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CORPORATE AND PENSIONS

The Pensions Act 2004 and Corporate Transactions

The new Pensions Act 2004 (the “Act”) contains a number of provisions which came into force on 6 April

2005 and which could significantly affect corporate transactions.

Significant powers have been given in the Act to the new Pensions Regulator to act against companies (and

individuals) whose actions result in increasing a pension scheme’s liabilities (the so-called “moral hazard”

provisions) – this could affect proposed corporate transactions and restructurings.

Contribution notices can be issued by the Regulator where an employer or an associated person (including

a company director) is party to an act or deliberate failure to act which has the effect of reducing a debt

due from the employer, or compromising that debt or preventing its recovery. Such notice can require the

employer or an associated person to pay all or part of the debt due.The Regulator has power to look back

six years from the date of an act/failure to act in issuing contribution notices.

Financial support directions can, if the Regulator thinks it is reasonable to do

so, be issued where an employer is ‘insufficiently resourced’; that is the

value of its resources is less than 50% of the estimated debt due from

that employer on a wind-up and the value of resources of a connected

company or associated person added together with the employer’s

resources would be 50% or more of that debt. Such directions would

require the employer or any or all group companies to put in place

financial support for the scheme and make them liable for the scheme

pension liabilities for the duration of the scheme. If the financial support

directions are not complied with, the Regulator can issue a contribution

notice in respect of the scheme.This could potentially catch venture capitalists and

companies in which they have invested, as well as group companies that are sold out of a group.

A company can seek confirmation from the Regulator that no contribution notice or financial support

direction will be issued; the Regulator must make a decision ‘as soon as reasonably practicable’ but will not

be bound if there is a material change in the circumstances of the company or the transaction (or if the

details in the application are inaccurate).

Clearly the intent of the Government is to ensure that group companies with assets remain liable for pension

liabilities within the group, not least in order to reduce the strain on the newly formed Pensions Protection

Fund.This could potentially affect reorganisations and other corporate transactions, including investment by

outside investors.

New Pension Protection on Business Transfers

Previously, pensions were excluded from the scope of the Transfer of Undertakings (Protection 

of Employment) Regulations (“TUPE”), which transfers employees and their contracts on a business sale 

or transfer and in many outsourcing situations. However, from 6 April 2005 the Pensions Act 2004 gives 

new protection to employees who are members of an occupational pension scheme and requires 

acquiring employers to provide transferring employees with a pension scheme which meets 

certain requirements.

The acquiring employer may offer membership of a defined benefit (i.e. final salary) scheme, which 

either provides benefits that satisfy the existing statutory reference scheme standard (used for contracting-

out of state benefit) or provides benefits at a minimum level, essentially equivalent to six per cent of 

pensionable salary.

If not, the acquiring employer must provide a defined contribution (i.e. money purchase) or stakeholder

scheme with contributions from the employer matching employee contributions up to a maximum of 6% of

basic pay.

These provisions will have a significant impact on companies considering acquiring a business or inheriting a

workforce under TUPE.
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Relaxation of EMI Rules
Previous rules provided that a company that had subsidiaries was only a qualifying company for the purposes
of Enterprise Management Incentives (“EMI”) if it, or another of its subsidiaries, owned at least 75% of the shares
of those subsidiaries.This requirement has now been relaxed and the relevant provisions now allow companies
that own between 51% and 75% to qualify for EMI purposes.

EMI options are available for independent trading companies trading in the UK with gross assets not exceeding
£30 million. Such companies can grant EMI options to any number of employees, up to a total market value of £3
million. Each employee is able to hold options over shares worth up to £100,000 at the time of the grant. No
income tax or national insurance is payable by the employee on the exercise of the options so long as the options
are granted at market value, nor will there be a national insurance charge to the employer. On sale of the shares,
capital gains tax is chargeable but business assets taper relief will be available, starting from the date of the grant
of the options (as opposed to the date of exercise of the option under a company share option plan).

No formal approvals procedure is required, as individual EMI share option agreements are entered into with
each employee to whom options are granted.

As options can be granted individually to qualifying employees, no scheme as such is necessary, and hence it is
an attractive possibility for companies wishing to incentivise employees, especially as the limit on options per
employee is higher than in an approved company share option plan (£100,000 as opposed to £30,000).

Directors’ Liability
Until 6 April 2005 the Companies Act 1985 prohibited a company from exempting its directors from, or
indemnifying them against, liability arising out of negligence, default, breach of duty or breach of trust in relation to
the company. This meant that a director personally had to finance the cost of defending any legal proceedings
brought against him for a breach of his duties by a third party or the company itself. Only if judgment was given in
the director’s favour was he be able to recover his legal costs from the company. Given the cost of lengthy court
proceedings and the uncertainty of recovery if the claim was settled, this indemnification often came too late.

A company can arrange insurance to cover its directors for claims, although this can be expensive and limits on
policies can still leave directors exposed.

The recent changes to the Companies Act relax the prohibition against indemnities in two important respects:- 

• a company can pay the costs of a director’s defence as they are incurred, whether the action is brought by the
company itself or a third party. The director will, however, need to reimburse the company if the company’s
claim or the criminal or regulatory proceedings against him are successful.

• a company can indemnify a director in respect of proceedings brought by third parties, covering both legal costs
and the financial costs of any adverse judgement. However, the indemnity cannot extend to criminal fines, penalties
levied by a regulatory authority and the costs of successful criminal proceedings brought against directors.

Companies are permitted, but not required, to enter into such indemnities. If they do, details must
be disclosed in the company’s annual report and accounts and copies must be made available for
inspection by shareholders. Shareholder approval, however, is not required. Listed companies will 
want to ensure any indemnity is not treated as a Class 1 transaction under the Listing Rules and so require
shareholder approval.

Articles of association often contain indemnity provisions that mirror the previous legislation and so changes to
Articles may be required. However, separate indemnity arrangements between a company and individual directors
may be necessary.

The changes give rise to a number of commercial and technical legal issues and, while it remains to be seen how
the changes will work in practice, they should be welcomed by directors, particularly given the much more
demanding standard of care, skill and diligence now imposed on directors by the courts.

Share and Business Sales - Knowledge of Breach of Warranty
The legal position regarding a seller’s liability for breach of warranty where a buyer had prior knowledge of the
breach but where the breach was not disclosed by the seller has never been clear. The state of the law has now
moved on as a result of the Infiniteland case, although it still remains somewhat unclear. This case rejected, as a
general proposition, an argument by the seller that if a buyer knew a warranty was incorrect and still entered into
the agreement it could not claim breach of that warranty.The judge took a very different stance on the effect of a
buyer’s knowledge on a warranty claim from that taken in the Eurocopy case.

The Eurocopy case suggested that where a buyer had actual knowledge of facts amounting to a breach of warranty,
but which were not disclosed in the disclosure letter, it could be prevented from claiming breach of warranty,
regardless of what the sale and purchase agreement said about this.

The Eurocopy decision was only a ruling on certain preliminary matters and not a final decision on the issue,
although it was a decision of a higher court and so it is possible that a future case may yet decide to adopt the
Eurocopy approach. In the meantime, however, Infiniteland may well signal a change in approach to this issue. Buyer’s
and seller’s will, however, obviously have conflicting views in seeking to resolve this issue.
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Partnership Investment Finance (“PIF”) - Bridging
the “equity gap” in Yorkshire and the Humber
A new £37m fund has been launched by PIF aimed at financing the “equity
funding gap” requirements of small to medium sized
businesses (“SME’s”) across Objective 2 areas in
Yorkshire and the Humber region.

What do we mean by the equity funding
gap in the SME sector?  In its simplest form,
this is the difference between the total
financing needs of a business (both fixed
and working capital) and those which can
be provided by the proprietor and secured
lenders.

If the business is to have adequate finance, the
gap must be closed. Otherwise, it is likely to fail.
How many times have we heard that under capitalisation is
the reason for a business failure?

A recent market survey across Yorkshire and the Humber confirmed that the gap
still exists for amounts up to £1m despite a number of other ongoing initiatives.
Beyond that level the larger Venture Capital providers are more active. Hence
the idea of a regionally focused fund to address this issue was born, namely PIF.
PIF is a significant step in bridging the equity funding gap in the region.
Paradoxically, however, the emphasis is on providing loans rather than pure equity
in the form of share capital as it has long been the case that business proprietors

Arctic Systems: Desperate Housewives
The Settlements Rule is a general rule to prevent a taxpayer fragmenting his
income into the names of others who pay income tax at a lower rate so that
the overall tax payable on that income is reduced. The Inland Revenue has
previously indicated it would seek to apply the Settlements Rule where husband
and wife own the shares in a company and one is more involved in the company
than the other.

In the Artic Systems Case the Inland Revenue sought to apply the Settlements
Rule to the situation where a taxpayer sets up a company in which another
person has shares (typically his wife, co-habitee or children). While Arctic
Systems deals with a company, the principles apply equally to partnerships.

Following his redundancy in 1992, Mr Jones set up Arctic Systems Limited, through
which Mr Jones would provide his IT consultancy services. Each of 
Mr and Mrs Jones purchased for £1 one share the capital of the company. Mr
Jones became the sole director of the company and his wife became the company
secretary. Mrs Jones was genuinely involved in the business of the company
carrying out various tasks and devoting four or five hours a week to the business
of the company. Mr and Mrs Jones received a small salary (Mr Jones’ salary was
typically around £7,000 and Mrs Jones’ salary was typically around £3,000) from
the company and substantial dividends of around £25,000 each per year.

The Inland Revenue raised assessments against Mr Jones, saying that they
believed the Settlements Rule applied so that the dividend income received by

CORPORATE FINANCE
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Mrs Jones should be assessed as his income at his (higher) rate of tax.The Inland
Revenue relied on two main arguments:

• In order for the Settlements Rule to apply, there must be “arrangements”
in place. The Revenue argued that they can look at the entirety of a
sequence of actions provided there is “sufficient unity” between them.The
purchase by each of Mr and Mrs Jones of a share for £1, the agreement
between Mr Jones and the company that Mr Jones would offer his IT
consultancy services through the company and Mr Jones’ decision as sole
director to declare dividends were held to have sufficient unity to constitute
an “arrangement”.

• The Settlements Rule only applies if the arrangement is “bounteous”. The
arrangement was held to be “bounteous” in that Mr Jones did not have to
provide his services at the low salary and he did not have to allow his wife
to take 50% of the issued share capital for £1.

The Special Commissioners ruled in favour of the Inland Revenue.The taxpayer
has appealed to the High Court and the hearing was heard in mid-March 2005
but the decision is still awaited. A review of the judgment will be published on
our website when it is available.

Whatever the eventual outcome, companies such as Arctic Systems and their
shareholders face tremendous uncertainty and the possible reopening of earlier
years’ tax liabilities until such time that a final decision is reached. Any seller or
potential purchaser of such a company must also tread carefully.

have an aversion to “giving away” equity to a venture capital company. Neil
Jenneson, the Corporate Finance Director at Rollits, was a contributor to the
small team of financial architects to the PIF fund.

PIF is split into four sub funds, each tackling the gap for funding in different sized
SME requirements, ranging from Micro Loans (up to £15,000), Small Loans
(£15,000 - £100,000), Mezzanine Loans (£100,000 - £250,000) and Equity
(£100,000 - £1m).

The interest or dividend, security requirements and provision of information
requirements vary according to each sub fund, although eligibility for each sub
fund requires compliance with the same five principal tests, which include limits
on the number of employees, turnover and net tangible assets and
demonstration of viability and need.

Also common to each of the sub funds is support offered by the “money
with management” initiative whereby the funds may assist with the cost of
mentors and non-executive directors to help guide entrepreneurs. It may be
possible to mix and match the four sub funds in appropriate cases, so as to
bridge the whole gap.

The PIF fund managers’ objective is to invest the fund over the next four years.
Over that period the target for small and micro loans is 1,000 deals and for
equity and mezzanine 100 deals.

We are passionate about the regional economy in Yorkshire and the
Humber, and we are keen to help businesses in appropriate cases to access
these funds and to that end, Rollits can provide a communication channel on
PIF to the business hinterland of Hull and York.

The DTI has published for consultation a White Paper with its proposals
for the long awaited Company Law Reform Bill. This follows the Company
Law Review which took place in 2001 and issue of a White Paper in 2002.

The proposals are mainly aimed at simplifying the regime for private
companies by:-

• making it easier for decisions to be made by written resolution;

• making AGM’s opt-in rather than opt-out;

• abolishing financial assistance provisions; and

• introducing a new mechanism for capital reductions.

They also include proposals for a codification of the duties of directors.
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INFORMATION

If you have any queries on any articles

in this newsletter or other corporate or

commercial matters generally please contact:

Richard Field or Tom Farrington on (01482) 323239

This newsletter is for the use of clients and will be supplied to others on request.

It is for general guidance only. It provides useful information in a concise form.

Action should not be taken without obtaining specific advice.

We hope you have found this newsletter useful. If, however, you do not wish

to receive further mailings from us, please write to

Mrs. Pat Coyle, Rollits,Wilberforce Court, High Street, Hull, HU1 1YJ.

The law is stated as at 26 April 2005

Wilberforce Court, High Street, Hull HU1 1YJ

Rowntree Wharf, Navigation Road 

York YO1 9WE

www.rollits.com
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Unprotected Overseas Credit Card Transactions -
OFT to Appeal High Court Decision 
As reported in the December edition of Rollits’ E-Bulletin (which you can

subscribe to by clicking on the “E-Bulletin” link on our website at

www.rollits.com), the Office of Fair Trading (“OFT”) recently lost a high profile

consumer credit case brought against Lloyds TSB,Tesco Personal Finance and

American Express.The High Court decided that statutory safeguards on credit

card purchases enjoyed by consumers in the United Kingdom do not apply to

purchases made from overseas internet retailers or whilst abroad.

The OFT has now decided to take the case to the Court of Appeal in an

attempt to have the High Court’s decision overturned.

The case has far-reaching implications for consumers who buy goods from

overseas retailers using their credit cards. Consumers paying for products or

services with a credit (but not debit) card in the United Kingdom are offered

protection by the Consumer Credit Act 1974 (“CCA”) in addition to that

offered by other consumer legislation such as the Sale of Goods Act 1979 and

the Consumer Protection (Distance Selling) Regulations 2000.

The CCA permits consumers to claim directly against their credit card issuer

as well as the retailer if they discover problems with products or services

purchased with their card which give rise to a cause of action against the

retailer (e.g. because the retailer has made a misrepresentation about the

product or service, is in breach of contract or has contravened consumer

legislation). In order to take advantage of this additional protection, the amount

charged to the credit card must be between £100 and £30,000, and the credit

limit on the card must be no more than £25,000.

Consumers should bear in mind that the High Court’s ruling (and therefore the

law as it stands today) is that whilst consumers enjoy this protection when

using their credit cards in the United Kingdom, they are not generally protected

in transactions involving overseas retailers.

Freedom of Information and Implications for
Businesses 
The Freedom of Information Act 2000 came fully into force on 1 January 2005.
Since then anyone requesting information from a public authority has to be
informed in writing by the authority whether it holds the information and, if so,
to have that information communicated to them.The Act lists public authorities
who are covered by the Act including government departments, local
authorities, the NHS, courts, police authorities, armed forces and maintained
schools. It also contains a provision allowing the government to review the list
and add bodies they consider are carrying out a public function.

Those who deal with public authorities may well find that they are affected by
the Act even though they are not required to respond to a party requesting
information.This is because organisations dealing with public authorities provide
information to them which may be disclosable by authorities under the Act.

There are several exemptions from disclosure under the Act. The most
relevant for bodies dealing with public authorities are the confidentiality and
commercial interests exemptions.

Information is exempt if disclosing it would amount to an actionable breach of
confidence.To be actionable there must exist a legal obligation of confidentiality
and the information must be of a confidential nature.The commercial interests
exemption prevents disclosure of a “trade secret” where disclosure would or
would be likely to prejudice the commercial interests of any person.This is a
qualified exemption requiring the authority to consider whether the public
interest in maintaining the exemption would outweigh the public interest in
disclosing the information.

Organisations dealing with public authorities have to consider what steps they
can take to protect what they consider to be sensitive information from
disclosure under the Act. Organisations should consider a number of steps
including reviewing the information they provide to public authorities and
consulting with authorities to ensure that they are part of the disclosure
process in respect of information supplied by them to authorities.

It may be worthwhile seeking to include a confidentiality provision in respect
of contractual negotiations with public authorities and in contracts themselves.
However, the government’s code of practice on the responsibilities of public
authorities provides that they should not accept such provisions except in
exceptional cases where a schedule could be agreed setting out information
which should be kept confidential.

It is already becoming apparent that public authorities are having some
difficulty in dealing with responses from persons seeking information. The
confidential information and commercially sensitive information exemptions
are likely to cause problems both for public authorities and those who deal
with them.Those providing information to public authorities need to note the
risk of their sensitive information being disclosed by public authorities and
consider steps that might be taken to prevent disclosure.
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To Notify or not to Notify? 
A law firm in Rochdale was recently fined over £3,000 and ordered to

pay more in costs for failing to notify the Information Commissioner of

its data processing activities under the Data Protection Act 1998. The

case highlights that no matter what industry your business operates in, it

(and if it is a limited company its Directors) risks committing a criminal

offence if it does not notify when it is under an obligation to do so.


