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TO BE RETAINED AS TOP ENCLOSURE

Cabinet / Cabinet Committee Documents

Reference Date
CC(81) 11™ Meeting, item 1 12/03/1981
L(81) 48 17/02/1981
L(81) 20 23/01/1981

The documents listed above, which were enclosed on this file, have been
removed and destroyed. Such documents are the responsibility of the
Cabinet Office. When released they are available in the appropriate CAB
(CABINET OFFICE) CLASSES

Signed £Xs é,@zp 5;/27/20@'

PREM Records Team




Published Papers

The following published paper(s) enclosed on this file have been
removed and destroyed. Copies may be found elsewhere in The
National Archives.

The Purchase by a Company of its Own Shares, to be published
by HMSO as Command 7944.
[SBN 0 10 179440 1
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CONFIDENTIAL

DEPARTMENT OF HEALTH & SOCIAL SECURITY
Alexander Fleming House, Elephant & Castle, London SE1 6BY
Telephone o1-407 5522
From the Joint Parliamentary Under Secretary of State
The Rt Hon William Whitelaw CHMCDL
Secretary of State
Home Office

Queen Anne's Gate
London SWli

TN
A P

COMPANIES ACTS AND PENSIONS SCHEMES ETC

I have seen Arthur Cockfield's Private Secretary's letter of 3 jay to your

Private Secretary and the related correspondence. I would wish on Norman Fowler's
behalf to add this Department's support for early legislation to put matters
right. We are extremely concerned that all transactions on behalf of pension
schemes should be validated. The situation where the pension scheme is a
subsidiary of the parent company is a fairly common one and it is accepted

that Inland Revenue requirements lead to the parent company having a beneficial
interest, at least in theory, on a contingency basis.

Copies of this letter go to Michael Scholar (No 10), members of H Committee,
the Attorney General, the Lord Advocate, to First Parliamentary Counsel and to
Sir Robert Armstrong.

LORD TREFGARNE

CONFIDENTIAL
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COMPANY LAW AMENDMENT

Thank you for copying to me your letter of 3 May to Colin Walters
about the need to remedy a defect in the law ©6n trust funds.

Northern Ireland company law, which is identical to the GB legis-
lation, also contains the serious technical problem which you
describe. If legislation is required, we should need to amend

both codes and it would be essential that amending provisions

to the GB and the Northern Ireland legislation came into effect

at exactly the same time. If this is not achieved the gap in these
inter related statutes covering the UK as a whole night be able to
be exploited in a damaging way.

At present officials from the Department of Economic Development
in Northern Ireland are in contact with Department of Trade
officials to establish the best means of achieving the necessary
amendment to the NI legislation. 1If you agree, I suggest that
contact continues at official level with a view to presenting
Ministers with possible solutions immediately after the general
election.

I am copying this letter to the recipients of your letter of the
3 May.

J M LYON
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Thank you for your letter of 2% April about new legislation
to amend the Companies Acts in relation to pension funds etc.
I have subsequently seen your Private Secretary's letter of
3 May to the Home Secretary's Private Secretary.

It seems to me clear that we will have to legislate on this
matter as soon as possible and I hope that you will receive
policy clearance from H Committee. As for the timing of the
legislation, this will clearly have to wait for a decision

until after the election, when the Cabinet will wish to examine
the programme for the new Session. In the meantime I see no
reason why preparations should not go ahead. On the understand-
ing, therefore, that policy approval is forthcoming from H
Committee, I authorise the employment of Parliamentary Counsel

to draft legislation on a contingency basis.

I am copying this letter to the Prime Minister, the members of
H Committee, the Attorney General, the Lord Advocate, Sir Robert
Armstrong and First Parliamentary Counsel.

JOHN BIFFEN

The Rt Hon The Lord Cockfield
Secretary of State for Trade
1l Victoria Street

London SW1H OET
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enclosing @ memorandum explaining the backaground to the problem and

islative proposals in more detail.

As the I - f I r of 26 April states, knowledge of the problem
whnich only car o li relatively r , 1s at present being closely held. Once
it beca I t the nec I islation could_ngt De Incorporated in
Finance Bill, we received fi tion from the Attorney General last month that
the problem could only be put right by independent legislation. It was as a result
of this that the Secretary of State sent his letter to the Lord President.
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Fromthe Secretary of State

The Rt Hon John Biffen MP
Lord President of the Council
Privy Council Office
Whitehall

London

SWIA 2AT

We ana advised that legislation is urgently neseded to sort out an unfortunate le

gal
tangle which has arisen in the case of pension funds, employee share ownership
schemes etc. The Attorney General's advice has been sought and he agrees.

he problem is as follows:-

Investments owned by pension funds, employee share schemes etc are normally held
by trustees. It is common practice for @ company setting up such a fund or
scheme to incorporate a subsidiary to act as trustee. If a "trustee/subsidiary" of
this kind owns shares in the parent company, and if there is a residual interest in
favour of the parent company as there normally will be, those shares are void. In
the case of an employee share scheme it is of the essence of the matter that the
trustees should hold shares in the parent company : and it is not uncommon in
other cases as well. Legal advice is that unless expressly excluded the law
presumes & residual interest in favour of the parent company : and in the

approved schemes, the Inland Revenue oemand that there should be such &
interest. In the result & very large number of shares held by pension funds

void.




Fromthe Secretary of State

The problems goes back to 1947. It is surprising that attention should not have
been drawn to the matter before. Fortunately at present very few people are
aware of the situation : but it is not too much to say that a state bordering on
panic already exists among those who do know. The reaction if the news spreads
would be serious. There is, | am advised, no way of dealing with the matter other
than by legislation. We hoped that this could be incorporated in the Finance Bill
but this has not proved possible. Separate legislation would be required. This
would be simple and would extend only to six substantive clauses. We would expect
sucha Bill to be entirely non-controversial and there}‘ore suitable for the Second
Reading Committee procedure in the House of Commons. and assured of rapid
passage in the Lords. Obviously it will be necessary to confirm this by informal
consultation before we proceed further. But if this can be cleared 1 hope very

much that you and the Lord Privy Seal would agree to find time for such a Bill.

1 am copying this to William Whitelaw as Chairman of H Committee as policy
clearance will also be required, and to the Lord Privy Seal and the Chief Whips

(Lords and Commons).

LORE| COCKFTELD

P mor it o s P Ao M stk W e




_ONFIDENTIAL

THE COMPANIES ACTS, PENSION SCHEMES AND EMPLOYMENT SHARE
SCHEMES

Companies Act 1948, S.27

e The problem with S.27 arises where a parent company has used

a subsidiary company as a trustee of the company's pension scheme,
employees' share scheme or any similar scheme for the benefit of
employees, and those schemes hold shares in the parent company.

S.27 is designed to stop a subsidiary holding shares in its parent,
because this would enable the parent to control itself. By way of
exception, however, S.27 permits a subsidiary to hold shares in the
parent company if the subsidiary is concerned only as trustee and if
the parent company is not beneficially interested in the shares.

e It has long been common practice for companies to establish a
subsidiary company to act as trustee of group pension, employees'
share or other employee benefit schemes. Many such schemes have held
and hold shares in the parent company as part of a pension scheme's
investment policy, as a result of a merger of pension funds following
a corporate merger or acquisition, by virtue of the very role of
employee share schemes, or for other reasons. These two circumstances
are only lawful in combination under S.27 if the parent company does
not itself have a beneficial interest in the shares held by the
schemes. Until recently, it was not appreciated that any such interest
existed. However, it is now recognised that, unless there is express
provision to the contrary in the terms of such a scheme, the parent
company would under the equitable doctrine of "resulting trust" be
entitled to receive back any surplus remaining in the scheme after
the satisfaction of its objects eg. on the winding up of a pension
scheme. Thus the parent company has a beneficial interest contrary to
S.27 where any of its own shares are held by the scheme. Moreover in
relation to schemes needing approval by the Inland Revenue, the Revenue
insists that a term of the scheme should be that any eventual surplus
should accrue to the parent company (and not, for example, be paid as
a kind of untaxed bonus to others under the trust).

De Since under S.27 any transfer or allotment of shares to a subsidia
in breach of the Section is void, the continuity of title to particular
shares will have been breached in many particular cases since 1948.
Moreover many present schemes must "hold" shares, in some cases given
the practice of self-investment up to a sizeable proportion of the
scheme's assets, to which they have no lawful title.

4. We do not believe that there has been any significant mischief in
terms of company law as a result of these breaches of S.27. Those
concerned and their advisers believed that they were acting within a
permitted exception and no objectionable consequences of trebreaches
S.27 have come to light. It seems justified accordingly to legalise
the void transfers or issues retrospectively.

% in accordance with
ond Directive, that wh hax in a public company are
7ith financial assista 1 th 1y, and the company

s must be disposed
voted before




disposal or cancellation. Whether or not a company's
employee share or pension scheme has a subsidiary as a
trustee, the parent company will typically fund the

scheme and, as described earlier, has a residual interest,
if not expressly provided then on the resulting trust
principle. Retrospective and prospective exemptions are
therefore needed to S.37 similar to any provided in respect
of S.27 of the 1948 Act.

Proposed Legislative Provisions

(= t is proposed to validate retrospectively and exempt
prospectively transactions involving pension schemes and-
employee share schemes where any beneficial interest has
been or is only a residual interest. Supplementary
provision would be made to restrict the scope for abusing
any such interest which vested in possession on satisfaction
of the objects of the scheme. ‘
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COMPANIES BUYING IN THEIR OWN SHARES

The object was to enable family or closely held companies

to be no worse off if they sold shares on retirement or

to pay C.T.T. when transferring shares to their family

or (when dying!!) to their company rather than outside third
parties thus destroying the family character of the business.

If they sell to outsiders there is no question but that the
receipt is taxed as Capital. The Companies Act now permits
companies to put in their own shares but the tax legislation
starts from the premise that the receipts should be taxed

as income, not as capital, unless the rich-on-paper family
shareholder can get through the eye of the Inland Revenue's
needle. =

To do this he needs to qualify for the very limited number
of permitted exceptions. The whole concept should be
changed so that receipts are regarded as capital as is

the cost in sales to outsiders.

If this is unlikely then the exemptions need drastic
expansion. For instance:

1) To apply to close companies even if they have a quotation.
They do apply now to companies whose shares are dealt with on
The Unlisted Securities Market even if they are not
controlled by family or associated shareholders.

The dangers of an unwanted raiding new outside shareholder
are vastly greater in a quoted close company than an
unquoted company.

=

ur own company has unquoted capital shares as well as
quoted ordinary shares. The present rules take even
our unquoted shares out of allowed categories which was
surely not intended. Another company while none of their
equity is quoted has quoted preference shares and this
company also does not qualify.

The requirement that a shareholder must reduce his holding
by 25% to qualify is reasonable enough but bringing in
"associates" which bring in virtually all family members
closely involved in running the company makes it near
impossible to help those who it is aimed to help; e.g.

a company wholly owned by, say, 4 associated people one of
whom with 10% dies or wishes to retire. The company
purchasing all his shares still does not qualify unless it
buys in a further 15% from his associates who themselves are
not retiring and whose holdings would, therefore, not
qualify in their cases.

25/2/83




MR. MOUNT

The Prime Minister agrees that you
should pursue with the Treasury the
possibilities set out in your recent

note about wider share ownership.

18 November, 1982,
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The Treasury (in the person of Nick Ridley) has reacted in a very

Policy Unit

< - r S —— :
negative spirit to the suggestion, put by Charles Bellairs to Ian

_-—_ . -
Gow, that we ought to look at a Loi Monory type scheme if we are

serious about promoting wider share ownership.

—

I would like to fire off the attached broadside. It is surely
important that we should work up some practical proposals for the next
Parliament. And I feel that, unless we put something in the
Manifesto, it is one of those subjects that is liable to be shelved
for all eternity. After 30 years of campaigning for wider share

ownership, there are still only 2 million individual shareholders.

Alan tells me that earlier discussions with the Treasury came to

nothing. Would you like me to pursue the possibilities with the

Treasury?

= VLA Lo
2 =Y

FERDINAND MOUNT




17 November 1982

STIMULATING PERSONAL INVESTMENT IN EQUITIES

The Treasury's first objection to a proposal on the lines of the
French Loi Monory is that they doubt "how far it would stimulate

new investment, as opposed to investment which would happen anyway'.

But this is not the sole, or even the crucial, aim of a Monory-type

scheme. Those aims include:

(a) to increase the number of individual shareholders;

(b) to increase the proportion of equity shares held by

individuals as opposed to corporate institutions;

to increase the proportion of individual wealth which is
held in wealth-producing assets rather than in bricks and
mortar or in loans to the Government; as well as

(d) to add to the total volume of savings.

Thus it would be perfectly possible for a Monory-type scheme to

satisfy (a), (b) and (c) within the same overall volume of savings.

We want people to own capital, not institutions. We would no'doubt

be delighted if the new scheme added to total investment - although

we could not guarantee it - but that would be icing on the cake.

The Treasury is also dubious about introducing another distortion
into the fiscal system when the purpose of this Conservative
Government is to reduce such distortions. But we must be realistic.
Those other distortions - in favour of house purchase and life

assurance premiums - are not going to disappear overnight, if ever.

As a result, what the system now says to people is in effect: "We
shall help you to buy a house or take out life assurance, but we shall
actively discourage you from buying shares on your own account'.

Thus the system reinforces the Left-wing caricature of the Stock
Exchange as an immoral casino and thus reinforces too the anti-

enterprise culture.




This bias is a hangover from the days when trustees were legally
barred from investing in equities. The United States and now
France have understood how vital it is for a healthy economy to

eliminate the bias.

Of course it would be practically impossible to try to confine
relief to investment which would not otherwise have taken place.

Other countries don't try to. And nor should we.

And nor should we become obsessive about closing loopholes and
deterring '"washing" operations. Simplicity and low administrative

costs ought to be the aim.

There remains only the 'deadweight'" question - the cost to the
Revenue of subsidising existing shareholders. Even this has merits

as well as the considerable demerit of revenue foregone.

In effect, to the better-off such a subsidy is equivalent to a

reduction in the investment income surcharge - which we all would

like to see abolished. But it is much more politicaliy acceptable

because it would apply equally to the small saver as well.

We might have to start small - with an annual limit in the region
of the £500 Monory limit rather than the £1,000 instanced by the
Treasury. Even that would build up to a useful little nest-egg

within a decade.

But the point is one of principle: that the tax system should begin
to treat as rough equals savings for investment in industry and
savings for house purchase and for funding the Government's debts.
As the Chairman of the Investment Trust Association reasonably
argues: ''fiscal neutrality is not too much to ask of a Government
whose stated policy is the encouragement of free enterprise and the

reward of individual initiative'.

If the Monory scheme is thought to be too wide-ranging, then there

are two alternative candidates which might be easier to police:

(i) Self-administered pension schemes. The individual sets up

his own scheme, using a standard trust deed, appointing a

professional trustee, allocating an agreed proportion of his




income to be invested as he sees fit. This would be a
question of adapting to employees the model currently open

to controlling directors of companies.

Premium relief for individual investment in unit funds. The

individual buys units in funds managed by insurance companies
or investment management groups and obtains a certificate to
show the tax inspectors. He would be free to switch his

investments, but not to withdraw the cash and spend it.

No doubt plenty of variations on these ideas could be considered.
But unless we do something to correct the bias in the tax system,
wider share ownership will remain a pious hope, the pension funds
will grow still fatter and more slothful, and the popular distrust

of capitalism will persist.
I suggest that:

(o) a dramatic scheme for encouraging individual investment in

industry ought to be a prime candidate for the Manifesto; and

(eiE) the Treasury should prepare a list of options.

FERDINAND MOUNT
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10 DOWNING STREET

From the Principal Private Secretary 14 June 1982

M“Esw—l

CIVIL LIST ACT 1952 AND COMPANIES ACT 1981

As I told you on the telephone earlier today,
the Prime Minister and Mr Thatcher have indicated
that they are ready to accept the arrangements
proposed by your Secretary of State and set out in
your letter of 11 June 1982,

The Prime Minister would, however, like to be
told why it was that this complex issue, which
affects her and Mr Thatcher in a personal capacity,
came to be put to her so very late in the day. She
would be grateful if your Secretary of State could
let her have an explanation.

I am sending a copy of this letter to John Kerr

(Treasury).
y R
Kot Lt

John Rhodes Esq.,
Department of Tradel.

CONFIDENTIAL




A

The National Archives

LETTERCODE/SERIES

PIECE/ITEM
(one piece/item number)

Date and
sign

Extract/Item details:

Lol leerr £ Oder Akl (‘f/é//?BZ

CLOSED FOR
UNDER FOI EXEMPTION

RETAINED UNDER SECTION 3(4)
OF THE PUBLIC RECORDS ACT 1958

TEMPORARILY RETAINED

MISSING ON TRANSFER

MISSING

NUMBER NOT USED




Instructions for completion of Dummy Card

Use Black Pen to complete form
Use the card for one piece/item number only

Enter the Lettercode, Series and Piece/ltem references clearly
e.g.

LETTERCODE/SERIES

PIECE/ITEM

(ONE PIECE/ITEM NUMBER ONLY)

Please Sign and Date in the box adjacent to the description that
applies to the document being replaced by the Dummy Card

If the document is Closed under a FOI exemption, enter the number of
years closed. See the TNA guidance Preparation of records for
transfer to The National Archives, section 18.2

The box described as 'Missing' is for TNA use only (it will apply to a
document that is not in it's proper place after it has been transferred to
TNA)







Reference

————

Civil List
Act, 1952

4.—(1) There shall be paid to the trustees hereinafter mentioned Provision
as a provision for the benefit of the children of Her present tt»}‘ril
Majesty, other than the Duke of Cornwall for the time being, J,”’[‘lrt‘
yearly sums of the following amounts, that is to say— “ Children.

(a) in respect of each such child who either attains the age
of twenty-one years or marries, ten thousand pounds
in the case of a son and six thousand pounds in the
case of a daughter, and further <

(b) in respect of each such child who marries, fifteen thousand
pounds in the case of a son and nine thousand pounds
in the case of a daughter,

to commence from the date of his or her attaining that age or
marryimg (whichever is the earlier) in the case of a sum falling
within paragraph (a), and from the date of his or her marrying
in the case of a sum falling within paragraph (b):

Provided that the sum payable in respect of any such son or
daughter shall cease to be paid on the death of that son or
daughter. _

(2) The trustees shall hold the yearly sums paid to them under
this gection in trust for all or any one or more of the children of
Her present Majesty, other than the Duke of Cornwall for the
time being, in such shares, at such times, in'such manner and
subject to such conditions and powers of revocation (including,
if it is thought fit, a condition against alienation) as Her present |
Majesty may by order, countersigned by the First. Commissioner
of Her Majesty’s Treasury and the Chancellor of the Exchequer, |
appoint:

>rovided that any such appointment may be varied by another
order made and countersigned in like manner.

10. The persons who are for the time being the First Com- Constitution
missioner of Her Majesty's Treasury, the Chancellor of the of Royal
Exchequer, and the Keeper of Her Majesty’s Privy Purse shall Trustees.

, be the Royal Trustees for the purposes of this Act, and shall be a

body corporate by that name, and any act of the trustees may be
signified under the hands and seals of the persons who are the
trustees for the time being.
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96 Mr Arthur Blenkmsop (South Shnelds} To ask the Sccremry of State fo ’I‘radc “whether
he has granted any exemptions under section. 2’?(9) of the Companies ct 1976 ; and if
|

ng & " he wdl mako a statement

I L SIS R T e s

- MR, S. CLINTON DAVI(S

The Secnetery of State hes'grented'one exemption under section
20(9) of the Companies Act 1976, in favour of Bankof England
Nominees *%td, & wholly owned.subsidiary of the Bank of
England. Bank of. Englend Nominees Ltd have given a number of
undertakings about the use to be made of the exemption. They
will hold securities as nominee only on behalf of Heads of
Stete and their immediate family, Governments, official bodies
controlled or closely related to Governments, and international

. organisations formed by Governments or official bodies. They

- will in turn seek certain assurances from anyone in the eligible

cetegorlee who wishes them to ‘hold securities &8s that person
nominee; * ‘these assurances are to cover (a) the fact that
the person is the beneflclel owner of the securities to be
held by Bank of England Nominees Ltd; (b) that the veneficial
owner will not use his’ interest inany gecurities held by Bank
of England Nominees Ltd ' 'to influence the affairs 'of the company
in which shares are held except as ehareholders in general
meetings of that company; (¢) that the beneficial owner is
awae of his overriding obligation, under section 3% of the
Companies Act 1967 as amended, TO disclose his interest to the
company in which shares sre neld if he is interested in 5%
or more of that company's share capital.

Bank of England Nominees Ltd has also undertaken to make a report
annually to the Secretary of State for Trade of the identity of
those for whom it holds securities, and, provided thatit holds
gecurities for two or more people, thetotal value of the
gecurities held, The eontente of such reporte are. tn 'be

confidential to the Secretary of State.







provided that any interest in securities which a
person would have (apart from this paragraph) by
virtue of section 66(1) of that Act (1nteresns in
shares to be attributed to a person's spouse or,

in the case of infant children, parent) shall be
disregarded for the purposes of these clauses; and

references in these clauses to provisions of the
Companies Act 1981 shall be construed as including
references to any statutory amendment or re-enactment
thereof for the time being in force.

i 0 We confirm that we have been duly authorised by our Principals
to act as their agents for all purposes arising out of the
arrangements covered by these undertakings. Should this

authority at any time be withdrawn or modified, we will forthwith
notify the Nominee in writing.

3. Except under the conditions set out in clause 4, our
Principals will remain interested in all those Relevant Securities
which the Nominee may from time to time hold in which they are
interested at all times that they are so held by the Nominee -

(i) as beneficial owner,

(ii) as beneficiary under an exempt trust, or

(iii) as trustee of an exempt trust

and no other person or persons other than beneficiaries or trustees
of any such trust has or will have any interest in the Relevant
Securities when they are so held, except for any interest which
may for the time being arise from an agreement to sell or otherwise
dispose of any such Relevant Securities.

4, If our Principals cease to be the beneficial owners of any of
the Relevant Securities or, as the case may be, any such securities
cease to be subject to an exempt trust when they are held by the
Nominee on behalf of our Principals or if any other person except
a beneficiary or trustee of any such trust acquires an interest in
any of them when they are so held, we will as soon as reasonably
possible notify the Nominee in writing and, except where any
interest in Relevant Securities transferred is transferred solely
for the benefit of an exempt person, give instructions in due
course for the Nominee to transfer such Relevant Securities out

of its name.




Da In the case of Relevant Securities held by the Nominee on
behalf of our Principals as trustees of an exempt trust we will
forthwith inform the Nominee of any actual or proposed change
in the trustees of such trust.

6. le bly authorise the Nominee to transfer at any time

and at 1t: i ser tion any or all of the Relevant Securities the

Nominee may frou ime to time hold pursuant to this undertaking

in which T incipals are interested into our name or the .

name of another person interested in the PChTitan so transferred

or the name of g nominee specified by us. :

R We are aware of our Principals' oblipations under sections 63
72 of the Companies Act 1981. We understand that our Principals

obligations tnezrun ler (which include the obligation to notify to

public companies certain interests in the share capital of such

companies) remain notwithstanding that our Princdipals are exempt

persons.

1

Ba Our Principals will not use their interest in any of the
Relevant Securities held by the Nominee to influence the affairs
of any company issuing any such Relevant Securities except in the
general meeting of such company.

Q. We will, and we will procure that each of our officers, employees,
agents and advisers will treat as confidential the contents of

this agreement and the arrangement herein contemplated and in
particular the fact that the Nominee holds or has held or will hold
any Securities in which our Principals are interested.

10. We authorise you to disclose to the Secretary of State for
Trade the fact that the Nominee holds or has ceased to hold
securities in which our Principals are interested.

Yours faithfully

For and on be

/ Agent_/
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IMPLICATIONS FOR CORPORATION TAX, INCOME TAX AND
CAPITAL GAINS TAX

PERE 1S TH

A. INTRODUCTION

Proposed changes in company law

1. The Companies (No 2) Bill currently before Parliament
contains provisions enabling companies, if authorised by
their Articles, to purchase their own shares and to issue
redeemable shares, subject to certain safeguards. In general,

shares may only be purchased or redeemed.out of distributable

profit or the proceeds of a fresh issue; but there are certain

further provisions for private companies. A summary of the

proposals in the Companies (No 2) Bill is at.Annex I.

Background

2. These proposals in the Companies (No 2) Bill follow the
issue of a Green Paper in June 1980 by the Secretary of State
for Trade. 1In paragraph 11 of that Green Paper the then

Secretary of State said:

"Treasury Ministers will be considering in a separate
review the case for easing the tax charge in certain
classes of case, where this could help to make possible
a desirable increase in the flexibility of company

organisation."

Purpose of the consultative paper

3. This consultative paper accordingly discusses possible
changes in the tax treatment of certain payments made by

companies when purchasing etc their own shares, and whether




from the present tax provisions
fits (involving liability to
and should be left

4. It concentrates in the fir instan n the main case,
where shares are purchased or redeemed out of distributable
profits. A subseguent section (paragraphs 39 to 46) discusses
the question whether a distinction should be made between that
case and the case where shares are purchased or redeemed out

of capital.

B. IMPLICATIONS FOR TAX

Existing legislation

S The existing rule for tax is broadly that, when a

company distributes profits to its shareholders, the distribu-
tion is treated as a payment of income by that company and a
receipt of income by the shareholders. Thus, the company pays
advance corporation tax (ACT) and the distribution is taxed

as income (with a tax credit attached) in the hands of the

shareholders.

6. This rule applies both generally, and in the special
situation when under existing tax law a company uses surplus
profits** to purchase its own shares (as certain kinds of
companies already can, even under the existing companies
legislation). By contrast, in normal circumstances when a
capital asset such as an equity share is sold and bought, any
gain in the hands of the seller - generally the difference
between what he pays and what he gets - is subject to tax

under the capital gains tax rules.

* The paper does not discuss other more technical changes in
tax legislation which may need to be considered in the light
of the new companies legislation.

**Excluding amounts representing the return of the original
capital.




thing that profi

shareholder concerned.

b. In the latter case, there is a transfer of a
valuable capital asset between one (old) shareholder
and another (new) shareholder; and no profits pass out

from the corporate sector.

8. Conversely, in the latter case there is a reduction in

the (old) shareholder's interest in the company; this may or

may not be so in the former case.*

9. It depends on the circumstances and status of the various
shareholders (whether for example they are individuals or
companies) whether the former treatment implies a larger or a

smaller tax bill than the latter.

10. The general principle underlying this treatment is that
the same conseguences should follow, whenever a continuing
company distributes profits to its shareholders, irrespective

of the form which the distribution takes.

*The obvious limiting case is the one-man company:

a. if the company purchases 50 per cent of his shares,
he remains the 100 per cent owner of the company; but
he has cash which was previously held by the company

b. if someone else purchases 50 per cent of his
shares, he ends up with only a half interest in the
company; and the company has paid out none of its
accumulated cash,

The same effects obviously apply, mutatis mutandis, where
shares are more widely held.




For the reasons outlined in paragraphs 7 to 10 above -
because of the possible implications for the present yield
tax on dividends of some £m500* - the Government see no
o

se for simply substituting capital gains tax treatment Io

he present tax treatment in all cases where a company

purchases its own shares; in particular, in cases where the

main object of a company doing so is to distribute surplus

profits to its shareholders.

12. On the other hand, the Government believe that in certain
situations a change in the present tax treatment can add
significantly to the new flexibility proposed in this year's
Companies Bill. In introducing his "enterprise" measures to

help small firms, in this year's Budget Statement, the

Chancellor of the Exchequer said:

"As the House know, the Government will shortly introduce
new clauses in Committee on the Companies Bill, to enable
companies to purchase their own shares. Corresponding
changes are needed in the present tax structure to help
with a number of problems arising in small and family
businesses. I am, therefore, asking the Inland Revenue
to issue a consultative document on this subject this
summer, with a view to legislation in next year's Finance

Ball, e

* This takes account only of those dividends to shareholders
who could benefit from a change in tax treatment. Most
corporate and some other shareholders would probably prefer
the present tax treatment to having any gain on disposal
made subject to the capital gains tax rules.

**0fficial Report 10 May 1981, column 780.




14. The new legislation for this purpose may have to address
itself to more difficult questions than the present legislation
on distributions. The present provisions*** look to the
relatively simple guestion: is there a distribution of
profits? The new legislation may have to go on to ask: if so,
in what circumstances and for what purpose is the distribution

being made?****

15. It is implicit in the fact that this consultative document

is being published, that the Government believe that the
benefits of greater flexibility in this area will in certain
important instances be sufficient to outweigh this extra
complexity. So far as possible, however, tax rules need to

be both simple and certain in operation. 1In each case at the
margin it will be necessary to balance the economic advantages
of greater flexibility against the economic costs of possible
distortion or avoidance, and of complicating an already complex

system of business taxation.

16. Thus, in considering possible specific suggestions for

change, 4 main questions may arise:

a. What reasonably clear economic or commercial benefit

would follow from a change in the tax rules?

See paragraph 2 above.
** GSee paragraph 12 above.
*** part X and Section 284 of the Taxes Act 1980.

*x***Tn this respect, it will be moving into the kind of field
(though not of course precisely the same field) which is
presently the concern of Section 460 of the Taxes Act.




Is this benefit reasonably clearly distinguishable

from the general ben

11

fits when a company pays out surplus

| -
1 rs?

=
profits to its shareho

S, Is the case capable of being defined reasonably

clearly in legislation?

d. Could it be recognised reasonably clearly in

practice?

17. The Government's purpose, in issuing this document, is
to expose the issues for public discussion, and to invite
comments which will help them . to decide the form in which,
should a consensus emerge, they should bring forward

legislation in the 1982 Finance Bill.

18. The consultative document seeks at this stage to
concentrate on the broad issues for discussion, leaving aside
for the time being most of the technical details with which
any legislation would have to deal. But the Government would,
of course be glad to receive comments or suggestions on any

aspects of a possible change.

19. Where it is possible to arrive at a reasonably clear and
workable definition of special "classes of case" for the
purposes of this legislation, the question will arise whether
it is necessary, or desirable, to restrict the special tax
treatment to the occasions when a company purchases its own
shares. The question could arise whether the same treatment
should be extended to the cases where, in similar underlying
circumstances, the company finds it preferable on broad
commercial grounds to redeem shares or to reduce share capital
in the course of a company reconstruction. This again is a

matter on which the Government will welcome comments.




r sought to list* the main advantages
d for allowing companies to buy their
own shares; but the Government would, of course, be ready to
consider other suggestions. The Green Paper emphasised that
the case for changes in company law stood independently of any

changes in tax law.

21. Some of the possible objectives listed .in the. Green Paper

are not within the intention of the new companies legislation

(for example, the opportunity for a coﬁpany to make money by

trading in its own shares). Others are relevant to the general
tax treatment of distributionhof profits, rather than to the
special case when a company purchases its own shares (for
example, to provide a company which has surplus cash with a

further means of using it to the advantage of its share-

holders.,**)

22. An example of the latter is perhaps the case where a
share purchase could result in a company's shareholders

retaining something close to their ex ante percentage share-

holding in the company, or where shares are purchesed from a

dominant shareholder or group of shareholders who retain

ex post a dominant interest in the company. In these kinds

of case it appears reasonably clear that the effect of the
share purchase is essentially equivalent to a dividend or

distribution of profit.

23. 1In other cases again, the existing tax rules are no

obstacle to the aim identified in the 1980 Green Paper (for

* cmnd 7944, in particular paragraphs 11 and following.
i
**See paragraphas gaad 1L to 12 above.




ward case* where a company buys up
before redemption, at a time

ow the redemption price).

24. However, experience over the decade or so and the
response to the 1980 Green Paper that 5 main types

of situation are thought to stand out, where a change in the
tax treatment, when a company purchases its own shares, could
help certain kinds of trading businesses to manage their

affairs more flexibly and efficiently:

- First, the facility could encourage people to buy the
company's shares. As things stand, outside investors
can be reluctant to invest in the equity of the kind of
business for whose shares there is no ready market, and

the potential investor can be reluctant to accept the

risk of being "locked in".

Second, it could make it easier for the proprietor of a
business to seek equity investment from others. In some
cases, an entrepreneur can be unwilling to surrender a

permanent equity stake.

Third, it may contribute to the efficient management of
the business, if dissident or apathetic shareholders can
be bought out. Again, in some cases there may be no
ready market for the shares in'question, and the other
shareholder or shareholders may not have sufficient free

capital to buy ouft the dissenting interest.

Fourth, when a family shareholder with a significant

number of shares retires or dies (and there are no

children to succeed him), the other members of the family
may not be able to afford to buy out his shares. There may
be cases where the only option is to sell shares to a third
party and - where this results in loss of family control -

it could have harmful effects on the company's trade.

*There is in general no income tax charge when a company
purchases or redeems shares at a price equal to less than the
price at which they were issued.




very similar situation can in principle arise
when the shareholder dies, and the is no alternative to
the estate selling shares, 1if

met.
25.. The Government would welcome comments on these five
situations. How far are the emselves important for the
efficient and flexible management of a trading business? And
how far do they cover the main areas of potential beneift?

F. POSSIBLE NEW LEGISLATIVE PROVISIONS

26. It would be premature to draft specific new legislative

in Section

proposals Eg,advance of public comment oﬁ the questions raised

and paragraph 25 above. But two approaches seem

to merit consideration.

ZQQJQML27 )

27. One approach might be to seek to define each of the

"special classes of case" individually. On the face cf ity
this could present difficulty. To take only 3 examples, how
in practice would one define the "reluctant investor" (the
first case in paragraph 24 above), the "unwilling proprietor

(the second case), or the "dissident shareholder" (the third

case) for the purposes of a taxing statute?

28. A more promising approach might be to look for common

features, which the legislation could use in a more general
way to identify the "special classes of, case! for which it

was desired to change the present tax sgﬁfsm, and to distinguish
them from other cases where the effect of a company purchasing

its own shares would predominantly be a distribution or paying

out of surplus profit.

29, It may be helpful to illustrate an approach of this kind

in terms of the 5 main types of case listed in paragraph 24
above. It may be thought that they are trading business which

have 3 main features in common.




all cases which arise because the shares
uestion are closely held and/or where there

a shareholder can be confident of

By contrast, shares guoted on the Stock Exchange,
sold fairly readily - though obviously the price which
fetch at any time may be affected by such things as the

ize of the shareholding and by current market conditions.

31. 1In general, it may be felt therefore* that these are
essentially problems for the unquoted company, as distinct
from the company whose shares are widely held and quoted on
the Stock Exchange. The Government would welcome views, in
the light of any comments expressed on Section E above,

whether this might represent one possible criterion for new

legislation. If so, it would be for consideration whether the

distinction should be between public and private companies,
or between "guoted" and "unquoted". If the latter, it would
also be for consideration how to treat shares of companies
gquoted on the Unlisted Securities Market and on the over-the-

counter "Nightingale"™ market. It is not clear how relevant

the former would be.

32. Second, they all seem to be cases in which the shareholder
parts with his interest in the company, either by selling his
shares, or on death. This itself may tend naturally (in the
case of the more narrowly held and uhquoted company) to 2t
distinguish cases of this kind from the cases (cf paragraph %
above) where the effect of a company purchasing its own shares
is evidently eguivalent to a dividend or a distribution of

surplus profits.

33. It may also be that, when a shareholder and his associates
cease to have any interest in the company, there is substan-

tially less risk that a tax easement will be misused.

*cf the 1981 Budget .Statement, paragraph 12 above.




39 The Government would theref e welcome views whether it
might be a further criterion of new tax legislation, that the

whose shares are being purchased should part with

in the company.

35, If so, consideration would need to be given to the
definition of "parting with a shareholder's interest". As it
stands, the implication is that the shareholder should part
with the whole of his interest. This would seem likely to be
the most simple approach, both 1§§islative1y and
administratively (see paragraph-3% above). Would there be
major problems with this approach, or would there be major
commercial difficulties if the legislation did not provide

for the more complicated situation where the shareholder may

very substantially reduce his percentage shareholding in the

company, but still retain a véry much reduced .(and not dominant)

interest?

36. Consideration would also need to be given to the detailed
provisions necessary (for example) to identify the genuine case
where an investor has held his shares for some minimum period
(say normally 5 years) before the share purchase (as distinct
from the case where, perhaps, some person moves in just long
enough to strip out surplus profits), and also to provide for
the case where the investor maintains or ré@cquires an effective
interest in the company subsequent to the share purchase (for
example, by retaining an option to re-purchase his shares after
the event, or by maintaining an interest in the hands of his

close associates or through companies under his control) .

37. Third, the cases in paragraph 24 seem to relate mainly, if

not wholly, to investment by individuals resident in the UK. To
introduce special rules for the taxation of purchases of shares

held by shareholders other than individuals would seem likely

to raise significant new complications.* To extend the same

*and could also be generally to the shareholder's disadvantage -

see paragraph;ﬁ’above. Corporate shareholders - and the
related problem of shareholdings held by nominees are most
common in = though by no means exclusive to - gquoted companles.

11




reatment to non-resident shareholders would raise different
issues, to the extent that the proceeds of the share purchase
or redemption would not generally be subject to the alternative
charge to capital gains tax, and the profit distribution would
therefore be free of all UK tax. The Government would welcome
comments on the implications for these £

cases.

38. Clearly, no one of the three common features listed above
would be sufficient, by itself, to distinguish the "classes of
case" which might qualify for the proposed new relief from

other cases where the existing rules should apply. Thus, for

example,

a. Obviously an unquoted company may use a share
purchase or redemption to distribute accumulated profits

to its shareholders.

b. In the case of a quoted company whose shares are
widely held, it may be that there is a less helpful
distinction between buying out all of some shareholdings,*
as against buying out some of all shareholdings. In each
case the substance of the matter may be that the company
makes a profit distribution equal to a given percentage

of the equity capital.

The Government would however welcome comments on how far the
three common features discussed in these paragraphs might go
to form the basis of a rule for distinguishing certain classes

of case for the proposed relief, when taken together.

*Shares which are sold receive accumulated profits from the
company; shares which are not sold may (as explained in page 10
of the 1980 Green Paper) become more attractive investments for
that reason. This note does not deal with the question
whether in this kind of case the rules of the Stock Exchange
and the Companies Acts provisions in relation to insider
trading are likely to require such a company making any
substantial purchase of its own shares to give all share-
holders an opportunity to benefit equally. Nor does it deal
with the other practical implications that will arise in this
area, irrespective of any changes of the kind discussed in

these paragraphs.




G. ALIGNMENT OF TAX LAW WITH COMPANY LAW

39. The preceding sections of this note have di cussed the
the capital

n

guestion wheth in "certain classes of cas

gains tax rules (not ACT and income tax) might apply. There
ses

is ‘a more radical question whether, in ca of repurchase or

redemption of shares, the basic rax rules should be restructured

to follow the new company law rules.

40. As tax law now stands, the basic rule (elaborated in
several pages of other legislation dealing with bonus issues,
company reconstructions etc) is that only the excess over

the repayment of the original capitéi subscribed is treated as

a distribution, and liable to ACT and income tax accordingly.

41. In the main case, the new Companies Bill may be thought
consistent with this. Clause 43(5) (b) of the Bill provides
that any—payment—efthis excess{"any premium payable on
redemption**“y- must normally be paid out of distributable
profits. This applies even where the repurchase is being
effected out of the proceeds of a fresh issue of capital. _A_
"oremium" in Companies Bill terms however is always the excess

over the nominal value, which may not be the same as the

excess over the amount subscribed.

42. The Bill goes on however to make 2 exceptions. The first
applies where the shares being repurchased were themselves
issued at a premium (Clause 43(6)). In that case, "any

premium payable on their redemption" may be paid out of the
proceeds of a fresh issue of shares made for the purpose up

to the lesser of the premiums originally received by the company
on the shares of which some are being repurchased and the
current amount of the company's share premium account including

any premium on the new shares. So far as "any premium payable

on their redemption" can include a premium in excess of the

*The same rules apply for repurchase as apply for redemption.




premium at which the shares j 1e this is a case in
which the sub iption price may be paid out

a net reduction in

capital reserves).

43, The second exception ( 1 49) is where the repurchase
is effected out of existing capital; this is allowed in the

case of a private company whose Articles so provide after it
has exhausted available profits and the proceeds of any fresh

issue.

44. The question arises whether as a general rule, the tax
provisions should be radically restructured in line with
the new proposals in the Companies Bill so that (a) where
shares are redeemed or repurchased (but not otherwise) any

part of the excess over the original subscription price which

was treated under company law as paid out of share premium

account or out of capital would not be treated as a distribution
of profits; (b) where company law treats the whole of the
repurchase price as paid out of distributable profits, the
whole should likewise be treated for tax purposes as a

distribution (and not, as now, only the excess over the amount

subscribed) .

45. 1In either case, the new rule would not apply in the
"certain classes of case" discussed in paragraphs 20 to 38

above. 1In those cases, irrespective of the company law
treatment, the whole payment would be brought in for purposes

of capital gains tax as consideration for the disposal of the

shares.

46. The Government would welcome comments on this more
radical approach. If it is thought to have merit, the
Government would also welcome comments on the implications

for associated areas of tax treatment, in particular:

a. for the consequence that a different tax liability
would follow, where on the one hand a company redeemed

its shares under the new proposals in the Companies Bill,




and on the other hand, the company made use of the
existing provisions to go to the Courts for a reduction

in share capital; and

b. for the cons

finance a share

proposals seems to require that they
should in effect be treated as "standing in the shoes"”
of the shares whose place they have taken: that is, as
if the amount of new capital subscribed for those shares
should (where necessary) be treated as reduced or
increased to equal the amount of new capital subscribed

for the original shares. -

H. SUMMARY

47. The Government invite comments on the case for exempting
from advance corporation tax and income tax payments made in
certain defined classes of situation by companies when

purchasing their own shares, leaving these to be handled

under the rules for capital gains tax (paragraphs 17 and 18).

The Government also invite comments on whether, if it is
possible to arrive at a reasonably clear and workable
definition of such "classes of case", it would be necessary
or desirable to restrict special tax treatment to the
occasions when a company purchases its own shares, or whether
the same treatment should be extended to the cases where, in
similar underlying circumstances, the company finds it
preferable on broad commercial grounds to redeem shares or

to reduce share capital (paragraph 19).

48, On specific points discussed in this consultative

document, the Government invite comments on:

a. The extent to which the 5 main types of situation

discussed in paragraph 24 cover the main areas where
a change of tax treatment would be of potential benefit

to trading businesses - in a way which could clearly be




general
ect to derive from an
ibutions of profit; or

important areas of potential

- in identifying

them from the cases
where the purchase of own es might more commonly be
equivalent in effect to a distribution of profit or
dividend - might have reference to the facts that the
companies making the payments in question are private
or unquoted, and that the people receiving the payments
are UK resident individuals who are parting with their
interests in the company and consequential points of

detailed interpretation (paragraphs 31 to 38).

. Whether there is a case for any more radical

restructufing of the tax treatment in other cases when

companies purchase or redeem their own shares, to bring
them more directly into line with the apparent implications
of the new Companies Bill - again with their consequentials

for other parts of the tax law (paragraphs 39 to 46).




companies

to contribute to th yPinuit :nd furth pment of compal
and to the deployment of corporate resources to the best effect.
The Bill eccordingly contains provisions enabling éompahies, it
authorised by their articles, to purchase their own shares, and to
issue redeemable shares, Subject.to safeguards for creditors and

members.

The main conditior or redemption or purchase provided

Bill (on completion of its Committee Stage)are:

(i) Subject to (v) below, shares may only be redeemed or
purchased out of distributable profits (that is profits
that are available for distr@bution within the meaning
of Part III of the Companies Act 1980) or the proceeds

of 8 fresh issue;

Shares redeemed or purchased are to be treated as
cancelled on redemption or purchase, and the amount

of the company's issued share capital reduced by the

nominal value of those shares. The amount of this

reduction is to be transferred to a capital redemption

reserve. Special provisions apply where shares are

reduced or purchased out of capital (see (v) below).




purchases, that is market
by the company in general meeting.
In this case, the authorisation may confer general authority,
but it must specify the maximum number of shares to be

purchased and the maximum and minimum prices which may be

paid. The terms of any proposed contract pursuant to which a

company may become entitled or obliged to purchase shares must
be authorised by special resolution on a similar basis to

authorisations of off-market purchases.

After a purchase of own shares, companies must make a return
to the registrar stating the number and nominal value of shares
of each class purchased, and the date of their transfer to

the company. In the case of public companies, the return

must also give the aggregate amount paid by the company, and

the maximum and minimum prices paid in respect of shares of

each class purchased.

Private companies, if authorised to do so by their articles
may redeem or purchase their own shares out of capital, that
is otherwise than out of distributable profits or the proceeds
of a fresh issue. The amount of the payment out of capital

which may be made is the amount of the cost of the redemption




+ -
ST

report. Provision is made for a proposed payment out of

capital to be given publicity, and creditors may apply to the

court for the resolution to be cancelled.
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I chaired a meeting of Legislation Committee this morning

which considered a memorandum by the Secretary of State for
Trade (1.(81)20) in which he sought approval for the early
p——Th 3

7~
introduction of the Companies Bill. Some serious doubts were

__ i B
expressed about whether i1t would be wise to proceed with the
Bill in its present state of preparation, and the Committee
agreed that the matter should be referred to Cabinet for a

final decision.

The draft Companies Bill circulated to the Committee has three
main sections. It implements the EC Fourth Directive on

Company Accounts, makes changes in the provisions for company
and business names; including the abolition of the Register

of Business Names, and makes a number of miscellaneous changes
to company law designed, in particular, to deter fraud and to
improve the efficiency of the companies registration office.
The Secretary of State for Trade, however, told the Committee
that he intended to add two sets of further provisions,

—— e =

first on the disclosure of interest in shares, and second, on

the purchase by companies of their own shares, by way of

Government amendments during the passage of the Bill through
the House of Lords. It emerged from our discussion that policy
agreement has not yet been obtained for the disclosure

——y

proposals, and that in neither case had instructions yet been

given to Parliamentary Counsel. It is unlikely that the drafting

of the new clauses can be completed before the end of February.

It was pointed out in discussion that the disclosure proposals
would be highly controversial, that the sanctions suggested to
enforce them might well be held to controvene the European
Convention on Human Rights, and that the judiciary had not
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controversial nature of important parts of the Bill, combined

with_the other pressures on our legislative programme mean

that it would now be unwise for us to risk going ahead with

the Bill in the present Session. The immediate effect of
postponing the Bi o the 1981/1982 Session would be to defer

the savings of 90 staff by April 1982 expected from the

abolition of f egister of Business Names; but the

Lord President is i ined to feel that this would be preferable
to adding to the already serious overloading of the legislative
timetable.

If the Bill is to be introduced this Session, as the Secretary

Trade proposes, we shall need to move very

of State for
quickly, and, with your agreemen I intend to raise the
matter with colleagues under Parliamentary Affairs at

tomorrow's Cabinet.

I am copying this minute to other members of the Cabinet,
to the Attorney General, the Chief Whips of both Houses,

to Sir Henry Rowe, and to Sir Robert Armstrong.

=
i 20

28th January 1981

-
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DEPARTMENT OF INDUSTRY
ASHDOWN HOUSE
123 VICTORIA STREET
LONDON SWIE 6RB
TELEPHONE DIRECT LINE 01-212 5301

SWITCHBOARD 01-212 7676

Secretary of State for Industry

28 January 1981

Clive Whitmore Esg

Private Secretary to the
Prinme Minicter

10 Downing Street

London SW1

Daonn Uive
COMPANIES BILL

My Secretary of State is unable to attend Cabinet tomorrow but

he understands that there will be discussion of the Chancellor

of the Duchy of Lancaster's minute of today about the Companies
Bill and in particular the inclusion of provisions on the purchase
by companies of their own shares.

2 My Secretary of State has asked me to say that, had he been
present, he would have argued strongly in support of the Trade
Secretary's proposal that the Companies Bi should be introduced
this session and that it should include provisions on the
purchase by companies of their own shares. He well understands
the difficulties being experienced by the business managers but
he thinks the question important. The purchase by companies of
their own shares would particularly benefit investment in small
firms by helping outside investors to take short term holdings.
The proposal has been endorsed by the Ministerial Committee on
Government Strategy (MISC 14), it has been welcomed by many
commentators, Ministers are publicly committed to the idea and
the proposed provision is short. Omission of the provision from
the Companies Bill would be resented by the small firms lobby and
would expose the Government to avoidable criticism.

5 I am 71 "s letter to the Private Secretaries to all
members ] ' et, to Murdo Maclean (Chief Whip) and David
Wright.

&QU.AAHM&,]
lan liga

I K C E]—JLJJ_QON
Private Secretary
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PRIME MINISTER

PARLTAMENTARY AFFAIRS, 29 JANUARY: THE COMPANIES BILL

We are to discuss the Companies Bill again at Cabinet tomorrow.
It is ready for introduction and Cabinet accepted last week
that it should remain in the programme. Nevertheless at

[ S —

Legislation Committee this morning concern was expressed by the

business managers in the House of Lords that the Bill would
occupy too much time during the Session. (It is common ground
that it would be for introduction in the Lords.)

The Bill is necessary to achieve my staff savings target for

1 April 1982; implements an EC Directive on company accounts;
and includes other useful company law provisions. My intention
was to table at Committee Stage in the first House further
clauses enabling companies to purchase their own shares, and

tightening up the law on the disclosure of interests in shares.

The Lords business managers are particularly concerned about
these additions.

The Chancellor of the Duchy of Lancaster has accepted that no
significant reductions can sensibly be made in the scope of the
Bill - the scope of debate and of amendments on Companies Bills
is not confined to what the Government itself tables. The

choice is therefore between a full Bill this session or deferment,
for introduction at the beginning of next Session.

In my view, deferment would not merely put back the particular
staff-savings covered by the present Bill. It could also

jeopardise the much larger savings (570) in my Department for
—
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which I shall need an Insolvency Bill in the next Session.
Both these measures will be unpopulér. I am reasonably
confident of carrying through the companies registration
savings as part of a balanced Bill this Session. I have
considerable doubts whether we could get both through next
Session; to attempt to do so would cause immense problems of
Parliamentary and political handling. It would also mean that
I should need cover to defer some of my staff savings beyond

1 April 1982.

Of the provisions to come, purchase of own shares fulfils an
important small firms policy objective and will be widely

welcomed by industry and commerce. It is uncontroversial.
Policy approval was given before Christmas and we have announced
the intention to legislate. Dropping these provisions would be

damaging politically.

Disclosure of interests in shares falls in a different

category. Action is expected in the light of episodes such as
the surreptitious acquisition by de Beers of a large holding in
Consolidated Gold Fields. If we do not table our own proposals
the Opposition (and probably our own backbenchers) can be
expected to do so. I was about to seek policy approval for
what I proposed. I would however be willing to drop the idea
of volunteering Government clauses if it is thought that this
would contribute to the smooth passage of the Bill.

I can understand the concern of the business managers at the

prospect of a long Companies Bill. But I do not think the
parliamentary management problem it will pose will reflect its

CONFIDENT IAL
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length — much of it is technical. In the long run, deferment

or truncation could be counter productive.

I am copying this letter to other members of the Cabinet,

the Chief Whip and Sir Robert Armstrong.

W TR

Department of Trade
1l Victoria Street
London SW1H OET

g;kffdanuary 1981
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Fromthe Secretary of State

Mike Pattison Esg
Private Secretary
10 Downing Street
Iondon, SW1 30 June 1980

M m\“ﬁ,

PURCHASE OF OWN SHARES

My Secretary of Jfate

the consultative document

shares. 1 now attauu

which my Secretary of | .17 be pres enti g to the Prod: at a
conference tomorrow.

I am 0007113 thi 2T T the Private Secretaries to the Members
of E Committee and id Wright (Cabinet Office).

Yours ever,
Ncholas Mbrnes

N McInnes
Private Secretary




10 DOWNING STREET

From the Private Secretary 30 June 1980

Industrial Structure

The Prime Minister has read your letter
of 26 June, and the draft speech attached to
it which your Secretary of State intends to
deliver tomorrow. Subject to the poinig raised
by the Minister of State at the Treasury, as
set out in Roy Warden's letter of 27 June, the
Prime Minister is content with the draft.

I am copying this letter to Martin Hall
(HM Treasury), Ian Ellison (Industry), Murdo
Maclean (Chief Whip's Office), Petra Laidlaw
(Chancellor of the Duchy's Office), Richard
Prescott (Paymaster General's Office) and
David Wright (Cabinet Office).

Nicholas McInnes, Esq.,
Department of Trade.




Treasury Chambers, Parliament Street, SWIP 3AG

N McInnes Esq
Private Secretary to Secretary of State
Department of Trade 112\/

1 Victoria Street -
LONDON .0’:[,4 l,

SW1H OET

27 June, 1980

Vown Ntk

INDUSTRIAL STRUCTURE

Thank you for sending Martin Hall a copy of your letter of 26 June
to Mike Pattison, enclosing a copy of a draft speech for your
Secretary of State to make next Tuesday, when he publishes his
Green Paper on the Government's proposals to enable companies to
purchase their own shares.

The reference in page 7 to the proposals in the current Finance

Bill is not quite right. In particular, it is of the essence of

the current proposals that they provide (on certain conditions)

for a company to distribute to its shareholders the shares in a
subsidiary trading company - but not to distribute other assets.

The distribution of other assets 1Is something that we shall consider
as part of the next stage of this exercise. Mr Rees suggests that
this passage could perhaps be revised on the following lines:

"e... and indeed the Finance Bill Committee are debating today
a Government New Clause and Schedule, which represent a
significant step towards a more neutral tax policy, as between
mergers and demergers. The objective is to enable 2 or more
traders, now grouped together under a single company umbrella,
to be split up and pursue their own separate ways under
independent management. For this purpose, and subject to
certain conditions designed to prevent tax avoidance, a trading
company will (for example) be able to distribute direct to its
shareholders the shares in one or more of its trading
subsidiaries".

I am sending copies of this letter to Mike Pattison (No 10),
Tan Ellison (Industry), Murdo Maclean (Chief Whip's Office),
Petra Laidlaw (Chancellor of the Duchy's Office), Richard Prescott
(Paymaster General's Office) and to David Wright (Cabinet Office).

Noum ot l\; m;ﬁ\bf-’

v
R m;nlil

Private Secretary







iPARTMENT OF TRADE 1 VICTORIA STREET LONDON SWIH OET Telephone 01-215 7877

Mike Pattison Esq

a—

Private Secretary oM rdn;d: , |ﬂ4““~5
10 Downing Street

Iondon, SW/ T = 26 June 1980
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As you are aware, my Secretary of State intends to publish next
Tuesday a Green Paper setting out the Department's proposals to allow
companies t ] wn shares. You will recall that my
Secretary of State circulated copies of a draft of this Green Paper
to all members of E Committee under cover of his letter of 6 May to
the Chancellor. As he noted then, he attaches the highest priority,
both economically and politically, to legislating on this matter in
the Companies Bill in the next Session.

0 - e tep 2
“Dear Mike, Q}o

INDUSTRIAL STRUCTURE

My Secretary of State considers that the publication of the Green
Paper will provide him with an opportunity to deliver a wider speech
about the underlying structure Qg_gggngmig_ggﬁ%ﬁiz%aig_zéigfggggtry;
its implications for ecQnomic performance and the Government's
policies which affect it. I attach a copy of the speech he proposes
to make. S i

Apart from the question of demergers, the other main theme of the
speech is the Government's attitude towards mergers Eolicy. In
recent months there has been much speculation abou 1s since it
became clear that we have ng_plang at present to legislate further

in this area. The speech will therefore provide a useful opportunity
for clarifying this policy.

I am copying this letter to Martin Hall (Treasury), Ian Ellison
(Industry), Murdo Maclean (Chief Whip's Office), Petra Iaidlaw
(Chancellor of the Duchy's Office), Richard Prescott (Paymaster
General's Office) and to David Wright (Cabinet Office).

Yours ever,

Nicholas M lunes

N Mc INNES
Private Secretary







DRAFT SPEECH BY THE SECRETARY OF STATE FOR TRADE

I want to talk today about the underlying structure of economic
activity in this country; its implications for economic
performance and the Government policies which affect it.

-
In choosing this theme I am assuming that structure has a
bearing on performance. I am not suggesting of course that

structure is the major influence on performance, or that by

%2

manipulating industrial organisation we shall solve all our

problems. On the contrary, I am sure there is no magic solution
of this kind, and I suspect that too many of our problems

have arisen from a belief in simple solutions to deep seated
social and economic issues. But there is certainly a body

of opinion which holds that the underlying pattern of economic

organisation is an important factor in performance.

Those who know something of the Government's economic beliefs
and outlook may be wondering why I should think any of this is
my business. Surely the pattern of economic organisation is
for the market to decide? What have Government Ministers got
to do with it? Well, I certainly do believe 1n the market
system. But, the decisions of enterprises are to some extent
shaped by public discussion and the climate of opinion, and I
think that a Minister with economic responsibilities should

enter into such public discussion.




There is a more practical reason; structure is influenced and
sometimes determined by Government policies and legislation.

The system of corporate taxation is an obvious example.

Company law - one of my own particular responsibilities - is

another. And for years Governments here and in other countries

have found it necessary to intervene to prevent restraint of

competition; the competition legislation -~ another of my own

—

responsibilities - is also relevant to structure, and one of
its objects is to ensure that competitiﬁe markets are kept
competitive and allowed to operate freely. So whether we like

it or not the Government is involved in these questions.

But are we really able to say that industrial structure has an
influence on important aspects of performance such as innovation
and efficiency? Many have thought so. For many it has been

an article of faith that a concentration of production into a

few large-scale enterprises is vital in a modern industrial
economy. Others argue that large scale organisation - especially

combined with monopoly - leads to bureaucracy and inefficiency.

I would be reluctant to make any sweeping generalisations on
these lines. All I will say is that if we see the market as

the means of guiding economic activity and development, it is
plausible that the structure of the market will have some effect
on the course of events. Factors such as the number of new
enterprises, the relationship between enterprises in different
sectors, and the ease of entry into new activities or of
transferring resources from one activity to another, all seem

likely to be significant. At the very least, one might expect




structural rigidities to have a retarding influence on the speed
of development, and in an internationally competitive environment
the speed of development in a particular country may affect not

only the length of its journey but also its destination.

So much for generalisations< What about the facts of ocur own
experience? Here I am venturing into a minefield. The
statistics in this area are scanty and difficult to interpret.
On many points the conclusions can only be negative or agnostic,
but even an agnogtic conclusion can have implications for

policye.

First, then, I want to consider the question of industrial

concentration. There are various measures of concentration,

but the basic idea is to measure the proportion of sales or

output accounted for by the largest firms in an econonmy.

—
—

Concentraticon may be measured in a particular market, or in the
economy as a whole; in the latter case it is often known as
aggregate concentration. There is no doubt that production
in the United Kingdom has become much more concentrated since
the war, both in total and in separate product areas. It is
also generally agreed that the share of the largest firms

has increased more than the share of the largest individual
factories or plants. Firm size has grown more through an
increase in the number of plants owned than by an increase in
the size of those plants; so it has not arisen solely from
economies of scale in production- though I realise that there

re other benefits from size to be taken into account. Moreover




firms have grown as much by mergers and acquisitions as by

internally generated expansion.

The significance of all this is difficult to assess. Are we,
for instance, more concentrated than our competitors? The

”
production statistics suggest that we are, but allowance has

to be made for the great increase in competition from imports,

and it can be argued that, due in part to the concentration and

efficiency of our distribution system, we are more open to

imports than our'competitors. Firm conclu3ions are therefore
difficult. But we do not seem to be less concentrated than
other countries, and that the onus of proof is on those who would
argue that we shall become more competitive simply by becoming

more concentrated.

ther point is that compared to other countries of similar
France and West Germany, we have a relatively high
aggregate concentration, wnhich means we have more

very large firms., and in particular we have more large firms
2 i

with a diversified, conglomerate product range.

Iest I be thought to be concentrating unduly on manufacturing
industry, I should say that we also appear to have high levels

of concentration in such dctivities as retail distribution.

Finally, on the other side of the coin, it appears that the

small firm sector of manufacturing industry is smaller in

the United Kingdom than in many other countries. We have an




enormous number of small firms, but their combined share of
total employment appears to be relatively low. There are
suggestions that the rate of generation of new businesses
is disappointing, especially in some important sectors of

manufacturing.

The picture emerging is of an_economy dominated by large units.

Should we draw any conclusions from this? It would be easy to

————

generalise and say simply either that “"biggest is best" or

that "small is beéutiful”. But even the very tentative points
B et
I have made permit us to draw some important conclusions.
One is that it is questionable whether the growth of industrial
concentration has simply been the inevitable result of economies
of scale. Secondly, it is a cause for concern that compared
with other countries our small firms sector appears to be
relatively small in size. Innovative small firms are our
seed-corn for the future; are we sowing enough? Thirdly, the
level of aggregate concentration in the United Kingdom does
seem high, which is another way of saying that a high proportion
of our industry is concentrated in relatively few, often
conglomerate, enterprises. I shall say more later about the
special issues raised by conglomerates. At the moment I will
just suggest that if economic progress involves a process of

natural selection among alternatives, it is important that

there should be enough alternatives.




May I then consider some of the implications of these points
for Government policy. I emphasised that in areas like company
law and taxation the Government is bound to be involved in
questions of business organisation. Hitherto the main concern

of policy has been to allow firms to organise on a large scale

Ve
if they wish. Our company law is therefore extremely flexible

in allowing companies to be established, to acquire subsidiaries,
to expand their area of activities, and so on. . Taxation law
also has been adapted to allow groups of companies to manage
their tax affairg on a concerted basis, for instance by
spreading losses. But while we have done everything we can

to enable firms to expand, diversify, or Jjoin together, we

have been less concerned with the possibility that firms, having

expanded, might wish to divide into independent smaller uints.

Surely the least we can do is to ensure that there are no

al obstacles to re-organisation of this kind.

current jargon, we must facilitate 'demergers'.

One obvious motive for a demerger would be to reverse the
effects of an unsuccessful merger. I, for one, accept that many
of the mergers that took place in the 1960s and early 1970s

have not fulfilled the hopes of those who promoted them.

e — e — - —

———

There are no doubt many reasons why that-shoﬁidﬂbe so - the
difficulties of fusing two different companies may have been
underestimated, and concern over organisational questions may
have diverted management from other tasks. The result has

been mergers where size has not been accompanied by the improved

efficiency anticipated. In such cases it would clearly be desi-

rable for companies to have the option of reverting to separate




management if they wish. But I should emphasise that in talking
of demergers I am not thinking Jjust of rectifying unsuccessful
mergers, but of removing unnecessary obstacles to splitting

wherever that makes sound commercial sense.

The Government is already tﬁking steps to remove obstacles to

nced that

demergers. In his Budget speech the Chancellor annéﬁ

legislation would be introduced to remove possible tax

—_

penalties which may have deterred demergers in the past

,’ i
and indeed the Finance Committee are debating foday a series of

amendments which represent a first step towards a more neutral

tax policy towards the distribution of assets or shares to
e

hareholders. The approach chosen, involving a clearance

—

procedure to overcome tax avoidance, involves a useful first

step to enable the distribution of assets in specie to existing

lders - giving them a more direct interest in subsidiary

activities within a trading group.

In my own sphere of responsibility, I am publishing today a

consultative document proposing an amendment of company law

shares. Until now this has not generally been permitted in the
m———

United Kingdom, although in other countries such purchases are

allowed, subject to safeguards against abuse, and appear to

operate satisfactorily. The arguments for such a change in

the United Kingdom are two-fold.

For private companies, enabling such companies to purchase

their own shares would make investment and participation in




them more attractive in a number of significant ways.
Entrepreneurs considering putting their own money into an
enterprise would feel that it would be that much easier to
realise all or part of their investment in the future. Other
prospective shareholders would feel that the danger of their
being locked in to the compé4ny through the narrowness of the
market in the shares had been much diminished. Existing
shareholders would be less wary of attracting new equity

investment since they would regard themselves as

less likely to lose control of the business. ~For all these

reasons, a liberalisation of the law is_likely to encourage
expansion, risk-taking and venture capitalism in the firms which

I have described earlier as our seed-corn for the future.

of the business) could find it useful to be able to buy their
own shares and thus return surplus resources to shareholders,
thereby removing the pressure on such companies to employ those
surplus resources in uneconomic ways. Thus, the change proposed
would increase flexibility of organisation, facilitate the
establishment and maintenance of independent private companies,
and encourage the better use of available investment resources.
Following the useful start with the new amendments in Committee
today for demergers we must see if it is possible to devise

tax proposals which, while providing safeguards against tax

N T RS
abuses nevertheless enable increased opportunities for the use

—— e ———

of purchase of own shares as a constructive means of encouraging

——




small company capital formation and flexibility of structure
as well as the distribution of surplus cash beyond the

requirements of a company.

Having said something about demergers and greater flexibility

in industrial structure I ﬁ;uld now like to turn to the
Government's policy towards mergers.. That policy, concerning
itself with structure, is of course only one side of a competition

policy: we also have measures to deal with behaviour -

Ll

restrictive agreeéments, anti-competitive behaviour and the

exploitation of monopoly power, the primary concerns of the
monopoclies and restrictive practices legislation. The two
approaches are interdependent. To the extent that an effective
merger policy helps to maintain a vigorous small and medium-—
sector in the economy and restrains the process of
the need for measures to deal with the use of
monopoly power will be diminished. Conversely, effective
control of anti-competitive behaviour may remove some of the
obstacles confronting small firms trying to gain a foothold
in the market. This is one of the important aims of our recent
Competition Act, which provides a means of dealing effectively
and swiftly with such practices as the imposition by a dominant
firm of terms and conditions which weight the scales against
new competitors. I hope that small firms will not hesitate to

take advantage of this new protection by approaching the

Office of Fair Trading.

However, today I want to concentrate on mergers, because the

publication of the Green Paper on monopolies and mergers policy




in 1978 raised questions which call for an answer. In mergers
policy there have been demands for greater predictability of
how the Government will regard mergers. I sympathise, and
indeed we do try where possible to advise firms who approach

us about the likely treatment of mergers that they have in

mind. In what I say today’& will try to throw some light on

our intended approach to mergers and the main guiding principles.
But there can be no hard and fast rules. The difficult
cases have unique features, unforeseen in.any rules, and

Governments must leave themselves flexibility to weigh up all

the factors. Decisions call for political Jjudgment, and full

certainty and precision in merger policy is a will o 'the wisp.

you on mergers first of the main,K features of
Fair Trading Act 1973,
* has a duty to keep himself
in the language o he Act - of all merger situations
qualifying for possible reference to the Monopolies and Mergers
Commission (MMC). That means transactions involving the
transfer of gross assets of at least £15m or that create or
enhance a monopoly share of the market (ie a 25% share).
Whenever a qualifying merger is proposed or is found to have
taken place, the Director General of Fair Trading, after
detailed discussions between members of his Office and the
firms involved, makes a recommendation to me on the question
of reference to the MMC. If I believe that the merger concerned
raises issues of sufficient public interest, I refer it to the

Commission for a full investigation. The decision, then as to

whether a merger should be investigated by the Commission (MMC)




is mine, although I certainly would not expect to depart from
the advice of the Director General unless there seemed to me to
be overriding considerations to the contrary. Once a reference
has been made, the IMMC must normally report within a maximum
period of six months. If the MMC finds that the merger
situation operates or may be expected to operate against the
public interest - and I would ask you to note carefully that

only an adverse finding gives me the power to take further

action - I may make an order to prevent the merger (or to

[}
'

require divestment if it has already taken place) or, as is
much more usual, secure the same results by obtaining under-

takings from the parties concerned.

Such a regime for merger control can hardly be called burdensome.
In the first place the limits defining referable mergers are

set sufficiently high to ensure that only the more important
mergers come 1lnto the net. The figures tell their own story.
Since 1955, when merger control was first introduced, there

have probably been about 12,000 mergers among publicly quoted
companies. The overwhelming majority of these fall outside

The legislation. There have however been about 2,000 referable
mergers (excluding newspaper mergers) and of these only 55 have
been referred to the MMC. We are talking, therefore, of a mere
handful of references, ie 3 or 4 cases a year — although the
number has been rising in the past year . Nor does reference
in itself mean that I have taken a view against a merger,

merely that I believe that there are matters needing fuller
study than can be given in the short time available to the OFRT

in making its recommendation to me. Thus in the 55 references




which have been made since 1955, the MMC has found 18 to be
against the public interest, 20 were not found by the ITIC

to be against the public interest and 17 were abandoned before
the MMC reported. Thus of all referable mergers less than 1%

failed to satisfy the MMC.

Earlier this year I decided to raise the criterion for possible
references based on the value of assets from £m to £15m, thus
excluding many smaller mergers from consideration altogether.

This was a substantial increase in the threshold at one step

but even after taking this decision I have given much thought
= o

to the possibility of a further increase. There is after all

no automatic co ion between the value of assets acquired
for competition. But I have

decided to shold £15m for the time being. One

important reason for this decision is that tc raise

-

further would make it most difficult to control the piecemeal
of small firms by a much larger firm which however
of a 25% market share. At the same time I would be

much less concerned about mergers between two firms both of

which were of relatively small size - below say 1225m27 -

and I would not normally consider such a case suitable for

reference unless there was a demonstrable restriction of

competition or other special circumstances.

In practice, then, very few mergers have been held up for
full investigation. The policy has operated against the
background of the prevailing belief in the 60s and early 7/0s

that extensive mergers were necessary to improve industrial




efficiency. Extensive mergers duly took place, but there has

been widespread scepticism about their results. Studies by
conomists have nearly all shown that on average the results

of mergers are disappointing. Of course this is not conclusive,

but so far as I know no-one has actually claimed that the evidence

is favourable to mergers. “Insofar as the legislation and its

application have reflected a generally favourable presumption,

it therefore seems desirable to re-appraise the policy.

. ¢ s i 2
Such a re-appraisal was carried out by an official working

party set up by the previous Government under the Chairmanshir
of Mr Hans Iiesner, the Chief Economic Adviser to my Department.
Their report on monopolies and mergers policy was published
:reen Paper, generally know as the Liesner Report.
Report suggested changes in both policy and
ch towards mergers in general
utral, rather than favourable as it had tended to
be in the past. There would be a two-stage process in the
ssment of mergers. First, there would be an assessment
of the effects of the merger on competition. If these were not
significant, that would be an end of the matter. But if
they were adverse to competition, then some positive benefits
of the merger would have to be demonstrated if it were to go
ahead. This two stage procedure would be laid down in legis-
lation for the Monopolies and Mergers Commission to follow,
and detailed non-statutory guidelines would be published
indicating the criteria the Government would follow in making
references to the Commission. This procedure was expected to

result in a significant increase in the number of references.




Since taking over responsibility for merger policy I have
naturally given much thought to these propoesals. I have
considered the various comments people have made, and of course

I have tested the theoretical views on the subject against

my own experience of dealing with merger cases. I have not been
convinced that there would %e any real advantage in the relatively
precise and formal procedures proposed in the Green Paper. ILet

me therefore put an end to uncertainty by saying that I have
decided against new legislation on mergers for the time being.

The present law may not be ideal in every detail, but it is

understood and offers sufficient flexibility to' accommodate

any shifts of emphasis that may be needed . I see everything
to be said for contimity and nothing to be said for constantly
changing the rules.
But a decision not to change the legislation is not an end to
matter. I do believe it is necessary to take account of
our experience over the last fifteen years or so. This calls
for a distinctly more sceptical approach by all of us in
assessing the pros and cons of prospective mergers. In saying
'all of us', I mean in the first place those in industry who
make the initial assessment of the case for a merger; if they
bring more realistic assessment to bear, it may be that
some ideas for mergers will not reach first base, as some in

the past should not have done.




Nevertheless, for the foreseeable future one must expect
there to continue to be a small proportion of merger cases
which raise serious issues for the public interest and which
cannot simply be left to the parties and the shareholders to

decide. I expect the competition authorities to look at such

cases first and foremost from the point of view of whether the

merger would be detrimental to the maintenance or promotion of
effective competition. If it would, then we would have to pay
careful attention to the other benefits and disbenefits which
would be likely éo arise for the economy. And in the light of
experience one would be bound to take a hard and sceptical
look at any suggestion that a merger would automatically lead

to rationalisation, economies of scale, or other miraculous

4= - - "
cransiormactlionse.

a novel policy. I see it as a reaffirmation

ne policy embodied in the 1973 Act, which laid down new
public interest criteria for both monopoly and merger inquiries
and, for the first time, placed the main emphasis on maintaining
and promoting competition between suppliers. It underlined
the importance of competition as a stimulus to innovation and
cost reduction. Though it may not be a panacea, I am sure
this emphasis on competition as a safeguard for the public
interest is right, and I want to re-emphasise it as the proper

basis for applying merger control.

Competition must of course be considered in a broad and practical

sense, as indeed the legislation recognises in talking about




effective competition. We are not talking about hypothetical
perfect competition, or about mathematical calculation of market
shares. The overall and long-term effects of a merger must be
considered, on both actual and potential competition. In
general we must look very carefully at any mergers which elimi-
nate direct competitors in/; market, or which may distort
competition through linking supplier with customer. There is

no simple rule, though. In some circumstances such a merger

could be positively beneficial to effective cempetition, by

enabling smaller suppliers to combine to.compete more effectively

with larger ones ! hand, a merger could be
detrimental even if it involved no direct reduction in compe-
tition, since its effect might be to eliminate a promising

source of future 1 ition or to shelter some activities

to the question of so-called 'conglomerate' or

g mergers, which on the narrowest view might seem
to have few implications for competition. There is nothing
sinister in conglomeracy as such: large companies may see their
own best interests in diversifying, and that can bring wider
benefit, for example by the introduction of new management
resources from a large group into an ailing company. But the
acquisition of a successful company by a large and unrelated
company which is merely shopping around when flush with funds -
in an attempt to increase its earnings per share and hence its
share price - may in reality involve a diminution of competition

and no evident efficiency gain, and a careful assessment by

the MMC - difficult though that is - could be necessary. It is




impossible to generalise about such cases. It may be that a
successful specialist company would benefit from being taken
over by a major diversifying company, for example because funds
would be available for investment in R and D or for expansion.
Equally, however, the elimination of independent decision centres;
or the possibility of the imposition of inappropriate or
bureaucratic management styles; or the capacity to use

greater financial muscle for cross-subsidisation and possible
predatory pricing which distorts the market process and conceals
the true competiftive position; even when not accompanied by
direct reduction of competition these could be factors raising

doubts about possible detriments which call for an objective

However, we live in a world in which change is rapid and
international boundaries increasingly irrelevant to economic
activity. Both these facts have implications for competition

policy: rapid change means that what applies in one case or

at one time may not apply in another. Internationalisation
’-\ﬁ-—n_

means that markets have to be defined in European or even world
terms: acquisition of United Kingdom firms by overseas

companies may in some circumstances lead to sharper competition

in the domestic market; United Kingdom firms may be able to

compete in export markets only if they acquire interests in

overseas companies. None of this I see as inconsistent with a

vigorous competition policy, which is what its title implies -
a policy above all to promote competition. A Government policy
towards mergers which throws the competition issues into sharper

relief should not, at least in the longer run, lead to




significantly more references, but should ensure that the

reasons for an individual reference are more clearly understood;
it may also lead the MMC to shift the balance slightly in the
number of mergers which they find to operate or to be likely

to operate against the pub%}c interest. It will, I hope,
increase the number of instances in which mergers are better
thought out by the parties concerned before they are embarked
upon. My overriding concern is that our policy should strengthen

the competitive environment in which United Kingdom industry

operates and provide that essential spur to improved efficiency

on which our prosperity depends.

The time has come - you may think it is overdue - to summarise
what I h ] to put it in a single formula, it

is that the structure of our industry should be flexible enough

—

to respond to the changing needs of the market. Innovative
e ———————— T —
new firms - many of which will be relatively small - are a vital
_—-—"'-'-_- O —
part of this response. We should also be able to adapt our

SN - —_—

existing organisations rapidly to new needs, and this includes

eak structures down into smaller units - an

—

cessary to recombine then. And, while mergers will
2 L}
—

continue often to be a beneficial response to change, we must

guard against those whose effect is mainly to stifle market
forces, and against the needless accumulation of ever larger
and more unwieldy concentrations of power and control. In
these ways we can help to encourage a structure within which

enterprise can more easily flourish.
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PURCHASE OF OWN SHARES

In the context of measures to encourage small businesses and enterprise
generally I have been examining the provisions of the Companies Acts
that (with certain exceptions) prohibit a company from purchasing its
own shares. We have said publicly on a number of occasions that the
Government were looking into this with a view to relaxing the present
prohibition, and that we would undertake consultations with a view

to legislating in the next Companies Bill in the 1980/81 Session.

The Queen's Speech and Future Legislation Committee (QL) decided last
week to recommend to the Cabinet that a Companies Bill should be
introduced before the end of the year, and the Committee agreed that,
subject to the necessary policy approval, the Bill could include
legislation on the purchase of own shares.

There has been increasing public interest in this aspect of company law
in recent years, particularly in the small business sector, and it was

referred to in the Interim Report on the Financing of Small Firms

(Cmnd 7503) of the Committee to Review the functioning of Financial
Institutions. But the debate so far has been unfocussed and very
eneral. Before we can reach our own decisions, and translate them
into legislation, we need to consult widely on both the major policy




Fromthe Secretary of State

issues and detailed aspects of the possible ways of proceeding.

I therefore propose to issue a consultative document on this subject
and attach a draft text which I intend to publish in early June.
(Whether this will be in the form of a Green Paper or of a document
issued by my Department I have not yet decided.)

-
-

I do not propose to summarise the draft in this letter. I would

however emphasise that I attach the highest priority, both
economically and politically, to legislating on this matter in

the next Companies Bill. The scope and details of that legislation
can be decided in the light of the response to the consultative
cdocument. The arguments for a change in the law with regard to
private businesses are overwhelming. I personally also believe
there are very strong arguments for enabling public¢ companies to
purchase their own shares - in effect a form of demerging.

As you will see, the bulk of the draft comprises a paper by my

Research Adviser on company law, Professor Gower, the eminent authority
on company law. In finalising his text Professor Gower has benefitted
from discussion of earlier drafts by my Advisory Panel on Company Law,
which contains distinguished representatives of the legal and accountancy
professions as well as of business interests. This should be borne in
mind when any amendments to the text are being considered.

Apart from the company law aspects, there are significant tax questions
at issue, as the consultative document makes clear. I very much hope
that the Treasury's further consideration of this subject will open
the way to a more favourable tax regime for the purchase of own shares
as a complement to any liberalisation of the company law regime.




From the Secretary of State

1 am copying this letter to members of E Committee and to Sir Robert
Armstrong. In view of the need to issue the consultative document as
soon as possible, I would be grateful for any comments by 16 May.
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THE PURCHASE BY A COMPANY OF ITS OWN SHARES
A CONSULTATIVE DOCUMENT
PART T

INTRODUCTION

Te Broadly speaking company law in the United Kingdom

does not permit a limited company to buy its own shares.

The main reasonsfor this have been that such purchases

could reduce the capital of the company available for the
protection of those who deal with the company and to prevent
companies "trafficking" in their shares. However, many other
countries permit such purchases and increasing interest has
been shown in this country in replacing the present general
prohibition with provisions which, whilst providing for the
maintenance of the company's capital, would also give companies

the opportunity to buy their own shares, to the benefit both

of companies and of shareholders.

2 During the Parliamentary debates on the Bill which became
the Companies Act 1980, Mr Reginald Eyre, Parliamentary Under
Secretary of State, Department of Trade, announced that the
Government attached high priority to relaxing the present
prohibition and that consultations would be undertaken with a
view to bringing forward necessary legislation as part of a
Companies Bill which it was hoped to introduce in the 1980/81

Session of Parliament.




Bis The purpose of this consultative document is to seek
views on the extent to which it is desirable to change company
law to enable companies to buy their own shares and on the
form that these changes and the consequent safeguards should
take. In Part II of this document, Professor L C B Gower,

the Research Adviser on Company Law to the Department of

Trade, discusses the present law in this country, compares it

with the law in other countries, and desgribes and analyses

various ways in which the law could be amended. Part II
represents Professor Gower's personal views and not those
of the Government: it is published both as a major contribution

to the consideration of the issues involved, and as an

il e S it s S i s b i

analytical framework for consultation on this subject. In
preparing Part II Professor Gower has had the benefit of the
advice of the Advisory Panel on Company Law, established by

the Government in February 1980.

4, The Government attaches particular importance to the
principal economic arguments in favour of a relaxation of

the present law. For private companies, a change should make
investment and partic ion in such companies more attractive,
by providing shareholders with a further means of disposing

of their share mi the remaining members to

maintain control and ownership of the business. ' Different

considerations apply to companies whose shares are dealt in




on a market. Public companies with surplus cash resources
could find it useful to be able to buy their own shares and
thus return surplus resources to shareholders, thereby

removing the pressure on such companies to employ those

surplus resources in uneconomic ways, and enabling shareholders

to deploy the resources to better effect.

B Any changes in the law would need to be accompanied by
safeguards for the interests of creditors, shareholders and
others interested in the company, who could otherwise be
prejudiced if the company was able freely to reduce its

capital.

6. So far as public companies are concerned, any relaxations
in the law would also have to be consistent with the provisions

of the EEC Second Directive on company law. The Companies Act

1980 implemented this Directive, whichamongst other matters

was concerned with the maintenance of the share capital of
public companies. The Directive lays down certain minimum
safeguards which must be met if Member States permit public
companies to purchase their own shares; the directive does
not, however, require Member States to permit such purchases,

(this matter is discussed in more detail in Part II).




-

T In advance of the present consideration of possible
changes in the law, the Companies Act 1980 restates in statute,
with certain minor modifications, the prohibition, established
by Jjudicial precedent in the nineteenth century, on companies
buying their own shares. However, during the passage of that
legislation the Government made it clear that this statutory
restatement was without prejudice to the further consideration

of the whole area.

Se The proposal that companies should be permitted in defined

circumstances to buy their own shares will open up one somewhat

e T P SE————

separate issue. The development in the UK of unit trust schemes,
through which investors can spread their investment in equities,
is largely the consequence of the rule that a company cannot

buy its shares. This has precluded the development of "open-

ended" investment trusts of the type which operate in other

|
|
1

countries. The question posed in this paper will therefore

raise two further questions: first, whether it would be

advantageous to permit the development of open-ended investment
trust companies in the UK, and secondly whether special
statutory safeguards would be required for investors in such
companies, bearing in mind the provisions in the Prevention of

Fraud (Investments) Act for the protection of investors in unit

trusts.




ZTH%X ~ PASSAGE UNDER DISCUSSION WITH REVENUE /

The Government invites comments on the issues raised in this

consultative document, in particular on:

i) the strength of the case in principle for a

change inthe law to enable (a) private companies

and (b) public companies, to purchase their own

shares;

the safeguards for members, creditors, employees and
other interested parties that should be attached to any
provisions enabling (a) private and (b) public companies

to purchase their own shares;

whether, if private companies were permitted to
purchase their own shares, this should be in defined
circumstances only (eg on the death or retirement of

a member);

whether for private companies, the present requirements
for the formal reduction of share capital should be

eased, to permit simpler and cheaper reductions;




whether, in the case of public companies, any

power to repurchase should be restricted eg to

unlisted shares or to companies of a defined size;

whether if repurchase of own shares were permitted,
it should be stipulated shares should

cancelled, rather than s "treasury shares";

|
whether the Companies Acts should be amended to permit

companies to issue redeemable equity shares;
whether private companies operating employee
share schemes otherwise than through trustees should

be permitted to buy their own shares, and to finance
9

such schemes as a further exception to the general

prohibition in section 54 of the Companies Act 1948.

the implications of according to investment companies

a power to repurchase their shares.

It is suggested that Professor Gower's analysis in Part 11
would provide a convenient framework for observations on these

points.




Representations on the issues raised in this Consultative

Document should be sent to

Department of Trade
Companies Division

Room 509

Sanctuary Buildings
16=-20 Great Smith Street
London

SW1P 3DB

and should reach the Department by 20 September 1980.
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PURCHASE BY A COMPANY OF TITS OWN SHARES

THE PRESENT POSITION

1 It was established by the case of Trevor v Whitworth (1887) 12 App

Cas 409, H.L. that a limited company may not buy its own shares because
this would amount to an unauthorised reduction of capital. This basic

principle has now been codified in the Companies Act 1980 and applied to

any acquisition by a limited company of its own shares '"whether by purchase,

subscription or otherwise'": S. 35(1). Certain exceptions are recognised.

A Company limited by shares may acquire its fully paid shares otherwise
than for valuable consideration and any company may acquire its own shares
"in a reduction of capital duly made": S. 35(2). Companies may also redeen
redeemable preference shares, purchase shares in pursuance of an order of
the Court under Section 11 or 75 of the 1980 Act or 5 of the 1948 Act and
may forfeit shares or accept a surrender in lieu for non-payment of calls:
S. 35(4). Where partly-paid shares are acquired by a nominee of the
company, Section 36 of the 1980 Act makes the nominee personally liable
and, by Section 37, where any shares of a public company are acquired by

it or its nominee they must be disposed of or cancelled within a prescribed
time and, in the meantime, cannot be voted. Further, a public company 1is,

o

in general, prohibited from taking a charge over its own shares: S. 23.

2 The rule that a company may not buy its own shares does not apply to

an unlimited company. But prohibitions have been extended to other transac-
tions which, though technically they do not reduce capital, are thought to
be subject to equal or greater objections. Thus, in general, a subsidiary
company may not become a member of its holding company (Companies Act 1948,
S. 27) nor may a company provide financial assistance for the purchase

or subscription of its shares or those of its holding company (EEEQ S. 5k)

- and these two sections apply equally to unlimited companies.




% Of the exceptions listed in paragraph 1 to the general principle,
that relating to redeemable preference shares is by far the most important
and also the most interesting in the present context. It shows that it

is possible to provide for the re-purchase of shares in a way which does

[ =40

not impair capital to the detriment of creditors. Under Section 58 of

the Companies Act 1948, replacing the provision of the 1929 Act which first

legitimated the issue of such shares by registered companies, a company if

50 authorised by its articles may issue preference shares which are, or

at the option of the company are liable, to be redeemed. But they mnay

be redeemed only if fully paid, and-only out of profits which would other-
wise be available for dividend or out of the\proceeds of a fresh issue

made for the purpose of the redemption. 1In either event, any premium

payable on redemption must be provided for out of profits (and, under the

amendment in the 1980 Act expressly "profits which would otherwise be
available for dividend") or out of the share premium account. Moreover if
redeemed out of profits an amount equivalent to the nominal amount of the
shares redeemed must be transferred to an undistributable reserve, rather
unhappily named "the capital redemption reserve fund" unless and until it

is subsequently converted to share capital on an issue of bonus shares.

In other words, capital is not reduced1 but is replaced and maintained either
by the new share capital or by the capital redemption reserve fund. Hence,
insofar as capital is a protection to creditors against depletion of the

company's resources by subsequent distributions (and under the divideni
J ¥ q

But see paragraph 22, below




rules introduced by Part III of the 1980 Act the protection will become
substantial in the case of public companies) that protection is not

impaired.

4 The main reason for restricting the power to issue redeemable shares
to preference shares was, no doubt, that the possibilities of abuse are
less in this case since they do not normally afford voting control of the
company or fluctuate in value to the same extent as equity sharcé. But
since there is no definition of "preference shares"fo; the purpose of

. l oy .
Section 58 it wolld appear to cover any which afford a preference either

as regards dividhnds or capital. Hence it could be used to issue redeemable

shares which because of their rights to further participation in either or
both of income and capital confer a considerable slice of equity (and,
indeed, of the votes). If the section is intended to limit redeemable
shares to non-equity shares it has achieved its purpose only because
advantage has not in practice been taken of it in relation to equity shares.
The only worthwhile purpose that the word "preference'" seems to serve is
that it ensures that the company has other, non-redeemable, shares and
therefore helps to avoid the complications which occur when a company finds

itself without any shareholders.

o So much for the present position in the United Kingdom. In the USA
the common law developed differently and it was held in most States that
a company could buy back its own shares so long as it did so out of profits
and without impairing capital. The practice is now regulated by statute
in most States and is generally permitted subject to various limitations

., s 2 o Mon s . : 3 .
and conditions. A distinction is drawn between shares issued as redeemable,

2 And is now spreading to other common law countries: see, for example,
Canada Business Corporations Act 1974-75, S. 32




which is generally impermissible in the case of common stock, and shares
not liable to be redeemed and cancelled but which can be re-purchased by
the company, becoming "treasury shares'" until resold. The latter is
permitted in the case of all types of share, including common stock, but,
again, subject to limitations and condition. While the shares are held in

the company's treasury they are not entitled to dividends or votes.

6 Similarly in the other EEC countries companies were generally permitted
to repurchase their shares, though the practice now is normally regulated

by statutes which are in process of amendment to comply with the provisions
of the Second EEC Directive on Company Law referred te in paragraph 7 below.
The conditions under which the practice was permitted differed widely.

In Germany, for example, the amount of share capital that a public company

(Aktiengesellschaft) could re-purchase was normally limited to 10% and the

acquisitions had to be for certain specified reasons. One of these was

"if the acquisition is necessary to avert serious damage to the company" -
a formula (reflected in art. 19.2 of the Second Directive) which was
treated as justifying use of the power pretty freely. 1In France the
provisions were more complicated and restrictive. Purchases were allowed
for the purposes of (a) cancellation on a resolution to reduce capital,

(b) employee share schemes, and, (c) in the case of listed companies, main-
taining the quoted price of the shares or to facilitate mergers. But
acquisitions were subject to various conditions and the total acquired
under (b) and (c) could not exceed 10% of the shares of any class. In the

Netherlands, on the other hand, the provisions were few and normally fully

paid shares could be acquired up to 50% of the share capital. As in the

USA, the general position was that the company could not exercise or enjoy
any rights in respect of the shares held by it. Generally speaking too

(though the reverse was true in Denmark) greater freedom was permitted




in the case of the types of company corresponding to our private companies.

The position in the other EEC countries also differed from that in the UK

in that capital could be reduced with less formality so long as the minimun
capital requirements (a long-established feature of European company laws
were not infringed. And France recognised the (to us) strange concept of

"reimbursed shares" (actions de jouissance) under which the shareholderhad

his proprietary interest redeemed but remained a member of the company in

other aspects.

7 One of the objects of the Second EEC Directive on Company Law is to
hﬁrmonise the provisions relating to purchase and redemption of shares.

The more important of the relevant articles are set out in Appendix A to
this Paper. As will be seen, they are lengthy and complicated but their
general effect can be summarised by saying that they forbid the purchase or
redemption of shares except that, tc accommodate to some extent the diver-
gent practices of the various Member States, they permit their laws to
allow purchases, withdrawals and redemption of shares subject to compliance
with certain conditions which are generally more stringent than those
hitherto prevailing in the Continental systems. The Directive, which we
have implemented by the 1980 Act, permits us to maintain the existing

exceptions to the Trevor v Whitworth rule but does not require us to extend

them. It would, however, allow us to widen these exceptions subject, in
the case of public limited companies, to laying down stringent conditions.
The Directive does not apply to our private companies (though the 1980 Act
has extended some of its provisions to them) and so far as they are

concerned we are free to widen the exceptions to any extent we wish.

8 The main conditions which would normally have to be present if public

limited companies were to be permitted to purchase their shares are:




(a) the shares must be
(5) authorisation must be given by the general meeting,
) the total acquired and held must not exceed 10%,

@) the effect of the purchase must not be to reduce the
net assets below the amount of the subscribed capital plus

undistributable reserves,

(e) voting rights must be suspended so long as the shares

are held by the company, and-

@) purchases and the reasaqng for .them must be set out in

the '"annual" report.

Somewhat different conditions are laid down in respect of redeemable or
withdrawable shares; articles 35-37 being designed to accommodate the
various Continental practices (art. 35 relating to the French actions de
jouissance referred to above) and art. 39 to accommodate the UK practice.
It will be noted that this article does not prescribe that the redeemable

shares must be preference shares.

THE CASE FOR CONSIDERING EXTENSION OF THE POWER TO ACQUIRE THE
COMPANY'S SHARES

9 Until recently there has been little public interest in the possibi-
lity of a further extension of the power for a company to acquire its own
shares. The Jenkins Committee, having taken evidence from America that

"the power enjoyed by companies in the United States has not led to abuse

and is useful for a number of purposes" (Cmnd 1749 of 1962, para 167)

nevertheless reported as follows:




"1€8. In our view, if the Companies Act were amended to give

a limited company a general power to buy its own shares it

would be necessary to introduce stringent safeguards to protect

both creditors and shareholders. We think it would be possible to
devise effective safeguards and we do not think they need to be
unduly complicated. On the other hand, we have received no evidence
that British companies need this power and the relatively few
witnesses who offered any evidence on this matter were almost

unanimous in opposing the introduction of a general power for

companies tio buy their own shares. The power might occasicnally
|

be useful when a minority of the members of a small company whose

shares were not readily marketable wished to retire from the company

and the other members were unable or unwilling to buy their shares
at a fair price; we doubt if such a power would often be exercised
for this purpose since it would usually give rise to a surtax
assessment in respect of past profits of the company still undistri-
buted and, in cases where tax difficulties can be overcome, a quasi-
purchase of the shares of the company can be, and in practice is,
carried out by the machinery of a reduction of capital by repaying
those shares at a premium. We have therefore reached the conclusion
that there is no justificationfor the general abrogation of the
familiar rule that a limited company may not buy its own shares;

indeed, we think that the rule should be expressly stated in the Act.

169. Ve have considered whether a special exception should be
provided for companies which operate profit-sharing schemes involving
the issue of shares to their employees. The value of such shares
will to a great extent depend upon their being freely marketable.

The employee, if the shares are not quoted or if his holding is small,




may find it difficult to sell them. In such circumstances,

it is argued, the company should be empowered to provide a market

in the shares. Ve received no evidence that this problem presented
insuperable difficulties and on the evidence presented to us we do
not think that the proposed exception would be justified. For the
same reason, we do not accept the suggestion that Section 27, which

rohibits a subsidiary from acquiring shares in its holding company,
P b 1 g pary

should be modified in favour of profit-sharing companies."

In other words an extension was rejected not on the ground that it would
be unduly difficult or lead to abuse but rather on the ground that nearly

everybody was happy with the status quo.

10 This attitude has continued to prevail until very recently when
there has been some pressure for a wider power. For example, the Committee
under the Chairmanship of Sir Harold Wilson which is reviewing the working

of the City's Financial Institutions, has in an Interim Report on The

Financing of Small Firms (Cmnd 750% of 1979) advocated that consideration

should be given to permitting such firms to issue redeemable equity shares
as a means of enabling them to raise needed capital without parting
permanently with family control: page 12, para 17. The Association of
Independent Businesses, in a well-argued Memorandum to the Department of
Trade, has pointed out that a shareholder needing to sell all or part of
his equity in a small unlisted company may be unable to find a buyer other,
perhaps, than a financial institution or public company and that:this is
one of the factors leading to excessive concentration of industry and
commerce. The Association argues that if a company were permitted to buy
its own shares a greater number of unlisted independent companies would

be able to continue in separate existence and that additional investment in




them would be encouraged. Others have suggested that larger companies with
surplus liquid assets might mor sefully employ them in informal reductions
of capital by buying up their shares rather than by looking round for outlets

for further diversification.

11. The main advantages which have been claimed for allowing companies

buy their own shares are the following:

(@) It may enable the company to buy out a dissident shareholder.

(b) It facilitates the retention of family control.

() It provides a means whereby a shareholder, or the estate of a
deceased shareholder, in a company whose shares are not listed can

a buyer.

(d) It is particularly useful in relation to employee share schemes in
enabling the shares of employees to-be repurchased on their ceasing to
be employed by the company.

(e) It may help with the marketing of shares by enabling the company to

give a subscriber an option to re-sell to the company.

. : P :
@) It enables companies to purchase their shares for use later in stock

option plans or acquisition programmes, or to increase their earnings per
share and thereby make the remaining shares a more attractive investment.
(g} If redeemable shares are quoted at below the redemption price it
enables the company to save money by buying up in advance of the
redemption date (a practice which our Companies can, and do, adopt in
the case of debentures but cannot in the case of redeemable preference
shares) .

(h) It permits the evolution of the open-ended investment company or
mutual fund instead of having to operate through the device of a unit
trust.

ﬁ) It provides a company with surplus cash with a further means of

using it advantageously.




(i) It can be used to support
thought to be unduly depressed, thus preserving for the shareholders
the value of their shares as marketable securities.

(k) If the company not only buys its shares but trades in the treasury

shares thus acquired it may make money thereby.

12. It is not suggested that all the above advantages are necessarily
(j), in particular, may be regarded as ohjectionable as leading to market-
rigging and (k), trafficking in its own shares, is not self-evidently a

G!’.) 1 & i ™

desirable corporate activity. But some - particularly (b), (c¢) and (4

clearly are valuable, especially in the case of closely-held companies and

it is in relation to such companies that the power is mainly used in the USA.
Even in these cases, however, the power is clearly capable of abuse;
example by enabling the management to maintain its own control or to

control and to use the company's money in doing so.

13. Some of the objectives of the transactions listed in paragraph

can already be achieved by other means. It is common, for example,
articles of association of private companies to provide that a member

to dispose of his shares will first offer them to the other shareholder, or
to the directors. Théreby the objectives of (b) and (c) may be achieved.
But they will not be achieved if the other members are unable or unwilling
to buy. And, if the right of first refusal is coupled with an absolute
discretion to the directors to refuse to register transfers (as it almost
invariably is) the shareholder, or the estate of the deceased shareholder,
may be locked in the company with little prospect of receiving dividends
(since profits will probably be re-invested or distributed as directors'
remuneration) or may ultimately be forced to sell to the members or
directors at a gross undervalue. One of the main reasons for the en:

of section 210 of the 1948 Act (now replaced by Section 75 of the

10




was to provide some remedy

Moreover if, as is sometimes the case he articles provide that the offer
shall be to the directors (as oprosed to all the members) it provides a
ready means whereby directors, in breach of the spirit, but not the letter,
of their fiduciary duties, can maintain and enhance their control of the
company. These possibilities of abuse would be reduced if the company
itself could be the purchaser. And clearly there would be many cases where
the other members would be happy for the compang.to buy although phcy were
unable to raise the money to do so themseclves. They might well be unable

to raise the necessary money themselves by borrowing on the security of

their shares beciuse shares in private companies are not an attractive

security to outside sources of finance and the company itself is precluded
by section 54 of| the 1948 Act from lending for the purpose of enabling its

shares to be acquired.5

14%. Similarly, it is possible to institute employee share schemes
Y P ploy

employees are enabled or obliged to re-sell on leaving employment. But this
has to be done by operating the scheme through trustees, although, thanks to
the exceptions to section 5S4, the needful finance can be provided by the

M i : . : .
company . 'his necessity to establish a trust is not a serious
case of large public companies. But those running small private ones

undoubtedly regard it as an unnecessary and incomprehensible complication

which is a serious disincentive to the establishment of such schemes.

15. For these reasons there is a case for consideration, at least, of an
extension of the power of a private company to repurchase its own shares.
If, however, an extension is to be of practical value perhaps the most

serious problem that will have to be solved is one of tax law rather than

3. S5.38 of the 1980 Act, generally prohibiting a company from taking a charge
on its own shares, applies only to public companies.
- ' -

But, as a result of an amendment made by the 1980 Act, in the case of
¥ 2 iy e -

public companies only out of profits available for dividend: 1930 Act

Schd 3, para 10. 9

1




company law. It was, indeed, the tax implications that led the Jenkins
Committee to conclude that a power to buy their own shares

value to private companies. The tax position has changed substantially
recent years and will alter radically when the proposals relating
companies' announced in the 1980 Budget Speech are enacted. In the case of
trading companies the Revenue's present power to apportion undistributed
income (above certain limits) among the participators, taxing them at their
personal rates will be abolished, thereby making it easier for such companies
to accumulate profits out of which their shares could be re-purchased. But
ma jor problem will remain - and this applies equally to non-close compani

the shareholders whose shares are to be re-purchased will not be will

.

sell unless any profit they make is‘tliable only to capi'tal gains tax

treated as income. Yet i his is conceded there is a possibility of usi

the power as a tax avoidance device by extracting income in the form of
capital.

It is understood that the present practice of the Revenue when shares are
re-purchased by an unlinited company is to treat any part of the purchase
price in excess of the capital paid up on the shares as taxable income of
the seller. Moreover, if the shares are re-purchased out of the company's
profits the company is deemed to have made a"distribution" with consequent
liability forthwith to pay advanced corporation tax. If this practice were
maintained a sale to the company, rather than to a third party, would be
highly disadvantageous to the selling sharceholder and detrimental to the
company itself unless it was liable to full corporation tax payable almost
immediately. Nevertheless if it is thought desirable in the interests of
small businesses to permit them to buy their own shares the needed changes
in company law should precede, and not wait ypon, Shanges in ta% law and
practice which will n e n in respect of transactions which are

legally impossible.




16. The for an extension in relation to public companies

different character. Advantages (a) to (d) are either of no or o

moment, (e) seems undesirable in the casc of listed securities and (j; and
(k) are probably actually or potentially objectionable. The only seemingly
unobjectionable advantages appear to be (f) to (i). It is, however, doubtful
how far use would be made of (f), (h) or (i). If public companies want to
have shares available for stock options or acquisitions they scem to
experience no difficulty in persuading their members to authorise the

creation of further share capital for this purpose. If they want to reduce,
rather than increase, capital they can do so under a formal reduction scheme
which, in the case of larger companies, is a relatively simple and inexpensive
operation. The argument that, if companies could spend surplus cash on
informal reductions by buying their shares, they would do so rather than engage
in possibly dangerous expansion and diversification seems distinctly dubious
in view of the many surveys which have concluded that the main motivation of
company managements is a desire to expand their empires. It is difficult to
see how a power to purchase the company's own shares could be directly used

to facilitate "de- mergers". At the most it might provide an outlet for

surplus cash alternative to further take-overs and, when a company had hived-

off part of its undertaking by a sale, provide it with an alternative method

of distributing the proceeds of sale to its shareholders. As for (h) (the

possibility of operating through Hutual Fund companies rather than Unit

at the time of the Jenkins Committee the unit trust industry showed a marke
lack of interest and enthusiasm for any such innovation. If this is still

the view of the industry there seems little point in introducing a possibility

of which use is unlikely to be made.

17. The tax problems adverted to in paragraph 15, above, would arise
equally in relation to public companies. While the present tax law and

practice remains, using a power to re-purchase shares would normally be

13




disadvantageous both to the shareholders and the company whether the
purchases were a means of distributing surplus cash, rather than paying
increased dividends over a number of years, or a means of providing a market

for shareholders wishing to sel But, as with private companies,

thought that the power is needed, company law should be amended to confer

the power without waiting for changes of tax law.

LYY Ty

THE EXTENSIONS WORTHY OF CONSIDERATION

48, " In iding what extensions » worthy consideration and sul

made :

J
|

a. That there should be no breach of our international obligations

|
under the EEC Second and Fourth Directives;
b. That, even in the case of private companiés to which the Second
Directive need not be applied, we should not substantially reduce the
additional protection afforded creditors and members by
rules embodied in the 1980 Act in respect of authorisétion of issues of
further capital, raising and maintaining capital, distributiqQns to share-
holders, and pre-emptive rights.
19. Even within the constraints imposed by these assumptions, the possible
extensions are many, but it is thought that those set out below are those
worthy of serious consideration. They are set out from the narrowest possibl
to the widest with, in each case, a summary of the problems involved and the
suggested solutions and the conditions which might need to be imposed.

Possible extensions in relation to private companies are dealt with first

In this connection what is meant by '"private companies! is private companies
vhich are not, at the time when the shares are re-purchased, subsidia

public companies. If the view is taken that extensions should not be mad
relation to public companies it seems clear that their subsidiaries should
treated in the same way.

14
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PRIVATE COMPANIES

POSSIBILITY A

ixpressly permit private mpanie: issue redeemable equity shares

20. This would meet one particular point raised by the Wilson Committee:

see paragraph 10 above. And it could be simply achieved; essentially all

that would be necessary would be to delete the word "preference" from

section 58 of the 1948 Act. As a matter of strict law this would achieve
little. As pointed out in paragraph 4 above, that section already permits

the issue of redeemable equity shares so long as they confer some preferential
rights in respect of dividends or capital repayment. MNevertheless, there
seems no reason why it should not be done and the section is misleading as

at present worded.

21. Two other amendments would, however, be desirable. The first, a minor
one, would be designed to ensure that the company, as a result of redemptions,
i did not end up without any members. The 1948 Act provides two sanctions
when a company continues to trade with fewer than the prescribed minimun
number of members - as a result of the 1980 Act, two in respect of both

public and private companies. Section 31, as amended by the 1980 Act, makes
ithe remaining membcrs.personally liable for the company's debts contracting

{while they know it is so trading. This is totally ineffective if there are

no remaining members. The other sanction is liability to be wound up under

section 222(d). But if the company was solvent it is unlikely that anyone

i
]
!
L]
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would petition to wind it up. It is suggested therefore that section 58
should be amended to provide that the power to issue redeemable shares should

not be exercised unless the company has another class of (irredeemable) shares.

22. The other desirable amendment is of greater importance. Anomalously,

section 58 at present permits a premium payable on redemption to be provided




either out of profits or out

and the capital redemption reserve fund which has to be

only of "a sum equal to the nominal amount of the shares

result is that '"capital”, in the sense of share capital plus share premium
account need not be fully maintained on redemption. If 1,000 redeemable

preference shares of £1 each are issue & O, share capital plus share

T

premium account will equal £1,100. If later the shares are redeemec
out of profits and the share premium account all that will replace the £
is a capital redemption reserve fund of £1,000. This anomaly may not matter
much in the case of preference shares in the strict sense, where the premiunms

are likely to be small. But in relation to redeemable equity sh:

premiums might well be many times the nominal value, resulting
b
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+

reduction of capital on redemption. It is therefore suggested that sections

and 58 should be amendéd so as to prevent redeemable shares from being

redeemed otherwise than out of profits or an issue of new capital without any

use of share premium account which would be left intact.

23. The point raised in the previous paragraph regarding redemption premiums
draws attention to a difficulty that would arise in relation to the redemption

~

of equity sharesythat of finding a formula which will ensure that the amount

‘repaid in redemption fairly represents the security's stake in the equity at
that date. It can be done (approximately) in the case of listed securities
by the use of the so-called "Spens formula' whereby the redemption price is
based on recent quotations. In the case of unlisted securities in private
companies the nearest approach would be to adopt the formula common when
other shareholders are given pre-emptive rights, ie "at a fair price to be
determined in default of agreement by the auditors of the company'-a formula
which can (and has) produced widely different answers since the valuation of

shares in private companies is notoriously difficult.
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2k, While this Possibility seems unobjectionable, it is not what private
companies really seek. Their lack is not the ability to issue equity
securities expressly created as redecmable, but the ability to buy out

members or the estates of deceased members (ie Possibility C below).

POSSIBILITY B

Permit private companies to buy shares issued under an employees ghare scheme

25. Having regard to the present state of our law it is difficult to see
what objections there could be to -this further extension other than purely
5

doctrinal ones. The exceptions to section 547 of the 1948 Act already permit
""the provision by a company, in accoz: /] employee share scheme .....
of money for the purchase of, or subscription for, fully paid shares in the
company or its holding company .... " Under this, companies can, and do,
finance such schemes and the shares can be issued to employees and re-pur-
chased out of the finance provided by the company. In the case of private
companies” this can be done without the finance having to be provided out

of profits. At present it can be done only by vesting the shares in trustees,
a complication which, as pointed out in paragraph 1l above, is a disincentive

to the establishment of such schemes by small companies.

26. It is therefore suggested for consideration that proviso (b) to
section 54(1) should be amended in relation to private companies (other than
subsidiaries of public ones) by deleting the requirement that the purchase or

2

subscription must be by trustees and that a further exception should be added

to the prohibition on purchasing or subscribing by the company of its own

shares (section 35 of the 1980 Act), namely the acquisition by a company of

5. As amended by 1980 Act, Schd 3, para 10.

6. But, as a result of the 1980 Act, not public companies

17




fully-paid shares in ed in an employee share scheme In addition an
amendment would be necessary to section 27 of the 1948 Act permitting a
similar exception to the rule that a company must not become a member of its

holding company.

27. If this were done the only other provisions which would appear to be

desirable are:

(a) that as in the case of redeemed shares they should on re-purchas

7 : ; ¢
be cancelled and replaced by a capital redemption reserve fundj

(o) that the company should not repurchase employee shares unless,
| .

. . a 5 » . . -
thereafter;if will still be in a position to pay its debts as they fall

| -

due.

28. Provision (a) would alter the position which now obtains when employee

shares are vested in trustees. Where, as is commonly the case, the trustees

are closely allied to the management this can be used as a means of enchanc-
ing their own control. This danger would be increased if votes could be
exercised on shares vested in the company, for then it would be the management
which would control the exercise of the votes. Cancellation would avoid

this danger and also solve the problems which may arise if a solvent company
goes into liquidation while employee shares are held by the trustees - even if
this possibility has been foreseen and provided for, it may give rise to

unexpected tax and other consequences . As regards provision (b), it would

clearly be improper for a company to provide further finance to a trustee-
operated scheme if the result would be to make it insolvent in the sense that
it could not pay its debts as they fall due. The same should apply if the

company itself were permitted to operate a scheme.

e But with power to issue a like amount without liability to further
capital duty: see para 37.

8. See Rutter v Charles Sharpe % Co Ltd/1979/I W.L.R. 1429
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29. Hence from a purely company law standpoint, this extension could be

achieved very simply. Present tax legislation, however, restricts the
likely to be made of it. In most cases the company will probably wish to
set up the scheme so that the employees receive the tax concessions conferred
on "approved profit sharing schemes" under Chapter III of the Finance Act 1978~
Employee share schemes can secure approval under the present terms of that
Act only when shares are initially vested in trustees and retained by thenm
subject to various restrictions for a prescribed period or until earlier

of employment by reason of redundancy, death, injury, or disability
or reaching pensionable age. It would be possible to achieve the same result
by instead making it a condition of approval that the shares should be of a
separate class which would be subjeci to similar restrictions. But even if
the Revenue regarded it as essential to maintain the need for trustees for
these approved schemes it does not follow that the suggested extension would
not be worthwhile. Companies may still wish to operateemployee share schemes
which are free from the restrictive conditions laid down for approved profit
sharing schemes - but which may nevertheless confer tax advantages on
employees under section 79 of the Finance Act 1972. To force them to

up trusts in such circumstances seem

POSSIBILITY C

10 : , : ;
Additionally permit private companies to repurchase their shares

30. 1If practicable, this solution would confer on private companies all the
advantages which are sought by them. It would, however, raise greater
problems than Possibility A or B. Before discussing these, however, it is

necessary to consider whether, in fact, private companies would find it

o Y

9. The 1930 Budget Speech announced further concessions in r spect of
such schemes.

It would, of cource, be possible to adopt this in lieu of B which would
then, to some extent, be subsumed within C but it is thou ight that it
would be preferable to treat employee shares separately.

1
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possible, in the light of the tax law and the need to maintain the capital

of limited companies, to take advantage of the power.

Practicability

It would clearly be wrong to allow companies to redeem shares not
expressly issued as redeemable with safeguards against reducing capital to

the detriment of creditors less stringent than those applicable to redeemable

. - . . =0
preference shares. Assuming therefore that the safeguards in section 58 are

not reduced (a question discussed below in paragraphs 50-55) it follows that

-

shares could not be repurchased unless -

(a) they were fully paid,

W) ased out of the proceeds of a fresh issue or out of
profits, and

(c) if purchased out of profits, the share-capital which they represent
was replaced by an undistributable reserve - the capital redemption

reserve fund.

It can be argued that these rules - or rather (b) and its corollary (¢) -
would in practice )reveét private companies from exercising the power since
they rarely accumulate sufficient profits to buy out in one lump sum a member
who has, say, one-quarter or more of the equity.

32. However, one of the reasons why they do not accumulate profits - the

pover of the Revenue to apportion short-falls in distributions by close
companies = will, as pointed out in paragraph 15, above, be removed in the
ing mpanies when the 1920 Budget proposals are enacted. And
he shares of a deceased or retired part
ears' profi If this was permissible in

seems to be no reason why not) the lack of

If partnership firms (which are




treated just as strictly for tax purposes) find it practicable to buy

1‘] o 1 1 . A | : L &
partners out it would seem to be equally practicable for private companies
(most of which are incorporated partnerships) to do likewise if they were

allowed to. The only difference would be that whereas unincorporated

limited companies could not.

33. Doubtless therefore there would be some cases where, without resort to
capital, it would not be possible for a private company to buy out a major
shareholder, even if the price were paid by instalments. But the mere fact
that private companies would not always be able to use the power to repurchase
is not a reason for refusing to confer the power for use in those cases where

it would be practicable to do so.

34, ‘There is, however, a further tax problem which would have to be solved

if the power was to be of practical value. The shareholder or his personal
representatives will not wish to sell to the company unless the net price
after tax i1s as much as it would be if the sale was to a third party. In
other words he or they will want any profit to be taxed as a capital gain

only and not as income. But, if this were conceded in all cases where a
company buys its shares, it would afford an easy way of extracting income in
the form of capital. A company instead of distributing its profits by way

of dividend or directors' salaries could instead carry out a pro-rata informal
reduction of capital by repurchasing a proportion of each iber's shares.

Clearly this would, and should, be treated as payment of dividend. In the

USA, where tax questions have been one of the major problems arising from the

power to buy shares, the Internal Revenue tries to distinguish between those
transactions which are in reality distributions of dividends and those which

are bona fide purchases. A distribution to a shareholder in a complete

ok b e
11. Though it is now less common for large payments to be made for the

share of goodwill, -~




redemption of his holding is treated as a sale or exchange. Proportionate
redemptions from all shareholders are treated as dividends. For trans-
actions in between, the basic principle is that a purchase by a company of
its own shares is treated as a dividend unless it is established in the
particular circumstances each case that it is not essentially equivalent
to one. In principle this seems to be sound but it affords a greater measurse
of uncertainty and administrative discretion than might be regarded as
acceptable in this country. However, so long as it was conceded that a
purchase of the whole of a member's shares would be treated as a sale,
giving rise only to such tax liability as would arise on a sale to a third
party, the main need would be met. Without fﬁis concession the position of
the retiring shareholder would be even worse than it is at present, for the
directors, if they had absolute power to refuse transfers, would probably
say '""The company is prepared to buy your shares at a fair price but not to
permit a transfer to an outsider". Without more evidence of badfaith their
decision could hardly be attacked. Yet the effect would be that the price

payable by the only available purchaser would be unfairly disadvantageous

to the seller.

35. Another problem would be the determination of what is a fair price.

In the absence of any other provision in the company's articles this would
depend on free bargaining between the company and the shareholder and the
purchase would not take place unless both were satisfied. Many private
companies would doubtless insert in their articles a provision that if any
shareholder wished to dispose of his shares the company would be entitled to
buy them at a fair price determined in default of agreement by the
company's audi 3ut as already pointed out (paragraph 23, above) the
subjective judgment of the auditor would not necessarily ensure that the

price was objectively correct It has to be faced that there is no cast-
- w o

iron we f ing that the price paid is not excessive (thus reducing the
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value of the remaining shares) or (what is more likely because of the
restricted market and the probably unfettered discretion to refuse
transfers) too small (thus increasing the value of the remaining shares).
Safeguards against these dangers and against the danger that purchases

will be used by the directors to enhance their own control or otherwise

unfairly, are discussed in paragraphs 41-48 below and can, it is thought,

be provided.

| - : ¢ ivink ;
36 It seems, therefore, that there are no insuperable difficulties and
that,subject to spme further relaxation of the tax rules, the power would

be useful sufficiently often to make it worthwhile.

ii. Questions arising

i

37. The first question is to decide whether shares repurchased should

be cancelled or whether they should be treated as "treasury shares" which
the company could re-sell. In relation to private companies it seems
clear that there is no case for courting the accounting and other problems
which dealings in treasury shares would involve. Shares purchased should
be cancelled but there should be the same concessions relating to capital
duty as apply to issues of further capital following redemption of
redeemable shares (see Companies Act 1948 Section 58(4) as amended by
Finance Act 1973, sched. 19, para 14). This, in effect, would enable the
company to bring in a new shareholder in place of the cne bought out without
payment of further duty. It would also preserve the protection to the

members afforded by Sections 1% and 17 of the 1980 Act.

338. If companies were permitted to buy their own shares it would follow,
in the absence of express prohibition, that they could enter into executory

contracts, or obtain options, to do so. There -seems to be no grounds for
1
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prohibition; indeed for reasons stated in paragraph 32, executory
contracts appear to be vital if the aim is to be achieved. Performance
of such contracts would necessarily be conditional on its being lawful
for the company to pay for the shares at the time when the contract is
completed, ie on the assumption that payment could lawfully be made out
of profits only, on the company's having profits available at the time
or times of performance. What should happen, however, if the contrac
has been partly performed? Suppose, for example, that the company has
900 issued shares owned equally by three shareholders. One dies and the
company agrees to buy his 300 shares for £30,080, payable by equal instal-
ments out of the profits for the next 3 years. The .first year's payment
is made but in the second year insufficient profits are available. If

this eventuality has been foreseen and dealt with in the contract all may

be well. But what if it has not? It is tempting to say that the purchase

of the first 100 shares for £10,000 should be completed butthat the contract
should be cancelled as regards the balance. But that would be to make a
different contract for the parties and, probably, one that would not be
satisfactory to either. The estate wants to get out of the company and
not to be left with 200 (probably unsaleable) shares. The company has
agreed the price on the basis that it is buying a holding which, through
the power to block a special resolution, conferred a measure of negative
control. An alternative solution (though clearly not one wholly satis-
factory to the estate) would be t» say that in the absence of agreement
to the contrary the whole transaction should be cancelled. This might
occasionally present difficulties if the personal representatives had
distributed the £10,000 or if the 100 shares had already been transferred
to the company and cancelled. Neither solution is ideal. But all that
seems to be necessary is to provide some rule which, in the absence of

express agreement, would provide a workable solution if not a perfect one.

"0
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3 I Safeguards

39. As with issues of redeemable shares, companies should be permitted

to repurchase their shares only if authorised by their articles. But this
alone would not provide adequate publicity. If companies were permitted
to enter into executory contracts or to obtain options to buy their shares
it would be necessary to ensure that publicity was given to the fact that
the shares were subject to the contract or option. When shares are issued
as redeemable this is ensured because the articles have to state the terms
and manner of redemption and because the relevant share certificates will
describe them as redeemable. In such cases the right or obligation to
redeem will be an incident of the shares and will run with them into the

hands of any holder. This would not be so in the case of other types of

1 1 L] s I |
share. & The contract or option to buy would be personal to the shareholder

and a purchaser, without notice, from him would obtain a good title but for
the fact that if the directors have power to refuse transfers, as in

practice they will, they would obviously refuse to register him. Hence he
ought to be able to find out that the shares are under contract or option;
and so should anyone dealing with the company - especially anyone minded

to become a shareholder - for the contract may materially affect the true

net worth of the company. Provision would obviously need to be made requiring
notice to be given to the Companies Registry whenever a company acquired any
of its own shares. But in addition it is suggested that whenever it entered
into a contract or acquired an option to do so it should also give such
notice. It is also suggested that the company should be required to maintain

at its registered office a register (analogous to the register of directors'

It would be possible to provide that a note of the contract or option
should be endorsed on the relative share certificates but it is
doubtful if this would be much of a safeguard.




holdings and dealings required under Section 29 of the 1967 Act) of

acquisitions, contracts, or options which would show, inter alia, the

paid, and that the register (and perhaps copies of the contracts themselves?)

should be available for inspection at least by any member or debenture
holder. This would be a valuable additional protection against improper

or improvident behaviour by the directors and would help to some extent

in the determination of a fair price since it would be possible to obtair
details of any past purchases. Unless, in the case of private companies,
it would be thought an undue invasion of privacy any member of the public

might be permitted to inspect these documents and any member or debenture

holder to inspect the contracts themselves.

40. Some minor amendments to Schedule 8 of the Companies Act 1943 would
also be necessary to ensure that the annual accounts gave adequate particu-
lars of shares repurchased. When a company had entered into a contract to
acquire shares, paras 11(5) and 12(1)(d) should be made applicable. The
EEC Fourth Directive (which applies to private as well as public companies
requires separate details to be given of holdings of the company's own
shares, but only "to the extent that national law permits their being
shown in the balance sheet" as assets. If the foregoing suggestions were

adopted they would clearly not be so shown since they would have been

cancelled.

41. The final question is whether the present law would provide adequate
safeguards against the undoubted opportunities for abuse that an extension
of the power to repurchase shares would provide. Purchases could be used
to enhance the directors' control or to increase the value of their shares
using the company's money to do so. If made in advance of a likely take-

over bid they could be highly prejudicial to the holders of the shares bought.




Since the company would rarely be in a position to buy out every member

if a number wished to sell within a short period, it could be used to
favour one member rather than another. These abuses can take place at
present - except that the directors or pther "insiders'" have to use their
own money when they buy and not that of the company. The power to use the
company's money might increase the likelihood of these abuses and introduce
others since, as already pointed out, if the company pays too much for the
shares its creditors and remaining members are prejudiced, and if it pays

too little its remaining members gain unfairly.

42. 1In the case of dealings in shares in private companies it is

unrealistic to place reliance on the extra-legal restraints imposed by the
Codes of Conduct promulgated by The Stock Exchange, and the Council for

the Securities Industry or on the City Code on Take-Overs and Mergers.

Nor will the new statutory rules regarding insider-dealing have relevance

to dealings in shares of private companies. Hence, unless additional
protections were provided, the safeguards would consist of (a) the directors'
duties of care, skill and good faith and (b) the protection of minorities
afforded by a winding-up order on the ground that it is just and equitable
or the alternative remedy under the Section 75 of the Companies Act 1980.
These rules would provide remedies if the directors were negligent in the
exercise of the company's power or used it for animproper purpose or to
benefit themselves or if the power was exercised in a way which was unfairly
prejudicial to some part of the members. Hence they would go some way to
provide the needed safeguards if only shareholders could be relied upon to
invoke them. Unfortunately, but understandably in the light of the expense
of corporate litigation, this cannot be relied on. Nor would the resources
of the Department of Trade be adequate to enable abuses to be effectively

prevented or remedied by the exercise of the Secretary of State's powers




to appoint Inspectors and to take legal action in the light of the

Inspector, g’ Reports.

43. It therefore appears that further safeguards are needed. It is
accordingly suggested that any contract to repurchase shares should require
ratification by the company in general meeting. This would ensure that all
shareholders learnt of the proposed repurchase in advance and that they,
and not merely the directors, had to pass judgment upon its desirability.

If, however, the sharcholder who wished to be bought out, had a majority

of votes, this algne would not be an adequate safeguard. It would be
|

| :
somewhat more effective if an extraordinary or a special resolution,

|
requiring a three-quarters majority, were prescribed, but, even S0, 1n some

cases the affirming resolution would be passed only as a result of the votes

of the self-interested shareholder.

44, 1t is therefore suggested for consideration that on any such affirming
resolution the shares which were to be purchased should not be voted. It
is appreciated that this would be to introduce into English Company Law
a somewhat novel concept since at general meetings, as opposed to directors'
meetings, members are generally permitted to vote in their own selfish
interests. But in the not-wholly dissimilar situation when the general
meeting has been asked to ratify the issue of shares allegedly allotted

A

improperly the court have directed that such shares shall not be voted:

Hogg v Cramphorn Ltd. /1967/ Ch. 254; Bamford v Bamford /79707 Ch. 212, C.A.

Moreover, if it is conceded that what is sought to be achieved is that the
power should be exercised only when that is in the interests of the company
as a whole and if, as the case-law establishes, that means in the long~tern
interests of members present and future, it seems logical that the decision

should be taken by members who will remain in the company rather than by




those who are seeking to leave it. It should also be borne in #mind that
&
where the shares are those of a deceased (or bankrupt) member it would

not always be possible for his shares to be voted because his personal

representatives (or trustee in bankruptcy) had not been registered as a

member (Table A. art. 3%2).

45. An alternative to the safeguard suggested in the foregoing paragraph

" would be to allow all members (including the one being bought out) to vote
on the resolution but to entitle a dissenting minority to petition the

court to set aside the resolution. Experience with other circumstances

in which such a safeguard is already provided (for example under Sections 72
and 209 of the 1948 Act) does not suggest that it would be particularly
effective in view of the courts' reluctance to interfere with the business
judgment of directors and majority shareholders and any safeguard dependent
on the willingness to incur the expenses of litigation is better avoided

except as a last resort, especially in the case of small companies.

46  Since the new statutory insider dealing rules (1980 Act, Part V) do

not apply to transactions in the securities of private companies it would

be desirable to provide protection against the increased opportunities

for abuse of inside information that would arise if the company itself could
buy its shares. It could be argued that since most private companies are
essentially incorporated partnerships the transactions should be treated as

contracts uberrimac fidei denanding disclosure of all material facts. But

since an issue of shares is not a contract uberrimae fidei in the full sense

it would be illogical to go so far with a contract to repurchase. It would
seem better to draw on the analogy of the provisions of the 1980 Act and

to prohibit a repurchase when either the buying company or the selling
shareholder (in the case of a private company the latter might have informa-
tion unknown to the company) had "unpublished price sensitive information"

1
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as defined in Section 73(2) of the Act. But in contrast with the Act's

provisions relating to dealings, normally on The Stock Exchange, it is
suggested that the sanctions for breach should not be limited to crimina

penalties against individuals but that, in addition, the transaction

should be voidable at the instance of the innocent party.

7. The foregoing safeguards would not be needed if repurchases were
pro-rata from all shareholders. This however is unlikely to occur i

case of private companies without a formal scheme of capital reduction
because it seems inconceivable that the Revenue would ever countenance

a relaxation of the tax rules treating it as an income distribution -

it would provide obvious opportunities for tax avoidance.

48. It is not thought that specific provisions would be needed regulating
the insertion in the company's articles of a power to repurchase shares at
an arbitrary price. It could not be successfully argued that such a power
or its exercise was necessarily effective as "in the interests of the
company as a whole'" for in this context that does not mean the company

L
as a corporate entity.

iv. A narrower alternative

4g, 1t should be pointed out, in conclusion of the discussion of this

Possibility, th instead of conferring power to repurchase in any

The definition might need verbal amendment to make it appropriate
to dealings in securities of private companies.

Greenhalgh v Arderne Cinemas 479517 Ch. 286, C.A., at 291




circuastances «:f profits permitted, private companies might be permitted

to do so in defined circumstances only. In that event the circumstances

might be:

(a) in redemption of redeemable shares in advance of the

€

redemption date,

(b repurchase of the whole of a member's holding on his

death or his retirement from gainful occupation as a result

of disability, redundancy or attainment of pensionable age.

|
There seems to be a strong case in any event for allowing repurchase
in case (a). It might reduce the temptation to redeem under a formal
reduction scheme when, because of changes in interest rates, such shares
have become detrimental to the company and might enable the shareholders
to avoid being redeemed under such schemes on terms which they regard
15 2 : ; ;

unfaire - Case (b) reflects the type of special circumstances in which
b By might be conceded

for tax purposes
as an income didtrihutioq’ But so far as company law is concerned it is

1,\}that the purchase price should not be treated
LU

r

Scottish In

Prudential Assurance v Chatterly Whitfield Collieries, /19497 A.C.

Re Szltdean Estate Co {%9%2?1 W.L.R. 184%4. The objections of The
Stock Exchange and Institutional investors to premature purchases

for cancellation of listed redeemable securities could hardly apply

to freely negotiated repurchases of unlisted shares where the
alternative of a reduction scheme may operate harshly in the necessary
absence of the protection of the Spens formula: see Re Saltdean

Estate Co.

the conditions for approved profit sharing schemes referred to in
paragraph 29, above.




suggested that the power to repurchase,

rest

exercisable generally and not

for tax reasons, it is most likely

companies, for example to "proprietary

private companies as

and Disclosure (Cmnd 7654).

CAPITAL MAINTENANCE

Before leaving

50.

needs to be discussed.

if conferred

be used.

companies'

private companies there is

at all, should te
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It would, however, be

possible to restrict the use of the power to specific types of private

]

or to middle-tier

the recent Green Paper, Company Accounting

one further question which

As has been pointed out, if redemption or purchase

of shares is permitted only out of profits, some private companies will

find themselves unable to avail themselves of

without substantially reducing the protection

and future, to relax the present rules? This
of two ways.
purchase shares without having to comply with
in section 58; the second could be to make it
capital and thus to effect a purchase by that
Teasibility of either it needs to be borne in
capitalisation is a major cause of failure of

srievous loss to their creditors, and (b) the

dividend rules have

the power. 1Is it practicable,
afforded to creditors present

could be done in one (or both)

The first would be to enable private companies to redeem or

all the present restrictions
easier for them to reduce
route. In considering the
mind that (a) under-

private companies, often with

capital maintenance and

now been strengthened by the provisions of the 1980 Act.

Hence any weakening of the protection is something that needs to be looked

at very critically.

51. Under the present Section 58

unless they are fully paid,

(a)

shares cannot be redeemed




(b) except out of profits available for dividend or the
proceeds of a fresh issue,

and

(c) unless, on redemption out of profits, an undistributable
reserve (the capital redemption reserve fund) replaces the

nominal amount of the shares redeemed.

52. It has long been accepted that only fully paid shares can be redeemed
and it seems clear that a relaxation of (a) could not be contomplatcd.1?
Uncalled capitalT in the rare cases in which it exists, is in reality a
valuable asset t% which creditors can turn and on which they are entitled
to rely. To permit the uncalled liability to be wiped out, except on a
formal reduction of capital, seems unthinkable. It has been argued that
no harm would be done to creditor protection so long as the uncalled
liability was replaced by capital redemption reserve fund. But a reserve
is not as effective a protection as an'asset", particularly in relation to
private companies to which Section 40 of the 1980 Act does not apply.
Similarly there would be a grave weakening of the present protection if a
company could buy back shares out of capital. At first sight, however, it
might be thought that this could adequately be prevented by maintaining
(a) and (b) alone. This, however, is not so, for (c) is, in effect a
necessary corollary of (b). This can be illustrated by the following
simplified example:

Company A has issued £10,000 Ordinary Shares and £10,000

Redeemable Preference Shares at par. It has made realised

profits of £10,000 and now has net assets of £30,000,

represented by £20,000 share capital and £10,000 free

The EEC Second Directive takes the same view: see arts. 19.1.d and
b
79.b.




reserves. It uses the £10,000 to redeem the Preference
Shares. 1Its share capital is now £10,000 and its net assets
£20,000. But for the need to establish a capital redemption
reserve fund it would still have free reserves of £10,000
available for dividend, and would, in effect, have redeemed

the Preference Shares out of capital.

It seems clear, therefore, that (c¢), the need to replace the shures

redeemed by an undistributable reserve, is vital if creditor protection
|

is not to be subgtantially reduced, both in the case of redeemable

preference shares and re-purchase of shares.

53. The second way of meeting the difficulties of private companies,
ie by permitting simpler and cheaper formal reductions of capital, seems
more promising. If, however, the need to obtain the approval of the court
were maintained it seems doubtful whether the procedure could be simplified
and cheapened (even if the jurisdiction of the county court was extended)
sufficiently to make it attractive to small private companies. The real
protection afforded to creditors and members by the need for court approval
is not so much that reduction schemes are liable to be rejected by the
court (it is difficult indeed to find cases of such rejection when the
formal requirements have been complied with) but rather the fact that the
need to go before the court involves the collaboration of barristers,
solicitors and accountants who for the sake of their reputations, will not
support reduction schemes unless they are satisfied that they are fair

and justified. It is their professional charges rather than court fees
which account for the expense. But any legal procedure which dispensed

with their collaboration would result in a grave weakening of the protection
l) -

afforded.




S5k. However, as already pointed out (paragraph 6) we ave exceptionally
strict in our present requirement that a formal reduction of capital
always involves confirmation by the court. It is for consideration
whether adequate safeguards to creditors and members could not be

secured without inveolving the court - an involvement which in the case

of small companies imposes a heavy burden. In a Report to the Finance and

. : - E . Lol LM ,
Economics Committee of the States of Jersey the Commercial Relations

Department has suggested a procedure which draws on Continental experience
and provides pretty stringent safeguards. The relevant clauses of the
Draft Bill (article 50(1), relating to redeemable shares and article 51,
relating to reductions of capital generally) are set out in Appendix B

to this paper. The precise solution recommended would not be practicable
here for we have no officer equivalent to the Commercial Relations Officer
and the Companies Division of the Department of Trade does not have the
resources needed to undertake the task of confirming in place of the court.
Nor do our private companies need to have a minimum capital. But is is for

consideration whether a modified version of the proposals, on the following

lines, would not afford adequate protection.

55« A private company might be permitted to redeem or re-purchase
shares out of capital and to reduce capital accordingly, in the following

manner:

(a) Passing a special resolution ratifying the redemption

or purchase and approving the reduction of capital.

Report on Company Law Reform with Draft Company Law, October 1975




(b) Delivering to the Registrar of Companies a copy of the
resolution together with
a statutory declaration by all the directors
certifying that the company was and, after the redemption
or purchase, would be able to pay its
due and that it had adequate capital facilities for the
conduct of its business without resort to the capital
employed in the redemption or purchase;
and
ii  a report by the company's auditor stating that he had
examined the books and accounts of the company and that in
~N
his opinion the company would be able to pay its debts as
they fell due without regard to the capital resolved to be

returned to the shareholders.

(¢) The Registrar would cause a notice of the proposed purchase

or redemption and reduction of capital to be published in the
Gazette and in at least one national newspaper and one local news-
paper circulating in the locality where the company had its principal

place or places of business.

(a) Unless within a prescribed time from the publication of the
notice any creditor or member applied to the court to prohibit
the redemption or purchase and reduction the resolution would

become effective at the expiration of that time.

(e) If application were made to the court the resolution would
not take effect except to the extent that, and subject to such

conditions as, the court ordered.




. (f) Stringent penalties would be prescribed for statementsmade

without reasonable grounds and if the company were wound up,

and proved to be insolvent, within, say 12 months or 3 months

after the publication of its next accounts (whichever was the
longer) it would be presumed until the contrary was shown that

the directors did not have reasonable grounds for their declaration

(cf Section 283 of the 1948 Act). V2

C)
PUBLIC COMPANIES
PRELIMINARY CONSIDERATIONS
56. 1In discussing whether public companies and their subsidiaries should

be given powers to re-purchase their own shares, five preliminary considera-

tions need to be stressed.

(2) The case for doing so is of.a different character from that

of private companies: see paragraph 16 above.

) In relation to public companies (though not their private
subsidiaries) any extension would have to comply with the
stringent conditions imposed by the EEC Second Directive: see

aragraphs 7 and 8 above and Appendix A.
grap Pp

(c) The EEC Second Directive, art. 59, does not prescribe that

redeemable shares must be preference shares.

kﬂ The present need to operate employee-share schemes through

trustees does not impose an excessive burden on public companies

A possible additional safepuard would be to provide that if winding up
took place within the prescribed period the shareholders should be liable
to return the capital repaid. This, however, would prevent the personal
representatives of a deccased sharcholder from completing administration
of the estate until afiter the expiration of the period.

e >
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and to dispense with trustees and yet comply with the
provisions of the Second Directive would make for needless

complications.

(q) The EEC Second Directive envisages that companies having
power to re-purchase their shares might then re-sell them.
This would, in effect, introduce a practice alien to British
notions (though common in the USA) namely that of public
companies keeping their shares 'on tap" indefinitely. In none

of the recent discussions on this subject has there been any

advocacy of allowing companies to traffic in their shares and
|

if they were empowered to do so it would lead to a number of

complicated problems regarding accounting for dealings and the

tax treatment of the company in respect of profits or losses cn
such deals. 1If, as proposed in the case of private companies,
public companies were merely empowered to buy their shares for
cancellation, these complications would be avoided, as would some
of the constraints which would otherwise be required by the Second

Directive.

Having regard to these considerations the only questions that it seenms
necessary to discuss are whether powers analogous to Possibilities A and C
should be extended to public companies (and their private subsidiaries)
and, if so, what modifications of the suggestions made in relation to
private companies would be desirable, or necessary, in order to comply

with the Second Directive.




POSSIBILITY D

public companies a

redeemable equity shares

57. All that has been said about Possibility A in relation to private
companies is equally applicable here.. In practice the power might prove
more useful to public companies since t problem of fixing a meaningful

redemption price could be solved in the case of listed shares by the usec of
k ~

the Spens formula: see paragraph 23 above. Whether such shares would prove

popular with investors (or The Stock Exchange) is another matter but

that they might not is not an adequate reason for not openly recognising what

is already legally possible. But in relation Lo public companies it wor

even more desirable to make the amendments to sections 56 and

20
g " - : P
1948 Act suggested in paragraph 22 above” .

POSSIBILITY E

Permit public companies and their private subsidiaries to re-purchase and

cancel their shares

58. The principal advantage of this proposal is thought to be that it would
make it easier for companies to "go public" without obtaining a Stock Exchang
listing, for the company would provide an alternative market. The expenses

of listing and the minimum size of issues that The Stock Exchange will list

are undoubtedly grave handicaps in the way

¥
W

of small concerns wishing to
market their shares. On the other hand, it can be argued that the initial
scrutiny and subsequent vigilance of The Stock Exchange is the most potent
protection which investors enjoy, and certainly the track records of many of
the (relatively few) companies which have made public issues without a listi
do not suggest that such issues should be encouraged. Moreover the proposa
of The Stock Exchange to introduce an Unlisted 3ecurities Market (in addition
to dealings under the present rule 163(2)) may solve the problems of

public companies in this regard.

3

20. The present position seems inconsistent with the iri if not
of the EEC Second Difective.

-
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59. If, nevertheless, it was thought desirable to adopt this Possibi
much of what has been said in relation to Possibility C is equally

here and need not be repeated. The public company would be permitted to
re-purchase shares only if authorised by its articles and if the shares were
fully paid and only out of profiis available for dividend: the proceeds
of a fresh issue. On repurchase the shares would be cancelled but with a
similar concession to that under section 58(4) as amended (see paragrarh 37)
on an issue of further capital (to which the provisions of sections 14, 17
and 18 of the 1980 Act would app The capital of shares re-purchased out

~

of profits would be replaced by a capital redemption reserve fund - ;
larly important in the case of public companies in view of sectiﬁn 4O of the
1980 Act. Public companies would not face the saﬁ; difficulties as private

ones in complying with these conditions and it is not suggested that in their

case any less formal provisions for reduction of capital should be contem-

A

plated. Additional extra-legal protections against abuses would be likely

D

to operate because The Stock Exchange, the C.5.1., and the Take-over Panel
would doubtless evolve additional rules to deal with this new situation.

Where the shares purchased were listed there would be recent gquotations which
P 1

would help in ensuring that a fair price was paid and if they were bought

= 5 o e : 21
on The Stock Exchange e new 1insider dealing rules would operate

60. Certain modifications of the proposals made in relation to Possibility
would however be necessary; for example it would obviously be impracticable

to require each individual re-purchase to be ratified in general meeting.

Others would be needed to comply with the Second Directive.

Other common-law countries on introducing power for a company to buy its
own shares have thought it necessary to provide expressly that the
company is then an "insider": Can: Business Corporations Act
1974-75, - ( ) 3ince the rules ir 1ity
only on individials might be desirable to clarify precisely who would
be liable when the purchase was by the company itself.

Lo




61. It is accordingly sugpgested that the power should be exercised as follows:

=
|

(2) Authorisation should be given in peneral meeting and should lapse
unless renewed at each succeeding annual general meeting. The authori-
sation should determine the maximum number of shares of each class that

might be re-purchased and the maximum and minimum price which might be

paid (thus complying with art.19 1a of the Second Directive).

(b) MNotice of all acquisitions, conlracts and options should be given

to the Registrar of Compani ind the company should also be required

to maintain a register of all acquisitions, contracts or options which

should be open to public in :tion (cf paragraph 39 above).

(c) The directors' report or notes to the accounts should state the

reasons for acquisitions during the relative accounting period, the

number, class and nominal value of the shares acquired, the proportiocn

they represent of the issued share capital at the beginning of that

and the total price paid (thus complying with art.22.2 of the Second

Directive).

(d) Shares could be lawfully re-purchased only if fully paid and only
out of the proceeds of a fresh issue, or out of profits which,
consistently with sections 39-45 of the 1980 Act, the company could have

distributed by way of dividend (thus complying with art.19.1c and d of

the Second Directive).

(e) Re-purchased.'shares would be cancelled forthwith and, unless
re-purchased out of the proceeds of a fresh issue, replaced by an

undistributable reserve.

(£) No re-purchase could be made by a public company if the cancellation
of the shares concerned would have the effect of reducing the nominal

HI =

value of the company's issued share capital below "the authorised n

41




as defined in section

\

of the Second Directive).

62. Since the shares re-purchased would not be hel by the company, br
cancelled, no other conditions seem to be necessary in order to comply
with the Second (or Fourth) EEC Directive It 1s for consideration,
whether, by anal with art 9.1b of the 3econd Directive,
(. 1dit3 12 1 A A 1 T T e e e e "_--(;“.) N e 1 : e
additional to that re Eing om paragraph 61(f)) should be imposed or
proportion of the share capital which a company might acquire - art.19
prescribes a limit on shares acquired
in general meeting would have to determine the maxim

33 - . o~ v} 4 i) -} T T - P Y i 1 s |
acquired (see paragraph 61(a) above) and sinceereditors would
because there would be no reduction of the capital yard-stick (see paragraph

\ 1 . - = ) 4 -

61(d) and (e) above) the case for imposing any such limit does not seem to be
strong. The only obvious purpose which it would serve would be to restrict
the extent to which re-purchases might be used by the directors to enhance
their own control or increase the value of their own shares. That, however,

would be achieved only if the limit was a proportion of the shares of each

class (as well as of the total subscribed capital) and,

proportion of the capi originally subscribed (a.percentage of the currently

subscribed capital would allow the capital to be reduced gradually).

regard to the conditions suggested in paragraph 61 and to the legal and
extra~legal restraints on self-dealing it hardly seems necessary to prescribe
a limit. The limit resulting from condition (f) in paragraph 61 would
operate only in the case of public companies and not in relation to their
private subsidiaries. It would therefore provide a means of buying out a
minority alternative to a purchase by the parent company. That, however,

appears to be unobjectionable.




63. One further article of the Second Directive is relevant, however.
Article 42 prescribes that "For the purposes of the implementation of
this Directive the laws of the lMember States shall ensure equal treatment
to all shareholders who are in the same position". The danger that a power
to re-purchase might be used to discriminate unfairly as between one share-
holder and another has already been adverted to (paragraph 41 above)ard
doubtless the draftsmen of the Directive this in mind. Although the
risk of such discrimination is probably less in the case of public companie:
(certainly the larger ones) and is taken care of by the legal and ext
constraints to which they are subject, the article may have important

|
implications in |the present context. Where the company's shares ar

it is not thought that there would be any breach of the article if

wishing to buy its shares did so by instructing its stockbroker to acquire

them on The Stock Exchange. But so long as the present tax rules (see

paragraph 15, above) are maintained this type of re-purchase would pr
have to be banned because it would be impossible for the Revenue (or the
company) to tell which shareholders selling on the Exchange ghould be dee:

£ i : o B2 :
to have sold to the company and which to third parties ~, And in any case

it would be grossly inequitable to tax some as if the price received was

1

income and others as if it was capital liable only to capital gains tax.

In practice, the company would have to circulate an invitation to its share-
holders, in which event offers might be received of more shares than the
company was prepared to buy. The company ought then to treat each shareholder
alike by scaling down each offer pro rata. That, however, would mean that
only a proportion - and perhaps a small one - of each member's holding would
be bought, with the result that the Revenue would be more likely to insist
that the purchases should be treated for tax purposes as a distribution

(see paragraph 34 above).

In both cases transfers would be through SEPON.




The circumstances in which the power Lo re-purchase would

to a shareholder are where the shares are not listed and he needs tn sell
This seems to be the most likely case for a relaxation of the present tax
rules. And it is not thought that it would conflict with article 42 af the

Sceond Directive so long as the company adopted a consistent policy towards

approaches from

6. 1f the power to re-purchase was extendéd to.investment companies it

would enable unit trusts t e instead as open-ended investment

companies or mutual funds This, as pointed out in paragraph 16 above

they seemingly do not wish t¢ hough some investment trust com

might welcome the opportunity. It would also necessitate the dismantling
| Y

of the present regulation of unit trusts and the erection of an entirely
method of control. Alth

system s the i Committee thought (Cmnd 1749 paras 311-324%)

neither the Departm ne t is thought, the industry, would wish to face

Hence it is suggested that investment

o

companies should be expressly excluded if this Possibility were adopted.
in the case of private companies (sec paragraph 49 above) it would
be possible to adopt a more restricted power than that so far considered.
he power to re-purchase might be limited to shares which are
not listed - the situation in which it would be most needed by shareholders
because there was no other market on which they could sell. Or, adopting the

3

three-fold classification proposed in the Green Paper Company Accounting and

Disclosure (Cmnd 7654), it could be restricted to companies not in the top
tier. Alternatively (or additionally) it could be limited to the purchase
and cancellation of redeemable shares prior to the date of redemption. This

power might well be conceded in any event. Though it is understood

that the re~purchase of listed iture stock is not popular among
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the latter practices are, as many Inspectors' Reports have shown,

prevalent and likely to be more dangerous than an

company itself.

1 . -
Report

was critical of it - though i amendme

in the light of the Second Directive. But, it is

of any of the possibilities canvassed in this

demand any amendment of section 54% other than tha

above, 1f Possibility B were adopted.

paper,

hanere

by cha:
Lrnalilalipc

1

it in the case of all

its exercise in relation to

Possibilities were

t to certain exceptions

ther person purchase

the face may seen

purchase their shares
to others for such
art.23,

d Directive (sece

that can flow from
both
open purchase by the

section is not innced

Cmnd 1749, paras 170-186)

are no longer practicable

nts

thought, implementation

would not of itself

t referred to in paragraph 26




CONCLUSIONS

To sum up:

Little purponse would

companies to issue redeemable equity shar out it shov be allowed

~
cR

subject to ~tain nts to ions 56 and 58 of 1948 Act:

paragraphs

L=

il. Consideration should be give:

(a) Permitting private companics to operate employeé sha
otherwise than rough trustees and, ih relation to such sche

to buy their own share saragraphs 25-29.

(b) Permitting private companies re-purchase their own shares

for cancel]

(c) In conjunction with (b) or on redemption of redeemable
preference shares, providing a less formal means of reducing

1

capital: paragraphs

to re-purchase their own shares

iii. Without substantial changes i law and practice of corporate
taxation 1littl 5e 1s likely to be made of these powers but that is
not a valid reason for not introducing them. If they are thought
desirable reforms ¢ ommpany 1 he hould not await changes in

law:
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3, Paragraph: 2 shall
provisions of the Member States as reg

in subscribed capital by capitalizan

4.  The laws of a Member State
.h'h\".'__.':f.l.nt‘.'\ from :'n‘.!'.‘!_l'\rﬂ;“!!'. I itay

: ! 3
INVESTMeNE Companics with fixvd ¢ il

. o - e 1

| !i(.‘ CXPression mvestment. company \'~1|']1 fixed
. v . . - J . 1

\'.l|li[.‘|] 5 W J‘-‘|:i?'| 1 CAhg, o l]:!‘ PAFAZLAPI IMeans

only those companics:

— the exclusive objeet of which is to invest their

funds in various stocks and shares, la

assers with the sole aim of spreading invest
risks and g l"I‘.". their sharcholders t|.| benefit of
the results of the management of their assers, and

— which offer their own shares for subscription by

the public.

In so far as the laws of Member States make use of
this option they shall;

(a) require such companies to include the expression
‘investment company® in all documents indicated
in Article 4 of Dircctive 68/151/EF Cs

not peemit any such company whose net asscts
fall below the amount specificd paragraph 1
(a) to make a distribution to sharcholders -"1‘\-:1
on the closing date of the last financial year the

company’s tatal assets as set ont in the '.mr|n_||
accounts  are, or following such distribution
would become, less than one-and-a-half times the
amount of the company’s total liabilities to

i .
creditors as set out o the annual accounts:

require any  such company  which makes a
distribution when its net assets fall below the
amouiit spr.x‘ii'i- din paragraph | (a) to include in
its annual accounts a note to v effect,

Article 16

Any distribution made contrary to Article 15 must be
returned by sharcholders who have received it if the

company proves tiat those sharchiolders knew of the
irregularity of the disrributions made w them, or

LY .:'..‘.\'l.’ :\r't“l

Ve '[].-. circumist.

unaware of It

“1{—‘ )—ﬂ_ﬁl c_‘-"' No L'

i Communitics

Article 17

In the case of a serio
(,EH\.'\I within the period
aLates,

1
i
] [
should be wound up or any other m

|
i i

s e

2. The amount uf loss deeric
within the meann )

the laws of Member States

hall the subseribed capital,

Article

gty ; ’ :
5 Uhe shares of a company may not be subscribed
for by the company itself,

2. If the shares of a cempany have Lieen subscriled
for by a person acting in his own name, but on
behalf of the company, subscriber shall be
deemed to have subscribed for them for his own

account.

3.  The persons or companics or firms referred to
in Article 3 (i) or, in cases of an increase in
"-"tl"T'l'-'L.‘
or management body shall be liable 1o pay for sharc

SIII“'u.I! \l! Capiis 1[ [‘I‘.LT -"""I.!“‘\L""\ {'f ']1" il

subscribed in contravention of this Article.

However, the laws of a Meniber State may provide
that any such person  may be teleased froms his

oblgaton if he proves that no fault is atributable 1o
himy personaily.

Article

1. Where the laws of a Member Stare permir a
company to acquire its own shares, cither itself or
through a person acting in his own name but on the
company's behalf, they shall make such acanisidons
subject to at least the folluwing conditions:
(a) authorization shall be given by the gencral

meeting, which shall determine the terms and
conditions of such acquisitions, and in particular
the maximum number of shares to be acquired,
the duration of the period for '.-.'hj-;h thc
authorization 15 given and which may not e

] _'i‘g‘ e .1 -“.1‘ i

value, the maxmmum and minimum cons
gon.  Members  of  the  adminis
nanagement body shall be required
themmeelves thar at the time o !
acguivition is efrected

nAar
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the nominal value o

: 1]
ACCOUnNtani

may 1ave the effect of

the acquisitions
v

reducing amount

(d) only fully paid-up shares may be included in the

transaction.

2. The laws of a Member State may provide for
deragations from the first sentence of h 1 (a)
where the

NCCCSSATY 10 prevent Scrious an

the company. In such a case,

must  be
management body of the re: for and nature of
the acquisitions cffected, of the number and nominal

nominal value, the

informed v C 1 trative  or

absence of a
}",":L nf

proportion of the st

value or, in the
he shares acquired, of the

Ei.\}'

accountahle t
1l ~
i}

wcribed  capital  which

represent, and of the consideration for these shares.

3. Member States may decide not to apply the first
sentence of paragraph | (a) to shares acquired by
either the company itsell or by a person acting in his

own name but on the
distribution 10 that company’s employees ar

company’s  bchalf, for
to the
employees of an assaciate company. Such shares must

be distributed within 12 months of their acquisition.

Al'f.‘-r‘.{c‘ 20

1. Member States may decide not to apply Article
19 to:

shares acquired in carrving out a decision to

reduce capital, or in the circumst:

1ICes FLf(‘!’rl"{i [{¢]
in Article 39; :

shares acquired as a result of a universal transfer
of asscts:

fully paid-up shares acquired free of charpe or by
' }

banks financial

purchasing commission:

5

and other mstitutions  as

shares acquired by virtue of ;
resulting from a court rudin r f

minority sharcholders in

~3

the introduction of restrictions on' the rransfer of

- 1 - - : 1 . ¥
shares acquired from a sharcholder in the event

of failure to pay them up;

shares acquired in order 1o indemnify minority

sharcholders ¥ associated companies;

le

"

fully under
enforced by a court ocdr for the payment o

debt owed to the company by the owner of the

paid-up  shares  acquired a sa

shares;

fully paid-up shares issued by investment
.! it l!u‘
(4), and
request by that

e cempany. Article 15

company with fixed capital, as defi
sccond subparagraph of Article
acquired at the investor's
company or by an assogi
(4) (a) shall apply. Th
have the effect of redu
the amount of the «
reserves the distribution
law.

dcquisitions may not
2 the net assets below
cribed capital plus any
of which is forbidden by

2. Shares acquired in the cases listed in paragraph
1 (b) to (g) above must. however, be disposed of
within not more than theee vears of their acquisition
in the absence eof a

the shares
may
acting in his own
f, does not exceed

unless the nominal value or.
nominal value, the acceuns

acquired, including shar company
have acquired through 1 person
name but on the compansy’s hel
10 (;'L (}{ llI](.' Sl}l'JEL'Ijl‘('\i Caf:

: '
oCNal

3. Jf the shares are ne: Jisposed of within the
period laid down in parzzzanh 2 they must be
cancelled. The laws of 1+ Member Srate may make
this cancellation subject 1o 3 corresponding reduction
in the subscribed capital. 8203 1 reduction must be
prescribed where the seoo stion of shares to be
cancelled results in the ne: <2z having fallen below

the amount specified in Asz.: 02 13 (1) (a).

Artic.z

. 3 i .
Shares acquired in cont n of Articles 19 and
R e s

one vear of (F

2sposed of withia

acquisition. Should

that perind, Article 20
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Article

. Where the laws of a Member State permit a
company to acquire its own shares, cither itself or
through a person acting in his own name but on the
ompany’s behalf, they shall make the holding of
these shares ar all times subject to at least the
following conditions:
(a) among the rights ataching to the shares, the right
to vote attaching to the company’s own shares
shall in any event be suspended;

if the shares are included among the assets shown
in the balance sheet, a reserve of the same
amount, unavailable for distribution, shall be in-
cluded among the liabilities.

2. Where the laws of a Member State permit a
company to acquire its own shares, cither itself or
through a person acting in his own name but on the
campany’s  behalf, they shall require the annual
report to state at least:

(a) the reasons for acquisitions made during the
financial year;

(b) the number and nominal value or, in the absence
of a nominal value, the accountable par of the
shares acquired and disposed of during the
financial year and the proportion of the
subscribed capital which they represent;

in the case of acquisition or disposal for a value,
the consideration for the shares;

the number and nominal value or, in the absence
of a nominal value, the accountable par of all the
shares acquired and held by the company and the
proportion of the subscribed capital which they
represent.

Article 23

. A company may not advance funds, nor make
loans, nor provide sccurity, with a view to the
acquisition of its shares by a third party.

2. Paragraph 1 shall not apply to transactions

concluded by banks and other financial institutions in
the normal course of business, nor to transactions
¢ffected with a view to the acquisition of shares by or
for the company's emplovees or the emnlovees of an
associate company. Fowever, these gransactions may
not have the effect of reducing the ner assets below
the amount specified in Article 15 (1) (a).

3. Paragraph 1 shall not apply to transactions

effected with a view 1o acquisition of shares as
deseribed in Article 20 (1) (h).

Article 24

1. The acceprance of the company’s own shares as
security, cither by the company itself or through a
person acting
behalf, shall be treated as an acquisition for the

purposes of Articles 19, 20 (1), 22 and 23.

o in his own name but on the company’s

1
1
]

2. The Member States may decide not to apply
paragraph 1 to transactions concluded by banks and
other financial insticutions in the normal course of
business.

Article 25

1. Any increase in capital must be decided upon by
the general meeting. Both  this deciston and  the
increase in the subseribed capital shall be published
in the manner laid down by the laws of cach Member
State, in accordance with Article 3 of Directive
68/151/ELC.

2. Nevertheless, the statutes or instrument of
incorporation or the general meceting, the decision of
which must be published in accordance with the rules
referred to in paragraph 1, may authorize an increase
in the subscribed capital up to a maximum amount
which they shall fix with due regard for any
maximum amount provided for by law. Where
appropriate, the increase in the subscribed capital
shall be decided on within the limits of the amount
fixed, by the company body empowered to do so.
The power of such body in this respeer shall be for a
maximum period of five vears and may be renewed
one or more times by the general mecting, cach time
for a period not exceeding five years.

3. Where there are several classes of shares, the
decision by the general meeting  concerning  the
increase in capital referred to in paragraph 1 or the
authorization to increase the capital referred to in
paragraph 2, shall be subject to a separate vote at
least for cach class of sharcholder whose rights are
affected by the transaction,

4. This Article shall apply to the issuc of all
securities which are convertible into shares or which
carry the right to subscribe for shares, but not to the
conversion of such sccuritics, nor to the exercise of
the right to subscribe.

Article 26

Shares issued for a consideration, in the course of an
increase in subscribed capital, must be paid up to at
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least 25% of their nominal value or, in the ahsence of
a nominal value, of their accountable par.
provision is made for an issuc premium, it

paid in full.

Article 27

1. Where shares are issued for a consideration
other than in cash in the course of an increase in the
subscribed  capital  the consideration  must  be
transferred in full within a period of five years from
the decision to increase the subscribell capiral.
I|

2. The consideration referred to in paragraph 1
shall be the subject of a report drawn up before the
increase in capital is made by one or more experts
who are independent of the company and appoir d
or approved by an administrative or judicial
authority. Such cxperts may be natural persois as
well as lepal persons and companies and firms under
the laws of cach Member State.

Article 10 (2) and (3) shall apply.

3. Member States may decide not to apply
paragraph 2 in the cvent of an increase in subscribed
capital made in order to give cffect to a merger or a
public offer for the purchase or exchange of shares
and to pay the sharcholders of the company which is
being absorbed or which is the object of the public
offer for the purchase or exchange of shares.

4, Me States may decide not to apply
paragraph 2 if all the shares issued in the course of
an increase in subscribed capital are issued for a
consideration other than in cash to onc or more
companics, on condition that all the sharcholders in
the company which receive the consideration have
agreed not to have an experts’ report drawn up and
that the requirements of Article 10 (4) (b) to (f) are
met.

Article 28

Where an increase in capital is not fully subsecribed,
the capital will be increased by the amount of the
subscriptions received only if the conditions of the
issue so provide.

Article 29
1

increaseds by

' yo 1
AresS Must pe oficrcd o0 a

1. Whenever the capital s
consideration in cash, the

Official journal of the European Communities

No L 26/4

E— B

pre-emptive basis to sharcholders in proportion to

the capital represented by their shares.
The laws of a Member State:

need not apply paragraph 1 above to shares
which carry a limited right to participate in
distributions within the meaning of Article 15
and/or in the company's assets in the event of

liquidation; o1
l b ]

may permit, where the subscribed capital of a
company having several classes of shares carrying
different rights  with regard o voting, . or
participation in distributions within the mcaning
of Article 15 or in assets in the cvent of
liquidation, is increased by issuing new sharcs in
only onc of these classes, the right of
pre-emption of sharcholders of the other classes
to be exercised only after the exercise of this
right by the sharcholders of the class in which
the new shares are being issucd.

3. Any offer of subseription on a pre-emptive basis
and the period within which this right must be
exerciced shall be published in the national gazette
appointed in accordance with Directive 68/151/EEC.
However, the laws of a Member Srate need not
provide for such publication where all a company’s
shares are registered. In such case, all the
company's sharcholders must be informed in writing.
The right of pre-emption must be exercised within a
period which shall not be less than 14 days
from the date of publication of the offer or from the
date of dispatch of the letters to the sharcholders.

4. The right of pre-cmption may not be restricted
or withdrawn by the statutes or instrument of
incorporation. This may, however, he done by
decision of the general meeting. The administrative
or management body shall be required to present to
such a meeting a written report indicating the reasons
for restriction or withdrawal of the right of
pre-emption, and justifying the proposed issue price.
The general mecting shall act in accordance with the
rules for a quorum and a majority laid down in
Article 40. Tts decision shall be published in the
manner laid down by the laws of cach Member
State, in accordance with Article 3 of Directive
68/151/EEC.

5. The laws of a Member State may provide that
the statutes, the instrument of incorporation or the
general mceting, acting in accordance with the rules
for a quorum, a majority and publication set our in

1 1 At o e} o et
partagrapit 4, iay Eive the power to ICSIfict: ©OF
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withdraw the right of pre-emption 1o \
body which is empowered ro decide on an increase in
subscribed capital within the limits of the authorized
capital. This power may not be granted for a longer
period than the power for which provision is made in
Article 25 (2).

6. Parapgraphs 1 to 5 shall apply to the issue of
securities which are convertible into shares or which
carry the right to subscribe for shares, but not 1o the
conversion of such securitics, nor 1o the exercice of
the right 1o subscribe.

7.  The right of pre-cmption is not excluded for the
purposcs of paragraphs 4 and 5 where, in accordance
with the decision to increase the subscribed capital,
shares are issued to banks or other financial
mstitutions with a view to their being offered to
sharcholders of the company in accordance with
paragraphs 1 and 3.

Article

Any reduction in the subseribed capital, except under
a court order, must be subject at least 1o a decision of
the general meeting acting in accordance with the
rules for a quorum and a majority laid down in
Article 40 without prejudice o Articles 36 and 37.
Such decision shall be published in the manner laid
down by the laws of cach Member State in
accordance with Article 3 of Directive 68/151/EEC.

The notice convening the meeting must specify at
least the purpose of the reduction and the way in
which it is to be darried our.

Article 31

Where there are several classes of shares, the decision
by the general mecting concerning a reduction in the
subscribed capital shall be subject to a separare vore,
at least for each class of sharcholders whose rights
are affected by the transaction.

Article 32

1. In the cvent of a reduction in the subscribed
capital, at least the creditors whose claims antedate
the publication of the decision to make the reducrion
shall be cntitled at least to have the right o obtain
security for claims which have not fallen due by the
date of that publication. The laws of a Member State
shall fay down the conditions for the exercise of this
right. They may not set aside such rific unless the

-, &

X

creditor has adequare safeguards, or unless the fate
are not necessary in view of the assets of the

company.

2. The laws of the Member States shall also
stipulate at least that the reduction shall be void or
that no payment may be made for the benefit of the
sharcholders, until the creditors have obtained
satisfaction or a court has decided that their
application should not be aceeded to.

3. This Article shall apply where the reducti

the subscribed capital is brought about by

or partial waiving of the payment of the 1).11.1:1“.: of
the sharcholders” contributions.

Article 33

1.  Member States need not apply Article 32 o a
reduction in 1lw sub‘;criiwd (';m"ul \\'ho-'“‘ nw-[‘n%f' is

in a reserve prm'ult.‘d that, fn]wm'm,a: tlua operation,
the amount of such reserve is not more t]mn 10% of
the reduced subscribed capital. Exeepr in the event of
a reduction in the subscribed capital, []\iﬁ Feserve mi 1'-'
not be distributed to sharcholders; it may be used

only for offserting losses incurred or fm‘ increasing
the subscribed capital by the capitalization of such
reserve, in so far as the Member States permit such
an opceratiot,

2. In the cases referred to in pavageaph 1 the laws
of the Member Srates must at least provide for the
measures necessary to ensure that the amounts
deriving from the reduction of subscribed capital may
not be used for making payments or distributions to
sharcholders or discharging sharcholders from the
obligation to make their contributions.

Article 34

The subscribed capital may not be rgduced to a
amount Jess than the minimum Lap:mﬁ].nd down in
accordance with Article 6. However, Member Srnrt‘s
may permit such a reduction if they also provide that
the decision to reduce the subscribed capital mav
take effect only when the subscribed capital is
increcased to an amount at least equal to the
prescribed minimum.

Article 35

£ el

Where the laws of a Member State authorize :’-...I or
partial redemption of is

e S\IL‘NLF:}‘CL'I C'.l_[‘a:.i y nul‘. ut
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reduction of the latter, they shall at least require that
the following conditions are observed:
(n) where the statutes or instrument of incorpor
provide for redemption, the latee
decided on by the general meeting voring
under the usual conditions of quorn and
majority. Where the statutes or instrument of

incorporation do not provide for re. ‘mption, the
latter shall be decided upon by genceral
meeting acting at least under the condit
dquorum and majority laid down in Article 40.
The decision -must be published in the manner
prescribed by the laws of rach Member State, in
accordance  with  Article 3 of Directive

68/151/EEC;

conly sums which are available for distribution
within the meaning of Article 15 (1) may be used
for redemption purposes;

sharcholders whose shares are redeemed shall
he company, with T"It
of t

retain their rights in 1
exception of their rights to the repavment
investment and participation in
of an initial dividend on unredeemed shares.

thei

dix[ri]u:mm

Article 36

1. Where the laws of a Member State may allow
companics to reduce their subscribed capital by
compulsory withdrawal of shares, they shall require

that at lcast the §i following conditions are observed:

(2) compulsory withdrawal must be prescribed or
authorized by the statutes or instrument of
incorporation before subscription of the shares
which are to be withdrawn are subscribed for:

where the compulsory  withdrawal s mercly
authorized by the statutes or instrument of
incorporation, it shall be decided upon by the
general meeting unless it has been unanimously
.approved by the sharcholders concerned:

the company body deciding on the compulsory
withdrawal shall fix the terms and manner
thereof, where they have not already been fixed
by the statutes or instrument of incorporation;

Article 32 shall apply except in the case of fully
paid-up shares which are made available ro the
company free of charge or are withdrawn usi
sums available for disibution in

with Arricle 15 (1); in these cases .
cqual to the nomi value or, in the absence
thereof, to the accountable par all  rthe

withdrawn shares must be included in a reserve
Except in the event of a reduction in the
subscribed capital this reserve may not be
di'\'l'il“nrcd to sharcholders. It can be used only
for offsetting losses incurred or for increasing the
.‘nl!wn'rlf‘('d capital by the capitalization of such
reserve, in so far as Member States permit such
an operation;

the decision on compulsory withdrawal shall be
published in the manner laid down by the laws
of cach Member State in accordance with Article
3 of Dircctive 684]S1/EEC.

2. Articles 30 (1), 31, 33 and 40 shall not apply to
the cases to vhich paragraph 1 refers.

Article 37

1.  In the case of a reduction in the subseribed
capital by the withdrawal of shares acquired by the
company itself or by a person acting in his own name
but on behalf of the company, the withdrawal must
always be decided on by the general meeting.

2. Article 32 shall apply unless the shares are fully
paid up and are acquired free of charge or using
sums available for distribution in accordance with
Article 15 (1); in these cases an amount equal to the
nominal value or, in the absence thereof, to the
accountable par of all the shares withdrawn must be
included in a reserve. Except in the event ol' a
reduction in the subscribed capital, this reserve may
not be distributed to sharcholders. It may be used
only for offsetting losses incurred or for increasing
the subscribed capital by the capitalization of such
rescrve, in so far as the Member States permit such
an operation,

3. Articles 31, 33 and 40 shall net apply to the
cases to which paragraph 1 refers.

Article 38

In the cases covered by Articles 35, 36 (1) (b) and 37
(1), when. there are several classes of shares, the
decision by the general mecting  concerning
redempricn of the subscribed capital or s reduction
by withdrawal of shares shall be subject 1o a separate

“vote, at least for cach class of ‘R}IIIL}U‘?I\.’&FH whose

r|{lh[\. are '1Hu Loy I ln\ "‘.’ transa
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Where the Taws of a Member State authorize
campanies to issue redeemable shares, they shall
raqaire that the following conditions, at least, are
complicd with for the redemption of such shares:

{a) redemption must be authorized by the company’s
statutes or instrument of incorporation before the

redeemable shares are subscribed !‘m';
the shares must be fully paid up;

the terms and the manner of redemption must be
laid down in the company's statutes or

instrument of incorporation;

redemption can be only effected by using sums
available for distribution in accordance with
Article 15 (1) or the proceeds of a new issue
“made with a view to effecting such redemption;

an amount cqual to the nominal value or, in the
absence thereof, o the accountable par of all the
redeemed shares musr be included in a reserve
which cannot be distributed o the shareholders,
cexcept in the event of a reduction in the
subscribed capital; it may be used only for the
purpose of increasing the subscribed capital by
the capitalization of reserves;

subparagraph {e) shall not apply to redemption
using the proceeds of a new issue made with a
view to cffecting such redemption;

where provision is made for the payment of a
premium to sharcholders in consequence of a
redemption, the premium may be paid only from
sums available for distribution in accordance
with Article 15 (1), or from a reserve other than
that referred to in (¢) which may not be
distributed to sharcholders except in the event of
a reduction in the subscribed capital; this reserve
may be used only for the purposes of increasing
the subscribed capital by the capiralization of
reserves or for covering the costs referred to in
Article 3 (j) or the cost of issuing shares or
debentures or for the pavment of a premium to
holders of redecmable shares or debentures;

notification of redemption shall be published in
the manner luid down by the lgws of cach
Memmber Staic in .i\;\-:!LI..ll‘ICL‘ with Article 3 of

Directive 68/151/EEC. B

Article 40

shall provide
29

1.  The laws of the Member Stares
that the decisions referred to in Articles
(5). 30, 31

majority of not less than two-thirds of the vores

{4} and
, 35 and 38 must be taken at least by a
attaching to the securitics or the subscribed capital
represented,

2. The laws of the Member States may, however,
lay down that a simple majority of the voces specified
in paragraph 1 is sufficient when at least half the
subscribed capital is represented.

Article 41

1.  Muinber States may derogate from Article 9 (1),
Article 19 (1) (a), first sentence, and (b) and from
Articles 25, 26 and 29 to the extent thar such
derogations  are nccessary for the adoption or
application of provisions designed to encourage the
participation of cmployees, or other groups of
persons defined by national law, in the capital of
undertakings.

2. Member States may decide nor to apply Article
19 (1) (a), first sentence, and Articles 30, 31, 36, 37,
38 and 39 to companies incorporated under a special
law which issue both capital shares and workers’
shares, the latter being issued to the company’s
employces as a body, who are represented ar general
mectings of sharcholders by delegates having the
right to vote.

Article 42

For the purposes of the impleme

Dircctive, the laws of the Member Stares s

cqual treatment to all sharcholders who are in the
same position.

Article 43

1. Member States shall bring into force the laws,
regulations and administrative provisions needed in
order to comply with this Directive within two vea
of its notification, They shall forthwith
Commission thereof.

j -~

2. ° Member States may decide not to apply /

3 (g), (i), (i) and (k} to companics already in ex
- - r 1

at the LI;iu,‘ of CNTeY 1o toree 6i inc pio

referred to in paragraph 1.
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. Redeemable Shaves . j
z im paid up capital, a company may by its Articles

(n

Subriect to the maint

desigrate any ol its shares 2s Redeemable Sharces anc ires so desipnated shall be available for issue by

the company on such terms as to redemg 1all spe Provided that
(a) nosuchshare shall be red
Commercial Relation
date on which redemption is to e efie
redeemed and a certiticate signed by a g
that at the date of such certificate the company is not insolvent and
that its minimum paid up capital has not been diminished and will not be diminished
demption and that the company will not

revious to the
ng the shares to be

Jority of the directors confirming

as a result of the proposed re !
be made insolvent if the redemption is completed and that the company has adequate
capital facilitics for the conduct of its business without resort to
the capital to be redeemed and such certificate shall be counter-signed by
the auditor (if any) of the company; and
any amount paid on redemption in excess of the issue price of the shares to be

redcemed shall be paid out of the Share Premium Account or out

of the Revenue Surplus Account or out of the proceeds of a fresh issue of shares

made for purposes of the redemption as provided in Pa agraph (4) of this Article.
If 2 company shall fail to redeem any Redeemable Share on the terms specified in its Articles the holder of
hich defauit has been made shall be deemed to be a ereditor of the

any Redeemable Share in respesct of s
against (he company without such holder

company for the purpose of presentation of an Insolvency Petiti
being required to institute formal procee dings against the company by reason of the default.

Where a company has designated any part of its Share Capital as Redeemable Shares in any statement
which the company causes to make public as to its Share Capital the company shall disclose in conspicuous
terms the amount of its Share Capital so designated and where the terms of redemption provides a fixed
term or period during which redemption is to or can take place the relevant year date or dates shall also be
stated.

For the purpose of capital duty if any share capital is created by the company fo
declared in the requisite resolation of providing monies towards the redemption of Redeemable Shares and

d within one moath of the new shares being created the Share Capital

the Redeemable Shares are redeeme
shall not be deemed to have been increased ex cept to the extent that such Share Capital exceeds the nominal

capital represented by the shares which have been redeemed. :

ey

¢ the specific purpose so

Whenever a company redeems any of its shares under {he provisions of this Article it shall give notice in
writing to cach holder of the shares redeemed reminding such holder of the provisions of Article 38 of the
L g I

Insolvency (Jersey) Law, 197 whereby the amount paid on redemption may be recoverable by the Insolvency
Commissioner.

Reduction of Capital

(1)

A limited company may, subject to confirmation by the Commercizal Relations Officer, by Special
Resolution reduce its share capital in any manner Frovided that no snch reduction shall he effective ic
cxtent that it diminishes the prescribed minimum paid up capital.

Within fourteen days after the passing of a Special Resolution to reduce capital the company shall deliver to
the Commercial Relations Officer a certified copy of the Special Resclution and where the reduction involves
repayment of capital to any member of the compzny together with a certificate in similar ternis to the
ceriiiicaw referred to in Paragraph (1) of Article 50 of this Law and. unless the company has no creditors or
all the creditors have signified their consent in wi iting to the proposed reduction of capital. there shall also be
furnished to the Commereial Relations Officer a guarantee by a bank. or other financial institution
acceptable to the Commercial Relations Officer, providing sccurity for payment of creditors to such amount
as the Commercial Relations Officer shail think in all the circumstances proper or evidence satisfactory to
the Commercial Relations Officer that claims of creditors are adequately secured.

On receipt of the documents and particulars referred to in the last preceding paragraph of this Article the
Commercial Relations Officer may in any particular case, at the expense of the company, cause a notice to
be published in the Jersey Gazette, and in any newspaper published outside the Island if the Commercial
Relations Officer so determines havine regard to the nature of the company's business, giving details of the
propesed reduction, and, unless objection is made in writing to the Commercial Relations Olficer pursuant to
Paragraph (4) of this Articte within fourteen days of such notice appearing or the Commercial Relations
Officer determines to dispense with such ady ertisement, the Commercial Relations Ofticer shall confirm the
reduction and register details thereof in the file of the company at the Companies Registry and iscue a
certificate of confirmation which shall specify the details of the share capital of the company so reduced.
publishied as provided in Paragraph (3) of this Article, any creditor of the
€ Special Resolution is entitled to any debt or claim against the
sounding

Where any such advertisement is
company who at the date of the p: ssing of th
company, whether such debt or claim be present or future, certain or contingent, ascertained or




only in damages, shall be entitled to object to the reduction by notice in writing s
the extent and nature of his claim against the company, such noti
Relations Officer (and a copy served on the company) within th
Jaragraph (3) of this Articie.

Where any objection is made pursuant to Paragraph (4) of this Article the Commercial Relations OfF
shall within seven days of th cction being made consider the reason for the objection and any

representations made by the objector and the cor any and may retuse to confirm the Resolution {or the

reduction or may confirm the resolution for reduction absolutely or subjeet to such conditions as he may

impose relating to the company providing security {or such creditor, and for this pery the Commer

Relations Ofticer may modity the resclution which shall then be registered as so modified.

A special tesolution for a reduction shall take effect on and not before the issue by the Commercial Relations
Officer of his certificate of confirn ation and a copy of the said certificate shall accompany every copy of the
Article of the company issued by the company alter the date of such certificate,

If any officer of the company:
(a)  wilfully conceals the name of any creditor entitled to oppose the confirmation; or

(b)  willully misrcpresents to the Commercial Relations Officer the nature or amount
of the debt or claim of any creditor; or

() aids, or abets or is privy to any such concealment or misrepresentation.

he shall be personally liable to pay to such ereditor the amount of his debt or elaim to the extent to which it is
not paid by the company and shall be guilty of an offence and liable on conviction to imprisonment for a
term not exceeding two years or to a fine not exceeding £1,000 or both.

If any resolution for reduction in capital shall vary the rights attached to any class of shares the company
shall satisfy the Commercial Relations Officer that all necessary consents to the reduction shall have been
obtained pursuant to Article 38 of this Law.

An Uilimited Company may reduce its share capital in any manner by unanimous resolution without
confirmation by the Commercial Relations Officer.

An Investors Unlimited Company may only reduce its Investors Share Capital by following the procedure
preseribed in this Law as to reduction of share capital or redemption of shares and such a company may not
reduce its unlimited share capital except with the class consent of the holders of its Investors Share Capital.

Whenever a company reduces its share capital by repayment to any member under the provisions of this
Article it shall give notice in writing to each such member reminding him of the provisions of Article 28 of
the Insolvency (Jersey) Law 197 whereby the amount repaid may be recoverable by the Insolvency.
Commissioner.,

Share Warmnts to Bearer or Bearer Shares

(1)

A public company may issue bearer share certificates only if the Commercial Relations Officer grants it
permission todo so and in granting such permission the Commercial Relations Officer may impose such
conditions as he considers proper,

Bearer share certificates are negotiable instruments transferable by delivery and a purchaser for money or
money's worth of shares represented by a bearer share certificate who has no k nowledeo of any defect in {he
title of the person from whom he acquires them obtains ownership of the shares free from the titie of and any
claim by any former holder.

A company which issues a bearer share certificate shall provide for the payment of dividends by the issue of
coupons to bearer and such coupons shall also be negotiable instruments and shall be governed by
Paragraph (2) of this Article.

Regulations under this Law may be made for the purpose of altering the rights of public companies generally,
or of any public company specifically, toissue bearer share certificates or limiting the time during which such
certificates may be valid and providing for the holders to become registered members of the company within
a prescribed period on such terms as the regulations may preseribe or for providing that such certificates
shall be deposited with an Authorised Depositary resident in the Island.

The holder of a bearer share certificate may exercise the voting rights attached to the shares comprised in his
certificate only through an Authorised Depositary resident in Jersey.

Where any voting rights are exercised pursuant to Paragraph (5) of this Article the company shall accept a
certificate duly signed by the Authorised Depositary as sufficient evidence to admit the bearer shares to vote.
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DIRECTORS' DUTY TO HAVE REGARD TO EMPLOYEES' INTERESTS
had its Second Reading on 22 October and will

into Committee.

inclusion of a number of
978 Bill, which fell at

's
The Opposition had announced their
the

ing amendments on se points, and had proposed
House on the Second Reading on the grounds that
Both on merits, and because I want to retain
initiative, I reached the view that we should
ropose to widen the Bill to cover some of these points.
State gave notice of this intention in moving the

and it has been widely welcomed.

I wrote to the Employment Secretary, the Industry Secretary and
other colleagues last week about one provision where there is

a particularly difficult balance to strike. This is the proposal
that directors of companies should be put under a new statutory
duty to have regard to the interests of employees. In principle,
I feel that we must do this - the Employment Secretary and I are
on public record to that effect. My main concern has been that
legislation should not expose boards of companies to protracted
and vexatious litigation. The last Government's proposals were




Fromthe Secretaryof State

strongly criticised on these grounds by the CBI. The Minister

of State (Industry) wrote last wee gest that we should

be "completely satisfied" on this point.

have accordingly sought the advice of the Law Officers on

ovision we should propose. The Attorney General's views

out in his letter of 18 October which I have asked should
available to you and other recipients of this letter
who have not already seen it. If T may venture to summarise,
the Attorney General considers that the possibility of litigation
could not be completely discounted, especially in the early days
the new provision was being tested, but that
ions would be small.

z-y
ke

thus defined, is acceptable.

Lokl

tight guarantee against any

- however remote - is unattainable, unless in

to be derisory. We have substantially reduced
by propecsing that the directors' new duty should be
(not - as the last Government proposed - to
ang 1forceable only by the company.
My proposal will no doubt be criticised by the TUC as inadequate
but less so than failure to tackle the matter

loyment Secretary sees it as a positive contribution

anéd should be e

icies.

ingly, Cecil Parkinson announced in the Second Reading debate
he Government hoped it would be possible to bring forward

amendment, that we believed that we had succeeded in drafting
a suitable cluase and that unless unexpected difficulties
appeared we would table this provision in Committee.

Since I do not believe we could completely eliminate the risk of
vexatious litigation and I believe we have minimised that risk as




Fromthe Secretary of State

far as possible, I am therefore writing to inform you of

intention to proceed with this amendment.

tter to the Prime Ministe: to otl Members

Vil o

the Attorney General and t© ir John Hunt.
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tary of State for Industry,
State wrote that our
be the subject of wider
consultation Bill. We have now
received the agu in moving the Second
Reading of - '“n:qier Bill Nonday, my Minister should say f
we shall be j ishing that day a nsultati note with draft
clauses on i: 1 ¢e°77ng with a view © these being added to the
Bill if we ¢ that we have got e approach right.
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With the compliments of

the Attorney-General

Attorney General's Chambers,
Law Officers’ Department,
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COMPANIES BILL

DIRECTORS' DUTY TO HAVE REGARD TO THE JYNTERESTS OF EMPIOYEES

Thank you for your letter of 1Y October. .I have since
had further information from your officials and yesterday had
a conference with them and Parliamentary Counsel. My advice

is as follows on the draft clause in the version sent with
your letter.

2o At least in the English courts I do not think that
employees could successfully argue that the duty imposed on
directors by the clause is enforceable by them. In other
words they could not sustain legal proceedings if they were
employees but not members. In my view the wording of the
clause precludes any action by employees in that capacity.
I understand that the position in Scotland may be different
but the Lord Advocate will advise on this.

5 It would, of course, be possible for an employee who was
also a shareholder to mount an action under the clause but one
should bear in mind that it is possible under the present law
for such a person to bring proceedings alleging conduct by the
directors which is oppressive to a minority of the members.

4, From this I infer that the real question is whether an
action by an employee member under the clause, or by a member
who was not an employee but nevertheless alleged a breach of
the duty by directors, would be likely to succeed in circum-

stances where such an action would not be likely to succeed
at present.

B I cannot give you a categorical "no" in answer to this

question but I think the practical consequences of the clause
would be slight in terms of directors' existing general duty

to act bona fide in the interests of their company, in terms

of the Tactors they have to take into account in discharging

that duty, and hence of the rights which minorities currently
have to restrain oppressive conduct by them.

/641In
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6. In particular, I do not think the new clause would
enable a member to bring a successful action where the
interests affected were solely his as an employee, or if
he was not an employee, those of other employees in that
capacity. It would be necessary to show (as it is at
present{ that some legitimate interest of the company,
expressed as the interests of a prejudiced minority of the
members, had been affected. But as I understand it, this
would satisfy the objectives you have in mind in intro-
ducing the new clause.

To You go on to ask whether, even if there is no prospect
of successful litigation by employees to enforce the duty,

there might still be vexatious claims that would disrupt the
management of companies.

8. It follows from what I have said that any action by
employees who did not hold shares would be likely to be
struck out at the interlocutory stage in legal proceedings.
This might not be sufficient to avoid disruption, especially
to small companies, but I think such actions would probably
be confined to a short period following the enactment of the
clause, after which the lesson would have been learnt.

9. There is also, of course, the possibility of members'
actions having no substantial merit, which could not so
easily be defeated in limine. I cannot advise you that
there would be no such actions, because nuisance litigants
are a fact of life, but I think the most likely outcome of
the clause would be test casges designed to show that it
confers no appreciable benefits on employees. Such test
cases would be likely to go on appeal and to that extent
cause prolonged disruption, but once the scope of the clause
had been established by them litigation would probably not
be frequent. Test cases could, of course, bring pressure

for further changes in the law, but that is not a matter for
me at this stage.

10. My general conclusion is this. In the proper perfor-
mance of their functions directors have in law to bear in

mind a variety of factors, and these will include the interests
of employees in cases where the relationship between them and
the company in which they work cannot be separated from the
interests of the company as a whole. This is the case at
present. I see the clause as doing little more than giving
statutory expression to this principle and I doubt whether,
save in the most exceptional cases, it will alter the balance
of considerations which is relevant to the duty of directors

/to
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1mposed by the clause is, in any event, weak as it is only
a duty to have regard to the interests of employees and not
to act in accordance with those interests.

to act bona fide in the interests of the company . The duty

314 Here I must add that as a Law Officer I always dislike
legislation which on proper analysis appears to have no
substantial effect, and is enacted for reasons which all too
soon become apparent, not only to the Opposition but also to
the courts who have to construe it. 2

12. Furthermore in giving this advice I am conscious that

I may be called upon to explain to the Commons what are the
legal effects of this clause. It will be apparent from this
letter that I shall not be able to reject criticism that
these effects are small and that the clause confers very
little additional benefit on employees; in other words that
the clause may properly be described as cosmetic. These are
obviously factors which you will have to take into account in
deciding whether to introduce the clause, but I would at
least be able to say something on the lines of paragraph 10
of this letter without drawing attention to the more negative

aspects (though this will undoubtedly be done by the Opposition).

15 Finally I should say that I see very little difference in
substance between the first and second versions of subsection
(2) of the clause, but I prefer the second version for the
reasons already given by Parliamentary Counsel. In my view

he has performed extremely well the unenviable task of drafting
a clause which appears to confer benefits on employees but on
analysis does not change the law significantly.

14, This is copied to the Prime Minister, Jim Prior, James
Mackay, Sir John Hunt and Parliamentary Counsel.

V!(\W\ ey N\«M :

/

CONFIDENTIAL







KODAK Q-60 Color Input Target

23 4856 7T @B 9 " 1§ 16 17 18 19 20 21

14 15 16 17 18 19 20 21

IT8.7/2-1993 O-60R2 Target for &
2007:03 KODAK E‘W
FTP://FTEKODAK.COM/GASTDS/Q60DATA Professional Papers




