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Focus

« The Spring of Start-ups: Solving
Funding Issues of Founders with
Closed Company Limited by Shares

Sean Liu

The primary issue facing the founders of a
start-up is funding. Relevant issues include
the manners of capital contribution by the
founders, the types and number of shares that
may be acquired, and share transfer
restrictions. Under current venture capital
practices, venture capitalists mostly
recognize the value of the founders per se
and could reach capital contribution
arrangements with founders under such
rationale.

To give an example, the founders set up a
company by contributing US$10,000 in cash
(or services or technologies) and obtain eight
million common shares. Under the
premises that the founders agree that their
equity is subject to four-year restriction, a
venture capitalist acquires 20% of the shares
for an investment of US$2 million (for
example, two million preferred shares
convertible into common shares at a ratio of
1:1). This is tantamount to recognizing that
the shares held by the founders are worth
US$8 million, even though the founders only
contribute US$10,000 in reality. The
US$7.99 million gap will not show in the
financial statement of the start-up.

However, this is the "value of the
professional team.” At least, from the
perspective of the venture capitalist, the
founders carry such value.

Drawbacks of establishing start-ups
overseas

In the past due to restrictions under laws and
regulations in Taiwan, it was difficult to
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achieve the above-mentioned case properly
by recognizing the professional value of
founders. As a result, start-ups and venture
capitalists usually set up in other countries
which have more flexible laws and
regulations (such as Cayman Islands, BVI,
Singapore, etc.) controlling companies,
which then set up subsidiaries or branch
offices in Taiwan to actually carry out the
business of the companies.

Frankly speaking, the above-mentioned
investment practices have lasted for many
years and have been followed by domestic
and overseas venture capitalists and start-up
founders. However, such a structure has
very obvious drawbacks. To begin with, if
a start-up is set up overseas, all corporate law
issues (including but not limited to all rounds
of fundraising, mergers and acquisitions, and
corporate internal procedures) have to be
governed by local overseas laws. Most
start-ups cannot resolve relevant issues
through their internal staff.

In addition, legal consultation fees paid by
overseas companies are far higher than those
charged in Taiwan. If all legal issues have
to be resolved by consulting local overseas
lawyers, the cumulative legal consultation
fees over a long time would be staggering.
This is unfavorable to start-ups whose capital
should be spent wisely.

Finally, in case of any legal dispute between
a start-up and its shareholders or between its
shareholders, it is very likely that lawyers
will have to be engaged overseas for
litigation. Not only communication is
inconvenient but also the cost is very high.
The parties may dare not engage in any legal
battle due to potentially prohibitive litigation
costs. As aresult, dispute resolution
mechanisms lose their functions in reality.

In worst cases, the operation of start-ups may
be ground into a halt.

Therefore, if Taiwan's corporate law regime



M

P BSE GTAT SR A
_ 5 = ¢

&
B44
I

o bk @%@ﬁ_ﬂpw,‘,%ﬁzﬁ !
il R DR T
ek T ok k RS
RN A L R
LIRS A A i o

& =
i

R =R R i QPR

o5 T T

N0
Al
b

puid
N

W Mo 23 lE0 R da
(W =

e
a

o+
he

B

'S
N

v — BV Ry e g E 4’%%]4
R o Blde o ATA B IR 41?%
B~ g oRd i =% 0.125
9E 5T 5 ) S T
BFw - gk > &% 100
lﬁ"lé-p/’a\" o fE drpt — %
W R g A IETE S A AR
?‘“‘ﬁw’%wﬂﬂéﬁ%\ﬁﬁ
(5 AFP DL FEEL - T2 F
FEHE R EET FER L o PR

e H M:@X;ﬁ” o
e
g; *’r“s_; nwf

3 pat|

“)J

\\

BRI Bt )5 st b A2 W e LR i 1L

HARE S A e P, £ 8 i
HEFRFT AL AR 2R REF
(Gl4eid ~ PP ) P g B0 g%
HE A9 Sy ,,\?KW%VJ’F" rﬂ
2R TE R TR R Ay X2
ﬁ*/i“—’ E

>‘

K

X
2 i
i
«
L L in

A

R = I

-

T+
v
g

ch:; _‘14-\\'
i L - R

s Y- e s e
e \:“R' =

It
=
™

kg

JRA
v

A

al .
> T O

X
LR T
|
YR ) =h

S
4%2\3}?‘@.\‘/00\?%

1B

£ -

A

1= %
S NI B e R
o
)u

4»3«‘% FRI PR
\‘\ %‘a 4~ "L.{.\}\.

vwfi

. 3
A

,v.

J?ﬁ]]‘},\]k? ll’]‘}ﬁl

]
r.L

N
-

RN A R Gl s I 2

ca e R

.
i

/Fﬁ “/mbl‘* o
T 45 TH M TN o
o - . ow e o

L
P2
b
%
ﬁﬁ

© Lee, Tsai & Partners Attorneys-at-Law

has allowed relevant investment
arrangements, both start-up founders and
investors should seriously consider setting
up start-ups in Taiwan to reduce relevant
legal risks and costs.  Currently, the
dedicated chapter for closed companies
limited by shares has been added to the
Company Law of Taiwan (Articles 356-1
through 356-14 of the Company Law) and
has become effective on September 4, 2015.
The purpose of the amendments is to lift all
kinds of unnecessary restrictions on the
establishment of start-ups under the old law.
Due to length limitation, this essay only
briefly explores issues relating to capital
contribution.

Closed companies limited by shares
allowed to issue no par value shares to
allow start-up founders to obtain massive
equity with a small capital

For a long time, the lowest par value of a
stock issued by a non publicly offered
company in Taiwan is NT$1. In addition,
since the share subscription price should not
be lower than the par value, start-up founders
cannot subscribe to a large number of shares
for low prices.

Take the above-mentioned plan structure, for
example. The start-up founders have to
contribute at least NT$8 million in order to
acquire eight million common shares so that
they can meet the requirement that the lowest
par value should be NT$1 and the shares
cannot be subscribed for a price below their
par value. Obviously, such arrangements
are not feasible. In addition, the share
subscription prices for employees should not
be lower than the par value, either. When
the prices cannot be reduced, the incentives
and encouragements in the form of employee
stock option plan are not as effective, and the
room for a start-up to plan employee reward
arrangements is obviously limited,
undermining the recruitment of excellent
talents.
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However, one possible way around this
hurdle is to reduce the total outstanding
shares of a start-up. For example, the
founders of a start-up contribute US$10,000
and only acquire 80,000 common shares for
US$0.125 per share (equivalent to around
NT$3.75), while a venture capitalist invests
US$2 million and acquires 20,000 preferred
shares for US$100 per share, holding merely
20% shares. However, the circulation of
the company's shares will be greatly reduced.
If the company is going to be listed at
Taiwan Stock Exchange or the Taipei
Exchange in the future, the shares will have
to be split (Note: currently in Taiwan, one of
the requirements for a company to be traded
at the Taipei Exchange is that the company
has issued over five million common shares,
not to mention that the requirements for
listing at Taiwan Stock Exchange are even
more stringent).  In addition, the intangible
psychological impact of an excessively small
number of shares on investors, particularly
angel investors (e.g., friends and relatives),
who may not necessary excel at investmentn
and may think that the price of US$100 per
share is too high because it is more
expensive than the most expensive stock at
Taiwan Stock Exchange. Given the above,
reducing the total outstanding shares is not
an appropriate solution in practice.

Fortunately, the dedicated chapter for closed
companies limited by shares has been
adopted. In particular, Article 356-6,
Paragraph 1 allows a closed company limited
by shares to issue non par value shares to
resolve the above-mentioned issues that the
lowest par value is NT$ 1 and that shares
may not be subscribed for a price below the
par value. In the future, the founders of a
start-up may set up a closed company limited
by shares so that when non par value shares
are issued, the founders can acquire a
massive number of shares with the consent
of all shareholders. In addition, when a
stock option right is provided to employees,
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it is not necessary to consider the par value
and can set an appropriate exercise price
directly.

No appraisal required for contributing
capital with technology to closed
companies limited by shares

Before the dedicated chapter for closed
companies limited shares is adopted, capital
contribution was subject to the
above-mentioned difficulties, and if the
founders of a start-up intended to use
technology (i.e., intellectual property rights)
as capital stock, there were still several
hurdles under the old law.

First, for technology invested as capital
stock, it is necessary to find a professional
agency to issue an appraisal report, which is
not a small expenditure for start-up founders.
For certain rare professional technology, it is
even impossible to find an appraisal agency.
In addition, if there is no actual example
comparable to the technology, the appraised
value may be tremendously different from
the expectation of the founders and venture
capitalist in the absence of referential
financial data, thus affecting capital structure
arrangements.

To make matters worse, before the Statute
for the Development of Small and
Medium-sized Enterprises was amended in
2014, the face value of the shares obtained
by investors offering technologies as capital
stock should be included in their personal
income for that year to assess personal
income taxes (such income may be deferred
if specific conditions are satisfied) after the
actual cost or the cost estimated at 30% of
such face value is deducted. In the above
case, for example, when the founders obtain
eight million common shares by providing
technology as capital stock with a par value
of NT$1, if the cost is estimated at 30%, the
personal income of the founders will be
NT$5.6 million, and their income taxes will
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be assessed accordingly. At this stage,
however, the start-up still requires a lot of
proper measures to be taken, and the
founders usually only receive meager
salaries or no salary at all. It is obviously
unreasonable that they have to pay high
income taxes immediately. Therefore,
technology provided as capital stock is quite
rare in practice.

Nevertheless, the amendment to Article 35-1
of the Statute for the Development of Small
and Medium-sized Enterprises was adopted,
and it has been stipulated that "if an
individual assigned his own intellectual
property rights to a company which is not
listed on Taiwan Stock Exchange or Taipeli
Exchange or is not an emerging stock, the
newly issued shares obtained by such
individual will be excluded from his
consolidated income for taxation for that
year." Therefore, founders who provide
technology as capital stock no longer need to
worry about paying income taxes upon
capital contribution but rather are obligated
to pay taxes only after they sell their shares
after the company's market price grows in
the future.

In addition, Article 356-3 of the newly
adopted dedicated chapter for closed
companies limited by shares greatly relaxes
the permitted types of capital contribution.
In addition to cash contribution, if a start-up
seeks to set up a closed company, the
property, technology, services or credit
needed by the company may be used in lieu
of cash contribution with the consent of all
shareholders and with the types of
contribution, offset amounts and the number
of shares provided by the company clearly
stipulated in its articles of incorporation.

More importantly, it is clearly indicated in
the legislative explanation that "when a
certified public accountant certifies a
company's registered capital, the company is
not required to provide an appraisal report
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for the non-cash contribution.” Therefore,
if the founders of a start-up contribute
technology or anything other than cash as
capital stock, the amount of capital
contribution can be determined with the
consent of all shareholders, and the founders
can avoid the troubling issue of appraisal
and, instead, can focus on the fair
representation of the paid-in-capital and
company assets, which is what really matters
to investors.

Share transfer restrictions via articles of
incorporation by closed companies limited
by shares to ensure aligned interest
between founders and investors

In addition to par value of shares and types
of capital contribution, major reforms on
capital contribution to a closed company
limited by shares also include the permission
to restrict share transfer in the company's
articles of incorporation.

A start-up is like a small boat setting sail
under a stormy weather to explore treasury at
the bottom of the ocean. The founders are
the crew in charge of the operation of the
ship and treasure hunt and contribute their
expertise and efforts. They should
collaborate with each other closely in order
to succeed. In comparison, investors invest
heavily in the company with the
understanding that the risks are high because
they may get nothing in return and with the
expectation that the founders will bring an
investment return several times or tens of
times of investors' original investment. If
shortly after the sailing starts the founders
quit for personal matters (or even worse,
jumping ship to another treasury hunting
boat), the investors will be dumbfounded
because all treasury hunting equipment of
the ship purchased using the capital of the
investor will be wasted. Or if a certain
founder has left halfway through, it will be
obviously very unfair if the member of the
founding team who has left can still share the
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results by the originally agreed-upon
percentage after the treasury is found at the
end of the painstaking journey.

To resolve such issues and to align the
interest of the founders and the investors, the
number of common shares that may be
obtained by the founders is subject to certain
restriction in practice, i.e., "no transfer to a
third party within a certain period,” "sale of
shares back to the company for a low price
based on the agreed-upon percentage or
quantity when a founder leaves within a
certain period," etc. In addition,
non-competition clauses may be stipulated to
restrict the founders from engaging in
competitive business when they work for the
start-up company or during a certain period
after they leave the company to ensure that
after investors make their investment, the
founders can focus on growing the company
as originally planned. In addition, if some
founders truly have to leave first, the
ultimate results will be shared at a fairer
percentage.

Before the dedicated chapter for closed
companies limited by shares was adopted,
the Company Law stipulated that the articles
of incorporation of a company limited by
shares shall not prohibit or restrict the
transfer of the company's shares.  Although
the transfer could still be restricted by way of
contract between shareholders, still such
contract only existed between specific
contracting shareholders.  Once shares were
transferred to a third party, who is not a party
to such contract, although the transferring
shareholder was liable for breach of contract,
still the third party receiving the transfer was
basically free from the restriction of the
contract. To wit, the restrictive effect is
weaker as compared with articles of
incorporation and is more prone to disputes.
Arrangements for such share transfer
restriction under the structure of a company
limited by shares entail higher legal risks.
This is another reason why investors hesitate
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to invest start-ups by Taiwan.

After the dedicated chapter for closed
companies limited by shares is passed,
Avrticle 356-5 of the Company Law
specifically stipulates that a closed company
limited by shares may restrict the transfer of
the company's shares in its articles of
incorporation  If a shareholder transfers
shares in violation of the restriction under
the articles of incorporation, such transfer
shall not be effective to the company. In
addition, basically the Republic of China
allows companies to retrieve their shares
without compensation (or with compensation
only under statutory circumstances).
Therefore, other equity restriction can also
be effectively structured (for example,
"assignment of shares to the company
without compensation by the agreed-upon
percentage or quantity in case of departure
from the company within a certain time
period") to align the interest of the founders
and the investors and create win-win
situations.

Establishment of Taiwanese start-ups in
Taiwan

Basically a start-up should set up a company
locally because of geographic and
interpersonal proximity. Linguistic and
institutional barriers both cause tangible and
intangible costs to business operation. Take
start-ups in Silicon Valley, for example. It
IS very rare to see an example where a
company is intentionally set up in a foreign
country. According to the survey of the
Global Entrepreneurship Monitor cited by
the Commonwealth Magazine, the
percentage of entrepreneurs to the workers in
Taiwan ranks the second in the world, next to
the US only. However, there are very few
examples where start-ups are set up directly
in Taiwan. This is an unnatural
development caused by Taiwan's rigid
system and is by no means a norm.



© Lee, Tsai & Partners Attorneys-at-Law

The newly adopted dedicated chapter for
closed companies limited by shares is
formulated to resolve the above-mentioned
issues. The legislative reasons also suggest
that the purpose is to encourage the
development of start-ups. Based on the
above explanation in this essay, the dedicated
chapter for closed companies limited by
shares has indeed resolved many institutional
issues facing start-ups in the past.

Although there may be a period of painful
adjustment after the effective date of the
dedicated chapter for closed companies
limited by shares due to the interpretation of
detailed laws and regulations, still setting up
start-ups in Taiwan is an irreversible
megatrend. We believe that all start-up
founders and venture capitalists are advised
to pay close attention to the implementation
progress of closed companies limited by
shares, because the time for establishing
start-ups in the form of closed companies
limited by shares will arrive very soon.



