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Highlights:

v" The usual characteristics of the joint venture corporation (small number of
shareholders; substantial shareholder participation in its management; no
ready market for its corporate shares; restricted admission of new venturers)

entail a higher risk of shareholder deadlock and dispute.

v War stories show that those risk factors can and sometimes do align in a way
that jeopardizes the joint venture.

v" Those very same war stories demonstrate the disastrous consequences of
an uncontained shareholder deadlock: venturers engaged in protracted,
costly litigation with little chances of a quick outcome while the joint venture

languishes and business opportunities are lost.

v The shareholder agreement is the means to remove or reduce the legal risks
inherent to a joint venture and to set out containment procedures for those
risks that are unavoidable.

Two Joint Venture War Stories

War Story # 1 — “R” is a private company manufaetwf metal structures with
annual revenues of approximately U$65 with U$25M in cash against
U$15M of net worth. Four shareholders split in two mgtblocs own all of the
company’s stock.

Three years ago the shareholders of “R” were nt# ttbreach an agreement
with respect to the election of two company offecey tradition appointed by
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one of the voting blocs. The deadlock escalateitheéopoint where no further
meetings of shareholders took place simply becahaesholders did not agree
on the appointment of the chairperson and secrefahe meeting.

Earlier this year the eighth lawsuit between tharsholders was filed. The
most recent action seeks the auction sale of “R”.

In the meantime the company is run by the two remgiofficers (associated to
one of the voting blocs), pays only the statutorgimum dividend payout ratio
and is prevented from effecting any new investmémtgace the elevated cash).

War Story # 2 — Mr. G and his son own a real esti@eéelopment business
focused on apartment building for middle and lomgdaldle class families. Two
years ago that specific market segment startedaedit boom in Brazil. They
were then contacted by an American venture cafutal interested in investing
in Brazil's real estate market. The fund managdrhad no experience in the
local market nor in real estate development fordi@cnd lower middle class.

They agreed to an initial capitalization round sad the building of two large
condominiums. Cash flow problems led to additioainds and Mr. G became
a minority shareholder of the company he foundedh wio shareholder
agreement to lever his voting interest vis-a-vesc.

Continued financial problems prompted mutual recration. Mr. G held VC
responsible for late disbursement of the capitabmamoneys. The VC blamed
Mr. G and his son for the incompetent managemetiteo€ompany.

The feud between the partners climaxed when the &dng as the new
controlling member of the company (a LLC), votedréomnove Mr. G and his
son as company officers and appointed a singleesffo manage the company.

Mr. G and son sued for a declaratory judgmentttieit removal was illegal on
the grounds that they should have been given pobtice of the proposed action
and an opportunity to object. A trial court in Rie Janeiro granted an
injunction and Mr. G and son have temporarily segdias company officers.

In the meantime the company remains paralyzed,edastiapped, with empty
apartments ready for sale while a sizable banki®an the verge of maturity.

These war stories have opposite background scenasio one - “R” — is a
successful business while the other evolved intofi@asco. Both situations
though share a common malformation: lack of a shaholder agreement to
enable faster resolution of disputes and deadlocksetween the venturers.
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Shareholder agreements: governing shareholder futions in a joint
venture corporation.

Presently most joint ventures are formed as clelselgl corporations, i.e., a
stock corporation or limited liability company, ¢gr or small, controlled by two
or more shareholders (“joint venture corporatiddV/C”).

A joint venture corporation is characterized by i@ gmall number of

shareholders, (ii) substantial shareholder padieym in its management,
direction and operation, (iii) no ready market itsr corporate shares, and (iv)
restricted admission of new venturers.

The first two features point to the venturers eisemg the control and
management functions of the JVC in the context daae-to-face situation.
While the venturers desire to carry on a businessbming or adding their
competences and/or financial muscle, they haveet dith their different
interests, opinions, styles of communication ande/aystems.

Features (iii) and (iv) indicate a narrow exit wanould the (ad)venture go sour.

As the above war stories show these four risk faate can and sometimes do
align in a way that jeopardizes the joint venture As in many other fields of
human activity, here, risk prevention and mitigatiare more efficient that
conflict remediation.

The shareholder agreement is a tool widely used teliminate, avoid or
reduce the legal risks inherent to a joint ventureand to set out containment
procedures for those risks that are unavoidable

The principle behind a shareholder agreement is ttiea shareholders of a

corporation or members of a limited liability conmyamay agree in advance to
exercise their voting rights in certain ways. Buxls a shareholder agreement,
the shareholders agree to cast their votes in taigeway for various matters

such as the election of directors and company @fiand specific corporate
affairs. As discussed later, besides binding theigs with respect to the

exercise of their voting rights, the shareholdeeaments usually include buy-
out arrangements in connection with share trandstrictions and deadlock

situations.

What are the functions of a shareholder agreement?

- Establish the parties’ contributions to the JVC

For the most part joint ventures are formed in ptdecombine the many times
different resources or competences of the ventusersh as: product/service
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technology x knowledge of a territory; productisee technology x funding;
civil engineering x supply of plant and equipment.

It is therefore essential to determine each pampecific contribution to the
joint venture including the corresponding time shie and to the extent
applicable any conditions, ceilings, disclaimerd Amitations that qualify such
contribution.

The shareholder agreement is the instrument by whit the venturers
covenant to perform their contributions to the JVC including applicable
timetable, conditions and qualifications.

- Establish JVC policy and course of business

Besides determining their individual contributiotse venturers need to
establish the guidelines that will steer the mansge of the joint venture
corporation as well as the development of the lassin

The shareholder agreement is the appropriate instrment to set out at the
outset basic JVC policiessuch as: (i) its business object, i.e., the pctgju
services, market and/or territories aimed or exatlyd (ii) the basic financial
reports to be furnished by the JVC management & wuénturers; (iii)
maximization of profit§ (iv) noncompetition and exclusivity by and beéme
JVC and the venturers; (v) right to control arghtiof entry by venturers; (vi)
JVC intellectual property; (vii) insurance; (Yiaccounting and auditing.

- Election of directors and officers of the JVC

Another critical topic is the establishment of glides for the appointment,
dismissal and replacement of the JVC officers aviie( applicable) directors.
Experience shows that ideally each member showld tiee right to appoint and
replace a specific officer(s) or director(s).

- Provisions against shareholder deadlock

War story #1 is an illustrative example of the disaus consequences of an
uncontained shareholder deadlock: venturers engagerotracted, costly
litigation with little chances of a quick outcomehie the joint venture
languishes and business opportunities are lost.

Whereas the risk of a deadlock is quite palpablea iifty-fifty — or closely
similar — joint venture it also exists in less qucsous arrangements. For

2E.g.: “The JVC may not hold the portion of nesltahat exceeds 25% of the JVC's total assets &erthan
three consecutive quarters.”
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example, if the joint venture is incorporated anated liability company,

statutory voting and consent requirements demand the vaseanty five per
cent of the capital to amend the operating agreeoremo-thirds of the capital
to elect a company officer.

Shareholder deadlock can be dealt in a shareholdexgreement through a
buy-out arrangement  Typically, buy-out mechanisms follow the “dieid
and choose” (a.k.a. “I cut, you choose”) envy-falecation protocol:

Either Party (the "Offeror") may offer, by sending written notice (the “Buy/Sell
Offer Notice”) to the other Party (the "Offereety purchase all, but not less than
all, of the Offeree’s membership uniis the Companwat a cash price per unit set
forth in the Buy/Sell Offer Notice(the "Proposed Value"), while undertaking, in
the Buy/Sell Offer Notice, to sell all, but notdethan all, of the Offeror’s
membership units to Offeree for the Proposed Valwash.

The Offeree shall have a periodf sixty (60) days from the date of receipt of the
Buy/Sell Offer Noticéo (i) accept to selall, but not less than all, of the Offeree’s
membership units in the Compdiay the Proposed Valueor to (ii) purchaseall,
but not less than all, of the Offeror's membershipts in the Companfor the
Proposed Valuge by sending the Offeror a written notice of sudbceon (the
"Offeree’s Notice").

If, within the period set forth in the above subseEm, the Offeree (i) fails to send
the Offeree’s Notice to the Offeroor (i) delivers the Offeree’s Notice to the
Offeror stating Offeree’s acceptance to sell itsmhership units in the Company,
Offeree shall be obliged to sell allput not less than all, of the Offeree’s
membership unitfor the Proposed Valu¢o the Offeror, and the Offeror shall be
obliged to purchase said units from the Offereetlier Proposed Value.

Here, one of the venturers can be bought out, fhnaserving the JVC as a
going concern and assuring a fair price to tharexkenturer.

- Share transfer restriction

Share transfer restrictions are intrinsic to atj@@nture. As noted, venturers
get together in light of certain specific competsand affinities. Therefore it
Is fitting that the transfer of JVC shares to aigss be restricted.

Typically, such transfer restrictions are set outieans of one or more option
provisions. The cross-option provision requirest the shareholder must offer
the shares to the other venturer(s) before tramsfethem to an outsider.

Call or put options provide for a binding buy-saljreement between the
venturers, exercisable upon a specified event.

3 Brazilian Civil Code.
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The above options are sometimes complemented agtlalong and drag along
rights. The tag along rightims to protect a minority venturer against a new
unfamiliar controlling shareholder. The drag alaight on the other hand
aims to make easier the sale of the controllingredt in a JVC to an outsider.

When is it recommendable to use a shareholder agneent?

Whenever you enter into a fifty-fifty or closely ndlar joint venture
arrangement. Specifically in Brazil if the JVC irecorporated as a limited
liability company (see the second paragraph inVRrons against Shareholder
Deadlock” above).

Shareholder agreement may also be advisable irCawhére there is an even-
numbered board, veto provisions or a greater-tlteamal quorum/voting
requirements.

Validity and Enforcement of a Shareholder Agreement

In Brazil the Business Corporation LALSA”) expressly permits shareholder
agreements dealing with the exercise of sharehaldéng and option rights
and the control of the corporation. The statuteriples that the chairperson of
the meeting of shareholders shall not compute artg gasted in violation of
the provisions of a shareholder agreement.

There are no statutory provisions dealing with arsholder agreement in a
limited liability company. Therefore in order tovsure that a shareholder
agreement between the members of a LLC is enfoleeadd valid the LLC's
articles of organization must incorporate the ppmns of the LSA by
referencé

Various judgments by (among others) the Supremet@duhe State of Rio de
Janeir8 and the Federal High Court of Appéasve affirmed the validity and
binding authority of shareholder agreements.

Arbitration

* If the majority shareholder sells his or her staikeen the minority shareholder has the right tm jihe

transaction and sell his or her minority stakehim tompany.

® A right that enables a majority shareholder t@éoa minority shareholder to join in the sale ebapany. The
majority owner doing the dragging must give the onity shareholder the same price, terms, and comditas
any other seller.

® Lei das Sociedades por Acéesi n° 6404/76).

" Such incorporation is restricted to those maifgush as the shareholder agreement) not covereadglby the
company law provisions in the Civil Code.

8 Tribunal de Justica do Estado do Rio de Janeirc RT).

® Superior Tribunal de Justica (STJ)
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Without prejudice to the fact that in Brazil shavkeler agreements are
enforceable in a court of law, in most cases iteisommendable to insert a
provision for arbitration of future controversiesn@ng the shareholders.
Reasons for this are: (i) faster resolution procedcourt actions on the other
hand are usually long-drawn-out proceedings)tli®) possibility of submitting

the disagreement to an arbitration court specidlirecompany law disputes
(there are various arbitration institutions in Braath company law specialist

arbitrators).

Rio de Janeiro, September 9, 2009.

Doubts, clarification or just more information?
Contact: jamesb@ejupes.adv.br

IMPORTANT: this article is for informational purposes onlyPersons
receiving the information on this article shouldt rect without seeking
professional legal counsel.
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