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- Law

Special features for using the “Drag-along” and
“Tag-along” contractual structures according to
the Kazakhstani Legislation

Tatyana Khavratova, Roza Alpysbay,
R&dI & Partner Almaty

The increased integration level of the Republic of
Kazakhstan at the world market has largely led to
development of the relations between Kazakh-
stan and foreign companies, and consequently to
the increased number of the cross-border trans-
actions using the foreign contractual structures.
This article we cover the “Drag-along” and “Tag-
along” contractual structures as widely used in
English law, and turn the attention on permissi-
bility for their using according to the Legislation
of the Republic of Kazakhstan.

DEFINITION

“Drag-along” contractual structure enables a com-
pany majority shareholder (partner) to force the re-
maining minority shareholders (partners) to accept
and join the offer from the third party for acquiring
the whole company or its major part. The majority
shareholder who is literally “dragging along” (Eng-
lish - “Drag”) other shareholders must give the mi-
nority shareholders the same price, terms, and
conditions of the transaction, as those offered to
the majority shareholder. Purpose of this contrac-
tual structure is to simplify the process of with-
draw of the majority shareholder from the com-
pany. In many cases, the buyers are willing to ac-
quire 100% (percent) of the business and do not
agree to having a part of shares owned by the mi-
nority shareholders which complicates the com-
pany selling by a majority shareholder. It is also rel-
evant to note that in many cases the foreign inves-
tors act as the majority shareholders, this signifi-
cantly increases the relevance for using the “Drag-
along” contractual structure for such investors.
Thus, the “Drag-along” is aimed at protecting the
rights of the majority shareholder, by enabling a
majority shareholder to sell the whole amount of
shares to a certain company. Meanwhile this tool
protects the rights of the minority shareholders, by
guaranteeing the same transaction conditions as
stipulated for the majority shareholders.

There is also a contractual structure
“Tag-along” which is converse to the “Drag-along”.

Principle of this contractual structure is that when
majority shareholder sells their shares or equity
share, a minority shareholder is authorized to join
such a transaction on the same terms as those in-
volved for the majority shareholder. Thus a minor-
ity shareholder is literally “tagging” (English -
“Tag”) to the transaction of a majority shareholder.
This contractual structure is aimed at protecting
the rights of the majority shareholders, by enabling
to invalidate the transaction of purchase and sale
of the company shares against the claim filed by
the concerned parties, if the rights of the minority
shareholders have been violated during such
transaction.

APPLICATION

There are no special provisions in the legislation of
the Republic of Kazakhstan which specifically reg-
ulate the concepts of the Drag along deal (right to
force for the joint sale) and the Tag along deal (the
right to join the sale). However, the provisions are
prescribed in the Law of the Republic of Kazakh-
stan “On the Joint-Stock Companies” as similar to
the contractual structure of “Tag along”. Its princi-
ple is that if 30 percent or more of the shares of
the joint- stock company are sold, the buyer of
these 30 and more percent of the shares must pub-
lish an offer for selling the company shares owned
for the remaining shareholders in the mass media.
Shareholder has the right to accept an offer for
sale; however this provision does not entail the ob-
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ligation to sell the shares, as distinct from the re-
quirements of the “Tag-along” contractual struc-
ture.

As a rule, these contractual structures
considered are applicable to the joint-stock com-
panies. However, they can also be used in relation
to the economic partnerships, particularly the lim-
ited liability companies (partnerships) due to prev-
alence of this form of business entity. If it is pre-
scribed in the constituent documents of the com-
pany that sale of shares to the third parties is per-
mitted only subject to certain terms and condi-
tions, we shall consider that the requirements
above may be such conditions.

We are of the opinion, in this context it
is also relevant to note the pre-emptive right of the
shares alienated by the other shareholders of the
company as provided by the legislation of the Re-
public of Kazakhstan. Thus, in case of sale of an
equity share of the company to the third party,
other company shareholders have the pre-emptive
right for purchasing such share at the same price
and on the same terms and conditions as offered
to the third parties (except for the case at public
auction).

SUMMARY

Drag along deal and Tag along deal do not have
any identical analogues in the legislation of the
Republic of Kazakhstan. However, this is allowed
to use the considered contractual instruments in

Kazakhstan under the Article 25 of the Law of the
Republic of Kazakhstan “On the Joint-Stock Com-
panies” and the freedom-of-contract doctrine as
prescribed by the Civil Code of the Republic of
Kazakhstan. The said principle enables the par-
ties to independently determine the terms of the
contract and the contractual model not incon-
sistent with the requirements of the legislation of
the Republic of Kazakhstan.
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- Accountancy

IFRS 16 “Leases” - changes in accounting of leased

facilities

Olga Strebkova,
R&dI & Partner Almaty

International Financial Reporting Standard (IFRS)
16 “Leases” became effective on January 01, 2019,
and superseded the Standard, IAS 17 “Leases”.
This article will provide a more detailed considera-
tion of changes in relation to the lessee compa-
nies. We would like to note that there were no
changes made in relation to the lessors.

GENERAL PROVISIONS

Entities shall apply this Standard to all leases, in-
cluding leases of right-of-use assets in a sublease,
except for the assets related to the exploration and
use of the mineral resources, biological assets,
service concession agreements, intellectual prop-
erty licenses, including such items as films, video
records, patents, and copyrights. In addition, IFRS
16 is not applicable to the leases for a period of
less than twelve (12) months and low-value asset
leases®.

Entities those having any leased facil-
ities, such as office, warehouse, vehicles, use the
said assets for a long time. However, generally
these entities intentionally sign the lease con-
tracts for a term not exceeding twelve (12)
months. Upon expiry of this period, a new con-
tract is signed for a new period not exceeding
twelve (12) months too. This allows entities con-
sidering such contracts to be short-term con-
tracts, recognizing expenses of the lease pay-
ments as a part of the operating expenses and
showing these expenses in the financial state-
ments as and when such expenses are incurred.

IFRS 16 “Leases” appeals for increas-
ing/improving transparency of financial infor-
mation by showing the lease payment obligations
for the entire expected lease period. In other
words, if an entity has been renting an office
space for several years and plans to stay in this
office for several more years, then users of the fi-

" Threshold of value is not determined in the Standard IFRS 16,
however, it suggested to consider assets to be such, where
value of assets is less than US Dollar 5,000.00.

nancial statements must be notified about the ob-
ligations of lease payments which will consist-
ently be made in the next few years.

Thus, stakeholders will be able to reli-
ably assess the financial condition of an entity, by
understanding what part of the financial re-
sources will be used to pay the rental expenses.

It is not only the obligations of future
payments to appear in the Balance sheet, but also
the assets in the form of right to use this lease
facility (item).

IMPACT ON THE FINANCIAL STATEMENTS

Significant growth of assets and liabilities of an
entity in applying the IFRS 16 may affect various
performance indicators of concern to both the ex-
ternal and external users of the financial state-
ments.

Thus, for example, the asset turnover
ratio in cases of use of the assets value will be
lower than when accounting lease under the IAS
17. Profitability ratio of the equity capital will also
be lower in the first reporting periods, due to the
decreased amount of net profits. Interest and de-
preciation expenses will increase quite materially
in the comprehensive income statement, thereby
reducing the operating lease expenses.
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The short-term part of lease liability
which is considered as a part of the current liabili-
ties of an entity will cause decrease of the current
liquidity and amount of the working capital.

However, in this case the financial sta-
bility ratios will increase, as an amount of liabilities
is used when calculating them, where a significant
amount has been added.

Therefore, it will be critically important
to determine the key performance indicators of an
entity.

RECOGNITION ACCOUNTING

When introducing and implementing the IFRS 16,
an entity must clearly determine: whether a con-
tract or it components is a lease contract. To do
this, an entity must understand whether a right to
control the use of a leased asset is transferred un-
der such contract in exchange for compensation,
as follows:

- does an entity receive almost all economic bene-
fits from the use of such asset and

- does an entity have the right to determine the
method for using such asset.

It is important to analyze the potential
exceptions to the scope of use of this Standard.

Initial recognition? of an asset and
lease obligation shall be done on the first day of
the contract term.

IFRS 16 suggests the use of one of two
transition methods: full retrospective approach or
retrospective approach with the cumulative effect.

2 First of all, it is required to calculate the obligation which is
measured in the amount equal to the present value of the out-
standing lease payments during the contract period using the
discount rate. Right-of-use assets is measured at initial cost
which is determined as the amount of the initial measurement
of the lease liability and any lease payments paid to the lessor
on or before the start date of the contractual relations, any ini-
tial direct costs incurred by the lessee, and estimated measure-
ment of costs for dismantling and liquidation minus the incen-
tive payments received.

In case of using method of full retro-
spective approach, it is necessary to review the fi-
nancial position at the beginning of the compara-
tive period, as if IFRS 16 had been applied from the
beginning of the lease contract term.

Method of the retrospective approach
with the cumulative effect is less expensive. The
first day of the period where the IFRS 16 is used
will be the date of initial application. This means
that the data in the comparative period will remain
unchanged. Although this method saves time,
however the comparative data are incomparable,
thus it is required to additionally disclose infor-
mation about the impact of use of this approach in
the notes to the financial statements.

As all companies and entities those de-
claring to keeping the accounting in accordance
with the international standards are required to
show the available assets and liabilities in a timely
manner, it is recommended to introduce the ac-
counting of the company’s leased facilities using
IFRS 16 “Leases” as soon as possible.
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Generally, the discount rate is not specified in the lease con-
tracts, and it becomes quite difficult to determine such dis-
count rate. Therefore, it is necessary to use the borrowing rate
with the same terms and conditions as in the lease contract. In
other words, as if an entity/company had attracted the loan fi-
nancing for acquiring of this asset.
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- Audit

From experience: IFRS 9 “Financial Instruments”

Amir Nurkassymov,
R6dl & Partner Almaty

Calculation and recognition of the of expected
credit losses to be recognized is one of the major
issues of the financial assets accounting, includ-
ing the accounts receivable. Application of IFRS 9
will be covered in this article in terms of calcula-
tion of the expected credit losses.

Risk of non-payment is increasing in
the light of the blurred economic prospects. In this
regard, for example the business accounting is
very critical and important, as the foreign subsidi-
aries have to present the actual cost of their local
requirements as accurate as possible. This is why
we would like to cover the Standard IFRS 9 in more
details.

DEFINITION

APPLICATION

IFRS 9 “Financial Instruments” has been intro-
duced from January 01, 2019 which provides for a
fundamentally new model of impairment of the fi-
nancial instruments - a model of the expected
credit losses.

According to this Standard, the compa-
nies are required to consider the historical, current
and forward-looking information, including the
macroeconomic data. This will result in an earlier
recognition of the credit-related losses, as in this
case the companies do not have to wait until the
losses are actually incurred for their recognition.

New requirements for accounting for
the impairment are aimed at eliminating the prob-
lems that arose during the financial crisis of 2008-
2009 which is associated with the criticized ap-
proach of IAS 39. According to this Standard, im-
pairment of the financial assets was not recog-
nized until appearance of an objective evidence of
such impairment. A model of the expected credit
losses (ECL) is used in IFRS 9; this model compar-
atively differs from the incurred loss model as es-
timated according to the IAS 39.

The expected credit loss model (ECL) is
more appropriate to the economic value of the fi-
nancial asset; it is more relevant during the eco-
nomic decline. However, the three-stage recogni-
tion of the credit losses requires the advanced
modeling skills and high-quality data, and due to
this reason - quite complicated and expensive task
for the majority of banks, financial organizations
and other companies.

There are three different approaches distinguished
for using the ECL model:

— Simplified approach, it is applied in relation to
the trade receivables, lease receivables and
contract assets;

— General approach, it is applied in relation to
all the financial assets classified at amortized
cost or fair value (through the comprehensive
debts income), and issued loan liabilities and
financial guarantees covered by the scope of
new requirements;

— Approach to the purchased impaired loans, it
is applied in relation to the financial assets
which are an impaired loan at initial recogni-
tion.

According to the IFRS 9, the credit
losses are recognized by showing a valuation al-
lowance for expected credit losses for all items ex-
posed to the credit risk. Valuation allowance is to
be revised at each reporting date considering
changes in the expected losses.

It is stated in some information and
guidelines that according to the IFRS 9, allowance
for the financial assets impairment must be ac-
crued directly during the initial recognition. How-
ever, such requirement is not stipulated by the
IFRS 9. According to the Paragraph 5.1.1, at initial
recognition, an entity shall measure a financial as-
set at its fair value plus transaction costs that are
directly attributable to the acquisition or issue of
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the financial asset. In this case, allowance for im-
pairment of the financial asset shall be recognized
at each reporting date.

Such an approach is explained by the
fact that at initial recognition of an asset, the ex-
pected credit losses are implicit in the initial meas-
urement of the instrument. In the subsequent pe-
riods, the price shall not be adjusted for changes
in the expected credit losses. Therefore, these
changes are the economic losses of the financial
asset in the period when an event occurred

IMPACT OF THE GLOBAL CRISIS

Current market situation which resulted from the
Covid-19 pandemic, massive drop in the oil prices
and global response in the form of closing of the
state boundaries will have severe social and eco-
nomic impacts and consequences. Due to this rea-
son, credit risk of many organizations will increase,
which may lead to the default situations. Currently
the companies must carefully evaluate all risk fac-
tors which may cause deterioration in the credit
quality of the financial assets and recognize the

relevant allowances. Considering a global impact
of the crisis on financial markets, it is reasonable
to expect that the credit risks are increasing signif-
icantly.

Therefore, from our point of view in or-
der to avoid bad debts, it makes sense to identify
such risks at an early stage as part of a special pur-
pose audit and to determine how a company life-
sustaining activity may be affected by collapse of
oil prices, volatility of the respective national cur-
rency and brewing economic crisis.
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— About us

Rod| & Partner — The agile caring partner for Mittel-
stand shaped world market leaders

As attorneys, tax advisers, management and IT
consultants and auditors, we are present with 109
own offices in 49 countries. Worldwide, our clients
trust our 5.120 colleagues.

Rodl & Partner assists you in Kazakh-
stan and Uzbekistan from our offices in AlImaty and
Tashkent. Our team of Kazakh, Uzbek and German
attorneys, auditors and tax consultants has suc-
cessfully supported our clients since 2009 in all in-
vestment and project-related matters in the two
largest and promising markets of Central Asia - in
German language and from a single source.
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