SHEET 16

What guarantees exist for the disposal of securities?

The disposal of all or the majority of a company's securities is the usual and modern way
in which businesses in corporate form are sold. However, unpleasant surprises for
purchasers are common; therefore, in litigation relating to this issue, purchasers of
securities will seek to invoke protective measures. These measures - which will be
referred to more broadly as guarantees - take two forms: some are provided for by law,
others are created by specific agreements.

A distinction is made between legal and contractual guarantees.

1 - Legal protections

Purchasers most often complain that the company acquired is not performing as
expected and they must deal with unexpected tax or social security adjustments, etc.

In other words, purchasers are complaining that the price paid was too high. However,
neither general contract law nor sales contract law offers much protection.

a) General contract law offers protection against defects in consent

It should be remembered that the decree reforming contract law came into force on 1
October 2016 and contracts entered into before that date are therefore governed by
previous legislation. However, when it comesto defectsin consent, the reform of contract
law has not really changed the existing solutions. Instead, it has reinforced and codified
them in certain cases.

i. Error

An error in relation to value is not admissible. Purchasers cannot complain that they
mistakenly paid too high a price. Purchasers can only complain about an error in the
essential qualities of the service due (Civil Code, Art. 1132). However, the essential
gualities of company units or shares are limited: the right to share in profits and the right
to vote. Therefore, it is very rare that an error would be invoked regarding essential
qualities. The Court of Cassation has held, however, that an error exists when a person
acquiring the shares held discovers, afterthe disposal is made, that the company cannot
continue its economic activity (Court of Cassation, Commercial Chamber, 1 Oct. 1991,
JCPE 1992, 277).

il.  Wilful misrepresentation
Wilful misrepresentation is the act of obtaining the consent of the other party by deceit

or lies (Civil Code, art. 1137), for example, by misrepresenting the accounts.
Fraudulent concealment was created by case law. It is now described in the Civil Code
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as a form of fraud: its particular feature is the intentional concealment by one party of
information, where such party knows that it is of a decisive nature for the other party
(Civil Code, art. 1137).

Fraud is sanctioned even if it has led to an error in the value of the service (Art. 1139).

For fraud to be accepted, the injured party must not be able to be accused of any
negligence. The decisive nature of the fraud is assessed in the light of the person and
the circumstances (Civil Code, Art. 1130): the judge may consider whether, in the light
of their experience, the injured parties in fraud were actually deceived (Commercial
Chamber, 11 May 2017, no. 15-14239).

- Fraud may limit the scope of any liabilities guarantee that may be provided in connection
with the same disposal. Indeed, it is not possible to exonerate oneself from fraud in
advance. It follows that a liabilities guarantee clause can in no way prevent proceedings
for nullity on the grounds of fraud (1% Civ., 3 Feb. 2015 n0.13-12483).

- If fraud is proven, the transferee may request that the disposal be declared null and
void or claim compensation for the damage suffered. If purchasers opt for a declaration
of nullity, they thereby renounce the benefits from the contract. Nullity is relative. This
action is subject to the general law limitation period of five years.

Often, however, purchasers do not wish to annul the purchase and prefer to remain a
partner, while asking for a reduction in the agreed price. The Court of Cassation has
ruled that the transferee could not seek to maintain the initial contract and claim
compensation for the damage resulting from entry into the contract. As a result, "the
damage for which compensation may be awarded corresponds solely to the loss of a
chance to have entered into a contract under more advantageous conditions"
(Commercial Chamber, 18 Dec. 2019, no.17-22.544).

iii.  Wilful misrepresentation and a director’s duty of loyalty

- When a director acquires shares from its shareholders or acts as an intermediary in
reclassifying their shareholdings, the nature of the director's position has an effect on
how the misrepresentation is established. Normally, a purchaser does not have to inform
their contracting partner of any information in the purchaser's possession relating to the
value of the item sold. However, the judge's assessment is different when the company
director is the direct or indirect transferee of the shares. In this case, the Court of
Cassation considers that directors have a duty of fairness towards their shareholders,
which requires them to inform the transferor, who has less information (Commercial
Chamber, 10 July 2018, n0.16-27.868: “a director transferee fails in their duty of fairness
if the transferee does not inform the shareholder making the disposal of negotiations in
progress with a third party with a view to reselling the securities that are the subject of
the disposal, regardless of the stage they have reached”).

- In the event of a lack of fairness recognised by the judge, the loss is not equal to the
capital gain made by the director, but to the loss of an opportunity to trade these shares
at a better price (Commercial Chamber, 15 March 2017, no. 15-14.419).
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b) Sales law offers specific guarantees

As the disposal of securities constitutes a sale, the guarantees applicable to the
transferee under sales law must be considered.

- the guarantee against hidden defects (Civil Code, Art. 1641) only guarantees the
substance of the thing sold. However, the disposal of corporate rights only grants the
purchaser the right to vote and the right to share in the company's profits. Under these
circumstances, the purchaser cannot invoke the guarantee against hidden defects on
the grounds that the purchase has turned out to be less attractive than the purchaser
had believed. However, as in the case of error, the Court of Cassation has held that it is
possible to invoke a defect preventing the company from continuing its economic activity
(Court of Cassation, Commercial Chamber, 12 Dec. 1995, published in the Bulletin, Joly
Sociétés 1996, p. 200).

- The question arises as to whether the guarantee against dispossession due to personal
fault gives rise to a non-competition obligation on the part of the transferor. Provided the
disposal relates to corporate rights, and not to a business, there should be no such
obligation. However, as in the case of the guarantee against latent defects, the Court of
Cassation has accepted that the guarantee against dispossession may be invoked if the
transferor demonstrates the existence of acts likely to prevent the company from
continuing its business and therefore from achieving its corporate purpose (Commercial
Chamber, 21 Jan. 1997, no. 94-15.207). However, the guarantee against dispossession
must be reconciled with the transferor's freedom of enterprise, and the prohibition on the
transferor must be proportionate to the legitimate interests of the transferee (Commercial
Chamber, 10 Nov. 2021, no. 21-11.975).

The limited nature of these legal guarantees has led to the increasingly widespread use
of contractual guarantees.

2 — Contractual guarantees

These contractual guarantees are the result of practical experience, partly imitating
American practice.

Contractual freedom allows for a wide variety of clauses. However, a distinction is usually
made between two types of guarantees, which tend to follow one another in the same
legal document: non-accounting guarantees precede accounting guarantees. The former
are generally referred to as "Declarations” and the latter as "Guarantees" or “Liabilities
Guarantees’. It is important to bear in mind that there is no legal terminology in this area,
and the terms used should be treated with caution. In each case, we need to consider
the exact nature of the document in question.

a) Declarations

As the name somewhat suggests, these are declarations made by the transferor about
the content of the assets or liabilities of the transferred company: insurance contracts,
lease agreements, senior management employment contracts, subcontracting
agreements, long-term commitments, buildings owned, existing disputes, statements in
which the transferor claims to have complied with various regulations. For a long time,
the exact scope of the declarations was overlooked, as the transferors who drew them
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up were inclined to present their company in the best possible light. If these statements
cause damage to the purchaser, the transferor is contractually liable to the transferee.
(Commercial Chamber, 2 Feb. 2010, no. 09-11.064)

Example of a declaration: “The guarantor guarantees the accuracy and completeness of
all declarations and undertakes to indemnify the beneficiary in full against any loss,
damage or harm that the beneficiary may suffer as a result of the inaccuracy of any of
these declarations” (Commercial Chamber, 21 March 2018, n0.16-13867).

b) Liabilities and asset guarantees

This generic term sometimes covers more than liabilities guarantees in the strict sense.
We therefore need to examine their actual content carefully.

i.  Thedifferent guarantees

Strictly speaking, a liabilites guarantee is a commitment, whereby the transferor
undertakes to pay a liability that did not appear in the company's key financial
statements, but which becomes apparent after the disposal, although the cause of the
liability arose prior to the sale.

Asset and net asset guarantees are less common. An asset guarantee is a guarantee
against any reduction in the value of the assets, not recorded in the company'saccounts,
which may be revealed after the sale. A net asset guarantee enables the losses incurred
by the transferee to be offset against any additional assets recognised (excess
provisions, time-barred debts, etc.).

Limits are generally placed on these guarantees: threshold for triggering the guarantee,
excess, cap on the guarantee, special formalities, time limits, etc.

It is common for a clause to require the transferee to notify the transferor of the
occurrence of any event that may trigger the guarantee, so that the transferor can help
defend the company. If there is no such clause, there is normally no obligation to provide
information. In many cases, the information clause stipulates that if the transferee fails
to notify, the guarantee will lapse. In this case, the transferee will not be able to claim
under the liabilities guarantee. If there is no express provision for lapse, the court will
decide at its discretion whether lapse may have occurred simply because the transferee
failed to give notice (Commercial Chamber, 3 May 2018, no. 16-20.741).

ii. Beneficiaries of guarantees

In essence, and depending on what the parties agree, the beneficiary may be either the
company being transferred or the purchaser itself. This distinction is important because
the legal mechanism underpinning the beneficiary's rightis different. In the first case, the
mechanism used is a stipulation for third parties. In the second case, the mechanism
used is a price review clause.

In the event of a stipulation in favour of a third party, the transferor assumes all new
liabilities, regardless of the amount, unless otherwise stipulated. The company is the
beneficiary. A price review clause can only benefit the purchaser and cannot bind the
transferor in respect of more than the purchase price (Paris, 27 June 1989, published in
the Bulletin, Joly Sociétés 1989, p. 695).
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The Court of Cassation has held that, in the absence of a clear stipulation to the contrary,
the beneficiary of a contractual guarantee is in principle the transferee (Court of
Cassation, Commercial Chamber, 8 March 2017, no. 15-19.174: “whereas after having
recalled that the beneficiary of a guarantee of assets and liabilities is, in principle, the
transferee of the corporate rights and that, while the disposal agreement may make the
company whose securities are transferred the beneficiary of the guarantee, either
exclusively orin parallel with the transferee, the disposal agreement must contain a clear
stipulation in its favour, the Court of Appeal, having noted that Article 2.1 of the
agreement designated the transferee company as the beneficiary of the guarantee, has,
at its sole discretion, exclusive of any distortion, in its Article 1.1.9, made necessary by
the ambiguity of its terms, held that the disputed document did not contain a clear
stipulation in favour of the company Ott Charles, such that the latter could not be
considered the beneficiary of the guarantee by virtue of the mechanism of the stipulation
in favour of third parties”.

iii. Liabilities guarantee

Under the liabilities guarantee clause, the transferor undertakes to bear the
consequences of corporate debts relating to the period prior to the disposal and
discovered afterwards (a tax assessment, for example). The liabilities arise from a
previous cause and become apparent after the disposal. Liabilities arising from an event
after the sale are not coveredby the liabilities guarantee (Commercial Chamber, 3 March
2015, no. 13-15.496: “the judgment against Arbois in its labour dispute with Mr X. was
the result of a post-sale event arising from the failure of the directors of Arbois to
implement a redundancy procedure in order to terminate the employment of Mr X;
having thus established that the liabilities claimed were not attributable to an inaccurate
statement by Mr X.”)

iv. Unclear clauses at the root of numerous disputes

The wide variety of clauses used freely by the parties often raises difficult questions of
interpretation: the existence of several transferors who have not all signed the guarantee
document; clauses assigning different jurisdictions to the disposal and the guarantee;
whether or not the duration of the guarantee includes the period for disclosing liabilities ;
whether or not the guarantee can be transferred to a new purchaser; lack of precision
regarding the accounting methods used in the reference accounts, etc.
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