■ Delivery of particulars of certain charges or security created to the Registrar of Companies; and
■ Notification of the Registrar of Companies when there are changes in certain details and
particulars.

All documents filed with the Registrar of Companies are open to public inspection.

OVERSEAS COMPANY REGISTERED AS A NON-HONG KONG COMPANY  IN HONG KONG:
Overseas companies that intend to establish an office in Hong Kong that do not wish to create
a Hong Kong-incorporated subsidiary may register as non-Hong Kong companies under Part
XI of the Companies Ordinance.  

Within one month after establishing a place of business in Hong Kong, an overseas incorporated
company must  register as a non-Hong Kong company under Part XI of the Companies
Ordinance by registering certain documents with the Registrar of Companies and must obtain
a business registration certificate from the Inland Revenue Department. 

A non-Hong Kong company registered under Part XI of the Companies Ordinance must report
to the Registrar of Companies any subsequent changes to its name, directors, secretaries, local
representatives, memorandum and articles of association, the address of its principal places
of business and registered office within one month of the change by submitting the prescribed
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forms. The creation of a charge on property situated in Hong Kong and any existing charge on
acquired property situated in Hong Kong must be registered with the Registrar of Companies.
Every year, a non-Hong Kong company must submit to the Registrar of Companies an annual
return and a copy of its annual accounts (unless exempted). Such obligations will cease if the
company ceases to have a place of business in Hong Kong.

Private companies

Under the Companies Ordinance, a private company is a company that, according to its articles
of association:
■ restricts the right to transfer its shares;
■ limits the number of its members to 50; and
■ prohibits the company inviting members of the public to subscribe for its shares or
debentures.

A private company need not file accounts with its annual return.

Public companies (non-listed)

Any company which does not contain in its articles of association the three restrictions required
for the establishment of a private company under the Companies Ordinance is a public company.
A public company is subject to wider disclosure requirements than a private company, e.g. a public
company must submit to the Registrar of Companies its annual audited financial statements
which are open to inspection by the public. At the same time, a public company is subject to more
stringent restrictions imposed by the Companies Ordinance than a private company. 

Listed companies

Listed companies in Hong Kong are companies listed on one of the two boards operated by the
Stock Exchange of Hong Kong Limited (the “Exchange”), namely, the Main Board and the Growth
Enterprise Market (the “GEM”).  The Main Board caters for companies with a profitable operating
track record or that are able to meet alternative financial standards.  It is designed to give these
companies an opportunity to raise further funds from the market in order to finance future
growth.  GEM, on the other hand, caters for smaller growth companies and has lower admission
criteria.  The majority of companies listed in Hong Kong are listed on the Main Board.

While a listing offers advantages and opportunities such as providing easier and greater access
to new or additional capital, a listed company is subject to more stringent ongoing compliance
obligations.  In addition to the Companies Ordinance, listed companies are mainly governed by
the rules governing the listing of securities on the Exchange (or the rules governing the listing
of securities on GEM of the Exchange) as well as the Securities and Futures Ordinance (Cap 571).
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Limited companies

The Companies Ordinance provides that limited companies can be either limited by shares or
limited by guarantee.

COMPANIES LIMITED BY SHARES: The memorandum of association of a company limited by
shares will specify the maximum number of shares that it may issue. Shares are usually fully
paid when they are issued, in which case, even if the company is wound up and is unable to pay
its debts, the members would not be liable to pay those debts. Liability of members of a company
limited by shares will be limited to the nominal value of the shares, as already contributed. 

Where shares have only been partly paid for on issue, however, a member is liable to pay the
agreed balance according to the terms of issue or, if there are no terms, when called upon to
do so. In the event of the company being wound up according to this scenario, the members
may be liable to contribute towards paying the company’s debts, but their maximum
contribution will be the amount of the nominal value unpaid on their shares.

COMPANIES LIMITED BY GUARANTEE: The liability of the members of a company limited by
guarantee is limited to the amount that they agree to contribute to its assets in the event of the
company being wound up. The amount guaranteed by each member is specified in the
company’s memorandum.  It is commonly used when there is no intention to distribute the
company’s profits to its members and the members therefore do not need to hold shares.
Companies limited by guarantee are typically used by charities and quasi-charitable
organisations such as schools and hospitals, but is only a suitable corporate form if the company
does not need an initial share capital.

Any provision in the memorandum or articles of a company limited by shares or any resolution
which purports to give any person a right to participate in its divisible profits, otherwise than as
a member, will be void.

COMPANIES WITHOUT LIMITED LIABILITY: If a company is registered as unlimited, its
members will be personally liable for the debts of the company without limit.  Unlimited
companies may be formed with or without a share capital. If the company is trading and intends
to distribute profits, shares may be a useful method of measuring each member’s interest in
the company.  If an unlimited liability company with a share capital goes into liquidation, the
members will be liable to pay whatever price they agreed for their shares; where this amount
is inadequate to satisfy the debts and liabilities of the company together with the costs of
winding-up, the members must contribute rateably according to their shareholdings.

DORMANT COMPANIES: An inactive private company may pass and deliver to the Registrar of
Companies a special resolution declaring that the company will become dormant.  A company
is eligible to apply for dormant status if, since the date of incorporation or any other specified
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date, it has not entered into a “relevant accounting transaction”, as defined under the
Companies Ordinance.  Dormancy enables a private company to remain a registered company
while at the same time being exempt from holding annual general meetings, preparing and
filing annual reports and carrying out audits of its accounts.  Thus, the cost of maintaining a
dormant company can be significantly lower than the cost of maintaining an active company.  

A dormant company may not enter into any transaction that should be entered into its books of
accounts (a “relevant accounting transaction”) except the payment of certain fees.  If a dormant
company does enter into a “relevant accounting transaction” its members are liable for any
debt or liability that arises from that transaction if they knew or ought reasonably to have known
about it. 

A company ceases to be deemed to be dormant upon delivery to the Registrar of Companies of
a special resolution declaring that the company intends to enter into a “relevant accounting
transaction”.

Share Capital

The Companies Ordinance does not specify a minimum or maximum amount of authorised or
issued share capital for either a public or a private company.  Instead, a company’s
memorandum of association must specify its authorised share capital, including how the total
sum is divided into shares and the nominal value of each share.  A company may issue shares
with preferred, deferred, redemption or other special rights as specified in the memorandum
and articles of association of the company.  If a company issues only one type of shares, the
shares are presumed to be ordinary shares.  

Under the Companies Ordinance, Hong Kong companies must have at least one member and
that one member may be a nominee of the beneficial owner.  The member need not be resident
in Hong Kong and can be an individual or a corporation.  In Hong Kong, companies are typically
incorporated with a share capital of HK$10,000 divided into 10,000 shares of HK$1 each.

Rights of Shareholders

Although a company’s board of directors have the powers to manage a company and make day-
to-day decisions, the Companies Ordinance reserves certain matters for the decision of a
company’s shareholders.  Decisions reserved for shareholders include:
■ at an annual general meeting, declaring the rate of dividend to be paid on the shares of the
company;
■ at the annual general meeting, electing directors in place of those retiring;
■ at the annual general meeting, appointing auditors for the forthcoming year;
■ alterations to the company’s memorandum and articles of association;
■ changing the name of the company;
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■ giving financial assistance for the purchase of the shares of the company;
■ buying back the company’s own shares;
■ granting the directors power to allot shares;
■ reducing the capital of the company;
■ reconstructing the company’s shareholding and debts;
■ removing the company’s directors from office; and
■ petitioning the court to wind up the company.

MINORITY SHAREHOLDER PROTECTIONS: The Companies Ordinance provides for certain
rights and protections for minority shareholders.  Some of these protections include:
■ certain decisions of a company requiring a special resolution also require the approval of the
court (i.e. reduction in a company’s share capital);
■ minority shareholders may be able to apply to the court for cancelling certain decisions
approved by a special resolution if the court considers the decision unfair;
■ holders of 5 per cent of the paid up capital of the company may require the directors to
convene an extraordinary general meeting;
■ members who hold 2.5 per cent of the total voting rights of all members, or 50 members
holding shares on which there has been paid up an average of HK$2000 per member, may
require a certain resolution to be added to the agenda for the company’s next annual general
meeting;
■ 100 members, or the holders of 10 per cent of the company’s shares, may apply to the Hong
Kong Financial Secretary for the appointment of an inspector to investigate the affairs of the
company;
■ any member may apply to the court for a remedy if the affairs of the company are being
conducted in a manner ‘unfairly prejudicial’ to the members;
■ any member may bring an action in respect of misfeasance committed against a company; or
any member may petition for the company to be wound up by the court.

Directors

REQUIREMENTS: Public companies must have at least two directors.  Private companies may
have just one director.  In the case of a private company that is not a member of a group of
companies that includes a listed company, a body corporate can be appointed as a director.
Under the Companies Ordinance, a director can be of any nationality, must have attained the
age of 18 and must not have been disqualified from acting as a director.  When a company
appoints a director, the company must send a specific form to the Registrar of Companies of
such appointment, the director’s name and usual residential address and the number of his
identity card or passport and a statement must be included that the director accepts the
appointment and has attained 18 years of age.  That statement must signed by the director.

DUTIES OF DIRECTORS OF A COMPANY: Directors of companies owe a number of duties, which
are based on the principle of showing the utmost good faith toward the company.  Generally,
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directors’ duties are owed only to the company itself; directors have been held to owe fiduciary
duties to individual shareholders only in limited circumstances.  Fiduciary duties of directors,
which are generally based on equitable principles, mainly include:
■ a duty to act in good faith in the interests of the company;
■ a duty to exercise powers for a proper purpose for the benefit of members as a whole; and
■ a duty to avoid conflicts of duty and interest.

Directors also owe a duty of skill and care to the company, which is not as onerous as directors’
fiduciary duties.

Although the Companies Ordinance does not currently codify these directors’ duties, which are
derived from common law rules and equitable principles found in case law, directors can find
guidance in “A Guide on Directors’ Duties” issued by the Registrar of Companies and the
“Guidelines for Directors” and the “Guide for Independent Non-Executive Directors” issued by
the Hong Kong Institute of Directors.  In addition to the general duties listed above, the Guide
on Directors’ Duties also includes the following general directors’ duties:
■ a duty not to delegate powers except with proper authorisation and duty to exercise
independent judgement;
■ a duty to exercise care, skill and diligence;
■ a duty not to gain advantage from use of position as a director;
■ a duty not to make unauthorised use of a company’s property or information;
■ a duty not to accept personal benefit from third parties conferred because of position as a director;
■ a duty to observe the company’s memorandum and articles of association and resolutions; and
■ a duty to keep proper books of account.

It should be noted that the Companies Ordinance 2012, which is expected to come into effect in
2014, has codified directors’ duties of skill, care and diligence.  These standards will replace
the existing common law rules and equitable principles.  Directors of companies listed on the
Exchange must also comply with their obligations as directors of listed companies under the
Exchange’s Listing Rules and the Corporate Governance Code in Appendices 14 and 15 of the
Main Board and GEM Listing Rules, respectively.  Directors who do not perform their duties as
a director may be liable to civil or criminal proceedings and may be disqualified from acting as
a director.  

Dissolution of a company

A company may be dissolved by the following methods:
■ a court order to facilitate an amalgamation or reconstruction of companies;
■ striking off the name of a company from the register of companies by the Registrar of
Companies;
■ deregistration of defunct private companies ; or 
■ a winding up.
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DEREGISTRATION OF DEFUNCT PRIVATE COMPANIES UNDER THE COMPANIES ORDINANCE:
A private company may make application to the Registrar of Companies for deregistration in
accordance with Section 291AA of the Companies Ordinance if :
■ all the members of the company agree to the deregistration;
■ the company has never commenced business or operation, or has ceased to carry on
business or ceased operation for more than 3 months immediately before the application; 
■ the company has no outstanding liabilities; and
■ the company has obtained a “no objection” notice from the Inland Revenue Department (the
company applying for deregistration is required to prepare the final accounts up to the date of
cessation of the business and file the final accounts with the Inland Revenue Department before
obtaining a “no objection” notice. The final accounts should show that the company has no
liabilities and should be prepared before the commencement of deregistration).

WINDING UP: A company may be wound up:
■ by the court, i.e. a compulsory winding up; or 
■ voluntarily, either as:
■ a members’ voluntary winding up, or
■ a creditors’ voluntary winding up.

COMPULSORY WINDING UP: A company may be wound up by the court in the following
circumstances:
■ if a special resolution has been passed by the company that it should be wound up by the
court;
■ if the company does not commence its business within one year from its incorporation, or
suspends its business for a whole year; 
■ if the company has no members;
■ if the company is unable to pay its debts; a company is deemed to be unable to pay its debts if:

- a creditor whose debt exceeds HK$10,000 serves a notice on the company requiring 
payment and is not paid within three weeks;

- an execution in favour of a creditor of the company is returned unsatisfied in whole 
or in part; or 

- the court is satisfied that the company cannot pay its debts, taking into account its 
contingent and prospective liabilities.

■ if the memorandum or articles of association of the company provide that on the occurrence
of certain events the company is to be dissolved, and such events occurred;
■ if the company is being carried on for an unlawful purpose of any purpose lawful in itself but
one which cannot be carried out by a company;
■ if the court is of the opinion that it is just and equitable that the company should be wound up;
■ if throughout a period of not less than six months ending on the date of the winding up petition
the company has not had:
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- in the case of a private company, at least one director, or
- in case of a public company, at least two directors; and 
- a secretary.

■ if the company has failed to pay the annual registration fee payable under the Eighth Schedule
to the Companies Ordinance; or
■ if the company has been persistently in breach of its statutory obligations. 

VOLUNTARY WINDING UP: Section 228(1) of the Companies Ordinance provides that a company
may by wound up voluntarily:
■ when the period, if any, fixed by the articles for the duration of the company expired, or an
event which determines its existence occurs, and the company resolves (by ordinary resolution)
to be wound up voluntarily;
■ if a special resolution has been passed by the company that it should be wound up voluntarily; 
■ if a special resolution has been passed by the company that it cannot by reason of its liabilities
continue its business and that it is advisable to wind it up; and 
■ if the directors of the company or, in the case of a company having more than two directors,
the majority of the directors, make and deliver to the Registrar of Companies a winding up
statement under Section 228A of the Companies Ordinance. 

A company can be dissolved by members’ voluntary winding up only if it is solvent, i.e. it can
settle all of its debts in full. If a company has been put into a members’ voluntary winding up
and the liquidators are subsequently of the opinion that the company will not be able to pay its
debts in full within the period stated in the certificate of solvency, they must summon a meeting
of the creditors and lay before the meeting a statement of the assets and liabilities of the
company, i.e. the winding up is converted into a creditors’ voluntary winding up. 

Liability of the members of the company

In the event of a company being wound up, every past and present member is liable to contribute
to the assets of the company to an amount sufficient to pay:
■ the debt and liabilities of the company; 
■ the costs, charges, and expenses of winding-up; and 
■ for the adjustment of rights between the members.

This statement of liabilities is qualified in relation to companies incorporated with limited
liability:
■ in a company limited by shares, no contribution is required from any past or present member
which exceeds the amount, if any, that is unpaid on his shares.
■ in a company limited by guarantee, no contribution is required which exceeds the amount
which was undertaken to be contributed in the event of the company being wound up. 
■ in a company limited by guarantee which has a share capital in addition to the amount
undertaken to be contributed in the event of a winding-up, the members are liable to contribute
to the extent of any sums unpaid on any shares they hold.
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Directors with unlimited liability

Although rarely used, the Companies Ordinance provides that the memorandum of a limited
liability company may provide that the liability of its directors, managers, or managing director
is unlimited.  In such case, the directors will be personally liable for all of the company’s debts.
Before a person accepts an office in such a company, whether by election or by appointment,
he must be given notice in writing that his liability will be unlimited.

If authorised by its articles of association, a limited company may also alter its memorandum
to make the liability of its directors, managers, or managing director unlimited. Such alteration
requires a special resolution.  The directors or members of a company may also accept personal
liability, for example, by guaranteeing a particular contract, which has the effect of that director
losing the benefit of limited liability in that instance.

> Labour Law

Legislation

The Employment Ordinance (Cap. 57) is the main piece of legislation governing employment in
Hong Kong. All employees covered by the Employment Ordinance, irrespective of their hours of
work, are entitled to basic protection under the Employment Ordinance. Parties may not contract
out of the Employment Ordinance provisions and any agreement attempting to do so is void.

The Minimum Wage Ordinance (Cap. 608) establishes a statutory minimum wage regime aimed
at striking a balance between preventing excessively low wages and minimising the loss of low-
paid jobs, while sustaining Hong Kong’s economic growth and competitiveness.

The Employees' Compensation Ordinance (Cap. 282) establishes a no-fault, non-contributory
employee compensation system for work injuries. It obliges every employer to obtain an
insurance policy in respect of its liability to compensate employees for such work injuries.

To provide retirement protection to the entire workforce in Hong Kong, the Mandatory Provident
Fund Schemes Ordinance (Cap. 485) was launched in 2000.

There are also certain anti-discrimination laws in force in Hong Kong to prohibit discrimination
on grounds such as sex, pregnancy, marital status, disability, family status and race.

Common Law

Case law is used to interpret employment law legislation, explain and expand the tests and
definitions and fill the gaps using common law principles. Whilst Hong Kong cases are binding
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on Hong Kong courts, case law from other common law jurisdictions may be considered and
have persuasive authority in Hong Kong.

Employment Ordinance 

APPLICATION OF THE EMPLOYMENT ORDINANCE: The Employment Ordinance applies to all
employees with the following exceptions:
■ a family member who lives in the same dwelling as the employer;
■ an employee as defined in the Contracts for Employment Outside Hong Kong Ordinance;
■ a person serving under a crew agreement under the Merchant Shipping (Seafarers)
Ordinance, or on board a ship which is not registered in Hong Kong; and
■ an apprentice whose contract of apprenticeship has been registered under the Apprenticeship
Ordinance, except with respect to certain provisions of the Employment Ordinance.

All employees covered by the Employment Ordinance, irrespective of their hours of work, are
entitled to basic protection under the Employment Ordinance including payment of wages,
restrictions on wages deductions and the granting of statutory holidays, etc.

Employees who are employed under a continuous contract are further entitled to such benefits
as rest days, paid annual leave, sickness allowance, severance payment and long service
payment, etc.

Contract of Employment

A contract of employment is an agreement on the employment conditions made between an
employer and an employee. Employers and employees are free to negotiate and agree on the
terms and conditions of employment provided that they do not violate the provisions of the
Employment Ordinance. Any term of an employment contract which purports to extinguish or
reduce any right, benefit or protection conferred upon the employee by the Employment
Ordinance is void. Therefore, the Employment Ordinance will prevail if any contractual terms
are less favourable than those provided for in the Ordinance.

Information on Conditions of Service

Before employment begins, an employer must clearly inform each employee of the conditions
of employment under which he is to be employed with regard to:
■ wages (see definition below);
■ wage period;
■ length of notice required to terminate the contract; and
■ if the employee is entitled to an end of year payment, the end of year payment or proportion
and the payment period.
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Whenever there is any change in the conditions of service, whether these have merely been
proposed to an employee or are actually in force, the employer shall inform him in an
intelligible manner. 

Wages

"Wages" means all remuneration, earnings, allowances, tips and service charges payable to
an employee in respect of work done or work to be done. Allowances including travel
allowances, attendance allowances, commission and overtime pay are within the definition of
wages. However, wages do not include certain items such as accommodation or education etc.
provided by the employer, the employer's contribution to any retirement scheme; non-recurrent
travel allowance, commission or annual bonus which is of a gratuitous nature or paid at the
discretion of the employer.

Minimum Wage Ordinance 

The Minimum Wage Ordinance provides a wage floor to protect grassroots employees. It came
into effect on 1 May 2011 and the current statutory minimum wage rate (“SMW rate”) is HK$28
per hour.  In essence, wages payable to an employee in respect of any wage period, when
averaged over the total number of hours worked in the wage period, should be no less than the
SMW rate

APPLICATION OF THE MINIMUM WAGE ORDINANCE: SMW applies to all employees, whether
they are monthly-rated, daily-rated, permanent, casual, full-time, part-time or other employees,
and regardless of whether or not they are employed under a continuous contract as defined in
the Employment Ordinance, except for (i) persons to whom the Employment Ordinance does
not apply; (ii) live-in domestic workers; and (iii) student interns as well as work experience
students arranged or endorsed by an institution in connection with a non-local education
programme.

AMOUNT OF MINIMUM WAGE: Wages payable to an employee in respect of any wage period
must not be less than the amount of minimum wage calculated as follows:

Minimum wage = Total number of hours worked 
by the employee in the wage period x   SMW rate (i.e. $28)

Rest Days, Holidays and Leave

An employee must be allowed to enjoy rest days, statutory holidays and paid annual leave during
employment.
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REST DAYS AND STATUTORY HOLIDAY: An employee employed under a continuous contract is
entitled to at least one rest day in every seven days.  While an employee may work voluntarily
on a rest day, an employer must not compel an employee to work on a rest day except in cases
of unforeseen emergency.  An employer should grant his employee a statutory holiday, or
arrange an “alternative holiday” or “substituted holiday”.  “Buy-out” of a holiday is not allowed.

PAID ANNUAL LEAVE: An employee is entitled to annual leave with pay after having been
employed under a continuous contract for every 12 months. An employee's entitlement to paid
annual leave increases progressively from seven days to a maximum of 14 days according to
his length of service: 

Sickness and Maternity Protection

SICK LEAVE: An employee employed under a continuous contract is entitled to sickness
allowance.  An employer is prohibited from terminating the employment contract of an
employee on his paid sickness day, except in cases of summary dismissal due to the employee's
serious misconduct. 

MATERNITY LEAVE: A female employee, subject to certain qualifying requirements under the
Employment Ordinance, is entitled to a continuous period of 10 weeks' paid maternity leave.
An employer is prohibited from dismissing a pregnant employee from the date on which she is
confirmed to be pregnant by a medical certificate to the date on which she is due to return to
work upon the expiry of her maternity leave.

End of Year Payment

The provisions concerning end of year payment apply to an employee employed under a
continuous contract who, in accordance with a term of his contract is entitled to an end of year
payment from his employer.  Such end of year payment means any annual payment (including
double pay, 13th month payment, end of year bonus) of a contractual nature. It does not include
any payment which is of a gratuitous nature or which is payable at the discretion of the employer.

Termination of Contract of Employment

TERMINATION OF EMPLOYMENT CONTRACT BY NOTICE OR PAYMENT IN LIEU OF NOTICE: A
contract of employment may be terminated by the employer or employee through giving the
other party due notice or wages in lieu of notice. In the case of a continuous contract of
employment, the length of notice or the amount of wages in lieu of notice required are:
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TABLE 1

EMPLOYMENT CONDITIONS LENGHT OF NOTICE WAGES IN LIEU OF NOTICE

Within the first Not required Not required
monthof probation

With agreement As per agreement, Table 2
to the length but not less than

After the first of notice 7 days
month of 
probation Without agreement Not less than Table 2

to the lenght 7 days
of notice

With agreement As per agreement,
to the lenght but not less than Table 2
of notice 7 days

Without agreement Not less than
to the lenght 1 month Table 2
of notice

TABLE 2

Notice period Average daily Number of days in Wages in
expressed in wages earned the notice period lieu of
days or weeks by an employee for which wages notice

in the 12 month would normally
period preceeding be payable to the
the day when a employee
notice of termina-
tion of contract
is given

Notice period Average monthly Number of months Wages in
expressed in wages earned specified in the lieu of
months by an employee notice period notice

in the 12 month
period preceeding
the day when a 
notice of termina-
tion of contract
is given
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TERMINATION OF EMPLOYMENT CONTRACT WITHOUT NOTICE OR WAGES IN LIEU OF
NOTICE: An employer may summarily dismiss an employee without notice or payment in lieu
of notice if the employee, in relation to his employment: (i) wilfully disobeys a lawful and
reasonable order; (ii) misconducts himself; (iii) is guilty of fraud or dishonesty; or (iv) is habitually
neglectful in his duties.

Taking part in a strike is not a lawful ground for an employer to terminate an employee's
contract of employment without notice or payment in lieu.

NOTE: Summary dismissal is  a  serious  disciplinary  action.  It only applies to cases where an
employee has committed very serious misconduct or fails to improve  after the employer's
repeated warnings.

An employee may terminate his employment contract without notice or payment in lieu of notice
if: (i) he reasonably fears physical danger by violence or disease; (ii) he is subjected to ill-
treatment by the employer; or (iii) he has been employed for not less than five years and is
certified by a registered medical practitioner or a registered Chinese medicine practitioner as
being permanently unfit for the type of work he is engaged to perform.

STATUTORY RESTRICTIONS ON TERMINATION OF EMPLOYMENT CONTRACT: An employer
may not dismiss an employee under the following circumstances:

Maternity Protection: An employer may not dismiss a female employee who has been confirmed
to be pregnant and has served a notice of pregnancy.

Paid Sick Leave: An employer may not dismiss an employee whilst the employee is on no paid
sick leave.

Giving evidence or information to the authorities: An employer may not dismiss an employee
by reason of his giving  evidence or information in any proceedings or inquiry in connection with
the enforcement of the Employment Ordinance, work accidents or breach of work safety
legislation.

Trade Union Activities: An employer may not dismiss an employee for trade union membership
and activities.

Injury at Work: An employer may not dismiss an injured employee before having entered into
an agreement with the employee for the employee’s compensation or before the issue of a
certificate of assessment.

TERMINATION PAYMENTS: The items and amount of payments payable to an employee on
termination of employment or expiry of the contract depend on a number of factors such as
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the length of service, the terms of the employment contract and the reason for termination of
the contract. Termination payments usually include : 
■ outstanding wages;
■ wages in lieu of notice, if any;
■ payment in lieu of any untaken annual leave, and any pro rata annual leave pay for the current
■ leave year;
■ any outstanding sum of end of year payment (where applicable);
■ where appropriate, long service payment or severance payment; and
■ other payments under the employment contract, such as, gratuity, provident fund, etc.

Employment Protection

The Part on Employment Protection of the Employment Ordinance aims to discourage
employers from dismissing, or varying the contractual employment terms of, their employees
in order to evade their liabilities under the Employment Ordinance. 

ELIGIBILITY AND REMEDIES FOR EMPLOYMENT PROTECTION: An employee may claim for
remedies against an employer in the following situations:

SITUATION CONDITIONS REMEDIES

Unreasonable ■ The employee has been employed ■ And order for reinstate-
dismissal a continuos contract for a period ment or reengagement;

of not less than 24 months; and or

■ The employee is dismissed other ■ An award of terminal
than for a valid reason as specified payments
in the ordinance

Unreasonable ■ The employee has been employed ■ An order for reinstate-
variation of the under a continuos contract; ment or reengagement;
terms of the ■ The terms of the employment or
employment contract are varied without the
contract employee’s consent;

■ The employment contract does not
contain an express term which allows ■ An award of terminal
such a variation; and payments
■ The terms of the employment 
contract are varied other than for a
valid reason as specified in the
Ordinance.

Unreasonable ■ The employee is dismissed other ■ An order for reinstate-
and unlawful than  for a valid reason as specified ment or reengagement; or
dismissal in the Ordinance; and ■ An award of terminal

payments; and/or
■ The dismissal is in contravention ■ An award of compensa-
of the law tion not exceeding

$150,000
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VALID REASONS FOR DISMISSAL OR VARIATION OF THE TERMS OF THE EMPLOYMENT
CONTRACT: The five valid reasons for dismissal or variation of the terms of the employment
contract are: 
■ the conduct of the employee
■ the capability or qualifications of the employee for performing his work
■ redundancy or other genuine operational requirements of the business
■ statutory requirements (i.e. it would be contrary to the law to allow an employee to continue
to work in his original position or to continue with the original terms of his employment contract)
■ other substantial reasons

REMEDIES FOR EMPLOYMENT PROTECTION: Remedies for Employment Protection, which
are awarded by the Labour Tribunal, include an order of reinstatement or re-engagement, an
award of terminal payments and an award of compensation.

Severance Payment and Long Service Payment

ELIGIBILITY FOR SEVERANCE PAYMENT AND LONG SERVICE PAYMENT: An employee is
eligible for severance payment or long service payment subject to the following conditions

ENTITLEMENT SEVERANCE PAYMENT LONG SERVICE PAYMENT

Qualifying period Not less than 24 months under a Not less than 5 years under
of employment continuous contract a continuous contract

The employee is dismissed by The employee is
reason of redundancy* dismissed but:

■ he is not summarily 
dismissed due to his serious 
misconduct;
■ his dismissal is not by 
reason of redundancy

Conditions/
Requirements Employment contract of a fixed Employment contract of a 

erm expires without being fixed term expires without 
renewed by reason of redundancy being renewed*

The employee is laid off ■ The employee dies
■ The employee resigns on 
ground of ill health
■ The employee, aged 65 or 
above, resigns on ground of 
old age

* An employee will not be simultaneously entitled to both long service payment and severance payment.

— 259 —

COMPENDIUM 2013> Hong Kong



Meaning of Redundancy

An employee is taken to be dismissed by reason of redundancy if the dismissal is due to the
fact that: (i) the employer closes his business; (ii) the employer has ceased the business in the
place where the employee was employed; or (iii) the requirement of the business for employees
to carry out work of a particular kind ceases or diminishes.

Meaning of Lay-off

If an employee is employed on such terms and conditions that his remuneration depends on
his being provided by the employer with work of the kind he is employed to do, he will be taken
to be laid off if the total number of days on which no work is provided or no wages are paid
exceeds: (i) half of the total number of normal working days in any four consecutive weeks; or
(ii) one-third of the total number of normal working days in any 26 consecutive weeks.

AMOUNT OF SEVERANCE PAYMENT/ LONG SERVICE PAYMENT: The following formula applies
to the calculation of both severance payment and long service payment: 

Monthly-paid employee = (last month wages x 2/3)   x  reckonable years of service

Daily-rated/piece-rate employee = Any 18 days’ wages chosen by the employee out of his last
30 normal working days     x     reckonable years of service 

Protection Against Anti-Union Discrimination

RIGHT OF AN EMPLOYEE IN PARTICIPATING IN TRADE UNIONS: Every employee shall have
the rights to be a member or an officer of a trade union and to take part in the activities of the
trade union. An employer shall not prevent or deter an employee from exercising any of the
above rights and shall not dismiss, penalise or discriminate against an employee for exercising
such rights.

The Employees’ Compensation Ordinance 

APPLICATION OF THE EMPLOYEES’ COMPENSATION ORDINANCE: The Employees’
Compensation Ordinance applies to all full-time or part-time employees who are employed
under contracts of service or apprenticeship, including domestic helpers, agricultural
employees, crew members of a Hong Kong ship, and any person employed in any capacity on
board of a Hong Kong ship.

The Employees’ Compensation Ordinance also applies to employees employed in Hong Kong
by local employers injured while working outside Hong Kong.  Even if the employer is a person
carrying on business outside Hong Kong, or the employee is a crew member of a foreign ship,
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the Employees’ Compensation Ordinance still applies if the employer submits to the jurisdiction
of the Courts of Hong Kong. The Employees’ Compensation Ordinance does not however apply
to casual employees, outworkers or members of the employer’s family who live with him.

STATUTORY LIABILITY OF THE EMPLOYER:

Injury by Accident. If an employee sustains an injury or dies as a result of an accident arising
out of and in the course of his employment, his employer is in general liable to pay compensation
under the Employees’ Compensation Ordinance. 

Occupational Disease. An employee suffering incapacity arising from an occupational disease
as defined in the Employees’ Compensation Ordinance is entitled to receive the same
compensation as that payable to an employee injured in an accident arising out of and in the
course of employment, subject to certain qualifying requirements. 

Where an employee suffers from a disease outside the scope of the Employees’ Compensation
Ordinance, he/she may still claim compensation thereunder if the disease is certified to be a
personal injury by accident arising out of and in the course of employment.

COMPULSORY INSURANCE: The Employees’ Compensation Ordinance obliges an employer to
obtain a policy of insurance to cover its liabilities both under the Employees’ Compensation
Ordinance and at common law for injuries at work in respect of all its employees.

NO. OF EMPLOYEES AMOUNT OF  INSURANCE COVER PER EVENT

Not more than 200 Not less than $100 million
More than 200 Not less than $200 million

CLAIMS FOR DAMAGES BY ACTION AT COMMON LAW:

AGAINST A THIRD PARTY AGAINST AN EMPLOYER

By an employee: When an employee is injured in cir- The Ordinance does not limit the civil liability 
cumstances which created a legal liability in some of an employer.  Thus, when an injury to an
person other than the employer, he may take procee- employee is caused by the negligence or
dings to recover damages from the third party as well other wrongful act of an employer, the
as claiming compensation against the employer. employee may recover compensation

and also sue for damages, but the damages
By an employer: Similarly, an employer who is liable awarded will be reduced by the value of the
to pay compensation may take action against a third compensation paid or payable under the
party to recover the compensation, indemnity or any Ordinance.
sum payable to the employee contractually.
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Mandatory Provident Fund Schemes Ordinance

To provide retirement protection to the entire workforce in Hong Kong, a mandatory provident
fund (“MPF”) system was introduced under the Mandatory Provident Fund (“MPF”) Schemes
Ordinance in 2000. It requires both employees (with the exception of certain exempt persons)
and employers to make regular contributions into a registered MPF scheme. Every employer
is obliged to contribute an amount equal to at least 5% of an employee’s salary (subject to the
maximum level of income, currently set at $25,000 per month) to such MPF scheme. Every
employee is also required to contribute at least 5% of his/her salary to the scheme, also subject
to the same maximum level of income.

A number of employers had been operating voluntary retirement schemes regulated under the
Occupational Retirement Schemes Ordinance (Cap 426) (“ORSO”) before the introduction of the
MPF scheme. Many such voluntary ORSO schemes obtained MPF exemption and continue to
operate. Members of an MPF-exempted ORSO scheme, as well as new employees eligible to
join an MPF-exempted ORSO scheme after the commencement of the MPF system, have a
one-off option to choose between the ORSO scheme and an MPF scheme. 

Anti-discrimination legislation

There are certain anti-discrimination laws in force in Hong Kong: the Sex Discrimination
Ordinance (Cap. 480), Disability Discrimination Ordinance (Cap. 487), the Family Status
Discrimination Ordinance (Cap. 527) and the Race Discrimination Ordinance (Cap. 282) to
prohibit discrimination on the basis of sex, pregnancy, marital status, disability, family status
and race. Further, there are also provisions in the Employment Ordinance guarding against
discrimination on the ground of trade union membership.

> Tax Law

The Hong Kong tax system is relatively simple in comparison with some of the more complicated
systems in other countries. In Hong Kong, there are three separate direct taxes which are levied
under the Inland Revenue Ordinance (Cap. 112) (the “IRO”). The three taxes are: profits tax, salaries
tax and property tax. The ambit of the IRO is limited territorially and it is only income with a Hong
Kong source which, by and large, is subject to tax. 

Profits tax

THE SCOPE OF THE CHARGE: Persons, including corporations, partnerships, trustees and bodies
of persons carrying on any trade, profession or business in Hong Kong are chargeable to profits
tax on the assessable profits arising in or derived from Hong Kong from such trade, profession or
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business.  No distinction is made between residents and non-residents. A resident may therefore
derive profits from abroad without being subject to tax; conversely, a non-resident may be
chargeable to tax on profits arising in or derived from Hong Kong.  Whether a business is carried
on in Hong Kong and whether profits are derived from Hong Kong are largely questions of fact.
However some guidance on the principles applied can be found in cases which have been
considered by the courts in Hong Kong and in other common law jurisdictions.

THE BASIC OF ASSESMENT: Tax is charged on the assessable profits for a year of assessment.
The assessable profits for a business which makes up annual accounts are calculated on the
profits of the year of account ending in the year of assessment.  In the year of assessment itself,
a provisional tax is required to be paid based on the profits assessed for the preceding year.  The
provisional payment is applied in the first instance against profits tax payable on assessable profits
for that year of assessment when agreed in the following year. Any excess is then applied against
the provisional profits tax payable for that succeeding year.

TAX RATES: The tax rates for profits tax applicable to corporations are set out as follows:

YEAR OF ASSESSMENT TAX RATE

2008/09 onwards 16.5%
2003/04 to 2007/08 17.5%
667 1/3 16%

The tax rates for profits tax applicable to unincorporated business are set out as follows:

YEAR OF ASSESSMENT TAX RATE

2008/09 onwards 15%
2004/05 to 2007/08 16%
500 3/4 15.5%
667 1/3 15%

EXEMPTIONS AND DEDUCTIONS: Dividends from a corporation which is subject to Hong Kong
profits tax, as well as amounts already included in the assessable profits of other taxpayers
chargeable to profits tax, are not included in the assessable profits of the recipient.  In general, all
expenses, to the extent to which they have been incurred in the production of chargeable profits,
are deductible.  They include (but are not limited to):
■ Rent paid by any tenant of buildings or land occupied for the purpose of producing the
assessable profits;
■ Bad and doubtful debts (subject to certain rules);
■ Repairs of premises, plant, machinery or articles etc used in producing the profits;
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■ Expenditure for registration of a trademark, design or patent and expenditure on the purchase of
patent rights or rights to any know-how for use in Hong Kong in the production of assessable profits;  
■ Expenditure on research and development (subject to certain rules); and
■ Donations of an aggregate of not less than HK$100 made to approved charities with the
restriction that such donation should not exceed 35% from year of assessment 2008/09 and
onwards of the adjusted assessable profits.

TAX INCENTIVES: Tax incentives are available in certain specific areas and these incentives include
(but are not limited to):
■ Immediate writing off is allowed for capital expenditure on plant and machinery specifically
and directly related to manufacturing processes, and on computer hardware and software.
■ Capital expenditure on refurbishment of business premises is allowed to be written off over
five years of assessment.
■ Exemption from payment of tax on interest derived from any deposit placed in Hong Kong with
an authorised institution (not applicable to interest received by or accrued to a financial institution).
■ Accelerated deduction for capital expenditure on specified environmental protection facilities
from year of assessment 2008/09 and onwards.  For machinery or plant, 100% deduction will be
allowed for the capital expenditure incurred. For installations forming part of a building or
structure, 20% deduction will be allowed for each year in five consecutive years.
■ 100% deduction for capital expenditure on specified environmental-friendly vehicles from year
of assessment 2010/11 and onwards.

LOSS RELIEF: Losses incurred in an assessment year can be carried forward and set off against
assessable profits in subsequent assessment years. 

BOOKS AND RECORDS: All persons who carry on business in Hong Kong must keep sufficient
records, in English or Chinese, of their income and expenditure to enable their assessable profits
to be readily ascertained. There are statutory requirements to record certain specified details of
every business transaction. Business records must be retained for at least 7 years after the date
of the transaction to which they relate. Any person who fails to keep sufficient records can be
subject to a fine of HK$100,000.

Salaries Tax

THE SCOPE OF THE CHARGE: Salaries tax is charged on all income arising in or derived from
Hong Kong from an office, employment or pension.  In determining whether income “arises in or
is derived from Hong Kong”, it is necessary to establish where the employment, i.e. the source of
income, is located.  “Income arising in or derived from Hong Kong from any employment” includes
all income derived from services rendered in Hong Kong, without in any way limiting the meaning
of the expression. 
THE BASIS OF ASSESSMENT: Liability to salaries tax is based on the chargeable income of the
year of assessment, but the total amount of income for the year cannot be determined until the
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year is past.  Accordingly, the Inland Revenue Department will first demand for payment of
provisional salaries tax during the year of assessment and then make adjustments in the following
year.  Any provisional tax paid for a year of assessment is applied firstly against the salaries tax
payable on the income for that year and if there is excess, apply the excess against the following
year’s provisional tax liability.

INCOME OF HUSBAND AND WIFE: A married person is responsible for all aspects of his or her
own salaries tax affairs including lodgement of returns and payment of tax assessed. However, if
the total tax liability of a married couple under two separate assessments is greater than it would
have otherwise been when their incomes are aggregated, they may elect to be jointly assessed.

DEDUCTIONS ALLOWED: The following deductions are allowable:
■ Expenses wholly, exclusively and necessarily incurred in the production of assessable income,
not being expenses of a private, domestic nature or capital expenditure.

■ Donations paid to approved charities if the amount is not less than HK$100 and with the
limitation that such allowance should not, from year of assessment 2008/09 and onwards, exceed
35% (25% for years of assessment 2005/06 to 2007/08) of the income after allowable expenses
and depreciation allowances.

■ Self-education expenses paid on fees (including tuition and examination fees) in relation to a
‘prescribed course of education’, or on fees in respect of an examination set by the specified
education providers or trade, professional or business associations.  The course and examination
must be for gaining or maintaining a qualification for use in any employment.

A ‘prescribed course of education’ is a course undertaken at an education provider, specified
education providers, such as a university, college, school, technical institution, training centre, or
a training or development course provided by a trade, professional or business association or one
accredited or recognised by specified professional bodies or institutions.

The amount deducted should exclude any amount that has been or will be reimbursed by the
employer or any other persons.  The maximum deduction is as follows:

YEAR OF ASSESSMENT MAXIMUM DEDUCTION (IN HK$)

286 4/7 $40000
2007/08 and onwards $60000

■ Elderly residential care expenses paid by the person or his/her spouse to a residential care
home in respect of the person’s or his/her spouse’s parent or grandparent.  To be eligible for the
deduction, the parent/grandparent must be 60 years old or above at any time in the year of
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assessment, unless he / she is entitled to claim an allowance under the Government’s Disability
Allowance Scheme; and the residential care home must be situated in Hong Kong and be licensed
or exempted from licensing under the Residential Care Homes (Elderly Persons) Ordinance
(Cap.459) or Residential Care Homes (Persons with Disabilities) Ordinance (Cap.613), or be a
nursing home registered under the Hospital, Nursing Homes and Maternity Homes Registration
Ordinance (Cap.165).

Should the deduction be allowed to a person, he or any other person is not entitled to claim
dependent parent and grandparent allowance and additional dependent parent and grandparent
allowance for the same parent/grandparent for the same year of assessment.  The maximum
deduction for each parent or grandparent is as follows:

YEAR OF ASSESSMENT MAXIMUM DEDUCTION (IN HK$)

2006/07 to 2010/11 $60000
167 7/12 $72000
2012/13 and onwards $76000

■ A taxpayer can, for any 15 years of assessment (not necessarily consecutive), claim deductions
of HK$100,000 (maximum) a year for “home loan interest” paid on a home loan for the acquisition
of a property unit which must be situated in Hong Kong and must be used as his/her place of
residence during the year of assessment.

■ For mandatory contributions paid to a mandatory provident fund (“MPF”) scheme by a taxpayer
as an employee, the maximum deduction for each year of assessment is:

YEAR OF ASSESSMENT MAXIMUM DEDUCTION (IN HK$)

2006/07 to 2011/12 $12,000
2012/13 $14,500
2013/14 and onwards $15,000

■ Contributions paid to a recognised occupational retirement (“ROR”) scheme are subject to the
following restrictions: 

- the amount deductible is the lesser of the actual amount contributed to the ROR 
scheme or the amount of mandatory contribution that person would have been 
required to pay had that scheme been a MPF scheme; and

- the maximum deduction for each year of assessment is:
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YEAR OF ASSESSMENT MAXIMUM DEDUCTION (IN HK$)

2006/07 to 2011/12 $12,000
2012/13 $14,500
2013/14 and onwards $15,000

Property tax

THE SCOPE OF THE CHARGE: Property tax is charged on the owners of land and/or buildings in
Hong Kong and is computed at the standard rate on the net assessable value of the property.  The
standard rate is 16% for years of assessment 2005/06 to 2007/08 and 15% from year of
assessment 2008/09 and onwards.

THE BASIS OF ASSESSMENT: The assessable value is computed by reference to the actual
consideration payable to the owner in respect of the right of use of the property.  Examples of
consideration to be included in the assessable value are gross rent received or receivable, payment
for the right of use of premises under licence, lump sum premium, service charges or
management fees paid to the owner, and the owner’s expenditure (e.g. repairs) borne by the
tenant. The net assessable value is the assessable value (after deduction of rates agreed to be
paid and paid by the owner and irrecoverable rent, but not other payments e.g. government rent
and management fee) less a 20% statutory allowance for repairs and outgoings.  However, any
sums previously deducted as irrecoverable and then recovered should be treated as consideration
in the year of recovery.

Completion of tax return

Tax Return-Individuals is to be used by an individual to report all his employment income, profits
from sole proprietorship businesses and rental income from solely owned properties.  Owners of
jointly-owned properties who receive rental income are required to file property tax returns.  For
partnerships and corporations, profits tax returns should be filed.

Double taxation

A taxpayer could be subject to both Hong Kong tax and overseas tax. The IRO provides that Hong
Kong may make arrangement with other territories to afford relief from double taxation when the
other jurisdiction imposes a tax similar in nature to a Hong Kong tax. 

To prevent the double taxation of income between Hong Kong and the PRC, a comprehensive double
taxation arrangement was signed between the two parties in August 2006. Such arrangement
covers profits tax, salaries tax and property tax, whether or not the tax is charged under personal
assessment, in Hong Kong; and individual income tax and enterprise income tax in the PRC.
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In addition, comprehensive double agreements have also been concluded by Hong Kong with
various other countries. A complete list of the agreements with the respective dates of signature
and the coming into effect are set out as follows.

COUNTRY / TERRITORY DATE OF SIGNATURE OF AGREEMENT EFFECTIVE FROM
(YEAR OF ASSESSMENT)

Austria 25.05.2010 1
Belgium 10.12.2003 1
Brunei 20.03.2010 1
Czech 06.06.2011 1
France 21.10.2010 1
Hungary 12.05.2010 1
Indonesia 23.03.2010 1
Ireland 22.06.2010 1
Japan 09.11.2010 1
Jersey 22.02.2012 Pending
Kuwait 13.05.2010 Pending
Liechtenstein 12.08.2010 1
Luxembourg 02.11.2007 1
PRC 21.08.2006 1
Malaysia 25.04.2012 Pending
Malta 08.11.2011 1
Mexico 18.06.2012 Pending
Netherlands 22.03.2010 1
New Zealand 01.12.2010 1
Portugal 22.03.2011 1
Spain 01.04.2011 1
Switzerland 04.10.2011 Pending
Thailand 07.09.2005 1
United Kingdom 21.06.2010 1
Vietnam 16.12.2008 1

Stamp duty

Stamp duty is chargeable on the documents set out in the First Schedule to the Stamp Duty
Ordinance (Cap. 117) which imposes fixed duty on some documents and an ad valorem duty
on others. Fixed duties vary from HK$3 to HK$100 whereas ad valorem duties range from
0.1% to 4.25%.

In the case of conveyances of immovable property, stamp duty is calculated at rates which vary
with the amount / value of the consideration or value of the property as follows.
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AMOUNT OR VALUE OF THE CONSIDERATION OR RATE (WITH EFFECT FROM 1 APRIL 2010)
VALUE OF THE PROPERTY (IN HK$)

Exceeds Does not exceed

$2000000 HK$100

$2000000 $2351760 HK$100 + 10% of excess over HK$2,000,000

$2351760 $3000000 1.5%
$3000000 $3290320 HK$45,000 + 10% of excess over HK$3,000,000

$3290320 $4000000 2.25%
$4000000 $4428570 HK$90,000 + 10% of excess over HK$4,000,000

$4428570 $6000000 3.00%
$6000000 $6720000 HK$180,000 + 10% of excess over HK$6,000,000

$6720000 $20000000 3.75%
$20000000 $21739120 HK$750,000 + 10% of excess over HK$20,000,000

$21739120 4.25%

For residential property acquired on or after 20 November 2010 and disposed within 24 months,
Special Stamp Duty (“SSD”) will be imposed in addition to the ad valorem duty.  The amount of
SSD is calculated by reference to the stated consideration or the market value of the property
(whichever is higher) at the following regressive rates for different holding periods by the transferor
before the disposal:

HOLDING PERIOD RATE

6 months or less 15%
More than 6 months but for 12 months or less 10%
More than 12 months but for 24 months or less 5%

Leases granted in consideration of premium only attract the same duties as for conveyances of
land. For leases granted in consideration of both premium and rent, the premium attracts an ad
valorem duty of 4.25% while the rate of duty on rents varies with the period of the lease (from
0.25% to 1% of the annual rent).  
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Transactions in Hong Kong stock require the preparation of contract notes on which buyers and
sellers have each to pay ad valorem duty at the rate of 0.1% of the consideration.

In all cases, the Collector of Stamp Revenue is empowered to charge duty based on the market
value of the property conveyed or shares transferred if he is of the opinion that the consideration
is inadequate.

Evasion of tax

All tax returns contain a declaration to the effect that the information returned therein is true,
correct and complete.  Understatement / omission of profits or income or submission of false
information constitutes an offence.

Submission of an incorrect tax return without reasonable excuse is an offence carrying a fine
of HK$10,000 and a further fine of treble the amount of tax which has been undercharged. The
imposition of penalty may, however, be dealt with administratively by the Commissioner of
Inland Revenue.

Submission of an incorrect tax return wilfully with intent to evade tax is a serious offence. On
conviction, the maximum penalty is a fine of HK$50,000 plus a further fine of treble the amount
of tax undercharged and to imprisonment for 3 years. 

Advance rulings

Subject to payments and certain regulations, a person may apply to the Commissioner of Inland
Revenue for a ruling on how any provision of the IRO applies to him or the arrangement specified
in the application.

> Real Estate Law

Types of Ownership

LEASEHOLD LAND: Since the return of sovereignty on 1 July 1997, virtually all land in Hong
Kong is owned by the government of Hong Kong, which is part of the People’s Republic of China.
Therefore, all land in Hong Kong is leasehold land except for the land on which St. John’s
Cathedral is situated. 

Previously, the Hong Kong government granted land for private leaseholding by way of a
government lease, which granted the leasehold land to the purchaser for a certain number
of years.
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Since government leases are no longer issued, land is granted by way of conditions of sale,
exchange, or grant (“Government Grant”).   A Government Grant is a contract whereby once
the conditions have been complied with, a government lease is deemed to be issued pursuant
to section 14 of the Conveyancing and Property Ordinance (Cap. 219) (“CPO”).   This is what is
now known as a “Government Lease”. 

Subject to the terms of the Government Lease, a leaseholder of land is at liberty to deal with
his or her leasehold interest in the lot granted by the government, including:
■ the selling or disposal of his or her interest in the lot;
■ dividing and sectioning the lot into smaller segments and selling off parts of them; or
■ sub-dividing the lot by constructing and building structures over the lot and assigning all or
part of the sub-divided units or flats (in case of multi-storey building) to different purchasers.

JOINT OWNERSHIP OF LEASEHOLD LAND: Hong Kong allows co-ownership of a leasehold
interest in real property in the form of either:
■ joint tenants; or
■ tenants-in-common.

Pursuant to the CPO, where the same estate or interest in land vests in 2 or more persons
under an instrument or a will, it is be presumed that (unless a contrary intention is expressed
in that instrument or will) the tenancy vests in those persons as tenants-in-common rather
than as joint tenants.

Tenants-in-common jointly own the undivided shares of a property as a whole. However, each
of the tenants-in-common may own the property in a ratio determined by them, i.e., either in
equal shares or in different proportions. 

Real property may also be held as joint tenants and each joint tenant will have an identical
interest in terms of the extent, nature and duration with respect to the whole and every part of
the real property.  Joint tenancy gives rise to a right of survivorship in accordance with which
the interest of a deceased joint tenant will automatically pass to and vest in the survivor(s).

Co-ownership by way of tenants-in-common differs materially from joint tenancy in that there
is no automatic right of survivorship.   A tenant-in-common’s interest in property will be part
of his or her estate and can pass either under a will or upon his or her intestacy. Under the
CPO, a company is capable of acquiring and holding real property as a co-owner in the same
manner as if it were a natural person pursuant to the CPO.

OWNERSHIP OF LAND AND/OR BUILDINGS: The ownership of a building situated on a certain
lot of land is not implied in the “ownership” of that land.   However, a deed of mutual covenant
between the co-owners of the building governing the use of the building and land usually
provides that the owner of the undivided share of the land will have the exclusive right to use
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and occupy the unit relating to that undivided share.  Also, the ownership of a building will not
necessarily imply the ownership of the land on which it is situated, and it is possible to have
different owners of the land and the building erected on it.

Land registration

Hong Kong has a voluntary land registration system that is governed by the Land Registration
Ordinance (Cap. 128) (“LRO”). 

The land registration system in Hong Kong functions to:
■ protect the priority of registrable and registered interest;
■ facilitate title tracing and checking; and
■ giving notice of the registrable and registered interest to subsequent purchasers and
mortgagees.

For the purpose of land registration, interests in land may be classified either as registrable
(i.e., capable of being reduced into writing) or unregistrable (i.e., incapable of being reduced
into writing). 

Registrable interests such as deeds, conveyances, instruments in writing and judgments
affecting real property in Hong Kong may be registered with the Land Registry and such
registration:
■ renders any registrable but unregistered interest unenforceable against any subsequent bona
fide purchasers or mortgagees for valuable consideration; and
■ precludes a registering party from being affected by any actual notice of a prior registrable
but unregistered interest.

Neither the CPO (in respect of the writing requirement) nor the LRO (in respect of the
registration requirement) apply to unregistrable interests in land, such as any unwritten equities
creating interests in land arising out of constructive trusts (e.g. interest of a wife in the real
property arising out of promise or the husband and wife relationship) or resulting trust (e.g.
interest of Party X in the real property arising out of contributions of purchase money or
mortgage repayment by Party X in relation to the real property purchased by Party Y). 

The common law doctrine of notice determines the priority of unregistrable interest, under
which priority may be given to those unwritten equity interests over a subsequent registered
interest if the subsequent purchasers or mortgagees have notice of such equity interest when
they acquire the interest in land.   Moreover, the LRO expressly precludes the registration
requirement for any short-term tenancy not exceeding 3 years and without any option to renew
for another term. 
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In essence, the land registration system in Hong Kong offers protection and priority to a bona fide
purchaser for valuable consideration against any registrable but unregistered interest in land, but
a purchaser should always ascertain whether there is any unregistrable interest or short term
tenancy affecting the property which may take priority over his or her interest in the property.

Real estate transaction procedures 

In Hong Kong, real estate transactions are governed by the CPO, as supplemented by common
law.   Property transactions in Hong Kong may be divided and classified into three main stages: 
■ the provisional agreement stage;
■ the formal sale and purchase agreement stage; and
■ the assignment and completion stage.

PROVISIONAL AGREEMENT STAGE: The sale and purchase of properties in Hong Kong is
generally commenced through meetings with, and the engagement of, real estate agencies,
who will conduct preliminary searches through the Land Registry for the property particulars
and prepare a binding provisional agreement which contains simple and standard terms for
the vendor and the purchaser to sign when they have agreed to the sale and purchase of a
particular property. 

In practice, common terms of a provisional agreement include:
■ an initial deposit of about five per cent of the purchase price is paid by the purchaser to the
vendor on the signing of the provisional agreement; and
■ liquidated damages in an amount equivalent to the initial deposit to be payable by the party in
default to the innocent party in the event of any breach or default of the provisional agreement; or
■ in provisional agreements without a liquidated damages clause a specific performance clause
allowing the innocent party to compel the defaulting party to complete the sale in addition to
any claim for damages.

A commission of one per cent of the purchase price will normally be charged by the real estate
agencies and paid by each party.   The defaulting party will normally have to bear the costs of
the estate agent’s commission on behalf of the innocent party.

FORMAL SALE AND PURCHASE AGREEMENT: Both the vendor and the purchaser engage their
respective lawyers to proceed with the property transaction after the signing of the provisional
agreement.  The vendor’s solicitors will prepare a formal sale and purchase agreement with
detailed terms and conditions reflecting the terms in the provisional agreement for the
purchaser’s solicitors’ review and comments. 

The vendor and the purchaser will usually, but not necessarily, enter into the formal sale and
purchase agreement within 14 days after signing the provisional agreement. A further deposit
will be paid by the purchaser, making up a cumulative total of ten per cent of the purchase price
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(taking into account the initial deposit).   In some cases where the parties agree, the vendor’s
solicitor may act as stakeholder whereby the solicitor holds the ten per cent deposit for the
vendor until the conditions of the stakeholdings are fulfilled, usually, upon proof that the balance
of the purchase price is sufficient to discharge the mortgage (if any). 

In relation to the purchase of a residential property, for the protection of the purchaser, the
purchaser’s solicitors will arrange stamping of the provisional agreement and/or formal sale
and purchase agreement with the Stamping Office at the Inland Revenue Department and
registration of the same with the Land Registry within 30 days after signing.

In relation to the purchase of a non-residential property, stamp duty is not payable on the
formal sale and purchase agreement.   However, the purchaser’s solicitor will still arrange
registration of the formal sale and purchase agreement directly with the Land Registry within
30 days after signing. 

ASSIGNMENT AND COMPLETION: After the formal sale and purchase agreement stage, the
vendor’s solicitors will provide the title deeds and documents to the purchaser’s solicitors, who
will then carry out due diligence on the title.   It is common practice in Hong Kong that any
questions and requisitions concerning the vendor’s title should be raised within seven working
days after the date of receipt of the title deeds, save and except that requisitions going to the
root of the title can be raised at any time before completion. 

The vendor’s solicitors must answer the title requisitions honestly and allow sufficient time for
the purchaser to consider the answers. Once the purchaser’s solicitors consider that the
requisitions have been properly answered and the vendor is able to give good title to the subject
property, they will prepare the assignment and conduct pre-completion land searches to
ascertain the status of the subject property. 

On completion, the purchaser will obtain vacant possession of the subject property (if the
property is being sold with vacant possession) and the vendor and the purchaser will sign and
execute the assignment to effect the transfer of title from the vendor to the purchaser. 

Within 30 days after signing of the assignment, for the protection of the purchaser, the
purchaser’s solicitors will arrange stamping of the assignment with the Stamping Office at the
Inland Revenue Department and registration of the assignment with the Land Registry.

Tax

TAX ON TRANSACTIONS – STAMP DUTY: Real property transactions in Hong Kong are subject
to stamp duty pursuant to the Stamp Duty Ordinance (Cap. 117).  Stamp duty will be imposed
on both the agreement and assignment of real property (for non-residential properties, stamp
duty is chargeable only on the assignment for the transfer). 
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For properties not exceeding HK$2,000,000, the stamp duty payable is only HK$100; for property
consideration exceeding HK$2,000,000, the stamp duty payable is on a sliding scale, up to 4.25
per cent of the amount or value of the consideration price. 

TAX ON TRANSACTIONS – PROFITS TAX: The Inland Revenue Department will charge profits
tax on any persons, including corporations, partnerships and bodies of persons who derive
profits through carrying on a trade, profession or business in Hong Kong. 

It is a question of fact as to whether a business is being carried on as a result of any sale and
purchase of real property in Hong Kong, in which case some of the relevant factors that will be
taken into account are as follows:
■ the time or length of ownership of the property;
■ the use of the property;
■ the financial situation of the purchaser when the property was purchased;
■ whether a mortgage was taken out;
■ whether the property was leased; and
■ all other circumstantial factors to ascertain whether the intention of the purchase of the
property was for long-term investment or for business.

In the event that any sale and purchase of real property by any persons, including corporations,
is deemed or regarded by the Inland Revenue Department as carrying on a real estate business
in Hong Kong, the profits tax rate presently applicable is 16.5 per cent for corporations and 15
per cent for unincorporated businesses including partnerships and sole proprietors.

TAX ON HOLDING REAL ESTATE: Government rent and rates are chargeable on real estate
property at an amount of three per cent and five per cent, respectively, based on the rateable
value which is the estimated annual rental value of the subject property at a designated
valuation reference date, assuming that the property was then vacant and for lease.

Termination of existing tenancy on a lease 

A lease creates an interest in land and in the event that there is an existing tenancy in respect
of the real property, a purchaser will have to purchase the real property subject to the lease
interest.   It is advisable for a purchaser to ascertain if the vendor is able to deliver the subject
property with vacant possession free from any lease and tenancy.

To terminate the existing tenancy, the purchaser will have to seek recourse to the termination
provisions of the lease (such as early termination) and subject to the terms of the lease, the
purchaser may be able to effect early termination of the tenancy.



Restrictions on development 

CHANGING THE USE OF LAND: Government Leases usually contain restrictions as to land use.
In the event that a leaseholder wishes to use the land for a specific purpose that does not comply
with the lease conditions, an application for a lease modification should be made to the Lands
Department in order to vary the conditions under the Government Lease.   A lease modification
is a variation of the conditions of the Government Lease in respect of the property, including
the permitting of a change of use. 

The Lands Department may also refer the application to other relevant departments for
approval, including the Planning Department, Building Department and Fire Services
Department.   Each application will be considered on a case-by-case basis together with the
relevant circumstances.

If the Lands Department approves of the application for the lease modification, then the
modification will be reflected by way of a deed of variation or letter of modification. 

In addition, the leaseholder will be required to pay a premium reflecting the enhanced value of
the property.   It may also be the case that additional conditions relating to the new use of the
property are imposed.

Approval for an application for a lease modification normally takes at least six months.

CHANGING THE USE OF AN EXISTING BUILDING: In relation to individual flats or units in a
multi-storey building, usage is governed by the deed of mutual covenant between the co-owners
of the building governing the use of the building and the occupation permit and shall be the
same as that stipulated in the conditions of sale, grant or exchange.   Any changes to the deed
of mutual covenant are subject to the approval of all the owners of a particular building. 

Given the fact that any variations or modifications in building usage must be:
■ approved by the Lands Department;
■ subject to the payment of land premium; and
■ approved by all owners of the building,
■ a change of usage of a building in Hong Kong is very difficult, if not impossible.

BUILDING ON LAND: In the event that the purchaser intends to build a building on the land,
the purchaser must engage surveyors and architects to draw a building plan.  That building
plan must comply with the plot to volume ratio specified in the Government Lease.  The plot to
volume ratio specifies the floor area that can be built upon a specified piece of land.  This ratio
is a method used by the Hong Kong government to regulate the height of the buildings and the
usable space of the buildings. 
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As land becomes more scarce in Hong Kong, developers are more inclined to maximize the
usable space by maximizing the use of the plot of land.  Therefore, apart from complying with
the plot to volume ratio of the land, the Planning Department must also approve the building
plan. This is to ensure the building is suitable from a city planning perspective. 

The building plan must also be approved by the Lands Department, the Building Department
and the Fire Services Department.   Upon approval of the building plan, a certificate of approval
will be issued. 

A multi-story building will be notionally divided into a number of undivided shares representing
the units intending to be created from the block of flats.  This is usually done by the purchaser’s
solicitors by creating a deed of mutual covenant, which specifies the number of shares allocated
to various units or areas of the building.   This deed of mutual covenant must be submitted to
the Lands Department and Planning Department for approval.

Foreign investment in real estate 

Types of foreign investment in Hong Kong’s real estate market include:
■ direct purchasing of real estate;
■ investing in stocks of various property developers; or
■ investing in real estate investment trusts (“REITs”), which are listed trusts. REITs work by
investing in income-producing real estate assets and using the income derived to provide a
return to its unit holders.   By purchasing a unit in a REIT, it allows investors to share in the
risks as well as the benefits of owning the real estate assets held by the REIT.

RESTRICTIONS ON ACQUISITION:
There are no restrictions on acquisition and any individual adult person, corporation or foreign
entity that has a recognized legal status and capacity may purchase property in Hong Kong. 

REPATRIATION OF FUNDS: Subject to the anti-money laundering policies and regulations in
Hong Kong, there are no restrictions on repatriation of funds from Hong Kong and a seller is
free to remit monies from a property transaction in whole or in part overseas.
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We are a law firm based in New Delhi having offices in Mumbai and Bangalore. Our areas of
practice includes corporate & commercial, intellectual property, litigation, international
arbitration, banking, employment, power and infrastructure projects, environment, property
and construction, aviation and Legal Process Outsourcing.

The firm’s practice covers a wide range of services to big corporations, financial institutions,
industries, public sector undertakings strongly emphasizing on providing high quality services
with a cost effective approach. Our Attorneys are well versed with business issues and complex
nature of cross border transactions and they work closely with clients to provide solutions to
the challenges of modern business.

The firm has a vast and rich experience in advising Multi National Companies on registration,
protection, use and enforcement of their intellectual property rights. The firm has a separate
patents team supported by highly qualified technical staff, advising clients on different issues
of the patent laws and patentability of inventions in India. The firm also advices on licensing
and Technology transfer relating to the patented inventions. The Trade Mark and Copyright
team of the Firm advices to the registration and protection of the intellectual property vested in
trademarks and its enforcement.

The firm conducts arbitration (Domestic and International) and litigation in India and other
countries. Our Attorneys have wide range of experience in appearing before forums like:-
■ Hon’ble Supreme Court of India
■ High Courts
■ Consumer Courts and various tribunals

Lalit Mathur, Partner

lalitmath@indconlegal.com, Mobile : +91 9313353317
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> Corporate Law

Indian Companies Act also called Companies Act, 1956 was enacted in 1956 which enabled
companies to be formed by registration, and set out the responsibilities of company on its
Directors and Secretaries.

The 1956 Act received assent from President of India on 18 January 1956, and has come into
force on 1 April 1956. This Act is administrated by Government of India through the Ministry of
Corporate Affairs, and the Offices of Registrar of Companies, Official Liquidators, Public Trustee,
Company Law Board, etc.

Since its commencement, it has been amendments many times, the Act amendment in 1990,
1996, 2000 and 2011. The 1956 Act exists there are a number of other statutes to be considered
depending on the activity a company wishes to follow.

Nature and scope of  this Act

Like most of Indian Act it is also extent to whole of India except State of Jammu and Kashmir.
According to this Act Every Company, International and Indigenous will Work under the provision
of this Act. This Act is containing 658 Section long. It contains provision about Companies,
Directors and Secretaries Duties and liabilities, Memorandum and Article of Company, etc. This
Act and other statues like Indian Contract Act, SEBI, FEMA, etc, states and discusses every
single provisions need to govern a company.

Types of Business Structure

The first question to be considered by anyone wishing to establish a business operation in the
INDIA is the type of business structure to be used. Although the corporate structure (setting up
a company) is the one which is most widely used in the INDIA, there are a variety of other
structures available to overseas entities seeking to establish a presence in the INDIA including
setting up a branch or liaison office of an overseas company, a joint venture company or a limited
liability partnership.

Establishment of Branch/Liaison/Project Offices in India by Foreign Entities 

A body corporate incorporated outside India (including a firm or other association of individuals),
desirous of opening a Liaison Office (LO) / Branch Office (BO) in India have to obtain permission
from the Reserve Bank under provisions of Foreign Exchange Management Act (FEMA). The
applications from such entities will be considered by Reserve Bank under two routes: 

■ Reserve Bank Route — Where principal business of the foreign entity falls under sectors
where 100 per cent Foreign Direct Investment (FDI) is permissible under the automatic route. 
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■ Government Route — Where principal business of the foreign entity falls under the sectors
where 100 per cent FDI is not permissible under the automatic route. Applications from entities
falling under this category and those from Non - Government Organisations / Non - Profit
Organisations / Government Bodies / Departments are considered by the Reserve Bank in
consultation with the Ministry of Finance, Government of India. 

The following additional criteria are also considered by the Reserve Bank while sanctioning
Liaison/Branch Offices of foreign entities: 

■ Track Record: 
For Branch Office — a profit making track record during the immediately preceding five financial
years in the home country. 
For Liaison Office — a profit making track record during the immediately preceding three
financial years in the home country. 

■ Net Worth [total of paid-up capital and free reserves, less intangible assets as per the latest
Audited Balance Sheet or Account Statement certified by a Certified Public Accountant or any
Registered Accounts Practitioner by whatever name]. 
For Branch Office — not less than USD 100,000 or its equivalent. 
For Liaison Office — not less than USD 50,000 or its equivalent. 

Permissible Activities for a Liaison Office 

A Liaison Office (also known as Representative Office) can undertake only liaison activities, i.e.
it can act as a channel of communication between Head Office abroad and parties in India. It is
not allowed to undertake any business activity in India and cannot earn any income in India.
Expenses of such offices are to be met entirely through inward remittances of foreign exchange
from the Head Office outside India. The role of such offices is, therefore, limited to collecting
information about possible market opportunities and providing information about the company
and its products to the prospective Indian customers. 

A Liaison Office can undertake the following activities in India: 
■ Representing in India the parent company / group companies. 
■ Promoting export / import from / to India. 
■ Promoting technical/financial collaborations between parent/group companies and
companies in India. 
■ Acting as a communication channel between the parent company and Indian companies.  

Permissible Activities of a Branch office 

Companies incorporated outside India and engaged in manufacturing or trading activities are
allowed to set up Branch Offices in India with specific approval of the Reserve Bank. Such
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Branch Offices are permitted to represent the parent / group companies and undertake the
following activities in India: 
■ Export / Import of goods.1 
■ Rendering professional or consultancy services. 
■ Carrying out research work, in areas in which the parent company is engaged. 
■ Promoting technical or financial collaborations between Indian companies and parent or
overseas group company. 
■ Representing the parent company in India and acting as buying / selling agent in India. 
■ Rendering services in information technology and development of software in India. 
■ Rendering technical support to the products supplied by parent/group companies. 
■ Foreign airline / shipping company. 

Normally, the Branch Office should be engaged in the activity in which the parent company is
engaged. Retail trading activities of any nature is not allowed for a Branch Office in India. A
Branch Office is not allowed to carry out manufacturing or processing activities in India, directly
or indirectly. Profits earned by the Branch Offices are freely remittable from India, subject to
payment of applicable taxes.

Types of Companies

As mentioned above there are different types of corporate structure, which can be used under
Indian law.  The most common structure used is a private company limited by shares.
Companies can be either public, which means that they can offer their shares or other securities
for public subscription, or private, which means that they are not allowed to offer their shares
or other securities to the public. A private company bears the suffix “Private Limited” or “Pvt.
Ltd.” and a public company bears the “Limited” or “Ltd”.

PUBLIC LIMITED COMPANY: Public Company means which has a minimum paid-up capital of
Rs.5,00,000 or such higher paid-up capital as may be prescribed. The minimum number of
person to form a public company is 7(seven) and whereas the maximum number of person is
not restricted. 

A Public Limited Company may be :
■ A listed Public company – This company means a public company which has any of its
securities listed in any recognised stock exchange.
■ An unlisted Public company – This company means whose securities are not listed in any
recognised stock exchange.

PRIVATE COMPANY: A Private company means which has a minimum paid- up capital of Rs. 1,
00,000 or such higher paid – up capital as may be prescribe. The minimum numbers of person
required are 2 and maximum is restricted to 50.
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INCORPORATION OF COMPANY (REGISTRAR OF COMPANIES): Any Private or Public Company
which with or without limited liability may be incorporated in India as under :  
■ First the name of the company has to be approved by the Registrar of Company (ROC)
■ Once the name is approved Memorandum and Articles of Association of the Company duly
signed by the subscribers and directors of the company will be filed with the ROC. 
■ After the satisfaction of the ROC based on the documents filed by the company, a certificate
of Incorporation will given by the ROC which is a conclusive evidence that all the requirement
of the companies Act have been complied with the registration .

Liability of Shareholders

Every company having a share capital, whether public or private, must have shareholders. There
are no rules relating to the residency of shareholders. In the case of both private and public
companies, the liability of the shareholders or members is limited to the amount unpaid on the
shares held by them.  The company and its shareholders are regarded for company law
purposes as separate legal persons. 

Rights of Shareholders

Shareholders have not any right to any item of property owned by company for he has no
equitable interest therein. He is entitled to share in the profit while the company continued to
carry on business and share in surplus assets when the company wound up.  

Share Capital

AUTHORISED SHARE CAPITAL: company’s authorised share capital is the total number of issued
and unissued shares in the capital of the company.  An increase in a company’s authorised share
capital requires shareholder approval by ordinary resolution (a simple majority).

ISSUED SHARE CAPITAL: The shares which are allotted and issued to shareholders will
determine the company’s issued share capital.  In order to allot and issue shares, the company’s
directors must be authorised, by the articles of association or by shareholder resolution, to
issue the relevant shares and also specifically authorised to issue shares where the directors
wish to issue shares for cash otherwise than in proportion to existing shareholdings. A company
incorporated under the Companies Act 1956 will first need to pass an ordinary resolution in
order to give the directors the power to allot shares as set out above. 

Shares must be issued for not less than their nominal value, although shares can be issued as
partly paid and the directors can call up the unpaid amount at any time.

PAID- UP- CAPITAL: This is that part of the issued capital which has been paid up by the
shareholders or which is credited as paid – up on the shares.
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Meetings

Most powers needed to run the company are vested in the directors by the articles of
association. However, the ultimate control of the actions of the board of Directors is vested in
the shareholders of the company or member and from time to time they meet to ratify and plan
for future of the company.

General Meeting or Statutory Meeting of the Shareholders

Every company limited by shares or having share capital has to conduct a meeting within a
period of not less than one month nor more than six months from the date at which the company
is entitled to commence business. This meeting is called the ‘Statutory meeting’. This is the
first meeting of the shareholders of the company and is held once in a lifetime of the company.
Annual General Meeting, every company shall in each year hold as its annual general meeting
in addition to any other meeting. There shall not be interval of more that 15 months between
two annual general meetings of the company. A company may hold its first annual general
meeting with in period of 18 months from the date of Incorporation. The annual general meeting
may be called by giving not less than 21 day’s Notice in writing to the members. 

Extraordinary General Meeting, any shareholders meeting other than General or Annual
general meeting is called extraordinary general meeting. It is called for transaction some urgent
or special business which cannot be postponed till the next annual general meeting. 

The Ministry of Corporate Affairs has taken a “Green Initiative in the Corporate Governance” by
allowing participation of directors in meetings of board / Committee of directors under the
Companies Act, 1956 through electronic mode / video conference.  

Minutes of Meeting

Every company shall keep a record of all proceedings of board meeting, annual general meeting
or extraordinary general meetings. This is done by making within 30 days of the conclusion of
every such meeting concerned. The record are known as minute and book in which records of
proceeding of the minute is recorded is know as Minute book.

Shareholder meetings require a prior period of notice to shareholders of not less than 14 days
save in respect of a private company’s annual general meeting where 21 days notice is required.
Where not less than 90% of the shareholders of a private company agree, however, these notice
requirements can be dispensed with and the meeting (including the annual general meeting)
may be held on short notice.  

A public company must hold a general meeting of its shareholders, known as the annual
general meeting, each year at which it is usual to present the accounts, appoint auditors,
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deal with dividends and elect any directors who have been appointed since the last annual
general meeting. 

Directors of the Company

The directors are the brain of the company. They occupy a pivotal position in the structure of
the company. The directors are the body to whom the duties of managing the general affairs of
the company are delegated.

On 2006 Company (Amendment) Act, 2006 its a obligatory for companies to ensure that directors
have been allotted Director Identification Number (DIN) as required under amendment.
According to newly amendment if the DIN is not allotted then that person cannot be appoint as
a director of the company.

NUMBERS OF DIRECTORS: Minimum number of directors Every public company shall have at
least 3 directors and every private company have at least 2 directors. 

APPOINTMENT AND REMOVAL: The Article of Association of a company usually names the first
director. The director of the company should be qualified according to provision of the Act. 
Directors must be appointed by the shareholders in general meeting. In the Public company
only one-third of the total directors can be permanent directors and two-third directors shall
be liable to retire by rotation, such directors are called “rotational directors”. The director to
retire by rotation at every annual general meeting and appointed a new director on same annual
general meeting.

The directors may be removed by three ways:
■ The shareholders may remove a director before the expiry of his period of office by passing
an ordinary resolution..
■ The Central Government may, in certain circumstance remove director of public company
from office on the recommendation of the court or tribunal. The company may, with the approval
from central government, appoint director in the office in the place of removed director. 
■ The company law tribunal may remove the director if they find any mismanagement in the
company. The director cannot reappoint or hold any managerial capacity in the office for a period
of 5 years from the date of order. 

DIRECTORS’ LIABILITY: Directors, as agent of the company, are not personally liable on contract
entered into as agent on behalf of the company. But where a director enters into a contract,
which is ultra vires to the company, the director is personally liable for breach of implied
warranty of authority.  When more than one director is alleged to have neglected his duties of
care, all the directors are jointly and severally liable. It an action is brought by the company
against only one of them, he is entitled to contribution from the other directors. 
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Annual Return

Every company has to file with Registrar an annual return containing certain particular during
a year, which gives details of its share capital, profit and loss, shareholders, location of the
statutory books, registered office, directors and secretary.

Registered Office

A company needs to file details of its registered office in India with the Registrar of Companies
and any official notifications will be sent to that address.  Subject to certain exceptions, the full
name of the company must appear at its registered office and business premises.  

Statutory Books

Every company must maintain a statutory register giving details of its shareholders, directors,
secretary, any issues and transfers of shares as well as charge-holders.  There should also be
a minute book containing minutes of all meetings of directors and shareholders. A company
can now keep its statutory books at an address other than its registered office. 

Winding Up of Company

Winding up or Liquidation of company represents last stage in its life. It means the proceeding
by which a company is dissolved. The assets of company are disposed of, the debts are paid of
from the realised assets and surplus, if any, is then distributed among the members in
proportion. 

Compulsory/ Court wining up, in this court initiate the order of winding up of company. In the
compulsory winding up various grounds in that court make an order. The liquidator as appointed
in the compulsory winding for disposed of assets, to clear off debts and if any surplus then
proportionally distributed among members/creditors. And the final report submitted to the
Registrar of the Company for recording of the dissolution of the Company.

Voluntary Winding Up means winding up by the members or by the creditors of the company.
Voluntary winding up may be two types.
■ Member’s Voluntary winding up- In this process the member / shareholders of company
passed a resolution for winding up and make a declaration of solvency. The Declaration of
solvency shall made by a majority of the directors at the meeting.  
■ Creditor’s voluntary winding up- In which a Declaration of its solvency is not made, the
company is deemed to be insolvent. Creditors arrange the meeting and decision
correspondence to the members of the company. And appoint liquidator for dissolution of the
company.     
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> Foreign Investment

It is the intent and objective of the Government of India to attract and promote foreign direct
investment in order to supplement domestic capital, technology and skills, for accelerated
economic growth.  Foreign Direct Investment, as distinguished from portfolio investment, has
the connotation of establishing a lasting interest in an enterprise that is resident in an economy
other than that of the investor. 

In India, investment can be done in three ways by the Foreign company, Foreign Individuals or
Non Resident Indians (NRIs) as
■ FII ( Foreign Institutional Investors)
■ QFIs (Qualified Foreign Investors)
■ FDI ( Foreign Direct Investment)

FII ( Foreign Institutional Investors)

The FIIs were allowed to invest in the Indian capital market from September 1992. The
investments by them, however, were first made in January 1993. Until December 1998, the
investments were related to equity only, as the Indian gilts market opened up for FII investment
in April 1998. The FIIs’ investment in debt started from January 1999. The FIIs continued to
invest large funds in the Indian securities market.

The Reserve Bank of India (RBI) in consultation with the Government of India and the Securities
and Exchange Board India (SEBI) are the bodies to make polices framework for FII investment.

On April 12, 2010, Government of India permitted FIIs to offer domestic government securities
and foreign sovereign securities with AAA rating as collateral to the recognized stock exchanges
in India, in addition to cash, for their transactions in the cash segment of the market.

QFIs (Qualified Foreign Investors)

A QFI is an individual, group or association resident in a foreign country that is compliant with
Financial Action Task Force (FATF) standards and is a signatory to the International Organisation
of Securities Commission’s (IOSCO’s) Multilateral Memorandum of Understanding (MMoU).
QFIs do not include FIIs (foreign institutional investors) or sub-accounts.

The individual and aggregate investment limits for QFIs are 5% and 10% respectively of the paid
up capital of the Indian company. The investment limits are applicable to each class of equity
shares having separate and distinct ISIN. QFIs can open only one dedicated demat account with
a qualified Depository Participant (“DP”) for investment in equity shares under the Scheme.
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The government today allowed qualified foreign investors (QFIs) from six member-countries of
the Gulf Cooperation Council (GCC) and 27 countries of the European Commission (EC) to invest
in the Indian capital market to enhance foreign capital inflows, they are Saudi Arabia, Bahrain,
the United Arab Emirates (UAE), Oman, Qatar and Kuwait are the six countries belongs to Gulf
Cooperation Council (GCC) and 27 countries of the European Commission (EC).

FDI (Foreign Direct Investment)

PROCEDURE OF RECEIVING OF INVESTMENT IN INDIAN COMPANY: An Indian company may
receive Foreign Direct Investment under the two routes as given under :

■ Automatic Route: FDI up to 100 per cent is allowed under the automatic route in all
activities/sectors except where the provisions of the consolidated FDI Policy. FDI in sectors
/activities to the extent permitted under the automatic route does not require any prior approval
either of the Government or the Reserve Bank of India

■ Government Route:FDI in activities not covered under the automatic route requires prior approval
of the Government which are considered by the Foreign Investment Promotion Board (FIPB),
Department of Economic Affairs, Ministry of Finance. Indian companies having foreign investment
approval through FIPB route do not require any further clearance from the Reserve Bank of India
for receiving inward remittance and for the issue of shares to the non-resident investors.

REPATRIATION PROCEDURES AND RESTRICTIONS: All foreign investments are freely
repatriable (net of applicable taxes) except in cases where:
■ The foreign investment is in a sector like Construction and Development Projects and Defence
wherein the foreign investment is subject to a lock-in-period; and
■ NRIs choose to invest specifically under non-repatriable schemes.

Further, dividends (net of applicable taxes) declared on foreign investments can be remitted
freely through an Authorised Dealer bank.

SECTOR SPECIFIC CONDITION ON FDI:

Prohibited sectors

■ Retail Trading (except single brand product retailing) 
■ Lottery Business including Government /private lottery, online lotteries, etc 
■ Gambling and Betting including casinos etc 
■ Chit funds 
■ Nidhi company 
■ Trading in Transferable Development Rights (TDRs) 
■ Real Estate Business or Construction of Farm Houses 
■ Manufacturing of Cigars, cheroots, cigarillos and cigarettes, of tobacco or of tobacco
substitutes 
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■ Activities / sectors not open to private sector investment e.g. Atomic Energy and Railway
Transport (other than Mass Rapid Transport Systems) 

Foreign technology collaboration in any form including licensing for franchise, trademark,
brand name, management contract is also prohibited for Lottery Business and Gambling and
Betting activities.

Permitted sectors

S.NO. SECTOR/ACTIVITY %OF FDI CAP/
EQUITY ENTRY ROUTE

1 Agriculture & Animal Husbandry 100% Automatic

2 Tea Plantation 100% Government

3 MINING 100% Automatic

Mining and mineral separation of 
titanium bearing minerals and ores, 
its value addition and integrated activities 100% Government
subject to sectoral regulations and the 
Mines and Minerals (Development and 
Regulation Act 1957) 

4 PETROLEUM & NATURAL GAS 100% Automatic

Petroleum refining by the Public Sector 
Undertakings (PSU), without any disinvest- 49% Government
ment or dilution of domestic equity in the 
existing PSUs. 

5 Defence Industry 26% Government

6 Airports 
■ Greenfield projects 100% Automatic 
■ Existing projects 100% Automatic up to 74% 

Government route 
beyond 74% 

7 Courier services for carrying packages, 
parcels and other items which do not come 
within the ambit of the Indian Post Office Act,            100% Government
1898 and excluding the activity relating to the 
distribution of letters



8 Construction Development: Townships, 100% Automatic 
Housing, Built-up infrastructure* 

9 Industrial Parks – new and existing 100% Automatic 

10 Satellites – Establishment and 
operation, subject to the sectoral 74% Government 
guidelines of Department of Space/ISRO 

11 Private Security Agencies 49% Government 

12 Telecom services 74% Automatic up to 49% 
Government route 
beyond 49% and 
up to 74% 

13 Banking –Private sector 74% including Automatic up to 49% 
investment by FIIs Government route 

beyond 49% and 
up to 74% 

14 Commodity Exchange 49% (FDI & FII) 
[Investment by 
Registered FII under 
Portfolio Investment Government 
Scheme (PIS) will (For FDI) 
be limited to 23% 
and Investment under 
FDI Scheme limited 
to 26% ]

15 Credit Information Companies 49% (FDI & FII) Government 

16 Insurance 26% Automatic 

17 Pharmaceuticals 
■ Greenfield 100% Automatic 
■ Existing Companies 100% Government 

18 Non-Banking Finance Companies 100% Automatic 
(NBFC) 

19 Infrastructure Company in the 49% (FDI & FII) Government 
Securities Market [FDI limit of 26% (For FDI) 

and an FII limit of 23% 
of the paid-up capital ] 
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20 TRADING
■ Cash & Carry Wholesale Trading/ 100% Automatic 
Wholesale Trading (including sourcing 
from MSEs)**
■ E-commerce activities 100% Automatic 
■ Single Brand product retail trading*** 100% Government 

21 Print Media 26% (FDI and Government 
investment by NRIs/
PIOs/FII) 

22 BROADCASTING 
■ Terrestrial Broadcasting FM 26% Government 
(FM Radio)
■ Cable Network 49% Government 
■ Headend-In-The-Sky (HITS) 74% (total direct and Automatic up to 49%
Broadcasting Service indirect foreign Government route 

investment including beyond 49% and
portfolio and FDI) up tp 74%

■ Asset Reconstruction Company
(ARC) means a company registered 
with the Reserve Bank of India 
under Section 3 of the Securitization 49% of paid-up Government 
and Reconstruction of Financial Assets capital of ARC 
and Enforcement of Security Interest 
Act, 2002 (SARFAESI Act). 

* INVESTMENT WILL BE SUBJECT TO THE FOLLOWING CONDITIONS:

■ Minimum area to be developed under each project would be as under:
- In case of development of serviced housing plots, a minimum land area of 10 hectares 
- In case of construction-development projects, a minimum built-up area  of 50,000 sq.mts
- In case of a combination project, any one of the above two conditions would suffice

■ Minimum capitalization of US$10 million for wholly owned subsidiaries and US$ 5 million
for joint ventures with Indian partners. The funds would have to be brought in within six months
of commencement of business of the Company.

■ Original investment cannot be repatriated before a period of  three years from completion of
minimum capitalization. Original investment means the entire amount brought in as FDI. The lock-
in period of three years will be applied from the date of receipt of each installment/tranche of FDI
or from the  date of completion of minimum capitalization, whichever is later.  However, the investor
may be permitted to exit earlier with prior approval of the Government through the FIPB.
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■ At least 50% of  each such project must be developed within a period of five years from the
date of obtaining all statutory clearances. The investor/investee company would not be
permitted to sell undeveloped plots. For the purpose of these guidelines, ―undeveloped plots‖
will mean where roads, water supply, street lighting, drainage, sewerage,  and other
conveniences, as applicable under prescribed regulations, have not been made  available.  It
will be necessary that the investor provides this infrastructure and obtains the completion
certificate from the concerned local body/service agency before he would be allowed to dispose
of serviced housing plots.

■ The project shall conform to the norms and standards, including land use requirements and
provision of community amenities and common facilities, as laid down in the applicable building
control regulations, bye-laws, rules, and other regulations of the State
Government/Municipal/Local Body concerned.

■ The investor/investee company shall be responsible for obtaining all necessary approvals,
including those of the building/layout plans, developing internal and peripheral areas and other
infrastructure facilities, payment of development, external development and other charges and
complying with all other requirements as prescribed under applicable rules/bye-
laws/regulations of the State Government/ Municipal/Local Body concerned.

■ The State Government/ Municipal/ Local Body concerned, which approves the building /
development plans, would monitor compliance of the above conditions by the developer.

Note: (i) The conditions at (1) to (4) above would not apply to Hotels & Tourism, Hospitals, Special
Economic Zones (SEZs), Education Sector, Old age Homes and investment by NRIs. (ii) FDI is
not allowed in Real Estate Business.

**GUIDELINES FOR CASH & CARRY WHOLESALE TRADING/WHOLESALE TRADING (WT):

■ For undertaking WT, requisite licenses/registration/ permits, as specified under the relevant
Acts/Regulations/Rules/Orders of the State Government/Government Body/Government
Authority/Local Self-Government Body under that State Government should be obtained. 

■ Except in case of sales to Government, sales made by the wholesaler would be considered
as ‗cash & carry wholesale trading/wholesale trading‘ with valid business customers,  only
when WT are made to the following entities: 
- Entities holding sales tax/ VAT registration/service tax/excise duty registration; or
-Entities holding trade licenses i.e. a license/registration certificate/membership
certificate/registration under Shops and Establishment Act, issued by a Government Authority/
Government Body/ Local Self-Government Authority, reflecting that the entity/person holding
the license/ registration certificate/ membership certificate, as the case may be, is itself/
himself/herself engaged in a business involving commercial activity; or
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- Entities holding permits/license etc.  for undertaking retail trade (like tehbazari and similar
license for hawkers) from Government Authorities/Local Self Government Bodies; or(IV)
Institutions having certificate of incorporation or registration as a society or registration as
public trust for their self consumption

■ Full records indicating all the details of such sales like name of entity, kind of entity,
registration/license/permit etc. number, amount of sale etc. should be maintained on a day to
day basis.

■ WT of goods would be permitted among companies of the same group.  However, such WT
to group companies taken together should not exceed 25% of the total turnover of the wholesale
venture

■ WT can be undertaken as per normal business practice, including extending credit facilities
subject to applicable regulations.  

■ A Wholesale/Cash & carry trader cannot open retail shops to sell to the consumer directly

***FDI IN SINGLE BRAND PRODUCT RETAIL TRADING WOULD BE SUBJECT TO THE
FOLLOWING CONDITIONS:

■ Products to be sold should be of a ‗Single Brand‘ only. 

■ Products should be sold under the same brand internationally i.e. products should be sold
under the same brand in one or more countries other than India.

■ Single Brand‘ product-retail trading would cover only products which are branded during
manufacturing. 

■ The foreign investor should be the owner of the brand.

■ In respect of proposals involving FDI beyond 51%, mandatory sourcing of at least 30% of the
value of products sold would have to be done from Indian ‗small industries/ village and cottage
industries, artisans and craftsmen‘. 'Small industries' would be defined as industries which
have a total investment in plant & machinery not exceeding US $ 1.00 million. This valuation
refers to the value at the time of installation, without providing for depreciation. Further, if at
any point in time, this valuation is exceeded, the industry shall not qualify as a 'small industry' 
for this purpose.  The compliance of this condition will be ensured through self-certification by
the company, to be subsequently checked, by statutory auditors, from the duly certified
accounts, which the company will be required to maintain.
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■ Application seeking permission of the Government for FDI in retail trade of ‗Single Brand‘
products would be made to the Secretariat for Industrial Assistance (SIA) in the Department of
Industrial Policy & Promotion.  The application would specifically indicate the product/ product
categories which are proposed to be sold under a ‗Single Brand‘. Any addition to the product/ 
product categories to be sold under ‗Single Brand‘ would require a fresh approval of the
Government. 

■ Applications would be processed in the Department of Industrial Policy & Promotion, to
determine whether the products proposed to be sold satisfy the notified guidelines, before being
considered by the FIPB for Government approval.

Remittance and Repatriation

■ Dividends are freely repatriable without any restrictions (net after Tax deduction at source or
Dividend Distribution Tax, if any, as the case may be). The repatriation is governed by the
provisions of the Foreign Exchange Management (Current Account Transactions) Rules, 2000,
as amended from time to time.

■ Interest on fully, mandatorily & compulsorily convertible debentures is also freely repatriable
without any restrictions (net of applicable taxes). The repatriation is governed by the provisions
of the Foreign Exchange Management (Current Account Transactions) Rules, 2000, as amended
from time to time.

■ Sale proceeds of shares and securities and their remittance are governed by The Foreign
Exchange Management (Remittance of Assets) Regulations 2000 under FEMA.

■ AD (Authorized Dealer) Category-I bank can allow the remittance of sale proceeds of a
security (net of applicable taxes) to the seller of shares resident outside India, provided the
security has been held on repatriation basis, the sale of security has been made in accordance
with the prescribed guidelines and NOC / tax clearance certificate from the Income Tax
Department has been produced.

Consequences of Violation of Laws

FDI is a capital account transaction and thus any violation of FDI regulations are covered by the
penal provisions of the Foreign Exchange Management Act (FEMA). Reserve Bank of India
administers the FEMA and Directorate of Enforcement under the Ministry of Finance is the
authority for the enforcement of FEMA.

PENALTIES: If a person violates/contravenes any FDI Regulations, by way of breach/non-
adherence/non-compliance/contravention of any rule, regulation, notification, press note, press
release, circular, direction or order issued in exercise of the powers under FEMA or contravenes
any conditions subject to which an authorization is issued by the Government of
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India/FIPB/Reserve Bank of India, he shall, upon adjudication, be liable to a penalty up to thrice
the sum involved in such contraventions where such amount is quantifiable, or up to two lakh
Rupees where the amount is not quantifiable, and where such contraventions is a continuing
one, further penalty which may extend to five thousand Rupees for every day after the first day
during which the contraventions continues.

ADJUDICATION AND APPEALS:

■ For the purpose of adjudication of any contravention of FEMA, the Ministry of Finance as per
the provisions contained in the Foreign Exchange Management (Adjudication Proceedings and
Appeal) Rules, 2000 appoints officers of the Central Government as the Adjudicating Authorities
for holding an enquiry in the manner prescribed. A reasonable opportunity will be given to the
person alleged to have committed contraventions against whom a complaint has been made
for being heard before imposing any penalty.

■ The Central Government may appoint as per the provisions contained in the Foreign Exchange
Management (Adjudication Proceedings and Appeal) Rules, 2000, an Appellate Authority/
Appellate Tribunal to hear appeals against the orders of the adjudicating authority.

> Tax Law

The authority to levy a tax is derived from the Constitution of India which allocates the power to
levy various taxes between the Centre and the State. An important restriction on this power is
Article 265 of the Constitution of India which states that "No tax shall be levied or collected
except by the authority of law”. Therefore each tax levied or collected has to be backed by an
accompanying law, passed either by the Parliament or the State Legislature. Taxes in India are
levied by the Central Government and the State governments. Some minor taxes are also levied
by the local authorities such the Municipality or the Local Council.

Direct Tax

A Direct tax is a kind of charge, which is imposed directly on the taxpayer and paid directly to
the government by the persons (juristic or natural) on whom it is imposed. A direct tax is one
that cannot be shifted by the taxpayer to someone else. Direct taxes are Income tax, Property
tax, Corporation tax, Gift tax, etc.

Indirect Tax

An indirect tax is a tax collected by an intermediary (such as a retail store) from the person who
bears the ultimate economic burden of the tax (such as the customer). An indirect tax is one



that can be shifted by the taxpayer to someone else. An indirect tax may increase the price of a
good so that consumers are actually paying the tax by paying more for the products. Some
indirect taxes are Custom Duty, Central Excise Duty, Service tax, Sales tax, Value Added Tax
(VAT), Securities Transaction Tax (STT) etc.

Personal Taxes (Income Tax)

Personal Tax, popularly known as Income tax in India is an annual tax on income of individuals.
The Indian Income Tax Act 1961, provides that in respect of the total income of the Previous
Year of every person, income tax shall be charged for the corresponding Assessment Year at
the rates laid down by the Finance Act (Annual Budget) for that Assessment Year. The authority
to levy and collect tax on incomes of individuals lies with the Central Government. Individuals
are taxed on a progressive basis under three slabs. The slabs for individual taxpayers for the
year 2011-12 is as below

SLAB OF INCOME (RS) RATE OF TAX (%)

Upto 2,00,00 Nil
2,00,000 – 5,00,000 10
5,00,001-10,00,000 20
10,00,001 and above 30

For senior citizens, individual of the age of 60 years or above but below 80 years, the basic
exemption limit is Rs 250,000. Individual of age of 80 years or above, the basic exemption limit
is Rs 500,000

Determination of Income Tax

Taxation of individuals is determined on the basis of his/her residential status in India. For tax
purposes, an individual may be resident, non resident or not ordinarily resident.

RESIDENT: An Individual is said to be resident in India in any Previous Year if:
■ He is in India for at least 182 days in that year or
■ Has been in India for at least 365 days during the 4 years preceding that year in which he is
in India for a period of at least 60 days. However, the period of 60 days referred above is
increased to 182 days in case of Indian citizens residing abroad or leaving India for employment
abroad.

NON- RESIDENT: A person who does not meet the above resident criteria is a non resident. All
income accruing, arising or deemed to have accrued or arisen or received in India is subjected
to tax. This excludes foreign income.
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RESIDENT BUT NOT ORDINARILY RESIDENT (RNOR): A resident, who was not present in India
for 730 days during the preceding seven years or who was non-resident in nine out of ten
preceding years, is treated as not ordinarily resident.

All Income, from Indian sources, accruing or arising or deemed to have accrued or arisen or
received in India is subjected to tax. Moreover, all income earned outside India will also be
included if the same is derived from a business or profession controlled or set up in India.

SPECIAL PROVISION FOR NON-RESIDENT INDIANS (NRIS)/EXPATS: NRIs are not required to
file a tax return if their income consists of only interest and dividends, provided taxes due on
such income are deducted at source. It is possible for non-resident Indians to avail of these
special provisions even after becoming residents by following certain procedures laid down by
the Income Tax Act.

An expatriate before leaving the territory of India is required to obtain a tax clearance certificate
from a competent authority stating that he does not have any outstanding tax liability. Such a
certificate is necessary in case the continuous presence in India exceeds 120 days.

Withholding Tax

Current rates for withholding tax for payment to non-residents are as follows:
■ Interest: 20%
■ Dividends (Domestic Companies: Nil
■ Royalties: 20%
■ Technical services: 10%
■ Any other services: 30% of the income

Note: Applicable to Non-resident belonging to countries that are not party to Double Taxation
Avoidance Agreement (DTAA) with India. 

Corporate Tax

The corporate tax rate in India is at par with the tax rates of the other nations worldwide. The
corporate tax rate in India depends entirely on the origin of a company. In India the corporate
tax rates differ with regards to the nature of the ownership of the company and their income.

RESIDENT COMPANIES (COMPANIES REGISTERED UNDER INDIAN COMPANIES ACT): As per
the corporate tax rates for the 2011-12 fiscal, domestic companies, with total income of more
than 10 million rupees, need to pay a corporate tax of 32.445 percent. This includes a basic rate
of 30% along with a surcharge of 5 percent and an education cess of 2%.  In case their aggregate
income is less than INR 10 million, the domestic companies are required to pay corporate taxes
at a rate of 30.9 percent. This is inclusive of a direct tax of 30% and an education cess of 3 percent.
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NON-RESIDENT COMPANIES(BRANCH OFFICES): According to the corporate tax rates for
2011-12 fiscal, international business organizations working in India and earning more than 10
million rupees need to pay a corporate tax rate of 42.024 percent. This includes a basic tax of
40%, an education cess of 3 percent and a surcharge of 2.5%.  

If their aggregate income is less than INR 10 million they have to pay a corporate tax of 41.2
percent. This includes a basic tax of 40 percent along with an education cess of 3%. 

Transfer Pricing

Transfer Pricing Regulations ("TPR") are applicable to the all enterprises that enter into an
'International Transaction' with an 'Associated Enterprise'. Therefore, generally it applies to all
cross border transactions entered into between associated enterprises. It even applies to
transactions involving a mere book entry having no apparent financial impact. The aim is to
arrive at the comparable price as available to any unrelated party in open market conditions
and is known as the Arm's Length Price ('ALP').

QUALIFIES TO BE INTERNATIONAL TRANSACTION: The definition of International transaction
under the transfer pricing regulations is very wide and in its scope it includes transaction
between two associated enterprises in the nature of:
■ Purchase, sale or lease of tangible or intangible property or
■ Provision of services or
■ Lending or borrowing of money or
■ Any other transaction having a bearing on the profits, income, losses or assets of such
enterprises.

It would also include a mutual agreement or arrangement between two or more       enterprises
for allocation of cost/expenses incurred in connection with a benefit, service, facility provided
or to be provided.

Tax Depreciation (Capital Allowances)

Tax allowances, called capital allowances, on certain purchases or investments can be claimed.
This means a proportion of these costs can be deducted from taxable profits in order to reduce
the tax charge. Capital allowances are available on plant and machinery, buildings (including
converting space above commercial premises to flats for renting) and research and
development. 

Dividends Distribution Tax

In India, domestic companies that declare, distribute or pay dividends are subject to dividend
distribution tax at 16.61% on the amount of such dividends. However, income distributed by a



> India COMPENDIUM 2013

— 299 —

specified company or mutual fund is taxable at differential rates. Income distributed from the
Money market/liquid funds is also taxable. 

Tax Incentives

The Government offers many incentives to investors in India with a view to stimulating industrial
growth and development. The incentives offered are normally in line with the government's
economic philosophy, and are revised regularly to accommodate new areas of emphasis. The
following are some of the important incentives offered, which significantly reduce the effective
tax rates for the beneficiary companies:
■ Five year tax holiday for:

- Power projects.
- Firms engaged in exports.
- New industries in notified states and for new industrial units established, in 

electronic hardware/software parks.
- Export Oriented Units and units in Free Trade Zones.

■ Tax deductions of 100 per cent of export profits.
■ Deduction of 30 per cent of net (total) income for 10 years for new industrial undertakings.
■ Deduction of 50 per cent on foreign exchange earnings by construction companies, hotels
and on royalty, commission etc. earned in foreign exchange.
■ Deduction in respect of certain inter-corporate dividends to the extent of dividend declared.

Double Tax Treaties

INDIA has comprehensive Double Taxation Avoidance Agreements (DTAA) with 83 countries. This
means that there are agreed rates of tax and jurisdiction on specified types of income arising in
a country to a tax resident of another country. Under the Income Tax Act 1961 of India, there are
two provisions, which provide specific relief to taxpayers to save them from double taxation.

■ For taxpayers who have paid the tax to a country with which India has signed DTAA,
■ Relief to tax payers who have paid tax to a country with which India has not signed a DTAA.
Thus, India gives relief to both kinds of taxpayers.

Mauritius as Tax Heaven

A large number of foreign institutional investors who trade on the Indian stock markets operate
from Mauritius. According to the tax treaty between India and Mauritius, capital gains arising
from the sale of shares are taxable in the country of residence of the shareholder and not in the
country of residence of the company whose shares have been sold. Therefore, a company
resident in Mauritius selling shares of an Indian company will not pay tax in India. Since there
is no capital gains tax in Mauritius, the gain will escape tax altogether.



One important aspect for claiming DTAA, is that the Permanent Account Number (PAN) has
been made mandatory to avail the benefit of lower withholding under DTAA. PAN is mandatory
registration number which every individual or company must have as a tax asessee in India.

Value-Added Tax

India, particularly being a trading community, has always believed in accepting and adopting
loopholes in any system administered by State or Centre. If a well-administered system comes
in, it will not only close options for traders and businessmen to evade paying their taxes, but
also make sure that they'll be compelled to keep proper records of sales and purchases.

Under the VAT system, no exemptions are given and a tax will be levied at every stage of
manufacture of a product. At every stage of value-addition, the tax that is levied on the inputs
can be claimed back from tax authorities.

ITEMS COVERED UNDER VAT:
■ All business transactions that are carried on within a State by individuals/partnerships/
companies etc. will be covered under VAT.
■ More than 550 items are covered under the new Indian VAT regime out of which 46 natural &
unprocessed local products will be exempt from VAT
■ Nearly 270 items including drugs and medicines, all industrial and agricultural inputs, capital
goods as well as declared goods would attract 4 % VAT in India.
■ The remaining items would attract 12.5 % VAT. Precious metals such as gold and bullion will
be taxed at 1%.
■ Petrol and diesel are kept out of the VAT regime in India.

All over the world, VAT is payable on the goods and services as they form a part of national GDP.
More than130 countries worldwide have introduced VAT over the past 3 decades; India being
amongst the last few to introduce it. Government is planning to merge service tax and sales tax
in the form of Goods Service Tax (GST).

Custom Duty

Custom duty is type of Indirect tax charged on goods imported into India. When any goods
imported from foreign country into India, one has to pay this Duty. This duty is often payable at
the port of entry. This duty varied from good to goods. The system of calculating customs duty
on the products imported is a complex one and based on products imported.

Service Tax

In India Service tax came into effect in 1994. Service tax was applicable on all type of service
except the negative list of services. This tax is applicable on all service providers in India, except
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in the State of Jammu and Kashmir. Earlier Service tax rate was 10% on all type of service and
charged on cash basis for each service provider.  But from May 2012, service tax is charged at
the rate of 12% on all service provider and it is charged on cash basis for individual and for
Companies it is being charged on accrual basis. 

SERVICE TAX  RATE CALCULATION: 
Current Service tax rate                              = 12%
(+) Educational Cess @ 2%                       = 0.24%
(+) Senior and Higher Education Cess@1% = 0.12%
Effective Service Tax Rate                     = 12.36%

Every service is now required to apply for Service Tax Registration if the value of service provided
by him during the financial year is more that Rs. 10 Lakhs.

Securities Transaction Tax

Securities Transaction Tax or STT is a tax that is levied on all transactions done on the stock
exchanges. That means if one purchase or sell equity shares, derivative instruments, equity
oriented Mutual Funds, government securities or rights/interest in securities, one has to pay
STT. Hence this tax is payable whether you buy or sell a share and it gets added to the price of
the security during the transaction itself. Since this tax is automatically added to the transaction
price, one can’t avoid it or save it

SECURITIES TRANSACTION TAX RATE

MARKET TYPE                                             CURRENT RATE

Futures & Options                                                     0.017%
Capital Market (Delivery)                                         0.125%
Capital Market (Intra-Day)                                       0.025%

STT AND CAPITAL GAINS TAX ON SECURITIES: With effect from 2010, the short term capital
gain arising from the sale of shares or equity oriented mutual fund units, on which STT has
been applied, would be taxed at a concessional tax rate of 15%(plus surcharge and education
cess). Long term capital gains, of such similar transactions which have been subject to STT, is
totally exempted from tax. For all transactions for which STT is not applied, the long term capital
gains tax is at 10% without indexation and 20% with indexation is applicable. 

— 301 —

COMPENDIUM 2013> India



> India COMPENDIUM 2013

— 302 —

Wealth Tax

Wealth tax is an annual tax like income tax. It is another type of direct tax by which tax is imposed
on individuals coming within its purview. Wealth tax is charged for every assessment year in
respect of net wealth of corresponding valuation date, inter alia, on every individual, Hindu
Undivided Family (HUF) and company at the rate of one per cent (1%) of the amount by which
net wealth exceeds Rs. 15 lakhs.

Scope of liability to wealth tax:
■ HUF and company resident in India,Wealth tax is chargeable on net wealth comprising of 
■ All assets in India and outside India;
■ All debts in India and outside India are deductible in computing the net wealth.
■ An individual who is a citizen of India but non-resident in India or not ordinarily resident in
India, HUF, non-resident or not ordinarily resident in India and a company non-resident in India
and also including an individual who is not a citizen of India whether resident, non-resident or
not ordinarily resident in India.
■ All assets in India except loan and debts interest whereon is exempt from income-tax under
section 10 of the Income-tax Act are chargeable to tax.
■ All debts in India are deductible in computing the net wealth.
■ All assets and debts outside India are out of the scope of Wealth Tax Act.

Capital Gains Tax

Capital gains arise from sale of capital investments. It can be a home, a farm, a business, shares,
mutual fund, jewellery, paintings, bonds, other real estate, etc. It excludes items for personal
use like apparel, motor vehicle, furniture. It also excludes stock-in-trade for business and
agricultural land.

Capital Gains Tax can be classified as ‘Long Term Capital Gains Tax’ and ‘Short Term Capital
Gains Tax’. Long Term Capital Gains Tax arises when an asset is held for a ‘long term’ which is
3 years. In case of shares/equity or mutual funds which are traded on a listed exchange, long
Term is defined as 1 year. Short Term Capital Tax arises when the asset is sold prior to minimum
required period for it to be classified as ‘long term’.

Professional Tax

In India, the professional tax is imposed at the state level. However, not all the states but major
state impose this tax. Business owners, working individuals, merchants and people carrying
out various occupations comes under the purview of this tax.
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> Labour Law

Legislative history of labour laws in India

The history of labour legislation in India is naturally interwoven with the history of British
colonialism. Considerations of British political economy were naturally paramount in shaping
some of these early laws. In the beginning it was difficult to get enough regular Indian workers
to run British establishments and hence laws for indenturing workers became necessary. This
was obviously labour legislation in order to protect the interests of British employers.

Then came the Factories Act. It is well known that Indian textile goods offered stiff competition
to British textiles in the export market and hence in order to make India labour costlier the
Factories Act was first introduced in 1883 because of the pressure brought on the British
parliament by the textile magnates of Manchester and Lancashire. Thus we received the first
stipulation of eight hours of work, the abolition of child labour, and the restriction of women in
night employment, and the introduction of overtime wages for work beyond eight hours. 

To date, India has ratified 39 International Labour Organisation (ILO) conventions of which 37
are in force. Of the ILO’s eight fundamental conventions, India has ratified four - Forced Labour
1930, Abolition of Forced Labour 1957, Equal Remuneration 1951, and Discrimination
(employment and occupation) 1958.

The organised and the unorganized sector

An important distinction that is popularly made nowadays in all discussions relating to labour
legislation is between workers in the organised/formal sector and those in the
informal/informal sector. Many who make this distinction do so with ulterior motives, yet we
must reckon with it - especially because out of the total workforce in the country, 92 percent
work in the informal sector while only eight percent work in the formal sector.

At the outset it must therefore be remembered that those who were unorganised yesterday are
organised today and those who are unorganised today aspire to become the organised
tomorrow. Moreover, many rights, benefits, and practices, which are popularly recognised today
as legitimate rights of the workers, are those that have accrued as a result of the struggles
carried out by the earlier generation of workers. The attempt, prevalent in some circles to pit
one section of workers against the others, must therefore be carefully understood and deserves
to be rejected outright.

Trade unionism and the Trade Union Act 1926

There are almost ten major central union organisations of workers based on different political
ideologies. Almost every union is affiliated to one of these. These central organisations have
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state branches, committees, and councils from where its organisation works down to the
local level.

The first central trade union organisation in India was the All India Trade Union Congress
(AITUC) in 1920 - almost three decades before India won independence. At about the same time
workers at the Buckingham and Carnatic Mills, Madras went on strike led by B P Wadia. The
management brought a civil suit against the workers in the Madras High Court and not only
obtained an injunction order against the strike but also succeeded in obtaining damages against
the leader for ‘inducing a breach of contract’. This was followed by widespread protests that
finally yielded in the Trade Union Act 1926 giving immunity to the trade unions against certain
forms of civil and criminal action. Apart from this aspect the Trade Union Act also facilitated
registration, internal democracy, a role for outsiders and permission for raising a political fund
subject to separate accounting requirements.

The Trade Union Act facilitates unionisation both in the organised and the unorganised sectors.
It is through this law that the freedom of association that is a fundamental right under the
Constitution of India is realised.

The right to register a trade union however does not mean that the employer must recognise
the union – there is in fact no law which provides for recognition of trade unions and
consequently no legal compulsion for employers, even in the organised sector, to enter into
collective bargaining. Yet in reality because of the strength of particular trade unions there is
fairly widespread collective bargaining, especially in the organised sector.

Wage determination in the unorganised sector

Wage determination in India has been achieved by various instruments. For the unorganised
sector the most useful instrument is the Minimum Wages Act 1948. This law governs the
methods to fix minimum wages in scheduled industries (which may vary from state to state) by
using either a committee method or a notification method. A tripartite Advisory Committee with
an independent Chairman advises the Government on the minimum wage. In practice
unfortunately, the minimum wage is so low that in many industries there is erosion of real wage
despite revision of the minimum wage occasionally. A feeble indexation system has now been
introduced in a few states only.

Collective bargaining in the organised sector

An important factor that is not much recognised, but which still prevails in many organised
sector units is fixing and revising wages through collective bargaining. The course of collective
bargaining was influenced in 1948 by the recommendations of the Fair Wage Committee that
reported that three levels of wages exist - minimum, fair, and living.
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These three wage levels were defined and it was pointed out that all industries must pay the
minimum wage and that the capacity to pay would apply only to the fair wage, which could be
linked to productivity. In addition to this the fifteenth Indian Labour Conference, a tripartite body,
met in 1954 and defined precisely what the needs-based minimum wage was and how it could
be quantified using a balanced diet chart.

This gave a great boost to collective bargaining; many organised sector trade unions were able
to achieve reasonably satisfactory indexation and a system of paying an annual bonus. It is now
the law, that a thirteenth month of wage must be paid as a deferred wage to all those covered
by the Payment of Bonus Act. The minimum bonus payable is 8.33 percent and the maximum
is 20 percent of the annual wage.

Strikes and lockouts in the company

Workers have the right to strike, even without notice unless it involves a public utility service;
employers have the right to lockout, subject to the same conditions as a strike. The parties may
sort out their differences either bilaterally, or through a conciliation officer who can facilitate
but not compel a settlement which is legally binding on the parties, even when a strike or a
lockout is in progress. But if these methods do not resolve a dispute, the government may refer
the dispute to compulsory adjudication and ban the strike or lockout.

Conciliation, arbitration, and adjudication

When parties engaging in collective bargaining are unable to arrive at a settlement, either party
or the government may commence conciliation proceedings before a government appointed
conciliation officer whose intervention may produce a settlement, which is then registered in
the labour department and becomes binding on all parties. If conciliation fails it is open to the
parties to invoke arbitration or for the appropriate government to refer the dispute to
adjudication before a labour court or a tribunal whose decision may then be notified as an award
of a binding nature on the parties. Disputes may be settled by collective bargaining, conciliation,
or compulsory adjudication.

Colonial dispute settlement machinery

The Industrial Disputes Act 1947 (IDA) provides for the settlement machinery above. The
framework of this legislation, which is the principle legislation dealing with core labour issues,
is of colonial origin. This law originated firstly in the Trade Disputes Act 1929, introduced by the
British, when there was a spate of strikes and huge loss of person days and secondly through
Rule 81A of the Defence of India Rules 1942, when the British joined the war efforts and wanted
to maintain wartime supplies to the allied forces. Interestingly the interim government on the
eve of formal independence retained this framework by enacting the IDA, which still remains
on the statute book.
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Developments after independence

Even though the IDA was primarily meant for industry in the organised sector, its present
application has now extended well into the unorganised sector, through judge-made law. Its
pro-worker protection clauses and safeguards against arbitrary job losses have evolved over a
period of time both through the process of sustained legislative amendments and through the
process of judicial activism spread over more than five decades. 

The original colonial legislation underwent substantial modification in the post-colonial era
because independent India called for a clear partnership between labour and capital. The content
of this partnership was unanimously approved in a tripartite conference in December 1947 in
which it was agreed that labour would be given a fair wage and fair working conditions and in
return capital would receive the fullest co-operation of labour for uninterrupted production and
higher productivity as part of the strategy for national economic development and that all
concerned would observe a truce period of three years free from strikes and lockouts.

Protection of service conditions

A feature of the Industrial Disputes Act (IDA) is the stipulation that existing service conditions
cannot be unilaterally altered without giving a notice of 21 days to the workers and the union.
Similarly if an industrial dispute is pending before an authority under the IDA, then the previous
service conditions in respect of that dispute cannot be altered to the disadvantage of the workers
without prior permission of the authority concerned. This has been identified as a form of rigidity
that hampers competition in the era of the World Trade Organisation.

Removal from service

A permanent worker can be removed from service only for proven misconduct or for habitual
absence - due to ill health, alcoholism and the like, or on attaining retirement age. In other
words the doctrine of ‘hire and fire’ is not approved within the existing legal framework. In cases
of misconduct the worker is entitled to the protection of Standing Orders to be framed by a
certifying officer of the labour department after hearing management and labour, through the
trade union. 

Employers must follow principles of ‘natural justice’, which again is an area that is governed by
judge-made law. An order of dismissal can be challenged in the labour court and if it is found
to be flawed, the court has the power to order reinstatement with continuity of service, back
wages, and consequential benefits. This again is identified as an area where greater flexibility
is considered desirable for being competitive.

Almost all pro-worker developments that accrued since independence are now identified as
areas of rigidity and in the name of flexibility there is pressure on the government of India to
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repeal or amend all such laws. Interestingly, if such a proposal is fully implemented, labour
law, especially for the organised sector, will go back to the colonial framework where state
intervention was meant primarily to discipline labour, not to give it protection.

Globalisation and Changing Business Environment

The most distinctly visible change from globalisation is the increased tendency for offloading
or subcontracting. Generally this is done through the use of cheaper forms of contract labour,
where there is no unionisation, no welfare benefits, and quite often not even statutorily fixed
minimum wages. Occasionally the tendency to bring contract labour to the mother plant itself
is seen. This is very often preceded by downsizing, and since there is statutory regulation of job
losses, the system of voluntary retirement with the ‘golden handshake’ is widely prevalent, both
in public and private sectors.

Regulation of contract labour

The Contract Labour (Prohibition and Regulation) Act 1970 provides a mechanism for
registration of contractors (if more than twenty workers are engaged) and for the appointment
of a Tripartite Advisory Board that investigates particular forms of contract labour, which if
found to be engaged in areas requiring perennial work connected with the production process,
then the Board could recommend its abolition. A tricky legal question has arisen as to whether
the contract workers should be automatically absorbed or not after the contract labour system
is abolished. Recently a Constitutional Bench of the Supreme Court held that there need not
be such automatic absorption - in effect this ‘abolishes’ the contract labourer and has given
rise to a serious anomaly.

Phase between organised and unorganized

We are already witnessing a reduction in the organised labour force and an increase in the ranks
of the unorganised. The above law is a kind of inter-phase in the process of regulating the
transition from regular employment to irregular employment. If contract labour is seen as
introducing a form of flexibility, a strict enforcement of this Act could have had a salutary effect
on the transition process. Instead the enforceability of the Act is now diluted and consequently
even the minimum protection envisaged under this law to contract labourers is in jeopardy.
Dominant thinking in relation to globalisation is having its effect on the judicial process also,
ignoring Directive Principles of State Policy contained in the Constitution of India.

Employment injury, health, and maternity benefit

The Workman’s Compensation Act 1923 is one of the earliest pieces of labour legislation. It
covers all cases of ‘accident arising out of and in the course of employment’ and the rate of
compensation to be paid in a lump sum, is determined by a schedule proportionate to the extent
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of injury and the loss of earning capacity. The younger the worker and the higher the wage, the
greater is the compensation subject to a limit. The injured person, or in case of death the
dependent, can claim the compensation. This law applies to the unorganised sectors and to
those in the organised sectors who are not covered by the Employees State Insurance Scheme,
which is conceptually considered to be superior to the Workman’s Compensation Act.

The Employees State Insurance Act provides a scheme under which the employer and the
employee must contribute a certain percentage of the monthly wage to the Insurance
Corporation that runs dispensaries and hospitals in working class localities. It facilitates both
outpatient and in-patient care and freely dispenses medicines and covers hospitalisation needs
and costs. Leave certificates for health reasons are forwarded to the employer who is obliged
to honour them. Employment injury, including occupational disease is compensated according
to a schedule of rates proportionate to the extent of injury and loss of earning capacity. Payment,
unlike in the Workmen’s Compensation Act, is monthly. Despite the existence of tripartite bodies
to supervise the running of the scheme, the entire project has fallen into disrepute due to
corruption and inefficiency. Workers in need of genuine medical attention rarely approach this
facility though they use it quite liberally to obtain medical leave. There are interesting cases
where workers have gone to court seeking exemption from the scheme in order to avail of better
facilities available through collective bargaining.

The Maternity Benefit Act is applicable to notified establishments. Its coverage can therefore
extend to the unorganised sector also, though in practice it is rare. A woman employee is entitled
to 90 days of paid leave on delivery or on miscarriage. Similar benefits, including hospitalisation
facilities are available under the law described in the paragraph above.

Retirement benefit

There are two types of retirement benefit generally available to workers. One is under the
Payment of Gratuity Act and the other is under the Provident Fund Act. In the first case a worker
who has put in not less than five years of work is entitled to a lump sum payment equal to 15
days’ wages for every completed year of service. Every month the employer is expected to
contribute the required money into a separate fund to enable this payment on retirement or
termination of employment. In the latter scheme both the employee and the employer make
an equal contribution into a national fund. The current rate of contribution is 12 percent of the
wage including a small percentage towards family pension. This contribution also attracts an
interest, currently 9.5 percent per annum, and the accumulated amount is paid on retirement
to the employee along with the interest that has accrued. Unfortunately the employee is allowed
to draw many types of loan from the fund such as for house construction, marriage of children,
and education etc. As a result very little is available at the time of retirement. This is also a
benefit, which is steadily being extended to sections of the unorganised sector, especially where
the employer is clearly identifiable.
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Women labour and the related Labour laws

Women constitute a significant part of the workforce in India but they lag behind men in terms
of work participation and quality of employment. According to Government sources, out of 407
million total workforce, 90 million are women workers, largely employed (about 87 percent) in
the agricultural sector as labourers and cultivators. In urban areas, the employment of women
in the organised sector in March 2000 constituted 17.6 percent of the total organised sector.

Apart from the Maternity Benefit Act, almost all the major central labour laws are applicable
to women workers. The Equal Remuneration Act was passed in 1976, providing for the payment
of equal remuneration to men and women workers for same or similar nature of work. Under
this law, no discrimination is permissible in recruitment and service conditions except where
employment of women is prohibited or restricted by the law. The situation regarding
enforcement of the provisions of this law is regularly monitored by the Central Ministry of Labour
and the Central Advisory Committee. In respect of an occupational hazard concerning the safety
of women at workplaces, in 1997 the Supreme Court of India announced that sexual harassment
of working women amounts to violation of rights of gender equality. As a logical consequence
it also amounts to violation of the right to practice any profession, occupation, and trade. The
judgment also laid down the definition of sexual harassment, the preventive steps, the complaint
mechanism, and the need for creating awareness of the rights of women workers.
Implementation of these guidelines has already begun by employers by amending the rules
under the Industrial Employment Standing Orders Act 1946.

Implementation of labour laws

The Ministry of Labour has the responsibility to protect and safeguard the interests of workers
in general and those constituting the deprived and the marginal classes of society in particular
with regard to the creation of a healthy work environment for higher production and productivity.
The Ministry seeks to achieve this objective through enacting and implementing labour laws
regulating the terms and conditions of service and employment of workers. In 1966, the Ministry
appointed the First National Labour Commission (NLC) to review the changes in the conditions
of labour since independence and also to review and assess the working of the existing legal
provisions. The NLC submitted its report in 1969. The important recommendations of NLC have
been implemented through amendments of various labour laws. In the areas of wage policy,
minimum wages, employment service, vocational training, and worker’s education, the
recommendations made by the NLC have been largely taken into account in modifying policies,
processes, and programmes of the government. In order to ensure consistency between labour
laws and changes in economic policy, and to provide greater welfare for the working class, the
Second NLC was constituted in 1999.

All labour laws provide for an inspectorate to supervise implementation and also have penalties
ranging from imprisonment to fines. Cases of non-implementation need to be specifically
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identified and complaints filed before magistrates after obtaining permission to file the
complaint from one authority or the other. Very few cases are filed, very rarely is any violator
found guilty, and almost never will an employer be sent to prison. Consequently these powers
are used by corrupt officials only for collecting money from employers.

This does not however mean that no labour laws are implemented. On the contrary experience
has proved that the implementation of such laws is directly proportional to the extent of
unionisation. This generalisation is particularly true of the informal sector.

The unorganised sector

Many of the laws mentioned above apply to the unorganised sector also. In some cases a
separate notification may be necessary to extend the application of a particular law to a new
sector. It is useful to notice that some pieces of legislation are more general in character and
apply across the board to all sectors. The Trade Union Act 1926, The Minimum Wages Act 1948,
The Contract Labour (Regulation and Abolition) Act 1970, The Workman’s Compensation Act
1923, and The Payment of Wages Act 1936 are examples of this type. In certain cases, even the
IDA 1947 would be included.

In addition to the above there are special sectoral laws applicable to particular sectors of the
unorganised. Under this category are laws like the Building and Construction Workers Act 1996,
the Bonded Labour System (Abolition) Act 1976, The Interstate Migrant Workers Act 1979, The
Dock Workers Act 1986, The Plantation Labour Act 1951, The Transport Workers Act, The Beedi
and Cigar Workers Act 1966, The Child Labour (Prohibition and Regulation) Act 1986, and The
Mine Act 1952.

Broadly speaking these sectoral laws either abolish or prohibit an abominable practice like
bonded labour or they seek to regulate exploitative conditions by regulating working hours and
conditions of service.

A recent trend has been to seek the creation of a welfare fund through the collection of a levy
from which medical benefits or pension provisions are made. Workers and management may
contribute and attempt to set up tripartite boards for implementation of welfare benefits. 

Another contemporary effort is to provide an umbrella statute to take care of employment
conditions and social welfare benefits for all unorganised sections. Common central legislation
for all agricultural workers is also on the anvil. Many powers are vested in quasi-judicial
authorities, labour courts, and magistrates’ courts. The power of review is in the High Courts
and finally in the Supreme Court.

The general experience, with the occasional exception, is unbearable delay. Even where statutes
prescribe reasonable time limits, they are not adhered to. Frustration with labour-related justice
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is heightened by these unlimited delays. A case of dismissal takes almost ten years for the
labour court to decide and if the parties decide to seek judicial review in the higher courts there
can be unlimited delay.

For the unorganised sector a renewed attempt to focus on the core labour standard identified
by the ILO in its Declaration on Fundamental Rights at Work would still be worthwhile, especially
if we take steps to ensure the implementation of the first of those core labour standards namely
the freedom of association and the right to collective bargaining. It is only through the
organisation of potential beneficiaries that we can hope for some benefits at least to percolate
down into the hands of the needy.

> Real Estate Law

Real estate or immovable property is a legal term that encompasses land along with anything
permanently affixed to the land, such as buildings. Real estate is often considered synonymous
with real property. The term real estate and real property are used primarily in common law,
while civil law jurisdiction refers instead to immovable property. In law, the word real means
relating to a thing as distinguished from a person.

In INDIA Real estate can divide into three categories: These are 
■ Commercial 
■ Residential 
■ Agricultural

Types of Ownership Interests: Real property (immovable property) can refer to the real estate
itself or to various types of ownership interests in real estate, including: 

■ Freehold: Provides the owner the right to use the real estate for any lawful purpose and sell
when and to whom the owner wishes. 
■ Life estate: An interest in real estate which is granted to a life tenant until that person dies.
The interest terminates upon the death of the life tenant. 
■ Estate for years: Similar to life estate but term are a specified number of years. 
■ Leasehold: The right to posses and use real estate pursuant to the terms of a use. 
■ Reversion: The right to posses the free interest in real estate after the expiration of a life
estate, estate for years or leasehold.

Land Registry

In INDIA Land Registry governed by Registration Act 1908, the purpose of this Act is the
conservation of evidence, assurances, title, and publication of documents and prevention of
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fraud. The register is maintained by a number of district land registries located throughout the
country. Instruments which it is mandatory to register include: 
■ Instruments of gift of immovable property;
■ other non-testamentary instruments which purport or operate to create, declare, assign,
limit or  extinguish, whether in present or in future, any right, title or interest, whether vested
or contingent, to or in immovable property;
■ non-testamentary instruments which acknowledge the receipt or payment of any
consideration on account of instruments in (2) above.
■ leases of immovable property from year to year, or for any term exceeding one year, or
reserving a yearly rent.

Sales, mortgages (other than by way of deposit of title deeds) and exchanges of immovable
property are required to be registered by virtue of the Transfer of Property Act. Evidently,
therefore, all the above documents have to be in writing. An unregistered document will not
affect the property comprised in it, nor be received as evidence of any transaction affecting such
property, unless it has been registered.

All registered land has its own “bearing number” and plan which identifies the land in question.
The entries which appear on the register against a particular title number are guaranteed by
the state as accurate.  

The net effect has been that a large number of property transactions have been accomplished
without proper registration. Further other instruments such as Agreement to Sell, General
Power of Attorney and Will have been indiscriminately used to effect change of ownership.

Transfer

According to Transfer of Property Act 1882, land can only be transferred by a registered deed.
A deed is a document usually it shows the ownership of land, which is signed and witnessed
and brought into effect in a particular way.  This process does not require a notary.  In order for
a transfer of registered land to be effective, it must be completed by registration at the Land
Registry office and governed by Indian Registration Act 1908.  This cannot be done unless the
relevant tax has been paid on the documents.  The relevant tax is Stamp Duty Land Tax which
is explained below.

According to Indian law i.e. Transfer of Property Act, 1882, a property can be transferred by
Mortgage of property, Sale of property, Lease of Property, Gift of property, Charge of Property,
Exchange of property, etc. But to become absolute owner of the property the only way is the
sale of property method wherein the sale of property is done through a sale deed after paying
the requisite stamp duty and registration of the sale deed with the jurisdictional registrar’ office.
In all other case mentioned above the transferee gets only the right to use the property but not
become the absolute owner of the property.
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Mortgages 

A mortgage is the transfer of an interest in specific immoveable property for the purpose of
securing the payment of money advanced or to be advanced by way of loan, an existing or future
debt, or the performance of an engagement which may give rise to a pecuniary liability. Type of
mortgage in India:

■ Simple mortgage- Where, without delivering possession of the mortgaged property, the
mortgagor binds himself personally to pay the mortgage-money, and agrees, expressly or
impliedly, that, in the event of his failing to pay according to his contract, the mortgagee shall
have a right to cause the mortgaged property to be sold

■ Mortgage by conditional sale- Where, the mortgagor ostensibly sells the mortgaged property-
on condition that on default of payment of the mortgage-money on a certain date the sale shall
become absolute, or on condition that on such payment being made the sale shall become void

■ Usufructuary mortgage- Where the mortgagor delivers possession or expressly or by
implication binds himself to deliver possession of the mortgaged property to the mortgagee,
and authorises him to retain such possession until payment of the mortgage-money, and to
receive the rents and profits accruing from the property or any part of such rents and profits
and to appropriate the same in lieu of interest or in payment of the mortgage-money, or partly
in lieu of interest or partly in payment of the mortgage-money.

■ English mortgage- Where the mortgagor binds himself to repay the mortgage-money on a
certain date, and transfers the mortgaged property absolutely to the mortgagee.

Charge

Where immovable property of one person is by act of parties or operation of law made security
for the payment of money to another, and the transaction does not amount to a mortgage, the
later person is said to have a charge on the property and all the provisions hereinbefore
contained which apply to a simple mortgage shall, so far as may be, apply to such charge.

Charge not apply on trustee on the trust-property for expenses properly incurred in the
execution of his trust, and, save as otherwise expressly provided by any law for the time being
in force, no charge shall be enforced against any property in the hands of a person to whom
such property has been transferred for consideration.
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Acquisition of property by people residing outside India (Indian origin) including foreigners

A PERSON OF INDIAN ORIGIN RESIDENT OUTSIDE INDIA MAY:
■ Acquire any immovable property other than agricultural land/farm house/  plantation property
in India by purchase, from out of

- Funds received in India by way of inward remittance from any place outside India 
or

- Funds held in any non-resident account maintained in accordance with the 
provisions of the Foreign Exchange Management Act(Act) and the regulations made 
by the Reserve Bank of India under the Act.

■ Acquire any immovable property in India other than agricultural land / farm house /plantation
property by way of gift from a person resident in India 

■ Acquire any immovable property in India by way of inheritance from a person resident outside
India who had acquired such property in accordance with the provisions of the foreign exchange
law in force at the time of acquisition by him or the provisions of these Regulations or from a
person resident in India

A PERSON RESIDENT OUTSIDE INDIA (MAINLY FOR FOREIGN COMPANIES) WHO HAS
ESTABLISHED IN INDIA IN ACCORDANCE WITH THE  FOREIGN EXCHANGE
MANAGEMENT ACT, a branch, office or other place of business for carrying on in India any
activity, excluding a liaison office, may:
■ Acquire any immovable property in India, which is necessary for or incidental to  carrying on
such activity; Provided that all applicable laws, rules, regulations or directions for the time being
in force are duly complied with; and

■ The person files with the Reserve Bank a declaration not later than ninety days from the date
of such acquisition.

■ Transfer by way of mortgage to an authorised dealer as a security for any borrowing, the
immovable property acquired. 

RESTRICTION ON FOREIGNERS IN ACQUIRING IMMOVABLE PROPERTY IN INDIA: A foreign
national of non-Indian origin, resident outside India cannot purchase any immovable property
in India unless such property is acquired by way of inheritance from a person who was resident
in India. However, he / she can acquire or transfer immovable property in India, on lease, not
exceeding five years. In such cases, there is no requirement of taking any permission of /or
reporting to the Reserve Bank.
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Repatriation of sale proceed

Repatriation outside India means the buying or drawing of foreign exchange from an authorised
dealer in India and remitting it outside India through normal banking channels or crediting it to
an account denominated in foreign currency or to an account in Indian currency maintained
with an authorised dealer from which it can be converted in foreign currency.

In the event of sale of immovable property other than agricultural land / farm house / plantation
property in India by a Non Resident Indian (NRI) / Person of Indian Origin (PIO), the Authorised
Dealer may allow repatriation of the sale proceeds outside India, provided the following
conditions are satisfied, namely:
■ The immovable property was acquired by the seller in accordance with the provisions of the
foreign exchange law in force at the time of acquisition by him or the provisions of these
Regulations;
■ The amount to be repatriated does not exceed:
- the amount paid for acquisition of the immovable property in foreign exchange received
through normal banking channels, or
- the amount paid out of funds held in Foreign Currency Non-Resident Account, or
- The foreign currency equivalent (as on the date of payment) of the amount paid where such
payment was made from the funds held in Non-Resident External account for acquisition of
the property.

NRI/PIO are also allowed by the Authorised Dealers to repatriate an amount up to USD 1 million
per financial year. This is subject to production of documentary evidence in support of
acquisition, inheritance or legacy of assets by the remitter, and a tax clearance / no objection
certificate from the Income Tax Authority for the remittance. 

Legal Protection for Buyers and Sellers

In India, the law gives no special protection to buyers or sellers of property.  Those involved in
property transactions will invariably use a solicitor to represent their interests.  It is the job of
the buyer’s solicitor to ensure that the property being bought is free from undisclosed
restrictions or obligations and that it is validly transferred at the correct price and proper stamp
duty is paid to the government on the transaction and the sale deed is registered before the
registrar’s office.

Leases

A lease of immovable property is a transfer of a right to enjoy such property, made for a certain
time, express or implied, or in perpetuity, in consideration of a price paid or promised, or of
money, a share of crops, service or any other thing of value, to be rendered periodically or on
specified occasions to the transferor by the transferee, who accepts the transfer on such terms.
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A lease of immovable property from year to year, or for any term exceeding one year or
reserving a yearly rent, can be made only by a registered instrument. Where a lease of
immovable property is made by a registered instrument, such instrument or, where there are
more instruments than one, each such instrument shall be executed by both the lessor and
the lessee.

A lease is the most common way of holding commercial and residential property in the INDIA.
The length of leases will vary depending upon the circumstances and requirements of the parties.  

The lease will impose obligations and restrictions on the tenant.  The obligation which is most
significant from a financial point of view is the obligation to repair, decorate and if necessary
re-build or pay towards the cost of rebuilding.  Tenant will also be responsible through the
service charge to contribute towards the cost of repairing and maintaining the building of which
his offices form part including all services to the building (e.g. lifts air-conditioning and heating
plant and systems and so on).  It is often the case that these expenses are not capped and if the
building and its services are old, the tenant can face very significant extra costs through the
service charge.

Some of the other important provisions in a typical commercial lease are as follows:
■ restrictions on use
■ restrictions on alterations to the property
■ restrictions on disposing of the property
■ Service Tax is payable on the rent of commercial property
■ Any lease granted for more than 1 year must be registered at the Land Registry.

Stamp Duty Tax

There is a direct link between Registration Act and Stamp Act. Stamp duty needs to be paid on
all documents which are registered and the rate varies from one Indian State to another Indian
State. Stamp Duty is a tax payable to the State government on land transactions.  The tax is
payable by the buyer or the tenant.  

Property Tax 

Property tax is a levy charged by the municipal authorities for the upkeep of basic civic services
in the city. In India it is the owners of property who are liable for the payment of municipal taxes..
Whenever the property value will change it will change in value of the property tax.

Service Tax

April 2010, an additional amount in the form of service tax is being collected from buyers, on
under construction properties. The Finance Minister introduced a service tax of 10.3% (at
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present 12.36%) on all under construction property purchases from a builder or developer.  The
government has stipulated that construction of a house by a builder. This service tax is to be
paid by property buyers, to the builders, who would in turn deposit the amount to the tax
authorities.

Service Tax, therefore, would be on 25% of the value of the property and not on the entire cost.
Tax would be applicable only on the cost of labour or services of the builder or developer. All
costs of land and construction material of the property would not fall under the purview of
service tax.

Foreign Direct Investment in Real Estate

FDI provides for 100% foreign participation in housing and real estate development sector
through government approved Automatic route. In Townships, housing, built-up  infrastructure
and construction development projects. Investment will be subject to the following conditions:

■ Minimum area to be developed under each project would be as under:
- In case of development of serviced housing plots, a minimum land  area    of 10 hectares.
- In case of construction-development projects, a minimum built-up area of 50,000 sq.mts.
- In case of a combination project, any one of the above two conditions would   suffice

■ Minimum capitalization of US$10 million for wholly owned subsidiaries  and US$ 5 million
for joint ventures with Indian partners. The funds would have to be brought in within six months
of commencement of business of the Company.

■ Original investment cannot be repatriated before a period of  three years  from completion
of minimum capitalization. Original investment means the  entire amount brought in as FDI.
The lock-in period of three years will be  applied from the date of receipt of each
installment/tranche of FDI or from the date of completion of minimum capitalization,
whichever is later.  However, the investor may be permitted to exit earlier with prior approval
of the Government through the FIPB.

■ At least 50% of  each such project must be developed within a period of five years from the
date of obtaining all statutory clearances. The investor/investee company would not be
permitted to sell undeveloped plots. For the purpose of these guidelines, ―undeveloped plots
will mean where roads, water supply, street lighting, drainage, sewerage,  and other
conveniences, as applicable under prescribed regulations, have not been made available.  It
will be necessary that the investor provides this infrastructure and obtains the completion
certificate from the concerned local body/service agency before he would be allowed to dispose
of serviced housing plots.

■ The project shall conform to the norms and standards, including land use requirements and
provision of community amenities and common facilities, as laid down in the applicable building



> India COMPENDIUM 2013

— 318 —

control regulations, bye-laws, rules, and other regulations of the State
Government/Municipal/Local Body concerned.

■ The investor/investee company shall be responsible for obtaining all necessary approvals,
including those of the building/layout plans, developing internal and peripheral areas and other
infrastructure facilities, payment of development, external development and other charges and
complying with all other requirements as prescribed under applicable rules/bye-
laws/regulations of the State Government/ Municipal/Local Body concerned.

■ The State Government/ Municipal/ Local Body concerned, which approves the building /
development plans, would monitor compliance of the above conditions by the developer.

Note: The conditions at (1) to (4) above would not apply to Hotels & Tourism, Hospitals, Special
Economic Zones (SEZs), Education Sector, Old age Homes and investment by NRIs. FDI is not
allowed in Real Estate Business.

CREDAI

Confederation of Real Estate Developer's Associations of India (CREDAI) is the apex body of the
organized real estate developers/builders across India. 20 State/city level associations, spread
over across 18 States of India are members of CREDAI with over 3,500 individual members’
and developers encompassing over 60% of the organised private state/cities in the country.
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Beauchamps is one of Ireland’s leading full service law firms and it is one of the top ten law
firms in Ireland, with 24 partners and over 110 employees in total.  We pride ourselves on
providing professional legal services of the highest standard, combining our technical legal
expertise with commercial awareness and a practical approach.

Our professional team of over 60 lawyers allows us provide a comprehensive range of services,
while at the same time remaining compact and accessible enough for our clients to receive a
personalised and client focused service. In fact, our personal style of service is one of the key
reasons why many businesses and government agencies choose Beauchamps. We have set up
internal structures to ensure strict quality and cost control and the delivery of service within
the client’s deadlines and budgets. 

Clients include multinational companies, insurance companies owner managed businesses,
government and public bodies and regulatory authorities. We operate across a range of sectors
including: healthcare, retail, aquaculture, food and drinks, green tech, renewables,
pharmaceuticals, sports, construction, property, hotels, technology, life sciences, waste,
manufacturing and medical devices.

We have expertise in numerous practice areas including:

■ Banking and finance ■ Insolvency and restructuring
■ Commercial property ■ Litigation and dispute resolution
■ Competition and regulated markets ■ Planning and environmental
■ Construction and procurement ■ Public and regulatory law
■ Corporate governance ■ Private client  / estate planning
■ Employment ■ Renewables
■ Healthcare law ■ Technology and intellectual property

> Ireland

BEAUCHAMPS SOLICITORS
www.beauchamps.ie



> Ireland COMPENDIUM 2013

— 320 —

> Real Estate Law

There are no particular restrictions on non- Irish or EU persons or companies acquiring or
leasing real estate in Ireland. The following is a brief outline of the main issues that need to be
taken into consideration when acquiring property in Ireland. 

Title 

In Ireland ownership to property is divided into two categories – Freehold and Leasehold.
Freehold land is land which is owned outright by the owner. Leasehold is land which is subject
to a long lease usually in excess of 199 years. Long Leases are particularly common in urban
areas as they help the landlord to maintain some element of control over their land as the tenant
will be subject to covenants and conditions in the lease. Office and commercial premises are
often let to tenants under shorter leases – for terms up to 25 years subject to the payment of
market rents. 

Registration 

There are two systems of registration of real estate in Ireland. The Property Registration
Authority and the Registry of Deeds. Registration in the Property Registration Authority is
intended to provide evidence as to the ownership in one single document called a folio. Whereas
in the Registry of Deeds the system is slightly more complicated in that a solicitor is required
to investigate the title to the property to assess if the vendor owns the land and has “good
marketable title” to it.  

Buyer Beware – Due Diligence is essential in any property transaction 

It is prudent for prospective purchasers and tenants to have the subject property surveyed in
advance of signing contracts for sale in order to determine if there are any structural defects.
This is because in Ireland the principle “Buyer Beware” applies so that a purchaser takes a
property in its actual state and has no comeback once the transaction is closed should any
latent defects flare up. 

Also when buying or selling a property in Ireland it is vital that a solicitor is consulted as early
on as possible in the process so as to avoid  a party unwillingly entering into a binding
agreement. It is the obligation of the vendor’s solicitor to draw up the Contract for Sale and in
this demonstrate that their client has “good marketable title” to the subject property. 

The Contract for Sale will also deal with planning, taxation and condition of the property. It will
list any vouching documentation that is held on title in this respect. 
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The solicitor for the purchaser will carry out  due diligence to establish that the vendor has
definite good marketable title and also that no liabilities will pass with the property to their
client. For example the purchaser’s solicitor will ensure that statute has been complied with
and that no litigation in relation to the property is pending. 

Planning and Development 

The use to which a property is put, the construction  of new property and alterations to existing
property must comply with the planning and building control regulations in Ireland (unless the
specific development is exempt) These regimes are operated by the local authorities. Planning
considerations require adherence to regional development plans whilst building control is
concerned with the proper construction of buildings having regard to fire safety and safety of
the actual structure of the building. 

Commercial Leases 

In Ireland commercial leases are typically between five and twenty five years. Leases in excess
of five years tend to place full responsibility on the tenant for the cost of repair and insurance
of the premises. They also commonly provide for rent reviews every five years and there is now
legislative provision for upwards and downwards review after 28 February 2010. It could be said
that because of recent economic developments together with statutory changes (both VAT and
Landlord and Tenant Rights) some tenants are now enjoying an increase in their negotiating
power. Currently there is considerable excess in capacity and development and so this has
afforded tenants with greater flexibility. 

For leases over five years in duration break clauses are usually inserted giving the option to
terminate at year five, ten and fifteen. However rent reviews which result in downward reviews
are still very uncommon. Since the 1960’s practically every Irish commercial lease for a term
in excess of five years contained a five yearly upwards only rent review clause. This clause
provided that the rent first reserved would be reviewed every five years to the higher of the rent
payable immediately before the review or the open market rent at the date of the review.  Section
132 of the Land and Conveyancing Act 2009 has provided the possibility that rent review clauses
in leases granted after 28th February 2012 can be interpreted as reviewing rents to the open
market value thus making downwards rent reviews possible. 

Stamp Duty 

This is a tax on deeds and instrument, stamp duty is payable by a purchaser on the purchase
price of a property. Stamp Duty on Commercial Property is currently six per cent of the
consideration paid or the market value whichever is higher. Stamp duty is also payable on
occupational leases by the tenant at a rate of one per cent of the annual rent. 
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Programme to simplify Irish Land Law 

A major restructure of Irish Land Law and Conveyancing practice has been undertaken by the
Law Reform Commission and the Department of Justice, Equality and Law Reform. A new act
introducing major reform was introduced in December 2009. This has brought clarity to the law
in the area and modernized the law to some extent. The aim of the Act was to simplify the law
in the area, not only for practitioners but for the general public also. Compulsory registration
of owner ship in the Property Registration Authority was introduced in order that eventually all
ownership will be recorded in the Property Registration Authority and in theory be evidenced
by one document called a folio. This is going to be a long process but is a step in the right
direction. The aim of the programme for change in Irish Land Law is to make conveyancing
easier and faster and ultimately to reduce the cost to consumers. 

> Tax Law

Corporation Tax

The scope and remit of Irish corporation tax is largely dependant on the residential status of a
company. In theory an Irish entity is liable to Irish corporation tax on its world wide income and
gains, no matter what the nature of these gains. A company that is resident in Ireland for tax
purposes is subject to Irish corporation tax on its worldwide income and gains. A non resident
Irish company that operates through Ireland is liable to Irish corporation tax on trading income
arising directly or indirectly from a branch of its company located in Ireland. 

First and foremost a company is tax resident in Ireland if it is incorporated in Ireland. However
this general rule does not always apply. The tax net extends further in the following
circumstances:  

■ If the company is under the ultimate control of a person resident in any EU Member State or in
another country which has a double tax treaty or which itself is related to a company whose principal
class of shares is regularly traded on the stock exchange in an EU country or treaty country. 

■ If the company carries on trade in Ireland or is related to a company which carries on trade
in Ireland. 

Generally a company is deemed to be tax resident where its central management resides.
Unfortunately there is no definition in statute to this effect and so guidance is obtained from
case law. In the past many factors have been taken into consideration by the courts when
deciding if a company is in fact tax resident. The most prevalent of these is the place of residence
of the directors together with the place where board meetings are held. 
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How is the tax liability calculated in Ireland?

For many years Ireland had a 10% incentive rate of corporation tax which applied to certain
sectors – manufacturing operations established prior to July 1998 continued to avail of this
special rate up until 31 December 2012 but now all companies pay the same rate of 12.5%. This
is one of the lowest corporation tax rates in Europe. The National Recovery Plan 2011-2014
confirms Ireland’s intention to maintain this rate of corporation tax into the foreseeable future. 

A company’s taxable profit is based on its accounting profit as adjusted for certain items. The
principal adjustment is the disallowance of capital expenditure incurred by the company. 

A company is liable to corporation tax by reference to the taxable profit it earns in an accounting
year (12 month period). This normally coincides with the company’s accounting year. 

Non trading profits earned by a company, such as investment income and other activities are
taxed at a higher rate of 25%. 

Dividends received by an Irish tax resident company from subsidiaries or branches in other EU
Member States or a country with which Ireland has a double tax treaty with can be taxed at a
rate of 12.5%. Since the introduction of the Finance Act 2012 the dividends paid out of the trading
profits of a company resident in a country with which Ireland does not have a double tax treaty
can now be subject to the rate of 12.5% corporation tax also. 

Exemptions and Allowances  

Special tax regimes apply to earnings from commercial management of woodlands, patent
royalties deriving from inventions developed in the European Economic Area, artistic earnings,
and certain shipping activities. Ireland’s favourable tax regime to date has played a significant
part in attracting inward investment. Key tax incentives include Ireland’s low corporate tax rate
for trading income, generous tax depreciation (capital allowances) for capital expenditure and
an extensive double tax treaty network, with 59 signed treaties, 49 of which are currently in
force and a further 10 in the process of negotiation. Additionally, tax treaty based reliefs are
available from the time of signing the relevant tax treaty and not the time it comes into force
which in practice can be considerably later. In all, this helps to ensure that inward investment
in Ireland is ongoing. 

Research and Development Allowance (“R&D”)

An R&D expenditure tax credit was introduced into Ireland’s tax code with effect from 1 January
2004. The relief now takes the form of a 25% (previously 20%) tax credit for companies subject
to Irish corporation tax.
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Scientific Research Allowance 

A deduction against profits is available for revenue and capital expenditure on scientific
research. This can apply even when the scientific research does not apply to the trade being
carried out by the company in question at the time. A deduction is also allowable for payments
made to a company to a body approved by the Minister of Finance and /or to an Irish university
in order to undertake the scientific research. 

Know How Allowance 

Expenditure incurred in relation to know how purchased from a third party and not as part of
trade is tax deductible. However, to avail of the deduction the know how must be related to the
trade being carried on by the company in question. 

Tax on Individuals: Income Tax 

Ireland has a system of income tax which is levied at two rates.  As of 2011 an individual is
subject to income tax at a rate of 20% on his/her first €32,800 of income and 41% thereafter.
The threshold of €32,800 is increased to €41,800 when the individual is married. 

In addition to income tax an individual is also subject to two social contributions known as the
Universal Social Charge at 7% and PRSI (Pay Related Social Insurance Scheme) at 4% on
his/her income. 

Scope of Irish Income Tax – Domicile 

In order to be liable for Irish income tax the individual must be resident or ordinarily domiciled
(have a permanent home) in the state. A person is tax resident if they spend a total of 183 days
in Ireland in any one tax year or they spend a combined total of 280 days over two tax years
(assuming a minimum of 30 days in each tax year). It should be noted that if a person is resident
in Ireland for three consecutive tax years they then become ordinarily resident for tax purposes. 

Individuals resident in Ireland for tax purposes are liable to Irish income tax on their worldwide
income. Individuals who are not resident in Ireland for tax purposes are liable to Irish income
tax (subject to the provisions of any appropriate double tax treaty) where they are in receipt of
Irish source income. 

Domicile 

Domicile is initially determined by an individual’s domicile of origin. Generally the country where
the individual’s father is domiciled when they are born is considered to be his/her domicile and
so they will be regarded as domiciled in that country unless a domicile of choice is acquired. 
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In general foreign income earned by a person with non-Irish domicile who is resident in Ireland
is taxed when remitted to Ireland (this is referred to as the remittance basis). A limited form of
remittance tax applies in relation to income. 

A resident and domiciled but not ordinarily resident person is liable to Irish income tax on Irish
source income and on any other income to the extent remitted. 

A resident but not domiciled person is liable to Irish source income tax and to income tax on
any other income to the extent remitted. 

Capital Gains Tax 

Ireland also imposes a capital gains tax on gains arising from the disposal of assets where the
gains are not treated as trading profits. The rate of capital gains tax is currently 25%. Where a
company resident in Ireland is subject to corporation tax, any capital gains are subject to
corporation tax in such a way that results in the same liability arising as if capital gains tax had
applied to the gain. Where a company has related companies that are tax resident in Ireland
and certain criteria are met, assets can be transferred between companies without gains being
recognised for tax purposes.

Value Added Tax

Ireland has a value added tax (“VAT”) system based on the EU Sixth Directive. At the time of
writing the standard rate of VAT is 23%. Lower rates of 13.5% and 0% are applicable to certain
supplies of goods and services.

Stamp Duty 

Stamp duty is a tax on certain documents referred to as instruments including those
transferring ownership in property. Applicable rates of stamp duty vary from nominal amounts
up to 9% of purchase price or market value. Since 1 April 2004, instruments affecting the
transfer of, and contracts for the sale of, intellectual property (including goodwill directly
attributable to intellectual property rights) have been exempt from stamp duty. Capital duty has
been abolished since 7 December 2005. 

> Labour Law

Recruitment

An employer usually invests time and expense in finding the right candidates for vacant
positions. The employer will want to ensure the candidate chosen is both right for the job and
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the organisation and minimise any risk the organisation may face from claims that candidates
have been directly or indirectly discriminated against during the recruitment process on grounds
of gender, marital status, family status, sexual orientation, religion, age, disability, race or
membership of the traveller community.

Employers need to be aware that there may be other contractual issues to be considered. For
example, is the candidate subject to restrictions in his existing contract that may be breached
when he takes up employment? The employer may find themselves being sued for inducing
the candidate to breach their existing contract.

A well-drafted application form will ask the applicant to provide all the relevant factual
information the employer needs to shortlist interview candidates and nothing else. Employers
should only seek sensitive personal information if it can be justified to meet the requirements
of the job vacancy. 

Employment Permits

In general, European Economic Area (EEA) and Swiss nationals do not need an employment
permit, except for Bulgarian and Romanian nationals. There are four main types of employment
permits in Ireland: Work Permits, Green Card permits (for most occupations with annual
salaries of over €60,000 or certain occupations where there are skill shortages), spousal/
dependant work permits and intra-company transfer permits.

The Employment Permits Acts 2003–2006 allow for the issuing of a work permit for those
occupations with a salary of at least €30,000 where Green Card permits are not available and,
in exceptional cases, in the salary range below €30,000. The employer or employee can either
apply for the permit and it is issued initially for two years, then for three years and indefinitely
thereafter. There are special work permit requirements for spouses and dependants of work
permit-holders.

An application for a work permit must be accompanied by documentary evidence that a labour
market needs test has been carried out. From June 1, 2009 the test for all applicants (except
Romanian or Bulgarian nationals) requires that the vacancy must have been advertised with
the FÁS/EURES employment network for eight weeks and in local and national newspapers
for six days. This is to ensure that, in the first instance an EEA or Swiss national or in the second
instance, a Bulgarian or Romanian national cannot be found to fill the vacancy.

The Employment Permits Acts 2003–2006 make it a criminal offence to employ most non-EEA
nationals (and Bulgarian and Romanian nationals) without an employment permit to work in
Ireland. Employers who encourage that a candidate leave his existing employer without giving
and, if required, serving full notice or before the end of a fixed period contract are inducing or
procuring him to breach his contract. 
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Offer of Employment

When a decision is made to make an offer of employment to an individual, a letter or contract
should be sent to the candidate clearly setting out the terms and conditions of the employment
to be offered to him. 

A prospective employee, if in employment, is unlikely to give up that employment until he has
received from the new employer an unequivocal offer which sets out in detail the terms of the
proposed employment. He will want confirmation of the key employment terms. These are
the salary he is to be paid, the job title, the notice period and the requirements of the position.
The employer will wish to express the letter of offer in positive terms to encourage the
prospective employee to accept the job. It is important that this desire to encourage the
employee to join the employer does not overshadow the need to communicate the legal points
which need to be covered.

The staff handbook usually sets out important policies and procedures that form part of the
employment contract. These policies relate to important issues in managing the employment
relationship, such as the employer’s disciplinary and grievance procedures, prevention of
bullying, prevention of harassment/sexual harassment and anti-discrimination policies.

A good probation clause is advisable in a contract of employment. The purpose of a probationary
period is to allow the employer time to assess the employee and vice versa. The scope and
terms of any probation period are governed by an individual’s contract of employment, but will
typically last six months and may involve either formal or informal assessments. Employees
may not be entitled to all of the contractual benefits during the probationary period, in particular,
membership of any pension scheme. Probationary periods, however, do not affect an
employee’s statutory rights.

Employment Equality

Discrimination on grounds of age, disability, family status, gender, marital status, race, religion,
sexual orientation or membership of the traveller community must not be applied either to
entry requirements to employment or to the terms, conditions or treatments attaching to the
employment.

Leave – Holidays and Sick leave

The minimum annual holidays to which an employee is entitled is currently 20 days in addition
to public holidays. Employee may accrue statutory holiday entitlements while out of work on
certified sick leave. Currently an employer is not required to pay an employee any salary while
the employee is out of work on sick leave. The employee can claim state benefit. Many employers
do in fact pay sick leave for a limited period of time even though it is not a statutory requirement.
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Maternity

Irrespective of length of service and subject to appropriate notice being given, female employees
are entitled to up to 42 weeks maternity leave, to return to work after such leave, to have
reasonable time off for ante-natal and post-natal care and ante-natal classes and to job
protection during those periods.  The employee may be entitled to a pay related maternity
allowance from the Department of Social Protection during the first 26 weeks of maternity leave
and there is no obligation on the employer to pay remuneration at any time during leave.

Parental Leave

Employees are entitled to up to 14 weeks unpaid parental leave and to return to work after such
leave. Leave may be transferred from one parent to another if both parents are employed by
the same employer, subject to the employer’s consent.

Adoptive Leave

Irrespective of the length of service and subject to appropriate notice being given, employees
are entitled to 40 weeks adoptive leave.  The employee may be entitled to a pay related adoptive
allowance from the Department of Social Protection during the first 24 weeks of adoptive leave
and there is no obligation on the employer to pay remuneration at any time during leave.

Carer’s Leave

Employees who have twelve months continuous service with their employer are entitled to take
a maximum of 104 weeks unpaid leave to provide full-time care for someone in need of full-
time care and attention.

Transfer of Undertakings

In the case of transfer of a business, all employees affected by the transfer have a right to
transfer to the new employer. All accrued employee rights (except certain pension rights)
automatically transfer to a new employer, so that dismissal due to such transfer is usually
regarded as unfair. There is a statutory requirement to comply with 30 day information and
consultation process before any transfer takes place. If an employee elects not to transfer the
effect of this may be a deemed resignation. 

Pensions

Employers must offer access to a standard Personal Savings Retirement Account (“PRSA”) to
employees where the employer does not operate a private pension scheme. Under the current
law, there is no obligation on an employer to make any contribution to the pension scheme.
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Pension schemes and the interest of pension scheme members are regulated and protected
and employees changing jobs after at least two years of employment can usually carry most of
their pension entitlements with them.  

Fixed-Term Employees

Fixed-term employees may not, in respect of conditions of employment, be treated in a less
favourable manner than a comparable permanent employee unless the less favourable
treatment can be justified on objective grounds.  Limits have also been imposed on the use of
successive fixed-term contracts.

Minimum Notice of Termination of Employment

There are minimum notice periods for termination of contracts of employment.  The duration
of notice is dictated by the employee’s period of continued service and varies form one week’s
notice to eight weeks’ notice. However, once an employee has over 12 months continuous
service, he/she rights against unfair dismissal. 

Dismissals

Employees who have been employed by an employer for more than one year are generally
protected from being unfairly dismissed unless the employer can establish that there were
substantial grounds justifying the dismissal – such as the employee’s conduct, capability or
redundancy (subject to fair selection). 

There is also a requirement to follow due process and fair procedures in relation to any
performance or conduct issues The Employment Appeals Tribunal may award damages of a
maximum of two years remuneration, or decide that the employee is re-engaged or re-instated.
In certain circumstances the employee is protected from unfair dismissal even if the employee
has less than 12 month service. 

As referred to above, redundancy is a fair ground for dismissal. Even where a redundancy may
be justified, an employer must not unfairly select employees being made redundant and
selection must be justified by objective criteria.  An employer should engage with any at risk of
redundancy and seek to avoid the redundancy by discussing alternative options such as
redeployment, salary cuts and/or shorter hours. Additional obligations are imposed on
employers where the redundancy concerned is a collective redundancy. Depending on length
of service, employees are entitled to a statutory redundancy lump sum.
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> Corporate Law

Irish company law is governed by both statute and common law. The statutory regime is
contained in the Irish Companies Acts 1963 to 2012 as well as regulations implementing various
certain European directives.  

Corporate law is on the threshold of major reform and development as a consequence of the
work of a government-appointed advisory body,the Company Law Review Group (the “CLRG”),
since 2001. The CLRG was asked to make proposals for the modernization and, where possible,
simplification, of Irish company law. The reports of the CLRG led to the publication of the heads
of a Companies Consolidation and Reform Bill in 2007. 

In May 2011, the Department of Jobs, Enterprise and Innovation published a long-awaited draft
of the main part of a new consolidated Companies Bill (the “Bill”). This Bill will implement
recommendations of the Company Law Review Group to update, consolidate and reform Irish
company law. 

Business Structure

While most foreign companies in Ireland operate through an Irish incorporated subsidiary, business
can be conducted through a branch of a foreign company. So a foreign company may establish a
place of business in Ireland without incorporating an Irish company subject to filing certain
information in the Companies Registration Office (the “CRO”), including copies of the company’s
constitutional documents, details of the persons authorized to bind the company, and the name of
the person resident in Ireland authorised to accept service of process on behalf of the company. 

The two main types of company in Ireland are private companies and public companies. The
vast majority of companies registered in Ireland are private companies limited by shares. They
are by far the most popular form of business entity for inward investment projects. The
shareholders of a private limited company have limited liability. Public limited companies are
typically used where securities are listed or offered to the public.

Procedure for incorporation 

To incorporate a private company limited by shares, certain documents must be publicly filed
with the CRO. These include details of the proposed name of the entity, the shareholders,
directors and company secretary. 

Under an express incorporation scheme, it is possible to incorporate a company within 5
working days. Outside of the express scheme, it can take approximately 2 to 3 weeks for a
company to be incorporated. There is no minimum capital requirement for an Irish private
company and shares can be denominated in any currency.
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To incorporate an Irish company, the following documents have to be filed with the CRO:
■ Memorandum of Association;
■ Articles of Association; and
■ Form A1.

Every Irish incorporated company is required to have one EEA∗ resident director unless it holds
a surety bond to the value of ¤25,394.76 or the Revenue has certified it has a real and continuous
link with one or more economic activities in Ireland. At all times there must be two directors
and a company secretary (who may be one of the directors). A corporation is not eligible to be
a director.

Name of an Irish company*

The CRO may refuse a company under a proposed name if it is identical to, or too similar to,
the name of an existing company, if it is offensive or if it would suggest State sponsorship.
Names which are phonetically and/or visually similar to existing company names will also be
refused by the CRO. This includes names where there is a slight variation in the spelling. It is
often recommended that company names include extra words so as to create a sufficient
distinction from existing names.

Registration does not give the company any proprietary rights in the company name. As well
as searching the Register of Companies, it can also be important to check any proposed name
against the names on the Irish Business Names Register and Irish and EU Trade Marks
Registries (and any other registers, depending on where it is proposed to carry on business).
This is to ensure that the proposed company name does not conflict with an existing business
name or trade mark, since the person claiming to have a right to that name or mark could take
legal action to protect its interest. It should also be noted that certain names cannot be used
unless approved by relevant regulatory bodies. By way of example, the words “bank”,
“insurance”, “society” and “university” cannot be included in a company name unless prior
permission is obtained from the relevant regulatory authority.

Where a company uses a business name that is different from its company name, the business
name must be registered by that company with the Irish Register of Business Names at the CRO. 

Company names may be reserved for a period of up to 28 days in advance of incorporation. A
company will not be incorporated in Ireland unless the company will, when registered, carry
on an activity in Ireland. A declaration confirming this must be completed and filed with the
incorporation documents at the CRO.

*European Economic Area (EEA) companies the 27 EU Member States, Iceland, Norway and Liechtenstein.
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Statutory obligations of the company

A company has ongoing statutory obligations including:

■ holding its first Annual General Meeting (“AGM”) within eighteen months of incorporation
and AGMs thereafter at intervals of not more than fifteen months;

■ filing the first annual return six months after the date of incorporation and subsequent annual
returns in each year thereafter. The second and subsequent  annual returns must be filed with
the CRO together with the relevant accounts, made up to a date not more than nine months
earlier than the date of the annual return; and presenting the company’s accounts to the
members of the company for consideration at the AGM.

■ keeping proper books of account. Accounts of all companies must be audited by independent
accountants, except for small limited companies with a turnover not exceeding ¤7,300,000 and
which fulfill a number of other conditions.

The shareholder meeting requirements are relaxed for single member companies.

Management and Governance Structure 

The management of a company is nearly always delegated to the board of directors. All
companies must have at least one secretary and a minimum of two directors, 1 of whom is
required to be a resident of the European Economic Area (“EEA”). The secretary may also be
one of the directors of the company. A body corporate may act as secretary to another company,
but not to itself. A body corporate may not act as a director. 

The directors of a company have wide responsibilities under Irish law. They are obliged to act
in the best interests of the company as a whole and to ensure that the company acts in
compliance with Irish company law. Directors should familiarise themselves with their duties
under Irish law. The Office of the Director of Corporate Enforcement has published an
information booklet on the subject entitled ‘The Principal Duties and Powers of Company
Directors’, and a copy is available to download from their website at www.odce.ie.

Statutory Duties

As well as these general duties, a director has specific duties under the Companies Acts
including a duty to keep proper books of account, duty to have the annual audit carried out,
though there is an audit exemption for small companies.  Directors have a duty to file annual
accounts and annual returns and failure to file an annual return can cause the company to be
struck off.  Late filing of an annual return can mean that the company loses the benefit of the
audit exemption.  Also a director has a duty to disclose certain interests whether it is in shares
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in the company or in any contract that the company might be entering into.  Directors have
duties to keep certain registers.  The Companies Acts also govern transactions between the
company and directors and/or their connected persons and there are specific duties for
directors in companies which are insolvent.

Corporate Governance

There is a great deal of discussion in the media about directors’ duties and best corporate
governance practice.  We can expect to see increased regulation in this area which will affect
all companies and not just listed companies, so it is important to get it right from the beginning.
Put the right systems in place, keeping proper records and complying with obligations as a
director, underlying it all acting in the bests interests of the company.

Registered Office

A foreign company carrying on business in Ireland from a fixed address, not being a branch,
must file a copy of its constitutional documents, together with a list of directors of the company
and the address of its established place of business in Ireland, with the CRO.

Company’s Notepaper

A company must ensure that its name, registered address and registered number are
mentioned on all business letters of the company and on all cheques, invoices and receipts of
the company. For private limited companies and public limited companies this information must
also be displayed on the company’s website and certain electronic communications (for
example, email, letters and electronic order forms). The names of directors and their nationality
(if not Irish) must be included on all business letters on or in which the company’s name also
appears. A company is also required to paint or affix its name in a conspicuous place, in legible
letters, on the outside of every office or place in which its business is carried on.

Investment Incentives

Generous fiscal incentives are available to foreign companies looking to invest in Ireland. These
packages are flexible and vary from project to project. A summary of the primary grant aids
available is as follows:

■ capital grants contributing towards the cost of fixed assets, including site purchase and
development, buildings and, new plant and equipment;

■ where a factory building is rented, a grant towards the reduction of the annual rental
payments may be available instead;



■ employment grants to companies which will create jobs. Normally, one half is paid on certification
that the job has been created and the balance one year later, provided the job still exists;

■ training grants to cover the full cost of certain training initiatives. Covered costs include trainees
wages, travel and subsistence expenses and engagement of instructors, consultants to train.
Training grants are based on specific training programmes agreed between each investing
company, IDA Ireland and FÁS the Irish National Training and Employment Authority; and

■ research and development grants in respect of approved research and development work,
including product and process development, feasibility studies and technology acquisitions.

This article is for general information purposes only and does not comprise legal advice on any particular
matter. You should not rely on any of the material in this article without seeking appropriate legal or other
professional advice. While every care has been taken in preparation of this article, we are not liable for any
inaccuracies, errors, omissions or misleading information contained in it.
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Cajola & Associati has a tradition of excellence as to the quality of the legal services provided
to our clients. Established in Milan in 1966 by Avvocato Alberto Cajola, Cajola & Associati is a
domestic and international general legal practice. 

Our clients are public and privately held industrial, commercial as well as financial businesses,
involved in complex corporate and financial transactions and dispute resolution proceedings. 
The firm has a wide experience in all legal aspect of life of companies since their incorporation
and start up of their businesses including the negotiation and settlement of joint venture
agreements, supplies of goods and services, agency, distribution and franchising agreements,
as well as equity based and asset based transactions.

Our team of professionals have developed a specific expertise in takeovers and mergers, and
in the buying and selling of businesses. The firm practice is also concerned with issues of
domestic & cross border contracts, corporate, corporate finance, banking, taxation, corporate
restructuring, real estate and construction, intellectual and industrial property, information
technology, aviation and EU Law. As well, the Firm assists its clientele on subject matters
involving regulatory compliance and periodic mandatory filings before the main public bodies
(UIC, ISVAP, CONSOB and Banca d’Italia etc.).

Cajola & Associati also provides specialized and general legal representation in any kind of civil
and commercial disputes and litigations on matters as such as tax law, labor law, social security
law,  agency, distributorship, as well as intellectual and industrial property rights, advertising,
media law, transport & insurance, product liability and arbitration. 

In the area of Intellectual property, our team of IP lawyers deals with major cases relating to
the enforcement and prosecution of trademark and patent rights, copyrights, industrial design
and web domain name rights on behalf of both domestic and foreign IP right-holders.

> Italy

CAJOLA & ASSOCIATI
www.cajola.com
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Specifically, we advise companies with the implementation of preventative strategies aiming at
protection of their IP rights against infringement and unfair competition, representing them
before governmental authorities and custom administrations and coordinating, if necessary,
an activity of intelligence within the national territory and abroad.

Moreover, the Firm advises and represents companies and individuals on legal matters
regarding properties and estates situated in Italy or affected by domestic law. Furthermore, we
provide legal counselling and representation on any aspect of the areas of labour, Employment
& industrial relations regulating relationship with personnel.

In this area, the firm enjoys a broad experience in collective and individual labour related claims,
social security claims, and arbitration proceedings concerning employees and managers. Our
primary commitment has always been the devotion to giving legal assistance and representation
of the highest quality to our clients. We accomplish this purpose within the perspective that
legal problems are essentially business problems for our clients. Our assistance consists in
giving them practical advices and fast responses, anticipating their needs. 

When the matter requires specialized expertise in different areas of the law, our lawyers use
to work together to ensure the highest standard of skills, knowledge and creativity. Our policy
is to provide our clients with the best possible legal services, and to enable them to solve their
problems at hand, at a cost effective price. 

> Corporate Law

Regulations and rules

Since 1 January 2004, Italy has enacted new rules for company formation, start up, organization
and administration.1 This reform has brought Italian company law into line with that of other
most advanced countries, introducing simplifications and greater flexibility for corporate
decision-making. The new rules have replaced those which had been in place for 60 years. 

The key element of the reform is self-regulation, which allows companies vast powers to
establish specific rules in their By-Laws and Articles of incorporation, without too many strict,
pre-defined mandatory requirements. Other examples of flexibility can be found in the many
financial tools available as well as in the different corporate governance forms. The reform
amended and supplemented portions of the Italian Civil Code and modified Italy's Unified Text of
provisions on financial intermediation, which now include specific provisions for listed companies. 

Overall the 2004 reform successfully introduced changes to the structure of limited companies
which simplify and speed up the procedures for establishing a business, new financial
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instruments for companies to create special categories of shares and new rules providing
greater flexibility and choice in corporate governance. Corporate responsibility for groups
clarifying issues related to liability, transparency and publicity. 

Types of business associations and liability of shareholders 

Prospective foreign investors wanting to set up a business in Italy with a more permanent
presence other than establishing a mere representative office or a branch may decide to
incorporate a company.

By considering doing so, they will need to choose the most suitable organizational structure in
accordance with the nature of their businesses. 

Foreign investors are free to adopt any of the forms of business entities available to Italian
citizens. The type  of entity chosen will largely depend on the strategy to be adopted, as well as
on management, financial and taxation considerations.

Capital Companies and Partnerships

Types of business associations may be classified in two categories created by the law, depending
on the circumstance that they are organized on a stock capital basis (“società di capitali” or
capital companies) or on a personal basis (“società di persone” or partnerships).

The difference between the two categories is that only the capital companies are regarded as
having a legal entity entirely separate and distinct from the individuals who compose it, with
the capacity of continuous existence or3 succession and having as capacity that of taking holding
and conveying property.

A capital company’s liability is normally limited to its assets and the stock or quota holders are
protected against personal liability in connection with the business of the company

There is an exception to the above distinction that is represented by a rarely used business
association structure, the so called “società in accomandita per azioni” or Partnership Limited
by Shares that is a form of company organized on a stock capital basis, where two category of
shareholders exist: Those who enjoy the shield of corporate privilege of this business
association and do not respond on a personal basis for the obligations of the limited share
partnership (“soci accomandanti”) and those who are instead entrusted with the management
of the company and are as well personally liable for the obligations (“soci accomandatari”). 

The main types of business associations provided for in the Civil code are the following.
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Capital Companies

Only the Corporation (Società per Azioni) and the  Limited Liability Company (Società a
Responsabilità Limitata) possess full and separate legal identity. Foreign investors usually
choose one of these two structures to minimise potential liability exposure. Società per Azioni
and Società a Responsabilità Limitata may be deemed respectively close to the Public and
Private  Companies in United Kingdom, as well as to the Corporation and Limited Liability
Companies in the United States of America.

Capital companies are: 

Limited Liability Company (“Società a Responsabilità Limitata – S.r.l.”) 

Small or medium-sized enterprises may adopt the Limited liability company form to run their
businesses in Italy. This form of business association - with a minimum capital contribution
required of € 10,000 - enjoys a great degree of internal flexibility in terms of management and
control that makes it attractive to closely held enterprises. This flexibility leaves the stockholders
free to develop their organizational structure and to some extent their own management rules
and principles.

Stockholders are not personally liable for debts of a Limited liability company, unless the
following circumstances concur altogether:
■ Sole Stockholder Company
■ Insolvency of the company
■ Stock contributions have not been fully paid in, rules concerning payment of the stock or
rules regarding duty of legal publicity have not been observed.

In the above circumstances, the stockholder is personally liable for debt of the company.
The contribution of a stockholder may be cash, property and services as long as a
contribution can be financially  evaluated. Participation of a member is a quota that cannot
be represented by shares.

Corporation (“Società per Azioni – S.p.a.”)

In a Corporation, the capital holdings of members are represented by shares. The Corporation
has the same major features as the corporate form in most other countries. 

A Corporation is governed by the shareholders at the general meeting, by the directors and the
board of statutory auditors. Its statutory regulation provides that circulation of corporate capital
is a relevant factor in order to classify:
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■ Companies without outstanding shares held by public investors (Closely Held Corporations)
■ Companies with outstanding shares held by public investors, namely, companies issuing
stock shares that are traded on regulated markets or circulating in the market on a relevant
scale, that means circulating among Italian issuers with net capital not less than € 5 million
and with a number of shareholders or bondholders greater than 200). Specific rules are provided
for these public companies.

There is a minimum capital contribution required of € 120,000.

Partnership Limited by Shares (“Società in Accomandita per Azioni – S.a.p.a.”) 

Very rarely used,  this structure has the same features of Limited partnerships and stock
companies.  Their share capital consists of stocks and shareholders are divided into two groups:
general partners, who manage the company and have unlimited, collective and contingent
liability; and limited partners, whose exposure to debt is limited to the shares each underwrote,
and who cannot carry out management activities within the company. 

In case of plurality of Directors, the appointment of a new director is subject to the approval of
the other Directors.

Partnerships

Partnerships are not legal entities distinct from its members, although they may acquire
property and assume obligations in their own trade name. They are:

■ Simple Society (“Società semplice”) – Rarely used, the main feature of this business structure
would be used for the exclusive purpose of non commercial economic activities, such as for
instance the management of small real estate property or agricultural activities.

■ General Partnership (“Società in Nome Collettivo”) – The partners have unlimited liability for
the partnership’s obligations. A general partnership may not have a corporate partner. An SNC
may transact business, acquire, hold property, sued and be sued in its own trade name. It must
operate under a business name that includes the name of one or more or the partners and
indicates the partnership relationship. No minimum level of capital contribution is required,
and contributions may be in the form of cash, property or services. The consent of all partners
is required for the transfer of a partnership interest. Partnership profits and losses are
distributed in proportion to each partner’s contribution, unless otherwise stated in the
partnership agreement. Any stipulation in the partnership agreement limiting the extent of a
partners’ losses is void.

■ Limited Partnership (“Società in Accomandita Semplice”) – A Limited Partnership must be
composed of at least one partner with unlimited liability and at least one partner with liability
limited to the extent of the partner’s capital contribution. The partner with limited liability may
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not participate in a partnership management. Several Court decisions have held that a
corporation may not be a partner in a partnership management. Trade name of the partnership
must include the name of at least one general partner and indicate that is a limited partnership.
Unless stated differently in the partnership agreement, the interest of a partner may be
transferred only by the votes of partners representing a majority of the partnership’s capital. In
general, provisions relating to General Partnerships apply to limited partnerships as well.

Share capital (Minimum and Minimum paid in amount)

■ Amount of stated capital in corporations (s.p.a.) and capital contributions - The minimum
amount required has been raised to € 120,000. Nevertheless companies existing on January 1,
2004 does not have to comply with such new rule until their duration stated in the By-Laws
elapses.

As a condition of the incorporation, shareholders must subscribe the entire stated capital.
Shareholders shall pay upon subscription at least 25% of the stated capita (if there is a sole
shareholder, deposit of the stated capital as a whole is required). The term for restitution to the
company of  the percentage deposited in the bank for subscription of the shares has been
reduced to 90 days. If the shares have not been entirely paid in, it is not possible for the company
to increase its stated capital.

■ Amount of stated capital in limited liability companies (s.r.l.) and capital contributions - The
minimum amount required is € 10,000.

The same rules concerning the entire subscription of the stated capital, the payment of the 25%
of the stated capital and the eventual contributions in kind apply. Differently from corporations
contribution of a quota-holder may be also intellectual property and labour services as long as
the contribution may be economically appraised.

Contributions by members of limited liability companies cannot be represented by shares, nor
they can be publicly traded. If the Articles of incorporation do not provide differently, participation
of the members is determined in proportion with the contribution. The Articles of incorporation
may provide for granting to single members of special rights relating to the management of
the company or the distribution of profit.

Classes of shares

Stock shares in Corporations - Corporations are generally authorized according to their By-
Laws to issue different classes of stock, which may differ in their right to dividends, their voting
rights and their right to share. The i of shares with no par value is now allowed in Italy. Shares
may be linked to a fraction of the stated capital, as well as it is possible for Limited liability
companies. The only requirement is to make express reference about it in the By-Laws.        
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Nominal shares are transferable upon authenticated signature. Bearer shares are transferred
with delivery of the certificate. Power to exercise corporate rights is transferred upon signature.
If the share transfer is conditioned  the acceptance by either the other shareholders or the
Board of Directors, By-Laws shall provide that in the event that such acceptance is denied:
■ The company and/or its shareholders undertake to purchase the share; or
■ The seller has a right to withdraw at expense of the company and/or its shareholders.

In order to be enforceable stock transfer restrictions must be mentioned on the stock certificate.
Issue of  redeemable shares is now permitted.14 Redeemable shares may be relevant in the
event that participation in the stock capital is connected to a specific relationship from outside
the company.

In case of assignment of shares, the transferor is jointly and severally liable with the transferee
for a period of three years from the date of the transfer for payments still due on the shares.

Principal classes of shares 

The following are the principal classes of shares:

■ Common Stock –  Full voting rights, save for those shares issued  for specific corporate
business activities

■ Stock having different rights If there is specific provision in the By-Laws it is possible to create
categories of stock having different rights even with reference to a predetermined and actual
level of losses

■ Stock and other instruments for to the benefit of employees – The extraordinary general
meeting has the power to determine assignments, rules, rights, eventual expiration terms and
facility for repurchase

■ Non-voting Stock – They have no voting rights. Such shares may be only issued by companies
whose shares are traded on the Stock exchange for an amount of stock capital not greater
than 51%.

■ Stock of participation to a determined business – Financial instrument of participation, whose
rights must be specifically predetermined.

A corporation may authorize – not more than 51% of stock capital – specific stock without voting
rights, with restricted voting rights, with limited or subordinated voting rights. Stock for the
benefit of employees or issued pursuant to services or work carried out by shareholders or
third parties may carry the right to vote on specific arguments of particular interest for the
rights of the stock itself and a member of the controlling board may represent them.
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The mandatory deposit with consequent prohibition of withdrawal of the shares for a corporate
meeting  has been eliminated.

Shares representing assets dedicated to specific business

Corporations may dedicate and link a proportion of the stock,( not more than 10% of the stock
capital), to the results of a determined area of business (with the exclusion of business activities
with a reserved statutory regulation). To that extent, a corporation may:

■ Set up one or more assets specifically dedicated to the realization of a specific business (a
single business or an entire business activity to be carried out along with the main business
activity of the company).

■ Establish that financial resources necessary for carrying on the activity have to come from
the specific business itself

The purpose of this regulation is to allow for split management and and to enable different
activities and businesses to be valued independently

Possible purposes are:

■ Disposition of assets – Setting up of a separate corporate entity internal to the company,
without the need to deal with rules and regulations of the Civil Code applicable to de-merge of
companies, therefore without bearing related costs (i.e. investment of corporate equity in
financial speculations aimed at risk diversification). Where there is provision in the Bylaws
offsetting out  the criteria for calculation of  income and expenditure for the specific business,
the issuance of stock directly linked to results of the specific business is permitted.

■ New contributions and need of new resources for developing a new project – Separate
accounting for the specific business activity is mandatory (Contributors may decide on the basis
of the substance and the content of the single project or operation)

A specific resolution of the Shareholders Meeting is necessary in order to bind some assets to
a specific business. The meeting shall determine:
- The object of the business
- Assets involved
- Financial and economical business plan (in order to determine congruity, criteria of
management, expected result, guaranties etc.)
- Contributions specifically undertaken and financial instruments issued for the operation
- Appointment of an auditing company in case the corporation issues equity securities publicly
traded and offered to non professional investors
- Rules of accounting of the specific business.
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The resolution must be filed with the Companies Registry. Actual creditors may file an objection
within two months from the filing.

Debt Securities

Corporations are allowed to issue debt securities offered to the market for subscription. The
decision to issue debt securities as a financial instrument, may be led by the:

■ Preference of raising financial resources without granting new subjects the right to vote and
without altering corporate control

■ Necessity of financing projects or operations, which only need a temporary financing

■ Circumstance that the purchase of equity stock is not a soundinvestment during a particular
period of time.

Issuance of equity security instead may sound convenient for raising permanent resources,
acquiring new resources without paying additional financial costs, or financing the stock capital
without being subject to statutory limitations provided for the issuance of debt securities.

Unless otherwise provided by either the certificate of incorporation or the bylaws, the Board of
Directors may adopt the resolution for issuance of debt securities. The extraordinary general
meeting may vote for issuance of convertible bonds. To be enforceable, the resolution of
issuance must be entered in the minutes of the meeting and must be filed in accordance with
the regulation established for By-Laws amendments.

The threshold for the issue of debt security has now been raised to an amount equal to twice
the aggregate of the stock capital, of the legal reserve and of the available reserves as shown
on the last approved balance sheet. It would seem possible to make reference to the subscribed
stock capital and not to the stock capital paid in, since the law is silent in this respect.

The following situations are not subject to the above limitations:

■ Bonds issued in excess that are subscribed by professional investors subject to prudential
control in accordance with specific regulations and that are traded among non professional
purchasers (situation where bond subscribers are liable for the solvency of the company).

■ Bonds backed by first mortgage over real estate owned by the company up to 2/3 of their
value

■ Authorization by governmental authority.
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Rules and regulations concerning convertible bonds has not changed (extraordinary General
Meeting + stated capital increase for an amount equal to the shares to issue in conversion).
Stated capital must be entirely paid in.

Corporate governance 

■ CORPORATE GOVERNANCE IN LIMITED LIABILITY COMPANIES - In Limited Liability
companies, the By-Laws may contain a provision that management is undertaken by a:
- Sole Director
- Board of Directors, whose members exercise their actions jointly. In this case statutory rules
regulating management of partnerships apply to Limited Liability Companies.18 Therefore:

• Unanimous consent of all the Directors is required for company’s actions
• Single Directors cannot carry out any action on their own, save when there is 

necessity to avoid damage to the company.
- Board of Directors, whose members may act individually. In this latter case:

• Each Director may exercise her/his office individually
• The power to manage the company belongs to any stockholder with unlimited liability.

Certain company’s actions (annual financial reports drafting, merger or de-merger plan and
capital increase plan drafting) may only be exercised by the Directors altogether, by way of
majority quorum or the different quorum that the By-Laws of the company may set forth.19

In Limited Liability companies, even if Directors exercise their activity jointly, it cannot be said
that the Board is a collective body. In fact there may be a provision in the Articles of Incorporation
of Limited liability companies establishing that Directors’ resolutions must be adopted by way
of written consultation or by way of express written consent (even via fax or e-mail if bearing
signature). The statutory provisions of consultancy and of written consent imply that an action
is undertaken by a single Director and that resolutions are adopted without the need for a
meeting of the Board of Directors.

■ CORPORATE GOVERNANCE IN CORPORATIONS - In Corporations, different models of
corporate governance may be adopted. By-Laws may regulate more freely the internal
organization of the Board competent for management, its functioning, the circulation of
information among its members and the members of the Board of Auditors. If By-Laws do not
provide otherwise the model of corporate governance and control applied is still represented
by the traditional system.

- Traditional System –  The reference model is the traditional system (General Shareholders’
Meeting, Board of Directors, Executive Committee, Board of Auditors and external auditing
when required by the Law). Under the new system, the accounting control previously attributed
to the Board of Auditors is now attributed to an external Auditor or an Auditing Company.
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A Provision of the Civil Code establishes that the office term for appointed directors is the same
office term set of directors appointed by the time of their election.20 In case of conflict of interest,
the executive director shall refrain from undertaking operations and shall empower the Board
of Directors for their enforcement. If a resolution would have not been approved without the
vote of the director in conflict of interest, such resolution may be challenged within 90 days,
and during this period of time operations carried out with bona fide third parties are valid.

Directors and members of the Board of Auditors “…must act with the same professionalism
and diligence required by the nature of the action undertaken”. Such standard does not require
Directors to be necessarily experts on accounting, finance and any other sector of management
and governance of the enterprise, rather it means that their decisions shall be informed and
pondered, based on knowledge and on a calculated risk, and not on irresponsible and negligent
improvisation. 

- Dualistic System (German tradition) - It may be established on By-Laws that governance of
the company is exercised by the Management Board, which is appointed by the Supervisory
Board (with the exception of the first election resulting from the certificate of incorporation).
Management Board can assign specific executive powers to one or more of its members. 

Rules regulating relationship between Board of Directors and the Executive Committee, and
directors in general apply to this corporate model. Management Board cannot remain in office
for more than three consecutive fiscal years. It may be however be confirmed and removed for
“good cause” by the Supervisory Board. 

General rules apply to individual claims against members of the Management Board, as well
as to claims raised by the Supervisory Board against them. When the resolution is adopted by
51% of its members, the member of the Management Board against whom the claim has been
raised, is automatically removed from office.

The Supervisory Board, which exercises general supervision over activity of the company, is
elected by the General Shareholders’ Meeting (with the exception of the first election resulting
from the certificate of incorporation). Both effective (those holding office) and supplemental
(substitutes) members are elected. Supplemental members are those who replace effective
members in case one or more of these latters resign or cannot otherwise attend her/his duties.

Its membership has to be no less than three. Their office lasts three fiscal years. At least an
effective and a supplemental member have to be auditors members of the Roll of Auditors. It
is not possible to be member of the Management and of the Supervisory Board at the same
time. The Supervisory Board exercises supervision over:
- Compliance with legal and accounting rules and regulations
- Corporate operations, reporting any unlawful act.
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Moreover, once a year the Board reports to the Management Board. Members of the
Supervisory Board share joint and several liability with members of the Management Board for
acts and omissions of the latter, whenever the activity of supervision of the Board could have
avoided damages.

- Monistic System (British Tradition) – By-Laws may set forth that a Board of Directors have
the duty of corporate management, but a Committee appointed internally will be appointed for
the purpose of supervising the management. 

This system of governance must be explicitly set out in By-Laws. There is a close connection
between the Board of Directors and the Committee for supervision of the management, in fact
only those who have been previously elected members of the Board of Directors may serve as
members of the Committee.

The Board of Directors set the number of members for the Committee (not less than three, if
the company solicits investment at large). Half of the members at least must be independent,
and further standards and by ethical codes are set by business associations or by legal entities
of management of trading markets. It is not allowed to serve at the same time as member of
the Committee for supervision of the management and as member of any other Executive
Committee. 

Further, it is not permitted for a member of a Committee for supervision of the management
to have specific assignments, powers or offices regarding the management of the company. At
least one director, among members of the Committee for supervision of the management must
be an auditor member of the Roll of Auditors. The same powers and duties of the Board of
Auditors are attributed to the Committee.

Shareholders Meetings and amendments to the By-Laws

The General Meeting may be called at any place within the municipality where the company
has its own registered office, unless the Bylaws provide otherwise. The Meeting has to take
place once a year within the 120th day after closing of the corporation’s fiscal year. By-laws
may set a longer period of time not exceeding 180 days for companies required to file a
consolidated tax return and when there is a specific need in connection with structure and
business activity of the company. In this latter case Directors have to make mention of the
deferral in their report.
The following powers previously reserved to the extraordinary general Meeting may be assigned
to the Board of Directors, to the Board of Auditors or to the Management Board, if any:

■ Issue of non convertible bonds or of financial instruments without voting rights
■ Merger with a wholly owned company
■ Creation or suppression of secondary offices
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■ Attribution of powers of attorney
■ Capital reduction due to a shareholder’s withdrawal
■ By-Laws amendments in compliance with statutory regulations
■ Transfer of the registered office within the national territory.

Companies without outstanding shares held by public investors may avoid formalities and
requirements established for the call of the meeting (notice on the Official Gazette 15 days
before the meeting).  By-Laws may allow calls through means of communication that guarantee
the effective knowledge of the call at least 8 days in advance on the date scheduled (Certified
letter with receipt, fax are proper means; some doubts about e-mails with automated reading
receipt message).

Shareholders are not allowed to call the meeting solely on arguments concerning the
competence of Directors. Upon petition by 10% of the Shareholders, the Tribunal may also call
the general meeting, but only if the management did not call it without justification. Quorum
and majorities for the resolution of the Shareholders Meetings of a corporations are different
among closely held and publicly traded corporations. They may be summarized as follows.

First Call

■ COMPANIES WITHOUT OUTSTANDING SHARES HELD BY PUBLIC INVESTORS (closely held
corporations):

- Ordinary General Meeting – In order to effectuate corporate business a quorum of 50% of
shares entitled to vote must be represented. Unless Bylaws provide otherwise, shareholder
actions must be approved by the majority of shares represented at the meeting and entitled to
vote. Call formalities need not to be observed if the meeting is attended by:

• Shares representing the entire capital
• The majority of Directors
• The majority of members of the Board of Auditors.

Absentees must be given immediate notice about adopted resolutions. Participants may claim
they have not been sufficiently informed on the argument.

- Extraordinary General Meeting – Unless Bylaws provide otherwise a quorum of 50% of shares
entitled to vote must be represented and shareholder actions must be approved by the majority
of shares represented at the meeting and entitled to vote.

■ COMPANIES WITH OUTSTANDING SHARES HELD BY PUBLIC INVESTORS (publicly traded
corporations): 

- Ordinary General Meeting – Same rules as above
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- Extraordinary General Meeting – A quorum of 50% of the shares (entitled or not to vote) must
be represented and shareholders’ actions must be approved by 2/3 of the shares represented
at the meeting.

Second Call

If the above quorum required for the first call of the shareholders’ meeting are not met, the
meeting has to be recalled on another day, within 30 days.

■ COMPANIES WITHOUT OUTSTANDING SHARES HELD BY PUBLIC INVESTORS (closely held
corporations); Only resolutions on arguments to the order of the day of the first meeting may
be adopted, with the following quorum:

- Ordinary General Meeting – No minimum quorum required

- Extraordinary General Meeting – A quorum of more than 1/3 of the shares must be
represented and shareholder actions must be approved by 2/3 of the shares represented at the
meeting.

By-Laws may increase quorum required, but not for annual financial reports approval,
appointment and revocation of corporate management. A quorum of at least 1/3 of the shares
representing the stated capital is required for passing a resolution on the following arguments:

• Change of the corporation’s purpose
• Modification of form of business association, anticipated winding up, extension of 

duration for the company
•  Revocation of the winding up procedure
• Transfer of the registered office abroad
• Issue of preferred stock.

■ COMPANIES WITH OUTSTANDING SHARES HELD BY PUBLIC INVESTORS (publicly traded
corporations): Same quorum set above for those companies which do not solicit investment at
large, with the exception of those Extraordinary General meetings with calls subsequent to the
second one, where a quorum of at least 1/5 of the shares must be represented  to effectuate
corporate business.

Company’s decisions and Quota-holders Meetings in Limited Liability Companies

The powers and attributions of stockholders are set forth in Bylaws.24 Stockholders shall decide
on issues brought to their attention by one or more directors or by 1/3 of shareholders, and on
the following matters:
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■ Balance sheet approval and dividend distribution
■ Election of Directors
■ Election of Board of Auditors and/or external Auditor
■ Amendments to articles of organization 
■ Resolutions concerning substantial modification to the corporate purpose or concerning
relevant modification to the rights of stockholders.

There are no specific formalities for adoption of a company’s decision. However, there must be
a writing wherein the will of stockholders, the matter subjected to decision and consent of
stockholders are certified. 

The written decision must be reported in the Book of Stockholders’ Decisions. This rule
evidences that decisions over company’s operations do not have necessarily to be adopted by
a collective body as long as the above requirements are met.

In order to adopt company’s resolutions a quorum of 50% of the stock must be represented.26
Shareholder actions must be approved by the majority of the stock represented at the meeting,
save for those actions concerning:
■ Substantial modification to the corporate purpose
■ Relevant modification to the rights of  stockholders.

The above actions must be approved by 50%  at least of the stock of the company. It is important
to remark that extraordinary meetings are not required anymore for Limited Liability
Companies.

The Articles of incorporation of Limited liability companies set forth rules for the call of quota-
holder Meetings, with the formalities necessary to ensure information about the arguments
subject to discussions (fax and e-mails are proper means of transmission). In absence of
specific provisions on the matter, the call must be delivered via registered letter with receipt
sent to stockholders at least 8 days before the date set for the meeting. No formalities are
required when the entire stock is represented at the meeting and all the Directors and Auditors
are either present or informed and no one objects that the discussion over the matter should
not take place.

Decision-making bodies

[A] Qualification and powers of Directors - The management of the company exclusively belongs
to the directors, who perform the actions necessary to the achievement of the corporate object.
In corporations, the management of the company may be entrusted to non shareholders. It
cannot be entrusted to entities other than individuals. If more than one person is entrusted,
they constitute the Board of Directors. The Board of Directors selects the chairman among its
members, unless she/he is appointed by the Shareholders Meeting.
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If the By-Laws or the Shareholders Meeting allows so, the Board of Directors may delegate its
functions to an executive committee composed by one or more of its members. The Board of
Directors set out the content, the limits and the modalities for the exercise of delegated powers.
Even when delegates, the Board of directors may always give guidelines to the delegated bodies
and bring back anytime power delegated.

On the basis of the information received, the Board of Directors assess the adequacy of the
corporate organization, management and accounting structure of the company; it reviews the
strategic and industrial plans of the company assessing as well the general trend of the
management. Not all of its functions can be delegated, as for instance the drawing up of annual
account, the decisions about issuance of debt securities, the power to increase the stock capital etc.

The delegated bodies take care that the organizational, administrative and accounting structures
are adequate to the nature and the size of the company and report to the board of Directors and
to the Board of Auditors as the By-Laws set forth and at least every six months, on the general
trend of the management and on its expected evolution, as well as on most relevant transactions
entered into by the company or by its subsidiaries.

The directors are required to act being informed. Each director may request the delegated
bodies to report to the Board about the management of the company. The powers of
representation granted to the directors by either the By-Laws or the Shareholders Meeting are
of general character.

Liability of Directors

The directors are liable to:

■ The company, if they have not exercised due care over the general management of the
company, they have not done what they could for preventing damages to the company to occur,
and they have not fulfilled their duty with the professionalism and diligence required by the
nature of the action undertaken. A claim of their responsibility may be promoted by resolution
of the General Shareholders’ Meeting. With reference to the balance sheet, without previous
notice, a claim of responsibility may be carried out during discussion about balance sheet
approval by shareholders representing 1/1000 of the stock capital and within the five years
subsequent to their removal from office. Outside the General Shareholders’ Meeting, even a
minority of shareholders may make the claim (1/5 of the stock capital for companies which do
not issue capital of risk and 1/20 of the stock capital for the others)

■ Creditors of the company, whenever the preservation of the stock assets is not guaranteed
and the stock assets are not sufficient to satisfy their credits. In case of bankruptcy, the claim
for responsibility may be initiated by the bankruptcy administrator, and in case of extraordinary
administration, by the extraordinary administrator.
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■ The single shareholder or the third may carry out a claim for damages within five years.

Fiduciary duties

As the provisions of the Civil code sets forth, the Directors of a company are required to perform
their mandate and to carry out their duties with the diligence of a good pater familias.30 They
must fulfil the duties that the law and the By-Laws establish with the diligence required by the
nature of the appointment and by their specific skills. Directors are jointly and severally liable
to the company for damages arising from the non observance of such duties, save for functions
vested solely in the executive committee or in one or ore executive directors.

They are in any event jointly and severally liable if, being aware of prejudicial acts, the directors
did not act as they could to prevent their performance or to either eliminate or reduce their
harmful consequences.

Liability for acts or omissions of directors does not extend to that director who, being without
fault, has had her/his dissent entered without delay in the minute book of the meetings and
resolutions of the Board of Directors and has immediately given notice to the Board of Auditors. 

Restrictions on Directors

Interdicts, bankrupts and those who have been sentenced to a penalty entailing interdiction
even though temporary, from public office or incapacity to exercise managerial functions, cannot
be appointed as directors and if appointed they forfeit their office.  

Also, according to the provisions of the Civil Code, directors cannot act as unlimited liability
shareholders in competing ventures, neither can they carry on a concurrent business activity
on their own or on behalf of third parties, nor as directors or general managers in competing
ventures, unless with explicit authorization by the General Shareholders Meeting.

The directors must inform the other directors and the Board of Auditors of any interest they
have on their own behalf or on behalf of third persons in a specific transaction of the company,
by specifying its nature, terms, origin and relevance.

In case of interest by a managing director, she/he must abstain from the transaction remitting
it to the Board of Directors and giving notice about it at the first appropriate Meeting.
The relating resolution by the Board must adequately justify the reasons and the convenience
of the transaction for the company.

Removal of Directors

Removal of a director can be effected by a resolution from a Shareholders Meeting. In case of
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corporations, when in the course of the fiscal year a vacancy of one or more directors occurs,
the others provide for their replacement by resolution approved by the Board of Auditors
provided that the majority is always constituted by directors appointed by the Shareholders
Meeting. If vacancies of the majority of the directors appointed by the Meeting occur, those who
remain in office shall call the Shareholders Meeting to provide for filling the vacancies.

In case of Limited liability companies, there are no specific provisions that the civil code sets
forth. Consequently, provisions of the By-Laws have to regulate replacement of the directors.

Annual accounts - Financial and operating results: Duties and Liabilities

The Meeting for approval of the annual balance sheet has to take place once a year within the
120th day after closing of the corporation’s fiscal year. By-laws may set a longer period of time
not exceeding 180 days for companies required to file a consolidated tax return and when there
is a specific need in connection with structure and business activity of the company. In this latter
case Directors have to make mention of the deferral in their report.

■ AUDITORS IN CORPORATIONS: the Board of Auditors – Only one out of the three or five of
the effective members (and one of the supplemental members) of the internal Board of
Auditors must be an auditor member of the Roll of Auditors; other members may be chosen
among members of other professional categories or among professors in juridical or
economical sciences.

According to the statutory provision of the Civil Code, the Board of Auditors exercises a control
of Law and Bylaws regulation compliance and over principles of fair management. In other
words its duty is to exercise administrative and legal control, while duty of control over
accountancy, which characterized the activity of the Board, has been eliminated. 

Members of the Board of Auditors have to attend both the Board of Directors’ and the General
Shareholders’ meetings, as well as meetings of the Executive Committee. They are removed if
they do not attend without justification two consecutive meetings during a fiscal year. The
supervisory board must meet at least each 90 days and may meet through the use of electronic
means (e.g. videoconferences).

When some shareholders report an unlawful action by Directors, the Tribunal cannot intervene
if the General Shareholders’ Meeting substitutes members of the Board of Directors and of the
Board of Auditors as a whole, and elect new members of adequate professionalism for curing
eventual illegality. 

The following cannot be elected members of the Board of Auditors: those who are in the
condition listed on Article 2382 (Insanity etc.), parent and relatives within the 4th degree of
company’s Directors, Directors of the company, parent and relatives within the 4th degree of
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either controlling or controlled company’s Directors; those who are bound to either the company
or to controlling/controlled companies by an employment relationship, a continuative consulting
relationship, a remunerated service activity, or by other economical interested relationship that
affect their independency. Among other duties, members of the Board of Auditors have also to
certify that a bond issuance does not override legal limitation.

■ ACCOUNTING SUPERVISION – Supervision over accounting has to be exercised by an external
auditor, who cannot be member of the Board of Auditors. His appointment may be mentioned
in the Certificate of incorporation or he may be elected by the General Shareholders’ Meeting.
Accounting supervision over companies with outstanding shares held by public investors has
to be exercised by an auditing company.

Accounting supervision over companies without outstanding shares held by public investors
and required to have consolidated financial statements may be exercised by an auditor.

Accounting supervision over companies without outstanding shares held by public investors
and not required to have consolidated financial statements may be exercised by an auditor as
well. In this latter situation, however, By-Laws may provide that accounting supervision is
exercised by the Board of Auditors, whose members shall be in this case only auditors members
of the Roll of Auditors. 

The auditor is elected by the General Shareholders’ Meeting, takes his office for three years
and may be removed only for “good cause”. His activity of control consists in:

- Drafting a specific auditing report
- Communicating to the Supervisory Board about the existence of any fact deemed to be blamed.

The auditors are required to:
- Verify quarterly during the fiscal year regularity of accounting and fairness of accounting
methods applied
- Express with specific report an opinion over the annual balance sheet and the consolidated
balance sheet
- Document the activity carried out on a specific book as provided by statutory regulation on
mandatory bookkeeping.

The auditing activity is in conflict with the office of member of the Supervisory Board of:
- The company
- Controlling/controlled companies and with other activities listed in the relevant provisions of
Civil code.
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■ AUDITORS IN LIMITED LIABILITY COMPANIES - In a Limited Liability company, an external
Auditor and the internal Board of Auditors exercise accounting supervision. Election of the Board
of Auditors is mandatory whenever:

- The stated capital of the company is in the amount equal or superior to the minimum amount
(€120,000) of stated capital required for Corporations

- Thresholds set forth in Civil Code, Article 2435bis, allowing a company to file simplified annual
financial reports are exceeded for two consecutive years.

If the above thresholds have not been exceeded for two consecutive fiscal years the company
is not compelled to maintain the Board of Auditors. Rules of the Civil Code regulating election
and functioning of the Board of Auditors of Corporations apply to Limited Liability Companies
as well.

Corporate governance issues for Publicly Traded Companies

Pursuant to the general principles indicated by CONSOB (which is the Italian Security Exchange
Commission), the managing bodies of publicly traded companies must adopt rules ensuring
substantive and procedural transparency and the fairness of the business transactions with
related parties and disclose them in the management report. For this task, they may be assisted
by independent experts on the basis of the nature, value or characteristics of the business
transaction.

The above provisions apply to business transactions directly entered into or through subsidiaries
and regulate such transactions in terms of powers, decision, reasonableness and
documentation. The supervising body exercises its control over the transaction and has to report
to the Shareholders Meeting.

> Tax Law

Corporate Income Tax (IRES)

Corporate income tax (IRES) is regulated by the Unified Text on direct Taxes (“Testo Unico
Imposte Dirette”). Italian resident corporations are subject to IRES on their worldwide income.
Non-Italian resident corporations are subject to IRES only on Italian source income. As of
January 1, 2004, the imputation system previously in force has been abolished and replaced
with the so called 'partial exemption' method, under which corporate profits are subject to
income tax at the level of the company and partially exempted at the level of the shareholders.
In addition, other significant measures have been introduced, e.g. reductions in corporate
income tax, the participation exemption regime and the domestic tax consolidation regime.
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Taxable persons, tax rates and taxable period

Corporate Income Tax (IRES) applies to resident and non-resident corporations. Resident
corporations are subject to IRES on their worldwide income, so-called 'unlimited taxation'. Non-
resident entities are subject to IRES only on income considered sourced in Italy, 'limited taxation'.

Resident corporations include Corporations (“Società per azioni - Spa”), Limited liability
companies (“Società a responsabilità limitata – Srl”), and Partnerships limited by shares
(”Società in accomandita per azioni- Sapa”).

Resident corporations also include companies formed under foreign jurisdictions which, for
most of the taxable period, have their statutory office, place of effective management, or main
object of their business in Italy. Resident partnerships not limited by shares, are not subject to
IRES. Such partnerships, namely “società in nome collettivo - Snc”, or “società in accomandita
semplice - Sas”, are considered transparent entities. For tax purposes, their income is
attributed to the partners and subject to tax accordingly.

For IRES purposes, the taxable period coincides with the company's financial year, as provided
by the law or by the articles of association. Otherwise, the taxable period coincides with the
calendar year. IRES is levied at a flat rate of 27,5%.

Regional tax on business activities (IRAP)

Regional tax on business activities, “Imposta regionale sulle attività produttive – IRAP”, is a
local tax applied on the value of the production generated in each taxable period by persons
carrying out business activities in a given Italian region. Non-Italian resident corporations are
subject to IRAP only on the production generated through Italian permanent establishments.
Rates may vary, though they range around 3.9%.

Indirect taxes – Value Added Tax (VAT)

The Italian value-added tax (VAT) system conforms fully to European Union VAT rules. In
principle, the system ensures that VAT is borne by the ultimate consumer only and that, at the
upper level, input VAT is deducted by the suppliers of goods and of services. VAT is charged on
any supply or service deemed to be made or rendered within the Italian territory.  The ordinary
VAT rate is set at 21%.

Transfer tax

Transfer tax (“Imposta di registro”), is due on specific contracts if formed in Italy, and contracts
including those formed abroad, regarding the transfers or leases of business concerns or
immovable properties situated within the Italian territory. The taxable base and rates depend
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on the nature of the contracts and on the status of the parties. When transferring immovable
properties, cadastral and mortgage taxes also apply. 

These are due for formal transcription in the public registers. The tax base matches that of the
transfer tax, with tax rates set respectively at 1% and 2%. Transfer tax, cadastral and mortgage
taxes are imposed as a lump sum of €129.11 on transfers of immovable properties subject to VAT.
Alternatively, transfer tax rates may vary from 4% up to 15% depending on the type of real property.

Municipal tax on real estate

Any owner, resident or non-resident, of real properties located within Italian territory must pay
annually the municipal tax on immovable property, “Imposta comunale sugli Immobili - ICI)”.
The taxable base equals the sum of the estimated value for the type and class of immovable
property, as determined by the Cadastral Office, ie, the cadastral income, and a given multiplier.
The municipality where the immovable property is located sets the tax rate at not less than
0.04%, and no more than 0.07%.

Inheritance tax and gift tax

On December 24, 2007 new rules were enacted to regulate inheritance and gift taxes. The
inheritance and gift tax is imposed on the value of the share of each beneficiary. The rates vary
depending on the relationship between the deceased and the beneficiary, as well as the non-
taxable threshold amount.

Inheritances of spouses and direct descendants or ascendants are subject to inheritance tax at
a rate of 4% on the amount exceeding €1,000,000 per beneficiary. Transfers to brothers or
sisters are taxed at 6% on the amount exceeding €100,000 per beneficiary. Transfers to relatives
up to the fourth degree or relatives-in-law up to the third degree are taxed at 6% on the entire
amount of their inheritance. Any other transfer is taxed at 8% on the entire amount.

> Foreign Investment

Registrations and Permits

There are not specific statutory regulations in Italy providing limitations on foreign investment
in the Country. In principle, foreign investments as well as domestic investments can be
forbidden only for reasons of public order, public health or other general principles of law.

■ EU CITIZENS AND EU COMPANIES – In accordance with the general principles of EU,
foreign EU citizens and EU companies enjoy the same treatment and protection of law as
domestic ones.
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■ NON EU COMPANIES –  As long as the reciprocity of treatment with another Country is
observed, foreign companies are generally allowed to operate, to maintain representative offices
or permanent establishments, to incorporate subsidiaries and to participate to domestic
business concerns in Italy.

Transfer of dividends, interest and royalties abroad

Transfer of dividends, interest and royalties abroad is not restricted. As tax statutory regulations
set forth, foreign citizens with fiscal residence in Italy or companies incorporated in Italy or
foreign companies without fiscal residence in Italy but having there a permanent establishment,
are taxable subjects in Italy and have to pay taxes in accordance with the relevant tax statutory
regulations applicable.

Definition of permanent establishment substantially matches the definition that Article 5 of the
OECD Model Convention (double taxation) establishes. Dividends, interest and royalties paid to
foreign citizens or foreign companies without fiscal residence in Italy, but with a permanent
establishment, are taxed through a withholding tax. 

Withholding taxes on foreign investments (dividends, interest and royalties)

There are three main withholding taxes applicable at source on certain payments: dividend
withholding tax, withholding tax on interest, and withholding tax on royalties.

■ DIVIDEND WITHHOLDING TAX – In principles, dividends paid to Italian resident individuals
from non-substantial participations in Italian corporations are subject to a 12.5% final
withholding tax.  Dividends from substantial participations in Italian corporations are not subject
to withholding tax. Dividends paid to Italian resident corporations, or to Italian permanent
establishment of non-resident corporations, are not subject to withholding tax.

Dividends paid to non-resident corporations without, or not through, an Italian permanent
establishment, from substantial and non-substantial participations in Italian corporations are
subject to a 27% final withholding tax. The withholding tax rate is reduced to 12.5% for dividends
from saving shares.

Reduced rates are possible under any tax treaties, Italy has concluded with the recipients'
country of residence. The withholding tax is not due, in line with the EU Parent-Subsidiary
Directive, for dividends paid by Italian resident corporations to its EU parent company. The
benefit is subject the parent's current ownership dating back at least one year, of no less than
25% of the Italian subsidiary's share capital.

■ WITHHOLDING TAX ON INTEREST – In principle, interest from bank accounts and deposits,
certain bonds, and similar securities are subject to withholding tax at rates of 27% or 12.5%.
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These taxes, if any, on interest received by Italian residents generally consist of an advanced
payment of income tax due by the recipients. As such, gross interest must be included in the
recipient's tax base and the withholding tax deducted from the aggregate taxable income. 
If non-Italian residents receive interest from bank accounts and deposits through an Italian
permanent establishment, no withholding tax is due. 

Interest and other profits from certain bonds issued by the state, by banks and by Italian-listed
corporations are subject to a 12.5% substitute tax.  If Italian resident corporations receive
interest from such bonds no substitute tax is due. If residents in countries listed in the so-called
'White List', e.g. those with adequate exchanges of information with the Italian tax authorities,
receive interest from such bonds, not through an Italian permanent establishment, no substitute
tax is due.

In principle, interest from loans received by residents other than business entities is subject to
a 12.5% advance withholding tax. If non-residents receive interest from loans, not through an
Italian permanent establishment, the withholding tax is a final payment of tax. The withholding
tax rate is set at 27% for recipients resident in countries listed in the so-called 'Black List', ie,
countries granting privileged tax regimes. The withholding tax rate may be reduced under any
tax treaties Italy has concluded with various foreign countries.

In line with the provisions of the EU Directive on Interest and Royalties, the withholding tax on
interest payments is not levied if these payments are made by Italian resident companies or by
Italian permanent establishments of EU resident companies to affiliated (i) companies resident,
for tax purposes, in another EU Member State or to (ii) permanent establishments of companies
resident, for tax purposes, in another EU Member State. In line with the above-mentioned
Directive, the benefit is applicable if certain shareholding requirements are satisfied.

■ WITHHOLDING TAX ON ROYALTIES – Royalties paid to Italian resident corporations, or to
Italian permanent establishments of non-resident corporations, are not subject to withholding
tax. In principle, royalty payments to non-Italian residents are subject to a 30% final withholding
tax. Under certain conditions, the tax base may receive a 25% flat deduction.

The withholding tax rate, if due, can be reduced under any tax treaties Italy has concluded with
various foreign countries. In line with the provisions of the EU Directive on Interest and Royalties,
the withholding tax on royalty payments is not levied if these payments are made by Italian
resident companies or by Italian permanent establishments of EU resident companies to (i)
companies resident, for tax purposes, in another EU Member State or to (ii) permanent
establishments of companies resident, for tax purposes, in another EU Member State. 

In line with the above-mentioned Directive the benefit is applicable if certain shareholding
requirements are satisfied.
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Tax treaties

In order to avoid double taxation, Italy has concluded tax treaties with the following Countries:

■ Albania ■ Georgia ■ Mexico ■ Sweden 
■ Algeria ■ Germany ■ Morocco ■ Switzerland 
■ Argentina ■ Greece ■ Mozambique ■ Tanzania 
■ Australia ■ Hungary ■ New Zealand ■ Thailand 
■ Austria ■ India ■ Norway ■ The Netherlands 
■ Bangladesh ■ Indonesia ■ Oman ■ Trinidad & Tobago 
■ Belgium ■ Ireland ■ Pakistan ■ Tunisia 
■ Brazil ■ Israel ■ Philippines ■ Turkey 
■ Bulgaria ■ Ivory Coast ■ Poland ■ Ukraine 
■ Canada ■ Japan ■ Portugal ■ United Arab Emirates 
■ China ■ Jugoslavia ■ Romania ■ United Kingdom 
■ Cyprus ■ Kazakhstan ■ Russia ■ U.S.A. 
■ Czechoslovakia ■ Kuwait ■ Senegal ■ Uzbekstan 
■ Denmark ■ Lithuania ■ Singapore ■ Venezuela 
■ Ecuador ■ Luxembourg ■ South Africa ■ Vietnam 
■ Egypt ■ Macedonia ■ South Korea ■ Zambia 
■ Estonia ■ Malaysia ■ Soviet Union 
■ Finland ■ Malta ■ Spain 
■ France ■ Mauritius ■ Sri Lanka 

The treaties generally provide more favourable tax treatment of Italian non-residents than the
treatment provided under local Italian law.  Most of these treaties are based on the OECD Model
Convention.

EU Parent-Subsidiary Directive

Italy has fully implemented the EU Parent-Subsidiary Directive for the abolition of double
taxation on corporate profits generated by an EU subsidiary, and distributed to an EU parent
resident in another EU Member State. 

According to the rules on taxation of dividends, dividends received by Italian parent corporations
are 95% exempt from IRES regardless of the size of the underlying shareholding, and of the
relevant holding period.

Dividends paid by Italian subsidiaries are exempt from withholding tax provided that the EU
parent corporations hold, for an interruptive period of one year, a direct shareholding of at least
25% in the Italian subsidiaries. Italy has not yet implemented the Directive 123/2003 regarding,
amongst the other, the reduction of the relevant threshold to 20%. 
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EU Merger Directive

Italy has fully implemented the EU Merger Directive regarding the tax ramifications arising from
mergers, divisions, transfers of assets and exchange of shares between EU-resident
corporations. In line with the EU Merger Directive, Italian tax law specifies the conditions under
which income, profits and capital gains from the above indicated business reorganizations -
occurring between Italian and other EU-resident corporations - are deferrable.

EU Directive on Interest and Royalty Payments

The EU Directive on Interest and Royalty Payments authorize provides for the abolishment of
withholding tax on payments of certain interest and royalties between corporations resident in
different EU Member States.The benefit of the exemption from withholding tax on payments
made in favour of EU beneficiaries is subject, amongst the others, to the following conditions: 

■ The recipient is the beneficial owner of the interest and royalties payments. To this end, the
recipient is regarded as the beneficial owner only if it receives the payment for its own benefit and
not as an intermediary, such as an agent, trustee or authorised signatory, for some other person

■ The interest and royalties payments are made:
- By a company which directly holds at least 25 per cent of the voting rights in the ordinary
shareholders meeting (“Voting Rights”) of the company which receives the payment
- To a company which directly holds at least 25 per cent of the Voting Rights in the company
which makes the payments
- To a company whose Voting Rights are directly held for a percentage not less than 25 per cent
by a third company which also directly holds said minimum percentage in the company which
makes the payments and in the company which receives the payments.

■ The minimum 25 per cent stake at point (ii) above is held without interruptions for at least 12
months. 

For the purposes of the exemption, the beneficial owner of the payments shall have to attest
its residence through a certificate issued by the Tax Authorities of its State of residency. The
implementing Decree provides that the exemption is applicable on interest accrued or royalties
payable as from January 1, 2004.  In addition, the Legislative Decree introduces a withholding
tax of 30% on payments made to non-Italian residents deriving from licences of industrial,
commercial and scientific equipments.

Repatriation procedures and restrictions

Capitals, dividends, interests and royalties are freely transferable to and from Italy, and foreign
citizens and business concerns are not subject to any restrictions on their repatriation. Transfers
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exceeding € 10,329.14 must however be notified to the Italian Foreign Exchange Office in
accordance with the statutory regulations on money laundering. 

Foreign Personnel  

Foreign citizens can enter our territory for tourism, for study, for family reunification and in
order to integrate into the labour market, within the limits established by entry flows.

■ Entry of foreign nationals coming form the European Union – It is regulated by the Schengen
agreements which made it possible to build a common area of free movement among the
signatory States and eliminated border controls. In this case, the foreigner who holds a permit
of residence, is exempt from a visa for stay not exceeding three months, upon the condition that
he does not enter Italy for subordinate work, for self-employment or for apprenticeship.

■ Entry of third-Country nationals – The foreigner must hold a visa that authorizes his entry
and that must be sticked on his passport or on another travel document. Some States are
exempt from the obligation of visa for tourism. 

Visas are issued by Italian embassies and consulates in the country of origin or in the country
in which the foreigner is regularly residing. The foreign national who legally enters Italy must
apply for the permit of residence within eight working days. This document will bear the same
reasons for stay as those stated in the visa.

■ Purpose of entry and visas – It is possible to legally enter and stay in Italy for:

- Tourism: in order to enter into our Country the foreign national must show a valid passport
upon crossing the border. This kind of permit does not allow to perform a job.

- Study: a visa for study can be applied for at the Italian Embassy in the foreigner’s country of
residence. Its validity is equivalent to the length of the course he/she intends to follow; in any
case, it must not exceed one year.

- Family reunification: it is possible be granted this permit when the applicant is a regularly
residing foreigner who holds a residence card or valid  permit of residence for subordinate work,
for self-employment, for asylum or for religious reasons: its duration must not shorter than
one year.

- Work: upon his entry into Italy, the foreign national must hold a visa for work that is issued
keeping into account entry flows quotas established by decrees that are issued every year.
Permits for work relate to subordinate work, self-employment and seasonal work.

In order to establish a permanent, fixed-term or seasonal subordinate work relationship with
a third-country national who resides abroad, the Italian or regularly residing foreign employer
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must submit a ad hoc request for authorization, bearing the name of the person, to the “Single
Desk for Immigration” that is competent in the place where the job will be performed.

The foreign national who intends to carry out an industrial, professional, craftsmanship or
commercial permanent self-employment job, or intends to establish a joint-stock or
partnership company or to take up posts in a company must possess the moral and professional
requirements that law requires from Italian citizens for performing their activities.

The foreign national who is already on the Itlaian territory for any other reason, on certain
occasions and within the limits established, can perform a job activity by applying for the
conversion of his title of residence to the competent local police headquarters (Questura).

The holder of a permit of residence for study or training can perform:

■ A subordinate job, once he has obtained the authorization from the competent Single Desk
for Immigration and the conversion of his permit of residence

■ A self-employment activity after the requirements for self-employment entry have been
tested and after the permit of residence has been converted

■ The holder of a permit of residence for seasonal work can perform permanent subordinate
work, and having his permit of residence subsequently converted, only if the previous year he
had got a permit of residence for seasonal work and, upon its expiration, he has gone back to
his country of origin.

> Labour Law

Domestic statutory regulation enacted in 2003, the so called “Legge Biagi”, substantially
amended the previous statutory regulations on labour relationships. The act introduced major
changes to the existing employment rules, by increasing flexibility in the market to the extent
of reducing unemployment and of promoting the hiring of young workers. 

The two major amendments of the reform may be summarized as follows:

■ New categories of contractual relationship were created to allow companies to upfront special
needs of business-growth over a limited periods of time, and to allow them to contain labour
costs during the periods of business-reduction

■ New regimes for independent contractors were established to allow job placements only
when needed for the performance of a specific project. 
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Employment relationships are regulated by the Constitutional principles, the provisions of the
Civil code, those of the so-called “Statute of Workers” (“Statuto dei Lavoratori”)48 and by other
statutory regulations. 

Terms and conditions of employment are also periodically established by the so called
Collectively Bargained Labour Agreements (CCNL) that have been entered for the different
professional categories. In case of conflict between the provisions of an employment contract
and the provisions of law, those of law always prevail. 

In addition, the Italian Constitution contains several general principles of labour law. Among
these are Article 1 that states that “Italy is a democratic Republic founded on labour”, Article 4
that sets forth “the Republic recognises to every citizen the right to work”, Article 35 “the
Republic protects work in all its forms and applications”. 

Some more specific constitutional principles of law, largely used by the Courts, are:

■ Article 36 about fair remuneration, maximum working hours, weekly and annual paid vacation
■ Article 37 about protection of women and minors on the job
■ Article 38 about social insurance for old age, illness, invalidity, industrial diseases and
accidents
■ Article 39 on Freedom of Association
■ Article 40 on the right to strike. 

The current types of employment relationship

There is no general requirement for an employment contract to be in writing. Statutory law sets
forth that contracts of employment are deemed to be for an indefinite period of time, unless
the statutory regulations provide otherwise.

Several new categories of employment contractual relationship have been established and
regulated. The new categories of relationship are as follows:

■ Job Sharing, whenever two or more employees sharing joint & several liability for a single
worker. Job sharing workers are entitled to set their own schedules at their own discretion.
Each worker’s pay is directly proportional to his/her own performance.

■ Job on Call that relates to a professional activity performed on a discontinued or intermittent
basis. Regardless of the nature of the professional activity it may be entered into by employees
younger than 25 years and older than 45 years also retired. Job on Call contracts must be put
in writing, and may be on fixed or open duration. They must also make provisions for a stand-
by allowance which must be equal to at least 20% of the salary envisaged by the applicable
collective labour agreement.
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■ Staff Supply, where the employment agencies are authorized to supply to their client
companies the labour activity of workers who have entered into an employment agreement
with an employment agencies. The clients and the employment agencies are jointly and
severally responsible towards the employee for settlement of wage and social security
contributions and for compliance with the employee's safety regulation (L. 626/94). Staff Supply
contracts set forth the rights and obligations of the employment agencies and their clients.
They may be either open term or fixed-term contracts.

■ Staff leasing contracts (open term contracts) that are generally used for freight and
warehouse services, managerial consultancy services (including the human resources sector),
call-centre management, porter and cleaning work. The agreement between the employment
agency and the employee they may be either a job sharing, part-time, job on call, training
employment or an entrance contract. Fixed term contracts are generally used for technical,
manufacturing-related, organizational and stand-in positions.

■ Ancillary Work that may cover either the no-profit sector, the occasional work by those at
risk of social exclusion, or regularly-performed domestic help.

■ Training Employment Contracts. There are three kinds of training contracts ("contratti di
apprendistato") covering:
- Training and learning rights and duties obligations
- Apprenticeship aiming at a professional qualification as a result of on-site training and
professional skills learning
- Training in connection with a diploma or other types of professional qualification.

■ Entrance Contracts ("contratti di inserimento") that may apply to single projects for
developing the skills of a worker within a specific field for his/her later reintegration in the job
market. Employers must grant to the worker a salary scheme at least not lower than the two
levels that the applicable collectively bargained labour agreements (CCNL) provide for those
workers having a qualification corresponding to the qualification that the worker is aiming to
through the project.

■ Part-Time Work that must be a working week of shorter duration than the full working week.
It may be carried out for a reduced daily working time or full time in which latter case it must
be for a limited period of time. It can be a combination of both as well. If the relevant CCNL does
not provide otherwise, the prior consent of the worker is mandatory for part-time work.

■ Secondment that means the transfer of an employee to another manufacturing unit, situated
beyond 50 kms from his usual work site. It is a practice permitted only if motivated with needs
relating to productivity, business organization or replacement of another worker. 

■ Coordinated and continuous collaboration relationships (so-called "collaborazioni coordinate
e continuative"), that may be adopted for one or more specific projects, work plans or
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development phases that the independent worker manages on a free-lance basis to achieve a
specific result. Collaboration contracts for specific projects must detail in writing:
- Duration of the relationship, that can be either fixed or for an indeterminate period of time, and
- Overall remuneration package, which must be proportional to the quantity and quality of the
work performed.

Collective Bargaining Agreements

Unions can freely negotiate collective agreements at provincial, regional and national levels.
Collective agreements and accords must be registered with the National Council of Economy
and Labour - CNEL within 30 days after they have been entered by the parties.  The provisions
of the collective agreements are binding for the employers of the category of workers falling
into the agreement and prevail over the employment agreement that the employer and the
employee have entered, save for those contractual provisions more favourable to the employee. 

The so-called economic agreements are instead those covering some categories of self-
employed (i.e. commercial agents, some doctors working for the National Health Service, etc,
also known as lavoratori parasubordinati). 

Collective bargaining can regulate all aspects of the employer-employee relationship, except
those that the law sets forth. Collective agreements do not entitle the workers’ representatives
to any co-determination right, but only to the right to be informed and consulted about the most
important decisions of the company. 

Suspension of the employment contract 

A provision of the Civil code51 establishes the suspension of the employment relationship,
occurring under the following circumstances:

■ Industrial accident sustained by the worker
■ Her/his illness
■ Maternity of the worker (two months before and three months after childbirth).

Sick employees are entitled to retain their job position and seniority, as well as their salary for
a period of up to six months or more, depending on their job category and the related applicable
CCNL.

Discharge 

A preliminary distinction must be made between fixed-term and indefinite term contracts. As
far as fixed-term contracts are concerned, termination is automatic at the end of the specified
duration or on completion of the specified task.
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Nevertheless, according to the provisions of Civil Code, the employer may terminate the contract
earlier for "just cause". The Civil Code provides that each contracting party (the employer and
the employee) of a contract of indefinite duration can terminate it, provided the notice period is
respected, or without any notice in case of just cause.

According to domestic Law an employee can be dismissed for the following reasons:

■ Just cause (Giusta Causa) meaning a serious breach of the employee by her/his duties or
other behaviour that prevents the working relationship to be carried forward
■ Justified grounds (Giustificato Motivo) meaning with that either: 
- A subjective reason that is a breach by the employee of his /her duties, which is not as
substantial as to constitute Just Cause. The breach may consist, for instance, in failure to follow
important instructions given by the management, material damages to machinery and
equipment, low performance (the grounds for dismissal being "subjective reason")
- An objective reason whereby the employer needs to reorganize the manufacturing process or
the workforce through redundancies. 

Dismissals must always be in writing and detail the reasons for dismissal. Failure to do so
makes the dismissal ineffective. Should the employee believe to have been unfairly dismissed,
he/she can challenge the decision in court and the employer must observe the following rules:

If the company employs up to 60 workers in total throughout Italy, or up to 15 in a single working
unit, the employer may chose between reinstating the dismissed employee or paying an
indemnity (between two and half, and six months pay). Under all other circumstances, the
employee is entitled to reinstatement and compensation for damages amounting to five months
salary at least.      

Failure to reinstate an unfairly dismissed employee usually results in an award of 15-month
salary plus compensation for damages against the employer. Employees dismissed for reasons
other than Just Cause are entitled to a notice period. Employers may exempt the employee
from working during the notice period by paying him/her an indemnity equal to the salary
payable during the notice period. Such an indemnity is liable to social security charges.

Under the provisions of the "collective dismissal procedure", whenever redundancy involves
five employees at least within a 120 day period of time and an employer with fifteen or more
employees, the company must preliminary consult with the trade unions. Termination without
grounds is limited to trial periods, domestic workers, employees who have reached retirement
age and directors. 

Dismissals on the grounds of political opinion, trade union membership, sex, race, language
or religious affiliation are null and void. Furthermore, members of workers' committees may
not be dismissed or transferred for one year following termination of their duties on the
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committee without the authorization of the relevant regional trade union organization. This
provision applies to directors and domestic workers as well. 

Dismissal on the grounds of pregnancy, if the dismissal takes place between the conception
and the end of the female employee's statutory period of absence on confinement leave or
unpaid leave, until the child reaches one year of age, is also expressly prohibited.  Dismissal on
the grounds of marriage is also prohibited. Protection against unfair dismissal of managerial
employees is regulated by collective agreements. 

In case of unjustified dismissal, remedies are different according to the size of the firm:
employers having more than 15 employees (or five in the agricultural sector) in anyone
establishment, branch, office or autonomous department, and employers having more than 60
workers, wherever located, are required to reinstate the dismissed employee, and to pay
damages at a rate of not less than five monthly salary payments.

Alternatively, the employee can refuse reinstatement and request payment of damages equal
to 15 monthly pay. If the employer invites the employee to return to work and the employee
does not take up the offer within 30 days, the contract is automatically terminated. Where there
are fewer than 15 employees in a unit or fewer than 60 employees in total, the employee unfairly
dismissed has no right to reinstatement, but is entitled to compensation ranging from 2, 5 to
six times the monthly pay. 

The employees of charity, union or political organizations are not entitled to be reinstated (Law
nr. 108/90). The contract of employment may also be terminated by the resignation of the
employee, provided a notice period is respected. However, an employee may resign
with immediate effect in circumstances that Civil code Article 2119 specifies, like:

■ Non-payment of wages or social security contributions
■ Closure of the enterprise
■ Failure to be included within the category or grade corresponding to the work effectively
being undertaken
■ Refusal to grant due holidays
■ Unilateral changing of the employee's duties with a corresponding reduction in wages
■ Offences by the employer against the duty to safeguard the physical and psychological well-
being of the employee (Civil code, Article 2087).

Specific provisions of statutory law on collective dismissals, provides for special procedures of
information and bargaining with unions before terminating contracts, and special indemnities
for the employees that are to be made redundant, according to EU directives. 
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Severance pay (TFR) 

For any termination of the contract of employment, on whatever ground, even for dismissal for
just cause or resignation, the employee is entitled to receive from the employer a severance
payment, which is usually referred to as “TFR - Trattamento di Fine Rapporto”. 

TFR is deemed to be a part of salary, must be set aside every year and kept by the employer,
based on the formula of 7,5% of every year’s salary, plus  revaluation according to a composed
index of 75% of price index increase +1,5%. The TFR may be partially paid off in advance, upon
occurrence of the following two conditions:

■ The employee has reached eight years of service 
■ She/he intends to purchase her/his household’s residence, or needs to withdraw the TFR for
health care, extended leave for child care or educational leave.

Equality

The Italian Constitution sets forth the principle of equality of all citizens before the law ”without
difference of sex, race, language, religion, and political views, personal and social position”.
Italy has also ratified the International Agreement of Economic, Social and Cultural Rights (New
York, 16 December 1966).

Statutory law also sets aside any agreement or action by the employer, constituting
discrimination for reasons of sex, race, language, religion, political opinion.  Equality between
men and women at work is specifically recognised and guaranteed by the Law. 

Other provisions of statutory law provide for affirmative action to encourage equal opportunity
for women in accessing to employment and during employment. Dismissals for discriminatory
grounds as such as political and union views, religion, participation in union activities are
prohibited. 

Likewise, dismissals for discriminatory reasons, such as race, sex, language, political and union
views, and religion are null and void and requires always the reinstatement of the dismissed
worker. Other kinds of discrimination as such as age discrimination, handicap discrimination
and AIDS base discrimination are forbidden.

A law on sexual harassment at work does not exist, though, there is case law on unfair dismissal
based on this ground. The Constitutional Court has ruled that equality is a fundamental right
of foreigners as well. For citizens of European Union member Countries, Article 48 of the EEC
Treaty abolishes all discrimination at work, wage and other conditions of work. Law nr. 40/98
establishes equality between other foreign workers legally resident in Italy and Italian workers. 



> Italy COMPENDIUM 2013

— 369 —

Social Security System 

The “Cassa Integrazione Guadagni”  is a State fund within the scope of the National Social
Security Institute. It was established in 1954, with a view to protecting the workers’ earnings in
the event the enterprise has difficulties. 

The Italian social security, managed by INPS, is compulsory and provides comprehensive
benefits for all employees. The social security costs, which are calculated on gross earnings,
are jointly financed by the contributions of employees and employer. Employers have to pay
two-thirds of contributions and employees are responsible for the remaining third.

As far as wage compensation funds are concerned, domestic labour law sets forth special
provisions for guaranteeing workers wages in case of a temporary lay-off or temporarily
reduced company activity not attributable to the employer or to the employees or caused by the
general economic situation. A Wage Compensation Fund (“CIG – Cassa Integrazione Guadagni”)
is available to industrial workers. The employer provides 80% of gross wage for hours not
worked, and is subsequently reimbursed by INPS.

An Extraordinary Wage Compensation Fund (“CIGS - Cassa Integrazione Guadagni
Straordinaria”) helps to secure employment once production resumes in a restructured,
reorganized or converted company. Only companies employing 15 or more employees are
eligible for CIGS. Compensation equals 80% of the worker's gross wage for hours not worked,
and is payable in a 12 month continuous period.

The “Cassa Integrazione Guadagni” is mostly used in cases of suspension or temporary
reduction of business activity of a company for reasons beyond market fluctuations and includes
suspension of activity in the building industry due to weather damages.

Severance pay scheme

In 2005 a new statutory regulation was enacted to the purpose of redefining, starting from
January 1, 2008 the entire statutory regulation applicable to supplementary pension schemes
for employees of private companies. 

The main features of the new regulation are the following: 

■ Increasing the amount of financing flows dedicated to supplementary pension schemes
■ Harmonization of the supervision system applicable to the entire supplementary pension sector 
■ New taxation regime applicable to pension funds 
■ Monitoring of the management of the financial resources arising from the workers contribution 
■ New financing system though the contribution by the employee of its severance pay (so
called “TFR”). 
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Specifically, the new statutory regulation provides that, starting from January 1 2008, the
employee shall be entitled to choose within a six months term, at his discretion, as whether:

■ Leaving the accrued severance pay within the employing company; or
■ Contributing it to a pension fund. 

If such six months period elapses without any election by the employee, the accrued severance
pay shall be contributed by the employing company to the pension fund mentioned in the
relevant labour agreement based on his/her implicit consent.

> Real Estate Law

Types of ownership

Real estate law is governed mainly by the Italian Civil Code, and by special laws for specific
issues. Real estate development projects and renovation works require approval by local
authorities entailing administrative licenses and permits. Real estate assets may be:
■ Stand alone assets 
■ Part of a joint property ('condominio'). Specific provisions of the Italian Civil Code (ICC) apply
to assets forming part of a co-property 
■ Part of a going concern. Rules relating to the transfer of a business apply.
There are four titles for classifying real estate assets:
- Full ownership 
- Long lease 
- Lease of business 
- Usufruct and Right of Common.

Land Registers

The databases of real estate registration in the Land Registers (Conservatoria dei Beni
Immobiliari and Catasto) make available to the general public all the information regarding any
real estate transaction. As a result, the information on the Registers is - by operation of the law
– deemed to be known to all, making contractual rights so registered enforceable against any
parties. Registration of a conveyance deed takes place at the Land Register of the province
where the real estate property is located and regards the title and a short summary of the
registered deed. 

Transfer formalities

The agreements for purchasing or selling real estate properties, and creating or transferring
real estate rights, must be in writing. These agreements are enforceable following registration
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with the local Land Register. A real estate sale in Italy is void unless the seller holds a valid
administrative building concession for the property. 

Purchase contracts can be:
■ Preliminary contracts 
■ Final contracts 
■ Forward sale agreements.

Preliminary contracts are the most common since both parties must fulfill certain conditions (eg,
the satisfactory outcome of the necessary title searches) before entering into the final contract.

Construction

Recent Legislative Decree 20 June 2005 no. 122 has provided for a regulation aimed to protect
purchasers of real estate under construction. Real estate under construction are deemed those
buildings for which the construction permit has been released and whose building procedure
is ongoing or those building whose construction procedure is at stage which does not enable
the release of the fitness for use certificate. In particular the above mentioned Legislative
Decree provides for: 

■ The obligation of the construction company to file a performance bond for an amount equal
to the amount paid by the purchaser, the obligation for the construction company to deliver an
insurance policy aimed to cover the purchaser from eventual risks for defects showed up
following the execution of the purchase contract; specific provisions to be inserted in the
purchase contract; 

■ A specific regulation for situations of financial crisis of the construction companies

■ The creation of a fund aimed to provide the reimbursement of the purchasers which have
suffered a loss upon bankruptcy of the construction company.

Leasehold types and formalities

■ RESIDENTIAL AGREEMENTS - Specific provisions regulate residential rental agreements
and apply to all properties except those seen as having historical, artistic, archaeological or
ethnic significance. There are two general types of rental agreements:
- Unregulated agreements: the parties can determine the rental rate and any periodic increase.
These agreements run for four years, renewable, with some exceptions, for additional four-
year terms 
- Regulated agreements: these must comply with the standards terms and conditions, national
and local, of standard agreements negotiated between landlords associations and the main
tenants associations.
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In both cases, tenants may terminate their agreement at any time, but must give six-months
prior written notice to their landlord.  Clauses and agreements either indicating a term
exceeding that set by law, or a rental rate higher than that declared in the written and registered
rental agreement, or in the standard agreement, are null and void.

■ RENTAL AGREEMENTS FOR COMMERCIAL PROPERTIES - Rental agreements for
commercial properties follow separate specific rules. Commercial properties include those for
industrial, commercial, tourist, business, workshop or similar use. Commercial rental
agreements must be for a minimum term of six years, or nine years for hotels and similar
businesses.  These are automatically renewed for another six, or nine- year term, unless either
party gives the other twelve months, 18 months for hotels, prior written notice of its intention
to leave. Also, a landlord can deny renewal upon expiration of the first contractual term if he/she
needs to use the property:
- As his/her own domicile 
- For productive activity carried out by himself/herself or by a close relative 
- To carry out substantial restructuring of the property. 

The rent is set by the parties, subject to any periodic increase required by law. If the landlord
terminates the rental agreement other than for just cause, he/she must give the tenant
compensation for the loss of goodwill, equaling 18 months rent, or 21 for hotels leases.
Compensation doubles if the landlord then rents out the same property within one year to
someone in the same or a similar business as the original tenant. There is no right to
compensation if the property is for:
- Businesses without direct contact with the general public 
- Professional business or temporary activity 
- Secondary properties in railway stations, ports, airports, highways, service areas, hotels and
tourist resorts.

Any provisions or agreement limiting the contractual term set by law or introducing terms
favoring the landlord in violation of the rent control (equo canone) law are null and void.

Real estate investment funds

The regulatory framework for real estate funds sets out:
■ Terms and conditions for real estate assets contribution to closed-end real estate investment
funds 
■ Terms of real estates assets contributions from, or sales of real estates assets to, managing
company shareholders of the relevant fund, or companies affiliated with the managing company.

The investment fund can hold, at most, real estate of its managing group equaling 60% of the
fund's aggregate value. It can take up loans amounting to 60% of the value of the real estate
assets held. Also, it can hold interests in real estate companies active in construction.
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Financing acquisition

Type of Acquisition Vehicle

The acquisition of real estate assets is through a special purpose vehicle. Limited liability
companies (S.r.l. - Società a responsabilità limitata) are used especially for tax reasons.

Security Package

A customary security package in a real estate acquisition would include:
■ Pledge on the shares or quotas of the vehicle 
■ Mortgage for the acquired estate 
■ Pledge on the bank accounts of the company holding the estate 
■ Pledge on the VAT receivables for the tax authorities.

Also, under Italian banking law, mortgages granted to secure mortgage loans are not subject
to claw back action if mortgage registration takes place at least ten days before the bankruptcy
declaration.

Financial Assistance Rules

Italian law prohibits financial assistance from a company to a buyer for the latter's acquisition
or subscription of the company's shares. This applies to all types of limited liability companies,
making it illegal to directly use the target's assets to finance the acquisition or to secure the
loan received by the buyer.  This provision remains in full force after the updating of Italian
company law in 2004.

With the 2004 Company Law, merger-based leverage buy-out transactions are legal in Italy,
subject to compliance with the Italian Civil Code. This applies to mergers between companies,
one of which has incurred debt in order to purchase a controlling stake in the other, if, as a
result of the merger, the latter's assets are an implicit guarantee or source for the repayment
of the debt. Certain formalities apply when implementing a merger between an acquiring
company that has incurred debt and the target company. The merger plan must indicate the
sources of funds available to the company after the merger for meeting its obligations. The
directors must show that the surviving company has sufficient funds to repay the acquisition
debt and file a business and financial plan giving details of such sources.

Due diligence checks

Due diligence verifications in real estate transactions cover various items relating to:
■ Encumbrances, restrictions on the seller's freedom of sale - Before purchasing real estate,
prospective buyers should conduct an appropriate ownership (cadastral) search to ensure
against encumbrances, in particular of mortgages or easements.
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■ Archaeological restrictions - Italy's Ministry of Culture1 has a pre-emptive right to the sale
or transfer of any real estate property in Italy with historical or archeological value or
significance. Perspective purchaser of real estate properties with historical or archeological
value or significance must notify the Ministry of any transfer or sale involving such properties.
Statutes or contractual provisions may also establish such pre-emptive rights.

■ Town planning restrictions - Each Italian municipality decides the permitted use of real estate
properties under its jurisdiction in keeping with local laws and regulations. Inter vivos (inherited)
property deeds, involving partition of co-owned so-called diritti reali (rights enforceable against
third parties), are null without a certificate from the local authorities stating the property's
intended destination. The certificate is mandatory for establishing or transferring any real estate
rights, irrespective of type or destination. It must mention the intended destination of the
property in accordance with local area regulations. Any subsequent change in the destination
or use of the property requires the local authorities' advance approval. The certificate provides
any prospective buyer with information on the terms, conditions and limits applying to the
property under sale. 

■ Constructions Permits - These are required only for: 
- Construction of new buildings 
- Urban restructuring 
- Restructuring works modifying the structure, size and/or use of a property.

Other real estate works do not require prior authorization if the relevant local authorities receive
administrative notice.

■ Environmental Issues - Italian environmental regulations are for public safety. Some
provisions relate to reclaiming polluted land or facilities. If pollution levels exceed the legal
threshold, the owner or occupier of the polluted property or the party responsible for the
pollution is liable.  He/she must bear all the costs necessary for reclaiming the area or
implementing specific safety measures preventing future pollution. The reclamation process
must respect administrative procedures and periodical reviews. Failure to implement the
reclamation plan may result in fines and even criminal liability.

DISCLAIMER  - While this chapter has endeavoured to go into length about the basic requirements imposed
on companies in Italy by the current legislation, this is only intended to provide a glance at the legislation.
Any business interested in setting up in Italy is advised to first consult legal and accounting professionals for
individual advice and not rely on the content of this chapter.
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ILP GLOBAL BITAR & MARCÍN it’s one of the most recognized and fast growing law firms in
Mexico, which provides a broad range of services to clients who have international and local
matters requiring high quality and individual attention at a competitive cost. One of the main
missions of ILP GLOBAL BITAR & MARCÍN it's to create value solutions for our clients
considering their interests, while meeting all legal requirements.

ILP GLOBAL BITAR & MARCÍN in México and their international partners ILP GLOBAL ESTUDIO
JURÍDICO OTERO (CHILE), ILP GLOBAL GALLEGOS VALAREZO & NEIRA (ECUADOR), ILP
GLOBAL LR ABOGADOS (SPAIN) and ILP GLOBAL LAOS, AGUILAR, LIMA & ASOCIADOS (PERÚ),
seek to satisfy our clients requirements in diverse jurisdictions always under a uniform
proceeding, criteria, business vision, quality standards, as well as maintaining a close
communication with our clients, without losing neither the idiosyncrasy of each country nor the
particularity of each jurisdiction.

Practice Areas

■ BUSINESS, COMMERCIAL AND CORPORATE LAW: A major area for the firm, it is the
Business, Commercial and Corporate law area which include the incorporation, handling and
legal audit (due diligence) of all kind of corporations, drafting and participation in all types of
shareholders’ and board of directors´ meetings, for which purpose we have full experience in
all those businesses related to mergers and acquisitions, spin-offs, dissolutions, liquidations,
assets sales and all kind of joint ventures projects.

An important part of our corporate area is the constant communication with our clients, in order
to keep a permanent registry and control of all obligations, recordings, authorizations and/or
updating necessary for their activities and operations.

>Mexico

ILP GLOBAL - BITAR & MARCÍN
www.ilpglobal.com.mx
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Our services in the corporate area include the advice and consulting in tax matters, including
the planning all those provisions applicable to the activities, operations and projects of our
clients and, should it be the case, all those contained in the tax treaties executed by Mexico. 

Likewise, our corporate and commercial services include the revision and drafting of all kind
of contracts, agreements and trusts related to, among other matters, construction, financing,
acquisition, lease, distribution, joint ventures and rendering of services.

■ FOREIGN INVESTMENTS: In response to the increasing globalization and participation of
foreign investments in the different areas of our economy and the free trade agreements
executed by our country, our services include the advice and consulting in all kind of projects
and businesses related with foreign investment, cross border investment, as well as the
preparation, representation and obtainment of any kind of authorizations, filings and notices
before the General Direction of Foreign Investment and /or the National Registry of Foreign
Investment.

■ REAL ESTATE LAW: ILP GLOBAL BITAR & MARCÍN has a great experience in all kind of
projects related with acquisition, lease and trust of real estate, including corporate real estate
and those located on the Mexican borders and coasts (restricted zone). In the event of foreigners,
individuals or corporations, the different alternatives and modalities provided by the Foreign
Investment Law and its Regulations are considered and advised by the firm to their clients.

Our services in this area include not only the fulfillment of all the applicable obligations (Use of
soil, construction, licenses, permits, public registry, etc.) but also the advice and consulting,
which covers the corresponding tax implications, rent reviews, zoning permits and land use
regulation.

■ GENERAL AND SPECIALIZED LITIGATION: Litigation is an important area for ILP GLOBAL
BITAR & MARCÍN therefore, we are aware that our clients rely on the Firm by entrusting the
representation of their businesses, based on which our attorneys and law clerks constantly
participate in updating courses in order to be able to render a better service.

In this area we provide consulting and representation in all kind of trials especially commerce
trials, civil trials, business and commercial matters, administrative and tax procedures,
bankruptcy, constitutional protection (amparo) and others. 

The litigation area, has the capacity to manage a large amount of trials, including their appeals
on local or federal courts, mainly in the metropolitan areas of Mexico City (Distrito Federal),
Guadalajara, Monterrey, Veracruz and Cancun.

■ CONSTITUTIONAL PROTECTION (AMPARO) AND ADMINISTRATIVE LITIGATION AND
PROCEDURES: We also represent our clients in diverse trials and administrative procedures,
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at local or federal authorities, including constitutional protection trials (amparo), against
government expropriation, new and modified laws, authorities actions, appeals in administrative
matters at all kind of local and federal courts or official institutions.

■ BIDDINGS AND CONTRACTS WITH LOCAL AND FEDERAL GOVERNMENT: The acquisitions
of goods and the reception of services by entities and bodies of the Mexican government and
the public sector is one of the most regulated areas in Mexican law, therefore, we have full
experience and practice in the advice and consulting in all kind of procedures related to public
biddings, restricted invitations and direct awards by the public sector; as from the revision of
the call and the basis, elaboration and filing of the proposal and documents provided by the
basis, until the awarding and formalization of the corresponding contract(s), including the legal
and tax implications of same.

Our services in this area consider and include the advice and representation of our clients in all
kind of remedies, administrative procedures, trials, appeals, including constitutional protection.

■ ANTITRUST LAW: As the result of the integration of the different economic and commercial
activities, members of our law firm have an active participation in the development and
application of the antitrust provisions by the Federal Competition Commission, which allows
us to advice and represent our clients in all kind of researches, denunciations, authorizations,
notices and procedures before said authority.

■ BANKING; INSURANCE AND FINANCIAL SERVICES: Our banking, insurance and financial
services area, represents banks, insurance companies, financial leasing and factoring companies,
brokerage houses, exchange houses, bond companies and in general all kind of institutions and
auxiliary organizations of credit, in all kind of acts related to their operation and functioning.

Members of this Law Firm have participated in different projects regarding financing and loans
granted by foreign entities in favor of Mexican individuals and corporations, including the
drafting of the corresponding agreements and the formalization of the securities interest
(mortgages, pledges, trusts, etc.) granted.

■ LOCAL AND INTERNATIONAL ARBITRATION,  MEDIATION AND ALTERNATIVE DISPUTE
RESOLUTION: Arbitration, Mediation and Alternative Dispute Resolution, are nowadays topical
subjects and have great acceptance in a large number of transactions and operations, not only
in the international scope, but in local transactions as well.

Members of this law firm have considerable experience in this area, acting as arbitrators or
representing one party within an arbitration, mediation or alternative dispute resolution procedures.

■ INDUSTRIAL AND INTELLECTUAL PROPERTY LAW: In view of the importance of the
trademarks, copyrights and the others symbols and information subject to protection, the Firm
has developed an Industrial and Intellectual Property Law area that renders services which
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comprise the recording, protection and defense of any kind of trademarks, commercial names,
industrial designs, patents, utility models and copyrights.

Our services in this area include the development, negotiation and preparation of franchise
agreements, either domestic or international.

The services for the defense and protection of the different intellectual and industrial property
rights include the advice and representation in all kind of litigations and procedures against
third parties or competent authorities, including constitutional protection.

■ INTERNATIONAL LAW OTHER LAW AREAS: Besides the areas mentioned before, ILP
GLOBAL BITAR & MARCÍN in México and their international partners ILP GLOBAL ESTUDIO
JURÍDICO OTERO (CHILE), ILP GLOBAL GALLEGOS VALAREZO & NEIRA (ECUADOR), ILP
GLOBAL LR ABOGADOS (SPAIN) and ILP GLOBAL LAOS, AGUILAR, LIMA & ASOCIADOS (PERÚ),
and the legal world network E-IURE, are specialized in other areas of national and international
law, commerce and consulting in related issues.

Partners

■ José Raúl Bitar Romo admitted, 1990, Mexico. Education: Universidad Anahuac (Law Degree,
with honors); Universidad Panamericana (Post J.D. Degrees: Civil Law, Commercial Law,
Amparo, Litigation, Criminal Law); Escuela Libre de Derecho (Post J.D. Degree, Commercial
Arbitration). Professor of Introduction to Law and Professor of Commercial Contracts at the
Master of Laws Degree, both at Universidad Anahuac Publications: Author: “Manual Práctico
de Derecho Mercantil”. Member: Mexican Bar (Barra Mexicana, Colegio de Abogados); Union
Internationale des Advocats (UIA). Languages: Spanish and English. Principal Practice Areas:
Business and Commercial Law; Corporate and Tax Law, Joint Ventures; Cross Border
Investment, Company Merger, Acquisitions and Sales; Capital Markets, Corporate
Restructuring Projects, Company Law; Private and Government Contracts; Franchises and
Franchising; Insurance and Reinsurance, Leasing; Commercial Landlord and Tenant Law; Office
Leasing; Shopping Center Leasing; Rent Review; General and Corporate Real Estate;
Trademarks; Zoning Law; Land Use Regulation; Intellectual Property; Author Rights; Industrial
Property Rights;  ;Local and International Arbitration; Mediation, Alternative Dispute Resolution,
Others. Email: raul.bitar@ilpglobal.com.mx

■ Carlos Marcin Pallares (Partner) admitted, 1994, Mexico. Education: Universidad
Iberoamericana (Law Degree, with honors); Universidad Iberoamericana Civil and Notarial Law
(Post J.D. Degree); Georgetown University Law Center (Post J.D. Degree, United States Law).
Publications: Editor: “Diccionario de Derecho Procesal Civil”, “Tratado de las Acciones Civiles”,
“Formulario de Derecho Procesal Civil”. Member: Mexican Bar (Barra Mexicana, Colegio de
Abogados); Union Internationale des Advocats (UIA). Languages: Spanish and English. Principal
Practice Areas: Civil, Commercial and Business Law and Litigation; Bankruptcy Law and
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Litigation; Banking Law and Litigation; Financial Law and Litigation; Insurance and Reinsurance
Law and Litigation, Factoring and Financial Leasing Law, Appellate Practice, Local and
International Arbitration; Mediation; Alternative Dispute Resolution, Constitutional Law; Amparo
and Administrative Litigation, Internet Law; E-Commerce, IP, Compliance, others. Email:
carlos.marcin@ilpglobal.com.mx

Associates

■ Ayalet Gittel Misrhaji Jaimes admitted, 2001, Mexico. Education: Universidad del Tepeyac
(Law Degree); Mexican Bar Association ( Post J.D. Degree Contracts). Languages: Spanish and
English. Principal Practice Areas: Business and Commercial Law; Corporate and Tax Law, Joint
Ventures; Cross Border Investment, Company Merger, Acquisitions and Sales; Capital Markets,
Corporate Restructuring Projects, Company Law; Private and Government Contracts;
Franchises and Franchising; Insurance and Reinsurance, Leasing; Commercial Landlord and
Tenant Law; Office Leasing; Shopping Center Leasing; Rent Review; General and Corporate
Real Estate; Trademarks; Zoning Law; Land Use Regulation; Intellectual Property; Author
Rights; Industrial Property Rights; Intellectual, Industrial, Property Rights, Patent and
Trademark Litigation, Immigration. Email: ayalet.misrhaji@ilplobal.com.mx

■ Manuel Alejandro Ortega Castro admitted, 1998, Mexico. Education: Universidad
Intercontinental (Law Degree; Post J.D. Degree Law Procedure). Languages: Spanish and
English. Principal Practice Areas: Civil, Commercial and Business Law and Litigation;
Bankruptcy Law and Litigation; Banking Law and Litigation; Financial Law and Litigation;
Insurance and Reinsurance Law and Litigation, Appellate Practice, Constitutional Law; Amparo
and Administrative Litigation, Lasing Litigation, Consumer related litigation. Email:
alejandro.ortega@ilpglobal.com.mx

■ Ruben Almanza Jimenez (Associate) admitted, 2001, México. Education: Universidad La Salle
(Law Degree;) Master Degree in Civil Law, Universidad Carlos III Madrid, Spain (Post J.D.
Degree, “International sales, electronic commerce, and others problems of private law”
Languages: Spanish and English. Principal Practice Areas: Civil, Commercial and Business
Law and Litigation;  Bankruptcy Law and Litigation; Banking Law and Litigation; Financial Law
and Litigation; Insurance and Reinsurance Law and Litigation, Appellate Practice, Constitutional
Law; Amparo and Administrative Litigation, Family Law;  Mortgages. Email:
ruben.almanza@ilpglobal.com.mx

Mexico

Mexico offers countless opportunities for those who wish to invest, increase their
competitiveness in international markets and expand their business worldwide. Our territory
enjoys a strategic geographical position, great natural wealth and the advantage of being a
country primarily of young people. This, together with the plurality of its industrial sectors, solid
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international trade relations, economic and financial stability, as well as a notable political
maturity, consolidates it as one of the best destinations for international investment.

According to a study carried out by the consulting firm AlixPartners, Mexico is the country with the
lowest costs for the manufacture of industrial components among the main emerging economies
(Brazil, China and India) thanks to the fact that it possesses an attractive exchange rate against the
dollar, relatively low transportation costs and a large number of Free Trade Agreements.

Worldwide, Mexico is highly ranked in several areas:

■ Mexico is the world's 14th largest economy, measured by the value of its GDP;
■ Mexico is the 13th most important country in the world in terms of its international trade
in goods;
■ Mexico is the 18th most important economy in terms of its proven oil reserves, and the sixth-
largest oil producer in the world as of 2006
■ Mexico is the world's 10th most important tourist destination, welcoming 21.45 million tourists.
■ Mexico is the third recipient of Foreign Direct Investment flows, among developing economies
in the world.

Mexico is the world's second country with more free trade agreements. It has 234 bilateral and
122 multilateral agreements, and it is the only country that covers two of the world's leading
markets: North America and the European Union. Overall, Mexico covers 44 countries with its
network of agreements, so it has been able to significantly increase its business participation
in the world in the last 15 years.

ILP GLOBAL BITAR & MARCÍN in México and their international partners ILP GLOBAL ESTUDIO
JURÍDICO OTERO (CHILE), ILP GLOBAL GALLEGOS VALAREZO & NEIRA (ECUADOR), ILP
GLOBAL LR ABOGADOS (SPAIN) and ILP GLOBAL LAOS, AGUILAR, LIMA & ASOCIADOS (PERÚ),
have advised leading corporations and individuals on several law issues in today’s integrated
world market, we have a shared vision of the importance of being able to serve with quality,
reliability and in an expeditious way in diverse jurisdictions.

> Foreign Investment 

Authorities

■ Comisión Nacional de Inversiones Extranjeras (National Commission of Foreign Investments)
■ Registro Nacional de Inversiones Extranjeras (National Foreign Investment Registry) 
■ Secretaría de Economía. (Secretary of Economy) 
■ Dirección General de Inversiones Extranjeras (Directorate of Foreign Investments)
■ Secretaría de Relaciones Exteriores (Secretary if Foreign Affairs)
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The Law considers as foreign investment:

■ The participation of foreign investors in any proportion in shares, equity participations or
rights acquired from a Mexican company.
■ The assets, rights, concessions, participations or interests that Mexican companies with
majority of shares acquired by foreign investors may hold.
■ The participation of foreign investors may have on the activities or acts according to the Law.

According to the Mexican legislation there are three forms recognized by means of which
investments projects can be carried out in Mexico, as follow:

THROUGH THE ESTABLISHMENT OF A FOREIGN MORAL PERSON IN THE MEXICAN
TERRITORY, WHICH CAN ADOPT TWO MODALITIES:
- As a branch or office of representation able to receive income. These are companies legally
constituted abroad and legally recognized in Mexico. A permit from the Secretary of Economy
(Secretaría de Economía) is required, in order to register in the Public Commerce Registry
(Registro Público de Comercio), moreover, these companies cannot  acquire nor participate in
any activity reserved or subject to specific regulation under the Foreign Investment Law (Ley
de Inversión Extranjera).

- As a branch or office of representation without income. These are foreign moral persons who
do not conduct mercantile operations, they only represent foreign entities and its only purpose
is to provide information, services and counseling regarding the activities, products or services
provided by its holding abroad. They require a permit by the Secretary of Economy (Secretaría
de Economía) to be established in the territory, however, they do not require to be registered in
the Public Commerce Registry (Registro Público de Comercio), and they have to disclose its
discharge in zero before the Ministry of Finance and Public Credit. (Secretaría de Hacienda y
Crédito Público).

THROUGH THE CONSTITUTION OF A MEXICAN MERCANTILE COMPANY, IN WHICH THE
FOREIGN INVESTMENT CAN PARTICIPATE UP UNTIL 100% IN ITS STOCK CAPITAL. The general
law for mercantile societies (Ley General de Sociedades Mercantiles) recognizes six kinds:
- Sociedad en Nombre Colectivo
- Sociedad en Comandita Simple
- Sociedad de Responsabilidad Limitada
- Sociedad Anónima 
- Sociedad en Comandita por Acciones 
- Sociedad Cooperativa (being the most common Sociedad Anónima)

According to the Foreign Investment Law, foreign investors can participate freely on a Mexican
mercantile society. The only restriction is if it is a society, in which the activities are subject to a
specific regulation.
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THROUGH A MEXICAN COMPANY SUBJECT TO SPECIFIC REGULATION: Foreign investment
can participate in any proportion with shares in any Mexican Company, also can acquire property
and participate in new fields of the economic activity, unless those activities are reserved for
nationals according to the Foreign Investment Law. Furthermore, the proportion of the
participation of the foreign investment subject to maximum limits will not be considered as a
direct investment as long as such participation is made through Mexican registered companies
with majority of shares, which also should not be controlled by foreign capital.

Maximum limits

The maximum limits for the foreign investment participation to the following economic activities
are as follow:

UP TO 10%:
- Sociedades Cooperativas de Producción.

UP TO 25%:
- National air transportation
- Air-Taxi Transportation
- Specialized air transportation

UP TO 49%:
- Insurance institutions 
- Surety institutions
- Exchange houses
- General deposit warehouse
- Financial lessor
- Financial Enterprises
- Limited object financial societies
- Corporations and civil societies
- Resources manager
- Administration retirements funds 
- Any activity involved on the elaboration and dealing of explosive, guns, munitions and fireworks,
without including the acquisition and usage of explosives for industrial activities
- Publication of newspapers for the exclusive local distribution.
- Shares Type “T” of Companies dedicate to agricultural, cattle or forest land activities.
- Fresh water fishing, coastal fishing and in the exclusive economic zone, excluding aquaculture.
- Port management in general.
- Harbor services of pilotage to the boats to conduct operations of inner navigations in terms
of the correspondent Law.
- Shipping companies dedicated to commercial operation of boats for inner navigation and
cabotage, except tourist cruises and the operation of dredges and naval devices for the
construction, conservation and harbor operation.
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- Fuel provision and lubricants for boats and airships and railway equipment.
- Companies with permits allowed under the terms of articles 11 and 12 of the Federal
Telecommunications Law (Ley Federal de Telecomunicaciones).

Favorable resolution is required from the National Commission of Foreign Investments
(Comisión Nacional de Inversiones Extranjeras) where the foreign investment tries to participate
in a greater proportion to 49% in the economic activities and societies which are mentioned as
follows:
- Harbor services to the boats to conduct its operations of inner navigation such as tow, mooring
of ends. 
- Shipping companies dedicated to the operation of boats exclusively in height traffic.
- Concessionary companies dedicated to render services of aerodromes to the public.
- Private services of pre-school, primary, secondary education, high school or above and
combined services.
- Legal services.
- Credit information societies.
- Value institutions.
- Insurance agents.
- Mobile phone services.
- Oil transportation.
- Gas and oil well perforation.
- Construction, operation and exploitation of public service railroads. 

Also, it is required a favorable resolution from the Commission allowing the foreign investors
to participate in Mexican companies, either as a direct or indirect investment on an percentage
over 49% on its corporate capital solely when the total value of assets of the societies in
question, at the time of the submission of the acquisition request, exceeds the amount
determined by the Commission on annual basis.

Restricted Zone

There is a two-tier corporate scheme where a holding company directly owned by foreigners
and a land company held by the holding company is used in order to allow foreign investment
to legally acquire property in this area without violating the constitutional mandate, therefore,
the Mexican companies which articles of association include the exclusion of foreign investor’s
clause are allowed to acquire assets in the Mexican territory and also on the restricted zone
regarding property, also permit from the Secretary of Foreign Affairs (Secretaría de Relaciones
Exteriores) is necessary.

The Law allows direct ownership by a foreign held corporation through a renewable maximum 50-
year trust which was created to vest title to real property in a trustee bank for the benefit of a foreigner
or foreign-held business entity, where a permit from the Secretary of Foreign Affairs is necessary.
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The permit is granted to credit institutions (banks) so that is required for financial institutions
to acquire as trustees, rights on real property located in the restricted zone, provided the
purpose of the trust is to allow the use and enjoyment of such property but without thereby
creating any rights in rem thereon, and provided further that the beneficiaries of the trust are
foreign individuals or corporate entities acquire as trustees, according to what is stated on
articles 11 of the Foreign Investment Law and article 9 of the Statute of the Foreign Investment
Law and the National Foreign Investment Registry.

Neutral Investment 

Foreign Investment in Mexican companies or through authorized trusts according to the Foreign
Investment Law will not be taken in account to decide on the foreign investment percentage in
the Mexican companies’ stock capital.

It is considered as neutral investment those shares without right to vote or with limited
corporate rights, where authorization by the Secretary of Foreign Affairs and/or the National
Banking Commission (Comisión Nacional Bancaria y de Valores), as the case may be, is needed.

Requirements, procedures and special provisions

The permit for the incorporation of companies to which article 15 of the Law refers shall be
granted to those entities which its corporate name is not already used by a different company
or in which name are included words or specific terms regulated by other specific piece of
regulation. Therefore the Secretary of Foreign Affairs shall condition the permits to such
regulation.

Also, it is committed before the Secretary of Foreign Affairs to be treated themselves as
nationals with respect to all of the above issues and it will be understood to waive to invoke the
protection of their governments under penalty otherwise of losing their rights and assets
acquired in favor of the Mexican Nation, thus the foreigners exclusion clause should be included
on the articles of association according to article 15 of the Foreign Investment Law.

However, when in the company by-laws the foreigner exclusion clause is not agreed, an express
agreement or pact must be entered into which shall form an integral part of the by-laws,
whereby the present or future foreign equity holders obligate themselves, before the Ministry
of Foreign Affairs, to be considered as nationals with respect to: 

■ The shares, equity participations or rights acquired from said companies;
■ The assets, rights, concessions, participations or interests that said companies may hold, and
■ The rights and obligations derived from the contracts to which said companies may be a party.
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The mentioned agreement or pact must include the waiver of invoking the protection of their
governments under penalty of otherwise losing their rights and assets they acquired in favor
of the Nation.

In the case of change of the corporate name, the Foreign Investment Law provides that the
Secretary of Foreign Affairs shall grant the permit in compliance with article 16 of such
regulation, provided always that, in addition to compliance the desire of the legal entity to carry
out the change is evidenced.

Within the ninety (90) business days following the date on which the Ministry of Foreign Affairs
grants the permits for the incorporation of companies or change of corporate name or business
name, the interested parties must go to execute before person vested with notarial authority,
the corresponding instrument for the incorporation or the by-law amendments of the company
involved. Upon expiry of such term without the execution of the corresponding public
instrument, the permit shall have no further effect.

Within six (6) months following the issue of the permits for the incorporation of companies or
change of corporate name or business name to which article 15 and the first paragraph of
article 16 of the Law refers, the interested party must give notice of the use thereof to the
Secretary of Foreign Affairs.

In the case of the permit for the incorporation of companies, the notice must specify the
inclusion in the corresponding instrument of the foreigners’ exclusion clause or, if applicable,
the agreement provided for in article 14 of the Regulations of the Foreign Investment
Law(Reglamento de la Ley de Inversiones Extranjeras).

In the case of liquidation, merger or spin-off, notice must be given to the Secretary of Foreign
Affairs within one (1) month following the date in which the act took place.

The interested parties may opt to present the notices through the Ministry of Finance and Public
Credit, when in accordance with the fiscal provisions notices must be filed before the Federal
Taxpayers Registry regarding the incorporation, change of corporate name or business name,
liquidation, merger or spin-off of companies. The Ministry of Finance and Public Credit must
deliver to the Ministry of Foreign Affairs the information contained therein within the three (3)
months following their filing. 

The Secretary of Foreign Affairs shall reserve for the companies, the exclusive use of the
corporate names or business names in accordance with the permits it grants, except when the
interested party breaches the provisions of the first paragraph of the 18 article of the
Regulations of the Foreign Investment Law(Reglamento de la Ley de Inversiones Extranjeras)
or the corresponding company is extinguished.
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The notice of change of the foreigners exclusion clause to the one of admission to which the
second paragraph of article 16 of the Law refers, must be accompanied by a copy of the public
instrument which contains the by-law amendment and which includes the agreement to which
article 14 of these Regulations refers. The company involved must state in a said notice if it is
the owner of real estate in the restricted zone and the use for which they are intended.

Registration

The recordings, renewals of registration records, cancellations of registration records and
notations on the Registry, shall be carried out provided that:

■ The provisions set out in the Law or these Regulations are observed and, if applicable, the
corresponding authorizations and permits are obtained;
■ The filing with the Registry of the notices or reports provided in these Regulations has not
been omitted;
■ They are presented in the formats referred to in Section I of article 33 of these Regulations,
complete and with all due requirements, as well as with the evidentiary  documentation which,
as the case may be, supports the applications and the notices that must be made to the Registry;
■ The payment of the duties provided in the Federal Duties Law is previously proven, and 
■ The payment of the penalty which, if applicable, may have been determined in accordance
with article 38 of the Law is previously proven. 

> Tax Law

Most important tax laws

■ Código Fiscal de la Federación Tax Code
■ Ley del Impuesto sobre la Renta  Income Tax Law
■ Ley del Impuesto Empresarial a Tasa Única Corporation Tax Single Rate
■ Ley del Impuesto al Valor Agregado Value Added Tax Law
■ Ley del Impuesto a los Depósitos en Efectivo Law for Tax on Cash Deposits 
■ Ley de Impuesto Especial sobre Producción y Servicios Excise Tax, Tax on Production and Services
■ Ley de Ingresos de la Federación Internal Revenue Law

Ley del Impuesto sobre la Renta (Income Tax Law)

Individuals and legal entities are required to pay Income Tax Law, in the following cases:

■ Mexican residents: With regard to all their incomes, no matter the source.
■ Residents in a foreign country with permanent establishment: With regard to the incomes
coming from the permanent establishment.
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■ Residents in a foreign country: With regard to the incomes coming from sources inside the
national territory, when there’s not permanent establishment in the county, or when having it,
those incomes don’t come from it. 

The General Tax Rate for legal entities is 30% for 2011 and 2012, for 2013 it will be 29% and for
2014 28%

Ley del Impuesto Empresarial a tasa única (Corporation Tax Single Rate)

Individuals and legal entities residing in the national territory, as well as, foreign residents
having a permanent establishment in the country, are required to pay Corporation Tax Single
Rate on the revenues they obtain, regardless of the place where the revenues are generated,
by carrying out the following activities:
■ Transfer of assets.
■ Rendering of Independent Services
■ The granting of  temporary use or enjoyment of assets.

Foreign residents with permanent establishment in the country are required to pay Corporation
Tax Single Rate, for income attributable to that establishment, derived from those activities.
In general the Corporation Tax Single Rate is calculated by applying the rate of 17.5% (There
are special rules regarding this tax combined with the Income Tax Law, which one can be
compensated.) 

Ley del Impuesto a los Depósitos en Efectivo ( Law for Tax on Cash Deposits)

Individuals and legal entities are obliged to pay the Law of the Tax on Cash Deposits, with respect
to all deposits in cash in National or foreign currency, that they make into any type of account
that they might have in their name in the institutions of the financial system.

Should not be considered cash deposits, those which are made for individuals and corporations
through wire transfers, account transfers, credit or any other document or system agreed with
institutions of the financial system in terms of the applicable law, even thought when they are
in charge of the same institution that receives them.

They are not obliged to pay the Law of the Tax on Cash Deposits:
■ The Federation, Federal States, Municipalities and Government Entities paraestatal, under
Title III of the Income Tax Law or the Federal Revenue Law, are considered non-Income Tax Law.
■ Legal entities with non-profit under Title III of the Income Tax Law.
■ The individuals and legal entities, for cash deposits held in their accounts, up to an aggregate
amount of $15,000.00 for each month of the fiscal year, except for cash purchases of cashier's
checks. For the excess of such amount shall be paid the tax on cash deposits under the terms
of Law of the Tax on Cash Deposits.
■ Among others.
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The Law of the Tax on Cash Deposits is calculated by applying the rate of 3% to the cash deposits
on the bank accounts.

Ley del Impuesto al Valor Agregado (Value Added Tax Law)

Individuals and legal entities are required to pay Value Added Tax Law, for carrying out the
following acts or activities in the national territory:
■ Transfer of assets.
■ Rendering of Independent Services.
■ The granting of  temporary use or enjoyment of assets.
■ Imported assets or services

The Value Added Tax Law is calculated according to the values stipulated by applying the rate
of 16%

Impuesto Especial sobre Producción y Servicio (Special Tax on Production and Services)

The natural and legal entities are required to pay Tax on Production and Services, for carrying
out the following acts or activities:
■ The Transfer in the National Territory, definitive importation of assets 
■ The Act for rendering services.

Property Tax: this is a state tax and rate depends on the rules provided by each of the 32 states
in Mexico.

Fiscal obligations for foreigners

Foreign residents who obtain an income in México, and do not have a permanent establishment
in the country, or if they have it, and income is not from said establishment, have the following
obligations:

■ Registration to the Federal Taxpayer's Registry (RFC)

■ Pay income tax for the income obtained. This obligation is fulfilled when the person who
makes the payments withholds the tax and pays it to the Tax Administration Service (Servicio
de Administración Tributaria). 

■ When the person who makes the payments is not obliged to withhold the tax, the taxpayer
who obtains the income must pay by means of a return filed at the banking window or through
the Internet, within the next 15 days following that on which income was obtained. 

■ People who offer independent professional services, and obtain income from fees, must issue
professional services receipts.
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■ People who obtain income from real property leasing, or in general from granting the
temporary use or benefit of said real property, must issue receipts for the collected rents.
It is important to mention that the tax paid through withholding, or directly by the taxpayer, is
considered as definitive payment, which means that there is no obligation to file a return.

Foreigners should pay the following taxes

INCOME TAX (Impuesto sobre la renta): People with Mexican or foreign nationality, who reside
abroad and obtain income in Mexico, are obliged to pay income tax.

VALUE-ADDED TAX (Impuesto al valor agregado): They must pay the value-added tax if they
obtain income from the disposition of property or from the lease of real property different from
residential property. Value-added tax must also be paid if it has to do with leasing of furnished
real property, or with hotels or boarding houses. 

Furthermore, the value-added tax due in accordance with the Value-added Tax Law (Ley de
Impuesto al Valor Agregado), must be paid by any individual or legal  person who make
payments to residents abroad for rendering services in Mexico, for the use or benefit of tangible
or intangible property, among other cases, since this is considered as importation.

TAX ON CORPORATE ASSETS (Impuesto al activo): Nonresidents are obliged to pay the tax on
corporate assets (until 2007) when they have a permanent establishment in Mexico, for the
property or the assets that are used in said establishment.

CORPORATION TAX SINGLE RATE. IETU (Impuesto empresarial a Tasa Única) 

This tax must be paid by companies and persons living in national territory, as well as foreigners
with permanent business activities in Mexico. The tax will be paid according to the income
obtained, no matter the place where the income was generated (specifically for: selling fix
assets, independent services and temporary rent of assets). (There are special rules regarding
this tax combined with the Income Tax Law, which one can be compensated.)

Foreigners

For tax purposes, foreigners are individuals or juridical persons (commercial companies,
associations or civil companies, among others) who are ruled by the legislation of another
country for reasons of nationality, domicile, residence or operations center, among other
criteria. In order to explain the applicable tax regime, we separate foreigners as:

■ RESIDENTS IN MEXICO: The tax legislation considers residents in Mexico the following
people:
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- The national and foreigner individuals that have their house in Mexico. People can also be
considered as residents when they have their house in another country if they are in the
following cases:

• When more than the 50% of their annual income is obtained in Mexico.
•When the center of their professional activities is located in Mexico.

- People who are Civil servants or Mexican workers, even when the main base of its business
is abroad. 
- The legal entities (Business partnerships, Associations or Civil partnerships, among others)
that have been established according to the Mexican Law, as well as the ones that have
established the main base of its business or their working headquarters in Mexico.

■ RESIDENTS ABROAD: For fiscal purposes, the following are considered foreign residents:

- Individuals, nationals or foreign, who do not have their residential property in Mexico. If they
do, they are considered nonresidents if their main business location is not in this country, that
is to say, if more than 50% of their annual income does not proceed from a wealth source located
in Mexico, or if the center of their professional activities is not located in national territory,
among other reasons.

- Any legal person such as commercial companies, associations and civil companies, among
others, which are not constituted in accordance to the Mexican laws, as well as those which
have not established in Mexico their main business location or the seat of their bureau, but
keep one or more permanent establishments in national territory. Individuals of Mexican
nationality are presumed to be residents in Mexico unless they prove that they are residents in
another country. Individuals or juridical persons who, according to what was previously
mentioned, are nonresidents, must pay taxes in the following cases:
- When they obtain income from any source of wealth located in the national territory. 
- When they have a permanent establishment in the country, for the income derived from said
establishment. 

Foreigner residents pay taxes in Mexico in the following cases

Foreign residents who obtain income in Mexico or when they have a permanent establishment
in the country, they have to pay for the income obtained from such establishment. The before
mentioned people must pay taxes in Mexico when they obtain income from the following
concepts:

■ SALARIES: Salaries are those obtained from wages and other benefits derived from a labor
relation, and include overtime and additional benefits, indemnities, retirement income,
retirement annuities, retirement insurance, bonus, among others, except the remunerations
to members of the board of directors, of surveillance, advisory or of any other nature, as well
as fees to managers, commissioners and general managers.
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■ FEES: It is considered as income obtained from fees those received for rendering professional
independent services, such as medical, administration, financial, accounting, architecture,
engineering, computing, designing, artistic, sports, music, singing, among others, as long as
services are not rendered in a subordinate way, that is to say, there is no work relationship. 

■ REMUNERATIONS TO COUNCIL MEMBERS, ADMINISTRATORS, COMMISSIONERS AND
MANAGERS: Inside this concept are considered the fees that are paid in Mexico or abroad, by
resident companies in Mexico, to:
- Members of directive councils, of vigilance, consultative or others. 
- Administrators, commissioners and managers.

■ REAL PROPERTY LEASING AND RENTING: Considered as income from leasing are the
amounts a foreign resident obtains for leasing, and in general from granting the use or benefit,
and other rights agreed, on real property even when income is obtained from the sale or transfer
of the rights mentioned above, as long as said assets are located on national territory.

■ CONTRACTS OF TIME-SHARING TRAVEL SERVICE: In contracts of time-sharing tourist
services we consider those related to real property destined to tourism, vacation, recreation or
sports purposes or any other that falls into anyone of the following suppositions:
- To grant the use or benefit, or the right to occupy or enjoy, in a temporary or definitive way, -
one or several real properties or part of the same. 
- To offer lodging or a similar service in one or several real properties, or in only a part of them,
for a specific period of time, or at intervals previously established, determined or determinable. 
- To transfer or other dispositions of memberships or similar titles, whichever name is used,
allowing the use, benefit, enjoyment or lodging in one or several real properties or in only a
part of them. 
- To grant a third party the administration of one or several real properties located in national
territory, to provide lodging or shelter to people different from the taxpayer.

■ SALE OR OTHER DISPOSITION OF SHARES: People who obtain income from sale or other
disposition of shares or other bonds representing the property of assets, will consider that the
source of wealth is located in Mexico when:
- The person who has issued them is a resident in the country.
- The accounting value of shares or bonds results, for more than 50%, of real property located
in national territory.

Income from the sale of profits of profit sharing associations is also considered in this concept,
only when business activities are carried out in Mexico through said associations.  

■ FINANCIAL LEASING: It is considered as interest income from financial leasing, that obtained
from leasing with option to buy or with the right to participate, when the asset is sold to a third
party, as long as said asset is used in the country, or in case payments are made abroad, these
payments be totally or partially deducted by a permanent establishment in the country. It is
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presumed that assets are used in the country, when whoever uses or benefits from the asset
is a resident in the country, or a foreign resident with a permanent establishment in the country.

■ COMMISSIONS, TECHNICAL ASSISTANCE AND PUBLICITY: On the subject of income from
royalties, we consider those obtained for the use or benefit of patents, invention certificates,
improvement or trademarks, commercial names, copyright, as well as the quantities perceived
by means of transfer of technology, or information concerning industrial, commercial or
scientific, for transmission of visual images, sounds or both, or other right or similar property.

Incomes for technical assistance, which should be collected by independent in providing non-
patentable knowledge that do not involve the transmission of confidential information services,
are considered. Income shall be provided that the property or rights for which royalties are paid
or technical assistance to be forced across Mexico, or when payments - including advertising -
are made within the national territory to residents or to residents abroad with permanent
establishment in the country.

■ PRIZE: It is considered as income obtained from prizes (in lottery, raffles, drawing, gambling
or contests of any kind)those held and paid for in Mexico.

■ ARTISTIC ACTIVITIES, SPORTS OR PUBLIC SHOWS: It is considered as income obtained by
foreign residents when sport activities, artistic or public shows are held in Mexico, and among
the services rendered by a foreign resident, related to said public shows there are those destined
to the promotion of such shows, as well as the activities carried out in national territory,
including those caused by the foreign resident's prestige as an artist or sportsman.
Furthermore, there are also included those obtained by a foreign resident for services, leasing
or disposition of property related to the presentation of public, artistic or sports shows.

■ DISTRIBUTABLE REMAINDER OF JURIDICAL PERSONS WITH NONPROFIT PURPOSE:
Residents abroad to obtain income through a moral person non-profit, it is considered to be
income recorded in Mexico where the moral person is established.

■ CONSTRUCTION WORK, INSTALLATION, MAINTENANCE, OR MOUNTING IN REAL ESTATE,
INSPECTION OR MONITORING SERVICES: Any person providing services of construction work,
installation, maintenance, or mounting in real estate, or inspection or monitoring activities
relating to them, such payment is to be considered as income obtained in the country when
made in national territory.

■ OTHER INCOME FROM A SOURCE OF WEALTH LOCATED IN MEXICO: Also Income tax must
be paid when receiving the following:
- The amount of the debts released by the creditor or paid by another person. It is considered
that the income is established in the country when the creditor who carries out the pardon is
resident in the country or resident abroad with permanent establishment in Mexico. 
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- The obtained by granting the right to participate in a business, investment, or any payment to
celebrate or participate in legal transactions of any nature. In this case, it is considered that the
income are obtained in the country when the business, investment or legal act is carried out in
the country, and it is not considered  capital contributions of a moral person. 

- Those arising from compensation for damages, and the income derived from criminal or
conventional clauses. It is considered that the income obtained in the country when the one
who makes the payment is resident in Mexico or resident abroad with permanent establishment
in the country. 

- Those that derive from the sale or transfer of commercial credit. It is considered that the
income is obtained abroad in the country when the commercial credit is attributable to a resident
in the country, or to a nonresident with a permanent establishment in Mexico.

> Labour Law

Employment contracts

Individual and Collective Agreements

Cost of dismissal and wrongful dismissal

If the labor relationship is for a fixed period of less than a year: The amount of the wages of half
of the time worked. If the labor relationship is for a fixed period of more than a year: Six months
of wages for the first year and twenty days for each of the following years. If the labor
relationship is not for a fixed period: Twenty days of salary per each year of work. In any case,
three months of salary and the expired wages starting from the date of dismissal.

Employment contracts for directors; an especial regime

In Mexico , these workers are named “Trust employees” Those are ruled by Title Six “Special
Works” Chapter Two, of the Ley Federal del Trabajo (Federal Labor Law) Conditions: They are
set up depending on the nature and relevance of the service they render.

Employees, representatives and union representation

Brief idea of the influence of these groups in labor contracts. The law recognizes the right of
coalition of workers and employers, therefore Labor Unions are essential when talking about
collective bargaining agreements.
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Wages and other types of compensation

■ MINIMUM SALARY: Set by the law after taking into account the cost of living.
■ REMUNERATED SALARY: More than minimum salary, according to the quality and quantity
of the work.
■ BEATEN SALARY: The one that should be paid since the date of dismissal.

General Minimum salary in 2011

$62.33 (SIXTY TWO PESOS, 33/100, LEGAL TENDER IN MEXICO ), daily for the Geographic
area “A”.
$60.57 (SIXTY PESOS, 57/100, LEGAL TENDER IN MEXICO ), daily for the Geographic area
“B”.
$59.78 (FIFTY NINE PESOS, 78/100, LEGAL TENDER IN MEXICO ), daily for the Geographic
area “C”.

Cost of overtime hours

By paying the same amount per hour in a working day, with a limit of three extra hours per day
and nine extra hours per week. The extent of nine extra hours per week, will give the result of
200% of the amount paid per hour.

Employment regulations

Conditions cannot be under what is detailed by law, they should be in proportion to the
importance of the services rendered, and equal for equal jobs, they cannot be different because
of nationality, sex, age, politics, race, etc.

■ WORKING DAY: The time in which the worker is available to the employer.
■ DAY: Eight hours from 6 to 20 hrs.
■ NIGHT: Seven hours from 20 to 6 hrs.
■ MIX: Seven and half hours in periods in both of them.
During the working day, there should be a working break of at least half an hour. For six days
of work the worker will have at least one day of rest. Obligatory days of rest: January 1st, the
first Monday of February, the third Monday of March , May 1st, September 16 , the third Monday
of November, December 1st just in Presidential Elections year, December 25th.
■ VACATIONS: The workers with more than one year service, will have 6 days of vacations. This
period will increase two days per following year of service until fourteen days of vacations, and
then after the fourth year it will increase two additional days for each period of five years of
services.



> Mexico COMPENDIUM 2013

— 395 —

Social security

They are the shares given by the workers and bosses, IMSS (Mexican Institute of Social Security)
set the shares each year for both of them. The payment of shares is done by the SUA (Unique
System for Own-Determination)

> Real Estate Law

In México there are three classes of real estate property: Private property, social property and
public property. Foreigners or legal entities, in order to acquire real estate, must follow the
requirements of article 27 of the Mexican Constitution.

Land Register

In México the system of real estate register works with a State Public Registry for each one of
the 32 States of the Federation, and those Registers only inscribed public deeds.

Transfer Formalities

When the transfer relates to real estate, the parties must formalize the transaction before a
Notary Public and the public deed has to be inscribed at the correspondent Public Registry. In
case of lease, the agreement has to be formalized by writing, the parties can ratify their
signatures before a Notary Public and also inscribed before the Public Registry when the
duration of the agreement is for more than six years.

Mortgages

It is a real guarantee constituted by assets that are not given to the mortgagee. The mortgage
only can be constituted on specified assets, and it extends to the following:

■ The right of the owner of a property to everything produced thereby or incorporated therewith,
naturally.
■ The improvements done by the owner of the assets
■ The objects of movable property permanently incorporated by the owner and that cannot be
separated without dam
age or detriment.
■ The new buildings constructed by the owner over the land in mortgage, or new floors over
the building in mortgage.

Important note. At the closing of this edition, there are various reforms to laws and regulations which are
being discussed by the legislatures, most important of all the Labor Law (Ley Federal del Trabajo).
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The experience, knowledge, credibility, integrity and loyalty of the members of ILP Global Laos,
Aguilar, Limas & Associates Lawyers offer a personalized and professional service with the
highest quality, ensuring the success of the transactions and activities of our customers,
allowing the increasing of profits with efficiency schemes and excellent standards of risks
reduction to the investors.

In addition, our firm is member of E-Jure (www.e-iure.com), a network of international firms
that associate about 25 lawyers firms from European and American countries.

Our firm also is part of Global ILP (International Lawyer Partners) (www.ilpglobal.com). It is
comprised of five law firms that share and maintain a philosophy, project and common working
methodology. Our firms in Chile, Spain, Ecuador, Mexico and Peru have a shared vision of the
importance of satisfying the needs of customers in different jurisdictions under similar
procedures with the same quality of service.

> Corporate Law

In accordance to paragraph 13 of Article 2º of the Political Constitution of Peru: “Everyone has
the right: (…) to associate and to establish foundations and diverse forms of nonprofit juridical
organizations, without prior authorization and in accordance with the law; they cannot be
resolved by administrative order (…)”.

In this manner, the maximum regulation establishes the right for any person to be able to
organize and to attain their aims; that is why the Constitution Tribune has defined the right to
associate in the following manner: “(…) it is specified in the existence of legal entities, to be free
and capable to exercise their rights and incur obligations, with the aim of being able to
autonomously respond due to their social development, in order to achieve the satisfaction of
a common objective or interest, and not always being bound to making profits.” 

While there is no definition for a legal entity within the Peruvian Civil Code, we are able to state
the main constituent elements, namely:

■ GROUP OF INDIVIDUALS: two member minimum, except in respect to an Individual Company
of Limited Liability. 
■ NET WORTH: is necessary as long as the legal entities respond to their own obligations.
■ AIM: has as a purpose of being able to fulfill its social objectives 
■ ACT OF RECOGNITION OF THE PERSONALITY: In our country, registration is a necessary act
and through which the legal entities become a central allocation of rights and duties.

On this last point, in accordance with Article 77ºof the Civil Code:  “The existence of a private
legal entity starts at the point of registration in the respective registry, unless specified
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differently under law.  The efficiency of events held in the name of the legal entity prior to
registration remains subject to this requirement and its ratification within the three months
after being registered.” 

Types of legal entities

In Peru, various types of legal entities are regulated, among which, are the following:  

■ LIMIT LIABILITY COMPANY: In accordance to Article 1º of the Legislative Decree 21621: “It is
a private legal entity, constituted by single judge will, with its own patrimony other than their
Holder, which is constituted for the exclusive development of economic activities of Small
Businesses under Legislative Decree Nº 21435”.

Among its most important characteristics is the fact that its capital consist of shares, that are
property of a sole member; consequently, this kind of legal entity does not have the collectivity
requisite since its purpose is precisely to constitute under the command of a sole member
known as the holder, who is not liable for the obligations of this collectivity requisite; therefore,
limited liability exists. 

These kind of legal entities are largely used in our country due to the existing promotion for the
formation and establishment of small businesses, which adopt this form of organization as they
are most suitable in regards to their characteristics and needs. 

■ PARTNERSHIPS: Through Act Nº 26887 – General Corporate Law (LGS) governs all kinds of
existing companies, as well as expressly indicating the economic purpose for each, leaving
behind the antiquated distinction between commercial and civil partnerships.

Accordingly, Article 1º of the LGS indicates the following: “Those who constitute the Partnership,
agree to provide goods or services for the joint exercise of economic activities”

Among the different kinds of companies that should be obligatorily undertaken if their objective
is to form a partnership, are the following: 

- Corporation: It is a typical limited liability company that requires for its development, capital
of medium to large proportions.  Among its most exceptional characteristics is the fact that it
can be formed simultaneously or through third party tenders (Articles 53 and 56 of the LGS).
Likewise, there may be various classes of shares, with or without the right to vote and
convertible bonds issued.  The right of first refusal is not set, so that the transfer can be
performed without some kind of impediment unless agreed otherwise; what is regulated is the
preferential subscription right, because when their capital increases, each shareholder has the
possibility of maintaining their share and proportion.
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On the other hand, the Board of Directors and Management are the entities that are responsible
for the administration and development of the corporate objective. Under the present
embodiment, the shareholders could only be excluded by objective causes, which says, those
that are not concerning personal behaviors or circumstances, unless agreed otherwise.

- Private Corporation: It is a partnership that is focused more for small to medium sized
businesses, due to the fact that there can not be more than twenty shareholders and each are
restricted from selling shares on the Stock Exchange (Article 234º of the LGS).  The right of first
refusal and the preferential subscription right are relevant under this kind of embodiment since
there is no transferability, unless agreed otherwise.  As for corporate entities, it is established
that the board of directors is optional; therefore, the General Manager can assume all of its
obligations (Article 248º of the LGS).

- Publicly Held Corporation: A company that has the objective of obtaining a large amount of
capital by means of income from shareholders as per Article 249º of the LGS: “It is a publicly
held corporation when one or more of the following conditions are met:
1. Has made an initial offer of its shares or convertible bond issues;
2. has more than 750 shareholders;
3. More than 35% of its stock belongs to 175 or more shareholders, without taking into account
those single shareholders that do not reach two per thousand of the capital or exceed 5% of
the capital;
4. It is constituted as such; or 
5. All of the shareholders with voting rights unanimously approve the adoption of said regiment. 

Among the most important characteristics, is the fact that it is plainly noted that its shares must
be registered in the Public Registry of the Stock Exchange; therefore, are subject to the control
of the National Commission of Supervision of Businesses and Securities – CONASEV;
consequently, share transferability is not restricted.  Due to its disintegration of shareholders,
the quorum and majority for the adoption of qualified agreements is less than the other
embodiments and can even be entered into agreements with third party entity shareholders
(Article 257º of the LGS).   

- Commercial Corporation of Limited Liability: This type of embodiment is structured on being
a very private corporation; therefore, the intuition person stands out but with limited liability to
the partners; thus their capital is divided into shares that prevent their incorporation into
transmissibility and prohibits them from being incorporated into securities (Article 283º of the
LGS).  As in a private corporation, the number of partners must not exceed twenty.  In regards
to its administration, Article 287 of the legislation establishes that the corporate administration
shall be under the directorship of the General Manager since there is no Board of Directors as
a social embodiment.
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- Group Companies: It is the embodiment where the personal element prevails and its
partners respond in a manner that is jointly and unlimited to the social obligations.  In
accordance to Article 266º of the LGS, the trade name is integrated by the names of one,
some or all of the partners.

- Civil Societies: In accordance to Article 295º of the LGS, it is constituted with the objective of
having an economic characteristic, which is implemented by the personal exercise of a
profession, craft, skill, practice or another type of personal activity by an individual, individual
or all of the partners.  In accordance to Article 296º of the LGS, the trade name is integrated
with the name of one or more partners.   The capital will consist of shares, which must be paid
in full at the onset of the articles of incorporation (Article 297º of the LGS).     

It can be separated in two parts; on one hand, there is the Ordinary Civil Society, where the
partners are liable for the debts either personally or supplementary with benefit of discussion
in an agreed upon share or based on their contributions and on the other hand, the Civil Society
of Limited Liability, where the partners can not exceed more than 30 and are not responsible
for the social obligations.

■ ASSOCIATION: The association is a private legal entity that is mandated under the Civil Code
norms.  Article 80° of that legal provision, defines it as: “(…) a stable organization of individuals
or legal entities, or from both, that through a common activity have a non profitable objective”.

In sum, it is one of the ways the order offers people to exercise their right to associate, which
is enshrined in Article 2° paragraph 13 of the Political Constitution of Peru. The association,
like any other legal entity, has a particular structure that allows it to attain its objectives
throughout its existence.  In that sense, it is represented by two principal embodiments: The
General Assembly and the Board of Directors.

While the General Assembly is the highest authority of the association, the Board of Directors
is responsible of carrying out the agreements that have been established and it is the one that
reflects the will of the legal entity before third parties.

■ FOUNDATIONS: In accordance to Article 99° of the Civil Code, a foundation is defined in the
following manner: “(…) a nonprofit organization instituted via the effects of one or more assets
in order to attain objectives of religious character, assistance, cultural or other social interests.”

In that sense, a foundation is also an exception to the rule due to the fact that the plurality of
members is not necessary and can even be construed by testimony.  For its constitution, it is
important that it complies with the formality of being construed by a Public Deed (Article 100º
of the Civil Code).  Likewise, it is important to mention that the constituted act should indicate
its objective and the asset or assets that affect it.
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It is important to note that these institutions are under the supervision and control of the
Surveillance Council of the Foundations, which is an embodiment that is responsible for
verifying and addressing the deficiencies that would normally incur in a constitutive act in
respect to necessary acts such as the naming of administrators, domicile or the denomination
as well as having a broad range of powers, thus it can solicit a dissolution when the objective is
unobtainable.  This control is primarily set in order to prevent that these types of legal entities
be subject to arbitrary or fraudulent acts.

■ COMMITTEE: It is an organization of legal entities or individual dedicated to the public
collection of contributions for an altruistic purpose, as per Article 111º of the Civil Code.  For its
registration, a Public Deed is not necessary; therefore, private documents with notarized
signatures are sufficient.

In the present case, the Public Ministry by its own initiative or ex parte is responsible for
monitoring, in order for the collected contributions by the Committee be conserved and destined
towards the objective proposal; thus members of the committee or Board of Directors have the
duty to denounce all agreements or acts that violate the legal dispositions or bylaws.

Dispute Resolution Mechanisms

In accordance to Article 139º of the Political Constitution of Peru, the following is indicated:
“They are rights and principles of the judicial function: (1) The unity and exclusiveness of the
judicial function. It does not exist and independent jurisdiction cannot be established, except
under circumstances that military or arbitration (…)”  

Within the Peruvian constitutional definition, there exist two mechanisms that are for bringing
about solutions to private controversies that derive from contractual origins or when there is
not an obligation from an extra contractual origin.

■ The Judicial Branch
■ Extrajudicial Dispute Resolution

Conflict resolultion in private dispute processes

For these purposes, the Code of Civil Procedures establishes two kinds of processes, Litigious
and Non Litigious, and in order to guarantee the efficiency of the decisions to be taken, the
“interim process” as it is called is regulated.  Thus they are first characterized by their reasons
for litigation and in the second their absence is paramount. For the resolution of controversies
that derive from commercial titles or special titles the Code of Civil Procedures has created the
Implementation Process. Henceforth, we have:
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■ LITIGIOUS PROCEEDINGS: The Code of Civil Procedures regulates it in the Fifth Section and
it contains the following Processes:

- Awareness process. Regulated in Article 475º and following the Code of Civil Procedures:
The processes shown here are those that: i) Do not have a procedural route, they are not
assigned by law to other jurisdictions and in addition due to their nature or complexity of claim,
the Judge considers their proceedings to be meritorious; ii) The estimated net worth of the
petition is more than one thousand Procedure Reference Units3; iii) They are insignificant in
monetary value or there is doubt in regards to their amount and as long as the Judge deems
their provenance to be meritorious; iv) the plaintiff takes into consideration that the only matter
subject under discussion would be the right; and the others are to be stipulated by the Law.

Upon filing the suit, there are 30 days to answer and counterclaim, should that be the case.
After concluding the Evidentiary Hearing, there are 50 days to emit the respective Ruling. This
ruling can be appealed within the term of ten calendar days.

- Abbreviated procedures. Regulated in Articles 486º and following the Code of Civil Procedures:
The processes shown here are those that: i) Retraction; ii) Supplemental Title, application of
adverse possession and rectification of areas or boundaries; iii) Civil liabilities of the Judges;
iv) Expropriation; v) Third-party; vi) Objection to the action or administrative decision; vii) The
claim petition has an estimated net worth that exceeds one hundred and up to one thousand
Procedure Reference Units; viii) The ones without a procedural route of their own, have an
insignificant monetary value or there is doubt in regards to their amount or due to the nature
of their claim, the judge considers their employment meritorious; and , ix) The law stipulates
the rest.

Upon filing the suit, there are 10 days to answer and counterclaim, in certain cases.  After
concluding the Evidentiary Hearing, there are 25 days to emit the respective Ruling. This ruling
can be appealed within the term of five calendar days.

- Summary proceedings. Regulated in Article 546º and following the Code of Civil Procedures:
The processes shown here are those that: i) Diet; ii) Conventional separation and subsequent
divorce; iii) Interdiction; iv) Evictions; v) Injunctions; vi) The ones without a procedural route of
their own and have an insignificant monetary value or there is doubt in regards to their amount
or due to the urgency of jurisdictional protection, the judge considers their employment
meritorious;  vii) Their net worth does not exceed one hundred Procedure Reference Units; and,
viii) The law stipulates the rest.

Upon filing the suit, there are 05 days to answer and counterclaim, in certain cases.  After
concluding the Evidentiary Hearing, there are 10 days to emit the respective Ruling. This ruling
can be appealed within the term of 03 calendar days.
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■ NON LITIGIOUS PROCEEDINGS:  Article 749º of the Code of Civil Procedures, lists the matter
which may be subject to non litigious proceedings, such as: i) Inventory; ii) Judicial
administration of assets; iii) Adoption; iv) Authorization to provide rights of incapability; v)
Declaration of disappearance, absence or the presumption of death; vi) Family assets; vii) Offer
of payment and consignment; viii) Testament verification; ix) Registration and rectification of
certificate; x) Intestate succession, xi) Recognition of judicial decisions and arbitral awards
decreed abroad;  xii) The solicitation that due to the petition of the interested party and by the
decision of the Judge, are devoid of contention; and xiii) The law stipulates the rest.

■ IMPLEMENTATION PROCESS: It is regulated by Articles 688º and the following from the Code
of Civil Procedure. The rule is quite clear about this, because it only states that it can promote
implementation that is enforceable under-judicial or extra judicial as applicable.   The following
are executive titles:
- Final judicial decisions; 
- Final arbitration adjudications; 
- The Settlement Acts in accordance to the Law; 
- The Securities that confer the action will change, duly protested or with the record of the
substitute form  of the respective protest; or where appropriate, with precedence of said protest
or record, in accordance to what was provided in the law of matter;
- The certificate of registration and title issued by the Institution of Compensation and Securities
Clearing, in the case of securities represented by book entry, by the rights that give rise to the
exchange will change, in accordance to what is provided in the law of matter, as
- The foreseen test that contains a recognized private document;
- The certified copy of the foreseen Test that contains an absolution of positions, that is either
express or not factious;
- The document containing an extrajudicial transaction;
- The default document of the rental income, provided that the contractual relationship is
accredited instrumentally; 
- The testimony is of public scripture;
- Other titles with enforceable measures as provided by law.

Upon the filing of the lawsuit, there is a 05 days response period, there is no counterclaim.  After
concluding the Evidentiary Hearing, there is a 05 day waiting period respectively for the
judgment to be issued. This judgment may be appealed within 05 calendar days.

■ PRECAUTIONARY PROCESSES: It is defined as all legitimate interferences of the authority
in regards to the fundamental rights and is put in place as a means to achieve the purposes of
the process. Precautionary measures are regulated in Articles 608º and the following from the
Code of Civil Procedure.

Article 610º, states that whoever asks for the injunction must: 
- Be exposing the foundations of their interim claim;
- Signalize its form;
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- Indicate if applicable, the assets on which must rest the measure and the amount of
involvement;
- Offer a counter preventive measure; and 
- Must designate the authority for corresponding judicial assistance, if applicable.  In the case
of an individual person, identification will be credited by attaching a certified copy of their
personal identity document.

Chapter II of Title IV, Section Five, mentions specific precautionary measures, the same that
are qualified in the following manner:

■ MEASURES FOR FUTURE FORCED EXECUTION: Within this class of measures are:
- Depository form embargo.
- Registry form embargo.
- Retention form embargo.
- Collective intervention form embargo.
- Informative intervention form embargo.
- Administrative form embargo.
- The judicial sequestration
- The conservative sequestration.
- Annotation of the complaint.

■ TEMPORARY PREVENTIVE MEASURES IN REGARDS TO THE MERITS: When the principal
claim relates to separation, divorce, custody, visitation, child delivery, guardianship and
conservatorship, the foreseen execution of the upcoming final decision should proceed, giving
preference to the interest of children affected by it.

There are also the following temporary measures in regards to the merits: 
- Temporary Measure in regards to the Property Management Fund.
- Temporary Measure in regards to the Eviction Fund.
- Temporary Measure in regards to the Matter of Dispossession Asset Return Fund.

■ INNOVATIVE PRECAUTIONARY MEASURES: This measure, which relates its name, does not
intend to maintain the existing status, but rather alter the state of fact or law being enforced
before being dictated.

To this end we have:
- Innovative Action in Case of Interdiction.
- Innovative Measure in case of Cautious Possessory.
- Innovative Measure in Case of Violation of Rights.
- Innovative Measure in Case of Right to Privacy, image and voice.

■ NON INNOVATIVE PRECAUTIONARY MEASURES: Before the imminence of irreparable harm,
the judge may order measures to conserve the status of fact or right whose status is to be or
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be invoked in the lawsuit and is related to persons or property included in the process.  This
measure is exceptional because of what is granted only when another foreseen measure of the
law does not apply.

Arbitrative conflict resolutions

Arbitral jurisdiction can resolve conflicts of interest through an award that has the quality of
being a final decision, which is to say, unchallengeable, unchangeable and enforceable
according to Article 59º of the Law of Arbitration - Legislative Decree Nº 1071.  The arbitral
award is defined as the adopted decision of the arbitrators in respect to the subject matter of
dispute in the arbitration.

The Constitutional Court has held that Arbitration Tribunals, within their scope of its jurisdiction,
"are entitled to reject any intervention and / or interference by third parties, including from
the administrative and / or judicial authorities, designed to usurp matters submitted for
arbitration, in recognition of the existence of an arbitration agreement and the voluntary
decision of the parties.”  

To be able to opt for arbitration, there must be an arbitration agreement between the parties.
This is defined as an agreement between the parties, by which, both submit to arbitration in
regards to some or all disputes which arise or are to arise in the future between each other in
respect to a particular contractual judicial relationship or otherwise.

The arbitration function is governed by a set of principles analogous to the judicial function but
there are two principles that become relevant at the seat of arbitration, as listed in the following:

The Kompetnz - Kompetenz Principle, referred to the power that is credited to the arbitrators,
in order to decide on matters that are within its competence that have been questioned and
that may deal by including any objection or objections to arbitration that are concerning the
non-existence, nullity, violability, invalidity or unenforceability of the arbitration agreement or
by not having an agreement in regards to the usage of arbitration for resolving the disputed
issue or any other whose estimation would preclude the merits of the dispute, in accordance
with paragraph 1 of Article 41º of the Law of Arbitration.

On the other hand, the principle of Autonomy or Severability of the Arbitration Agreement is
governed by paragraph 2 of Article 41° of that referred rule that by providing that the arbitration
agreement which forms part of a contract is considered as an agreement that is independent
of the other terms thereof.  Therefore, the nonexistence, nullity, void, invalidity or inefficiency
of a contract containing an arbitration agreement does not necessarily imply the absence,
nullity, void, invalidity or otherwise from this.
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With regards to the arbitral matter, Article 2º of the Arbitration Act states the following: 1.
“Disputes about all freely available materials that is according to law, as well as those that the
law or agreements or international treaties have authorized to be referred to arbitration.” 2.
When arbitration is international and one of the parties is a State or partnership, organization
or a company that is controlled by a Government, that party may not invoke the prerogatives of
its own law to evade its obligation under the arbitration agreement. Thus, our legislation does
not expressly establish what would be the matters submitted to arbitrage; however, it does
institute as a differentiating criterion the availability of the subject matter.

Regarding the choice of arbitrators and their conformation, and the rules governing the
arbitration proceedings, the parties have wide latitude in deciding the terms and conditions
deemed appropriate.

Article 7º of the Arbitration Act, states that there are two types of arbitration that are regulated,
establishing that this can be what is appropriate or institutional, as directed by an Arbitral
Tribunal directly elected or organized and led by an arbitration institution; which depends on
the decision taken by the parties.

On the other hand, Article 57º of the rule states that the substance of the dispute in domestic
arbitration shall be governed in accordance to the law and international arbitration under the
rules chosen by the parties; in either case, these may allow that the Court Registry to resolve
and decide on the basis of equity or conscience.

Finally, in regards to the Recognition and Enforcement of Foreign Adjudications, Article 74º of
the legislation, indicates that these be recognized and enforced in Peru in accordance to
conventions and international treaties to which it is part.  The solicitation for recognition is non-
contentiously processed, without the intervention of the Public Ministry; and subsequently, the
execution shall know the competent judicial authority.

State Contracts and Adquissicions

By signing the Free Trade Agreement with the United States, Peru conducted a series of reforms
to the national legislation with the aim of implementing this treaty in our country.  By this
framework, the New Law of State Contracts - Legislative Decree 1017 was dictated.

With this act, one of the most important instruments through which State agencies can
purchase goods, apply for service delivery and execution of works was realized; therefore, the
rules to be followed by suppliers and other entities in order to offer their products and services
were set, thus generating the need for the best price and quality for the benefit of the citizens.

Under Article 9 of the rule, in order for any individual or corporation, domestic or foreign, to be
able to participate as a contractor or supplier of any entity of the Peruvian State, that individual
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or corporation is required to be registered in the National Register of Suppliers (RNP) and not
be restricted, sanctioned or disqualified from being contracted by the State. Likewise, that article
states that the Supervising Agency of State Contracts - OSCE shall be responsible for
administering the National Register of Suppliers (RNP), which shall be decentralized and their
institutional website should stay current. 

It is noteworthy to mention that according to Article 11º of the State Contracts Law, in reference
to the selection process, bidders cannot agree among themselves or with third parties in order
to establish practices that restrict Free Competition, under penalty of being disqualified from
contracting with the State, without prejudice to other penalties that may apply.

There is several selection form procedures established by Law for the procurement of
commodities, services or works with the State and which are divided as follows:

■ Public tender: procurement of works, supplies and commodities.
■ Public Tender: procurement of services of any kind.
■ Direct Adjudication: procurement of goods, services and execution of works, according to the
ranges established by the budgetary rules.  In this case, there may be two types such as the
Public Direct Adjudication, when the amount of the contract is greater than fifty percent (50%)
of the maximum limit established for the Direct Adjudications in the budgetary rules and
Selective Direct Adjudications for the other cases.
■ Adjudication of Small Quantities, which is required for:
- The procurement of goods, services and works, whose amounts are less than a tenth of the
minimum limit set by the budgetary rules for public tenders or public competitions, as
appropriate;
- The hiring of independent experts to serve on the Special Committees; and,
- Processes declared void, as appropriate in accordance with the provisions of Article 32º of the Act

The process of classic recruitment involves three stages:

■ PLANNING AND PREPARATORY ACTS: At this stage, the Entity should follow a procedure in
order to record their Annual Procurement Plan before the Electronic System of State
Contracting - SEACE and in this way; the supplier can plan the stock necessary to meet the
needs of the entity.  The Annual Contracting Plan should comply with the requirements of Article
7º of the Regulation.  This stage is recorded until the approval of the technical file, which
contains the technical characteristics of the goods, services or works.

■ SELECTION: According to Article 22º of the Regulations, the selection process shall include
the following steps:
- Announcement of the selection process, electronically through the SEACE  Portal
- The publication of the bases in electronic form
- The purchase of the bases that implies its registration as a bidder
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- Stage of consultation and comments to the bases by the bidders, whose term will depend on
the type of selection process
- Absolution of inquiries and comments
- Integration of the bases
- Presentation of the technical and economic proposal from the bidders
- Adjudication of the bid to the successful bidder
- Objection to the bid
- Signing of contract with the winning bidder
- Execution of the contract by the contractor

■ EXECUTION OF CONTRACT: This stage begins with the signing of the contract or its refinement,
depending on the selection process.  It involves the various obligations and rights that the parties
have such as the term, obligation compliance, payment, warranties, among others.

On the other hand, it should be noted that the selection process for cases of public bidding and
public tenders, shall be conducted by a Special Committee; for the case of direct adjudications,
they shall be conducted by a Standing Committee as appropriate or Special Committee as
appropriate; and in the case of processes for the adjudication of minor quantities, the
embodiment in charge of contracting shall be responsible, unless the owner of the entity
considers it suitable to appoint a special standing committee or as appropriate (Article 24º of
the Act)

Finally, the supervisory board and head of the state contracting system is the Supervisory
Agency of Contracting - OSCE, which has responsibility at national level and includes all entities
that carry out processes for the procurement of goods, services and implementation of works. 

> Real Estate Law

The Civil Code enacted in 1984 regulates all aspects of the person, from birth, marriage,
successions (inheritance), properties, buildings, rights of collateral (mortgage and pledge),
sources of obligations (contracts, etc.), contractual liability and liability extra contractual, public
records and private international law.

Civil Contracts

In Peru, the rule governing civil contracts is the Civil Code of 1984, Section II, Contracts
Nominees, Book VII, and Source of Obligations. In relation to civil contracts or nominees, this
body of law, in its thirteen titles in Section II, lists the various Nominated Contracts.  Thus, and
among the most important are:
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■ PURCHASING AND SALES CONTRACT. Article No. 1529º - "For sales, the seller is obliged
to transfer the ownership of property of an asset to the purchaser, whom is to pay the price
in money."

In this case, the doctrine states that the contract of sale only instills the sellers obligation of
transferring the property of an asset, which can be (real or personal property) or a right, and
the reciprocal obligation of the buyer to pay a price in money, but does not constitute a property
right on the property.

An important point, within that contractual figure is the reference to the costs that is generated
by the sale, which is provided for in Article 1530º which states that "The delivery costs are borne
by the seller and travel expenses to a different location other than the agreed to are charged to
the buyer, unless otherwise agreed.”

Article 1532º establishes the assets that may be offered for sale, in such a way that we have to:
"One can sell existing assets or ones that can exist, as long as they are certain or capable of
being certain and whose sale is not prohibited by law." In fact, it is noted that the quality of the
goods that can be offer up for sale is established”.  Here, we emphasize some legal
requirements for goods sold, therefore we have: 

- The existence of the Goods: Although being an obvious requirement, it is understood that its
regulation reflects the possibility of allowing the sale of goods that as of yet do not have any
actual existence, but are expected to exist in the future and from there the order is to regulate
the sales of future assets and of uncertain expectancies.

- The determinateness of the asset: This requirement is essential, since it would not be
beneficial to have a  thing that exist or that could exist if it wouldn’t be determined, because
neither the seller would know what to give the buyer nor could the purchaser know what could
be insisted upon in order to satisfy personal interests; and

- The marketability of the asset: This requirement is referred to having the asset, which is the
material of sale, be capable of being transferred.

-Finally, another important issue concerning the sale is the question of the obligations of both
the seller and buyer. In the first case, Article 1549º provides that "It is an essential obligation
of the seller to refine the transfer of the property of the asset”; while in the second case, Article
1558º states that "The buyer is obliged to pay the price at that moment, in the manner and place
agreed to.  In the lack of an agreement and except for different uses, it must be paid in cash at
the time and place of delivery of the goods.  If payment cannot be done at the place of delivery
of the goods, it shall be made at the domicile of the purchaser. "
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■ THE EXCHANGE AGREEMENT. Article 1602º: “For the exchange, the participating parties
bind themselves reciprocally to the ownership of the assets."  

“The exchange is a bilateral contract and commutative as the sale promises a thing or right in
exchange for another, differing from the sale in that there is no price, but the two contracting
parties own the goods bartered.  Therefore, during the exchange the sales provisions govern
as applicable.”  

It is important to note that pursuant to Article 1603º, "The exchange is governed by the
provisions of the sale, as applicable to it."

■ SUPPLY CONTRACT. Article 1604 º "In regards to the supply, the provider agrees to implement
in favor of someone else, the rendering of service or the delivery of good on a continual basis."

Through contracts like this, people seek to satisfy their diverse needs in the most appropriate
way possible.  The intention of this result is to be interrelated with the owners of goods that are
in demand (such as producing or distributing entities of the same).  Seen from this grand
perspective, through the supply contract, it is noted that the supply contract is for ensuring the
supply of essential raw materials, goods and products for the continuation of production and
development.  In short, this agreement ensures the continued availability of essential elements
for economic activity.  It is important to mention that the supply has a fixed-term contract,
because its implementation is developed throughout the duration of the legal relationship
created by the business, as long as the referred consistently complied with the rendering of
services either periodically or continually.

■ DONATION CONTRACT. Article 1621º: “In regards to the donation, the benefactor obligates
itself to transfer freely to a grantee the ownership of an asset".

According to the statement made by the Civil Code in regards to this legal institution, it can only
be for the free transfer of property to the grantee in regards to the ownership of an asset.

It is important to mention that our civil law recognizes that the donation can be made for real
estate and personal property.  In the case of a personal property donation, Article 1624º states
that "If the value of the personal property exceeds the limit set by Article 1623º, the donation
should be made in writing with a certain date, under penalty of nullity.  The instrument should
specified and valorize the assets that are being given as donations. " 

On the other hand, in the case of real property, Article 1625º states that "The donation of real
estate property, must be done by public deed, with individual indications of the actual value and
the fees that apply that must be paid by the benefactor, in regards to the real estate property or
properties being donated, under penalty of nullity. "
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■ THE LEASE CONTRACT. Article 1666º states "In regards to the lease, the landlord obliges
itself to temporarily give to the tenant the use of an asset for an agreed upon rental fee".

This contract has always been governed by Peruvian law; this is due to the antiquity of its use.
The Civil Code considers that a person may lease as long as the individual or entity has the
power to do so in regards to the assets that the individual or entity administers; on the contrary,
the individual or entity can not lease any assets that it administers, if it does not have the power
to do so.

In this contract, it is noted that there are obligations of the landlord and the tenant.  Being
obligations that are part of the first (Articles 1678º and 1680º): 

- To hand over to the tenant the property being leased with all its accessories at the time, place
and state of condition agreed upon;
- To maintain the tenant in the use of the property during the term of the contract and to
conserve it under good conditions towards the end of the lease; and
- To be able to conduct during the lease all necessary repairs, unless otherwise agreed upon.  

It is important to add that once delivery of the property to the tenant is made, it is presumed to
be in a serviceable state along with all the necessities required for its use (Article 1679º).

Among the obligations of the tenant, in regards to the most notable points that are indicated in
Article 1681º, we have:
- To receive the asset, to care for it diligently and to use it for the purposes that it was granted
for under contract or to what may be presumed from the circumstances; 
- To promptly pay the rent on time and place agreed upon, failing that, each month at their place
of residence; 
- To promptly pay the public utilities provided for the benefit of the property, subject to the rules
governing them; 
- To give immediate notice to the landlord of any seizures, disturbance or imposition of servitude
that is attempted against the asset;
- To allow the landlord to inspect the property for cause, with prior notice of seven days; and for
among other reasons, to not use the asset imprudently or contrary to public order or good
manners.

Finally, it can be mentioned that, under Article 1687º, the lease may be of a fixed or indefinite period.

■ THE LEASE AGREEMENT (DELIVERY) OF SERVICES. Article 1755º: "In regards to the
provision of services it is agreed that these or its outcome are provided by the lender to
the principal."

The service contract is a one that is typical and nominated, by which a named lender or services
lesser subjects themselves to make provision in favor of another named principal subject or
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service tenant.

Article 1756º of the Civil Code states that the arrangements for the provision of nominees are: 
- The Lease Service
- The Work Contract 
- The Mandate, 
- The Deposit, and 
- The Sequestration.

Thus, our civil law mentions the following modalities. Article 1764º: "In regards to the leasing
service, the lesser is obliged, without being subordinate to the principal, to provide their services
for a certain amount of time or for a determined job, in exchange for a fee." Article 1771º: "In
regards to a work contract, the contractor undertakes the responsibility to do a determined
task and the principle is to pay a fee." Article 1790º: "In regards to the mandate, the authorized
representative is obliged to perform one or more legal acts on behalf and in interest of the
principal." Article 1814º: "in regards to the voluntary deposit, the depositary is obliged to receive
an asset for safekeeping and to return it when requested by the depositor." Article 1857º: "In
regards to the sequestration, two or more depositors are entrusted with the safekeeping and
conservation of an asset for which controversy has arisen."

Business Contracts

■ FRANCHISING AGREEMENT. It is a business collaboration agreement, whereby the
franchisor permits the use of its brand and know-how, by assisting and controlling the
franchisee in the production of goods or services in exchange for a monetary benefit8.   In our
country, it is said that these contracts approximately began to be used in 1981, by the fast food
chain Kentucky Fried Chicken when they started to do business in Peru9; subsequently, its use
has been increasing, making it one of the biggest contracts used in the commercial sector.

■ TRUST AGREEMENT. According to Article 241º of Law of the Financial and Insurance Systems
and of the Organizational Law of the Superintendence of Banking and Insurance - Law Nº 26702,
it is defined as follows: "(...) It is a legal relationship whereby the founder of a trust transfers
assets in trust to another person, the trustee, for the establishment of a trust estate, subject to
trust domain of the latter with the purpose of  complying to a specific affinity in favor of  the
founder of the trust or a third party called a trustee. The trust estate is different from the assets
of the trust, the founder of the trust, the trustee, or in this case, of the consignee of the remaining
assets. (...) "

Therefore, the trust involves three parties which are: the trustor, the  trustee  and the trustee
for the establishment of an autonomous estate that will separate the parties.

In Peru, according to Article 242° of the law, only the following entities may be trustees: COFIDE,
banking entities, finance entities, municipal savings and credit, municipal savings and popular
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credit, Entities of Development of Small Companies, Micro Companies - EDPYMEs, savings and
loans, corporate trust services, rural savings and loans, insurance and reinsurance companies,
as well as companies and institutions supervised by the Superintendence, which aims to
guarantee, support, promote and advise directly or indirectly the Micro and Small Enterprises
(MYPE) in any economic sector.

Likewise, there is a variable called "Titling Trust", which is found in Article 301º of the Law of
the Securities Market, which is defined as follows:  "In the trust, the trustor is entrusted and
obligated to effect the trust transfer of a set of assets in favor of the trustee for the establishment
of an autonomous patrimony, called the trust estate, which is subject to the trust domain of the
same and with the care with the specific affinity of serving as a support for the rights embodied
in values whose subscription or purchase, names its holder as trustee.

In this mode, in order to perform the functions of a fiduciary, the companies and institutions of
the financial system should constitute title partnerships, in accordance to Article 242º of the
Law of the Financial, Insurance and Organization System of the Superintendence of Banking
and Insurance.

■ KNOW HOW CONTRACT. According to the words of Sidney Alex Bravo, it can be defined as
follows: "It's an unnamed atypical contract, by which a legal entity or an individual agrees with
another of similar nature, the granting of a secret formula of manufacturing or processing of
an item in exchange for an agreed price and duration.  The secret knowledge being transferred
is industrial, technological, among others." 

Likewise, according to the International Chamber of Commerce, this type of contract is defined
as: “(...) the totality of knowledge, in regards to specialized knowledge and experience, is focused
on the procedure and the technical realization of the manufacturing of a product, while clarifying
that this concept can designate not only formulas and procedures that are secret, but also a
technique that is linked to proprietary manufacturing processes which is necessary to make
use of the patent that may also designate practical procedures, particularities and specialized
technical methods, which have been obtained by a producer through research and should not
be acquired by the competition”.

While it is a contract that is associated to industrial property, its scope is quite diverse, due to
the fact that it is used with great success in various fields.

■ LEASE AGREEMENT. Leasing or a financial lease in our country is governed by Legislative
Decree Nº 299, which in its Article 1º defines it as follows: “(…) A Merchant Contract that has
as an objective the sale of goods or real estate by a leasing company for the use of the tenant,
via installment payments and with an option in favor of the tenant of purchasing such goods
under an agreed upon value. "
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It should be noted that according to our law, the lessor when domiciled within the country,
should be for all purposes, an entity that is banking, financial or any other, that is authorized
by the Superintendence of Banking and Insurance, under Article 2º of the Law.

Likewise, Article 6º of the norm indicates that leasing property must be covered by insurance
policies that guard against risks that might affect or destroy them.

Regarding the formality, according to Article 8º of the Act, the conclusion of the financial leasing
contract should be placed by Public Deed, which may be registered in the Public Registry.

It is important to remember that the matters of leasing assets are not susceptible to seizure,
involvement or tax that is administratively or judicially mandated, in accordance to the law.

In conclusion, it is important to mention the tax effects that this financial transaction has: the
General Sales Tax - VAT which is paid in monthly installments, which shall be considered to be
tax credits by the leasing entity; likewise, it may depreciate at an accelerated pace the property
or properties that are subject to the lease, provided that the contract contains a term of 60
months for real estate property and 24 months for personal property.

> Consumer Protection Law

The legal framework governing the rights of consumer protection has undergone various
changes and modifications. Today those rights are protected by Article 65 º of the Political
Constitution of the State and by the Code of Consumer Protection and Defense (hereinafter
called CPDC) promulgated by Law 29571, a standard that took effect in October 2010.

Basic Definitions

The definitions relating to consumer protection are set forth in Article IV of the Preliminary Title
of the CPDC, among which we mention:

■ RELATIONSHIP OF CONSUMPTION. Relationship of Consumption is the bond that develops
between a consumer and a supplier who, for consideration, provides a product or provides a
service; (Paragraph 5, Article IV of the Preliminary Title of the CPDC).  They also cover those
consumer relations that are free of charge, provided they have a business purpose intended to
motivate or encourage consumption; (paragraph 3 of Art. III of the Preliminary Title of the CPDC)

■ CONSUMER. Etymologically the word comes from the Latin "consumere" that means
spending or destroy; therefore the etymological meaning would be treated as spent goods.

For the Code of Consumer Protection and Defense, the Consumer concept comprises:
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- Consumers or users. The individuals or legal entities that purchase, uses or enjoys as end
products or services that are target material or immaterial, for personal gain or for their family
or social group,  thus acting in a field outside a business or professional activity.  For purposes
of this Code a person or legal entity is not considered a consumer when they acquire or use or
enjoy  a product or service normally intended for the purposes of its business as a supplier.

The micro-entrepreneurs that show evidence of a situation of asymmetric information with the
provider regarding those products or services that are not part of the order of the business
itself. In case of doubt about the final destination of a given product or service, they who acquires
or uses or enjoys it qualifies as a consumer ...”

■ SUPPLIER. Section 2 of Article IV of the Preliminary Title of the Code of Consumer Protection
and Defense defines a Supplier as... individuals or legal entities, public or private Rights, that
routinely manufacture, process, handle, condition, mix, pack, store, prepare, dispense, supply
goods or services of any kind to consumers.  By an expository form that is not limited considers
the following to be providers:

- Distributors or merchants. The individuals or legal entities that sell or otherwise provide
wholesale, retail, products or services for end consumers, even if it is not developed in
establishments that are open to the public.

- Producers or manufacturers. The individuals or legal entities that produce, extract,
industrialize or process intermediate or final goods for supply to consumers.

Importers. - The individuals or legal entities that import goods for sale or provision in another
form in the national territory.

- Service Providers. The individuals or legal entities that provide services to consumers ... "

■ ASYMMETRIC INFORMATION. Occurs in any exchange of goods and services, where one
party is better informed than the other. (Article IV of the Preliminary Title, section 7 of the Code
of Consumer Protection and Defense).  This Asymmetry of information is considered as a
market failure, because it prevents the proper and efficient allocation of resources that creates
high transaction costs, creates distrust in the market and hardly encourages competition.

Principles

The CPDC has established a set of principles with which it operates all consumer relationships.
Principles that may incur doubt or a vacuum help resolve the dispute between consumer and
provider with the purpose of making economic freedom feasible.  Thus Article V of the CPDC
establishes the following principles:
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■ SOVEREIGNTY: sustains not only the right to information that is generally recognized by
consumers, but also duties of specific information.  (Section 1, Article V of the Preliminary Title
of the CPDC).

■ PRO CONSUMER: it is part of a diminished bargaining power in the case of one of the parties
(consumer) that sets itself in an informational asymmetry, a difference that justifies criteria in
favor of the weaker party in order to balance these relationships: indubio pro-consumer, (section
2, Article V of the Preliminary Title of the CPDC).

■ TRANSPARENCY: full access to information about products or services offered.  The
information must be truthful and appropriate.  (Section 3, Article V of the Preliminary Title of
the CPDC).

■ INFORMATION ASYMMETRY CORRECTION: it protects the consumer against all contractual
imbalances that are generated by asymmetric information, (Section 4, Article V of the
Preliminary Title of the CPDC).

■ GOOD FAITH: in the market the consumers, providers and consumer organizations should
be conducted in good faith, trust and loyalty; (section 5, of the Preliminary Title of the CPDC).

■ MINIMAL PROTECTION: realizes the systematic nature of consumer protection rules, here
forth establishing a minimum standard of protection for the consumer; (section 6, Article V of
the Preliminary Title of the CPDC).

■ PRO ASSOCIATIVE: realizes functions of promotion by the State to facilitate the development
of consumer associations; (section 7, Article V of the Preliminary Title of the CPDC).

■ PRECEDENCE OF THE REALITY: in regards to the consumer right in order to use the
parameters to analyze the existence of an agreement supported by evidence and substitutes;
(section 8, Article V of the Preliminary Title of the CPDC).

Consumer Rights

■ BASIC RIGHTS (NUMERUS APERTUS). The CPDC not only contemplates and protects the
right to information, but through its Article 1 it set via an unlimited expository manner, a series
of basic rights that are established in favor of the consumer, including via a tacitly manner,
those others that are not referred to in that section, which are also eligible for protection and
for which there is no waiver or agreement to the contrary.

■ DUTY OF INFORMATION. Given that the basis of consumer protection is part of the existence
of asymmetric information, it appears that the most important mechanism in order to promote
efficient exchanges is the obligation to communicate relevant information (which is information
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held by providers in order to take control of the production process and marketing) for
consumption; (Articles 2 to 16 of the CPDC).

■ DUTY OF APPROPRIATENESS. The Appropriateness is the coincidence between what the
consumer expects and what the consumer actually receives.  But in turn, what the consumer
expects depends on the quantity and quality of the information received from the providers
within the framework of a consumer relationship. CPDC provides in Article 18 the definition of
Appropriateness and reserves for Articles 19 to 24 those obligations, guarantees and minimum
service that should be offered by any provider, including: 

- Obligation to vouch for the appropriateness, quality and brand names of the products and
compliance with relative advertising. (Art.19 CPDC).

- Warranties, expressed or implied, regarding the products and services offer, according to law,
agreements or commercial uses respectively.  (Articles 20 to 22 CPDC);

- Repair services and attention to claims. (Articles 23 and 24 CPDC).

■ CONSUMER CONTRACTS AND ABUSIVE CONSUMER CLAUSES. The Consumer Contract is
understood as any legal relationship which involves a consumer, a provider in exchange for
payment; (Articles 45 to 48 CPDC). The key considerations of any consumer contract are:

- Scope application: encompasses consumer relationships that occur within the national
territory. (Article III CPDC)
- Objective: to protect the consumer either directly or indirectly when exposed in a relationship
of consumption, even in a preliminary stage of this one.
- That it comprises all consumer relationships, even those that are gratuitously.
- That it must unequivocally state the willingness to engage the consumer.
- That it must not have terms or practices with burdensome or disproportionate obstacles.
- That it must have the right to use the same mechanism or means in order to be able to opt
out of contracts.
- That it must have contractual forms with characters that are no less than 3 ml.
- That it must delivery a copy to the consumer

■ ABUSIVE CONTRACTING CLAUSES. The general contract clauses are governed by the
provisions of the CPDC (Articles 49 to 52) and by the provisions of the Civil Code.  Among its
most important features are:

- They are not individually negotiated provisions that contrary to the requirements of good faith,
put the consumer, to his detriment, in a situation of disadvantage or inequality or that nullify
their basic rights.
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- That it takes into account: the nature of the products or services, the circumstances at the
time of its realization, the other terms of contract or otherwise of which this depends on.

- That the provider asserts in regards to a particular clause which has been individually
negotiated bears the burden of proof.

Responsibility and Sanctions

The CPDC contemplates that a provider who infringes on any of the provisions of the protection
of consumer rights will find themselves immersed with administrative responsibility, without
prejudice to the civil and criminal proceedings brought against the provider.  The administrative
responsibility shall give merit to the authority of consumption in order to impose the
corresponding sanction as per the type of offense. It should be noted that the responsibilities,
procedures and sanctions should apply the rules set in Articles 97 to 127 of the CPDC, among
which include the following considerations:

■ ADMINISTRATIVE RESPONSIBILITY is determined by the following entities of resolutions of
the National Institute for Defense and Protection of Intellectual Property (INDECOPI):
- Entities of summary proceedings resolutions of consumer protection,
- Consumer Protection Commission, 
- Special chamber of the INDECOPI Tribunal

■ DISCIPLINARY PROCEEDINGS may be initiated or promoted by:
- Consumer Report
- Report from a Consumers’ Association
- Authority initiative

■ INDIRECT CLASSIFICATION (Article 108)
- Transgression to the provisions of the Code
- Breach of conciliatory agreements and arbitration adjudications
- Offenses listed under Legislative Decree 807

■ ADMINISTRATIVE PROCEDURES
- Sanctions (literature from Article 106 of the CPDC):

• For violations of consumer protection rules
• For Breaches of conciliatory agreement or adjudication
• Administrative procedure that is sanctioned for providing or hiding false 

information; destroying or altering information or documentation that had been 
required; unjustified refusal to comply with requests for information; 

- Breach of terms (literature b of Article 106 of the CPDC):
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• Breach of corrective measures
• For non-payment of costs and litigation fees
• Breach of injunction

- Settlement costs and fees of proceedings (Article 106 paragraph c of the CPDC)

■ TYPES OF PROCEDURES. 
- Normal Procedure for violations of consumer protection rules, which can be:

• Promoted ex parte (initiated by the consumer or consumer association) or,
• Promoted from office (The Commission on Consumer Protection of INDECOPI or 

the Technical Secretariat sues the provider)

- Summary Procedures (Articles 124 to 127 of the CPDC), process that is characterized by:
• Complaints which shall not exceed three (03) UITs or; exclusively concerning the 

information request, abusive collection method, delay in delivery of the product 
or; they are claims for non-performance of corrective action, conciliatory 
agreements and cost settlements and fees.

• Thirty (30) day term limit for each instance,
• The parties can only offer documents, without prejudice to the presentation of 

evidence by the court;
• This procedure is transmitted before: First instance: Resolving Entity of Summary 

Trial Procedures of Consumer Protection; Second instance: Committee on 
Consumer Protection and, Third instance: Specialized Chamber of INDECOPI 
(exceptionally and via petition for review).

■ ACCORDING TO THE SERIOUSNESS OF THE OFFENSE, in accordance to the criteria in the
Code of Consumer Protection and Defense, the scale of penalties is as follows:

- Minor offenses: Reprimand or fine of up to 50 UIT (Subparagraph A of Article 110 CPDC).
- Serious offenses: A fine up to 150 UIT; (Paragraph b of Article 110 CPDC).
- Very serious offenses: A fine up to 450 UIT (Paragraph C of Article 110 CPDC).
- Microenterprises: the fine shall not exceed ten percent (10%) of the sales or gross income
received by the offender (Article 110 CPDC).
- Small businesses: the fine shall not exceed twenty percent (20%) of sales or gross income
received by the offender (Article 110 of the CPDC).
- These rules do not apply when there is impairment to life, health or integrity of consumers;
(Article 110 CPDC)

■ CORRECTIVE MEASURES (Articles 114 to 116 of the CPDC), the CPDC signalizes the following:

- Remedial Corrective Measures: They are intended to compensate the direct and immediate
economic consequences incurred upon the consumer by an administrative offense to its previous
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state. It can be issued at the request of a party or ex parte, provided they are expressly informed of
this possibility in the notice of charge to the provider by the authority responsible for the procedure.

- Complementary Measures: The complementary corrective measures are intended to reverse the
effects of delinquent behavior or to prevent it from occurring again in the future. It can be issued ex
party or upon request of a party. The infractions to the regulations contemplated in the CPDC expire
in two (02) years beginning on the day that the infraction was committed or since it ceased, if the
infraction had continued  (Art. 121 CPDC). The sanction that the authority imposes expires in three
(03) years beginning the following day in which the resolution had been signed. (Art. 122 CPDC)

National Integrated System of Consumer Protection

The Art.132 of the CPDC points out that which forms part of the National Integrated System of
Consumer Protection a set of principles, rules, procedures, techniques and instruments
destined to harmonize public policies in the State in order to protect the rights and interests of
consumers. As part of this set of principles, rules and procedures have provided some
mechanisms of conflict resolution:
■ CONSUMER ARBITRATION (Arts.137 a 149 CPDC).
■ COMPLAINTS BOOK (Arts.150 a 152 CPDC) physical or virtual in which the consumer can
formalize a complaint regarding a product or service offered. The Complaints Book is in the
hands of the Supplier, who needs to take into consideration:

• Exhibit in a visible and easily accessed public place with a sign that indicates: (i) 
the existence of the Book, (ii) the right that the consumer to request or demand 
the book at any time.

• Send to INDECOPI the documentation corresponding to the book when it is 
required.

• In disciplinary procedures, the provider must send a copy of the complaint with its 
disclaimers.

> Intellectual Property Rights

Intellectual Property abides by the types of property that are the result of the creations or the
human intellect in the literary, artistic, scientific, and industrial fields. In this context, Intellectual
Property includes:
■ Rights of Industrial Property
■ Copyright
■ Unfair Competition

Rights of Industrial Property

In Peru, the rules that regulate Industrial Property Rights are supranational and national in
origin. Related to supranational rules that exist include Decision 486 (Common Provision about
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Industrial Property) and the Decision 689 (Adaptation of certain articles from Decision 486 –
Common Provisions about Industrial Property, that allow the development of Industrial Property
Rights through the internal legislation from member countries), Andean norms that are
complemented by the Legislative Decree 1075 (Legislative Decree which approves the
supplementary provisions to the Decision 486 of the Commission of the Andean Community
that establishes the Common Provisions on Industrial Property), Legislative Decree 1033 (Law
of Organization and Functions of the National Institute of Defense of Competition and Protection
of Intellectual Property (INDECOPI) and by Legislative decree 807 (Law of Faculties, Rules, and
Organization of the National Institute of Defense of Competition and Protection of Intellectual
Property (INDECOPI).

It is precisely the Legislative Decree 1075 that establishes which are the elements of the
Industrial Property susceptible to protection. Art.3º.- “Elements constituting industrial property
For the purposes of this Legislative Decree constitute the elements of industrial property:
Invention patents, Protection Certificates, Patents of models of utility, Industrial Designs,
Business Secrets, Layout designs of integrated circuits, Product and Services Brands, Collective
Brands, Certification Brands, Commercial Names, Commercial Slogans, Designations of Origen

Elements whose registration, protection, and archive that are covered within the reach of the
National Institute of the Defense of Competition and Protection of Intellectual Property
(INDECOPI).

Invention Patents

The Invention Patent is a title awarded by the State to an inventor or an assignee to exercise the
exclusive right of exploitation of an invention (whether it be a product or procedure), which
provides, en general, a technological advancement or a technical solution to a problem. In order
for an invention to be awarded a patent, the Decision 486 (Andean norm) establishes the
following requirements: Art.14º.- “Member Countries will award invention patents, that are a
product or procedure, in any field of technology, when considered new, has an inventive level,
and are susceptible to industrial application”.

- Innovation: whenever it is not covered within the state of the art. That is to say, the patent will
be considered new whenever the information relative to the product or procedure has not been
made known to the public.

- Inventive level: will have to be innovative, provided that an expert in the field does not deem it
obvious.

- Industrial Application: the purpose of the patent must be susceptible of application, production,
and/or use in any type of industry.
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As to the time of the patent protection, the Andean norm establishes that: “The patent will have
a term of twenty years counting from the filing date to the corresponding Member Country.

Protection Certificates

The Protection Certificates are defined in Legislative Decree 1075, rule that defines as…. Any
inventor domiciled in a country that has a Study of a project of Invention and needs to be
experimented or build by a mechanism that requires to make public his idea, may request a
Protection Certificate to a Competent Body will be granted for a period of one (01) year.”

The holder of this certificate is granted preferential right to any third party that intends to invoke
the rights of the same type or material within  one year of protection afforded by the certificate.
It should be noted that the right is lost within the period of protection, if the owner of the
certificate does not solicit a final patent.

Patent of Model of Utility

A Model of Utility is an exclusive right that is given upon a “small patent” or “innovative patent”
that which is defined by Decision 486 as: Art.81.-“It is considered a model of utility, all new
forms, configurations, or provisions of elements, any artifact, tool, instrument, mechanism or
other object or any part thereof, which allows the better or different functionality, use or
manufacture of the object that incorporates or offers some type of usefulness, advantage, or
technical effect that previously did not have. Utility models shall be protected through patents.”

The period of protection for this type of patent has been fixed by the Andean norm of ten
years, beginning from the date of the presentation of the solicitude by the respective Member
Country. Much like the Invention Patent, that obtained as a Model of Utility gives the right of
the owner to exercise appropriate legal action against whoever wants to make use of it without
proper authorization.

Industrial Designs

An industrial design is referred as an ornamental aspect or aesthetic aspect of an article.
Art.113 of the Andean norm (Decision 486) stipulates that industrial designs can consist of
three-dimensional features such as the shape and surface of an article, or in the two-
dimensional features, such as designs, lines, or color. The industrial designs or drawings apply
to a wide variety of industrial and artisanal products, whenever they fulfill the requirement as
being innovative, that is to say, that there description, use, and commercialization have not been
accessed by the public. 

As to the time period of protection that is granted to the one who requests and obtains the
registration of an Industrial Design, the same has been determined under Art.128 of the Andean
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norm in ten (10) years, beginning from the date of the presentation of the request of the
registration in the Member Country. 

Business Secrets

Business secrets may relate to the nature, characteristics, or purposes of a product; to the
knowledge about its industrial procedures; or; the means of distribution or commercialization
of products or the provision of services which is kept in reserve provided that its holder shows
an improvement, progress, or competitive advantage. In this context, they are to be recognized
and protected by Art.260 of the Andean norm, which states: Art.260.- A business secret is
considered any type of information that has not been disclosed by a natural, legal person can
possess, which can be used in some type of productive, industrial, or commercial activity, and
that is susceptible to be transmitted to a third party, to the extent that the information is: Secret,
in the context that as a whole or in the joint configuration of its components, is not generally
know nor easily accessible for those who normally deal with such information. Has a
commercial value by being a secret; and Has been an object of reasonable measures taken by
the legitimate holder to maintain the secret”.

It should be noted that the protection of the business secret will last as long as the conditions
set out in the article.

Layout designs of Integrated Circuits

In accordance with Art.86 of the Andean norms, the layout designs of integrated circuits are:…
”integrated circuit: a product, in its final or intermediate form, whose elements, in which at
least one is an active element or any or all of the interconnections, are an integral part of the
body or of the surface of a piece of material, and which are intended to perform an electronic
function; Layout design: the three dimensional disposition, expressed in any form, of the
elements, at least one of which are active, and interconnections of an integrated circuit, as well
as the dimensional layout prepared for an integrated circuit designed to be manufactured”.

The requirement that is demanded from a layout design of integrated circuits capable of
protection is that it is an original. In other words,, when the product of their own intellectual
effort of its creator and is not commonly used in the industrial sector. (Art.87, Decisión 486).
Regarding the exclusive right that is awarded on the registration of the layout design, the Andean
norm notes:  Art.98.-“The exclusive right of the registered layout design will last for a period of
ten years beginning from the earliest of the following dates: The last day of the year in which
the first commercial exploitation of the layout design in any part of the world or, The date that
the request was registered in a competent national body of the respective Member Country. 

The protection of the registered layout design will expire after a period of 15 years counting
from the last day of the year that the layout was created.
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Product and Service Brands

It is understood that a brand is any distinctive sign with which the holder (natural or legal person)
seeks to promote the consumption of a given product or service among consumers. As stated
in Art.134 of the Andean norms, a sign can be constituted as a brand when: “The effects of this
regimen will constitute a brand any sign that can be distinguished as a product or service in
the market. It may be registered as a brand the signs that are accepted as a graphic
representation. The nature of the product or service with which the brand is applied shall not
be considered an obstacle to its registration. The following signs can be considered, among
others, to be constituted as a brand: The words or combination of words; The images, figures,
symbols, graphics, logos, monograms, portraits, labels, emblems and shields; The sounds and
colors; The letters and numbers; A color defined by a form, or combination of colors; The form
of the products, its packaging, or wrappers Any combination of signs or means indicated in the
preceding paragraphs”.

Anyone who intends to register a should previously establish in which of the 45 classes that
are referred to in the International Classification of Goods and Services that are included in
the Agreement of Nice, are covered products or services that are capable of protection and
registration.

Requirements

The requirements that any brand of product or service must carry are:

■ DISTINCTIVE FORCE: is the one which gives the individuality required that allows the product
or service to be recognized, among similar ones offered on the market by competitors. The
brand may not mislead the consumers.

■ GRAPHICAL REPRESENTATION: the brand must be identifiable or visible to the
consumer´s view
Type of Brands

The brand is composed of one or more elements (words, images, symbols, forms, colors, or a
combination of these). By virtue of this, the national norm (Legislative Decree 1075) establishes
the provisions related to the registration of the brand that they can be:

■ Verbal. (Art. 46)
■ Figurative. (Art. 47) 
■ Joint Venture (Art. 48).
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Processing the Registration of the Brand in Peru

Peru is based upon the law of protection of brands in the beginning of the registration of the
brand. That is to say, with the registration of brand before the National Institute of the Defense
of Competition and the Protection of Intellectual Property (INDECOPI), begins the right to which
is it conferred.

The processing of the registration is regulated by the articles 138 and 151 of the Andean norms,
which in turn, is complemented by the Decision 689 and by articles 45 to 60 from the Legislative
Decree 1075.

It should be noted that since 2008, it is allowed to request the registration of Multi-class by
which a brand can be registered that protects the products or services of various kinds of
classes. Such as in Art.58 of the national norms states: When products and/or services that
belong to more than one class within the International Classification of products and services
in the Nice agreement, the application will result in a single registration.

The holder of the registered sign that distinguishes specified products and services can obtain
a new registration for the same sign, a condition that it distinguishes products or services that
are not covered in the original registration. The new request of registration will be processed in
an independent manner following the procedures that the present Legislative Decree
determines for the processing of a registration”.

Term of Protection

The term with which a brand is granted, is determined in Article 152 of the Decision 486, rule
that contemplates the protection of ten (10) years, renewable by successive or similar periods. 

Collective Brands

By way of collective brands, it can be distinguished by a geographical origin; a type of material,
mode of manufacture or, any other type of inherent characteristic to an assembly, group, or
association of persons (natural or legal). Thus, the collective brand is defined by the Art.180 of
Decision 486 as: any sign that serves to distinguish the origin or any other common characteristic
of goods or services belonging to different companies and that are used under the control of a
licensee”. The protection that these types of brand offer is similar to brands of products and
services, or in other words, is ten (10) years renewable for successive or similar periods.

Certification Brands

Article 185 of the Andean norms define the certification of brands as: “The certification of a
brand means a sign to be applied to products or services whose quality of other characteristics
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have been certified by the holder of the brand”. An important requirement that is referred to in
Art.187 of the Decision 486 to grant the certification of a brand, is that is be accompanied by the
use of the brand where it is indicated that the products or services will be object of certification
by the holder, is defined by the characteristics guaranteed by the presence of the brand and is
described in a manner in which the control of such characteristics during the validity of the
brand in question shall be considered by an entity that requests the registration of the brand is
“competent to certify” the products applies.  Similar to that of product and service brands as
well as collective brands, the protection awarded to these types of brands are given ten (10)
years renewable by successive or similar periods.

Commercial Names

The comercial name is the sign by which a person (natural or legal) is identified in the exercise
of an economic activity. Art.190 of the Decision 486 defines it as: a commercial name shall be
understood as any sign that identifies an economic activity, a company, or commercial
establishment. 

A company or establishment may have more than one name. A commercial name can be
constituted by a company or establishment, among others, your proper name, company name,
or other designation written into the registry of persons or corporations. The commercial
names are independent of the designations or company names of legal entities, both being
able to co-exist”.

The exclusive right to a commercial name shall be acquired by its first use in the business and
ends when the use of the name or cease of activities of the company or establishment ends.
The registration of the commercial name shall be granted for a period of ten renewable years,
beginning on the date of the resolution that is it registered or from the date of its deposit. (Art.196
of the Decision 486).

Commercial Slogans 

The current legislation applicable to commercial slogans is article 175 of the Decision 486; a
rule which in turn is complemented by the current national norms (Legislative Decree) in Arts.
75 and 76 indicate that such distinctive signs, commonly known as advertising slogans, can be
made up of words, phrases, or legends and; whose aim is to complement the brands. The main
purpose of a slogan is none other than to associate a brand with its positioning in the minds of
the consumers and in the market.

The Andean norm has established a tacit reference to the provisions that are contemplated by
the Decision for the registration of brands. Art.179 reads: “shall be applicable to this title, the
relevant provision of the Title of the Brands to the present Decision”.



In this sense, it is understood that similar to the brands, the commercial slogans include among
other considerations, with the same protection period of ten renewable years by similar periods.

Designations of Origin

The designation of origin is a sign which serves to designate or distinguish and protect a product
based on the special characteristics that it possesses, derived from the geographical
environment of production, extraction or manufacture, and considering human and climatic
factors. Because of the connection, the product is known by the name of the geographic location. 
In the case of Peru, the national norm (Legislative Decree 1075) states: Art.88- “Designations
of Origin: The Peruvian State is the holder of the designations of Peruvian origin and on them
shall be granted authorization of use”.

The Andean norm establishes in Art.203 that the declaration of protection of designations of
origin can be made by:

■ OCCUPATIONAL

■ AT THE REQUEST OF THOSE WHO CAN DEMONSTRATE A LEGITIMATE INTEREST,
understood as such, natural or legal entities who are directly engaged in the extraction,
production, or processing of the product or products to be covered by the designation of origin,
as well as associations of producers. 

The Designations of Origin that have been granted until the present date include:

DATE OF RESOLUTION DESCRIPTION OF THE DESIGNATION OF ORIGEN LOCATION

1990 Pisco Ica
2005 Maíz Blanco Gigante Cusco Cusco
2006 Chulucanas Piura
2007 Pallar de Ica Ica
2010 Café Villa Rica Pasco
2010 Loche de Lambayeque Lambayeque
2011 Café Machu Picchu - Huadquiña Cusco
2011 Maca Junín Pasco Junín - Pasco

As for the protection period that is afforded to the Designation of Origen, Art.210 of the Andean
norms, establishes that it will have duration of ten (10) years, and will be allowed to be renewed
for similar periods.
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Copyright

The legislation in Peru governs the rights of author, is constituted by national standards as well
as by international conventions. Between the national standards are the Legislative Decree 822
(Law on Copyright), the Law 28571 (Law amending the article. 188O and 189o of the Legislative
Decree 822), Law 27861

The Legislation in Peru that governs Copyright Laws is constituted by National laws as well as
by international Conventions.  Among the national laws that are included in Legislative Decree
822 (Law on Copyright), Law 28571 (Law amending the article. 1880 and 1890 of the Legislative
Decree 822). Law 27861  (Law that exempts the payment of copyright for the reproduction of
the works for the blind), the Regulation of the National Registry of Copyright and Related Rights,
Legislative Decree 1076 (law modification of the Legislative Decree 822), Decree 1092 legislative
(adopted border measure for the protection of copyright and related rights), Supreme Decree
003-2009-EF (regulation of the Legislative Decree 1092 approving border protection measures
of) (copyright or related rights and brand rights), law 29316 (law amending, incorporates and
regulates various provision in order to implement the Promotion of Trade Agreement signed
by Peru and the United States of America), and law 29263 (law amending various articles of the
Penal Code and the General Law of the Environment.

In regard to International Agreements, Peru has pledged to the Agreement of Bern for the
Protection of Literary and Artistic Works and the Universal Convention on Copyright.

Copyright, also called “droit d´auteur” correspond to those rights that are granted to the
creators or literary, artistic or scientific works that exercise its powers of patrimonial and moral
nature with respect to the works of its creation.

In this sense Art. 3 of the Legislative Decree states: The protection of the copyright rest within
all of the works of ingenuity, literary or artistic fields, regardless of gender, forms of expression,
merit or purpose. The rights recognized in this law are independent of the ownership of the
material object in which the work embodies and their enjoyment or exercise are not subject to
the requirement of registration or compliance with any other formality.

■ MORAL AND PATRIMONIAL RIGHTS. The authors and other holders of rights in regards to
works that  literary, artistic or scientific, whatever the genre or form of expression and
regardless of literary or artistic merit or purpose, are entitled to moral rights and patrimonial
rights, the same that is found to be provided for in Article 30 and in the Legislative Decree 822.

Moral Rights are those personal rights which are among the following: 
- The right of the author to disclose their work or to keep it within the sphere of privacy;
- The right to the recognition of their intellectual paternity and even this right entitle the author to
decide whether disclosure of the work should be done in an anonymous or pseudonymous form;
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- The right to respect the integrity of the work that gives the author an opportunity to oppose
any act of modification on it; 
- To have the right to modify or do a variation by which the author can make changes provided
they do not prejudice the rights acquired by third parties and finally 
- The right of retraction or reversal through which the author is entitled to withdraw their work
with the resulting trade compensation for damages to the injured party.  
This type of right is characterized as being indispensable

In regards to the patrimonial rights, it should be mentioned that these are related to the
economic benefits that can and / or should be obtained by the author for the use or disclosure
of their work.  The main economic rights are the following: 
- The right of reproduction or public communication that is done through broadcasting or
display, the fixation of images and sounds;
- The right of public communication to an audience or group of persons without previously
having the work distributed;
- The right to distribute the work through sale, rental, lending, among others;
- The right of transformation of the work either through a translation, dubbing, subtitling among
others;
- The right of importation and border entry.

■ PROTECTION OF WORKS. Although Articles 2 and 2b of the Berne Convention sets -
generically – the works that are eligible for protection; it is Legislative Decree 822 (Articles 5,
6, 7, 8 and 9) supplemented by Legislative Decree 1076, the standard responsible for setting
the range of possibilities of protection via authorial. Following the signing of the Free Trade
Agreements, the need to expand the range of protection has been noticed, being that today
"information rights management" and the "effective technological measures are also protected
by the Copyright Act."

■ REQUIREMENTS. The main requirement for a work to be eligible for protection by means of
copyright is the Originality. Which is to say, the work must release a characteristic of its author,
should lead the imprint of his personality.  This criterion has been ratified by the national
authority through a precedent of mandatory provisions that are established within Resolution
No. 286-1998/TDC-INDECOPI.

■ WORK REGISTRY. Unlike Industrial Property, Copyrights need not be registered in order to
be protected by the authorial way.  Thus, Article 3º of the Legislative Decree 822 provides that
the registration as an author is merely declaratory, which is to say, it does not constitute rights.
Just the mere creation of the work in order for it to be the subject of rights (moral and
patrimonial), which the author will need to ensure that their work has enough originality.
Notwithstanding the foregoing, the competent national office, which in Peru is the Directorate
of Copyright of the INDECOPI, has established certain requirements for those authors who wish
to apply for registration of their works; for which are the following:



> Peru COMPENDIUM 2013

— 431 —

- Form F-ODA-04;
- The pay receipt of the corresponding administrative fee;
- If applicable, the authorization or assignment of rights indicating the rights granted; if it’s
onerous or not; the territorial scope on which the sale, duration, etc., are agreed upon.
-  If applicable, the power of attorney; and
- If applicable and if the applicant is a legal entity, provide documents that prove their existence
and representation.

■ SCOPE OF PROTECTION. Copyrights grant a protection that is different from the one that is
conferred by industrial property rights.  Thus Article 52º of the national norm (Legislative Decree
Nº 822) states: Article 52: - "The property right lasts for the life of the author plus seventy years
after his death, whatever maybe the country of origin of the work, and is transmitted by death
according to the provisions of the Civil Code. In joint works, the protection period is calculated
from the death of the last coauthor. "

Unfair Competition

Unfair competition is any act related to Industrial Property, done within the scope of the business
and contrary to honest commercial practices. Decision 486 is the Andean norm governing the
treatment of unfair competition related to Industrial Property; Article 259 states:  

"Constitute acts of unfair competition related to the industrial property, among others, the
following:
- Any act capable of creating confusion by any means whatsoever, in respect to the
establishment, goods or industrial or commercial activities of a competitor;
- False allegations in the course of trade capable of discrediting the establishment, goods or
industrial or commercial activities of a competitor; or
- Indications or allegations whose use, in the exercise of trade could lead the public to mistake
the nature, mode of manufacture, characteristics, the suitability for use or quantity of the
products. "

Meanwhile, the national norm Article 98 makes a clarification as to the types of unfair
competition.  For which the provision states: Complaints of unfair competition in the forms of
confusion and exploitation of the reputation of others that are related to some element of the
registered industrial property, or well-known logos or trademarks, whether registered or not,
will be the exclusive competence of the competent national authority in industrial property as
appropriate, provided that the complaints be filed by the owner of the rights. It shall also be of
competence in regards to the entities of industrial property, allegations of unfair competition,
in regards to the modalities of confusion and exploitation of the reputation of others, which
include items of industrial property and elements while not constituting the industrial property
rights, which are related to the use of an element of industrial property. "
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Note that both lists are not exhaustive of behaviors constituting unfair competition. This
qualification remains open to any act related to industrial property which is made in a business
field as long as it is contrary to honest commercial practices.

■ INFRINGEMENT ACTIONS. Violations of basic rules of economic competition can take
many forms, from the illegal acts that are harmless to criminal acts intended to injure
competitors or mislead consumers.  In that sense: Complaints can be filed at the request of
a party or ex officio.

- Infringement Actions initiated upon application. When an individual is considered affected by
an act of unfair competition, the individual may request the competent national authority to
pronounce on the legality of any act or business practices that is carried out to harm the
individual.  The procedures, requirements and other characteristics inherent to this type of
procedure are provided in articles 99 to 110 of the national norm (Legislative Decree 1075).

- Infringement actions initiated by its own initiative. The Andean norm has incorporated in its
Article 269, the possibility for unfair competition actions to be initiated by its own initiative.  In
that sense the Legislative Decree has stated through its Article 111 that in order to regulate
the procedure, requirements and other features inherent to this type of procedure, the
provisions for actions initiated at the request of a party shall be applied to what is relevant.

■ DEADLINE FOR FILING INFRINGEMENT ACTIONS. The actions for unfair competition have
a prescribed deadline that is set by both the Andean and the national legislation.

The action for unfair competition pursuant to this Title shall lapse after two years from the
recent commission of the unfair act, unless the internal legislations provide a different deadline. 

> Labor Law

Labor Contracts

In Peru, the norm that regulates the labor contracts and their diverse modalities is the Law of
Productivity and the Competitiveness of Labor; henceforth known as LPCL and its Regulations.
In reference to the labor contracts, this rule states that: 

Article 4º.-“In all paid personal services and subordinates; the existence of an employment
contract for a specified amount of time is presumed.  The individual employment contract may
be freely held indefinitely or subject to special conditions.  The first may be held in either verbal
or written form; the second, under the circumstances and requirements provided by law.  They
can also be written contracts of part time basis that are without limitations”.
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Article 5º.-“The services that by its nature are of labor, should be provided personally and
directly by the employee as an individual.  The condition is not invalidated should the employee
be assisted by direct family members that depend on him, if that is how the services are
normally provided”.

Recruitment methods contemplated in our labor system

The relationship that comes about due to a labor contract may be in terms of lengths that are
indefinite or undetermined.  Article 4º of the LPCL establishes the presumption that all labor
relationships and therefore all labor contracts are of an indefinite duration.  Presumption
rebutted.   Nevertheless, the norm supports three general contracting assumptions:

■ Indefinite hiring that is either verbal or written
■ Subject to the modality that requires that it be written and 
■ That it is a part time hiring

Typical Contract

A typical labor contract is characterized by the following notes:

■ It is a full time labor contract, that is fulfilled under the terms of a legal or habitual shift
■ It is executed under a labor of contract of an indefinite duration, that is under an employment
contract that will prolong its validity regardless of time, except for non-compliance by one of
the parties or by stubborn external causes that make it impossible to execute   
■ Work is done in a location that is provided by the employer and 
■ This is work that would pay the individual as an employee

Fixed termed contracts or subject to special conditions

While the legislation provides the possibility of having contracts that are subject to special
conditions, it establishes certain requirements for holding fixed-term contracts.

■ The existence of an objective cause
■ Written form
■ Administrative verification
■ Maximum duration

Probationary period

It governs the statutory period or what was established by convention as provided in Article 10º
of the LPCL.



Article 10º.- The probationary period is three months long, after which the employee attains the
right of protection against arbitrary dismissal.  The parties may agree upon a longer period under
certain labor circumstances where an extension would be justified due to a training requirement
or an adaptation period or because of their nature or degree of responsibility.  The extension of
the probationary period for skilled or trusted employees must be submitted in writing and must
not exceed six months from the point of origin and no more than a year for management
personnel.” 

Once the probationary period is completed, these employees are entitled to job security during
the time of the contract.

Rights and benefits

They are entitled to receive the same benefits that by law, agreement or custom correspond to
employees that are bound to a contract of an indefinite term.

Types of contracts

TEMPORARY CONTRACTS

TYPE OBJECTIVE CAUSE MAXIMUM DURATION

Due to onset or ■ The initiation of the productive activity
increased activity ■ The subsequent installation or 

opening of new establishments or markets 3 years
■ The initiation of new activities and
■ The increase of ongoing activities within 
the same enterprise

Due to Market Aims to address short-term increases in
Needs production that were caused by substantial 

changes in market demand and should be 
budgeted to include one of the following 
situations: 5 years
■ That are not part of the daily company 
duties or
■ That if the increase is due to regular duties 
and of which can not be covered by current staff

Due to Corporate It is held to replace, extend or modify the 
Restructuring activities within the company.  Overall, it is a 

variation of the technical character in regards 2 years
to the machinery, equipment, facilities, media 
production, systems and production procedures
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ACCIDENTAL CONTRACT

TYPE OBJECTIVE CAUSE MAXIMUM DURATION

Occasional It is that which is held between an employer 
Contract and an employee in order to meet temporary 6 months

needs that are different from the usual activity 
of the workplace 

Provisional It aims to replace a permanent staff member
Replacement of the company whose legal working status has
Contract been suspended due to one of the following This contract shall

reasons: be exhausted
■ Any sufficient cause under applicable law or upon the return
■ By treaty provisions that are applicable to of the incumbent
the workplace or
■ When the incumbent for administrative 
reasons, must undertake other duties within 
the workplace 

Emergency It aims to meet needs caused by a fortuitous That which is 
Contract event or by force majeure. necessary.

WORK OR SERVICE CONTRACT

TYPE OBJECTIVE CAUSE MAXIMUM DURATION

Specific work or Those that have a previously established That which is 
service contract objective. necessary.  May  

be subjected
to renewals.

Intermittent Its purpose is to meet business requirements
Contract which by their nature are permanent but 

discontinuous.  It may be performed by the 
same employee who shall be entitled to 
preference when hiring. 

Temporary Its purpose is to meet the rotating needs of the
Contract enterprise that are only done at certain times of 

the year and are subject to be repeated in each 
cycle according to the nature of the productive 
activity.

Part time contracts

It is called Part Time Work when a contracted employee works less than four hours on a daily
basis. Our legal system accepts unlimitedly the concept of part-time contracts, as long as they
are in written form and that they have administrative approval (Article4° LPCL and Article 13° of
the D.S. Nº 001-96-TR) due to the fact that such contracts should be known by the Administrative
Authority of the Workplace within 15 days from its commencement for registration purposes.
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If the work shift does not reach four hours on a daily basis, the employee is not entitled to certain individual
rights, such as job stability in regards to the outbound norm (Article 22° LPCL), Compensation for Time of
Service (Article 4° of the D.S. 001-97-TR) and vacations, all of which are excluded by Article 12° including
that of D. Leg. 713, that is in accordance with Article 11° of the D.S. 001-96-TR, therefore in all other rights,
they should be considered to be understood. 

Formative Labor Arrangements

The Employment Advocacy and Vocational Law; henceforth known as LFPL, which was approved by D.S.
Nº 002-97-TR, Law 28518 – The law in regards to Formative Labor Arrangements and its D.S. 007-2005-
TR.  The norm that regulates the special contract arrangements are detailed in the following:

FORMATIVE GENERAL 
ARRANGEMENT DESCRIPTION CHARACTERISTICS

Apprenticeship: Part of the training process is ■ There should be a signed
performed in the productive units Learning agreement between the

■ Predominantly in the of the companies, prior training sponsoring company, the
Company (PE) and supplementation is done at a apprentice (who has at the

Vocational Training Center. minimum concluded his 
■ Predominantly in the ■ (PE) The training process is done primary studies and is at least
Vocational Training Center: mostly in the company. 14 years old) and a 
Pre-professional ■ (PCF) It enables the trainee, during Vocational Training Center.
Practice (PCF) their student status, to apply their ■ The length is directly 

knowledge, skills and aptitudes while attached to the extension
having a real work situation of the training process.
performance session. - PE) The workday should 

not exceed 8 hours or 48 
hours weekly. 
- (PCF) The workday is not 
more than 6 hours o more 
than 30 hours per week.

Professional It seeks to consolidate the ■ An agreement is signed
Practice apprenticeships that are acquired between a company and a

through professional training, in order recent graduate from a
to perform under real working Vocational Training Center length
situations. does not exceed 12 months.

■ The work day does not exceed
8 hours per day or more than 48 
hours per week.
■ The grant mustn’t be less 
than the RMV when it reaches 
the maximum expected time for 
this modality.
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Youth Job Its intended for young adults that are ■ The company must design
Training between the ages of 16 and 23, that Specific Programs of Youth

haven’t completed or interrupted their Work Training
basic education or those who upon ■ The training should
finishing their basic erudition have preferably be carried out in the 
not pursued superior studies (technical workplace or in a Vocational
or university), in order to acquire Training Center, School-
knowledge and skills while working so Workshops or someplace
that they may be incorporated into the similar.
economic activity of a specified ■ The number of beneficiaries
occupation. should not exceed more than 

20% of the total amount of 
personnel of the location or 
specific occupation.
■ The work day does not exceed 
8 hours per day or more than 48 
hours per week.
■ The grant mustn’t be less than 
the RMV when it reaches the 
maximum expected time for 
this modality.

Internship:

■ Internship with the ■ PE: Aims to link the beneficiary with ■ There is an Agreement
Company. (PE). the world of work and business in order between a company, a

to contrast what they learned in the beneficiary (14 years of age
■ Internship for Training Center. or older) and a Vocational 
Teachers and ■ PD&C: Links teachers and professors Training Center.  Its term of 
Professors (PD&C). from the Vocational Training System length does not exceed 

with the social economical, technological 3 months.
and organizational changes that arise in ■ The grant for high 
the productive sector. school students should not 

be less than 5% of the 
RMV.  Under other 
circumstances it is not less 
than 30% of the RMV.
■ PD&C: There is an 
Agreement between the 
company, a teacher or 
professor and Vocational 
Training Center.  Its term of 
length should not exceed 
3 months. The grant 
should not be less than 
30% of the RMV.

Refresher Course for Seeks to improve the employability with ■ There is an Agreement 
Labor Reintegration the possibility of reinserting unemployed between a company and a 

workers (laid off from the private and public beneficiary.
sector) that are between 45 and 65 years ■ The company designs a 
of age and that currently find themselves Training Plan and 
in a long unemployment spell that exceeds Refresher Course.
12 months continuously. ■ The maximum amount 

exceed more than 20% of 
the area personnel or a specific 
occupation or more 10% of the
total amount of workers with a 
direct working relationship.
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Worker’s Rights

■ EARNINGS. The concept is included in Article 6º of the LPCL:

Article 6.- “Constitutes compensation under all legal purposes that the worker receives in full
for services rendered, either monetarily or in kind, irrespective of the form or denomination
that it may have, as long as it is out of freewill.  The sums of money that are given to the worker
directly for meals such as breakfast, lunch, snacks or dinner, have a remunerative nature.
Compensation isn’t countable for purposes of calculating the inputs or contributions to social
security as well as to any right or labor related benefit in regards to the value of food allowances
that are granted in the form of indirect provision”.         

As per Article 7 of the LPCL, remuneration is not constituted for any legal purposes of the items
set forth in Articles 19 & 20 of the Unified Text of the Law on Compensation for Length of Service,
approved by D.S. 001-97-TR.

Article 19º - “Countable remunerations are not considered for the following: 
- Extraordinary bonuses or payments that are occasionally given to the worker as a donation
by the employer or by a previous collective agreement or as accepted within the conciliation
proceedings or mediation or established by the resolution of the Administrative Labor Authority
or by arbitration.  In this concept, the allowance for closing specification is included.  
- Any form of involvement in the earnings of the company.
- The cost or value of working conditions;
- The Christmas Basket or something similar;
- The cost of transportation, whenever assistance is subjected to the workplace and that it
reasonably covers the respective transport.  This concept includes the set amount that the
employer grants by individual or collective agreement, as long as it complies with the
requirements previously mentioned.
- The education allowance or bonus as long as it is for a reasonable amount and it is duly
substantiated.
- Allowance or wine gifts for birthdays, marriage, childbirth, death and those of similar nature.
Likewise, the allocations that are paid for certain festive occasions as long as they are
consequence of a collective bargaining agreement.
- The assets that the company grants its employees of its own production in reasonable
quantities for direct and family consumption;
- Those amounts that are disbursed to the employee for performance of work or duties in order
to cover transportation, travel, entertainment and wardrobe expenses and that within reason
meet the objective and do not constitute a benefit or an economical advantage to the worker.
- The diet directly provided by the employer that meet the conditional quality of the work as
being essential to the service delivery, meal allowances that are granted under the modality of
indirect supply and in accordance to applicable law or when resulting from legal mandate.  
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Article 20.- “Food that is provided directly by the employer that is within the quality of working
standard that is essential to the service delivery or when resulting by legal mandate is also not
included in the countable remuneration.

Our legislation provides for a referred Comprehensive Compensation, which is one that is
agreed annually with the employee that receives a monthly salary that is not less than (2) Tax
Units (currently at S/. 3,650.00), and includes all conventional and legal economic benefits that
are applicable to the entity, except for profit sharing (Article 8 LPCL).   

The Minimum Living Wage

It is set by the State.  A worker who works an ordinary working day cannot receive less than S/
750.00 (monthly), which is actually the minimum living wage. 

■ WORKING DAY. Article 25º of the Political Constitution of the State establishes a limit of 8
hours per day or 48 hours per week as a maximum allotment of time for an ordinary workday.
This 48 hours weekly limit also applies to accumulative or atypical workdays.   

An ordinary workday is the maximum allotted time during which the worker is at the employer’s
beck and call for service delivery.  It is not possible to require the worker that provides an
effective delivery of services on an ordinary workday to exceed the indicated limit except if the
employee agrees to it or is in any of the cases that are established by law.

In regards to cumulative arrangements of work or atypical jobs, the eight workday limit does
not apply, due to the supposed fact that the working activities imply continual service delivery
that exceeds 8 hours per day; however, the individual will work less days per week.

Legislation 854 contemplates supposed specialties that are not included in the maximum
workday and therefore are not entitled to overtime pay when the job exceeds the normal working
day, which are: 

- Management employees, those who exert the overall representation of the employer in front
of the other workers or third parties or those that substitute or that share management duties
or control or where the result of the business depend on the responsibility or activity of the
same, in accordance with Article 43 of the LPCL;

- Standby intermittent service delivery workers or those who provide supervision or custody,
that regularly fulfill their activities alternatively or with periods of inactivity; and 

- Workers that are not subject to immediate superior supervision which are those who perform
their duties or part of the same without immediate employer supervision or who work part time
or are completely out of the workplace, resorting to the individual to account for their own work
and carry out the pertinent coordination.    

— 439 —

COMPENDIUM 2013> Peru



> Peru COMPENDIUM 2013

— 440 —

■ WORK SCHEDULE. The employer has the authority to establish the work schedule, which is
to say the dispatching of the work schedule throughout the day, taking into account the start
time as well as the shift end time.  As required by Article 6 of D. Legislation 854, the employer is
empowered to modify the work schedule without altering the hours worked (Work Day), to which
a standard procedure in regards to the aforementioned must be followed. The allotted meal time
should not be less than 45 minutes and is not included in the work day or in the work schedule.

■ NIGHT SHIFT. The night shift is understood to be between 2200 and 0600 hours. The night
shift worker must not receive a compensation that is less than current minimal living wage and
must have an increased rate of 35%. 

■ OVERTIME. Work that is rendered outside of an ordinary workday and is voluntary both and
its execution and in its provision.  The labor time that exceeds the daily workday or existing
workweek within the workplace should be considered overtime and is paid an agreed upon fee
that must not be less than 25% of the value of the time value of regular compensation for the
first two overtime hours and 35% from the third hour on.  The overtime can be performed before
or after the time of entry or exit.  Overtime can also be compensated by granting the equivalent
time off.     

■ PAID BREAKS.

- Annual Leave. Vacations rights are regulated by D. Legislation 713 (7/11/91), which gives the
worker the right to 30 calendar vacation days for each year of service.  In order to acquire the
right to a vacation time, a record of minimum workdays within the space of one year must be
met. The required work year is calculated from the start of employment or from whenever the
employer determines it if it is to compensate for the fraction of relevant services.

Whenever it’s the opportune time for a rest period, it should be agreed upon with the employer
and employee, taking into account the company’s needs and the interest of the worker.  In the
absence of an agreement, the employer defines.  Under no circumstances may vacations be
granted when the worker is incapacitated by illness or accident.  This standard does not apply
if the incapacity occurred during the vacation period.

Vacation pay should be allotted prior to it commencing. The worker should be able to enjoy their
rest period without interruption, even though the worker can utilize their vacation time in
increments of no less than seven days if they request it in writing. Likewise, the worker may
reach an agreement with the employer whereby two consecutive periods are accumulated,
always being able to take advantage of a minimum of seven days after one year of service.

Under the same standard, the worker may freely stipulate up to 15 days of their vacation period,
with the following compensation of 15 days of remuneration.  This agreement should be in done
in writing. The time limit for the enjoyment of the vacation is one year, which states that after
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one year of service, the worker has earned the right to a vacation, and would take advantage of
it within the following year.  If that does not take place, the worker earns the right to the
denomination of “triple vacation pay”.
- Payment for services rendered;
- Payment for vacations earned by not enjoyed; and
- A stipend by way of indemnification for not being able to enjoy the rest period. This
indemnification is not subject to tax withholding or any other retention.  

The payment amount should be what the employee shall be receiving at the opportune payment
interval. 

- Mandatory weekly rest period. The employee has the right as a minimum of 24 consecutive
hours for resting on a weekly basis, of which should be preferably granted on Sunday.  Article
2 of the D. Legislation 713 provides for the possibility of establishing alternative arrangements
or cumulative working hours or breaks, with due regard to the owed proportion or designating
as a rest day other than Sunday, by determining the day when the workers are able to enjoy
their substitute respite individually or collectively.

If the employee works on their mandatory weekly rest day or on a National Holiday, without
being provided an alternative rest period, the employee shall have the right to receive
compensation for services rendered with a pay hike of 100%.  Payment for the day of rest is
equal to an ordinary workday and shall be paid in a manner that is proportional to the number
of days of service delivery.   

■ PROFIT SHARING. Article 29 of the Political Constitution of 1993, recognizes the worker’s
right to participate in the profits of the company. In accordance to D.L. 893, workers participate
in the profits of the company, via the distribution of a percentage5.  Aforementioned percentage
is distributed in the following manner:

- 50% depends on the number of days worked by each employee, that are understood to be real
and effective work days.  To that effect, the amount is divided by the total sum of days worked
by all employees and the result that is obtained is multiplied by the number of days worked by
each employee.

- 50% in proportion to the earnings of each employee.  To that effect, the stated sum is divided
by the total amount of compensation of all the employees corresponding to the fiscal year and
the obtained result is multiplied by the total of compensation that corresponds to each employee
in the fiscal year.

In respect to each employee, profit sharing has the equivalent of 18 compensations as a
maximum limit. Cooperatives, self-managed enterprises, civil societies and enterprises with
less than twenty (20) employees are excluded from the participation mandate of profit sharing.



■ GRATUITIES. There exist two gratuities per year for the private sector, one for Christmas and
the other for the Patriotic Holidays.  Both of which are established in Law 27735, that states
that they must be paid in the first half of each month of July and December respectively.  The
regulation states that the only requirement for its perception is maintaining gainful employment
upon payment of such benefit or failing that, finding themselves to be enjoying their vacation,
on leave with pay or receiving appropriate subsidies.

If the employee has less than six months on the job, they should receive a percentage of the
gratification that is based on months worked.

■ COMPENSATION FOR TIME OF SERVICE (CTS). It is a precautionary social benefit against
any contingency that may bring about the cessation of work and the advocacy of the worker
and their family (Article 1 of the Law of CTS, D.S. 001-97-TR.)  The payment of this benefit
is realized through bi-yearly deposits in the first half of the month of May and November of
each year.

The services that generate the right to having CTS are those that are rendered in Peru or abroad
as long as the employee had been hired in Peru.  Unjustified leaves of absence and uncountable
days are deducted by the rate of one thirtieth per day.  The following are countable by exceptional
manner: absences due to a work related accident, occupational illness or illnesses accredited
for up to 60 days per year; pre and post natal rest days; those due to flawed suspension of work
(payment is maintained by the employer); strike days that haven’t been declared to be
inadmissible or illegal; and earnings accrued during a dismissal procedure.

The CTS when it accrues monthly should be granted on the basis of the current compensation at
the moment of carrying out the bi-yearly deposit  to which the definition of compensation that is
contained in Articles 6º and 7º of the LPCL and 19º and 20º of the Law of CTS is considered.

Deposits are made in the financial institution chosen by the employee.  If this doesn’t comply in
notifying the employee within a period not exceeding from April 30 or from October 31
respectively, the employer may choose the financial institution where deposits shall be made.
With the depositary being chosen, the employee must indicate if the deposits shall be done with
either domestic or foreign currency.

The employer must provide, under fee, within five working days of the deposit, a duly signed
settlement, indicating the name of the employee, the amount, period of service and the name
of the representative of the undersigned employer.   

Suspension of employment

The current labor legislation has developed a coarse model in regards to the subject of the
suspension (Article11° LPCL), stating that it can be perfect or imperfect.  In the first of the two,
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it suspends the service delivery as well as the compensation, while in the second case, the
obligation to pay compensation remains, but not the service delivery.

Article 12° of the same regulation, establishes cases when the suspension of the work contract
is necessary, such as the case of temporary disability, sickness, a proven accident, on vacation,
and a disciplinary sanction, among others. In the case of a disciplinary suspension, the
regulation has not established the causes that give rise, which is to say the offenses that are
punishable by suspension, which is understood to be at the discretion of the employer, to which
falls the obligation to impose the sanction according to the offense committed. 

Termination of employment

■ DISMISSAL. Article 27º of the Peruvian Constitution of 1993 delegates the Law the function
of providing adequate protection to employees against arbitrary dismissal.  The current
Constitution with this brief statement, has given the Law the task to give substance to the
concept of “adequate protection”.

The protection against arbitrary dismissal is embodied in the requirement that the dismissal
must be supported by a justifiable cause.  This is known as “causality of the dismissal”, protecting
the employee from any act of the employer that aims to put an end without foundation.   

Article 34º of the LPCL establishes that in the case that the dismissal is considered to be
arbitrary for failing to provide cause or not being able to prove it in court, the employee has the
right to compensation of one indemnification that is equivalent to a remuneration and half for
each year of service, with a ceiling of twelve compensations.  This legal provision provides job
stability during a dismissal that is determined to be improper.

However, since the year of 2002, the Constitutional Tribunal, through multiple judgments, has
established a typology of dismissals that compliment the legal regulation aforementioned,
establishing the possibility that the employee opt to be reincorporated or be eligible to receive
one special indemnification for the dismissal.  The previously mentioned is plotted in the
following table:      

TERMINATION TYPE CHARACTERISTIC EFFECT

Without due cause No cause is expressed At the employee’s choice, either 
reincorporation through a 
constitutional judicial court 
mandate (protection action) or 
compensation payment for an 
unfair dismissal through the 
ordinary labor courts (arbitrary 
dismissal).
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Fraudulent Invention of a cause or abuse At the employee’s choice, either 
of the employee while exerting reincorporation through a 
duress upon the same constitutional judicial court 

mandate (protection action) or 
compensation payment for 
arbitrary dismissal through the 
ordinary labor courts (arbitrary 
dismissal).

Invalid Discriminatory dismissal that Reincorporation through the 
is based on grounds provided ordinary labor courts (invalid 
for in Article 29º of the LPCL dismissal).

Dismissal in breach of Must be reasons other than At the employee’s choice, either 
fundamental rights those provided for in Article reincorporation through a 

29º of the LPCL constitutional judicial court 
mandate (protection action) or 
compensation payment for 
arbitrary dismissal through the 
ordinary labor courts (arbitrary 
dismissal).

Dismissal with attribution Dismissal is attributed in the Compensation payment through 
of a just cause commission of a serious the ordinary labor courts.  

offense. The procedure Submission in to constitutional 
followed is the one that is justice does not apply due to the 
foreseen but when subjected fact that this is a residual 
to standard procedure, it is procedure. 
determined that a serious 
fault is nonexistent.

■ INDIRECT DISMISSAL. It is a form of dismissal from an employment relationship that
emanates from the will of the employee.  This takes place when the employee, prior to employer
conduct or attitude, considers that the employer has not complied with the job contract, in such
a way that it makes it unviable to continue the rendering of services.

Provided for in the cases of harassment that are covered by Article 30º of the Law of Productivity
and Labor Competitiveness, which are:
- Failure to pay compensation at the appropriate interval, unless there are reasons of force
majeure or unforeseeable circumstances that are duly verified by the employer.
- Causeless reduction of payment or in category.
- The transfer of the employee to a location that’s distinct from the one where the rendering of
services was done habitually, with the intent to cause detriment.
- Failure to comply with health and safety measures that could affect or put at risk the life or
health of the employee.
- An act of violence or serious verbal harassment to the detriment of the employee or their family.
- Acts of discrimination, based on sex, ethnicity, religion, opinion or language.
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- Acts of moral turpitude, sexual harassment and all acts that constitute dishonest attitudes
that affect the dignity of the employee.

In order for the employee to bring forward a judicial act for any of the aforementioned motives,
a prior summon should be given to the employer in writing along with a reasonable period of
time that is not less than six calendar days in order for the employer to be able to make their
defense or to be able to amend their conduct should that be the case.

Having completed the indicated procedure, the employee has the option of bringing forward a
judicial lawsuit against the employer for being dismissed unjustifiably in order to obtain the
special compensation for arbitrary dismissal.  

■ INVALID DISMISSAL. This involves a dismissal that is based on discriminatory or prohibited
reasons, and the following are the reasons that are specified in Article 29º of the LPCL: 
- Union membership or the participation in union activities.
- Being a candidate to represent the employees or acting or having acted in that capacity;
- To submit a complaint or to participate in a process against the employer before competent
authority, except when serious acts of violence or serious verbal harassment or grave
indiscipline are present;
- Discrimination that are based on sex, ethnicity, religion, opinion or language.
- Pregnancy, should the dismissal occur during the gestation period or within the subsequent
90 days. 

The employee has the option to bring forward a judicial demand against the employer via an
act of invalid dismissal in order to be reincorporated to the job.  

Group Rights: freedom of association, collective bargaining and strike.

■ FREEDOM OF ASSOCIATION. Freedom of Association is a constitutional recognized right
(Article 28, including 2) which empowers workers to organize unions and to freely affiliate in
those that are already existent – which also implies the ability of disaffiliation or not to affiliate
to the same – with the objective of defending and promoting the economic and social interest
of the workers.

In accordance to the Unified Text of the Law of Collective Work Relationships (LRCT) which is
approved by D.S. 010-2003-TR, first level organizations are recognized as Unions and may be
of a company, an activity, of guild or of various occupations.  In order to develop a union, there
is a requirement of 20 workers in the case that if would be of a company or 50 for all other types
of unions.  In the case of lacking the minimum amount requirement in order to constitute a
union, the workers can name delegates to be their representatives.      
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Various unions can coexist within the same company.  Two unions may form a collective of
superior level called a Federation.  Likewise, two Federations can constitute a Confederation.

■ COLLECTIVE BARGAINING. In accordance to the LRCT, the Collective Work Agreement has
three parts:
- A regulations part, which would regulate determined rights and obligations of the workers
which form part of the agreement (compensation, work conditions)
- An obligations part that generate collective rights for the same subjects who have come to an
agreement (concession of a location for the union), and
- One part bounding that is available to the one that governs and to what is the objective and
the governing period. 

The regulations part is the only one that constitutes a source of law and it automatically modifies
the individual work relationships without the need of an incorporation act and it constitutes a
necessary relative regulation right, in such a way that the work contracts would not be able to
establish lesser benefits.

As for the effectiveness of the Collective Bargaining Agreement, this could be general, which is
to say, to govern all the workers of the company or limited, which is to say if it only affects those
whom are affiliated with the union which has negotiated the mentioned Agreement.  In
accordance to the LRCT, in order for an Agreement to have overall efficiency, the Union should
affiliate the absolute majority of the company workers, which is to say, the organizational union
must possess negotiable legitimacy.    

The law has left ample latitude for all parties in order for them to be able to come to terms with
the finality of being able to resolve their collective negotiations. The first stage is referred to as
the direct negotiations stage between the parties, should that fail, it would be passed along to a
work Administrative Authority with the purpose of convening a Board of Conciliation and if there
is no agreement, the Union may opt to refer the dispute to arbitration or to declare a strike.

■ RIGHT TO STRIKE. It is the collective suspension of work that is agreed by the majority and
it is processed voluntarily and peacefully by abandoning the workplace.  The declaration of a
strike must be verified by a Public Notary or Magistrate and must comply with certain formalities
such as the aim of defending the rights of workers, be adopted by a majority of voting members
that are attending the meeting that was called for this purpose and should be communicated
with prior anticipation to the employer.

If the strike complies with all the prerequisites, the employer shall be prevented from hiring
workers, withdrawing company benefits or prevent a hazard in thereof. Irregular modalities are
forbidden to strike as an untimely halt, work at a slow rhythm pace, deliberate reduction in
performance, obstruction of entry to the workplace, etc.



The strike shall continue unless it is declared to be illegal by the Work Administrative Authority;
likewise, if a strike takes too much time, seriously jeopardizing a company or productive sector
or if it results in acts of violence, the Executive Power could order the resumption of work.  In
case that does not take place, the strike may remain indefinite until the workers themselves
decide to end it.   

In regards to strikes in essential services or of indispensable labors to the company, the workers
should ensure continuity of key personnel in order to impede total interruption and to ensure
the continuity of activities that demand it or the immediate resumption of work once the strike
has been called off.  

> Electricity Sector in Peru

The activities in the Electricity Sector are regulated since 1992, by the Law of Electrical
Concessions (D.L. N° 25844-) and Regulation (D.S. N° 009-93-EM). These standards established
a reform in the sector, separating the activities of Generation, Transmission, Distribution, and
Commercialization. Prior to the issuance of the standards mentioned, the provision of electricity
was held exclusively by the Peruvian Government controlled company Electroperu (which
vertically integrated the distinct operations of the Electricity Sector). 

Specifically, the Electricity Sector in Peru evolved in the following manner:

Over time, and with the aim of adapting the electricity market to the developments that the new
scenarios have required, standards were issued to ensure the efficient development of the
generation of Electric Power (law N ° 28832), promoting further mechanisms of investment
and tax benefits to power generation projects.
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Efficient use of Natural Gas D.Leg. N° 1041

Promotion of renewable energy generation projects D.Leg. N° 1002

Accelerated depreciation D.Leg. N° 1058

Advanced Recovery of the General Sales Tax on 
companies that use water resources and renewable energy Law N° 28876

Characteristics of the Peruvian Electricity Market

The Peruvian electricity market is disintegrated, eliminating all kinds of reserve and State
monopoly. The law on electrical concessions establishes that the generation, transmission and
distribution activities cannot be performed simultaneously by a single company, promoting a
disintegration of the electrical activities.

The Peruvian model promotes competition in generation and providing open access to
transmission, regardless of the existing transmission and distribution monopoly. You cannot
have transmission lines that go along the same routes due to the high costs.

The principal characteristics of the Peruvian model are show in the following:

In addition, it is necessary to take into account that the electrical service provides a free market
and a regulated market:

■ FREE MARKET:  SUPPLY AND DEMAND.
Users whose maximum annual demand are more than 200 kW, until 2500 kW, have the right
to choose between the condition as a Regulated User or Free User.  The Users, whose maximum
annual demand is more than 2500 kW, have the condition to be Free Users. Free users are
supplied by distributors, generators, or possibility of self-generation. More than 50% of the
transactions in this market relate to the mining sector.  

generation transmission distribution

state owned 
operation

IS OPEN
COMPETITION.
Prices are fixed
based on marginal 

IS REGULATED.
The cost of the
transmission guarantees
the recuperation of the
investment and the
operation 

REGULATED BY
PUBLIC SERVICE.
Calculated fees based
on models of efficient
companies. The
companies are
responsible within their
areas of concession.
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■ REGULATED MARKET:  STANDARD PRICE IS REGULATED.
Constitutes a public service of electricity.  Regulated users (with annual consumption less than
200 kW) are supplied exclusively by the distributors within the area of concession. 

Generation

It is important to take into consideration the following concepts:

■ POWER: maximum production capacity of a unit of generation at any given time
■ ENERGY: Production flow of a unit of generation at a certain period of time (actual production)
The generation is the production of energy in blocks, beginning from a primary or secondary
source of energy. The production of electric energy during the year 2011 was 35 217, 4 GW.h,
which represented an increase of 8.6% compared to the year 2010, which was 32 427 GW.h. Of
the energy produced, 57,94%  was water sources, and 42,06%  was thermal sources.

The participation of generation of the principal companies in the Electricity market in Peru is
shown in the following graph:
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Source: Annual Report 2011 - COES

With regard to the technologies of generation, in the Peruvian electrical market there exists a
predominance of water sources compared to thermal sources, as the following participatory
percentages show:

Source: Annual Report 2011 - COES

Likewise, in the Peruvian electrical market, natural gas represents an important contribution
in the coverage of the power demanded (close to 39%).

The generators in Peru are:
- Agroindustrial Paramonga S.A. A.
- Aguas Y Energía Perú S.A.
- Celepsa Compañía Eléctrica El Platanal S.A.
- Chinango S.A.C.
- DukeEnergyEgenor S. En C. Por A.
- Edegel S.A.A.
- Eléctrica Santa Rosa S.A.C.
- Empresa de Administración de Infraestructura Eléctrica S.A.
- Empresa de Electricidad del Perú S.A.
- Empresa de Generación Eléctrica de Arequipa S.A.
- Empresa de Generación Eléctrica del Sur S.A.
- Empresa de Generación Eléctrica Machupicchu S.A.
- Empresa de Generación Eléctrica San Gabán S.A.
- Empresa Eléctrica de Piura S.A.
- Empresa Generadora de Energía Del Perú S.A.
- Enersur S.A.
- Esco Compañía De Servicios de Energía Sac
- Hidrocañete S.A.
- Hidroeléctrica Santa Cruz Sac
- IllapuEnergy S.A
- Kallpa Generación S.A. 
- Maja Energía S.A.C
- Petramas S.A.C
- SDF Energía Sac
- Shougang Generación Eléctrica S.A.A.
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- Sindicato Energético S.A.
- Sn Power Peru S.A.
- Sociedad Minera Corona S.A.
- Termoselva S.R.L.

Authorization and Concessions

Are awarded by the Ministry of Energy and Mines. Free up to 0.5 MW

Requires the final concession to develop each one of the following activities:
■ The generation of electrical energy that utilizes water resources, with installed power above
500 KW;
■ The generation of electrical energy with renewable energy, with installed power above
500 KW.

With regard to the authorizations, our legal system requires authorization to develop activities
of thermoelectric generation, when the installed power is greater than 500 KW.

Transmission

It constitutes a natural monopoly. As it is known, the transmitter takes the power that is given
from the generator, transporting it from one point to another (transmission line). A national
interconnected electrical system is extremely important because it allows energy to come from
the more efficient plants (economically) to any point that is within the system. In addition, allows
you to expand the possibilities of power supply and cover a larger population of electricity.
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■ CLASSIFICATION.

■ CONCESSIONS. The transmission of electrical energy requires a concession, when the
installations affect the property of the Government and/or require the imposition of the right of
way. These are the transmitting companies in Peru:
- Abengoa Transmisión Norte S.A
- Compañía Transmisora Norperuana S.R.L
- Consorcio Energético De Huancavelica S.A.
- Consorcio Transmantaro S.A.
- Eteselva S.R.L.
- Interconexión Eléctrica Isa Perú S.A.
- Red De Energía Del Perú S.A.
- Red Eléctrica Del Sur S.A.

■ DISTRIBUTION. Distribution is by means of the set of transmission of lines with low levels of
voltage, sub-stations and transformers. Concession is granted by geographical area. The
distributors who operate in Peru are:
- Electro Sur Este S.A.A.
- Electro Sur S.A.
- Electrocentro S.A.
- Electrodunas S.A.A.
- Electronoroeste S.A.
- Empresa De Distribución Eléctrica de Lima Norte S.A.A
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- Empresa Regional De Servicio Público de Electricidad Del Norte S.A.
- Empresa Regional De Servicio Público de Electricidad Electronorte Medio S.A.
- Luz del Sur S.A.A.
- Sociedad Eléctrica del Sur Oeste S.A.

■ LEGISLATIVE DECREE N° 1002– SUSTAINABLE DEVELOPMENT OF THE PERUVIAN
ELECTRICAL MARKET. Priority action in the sustainble development of enery is the promotion
of Renewable Energy, as a tool to be carried out within the regulatory (legislative) framework.
In this sense, the Legislative Decree N° 1002 is important because it generates “incentives to
promote the investment of the generation of electricity with the use of renewable sources of
energy, encourage scientific investigation and technological innovation, as well as the realization
of projects that qualify as Mechanisms of Clean Development, and, obtaining its registration,
the respective Certificates of Reduction of Emissions-CRE that can be negotiated with
companies from Industrialized Countries that account for these reductions of GEI as part of the
quantitative goals that were committed to in the Kyoto Protocol”

Some of the related details included in the Legislative Decree N° 1002:

- Declaration of national interest and participation of the energy with Renewable Energetic
Resources (RER) in the matrix of the generation of electricity. 

- Renewable Energetic Resources: Biomass, Wind, Solar, Geothermal, Tidal, Water energy
whose capacity installed does not exceed 20 MW.

- Commercialization of energy and Power generated with the RER (Renewable Energetic
Resources)

• Generation of electricity from RER takes precedence for the daily dispatch, 
considering the cost variable of production equal to zero.

• For the sale of production of electrical energy, the holders must put their energy 
on the short term market the price that results in that market.

• If the marginal cost is less than the specified rate, the energy is placed in the short 
term market at the given price in the market plus the premium fixed by the 
regulatory agency in Peru, which is called OSINERGMIN.

- Determination of regulated rates:  
• Guarantees an annual profit of 12%
• Auction of allocated premiums

- Dispatch and access to networks of electrical transmission and distribution
• Subject to capacity in the systems of transmission and/or distribution.
• Priority to connect
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As you can see, the challenges that energy consumption poses for the achievement of
sustainable development, Peru, through the Executive branch (the body that issued the D.Leg.)
(No. 1002) has arranged as priority action the promotion of renewable energy, which also has
an impact on expanding the variety of energy sources.

The legislative framework for the promotion of investment for the generation of electricity with
the use of renewable energy, aims to modify the energy matrix given the use of non-renewable
energy resources, as in the Peruvian case, the most recent projects of electricity generation
have used natural gas as the main source.

On the other hand, the use of renewable energy is a measure of mitigation designed to reduce
the emission of greenhouse gases and in a certain aspect to prevent, mitigate or delay many of
the impacts on climate change.

■ AGENTS THAT PARTICIPATE IN THE ELECTRICITY SECTOR. The following graph shows the
promoting agents, regulators, and direct agents.

Source: MINEM – Perú – Electrical Sector 2010 –Promotional Document
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ILP GLOBAL - LR LAW FIRM 
www.ilpglobal.es

■ www.ilpglobal.es
■ 23 Law Professionals
■ Premises in Madrid (2) and Asturias.

Paseo de la Castellana 144, 3º C/ Dr. Fleming 3, 10º C/ Uría, 70, 3º A
28046 -  Madrid 28036 – Madrid 33003 – Oviedo (Asturias)
Phone: + 91 458 24 92  Phone: + 91 458 39 94 Phone: + 984 28 09 28

The team in ILP LR Abogados work together in integrated, multidisciplinary teams to provide
the full service capabilities our clients need for litigation, corporate & commercial law, corporate
finance, tax, restructuring and other interdisciplinary matters they retain ILP to handle. Our
Firm’s success stems from key strengths:
■ Client focus
■ Legal skill
■ Depth of people, experience and resources
■ Team orientation 
■ A one-Firm organization

We are proud of the recognition we have received from our clients for our commitment to service,
and we value their satisfaction as the only measure of our success. We have a solid reputation for
our representation of companies seeking financing, as well as financing sources such as venture
capital firms, private equity firms, institutional investors, and angel investors. ILP LR Abogados
has been involved in all facets of capital raising transactions, including seed and angel financings,
mezzanine financings, venture capital financings, leveraged acquisitions, and recapitalizations.

Our corporate finance attorneys are experienced in all aspects of corporate transactions,
including private placements, mergers, acquisitions and divestitures, joint ventures,



distributorships, public offerings, tender offers, venture capital financing, equity and debt
restructuring, project finance, workouts, corporate governance and general corporate law.

Because of the variety of litigation we handle, we have extensive experience with the breadth of
remedies that are sought in business cases. Litigation is a core strength of ILP LR Abogados,
and a principal foundation of the Firm’s success.

Due to the difficul economic times in Spain, bankruptcy practice is more common than ever.
We represent our clients in more than 160 bankruptcy procedures, and some of our lawyers
are qualified and assigned by Courts as Bankruptcy Directors (Administradores Concursales).

We develop and tailor our litigation strategies to the specific facts of each case, and our goal is
to achieve a resolution that best addresses the client´s particular business needs.
Understanding and complex commercial contracts and the ability to litigate their terms is at
the heart of what we do.

ILP LR Abogados has represented businesses of all sizes in all sorts of litigation, ranging from
how our clients structure and conduct their businesses to how they deal with customers,
suppliers, partners and competitors. Our attorneys have decades of experience counselling
clients on establishing or altering their distribution systems (agency contracts, franchise …).
We have a track record of success in that field.

We represent management in labour, employment, and workers compensation matters. We
serve clients of all sizes, from large companies with multiple locations to companies with a
single office and few employees. We are prepared to work with clients as:

■ an extension of in-house human resources department. We will work as a partner to help
prevent problems through providing training programs and/or implementing cost-effective
solutions. 

■ labour and employment law counsel. We will counsel management teams on effective
personnel management strategies in union and non-union environments and provide training
to help avoid costly litigation.

In many instances, the firm serves as outside general counsel to mid-sized companies,
coordinating all legal requirements and serving as a key advisor in tandem with a client’s other
professional service firms. The firm’s work includes breach of contract, breach of warranty and
disputes involving closely held companies, as well as asset recovery. The Business Litigation
Team also draws on ILP LR ABOGADOS full range of in-house capabilities including Tax, Real
Estate and Corporate Finance.
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LR ABOGADOS´s insolvency services extend far beyond litigation in Bankruptcy Court. Our
Bankruptcy lawyers are both deal-makers and trial attorneys. We possess the ability to negotiate
and close highly complex bankruptcy transactions, or to litigate and try cases to conclusion.

> Corporate Law

Regulations and Rules

The legal framework of Corporate Law in Spain consists of:
■ The Code of Commerce (1885) (Articles 116 to 150; 169 to 237)
■ The Joint Stock Companies or Public Limited Companies(RD 1/2010 Ley de Sociedades de
Capital, LSC)
■ The Private Limited Companies (RD 1/2010 Ley de Sociedades de Capital, LSC)The Rules of
■ Mercantile Register (RD 1784/1996)
■ Private Equity Act 25/2005
■ Bankruptcy Act 23/2003
■ The Securities Exchange Act (24/1988)

In European Law, the main sources are:
■ Law of Mercantile Adaptation to the European Community Standards (Act 19/1989)

Types of Companies and Liability of shareholders

Joint Stock Companies (Sociedades Anónimas), Private Limited Liability Companies
(Sociedades de Responsabilidad Limitada), Collective Companies (Sociedades Colectivas),
Partnership Companies - both simple and with registered shares (Sociedades Comanditarias
Simples o por acciones) - and other associative forms have a diverse range of commercial uses

For setting up a business in Spain there are different legal forms. The forms most commonly
adopted by foreign investors are:

■ SOCIEDAD ANÓNIMA (S.A.) (Public Limited Company or Joint-Stock Company): Corporation
with a minimum capital stock of 60,000 euros of which at least 25% must have been paid at the
time of incorporation, divided into freely transferable shares (similar to: UK: PLC; Germany:
A.G.; France: S.A., Italy: SpA)

■ SOCIEDAD DE RESPONSABILIDAD LIMITADA (S.L.) (Private Limited Company or Company
Limited by Shares): Small sized corporations (a minimum capital of 3,000 euros, fully paid at
the time of creation) which are subjected to lower reporting and auditing requirements than
the S.A., and which may not issue stock (similar to UK: Ltd.; Germany: GMBH.; France: SARL.,
Italy: SRL)
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■ SUCURSAL (Branch): a division of a foreign company with separated accounting.

Other less common but valid legal forms are:

■ EMPRESARIO INDIVIDUAL (Proprietorship): an individual manages the business, providing
the capital and assuming unlimited responsibility.

■ COMUNIDAD DE BIENES (Co-ownership): a business is not an independent legal entity and
belongs to two or several proprietors who assume unlimited responsibility.

■ SOCIEDAD COLECTIVA (General Partnership): an independent legal entity which is owned
by two or more general partners, all assuming unlimited responsibility.

■ SOCIEDAD COMANDITARIA (Limited Partnership): an independent legal entity which is owned
by one or more general partners assuming unlimited responsibility and by one or more limited
partners whose liability is limited to the amount of capital contributed.

■ SOCIEDAD PROFESIONAL (Limited or Join Stock Companies): their corporate purpose is to
develop the exercise of professional activities.

The establishment of a branch - amended by the Eleventh Council Directive 89/666/EEC of 21
December 1989 concerning disclosure requirements in respect of branches opened in a
Member State by certain types of company governed by the law of another State - requires:

■ A formal resolution of the foreign head office governing authorizing the establishment of a
branch in Spain and appointing a representative.

■ The resolution must be duly legalized to be valid in Spain, in order to constitute the branch
with a Spanish Notary.

■ Application for CIF (tax identification number) in the Tax Office´s of the registered branch
office with the articles of the association and the DNI or NIE of the representative agent in Spain.

■ Sell off the ITP tax (Impuesto de Transmisiones Patrimoniales y Actos Jurídicos
Documentados); it is mandatory to lodge it, but there is an exemption for the incorporation and
for the capital increase.

■ Registration of the public deed in the Mercantile Registry in Spain (of its register office),
including a copy of the head office's corporate bylaws duly stamped with an Apostille issued
under the Hague Convention and a sworn translation into Spanish.
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Share Capital (minimum and minimum paid in amount)

COMPANY MINIMUM (S) MINIMUM PAID IN AMOUNT (S)

PLC or Joint-Stock 
Company (SA) 60.000 25%

Company Limited by 
Shares (Limited Liability 
Companies) (SRL) 3.000 100%

Banks 18.000.000 100%

Insurance Companies 9.015.181,57 50%

Real Estate Investment 
Company 9.015.181,57 100%

TV Channels 6.010.121,84 50%

Chartered Stock Brokers 4.507.590,80 100%

Sociedades de Capital 
Riesgo (SCR) Venture 
Capital (Private Equity) 1.200.000 50%

Sociedades Gestoras de 
Fondos de Capital Riesgo 
(Venture Capital Fund 
Management) (Private 
Equity Management) 300.000 100%

Private Equity Funds 1650000.00 100%

Private Equity Companies 120000000 50%

Hedge Funds 3000000.00 100%

Classes of shares (registered/bearer, preferred/ordinary) Registered/Bearer

Bearer shares are corporate stock certificates which are owned simply by the person who holds
them, the "Bearer". These shares are not registered on the books of the issuing corporation
and are transferred by delivery. These shares are only allowed when capital stock has been
fully paid up. 

Registered Shares are those which are registered on the books of the issuing corporation (Libro
Registro de Acciones Nominativas) and certificates the name of the owner. Common (ordinarias
o comunes) Stock and Preferred (privilegiadas o preferentes) Stock.
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The shares can grant different rights.  The shares that have the same content of rights constitute
the same class. When inside a class several series are constituted, those that integrate a series
must equal nominal value.

The preferred stocks grant some privilege out of the ordinary ones, there will be necessary to
observe the formalities prescribed for the modification of By-laws. If there is only one class of
shares issued, they may be called "common shares", "capital shares", or just "shares" or
"stock".

Common Stock

They represent ownerships in a corporation. Holders of common stock exercise control by of
the society electing a board of directors and voting on corporate policy.

Preferred Stock

These shares bestow certain rights and privileges not accruing to common stock. These rights
or privileges shall be financial (mainly concerning dividends); but never political, such as "the
right of vote" or "the preferred subscription right". After the incorporation, the issuance of
Preferred Stock is an amendment to the By-Laws.

Shareholders Meetings

Decisions reserved to the Shareholders (160 LSC):

■ Approval of financial statements and distribution of profits and Approval/Censure of
Management (Art. 160).
■ Appointing and Removal of Directors (Art. 209- 252), Auditors (Art.264), Liquidators (Art.
376-382).
■ Changing the By-Laws: (Art.  285-345)
■ Winding-Up or Dissolution (Art. 360-370)
■ Approval of the liquidating balance sheet
■ Approval legal merger, spin-off, disposals of existing fixed assets
■ Other matters determinated by the By-Laws or the LSC

The board members must meet minimum once a year (Annual General Meeting -AGM) in order
to approve the financial statements, distribution of profits and Approval/Censure of
Management.
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Classes and Power of Directors

■ Sole Director (Administrador Único)
■ Sole and several Directors (Administradores Solidarios)
■ Joint and several Directors (Administradores Mancomunados)
■ Board of Directors (Consejo de Administración)

Appointment of Directors

■ Directors shall be appointed by the Shareholders Meeting (Art  214 LSC and Art. 142 Rules
of Mercantile Register).
■ When the administrative body is constituted by a board of directors, this one shall be formed
by a minimum of three directors and in the SRL (Private Limited Liability Companies) shall not
be more than twelve members.

Minimum number of independent Directors

There is no binding rule. Nevertheless, "The Olivencia Report" and "The Aldama Report" - two
Codes of Best Practice - provide some recommendations concerning this question.

Term of appointment

■ For Joint-Stock Companies (SA): The term of appointment shall never be longer than 6 years
(Art. 221.2 LSC and  and 145 Rules of Mercantile Register)

■ For Companies Limited by Shares (SL): Directors may be appointed for an undetermined
period of time (Art. 221.1 LSRL)

Range of Directors' liabilities

■ Does Law require an specific agreement - or disclosure - for determining the remuneration
of Directors?  On the Joint stock companies, the scope of Directors' duties shall be determined
by the By-Laws. On the limited liability companies, the Directors'duties are generally not
remunerated, unless the By-Laws establish a  remuneration and the method of calculation.
Remuneration is often in the form of a percentage of after-tax profit.

■ Any limit? (SA) The Directors' remuneration is set only after allocating the legal and statutory
reserve and at least the 4% - or other higher percentage determined in the Estatutes – of
dividends in favour of shareholders. (SRL) The aggregate amount of Directors' remuneration
must not exceed 10% of the after tax profit.
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Liabilities

(SA and SRL) Directors' liabilities, contribution to damages caused in the course of their duties
and the procedure of claiming against them, are set in detail in Articles 236-241; 25LSC

Annual Accounts-Financial and operating results: Duties and Liabilities

Necessary Documents: 1) Profit and Loss Account; 2) Balance Sheet; 3) cash flow statement;
4) Statement of Changes in equity;5) Memory; 6) Management Report; 7) Auditors Report; and
8) the certification of the AGM Minutes in which the approval of Annual Accounts took place.

Time Limit for delivery of documents

Directors will draft the Annual Accounts (Cuentas Anuales) no later than 3 months after the end of
the corporate year (December, 31). The AGM will examine and approve or refuse these Annual
Accounts no later than 6 months after the end of the corporate year.  Time Limit for
deposit/application/registration:No later than 30 days after the AGM approves the Annual Accounts. 

Authentication

Secretary and Chairman's signature in the certification of AGM Minutes in which the approval
of Annual Accounts shall be authenticated by a Public Notary. 

Publication in a Legal Gazette/Mercantile Register

The Legal Gazette ("Boletín Oficial del Registro Mercantil") shall publish a report on the
fulfilment of corporate duties, and a notice that the Annual Accounts are publicly available in
full. By-Laws are also publicly available in Mercantile Register.

Private Equity Companies

The Private Equity Act (November 2005) regulates the so-called "Venture Capital Entities" and
their Management Entities. A Venture Capital Company is legally qualified as a Financial Entity
with the purpose of investing in: (i) Non-Financial Business, or (ii) Business that are not dedicated
to non-listed Real Estate businesses. These Entities may acquire listed companies within the
term of 12 months of acquisition; squeeze-out measures have not been approved yet, to facilitate
taking 100% of shares.

Bankruptcy

The reform of the Spanish Insolvency Act (Ley Concursal) carried out in September 2003 was a
very relevant change because it finished off a legal system which had finally become obsolete.
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The modification of credit categories and its preferences was one of the most important
elements of this reform.

Quoted Companies 

Regulation:
■ Ley de Sociedades de Capital (Arts. 495-528) 
■ Ley 24/1988, de 28 de julio, del Mercado de Valores.

"The Olivencia Report" and "The Aldama Report" - two Codes of Best Practice - provide some
recommendations concerning Quoted Companies. However, there is a new -January 2006 -
specific Best Practice Blueprint for quoted Companies, known as "The Conthe Report" and
properly named "Unique Code for Best Practice Corporate Governance of Quoted Companies".
This Code includes the European Commission Recommendations (2005/162/EC) and
(2004/913/EC).

> Tax Law

CORPORATE INCOME TAX

Tax rate

The prevailing general rate is 30% from January 2008. For small size companies (turnover
below of 10.000.000), the first 300.000 will be levied at 25%, the rest to 30%. 

Corporate Residence

Any company, which is considered as resident, that generates incomes in the Spanish territory
is subjected to corporate income tax, through a subsidiary, branch office. Permanent
establishments opened in Spain: non-resident's tax at a 30% rate on their tax profit from 2008.
Non-established foreign entities/individuals obtaining incomes in Spain are also subjected to
non-resident's tax (24%).

Branch income

The incomes generated by a branch in a foreign territory, will be part of the incomes of the head
office. Nevertheless, any income obtained in Spain through a branch of a foreign entity, will be
taxable at general rate, applying the general rules for Spanish entities. Incomes remitted from
the Spanish branch to the head office are subject to a 19% withholding tax. Exemption is applied
to EU head offices and to those territories that signed double taxation treaties with Spain. 



Income determination

If the law does not say anything on the contrary (transfer pricing new policies are highly relevant
in this particular area), the Spanish Accounting Rules (Plan General de Contabilidad Español -
PGCE) will be applied to the income determination. If the law is applied in a different direction,
two kinds of differences between the P&L financial and taxable will be generated:

■ Temporal differences: They generate advance or deferred corporate tax, their appearance is
conditioned to the specific moment of the deducibility of the costs 

■ Permanent differences: It includes the non deductible costs, such as: capital retribution,
corporate tax, penalties and sanctions supported from the Tax Administration, liberalities (with
the exception of PR costs with clients or suppliers, sales promotion costs, moderate costs to
employees, between others).

Tax incentives

The main tax incentives (to be done on the next tax due) are the following:

TYPE OF INCENTIVE AMOUNT LIMIT

(1) Business incentive:
■ Full business circle in Ceuta and Melilla 50% CIT 35% (in all cases)
■ Local public services provided 99% CIT

(2) Promoting specific kind of investment:
■ Increase of number of disabled workers. €6.000
■ R+D expenses(2) 30%-50%
■ Cultural assets/book publishing/films
industry/coproduction (1) 5%-15%-20%

(1) This incentive will be removed in 2014.  (2) This tax incentive will be removed in 2012. 

Group taxation (tax consolidation)

It is permitted for corporate tax effects, and the withholding on account of this tax. The decision
must be taken and notified to the Tax Authorities at the beginning of the fiscal year. At this
moment, the consolidated corporation should have more than the 75% of the capital of the
Spanish entity, directly or indirectly.
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Special tax regimes 

■ CANARY ISLAND ZONE (ZEC): All the companies incorporated between June 2000 and
December 31, 2013 can apply to this special regime, and receive the tax benefits until December
31, 2019. The registration requires: (1) a minimum investment of 100.000 (Gran Canaria y
Tenerife) in the first two years of activity, (2) to create at least 5 new jobs in Gran Canaria or
Tenerife or 3 in the other islands. The corporate tax is 4%, and limited to specific taxable base
amount. The general rate will be applied over this base. There are exemptions regarding IGIC
and transfer tax. The EU Parent-Subsidiary Directive are applie for non EU countries, with the
exceptions of tax haven.

■ ETVE COMPANIES (Spanish holdings of foreign entities): Main features of the ETVE: (a) Their
corporate purpose must primarily be the management and administration of shares in entities
that are not resident in Spain. (b) They must have the corresponding organization of human and
material resources.(c) The shares (or participations) held by the ETVE must be all nominative.
(d) Incompatible with the regime of fiscal transparency. (e) It is required to communicate to the
Ministry of Economical Affairs about the regime going to be used:

- Dividends resulting from benefits obtained by entities not resident in Spanish territory are
exempt of Corporation Tax upon fulfillment of the following conditions:

• The investment is at least 5 % and is maintained continuously during the fiscal 
year prior to the day when the dividends or shares become due.
• The entity that is not resident in Spanish territory must be subjected to and not 
exempt of a tax that has an identical or similar nature as the Spanish Corporate Tax.
• The income of the entity not resident in Spanish territory from which the dividends 
have been obtained must carry out business activities abroad, this condition is 
complied with in the event that at least 85 % of the income of the accounting period 
corresponds to:

- Income obtained abroad not imputed by means of the regime of 
international fiscal transparency (passive income).

- Dividends resulting from benefits, as well as gains resulting from the 
transfer of the stake in entities not resident in Spanish territory.

- Capital gains resulting from transfer of shares in entities not resident in Spanish territory,
upon fulfillment in all the cases of the following requirements, are exempt

• Those indicated in point a) above (referred to all the accounting periods during 
which the stake was held, except the first one, referred only to the day of the transfer).
• That the acquirer is not resident in a Tax haven.
• This regime is also applied to the rent resulting from the events of separation of a
shareholder or liquidation of an entity.
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The most important difference with the general tax system is the treatment of the dividends
paid by the Spanish Holding to its non-resident shareholders or the capital gains obtained by
the non-resident shareholders in the case of transmission of the shares of the Spanish Holding.

In this case a distinction must be made between the perception of dividends and the obtaining
of capital resulting from the transfer of shares in the Spanish Holding (or in the events of
separation or liquidation of the entity).

DIVIDENDS: The distributed benefit, when it results from income not integrated in the taxable
base because of its exemption, it is considered not obtained in Spain and consequently not
subjected to taxation in Spain.

Capital gains resulting from transfer of shares: The capital gains corresponding to either the
provisions to cover exempt rent or to the differences in value imputable to shares in entities not
resident in Spanish territory are considered gained out of Spain and are consequently not taxed
in Spain.

Venture capital companies and funds and collective investment institutions.

The venture capital companies, regulated under Law 25/2005 will be exempted in a 99% of the
revenues generated by shares transmission of related companies, if the investment has been
in their assets at least 1 year and no more than 15. During the investment of the venture capital
in the related company, at least the 85% of the buildings of the related company must have
been used for the main activity of the company. The exemption is available for dividends received
from related companies, no matter how long the shares have been in the venture capital assets.

There are other special tax regimes such us:

■ Temporary consortia of companies.
■ Restructuring transactions.
■ Fiscal transparency (international-controlled foreign corporation rules)
■ Special tax regime of the Basque country

Double taxation deduction

According to the Spanish regulations, a Spanish entity should be taxable in all the incomes
perceived, even when some of them were generated abroad. Nevertheless, the Corporate Tax
law considers a special deduction to avoid some activities are taxable in two territories, or in
other entity.

■ Internal double taxation deduction: It is focused in the double taxation over a single income
for two different entities (generally dividends).
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■ International double taxation deduction: There is a juridical double taxation, system which is
applied to the same income taxed in two countries (withholding tax at source), and an economic
double taxation, the same income taxed in two companies and/or in two different territories.

■ The dividends or profit-sharing income from a foreign entity are exempt in Spain if:
- The Spanish entity has at least 5% of the shares of the foreign entity, during the last fiscal
year,
- The foreign entity is subjected to a similar tax to the Spanish corporate tax, and it is not a tax
haven country. When a double taxation treaty is signed between that country and Spain with
exchange of information clause, this clause is presumed; 
- The income of the dividend was generated in foreign activities of the foreign entity carried out
abroad.

About the double taxation, the imputation method is used, it means, gross foreign income
(including the withholding tax already paid) is considered for Spanish tax calculation purposes,
and then a tax credit for the foreign withholding tax is applied, limited to the corporate tax that
would be paid if such gross income (with the deduction of all associated costs), had been
obtained in Spain.

Tax administration

Returns. If there is a tax credit, a return can be applied. 

Payment of Tax

The last day of payment is 25 th of July. After the first year of activity, three advanced payment
are required (Oct. 20 th , Dec 20 th , Apr 20 th ). The advance payment may be calculated
according to the company size:

■ Large entities: 25% of the profit at Sep 30th, Nov 30 th and March 30 th .
■ Small entities: Can decide at the beginning of the fiscal year between the large entities
system, or applying the 18% to the corporate tax paid the year before.

Withholding taxes

COUNTRY DIVIDENDS INTERESTS ROYALTIES

Algeria 5 5 7 - 14
Arab Emirates 5 0 0
Argentina 10 125 3 - 15
Australia 15 10 10
Austria 10 5 5
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Belgium 15 10 5
Bolivia 10 15 15
Brazil 10 15 15
Bulgaria 5 0 0
Canada 15 15 10
Chile 5 - 10 5 - 15 5- 10
China P.R. 10 10 10
Croatia 15 8 8
Cuba 5-15 10 5
Czech Rep. 5-15 0 5
Denmark 5-10 10 6
Ecuador 15 10 10
Egypt 12 10 12
Estonia 5-15 10 5-10
Finland 10-15 10 5
France 15 10 5
Germany 10-15 10 5
Greece 5-10 8 6
Hungary 5-15 0 0
Iceland 5-15 5 5
India 15 15 10-20
Indonesia 10-15 10 10
Iran 5-10 75 5
Ireland 15 0 5-10
Israel 10 10 5-7
Italy 15 12 4-8
Japan 10-15 10 10
Korea 10-15 10 10
Latvia 5 10 5-10
Lithuania 5-15 10 5-10
Luxembourg 5-15/10-15 10 10
Macedonian 5-15 5 5
Malta 5 0 0
Mexico 5-15 10-15 10
Morocco 10-15 10 5-10
The Netherlands 15 10 6
New Zealand 15 10 10
Norway 10-15 10 15
Philippines 10-15 10-15 10-15-20
Poland 5-15 0 10
Portugal 10-15 15 5
Romania 10-15 10 10
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Russian Federation 5-15 5 5
Slovakia 5-15  0 5
Slovenia 5-15 5 5
Sweden 10-15 15 10
Switzerland 10-15 10 5
Thailand 10 10-15 5-8
Tunisia 5-15 5-10 10
Turkey 5-15/5-25 10-15 10
United Kingdom 10-15 12 10
United States 10 10 10
USSR 10-15 42278 10
Venezuela 10 10 5
Vietnam 7 10 5

Non teatry 15 15 25

Vat

VAT is levied in good supplies and services given and provided inside Spain, import/intra EU
acquisitions of goods. There are three different rates: general at 21%, reduced at 10% and
super-reduced at 4%. These rates have been changes the last July. In Canary Islands, VAT does
not apply, but the IGIC (Impuesto General Indirecto Canario) with an ordinary rate of 7%.

Transfer Tax (Tt)

It is used in "inter vivos" transfers when there is no VAT. The rate can vary, depending on the
Autonomous Region.

Stamp Duty

Notarial documents of valuable transactions (fix rate: 0,15 per sheet, variable rate:0,5). Other
documents submitted to the Public Administration, administrative documents and mercantile
documents (such as a bill of exchanges), have a scale. Compatibilities between the three taxes
and the VAT:
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COMPATIBILITIES BETWEEN THEM COMPATIBILITIES WITH VAT

COMPATIBILITY          INCOMPATIBILITY COMPATIBILITY          INCOMPATIBILITY

TT versus CT - X Transfer tax - X

TT vs SD - X Capital Tax - X

(variable) X - SD (Variable) - X

TT vs SD (fix) - X SD (Fix) X -

CT vs SD X -
(variable)
CT vs SD (fix)

> Labor Law

In Spain the Labor Jurisdiction is quite protective for workers. It's difficult to obtain a favorable
ruling defending investor's rights against the worker. Likewise, there are no court costs before
the Labor Jurisdiction, so suing the employer is easy in Spain because no legal costs are
incurred if the worker is defeated by the Company.

Contracts

It is generally possible to form verbal contracts, when the employee is over 18 (except for
freelance workers). Contracting under Labor law in Spain is a broad subject, but can be
summarized as follows:

■ PERMANENT CONTRACTS: unlimited in time. When we use this modality for hiring people
with some specific conditions, we can benefit from reductions in Business Social Security
contributions, if the firm is up to date with its tax and social security payments and has not been
sanctioned for infringements. Those special workers are those aged under 30 years or over
than 45 years, long-term unemployed (over 2 years), handicapped unemployed for more than
3 months, and unemployed women.

■ PART-TIME CONTRACTS: This is not strictly speaking a different type of contract, but rather
a form of dividing the working day. There must be always a written contract and is divided into
two forms: part-time and relief work. All contracts can be full-time or part-time (except for
training). The part-time mode denominated 'relief' is used to hire a worker to progressively
substitute a worker who is going to retire.

■ CONTRACTS OF DEFINED DURATION (TEMPORARY): There are three types:
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- For Works: it is used for a particular work or service, always with an uncertain duration, but
always subordinated to the work or service to be performed. Maximum duration limited to 3
years.
- Temporary: Serves to substitute a worker until his/her reincorporation, e.g. Forced Absence
(exercise of Public Positions); must be written.
- Casual: it is used to attend to market conditions (circumstances and production) resulting
from the accumulation of orders and/or an excess of tasks. Cannot exceed 6 months within a
period of 24 months (Otherwise the contract must be made permanent). The contract must be
in writing if the period is longer than 4 weeks.

The transformation of these contracts (Works, Temporary and Casual) to permanent contracts
once that maximum duration has been completed operates automatically. In case the contract
stop fulfilling all the requirements for a modality (Works, Temporary and Casual), the contract
can be renamed as a permanent contract, and the worker can ask the employer or the Public
Entity in change for a document to prove his/her new status.

Training Contracts

It consists on providing the worker with knowledge and techniques to develop his/her work,
there are two types:

■ TRAINING: once the student has finished his education, he/she participates in a business as
an intern, and the employer must provide a certificate of the training received at the end of the
period. It shall last minimum 6 months, and maximum 2 years. The number of these contacts
in the firm is limited depending on its size. The salary cannot be under the minimum inter-
professional, and must be between the 60 and 75% of the official salary according to the
applicable Collective Convention.

■ APPRENTICESHIP: This is for workers to obtain diplomas, degrees and equivalents. For
professions where no higher education is required. The age of the worker must be necessary
between 16 and 21 years old, in case of unemployed it may be rise to 24, and not to be in
possession of the qualification required for the post. It may last minimum 6 months and
maximum 3 years. It can be part-time, but the program must necessary include at least a 15%
of lessons. 

Other special contracts

■ Group work is for a group of workers having a link with the firm and a group leader; not
necessarily written.
■ Working from home, without supervision by the firm, written
■ Substitution, to cover anticipated premature retirements, in written.
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Contracts for the handicapped

If the contract is Permanent, a 33% of disability is required and must be accredited with a
certification, and the worker cannot be related to the employer more closely than the second
degree. The contract must remain in force for at least three years, and in the case of a justified
termination, there is an obligation of hiring for the remaining period. These contracts give access
to an automatic subvention for the firm and a bonus of four monthly social security quotas.

If the contract is Temporary , it must be for at least 12 months and not more than 3 years. The
rest of requirements of this modality are the same as for the permanent contract. It includes a
bonus of social security quotas, and its conversion to a permanent contract generates a
subvention. It can be offered for Training; the training in this case has no age limit and the firm
is not limited in the number of contracts it can offer. Bonuses are paid in social security. If the
contract is for Apprenticeship, the handicapped person must provide the disability certificate,
as well as the education certificates. The apprenticeship period may start up to 6 years from
completing the studies.

Contracting Administrative and Top Management Staff

The Authorised Employers and/or Top Manager of the business must be distinguished from the
ordinary labor relation. If the employer chooses to be self-employed, he/she is inscribed in the
self-employed regime and with regard to Social Security, works for him/herself. However, in
the case of a limited or non-limited company, non-labour, he/she can work either as self-
employed or as employed because the regime will vary depending on his/her functions and
participation as capital partner of the company.

■ If a partner performs management or advisory functions, or personally offers other services,
and also possesses effective control of the company, either directly or indirectly, he/she should
register in the self-employed regime (SELF-EMPLOYED). It is understood that effective control
of the company in terms of participation is possessed when: The related parents to the second
degree or less constitute more than or equal to 50%; his/her share alone is equal to or more
than 33%; or he/she is the managing director of the company in possession of at least a 25%
shares.

■ In any other case, the inscription is made in the Social Security Offices: NORMAL REGIME
for executives or persons in charge, and PROFESSIONAL REGIME for top managers with certain
executive power.

As far as the General Professional Regime is concerned its main singularity is that the  contract
finishes it does not involve right to un-employment benefit (Worker unemployment). Top
Management personnel are regulated under Real Decreto 1382/1985, 1st of August. The
general characteristics of top management indicate a specific regulation in terms of previous
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notice of contract termination, non-simultaneity agreements, indemnification for contract
termination, etc...

Contract Suspension

In specific circumstances, the worker or employer can suspend the labor contract, which
involves to interrupt it without terminating it. During the suspension of the contract, the
employer does not pay the salaries. The worker will continue in his/her position when the
causes that motivated the suspension are over. The contract may be suspended : a) By mutual
agreement between the parties, b) For causes set out in the contract, c) For temporary
incapacity . Here the employee continues to pay social security, (if the incapacity becomes total,
absolute or great invalidity, the contract will be cancelled), d) For maternity of the working
woman: The suspension for maternity is 16 weeks, 18 weeks in the case of multiple births. The
woman can opt to take 6 weeks before childbirth. The father can use the last 4 weeks, if both
work. e)For privation of freedom (in the absence of a condemning sentence), f) By temporary
major force, g) Because of strike h) Due to legal closure of the workplace, i) Due to the
suspension of work and salary for disciplinary measures; j) For training permission or
professional development ; k) To take part in an adaptation or retraining course (maximum of
3 months), l) For adoption and fostering of minors under  5.

There are other circumstances that imply suspension of the contract :

■ For leave of absence : a) Forced : In some cases, the firm is obliged to suspend the contract
and maintain the job post for the employee. The period of leave in calculated according to
seniority. b) Voluntary: The position is not maintained, but rather preferential treatment is given
when a vacant position arise. c) For child care : With a maximum duration of 3 years, from the
birth of the child. Only one of the parents can apply for it, and it doesn't leads to the conservation
of the position, except during the first year. d) Circumstances stated in Collective Conventions .

■ Due to economic, technical, organizational or production causes, or those derived from force
majeure. The existence and temporary character of this causes must be proved and the contract
suspension requires future viability. In order to obtain the suspension, the employer must
undertake the same process as for an Expediente de Regulación de Empleo, in art. 51 of Worker
Law. This circunstancies can also be solved with a reduction between a 10% or a 70% of the
working day, week, month or year.

Permits and Holidays

The worker has the right to absence for diverse causes. The Holiday Period cannot be less than
30 natural days. Holidays cannot be compensated economically and the dates must be known
two months beforehand.
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Employees' Years of Service

Dismissal compensations are calculated depending specially on employee's years of service in
the company that is the reason of temporary contracts  lasting over their limits shall be
presumed to be for an indefinite period: i.e. temporary contracts (training, relief...) or for a
determined duration (a particular works or services) in which the cause is not justified or
accredited. Law  35/2010, on September 17th  about the improvement of growth and
employment, provided a new wording for article 15.5 of the Workers' Statute, with the following
literal reading:

Without affecting the provisions set down in sections 1.a), 2 and 3 of this article, employees who
have been contracted for a period over twenty-four months in a period of thirty months, with or
without a continuity solution for the same or different work position with the same company,
through two or more temporary contracts, whether directly or by being made available through
temporary employment companies, with the same or different contracting modes, shall acquire
the condition of fixed contracts. 

This prevention will be also applied to those cases of fusion or combination of societies. With
regard to the peculiarities of each activity and the characteristics of the job, collective bargaining
shall establish requirements aimed to prevent the abusive use of temporary contracts with
different employees for performing the same job. The provisions of this section shall not be
applied to the use of training, relief or substitution contracts.

Termination of The Contract – Dismissals

Contracts can be terminated for various reasons, and in all of them the parties are obligated to
notify it  to the other party. The employer must calculate the appropriate quantity owed to the
worker (settlement), always including the proportional part of extra pays and spear holidays,
discounting to the worker the advanced payments and holidays in excess.

The causes for TERMINATION are:

■ Mutual agreement between the parties.

■ Causes agreed in the contract.

■ End of the work or service contracted. Temporal contracts, except for temporary and training
contracts, grant the employee the right to receive an indemnification of eight days of salary for
every year worked. Since September 2010 this regime is being gradually changed:
- Contracts celebrated before December 2011: 8 days of salary per year of service
- Contracts celebrated after January 2012: 9 days of salary per year of service
- Contracts celebrated after January 2013: 10 days of salary per year of service
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- Contracts celebrated after January 2014: 11 days of salary per year of service
- Contracts celebrated after January 2015: 12 days of salary per year of service

■ Resignation of the employee.

■ Permanent total incapacity, absolute or great invalidity of the employee. In case of total
permanent incapacity of the worker is declared, the firm can choose to offer him/her another
position more fitting with his/her capability. In case of permanent total incapacity or great
invalidity, the work contract is terminated, but the position is reserved for a period of two years.

■ Death, retirement, incapacity or termination of the judicial character of the contractor

■ Collective dismissal. When the process affects a determined number of employees during a
minimum period of 90 days. There must be economic, technical, organizational or production
causes. The employer must provide proof of their existence and the character of these causes,
which might be provoking negative results, or might produce a continued decrease of the
incomes. It generates the right to an indemnification of 20 days of salary per year worked, to a
maximum of 12 months. In order to articulate these dismissals, an Expediente de Regulación
de Empleo is required, which requires a period of discussions between the employers and the
representation of the workers, to try to verify the causes of the redundancies, and to set some
measures of readaptation for workers that can reduce the damages.

■ A unfair cause. When the dismissal is based on causes out of the Law, the judge shall declare
by sentence the dismissal was unfair, so the employer will have 5 days to decide the
compensation, which might be: a) the readmission of the employee and the salaries unpaid
since the dismissal date; or b) 33 days for each year worked, to a maximum of 24 monthly
payments and the salaries unpaid since the dismissal date. However, in order to obtain the
indemnification, it is necessary to apply for it in the Social Court of Law.  (i) Substantial
modification of the work conditions that damage the workers professional training or dignity;
(ii) Unpayment or continued delays in the payment of the salary agreed; (iii) Any other grave
breach of the obligations of the employer (except force majeure) and the refusal of the employer
to reintegrate the employee in the same position when a legal sentence has declared it
unjustified.

■ For legally causes. There are some objective causes  which turn a dismissal declared as  fair.
Objective DISMISSAL of the worker, with an indemnification of 20 days per year worked, limited
to 12 monthly payments, in limited circumstance: a) Ineptitude, b) Lack of adaptation of the
employee to his/her position, after technical modifications, c) Absenteeism, during a 20% of
labor days in two continued months, or 25% of labor days in four discontinuous months, not
taking into account periods of: strike, maternity, risk during the pregnancy, holidays, or illness
or accident. d) Amortization of job places. (e) Substantial modification of the work conditions
that damage the workers professional training or dignity when it does not affect a number of
workers enough of collective dismissal. 



In all of these cases, the dismissal must be notified in written, within previous 15 days
expressing the cause and paying the legal indemnification.

DISCIPLINARY DISMISSAL: Must be based on a grave and guilty breach of the workers'
obligations, such as: Repeated and unjustified braches of attendance or punctuality; lack of
discipline or disobedience; verbal or physical offences against the employer, fellow workers or
relatives that live with them; breach of contractual faith or abuse of confidence in the course of
the job, continued and voluntary decrease in the normal or agreed work yield, habitual and
serious drunkenness or drug-addiction with negative repercussions at work.

In relation to Dismissal, it is important to note that: If a Legal representative or trade union
delegate is dismissed, the process is initiated through an "expediente contradictorio" and the
rest of the members of the representation and/or trade union of affiliation are heard.

■ Trade union affiliation, being a candidate to represent a trade union, race, sex, civil status,
pregnancy, religion, political opinions, etc. can never be a cause for dismissal.

■ The Dismissal can be legally challenged within a period of 20 working days, but before going
to Court, the case must be heard by the Servicio de Mediación, Arbitraje y Conciliación (SMAC).

■ The Dismissal is declared , in the SMAC (by the parties) or in the Court (by the Judge) as:
- Fair, in which case, there is no indemnification.
- Null, for violation of basic rights or discrimination, in which case, the employee must be
reinstated immediately.

■ Unfair, because the circumstances were not as claimed by the employer, in which case, the
employee must either be rehired within 5 days or indemnified with 45 days of salary for each
year worked, to a maximum of 42 monthly payments. If the employer acknowledges the
unfairness of the dismissal within 48 hours of the ruling by the SMAC or the Court, the worker
need not claim its legal recognition. 

If the employer chooses readmission, the worker must be notified within 10 days from the
sentence and readmit the worker within a further 3 days. As an exception to the indemnification
for unfair dismissal, in the permanent contracting of disabled workers, the indemnification is
33 days salary for each year of service, with a maximum of 24 monthly payments and 12 days
of salary for temporary contracts.
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Summary Table of Termination of Contract (Royal Decree 3/2012)

Cause of extinction Unemployment Compensation Maximum legal

CAUSE OF TERMINATION COMPENSATION MAXIMUN RIGHT TO COLLECT 
UNEMPLOYMENT

1. Mutual consent If agreed No

2. Temporary work 
or service From 8 to 12 days 

per year Yes
3. Termination clause 
included in contract If included Yes

4. Worker resignation 
with compensantion 20 days/year 9 to 12 months Yes

5. Unfair cause with 
judicial resolution 45 days/year 42 months Yes

6. Unfair cause 33 days/year 24 months Yes

7. Worker resignation No No

8. Incapacity No Yes/No

9. Died 15 days No

10. Retirement No No

11. Died, incapacity or 
retirement of the employer 1 month Yes

12. Termination with 
extinction of the corporation 20 days/year 12 months Yes

13. Objective/Fair causes 20 days/year 12 months Yes

14. Unfair causes 33 days/year 24 months Yes

15. Promoting for permanent 
contracts:
- Unfair 33 days/year 24 months Yes
- Fair 20 days/year 12 months Yes

The Salary of the Worker. Salary and economic Rights for services rendered

In consideration of services rendered, the employee may receive money or payment of any kind,
and also accrues a right to a month of vacation pay. Two bonus payments per year are obligatory,
the amount being fixed by the applicable Collective Convention. IRPF (income tax) and social
security payments must be withheld by the employer on these amounts. 
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The salary comprises the salary base and/or "salary extras". Remuneration in kind may not
exceed 30% of the total salary. The minimum inter-professional wage is the minimum for all
professions, is reviewed annually and its amount may not be embargoed for debts of any kind.
The minimum wage for any activities in agriculture, industry and services, without distinction
between the employees' sex or age, is set at 21 euros/day or 641 euros/month, depending on
whether the wage is set by days or by months. Both monetary remuneration and remuneration
in kind are computed in the minimum wage. This wage is understood to refer to the legal
working day for each activity, without including in the case of daily wage the proportional amount
for Sundays and public holidays. If the working day is lower than standard then the pro rata
amount is to be received.

The delay in salary payment generates an annual interest of 10%. In case of insolvency, the first
to receive payment are the employees. In the case of insolvency, the employees are paid by the
FONDO DE GARANTIA SALARIAL (FOGASA). All employees and representatives have the right
to receive advances. The employer must keep salary receipts and contribution slips for at least
4 years.

Non-salary items are the amounts paid for expenses incurred at work, social security payments
and indemnifications for transfers, suspensions and dismissals.

Employees' Representatives and Union Representation

The participation of the workers in the Firm can take place through Unitary and/or Trade Union
Representation. According to the number of workers in the firm, the Unitary Representation is
by the delegation of personnel or firm committees elected by the employees. The Trade Union
is the representation of the employees affiliated to the Union . The Law establishes a minimum
number of trade union delegates for trade union representation.

Specific responsibilities are conferred to these representatives by Law: to receive information
from the employer, to report on certain matters, to carry out monitoring and to control of certain
rules, to negotiate agreements with the employer, to participate and to collaborate in the
business activity, etc,...and to facilitate exercise of these functions, the employer must provide
specific materials (use of premises, notice board) and time (paid), and not to do it may be
considered a crime against trade union freedom.

Personnel delegates or committee members are elected every 4 years. The period can be
shortened if the representative stands down, is substituted in partial elections or if he/she is
revoked by the same employees who elected the delegate or member. 

In disciplinary matters, they have the right to receive a prior disciplinary file before any sanction
is applied, and if the dismissal is unfair, they can opt for indemnification or readmission.
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On June 2011, Spain´s Government approved new labor reforms, affecting the collective
bargaining system. The bill aims to introduce more flexibility within companies so that when
they undergo changes or go through difficult situations they can adapt to new conditions.

The main change implies that company pacts shall have more legal weight than Sectoral
agreements when conflicts arise. Thus,   the COMPANY AGREEMENTS must respect the
minimums of national and regional Legislation, but they shall be over Sectoral Agreements in
the following areas: Base salaries and incentives, Overtime, Flexible work hours, Job
classification and Contract modality. Another measure to increase the flexibility consist on
allowing the employer to redistribute 5 percent of employees' work time.

Social Security Contributions And Basis For Contributions

The employer pays monthly contributions to social security, consisting of: The Firm's Quota +
the Employee's Quota. The payment is made in the month after the month of payment to the
employee, through two forms: I) contributions register, where the wages and contributions to
be paid are detailed); and II) which is obligatory via Internet if the workforce consists of more
than 10 or 15 workers.

To calculate the value of the contributions, we shall multiply the rate legally established by the
basis for contribution, deducting the bonuses applicable to the case. The basis for contributions
is the employee's monthly salary plus the proportional part of the extra payments and other
income of the worker with a periodicity greater than monthly.

Although there are various special regimes, (such as sea workers, artists, bullfighters, etc.) but
we will only consider the contributions to the general regime that consist of the following:
■ Common contingencies;
■ Work accidents and illnesses
■ Professionals;
■ Unemployment ;
■ Fondo de Garantía Salarial;
■ Professional training ;
■ Overtime

Employers must make contributions for all of the above, whereas employees only contribute
for common contingencies, unemployment and professional training. The contributions depend
on the salary and professional category of the employee, as well as if the contract is permanent
or not and the professional activity in which he/she works.

Social Security Bonuses

Recent labor reforms establish bonuses for permanent contracting, which effectively reduce
the employer's social security contributions (Information from the Minister of Labor website)



Social Security Bonuses

COMMUNITIES DESCRIPTION AMOUNT (EUROS) TERM

BONUSES PERMANENT CONTRACTS

Gender or family violence victims 1.500 4 years

Older than 45 years old 
unemployed during a min. of Unemployed 1.300 3 years
12 months before the contract, 
and registered in the 
unemployment office. Women 1.500 3 years

Young people between 16 and Unemployed 1.000 1st year; 1.100 
30 years old and registered in 2nd year; 1.200 3 years
the unemployment office. 3rd year.

Women 1.100 1st year; 1.200 
2ndyear; 1.300 3 years
3rd year.

Other communities under Workers under social
special circumstances exclusion situations 600 4 years

Handicapped people Handicap women Handicap people up to 45 During all the term

General: 4.500 5.350 5.700 During all the term

Extremely handicapped: 5.100 5.950 6.300 During all the term

Change of Part time contracts Men 500 3 years
to permanent contracts or 
hiring in substitution of a Women 700 3 years
retirement

EXCEPTIONAL BONUSES TO TEMPORARY CONTRACTS

Handicapped people hired Men Men Women Women Term
through the temporary up to 45 up to 45 up to 45 up to 45

General 3.500 4.100 4.100 4.700 All term

Extremely handicapped 4.100 4.700 4.700 5.300 All Term

Gender or family violence victims 600 All Term

People under social exclusion 500 All term

BONUSES FOR THE MANTEINANCE OF PERMANENT CONTRACTS

Permanent contracts with 50% of the corporation’s payments for
employees older than 60 and contingencies excepting termporary leaves, All Term
working during a minimum of increasing 10% in yearly basis until 100%
5 years
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BONUSES FOR CONTRACTS TO HANDICAP PEOPLE BY SPECIAL EMPLOYMENT CENTERS

Permanent contracts, temporary contracts 
or change of Part time contracts to permanent 100% of the Social Security Quotas All Term
contracts or hiring in substitution of a 
retirement

Retirement

The authorities have recently modified the Retirement Policy. Taking into consideration the
important repercussion of its effects, it will be implanted progressively. So that from 2013 to
2027 the age of retirement will increase proportionally month by month, and in the end the age
of retirement will be 67 years old, and the compensation will be calculated over the incomings
of the last 25 years.

> Foreign Investment

In the context of implementation of the European Union Maastricht Treaty, Spain made
significant revisions to its legislation on foreign investment. Royal Decree 664/1999 has set up
as a general rule complete freedom of capital movements, both in relation to foreign
investments in Spain as well as to Spanish investments in other countries. However, this general
regime does not apply to certain specific sector legislation such as the defense sector. These
exceptions to the general regime of complete freedom of capital movements are only allowed
on the basis of public order and security, public health, and the exercise of sovereign authority.

Foreign investments:
■ Participation in Spanish companies;
■ Establish and increase capital allocated to branches;
■ Subscription for and acquisition of marketable debt securities issued by residents;
■ Participation in mutual funds recorded in the Registers of the Spanish National Securities ■
Market Commission (CNMV)
■ Acquisition by non residents of real estate located in Spain valued at more than 3.005.060,52
€ (or regardless the value if the investment is originated in a tax heaven defined in Royal Decree
1080/1991 of 5 July).
■ Formation or participation in joint ventures, foundations, economic interest groupings, and
cooperatives if the total value of the investment exceeds 3.005.060,52 € (or regardless the value
if the investment is originated in a tax heaven defined in Royal Decree 1080/1991 of 5 July).
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Governmental Declarations (of capital), authorizations and permits.

Order of 28th May 2001 puts into effect the guidelines from the Royal Decree 664/1999. It
establishes the necessary procedures to declare foreign investments and its liquidation, as well
as procedures for obtaining authorizations and annual reports. Direct foreign investments are
subjected to a notification after the investment has been made. The form and the deadline of
the declaration are determined by the 1st July 2010 Resolution.

Foreign investments in Spain, as well as their liquidation, must be declared to the Register of
Ministry of Industry, Tourism and Trade, for administrative, statistic or economic purposes.
These documents can be downloaded at http://subsede.comercio.mityc.gob.es ≥ Proceeds
and Electronic Services ≥ Download assistance programs.

Typically, non-resident investors are required to report the investment once it has been made.
The general regulation may be suspended in exceptional cases by decision of the Council of
Ministers, so a prior authorization is required in the certain circumstances:

■ When the declaration concerns an investment coming from a tax haven jurisdiction, the
declaration must be made by the investor prior to the actual investment. This declaration is in
addition to the declaration to be made subsequent to the actual investment.

No prior declaration is required in the following cases:

- Investments in negotiable instruments, as well as participations in investment funds
registered in the records of the "Comisión Nacional del Mercado de Valores (CNMV)" (Securities
and Investments Board).
- Where the foreign participation does not exceed 50% of the capital of the Spanish company
target of the investment.

■ Prior declarations of investments are made by the investor on the preprinted applications
DP- 1 (Previous declaration of foreign investment coming from tax havens in non listed
companies, branches and other type of investment) or DP-2 (Previous declaration of foreign
investment coming from tax havens in real assets). No documents are annexed to these
applications.

■ Foreign investments in Spain in activities directly related to national security, such as those
intended for the production or sale of weapons. Except when the foreign investment does not
exceed 5% of the share capital of the Spanish company and it is not allowed to be a member of
the management board of the company, directly or indirectly.

■ Foreign investments in Spain that affect or might affect activities related to the enforcement
of the public order or which affect or might affect public security and health. 
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■ Direct or indirect investments in Spain by non EU member states for the acquisition of
property intended to be used as diplomatic and consular offices.

The prior declaration of investment is valid for six months, from its filing, so that, when the
investment not materialize in that time, a new prior declaration is required. It should be pointed
out that once the prior declaration has been made investors can make their investment without
having to wait for prior notification from the government, even though they are still subjected
to the notification after the investment has been made.

Order of 28th May 2001 establishes that the actual investment shall comply with the following
rules:

Declarations related to investment operations in privately held companies, branches, real assets
and other type of investment.

The declaration (application D1-A for the declaration of foreign investment in privately held
companies, branches and other types of investment) shall be addressed to the Investment
Registry of the Ministry of Economy within a maximum period of one month from the actual
investment, supporting documents shall be attached to the said declaration to evidence the
following:
■ non resident status of the investor.
■ where applicable, compliance with any requirement of sector legislation.
■ Having obtained an authorisation in the hypothetical cases of a suspension of the libe-
ralization regime.
■ Having made a prior declaration, if required.

For investments in real assets, a concise explicative report which states the main features of
the investment. Declarations related to investments in real assets. The declaration shall be
submitted to the Investments Registry through the printed application D- 2A (Declaration of
foreign investment in real assets) within one month from the actual investment. 

Declarations related to investments in negotiable instruments. Non residents who subscribe
to or purchase negotiable instruments in the Spanish market, on their own account or that of
third parties, shall maintain their securities and assets in a registered account opened with an
authorized market compensation and liquidation institution.

The depositary or administrator for the assets represented by account entries, shall submit to
the "Dirección General de Comercio e Inversiones" (General Direction of Trade and Investments)
about a report on flows in the ordinary or extraordinary market operations for non residents,
subscriptions to share capital made directly with the issuing company or through the Bank,
registrations and discharges of non resident deposits related to security transactions other
than sales and purchases thereof.
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These reports are rendered on a monthly basis between day 1 and 20 of each month for
transactions during the previous month.

Likewise, the deposits and balances in accounts of non residents on the Entries Central of the
depository, as at 31 December must be declared during the month of January
Transfer of dividends, interests and royalties

The acts, businesses, transactions and operations of any kind which suppose, or require,
charges or payments between residents and non residents, or transfers to or from abroad, on
a general basis, are free.

However, as an exception to this general rule, the Ministry of Economy, may forbid or limit
certain categories of transactions with specified foreign countries or specified operations of
charging, payment or transfer, whenever these dramatically affect the interests of Spain, or in
application of measures adopted by international bodies of which Spain is a member. Likewise,
whenever short term capital movements are exceptionally ample and may cause significant
tension in the foreign exchange market or dramatic alterations in the direction of the economic
and foreign exchange policy, the Government, at the request of the Ministry of Economy, is able
to adopt safeguard measures as necessary, submitting certain types of transactions to a regime
of administrative authorisation.

The charges and payments between residents and non residents, as well as the transfers to or
from outside of Spain, may be coded in euros or in foreign currency, and must be made through
a Deposit Entity inscribed in the "Registros Oficiales del Banco de España" (Official Registrar
of the Bank of Spain, "Registered Entities" hereinafter).

In any case, the resident shall declare to the "Registered Entity", his name or company name,
domicile, tax identification code, name or company name and domicile of the non resident
sender or beneficiary of the charge or payment, amount, currency, country of origin or destiny,
and concept of the operation by which the charge, payment or transfer takes place. The
"Registered Entities", in their case, shall provide, in the manner determined by the Ministry of
Economy and within thirty days after each calendar month, such information.

The "Registered Entities", as well as the resident natural or corporate persons who carry out
this type of operations, shall be subjected to the obligation of providing the competent bodies
of the Government Administration and the Bank of Spain, in the manner established, the data
required for the purposes of statistic and fiscal follow-up of the operations.

Repatriation of capital

Procedure of liquidation of investments in privately held companies, branches, real assets and
other types of investment.
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For the total or partial liquidation of such investments, the holder of the same, commissioner
for oaths or other person obliged to declare, as the case may be, shall submit the declaration
of liquidation in the printed application D- IB (Declaration of liquidation of foreign investment in
non listed companies, branches and other types of investment) duly filled in and subscribed.
Each holder shall fill in a single application for each liquidation referred to even if there are
several documents of declarations of investment in one same Spanish company.

Procedure of liquidation of investments in real assets

For the total or partial liquidation of a foreign investment in real assets, the holder or the
commissioner for oaths shall submit the declaration of liquidation in the application D-2B
(Declaration of liquidation of foreign investment in real assets) duly filled in and subscribed by
the non resident holder.

In case of partial disinvestments, either for the change of one or several of the holders of a
property "pro indiviso", either for the transmission of a part of the real assets declared in one
same instrument of declaration, such partial disinvestment shall be declared to the Registry
of Investments. 

In the event of the exchange of securities in a privately held company for negotiable instruments
of another company, the printed application D-1B (Declaration of liquidation of foreign
investment in privately held companies, branches and other types of investment) of the
investment liquidation, through the intervention of the company or Securities Brokers or the
member of a secondary market, official or not, of values which are part of the operation, along
with the Significant Participations Communication, if deemed suitable, shall be submitted. The
values acquired through the exchange shall be included as the "purchase flow"in the mandatory
report by the depositary or administrator.

In those cases where the exchange of negotiable instruments for values of other privately held
companies takes place, the relevant Significant Participations Communication for the securities
delivered in exchange shall be submitted, if suitable, along with the printed application D-1A
(Declaration of foreign investment in non listed companies, branches and other types of
investment) of foreign investment declaration in non negotiable instruments, with the
intervention of the entity which orchestrated the transaction, shall be submitted. The values
delivered in exchange shall be included as the "purchase flow" in the mandatory report by the
depositary or administrator.

Annual Report

Spanish companies participated by non-resident must file an Annual Report on investments to
the Administration in the following cases:
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■ Branches in Spain, in all cases
■ Spanish companies with capital or shareholder´s equity of over 3.005.060,52 euro and in
which 50% or more of the equity capital is held by non-resident investors.
■ Spanish companies with capital or shareholder´s equity of over 3.005.060,52 euro and in
which a single non-resident investor holds 10% or more of the company´s equity capital or of
the total voting rights.
■ Spanish companies that belong to a company group or in which 50% or more of the equity
capital is held by a non-resident investor or in which a single non-resident investor holds 10%
or more of the company´s equity capital or of the total voting rights. In such cases, neither the
capital nor the shareholder´s equity is taken into account.

The report must be presented within 9 months from closing the accounting period. For this
procedure the application D4 must be completed, and a copy of the Business Tax or the annual
accounts must be attached to it.

Foreign personnel; permits and other aspects to be considered

Prior work permits are required for all foreign citizens over sixteen years of age who wish to
carry out in Spain any lucrative, work-related or professional activity, on their own behalf or
that of others.

This regime shall not be applied to the nationals of the member States of the European Union,
to the nationals of Third States to whom, by reason of relationship, the communitarian regime
can be applied, except the nationals of the new States (save for Cyprus and Malta) that joined
the European Union on 1 st May 2004, for the application of a transitory period of two years
from that date.

Work permits will only be delivered to new immigrants only if in Spain it is not possible to find
adequate workers with the skills needed in order to perform the work as determined by the
State agency which handles job offers.

The application for work and residency permits must be presented personally by the prospective
immigrant to the appropriate State agency. In the event that the applicant is also an employer,
the application must be submitted by the applicant or a legal representative of the employer.

Where the applicant resides outside of Spain, the application may be submitted before the
Diplomatic Mission or Consular Office in the district where he may live.

The application will be processed in the following manner: Upon completion of a review of the
application, the relevant authority (Government Vice Delegate or Government Delegate in the
au-tonomous communities made out of one sole region) shall deliver a unique resolution by
which the foreign citizen is authorised to work and live in Spain, the beginning of his work activity
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and carry out his membership of, registration in and quotation to the "Seguridad Social" (Social
Service).

The resolution shall be notified to the businessman, indicating the amounts that need to be
satisfied in concept of taxes, expiring if after a month from the date of such notice the
corresponding visa was not, in its case, requested.

Once the application has been submitted to an Embassy or Spanish Consular Office, the
resolution shall be notified to the interested party by the mentioned instance, through the
Ministry of Foreign Affairs. The resolution and notice shall be carried out within a three month
period, counting from the day after that one of the date in which the entry of the application in
the registry of the competent body to handle it has taken place. After that period has expired,
the initial work permit applications shall be understood as dismissed.

> Real Estate Law

The Registry System development has stamped Real Estate in Spain. The Spanish Registry
System is a mixture of the French system (where inscription is voluntary) and the German
system (where inscription is compulsory). Estate transfer takes place unrelated to the Registry
while estate inscription or registration is made by properties: one property per register sheet.
Other basic element that distinguishes the Spanish Registry System from other systems around
the world is the Land Registrar, with professional qualifications and his/her enrolled to the
office (by a Civil Service Examination).

In Spain, any property is firstly related to legal businesses, and later registration in the Registry
provides a pledge to their purchasers before any third party. The Land Registry provides a
secure, stable and trustworthy record of land ownership and recorded interests therein, so it
promotes social and economic reliability and contributes to national development.

The protection of third party's rights by Law in Spain is so high that one of the purchaser's duties
of care is to previously enquiry at the Registry about the ownership and encumbrances of the
property he/she wants to purchase.

The information and protection provided by the Spanish Land Registry is basic to understand
Real Estate in this country. The Spanish Registry System has replaced fiduciary and trustee
systems (more frequent in Anglo-Saxon countries) in the field of Real Estate.

In fact, practice shows that it is becoming really complex to apply Directive 94/47/EC
(Timesharing) through the Ley de Aprovechamiento por Turno de Bienes Inmuebles (Act 42/98),
because it is very difficult to match the "Club System" with the Spanish Registry System. The
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situation is becoming really delicate as Spain is the second country in the world (after USA) on
the number of Timesharing resorts.

Types of Ownership

In Spain there is the so-called actual right of "ownership" regardless other real property rights
such as leasehold, possession - in deed or bare or bona fides ... -, accretion , easement,
emphyteusis, antichresis, usufruct, mortgage, acquisitive prescription... All of them are inspired
by Roman Law, on which Spanish Law is based.

Timesharing is called "Aprovechamiento por Turno de Bienes Inmuebles" in Spain; it is an
atypical real property right and is regulated by Act 42/98 in Spain. Act 42/98 requires the resorts
to register their structure and working in the Land Registry; it mixes thus the Anglo Saxon
Fiduciary system with the Spanish Registry System, and creates some missfunctions very
difficult to solve. For instance, any clause that may exonerate promotor's liability is null.

Land Register (if appropriate)

The Real Property Registration in Spain is managed by Land Registry Offices throughout the
whole country which registers, stores and manages documents such as deeds, mortgages,
plans of survey and a wide range of property real rights. All registered and deposited records
are available to the public (for a fee) to search title or to obtain information about the ownership
of any real property.
The Land Registry's object is to register the acts and contracts related to ownership and other
real rights on real estate (rentals, usufructs…) However, the bare (or naked) possession can
not be registered in the Land Registry.

To be registered those acts or contracts must be have been recorded as a public instrument or
been acknowledged by a judicial authority or by the Government. Moreover, any acts or
contracts granted in a foreign country which are having effects in Spain (Apostille ...), have to
be entered in the Spanish Land Registry.

The Land Registry attests the title against third-parties.Th ose who acquire their right from a
person who appears in the Registry as entitled to transfer that right, are supposed to possess
the real estate according to bonas fides requirements. So their possession is going to be
presumed as according to Law once that they register their right. Even though the seller's right
is set aside or discharged for reasons that are not recorded in the Registry.

The third party's bona fides is presumed as long as any third party can proved that the
information recorded in the Registry was not accurate.  Caution: Holders of any title acquired
gratuitously do not enjoy the same protection.
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The parties in a contract are not required to register the acquisition of a real right. However,
the registration is highly recommended, because it implies a presumption of legality and it is a
prove itself against third parties who claim a right on the same real estate. The rights that have
not been recorded in the Land Registry are presumed as a " manifest negligence and a clear
breach of duty of care "; it does not mean it is illegal but it may cause damages to the purchaser
or the real right holder that has not entered it. 

Another important question is the difference between the Land Registry and the Cadastre or
Land Survey. The Land Registry records and states real estate ownership. On the other side,
the Cadastre represents real estate through a more detailed and graphical description. The
Cadastre's purpose is related to its tax functions.

Reliance on register positive-negative

Registration is considered negative because once a first entrance is registered in the Land
Registry, any intend of registration coming afterwards are going to be refused, until you prove
the transfer. Transfer formalities e.g. notary deed

To be able to reap the benefits of the protection provided by the Land Registry, any holder must
communicate the acts or contracts which can modify, transfer or extinguish any real right on
any real estate. Moreover, any real estate leasehold for six or more years must always be
entered in the Registry.

Mortgages. How they are created, and main rights of mortgagees

A mortgage gives a security for all kind of liabilities and does not alter the debtor's limitless
responsibility. A mortgage covers improvements and betterments as well as any compensations
granted or due to the owner. However, a mortgage does not cover any personal property,
proceeds or any earnings due and not paid, express agreement excepted. Any real estate, any
real property rights (save easements), any legal usufruct (save the usufruct granted by the
widowed spouse) can be mortgaged.

Construction and use restrictions 

The carrying out of any works or building requires a licence: Licencia de Obra Mayor (with a
large budget or works on structural elements) and Licencia de Obra Menor (a sensu contrario).
In any case, the Municipal Ordinances and the Local Building Code define the differences
between a Licencia de Obra Mayor (Large Works Licence) and a Licencia de Obra Menor (Minor
Works Licence). Moreover, any land or underground usage (partitions, land movements,
demolition ... ) requires a permit that is regulated in the Local Zoning Regulations.



The Zoning Regulations ascribe different usages (residential, turistic, tertiary) to each land class
(urban land, land which may be developed, or protected land that can not be urbanized). Land
usage and land classes limit building rights. In addition, each type of land has a percentage of
urban development permitted.

Any license is subjected to the payment of a fee called Impuesto sobre Construcciones
Instalaciones y Obras which has to be paid by the owner. This tax is calculated by applying to
the current costs of the building or the works, a rate that  is determined by the Town Hall, and
will NOT be over 4%.

The application for the permission requires a Technical project signed by an Architect and ap-
proved by the Architects Professional Association. The Technical Project is carried out by the
Work Manager -who is responsible for it- who may be or not the author of the Technical Project.
Local Building Codes do not require a dateline of the works. It is usual for the owner to keep an
amount of money (a percentage) from the promotor as a guarantee for the proper completion
of the works. 
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> Ukraine

ARZINGER 
www.arzinger.ua

Arzinger (prior to March 2009, Arzinger & Partners Ukraine) is one of the leading independent
legal experts in Ukraine.  The firm was founded in Kyiv in 2002 by two Ukrainian lawyers, Sergey
Shklyar (currently the firm’s Senior Partner) and Timur Bondaryev (now Managing Partner). A
German lawyer, Wolfram Rehbock (now Senior Partner), joined the team in 2002. The firm has
a team of 57 seasoned legal professionals led by 6 partners.

Arzinger & Partners Ukraine has become the network’s largest and most dynamic office.  Every
year since 2002 our business has grown dramatically, annually doubling both revenue and the
number of lawyers we employ. In 2007, Arzinger was one of the first Ukrainian legal firms to
open a second office in Lviv – the heart of Western Ukraine.  In September 2010 Arzinger opened
its office in Odesa. Attorneys of the South Ukrainian Branch will represent interests of clients
in Odesa, Mykolaiv, Kherson, Zaporizhzhya regions and AR Crimea. Today, the Arzinger
team consists of 92 employees.

To sustain solid growth, in January 2009 the firm launched a new strategy, which includes:
change of status to an independent local firm; development of and expansion into new markets
and practice areas; and joining international associations of independent law firms.  In line with
our new strategy we have created a number of new posts, in order to make the practice more
efficient. These include positions in Knowledge Management, IT, HR and Communications.

The firm specialises in M & A, Corporate Law, Real Estate and Construction, Antitrust and
Competition, Litigation and Arbitration, IPR, Tax, Banking & Finance, PPP, Public Procurement,
Employment, Administrative Law, Capital Markets and IPOs. We serve clients operating in
financial services, energy, real estate, pharmaceuticals, food & beverages, telecommunications,
retail, aerospace, agriculture, and the infrastructure & transport industries.
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The firm has built close working relationships with high-profile law firms in Germany, Austria,
the United Kingdom, the United States, Russia, and many other jurisdictions.  As a result, our
clients have access to global legal services of unsurpassed quality.  These relationships have
developed and proved invaluable over many years, but they are non-exclusive: accordingly,
Arzinger is able to work on any transaction - in coordination with the client – with those law
firms which we consider to have the most appropriate expertise.

> Real Estate Law

In accordance with the legislation of Ukraine the term “real estate” is defined as land plots and
the property located on land plots which cannot be relocated without its depreciation or
changing its purpose. 

A land plot is a part of the earth’s surface with fixed boundaries, exact location and the defined
rights attributed to it. The freehold (ownership) covers, within the boundaries of a land plot, the
surface (soil) layer and water bodies, forests and perennial plantations located on such land
plot, unless otherwise provided by law and provided that it does not affects third parties’ rights,
as well as the space above and beneath the surface for the height and depth necessary for
construction of buildings.

Based on the above definition, to qualify for real estate, the property (if other than land) should
have a foundation and should be inseparably attached to a land plot, so that it cannot be removed
from a land plot without its depreciation or changing its purpose, and it must be subject to
mandatory state registration by operation of law.

The following types of property do not fall within the category of real estate as they do not  meet
all the requisite qualifications: temporary constructions, small architectural forms, stationary
outdoor advertising, the so-called “finnish constructions”, wagons used for temporary residence
(hotels, inns) and for other purpose (restaurants, entertainment establishments, etc.). 

At the same time, an integrated property complex of an enterprise is treated as being equivalent
to real estate. As for the construction in progress, its disposal as a real estate property can be
carried out upon registration of title to such construction in progress in accordance with the
legislation of Ukraine.

Rights to Real Estate 

In Ukraine, a building and the underlying land plot enjoy a separate legal treatment. The
Ukrainian legislation defines the following types of rights to real estate:
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■ In respect of a land plot: ownership (private, state and communal), lease, permanent use,
emphytheusis, superficies, and servitude (easement);
■ In respect of other real estate: ownership (private, state and communal), lease, right of
operational management, right of full economic use, and servitude (easement).

The right of ownership to a land plot includes the right to own, use and dispose of a land plot.
Land lease is a contract-based possession and use of a land plot required by a lessee for
conducting commercial and other activities for a defined period and in consideration for an
agreed payment. A leased land plot can be further sublet by a lessee to a third party upon prior
consent of a landlord.

The right of permanent use of land is the right to possess and use the land plot being in state
or communal ownership without limitation of the term of use. The following entities are
currently entitled to have the right of permanent use of a land plot: (1) enterprises, institutions
and organizations being in state or communal ownership; (2) Ukrainian non-profit organizations
of disabled persons, their enterprises, institutions and organizations; and (3) religious
organizations of Ukraine, whose charters (regulations) are registered in the established order.
These can use land plots under the right of permanent use solely for the construction and
servicing of the religious and other buildings necessary for supporting their activities. 

An easement (land servitude) is the right of an owner or a user of a land plot to use third party’s
land plot either for free or on a chargeable basis for pass, laying out cables, electricity
transmission lines etc. Land servitudes can be either permanent or temporary. The existence
of an easement does not entail the seizure of a land plot or termination of an owner’s title to it.
Emphytheusis is the right to use a third party’s land plot for agricultural purposes, while
superficies means the right to use a third party’s land plot for construction purposes.
Emphytheusis and superficies are rarely applied in practice. 

In contrast to ownership and lease which are applicable to both land and other real estate, the
right of operational management and the right of the full economic use are normally related to
buildings and constructions. 

The right of operational management of state property may be granted to state and municipal
institutions and organizations, which do not conduct commercial activity; for instance,
ministries, local state administrations, government agencies, etc. An organization or institution
which holds real estate property on the right of operational management is not entitled to
dispose of it with the intention of gaining any profits. The respective ministry or department,
acting on behalf of the state or local community, exercises control over the use of the granted
property and they may withdraw the property from the operational management if is used in
breach of its designated purpose. 
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The right of the full economic use is defined the Commercial Code as the right of an entity that
possesses, uses and disposes of the property assigned to it by the owner (or its authorized
representative), with the limited authority to dispose of certain types of the property with the
owner’s prior consent only. The right of the full economic management is provided to the state-
owned or municipal enterprises for the purposes of their commercial activities. The owner of
the property exercises direct or indirect (i.e., through its authorized representative) control over
the use and management of the property without interference in the day-to-day business
activities of the enterprise. 

The Principle “Land Follows the Property”

The past years saw the general trend toward the gradual implementation of the principle “Land
Follows the Property”. In pursuance of the above principle, the amendments have been adopted
to both the Civil Code and the Land Code to the effect that the indication of the cadaster number
and the total area of a land plot are qualified as the material term and condition of an agreement
for alienation of a building located on such land plot (except for multifamily apartment buildings). 

The principle “Land Follows the Property” is further supported by the amendments introduced
to the Civil Code, the Land Code as well as the Law “On Land Lease”, which can be summarized
as follows. In case of acquisition of title to a building, a freehold or leasehold of the owner of
such building in respect of the underlying land plot terminates. The freehold of the land plot or
part of it underlying the property passes to an acquirer without change of its designated use.
Where the underlying land plot is not a freehold, but is rather in use (lease), the new owner
acquires such right of land use in the same scope and on the same terms and conditions as
available to the former land user (lessee). Where an acquirer is not entitled to own land under
Ukrainian law, it acquires the right of land lease instead. 

Despite certain promising signs of the “automatic” transfer of land following the property, the
above principle does not work properly yet. As before, the parties would have to comply with
the ordinary formalities and procedures to execute the transfer of title to land. 

Restrictions on Foreign Ownership to Land

In accordance with the legislation of Ukraine, foreign legal entities, foreign citizens and joint
ventures with foreign participation may purchase and lease buildings, constructions and their
parts as well as lease both agricultural and non-agricultural land plots equally to Ukrainian
citizens and legal entities without foreign participation. However, they may purchase land plots
only according to the procedure and with limitations set out by the Land Code.

Foreign individuals, foreign entities and joint ventures are prohibited from acquiring agricultural
land into private ownership. As far as non-agricultural land is concerned, foreign citizens and
stateless persons are entitled to purchase non-agricultural land plots within residential areas
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without limitations and non-agricultural land plots outside residential areas only if such persons
own real estate located on such land plots. 

Foreign entities and joint ventures may only acquire land into ownership (i) within residential
areas if they acquire real estate and for construction of the property involved in the commercial
activities; or (ii) outside residential areas if they purchase real estate. 

State or communal land may be sold to a foreign legal entity provided also it establishes and
registers its permanent establishment in the form of a commercial representative office in
Ukraine. State-owned non-agricultural land is sold by the Cabinet of Ministers of Ukraine,
subject to the prior approval of such sale by the Ukrainian Parliament. Communal non-
agricultural land is sold by the relevant municipal authorities, subject to the prior approval of
such sale by the Cabinet of Ministers of Ukraine. The legislative guidance on the procedure for
the obtaining of approval of the Cabinet of Ministers is lacking. In practice, the obtaining of such
approval appears lengthy and complicated. 

Those state-owned lands underlying the property which is subject to privatization may be sold
to foreign legal entities by a state privatization body upon the approval of the Ukrainian
parliament. Communal land plots may be sold to foreign legal entities by respective local
councils upon consent of the Cabinet of Ministers of Ukraine.

Please note that any land plot which is in state or communal ownership as well as the rights to
it (lease, superficies and emphyteusis) should be sold on a competitive basis (through a land
auction) subject to a number of exceptions.  

The Land Code does not specifically provide that enterprises with 100% foreign investment may
purchase state-owned or communally-owned land plots. Under the conservative interpretation
of this gap, enterprises with 100% foreign investments are not thus entitled to own any land
plot, including private land plots. 

From the effective risk management perspective, investors are often recommended to consider
a “two-tier” structure. Under this structure, which has become quite common in Ukraine, a
“first-tier” Ukrainian subsidiary company is created, whether (i) fully owned by a foreign legal
entity or a foreign natural person, or (ii) jointly owned by foreign and Ukrainian legal entities or
natural persons. The “first-tier” subsidiary company would then establish a “second-tier”
Ukrainian subsidiary company. Because the “second-tier” entity will directly involve a Ukrainian
founder(s) only, it will not qualify for a foreign legal entity or a joint venture under the Land Code
of Ukraine and, consequently, it will not be subject to the above restrictions while acquiring
land in Ukraine. 

When structuring acquisition transaction, the following important requirement should also be
considered. The Civil Code expressly prohibits the establishment of the consecutive chain of
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the two sole shareholder companies, i.e. a sole shareholder company cannot found another
sole shareholder subsidiary company. Therefore, the “first-tier” subsidiary must be founded by
at least two shareholders to enable the establishment of the “second-tier” legal entity with a
sole participant. Alternatively, the “second-tier” subsidiary company must be founded by at
least two participants, if the “first-tier” subsidiary company has a sole participant.

Land Moratorium

An important factor preventing the development of the land market in Ukraine is the temporary
moratorium on alienation of agricultural land plots. The cancellation of the moratorium is
contemplated on 1 January 2013 and should be preceded by adoption of the Laws of Ukraine
“On State Land Cadaster” (dated 7 July 2011, will be effective as of 1 January 2013) and “On
Land Market” (is currently under consideration by the Parliament, is expected to be adopted
till the end of 2012 and come into force as of 1 January 2013). 

According to the latest wording of the draft Law “On Land Market”  it is likely that foreign
investors will not be allowed to directly invest in Ukrainian agricultural land that, taking into
account the attractiveness of the agricultural business in Ukraine, will boost the development
of alternative investment structures allowing foreign capital to invest in agriculture.

Registration of Real Estate and of the Property Rights to Real Estate

Ownership and other rights to real estate, their encumbrances are subject to state registration.
Ukrainian legislation distinguishes between registration of real estate and registration of
agreements related to transactions with real estate.

According to the Civil Code, agreements for acquisition of a land plot, a building or an integrated
property complex are subject to notarization and state registration. Lease agreements for real
estate concluded for the period of three (3) years or longer should also be notarized and
registered with the State Register of Deeds. The lack of such notarization and state registration
may result in invalidation of the respective agreements.

The system of registration of the ownership rights to real estate is still evolving in Ukraine. 

The unified State Register of Property rights to Real Estate and their Encumbrances  is expected
to replace several scattered registers that currently exist in Ukraine and to provide a single
source of comprehensive information on real estate (buildings, constructions, their parts and
the underlying land plots) to the public. It will contain information on the title of ownership, the
right of use, servitudes, emphyteusis, superficies, the right of economic use and operational
management, the right of lease, the right of permanent use of land, mortgage, and trust
management as well as other property rights, tax lien and other encumbrances over real estate. 
The State Register of Property rights to Real Estate and their Encumbrances will be maintained
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by Ukrderzreest subordinated to the Ministry of Justice. Notaries will also perform functions of
state registrars, which will allow simultaneous conclusion of an agreement regarding real
estate and registration of the respective title. 

The creation of the full-fledged unified register of property rights to and encumbrances over
real estate is scheduled for 1 January 2013. Until that time, registration of the right of ownership
and the right of use (servitude) of the real estate property located on land plots; right of lease
(use) of buildings, constructions or their parts, the title to the construction in progress as well
as maintenance of records on the derelict property, trust management of real estate is vested
with the bureaus of technical inventory (BTI) which have access to the existing Register of
Ownership Rights to Real Estate. At the same time, the right of ownership, the right of lease
(servitude) of land plots, lease agreements, emphyteusis and superficies is carried out by the
territorial authorities of land resources.

At present, the following six registers regarding real estate exist in Ukraine: (1) Register of
Ownership Rights to Real Estate; (2) Unified Register of Prohibitions on Alienation of Real Estate;
(3) State Register of Encumbrances over Movable Property (regarding tax lien on real estate);
(4) State Register of Mortgages; (5) State Register of Lands; and (6) State Register of Deeds. 

Acquisition of real estate

There are two forms of real estate acquisition: a direct purchase of real estate (“asset deal”) or
acquisition of shares in the company holding real estate (“share deal”). In choosing the
preferable form of real estate acquisition, the following advantages and disadvantages of each
option should be considered.

The main advantage of an asset deal is that the purchaser acquires a specific asset and it does
not succeed to any debts and liabilities of the seller. 

The disadvantages of an asset deal are:

■ It is necessary to re-register the right of ownership to the real estate property;
■ The date of transfer of the right of ownership is postponed till registration of the respective
right with the relevant state register;
■ Increased transactional costs (state notary fees and payment to the State Pension Fund, does
not apply in the case of land sale) amount to 1% + 1%;
■ In the case of the sale of a real estate property which is built on a leased land plot, a land
lease agreement will not be automatically assigned to the new owner of such real estate
property.  Upon transfer, a land lease agreement should be concluded with the new owner;
The purchase price is subject to VAT (save for the sale-purchase of land which is not subject to
VAT); 
■ Ukrainian law is applicable to an agreement as the property is located in Ukraine;
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■ In the event of sale of a land plot, construction documents and other permits for construction
activities on a land plot may not be automatically transferred to the new owner. Respective
documents should be re-registered for the new owner;
■ Limitations for foreign capital in respect of land relations.

The advantages of a share deal are:

■ A relatively fast procedure for registration of documents necessary for transfer of ownership
to a participatory interest (share);
■ VAT does not apply;
■ An offshore exit is possible;
■ A foreign governing law and foreign arbitration may be considered;
■ It is not necessary to re-register the right of ownership to the real estate property;
■ No limitations for acquisition by foreign investors;
■ Land lease agreements, licenses, building permits, project documentation and licensing
documentation for an investment project remain in force and do not need to be re-executed;
■ Relatively low transaction costs.
■ The disadvantages of a share deal are:
■ All the liabilities and debts of the target company are transferred to the purchaser;
■ Acquisition may require a prior permit from the Antimonopoly Committee of Ukraine.

> Labour Law

Ukrainian legislation deals with the employees generally, making no distinctions based on their
positions (with some minor exceptions). The Labour Code of Ukraine dtd. 10.12.1971 is the
principal legislative act governing employment relations in Ukraine. However, a number of its
provisions are elaborated in the subordinate legislative acts. Specification of working conditions,
remuneration and social privileges are commonly left to collective bargaining agreements
provided that the agreements will not limit the guarantees of the employees, established by
law. The following defines some principal requirements vis-à-vis labour relations, established
by the Labour Code and other legislative acts.

Working Hours

Working hours should not exceed 40 hours per week.  For certain categories of employees, the
working week is established at the level of 36 hours and for some categories irregular working
hours are allowed. Overtime work shall not exceed four hours within two days on the row or
120 hours per annum for an employee and is compensated at double rates. 
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Time Off

Employees are provided with breaks for rest and meals with duration under two hours. The
breaks are not included to the working time. By a five-day working week employees receive
two days off, and by a six-day working week – one day off. General day off is Sunday.  If a public
holiday or a free day concurs with a day off, the day off shall be postponed to the working day
next after such public holiday or free day.  In general, no work shall be done on days off. 

Work of single employees on such days is allowed only in exceptional cases. Work on public
holidays and days off is remunerated in double amount. Upon request of an employee it can
also get another day off. 

Vacation and Holidays

Statutory paid vacation is 24 calendar days per year. For certain categories of employees the
law provides for a longer vacation period or additional vacations, including social. In case of
dismissal of an employee it shall receive a monetary compensation for all unused days of annual
vacation and additional vacation for employees with children. 

There are some additional vacation types in Ukraine: 
■ additional vacation for work under arduous and harmful work conditions; 
■ additional vacation for special work nature; 
■ additional study vacation; 
■ research leave; 
■ maternity leave; 
■ childcare leave up to three years of age; 
■ adoption leave; 
■ additional vacation for employees with children; 
■ unpaid vacations. 

Salaries and Wages

The salary amount should be established by individual employment agreement with employee.
The minimum monthly salary for unqualified labour should be no less than the threshold
established by labour legislation that is currently UAH 1102.00. Minimum salary does not
include any additional payments, benefits, bonuses or compensation payments.

The salary is subject to personal income tax that is presently levied at the rate of 15% (17% with
respect to excess amount of a threshold of 10 minimum monthly wages). Salaries should be
paid in Ukrainian currency at least twice a month. 
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Guarantees and compensation payments

The labour legislation stipulates cases in which employees are entitled to salary even if they
did not perform their work under labour agreement – guarantee payments. Such payments
are provided for employees in elective offices, donors, employees sent to qualification courses
in work hours and some other categories.

Compensation payments are such remunerating expenses of an employee, which are connected
to performance of labour duties (in case of transfer, assignment to work in another region,
business trips, amortization of tools owned by an employee for needs of an enterprise etc.).

Pension and Social Insurance. An employer is required to contribute on behalf of employee
obligatory payments to the State Pension and Social Insurance Funds, including pension fund,
temporary disability insurance fund, unemployment insurance fund and industrial accidents
insurance fund. The rate of unified social security contribution reaches 49,7 % of the employee’s
remuneration. Any other social insurance (voluntary) is left to the employer’s consideration.

Employment of foreigners. Foreign nationals may be employed by Ukrainian employers subject
to prior obtaining Ukrainian work permit according to the procedure, established by law. A work
permit is issued as a rule for one year and is subject to renewal.

Disabled persons

The current legislation of Ukraine provides a quota of work places for disabled persons in
amount of 4% of the average accounting number of employees per annum, and if there are 8-
25 employees – in amount of one work place. 

Activity of trade unions

Citizens of Ukraine are entitled to participate in professional unions in order to protect their
labour, social and economic rights and interests. A trade union is a voluntary, non-profitable
non-governmental organization of citizens united by mutual interests by the nature of their
professional (labour) activity (study). Trade unions are established in order to represent, exercise
and protect labour, social and economic rights and interests of their members and can have a
status of primary, local, district, regional, republican, or all-Ukrainian. Foreign citizens and
stateless persons are not allowed to establish trade unions but are entitled to join them, if this
is provided by their statues. 

Collective Bargaining Agreements 

A collective agreement is concluded in order to regulate production, labour, social and economic
relations and to coordinate interests of employees, owners and bodies authorized by them. In
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a newly established enterprise a collective agreement shall be concluded upon initiative of one
of the parties within 3 months after its registration and shall be preceded by collective
negotiations, in which both parties of a collective agreement shall participate.

The legislation provides for no liability for absence of collective agreements but avoidance of
negotiations as to its conclusion is subject to administrative liability. A collective agreement
signed by the parties is subject to a notifying registration by the local state authorities within
two weeks. Changes and amendments to a collective agreement shall be registered pursuant
to procedure for registration of collective agreements.

Labour agreements

Under a labour agreement the employee obliges to do work as provided by the agreement with
adherence to the internal labour policy, and the employer obliges to pay the employee for the
work and to ensure labour conditions necessary for work and as provided by the labour
legislation, collective agreement and agreement of the parties. 

It is not obligatory in Ukraine to sign labour agreements in a written form, except for some
categories of employees (underaged, work under some special conditions etc.) and in case if
the employee insists on concluding the labour agreement in a written form. 

Terms of labour agreements which worsen the situation of employees compared to the current
legislation are null and void. Even though the employee may consent to such conditions
worsening its situation, they cannot be applied.   

Labour agreement can be term-less, fixed-term or concluded for the period of execution of
certain works. The laws of Ukraine prohibit unreasonable refuse in conclusion of a labour
agreement (employment).

Labour contract

Contract is a special labour agreement form for certain categories of employees where its validity
term, rights and obligations of the parties (including, material liability), financial conditions and
organization of the employee’s work, contract termination terms, including early termination,
can be stipulated pursuant to the parties’ agreement. Contracts shall be made in writing.

Laws of Ukraine directly stipulates the sphere of contract application and the exhausting list of
employees with which the labour contracts can be concluded, for example scientists; employees
of collective agricultural enterprise; specialists of plant quarantine work; candidates notary;
directors of enterprises, institutions, organizations belonging to the sphere of management of
local state administrations; foreign legal entities or individuals for any type of cooperation in
cultural sphere; directors of enterprises; associate lawyers.
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If the current legislation does not stipulate possibility for contract conclusion in a respective case,
the owner and the employee are not entitled to conclude contract even upon mutual consent.

Documents to be provided for employment 

At conclusion of a labour agreement the future employee shall provide following documents:
■ passport or any other ID;
■ labour book;
■ document on education (in cases provided by the legislation);
■ health status certificate (in cases provided by the legislation for workers on heavy, harmful
and hazardous jobs and annually for persons younger than 21);
■ military registration document;
■ a copy of the individual tax number (for taxation purposes in regard to employee’s salary);
■ copies of child birth certificates (if employees entitled to privileges and guarantees connected
to child care).

Pursuant to the Labour Code it is prohibited to require provision of documents which are not
stipulated by the legislation as well as of information on employee’s party membership or
nationality, domicile or temporary residence registration etc. Refusal in employment due to
non-submission of documents not provided by the legislation is deemed to be unreasoned and
is prohibited. 

Employment order

After agreement on work conditions with potential employee, employment application
submission, and in cases, provided by the legislation, conclusion of a labour agreement or
contract in writing, an employment order shall be issued. The form of the employment order is
approved by law, but in practice another more simple form of the order is used.

The employment order shall be signed by the executive officer or any other authorized person.
The employee shall review and sign the order. On the basis of the order an entry is made in the
labour book. The labour agreement is deemed to be concluded also if there is no order but the
employee has been actually admitted to work. Besides, if there is no employment order, the
labour relations between the employer and the employee can be established by the court. 

Employer’s actions before employee’s admission to work 

Before admission to work pursuant to the labour agreement the owner (a body authorized by it): 
■ shall explain to the employee its rights and obligations and inform it on work conditions, any
harmful or hazardous production factors at the work place and possible consequences for the
health, its rights and privileges for compensation of work in such conditions pursuant to the
legislation and the collective agreement; 
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■ shall provide to the employee for review the internal regulations and the collective agreement; 
■ shall assign the employee with a work place and provide any accessories necessary for work; 
■ shall instruct the employee on safety and fire safety rules. 

Probation period by employment 

In order to determine whether the employee complies with the work at the beginning of its
employment a probation period is established for the employee upon agreement of the parties. 
Probation period cannot be established for:
■ persons under 18;
■ young employees after graduation from career scientific-educational institutions;
■ young professionals after graduation from higher educational institutions;
■ persons retired from military or alternative (non-military) service;
■ disabled persons sent to work pursuant to recommendations of medical and social expert
examination;
■ seasonal and temporary workers;
■ workers in case of employment in other region or transfer to other enterprise, institution,
organization, transfer to other position within the same enterprise;
■ in other cases, provided by the legislation.

There is no need to record information on employee’s probation period in the labour book.
During the probation period the employee has all the rights and all the obligations provided by
the labour legislation. The only exception is an additional reason for dismissal of the employee
as such who did not pass the probation period. 

Duration of a probation period cannot exceed:
■ one month – for workers (at this, in order to define the term “worker” the Occupational
classification shall be used);
■ three months – for any other employee categories;
■ six months – in certain cases upon agreement with the trade union committee.

It shall also be noted that pursuant to established court practice employee’s dismissal due to
the fact that it did not pass the probation period shall not be deemed as dismissal upon
employer’s initiative, but as such upon agreement of the parties, because consenting to
establishment of a probation period the employee consents to dismissal due to possibility that
it may not pass the probation period, in the first place. 

Change of essential working conditions 

According to the Ukrainian legislation in case of changes in production and labor organization
it is possible to change the essential working conditions (system and amount of payments,
privileges, work regime, establishment or cancellation of part-time work, professions
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overlapping, change of categories or name of positions etc). In such a situation the employer
should notify the employees which essential working conditions will be changed two months
before the changes will be effective.

If previous essential work conditions cannot be preserved and an employee does not agree to
continue work under new conditions, a labour agreement shall be terminated. 

Termination

Generally, employment relations, established for definite period of time terminate after the
employment term has expired. Employment relations, established for indefinite period may be
terminated by employee at any time by giving two weeks prior notice. Employers may terminate
employment only in limited circumstances enumerated by the Labour Code.

The labour legislation of Ukraine provides following reasons for termination of a labour
agreement:
■ agreement of the parties;
■ end of a labour agreement term, except for cases when labour relations actually continue
and neither party demands their termination;
■ call or enrollment to military service, assignment to alternative service;
■ transfer of an employee with its consent to other enterprise or to an elective office;
■ refusal of an employee to be transferred to work in other region together with an enterprise
as well as refusal to continue work due to change of essential work conditions;
■ coming into force of judgment pursuant to which an employee is sentenced to imprisonment
or any other punishment excluding possibility to continue work;
■ reasons as provided by a labour contract;
■ determination of employee’s inconsistency with work within the probation period;
■ upon employee’ initiative;
■ upon employer’ initiative:
- change in production and work organization, including liquidation, reorganization, bankruptcy
or conversion of the enterprise, decrease of the personnel number or the staff
- determined employee’s inconsistency with position or work due to insufficient qualification
or health condition hindering it to continue this work 
- systematical non-performance of duties stipulated by a labour agreement or an internal
labour order without reasonable excuse if disciplinary penalties have been previously imposed
on an employee
- truancy (including absence from work for more than 3 hours within business day) without
reasonable excuse 
- nonappearance at work during four months on the row due to temporary disability, except for
maternity leave if the legislation does not stipulate longer period of work (position) preservation
for certain illnesses. if an employee has lost its ability to work because of a labour injury or
professional illness, its place of work (position) shall be preserved for the period of rehabilitation
or assessment of disablement 
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- reinstatement at work of an employee who previously performed this work 
- appearance at work under alcohol, drugs or toxic influence 
- stealing at work place (including petty theft) of employer’s property determined by the court
- decision which came into force or resolution of a body authorized to impose
administrativenpenalties or apply measures of public influence 
- single  gross violation of labour relations by a director of an enterprise, institution, organization
of any ownership form, its deputy, head accountant of an enterprise, institution, organization,
its deputy, or officials of the customs service, state tax inspections with special ranks and
officials of the state supervision and auditing service and bodies of the state price control
- wrongful acts of directors of enterprises, institutions, organizations which caused delay in
payment or payment of lower amounts of salary compared to minimal wage as stipulated by
the legislation 
- wrongful actions of an employee working with monetary values or merchandise if such actions
lead to loss of employer’s trust
- immoral actions of educational personnel inconsistent with such work

It is prohibited to dismiss certain categories of employees such as pregnant women, women
with children below age of three and single mothers with children under age of 14 or with
disabled children, except some cases regarding the companies’ liquidation with the obligatory
subsequent employment. 

Employee is entitled to receive one-month dismissal payment (or more, if provided for in the
collective agreement) when dismissed at the initiative of employer at particular reasons. 

Suspension from work

In certain cases an employer is entitled to suspend an employee from work: 
■ if an employee appears at work under influence of alcohol, drugs or toxins; 
■ it an employee refuses or avoids obligatory medical examination, training, instructions and
attestation in labour protection and fire safety; 
■ in other cases stipulated by the legislation. 

Suspension means that during a certain period of time an employee is not admitted to work
which it is obliged to perform under a labour agreement. At this, labour relations and validity
of a labour agreement shall not be terminated. After the end of the suspension term an
employee can be admitted to work, transferred to another work, brought to a disciplinary liability
or dismissed.  

Members of the executive body of a company can be at any time suspended from performance
of their duties if statutory documents of the company do not stipulate reasons for their
suspension. A suspension of executive body members (including head of the executive body) is
not subject to labour law but the civil law. In this case, it means revocation of management
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powers which is a form of protection of corporate rights of owners and is not a suspension of
an employee in the meaning of the Labour Code.    

Suspension of an executive body member is possible only for a certain period of time and does
not result in termination of labour relations. Dismissal of an executive body member who was
suspended from performance of duties shall be carried out pursuant to the labour legislation.    

Consequences of termination of a labour agreement 

On the day of employee’s dismissal an employer is obliged to return duly executed labour book
and pay an employee off. In case of employee’s dismissal it shall receive monetary
compensation for all not used days of annual vacation and additional vacation for employees
with children.

In case an employee did not work on the day of dismissal, such payments shall be made not
later than on the next working day after dismissed employee claimed the payment.  In case
there was no payment within stated terms due to the fault of an employer and if there is no
dispute as to the amount of payments, an employer is obliged to pay an employee its average
salary for the whole period of such delay up to the day of the settlement.  

Necessity to agree dismissal with a trade union 

In following cases a labour agreement with an employee can be terminated only upon prior
agreement with a trade union member of which the employee is:
■ change in production and work organization, except for cases of company’s liquidation;
■ determined inconsistency with the position held or work performed due to insufficient
qualification or health condition hindering continuance of such work;
■ systematical non-performance of duties under labour agreement or internal labour order
without reasonable excuse if an employee has already been brought to liability in form of
disciplinary penalty or measures of public influence;
■ truancy (including absence from work during more than 3 hours within working day) without
reasonable excuse;
■ absence from work during more than four months on the row due to temporary disability,
except for  maternity leave, if the legislation does not provide a longer term for work place
(position) preservation in case of a specific disease;
■ appearance at work under influence of alcohol, drugs or toxins;
■ wrongful actions of employees working directly with money or merchandise, if such actions
cause loss of employer’s trust towards an employee;
■ immoral actions committed by education personnel inconsistent with work.

]The legislation can provide for other cases of labour agreement termination upon initiative of
an employer without consent of the respective trade union body as well.  If the primary trade
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union organization does not have an elective body, the termination of the labour agreement
shall be consented to by a representative of the trade union authorized to represent interests
of trade union members. Consent of the trade union for dismissal is valid only if provided on
basis stated by an employer in its application. If the trade union consented to dismissal on other
basis, the consent shall be invalid.  

> Corporate Law & Foreing Investment

Corporate legislation of Ukraine is a quite voluminous block of regulatory legal acts including
codified ones. Corporate regulations contained therein are main tools for regulation of activity
of different business entities in the sphere of corporate relations. Corporate law is also
distinguished by a great number of regulations contained in companies’ internal documents. 

The pyramid of corporate regulations as laid out by their legal effect may be described as
follows: 
■ law; 
■ bylaws; 
■ charter or articles of association; 
■ shareholders’ agreement; 
■ shareholders’ (general meetings’) decisions; 
■ decisions of executive bodies. 

This classification is closely connected to the second one which enables us to reveal the idea of
such subdivision. 

By the method of legal regulation corporate provisions can be divided as follows: 

■ imperative (regulations of a strict, imperious and categorical nature disallowing any
deviations in the regulated behavior); and 
■ dispositive (regulations of an autonomous nature enabling the parties (shareholders) to
independently agree upon issues related to disposition of subjective rights and obligations or
to use a reserve rule in some particular cases).

Imperative provisions establish explicit rules, and dispositive ones enable the parties
(shareholders) to settle certain issues individually. By definition dispositive regulations differ
through such phrases as “unless otherwise provided by the charter”, “unless constituent
documents provide for…” etc. The current corporate legislation of Ukraine as compared with
the same in many other countries is to a greater degree imperative. 
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For instance, shareholders of a limited liability company (including foreign investors) are often
interested in extending the list of issues which can be resolved unanimously by a qualified
majority of votes. The current legislation disallows this. 

In many countries lawmakers stipulate more flexible regulations for the issues of corporate
governance (first of all, this refers to companies shares of which are not listed at stock exchanges
– LLC, CJSC etc.) With the development of corporate legislation it is expected that many of the
regulations will be replaced by dispositive ones and many of the issues will be resolved by
shareholders/stockholders independently (according to their needs and goals). Currently, this
perspective is already reflected in the new for Law of Ukraine “On Joint Stock Companies” dated
17 September 2008 No 514-VI (hereinafter – the “JSC Law”). Respective changes are anticipated
in the currently elaborated draft Law on limited liability companies as well. 

Business companies types

Pursuant to Art. 4 of the Law of Ukraine "On Business Companies” dated 19 September 1991
No 1576 – XII (hereinafter – the “Business Companies’ Law”) the following types of business
companies are envisaged in Ukraine:

■ joint stock company;
■ additional  liability company; 
■ limited liability company;
■ full company (full liability company);  
■ limited partnership.

JOINT STOCK COMPANY – type of a business company with the authorized capital divided into
specified number of stock of equal nominal value and which is liable for company’s obligations
only with company’s property. There are two types of JSCs:  private JSC and public JSC.

LIMITED LIABILITY COMPANY – a company having its charter capital divided into shares the
value of which is determined by constitutional documents. Shareholders of a limited liability
company are liable for obligations of such company only within the value of their shares.

ADDITIONAL LIABILITY COMPANY – a company with authorized capital divided into shares the
value of which is determined by constitutional documents. Its shareholders are liable for its
debt in the value of their shares in the charter capital, unless it is insufficient in which case –
also with their private property in the amount equal for all in proportion to their shares. 

FULL LIABILITY COMPANY – type of a business company all shareholders in which carry out
joint entrepreneurial activity and are jointly and severally liable for company’s debts with all its
property. The share of each shareholder is determined in articles of association.
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LIMITED PARTNERSHIP – a form of partnership in which there is one or more limited partners
(owners)in addition to general partners with full liability.

There is no categorically best or categorically worst form for a company. Depending on
economic activity or tax regimes any company’s form is the same (except for some specific
activity types, activities such as securities trade, pawn shops, banking etc., types of
organizational legal forms available for which are limited by the legislation).

The difference between companies is mostly internal: managing procedure, relations and
liability of founders, company’s authorized capital and its formation procedure etc. The most
common company’s form is a limited liability company. Private JSCs and private companies
are also quite popular. In all cases liability of founders (shareholders, stockholders) is limited.
All these forms will be discussed in detail in following chapters of the book.

The choice between an LLC and a private JSC should be made based on following criteria:

■ The minimum authorized capital of an LLC is currently not determined, for private JSC it
amounts to 1250 minimum wages (about 137000 Euro);

■ The number of shareholders in an LLC is pursuant to the newest changes in the legislation
from 1 to 100, in private JSC - also from 1 to 100 (more than 100 stockholders are permitted
only for a public JSC);

■ Relation between corporate rights and equity capital of the company: LLC’s shareholders
are entitled to withdraw from the company at any time and take their shares from the charter
capital (calculated as assets minus liabilities at the withdrawal date). There is no withdrawal
from JSC but stockholders are entitled to sell their stock.

■ Publicity: there are lesser requirements to an LLC than to a private JSC. In its turn, a private
JSC is less public and requirements to information disclosure and financial statements are less
strict compared to a public JSC. 

Therefore, such organizational legal form as LLC is more suitable for purposes of establishing
a daughter enterprise in Ukraine with no local shareholder. If a joint venture is established, it
is better to choose a private JSC as legal form which does not provide for a withdrawal of
stockholders (which will prevent loss of company’s’ liquidity in case a stockholder with 50% of
stocks decides to withdraw) and gives more flexible company’s management tools. Further we
describe main regulatory norms regarding these two types of legal entities.
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General Regulation on Limited Liability Companies

A Limited Liability Company (hereinafter LLC) is a type of a business company the charter capital
of which is divided into shares. Value of shares is determined by the charter (a constitutional
document of such company).

LLC has a two-level management system: highest body – general shareholders’ meeting;
executive body – collegial body (board of directors, management board) or sole body (director).
Supervision bodies could be established at LLC’s own discretion. The supervision body is the
very body through which shareholders could exercise their rights to participate in the
management of company’s affairs in addition to general meetings.

The highest LLC’s body – shareholders’ meeting consists of shareholders or representatives
appointed by them. Pursuant to Art. 60 of the Business Companies’ Law an LLC’s shareholders’
meeting has a quorum, if shareholders (their representatives) holding together over 60% of
votes are present at the meeting.

Part 2 Art. 98 of the Civil Code of Ukraine dated 16 January 2003 No 435-IV (hereinafter – the
“Civil Code of Ukraine”) contains a dispositive provision according to which “… decisions of a
general meeting are made by simple majority of votes of present shareholders, if otherwise is
not provided by constitutional documents or the law.” At the same time, the Civil Code of Ukraine
envisages a qualified majority of votes, if legal entities (irrespective of their organizational legal
form) make decisions on concept issues (amendments to the charter, major deeds, company’s
liquidation). Provisions determining a quorum are imperative and cannot be changed in the
charter upon agreement of the parties. The issue of voting rules in a LLC is a debating point,
and it is advisable to settle it in the LLC’s charter (as the court practice shows that in particular
LLC’s charter provisions on qualified majority of votes for decision-making are decisive for
courts to declare major deeds null and void). At this, there shall be a differentiation between
matters for which the law requires a qualified majority of votes and matters for which there is
no such law requirement. The first ones are governed by provisions of the law and they are
imperative; quorum for such matters cannot be changed. As to the second ones, there is no
unambiguous position, that is why quorum change for such matters always bears risks for such
provisions to be declared null and void and that matters in questions will be made subject to
legislative quorum (decision-making by a simple majority of votes).

A limited liability company has a body responsible for the management of its activity and
accountable to the general shareholders’ meeting. Members of the company’s executive body
can also be appointed other than from the shareholders’ pool of the company (Art. 145 of the
Civil Code of Ukraine). It means that not only company’s shareholders can become members
of the company’s executive body.
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The LLC’s executive body can be a collegial (management board, board of directors) or a sole
body (director). Management board is headed by the General Director (Art. 62 the Business
Companies’ Law). 

According to the general rule in Ukrainian legislation the rights of LLC’s executive bodies are
established based on residual principle: the competence of a director includes all issues not
falling into the competence of the general shareholders’ meeting. At this, rights of executive
bodies to dispose of LLC’s property and conclude any other deeds are limited by the Civil Code
of Ukraine and the Business Companies’ Law only in part of determination of major company’s
activity areas and conclusion of major deeds. This creates a huge legal loophole which allows
an experienced manager to strip a company of almost all liquid assets in a very short period of
time. Cases are known when owners were left only with constitutional documents and empty
bank accounts. There are many schemes for asset striping: sale of assets in exchange for
depreciated bonds or issuance securities, transfer of assets to charter capitals of shell-
companies, obtaining loans with pledge of liquid assets with consequent non-repayment of
such loans, deals with bills, asset lease with purchase rights, alienation of intellectual property
rights (invention, industry samples), sale of trademarks and many others. Court practice shows
that if a director did not exceed its powers by such deeds there are hardly any chances to get
the stolen assets back. This leads to the only right conclusion: executive bodies shall be limited
in their powers in addition to restrictions provided by the legislation. On the one hand, charter
can be used for these purposes and information on set limitations can be registered with the
Unified State Register, on the other hand there shall be effective control over director’s activity
(“better safe than sorry”). 

Dispositive provision of Part 3 Art. 145 of the Civil Code of Ukraine stipulates that the
competence of the LLC’s executive body, procedure for decision making and acting on behalf
of the company are determined by the Civil Code of Ukraine, other laws and the company’s
charter. In addition thereto, pursuant to Part 4 of the same article the company’s charter and
the law include other issues to the exclusive competence of the general meeting in addition to
such mentioned in this article of the Civil Code of Ukraine. Therefore, if LLC’s charter includes
the resolution of all serious issues into the exclusive competence of the general shareholders’
meeting, the executive body will have no legal grounds for asset striping. It is important not to
go too far: if the director has to obtain approval of the general shareholders’ meeting on any
matter, the company will just not be able to work.

Pursuant to Art. 63 of the Business Companies’ Law activity of the management board (director)
is supervised by an audit commission established by the general shareholders’ meeting out of
their members in the number provided in constitutional document but not less than 3 persons.
An audit commission audits the activity of the management board (director) upon instruction
of the meeting, its own initiative or upon requests of company’s shareholders. 
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General Regulation on Joint Stock Companies

Definition of a joint stock company (hereinafter - JSC) is set out in several legislative acts, for
instance, in Par. 1 Art. 3 of the JSC Law, Art. 152 of the Civil Code of Ukraine, Part 2 Art. 80 of
the Economic Code of Ukraine dated 16 January 2003 No 436-IV. 

A joint stock company is a business entity with the authorized capital divided into a specified
number of stock of equal nominal value representing the corporate rights, which are certified
by the stock. 

A joint stock company is liable for its obligations with all its property. Stockholders are not liable
for company’s obligations and shall incur the risks of losses associated with a joint stock
company’s activity only within the limit of the block of stock they own.

There are two types of joint stock companies – public and private ones. The major difference
between these types lies in following: the number of stockholders in a private JSC shall not
exceed 100 persons; a public JSC is entitled to public and private stock offerings and a private
JSC is entitled to private stock offerings only. 

A minimum authorized capital of a JSC shall amount to 1250 minimum wages based on the
minimum wage in effect at the date of establishment (registration) of a JSC. 

The corporate governance in joint stock companies is performed by the shareholders' general
meeting as the highest management body, the director (or board of directors) as the executive
body, and the supervisory board and audit commission (or a single auditor), which are entitled
to supervise and exercise control over director's activity. At that formation of supervisory board
and appointment of members thereto in the joint stock companies with less than 10
shareholders is not mandatory.

A JSC is obliged to convene a general stockholders’ meeting on an annual basis (annual general
meeting). The quorum of the general meeting shall be determined by the registration
committee at the time of completion of the stockholders’ registration. The general meeting has
a quorum, if stockholders (their representatives) who jointly hold not less than 60 per cent of
the voting stock were registered to attend the meeting. One voting stock gives a stockholder
one vote for making a decision on each of the issues brought to vote at the general meeting,
except for cumulative voting. Stockholders – owners of privileged stock of the company are also
entitled to vote (on some issues as provided by the law).

Decisions are made by a simple majority of votes of stockholders registered to attend the
general meeting and holding stock with the vote right for such issues, except for some cases
as provided by the legislation. 
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Notably, the JSC’s charter may set out a higher number of votes necessary for decision-making
on the issues of the agenda or provide other issues decisions on which shall be made with ¾
of votes of the stockholders’ overall number, except for issues regarding early termination of
powers of JSC’s officials; legal actions against officials of company’s governing bodies about
the reimbursement of losses inflicted by the JSC; legal actions in case of violation of legislative
requirements by concluding a major deal. 

The general meeting is not entitled to decide on issues not included into the agenda, at this,
the voting is held regarding all issues of the agenda brought to voting.  

Ballot papers may be used for voting on the agenda items of a general meeting.

A company that made a public offering or a company with over 100 stockholders owning
ordinary stock shall carry out its voting only by ballot papers.

The supervisory board of a JSC is a body responsible for the protection of stockholders’ rights
and, within competence as determined by the charter and the legislation, for supervision and
regulation of the activity of company’s executive body.

Joint stock companies with 10 or more stockholders holding ordinary stock are obliged to
establish the supervisory board. In joint stock companies with 9 or less stockholders holding
ordinary stock, if there is no supervisory board, its powers shall be executed by the general
meeting. In such a case powers of the supervisory board as to the arrangement and conduct of
the general meeting as provided by the legislation shall be executed by the executive body of
the company, if otherwise is not provided by the charter. 

The procedure for the activity, payment of remuneration and liability of the members of the
supervisory board is defined by the legislation, the company’s charter, the provision on the
supervisory board of the JSC and a civil or an employment agreement (contract) to be entered
into with a member of the supervisory board. Such an agreement (contract) shall be signed on
behalf of the JSC by the head of the executive body or any other person authorized by the general
meeting on the terms approved by the general meeting. The civil agreement may be concluded
on either payable or a free basis. 

The competence of the supervisory board includes decisions as provided by the legislation (see
below), the JSC charter and issues delegated to the competence of the supervisory board by
the general meeting.  Issues falling into exclusive competence of the supervisory board of a
JSC cannot be resolved by any other bodies, except for the general meeting (with some
exceptions). 

Within its exclusive competence the Supervisory board is entitled to make a decision on ordinary
or extraordinary general meetings upon request of stockholders or the executive body; to elect
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the head and members of the executive body or terminate its/their powers; to elect the
company’s auditor and specify the terms of the contract to be entered into, establish the amount
of its fee; to decide on the conclusion of major deals in cases as provided by the legislation.

The executive body is responsible for management of the day-to-day activity of a JSC. Its
competence includes deciding on all issues related to the management of company’s daily
activity, except issues which fall into the exclusive competence of the general meeting or the
supervisory board.   

The executive body shall be accountable to the general meeting and the supervisory board and
shall arrange the implementation of their decisions. The executive body shall act on behalf of
the company within the limits established by the joint stock company’s charter and the law. 

The executive body may be collegial (board, directorate, etc.) or sole (director, general director
etc.) In order to audit the financial and economic activity of a JSC the general meeting may elect
the audit commission (the auditor).  A company with up to 100 holders of ordinary stock is
entitled to introduce a position of an auditor or to elect the audit commission, whereas
companies with more than 100 holders of ordinary stock are entitled to elect the audit
commission only.

The audit commission (auditor) shall be entitled to make propositions to the agenda of the
general meeting and request convocation of an extraordinary general meeting. Members of
the audit commission (auditor) shall be entitled to attend the general meeting, and participate
in the discussion of the agenda with a deliberative vote. Members of the audit commission
(auditor) shall be entitled to participate in the meetings of the supervisory board and the
executive body, if this is provided by the company’s charter or the by-laws. 

General overview of foreign investments regulations

The Law “On Investment Activity” dated 18 September 1991 No 1560-XII is a frame for all forms
and types of investment activity. It contains all main principles for conduction of investment
activity in Ukraine. Investment activity is defined as activity on exercise of investment which can
be carried out with own or borrowed funds, budget appropriations in form of monetary funds,
securities, real estate and movable property, intellectual property rights, know-how etc.
Therefore, almost any activity connected to investment of capital in order to gain profit is
investment activity. 

The Law provides some guaranties for subjects of investment activity– guarantee of
preservation of initial contractual terms by change of legislation worsening situation of such
subjects, protection from interference of state agencies and officials, right for compensation of
losses incurred due to acts of state bodies, guaranties for investment protection, including, in
case of their expropriation.
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A great number of norms of the Law of Ukraine "On Regime of Foreign Investment" dated 19
March 1996 No 93/96-BP double provisions of the Law of Ukraine “On Investment Activity”
changing them just a little. It provides more detailed description of procedure and terms for
compensation of losses, guaranty for inalterability of the legislative regulation.  

Provisions of the Law “On Regime of Foreign Investment" stipulating procedure for registration
of foreign investment have regulative character. 

On 24 May 2012 the Parliament of Ukraine adopted as a law the draft law No. 9676 on
amendments to certain legislative acts of Ukraine regarding foreign investment registration.
The Law was signed by the President and will come into force in December 2012.

The adopted draft law establishes a 30-day period for investors to apply to state registration
authorities (the Council of Ministers of Crimea, regional administrations, Kyiv and Sevastopol
city administrations) for foreign investment registration after the actual investment or change
of the investment owner. The undoubted advantage is the legal formalization of the possibility
to register a change of investment owner, as registrars still have no unambiguous position
regarding this matter, which greatly complicates the procedure in practice. 

At the same time, establishing a boundary term to apply for registration of investment will
actually mean that failure to comply with the set term will be a ground for refusal of investment
registration. However, if we take the investment re-registration procedure formally, the next
owners of an unregistered investment will actually not be able to register it (as the investment
re-registration procedure primarily means cancelling the previous owner’s investment
registration and the following registration of the new owner’s investment). 

Foreign investments in Ukraine are subject to state registration. Although this registration is
not mandatory, it is highly advisable, since according to the Law of Ukraine “On Regime of
Foreign Investing in Ukraine” only registered investment is protected by Ukrainian laws. 

Not registered foreign investments do not entitle to allowances and guaranties provided by this
law. For instance, property imported to Ukraine as contribution of foreign investor to the charter
capital of a company with foreign investment (except for goods for sale or own consumption) is
free from customs duty. At this, custom authorities allow import of such property to the territory
of Ukraine based on a promissory note issued by the company with delay of payment for not
more than 30 calendar days as of date of the execution of the import customs declaration. The
promissory note shall be paid and the import duty is not collected if within such delay of payment
respective property has been booked to the balance of the company and tax authority at the
location of the company made record about it on the promissory note. 
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> Tax Law

CORPORATE TAXATION

Taxpayers

Resident companies are taxed at their worldwide income. Nonresident entities are taxed at
their business or trade income derived in the territory of Ukraine via permanent establishments
or other non-business (passive) Ukrainian sourced income. 

Corporate income tax base

Taxable income is calculated by deduction of allowable expenses, depreciation and amortization
from gross income.

Corporate income tax rate

The general corporate income tax rate is 21% for year 2012. The rate will be gradually reduced
to 19% since 2013 and to 16% since 2014.

Taxation of dividends

Dividends distributed by the Ukrainian company are subject to an advanced corporate income
tax (ACIT) at the rate of 21% accrued on a gross basis and paid at the distributing company’s
cost. The paid ACIT can be carried forward for indefinite period and ultimately be set off against
future corporate income tax liabilities of the Ukrainian company.

Taxation of capital gain

Capital gains are taxed as regular income at the standard rate.

Participation exemption

Dividends received from nonresident are exempt from the Ukrainian tax in case the Ukrainian
dividends recipient holds at least 20% of the company distributing dividends.

Incentives

Certain business sectors are entitled to zero corporate income tax rate for 10 years starting
from January 1, 2011. Among the covered industries are:
■ 3,4 and 5 star hotels;
■ Renewable energy industry;
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■ Consumer goods industry;
■ Shipbuilding and aircraft construction industries;
■ Production of agricultural equipment.

Zero corporate income tax rate is also available since January 1, 2011 up to January 1, 2016 for
small business meeting specific requirements as regards to the amount of annual proceeds,
quantity of employed individuals, business field etc. 

Special regimes

■ FIXED AGRICULTURAL TAX. Agriculture companies may qualify for a favorable tax regime in
case revenue from realization of agriculture goods of own production constitute not less than
75% of total annual revenue. Fixed agricultural taxpayers are exempt from corporate income
tax and some other taxes.

■ UNIFIED TAX. Unified tax is a simplified tax regime set forth for small and/or medium
business depending on their annual revenue, quantity of employed individuals and type of
business. Companies enjoying unified tax regime are exempt from corporate income tax and
some other taxes.

Losses

The carry forward of tax losses may be done indefinitely. Loss carryback is restricted.  

Anti-avoidance rules

■ TRANSFER PRICING. Transfer pricing rule applies to barter transactions, transactions with
nonresidents, entities that are not corporate income tax payers at the regular rate of 21%
(including nonresidents). Arm’s length principle is deemed to be observed in case the contractual
price varies from the market price for less than 20%. New transfer pricing rules based on OECD
transfer pricing principles are expected to come into effect as of January 1, 2013.

■ DEDUCTION RESTRICTIONS. There the following deduction restrictions in Ukraine:
- Consulting, marketing and advertisement services purchased from nonresident may be
deducted in amount not exceeding 4% of the prior year proceeds;
- Royalties paid to a nonresidents may be deducted in amount not exceeding 4% of the prior
year proceeds; and may not be deducted if paid  to an offshore company or to company that is
not the beneficial owner or with respect to intellectual property rights to which primarily
emerged  in Ukraine;
- Engineering services purchased from a nonresident may be deducted in amount not exceeding
5% of customs value of imported equipment imported; and may not be deducted if purchased
from an offshore company;
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- Expenses resulted from purchases from an offshore company may be deducted in amount of
85%. 

■ THIN CAPITALIZATION RULES. There are no statutory developed thin capitalization rules in
Ukraine. However, there are certain restrictions on deducibility of interest paid under loan
agreement with nonresident (entity related to such nonresident) that holds 50% or more in the
Ukrainian borrower. In such case interest may be deducted in amount of the borrower’s interest
income plus 50% of non-interest income less deductible expenses.

Withholding tax

Withholding tax applies to Ukrainian source income paid to nonresident by the resident of
Ukraine or permanent establishment of nonresident. The general withholding tax rate is 15%
unless a lower rate is set forth by the relevant double tax treaty. Other tax rates set forth for
specific types of income. Withholding tax applies to dividends, interest, royalty, capital gains,
lease payments, investment income, agency and commission fees, freight, engineering and
advertisement fees, insurance premiums etc.

VALUE ADDED TAX 

Taxable transactions

The supply of goods and services in the customs territory of Ukraine, import and export of goods
are subject to VAT. Supply of specific goods and services are exempt from VAT, including, but
not limited to supply of baby food and goods, some educational services, medical and healthcare
products etc.  The following transactions are not subject to VAT (the list in not exhaustive):
■ Issue, placement and sale (redemption) of securities;
■ Insurance, coinsurance and reinsurance services;
■ Reorganization of legal entities etc.

Value added tax rate

The regular VAT rate amounts to 20% and will be reduced to 17% since January 1, 2014. Export
transactions are taxed at a zero rate.

Registration

Compulsory VAT registration is set forth for resident companies and individuals or nonresident
permanent establishments whose volume of VATable transaction for the last 12 months exceeds
UAH 300 000 (approx. Euro 30 500). In case the above criteria are not met an entity may apply
for VAT registration voluntary.
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Incentives

The supply of goods and services in specific industries are temporarily exempt from VAT:
■ Supply of equipment and machinery related to alternative fuel -  until January 1, 2019;
■ Import of goods and supply of R&D results related to aircraft construction industry – until
January 1, 2016;
■ Publishing and paper production activity - until January 1, 2015 etc.

INDIVIDUAL TAXATION

Taxpayers

Resident individuals are taxed on their worldwide income and nonresidents on their Ukrainian
source income.

Residency 

Tax residency is determined applying the following tests that should be used in the order of
preference:
■ An individual is deemed to be a Ukrainian tax resident if he or she resides in Ukraine;
■ If an individual also resides in another country, he or she is deemed to be a resident of Ukraine
if a permanent place of residence is in Ukraine;
■ If an individual has a permanent place of residence also in a foreign country he or she is
deemed to be a resident of Ukraine in case having more close economic and personal ties in
Ukraine;
■ In case it is not possible to determine the residency applying the above criteria an individual
is deemed to be tax resident of Ukraine if he or she stays in Ukraine more than 183 days during
a calendar year.

Personal income tax rate

The personal income tax rate is slightly progressive and amounts to:

■ 15% with respect to income up to 10 minimum wages applies to monthly income up to a
threshold of 10 minimum monthly wages (UAH 11 020 as of August 2012, approx. Euro 1 120);

■ 17% with respect to excess amount of a threshold of 10 minimum monthly wages.
Other rates are applicable to specific types of income. 
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Unified tax

Unified tax is a simplified tax regime set forth for three groups of individual entrepreneurs
depending on their annual revenue, quantity of employed individuals and type of business.
Individual entrepreneurs enjoying unified tax regime are exempt from personal income tax and
some other taxes.
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> Tax Law

Corporate Residence

A company is regarded as tax resident in the UK if it is incorporated in the UK or for non-UK
incorporated companies if its central control and management is exercised in the UK.  A
company incorporated in the UK can also be treated as not resident in the UK under an
applicable double tax treaty.  It is possible for a company to be dually resident.

Rates of Corporation Tax

Corporation tax is chargeable on a company’s worldwide income and chargeable gains.  The
rates for the financial year ended 31 March 2013 are as follows:

BAND OF TAXABLE PROFIT % 

£0-£300,000 20
£300,001-£1,500,000 25
over £1,500,000 24

Non-resident Companies

Companies that are not resident in the UK are only assessable to corporation tax if they carry
on a trade in the UK through a permanent establishment in the UK and on all profits wherever
arising which are attributable to that permanent establishment.  The profits attributable to the
permanent establishment are trading income, income from property held by the establishment
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and chargeable gains on UK assets used for the purposes of the permanent establishment.
The profits for corporation tax purposes are then determined as if the establishment were a
distinct and separate enterprise, dealing wholly independently with the non-resident company
and assuming that it has the same credit rating as the non-resident company, and that its equity
and loan capital are reasonable in the context of its independence.

Transfer Pricing

Transfer pricing rules apply to both international and domestic transactions.  The basic rule
may apply for transactions if an actual provision has been made between any two affected
persons and one of them was directly or indirectly participating in the management, control or
capital of the other or a third person was participating in the management, control or capital of
both the affected persons.  The basic rule requires the actual provision to be compared to an
arm’s length provision (which would have been made between independent enterprises) and,
if the actual provision confers a potential UK tax advantage on one or both the affected persons,
an adjustment (to bring the profits up to what they would have been if the arm’s length
provisions had applied) is to be made to the taxable profits of the advantaged persons. 

Controlled Foreign Companies

A company will be a controlled foreign company (‘CFC’) if it is all of the following:
■ Resident outside the UK for tax purposes.
Either:
- controlled by persons resident in the UK; or
- at least 40% controlled by a UK person and at least 40% (but no more than 55%) controlled by
a non-UK person (the 40% test).
■ Subject to a lower level of taxation (broadly, where local taxes on income profits are less than
three-quarters of the hypothetical UK tax on those profits in the territory in which it is tax
resident).

Where a company is a CFC and does not satisfy one of a number of exemptions, then the total
income profits of the CFC (computed broadly on the basis of UK corporation tax rules) and any
creditable tax are apportioned among persons (whether resident in the UK or not) with an
interest in the CFC. A self-assessment to tax must then be made by those persons that are UK
tax resident companies with a 25% or greater interest in the CFC.

Group Taxation

In groups of companies where subsidiaries are owned as to 75% of the ordinary share capital
beneficially together with 75% entitlement to income and assets it is possible to surrender
current year trading losses and other amounts eligible for group relief to a profit making
company within the same group.  In many cases a payment for group relief is made by the
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claimant company to the surrendering company as consideration for the surrender.  Consortium
group relief is also available where a company is owned by a consortium where 75% or more
of the ordinary share capital is beneficially owned between them by companies of which none
owns beneficially less than 5% of that capital.  UK legislation requires that both companies
must be UK tax resident or non-resident companies carrying on a trade through a permanent
establishment.  

Tax Depreciation (Capital Allowances)

Tax allowances, called capital allowances, on certain purchases or investments can be claimed.
This means a proportion of these costs can be deducted from taxable profits in order to reduce
the tax charge.

Capital allowances are available on plant and machinery, buildings (including converting space
above commercial premises to flats for renting) and research and development. The amount
of the allowance depends on what is being claimed for. In some cases, the rates are different in
the year you make the purchase from those in subsequent years.

Inter-company Domestic Dividends

Corporation tax is not normally chargeable on dividends and other distributions of a company
resident in the UK, nor are such dividends or distributions taken into account in computing
income for corporation tax.  This rule also applies to dividends received by the UK permanent
establishment of a non-UK resident company. 

Substantial Shareholding Exemption

Capital gains arising from disposals of trading companies in which a trading company has at
least a 10% shareholding held for at least one year are in certain circumstances free of
corporation tax on chargeable gains.

Tax Incentives

Tax incentives are available for investment in unquoted trading companies providing income
tax and capital gains tax relief.

Corporation Tax Administration

Corporation Tax is generally payable nine months after the end of the accounting period but
large companies are required to pay instalments.



Double Tax Treaties

The UK has a large number of double tax treaties a list of which is provided.  Relief from double
taxation can be by way of treaty, by unilateral relief or by deduction.

Stamp Taxes

There are currently three stamp tax regimes in the UK as follows.  Stamp Duty Land Tax (SDLT)
is a transfer tax charged on transfers of all UK land transactions of whatever nature (subject to
exemptions) regardless of the residence of the parties. The tax is charged at different rates and
has different thresholds for different types of property and different values of transaction.

The tax rate and payment threshold can vary according to whether the property is in residential
or non-residential use, and whether it is a freehold or leasehold. SDLT relief is available for
certain kinds of property or transaction.

PURCHASE PRICE/LEASE PREMIUM OR TRANSFER VALUE SDLT RATE

Up to £125,000 Zero
Over £125,000 to £250,000 1%
Over £250,000 to £500,000 3%
Over £500,000 to £1 million 4%
Over £1 million to £2 million 5%
Over £2 million from 22 March 2012 7%
Over £2 million (purchased by certain persons 
including corporate bodies) from 21 March 2012 15%

From 22 March 2012 SDLT on residential properties over £2 million is charged at 7 per cent. It
does not apply to non-residential or mixed-use properties.

From 21 March 2012 SDLT is charged at 15 per cent on interests in residential dwellings costing
more than £2 million purchased by certain non-natural persons. This broadly includes bodies
corporate.

Stamp duty reserve tax is a transfer tax charged on agreements to transfer UK shares and
securities and on foreign shares and securities which retain a register of shareholders in the
UK.  The rate of charge is generally ½% of the consideration.  Stamp duty is payable on the
transfer of UK shares and securities at the rate of ½% and cancels any stamp duty reserve tax
which may be payable.  Stamp duty is not chargeable on transfers of other assets.  There is no
capital duty in the UK.
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Value-Added Tax

VAT is a tax paid when goods or services are bought from a VAT-registered business in the EU,
including within the UK. VAT is not paid on some goods and services, and sometimes it is paid
at a reduced rate. In some circumstances a refund of VAT paid may be received, for example if
a person lives outside the EU and visits the UK.

Each EU country has its own rates of VAT. In the UK there are three rates.

■ Standard rate. The standard rate of VAT on most goods and services in the UK increased to
20 per cent on 4 January 2011 but was 17.5 per cent for the period 1 January 2010 to 3 January
2011.
■ Reduced rate. In some cases, for example children's car seats and gas and electricity for the
home, VAT is paid at a reduced rate of 5 per cent.
■ Zero rate. There are some goods on which VAT is not paid, like:
- most food items 
- books, newspapers and magazines 
- children's clothes 
- some goods provided in special circumstances - for example, equipment for disabled people
new residential property

National Insurance Contributions

Employer’s national insurance contributions are payable at the rate of 13.8% on earnings in
excess of £144 per week.  Employees national insurance is payable at the rate of 12% for
earnings between £146 and £817 per week and at 2% thereafter.  For higher paid employees
therefore the highest rate of tax is 42% being 40% income tax and 2% employee’s national
insurance.

PERSONAL TAXES

Residence and Domicile

An individual’s liability to tax in the UK is determined by his residence, ordinary residence and
domicile status.  The terms “resident”, “ordinarily resident” and “domiciled” are not at the
present time defined in UK legislation and so it is necessary to rely on case law and the practice
of HMRC.  The following is a very broad position and it must be stressed that recent court
decisions have placed emphasis on the pattern of lifestyle to determine the individual’s
residence.  An individual is treated as being resident in the UK for any fiscal year (6th April in
one year to 5th April in the next year) if he is present in the UK for 183 or more days; or he visits
the UK regularly and after four years his visits average 91 days or  more; or he comes to the UK
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with the intention of making regular visits; or his home has been abroad and he intends to come
to live in the UK permanently, or to remain in the UK for three years or more.  Ordinary
Residence is roughly equivalent to habitual residence, and an individual is treated as being
ordinarily resident in the UK from the date of arrival, if it is clear that he intends to remain in
the UK for three years or more; or from the beginning of the tax year in which a decision is made
to remain in the UK for three years or more; or from the beginning of the fifth year, if he visits
the UK regularly, and after four years his visits average 91 days or more.  Unlike residence, it is
not possible to have more than one domicile at any one time, and it is not the same as nationality.
Essentially, it is the place where an individual has his permanent home, and has the strongest
cultural, economic and family links, and where he ultimately intends to reside.  Domicile can
have a significant effect on UK tax liabilities, as it enables resident, but non-UK domiciled
individuals, to legally avoid UK tax on income and capital gains arising overseas if they are not
remitted to the UK.  However, these rules have been amended and restricted for those who have
been in the UK for seven out of the previous nine tax years. Subject to the special residence rules,
non-UK domiciled individuals are not chargeable to inheritance tax on non-UK situated assets.
UK domiciled individuals are however assessable on their worldwide income.

It should be noted that the Government has proposed a new statutory residence test (SRT) which
is proposed to be introduced in 2013. The Government proposes that the SRT should take into
account both the amount of time the individual spends in the UK and the other connections
they have with the UK. However, to avoid the complexity of current case law:
■ the test should not take into account a wide range of connections;
■ relevant connections should be simply and clearly defined; and
■ the weight and relevance of each connection should be clear.

Individual Tax Rates (for the tax year 2012/2013)

DIVIDENDS* SAVINGS OTHER

£1-£34,370 10% 20%** 20%
£34,371 - £150,000 32.5% 40% 40%
Over £150,000 42.5% 50% 50%

*dividends are increased by a non-repayable tax credit of 1/9th. This includes non UK companies
of which taxpayers own less than 10%

**10% up to £2,710. If an individual’s taxable non-savings income is above this limit, the 10%
rate does not apply

Dividends are treated as the top slice of total income, savings as the next slice and other income
as the lowest slice.
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Inheritance Tax

Inheritance tax is due on death and on certain lifetime gifts.  It is charged at the rate of 40%
on transfers in excess of £325,000 for the tax year 2012/2013.  Inter spouse transfers are free
of tax provided either both are domiciled or non-domiciled in the UK for inheritance tax
purposes.  Where the transferee spouse is non-domiciled but the transferor spouse is
domiciled there is an exemption limit of £55,000.  Certain lifetime transfers are tax free if the
donor lives seven years.

Capital Gains Tax

Individuals are subject to capital gains tax on their chargeable gains. Capital gains tax also
applies to other entities that are not companies such as trustees and personal representatives.
Gains are taxed for a “year of assessment”. Each year of assessment starts on 6 April and
finishes on 5 April in the following year. Under the capital gains tax regime, an individual is taxed
on gains arising in a year of assessment during any part of which the individual is resident, or
during which the individual is ordinarily resident in the UK. The rate of capital gains tax is 28%
(where the total income and taxable gains after all allowable deductions (including the personal
allowance) is above £34,370). 

DOUBLE TAX TREATIES

Treaty and Non Treaty Withholding Taxes

The following chart contains the withholding tax rates that are applicable to interest and royalty
payments by UK companies to non-residents under the tax treaties currently in force. Where,
in a particular case, a treaty rate is higher than the domestic rate, the latter is applicable. There
is no withholding tax on dividends. 

Relief at source may be granted on application. 
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UK – Treaty Withholding Rates Table

DIVIDENDS

INDIVIDUALS, QUALIFYING
COMPANIES COMPANIES INTEREST [1]           ROYALTIES

Domestic Rates 
Companies: 0 0 0 0
Individuals: 0 n/a 20 20

Treaty Rates
Treaty With:

Antigua and Barbuda n/a n/a – [2] 0
Argentina n/a n/a 12 3/5/10/15 [3] 
Armenia [4] n/a n/a 5 5
Australia n/a n/a 0/10 [5] 5
Austria n/a n/a 0 0/10 [6] 
Azerbaijan n/a n/a 10 5/10 [7] 
Bangladesh n/a n/a 7.5/10[5] 10
Barbados n/a n/a 15 0/15 [8] 
Belarus [9] n/a n/a 0 0 
Belgium n/a n/a 15 0
Belize n/a n/a – [2] 0
Bolivia n/a n/a 15 15        
Bosnia and Herzegovina [10] n/a n/a 10 10
Botswana n/a n/a 10 10
British Virgin Islands n/a n/a – [2] – [2]
Brunei n/a n/a – [2] 0
Bulgaria n/a n/a 0 0
Canada n/a n/a 10 0/10 [11] 
Chile n/a n/a 5/15 [12] 5/10 [13] 
China (People's Rep.) n/a n/a 10 7/10[13]
Croatia[10] n/a n/a 10 10
Cyprus n/a n/a 10 0/15[8]
Czech Republic n/a n/a 0 0
Denmark n/a n/a 0 0
Egypt n/a n/a 15 15
Estonia n/a n/a 10 5/10[13]
Falkland Islands n/a n/a 0 0
Faroe Islands 0 0 0 0
Fiji n/a n/a 10 0/15 [14] 
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Finland n/a n/a 0 0
France n/a n/a 0 0
Gambia n/a n/a 15 12.5
Georgia n/a n/a 0 0
Germany n/a n/a 0 0
Ghana n/a n/a 12.5 12.5
Greece n/a n/a 0 0
Grenada n/a n/a – [2] 0
Guernsey n/a n/a –[2] –[2]
Guyana n/a n/a 15 10
Hong Kong n/a n/a 0 3
Hungary [15] n/a n/a 0 0
Iceland n/a n/a 0 0
India n/a n/a 10/15[5] 10/15[13]
Indonesia n/a n/a 10 10/15[13]
Ireland n/a n/a 0 0
Isle of Man n/a n/a –[2] –[2]
Israel n/a n/a 15 0/15[8]
Italy n/a n/a 10 8
Ivory Coast n/a n/a 15 10
Jamaica n/a n/a 12.5 10
Japan n/a n/a 0/10[5] 0
Jersey n/a n/a –[2] –[2]
Jordan n/a n/a 10 10
Kazakhstan n/a n/a 10 10
Kenya n/a n/a 15 15
Kiribati n/a n/a 0 0
Korea (Rep.) n/a n/a 10 10
Kuwait n/a n/a 0 10
Latvia n/a n/a 10 5/10[13]
Lesotho n/a n/a 10 10
Libya n/a n/a 0 0
Lithuania n/a n/a 5/10 [16] 5/10[13]
Luxembourg n/a n/a 0 5
Macedonia (FYR) n/a n/a 0/10 [17] 0
Malawi n/a n/a 0/– [18] 0/–[18]
Malaysia n/a n/a 10 8
Malta n/a n/a 10 10
Mauritius n/a n/a 0/– [19] 15
Mexico n/a n/a 0/5/10/15 [20] 10
Moldova n/a n/a 0/5 [21] 5
Mongolia n/a n/a 7/10[5] 5
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Montenegro[10] n/a n/a 10 10
Montserrat n/a n/a –[2] 0
Morocco n/a n/a 10 10
Myanmar n/a n/a –[2] 0
Namibia n/a n/a –[2] 0/5 [14]
Netherlands n/a n/a 0 0
New Zealand n/a n/a 10 10
Nigeria n/a n/a 12.5 12.5
Norway n/a n/a 0 0
Oman n/a n/a 0 0
Pakistan n/a n/a 15 12.5
Papua New Guinea n/a n/a 10 10
Philippines n/a n/a 10/15 [22] 15/25 [23] 
Poland n/a n/a 0/5[5] 5
Portugal n/a n/a 10 5
Qatar n/a n/a 0/– [24] 5
Romania n/a n/a 10 10/15[7]
Russia n/a n/a 0 0
Saudi Arabia n/a n/a 0 5/8[13]
St. Kitts and Nevis n/a n/a – [2] 0
Serbia[10] n/a n/a 10 10
Sierra Leone n/a n/a –[2] 0
Singapore n/a n/a 10 0/10[7]
Slovak Republic n/a n/a 0 0
Slovenia n/a n/a 0/5 [25] 5
Solomon Islands n/a n/a –[2] 0
South Africa n/a n/a 0 0
Spain n/a n/a 12 10
Sri Lanka n/a n/a 0/10[5] 0/10[7]
Sudan n/a n/a 15 10
Swaziland n/a n/a –[2] 0
Sweden n/a n/a 0 0
Switzerland n/a n/a 0 0
Taiwan n/a n/a 10 10
Tajikistan[9] n/a n/a 0 0
Thailand n/a n/a 0/25[5] 5/15[7]
Trinidad and Tobago n/a n/a 10 0/10[14]
Tunisia n/a n/a 10/12[5] 15
Turkey n/a n/a 15 10
Turkmenistan[9] n/a n/a 0 0
Tuvalu n/a n/a –[2] 0
Uganda n/a n/a 15 15
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Ukraine n/a n/a 0 0
United States n/a n/a 0 0
Uzbekistan n/a n/a 5 5
Venezuela n/a n/a 0/5[5] 5/7 [26] 
Vietnam n/a n/a 10 10
Zambia n/a n/a 10 10
Zimbabwe n/a n/a 10 10

1. Many treaties provide for an exemption for certain types of interest, e.g. interest paid to the state, local
authorities, the central bank, export credit institutions, or in relation to sales on credit. Such exemptions are
not considered in this column. 
2. The domestic rate applies; there is no reduction under the treaty.
3. The 3% rate applies to royalties paid for news; the 5% rate applies to copyright royalties (other than films,
etc.); the 10% rate applies to industrial royalties. 
4. Effective from 1 January 2013 (for withholding taxes), 1 April 2012 (for corporation tax) and 6 April 2012
(for income and capital gains taxes). 
5. The lower rate applies to interest paid to financial institutions (as defined).6. 
The higher rate applies if the Austrian company controls more than 50% of the voting stock in the UK company.
7. The lower rate applies to copyright royalties.
8. The higher rate applies to films, etc.
9. The treaty concluded between the United Kingdom and the former USSR.
10. The treaty concluded between the United Kingdom and the former Yugoslavia.
11. The lower rate applies to copyright royalties (excluding films), computer software, patents and know-
how.
12. The lower rate applies to interest on (i) loans granted by banks and insurance companies, (ii) bonds or
securities that are regularly and substantially traded on a recognized securities market and (iii) a sale on
credit of machinery and equipment. 
13. The lower rate applies to equipment rentals.
14. The lower rate applies to copyright royalties (excluding films, etc.).
15. Effective from 1 April 2012 (for corporation tax) and 6 April 2012 (for income and capital gains taxes).
16. The lower rate applies to interest paid by a public body.
17. The lower rate applies to interest paid on a loan by one enterprise to another.
18. The domestic rate applies if the Malawi company controls more than 50% of the voting power in the UK
company.
19. The zero rate applies to interest paid to banks; the domestic rate applies in other cases (no reduction
under the treaty).
20. The zero rate applies to interest paid by a public body; the 5% rate applies to interest paid to banks and
insurance companies and to interest on bonds and securities regularly and substantially traded on a
recognized securities market; the 10% rate applies to interest paid by a bank or by a purchaser of machinery
and equipment in connection with a sale on credit. 
21. The lower rate applies to interest paid by a public body and to interest paid to a financial institution.
22. The lower rate applies to interest paid by a company in respect of the public issue of bonds, etc.
23. The lower rate applies to films, etc.
24. The zero rate applies, inter alia, to interest (i) paid to an individual, a pension scheme, a financial institution
and a company in whose principal class of shares there is substantial and regular trading on a stock exchange,
provided that such interest is not paid as part of an arrangement involving back-to-back loans; and (ii) interest
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paid by the state or a bank, or interest on a quoted Eurobond. The domestic rate applies in other cases (no
reduction under the treaty). 
25. The lower rate applies to interest paid by public bodies. It also applies where the payer and the recipient
are both companies and either company owns directly at least 20% of the capital of the other company, or a
third company, being a resident of a contracting state, holds directly at least 20% of the capital of both the
paying company and the recipient company. 
26. The lower rate applies to royalties for patents and know-how.

> Corporate Law

UK corporate law is based on both common law and statute.  The legislative framework of UK
company law has experienced a comprehensive overhaul in recent years with the
implementation of the Companies Act 2006 (the “2006 Act”) which is intended to simplify and
modernise company law in the UK.  The 2006 Act received Royal Assent on 8 November 2006
and has come into force by way of phased implementation since 1 January 2007 with the final
provisions coming into force on 1 October 2009. 

The 2006 Act exists alongside the Companies Act 1985 and Companies Act 1989 (together with
the 2006 Act, the “Companies Acts”).   There are a number of other statutes to be considered
depending on the activity a company wishes to follow.  Although the provisions are similar in
the constituent parts of the UK (England and Wales, Scotland and Northern Ireland), there are
some differences and what follows applies specifically to England and Wales.

Types of Business Structure

The first question to be considered by anyone wishing to establish a business operation in the
UK is the type of structure to be used. Although the corporate structure is the one which is most
widely used in the UK, there are a variety of other structures available to overseas entities
seeking to establish a presence in the UK including setting up a branch or place of business of
an overseas company, a partnership or joint venture or a limited liability partnership.

Overseas companies can register as a branch or as a place of business in the UK.  A branch is
part of an overseas limited company organised to conduct business through local representatives
in the UK.  A place of business is for companies who cannot register as a branch because they
are from within the UK, they are not limited companies or their activities in the UK are not
sufficient to define it as a branch (for example if the activity is simply a representative office). 

Types of Companies

There are different types of corporate structure, which can be used under UK law.  The most
common structure used is a private company limited by shares.  Companies can be either
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public, which means that they can offer their shares or other securities for public subscription,
or private, which means that they are not allowed to offer their shares or other securities to the
public.  A private company bears the suffix “Limited” or “Ltd” and a public company bears the
suffix “PLC”.  Other types of corporate structure can be established such as companies limited
by guarantee or unlimited companies, but these are not common for trading entities.

Public companies are generally subject to stricter regulations under the Companies Acts and,
if they are quoted, they will also be subject to the regulations and codes of practice applicable
to the relevant trading market.

The formation of a company in the UK is easy and a corporate vehicle structured to the relevant
needs can be obtained very quickly with a “same day” service being generally available.  There
are no requirements for local shareholders or directors and no minimum capital rules apply
(only applicable to a private company).  Certain documents, for example the company’s
constitutional documents, must be filed with the Registrar of Companies to form a company.

A company is required to file its memorandum of association with the Registrar of Companies
on applying for registration. The memorandum of association need only  state that the initial
subscribers wish to form a company under the 2006 Act and they agree to become members
of the company and to take at least one share each.

The articles of association contain the regulations relating to the internal management of the
company covering matters such as the holding of meetings of directors and shareholders,
transfer of shares and changes to share capital, appointment and removal of directors and the
powers of directors.  There is a standard or model form of articles of association, known as the
Model Articles, which many UK private companies follow to some extent.   The Model Articles
will automatically apply to any company limited by shares that does not adopt its own articles
of association on incorporation.  

No government or other permission is required to establish a company, although there is some
regulation of the use of business and trading names.  Once registered, the name of a company
can be changed by special resolution (75% majority) of the shareholders but care must be taken
to check that the desired name is available for use by the company.  

Under the 2006 Act, any person can object to a company’s registered name on the grounds that
it is the same as, or similar to, a name in which the objector has goodwill. Objections to the
registration of company names must be lodged with the Companies Names Adjudicator.  

Liability of Shareholders

Every company having a share capital, whether public or private, must have at least one
shareholder. There are no rules relating to the residency of shareholders. In the case of both
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private and public companies, the liability of the shareholders or members is limited to the
amount unpaid on the shares held by them.  The company and its shareholders are regarded
for company law purposes as separate legal persons.  

Share Capital. Authorised Share Capital

A company’s authorised share capital is the total number of issued and unissued shares in the
capital of the company.  An increase in a company’s authorised share capital requires
shareholder approval by ordinary resolution (a simple majority).

There is no longer a requirement for a company to have an authorised share capital.   If a
company wishes to restrict the number of shares it can allot or remove its existing authorised
share capital, it will need to amend its articles of association by special resolution (75% majority)
to include or remove suitable provisions restricting the share capital of the company.

Issued Share Capital

The shares which are allotted and issued to shareholders will determine the company’s issued
share capital.  In order to allot and issue shares, the company’s directors must be authorised,
by the articles of association or by shareholder resolution, to issue the relevant shares and also
specifically authorised to issue shares where the directors wish to issue shares for cash
otherwise than in proportion to existing shareholdings. Directors of private companies
incorporated under the 2006 Act  with only one class of share will automatically be free to allot
shares without the prior authorisation from the members, subject to any express restriction
on this power contained in the company’s articles. A company incorporated under the
Companies Act 1985 will first need to pass an ordinary resolution in order to give the directors
the power to allot shares as set out above. These allotments are still subject to any rights of
pre-emption in favour of existing shareholders although as before these may be disapplied by
the company’s articles or by special resolution (75% majority).

Shares must be issued for not less than their nominal value, although shares can be issued as
partly paid and the directors can call up the unpaid amount at any time.

Minimum Shareholdings. Private Companies

There are no minimum requirements for the authorised and issued share capital for private
limited companies and the most typical formation is for a company to have an authorised share
capital of at least £100 divided into shares of £1.  However, it is possible to establish companies
with shares of different denominations and in currencies other than sterling.
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Public Companies

Before a public company can carry on business, it must have a minimum share capital of
£50,000 of which 25% of the shares must be paid up.

Share Capital Rights

The rights and restrictions attaching to the shares are set out in the company’s articles of
association.  Most companies issue only one class of shares, known as ordinary shares. The
rights and restrictions can be changed only by shareholder resolution (75% majority) and, where
appropriate, a resolution of the holders of any affected class of shares.  Preferred or preference
shares would be expected to carry rights (eg to receive dividends, return on capital, etc) ahead
of the ordinary shareholders and deferred shares would be expected to carry rights behind
those of the ordinary shareholders.  In the case of a quoted public company, it would be usual
for the shares to be freely transferable and this would be expected to be a requirement of the
UK markets.  However, this is without prejudice to agreements restricting transfer, eg by way
of a lock-up or to comply with the requirements of overseas securities laws.

Shares in UK companies are generally held in certificated form, although there is an electronic
system known as CREST through which shares in quoted companies can generally be traded
in uncertificated (non-paper) form.  When shares are issued or transferred, details of the
shareholder are registered in the company’s statutory books and a share certificate issued or
a CREST account is credited, as applicable.

Shareholder Meetings

Most powers needed to run the company are vested in the directors by the articles of association,
although it is possible to include specific provisions in the articles of association or in a
shareholders’ agreement requiring shareholder approval in relation to certain specified matters.

The Companies Acts set out those matters which require shareholder approval.  In the case
of a private company with few shareholders or which is a wholly-owned subsidiary,
shareholder approval can be obtained by written resolution of the shareholders, or otherwise
by the shareholders in a general meeting.  The written resolution procedure is not available
to public companies.

Shareholder meetings require a prior period of notice to shareholders of not less than 14 days
save in respect of a private company’s annual general meeting where 21 days notice is required.
Where not less than 90% of the shareholders of a private company agree, however, these notice
requirements can be dispensed with and the meeting (including the annual general meeting)
may be held on short notice.  
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A public company can only dispense with the requirement for a notice period in respect of a
general meeting if 95% of the shareholders agree and for an annual general meeting, if all the
shareholders agree. A general meeting on short notice is not permitted for a public limited
company that is trading on a regulated market.

Matters reserved to the shareholders by the Companies Acts include authorisations in relation
to share capital issues, certain categories of related party transactions, amendments to the
company’s constitutional documents and the decision to liquidate the company.  

A private company seeking to reduce its share capital will generally be able to do so using one
of two procedures available to it designed to protect the creditors of the company.  The first,
and perhaps the simplest, procedure is a reduction of capital by means of a special resolution
(75% majority) of the shareholders supported by a solvency statement. The second and more
onerous procedure in terms of time and cost requires shareholder approval as well as the
sanction of the court.   Public companies seeking to reduce their share capital are restricted to
using the court approved procedure.

A public company must hold a general meeting of its shareholders, known as the annual
general meeting, each year at which it is usual to present the accounts, appoint auditors, deal
with dividends and elect any directors who have been appointed since the last annual general
meeting. Private companies are not required to hold an annual general meeting subject to any
express provision to the contrary set out in the articles. 

Directors and Officers. Appointment and Removal

A company may, if its articles of association permit, have only one director who must be a
natural person, and be at least 16 years old. The rights to appoint directors will be contained in
the company’s articles of association. Any person proposing to act must indicate his or her
consent to act and provide specified information to the Registrar of Companies.  It is usual for
the shareholders to have the right to appoint directors and for the directors to be able to fill any
vacancy on the board subject to the right of the shareholders to confirm the appointment at the
next annual general meeting. 

Similarly, the articles of association would set out the circumstances in which a director can be
removed from office and there is also a statutory right, subject to compliance with certain
procedures, for shareholders, by simple majority, to remove any director from office regardless
of any agreement to the contrary in place with the director.

It should be noted that the office of director is quite separate as a matter of English law from
the director’s position, (in the case of executive directors), as an employee and accordingly, the
removal from office of a director is without prejudice to the director’s rights under his or her
contract of employment.
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Directors’ Duties

Part 10 of the 2006 Act sets out the general duties of directors which are owed to the company.
There are seven statutory duties which are based on and replace the previous common law and
equitable principles relating to directors’ duties. The various statutory requirements and
restrictions placed on the powers of directors must be considered in the light of any proposed
activity of the company. The effect of these duties is that the directors can be held personally
liable if they are deemed to have failed in promoting the success of the company.

It should also be noted that in certain circumstances, directors may become liable to creditors
in an insolvent liquidation and that directors will be personally liable for the information about
the company contained in any prospectus issued for the purposes of a fund-raising.

Subject to the rules relating to conflicts of interest, as further described below, there is no
general legal requirement for a company to have a proportion of independent directors on its
board nor is there a requirement for companies to have a supervisory board.  However, quoted
companies will be expected to comply with best practice in relation to corporate governance,
which includes the requirement for independent directors.

Similarly, there are no specific rules on the level of directors’ remuneration in private companies
and this will usually be a matter for negotiation.  In some circumstances, such as payments
proposed to be made to a director for loss of office, shareholder approval will be required.  In
the case of fully listed (quoted) companies, shareholders must approve on an advisory basis, a
remuneration report, which sets out, amongst other things, all payments and other benefits
made to directors.

Conflicts of Interest

Directors have a statutory duty to avoid situations in which their interests can or do conflict, or
may possibly conflict, with those of the company.  Matters that give rise to an actual or potential
conflict may be authorised by the board subject to the board having all necessary powers to
authorise such conflicts.  For private companies incorporated on or after 1 October 2008, the
power to authorise is subject to anything in the company’s articles of association invalidating
such authorisation.  Private companies incorporated prior to 1 October 2008, must pass an
ordinary resolution (simple majority) expressly providing the board with the power to authorise
conflicts.  For a public company, the directors may only authorise a conflict of interest if
permitted to do so by the company's articles of association.

Secretary

A public company must appoint a company secretary.  The company secretary does not need
to be a natural person. The company secretary is principally an administrative function and the
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appointed secretary should be familiar with the filing and other requirements of the Registrar
of Companies.  Accordingly, it would be usual for the secretary to be based in the UK.

There is no requirement for a private company to have a company secretary. If a private company
chooses not to have a secretary, anything which is required or authorised to be done by the
secretary can be validly done by a director or any person authorised by a director.

Annual Return

Companies must complete an annual return each year, which gives details of its  share capital,
shareholders, location of the statutory books, registered office, directors and secretary.

Registered Office

A company needs to file details of its registered office in England and Wales with the Registrar
of Companies and any official notifications will be sent to that address.  Subject to certain
exceptions, the full name of the company must appear at its registered office and business
premises.  Any change to the registered office can be made by simple board resolution and
must be notified to the Registrar of Companies.

Company’s Notepaper

All business stationery must show the company’s full name and number and registered office.
The names of the directors need not be included, but if the name of any director appears then
so must the names of all the other directors.

Accounts and Auditors

Subject to exemptions for small companies, every company must appoint a firm of auditors to
audit and report on its accounts for each financial period.  Companies are also required to file
accounts and a directors’ report with the Registrar of Companies, and these documents must
comply with the requirements of the 2006 Act and show a true and fair view of the financial
position of the company. The 2006 Act lays down detailed rules as to the form and content of
accounts and time limits for their delivery to the Registrar of Companies.

Other Filings

Companies must also notify the Registrar of Companies whenever there is a change of share
capital, directors and officers and whenever the company creates a charge over any part of its
assets.  In the case of a charge, the required information must be filed within 21 days of its
creation to ensure its security in the event of liquidation.
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The 2006 Act creates an offence where a person knowingly or recklessly causes to be delivered
to the Registrar of Companies a document that is false or misleading, and is liable for up to two
years imprisonment or a fine.

Statutory Books

Every UK company must maintain a statutory register giving details of its shareholders,
directors, secretary, any issues and transfers of shares as well as charge-holders.  There should
also be a minute book containing minutes of all meetings of directors and shareholders.

A company can now keep its statutory books at an address other than its registered office. This
is known as a single alternative inspection location (SAIL), the location must be in the same
part of the UK as the company’s registered office and notification of the SAIL must be given to
the Registrar of Companies.

Methods of Raising Finance

The appropriate method of raising finance will depend on the nature, size and stature of the
company.  Funds can be raised by way of private equity, a stock exchange listing or loan finance,
and within these broad categories there are a number of variations.

> Labour Law

Employment law in the UK is based on both common law and statute.  Although the employment
law regime is not as onerous for employers as in many other European countries, in recent
years there has been a significant increase in employment regulation, much of it to implement
EU Directives.  

Employment Contracts

An employer is required to provide an employee with a written statement of specified
employment particulars within two months of the start of their employment.  This includes
certain details of the disciplinary and grievance procedures that apply to his employment.  Any
changes to the statement must be notified within one month of the date of the change.  

Cost of Dismissal and Wrongful Dismissal

There are two issues to consider when dismissing an employee: contractual rights and
statutory rights.
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■ CONTRACTUAL RIGHTS. If an employee’s contract of employment is terminated in breach
of that contract, the employee may be entitled to claim damages for wrongful dismissal or
breach of contract.  The amount of damages claimed will be the sum that would put the
employee in the position he would have been in had the contract been terminated correctly.
Usually, this is the amount of salary and benefits to which the employee would have been
entitled during the notice period or until the end of any fixed term contract.  This entitlement to
damages is subject to the employee’s duty to mitigate the losses he suffers by finding alternative
employment.

■ STATUTORY RIGHTS. Statute provides for minimum periods of notice which are one week’s
notice for each complete year of service by the employee up to a maximum of 12 weeks’ notice
for 12 years of employment.  However, usually the contract provides for a period of notice which
can be more generous (but not less generous) than the statutory minimum.

Claims for breach of contract may be brought either in the High Court or the County Court or,
for claims limited to £25,000 in an Employment Tribunal.   It is significant to note that for claims
in the Employment Tribunal, each party bears their own costs, so costs are not awarded against
the unsuccessful party save in exceptional circumstances. This is different from the position in
the civil court where costs will usually be awarded against the unsuccessful party.    

Unfair Dismissal

For employees who have one year’s continuous employment with the employer (or two years’
continuous employment if they commenced employment after 6 April 2012), it is open for such
employees to bring a claim for unfair dismissal in the Employment Tribunal.  It should be noted
that certain unfair dismissal claims (for example, dismissal by reason of pregnancy, for
whistleblowing, for exercising a statutory right or for trade union membership) do not require
a qualifying period of employment to be able to bring a claim.

In order to avoid claims for unfair dismissal, an employer should ensure that employees are
only dismissed for a “fair” reason, following a “fair” procedure.  The five potentially “fair” reasons
for dismissing an employee are conduct, capability (ie competence or on health grounds),
redundancy, statutory bar or “some other substantial reason” justifying the dismissal of an
employee holding the position held by that employee.  The procedures to be followed in relation
to each category of potentially fair reason for dismissal are slightly different but they all involve
consultation with the employee before the dismissal. The Tribunal will also consider whether
the employer has acted reasonably in all the circumstances in treating the reason for the
dismissal as a sufficient reason for dismissing the employee.  

Employers will need to follow certain minimum disciplinary and grievance procedures or risk
both unfair dismissal and an uplift to compensation, at the discretion of the Employment
Tribunal.  In determining whether such an uplift should be applied, the Tribunal shall take into
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consideration the extent to which the employer has complied with the ACAS Code of Practice
and disciplinary and grievance procedures.

If an employee is successful in bringing an unfair dismissal claim, an Employment Tribunal can
order reinstatement, re-engagement or compensation. Compensation is the most common
award and comprises the following elements:
■ a basic award which is calculated in the same way as a statutory redundancy payment
depending on the age and length of service of the employee and a week’s pay, which is currently
capped at a maximum of £430 per week;
■ a compensatory award which will be assessed on the basis of the losses suffered by the
employee.  The maximum award is currently £72,300 (this figure is reviewed annually on 1
February).

Employment Contracts for Directors

The employment contracts for directors are commonly referred to as service agreements and
should be approved by the board of directors of the company before they are entered into.  They
usually contain more onerous provisions specifying the director’s duties to the company as well
as protection for the company’s confidential information, “garden leave” provisions, intellectual
property rights, restrictions on activities during employment and possibly post termination
restrictive covenants.  It is also common for directors to have longer notice periods than other
employees. A service agreement usually provides for the director to resign his office on
termination of the employment.   There is no special regime for the employment of directors.
However, there are requirements in the Companies Act 2006 which limit the period of a
director’s service contract to no more than two years without the prior written consent of the
shareholders of the company. There are also special provisions regarding notice and
remuneration which apply to directors of UK quoted companies.

Employees’ Representatives and Union Representation. Collective Consultation with
Employee Representatives

In a situation where 20 or more employees are being dismissed by reason of redundancy within
a 90-day period, or where a transfer of a business (or part thereof) is proposed, employers have
a statutory duty to carry out collective consultation and to inform (with specified information)
and consult with the affected employees either through a trade union (if that is appropriate) or
through their own elected representatives.  The penalty for non-compliance with this obligation
to inform or consult over collective redundancy is up to 90 days’ actual pay for each affected
employee if an affected employee or his representative brings a successful claim for a protective
award in an employment tribunal. The penalty for failure to comply with the obligation to inform
or consult over a TUPE transfer is 13 weeks’ actual pay for each affected employee.
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European Works Councils

The purpose of a European Works Council (EWC) is for employers to inform and consult their
workforce on an ongoing basis about measures which are proposed which may affect
employment prospects and decisions which are likely to lead to substantial changes in the
organisation such as redundancies or transfers of the business. The Transnational Information
and Consultation Regulations 1999 (TICE Regulations) apply if central management of a
“community scale” undertaking or group of undertakings is in the UK.  There must be at least
1,000 employees within the EEA and at least 150 employees in each of two member states.

Information and Consultation obligations are not automatic; if there is no EWC (either because
central management has not initiated one or the employees have not requested one) there is
no obligation to inform or consult.  However, if a written request has been made by employees
(or their representatives) covering 100 or more employees in at least two member states, central
management must set up a special negotiating body to negotiate an EWC or a procedure for
Information and Consultation.  If they fail to do so within three years of an EWC request, the
default model EWC provisions apply and Information and Consultation obligations arise under
the TICE Regulation where workers’ interests are affected in at least two undertakings in at
least two member states represented on an EWC.

Union Representation

Over a quarter of workers in the UK belong to a trade union.  A trade union is an organisation
which consists wholly or mainly of workers of one or more description.  A trade union’s main
aim is to reach agreements with employers over the contractual terms under which workers
will work.  

An employee who is a member of a trade union has rights which include the following in relation
to his employer: to be accompanied to a grievance/disciplinary hearing by a trade union official;
not to be refused employment, dismissed or subjected to any detriment by reason of his trade
union membership or activities and the right to paid time off work to take part in trade union
activities; where a trade union is recognised for collective bargaining purposes, the employer
has a duty to consult on training for workers within the bargaining unit.

Collective Bargaining Agreements 

A collective agreement is an agreement or arrangement made by or on behalf of a union
and an employer which relates to matters such as terms and conditions of work,
termination/suspension of employment, disciplinary matters or allocation of work. In large
sectors of industry in the UK, levels of pay and other principal terms are agreed in a
collective agreement.  
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Where a union has been formally recognised by an employer for collective bargaining, it can
negotiate pay and other terms on behalf of a group (or groups) of workers.  This will result in a
collective agreement being formed.  

The provisions of a collective agreement will be legally enforceable provided the agreement is
in writing, and expressly states that the parties intend the agreement to constitute a legally
binding agreement between the employer and the union. To be enforceable between the worker
and the employer, the collective agreement must be incorporated into the worker’s individual
terms and conditions of employment.  Such provisions will be enforceable between the employer
and the worker even if the collective agreement is not legally binding as between the employer
and the union. 

There are statutory rights in the UK for trade unions to be recognised by employers for collective
bargaining purposes, provided various conditions are satisfied.  The regime seeks to promote
voluntary recognition wherever possible. The recognition procedures are complex and were
introduced in the Employment Rights Act 1999. The recognition machinery is contained in The
Trade Union and Labour Relations Consolidation Act 2002. 

Wages And Other Types Of Compensation

The National Minimum Wage Act 1998 specifies a minimum wage for employees over 18.
Currently, the rates are as follows: for employees over school age but under 18 the minimum
wage is £3.68 per hour, for employees aged 18-20 it is £4.98 per hour and for employees aged
21 and over it is £6.08 per hour.

These rates are reviewed annually on 1 October. The requirement to work overtime and
additional payment (if any) for overtime worked is something which is usually dealt with by the
employee’s contract of employment.  

Stakeholder Pensions

Employers who have five or more employees and do not operate a qualifying pension scheme,
are required under Section 3 of the Welfare Reform and Pensions Act 1999 to designate a
stakeholder pension scheme and offer their employees the opportunity to contribute to such a
scheme.  The obligation is simply to identify a scheme and collect any contributions the
employees wish to make and pay them into the scheme.  There is currently no obligation for
the employer to contribute to a pension scheme for his employees although new laws coming
into force in October 2012, and being implemented over five years (depending on the size of the
business), will require employers to automatically enrol eligible jobholders into a pension
scheme and pay contributions of 3% of band earnings each year.  Failure to comply with this
obligation can render the employer liable to civil penalties.
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Insurance Benefits

It is common in the UK for employers to provide their employees with insurance benefits.
Probably the most common is private medical insurance.  Other benefits which are often
provided are life insurance, travel insurance, permanent health insurance and critical illness
insurance.  Whether or not an employer provides these to employees is a matter for the contract.
Where such benefits are provided, the contract should be carefully drafted to ensure that the
employer reserves all necessary rights and does not put himself in a position where he is
contractually obliged to provide a benefit for which he is not insured.

Employment Regulations

The following is a brief summary of some of the main statutory provisions which employers
must be aware of when employing employees in the UK:

■ WORKING TIME. The Working Time Regulations 1998 impose a limit on employee’s working
time of an average of 48 hours a week averaged over a 17 week reference period.  Individual
employees can choose to work longer than this by signing an ‘opt out’ agreement with their
employer.  There are also requirements for minimum rest breaks and daily and weekly rest
periods. There are special provisions for night work. 

■ HOLIDAY. Employees are entitled to 28 days’ paid holiday each year (including bank and public
holidays) under the Working Time Regulations 1998.  There are eight recognised public holidays
per year which are included in this minimum entitlement.  Employers are free to agree a more
generous contractual entitlement and in the UK it is common for employers to allow paid holiday
entitlement of between 20 and 30 days and for bank and public holidays to be given in addition
to this entitlement.   

■ SICK PAY. There is a statutory entitlement to sick pay for up to 28 weeks in any period of
incapacity for work (PIW), or series of linked PIWs, under the Social Security Contributions and
Benefits Act 1992.  The current statutory sick pay rate is £85.85 per week.  The first three days
of any sickness are “waiting days” when no sick pay will be payable.  It is open to employers in
the UK to agree a more generous contractual sick pay arrangement and it is common practice
to do so.  

■ REDUNDANCY. If an employee with two or more years’ continuous employment is dismissed
by reason of redundancy, he is entitled to receive a statutory redundancy payment from his
employer.  The amount of the redundancy payment is calculated by reference to the employee’s
age, length of service and weekly pay (subject to maximum of £430 per week).  The maximum
statutory redundancy payment (or basic award) is currently £12,900.  
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■ DISCRIMINATION. Currently under English law, discrimination on the grounds of sex, race,
disability, sexual orientation, age, religion or belief, gender reassignment, marriage and civil
partnership, pregnancy and maternity is unlawful.  Compensation for workers who successfully
bring discrimination claims against their employers is potentially unlimited and can include a
claim for injury to feelings.

■ PROTECTION FOR PART-TIME AND FIXED TERM EMPLOYEES. It is unlawful for an employer
to subject to a detriment or treat part-time or fixed term workers less favourably than full time
staff unless such treatment can be objectively justified. A worker whose fixed term contract is
successively renewed will be considered a permanent employee after four years of continuous
employment.  

■ DATA PROTECTION. Employers have a duty to notify their staff as to the personal and sensitive
personal data they hold, tell them how it will be processed and obtain their consent to process
the data.  Such data must be kept securely.  Data must be processed in accordance with the
provisions of the Data Protection Act 1988 and the various Data Protection Codes issued by the
Information Commissioner’s Office.  Failure to comply carries civil penalties.  Workers have the
right to request copies of personal data held in relation to them by the employer.   

■ MATERNITY RIGHTS. All pregnant women have the right to paid time off for antenatal care
in preparation for the birth of their baby.  Pregnant employees are entitled to six months ordinary
maternity leave from work and then an additional maternity leave period of six months,
regardless of their length of service with their employer.

Employees on maternity leave who meet the eligibility requirements are entitled to statutory
maternity pay which is pay of 90% of the employee’s normal weekly earnings for the first six
weeks of maternity leave and either £135.45 per week or 90% of normal weekly earnings,
whichever is lower, for the next 33 weeks.  A high percentage of this payment is recoverable by
the employer out of its National Insurance contributions.

■ PATERNITY RIGHTS. Employees with at least 26 weeks’ employment who meet the eligibility
requirements may take up to two weeks ordinary paternity leave and 26 weeks additional
paternity leave.  Employees who take this leave are entitled to statutory paternity pay which is
currently £135.45 per week or 90% of normal weekly earnings if lower.

■ ADOPTION RIGHTS. The adoption regime provides similar leave and pay rights and has
similar qualification provisions to the maternity provisions.  In a situation where there is a joint
adoption, one partner is entitled to statutory adoption pay whilst the other has paternity leave
entitlements.

■ PARENTAL LEAVE. Employees with one year’s employment can take up to 13 weeks’ unpaid
leave for each child up to the child’s fifth birthday (this is due to increase to 18 weeks from
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March 2013). This right transfers with the employee when he/she changes employer.  Statute
provides a scheme which allows parental leave to be taken in blocks of one week or more
although no more than four weeks in any year.  However, employers can agree arrangements
that are more generous and in particular which permit leave to be taken in blocks of less than
one week.

■ THE RIGHT TO REQUEST FLEXIBLE WORKING. Employees with children aged up to 17 (or
aged 18 if they are disabled) have the right to request flexible working arrangements from their
employer. The requirements which must be fulfilled before such a request can be made are
that the employee must have 26 weeks continuous employment and the employee must not
have made another application to work flexibly under the right to request legislation during the
preceding twelve months. The employer has an obligation to consider the request and give a
reason for any refusal (a request may only be refused on eligibility or procedural grounds or on
one or more prescribed statutory reasons). A refusal to consider a request for flexible working
arrangements from a female worker with childcare responsibilities may amount to indirect sex
discrimination if it cannot be justified on objective grounds.  

■ TIME OFF TO CARE FOR DEPENDANTS. Employees may take a reasonable amount of unpaid
time off to deal with family emergencies.

Health And Safety

An employer is under a common law duty to have regard to the safety of its employees. The
employer must provide a safe place of work and safe access thereto, it should take reasonable
care that employees are not subjected to unnecessary risks of injury, provide safe systems of
work, safe equipment and materials and competent fellow employees.  An employer can also
be liable at common law for accidents caused by acts of its employees where the employees
were acting in the course of their employment.  

In addition to these common law duties, statutory obligations have been imposed under the
Health and Safety at Work Act 1974.  The Occupiers’ Liability Act 1984 imposes duties on an
employer for both his employees and visitors to the premises.  Breach of such obligations can
result in criminal as well as civil liability.

Contracting and Outsourcing of Work or Services

The Transfer of Undertakings (Protection of Employment) Regulations 2006 (“TUPE”), which
implements the EU Acquired Rights Directive, protects employees’ rights in the event of a
transfer of a business or part of a business in which they are working or in the event of a ‘service
provision change’ (for example an outsourcing arrangement).  The TUPE regulations generally
do not apply to situations where the shares of a company are sold.
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TUPE imposes a duty on the employer to inform and consult with employee representatives
before the transfer takes place.  There are potentially significant penalties for failure to adhere
to these obligations.

The main effect of the TUPE regulations is that in the event of a transfer of a business or service
provision change, the employment rights and obligations of the employees of the business (or
the part of the business) being transferred or function being outsourced will be automatically
transferred to the new owner of the business or new contractor who will automatically assume
those rights and obligations.

Any pre or post transfer dismissal in connection with the transfer will be automatically unfair
unless it is for an economic, technical or organisational reason which entails changes in the
workforce.  TUPE also makes it very difficult to change the existing terms and conditions of
employment of transferring employees.  

Unfortunately, it is not open to contracting parties to agree that the TUPE regulations will not
apply.  As the obligations which result from a TUPE transfer can be significant, particularly for
the purchaser, it is common for business and asset sale agreements in the UK to contain
indemnities and other provisions whereby the parties agree the way in which costs and liabilities
will be borne.

Social Security

The UK operates a pay as you earn (“PAYE”) tax deduction system which must be operated by all
employers.  There are currently four rates of tax: starting (10%), basic (20%), higher (40%) and
additional (50%).  These percentages are applied to a portion of an employee’s taxable income
subdivided into bands.  The PAYE system requires the maintenance of pay and tax records for
virtually all employees.  Tax deducted by the employer under PAYE must be paid to HM Revenue
and Customs within specified time limits.  Employers are required to use certain forms to record
pay and tax information and these must be retained for three complete tax years.

In addition employers must deduct National Insurance contributions. Generally employers must
deduct National Insurance contributions on the earnings of the employee – known as
employees’ National Insurance contributions.  In addition, employers must pay National
Insurance contributions at 13.8% of the employee’s earnings as employer’s National Insurance
contributions. Again employers have duties to keep records and account to HM Revenue and
Customs within specified time limits. 

Benefits provided to employees are also taxable and subject to the deduction of National
Insurance contributions.  Special rules apply for company cars.
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> Real Estate Law

Types of Ownership

For the purposes of this section, the UK means England, Wales and Northern Ireland but
excludes Scotland.  Scotland has a different system of land ownership. A few words about
terminology may help.  Both the words “land” and “property” mean real estate.  The word
“premises” may also be used.  This has the same meaning as “land” and “property” but is most
correctly used to describe land or property included in a lease.

There are three types of ownership in the UK.  They are called freehold, leasehold and
commonhold. Freehold is absolute, unlimited ownership.  The owner of a freehold has no
landlord and can do whatever he likes with his property subject to the general law of the land
and subject to any restrictions placed on the property by the owner or any former owner. Freehold
ownership is most common for residential houses, large estates and investment property.

Leasehold ownership is where land is held by one person (called the tenant) from another
person (called the landlord) for a limited period of time on the terms of an agreement (called a
lease).  Most business premises in the UK are occupied under leases. Residential flats
(apartments) are also mostly occupied under leases.  A tenant under a lease will pay a rent to
the landlord.  The lease will last for a limited amount of time.  The lease document itself will
contain rights and obligations both for the landlord and the tenant and numerous restrictions
on what the tenant can and cannot do with the property.  Modern commercial leases are long,
complex documents which require legal advice.

The third form of ownership is commonhold which has been introduced recently.  This new
system of ownership was designed primarily for blocks of residential flats and other
developments which are split into a number of units and where there is a significant amount of
“common parts”.  Although this new form of ownership has now been available for a number
of years commonhold schemes are still very rare.  

Land Registry

There is a computerised register of land in the UK maintained by a government agency called
the Land Registry.  The register is computerised and accessible via the internet.  The register is
maintained by a number of district land registries located throughout the country.  At the
moment, not all land in the country is registered but the government is committed to making it
so.  The government is also committed to extending the facilities available via the Land Registry
portal including in due course a system enabling the transfer of land to be effected electronically.    

All registered land has its own “title number” and plan which identifies the land in question.
The entries which appear on the register against a particular title number are guaranteed by
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the state as accurate. There are certain rights and obligations (called overriding interests) which
are not noted on the register of title. In theory, such rights and obligations should be apparent
by a proper inspection of the land in question or making enquiries of the current owner/occupier.
Land which is not registered at the Land Registry is increasingly rare particularly in urban areas.

Transfer 

Generally, land can only be transferred by deed.  A deed is a document usually prepared by a
lawyer which is signed and witnessed and brought into effect in a particular way.  This process
does not require a notary.  In order for a transfer of registered land to be effective, it must be
completed by registration at the Land Registry.  This cannot be done unless the relevant tax
has been paid in respect of the transaction.  The relevant tax is Stamp Duty Land Tax which is
explained below.

Mortgages And Charges

If money is borrowed to assist with the purchase of land in the UK, the lender will invariably
take a mortgage or a charge over the land in question.  The expressions “mortgage” and
“charge” mean the same thing.  A commercial mortgage will normally involve two key
documents.  The first is a loan agreement which can be in the form of a formal agreement or a
letter (sometimes called an offer letter or a facility letter).  The second document is the
mortgage itself which creates the security over the land and is registered at the Land Registry.
The mortgage usually incorporates the loan agreement.

The lender who takes a mortgage is called a mortgagee or chargee.  The mortgagee’s main
rights are as follows:
■ to be repaid the loan plus interest and costs.
■ if the borrower defaults, to take possession of the mortgaged property and to sell it to repay
his loan.  It is not always necessary for a mortgagee to obtain a court order before taking
possession or selling the mortgaged property.
■ to appoint a receiver to manage and if necessary sell the property.
■ to prevent a sale of the property if he is not repaid.

In practice, the mortgage or charge is now the only recognised formal, fixed security taken over
land in the UK.  Businesses may also be asked to provide floating charges in favour of
institutional lenders.  These charge all the assets of the business but only restrict dealings with
those assets if the borrower is in default.

Restrictions on Acquisition

There are no restrictions on foreign ownership of UK property. It should be noted however that
there have been recent moves by the government to deter the holding of high value residential
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property (over £2million) by non natural persons and this has had a “knock on” effect in respect
of holding such property in off shore entities. In practice, it should also be noted that it should not
be possible to acquire property in the UK or to borrow money on the security of property in the UK
without complying with the identification requirements of the money laundering regulations.

Legal Protection for Buyers and Sellers

In general, the law gives no special protection to buyers or sellers of UK property.  Those involved
in property transactions will invariably use a solicitor to represent their interests.  It is the job
of the buyer’s solicitor to ensure that the property being bought is free from undisclosed
restrictions or obligations and that it is validly transferred at the correct price.  

Restrictions on Development 

UK law prohibits the development of land without planning permission.  Development includes
changing the use of land or carrying out building, mining or engineering operations on land.
A planning permission is a permission given by the planning department of the relevant local
authority.  The local authority is allowed eight weeks in which to reach a decision on any
planning application.

Some types of minor development are permitted without planning permission.  For example,
minor works and changes of use where the new use is similar to the old use.  However, this
area is very tightly controlled and professional advice is advisable.

The law also requires that anybody carrying out building works must comply with building
regulations and generally obtain a building regulation consent.  That is a formal consent from the
District Surveyor (a local government officer) who will consider the plans and specifications of
any building works before giving consent and inspect the progress of the works at key moments.

All local authorities prepare plans for how they want different parts of their areas to be used
and developed.  Those plans are available to the public.  They will set out areas or zones where
the local authority wishes to encourage particular uses (eg shopping, residential or industrial)
and discourage other uses.  The local government will consider any application for planning
permission in the light of these plans so that, for example, applications for industrial
development in residential areas will not succeed.

Leases

A lease is the most common way of holding commercial property in the UK.  The length of leases
will vary depending upon the circumstances and requirements of the parties.  There is however
a standard which is called an institutional lease.  Such a lease would be granted by a major
financial institution such as an insurance company, investment trust or property company.
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Institutions tend to look for longer leases, eg 15 years or more (though terms of 10 years and
even 5 years are available).  The rent will be subject to review most commonly at 5 yearly
intervals.  Rent reviews in the UK are almost invariably on an upwards only basis.  This means
that the terms of the lease guarantee to the landlord that either the rent will go up in line with
market rents or it will remain the same even if the market rent has fallen below the existing
rent level.

An institutional lease will also be a “clear” lease.  This means that the rent the landlord receives
will be clear of any deductions to cover the cost of, for example, repairs and maintenance of the
building, the supply of services to the building and the cost of insuring the building.  All these
expenses will be payable by the tenant or (in a building containing a number of tenants), by all
the tenants together.  These extra payments on top of rent are generally called a “service charge”. 

In addition to rent and service charge, there are local taxes to be paid to the local authority which
are called business rates.  These can be as much as the rent again.

The lease will impose obligations and restrictions on the tenant.  The obligation which is most
significant from a financial point of view is the obligation to repair, decorate and if necessary
re-build or pay towards the cost of rebuilding.  In an office block for example the tenant will be
responsible for maintaining, repairing and decorating his own property.  He will also be
responsible through the service charge to contribute towards the cost of repairing and
maintaining the building of which his offices form part including all services to the building (eg
lifts, air-conditioning and heating plant and systems and so on).  It is often the case that these
expenses are not capped and if the building and its services are old, the tenant can face very
significant extra costs through the service charge.

Some of the other important provisions in a typical commercial lease are as follows:
■ restrictions on use
■ restrictions on alterations to the property
■ restrictions on disposing of the property
■ VAT is often payable on the rent of commercial property

Any lease granted for more than 7 years must be registered at the Land Registry. Tenants of
property used for business purposes will normally have statutory rights to remain in the
property when the lease comes to an end.  They will have to negotiate a new lease and pay a
commercial rent but the landlord cannot insist that they vacate unless special circumstances
apply.  It is also quite common for the statutory rights to be excluded by agreement between
the parties.



Stamp Duty Land Tax

Stamp Duty Land Tax (“SDLT”) is a tax payable to the government on land transactions.  Any
sale of freehold or leasehold land or the grant of a lease at a rent gives rise to SDLT.  The tax is
payable by the buyer or the tenant.  Tax is payable on a sliding scale up to a maximum of 4% for
commercial transactions (7% for residential property) of the capital sum paid by the buyer.  In
the case of leasehold commercial premises SDLT is payable on the capitalised value of the rent
at the rate of 1%

It should be noted that a penal rate of SDLT (15%) is payable in respect of residential property
acquisitions by “non natural persons” if the purchase price is over £2million..

VAT

Value added tax is generally not payable on residential land.  In some circumstances it is
payable on the purchase price of commercial land and it is also often payable on rent and
charged to tenants.

Setting Up in Business in the UK

The choices for a business setting up in the UK are:

■ SERVICED OFFICE. These are usually small offices where office services are supplied as part
of the package.  The extent of services varies between providers but normally they will include
furniture, use of equipment (such as photocopies and fax machines), telephones and telephone
answering, conference facilities and secretarial services.  The commitment is short term and
the cost is relatively high.

■ SHORT TERM LICENCE. This is similar to a lease but very short term (i.e. 6 months to a year)
and is designed to regulate a “temporary” arrangement.  It would generally give the new
business the space only.  The tenant would have to supply furniture, equipment and personnel.
There would be no security when the licence comes to an end.

■ LEASE. The minimum commitment would be three to five years.  Shorter periods are
sometimes available from tenants who themselves have surplus space (ie by taking an
underlease).  Landlords will wish to be satisfied above all that the incoming tenant is able to
pay the rent and fulfil the tenant’s obligations in the lease.  They will want to see accounts and
references that demonstrate this.  They may also require a guarantor or a rental deposit of
between six months and two years rent.

■ BUY A FREEHOLD. This would involve a major capital commitment which is likely to be
inappropriate for smaller businesses.
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Bierce & Kenerson, P.C. is an award-winning, internationally recognized technology and
business law firm.  We have earned outstanding recognitions in the fields of international
business, information technology, human capital management and outsourcing.  We focus on
building sustainable stakeholder value for clients.  We remain dedicated to quality and value in
client support in dealing with the tradeoffs and synergies involving people, process, technology
and capital investment.

Founded in 1990, Bierce & Kenerson, P.C. started as a spin-out of partners with both in-house
and law firm legal experience.  Initially, the founders served a clientele focused on technology
and licensing transactions, private investment, new ventures for U.S. subsidiaries of global
industrial and commercial companies, software developers and technology-based
entrepreneurship.  A decade later, we witnessed a dramatic shift in deal flow, involving emerging
offshore contractors and service providers, as well as increasing use of process-driven
businesses.  We then focused our attention on process improvement, outsourcing, licensing,
joint ventures and alliances involving people, process, technology and capital investment.

Today, as corporate and business lawyers, we focus on a select core of practice areas in
corporate and commercial transactions, business process management, digital economy, and
human capital transactional support.  This core capitalizes on our extensive legal and business
experience and offers clients in-depth knowledge and know-how.

Our Business Segments

The law firm provides legal services to a broad range of business segments.  Our clients are
engaged in banking and financial services, insurance, investment management, manufacturing,
consumer goods and services, industrial goods and services, information and Internet
technology, health care and life sciences, energy management services, management

> United States

BIERCE & KENERSON P.C.
www.biercekenerson.com
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consulting, executive search, advertising and non-profit operations.  Our clients range in size
from individual entrepreneurs and mid-market enterprises to global 100 industrial and
commercial companies.

Our Profile

Clients hire us for our commitment to quality, creativity and ability to leverage our business
and legal experience to solve critical legal issues, build asset value, and help mitigate risks in
client business relationships.

■ BUSINESS-ORIENTED FOCUS. Our approach to each legal services assignment is a
collaborative one in which communication is the key component.  We listen carefully to a client’s
objectives and goals and work together to effectively design and implement strategies to arrive
at practical real-world solutions for today’s challenging business environment.

■ KNOWLEDGE AND EXPERIENCE. Our business model relies upon a team of senior lawyers
who have been partners in larger firms and in-house-counsel in global companies.  Our team
of attorneys offers extensive legal skills and deep industry experience, enabling them to deliver
sophisticated business advisory skills to resolve the legal issues facing clients in today’s
challenging business climate.

■ FORWARD LOOK. We advise on policies and procedures for compliance and long-term
operational effectiveness and help clients understand these implications in the context of
regulatory trends, corporate social responsibility (CSR), environmental, social and governance
(ESG) initiatives.

■ CROSS-BORDER VIEWS.  Our attorneys have developed networks of informal working
relationships with correspondent law firms abroad, with whom we regularly interact.  Many
clients are foreign owned and we also interact regularly with their foreign law firms when
necessary.  Through our training and experience with civil law and common law, we can help
clients bridge cultural and regulatory environments and better understand American laws for
business and investment. 

■ INTERDISCIPLINARY APPROACH. In business, connections help. For a holistic approach,
we work with other professionals in accounting, finance, real estate, insurance, marketing,
sales and other specialized services. 

■ THOUGHT LEADERSHIP. We are recognized thought leaders in outsourcing law which
governs supply chains and global operations. We edit the #1 (Google) website on the
subject, http://www.outsourcing-law.com. Our attorneys have published and blogged across
many disciplines in outsourcing, technology and business law and have taught CLE courses as
well as in law and business schools.
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■ Creativity. Throughout the life cycle of each client operation, we are constantly re-examining
all alternatives to find the best solution to the evolving needs and requirements of every
transaction.

■ Personal Commitment and Attention. Clients hire people when they hire Bierce & Kenerson,
P.C.  Client satisfaction is our highest priority.  When we commit to take on a client, we make
sure that the client has our personal attention and that we are responsive to its needs on a
timely basis.  Some clients have been with us for over twenty years.

Our Added Value

Clients hire Bierce & Kenerson, P.C. for our ability to advise on, develop and implement projects
for practical, cost-effective legal resolutions to their business objectives.  Whether for large or
small clients, we provide sophisticated legal experience at reasonable billing rates.  As an
award-winning boutique, we offer a cost-effective alternative to the “fee fatigue” that clients
experience with increasingly monolithic, mega-institutional business models of national and
global law firms.

> Corporate Law

The United States has long been the land of opportunity for startup ventures and foreign direct
investment in the U.S. stock markets, in new privately owned ventures and U.S. real estate.
Under U.S. federal laws and WTO agreements on trade in goods, services, intellectual property
and investment measures, foreign entrepreneurs can enjoy the same opportunities as
Americans.  Foreigners can obtain a variety of related business visas, such as for “treaty
investors,” “treaty traders,” “intercompany transferees” and others.

Selection of the State of Incorporation or Formation

Planning for a new business venture requires the founders to decide where to incorporate or form
the new business entity.  Each state has its own laws on company formation, with different
presumptions and default rules governing rights and responsibilities of owners and managers
and the rights among the owners themselves.   These differences can affect voting procedures,
merger procedures and pre-emptive rights (to maintain their proportionate ownership) and the
limitations of personal liability of owners.  The choice of state of formation is important for overall
planning to minimize the costs of entering or exiting a given state location.  This situation promotes
the choice of a Delaware corporation but not necessarily a Delaware LLC.   Generally, an entity
formed in one U.S. state can merge with a different form of entity from that state or another state.
Only a few states explicitly invite a non-U.S. corporation or entity to merge into a U.S. entity.
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Key Forms

Sartups and subsidiaries may adopt one of several juridical forms, the most common of these
forms are: 
■ Limited partnership
■ Corporation 
■ Limited liability company

The corporation is the simplest, but may result in the highest taxes.

Limited Partnership

The “limited partnership” (LP) separates the ownership of the entity into two classes: managers
(general partners, or GP’s) and non-managers (limited partners).  Under various versions of a
uniform limited partnership law, the states require that the general partner have unlimited
liablity for its actions or omissions as a manager, while the limited partners’ liability is limited
by law to the amount of their capital contributions plus their duty to pay additional calls on
capital under the partnership agreement.   

The limited partnership format pre-existed the limited liability company but continues for certain
reasons.  Professional investment managers establish limited partnerships as vehicles for
private equity investment funds for wealthy individuals providing capital for “alternative
investments” outside the stock market, such as real estate, commodiites, derivatives, oil and
gas leases,   Venture capital managers often use LP’s as vehicles for investing in new ventures
and startups that promise rapid growth and domination market positioning in new technologies
such as information technology, biotech, pharmaceuticals and telecom   Tax advisers use limited
partnerships for family wealth transfers through annual gifting of LP interests (where the wealth
transferor lacks actual control over the GP’s operations).

State laws authorizing partnerships impose few basic requirements.  Unlike certificates of
incorporation and corporate by-laws, partnership agreements require extensive legal and tax
analysis and design for achieving the goals of owners and managers.  In some situations, a
partner’s share of profits may be disproportionate to the share of capital.  For substantially
disproportionate allocation of profits and losses that have no “substantial economic effect” or
rationale, the taxing authorities may re-write the tax impact to reflect actual allocations of
economic risks and rewards.   Similarly, careful drafting is required to allocate preferences in
distribution of profits from different revenue sources or at different levels, special distributions
to enable partners to cover their share of taxes on income earned by the partnership, prefereces
in liquidation and other financial engineering. 
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Taxation in Partnerships

Federal income taxation of partnerships is based on the “flow-through” concept.  First, all items
of income, expense, deduction, credit and assets with tax attributes are characterized at the
partnership level, and the partnership files an income tax return showing all such items.  Then,
the taxes are paid by the partners (not the partnership) based on the partner’s allocable share
of profits and losses.  To participate in such a regime, the “partner” must own a “capital
account.”  Thus, if the partnership earns money, the partners must pay taxes, and if the
partnership has a loss, the partners may deduct such losses.   The tax code limits the
deductibility of losses, depending on whether the partner is actively engaged in the business
or is merely a passive investor.  Such limitations can result in the loss of tax benefits that might
otherwise not be lost if the business had been formed as a corporation.  

As partners in a U.S. partnership (or an LLC taxable as a partnership), non-resident foreigners
must file income tax returns in the U.S.  For tax classification, they are deemed to be engaged
in the U.S. business and thus enjoy the pass-through of deductions.  Such non-resident
foreigners should identify the availability and impact of any benefits under an applicable income
tax treaty with the U.S.

Under the “branch profits tax,” foreigners investing in a U.S. partnership (or an LLC taxable as
a partnership) are subject to a withholding tax of 30% of the gross profits payable to them from
such U.S. partnership or LLC.   This tax can be avoided if the  foreign investor is an individual
and reduced if the foreigner can benefit from an applicable income tax treaty.

Corporations

Every U.S. state (and possession) has a form of legal entity that is a joint stock corporation,
where a board of directors is responsible for management and appoints officers to implement
policies.  In these cases, the corporation is established by filing a certificate of incorporation in
the state of incorporation, and the board of directors adopts by-laws outlining the
responsibilities and rights of all shareholders, directors and officers.  The corporation is
managed by a Board of Directors, elected by the shareholders of the Company.  The board of
directors then appoints officers for the company, who are responsible for overseeing the day to
day activities of the company.  These officers do not all have to be American citizens, but rather
can be foreign unless national security or other foreign investment laws govern.  

Liability in Corporations

A primary benefit to establishing a corporation in the United States is the limited liability such
an entity grants its shareholders and, to some extent, directors and officers. .  This limitation in
liability however is not all encompassing, as directors and officers of a corporation have certain
fiduciary duties and compliance requirements they are responsible for.  In these situations
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insurance can be purchased to mitigate the risk of loss to directors and officers of a corporation.
Also, shareholders may be adjudged to be personally liable for debts or other obligations
incurred while the corporation is insolvent, or if the corporation is used for fraud, or if the
corporate legal formalities are neglected.

Insurance against Liability

Various laws impose on business managers (whether corporate directors or officers or LLC
managers) civil and criminal liability.  Such laws typically involve disregard for the civil rights of
employees and consumers, unfair and deceptive practices, frauds, bribery and interference
with law enforcement.  Insurance exists for various types of liability: “directors’ and officers’
liability (“D&O”), “errors and omissions” (“E&O”), general liability, intellectual property
infringement liability and “employment practices” liability.  Such insurance should be
considered as part of the costs of doing business in the U.S.  Some shareholders, as plaintiffs
against managers, have sought to strip business managers of the rights of coverage under
theories of breach of fiduciary duty.

Limited Liability Companies

Limited Liability Companies, or LLCs, were first authorized by Wyoming in 1988.  They combine
the partnership approach to management, governance and rewards and a corporation approach
to limitation of liability for owners.  The LLC’s highly flexible structure can involve extensive time
and cost in establishment and operations.  The owners are “members.”  Members of an LLC
can be an individual, another LLC, a corporation or a foreign entity.  There is no limit on the
number of members of an LLC.  An LLC comes into existence upon the filing of a certificate of
formation.  

Its governance is set forth in an Operating Agreement, which can be as simple as a designation
of a single manager or as complex as a limited partnership agreement.   The LLC Operating
Agreement typically addresses capital structure, capital calls, the classes and rights of
members, whether (optionally) there will be elections of officers (similar to a corporation), and
governance procedures for meetings of members and managers.  Assuming no role in
management, an LLC’s member enjoys a limited liability capped at the amount of the capital
contributions and obligatory calls on capital.  

Taxation of LLC’s

Unless it elects to be taxable as a corporation, a LLC is taxable as a partnership, with pass-
through taxation, where the profits of the LLC get transferred to the members and taxed as
income of the members personally.  See “Taxation of Partnerships.”   
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Management of LLC’s

When an LLC is formed, the Operating Agreement must define is its management structure.
There are two main management structures for LLCs: member-managed and manager-
managed LLC’s.   A member-managed LLC is usually an entity with a small number of
members who all have an active role in the company.  Unless otherwise specified in an Operating
Agreement, each managing member (or each manager) has the full authority to act on the
company’s behalf.  In the simplest types of LLCs, there is only one class of members, with each
member having voting rights.   In a manager-managed LLC, the members of the LLC elect the
manager (or multiple managers, or a board of managers) to act on behalf of the members and
represent the company.  Where an LLC is manager-managed, the Operating Agreement will
define the roles and responsibilities of each manager or all managers.   An LLC can be
structured like a corporation, with a board of managers and officers, but any such “board” and
“officers” are optional.    

Special “Benefit” Entities as Forms of Business Enterprises for Social Responsibility and
Environmental Protection

Several states have enacted laws allowing an enterprise (either a corporation or an LLC) to
pursue a “double” or “triple” bottom line: 
■ financial returns on investment for shareholders; 
■ social benefits to individuals and communities who are “stakeholders” (such as employees,
the local community or the global community) but not owners; and
■ environmental protection or conservation.   

Such organizations are similar to non-profit corporations and charitable trusts, but are owned
by shareholders.   Such “corporate social responsibility” (CSR) entities are still new.  The rules
and practices are complex and continue to expose business managers to claims of improper
conduct in the exercise of their roles and responsibilities.  

Common Planning Issues in New Venture Formation

Wholly-owned subsidiaries and other one-owner entities can be formed and operated with
minimal documentation.  However, key operational issues in any co-owned entity must be
handled from the beginning.  These include:

■ Allocation of ownership of common shares (focusing on voting rights), and events that may
or shall cause a re-adjustment in such allocation;
■ Rights of founders to manage the enterprise;
■ Rights of financial investors, usually structured as preference shares, which shift the risk of
loss to the common stockholders who have the lowest rank in a liquidation, including 
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■ conversion ratios, 
■ conversion events (mandatory and optional),
■ voting rights, 
■ liquidation preferences, 
■ dividend preferences and cumulative dividends, 
■ a preferred “hurdle” rate of return on investment upon sale or IPO, 
■ veto rights on certain major transactions, and
■ designation and compensation of one or more members of the Board of Directors.
■ Rights of employees to acquire shares under tax-deferred “qualified” stock option plans or
taxable “non-qualified” stock option plans; and
■ Funding obligations.

“Corporate Housekeeping”

The enjoyment of limitations of liability and other corporate attributes depends on fulfillment
of corporate formalities, including annual proceedings for governance and for filing of annual
reports and tax declarations.   Such housekeeping should be accompanied by an annual
checkup of the sufficiency of legal documentation, procedures, compliance and training of
employees in best practices.

> Labor Law

Definition of “Employment”

Each state adopts its own labor laws.    In addition, federal labor laws exist to protect workers’
civil rights under the federal constitution and implementing federal laws.   Employment can
arise from any kind of contractual relationship for services.  Statutes protecting civil rights apply
to both full-time and part-time employees, and even to temporary employees. 

An “employment” relationship is defined according to state and federal statutes, regulations
and judicial precedents.  The definitions vary according to the particular law, and sometimes
an administrative or judicial balancing is applied to decide whether the relationship involves
an independent contractor or an employee.  In general, employment exists when services are
rendered by an individual, the “employer” has the right to control the manner or method of
performance, payment is made on the basis of hours or time spent and the individual works
for only one “employer”.   In general, an independent contractor operates under his or her
own business name, has multiple clients and invoices the client company for work provided
based on deliverables.  The documentation between the parties is an indication of their mutual
intent, but regulators and tax authorities have consistently taken the position that the
documentation does not define the legal relationship.  Accordingly, careful analysis, planning,
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documentation and monitoring are required to design and implement the intended legal
structure for service delivery. 

Federal Labor Laws

Civil Rights.  Federal and state civil rights legislation prohibits discrimination (or retaliation) by
employers on the basis of sex, sexual orientation, nationality, national origin, race, religion, age
over 40 years, war veteran status and handicapped status.   Violations can be found in any stage
of employment, including evaluation and selection of a candidate for untenable discriminatory
reasons (such as criminal history or low credit score), promotion, changes in compensation,
discipline or termination.  Remedies for violation include “back” pay for lost wages, “front” pay
to overcome the impact of past discrimination, as well as liability to pay attorneys’ fees and
potential civil fines imposed by government agencies.  

Federal Contractors.  Federal Executive Order 11246 prohibits federal contractors and
federally-assisted construction contractors and subcontractors, who earn over $10,000 in
Government business in one year, from discriminating in employment decisions on the basis
of race, color, religion, sex, or national origin. The Executive Order also requires Government
contractors to take affirmative action to ensure that equal opportunity is provided in all
aspects of their employment.

Overtime Wages.  The federal Fair Labor Standards Act (FLSA) requires employers to classify
each employee as “non-exempt” or “exempt” from that law.  Non-exempt employees are entitled
to receive 150% of the hourly rate for time worked in excess of 40 hours in one week, and 200%
of hourly rate for work on holidays.   Exempt employees are considered to be adequately
protected because their salaries are above the threshold where legislators care about “excess”
work and because the “exempt” employee has managerial or supervisory responsibilities.

Family Medical Leave Act and Americans with Disabilities Act.  These federal laws require
employers to allow an employee to be absent, for legally specified periods, for family medical
or personal medical or personal disability reasons.  The ADA requires the employer to make a
“reasonable accommodation” for a medical disability, including mental health problems that
may be difficult to observe.  Where the employer is engaged in a “pattern or practice” of
neglecting its duties under these laws, punitive damages can be awarded.

Whistleblower Protections.  Beginning in 2002 with the Sarbanes-Oxley Act, federal and state
laws have increasingly adopted “whistleblower protection” rights for employees whose
employment is terminated (or adversely affected) because they complain to their managers
about violations of law or company policies.  An employer may not retaliate against an
employee’s assertion of legal rights. 
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State Labor Laws

State laws adopt the “common law” framework that authorizes an employer and employee to
enter into employment agreements.  

Enforcement of Employment Laws

Regulators.  Federal and state labor departments enforce the labor laws directly, or, if they
choose not to do so, they allow the claimant to sue directly.  Federal labor agencies include the
Equal Employment Opportunity Commission, the Department of Labor, the Office of Federal
Contract Compliance Programs, the Occupational Safety and Health Administration, the
National Labor Relations Board.

Litigation.  The American judicial system provides unique incentives for litigation by employees
(or ex-employees).  Lawyers are entitled to negotiate with clients a contingency fee, which can
be in the range of 25% to 40% of the amount collected.  Injured persons can sue for themselves
and a class of “similarly situated” victims of the same wrongful actions by an employer.  Rules
of judicial procedure entitle a litigating party to demand to receive copies of voluminous
documentary evidence before a trial.  Such rules also authorize litigants to conduct
“depositions” of potential witnesses before trial to examine evidence.  Pre-trial “discovery” can
be very intrusive and costly for any litigant.  If foreign parent company is deemed to be
“controlling” the local company’s operations, it could be sued for employment law violations.  

Prevention and Defense of Employment Claims.  The extensive web of employee rights
underscores the need for an up-to-date employee procedures manual that defines permissible
and impermissible conduct by an employee (including a manager) and gives the employee a
third-party ombudsman to complain to.  Concomitantly, all employees should be trained in
employment laws and violators should be punished, or the victims of their breaches will be
entitled to claim that management did not care about respecting employees’ rights.  

Prudent employers manage their legal risks through proper training of employees, keeping
records of all HR events as evidence, adopting policies and practices in employment manuals
and performance reviews, using statistical analysis on a routine basis to monitor employment
practices for possible discrimination arising simply from a “disparate impact” of otherwise
lawful policies and “employment practices” insurance.  

Employers also use arbitration clauses, possibly with waivers of the right to sue in a class, and
litigation techniques to defeat claims that the plaintiffs are “typical” of the class of victims, or
that the injuries of each employee are unique and not common as a group.  The bottom line:
each individual employee must be treated individually, except for general policies that are for
purposes of legal compliance.
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Further, in a “reduction in force” (RIF), employers need to anticipate the impact on the various
protected classes and identify the business need and reasonableness of the criteria used for
selection of individuals and classes of individuals whose employment is terminated.

Special Considerations for Foreign Companies Operating in the U.S. and Foreign Nationals
Employed in the U.S.   Foreign nationals employed in the U.S. may be “seconded” from a foreign
entity.  Such nationals may be entitled to the protections of both U.S. and foreign labor laws.
Managers who are foreign nationals need training to understand the legal and cultural
differences in employment, the role of litigation in enforcement and the administrative and
litigation procedures.  Multinational companies should also implement global initiatives against
corruption and bribery through policies, training and employment contract provisions.  While
many administrative or clerical functions in HR can be outsourced, the foreign manager cannot
delegate the duty to manage human resources.

> Foreign Investment

The United States is the main source of foreign direct investment and also the leading host
country for foreign direct investment (FDI).  

Anti-Competition Laws

The U.S Department of Justice and Federal Trade Commission each has jurisdiction to review
and challenge all acquisitions (regardless of nationality of ownership) for potential violations of
antitrust (anti-competition) laws under the Sherman and Clayton Acts.  Under the Hart-Scott-
Rodino Antitrust Act, pre-merger notification and federal review are mandatory where there is
a risk of impairing competition.  The review process can result in negotiated restructuring of
the acquisition, such as the divestiture of certain operations that would result in “excessive”
concentrations such as oligopolies or monopolies.

National Security Review Process

Like many other countries, the U.S. prohibits foreign control of U.S. businesses in certain sectors
(particularly banking, aviation, railroads and energy).  Unlike other countries, the U.S. does not
review every foreign investment, but rather adopts a “voluntary” disclosure and review process.
If the foreign investment is not disclosed, but should have been disclosed because of its impact
on “national security,” the President has authority to order the retroactive divestiture of the
foreign investment.  In addition, foreign investment in real property must be disclosed.

The Exon-Florio amendment to the Defense Production Act, as amended by the Foreign
Investment and National Security Act of 2007 (“FINSA”), authorizes the President to suspend
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or prohibit transactions that could result in foreign control of U.S. companies if the transaction
threatens to impair national security.  The review of individual transactions has been delegated
to a federal interagency committee, the Committee on Foreign Investment in the United States
(CFIUS).  

CFIUS Procedures

While application to CFIUS for review is voluntary, firms subject to an Exon-Florio review that
do not notify CFIUS remain indefinitely subject to Exon-Florio and appropriate actions by the
President.   However, Exon-Florio applies only when a transaction is related to national security,
which is the case in a small percentage of the overall number of foreign direct investments in
the United States. 

Particular transactions may be approved by CFIUS without conditions, or may be approved on
the condition that the investor adheres to certain mitigation agreements, sometimes called
“national security agreements.”   For example, a mitigation agreement could involve the transfer
of national security-related operations to U.S. nationals and to control by U.S. citizens.   The
President can, based on the advice of the committee, exercise his authority under the Exon-
Florio provision to suspend or prohibit a foreign acquisition of a U.S. company only if he finds
that there is credible evidence that the foreign entity exercising control might take action that
threatens national security, and that laws (other than Exon-Florio and the International
Emergency Economic Powers Act) do not provide adequate and appropriate authority to protect
national security.

Under FINSA, CFIUS and the President must consider, as appropriate, the following additional
factors including the potential national security-related effects on “U. S. critical infrastructure,
including major energy assets” and “U.S. critical technologies,” as well as “energy and other
critical resources and materials.”  Issues include whether the transaction is a foreign
government-controlled transaction, non-proliferation, counter-terrorism, military applications,
foreign export controls and military threats.  

Timing of CFIUS Review Process

The CFIUS review process invites foreign companies to have informal discussions with the
Federal government before completing a major acquisition.   This informality allows companies
to make proposals and respond informally to concerns expressed by CFIUS.   Without such
informal review, the foreign investor would face a choice between “near-automatic” rejection
and a risk of post-acquisition divestiture ordered by the President.  Thus, the CFIUS review
process has four steps: (1) notice of the transaction to CFIUS (either by voluntary disclosure or
at CFIUS’s request); (2) a 30-day CFIUS review to determine whether the transaction raises
national security concerns; (3) if so, a 45-day investigation period to determine whether such
concerns require remedial action by the foreign investor to mitigate and address them; (4) and
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if such action is required, a 15-day period for the to decide to permit, suspend, or prohibit the
transaction.   

Suspension or Blocking of the Acquisition

The CFIUS is granted authority to suspend or block transactions deemed to threaten national
security on a finding that there is “credible evidence” that the foreign entity exercising control
might take action that threatens national security. For completed transactions, the President
(on CFIUS recommendation) may order divestment.

Reporting

Foreign investors in the U.S. must report their investments to the U.S. Bureau of Economic
Analysis for statistical compilations.

The USA PATRIOT Act

The USA PATRIOT Act and the Homeland Security Act establish procedures for policing threats
to national security.  Among other things, they include provisions that prohibit a law firm from
disclosing to its foreign client the existence of governmental inquiries into attorney-client
privileged communications.  While there are judicial safeguards, they are minor.

The Foreign Assets Control Act

In support of a policy of imposing political sanctions on certain foreign individuals, organizations
and governments, the U.S. may require the sequestration of U.S. assets owned by such listed
foreign owners.  Sanctions currently apply to assets owned by Iran, North Korea and Syria.

> Real Estate Law

Types of transactions

Foreign nationals may engage in many types of real estate transactions.   They may invest in
individual properties (such as land, office buildings, retail, multifamily, industrial, or hotels),
engage in joint ventures to invest equity into existing properties or to invest in the development
of new projects, sell and leaseback the property, invest in real estate investment companies
(public or private), borrow, lend or restructure loans based on mortgages in U.S. real property;
commercial development of real property and leasing of offices and retail space.   Under current
cultural and economic norms for “corporate social responsibility,” emerging legal issues
include the introduction of environmental sustainability clauses.
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Overview.  Foreign investors in U.S. real estate must comply with many special rules governing
taxation, disclosure and reporting and other regulations.  Some rules relate only to real estate.
Other rules apply to foreigners generally.

Foreign Investment

Generally, the rules governing foreign investment apply to acquisition of U.S. real property.  See
Foreign Direct Investment.  In addition, for agricultural land, the federal Agricultural Foreign
Investment Disclosure Act (“AFIDA”) of 1978 authorizes the U.S. Department of Agriculture’s
Natural Resources Analysis Group, by regulations, to create a nationwide system for the
collection of information pertaining to foreign ownership in U.S. agricultural land.  The
regulations require foreign investors who acquire, transfer or hold an interest in U.S.
agricultural land to report such holdings and transactions to the Secretary of Agriculture on an
AFIDA Report Form FSA-153.   

> Tax Law

Foreign individuals and companies can reduce or avoid certain U.S. taxes through advance
planning and should consult a U.S. attorney on U.S. and international tax issues, as well as
corporate structuring and governance issues, before establishing investments, businesses or
residency in the U.S.  

Multiple Taxing Jurisdictions

The U.S. tax system allows taxation by all levels of government (including cities, counties,
state and the federal government).  In addition, special taxing districts exist for sewer, water,
mass transit, airports and other regional benefits, increasing the complexity, burdens and
cost of compliance.  

Taxation by States

Most states adopt the general tax accounting rules of federal income taxation.  State taxes are in
addition to federal taxes, but can be claimed as deductions from federal income taxable income.

Capital Gains Taxation

All taxpayers enjoy a lower income tax on long-term “capital gains” for “capital assets” held at
least one year.  
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Dividends Received Taxation

Qualifying dividends are subject to a maximum 15% federal income tax rate.

Taxation of Individuals

Income, gift and estate taxes are payable by individuals. The impact on foreign nationals is
reduced by the existence of U.S. law allowing foreign tax credits (subject to limitation) and many
treaties on the avoidance of double taxation of income, gifts and estates (successions).   There
is no value added tax.  

Foreign Individuals

The tax regime for foreign nationals depends on their residency for tax purposes as well as
their immigration visa status.   U.S. citizens and “tax residents” pay federal income taxes on
their worldwide income, U.S. gift taxes on inter vivos gifts and U.S. estate taxes upon the value
of their worldwide assets upon death.  

Tax Residency

Every taxing jurisdiction has its own definition of “residency.”  For federal income tax, a non-
resident alien does not become a tax resident if he or she stays inside the U.S. (including airline
stopovers) for up to 121 days per year on average or for less than 183 days in one year.  For New
York income tax purposes, a non-resident becomes taxable if he or she has a place of abode in
New York and spends at least 30 days in New York.  

Visa Status

Foreign nationals who live in the U.S. as “lawful permanent resident” (green card holders) are
taxed as if they were U.S. citizens.     Non-resident aliens intending to reside in the United States
should consider a number of important tax planning steps before acquiring residency. 

Federal Income Tax Rates; Regular and “AMT” Taxation

Individual income tax rates are deceptively complex.  Individuals must compute their taxes using
ordinary methods and then under an “alternative minimum tax” (“AMT”) that eliminates many
of the biggest taxable deductions.   Tax rates can vary from year to year.   Maximum rates are
deceiving because of AMT and the elimination of certain deductions are forfeited by high-income
taxpayers.   Individual rates depend on one’s status: individual, head of household, married
filing jointly or married filing separately.  For married taxpayers filing jointly in 2012 (and does
not allow certain deductions), federal income tax rates ranged from 10 % for incomes of up to
$17,400 to a maximum of 35% for married taxpayers filing jointly.  For 2013, changes are
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anticipated due to Presidential elections in November 2012.  The federal “Alternative Minimum
Tax” (AMT) is computed and, if higher than the “ordinary” tax rate, the AMT applies.

State and City Income Taxes

States and some cities impose income taxes too.  For simplicity, they follow the “federal”
definitions of taxable income, but perhaps with minor exceptions.  State and city income taxes
are deductible as expenses that reduce taxable income for federal income purposes.  

Real Property Taxes

Multiple non-federal taxing jurisdictions impose real property taxes on the value of real property.
Taxpayers may challenge the assessed valuations to reduce the overall taxes.  

Intangible Property Taxes

Florida taxes its residents on the value of their investment portfolio in securities and other
intangible assets, but it does not tax their personal income.

Taxation of Businesses

U.S. taxation of businesses is based on nationality of the business entity, whether foreign-source
income is “effectively connected” with the conduct of a U.S. trade or business, and whether the
business entity is structured and taxable as a “partnership” or as a “corporation.”  If the legal
entity is incorporated or established under the laws of a U.S. state, then its worldwide income
will be subject to U.S. income taxes, regardless of the actual situs of business operations or
management decision-making.

”C” Corporations

Normally, corporations are subject to two levels of income taxation: a corporate income tax at
the corporate rate and a dividend tax on shareholders at the shareholder’s tax rate.  Such
corporations fit within the “C Corporation” tax regime. “C” Corporations can carry forward any
losses from one year to the next 15 years, and future losses can be carried back for two prior
years upon filing an amended tax return.  Intercompany dividends from an 80% controlled
subsidiary to its U.S. parent are not taxable in consolidated groups.

“S” Corporations

Only one level of income taxation applies where all corporate shareholders are individual U.S.
citizens or resident aliens (or eligible trusts or holding entities), there are not more than 100
shareholders, there is only one class of stock and the corporation files a tax election for “S
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Corporation” status.  “S” corporations are effectively taxed as a partnership (subject to certain
limitations).

Partnership-Type Entities

There are no income taxes imposed on business entities that are taxable as partnerships, but
their owners are taxed regardless whether the entity distributes income sufficient to pay the
taxes due.  Unless it elects to be taxable as a corporation, a limited liability company, a limited
liability partnership, a limited partnership and a general partnership are taxable as
partnerships.  Foreign owners of partnership entities are considered to be engaged in the
business in the U.S. directly, so that they are taxable (and must file income tax returns) on their
allocable share of business net profits.  However, foreign corporations that own a U.S.
partnership entity must pay a withholding tax (“branch profits tax”) of 30% of the “deemed
dividend” paid from the U.S. entity, which is then eligible for reduction under the terms of the
applicable double income tax agreement.    

Entities taxable as partnerships lack some of the benefits enjoyed by corporations

Partnerships cannot carry back or forward any current year’s taxable losses.  For startups, this
means that a tax loss is not recovered in future years to offset future profits.  Also, a partner’s
share of the entity’s tax losses is not deductible to the extent the loss exceeds the partner’s
adjusted tax cost of his or her share of equity ownership.

Anti-Abuse Provisions

U.S. laws and treaties contain special anti-abuse provisions designed to prevent the
establishment of dummy companies, dummy transactions and other artificial or hidden
structures that evade tax.  

■ RECHARACTERIZATION. The IRS may recharacterize any transaction in order to “properly”
reflect its tax accounting status.  As applicable the IRS must use caution and consult with foreign
taxing authorities under an income tax treaty to avoid double taxation.  

■ ACCUMULATED EARNINGS TAX. The dual-level of taxation of “C” corporations encourages
corporations to accumulate income and to pay owners by other methods, such as license
royalties, salaries, bonuses, benefits and other operating expenses.  To combat abuses in the
accumulation of earnings, federal income tax law imposes an “accumulated earnings” tax on
income that is not held for reasonably anticipated uses in the business operations.  Such uses
include planning for mergers and acquisitions and simple risk management in a volatile or
challenging economy.  A minimum 25% tax applies to “S” corporations earning 25% or more
gross income from passive investment income.
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■ CFC. The “controlled foreign corporation” tax provisions impose a tax payable by U.S. tax
residents on “deemed” dividends from foreign corporations that are interposed between the
U.S. company and its foreign business customers.  

■ PFIC.  The “passive foreign investment company” provisions prevent U.S. tax residents from
deferring income taxes of offshore holding companies.  

■ FBAR’s.  Treasury regulations require U.S. taxpayers to declare their foreign bank accounts.
Since interest payments are deductible, tax authorities can challenge “excessive” levels of debt
of “thinly capitalized” corporations.

Corporate Tax Rates

Corporation income tax rates start at 15% for corporate income not over $50,000, with the
maximum rate being 35% for income slices in excess of $18,333,333.00.  Corporations may
consolidate their income tax returns so that only the U.S. parent entity files and pays taxes.

Mergers and Acquisitions

Federal income taxes can be avoided by structuring a merger or an acquisition as a change in
form without any transfer of cash to the “seller.”   Depending on the structure, a merger or
acquisition can therefore be tax-free, partially tax-free or totally taxable for the “sellers.”  

Cash vs. Accrual Methods of Accounting

Generally, federal tax law prohibits the use of the “cash receipts” method of accounting for two
purposes.  An exception applies for corporation and partnerships with annual gross receipts
under $5 million for the three years ending with the current year. 

Taxation of Foreign Investors, Employees, Visitors and Foreign-Owned Businesses

The U.S. tax system is based upon the taxpayer’s nationality and the character of the taxpayer’s
activity in relation to the U.S.

■ FOREIGN VISITORS CONDUCTING BUSINESS WITH THE U.S. The U.S. does not tax foreign
visitors who are not U.S. tax residents.  However, if the visitor has a U.S. place of business, a
branch office or a warehouse, or a “dependent” agent, income from such operations is taxable.
Foreign business executives should obtain advice on how to comply with U.S. business visitor
visas (B-1, E-1, H1-B, L-1, O) and the taxation of working in the U.S. for a foreign company
and/or its U.S. affiliates.
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■ FOREIGN-OWNED U.S. BUSINESSES. Taxation of foreign-owned businesses follows several
principles.  

- Passive Investment Income.  Non-resident aliens and foreign corporations who do not have a
U.S. trade or business are taxable only on their U.S. income that is either (i) “effectively
connected” with a trade or business conducted in the U.S. or passive income.  Passive income
(including interest, dividends, rents, royalties and other “fixed and determinable, annual or
periodical income”) is normally subject to a U.S. withholding tax under rates of 30% or lower
rate under an applicable tax treaty.  

- Business Operations.  Foreign-owned businesses are generally taxed as local businesses.
The rules governing “effectively connected” income tax more broadly than the rules governing
a U.S. “permanent establishment” under a U.S.  tax treaty.

- Intercompany Transactions.  Foreign companies normally provide administrative support for
the operations of their U.S. subsidiaries.  Regulations seek to apply “arm’s length” pricing
principles to determine whether payments by a U.S. subsidiary are excessive (and thus subject
to dividend treatment).  Generally, “back office” administrative functions such as accounting,
billing, collections and records management are not considered to generate substantial income
in an arm’s length deal, while product design and sales activities are considered higher value
activities.  Foreign companies normally enter into administrative services agreements and other
contracts to support the validity of such transactions for income tax purposes.  

■ FOREIGN-OWNED PASSIVE INVESTMENTS IN THE U.S. Non-resident alien investors are
subject to a U.S. withholding tax of 30% of the gross amount of passive income from U.S.
sources.  “Passive” income means “fixed or determinable, annual or periodical income” such
as rents, royalties, dividends and interest.  Income tax treaties reduce such withholding taxes
to lower rates such as 5% or 15%, depending on the percentage of the U.S. business entity
owned by the foreign ‘investor.”   

■ FOREIGN-OWNED U.S. REAL PROPERTY INTERESTS. Under the Foreign Investment in Real
Property Tax Act of 1980 (“FIRPTA”), a U.S. federal income tax is collected upon the “disposition”
by a foreign owner of U.S. real property interests (“US RPI”).  A taxable “disposition” includes,
a sale, exchange, capital contribution, redemption, distribution or gift.  Such tax applies to the
sale of the real property or to an entity at least 50% of whose value consists of U.S. real property.
On IRS Forms 8288 and 8288-A, the buyer from a foreign seller must withhold and pay to the
IRS 10% of the purchase price.  All sellers of US RPI must identify themselves as either U.S. or
foreign.  The seller must report and pay taxes on the sale by filing a U.S. Federal Tax Form 1040-
NR or Form 1120-F.  The withholding and tax maybe reduced or eliminated in certain
circumstances, such as where (i) the disposition qualifies as a tax-free exchange of similar
property or a tax-free contribution to the equity of a corporation, LLC, partnership or other
entity, (ii) the transferor’s maximum tax liability is less than the amount that would normally
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be withheld, (iii) the payments are made in installments in more than one year, (iv) the IRS
approves the reduced withholding in an agreement, secured by a letter of credit or surety bond)
with the transferor or transferee, or other agreement with the IRS (such as a “blanket
withholding certificate” for multiple properties or other non-standard situation).

■ Foreign-Owned Intellectual Property. oreign-Owned Intellectual Property. A special expatriation tax (or “toll charge”) applies
when a U.S. taxpayer (such as a U.S. subsidiary) transfers intellectual property to a foreign
corporation.   Foreign businesses that intend to develop intellectual property in the U.S. should
structure their U.S. investments in a manner that avoids the impact of this rule.  Such
structuring can only be valid if implemented before the development of the U.S. intellectual
property. 

■ FOREIGN EMPLOYEES OF U.S. COMPANIES. Federal income tax laws give special deferrals
of income tax liability for U.S. tax residents and employees of U.S. employers.  Foreign national
employees can enjoy such benefits if they are U.S. tax residents during the relevant periods,
and upon return to their home countries they could lose some benefits if they fail to take
precautionary plans.  

- Pension Plans.  The Employee Retirement Income Security Act of 1974 allows employers to
establish “ERISA” plans that defer the date when qualifying employee wages will be taxed.
Foreign nationals who are U.S. tax residents and employed by such a plan can enjoy such tax
deferrals.   However, if the foreign national changes tax residency, the U.S. tax rules will follow,
and U.S. taxes will be due in the future.

- Social Security Equalization Treaties.  Foreign nationals working for many years in the U.S.
are entitled to return to their home countries and receive local social security coverage in the
foreign country by reason of U.S. withholding of U.S. Social Security taxes during their former
employment in the U.S.   Such mutual recognition by foreign countries is based on foreign local
law or on a Social Security Equalization Treaty.   The period of working in the U.S. as a condition
for eligibility may vary from five to ten years, depending on the country.

■ EXPATRIATION TO AVOID U.S. TAXATION. Foreign nationals who become “long-term U.S.
residents” (including U.S. “lawful permanent residents” (“green card holders”)) will be treated
as if they were U.S. citizens.   For such individuals who leave the U.S. to avoid the application of
U.S. income, gift and/or estate taxes, U.S. tax authorities may collect taxes on their worldwide
income for 10 years after they have left the U.S.  This rule applies only if average annual income
for 5 years exceeds an inflation-adjusted amount ($151,000 for 2012), net worth exceeds $2.0
million, or upon exit, the individual has failed to certify tax compliance for the previous five years.
As in any foreseeable change of personal circumstances, careful preliminary tax planning can
minimize the impact of such rules.   
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■ TAXATION OF “STARTUPS” AND NEW VENTURES. Special incentives exist to encourage
individuals to work for comparatively low salaries for innovative startups and other new
ventures.  These tax rules help convert their “sweat” into “equity” through stock options and
other incentive compensation.   

- Qualified Stock Option Plans.  If a corporate employee receives stock options under a
“qualifying stock option plan,” the employee does not pay U.S. income tax on the value of the
option, or on the profits from the future sale of the stock purchased by exercising the option,
UNTIL the stock is actually sold.  

- Election to Pay Tax Early on Property Received in Payment for Services.  Similarly, an employee
or consultant of a corporation or LLC can receive equity ownership rights (such as stock options
or shares) in consideration of personal services performed.  Such individual can elect to convert
such rights into a capital asset and pay future taxes only on sale at capital gains rates, if he or
she pays tax currently on the value of the rights (options or shares) and the rights, when received
by the individual, are subject to a substantial risk of forfeiture.  

Intellectual Property

Intellectual property rights (“IPR”) consist of patents, trademarks and copyrights.  The
Constitution authorizes federal regulation of IPR.  Under the common law of all U.S. states,
trade secrets are eligible for judicial protection as well, provided that the “owner” has actually
taken reasonable steps to prevent unauthorized disclosure.  Domain names and Universal
Resource Locators (“URL’s”) are also eligible for various protections.  

Patents

U.S. patents may be granted only if an inventor “invents or discovers any new and useful
process, machine, manufacture, or composition of matter [including plant varieties], or any
new and useful improvement thereof.”   A patent may not be obtained though the invention is
not identically disclosed, if the differences between the subject matter sought to be patented
and the prior art are such that the subject matter as a whole would have been obvious at the
time the invention was made to a person having “ordinary skill” in “the art” to which said subject
matter pertains.  The duration of a U.S. patent commences with the date on which the patent
issues and ends 20 years after the date when such the application (or earlier application
referenced in the application) was filed in the United States.   

Patent applicants must remember some cardinal principles.   Before filing an application, the
inventor must not to disclose patentable information without an appropriate non-disclosure
agreement.   Foreign applicants must file a U.S. application within twelve months from the
earliest date on which such foreign application was filed.  However, no U.S. patent may be
granted on any application for an invention which had been patented or described in a printed
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publication in any country more than one year before the date of the actual filing of the
application in the U.S., or which had been in public use or on sale in this country more than one
year prior to such filing.

Patent litigation is reportedly a $29 billion industry in the U.S.  To reduce such costs and
procedures, the America Invents Act of 2011 adopted a “first-to-file” priority rule and modified
the litigation rules and made it more difficult for patent owners (particularly “patent trolls,” or
“non-practicing entities”) to sue alleged infringers as a common group in a single lawsuit.
Settlement may be accelerated by a “Markman” hearing in which the court and parties construe
the patent claims to see whether any probable infringement exists.

Trademarks

A trademark is a brand name. A trademark or service mark includes any word, name, symbol,
device [which can be a simple color or a complex logo], or any combination, used or intended
to be used to identify and distinguish the goods/services of one seller or provider from those of
others, and to indicate the source of the goods/services.  Although federal registration of a mark
is not mandatory, it has several advantages, including notice to the public of the registrant's
claim of ownership of the mark, legal presumption of ownership nationwide, and exclusive right
to use the mark on or in connection with the goods/services listed in the registration and the
right to claim damages.   Federal trademark applications must allege an actual or intended
use of the mark in interstate or international commerce of the U.S.  States also issue local
trademark registrations, but they only apply within such states and may be superseded by a
federal trademark.

Filing procedures permit foreign applicants to file a U.S. trademark application and rely upon
the foreign trademark application as the “priority date” for purposes of conflicts with other
applications for U.S. trademarks.  A foreign applicant must file a claim of priority within six
months of the filing date of the foreign application.

The duration of a U.S. trademark is ten years, and is renewable.  However, the mark will be
deemed abandoned if, between the fifth and sixth anniversaries of the date of registration, the
owner fails to file a certificate of use.

Copyrights

The duration of a U.S. copyright for works created on or after January 1, 1978 commences on
the date of creation and endures for the life of the author and 70 years after the author's death
(or, for joint authorship where the work is not “for hire,” the life of the last surviving author and
70 years after such author's death.  In the case of an anonymous work, a pseudonymous work,
or a work made for hire, the copyright endures for a term of 95 years from the year of its first
publication, or a term of 120 years from the year of its creation, whichever expires first. 
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Unlike other countries, the U.S. requires a copyright registration with the U.S. Copyright Office
before any damages for infringement can be demanded.  

Copyright has limited value for business operations.   However, business owners can obtain
substantial benefits by registering U.S. copyrights for software, business catalogs and non-
confidential business documents. 

Foreign Ownership

Foreigners are guaranteed equal and “non-discriminatory” “national treatment” with U.S.
nationals under World Trade Organization and other conventions.  Thus, foreign patent
applicants who are domiciled in WTO countries enjoy the same priority as American patent
applicants.   A few surprises might arise even under this standard.  For example, regardless of
the nationality of the inventor, where a patent application is likely to have an impact on national
security, federal law permits the government to indefinitely suspend publication. 

Export Controls

U.S. “high-tech” businesses are subject to regulations on the export of U.S. technical data.   An
“export” can occur within the U.S. by mere verbal disclosure.  Sanctions and fines are imposed
for failure to obtain a valid license for the export of items on the “commodity control list” to
restricted countries.  Each export thus requires a separate analysis by target customer and
type of goods or services.

Privacy and Data Protection

Based on large number of narrow laws and regulations, U.S. law on privacy and data protection
has suffered from a piecemeal process.  There is no equivalent to the European Union Directive
on Data Protection.   Privacy law requires special attention, regardless of the location of the
business operations, if the business targets U.S. customers.  

■ CHILDREN PORNOGRAPHY. The Children’s Online Pornography Protection Act bans displays
of pornography to children under the age of 13.

■ DECEPTIVE TRADE PRACTICES. The Federal Trade Commission and state attorneys general
enforce federal and state laws against “deceptive trade practices.”  These agencies have
adopted regulations and enforcement proceedings to ensure that companies honor their
commitments in online privacy statements.

■ PRIVACY BREACH NOTIFICATION STATUTES.  Virtually all states have adopted laws that
require companies to disclose to local governmental officials and customers the existence of a
security breach of personally identifiable information.   Generally, such laws do not apply unless
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at least 5,000 individuals in that state are affected.  Companies suffering such security breaches
normally have to hire specialists in making the appropriate notifications and taking steps to
mitigate the impact of potential identity theft.  

■ PRIVACY NOTICES.  Anyone publishing information online needs a privacy notice to identify
their level of protections.  Appropriate warnings can be published, but that may scare away
customers.  

Litigation in U.S. Courts

■ EXTRATERRITORIAL JURISDICTION. The “long arm” of U.S. law can be felt across the world.
Generally, U.S. laws are applicable (and U.S. courts have judicial jurisdiction to enforce such
laws) regarding any activities (foreign or domestic) that have an impact, or a reasonably
foreseeable impact, within the U.S.  Thus, U.S. courts can assert jurisdiction over foreign
participants in foreign cartels and foreign “torts” such as frauds and conspiracies, where there
is an actual or threatened violation of a protected legal right in the U.S.  

■ DISCOVERY. In general, American judicial procedure involves mandatory pre-trial disclosure
to the adverse party of all information that is either admissible evidence or leads to potential
admissible evidence.  If information is “privileged” (such as attorney-client communications
and attorney work product), it is exempt from disclosure.  The burden and costs of disclosure
(and making objections to disclosure) sit with the party who is requested to disclose such
information, unless the disclosure would be excessively burdensome (as determined by a judge).

■ “HOLDS” TO PREVENT “SPOLIATION OF EVIDENCE.” Every defendant in the U.S. must take
immediate steps to preserve disclosable information from inadvertent destruction.  Normally,
a company’s lawyer sends a notice to the Chief Information Officer to preserve backup tapes,
and to erasure.  If this step is ignored, the company risks a sanction: the jury may be directed
by the judge to presume that the destroyed evidence was adverse to the company.  In short,
spoliation of evidence can lead to loss on the merits of the dispute.

■ E-DISCOVERY. Given the enormous amount of electronic documentation that must be
reviewed, U.S. courts have adopted rules that require adversaries to meet and review the
procedure for disclosure of pre-trial information.   In 2012, courts began approving the use of
computers (“big data analytics”), not humans, to do the initial search for “relevant” evidence or
information leading to potential evidence. 

■ ATTORNEYS’ FEES. U.S. common law and statutes do not generally award attorneys’ fees
of the winner as damages payable by the loser.  Exceptions exist in the field of antitrust (anti-
competition) law, the Foreign Corrupt Practices Act, civil rights violations and certain
employment rights.   Arbitrators do not automatically have the authority to award attorneys’
fees as damages, but this can be changed by contract.


