LWB334 - Riedel Notes 

                                                                    Semester 2, 2008


Module 7B – Maintenance of Share Capital

1.
Diagram

2.
Issue

Here, [company] is holding shares in [company 2] which is a shareholder in [company].  There may be issues with [self acquisition of shares/assistance to shareholders/share buy- back/reduction in share capital].

For the Note user

If issues with Reduction of Capital ( Go To 4.

If issues with share buy-back ( Go To 5.

If issues with Financial Assistance ( Go To 6.

If issues with Indirect self-acquisition and control ( Go To 7.

3.
General Share Information

Generally companies were prohibited from reducing its share capital as this would reduce the pool of funds that the creditors could access: Trevor v Whitworth.  However, the rules have been relaxed due to legislative controls on the reduction of capital, share buy-backs, financial assistance and self-acquisition and control of shares.  
4.
Authorised Reduction of Capital

[Company] may wish to reduce its share capital if:

· The company has capital in excess of its needs and wants to return the surplus to shareholders

· The company may wish to eliminate small holdings by paying out shareholders

· The company has issued shares which are only partly paid, it may wish to extinguish or reduce the outstanding liability on the shares.  

The rules for reductions of share capital and also buy-backs are designed to protect the interests of shareholders and creditors by:

· Addressing the risk of these transactions leading to the company’s insolvency

· Seeking to ensure fairness between the company’s shareholders

· Requiring the company to disclose all material information

A company may reduce its share capital in a way that is not otherwise authorised by law if the reduction: (s 256B(1))

· Is fair and reasonable to the company’s shareholders as a whole; and

· Does not materially prejudice the company’s ability to pay its creditors; and

· Is approved by the shareholders:

· For an equal reduction – by an ordinary resolution passed at a general meeting (s 256C(1))

· For a selective reduction – either by a special resolution of shareholders not entitled to receive consideration as part of the deal (s 256C(2)(a)), or by ordinary resolution at general meeting by all shareholders (s 256C(2)(b)).

· So basically:

· If not equal, needs to be a special resolution.

· If particular shareholders are getting their rights taken away, need a special resolution of those shareholders in order to do that.

· In all cases, whether it is equal or selective, all material information must be disclosed to the shareholders and the meeting has to be notified to ASIC. 
(i)
Is fair and reasonable to the company’s shareholders as a whole
Fair and reasonable was considered in the Explanatory Memorandum to Company Law Review Bill 1998.  It has also been held that the principles of fairness in Gambotto do not have to be satisfied: Winpar Holdings v Goldfields Kalgoorlie.  

The following factors have been consider relevant to determining whether a capital reduction was fair and reasonable to shareholders as a whole (discuss all that are relevant):

IF adequate consideration paid to shareholders

Here, [company] would argue that adequate consideration has been paid to shareholders as a whole, and that the consideration given is fair and reasonable.  

IF reduction deprives some shareholders of their rights

Here, [plaintiff] would argue that being deprived of their right to [right] via a capital reduction is not fair and reasonable.  However, [company] would argue that it was fair and reasonable to the shareholders ‘as a whole’ and that it is not possible to satisfy each individual shareholder.

IF reduction is used to effect a takeover

Here, [company] would argue that the reduction of capital is being used to effect a proposed takeover, and that such a takeover is beneficial to shareholders in the long term.  However, [plaintiff] may argue that facilitating a takeover is not fair and reasonable because it may ultimately diminish the value of their shares.  

IF reduction involves an arrangement that should really proceed as a scheme of management

Here, [plaintiff] would argue that the reduction in share capital is being done to facilitate an arrangement that should really proceed as a scheme of management and not via a reduction of share capital.  

· Winpar Holdings Ltd v Goldfields Kalgoorlie Ltd (2001) 40 ACSR 221 – 
· Gambotto principles do not have to be satisfied because it is a statutory scheme

· Only requires scheme to be fair, doesn’t need to be the fairest

· Just because you can think of something that would be fairer is not determinative of the scheme being unfair.

· Re Allgas energy

· In determining whether to confirm a company’s reduction of its share capital…the Court is concerned with overall fairness and recognises that in most arrangements there will be some who dissent and some who may be less favourably served than others. However, as far as possible the Court endeavours to determine whether the reduction is fair and equitable to all concerned….Ordinarily the Court is slow to dissent from the decision of an informed shareholders’ meeting. 

(ii)
Does not materially prejudice the company’s ability to pay creditors

Here, [company] would be required to lodge details relating to the proposed capital reductions with ASIC to assist creditors in discovering the details relating to the capital reduction: s256C(3/5) CA.  If the creditors believe the capital reduction will affect the ability to be paid they can apply for an injunction under s1324 CA. 

IF cancellation of shares for no consideration

Here, the reduction of capital involves the cancellation of shares for no consideration.  A consideration of the creditors interests is not required as [company’s] financial position remains unchanged.  

(iii)
Is approved by shareholders

A reduction of share capital is allowed, provided it is approved by the shareholders under s256C CA.  The level of approval depends on whether the reduction is an equal or selective reduction. 

IF Equal Reduction

Here, the reduction is an equal reduction as the reduction relates only to ordinary shareholders which have the same terms for each shareholder.  

The reduction must be approved by an ordinary resolution passed at a general meeting of the company: s256C(1) CA.  

IF selective reduction

Here, the reduction is a selective reduction where certain differences may be disregarded which would not result in inequity of shareholders.  

The reduction needs to be approved by a special resolution: s256C(2) CA.  

OVERALL: Therefore on balance the reduction in share capital [is/is not valid] on the basis of s256B(1) CA.  

Contravention of these requirements may result in a breach of civil penalty provisions: s256D(3),  and may result in an injunction: s1324 CA.  However, failure does not affect the validity of the [reduction/transaction/contract]: s256D(2)(a) CA.  

· NOTE: Can also trigger the insolvent trading provisions in s 588G

· Applies where company reduces capital in a situation where the company is insolvent or becomes insolvent.

5.
Share Buy-Backs

A company is prohibited from buying back its own shares except under the exceptions in s257A CA: s259A(a) CA.  A company may choose to buy back its shares if they have excess funds, if there is instability on the shareholder register, or they need to bring the value of the company closer to the value of net assets.  

The company may buy back its own shares if:

1. The buy-back does not materially prejudice the company’s alibility to pay its creditors and

2. The company follows the procedures set out in ss257B-J.  The requirements are summarised in the following table:

	Procedures 

[and sections applied]
	minimum holding
	employee share scheme
	on‑market
	equal access scheme
	selective buy‑back
	

	
	
	within 10/12 limit
	over 10/12 limit
	within 10/12 limit
	over 10/12 limit
	within 10/12 limit
	over 10/12 limit
	

	ordinary resolution 
[257C]
	--
	--
	yes
	--
	yes
	--
	yes
	--

	special/unanimous resolution [ 257D]
	--
	--
	--
	--
	--
	--
	--
	yes

	lodge offer documents with ASIC [257E]
	--
	--
	--
	--
	--
	yes
	yes
	yes

	14 days notice [257F]
	--
	yes
	yes
	yes
	yes
	yes
	yes
	yes

	disclose relevant information when offer made [257G]
	--
	--
	--
	--
	--
	yes
	yes
	yes

	cancel shares [257H]
	yes
	yes
	yes
	yes
	yes
	yes
	yes
	yes

	notify cancellation to ASIC [254Y]
	yes
	yes
	yes
	yes
	yes
	yes
	yes
	yes


Notes about table:

(i)
10/12 Limit

The 10/12 limit refers to 10% of the smallest number of votes attaching to voting shares during the last 12 months: s257B(4) CA.  To determine if this has been exceeded previous buy-backs that have occurred in the past 12 months and the voting shares that are subject to the proposed buy-back are taken into account: s257B(5) CA.  

(ii)
Minimum Holding Buy-Backs

This is a buy-back of all of a holders shares in a listed corporation if the shares are less than a marketable parcel: s9 CA.  Only requirement is notification to ASIC of cancellation.  

(iii)
Employee Share Scheme Buy-Backs

This buy-back is the acquisition of shares in a company by or on behalf of employees or directors who hold salaried employment in the company or a related body corporate.  

(iv)
On-Market Buy Backs

An on-market buy-back occurs if it results from an offer made by a listed corporation on a prescribed financial market in the ordinary court of trading on that market: s257B(6) CA.  
(v)
Equal Access Scheme

This requires offers to be made only to ordinary shareholder to buy back the same percentage of share from each and every shareholder: s257B(2) & (3) CA.  
(vi)
Selective Buy-Backs

This is a buy-back scheme which is not included in the other four types.  Selective buy-backs are made to particular shareholders to the exclusion of other or offers are made to the holders of shares other than ordinary shares.  

(vii)
Effect of unauthorised buy-back

A contravention does not affect the validity of the transaction and the company does not commit an offence: s259F(1) CA, however, [director] if involved in the contravention may be liable under civil penalty provisions: s259F(2) CA.

6.
Financially assisting a person to acquire shares

[Company] may be able to financially assist [person] to acquire shares in [company] only if: (s 206A(1))

(a) The assistance does not materially prejudice:

a. [Company] or [company’s shareholders] interest or

b. The ability to pay creditors; or

(b) Shareholders approve under s206B; or

(c) Assistance is exempt under s206C CA.

If [company] can not make out any of these exemptions then the [director involved] will be in contravention and may be liable under civil penalty provisions and criminal consequences: s206D CA.

(i)
Prejudice company/shareholder or ability to pay creditors

The test whether something is prejudicial is determined by the ‘impoverishment’ approach: ASIC v Adler. Therefore the court will look assess the material prejudice by looking at all interlocking elements in the commercial transaction as a whole and whether it affects the company’s ability to pay its creditors
The onus will be on [company/director] to show that there is no material prejudice: ASIC v Adler.  

(ii)
Shareholders Approve 

Here, [company] would need to get the approval of shareholders before being able to financially assist a person to buy shares.

IF company shares

Here, shareholder approval must be given by

A special resolution at a general meeting (the person acquiring the share or their associates can not vote): s260B(1)(a) CA, or

An ordinary resolution at a general meeting by all ordinary shareholders: s260B(1)(b) CA.

IF company is to become a subsidiary of a listed company after acquisition of shares

Here, [company] will become a subsidiary of a listed company immediately after the acquisition of shares.  The financial assistance must be approved by a special resolution passed at a general meeting: s260B(2) CA.  Here, this [has/has not] been complied with.  

IF after the acquisition the company will have a domestic holding company not listed

Here, [company] after the acquisition of shares will have a holding company that is a domestic corporation not listed and is itself not a subsidiary.  The financial assistance must be approved by a special resolution passed at a general meeting of the body corporate that will be the holding company: s260(3) CA.  Here, this [has/has not] been complied with.  

In addition to the shareholder approval, there must be documents lodged with ASIC before the notice of the meeting is sent out.  [Company] must lodge with ASIC a copy of:

(a) The notice of the meeting: s260(5)(a) CA.  
(b) Any documents relating to the financial assistance that will accompany the notice sent to members: s260(5)(b) CA.

IF special resolution used

Here, a special resolution was required to gain shareholder approval.  The resolution must be lodged with ASIC within 14 days after it has passed: s260B(7) CA.  
Notice must also be lodged that approval for financial assistance has been given at least 14 days before the financial assistance is given: s260B(6) CA.  

(iii)
Assistance Exempt

Here, [company] cannot assist [person] in acquiring shares because assistance is exempt.  A number of exemptions exist, including:

260C(1) General exemptions based on ordinary course of commercial dealing. 
Financial assistance is exempted from section 260A if it is given in the ordinary course of commercial dealing and consists of: 

(a) acquiring or creating a lien on partly-paid shares in the company for amounts payable to the company on the shares; or

(b) entering into an agreement with a person under which the person may make payments to the company on shares by instalments. 

260C(2) Special exemptions for financial institutions. 
Financial assistance is exempted from section 260A if: 

(a) the company's ordinary business includes providing finance; and

(b) the financial assistance is given in the ordinary course of that business and on ordinary commercial terms. 

260C(3) Special exemptions for subsidiaries of debenture issuers. 
Financial assistance is exempted from section 260A if: 

(a) the company is a subsidiary of a borrower in relation to debentures; and

(b) the financial assistance is a guarantee or other security given by the company for the repayment by the borrower of money that it is or will be liable to repay; and

(c) the borrower is a borrower in relation to the debentures because it is or will be liable to repay the money; and

(d) the guarantee or security is given by the company in the ordinary course of commercial dealing. 

260C(4) Special exemption for approved employee share schemes. 
Financial assistance is exempted from section 260A if it is given under an employee share scheme that has been approved by: 

(a) a resolution passed at a general meeting of the company; and

(b) if the company is a subsidiary of a listed domestic corporation — a resolution passed at a general meeting of the listed domestic corporation; and

(c) if paragraph (b) does not apply but the company has a holding company that is a domestic corporation and that is not itself a subsidiary of a domestic corporation — a resolution passed at a general meeting of that holding company. 

260C(5) Other exemptions. 
The following types of financial assistance are exempted from section 260A: 

(a) a reduction of share capital in accordance with Division 1 of Part 2J.1;

(b) a share buy-back in accordance with Division 2 of Part 2J.1;

(c) assistance given under a court order;

(d) a discharge on ordinary commercial terms of a liability that the company incurred as a result of a transaction entered into on ordinary commercial terms.

Note: All directors’ duties still apply (under s 180-184) and at general law (fiduciary duties) (s 260E).

Effect of non-compliance
Contravention does not affect validity of the financial assistance and company is not guilty of an offence (s 260D).
7.
Self-Acquisition and control of shares

Generally companies are prohibited from purchasing or otherwise acquiring an interest in their own shares: s259A & B CA.  Therefore, unless an exception applies, [company/director] will be liable for civil/criminal consequences: s259F CA.  

Exceptions that must be considered are:

· Employee share scheme: s259B(2) CA.
· Financial institutions in ordinary course of business: s259B(3) CA.
IF exception applies

Here, [company] has acquired shares in itself because of security under s259B(2) or (3) CA, [company] must cease to hold the shares within a 12 month period: s259B(4) CA.  Further, for the period of holding teh shares, [company] cannot exercise voting rights: s259B(5) CA.  

(i)
Indirect Self acquisition

The issue or transfer of shares of [company] to an entity it controls will be void unless:

(a) The issue or transfer is to the entity as a personal representative: s259C(1)(a) CA.

(b) The issue or transfer is to the entity as trustee : s259C(1)(b) CA.

(c) The issue to the entity is made as a result of an offer to all members of the company who hold shares of a class being issued and does not discriminate unfairly in favour of the entity: s259C(1)(c) CA. 

(d) The transfer to the entity is by a wholly-owned subsidiary of a body corporate and the entity is a wholly-owned subsidiary of that body corporate: s259C(1)(d) CA.  

IF s259C(1)(c) or (d) CA apply

Here, the issue or transfer of shares is [see above], and therefore s259D CA, applies: s259C(3) CA.  

If any of the following occur: s259D CA:

(a) company obtains control of entity that holds shares in company

(b) company’s control over entity that holds shares in company increases

(c) company issues shares to entity it controls

(d) shares in company are transferred to entity it controls

then within 12 months after it occurs either:

(e) entity must cease to hold the shares 

(f) company must cease to control the entity 
Control is defined as the capacity to determine the outcome of decisions about the entities financial and operating policies.  In considering control the court will have regard to:

practical influence company can exert (rather than rights it can enforce):s259E(2)(a) CA.
any practice or pattern of behaviour affecting entity’s financial or operating policies: s259E(2)(b) CA.  
· It is not sufficient if control is jointly held with another (unrelated) entity: s259E(3) CA.

· It is not sufficient if they have legal obligation to exercise capacity for benefit of someone other than shareholders (ie if liquidator of coy): s259E(4) CA.
IF there is control

As there is likely to be control in this case, s 259D(e) and (f) requires [coy] to cease control of [entity] within 12 months. If this does not occur it is an offence: s 1311 and may not be able to exercise voting rights: s 259D(3).
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