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Selling or shutting down a German Subsidiary FAYFEEDOFTEHXILEHHE

1. Introduction

Many Japanese investors that have been holding on
to low-performing or loss-making investments in
Europe have recently changed their attitude and have
started considering other options. This development
has gained further momentum with the outbreak of
COVID-19 and the increased financial pressure
many companies are and will be struggling with.

As a result, more and more Japanese investors are
considering an exit from their European assets. The
two predominant ways to do so are (a) liquidation
and (b) a sale. Both come with various legal pitfalls,
especially in distressed situations. This newsletter
aims at providing a first overview on how to deal
with such a situation. As most German companies
are organized as a limited liability company
(GmbH)), this newsletter will focus on the liquidation
and sale of a GmbH.

2. Dissolution and Liquidation of the Company

One solution to exit from a German subsidiary is its
liquidation. This process starts with the
shareholders’ resolution (75% majority) to dissolve
the company (dissolution) and ends with the deletion
of the company from the commercial register
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(liquidation). In this regard, the German liquidation
process is similar to the Japanese one.

Upon the dissolution resolution taking effect, the
purpose of the company changes from seeking
profits to the termination of the business activities.
This includes the termination of all current
agreements, the collection of outstanding receivables
and the settlement of all outstanding liabilities of the
company. The company may only enter into new
business transactions if they serve the purpose of
liquidating the company.

The Company is represented by one or more
liquidators who are often appointed from among the
former managing directors. Their task is to shut
down the business and manage the liquidation
process.

Compared to the Japanese liquidation process, the
German process takes more time because the
liquidator may distribute the remaining cash to the
shareholders only after the end of a statutory one-
year waiting period.

It is important to note that the liquidation process
requires the complete settlement of all liabilities of
the company towards its creditors. If, during the
process, it turns out that the assets are not sufficient
to settle all liabilities, the company has to file for
insolvency (or the shareholder has to provide
additional funds), which is similar to the situation in
Japan.

In general, the liquidation is considered a suitable
exit from a subsidiary that is either too small to
justify a sale or that carries risks for the shareholder
that are too large for a sale.

3. Selling the company

The alternative to a liquidation is usually a sale of the
company. The obvious advantages are that the
business can continue and that the shareholder may
receive a purchase price. Especially for larger
subsidiaries, a liquidation would require significant
time and cost. Also, the liquidation terminates even
the business activities that are profitable and would
make sense to continue.
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However, if the company is already in financial
difficulties, selling the company comes with post-
closing liability risks for the shareholders that need
to be addressed. The two most important post-
closing liabilities for the seller arise from
shareholder loans and letters of comfort.

3.1 Shareholder loans

Many Japanese companies have been supporting
their European subsidiaries financially by way of
capital increase or sharcholder loans. In a sales
process, such shareholder loans can trigger
substantial insolvency and tax risks for both the
company and the shareholder.

Usually, shareholder loans are sold and transferred to
the buyer together with the sale of the shares.
However, if there is a risk that the company may
become insolvent in the future, selling the
shareholder loans to the buyer creates a substantial
liability risks for the seller.

Under German law, the insolvency administrator can
claim back any payment made by the company on
shareholder loans from any person who was a
shareholder within one year before the insolvency.
As an example: If (a) Japanese shareholder sells a
German company including a shareholder loan, (b)
the company repays the shareholder loan to the buyer
after closing, and (c¢) the company becomes insolvent
within one year after closing, then the insolvency
administrator can claim the amounts paid by the
company to the buyer after closing from the former
Japanese sharcholder (that is, the seller). Therefore,
German SPAs usually contain (i) an obligation for
the buyer to not have the shareholder loan repaid
before the expiry of one year after closing and (ii) an
indemnity for any post-closing liability.

Alternative structures such as a waiver of the
shareholder loan before closing either trigger adverse
tax consequences or similar insolvency risks.

In summary, structuring the sale of a German
company that is in financial difficulties and that has
substantial shareholder loans is a challenge that
needs to be addressed very early on in the process.
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3.2 Letters of comfort

Another liability risk for a selling shareholder results
from letters of comfort, which are often provided by
shareholders to struggling subsidiaries to prevent an
insolvency.

If the letter of comfort allows, a termination by the
shareholder as of closing is possible. However, most
of the time, the letters of comfort do not contain such
a termination clause. In these cases, the only
alternative is a mutual termination agreement
between the seller and the company as of closing
including a replacement of the letter of comfort with
a letter of comfort issued by the buyer. However, this
again creates liability risks for the shareholder in
case of an insolvency of the company after closing.
Similar to the situation where a shareholder loan has
been granted, these risks need to be covered by
covenants and indemnities in the SPA that ensure
that the buyer will continue to support the business
financially.

4. Summary

The best way to exit from a German subsidiary can
only be determined based on an in-depth analysis of
the particular
Liquidations often work for smaller subsidiaries or

situation and  circumstances.
subsidiaries the sale of which carries a significant
risk for the selling shareholder.

Especially for larger operations, a sale is often the
more suitable option. However, if the company is
already in financial distress, post-closing liability
and tax risks have to be carefully analysed and
evaluated at the very early stages of the transaction.
Unfortunately, experience shows that these matters
are not sufficiently considered before starting the
process and then come up at a stage where it is often
too late.
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