


Capital
Rationale behind capital

In a previous chapter, we have seen that legal personhood and limited liability are among the core characteristics of modern companies. However, as discussed in Salomon v. A. Salomon, we have also seen that these notions were/are not readily understandable and are sometimes counterproductive. Recall how the existence of separate legal personhood combined with limited liability can be particularly harsh for (non-adjusting) creditors. 

Hence, over time, the notion of “capital” emerged as a kind of “price” shareholders have to pay to obtain legal personhood and limited liability. At its core, the concept is simple enough. Shareholders pay a certain price per share (i.e., the par value or nominal value per share). The sum of all amounts paid by shareholders constitutes a company’s capital and serves as a guarantee for the company’s creditors. Note that “capital” understood this way is not an asset in itself, but rather a legal notion reflecting the sum of contributions paid by shareholders at the formation of the company (or at a later stage). As a result, capital does not fluctuate, in contrast to the assets of the company, and can serve as a measure of the company’s performance.

In theory, the system of capital is simple to understand and makes sense. In practice, however, the notion of “capital” raises considerable practical problems. 

Read: Wood v. Dummer (District Court, D. Maine, 1824)

Do you understand the facts of the case, the issue at hand and the holding of the Court?

The Court offers a rather simplistic view on the role of capital. Can you identify a few problems with this view. Consider the following question: what happens when the company is at a loss and needs to attract fresh investments? Do you see any problems with the idea of capital and par value in particular? How could this problem be resolved?

What are the implications of the solutions discussed above to the “par value” problem for the notion of capital?

Because of the problems associated with capital, it has lost its relevance in some jurisdictions, in particular the United States. The MBCA, for example, no longer reference capital (although Delaware company law still uses the concept, albeit without relying on par value shares). Within the European Union, on the other hand, capital remains an important concept of company law. 

In the past, various EU jurisdictions had various rules on capital. France’s Code de Commerce contained a codified, but simple set of rules. English company law (when the UK was still a Member State) relied originally on case law to develop capital rules, while Germany developed a very elaborate notion of capital and associated rules. Ultimately, it is the German approach that inspired the current EU framework, which is codified in Chapter 4 CLP.

Read: Chapter 4 CLP

	We will continue discussing a variety of rules on capital in Chapter 4. Before continuing, do you understand whose interests are (allegedly) protected by the notion of “capital” and the associated rules? 

	According to article 44 CLP, capital requirements only apply to a specific type of company. Nevertheless, some countries choose to (1) impose more demanding requirements than put forward by the Directive and/or (2) extend these requirements to other types of companies. What do you think of these types of “goldplating”. What arguments can you come up with in favor or opposed to goldplating capital rules?


Capital requirements

Capital formation

The first set of capital requirements relates to the formation of capital. These rules can be divided into two sets: (1) rules relating to the minimal amount of assets that must form the capital and (2) rules relating to the minimal value of the assets that form the capital. Concerning the first set of rules, three main concepts are important: (1) minimal capital, (2) par value and (3) the distinction between contribution and payment of capital. 

Minimal capital refers to, unsurprisingly, a minimal amount of capital that must be contributed at the incorporation of the company. The CLP sets this at 25.000 euros, although various jurisdictions set a higher minimal capital. 

	Do you see problems with the notion of minimal capital? Do you see advantages to this notion?

The concept of par value has already been discussed. In principle, the CLP prevents companies from issuing shares below par. Whether it is required to issue shares at a premium (i.e., above par) when the market value of the shares exceeds is not decided by the CLP. One could, however, consider director’s fiduciary duties here.
	
Read: Lowry v. Consolidated African Selection Trust Ltd. (House of Lords, 1940)

	What are the facts of this case and what rule does the House of Lords establish for the issuing of shares at a premium?

	How do you evaluate the House of Lord’s reasoning in light of the purposes of capital, in particular the purpose of shareholder protection?

	In the absence of formal rules on this matter in the CLP, do you see any other possible ground for establishing a duty to issue shares at a premium? 
Third, a distinction must be made between the contribution (i.e., “promise”) of capital, which must be irrevocable and fully made and the actual payment of the capital.

	Can you explain the difference between contribution and payment? Where can you find the rules on payment? Do these rules make sense to you? What problems can you identify with these rules?

Concerning the second set of rules, the first issue here is the problem of valuing contributions in kind. The CLP sets out quite elaborate requirements for these in Article 49 (in particular the requirement of obtaining an expert report) and some exceptions to this requirement. A second issue, is that of a company subscribing to its own shares, which is prohibited.

	What problems arise with contributions in kind? Do you think an expert report can solve/mitigate these problems? 

	Can you think of some circumstances where these measures would be inadequate.

	What exceptions apply to the requirement of obtaining an expert report? 

	What are quasi-contributions and why do we (more or less) apply the rules for contributions in kind?

	Why can companies not subscribe to their own shares? How would this look like in a balance sheet?

Capital maintenance

The second set of capital requirements protect a company against direct and indirect profit distributions. Direct profit distributions include dividends, interim dividends and intermediary dividends. Indirect profit distributions include the acquisition of a company of its own shares, and financial assistance. A capital reduction can also be seen as an indirect profit distribution but will be discussed separately. 

	Direct profit distribution

At the most basic level, direct profit distributions (e.g., the payment of a dividend) are only possible when the company’s net assets (NA, i.e., assets – debts – provisions – R&D) exceed the capital plus the non-distributable reserves. These reserves are either imposed by law or by the bylaws/Articles of Association of the company (although this is rare). Additionally, interim dividends are subject to some additional rules (see, Article 56 CLP). 

What happens when a company cannot distribute profits, but nevertheless does so (indirectly)? Suppose, for example, that a company sells certain assets below their actual value at a shareholder? At the director’s level, there are rules on conflicts of interests, but what happens at the level of the shareholders? This is not regulated by the CLP and two approaches are possible. According to an objective approach, it is sufficient that a distribution occurred that does not correspond to market value without proper justification, for a claim to restitution to exist. According to a subjective approach, these conditions must be fulfilled and there must be an intent to engage in a disguised distribution. 

Read: Progress Property Company Ltd. v. Moorgarth Group Ltd. (Supreme Court of the United Kingdom, 2009)

	What criteria does the Supreme Court set forth in this case? What does this imply from an evidentiary point of view? Do you support this view?

There are alternatives available to these rules in jurisdictions that do not have capital requirements. These emanate from fiduciary duties or general laws on fraud, or from different company law rules. For example, the MBCA proposed a two-step test to decide whether distributions are permissible. 

Read: Article 6.40 MBCA
	Do you understand the two-step test proposed by the MBCA? Can you describe the steps? How does this approach compare to the capital rules discussed above? Do you understand the advantages and disadvantages of this approach?

	Indirect profit distribution

A first way of indirectly distributing profits is by the acquisition by the company of its own shares (to be distinguished from subscribing to its own shares). By buying shares from the shareholders at market value instead of par value, profit can indirectly be distributed to these shareholders. Additionally, the acquisition of a company’s owns shares by the company can serve other useful purposes as well, such as supporting the company’s stock price, protecting against a hostile takeover bid, or ending a corporate dispute. Once bought, the company can preserve the shares for later reselling, destroy them or sell them again immediately. 

There are however, a few risks inherent to this transaction: insider trading and market manipulation may occur. The voting rights of the purchased shares must be suspended to avoid self-control by the directors. Finally, questions of capital protection arise. To mediate this last problem, Article 60 CLP sets out the general principles that are adopted (and sometimes changed) throughout the EU for this problem. The MBCA on the other hand, simply applies the same rules as for direct profit distributions in combination with directors’ fiduciary duties (see above).

Read: Article 60 CLP.

	Describe the basic principles underlying the acquisition of shares by the company. Are there exceptions to these principles? Why?

	How does this look on a balance sheet?

A second way to indirectly distribute profits is by providing financial assistance to a third party for the acquisition of shares of the company. By doing this, the company absorbs part of the risks that would ordinarily lie on the shareholder. In the United States, this is regulated through securities law, the fiduciary duties of the directors and case law on fraudulent transfers. In the European Union, on the other hand, the basic principles are set out in Article 64 CLP and are based on English company law (see Section 678 Companies Act.

Read: In re Bay Plastics (US Bankruptcy Court, Central District of California, 1995)
	Brady v. Brady (House of Lords, 1989)
	Art. 64 CLP
	Section 678 Companies Act

	Do you understand the facts, holding and relevance of the cases discussed above? How does the US approach set out in In re Bay plastics differ from the approach in Brady v. Brady?

	Do you understand how English company law has inspired EU law? Do you see any major differences? Is the holding of Brady v. Brady reconcilable with the CLP?

	How would the provision of financial assistance in accordance with the principles of the CLP look on a balance sheet?




