
geIdm dat de crediteuren die hierdoor getroffen worden
voldoende beschennd worden en bun de mogelijkheid
wordt geboden gehoord te worden. Wederom kan de iden-
titeit van deze crediteuren informatie opleveren voor de
rechter-commissaris over de toekomstperspectieven van de
onderneming. Ook andere beslissingen van de curator die
voor maChtiging door de rechter-commissaris in aanmer-
king komen leveren momenten op waarop de rechter infor-
matie kan bijgen over de toekomstperspectieven van de
onderneming. Thms is reeds de machtiging v.m de rechtu'-
commissaris ·vemst voor bet voortzetten v.m de onderne-
ming. G:Hieraan kan een recht voor creditl!uren gekoppeld
worden om gehoord te worden en voor de -rechter om
ambtshalvecrediteureate Inmnenboren. Hetzelfde zou ook
moeten gelden voor hel: aangaan van een boedeUaediet.
met name indien 'VOOrde nalroming door de curator zeker-
heid wordt gestekl. De rechter-commissaris zou curator en
financier moeten horen omtrent hun beweegredenen.

Ook bij de aanvraag van een insolventîeprocedure kun-
nen procedurele voorschriften ervoor zorgen dat de rechter
mh aakver kan opsttUen bij het inwinnen van informatie
over de toekomstperspectil!ven van de onderneming. ti@!
buicIige art. 215 Fw bepaatt dat bij bet verlenen van de voor-
kJpige surseance de m:btbaok beveelt dat naast de sdJuliX-
naarde bekende sdJuklrisers worden opgeroepen om. a~
rens te ~ over de ddinitieve verlening van de voor-
lopige surseance, te WOIden geboord op het verzoekschrift:
tot surseance. In faillissement wordt slechts de mogelijk-
heid van oproeping van de schuldenaar geboden. Aanne-
mende dat de toekomstige Insolventiewet zal kiezen voor
één ingang tot verschillende procedures, is het te overwe·
gen om de mogelijkheid op te nemen om de belangrijkste
crediteuren op te roepen teneinde gehoord te worden over
de aanvraag. Daartoe zou als vereiste gestekI kunnen wor-
den dat. indien het pat om een aanvraag van de debiteur
zdf, deze bij zijn verzoetschrift een lijst met de belangrijk-
ste credîteureo Y'OI!It-Voorts wu van de debiteur vereist
kunnen worden bij zijn venoek aan te gnren of er sprake is
geweest van een popng tot informele herstructurerin en
welke credîteuren daarbij betrokken zijn geweest. Op deze
mani~ is de rechtbank snel op de hoogte van de identiteit
van de bij ~ informele herstructurering betrokken credi-
teuren en kan zij deze, Indien nodig, in een vroeg stadium
horen.

Het verdient opmerking dat de hiervoor genoemde sug-
gesties. die slechts geringe aanpassingen van de insolven-
tieprocedure vereisen. WOR! waarde zullen hebben in die
gevallen waarin een informele hersaucturering is mislukt
en bet mdere verloop van de insoIventieprocedure voor·
alsnog onduidelijk is. maar er desalnietU'D1iD door de cun-
tor pogingen tot behoud van de onderneming worden on-
dernomen. Met name in deze gevallen speelt het risico dat
ondernemingen nodekKn lang in falDissement worden
voortgezet en is er behoefte aan mechanismen die bijdragen
aan het tijdig staken van de onderneming. Door echter
slechts mogelijkheden, en geen plichten, voor interventie
van crediteuren en het horen van crediteuren in te bouwen.
wordt er geen onnodige procedurele ballast gecreëerd In die
zaken waarin reeds bij de aanvang van de procedure het
verdes'e vertoop duidelijk is. Bowndien zal het belang van
interventiemogelijkhedm voor crediteuren vooral afhan-
gen van de wijze waarop in een toekomstige insolventiewet
hef: IDOI'<1torimnin samenhang met mogelijkheden van ge-
bruik, verbruik. en vervreemding van goederen tijdens de
procedure wordt uitgewerld:.

6. Tot slot

Concluderend kan gesteld worden dat er geen duidelijke
noodzaak is voor het Invoeren van een debtor-orienred insol·

478

ventieprocedure ten aanzien van vennootsehappen Wi1M-
Vilnde ka.pitaalstructuur gekenmerkt wordt door geconcen-
treerd schuldkapitaal- Dit betekent dat in landen - zoals Ne-
derland - waar het grootste deel van de vennootschappen
clat gebruikmaakt v.m formele insolventieprocedures gere--
kend kan worden tot het prototype van de MKB-onderne-
ming. wijzigingen van insolventiewetgevingen die beogen
ondernemingen meer reorganisatiemogelijkheden .te bie-
den niet ten koste moeten gaan van de positieve bijdrage die
geconc:enb'eerde kapitaalverscbaffers aan de herstructure-
ring van ondernemingen buiten faillissement kunnen 1eve-
ren. Omgekeerd staat echter niet vast dat debtor-oriented sy-
stemen zonder ~ negatief uitpakken voor Ideinere 0n-
dernemingen. Een dergeliJke amdusie sluit uit dat detgelij-
!re procedures mogelijkheden voor interventie kunnen ver-
schaffen aan partijen die essentil!le informatie aan faiUisse--
mentsrechters kunnen verschaffen over de toekomstper-
spectieven van de onderneming.

Mr. s. Franken is universitair docent privaatrecht, onder-
zoeker Center for Compaoy uwen lid van het Tilburg Law
and EaJnomics Center, aan de Universiteit van Tilburg.

42. Art. 98 J'w.

Mr. N. Christopoulos

Uquidation Preferenee
in Private Equity
Or: Why simply drMngo htud ba1xain doesn't necessarily
rmmgeaing w bestdeal'

W166

1.lntroduction

1.1. Over ebe last few years. finandal institudons have
been moR risk conscious when invesöng new money in
staJt-up and emerging growtb companîes (such as techno-
1Ogy.IT. telecom.life- orbio-sdences companies). As a con-
sequence. maoy Venture CapitaJl funds have naw accumu-
lated largeamounts of money, whicb aRyet te be invested.

1. ThetermsVentureCapital'lOdPrivareEquity,uelnpraaiceoften
uSedtorefertoidemiCoillsituatlol1$,whereasformalty,dependingon
thematurityoracompany .• distinctionshouJdbe~between
venture apiW ,md prMtf equlty investlnent$. Venture Capital is
~usedincoonectioqwiththefinancingof5Wt.upO(earty
stagecompmies.whidJgmeraDyb;Jyenomd:reaJId~ 1berisk
inwhedwith$UChauilMsCmelltisvefYhigh.;JSitisbiabJyuuar-
tiÎin whedJer die romp.my wiD lINke my pRIfits _ cmsequendy
wIJdbeordieinvestorwilbe~lDrnae.($lll3;tSSfidlretumon
hisilm::::otu""d..PrWateEquitylsusedfoc...,io~in~
(i.e.~)(Dmpanies(typii::ilIy~typecumpanilos)
requilÎlllnewfillo1llCingforfurtberdevdoptnentorexpansjonof
activities.PrlvaIl"Equitydlete!oreindudesventureCoilpitaLSee:H.1.
Kaemingk. "Venture Capit.tl en Private Equity- Flnandering door
participatierrta<ltschappi~n', Oóf 2002. nr. 50, p. 31-40. Where in
this IJII!!mor.lOdumrefe~ce is made to Venture Capitil. in most
casesandmuta.lÎ5mutandls.itCoilnbe~tendedtoPrivateEquitysitu-
atklnsasweU.
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At the same time, many companies that have sUlVÎved the
difficult last few years now require new(growth) financing.
Where banks are (usuaUy) relumnt to extend financing
without receiving same (asset b.1cked) security in return,
Venture Capital utvestors are targeting opportunities that
offer appropriate risk return profiles. Even though it would
seem logical for an investor to negotiate the highest possible
preferences in order to compensate for the risks involved in
investing in such companies, this artide wül illustrate why
merely stipulating a huge liquidation preference will not
necessarily result in getting the highest return on invest-
ment

1.2. In this artide, I wil! first explain what a liquidation
preference is (par. 2), followed by an ovetview of the main
types ofliquidation preference (par. 3 and 4), thus providing
sufficient b.1ckground to understand the various issues
which may come into play when negotiating a liquidation
preference: the overhang problem (par. 5) and the enforce-
ability of a liquidation preference in combination with a
drag-along right (par. 6). A quick reference to what is mar-
ket practice is given in par. 7, Some practical tips fordrafting
a liquidation preference clause in the investment agree-
ment are provided in par. 8. Tbe relation between tbe arti-
des of assodation and the investment agreement is discus~
sed in par. 9. FinaUy, par. 10 contains the condusion.

2. Definition

2.1. A liquidation preference is generally defined as the
right of a bolder of preferred stock2 to receive a certain per-
centage or amoum of the proceeds upon a 'liquidation' of
the business of the company, in preference over tbe holders
of common stock. 3 Typically, the main features of the arran-
gementwill be reflected in the investment agreement and
(to the extent possible (see par. 9» in tbecompany's articles
ofassociation.

2.2. A 'liquidation' witbin the context of a liquidation
preference usuaJly includes the following situations:

- a sale of(a substantiaJ part or all) shares or assers of
the company;

- a liquidation, dissolution or winding up ofthe com~
pany4;and

- a merger, reorganisation or other acquisition type
transaction in which control of the company or control of
(substantially)allofitsassetsistransferred.s

23. Tbe liquidation preferente wil! usually include actu~
al bankruptcy situations.ltshould be noted, however, that if
a suspension of payments (surseance van betaling) or a ban-
kruptcy (faillissement) has been declared, tbe mandatory
mies of(Dutch) bankruptcy lawwill apply and any distribu-
tions pursuant to the investment agreement wil! as a mIe
only be made after settlement of any creditor's claims in ac-
cordance with the prevailingpriority mies. In genera!. there
wil! not be much left to divide between the shareholders af-
ter such settlement 6 A liquidation eventis, therefore, usual-
Iy intended to apply to situations in which there are (suffi~
cient) funds co distribute. such as upon a profitabie sale of
0111 sbares in the company. A 'liquidation' which generates
sufficient proceeds is, tberefore, sometimes also referred to
as a 'deemed liquidation'.7

3. Different ronns or liquidation preference; the Ii-
quidation multiple

3.1. Basically, there are [wo general types of liquidation
preferences: (i) the non-participating preferred and (ij) the
participating preferred liquidation preference. 8 Tbey will be
further distussed in par. 4.1 and par. 4.2 respectively.

32. Each of the above types of liquidation preferences
makes use ofthe sü-called liquidation 'multiple'. Tbe liqui-
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dation mUltiple may range trom '1X' or 'single liquidation
preference' (upon liquidation, the investor receives an
amount which is equal to tbe amount invested) up to as
mucb. as '5X' (the investor receives five times that amount).
The existing shareholders and the company wil! prefer that
the investorreçeivesa low mUltiple(ornone atall), whilean
investor is likely to seeka high multiple,although,as will he
explained in par. 33 and par. 5 below, this is notalways ad~
visabie.

Example: in case of a 1X liquidation preference and a
pre-moneyvalue9 ofEUR 10million (which we assumeto he
the amoum invested bytbe (common)shareholders), where
the investment amount is EUR5 million, and where we as-
sume that tbe company is sokl for EUR15 million, then the
proceeds of that sale are divided as follows: the investor re-
ceives 5 million (1X the amoont invested), being lf3 ofthe
sale proceeds, and the common sharebolders receive tbe re-
maining EUR 10 million, or 2/3 ofthe proceeds.

Example: in case of a 3X liquidation preference, using the
same figures as above, the proceeds are divided as follows:
tbe investor receives aJl of the 15 romion (3 times tbe
amoum invested), and tbe common sbarebolders receive
nothing.

3.3. The secrmd example shows that tbe 3X liquidation
preference benefirs tbe investoronty. With a 3X liquidation
preference, for thecommon sharehülders to receive areturn
equal to the EUR 10 million invested by them, the company
should have been sold for EUR25 million. For tbe common
shareholders to receive 2f3 ofall sale proceeds, tbe compa-

2. Venture capitaJîsts and ot~r investors in private compal1ies typi-
callyreceivepreferredstock('"preferredsllares]in rerumfortheir
investrnent.Preferredstockhasvariouspreferen~overcommon
stock.Thesepreferencescanincludeinreralialiquidationprefer-
ences, dividend rigllts, redemptionrigbts.,conversionrights,anti-
diJutionrightsandvotingrights,

3. M. Zimmerman, D.N.Bemsteîn lilB.Burdin. 'Venture capital: ~Hello
oldfiiend"-closingarollndwithyourexistinginvestors',TechNews
June2002,VoL6,lssue5(LegaIEagle).

4. Please nate that Ihe English tenn'liqllidation' issometlnies mistak~
enlytranslatedintotheDutdlword'lIqufdalle'.InEnglish,however,
aliquidationcanbeeithervolunury{t~n.rheEnglishwordsdisso-
Jutionandwinding-up(iUDutch:'ontbin4!/Ig,vere.fferringofliquida-
rie') should be used) or involunta.ry(then,the EngIishword b;lnk~
ruplcy(JnDutch:{aîlllssement)shouldbeused).

5. lmerelynotethatuponan IPO,iUlYoutstandingpreferredshares
wUI (almost always) convert to common shares. tIIereby effeccively
eliminatioganyliquidationpreference(s},Anll'Oisthereforegener-
aIJynotincludedasaliqllidationevent,butisdealtwitilinasepa.-
rateprovisionoftheinvestnJentagreernent,whichwillcontaina
(specific)conversionratio,protectingtheinvestor'sinterests.

6. A liqllidation outside of a bankruptcy siruation (in Dutch: 'wr-
eJ}imi~) wiJ] aJso have 10camply with the mandatory provIsions of
the Dutch Civil Code (see article 2:23b), conuining virtually the
S<lmeorder ofdistribution: creditor's claims (preferred and regular)
first,and ifany proceedsremain,thesemaybedistributedrothe
shareholders.

7. R.Marphatia.'NegotiatingtiletermSofavenlurecapitalfinandng:
keyconceptsforentrepreneurs',ForumfocusTM.Spring2003.

B. M. Potter, 'Venture Capital Bosies - Emything 'rou Ever Wanred to
KnowAboutVenrure CopirolfirranringTerms',12 April 2003: http://
www.connect-utah.comlarti"
cle.asp7""221&pa.ge<o3&!id~22&sidell?obsc>o.

9. Whereasthe pre-money valuation is the valuation immediately
prior to the Îlwestment having heen made, tIIe post-money valua-
tionis thevaluarion immedialelyofrertheinvestmenthasbeen
made, GeneraUy, an i~tor wil! want Ibe pre-money value of a
potenriaJ investee company 10be set as low as possible, siru:e itwill
enablehimropurchaseilbiggerpw:entageofthecompa.nyforlhe
same investment amount. By way of contrast. the founders a""
otherexistingshareholdersoftherompanybenefitfromahigher
pre-moneyvaluatîonbecallsetheyarethenableroretainagreiter
percentage oflhe çompany.
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ny would have to be sold for EUR 45 million. As a general
rule. a high liquidation preference wil! push management
(usually holding comman shares) to strive for a high sale
price.lf. however, die multiple is set so high. tbat obtaining
a sale price at which the cmnrnon shareholdecs wouid re-
ceive anytbing: has bemme high1y unrealistic. then the high
multiple wiJl DOt searre the inve$tOrs' return. but is more
likely to induce die so-c:.aIledoverhang problem (see par. 5~

4. Non-partidpating aud partidpating lIquidation....•....."
4.1.Asindicated inpar. 3.1,twotypesofliquidation ~

ference ~ genera)]y distinguished: the ~puiDg
aod tbe pa.rticipating liquidation prefemn. If an inve:stor
bas a "non-pm1icipating' preference. then he wiR ooly re-
ceive his predetermined multiple upon liquidation and will
not be entitled to receive any (part) ofthe remaining pro-
ceeds distributed to the common shareholders.

4.2. The limitation of the non-partidpating: preference is
exactIy wby an investor usually insists Ol) receiving DOt onIy
an initia! return on bis investrnent, but also a percentage of
me then remaining proceeds equaI to his pro-rata ownet-
ship of aU of the shares wbich are entitled to partidpate in
the distribution: a participating liquidation prefereoce. This
generally roeans that afterthe non-partidpating liquidation
preference amount has been calculated, the preferred
shares owned by tbe investor are ueated (for finandal entit-
lement purposes) as if tbey bad been converted into cem-
monshate$. Pro rata totbeamountof'mmmon'shares tbey
hokI upon such conversion. tbe~rwiU tbenalsoshare
in tbe mnaining proceeds (the so-caIled 'double dip'~ 10

4.3. Within the framework of a participating liquidaoon
preference, two typeS of shares can be distinguished: (i) par-
rially partidpating preferred shares (where the remaining
pro rata participation is limited (or 'capped') to e.g. two or
three times the investment amount} and (ü)fuUy partidpa-
tiog preferm:l ~s (where tbe remaining pro rata panici-
pation is DOt limited). A5 will become appamlt fIOm d\e
exampl~ bekJw, an invesmr will gmerally by to negotiate
fuUy panidpating preference shares.

Emmple: partially partidpating: if the investment
a.mount is EUR 5 romion and we assume that the company
is sold for EUR25 million, where the investor has negotiated
a IX liquidation preference with a maximum pro rata par-
ticipating Retor of 2X (the "partiaI' charac:ter of this partici-
paIion is atated by tbe pro rata 'cap' or 'ceiling'~ men tbr
proceeds oftbat sale are dMded as follows: tbe investor re-
ceives aJR 5 millioR for bis IX liquidadon preference. Be-
cause be owns 5 million of tbe 15 million combined com-
mon a.nd preferred shares, the investor is furtbermore enti-
tled to receive tl3 ofthe remaining EUR 20 million, until he
bas received another EUR 5 million pursuant to his partiaJ
{maximised)pro rau partidpation. The investor receives 10
miUion (-40% of the procreds) and tbe common sbareholders
receive 15 million(Eimoftbeproceeds)..

EmmpJe: fuUy pan:icipat:in.g tbe same facts as above, ex-
cept that the investor bas a fully participating liquidation
preference. !hen the proceeds aredivided as follows: the in-
vestor receives his 1X liquidation preference (EUR 5 mil-
lion), and partidpates for 1/3 in the remaining EUR20 mil-
lion (i.e. EUR6.67 million~ The investor receives a totaI of
EUR 11.67 million (being 46.7% of the proceeds) and !he
common stwebolders receive E1JR 1333 million (or 533%

of""'_~
4.4. The second example dearly shows !bat fully partici-

pating liquidation rights (in this scenario) add EUR1.67 mil-
lion to the investor's proceeds as compared to a situation
where the investor has (only) a partially participating liqui-
dation righL Since aoy (fuII) partidpation right foe the in-

•••

vestor wil! always cause the common shareholders to re-
ceive less, the founders and other large common sharehoI-
ders may negotiate - as a condition fot granting(fuII) parti-
dpation rightstothe investor- tberighttoreceivea portion
of the proceeds equaI to tbe amount recciwoedby the inves-
toreither-oD a per sbare or 00 anagzregate basis (e.g. a IX
liquklation amount) belOre me investor partic:ipates in the
distribution of any remaining proceeds. This is the $O-G111ed
'c.atch-up right' or 'out oftum payment' (see also par. 52-il~

S. Tho ••••••••••• prob ••••

5.1. À liquidatîon preference should be carefully coos;..
dere1.lftbe liquidatien p.efete.a ecreeds iI Wrapprnxi-
mation of wbat me company is worth. tbe common stoelt
(or any optiom exen:isable for common stock) - usually
held by employees and management - becomes worthless
upon the occurrence of a lIquidatien event. As a result. th~
employees and management holding shares in tbe company
may lose their motivation and drive to increase the vaiue of
tbe business. wbîcb isexactlywhatan investorwill wantto
avoid. since they are me ones wbo are in a trom position ID
make the company a sucassful invesDnenL 1bis is sotn@oo
times referred to as tbe 'overhang problem'.llln a situation
where the company has to raise subsequent money in a
down round12, this peoblem may even be exac.erbated as the
lower valuation. inherent te down rounds, wiU c.ause the
cammon sharebolders to be severely düuted. u

52. In order to retain effeaive incentives for bath lJJa.

nagement aod otbeI" employees. tbe oombang pmbIem may
he soIved as foDows:

(i) before entering into a new financing: by converting
all exisdng preferred soodc Into common stock, tbereby ef·
fectively eliminating the preference associated wim previ-
ous finandng rounds and giving aU shareholders equal
rights befare the new financing round is entered into. Each
shareholder should at least be given tbe opportWtity to par-
ticipate in tbe new round: sometimes, sbarebolders who do

10. The camman sharelialders iOd th.e compvIY may try tel negotiate
tIW tbedoubledip wlllf.lll_aywhen theexicvalueectftdsa en'-
tainpred«emûnedk'vd

11.J.Gwon!t.J.~IIfomuing~JrI*T1aof~
ÜIjIIiddlionP,é/e,~,~11Ie~""""'see:htrp:Jfwww.mit-
~~k."-''S/If-
ddyWhil*lJflAnd~UquiofmioII~.12~2OO3,
$ee:littp:/fWww·ventu~artides/IndIV/2003/OOO185.btm1.
andBr.ldfeId.Tenn5heer:Uquidatîon~dated4January
200S:see:
littp:/Jwww.feld.rom/bJogJarchives{200S/01/ternuheeLliqu.litmL

12. in a down round.th.ecompvlYisvaluedlowerthanintbeprevîous
financinlround.andas.~tbeprice~peI'~is
.IIIso~In.1btround',tlleCOlDp.Jlllyisn!uedlbrsameuintlle
)ftViousround.Jlfldbmcec!lepricepel'~isidmbcal.

13. ACl)(l)lWJYwillo/'ten~sewnlroundsoflinanl:q.ÎiMIIViIII
multipieinvestors,.tG..meveprofitdlillty.E.JICboewequityfinm-
dngdi1u~theownerslûpofearlierJnvesto[S(espetÎiItlyinck>wn
rounds). An anti-dilution provision aims tel mînim!R or prevent
altogethertliedilutiveeffectofanewl$sueofstwesforaspecific
investor or clw of (preferred) shalU. See: M. Potter,loco dmro
(r()(ltrK)k8).

()
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not participate are contractually obliged to con.vert their
preferredstockintocommonstock14;

(Ii) by modifying the existing liquidation preference sa
that the holders of common stock participate earlier in [he
distribution of proceeds upen [he sale of ttIe company, e.g.
by splitting any proceeds ORa flXed percentage basis, or by
putting in a separate new layer in the liquidation preference
(d. par. 4.4 OR[he 'catchMup right'), causing the (ammon
srnreholders and the preferred shareholders to share a part
of the proceeds on an equal or other reasonable basis, befure
the remainder of the proceeds is paid out pursuant to the
existing liquidatîon preference;

(iü) by creating a so-called 'bonus pool' or 'carve--out
pool'. This arrangement leaves in place the liquidation pre-
refenee but forces the company to reserve a certain part of
the company's sharecapital for distribution (of options on
the reserved shares) to management and employees. Gene·
ral negoDation items are: the size ofthe pool (usually a per-
centage of the tota! number of outstanding shares, which
may generally vary from 2%to 20%) and the conditions un-
der which it wil! operate (e.g. that the pool wiJl only he used
when a certain minimum Sêlleprice is not reached as a con-
sequence whereofthe common shareholders would receive
nathing after the preferred shareholders have received tbeir
liquidation preference);

(iv) by granting preferred stock options to employees.
Although not standard, this approach enables employees to
participate along:s.idethe investors in any proceeds upon the
sale ofthe company. One drawback to preferred stock opti-
ons is that the strike{ = exercise) price may have to be set at
a price much higherthan would have been the case for the
common stode options (since the preferred stock options
are worth more due to their preference), thus undennining
the desired effectand the perceived value to the option hol-
der;

(v) by offering management (and employees) aprede·
tennlned transaction bonus: if the company is sold (for a
certain price). the - cash IS - transaction bonus aims to make
up for the ract that the shares held by management (and
employees) will he (aJmost) worthless after me investor's
preference has been paid out. A similar solution is setting up
a vaJuation hurdle at which the preferenee of the investor
will fall away.ln setting (and formulating) the hunUe, It is
then advisable notto use a single hunile, such as 'Ifthe com-
pany is sold for more than EUR 100 mi11ion,the preference
will faU away', because ifthen the company is sold for only
EUR95 million,the objective to seJi high (I.e. over EUR 100
roillion) has in fact almost (but not entirely) been reached,
butmanagement(and employees) will still I)ot benefit at all.
As wlth offering a cash transaction bonus, this (undesired)
side-effect cao be prevented by using sliding scales (e.g. Sêlle
pricebetween EUR90 and 100 mi1lion) with corresponding
(sliding) preference reductions.16

6. Combiniog the liquidation preference witb a drag-
••••••
6.1. The liquldation preference is usually combined with

a drag along right The drag along right gives the investor
the light to force all or a substantlal part ofthe other share-
hoiders to (vote in favour ofa decision to) sell theÎr shares
along with the investor.17

6.2. Pursuant to Dutch law, under certain circumstances,
the exercise by an investor of the rights granted in a drag
along clause may not always be pennitted.18 Let'sassume
that the proceeds of aspecific sale are exactly equal to the
contractually agreed liquidation preference of the investor.
This will leave nothing to distribute between the other
(common) shareholders. An exercise ofthe drag along right
under these circumstances would meao that the investor
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who is dragging the other shareholders can in fact force
them toaccept a zero return on their shares. ir, furthennore,
one may reasonably argae that another purchaser (who
may be willing to pay a higher purcbase price) can possibly
he found if $Omeextra time is taken, jtmay become difficult
for an investor to refuse to wait any longer (e.g. because of a
close ofhis investment fund), and a court mayvery weU fmd
such use of a drag along right to be contrary to the prindples
of reasonableness and fairness that shareholders have to
uphold amongst themselves ('redelijkheid enbiJlijkheid bin-
nen de vennootschap', article 2:8 Dutch Civif Code)19 or even
deern this to he an abuse of power ('misbruik van bevoegd-
heid', artic/e 3:J 3 Ducch Civi! Code). Obviously, as with any si-
tuation, the circumstances may very weil justify the enfor·
cement by an investor oh drag-along clause, but he should
realise that - as with the overhang problem - this is yet
another incentive to negotiate a realistii:and (reasonably)
fair Jiquidation preference.

63. At present, there is no relevant Dutch case law re-
garding the issue of enforceability of a liquidation preferen-
ce. This could mean tbat the exercise of any liquidation pre-
ference is treated with sufficient care by private equity in-
vestors already and hence the court is never called upon to
render ajudgment on this issue, but it could also mean that
in situations where an investment has 'gone bad', and the
enforcement of a liquidation preferenee may turn out to be
unreasonable on the other parties involved, the investor
simply does not enforce his rights foUowing from tbe liqui-
dation preference, but merely uses bis preferred position as
a bargaining tooI. If an investment has been successful ob-
viously, the enrorcement of a liquidation preferenee is unli-
kely to be(come) an issue.

6.4. Possible ways to contractually preventthe unreaso·
nable effects which may alise from [he use of a liquidation
preferenee (in combination with a drag-along) may be:

14. Tbis is the so-called 'pay-to-play'. sometimes also referred to as ttle
'put up or shutup'principle.In sbort, itmeanstbat ifanexisting
shareholder is not willing ta participate in a new round,he notonly
risb being severely diluted due to tlle issue of new (preferred)
sharesorevenhavehispreferredsharesW11verted,butmayillso_as
iI'onsequen~ofsuchronversion-(becausedto)loseseveralron-
tractuallyagreed important arrangements, such ilS buatd seats,
approvalrights.anti-dilutionprotection.pre-emptiverightsarnl
even (portions of) the liQuidationpreference.The useofthepay-tO-
play prindple wlll rherefore usually sufficiently inçentivise most
investors tu participate in iI new rouml. The FÎsh BIRlchardsoo sur-
veys(§7ufthisartide) show thattl1e pay.to playprovisi0115 have
becomeiocreasinglypopular.

15. The bonus sbou!d be In GSh.ir1d l1otin(newoptioDson)shares.
sinceaftertheinvestor's.prefereno:ewillhavebeenpaid.therewill
be not muchleft in ,ertain scenario's; see: Colin Blaydon&Mlchael
Horvath, 'LiQuidation Preferem:es: What Vou May Not Know·. Ven-
rureCcqilral}ournal. March 2002 .

16. See; Colin Blaydon & Michael Horvath. locodrato(see foomote 15).
17. ThedragalongrightmayalsoapplytoadecisiontoseUaliorasub_

stantial part of the lUSet5of the rompany. A drag along right will
enabletheinve~torto eKercisegreiiteroontroioverthetimingofa
liquidation event (and ~onsel!uently of his eKit striltegy). The drag
alongrightisgrantedeitherbysigningilvotingilgreement{Le.to
voreinfavourofasalewhensuchasaleistriggeredbyoneormore
shareholder(s))orbygrantinganirrevocableproxytotherelevant
investor(s)tovoteontheirsharesinfavOlirof.1liquidityevent.

18. P.E..Wateler,'Venture-capitalcontrilcten'.Ail2002.51.p.131.
19. SomeauthClfsreferroarticle6:2jo.artide6:248oftIleDutcIlOvil

Codein~onnectionherewith.See:M.A.F.j.Schoolmeesters.'Ad:leve
bemoe~lIis doar een partidpatiemaats~happij: mogelijkheden en
rislco·s·. V&O2004. p. $4-55. Artide 2;8, however. 15illexspe:dolis of
ilrticle6:2(jo.artic!e6:248)oftheDutchCivIICode,anddeaisspe--
cifi,allywith theprinciple~ofreasonablenessand fairnesswithin
(herontextofa~orporaleentîty.
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(i) to create a catch-up right (as explained in par. 4.4
above) so that the common shareholders will also receive a
(reasonabie) fixed minimum return.

(ii) to expressly subject the exercise of the drag along
right to the prior consent of the managing board or super-
visory board ofthe company, or

(iii) to limit the right of an investor to invoke a drag
along right(in combination with a liquidation event) to SCE'-
narios in which the liquidation event generates an amount
which is at least equal 00 or exceeds a cerrain predeter-
mined minimum sale price.

7.Market Survey resuJts: recent developments

7.1. Pursuant te (recent) market (venture capital) sur-
veyszo, practically .111financings (in which the most recent
round is at least pari passu with the previous rounds) con-
tain a liquidation preference arrangement As te the liquida-
tion multipies, between 80% and 90% (of .111transactions re-
viewed) contain a IX liquidation preference, around 10% a
lX up to 2X liquidation preference and only a very small
percentage of .111transactions show an even higher liquida-
tion preference. Furmermore, around 75% of .111deals con-
tain a partidpating liquidation preference. 21

72. The majorconclusion ofthe Fish & Richardson sur-
vey is that the so-called single or lX liquidation preference
seems to (have) be(come) the new standard. The Fish &
Richardson researchers note a continued dominance of
'company-friendly' terms. One could say that the relative
demise of multiple liquidation preferences (as compared 00
several years ago) is reflective ofthe more upbeat invest-
ment climate for venture capital. Furthermore, it is likely
that the increased competition for deals has also resulted in
the (further) loosening ofterms as compared to the last few
years.

8. Drafting the investment agreement

8.1. Qbviously, a liquidation preferenee arrangement
contained in any investment agreement will be different
and to a large extent depend on the factual circumstances.
There are, however, several basicelements which should .11-
ways be carefully considered:

(i) thede/inition ofLiquidity Events: when does the liqui-
dation preferenee have to apply? Dnly in case of a sale of
shares or in case of a sale of assets as weil? Upon the transfer
of what percentage of shares/voting rights/assets does it
need to apply? Explicîtly state the events that should qualify
as a Liquidation or Liquidity Event;

(ii) when reference is made to any purchase price, make
surethatJtisclearwhatthepurchasepliceis(i.e.statethe
amount) or how exactiy it can be calculatecl. The same .lp-.
plies to dividends. If a caJculation formula is induded
(which is advisable 1make sure te also include one or sever-
al examples which dearly (and comprehensibly) ilIustrate
how trus formula works22;

(Ui) ifthe preferred shareholders are granted the rightto
(partially/fully) partidpate23 in any remaining proceeds on
an as-if converted basis, the method of conversion (together
with the conversion ratio, Le. the ratio at which preferred
shares are converted inta common shares, which. usually is
1:1) should be made dear, and should be induded either in
the liquidation preferenee dause itself or in a separate con-
versiondause24;

(iv) any other deal-specijic elements that are negotiated
between the parties (e.g. any catch-up rights, limitations to
the extentofparticipation afterthe initial preference, speci-
fic language added to solve any overhang problems, etc.).
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9. Relation with the artides of assodation

9.1. Under Dutch law, the articles of association general~
Iy do nat contain the entire liquidation preferenee clauses
which are inc1uded in the investment agreement, since that
is not always possible (e.g. due to mandatory law) or desira-
bie (e.g. ifthe investor does not want his liquidation prefe-
rence to he public1y known).l' The articles of association
normally only contain arrangements for a 'strict' liquidation
scenario (Le. bankruptcy or winding-up). For the 'strict' Ii-
quidation scenario, several 'steps' are usuaUy included pur-
suant to which any proceeds remaining (after distribution to
creditors) shall be distributed te the (preferred) sharehol-
ders.26As indicated, in a winding-up orbankruptcy scenario,
there will probably not be much left to distribute to share-
holders. That is why sometimes the articles of association
also contain a dause statingthat in caseofa '!iquidity event',
the proceeds wiJl he distributed in the same manner as in
case of a 'strict' liquidation scenario as stated in the articles
of association.27 In any scenario, the investor should insist
that the articles of association contain a provision indicating
who is entitled to receive any (remaining) proceeds.1 note

20. The U5-b.1.sedlaw flnn fish & Riclmdson pubJishes a quarterJy Mul-
timarket VeIlture Capital Survey which is based on a review of publi-
cly reported venture capitalfilWlICingsthathave taken pJacein five
regions of tlle USA(Mid-Atlantio:,NV~, New England. South-
westandSouthemCalifClmiaregiClllS;oftheUS).Thelatestsurvey
reJateswfinandngsthattookplacedurîngthefirstqual1etof2005.
See: http://www.fr.com/news/artidederaU.dm?articieid-462. Simi~
lat nwnbers appear from other surveys. e.g. the fenwick & West LLP/
Shiboleth survey fur the Israel region: http://www.fI:ollWick.coml
docstorejVCSurveyjJsraeLV<:...Su~Ji2_2004.pdf.

21. Of whicb ar()lmd one-third is capped, which cap then ranges anyw-
here from 2 t07 times the original issue price.

22. ThisisespedaJlyintheinterestoftheCompany.sinceitwiUgene-
raJlynothavethetimewwaitforrhesharehoJdersooagreeupon
the interpretation of an undur fonnula. when Ir is in dire need of
newcapital.Butitcanalsobeintbeinrerescofanynon_preferredor
minor sbareholders. who generaUy wiUnot be in a positionw force
theirinterpretacionoftheliquidationfurmulaonanymajor(prefer-
red)shareho!ders.

23. forsome samples ofsuch specific language.J referWtheilrticle
from IIrad Feld, loco dtato (see footnote 11). Other. more detailed
examp!esof Invesrment Agreement proviskms can be found on
variousplacesontheinremer.,e.g.on:http://vls.Law.viJJanova.eduj
profjcohen/webjllusinessAcquisirions/llusAcq_f03{Preferred_Liqui_
dationPtef-10-09.doc en hnp:/lvlsJaw.viILanova.edli/prof/cohenJ
web/BusinessAcquisitions/llusAcq-f05/Preferred·CumulativeDivan_
dLiquid-W-28.doc.

24. Thearticlesofassociil.tionhavewexplicitlyalloworproviderora
ronversion{AsSl'r-Maeijer2-UJ.nr.194andR.W.Th.Norbruis.CollVer_
sie van aandelen in OIIdersoortigeaandelen, Monografiel!n Van der
Heijden Instituut. nr. 43, p. 147,Deventer: Kluwerl993). !fthecom-
mon sharesandtheprefl:orred shares do not have the same nominal
vaJue,maintaining-al:1ronversionratiowilitIig:geranobligawry
amendment of the anicle, of assodation and (in case of a capital
reductkm) the creditor's protection procedure ofartic!e 2:209 ofthe
Durch CivilCode(see: RW.T11.Norbruis.locedteto.p.153).

25. a. RW.lb. Norbrui.s,locodrale. p. 156 (see footnote 24).
26. E.g.first,anyunpaidpreferred(cuffiulative)dividendsarepaidon

thepreferredshares.Then.fromthebaJanceremainingandinsofar
as ptJSsible, each prefl:orredshareholdershall receivean amount
equaJtothenomillillvaJueincreasedwithanysharepremiumon
thoseshares.finany.thebaiancethenremainingshaJlbedistribured
proratatoaJlshareholders.ObviousJy.thlslsmereJyanexampie.
M<lnyother'sreps·canbeindudedfordilferentcJassesofshares.

27.lbe·Jiquidityevent'inthearticJesofa!isodation.isthendefineJ:Iw
have substantiaJly the same meaning as the definition or Jiquidiry
e'JentcClnrainedintheinvestmentagreement.i.e.alsoinc!udinga
regularsaJescenario.Theeliforceabiliryofsuchaprovisionfromthe
artides will be restricted by the rule. of mandatory Jaw (see par.
2.3). As forthe enfClrceabiJiryof these provislonswhenrontail1edin
theinvestmentagreement.seepar.9.2).
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that it is not allowed to subject the entit[ement to any pro-
ceeds to a dedsion ofthe managing board, a spe<:ifk class of
shareholdersoranyotherpartyforthatmatter.z8

9.2. Obviously, in the investment agreement, the fuilli-
quidation preference is set forth. In addition, the investment
agreement generally contains a provision that states that in
case of any conflict between me terms of the artÎCles of as-
sociarion and the investment agreement. the provisions of
the investment agreement wilJ prevail. Saffie investors, ho·
wever, prefer to (try to) include the fuilliquidation prefe-
ren.ce in the articles of association, since mey feel that these
may take preference over the teTms of the investment
agreement 29 Apart from the ract rhar - as indicated - this is
not always possible or even desirabIe, it can be argued that
it is not even necessary: the panies will clearly always have
(had) the intention to effectuate the liquidation preference
in oonformity with the provisions of the investment agree-
ment. The contractual confirmation ofthe parties that they
explicitly intend the investment agreement to prevail over
the articJes of assodation, should generally be sulfident to
secure any investor's (liquidation preference) interests.

10. Condusion

'Merely driving a hard bargain does not necessari/y meun
gettingthebestdeal'.

As we have seen, ..vhen negotiating a liquidation prefer-
ence, it is not always advisable for an investor to try te ne-
gotiate the maximum liquidation preference. In his negoti-
ations, the investor should also pay due attention to the in-
terests ofthe other stakeholders involved, ruch as manage-
ment and employees. Denying the fact that they have to be
kept stimulated to perform, may in practice leave the inves-
tor with no return on investment, while based on the terms
ofthe investment agreement, hewould have expected te re-
ceive the maximum liquidation preference. When contem-
plating exercising his dghts under the investment agree-
ment, the investor should finally respect the (reasonabie)
rights of other stakeholders. even though the investment
agreement does not force him to, becauseit may very weil
be that dragging one's co-shareholders to a zero return wil!
not be allowed by the court.

Mr. N. Christopoulos is advocaat te Hilversum.

28. Asser-Maeijer2-I1I.nr.566.
29.Thisîs~entiredi$(;ussionÎnîtseJf.butasa~neI<lJrule,onecansay

thatitisnotsothatthearticlesofaswciationwllJaJW;lySprevall
overlhetcrmsorasharehoJdersagreement(suchastheinvesrmem
agreement). Especiallywhere rhe agreement is suffident\y detailed
andprovided rhatitrontainsavotingarrangementstatingthatthe
partiesinreJJdtolettheagreememprevaiJoverlheartidesofasso_
ciation.acourtwiJJgenerallybeindinedtofoJlowtheprovisionsof
theagreement,unJes5e.g.theresulttherrofwouldbeunrearonably
burdemome onone or more pan:ies.

Actualiteiten
Besluit actuele waarde
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Vooruitlopend op de Wet van 16 juli 2005 (Stb. 2005,377)
waarmee titel 9 Boek 2 BW is aangepast. Îs het Besluit actu-
ele waarde van 14 junÎ 2005 (Srb. 2005, 321) bekend ge-
maakt. Dit Besluit is de opvolger van het Besluir waardering
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activa. Het Besluit actuele waarde is van toepassing op
boekjaren die na 31 december 2004 zijn aangevangen en
geldt voor rechtspersonen die dejaarrekeningregels van ti-
tel 9 Boek 2 BW toepassen.

Waurderingsbegrippen
Het Besluit actuele waarde dat alleen geldt als tegen actuele
waarde wordt gewaardeerd, hanteert als waarderingsbe-
grippen vervangingswaarde (kort weergegeven: het bedrag
dat nodig is om een vervangend actief met een in econo-
misch opzicht gelijke betekenis te verkrijgen ofte vervaar-
digen), bedriifswaurde (contante waarde van de aan een ac-
tief of groep activa toe te rekenen geschatte toekomstige
kasstromen bij de bedrijfsuitoefening), Qpbrengstwaarde
(het bedrag waartegen een actief maximaal kan worden
verkocht, onder aftrek van nog te maken kosten) en markt-
waarde (het bedrag waartegen actief kan worden verhan-
deld of een passief kan worden afgewikkeld tussen terzake
goed geïnformeerde tot een transactie bereid zijnde partijen
die onafhankelijk van elkaar zijn~

Toepassingsystemutiek
De systematiek in de toepassing van deze begrippen is als
volgt

materiële vaste activa, niet zijnde beleggingen, wor-
den tegen vervangingswaarde gewaardeerd dan wel indien
lager, de bedrijfswaarde. Bij een besluit tot voorgenomen
verkoop geldt de opbrengstwaarde;

onder bezwarende titel verkregen immateriëlevaste
activa die bij verkrijging geactiveerd zijn tegen kostprijs en
waarvoor een liquide markt bestaat, worden tegen vervan-
gingswaarde gewaardeerd dan wel indien lager, de bedrijfs-
waarde. Bij een besluit tot voorgenomen verkoop geldt de
opbrengstwaarde. Zelfvervaardigde immateriële vaste acti-
va en om niet verkregen immateriële vaste activa worden
niet geactiveerd en dus ook niet gewaardeerd;

voorraden, niet zijnde agrarisch, worden gewaar-
deerd tegen vervangingswaarde dan wel indien lager de op~
brengstwaarde;

agrariSChe voorraden worden gewaardeerd tegen
opbrengstwaarde;

activa, zijnde niet financiële instrumenten, die op-
brengsten kunnen opleveren als belegging, worden gewaar-
deerd tegen marktwaarde;

financiële instrumenten voorzover in het Besluit
niet uitgezonderd, worden gewaardeerd tegen marktwaar-
de, mits deze betrouwbaar kan worden vastgesteld;

passiva worden tegen marktwaarde gewaardeerd
mits zij (i) financiële instrumenten zijn en deel uitmaken
van de handelsportefeuille, (ii) derivaten zijn, of(iii)verze-
keringsverplichtingen dan wel pensioenverplichtingen be-
treffen;

activa en passiva waarvan de risico's afgedekt zijn of
zijn geweest, kunnen met inbegrip van de waardeverande-
ringen op de afgedekte posities worden gewaardeerd.

Met derivaten (afgeleide financiële instrumenten) wor-
den gelijk gesteld grondstofcontrOleren die elk der panijen
recht geven op afwikkeling in contanten of ander financieel
instrument tenzij het contract werd aangegaan en duur-
zaam dient ten behoeve van de verwachte inkoop-, ver~
koop- of gebruiksbehoeften, bij het aangaan van het con~
tract voor dir doel werd bestemd, en aangenomen mag wor-
den dat de afwikkeling door levering zal plaatsvinden.

De financiële instrumenten die niet tegen actuele waar-
de mogen worden gewaardeerd, betreffen onder meer fi·
nanciële instrumenten, ruet zijnde derivaten I, die tot het

1. Derivalen maken deel uir van de I\aJJdeJsportefeullle.
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