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-Since being launched in 2007, the annual Schoenherr
roadmap has highlighted significant legal developments
in our markets, presenting them in a special context
created in partnership with a different artist each year.
This year we have incorporated the murals of various
street artists spread over the Schoenherr footprint, giving
them a platform to voice their messages.






Michael Lagler | Schoenherr Managing Partner

We are proud to present the 2019 Schoenherr roadmap.

Voices is the title of this year's roadmap. A fitting theme
considering that a lawyer is the client's voice of reason. He
takes a client's instruction, refines it and navigates complex-
ities in line with a system of rules. Ultimately, delivering a
clear path to the client.

This year's roadmap provides an array of legal gems. Our
experts provide up to date information on litigation funding,
new trends in technology regulation, borrower / issuer side
representation, cyber security, the impact of the EU anti-tax
avoidance legislation, and more.

On the artistic front, we showcase a form of street art —
murals, from all of our Schoenherr jursidictions. When
communicating an idea through murals, an artist is not only
voicing his views on a subject, but very often is also
reflecting societal ideas or values. The idea that murals are
available to all, free, turns convention on its head — a
disruption for society's exclusive art-set. It is interesting to
note that there are unwritten rules that all street artists
know — they aren't necessarily adhered to, but are in
existence nonetheless. Our interview with the head of the
Calle Libre organisation in Vienna on page 120 sheds some
light on these rules and the street art scene in Vienna and
further afield.

The murals, together with our multi-faceted legal updates
from all of our offices, make for a kaleidoscopic mix of
information for you to take in and enjoy. We hope you find this
year's articles instructive and enriching.
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Gudrun Stangl | Partner and Chief Operating Officer

In the last year we have invested in a variety of tech tools in
the areas of client collaboration platforms, e-learning
software, knowledge management and network security
monitoring.

Schoenherr most recently, in conjunction with six other leading law
firms in Vienna, moved forward to lead the legal industry into the
digital future with a focus on client needs. This vision has been
encapsulated in the launch of the revolutionary Legal Tech Hub
Vienna, which is open to all interested stakeholders in the legal
market and aims to streamline internal efficiency, develop digital
services and new business models, digitise existing processes
while evaluating and automating new operations. This launch
builds on other activities with the aim of enhancing service delivery
to clients.

In addition, our IT security efforts work hand in hand with our
efforts to make Schoenherr a law firm 4.0 focusing on the digital-
isation of certain aspects of the delivery of legal advice; and the
use of the technical tools/solutions to optimise day-to-day legal
/ administrative processes.

We will continue investing in enhancing these projects to further
optimise processes and integrate them into the core functions of
the firm. We look forward to working with you this year and
providing you with the valuable service for which Schoenherr is
renowned.
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VWe will continue
iNnvesting in enhancing
these projects to
further optimise
processes and
iNntegrate them into
the core functions

of the firm.
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banking, finance & capital markets

Selected Aspects of Corporate Finance

L ooking beyond the margin:
non-financial matters to keep in mind
when negotiating corporate delot
documentation

Martin Ebner | Vid Kobe

With the successful rebound of the general economy in CEE/SEE and the re-
sultant increase in the supply of debt finance, many companies are looking to
borrow additional funds and/or re-finance their existing indebtedness on bet-
ter terms.

Understandably, overall pricing and, at times, financial covenants required by financiers
are the key focal points for a CFO or corporate treasurer. However, the borrower's at-
tention to the financing terms should not stop there: Certain (standard) finance agree-
ment terms which — while often dismissed as technical/boilerplate — may have a pro-
found impact on the corporate's business. After reminding ourselves (under 1) of the
background for commonly used debt products, this article (under 2) focuses on select-
ed borrower-/issuer-side topics and then takes a glimpse (under 3) at commonly used
debt products from the perspective of modifying a multiparty contractual arrangement.

1 Starting point: Who calls the shots?
These days, terms of debt documents
tend to be very much borrower/issuer
driven, not only as we move up the
credit-spectrum, but also the further we
move into products such as spon-
sor-driven LBOs and real estate finance.

However, it should be borne in mind
that customary finance agreement
precedents and templates have histori-
cally been developed by the lending
side of the market and are essentially
bank products. This means that the
starting point of every finance docu-
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mentation negotiation is usually a set of
documents which has been designed
by creditors — with a primary view to
protecting themselves. These docu-
ments often do not sufficiently take ac-
count of the specifics of the particular
borrower's financial and business reali-
ty, and borrowers should not shy away
from critically reviewing and negotiating
finance documents — also beyond the
financial terms.

Ultimately, finding the "right" balance
between legitimate lender protections
and the flexibilities needed by the bor-
rowing firm's management to success-
fully run the business is in the interest of
both sides of a financing transaction.

2 Selected points for discussion
Sophisticated finance documents pro-
vide an almost endless source for de-
bate between the stakeholders. Ana-
lysing arguments for and against
particular positions would clearly be far
beyond the scope of this publication,
so we decided to focus on a few key
areas where a critical forward-looking
approach to contract terms will contrib-
ute to the stable finance platform need-
ed by any successful business.

Before turning to those topics, a brief
note on document architecture: as a
technical matter, we firmly believe that
all commercially relevant contractual
stipulations — such as the ones we are
going to discuss below — should be
contained in the main/principal finance
documents and should not be "hidden"
in some ancillary (e.g. security) docu-
mentation. Having a "single catalogue"
of contract terms will facilitate efficient
contract monitoring and compliance,
and will be crucial for addressing (risks
from) finance contracts in corporate risk
management and the internal control
functions of a business. The areas we
will touch upon broadly fall within the
following categories: (1) tailoring the fi-
nance documents to the needs of the
business, and (2) reducing the risk of
"hiccups" in business reality spilling
over into the capital structure.

The first area covers the most import-
ant (dare we say, the only important)
topical legal clauses a businessperson
needs to focus on when looking at fi-
nance documents. The remainder, in-
cluding the second area of "spill-over

14
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control", is clearly for the internal and
external legal team to focus on.

Finance documents tailored to your
needs

Generally, the further down a borrower
finds itself in the credit spectrum, the
more its financiers will look for protec-
tions — which will translate into more
restrictive contract terms. This is true at
pre-funding (aka conditions precedent)
stages as well as, via undertakings and
representations, during the tenor of the
financing.

In a typical non-investment grade (or

leveraged loan) scenario, the ongoing
contractual restrictions in debt docu-
ments are manifold. Regarding those
weaker credits, loan documentation
seeks to protect financiers by generally
restricting the borrower's and its
group's ability to transact in certain
ways, except to the extent a particular
transaction is expressly permitted in
the contract. Clearly, those undertak-
ings will determine the borrower's room
for manoeuvre during the tenor of the
financing, and therefore these cove-
nants and the relevant exemptions de-
serve attention. Negative undertakings

Ultimately, finding

the "'rght” balance
petween legitimate
lender protections and
the flexibilities need-
ed by the borrowing
fir’'s management to
successfully run the
business is IN the inter-
est of both sides of a
financing transaction.



within that category relate to restric-
tions on movement of cash (e.g. limita-
tions on additional indebtedness, distri-
butions to shareholders and business
acquisitions) as well as restrictions on
dealing with assets (e.g. no-disposal
and negative pledge covenants).

Even in the investment-grade realm,
where documentation is far less restric-
tive, borrowers are well advised to take
a forward-looking approach to their
covenant sets. For example, changes
to accounting standards and their im-
pact on financial covenant calculations
would ideally be anticipated at early

banking, finance & capital markets 01

stages of the process. This can be
done either (ideally) during documenta-
tion stages or (less ideally) later on by
proactively pursuing a covenant re-set
during the lifetime of a transaction. Re-
cent changes to IFRS 16 will, depend-
ing on the nature of the business, have
far-reaching effects on financial cove-
nants, for example.

Lately, a new breed of undertakings
has arrived, irrespective of a business's
credit rating. Driven by EU but also US
sanctions legislation, internationally ac-
tive lending institutions seek to impose
ever more restrictive contractual com-
pliance undertakings on their borrow-
ers. Of course, sanctions compliance
must be safeguarded, but care must be
taken not to contract prohibitions that
go beyond what the law requires and,
worse, could even violate applicable
anti-boycott legislation (e.g. the EU's
blocking statute addressed at certain
US sanctions against Iran).

Technical safeguards

Experience shows that even the stron-
gest of borrowers are not immune to
stress situations.

When these occur, the contractual
terms of the debt documents are deci-
sive in containing the impact of singular
events on the overall capital structure.
In those situations, it will be crucial that
revolving facilities remain available for
drawdown, for example. Available
commitments in such situations often
presuppose precise contract language,
in combination with a contracting out of
statutory draw-stop provisions. Relat-
ed areas, where forward-looking draft-
ing of finance contracts is essential, in-
clude  cross-default mechanisms
(where otherwise the "lowest denomi-
nator" may easily spark a group-wide
fire) and cure rights for defaults. More-
over, banking regulation drives lending
institutions towards a less "static" ap-
proach to their exposures. Tradability of
debt may at times not mesh well with
the concept of relationship banking
and, considering regulatory pressures,
it will always be worthwhile for a bor-
rower to take a closer look at the trans-
fer clauses in the debt documents to
determine how legally robust the rela-
tionship with a particular financier in
fact is.

3 Documentary adaptability?

Finally, since nobody can predict the fu-
ture, the need to amend or waive a par-
ticular feature in a finance document (or
in the capital structure) cannot be ex-
cluded.

Later in this Roadmap (see pages 18 to
23), our colleagues will briefly describe
the statutory tools available in CEE/SEE
to adjust existing finance contracts in
the absence of a majority-based con-
tractual mechanism. As a "sneak pre-
view", however, we performed a docu-
ment adaptability check of the financing
arrangements that appear most popu-
lar with medium and large corporates in
the region, i.e. (A) syndicated loans, (B)
privately placed bonds following the
German Schuldschein model, and (C)
corporate instrument. Not surprisingly,
from the perspective of adapting an ex-
isting multiparty arrangement without
all parties being available (or willing) to
consent, a syndicated loan appears the
preferred route, simply because of the
contractually agreed majority deci-
sion-making in combination with a sin-
gle point of contact, the agent of the
syndicate. Contrary to that, from a con-
tract law perspective, the German
Schuldschein constitutes a bundle of
bilateral agreements and each affected
creditor would need to consent to rele-
vant changes. Corporate bonds, cer-
tainly Austrian law ones (and practice
differs from jurisdiction to jurisdiction),
often do not contain any forum or
methodology to amend or waive partic-
ular terms so that — absent use of the
statutory tools that may be available — a
time-consuming exchange offer would
often seem the only alternative.

Bottom line

In a nutshell, taking a critical look at the
broader set of terms — beyond the mar-
gin — is apt to contribute to the resil-
ience of the borrower's business and to
improve the efficiency of internal risk
management functions. In a similar
vein, corporate borrowers are well ad-
vised to consider the selection of the
financing instrument — and, potentially,
the governing law / jurisdiction of bor-
rowing — in light of the fact that busi-
ness reality may require a degree of
flexibility as regards contract terms.
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Terms of aloan — set in stone”?

Miriam Simsa

The issue.

As an attorney working in restructuring, | hear
a recurring complaint from bank's restructuring
departments: "Debtors admit financial difficul-
ties far too late. They ring the alarm bell only
once the entire house is on fire."

Doubtless, there are many reasons for this,
ranging from the unwilingness to accept the
facts, to the conviction that the troubles can
best be managed internally. Yet one main ob-
stacle is the lack of adequate proceedings to
restructure debt outside of judicial insolvency
proceedings. In most jurisdictions covered by
Schoenherr, the only way for a solvent restruc-
turing is out of court negotiations and the con-
sent of all relevant creditors. There have been
success stories but still, out of court restruc-
turings face serious challenges, not at least the
necessity of a unanimous agreement for all in-
volved creditors.

Then, why not use insolvency proceedings?
While the introduction of insolvency proceed-
ings was a big step towards providing a legal
framework to foster a business-friendly legal
environment these proceedings offer very little
to a debtor that merely wants to restructure its
debt. First, insolvency proceedings frequently
require that the debtor is actually insolvent. Be-
ing forced to wait until actual insolvency, hin-
ders timely opening of proceedings and there-
fore reduces the chances for success. Second,
insolvency proceedings frequently force a
debtor to hand over control of its business to
an administrator. Debtors will usually avoid sur-
rendering control of the business for as long as
possible. And third, insolvency proceedings
involve all creditors, including customers, sup-
pliers and employees. Involving only the finan-
cial creditors is normally not an option. Such
proceedings will therefore inevitably have a sig-
nificant negative impact on the debtor's future
business, diminishing the chances of success-

Facade on Hotel Kyjev,

fully continuing the business. JakupMarkech BratislavanSlavakiatel s s el o it Sl e
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The solution.

All of these concerns could be addressed by intro-
ducing a legal framework for restructuring proceed-
ings. In order to qualify as such, proceedings should
include at least the following elements:

(i) There should be no requirement that the debtor is
or claims to be insolvent or in any pre-stage of in-
solvency.

(ii) The debtor should be allowed to stay in control
of its business. As an alternative, debtors could be
obliged to engage a restructuring expert as an ex-
ternal advisor, such as an insolvency lawyer or an
auditor.

(i) The proceedings should be confidential until
confirmation of the restructuring plan. This element
is crucial in order to avoid any negative repercus-
sions for the debtor's business.

(iv) There should be no requirement to involve all
creditors — the debtor should have the option to re-
structure only certain classes of its debt.

(v) Adopting an agreement should not require 100 %
consent but only a majority vote in order to reduce
the risk of small hold-out creditors sabotaging the
restructuring.

(vi) The final agreement should be confirmed by a
court in order to safeguard interests of any dissent-
ing creditors.

The proposal by the European Commission for a
directive on preventive restructuring frameworks,
second chance, and measures to increase the effi-
ciency of restructuring, insolvency and discharge
procedures, is a good start. It can only be hoped
that the directive will be enacted soon and properly
implemented by local legislators. Because under the
status quo — as shown in the table on pages 20 to 23
— the debtor only has the choice between muddling
through and a unanimous agreement.

The proposal by the Europe-
an Commission for a directive
on preventive restructuring
frameworks, second chance,
and measures to increase
the efficiency of restructuring,
iNnsolvency and discharge
procedures, is a good start.
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Amending debt terms in CEE/SEE -
one region, different regimes

The amending of debt terms is driven by local rules and

regional distinctions. Although many CEE/SEE jurisdictions
permit amendments to debt terms only after the initiation of

court insolvency proceedings (save for consent of all creditors),
a number of jurisdictions have implemented tools that allow for

amendments also before insolvency proceedings have com-
menced and without consent of all debtors. The below map
and following pages illustrate regional differences in this area
across the CEE/SEE region.

czech republic*
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Required majorities

For approval of reorganisation plan
in insolvency proceedings:

IlE % by amount of claims

* Creditors are
divided in several
classes (majority
qualifications in
each class must
be reached for the
approval of the

proceedings proceedings) i a % by headcount of [jgrr]?anization
creditors (if applicable)
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Austria
Matthias Pressler

Bosnia & Herzegovina
Vladimir Markus

Bulgaria
Tsvetan Krumov

1. Are there statutory legal tools
that allow a debtor together with
a certain majority of its creditors
outside of insolvency proceedings
to amend the terms of its debt
which are binding on all creditors
(or creditors of a certain class)?

No. Austrian law does not provide
for any such generally applicable
statutory legal tools outside insolven-
cy proceedings.

In the absence of contractual
arrangements that provide for certain
majorities, all affected creditors need
to agree on the terms of a financial
restructuring or other changes to the
debt capital structure. Neither the
debtor nor the majority of creditors
can force dissenting creditors to
participate.

Yes. In the Republic of Srpska

(i.e. a self-governed entity within
the territority of B&H), a debtor or
creditor (with debtor's consent) is
entitled to file a court restructuring
petition to the competent court, due
to debtor's threatened illiquidity.
Such restructuring is taken prior to
the initiation of insolvency proceed-
ings. The court restructuring is a
process that regulates the legal
status of the debtor and its relation-
ship with creditors and enables the
debtor to continue with its business
operations.

No. In the Federation of Bosnia and
Herzegovina (i.e. a self-governed
entity within the territority of B&H)
there are no generally applicable
statutory legal tools available outside
insolvency proceedings.

No. Bulgarian law does not provide
for legal tools outside of insolvency
proceedings that allow a debtor
together with a certain majority of its
creditors (having less than 100 % of
the claims) to amend the terms of the
debt which are binding on all creditors
(or creditors of a certain class).

2. Is court (or another public
authority's) involvement required
to make use of the statutory legal
tools described in 1.?

N/A

Yes. In the Republic of Srpska court
restructuring is a court-supervised
process that may be initiated by the
debtor or creditor (with the debtor's
consent).

N/A

3. Which legal tools are avail-
able to amend the terms of debt
after insolvency proceedings
have commenced?

20

In addition to "standard" insolvency
proceedings, Austrian law provides
for the statutory legal tool of the "re-
organisation plan" (Sanierungsplan).
Upon insolvency, debtors can pre-
pare a reorganisation plan which will
be binding on all (including dissenting)
creditors if all conditions have been
met. The adoption of such a reor-
ganisation plan requires that (i) the
majority of all voting creditors agrees
to it (majority by headcount), and (i)
the sum of the approving creditors'
claims exceeds half of the total sum
of all voting creditors' claims (majority
by claim).

After the creditors' acceptance (and if
certain additional conditions are met),
the insolvency court will confirm the
reorganisation plan and it becomes
binding on all creditors, including
those who have not participated in
the voting or who have voted against
the plan.

Often reorganisation plans include
a substantial haircut and deferral of
debt, the conditions of which apply
to all creditors in the same manner.
Any less favourable treatment of a
particular creditor would require its
express consent.

Under the Bankruptcy Act of the
Federation of Bosnia and Herzegovina
and the Bankruptcy Act of the Repub-
lic of Srpska, bankruptcy proceedings
are conducted in the form of reorgani-
sation or bankruptcy.

Reorganisation is the process of sat-
isfying creditors' claims in accordance
with an approved reorganisation plan /
pre-packaged reorganisation plan.

The applicable legislation provides for
two forms of reorganisation: reorganisa-
tion based on () a reorganisation plan, or
(i) a pre-packaged reorganisation plan.

The stage at which either form of
reorganisation plan is prepared and
negotiated is the crucial difference
between the two forms of reorgan-
isation. While the preparation and
negotiation of the reorganisation plan
is protected from unilateral creditor
action, negotiations around the
pre-packaged reorganisation plan are
not protected from unilateral creditor
action, as there is no stay on creditor
action until bankruptcy proceedings
are opened.

The adoption of such a reorganisation
plan requires that (i) the majority in
each creditor class have voted for the
plan, and (i) the sum of the claims of
those who voted for the plan exceeds
that of those who voted against it.

Upon commencement of Bulgarian
insolvency proceedings, subject to

certain exceptions, a reorganisation
plan can be proposed.

Adoption of the reorganisation plan
must first be approved by creditors
with accepted claims. Bulgarian law
provides for five different classes

of creditors and the creditors with
accepted claims within each class
need to vote separately.

The plan is deemed to have been
approved by the creditors if (i) the
majority of all voting creditors within
each class agrees to it (majority by
amount of accepted claims), and (i)
creditors with more than half of all
accepted claims approve the plan.

Secondly, the plan must be approved
by the court, where some additional
statutory requirements must be met,
inter alia that (i) all creditors within a
certain class must be treated equally,
unless those treated in a worse
manner have consented in writing,
and (i) the plan must provide to

each non-consenting creditor such
payment which it would receive in the
general distribution in insolvency.



Croatia
Ozren Kobsa

Czech Republic
Natélie Rosova
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Hungary
Gergely Szaloki

Macedonia
Magdalena Petreska

No. Croatian law does not provide
for any such generally applicable
statutory legal tools outside insolven-
cy proceedings.

In the absence of contractual
arrangements that provide for certain
majorities, all affected creditors need
to agree on the terms of a financial
restructuring or other changes to the
debt capital structure. Neither the
debtor nor the majority of creditors
can force dissenting creditors to
participate.

No. Czech law does not provide for
any such generally applicable stat-
utory legal tools outside insolvency
proceedings.

In the absence of contractual
arrangements that provide for certain
majorities, all affected creditors need
to agree on the terms of a financial
restructuring or other changes to the
debt capital structure.

No. Hungarian law does not provide
for any such generally applicable
statutory legal tools outside insolven-
cy proceedings.

In the absence of contractual
arrangements that provide for certain
majorities, all affected creditors
interested in a debtor's reorgani-
sation need to agree on the terms

of a financial restructuring or other
changes to the debt capital structure.
Neither the debtor nor the majority
of creditors can force dissenting
creditors to participate or accept a
haircut.

Yes. A debtor may negotiate an out-
of-court restructuring of its liabilities
towards creditors (of which at least
one must be a financial institution) un-
der the Out-of-Court Settlement Act.

Conclusion of an out-of-court financial
restructuring plan is only possible if
creditors holding a majority of claims
vote in favour of the restructuring
plan. The measures of the financial
restructuring are similar to those
typically associated with insolvency
reorganisation plans. The adopted
restructuring plan is binding on all
creditors, except those holding
collateral who have not waived their
right to separate enforcement against
the collateral.

N/A

N/A

N/A

Yes. In Macedonia the restructuring
plan must be approved by the Set-
tlement Council which is appointed
by the Macedonian Ministry of
Economy.

The Croatian insolvency regime
provides for two statutory legal tools
of the "reorganisation plan:

i) within pre-bankruptcy proceed-
ings: this voluntary, debtor-in-pos-
session proceeding enables a debtor
to avoid bankruptcy by way of a
court-overseen procedure which
restructures the debtor's finances
through a restructuring plan. The
trigger for initiating the procedure is
an "imminent inability to make pay-
ments", which is determined by the
court. A reorganisation plan needs
to be adopted by (i) a majority of all
creditors, whereas (ji) within each
group of creditors, the claims of
creditors that voted for must exceed
by double the claims of creditors
that voted against.

ii) within bankruptcy proceedings:
adoption of a bankruptcy reorgani-
sation plan requires that (i) the major-
ity of all creditors in each creditors
group voted on the bankruptcy plan
and (i) within each group of creditors,
the claims of creditors that voted for
the plan, have to be double the claims
of creditors that voted against it.

Both reorganisation plans almost
always include a substantial haircut
and deferral of debt and, if adopt-
ed, affect all (including dissenting)
creditors.

In addition to standard insolvency pro-
ceedings, Czech law provides for the
statutory legal tool of reorganisation.

A non-liquidation process is entered,
which aims at the continuation of the
debtor's business activity. Creditors
are satisfied gradually based on a
reorganisation plan approved by the
creditors and the insolvency court.

Adoption of such a reorganisation
plan requires that a majority of the
voting creditors within each class
having at least half of the total nominal
amount of the claims of the voting
creditors votes for its approval.

Under specific circumstances, the
insolvency court may approve the
plan even if it is not accepted by each
class of creditors.

In an insolvency proceeding, Hungarian
law provides for the statutory legal tool
of the reorganisation plan.

The debtor can prepare a reorgani-
sation plan which will be binding on
all (including dissenting) creditors if all
conditions have been met.

Adoption of such a reorganisation
plan requires the majority of votes (by
amount of claim) of both the secured
and unsecured creditors. After the
creditors' acceptance (and if certain
additional conditions are met), the
court confirms the reorganisation plan
and it becomes binding on all cred-
itors, including those who have not
participated in the voting or who voted
against the plan.

Reorganisation plans often include a
substantial haircut and deferral of debt,
the conditions of which apply to all
creditors in the same manner.

Under the Macedonian Insolvency
Act, debt may be amended through
the reorganisation process.

Reorganisation is based either on

(i) a pre-packaged reorganisation
plan filed simultaneously with the
petition for initiation of insolvency
proceedings, or (i) a reorganisation
plan filed by certain deadlines after
the insolvency proceeding has been
opened.

The adoption of such a reorganisa-
tion plan requires that creditors with
a majority of all claims and a simple
majority within each creditor's class
have approved the plan.

Therefore, cramdown of creditors
within a creditor class is possible,
while cramdown of a creditor class
is not.
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Poland
Pawet Halwa

Montenegro
Jovan Barovi¢

Romania
Narcisa Oprea; Livia Purice

1. Are there statutory legal tools
that allow a debtor together with
a certain majority of its creditors
outside of insolvency proceedings
to amend the terms of its debt
which are binding on all creditors
(or creditors of a certain class)?

No. Generally, Polish law does not
provide for such a possibility outside
of the insolvency regime.

All affected creditors interested in

a debtor's reorganisation need to
agree on the terms of a financial
restructuring or other changes to the
debt capital structure. Dissenting
creditors cannot be forced to partici-
pate or accept a haircut.

Additionally, and only with respect
to bonds, Polish law provides that in
certain cases a meeting of bond-
holders may amend the elements

of issuance terms and conditions if
more than half of voting bondholders
vote in favour.

No. There is only a potential three-
month suspension of the initiation of
insolvency proceedings in case of a
consensual financial restructuring, but
no haircut on dissenting creditors.

A debtor may negotiate an out-of-
court restructuring of its liabilities
towards creditors, of which at least
one must be a financial institution.
The availability of consensual financial
restructuring to the debtor and its
creditors is conditioned by (i) the state
of financial difficulty of the debtor, (i)
the viability of its business, and (iii) the
debtor's suitability to be restructured.

Consensual financial restructurings
are hardly ever used in practice, be-
cause they are strictly voluntary and
are only binding on parties choosing
to participate in them. The sole
exception to this rule is that hold-out
creditors are prohibited from initiating
insolvency proceedings against the
debtor for three months as of the
signing of the consensual financial
restructuring participation accord,
provided the accord is signed by
creditors holding 75 % or more of the
amount of claims.

Yes. Only the terms of the debt will
be amended, not the nominal amount.

Under Romanian law, the composition
procedure allows for a certain majority
of creditors (holding at least 75 % of
the accepted claims) to negotiate and
vote for the approval of a composition
arrangement, which includes a project
and a recovery plan proposed by the
debtor together with a court-appoint-
ed administrator.

If the composition arrangement is
duly validated by the court of law, the
court can accept the debtor's request
to impose a term during which the
maturity of claims by creditors who
have dissented or did not participate
in the composition arrangement is
postponed.

The above provisions may impact
creditors.

2. Is court (or another public
authority's) involvement required
to make use of the statutory legal
tools described in 1.?

N/A

N/A

Yes. In Romania there is a court
involvement in pre-insolvency
proceedings.

3. Which legal tools are avail-
able to amend the terms of debt
after insolvency proceedings
have commenced?
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The Polish insolvency regime, in
particular restructuring proceed-
ings, allow for a composition to be
concluded between the creditors,
which will be binding on all (including
dissenting) creditors.

Adoption of such composition re-
quires that (i) the majority (by head-
count) of all voting creditors agrees
to the composition, and (i) the sum
of the approving creditors' claims
exceeds two-thirds of the total sum
of all voting creditors' claims (majority
by claim).

After the creditors' acceptance,

the restructuring court confirms the
composition and it becomes binding
on all creditors, including those who
have not participated in the voting or
who voted against the composition.

The composition may include a sub-
stantial haircut and deferral of debt,
which will apply to all creditors in the
same manner. However, if a given
creditor is to be treated less favour-
ably in any way, its explicit consent
is required.

Under the Insolvency Act, debt may
be amended through a reorganisation
process. Reorganisation is based on
either (i) a pre-packaged reorganisa-
tion plan filed simultaneously with the
petition for initiation of insolvency pro-
ceedings or (i) a reorganisation plan
filed, within certain deadlines, after the
insolvency proceeding has opened.

A reorganisation plan is approved if a
majority of the creditor class vote in
favour of its adoption. A creditor class
approves the plan by a favourable
vote of its members holding more
than 50 % of the amount of claims in
that class. If the reorganisation plan

is adopted by the majority of creditor
classes and approved by the court, it
will bind dissenting creditors. There-
fore, both, creditors within a creditor
class and the entire creditor class may
be crammed down.

Under Romanian law, debt may be
amended through a judicial reorgan-
isation process based on a reorgan-
isation plan.

The adoption of such a plan requires
that (i) the majority of the classes of
creditors vote in favour of its adop-
tion; (ii) at least one of the disadvan-
taged classes of creditors agrees to
the plan; and (i) creditors holding at
least 30 % of the total amount of the
claim pool approve the plan.

Within a certain class of creditors,
the plan is approved by a favourable
vote of more than 50 % of the total
amount of the claim pool within the
respective class.

After the reorganisation plan is
approved by the creditors and sub-
sequently confirmed by the court,
the plan becomes binding on all
creditors (including those who have
not participated in the voting or who
have voted against the plan).



Serbia
Petar Kojdic¢

Slovakia
Michal Lucivjansky
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Slovenia
Matej Crnilec

No. A debtor may negotiate an out-
of-court restructuring of its liabilities
towards certain creditors under the
Companies (Arranged Financial Re-
structuring) Act. However, this pro-
ceeding is hardly ever used in practice,
as it does not permit a cramdown of
dissenting creditors. A precondition is
that all creditors are willing to negotiate
and voluntarily enter into a restructuring
agreement.

The debtor and creditors will first enter
into a standstill agreement prohibiting
the commencement and continuation
of any enforcement proceedings or
settlement initiated by these creditors.
This voluntary standstill should allow
for the debtor to negotiate a financial
restructuring agreement with creditors.
Under the agreement, various restruc-
turing measures may be implemented.

No. The Slovak law does not provide
for such tool outside of restructuring
proceedings.

Therefore all affected creditors must
contractually agree on the terms of

a finanicial restructucuring or other
changes to the debt capital structure,
such as a haircut. Without consent of
a creditor, changes to respective debt
is not possible.

Yes. Slovenian law provides for a
"pre-emptive restructuring” pro-
ceeding aimed at enabling eligible
distressed corporate debtors to
avoid insolvency by entering into a
financial restructuring agreement
with its financial creditors outside for-
mal, court-sponsored restructuring
proceedings. Notably, the pre-emp-
tive restructuring is designed to only
affect financial creditors.

If the requisite majority of financial
creditors (30 % as a general rule)
agree to the initiation of pre-emptive
restructuring, this will result in a
statutory standstill for the entire class
of financial creditors. Provided that
(i) the requisite majority of financial
creditors (75 %) then accedes to the
financial restructuring agreement,
and (i) the financial restructuring
agreement is confirmed by the court,
dissenting financial creditors will face
a cramdown.

N/A

N/A

Yes. In Slovenia there is court in-
volvement. The financial restructuring
agreement needs to be deposited
with a notary public and needs to be
approved by an auditor.

The financial restructuring agreement
is then confirmed by the court. The
court's review is limited to checking
whether the formal conditions are met.

A debtor may file an insolvency peti-
tion accompanied by a pre-packaged
reorganisation plan.

In this case, the debtor may avail
itself of an expedited proceeding that
would likely end with the adoption of
the plan, if the debtor has drawn up
the plan together with the creditors. If
an insolvency case is already opened,
a reorganisation plan may also be
filed subsequently within certain
deadlines.

The adoption of such a reorganisation
plan requires that each class of cred-
itors vote for its adoption. A creditors
class approves the plan by a favour-
able vote of its members who hold
the majority of the amount of claims
in that class. If just one creditor class
does not approve the reorganisation
plan, the plan will not be adopted.

If the reorganisation plan is adopted
by all creditor classes and approved
by the court, it will bind dissenting
members within the class.

Slovak insolvency law provides apart
from standard insolvency proceedings
leading to liquidation of a company
also restructuring proceedings (aiming
at keeping at solving the pending
insolvency status).

Restructuring ends with a restruc-
turing plan which needs first to be
approved by the creditors and is
afterwards confirmed by an insolvency
court. The restructuring plan is also
binding on the creditors which voted
against the plan (unless statutory
exemptions apply) and the claims of
creditors which did not participate in
the restructuring proceedings within
the given statutory period cannot be
judicially enforced in full.

Approval of the restructuring plan
requires mainly that (i) the majority

by amount of claims in each group

for secured receivables votes for
approval, (i) the majority by amount

of claims in each group for unsecured
receivables and (jii) majority of votes of
present creditors at the meeting votes
for the plan adoption.

In general, in the course of restructur-
ing creditors need to be satisfied at
least by 50% of their claims.

In Slovenian insolvency law, the
terms of debt can be amended in a
compulsory settlement.

As a rule, the compulsory settlement
affects all unsecured claims existing
at the time the compulsory settle-
ment proceedings were opened,
while secured claims remain unaf-
fected. However, the terms of the
compulsory settlement proposal can
be modified by the initiating party,
for example to limit the effects of the
compulsory settlement to financial
creditors only and/or to extend the
effects of the compulsory settlement
to secured claims.

If the compulsory settlement is ap-
proved by the requisite majority (60%
of all affected claims), the terms of
the compulsory settlement will be
binding on the entire class (cram-
down). If the compulsory settlement
is modified to also affect secured
claims, the vote on the compulsory
settlement proposal is carried

out in two separate classes
whereby a higher, 75% majority is
required in the secured claims class.
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Digitisation, administration and transfer
of registered shares of an unlisted AG

on the blockchain

> L -

Thomas Kulnigg | Zurab Simonishvili

In the past few years, blockchain has become a "hype" topic for lawyers,
as the technology seemingly promises entirely new ways to easily and
securely track transactions via a decentralised peer-to-peer computer

network.

Due to its secure and decentralised na-
ture, blockchain technology could be the
perfect solution to digitise shares in
companies, most notably of Austrian
Stock Corporations (AG), since their
shares are generally meant to be fungible.
Digitisation of shares means that shares
are represented by "tokens", and not by
paper share certificates. Tokens are digi-
tal units that can be created based on a
"smart contract", for example, on the
popular Ethereum blockchain using its
"ERC-20 standard". ERC-20 defines a
common list of rules for Ethereum to-
kens within the Ethereum blockchain.

These rules include how the tokens are
transferred between addresses and how
the data stored on each token is ac-
cessed. Tokens can thus have special
programm functions, such as a "trans-
fer" function.

Share tokens are linked with registered
shares and issued to the shareholders of
the AG by transferring the newly created
token to the shareholders' cryptocurren-
cy wallets. Each token represents one
individual share.

The digitisation of the registered shares
of an AG is intended to simplify their
transfer. Due to the technical design, it is
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possible to eliminate any intermediary
and for shareholders to transfer the
shares directly against payment of the
agreed consideration (delivery versus
payment). Digitisation is also intended
to make the transfer of registered shares
of an AG more secure. The blockchain
ensures tamper-proof transfer of to-
kens. The risk of fraud and errors in the
transfer of shares can therefore be
further reduced.

Legal requirements

The possibility to digitise shares should
be provided for in the articles of associ-
ation of the AG. For AGs that are not
listed, there is greater autonomy regar-
ding the statutes in comparison to a
listed AG. Amendments to the statutes
of an unlisted AG are generally permis-
sible not only where the law expressly
provides, but also where the mandatory
law or the nature of the AG is not viola-

ted. Now that the digitisation of shares
does not automatically qualify the AG
as a listed company, respective provisi-
ons governing the digitisation of shares
can, subject to the foregoing and the
following, be included in any non-listed
AG's articles of association.

With our recent project for Conda
(www.schoenherr.eu/press-releases/
press-releases/austria-schoenherr-ad-
vises-crowdinvesting-company-conda-
on-first-ever-digitalisation-of-shares-
via/), we have proven that such changes
in the articles of association are admis-
sible. There is no explicit provision in
the Austrian Stock Corporation Act
prohibiting provisions in the statutes
concerning the digitisation, administra-
tion and transfer of registered shares of
an unlisted AG on the blockchain. These
procedures are also in accordance
with the principles of stock corpora-
tion law. Therefore, provisions in the

Due to the technical design, it is
possible to eliminate any inter-
mediary and for shareholders
to transfer the shares directly
against payment of the agreed
consideration (delivery versus

payment).
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statutes of an unlisted AG regarding
the digitisation, administration and
transfer of registered shares are permit-
ted in principle.

How to do it

If it is planned to digitise shares, the
company's statutes must first exclude
shareholders' rights to the certification
of shares. Subsequently, the statutes
must authorise the management board
to segment the registered shares of the
company in the form of tokens and to
transfer them to the shareholders. There-
after, the transfer of shares is only pos-
sible according to general civil law prin-
ciples (by assignment).

Since each registered share is linked to
a digital token and each token repre-
sents an individual share, the transfer of
a token is equivalent to the transfer (as-
signment) of a share.

When a token is transferred, it is regis-
tered in the blockchain that the token
was transferred from one shareholder
to another person, and therefore the
transfer can no longer be manipulated.
Since the transfer of a token is equiva-
lent to the transfer of a share, the trans-
fer of the share is thus sufficiently pro-
ven for the management board. The
management board is informed of this
by a computer protocol (“smart con-
tract"). Based on this, the management
board can make the corresponding
changes in the share register. The trans-
fer of a token is therefore equivalent to the
(conventional) transfer of a share.

Outlook

Another digital corporate solution could
involve how general meeting resolu-
tions are passed. Electronic voting is
already permissible. The advantage of
voting via the blockchain is that voting
behaviour could be securely stored on
the blockchain, meaning voting errors
would be further reduced.

In addition, dividends could be paid in
the form of cryptocurrency or other to-
kens. Such distributions legally qualify
as distribution in kind, which are only
admissible if all shareholders consent.
We will see if future legislation will ac-
knowledge (by default) cryptocurrency
or other tokens as means of payment of
dividends.
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on Turkish corporate law
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The system willlead to greater
efficiency and synergies,
while elminating paperwork
and formalities under Turkish
corporate law.

Market expectations are changing on a daily basis as new technologies are developed. The governmental authori-
ties in Turkey are currently working on new systems to ensure compliance with recent developments and to provide

investors a more secure environment.

In light of this approach, the Ministry of Customs and Trade
(the "Ministry") launched a new digital system called Mersis
last year. The main purpose of the system is to modernise fi-
ling procedures and replace manual filing processes, inclu-
ding long and harsh bureaucratic procedures. The system will
lead to greater efficiency and synergies, while eliminating pa-
perwork and formalities under Turkish corporate law. Thanks
to the new system, many transactions in Turkey, such as es-
tablishment of joint stock and limited liability companies, mer-
gers and demergers, change of company type and changing
management bodies can be done within a very short period
of time. At present, physical application at the Trade Regis-
tries is necessary to complete these procedures. The Ministry
wishes to develop a system that allows all of these proce-
dures to be completed digitally.

Another reason for the new system is to ensure unity be-
tween the practices of the Trade Registries. The system pro-
vides users several samples and templates to make complex
transactions easier and more understandable. The many guide-
lines in the system eliminate the various approaches and
practices by different Trade Registries. More digital support

will surely lead to less bureaucratic meddling, which is one of
the most controversial issues in Turkey over the last decade.

Databank of trade in Turkey

On the other hand, the new system can be seen as an "e-li-
brary of companies". Any user who logs into the system can
easily find the most up-to-date information, including tax
number, registered address, share capital and authorised re-
presentative of a company operating under Turkish Law. In
this way, companies can enter into transactions in a safer and
more secure environment. With the new developments to be
made in the system in the upcoming years, it will no doubt be
possible to complete many complex transactions with just a
click of the mouse.

Authorised users

Although the system allows everybody to obtain corporate
information, transactions can only be made by the legal enti-
ties' authorised representatives. The Ministry has announced
that in the near future users will be obliged to have e-signa-
tures in order to exercise their authority. The system will thus
provide its users a safer and more secure environment.
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Legal tech in m&a —man vs machine”?
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Christopher Junger | Maximilian Nutz
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"The first thing we do, let's kill all the lawyers."' More than 500 years later, and one of Shakespeare's most
famous lines may become a reality, not literally of course, but evolving legal technologies and increasingly
cost-conscious clients have created the perfect basis for the extinction of legal work as we know it.

The typical m&a transaction

m&a is certainly a hot area for legal tech due to its procedural
aspects and the effort to reduce complexity. A typical m&a trans-
action can be divided into the due diligence phase and the pre-
paration, negotiation and execution of transaction documents.

¢ |n the due diligence phase, lawyers are confronted with a
huge amount of data that needs to be reviewed to be able to
detect and assess certain legal risks relating to the target
company. Reviewing documents and extracting important
information requires a high capacity of manpower, especially
in the initial phase.

e The transaction documents, especially a share or asset
purchase agreement and the closing documentation, must
then be carefully drafted and be perfectly aligned with the
findings of the due diligence review.

Use of legal tech

Legal tech does not mean that the whole m&a transaction
can be completed by a machine. Currently, certain legal tech
tools can be implemented in the m&a process to facilitate the
lawyer's work and to enhance the outcome for the client with
regard to both quality and cost.

Al software

With regard to the due diligence phase, various suppliers ba-
sically offer the same kind of tool: software using artificial in-
telligence ("Al")? to review the disclosed data and flag certain
documents or provisions (for example, change of control
clauses, unusual liability provisions or contract expiration
dates). Al can definitely speed up the process and reduce
mistakes in such standard clauses. Suppliers of Al software
claim, for example, that time spent on due diligence reviews
can be reduced by 90 % or that 12,000 commercial con-
tracts can be analysed in a few seconds (equivalent to 36,000
hours of legal work by lawyers) using Al software.®

1 Henry VI, Part 2, Act IV, Scene 2.
2 All current Al applications are in fact (just) machine learning applications.
3 www.techemergence.com/ai-in-law-legal-practice-current-applications/.

Drafting tool

To enhance the quality of transaction documents and to
increase efficiency, Schoenherr has developed a contract
drafting tool for Microsoft Word which, for example, auto-
mates the verification of references and can be used to im-
plement standard clauses. The tool also imports boiler-
plates and manages them within your document. The
implemented quality check feature helps to avoid typical mis-
takes when working with documents containing definitions.

Risks

While there are doubtlessly many advantages to using Al
software in m&a transactions, there are also risks.

e Lawyers must increasingly deal with new technologies,
since Al systems are always influenced by the data that
they are trained on. Inadequate "teaching processes" can
significantly reduce the impact and benefits of Al software.
e With increasingly rigid data protection provisions, data
protection aspects must be borne in mind when processing
large amounts of data using Al software.

e Al as software naturally carries the risk to be infringed in
case of a cyber-attack. The IT security level both on the
user and the company level must therefore always be up to
date.

Conclusion

To remain competitive in the future, the use of legal tech is
unavoidable. The more the performance of the actual work
itself is automated, the more attention must be paid to the
correct training and use of the Al software. This will be the
decisive factor in how successfully the potential of Al can
be applied. In any case, Al should be seen as only an aux-
iliary tool. Control and responsibility over the m&a process
will always remain with the lawyer. It is not man vs ma-
chine, but man vs machine-assisted man.
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Machine learning algorithms —is a change
iNn approach to civil liability assessment required”?

Krzysztof Pawlak
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This overview aims to highlight selected potential Polish law issues related
to liability for damages caused by machine learning algorithms (MLA)
which an entrepreneur operating, buying or selling a business based on
MLA may face and should consider. Needless to say, the civil law liability
touched upon here is not the only liability regime which should be borne in
mind. For the sake of clarity, however, matters related to specific sector
regulation (e.g. for medical devices), intellectual property rights, GDPR as
well as criminal liability are not addressed below, although they are equally

important for MLA-based business.

All these terms...

Machine learning algorithms, artificial
intelligence, robots — all these buzz-
words represent the real growing im-
portance of machines able to make
autonomous decisions. There are plen-
ty competing definitions of these terms
(applying both mathematical terms and
psychological or philosophical as-
pects). This overview focuses on so-
called reinforced learning algorithms,
i.e. algorithms collecting data without
the constant input of an operator and
autonomously making decisions (af-
fecting its surroundings) based on a
balance between potential risks and
profits. These algorithms also act with-
out human supervision.

Where we are

The legal aspects of the development
and use of MLA are discussed at the
international (e.g. at the forum of UN agen-
cies), European Union'! and national levels.
At the time of writing this overview (Sep-
tember 2018), no regulation addressing
the specific concerns raised about the
civil law liability or accountability of MLA
(or more broadly algorithms and robots)
has be implemented or proposed, save
for various proposals of codes of ethics
which would apply to developers and us-
ers/beneficiaries of MLA.?

Lack of specific regulation does not
mean that there is no regulation. On the
contrary, the Polish Civil Code provides
for a wide range of possible liability re-
gimes to be applied to MLA, such as
liability for dangerous product, tort lia-
bility (based on the risk principle) or

contractual liability based on the agreed
contractual terms.

In some circumstances it is debatable
which liability regime applies. For in-
stance, it is discussed if and when MLA
constitutes a "product" within the
meaning of the provisions related to lia-
bility for dangerous products® depend-
ing on the specific features of the given
MLA and on the circumstances of dam-
age. But such features are not unique to
MLA, since the aforementioned issues
may also arise in cases involving "tradi-
tional" machines.

What is specific to MLA as opposed to
fully human-controlled machines is its
complexity, unpredictability and scale.
In other words, it would be difficult in
many cases to determine and apply the
proper level of due diligence in design-
ing and using MLA, because the due
diligence needed in creating autono-
mous systems is hard to imagine in de-
tail upfront and not all risks can be fore-
seen.* For these reasons, and to address
public fears related to lack of control
over MLA, strict rules of liability, e.g.
based on the risk principle (making it
difficult for the accountable user or de-
veloper of the MLA to release itself from
liability) likely will be applied.
Sometimes, even identifying the devel-
oper, user or beneficiary of the MLA's oper-
ations will be difficutt, if at all possible.®

Where we are heading

The solution is not yet clear. The legis-
lation may basically go in two opposite
directions:



It would e difficult in many cases to deter-
mine and apply proper level of due diigence
IN designing and using MLA, because the due
diligence needed in creating autonomous
systems is hard to imagine in detail upfront
and not all risks can be foreseen.

e the model of liability which now ap-
plies to traditional machines will only be
modified. For instance, MLA develop-
ers and users will be obligated to follow
specific rules of conduct and due dili-
gence, but generally some level of inno-
vative risk will be accepted. Additional-
ly, individuals affected/harmed by
operation of MLA will relatively easily
pursue claims for damages, but on the
other hand, the liable person/entity de-
veloping or using MLA will enjoy viable
defences; or

e governments create an authorisa-
tion-like system for employing MLA. For
example, to apply an MLA, the entre-
preneur will need to first seek govern-
mental approval or at least ensure a
high premium insurance policy before
the given MLA is implemented. Moreo-
ver, developers or users will be subject to
very strict liability rules (in the worst-case
scenario they will be practically unable to
release themselves from liability).6

The adopted approach will most likely
lie in between these extremes.

What should be analysed when as-
sessing liability risks in the short and
medium term?

When assessing the liability for MLA,
operation risk (e.g. when drafting a
contract on purchase or sale of a busi-
ness developing or using MLA) it is
worth being up-to-date with the legisla-
tion. In particular, stakeholders should
bear in mind that:

e the development and implementation
or commercialisation of MLA should -
at least until specific legislation is imple-

mented — follow the rules for implemen-
tation of other high-risk products
currently in force to the furthest possi-
ble extent (and with an even higher
standard of care in mind). This means
that the strict liability for any personal
injuries inflicted as a result of MLA
should be borne in mind;

e as long as liability for MLA develop-
ment and operation is not specifically
regulated in Polish law, the applicable le-
gal provisions in use for standard machin-
ery should be applied, even if there are
doubts about whether they are binding;

e due to the complexity and unpredict-
ability of MLA, it is virtually impossible
to adopt a one-fits-all approach;

e the far-reaching effects of MLA and
lack of control over it can multiply bias
embedded in MLA by developers and
hence the damage and the amount of
compensation payable;

e the absence of a common approach
among potential legislators makes it
difficult to predict how the laws affect-
ing MLA will develop, i.e. whether they
will be open or restrictive. In any case, a
company developing or using MLA may
be required to disclose the algorithm and
perhaps also explain how it makes deci-
sions. This will limit the company's com-
petitive edge, as other companies may
try to apply similar MLA (regardless of
whether it constitutes a breach of IP laws
or not). Sometimes it will not be possi-
ble to easily explain how the "black-
box" in-built in the MLA works;

e ongoing changes in sector regulation,
for example, concerning road safety if
MLA is driving a car.

corporate / m&a 02

See, for instance, European
Parliament resolution of 16
February 2017 on civil law
rules on robotics with
recommendation to the
European Commission.

See: www.europarl.europa.
eu/sides/getDoc.
do?pubRef=-//EP//
TEXT+TA+P8-TA-2017-
0051+0+DOC+XML+VO//EN
The European Commission
set up an expert group on
liability and new technologies
that will help prepare
guidance to the new EU
directive addressing the
liability aspects of the creation
and use of algorithms and
robots. The aim is to issue
such guidance by mid-2019.
The first meeting of the expert
group took place in June
2018. See: ec.europa.eu/
growth/single-market/goods/
free-movement-sectors/
liability-defective-products_en
—read on 12 September
2018

On the EU legislation level
those provisions are set forth
mainly in Directive 85/374/EEC
on liability for defective products.
That is why there are a
number of ongoing projects
aimed at establishing basic
rules of conduct for MLA
developers and users.

There are far more potential
problems discussed in legal
doctrine, for instance, what
rules apply if an MLA "acts" in
virtual reality only or
"contracts" with other MLAs.
In October 2017, the
European Parliament
Research Centre published a
first (preliminary) report on
public consultation on
robotics and Al (dated 13 July
2017). 90 % of the
participants opted for regulati-
on in that area and were
mainly concerned about
industry abuse and data
protection issues, while 74 %
were concerned about liability
rules. See: www.europarl.
europa.eu/committees/en/
juri/newsletters.html?id=2017
1005CNW056238fhch=2fa74
fdOeeb79c2b4680133f79ad-
de80
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Start-Up & Venture Capital Services

egal hiccups in start-up financing

Thomas Kulnigg | Sascha Smets

corporate / m&a 02

From pre-seed to exit, start-ups are chronically in need of money to ensure their steady growth.
Due to lack of access to bank financing, start-ups are typically financed by their shareholders
via equity finance or debt. But there are also hybrid instruments that can be used to bridge the
gaps between financing rounds or to overcome valuation issues.

Convertible loans

Shareholder loans may be constructed as convertible instru-
ments that provide the investor the right to convert its invest-
ment into equity in the respective start-up. The conversion is
usually linked to an upcoming investment round, such as
when the start-up receives its next valuation, or expiry of
time, whatever occurs earlier. The investment itself is typically
structured as a subordinated loan or as a "forward equity in-
vestment" (i.e. non-recourse investment). Upon conversion,
the company issues a new share to the investor calculated
according to specific commercial parameters, such as the
valuation of the new financing round minus a discount, sub-
ject to caps and floors. In the case of convertible loans, the
investor would waive the loan receivable in exchange for the
new share. The overall concept of convertible loans is not
foreseen under Austrian law. It thus has to be implemented
synthetically in the underlying convertible loan agreement by
obligating the start-up and its shareholders to effect a capital
increase upon the occurrence of a conversion event and to
allow the lender to subscribe for newly issued shares.! How-
ever, the fact that no Austrian court has so far ruled on the
enforceability of such synthetic constructions leaves behind
an unsavoury aftertaste of legal uncertainty.

Participation rights

Participation rights are contractual relationships between the
issuer (start-up) and the holder (investor). The holder of par-
ticipation rights is typically entitled to receive dividends and
liquidation proceeds. Further participation rights can be sold
and transferred, just like shares. Participation rights are sub-
ject to minimal formal requirements and few publicity require-
ments (i.e. no notarial deed needed; holders are not regis-
tered in the commercial register). Participation rights can be
structured as an equity instrument (similar to shares without

voting rights) or as a debt instrument or hybrid. The structure
is important for its qualification under accounting and tax rules.

Silent partnerships

The silent partner initially grants funds (the so-called "contri-
bution") to the start-up and in return receives a participation
in the company's profit and loss and sometimes also in its
assets, including goodwill. The silent partner is not registered
with the commercial register. Similar to participation rights,
depending on the actual structure of the silent partnership (in
particular regarding repayment terms), the contribution may
be set out either as liability, equity or hybrid capital between
equity and liabilities in the start-up's balance sheet.

Tax deductibility

Shareholder loans must be thoroughly structured to gain tax
benefits from their repayment. If a shareholder loan is granted
to a start-up that is founded or continued in the legal form of
a limited liability company, the loan must be concluded at
arms-length to be set out as liability in the balance sheet and
to subsequently deduct the repayment instalments (including
accrued interest) from tax. Shareholder loans that are not
granted at arms-length are qualified as equity and thus their
repayment has no tax benefits.

Banking licence

Lenders (shareholders or third parties) of convertible loans
may qualify as "commercial lenders" according to the Austri-
an Banking Act and thus require a banking licence. Conduct-
ing banking activities without a corresponding licence exposes
the parties to a risk of administrative fines (up to EUR 5 million or
200 % of the benefits of the loan). Thankfully, the Austrian
Financial Market Authority (FMA) has shown a way to mitigate
that risk. According to their website 2, the granting of sub-or-
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dinated ° loans does not require a banking licence. However,
the subordination may lead to a total loss of the lender's in-
vestment if the start-up becomes insolvent.

Capital maintenance rules

Austrian law provides for mandatory capital maintenance
rules, meaning that all transactions between a start-up and
its shareholders must be concluded and executed at arms-
length. With respect to shareholder loans, capital mainte-
nance rules apply to the interest rate, which must be at arms-
length. If it is not, the lending shareholder must prove that it
would have granted the loan to a third party with the same
interest rate anyway or it was justified by operational reasons
(betriebliche  Rechtfertigung). Legal consequences for
breaching capital maintenance rules include the invalidation
of the transaction, the affected shareholder's obligation to re-
pay the unlawfully received payments to the start-up and the
managing director's liability for any damage caused.

Financing start-ups in a financial crisis

Loans granted by shareholders with a participation in the
share capital of at least 25 % or a controlling influence (e.g.
through voting rights) to start-ups that are in financial crisis
may fall within the scope of the Austrian Equity Compensa-
tion Law (EKEG). The applicability of the EKEG would prohib-
it any repayments of the loan during such a crisis. The lending
shareholder must repay the payments unlawfully received
during the crisis in full to the start-up. In addition, shareholder
loans granted during the crisis are treated like equity in case
of insolvency, meaning the affected shareholder may suffer a
total loss.

Compliance with grant conditions

Start-ups are sometimes provided with grants from public in-
stitutions, such as the Austrian federal promotional bank
(aws) and the Austrian Research Promotion Agency. Grant
schemes commonly impose strict conditions throughout the
funding period and sometimes afterwards. These can include
minimum requirements for subsequent financings, such as
prohibited repayment (e.g. loans may only be repaid if the
company has gained profit) or maximum interest (e.g. the
company may only take out financing for a maximum interest
rate of 5 %). In such cases, subsequent financings must be
coordinated with the respective grant institution to align the fi-
nancing terms with the applicable conditions of the grant.

Unclear qualification

Depending on the structure, it may be difficult to clearly qual-

ify the participation right or silent partnership for tax and ac-

counting purposes. This uncertainty may lead to tax risks and 1 C1. [Kunigg, Convertible

aooounting errors. Loans for Austrian Start-Ups].
2 www.fma.gv.at/fags/
was-ist-ein-nachrangdarle-

May the Law be with you hen/.

. . . 3 The subordination of a loan
In a nutshell, start-ups, their shareholders and third-party in- means that, in case of a
vestors should choose and structure the preferred financing start-up's insolvency, the
. o lender's receivable regarding
instrument very carefully. Wrong turns and false decisions the repayment of the loan wil
. . . only be satisfied after all other
can be easily avoided through proper tax and legal advice creditors of the start-up have

during the decision-making process and afterwards. been satisfied.
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There is no gift shop
at the exit: when it comes
down to a corporate buying
your start-up, things get real.
Be prepared, anticipate
legal, tax and financing
issues. Have proper
documentation and know
your weaknesses and
strengths. A good m&a
advisor is key to the
success of your exit.
Fingers crossed!

The life cycle
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milestones. It is a
fast-forward
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success.
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Start-up acquisitions & exits — where expectations meet reality

r

Katerina Kaloyanova | Stela Pavlova

Facing reality when planning to ac-
quire or exit a start-up

Sometimes what should be a simple
deal turns into a costly and time-con-
suming exercise if the following issues
are not handled properly:

1 Cost-cutting above all - Although
start-ups (or rather the sellers) generally
prefer to avoid the cost of hiring a repu-
table (or any) lawyer, engaging experi-
enced m&a lawyers on both sides is
key to completing the transaction and
could save a huge amount of hidden
costs in the form of legal fees to the
buyer. Sellers often have difficulties un-
derstanding standard document re-
quest lists, are unable to structure virtu-
al data rooms and/or have no
experience in reviewing and negotiating
sale and purchase agreements.

2 Start-ups rarely use a lawyer in the
early days of business - If the start-up
has not been advised and supported
by a lawyer for a number of years fol-
lowing its incorporation, there are usu-
ally various legal gaps to be filled in and
internal issues to be tidied up before
entering into a binding sale and pur-
chase agreement with a prospective
buyer, such as bringing the book of
shareholders up-to-date or arranging
for a GDPR gap analysis.

3 Title to shares is key - If there have
been partial endorsements of shares in
a start-up registered as a joint stock
company, the entire chain of transfers
of shares to investors could be invalid,
as partial endorsements are invalid un-
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Start-ups generally

A typical start-up is usually founded by three or four individuals as a limit-
ed liability company or a joint stock company focused on IT or online busi-
nesses. As the start-up grows, a number of investors (ten or more) come
on board (venture capital funds and angel investors) by acquiring convert-
ible loan instruments, newly issued or existing shares. The start-up com-
pany is focused on building up and investing in its team of specialists,
which is often its main asset. This explains why employee share option
plans are so common. Gradually, the client network expands and the brand
is established. And then, a strategic company comes along with a lucrative

offer to acquire the start-up.

der Bulgarian law. The inability to prove
valid title to shares would affect the
transaction structure. Whilst indemni-
ties, retention amounts and other con-
tractual mechanisms may mitigate the
financial risk to the prospective buyer,
these tools would not resolve the title
issue. Possible solutions (to avoid com-
plexity and problems with registration of
the transfer with the Bulgarian Com-
mercial Register) are: (i) the purchase of
the business as a going concern; or (i)
the transfer of the going concern into
another company and a share sale of
the new company.

4 Too many shareholders - It is diffi-
cult to negotiate with over ten counter-
parties (founders, funds, angel inves-
tors, option holders) based all over the
world. Usually, the founders or one of
them leads the transaction on behalf of
the sellers, and the investors appoint a
representative to sign and/or negotiate
on their behalf. Given that the signature
collection process may be very
time-consuming or impossible in case
of a notary certified sale and purchase
agreement for transfer of shares in a
limited liability company, it is advisable
that the shareholders either sign for
themselves or grant an explicit notary
certified power of attorney.

5 Liability of the sellers - Unlike the
founders, investors are usually not in-
volved in the day-to-day business and
are reluctant to give warranties regard-
ing the business. They would normally
warrant their title to shares and capaci-

ty to enter into the transaction docu-
ments. Moreover, they often hold a firm
position that each investor's liability
should be limited to the warranties giv-
en by them and to such proportion of
the purchase price as received by each
of them.

6 Retention amount - A retention
amount to cover warranty and other
claims of the buyer is typically agreed.
The sellers' preference is usually to
keep such money in escrow, preferably
with a bank. Banks, however, are re-
luctant to assume any responsibility for
interpreting an arbitral award or a court
judgment in case of a dispute. A joint
instruction by both the buyer and the
sellers or an instruction by either of
them could be difficult to agree on, as
one of the parties would always be at a
disadvantage. A fair compromise could
be an instruction from the buyer only, if
any money is awarded to the buyer,
and in all other cases, an instruction
from the sellers only.

7 Enforceability of indemnities is
questionable under Bulgarian law -
The English law concept of indemnity
is unknown to Bulgarian courts and
there is no case law to provide guid-
ance. Under an indemnity, the seller is
obliged to compensate the buyer for all
damages, loss and expenses suffered
by the buyer as a result of an event or
breach occurring irrespective of the
seller's fault and irrespective of wheth-
er the buyer was aware of the potential
risk. The closest concept under Bul-



garian law is the liquidated damages
clause. The only similarity, however, is
that the buyer need not prove the
amount of the damages suffered as a
result of the seller's breach — it is
pre-determined or pre-determinable in
the sale and purchase agreement. The
differences are as follows: (i) a liquidat-
ed damages clause ensures the sell-
er's performance of the agreement,
but does not protect against a poten-
tial liability the buyer knows about; (i)
the amount of the damages to be in-
demnified is not known at the time of
entering into the sale and purchase
agreement, unlike the amount of the
liquidated damages, which is usually
known at the outset.

8 Employee retention plan - Where
the start-up is an IT company, often
the buyer is mainly interested in acquir-
ing the employees and retaining them
for at least three years, which could be
crucial to the buyer's business plans.
Negotiating an employee retention
plan is a key part of the process and
could even be linked to the payment of
the second and third instalments of the
purchase price. The earlier this is
agreed, the better, because it may turn
out to be a deal breaker. Another point
to consider is how to address the loss
of employees in the period between
signing and completion of the deal. A
mechanism could be agreed to allow
the start-up company to terminate the
employment contracts of certain em-
ployees and hire replacements, but
only with the buyer's prior approval.

While the latter may delay the hiring
process, it is necessary to protect the
buyer against random selection of em-
ployees to fill in numbers.

9 Oral arrangements — Start-up com-
panies often work based on oral ar-
rangements either with regular clients
or with their employees about bonuses
(including exit bonuses) and share op-
tions. Last-minute disclosures before
signing a sale and purchase agree-
ment, such as a table of names and
promised payments to employees with
no underlying written contracts, could
be an unwelcome surprise.

10 IP rights — Often there is a com-
plete lack of documents about the au-
thor and owner of a website and its
contents, or a lack of proper transfer/
licence documentation in respect of IP
rights over software, databases, etc.
An IT company's value would be af-
fected if its employment agreements
do not contain a specific clause allow-
ing it to become the owner of — and
hence sell or licence — the software
produced by its employees.

11 Conversion of loan instruments
into shares — Many investors prefer to
use convertible loan instruments to in-
vest in start-ups. These instruments
are convertible into shares upon a li-
quidity event, including an exit. The in-
vestor's preference may be either to
receive repayment of the outstanding
principal and interest, together with a
surplus (the liquidity preference) upon
completion of the exit, or to have its
loan converted into shares first and

The authorities responsible for
applying the Act are the minister
of energy with regard to energy
sector cases and the prime minis-

ter for other sectors.
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then receive payment of the purchase
price for the shares. If the latter option
is selected, completion will be subject
to a share capital increase, which may
further delay completion. Having an
idea of what the investors' preferen-
ces may be from the very beginning of
the process is good for planning the
transaction timewise.

12 Difficulties with registration of
the transfer with the Bulgarian
Commercial Register — Registration
of the transfer is required in case of a
share sale to a single buyer or chan-
ges in the management (which is of-
ten the case). In its recent practice,
the Bulgarian Commercial Register
has been diligent in checking all title
documents to prove valid transfer of
shares. The start-up company should
be prepared to provide originals of
trade registry excerpts, powers of at-
torney, resolutions, cancelled share
certificates, etc. relating to all past
transfers of the shares, especially
where these involved a foreign entity.
Also, due to the large number of doc-
uments filed in case of a single transac-
tion, it takes much more time for the
Bulgarian Commercial Register to pro-
cess the applications for registration.

Conclusion

Being aware of the typical issues
which arise in start-up m&a transac-
tions is key in order to avoid (i) unreal-
istic expectations on both sides, and
(i) any of those exacerbating issues
that could become a deal breaker.
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do investors in start-ups

currently prefer”?

An interview by llko Stoyanov and Katerina Kaloyanova

From pre-seed to exit, start-ups are chronically in need of money to en-
sure their steady growth. Due to lack of access to bank financing, start-
ups are typically financed by their shareholders via equity finance or debt.
But there are also hybrid instruments that can be used to bridge the gaps
between financing rounds or to overcome valuation issues. We inter-
viewed Ivaylo Gospodinov, one of the managing partners of the invest-

ment fund BlackPeak Capital.

Q: What industries do investors in
start-ups currently prefer?

A: In Bulgaria, everything connected to
information technology is interesting.
Engineering companies, anything that
has an added value and potential to
develop outside of Bulgaria. Different
segments of the economy are interest-
ing for different investors. Investment
funds like BlackPeak look at the whole
market and decide by means of differ-
ent indicators where to invest, but
what we are looking at are tech com-
panies, not necessarily just software
companies. This also includes online
trading, innovations, basically anything
which will be relevant for investors over
the next few years on a global level. In
Europe, there is a plan under which a lot
of money will be invested in fields like ro-
botics, artificial inteligence, and the like.

Isn't the real reason for such invest-
ment the fact that these companies
are investing in intellectual capital,
meaning they don't have to make
huge investments in installations
and machinery?

Yes, the more developed parts of the
world are focused on innovations. This
is the interesting sector — innovations,
artificial intelligence, robotics — things
that drive progress and move society
forward. This is applicable for Bulgaria,
too. Recently, a lot has been said
about blockchain technology. The
question is how this technology will be
applied, in what sectors and in what
form. Cybersecurity is also interesting
in this segment, due to the develop-
ment of information systems.

How do you find out about the com-
panies you invest in? Do they cold-
call you? Does someone introduce
you? What is the source of deal
flow?

As a team we approach this in several
ways. Knowing the local ecosystem,
we communicate with the other partic-
ipants and we look for smaller compa-
nies that one of the other funds have
invested in and these companies have
developed. Another approach is know-
ing the people who develop various
projects or who are at a stage in which
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the company has a product or service
and a good management team, there
is some progress in relation to busi-
ness development, whether in Bulgaria
or on a regional or even global scale.
We try to follow these companies and
to communicate with them.

There are also companies which come
to us. There are people looking for fi-
nancing. In Bulgaria, and in other
countries, small- and medium-sized
enterprises at an early stage of devel-
opment are rarely financed by banks,
especially if they are tech companies.
These companies must therefore search
for other sources of capital. Here in Bul-
garia, they often turn to funds like ours.
We all know who these funds are.

In the last few years, | have noticed
that more and more individuals and es-
tablished businesses and corporations
are setting capital aside and investing
with us. They are trying to diversify in
this way. These entities have their own
main business, have set aside several
millions, and are exploring new areas
to invest in. Private capital should be
used, there's no point keeping money
in the bank. This is good, because it
helps the economy grow.

There are many co-investors and
other entities in this ecosystem.
Why is that?

There are many reasons. One of the
main ones is generational change. For
instance, a man grew a business in the
90s, but now the business is being tak-
en over by his son or daughter who is
more familiar with the economic trends
in Western Europe and the USA.

How do you go about deciding what
to invest in? What is your due dili-
gence process?

We stick to well-established practices.
At BlackPeak Capital we have some-
thing like a matrix in which we try to fit.
Firstly, we are looking for companies
with an established business model,
not just an idea. The product or service
should be sufficiently developed and
already be on the market. We also
seek out enterprises that have the po-
tential for growth outside Bulgaria, be-
cause our market is very small. The
third aspect is whether what they are
doing has a niche, if it contributes to
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the development of some other things.
Another crucial aspect is people — the
founders and managers who have laid
the foundations of the business. We
make a subjective evaluation, asking
"Could this person fulfil the relevant
plan?" So we are analysing personal
qualities and the qualities of the team,
because at the end of the day, nobody
can work alone. What is this person's vi-
sion? Does he have the capacity to apply
innovative corporate practices aimed at
structuring the company in such a way
that it will have the chance to grow? We
gather a lot of information and then de-
cide. The analysis of the company, in-
cluding structuring the actual relation-
ship and all the legal and financial
aspects, can take six to eight months.
We never rush to complete a deal. Our
most recent deal concerned a Bulgarian
company operating in India — a success-
ful business model — and it took us about
six months. And this is not an as-
set-heavy company, but it has added
value concerning the services it deploys
on the market. Sometimes you have to
use experts. Actually, we don't act as ex-
perts in most of these companies. We
put our trust in people who are experts in
the relevant area.

Given that the cost of professional legal
advice is often too high for a start-up
company, what would a cost-efficient
model of cooperation be?

We search for it constantly, because this
is unavoidable. With some companies,
we reach an agreement to use more rep-
utable law firms, which have more expe-
rience. But with other companies we
cannot do this for purely financial rea-
sons. We look for the proper balance,
not only with regard to legal services, but
also financial services. We can perform
good financial analysis too, but we also
need third-party confirmation for objec-
tive reasons. We are able to find a lot of
partners in the industry and ways to
reach a balanced agreement. This is a
daily routine, as everyone is trying to pro-
tect their own interests.

Are these expenses usually borne by the
start-ups or do you share the costs?

There is potential for conflict. By defini-
tion, this should be an expense for the
investor. But we try to share them. We

are not a huge fund, and if we con-
stantly bear all these costs, eventually
we will go out of business. Funds, es-
pecially those that work with institu-
tional capital, aren't allowed to receive
income from other activities, including
sitting on the board of a company, pro-
viding consulting services, and so on.
It is deductible from the management
fee. So, you are restricted with a very
clear resource, which you should allo-
cate very carefully for the next 10
years. And there are also administrative
expenses, which are not insignificant.

Is that the principle behind manage-
ment fees? Is the principle the same
for a large fund, for instance Black-
stone? Do they have a fixed manage-
ment fee?

Depending on your deal with the fund,
how fast you invest or how fast you
exit, the parameters for calculating the
management fee vary. Generally, there
is an upper limit. When you are mainly
working with private capital, you can
probably agree to add an additional
charge towards the company you work
with, because the truth is that 80 % of
my time is dedicated to the company |
work with. It's not only attending board
meetings and making decisions, but
also conducting mé&a, hiring or dealing
with suppliers. For instance, we do a
lot of work for two companies engaged
in the construction of a pair of factories
— financing the construction, dealing
with the banks, advice on corporate
governance, implementing new sys-
tems, basically everything. This is a
permanent engagement, which other
funds would in principle charge addi-
tionally.

What do you do immediately after
making the investment?

We are quite an active participant. This
is why sometimes we are also share-
holders, because there are companies
which do not need an additional in-
vestment of capital, but need a part-
ner. They want someone to help them
develop the strategy, fulfil the plan,
check their ideas, build an internal
structure. If you don't do it, at a certain
moment you reach a limit after which
you can't grow anymore. Our role is to
evaluate these aspects, to determine



what should be done in the next two
years. We actively participate in the fulfil-
ment of this plan. Some companies
grow not only organically, but also make
acquisitions. And we participate actively
in the m&a process.

When do boards replace CEOs?

It happened to us only once, actually. |
don't have much experience replacing
CEQOs, but it could happen in case of a
total lack of understanding of the busi-
ness or failure to do something impor-
tant. This reflects badly on us as inves-
tors, because it means we have not
made the correct evaluation. Fortunate-
ly, we haven't had any events like this.
Or there could be gross negligence by
the founder — lying, stealing, failure to
honour an express agreement. We are
minority shareholders, but we try to pro-
tect ourselves, if possible, and to estab-
lish influence. We have the respective
provisions with our fund, but we never
enter into any dealings with the feeling
that we will have to fight with someone.

Bulgarian start-up investments start-
ed a few years ago (2011 - 2012) and
a normal investment cycle is between
three and five years, sometimes sev-
en years. We have seen very few exits
recently. Could we now expect to see
a series of exits or are Bulgarian start-
ups not there yet?

[t's different for different funds. For some
funds — those who are early stage, who
invest on an idea level, on an early devel-
opment level — the hit rate is low. From
10 companies they will manage to realise
one; the rest are most likely going to die. If
you succeed with two or three companies,
that means you've done well.

For investors who look at more devel-
oped companies, the idea is to actualise
the potential of these companies. The
statistics show that you cannot succeed
with all of them. The reasons can be
many: conflict with the founder, change
of market circumstances, a new com-
petitor emerges and destroys you,
something happens in the industry and
your product is no longer relevant. You
can't know all these things. You are look-
ing at potential, trying to make an educat-
ed guess that in four to five years' time you
will look like this, on this market, with these
clients. The only guarantee is the old say-

ing "work hard and work smart", which
can potentially lead you to a successful
exit. Companies that work well, develop
well, whose management have a common
vision and are consistent, have a good
chance of success.

Are there any companies that are
ready for an exit right now?

Yes, there are. Speaking of our invest-
ments, there are several companies
which offer some interest. For some we
have started the process of exiting,
which also takes time. For others we are
waiting a little bit, because we know that
the interest will not dissipate in time, but
further development is required. In these
cases, you have to make an assess-
ment. Sometimes the founder says,
"Wait a second, don't rush, | still have
plans that | need to develop". So you ad-
just to the circumstances. Now people
are talking about a new financial crisis on
the horizon. | hope it doesn't happen,
because when it does, the deals just
stop. Everyone stops doing what they
are doing and waits for the crisis to pass.

Thank you for the interview.

Read the full version at www.schoenherr.eu/
publications/roadmap

In Europe, there

Is a plan under
which alot of
money will be in-
vested in fields like
robotics, artificial
inteligence, and
the like.
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dispute resolution

Litigation Funding

Disclosure obligations and conflict of interest

¥

Hristina Todorovi¢ | Sebastian Luki¢

Third-party funding has become a common feature of international arbi-
tration. Yet, despite the upsurge, it still raises many controversial legal
questions. The most prominent is whether and to what extent the exist-
ence of third-party funding and the identity of the third-party funder must
be disclosed to the other party, the arbitrators and the arbitral institution.

After all, only a few jurisdictions (such
as Hong Kong and Singapore) provide
rules on third-party funding and on any
disclosure obligations in this respect.
Likewise, the vast majority of arbitral in-
stitutions offer no or virtually no guid-
ance with regard to any disclosure obli-
gations incumbent upon the funded
party. Only a few arbitral institutions
have adopted explicit rules on disclo-
sure obligations in the context of
third-party funding. In this sense, one of
the most popular institutional arbitration
rules, the Rules of Arbitration of the In-
ternational Chamber of Commerce
("ICC"), do not provide express rules on
third-party funding. However, in its
"Note to parties and arbitral tribunals on
the conduct of the arbitration under the
ICC Rules", the ICC deals with disclo-
sure obligations in relation to the impar-
tiality and independence of arbitrators.
The ICC advises that the relationship
between arbitrators and any entity hav-
ing a direct economic interest in the
dispute or an obligation to indemnify a

party for the award should be consid-
ered when identifying circumstances
which may (i) call into question the inde-
pendence of an arbitrator or (i) give rise
to reasonable doubts as to his or her
impartiality.

Indeed, it is precisely the potential con-
flict of interest scenario that proponents
of disclosure have advanced in favour
of wide-ranging disclosure obligations.
In this respect, two scenarios that may
bear the potential of conflict of interest
stand out: (i) frequent appointment of
individual arbitrators in arbitration pro-
ceedings involving the same funder,
and (i) the appointment of an arbitrator
by a funded party where that arbitrator
already has a relationship with the
third-party funder. In contrast, disclo-
sure opponents have advanced primar-
ily pragmatic arguments observing that
disclosure may prompt unfounded
challenges to arbitrators and meritless
requests for security for costs, filed for
strategic reasons only. Also, opponents
of disclosure have argued that the ex-
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istence of third-party funding and the
identity of the third-party funder need
not be disclosed, as unknown conflicts
offer no basis for a successful challenge
of an arbitrator or for setting aside an
award.

Nevertheless, despite several pragmat-
ic arguments against disclosure obliga-
tions, there appears to be broad agree-
ment that, at a minimum, disclosure of
a third-party funding arrangement and
the identity of the third-party funder is
necessary for an arbitrator to properly
analyse potential conflicts of interest. In
this sense, the IBA Guidelines on Con-
flicts of Interest in International Arbitra-
tion ("IBA Guidelines"), a soft-law in-
strument with wide acceptance within
the international arbitration community,
in 2014 introduced rules on disclosure
obligations and conflict of interests in
the context of third-party funding. Un-
der Article 7(a) of the IBA Guidelines, a

party shall inform the arbitral tribunal, ‘
the other parties and the arbitration in-
stitution of any direct or indirect rela-
tionship between the arbitrator and the

The vast majority of

party or between the arbitrator and any arbitral institutions offer
person or entity with a direct economic : P~
interest in, or a duty to indemnify a par- no or vniually no QUKj

ty for, the award to be rendered in the ance with regard to any
arbitration. Under the IBA Guidelines, diSC|OSure ObligatiOﬂS
the funded party shall do so on its own .

initiative and at the earliest opportunity. iNncumMbent uponN the

funded party.

Parties who are third-party funded are
advised to pay attention to how they
disclose the existence of a third-party
funding arrangement and the identity of
the third-party funder to the other party,
the arbitrators and the arbitral institu-
tion. They should do so on their own
initiative and at the earliest opportunity,
even if express rules are missing or the
IBA Guidelines do not apply; ultimately,
not to raise any concerns about the in-
tegrity of the arbitral proceedings. Con-
versely, parties should avoid disclosing
the existence of funders at an inappro-
priate stage of the proceedings; for ex-
ample, during the pre-hearing confer-
ence call. Needless to say, a disclosure
shortly before the evidentiary hearing or
at any other inappropriate stage of the
proceedings will serve little but to give
the other party the opportunity to take a
tactical advantage as a result of the late
disclosure.
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Process funding in litigation — business with justice

Bojana Vareskic | Marina Stanisavijevic

Rumour has it that pursuing legal action
can be expensive. This is especially so
given the basic costs principle in litiga-
tion: that the losing party must not only
bear its own legal costs, but also pay
the winning party's. Often this deters
parties from pursuing their claims, even
when the chances of success are high.
To support disputing parties in assert-
ing their legal rights, common practice
has developed the instrument of pro-
cess funding.

How does it work?

The process funder alleviates the claim-
ant's cost risk by reimbursing the pro-
cedural costs in the event of a loss. In
the event of a win, the process funder
receives a share of the amount award-
ed to the claimant. This share can be
freely negotiated, but is usually set at
20 to 50 %.

Financing passive processes is another
option. In such cases, the contingency
fee is calculated based on the dis-
missed claim.

What claims will receive process
funding?

Process funding is notably focused on
monetary claims, but any claim is eligi-
ble for process funding, provided its
prospects of success can be assessed.
This even includes declaratory actions
or enforcement proceedings.
Economically  speaking,  however,
claims rather than defences are com-
monly considered for process funding;
provided, of course, that the expected
return outweighs the risk. A case will
often require a certain minimum amount
in dispute in order to attract process
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Process funding has reached Europe and is on its way to becoming an in-
tegral part of national legal practice. Even more restrictive jurisdictions
are seeing the advantages that process funding can offer, marking the
start of a flourishing European legal market.

funders. This can be achieved either
through a single claim or by bundling
and pursuing several claims jointly.
Recent tendencies on the establish-
ment and growth of class actions at the
European level are presenting new op-
portunities for process funding. A pro-
cess funder is more likely to find a finan-
cial interest in a mass tort claim than in
an individual claim of the same kind.

Regulation of process funding
Several civil law jurisdictions have res-
ervations on pro rata contingency fees.
A particular concern is the prohibition of
quota litis agreements. In Austria, this is
set out in Article 879 (para 2, sub-para
2) of the Austrian General Civil Code
("Allgemeines  Burgerliches Gesetz-
buch" — ABGB). Accordingly, contracts
where a "legal friend" takes on a dis-
pute entrusted to him, in whole or in
part, or in which a part of the amount
awarded to a party is promised to the
legal friend, are deemed immoral and
therefore void. The rationale behind this
is to protect the client who is unable to
assess the prospects of success and
the scope of activities required to en-
force the claim.

There is disagreement among legal ex-
perts as to whether the prohibition of
quota litis also applies to process fund-
ing. The Austrian Supreme Court initial-
ly applied the provision only to lawyers
(1 Ob 194/51) and then extended it to
notaries, tax advisors, accountants and
auditors. Finally, all persons who unduly
conduct activities reserved for those
categories of professions should also
be covered by this provision (4 Ob

81/99m). This means that by defini-
tion, a process funder is not consid-
ered a legal friend as long as it does
not represent the client in the litigation
or provide legal advice. For those ser-
vices, an independent attorney is re-
quired to properly secure the client's
interests and to ensure adequate co-
operation with the process funder.

If such conditions are met, Austrian
courts and even Austrian consumer
protection associations will endorse
the concept of process funding, espe-
cially considering the advantages it
can offer to both parties of a dispute,
as well as to clients and process funders
in general.

Common law jurisdictions, which tradi-
tionally prohibited process funding, are
also beginning to lower their barriers.
The UK is seeing exponential growth in
process funding litigation, even though
the concept is relatively new to its juris-
diction. At present, process funding in
the UK remains self-regulated through
the Association of Litigation Funders
(ALF), which employs a voluntary code
of conduct, but mandates compliance
for any funder wishing to become a
member.

Future prospects

Process funding has already made its
mark, even in more reserved jurisdic-
tions. The process funding market is
steadily growing and seeking ways to
obtain justice without a heavy-handed
cost risk. The growth of class actions
at the European level is also likely to
open up new possibilities, not just for
process funders, but also for clients.
The European market will appreciate it.
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Philipp Leibfried

UK/European Corporate Counsel
Burford Capital with Leon Kopecky
and Victoria Pernt of Schoenherr
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An interview by Leon Kopecky and Victoria Pernt

As third-party funding continues to make headway, close
cooperation between law firms and funders becomes
ever more important. Schoenherr's Leon Kopecky and
Victoria Pernt sat down with Philipp Leibfried of Burford
Capital. With over USD 3 billion committed in the legal
market, Burford is the best-capitalised provider of legal
financing in the world.

Q: Clients increasingly ask us about the benefits of
third-party financing. As the world's leading legal finan-
cier, how would you answer this?

A: Third-party financing is a risk management tool. As litiga-
tion and arbitration matters grow, so, too, do the expenses.
Oftentimes, a client may have a strong case, but not the
funds to pursue it. Or perhaps the client has the funds, but is
not willing to take on the risk or the negative accounting im-
pact. This is where third-party financing comes in.

By investing in the asset value of legal matters, the external
capital provider shifts the costs and risks of the proceedings.
This alleviates budget pressures and leads to a better out-
come for risk management, accounting, and financial report-
ing. Third-party financing can reduce the negative accounting
impact that proceedings have on operating profits and allow
clients to pursue revenue-generating claims.

Simply put, third-party financing makes better business
sense.

What factors does Burford consider when deciding to fi-
nance a matter?

We look at legal receivables (whether arising from pending
claims, resolved claims, or law firm activity) as financeable
assets. Based on the value of those receivables, we con-
struct financial solutions for single matters, portfolios of mat-
ters, or even bespoke vehicles.

In assessing legal receivables, we often cooperate with
high-quality counsel like Schoenherr. They help us seek out
meritorious matters, which facilitates our investment deci-
sions. In cooperating with firms like Schoenherr, we are better
placed to assess the relevant factors. These factors include
risk profile, likely duration, and the balance of financing costs to
the amount awarded that will provide a return on our capital in-
vestment and, more importantly, also satisfactory compensa-
tion for the client.
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Does Burford accept financing requests from disputing
parties directly?

Most certainly. However, some clients prefer to approach us
via law firms (such as Schoenherr), which may already have a
relationship with us and will be well-placed to provide an
overview of the status of the matter. This may make it quicker
and easier for us to decide on a financing request. As a mat-
ter of fact, we increasingly invest in portfolios and facilities for
law firms and corporations.

Does it matter which law firm represents the client?

One of the relevant factors for a financing decision is the
chance of success. Representation by high-quality law firms
such as Schoenherr will generally improve that chance. In
that sense, legal representation is certainly also a factor high-
ly relevant to our decision.

Also, while third-party financing is rapidly becoming more
commonplace across Continental Europe, there are particu-
larly interesting opportunities further to shape the concept in
Central and Eastern Europe. Schoenherr’s established posi-
tion in that region naturally puts it in a prime position signifi-
cantly to contribute to that.

Does Burford leave the case strategy to the lawyers?
Absolutely. We are a passive provider of external legal capital
and do not manage or control the cases in which we invest.
We do of course expect to be kept informed about progress
on the matter on a regular basis. For example, if we are fi-
nancing a case where Schoenherr is acting as counsel, we
will not intervene in the case strategy. We are simply there to
finance and alleviate the cost burden for the client. We also
do not get any rights to control the settlement of a matter.
This remains in the client's hands entirely.

Does third-party financing affect the attorney-client relationship?
Not at all. Clients can rest assured that we take on a passive
role as an outside investor who does not in any way alter the
attorney-client relationship or put the work product at risk.
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Third-party financing can
reduce the negative
accounting impact that
proceedings have on
operating profits and allow
Clients to pursue
revenue-generating claims.
Simply put, third-party fi-
nancing makes better
business sense.

We trust the lawyers and law firms with whom we work. We
do not seek to substitute their role or intervene in their work
product. The policy underlying the work product doctrine and
the court decisions that have thoroughly considered the mat-
ter permit third-party providers of capital to access the work
product without any waiver of work product protection.

How much would Burford typically invest in a matter?

It would be unusual for us to invest less than USD 2 million in
a single matter, and our average investment is more than
USD 10 million. This is the amount of capital we are investing,
not the size of the total case damages, which thus need to be
considerably larger. This is also why portfolios are an attrac-
tive solution for financing smaller claims. There is no upper
limit on the amount we can invest, and we have previously
committed USD 100 million in one investment.

Does Burford provide financing at any stage of a matter?
Yes. We come on board when the client wants us to. This
means at any stage of the litigation or arbitration cycle. We have
invested in cases during the commencement stage, as well as at
pre-trial, pre-appeal, and post-judgment (enforcement) stages.

What happens if a client's matter is not successful?

Our capital is almost always non-recourse. This means that
we will only collect a return on our investment if the outcome
of the matter is successful. Clients will feel comfort in knowing
that they will not be in debt to us should the underlying pro-
ceedings not turn out to be a success.

Can successful clients recover their third-party financing
costs from the losing party?

The Essar v Norscot decision seems to be pointing in that di-
rection, but there are still many open questions. The treatment
of third-party financing is still developing, and varies across
jurisdictions.

Thank you for the interview.



Third-party funding in international arbitration

Sebastian Gutiu | Michael Stimakovits

There is a wide range of third-party
funding models, and new models con-
tinue to enter the market. Third-party
funding in international arbitration can
broadly be described as a party to an
imminent or a pending dispute being
provided with funds or other material
support in order to finance part or all of
the costs of the proceedings (e.g. legal
fees, out-of-pocket costs, expert fees,
arbitrator fees, etc.). This financing or
support is provided in exchange for an
agreed return: usually dependent on
the outcome of the dispute, or provided
in return for a premium payment. De-
pending on the agreement between the
third-party funder and the funded party,
even payment of the opposing party's
adverse costs (if so ordered by a tribunal),
or the provision of security for the opposing
party's costs may form part of the deal.

What factors determine whether a
case receives third-party funding?
With new funding products being de-
veloped and made available to the
world of dispute resolution, third-party
funding may be used in a greater variety
of cases and situations. Certain factors
are worth considering when identifying
a case suitable for third-party funding:
e claimant: predictably, the key recipi-
ents of third-party funding are claim-
ants. Their cases usually involve dam-
ages, and the return for third-party
funders is structured as a percentage of
the amount recovered in damages or
settlement. While respondents, too,
see a growing number of funded cases,
it is mostly respondents with a counter-
claim who attract third-party funding;

e quantum: the quantum of the claim
generally plays a significant role when
assessing a (single) case for potential

third-party ~ funding.  While some
third-party funders specialise in funding
cases with smaller amounts in dispute,
cases of EUR 10 milion or above are
more likely to receive third-party funding;
e case assessment: each third-party
funder has a different approach and
decision-making process, but it is safe
to say that all funders apply some kind
of case assessment to evaluate the
funding opportunity, by evaluating the
prospects of the case's merits, the
amount in dispute, any jurisdictional
particularities, chances of enforcement
etc. Some cases will lead to a thorough
due diligence check before a funding
commitment is made;

e respondent: respondents in arbitra-
tions, too, will be on the funder's radar,
seeing as an award rendered by a tri-
bunal should ultimately be satisfied. A
respondent's ability to pay for the award
and the costs of the proceedings, as well
as the location of its assets for a potential
enforcement, are key information for a
funder. This is true especially in invest-
ment arbitration and the respective
state's willingness to pay.

What are the advantages of third-party
funding?

International arbitration can be a
cost-intensive endeavour. This is true
especially for investment arbitration
proceedings and complex international
commercial arbitrations.

Efficient handling and experienced
counsel may bring about considerable
savings; but it is often third-party that
gives a claimant the necessary means
to pursue its claim, and thereby access
to justice. Other claimants use
third-party funding as a tool for hedging
risks, or as a means of external financ-
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In recent years, third-party funding has seen a tremendous rise in popularity in in-
vestment arbitration and in international commercial arbitration alike. The numbers
are constantly increasing: more third-party funders are active in the market, law
firms are beginning to cooperate with third-party funders, and an increasing number
of cases involve issues relating to third-party funding.

ing. This enables them to invest their
own funds in other projects.
Third-party funders perform a case as-
sessment, or even a detailed due dili-
gence, before deciding whether to fund
a particular case. Depending on the
depth of this evaluation, the process
also shows a claimant whether it has a
strong case, or whether it should per-
haps refrain from initiating legal pro-
ceedings after all.

This high level of due diligence pays off:
if a case turns out to be strong, the
claimant is successful in the arbitration
and the third-party funder receives its
portion of the award.

The third-party funding debate in in-
ternational arbitration

The increasing popularity of third-party
funding in international arbitration over
recent years has led to discussions re-
garding the potential issues and con-
cerns associated therewith.

The challenges and risks that come
with third-party funding include, among
others, conflicts of interest (e.g. with ar-
bitrators who may have interest in the
funder's business, or act as counsel in
another case funded by the same
funder), disclosure of the funding
agreement (e.g. to prevent conflicts),
allocation and security for costs (al-
though a funding agreement does not
automatically mean the party is impe-
cunious), and regulation of third-party
funding in general.

A detailed analysis of each of these
concerns goes beyond the constraints
of this article, our colleagues Hristina
Todorovi¢ and Sebastian Luki¢ take a
closer look at conflicts of interest and
the disclosure of funding agreements in
their article on pages 47 and 48.
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Whether chilling or spinning, it's all albout cooperation

A distorted image of a face and one of
swallows adorn two separate walls of
the same building at Akacfa Street 27 in
Budapest.

These murals were created as a collab-
oration between two artists, tukasz
Berger, alias Cekas; and Mesterhazy
Karoly, alias Carlos BreakOne, during
the Colourful City Strongbow Budapest
Festival. According to the organiser
Szines Varos (www.szinesvaros.hu/
en/what-is-it "Colorful City") the artists
painted Nyugalom, vagy tombolas?
(Chill or Spin?), two antithetical pieces,
the theme built on the dichotomy be-
tween peace and disruption.

tukasz, who painted the face mural, is
from Poland and started doing graffiti in
1998. Street art soon became his pas-
sion. He graduated with a diploma in
sculpture from the Academy of Fine Arts
in Wroclaw — his hometown. Karoly (the
artist of the swallows) always loved
drawing, and like tukasz, started his
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path to murals through graffiti about 20
years ago. Karoly has an art back-
ground too, with a degree from the
Graphic Design programme of the Mo-
holy-Nagy University of Art and Design.

When considering these murals, Szines
Varos, explained that we should ask
which of the two we identify with more.
Internal conflict hidden under an attrac-
tive visual is what can be perceived.
Karoly feels that the swallows (which
took eight days to paint) represent
peace, while kukasz's piece represents
disruption, but the beauty of these pic-
tures is that the meaning is always in the
eye of the beholder.

First a drawing of the swallows was de-
signed using pen and pencil on paper,
then the image was digitalised and col-
our was then added. The surrounding
architecture had a strong influence on
the form and colour of kukasz's mural.
When asked about the popularity of
street art, he said "l have the impression

that art direction is very much an inter-
net phenomenon that materialises in the
real word. The internet has made graffiti,
street art and other new directions part
of global creations."

Karoly distinguishes between street art
and wall painting. In the case of street
art, everything that appears on the
street is 'street art', but these art pieces
have some sort of message for society.
His work belongs under the category of
urban art or murals, in which the charac-
teristic style of the artist appears on walls.
The unique vision of the artist comes to life
on the walls. In the future, he believes
both kinds of art will gain in popularity.

A holiday is on the cards for tukasz who
has been very busy this year. He will
start planning a solo exhibition when
back. Karoly now lives in Portugal as a
tattoo artist and seldom has time for
wall paintings, but his work still carries
the same style characteristics as the
wall with the swallows.
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Q 4 eu & competition
The Stance of Selected Countries

on Foreign Direct Investments in their Merger Control Regimes

FDIin Europe —what to expect?

Volker Weiss | Monica Svikova

I. Introduction

In September 2017, the European
Commission ("Commission") tabled a
proposal for a new European frame-
work to screen foreign direct invest-
ments ("FDI") into the European Union.
The proposal is the EU's response to
the emerging trend of screening foreign
investments. In his State of the Union
speech, the president of the Commis-
sion, Jean-Claude Juncker, called for
greater protection of the EU's strategic
interests, while stressing that FDI
should be subject to transparent scruti-
ny. With this initiative, the EU is follow-
ing a number of jurisdictions that have
already implemented FDI screening
mechanisms, that are increasingly em-
ployed to scrutinise investments. These
include major economies such as Aus-
tralia, Canada, China, Germany, India,
Japan, Russia and the USA.

Whilst the EU wishes to retain an open
approach towards FDI, which are wide-
ly regarded to contribute to economic
growth and welfare, recent develop-
ments have pointed towards the threat
to security or public order posed by
certain FDI. These concerns were
fuelled by the suspicion that some FDI
seem to be (foreign) state-orchestrated

attempts to tap into critical European
technologies, infrastructure, inputs or
sensitive information in the pursuit of a
national industrial/geopolitical agenda.
This, understandably, puts FDI in sensi-
tive areas into the spotlight. By the
same token, the (mostly) unrestricted
access to the EU markets was not seen
to be reciprocated with equally free ac-
cess to foreign markets for EU compa-
nies.

The debate around FDI gained further
traction when the flow of Chinese in-
vestments into the EU peaked in 2016,
while investments from the EU to China
continued to decrease. This led the ltal-
ian, French and German ministers in a
concerted action to voice their concerns
in a letter to the EU Commissioner for
Trade, Cecilia Malmstrdm, which set
things in motion in the EU.

The inflow of FDI has also led several
Member States, such as Germany,
France, Poland, Finland and ltaly, to
step up their FDI screening mecha-
nisms. For instance, the acquisition of
the German industrial robot builder
Kuka by China's Midea Group is widely
regarded as having triggered the tight-
ening of the German FDI screening
rules. Since then, Germany has been

sending foreign investors a clear mes-
sage that national security takes priority
over economic interests. Indeed, in Au-
gust 2018, Germany banned the acqui-
sition of Leifeld Metal Spinning, a com-
pany producing machines and tools
used in the nuclear, aerospace and au-
tomotive industries.

At present, there is no uniform let alone
harmonised FDI screening mechanism
at the EU level. Thirteen Member States
have national screening mechanisms:
Austria, Denmark, Germany, Finland,
France, Latvia, Lithuania, ltaly, Poland,
Portugal, Spain, the United Kingdom and
Hungary, which adopted its FDI screening
mechanism only in October 2018.

These screening mechanisms diverge in
terms of grounds for screening, dead-
lines, scope of application, qualitative cri-
teria and quantitative thresholds. The
absence of a comprehensive FDI screen-
ing mechanism and of an institutionalised
cooperation platform among the Mem-
ber States prevents effective monitor-
ing of FDI flows into the EU.

What is more, the regulatory / enforce-
ment gap is seen as potentially having
adverse implications on the security
and interests of the Member States as
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well as the EU as a whole. In addition,
the divergence of applicable FDI rules
creates uncertainty for foreign investors,
who are exposed to various screening
regimes across the EU.

The now proposed legislation, which
comes in the form of a draft regulation
(the "Regulation") aims to close this gap.

Il. Proposed regulation

The Regulation does not purport to cre-
ate a harmonised EU FDI screening
mechanism, nor does it seek to bestow
the Commission with enforcement
powers in the area of FDI. By the same
token, it does not require Member
States to adopt or maintain national FDI
screening mechanisms, but aims to
span a common framework across the
EU that tackles the above shortcom-
ings by enhancing cooperation and in-
formation exchange between the Mem-
ber States and the Commission, setting
out common standards and factors to
be considered during the screening,
while allowing Member States to take
account of their individual situation and
national circumstances.

(iy Scope of the Regulation

The Regulation covers any kind of in-
vestment by a non-EU investor who
aims to establish or maintain lasting
and direct links with the investee in or-
der to carry on an economic activity in
the Member State, including invest-
ments which enable effective participa-
tion in the management or control of a
company carrying out an economic ac-
tivity. Unlike the EU Merger Regulation,
it does not set out quantitative thresh-
olds that would trigger the FDI screening.

(i) Member State screening mechanism
Under the Regulation, Member States
may maintain, amend or adopt mecha-
nisms to screen FDI on the grounds of
security or public order, provided that
the conditions and the terms set out
therein are observed. The Regulation
provides uniform standards for all na-
tional screening mechanisms. As such,
the screening mechanisms must:

e pbe transparent, particularly with re-
spect to the grounds for screening, the ap-
plicable procedural rules and the circum-
stances triggering the screening;

e not discriminate between third countries;
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® have a clear timeframe for issuing the
screening decisions (taking into ac-
count the time limitation for the Mem-
ber States and the Commission to sub-
mit their comments / opinion);

e protect confidential information; and
e allow the parties to seek judicial re-
dress against screening decisions.

(iii) European Commission screening
procedure

If the Commission believes an FDI is
likely to affect projects or programmes
of Union interest due to reasons of
public order or security, it may issue an
opinion addressed to the Member
State where the FDI is planned or has
already been completed. Such pro-
grammes of Union interest should in-
clude those projects and programmes
which involve a substantial amount or a
significant share of EU funding, or
which are covered by Union legislation
regarding critical infrastructure, tech-
nologies or inputs. The Regulation is
accompanied by an Annex listing pro-
jects and programmes of Union interest.
The opinion must be issued within a
reasonable period of time, but not later
than 25 working days from the receipt
of the information requested by the
Commission or from the day the Com-
mission was notified of the FDI in ques-
tion. The Commission's opinion should
be further communicated to all other
Member States, which can follow up
with their comments.

The Member State in whose territory
the FDI is planned should take utmost
account of the Commission's opinion
and provide the Commission with an
explanation should it decide not to fol-
low the Commission's recommenda-
tions.

(iv) Cooperation mechanism

The draft Regulation lays down grounds
for allowing the Member States and the
Commission to cooperate and assist
each other when FDI is likely to affect
their security or public order.

To this end, Member States should in-
form the Commission as well as the
other Member States of any FDI that
are subject to screening under their na-
tional screening mechanisms within five
working days from its commencement.
Where another Member State consid-

ers that the FDI under the screening is
likely to affect its security or public or-
der, it may provide comments to the
Member State concerned. Similarly, the
Commission can issue an opinion. The
comments/opinion should be ad-
dressed to the Member State no later
than 25 working days following the
commencement of the screening or the
receipt of the requested information.

(v) Non-exhaustive list of factors for the
screening process

The Regulation sets out a non-exhaus-
tive list of factors which the Member
States / Commission should take into
consideration during the screening pro-
cess. They should pay particular atten-
tion to the potential effects on:

e critical infrastructure — including ener-
gy, transport communications, data
storage, space or financial infrastruc-
ture, as well as sensitive facilities;

e critical technologies — including artifi-
cial intelligence, robotics, semiconduc-
tors, technologies with potential dual
use applications, cybersecurity, space
and nuclear technology;

e the security of supply of critical in-
puts; or

® gccess to sensitive information or the
ability to control sensitive information.
As part of the assessment, the Member
States and the Commission may also
consider whether the foreign investor is
directly or indirectly controlled by the
government of a third country, including
through significant funding.

(vi) Reporting obligation

With a view to maximise the transpar-
ency of FDI monitoring within the EU,
the Regulation obliges the Member
States to notify the Commission of their
screening mechanisms or amend-
ments, and to submit annual reports on
the application of their screening mech-
anisms. Member States which do not
have any screening mechanisms in
place must nevertheless report all FDI
that occurred in their territory.

11l. Outlook

The proposed Regulation is currently in
a phase of interinstitutional consulta-
tions among the Parliament, the Coun-
cil and the Commission (trilogue meet-
ings), after which the final proposal will
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be submitted to the plenary of the Euro- . . .
pean Parliament and the Councilforthe - The Regulation covers any kind of investment

first reading. It was initially envisaged

that the Regulation should be adopted by a npn'EU iﬂ\(estor V\/hO aims 1O estabhsh
by the end of this pariamentary termin - O MaiNtain lasting and direct links with the

May 2019. However, bearing in mind

the lengthy nature of EU legislative pro- mvestee inorder to Carry on an ecqnomic
cedure, this might be delayed into the g Ctivity IN the Memlber State, including invest-
second half of 2019, ments which enable effective participation

It is already clear that for the propo-

nents of a centralised EU vetting sys-  IN the management or control of a company
tem, the legislation will not meet the Carrying OUt an eCOﬂomic aCti\/ity.

hopes that were put into the initiative.
Yet, it remains to be seen how the FDI
screening will be implemented in prac-
tice and what factual weight the Com-
mission will have under the framework
which the Regulation aims to set in
place. In any event, the legislation signi-
fies a first move into an EU framework . .

for FDI screening. EU countries EU countries
with without
screening screening
mechanism mechanism
for foreign for foreign
investments investments

Poland

Czech
Republic

G

Portugal
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FDIs in Hungary — "sensitive industries”
under scrutiny

4

Andrés Nagy

In October 2018, the Hungarian Parliament accepted
legislation with a rather ominous title. The "Act on Con-
trolling Investments Detrimental to the Security Inter-
ests of Hungary" (the "Act") is illustrative of the gov-
ernment's protectionist approach. It seeks to establish
further control over EU/EEA-external investments in
Hungary. The Act enters into force on 1 January 2019
and introduces significant burdens for investors in in-
dustries considered "sensitive".

Concept

The Act covers those transactions which lead to the acquisi-
tion of more than 25 % of the shares or decisive influence by
a foreign investor in a Hungarian undertaking active in certain
sensitive industries. In the case of a publicly listed company,
the acquisition of only 10 % of the shares triggers this obliga-
tion. The Act also covers the acquisition of rights pertaining to
assets and infrastructure necessary for these sensitive indus-
tries, and the establishment of Hungarian branch offices with
relevant activities. These transactions will require prior ap-
proval from the competent minister.

Sensitive industries

Approval is necessary only if certain sensitive industries are
concerned. These include examples like arms manufactur-
ing, equipment designed for the secret service, financial, en-
ergy and public water services. However, the Act also covers
electronic communication and electronic information systems
for state and municipal organisations. Industries featuring items
used for both civil and military purposes are also affected.
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At this stage, however, the Act
seems to entail significant burdens
on compliant market participants,
which may easily be evaded by
less rigorous undertakings.

Foreign investor

A foreign investor is a natural person, legal entity or organisa-
tion from outside the EU, EEA or Switzerland. Transactions
carried out through legal entities from within this area are also
covered if the person having decisive influence over the ac-
quirer qualifies as a foreign investor.

Proceeding

The Act requires the foreign investor to present its economic
activities and attach all documents relevant for establishing
control relations. The competent minister must decide within
60 days whether the transaction is potentially harmful, but
may also extend the deadline by up to 60 days. A prohibition
decision may be appealed before the Budapest-Capital Re-
gional Court. In case of an omission to notify, the minister may
impose a fine of up to around EUR 31,000 on legal entities or
EUR 3,100 on natural persons and order divestment. The
Hungarian state may also be entitled to pre-emption rights in
such cases. The minister's approval also constitutes a pre-
requisite for other approval proceedings related to sensitive
industries.

Impact and comments

It remains up to the government to clarify the detailed rules of
the proceedings. At this stage, however, the Act seems to
entail significant burdens on compliant market participants,
which may easily be evaded by less rigorous undertakings. It
is also unclear what constitutes an investment detrimental to
national interests. The government may seek to establish
more clarity in its upcoming decree.
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Statutory restrictions on investing in strategic

sectors in Poland

Pawet Kutak

The Act on Control of Certain Investments (the "Act")
entered into force in October 2015, introducing restric-
tions on m&a transactions in Poland. The Act created
an exception to EU freedom of capital movement, as it
empowered the prime minister or minister of energy to
object to transactions in which Polish companies oper-
ating in sectors deemed strategic for the national econ-
omy are involved.

Scope of the Act

Share deals and asset deals are covered by the Act if they
result in the acquisition of control over a strategic company or
the acquisition of a significant participation in such a compa-
ny. The Act defines "significant participation" as at least 20 %
of the voting rights in the target entity.

The Act applies to companies operating in strategic sectors
of the Polish economy, such as telecommunications, power
generation and distribution, fuel production, transport and
storage, production of chemicals, manufacture and trade
of arms, ammunition and military technologies, etc. In
order to fall under the control regime provided by the
Act, the company active in these sectors has to be enu-
merated in the Ordinance issued by the Council of Min-
isters. Seven strategic companies are included in the list
at the moment.

Protected entities may be state-owned companies or private
undertakings. Investors obliged to comply with the Act in-
clude Polish entities and companies registered abroad (EU
and non-EU undertakings).

The authorities responsible for
applying the Act are the minister
of energy with regard to energy
sector cases and the prime minis-
ter for other sectors.

Procedural provisions and sanctions

The authorities responsible for applying the Act are the minis-
ter of energy with regard to energy sector cases and the
prime minister for other sectors. Investors are obliged to noti-
fy these authorities, which shall initiate proceedings lasting up
to 90 days and that can be prolonged by requests for addi-
tional data (as a "stop the clock" rule, known from merger
control proceedings carried out by competition authorities, is
applicable). The authorities are empowered to object to a
transaction based on reasons of national security or public
order, or if additional information was not provided.

A negative decision may be challenged before the administra-
tive court, whereas acquisitions implemented in spite of the
objection or without notification are null and void. Additionally,
the Act provides severe sanctions for breach of the notifica-
tion duty: a fine of up to PLN 100 million (approximately
EUR 24 million) or imprisonment of six months to five years.

Comment

The Act establishes the prime minister and the minister of
energy as authorities empowered to review and ban certain
m&a transactions. Potential investments in strategic sectors
may therefore require additional notification and approval,
and investors should be ready for relatively long proceedings.
As the Act does not provide any turnover thresholds and re-
quires the investor to notify the acquisition of at least a 20 %
stake in a target, this law can also cover transactions that are
not filed to the competition authority, since the acquisition of
a minority stake is in principle not notifiable in Poland.
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iNnsolvency & restructuring

Crossing Borders

The fall of Agrokor -
a partial history

2006

Borc¢e Malijanski | Ana Marjanci¢ | Miriam Simsa

Like any good crime novel, the fall of Agrokor had it all:
the fallen hero turned villain, a looming public crisis,
political intrigue and a packed storyline with many
twists and turns. We have compiled a timeline with
some of the most crucial events from this financial
thriller.
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2017

February

Moody's down-
grades Agrokor's
rating from stable to
negative due to
uncertainties in
Agrokor's credit
profile.

Agrokor bonds
trading at around
29 % of their face
value.
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March

Russian VTB bank
accuses Agrokor's
management of
falsifying financial
statements.
Moody's once again
downgrades
Agrokor's rating
from B3 to Caaf
and the value of
Agrokor bonds fall
to 25 % of face
value.

Subsidiary bank
accounts blocked,
suppliers launch
bankruptcy
petitions against
Konzum.

Agrokor and its six
biggest creditors
conclude a
"standstill"
agreement.

The government
submits a bill to
Parliament on
extraordinary
administration
procedure in
enterprises of
systematic
importance for the
Republic of Croatia,
popularly referred to
as "Lex Agrokor".

April

Lex Agrokor
adopted. Agrokor
management
submits a request
to open an
extraordinary
administration
procedure. lvica
Todori¢: "Today,
with my signature,
| hand everything
that | have built over
to the Croatian
state."

The Commercial
Court in Zagreb
opens the extraordi-
nary administration
procedure over the
Agrokor Group and
appoints Ante
Ramljak as
Extraordinary
Commissioner.

Interim Creditors'
Council ("ICC")
appointed — Sber-
bank (unsecured
creditors), Za-
grebacka Banka
(secured creditors),
Kra$ (large
suppliers),
Knighthead Capital
(bondholders) and
Toni Rai¢ (small
suppliers).

Agrokor receives a
EUR 80 million loan.

Bondholders offer
EUR 400 million of
super senior
financing.

Slovenian parlia-
ment adopts "Lex
Mercator" to shield
Mercator from
Agrokor.

June

ICC meet for
second time,
discuss new
financing proposed
by the Extraordinary
Commissioner,
which would grant
participating
creditors super
senior status for old
debt ("roll-up").

ICC accepts the
Super-Priority Term
Facilities Agreement
(SPFA), including
the roll-up.

July

Total of 20 lenders
participate in the
roll-up.

Sberbank opposes
UK recognition of
extraordinary
administration
procedure.

Sberbank acquires
18.53 % of
Mercator d.d.

A Slovenian court of
first instance grants
Agrokor's request
to recognise the
extraordinary
administration
procedure.

State of Slovenia
refuses to recognise
the extraordinary
administration
procedure and
actively opposes its
recognition with the
aim of securing the
stability of Mercator,
one of Slovenia's
largest employers.

August

A Serbian court of
first instance rejects
Agrokor's request
to recognise the
extraordinary
administration
procedure.

ICC approves
repayment of up to
EUR 120 million of
"old-debt" to suppli-
ers.



October

A revised financial
statement is
published, resulting
in the filing of
criminal charges by
the Extraordinary
Commissioner
against Ivica Todori¢
and a warrant for
his arrest.

A Montenegrin court
of first instance
rejects Agrokor's
request to recognise
the extraordinary
administration
procedure.

Upon declining
Agrokor's appeal,
the Serbian
appellate court
confirms the
rejection of
Agrokor's request to
recognise the
extraordinary
administration
procedure.

The Slovenian court
of first instance
reverses the
recognition and
rejects Agrokor's
request to recognise
the extraordinary
administration
procedure.

November

Full list of creditors
published. Claims in
the amount of

HRK 41.23 billion
are recognised.

The first instance
court in Bosnia and
Herzegovina rejects
Agrokor's request
to recognise the
extraordinary
administration
procedure.

December

lvica Todori¢ files a
proposal to the
Constitutional Court
in Zagreb to review
the constitutionality
of Lex Agrokor and
a complaint against
the Republic of
Croatia to the
European Commis-
sion for breaking
the general

principles of EU law.

Ante Ramljak
presents a draft of

the Settlement Plan.

Declining Agrokor's
appeal, the
appellate court in
Bosnia and
Herzegovina
confirms the
rejection of
Agrokor's request
to recognise the
extraordinary
administration
procedure.

January

The Commercial
Court in Zagreb
issues a ruling on
Agrokor's recog-
nised claims (HRK
41.8 billion) and
challenged claims
(HRK 14.7 billion).

February
Commissioner
Ramljak resigns
after protests due
to his high advisory
fees and the
engagement of his
former consulting
firm in Agrokor. The
CEO of Tisak,
Fabris Perusko,
takes over.

March

Declining Agrokor's
appeal, the
Slovenian appellate
court confirms the
reversal of the
recognition and the
final rejection of
Agrokor's request
to recognise the
extraordinary
administration
procedure.
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May

The Constitutional
Court states that
Lex Agrokor is in
line with the
Constitution of the
Republic of Croatia,
as it was the
government's
obligation to
eliminate the threat
to the social system
and the destabilisa-
tion risk of the entire
Croatian economy.

The local portal
publishes e-mail
correspondence
between the Deputy
Prime Minister of
the Government,
Martina Dali¢, and
CEOs of private
brokerage houses,
consulting
companies and law
firms, implying their
participation in the
preparation of Lex
Agrokor, casting
doubt on the entire
process ("Hotmail
Affair").

July

Agrokor's creditors
accept the
Settlement Plan.
The company's
ownership structure
is irreversibly
changed. After
months of negotia-
tions with debthold-
ers headed by a
government-im-
posed rescue
committee, Agrokor
gains approval from
more than
two-thirds of its
creditors, the legally
required limit to
enable the deal to
go through.

The Commercial
Court in Zagreb
issues a decision
accepting the
Settlement Plan
reached by the
majority of
creditors' votes
(80.20 %).
Ninety-two appeals
are submitted.

Future

The implementation
commencement
date ("ICD") will be
determined by the
Court upon mutual
proposal of the
Extraordinary
Commissioner and
the decision of the
Creditors' Council.
With the implemen-
tation of the
Settlement Plan, the
process of
extraordinary
administration ends.
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IP Litigation

IP arbitration on the rise

L N

Michael Woller

Intellectual property (IP) is a key factor in today's business world and in society in general — not least through the
omnipresent digitalisation of workflows, entire businesses and everyday life. IP-driven transactions, IP asset
management and of course disputes over IP are gaining more and more traction. Especially matters involving
complex technology issues, particularly those with a multijurisdictional angle, become less suitable for typical IP
litigation before national courts. While there is a trend in many countries towards having IP matters decided by
specialised IP judges (for example, Austria bundled all first instance IP litigation matters at the Commercial Court
Vienna some time ago), matters are gaining complexity, requiring specific in-depth technical expertise, which is

not always available "on the bench" but rather outsourced to technical experts.

To meet the particular needs in IP and
technology disputes, the World Intel-
lectual Property Organisation (WIPO)
established the WIPO Arbitration and
Mediation Center (WIPO-Center) and
specific arbitration (expedited and
non-expedited), mediation and expert
determination regimes. Key figures
published by the WIPO Center show
widespread use of its services in the
fields of TMT and IP (WIPO Mediation,
Arbitration and Expert Determina-
tion Cases) and the number of cas-
es handled by the WIPO Center is
consistently growing, showing ris-
ing demand for such specialised
services:

Trademarks
Coexistence
Infringements
Licences
Oppositions
Revocations

Patents
Cross-licensing
Infrigements
Licences
Ownership
Patent Pools
R&D/ Tech Transfer
Royalty Payment

Copyright

Art
Broadcasting
Entertainment
Film and Media
Infringements
TV Formats

ITC

Mobile Apps
Qutsourcing

Systems Integration
Software Development
Software Licensing
Telecommunication

Commercial
Distribution
Energy
Franchising
Marketing
Sports
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WIPO Mediation, Arbitration, Expert Determination

Cases and Good Offices Request Filing
(2009 - 2017)

. Good Offices Request

Source: www.wipo.int/amc/en/center/caseload.html

In a nutshell, the key aspects of the
WIPQO arbitration regime are:

e WIPO Neutrals: the WIPO Center ad-
ministers a comprehensive list of ex-
perts specialised in various fields acting
as arbitrators;

e gpecific rules on interim injunctions:
quick suspension of infringements is of-
ten key in IP disputes — thus, the WIPO
arbitration regime provides specific fo-
cus on interim decisions;

e confidentiality regime: IP and technol-
ogy arbitration often involves secret
know-how and trade secrets; the WIPO
Rules provide for a specific set of provisions
on dealing with confidential information in-
troduced in arbitration proceedings;

e evidence proceedings: the WIPO
Rules provide specific sets of provisions
on taking evidence via expert witnesses,
including arranging for experiments to be
conducted during arbitration.

But: IP disputes and arbitration — how
do these fit together? When talking
about IP arbitration, two main issues
must be considered:

e is an arbitration clause in place? A
core element of many IP disputes is the
IP owner's right to prevent others from
using its IP (cease and desist claim). As
a matter of fact, usually there is no con-
tract in place between the rival parties.
And even if there is (for instance licence

2

136

114

. Mediation, Arbitration and Expert Determination Cases

agreements, technology agreements,
trademark co-existence agreements or
even transaction agreements also con-
taining IP-related issues), such agree-
ments often do not contain IP-specific
arbitration clauses or any arbitration
clauses at all.

e |s the matter of the dispute arbitra-
ble? In IP disputes, the existence, valid-
ity, ownership or scope of certain IP
rights are at least preliminary questions
to be resolved before the merits of a
case can be determined. With regard to
registered IP (such as patents, utility
models, trademarks or designs), the
question of whether such IP right has
been lawfully registered by the authori-
ties is typically resolved in front of the
national courts and authorities, and not
by private arbitrators.

This can lead to a situation where com-
pany A, which owns patent registra-
tions in several countries, is faced with
a competitor, company B, which is
marketing potentially infringing prod-
ucts in several markets. A and B be-
come involved in patent infringement
litigation before several national courts
in order for A to prevent the sale of the
competitor's product and in the end to
obtain appropriate damages. This may
lead to inconsistent national decisions
as to (i) the validity of the very same

patent in different countries, (i) whether
or not the competitor product infringes
the patent, and (i) the calculation of
damages in each market.

Concerning the arbitrability of disputes
about the validity of registered IP rights,
as long as the preliminary question
could also be subject to a settlement
between the parties, it is commonly
held that this question should be arbi-
trable. Of course, the result of such ar-
bitration cannot cause any third-party
effect and cannot bind national register
authorities to carry out any specific acts
as to the registration of the IP rights
that were subject to arbitration. But an
arbitrator may well decide with inter
partes effect whether a patent can be en-
forced against the defendant or not.
However, due to uncertainties in this re-
spect, it is important to check whether
such circumstances may render an arbi-
tration award unenforceable under cer-
tain national laws.

When drafting IP and technology agree-
ments or even when being confronted
with a (multijurisdictional) dispute sce-
nario, parties should consider special-
ised IP arbitration as a valid alternative to
court litigation. Nevertheless, careful
thought must be given to whether this op-
tion indeed is fit for the intended purpose.



Multiingual jurisprudence for
a territory bigger than half a billion
football fields

Judith Butzerin

An impressive building on the Kirchberg plateau in Lux-
embourg characterised by the colours gold and black
is home to the Court of Justice of the European Union
(CJEU), the sole judicial body of the EU, which ensures
compliance with the treaties and secondary EU legisla-
tion (Art 19(1) TEU). It consists of two separate courts:
the Court of Justice (ECJ) and the General Court (GC).

Whereas the ECJ is composed of one judge per Member
State and 11 Advocates General, the GC will consist of two
judges per Member State, by 1 September 2019. Every
member of the CJEU is supported by its own cabinet con-
sisting of assistants and référendaires (law clerks). In total,
537 employees work in the cabinets and another 1,500 are
engaged in administrative services, including research and
documentation, language service, IT support and the man-
agement of the vast Court library, which aims to acquire all
legal publications in the field of EU law."

Multilingualism

The CJEU can be addressed in all 24 official languages?® and
case law is disseminated in each of them throughout the EU.
Overall, 44 % of the institution's staff work in the linguistic
service: 609 lawyer linguists translate judgments and other doc-
uments (in total more than 1,1 million pages are translated per
year), and 74 interpreters cover hearings and meetings to allow
attendees to follow the arguments in their mother tongue.® Inter-
nally, however, the CJEU sticks to one language, which is
French.# It is the common language used e.g. in deliberations
and in the drafting of preliminary reports, judgments and orders.

Intellectual property before the CJEU

Seven hundred and twenty-seven new cases were brought to the
ECJin 2017. About 10 % of them were related to intellectual prop-
erty (IP) and deal with industrial property (patents, trademarks, de-
signs, etc.) and copyright. In the same year, the GC was confronted
with 917 new cases, about a third (298) of which were IP 5 cases.
Basically, there are two ways IP cases get to the CJEU: preliminary
references and actions against EUIPO decisions.

Preliminary references = a dialogue with national courts
Every national judge in the EU must apply EU law. If a court is
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unsure how a certain provision of EU law should be interpret-
ed, it may or — as a last instance — must halt the national
proceeding and refer its question to the ECJ by way of a
preliminary reference (Art 267 TFEU). By its preliminary rul-
ings, the ECJ clarifies the meaning of EU law and ensures
that regulations and directives are interpreted and applied in
the same way in all 28 Member States.

Take for example the Christian Louboutin case: The French
shoe designer owning a registered trademark in the Benelux
area consisting of the colour red applied to the sole of a high
heel shoe became aware of a company that also distributed
stilettos with red soles. He filed a trademark infringement ac-
tion before the District Court of The Hague based on his Ben-
elux trademark. In the national proceeding, the defendant
claimed that Louboutin's trademark was invalid according to
a provision of the EU Trademark Directive, transposed to na-
tional law, which excludes from trademark protection signs
that consist exclusively of a shape that gives substantial value
to the goods. The national District Court was unsure how the
word "shape" is to be interpreted within the meaning of the
Trademark Directive. Is the concept of "shape" limited to the
three-dimensional properties of the goods, such as their con-
tours, measurements and volume — or does it include other
(non-three-dimensional) properties, such as colour? As this
question was essential to decide the trademark infringement
case, the national court referred it to the ECJ (case C-163/16).

Case arrived at the ECJ — whose turn is it?

Once a case has been lodged, it is assigned to a judge-rap-
porteur. In the written stage of the proceedings, the parties of
the main proceedings, national authorities and EU institutions
may submit written observations and propose answers to the
questions posed in the preliminary reference within two
months after notification on the request. After the conclusion
of the written part of the procedure, the judge-rapporteur
drafts a preliminary report. Based on this internal document,
the 28 judges decide in their weekly Tuesday meeting which
chamber will deal with the case. Depending on its importance
and complexity, the case is assigned to a chamber of three,
five or 15 judges; the chambers are not specialised in specif-
ic areas of law. The ECJ's general meeting also decides for
each case whether an Advocate General will give an opinion
on the case.

After the written stage, a public and oral hearing might take
place, in which the case is heard by the respective chamber
and, if appointed, the Advocate General. They all wear the
same claret-red robes, but in order to demonstrate the im-
partiality and independence of the Advocate General, he
leaves some space to the judges' bench. The parties are rep-
resented by their lawyers; Member States and institutions are
represented by an agent who might be assisted by lawyers
and advisors. Those pleading are obliged to wear gowns and
must respect the speaking time assigned to them (generally
15 min). After the pleadings, the judges and the Advocate
General might pose questions and finally every party has the
opportunity to briefly reply to the observations. The hearing is
simultaneously translated by interpreters seated in boxes
around the court room.

73



06 ip & unfair commercial practices

Some weeks after the closing of the hearing, the Advocate
General delivers his opinion on the case, providing a legal
assessment of the case and proposing a response which is
not binding for the judges, but serves as a basis for their
deliberations. The judges' deliberations are secret. Thus, nei-
ther interpreters nor the Advocate General may assist. After
several revisions of the draft judgment drawn up by the
judge-rapporteur and discussions among the members of the
competent chamber, a reasoned judgment or order is finally
adopted and pronounced in open court. The average duration
of preliminary ruling proceedings is just under 16 months.

Binding interpretation

The decision is not just binding for the court which referred
the question to the ECJ. Every national court within the EU
dealing with the same issue must apply the rule as interpret-
ed by the ECJ. Therefore, the decision needs to be translat-
ed into all official languages. To ensure the quality of trans-
lation of legal documents, translators at the CJEU must not only
have (thorough) knowledge of at least three official languages,
but also hold a legal education qualification from a Member
State. This explains why they are called "lawyer linguists".
Getting back to our example, one can read in 23 languages
that a sign consisting of a colour applied to the sole of a high
heel shoe does not consist exclusively of a "shape" within the
meaning of the Trademark Directive.

What else?

Another competence of the CJEU is to review the lawfulness
of decisions adopted by an institution, body, office or agency
of the EU. Among other competences, the GC has jurisdic-
tion in actions against decisions of the Boards of Appeal of
the European Union Intellectual Property Office (EUIPO).

For example, a German film company applied for registration
of the comedy film title "Fack Ju Gohte" as an EU trademark
for various goods such as games and clothes. However, the
EUIPO refused the application based on a provision of the
EU Trademark Regulation that prohibits the registration of trade-
marks which infringe public policy or morality. The film company
disagreed and brought an action against the EUIPO before the
GC alleging an infringement of the EU Trademark Regulation
(Case T-69/17). About 13 months later, the GC confirmed the
EUIPQO's decision and rejected the action with its judgment.

Decisions of the GC can be appealed on points of law before
the ECJ within two months of the notification of the decision.
Currently, an appeal regarding the trademark "Fack Ju
Gohte" is pending before the ECJ (case C-240/18 P). Be-
sides this appeal decision (with rather limited impact for
practice in general), there are many other CJEU decisions to
expect, in particular preliminary rulings, which will be signifi-
cant for the development of EU law, in IP and beyond.

Conclusion

The CJEU's jurisdiction covers a broad field of legal topics, is
the result of intellectual work influenced by a mixture of vari-
ous legal systems and traditions, accessible in 24 languages, and
applicable in a territory bigger than half a billion football fields.
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CJEU, Annual Activity
Report for the Financial
Year 2017, 55.

Namely in Bulgarian,
Croatian, Czech,
Danish, Dutch, English,
Estonian, Finnish,
French, German,
Greek, Hungarian, Irish,
Italian, Latvian,
Lithuanian, Maltese,
Polish, Portuguese,
Romanian, Slovak,
Slovene, Spanish or
Swedish. For details on
the language regime,
see Art 36 ff Rules of
Procedure of the Court
of Justice and Art 44 ff
Rules of Procedure of
the General Court.
CJEU, Annual Report
2017. The year in
review, 15.

The use of the French
language is an
institutional practice
based on tradition; it is
not laid down in law.
CJEU, Annual Report
2017. Judicial Activity,
102f and 208.

What is needed
for trade secret
litigation”?

v 4

Dominik Hofmarcher

Trade secret litigation has
always been tricky, considering
that the rights in sensitive and
confidential information shall
be enforced without disclosing
(too much of) such information
in proceedings. While preserv-
ing the confidentiality of trade
secrets in the course of
proceedings without restricting
the rights of the opponent
means squaring a circle, the
EU Trade Secrets Directive
((EU) 2016/943) at least ad-
dresses the issue and provides
certain (obligatory) basic
protection. However, Member
States should consider en-
hancing this protection.



The problem

A trade secret may itself be the sub-
ject of the proceedings (in which case
it has to be assessed whether the rel-
evant information is protected as a
trade secret and whether it was un-
lawfully acquired, used and/or dis-
closed) or it may be the subject of
evidence in any other proceedings.

In both scenarios, the owner of the
trade secret must evaluate whether to
put the trade secret at risk by dis-
closing it in court. Considering the
lack of (sufficient) protection, this
might in some cases come down to
a decision about whether to lose the
case or the trade secret. This is far
from ideal.

There are two main ways in which to
protect a trade secret in court:

(i) "Legal" protection: Similar to the
protection conferred by an NDA, the
disclosed information may be de-
clared confidential, meaning that the
opponent and anyone else participat-
ing in the proceedings or having ac-
cess to documents are not permitted
to use or disclose this information.

(i) "Factual" protection: Procedural
law may foresee an option not to dis-
close the trade secret via certain per-
sons, which may even include the op-
posing party (“in camera proceedings").

While the second option is conceiva-
ble if the trade secret is "merely" a
subject of evidence, not disclosing it
via the other party is much more diffi-
cult if the trade secret is the subject of
the proceedings.

On the other hand, when the trade se-
cret is the subject of the proceedings,
the opposing party may be aware of it
anyway, so the only remaining
question is whether it was ac-
quired, used or disclosed unlawful-
ly. However, even in such a scenar-
io, the defendant might require
protection if it needs to disclose confi-
dential information in order to defend
itself (e.g. by demonstrating that an
alternative  manufacturing method
was used).

What does the Directive provide?
Under Art 9 of the EU Trade Secrets
Directive, Member States "shall en-
sure that the parties, (...) and any oth-
er person participating in legal pro-
ceedings relating to the unlawful
acquisition, use or disclosure of a
trade secret, or who has access to
documents which form part of those
legal proceedings, are not permitted
to use or disclose any trade secret or
alleged trade secret which the com-
petent judicial authorities have, (...)
identified as confidential and of which
they have become aware as a result
of such participation or access." Ac-
cording to Art 1 (1), this is even a
mandatory provision.

Furthermore, under Art 9 (2) of the Di-
rective, courts must be enabled to re-
strict access to documents and hear-
ings and to produce a non-confidential
version of any judicial decision. While
according to the last sentence of this
provision at least one natural person
from each party and the respective
lawyers shall have access to docu-
ments and hearings, Art 1 (1) allows
Member States to provide for more
far-reaching protection than that re-
quired by the Directive.

What else is needed?

The legal NDA-like protection fore-
seen by the Directive is a good place
to start and already more than we
had, for example, in Austria. But in
certain cases, such protection is sim-
ply insufficient. If the trade secret con-
cerns certain market information, a
disclosure of such information via the
other party is irreversible, since the
other party cannot be forced to sup-
press or disregard its knowledge.

What is needed for trade secret litiga-
tion is a comprehensible and flexible
toolbox  containing  preservation
measures that can be requested on a
case-by-case basis. Such a toolbox
should also comprise certain forms of
"factual protection" (at least within
staged proceedings), and may include:

e a lower threshold for substantiation
of the complaint; mere conclusive argu-
mentation (as part of staged proceedings);
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e a preparatory hearing to discuss the
course of the proceedings and which
preservation measures will be re-
quested or are necessary; decision by
the court (subject to appeal);

e staged proceedings: If possible, the
first stage of the proceedings should
focus on the question of whether the
defendant's behaviour was unlawful.
If yes, it may be discussed in the sec-
ond stage whether the information is
in fact a trade secret;

e reversal of the burden of proof, if
reasonable;

e disclosure of the trade secret only
via the court and an expert witness (if
necessary) in the first stage ("in cam-
era proceedings"); the court may or-
der disclosure via the opponent if
deemed necessary in the second
stage;

e "closed court files" — no access for
third parties and, in certain cases, no
access for the opponent either;

e a decision by the court that the op-
ponent and others involved in the pro-
ceedings or having access to confi-
dential information must not use and/
or disclose such information as long
as it has not been finally decided that
it is not a trade secret and it has not
become publicly available; fines for
any violation of the prohibition;

e a decision by the court to restrict
access to files;

e a decision by the court to restrict
access to hearings;

e a non-confidential version of the de-
cision;

e clarification that disclosure of infor-
mation in court does not affect its sta-
tus as "secret".

While it is impossible to perfectly pre-
serve the confidentiality of trade se-
crets in the course of proceedings
without restricting the rights of the
opponent, a comprehensive and flex-
ible toolbox of possible measures may
enable a fair balancing of interests.
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Interview with the Acting Vice President
for Legal Affairs of the Hungarian Intellectual Property Office

P>

An interview by Méark Kovacs

The rapidly changing nature of business in the 21st
century means that the EU and global economy relies
strongly on intellectual property rights, such as trade-
marks, designs, patents and others. In this interview, Mark
Kovacs discusses the latest developments in Hungary with
Andras Jokuiti, Acting Vice President for Legal Affairs of the
Hungarian Intellectual Property Office (HIPO).

Q: The new Trade Secrets Act came into force on 8 August
2018, ensuring protection of trade secrets similar to intel-
lectual property rights, especially in the case of an in-
fringement. So, what could motivate inventors and inno-
vative enterprises to give up keeping new developments
a secret and turn to the HIPO to acquire a patent or a
utility model?

A: When a new — or, in this case, enhanced — action hero is
added to the pack, it does not mean that he or she will be the
one to beat the villain at the end of each movie. Registered IP,
such as patents and utility models, and trade secret protec-
tion have very different superpowers, and | would rather call
the latter an ideal sidekick (with maybe a few spinoff epi-
sodes). But Robin cannot render Batman superfluous.

Let's start from the beginning. Trade secrets were not unpro-
tected in Hungary even before the entry into force of the
Trade Secrets Act. In compliance with the country's interna-
tional obligations in the WTO, there were rules in place to
ensure that the unlawful treatment of undisclosed information
has civil and competition law consequences. The new act,
implementing the 2016 EU Directive, replaces the previously
scattered rules with a single framework with clearer con-
cepts, special safeguards and limitations, as well as a rein-
forced enforcement regime.

This does not change the fact that there are fundamental dif-
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ferences between the very nature of protection conveyed by
trade secrets and patents. The legal protection of trade se-
crets is an important safety net against industrial espionage,
breach of non-disclosure agreements and other forms of un-
lawful divulgation, but only if the necessary measures are tak-
en by the right holder to keep the information confidential.
Patents, on the other hand, mean exclusivity. A valid patent
entitles its holder to prevent anyone else from using the in-
vention without their authorisation (i.e. a licence), including
even independent developers who may have never heard of
the patent or the patentee. In order to enjoy such special
abilities, the invention needs to be useful, new and truly in-
ventive in light of the prior art. The "social contract" behind
the monopoly of course requires some dampening of these
superpowers. Patents are published in order to make scien-
tific advancement possible, and as a general rule, the term of
protection is limited to 20 years.

What kind of protection does a company need? It heavily de-
pends on its profile, size, resources, goals, and of course the
things they want to protect. If the company's treasure is not
patentable (e.g. it is a set of information, such as a client list
or a recipe, but not an invention), then there is no real dilem-
ma. If it potentially is, and it can be "reverse engineered" once
put on the market (e.g. it is a product whose technical secrets
will be revealed if analysed), then the arrows point towards
registered IP. If, however, a company wishes to capitalise on
its confidential data for more than 20 years and has the
means to keep them in a restricted circle, trade secrets may
be a viable tool.

Cost may be a factor too, as patenting internationally and
paying the renewal fees in each country covered can be ex-
pensive. Firstly, the fluctuating levels of trade secret protec-
tion in the various territories may pose extra risks in certain



Trade secrets are indeed the
pest complimentary tools to
patents to keep a certain "nalo”
of know-how confidential
around the core technology
disclosed in the patent
specification.

Andras Jokuti, Acting Vice President for Legal Affairs of the Hungarian
Intellectual Property Office (HIPO)




areas for those only relying on confidentiality. Secondly, a
working mechanism of secrecy for a truly valuable company
asset is not exactly cheap either.

Finally, as | suggested earlier, you don't always have to
choose. The best superheroes come in pairs: Robin is not a
rival to Batman, but his right-hand man. Trade secrets are
indeed the best complimentary tools to patents to keep a
certain "halo" of know-how confidential around the core tech-
nology disclosed in the patent specification. This way the
patented invention can be surrounded by extra features that
make the product stand out, potentially even after the core
technology has entered the public domain.

Enforcing intellectual property rights, especially industri-
al property rights, requires a high level of expertise.
Judges often have to seek the opinion of expert bodies
whose members have up-to-date knowledge about a
given field. Can the HIPO help judges and right holders in
this regard during enforcement procedures?

Although its role in shaping IP policy includes enforcement,
the HIPO is not primarily an enforcement agency. In individual
infringement cases, as far as technical expertise is con-
cerned, the HIPO can assist the judges in two ways.

First, the Patent Act sets forth a relatively less-known (and
hardly ever used) competence for the office when it says that
in disputes pertaining to the exact meaning of the patent
specification's text, the courts and other authorities may re-
quest the HIPO to give an authoritative interpretation.

An instrument more commonly used by courts, and even pri-
vate parties, is the Board of Experts on Industrial Property, a
body operated by the HIPO. The list of board experts con-
sists of 75 members appointed by the Minister of Justice,
some of whom work at the HIPO, myself included. If a court
or other authority invites the board to deliver an expert opin-
ion or when an individual mandates the board for the same
purpose, the chairperson of the board appoints the members
of an ad hoc panel that will get to work on the matter. The
expert opinions are based solely on the questions and docu-
ments submitted, and even if they are not binding on the court,
judges tend to give considerable weight to their findings.

The Board of Experts is competent in disputes concerning
patents, plant varieties, utility models, designs, trademarks,
geographical indications and trade secrets, as well as unfair
competition issues relating to such matters. A typical case
where an expert opinion is often sought is about inventors'
fees due for service inventions. For such inventions, created
in an employment framework, the employer is entitled by law
to file for a patent. The inventor, on the other hand, has a right
to a fair amount of money, and the law only lays down a
vague rule of thumb for the calculation of this fee. Where the
employer feels that the inventor should be happy with his reg-
ular salary in exchange for the patent rights or offers a sum

that the inventor deems too low, sometimes the case ends
up in court. In such events, guidance on the due fee, provid-
ed by the Board of Experts, is most welcome by the judges.

Enforcement is on the cusp of major changes due to the
forthcoming Hague Convention for the Recognition and
Enforcement of Judgments. The HIPO has just conduct-
ed an open consultation regarding the latest draft of the
Convention. What reactions have you received?

This is a very exciting project of private international law, and
the negotiations on the possible new Convention put a spe-
cial emphasis on intellectual property. Notably, not all coun-
tries feel comfortable including every type of judgment on all
forms of IP in the agreement, as they are wary of recognising
and enforcing decisions taken by foreign courts in this field.
Another key issue is whether final decisions of IP offices on
the validity of IP rights should be recognised the same way as
judgments delivered by courts, provided, of course, that IP
will indeed be covered.

As regards the feedback from Hungarian stakeholders, we
have not seen much turbulence with respect to domestic
consultation that the Ministry of Justice has launched jointly
with the HIPO, but the major professional organisations have
put together a very instructive document that provides a
comprehensive summary of the situations that Hungarian
parties need to face in case of the various policy scenarios.
The summary makes it clear that the current EU rules and the
recently adopted Hungarian Act on Private International Law
already open the door to the enforcement of foreign judg-
ments in many IP infringement cases, especially when they
are delivered within the European Economic Area. It also
highlights the envisaged restrictions on the recognition of va-
lidity-type decisions if they were not taken by the authorities
of the country of origin of the IP in question.

In conclusion, the submitted comments do not generally op-
pose the inclusion of IP in the scope of the draft Convention,
but call for certain reservations cautiously circumscribing the
forms of IP and the types of decisions affected.

| also feel it is important to address a potential misunder-
standing at this point. Recognition and enforcement of IP-re-
lated foreign judgments by no means have an impact on the
validity or infringement of a "corresponding” IP right in a dif-
ferent country than the one where the judgment was deliv-
ered. IP rights are essentially territorial, and at the end of the
day, the decisive set of applicable rules is the law of the coun-
try where the given IP right is relied on. To put it differently: the
draft Convention, not dealing with either jurisdiction or appli-
cable law, only has a bearing on the international enforceabil-
ity of judgments already delivered according to existing rules
of private international law.

Thank you for the interview.
Read the full version at www.schoenherr.eu/publications/roadmap




Andrea Radonjanin
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Lifting the fog in search of a filling station

A landmark decision enforces abstract colour marks in Serbia.

Dusk, and there is a light fog. Your fuel gauge signals that the tank is almost
empty. Like a shining star, the familiar colour combination of your preferred
filling station shimmers in the darkness (perhaps you like the quality of their
service, cleanliness, prices or coffee). Expecting your favoured station, you
turn off the road and drive toward it. Except now you realise it's a complete-
ly different station which only uses a similar colour combination in their
signage. Bad luck for you, but also bad luck for the well-known petrol sta-

tion brand.

Can the abstract colour combination of
a filling station be protected as a brand?
Can you sue a competitor who uses a
similar colour combination? Following a
ground-breaking Supreme Court ruling,
this is now possible in Serbia.

So far, Serbian courts have assessed
the question of the likelihood of confu-
sion by outsourcing this question to an
expert. The expert worked out the (col-
our) differences between brands and
gave his opinion on whether the degree
of similarity was sufficient to justify the
likelihood of confusion. Usually this was
denied unless the appearance was
identical or at least showed similarities
as to word elements.

Now, for the first time, the second in-
stance court and ultimately the Serbian
Supreme Court have put a stop to this
practice and decided that in the case of
consumer products, the similarity test
and examination of the likelihood of
confusion must always be assessed by
the judge himself:

"The respondent's objection relying on
the expertise is thus unfounded. Simi-
larity, i.e. the distinction between two
trademarks, is a factual question which
the court assesses by assuming the
position of the average consumer."’

This case concerned the enforcement
of an abstract colour combination mark
in the filling station sector. The courts

1 Supreme Court of Serbia, Prev. 292/2017

made an overall assessment. In filing
stations in particular, the perception of
the brand depends less on details such
as logo or design and more on the col-
our combination used which you per-
ceive fleetingly as you drive past. The
colour combination is registered quickly
at first sight and can even be consid-
ered the dominant element of the over-
all appearance.

Leaving behind the inflexible approach
of considering similarity based solely on
expert opinions, the courts moved to-
wards a more creative and constructive
application of the law. The courts chose
to see the case through consumers'
eyes, or better yet, through the car
windscreen. The colour combination is
key for deciding whether the average
driver can be misled when confronted
by similar gas station appearances.
Mimicking the basic arrangement and
choice of colours at a gas station is not
affected by nuances in colour or geom-
etry of specific design elements or dec-
oration. Even subtle changes in nuance
within the same colour can no longer
be used as an argument that a trade-
mark is not sufficiently similar to rule out
any confusion or association.

No doubt, this fundamental decision
will have far-reaching significance for
the enforcement of abstract colour
marks in Serbia in general.
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lalbour & employment

Non-Compete Clauses

Cancellation of non-compete
agreements — evolving court practice

Déniel Gera

Post-termination non-compete clauses are a common
feature of employment contracts in Hungary. As the ob-
ligations prescribed by such clauses become effective
only upon termination of employment, the parties' inter-
ests linked to the enforceability of the clauses may be
completely different.

Can either party unilaterally terminate a non-compete clause if
it does not wish to maintain it after the termination of employ-
ment? If so, which party may terminate and when such termi-
nation can take place must also be assessed.

The legal practice surrounding these questions is constantly
evolving. Taking a rather conservative approach, such agree-
ments may only be unilaterally cancelled if stipulated therein
and only by the party that is entitled to do so.

Which party may have cancellation rights?

Non-compete clauses are designed to protect the employer's
interests after the termination of the relationship. The former
employee needs to refrain from any kind of business activity
that competes against the employer in exchange for financial
compensation. In practice, it is rare for employees to have the
option of cancelling the non-compete clause. Cancellation
rights are usually stipulated in favour of the employer. Court
practice does not recognise employees' cancellation rights in
the absence of a specific contractual provision in this regard.

When can a non-compete agreement be cancelled?
Court practice clearly shows that even if the right of unilateral
cancellation is stipulated (which is typically exercised by the
employer), the cancellation must take place before the termi-
nation of the employment.

Recently there have been some rather employee-friendly de-
cisions stating that in the case of a termination with notice,
the employer should communicate his or her intention to
cancel the non-compete clause upon giving notice. This po-
sition is derived from the parties' general duty of cooperation
and the protection of the employees' interests. If the cancel-
lation is communicated upon giving notice, the employee can
start to look for a similar job already during the notice period.
In a recent highly debated court decision, the employment
tribunal declared that the employer may be entitled to unilat-
erally cancel non-compete clauses before the termination of
the employment even in the absence of a contractual clause
allowing it to do so.

A unilateral termination (cancellation) by the employer may be
acceptable, particularly if a long period of time occurred be-
tween the conclusion of the agreement and the termination
of the employment. The court derived this rule from the prin-
ciple of contractual freedom. This employer-friendly decision
of the tribunal case has yet to be heard by higher level courts,
but it will be interesting to see the direction in which the court
practice will evolve.

A taskforce of the Hungarian Supreme Court (Curia) is cur-
rently working to synthesise the court practice regarding
non-compete agreements.

Comment

Though the further evolution of court practice will certainly be
interesting for legal practitioners, for companies it is generally
always better to avoid legal disputes. This can be achieved
by thinking ahead and setting out clear rules of cancellation
in the agreement itself. These clauses should be reviewed by
legal counsel before entering into non-compete agreements.
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Austria:

* Maximum term: One year as of the
termination of employment.

e Compensation: In principle, no statutory
compensation needs to be paid to enforce
the non-compete. However, the non-com-
pete obligation generally does not apply if
the employment is terminated by the
employer. If the employer terminates, it may
validate the non-compete obligation by
declaring (before the termination or when
serving the termination notice) that for the
period agreed the employer continues to
pay the employee the remuneration he/she
was entitled to before the termination (i.e.
salary, pro rata special payments, overtime
pay, etc.). In other cases (e.g. termination
by the employee), there is no (statutory)
compensation.

e Sanctions: Sanctions for violating the
non-compete clauses depend on the
parties' agreement. Parties often agree on a
contractual penalty, which may not be
higher than six monthly net remunerations.
If agreed, the payment of the penalty is the
only sanction and damages exceeding it
cannot be claimed. If no contractual penalty
is agreed, the employer may claim
damages.

Bulgaria:

e Maximum term: Post-termination
non-compete agreements are not expressly
regulated under Bulgarian law. The court
practice on their validity is also not
consistent. According to some court resolu-
tions, such clauses are null and void, since
they restrict the employees' constitutional
right to work. In practice, these clauses are
usually agreed for a period of up to two
years, more often for one year.

e Compensation: No statutory compensa-
tion is set out by law. However, if the
employer pays compensation, the risk of a
court declaring the clauses null and void is
lower. Compensation generally depends on
the circumstances, but the market standard
is around 50 % of the employee's monthly/
annual gross salary.

e Sanctions: Sanctions depend on the
parties' agreement, but usually the
employee may be required to repay the
compensation received based on the
non-compete agreement or pay a contrac-
tual penalty/liquidated damages. The
employer also may claim damages exceeding
the amount of the contractual penalty/
liquidated damages, but these are usually
difficult to prove.

All the above, however, would depend on the
general validity of the non-compete clauses.

Croatia:

e Maximum term: Two years as of the
termination of employment.

e Compensation: Statutory compensation
for the non-compete period is 50 % of the
average salary paid to the employee in the
three-month period prior to the termination
of the employment agreement.

e Sanctions: Sanctions depend on the
parties' agreement, but usually the
employee may be required to repay the
compensation received based on the
non-compete agreement or pay a contrac-
tual penalty/liquidated damages.

Czech Republic:

e Maximum term: One year as of the
termination of employment.

e Compensation: The minimum statutory
compensation is 50 % of the employee's
monthly average earnings for each calendar
month of the duration of the restriction
(average earnings to be calculated from the
last calendar quarter and includes bonus,
i.e. it is not only the monthly gross wage).
eSanctions: Sanctions depend on the
parties' agreement, but usually the
employee may be required to pay a
contractual penalty. If so agreed, the
employer also may claim damages incurred,
but these are usually difficult to prove.

Hungary:

e Maximum term: Two years as of the
termination of employment.

e Compensation: The minimum compensa-
tion to be paid is 33 % of the employee's
base wage for the term of the non-compete
period. The compensation to be paid
depends on the circumstances, but the
general market practice is 50 % of the base
wage for the term of the non-compete period.
e Sanctions: Sanctions depend on the
parties' agreement, but usually the
employee may be required to repay the
compensation received based on the
non-compete agreement or pay a contrac-
tual penalty/liquidated damages. The
employer may also claim its damages
exceeding the amount of the contractual
penalty/liquidated damages, but these are
usually difficult to prove.



Poland:

e Maximum term: The period of a post-ter-
mination non-compete agreement is not
regulated by law. One to two years are
typical durations. The period for which a
post-termination non-compete is binding
should be justified, because it cannot
prevent the employee from working in a
given market for unjustified reasons. As a
result, the proper duration of a non-compete
covenant should be assessed on a case-by-
case basis, considering the person's position
in the company, knowledge of its operations,
time spent in the company and time for which
knowledge acquired in the company gives a
competitive edge.

e Compensation: The compensation for
post-termination non-compete should
amount to at least 25 % of the due
remuneration which the employee should
have received under the employment
agreement for a term equal to the non-com-
pete period. In the case of senior executives,
the market standard is around 100 %.

e Sanctions: Sanctions depend on the
parties' agreement, but usually the
employee may be required to repay the
compensation received based on the
non-compete agreement or pay a contrac-
tual penalty. The employer also may claim
its damages exceeding the amount of the
contractual penalty, if such a clause is
included in the agreement.

Romania:

e Maximum term: Two years as of the
termination of employment.

e Compensation: Statutory compensation is
at least 50 % of the gross average base
salary income obtained by the employee
during the last six months before the
termination of employment. The non-com-
pete compensation must be paid after the
termination of the employment, during the
non-compete period. Apart from the period
and the compensation amount, the
non-compete agreement must include the
competing activities, the territory where the
restrictions apply and the third parties that
would benefit from the competing activities
performed by the employee.

e Sanctions: If the employee breaches the
non-compete agreement, he/she may be
required to repay the compensation
received based on the non-compete
agreement and to cover the damages
incurred by the employer. A penal clause
anticipating damages to be potentially
incurred by the employer is not permitted in
employment agreements, so to recover
damages, the employer must initiate a court
action against the employee and must
prove the extent of the damages incurred.

Slovakia:

e Maximum term: One year as of the
termination of employment.

e Compensation: The minimum statutory
compensation is 50 % of the employee's
monthly average earnings for each calendar
month of the duration of the restriction (average
earnings are to be calculated from the last
calendar quarter and include bonuses, i.e. it is not
only the monthly gross wage).

e Sanctions: The Parties may (but do not
have to) agree on reasonable monetary
compensation that the employee is obliged to
pay in case of a violation of the non-compete
obligation. The amount of monetary compen-
sation must not exceed the total amount of
monetary compensation agreed with the
employer for the non-compete period and shall
be reduced proportionately if the employee
complies with the obligation only in part. The
employee's obligation to not compete is
terminated upon payment of such monetary
compensation.

Slovenia:

e Maximum term: Two years as of the termina-
tion of employment. Concluding a post-termi-
nation non-compete agreement is only
admissible in cases of (i) mutual termination, (i)
ordinary termination by the employee, (iii)
ordinary termination by the employer due to
culpability reasons on the side of the employ-
ee, or (iv) extraordinary termination by the
employer (save where the employee refuses
the transfer to another employer during a
transfer of undertaking).

e Compensation: The minimum statutory
compensation is 33 % of the employee's
average monthly salary in the past three
months prior to the termination of employment
for the entire non-compete period. Market
practices vary depending on the type of work
and other circumstances; the amount is
generally higher in case of leading employees
(e.g. 70 % of the average salary). It is mandato-
ry to state the amount of compensation in the
employment agreement, otherwise the
non-compete clause is null and void. Also, the
employee is entitled to such compensation only
if the non-compete agreement prevents him/her
from gaining earnings that are comparable to
his/her previous salary.

e Sanctions: Sanctions depend on the parties'
agreement and may include: repayment of the
compensation received based on the non-com-
pete agreement; payment of damages and/or
payment of a contractual penalty. Until recently,
it was not clear whether the contractual penalty
for non-compete breach may be agreed in the
employment agreement and the case law in this
regard was inconsistent. A recent Supreme
Court decision confirmed that a contractual
penalty for non-compete breaches can be
agreed in the employment agreement and is
not non-enforceable per se.

Turkey:

e Maximum term: Two years as of the
termination of employment.

e Compensation: No statutory compensa-
tion amount is determined under Turkish
Law. There is no market standard; the
amount to be compensated by the
employee is determined by the court, based
on the position and financial power of the
employee, and the actual damage incurred
by the employer.

e Sanctions: Normally damages claims can
be enforced, for which there is no upper
limit. The employee is obliged to compen-
sate all damages and losses of the
employer. In addition, if the amount of the
contractual penalty is explicitly regulated
under the agreement, the employee will
also be liable for the payment of that
amount.
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The Short Term Lifestyle

Is the future of Airbnb in Hungary
boxed into a corner”?

28

Kinga Hetényi | Adrian Menczelesz

While few would have predicted it just a short while
ago, Airbnb's rapid expansion in the Hungarian short-
term rental market may soon come to a halt. The rea-
sons include new legal developments and a changing
investment environment.

Airbnb has come under fire from market participants, who
claim that the accommodation-sharing site does not have to
deal with the same regulations as its competitors, i.e. hotels.
Some investors are disappointed with Airbnb, either because
their property was damaged or simply because the company
did not fulfil their expectations. But the loudest criticism comes
from neighbours, condominiums and communities.

In response, some municipalities, especially those in the in-
ner districts of Budapest, have adopted stringent regulation
applicable to Airbnb. One of the most popular districts, the
Eighth District, amended its local townscape regulation. Pur-
suant to the amendment, unless a local condominium's by-
laws explicitly allow the registered use of a given unit to be
changed from "residential" to "temporary accommodation”,
such a change is not permitted. This may present a signifi-
cant obstacle for Airbnb hosts, as in the absence of explicit
permission in the bylaws, they may not be able to start their
Airbnb business.

More and more condominiums are amending their bylaws to
make Airbnb activity subject to notification of the general
meeting of the home owners in the condominium or even to
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completely prohibit it. While prohibition may seem harsh and
unlawful, the recent case law of the Hungarian Supreme
Court has confirmed its legality.

The Supreme Court found that a condominium may prohibit
or restrict other uses of units to ensure uninterrupted residen-
tial use. However, the general meeting of home owners in a
condominium, as a quasi-authority, may not impose sanc-
tions or penalties for breach of the bylaws or a resolution of
the general meeting. Therefore, a general meeting of home
owners in a condominium is not entitled to impose a fine on
an Airbnb host, if the host failed to follow a bylaw or a prohi-
bition instituted by the general meeting. To enforce compli-
ance with the prohibition or restriction, the condominium may
sue an Airbnb host. This may lead to a lengthy legal proce-
dure during which it may be difficult for the condominium to
prove that a certain unit was used for Airbnb purposes. The
actual enforcement of a final court judgment prohibiting Airbnib
activity may also be difficult. A bailiff will have to carry out an
on-site investigation to determine the discontinuation of Airb-
nb activity. If the bailiff finds that an Airbnb host continues its
activity despite the final court judgment, he will draw up a
report and submit it to the court. The court may impose fines
of up to HUF 500,000 (approx. EUR 1,500) on infringers.

A resolution of a condominium's general meeting does not
have retroactive effect according to the respective case law
of the Hungarian Supreme Court. Therefore, a host who
started leasing his apartment through Airbnb before the adop-
tion of a prohibition resolution may not be restricted or prohibited
from continuing such services.

In light of the foregoing, a highly effective restriction on Airbnb
or similar activity is not available to condominiums. However,
a condominium can raise substantive impediments to in-
vestors, which alongside other regulatory requirements, may
make this type of investment less attractive.




Hurdles for short-term
apartment rentals

‘. -

Peter Madl
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The essential matter for determin-
Ing the existence of an accom-
Mmodation contract is whether the
landlord offers services which

go beyond the mere provision of
living space.

Neighbours and communities don't like it, but apartment owners love it, because they can multiply their income.
Short-term rental to tourists or businesspeople who stay for just a few weeks is very controversial. Both courts
as well as the legislative bodies of the Austrian provinces have found ways to restrict it.

Property owners are increasingly letting their apartments to
people who come to Vienna only for a short period of time, as
by doing so, they can earn many times the rent allowed under
Austria's rather restrictive rent control rules. But many neigh-
bours complain that such visitors can be messy or unruly, and
have had the legitimacy of such rentals checked by the au-
thorities.

Condominiums

In condominiums, the owners decide how each unit in the
building will be used, e.g. for residential purposes, as offices,
as a shop, etc. When defining a unit as residential in the con-
dominium contract, owners generally have a narrower defini-
tion in mind. The possibility of changing to another manner of
use is not a feature of the contract.

The Austrian Supreme Court has decided several times that a
condominium owner may enter into a tenancy agreement, but
that an accommodation agreement constitutes a change of
the dedicated use that requires the prior approval of all other
condominium owners. The decisive factor in distinguishing
between a tenancy agreement and an accommodation
agreement is whether the guest is offered certain services in
addition to accommodation, such as cleaning and provision
of bed linen and cooking utensils, and whether the agreed
rent includes the costs of electricity, heating and water. The
presence or absence of a trade licence (for hotels) is irrele-
vant. Therefore, the essential matter for determining the exist-
ence of an accommodation contract is whether the landlord
offers services which go beyond the mere provision of living
space. Whether the guest accepts typical additional services
is less important. The reason why the additional services are
offered is not decisive; the distinction is based on the mere
fact that the landlord offers them.

In a condominium, any single other condominium owner may
hinder the use of an apartment dedicated in the condominium
contract for residential purposes on Airbnb or the like. If the
condominium owner does not respect a judgment, he will be
subject to penalties which might — in the case of persistent
breach — also include imprisonment. However, the burden of
proof that the condominium owner has breached the judg-
ment lies with the party that obtained the judgment.

Tenants

If a tenant offers the apartment he is renting on Airbnb, he
clearly does not need it for his (or his close relatives') living
purposes and sublets the apartment as a whole. This consti-
tutes a good cause for the landlord to terminate the lease
agreement with the tenant.

Therefore, tenants put their lease agreement at risk if they offer
the apartment on Airbnb, unless they have specifically rented the
apartment for this purpose, which is typically not the case.

Building code

The City of Vienna has decided to amend the building code to
avoid commercial use of apartments. Short-term commercial
use for accommodation purposes such as Airbnb normally
does not take place in apartments and is therefore not con-
sistent with the "residential" zoning. This change in the build-
ing code also applies to house owners and to condominiums
where all owners have consented to short-term letting. This
legislative measure aims to ensure that there is enough rental
space available for the inhabitants of Vienna. The bill was
passed on 22 November 2018, but has not yet been pub-
lished in the official gazette (as at 6 December 2018).

Other Austrian provinces are planning similar changes in their
building codes, all aiming to secure living space for locals.
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Bulgaria:
Welcome to Miami?

Elena Todorova | Dimitar Viaevsky

"My parents didn't want to
mMove to Horida, but they
turned sixty and that's the
aw, Jerry seinfeld once
said. Now imagine replac-
INg Hlorida with Bulgarial
sounds weird”? Maybe,
for Now,...




... but there are a few reasons why this could start to sound
logical: the aging of the European population, the good natu-
ral, climatic conditions, and the trends on the Bulgarian real
estate market.

How about some statistics?

In the European Union, almost one person in five is over the
age of 65. This represents 19.4 % of the EU population — an
"army" of nearly 100 million people.

According to Eurostat, by 2080 the share of people aged 80
or more should double and it is going to reach 13 % of the
European population. Currently, for each person over 65 there
are only three people of active working age (15 — 64). The Old
Continent is in fact growing older and older.

But aging of the population is not unique to Europe. Accord-
ing to the World Health Organisation (WHO), the rate of pop-
ulation aging is increasing dramatically around the world. By
2020, the number of people aged 60 and more worldwide is
expected to outnumber children younger than five.

The WHO has pledged to devote its efforts to developing sys-
tems for long-term care (including palliative care) that meet
the needs of seniors. It is also working to develop age-friend-
ly cities and communities, including a Global Network of Age
Friendly Cities and Communities and an interactive informa-
tion sharing platform called Age-friendly World.

Why Bulgaria?

We will not dwell on the fabulous natural scenery, pleasant
climate and numerous mineral springs in Bulgaria. This infor-
mation is available in almost every advertising brochure for the
country. We will focus on the fact that Bulgaria's real estate
market seems to be following the WHQO's efforts.

real estate & construction 08

After a boom in the construction of small family-run hotels,
the present situation is not as happy as expected. Poor man-
agement, lack of experience, and competition from large hotel
chains and new rivals like Airbnb have led to a crisis in the segment.
Dozens of family-run hotels are up for public auction, unable to pay
back loans or other debts. Even in the Black Sea resorts, small
hotels are changing hands at bargain bin prices.

But specialists have detected an exciting trend in the Bulgar-
ian market: an increased interest in properties such as old
hospitals, small hotels or larger holiday houses that can easily
be converted into hospices and centres for elderly care. Do-
ing this is not complicated, and regulation is lax. So far, de-
mand is mostly driven by Bulgarian expatriates wishing to
secure care for their elderly relatives. The developers are
mainly small groups of medical professionals who are buying
up the properties and transforming them into eldercare facili-
ties. The most desirable properties are located near Sofia or
other big cities like Plovdiv, Veliko Tarnovo and Varna. Some-
times it is the last way to recoup on a bad investment.

Logical outcome

Years ago, Bulgaria became "the most desirable destination
for living", according to British retirees. Today there are small
communities of British, Dutch and even Japanese retirees
who make wine, participate in golf tournaments or are en-
gaged in other activities which they cannot afford at home.
Given the strong demand for eldercare centres, the duration
of active life in Europe, and real estate market trends in Bul-
garia, we may predict that it is not far in the future when the
market will be dictated by the demand for suitable places for
active social life for people beyond their working age.
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New Trends in Technology Regulation

An article and inverview by Gunther Leissler

Connectivity, algorithms, artificial intelligence...
more and more digitalisation becomes part of our
daily lives. What does this mean from a legal per-
spective - blessing or curse? Data protection ex-
pert Giinther Leissler asks Univ Prof Dr. Nikolaus
Forgd, Head of the Department of Innovation and
Digitalisation in Law, University of Vienna, for his
skilled view on the subject.
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A day in the life
of Stacey Connected:

17 August 2020

¢ 8:00 am: Stacey Connected leaves her
house and heads off to work. The tracking
sensor in her company car records her
departure. On arrival at the office, she
receives a message from her employer
that her journey time has deviated from
the predicted travel time. She is asked for
an explanation and to make a note in her
online business driving log.

¢ 4:00 pm: Stacey leaves the office earlier
than usual. She has received a message
from her bank's virtual fithess manager
which, after having checked the vital
parameters stored on her fithess watch,
has suggested a round of golf to refresh
her individual "body wellness zone".

e 6:00 pm: Stacey must improvise. Her
fridge has sent her an alert that the milk
has expired. Before dinner she makes a
quick stop at the supermarket and buys
fresh milk.

e 7:00 pm: Stacey is on her way to the
restaurant. She is meeting her friend who
recently became pregnant. Thankfully, the
brand-new Facebook Community Mana-
ger is already available. Stacey proudly
posts that she was the first to know about
the pregnancy.

¢ 9:00 pm: The refrigerator sends another
report. It has double-checked Stacey's
time of online payment against the day's
temperatures and identified that the milk
had remained unchilled for too long. The
refrigerator tells Stacey that it will not
accept the milk.

¢ 11:00 pm: A shrill alarm from the fridge
prevents Stacey from storing the milk.
Meanwhile, the milk has indeed turned
sour. Stacey has too.
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Interview with Univ Prof Dr. Nikolaus Forgo,
Head of the Department of Innovation and Dig-
italisation in Law, University of Vienna

Q: There is a tracking sensor in Stacey Connected's car.
With this sensor, her employer records Stacey as soon as
she leaves the house. The example shows: Digitalisation might
increasingly lead to employers intruding in their employees'
privacy. Do you think such an increase is realistic and do you
see a need to make labour law "digitalisation-proof"?

A: | don't think labour law deserves particular attention here.
Digitalisation creates plenty of new challenges in other areas
of law too, such as consumer protection, intellectual property
or data protection. Already today, the example of the tracking
sensor would only be permitted under current data protection
law if Stacey has provided her individual, informed consent.

Many companies are offering more and more services in
addition to their core business. Stacey's bank provides a Well-
ness Manager, which means the bank receives health data of
its customers. Do you consider such connectivity legitimate?

Such connectivity is widespread in many areas even today.
We have surprisingly quickly become accustomed to busi-
ness models based on "data in exchange for (seemingly) free
services". These models are often based on consent. The
GDPR has now established more rigid requirements — at least
on paper — by stipulating in Art. 7 para 4 that consent is not to
be regarded as voluntarily given if it is given for data process-
ing not required for the contractual service. The meaning and
scope of this prohibition to couple consent (Koppelungsver-
bot) is controversial; recently the Austrian Supreme Court ex-
pressed a very rigid view. But | predict that business models
such as Stacey's "Wellness Manager" will remain legitimate.
Nevertheless, an important legal and economic problem arises
from the fact that such tools require enormous data resources,
which often are not in the hands of European companies and
this might prevent them from market entries. It may be neces-
sary to respond with competition and antitrust laws.

Stacey's refrigerator guides her through her day, forming
part of the Internet of Things (loT) chain. Do you think
such scenarios can be expected soon? If so, where do
you see the main legal challenges?

Algorithms that take decisions out of our hands or at least
influence them are already part of our lives. From Google
Maps to shopping recommendations by Amazon, we have
become accustomed to our decisions being automatically
prepared and simplified. It's only a small step until automatic
decisions will be made completely autonomously. This will
lead to interesting legal questions, like who will have to take
responsibility for damages caused by such systems. This can
be the manufacturer (e.g. by amending the product liability
law), the user, the owner, the injured party, or even the public.
On the other hand, we must consider how much autonomy
we want to grant such systems. It must be made clear, for
example, whether and under what conditions a person can
(and must) overrule machine-made decisions.

Stacey posts about her friend's pregnancy without her
friend's knowledge. Is this a violation of privacy and of
data protection laws?

Yes, of course. The posting means the publishing of Stacey's



History has proven that despite
all distortions, technology and its
developments have always been
to humanity's advantage.

friend's sensitive personal data. We have known for 20 years
that data protection law makes this generally inadmissible,
also thanks to one of the first decisions of the European Court of
Justice on data protection law (C-101/01, Lindqgvist). At that time, it
was about a broken leg, not a pregnancy, but the ECJ's considera-
tions are equally if not even more applicable to Stacey's posting.

Stacey's refrigerator does not accept the milk she bought.
How do you think it should be handled if intelligent devic-
es do not cooperate but block each other?

This will probably have to be decided on a case-by-case ba-
sis, primarily against the background of (pre)contractual du-
ties of care. However, | do not expect fundamental problems
here, as such questions can be compared with already exist-
ing situations of conflicting general terms and conditions —
and the legal solutions in place for such conflicts.

Stacey's refrigerator detects that she has not properly
handled her milk while she was on the move. From the
supermarket's perspective, such a piece of information
potentially helps in rejecting warranty claims. Although
this example refers to an everyday purchase only, it un-
derlines the value that 10T data could have in the future.
Do you think future legal disputes will revolve around the
disclosure of data?

The economic importance of data, including raw data, is cer-
tainly increasing — so you are right when generally referring to
"information". However, in light of the increasing economic
value of such information, one should not mistakenly con-
clude that new legal concepts have to be created, such as
data property rights, or even ask for the ABGB to be amend-
ed. Questions like who will enjoy legal protection — and why
and to what extent — require complex considerations to en-
sure overall fair use of information. You shouldn't try to solve
them hastily. Not least since much of what we are now dis-
cussing can be solved with already existing legal instruments.

At the end of the day, despite all the technology that sup-
posedly makes her life easier, Stacey gets annoyed. In
your opinion, is digitalisation a blessing or a curse?
Without doubt, a blessing! We have been given useful tools to
increase our efficiency, our ability to communicate, and our
autonomy. What remains is to use them in a thoughtful man-
ner. History has proven that despite all distortions, technology
and its developments have always been to humanity's advan-
tage. Why should it be different this time?

Thank you for the interview.
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/‘ O Tax Structuring - The Impact of the EU Anti-Tax Avoidance Directive

Tax intermediaries to disclose potentially
aggressive tax arrangements to tax authorities

A

&>

from 1 January 2020.

Roman Perner | Marco Thorbauer

The Directive amends  Directive
2011/16/EU as regards the mandatory
automatic exchange of information in
the field of taxation. This step is one of
many at the EU level to increase tax
transparency, including the automatic
exchange of information on financial ac-
counts, advance cross-border tax rul-
ings and country-by-country reporting
of multinational enterprises.

Who?

Intermediaries or the taxpayers them-
selves have to report cross-border ar-
rangements to the tax authorities. Inter-
mediaries are persons that design,
market, organise, make available for
implementation or manage the imple-

mentation of a reportable cross-border
arrangement. These include tax advi-
sors, accountants, lawyers, financial
advisors or others who provide tax ad-
vice. Member States may opt to ex-
clude certain intermediaries from the
reporting obligation due to a legal pro-
fessional privilege (e.g. confidentiality of
tax advisors and lawyers). In this case,
the intermediaries must notify other in-
termediaries or the taxpayer about their
own reporting obligation. In case in-
termediaries are not involved (in-
house tax schemes) or may not be
held responsible (due to a professional
privlege or a non-EU intermediary),
the taxpayer itself must report the ar-
rangement.

On 25 May 2018, the Council adopted a directive forcing tax intermediaries or tax-
payers to report aggressive cross-border tax planning schemes to the tax author-
ities, which may exchange such information with other tax authorities within the
EU. The Directive is to be implemented by 31 December 2019 and is applicable

What?

A reportable cross-border arrangement is
one with a cross-border element that
contains at least one listed hallmark indi-
cating a potential risk of tax avoidance.
The general guideline for such hallmarks
is whether the main benefit (or one of
the main benefits) derived from an ar-
rangement is the obtaining of a tax ad-
vantage ("main benefit test").

Generic hallmarks (Category A):

(i) agreed confidentiality in regard to the
arrangement and its tax advantage;

(i) fee amounts that relate to the tax ad-
vantage; and

(iiiy standardised arrangements for more
than one taxpayer.
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Specific hallmarks (Category B):

(i) tax loss utilisation arrangements;

(i) income conversion arrangement
schemes; and

(iii) round-tripping of funds arrangements.

Other specific arrangements contain
- in certain cases irrespective of
meeting the main benefit test - per
se a potential risk of tax avoidance
due to a tax advantage. Such ar-
rangements are related to cross-bor-
der transactions (Category C) based
on:

(i) deductible cross-border payments
not being sufficiently taxed in the hands
of the payment recipient (profit-shifting
to low-tax jurisdictions);

(i) double deductions on the same as-
set in more than one jurisdiction;

(iiiy double taxation relief of income or

capital in more than one jurisdiction; and
(iv) value mismatch in regard to the
compensation for the transfer of assets.

Other arrangements may be used to
(Category D):

(i) circumvent automatic exchange of in-
formation rules regarding financial ac-
counts; or

(i) avoid the identification of beneficial
owners through the use of offshore let-
terbox companies or similar intranspar-
ent structures.

Arrangements may also concern
transfer pricing issues by (Category E):
(i) using unilateral safe harbour rules;

(iiy involving the transfer of hard-to-value in-
tangibles between associated enterprises;
(iii) involving an intragroup cross-border
transfer of functions, risks or assets re-

sulting in the transferor reducing its pro-
jected annual EBIT for a three-year peri-
od by more than 50 %.

How?

The intermediary, or alternatively, tax-
payers themselves are obliged to file
information that is within their know-
ledge, possession or control on report-
able cross-border arrangements with
the competent authorities.

When?

The filing has to be made before its im-
plementation, within 30 days at the ear-
lier of the availability, readiness or first
step of implementation.

Penalties are for the Member States to
decide, but must be effective, propor-
tionate and dissuasive.

Cryptocurrency in Romania.
A go or ano-go”?

28

Theodor Artenie | Anamaria Tocaci

What are the risks of trading cryptocurrency?

In 2013, the European Banking Authority ("EBA") issued an
official warning, highlighting the risks of holding and trading
virtual currency. The risks were related to the fact that no
authority regulates cryptocurrency. However, one interesting
point concerned taxation. Although not in the EBA's area of
expertise, the matter comprised two different perspectives:
tax on capital gains and value added tax.

Two years after the EBA's warning, the European Central
Bank ("ECB") also issued a report on virtual currency schemes
that analyses all layers of this "ecosystem"”. The report cen-
tres on the drawbacks cryptocurrency presents for users,
which are all based on the apparent lack of transparency,
clarity and continuity.

In Romania, authorities are yet to create the
legal framework that would regulate the tax-
ation of activities related to cryptocurrency.
This legislative gap leaves plenty of room for
tax avoidance, as even the most well-inten-
tioned taxpayers lack the tools to under-
stand what taxes they need to pay in relation
to their cryptocurrency trading.

What is the Romanian authorities' position on crypto-
currency?

Subsequent to the EBA warning and the ECB report, the
Romanian National Bank issued an official communication
stating that any form of virtual currency shall not be consid-
ered either a national or a foreign currency and that the Ro-
manian law on electronic currency does not apply to crypto-
currency.

In 2018, the Financial Supervisory Authority issued at least
three warnings about the exchange rate risk associated with
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the high volatility and the high risk of investment fraud derived
from the lack of transparency.

Due to the absence of any regulations, the lack of transpa-
rency of the transactions, the apparent anonymity of the play-
ers involved in this "ecosystem" and the constant exclusion
from all known forms of currency — along with the delayed
and insufficient reaction of the banking and financial institu-
tions in Romania — the Romanian tax authorities are not com-
fortable with the idea of listing the associated tax risks.
Many advisors have stated their opinions, and the similarities
are few and far between. In this context, an official position
from the tax authorities would be welcome. However, the re-
luctance of the tax authorities is unlikely to diminish until the
source and nature of virtual currencies is better understood.
At this point, regulation is not on the horizon.

What do investors need to know about cryptocurrency
taxation in Romania?

Although the business environment has proposed amend-
ments of the tax law to the Romanian tax authorities as re-
gards cryptocurrencies, there is still increasing scrutiny from
all types of regulatory bodies in Romania.

In the absence of specific provisions, some specialists have
adopted the idea that proceeds from cryptocurrency trading
should be treated and taxed as capital gains. Others have
stated that without clear regulation — and considering the ten-
tative positions adopted by the Romanian regulators — a
more reasonable approach is to tax only income from the sale
of cryptocurrency as "income from other sources". Obviously,
paying tax on income is far less convenient for the taxpayer
than paying tax on profit (i.e. a sale at a loss would result in
tax, without the possibility to deduct any expenses, such as
the acquisition price).

As far as the VAT treatment of activities related to cryptocur-
rency is concerned, this question will remain unanswered un-
til Romanian regulators (tax and otherwise) decide how to
deal with cryptocurrencies and how to qualify them.

In case C-264/14, on the tax treatment of cryptocurrencies,
the Court of Justice of the European Union ("CJEU") ruled on
the correct VAT treatment for exchange services performed
by a trading platform in favour of its clients. The CJEU found
that the commission fees were indeed remuneration for the
supply of services within the meaning of the VAT Directive,
but ruled that these services were exempt from VAT by virtue
of Art. 135(1)e of the VAT Directive, which deals with curren-
cy-related transactions. This obviously contradicts the po-
sition of the Romanian National Bank.

So what is the VAT treatment of activities related to cryp-
tocurrency?

To attempt an answer to this complicated question, it is first
important to distinguish between (i) cryptocurrency mining
and trading, and (i) cryptocurrency exchange services.
When one starts mining for bitcoin, one naturally engages all
manner of costs (i.e. electricity, mining rigs, software) for the
obvious purpose of generating bitcoins that can later be ex-
changed for goods and services or turned into cash (in the
conventional way). It is reasonable that whoever engages in
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such an enterprise will be a (VAT) taxable person carrying out
a business activity. The second question is if the output of this
business activity is subject to VAT or is exempt.

For the time being, the above CJEU ruling provides a reason-
able approach to exchange services and related fees, i.e. that
the respective fees are exempt from VAT without credit. How-
ever, we expect the practice to expand and become more
nuanced depending on the nature of the tokens being ex-
changed for cash.

On the other hand, the actual disposal of the cryptocurrency
by the person mining it or by the person who had previously
acquired the tokens (i.e. trading it for cash or using it to pay
for goods and services), raises the following questions, which
for the time being remain unanswered: Is the trading for cash
a VAT-taxable supply of services, considering how the CJEU
released its ruling in case C-264/14 by saying that cryptocur-
rencies are not securities? Is the trader required to charge
VAT on the price of the tokens? Does the exchange of tokens
for goods and services qualify as a barter for VAT purposes or
as payment?

What's next?

Cryptocurrencies are closely monitored by the Romanian au-
thorities, especially in the current context of increased efforts
at the EU level to ensure fair and effective taxation. Moreover,
the lack of clear rules may lead to a loss of income for the
Romanian public coffers, as many people will see to take ad-
vantage of the legislative void concerning the taxation of
cryptocurrency, while others will face great obstacles when
seeking guidance on how to apply the correct tax treatment.

The reluctance of the
tax authorities is un-
likely to diminish until
the source and nature
of virtual currencies is
petter understood. At
this point, regulation is
Nnot on the horizon.

103



10 tax

The Interest Limitation Rule under the Anti- Tax Avoidance Directive

£ 8

Clemens Grassinger | Eugen Maresch

ATAD and BEPS:

In 2016, the European Union adopt-
ed the Anti-Tax Avoidance Directive
("ATAD") to combat "aggressive tax
planning" as part of the Anti-Tax
Avoidance Package. Article 4 of the
ATAD includes an Interest Limita-
tion Rule ("ILR") based on the rec-
ommendations set forth in Action 4
of the OECD's Base Erosion and
Profit Shifting ("BEPS") project.

Article 4 of the ATAD

Under Article 4 of the ATAD, exceeding
borrowing costs of corporate taxpayers
(entities subject to corporate income
tax in an EU Member State) are deduct-
ible in the tax year they incurred up to
30 % of the taxpayer's earnings be-
fore interest, tax, depreciation and
amortisation (EBITDA). However, up
to EUR 3 million of such costs remain
fully deductible. For the purpose of
the ATAD, ‘"exceeding borrowing
costs" is defined as the amount by
which the deductible borrowing costs
of a corporate taxpayer exceed taxa-
ble interest revenues and other eco-
nomically equivalent taxable revenues
that the taxpayer receives according to
national law.

Aim of Article 4

The main goal of the ILR is to prevent
groups of companies engaging in BEPS
through excessive interest payments by
limiting interest deductibility. That way it
should no longer be possible to shift
borrowing costs to high-tax countries
(to reduce the taxable profits) while at
the same time shifting profits to coun-
tries with low tax rates.
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Calculation of EBITDA under ATAD
Article 4 para 2 of the ATAD provides a
calculation mechanism for EBITDA using
amounts that are adjusted for tax pur-
poses. These amounts differ from the
amounts determined for accounting
purposes.

Carry-forward / Carry-back

EU Member States may implement dif-
ferent regimes to carry forward and/or
back exceeding borrowing costs which
cannot be deducted in the current tax
year. Since Austrian tax law generally
does not provide carry-back options,
Austria is likely to choose a carry-for-
ward option when implementing the
ATAD.

Effective date

Member States must implement the
ATAD's interest limitation rules into do-
mestic law by 31 December 2018 at
the latest, so that they are effective
from 1 January 2019. Countries that al-
ready have national rules that prevent
BEPS and are equally effective to the
ATAD's ILR, may delay implementation
until 1 January 2024.

Situation in Austria

Austrian tax law currently prohibits the
deduction of interest and royalty pay-
ments made to group companies in
low-tax countries, i.e. ones with an ef-
fective tax rate lower than 10 % (sec 12
para 1 no 10 of the Austrian Corporate
Income Tax Act — "CITA"). While the
Austrian provision only applies to pay-
ments made to affiliated companies,
the ATAD covers payments made to
external companies as well. As Austria
considers this prohibition to be of equal
effect to the ATAD's ILR, implemen-
tation of Article 4 may — subject to
the European Commission's pend-
ing approval — be delayed until 2024.

Possible changes to Austrian legis-
lation

The prohibition on the deduction of in-
terest and royalty payments under the
CITA also covers situations where low
taxation is achieved by way of a tax de-
duction or tax refund. Despite such

payments being generally non-deducti-
ble, they can still be deducted retro-
spectively in case no tax reduction or
refund took place within five financial
years after the payments were made,
irrespective of a tax deduction or refund
taking place after that five-year period.
In order to impede tax abusive structur-
ing, this period will soon be extended to
nine years.

ATAD and fundamental freedoms
The ATAD allows EU Member States to
introduce exceptions to the ILR, where
the taxpayer is part of a group. This ex-
ception applies to domestic groups
only, which may lead to the adoption of
national laws contrary to the fundamen-
tal freedoms of the EU, especially the
freedom of establishment. It remains to
be seen how national laws implement-
ing this exception will be interpreted by
the CJEU.

The main goal of

the LR isto prevent
groups of companies
engaging in BEPS
through excessive
iINnterest payments by
limiting interest de-
ductibility.



Single EU VAT area. Are you ready’?

s

Theodor Artenie | Alexandra Barbu

The biggest reform of the EU VAT
rules in a quarter century is on its
way. The current VAT system, which
is outdated, will be reviewed, im-
pacting businesses performing in-
tra-Union cross-border trade.

The EU's VAT system needs reform.
Every year, EU countries lose up to
EUR 50 billion due to cross-border VAT
fraud, significantly damaging EU state
budgets. The new system is expected
to reduce cross-border VAT fraud by
around 80 %. At the same time, simpler
and clearer VAT rules and procedures
will be put in place to reduce costs and
red tape for EU companies trading
across borders. The principle of the
new rules is that domestic and
cross-border transactions of goods will
be treated in the same way so as to
create a robust single European VAT
area.

[t all started in October 2017, when the
European Commission proposed a se-
ries of fundamental principles and key
reforms for the EU's VAT area, with the
aim to improve and modernise the cur-
rent VAT system. The Commission pro-
posed four "Quick Fixes" to improve the
day-to-day functioning of the current
VAT system until the definitive regime is
fully agreed and implemented. Ultimate-
ly, several fundamental principles or "cor-
nerstones" for a definitive VAT regime will
be implemented. The Commission also
recommended introducing the concept
of a "Certified Taxable Person".

Certified Taxable Person
The concept of the "Certified Taxable
Person" ("CTP") is to distinguish be-

tween reliable and less reliable taxpay-
ers involved in intra-Community trade
or in call-off stock arrangements. CTP
status would be granted by applying to
the national tax authorities and will be
mutually recognised by all EU Member
States. Although the proposal defines
certain guidelines regarding the condi-
tions required for granting CTP status,
Member States might have different
views in defining the actual conditions,
which may lead to administrative com-
plications.

The four "Quick Fixes"
This set of short-term measures is
meant to improve the functioning of the
current VAT system and address issues
requested by both businesses and EU
Member States, namely:

1.The simplification of VAT rules for
companies storing goods in different
Member States to be sold directly to
customers there (i.e. "call-off stock ar-
rangements"). This simplification will
apply if the transaction takes place be-
tween two CTPs, in which case the
supplier will no longer need to register
and pay VAT in another Member State
when they store goods there.

2.The simplification in determining the
exempt supply in a chain of transac-
tions which do not involve the physical
movement of goods, for example when
goods are sold via several traders, but
physically the goods move directly from
the original seller to the final buyer.
More specifically, rules will be put in
place for ascribing the transport made
by or on behalf of one of the intermedi-
ate suppliers in the chain, either (i) to
the supply made for that intermediate
supplier under certain conditions or (ii)
to the supply made by the intermediate
supplier to the next operator in the chain.
This simplification applies only if both the
intermediate supplier and the person
who supplied the goods to it are CTPs.

3.New harmonised and uniform rules
so that traders can more easily provide
proof that goods have been transport-
ed from one EU country to another for
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the application of the exemption to in-
tra-Community supplies. Namely, a list
of eight means of evidence of the trans-
port or dispatch is introduced, of which at
least two items of non-contradictory evi-
dence must be in the vendor's posses-
sion. This simplification is limited to CTPs.

4. Clarification that, in addition to the
proof of transport, the VAT number of
the commercial partners recorded in
VIES is a "substance" condition and is
required to apply the cross-border VAT
exemption under the current rules.

Cornerstones

1. The charging of VAT on cross-border
trade between businesses meaning no
more VAT exempt intra-Community
supplies from the Member State of de-
parture.

2. One Stop Shop: companies that sell
cross-border will be able to make dec-
larations and payments using a single
online portal in their own language and
according to the same rules and adminis-
trative templates as in their home country.

3. The principle of taxation at destina-
tion for intra-EU cross-border supplies
of goods, based on which the VAT rate
of the Member State of destination is
charged.

4. The confirmation that generally, the
seller should charge and collect VAT on
intra-EU supplies of goods, at the rate
of the Member State of destination.

5. Less red tape: invoicing rules regard-
ing EU trade will be simplified, as these
will be governed by the rules of the sell-
er's Member State.

One thing is clear: the VAT reform is set
to benefit honest businesses, govern-
ments and end consumers, targeting
fraudsters who currently exploit the ex-
isting VAT rules.

To get there, action needs to be taken
in 2019, when taxable persons need to
make sure they observe the new rules
regarding the "Quick Fixes" and the
possibility to apply for CTP status.
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Implementation of the EU Anti- Tax Avoidance Directive (ATAD;
EU 2016/1164) into Austrian and Romanian Law

Authors: Roman Perner | Marco Thorbauer | Clemens Grassinger | Anamaria Tocaci

General Background: On 12 July 2016, the Council of the EU agreed on a directive laying down rules against tax
Remarks avoidance practices that directly affect the functioning of the internal market (ATAD I). On 29 May 2017,
the Council adopted ATAD II. The ATAD directives are a result of the OECD's BEPS (Base Erosion and
Profit Shifting) project and the CCCTB (Common Consolidated Corporate Tax Base) proposal.
Scope: The ATAD applies to all taxpayers subject to corporate income tax in one or more EU Member
States, including permanent establishments of third-country resident entities within the EU ("Company").
Transposition: In principle, the ATAD must be implemented in national legislation by 31 December 2018.
However, this deadline has been extended in certain cases (see below).
ATAD Articles
Art 4 This provision deals with the deductibility of interest and is basically divided into two parts:
Interest Para 1: Excess borrowing costs are deductible only up to 30 % of the Company's EBITDA.
Limitation Paras 2 - 7: These paragraphs regulate exceptions and supplement para 1 (e.g. calculation of EBITDA, the
Rule right to deduct excess borrowing costs up to EUR 3 million). Therefore, the Member States have a high
degree of flexibility in implementation.
Austria Romania
National Partially implemented by Section Fully implemented by Art 40? of Law
implementation 12 Para 1 No 10 of the Austrian 227/2015 regarding the Fiscal Code
Corporate Income Tax Act ("CITA") ("Fiscal Code")
Entry into force Austria has equally effective 1 January 2018
targeted rules
The (complete) implementation of
Art 4 into Austrian law is required
by 1 January 2024 at the latest
Practical Art 4 extends the scope of New Chapter Ill' of the
implications non-deductibility of excess Fiscal Code
borrowing costs
Replaces the former thin capitalisa-
tion rules
Threshold for unlimited deductibility
of excess borrowing costs of
EUR 200,000
Limited deductibility of excess
borrowing costs within 10 % of
EBITDA
These low thresholds are currently
under debate in the Romanian
Parliament and might be increased
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ATAD Articles

Art5
Exit
Taxation

The aim of Art 5 is to prevent companies from avoiding tax when relocating assets. Therefore,
each Member State is allowed to tax the economic value of any capital gain created in its territory,
even though that gain has not yet been realised at the time of the exit. "Exit" means the transfer
of tax residence, assets or a permanent establishment to another country.

National
implementation

Entry into force

Practical
implications

Austria

Romania

Section 6 No 6 of the Austrian
Income Tax Act ("ITA")

Amendment of Section 6 No 6 lit d of
the ITA by reducing the instalment
period for fixed assets from 7 to 5
years

Art 40° of the Fiscal Code

Observance of the Fiscal Procedure
Code requirements for benefiting from
a 5-year instalment period

Amendment of Section 6 No 6 lit d of
the ITA by 1 January 2019

1 January 2018

Under the Tax Amendment Act 2015,
the instalment payment concept
(Ratenzahlungskonzept) replaced the
non-assessment concept (Nichtfest-
setzungskonzept) which was appli-
cable in Austria until 31 December
2015

It has therefore not been possible
since 1 January 2016 to avoid
taxation of hidden reserves in the
event of exits, whereas the instalment
period for fixed assets is reduced
from 7 to 5 years by 1 January 2019

New Chapter llI1 of the Fiscal Code

The request for instalment payment is
conditional upon the taxpayer provi-
ding securities (bank guarantees,
mortgages, etc.) equal to 100 % of the
amount of the tax liabilities so deferred

107



ATAD Articles

Art 6
General
Anti-Abuse
Rule

Art 6 provides a general (EU-wide) anti-abuse rule targeting artificial tax-abusive structures. For the purpo-
ses of calculating the Company's tax liability, arrangements with the main purpose of obtaining tax advanta-

ges shall be ignored.

Austria

Romania

National
implementation

Amendment of Section 22 of the
Austrian Federal Fiscal Code ("FFC")

Art 40* of the Fiscal Code

Entry into force

15 August 2018

1 January 2018

Practical
implications

Implementation and reflection of
Higher Administrative Court case law

Special arrangements must have a
valid economic reason and reflect
economic reality

Stricter understanding of the term
"abuse":

® Previously required: tax avoidance as
sole purpose

¢ Now sufficient: tax avoidance as
essential/main purpose

New Chapter Ill" of the Fiscal Code

Romania had equally effective targeted
rules which gave the tax authorities the
right to disregard a transaction having
no economic purpose based on the
substance over form principle

Other domestic provisions aimed at
safeguarding a higher level of protec-
tion for domestic corporate tax bases:
* 50 % withholding tax in Romania
(instead of the standard 16 %) for
income paid in a state with which
Romania has not concluded a treaty
for the exchange of information and
where the payment is deemed to be
related to an artificial transaction

e non-compliance penalty for unde-
clared or under-declared tax obliga-
tions which are assessed by the tax
authorities following a tax audit
(approx. 29 % per year)




ATAD Articles

Art 7/8 Art 7 and 8 set out detailed rules in relation to controlled foreign companies (CFC), aiming at
CFC attributing profits of controlled foreign companies and permanent establishments that are
Rule low-taxed or tax-exempt in a Member State to the controlling company. Income covered by the

CFC rule includes interest, royalties and dividends as well as income from financial activities.

Austria Romania
National Section 10a CITA Art 40° of the Fiscal Code
implementation
Entry into force 1 January 2019 1 January 2018
Practical New Section 10a CITA New Chapter Il Fiscal Code
implications
Low taxation of a CFC defined as Low taxation of a CFC defined as
effective taxation not exceeding 12.5 % effective taxation not exceeding 8 %
Decree setting out further details to be Although implementation instructions
issued by the Ministry of Finance for the application of the ATAD are
available, there are no clarifications for
The income of the foreign company this particular anti-avoidance measure
must be calculated in accordance with
domestic regulations and compared
with the effective taxation abroad
Art9 Art 9 tackles hybrid mismatches, ie the exploitation of differences between tax systems to achieve
Hybrid double non-taxation resulting in base erosion. The provision eliminates such hybrid mismatches

Mismatches by allowing only one Member State to grant a tax deduction.

Austria Romania
National Not yet implemented Not yet implemented
implementation
Entry into force 1 January 2020 1 January 2020
Practical Legislation based on the OECD's Further guidance expected
implications recommendations concerning hybrid
d mismatches (BEPS Action 2) expected
§
i A Limitation of aggressive tax hybrid mis-
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IT & Data Security

Ricardian contracts:
A smarter way to do smart contracts”?

Jurij Lampi¢

Smart contracts - self-executing pieces of computer
code recorded on a blockchain - have been accused of
being neither smart nor contracts. Ricardian contracts
revisit contract automation from a different angle, po-
tentially benefiting issuers of financial instruments,
parties to derivatives, banks, and beyond.

1 Ricardian Contract 101 — Contract-as-Software

A Ricardian contract can be described as a legal contract
whose provisions are recorded in both:

e legal prose written in natural language (English, German, Slo-
venian, etc.; what lawyers usually produce when asked to draft
a contract); and

e structured language readable by computers (which will re-
semble a programming language; also referred to as "con-
trolled legal natural language").

Please visit www.schoenherr.eu/publications/roadmap/ for an
example.

A contract created by this drafting technique is thus readable
by both humans and machines. A Ricardian contract should
generally be legally enforceable, but will also lend itself to anal-
ysis by and interaction with software. A Ricardian contract can
(but need not) be recorded on a blockchain, where it will stand
as a "single version of the truth."

Sounds great, but why bother? Turn over and refer to frame.
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From dead paper to Contract-as-Software: use cases
and benefits of the Ricardian approach

1. (Semi-)Jautomated execution / on-click performance of obligations:
e the contract is directly connected to and can manipulate (i) enter-
prise software controlling payments and accounting, (i) banks' pay-
ment systems; and (jii) asset title and commercial registers;

¢ the loan contract repays itself (under normal conditions), pe-
riodically drawing upon data from the repayment schedule
and base interest rate data feed to calculate the margin.

2. Streamlined contract management / parties know what
to do at any point of the contract's lifecycle:

o the contract is not (only) a written document, but resembles
a software application with user interface for performance, ad-
ministration and interpretation ("Contract-as-Software");

e alerts parties ahead of milestones or deadlines;

e selective permissions for users to interact (only) with certain
provisions, in line with the organisational structure.

3. Easier interpretation / ask the contract what it means:
o the user can ask a contract to create its lifecycle timeline,
identify all possible scenarios (a scenario tree), create lists
(e.g. "list all conditions precedent”, "show all documents re-
quired at closing"), etc.;

e interconnection with other Ricardian contracts: answers the
question "does this contract conflict with other contracts my
company is party to?";

¢ hovering over a definition instantly reveals its meaning.

4. Simplified compliance / contract interacts with courts
and regulators:

e the contract can be plugged into regulators' systems for reg-
ulatory reporting obligations or to monitor compliance in real time;

e courts can be granted "judicial override" over the contract,
enabling them to reverse transactions or void the contract en-
tirely — "Ricardian judgments";

e interconnection with "Ricardian legislation" — contractual
provisions adapt on the fly if relevant legislation changes.

All the above may in turn result in reduced administration,
compliance, performance, interpretation and enforcement
costs and increased transaction security.

2 Smart contracts vs. Ricardian contracts

For clarity, this article distinguishes between the concepts of
Ricardian and smart contracts and considers the latter a com-
puter code deployed on a blockchain which performs a pre-
determined action upon the satisfaction of predetermined
conditions. How, then, do they differ?

2.1 Is a smart contract smart?

Smart contracts are — at least in technical circles — sometimes
perceived as superior to the old-fashioned paper variety on
the grounds that they are

e immutable: contractual terms cannot be changed once the
contract deploys on a blockchain, meaning a party cannot
falsify the terms to defraud the other; and
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o self-executable: contract performance is automated
(pre-programmed). The contract performs what it was told to
do when it was drafted (e.g. sends funds to an address on a
specified date) without the need for any human action.

Among lawyers, however, these features are bound to raise
eyebrows. Take self-executability (immutability may pose a
lesser problem). A smart contract will only "self-execute" in the
manner that was coded into it at its inception. As such, it can-
not reliably regulate for every conceivable scenario which may
arise in a sophisticated long-term commercial relationship.
"Classic" contracts thus resort to using non-discrete fuzzy
terms such as "best effort" obligation, "good faith determina-
tion" or stipulating that "consent shall not be unreasonably
withheld." These terms may irritate coders but strike a reason-
able balance between predictability of counterparty perfor-
mance and future flexibility. Smart contracts cannot reliably
interpret such nuances and consequently remain limited to a
very narrow set of use cases (e.g. parametric insurance).

2.2 How are Ricardian contracts smarter?

The Ricardian approach has its cake and eats it too. The
drafter can apply just the right degree of automation appropri-
ate for the contractual term in question:

e some (probably few) clauses may be drafted as self-execut-
ing (Maybe considering an "oracle" data feed), unless overridden;
e other clauses will require humans to interpret and act upon
them, but their performance may still be digitised (on-click).

In short, the Ricardian approach realises that contracts can ben-
efit from technology without simultaneously becoming mindless
automatons which follow only pre-coded instructions. Self-exe-
cutability is not a necessary feature of contract automation.

3 Looking ahead

Ricardian contracts, while showing promise, face two key
challenges:

e need for standards and infrastructure; particularly the devel-
opment of a common standard for "controlled legal natural
language" will drive adoption; accordingly, governments and
private actors (banks, payment systems providers) need to
establish infrastructure to realise the full benefits (see use cas-
es above);

e acceptance by courts and legislation: A Ricardian contract is
readable by humans (and thus judges) by design. However,
certain features may require backing by case law and legisla-
tion, e.g. equivalents of the statutory principle of reliance on a
public register in some jurisdictions.

Please visit www.schoenherr.eu/publications/roadmap/ for an expanded version of this arti-
cle with reference materials and sources.



Data Processing Agreements — allocation of liability

between parties

€9

Costin Sandu | Carla Filip

According to the GDPR, anyone who
has suffered material or non-material
damage from an infringement of the
GDPR is entitled to ask for compensa-
tion from the controller or processor.
Controllers are fully liable, while proces-
sors are liable only for damage caused
by their failure to comply with legal ob-
ligations or where they acted outside of
or contrary to the controller's instruc-
tions. Controllers and processors are
jointly liable.

Parties will always be interested in re-
ducing or containing their liability. Con-
trollers will not hesitate to pass on liability
to their counterparties via contractual
provisions, though it remains to be
seen whether contractual liability allo-
cation clauses can be applied. While
Romanian law allows them, generally,
liability for damages caused intentional-
ly or due to gross negligence generally
cannot be waived. A contractual limita-
tion or exclusion of liability towards
data subjects or public authorities
would in any case not be acceptable in
practice.

Rules of allocation

Liability for misdemeanours and for vio-
lations to the law is personal and can-
not be transferred. The same is true for
liability for tort. In this case, controllers
would be deemed liable for the actions
of the persons that they supervise and
control (processors usually fall into this

category). However, this does not
mean that the financial impact of the li-
ability cannot be allocated to the other
party contractually. A processor that
does not follow the controller's instruc-
tions would be responsible for an of-
fence and would take on the entire fi-
nancial burden of the respective liability.
This also applies, in a slightly different
way, in circumstances of liability for tort.
It also should be valid for processors
that do not observe their obligations
under the GDPR. It can further be ar-
gued that a processor that does not
observe its legal obligations (other than
those provided for in the GDPR) should
assume the financial liability for this fail-
ure and the ensuing loss or damages
caused to the controller as contractual
indemnity to the controller. It is worth
investigating if these limits can be
pushed even further. Parties can rely on
their contractual freedom to establish a
more onerous liability regime for one of
them, within the limits set out above on
damages caused intentionally or out of
gross negligence.

Liability clauses in practice

Practice is as yet not very developed.
Liability provisions in data processing
agreements range from general, stand-
ard liability clauses (which must be in-
terpreted for enforcement against the
liability allocation rules in the GDPR) to
clauses expanding on the processor's
liability as described above. We have
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Under the GDPR, every data controller that processes personal data through a data
processor must conclude a GDPR-compliant data processing agreement with the
processor. Parties may seek to negotiate the allocation of liability and shift it to-
wards the other party. When doing this in Romania, we look at the interplay with the
rules of the main forms of liability set out in the law.

also seen cases where the data pro-
cessor caps its liability towards the
controller, meaning the controller will
not be able to recover the entire dam-
age/fine paid as a result of the proces-
sor's actions. Of course, such protec-
tion is not bulletproof. If the breach is
due to gross negligence or intention,
the limitation will not apply.

Some other liability clauses provide that
the processor will reimburse the con-
troller for any third-party claims and for
any official sanctions as a result of the
processor's actions. This may be ex-
tensive and could be rendered inappli-
cable.

Enforcement of liability allocation
provisions

Parties to data processing activities will
be held jointly liable for damages
caused by their processing. Contracts
are enforceable and take effect only be-
tween the signing parties; therefore,
third parties (i.e. data subjects, the data
protection authority) cannot be bound
by liability clauses agreed by the con-
troller and data processor. Controllers
may only request reimbursement of
damages paid from the processor. In
case of litigation, controllers may re-
quest that the processor be a party in
the litigation process and the court may
eventually oblige the processor to pay
damages or fines, relying on the con-
tractual provisions allocating liability.
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The Polish Act on Cybersecurity
—initial remarks

Daria Rutecka

The European Parliament adopted the very first EU-wide legislation on cybersecurity, the Directive on Security of
Network and Information Systems (the "NIS Directive"), in June 2016. Theoretically, all Member States had time to
implement it into national laws by May 2018. However, some countries, including Poland, encountered certain
issues with the implementation, which caused the European Commission to intervene. Then, on 5 July 2018, the
Polish Parliament adopted the Act on National Cybersecurity System (the "Act"), which finally entered into force

on 28 August 2018.

In light of its main objective, i.e. creating a national cybersecu-
rity system, the Act focuses on a clear and precise distribu-
tion of tasks and obligations, as well as ways to prevent and
minimise the effects of attacks and threats infringing cyberse-
curity in Poland. The cybersecurity system consists of nation-
al and local government institutions and the biggest entrepre-
neurs active in key economy sectors. The NIS Directive's
provisions are reflected in the Act, which mentions for exam-
ple (i) the operators of essential services (e.g. the biggest
banks, energy companies, air and railway undertakings,
ship-owners, hospitals, etc.); (i) providers of essential servic-
es (such as online trading platforms); and (i) competent au-
thorities. According to the Act, the computer security incident
response teams will exist in three Polish institutions: the Inter-
nal Security Agency, the Research and Academic Computer
Network (NASK), and the Ministry of National Defence. It is
not clear at this point whether any other, more sectoral, inci-
dent response teams will be created. Keeping in mind the de-
gree to which economic sectors can differ from each other, as
well as the necessity to exchange information between EU
Member States, the creation of such teams is highly anticipated.

The Act provides for a number of important dates related, for
example, to considering a certain entity as an operator of es-
sential services. The competent authorities were under an
obligation to issue relevant decisions granting certain entities
the status of an operator of essential services by 9 November
2018. This date was also the final deadline for applying to the
Ministry of Digital Affairs with a request to enter the identified
operators on the official list. On the other hand, the Ministry of
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Digital Affairs was obliged to inform the European Commis-
sion about the list of essential services, as well as their oper-
ators. This ministry is also responsible for preparing a cybersecurity
strategy for Poland, which should be ready by 31 October 2019.

A good step in the direction of regulating cybersecurity issues
and threats in Poland was the obligation to appoint a national
(government) cybersecurity representative, whose tasks are
aimed at coordination and pursuit of government policy to-
wards the ensuring of cybersecurity in Poland. So far it is dif-
ficult to tell whether such representative will indeed have any
real power, as its main obligations focus on reporting and
commenting on certain security issues. The fines which may
be imposed for cybersecurity infringement are restricted to
particular amounts, the biggest of which is PLN 1 million (ap-
prox. EUR 233,000). This fine may be imposed for infringe-
ments which directly and seriously threaten national security
and defence.

One of the questions experts have already raised is whether
the goals, assumptions and expectations related to the Act
will be fully achieved. The Act provides for a fairly tight budget
for 2019 — 2027, which may lead to difficulties even in allocat-
ing the money into certain projects. The Act is not the only
piece of legislation implementing the NIS Directive. Soon it will
be accompanied by several additional regulations, which
hopefully will help fill in the legal loophole in Polish cybersecu-
rity. Practice will show whether the Act, together with other
legal provisions, will be a successful move in striving to im-
prove the level of cybersecurity protection in Poland.
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11 new technologies

Serap Aydin

Reports of cyberattacks are increasing rapidly. Compa-
nies are falling prey to cyberattacks, data is being com-
promised, and sometimes companies must halt opera-
tions altogether. Just as unpleasant is the issue of
executive liability. Has the managing director acted
carelessly and must he be held accountable?

How do hackers repeatedly penetrate company systems?
Hackers usually select their victims deliberately and launch a

curity measures. Here, the concept of "measures" is vague as well.
The NIS Directive requires certain "operators of essential ser-
vices" to take appropriate IT security measures to minimise
the security risks for network and information systems, and to
manage specific incidents accordingly. These operators are
also obligated to report significant disruptions. As operators
of essential services, the Directive (and the draft NisG) identi-
fies public or private entities in the energy, transport, banking,
financial market infrastructure, healthcare, drinking water

e #Malware #Ransomware #Phishin
data #Cyberattacks on the German b
vernment authorities #kExecutive Boar

of

targeted attack at a specific company. Technical measures can
help, but corresponding processes must be set up in order to
react quickly and correctly to an emergency. The legal frame-
work is somewhat vague, however, and can be summarised as
follows:

1. The General Data Protection Regulation ("GDPR") and the
Data Protection Act ("DSG") stipulate that entrepreneurs must
implement technical and organisational measures to ensure IT
security, such as pseudonymisation and encryption (Art 32
GDPR). Ultimately, however, companies decide what measures
are actually taken. In principle, fines or penalties are directed at
the company (Art 83 GDPR, Section 62 DSG), pursuant to
Section 9 VStG in conjunction with Section 30 DSG, but can
be imposed on the managing director instead of the compa-
ny. It's also worth remembering that the GDPR and the DSG
apply only to personal data processing.

2. On the other hand, the EU Directive on security of network
and information systems ("NIS Directive") also prescribes se-
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supply and digital infrastructure sectors. Also affected by the
Directive are digital service providers (online marketplace, on-
line search engine and cloud computing services).

The Directive also requires Member States to set proportion-
ate and dissuasive penalties for infringements. According to
the draft report, a fine of up to EUR 50,000 can be imposed
for violations of the NisG. Repeat offences can be fined up to
EUR 100,000.

Section 14 of the draft NisG stipulates that the Federal Chan-
cellor must identify operators of essential services with a sub-
sidiary in Austria. It therefore remains to be seen which com-
panies will be affected by the NIS Directive or the NisG.

3. Irrespective of the application of the aforementioned laws,
liability may also arise in the event of a breach of organisation-
al duties, including IT compliance. A managing director of a
GmbH must exercise due managerial care in the performance
of his duties (Section 25 GmbHG). If he violates this obliga-



tion, for example by neglecting to introduce adequate IT com-
pliance, he may be liable for damage. In principle, a liability
claim only arises in the case of unlawful and culpable dam-
age, i.e. the general conditions for damages under civil law
must be fulfilled. Even in the case of slight negligence, dam-
age resulting from successful cyberattacks can result in the
managing director being liable to the company. In principle,
the company must prove that it has suffered damage be-
cause of certain conduct (act or omission) by the managing

new technologies 11

The introduction of corresponding IT compliance, which also
takes the risks of cybersecurity into account, is an absolute
must.

An amendment to the Administrative Penal Code (BGBI |
2018/57) provides some relief. From 1 January 2019, fault is
no longer presumed by law if the administrative offence is
subject to a fine of more than EUR 50,000 (future Section 5
para 1a VStG). This leads to a reversal of the burden of proof.
The authority will have to prove the fault of the company or its

g #Cylberattacks #L.oss / misuse of
undestag #Hackers attack US go-
d memiber sentenced to damages
Juate compliance organisation

director. However, if there is an objective violation of due dili-
gence, fault is presumed to have been caused by it, meaning
that the burden of proof shifts to the managing director. A
comparable standard of due diligence is also provided, for
example, for members of the executive board of a limited
company (Section 84 AktG).

Since even the most modern security measures do not offer
absolute security against cyberattacks and the technical im-
plementation of the legal requirements is at the discretion of
the individual company, giving rise to a liability risk, the intro-
duction of an appropriate IT compliance system also includes:
(i) technical standards, such as ISO standards, to guide the
adequacy of technical and procedural measures;

(ii) cyber-insurance, for example covering claims for
damages due to a breach of data protection or confiden-
tiality or claims for damages due to inadequate network
security, limiting the economic impact of a claim; and iii)
contractual transfer of risks to counterparties (outsourcing
providers).

manager(s). Furthermore, in accordance with Section 371c
GewO, the principle of "consulting instead of punishment" is
included in the VStG (future Section 33a VStG). The authority
will have to call for the establishment of the lawful condition if
(i) the fault, (ii) the significance of the legal interest protected
under criminal law, and (jii) the intensity of the impairment of
the legal interest protected by the offence are low in each
case. Initial experience in connection with Section 371c
GewO, which came into force in July 2017, can be gained by
the Tyrol Regional Administrative Court (LVwG Tirol, 23 Au-
gust 2018, LVwG-2018/15/0903-6).
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Q: Tell us a bit about who you are and
what Calle Libre is.

A: My name is Jakob Kattner, | am an
independent curator, musician, and the
creative mastermind behind the Street
Art Festival "Calle Libre" in Vienna (www.
callelibre.at).

How would you define street art, and
when did it become popular in Vienna?
It is quite difficult to define street art as't
here is a very thin line to its related art
forms — graffiti and urban art. | think you
could say it is a (sometimes illegal) form
of appropriation within the public space,
using it for art production in any form. It
doesn’t have to be letter-based but could
also be portraits, figurative depictions, pos-
ters, 3D objects, installations, adbusting.

Please give us some insight into
Zésar Bahamonte's piece featured
in this year's roadmap.

You can easily recognise the work of
Zésar. His expressive colours and the
depiction of his unique characters make
him an outstanding representative of
the Spanish street art scene. Not only
does he design imagery for T-Shirt col-
lections and limited screen-print edi-
tions, but also works on exhibitions.
Oscillating between Uruguay and Spain,
he often travels to participate in festi-
vals. On his wall at Ludwig Hirsch Park,
he has painted an homage to Gustav
Klimt and Egon Schiele depicting two
figures simulating Schiele himself with
one of Klimt's muses.

What can you tell us about the de-
velopment of street art in CEE?

| haven't been in the CEE countries that
much yet, but | know that they have a
very big and strong scene. It is of course
massively influenced by the socialist re-
gime and sometimes references old so-
cialist realism.

Right now, we are planning a project in
Kiev and | think there is a lot of potential
for commenting on socially relevant sit-
uations through art, like the current cri-
sis in the Ukraine.
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What are the rules in place between
street artists as far as where and
when they can paint?

There are some unwritten rules that all
street artists know, but this doesn’t
mean they all follow the rules. Normally
you are not allowed to paint over
someone's painting. Except in the in-
stance where a person paints over your
art work, then you are basically allowed
to repaint over the art covering your ini-
tial work, and you are also allowed to
paint over other paintings by this same
person. If you want to paint over an ol-
der piece, you always have to ask the
artist, or be a better artist than he is.

Do street artists usually release their
work to the public domain, or do they
enforce their copyright when the
work is used by others (e.g. as a
background for promotion photos)?
There are many Street Artists nowadays
who release their artworks through soci-
al media or digital platforms. Often the
artworks have a short longevity therefore
through digital outlets they can be con-
served and documented for the future.

| know of a case where a famous inter-
national fashion company used a graffiti
backdrop for one of their advertise-
ments and were sued by the painter
and were ordered to pay him damages.
Street Art is often used for promotional
use by companies, sometimes even rip-
ping off existing designs from streets. |
guess sometimes artists dont even
know about it.

Murals have broadened the public's
access to art. What does Calle Libre
have in store for us this year?

In 2019 we will have the involvement of
artists from CEE, of course there will be
many Live Paintings throughout the city,
workshops, film screenings and a Guid-
ed Street Art Tour. For the first time we
will present a book showing the best
Street Art walls from the last five years.

Thank you for the interview.

Normally you are not
allowed to paint over
someone's painting.
Exceptin the in-
stance where a per-
sonN paints over your
art work, then you
are basically allowed
to repaint over the art
covering your initial
work, and you are
also allowed to paint
over other paintings
by this same person.

Jakob Kattner about Street Art unwritten rules

Opposite page:

Jakob Kattner and
Guido Kucsko face to
face at the Amon Stiege
in Vienna by Romanian
artist "Lost.Optics".
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Artist: SADDOQ (saddo.ro)
Photographer: Jolly Schwarz | Calle Libre (Www.callelibre.at)
cover and pages 243, 28, 32, 33, 34, 36

Artist: Zésar Bahamonte (; bah te.blogspot.com)
Photographer: Jolly Schwarz | Calle Libre (wWww.callelibre.at)

MPR NT pages 4,5,6,7, 8,9, 70, 77, 78, 80, 81

l ‘ ) Artist: Lost.Qptics (lostoptics.ro)

Photographer: Jolly Schwarz | Calle Libre (Www.callelibre.at)
pages 10, 11 12

Schénherr Rechtsanwilte GmbH

Artist: Sozy-One (Www.so6zyone.com)
Photographer: Eric Danhier

Schottenting 19
A-1010 Wien, Osterreich

Tel (+33) 1 532 37 -0 i
Fax (+43) 1 534 37 - 66100
office.austria@schoenherr.eu Artist: ETAM (Www.etamcru.com)

www.schoenherr.eu Photographer: Simeon Noev

page 98
FN 266331 p, Handelsgericht Wien
UID: ATU 61980967 Artist: Etien (www.etien.fr)
DVR: 0157139 it

Artist: Chemis (Www.chemisland.com)
Photographer: Chemis
page 99

Artist: Cekas (Lukasz Berger, cekasone.blogspot.com)
Photographer: Andras Farkas & Szines Varos | Colorful City
(www.szinesvaros.hu)

pages 44, 45, 46, 53,55

Artist: Carlos BreakOne (Mesterhazy Karoly)
Photographer: Andras Farkas & Szines Varos | Colorful City
(www.szinesvaros.hu)

pages 56, 57, 58

Artist: Dmitrii Potapov

Photographer: Andrian Guzun

page 119
Published and produced in Vienna, Austria Artist: Aqualoopa (igor Cholda, aqualoopa.com)
Management: Birgit Telsnig Photographer: Tomek Kowalski (tomekkowalski.com)
Concept & Art Direction: Alfredo Suchomel pages 92, 97
Coordinator Editor -in - Chief: Liesel Beukes
Proc_;freader: Al?dl"e Swoboda Artist: Qbie Platon (obieplaton.com)
Assistants: Carina Knowles and Photographer: Qbie Platon
Nikolaus Sattler pages 86, 88, 91
Local art coordinators:
Daniela Badoi Artist: TKY (globalstreetart.com/tkv)
Tereza Becanova Photographer: Nemanja Maras

Aleksandra Bielinska page 66
Qtilia Cabuk

Hristo Deliolanov Artist: Jakub Markech (www.jakubmarkech.com)

MajavDin?itrijevic Photographer: dakub Markech
Natasa Fink pages 16, 17
Qana Guiu

Andrian Guzun
M d_l" ?ThGu A Hi Artist: Miron Mili¢ (www.behance.net/Bezum)
arne eres rier Photographer: Urska Boljkovac

Viadimir lurkovski pages 100, 106, 107, 108, 109
Klaudia Mazsarova

Marina Merklin
Artist: DEH (www.eldeih.com)

Lilla Tuza e [ = Photographer: Ulas Qlkun
Alexandra Yoshida Cvetinovic¢ pages 82, 82

Print & Production: Druckerei dentzsch, Vienna




interview with lvaylo Gospodinov
tHustration by ASU*
page 30

interview with Philipp Leibfried
Photographer Nemanja Redenkovic
pages 50, 51, 52

interview with Andras Jékuti
Photographer Gabor Lakos pages 76, 77, 78

interview with

Univ.-Prof.Dr. Nikolaus Forgé
Photographer Rainer Schoditsch
pages 93, 93, 95, 96, 97

interview with Jakob Kattner
Photographer Johannes Kerschbaummayr
(www.johanneskerschbaummayr.com)
pages 2, 3, 120, 121, 122, 123, 126, 127

Schonherr Rechtsanwiilte GmbH,
Vienna 2018
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protected by copyright and desig-  J
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ted. Al rights, especially the rights of
use, duplication, distribution and
translation are reserved. ;
The information in this publication is
provided for general information :
purpeses only and is not intended to
serve as a source of legal i or
of any other form of advice for any
purpose. No recipient of this ~ *
publication should act or refrain
from acting on the basis of informa-
tion provided in this publication
without seeking legal advice from
counsel in the relevant jurisdiction,
We thoroughly check all published
information for accuracy and
undertake best efforts to maintain
its accuracy. Schoenherr never-
theless does not accept any i
responsibility and expressly 5 ]
disclaims liability with respectto
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