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Module 8A – Loan Capital Information

1.
Sources of Finance

A company has the same power to borrow as individuals: s124 CA.  A company can borrow money; mortgage or charge its assets as security for money borrowed.  

However a company has powers individuals do not, including the power to:

· Issue debentures

· Give security by charging its uncalled capital

· Grant a floating charge over the company’s property.  

2.
Protection for Creditors

A company is not permitted to reduce its capital or buy back shares where it would materially prejudice the company’s ability to repay its creditors.  Furthermore, lenders and outsiders are entitled to make certain assumptions that assist the lender to establish that the agreement/security provided by the company is valid: s129 CA.  

3.
Distinction between share capital and loan capital

There are a number of distinctions between share and loan capital.  The most basic distinction is that through share capital, a shareholder becomes a member of the company, whereas a lender is an external creditor.  

The rules associated with raising and maintenance of share capital do not apply to loan capital.  While there is this distinction the rights of each are very similar.  

(i)
Gearing

The extent to which the company has previously borrowed is often relevant, and the ratio of borrowed funds to issued share capital is described as gearing of a company.  

If a company has borrowed a large amount relative to its issued share capital it is said to be ‘highly geared’.  

The optimal gearing level of a company will depend on several factors including the nature of the industry it operates.  

(ii)
Taxation

There are certain tax advantages in rising of loan capital compared with the issue of share capital.  The payment of interest on a loan and other associated expenses are allowable deductions which reduce the amount of income tax.  

3.
Sources of Loan Capital

A company may opt to borrow from a number of sources including:

· Banks

· Investing public – via debenture issue

· Private lender – may also be a shareholder

· Loans – either secured or unsecured

4.
Debentures

One of the most common loan capital means is via debentures.  At common law a debenture is any document which is evidence of a debt: Handevel Pty Ltd v CSD (Vic).  

Debentures are defined in s 9 to mean a chose in action that includes an undertaking by the body to repay as a debt money deposited with or lent to the body. The chose in action may (but need not) include a charge over property of the body to secure repayment of money (s 9).

However, a debenture does not include:

· An undertaking to repay money deposited with or lent to the body by a person if: (s 9(a))

· The person deposits/lends the money in the ordinary course of a business carried on by the person; and

· The body receives the money in the ordinary course of carrying on a business that neither comprises nor forms part of a business of borrowing money and providing finance

· An undertaking by an Australian ADI in the course of banking business (s 9(b))

· An undertaking to pay money under a cheque, money order or bill of exchange (s 9(c))

· An undertaking to pay money under a promissory note that has a face value of at least $50k (s 9(d))

· An undertaking by a body corporate to pay money to a related body corporate (s 9(e))

· An undertaking to repay money that is prescribed by regulation (s 9(f)).

A debentures falls within the definition of security: s92(1)(a) CA.  
· Debentures may be issued to the public and so become securities under s 92(3). This requires disclosure under Ch 6D. The company must keep a register of debenture holders: s 168.

· Certain requirements as regards the issue of debentures are set out in Chapter 2L and this extends to providing information : s 313 & 318.
· Need to have debenture trustee, rules about providing information to trustee for debenture holder if issued to the public
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