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PREFACE AND ACKNOWLEDGEMENTS

There have been a great many changes in corporate finance law since the first edition of 
this book was published in 2011. At that time the 2008 financial crisis had obviously had 
significant effects on the markets, especially the market for debt, and the increase in regula-
tion which has been a feature of the post-crisis period was beginning to be seen. Since 2011 
there have been numerous legal and regulatory changes designed to deal with the aftermath 
of the crisis, as well as addressing new challenges that have come to the fore in this period, 
including the impact of technology on the market. Within the EU, there have continued to 
be developments in the regulatory regime for the capital markets, including the Prospectus 
Regulation, the Shareholder Rights Directive II and the Central Securities Depositary 
Regulation, but the pace of regulatory change has slowed somewhat from the immediate 
post-crisis period. In addition, the CJEU has continued to decide relevant cases, which are 
discussed in this volume, such as Private Equity Insurance Group SIA v Swedbank AS.

There have also been changes at a domestic level that have important effects in this 
area, although parliamentary attention in recent years has been distracted by the prospect 
of the UK leaving the EU, with the result that important measures such as the proposals 
for changes to the debt restructuring regime are still waiting for parliamentary time to be 
available to implement them. Relevant legislative changes discussed in this book include 
the Business Contract Terms (Assignment of Receivables) Regulations 2018 and new 
rules concerning peer-to-peer lending platforms. Case law developments have neverthe-
less continued apace, with significant cases such as BTI 2014 LLC v Sequana, Panel v King, 
PST Energy 7 Shipping LLC v OW Bunker Malta Ltd, Bibby Factors Northwest Ltd v HFD 
Ltd and the Court of Appeal decision in Titan Europe 2006-3 plc v Colliers International 
UK plc, the first instance judgment in which was discussed in the second edition of this 
book. These judgments have important implications for the material discussed in this book, 
as well as many other cases applying the principles in different situations. The debt material, 
in particular, is also affected by cases concerning general contract and trusts law, including 
the ongoing development of the process of interpretation of contracts in Arnold v Britton 
and Wood v Capita Insurance Ltd, the implication of contract terms in Marks and Spencer 
v BNP Paribas, and Ukraine v The Law Debenture Trust Corporation Plc, and the law relat-
ing to penalty clauses in Makdessi v Cavendish Square Holdings BV. This process of caselaw 
development continues with some important cases coming too late to be included in the 
book, including SL Claimants v Tesco plc [2019] EWHC 2858 (Ch) in which the High Court 
dismissed a strike out application made by Tesco plc in the group litigation brought by its 
shareholders under section 90A FSMA. Market practice has inevitably evolved too, with 
new forms of financing emerging, such as crowdfunding and peer-to-peer lending, as well 
as adaptations to existing structures as a result of economic conditions and legal and regula-
tory developments, such as covenant-lite leveraged loans by non-bank lenders. It has been 
an exciting time to be thinking about, researching and teaching corporate finance law.



vi Preface and Acknowledgements

In this edition we have thoroughly updated the text to deal with these myriad, often very 
significant, changes and to reflect developments both in our own thinking and that of other 
academics. This book aims to state the law and major policy developments as at 1 August 
2019.

Where relevant, we have included in the text work done by the FCA and others to 
prepare for the UK’s exit from the European Union, although, at least up to the end of the 
transition period, it is clear that in most areas, the position will broadly remain the same. 
We updated both the text and relevant footnotes late in the proof stage when it became clear 
that the UK was going to leave the European Union on 31 January 2020. In that respect this 
book states the law as it will be up to the end of the transition period. We have not sought 
to address in detail the position after that date, largely because so much remains undecided; 
including the future relationship between the UK and the European Union.

As with the first and second editions, many of the issues discussed here have been 
shaped and developed by the Corporate Finance Law course which we taught together in 
Oxford during the period that we were writing this book, and we would like to acknowl-
edge and thank those alongside whom we have taught the course, and argued these points, 
especially Ed Greene, Chris Hare, and Richard Salter and the BCL/MJur/MLF classes who 
have taken the course. Special thanks are due to Chris Hale, Emma Watford and William 
Paul for continuing to share their knowledge and expertise on Private Equity with us and 
with the students.

In writing this book we were assisted by a great many people, to whom we have a 
continuing debt, namely friends and colleagues in Oxford and beyond with whom we have 
continued to discuss corporate law and the issues arising out of this book, and we would 
like to acknowledge their advice and assistance. Particular thanks are due to Hugh Beale, 
Michael Bridge, Roy Goode, Niamh Moloney and Kristin van Zwieten. In preparing this 
third edition we have also been assisted by a number of excellent research assistants: Clara 
Martins Pereira, Hin Liu, Mick Yang and Sean Butler. We would also like to thank Hart 
Publishing, and in particular Sinead Moloney for overseeing the production of this book 
through its various stages with great care and skill.

Finally, we would like to thank our families for their unfailing patience and support 
during the writing of this book, and in particular to thank Robert and Nick (respectively) 
who have been sources of inspiration and encouragement and without whom this project 
could not have been completed. This third edition, like the previous two, is dedicated to 
them.

Louise Gullifer and Jennifer Payne
Oxford, December 2019
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1
Introduction

The purpose of this book is to consider and analyse UK corporate finance law. We consider 
the principles and policy behind the law in this area, and examine the substantive provisions 
in light of that discussion. In particular we aim to consider both the debt and equity aspects 
of corporate finance law, and the interrelationship between the two. Before stating in more 
detail what we aim to achieve, it might also be helpful to set out some of the things we do 
not seek to achieve. First, although we hope that this book will be read by practitioners, as 
well as academics, students and policy-makers, and that practitioners will find it interesting 
and useful, this is not predominantly a how-to guide for practitioners. We do not aim to put 
the reader in a position to be able to carry out in practice the corporate finance transactions 
described here. By way of example, the chapter dealing with takeovers (chapter fourteen) 
does not provide a step-by-step guide as to how to conduct a takeover in the UK. Rather it 
considers why jurisdictions generally regulate takeovers, why different jurisdictions regulate 
this issue in different ways, how the UK system compares to other jurisdictions (principally, 
in that chapter, the US) and then, once the aims of the UK regulation have been established, 
assesses the UK regulations against that background.

This raises another point, namely that while the book’s focus is UK corporate 
finance law, other regimes are considered, and this comparative analysis can have a 
number of benefits. Some aspects of UK corporate finance law can only be understood 
if other regimes are discussed. For example, in a number of areas UK law is very heav-
ily influenced by European developments. An obvious example of this are the disclosure 
requirements for prospectuses, discussed in chapters ten and thirteen. At other points we 
examine other jurisdictions as a comparison with the UK provisions in order to provide 
fresh insight as to the suitability and utility of the UK provisions. This is not intended to 
be a comparative text, but examining other jurisdictions can help us to better understand 
domestic provisions. For example, much of the jurisprudence on the policy issues relat-
ing to security interests comes from the US, and notice filing schemes such as the ones in 
Canada and New Zealand are discussed in the context of reform of the UK law on secured 
transactions.

Although we have said that the purpose of this book is to consider and analyse UK 
corporate finance law, it must be remembered that the UK consists of four countries: 
England, Wales, Scotland and Northern Ireland. While the law of England and Wales is 
the same for all relevant purposes, there are often significant differences between English 
and Scots law, and some between Northern Irish law and English law. The differences are 
most notable with regard to non-statutory law, such as property law and contract. Scots 
law, especially, comes from a different origin (the civilian tradition) and resembles, in some 
respects, the law in some European countries, although in other respects it resembles the 
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 1 See P Wood, Law and Practice of International Finance (London, Sweet & Maxwell, 2008) 3-24–3-26.
 2 The Companies Act 2006 creates a single company law regime for the whole of the UK (see Companies  
Act 2006, Part 45) although some differences are preserved within the Act, such as the different regimes regarding 
derivative actions (Companies Act 2006, ss 260–64 for England, Wales and Northern Ireland and ss 265–69 for 
Scotland).
 3 For example, different parts of the Unfair Contract Terms Act 1977 (see eg 8.3.5.3) apply, on the one hand, to 
England, Wales and Northern Ireland, and, on the other hand, to Scotland, and s 136 Law of Property Act 1925 
(see eg 9.2.2.2) applies only to England and Wales.
 4 Companies Act 2006, s 3.

English common law.1 However, virtually all company law which is statute based is the same 
for the whole of the UK.2 The same is true of most of the regulation discussed in this book, 
particularly securities regulation, much of which is now derived from European legislation. 
Other statutory provisions, though, are different as regards English law and Scots law.3 The 
reader therefore needs to be aware of this issue. In general, in the debt sections of the book, 
the law discussed is that of England and Wales, while in the equity sections generally what 
is said is true for the whole of the UK.

Another general point is that this book is not intended to be comprehensive in any sense. 
The term ‘corporate finance’ is not a term of art, and can mean very different things to 
different people. In deciding what to include we have started from our own conception of 
what ‘corporate finance’ means and what it includes, which may well be different from that 
of others. In part we have also been guided by our interests, but, having taught this subject 
for many years, we have also been guided by what interests and stimulates others about this 
topic. We will no doubt have included some topics that others do not consider need to be 
present in a book dealing with corporate finance law, and left out other topics that others 
would wish to have seen included.

It might be helpful, therefore, to explain what our conception of corporate finance 
entails. Our starting point is that corporate finance primarily concerns how a company can 
obtain money to finance its operations, and therefore corporate finance law consists of the 
legal rules that govern these issues. However, the term ‘corporate finance law’ is mislead-
ing to some extent since it is not one single body of law. Indeed, as will be clear on reading 
this book, the law described here includes, variously, general contract law, property law, 
company law and corporate insolvency law as well as more specialist regulatory law deal-
ing with securities, takeovers and other issues. We restrict our analysis to the financing 
of companies limited by shares. We do not consider unlimited companies or companies 
limited by guarantee.4 Neither do we cover the financing of limited liability partnerships, 
partnerships more generally, sole traders, charities, mutual funds, trusts or other similar 
structures.

In relation to the financing of companies, there are three basic sources of finance: share 
issues, debt and retained profits. To a large extent, therefore, we concentrate in this book on 
the mechanisms by which companies can raise equity capital, and what use they can make 
of that capital once it has been raised, and on the different methods by which they can raise 
debt financing. Debt financing is broadly defined, so as to include both loans and debt secu-
rities, and also other forms of credit such as trade credit extended to a company by other 
companies. However, it does not include all the money of which the company makes use, for 
example money which is owed by the company to a third party and which the company uses 
to finance its operations in the interim. One example of this might be a third party who has 
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 5 These terms are used even when the transaction is structured somewhat differently, for example where receiva-
bles are sold to a receivables financier.

a tort claim against the company; another is someone who has a claim in respect of defective 
goods purchased from a company.

Thus, for the purposes of this book, we concentrate on the category of creditors who lend 
money or extend credit to the company and whose intention is to finance the company’s 
activities, rather than on those who are not intending to become creditors, even though they 
may have chosen to contract, or otherwise deal, with the company. The additional category 
of creditors (not lenders) highlighted here, such as tort claimants, is not our predominant 
concern. This does not mean that they will be ignored in this book. They are of importance 
in policy discussions, since the contractual arrangements entered into between creditor-
lenders and the company can impact on them. In general they are in a weak position to 
protect themselves (for example if they are involuntary creditors) and so the question arises 
as to whether the law should step in to protect them. The term ‘lender’ is used through-
out the book generically to include all those who consciously lend to or extend credit to a 
company. In this context, the company is called the ‘borrower’.5 However, when wider issues 
about the protection of all those to whom the company owes money are discussed, the term 
‘creditor’ is used to include both lenders and others such as tort and breach of contract 
claimants.

Any regulation imposed by the law will impact on those groups that are within the 
contemplation of this book, that is, those who buy shares or consciously lend or extend 
credit to a company. Generally speaking, investors in shares are protected primarily by regu-
latory law, although their contractual relationships, in particular with the company or with 
other shareholders, can be important. By contrast, those who lend or extend credit to a 
company are protected largely by contractual or proprietary rights for which they bargain, 
and only by regulatory law in certain specific circumstances.

It follows from this that this book concentrates on companies that are raising finance 
via equity and debt financing. There are companies (banks and other finance companies) 
whose business is predominantly to lend money to others. We are not concerned with those 
types of companies and the topic of banking regulation falls outside the remit of this book. 
However, the financing of companies that extend credit to other companies is discussed at 
various points.

As regards the companies that do fall within the ambit of this book, it is clear that there 
is considerable variety in terms of both the size of companies and the business of those 
companies, and this necessarily impacts on their financing needs and options. One point 
which we want to make clear from the outset is that there is not a one-size-fits-all approach 
to financing which will suit all companies in all situations.

The business in which a company engages will have a significant impact on its financing 
choices. Companies may be categorised in terms of what they do—for example financial 
companies, real property companies, construction companies, manufacturing companies, 
retail companies, services companies, investment companies, or special purpose vehicles 
(SPVs), engaged, for example, in project finance or securitisation. The type of business 
conducted by the company will be crucial in determining, for example, whether it has 
assets over which security can be taken, whether it will depend on trade credit, or whether 
lenders can make use of some of the quasi-security devices such as retention of title clauses. 
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There  is likely to be all the difference in the world between the financing profile of the 
archetypal company manufacturing and supplying widgets, a large listed pension fund 
company whose main business is investing in other companies, and an SPV set up to carry 
out a project finance operation. So, for example, a manufacturing company will have to 
raise finance to buy equipment and stock, as well as to meet employment and other running 
expenses. Its main assets will be tangible (land, equipment, stock) and intangible (receiva-
bles, maybe intellectual property and goodwill). It could be financed through loan finance, 
secured on its assets, or alternatively by asset-based finance, including receivables financ-
ing and retention of title finance in relation to the acquisition of equipment and stock. 
The listed pension fund company’s assets will be equity and debt securities issued by other 
companies, and it will look to borrow in transactions using these as financial collateral. 
The project finance SPV will typically only have one asset, namely the revenue-generating 
contract, on the strength of which it will raise loan or bond finance. Another significant 
consideration might be whether the company operates within a group of companies and, 
if so, what role within the group that company performs.

As regards the size of companies, significant differences emerge according to whether 
the company in question is a private company or a publicly traded company, and  
whether it has a small group of shareholders who are heavily involved in the management 
of the company or a wide and dispersed shareholding profile. Consider, for example, a 
small private company which is effectively an incorporated sole trader. The shareholders 
and directors are likely to be the same people. As regards financing, it is likely that the 
director/shareholders will put in a relatively small amount of equity, and that the majority 
of the financing will be via loans either from the shareholder/directors and/or a bank. The 
primary purpose of shares in such a company is likely to be their control function rather 
than any capital raising device. Given the significant risk of insolvency for such a busi-
ness, the bank will be very keen to protect against this eventuality. It is unlikely that the 
business itself will have significant assets, and usually the debts will be guaranteed by the 
director/ shareholders personally and/or secured on their personal assets. In this situation, 
the relationship between the bank and the company is very important, and the bank will 
monitor the affairs of the company closely for signs of financial distress.

By contrast, in a somewhat larger private company, with some division between the 
shareholders and directors, shares become useful as finance-raising devices. However, the 
illiquidity of private company shares can make them unattractive as an investment, and 
therefore it may not be straightforward to persuade external investors to invest by way of 
share capital. One model is to seek a significant injection of equity capital from venture 
capital (discussed in chapter sixteen). The company is likely to still depend heavily on bank 
lending (an overdraft and maybe also a longer term loan) and again the bank will be keen 
to protect itself against the risk of insolvency by taking security (both fixed and floating 
charges) over the company’s assets. The bank would decide to lend based on the previous 
and projected cash flow of the company, and there would still be an ongoing relationship 
between the bank and company, involving monitoring. However, such a company may also 
borrow using asset-based finance, where the amount lent is directly related to the amount 
of assets the company has. The assets may be sold to the lender (as in the case of receiva-
bles) or the lender will take a charge, fixed if possible, over available assets. Depending on 
the nature of the company’s business it may rely on financing supplied via trade creditors, 
customers etc.
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 6 FCA Handbook, LR 2.2.4(1).
 7 See chapter 16.
 8 See eg GK Morse, D Williams and S Eden, Davies: Principles of Tax Law, 8th edn (London, Sweet & Maxwell, 
2016); G Loutzenhiser, Tiley’s Revenue Law, 9th edn (Oxford, Hart Publishing, 2019).

Ultimately, for companies looking to increase significantly their levels of external 
equity finance, there is the option of issuing the company’s shares to the public (discussed 
in chapter ten). An offer of shares to the public allows the company to have access to 
outside investors who can participate substantially in the company. This access to signifi-
cantly increased levels of equity capital is one of the major advantages of offering shares 
to the public, especially when combined with a listing. Obtaining a listing for the shares 
creates liquidity. Not only is there a ready market for the shares, but they must be freely 
 transferable.6 An alternative equity funding option for larger companies is the lever-
aged buy-out model, whereby a private equity fund injects significant equity financing 
and purchases a majority stake in the company.7 Larger companies, whether public or 
private, will raise debt finance from a number of lenders. Thus loan finance may come 
from a syndicate of banks, and the company may decide to issue debt securities to a 
selected number of financial institutions or, in rare instances, to the public. Both of these 
techniques, which enable the risk of non-payment to be spread across many parties and 
therefore enable more debt finance to be raised, are discussed in chapter eight. Liquidity 
is available from the free transferability of debt securities, and, to a more limited extent, 
from the ability of the lender to novate or assign a syndicated loan or to transfer the risk 
by other techniques. Transfer of debt is discussed in chapter nine. Smaller companies 
can raise money from the public by using equity crowdfunding and peer-to-peer lending 
platforms.

A final, general point regarding the aims of this book relates to tax. We recognise that 
tax law is an important driver in many of the decisions which a company may take about 
its financing choices, and indeed in the investment decisions taken by investors. We seek to 
highlight those instances in which tax has a particular impact on these issues, but this is not 
a book about tax law, and specialist books should be consulted in this regard.8

In terms of the scheme of the book, and following on from this discussion, in  chapter 
two we provide an overview of the financing options that are available to companies, which 
operates to some extent as a menu of financing options for companies. We consider the 
options for equity financing, debt financing, and financing via retained profits. Those 
options are then considered in more detail in later chapters of the book. One of the strengths 
of this book, we hope, is the fact that we consider both the debt and the equity side of the 
equation for companies, including the interrelationship of these forms of financing, and the 
mix of debt and equity financing which a company may choose: these issues are explored 
in chapter two and throughout this book. In chapter three we continue to look at both debt 
and equity financing side by side, but this time from the perspective of the providers of the 
finance. In particular, chapter three examines the role that shareholders and lenders play in 
both solvent and insolvent companies.

Chapter four examines the issue of shares by a company, and specifically the 
constraints placed on directors of all companies regarding their ability to raise capital 
in this way (for public offers of shares there are additional regulatory constraints that 
are discussed in chapters ten, eleven and twelve). The purpose of these constraints is 
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assessed (most notably the need for shareholder protection), and the main restrictions 
placed on directors, namely pre-emption rights and the need for them to have authority 
to allot, are considered. Chapter five then examines the topic of legal capital. This can 
be regarded as an aspect of equity financing—that is, how companies can raise finance 
from the shareholders and what they can then do with the capital that has been raised. 
It can also be regarded as a creditor protection issue, namely as a mechanism for provid-
ing a fund of capital available to creditors in certain circumstances. In this latter sense, 
chapter five links naturally with chapters six and seven, which also deal with creditor 
protection issues. When creditors lend to the company they are exposed to the risk that 
the company will not pay ongoing obligations of interest, or, even more seriously,  
that the company will be unable to pay the entire capital sum advanced. Chapter five relates 
to creditor protection by rules concerning the share capital of a company, chapter six to 
creditor protection by contractual means (relating both to contracts with the borrowing 
company and to contracts with third parties), and chapter seven to creditor protection 
by proprietary means (including both absolute and security interests). As mentioned 
above, creditors receive little protection from regulation. One exception is where there 
is a conflict between the interests of shareholders and creditors: thus the preservation of 
share capital is heavily regulated by company law rules, although the utility of this regu-
lation is doubtful, as chapter five explains. On the other hand, creditors can bargain for 
considerable protection by contract, limited only by the general rules of contract law, as 
explained in chapter six. The purpose of regulation in this area is largely to protect third 
parties, such as other creditors (who receive some protection by the insolvency rules as 
discussed in chapter three) and third parties who themselves give contractual protection, 
such as guarantors, who are also protected to some extent by common law principles. In 
addition, of course, there is quite extensive regulatory protection for holders of debt secu-
rities, in both the primary and secondary markets: this is discussed in chapter thirteen. 
The ability of creditors to bargain for proprietary protection is also fairly unlimited, as 
explained in chapter seven: such regulation as there is relates largely to the protection of 
other creditors, and includes the requirement to register security interests, some protec-
tion from insolvency law (discussed in chapters three and seven) and rules relating to 
general property law.

Chapters eight and nine discuss more specific aspects of debt financing. Chapter eight 
discusses the problems that arise when there are multiple lenders, in terms of both organi-
sational structure and decision-making procedures. The various techniques used to transfer 
debt, such as novation and assignment, are discussed in chapter nine. The chapter also 
considers the application of these legal techniques to loan transfers, the transfer of receiva-
bles and the transfer of debt and equity securities, as well as the transfer of the risk of debt 
by techniques such as securitisation and loan participation.

Chapters ten, eleven and twelve then return to equity financing issues. Chapter ten 
considers the topic of initial public offers for shares, discussing why companies might 
wish to float their shares on a public market, and why and how the law regulates this issue, 
in terms of both ex ante disclosure requirements and ex post enforcement mechanisms. 
Chapters eleven and twelve consider the next stage, namely the regulation of the second-
ary market. Chapter eleven examines the use of disclosure rules to regulate the secondary 
market, and in chapter twelve the use of rules designed to deal with market misconduct 
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 9 For discussion see Moloney: EU Regulation, 1.5; J Payne and E Howell, ‘The Creation of a European Capital 
Market’ in P Koutrakos and J Snell (eds), Research Handbook on the Law of the EU’s Internal Market (Cheltenham, 
Edward Elgar, 2015).
 10 See eg new regulations regarding market abuse (see 12.2), primary and secondary market disclosures (see 10.5 
and 11.3) and peer-to-peer lending (see 13.8).

(such as market manipulation and short selling) is discussed. In each case both the ex ante 
and the ex post aspects of the regulatory regime are considered. Chapter thirteen returns to 
debt financing, but continues the themes of chapters ten to twelve by examining the regula-
tion of the debt markets.

Chapters fourteen and fifteen consider a slightly different aspect of equity financ-
ing. Issuing shares is an important mechanism for raising finance, but holding shares in 
a company, particularly ordinary shares, provides the holder with voting rights, in addi-
tion to income and capital rights. As a result, holding shares has important consequences 
for the exercise of control within the company, and transferring shares can effect a change 
of control within a company. In these chapters we therefore consider two mechanisms for 
transferring control in a company via a transfer of shares. Takeovers are considered in 
chapter  fourteen, and schemes of arrangement in chapter fifteen. These mechanisms are 
often used to achieve the same ends, and are seen as alternatives, but they operate in quite 
different ways. Schemes of arrangement are also used to rearrange a company’s capital in 
other ways, and another common use of schemes is to reorganise the relationship between a 
company and its creditors, especially where the company is in financial distress. This use of 
schemes is also discussed in chapter fifteen.

Finally, in chapter sixteen, private equity transactions are examined. The growth of 
private equity as a mechanism for financing companies is considered, as is the content of a 
typical private equity transaction. Private equity grew enormously in the UK in the period 
up to 2008, to the point where it was said to rival the public markets as a source of financing 
in the UK. A comparison of private equity backed companies and publicly traded compa-
nies is undertaken in this chapter with a view to understanding this phenomenon, although 
it has been relatively rare in practice since the 2008 global financial crisis. The increasing 
regulation of the private equity industry is also considered in this chapter.

The first two editions of this book, in 2010 and 2015 respectively, dealt with the after-
effects of the 2008 global financial crisis. The first edition considered the immediate effects 
whereas the second edition examined the longer term ramifications, including a significant 
amount of new regulation, often emanating from the EU, designed to respond to the crisis 
both by following the global agenda of stability laid down by G20 and also by reforming 
its own regulatory regime in order to advance its goal of a single financial market.9 This 
regulatory onslaught continues, albeit that the pace has slowed somewhat, and the details 
are examined in this edition.10 This third edition has also needed to consider the possible 
effects of the UK’s exit from the EU on the issues discussed in this book. Although the UK 
has now left the EU, the future relationship between the UK and the EU after the transition 
period expires (which is currently expected to be on the 31st December 2020) remains 
unclear. What is clear is that EU law will continue to apply during the transition period, 
and that the end of this period will have little or no immediate effect on the substance of 
the law, although some of the details may change (for example, references to EU regulators, 
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such as ESMA, will be changed to refer to UK regulators, such as the FCA, where relevant). 
EU directives which are in effect before the end of the transition period will already be part 
of UK law as a result of the UK’s obligation to implement them. As regards EU regulations, 
the European Union (Withdrawal) Act 2018 provides that in any event direct EU legisla-
tion, including EU regulations such as the Market Abuse Regulation and the Prospectus 
Regulation, amongst others, will be incorporated into UK law. It remains to be seen 
whether, once the transition period has come to an end, the UK chooses to depart from 
this position. Much will depend on the precise terms of the future relationship between the 
UK and the EU, as well as economic and political conditions at that point in time.



 1 A company limited by shares is formed by one or more persons subscribing their names to the memorandum 
of association and complying with the registration requirements of the Companies Act 2006: Companies Act 2006, 
s 7. By contrast, there is no requirement that a company must have any debt, although in practice very few compa-
nies will be able to operate without some form of debt financing.
 2 Companies Act 2006, s 3.
 3 Another form of business vehicle which is suited to raising finance and which can be utilised for profit-making 
ventures is the limited liability partnership, introduced by the Limited Liability Partnerships Act 2000. For discus-
sion see G Morse et al, Palmer’s Limited Liability Partnership Law, 3rd edn (London, Sweet & Maxwell, 2017). 
A discussion of this business form falls outside the parameters of the present book.
 4 Consequently, companies limited by guarantee are generally used for not-for-profit organisations. There are 
also other forms of legal entity available to non-profit organisations in the UK, including charitable incorporated 
organisations.
 5 See Gower and Davies, ch 1.
 6 See eg Companies House, Companies Register Activities 2018/19, which provides that 4,040,779 private 
companies limited by shares, 6,529 public companies, 108,483 companies limited by guarantee and 4,374  unlimited 
companies were on the register as at 31 March 2019.

2
Overview of Financing Options

2.1. Introduction

There are three basic sources of finance with which a company can finance its operations: 
share issues, debt and retained profits. This chapter provides an overview of these tech-
niques, introducing the issues that will be discussed in more detail in subsequent chapters. 
This chapter assesses, in particular, the different debt and equity financing options that are 
available to companies. It is, however, possible, and indeed common, for hybrid instruments 
to be created that combine elements of both debt and equity and that blur the distinctions 
between the two. These are discussed at 2.4 below. Finally, this chapter assesses the issue of 
the mix of financing options that a company should undertake.

2.2. Equity Financing

A company limited by shares, whether public or private, must have at least one issued 
share.1 Although it is possible to set up both unlimited companies and companies limited 
by guarantee in the UK,2 these types of companies are not commonly chosen by individuals 
setting up profit-making organisations.3 In the case of companies limited by guarantee, they 
do not provide a simple mechanism for the sharing of profits,4 and in the case of unlimited 
companies they forgo the benefit that is often regarded as providing the greatest advantage 
to the corporate form, namely limited liability.5 This book will therefore concentrate on 
companies limited by shares, which are by far the most numerous and most economically 
important business form in the UK.6
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 7 The minimum capital requirement for public companies is just £50,000: Companies Act 2006, s 763(1), 
 implementing the Second Company Law Directive (Council Directive 77/91/EEC, which was first recast as 
 Directive 2012/30/EU and has now been included as part of Directive (EU) 2017/1132, art 45 (although the Second 
Directive requires a minimum capital level of just €25,000). For further discussion see 5.3.1.
 8 See eg BIS, Financing a Private Sector Recovery (Cm 7923, July 2010), ch 3.7; BIS, SME Access to External 
Finance, January 2012.
 9 Companies Act 2006, s 550.
 10 Ibid, s 551. For further discussion see 4.3.
 11 Ibid, s 561. Pre-emption rights are discussed in detail at 4.4.
 12 Ibid, ss 569–71. For discussion see 4.4.3.
 13 See Pre-Emption Group, Disapplying Pre-Emption Rights: Statement of Principles, 2015. Although not techni-
cally binding, in practice this Statement has an important effect on the ability of public companies to raise new 
equity finance. For discussion see 4.4.3.

The options available for companies raising money via equity financing are more 
limited than those available for debt financing, discussed at 2.3 below. The company only 
has the option of issuing shares. The main variables are the type of shares issued and 
the sources of the company’s equity finance. To a certain extent the options chosen by 
companies will be determined by their size and stage of development. Although compa-
nies limited by shares must have at least some equity capital, the levels may be very low; 
in particular, there is no minimum capital requirement for private companies in the UK.7 
It is common for small private companies to operate with very little equity capital, and for 
the majority of the financing to be via loans and retained profits.8 In such circumstances 
the effect of equity financing on the company’s operations will be slight. By contrast, 
equity financing tends to become more important as companies grow and develop, at 
which point external sources of funding start to become available, including venture capi-
tal, and, ultimately, access to the capital markets via an issue of the company’s shares to 
the public.

Before discussing the main types of shares and sources of funding in more detail, 
however, it is important to consider who, within the company, has control of the process 
of issuing shares. Before directors can allot new shares they must have the authority to do 
so. For directors of private companies with only one class of shares the directors will have 
authority, unless the articles prohibit them from doing so.9 For all other companies, direc-
tors can allot shares if they are authorised to do so by the company’s articles or by ordinary 
resolution.10 In addition, any proposed allotment of equity securities must first be offered 
to existing shareholders in proportion to the size of their existing holding (pre-emption 
rights).11 This may be problematic if the directors wish to issue shares to anyone other than 
the existing shareholders: pre-emption rights can be disapplied, but that will require the 
consent of the shareholders.12 Consequently, shareholders have the opportunity to exert 
control over directors in relation to the issue of new shares. This is less likely to be a concern 
in small ‘quasi-partnership’ companies where the directors and shareholders are often the 
same individuals. Once a differentiation between the directors and the shareholders in a 
company arises, however, these matters can become significant. For example, in publicly 
traded companies the operation of the Statement of Principles drawn up by the Pre-Emption 
Group means that if the directors want to raise new capital via a rights issue they must 
first engage in a dialogue with existing shareholders.13 This provides the share holders, and 
particularly the institutional investors, with an opportunity to engage with the company, 
and can enable them to perform a monitoring role. Indeed, a positive relation between UK 
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 14 J Franks, C Mayer and L Renneboog, ‘Who Disciplines Management in Poorly Performing Companies?’ 
(2001) 10 Journal of Financial Intermediation 209; D Hillier, SC Linn and P McColgan, ‘Equity Issuance, CEO 
Turnover and Corporate Governance’ (2005) 11 European Financial Management 515. For further discussion 
see 4.4.4.
 15 Companies Act 2006, s 17. Prior to the Companies Act 2006, a company’s constitution comprised its 
memorandum of association and articles of association. Although Companies Act 2006 retains the concept of a 
memorandum of association, this document is now of marginal constitutional importance (s 8).
 16 Bratton Seymour Service Co Ltd v Oxborough [1992] BCC 471, 475 per Steyn LJ (in relation to Companies  
Act 1985, s 14, the similarly worded predecessor to Companies Act 2006, s 33); AG of Belize v Belize Telecom Ltd 
[2009] UKPC 10 (for discussion see R Hooley, ‘Implied terms after Belize Telecom’ (2014) CLJ 315).
 17 The fact that articles can be altered by a special resolution of the company (Companies Act 2006, s 21) is 
subject to two provisos: (i) if the right comprises a class right, and the class right is being varied (see White  
v Bristol Aeroplane Co [1953] Ch 65), then the statute creates additional protections for the shareholder (Compa-
nies Act 2006, ss 630–35); and (ii) more generally, the courts have determined that for an alteration to be valid 
the shareholders must vote bona fide in the best interests of the company (Allen v Gold Reefs of West Africa Ltd 
[1900] 1 Ch 656; Citco Banking Corp NV v Pusser’s Ltd [2007] UKPC 13; Re Charterhouse Capital Ltd; Arbuthnott 
v  Bonnyman [2015] EWCA Civ 536).
 18 It is common for bond issues to provide that the terms of the contract can be altered by the agreement of 75% 
of the creditors (see chapter 8), but in such circumstances the creditors would have to agree to this arrangement 
upfront, when entering into the contract. A bond trustee is usually authorised to agree minor modifications with-
out having to ask the permission of the bondholders (see 8.3.4.2.1).
 19 Shareholders’ agreements are included within the definition of the constitution of the company for the 
purposes of Companies Act 2006, s 40 (s 40(3)(b)).

rights issues and managerial change has been found to exist.14 For these reasons, financing 
the company with retained profits or debt finance may be a more attractive option for direc-
tors in some circumstances.

2.2.1. Different Types of Shares

Companies have a significant amount of flexibility as to the rights that they can attach to 
their shares. The rights are generally laid down in the articles of association, the predominant 
constitutional document for companies.15 To an extent these rights are a matter of contract, 
although the articles form a contract of a peculiar kind.16 The articles are a contract bind-
ing the company and its members, and the members inter se, as a result of section 33 of the 
Companies Act 2006. The binding force of this contract arises from the terms of the statute, 
rather than from any actual bargain struck between the parties. The rights attached to the 
shares may not be specifically negotiated or agreed to by a particular shareholder. When 
an investor buys a share in a company, he or she becomes bound by the terms of its articles 
in existence at that time, and these terms can subsequently be altered, potentially without 
that shareholder’s permission, by a special resolution, ie a 75 per cent majority vote.17 This 
contract is, therefore, quite unlike that between a creditor and the company, which complies 
with the usual rules of contract law and thus, for example, cannot be altered without the 
creditor’s agreement.18

Shareholders can enter into an additional contractual arrangement: a shareholders’ 
agreement. This is a conventional contract, which operates separate to and outside the arti-
cles of association. It can be used by the shareholders as an additional mechanism to order 
their relationship: a provision in a shareholders’ agreement can have an effect similar to a 
provision in the articles.19 A shareholders’ agreement has an advantage over the articles in 



12 Overview of Financing Options

 20 For example, new issues of shares are subject to pre-emption rights, discussed at 4.3.1.
 21 Companies Act 2006, ss 830–31 (for discussion see 5.4.1).
 22 For example, pre-emption rights, discussed at 4.3.1.
 23 For example, the minimum capital rules and maintenance of capital rules, discussed at 5.3 and 5.4.
 24 For discussion see 3.2.1.1 and 3.2.1.2.
 25 A right to appoint a director can, in theory, be a class right (for the definition of a class of shares see Compa-
nies Act 2006, s 629) if that right is attached to the shares (eg the right to appoint a director passes with the shares 
when they are sold) rather than attaching to the shareholder personally: see Cumbrian Newspapers Group Ltd 
v  Cumberland & Westmorland Herald Newspapers & Printing Co Ltd [1987] Ch 1 per Scott J for a discussion of the 
definition of class rights in this context. For discussion see 3.2.1.1 and 3.2.1.2.
 26 See 3.2.1.1 and 3.2.1.2. It is also common for these to be issued as redeemable ordinary shares or redeemable 
preference shares.
 27 Companies Act 2006, ss 830–31, discussed further at 5.4.1.
 28 For discussion see 3.2.1.1.

that it need not be registered at Companies House, and therefore remains private. It has 
the disadvantage, however, that new members of the company will not automatically be 
bound by its provisions, unless they specifically assent to it. Unless the terms of the agree-
ment provide otherwise, it will only be possible to alter the provisions of a shareholders’ 
agreement with the consent of all of the parties. Shareholders’ agreements tend to be used 
in companies with relatively few shareholders, for example small quasi-partnership compa-
nies, joint venture companies and venture capital companies.

A company’s ability to bargain with its shareholders as to the number and nature of the 
shares that it issues to shareholders, and the rights attached to those shares, is not entirely 
unconstrained. In particular, statute has intervened to prevent companies having complete 
freedom as to how and when they may issue new shares,20 and to determine the rights that 
they may attach to those shares. For instance, even if the articles state that certain shares 
will have a guaranteed right to a specified dividend, this will be subject to the statutory rule 
that dividends can only be paid if the company has distributable profits.21 These protections 
are sometimes put in place to protect the existing shareholders of the company,22 and some-
times to protect the creditors of the company.23 The restrictions contrast with the position 
regarding debt, where the parties are, in principle, free to make their own bargain.

There are three main rights that tend to be specified in relation to shares: income rights, 
capital rights and voting rights.24 Beyond these rights, however, there are a wide range of 
other rights and entitlements which could potentially be attached to the share, a common 
one being the right to appoint one or more directors of the company.25 The two most 
common types of shares that are issued by companies are ordinary shares and preference 
shares.26

2.2.1.1. Ordinary Shares

Ordinary shares are the default shares of companies: if a company has only one class of share 
then that class will be ordinary shares. Investors holding ordinary shares have no right to 
receive any fixed returns from the company. A company can only pay dividends to share-
holders out of distributable profits.27 Even where distributable profits exist, however, the 
holders of ordinary shares will have no absolute entitlement to demand that dividends be 
paid. The payment of dividends is governed by the company’s articles, and these will usually 
leave it to the directors to recommend dividend payments to the shareholders in general 
meeting.28 The right of ordinary shareholders to participate in the capital of the company 
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 29 Ibid.
 30 In private equity backed companies, for example, the amount of equity financing is by no means negligible, 
although the highly leveraged nature of these companies means that it is usually still outweighed by the amount of 
debt finance. Generally, today, private equity funds will hold the equity component of their investment by way of 
ordinary shares, but will also inject substantial financing by way of deeply subordinated debt. For further discus-
sion see 16.4.2.
 31 Transfers of shares are discussed at 4.7.
 32 Companies Act 2006, ss 684–89 (for discussion see 5.4.2.3).
 33 Ibid, ss 690–723 (for discussion see 5.4.2.2).
 34 For example, non-voting ordinary shares are possible, though rare (particularly in publicly traded companies 
as they are unpopular with institutional investors: see generally Institutional Shareholder Services, Shearman & 
Sterling and European Corporate Governance Institute, Report on the Proportionality Principle in the European 

is generally limited to their entitlement to any surplus left over after all the liabilities have 
been paid, ie they have no guarantee of any return on a winding up. They are the residual 
claimants of the company. They take the lion’s share of the risk, but, in the good times, they 
will take the lion’s share of the rewards. Indeed, investors in ordinary shares will generally 
expect a return that is adequate to compensate them for the risk that they will not be repaid 
in the event of a winding up.

In terms of voting rights, they usually have one vote per share. They are generally the 
decision-makers of the company, to the extent that decisions need to be taken by the general 
meeting.29

There may be a number of reasons for issuing ordinary shares in a company. In some 
companies, particularly very small companies, the purpose of issuing shares may simply be 
to give the shareholders control of the company. It is common for shareholders to use their 
voting rights to appoint themselves directors of the company, or to appoint their repre-
sentatives to that position. The amount of capital injected via the ordinary shares may be 
negligible, with most of the financing in the form of a bank loan and/or overdraft secured 
on the personal assets of the shareholder-directors. In such circumstances, the ordinary 
shares that are issued will have little or no financing role. In larger companies, however, even 
though the control aspect of ordinary shares often remains important, the use of ordinary 
shares as a capital-raising device cannot be ignored.30

Ordinary shares are a particularly flexible form of finance for companies. As long as the 
company is a going concern, the ordinary shareholders are not entitled to any particular 
level of return by way of dividend. In order to exit the company, shareholders may be able 
to sell their shares, but that is dependent on finding a buyer.31 This will generally be diffi-
cult for shareholders in private companies since, by way of contrast to the shareholders in 
publicly traded companies, there is no ready market for their shares. Otherwise, sharehold-
ers cannot withdraw the contribution they have made in exchange for their shares without 
the company’s consent. This consent may be given at the time of issue, for example, where 
the company issues redeemable shares to the shareholder,32 or may be given later, in the 
event that the company offers to repurchase its shares.33 The capital provided by the share-
holder can therefore be regarded as subject to a modified form of lock-in.

2.2.1.2. Preference Shares

Ordinary shares can vary in form,34 but the description set out above will be accurate for 
most purposes. By contrast, preference shares can exist in much greater variety. A reasonably 
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Union (May 2007), www.ecgi.org/osov/documents/final_report_en.pdf). More common are multiple voting rights 
in small quasi-partnership companies designed to entrench the shareholder-directors in their position on the 
board (see eg Bushell v Faith [1970] AC 1099).

 35 The dividend will still be subject to the company having distributable profits (Companies Act 2006, ss 830–31) 
and, generally, subject to the dividend having been declared (Bond v Barrow Haematite Steel Co [1902] 1 Ch 353). 
For discussion see 3.2.1.2.
 36 See 3.2.1.2.
 37 Discussed at 3.2.1.2.
 38 A variation on the standard preference share model that sometimes arises is a convertible preference share 
that entitles the holder of the preference share, at some point in the future, to convert it into another security of the 
company, commonly an ordinary share. This can allow the benefits of a preference share to be combined with the 
advantages of an ordinary share including, crucially in this instance, capital growth.
 39 For a discussion of preference shares as a form of hybrid security see 2.4.
 40 The preferential dividend entitlement is not a debt until declared, and therefore cannot be guaranteed: Bond 
v Barrow Haematite Steel Co [1902] 1 Ch 353. Even if the articles specify that the dividend does not need to be 
declared, and specify the date on which the dividend payment is due, the payment will still not be guaranteed, 
since it will remain conditional on distributable profits being available: see Companies Act 2006, ss 830–31. If no 
such profits are available then at best the right to payment will be suspended until there are sufficient distributable 
profits. This is the position in Australia (Marra Developments Ltd v BW Rofe Pty Ltd (1977) 2 NSWLR 616 (Sup Ct 
NSW)) and probably represents the English position, though there is no authority on this point.
 41 For example, the creditors may be able to petition to wind up the company if the debt remains unpaid: Cornhill 
Insurance plc v Improvement Services Ltd [1986] 1 WLR 114. They are likely also to have contractual weapons, such 
as the right to accelerate the loan and terminate the contract: see 6.3.3.

common form of preference share, however, is one which is preferential as to a return of 
dividend,35 and preferential as to a return of capital, but does not give the preference share-
holder the right to participate in the surplus assets of the company. In addition, it is usual for 
preference shareholders to have a right to vote only in certain limited circumstances, such 
as where the preferential dividend has been in arrears for a specified period. These issues 
are discussed in detail in chapter three.36 Consequently, preference shares are primarily an 
instrument of corporate finance, unlike ordinary shares which, as discussed, may perform 
other significant roles within the company.

There is no standard package of rights that attaches to all preference shares. Preference 
shares can be placed at numerous points on the continuum, which has the ‘pure equity’ of 
the ordinary shares at one end and debt at the other.37 It is possible for a company to create 
a class of preferred ordinary shares, having a right to vote and to receive priority as to fixed 
income payments, but no priority as to the return of capital. Thus preference shareholders 
could be entitled to share in the surplus assets on a winding up, vote in a general meeting 
on all issues, but have a preference as to dividends and/or capital repayment. This form of 
preference share is rare.38 It is more common for preference shares to be issued as a form  
of fixed interest security akin to debt.39

When debt is expensive, preference shares may be issued with a sufficiently attractive 
preferential dividend to tempt an investor, but with no rights to participate in the surplus 
and only minimal rights to vote. From the company’s point of view this is attractive, since 
the preference shareholder has no guaranteed right to the dividend,40 unlike creditors, who 
have a contractual right to receive interest payments, and often have a strong armoury of 
weapons if they are unpaid.41 The company, therefore, has maximum flexibility in terms of 
how to manage its business, with little or no interference from these capital-providers. The 
company may, however, need to offer an attractive rate of preferential dividend to tempt a 
potential investor. Consequently, once debt becomes cheaper, usually when interest rates go 

http://www.ecgi.org/osov/documents/final_report_en.pdf
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 42 See eg Re Hunting plc [2004] EWHC 2591 (Ch) as an example of this in practice. For a discussion of the cost 
of debt see 2.6.
 43 An EU directive provides for limited harmonisation of the national company laws by requiring all EU Member 
States to allow companies to have a single shareholder and by regulating the powers of such single shareholder in 
relation to a company (Directive 2009/102/EC). In April 2014 the Commission published a provisional draft of a 
new directive on single-member private limited liability companies which aimed to make it easier and less costly to 
set up private limited liability companies with a single shareholder across the European Union: European Commis-
sion, Proposal for a Directive of the European Parliament and of the Council on single member private limited 
liability companies, April 2014. However, this proposal met with opposition from some Member States and the 
European Commission withdrew it from the work programme in July 2018.
 44 The existence of these forms of companies does not appear in companies legislation, but is well recognised by 
the courts; see eg O’Neill v Phillips [1999] 1 WLR 1092.
 45 See 3.2.2.3 and 6.2.

down, it is common for companies to then reduce their capital, repay the preference shares, 
and refinance the company using debt.42

2.2.2. Sources of Equity Finance

As discussed, for very small companies it is possible that issuing shares does not predomi-
nantly perform a financing role at all. In single-member companies,43 or in so-called 
quasi-partnership companies,44 it may well be that the amount of issued share capital is 
tiny. In these companies the primary value of the shares may be their control function, 
and in particular the ability of the shareholders to appoint themselves as directors and to 
protect themselves in that position. It is shares with voting rights attached, generally ordi-
nary shares, that will be most valuable for this purpose.

This point highlights an interesting contrast between debt and equity. It is possible for 
a single creditor to finance a company, for example a single bank, or for multiple lenders 
to finance a company. Financing by multiple lenders raises a number of distinct issues, 
which are dealt with in chapter eight. By contrast, although it is possible for companies to 
have a single shareholder and therefore, technically, to be financed by a single shareholder, 
in practice, as discussed, in single-member companies the primary value of that share is 
not generally as a financing tool. In practice, to the extent that companies are financed by 
equity, they tend to be financed by multiple shareholders. It is an assumption of the equity 
financing issues discussed in this book that the financing is being provided by multiple 
shareholders.

As companies become larger, equity financing as a source of capital is likely to become 
more significant, and for most companies there will come a point at which the original 
shareholders cannot satisfy their equity financing. Of course, even for larger companies, one 
option is to continue to rely on debt rather than equity, but this may not always be possible 
or desirable. Bank debt typically requires businesses to make regular interest and principal 
payments. For some types of investment the expected stream of revenues may be uncertain 
and only available far into the future. Internet companies often fall into this category. Such 
companies will simply not generate adequate revenue to make the necessary interest and 
principal payments in the first few years after the loan is made. Banks also generally impose 
numerous covenants designed to protect their debt investment,45 which may be undesirable 
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 46 BIS, Financing a Private Sector Recovery (Cm 7923, July 2010), 3.46–3.48; BIS, SME Access to External Finance, 
January 2012; Communication from the Commission, An action plan to improve access to finance for SMEs, 
COM/2011/0870 final; OECD Discussion Paper, Enhancing SME access to diversified financing instruments, 
February 2018.
 47 See OECD, Financing SMEs and Entrepreneurs 2017: An OECD Scoreboard which suggests an improvement 
in the financing situation of SMEs and entrepreneurs in recent years, but that start ups, micro enterprises, young 
firms and innovative fast growing firms still encounter significant problems worldwide.
 48 There are mechanisms whereby limited liability can be set aside, some created by statute (eg Insolvency 
Act 1986, ss 213, 214), and some created by the courts (eg the doctrine of ‘lifting the veil of incorporation’: for 
discussion see eg Prest v Petrodel Resources Ltd [2013] UKSC 34).
 49 See SB Presser, ‘Thwarting the Killing of the Corporation: Limited Liability, Democracy and Economics’ 
(1992) 87 Northwestern University Law Review 148. Of course, limited liability is largely fictitious for the share-
holders in quasi-partnership companies if they give personal guarantees to the company’s creditors, and use their 
personal assets to secure the company’s debts.

to the company. There may also be good reasons for having a more balanced debt to equity 
ratio within the company, an issue which is discussed further in 2.6.

At some point, therefore, many businesses will seek additional capital in the form of 
equity. Equity financing has some benefits compared to debt, especially for companies that 
only expect to be profitable in the future. There are also downsides. From the perspective of 
the existing shareholders, bringing in more equity owners will dilute the potential upside 
return from the business, unless non-participating shares are issued, but these may not be 
attractive to potential investors. If the company wishes to increase its equity base in order to 
fund business expansion plans, to introduce new products or to reduce borrowings, it will 
need to consider how to attract additional equity investors, ie equity investors other than the 
original shareholders, and persuade them to put money into the company.

One possibility for such companies is to seek a significant injection of equity capital from 
a venture capital fund or a ‘Business Angel’ (ie a high net worth individual who provides 
early-stage venture capital to companies either alone or as part of a syndicate).46 This option 
involves the existing shareholders potentially giving up a significant slice of their share 
ownership to the external investor. It avoids the need to go to the public markets, at least in 
the short term, although an offer of shares to the public may be the mechanism whereby the 
external investor exits the company in the future. The availability of this form of equity capi-
tal does not appear to be spread evenly across the market, and external equity finance of this 
kind appears to be more readily available in some sectors of the economy, and for compa-
nies of a certain size and stage of development, than others.47 A variation on this model 
is the management buy-out or leveraged buy-out model, which usually occurs when the 
company is significantly larger, and indeed can occur when the shares in the company are 
publicly traded. This involves an injection of capital from the management of the company 
and from a private equity fund, together with substantial debt financing. Private equity is 
discussed in detail in chapter sixteen.

An alternative model for an expanding company seeking additional equity financing is 
to look for funding from ‘external’ shareholders, ie those who will not be involved in the 
management of the company. This form of financing can be problematic. The difficulty is 
not the fact that the shareholders may not be engaged in management. Limited liability 
allows shareholders to take no role in management and indeed, should they choose, not 
to monitor the management at all, secure in the knowledge that, as long as the principle 
of limited liability is upheld,48 they know the full extent of their financial exposure to the 
company.49 Without limited liability it is unlikely that a prudent investor would be prepared 
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 50 Pre-emption rights will generally mean, of course, that the existing shareholders have to be offered the shares 
first: Companies Act 2006, ss 561–77. For discussion see 4.4.
 51 As far as venture capital and private equity investors are concerned, they tend to invest for a significant period 
of time and will generally have a clear exit strategy in mind, which might be a sale of the company or a flotation 
on the public markets. This is discussed in chapter 16. Generally, such investors will not invest unless they are 
comfortable that a viable exit strategy exists at the end of their anticipated hold period.
 52 It may be possible for the company to issue its shares to ‘external’ investors while avoiding the need for a full 
IPO prospectus if the offer does not fall within the definition of an offer of shares to the public (see 10.5.2.1) and 
if the securities are not admitted to listing on a regulated exchange (eg a placing of shares with institutional inves-
tors combined with a non-public offer, discussed further at 10.3.2.2). Non-public offers of debt securities are more 
common; see chapter 13.
 53 For shares admitted to listing the London Stock Exchange imposes this requirement via the Listing Rules: FCA 
Handbook, LR 2.2.4(1). For companies admitted to trading on AIM, this requirement is imposed by the admission 
rules for AIM: LSE, AIM Rules for Companies, March 2018, r 32.
 54 For example, investors may find that banks will accept listed shares as security for loans.
 55 Publicly traded shares can be used as a form of payment, for example as consideration in share-for-share 
acquisitions, thereby widening the company’s financing options when compared to unlisted companies. The 
liquidity associated with such shares also provides greater scope for the company to offer remuneration packages 
that include shares and options.
 56 For a fuller discussion, see 10.2.1.
 57 For discussion see JC Brau, ‘Why Do Firms Go Public?’ in D Cumming (ed), The Oxford Handbook of 
 Entrepreneurial Finance (Oxford, Oxford University Press, 2012).
 58 Companies Act 2006, s 755.

to invest in such a situation, or if they were prepared to invest they would expect a very 
high return to compensate them for the risks involved. Rather, the problem is generally 
that investors’ contributions to private companies are locked in. Selling shares in a private 
company is not straightforward. In the majority of private companies, finding a buyer for 
the shares will often be very difficult. The existing shareholders50 may not be interested in 
increasing their stake in the company, or may not have the resources to do so, and any new 
external investors will generally be hard to find. There is a potential liquidity problem for 
external investors in such companies.51 The ability to transfer the shares may be the share-
holder’s only way of exiting the company and realising its investment.

For companies looking to increase significantly their levels of external equity finance, 
the option of issuing the company’s shares to the public may therefore look attractive.52 
An offer of shares to the public allows the company to have access to outside investors who 
can participate substantially in the company. Such an offer can be attractive to investors, 
particularly when combined with a listing or an admission of the shares to trading, which 
will provide the shares with a secondary market and thereby create liquidity. Not only does 
this create a ready market for the shares, but requirements imposed by the stock exchanges 
mean that such shares must be freely transferable.53 This has the consequence that the 
shares are no longer predominantly about a relationship between the shareholder and the 
company, but become items of property just like any other. Shares that are publicly traded 
also become valuable in other ways, both to investors54 and to the issuing company.55 These 
are not the only advantages of an offer of shares to the public,56 but the access to significant 
levels of external equity finance that flow from an offer of shares to the public is one of the 
primary drivers in most such offers.57

An offer of shares to the public is not, however, something to be undertaken lightly. 
In order to offer shares to the public the company must be a public company.58 Public 
companies face greater administrative burdens than private companies, and the legal capital 
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 59 See 10.3.1.
 60 See 10.3.3.
 61 The London Stock Exchange has no monopoly on the operation of public markets for securities within the UK 
and a number of alternatives now exist, such as the NEX Exchange, which is an independent UK stock exchange 
regulated by the FCA and operated by the NEX Group and is geared towards small and medium sized companies.
 62 See 10.3.3.2.
 63 Companies Act 2006, s 561. For discussion see 4.4.
 64 Ibid, ss 570–71. In publicly listed companies there is a further constraint on the directors’ ability to issue shares 
to external investors. The Pre-Emption Group, an association representing institutional investors, has published a 
Statement of Principles providing guidance on the considerations that shareholders in such companies should take 
into account when deciding whether to vote in favour of a disapplication of pre-emption rights. For discussion 
see 4.4.3.
 65 See eg J Armour and L Enriques, ‘The Promise and Perils of Crowdfunding; Between Corporate Finance and 
Consumer Contracts’ (2018) MLR 51.

regime that they face is more burdensome.59 In addition, in order to secure the liquidity 
gains involved in offering shares to the public, most offers will be accompanied by admis-
sion of the company’s shares to trading on a public market.60 Companies are generally able 
to raise money more easily and to obtain a better price if after the initial issue of shares there 
is a healthy secondary market available to investors on which they can sell their shares and 
realise their investment, if they so choose. There are a number of options available to the 
company in this regard. For example, within the UK, the London Stock Exchange offers 
the Main Market for well-established companies, and the Alternative Investment Market 
(AIM) for less well-established companies.61 There is no obligation on UK companies to 
list their shares on a UK market, however, and a UK company has complete freedom to list 
its shares elsewhere, either as a primary listing or, more commonly, as a secondary listing.62 
The initial public offer of shares is discussed in detail in chapter ten, and the regulation of 
securities, once they have been listed on a UK public market, is discussed in chapters eleven 
and twelve. Once a company has its shares publicly listed, it can raise further equity capital 
via a fresh issue of shares. These may have to be offered first to the existing shareholders 
of the company in proportion to their existing shareholding in the company, in accord-
ance with pre-emption rights.63 Pre-emption rights can, however, be disapplied by special 
 resolution,64 and if this occurs the shares can be offered to external investors.

A further option that has emerged in recent years for companies wishing to acquire 
equity finance from external investors is crowdfunding.65 Crowdfunding is a way of rais-
ing finance by asking a large number of people for a small amount of money, generally via 
an internet platform. Typically, those seeking funds set up a profile detailing their project 
on a website and may then use social media, alongside more traditional networks, to raise 
money. There are various different types of crowdfunding. One key distinction is between 
crowdfunding that aims at financial returns and crowdfunding that aims at non-financial 
returns. An example of the latter category is donation crowdfunding, whereby people 
invest simply because they believe in the cause, and may receive some return (for example 
acknowledgements on an album cover or tickets to an event), but may not. In this form of 
crowdfunding donors often have a social or personal motivation for putting their money 
in and expect nothing back, except perhaps to feel good about helping the project. Any 
returns are considered intangible. Another example is reward crowdfunding, which might 
involve someone effectively buying goods in advance. For example where a project involves 
the development of a new piece of technology the reward may be to receive one of the first 
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versions of the product as and when it appears. Reward crowdfunding may also involve 
more established businesses providing their goods to investors, perhaps at a discount, as a 
reward for their investment.66

Crowdfunding that involves financial returns may be by way of debt67 or equity.68 Equity 
crowdfunding involves people investing in a business opportunity in exchange for shares 
in the company, which is unlisted. Investors invest via a platform, generally a website, 
which displays profiles of the companies seeking investment. Crowdfunding platforms do 
provide some investor protection as they carry out some vetting of the businesses listed 
on their platforms, although the extent of this vetting varies. On many equity crowdfund-
ing platforms, including some of the largest, such as Crowdcube, the investors become 
direct shareholders in the relevant company, although some platforms hold the shares in 
the companies as nominees for the investors, and may charge a management fee for doing 
so. Generally, companies will seek a target amount within a stated period. Investors can 
select the companies and projects in which they wish to invest, and the amount they want 
to invest (the minimum may be as little as £10) via the platform’s website. If the target is 
not reached within the stated period, then investors’ funds are not taken from their bank 
accounts (although sometimes the period may be lengthened). If the target is achieved, then, 
in a typical scenario, investors will be emailed a copy of the adopted articles of association 
of the company and given seven working days to review them. During this period inves-
tors can ask any questions they might have, and edit or withdraw their investment if they 
wish. Once these seven working days have elapsed, the crowdfunding platform will capture 
payments from all investors and transfer funds to the entrepreneur. Subsequently, the share 
certificates will be issued to investors, generally available to download via the crowdfunding 
platform. At present, equity crowdfunding remains a relatively niche mechanism for raising 
equity capital, although it is a rapidly growing sector.69 It generates difficulties for regulators 
in terms of balancing companies’ desire to access finance with the need to provide inves-
tors with protection.70 This is an area in which regulation has been introduced, discussed 
further at 10.7.

2.3. Debt Financing

Very few companies have sufficient cash from equity capital or retained profits to meet every 
obligation as it falls due. Further, it would not be good business practice to do so. The opera-
tions of the company would be unduly restricted and the business would fail to grow. The 
company needs to borrow to expand its business, to invest in capital expenditure which 
will result in future income streams, and to enable it to meet current expenditure which is 
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necessary in order to achieve future income. It will be seen that the need for debt finance 
is, therefore, at least in part, a question of cash flow. The company may have expectations 
of future profit (and in many cases these are more than expectations: money is actually due 
to the company in the future), but needs money upfront to meet its immediate obligations. 
This type of financing can only be achieved by debt financing. It is relatively short-term so 
that the capital circulates: equity financing is therefore unsuitable. In relation to long-term 
financing, the company has a genuine choice between debt and equity financing: the ques-
tion of which to choose therefore becomes important. This question will arise in various 
forms throughout this chapter, especially where the distinction between debt and equity 
becomes blurred. Each form of financing has advantages and disadvantages: these will be 
outlined here and considered in more detail throughout the book.71

There is far more variety in the debt finance available to most companies as compared 
to the equity financing options on offer. Because more variety is available, far more thought 
needs to be given as to how the selection of the most appropriate forms of debt financing for 
each company is made. As this section indicates, the process of selecting the most appropri-
ate debt financing will depend on a number of factors, including the size and nature of the 
company, its current financial position, the nature of its assets, the reason finance is needed, 
and the nature and requirements of the lender. In contrast to equity financing, where the 
shareholders have a potentially significant role, since they have the opportunity to exert 
control over directors in relation to the issue of new shares,72 debt financing is a corporate 
decision taken solely by the directors.

2.3.1. General

2.3.1.1. Sources of Debt Finance

Twenty years ago, the main sources of debt finance were relatively limited. Leaving aside 
funding within a group of companies,73 the main source of loan finance for companies was 
commercial banks, that is, banks that took deposits, while investors in corporate debt secu-
rities were institutional investors, including pension funds, insurance companies and other 
investment funds, together with some wealthy individuals and (occasionally) the wider 
retail market. There were also specialist financiers, including those who provided asset 
finance and receivables financing, although the latter was quite limited in scope.

More recently, and particularly since the financial crisis, the sources of debt finance have 
multiplied. Loan finance is available from what is called the ‘shadow banking’ sector, that is, 
entities that are not banks but which provide credit.74 These include managed funds, such as 

http://www.fsb.org/2019/02/fsb-publishes-global-monitoring-report-on-non-bank-financial-intermediation-2018/
http://www.fsb.org/2019/02/fsb-publishes-global-monitoring-report-on-non-bank-financial-intermediation-2018/
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 76 www.british-business-bank.co.uk/ourpartners/.
 77 But see now 2.3.1.1 on other sources of loans.
 78 Such as bonds, notes or commercial paper. See 2.3.3.
 79 See 2.3.1.1.
 80 For discussion see 16.6.5.
 81 This is broadly called receivables financing. See 2.3.4.1.
 82 Companies with spare cash may well invest it in the money markets, either in money-market mutual funds, 
in commercial paper or in repos. Thus they lend to banks on a short-term unsecured or secured basis—see ACT 
Practical Steps to Investing in Repos, May 2014, www.treasurers.org.

hedge funds and private equity houses, institutional investors as mentioned above, and 
(perhaps surprisingly) individuals who are now able to lend through peer-to-peer (‘P2P’) 
lending.75 Many of these entities also provide finance by purchasing receivables on online 
auction sites. Further, the British Business Bank, which delivers the UK Government’s 
package of small business funding measures, has a large number of programmes which 
includes both lending through peer-to-peer sites and purchasing receivables through online 
auctions.76

2.3.1.2. Choice of Debt Financing Transaction

The term ‘borrowing’ is generally used to mean either borrowing by way of loan (usually 
from a bank)77 or by way of debt securities.78 However, debt in a wider sense can also 
include credit extended by those whom the company would otherwise have to pay immedi-
ately. Thus, when a company buys goods with payment due 30 days after delivery, or obtains 
services with payment due two months after the services have been supplied, the economic 
effect is the same as if the company had borrowed from the seller or supplier. Even closer 
in effect are situations where a company obtains equipment from a finance company on 
hire purchase or finance lease terms. The equipment is obtained immediately, yet the ‘price’ 
is paid in instalments over a long period. To understand how small and medium-sized 
companies (SMEs) are financed, it is important to realise both that this type of borrowing 
is widespread and that the companies selling the goods, supplying the services or financing 
hire purchase agreements or finance leases themselves need finance. In order to meet the 
market requirements of giving credit, these companies need cash upfront in order to meet 
the expenditure they have to make to provide the goods, the services or the equipment to 
the company that receives them. Even banks need to be financed by debt, as ultimately they 
cannot meet the cost of all the loans they make through equity financing, deposits (if they 
take them) and profits. This can also be the case for alternative providers of loan finance,79 
although often they will either be lending their own money (individuals, governments) or 
will be lending money they hold for investors, which is effectively like equity finance, in that 
the investors take the risk of loss (hedge funds, private equity houses). However, non-bank 
lenders may well enhance their returns by leverage—that is, debt finance.80 Those provid-
ing credit often use the repayment obligations owed to them to enable them to obtain debt 
finance, either by borrowing on the security of those obligations or by transferring them 
outright for a price.81 Banks obtain much of their finance on the money markets, either by 
issuing short-term debt securities (commercial paper) or by using repos (structurally sale 
and repurchase, but economically the same as short-term borrowing).82 The detail of these 
is beyond the scope of this book.

http://www.british-business-bank.co.uk/ourpartners/
http://www.treasurers.org
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 83 BIS, Financing a Private Sector Recovery (Cm 7923, July 2010), 3.5–3.17.
 84 Some of these specialist forms of finance are discussed at 2.3.5.
 85 This is a generalisation, and in fact sometimes the opposite is true, for example because of outside factors such 
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 86 Covenants are contractual obligations owed by the borrower to the lender, for the protection of the lender. 
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 87 Whereby the borrower can draw down finance when it needs it and repay it when it does not. See 2.3.2.1.
 88 Such restrictions in contracts include negative pledge clauses and are discussed at 6.3.1.6.
 89 Welsh Development Agency v Export Finance Co Ltd [1992] BCC 270. Most recently drafted negative pledge 
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 90 See 2.3.5.4.

The type of debt financing used by any one company will depend on a number of  
factors. One very important factor is the size of the company: most SMEs are not in a posi-
tion to issue debt securities, for example, and very large and creditworthy companies usually 
only borrow unsecured.83 Another will be the purpose for which credit is needed. If it is 
for a one-off project, such as a new building, a company taking a loan is likely to want a 
term loan, while for recurrent expenditure it is likely to want a revolving facility such as an 
overdraft. Very specific purposes, such as the building of infrastructure or the purchase of 
high-value equipment, have such specific requirements that particular financing structures 
have developed to accommodate them.84 The cost of finance is also very important: this 
will be determined partly by outside factors such as interest rates and partly by the type of 
finance required. Generally, finance which is riskier for the lender is more expensive than 
less risky finance; thus, secured borrowing is (at least in theory) cheaper than unsecured, 
and shorter-term finance is cheaper than long-term finance.85

The availability of types of finance will affect both the price and the choice of financial 
structure. For example, in a market where supply of goods on credit is common, no supplier 
can afford not to give credit and the credit is usually interest-free (though, of course, reflected 
in the overall price of the goods). Where credit is freely available, loans may be made and 
bonds issued with very few covenants86 as a result of the competition between lenders to 
lend, but when credit becomes restricted such borrowing as there is will be on much harsher 
terms. A borrower also has to weigh up the advantages of flexibility, for example from an 
overdraft or other revolving facility87 or by issuing short-term debt securities, against the 
security of long-term finance, such as a term loan or longer-term securities. The flexibility 
of a revolving facility means that the company only borrows when it needs to, and this keeps 
the costs of financing down. However, where the company needs a fairly continuous level of 
borrowing, short-term financing may not be so suitable. This is because it requires constant 
refinancing, which may be difficult if the company is in (temporary) difficulties, or if the 
market has changed so that finance is more expensive or no longer available. Paradoxically, 
taking short-term financing may be seen as a sign of confidence in the company’s prospects 
since it shows that refinancing is viewed as likely to happen. Another relevant factor may be 
whether the company has any restrictions on its ability to borrow (or to borrow in a certain 
way) in its articles or in its contracts with other lenders.88 For example, this might lead to 
a company selling its receivables rather than taking out a loan secured on the receivables.89 
In many situations the regulatory and tax implications of certain types of financing will 
be critical factors. Finally, religious, cultural or ethical factors may be relevant, such as the 
restrictions on financing under Islamic law, which has led to a growth in Sharia-compliant 
financing structures.90
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It should, of course, be pointed out that many companies will have more than one source 
of debt finance. Most very large companies will raise finance through a mixture of loans 
(often syndicated) and bonds, as well as often raising short-term finance by other means, 
while larger SMEs often have both bank lending and asset-based finance. The considera-
tions mentioned above then apply to the choice of type of financing made by a company in 
a particular situation or at a particular time.

2.3.1.3. Protection of Creditors: Contractual and Proprietary

It is also necessary to consider what protection a creditor requires when lending or advanc-
ing credit, and how this affects the structure of the transaction. The first main concern of 
the creditor is credit risk, that is, the risk of non-payment.91 This risk can be mitigated 
in a number of ways, mainly by the creditor obtaining rights as a result of its agreement 
with the borrower. These rights can be either contractual or proprietary. Contractual 
rights are merely against the contractual counterparty, while proprietary rights relate to 
assets. The main distinction between the two relates to the situation where the borrower 
is insolvent: a creditor with proprietary rights will have priority over the general class of 
unsecured creditors, while a creditor with merely contractual rights falls into the latter 
class. There are limited exceptions to this, such as set-off, which in many cases is effective 
on insolvency.92

Proprietary rights can be either absolute or security interests. The distinction between 
these two kinds of interests is discussed in detail in chapter seven. If the creditor has an 
absolute interest, it becomes, or remains, the absolute owner of the relevant asset. A security 
interest, by contrast, is a proprietary interest in an asset securing the obligation to repay. It 
extends only to the amount of that obligation, so that on enforcement there is an obligation 
to account to the borrower for any surplus value in the asset. Security interests vary in form: 
pledges and liens are possessory interests (and are not discussed in detail in this book). One 
type of non-possessory security interest is a mortgage. Here, the title to the asset passes to 
the lender, who is obliged to re-transfer the asset when the secured obligation is repaid. 
Another type is the charge, which entails no transfer of title but is an encumbrance on the 
asset. Charges can be fixed or floating. If a lender has a fixed charge, the borrower cannot 
dispose of the charged asset without the lender’s consent. If the lender’s charge is floating, 
the borrower can make such a disposition. Floating charges, therefore, are often taken over 
circulating assets and enable a lender to take security over all the assets of a company. These 
interests are discussed in more detail in chapter seven.

Contractual rights are more varied. They can be divided into contractual rights 
against the borrower itself, and contractual rights against third parties. Both are discussed 
in detail in chapter six. Rights against a third party are obviously more valuable than 
rights against a borrower if the borrower becomes insolvent (unless the third party also 
becomes insolvent). Such rights include ‘credit enhancement’ transactions such as guar-
antees, insurance and credit default swaps. Broadly speaking, these transactions involve a 
promise by the third party to pay the lender if the borrower defaults, although the actual 
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structures vary considerably.93 The third party may be someone with a strong interest in 
the operation of the borrower, such as another company in the same group. Where the 
borrower is a small private company it is likely to be a director. In these cases the form 
of the transaction is likely to be a guarantee, and the third party takes on the liability 
without remuneration, although it would have a right to be indemnified by the borrower. 
Alternatively, the third party may be someone providing credit protection commercially 
for a fee: in this case the transaction is more likely to be an indemnity, a performance 
bond, credit insurance or a credit default swap.94

Rights against third parties also include an agreement made with another creditor to 
subordinate its claim to that of the protected creditor,95 so that the subordinated creditor 
is not paid until the protected creditor has been paid in full. This has the effect of making 
it more likely that the protected creditor will be paid on the insolvency of the borrower, 
although, where the creditors are unsecured, it does not give priority over any creditor with 
a proprietary right. It is also very common for certain creditors to be subordinated to all 
other creditors, for example where there are different tranches of loans or bond issues,96 or 
where hybrid securities are issued.97 The indemnification rights of group companies and 
directors who give guarantees are usually subordinated to all other creditors.98

Contractual rights against the borrower (many of which are known as covenants) 
protect the position of the creditor in a number of different ways. Some covenants restrict 
activities of the borrower which may damage the creditors. Thus, dividend distribution, or 
the dissipation of assets or the grant of security, may be limited.99 Other covenants seek to 
ensure that the creditor is properly informed about the credit risk it is undertaking: these 
include representations and warranties about the state of the company (or the assets trans-
ferred or given as security) at the time of the advance, and financial reporting covenants 
which oblige the company to give ongoing information and to maintain certain financial 
ratios.100 Other types of clauses, such as acceleration or cancellation clauses on default, 
are often present to give the creditor the ability to force a restructuring, to terminate the 
lender’s obligation (if there is one) to make further advances and, in the last resort, to 
enable the creditor to enforce the entire loan.101 Where credit is extended on retention of 
title terms to enable the borrower to acquire tangible assets, a termination clause enables 
the lender to repossess the asset.102 Secured loans will include provisions enabling enforce-
ment of security, although this is now often done in the context of the insolvency procedure 
of administration.103
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Another type of provision gives rights based on set-off.104 Set-off operates outside 
insolvency to prevent circularity of action and to enable transactions to be settled without 
transferring large sums. It operates under the general law, but is usually provided for in a 
contract to avoid any uncertainty as to when it applies. On insolvency, set-off, where there 
are mutual parties, is compulsory.105 Its operation enables a creditor to be paid pound for 
pound, thus giving an equivalent protection to that of a security interest. Thus, it is provi-
sions which give rise to set-off on insolvency (such as netting and close-out provisions or 
flawed asset provisions) that provide significant credit risk protection.

These main contractual provisions for reducing credit risk are discussed in chapter six. 
Not all financing agreements include all these provisions, and some may include others. 
This will depend on many factors, including the type of transaction in question (for exam-
ple, whether it is an issue of securities or a loan), the market conditions and the bargaining 
power of the parties.106 Many loans are made on standard terms, such as those of the 
Loan Market Association for use in syndicated loans, or those used by particular banks or 
 financiers. The creditor may also wish to protect itself against risks other than credit risk, 
such as the risk of the transaction turning out to be less profitable than it hoped because 
it has to pay more for the money it borrows to fund the transaction, for market reasons 
or because of changes in tax or regulatory rules. Clauses dealing with such a situation are 
common in syndicated loan transactions.107 Debt securities usually contain fewer covenants 
included by the issuer (and its advisers) as a result of what is seen as necessary to make the 
securities attractive to potential investors. In theory, investors buy debt securities on a ‘take 
it or leave it’ basis as there is no opportunity for negotiation of terms, although in reality 
potential investors are often consulted when the terms are fixed.108

The protection required by a creditor can, of course, have a profound effect on what 
types of financing are available to a particular borrower. For example, if a lender requires 
security in order to be persuaded to lend, a borrower who cannot give security will not be 
able to borrow (conversely, the provision of security may persuade a lender to lend who 
would not otherwise do so). It should, however, be borne in mind that most of the struc-
tures discussed in this book are, to some extent, standard in form with creditor protection 
already built in, so that the borrower will be choosing between different options rather 
than negotiating from scratch, although the detail of the documentation is usually negoti-
ated, except in small-scale transactions. New forms of financing are developed all the time, 
of course, but this is often in relation to very large transactions, often involving financial 
institutions that are repeat players, and they usually develop out of and use structures and 
concepts already in existence. Since the financial crisis the development of alternative forms 
of finance for the lower end of the market has increased, particularly using online platforms, 
but even these, though innovative in the way lenders and borrowers are brought together, 
use existing concepts and structures for the actual agreement between the parties. With this 
in mind, this book will discuss the various legal issues that arise in the more common forms 
of debt corporate finance and will largely focus on devices which are for the protection of 
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the creditor, although some benefit both parties, such as the appointment of a trustee in a 
bond issue.

2.3.1.4. Protection of Creditors: Regulation

Another way in which creditors can be protected is by regulation, that is, statutory provi-
sions which impose conditions which have to be fulfilled before certain transactions can 
be entered into. These therefore limit the ability of borrowers and creditors to enter into 
whatever transactions they wish. Some areas of debt finance are more heavily regulated than 
others: in theory this is because they involve more risk to creditors, or more systemic risk 
to the market, although that is not entirely the case in practice. The issue of debt securities 
to the public is regulated in broadly the same way as an issue of equity securities.109 This is 
to ensure that those buying the debt securities both on the primary and on the secondary 
market have accurate and detailed information about the credit risk they are taking on. 
However, an issue of bonds to professionals is more lightly regulated,110 and the syndi-
cated loan market is completely unregulated except by contract.111 The same goes for other 
forms of lending and finance by banks and other financial institutions. However, lending 
by individuals via online platforms has now become regulated: here the lenders are seen as 
consumers, without the ability to protect themselves through enquiry and  negotiation.112 
Another form of regulation is the requirement to register certain security interests so that 
other creditors know that they have been granted when they are considering lending to 
the borrower.113 Sometimes particular transaction types are regulated, such as covered 
bonds.114

Of course, another purpose of regulation is to protect all participants in the financial 
markets from systemic collapse, and much of the regulation of banks and other financial 
institutions115 is to this effect. This specific type of regulation is a specialist area, and is not 
covered in detail in this book.

However, one aspect of financial regulation that can be conveniently explained at this 
point is the requirement that banks and other financial institutions116 retain a certain level 
of capital in order to cover the risk that their debtors will not repay. This is an ongoing 
requirement, and is in addition to the legal capital requirements discussed in chapter five. 
The capital adequacy requirement117 balances the amount of credit risk against the amount 
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This is to ensure that most of the tier one capital of a firm is of the highest quality, that is, capable of maximum loss 
absorption (GENPRU 2.2.31).
 123 The amount of tier one capital that has to be included in a firm’s capital is 6%.
 124 GENPRU 2.2.158. See 2.4.
 125 GENPRU 2.2.157. Note that tier two instruments cannot contain any covenants which could lead to early 
repayment, such as a negative pledge clause or a cross-default clause (GENPRU 2.2.165).

of capital which needs to be held. Broadly speaking, the firm must retain capital amounting 
to 8 per cent of its risk exposure:118 as this is an ongoing obligation, the firm must moni-
tor constantly to ensure it is complying.119 There are thus two separate calculations used 
to decide whether a firm is complying: the risk exposure of the firm, and the amount of 
capital it holds. Both are the subject of detailed regulation in the FCA Handbook, and only 
a very brief summary is given here. In addition to the 8 per cent requirement, there are also 
three capital buffers. Any one institution (depending on its size and function) will have 
to hold, in addition to the basic 8 per cent, capital complying with the capital conserva-
tion buffer, the countercyclical capital buffer and a buffer to protect against systemic risk.120 
Capital adequacy requirements are significant in the context of corporate finance since the 
design of many transactions, particularly securities, has been heavily influenced by these 
requirements.

The risk exposure of the firm depends on the amount of money owed to that firm, and 
the risk weighting of each obligation. The risk weighting will be calculated on the basis of 
the creditworthiness of the debtor, which may depend on the type of debtor and also on its 
rating, any credit enhancement which makes it more likely that the debt will be repaid (such 
as a guarantee), and any collateral held against the debt.121 A standardised approach based 
on these factors is used for unsophisticated firms; the more sophisticated firms are permit-
ted to use an internal approach whereby they determine the risk levels themselves. Capital is 
also required to be held against some forms of operational risk, the measurement of which 
depends on the type of firm involved and its gross income.

The kind of capital a firm can hold is divided into two tiers, comprising equity and 
subordinated debt. Tier one is permanent capital, that is, capital that only has to be repaid 
on a winding up, and includes ordinary shares and retained capital, as well as certain types 
of hybrid instruments designed to achieve tier one status.122 It can be used against any form 
of risk exposure, while there are limits as to the use of tier two capital.123 Tier two capi-
tal comprises hybrid instruments which are structured like debt but have some of the loss 
absorbency of equity, for example by being deeply subordinated.124 It includes both perma-
nent instruments and dated instruments.125
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 126 Priority questions between secured lenders are discussed at 6.4.3. Lenders may also agree the priority between 
them, whether the loans are consecutive or contemporaneous; see 7.4.4 and 6.4.4.
 127 See 2.3.2.2.
 128 See 2.3.3.

2.3.1.5. Multiple Lenders and Transfer of Debt

Where the amount of debt financing required is large, a borrower will often seek funds 
from more than one lender. The loans may be consecutive, in which case issues of priority 
between lenders may arise.126 However, in many cases a borrower will seek to raise funds 
from a number of lenders at once, such as in a syndicated loan127 or bond issue.128

While accessing funds from a number of sources offers a borrower great advantages, 
there are also practical difficulties. For example, it is necessary to have some form of struc-
ture to enable decisions to be made in relation to the conduct of the borrowing relationship, 
such as whether modifications should be made to the terms of the loan, or whether the loan 
should be accelerated if a default has occurred. More prosaically, it is necessary to have one 
person who actually does the work required to administer the relationship, such as collect-
ing payments from the borrower and distributing these to the lenders. There are two legal 
concepts that are used to overcome this problem: that of agency and that of trust. The main 
difference is that where there is an agent, he may act for the borrower or for the lenders, 
depending on context, whereas a trustee holds the obligation to repay, and any security, 
on trust for the lenders. Although an agent or trustee may have certain powers to make 
decisions, any important decisions have to be taken by the lenders, either unanimously, 
which may be hard to achieve, or by a majority. The structures arising from the use of 
agents or trustees, and the complex question of the extent of their rights and obligations, 
are discussed in chapter eight.

While a creditor may wish to retain a relationship with the borrower, and may be 
content to fund the loan or other credit from its own resources until it is repaid, in many 
cases a creditor will wish to divest itself of the asset represented by the debt, for a number 
of reasons. It may just be that it wishes to use the debt as collateral for a loan to itself, 
either by creating a security interest over it or by title transfer. In that case, the immedi-
ate credit risk of non-payment will be retained by the original lender. The lender may, 
however, wish to transfer the debt completely, so that the transferee takes on all risks in 
relation to the loan, including credit risk, in return for a price. A creditor may wish to do 
this to improve cash flow: it gets money upfront for a debt due in the future (for example, 
by securitisation or by discounting a bill of exchange). Alternatively, the creditor may 
be concerned about the ability of the debtor to pay in the future, and hopes to get some 
money now rather than risk receiving nothing on the insolvency of the debtor (for exam-
ple, by selling bonds). Or it may just be that there is a developed market for such debts and 
the sophisticated creditor can profit from movements in the market which are unrelated, 
or only loosely related, to the credit risk of the borrower. This is particularly true in rela-
tion to the most easily traded debt, that is, debt securities, where transfer is an integral 
part of the form of transaction. While most other debts can be sold, transfer may be 
less straightforward for a number of reasons, such as the presence of an anti-assignment 
clause in the original contract, or the fact that the lender is still obliged to make further 
advances. These problems have, to a large extent, been overcome by legal ingenuity, so that 
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 129 See Fuller: Corporate Borrowing, ch 2; Tolley Company Law Service B5021–B5027; Benjamin: Financial Law, 
8.1.2.2; Encyclopaedia of Banking Law, chs C13, F1650–F1703. For the critical importance of bank lending in 
corporate finance see BIS, Financing a Private Sector Recovery (Cm 7923, July 2010), 3.18–3.28.
 130 This would be a syndicated loan, which is discussed at 2.3.1.4 and 8.4.
 131 See 6.4.4.
 132 Tolley Company Law Service B5021.
 133 BDRC Continental SME Finance Monitor, full report for year ending Q4 2018 (www.sme-finance-monitor.
co.uk) shows that 19% of SMEs surveyed used overdraft finance and 14% used credit cards. 8% of SMEs used a 
bank loan.
 134 Prior agreement is essential; Cunliffe Brooks & Co v Blackburn & District Benefit Building Society (1884) LR9 
App Cas 857, but can be implied: Cumming v Shand (1860) 5 H & N 95.
 135 Williams & Glyn’s Bank Ltd v Barnes [1981] Com LR 205; Lloyds Bank plc v Lampert [1999] 1 All ER 161, 
167–68; Bank of Ireland v AMCD (Property Holdings) Ltd [2001] 2 All ER 894, [15]–[17]. There are also other 
cases where an express obligation on the bank to provide the facility for a period of time has been held to rebut 
the presumption that the overdraft is repayable on demand, see Titford Property Co Ltd v Cannon Street Accept-
ances Ltd (25 May 1975, unreported) and Crimpfil v Barclays Bank plc (20 April 1994, unreported). However, 
these authorities may be unreliable in the light of the later cases, or at least, only explicable on the wording of the 
particular documentation.

there is now a well-developed market in syndicated loans, and also in distressed debt, as 
well as extensive use of securitisation and receivables financing, both of which involve a 
sale of debts. Issues relating to the transfer of debt, including the methods of transfer, are 
discussed in chapter nine.

The following sections explain in outline the main types of debt financing, as defined 
above to include the provision of credit. Detailed consideration of relevant legal issues 
follow in the subsequent chapters.

2.3.2. Loans129

2.3.2.1. Bank Loans

Loans are usually made to companies by banks, either by one bank or a number of banks.130 
It is, of course, possible for a company to borrow from other parties, such as individuals (for 
example, directors) or from other companies (for example, parent companies or others in 
the same group). Such loans are quite likely to be subordinated,131 but will still contain both 
contractual and maybe proprietary protection for the lender, as discussed below in relation 
to bank loans.

One main distinction to be drawn in relation to loans to companies is between commit-
ted and on-demand lending.132 The most common example of on-demand lending is an 
overdraft, which, together with credit card finance, is the most common form of debt 
finance for SMEs.133 Once agreed between the bank and the customer,134 the customer can 
draw more money from its current account with the bank than it has paid in, up to the 
agreed limit. Normally, an overdraft is repayable on demand, although this can be varied by 
contrary agreement. Whether there is contrary agreement depends on the interpretation of 
the particular facility letter: the mere fact that the overdraft is available for a period of time 
does not mean that a provision that it is repayable on demand is ineffective.135 This means 
that, unless the company takes specific steps to ensure appropriate wording in the over-
draft documentation, it is in danger of the finance being withdrawn without notice when 

http://www.sme-finance-monitor.co.uk
http://www.sme-finance-monitor.co.uk
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 136 It also appears that, at least in the absence of very special circumstances, a bank does not owe a duty of care to 
a borrower when demanding repayment of an overdraft, see Chapman v Barclays Bank plc [1997] 6 Bank LR 315 
and Hall v Royal Bank of Scotland plc [2009] EWHC 3163 (Mercantile).
 137 See Benjamin: Financial Law, 8.17, citing R Cranston, Principles of Banking Law, 2nd edn (Oxford, Oxford 
University Press, 2002) 299.
 138 See 3.2.2.
 139 Rouse v Bradford Banking Co Ltd [1894] AC 586, 596; Williams & Glyn’s Bank v Barnes [1981] Com LR 205.
 140 These are likely to be both conditions precedent and warranties; see discussion at 6.3.2.1.
 141 Term loans are relatively rare in small business finance. The BDRC Continental SME Finance Monitor, full 
report for year ending Q4 2018 shows that in the period 2016–18 the percentage of small businesses using bank 
loans was between 5% and 8%.
 142 Tolley Company Law Service B5024.
 143 Valdez: Financial Markets, 96.
 144 See Fuller: Corporate Borrowing, 2.5.
 145 See 2.3.3.1.
 146 See Fuller: Corporate Borrowing, 2.4.

it itself is not in breach.136 In theory this makes an overdraft a risky form of financing for a 
company, despite its popularity among small businesses.137 There are, however, two amelio-
rating factors. First, generally a bank will not demand repayment of an overdraft without 
reason, and is, in fact, usually keen to continue the lending relationship with a company that 
is able to service its debts, since the interest payable on the overdrawn account is a source 
of income for the bank.138 Second, the bank is obliged to honour cheques drawn on the 
account before demand.139

A committed facility is where the bank is committed to lend throughout a certain period, 
usually subject to the fulfilment of certain conditions.140 It may be a term loan, where the 
amount lent is advanced all at once or in successive tranches, repayable in a single (‘bullet’) 
repayment or according to a payment schedule (‘amortising’).141 It may have more flexibil-
ity, as in a revolving facility, which is similar to an overdraft in that the company can draw 
down, repay and draw down again, up to the date the facility ends, when the borrowings 
have to be repaid. A company is more likely to use a term loan for a one-off purchase, such 
as land, or in an acquisition, and a revolving facility to raise working capital.142 An even 
more flexible loan is a standby credit143 or ‘swingline’,144 which is often used to support an 
issue of commercial paper.145 This is a short-term advance which may not be used at all, but 
can be used to tide the company over if it has to repay some commercial paper but does not 
want to issue another batch immediately because of market conditions.

A loan is usually made in cash, but another method of advancing finance is for the bank 
to agree to accept a bill of exchange drawn on it by the company.146 The company then 
sells the bill in the market (or the bank will do so and reimburse the company) so that the 
company obtains money immediately. On the bill’s maturity the bank, as acceptor, pays the 
person to whom the bill has been sold (the holder) and the company will then reimburse 
the bank for doing so.

All types of loans will include protection for the lender against the credit risk of the 
borrower. This may take the form of provision of contractual rights (as against the borrower 
or also against third parties), but may also be effected by the grant or retention of proprietary 
rights, that is, the provision of some sort of security or quasi-security interest. The possible 
types of security and the policy issues relating to the taking of security are discussed below 
in chapter seven.
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 147 Wood: Loans and Bonds, 5-006; Fuller: Corporate Borrowing, 2.16; Hughes: Banking, 9.2.
 148 See 16.4.3.
 149 6.4.4.1.
 150 Wood: Project Finance, 10-001–10-022.
 151 See 6.4.4.1.4. Structural subordination is particularly important in private equity transactions, as discussed 
at 16.4.
 152 See 2.3.3.3.
 153 See chapter 9, especially 9.2.4.2 (novation of syndicated loans) and 9.3.3 (securitisation).
 154 See 2.3.1.3.
 155 See www.p2pmoney.co.uk/companies.htm for a comparison of a large number of online platforms.

2.3.2.2. Multiple Lenders

Where the loan required is large, the risk of making it is usually spread among a number of 
lenders, through syndication and/or through the use of subordination. Syndication involves 
one bank, mandated by the company to arrange the loan, preparing an information memo-
randum about the company and soliciting other banks to join it in making the loan. Each 
bank in fact makes a separate loan to the company, so that their liability is several. This has 
the effect that no bank is liable if another bank fails to lend or becomes insolvent,147 and 
also enables individual banks to exercise set-off rights against individual borrowers. It also 
means that each bank can enforce the debt due to it itself. As mentioned above, the admin-
istrative duties of the syndicated loan are carried out by an agent (usually one of the banks 
making the loan). Syndicated loans are discussed in detail in 7.4 below.

In many financing structures, for example in an acquisition or leveraged buy-out, 
it is usual for the amount of finance available to be increased using subordination.148 
Subordination may be achieved by the junior creditor agreeing not to recover until the 
senior creditor has been paid in full, or that it will hold any recoveries on trust for the senior 
creditor.149 The senior creditor is encouraged to lend more, as the junior debt provides a 
‘cushion’ which will be lost first in the event of the insolvency of the borrower, and the junior 
creditors obtain a much higher interest rate, which compensates them for the extra risk they 
carry.150 Sometimes the subordination is structural.151 The junior debt layer may also be 
financed by the issuing of high-yield bonds rather than by a loan.152

It should be remembered that all debt can be sold, and so any bank making one of 
the loans described above can, if it wishes, pass on the credit risk of the loans it makes by 
transferring the debts represented by those loans. As mentioned above, there is a strong 
market in syndicated loans, and other loans can be disposed of by securitisation.153 By 
transferring the loans they make, banks can obtain more capital to make more loans, and 
can reduce the amount of capital they have to hold under the capital adequacy require-
ments of Basel III.154

2.3.2.3. Peer-to-Peer Lending

As mentioned earlier, many companies now obtain funds through peer-to-peer lending. 
This is the generic name given to a number of online platforms which put potential lend-
ers in touch with potential borrowers. Some platforms specialise in different areas, such 
as consumer lending, lending for property development secured on land, lending only 
by companies and high worth individuals, and so on.155 Some also facilitate the sale of 

http://www.p2pmoney.co.uk/companies.htm
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 156 The UK peer-to-peer loan market was worth nearly £10bn in Q2 2018, of which £6.5bn was lending to 
businesses (see www.p2pfa.org.uk/peer-to-peer-lending-contributes-more-than-1-billion-to-the-economy-in-
second-quarter-of-2018/).
 157 Small and Medium Sized Business (Finance Platforms) Regulations 2015 Reg 3(2). The designated platforms 
are Alternative Business Finance, www.alternativebusinessfunding.co.uk/, Funding Options, www.fundingoptions.
com/ and Funding Xchange, www.fxe.co.uk/ and have access to many bank and non-bank funding sources includ-
ing P2P platforms.
 158 See Financial Conduct Authority, Loan-based (‘peer-to-peer’) and investment-based crowdfunding platforms: 
Feedback on our post-implementation review and proposed changes to the regulatory framework’ CP18/20 (2018) 
(‘FCA, CP18/20’).
 159 FCA CP18/20 para 3.9.
 160 The practice varies between different platforms.
 161 FCA CP 18/20 para 3.9.
 162 FCA CP 18/20 para 3.9.
 163 See chapter 6.
 164 See eg www.archover.com/solutions/ which offers trade loans secured against receivables, asset loans secured 
against existing assets, and purchase loans secured against the asset purchased. A similar spread of loans is offered 
by the more established Funding Circle: see www.fundingcircle.com.
 165 See chapter 8.

receivables by companies to those willing to buy them. The account of peer-to-peer lend-
ing given here is generalised, and relates to the platforms that involve lending to corporate 
businesses (though they may also lend to consumers and unincorporated businesses). 
Peer-to-peer lending is becoming an increasingly important source of finance for SMEs,156 
and is seen as a real alternative to bank finance by the Government. If an SME business is 
turned down by a bank for funding, the bank is required to pass on information about the 
applicant to financing platforms designated by the Government, if the applicant agrees.157

P2P platforms vary according to the services which they offer and, therefore, their busi-
ness model.158 A ‘basic’ platform which merely puts the borrowers and lenders in touch 
with each other and administers the loan has been termed a ‘conduit platform’.159 When 
a borrower applies to an online platform for a loan, the platform normally160 carries out a 
vetting process: this can vary from a reasonably brief check to quite extensive due diligence. 
Typically, there is either an auction, whereby potential lenders indicate what interest rates 
they would be prepared to lend at, and borrowers accept those at which they are willing 
to borrow (the borrower actually pays a weighted average of the different rates accepted), 
or a market rate is set by the platform (this additional service means that the model has 
been termed a ‘pricing platform’).161 A key feature is that, in either case, potential lenders 
can choose which companies they lend to (and, in the case of an auction, at what rates), 
although some sites also have a facility for allocating borrowers automatically to lenders 
according to an agreed risk profile in order to generate a ‘target’ rate of interest (this model 
has been termed a ‘discretionary platform’).162 Usually, the borrower enters into a loan 
agreement either with the company running the platform, acting as agent for the lenders, 
or with the lender direct, but through the intermediation of the platform. The loan agree-
ment contains representations and warranties as well as covenants,163 and the platform acts 
as agent for the lenders in enforcing the agreement if there is an event of default, although 
monitoring is usually limited to checking whether repayments have been made. Some loans 
are unsecured, although often backed by a personal guarantee, while others are secured by 
real security: this varies according to the platform but also according to the needs of the 
borrower.164 Security is held by a company, usually related to the company running the 
platform, which acts as a security trustee.165 Some platforms allow lenders to withdraw their 
money before the end of the term of the loan by transferring the loan to another lender in 

http://www.p2pfa.org.uk/peer-to-peer-lending-contributes-more-than-1-billion-to-the-economy-in-second-quarter-of-2018/
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 166 See eg www.moneyandco.com/loan-market.
 167 Eg http://marketinvoice.com and www.sancus.com/.
 168 Eg https://crowdforangels.com/plc and www.abundanceinvestment.com/.
 169 See 13.8.
 170 Though the pool of potential lenders is now bigger than it was even five years ago; see 2.3.1.1.
 171 Many of reasons relate to regulatory issues, which are discussed in chapter 13.
 172 8.3.1.
 173 16.4.2.
 174 See 2.3.3.3.
 175 M Choudhry, Corporate Bonds and Structured Financial Products (London, Elsevier Butterworth-Heinemann, 
2005) 59.
 176 See, for example, the weak position of Greek government bonds during 2010 and 2015.
 177 See M Choudhry, Corporate Bonds and Structured Financial Products (London, Elsevier Butterworth- 
Heinemann, 2005) 5.3, 128.

a market run by the platform.166 Some also offer a contingency fund designed to protect 
against losses from bad debts, that is, a form of pooling of loss. While most P2P platforms 
offer some form of loan, some offer finance by purchasing receivables,167 and a few enable 
companies to offer convertible debt securities.168 Concern had been expressed regarding 
protection of lenders, particularly consumers, who lend using P2P platforms. Regulation 
has been introduced, and further regulation has been proposed.169 This is discussed in 
 chapter thirteen.

2.3.3. Debt Securities

2.3.3.1. General

Debt securities are tradable instruments which a company can issue in order to raise money 
from a variety of lenders. Such lenders will be more numerous and more varied in type than 
the single bank or syndicate of banks that would otherwise make a loan to the company.170 
In theory, anyone can buy debt securities, although in most cases the target and actual 
investors are much more limited for a number of reasons.171 Debt securities are issued, 
usually to a limited group of investors, in what is known as the primary market. The process 
of issuance is described in chapter eight.172 Once issued, they can be traded in what is called 
the secondary market. Not all debt securities are traded: some are kept by the original 
owners until maturity: for example, loan notes issued as part of a private equity transaction 
fall within this category,173 as do notes issued in the increasingly popular private place-
ment market.174 However, many are traded, and anything which adds to their tradability 
( liquidity) adds to their value.175

In this book we consider only debt securities issued by companies. However, it should 
be borne in mind that a vast number of debt securities are issued by governments: these 
are usually the most highly rated (though it does depend on the credit standing of the rele-
vant government),176 and the pricing of debt securities issued by companies is often tied 
to that of government securities.177 The term ‘debt securities’ covers a number of different 
kinds of instruments. Companies, or banks, needing short-term finance can raise it by issu-
ing commercial paper, a term meaning short-term securities (with a term up to 364 days) 
or, if the company is authorised to carry on deposit taking, certificates of deposit, which 
can have a term of up to five years. These are issued and traded in what are known as the 
money markets: this term refers to markets dealing with short-term securities with a term of  
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 178 Fuller: Capital Markets, 1.01.
 179 See 8.3.1.
 180 See 8.3.1.
 181 See 2.3.3.5.
 182 For discussion of these, see 2.3.3.5.
 183 It is possible for the issuer to have a ‘call’ option to redeem early, or for the investors to have a ‘put’ option to 
require early redemption; see 2.3.3.5.
 184 Very little monitoring is done by the trustee of a bond issue; see 8.3.4.2.2.
 185 A Morrison, ‘Credit Derivatives, Disintermediation and Investment Decisions’ (2005) 78(2) Journal of 
Business 621.

one year or less.178 Longer-term debt securities, which are issued and traded on the bond or 
capital markets, are called bonds or notes. Originally, notes were securities with a shorter 
term than bonds, but the terminology has now become more interchangeable, especially in 
the European markets. The term ‘notes’ is generally used, however, where the interest rate is 
floating, and also where securities are issued as part of a programme.179

It needs to be remembered when considering different types of securities (and different 
varieties of terms within the documentation) that these are dictated by the requirements of 
two people: the issuer and the potential investors. The potential investors are often not in a 
position to negotiate terms directly, and so it is usually the lead manager180 who will advise 
the issuer what sort of bonds and what terms will be marketable at an interest rate the issuer 
wishes to pay, after taking soundings from those who might invest in the bonds. This will 
include the level of covenants. The issuer will want to ensure that the issue fulfils its require-
ments, for example as to the term of the financing (bearing in mind that the company will 
normally want to refinance on the maturity of the bond), the flexibility of the term (for exam-
ple, whether the company has a call option)181 and so on. When assessing the variety of the 
types of bonds available and the terms within the documentation, it is important to consider 
what features are for the protection of the lenders and what features are for the benefit of the 
issuer. In some cases, such as the use of a trustee, there are benefits for both parties.182

2.3.3.2. Securities versus Loan

As a general rule, it is cheaper for a company to raise money by issuing debt securities than 
by taking a loan. However, once they are issued the company cannot usually pay back the 
debt represented by the securities until the end of the term of the issue, so it is a less flexible 
form of financing than a revolving facility or overdraft.183 Accordingly, it is probably more 
accurate to compare the merits of an issue of securities to those of a term loan. Why is this 
form of raising finance cheaper? The rate of interest payable on securities is determined by 
a combination of features, including market rates. However, it does not have to cover as 
many costs as the interest set by a bank in relation to a loan, such as the carrying out of due 
diligence and the costs of monitoring.184 Further, bondholders are generally less risk averse 
than banks, and so charge less interest. However, the best mix of financing (from the point 
of view of the borrower) may well be to include some bank financing in addition to the issue 
of bonds. Bank financing indicates that the bank has, after due diligence enquiries, decided 
that the company is a good credit risk. On the basis of this signalling, the bond issue can be 
at an even lower rate of interest.185

Although it will depend very much on the type of debt securities, covenants and 
warranties are generally fewer and less stringent than in a bank loan, mainly because of 
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 187 See www.londonstockexchange.com/prices-and-markets/retail-bonds/newrecent/newrecent.htm.
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the problems involved in coordinating bondholders and the consequent difficulties of 
 enforcement.186 This can be seen as an additional advantage for the borrower. Another 
attractive feature of issuing debt securities for a company is that money is raised from a 
wider pool of lenders than is possible with a loan, even a syndicated loan, where the pool of 
lenders is confined to banks. Holders of debt securities may include institutional investors, 
such as pension funds, other companies, including insurance companies, and even private 
individuals. In the last ten years there has been considerable growth in the retail bond 
market in the UK. This is partly because of the unavailability of bank finance for medium-
sized companies, and partly because of the low rates of interest offered by bank deposits and 
other non-equity investments. The London Stock Exchange launched an online retail bond 
(ORB) platform in 2010, which to date has hosted 46 retail bond issues amounting to over 
£4.4 billion.187 Retail bonds attract a higher level of regulation than wholesale bonds,188 
which can add to the cost. Some companies have also issued retail bonds themselves: these 
are not traded on a market and are therefore illiquid.189

The wide pool of lenders not only taps sources of finance for the borrower which would 
be unavailable in the context of a loan, but corporate borrowers see individual bondholders 
as less likely to cause trouble on default than bank lenders, particularly if there is a bond 
trustee.190 Further, finance by means of a bond issue may be available even when bank funds 
are limited, as was the case during the 2008 financial crisis.191 Debt securities are attractive 
to investors in that not only do they provide a steady stream of income,192 but they are trad-
able on recognised markets. This means that the investor can easily realise its capital assets 
without waiting for the bond to mature, and can offload the risk of default onto someone 
else (although this will be reflected in the price at which the bond is sold). Some bonds 
are more liquid (that is, more easily traded on the capital markets) than others, and this 
is reflected in the price.193 It should be noted, however, that in recent years the transfer of 
loans, or the transfer of risk of loans, using sub-participation or credit default swaps, has 
become very common.194

2.3.3.3. Who Issues Bonds?

Although it might seem to make sense for most companies to raise money by issuing 
debt securities, many cannot. First, there may be restrictions by virtue of the nature of the 
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company itself—for example, a private company cannot offer debentures to the public.195 
Second, the company may not have a good enough credit rating for the securities to be 
marketable. A credit rating, which is given to a company by a credit rating agency,196 is 
based on the likelihood that the company will default on its securities and is important in 
the bond market for several reasons. Investors are much more likely to buy bonds with a 
high credit rating. However, because the demand will be high, the issuer can offer a lower 
rate of interest than on a riskier bond with a lower credit rating.197 The ratings (in theory at 
least) allow investors to match the amount of risk they are prepared to take with the amount 
of yield on bonds that they purchase. Certain investors, mainly financial institutions, are 
only permitted to buy bonds with an ‘investment grade’ rating. Thus, the market for invest-
ment grade rated bonds is much larger than for those with a lower rating. In fact, until 
relatively recently companies without such a rating could not issue bonds as no one would 
buy them. However, in the 1970s a phenomenon grew up in the US called ‘junk bonds’ (or, 
more respectably, ‘high-yield’ bonds)198 which are very risky bonds issued by companies 
without an investment grade rating.199 High yield bonds are usually subordinated to any 
senior debt (which is often in the form of loan finance); for example, they are used for 
mezzanine finance in leveraged buy-outs.200

Even so, bond issues are not appropriate for SMEs, which are much more likely to be 
looking at bank or asset-based lending as their main source of debt finance. Having said 
this, medium-sized companies are increasingly entering the ‘private placement’ market. 
‘Private placement’ is a generic term used to refer to borrowing from non-banks (particu-
larly insurance companies and pension funds), where the debt is not traded on the public 
markets, and is therefore illiquid. There is thus an illiquidity premium,201 but costs are saved 
by the issue not having to be rated: investors tend to do their own investigations as to the 
creditworthiness of the company. In the US this borrowing is usually in the form of debt 
securities, while in Europe it can be either a loan or the issue of debt securities. In the past, 
companies accessed this form of borrowing by using the US private placement market, but 
increasing US regulation and a greater appetite on the part of both companies and investors 
for this type of finance have led to a greater demand in the UK and Europe.

2.3.3.4. Debt Securities versus Equity

Whether a company which needs money issues equity or debt securities depends on a 
number of factors.202 One particular advantage of debt securities over equity securities is 
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that the interest paid on debt securities is tax deductible for the company, unlike dividends, 
which cannot be deducted.203 This makes debt a much cheaper option than equity, at least 
up to a certain point.204

In one sense, the tradability of debt securities makes them similar, from an investor’s 
point of view, to equity securities. Debt securities are traded on the secondary market and 
are frequently listed on a stock market, although much of the trading takes place over the 
counter (OTC).205 The big difference is that the owner of equity securities has a stake in the 
company and shares its profits and its losses. Another advantage of debt securities, particu-
larly for private companies, is that the existing shareholders do not dilute their control of the 
company (or the value of their shares). The owner of debt securities does not share in the 
profits, and, as a creditor, ranks above shareholders if the company is insolvent. These issues 
are discussed further in chapter three. The exact priority of the owner of debt securities will 
depend on various matters, such as whether the securities are backed by security over other 
assets and whether they are the subject of a subordination agreement. There is also a twilight 
zone occupied by what are known as ‘hybrid’ instruments.206 These are securities which 
have some characteristics of debt and some of equity, and are an attempt to give investors 
some of the best of both worlds, although, of course, they end up without the full benefits 
of either. For example, securities may be deeply subordinated, or perpetual, or convertible 
into equity.

2.3.3.5. Varieties of Bonds

Bonds in particular, as opposed to money market instruments such as commercial paper, 
come in all sorts of varieties, like ice cream. This similarity is reflected in the name given to 
a typical unadorned bond: plain vanilla.207 A plain vanilla bond is basically a promise by the 
issuer to pay both interest and, at maturity, the principal debt. The promise can be made to 
the bondholders or to a trustee acting on their behalf.208 The documentation will, of course, 
include more than just the promise: it will include details of the interest rate payable (which 
is usually fixed but can be floating and can also be linked to an index), the details of payment 
and redemption and other administrative details, and covenants to protect the interests of 
the bondholders.

One variation is a ‘zero coupon’ bond. The terminology originated when bonds were 
bearer bonds, so that whoever held them owned them. The issuer would not necessar-
ily know who the holders were, and so each bond had a number of detachable ‘coupons’ 
which related to each interest payment. When an interest payment was due, the holder 
at the time detached the relevant coupon, sent it to the issuer and claimed the interest. 
This is no longer the practice (very few bondholders actually hold bearer bonds now)209 
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but the term ‘coupon’ for interest still remains. If a bond is ‘zero coupon’, this means that 
there is no interest  payable. Instead, it is issued at a discount to its face value, that is, to the 
amount that is payable on maturity. The ‘interest payments’ are therefore paid at the end, 
when the bond matures. This used to have certain tax advantages, since the gain was seen 
as capital rather than income, but many jurisdictions have changed their tax legislation so 
that the gain is now seen as interest. Another variation relates to the time of payment and 
the possibility of prepayment. The issuer may be given the option to buy back or redeem 
some or all of the bonds before maturity. This is called a ‘call’ option;210 an issuer would 
wish to exercise this if interest rates fell below the rate payable on the bond, so that it could 
issue another bond at a lower rate, that is, refinance. Conversely, the holders could have an 
option to require early redemption: this is called a ‘put’ option. Debt securities cannot be 
redeemed early unless this is specifically provided for in the terms of the issue.211 Securities 
also may only be repayable after a very long time, or they may even be perpetual. These 
are seen as akin to equity for various purposes and are a type of hybrid security, which is 
discussed below.212

Yet another variation is whether the securities are domestic or international. Domestic 
stock213 is issued by a UK issuer in sterling and is aimed at UK investors. Eurobonds are 
aimed at the international markets, and can be issued in any country, though they are 
often denominated in a currency other than that of the country in which they are issued. 
Domestic securities are also now often issued in the form of eurobonds. The main structural 
difference between the two is that stock is one single debt which is either held for the stock-
holders by a trustee, or contained in a deed poll for the benefit of all the  stockholders,214 
which can be divided up into holdings of any size represented by one certificate (or CREST 
entry).215 Eurobonds, on the other hand, are denominated in fixed amounts, and each 
bond is an agreement between the bondholder and the company, although often there is 
a trustee who holds the benefit of the covenant to pay for the bondholders.216 Both stock 
and eurobonds can be, and often are, listed on the London Stock Exchange.217 Eurobonds 
are rarely issued to the public; they are almost always issued to sophisticated institutional 
investors, and most trading is OTC—that is, away from the market and conducted between 
parties privately (usually over the telephone). The regulatory framework that governs listed 
debt issues is discussed below in chapter thirteen.

So far we have considered bonds which are issued by a company which is obliged to 
pay back the amount due from its trading income and, on maturity, from its own assets 
(or by reborrowing). The rating of the bond therefore depends on the creditworthiness 
of the company (plus any credit enhancement). However, it is also possible for bonds to 
be issued on the basis that repayment comes from a pool of income-producing assets, 
such as receivables. The effect is to turn illiquid assets (assets which may have a long 
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repayment term) into liquid assets (the money paid by bondholders when they buy the 
bonds). This is the basic idea behind securities known as ‘asset-backed securities’ or ‘ABS’, 
where the bonds are issued not by the original owner of the receivables, but by a special 
purpose vehicle (SPV) which has bought the receivables from the original owner.218 The 
original owner thus gets immediate cash in return for debts which are due in the future 
(and also, usually, acts as service provider for the SPV, that is, collects in the receivables 
and pays out proceeds to the bondholders, for which it receives a fee). Where the owner of 
the receivables is a trading (non-financial) company, it can be seen that this form of financ-
ing, known as securitisation, is therefore an alternative, for the owner of the receivables, to 
some forms of sale of the receivables to a financier (such as in invoice discounting),219 or 
to taking a loan from a bank secured on the receivables (such as a term loan or overdraft 
secured by a floating or fixed charge).220 It is usually only suitable where the company has 
a steady stream of receivables.221 The rate paid on the asset-backed bonds is likely to be 
lower than the usual rate at which the company can borrow, since it will be determined 
based on the credit rating of the SPV, which depends solely on the quality of the assets (the 
receivables) rather than on the overall rating of the borrowing company. For this to work, 
the SPV has to be bankruptcy remote from the company, that is, it would be unaffected 
by the insolvency of the company.222 However, the cost of setting up the securitisation 
structure is considerable, and thus this form of financing is only suitable for reasonably 
large companies where the advantages of cheaper borrowing are not outweighed by these 
costs.223

Securitisation is also used by financial companies, such as banks and credit card compa-
nies, to divest themselves of the loans they have made to others (such as home mortgage 
loans), in order to free up money for new loans and to get the existing loans off their balance 
sheets. Banks, of course, do securitise loans they have made to companies, and specialist 
finance companies (such as asset financiers) do the same. Thus, finance provided to small 
companies is, at one remove, finance by securitisation.

The basic structure has been developed in various ways. First, where it is not possible or 
desirable to sell receivables to an SPV (for example, where they arise from diverse contracts 
or where contracts generate cash revenues)224 the SPV can, instead, make a loan to the 
company secured on those assets, and issue securities to fund the loan. This is known as a 
whole business securitisation. The assets remain on the issuer’s balance sheet; it is a way of 
shifting credit risk, and raising immediate cash against later receipts, but it does not assist 
with taking assets off the borrower’s balance sheet. Various features built into the structure, 
such as very rigorous covenants and the tranching of the bonds, may mean that the bonds 
are rated more highly than bonds issued by the originator company. It is used particularly in 
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acquisition finance and project finance.225 A concept similar to whole business securitisa-
tion is used in covered bonds, which are issued by the company itself but which are secured 
on a ringfenced pool of assets belonging to the company, so that the rating of the bonds 
depends on the quality of those assets rather than the overall credit rating of the company.

Where the motive behind securitising is removal of credit risk from the originator, 
another possibility is to transfer this synthetically to the SPV by means of a credit default 
swap or other derivative,226 whereby the SPV agrees to pay the originator if there is default 
on the receivables, in return for a fee. The SPV issues securities in the same way as before, 
and invests the proceeds in some sort of safe investment. The payments that the SPV has to 
make on the securities are made partly from the interest from the safe investment and partly 
from the fee. Any payments that the SPV has to make to the originator under the credit 
default swap are made from the safe investment, thus reducing the amount available to pay 
the holders of the securities, who thus take the eventual credit risk on the  receivables.227 
Synthetic securitisations are rarely used in relation to non-financial companies, and are 
often used as a form of speculation rather than for the transfer of genuine credit risk.

2.3.4. Finance Based on Assets

This section considers a number of financing structures which are largely used for SMEs,228 
although large companies will also use big ticket asset finance. The common feature in all 
these structures is that the finance is given on the basis of specific collateral provided by the 
company. The financier has either an absolute interest (by way of sale or retention of title) or 
(in the case of some asset-based lending) a security interest.229 It can be seen that there are 
some similarities with securitisation structures, but here the finance is provided not by the 
issue of securities but by the lender itself (which, of course, may well securitise its receiva-
bles from the financing). The use of finance based on assets (especially invoice discounting 
and asset-based lending) has increased greatly in recent times,230 and is particularly popular 
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when traditional bank lending is not available, either because of global conditions (as in the 
financial crisis) or where a company has already borrowed as much as the bank will permit.

2.3.4.1. Receivables Financing

Receivables financing provides upfront cash for a company which is owed money in the 
future. To that extent, it has the same economic effect as a loan which is paid back as and 
when the receivables are paid. In its pure financing form, the credit risk of the receivables 
is borne by the ‘borrowing’ company, so that if the receivables do not generate enough to 
‘repay’ the loan, the company is liable for the rest.231 The logical corollary of this would be 
that if the receivables generate more than is required to ‘repay’ then the company retains the 
excess, and this characteristic is also found in this form of receivables financing.232

This structure is usually called ‘invoice discounting’ and is achieved usually by a sale (an 
absolute assignment) of the receivables to the financier,233 without notice to the debtors, so 
that the company continues to collect in the debts and holds the proceeds of sale on trust 
for the financier.234 The transaction is said to be ‘with recourse’, which means that the credit 
risk of the receivables is retained by the company: this is usually achieved by a contractual 
obligation on the company to repurchase receivables which are not paid.235

A receivables financing package can also include other services provided by the finan-
cier (for which, of course, the company pays). These include the transfer of the credit risk to 
the financier and the provision of a debt collecting service by the financier. Such a package 
is usually called ‘factoring’. The company will sell the receivables to the financier by a statu-
tory assignment, which means that the debtors are given notice and the financier can sue a 
non-paying debtor in its own name.236

As can be seen, from the company’s point of view receivables financing is very similar 
to a traditional securitisation, especially where the credit risk is transferred to the financier. 
A securitisation structure will generally be cheaper for a company large enough to use it. 
This is because the company needs to pay only fees to the bank that sets it up, rather than 
paying the bank both interest (for the time value of money) and fees (for arranging the 
transaction). Further, usually, the cost of borrowing from the market by way of securities 
is cheaper than borrowing from a bank, especially when the securitisation structure means 
that the notes are more highly rated than the company itself.237 The company also obtains 
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a service charge for collecting in the receivables. However, normal receivables financing is 
more suitable for SMEs and for companies whose flow of receivables is less predictable or 
less consistent. The cost of setting up an invoice discounting agreement is lower than for 
setting up a securitisation, and although more has to be paid for the actual financing, it is 
much more flexible as the company only needs to ‘borrow’ what it requires.

The other alternative to receivables financing, for SMEs, is straight secured borrowing 
from a bank, either by way of a term loan or, more usually, by way of an overdraft. In the 
past this was very common, and banks took fixed charges over all the assets it could, includ-
ing receivables. However, the possibility of taking a fixed charge over receivables has been 
greatly reduced by the Spectrum decision of 2005,238 and this appears to be one of the factors 
that has led to a marked increase in invoice discounting (though not factoring).239 Another 
reason may be the increase in flexibility of invoice discounting which has come from more 
sophisticated computerised methods of monitoring receivables and cash flow on the part of 
financiers, which makes this form of financing a real alternative to an overdraft. Even more 
importantly, the reluctance of banks to lend to SMEs, arising out of the global financial crisis 
and the desire of the banks to reduce the risky assets on their balance sheets, has led to a 
significant increase both in traditional invoice discounting and in innovative forms, such as 
receivables purchased over an online platform.240

2.3.4.2. Supply Chain Financing

Supply chain financing is a variation on the theme of receivables financing, which is offered 
where a very large company is a customer of a number of smaller companies which require 
financing on the basis of their receivables. The customer arranges with a bank or other 
financial institution to buy receivables it owes to suppliers once they have been approved by 
the customer; in fact, in many cases, the customer will ‘self-issue’ invoices which are then 
assigned to the financier. The financier passes the purchase price to the supplier: the amount 
reflects a financing charge for the period between the date of financing and the date the 
invoice is due to be paid by the customer. The benefits for both parties are that the customer 
may obtain a longer period of credit than it could otherwise obtain from the supplier, and 
the supplier obtains cheaper financing, since the interest or discount rate is set on the basis 
of the credit rating of the customer and the fact that the customer often will be the client of 
the financier and has been for some time, so the financier can judge its credit record very 
accurately. Moreover, the customer avoids having to deal with an external financier in rela-
tion to a disputed invoice: only invoices it has itself approved are financed, and, in any event, 
the financier is one with whom it has a good relationship. The description of this model is 
generalised; there are many varieties.241 Supply chain finance has been championed by the 
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UK Government as a source of SME finance, and large companies have been encouraged to 
adopt it.242 Further, the Government has itself adopted it in relation to various Government 
activities.243 However, concern has been expressed that customers will be encouraged by the 
use of supply chain financing to demand longer credit periods, so that suppliers are forced 
to pay for longer periods of financing,244 and that locking suppliers into supply chain financ-
ing deals can be anti-competitive.

2.3.4.3. Asset-Based Lending245

Asset-based lending originated in the US, and has only become popular in the UK in the 
last 20 years. The term ‘asset-based lending’ is usually applied to financing against a wide 
variety of assets, including both revolving and fixed assets. Revolving assets include receiva-
bles, intellectual property and stock. Fixed assets include plant and machinery, and land. 
The entire transaction will involve different techniques for different assets: the financier will 
usually buy any receivables outright, but will take fixed charges over other assets if possible 
and, if not, floating charges.246 The difference between this sort of financing and ordinary 
bank lending is that the asset-based financier assesses the credit risk purely in relation to the 
assets available as collateral, whereas the bank will look at the profitability of the business 
as a whole, and the cash flow of the company in particular. Thus the asset-based financier 
will only lend the amount it can be sure to obtain from enforcing its security and absolute 
interests if the company becomes insolvent, taking into account any other creditors which 
might have priority over it, such as suppliers on retention of title (where stock is taken as 
collateral), and the likely size of the prescribed part and liability to preferential creditors,247 
where its security is a floating charge. This method of financing often means that a company 
can raise more finance than is possible through the traditional bank lending route.

Where there are already other secured creditors, the asset-based lender will not lend 
unless it can obtain a subordination agreement so that it has priority over them. The 
significant proprietary protection for the financier means that there are likely to be fewer 
financial covenants than with a traditional bank loan. It also means that this financing is 
likely to be available in situations where banks will not lend, or where bank lending would 
be more expensive. This includes situations where companies appear to be failing but 

http://realbusiness.co.uk/article/15791-the-supply-chain-finance-scheme-hit-or-miss
http://www.gov.uk/government/news/prime-minister-announces-supply-chain-finance-scheme
http://www.scfbriefing.com/uk-government-chooses-taulia-for-scf/
http://www.telegraph.co.uk/finance/yourbusiness/9634184/Payment-concerns-over-supply-chain-finance-move.html
http://www.telegraph.co.uk/finance/yourbusiness/9634184/Payment-concerns-over-supply-chain-finance-move.html
http://www.selectfactoring.co.uk/supply-chain-finance-scheme
http://www.selectfactoring.co.uk/supply-chain-finance-scheme
http://www.ft.com/content/a94f47cc-56ad-11e8-bdb7-f6677d2e1ce8
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 248 Often the asset-based lending financing is only part of the total debt package.
 249 The balance of outstanding asset-based lending (including receivables financing) in Q2 2014 the balance was 
£19 billion, of which nearly 20% was asset-based lending, and in Q4 2018 the balance was £22.7 billion, of which 
just over 19% was asset-based lending.
 250 2.3.4.4.1.
 251 2.3.4.4.2.
 252 2.3.4.4.3.
 253 This is likely to be the case where the leaseback is a finance lease (see below) or where land is sold to Real Estate 
Investment Trust (a tax transparent property holding company set up by Part 4 of the Finance Act 2006) and leased 
back to the company. In both cases the tax advantages to the financier are shared with the company in the form of 
lower rental payments.
 254 For a discussion of the characterisation of these transactions see 7.2.5.1.

have substantial assets, where companies are refinancing, and in management buy-outs or  
buy-ins.248 Asset-based lending proved popular during the financial crisis, when other 
forms of lending were becoming scarcer, and continues to grow steadily.249 It can be used to 
provide finance to very large companies, and where the amounts are large the deal is often 
syndicated. In fact, since it is now very difficult for providers of syndicated loans to securi-
tise their loan portfolio, asset-based lending is becoming a popular alternative.

2.3.4.4. Devices Based on Retention of Title

The receivables financier has proprietary protection against the credit risk of the company 
being financed, either by a security interest over the receivables or, more usually, by 
becoming the absolute owner of them. Another, similar, device for achieving proprietary 
protection is for the financier to have an absolute interest in tangible assets. The company 
can raise money on the basis of assets it already owns on this basis. The traditional 
method was by selling the assets to the financier and then leasing or buying them back.250 
Companies can also acquire assets using this device, either from a financier, by way of a 
hire purchase, conditional sale or finance lease agreement,251 or from a trader, by use of 
retention of title.252

In all these structures, except for sales on retention of title, the company obtains cash 
or the use of the item upfront, and makes periodic payments to the financier. In a sale on 
retention of title, the credit is short-term: the seller, of course, then needs to obtain finance 
from elsewhere in order to fund the extension of credit. This could be by an overdraft, or by 
some form of receivables financing.

2.3.4.4.1. Sale and Leaseback

This structure can be used if a company has fixed assets (land, plant or machinery) and 
wishes to raise cash while retaining and using the asset. Of course, the company could just 
take out a loan secured on the asset, either from a bank or by way of asset-based  lending. 
However, a sale and leaseback may allow the company to borrow on cheaper terms, 
 especially if there are tax advantages.253 If the assets are plant or machinery, the lease can 
be either a finance lease or an operating lease: this will depend on whether the risks and 
rewards of the assets are with the financier or the company. It is also possible to have a sale 
and saleback, where the assets are ‘bought’ back by the company by way of hire purchase or, 
less likely, a conditional sale.254
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 255 This is the term used in the industry to cover the acquisition of assets. This is a significant form of finance; for 
example, in 2009 almost £30 billion of finance was provided this way for businesses: BIS, Financing a Private Sector 
Recovery (Cm 7923, July 2010), 3.31.
 256 See Inland Revenue Leasing Manual BLM00060, BLM000725. The International Accounting Standards 
Board’s IFRS 16 accounting standard applies to leases, and requires operating leases over one year to appear on 
the balance sheet (see www.ifrs.org/issued-standards/list-of-standards/ifrs-16-leases/). The standard is effective for 
annual reporting periods beginning on or after 1 January 2019.
 257 The distinction between the two sorts of leases can be important for tax purposes—see Inland Revenue Leas-
ing Manual BLM00035. Basically, a finance lease is defined as a lease which transfers all the risks and rewards of 
ownership to the lessee, while an operating lease is a lease which does not. Generally speaking, a financier that 
leases on an operating lease is concerned with the inherent value of the item leased as it has an ‘equity stake’ in the 
item, while a financier leasing on a finance lease is concerned only with the creditworthiness of the lessee (although 
this is not true where the last payment is to be funded by the proceeds from the sale of the item). See also UK 
GAAP, paragraph 15, SSAP 21 and IFRS IAS 17.
 258 This is because in a finance lease, the lessee has all the risks and rewards of the item, but cannot acquire it itself, 
as this would turn it into a hire purchase agreement.
 259 This is in reality a timing advantage rather than an absolute advantage, but depending on the tax position of 
both parties, the timing can be very significant. See Inland Revenue Leasing Manual BLM00710. There are also a 
large number of anti-avoidance provisions: see Inland Revenue Leasing Manual BLM01030.
 260 Finance Act 2006, s 81(1), which inserted ss 70A–70YI into the Capital Allowances Act 2001. The rules relating 
to long-funded leases apply only to leases of plant and machinery. See Capital Allowances Act 2001, s 70G.
 261 Thus capital allowances are available to the lessee not the lessor, but the amount of rental payments that can be 
deducted is reduced accordingly. Inland Revenue Leasing Manual BLM20015, BLM42005.

2.3.4.4.2. Asset Finance255

If a company wishes to acquire machinery or vehicles or other large pieces of equipment, 
there are a number of options available to it other than having to pay the sale price out of 
existing assets. The company could borrow the price from a bank (unsecured or secured 
on all its assets or on the acquired item only) and buy the asset outright. It could hire the 
item under an operating lease, usually from a financier to whom the item has been sold by 
the seller. This kind of lease can be for any period of time, which means that the item can 
be hired just for the period it is needed, and can be updated very easily. The company never 
acquires ownership of the asset, which means that this structure is ‘off balance sheet’.256 The 
rental payments reflect the fact that the asset will eventually be returned to the financier. 
In between these two possibilities are the options of hire purchase and finance leasing. A 
finance lease is similar to an operating lease in that the company never acquires owner-
ship of the asset,257 but the lease is for a fixed period of time, and the periodic payments 
made by the company include the capital cost of the asset, spread out over that period of 
time, as well as payments for hire. At the end of the period, there is a second period during 
which the company can hire the item for just the hire cost. At any time after the end of 
the first period, the company can sell the item as agent for the financier and is usually 
allowed to retain a very high proportion (usually over 90 per cent) of the proceeds.258 The 
chief advantage of a finance lease, as opposed to a hire purchase agreement, used to be 
the very favourable tax treatment it received, in that the financier (the lessor) could claim 
capital allowance for the asset, some of which benefit could be passed on to the company 
(the lessee) and the lessee could deduct the hire payments as revenue expenses.259 This 
benefit has been altered, in relation to long-term finance leases (called ‘long-funded leases’ 
in the legislation), by the Finance Act 2006;260 such leases are now taxed according to their 
economic substance, in a way very similar to loans.261

http://www.ifrs.org/issued-standards/list-of-standards/ifrs-16-leases/
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 262 The financing of aircraft and engines is the subject of a transnational commercial law convention providing for 
a central register of security interests, including finance leases and other retention of title devices. The convention, 
known as the Cape Town Convention on International Interests in Mobile Equipment (together with its Aircraft 
Protocol), has been ratified by the UK: see the International Interests in Aircraft Equipment (Cape Town Conven-
tion) Regulations 2015.
 263 Capital Allowances Act 2001, s 67. See Inland Revenue Leasing Manual BLM39010.
 264 One drawback of conditional sale, in the commercial context, is that if the buyer (in possession of the goods) 
makes an unauthorised sale to a third party, that party, if in good faith and without notice of the conditional sale 
agreement, can obtain good title under Sale of Goods Act, s 25(1). Conditional sales regulated by Consumer Credit 
Act 1974 are excepted from this provision (s 25(2)) but this only includes sales to individuals and very small part-
nerships (Consumer Credit Act, s 8). Hire purchase agreements do not fall under s 25 Sale of Goods Act, although 
in relation to vehicles Hire Purchase Act 1964, s 27 has a similar effect where the sub-sale is to a private purchaser. 
This difference accounts for the preference for hire purchase agreements over conditional sales in the commercial 
context.
 265 See M Nield, ‘Protecting Title in Stock Finance’ [2007] Journal of International Banking and Financial Law 638.
 266 Welsh Development Agency v Export Finance Co Ltd [1992] BCLC 148.
 267 See Goode and Gullifer: Credit and Security, 4–18.

While they can be used for any sort of tangible asset, finance leases are often used for 
‘big ticket’ items, such as aeroplanes262 and large vehicles. An alternative, though similar, 
structure is hire purchase. Here the financier retains ownership of the item, but, as with a 
finance lease, all the risks and rewards are transferred to the company. The company (the 
‘hirer’) makes periodic payments which in part reflect the hire charge and in part reflect the 
capital value of the item. At the end of the hire period the hirer has the option to purchase 
the item for a nominal fee. This structure does not attract the favourable tax and accounting 
treatment of a finance lease: the financier cannot claim capital allowance, and the payments 
made by the hirer are treated as partly rent (which is deductible from profits) and partly 
capital expenditure (on which capital allowance can be claimed).263

A similar structure, less common in the commercial sector than in the consumer sector, 
is conditional sale, where the owner agrees to sell at the beginning, but title is not trans-
ferred until the end of the agreed period, once all the instalment payments have been  
made.264

2.3.4.4.3. Stock Finance265

Stock finance is a term that can cover a number of different structures based on the concepts 
already discussed. One, which is a variant of acquisition finance, involves the company 
entering into a hire purchase or conditional sale agreement as a temporary measure in order 
to fund the period between obtaining the item to display to potential customers and selling 
the item to a customer, rather than in order to own the item. This form of finance is usually 
provided in relation to motor vehicles, and the financier is likely to be a company associated 
with the manufacturer of the vehicles.

Another possible model is where, in order to ‘lend’ money against stock already owned 
by the company, the financier buys the stock from the company and the company sells it to 
customers as the undisclosed agent of the financier.266 The company then holds the proceeds 
of sale on trust for the financier, in a similar way to an invoice discounting arrangement. 
Both of the arrangements discussed in this section are alternatives to a lender taking a 
charge over stock; while this will normally be floating, it may be fixed if sufficient control 
methods are put in place.267
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 268 In PST Energy 7 Shipping LLC v OW Bunker Malta Ltd [2016] UKSC 23 the Supreme Court held that a contract 
for the acquisition of goods which were to be destroyed before the end of the credit period, and therefore before 
property was intended to pass under the retention of title terms of the contract, was not a contract of sale under 
the Sale of Goods Act 1979 but a sui generis contract. This analysis is likely to apply to many contracts for the ‘sale’ 
of inventory on retention of title terms. See L Gullifer, ‘“Sales” on Retention of Title Terms: Is the English Law 
Analysis Broken?’ (2017) 133 Law Quarterly Review 244 for criticism of this decision.
 269 In relation to the goods themselves, this is easily done as Sale of Goods Act, s 17 provides that property in the 
goods passes when the parties intend it to pass.
 270 See eg Borden (UK) Ltd v Scottish Timber Products Ltd [1981] 1 Ch 25; Re Peachdart Ltd [1984] Ch 131; Clough 
Mill Ltd v Martin [1985] 1 WLR 111; Modelboard Ltd v Outer Box Ltd [1992] BCC 945; Ian Chisholm Textiles Ltd 
v Griffiths [1994] BCC 96.
 271 E Pfeiffer Weinkellerei-Weinein-kauf GmbH & Co v Arbuthnot Factors Ltd [1988] 1 WLR 150; Tatung (UK) Ltd 
v Galex Telesure Ltd (1989) 5 BCC 325; Compaq Computer Ltd v Abercorn Ltd [1993] BCLC 602.

2.3.4.4.4. Sales on Retention of Title Terms268

The funding of the period between acquisition of raw materials or stock and the point 
at which these goods are disposed of (in their original state or after manufacture into 
something else) can be achieved, at least partly, by credit extended to the buyer by the 
seller. The seller is then exposed to the credit risk of the buyer. To protect itself, the seller 
will usually retain title to the goods in the sale agreement.269 While the goods are in the 
possession of the buyer, if the buyer does not pay, the seller has the right to retake the 
goods, and, since the seller has a proprietary right, this will survive the buyer’s insol-
vency. However, this form of protection has its limitations. Any attempt by a seller to 
gain proprietary protection in the products of the raw materials supplied,270 or in the 
proceeds of sale271 of the stock supplied, is very likely to be characterised as a charge and 
will therefore be registrable. Since it is impractical to register every sale agreement, this 
registrability means that the seller’s proprietary protection is limited to an interest in the 
goods themselves.

2.3.5. Specialised Forms of Finance

2.3.5.1. Project Finance

Project finance is a structure used to finance infrastructure projects, such as roads, pipe-
lines, prisons and hospitals, whereby the lenders are paid out of the income generated by the 
project. The debt finance (which may be provided by way of loans or securities or a mixture 
of both) is made available to an SPV (owned by one or more ‘sponsors’) which is a party to a 
concession agreement with the relevant government entitling it to build the infrastructure. 
The SPV contracts out the construction work (which is paid for by the borrowings) and, 
when the infrastructure is built, receives the revenues from its operation, which may come 
in the form of tolls (in the case of roads) or government payments (in the case of prisons 
or hospitals). The revenues are distributed according to a contractual clause, known as a 
waterfall clause, which provides for scheduled repayment of the debt finance. The SPV is 
usually highly leveraged, so that the debt to equity ratio is high, and the lenders take upon 
themselves a certain amount of the risk that the project will not be completed, or will not 
make money. Although the lenders will take what security they can, this will often largely 
consist of a charge over the revenue-generating contract, since the SPV will normally not 
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 272 These issues are discussed in chapter 6.
 273 For discussion see 3.3.3.1.
 274 See, for example, the structure in Re Polly Peck International plc (in administration) [1996] 2 All ER 433.
 275 See 6.3.4.1.
 276 6.4.4.
 277 For detailed discussion see Goode: Commercial Law, ch 35; Security and Title-Based Financing, 5.34–5.40 
concerning pledges of documents of title to goods.

own the item built, nor will the item have much independent value aside from its revenue-
generating value.

2.3.5.2. Financing of Group Companies

Lending to a company which is part of a group presents special problems for a lender, 
which may lead to complicated financing structures involving guarantees and also, maybe, 
set-offs or charge-backs.272 Despite being part of a group, each company is treated as a 
separate entity by the law, and each has limited liability,273 so that in order to have access 
to the assets of the group a lender will need to put in place contractual and proprietary 
protection by agreement. It will often be the case that the company that needs to borrow 
money does not have significant assets, since these are held by a parent company or  
another company in the group. In this situation, the lender may lend to the company that 
needs the money, and take a guarantee and security from the company with the assets 
(and probably all the other companies in the group). Alternatively, it may be another 
company in the group that has the ability to raise funds, for example by a bond issue 
or a loan, rather than the company which actually needs the funds. Here the company 
that can raise the money will on-lend the money to the other company, which will give 
a guarantee of the repayment obligations under the bonds or loan.274 Quite often the 
company that gives the guarantee will have a credit balance with the lender. The lender 
will seek to ensure that, if necessary, the obligation under the guarantee can be enforced 
by set-off, both outside and within insolvency, but may also seek to protect itself by taking 
a charge-back or using a flawed asset structure.275 Group companies may also lend to 
each other, or extend credit to each other, and external lenders usually insist that inter-
group liabilities are subordinated to the debts to external lenders.276 It will be seen that 
the financing structure of a group can be very complicated, and can cause significant 
problems on insolvency. Further, the business is likely to be structured as a group for tax 
or some other cross-border purpose, in which case these issues will also impact on the 
financing structure.

2.3.5.3. Trade Finance

When goods are bought and sold internationally, there is a considerable period of time 
between shipping and receipt. The seller may well extend credit to the buyer, on retention 
of title terms, or the buyer may need to borrow in order to pay the seller, using the goods as 
security by way of a pledge of documents of title to the goods. The financing of international 
trade is a specialist area of the law, and is not dealt with further in this book.277
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 278 For a full treatment see C Nethercott and D Eisenberg, Islamic Finance (Oxford, Oxford University Press, 
2012).
 279 Sharia law is not seen, under English law, as law which can be the governing law of a contract: see Shamil Bank 
of Bahrain v Beximco Pharmaceuticals Ltd [2004] EWCA Civ 19.
 280 For discussion of these principles, see Fuller: Capital Markets, 6.19–6.25; O Salah, Sukuk Structures: Legal 
Engineering under Dutch Law (The Hague, Eleven International Publishing, 2014) 2.2.
 281 For an account of murabaha see Shamil Bank of Bahrain EC v Beximco Pharmaceuticals Ltd [2004] EWCA  
Civ 19 [13].
 282 See 2.3.4.4.2.
 283 See O Salah, Sukuk Structures: Legal Engineering under Dutch Law (The Hague, Eleven International Publish-
ing, 2014) 4.2.
 284 See Fuller: Capital Markets, 6.03.
 285 Shamil Bank of Bahrain EC v Beximco Pharmaceuticals Ltd [2004] EWCA Civ 19 [8].
 286 For an example see The Investment Dar Company KSCC v Blom Developments Bank Sal [2009] EWHC 
3545 (Ch).
 287 Shamil Bank of Bahrain EC v Beximco Pharmaceuticals Ltd [2004] EWCA Civ 19; Halpern v Halpern [2007] 
EWCA Civ 291.

2.3.5.4. Islamic Finance278

There is now a large market in Islamic finance—that is, finance which complies with Sharia 
law: this is the law that governs Islamic societies.279 There are three particular rules in  
Sharia law which relate to finance transactions: a prohibition on riba (interest), a require-
ment that uncertainty (gharar) should be avoided, and a requirement that the contract must 
not relate to immoral activities.280 The prohibition on riba stems from the view that a profit 
cannot be made from merely lending money to another: all profit must be from commercial 
activity. Thus, Sharia-compliant finance contracts are either in the form of some sort of 
profit sharing (such as the partnership contracts, musharaka and mudaraba), sale (such as 
the murabaha contract,281 which is a sale at a deferred price, which includes a profit mark-
up for the seller to cover the cost of the deferred payment and is similar to a conditional 
sale)282 or lease (such as the ijarah, which is similar to an operating lease, since the lessor 
must retain all the risks and rewards of ownership). The latter two types of contract can 
apply to both real estate assets and tangible personal property. The finance for these transac-
tions is either provided by a bank or other finance company, or can be raised on the capital 
markets by the issuance of securities, known as sukuk certificates. The benefit of the under-
lying contracts is converted into securities by a securitisation process called tawreeq.283  
An SPV is created which owns the underlying assets. In a musharaka transaction, the SPV 
owns the shares in the musharaka; in a murabaha the SPV owns the tangible assets. The 
form of a sukuk based on ijarah can vary, but often the SPV owns the tangible asset that it 
leases to the originator, and the sukuk holders are paid the rent. In each case, if the structure 
is governed by English law, the SPV holds the asset on trust for the sukuk holders, and so the 
securities, rather than being debt securities, are similar to depositary receipts.284

Whether any particular transaction or structure is Sharia compliant depends on the 
application of Sharia principles by Islamic scholars. Usually, an opinion (fatwa) as to 
compliance is obtained before a transaction is finalised, and many banks and other finance 
institutions have their own board of Islamic scholars for this purpose.285 Compliance can 
still be controversial, however, especially as some structures adhere to Sharia principles in 
form but not in substance.286 It is not open to the parties to choose Sharia law as the law of 
the contract, but the parties can provide that the contract should be interpreted according to 
Sharia principles.287 Thus, if the contract is valid under English law, the fact that it does not 
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 288 Contracts entered into by a company incorporated in England will normally be enforceable by third parties 
despite lack of capacity or authority (see Companies Act 2006, ss 39 and 40), but this will not apply to public bodies 
or to foreign companies. See R Reed, ‘The Application of Islamic Finance Principles under English and DIFC Law’ 
[2014] Journal of International Banking and Financial Law 573.
 289 See 6.3.2.1.
 290 This return is not guaranteed; it will always be subject to the company having the necessary distributable prof-
its, and subject to the directors declaring the dividend, discussed at 2.2.1.2.
 291 See discussion at 3.2.1.2.4.
 292 For a discussion of whether preference shares should be treated as equity or debt see WW Bratton and  
ML Wachter, ‘A Theory of Preferred Stock’ (2013) 161(7) University of Pennsylvania Law Review 1815.

comply with Sharia principles will not render it void or voidable per se. If, however, one or 
both parties lacked capacity or authority to enter into a non-Sharia-compliant transaction, 
this could affect the validity of the contract.288 It is also, presumably, possible for compliance 
with Sharia principles to be a condition precedent.289

2.4. Hybrids

A hybrid security combines some of the features generally associated with equity capital 
with some of those associated with debt capital. The idea behind hybrids is to obtain the 
best of all worlds, by designing a security that is treated as equity for some purposes and 
treated as debt for others. Hybrids come in a number of forms. Some are regarded as hybrid 
because their very nature contains elements associated with debt and equity, such as pref-
erence shares; others have both of those elements by design, such as deeply subordinated 
debt securities; and others, such as convertible securities, are regarded as hybrids because 
they start life as one type of capital (for example, debt) but have the ability to be converted 
into the other. Some forms of hybrid have existed for some considerable time, such as pref-
erence shares, while others have been developed more recently in response to particular 
issues, such as the regulatory capital requirements discussed in this section. The category 
of hybrids therefore comprises a number of different devices, which may be utilised for a 
variety of reasons, the uniting feature being that these securities combine both debt and 
equity features.

Preference shares are a common form of hybrid security. A typical preference share-
holder will have rights in the articles of the company which specify a fixed dividend290 and 
a fixed return on capital, both generally payable in preference to the return on ordinary 
shares. Unlike ordinary shareholders, preference shareholders generally have no right to 
participate in the surplus, ie they are not residual claimants, and have no, or very limited, 
voting rights. The inclusion of rights to fixed returns on income and capital ahead of the 
ordinary shareholders means that preference shares to some extent resemble loan capital, 
although the rights of preference shareholders are generally weaker than those of creditors, 
and they continue to rank behind creditors in the order of payment on a  winding up.291 
Preference shares remain, at law, shares. For accounting purposes, however, they may be 
classified as either equity or debt, depending on their precise terms.292 Preference shares, 
then, are equity securities which have debt-like features. The attraction of preference 
shares over ordinary shares from the company’s point of view, or, more particularly, that 
of the existing shareholders, is that they rarely contain general voting rights, and therefore 
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 293 See 3.2.1.2.
 294 Ibid.
 295 This is most advantageous if the holder of the security is receiving the payments in a jurisdiction where they 
are treated as dividends. See S Luder, ‘Hybrid Financing’ (2005) 810 Tax Journal 9.
 296 For discussion of the different costs of capital, see 2.6.
 297 See Fuller: Capital Markets, 1.24.
 298 See 2.3.1.3.
 299 The rating agencies’ willingness to do this was confirmed in February 2005 by Moody’s, which published its 
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they do not tend to disturb existing control rights. Their advantage over debt is that the 
return, though often expressed to be fixed, is not fixed in the same way as debt, and need 
not be paid in certain circumstances.293 The advantage of preference shares for the holder 
is that they rank ahead of the ordinary shares for various purposes,294 and that the pref-
erential dividend should promise a higher return than the interest payment that could 
otherwise be obtained by that investor.

In contrast, many other hybrids are basically debt securities which have equity-like 
features; this structure is generally more tax effective. For tax purposes it is advantageous 
for the security to be treated as debt, so that payments made on it will be tax deductible.295 
Furthermore, the cost of issuing debt is considerably less than the cost of equity.296 However, 
equity-like features are attractive for two reasons. One is that such features can enable the 
investor to share in the benefit if the company does well. Debt securities may, therefore, 
include an option to convert them into full equity (‘convertible securities’), or to exchange 
them for equity securities in a third party held by the issuer (‘exchangeable securities’), or 
to buy shares in the issuer at a particular price (‘equity warrants’). From the point of view of 
the holder, a debt security with the addition of a right to convert it into an equity security 
gives it the best of both worlds, as it can take advantage of improvements in the compa-
ny’s performance without taking the initial risk of holding equity, and, until conversion, it 
gets a guaranteed fixed income from the security.297 Thus, making securities convertible or 
exchangeable may make them more attractive to investors.

Another reason for adding equity-like features to debt securities, which is particularly 
relevant to financial institutions, is that such features enable the security to be treated favour-
ably from a regulatory capital point of view. Hybrids may be designed to help a financial 
institution meet its capital adequacy requirements.298 An issuer that is a financial institu-
tion will benefit from a hybrid being treated as equity by qualifying for tier one regulatory 
capital. More generally, however, all issuers will benefit from the treatment of hybrids as 
equity in the rating agencies’ assessment of the company’s creditworthiness,299 and they will 
likewise benefit if securities are treated as equity rather than debt in their balance sheets, as 
this makes it easier to comply with covenants which require a certain debt to equity ratio.300 
Convertible securities may be hybrids in the sense used above if the other features apply, but 
the convertibility itself does not give the securities the required equity rating: this will only 
be the case if the holder is obliged to convert.301 In terms of regulatory capital requirements, 
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however, the fact that debt securities are subordinated is enough for them to rank as tier two 
capital,302 and such securities may be convertible so as to be attractive to investors.303 Some 
debt securities issued by banks may also be convertible into equity securities on order to 
provide loss absorption in the event of failure: these ‘contingent convertible securities’ (also 
known as CoCos) have become popular since the 2008 financial crisis.304

One important feature from the point of view of the rating agencies and the regulatory 
capital requirements is that the security has a long maturity date. In order to gain tax treat-
ment as debt, maturity has to be ‘within the foreseeable future’. Many hybrid securities now 
have two maturity dates: a shorter ‘scheduled’ date of, for example, 30 years, and a longer 
‘final’ maturity date of, for example, 80 years.305 Another feature which makes such securi-
ties more ‘equity-like’ is an option, or, better still, an obligation on the issuer to repay by 
issuing equity securities, thus retaining or improving its debt to equity ratio.306 A further 
feature is that the issuer has the ability to defer interest payments: this makes them similar 
to dividends, which the issuer has no obligation to pay.307 The securities will also have to 
be deeply subordinated. As explained in chapter three, on the insolvency of a company the 
unsecured creditors rank pari passu, with equity holders ranking behind them. Unsecured 
creditors can, however, agree to rank behind other unsecured creditors, in other words to be 
subordinated, and this is very common in various contexts. The more ‘deeply’ subordinated 
an issue of debt securities is—that is, the fewer creditors who rank below it—the more like 
equity it seems. It might be asked why investors would buy such debt securities, since the 
features set out so far would seem to make them very unattractive. The answer largely lies 
in the price, since holders are compensated for the greater risk of hybrid securities by the 
promise of a much larger return.308

2.5. Retained Profits

Retained profits are an internal source of finance for the company, the availability of which 
will depend upon the profitability of the company and the decisions taken by the compa-
ny’s directors as to whether to retain those profits or to return them to the shareholders, 
commonly by way of dividend payments or repurchases of the company’s own shares. 
The ability of directors to distribute profits to the shareholders in this way is discussed 
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 309 For discussion of these options see 5.4.1 and 5.4.2. Other methods of returning value to shareholders, which 
are less commonly used, include formal reductions of capital (5.4.3) and schemes of arrangement (see chapter 15).
 310 Other means of extracting income are, of course, available to such shareholders. Shareholders in quasi-part-
nership companies are often employed by the company, and so will be able to receive income by way of salary. They 
may also have lent money to the company, so that profits could be used to repay any capital sums outstanding. 
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 311 In general, shareholders are not in a strong position to demand dividend payments. However, in certain 
circumstances it may be that a failure to pay dividends in a quasi-partnership company could amount to unfairly 
prejudicial conduct, and thus allow a shareholder to bring a petition under section 994 of the Companies Act 2006: 
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 313 See BIS, Financing a Private Sector Recovery (Cm 7923, July 2010), 3.7, discussed at 2.2.
 314 J Lintner, ‘Distribution of Incomes of Corporations among Dividends, Retained Earnings, and Taxes’ (1956) 
46(2) American Economic Review 97; A Brav et al, ‘Payout Policy in the 21st Century’ (2005) 77 Journal of  Financial 

in  chapter  five.309 The capital maintenance rules discussed in that chapter impose some 
constraints on the circumstances in which returns can be made to shareholders, but where 
the company has distributable profits, these rules should cause little difficulty. It is predomi-
nantly a matter for the directors, acting in accordance with their directors’ duties, whether 
the company will be best served by retaining its profits to finance its operations or returning 
some of those profits to its shareholders. The benefits of returning profits to the sharehold-
ers will differ depending on a number of factors, including the size of the company and the 
number and nature of its shareholders.

In a small quasi-partnership company, for example, the benefits for the shareholders 
are clear. Dividend payments and repurchases of shares can operate as a means for owner-
managers to extract income from such companies.310 Dividend payments may be preferable 
for the shareholders as a value-extraction device since the shares may provide the share-
holders with valuable control rights which they do not wish to forgo by having those shares 
repurchased.311 However, share repurchases can be beneficial where one or more of the 
shareholders wishes to leave the business. There is unlikely to be a ready market for the 
shares of quasi-partnership companies, and if the other shareholders do not want to buy 
out the exiting shareholder, but there are funds available for the company to do so,312 then a 
repurchase of the shares by the company may be a useful tool. Balancing these benefits with 
the company’s interests will be important, however. The external funding options for a small 
quasi-partnership company are generally more limited than those for larger companies.313 
Profits are likely to be a key source of financing for the business. It may well be that the 
owner-managers will forgo the return of profits to them, and/or find other means to extract 
value from the company.

At the other end of the spectrum, in publicly traded companies, shareholders usually 
expect to receive regular dividends in respect of their shares. In general the dividends 
received by shareholders in publicly traded companies are kept at a fairly constant level, 
smoothed over time, and any increases in the dividend payments tend to reflect the 
underlying long-term prospects of the business.314 As a result, directors in publicly traded 
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companies tend to be conservative about their dividend policy. Dividends are kept rela-
tively low, and any increases are contemplated only if the directors are confident about the 
sustained growth of the company.315

Corporate finance theory posits that in frictionless markets dividend policy should not 
affect the overall market value of the company’s shares.316 This is based on the idea that 
where the company retains profits and invests them in new profitable ventures, the shares 
will have a higher capital value than they would have if the company had paid a dividend 
and then had to raise further finance to fund the new venture. A shareholder can then 
realise this capital gain by selling the shares in the market, rather than by relying on the 
company to pay the dividend. This suggests that companies should only pay dividends after 
all investment decisions have been made. This theory does not always match the reality that 
is observable in the market, however. Markets are not frictionless and there is a cost involved 
in buying and selling shares. There is also a different tax treatment for dividends, which are 
taxed as income, and the capital gains made on the disposal of shares. In addition, inves-
tors may view the future gains to be made from new projects as more risky than dividends 
payable today, and so may undervalue shares in a company that pays low dividends,317 or 
may simply prefer to receive steady dividends rather than to sell their shareholdings. In 
practice, many directors do not conform to the model posited by this corporate finance 
theory, although there are some notable exceptions. Facebook, for example, does not pay 
regular dividends.

Dividend policy in publicly traded companies can perform a signalling function regard-
ing the state of the company. Paying healthy, consistent dividends is a way for managers to 
signal to the market that they have long-term confidence in the business.318 In the envi-
ronment of conservative dividend payments, a dividend increase makes a strong statement 
about the expected future profitability of the company, whereas a dividend cut may be taken 
as an indicator of a long-term problem within the company. A failure to meet shareholders’ 
expectations is likely to have a negative effect on share price. Any benefits obtained by using 
dividend policy to signal to the market do, however, have to be weighed against the need for 
companies to finance their existing and future operations, and returning retained profits to 
shareholders may well mean that companies have to access external finance in order to fund 
these operations.319
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In the UK, dividend conservatism is prevalent in publicly traded companies, so that, in 
general, retained profits will be used to fund relatively low levels of dividends that remain 
fairly constant.320 As a result, where directors have retained profits that they wish to return 
to the shareholders over and above existing dividend levels they may well do so via a repur-
chase of shares as these do not raise expectations about future payouts.321 Returning profits 
to shareholders via a share buy-back can be very beneficial in circumstances where the 
company itself is unable to invest efficiently in profitable investment projects.322 This can 
be a particularly valuable way to return profits to the shareholders as it can have a positive 
impact on the company’s performance ratios (earnings per share and net assets per share) 
that are used to assess corporate performance, since these ratios assess the figures (earning 
or net profits) by reference to the number of equity shares in issue.323

2.6. The Debt/Equity Mix

A company’s capital structure comprises its mix of debt and equity. The question then arises 
as to whether an optimal capital structure exists for all companies that will maximise every 
company’s value.324

It is suggested by financial economists that a company’s cost of capital, ie the total 
return expected by the providers of its debt and equity finance, is unaffected by its debt to  
equity ratio.325 The Modigliani-Miller propositions suggest that no combination of debt and 
equity is better than any other, and that a company’s overall market value is independ-
ent of its capital structure. Although borrowing increases the expected rate of return on 
shareholders’ investments, adding debt to a company’s capital structure increases the risk of 
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insolvency, and shareholders, whose investment will be wiped out first in the event, require 
 compensation for this risk. According to Modigliani and Miller, although debt financing 
can be regarded as a cheaper source of finance than equity, due to its reduced risk (for exam-
ple, as a result of its prior ranking on insolvency), the additional return expected by equity 
investors as a result of the increased risk which they face exactly offsets this advantage. If 
this is correct then the amount of debt entered into by a company should be irrelevant and 
debt to equity ratios should vary randomly from company to company and from indus-
try to industry. Yet this is not what is observed in practice. Almost all banks, for example, 
rely heavily on debt,326 whereas in other sectors, such as pharmaceuticals and advertising, 
almost all companies have traditionally been mainly equity financed.327

Clearly, the original Modigliani-Miller propositions do not explain these observations. 
In part this is because the Modigliani-Miller model was developed on the basis of certain 
restrictive assumptions, including the existence of well-functioning capital markets328 and 
the absence of taxes, transaction costs and insolvency costs. These assumptions are highly 
artificial. In practice these issues are important and will affect the relative cost of debt and 
equity to a company and are very likely to affect the debt to equity ratios within a company. 
In relation to taxes, for example, companies can deduct the interest payable on debt from 
their profits for the purpose of assessing corporation tax: dividends are not deductible in 
this way. Once these assumptions are relaxed, it becomes clear that some debt can be added 
to a company’s capital structure without affecting the return expected by its shareholders.329 
As the proportion of debt in the company increases, however, it becomes more likely that 
the company will default and enter into insolvency. At a certain point these costs of distress 
will outweigh the tax benefit of debt. Financial distress and insolvency is costly, in terms 
of the direct costs of lawyers, courts and insolvency practitioners, as well as the reduction 
in the value of the company associated with insolvency. There are also the indirect costs 
attached to the difficulties of running a company while going through this process.330 Even 
if the company avoids insolvency it will still face the costs of financial distress—for example, 
the suppliers may demand more protection, creditors may charge more and employees may 
leave and look for other jobs. When considering the costs of distress it is also important to 
have regard to the nature of the company’s assets. If the assets are ‘real’, such as property, 
then there will be reduced distress costs because this will provide at least some of the credi-
tors with the assurance that even if the company is distressed there are assets available which 
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can be used to repay their debts. By contrast, in companies such as high tech companies 
where the principal assets are ideas and people, it is much more difficult on insolvency to 
cash in by selling off the assets. In order to understand the debt to equity ratio adopted by 
companies it is therefore relevant to consider not only the likelihood of insolvency, but also 
the value of the company that is likely to be realisable if insolvency occurs.331

The trade-off theory of capital structure recognises that investors will look for an 
enhanced return to compensate them for the increased risk of having to absorb these costs 
of financial distress. The addition of debt to a company’s capital structure is beneficial, but 
only up to the point where the tax savings resulting from the debt are outweighed by the 
insolvency costs. The theoretical optimum is reached when the present value of the tax 
saving is just offset by increases in the value of the costs of financial distress. As a result 
the trade-off theory recognises that debt to equity ratios may vary from firm to firm. On 
this analysis, companies with safe, tangible assets and plenty of taxable income ought to 
have a lot of debt, whereas unprofitable companies with risky intangible assets ought to rely 
primarily on equity financing. In practice this theory can explain some industry differences 
in capital structure, but it does not explain, for example, why some very successful compa-
nies thrive with very little debt. In fact some of the most profitable companies borrow the 
least whereas the trade-off theory predicts the reverse.332

An alternative theory suggests that companies prefer to issue debt rather than equity 
only if internal finance is insufficient.333 Internal finance is effectively retained profits, ie 
funds which could be paid out as dividends, but which are instead retained by the company 
to finance its projects. Retained profits can, therefore, be viewed as additional capital 
invested by the shareholders. Since internal finance does not send any adverse signals 
which may lower the share price, this is often the preferred choice of financing for compa-
nies. If external finance is required, firms will issue debt, because this is less likely to be 
interpreted by investors as a bad omen, and external equity financing is regarded as a last 
resort. As a result there is no optimum debt to equity mix because there are two kinds 
of equity: internal equity, which is top of the ‘pecking order’, and external finance, which 
comes last. This analysis may help to explain why the most profitable companies borrow 
less: they have access to the most internal finance and, therefore, do not need to rely heavily 
on external finance. This analysis is not without its difficulties, however. In particular, some 
studies suggest that companies do not always exhaust all sources of internal finance before 
turning to external sources, and others suggest that some smaller, growth companies seem 
to rely on equity (in the form of venture capital) rather than debt when external financing 
is required.334
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Other theories of capital structure have developed as variations on or refinements 
of these models, in order to try to explain the capital structures that are observable in 
 practice.335 In particular a number of recent studies seek to explain why the capital models 
of individual companies vary over time.336 It seems that capital structure does matter, but 
that there is no single optimal structure for all companies at all points in their life span. 
It is necessary to consider a range of factors, including the size and type of the company, 
the nature of its underlying assets, the availability of internal finance, and the particular 
demands facing the company in that point in its life cycle. For individual companies these 
considerations will be important, but more specific details about the nature of the financ-
ing on offer will often be determinative of the issue. For instance, issues such as the identity 
of the lender (trade credit, institutional lenders etc) and the contractual features of the 
debt, such as maturity, conversion rights, collateral, events of default and guarantees, will 
be important in determining the attractiveness of debt financing in a given scenario. On 
the equity side, the nature of the shares being issued (ordinary or preference, and whether 
or not they are redeemable), the rights attached to those shares, the price at which they 
are issued and whether pre-emption rights have been set aside will all be of importance. 
Further, general market conditions may well determine how much debt can be raised, as 
well as the means of raising it. This was made clear by the financial crisis, when bank financ-
ing became difficult to obtain. Larger companies turned to the bond and equity markets,337 
while smaller companies suffered from a lack of debt financing, although some turned to 
asset-based lending.338

2.7. Conclusion

Companies have a huge number of options to choose from when financing their operations. 
Almost all companies will utilise a mixture of equity and debt finance, as well as making use 
of retained profits, and this chapter has sought to explore the factors that influence this mix 
in different situations. The basic advantages of equity to a company are that the capital is less 
likely to be withdrawn, and dividends can only be paid when the company makes distribut-
able profits; even then, shareholders rarely have the right to demand payment. Interest on 
debt, conversely, has to be paid whatever the state of the company’s profits, and usually the 
capital has to be repaid at some stage. These two forms of finance are also treated differently 
for tax purposes. The extent to which these considerations influence companies’ choice of 
financing has been discussed in this chapter.

Further, within the categories of equity and debt there are a number of variations, and 
this chapter has sought to explore the factors that lead companies to choose between them. 
Equity options are more limited than debt options, consisting largely of ordinary shares 
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and different types of preference shares. The range of options for sources of equity finance 
depends largely on the size of the company. The options for debt financing are very wide, 
although most can be divided into either loans or issues of securities. The provision of trade 
credit is also significant, and itself requires financing. SMEs tend to rely on bank loans, 
although nowadays these are often supplemented or replaced by some sort of financing 
based on assets. Large companies will look to borrow from a number of banks or other 
lenders, or to issue securities to tap into the wider bond markets. Financial companies, 
and those with a steady stream of receivables, are likely still to consider securitisation, 
although the more exotic forms of this type of financing are unlikely to reappear in the near 
future. More recently, however, innovative forms of finance have grown up, including equity 
crowdfunding and peer-to-peer lending, and the sources of loan finance have widened. This 
phenomenon is only likely to increase, as banks remain under regulatory pressure to retain 
capital and preserve liquidity.



 1 Companies Act 2006, s 172(1), discussed at 3.2.1.3.1.
 2 MC Jensen and WH Meckling, ‘Theory of the Firm: Managerial Behavior, Agency Costs and Ownership Struc-
ture’ (1976) 3 Journal of Financial Economics 305.

3
The Relationship between Equity and Debt

3.1. Introduction

All companies need capital in order to function. As discussed in chapter two, companies 
can finance their operations via share issues, debt, retained profits or, more likely, a combi-
nation of these options. These financing options were examined from the company’s point 
of view in chapter two. This chapter examines debt and equity financing from the point of 
view of those putting money into the company: the shareholders and creditors. There are 
certain fundamental differences between a shareholder’s interest in a company and that of 
a creditor, which are explored in this chapter, although it is accepted that both concepts can 
be manipulated in order to make the contrast less stark in practice. Hybrid arrangements 
are discussed at 2.4.

This chapter analyses the respective roles that creditors and shareholders perform, the 
rights that they hold, and, therefore, the risks that they undertake, in both solvent and insol-
vent companies. Broadly, shareholders’ interests dominate in the solvent company, whereas 
creditors’ interests dominate in insolvency and in the twilight zone before insolvency actu-
ally commences. Determining the reasons for this dichotomy between the solvent and 
insolvent company scenario is important in order to understand the dynamics of company 
financing decisions, and also to understand the rationale for the law’s regulation of these 
issues. The discussion in this chapter will also form the basis for the more specific discus-
sions regarding equity and debt financing that will be undertaken in the remaining chapters 
of this book.

The thesis of this chapter is that shareholders are pre-eminent within the solvent 
company because they are the residual claimants of the company, and they therefore bear 
the lion’s share of the risks and rewards of the company. The creditors’ returns are fixed. 
They do not share proportionately in the upside of corporate decisions, and they only share 
in the downside if the company becomes insolvent. Their downside risk is different to that 
of the shareholders. It is particularly notable that the directors’ general fiduciary duty to 
act in the best interests of the company is fundamentally shareholder-regarding while the 
company is solvent.1 Whilst the company has significant shareholder funds, the creditors 
will normally favour projects which do not endanger this situation, even if a riskier project 
has a higher present value, because the creditors’ position will not be materially enhanced 
by the higher value project. The danger of imposing creditor-focused duties on the direc-
tors while a company is a profitable going concern is that the creditors will be primarily 
interested in excessively low-risk projects.2 However, companies are vehicles for taking 
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 4 West Mercia Safetywear Ltd v Dodd [1988] BCLC 250; BTI 2014 LLC v Sequana [2019] EWCA Civ 112, 
discussed at 3.3.3.1.
 5 If the company is operating profitably, but its profits are fully distributed each year, the amount of shareholder 
funds in the company will be low, but the incentives for the directors to take on excessively risky projects will be 
weak, because the company’s profit-making potential could be destroyed.
 6 DD Prentice, ‘Creditor’s Interests and Director’s Duties’ (1990) 10 Oxford Journal of Legal Studies 265.

entrepreneurial risks. In order to maximise the firm’s value when the company is solvent, 
directors’ duties in that period need to be aligned with shareholders rather than credi-
tors. Since the losses are borne by the shareholders first, when assessing strategic decisions 
directors should give paramount consideration to the risk profile of that group. An exces-
sively risky project will impact most heavily on them, but they will share in the upside of 
any decision too.

In order to make these arguments, in 3.2.1 the position of shareholders in a solvent 
company is assessed. After an analysis of the rights that are typically held by shareholders, 
this section examines the main arguments in favour of the pre-eminence of sharehold-
ers in a solvent company. In line with the thesis set out above, it is suggested that these 
arguments are more compelling for certain shareholders than for others. In particular, the 
argument is stronger for those with a residual claim on the company, typically the ordinary 
shareholders. In 3.2.2 the position of creditors in a solvent company is examined. The risks 
faced by creditors in a solvent company are assessed. This section examines the features 
that are common to all creditors in a solvent company. In general, the creditors’ relation-
ship in this period is left to contract law.3 This chapter suggests that most creditors are 
able to protect themselves through contract while the company remains solvent. The one 
group of creditors who may not be able to do so are the non-adjusting creditors, discussed 
at 3.2.2.1.

By contrast, when the company is insolvent, or nearing insolvency, it is the creditors’ 
interests that dominate. It is notable that at this point the directors’ general fiduciary duty 
to the company becomes creditor-focused rather than shareholder-focused.4 This is also 
explicable by understanding where the risks fall at this point. Section 3.3.1 sets out the 
order of payment out on a winding up or a distribution by an administrator. This analysis 
makes it very clear that at this point creditors rank ahead of shareholders, but also that 
there is a distinct order of distribution in which some creditors rank ahead of others, either 
because they have bargained-for proprietary protection or because they fall into a category 
of creditors given limited protection by statute. Creditors are also protected by a number 
of statutory and common law provisions which, in certain circumstances before and after 
insolvency, prevent the diminution of the asset pool available for creditors and the uneven 
distribution of assets. These issues are discussed at 3.3.2.

The pre-eminence of creditors, as opposed to shareholders, at this point in time  
is entirely appropriate. Once the shareholders’ funds in the company have been dissipated 
entirely, or at least reduced to a very low level, it is in the interests of the shareholders to 
encourage excessively risky projects.5 This is because the shareholders will be interested 
entirely in the upside of the decision. The extent to which shareholders take any downside 
risk of business decisions once their funds in the company have evaporated will depend 
upon the extent to which the principle of limited liability is upheld within a jurisdiction.6 
As section 3.3.3.2 examines, in the UK the principle of limited liability is upheld almost 
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 7 See eg Prest v Petrodel Resources Ltd [2013] UKSC 34 [36], discussed further at 3.3.3.2.
 8 For a discussion of the point in time at which the company shifts from being shareholder-focused to being 
creditor-focused see 3.3.
 9 K van Zwieten, Goode on Principles of Corporate Insolvency 5th edn, (London, Sweet & Maxwell, 2018) ch 4.
 10 Insolvency Act 1986, s 123(2).
 11 Ibid, s 123(1)(e). This test involves an element of futurity: BNY Corporate Trustee Services Limited v Eurosail-
UK 2007-3bl plc [2013] UKSC 28. However, any attempt to apply the cash flow test will become completely 
speculative once the court has moved beyond the reasonably near future, at which point the balance sheet test 
becomes the only sensible test: [37] per Lord Walker. For discussion see P Walton, ‘Eurosail: From the Point of 
No Return to Crystal Ball Gazing’ (2014) 26(8) Insolvency Intelligence 124; MS Wee, ‘Misconceptions about the 
“Unable to Pay its Debts” Ground of Winding Up’ (2014) 130 Law Quarterly Review 648.
 12 For discussion of the relationship between these two tests see BNY Corporate Trustee Services Limited 
v Eurosail-UK 2007-3bl plc [2013] UKSC 28; Carman v Bucci [2014] EWCA Civ 383. In systems that do not demand 
any significant minimum legal capital levels, such as the UK, the cash flow test may be more appropriate. This is 
because many companies without significant legal capital are often balance sheet insolvent from the moment they 
begin to trade, since they will usually have exchanged cash for business-specific assets whose market value may 

in its entirety at common law,7 and although statutory exceptions do exist, most notably 
sections 213 and 214 of the Insolvency Act 1986, the levels of enforcement of these actions 
is extremely low.

If the directors acted in the shareholders’ interests at this point,8 therefore, this would 
create an incentive structure for directors which would positively favour excessively risky 
projects. In contrast to the solvent scenario, creditors cannot at this point rely on the 
‘shareholders first’ rule in relation to losses to protect their interests, because shareholder-
regarding directors can focus exclusively on the upside of potential projects, however 
remote the possibility of success might be. When comparing potential projects directors 
would be able to ignore the chances of a negative outcome. Shareholders at this point have 
little to lose from the downside of potential projects, but stand to gain enormously from 
the potential upside. It is therefore appropriate that the law protects the creditors at this 
point.

3.2. The Relationship between Equity and Debt  
in a Solvent Company

In this section the rights and roles of shareholders and creditors in a solvent company are 
compared and contrasted. It is important to separate the solvent and insolvent scenarios 
because, as will become apparent, the positions of shareholders and of creditors in these two 
periods change markedly.

For these purposes a slightly more constrained view of solvency is adopted than is 
required if the strict legal definition is applied. A company is insolvent for the purposes 
of the law if it becomes unable to pay its debts.9 There are two different approaches that 
can be adopted to determine when a company becomes unable to pay its debts. The first is 
the balance sheet test. This test measures the excess of liabilities over assets and considers 
whether the company’s assets are insufficient to discharge its liabilities ‘taking into account 
its contingent and prospective liabilities’.10 The second is the cash flow test, which assesses 
the ability of the company to meet its debts and liabilities as they become due.11 Both tests 
operate in the UK.12 Nevertheless, it is recognised that there is likely to be a period prior to 
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immediately begin to depreciate, or they may have borrowed more than the value of their current assets on the 
basis of their future cash flow.

 13 Another common class of shares is redeemable shares. All classes of shares may be issued as redeemable at the 
option of the company: Companies Act 2006, ss 684–89.
 14 For a discussion of the extent to which shareholders may be regarded as owing duties see H Birkmose (ed), 
Shareholders’ Duties (Alphen aan den Rijn, Kluwer, 2017).
 15 Creditors of a company can also be divided into different classes. These may include secured and unsecured 
creditors, and tranches of creditors in a structured transaction where the classes are determined by subordination. 
The extent of these rights is determined predominantly by the contractual arrangements between the creditors and 
the company, but there may also be a role for the court in determining the classes of creditors, for example in rela-
tion to schemes of arrangement, discussed in chapter 15.
 16 Companies Act 2006, s 629. For a discussion of what constitutes class rights see Cumbrian Newspapers Group 
Ltd v Cumberland & Westmorland Herald Newspaper & Printing Co Ltd [1987] Ch 1; Harman v BML Group Ltd 
[1994] 1 WLR 893.
 17 Now contained in Companies Act 2006, ss 630–35.
 18 Ibid, s 630(4) (for companies having a share capital).

formal insolvency when the roles of creditors and shareholders begin to change, and when 
the analysis entered into in this section will not necessarily be appropriate. A discussion of 
this twilight period prior to insolvency, and when that twilight period can be said to begin, 
is undertaken in the following section, 3.3. In this section, then, the concept of solvency 
is intended to encompass the scenario outside insolvency (as strictly defined), but also 
outside this twilight period; that is, for the purposes of this section solvency encompasses 
the scenario in which there remain significant shareholder funds within the company and 
the company remains a profitable going concern.

3.2.1. Position of Shareholders in a Solvent Company

In order to determine the position of shareholders in a solvent company, it is first necessary 
to understand the rights that are typically held by those shareholders. The rights attaching 
to shares are laid down in the company’s constitution, in case law and in statute. It is usual 
for a company’s share capital to comprise different classes of shares, the most common being 
ordinary shares and preference shares,13 although under English law a company has practi-
cally unlimited freedom to create the capital structure that it wishes for itself.

The rights attached to shares can usefully be divided into three types: rights to capital, 
rights to income and voting rights.14 The capital, income and voting rights typically attached 
to ordinary and preference shares are discussed next. These rights will generally be class 
rights.15 According to the Companies Act 2006, shares will be regarded as being of one class 
where the rights attached to them are uniform.16 Consequently, preference shares carry-
ing different rights to dividend and/or to capital will be treated as constituting a different 
class of shares from the ordinary shares. Equally, however, there may be different classes of 
ordinary shares, for example where some ordinary shares carry rights to vote but others do 
not, and different classes of preference shares, for example where different preference shares 
carry different entitlements to a particular dividend.

The significance of this differentiation is that there is a statutory procedure that needs 
to be followed where class rights are varied.17 A class right found in the articles, for 
example, can only be changed by at least a 75 per cent majority of the class concerned.18 
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 19 Ibid, s 21, subject to the ability of shareholders to entrench rights in articles and to require a higher than 75% 
majority to alter those rights (s 22). This general right to alter the articles by special resolution is also subject to 
the constraint that in order to be valid the alteration must be bona fide in the best interests of the company (Allen 
v Gold Reefs of West Africa Ltd [1900] 1 Ch 656).
 20 Companies Act 2006 provides little, if any, detail as to the definition of ‘variation’ for this purpose, so it has 
been left to the courts to determine this issue.
 21 White v Bristol Aeroplane Co [1953] 1 Ch 65.
 22 A company that wants to issue shares with different rights must have the power to that effect in its constitution, 
so as to displace the presumption that all shareholders are to be treated equally: Campbell v Rofe [1933] AC 98; 
British and American Trustee and Finance Corporation v Couper [1894] AC 399, 416.
 23 See eg Model Articles for Private Companies Limited by Shares, art 22; Model Articles for Public Companies, 
art 43: Companies (Model Articles) Regulations 2008 (SI 3229/2008), Sch 1 and Sch 3.
 24 Birch v Cropper (1889) 14 App Cas 525.
 25 See Model Articles for Private Companies Limited by Shares; Model Articles for Public Companies: Compa-
nies (Model Articles) Regulations 2008 (SI 3229/2008), Sch 1 and Sch 3.

Any other right found in the articles can prima facie be altered by a 75 per cent majority 
of all members.19 This appears to provide significant protection to the holders of class rights. 
This potential protection is diminished, however, due to the extremely restrictive interpreta-
tion of the concept of ‘variation’ adopted by the courts for this purpose.20 The courts have 
drawn a distinction between varying a right (in which case the statutory procedure must 
be followed) and merely varying the enjoyment of the right (in which case the procedure 
need not be followed). For example, the courts have determined that issuing new preference 
shares pari passu to existing preference shareholders might vary the enjoyment of the rights 
of the existing shareholders, but does not vary the right itself, and so the statutory procedure 
need not be followed.21

3.2.1.1. Ordinary Shares

An ordinary share is a default share, in the sense that the rights enjoyed by ordinary shares 
are those that attach to all shares unless contrary provision is made when the shares are 
issued, or by subsequent variation of the rights attaching to the shares.22 If a company’s 
shares are all of one class then these are necessarily ordinary shares, and if a company has 
share capital it must have at least one ordinary share. However, the power to issue shares 
with different rights usually appears in the articles of association.23

3.2.1.1.1. Rights to Capital

As regards capital rights, the default rule is that the surplus left after the paid-up capital has 
been repaid is distributable equally amongst the ordinary shareholders in proportion to the 
nominal value of their shares.24 This principle can be modified by the company in its arti-
cles, but neither the Model Articles for Private Companies limited by shares nor the Model 
Articles for Public companies amend this default principle.25 More generally, shareholders 
may seek to realise the capital growth in the value of their shares by selling them, something 
which will be easier where there is a secondary market for the shares, such as where the 
company’s shares are publicly traded.
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 26 For a discussion of dividend policy generally see 2.5.
 27 Bond v Barrow Haematite Steel Co [1902] 1 Ch 353.
 28 The debt is immediate if no date of payment is stipulated (Re Severn and Wye and Severn Bridge Railway Co 
[1896] 1 Ch 559), but the date when the dividend is due can also be specified, in which case the shareholder cannot 
enforce payment until that date arrives (Re Kidner [1929] 2 Ch 121). The six-year limitation period in respect of an 
unpaid dividend runs from the date when it is declared or any later date for payment: Re Compania de Electricidad 
de la Provincia de Buenos Aires [1980] 1 Ch 146.
 29 Lagunas Nitrate Co Ltd v Schroeder & Co and Schmidt (1901) 85 LT 22. If the directors resolve to pay an interim 
dividend at a future date, a shareholder has no enforceable right to demand payment prior to that date.
 30 Wood v Odessa Waterworks Co (1889) 42 Ch D 636.
 31 See eg Model Articles for Private Companies Limited by Shares, art 34; Model Articles for Public Companies, 
art 76: Companies (Model Articles) Regulations 2008 (SI 3229/2008), Sch 1 and Sch 3.
 32 See eg Model Articles for Private Companies Limited by Shares, art 30; Model Articles for Public Companies, 
art 70: Companies (Model Articles) Regulations 2008 (SI 3229/2008), Sch 1 and Sch 3. It is common for articles to 
provide that final dividends are declared by the shareholders in general meeting, but subject to the recommenda-
tion of the directors. Since the shareholders cannot increase the level of dividend, and it is rare for them to declare 
less than the amount recommended by the directors, this is largely a rubber-stamping exercise.
 33 Where the shares are partly paid the position may be more complicated. It will depend on whether the return 
available is calculated according to the nominal value or the amounts paid up on them.
 34 Re Compania de Electricidad de la Provincia de Buenos Aires [1980] 1 Ch 146.
 35 Insolvency Act 1986, s 74(2)(f).
 36 For discussion see 3.3.1.2.5.
 37 Soden v British & Commonwealth Holdings plc [1998] AC 298. For discussion see 3.3.1.2.5.
 38 Companies Act 2006, s 284.

3.2.1.1.2. Rights to Income

The holder of an ordinary share does not have an absolute right to claim dividends.26 The 
extent of any right to receive dividends will be set out in the company’s articles, but sharehold-
ers only become entitled to receive a final dividend once that dividend has been declared,27 
at which point a debt is created.28 By contrast, an interim dividend remains at the discretion 
of the board, so that a resolution to pay such a dividend does not create an immediate debt.29 
Dividends must be paid in cash unless the articles provide otherwise,30 although it is very 
common for articles to authorise the payment of dividends in kind.31 The articles will also 
set out the procedural aspects of dividend payments.32 As amongst themselves the holders 
of the fully paid-up ordinary shares are entitled to share equally in dividends.33

A shareholder is a creditor in respect of any dividend that has been declared but not 
paid by the due date for payment.34 If the company is in liquidation, however, any sum due 
to a member of the company by way of dividend will only be paid after all of the creditors’ 
debts are paid in full.35 The order of payment out on a winding up or distribution by an 
administrator ranks creditors’ claims ahead of shareholders’ claims.36 Consequently, any 
debts due to members in their capacity as members, which would clearly include unpaid 
dividends, will only be paid after the unsecured creditors are paid in full. A distinction can, 
however, be drawn between these sums and sums due to the member in some other capac-
ity, such as where the member brings a claim against the company relating to inaccuracies 
in a prospectus.37

3.2.1.1.3. Voting Rights

As regards voting rights, the default position is one vote per share, unless the articles 
make alternative provision.38 Ordinary shares usually follow the default position, although 



66 Relationship between Equity and Debt

 39 Non-voting ordinary shares are not prohibited by the UK Listing Rules, but they have traditionally been 
discouraged by the investment community: J Franks, C Mayer and S Rossi, ‘Spending Less Time with the Family: 
The Decline of Family Ownership in the UK’ in RK Morck (ed), A History of Corporate Governance Around the 
World: Family Business Groups to Professional Managers (Chicago, University of Chicago Press, 2005) 582–83.
 40 There are no minimum capital levels for private companies. For a discussion of minimum capital requirements 
see 5.3.1.
 41 For a discussion of the advantages of issuing ordinary shares, from the company’s point of view, see 2.2.1.1.
 42 Discussed at 3.2.2.
 43 Preference shares are discussed further at 3.2.1.2.
 44 Companies Act 2006, s 548.
 45 It is possible to create participating preference shares with a right to share in the surplus (and a preferential 
return on dividends and/or capital), which would normally fall within the definition of equity capital, although 
such shares are rare.

different configurations can be created. It is possible to create different classes of ordinary 
shares with different voting rights—for example, non-voting ordinary shares can be issued, 
although these are rare.39 The ordinary shareholders, then, are the decision-makers in the 
company to the extent that matters need to be resolved by the general meeting.

3.2.1.1.4. Summary

One of the important features of ordinary shares is the control rights that they provide, 
via the right to vote. In some companies, particularly very small companies, the purpose 
of issuing shares may simply be to give the shareholders control of the company, for it is 
likely that the shareholders will use their voting rights as shareholders to appoint them-
selves, or their representatives, directors of the company. In such companies the amount of 
capital injected via the ordinary shares may be negligible,40 and the predominant function 
of issuing ordinary shares will be to allocate control rights within the company. In larger 
companies, however, even though the control aspect of ordinary shares remains important, 
the use of ordinary shares as a capital-raising device cannot be ignored.41

The distinctive feature of the income and capital rights attaching to ordinary shares is 
that the returns are not fixed. This is clearly distinct from the position relating to debt,42 
but it also contrasts with preference shares, where, commonly, the rights in respect of 
dividends and/or capital may be in priority to the ordinary shares, but only for a fixed 
amount.43 The definition of equity share capital within the Companies Act 2006 is a 
company’s ‘issued share capital excluding any part of that capital that, neither as respects 
dividends nor as respects capital, carries any right to participate beyond a specified 
amount in a distribution’.44 The ordinary shares are, therefore, the purest form of equity 
within the company.45 They are the residual claimants in the company, with no guarantee 
of any dividend payment, and no guarantee of any return on a winding up. Their enti-
tlement to the surplus of the company means that, although the ordinary shareholders 
take the lion’s share of the rewards, they also take the lion’s share of the risk. In the event 
of winding up or administration, the right of the shareholders to be repaid is subject 
to the rights of the creditors, who get repaid in full ahead of the shareholders, so that 
the shareholders’ right to repayment at that point will generally be worthless. This level 
of economic exposure explains the law’s traditional willingness to give the shareholders 
control rights over the management of the company, at least while the company remains 
a going concern.
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 46 The issues discussed in this section regarding the relationship between ordinary and preference shares are 
not unique to UK company law. See eg B Walther, ‘The Peril and Promise of Preferred Stock’ (2014) 39 Delaware 
Journal of Corporate Law 161 for a discussion of the position under Delaware law.
 47 Welton v Saffery [1897] AC 299, 309 per Lord Watson.
 48 Birch v Cropper (1889) 14 App Cas 525.
 49 For a discussion of par value see 5.3.2.1. The premium is usually ascertained by reference to the middle-market 
quotation in excess of par during the relevant period, subject to adjustments to take account of any accrued arrears 
of dividend which is reflected in the market price of the shares.
 50 Scottish Insurance Corporation v Wilsons & Clyde Coal Co Ltd [1949] AC 462, criticising the earlier suggestion 
(Birch v Cropper (1889) 14 App Cas 525, 546 per Lord Macnaghten) that preference shares were entitled to share in 
the surplus assets unless their terms contained an express and specific renunciation of the right.
 51 For discussion see 5.4.3.
 52 Re Saltdean Estate Co Ltd [1968] 1 WLR 1844, approved by the House of Lords in House of Fraser plc v ACGE 
Investments Ltd [1987] AC 387, although in that case the rights of preference shareholders on a reduction were 
expressly dealt with in the articles.

3.2.1.2. Preference Shares

A preference share is a share which in respect of dividend and/or capital enjoys  
priority, for a limited amount, over the company’s ordinary shares. The precise extent of  
the priority will depend upon the rights attached to the shares, primarily by way of provi-
sions in the company’s articles, although the courts do also play a part in determining the 
extent of the rights, through the application of a series of presumptions.46

3.2.1.2.1. Rights to Capital

As regards capital rights, there is a presumption that all shares rank equally with regard  
to the return of capital.47 Any priority intended to be attached to preference shares  
regarding the return of capital must, therefore, be expressly stated. The fact that preference 
shares have priority as to dividends does not mean that the shares will be presumed to have 
priority as to a return of capital.48 The sum repaid may be the par value of the shares, or  
the articles may provide for a higher sum. It is possible to attach a Spens formula to prefer-
ence shares, which provides that on a repayment of capital the holders of the share capital 
are expressly entitled to a premium if, during a defined period prior to repayment, the shares 
have been standing in the market at a figure in excess of their par value.49

As regards the right to share in the surplus capital of the company, where a share carries 
a preferential right to capital on a winding up this displaces the principle of equality, and it 
is presumed that the express preferential right to capital is the sum total of the entitlement.50 
It is for the preference shareholders to demonstrate that a provision in the company’s consti-
tution, or in the terms of issue of the shares, confers an entitlement to participate in any 
surplus assets.

The other occasion on which capital can be returned to the preference shareholders is 
on a reduction of capital.51 The articles may specify expressly whether the preference share-
holders are to be repaid in priority on a reduction, or the articles may be silent on this point. 
Where the articles provide that the shares have priority to capital on a winding up, but are 
silent regarding the position on a reduction, the courts have held that the rights on a reduc-
tion mirror those on a winding up.52
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 53 Birch v Cropper (1889) 14 App Cas 525.
 54 For example, the preferential dividend can be expressed as a percentage of the amount paid up on the share.
 55 Bond v Barrow Haematite Steel Co [1902] 1 Ch 353.
 56 Webb v Earle (1875) LR 20 Eq 556.
 57 Re Wharfedale Brewery Co Ltd [1952] Ch 913.
 58 Model Articles for Private Companies Limited by Shares, art 30(2); Model Articles for Public Companies, 
art 70(2): Companies (Model Articles) Regulations 2008 (SI 3229/2008), Sch 1 and Sch 3.
 59 Re A Company, ex p Glossop [1988] 1 WLR 1068. It has also been suggested that the shareholders could bring 
an action against the directors for breach of the statutory contract under s 33 Companies Act 2006: Re A Company 
[1987] BCLC 82.
 60 See, for example, in relation to a petition under s 994 Companies Act 2006 for a failure to declare dividends, 
Irvine v Irvine [2006] EWHC 406 (Ch). In this case it was held that in the absence of some special arrangement 
minority shareholders have no legitimate expectation that dividends will be paid just because they are sharehold-
ers, even shareholders in a quasi-partnership company. See also Re Sam Weller & Sons Ltd [1990] BCLC 80.
 61 Companies Act 2006, s 284.

3.2.1.2.2. Rights to Income

In relation to dividend rights, again any rights to a preferential dividend need to be set out 
expressly in the articles. The mere fact that the share carries a right to priority in respect of 
capital does not mean that the courts will imply a priority as to the payment of a dividend.53 
It is usual, however, for preference shares to carry preferential rights in respect of both 
income and capital. Indeed, almost invariably the preferential rights attached to preference 
shares are income rights.

It is common for preferential dividends to be expressed as a specified percentage of 
the nominal value of the share, although other formulations are possible.54 Preferential 
dividends are usually expressed to be payable only when declared,55 but if no dividend is 
declared in a given year, or if the full entitlement is not paid, it is presumed that the unpaid 
amount is carried forward into subsequent years, unless the articles provide otherwise.56 
If the company goes into liquidation with the dividends still undeclared, there is a general 
presumption that the undeclared preferential dividends are not payable. However, the arti-
cles can, and often do, provide that on liquidation, or a reduction of capital, a sum equal to 
the unpaid dividends, whether declared or not, will be paid to the preference shareholders 
in priority to any payment to the ordinary shareholders.57

The preference shareholders are at the mercy of the directors, to the extent that the 
shareholders cannot declare a dividend in excess of the amount recommended by the 
 directors.58 If the directors do not recommend the full dividend in circumstances where 
the company has the necessary distributable profits, the preference shareholders’ options 
for redress are rather limited. They may be able to petition for relief under section 994 of 
the Companies Act 2006, on the basis that the company’s affairs are being managed in a way 
which is unfairly prejudicial to them, or they might be able to petition for a just and equita-
ble winding up under section 122(1)(g) of the Insolvency Act 1986,59 but neither option is 
guaranteed to produce the required result.60

3.2.1.2.3. Voting Rights

The default position on voting rights attaching to shares in a company is one vote per 
share, unless the articles make alternative provision.61 Preference shares normally carry 
only limited voting rights. Typically, the right to vote will only arise where the preferential 
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 62 Re Bradford Investments plc [1990] BCC 740.
 63 M Pickering, ‘The Problem of the Preference Share’ (1963) 26 Modern Law Review 499, 517.
 64 For a fuller discussion of the circumstances in which a company might make use of preference shares as a form 
of equity finance see 2.2.1.2. Because preference shares contain many of the same features of debt, they are often 
regarded as hybrid securities, as discussed at 2.4.
 65 If no such profits are available then at best the right to payment will be suspended until there are sufficient 
distributable profits. This is the position in Australia (Marra Developments Ltd v BW Rofe Pty Ltd (1977) 2 NSWLR 
616 (Sup Ct NSW)) and probably represents the English position, though there is no authority on this point.
 66 Insolvency Act 1986, s 74(2)(f). For further discussion see 3.3.1.2.5.

dividend has been in arrears for longer than a specified period. This may include the posi-
tion where the company has insufficient distributable profits to pay the dividend, if the 
articles provide a payment date and the date has passed.62

3.2.1.2.4. Summary

There is no standard package of rights that attaches to all preference shares. It is possible for 
a company to create preference shares having a right to vote and to receive a priority as to 
fixed income payments, but no priority as to the return of capital. This would be unusual. 
More likely are convertible preference shares that start life as preference shares of the more 
usual variety, ie fixed rights to income and capital in priority to the ordinary shares, limited 
voting rights and no entitlement to surplus, and which are subsequently convertible into 
another form of security in the company, such as ordinary shares, giving the holder the 
opportunity to participate in capital growth in the future.

However, more common is the issue of preference shares as a form of fixed interest 
security akin to debt:

In relation to the commercial requirements of the modern company the preference share cannot 
now be said to have any unique and essential function. It is probable that the great majority of 
companies find, in principle, little to choose between preference or debenture securities as instru-
ments of corporate finance.63

This statement, although more than 50 years old, remains accurate today.64 While pref-
erence shares often have debt-like features, when compared to the ordinary shares, 
it is notable that the position of a preference shareholder will be inferior to that of the 
company’s creditors in certain crucial respects. Unlike interest payments, the preferential 
dividend entitlement is not a debt until declared, and cannot be guaranteed. Even if the 
articles specify that the dividend does not need to be declared, and the articles specify the 
due date of the dividend, the payment will still be conditional upon distributable profits 
being available.65 Preference shareholders have less security of capital than the company’s 
creditors, who may have a charge on the assets of the company, and, on a winding up or 
administration, any sums due to preference shareholders (by way of unpaid dividends 
or capital repayment) will continue to rank behind the creditors in order of payment 
out.66 As regards voting rights, which might be considered to counterbalance, to some 
extent, the greater capital and dividend rights of the creditors, such rights are generally 
only provided to preference shareholders when the preferential dividend payments are 
in arrears. The membership advantages conferred on most preference shareholders are 
extremely limited.
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3.2.1.3. Role of Shareholders in a Solvent Company

3.2.1.3.1. Section 172 of the Companies Act 2006

When the company is solvent, it is the shareholders, rather than the creditors, who domi-
nate UK company law. In a solvent company directors have traditionally owed their duties 
to the shareholders as a whole.67 Section 172 of the Companies Act 2006 now provides that 
a director must ‘act in a way he considers, in good faith, would be most likely to promote the 
success of the company for the benefit of its members as a whole’, ie a subjectively assessed 
obligation to operate the company in the interests of the shareholders as a whole, in line 
with the pre-existing common law obligation.68 However, section 172 then requires that, in 
doing so, the director must have regard to a number of other stakeholder interests, such as 
the company’s employees, suppliers, customers etc.69

The introduction of this provision into the Companies Act 2006 initially caused some 
concern. It was felt that section 172 might amend the existing common law obligation and 
give rise to significant additional duties for directors. In particular, the concern was that, 
when coupled with the new statutory derivative action,70 directors might face an increase 
in the number of actions from minority shareholders unhappy with decisions taken by 
them.71 These fears appear to have been misplaced. Litigation of this section remains rela-
tively uncommon, and, indeed, the role of giving practical substance to section 172 may in 
fact lie with the extended reporting requirements to shareholders by directors, discussed 
in  chapter 11.72 Further, the courts have not found there to be any significant distinction 
between the common law duty and the statutory codification.73

Section 172 requires directors to have regard to the long-term interests of the share-
holders, and in doing so the directors may take account of other stakeholder groups in 
order to determine what best ensures the long-term growth of the company. So, in a solvent 
company it is the long-term interests of the shareholders that remain the dominant concern, 
and the interests of other stakeholders are relevant only to the extent that they help to 
inform the directors’ views of the long-term interests of the shareholders and the company. 
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Notably, the interests of the creditors do not feature in this analysis at all.74 The extent of 
the law’s protection of creditors in a solvent company is the capital maintenance regime, 
discussed in chapter five. Otherwise, creditors must protect themselves via contract or other 
mechanisms.75

The directors’ role under section 172 is to assess what ‘would be most likely to promote 
the success of the company for the benefit of its members as a whole’. A differentiation can 
be made between different kinds of members in this regard. The group most interested in 
the long-term success of the company will be those taking the lion’s share of the risks and 
rewards, namely the residual claimants. The preference shareholders may be given the right 
to participate in the residual profits and losses of the company, but more likely they will be 
fixed claimants in a position akin to, but worse than, that of the creditors. To the extent that 
they are fixed claimants, their interests may be only marginally more relevant than the inter-
ests of the creditors when assessing what is in the long-term interest of the company. Other 
types of hybrid instruments could also be considered in this context, particularly convert-
ible instruments which allow the holder to convert their securities from debt to equity in 
specified circumstances.76

3.2.1.3.2. Explaining the Pre-Eminence of Shareholders

This chapter began with an assertion that in a solvent company it is the shareholders that are 
pre-eminent. This section discusses the basis of that pre-eminence. One common explana-
tion for it is based on the notion that shareholders are the owners of the company in some 
fundamental way. It is difficult to regard the shareholders as owners of the company in any 
meaningful sense, however. Rather, the pre-eminence of the shareholders flows from their 
role as residual claimants.

3.2.1.3.2(a) Shareholders as the Owners of the Company

The conventional explanation for the pre-eminence of shareholders in a solvent company 
is based on the shareholders’ property rights as ‘owners’ of the company. One way in which 
shareholders could, potentially, be regarded as the owners of the company is via their ability 
to control the company. Some incidents of being a shareholder appear to provide support 
for this view. For example, it is the exclusive power of the shareholders to form a company. 
A company must have subscribers holding at least one share each,77 whereas there is no 
equivalent requirement for the company to have creditors. Likewise, only shareholders can 
disband a company.78 Unpaid creditors can only force a company into liquidation with the 
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assistance of the court.79 However, these differences do not seem to justify the pre-eminence 
of shareholders in any meaningful sense.

A potentially more compelling explanation for the pre-eminence of the shareholders 
rests on the idea that the shareholders can be said to be the owners of the company in some 
fundamental sense. This view was certainly prevalent at an earlier point in the history of the 
company. In the early nineteenth century there were two principal vehicles for the conduct 
of large-scale business ventures: the corporation and the joint stock company. The corpora-
tion owed its existence to either a Royal Charter or an Act of Parliament and had separate 
legal existence. The more important business vehicle, however, was the joint stock company, 
which was nothing more than a large partnership.80 The joint stock company did not have 
a separate legal identity from its members. In regulating this vehicle the courts, unsurpris-
ingly, employed the principles of partnership law.81 The members, as partners, owned the 
assets, were jointly and severally liable for the debts incurred by the business, and had all the 
rights and powers that ownership implies.

In the intervening period, however, much has occurred to alter this view of the nature 
of shareholders’ rights in a company. In particular, the concept of the company as a separate 
legal entity has developed.82 The decision of the House of Lords in Salomon v A Salomon 
& Co Ltd83 recognised that the separate legal personality of the company meant that a new 
person was created, to which the debts and liabilities of the company attached, and which 
was, crucially, in a position to hold the property of the company. By the beginning of the 
twentieth century, the idea had become established that shareholders have no direct interest 
in the company assets. The most famous formulation of this concept is that of Farwell J in 
Borland’s Trustees v Steel Brothers & Co Ltd:

A share is the interest of a shareholder in the company measured by a sum of money, for the 
purpose of liability in the first place, and of interest in the second, but also consisting of a series of 
mutual covenants entered into by all the shareholders inter se …84

So, it is clear that shareholders hold no direct interest in the assets of the company. This 
quotation suggests, however, that while shareholders do not own the assets of the company, 
they can nevertheless be said to own a share in the company itself. However, this view has 
subsequently been rejected by the courts, and the accepted view of the courts today is that 
shares are merely a piece of property conferring rights in relation to the income and capital of 
the company, and not a proportionate share in the company itself.85 The importance of this 
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view is illustrated by the facts of Short v Treasury Commissioners.86 The entire share  capital 
of the company was compulsorily acquired by the Crown. In assessing the compensation 
payable it was suggested that, as all the shares were being acquired, the shareholders were 
entitled to the entire value of the company, which was greater than the aggregate value of 
the shares. The Court of Appeal rejected this suggestion. The shareholders were not entitled 
to compensation for the value of the company; they were only entitled to be compensated 
for the value of what was being expropriated, namely their shares: ‘Shareholders are not, in 
the eyes of the law, part owners of the undertaking. The undertaking is something different 
from the totality of the shareholdings.’87

It seems clear, then, that shareholders do not own the assets of the company, nor do they 
hold a proportionate share of the company. What they own are the shares themselves.88 This 
raises the next question, namely what ownership of a share constitutes in practice.

3.2.1.3.2(b) Shareholders as the Owners of a Capitalised Income Stream

Once allotted, the shares in a company become the assets of the shareholders.89 In many 
ways the proprietary nature of the ownership of shares is like the proprietary nature of debt 
securities,90 in that shares can be transferred by the legal owner, they can be held on trust, 
and they survive the insolvency of a trustee or authorised transferee.91

Shares are a bundle of intangible property rights which shareholders receive from the 
company in return for their contribution of cash or non-cash assets to the company. The 
issue is to define the nature of this bundle of rights. One of the starting points for defin-
ing the rights attached to the shares is the company’s constitution, primarily its articles. By 
virtue of section 33 of the Companies Act 2006, the articles form a contractual relationship 
between a company and its members,92 and also between the members inter se. This is a 
peculiar form of contract.93 Its binding force is derived from the terms of the statute, not 
from any bargain struck by the parties;94 it is binding only so far as it affects the qua member 
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interests of the members;95 it can be altered by special resolution without the consent of 
all of the contracting parties;96 it is not defeasible on the grounds of misrepresentation, 
common law mistake in equity, undue influence or duress; and it cannot be rectified on the 
grounds of mistake.

In addition to rights that may be specifically set out in the articles, or other constitu-
tional documents, the interests of shareholders are also governed by statute and case law. 
For example, as we have seen, even if the articles state that the shareholders are entitled to a 
7 per cent dividend per annum, this right will be subject to the provisions of the Companies 
Act 2006, which provide that dividends may only be paid out of a company’s ‘accumulated, 
realised profits … less its accumulated, realised losses’.97 If that pot of money is not avail-
able in any given year, then no dividend can be declared. Likewise, the courts have created a 
number of presumptions that govern the rights attaching to shares, which will apply unless 
specifically disapplied by the articles. An example is the presumption that all shareholders 
are entitled to share equally in any surplus assets of the company that remain after all the 
debts and liabilities have been discharged and the nominal amount of the share capital has 
been repaid to shareholders.98 These presumptions can be particularly important when new 
classes of shares are created.

It is clear, then, that the nature of the rights attached to shares can be found by exam-
ining the company’s constitutional documents, and the general law governing companies. 
However, the question of the content of those rights is still unanswered. Returning to the 
statement of Farwell J quoted above, it is clear that the primary interest of a shareholder 
in a company is as an investor: a share ‘is an interest measured by a sum of money’. The 
shareholder pays a sum of money in the hope of earning a return. The primary interest of 
a shareholder in a company is, therefore, financial: a shareholder expects to earn a return 
on the investment in the form of dividends and capital growth. There may, of course, be 
other rights attached to the share as well, such as the right to vote, or the right to appoint  
a director. The question arises, however, whether these latter interests are core to a share-
holder’s rights in the company—that is, part of the default rights which form an intrinsic 
part of holding a share in a company—or whether shares can be regarded as merely a 
contractual entitlement to a portion of the income stream of the company.99

The idea that ownership of a share only gives the holder an entitlement to the capital-
ised income stream flowing from that share was rejected by the High Court of Australia 
in Gambotto v WCP Ltd.100 The question for the High Court of Australia in that case was 
whether it was lawful for the majority shareholders to alter the articles of the company 
in order to acquire compulsorily the shares of the minority shareholders. The High Court 
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held the expropriation to be unlawful on the basis that it was oppressive to the minority 
 shareholder even though the price offered was fair taking account not only of the current 
market value of the shares but also of the dividends and future prospects of the company. 
It was also accepted that there were considerable tax and administrative advantages for the 
company if the expropriation was allowed to proceed. It is notable that the complainant 
in this case held just 0.2 per cent of the shares of the company. However, according to the 
court, to allow the expropriation would be to tilt the balance ‘too far in favour of commercial 
expediency’. The High Court stated that ‘[a] share is liable to modification or destruction in 
appropriate circumstances, but is more than a “capitalised dividend stream”: it is a form of 
investment that confers proprietary rights on the investor’.101

This does not seem to be the correct approach. Although there may be additional 
rights and interests which shareholders regard as being an incident of their relation-
ship with a company, especially in a small company, such as the right to be involved in 
the management of the company or the right to have a voice in setting company policy, 
these are rights and interests that are not protected by reason of holding a share in  
the company. They are not a part of the default package involved in being a shareholder 
in a company. Those rights need to be protected in other ways, for example via a share-
holders’ agreement or a service contract, depending on the nature of the rights to be 
protected. They can also be protected via bargained-for amendments to the articles of 
association, and rights placed in the articles of association can be entrenched.102 Even if 
the agreement is informal, the minority shareholder may be able to rely upon it to demon-
strate that they have been unfairly prejudiced if the rights are subsequently removed.103 
Of course, minority protection of this kind will, in general, reduce the flexibility and 
freedom of the majority to run the company as they see fit, in accordance with the usual 
majority rule principle, and so is likely to have cost consequences. If minority sharehold-
ers want to bargain for these additional protections they are likely to have to pay for them. 
The more appropriate way to regard the default rights of a shareholder is as a capitalised 
income stream.

English law has not adopted the approach favoured by the High Court of Australia in 
Gambotto. In relation to alterations of articles cases the English courts apply the Allen v Gold 
Reefs of West Africa Ltd104 test: that is, whether the alteration is bona fide in the best interests 
of the company.105 They have adopted a subjective test of bona fides,106 with the burden of 
proof on the person challenging the alteration.107 It has been stated by Lord Hoffmann that 
the approach in Gambotto ‘has no support in English authority’.108 In practical terms, as 
long as ‘there are grounds on which reasonable men could come to the same decision’ as the 
majority shareholders, the minority will not succeed in overturning alterations of articles 
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endorsed by the majority.109 The more obvious, and possibly more appropriate, route for 
disgruntled minorities will often be via an unfair prejudice petition.110

In O’Neill v Phillips,111 however, Lord Hoffmann stated that, if the majority make an offer 
to buy out the minority at a fair price,112 then any exclusion of the minority shareholder 
would not be unfair, and the respondent would be entitled to have the petition struck out 
as showing no reasonable cause of action.113 Given that the most common remedy awarded 
by the courts is an order that the petitioner’s shares be bought out at a fair price, this is a 
sensible approach, designed to reduce the costs of such petitions, which are notoriously 
large. This approach is also in accordance with the view that a share in a company per se 
comprises a sum of money, and nothing more. Provided that adequate compensation is 
offered for the removal of those shares, no wrong is done to the shareholder. A similar 
approach is followed in takeover situations. It is well accepted that once the offeror reaches 
the 90 per cent threshold then the remaining minority shareholder(s) can be required to sell 
their shares to the offeror on the same terms and, therefore, at the same price as the offer 
made for all the shares of the company, which will inevitably be at a premium to the market 
price (squeeze-out rights).114

3.2.1.3.2(c) Difficulties with Justifying Shareholders’ Pre-Eminence Based on Ownership

The starting point for this discussion was the view that the pre-eminent position of share-
holders in a solvent company can be justified by their ownership of the company. As 
discussed, however, shareholders do not own the assets of the company, or a part share of 
the company itself. They own their shares, which entitles them to a bundle of intangible 
property rights in return for their cash, or non-cash, contribution to the company. Further, 
these intangible rights primarily consist of rights to a capitalised income stream from the 
company. Any further rights, such as the right to be involved in management, need to be 
protected in other ways. This is not to suggest that shareholders do not have proprietary 
rights of some kind; clearly they do, albeit that those rights can be expropriated in certain 
circumstances. However, at least as a default position, what they appear to ‘own’ is a right to 
a sum of money (the capitalised income stream from their shares) in return for the payment 
of consideration for their shares. On this basis, they do not look dissimilar to creditors of 
the company. In one sense, then, they are merely the providers of one form of the company’s 
capital,115 although the fact that their entitlement is not fixed remains a key difference.
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One theoretical model which has been developed in recent years denies the ‘ownership’ 
model of company law. This is the nexus of contracts theory of company law,116 which treats 
the company as predominantly a web of contracts that link the various participants. On this 
analysis the function of company law is the facilitation of parties’ bargains, and corporate 
personality is no more than convenient shorthand for the complex arrangements worked 
out between the various participants in the company. This theory reduces the company to 
the rights and duties of individuals, rights which require no further justification than that 
which already inheres in the notion of private rights.

This theory is problematic in a number of ways. In particular, it struggles to explain 
convincingly both the considerable amount of mandatory legislation that attaches to 
 companies117 and the basic fact of separate legal personality.118 This theory also relies on 
an idea of contract in which the parties have personal autonomy and can fix their bargain 
as they please, which does not seem an accurate description of many typical relationships 
within a company. For example, as discussed, while technically a contract, the articles of 
association are heavily overlaid by statute, and cannot be regarded as a contract in any 
normal sense. In particular, the constitution of the vast majority of companies does not 
result from any real bargaining between the participants.119 The shortcomings of the nexus 
of contracts theory, however, does not mean that contract is not important as a doctrinal 
explanation of the rights of shareholders in a company. Clearly, contract has played, and 
continues to play, an important role in UK company law, for example by providing the 
company’s constitution with contractual status.120

The argument advanced here does not depend on the adoption of the nexus of contracts 
approach. What this discussion has sought to demonstrate, however, is that the shareholders 
cannot be said to own the company in any meaningful sense and that, further, owner-
ship cannot provide a satisfactory explanation for their pre-eminent position in a solvent 
company.
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3.2.1.3.2(d) Shareholders as Residual Claimants

The shareholders’ pre-eminent position in the solvent company needs to be explained on 
another basis, namely that they are the residual claimants to the firm’s income. The defini-
tion of equity share capital within the Companies Act 2006 is founded on the notion of 
residual claimants.121 It is the holders of the equity capital, generally the ordinary share-
holders, rather than the creditors, who will benefit from the capital gains that flow from the 
company’s success, but they will also lose first should the enterprise fail. The risk that the 
shareholders take is not merely the possibility that they will lose their initial stake, ie the price 
paid for their securities. In a successful company with undistributed reserves, the market 
value of the shares is likely to be higher than the price paid for the shares, and it is the risk 
of this loss that the shareholders face if things go wrong. These factors give the shareholders, 
in particular the ordinary shareholders, the incentive to monitor management, and it is for 
this reason that company law gives the shareholders a significant corporate governance role.

3.2.1.3.3. The Corporate Governance Role of Shareholders

The actual division of powers between the board and the shareholders is a matter for the 
articles,122 but by far the most common scenario is the one in which substantial authority 
to manage the company is given to the board.123 Nevertheless, shareholders have a number 
of important governance entitlements by which they can monitor the performance of the 
board. In very small companies where the shareholders and directors are effectively the 
same people, these governance rights are largely meaningless, and any monitoring of the 
directors will need to be achieved by other means, such as monitoring by the company’s 
creditors, discussed at 3.2.2.4. Once there is a difference in identity between the directors 
and shareholders, then monitoring of the board by the shareholders becomes possible. If 
there is a single large shareholder that is not on the board then it is possible to introduce 
provisions into the articles giving substantial management powers (and perhaps veto rights) 
to that shareholder.124 In private equity companies, discussed in chapter sixteen, the private 
equity fund is likely to have representation on the board of the company, but is also likely to 
strengthen its oversight of management via provisions in the articles.

One of the most significant governance rights held by the shareholders is the right 
to remove the directors at any time by an ordinary resolution.125 This provision applies 
notwithstanding anything to the contrary in any agreement between the company and 
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the director,126 and potentially gives the shareholders significant influence in the affairs of 
the company. However, the provision itself acknowledges that directors can protect them-
selves by requiring compensation to be paid to them in the event of the termination of 
the service contract.127 While this will not per se prevent removal, if the compensation is 
substantial enough it may help to entrench the director in practice. Further, in relation to 
private companies, the courts have authorised provisions which provide an indirect way 
around this section. For example, it is valid to include a provision in the articles attaching 
increased votes to a director’s shares on a resolution to remove him, thus enabling him 
to defeat the resolution, thereby frustrating the object of this section.128 It has also been 
recognised by the courts that the removal of a director in a ‘quasi-partnership’ company, ie 
a small private company that is a joint venture company, or possibly a company operating 
in effect an incorporated partnership, might constitute unfair prejudice, justifying a buy-
out of shares,129 or possibly even a compulsory winding up of the company.130 Finally, once 
shareholdings become very dispersed it may be difficult for the shareholders to coordinate 
sufficiently to make this mechanism very valuable. In publicly traded companies there is 
also a problem of shareholder apathy, which might mean that shareholders do not exercise 
this governance right in any meaningful way. The corporate governance role of shareholders 
in publicly traded companies is discussed in detail at 11.2.2.

In addition to the right to remove directors, shareholders have other important govern-
ance rights. In a solvent company, as discussed above, directors owe their duties to the 
company, and the company for this purpose is regarded as comprising the long-term 
interests of the shareholders.131 The shareholders have the right to ratify directors’ wrong-
doing,132 and to litigate on behalf of the company in certain circumstances.133

Shareholders also have substantial control rights in relation to a number of corporate 
transactions. Company law requires that transactions to which the counterparty is a direc-
tor or a connected party134 be approved by the shareholders.135 These include substantial 
property transactions136 and corporate loans.137 Additional governance rights are given to 
the shareholders in certain publicly traded companies.138 These rights are potentially signif-
icant, although in the very smallest companies, where the directors and shareholders are the 
same people, the rights are meaningless, and in the very largest companies with dispersed 
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share ownership, shareholder engagement in these issues may be limited. As discussed at 
3.2.2.4, the corporate governance role of debt may in some circumstances be more signifi-
cant than that of equity.

3.2.2. Position of the Creditors in a Solvent Company

As will be seen from the discussion in chapter two, there are many different types of credi-
tors, who advance money to the company based on different contractual and proprietary 
structures. All creditors, however, have one thing in common: they are owed money by the 
company to which they have a legal right to payment at some time.139 This right is usually, 
but not always, based on a pre-existing contract. Some creditors, such as trade creditors and 
tort claimants, have a right to a single payment, which they would like to be paid as soon 
as possible. However, most lenders who are in the business of providing finance do so in 
order to obtain an income stream, which, depending on the terms of the loan, will comprise 
interest or repayment of capital or a combination of both. In a sense, then, this contractual 
right to periodic payments can be compared and contrasted with the shareholders’ right to 
a dividend, which is not contractually enforceable until the dividend is declared.140

Further, the payments to which the lender has a right are fixed, at least in the sense 
that they do not depend upon whether the company has made profits, although they may 
depend on other variables such as the current rate of interest. This means that, in rela-
tion to the lenders’ right to income, they have no incentive for the company to engage in 
risky activity which increases profits, provided that sufficient profits are generated to meet 
the company’s contractual obligations. In most financing structures, the profit which the 
lenders make comes from these periodic payments (here loosely called ‘interest’), and 
so the lenders’ incentive while the company is solvent is to keep the capital part of the 
loan outstanding for as long as possible so that they can make as much profit as possible. 
However, the lenders also have an incentive to ensure that the company remains solvent, 
since on insolvency it will lose not only the future profit of interest payments, but possibly 
also the capital repayment.

Many lenders will also have a long-term contractual right to repayment of capital. This 
may be deeply subordinated or have a very long maturity date, as in a hybrid security.141 
Conversely, capital may be repaid totally through periodic payments, but the lender will 
usually have the right to accelerate repayment of the whole amount due if the borrower 
company defaults.142 If the company remains solvent, this capital debt will eventually have 
to be repaid (unlike the capital contributed by the shareholders). This will often be by refi-
nancing, whereby the company just rolls over the debt with the same lenders or takes out 
new debt with different lenders. As mentioned above, most lenders do not have an incentive 
to seek early repayment, and would wish the lending relationship to go on for as long as 
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possible if the company is solvent. However, the risk of losing the capital repayment if the 
company becomes insolvent is severe, and it is largely the protection against this risk that is 
discussed below. It is a risk which all creditors bear equally although their claims rank ahead 
of all shareholders. Creditors are not, on the whole, protected by the general law, although 
the legal capital rules, discussed in chapter five, are one significant exception to that princi-
ple. Creditors generally have the ability to protect themselves by a variety of means, which 
are discussed generally in chapter two, as well as in the discussion following and in more 
detail in chapters six and seven.

Proprietary means of protection, discussed in chapter seven, improve a creditor’s rank-
ing when assets of an insolvent company are distributed,143 and certain classes of creditors 
are given improved ranking by the general law.144 It is, of course, only when the company is 
insolvent that the ranking of claims really matters, and, as discussed below, on insolvency 
not all creditors rank equally. When a company is solvent, ranking per se does not matter. 
We can see that from the two tests for insolvency under English law mentioned earlier.145

If a company is balance sheet solvent its assets are greater than its liabilities, so that 
(in theory) all creditors could be paid, and if it is cash flow solvent it can pay its debts as 
they fall due so again creditors can be paid in due course. If we exclude the twilight period 
before insolvency from our consideration of a solvent company,146 it might be thought that 
creditors have no concerns about repayment while the company is solvent. However, as this 
section notes, this view is not entirely accurate.

As well as improving their ranking on insolvency by taking proprietary protection, cred-
itors can protect themselves by various contractual means, which are discussed in chapter 
six, and can also adjust to the dangers of insolvency by other means, such as increasing 
their price or refusing to contract. The ability of creditors to adjust has meant that there is 
little protection for creditors from the general law. However, there are some creditors who 
are said to be unable to adjust and who therefore might need statutory or other protection.

3.2.2.1. Non-Adjusting Creditors147

To see who these non-adjusting creditors are, it is instructive to consider the types of credi-
tor that exist. One could see creditors as falling into three categories: those who consciously 
extend credit to the company (whether in the form of loans or trade credit or otherwise); 
those who deal with the company without intending to extend credit, but who become cred-
itors because the company becomes liable to them for breach of contract or otherwise (such 
as customers of goods or services); and those who have no prior contact with the company 
before becoming creditors (this category is mainly tort victims and the tax authorities).

The ability of some members of the first category (lenders, investors and other financi-
ers) to protect themselves and to influence the company’s activities is discussed extensively 
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throughout this book. Two categories of lenders other than financiers or suppliers may also 
be present. Directors may extend loans to the company, particularly when it is in difficul-
ties. Such loans are usually unsecured. Other companies in the same group may also lend 
to the company, and often this lending will be unsecured and, maybe, subordinated.148 It 
should be remembered that directors and group companies may also guarantee loans to 
the company, and so will be unsecured creditors in any insolvency through their right of 
subrogation.149

Trade creditors also have means of protection at their disposal, although they may not 
be able to use them fully because of market pressure.150 First, they can reflect the credit 
risks they face in the prices that they charge, either generally for all customers or in relation 
to a particular customer.151 If they supply goods, they can protect themselves by the use of 
retention of title clauses, which are effective in relation to the goods themselves though not 
usually as regards the products of the goods or the proceeds of sale.152 Certain protection 
is also afforded by the general law: under the Sale of Goods Act an unpaid seller has a lien 
on the goods before delivery,153 and a right to stop the goods in transit if the buyer becomes 
insolvent.154 These devices are not available to those who supply services, and they have to 
rely on more general measures (which are also available to those supplying goods). These 
include requiring payment in advance (if the market will bear this), spreading the risk of 
customer default by contracting with a wide number and variety of customers, and moni-
toring the credit of customers so that they can refuse to supply to a customer in difficulties. 
This latter device depends on the terms of the original contract: either the supplier has to 
protect itself with a term enabling it to terminate the contract if the customer gets into diffi-
culties, or it has to operate on the basis of separate contracts for each supply, which involves 
the risk of losing the business for reasons other than the customer’s financial position.

Those in the second category will find it much harder to protect themselves. A pre-paying 
customer could protect itself against non-delivery of goods by providing that property in 
the goods passes on payment rather than on delivery.155 More contentiously, it is possible to 
ensure that payments in advance are held on trust for customers until the goods or services 
are provided.156 Ongoing customers may be able to negotiate a retention fund, so that not 
all the price is paid until they are satisfied that the goods or services are of a certain quality. 
Further, customers who have not paid, or who have a running account with the company, 
may be protected by set-off.157 Otherwise, customers just have to rely on diversification, so 
that they are exposed to the risk of non-payment by each contractual partner only to a small 
extent. They can also refuse to contract if they discover that the company is in difficulties, 
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although, of course, they are not in a position to monitor and would have to rely on signals 
from lender creditors or possibly from the market. Employees are even less able to protect 
themselves, since they cannot diversify and are not usually in a position to change jobs 
quickly. Those providing services as independent contractors fall, at least in theory, into the 
first category.

Those in the third category are truly non-adjusting creditors and cannot protect them-
selves at all. The tax authorities are, however, in a slightly different position, since although 
they cannot refuse to ‘do business’ with the company, they can be proactive in enforcing 
the debt, or at least come to an arrangement with the company in relation to outstanding 
indebtedness. Tort victims are the least able to adjust, but they have some protection in the 
UK from the Third Party (Rights against Insurers) Act 2010.

3.2.2.2. Risks to Creditors from the Operation of a Solvent Company

The operations of a solvent company can create risk to a creditor. As discussed above, there 
is the risk that the company will in the future be unable to continue borrowing from the 
creditor and therefore cease to be a source of valuable profit. However, the more serious risk 
is that the company will, in the future but before the creditor is paid, become unable to pay 
the creditor’s whole debt. These risks can be manifested in a number of ways. Some risks 
come from outside sources, such as an economic downturn which reduces the market for 
the company’s products, or a sudden change in government policy. Other risks come from 
the conduct of the directors, who are managing the company. The directors may be fraudu-
lent (and operating for their own gain) or incompetent. They can fail to react effectively 
to external events and forces, in a way which has a deleterious effect on the value of the 
company.158 Alternatively, they may be acting in the best interests of the shareholders, but 
in a situation where the interests of the shareholders and the creditors diverge, thus creating 
what are called ‘agency problems’.

In many ways, when the company is solvent, the interests of the creditors and the share-
holders are broadly similar. However, because the shareholders benefit from any rise in 
the value of the company, they are likely to favour riskier projects which may increase that 
value, while creditors would be happier with lower risk projects which merely retain the 
status quo.159 What the general law’s response to this divergence of interest should be is 
discussed in chapter five; this section will discuss the responses that creditors can have by 
way of individual adjustment.

These risks could manifest themselves in a number of ways.160 First, the company might, 
after borrowing from a creditor, incur further debts to others which do not result in an 
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equivalent increase in assets. Supposing A Ltd borrows £100,000 from B and has £200,000 
worth of assets. B at this point can be sure that it will be paid back. However, if A Ltd then 
borrows £100,000 from C, which it uses to pay its ongoing wages bill, B’s position begins 
to look much more precarious. It is less of a problem if the money A Ltd borrows from C 
is used to buy a new machine worth £100,000, as A Ltd’s assets rise to £300,000. However, 
even then, B’s position is made worse as it will have to share the £100,000 ‘cushion’ with C 
whereas before C came on the scene it had that cushion all to itself. This problem is called 
‘claim dilution’.161

Second, the company might withdraw assets from the pool available to the creditors for 
repayment. Certain withdrawals are obviously necessary for the operation of the company 
(such as those for the payment of debts), but others may be less obviously in the interests of 
the creditors. This is particularly true where the recipients of the assets are the sharehold-
ers. One example is the payment of dividends; another is the return of capital. Even if the 
withdrawn assets do not go to the shareholders, they may go to fund risky projects, which, if 
they fail, mean that the asset pool is reduced. Third, the company might substitute the assets 
which it had when the creditor made the loan for other, more risky assets, which potentially 
benefit the shareholders if the risk pays off and the company increases in value, but will be 
detrimental to the creditors if the risk does not pay off.

There is also a risk of underinvestment, where the company is balance sheet insolvent 
(in that it has borrowed more than its assets) or near balance sheet insolvent. Here, growth 
in the value of the company is of real benefit to the creditors, but gives no benefit to the 
shareholders. Thus, the benefits of more investment accrue to the creditors rather than the 
shareholders, so that the shareholders do not have enough incentive to invest and maximise 
the potential gains.162 If there is underinvestment, the creditors lose out on this benefit, and 
the shareholders have an incentive to divert value from the company to themselves so that 
they can use it for projects for which they will obtain all the benefit. However, the danger of 
underinvestment appears to recede the more solvent the company is.

Can the general law protect creditors against the risks identified above in any way? One 
possible method is by requiring a company to have a certain amount of capital. English 
law requires this in relation to public companies, and these rules are discussed below in  
chapter five.163 Certain types of financial companies are required to have particular 
amounts and types of capital under the capital adequacy rules: these are described briefly in  
chapter two.164 However, generally it is left to creditors to protect themselves, either by taking 
proprietary interests, discussed in chapter seven, or by the contractual means described 
below and in chapter six.
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One very simple way in which creditors can protect themselves against these risks is 
by pricing the cost of debt in a way which reflects them. If it were possible to do this accu-
rately, creditors would be indifferent to the risks and would take no steps to reduce them. 
There are, however, various reasons why this does not happen. The first is that companies 
would rather agree to restrictions on their activity than have to pay the full cost of the risks 
generated by their unrestricted activity. Another is that neither creditors nor companies can 
foresee everything that is going to happen and therefore pricing of risk can never be wholly 
accurate: it is much safer for creditors to agree to contractual or proprietary ways to mitigate 
at least some risks so that the degree of adjustment of price to mitigate risk is limited.165 
Further, insolvency is costly to the company as well as to the creditors, so even if the credi-
tors could be protected against a strong risk of insolvency by an adjustment in price, there 
is still a loss of overall value. This gives the company an incentive to agree to restrictions.166 
Another reason is that at least some creditors are not in a position to adjust the price or to 
impose restrictions on the company. The extent to which creditors can or cannot adjust is 
discussed elsewhere.167

3.2.2.3. Restrictions on the Company’s Activities

Restrictions on the company’s activities by creditors take the form of terms (‘covenants’) 
in the borrower/lender contract. Their actual content and operation are discussed in detail 
in chapter six. The grant of security by the company also has a restrictive effect, and this is 
discussed in detail in chapter seven. Certain important points about covenants can, however, 
be made here. Although the terms themselves are reasonably standard, the extent to which 
they are included in any given contract is a matter of the bargaining power of the parties, 
and what each party is able, and wants, to achieve. Lenders will want as much protection 
from restrictions as possible, while borrowers will want maximum flexibility of operation, 
and therefore as few restrictions as possible. In theory the level of restriction could be a 
direct trade-off against the price paid for the loan, so that the most expensive loan would 
be covenant-free, and the cheapest would include total restriction. In practice, other factors 
also play a part,168 which are discussed in the rest of this section.

The credit risk of the borrower is critical, so that a borrower who is a poor credit risk 
will only be able to borrow on reasonably tight covenants, and lenders will not lend to such 
a borrower below a certain level of covenant protection, at whatever price. Conversely, a 
strongly creditworthy borrower will be able to borrow on the basis of few restrictions, and is 
likely to value flexibility of operation above the benefits of a very low interest rate.169
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The number of lenders is also important. Where there is one lender (such as in a bank 
loan), covenants tend to be much stronger than where there are large numbers of lenders. 
Covenants in a syndicated loan are also usually stronger than those in a bond issue, particu-
larly when the borrower is an investment grade company.170 This is partly because banks are 
in a position to negotiate firm covenants from the start, while in a bond issue the level of 
protection is set by the issuer at the level it thinks (or is advised) the market will bear.171 It is 
also partly because banks are in a better position to monitor and react to breaches of cove-
nant, and can use such breaches as a trigger for renegotiation, whereas, despite the presence 
of a trustee, this process is much less easy for dispersed bondholders.172 Another relevant 
reason is that bonds are tradable, and so the holders are able to exit more easily; they often 
would prefer to do this, rather than go through the process of enforcing covenants and 
 renegotiating.173 Further, bond investors can diversify their holdings and spread their risk, 
so they are less affected by the financial distress of one issuer.174 In fact, an important func-
tion of bond covenants is to protect the value of the bond, rather than (directly) against the 
risk of non-payment.175 However, where the issuer also has a considerable amount of loan 
debt, bondholders may not wish to be at a disadvantage compared to the lenders, and the 
bond covenants may go some way to reflect those in the loan agreements, at least to the 
extent that this is practicable.176 It might be thought that as syndicated loans became more 
easily traded, this would lead to a reduction in covenants: this, however, does not appear 
to have been the case. Such evidence as there is suggests that covenants have been kept 
reasonably strict,177 partly because the lead bank often retains its stake, partly to reassure 
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purchasers of the quality of the loan purchased, and partly to enable purchasers either to 
monitor themselves or to rely on the lead bank’s continued monitoring; there is also a possi-
bility that the bondholders ‘free-ride’ on the monitoring of the banks.178

The state of the market is also relevant to the strictness of the covenants. During the 
mid-2000s, when credit was very plentiful and borrowers were in a position to dictate 
terms, there was a growth in covenant-lite deals.179 This situation changed considerably 
after the financial crisis,180 but over the last few years there has been a considerable move 
towards covenant-lite lending in both the bond and the leveraged loan markets.181 It should 
be borne in mind that the discussion below in relation to the corporate governance role 
of debt assumes a certain level of covenants, and may not apply so readily to covenant-lite 
lending. Moreover, covenant-lite loans tend to be the subject of securitisation, which makes 
it even less likely that the lenders will exercise any level of corporate governance.182

3.2.2.4. The Corporate Governance Role of Debt

It is well recognised that corporate law faces a fundamental difficulty in giving broad 
discretion to the directors to run the company effectively, and yet constraining them from 
exercising that discretion in their own interests rather than in the interests of the share-
holders and other stakeholders. In very small companies where the shareholders and 
the directors are effectively the same people, there is no danger of the directors abusing 
shareholder interests, although other stakeholders will not necessarily be protected. Once 
companies get larger, however, the separation of ownership and control means that the 
possibility of abuse does arise. The law has traditionally regarded shareholders as having an 
important monitoring role.183 Whether shareholders operate as effective corporate moni-
tors once the shareholding becomes very dispersed, for example in the context of publicly 
traded companies, is discussed at 11.2.2.184 Other possible forms of corporate governance, 
once the company reaches this size, are the presence of non-executive directors,185 and the 
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role of takeovers to create a market for corporate control.186 There also exists, however, the 
possibility of a corporate governance role for creditors in a company.

As well as analysis of the governance role of shareholders, a considerable amount of 
attention has focused on the role of creditors in influencing, and even controlling, the 
activities of the directors. Much of the literature in this area is from the US, and, although 
care has to be taken in transplanting the detailed arguments into a UK context, much of the 
theoretical discussion is relevant. The creditors have a close interest in how the company 
operates in the run-up to insolvency, when their financial interests are clearly prejudiced, 
and will seek to exercise their contractual and proprietary protection at that stage. What 
is examined here, however, is the extent to which creditors can influence the operation 
of a company when the company is solvent, as defined above. It should be remembered, 
of course, that only adjusting creditors who are in the first category discussed above187 
(lenders) are in a position to impose covenants and to have a significant role in corporate 
governance.188

Comparisons will be made to the corporate governance role of both shareholders189 and 
non-executive directors. It should also be remembered that the mere existence of debt in a 
company’s financial structure has a corporate governance function, since the directors have 
to run the company in such a way that the debt repayments can be made. Risky activity 
jeopardises the ability to make these payments, even though it may have potential benefits 
for shareholders.190

3.2.2.4.1. Debt Covenants

In order to protect a creditor from the agency conflicts discussed above, the covenants 
included in a typical debt contract will do a number of things.191 First, certain activities 
will be prohibited, or prohibited under certain circumstances.192 Thus a negative pledge 
will prohibit the grant of security over the borrower’s assets,193 and further borrowing may 
be prohibited if the borrower’s debt to equity ratio rises beyond a certain prescribed level. 
Disposal of assets except in the ordinary course of business is likely to be prohibited, as is the 
declaration of dividends or other distributions to the shareholders beyond a certain percent-
age of net profits, and also substantial changes of business and mergers without the consent 
of the lender. There may also be limits on capital expenditure, or covenants which require 
repayment of debt on the occurrence of certain specified events. Secondly, the agreement 
will require the company to meet certain financial ratios in relation to cash flow and net 
worth.194 Thirdly, it will require the company to furnish the lender with information about 
its financial position.195 Fourthly, it will include a number of warranties as to the company’s 
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financial and legal position at the time of the agreement, which continue throughout the life 
of the loan.196

The agreement will specify events of default, which will include breaches of the terms of 
the agreement, but are likely also to include non-breach events such as default in relation 
to another agreement, the onset of any sort of insolvency or enforcement proceedings, and 
other events which might affect the borrower’s ability to repay the loan. The lender will have 
the right to accelerate the loan and terminate the agreement if an event of default occurs,197 
although most loan agreements include a ‘grace’ period for some events of default which are 
reasonably likely to be cured, and some include a clause which only permits acceleration if 
a financial covenant has been breached more than once.198 Although failure to pay interest 
or repay capital is, of course, a breach and an event of default, it is the ability of a lender to 
react to breaches other than payment default which gives rise to the important corporate 
governance role of debt while a company is solvent.199

3.2.2.4.2. Monitoring by Lenders

These provisions put the lender in a strong position both to monitor the company’s opera-
tions and to influence them. As pointed out by Triantis and Daniels, governance can be 
divided into two parts: monitoring and reaction.200 It should be noted that there is a relation-
ship between these two. Where a creditor is able to react strongly to a breach of covenant, 
for example, by accelerating the loan, a borrower will typically contact a lender if a breach 
becomes likely in order to negotiate ex ante permission to breach rather than wait until the 
breach has occurred for ex post negotiation to take place.201 This process is discussed in 
more detail in the next section; for the present purposes it suffices to note that the existence 
of sanctions for breach incentivises this ex ante consultation, and therefore reduces the need 
for the lender to monitor, since information about likely breaches will come to it from the 
borrower.

Having said this, monitoring is an important part of the corporate governance role 
of debt. The borrower’s obligation in the loan agreement to furnish financial and other 
information will vary according to the type of lender, as will the lender’s ability to use 
information to monitor effectively. The lender in the best position to monitor is the single 
bank, which has a relationship with the borrower, and which is able to impose obligations 
on the borrower to provide financial information at very regular intervals.202 Further, the 
bank may well also control the borrower’s current account, and therefore be in a position 
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to monitor its cash flow on a daily basis.203 In some cases, the bank may also have the right 
to appoint a director of the borrowing company.204 Thus, in many ways, it can be argued 
that a bank is in a better position to monitor than non-executive directors.205 Bondholders, 
however, are less able to monitor effectively, because they are numerous and diverse. Even 
where there is a bond trustee, the terms of the trust deed normally exclude all active obliga-
tions to monitor and the trustee is only obliged to receive certificates of compliance from the 
issuer.206 A single bank is therefore the most effective and the lowest cost monitor, although 
syndicated loans also provide a good monitoring structure, particularly where there is an 
effective agent bank.207 Where a company raises finance from both bonds and from a bank 
or banks, it is usually more efficient for the banks to do the primary monitoring and for the 
bondholders (and other creditors) to rely on the signals generated by the bank monitoring 
and the resulting reaction.208 The more liquid the syndicated loan market becomes, the less 
strong this argument is, as there is a correlation between illiquidity of a market and effective 
monitoring and governance. Instead, it has been argued, in a liquid market, changes in the 
position of the borrower will be factored into the price of the debt, which then serves as a 
proxy for monitoring.209

3.2.2.4.3. Lender Influence on Breach

Although the fact that the state of the company is being monitored is likely to make a differ-
ence to the behaviour of directors, monitoring by itself will not enable a lender to have a 
significant role in corporate governance. It is the restrictions contained in the covenants that 
restrain certain types of behaviour on the part of the directors and encourage other types 
of behaviour. Directors will, in general, wish to comply with the obligations and to avoid 
breach. This is partly in order to improve the company’s reputation as a ‘good’ borrower, 
which may improve its ability to obtain cheaper finance in the future or finance with less 
restrictive covenants.210 It is also partly to avoid the consequences of breach, which are 
discussed in the next paragraph.

The main way in which a lender can influence how a company is run is through the 
dialogue that arises if a covenant is breached (or, as mentioned above, the request for permis-
sion to breach which may occur before the breach takes place). It may seem strange to see 
a breach as giving rise to a dialogue, since in theory it gives the lender power to accelerate 
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the loan and terminate the contract.211 This, however, is the ‘nuclear weapon’ that could well 
send the borrower into insolvency, and would at the very least terminate the relationship 
between the lender and the borrower. As pointed out above,212 a lender does not wish to lose 
the profit resulting from the lending relationship, and will therefore wish to keep it going so 
long as its recovery of capital is not jeopardised by the risk of insolvency. Thus, although the 
threat of acceleration is always there in the background, and is used by lenders to give them 
‘leverage’ over the borrower,213 the actual influence is achieved by the renegotiation that 
follows a covenant breach, and the terms on which the lender agrees to waive the breach. 
Another similar way of exercising influence is where the finance is provided by a series of 
short-term loans, where the terms are renegotiated at regular intervals.214 Where the loan 
is a revolving facility, the threat of a refusal to extend any further credit is often enough for 
the borrower to comply with the wishes of the lender.215 Certain covenants may be tied to a 
pricing grid, so that if the lender’s risk increases (for example, because the company’s finan-
cial position has worsened) the interest rate rises, and if the risk decreases (for example, if 
the company’s rating is upgraded) the interest rate reduces.216

The wider the scope of the covenants in the loan agreement, the more likely it is that they 
will prohibit actions on the part of the company which have a good, or neutral, effect on the 
lender as well as actions which have a negative effect. In that situation, it is beneficial to both 
parties if, when such an action is being considered, the borrower approaches the lender to 
obtain permission to breach before the action takes place. The covenant therefore acts as a 
sort of ‘early warning system’ and gives the creditor the ability to choose whether to permit 
the breach, to give permission on the basis of certain conditions or to stand on its rights 
and refuse permission, in which case, it will be able to enforce (or enter into the dialogue 
described previously) if the borrower goes ahead and breaches.217

The influence exerted by a lender through the means described in the previous para-
graphs can have a number of effects on the operations of the company. It can affect the level of  
a company’s borrowing,218 and also from whom it borrows. It can also affect the level and 
direction of a company’s investment. Thus, the covenants which restrict the directors’ 
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activities in this regard can be seen as a default position against which the directors and 
the lenders bargain. If the bargaining were costless, and each party were fully informed, 
this should lead to the company pursuing the most efficient projects from the point of view 
of both the shareholders (for whom the directors act) and the creditors. Of course, this 
ideal world does not exist, and in the real world there has to be a compromise between the 
strength of the restrictions imposed by the covenants and the costs of renegotiation. The 
stronger the covenants, the more the directors have to ask for permission for waiver, and 
the greater the ability of the lenders to demand changes as the ‘price’ of waiver. However, 
this can give rise to two problems.219 One is that there is little incentive for the directors to 
investigate risky projects, even though these might enhance the value of the company, if 
these are going to be blocked by the lender. Secondly, if the lender’s response to breach is 
always renegotiation, the borrower has less incentive to avoid breach.

There are other costs of renegotiation as well. For example the business routine is 
disrupted while the renegotiation is taking place, and the directors’ time, which could, 
perhaps, be more profitably spent on other tasks, is lost.220 Further, renegotiation is prob-
lematic when there are multiple lenders, particularly in bond issues: much will depend on 
the power of the trustee to deal with minor breaches and to negotiate on behalf of the bond-
holders.221 The relative weakness of the renegotiation mechanism is another reason why 
covenants are usually weaker in bond issues than in bank loans, although even in the latter 
it will be seen that it is important to get the right balance between meaningful restriction, 
which gives the bank some leverage, and too much restriction, which can be costly.

The actual effects of lender influence, therefore, can be either the prevention of actions 
which the directors would otherwise take (such as further borrowing or the disposal or 
acquisition of assets) or the instigation of adjustments which the lender insists on as the 
‘price’ for waiving a breach of covenant. It should be noticed that this ‘price’ could be 
achieved whether the breach consists of a prohibited activity, or the failure to meet a finan-
cial ratio (that is, an early warning sign of financial distress). Thus, the ‘price’ could be a 
change in strategy by the directors, but it could also be extra protection for the lender, such 
as the grant of additional security, a partial repayment of indebtedness, an increase in the 
cost of the loan or the imposition of more restrictive covenants.222 It is harder to see these 
protective concessions as a form of corporate governance, or as externally valuable except to 
the extent that they send signals to other creditors of the possible weakness in the financial 
state of the company. Concessions which effect a change in corporate strategy, however, can 
realistically be described as a form of corporate governance.

One particularly significant effect that lender influence can have on corporate opera-
tions is the replacement of the top management of the company, such as the managing 
director. A lender is unlikely to insist on this unless the company is in financial distress, 
but a combination of the threat of acceleration of the existing indebtedness and the threat 
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of refusal to extend fresh credit (particularly under a revolving facility) may give a lender 
sufficient leverage to effect this change if it considers it necessary.223

3.2.2.4.4. Lenders as Directors?

It should be pointed out that if a lender becomes too involved in the operation of a company, 
it risks liability for the decisions it makes and implements. The lender could be classified as 
a de facto director or as a shadow director. A de facto director is someone who undertakes 
the functions of a director, even though not formally appointed as such.224

Once someone is a de facto director then there is little doubt that the full range of direc-
tors’ duties attach to them, including all of the general statutory duties now found in Part 10 
of the Companies Act 2006. However, the risk of a lender becoming a de facto director is 
slight. Even if a bank is responsible for replacing a managing director, the bank, as nominator 
of the new incumbent, will not be responsible for that individual’s actions, nor is it responsi-
ble for ensuring that the individual properly discharges his or her director’s duties.225

By contrast, a shadow director is a person in accordance with whose directions or 
instructions the directors are accustomed to act.226 A shadow director is someone who has 
real influence over the affairs of the company.227 On the whole, the case law on this issue 
requires that the lender must step outside the usual lender–borrower relationship before 
they are likely to be held to be a shadow director.228 It is clear that a bank is entitled to keep 
a close eye on what is done with its money, and to impose conditions on its support of the 
company, without being found to be a shadow director.229 If a lender became a shadow 
director this could, for example, give rise to liability for wrongful trading under section 214 
of the Insolvency Act 1986.230

For some time there was debate as to whether a shadow director is subject to the full 
range of directors’ duties, or just to those, such as section 214, where the statute specifically 
extends liability to shadow directors.231 Section 89 of the Small Business, Enterprise and 
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Employment Act 2015 now provides that general directors’ duties do apply to a shadow 
director of a company where and to the extent that they are capable of so applying. However, 
the Act also contains a power for the Secretary of State to make provision by regulation as to 
which general duties apply to shadow directors and which do not. It appears therefore that 
general directors’ duties will usually apply to shadow directors, save for the circumstances 
in which the Secretary of State chooses to intervene. Until those regulations are made, the 
precise scope of the duties of a shadow director remains subject to some uncertainty.232

3.2.2.4.5. Is Lender Governance Efficient?

Much of the literature in this area considers the question of whether lender governance 
is efficient, in the sense that it improves the value of the company.233 There are various 
ways in which this might be the case. First, creditors for whom monitoring and influence 
would be costly can ‘free-ride’ on the actions of a lender who can do this more cheaply.234 
Thus the reaction of the lender to early warnings of distress can signal that distress to the 
other creditors, who can then adjust or act accordingly. Secondly, if the lender’s influence 
helps to overcome the agency conflicts between the shareholders and the creditors, this 
is also to the benefit of the other creditors. Thirdly, to the extent that the lender’s influ-
ence prevents managerial incompetence, fraud, self-interest or failure to react to external 
changes, it enures for the benefit of the shareholders as well as other creditors.235 Empirical 
studies carried out in the US seem to show that the prospect of bank monitoring adds value 
to a company’s shares, and conclude that this means that lender influence adds value to the 
company.236

It is also clear from the foregoing discussion that the most effective and economically 
efficient monitoring and influence is exercised by a single bank lender, as compared to the 
situation where finance is provided to a company by many creditors,237 such as where a 
number of creditors lend, each on the security of separate assets, or where a loan is syndi-
cated or where finance is provided by a bond issue (or a combination of these). The single 
bank lender is most common in the case of small and medium sized enterprises. In the UK, 
banks make it clear to borrowers that they will monitor carefully and will expect to have a 
dialogue with the company throughout the course of the relationship, especially at any time 



The Relationship between Equity and Debt in a Solvent Company 95

 238 Lending Standards Board, Standards of lending Practice, 11 at www.lendingstandardsboard.org.uk/
wp-content/uploads/2018/09/Standards-of-Lending-Practice-Business-28-Jun-18.pdf.
 239 G Triantis and R Daniels, ‘The Role of Debt in Interactive Corporate Governance’ (1995) 83 California Law 
Review 1073, 1080.
 240 F Tung, ‘Leverage in the Board Room: The Unsung Influence of Private Lenders in Corporate Govern-
ance’ [2009] UCLA Law Review 115, 170–73; M Hamer, ‘Corporate Control and the Need for Meaningful Board 
Accountability’ (2010) 94 Minnesota Law Review 541. This point has also arisen because ‘activist’ financiers (such 
as hedge funds) may hold hybrid instruments, so that the line between bondholders and shareholders is blurred.
 241 See 3.2.2.4.4.
 242 Discussed at 9.2.4.
 243 9.3.1.
 244 9.3.3.
 245 6.4.3 and 9.3.2.
 246 Note the recent regulatory requirements that originators retain ‘skin in the game’ in a securitisation, discussed 
at 9.3.3.
 247 For evidence of this, see the account of the role of credit derivatives in the banks’ lack of activity in relation to 
Enron: F Partnoy and DA Skeel, Jr, ‘The Promise and Perils of Credit Derivatives’ (2007) 75 University of Cincin-
nati Law Review 1019, 1032, and see also P Bolton and M Oehmke, ‘Credit Default Swaps and the Empty Creditor 
Problem’ (2011) 24 Review of Financial Studies 2617.
 248 For a discussion of credit default swaps and of hedging more specifically see 6.3.3.

of financial distress.238 Even where finance is provided from a number of sources, however, 
it appears that the influence of a bank lender is still significant.239

The conclusion reached by many commentators is that, both as a matter of theory and 
as a description of fact, lenders contribute significantly to corporate governance. Some have 
then gone on to consider whether such creditors should owe fiduciary or similar duties to 
the company.240 However, creditors do not act as fiduciaries; they act in their own inter-
est, and it is by acting in accordance with their own interests that they act most efficiently. 
Further, if a creditor does step over the line and exercises the same degree of control as a 
manager, it may be liable under English law either as a de facto director or as a shadow 
director.241 Thus there is no need to impose extra duties on them.

3.2.2.4.6. Effect of Transfer of Risk by Lenders

As discussed in chapter two, there has been a move in recent years for those who make loans 
to divest themselves of some or all of the credit risk. This can happen through the transfer 
of syndicated loans,242 through loan participation (which transfers the risk but not the loan 
itself),243 through securitisation,244 or through the use of credit derivatives.245 While these 
practices are less evident in a liquid bond market, since a bondholder can exit rather than 
have to transfer risk in another way, protection against risk by the use of credit derivatives 
is prevalent.

These practices potentially weaken the role of debt in corporate governance, as the 
person with the right to pull the levers of governance may not be the person who is exposed 
to the risk which incentivises the monitoring and governance. This can occur at several 
stages. First, the bank or other entity that makes the loan may have less incentive to perform 
strict due diligence if it is going to pass the risk on as soon as the loan is made.246 Second, 
banks which are no longer at risk have little incentive to monitor corporate activity, or to 
intervene to control mismanagement.247 Third, and perhaps most disturbingly, a lender may 
over-hedge248 its credit risk in respect of a loan, using a credit default swap, so that it is 
better off if the borrower defaults than if it pays. The lender then has the perverse incentive 
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not to waive any breaches or to rescue the company,249 and, in fact, could even take steps 
to acquire shares in the company, in order to use the voting rights to put the company into 
default.250 Commentators have suggested several ways forward as a result of these concerns. 
It is pointed out that the dangers discussed above are rare in the market in syndicated 
loans.251 Banks making loans which are to be transferred still investigate extensively before 
making the loan and monitor before transfer, so as to assure buyers that the loans are worth 
buying, and also to secure their own reputation as a seller of good quality loans.252 Lead 
banks of syndicates also wish to maintain a reputation as arrangers, and will often not sell 
their stake, or at least will retain part of it.253

The chief concern had come from the use of credit derivatives. The lack of transparency 
in the market meant that it was not clear when a bank had hedged its exposure on a loan, 
nor were the disincentives to governance apparent to other creditors. It had been argued 
that greater transparency in the market, and the use of central clearing where appropriate, 
would improve the situation in relation to lender corporate governance.254 Some reform 
has been put in place in Europe,255 but it is still too early to say whether there has been any 
improvement. It has also been argued that transparency would make the credit default swap 
market a better signal in relation to the credit risk of borrowers: if it were public that a lender 
had hedged its exposure, this would send a negative signal about the borrower. It might also 
damage the lender’s reputation, and thus transparency could act as a disincentive to hedg-
ing, which could mitigate some of the dangers discussed above. Thus, the market in loans 
and credit derivatives could itself act as a means of corporate governance complementary to 
that of the actions of lenders.256

3.2.2.4.7. The Twilight Period before Insolvency

It is important to remember that the position of creditors changes extensively in the 
twilight period before insolvency. There is a far greater incentive for a creditor to protect 
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its own interests in this period, and this can often involve using its rights to accelerate and 
 terminate a loan, or to enforce security. However, there is considerable evidence that lenders 
attempt, at the first signs of distress, to help a company pull out of its difficulties, by using 
the governance strategies discussed above. For many years the banks in the UK operated 
a system called the ‘London approach’ which involved an agreement between the lending 
banks not to enforce their loans while investigations were made into the company’s finan-
cial problems, followed by an agreed restructuring.257 The fragmentation of debt (described 
above) and changes in the administration procedure now mean that this approach per se 
does not operate, although informal restructuring is common and the government have 
put forward proposals to encourage and strengthen the practice.258 The London approach 
developed because the UK did not have a corporate rescue procedure such as Chapter 11 of 
the Bankruptcy Code in the US, and to the extent that administration performs this role, the 
demise of the approach is probably foreseeable. However, there is clearly a place for informal 
restructuring when a company falls into financial difficulties. This issue is discussed further 
in the context of schemes of arrangement in chapter fifteen.259

3.3. The Relationship between Debt and Equity  
in an Insolvent Company

This section examines the respective positions of shareholders and creditors when a 
company is insolvent or nearing insolvency. The focus of the law’s protection at this point 
is on the creditors. The first two parts of the section discuss the ways in which some credi-
tors can obtain protection by being paid ahead of other creditors, and also from legal rules 
providing redress where the pool of assets is reduced or unevenly distributed in the run-up 
to insolvency. The duties of the directors to creditors in the run-up to insolvency are then 
considered. Whether the creditors (through the liquidator or administrator) can make any 
claims against the directors or the shareholders is considered in the final section.

First, though, a number of general points need to be made about the term ‘insolvency’. 
This is a term which can be used in a number of different ways. One could say that insolvency 
commences when formal insolvency proceedings commence. For the purposes of the trans-
action avoidance provisions, this is defined in section 240(3) of the Insolvency Act 1986.260 
The label used is ‘the onset of insolvency’. It is at this moment that formal collectivity occurs, 
and from which the order of distribution discussed below applies (although if the company 
goes into administration, there will be no actual distribution until the administrator decides 
to distribute or to put the company into liquidation). Further, once insolvency proceedings 
have commenced the directors are dispossessed and no longer run the company. ‘The onset 
of insolvency’, used in this sense, will be a fixed point in time which is clearly identifiable, 
but it may arise relatively late in the day. A company can be described as being insolvent at 
an earlier stage, sometimes a much earlier stage.
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The line between a company being solvent or insolvent is not a fixed, clear point in 
time, unlike the commencement of insolvency proceedings, and the line between solvency 
and insolvency in this sense can be hard to define. As noted above,261 a company is said 
to be insolvent when it is unable to pay its debts within the meaning of section 123 of the 
Insolvency Act 1986 (‘section 123 insolvency’). This can be either through balance sheet 
insolvency or cash flow insolvency,262 although the approach now taken is that these are 
two aspects of one single exercise, namely to determine whether a company is unable to 
pay its debts.263 It is possible for a company to be balance sheet insolvent and not cash 
flow insolvent: in fact, many highly leveraged companies are in this position all the time. 
Such a company has borrowed more than its assets are worth, but because the repayment 
of the borrowing is long term, it is not cash flow insolvent;264 if, however, a company is 
merely staving off insolvency by incurring more and more long-term debt, it may be seen 
as insolvent in a commercial sense.265 It is much less likely that a company will be cash flow 
insolvent but not balance sheet insolvent, since a company with assets will usually be able 
to borrow funds to pay its debts. The protections for creditors described in this section are 
generally only activated once the company is in formal insolvency proceedings, and the 
actions are brought by an administrator or liquidator, but the protections arise (and liability 
is triggered) at an earlier point in time. One might think that the start of section 123 insol-
vency would be the moment when the general law started protecting creditors. However, 
the position is rather more complex. For example, the protection given to creditors from the 
reduction of the pool of assets or from uneven distribution starts on either balance sheet or 
cash flow insolvency.266

The triggering of potential liability under section 214 for wrongful trading, however, 
appears to commence once companies are both balance sheet insolvent and cash flow 
 insolvent.267 In many ways this latter approach seems more appropriate since, as discussed, 
many companies are balance sheet insolvent from day one.

The term ‘insolvency’ can therefore be used to mean both when a company is within 
formal insolvency proceedings and when it is section 123 insolvent. It is used in both senses 
in this section. However, in this section we also use the term ‘insolvency’ to include another 
situation that can arise even earlier in time. Section 3.2 dealt with solvent companies, and 
solvency was defined to exclude both section 123 insolvent companies and those which 
while technically still solvent are nevertheless on the verge of insolvency. This section 
therefore considers the position of shareholders and creditors in these latter two situations. 
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Some of the issues discussed here, such as the common law duty on directors to consider 
the interests of creditors, arise when the company is on the verge of insolvency, although 
it is likely that in practice the concept of near insolvency will be interpreted to arise very 
late in the day, when the company is practically section 123 insolvent.268 When reading 
this section, therefore, the reader should be aware that the precise meaning of the term 
‘ insolvency’ at any point may depend on the particular context.

3.3.1.  Order of Payment Out on a Winding Up or Distribution  
by an Administrator

The following discussion briefly explains what happens when a company becomes insol-
vent. This is not a book on corporate insolvency, and so no attempt is made to give a 
comprehensive account of the law. However, in order to appreciate the issues that arise both 
in connection with how creditors of companies can protect themselves, and whether they 
should be protected in any way by the general law, it is necessary to understand how a 
company’s assets are distributed on its insolvency. It is in the shadow of this order of distri-
bution that creditors bargain for protection, both contractual and proprietary. If a corporate 
debtor is insolvent, an unsecured creditor will generally rank pari passu with other such 
creditors, so that if there are not sufficient assets left to pay all unsecured creditors in full, 
each creditor gets the same proportionate share of what is owed to it.269 This means that an 
unsecured creditor obtains only a very small proportion of its claim. Creditors can avoid 
being in this position by obtaining proprietary protection, or, in certain cases, by being in 
a class of creditors which are raised higher up the distribution order by statute. The order 
of distribution is described in the following paragraphs, which can then act as a reference 
point for discussion of the principles and policy relating to proprietary creditor protection, 
which follows in chapter seven.

There are two formal corporate insolvency procedures in English law: administration 
and winding up. There are also other possible responses to insolvency. One is administra-
tive receivership or receivership, which is a process for the enforcement of security by a 
secured creditor,270 and which is usually followed by a winding up. There are also statutory 
compromises, such as company voluntary arrangements and schemes of arrangement,271 
and contractual compromises with creditors.272 A winding up, or liquidation, leads to the 
dissolution of the company, and involves the collection in of all the company’s assets by 
the liquidator, which are then distributed to the company’s creditors and shareholders. The 
order of distribution is discussed below.

In many insolvency situations, however, it is hoped that the company, or at least the busi-
ness, can be rescued. The statutory or contractual compromises mentioned above can lead 
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to rescue, but are basically private deals, and do not provide a mechanism for an outsider 
to manage the company in an attempt to save the business and increase the returns for 
unsecured creditors, nor do such mechanisms provide for a moratorium on enforcement 
by creditors while a rescue is attempted.273 For this reason, the procedure of administra-
tion was introduced in 1986, and modified in 2002. The philosophy of corporate rescue is 
statutorily made clear by the hierarchy of objectives which an administrator must pursue.274 
The first objective is to rescue the company as a going concern, the second is to achieve a 
better result for the creditors as a whole than if the company were wound up, and the third 
is to realise property in order to make a distribution to one or more secured or preferen-
tial creditors. The administrator must pursue the first objective unless it is not reasonably 
practicable, in which case he can move on to the second, and so on. In pursuing the second 
and third objectives, the administrator will seek to realise the assets of the company, so 
that they can be distributed to creditors. In order that the administrator can carry out 
these objectives, he is given extensive powers to do anything necessary or expedient for the 
management of the affairs, business or property of the company.275 While the administra-
tion is in progress, there is a moratorium on legal process,276 such as the enforcement of 
security and quasi-security, and any execution,277 and the company cannot be wound up.278 
An administrator can distribute assets to creditors,279 although he requires leave to distrib-
ute to unsecured non-preferential creditors. Such distribution follows the same order as a 
distribution in a liquidation.280 An administration is often followed either by a company 
voluntary arrangement (CVA) or scheme of arrangement (if the company is to continue 
trading) or a liquidation (if it is not),281 within which the distribution to unsecured creditors 
may take place.

The ranking for the treatment of claims against the company in a winding up and 
administration, and the distribution of assets in those procedures, is discussed next. Briefly, 
the holders of proprietary claims come first, though there are some statutory exceptions 
to the priority of a floating chargee.282 The unsecured creditors share in any remaining 
assets pari passu, then, if there are any further assets available, post-liquidation interest on 
claims is paid, then deferred creditors are paid pari passu, then non-provable liabilities are 
paid pari passu and, finally, if there are any assets left these are shared pari passu by the 
shareholders.

3.3.1.1. Holders of Proprietary Claims

On insolvency, a distribution can be made by the liquidator or administrator only out of the 
assets of the company. Thus, any assets which are owned outright by other persons do not 
fall within the insolvency process, and can be claimed by those persons. This applies to both 
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legal ownership (for example, where property has already passed to a buyer under a contract 
of sale) and beneficial ownership (for example, where the company holds an asset on trust 
for a client). Certain financing structures involve either the reservation of an absolute inter-
est in an asset (for example, hire purchase and finance lease transactions)283 or the grant 
of an absolute interest (for example, receivables financing284).285 In both cases, the creditor 
has a proprietary interest in the relevant assets and generally those assets do not fall within 
the insolvency process, although those with an interest based on retention of title will have 
to obtain the leave of an administrator or the court in order to enforce if the company is in 
administration.286 Alternatively, such a creditor could wait until the assets are realised by 
the administrator and a distribution is made.

Similarly, if the company is being wound up, secured creditors287 can remove the assets 
subject to their security interests from the pool and realise them to satisfy what is due to 
them, accounting to the liquidator for any surplus.288 If the company is in administration, 
a secured creditor cannot enforce without the leave of the administrator or the court, but 
the administrator will realise the assets which are subject to the security interest and pay 
the secured creditor in priority to all other claims.289 In certain circumstances prescribed 
by statute, assets subject to one type of security interest, the floating charge, are payable to 
unsecured creditors in priority to the holder of that floating charge, if the company does not 
have enough unencumbered assets to pay the unsecured creditors in full. The floating charge 
holder loses priority in three situations: first, to the expenses of the liquidation or adminis-
tration, secondly, to preferential creditors and thirdly, to the prescribed part for unsecured 
creditors. These will be discussed in detail below. The nature of the floating charge, and the 
reasons behind its loss of priority on insolvency, are discussed in detail in chapter seven.290

What follows discusses the details of the legislation, and in particular the level of protec-
tion given to unsecured creditors on the insolvency of the corporate debtor. The priority 
of secured creditors (including those with an absolute interest) is not uncontroversial, and 
there is a detailed discussion of the policy arguments concerning this issue, particularly in 
relation to the protection of non-adjusting creditors, in chapter seven.291

3.3.1.2. Order of Priority

The order of priority of payments out of floating charge assets is, first, the expenses of 
the liquidation or administration,292 second, the preferential creditors,293 and third, the 
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prescribed part for unsecured creditors.294 What is left after these have been paid goes to the 
floating charge holder. If there is any surplus left of the floating charge assets after the float-
ing chargee or chargees have been paid, this will go to the unsecured creditors pari passu. 
If the company has assets which are not subject to a floating charge, or any other security 
interest, the position changes. The liquidation expenses are paid first out of such assets, then 
the preferential creditors,295 and then the claims of the general unsecured creditors. If the 
expenses and the preferential creditors are satisfied out of these non-floating charge assets, 
then they are not paid out of floating charge assets. However, even in this situation, the 
prescribed part will still be deducted from the floating charge assets.296 It should be noted 
that the statutory provisions described in the following paragraphs are disapplied in relation 
to security and title transfer interests in financial collateral.297

3.3.1.2.1. Liquidation or Administration Expenses

The expenses of liquidation include all costs incurred by the liquidator in the course of the 
liquidation and claims by creditors in relation to contracts entered into by the liquidator 
after liquidation.298 The categories of expenses are set out in rule 7.108(4) of the Insolvency 
Rules 2016,299 which forms an exhaustive list.300 As mentioned above, these expenses are 
payable out of floating charge assets unless there are enough ‘free assets’ to pay them, but, 
because the costs of actions brought by the liquidator to set aside transactions entered into 
by the company in the run-up to insolvency often made up a large part of the liquidation 
expenses, the Insolvency Rules provide that liquidators cannot incur litigation expenses in 
these kinds of proceedings without the consent of the floating charge holder.301

When the company is in administration, floating charge assets are even more vulner-
able. The administrator, in the course of pursuing his statutory objectives, may well wish 
to keep the business of the company going. This can involve considerable expense, both 
in terms of meeting pre-existing obligations and in terms of incurring new obligations, 
and the Insolvency Act 1986 provides that this expense is met out of floating charge assets 
in priority to the floating chargee. In addition to the ‘top-slicing’ of the administrator’s 
expenses from the floating charge assets, the administrator is entitled to dispose of floating 
charge assets without the leave of the court.302 Sometimes such a disposition will result in 
proceeds, for example where stock in trade is sold, in which case the floating chargee obtains 
the same priority in relation to such proceeds as it had in relation to the original asset.303 
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 305 For further discussion see 7.3.3.3.4.
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 307 This was the scope of the preference which was removed in 2002, since preferential status for taxes paid 
directly by the company was abolished in 1986. For discussion, see 7.6.2.3.
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Law’ (1980) 1 Company Lawyer 123, 129; R Mokal, ‘Priority as Pathology: The Pari Passu Myth’ [2001] Cambridge 
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 309 Insolvency Act 1986, s 176A. For details of the prescribed proportion see Insolvency Act 1986 (Prescribed 
Part) Order 2003 (SI 2003/2097), art 3. At present, the proportion is 50% where the floating charge assets are 
less then £10,000 (unless the costs of distribution are disproportionate to the benefits). If the assets exceed that 
amount, the proportion is 50% of the first £10,000 and 20% of the rest, with a ceiling of £600,000. The amount of 
the prescribed part was said to relate to the amount of floating charge assets which would have fallen within Crown 
preference, so that the net effect on floating charge holders was zero; see R Stevens, ‘Security after the Enterprise 
Act’ in J Getzler and J Payne (eds), Company Charges: Spectrum and Beyond (Oxford, Oxford University Press, 
2006) 162. The government proposes to increase the ceiling in line with inflation, see BEIS, Insolvency and Corpo-
rate Governance (August 2018) 30.
 310 Insolvency Act 1986, ss 176A and 176ZA.

More usually the asset will be used to meet expenses resulting from existing contracts (such 
as  employment contracts), in which case there are no immediate proceeds and the assets 
subject to the floating charge diminish. Similarly, payments that the administrator makes 
under new contracts he enters into after his appointment fall within his expenses, which 
will be paid out of floating charge assets in priority to the claims of the floating chargee.304 
If the administrator does enable the company to trade out of its difficulties, of course, the 
floating chargee will be better off as there may be sufficient assets to pay all creditors, but if 
the rescue attempt does not succeed the floating chargee loses out considerably.305

3.3.1.2.2. Preferential Creditors

Prior to the Enterprise Act 2002, preferential debts comprised two main groups, namely 
various taxes collected by the debtor on behalf of the Crown, including some PAYE deduc-
tions, unpaid VAT, unpaid car tax, unpaid social security contributions and various other 
duties, and certain debts related to the insolvent’s employees. The first of these categories 
(known as ‘Crown preference’) had its preferential status removed,306 although this will 
be re-introduced in 2020 in relation to taxes collected by companies from employees and 
customers.307

The other preferential class, namely the insolvent’s employees, or those subrogated to 
them, has been retained.308

3.3.1.2.3. The Prescribed Part

The Enterprise Act 2002 recognised the need for further protection for unsecured creditors 
by providing that a proportion of the assets subject to the floating charge should be made 
available for the claims of unsecured creditors.309 The prescribed part is calculated on the 
amount of floating charge assets after deduction of both the liquidation or administration 
expenses and the claims of the preferential creditors.310 The prescribed part therefore means 
that the unsecured creditors will get something, even if the entire assets of the company fall 
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 311 Re Airbase (UK) Ltd: Thorniley v Revenue and Customs Commissioners [2008] EWHC 124 (Ch).
 312 Goode: Credit and Security, 5-77.
 313 Defined in Insolvency Rules 2016, r 14.2.
 314 Insolvency Act 1986, s 189 (liquidation) and Insolvency Rules 2016, r 14.23 (administration and liquidation).
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GmbH [2013] UKSC 52 and Re Lehman Bros International (Europe) (in administration) (No 4) [2014] UKSC 38 
[33], [60].
 316 Re Nortel GmbH [2013] UKSC 52 [39].
 317 There is a presumption that all shares rank equally with regard to the return of capital (Welton v Saffery [1897] 
AC 299, 309 per Lord Watson). Any priority intended to be attached to preference shares regarding the return of 
capital must be expressly stated. The fact that preference shares have priority as to dividends does not mean that 
the shares are presumed to have priority as to a return of capital (Birch v Cropper (1889) LR 14 App Cas 525). The 
sum repaid may be the par value of the shares, or the articles may provide for a higher sum.
 318 The default rule is that the surplus left after the paid-up capital has been repaid is distributable equally amongst 
the ordinary shareholders in proportion to the nominal value of their shares: Birch v Cropper (1889) LR 14 App 
Cas 525, 543 per Lord Macnaghten. As regards the right to share in the surplus capital of the company, where a 
share carries a preferential right to capital on insolvency, this displaces the principle of equality, and it is presumed 
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v Wilsons & Clyde Coal Co Ltd [1949] AC 462. It is for the preference shareholders to demonstrate that a provi-
sion in the company’s constitution regarding the terms of issue of the shares confers an entitlement to share in any 
surplus assets. It is rare to see such a provision.

within the floating charge. If the floating charge holder is not fully paid out of the remaining 
floating charge assets, it cannot prove for the balance with the other unsecured creditors 
out of the prescribed part.311 This is because the prescribed part is to protect the unsecured 
creditors at the expense of the floating charge holder.312

3.3.1.2.4. General Unsecured Creditors

As mentioned above, if there are sufficient assets not subject to a security interest, the liqui-
dator’s or administrator’s expenses are paid first out of these, then the preferential creditors, 
then the other unsecured creditors share in the rest pari passu. The effect of the statutory 
prescribed part provisions is that unsecured creditors will always get something when a 
company is wound up (unless there are no or de minimis floating charge assets), but it 
is likely in most cases that they will still only recover a small proportion of what is owed 
to them. If the unsecured creditors with provable debts313 are paid in full, which is very 
unlikely, statutory interest (on provable debts),314 deferred claims and non-provable debts315 
then rank above the shareholders.316

3.3.1.2.5. The Shareholders

It is clear that shareholders come last on insolvency. In general, they will only be entitled to 
any claim once all of the creditors’ claims against the company have been satisfied, at which 
point shareholders will be repaid the capital they have contributed to the company,317 and 
any remainder (ie the residual value of the company) will be distributed to those entitled to 
share in the surplus.318

There are, however, a number of claims which shareholders can bring against a company 
in relation to which it could be argued that the shareholders should be treated as being akin 
to creditors, and that their claims should, accordingly, rank higher in the order of payment 
out on a winding up. Three different kinds of claims can be identified. First, claims can be 
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 319 Companies Act 2006, s 33, discussed at 3.2.1.3.2(b).
 320 See 10.6.2 and 11.4.1.2. The fact that shareholders are entitled to bring these claims is made clear in Companies 
Act 2006, s 655.
 321 Insolvency Act 1986, s 74(2)(f).
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 324 [2002] 2 AC 1.

brought in relation to dividend payments, or other payments arising out of the  statutory 
contract (ie the articles of association of the company).319 Second, there are claims aris-
ing outside the statutory contract, such as a claim against the company brought by the 
shareholder for misrepresentations or breaches of corporate disclosure regulations, such as 
sections 90 and 90A FSMA, discussed in chapters ten and eleven respectively.320 Third, there 
are claims relating to loans made to the company by shareholders.

3.3.1.2.5(a) Sums Due to Shareholders Arising from the Statutory Contract

As regards sums due to the shareholders in their capacity as shareholders, for example by 
way of declared but unpaid dividends, it is clear that these sums are not deemed to be a 
debt of the company for this purpose; in other words, these claims do not rank alongside 
the claims of the unsecured creditors, but are only due to be paid after the unsecured credi-
tors are paid in full, to the extent that any assets remain available for distribution at this 
time.321 The consequence of this provision is that if the company is insolvent, these debts to  
the members will not be paid, because an insolvent company is, by definition, unable to 
satisfy all of its creditors’ claims with its assets.

This is a clear example of the way in which Parliament seeks to ensure that on insolvency 
the shareholders’ claims qua shareholder will always rank behind the claims of the compa-
ny’s creditors.322 The courts are also keen to ensure that the statutory order of payment 
out is not undermined.323 There are numerous examples of this in insolvency cases. An 
example of the principle at work in a company law case is the House of Lords’ decision in 
Johnson v Gore Wood & Co.324 In this case their Lordships considered whether a share-
holder should be able to recover for reflective loss, ie loss which is merely a reflection of 
the loss suffered by the company and which will be fully compensated if the company sues 
successfully to recover that loss. If the shareholder is allowed to recover, then either there 
will be double recovery at the expense of the defendant, or the shareholder will recover at 
the expense of the company. The problem can be solved either by disallowing the corporate 
claim and allowing the shareholders to sue individually, or by disallowing the individ-
ual claims. The House of Lords preferred the latter approach. As Lord Millett explained, 
disallowing the corporate claim would prejudice the company’s creditors if the company 
becomes insolvent as a result of the wrongdoing, since on insolvency it is the creditors, 
and not the shareholders, who primarily benefit from the corporate action. To allow a 
corporate asset, namely the right to sue the wrongdoers, to be given to the shareholders 
individually at this point would subvert the normal ordering of payments to creditors and 
shareholders on insolvency.
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 325 [1998] AC 298.
 326 This approach finds support in a decision of the ECJ (now CJEU), Case C-174/12 Alfred Hirmann v Immofi-
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 328 For discussion see J Sarra, ‘From Subordination to Parity: An International Comparison of Equity Securities 
Claims in Insolvency Proceedings’ (2007) 16 International Insolvency Review 181.
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‘Shareholder Loans in Corporate Insolvency: A New Approach to an Old Problem’ [2008] German Law Journal 
1109.

3.3.1.2.5(b) Sums Due to Shareholders Arise Outside the Statutory Contract

As regards claims arising outside the statutory contract, the decision of the House of Lords 
in Soden v British & Commonwealth Holdings plc325 is authority for the view that in rela-
tion to these claims the shareholders rank pari passu with the unsecured creditors.326 The 
House of Lords therefore determined that the relevant principle is not that ‘members come 
last’ but rather that the ‘rights of members as members come last’. The rationale behind  
section 74(2)(f) of the Insolvency Act 1986 is to ensure that the rights of members as such 
do not compete with the rights of the general body of creditors. A member having a cause of 
action independent of the statutory contract is, however, claiming as a creditor and should 
therefore be in no worse position than any other creditor.

The question of whether a shareholder bringing such a claim should rank pari passu 
with the unsecured creditors highlights a collision between securities law, in particular the 
investor protection provided by statutory provisions such as sections 90 and 90A FSMA,327 
and insolvency law. Insolvency law is concerned predominantly with creditor protection. 
Subordinating the claims of shareholders creates greater certainty and, more importantly, 
increases the pool of capital available to creditors, particularly the unsecured creditors. 
However, subordinating these claims by equity investors fails to recognise that while share-
holders should accept the ordinary business risk of insolvency, they do not assume the risk 
of corporate fraud, or violations of securities legislation. Such subordination would, argu-
ably, punish the innocent shareholders for the misconduct of corporate management, and 
would undermine the goal of investor protection that provisions such as sections 90 and 
90A FSMA are intended to advance. As a result, these claims are not subordinated in the 
UK; other jurisdictions, take a different approach to this issue.328

3.3.1.2.5(c) Shareholder Loans

In relation to loans made by shareholders, while some legal systems subordinate shareholder 
loans to the claims of other creditors in some circumstances, the UK provides no specific 
regulation of this issue.329 Where a shareholder lends money on an unsecured basis to the 
company, he is prima facie entitled to recover that debt pari passu with the other unsecured 
creditors. Where the money is lent secured, then the shareholder’s claim qua creditor will 



The Relationship between Debt and Equity in an Insolvent Company 107

 330 [1897] AC 22.
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rank ahead of the claims of the unsecured creditors. The decision in Salomon v Salomon & 
Co Ltd330 is a good example of this principle in operation.

3.3.2.  Preservation of the Assets for Creditors on and During the Run-up 
to Insolvency

As discussed earlier, while the company is solvent the creditors are usually expected to 
protect themselves against the prospective losses on insolvency by taking proprietary inter-
ests or relying on insolvency set-off. It is thus usually the unsecured creditors who suffer on 
insolvency, as there will almost always be insufficient assets available to pay them in full, 
and, in fact, unsecured creditors are on average only paid a small fraction of what is owed 
to them.331

There are, however, various statutory provisions designed to prevent some kinds of 
reduction in the assets available to unsecured creditors both in the period running up to 
insolvency and after insolvency proceedings have commenced. There are also provisions to 
prevent some unsecured creditors getting paid before or on insolvency in a way considered 
unfair to other creditors, since if some creditors get paid in full, there is less to distribute pari 
passu to the other creditors. To some extent these two types of provisions overlap, although 
conceptually they are distinct. One type prevents reduction of the asset pool (the ‘cake’) 
while the other type prevents uneven distribution of the ‘cake’. These statutory provisions 
are supplemented by the common law rule known as the anti-deprivation principle (which 
goes to the prevention of the reduction of the ‘cake’ at the time insolvency proceedings 
commence) as well as the pari passu principle,332 which goes to prevention of uneven distri-
bution of the ‘cake’ by a liquidator or administrator. Although these are distinct principles, 
there is potential for overlap in their application to particular situations.333

In addition, there are a number of provisions designed to increase the money avail-
able to creditors on insolvency. Some of these are statutory, for example sections  213  
and 214 of the Insolvency Act 1986,334 which allow the liquidator or administrator 
to pursue claims for wrongful trading or fraudulent trading against the directors and 
others.335 Any successful recoveries under these sections flow to the unsecured creditors 
and not to secured  creditors.336 Other provisions have been developed by the common law, 
such as the general fiduciary duty owed by directors which becomes creditor-regarding 
once the company is insolvent, or close to insolvency.337 Under this common law duty, 
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in contrast to the statutory claims, the claim, and therefore any recoveries, are regarded  
as assets of the company.

3.3.2.1. Preventing Reduction of the Asset Pool

3.3.2.1.1. Statutory Provisions

A reduction of the assets of the company in the period running up to insolvency is 
addressed by section 238 of the Insolvency Act 1986. Where a company has entered into 
a transaction at an undervalue within two years of the onset of insolvency this provision 
enables a liquidator or administrator to apply to the court for relief, restoring the posi-
tion to what it would have been had the company not entered into the transaction.338 The 
company must have been insolvent within the meaning of section 123,339 or have become 
so as a result of the transaction.340 A transaction at an undervalue could either be a gift  
(or agreement to provide goods or services for no consideration), or a disposition for 
consideration worth less than the asset disposed of. The effect of the transaction is to 
diminish the assets available for creditors generally, to the benefit of one particular person. 
An order made under this statutory provision has the effect of restoring the value of those 
assets, usually at the expense of the person benefited. The scope of the order the court 
can make on an application under section 238 is very wide.341 Any recovery pursuant to 
such an order is usually for the benefit of unsecured creditors;342 it has been argued that,  
if assets subject to a fixed charge have been disposed of, the recovery is for the benefit of 
the charge holder,343 and this is still technically possible despite the ‘codification’ of the 
common law in section 176ZB of the Insolvency Act 1986.344

Where it can be shown that a gift or a transaction at an undervalue was entered into by 
the company with the purpose of putting assets beyond the reach of a creditor (not an easy 
thing to prove), the liquidator or administrator (or the victim)345 can apply to the court 
under section 423 of the Insolvency Act 1986 for an order restoring the position. The possi-
ble scope of the order is, as with an order made on an application under section 238, very 
wide.346 Unlike section 238, there is no limit on the time before the onset of insolvency 
within which the transaction must be made.
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Reduction in the assets in the period after the onset of insolvency347 is dealt with 
by section 127 of the Insolvency Act 1986.348 This section provides that any disposition 
of the company’s property after that date is void unless the court orders otherwise. Not 
surprisingly, the section only applies to a winding up349 and not to anything done by an 
administrator (who has wide powers to carry on the company’s business as benefit of credi-
tors  generally: this can either be because carrying on business is considered to be for their 
benefit, or because a particular disposition does not diminish the asset pool, for example if 
it is for full value mentioned earlier). If a liquidator, however, wishes to carry on the busi-
ness (to a limited extent) by making dispositions, he needs to obtain the leave of the court. 
The litmus test for giving leave will be whether the disposition is for the.350 Section 127 is 
disapplied in relation to dispositions of financial collateral.351

3.3.2.1.2. The Anti-Deprivation Principle

The common law principle known as the anti-deprivation principle renders a contractual 
provision void to the extent that it purports to remove assets from the debtor on insolvency, 
with the effect that they are not available for distribution to creditors.352 The contract can 
have been entered into at any point before the onset of insolvency: there is no time limit as 
under the statutory sections. For the principle to be engaged, however, the contract must 
provide for the deprivation to take place on or after the onset of insolvency proceedings.353 
It is conceptually distinct from the mandatory statutory pari passu principle354 which 
renders void any provision, contractual or otherwise, that has the effect of distributing assets 
belonging to the insolvent estate on a basis which is not pari passu.355 Since the purpose of 
the anti-deprivation principle is to preserve the assets of the debtor, it applies equally to 
a company going into liquidation or administration.356 The scope of the anti-deprivation 
principle is not straightforward, as the courts have tried to maintain a balance between 
freedom of contract (usually between the company and its counterparty) and protecting 
the interests of the creditors. The latter is a policy task, and is normally done by legislation 
(as, for example, in relation to the provisions dealing with dispositions before and after 
insolvency described above) and so the courts have been loath to extend the common law 
principle in recent years. In Belmont Park Investments Pty Ltd v BNY Trustee Services Ltd357 
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the Supreme Court confirmed the existence of the principle but also the existence of several 
limitations on its scope.358

First, the anti-deprivation principle is a general rule of public policy which prevents 
fraud on the insolvency statutes.359 As such, it requires deliberate intention to evade insol-
vency laws and does not apply to commercial transactions entered into in good faith.360 
Second, the assets must actually be diminished, so if the provision means that an asset is 
disposed of at full value,361 or actually has no value, the provision is not unenforceable.362 
Third, the deprivation must be insolvency triggered so the principle does not apply to a 
diminution that takes place for reasons other than insolvency.363 Whilst the Supreme Court 
did not consider it necessary to decide whether a deprivation triggered by factual insol-
vency rather than formal insolvency proceedings would attract the principle, to extend the 
principle in such a way would lead to great uncertainty, as explained by Lord Neuberger in 
the Court of Appeal in Perpetual Trustee Co Ltd v BNY Corporate Trustee Services Ltd.364 If 
a company enters insolvency proceedings, this is a known fact and the date of commence-
ment of insolvency is simple to determine. If a diminution before that time were included, 
issues might arise as to whether the company is insolvent at the time of the diminution, or 
whether the diminution should be set aside even if the company recovered. In any event 
section 238 is designed to deal with such diminutions.365

Fourth, there has long been a distinction between an asset which is inherently limited 
so that insolvency marks the end of the duration of the interest (a ‘flawed asset’) and an 
absolute interest granted outright then forfeited on insolvency, with some older cases indi-
cating that the former is permitted while the latter is not.366 The distinction is extremely 
problematic, and is susceptible to manipulation by clever drafting,367 but Lord Collins in 
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Belmont said that it ‘would go far beyond the judicial function to hold that the distinction is 
indefensible’.368 Despite this, his view appeared to be that both types of assets could poten-
tially fall foul of the anti-deprivation principle: flawed assets are not automatically valid.369 
The approach is rather ‘to consider each transaction on its merits to see whether the shift in 
interests complained of could be justified as a genuine and justifiable commercial response 
to the consequences of insolvency’.370 This approach, while a laudable compromise between 
the principle of freedom of contract and the need to protect creditors (the balance referred 
to earlier), creates at least two uncertainties. The first is that where an asset is genuinely 
‘flawed’ it is difficult to see what deprivation the debtor has suffered, since it never had 
any property in the first place of which it was deprived.371 The second is that it is difficult 
to draw the line between a ‘genuine and justifiable response’ and an illegitimate one. In 
an analysis favoured by Lord Mance, some clarity can be added by drawing a distinction 
between an executed contract, where the asset of the insolvent company is the ‘quid pro 
quo’ for a performance that has already been completed, and a contract that is wholly or 
partially executory, where the asset is the ‘quid pro quo’ for the continuing performance of 
the contract.372 In the latter case, there is nothing objectionable about a provision permit-
ting a party to terminate if the other becomes insolvent.373 This approach has the merit of 
explaining why the archetypal ‘limited interest’ case, such as where a lease terminates on 
insolvency, does not offend the principle.

Ultimately, these limitations confirm that the principle is of limited application and its 
operation can, usually, be avoided through careful drafting. However, it is difficult to think 
of more satisfactory boundaries to the principle. Even if it were given a statutory basis, it 
would still be possible (and perhaps even easier) to draft around its application.374 Further, 
the most egregious cases of fraud on the insolvency statutes, involving an intent to put assets 
out of the reach of creditors, are already covered under section 423. This section poten-
tially covers any transaction entered into by the company, however long before the onset of 
insolvency: the transaction would have to be at an undervalue to fall within the section, but 
given that a transaction must be ‘uncommercial’ in order to fall within the anti-deprivation 
principle, it is likely that this condition would also be fulfilled. Indeed, it is possible to 
argue that if section 423 was used to its full extent to catch transactions falling within it, 
the anti-deprivation principle would not need to be engaged.375 Reliance on section 423, 
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however, has to be by an application by a liquidator, administrator or victim, whereas the 
anti-deprivation principle is usually relied upon when the counterparty to a pre-existing 
transaction relies upon the terms of the contract vis-a-vis the company.

3.3.2.2. Preventing Uneven Distribution of the Assets

A solvent company is free to pay its creditors in whatever order it chooses, and none of its 
creditors are obliged to take account of the interests of any other of its creditors: such a cred-
itor can pursue its own interests in seeking to be paid before anyone else.376 This changes in 
the run-up to and after the onset of insolvency. One of the reasons for having a collective 
insolvency procedure is to avoid a race to be paid first. Such a procedure will result in the 
maximum benefit for all creditors, by avoiding duplication of costs, wasteful splitting up of 
assets and a disorderly process.377 To gain these benefits it is necessary for all creditors with-
out proprietary claims to be treated equally in terms of the distribution of assets so that each 
takes a proportionate reduction in his claim if the assets are not enough to pay everyone in 
full. In other words, the creditors must take pari passu.

Once liquidation proceedings have commenced, and if and when an administrator gives 
notice of distribution,378 this pari passu principle is enforced strictly. It is itself prescribed 
by statute,379 and there are, of course, exceptions to it created by statute.380 Some of these 
are described above,381 and another, insolvency set-off, is discussed in chapter six.382 
Contractual provisions which purport to create a different distribution from the statutory 
scheme are unenforceable;383 this is the case even where the provisions are commercially 
justifiable.384 As with the anti-deprivation principle, the exact boundaries of this principle 
are hard to determine, since the same tension between freedom of contract (between two 
parties) and the policy of protection of the general body of creditors arises. Two areas of 
difficulty are set-off and subordination agreements, and these are discussed in chapter six 
below.385

In the period before the onset of insolvency, the policy of English law is to attempt to 
prevent a creditor obtaining an ‘unfair’ advantage over other creditors. Since, in insolvency 
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proceedings, most unsecured creditors only obtain a small share of what is due to them, 
any creditor who is paid in full clearly obtains an advantage. Not every creditor who is paid 
in full in that period, however, is obliged to return the payment: only payments made to a 
creditor whom the company intends to prefer are covered. Section 239 of the Insolvency 
Act 1986386 enables a liquidator or administrator to apply to a court for a remedial order387 
if a company has given a creditor a preference within a certain period of time before 
the onset of insolvency.388 This only applies if the company is section 123 insolvent389 
at the time the preference is given, or becomes section 123 insolvent as a result of the 
 preference.390 A preference is where a creditor is put in a better position than he would be 
in if the company went into liquidation,391 and in order to trigger the section, the company, 
in giving the preference, must have been influenced by a desire to put that creditor in that 
better position.392

It is not always apparent why the motivation of the company in making the payment 
is the best test of whether the advantage obtained by the creditor is ‘unfair’:393 one might 
have thought that the intention of the creditor would be more relevant, or that intention 
was not relevant at all, in that it is the mere receipt of payment which is unfair.394 Further, 
if a creditor puts pressure on the company to pay, the resulting payment is not a preference 
under section 239: it might be thought that to reward the strongest creditor is not necessar-
ily the best way to redress unfairness, nor does it further the aim of collective proceedings 
(to prevent a race to be paid). The shortcomings of the English law on preferences are the 
subject of much academic discussion.395

3.3.2.3.  Potential Overlap between the Prevention of Reduction of the Asset Pool 
and the Prevention of Uneven Distribution of Assets

The diminution of the asset pool which the rules discussed in 3.3.2.1 are designed to 
prevent, nearly always benefits another person. Sometimes that other person is not a credi-
tor of the company (for example, where assets are hived off to another company in the same 
group in the run-up to insolvency). In other cases the beneficiary will be a creditor of the 
company. This gives rise to a potential overlap between the rules discussed in 3.3.2.1 and 
those discussed in 3.3.2.2. Merely paying a creditor his pre-existing debt before the onset 
of insolvency will not diminish the asset pool, as the extinguishing of the debt cancels out 
the payment so that the net value of the assets is not affected. Therefore, a transaction will 
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not normally fall within both section 238 and section 239: this will only happen if a person 
receives a payment partly qua creditor and partly in excess of what he is owed.396 The posi-
tion is more difficult if the removal of the asset occurs on or after the onset of insolvency. 
On one view, the reasoning is the same: if the beneficiary of the deprivation is a creditor 
then the net value of the assets is not affected, and so the pari passu principle is engaged but 
not the anti-deprivation principle.397 Others take the view, however, that the net asset value 
is not relevant on or after insolvency, since the debtor’s liabilities are turned into rights to 
prove and are therefore distinct from the assets.398 On this view, a contractual provision can 
deprive a debtor of an asset which would otherwise be available for distribution to the credi-
tors (and therefore fall within the anti-deprivation principle) whether or not the beneficiary 
of that deprivation is itself a creditor.399

One area of potential overlap between the policy of preventing reduction in the asset 
pool and the policy of preventing uneven distribution of assets is where a company grants a 
security interest during the run-up to insolvency to secure past indebtedness. The authori-
ties here are to some extent contradictory. In Re MC Bacon Ltd400 Millett J was of the view 
that where a charge was granted in these circumstances, there was no transaction at an 
undervalue within the meaning of section 238 since ‘[t]he mere creation of a security over 
a company’s assets does not deplete them’. All that has happened is that the company has 
appropriated the charged assets to meet the secured liability, and therefore has adversely 
affected the rights of other creditors, but the net asset value is not diminished.401 On that 
view, the grant of a security interest can only be a preference. However, this view has been 
doubted by the Court of Appeal in Hill v Spread Trustee Co Ltd,402 a case concerning 
section 423 of the Insolvency Act 1986.403 Arden LJ said, obiter, that the grant of a charge by 
way of legal mortgage could be a grant of a proprietary interest and so could be a transaction 
at an undervalue.404 With respect, this must be right, at least where no new value is given 
for the grant, since the effect of the grant of a mortgage,405 or probably even a charge,406 is to 
diminish the assets available for distribution under the insolvency regime to the unsecured 
creditors. The ‘net asset’ argument does not work for the reasons given above, at least once 
the debtor is insolvent. Further, the value of the secured liability on insolvency is less than 
that of the assets appropriated to meet it, as without the security interest the liability would 
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be met by the payment of a dividend of a great deal less than its face value.407 This situation 
may be a rare example of where an application can be brought under either section 238 
or 239, which can be significant because of the differences in defences and relevant time 
periods.

This controversy also raises the question of whether section 245 of the Insolvency  
Act 1986 (which provides that floating charges created otherwise than for new value408 in 
the run-up to insolvency409 are invalid) is a provision preserving the asset pool or prevent-
ing uneven distribution of assets. The answer is that it probably does both: the question is 
significant in that it affects how section 245 falls within the statutory scheme of transaction 
avoidance on insolvency and also impacts on the question whether the scope of section 245 
should be extended to cover other non-possessory security interests.410 If section 245 is 
about preserving the asset pool, then arguably it should be subsumed into section  238 
(where the time period requirements are more generous but the requirement of insolvency 
at the time of the transaction is stricter). Further, there would then be no need to extend 
section 245 to other secured transactions, since these would be covered within section 238. 
However, if section 245 is primarily about avoiding uneven distribution (in other words, 
if the MC Bacon reasoning is accepted), then it has a significant role: it is much wider 
than section 239 since the motivation of the company in granting the charge is irrelevant. 
This might be a reason not to extend section 245 to other secured transactions, but to 
continue to require the motivation requirement in those cases. It should also be noted that 
section 245 is disapplied in relation to charges created under a security financial collateral 
arrangement.411

3.3.2.4. Protection of Creditors

It will be seen from the foregoing discussion that the law starts to offer some protection to 
unsecured creditors from a time before the actual commencement of insolvency proceed-
ings. However, when that time begins is only known in retrospect, once proceedings do 
actually commence. This has the effect that companies (and creditors) have to have provi-
sions such as sections 238 and 239 in mind when entering into any transaction or making 
any transfer of assets if at the time the company might be cash flow insolvent. It is, though, 
unclear whether the statutory provisions operate as a very effective deterrent to creditors or 
other beneficiaries against most transactions or transfers. Whether any transaction or trans-
fer is actually reversed by the court depends, first, on whether the company actually goes 
into insolvency proceedings, secondly, on whether the liquidator or administrator actually 
brings proceedings, and, thirdly, on what remedy the court orders. The remedy is not puni-
tive or based on loss suffered, rather it is based on the benefit gained by the beneficiary of 
the transaction or transfer, so the worst the beneficiary can suffer is having to pay back the 
benefit gained. For most creditors and beneficiaries, it is worth taking the benefit at the time, 
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in return for the moderate risk of remedial redress later, and few claims for such redress are 
actually made.412 The chances of an application being made, however, may have increased 
now that liquidators and administrators are permitted to assign such claims to persons who 
are more likely than office holders to bring such applications on a commercial basis.413

3.3.3.  The Balance between Creditors and Shareholders in an Insolvent 
Company

It is clear from the discussion in 3.3.1.2.5 that, as between the shareholders and creditors of 
the company, the shareholders’ claims qua shareholder rank behind those of the creditors, 
and that both Parliament and the courts are keen to ensure that this ranking on insolvency 
is not undermined. There are, however, two additional issues that will be discussed in this 
section that relate to the relationship between shareholders and creditors in an insolvent 
company, namely the issue of directors’ duties in this period, and the question of whether 
there are any circumstances in which the veil of incorporation can be lifted or pierced so as 
to allow creditors to access the shareholders’ assets in order to satisfy their claims against 
the company.

3.3.3.1. Directors’ Duties

3.3.3.1.1. Directors’ General Fiduciary Duty

As discussed earlier in this chapter, the directors owe a general fiduciary duty to act in the 
best interests of the company.414 When the company is solvent, this duty is an obligation 
on directors to act in the long-term interests of the shareholders. While the directors have 
to take account of other stakeholder groups in determining how to fulfil this obligation, 
the company’s creditors are not one of the relevant stakeholder groups. However, when the 
company is insolvent, or when it is nearing insolvency, the focus of the directors’ atten-
tion when fulfilling their general fiduciary obligation switches from the shareholders to the 
creditors: they have to have regard to the creditors’ interests.415

This obligation is, however, mediated through the company: the duty is owed to 
the company and not to the creditors directly.416 Directors owe no general duty of  
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care to  creditors.417 The directors are required to have regard to the creditors’ interests 
generally, and not to have regard to the interests of a particular creditor or section of credi-
tors who have special rights once a winding up occurs.418 A breach of this duty can be 
litigated via section 212 of the Insolvency Act 1986. One consequence of this shift from a 
view of the company as shareholder-focused to one which is creditor-focused is that share-
holders lose their ability to ratify the wrongs that have been done to the company by the 
directors.419

This indicates that once the company is insolvent, or nearing insolvency, it is the credi-
tors, and not the shareholders, that are in the driving seat. Once a company goes into 
liquidation, the shareholders cease to have any interest in the assets of the company,420 
and the interests of the company are equated with the interests of the creditors, so that the 
directors must act so as to maximise creditor welfare. In a solvent company the proprietary 
interests of the shareholders entitle them, as a general body, to be regarded as the company, 
but ‘where a company is insolvent the interests of the creditors intrude’.421

This identification of the creditors with the company arises at a point before the company 
is insolvent, however, when the company is ‘nearing insolvency’. A number of cases make 
reference to this duty arising in the period prior to insolvency, when the company is ‘near 
insolvency’ or of ‘doubtful solvency’, or if a contemplated payment or other course of action 
would jeopardise its solvency or would otherwise put the company in some form of danger-
ous financial position.422 These terms are imprecise, and yet the trigger for the onset of this 
duty is important in terms of defining the scope of protection available to creditors. It is 
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likely, however, that this shift in directors’ duties from shareholders to creditors will occur 
only at a late stage.

It was suggested in Re HLC Environmental Projects Limited423 that ‘directors are not 
free to take action which puts at real (as opposed to remote) risk the creditors’ prospects of 
being paid, without first having considered their interests rather than those of the company 
and its shareholders’.424 However, this is not in accordance with other authorities on this 
issue and was expressly rejected by the Court of Appeal in BTI 2014 LLC v Sequana.425 The 
point was made both by Rose J at first instance in Sequana426 and by David Richards LJ in 
the Court of Appeal that all previous authorities in which the duty to creditors has been 
triggered have involved companies that were actually insolvent or very near insolvency. 
These authorities did not establish the claimants’ contention that the creditors’ interest’ 
duty arose whenever a company was ‘at risk’ of becoming insolvent at some indefinite point 
in the future, unless the risk could be described as ‘remote’. The facts in Sequana were very 
different to the authorities in which the triggering of the creditors’ interest duty had previ-
ously been considered. The company’s balance sheet showed no deficit of liabilities over 
assets; there were no unpaid creditors knocking at its door; and it was not in a downward 
spiral of accumulating trading losses, with no income and no prospect of any income. The 
risk which the company faced (namely that the directors’ best estimate of a liability faced 
by the company would turn out to be wrong and that it might not have enough money 
when called upon in the future) was a risk faced by many companies that have provisions 
and contingent liabilities reflected in their accounts. Both Rose J and the Court of Appeal 
held that the creditors’ interest duty did not arise in such circumstances. To decide other-
wise would result in directors having to take account of creditors’ rather than shareholders’ 
interests when running a business over an extended period and this would be a significant 
inroad into the normal application of directors’ duties. This is a sensible decision. The facts 
of the case were unusual but a lowering of the threshold of the creditors’ interest duty 
here would have raised real concerns for directors in any company with a provision for a 
liability in its accounts but where there was a risk that such provision might turn out to be 
inadequate.

The Court of Appeal went on to provide guidance as to the point at which the creditors’ 
interest duty actually arises. David Richards LJ stated: 

I have…concluded that the duty may be triggered when a company’s circumstances fall short 
of actual, established insolvency. This is certainly the view taken by many judges in the cases to 
which I have referred. However, for good reason, not least because it has rarely been necessary, 
judges have shied away from a single form of words, preferring instead a variety of expressions 
such as those that I have mentioned …
… in my judgment, the formulation used by Sir Andrew Morritt C and Patten LJ in Bilta v Nazir, 
and by judges in other cases, that the duty arises when the directors know or should know that the 
company is or is likely to become insolvent accurately encapsulates the trigger.427



The Relationship between Debt and Equity in an Insolvent Company 119

 428 Eg GHLM Trading Ltd v Maroo [2012] EWHC 61 (Ch); Cosy Seal Insulation Limited (in Administration) 
v Gaffney and another [2016] EWHC 1255 (Ch); Re Micra Contracts Ltd (in liquidation) [2016] BCC 153; Ball 
v Hughes [2017] EWHC 3228 (Ch).
 429 Cf Lord Templeman in Winkworth v Edward Baron Development Co Ltd [1987] 1 WLR 1512 who stated that 
the board, being the company’s conscience, owed a duty to ‘the company and the creditors of the company’ to keep 
its property ‘inviolate and available for the repayment of its debts’ (at 1516). Subsequent decisions have made clear 
that the duty is owed to the company, but that in determining the company’s interests regard shall be had to the 
creditors (West Mercia Safetywear Ltd v Dodd [1988] BCLC 250; Re Produce Marketing Consortium Ltd [1989] 1 
WLR 745).
 430 A claim is brought by the liquidator under Insolvency Act 1986, s 212.
 431 See 3.3.3.2.
 432 See also Insolvency Act 1986, ss 246ZA and ZB which extend the ambit of these provisions to administration 
(inserted by s 117 Small Business, Enterprise and Employment Act 2015).
 433 Ss 213 and 214 were originally silent on this point, but s 119 Small Business, Enterprise and Employment 
Act 2015 has the effect that recoveries under these sections are not intended to be treated as the company’s general 
property. This codifies what was assumed to be the position in any case—see eg Re Oasis Merchandising Services 
Ltd [1998] Ch 170. This may be compared to the claims under s 212, where any recovery is the company’s recovery 
and therefore available to satisfy the claims of the security holders, discussed at 3.3.3.1.1.

This duty is significant in that it makes clear the focus of corporate law once the company 
is insolvent. It can, however, be questioned whether this duty provides much meaningful 
creditor protection in practice. Although this duty is not without some teeth,428 it contains 
a number of limitations. The duty only arises when the directors know or should know 
that the company is or is likely to become insolvent, not at any earlier stage despite the 
attempts to do so. It is a duty owed by the board to the company:429 enforcement of the 
duty is primarily on behalf of the company,430 and only indirectly on behalf of the creditors, 
and the loss is measured according to the loss to the company. Perhaps the most significant 
limitation, however, is the fact that the proceeds of recoveries under section 212 go to the 
company, rather than to the unsecured creditors directly, and so are subject to an after-
acquired property clause.

Despite these limitations, it is nevertheless clear that creditors’ interests dominate at 
this point in time. However, it will usually be the case that many creditors, particularly 
the unsecured creditors, will not receive the full amount of the debt that they are owed in 
insolvency. In consequence, one issue that sometimes arises between the shareholders and 
creditors in an insolvent situation is whether the shareholders can be made liable for the 
debts of the company in some way. The difficulty with any claim against the shareholders 
for the debts of the company is the concept of separate legal personality of the company 
and its corollary, limited liability, which prima facie protect the shareholders from such 
claims. In some circumstances, however, it may be possible for the veil of incorporation to 
be lifted and liability for the debts of the company imposed on those standing ‘behind’ the 
company.431

3.3.3.1.2. Sections 213 and 214 of the Insolvency Act 1986

The legislative response to the perceived need for creditor protection when the company is 
insolvent or on the verge of insolvency has been to impose liability on directors for fraudu-
lent or wrongful trading, via sections 213 and 214 of the Insolvency Act 1986 respectively.432 
Recoveries under these sections swell the assets available to the unsecured creditors.433
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 434 It used to be the case that the courts were prepared to countenance the inclusion of a punitive element in deter-
mining the quantum of recovery for fraudulent trading (eg Re A Company No 001418 of 1988 [1990] BCC 526), 
cf wrongful trading actions (Re Produce Marketing Consortium Ltd [1989] 1 WLR 745). However, remarks of the 
Court of Appeal in Morphitis v Bernasconi [2003] EWCA Civ 289 make it clear that there is no power to include a 
punitive element in an award for fraudulent trading: the award is purely compensatory.
 435 There are two provisions relating to fraudulent trading: (i) a criminal provision, now found in Companies 
Act 2006, s 993 which allows an action to be brought against directors and others for fraudulent trading but does 
not depend upon the company being in the process of being wound up; and (ii) a civil provision, currently found in 
Insolvency Act 1986, s 213 which allows an action to be brought against directors and others where the company is 
in the process of being wound up. An action under s 213 can be brought by a liquidator or, as a result of s 117 Small 
Business, Enterprise and Employment Act 2015, by an administrator.
 436 This is an odd phrase that does not appear elsewhere in statute. It has been interpreted to mean that a person 
can only be carrying on the business of the company if they take ‘positive steps of some nature’ (Re Maidstone 
Buildings Provisions Ltd [1971] 1 WLR 1085, 1092 per Pennycuick VC).
 437 Companies Act 2006, s 993(1); Insolvency Act 1986, s 213(1).
 438 Ibid.
 439 An interesting question arises as to whether wealthy parent companies can be liable for fraudulent trading. In 
Re Augustus Barnet & Son Ltd [1986] BCLC 170 the parent company supplied letters of comfort to the auditors of 
the subsidiary and to the subsidiary’s creditors to the extent that it would financially support the subsidiary. The 
subsidiary subsequently went into insolvent liquidation and the liquidator brought an action for fraudulent trading 
against the parent company. It was held that this level of involvement did not render the parent liable under the 
precursor to s 213.
 440 Eg Re Gerald Cooper (Chemicals) Ltd [1978] Ch 262.
 441 Actual knowledge of the fraud can include ‘blind eye’ knowledge: Morris v Bank of India [2005] EWCA Civ 93, 
ie ‘… a suspicion that the relevant facts do exist and a deliberate decision to avoid confirming that they exist. But … 
the suspicion must be firmly grounded and targeted on specific facts. The deliberate decision must be a decision 
to avoid obtaining confirmation of facts in whose existence the individual has good reason to believe’ (Manifest 
Shipping Co Ltd v Uni-Polaris Insurance Co Ltd (The Star Sea) [2001] UKHL 1 [116] per Lord Scott).
 442 Morris v Bank of India [2005] EWCA Civ 693.
 443 See Meridian Global Funds Management Asia Ltd v Securities Commission [1995] 2 AC 500 on the issue of 
attribution.
 444 Morris v Bank of India [2005] 2 BCLC 328.
 445 Jetivia SA v Bilta (UK) Ltd (in liquidation) [2015] UKSC 23.
 446 Re Patrick & Lyon Ltd [1933] Ch 786, 790 per Maugham J.
 447 Aktieselskabet Dansk Skibsfinansiering v Brothers [2001] 2 BCLC 324.

3.3.3.1.2(a) Fraudulent Trading: Section 213 Insolvency Act 1986

For over 70 years the UK has provided that directors who are responsible for fraudulent 
trading can be ordered to contribute to the asset pool, without limit of liability,434 should 
the company go into insolvent liquidation.435 The terms of this offence involve the business 
of the company being carried on436 with an intent to defraud creditors of the company, 
or creditors of any other person, or for any fraudulent purpose.437 Liability will attach to 
those who are knowingly a party to the carrying on of the business in that manner.438 This 
can, obviously, include the directors of the company, and others involved in the manage-
ment of the company,439 but it can also include outsiders,440 provided they have actual 
 knowledge441 of the fraud at that time. It is also possible for a company to be made liable 
for fraudulent trading442 where the knowledge of one or more individuals can be attributed 
to a company,443 and it can be appropriate to attribute knowledge of a fraud to a company 
even though the person with knowledge of the fraud had acted dishonestly and in breach of 
his duty to his principal and employer.444 Section 213 has been held to have extraterritorial 
effect.445

One significant difficulty with this test in practice is the need to determine ‘actual 
dishonesty … involving real moral blame’.446 This is a subjectively assessed test,447 and 



The Relationship between Debt and Equity in an Insolvent Company 121

therefore it is generally going to be very difficult to satisfy this requirement. This limitation 
was one of the predominant reasons for the introduction in 1986 of the offence of wrong-
ful trading, which has a lower mens rea requirement, being essentially a negligence test, as 
discussed next.

3.3.3.1.2(b) Wrongful Trading: Section 214 Insolvency Act 1986

Section 214 of the Insolvency Act 1986 applies where a company goes into insol-
vent  liquidation448 and, at some time before the commencement of the winding up, 
the  directors449 concluded, or ought to have concluded, that there was ‘no reasonable 
 prospect’450 that the company could avoid going into insolvent liquidation.451 In determin-
ing whether or not the company’s insolvent liquidation should have been foreseen by the 
directors, the directors will be treated as having the knowledge and skill of a ‘reasonably 
diligent person’ having both

(a) the general knowledge, skill and experience that may reasonably be expected of a person carry-
ing out the same functions as are carried out by that director in relation to the company, and 
(b) the general knowledge, skill and experience that that director has.452

The directors are therefore judged by the higher of these two standards. When assessing 
the objective element the courts will take account of the nature of the company,453 and the 
nature of that director’s role within that company.454

 448 Insolvency Act 1986, s 214(6) states that ‘[f]or the purposes of this section a company goes into insolvent 
liquidation if it goes into liquidation at a time when its assets are insufficient for the payment of its debts and other 
liabilities and the expenses of winding up’—ie a balance sheet test.
 449 ‘Directors’ for this purpose includes shadow directors: Insolvency Act 1986, s 214(7) (for a discussion of 
whether or not creditors can become shadow directors see 3.2.2.4.4). In addition, this term almost certainly 
includes de facto directors. Although s 214 is silent on this latter point, the definition of ‘director’ for the purposes 
of Insolvency Act 1986 includes ‘any person occupying the position of director, by whatever name called’ (s 251). 
It is also accepted that de facto directors are generally assumed to be subject to the same range of obligations and 
liabilities as de jure directors; see eg Ultraframe (UK) Ltd v Fielding [2005] UKHC 1638 (Ch). See also Re Hydrodan 
(Corby) Ltd [1994] 2 BCLC 180.
 450 Insolvency Act 1986, s 214(2)(a).
 451 For discussion see R Werdnik, ‘Wrongful Trading Provision: Is it Efficient?’ (2012) 25(6) Insolvency Intel-
ligence 81; A Keay, ‘Wrongful Trading: Problems and Proposals’ (2014) 65(1) Northern Ireland Legal Quarterly 63; 
R Williams, ‘What Can We Expect to Gain from Reforming the Wrongful Trading Remedy?’ (2015) 78 Modern 
Law Review 55.
 452 Insolvency Act 1986, s 214(4). This subsection has now been adopted to reflect the duty of care owed by direc-
tors while the company remains solvent: Companies Act 2006, s 174(2).
 453 Eg Re Produce Marketing Consortium Ltd [1989] 5 BCC 569: ‘the general knowledge skill and experience 
postulated will be much less extensive in a small company in a modes way of business, with simple accounting 
procedures and requirements than it will be in a large company with sophisticated procedures’ (per Knox J at 
594–95).
 454 The duty under s 214 therefore clearly contains a significant objective element. The position regarding the 
general duty owed by directors when the company is insolvent, or nearing insolvency, discussed at 3.3.3.1, is not so 
clear. Traditionally, the common law obligation on directors to act bona fide in the best interests of the company 
(ie the shareholders in a solvent company and the creditors in an insolvent company) was subjectively assessed 
(Re Smith & Fawcett Ltd [1942] Ch 304, 306 per Lord Greene MR). This principle is repeated in s 172(1) Compa-
nies Act 2006: it is for a director to act in what ‘he considers in good faith’ to be most likely to promote the success 
of the company, albeit that the obligation to take account of the interests of other stakeholders may have an objec-
tively assessed element. However, recent cases have suggested that the duty under s 172 is subject to a number of 
qualifications where a company is of doubtful solvency, which may require the court to apply an objective ‘reason-
able and honest man’ test: Re HLC Environmental Projects Ltd [2013] EWHC 2876 (Ch) and see Westpac v Bell 
[2012] WASCA 157.
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Perhaps the most difficult aspect of section 214 is determining when there is ‘no reason-
able prospect’ of the company avoiding insolvent liquidation. In practice the courts have 
adopted a test which means that insolvency must be almost inevitable before section 214 
liability is triggered.455 On the face of the legislation a balance sheet test is adopted.456 In 
practice, however, the courts seem to utilise a cash flow test when determining whether 
there is ‘no reasonable prospect’ of avoiding insolvent liquidation.457 If there is merely a 
temporary cash flow problem then the directors will not be expected to put the company 
straight into liquidation, provided their belief that the company can avoid insolvent liquida-
tion is not unreasonable, for example where the company continues to have the support of 
its major lender. This means that section 214 is triggered at a later stage, in practice, than 
might appear to be the case on the face of the legislation. The consequential effect is to 
reduce the potential for section 214 to operate as a creditor protection device.458

The Company Law Review Steering Group considered whether, in addition to the 
section 214 duty, directors should be required

where they know or ought to recognise that there is a substantial probability of an insolvent liqui-
dation, to take such steps as they believe, in their good judgment, appropriate to reduce the risk, 
without undue caution and thus continuing to have in mind the interests of members.459

This was not taken forward by the Government, and does not appear in the Companies 
Act 2006, as it was felt to be inconsistent with the policy of promoting a rescue culture for 
companies in financial difficulty.460 Indeed, it is easy to see how such a provision would be 
problematic, not only because of the difficult balancing decision that would be required, 
but also because of the potentially stultifying effect that such a provision could have on 
companies. Such an approach might well lead to the precipitate closure of otherwise viable 
concerns, and directors failing to take risky decisions that would otherwise be in the inter-
ests of the company’s creditors and shareholders. There would also be a social cost attached 
to the premature closure of otherwise viable concerns.

One of the benefits of section 214 is the fact that no specific course of action is mandated 
by the section. It does not require the directors to put the company into insolvency when the 
company is in financial difficulties, or even where the company is balance sheet insolvent. 
The directors’ actions will be judged by the court ex post by reference to the standard of 
the reasonable director. The directors will be able to escape liability if they behave reason-
ably, and there is a defence if they take ‘every step with a view to minimising the potential 
loss to the company’s creditors as … [they] ought to have taken’.461 If the directors put 
in place reasonable and sensible defence plans they will escape liability, even if the plans 

 455 Rubin v Gunner [2004] EWHC 316 (Ch).
 456 Insolvency Act 1986, s 214(6).
 457 See eg Re Purpoint Ltd [1991] BCLC 491 in which the company was balance sheet insolvent for some time but 
the court held the director liable under s 214 only later, once it became clear that the company could not pay its 
debts as they fell due. See also Roberts v Frohlich [2011] EWHC 257 (Ch) which suggests that the court will only 
find s 214 liability to exist where there has been a blatant disregard of creditors’ interests.
 458 The position in the UK can be compared with that of other jurisdictions in this respect. For example, in 
Germany there is an automatic requirement for filing for formal insolvency without undue delay and in any event 
within three weeks of insolvency or overindebtedness: § 15a Insolvenzordnung (German Insolvency Statute).
 459 Company Law Review Steering Group, Modernising Company Law for a Competitive Economy: Final Report 
(URN 01/942, July 2001), para 3.17.
 460 DTI, Modernising Company Law (July 2002), Cmnd 5553-I, para 3.11.
 461 Insolvency Act 1986, s 214(3). See Grant v Ralls [2016] EWHC 243 (Ch).
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subsequently fail and the company does go into insolvent liquidation.462 Section 214 does 
not create a strict liability offence.

The principal liability of a director who is found to have breached section 214 is to make 
such contribution as the court thinks proper to the assets of the insolvent company, which is 
then available for distribution to creditors.463 The amount of compensation is entirely at the 
discretion of the court. In Grant v Ralls464 Snowden J focused on the compensatory aspects 
of this offence and the need to demonstrate a loss to the company. He held that directors 
who had been guilty of wrongful trading did not need to pay any compensation because the 
court was unconvinced that the continuation of trading by the directors after the relevant 
date caused any material increase in the net deficiency of the company. This is viewed by 
some as the incorrect test.465 An alternative approach is that if a director at the critical date 
realised or ought to have realised that the company was bound to go into insolvent liquida-
tion or administration and yet failed to minimise loss to creditors, they should in principle 
be liable to contribute to the assets of the company to the extent that new liabilities were 
taken on after the critical date and yet not paid. Otherwise, directors who take on new 
liabilities after this date, with no prospect of being paid, but who use this new money to pay 
off old creditors and thus maintain a balance in terms of net deficit, will escape liability for 
wrongful trading.466 In Grant v Ralls, the company’s bank and certain historic creditors were 
paid at the expense of new creditors, a result that Snowden J described as ‘the real sin of the 
Directors’, albeit one that, because of ‘a shortcoming in the structure of section 214’, he felt 
unable to remedy, leaving that task instead to Parliament.467

3.3.3.1.2(c) Low Level of Claims Under Sections 213 and 214

Despite the protection for creditors provided on paper by sections 213 and 214, in prac-
tice relatively few claims are actually brought under these sections. There are a number 
of limitations within these sections that help to explain the relative scarcity of cases. The 
action in both cases can be brought by a liquidator or administrator468 acting on behalf of 
the creditors as a general body. More significantly, perhaps, these actions have tradition-
ally been funded from the pot of money available to pay the (unsecured) creditors and, as 
a result, office holders would not commence an action unless there was a strong prospect 
that the money recovered would exceed the expenses of the litigation.469 This had the effect 

 462 Eg Re Continental Assurance Co of London plc [2001] BPIR 733.
 463 Insolvency Act 1986, s 214(1) and Re Produce Marketing Consortium Ltd [1989] BCLC 520.
 464 [2016] EWHC 243 (Ch), [2016] EWHC 1812 (Ch).
 465 See eg G Moss, ‘No Compensation for Wrongful Trading—Where Did it All Go Wrong?’ (2017) Insolvency 
Intelligence 49.
 466 Ibid.
 467 [2016] EWHC 243 (Ch), [279].
 468 Insolvency Act 1986, ss 213(2), 214(1). These actions were originally confined to liquidators, in contrast to 
an action for breach of the directors’ general fiduciary duty which on insolvency is a duty owed to the creditors 
as a whole (discussed at 3.3.3.1), and actions under ss 238 and 239 Insolvency Act 1986, which can be brought by 
 liquidators or administrators. The Small Business, Enterprise and Employment Act 2015, s 117 extends the actions 
under ss 213 and 214 to administrators.
 469 In addition, in Re Oasis Merchandising Services Ltd [1997] BCC 282, the transfer of s 214 claims to a third party 
(willing to take up risky claims which the company is unwilling to pursue) by the liquidator was held to infringe 
the rule against champerty. The Small Business, Enterprise and Employment Act 2015 now allows liquidators and 
administrators to assign causes of action under ss 213 and 214 (s 118).
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 470 This can be compared to the number of actions brought against directors by the Secretary of State under 
the Company Directors Disqualification Act 1986. During 2018–19, for example, 1,242 disqualification orders 
or undertakings against directors of failed companies were secured: Insolvency Service Annual Report and 
Accounts 2018–19, July 2019, 16. These actions are not confined to situations where the company is insolvent, 
though that is the usual scenario. In addition to a disqualification order (s 6) the Secretary of State can seek 
to impose personal liability for the company’s debts in some circumstances (s 15). Disqualification actions are 
funded by the State.
 471 Insolvency Rules 2016, r 6.42. See 3.3.1.2.1.
 472 For discussion see R Williams, ‘What Can We Expect to Gain from Reforming the Insolvent Trading Remedy?’ 
(2015) 78 Modern Law Review 55.
 473 Insolvency Rules 2016, rr 6.44–6.48; see 7.3.3.3.4.
 474 The Secretary of State can seek civil recovery from disqualified directors under s 15A Company Directors 
Disqualification Act 1986 (inserted by Small Business, Enterprise and Employment Act 2015, s 110). This can 
potentially deal with the issue of costs, since it will be the state paying the costs, but it cannot tackle the fact that 
directors of insolvent companies may have little by way of funds available to pay such orders. For discussion see 
R Williams, ‘Civil Recovery from Delinquent Directors’ (2015) 15 Journal of Corporate Law Studies 311.
 475 Gower and Davies, chapter 8.
 476 [2013] UKSC 34. Although this case has clarified many of the issues surrounding this area of the law, difficul-
ties still remain, see eg K Laird, ‘Piercing the Corporate Veil in Confiscation Proceedings’ (2017) LQR 217.
 477 See also Rossendale Borough Council v Hurstwood Properties (A) Ltd [2019] EWCA Civ 364. It was even 
debated before the Supreme Court in VTB Capital plc v Nutritek International Corporation [2013] UKSC 5 whether 
a general common law jurisdiction to pierce the corporate veil exists at all. For a discussion of the distinction 
between ‘piercing’ and ‘lifting’ the veil in the aftermath of Prest v Petrodel see E Mujih, ‘Piercing the Corporate Veil: 
Where is the Reverse Gear?’ (2017) LQR 322.
 478 Ibid, [35]. For Lord Walker (at [106]), in contrast, piercing the veil is not a doctrine at all in the sense of a 
coherent principle but merely a rule of law. For discussion of the spectrum of views within the Supreme Court see 
Gramsci Shipping Corp v Lembergs [2013] EWCA Civ 730.

of keeping the number of section 213 and section 214 actions very low.470 Amendments 
to the Insolvency Rules mean that the costs of litigation for civil recovery actions under 
the Insolvency Act 1986 are recoverable from the insolvent’s estate as part of the expenses 
that an office holder incurs in the proper execution of their duty.471 Consequently, it may 
be that where the costs of recovery are likely to be high, and the assets of the company are 
limited, insolvency practitioners may feel unable to pursue civil recovery proceedings.472 
Furthermore, in order to incur litigation expenses of this kind they will need to obtain the 
consent of the floating charge holder.473 In addition, these changes do not alter the fact 
that directors of insolvent companies may have little or nothing by way of funds which it is 
worth the insolvency practitioner’s while to pursue. As a result it is unlikely that the number 
of section 213 or section 214 actions will increase significantly in the future.474

3.3.3.2. Lifting the Corporate Veil

There are a number of common law and statutory mechanisms that are available to lift 
or pierce the corporate veil, whereby the separate legal personality of the company can 
be disregarded.475 At common law the courts uphold the principle of limited liability 
almost in its entirety. The leading case is that of the Supreme Court in Prest v Petrodel 
Resources Ltd.476 This case makes it clear that the veil of incorporation can only be lifted 
or pierced in extremely limited circumstances involving the abuse of the corporate legal 
personality.477 According to Lord Sumption, the use of the corporate form for the purpose 
of deliberately evading or frustrating the enforcement of an existing legal obligation is 
required.478 The veil of incorporation will not be set aside by a court ‘merely because it 
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 479 Adams v Cape Industries plc [1990] Ch 433, 536 per Slade LJ, although his Lordship did qualify this statement 
with the words ‘save in cases which turn on the wording of particular statutes or contracts …’ (at 536). See also 
Yukong Lines Ltd of Korea v Rendsburg Investments Corp of Liberia [1998] 1 WLR 294; Ord v Belhaven Pubs Ltd 
[1998] BCC 607; Trustor AB v Smallbone (No 2) [2001] 3 All ER 987; cf Re A Company [1985] BCLC 333, 337–38 
(‘In our view the cases … show that the court will use its power to pierce the corporate veil if it is necessary to 
achieve justice…’).
 480 Ibid, 532 per Slade LJ, quoting from The Albazero [1977] AC 774, 807 per Roskill LJ. This principle was reaf-
firmed by the Court of Appeal in Ord v Belhaven Pubs Ltd [1998] 2 BCLC 447. While little interest is shown in 
domestic law for regulating corporate groups, this is an issue of increasing interest at EU level: European Commis-
sion, Action Plan (COM(2012) 740), para 4.6.
 481 Eg Jones v Lipman [1962] 1 WLR 832; Gilford Motor Co Ltd v Horne [1933] Ch 935; Kensington International 
Ltd v Republic of the Congo [2005] EWHC 2684 (Comm), [2006] 2 BCLC 296. See J Payne, ‘Lifting the Veil: A Reas-
sessment of the Fraud Exception’ (1997) 56 Cambridge Law Journal 284.
 482 Prest v Petrodel Resources Ltd [2013] UKSC 34 [34] per Lord Sumption.
 483 Ord v Belhaven Pubs Ltd [1998] 2 BCLC 447, 453 per Hobhouse LJ.
 484 [1990] Ch 433.
 485 Although such an agreement does occasionally occur; see eg Smith, Stone & Knight Ltd v Birmingham Corpo-
ration [1939] 4 All ER 116.
 486 H Hansmann and R Kraakman, ‘Towards Unlimited Shareholder Liability for Corporate Torts’ (1991) 100 
Yale Law Journal 1879. For a discussion of the categories of non-adjusting creditors in UK law see 3.2.2.1 and 
7.6.2.3.
 487 Employers’ Liability (Compulsory Insurance) Act 1969; Road Traffic Act 1988. These two acts are coupled with 
the Third Parties (Rights Against Insurers) Act 2010 which transfers to the injured party an insolvent company’s 
claim against the insurer. For further discussion see 7.6.2.

considers that justice so requires’479 or simply because the company is a member of a group: 
‘the fundamental principle is that “each company in a group of companies … is a separate 
legal entity possessed of separate legal rights and liabilities”’.480 The courts may lift the veil 
where fraud is involved, but only where the corporate entity is being used to evade a pre-
existing liability.481 The ability to use the corporate form to ensure that a particular future 
liability does not fall on a particular company is ‘what incorporation is all about’.482 To say 
that there is no presumption in favour of lifting the veil at common law ‘may be regarded 
as an understatement’.483

Similarly, the courts will attach liability to a shareholder or director if it is found that they 
are the principal and that the company is acting as a mere agent for that person. However, 
the Court of Appeal in Adams v Cape Industries plc484 defined very narrowly the circum-
stances in which an agency relationship will be found to exist. Effectively, an express agency 
agreement will be needed, and given that most companies are established in order for the 
business to be carried on by the company, and for the consequent liabilities to attach to the 
company, that kind of express agreement will be very rare.485

It is sometimes suggested that, even if the general principle is that the courts will not 
lift the corporate veil, they should be prepared to do so for certain sub-categories of unse-
cured creditors. The strongest arguments in favour of additional veil piercing are made in 
relation to non-adjusting creditors.486 However, as is clear from the decision of the Court 
of Appeal in Adams v Cape, which did involve tort victims, no special rule is in place in 
the UK to deal with this category of unsecured creditor. In the UK compulsory insurance 
covers the majority of tort claims against companies, namely those arising from accidents 
at work and road traffic accidents.487 As regards other forms of tort claim, the victims 
who claim against companies that subsequently become insolvent are in no worse posi-
tion than those victims with claims against individuals who are unable to discharge the 
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judgment debt.488 There is no good justification for altering the current veil-piercing rules 
in the UK for this reason.489

3.4. Conclusion

The thesis of this chapter has been that shareholders are pre-eminent within a solvent 
company because it is the shareholders, or at least the ordinary shareholders, that are 
the residual claimants of the company, but that on insolvency there is a shift such that 
the creditors’ interests dominate. It is suggested that this shift is entirely appropriate. In 
a solvent company, because the creditors’ returns are fixed, they would tend to prefer 
excessively low risk projects as compared to the shareholders. Directors’ duties are rightly 
shareholder-regarding at this point, since, broadly, what is in the long-term interests of  
the shareholders will also be in the interests of the creditors at this time. If the creditors 
wish to have additional influence in this period then there are a number of different corpo-
rate governance rights for which they can bargain, and which can potentially provide them 
with a significant monitoring role.

On insolvency, however, there is a potential problem since at that point the sharehold-
ers ‘come last’ and yet, if the directors are too closely aligned with the shareholders, they 
might favour excessively risky projects that would potentially benefit the shareholders (who 
would take any upside of the decision, but have nothing to lose if the risk does not pay off) 
at the expense of the creditors. The dominant interest on insolvency is, therefore, that of the 
creditors, as the discussion in 3.3 above demonstrates. At this point in time shareholders 
completely drop out of the picture, and therefore it seems entirely appropriate that when 
the company is in insolvency, or in the vicinity of insolvency, the focus should shift from a 
shareholder-focused conception of the company to a creditor-focused one.

This chapter has examined the means by which the general law seeks to regulate the 
conflict between creditors and shareholders when the company is insolvent, and to impose 
an orderly procedure whereby creditors’ claims can be met to the extent possible. Chapter 
five will discuss the mechanisms put in place by the law while the company remains solvent 
in order to regulate this conflict between creditors and shareholders. Creditors who are able 
to adjust, however, will seek to protect themselves against other creditors ex ante, by either 
or both of the contractual and proprietary means described in chapter two and in this chap-
ter, and discussed in more detail in chapters six and seven. The extent to which creditors can 
or should be prevented from putting in place this ex ante protection will also be discussed, 
but it will be seen that, except to the extent discussed in this chapter, English law largely 
adopts a view based on freedom of contract, so that adjusting creditors can avail themselves 
of very substantial protection against the competing claims of other creditors by having 
proprietary claims against what would otherwise be the company’s assets.

 488 Tortious claims can sometimes operate as an alternative to veil-piercing; see eg Chandler v Cape [2012] EWCA 
Civ 525. See also Vedanta Resources Plc v Lungowe [2019] UKSC 20.
 489 This issue is discussed at 7.6.2.3.



 1 See, in particular, chapter 10, which examines the rules imposed on companies when they seek to list compa-
nies for the first time.
 2 For the definition of what is a public offer for this purpose see Companies Act 2006, s 756. This is not identical 
to the definition of a public offer for other purposes, including the definition of a public offer in the Prospectus 
Regulation (Regulation (EU) 2017/1129), discussed further at 10.5.2.1.
 3 Companies Act 2006, s 755 (which prohibits private companies offering securities to the public either directly 
or through an offer for sale via an intermediary—see 10.3.2 for further discussion of this distinction). If a private 
company does make a public offer, the validity of any agreement to sell or allot securities or any sale or allotment is 
not affected by a breach of the provision (s 755(1) and s 760), but the court has a wide range of powers to deal with 
the consequences of the breach, including requiring the company to re-register as a public company (s 758(2)), 
ordering the winding up of the company or imposing a remedial order (s 758(3)).

4
Issuing Shares

4.1. Introduction

When directors decide to finance a company via the issue of shares, they face a number 
of constraints on their ability to do so. This chapter considers the limitations imposed by 
company law. For public offers of shares these company law constraints are supplemented 
by a large number of additional requirements imposed via securities regulation. These 
provisions are dealt with in later chapters of the book.1

The issuing of shares is essentially a three-step process. First, the company must decide 
to make an offer of shares, and set the terms of the offer. This offer may be a public or a 
non-public offer,2 though only public companies have the option of making a public offer.3 
Second, some person(s) must agree with the company to take the shares. At this point the 
shares are said to have been ‘allotted’. Third, the contract between the company and those 
to whom the shares have been allotted must be implemented, making them members of 
the company and thereby completing the issuance process. The second and third stages of 
this process are discussed in this chapter, together with methods of holding shares, and the 
transferability of shares once these stages are complete.

The company law constraints that form the focus of this chapter are imposed in order to 
provide protection for shareholders. The starting point is therefore to consider why share-
holders might be in need of protection at the point when new shares are issued, and the role 
of the law in providing that protection.

4.2. Shareholder Protection when Shares are Issued

4.2.1. The Need for Shareholder Protection

Shareholders may be apprehensive about a number of matters when new shares are issued. 
Principally they may be concerned (i) that the new issue may result in the dilution of their 
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 4 Ibid, s 21.
 5 For discussion see 10.3.2.2.
 6 Shearer v Bercain [1980] 3 All ER 295; Re Sunrise Radio Ltd [2009] EWHC 2893 (Ch).
 7 Guidelines produced by institutional investors suggest that companies should, other than in exceptional 
circumstances, seek to restrict the discount to a maximum of 5%: Pre Emption Group, Disapplying Pre-Emption 
Rights—A Statement of Principles (2015), Part 2B para 5.
 8 For a discussion of the loss suffered by shareholders (and by the company) when shares are issued for 
 inadequate consideration see Pilmer v Duke Group Ltd [2001] 2 BCLC 773 (Aust HC).

interest in the company, and (ii) that the directors may use the share issue for some ulterior 
purpose, that is for some purpose other than simply increasing the company’s capital.

4.2.1.1. Dilution of Existing Shareholders’ Interests

The dilution of existing shareholders’ interests can take the form of voting dilution and/or  
value dilution. As regards the first of these, a dilution in the control rights of existing 
shareholders can occur if their voting strength diminishes. This concern will clearly only 
arise if a shareholder holds shares that carry a right to vote, and if this control right is 
meaningful to the shareholder. Take the example of a shareholder, A, who currently holds 
26  per  cent of the ordinary shares of a company with a one share-one vote structure. 
This shareholder can therefore block any special resolution put forward, for example a 
resolution to alter the articles of the company.4 If more ordinary shares are issued and 
A does not have the opportunity to acquire enough new shares to enable her to retain 
26 per cent of the ordinary shares, then the option of exercising this blocking control will 
be lost. If the company is a publicly traded company and if the offer is simply an offer to 
the public, then, of course, the ability to retain this percentage interest may be said to be 
within A’s control, since A can purchase the requisite number of shares in the market. It 
may not, however, be straightforward for A to protect herself in this way in practice—she 
may, for example, lack the finances to do so. Furthermore, this argument will not apply 
where the company is a private company, so that the shares are not openly traded, or 
where the shares are not offered to the public, for example where the shares are offered 
via a placing,5 or there is otherwise a lack of liquidity in relation to the shares. In such 
circumstances, the law may need to intervene to enable shareholders to protect them-
selves against such dilution.

Shareholders may also be concerned about value dilution—in other words, the issue of 
new shares may amount to a wealth transfer from existing shareholders to the new share-
holders in a company. This can arise because new shares are generally issued at a discount 
to the price at which a company’s existing shares are trading. The price at which new shares 
should be issued is a matter for the directors’ commercial judgement. Directors have a duty 
to obtain the best price available for those new shares, but it is accepted that it may be justifi-
able for them to issue shares at a discount in order to ensure that the issue is a success.6 In 
practice it is very common for new shares to be issued at a significant discount to market 
price.7 If this discount is not offered to existing shareholders, this will result in the reduction 
in the value of their investment in the company.8 Take a shareholder, B, who currently holds 
all 100 ordinary shares in a company, and those shares currently trade at £1 each. If 50 new 
shares are issued by the directors at 80 pence each, and B is not given the opportunity to 
purchase these shares, and thus share in the discount, then after the issue the value of the 
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 9 See 14.3.2, particularly 14.3.2.1.
 10 Shareholders do, of course, have various corporate governance rights which they may be able to utilise if they 
are unhappy with the decisions taken by directors; for example, shareholders have the right to remove directors at 
any time by ordinary resolution: Companies Act 2006, s 168(1).
 11 Before the UK implemented the provisions of the Second Company Law Directive 77/91/EEC (see now 
 Directive (EU) 2017/1132), this was the main protection from abuse of managerial power offered by company 
law to shareholders concerned about these issues, although the Listing Rules of the London Stock Exchange also 
imposed some protections for shareholders, via the imposition of pre-emption rights.

shares in the company will be just over 93 pence per share ((100 × 1 + 50 × 0.8) / 150); that 
is, B will have lost approximately 7 pence per share in value.

A further possible concern regarding value dilution might arise if shareholders have 
concerns about the dilution of their future income stream. Bringing in new shareholders 
will mean that there are more claimants on the company’s capital, which may be a concern 
if shareholders have doubts about the directors’ willingness or capacity to invest the capital 
acquired in return for the new shares in projects yielding a return at least equivalent to the 
return on investments prior to the new issue.

4.2.1.2. Misuse by the Directors of the Power to Issue New Shares

A second concern may be that the directors will use the issue of new shares for some ulte-
rior purpose, namely, for some purpose other than raising new capital for the company. 
Shareholders may fear that the directors will issue shares to ‘friendly’ shareholders who 
support them, or to individuals who favour a particular corporate strategy. For example, 
directors may use an issue of new shares to attempt to block a potential takeover bid, by 
issuing shares to a favoured bidder or to individuals who are opposed to the bid.9

Alternatively, the directors may issue shares in order to disrupt the balance of power 
between the majority and the minority within the company. For instance, in relation to the 
example with shareholder A in 4.2.1.1 above, the directors may be aligned with the majority 
shareholders or may come under pressure from the majority to reduce the control rights 
of the minority shareholder, A, in order to boost the position of the majority shareholders 
within the company.

4.2.2.  Existing Company Law Mechanisms that Operate to Protect 
Shareholders

In general, company law regards the management of the company’s affairs, including, there-
fore, the question of the issue of new shares, as being under the general responsibility of the 
board of directors.10 A number of company law mechanisms do, however, exist that may 
operate to protect shareholders when new shares are issued.

4.2.2.1. Directors’ Duties

The first company law mechanism that might provide shareholders with protection in this 
context is directors’ duties.11 In issuing shares, directors must comply with their directors’ 
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 12 Companies Act 2006, s 172(1).
 13 Ibid, s 171(b).
 14 See eg Eclairs Group Ltd v JKX Oil & Gas Plc [2015] UKSC 71; [2016] 3 All ER 641.
 15 [1974] AC 821 (PC).
 16 Ibid, 835–36.
 17 See eg Harlowe’s Nominees Pty Ltd v Woodside Oil Co (1968) 121 CLR 483 (Aust HC); Teck Corp Ltd v Miller 
(1972) 33 DLR (3d) 288 (BC Sup Ct).
 18 Hirsche v Sims [1894] AC 654 (PC).
 19 [2015] UKSC 71 at [21]–[23].
 20 Hunter v Senate Support Services Ltd [2004] EWHC 1085 (Ch) at [173]–[179].

duties, including an obligation (i) to act in good faith in order ‘to promote the success of the 
company for the benefit of the members as a whole’12 and (ii) to exercise their powers for a 
proper purpose.13

The first duty provides some protection for shareholders concerned about value 
dilution. In particular, the duty to act in the best interests of the company operates as a 
constraint on the directors’ commercial judgement when setting the price of the new share 
issue. The courts have, however, interpreted the directors’ obligation to obtain the best price 
available for the shares as being compatible with a discount (potentially a deep discount) 
being offered on those shares, as discussed at 4.2.1.1 above. Consequently, this is a weak 
constraint and shareholders concerned about value dilution are unlikely to receive much 
comfort from this duty.

The duty to act for a proper purpose may provide more valuable protection for share-
holders. This duty can potentially prevent directors using share issues to preserve their 
own control of the company or to advantage themselves in some other way.14 In Howard 
Smith Ltd v Ampol Petroleum Ltd,15 for example, a majority shareholder (Ampol) wished 
to make an offer to acquire the remaining shares in the company. The directors of the 
company preferred a takeover offer from Howard Smith, but this offer could not succeed 
while Ampol remained a majority shareholder. The directors therefore caused the company 
to issue enough new shares to Howard Smith so that Ampol was reduced to a minority 
holding, and Howard Smith could launch its takeover offer with some hope of success. It 
was argued that the only proper purpose of a new issue of shares is to raise capital when a 
company needs it. This was rejected as too narrow.16 There may well be other purposes for 
the issue of new shares that are perfectly proper, such as to secure the financial stability of 
the company.17

The courts have generally accepted that where the purpose is a proper one, the mere 
fact that an incidental (and desired) result is to deprive a shareholder of his voting major-
ity or to defeat a takeover bid will not be sufficient to make the purpose improper. On this 
analysis, the proper purpose test must be applied to the dominant or primary purpose 
of the  directors.18 Doubt was cast on this approach by Lord Sumption (obiter) in Eclairs 
Group Ltd v JKX Oil & Gas Plc,19 who suggested that would only be the case if the decision 
would have been taken in any event, ie with or without the improper purposes. However, 
the majority of the Supreme Court declined to follow this approach and so the dominant or 
primary purpose test remains in place.

Where the dominant purpose of the directors in issuing the new shares is clearly 
improper, they will be in breach of their directors’ duties and decisions made for improper 
purposes are voidable.20 In Howard Smith v Ampol, the predominant purpose of the 
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 21 Howard Smith Ltd v Ampol Petroleum Ltd [1974] AC 821 (PC), 835–36. Notably, the court reached this conclu-
sion even though the directors were not motivated by a desire to obtain a personal advantage and they considered 
that they were acting in the best interests of the company. See also Hogg v Cramphorn Ltd [1967] Ch 254; Bamford 
v Bamford [1970] Ch 212. However, it is not necessarily the case that every attempt by the directors to block or 
discourage a takeover will be a breach of their directors’ duties, as discussed by the court in Criterion Properties 
plc v Stratford UK Properties LLC [2002] 2 BCLC 151, [2002] EWCA Civ 1883, [2004] UKHL 28 (see further 
14.3.2.1.1).
 22 City Code on Takeovers and Mergers, GP 3 and r 21, discussed further at 14.3.2.2.1.
 23 [1985] BCLC 11.
 24 This contrasts with the view of the Advocate General to the CJEU, who has described a shareholders’ right to 
retain their proportional share of the company’s capital as inherent in being a shareholder (Case C-42/95 Siemens 
AG v Henry Nold [1996] ECR I-6017, Opinion of Advocate General Tesauro, para 15).
 25 Companies Act 2006, ss 630–31.
 26 White v Bristol Aeroplane Co [1953] Ch 65; Re John Smith’s Tadcaster Brewery Co [1963] Ch 308.
 27 It is possible to deal with this issue by stipulating in the articles that this scenario should be treated as a vari-
ation of the rights of existing shareholders, thus requiring approval under the statutory procedure laid down in 

directors was held to be to dilute the majority voting power so as to enable Howard Smith’s 
takeover offer to proceed. The purpose was to defeat Ampol’s bid rather than to raise fresh 
capital. The court was clear that this was an improper purpose and a breach of the directors’ 
duties.21 As regards directors’ attempts to block takeover bids, the provisions of the City 
Code on Takeovers and Mergers (‘the Takeover Code’) also operate to constrain directors’ 
behaviour once a bid is imminent.22

4.2.2.2. Minority Shareholder Protection

Company law also provides remedies for minority shareholders if they can demonstrate 
that their rights have been affected by a share issue. Establishing this may not be straight-
forward for shareholders, however. These issues were explored in Mutual Life Insurance Co 
of New York v The Rank Organisation Ltd.23 This case involved a decision by the directors of 
a company to exclude from a share issue shareholders holding 53 per cent of the company’s 
equity. These shareholders were all resident in the US and Canada. They sought to chal-
lenge this decision on the basis that it was a breach of the contract between the company 
and its shareholders; specifically, it was a breach of the requirement within the articles 
that all shareholders of the same class should be treated equally. Goulding J rejected this 
challenge for a number of reasons. First, he held that no shareholder has an absolute right 
to expect their interest to remain constant forever.24 Second, the exclusion of the overseas 
shareholders from the right to acquire the new shares did not affect the existence of their 
shares or the rights attached to them. This view accords with the approach adopted by 
English courts to the issue of variation of class rights: no variation will be said to occur 
if it is only the enjoyment of rights and not the rights themselves that have been altered. 
Accordingly, English company law takes the view that a decision to allot shares ranking 
alongside (or ahead of) existing shares does not amount to a variation of the rights of 
existing shareholders, so that their consent is not required under the variation of rights 
procedure laid down in the Companies Act 2006,25 even though the practical effect of 
such an issue is to reduce the value of the existing shares.26 This is on the basis that the 
rights of the existing shareholders (for example, the right to one vote per share) remain 
unchanged, albeit that the enjoyment of those rights (the economic value of the share) has 
been affected.27 Third, Goulding J emphasised that the directors had acted bona fide in the 
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ss 630–31 Companies Act 2006. However, explicit wording within a company’s articles will be needed, to the effect 
that such a clause is intended to protect not only the shareholders’ rights but also their economic interests (see 
Re Northern Engineering Industries plc [1994] 2 BCLC 704; cf White v Bristol Aeroplane Co [1953] Ch 65; Re John 
Smith’s Tadcaster Brewery Co [1963] Ch 308).

 28 See also Re BSB Holdings Ltd (No 2) [1996] 1 BCLC 155 in which unfair prejudice was alleged, but Arden J 
adopted similar reasoning to Goulding J in Mutual Life to reject the unfair prejudice petition.
 29 See eg Re Unisoft Group Ltd (No 3) [1994] BCC 766; Re Coroin Ltd [2013] EWCA Civ 781.
 30 [2009] EWHC 2893 (Ch), aff ’d [2013] EWCA Civ 667. See also Graham v Every [2014] EWCA Civ 191; 
Re Cabot Global Ltd [2016] EWHC 2287 (Ch).

company’s interests in making the allotment, that there was no suggestion that the terms of 
the offer were improvident, and that there were good reasons for the differential treatment 
proposed by the company (related to the regulatory requirements of the relevant overseas 
jurisdiction). Consequently, it is clear that fair treatment may not require equal treatment, 
especially where some good objective justification can be provided for the differential 
treatment. Following this decision, it has become very common to exclude overseas share-
holders from rights issues.

Alternatively, minority shareholders may be able to make use of the unfair prejudice 
remedy in section 994 of the Companies Act 2006 to deal with some of these concerns. 
This will not necessarily assist minority shareholders. Even though unfair prejudice was 
not alleged in Mutual Life, Goulding J was clear that there was no unfairness to the share-
holders in that case, and it is unlikely that a petition on that basis would have succeeded.28 
Unfair prejudice is not a magic cure-all for shareholders in this scenario.29 However, in 
some circumstances it may be valuable. An example of such a case is Re Sunrise Radio Ltd,30  
in which a minority shareholder in a private company successfully petitioned under 
section 994 in relation to an issue of new shares in the company. The minority shareholder, 
K, held 15 per cent of the shares in the company. As a result of the rights issue, the shares 
were allotted to X, a company owned by one of the directors of the company. The shares 
were issued at par, a price which was well below their value. As a consequence of this issue, 
K’s shareholding was reduced to 8.3 per cent. The court held that although the reason for 
the rights issue offer had been the company’s genuine need for cash, rather than the dilu-
tion of K’s shareholding, nevertheless the directors had acted in breach of their directors’ 
duty. Where, as was the case here, the directors know or can foresee that the minority 
shareholder will not or might not have the money or inclination to subscribe, the directors 
should, in fulfilment of the requirement of fairness, consider what price could and should 
be extracted from those willing and able to subscribe. The directors’ failure to give proper 
consideration to the share price could amount to a breach of fiduciary duty. On the facts, 
it had not been a proper exercise of the directors’ power to allot shares at par, because that 
resulted in a significant discrepancy between their value and the price paid. Consequently, 
the allotment of shares at par involved a breach of fiduciary duty which was unfairly preju-
dicial to K.

So, shareholders concerned about the effect of new share issues are not left completely 
unprotected by company law, and more specialised regulation such as the Takeover Code 
(discussed further in chapter fourteen). The question is the extent to which further specific 
protection at the point when shares are allotted is needed and is justified.
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 31 See E Ferran, ‘What’s Wrong with Rights Issues?’ (2008) 2 Law and Financial Markets Review 523; Rights Issue 
Review Group, A Report to the Chancellor of the Exchequer, November 2008; FSA, Rights Issue Subscription Periods 
(CP09/14).
 32 For a discussion of the need for balance see eg P Myners, Pre-Emption Rights: Final Report (URN 05/679, 
February 2005), 3.
 33 The UK’s approach in this regard has been influenced by EU law, which includes some significant protections 
for shareholders in public companies in particular, eg the Second Company Law Directive (now Directive (EU) 
2017/1132), art 25 provides that the consent of public shareholders to new share issues is required.
 34 For discussion see 4.3 (as regards directors’ authority to allot) and 4.4 (as regards pre-emption rights).

4.2.3. Justification for Additional Protection in Relation to Share Issues

Shareholders may well feel that the protections provided by general company law are 
rather flimsy, and that more specific protections are needed at the point of allotment. 
However, a desire on the part of the shareholders for some level of control over the allot-
ment process needs to be balanced with other considerations which might suggest that 
leaving this issue in the hands of the directors is desirable. In particular, shareholders may 
be too focused on short-term concerns in relation to issues of new shares (specifically the 
concern that there may be wealth transfers to new shareholders), whereas directors may 
be in a better position to assess the company’s long-term financing needs, which may 
be served by issuing shares to existing shareholders, but may be better fulfilled by other 
means. For example, there may be good reasons for expanding the pool of sharehold-
ers and broadening the investor base by allotting shares to new, external shareholders. 
Increasing the pool of investors to whom the company may turn for equity finance is likely 
to reduce the cost of equity finance for the company. Additionally, allowing shareholders 
to be part of the process of allotment necessarily adds to the time required to issue shares, 
and this may be problematic if the company needs to raise money quickly, particularly 
where market conditions are volatile. A good example of the problems that can arise is 
provided by the difficulties faced by UK banks in 2008, which sought to raise new equity 
quickly in very difficult market conditions. However, the legal and regulatory constraints 
in place, discussed at 4.3 and 4.4, add time and cost to the process. Although the banks 
were ultimately successful in raising the equity financing they sought, the added difficul-
ties of doing so imposed by these legal and regulatory constraints raised questions about 
the desirability of these restrictions. Ultimately, provisions intended to protect sharehold-
ers could prove problematic if companies are not able to obtain the equity finance they 
need in the time frame within which they need it.31

A balance is therefore required. Shareholders understandably desire protection when 
new shares are issued, particularly against the danger of dilution. The agency issue that 
arises between directors and shareholders may be seen as particularly acute in relation to 
this matter. Weighed against that, companies also need to be able to raise money cheaply, 
efficiently and quickly, and undue interference by shareholders in the process of allotment 
might undermine companies’ ability to do so.32

UK law contains some significant protections for shareholders, both in terms of directors’ 
authority to allot shares and pre-emption rights.33 In neither case are these rights absolute: 
shareholders do not have an absolute veto over new share issues, but rather their consent is 
by majority vote, and pre-emption rights come with an in-built waiver mechanism that can 
again be operated via majority vote.34 Nevertheless, these represent potentially important 
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 35 Prior to the Companies Act 2006, there was also a limit on the number of shares that directors were entitled to 
allot: the maximum authorised capital (Companies Act 1985, s 80). This concept was removed and is not found in 
the Companies Act 2006.
 36 These provisions apply to all types of shares, except shares allotted in pursuance of an employees’ share scheme: 
Companies Act 2006, ss 549(1)(2).
 37 Companies Act 2006, s 549.
 38 Ibid, s 550.
 39 Ibid, s 551.
 40 Company Law Review Steering Group, Modern Company Law for a Competitive Economy: Final Report (URN 
01/942), para 4.5. Prior to the 2006 Act, special authorisation requirements for share issues applied to all compa-
nies. These provisions were first introduced in the Companies Act 1980, when the UK implemented the Second 
Company Law Directive 77/91/EEC, art 29 (thereby gold-plating the directive’s provisions, which applied only 
to public companies). The Companies Act 1980 provisions on this issue were subsequently consolidated into the 
Companies Act 1985, although an opt-out regime for private companies was inserted via Companies Act 1989, 
s 115(1).
 41 Companies Act 2006, ss 549(4).
 42 Ibid, s 549(6). However, if in failing to comply with this section the directors act in breach of their general 
duties when making an allotment, its validity may then be challenged on that ground: Hogg v Cramphorn [1967] 
Ch 254; Howard Smith Ltd v Ampol Petroleum Ltd [1974] AC 821 (PC).

protective mechanisms for shareholders, as discussed at 4.3 and 4.4. Other jurisdictions 
tackle these issues in different ways. For example, pre-emption rights have largely been 
abandoned in the US.

There is no single correct balance to be struck between the shareholders’ desire for 
protection and companies’ need to raise equity capital quickly and easily. In recent years in 
the UK there has been a reassessment of the balance between these two competing issues, 
and a recognition that some adjustment of this balance, in favour of flexible capital-raising 
by companies, may be required.

4.3. Directors’ Authority to Allot Shares

In order to issue new shares, directors need to have authority to allot those shares.35 
Directors need to obtain the power to allot shares from the shareholders.36 The rules 
regarding authorisation are different for different types of companies.37 Directors of private 
companies with a single class of shares have authority to allot shares of that class unless the 
articles prohibit them from doing so.38 For all other companies, directors can allot shares 
if they are authorised to do so by the company’s articles, or by ordinary  resolution.39 The 
more permissive approach for private companies with one class of shares was introduced 
in the Companies Act 2006, following the recommendation of the Company Law Review 
process that preceded that Act.40 This approach is based on the view that the requirement 
of shareholder consent is likely to be a formality in many private companies, in which 
directors and shareholders tend to be the same people. By contrast, there is a greater risk 
of opportunism where a company has more than one class of shares, and therefore at 
this point the shareholder consent requirement for private companies can serve a useful  
function.

Not to obtain the requisite consent is a criminal offence on the part of the directors 
knowingly involved,41 but it does not affect the validity of the allotment.42 This consent 
requirement applies to an allotment of shares, but also applies to the grant of rights to 
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 43 Companies Act 2006, s  549(1). The requirement of shareholder consent is at the point of issuance of the 
convertible security, and not at the point of conversion (s 549(3)).
 44 Ibid, s 551(2). Additionally, the authorisation may be either unconditional, or subject to conditions.
 45 Ibid, s 551(3)(b).
 46 Ibid, s 551(4).
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 48 See eg NAPF, Corporate Governance Policy and Voting Guidelines (November 2018), 40.
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 50 Investment Association, Share Capital Management Guidelines, July 2016, endorsing the approach adopted 
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December 2009.

subscribe for, or to convert a security into, new shares in the company (such as a convertible 
bond) in order to avoid the consent requirement being circumvented by the issue of debt 
securities convertible into equity at a later stage.43

Directors may seek authorisation for ‘a particular use of the power’ to allot shares, for 
example where the issue is to raise capital for a specific project, or they may seek a more 
general authorisation, to be given in advance of the funds being required for any specific 
purpose.44 The Companies Act 2006 permits such an authorisation to be given for a period 
of up to five years,45 renewable for further five-year periods.46 Whether the authorisation is 
general or specific it must state the maximum number of shares that can be allotted under it 
by the directors, and the date on which the authority will expire.47

For companies other than private companies with a single class of shares, the need for 
the directors to go to the shareholders for their authority to allot shares is potentially impor-
tant. Shareholders have the opportunity to exert control over share allotments, and they 
have flexibility as to how much control they wish to exercise, depending on the extent of the 
authorisation that they give to the directors. Where the authorisation given is extensive, for 
example five years in duration and for a large number of shares, then the level of control that 
shareholders will have via this mechanism will be limited.

Institutional shareholders attach importance to this form of shareholder protection.48 
The Investment Association issues guidance for institutional investors on the authority that 
directors should be given to allot new shares.49 Until 2008 this was up to one-third of the 
company’s issued ordinary share capital. However, as discussed at 4.2.3, difficulties arose 
in 2008 for UK banks that sought to raise equity finance quickly, as they found that this 
constraint on their ability to allot shares compromised their ability to do so. As a result, the 
current guidance from the Investment Association provides more flexibility to companies: 
members will regard as routine an authority to allot up to two-thirds of the existing issued 
share capital, however any amount in excess of one-third of existing issued shares should be 
applied to fully pre-emptive rights issues only. The authority should be approved by ordi-
nary resolution and be for the period until the next Annual General Meeting.50

4.4. Pre-Emption Rights

A second, significant, control mechanism that shareholders have over share issues is 
via pre-emption rights. Broadly, pre-emption rights provide an opportunity for existing 
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 52 See now Companies Act 2006, ch 3 of Part 17. Pre-emption rights were first introduced into company law in 
Companies Act 1980, s 17 to give effect to Second Company Law Directive 77/91/EEC, art 33 (thereby gold-plating 
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 54 For the definition of ‘allotment of equity securities’ see ibid, s 560(2)(3).
 55 Ibid, s  562(5). This period was initially 21 days, but the Myners Report on Pre-Emption Rights (DTI,  
Pre-Emption Rights: Final: A Study by Paul Myners into the Impact of Shareholders’ Pre-Emption Rights on a Public 
Company’s Ability to Raise New Capital (URN 05/679, February 2005)) recommended that the period for accept-
ances be reduced to 14 days, on the basis that the existing procedure was too lengthy and cumbersome. The 2006 
Act included a facility for the Secretary of State to reduce the period to less than 21 days (but not less than 14 days) 
by statutory instrument: s 562(6). The reduction of the period from 21 to 14 days was effected by the Companies 
(Share Capital and Acquisition by Company of its Own Shares) Regulations 2009 (SI 2009/2022) with effect from 
1 October 2009.
 56 Companies Act 2006, s 562(2). Whatever form of communication is used, companies have to communicate 
offers to all shareholders with a registered address in an EEA state, not merely those with a registered address in the 
UK (s 562(3)). When EU law ceases to apply this will be amended to substitute ‘EEA state’ with ‘UK or an EEA State’: 
The Companies, Limited Liability Partnerships and Partnerships (Amendment etc) (EU Exit) Regulations 2019  
(SI 348/2019).
 57 Ibid, s  564. This is because an issue of bonus shares involves the capitalisation of the company’s reserves, 
no payment is made to shareholders and, in general, the shares must be allotted pro rata to those entitled to the 
reserve, were it to be distributed.
 58 Ibid, s 566.

shareholders to subscribe for securities in a new issue in proportion to their existing 
 holdings. Predominantly this is intended to address shareholders’ concerns about dilu-
tion. Although pre-emption rights can be disapplied, or even excluded entirely in some 
circumstances,51 the UK regime essentially operates an opt-out structure for all companies, 
including private companies with only one class of shares.52 In other words, the default rule 
for all companies is that pre-emption rights will apply.

4.4.1. Scope of Pre-Emption Rights

Under section 561 of the Companies Act 2006, any proposed allotment of equity securities53 
must first be offered to existing shareholders on a pre-emptive basis—that is, the company 
must offer those securities first on the same or more favourable terms to existing sharehold-
ers in proportion to their existing holdings.54 This applies to both voting and non-voting 
shares. Pre-emption rights are therefore a form of option to acquire those shares before they 
are allotted to other people. The offer must be in writing and kept open for a minimum of 
14 days.55 Pre-emption offers can be communicated to shareholders electronically.56

There are, however, a number of important exemptions in relation to these pre-emption 
rules. On the whole these exemptions are eminently sensible. For example, an issue of bonus 
shares is excluded, on the basis that no pre-emption problem arises.57 It is also understand-
able that an issue of shares held under an employees’ share scheme is excluded, since such 
schemes would be unworkable if every time a further allotment was made pursuant to the 
scheme all equity shareholders had to be offered pre-emptive rights.58 More problematic is 
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 59 Ibid, s 565.
 60 Some protection against financial dilution is potentially provided by the provisions that require independent 
valuation of non-cash consideration received for the shares of public companies, discussed at 5.3.2.2.2, but there 
are some gaps in this statutory protection (for example, it does not apply to takeovers and mergers) and it does not 
provide shareholders with any individual rights, unlike pre-emption rights.
 61 See 10.3.3.1 for a discussion of the major UK equity markets for publicly traded shares.
 62 FCA Handbook, LR 9.5.10.
 63 See Pre-Emption Group, Disapplying Pre-Emption Rights—A Statement of Principles (2015) Part 1 para 3, 
which provides that in vendor placings existing shareholders are entitled to expect a clawback (ie the shares will be 
placed subject to the prior right of shareholders to acquire them pre-emptively on the same terms) where the size 
of the issue is greater than 10% of the ordinary share capital or that is undertaken at a discount of greater than 5%.

the fact that pre-emption rights are only triggered where the proposed issue is exclusively 
for cash.59 This can have beneficial effects: for instance it facilitates share-for-share takeovers 
and other transactions in which companies use their shares as consideration for an acquisi-
tion. In such circumstances it would be impractical for companies to make a pre-emptive 
offer to existing shareholders on the same terms.

The restriction of statutory pre-emption provisions to issues exclusively for cash, 
however, creates a potentially significant gap in the regime designed to protect shareholders 
against dilution.60 It is possible for this exemption to be used to avoid or evade the statu-
tory pre-emption rules. The inclusion of any element of non-cash consideration will mean 
that the pre-emption rules do not apply. For example, vendor placings are a common way 
to avoid the pre-emption provisions. In these transactions a purchaser allots new shares to 
the vendor in consideration for an asset (and the issue of those shares therefore falls within 
the non-cash exemption), and the new shares are then immediately sold on the market, 
the result being that the vendor receives cash for the asset and the company acquires the 
asset without having to go to its existing shareholders for finance or for permission to raise 
the finds on a non-pre-emptive basis. In practice such structures are generally regarded as 
unexceptional, as long as the issue of shares is not too large and the discount to the market 
price at which the shares are issued is reasonably modest. For listed companies, the Listing 
Rules, drawn up by the FCA to deal with companies with a listing on the Main Market,61 
limit the discount to 10 per cent of the market price unless the shareholders have approved a 
larger discount.62 In addition, guidelines created by institutional investors seek to constrain 
directors in this regard, both as to the size of the issue and as to the size of the discount 
offered.63

Another possibility is a cashbox structure. Pre-emption rights do not apply to the cash-
box structure because, instead of receiving cash in consideration of the issue of the new 
shares, the company will receive the entire issued share capital of a cashbox company, 
a company whose only assets are cash reserves (that is, the issue is structured as a non-
cash issue). In such a structure the company wishing to raise equity finance will set up a 
newco (often a Jersey company for tax reasons) and newco’s share capital will comprise 
ordinary and redeemable preference shares. An offer of newco ordinary and preference 
shares is made to the company’s investment bank or broker, which will undertake to pay 
the subscription price for those shares. The bank or broker will then agree to transfer the 
newco ordinary and preference shares to the company in consideration for the allotment 
of shares in the company to placees found by the bank. The placing by the company is 
thus an issue for non-cash consideration. The bank or broker receives and uses the net 
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 64 Pre-Emption Group, Disapplying Pre-Emption Rights—A Statement of Principles (2015).
 65 Ibid, Part 1 para 2.
 66 Companies Act 2006, s 563.
 67 However, in some circumstances the court may exercise its power under s 125 Companies Act 2006 to order 
the rectification of the register of members by removing the names of those to whom the shares were wrongfully 
allotted: see eg Re Thundercrest Ltd [1995] BCLC 117.
 68 See 4.2.1.1.

proceeds of the placing to discharge its undertaking to pay the subscription price to newco. 
The preference shares and the ordinary shares in newco issued to the bank or broker are 
transferred to the company in consideration of the issue of the new shares to the placees. 
Newco is then a wholly owned subsidiary of the company. The redeemable preference shares 
are redeemed and the cash returned to the company. Typically, newco is then liquidated by 
the directors. Cashbox structures raise concerns regarding the potential circumvention of 
the statutory pre-emption provisions. The predominant constraints on directors using this 
kind of structure are imposed via guidelines produced by institutional investors to deal with 
disapplication of pre-emption rights.64 These guidelines encourage companies to comply 
with the spirit as well as the letter of the principles set out in the guidelines:

The principles apply to all issues of equity securities that are undertaken to raise cash for the 
issuer or its subsidiaries, irrespective of the legal form of the transaction. For example, a ‘ cashbox’ 
transaction may be structured as an issuance of equity securities for non-cash consideration 
falling outside the scope of statutory pre-emption. Nonetheless, such a transaction should be 
regarded, for the purposes of these principles, as being an issuance of equity securities for cash 
subject to the limits herein.65

The guidelines therefore expressly catch cash-box transactions.
Where statutory pre-emption procedures are not followed, the company and every 

officer of it who knowingly permitted or authorised the contravention are jointly and sever-
ally liable to compensate any person to whom the offer should have been made for any loss, 
damage, costs or expenses which that person incurred as a result of the contravention.66 
Such failure does not, however, invalidate the allotment of shares.67

4.4.2. Renounceable Letters of Allotment

Pre-emption rights only protect shareholders from the possibility of dilution if they are 
financially in a position to take up the shares on offer. The use of renounceable letters 
of allotment can protect shareholders who cannot afford to do so, at least from value 
dilution if not from voting dilution.68 Such letters enable the shareholder to transfer the 
right to subscribe for the new shares to a third party. Where a renounceable letter of 
allotment is issued, the shareholder can protect herself by accepting the right to acquire 
the new shares from the company and then renouncing that right via an assignment of 
it to a third party who wishes to buy the new shares. The payment that the shareholder 
receives for the shares should compensate her for her value dilution. Another possibility 
may be for the shareholder to maintain the value of her shares in the company, but not 
the proportion of shares held, by selling part of the rights offered—an action referred to 
as ‘tail-swallowing’.
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 69 Companies Act 2006, s 561(2).
 70 See FCA Handbook, Glossary Definitions. An additional protection provided to shareholders by the List-
ing Rules is that where, in a rights issue, existing shareholders do not take up their right to subscribe, the shares 
must be placed in the market at the end of the period, and any premium obtained over the purchase price (net of 
expenses) is to be held for the account of the holders, subject to a £5 per holder de minimis which may be retained 
for the company’s benefit: FCA Handbook, LR 9.5.4. The equivalent protection for existing shareholders under an 
open offer is LR 9.5.8A.
 71 Ibid, LR 9.5.7–9.5.8.
 72 Companies Act 2006, s 567.
 73 Ibid, s 568.
 74 Ibid, ss 570–71.
 75 Ibid, ss 569–70.
 76 Ibid, s 570(3) and s 571(3).
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The use of renounceable letters of this kind is permitted, but not required, by the 
Companies Act 2006.69 The 2006 Act therefore only protects shareholders from dilution 
to the extent that they take up the shares offered to them. However, the FCA Listing Rules 
require that where a listed company conducts a rights issue the issuer must make the offer 
to existing shareholders on the basis of a renounceable letter or equivalent document that 
can be traded by the shareholder during the offer period.70 Such a rights issue may be 
contrasted with an ‘open offer’, whereby the shareholder is given the option of simply taking 
the shares at the price offered or forgoing the offer.71 In practice, rights issues are the form 
of pre-emptive offering preferred by investors and therefore, in listed companies at least, 
pre-emptive offers are commonly made on a renounceable basis.

4.4.3. Waiver of Pre-Emption Rights

Pre-emption rights can be excluded or disapplied by a collective decision of the sharehold-
ers. As regards exclusion, in private companies this can be achieved by a provision in the 
articles.72 By contrast, in public companies exclusion is only possible where the articles 
provide a pre-emption alternative to the statutory scheme.73

As regards disapplication, both public and private companies can disapply pre-emption 
rights by a provision to that effect in their articles or by a special resolution.74 These provi-
sions relate to the provisions regarding directors’ authority to allot, discussed at 4.3 above. 
Where directors do not need shareholder authorisation to issue the shares (ie the company 
is a private company with one class of shares), or the authorisation is needed but has already 
been given by the shareholders (via a general authorisation), then either the articles or a 
special resolution can disapply the pre-emption rights entirely or can give the directors 
discretion to apply them with modifications.75 Where the directors have a general authority 
to act, the disapplication can only last as long as the underlying general authority.76 Where, 
however, authorisation is required of the shareholders in relation to the issue, then a special 
resolution will be needed to disapply the statutory provisions in relation to a particular issue 
of shares, or to allow the directors to apply the statutory provisions subject to the modifica-
tions set out in the resolution.77

In practice it is common for companies to make use of these disapplication provisions. 
There are a number of reasons for this. One might be a desire to exclude certain overseas 
shareholders from the offer. This is common in the case of US shareholders, since under 
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 78 FCA Handbook, LR 9.3.12.
 79 Mutual Life Assurance Co of New York v Rank Organisation Ltd [1985] BCLC 11, discussed at 4.2.2.2.
 80 For example, the maximum discount at which a company can issue shares by way of a rights issue is 10% of the 
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 87 Ibid, Part 2B para 5. This figure must include expenses, such as underwriting commissions, brokerage fees and 
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US federal securities legislation a company may have to register with the SEC if it extends 
the offer to such shareholders. The Listing Rules specifically permit pre-emptive offers to 
exclude shareholders whom the company considers it necessary to exclude on account of 
the laws or regulatory requirements of another country,78 and this form of exclusion has also 
been upheld by the English courts.79

Additional requirements are put in place for publicly listed companies: the Listing 
Rules impose some constraints,80 and a set of guidelines drawn up by institutional inves-
tors impose further restrictions. A Statement of Principles drawn up by the Pre-Emption 
Group81 provides guidance on the circumstances in which institutional investors should 
vote in favour of a resolution disapplying pre-emption rights.82 The principles apply to all 
issues of equity securities that are undertaken to raise cash for the issuer or its subsidiaries, 
irrespective of the legal form of the transaction.83 A request for a general disapplication 
is likely to be supported where it meets the criteria as to size and duration set out in the 
principles.84 As to size, the starting point is that the company should not seek to issue more 
than 5 per cent of its issued share capital non-pre-emptively in any given year. However, 
an additional 5 per cent may be permitted to be issued non-pre-emptively if the company 
confirms in its AGM circular that it intends to use it only in connection with an acquisition 
or a specified capital investment which is announced at the same time as the issue, or which 
has taken place in the preceding six-month period and is disclosed in the announcement of 
the issue.85 This is also subject to the total shares issued non-pre-emptively over three years 
being 7.5 per cent or less of the issued ordinary share capital.86 Issuing shares at a discount 
is noted to be a concern. If a discount is used, companies should restrict it to a maximum 
of 5 per cent.87 Where the company wishes to seek a disapplication of pre-emption rights 
that fall outside these parameters, shareholders will need to be consulted. The Statement 
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of Principles details a number of considerations that are then likely to be relevant for 
shareholders in determining whether to approve the request, including the strength of the 
business case, the stewardship and governance of the company, other financing options, the 
level of dilution that the issue will entail for existing shareholders, and contingency plans in 
case the request is not granted.88

This Statement of Principles has a significant impact on the disapplication of pre-emption 
rights in practice.89 Whilst it does not have the force of law, this document represents the 
views of the majority of major UK institutional investors.90

4.4.4.  Is the Current Balance Correct as between Shareholder Protection 
and the Company’s Capital-Raising Needs?

In general, of the two forms of shareholder protection provided by company law specifically 
in relation to share issues, namely the requirement for directors to seek authority to allot 
from shareholders and pre-emption rights, the latter tends to provide shareholders with a 
greater measure of protection. This is in part due to the way authority to allot operates in 
practice, with authorisation being given for long periods and for large numbers of shares. 
It is also due to the fact that pre-emption rights deliver to the shareholders either the abil-
ity to avoid dilution by purchasing shares in an issue (or trading the right to subscribe, 
if that option is offered), or an opportunity to engage in dialogue with the directors if a 
waiver of pre-emption rights is sought. This opportunity for dialogue is potentially signifi-
cant. Indeed, when Paul Myners reviewed this issue in 2005 it was the corporate governance 
benefits of pre-emption rights that he regarded as being particularly valuable.91 An influen-
tial report by Julian Franks and Colin Mayer has suggested that pre-emption rights can have 
an important disciplinary effect on underperforming management, by limiting their access 
to equity.92 From this perspective, an advantage of the UK’s opt-out system of pre-emption 
rights, as compared to the US system of opt-in rights, is the fact that the directors have to go 
to the shareholders to get pre-emption rights disapplied. This opportunity for dialogue can 
be valuable for shareholders, particularly institutional investors in publicly listed companies 
who will need to be consulted by directors, as least where the disapplication is not routine. 
Further, the need to obtain approval for a disapplication of pre-emption rights may help to 
deter companies from launching inappropriate issues of capital, the proceeds of which may 
fail to generate value.

Accordingly, pre-emption rights can provide shareholders with an important protec-
tion against dilution and may additionally perform a valuable corporate governance role. 
However, as discussed at 4.2.3, from the perspective of those seeking to finance companies, 
pre-emption rights can be problematic, both in terms of restricting the pool of investors to 

http://www.nbb.be/doc/ts/publications/WP/WP31En.pdf
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existing shareholders and increasing the time required for equity financing to take place. 
These issues came to the fore after the 2008 financial crisis. Difficulties faced by companies 
seeking to raise equity finance quickly post-crisis were examined by the Rights Issue Review 
Group in 2008. The main recommendation of this group was to reduce the time involved in 
rights issues.93 Steps have been taken to deal with this point, with the period during which 
pre-emption offers remain open being reduced from 21 days to 14 days in 2009.94 The guid-
ance provided to institutional investors has also been relaxed, in light of these difficulties, in 
order to provide further flexibility to companies seeking to raise equity finance.95

Concerns about these matters persist, although to date it has been left to the market 
to provide further solutions to these problems. For example, a timing difficulty arises for 
companies engaged in rights issues, due to the fact that if the company needs to obtain 
shareholder approval (for instance because the directors do not have authority to allot the 
shares, or because shareholder consent to disapply the pre-emption provisions is required) 
then that period for obtaining this consent does not run concurrently with the 14-day 
period that the shareholders have in which to consider the offer. This is because as soon 
as the offer is made, trading in the rights will begin, but if shareholder approval is not ulti-
mately obtained, all of these trades will need to be unwound. This, therefore, extends the 
time required for a rights issue.96 The use of open offers avoids this problem, since no trad-
ing in the rights takes place, and therefore the two periods can run simultaneously, but of 
course shareholders are not protected from dilution in an open offer if they cannot take up  
the offer. Market practice has responded to this difficulty by developing the use of ‘compen-
satory open offers’, whereby shares not taken up by a shareholder are sold by the company 
into the market, and any premium over the offer price is paid to the shareholder who did not 
take up the offer. This development allows the two periods to run concurrently, reducing the 
period required to raise equity capital without reducing shareholder protection.

Ensuring a balance between shareholder protection and the needs of the company is not 
straightforward, and it is unsurprising that this balance comes under pressure in times of 
severe economic difficulties. In general, the approach of UK company law leans heavily in 
favour of shareholder protection. Changes to the guidelines for institutional investors and 
market developments have been able to deal well with the difficulties facing companies. The 
tweaks made to existing company law provisions, such as shortening the time period for 
shareholders to make their decision, are sensible, and little further legislative change seems 
to be required at present.

4.5. Registration of Shares

The process of becoming a shareholder involves two steps: the first involves a contract of 
allotment between the company and the investor, and the second involves the registration 
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of the member.97 Allotment alone does not make a person a member of a company. Entry 
on the register is also needed to give the allottee legal title to the shares.98 Registration by 
the company should be ‘as soon as practicable’ and in any event within two months of the 
date of allotment.99

Companies issuing registered shares must keep a register containing the names of the 
members.100 Traditionally, company registers have only recorded those with legal title to the 
shares.101 On this analysis, the company’s relationship is with the person who is registered 
as a member of the company, who is the legal owner of the shares. In such circumstances, 
a transfer of beneficial interest in the shares requires an agreement to sell and a transfer, 
but does not involve the company’s register. The beneficial owner has a relationship with 
its trustee and not with the company.102 However, the Small Business, Enterprise and 
Employment Act 2015 introduced a new requirement for UK companies and English law 
LLPs to maintain a mandatory statutory register of certain people with significant control 
and registrable relevant legal entities (generally referred to as the UK PSC regime).103 
This requirement applies to all UK-incorporated companies, other than those with voting 
shares admitted to trading on a regulated market which is situated in an EEA state, such 
as the London Stock Exchange Main Market, or companies with voting shares admitted 
to trading on certain specified markets in the United States, Israel, Switzerland and Japan 
(a ‘Specified Listed Company’).104 ‘Significant control’ for this purpose includes those with 
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a beneficial interest in more than 25 per cent of the shares or voting rights in a company, 
as well as those who otherwise exercise control over the company and its management, for 
example by having the right, directly or indirectly, to appoint or remove the majority of 
the board of directors.105 Identifying those persons with significant control and registrable 
relevant legal entities for the purpose of the UK PSC regime is not always straightforward 
and detailed guidance is available to companies to provide assistance in this regard.106 Most 
of the information recorded on a company’s PSC Register, including the identity of persons 
with significant control and PSCs and registrable relevant legal entities, is publicly available.  
For beneficial shareholders falling within the ambit of this requirement, the traditional 
model of beneficial ownership is therefore replaced. Instead, these provisions place obliga-
tions on companies (to investigate and obtain information on those with ‘significant control’ 
and to keep that information up to date)107 and also on those whose interests are now regis-
trable as a result of these provisions (to provide information to the company).108 Failure 
to comply with the duties imposed by the UK PSC regime is a criminal offence and the 
company and its directors and other officers may be subject to an unlimited fine or impris-
onment of up to two years or both. Transfers of shares may therefore also require changes to 
the PSC register for those falling within the ambit of the UK PSC regime.

4.6. Methods of Holding Shares

4.6.1. Certificated Shares

Shares can be held in certificated or uncertificated form.109 Until 1996, all shares were held 
in certificated form, which involved every shareholder, in addition to having their name 
in the share register of the company, having a paper certificate evidencing their sharehold-
ing.110 Where shares are certificated, the primary record of the ownership of company shares 
is the register of members.111 However, in 1996 it became possible for shares to be held in 
uncertificated form, thereby avoiding the generation and transfer of large volumes of paper 
which the certificated method involves. As a consequence, shares may be dematerialised 
and held through CREST.112

http://Sportsdirect.com
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 121 See 4.6.4.
 122 All shares traded on the London Stock Exchange must be eligible for electronic trading, ie must be potentially 
available in uncertificated (ie dematerialised) form: FCA Handbook, LR 19.4.10.
 123 Companies Act 2006, s 779.

It should also be noted that if shares are not issued in the UK, they may be held in the 
form of a globalised share certificate, in a similar form to a global note representing an issue 
of debt securities.113

4.6.2. Uncertificated (Dematerialised) Shares

CREST is a system operated by Euroclear UK and Ireland Ltd (EUI), which was set up 
to enable certificated securities to be converted to uncertificated ones, and for new secu-
rities to be issued in uncertificated form.114 ‘Uncertificated’ securities are also known as 
 ‘dematerialised’ securities, and it is the latter nomenclature that will be used in this section. 
Both shares and debt securities may be held through CREST, provided that certain require-
ments are met.115 EUI maintains the CREST register, on which the securities are registered 
and which is the root of legal title for a CREST member,116 although, in relation to shares, the 
issuer is also obliged to keep a register which must be reconciled to the CREST  register.117 
The registration must be in the name of a CREST member, who can be either a direct 
member118 or a sponsored member.119 The securities are transferred between members120 
by an entry in the CREST system. EUI has no proprietary interest in the securities: the 
registered member is the legal owner. It is also possible for companies or individuals to 
hold dematerialised securities through an intermediary who is a CREST member.121 At 
present, only listed companies are obliged to have dematerialised shares,122 but this method 
of  holding is now common in the UK.

4.6.3. Bearer Shares

Until 2015, the Companies Act 2006 allowed companies, if permitted by their articles, to 
create bearer shares, that is to issue warrants in relation to any fully paid shares stating 
that the bearer of the warrant was entitled to the shares specified in it.123 Bearer shares 
thus provided an exception to the principles of registration described in this section so far. 
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 130 See 8.3.2.3.2(b). See further R Salter, ‘Enforcing Debt Securities’ in L Gullifer and J Payne (eds), Intermediation 
and Beyond (Oxford, Hart Publishing, 2019).
 131 See J Benjamin, ‘The Law and Regulation Of Custody Securities: Cutting the Gordian Knot’ (2014) 9 Capital 
Markets Law Journal 327.
 132 Or interest, in the case of debt securities.
 133 See 11.2.1.2.
 134 See further J Benjamin and L Gullifer, ‘Stewardship and Collateral: The Advantages and Disadvantages of the 
No Look Through System’ in L Gullifer and J Payne (eds), Intermediation and Beyond (Oxford, Hart Publishing, 
2019).

Title to such shares passed via manual delivery of the warrant, a negotiable instrument.124 
The bearer of the warrant was therefore a shareholder, but whether they were also to be 
regarded as a member of the company depended on the provisions in the company’s 
 articles.125 Bearer shares were hardly ever issued, and have now been abolished. The Small 
Business, Enterprise and Employment Act 2015 prohibited the creation of new bearer shares 
and provided a nine-month surrender period for existing issued bearer shares.126

4.6.4. Shares Held Through an Intermediary127

It is now very common for shareholders to hold shares indirectly through an intermediary, 
rather than being registered owners of certificated or dematerialised shares. This method of 
holding shares is usual in the international capital markets,128 although the precise model 
used varies from jurisdiction to jurisdiction.129 This pattern of holding is also very common 
for debt securities.130 There are many sorts of investor and patterns of holding: the following, 
taken from an analysis by Joanna Benjamin,131 describes some archetypes, but the reality is, 
in fact, that there are investors on a spectrum between these archetypes. At one end of the 
spectrum are long-term investors, comprising both individual and institutional investors. 
They are interested in the growth in the value of the securities and in receiving dividends.132 
They may be interested in being involved in the governance of the issuer.133 The benefits, for 
these investors, of holding securities in this way are the management and administration 
services provided by the intermediary, as well as the custodial security.134 Further, transfers, 
when they take place, can be done easily and securely. These investors are best served by the 
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intermediary recording their holding in a segregated account, as this usually provides them 
with maximum protection in the event of the insolvency of the intermediary, although this 
depends on there being segregation in the books of intermediaries all the way up the chain, 
and if this does not happen and there is a shortfall, the holder risks losing its entire holding, 
whereas holders in a pooled account only suffer a mutualised loss.135

At the other end of the spectrum are hedge funds and other institutions that acquire 
and hold securities in order to trade them, and to make profits through arbitrage. These 
investors hold securities through intermediaries because of the speed and ease of transfer 
through the use of pooled accounts, and because intermediaries (such as prime brokers) 
will often provide the finance required to buy the securities, secured on the securities 
themselves.136 Many institutions (not just hedge funds) require the method by which their 
securities are held to generate income for them: they are willing to sacrifice some security 
for this. Therefore, they agree that their securities will be held in pooled accounts and that 
the intermediary has a right to use their securities in income earning transactions, such as 
stock lending. In a stock lending transaction,137 the ‘lender’ transfers title to securities to 
the ‘borrower’, and the ‘borrower’ undertakes to re-transfer equivalent securities at a later 
date, and to pay a fee. The ‘borrower’ will usually provide money collateral to the ‘lender’ to 
secure its obligation to return the securities.138 Since the intermediary is able to lend very 
large blocks of securities (because they are held in pooled accounts) it can earn considerable 
fees this way, which are passed on to its clients, the investors.

The legal analysis of the holding of securities through an intermediary under English 
law is discussed in detail in chapter eight in the context of debt securities.139 The legal 
owner of debt securities is typically the depositary holding a global note which represents 
the entire issue of the securities. In the UK, shares are not issued as global certificates, 
and so the legal owners of any one (dematerialised) issue are likely to be a mixture of first 
tier intermediaries (banks, which are likely to be direct members of CREST) and inves-
tors (institutions or individuals who are likely to be sponsored members of CREST). The 
intermediaries hold the securities for their account holders, who will either be intermedi-
aries themselves or investors. In each case, the first tier intermediary holds the securities 
to which it has the legal title on trust for its account holders. If an account holder is itself 
an intermediary, it will hold its beneficial title under that trust on a sub-trust for its own 
account holders. This analysis has been approved in a number of decisions, and can safely 
be said to represent English law.140
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4.7. Transfer of Shares

As discussed in chapter two,141 once a shareholder has purchased shares in a company, exit 
will generally only be possible if the company buys back the shares, or if the shareholder 
finds a purchaser to buy the shares. In practical terms, companies will only infrequently 
repurchase shares, and will only do so if the shares are issued as redeemable shares, or if 
the rules regarding the purchase of shares by a company are observed.142 In either event 
the capital maintenance rules discussed in chapter five must be observed.143 If a share-
holder wishes to realise its investment, the ability to transfer the shares will therefore be 
important.

Broadly, share transfers involve two stages. First the buyer and seller conclude a sales 
contract in which they agree the price of the shares and the other terms of the agreement. 
The second stage is the transfer of the shares to the buyer, and the buyer becomes the owner 
of the shares.144

The process at the first stage of this procedure is likely to vary according to the size and 
nature of the company involved. In small private companies, the importance of shares is not 
predominantly as a source of financing for the company, but rather as a device for allocat-
ing control within the company.145 As a result, the transfer of shares in such companies will 
often be subject to restrictions in the company’s articles.146 Common restrictions include 
a requirement that the permission of the board is obtained before the shares can be trans-
ferred, and that the shares are offered first to the existing shareholders of the company.147 
Shares that are not publicly traded have no market as such, and therefore agreeing the 
price of shares in a private company is not generally straightforward. By contrast, such 
restrictions are not permitted in publicly listed companies: it is a requirement of the FCA 
Listing Rules that listed securities are freely transferable.148 In addition, again in contrast 
to the shares of a private company, there is a ready market for the shares of such compa-
nies; indeed this is one of the predominant reasons for companies to seek a listing for their 
shares in the first place.149 In order to sell listed shares an investor will generally enlist the 
services of a broker, who will sell the shares through the electronic trading system oper-
ated by the London Stock Exchange, or by making contact with another financial services 
provider.

As regards the second stage in the procedure, the process will depend on whether the 
shares are certificated or uncertificated.150 Where shares are certificated, in order to transfer 
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the shares the seller completes and signs a transfer form151 and delivers this, together with 
the share certificate, to the buyer. The buyer then lodges the certificate with the company 
in order to have his name entered onto the share register.152 The company must generally 
have new share certificates ready for delivery to the buyer within two months.153 Only once 
the buyer has his name entered onto the register of members does he become a member of 
the company. However, the beneficial interest in the shares may well already have passed 
before this point.154 When the company agrees to register the buyer’s name in the register of 
members, it appears that this effects a novation, not simply an assignment, of the transferor’s 
rights to the transferee.155

The process and legal analysis of transferring securities (including shares) through 
CREST is discussed in detail at 9.2.6.3,156 and there is a similar discussion (at 9.2.6.2) of the 
transfer of securities held through an intermediary.

4.8. Conclusion

For shareholders, the issuance, registration and transferability of shares is important. As 
discussed in this chapter, shareholders will wish to have control over the process of the issue 
of shares, in order to ensure that their interest in the company is protected. This desire of 
the shareholders for protection is counterbalanced by a need on the part of the company for 
its equity-raising process to be as quick and efficient as possible—something which is often 
at odds with significant control of the process being given to the shareholders. A balance 
is therefore required, and this balance will need readjustment from time to time, as the 
aftermath of the 2008 global financial crisis demonstrated. UK law determines this issue 
largely in favour of shareholders. Of the two mechanisms created by company law to deal 
specifically with this scenario, namely the requirement for directors to obtain authority to 
allot and pre-emption rights, it is the latter which tends to provide shareholders with the 
greatest protection. Pre-emption rights can be a valuable protection for shareholders in both 
private and public companies. Where the issue is by a public company making a public offer 
of shares, the rules discussed in this chapter are supplemented by a significant amount of 
securities legislation, discussed in chapter ten.

 151 See Companies Act 2006, s 770(1).
 152 Even entry onto the register is only prima facie evidence of title (Companies Act 2006, s 127) and rectification 
of the register is possible: Gower and Davies, 27–19.
 153 Companies Act 2006, s 776.
 154 The delivery of the signed transfer form and certificate to the seller and payment by the buyer is generally 
accepted to effect a transfer of the beneficial interest, and the beneficial interest may even pass before that point, on 
the agreement to sell, if that agreement is held to be specifically enforceable: Michaels v Harley House (Marylebone) 
Ltd [1997] 2 BCLC 166; Kilnoore Ltd (in liq) Unidare plc v Cohen [2006] 1 Ch 489.
 155 Gower and Davies, 27–5, citing Ashby v Blackwell (1765) 2 Eden 299, 302–03; 28 ER 913, 914; Simm v Anglo-
American Telegraph Company (1879) 5 QBD 188, 204; Benjamin: Interests in Securities, 3.05; E Micheler, ‘Legal 
Title and the Transfer of Shares in a Paperless World—Farewell Quasi-Negotiability’ [2002] Journal of Business 
Law 358.
 156 9.2.6.3.



 1 See Company Law Review Steering Group, Modern Company Law for a Competitive Economy: The Strategic 
Framework (URN 99/654, February 1999), 81.
 2 Soden v British & Commonwealth Holdings plc [1998] AC 298, 308. For discussion see 3.3, in particular 
3.3.1.2.5.
 3 Disputes between creditors arise most acutely on insolvency, as a result of their respective priorities: see 3.3.1. 
As discussed in chapters 2 and 3, adjusting creditors can protect themselves by contractual or proprietary means: 
see 3.2.2 and chapters 6 and 7.
 4 Some of the rules discussed in this chapter are said to have functions in addition to their creditor-protection 
roles. For example, the rules relating to the consideration provided by shareholders are also said to have a 
shareholder-protection role (see 5.3.2.4 for discussion), and the rules restricting share repurchases have been said 
to have a role in protecting market integrity (see eg The Purchase by a Company of its Own Shares (Cm 7944, 1980)).

5
Legal Capital

5.1. Introduction

The legal capital rules are a set of provisions that constrain corporate activity by  reference 
to the shareholders’ capital investment. Broadly, these rules fall into two categories: those 
that regulate how capital can be raised from shareholders, and in particular how much 
capital shareholders must invest into a company; and those that regulate whether and how 
capital can be returned to the shareholders. The primary purpose of these rules is to regu-
late the conflict that exists between creditors and shareholders regarding how to allocate 
a company’s capital.1 This conflict is obvious once the company is insolvent and, conse-
quently, the company has insufficient money to meet all of its financial obligations. At 
that point, as discussed in chapter three, the interests of the creditors dominate and the 
shareholders ‘come last’.2 However, UK company law also regulates this conflict, in favour 
of creditors, by imposing legal capital rules when a company is solvent. The function and 
substance of the legal capital rules currently in place in the UK are assessed in this chapter. 
These rules are analysed, to determine how well they fulfil their purpose. The chapter then 
examines alternatives to the legal capital rules, and assesses the desirability of a change in 
the law in this context.

5.2. Function of the Legal Capital Rules

It is well understood that the interests of those who contribute to a company’s cash flow may 
come into conflict. The most obvious potential conflict is that between the creditors and the 
shareholders of a company, although of course others can exist, not least between different 
classes of shareholders, and between different creditors.3 The primary rationale of the legal 
capital rules is the regulation of this conflict between shareholders and creditors, and the 
purpose of these rules has been to resolve the conflict in favour of the creditors.4
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5.2.1. Conflict between Shareholders and Creditors

The operations of a solvent company can create risks for creditors.5 The particular risks 
that are relevant in this chapter are those that arise from the fact that whilst a company is 
solvent the shareholders generally control the operation of a company, directly through 
the general meeting, and indirectly through the directors. They are in a position to benefit 
themselves at the expense of the creditors in a number of ways.6 They can withdraw assets 
from the pool available to the creditors for repayment (asset diversion). Common examples 
of this include distributions to themselves, such as dividend payments and share buybacks. 
They can manipulate the investment profile of the company in a way which disadvantages 
 creditors—for example the company takes on riskier projects than the creditors contem-
plated when they extended credit to it (risk shifting),7 or the company abandons projects 
with a net positive value where the only benefit attaches to the creditors ( underinvestment).8 
They may also disadvantage the existing creditors of a company if the company incurs addi-
tional debts to other creditors which do not result in an equivalent increase in assets (claim 
dilution). This could result in a benefit to shareholders if the directors use the borrowed 
money to invest in risky projects that benefit shareholders at the expense of creditors.9 Of 
course, creditors can also, potentially, engage in behaviour which advantages themselves 
at the expense of the shareholders, such as requiring the company to repay loans early or 
requiring it to decline to pay a dividend. Creditors could also encourage the company to 
invest in projects that are less risky than originally envisaged when the creditors invested, 
or not to invest in projects likely to accrue benefits only for the shareholders. The extent to 
which these situations might occur in practice is discussed in chapter three.10

5.2.2. Policy Response to the Conflict

The US and Europe have traditionally adopted different responses to the potential conflict 
between creditors and shareholders regarding the allocation of a company’s legal capital. In 
the US, the legal capital rules have evolved to provide maximum flexibility to shareholders, 
and creditor protection devices are noticeable largely by their absence in some state corpo-
rate laws.11 Some creditor protection is provided by the federal ‘fraudulent transfer laws’,12 



152 Legal Capital

 13 See eg Case C-526/14 Kotnik and others v Državni zbor Republike Slovenije, 19 July 2016.
 14 See Prest v Petrodel Resources Ltd [2013] UKSC 34. For discussion see 3.3.3.2.1.
 15 See 3.3.3.2.2(b).
 16 For discussion see 3.3.3.2.2(c).
 17 See 3.3.1, particularly 3.3.1.2.5.
 18 In the preamble to the Second Company Law Directive the rationale of creditor protection is also stated 
as being to provide creditors with an equity ‘cushion’ as security for their claims: Directive (EU) 2017/1132,  
recital 40.
 19 For discussion of this terminology see R Kraakman et al, The Anatomy of Corporate Law: A Comparative and 
Functional Approach, 3rd edn (Oxford, Oxford University Press, 2017) ch 2.
 20 In the UK see eg Ooregum Gold Mining Co of India v Roper [1892] AC 125, 133 per Lord Halsbury (‘[t]he 
capital is fixed and certain, and every creditor of the company is entitled to look to that capital as his security’).

but the primary tool available to creditors who wish to protect themselves from  opportunistic 
shareholders is contract, at least while the company remains solvent.

By contrast, the European model has regarded the threat to creditors from shareholders 
as real and credible, and the role of the law is therefore to achieve an appropriate balance 
between these two groups.13 On this view the shareholders obtain the benefit of limited 
liability when they invest in a company, but this comes at a cost to the creditors. In the 
UK, common law exceptions to the principle of limited liability are rare and, where they 
do exist, very narrowly constrained.14 The principal statutory exception, section 214 of the 
Insolvency Act 1986, is powerful in theory,15 but difficulties with the operation of these 
actions, including their funding, has meant that this section has rarely been invoked in 
practice.16

Consequently, the principle of limited liability is very much intact in the UK. Undoubtedly, 
this principle constrains the amount available to creditors on insolvency. In Europe this 
has resulted in the view that creditors need to be compensated, and that this compensa-
tion should be provided by law, rather than being left to contract. The idea that creditors 
need protection is of significant longevity in the UK. The form of this protection has been 
rules that constrain corporate activity by reference to the shareholders’ capital investment, 
principally by prescribing a minimum level of capital to be invested in a company by the 
shareholders, and a restriction on transfers to shareholders in some circumstances. The 
point is that creditors rank ahead of shareholders in a winding up,17 and the purpose of  
the capital maintenance rules is to ensure that shareholders do not undermine that principle 
by improperly distributing assets to themselves, not only when the company is insolvent, 
but also while the company remains solvent.

Of the various potential dangers which shareholders pose to creditors, namely asset 
diversion, altering the investment profile of the firm and claim dilution by issuing additional 
debt, the focus of the UK legal capital rules has been on preventing the first one. The aim is 
to create and maintain an equity cushion to protect the creditors in the event of insolvency, 
and one of the key factors in this approach has been the prevention of capital return to 
the shareholders.18 A rules-based approach19 has been adopted to regulate this issue. These 
rules are examined at 5.3 and 5.4.

This focus on asset diversion is not altogether surprising. The idea of capital as a fund 
available to meet creditors’ claims is well embedded in UK company law.20 When this 
view developed in the nineteenth century there was little in the way of publicly available 
information for creditors to use to assess the creditworthiness of companies, other than 
statements about the company’s capital, and it is perhaps understandable that the courts 
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placed emphasis on the retention of this fund. However, much more information is now 
available to creditors. There has been a significant expansion in the amount of information 
that is made available about a company via its annual report and accounts, and publicly 
traded companies are, in addition, under significant continuing disclosure obligations, as 
discussed in chapter eleven.21 In addition, it is generally recognised that many creditors can 
and will seek additional information from the company in order to determine whether, and 
on what terms, to lend.22 Given these changes, a continuing commitment to capital rules 
as a creditor protection device needs to be examined closely. Of the three potential forms 
of abuse, asset diversion is one of the easier ones for the creditors, or at least the adjusting 
creditors, to monitor and to control.23 In particular, creditors may have contractual rights 
to prevent asset diversions, such as contractual restrictions on disposals,24 and the control 
rights which come from having fixed security.25

By contrast, in relation to the potential abuse of altering the investment profile of the 
company to the creditors’ disadvantage, a standards-based approach has been adopted. This 
has been regarded as a matter for the directors, and regulated primarily through the duties 
imposed on them. In particular, directors are under an obligation to make investment deci-
sions bona fide in the best interests of the company, an obligation that has been subjectively 
assessed by the UK courts to date.26 As discussed in chapter three, where the company is 
solvent this has traditionally meant acting in the interests of the shareholders as a whole.27 
Section 172 of the Companies Act 2006 potentially alters this, by adding a requirement that 
directors consider the interests of various other groups, such as employees and customers, 
when fulfilling this obligation. The position of the company’s creditors does not, however, 
form part of this analysis.28 Only where the company is insolvent, or nearing insolvency, 
must the directors take account of the creditors’ interests.29 As regards the danger of claim 
dilution, it is largely left to creditors to protect themselves by contract where the company is 
solvent, by taking security30 and using negative pledge clauses which protect their priority,31 
and by using covenants restricting borrowing and requiring certain gearing ratios.32

5.2.3. The UK’s Legal Capital Regime

Most of the UK’s legal capital rules are now in statutory form, and are found primarily in 
the Companies Act 2006.33 Many of the rules have their origins in the nineteenth century, 



154 Legal Capital

Law Review Steering Group, as part of this process. The Steering Group produced a large number of papers which 
considered the issue of legal capital, either specifically or as part of the overall package of possible reforms (see 
Company Law Review Steering Group, Modern Company Law for a Competitive Economy: The Strategic Frame-
work (URN 99/654, February 1999); Company Formation and Capital Maintenance (URN 99/1145, October 
1999); Developing the Framework (URN 00/656, March 2000); Completing the Structure (URN 00/1335, November 
2000); Final Report (URN 01/942–3, July 2001). These reforms were then considered and further amended by the 
Government in its response to these proposals (see DTI, Modernising Company Law (Cm 5553-I and Cm 5553-II, 
July 2002) and DTI, Company Law Reform (Cm 6456, March 2005)). Although the Steering Group made a large 
number of recommendations for the reform of the legal capital rules of both private and public companies, many of 
these recommendations did not find their way into the final Act. This was in part as a result of the continuing obli-
gation to implement the legal capital requirements of the Second Company Law Directive for public companies.

 34 Council Directive 77/91/EEC was first recast as Directive 2012/30/EU and has now been included as part 
of Directive (EU) 2017/1132. References in the following text to articles of the Second Company Law Directive 
are references to the articles of Directive (EU) 2017/1132, unless otherwise specified. Reviews of the legal capital 
rules have also taken place in Europe: see eg Commission (EC), ‘Simpler Legislation for the Single Market (SLIM): 
Extension to a Fourth Phase’, SEC (1998) 1944 (Commission Staff Working Paper of 16 November 1998); High 
Level Group of Company Law Experts, Modern Regulatory Framework for Company Law in Europe (Brussels, 
4 November 2002) (the Winter Group Report); European Commission, Consultation on the Future of European 
Company Law (2011). See also KPMG, ‘Feasibility Study on an Alternative to the Capital Maintenance Regime 
established by the Second Company Law Directive’, 2008. To date only modest amendments have been forthcom-
ing—see eg Directive 2006/68/EC [2006] OJ L69/27 (these amendments are incorporated into Directive (EU) 
2017/1132) and this does not appear to be a priority for the European Commission: European Commission, Action 
Plan: European Company Law and Corporate Governance—A Modern Legal Framework for More Engaged Share-
holders and Sustainable Companies (COM(2012) 740). For comment see European Company Law Experts (ECLE), 
‘The Future of European Company Law’, Columbia Law and Economics Research Paper No 420, 1 May 2012, www.
ssrn.com/abstract=2075034.
 35 It has also been suggested that the UK has had an important impact on the development of EU company law: 
M Gelter and A Reif, ‘What Is Dead May Never Die: The UK’s Influence on EU Company Law’ (2017) 40 Fordham 
International Law Journal 1413.
 36 For example, par value shares are required for both public and private companies in the UK, although the 
Second Company Law Directive only requires them for public companies. For discussion see 5.3.2.1.
 37 For example, the financial assistance rules applied to both public and private companies when the Second 
Company Law Directive was first implemented (Companies Act 1985, ss 151–53, albeit with a whitewash proce-
dure in place for private companies: ss 155–58). The ban on providing financial assistance for the purchase of a 
company’s own shares was removed by Companies Act 2006 for private companies but left in place for public 
companies (see Companies Act 2006, ss 677–82), discussed at 5.4.4.
 38 For example, the definition of capital for the purposes of Companies Act 2006 includes share premiums and 
any capital redemption reserve, although this is not required by the Second Company Law Directive: Companies 
Act 2006, s 610(4) and ss 733(5)(6).
 39 See 5.5.3.4.
 40 A further set of rules relating to the raising of capital, which may be regarded as creditor-neutral, are dealt with 
separately in chapter 4.

in the legal capital rules developed principally by way of case law to deal with the perceived 
conflicts between shareholders and creditors in all companies. More recently, EU legislation, 
principally the Second Company Law Directive,34 has had an important role to play in this 
regard.35 This directive requires legal capital rules to be put in place for public companies. 
When the UK implemented the directive, it went beyond its strict requirements, extending 
many of the restrictions to private companies, and gold-plating the regime in places.36 Some 
of this gold-plating was removed by the Companies Act 2006,37 but it remains the case that 
the UK regime goes further than is strictly required by the provisions of the directive.38 This 
could change if the UK modifies its legal capital regime following its exit from the EU.39

The rules relating to company capital discussed in this chapter, which seek to deal with 
the potential conflict between creditors and shareholders, can be broadly divided into two 
parts.40 These are, first, provisions that are intended to ensure that a certain guaranteed 

http://www.ssrn.com/abstract=2075034
http://www.ssrn.com/abstract=2075034
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 41 Note that additional regulatory requirements regarding capital are imposed on certain kinds of financial insti-
tutions, such as banks (discussed at 2.3.1.3): see eg K Alexander, ‘The Role of Capital in Supporting Financial 
Stability’ in N Moloney, E Ferran and J Payne (eds), The Oxford Handbook of Financial Regulation (Oxford, Oxford 
University Press, 2015).
 42 Companies Act 2006, ss 761, 763(1). This requirement gold-plates the requirement of the Second Company 
Law Directive in this regard (art 45(1)), which specifies just €25, 000. A quarter of this share capital needs to be 
paid up: Companies Act 2006, s 586.
 43 This position differs across Europe, although regulatory competition following the decision in C-212/97 
Centros Ltd v Erhvers-og Selskabsstyrelsen [1999] ECR I-1459 has led a number of other Member States to reduce 
their minimum capital levels. For discussion see M Becht, C Mayer and HF Wagner, ‘Where Do Firms Incorporate? 
Deregulation and the Cost of Entry’ (2008) 14 Journal of Corporate Finance 241.

cushion is created for creditors by ensuring that shareholders pay a certain amount into a 
company; and, second, those which attempt to ensure that this cushion is not returned to 
the shareholders in certain circumstances (maintenance of capital). These are discussed in 
turn in the following sections.

5.3. Rules Regulating the Amount of Money  
Paid in by Shareholders

The rules regulating the amount of money that must be paid in to the company by share-
holders can be regarded as falling into two broad categories: requirements as to the amount 
which must be invested by shareholders before business can be commenced; and rules 
governing the measurement of the consideration provided by the shareholders when they 
acquire shares.41

5.3.1. Entry Price for Limited Liability: Minimum Capital Rules

The Companies Act 2006 imposes an obligation on public companies to have an author-
ised minimum in relation to the nominal value of their allotted share capital of £50,000.42 
No minimum capital requirements are imposed on private companies in the UK.43

Broadly, the idea behind these rules is to provide the creditors with the comfort of a 
guaranteed equity ‘cushion’. These rules are ineffective for this purpose, however. The rules 
adopt a ‘one size fits all’ approach which does not take account of the size of the debt that 
the company may incur, or the riskiness of its activities. The minimum capital require-
ment for public companies is minuscule compared to the size of the debts of most such 
companies. Indeed, if this figure was ever meaningful, it is notable that the original figure of 
€25,000 included in the Second Company Law Directive in 1977 has never been amended 
or updated, rendering it increasingly trivial. In addition, the 2006 Act imposes no minimum 
capital requirement for private companies, which are just as likely to have creditors poten-
tially in need of protection.

There is also no ongoing obligation on the shareholders to retain this level of investment 
in the company. The 2006 Act does provide that if the net assets of a public company fall 
to half, or less than half, of its called up share capital, then the directors must call a general 
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 44 Companies Act 2006, s 656 (there is no equivalent provision for private companies). This may be contrasted 
with some other European countries which have a rule of this kind in place, see J Armour, ‘Share Capital and Credi-
tor Protection: Efficient Rules for a Modern Company Law’ (2000) 63 Modern Law Review 355, 371.
 45 Any obligation on the shareholders to inject further capital at this point would presumably undermine the 
principle of limited liability.
 46 See eg the Basel Accords and within the EU see the Capital Requirements Regulation (Regulation EU 
No 575/2013) and Directive (Directive 2013/36/EU). For discussion see 2.3.1.3.
 47 See 6.3.2.2.

meeting to consider whether any steps must be taken to deal with the situation.44 However, 
this offers little or nothing by way of protection for the creditors. This rule is only likely to be 
invoked in situations of extreme financial distress, when the shareholders’ investment in the 
company has already been substantially depleted. Given that this calculation will generally 
depend on a complex accounting calculation, it may be difficult to discern when this point 
is reached. Furthermore, the provision imposes no obligation on the shareholders to inject 
any additional capital,45 nor does it require any particular form of action to occur at this 
point in time. The damage to the company’s reputation as a result of calling such a meeting 
may be significant, and the meeting must be held even if the fall is only temporary.

The discussion here relates to the sorts of companies identified in chapter one, namely 
general commercial companies. There are other companies, not covered by this book, which 
have different rules as to capital adequacy. In particular, banks are subject to significant 
regulation relating to the minimum capital that they must hold.46 This is usually expressed 
as a capital adequacy ratio of equity that must be held as a percentage of risk-weighted 
assets. There is not, therefore, a single, generic figure that all banks are required to hold as 
a minimum level of capital. The figure will be different for each bank depending on its risk-
weighted assets. These requirements are put in place to ensure that these institutions do not 
take on excess leverage and become insolvent, providing a cushion of cash, reserves, equity 
and subordinated liabilities available to the bank to absorb losses during periods of financial 
stress. This cushion can consist of tiers of capital, with each layer displaying varying degrees 
of permanence, flexibility regarding distributions and subordination. There is a significant 
cost to these measures, both for the regulators, which must determine how much capital 
each bank is required to hold and must monitor banks to ensure that they hold the correct 
amount, and for banks as regards the costs of compliance. These costs can be justified given 
the nature of the banking industry and, in particular, the systemic risks posed by it. No such 
justification exists to support the cost of a similar default regime for the companies covered 
by this book.

Of course, higher levels of minimum capital can be put in place for individual compa-
nies: as discussed in chapter six, an alternative method for ensuring capital adequacy is via 
the imposition of financial ratios by contractual means.47

5.3.2. Measurement of Consideration: Payment for Shares

5.3.2.1. Shares must have a Par Value

A second way in which the amount of money paid in to a company by shareholders is 
regulated is in relation to the payment for shares. In order to ensure that appropriate 
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 48 Companies Act 2006, s 542. An allotment of a share that does not have a fixed nominal value is void, and crimi-
nal sanctions will attach to every officer of the company who is in default, in the event of a purported allotment: 
ss 542(2), (4)–(5).
 49 Ibid, s 580; Ooregum Gold Mining Co of India v Roper [1892] AC 125. This is a requirement of the Second 
Company Law Directive, art 47.
 50 The par value must be a monetary amount, but it does not need to be an amount capable of legal tender, ie it 
can be a fraction or percentage of a monetary amount: Re Scandinavian Bank Group plc [1988] Ch 87.
 51 In order to obtain a trading certificate as a public company, however, or to re-register as a public company, 
a company must have its authorised minimum capital denominated either in sterling or in euros, but not in a 
mixture of the two: Companies Act 2006, s 765(1). The par value of any one share cannot be stated in two or more 
currencies, but different shares of the same company can be stated in different currencies: s 542(3).
 52 Shearer v Bercain [1980] 3 All ER 295; Re Sunrise Radio Ltd [2010] 1 BCLC 367. For discussion see chapter 4, 
especially 4.2.1.1.
 53 Mutual Life Insurance Co of New York v Rank Organisation Ltd [1985] BCLC 11.
 54 Companies Act 2006, s 610; note that the share premium account can be used by the company in paying up 
unissued shares to be allotted to members as fully paid shares (s 610(3)) and a company may write off the expenses 
of that issue and any commission paid on that issue against the sum transferred to the share premium account in 
respect of that specific issue (s 610(2)). The Second Company Law Directive does not require share premiums to be 
treated in the same way as share capital and, therefore, it is open to the UK Government to change the treatment of 
share premiums for private and public companies. This opportunity has not been taken to date.
 55 See eg Gedge Committee, Report of the Committee on Shares of No Par Value (Cmnd 9112, 1954); Jenkins 
Committee, Report of the Company Law Committee (Cmnd 1749, 1962), paras 32–34.

consideration is received in return for shares, the Companies Act 2006 requires that all 
shares in a limited company having share capital must have a fixed nominal value,48 some-
times called the par value, and that companies may not issue shares at a discount to this 
nominal value.49 Thus, if a company issues shares with a par value of £1, the shares cannot 
be issued for less than £1 each.50 Companies can have their shares denominated in any 
currency, or in several currencies.51

This nominal value is a somewhat arbitrary figure that is attached to the shares. It bears 
no relation to the market value of the shares at the time of issue, or later. The legal conse-
quence of attaching a par value to a share is that this is the minimum price at which that 
share can then be allotted. Due to the existence of this rule, companies often set the nominal 
value of their shares at a very low level. There is no prescribed minimum par value in respect 
of the shares of private or public companies. It is very common, therefore, for the issue price 
of shares to be well in excess of the nominal value. As long as the shares are issued above the 
nominal value, the Companies Act 2006 is silent as to the actual price at which the shares 
are issued. Instead, this is a matter for directors’ duties (the directors must act bona fide in 
the best interests of the company when setting the price), and a matter for negotiation with 
the new investor.52 The price can be below the market price as long as the directors do not 
breach their fiduciary duties in determining that price.53 Any difference between the nomi-
nal price and the issue price is referred to as the share premium, and is treated in much the 
same way as capital. It is available to finance the company’s activities, but is not generally 
available to distribute to shareholders as a dividend.54

It is unfortunate that the anachronistic concept of par value remains entrenched in the 
Companies Act 2006. The question of whether no par value shares should be introduced 
in the UK has been around for some time.55 In the review that preceded the introduction 
of the 2006 Act, the Company Law Review Steering Group stated that no par value shares 
should be introduced, on the basis that there is no reason to impose any particular limit 
below which the issue price cannot fall, as long as all the proceeds of the issue are retained 
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 56 See Company Law Review Steering Group, Modern Company Law for a Competitive Economy: The Strategic 
Framework (URN 99/654, February 1999), 88–91.
 57 Although the Second Company Law Directive, art 47 provides a no par share alternative for public companies, 
it requires that no par value shares of public companies should not be issued below their ‘accountable par’, whereby 
the fixed value of individual shares is determined by reference to the percentage or fraction of the subscribed 
capital that they represent. As a result, although some European countries have introduced no par value shares, by 
exploiting this ‘accountable par’ alternative, these are not true no par value shares. For discussion see J Rickford 
et al, ‘Reforming Capital: Report to the Interdisciplinary Group on Capital Maintenance’ (2004) 15 European Busi-
ness Law Review 919, 929; H De Wulf, ‘Shares in the EMCA: The Time is Ripe for True No Par Value Shares in the 
EU and the 2nd Directive is not an Obstacle’ (2016) ECFR 215.
 58 Company Law Review Steering Group, Modern Company Law for a Competitive Economy—Company Forma-
tion and Capital Maintenance (URN 99/1145), para 3.8.
 59 See Company Law Review Steering Group, Modern Company Law for a Competitive Economy: Final Report 
(URN 01/942–3, July 2001), para 10.7. The concern was that having different regimes for public and private compa-
nies could act as a barrier to growth, and would hamper the process of conversion from a private to a public 
company.
 60 Eg Australian Corporations Law, s 254C, inserted by Company Law Review Act 1998; New Zealand Compa-
nies Act 1993, s 38. No par value shares are also common in the US and Canada.
 61 Companies Act 2006, s 582(1), although note the exception for subscribers to the memorandum of a public 
company, who must pay cash: s 584.

in an undistributable capital account.56 After all, it is the capital employed by the company, 
and not the paid up share capital, that is the true value of the undertaking. No par value 
shares represent a share for what it is, namely a fraction of the equity of the company, and 
do not purport to represent a notional token of value. The Second Company Law Directive 
prevents these reforms being introduced for public companies, however.57 Consequently, 
although the Company Law Review Steering Group initially recommended the introduc-
tion of no par value shares,58 these proposals were eventually dropped for both public and 
private companies.59 This is unfortunate. Par value is a meaningless and valueless concept 
whose continued existence in the UK is difficult to justify, except insofar as the Second 
Company Law Directive continues to require it for public companies (something which 
may drop away following the UK’s exit from the EU). By contrast, no par value shares are 
widely recognised elsewhere in the world.60

5.3.2.2. ‘No Issue at a Discount’ Rule

The legal capital rules regarding payment for shares provide that companies may not issue 
shares at a discount to their nominal value. In general, it is possible for companies to accept 
either cash or non-cash consideration for their shares.61 The precise application of the ‘no 
issue at a discount’ rule will depend upon whether the consideration provided is cash or 
non-cash consideration.

5.3.2.2.1. Cash Consideration

The ‘no issue at a discount’ rule is generally easier to apply where cash consideration is 
received for the shares. However, the definition of cash consideration for this purpose is 
wider than might at first be supposed. The list of scenarios in which a share will be deemed 
to be paid up in cash or allotted for cash contained in the Companies Act 2006 includes not 
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 62 Ibid, s 583(3)(a).
 63 Ibid, s 583(3)(b).
 64 Ibid, s 583(3)(c). Where the company owes the investor a sum of money, the release by the investor of the 
company from that obligation in exchange for the shares amounts to the provision of a cash consideration for 
them, since it falls within s 583(3)(c): EIC Services Ltd v Phipps [2004] 2 BCLC 589 [36]–[52]. This provision can 
be used to good effect to enable debt-equity swaps to take place. As long as the face value of the liability released 
is at or above the par value of the shares, the courts appear to be satisfied, even if the market value of the liability 
is below this level because the company is facing insolvency: Mercantile Trading Co, Schroeder’s Case (1871) LR 11 
Eq 13; Pro-Image Studios v Commonwealth Bank of Australia (1990–91) 4 ACSR 586 (Sup Ct Victoria), cf Re Jarass 
Pty Ltd (1988) 13 ACSR 728 (Sup Ct NSW). In the absence of deceit or fraud there appears to be no option for the 
court to inquire into the financial capacity of the issuing company to pay to the creditor-allottee the amount of the 
presently payable debt. This is subject to the proviso that the debt must have been genuinely created in the course 
of the company’s business, and must be immediately payable.
 65 Companies Act 2006, s 583(3)(d). Where pre-existing debts are assigned to the company in return for the allot-
ment of shares, this has been held not to constitute an undertaking to pay cash at a later date within s 583(3)(d),  
since this subsection requires an undertaking to be given to the company in return for the allotment: System 
Controls plc v Munro Corporate plc [1990] BCC 386. This case suggests, however, that as long as the undertaking is 
given to the company in return for the allotment, there is no apparent limit on the future date that may be fixed for 
the actual payment (in contrast to the five-year limit in s 587).
 66 Companies Act 2006, s 583(3)(e).
 67 Ibid, s 583(6).
 68 Ibid, s 583(5). Payments through an electronic settlement system are deemed to be payments in cash for the 
purposes of s 583(3)(e): s 383(4) and Companies (Shares and Share Capital) Order 2009, SI 2009/388, art 4).
 69 Companies Act 2006, s  583(3)(c). However, this analysis will not necessarily hold where the conversion 
involves the cancellation of the liquidated debt represented by the convertibles (see eg Mosely v Koffyfontein Mines 
Ltd [1904] 2 Ch 108, 119 per Cozens–Hardy LJ). Consequently, whether shares allotted on the conversion of 
convertibles are allotted for cash may depend upon the conversion mechanism.
 70 Re Wragg Ltd [1897] 1 Ch 796.

only the obvious one, namely that cash is received by the company,62 but also a number of 
other situations. These include the following: (i) a cheque is received by the company in 
good faith, which its directors have no reason to suspect will not be paid;63 (ii) a liability 
of the company is released for a liquidated sum;64 (iii) an undertaking is given to pay cash 
at a later date;65 and (iv) there is payment by some other means giving rise to a present 
and future entitlement (of the company or of a person acting on the company’s behalf) to 
a payment, or a credit equivalent to payment, in cash.66 The 2006 Act makes it clear that 
cash for this purpose includes foreign currency.67 It is also stated that payment of cash or 
an undertaking to pay cash to any person other than the company is a form of non-cash 
consideration.68

In some circumstances the allotment of shares on the conversion of convertible deben-
tures will be regarded as being for cash consideration. This will occur where the issuer of the 
convertible securities and of the shares into which they convert are the same company, since 
this involves a release of a liquidated debt, and is an allotment of shares for cash according 
to the Companies Act 2006.69

5.3.2.2.2. Non-Cash Consideration

As regards shares issued for non-cash consideration in private companies, the assessment 
of the amount of consideration is a matter for the directors’ business judgement.70 This 
includes the situation where shares are issued in return for an asset of some kind. In general, 
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 71 Ibid, 835 per Smith LJ.
 72 Companies Act 2006, s  593, implementing the Second Company Law Directive, arts  49, 70(2). Directive 
2006/68/EC amended the Second Company Law Directive in relation to this issue (and these changes are incorpo-
rated into Directive (EU) 2017/1132). Directive 2006/68/EC made it possible for Member States to dispense with 
the requirement for independent valuation of non-cash consideration for shares in public limited companies in 
some circumstances, including where the consideration comprises transferable securities that are valued by refer-
ence to the price at which the securities have been trading on a regulated market or assets that have been subject 
to a recent independent expert’s report or valuation for the purpose of audited accounts. However, the directive 
still required the publication of certain matters (including a description of the consideration and the source of the 
valuation) and shareholders holding at least 5% of the issued share capital were still able to request an independent 
expert’s report. Member States were given the option whether to implement the revised rules in the 2006 directive. 
The UK Government did not take advantage of the option provided by the 2006 directive to amend its regime in 
this regard.
 73 Companies Act 2006, s 596.
 74 The company must appoint as the independent valuer someone who would be qualified to be its auditor, and 
may appoint its current auditor (ss 1150–51).
 75 Companies Act 2006, s 596(3).
 76 Ibid, s 593(1)(c).
 77 Ibid, s 597. Where the company allots shares in contravention of these requirements, the allottee can be liable 
to pay an amount equal to the aggregate of the nominal value of the shares and the whole of any premium, plus 
interest: s 593(3). This is in addition to the original consideration provided for the shares, and therefore the allottee 
may be required to pay twice (but see s 606 as regards possible relief from the harshness of this provision). Subse-
quent holders of shares allotted in contravention of these provisions may be liable to pay for the shares in cash in 
some circumstances: ss 605, 606. For discussion of the consequences of breach of these provisions see 5.3.2.3.
 78 J Rickford et al, ‘Reforming Capital: Report to the Interdisciplinary Group on Capital Maintenance’ (2004) 15 
European Business Law Review 919, 935.
 79 Companies Act 2006, s 583(3)(c).
 80 It is possible that the courts might scrutinise such transactions and regard them as artificial, and might there-
fore look through such arrangements (see Re Bradford Investments plc (No 2) [1991] BCC 379).

the courts show a lack of interest in assessing the worth of non-cash consideration received 
by private companies as long as it is ‘not clearly colourable nor illusory’.71

By contrast, a stricter rule applies for public companies. The Companies Act 2006 
requires a mandatory valuation of non-cash consideration received by public companies.72 
A detailed report73 is required by an independent valuer during the six months preceding 
the allotment.74 The report must include a description of the asset, the method and the 
date of valuation, and it must support the conclusion that the consideration received by the 
company is not less than the nominal value of the shares plus any premium.75 A copy of  
the report must be sent to the allottee before the allotment,76 and must be delivered to the 
registrar of companies when the company files the return of allotment of the shares.77

The Companies Act 2006 appears, therefore, to place some weight on the differentiation 
of consideration into cash consideration (not requiring these valuation rules to be followed) 
and non-cash consideration (which, for public companies, does require independent valua-
tion as detailed above). However, it has been suggested that it is relatively easy for companies 
to structure their transactions in order to avoid the application of these valuation rules.78 
For example, the company could agree to purchase an asset for cash and the vendor could 
agree to release the company from an obligation to pay for the asset in return for an allot-
ment of shares. Since the release of a liability for a liquidated sum is treated as cash for 
these purposes,79 this would be regarded as an allotment of the shares for cash consid-
eration and, consequently, these valuation provisions need not be followed.80 Further, if 
these rules are intended to protect creditors then it is worth noting that important statutory 



Rules Regulating the Amount of Money Paid in by Shareholders 161

 81 Companies Act 2006, ss 594–95, giving effect to Second Company Law Directive, art 70(3). Companies Act 
2006 also makes it clear that bonus issues fall outside the valuation provisions: s 593(2).
 82 Companies Act 2006, s 585, giving effect to Second Company Law Directive, art 46.
 83 Companies Act 2006, s 587(1). If the company accepts such undertakings, the holder of the shares is liable 
to pay up to the company an amount equal to the amount treated as paid up by the undertaking, together with 
interest: s 585(2). The enforceability of the undertakings is not affected: s 591. Subsequent holders may also incur 
liability: s 588 (but note the power of the court to grant relief in s 589). For further discussion of the consequences 
of breach of these provisions see 5.3.2.3.
 84 Ibid, ss 593(3), 585(2), 587(2).
 85 Ibid, ss 589, 606 (but note the limits on the court’s power to grant relief: ss 589(5) and 606(4)). There is no 
relief power in relation to the allottee in the case of an issuance of shares at a discount or breach of the paying-up 
requirements: s 589(1).
 86 Ibid, ss 588, 605.
 87 Ibid, ss 588(2), 605(3).
 88 Hirsche v Sims [1894] AC 654; Lowry (Inspector of Taxes) v Consolidated African Selection Trust Ltd [1940] 
AC 648.
 89 Companies Act 2006, ss 590, 607.

carve-outs are created within the 2006 Act, in the shape of a takeovers exemption and a 
mergers exemption.81

In addition to these valuation provisions, some forms of non-cash consideration are 
prohibited altogether for public companies. Most notably the Companies Act 2006 prohib-
its a public company from accepting an undertaking to do work or to perform services in 
consideration for its shares.82 This is on the basis that this form of non-cash consideration is 
not capable of economic assessment. Public companies are also prohibited from accepting 
any sort of undertaking to provide non-cash consideration which need not be performed 
until after five years from the date of allotment.83

5.3.2.3. Consequences of a Breach of the Provisions

In general, where these provisions regarding the consideration received for shares are 
breached, the allottee will be liable to pay the company a sum equal to the amount of the 
discount, plus interest. In some circumstances the allottee may be required to pay not only 
the amount of the discount, but the whole of the nominal value of the shares plus any 
premium plus interest.84 This is in addition to the original consideration provided for the 
shares, and therefore the allottee may be required to pay twice. The sanctions as regards 
allottees may have harsh consequences in some instances, particularly where the breach is 
technical. Consequently, the court has the power to grant relief against the liability to make 
a payment to the company in most circumstances.85

Subsequent holders of shares allotted in contravention of these provisions may also be 
liable to pay for the shares in cash in some circumstances.86 The policy of the Act is gener-
ally to impose liability jointly and severally with the allottee on the subsequent holder of the 
shares. This is, however, subject to a defence where the subsequent holder is a purchaser for 
value in good faith of the securities, or someone who derives title from such a purchaser.87 
In general, therefore, where shares have been traded on a public market, the current holder 
of shares will not be liable. In addition, directors who authorise the allotment may be liable 
for breach of fiduciary duty,88 and the company and any officer of it who is in default are 
liable to a fine.89
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 90 (2001) 75 ALJR 1067, (2001) 38 ACSR 121; [2001] 2 BCLC 773 (HC Aust).
 91 See F Oditah, ‘Takeovers, Share Exchanges and the Meaning of Loss’ (1996) 112 Law Quarterly Review 424 
(cf KR Handley, ‘Takeovers, Share Exchanges and the Meaning of Loss’ (1997) 113 Law Quarterly Review 51); 
DD Prentice and R Nolan, ‘The Issue of Shares—Compensating the Company for Loss’ (2002) 118 Law Quarterly 
Review 180.
 92 For discussion see 3.2.1.3.2.
 93 Of course, the shareholders in the bidder company can be said to have suffered a loss, or at least the existing 
shareholders in the bidder at the time of the new issue can be said to have suffered a loss as a result of the ensu-
ing dilution of their shareholdings. They may be able to bring a claim against the expert valuer for this loss (see 
eg Hedley Byrne & Co Ltd v Heller & Partners Ltd [1964] AC 465; Caparo Industries plc v Dickman [1990] 2 AC 
605; Steel v NRAM Ltd [2018] UKSC 13). Normally, the reflective loss principle would prevent such a claim by the 
shareholders (Johnson v Gore Wood & Co [2002] 2 AC 1) but this principle only applies where the company and the 

One question that arises is what remedy the company will have if it issues shares for 
non-cash consideration on the strength of an expert valuation that subsequently turns out 
to be negligent, so that the non-cash consideration is worth less than expected. This issue 
has arisen particularly in the context of share-for-share exchanges, where, in a takeover 
of a target company, the consideration paid to the target shareholders by the bidder is not 
cash but shares in the bidder company. The shares in the target company clearly comprise 
non-cash consideration, paid by the bidder company. If the shares in the target turn out to 
be worth less than expected, the question arises whether the company has a claim for the 
difference between what it paid (the value of the shares it allotted to the target shareholders) 
and what it obtained.

It has been held, in the Australian case of Pilmer v Duke Group Ltd,90 that a company 
does not have a proprietary interest in its own shares. A company, Kia Ora (the bidder), 
successfully made a share exchange offer with a cash component for another company, 
Western (the target). Kia Ora retained accountants, Nelson Wheeler, to prepare a report on 
Western. The acquisition of Western proved disastrous and Kia Ora went into liquidation. 
In an action by the liquidator against Nelson Wheeler, one question for the High Court 
of Australia was the measure of damages payable by Nelson Wheeler in contract and tort 
arising from their incompetence in preparing the report on Western. Kia Ora argued that 
the loss it suffered was the difference in value between the shares it allotted to the Western 
shareholders (as consideration) and the shares of Western that it acquired from Western’s 
shareholders.

One approach to this issue is to regard the company as having no proprietary interest 
in its own shares.91 On this analysis, shares are not regarded as an asset of the company 
prior to the issue. When a company issues shares it does create a proprietary interest, but 
that interest is a bundle of rights which are vested in the shareholder.92 Accordingly, once 
issued it is the shareholder and not the company that has a proprietary interest in the share; 
there is nothing that the company can turn to its own benefit. If correct, this approach has 
significant consequences. In a share-for-share exchange in a takeover situation, such as that 
in Pilmer v Duke, it would mean that a company such as Kia Ora should be regarded as 
having lost nothing, where the shares are worth less than expected. This was the approach 
taken by the High Court of Australia in Pilmer v Duke. Since Kia Ora was regarded as having 
lost nothing, the court held that there was no basis for finding liability on the part of Nelson 
Wheeler in either contract or tort. If this is correct, then it suggests that companies would 
also find it difficult to recover compensation from negligent expert valuers where they issue 
shares for non-cash consideration, since they have similarly lost ‘nothing’.93
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shareholder(s) both have claims arising out of the same set of facts, so that where the company has no claim, the 
principle does not apply.

 94 Bradbury v English Sewing Cotton Co Ltd [1923] AC 744, 767 per Lord Wrenbury.
 95 It may be noted that where directors issue shares at a discount, the discount is recoverable (Hirsche v Sims 
[1894] AC 654). This may be attributable to capital maintenance rules, but it does indicate that when a company 
issues shares it can be considered to have suffered a loss. For discussion see DD Prentice and R Nolan, ‘The Issue of 
Shares’ (2002) 118 Law Quarterly Review 180, 181–82.
 96 This argument is particularly powerful where the bidder is in the market to raise funds and it chooses the 
wrong option, although it may be difficult to run the argument in relation to a bidder acquiring shares in another 
company since it may more appropriately be viewed as in the market to acquire assets (the shares in the target) 
rather than for fundraising purposes per se: F Oditah, ‘Takeovers, Share Exchanges and the Meaning of Loss’ 
(1996) 112 Law Quarterly Review 424, 441–44. Of course, quantifying the resultant loss will not be straightforward.
 97 See 4.2.1.1.
 98 Companies Act 2006, s 561 and see discussion at 4.4.
 99 Ibid, s 565 and see 4.4.1.

It is to be hoped that the English courts would not follow this approach. There are at least 
two bases for regarding the company as having suffered loss in these circumstances. First, 
the primary purpose of a company issuing shares is as a capital raising exercise. It is clear 
that while shares are an asset of the shareholders, the capital raised by the issue of shares 
belongs to the company.94 A company can receive consideration for the issue of its shares 
by a variety of means, including the receipt of cash or non-cash assets, which can include 
the shares in another company. It was recognised in Pilmer that Kia Ora was entitled to 
recover the cash component of its offer. If Kia Ora had acquired all the target shares for 
cash, it could have obtained substantial damages. This distinction is difficult to justify. Once 
it is accepted that the company is employing its own capital in a share exchange takeover, 
it follows that if the company does not receive full value it suffers exactly the same loss as 
would have occurred if only cash had been paid.95 Second, the company can be regarded 
as having suffered an opportunity cost—it has lost the opportunity to enter into a different 
(better) bargain with the allottees, or to enter a different bargain altogether. The negligent 
advice prevents the company from disposing of the shares in another manner, and these 
forgone alternatives are its loss.96

5.3.2.4. Efficacy of the Rules as a Form of Shareholder Protection

Two explanations can be advanced to justify in policy terms these rules which seek to regu-
late the amount of consideration received by a company in exchange for an issue of shares. 
The first is that the rules protect the existing shareholders of the company from dilution of 
the value of their interest in the company, while the second suggests that they provide an 
important creditor protection function. The first will be considered in this section, and the 
second in the next section.

It was noted in chapter four that issues of new shares can impact on the existing 
shareholders in a company. In particular, the issue of new shares can have a dilutive 
effect on the value of the existing shares of the company, if inadequate consideration is 
received for those shares.97 Pre-emption rights can perform a valuable role in prevent-
ing this  dilution,98 but the protection provided by pre-emption rights is limited in a 
number of ways. First, pre-emption rights do not apply where the issue is for non-cash 
 consideration.99 Second, pre-emption rights can be waived, and so do not necessarily 
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 100 See 4.4.3.
 101 See 4.4.2.
 102 Shearer v Bercain [1980] 3 All ER 295; Re Sunrise Radio Ltd [2009] EWHC 2893 (Ch).
 103 [1892] AC 125.
 104 This argument may have had less weight in earlier stages of company law development when mandatory 
accounting disclosures did not exist and creditors might have had little information other than par value to rely on. 
At that point future creditors of the company could potentially have been prejudiced if they relied on the par value 

protect minority   shareholders.100 Third, they only protect existing shareholders to the 
extent that they can afford to take up the issue of shares offered to them, unless renouncea-
ble letters of allotment are used. These can protect shareholders from value dilution, if not 
from voting dilution, since they enable the shareholder to transfer the right to subscribe 
for the new shares to a third party. However, they are not required by the Companies 
Act 2006.101

It is sometimes suggested that the rules regarding the adequacy of consideration received 
by the company in return for shares can have a role in protecting shareholders against dilu-
tion. However, these rules are not effective for this purpose. All that they seek to ensure is 
that the directors receive at least par value for the shares. If the market value of the shares is 
below par value, the existing shareholders are not disadvantaged by an issue below par, as 
long as the issue is at, or close to, the market price. Equally, the shareholders are not protected 
by this rule where the market price is significantly above the par value. Shareholders would 
be protected from dilution by a rule that required directors to issue shares at their market 
value. This is not a duty to which directors are subject, but they are required to obtain the 
best price they can for share issues.102 This directors’ duty is likely to be more valuable to 
shareholders than the ‘no issue at a discount’ rule in terms of protecting them against dilu-
tion. The rules requiring expert valuations of non-cash consideration might provide the 
shareholders with some information to help them determine whether the directors are in 
breach of their duties, but these rules are a cumbersome and expensive way to achieve that 
end. It is accepted that it may be justifiable for directors to issue shares at a discount in order 
to ensure that the issue is a success. Where the discount is deep, shareholders will only be 
protected against value dilution where the obligation placed on directors as regards price is 
combined with an ability on the part of the shareholders to either participate in the offer or 
trade their right to subscribe for new shares to a third party.

5.3.2.5. Efficacy of the Rules as a Form of Creditor Protection

The rules regarding the payment for shares are also sometimes said to be necessary as a form 
of creditor protection. However, it is hard to see what meaningful protection is provided to 
creditors in this regard. On one view the issue of the measure of consideration received by 
a company for its shares may be of little relevance or interest to the creditors. For example, 
in a case like Ooregum Gold Mining Co of India v Roper,103 where the shares were allotted at 
75 per cent of the par value, since the shares were then trading at a discount to the par value, 
it is difficult to see why this impacts on creditors in any negative way: any money contrib-
uted to this company by the shareholders expands the potential pool of assets for creditors, 
even if issued at below the par value of the shares.104
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as a measure of the capital actually subscribed. It is difficult to imagine that any creditors, present or future, would 
rely on par value in this way today.

 105 Companies Act 2006, s 583(3)(c).
 106 Pro-Image Studios v Commonwealth Bank of Australia (1990–91) 4 ACSR 586 (Sup Ct Victoria); cf Re Jarass Pty 
Ltd (1988) 13 ACSR 728 (Sup Ct NSW).
 107 Many assets devalue quickly (eg computers) and may have little or no value at a later date. In addition, the 
‘independent’ experts in this regard are repeat players in the market and will not wish to lose current or prospec-
tive clients (companies) by acting too independently in this regard. So long as the assets are not outrageously  
over-valued, it is likely that the non-cash consideration will be approved.
 108 Clearly creditors are interested in more than these issues in practice: see the discussion at 6.3.2 (regarding the 
initial information required by creditors) and chapter 13 (regarding the information required in relation to debt 
securities).

If, however, it is accepted that creditors do care about this matter and are harmed by 
an issue of shares below the par value of those shares, then the rules within the Companies 
Act 2006 do not appear to provide any significant protection for creditors on this point. 
For example, take the situation where shares are issued in consideration for the release of a 
debt, which constitutes cash consideration under the Companies Act 2006 since it involves 
the release of a liability of a company for a liquidated sum.105 Where the company owes A 
£120 and the company issues to A 100 shares of nominal value £1, this will be regarded as 
cash consideration and will not infringe the no-discount rule, as long as the debt released is 
greater than the nominal value of the shares. This appears to be the case even if the company 
is insolvent at the time, and the amount that the creditor is actually likely to receive is 
substantially below the nominal value of the shares issued.106 So, even if in the winding up 
the creditor will only receive 50 pence in the pound, ie just £60 in the above example, this 
does not infringe the no-discount rule. In the absence of deceit or fraud the court will not 
inquire into the financial capacity of the issuing company to pay to the creditor-allottee the 
amount of the presently payable debt. This is subject to the proviso that the debt must have 
been genuinely created in the course of the company’s business, and must be immediately 
payable.

Even if the rules are effective in ensuring that the value received by the company is in fact 
equal to the par value of the shares, this guarantee is not a very valuable one as far as credi-
tors are concerned. First, as discussed, the par value of the shares may in fact be well below 
their market value. Second, all that the rules aim to guarantee is that the value of the item 
on receipt is equal to the par value of the shares at that moment in time. For many items this 
will bear little relation to the value of the item at the future point in time when the creditors 
seek to realise their debts.107

In fact, these valuation rules can be regarded as being costly for companies both in 
money, in that the independent reports need to be paid for, and in time, as they delay 
company formation and the raising of capital through the issue of new shares. The prohibi-
tion on issuing shares in exchange for future services is also regarded as problematic in the 
context of the financing of high tech start-up companies. Creditors deciding whether to 
lend to a company, and on what terms, will be interested in the net worth of the company, 
which will include the existing share capital of the company. In assessing this they will need 
to examine the current value of the firm’s assets, rather than the value of the assets at the 
moment of purchase, as measured against the par value of the shares.108
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 109 See eg Ridge Securities Ltd v IRC [1964] 1 WLR 479; Re Halt Garage (1964) Ltd [1982] 3 All ER 1016; Barclays 
Bank plc v British & Commonwealth Holdings plc [1995] BCC 19.
 110 Other differences between these mechanisms are also observable; for example, their tax treatment varies 
somewhat.
 111 See 2.2.1, 3.2.1.
 112 See eg Model Articles for Private Companies Limited by Shares, art 30; Model Articles for Public Companies, 
art 70. It has been suggested that directors who only ever utilise interim dividends, without recourse to the share-
holders, may not be properly exercising the power conferred by the articles in this regard: Re Paycheck Services 3 
Ltd; Revenue and Customs Commissioners v Holland [2010] UKSC 51. See also The Investment Association, Share-
holder Votes on Dividend Distributions in UK Listed Companies, May 2019.

5.4. Maintenance of Capital

In the Companies Act 2006, the starting point for maintenance of capital issues is that any 
form of distribution of corporate assets to shareholders is prohibited except where the value 
of the distribution is less than that of the assets available for distribution. Distributions can 
be made to the shareholders in a number of ways, such as via the payment of dividends, via 
the redemption or repurchase of the company’s own shares, or through a reduction of share 
capital. Each of these mechanisms is explored in this section.

There are good reasons for companies to make use of these various mechanisms in 
some circumstances, but these distributions can also be used by shareholders to advantage 
themselves at the creditors’ expense, as discussed at 5.2. As a consequence, a number of 
constraints are placed on the use of these mechanisms. The central idea is that capital should 
not be returned to the shareholders. There is a longstanding common law rule that prohibits 
the return of capital to shareholders, which allows courts to strike down those that are inap-
propriate on the basis that they amount to a fraud on the company’s creditors.109 There are 
also statutory controls which place constraints on the use of dividends, share repurchases, 
share redemptions and reductions of capital. Although these mechanisms can in many ways 
be regarded as alternative methods of returning value to shareholders, the statutory controls 
on these concepts differ in many respects.110

5.4.1. Dividend Payments

The decision whether or not to pay dividends generally lies with the directors.111 The proce-
dure for the declaration and payment of dividends is set out in the articles of association. 
These usually provide for final dividends to be declared by shareholders, but only following 
the recommendation of the directors, and for interim dividends to be determined by direc-
tors without recourse to the shareholders for approval.112 Generally, articles will prevent 
shareholders from declaring a larger dividend than that recommended by directors, and 
it is unusual for shareholders to approve a lesser sum, so in practice it is the directors who 
determine the size of dividend payments.

5.4.1.1. Potential Benefits of Dividend Payments

There may be good reasons for directors to recommend the payment of a dividend. In 
particular, such payments may be necessary to meet shareholder expectations, and therefore 
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 113 For a discussion of the income rights generally attached to ordinary and preference shares see 3.2.1.1.2 and 
3.2.1.2.2 respectively.
 114 Eg Re Halt Garage (1964) Ltd [1982] 3 All ER 1016. For a recent discussion of this principle see Progress 
 Property Co Ltd v Moorgarth Group Ltd [2010] UKSC 55. This rule also prevents disguised distributions: Aveling 
Barford Ltd v Perion Ltd [1989] 1 WLR 360, although see now Companies Act 2006, ss 845–46.
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see 6.3.1.3.
 116 Companies Act 2006, s 830(2).
 117 The definition of ‘net assets’ for this purpose is the aggregate of the company’s assets less the aggregate of its 
liabilities: ibid, s 831(2).
 118 Ibid, s 831, giving effect to the Second Company Law Directive, art 56(1). Detailed guidance on these issues is 
provided by the accounting profession: see ICAEW & ICAS, Technical release: Guidance on Realised and Distribut-
able Profits under the Companies Act 2006 (TECH 02/17BL), April 2017.
 119 Companies Act 2006, s 831(4).
 120 Wood v Odessa Waterworks Co (1889) 42 Ch D 636.
 121 Model Articles for Private Companies Limited by Shares, art 34; Model Articles for Public Companies, art 76.
 122 Companies Act 2006, s 836(1).

to encourage investment in the company.113 In addition, dividends can perform a valuable 
role as a signalling device, to represent to the market the financial health of the company. 
Paying healthy consistent dividends is a way for managers to indicate to the market that they 
have long-term confidence in the business. These issues are discussed further at 2.5.

5.4.1.2. Constraints on Dividend Payments

Despite these potential benefits, the approach in the UK has been to constrain the direc-
tors’ discretion to make dividend payments, with a view to regulating the conflict between 
creditors and shareholders highlighted in 5.2. After all, one of the obvious ways in which 
shareholders could potentially be advantaged at the expense of creditors is for large distri-
butions to be paid to them in the form of dividends. Consequently, there is a common law 
rule of long standing that a distribution of assets to a shareholder, except in accordance with 
specific statutory procedures, is a return of capital which is unlawful and ultra vires.114

This common law rule operates in tandem with the statutory provisions, now contained 
in the Companies Act 2006, which lay down rules determining how companies may pay 
dividends.115 The 2006 Act provides that dividends can only be made out of a compa-
ny’s distributable profits, which are the company’s ‘accumulated, realised profits … less 
its accumulated, realised losses’.116 For public companies an additional hurdle is imposed: 
a dividend may only be paid when the amount of its net assets117 is not less than the 
aggregate of its called up share capital and undistributable reserves, and only if, and to 
the extent that, the distribution does not reduce the amount of those assets to less than 
the  aggregate.118 The undistributable reserves for this purpose include the share premium 
account, the capital redemption reserve, the amount by which accumulated unrealised 
profits exceed accumulated unrealised losses, and any other reserve which the company is 
prohibited from distributing by any enactment or by its articles.119 Companies must pay 
dividends in cash unless dividends in kind are authorised by the articles120—something 
that is commonly included.121

The amount of dividend that can be paid is therefore determined by refer-
ence to the company’s financial position in its relevant accounts,122 generally its last 
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Services 3 Ltd [2010] UKSC 55 [46]–[47] per Lord Hope, obiter, who acknowledged that there are two lines 
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Lordship’s view was that the trend of modern authority supported the former (see also Lord Walker at [28]). For 
discussion see E Ferran, ‘Directors’ Liability for Unlawful Dividends’ (2011) 70 Cambridge Law Journal 321.
 128 BTI 2014 LLC v Sequana SA & Others; BAT Industries plc v Sequana & Another [2016] EWHC 1686 (Ch); 
[2019] EWCA Civ 112. There can be some advantages to a claim under s 423 as compared to a claim under Part 23 
of the Companies Act 2006 or a claim relating to the fiduciary duties owed by directors when the creditors’ interests 
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annual accounts.123 There are a number of potential problems with this approach. The 
first is that the test is backward-looking, based on historical information about the 
company and its assets and liabilities. This may be contrasted with the forward-looking 
solvency-based test that has been suggested by some commentators as an alternative 
test for determining whether and how much may be distributed to shareholders by 
way of dividends. This solvency-based test is discussed further at 5.5.3 below. Second, 
these rules depend upon the accounts of the company accurately identifying the profits 
that may be distributed to shareholders under the legal rules. There may, however, be 
a divergence between the aims of accounting rules (which can be regarded as provid-
ing information relevant to investment decisions) and the legal rules regarding dividend 
distribution (which are focused on creditor protection issues).124 Unsurprisingly, these 
rules may not always be in sync. The present link between a company’s accounts and its 
dividend-paying capacity may, therefore, be questioned.

In the event of an unlawful dividend being paid, the recipient is personally liable to 
repay the dividend, but only if they have knowledge of the unlawfulness of the payment.125 
The directors who authorise the unlawful dividend payment will be liable to the company 
for those sums.126 It remains unclear whether the directors are strictly liable to repay the 
money, or whether the liability is fault-based and depends upon whether the directors have 
acted under an honest and reasonable belief that the facts justified the payment, such as 
where the directors base their decision in good faith on accounts which are later found to be 
defective.127 In addition, the payment of the dividend may amount to a transaction defraud-
ing creditors under section 423 of the Insolvency Act 1986,128 and might allow the court to 
make such order it thinks fit to both restore the position to what it would have been if the 
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 129 Insolvency Act 1986, s 423(2). The court will only make such an order where the payment was made for the 
purpose set out in section 423(3), ie either putting assets beyond the reach of a person who is making, or may at 
some time make, a claim against him, or otherwise prejudicing the interests of such a person in relation to the 
claim which he is making or may make. It is, however, enough to show that the majority of directors acted with 
this purpose in declaring the dividend. For discussion see BTI 2014 LLC v Sequana SA & Others; BAT Industries plc 
v Sequana & Another [2016] EWHC 1686 (Ch); [2019] EWCA Civ 112. The company in question in Sequana was 
found to have this purpose when paying one of the relevant dividend payments.
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transaction had not been entered into, and to protect the interests of any persons who are 
victims of the transaction.129

5.4.1.3. Possible Future Reform

The UK Government’s 2018 consultation on ‘Insolvency and Corporate Governance’ 
put forward a large number of suggested reforms both to improve the insolvency frame-
work in cases of major failure and to strengthen corporate governance in pre-insolvency 
 situations.130 Amongst the proposals aimed at the latter objective were a number concern-
ing dividend reform.131 The focus was on concerns arising where it emerges that a company 
in financial difficulties and approaching insolvency nevertheless paid dividends to its share-
holders, particularly in circumstances where net debt was high or there was a large pension 
fund deficit.132 The majority of respondents to the consultation felt that the UK dividend 
regime could be improved, and there were a variety of suggestions as to how this could be 
achieved. Given the focus of the initial consultation paper on pensions, it was notable that 
the Government stated that there should be no automatic bar on companies paying divi-
dends where the pension scheme is in significant deficit.133 However, taking respondents’ 
views into account, the Government decided that it will explore with legal and account-
ancy bodies and with business groups whether there is a case for a comprehensive review 
of the UK’s dividend regime, as well as options for a proportionate strengthening of the 
existing framework.134 This will include looking at: (i) whether directors could provide 
stronger reassurances for shareholders and stakeholders that proposed dividends will not 
affect the affordability of any deficit reduction payments agreed with pension fund  trustees; 
(ii)  whether companies should be required to disclose the audited figure for available 
reserves and distributable profits in their annual report; (iii) a re-examination of the defini-
tion of ‘net assets’; and (iv) whether any review should consider the case for more significant 
change, such as the merits of adopting a solvency based system, bearing in mind, of course, 
that the current distributable profits system is a mandatory requirement for public compa-
nies under the Second Company Law Directive.135 The Government will also consider 
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whether to legislate or take other measures to ensure that, for listed companies, there is at 
least one shareholder vote on dividend payments each year.136

5.4.2. Repurchases and Redemptions of Shares

There is a general rule that companies are not permitted to acquire their own shares.137 
However, the Companies Act 2006 contains a number of important exceptions to this 
rule. In particular, both redemptions and repurchases of shares are permitted in certain 
 circumstances.138 There are some significant similarities between these forms of distribu-
tion, both of which involve a purchase of shares from a shareholder by the company. The 
procedures for financing the purchase of shares are broadly similar, as is the use of the capi-
tal redemption reserve as a mechanism for preserving the company’s capital, although the 
details of the two regimes do differ. The essential difference between the two is the fact that 
as regards repurchases of shares the agreement of both parties is required at the time of the 
purchase, and the terms of the purchase are set at that time, whereas for redeemable shares 
the terms are generally set in the articles and may not require the consent of both parties.

5.4.2.1. Potential Benefits of Repurchases and Redemptions of Shares

Repurchases and redemptions of shares can be extremely beneficial, especially in small 
companies with little or no active market for the company’s shares, as they provide an exit 
route for shareholders. They can therefore deal with the problems of capital lock-in that 
shareholders in such companies can otherwise face. Offering an opportunity to exit the 
company in this way may, therefore, facilitate investment into the company. Redeemable 
shares, in particular, can be attractive to investors for this reason, as they provide a measure 
of certainty about the ability to exit the investment in the future.

Even in larger companies, these mechanisms can be a useful tool where the company has 
surplus cash which it wants to return to its shareholders. There are other ways in which a 
company could achieve this outcome, for example by paying dividends to the shareholders, 
but there may be reasons for preferring a share buyback to achieve this goal. For example, 
where dividends are utilised as a signalling device, directors tend to prefer to keep dividend 
payments stable and therefore to make a one-off payment via an alternative mechanism 
that will not raise expectations about future payouts.139 Share buybacks can also provide a 
signalling function, however, and may be utilised by directors to indicate their belief that 
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the share price is undervalued based on the expected future performance of the company.140 
Another potentially valuable use of these mechanisms is to facilitate a reorganisation of the 
company’s capital, for example by getting rid of a class of shares entirely, such as the prefer-
ence shares. This may be because the company wishes to replace one class of shares with 
another, or because it wishes to replace some of its equity financing with cheaper debt. They 
also facilitate employee share schemes as they make it possible for the company to purchase 
the shares when the employee leaves the company.141

Consequently, there are many good reasons why companies may want to make use of 
repurchases or redemptions of shares. However, because these mechanisms potentially 
infringe the maintenance of capital principle, their use has been curtailed by legislation.142 
It is notable that many of the constraints regarding the use of these mechanisms have gradu-
ally been relaxed over time, although public companies continue to face certain conditions 
when they seek to issue redeemable shares or to repurchase shares.143 Concerns have been 
raised about the long-term value to shareholders of buyback programmes by institutional 
investors and their advisers.144 The UK government has also expressed concerns that share 
buybacks may be misused, particularly by companies seeking to inflate investment, and has 
conducted research to understand how companies use share buybacks in order to consider 
whether further regulation of share buybacks is needed.145 The report did not provide strong 
support for reform, finding that

Overall, while we have used a variety of different research methodologies (literature review, 
qualitative surveys and interviews, and quantitative econometric analysis), they paint a consistent 
picture. The evidence does not suggest that repurchases are being used systematically to artificially 
hit EPS [earnings per share] targets, or crowd out investment.146

5.4.2.2. Repurchases of Shares

5.4.2.2.1. Rules Applicable to All Companies

Share buybacks are possible, provided the company satisfies the legislative requirements 
and any restrictions included in its articles.147 For a share buyback it is not necessary 
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for a company proposing to purchase its own shares to have the authority to do so in its 
 articles,148 however a shareholder resolution is required to authorise the buyback.149

A distinction is drawn between a ‘market’ purchase, which occurs where the purchase 
is made on a recognised investment exchange provided the shares are subject to a market-
ing arrangement on that exchange,150 and an ‘off-market’ purchase. Both kinds of share 
purchases require authorisation by way of an ordinary resolution.151 However, where the 
purchase is a ‘market’ purchase the authority may be general and not linked to any particu-
lar purchase of shares152 whereas for an ‘off-market’ purchase a general authorisation is 
not acceptable (unless the buyback relates to a private company and is connected to an 
employee share scheme).153 Accordingly, the shareholders must approve the specific terms 
of the contract by which the shares are purchased before it is entered into, or the contract 
must provide that no shares may be purchased until its terms have been authorised by a reso-
lution of the company.154 For ‘market’ purchases the maximum length of the authority is five 
years.155 For ‘off-market’ purchases the maximum duration is five years for public compa-
nies, but the resolution may be of unlimited duration if a private company is involved.156

Repurchases must be funded out of distributable profits or a fresh issue of shares in 
order not to reduce share capital.157 Where the buyback is funded wholly out of the 
company’s profits, the amount by which the capital of the company is reduced must be 
transferred to a capital redemption reserve,158 and this reserve is treated for most purposes 
as though it is share capital.159 In addition to these company law requirements, the Listing 
Rules create some extra requirements for listed companies.160 The Market Abuse Regulation 
creates exemptions from the market abuse regime for certain buyback programmes and  
price stabilisation.161
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5.4.2.2.2. Additional Flexibility for Private Companies

For private companies, the legislation creates additional flexibility when it comes to repur-
chasing its own shares. It is possible for private companies seeking to repurchase small 
amounts of shares to do so without having to specify that the cash for the repurchase is from 
distributable reserves, as long as there is provision to this effect in the company’s articles.162 
The threshold for this provision is the lower of £15,000 or the equivalent of 5 per cent of the 
share capital of the company in any given year.

In addition, a private company can buy back its own shares out of capital in certain 
circumstances.163 In particular, the directors must make a statement as to the solvency 
of the company.164 The directors must state that they have formed the opinion that, if 
the payment is made, the company will be able to pay its debts as they fall due for the 
coming 12  months, taking account of the company’s liabilities, including its contingent 
and prospective  liabilities.165 Annexed to this statement must be a report by the company’s 
auditors stating that they are not aware of anything to indicate that the directors’ opin-
ion is  unreasonable.166 The directors commit a criminal offence with a maximum term 
of imprisonment of two years if they make their statement ‘without having reasonable 
grounds for the opinion expressed in it’.167 A special resolution approving the payment is 
also required,168 and the directors’ statement and auditors’ report must be made available to 
the shareholders prior to their vote.169 The fact that the company has passed a resolution for 
payment out of capital must be publicised.170 The legislation includes the right for creditors, 
or members who did not vote in favour of the repurchase, within five weeks of the special 
resolution, to apply to court in relation to the repurchase.171 Consequently, the payment out 
of capital must be made no earlier than five weeks after the special resolution.172

Repurchased shares may be held by the company as treasury shares, which involves the 
company being entered onto the register of members in respect of those shares.173 During 
this period the company cannot exercise any rights in relation to the shares (such as the 
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right to vote) and no dividends may be paid on them.174 The company may then dispose 
of the treasury shares, for example by selling the shares for cash consideration or for the 
purposes of an employees’ share scheme,175 or it may cancel the shares.176 Treasury shares 
can have a number of advantages for companies, including giving a company the ability to 
manage the demand and supply for its shares.

5.4.2.3. Redemption of Shares

The Companies Act 2006 permits the existence of redeemable shares—that is, shares which 
are to be redeemed, or are liable to be redeemed, at the option of the company or of the 
shareholder.177 Any class of shares may be issued as redeemable, and redeemable ordinary 
shares and redeemable preference shares are both common. The issue of redeemable shares 
by public companies can only occur if there is prior authorisation in the articles;178 this is 
not a requirement for private companies.179

One matter that arises is whether the terms and manner of the redemption need to be 
specified in the articles of the company. The 2006 Act allows the directors of both public and 
private companies to determine the terms and manner of the redemption at the time of the 
issue of the redeemable shares, provided they are authorised to do so under the articles or 
by an ordinary resolution.180 In other words, the terms of the redemption need not be speci-
fied precisely in the articles, unless the directors are not provided with this authorisation.181

The financing of redemptions broadly follows that of repurchases.182 Redemptions must 
be funded out of distributable profits or a fresh issue of shares, in order not to reduce share 
capital,183 but private companies are permitted to redeem shares out of capital if they follow 
the solvency statement procedure set out in the Act.184 Unlike share repurchases, redeemed 
shares must be cancelled, and may not be held in treasury,185 so that redeeming shares will 
have the effect of reducing the company’s share capital.
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The Privy Council has held that an unlawful redemption payment received for good 
consideration is not void and there is no obligation on the recipient to return the payment.186 
In this case, the redemption payments were unlawful having been made in breach of a 
section of the Cayman Islands Companies Law that prohibits payments out of capital by a 
company that is insolvent.187 The position would be different if the recipient was in know-
ing receipt of the payment, ie if the recipient had knowledge of the directors’ breach of duty. 
However, according to the Privy Council this will be rare: ‘knowledge, especially in relation 
to apparently routine transactions where lawfulness depends on the internal affairs of the 
company, may be hard to prove’.188

5.4.3. Reductions of Capital

5.4.3.1. Potential Benefits of a Reduction of Capital

Reductions of capital may be valuable to companies in a number of scenarios. First, a 
company may have surplus assets, that is, assets that are in excess of the needs of the busi-
ness, and it may therefore wish to return some of this surplus to shareholders. A reduction 
of capital is one of the methods by which it might do so, alongside a dividend payment, 
share repurchase or redemption of shares.189 Unlike a dividend payment, the effect of a 
reduction of capital, a share buyback or a redemption of shares is to reduce the number of 
shares in issue. The mechanism for a reduction of shares is more complex than these other 
methods, however, as it requires court approval for public companies, and private compa-
nies often opt for the court approval mechanism too, although they also have a solvency 
statement mechanism available to them, which allows them to avoid this requirement.190

A second use for a reduction of shares can be to facilitate a reorganisation of capital of 
the company, for example by enabling the company to get rid of a class of shares, such as 
the preference shares, entirely. Share repurchases and redemptions can also be utilised for 
this purpose.191 One benefit that reductions might provide to the company in this regard, 
however, is that they can potentially be used to get rid of shareholders even where they do 
not consent. This is in contrast to both share repurchases and share redemptions, which 
require the consent of the shareholder to the sale, either at the time of the issue of shares or 
at the time of the sale.192
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A third use of a reduction of capital is to convert undistributable reserves in the 
company into a reserve that is capable of being distributed. The reserve arising from a 
reduction of capital that has been confirmed by the court is treated as a realised profit, 
and is therefore distributable, unless the court orders otherwise,193 and a reduction of 
capital following the solvency statement mechanism can also be treated as a realised profit 
in certain circumstances.194 Such a reduction is often carried out in combination with a 
scheme of arrangement.195

Finally, a reduction of capital may be valuable as a way of reflecting the actual assets of 
the company, where losses have resulted in the capital of the company no longer reflecting 
the reality of the situation. Such a reduction will not be accompanied by any payment to the 
shareholders.

5.4.3.2. Court Approval Route Available to All Companies

The Companies Act 2006 allows court-approved reductions of capital for both public and 
private companies. Section 641 of the Companies Act 2006 allows both public and private 
companies to reduce their capital by way of a special resolution, which is subsequently 
confirmed by the court.196

Creditor protection is provided by the requirement of the court’s confirmation of 
the reduction proposal.197 Creditors are entitled to object to the reduction where their 
interests may be adversely affected, such as where the reduction involves a repayment to 
 shareholders,198 rather than merely cancelling share capital which is unrepresented by a 
company’s available assets.199 The basis of the creditor’s objection is that they must show 
that there is a real likelihood that the reduction would result in the company being unable 
to discharge the debt when it fell due.200 The introduction of this ‘real likelihood’ test in 2009 
may be regarded as making the reduction of capital procedure slightly less protective of 
creditors.201 Once the list of objecting creditors has been settled by the court, the court may 
not confirm the reduction unless all the objecting creditors have consented to the reduc-
tion, or their claims have been discharged or secured.202 In practice, however, courts are 
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rarely required to settle lists of objecting creditors.203 In the past this was because companies 
would generally structure the reduction of capital in such a way as to deal with these creditor 
protection issues and to persuade the court to disapply this statutory protection, for  example 
by demonstrating that after the reduction they will continue to have sufficient cash to pay 
their existing creditors, including contingent creditors, or by arranging for a guarantee of 
their creditors’ debts.204 Alternatively, companies could seek the consent of creditors to the 
reduction, since the court will dispense with these statutory creditor protection require-
ments to the extent that creditors have consented to it. Since the 2009 amendments to the 
court approval mechanism for reductions of capital, and in particular the introduction of 
the ‘real likelihood’ test, another means for companies to avoid the objection procedure has 
arisen. Specifically, companies can rely on evidence about their business prospects over the 
forthcoming years as grounds for dispensing with this procedure. Courts have been inclined 
to accept such evidence as grounds for dispensation, on the basis that there is ‘no realistic 
possibility that any creditor of the Company, present or future, would be able to satisfy 
the “real likelihood” test within a time frame where such an assessment could sensibly be 
made’.205 The courts have emphasised that the test is whether the reduction of capital creates 
a ‘real risk’ of non-payment for the creditor. Consequently, the creditor’s continued expo-
sure to the ordinary, general risks of the company’s business is not, as such, a ground for 
objection.206 Even where there are no objecting creditors, however, or their objections have 
been dealt with, the court must have regard to creditor interests when deciding whether to 
confirm the reduction.

In determining whether to approve the reduction, the court will also be interested in 
the issue of shareholder protection.207 In particular, the court will wish to see that there 
was full disclosure of the relevant issues to the shareholders before the vote, so that they 
were aware what they were agreeing to. Where the shareholders comprise more than one 
class, the court will have regard to whether the reduction infringes class rights.208 The 
issue will often turn on whether the proposed reduction involves the fulfilment of the class 
right, as set out in the articles, or is a variation of that right, in which case the consent 
of the class may be required.209 These issues will often turn on the court’s interpretation 
of the rights set out in the articles. Where, for example, the reduction of capital involves 
paying off the preference shareholders, if the articles specify a right to a preferential divi-
dend, and priority with regard to a return of capital but no right to participate in surplus 
and no other protection, then the courts have interpreted the reduction of capital to be a 
fulfilment and not a variation of their class rights.210 No consent will therefore be required 
from the preference shareholders, and they will not be able to object to being paid off in 
this manner.
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If the court approves the reduction, a copy of the court’s order, together with a statement 
of capital setting out the details of the company’s new share capital, must be lodged with the 
registrar of companies.211

5.4.3.3. Solvency Statement Mechanism for Private Companies

Private companies have an alternative mechanism available to them for reducing their 
 capital, namely a special resolution coupled with a solvency statement from the directors.212 
There are close similarities between this solvency statement and that required of directors 
in the procedure whereby private companies can repurchase their shares from capital,213 
although one difference is that the required statement for a reduction of capital does not 
need to be accompanied by an auditors’ report.214 The directors are required to state that 
they have formed the opinion that, as regards the company’s position at the date of the 
statement, there is no ground on which the company will be found to be unable to pay its 
debts, and that the company will be able to pay its debts as they fall due during the following 
year.215 The statement must be made by all directors, and the directors must take account 
of prospective and contingent liabilities of the company.216 Making a statutory statement 
without having reasonable grounds for the opinions expressed in it is a criminal offence for 
which the maximum penalty is imprisonment for up to two years.217

In BTI 2014 LLC v Sequana SA218 Rose J examined what this meant in practice. She 
stated that the court was entitled to examine the opinions which the directors had formed in 
making the solvency statement. It was necessary for the court to be satisfied that the direc-
tors had in fact formed the opinions required and that they had applied the correct test in 
coming to those opinions. When making the solvency statement directors are not required 
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to go through every contingent or prospective liability facing the company, work out what 
was the worst that could happen, attempt to put a figure on the liability in that scenario and 
then measure the company’s assets against that figure. The directors must instead look at 
the situation of the company at the date of the solvency statement and, taking into account 
contingent and prospective liabilities, form an opinion as to whether the company is able 
to pay its debts.

In Sequana Rose J confirmed that if the directors do not have reasonable grounds for 
forming the opinions expressed in the solvency statement they commit an offence under 
section 643(4) of the Companies Act 2006, but this does not itself invalidate the solvency 
statement or the resulting reduction of capital, so long as the directors honestly and genu-
inely formed that opinion. This is important since an invalid solvency statement means 
that actions done pursuant to it, such as paying out a dividend, would be invalid, and those 
that carried out those actions would face potential liability, up to the full amount of the 
dividend.219 The policy underlying the decision in Sequana is therefore a recognition of the 
difficulties in unravelling a distribution made pursuant to an invalid solvency statement 
at some point in the future. Sequana was followed in LRH Services Ltd v Trew220 although 
this latter decision also placed some limits on the decision taken in Sequana. In particular 
in LRH Services it was stated that although the court will not scrutinise the reasonableness 
of the directors’ opinion in determining validity, a solvency statement will be invalid unless 
the directors involved have as a minimum actually turned their minds to the contingent and 
prospective liabilities of the company. The solvency statement was held to be invalid in that 
case because the relevant director had not made any enquiry or given any consideration to 
the company’s actual liabilities.

The special resolution, solvency statement and statement of capital must all be delivered 
to the registrar within 15 days of the special resolution.221

There are a number of reasons, both presentational and practical, why private companies 
may still wish to follow the more cumbersome and expensive court approval route. These 
include the desire to draw as complete a line as possible under a particular change of share 
capital, and the desire to obtain the court’s approval for an unusual reduction,222 in circum-
stances where the directors are faced with a difficulty in forming the opinion required for 
the solvency statement.223 Concerns amongst directors about the criminal sanctions that 
attach to the solvency statement mechanism, that are absent in the court approval route, 
may also incline directors to prefer the latter option. Nevertheless, the solvency statement 
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approach can offer a cost-effective alternative to the court-based procedure for private 
companies.224

5.4.4. Prohibition on Financial Assistance

The rules regarding financial assistance deal with the scenario in which a company finan-
cially supports the purchase of its own shares. The rules prohibiting companies providing 
assistance for the acquisition of their own shares have traditionally been regarded as part of 
the legal capital rules, but the root of these provisions has little in common with the rest of 
the capital maintenance provisions. In particular, creditor protection does not seem to be a 
strong driver behind these rules. Indeed, the link between capital maintenance and financial 
assistance is tenuous.225 The concerns regarding the use of financial assistance often seem 
to be focused elsewhere. One mischief at which these sections are aimed is not abuse of 
creditors per se, but rather the prevention of the use of target company resources in a lever-
aged buy-out to assist the acquisition of shares.226 In many instances, for example where 
the form of assistance is a loan, no harm to the creditors will result from the assistance. 
Indeed, the Company Law Review Steering Group concluded that the prohibition ‘can only 
endanger the interests of creditors in a situation of potential insolvency, when the directors’ 
duties and the provisions on fraudulent and wrongful trading are likely to be relevant’.227 
It may also be noted that even though the ban on financial assistance is often said to be 
an impediment to leveraged buy-outs, it has not prevented the development of a signifi-
cant European leveraged buy-out market.228 Other concerns regarding financial assistance 
centre on its potential use to bolster the share price of the company giving the assistance.229 
Manipulating the share price of the company is, however, an offence with both criminal and 
administrative sanctions attached to it, so it is questionable whether a separate regime is 
needed to deal with particular scenario.230 The financial assistance rules are therefore best 
seen as an ‘offshoot’ of the legal capital rules, as they have only a limited overlap with the 
idea that a company should maintain its capital.
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The financial assistance rules have been subject to substantial criticism as a result of 
both the complexity of the rules and the costs associated with complying with them.231 
Until 2006 the rules prohibiting financial assistance applied to public and to private 
companies, although private companies had the option of a ‘whitewash’ procedure.232 
Reform proposals were suggested by the Company Law Review Steering Group233 and, as 
a result, the ban on financial assistance no longer applies to private companies, unless they 
are subsidiaries of public companies.234 Public companies, however, remain subject to a 
prohibition on the giving of financial assistance for the purchase of their own shares.235 In 
large part this is due to the need to implement the requirements of the Second Company 
Law Directive.236

The concept of ‘financial assistance’ is construed broadly, to include not only assistance 
which directly or indirectly helps to pay the price of the shares but also other steps which 
merely smooth the path, for example the payment of concurrent benefits such as account-
ants’ fees.237 The assistance must be financial in nature and it must fall within the forms of 
financial assistance specified in section 677 of the Companies Act 2006, since only these 
forms of assistance are banned. These include, for example, financial assistance given by 
way of gift,238 by way of guarantee, security or indemnity,239 or by waiver240 or loan,241 and 
include the catch-all of ‘any other financial assistance given by a company where … the 
net assets of the company are [thereby] reduced to a material extent’.242 Finally, it must be 
ascertained whether the assistance is given for the purpose of the acquisition of shares,243 
or for the purpose of reducing or discharging a liability incurred for the purpose of an 
acquisition.244 The assistance will not be caught by the provisions of the 2006 Act if the 
‘company’s principal purpose in giving the assistance is not to give it for the purpose of any 
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such acquisition’ or is only an incidental part of some larger scheme.245 The concepts of 
‘larger’ or ‘principal’ purpose have, however, been construed very narrowly by the courts.246 
In addition, some statutory exceptions are provided.247

Criminal penalties follow from the provision of unlawful assistance: the company is 
liable to a fine and every officer of the company who is in default is also guilty of a criminal 
offence and liable to imprisonment for up to two years, or a fine, or both.248 In addition, any 
transaction constituting unlawful assistance is illegal, and any obligations undertaken by the 
company will be unenforceable.249 If the company has actually given the unlawful financial 
assistance, the transaction will be void. The directors who are a party to the breach of the 
financial assistance provisions will be in breach of their directors’ duties and liable to the 
company for any losses incurred by it as a result of the default.250

The law relating to financial assistance is riddled with uncertainty, which leads to signif-
icant costs for companies as they seek legal advice regarding whether transactions will fall 
foul of these provisions and, if so, how to structure transactions so as to avoid this prohibi-
tion. Cost considerations were certainly part of the reason why the ban was removed for 
private companies in the 2006 Act.251 Also relevant, however, was the fact that there are 
other rules in place that can be called upon to provide protection for any of the groups that 
might be harmed by a company providing financial assistance, including general company 
law principles (in particular directors’ duties and minority shareholder protection), take-
over regulation,252 market manipulation provisions,253 and the rules designed to protect 
creditors in the run-up to insolvency,254 including wrongful trading255 and fraudulent 
 trading.256 It is hard to justify the continued existence of these rules for public companies, 
except for the need to comply with the requirements of the Second Company Law Directive 
in this regard.
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5.4.5. Efficacy of the Rules as a Form of Creditor Protection

The capital maintenance rules appear to offer more protection to creditors than the mini-
mum capital rules, since they aim to restrict distributions to shareholders and reductions of 
capital. In reality, however, little if any protection is actually afforded by the rules.257 There 
are a number of reasons for this failure. The comments here focus, in particular, on the 
rules regarding dividends, repurchases and redemptions of shares and reductions of capital, 
since these all represent methods by which cash can be returned to shareholders and raise 
the creditor-shareholder conflict discussed in 5.2. The financial assistance rules seem to 
have a different rationale, and can be regarded as concerned with creditor protection only 
tangentially.258

One difficulty with the distribution rules as a form of creditor protection is that distribu-
tions to shareholders are regulated by imposing a balance sheet test.259 Consequently, only 
that portion of the net assets that exceeds the capital and the undistributable reserves260 can 
be paid out to shareholders, irrespective of whether the payments will threaten the credi-
tors’ expectations of repayment. This balance-sheet information bears little relation to the 
company’s true financial position.261 It is calibrated by reference to historic contributions by 
shareholders, rather than by any calculation of a company’s assets or financial needs on a 
going concern basis.262 In addition, using the company’s accounts as a basis for determining 
whether the company can return assets to shareholders without unduly disadvantaging the 
creditors is problematic when the accounts are focused not on creditor protection but on the 
distinct goal of providing information relevant to investment decisions.263 As a result, there 
is a disjunction between a company’s real capacity to make distributions to shareholders, 
and the result under the maintenance of capital rules, which may produce either an unduly 
generous or unduly restrictive outcome.264 It is likely that more effective controls on distri-
butions can be put in place by other means.265

Where a company has no positive net present value projects in which to invest, an inabil-
ity to distribute its surplus to shareholders can be regarded as a waste of resources. There are 
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often good reasons for a company to be able to return its capital to its shareholders, via a 
dividend payment, a repurchase or redemption of shares or a reduction of capital.266 For 
example, to the extent that the payment of dividends is a method by which companies can 
signal particular information to the marketplace,267 an unduly restrictive policy on divi-
dend payment constrains the company’s ability to make use of this facility. An inability to 
do so can potentially have a negative impact on the efficiency of the equity market.268 Undue 
constraints on a company’s ability to make use of these mechanisms should therefore be 
avoided.

Another difficulty with the distribution rules is that they comprise only a narrow set 
of circumstances in which capital cannot be returned to the shareholders.269 They do not 
prevent assets being distributed to shareholders in other ways, such as the payment of 
excessive compensation for shareholders who are also directors of the company. In the UK, 
directors of private companies can avoid the rules preventing the payment of dividends 
out of capital by returning capital to the shareholders by means of a share repurchase or a 
reduction of capital, provided the directors declare that the company will remain solvent 
for 12 months.270 Neither do the capital maintenance rules prevent the assets being lost in 
other ways, for example through poor investments taken by directors, fraud by directors, or 
simply unfortunate market conditions.

Not only do the legal capital rules not provide any significant levels of creditor protec-
tion, they also impose burdens on companies. One example of this relates to reductions 
of capital. If the company has to go to court to carry out the reduction,271 this becomes 
a costly exercise. The amount of protection afforded to creditors via this procedure,  
where the company is undeniably solvent, is minimal. Although the court has to have 
regard to the creditors’ interests when determining whether to allow the reduction, 
the evidence that the creditors’ interests are protected is usually demonstrated by the 
company providing the court with evidence of a bank guarantee for all existing debts.

The legal capital rules also impose other costs on companies. For example, costs 
sometimes arise because transactions have to be ingeniously structured so as to avoid a 
particular legal capital rule. The legal capital rules rarely prevent transactions altogether. 
There are generally ways around the rules, although these often require expensive legal 
advice and may require court orders,272 and are therefore costly in terms of both time and 
money. The complexity of the system, and the fact that these alternative mechanisms for 
returning value of shareholders, namely dividends, share repurchases and redemptions and 
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reductions of capital, all have different statutory controls and different requirements, is hard 
to justify.

5.5. Alternatives to the Legal Capital Rules

In light of the apparent failure of the legal capital regime to provide meaningful creditor 
protection, a failure acknowledged by many academics273 and even accepted by the CJEU, at 
least as regards minimum capital requirements,274 alternatives to the current regime need to 
be investigated. This section assesses creditor protection via contract and via insolvency law, 
before analysing the possibility of the introduction of a general solvency-based approach to 
these issues.

5.5.1. Creditor Protection via Contract

One suggested alternative approach is that adopted by many US states, namely that the 
law need not and should not regulate this issue. Creditor protection, to the extent that it is 
required, can be provided via contract.275 On this view, there is no need for any protection 
to be provided to the creditors beyond that which they might be able to bargain for them-
selves. To the extent that there is a danger of abuse by the shareholders,276 the adjusting 
creditors have the opportunity to protect their own interests, by building in adequate inter-
est rates to take account of the risk of lending, by taking some form of control rights over the 
company to monitor the directors’ behaviour, and by taking security to protect themselves 
in the event of insolvency.277 Chapters six and seven analyse in detail the forms of protection 
that creditors can bargain for themselves.

Against this approach, it is sometimes suggested that the legal rules mimic what can 
be achieved through contractual bargaining and that, because they provide a ready-made 
solution, they reduce transaction costs.278 There seems little evidence for this in practice,279 
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however, and even if there were, this does not present a compelling argument for retaining 
them as mandatory rather than optional rules. As Professor Ferran points out:

A justification for legal capital rules that is based on their function as a transaction cost-reducing 
mechanism is only plausible where market participants are allowed the flexibility to choose 
between the ready-made model provided by the law or a contractual model that may cost more to 
negotiate but which may be cheaper in the long run because of lower interest charges or otherwise 
more favourable financing terms.280

Contract-based systems have a flexibility and adaptability which is hard, if not impossible, 
to mimic in a statutory model. It is difficult to see why official lawmakers are in a better posi-
tion to supply the terms for loans and debt securities than the users of such instruments in 
practice, and if standard terms are needed it seems sensible to leave it to the market partici-
pants themselves to generate them.

One further argument that is sometimes raised against the proposition that creditor 
protection can be left to contract is the fact that only some creditors are in a contractual 
relationship with the company and, of those, only a subset will have the incentive, bargain-
ing power and resources necessary to improve their position by taking security or by other 
contractual means.281 Even non-adjusting creditors,282 however, may be able to free-ride 
on the covenants imposed by more sophisticated creditors.283 This may not always work 
perfectly in practice, and the benefits to weaker creditors will only arise where the contrac-
tual negotiation or creditor monitoring processes of the adjusting creditors works effectively. 
Nevertheless, this system allows for the possibility of some protection for the non-adjusting 
creditors, and there are other mechanisms available to protect these creditors.284

As regards involuntary creditors, compulsory insurance schemes cover the majority of 
tort claims against companies, namely those arising from accidents at work and road traffic 
accidents.285 Employees are covered by a range of employment legislation to protect them, 
and are placed in the category of preferred creditors on a winding up as regards the payment 
of at least some of the money owed to them. This raises an important issue. Creditors are 
principally in need of protection from shareholders when the company is insolvent, and 
the protections that adjusting creditors can bargain for themselves are of primary benefit 
in the event of insolvency. By the same token, non-adjusting creditors are most in need of 
protection when the company is insolvent. The availability of creditor protection once the 
company is insolvent is dealt with in the next section.
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5.5.2. Creditor Protection via Insolvency Law

Protection of the creditors from the shareholders is of principal importance when the 
company is insolvent.286 At that point there will generally be insufficient money to satisfy 
all the claims against the company and the conflict between the shareholders and the 
creditors will be clear. On insolvency, however, the creditors are put in the driving seat, 
and insolvency law protects the creditors from the shareholders’ claims. As discussed in 
chapter  three,287 statutory provisions are in place to ensure that the shareholders do not 
undermine the principle that creditors rank ahead of the shareholders at this point in time. 
In particular, section 74(2)(f) of the Insolvency Act 1986 provides that claims by a member 
in his character as a member by way of dividends, profits or otherwise are deemed not to 
be a debt of the company, so that on a winding up these claims are subordinated to the 
claims of the unsecured creditors. The courts are also keen to ensure that the statutory 
order of payment out on a winding up is not undermined.288 On insolvency, then, the rules 
regulating the order of payment out on a winding up or distribution by an administrator 
are effective at protecting creditors from the claims of shareholders, which is the principal 
concern of the legal capital rules. The protection of some types of creditors from the claims 
of other, more powerful, creditors is discussed in chapters three and seven.289

The suggestion is, therefore, that while the company remains solvent, creditors are 
not in need of any special protection from the law. It is notable that at this point the law 
does not separate creditors’ interests from those of the shareholders in determining the 
scope of directors’ duties. Section 172 of the Companies Act 2006 does separate a number 
of other stakeholder groups which require consideration by directors when determining 
what is ‘most likely to promote the success of the company for the benefit of its members 
as a whole’.290 However, creditors are absent from this list, and rightly so.291 The credi-
tors’ primary interest in the company is the return of their investment, and while there is 
adequate money to pay them they have no need of additional protection from the law.292 
This changes only where the company is insolvent, or on the threshold of insolvency. Where 
the company is insolvent, although the creditors do need protection from the shareholders, 
this protection is provided by insolvency law.

One argument that could be raised against this approach is that the definition of insol-
vency is notoriously difficult,293 and therefore it should not be used as a hard boundary 
between creditor protection being provided by law and no such creditor protection. There is 
obviously a period just prior to insolvency when the creditors do become in need of protec-
tion, although formal insolvency procedures have not begun. The law recognises this grey 
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area already.294 The directors’ duty to have regard to the creditors’ interests operates when 
the company is nearing insolvency,295 and many of the provisions in the Insolvency Act 
1986 take account of behaviour in the period before insolvency. In particular, section 214 
of the Insolvency Act 1986 operates once the directors have concluded, or ought to have 
concluded, that there is ‘no reasonable prospect’ that the company can avoid going into 
insolvent liquidation.296 This provision is important because it acts as a disincentive to 
directors to dispose of assets, or to trade wrongfully, and because it allows the creditors to 
obtain redress against those directors.297 There are also provisions operating in the period 
prior to insolvency which enable the liquidator to get back the assets from the person to 
whom the assets were disposed,298 although whether these sections deter dissipation of the 
assets in the first place is more difficult, since directors do not suffer any specific detriment 
as a result of an action under these provisions.299

If there is a concern that the boundary between solvency and insolvency means that 
creditors are potentially left unprotected in this twilight zone, it would be better to focus 
on providing more protection for creditors at this time, or clarifying the definition of insol-
vency, rather than legislating for the entire period when a company is solvent. However, 
there is a danger of over-regulation of this area.300 The Company Law Review, which 
preceded the 2006 Act, did consider increasing directors’ obligations to creditors. One early 
suggestion was that the common law duty on directors to consider creditors’ interests at or 
near insolvency should be moved further back into the solvent life of the company, so that 
this obligation should kick in when insolvency was merely in prospect. This was dropped 
due to fears that it would have a ‘chilling effect’—that is, it would encourage directors to 
move too precipitously to put companies into liquidation, and not to risk trying to trade 
out of their difficulties with the attendant risk of being sued by the liquidator or admin-
istrator on the creditors’ behalf if they failed and worsened the creditors’ position in the 
meantime.301 The Companies Act 2006 maintains the previous position regarding directors’ 
duties to creditors.302

It is sometimes suggested that the rules relating to piercing the corporate veil need to be 
reconsidered in order to allow the creditors on insolvency to claim from the shareholders 
above and beyond the limit of their contributions to the company.303 These arguments are 
not concerned with the need to ensure that the creditors rank ahead of the shareholders 
on a winding up, rather they question whether it is acceptable to undermine the concept 
of limited liability in some circumstances. The strongest arguments in favour of additional 
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veil-piercing are made in relation to involuntary creditors.304 Yet, in the UK compulsory 
insurance covers the majority of tort claims against companies, namely those arising from 
accidents at work and road traffic accidents.305 There is no good justification for altering the 
veil-piercing rules in the UK on this basis.306

Another counter-argument is that, even if the company does not become insolvent 
as a result of the distributions to shareholders, the creditors’ interests can nevertheless be 
harmed because the distributions reduce the company’s net assets, and therefore expose 
them to a greater risk of default.307 Creditors, it could be argued, are still prejudiced if the 
risk of default increases above that at which they priced it, and if the value of their debt claim 
matters to them as an asset.308 A restriction on the return of capital to shareholders could 
potentially bring some benefits to creditors, especially the adjusting creditors, who, after all, 
are the group able to price the risk of the default they believe they are facing and factor that 
into their relationship with the company. This is, however, a group which is in a position to 
protect itself by contract. It may be questioned whether this concern justifies the imposi-
tion of the legal capital rules in a solvent situation, particularly when these inefficiencies are 
weighed against the costs of the legal capital rules themselves.

The suggestion, therefore, is that most creditors are able to protect themselves by 
contract, and that creditors only need additional protection from the law on insolvency, at 
which point the insolvency provisions do provide that protection.309 A natural follow-on 
from this proposition is the solvency statement approach, discussed in the next section, 
which is an approach that gives the directors considerable freedom to manipulate the 
company’s capital while the company is solvent, subject to the agreement of the company’s 
shareholders. On this analysis, no specific creditor protection is provided by law while the 
company remains solvent. This approach therefore has the perceived advantages of ‘greater 
simplicity and stronger protection for creditors’.310

5.5.3. Solvency Statement Approach

The solvency statement approach starts from the proposition that creditors only need 
protection when the company is insolvent. The law should provide protection for the credi-
tors at that point, and it does so via insolvency provisions, but there is no need for the 
law to provide any protection while the company is solvent. Obviously, there is a difficult 
period just prior to insolvency where the law may need to intervene, when the company 
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is technically solvent but creditors are in need of some protection against abuse from the 
shareholders, but the UK already has provisions in place to deal with this period.311 The 
value of the UK’s regulations in this regard has been recognised within Europe. When  
the Winter Group considered whether a general solvency statement should be adopted at 
EU level, it was suggested that should a solvency statement-based system be put in place 
then a wrongful trading provision akin to section 214 of the Insolvency Act 1986 would be 
desirable throughout Europe.312 In terms of regulating the relationship between creditors 
and shareholders, which, after all, is all that the legal capital rules aim to achieve, the existing 
provisions are reasonably effective. Even if some creditors are not protected against other 
creditors on insolvency, they are nevertheless protected against the possibility of sharehold-
ers ranking ahead of them, which is all that the legal capital rules aim to prevent.

The basis of the solvency statement approach is that solvent companies should be left 
unconstrained by the legal capital rules as regards the manipulation of their own capi-
tal. As long as a company is solvent, the directors should be able to make distributions of 
capital, including dividend payments, reductions of capital, repurchases and redemptions. 
Indeed the directors should be able to manipulate the company’s capital as they see appro-
priate, without the need to have regard to creditors’ interests, while the company remains 
solvent. That is not to say that constraints would not exist. Directors would be constrained 
by the need to gain shareholder approval for the measures they propose, and by the need 
to comply with their directors’ duties in proposing and carrying out those measures, that 
is, a standards-based approach. In addition, in relation to public companies, transparency 
obligations would potentially apply313 and the market would act as a constraint on the 
company’s management. In particular, the institutional shareholders within the UK have 
the potential to act as an important check and balance on management action.314 This has 
already been discussed in the context of pre-emption rights at 4.4.3 above, and the corpo-
rate governance role of institutional shareholders is discussed further in chapter eleven.315 
Furthermore, to the extent that the company has debt finance, the directors’ behaviour will 
be considerably constrained by covenants.316

A general solvency test approach has been adopted elsewhere to deal with these issues.317 
It has already been adopted in the UK to deal with specific aspects of legal capital regula-
tion, namely allowing private companies to repurchase shares out of capital and to reduce 
their capital without the need to go to court.318 However, in order for this approach to 
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be a successful tool in regulating company capital on the wholesale basis suggested above, 
it will need careful application. In particular, thought needs to be given to the appropri-
ate solvency test, to the imposition of liability on directors, and to the consequences that 
should flow from unlawful payments.319 It could also be valuable to consider the likely effect 
of moving to a solvency-based approach more generally, for example, whether solvency-
based rules on dividends would have the effect of reducing the dividends paid by listed UK 
companies, moving it therefore towards a capital appreciation market.320

5.5.3.1. The Test of Solvency

It is important to select the correct solvency test for this purpose. In contrast to the balance 
sheet test that forms the basis of the current distribution rules, discussed at 5.4, the starting 
point for a solvency-based approach is a test which focuses on whether the company is able 
to pay its debts as they fall due. This is, therefore, a forward-looking approach.321 On this 
basis, the directors are required to reach a view that for the reasonably foreseeable future, 
taking account of the company’s expected prospects in the ordinary course of business, it 
could reasonably be expected to meet its liabilities.322

The test of solvency currently adopted by the Companies Act 2006, in relation to repur-
chases of shares out of capital by a private company, is a good starting point. This test 
requires the directors to form an opinion about the company’s ability to pay its debts at the 
time of making the solvency statement, and to look forward over the coming 12 months 
in order to determine whether, after making the proposed distribution, the company will 
be able to pay its debts as they fall due over that period (or to pay its debts in full if it is 
wound up within that period).323 This test requires directors to take account of ‘contingent 
or prospective’ liabilities, in addition to existing liabilities, when making this assessment.324 
Rickford et al have suggested that ‘contingent or prospective’ liabilities should not be inter-
preted too narrowly in this context.325 This phrase should not be confined to contingent 
liabilities that have already vested, or prospective liabilities that have already accrued. An 
overly technical interpretation would reduce the value of this solvency test as a creditor 
protection device. Instead, directors should take account of all the liabilities which the 
company will face in the following period, encompassing all of the normal trading pros-
pects of the company.
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One issue that arises is the appropriate time horizon for the application of this test. 
Too short a period could potentially reduce the level of creditor protection, and concerns 
are sometimes voiced about the inability of a solvency-based test to address long-term 
liabilities, such as pension obligations. By contrast, too long a time horizon increases the 
uncertainty of the issues which directors are being asked to assess. In general, the 12-month 
period that is found within the Companies Act 2006 at present seems to be accepted as a 
reasonable minimum period for this purpose.326

It is generally accepted that a cash flow test, that is, one which focuses on the debts 
of the company as they fall due, will be a more useful starting point for a solvency test 
approach than a balance sheet test. The question arises, however, as to whether this cash 
flow test should be combined with some form of asset-based test in order to provide credi-
tors with the requisite level of protection. The general solvency-based regime introduced 
in New Zealand, for example, requires certification of solvency by the directors based on 
both a cash flow test and a bare net assets test.327 A bare net assets test simply requires that 
the company’s assets should exceed its liabilities. This test differs from the asset-based test 
created for distributions by the Second Company Law Directive, which requires that the 
assets exceed the liabilities by a ‘margin’,328 that margin being the amount of the company’s 
legal capital. This chapter has argued that the legal capital rules do not provide any mean-
ingful creditor protection, and as a result the addition of this ‘margin’ is unnecessary and 
indeed has costs attached to it. However, the question arises whether a net assets test without 
this additional margin is a meaningful form of creditor protection and should, therefore, be 
combined with a cash flow test.

There appears to be some support for the view that the introduction of a general 
solvency-based approach in Europe should utilise both the cash flow test and some form 
of bare net assets test. One argument in favour of this approach is that it can potentially 
provide more information to the directors when they are determining whether they can 
legitimately make a distribution.329 However, the addition of an asset-based test potentially 
faces the same problems as those discussed in the context of the current balance sheet-
based approach, namely that the information provided by the net assets test, linked as it is 
to historical balance sheet information, does not per se provide useful information about 
whether a company should make a distribution, since ‘[n]et assets tests are not well suited to 
covering these important forward looking indicators of the true financial position’.330 Such 
a test would therefore need to be implemented with care to avoid these concerns. One way 
to address these difficulties would be to ensure that any net assets test is applied in a flex-
ible way, which takes account of these issues and subjects the accounting figures to proper 
business appraisal. However, if this approach is followed, there may be very little difference 
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between an assessment of the net position of a company and an assessment of solvency 
using the cash flow test.331

Once the decision is taken as to which solvency test to use, the next issue is how to apply 
that test in practice. In particular, the question arises as to whether this solvency statement 
by the directors should be audited. Of the two examples of the solvency statement method at 
work within the Companies Act 2006, one does require the statement to be audited,332 and 
the other does not.333 In practice, this distinction may not be significant, since directors will 
often want to obtain the advice of the company’s auditors before making a solvency state-
ment, and therefore the auditors will be potentially liable both in contract and in tort if they 
act negligently. Therefore, although the auditors may not be liable on the face of the statute 
for negligent advice, in practice the auditors are likely to be joined in any action against the 
directors arising from an inaccurate solvency statement.

5.5.3.2. Liability of the Directors

The solvency statement approach rests heavily on the ability and willingness of directors 
to produce accurate assessments of the solvency of the company. The second important 
 component of an effective system based on a solvency statement method is to ensure that 
directors are made suitably accountable for their solvency statements. This requires a consid-
eration of both the law on the books and the enforcement regime that exists, to ensure that 
directors behave appropriately in practice.

Again, the solvency statement test currently utilised in the Companies Act 2006 provides 
a useful starting point. All directors are required to make the statement. Any directors 
unhappy about making the statement would have to resign or be removed from office before 
the procedure could be used.334 If the directors make a solvency statement without having 
reasonable grounds for the opinions expressed in it, every director in default commits a 
criminal offence.335

The difficulty with imposing a criminal sanction is that, although the aim of impos-
ing criminal liability has the effect of focusing the directors’ minds on the issue at hand, 
over-penalising this issue may not achieve the desired result. If the effect is to dissuade 
directors from manipulating the company’s capital, by repurchasing the company’s shares 
for example, this could be problematic. There may be good reasons for directors to make use 
of the company’s capital, and if the capital is left unused and the company has no positive 
net value projects in which to invest, this could lead to a waste of the company’s resources. 
By contrast, if the criminal provisions are rarely or never enforced, it may be questioned 
how much of a deterrent effect they will have in practice. In relation to the criminal liability 
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imposed for breach of the financial assistance provisions, for example, the view has tended 
to be that this is an over-penalisation of the issue.336

An alternative mechanism would be to impose some form of civil rather than crimi-
nal liability on the directors, perhaps adopting an approach similar to that in relation to 
section 214 of the Insolvency Act 1986 whereby ‘the court … may declare that [the director] 
is to be liable to make such contribution (if any) to the company’s assets as the court thinks 
proper’.337 This form of liability is not without difficulty either. Often directors of insolvent 
companies will have few personal assets available to satisfy such claims, either because they 
have invested their personal wealth into the company or because they have been carefully 
advised to place their assets elsewhere to protect them. If these payments are funded by 
directors’ and officers’ liability insurance (D & O insurance) rather than out of the directors’ 
own pockets, the deterrent effect of such liability will be weakened.

Directors are also likely to view civil liability as an unattractive potential consequence 
of the solvency statement approach, and this form of liability could also deter them from 
facilitating distributions that would be valuable to the company. However, directors face 
civil consequences for unlawful distributions at present,338 and if the company breaches any 
financial ratios laid down in its debt covenants, the creditors who have the benefit of those 
covenants will have the option of accelerating and terminating the loan, or could engage 
in dialogue with the company with the purpose of improving its position, for example by 
replacing the existing management.339 These issues can also have an incentivising effect on 
the directors. It may be that facing civil consequences for negligently authorising distribu-
tions would not overly deter directors in this regard.

Some attention would also need to be paid to the enforcement regime that would 
support these provisions. In general, the level of litigation against directors in the UK tends 
to be very low, both when the company remains solvent and also as regards the claims faced 
by directors on insolvency, such as claims under section 213 and 214 of the Insolvency 
Act 1986.340 A lack of enforcement could have the effect of undermining whatever liability 
regime is put in place in this context.

5.5.3.3. Recovery of Unlawful Payments

The third component of such a system is to ensure that effective mechanisms for the recov-
ery of wrongful payments are put in place. The current solvency tests within the Companies 
Act 2006 do not provide a good basis for the determination of this issue. The 2006 Act is 
silent on the civil consequences of a distribution to shareholders paid consequent upon a 

 336 The Company Law Review considered decriminalising this offence, but after receiving mixed views on this 
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 338 While directors face civil consequences for unlawful distributions at present (see eg Flitcroft’s Case (1882) LR 
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 339 See 3.2.2.4.
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false or inaccurate solvency statement. However, in order for the solvency statement method 
to operate as an effective way of protecting the company’s capital, a system of ensuring that 
the wrongful payments are returned to the company should be put in place.

The present position regarding dividends is clear: recipients are only liable to repay if 
they know or have reasonable grounds for believing that the payment is made  unlawfully.341 
Recipient liability for other forms of distribution to shareholders is dealt with by the 
common law, but the position is the same.342 The requirement of knowledge means that few 
shareholders will be held liable to repay. Generally, only shareholder-directors and parent 
companies are likely to have the requisite knowledge to render them potentially liable to 
repay. According to the Privy Council, knowledge may be hard to prove.343 This has a signif-
icant impact on the ability of the company to recover these payments. The Privy Council 
in DD Growth also held that unlawfully paid redemption payments received for good 
consideration were not void and there was no obligation on the recipient (in the absence of 
knowing receipt) to return the payment since they had not been unjustly enriched. There 
was thus no possibility of a claim in restitution for the recipient to repay the money received 
from the company.344 Of course, the directors who authorise the payments may be liable to 
compensate the company unless they acted under an honest and reasonable belief that the 
facts justified the payment,345 but this relies on the company having an appetite to sue its 
directors, and on the directors having the capacity to compensate the company should the 
company be successful in its claim.

There are arguments in favour of a tougher approach towards recipient liability than the 
present knowledge-based system,346 including policy arguments based on the fact that, since 
the purpose of these rules is creditor protection, this is best served (if the rules are breached) 
by ensuring that the wrongfully paid sums are returned to the company for the benefit of 
the creditors. It is notable that in other jurisdictions that have adopted a solvency-based 
approach, a much tougher statutory approach towards recipients of wrongful payments has 
been adopted than exists at present in the UK.347

5.5.3.4. Potential for Reform

A solvency test has some significant attractions when compared to the present legal capital 
system, and adopting such an approach would bring the EU in line with the trend in other 
industrialised economies.348 There is academic support for a relaxation of the legal capital 
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rules in this way,349 but there can be no adoption of a full solvency statement approach for 
public companies while the Second Company Law Directive remains in its current form and 
the UK remains bound to follow the EU regime. In the UK, the Government has unequivo-
cally stated its support for more flexibility than is permitted by the Second Company Law 
Directive,350 and has, more recently, re-opened the possibility of a solvency-based system 
for dividends in the UK.351

There have been some signs of a shift away from the view that it is the role of company 
law at the European level to protect creditors,352 and the European Court of Justice (now 
the CJEU) has stated that there is no unique value in the minimum capital rules as a credi-
tor protection device.353 In addition, the Centros decision has led to a substantial number 
of entrepreneurs living and trading on the continent establishing private companies in the 
UK in order to take advantage of the comparatively more relaxed capital regime for private 
companies in the UK.354 In turn this has led to a process of negative harmonisation and a 
relaxation of capital maintenance regimes in Europe.355 However, these changes have not 
resulted in any meaningful changes to the content of the Second Company Law Directive. 
The 2006 changes to this directive were minimal,356 and the version of this directive now 
included in Directive (EU) 1132/2017 is therefore in very similar terms to the original 1977 
version. The Company Law Action Plan suggested that reform of the directive is not high 
on the European Commission’s priority list.357 Meaningful reform of the Second Company 
Law Directive is not, therefore, foreseeable at present. The UK’s exit from the EU, however, 
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means that the constraints arising from EU membership disappear unless any deal on the 
future UK-EU relationship obliges the UK to continue to follow the EU rules in this area. In 
such circumstances the UK could step away from the EU model and redesign its legal capital 
rules to create more flexibility for both private and public companies.358

5.6. Conclusion

This chapter has set out the legal capital rules that have been put in place to deal with a 
perceived conflict between creditors and shareholders. It has been suggested that these rules 
are largely misplaced. It is difficult to justify the imposition of costly and burdensome legal 
capital rules constraining a company’s actions while solvent, when the need for creditor 
protection arises predominantly on insolvency. The rules are also difficult to justify when 
many creditors are in a position to protect themselves by contract, and even those that are 
not able to do so are often able to free-ride on the actions of adjusting creditors to some 
extent. Even if the needs of non-adjusting creditors are not met via free-riding, the legal 
capital rules do not provide them with any meaningful protection. In short, the legal capital 
rules in place under the Second Company Law Directive, and implemented into UK law by 
the Companies Act 2006, are expensive and largely ineffective as creditor protection devices. 
Even if some benefits are obtained, these are likely to be outweighed by the costs of the 
system.

There is a compelling case for reforming the legal capital regime. Ideally, most of the 
current regime should be dismantled, for both public and private companies. No par value 
shares should be introduced for all companies. The minimum capital rules should be abol-
ished for public companies, as should the ‘no issue at a discount rule’ for all companies, since 
they fulfil no significant role as regards creditor protection at the present time. In relation 
to distributions of capital, provided the company is solvent, and not in the twilight period 
just before insolvency, the law should not intervene to protect creditors. As this chapter has 
suggested, careful thought would need to be put into the operation of a general solvency 
statement approach, and into the regulation of the pre-insolvency twilight period, but in 
principle such an approach is superior to the majority of the existing legal capital rules. 
However, while the Second Company Law Directive remains in place, and to the extent that 
the UK remains committed to remaining in step with this directive, such a regime cannot 
be implemented in the UK for public companies.

 358 For discussion see E Ferran, ‘Revisiting Legal Capital’, University of Cambridge Faculty of Law Research Paper 
20/2019, available at https://ssrn.com/abstract=3449052.
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6
Creditor Protection: Contractual

6.1. Introduction

In chapter two, the various ways in which a company might be financed through debt were 
considered, and the possibilities for mitigating the credit risk to the creditor were discussed.1 
The risks faced by creditors were discussed further in chapter three,2 and it was pointed out 
that, although there is some very limited protection for creditors under the general law,3 
most creditors are expected to protect themselves by proprietary or contractual means, or 
both.4 Not all creditors are in a position to obtain such protection: the extent to which 
creditors can adjust is discussed in chapter three,5 and the policy issues surrounding the 
protection of non-adjusting creditors are discussed in chapter seven below.6

Adjusting creditors who are in a position to obtain proprietary protection are in a strong 
position. The advantages of such protection are discussed below,7 but it should be noted at 
this point that all creditors who obtain proprietary protection also have contractual rights 
against the debtor company, quite often of a very extensive nature. Broadly speaking, such 
contractual rights give protection while the company is solvent,8 while proprietary protec-
tion is most useful when the company is insolvent, although there can also be significant 
advantages to proprietary protection even outside insolvency.9 Contractual rights against 
the debtor company itself are of less use once the company is insolvent, but creditors can 
often also obtain contractual rights against third parties, which will be effective protection 
unless the third party is also insolvent.

In this chapter some of the main contractual provisions for reducing credit risk are 
discussed, both as against the debtor company and as against third parties. Rights against 
the debtor company itself include covenants and other contractual terms, as well as set-off, 
which arises under the general law but can be extended or reduced by contract. Rights 
against third parties include rights permitting redress against (more solvent) third parties, 
such as guarantees, indemnities, performance bonds, credit insurance and credit default 
swaps, and intercreditor rights, whereby the order of priority of payment is determined by 
agreement so that some creditors are subordinated to others.
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In most cases, these contractual rights will form part of complex documentation. How 
a court or other dispute resolution body will interpret these agreements is of the utmost 
importance to lenders and borrowers: it affects not only their rights on default or if there is a 
dispute, but also the drafting and negotiation process. First, then, the law on the interpreta-
tion of commercial contracts will be considered briefly, before consideration of the various 
contractual rights in more detail.

6.2. Interpretation of Commercial Contracts

6.2.1. Introduction

This section will consider the way in which courts interpret commercial and, particularly, 
financial contracts. This is a complicated area of the law on which there are many detailed 
texts to which the reader is referred;10 all that will be attempted here is a summary of the rele-
vant principles. These are important in the context of the contractual protection of creditors 
for a number of reasons. Financial contracts are drafted and agreed, usually by transaction 
lawyers, in the course of finalising the relevant transaction. They are there to set out the 
agreement between the parties, partly for their own benefit, but largely to govern the position 
if something goes wrong. Very many disputes in relation to finance contracts boil down to 
a matter of construction of the agreements involved, and parties often use arguments based 
on construction to attempt to avoid liabilities or other undesirable consequences. It is there-
fore important for those drafting financial contracts to consider how those contracts will be 
interpreted by a court or an arbitral tribunal and, ideally, to draft accordingly. Focusing on 
the construction of contracts also highlights the tension between the virtues of freedom of 
contract, certainty and predictability and other virtues such as protection of certain parties 
and general fairness. It is important to consider how the balance between these principles 
is struck in the context of commercial and financial contracts: while freedom of contract is 
very significant, protection of weaker parties is built into some parts of the law.11 There are 
also special considerations relating to financial contracts. These are often based on standard 
form agreements, which are used not only in the UK market but more widely. The fact that 
many contracts of loan and, of course, debt securities are transferred to other parties also 
affects the way in which they are to be interpreted.

6.2.2. Basic Principle

The summary given by Lord Hoffmann in Investors Compensation Scheme v West Bromwich 
Building Society12 is the best starting point. He said that ‘Interpretation is the ascertainment 
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of the meaning which the document would convey to a reasonable person having all the 
background knowledge which would reasonably have been available to the parties in the 
situation in which they were at the time of the contract’.13 By including a reference to back-
ground knowledge, the law thus steers a middle path between a subjective approach (which 
would in any event be meaningless in the context of financial contracts, which are agreed 
between large companies and drafted by lawyers)14 and a purely objective approach. In the 
context of commercial contracts, there is a gloss on the meaning of background knowledge, 
in that it is that which ‘would reasonably be available to the audience to whom the instru-
ment is addressed’.15 Thus, where a contract has been or is likely to be transferred to a number 
of different people, only circumstances which are known to all of them should be taken into 
account in interpreting the wording.16 In determining the background to the contract, the 
court is free to look at the ‘matrix of fact’,17 which, according to Lord Hoffmann, ‘includes 
absolutely anything that would have affected the way in which the language of the document 
would have been understood by a reasonable man’.18 There are some exclusions, however. 
Evidence of pre-contractual negotiations is not admissible, except where rectification of an 
agreement is claimed,19 nor is the post-contractual conduct of the parties, except where it is 
alleged that the agreement is a sham.20

6.2.3. The Meaning of Words

It is often said that the court will give the words used in a contract their ‘natural and ordi-
nary meaning’.21 While this is difficult to achieve, even in a simple contract, it becomes 
nearly impossible in many financial agreements. The difficulty is the tension between what 
the words appear to mean, and the result of applying them to the situation before the court. 
This result may seem to be uncommercial, and not, therefore, what the parties would have 
intended. There is high authority that if the wording of a contractual provision is unambigu-
ous, it will be given effect even if the meaning is uncommercial,22 and there is certainly no 
overriding construction criterion of ‘commercial common sense’.23 The commercial (and 
financial) background of the agreement, though, is highly relevant and may overcome a 
detailed literal analysis of the words used. ‘Detailed semantic analysis must give way to 
business common sense’.24 In many cases the words considered can be interpreted in two 
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different ways; after all, where there is a dispute as to the meaning of a contract, each side 
will have put forward an alternative interpretation. In that case, ‘the court is entitled to 
prefer the construction which is consistent with business common sense and to reject the 
other’.25 However, the lack of clarity must be genuine and not manufactured.26

The Supreme Court in Wood v Capita Insurance Ltd27 rejected the argument that there 
had been a shift from the purposive approach28 towards a more literal approach in interpret-
ing commercial contracts.29 Lord Hodge noted that the relative emphasis on the wording of 
the contract, the sophistication of the parties, and business common sense depends in large 
part on the wider context of the agreement: the overarching aim is to determine the objec-
tive meaning of the language chosen by the parties to express their agreement.30

Although the court will not easily accept that the parties have made a mistake in 
drafting,31 sometimes errors are made so that the language may give an absurdly uncom-
mercial interpretation. There seems little doubt that the court can correct the mistake, either 
by interpretation32 or by rectification.33 The onus is on the party alleging the mistake to 
show that it is absurd.34

6.2.4. Implication of Terms

The implication of terms in a commercial contract is closely associated with construction, 
but the exercise is not the same, and the applicable rules are different.35 Interpretation, logi-
cally, takes place before implication.36 Implication is possible where a contract is silent about 
a particular point. The court takes a very restrictive attitude when implying terms into a 
contract, except where they are implied in law by statute or, sometimes, by common law. 
When the court is asked to imply a term in fact to ‘fill a gap’ in a contract, ‘the most usual 
inference in such a case is that nothing is to happen. If the parties had intended something 
to happen, the instrument would have said so. Otherwise, the express provisions of the 
instrument are to continue to operate undisturbed. If the event has caused loss to one or 
other of the parties, the loss lies where it falls’.37 It is, therefore, only in limited cases that 
the court will imply a term (in fact) into a contract. There have been a number of tests set 
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out in cases over the years: for example that it is ‘necessary to give business efficacy to the 
contract’,38 or ‘so obvious it goes without saying’.39 These and other tests have now all been 
rationalised by Lord Hoffmann in Attorney-General of Belize v Belize Telecom Ltd40 as being 
ways of expressing ‘the central idea that the proposed implied term must spell out what 
the contract actually means, or in which they have explained why they did not think that it 
did so’.41

In relation to financial contracts, in particular, a term will not be implied merely because 
it is reasonable, but only because it is necessary.42 It must also be capable of being expressed 
with precision.43 Where the contract is in a standard form, there is a strong presumption 
that the parties’ agreement is complete and therefore a term should not be implied.44

As with interpretation, different considerations apply when the contract is transferable, 
in order to protect subsequent transferees. These were set out by the Court of Appeal in 
Ukraine v The Law Debenture Trust Corporation Plc,45 and apply even if the loan or bonds 
has not actually been transferred. First, general considerations not known to any potential 
transferees cannot be taken into account in considering whether a term should be implied 
and, second, the effect on the implied term on the tradeability of the loans or notes would 
have to be taken into account. The upshot of these considerations is that terms will very 
rarely be implied into tradeable loans or notes.

There is no general concept of good faith in English contract law,46 although similar 
ideas have been included in certain situations and certain types of contracts in a piece-
meal fashion.47 Recently, however, there have been indications that courts will be willing to 
imply limited duties of good faith into specific contracts. Where a contracting party has to 
exercise a discretion, the courts have implied a term that it should be exercised not unrea-
sonably, capriciously or arbitrarily.48 Further, in Yam Seng Pte Limited v International Trade 
Corporation Limited49 Leggatt J considered the cases in which a duty of honesty and aspects 
of a duty of good faith had been implied into contracts, then decided that two such aspects 
should be implied into the contract in that case: a duty of honesty in the provision of infor-
mation and a duty not to approve a domestic retail price for a product which undercut the 
duty free retail price.50 This approach of implying good faith duties into long-term relational 
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contracts has already been followed in some cases, though not yet in the financial sphere.51 
However, the courts have made it clear that where the parties to the contract are sophisti-
cated parties negotiating at arms’ length, a term obliging the parties to act in good faith is 
unlikely to be necessary and therefore is unlikely to be implied.52

6.3. Contractual Rights against the Borrower

The most basic contractual right that a lender has against the borrower is the right to be 
repaid, plus (usually) a right to some form of additional payment, often periodic, which 
represents payment for the making of the loan. Although this can come in many forms, we 
can loosely call this ‘interest’.53 As discussed in chapter three,54 the contractual provisions 
considered in the current chapter are included in debt agreements in order to protect the 
lender from the risk of non-payment. This protection is achieved by restricting the borrow-
er’s activities, by requiring the borrower to meet certain financial ratios, and by requiring 
the borrower to provide information (usually financial) both at the time the loan is made 
and throughout the life of the loan. These covenants are discussed in 6.3.1 and 6.3.2 below. It 
should be noted that where a guarantee is taken,55 similar covenants may be included against 
the guarantor in the guarantee agreement, and where the borrowing company is part of a 
group, the financial covenants and events of default are likely to apply to all group compa-
nies. Breach of any requirement, or any other specified event of default, will give the lender 
the right to accelerate the loan and terminate the agreement. These rights are discussed in 
6.3.3 below. The way in which these contractual rights are used by lenders to influence the 
running of the borrower company is discussed in some detail in chapter three.56

The discussion of debt covenants focuses on provisions which are included in agree-
ments specifically for the provision of finance, typically loan agreements and (to a limited 
extent) issues of debt securities,57 rather than all extensions of credit. Thus, except where 
otherwise indicated, the debtor is referred to throughout this chapter as the ‘borrower’ and 
the creditor as the ‘lender’.58 Not all of the covenants discussed will be included in all debt 
agreements: this will depend, inter alia, on the type of borrowing, the creditworthiness of the 
debtor and the respective bargaining powers of each party, as well as the state of the market.59  
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In particular, the level of covenants in debt securities is generally lower than in loan agree-
ments, with the possible exception of high-yield bonds.60 The state of the market may also 
affect the level of covenants, for example, at the time of writing this third edition, covenant-
lite loans are very prevalent in the financing of private equity and non-investment grade 
companies.61 For ease of reference, the term ‘loan agreement’ will be used throughout. 
Many of the provisions discussed (or variations of them) are contained in standard forms 
and precedents used by lenders and those extending credit, including standard contracts 
produced by organisations such as the Loan Market Association (LMA) for use in syndi-
cated loans.62 It should also be noted that debt agreements will also include many other 
terms which are not discussed in this chapter, for example provisions for interest, provisions 
concerning taxation and other administrative provisions. The purpose of the discussion in 
this chapter is to focus on the main means of contractual protection used by lenders, and to 
consider some important legal issues which impact on the effectiveness of that protection. 
It is not a comprehensive guide to drafting covenants in debt agreements: for this the reader 
is referred to more specialist literature.63

At 6.3.4 we consider rights of set-off and netting which a lender may have in respect of 
the borrower’s indebtedness. These rights can have a very considerable impact on the protec-
tion of a lender from credit risk, particularly since set-off is available on the insolvency of 
the borrower. Although some rights of set-off arise under the general law, these have limits, 
and financing agreements often include specific provisions relating to set-off. These may 
either extend its availability or restrict it. In addition, agreements may include provisions for 
netting which operate in conjunction with set-off to reduce risk. Set-off which operates on 
insolvency gives protection that is as powerful as proprietary protection, and in some cases 
more powerful, but it is reasonably clear that under English law set-off is not a proprietary 
interest, and so its discussion is included in this chapter and not in chapter seven, which 
deals with proprietary protection.

6.3.1. Restrictions on the Borrower’s Activities64

These covenants directly address the risks to creditors which arise because of the different 
interests of creditors and shareholders. These risks are identified and discussed in chapter 
three above:65 in general terms they are that the borrower may incur further debts after 
borrowing from the lender, or may dispose of assets which otherwise would be available to 
pay the lender. It should be noted that there are likely to be exceptions to the restrictions 
contained in a loan agreement. This is in order to maintain the balance between the protec-
tion of the creditor and the need for the borrower to have flexibility to run its business.  
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Were the restrictions to be absolute, the borrower would have to obtain the lender’s permis-
sion every time it wanted to do the prohibited act. Not only would this be time-consuming 
and costly for both the borrower and the lender,66 it would also be risky for the borrower, 
since the lender could use the potential breach as a trigger for renegotiation even if it did 
not actually affect the lender’s risk. From the lender’s perspective, however, there is a benefit 
to covenants being restrictive, as this gives maximum possibility for renegotiation, either 
to protect itself from foreseen or unforeseen risks, or to change the terms of the loan for 
external reasons, such as market movement or a change in its own business plan.67

On the other hand, it may also be to the lender’s benefit for the borrower to have free-
dom to run its business. If the loan agreement is seen as too restrictive, the borrower may 
seek to change lenders at the first opportunity. Although a lender does not want a borrower 
to take part in risky activity,68 it is likely to benefit from a certain level of borrower growth. 
If the borrower is unable to grow at all, shareholders are likely to exit, leading to a drop in 
the share price and a possible change of control. Moreover, if the borrower grows, it is likely 
to require more debt finance, which could result in more profitable loans for the lender to 
make.

Finding the exact balance between prohibitions and exemptions will, of course, be a 
matter of negotiation between the lender and the borrower.69

6.3.1.1. Restrictions on Borrowing

Future borrowing can, broadly speaking, be controlled in two ways.70 One is by the inclusion 
of a general financial covenant, which requires the borrowing company (and often the entire 
group of companies) to comply with a specified gearing ratio. These seek to ensure that 
there is sufficient value in the company generally to repay the borrowing and are discussed 
below.71 The second is by using a specific covenant restricting borrowing which conflicts 
with that of the lender, usually borrowing which ranks ahead of that from the lender. There 
will typically be an exception for the incurrence of credit in the ordinary course of business, 
and also a ‘basket’ of a certain amount of permitted indebtedness, which is designed to give 
the borrower some freedom of movement to invest and grow the business.72 An additional 
benefit of such a restriction is that, in asking for permission to breach, the borrower will 
be providing useful monitoring information which the lender can therefore obtain more 
cheaply than by active monitoring.
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6.3.1.2. Restrictions on Asset Disposal

It is common for a lender to include a clause restricting the disposal of substantially all 
of the assets of the company: disposals in the ordinary course of trading, those for which 
full value is received and those with the consent of the lender are likely to be excluded.73 
It is possible that a restriction on disposal would be interpreted as including restricting 
the grant of security to another lender (and could in particular include quasi-security 
structures which include the disposal of assets, such as the sale of receivables74 or sale and 
lease-back devices75).76 However, these transactions are much better dealt with by a negative 
pledge clause which covers them specifically, and a clause restricting disposal will usually 
be coupled with a negative pledge clause. A restriction on disposal is particularly important 
if the lending is unsecured. If the lender is protected by a fixed charge or mortgage, there 
is no need, in theory, to restrict disposal of those assets expressly, since it is in the nature 
of a fixed charge that the chargor cannot dispose of the charged assets without the consent 
of the chargee.77 However, typically there will be a restriction in the loan agreement on 
disposition of assets subject to a fixed charge, although if this restriction is subject to excep-
tions, that is, permitted disposals, there is a danger that any security interest over those 
assets could be classified as a floating charge.78 In relation to assets over which a lender has 
a floating charge,79 without further restriction, the chargor is free to dispose of assets in the 
ordinary course of business, and this is given a very wide definition in the context of a float-
ing charge.80 The exact scope of the restrictions can then be a product of the negotiations 
between the borrower and the lender,81 but will also reflect market norms.82 Restrictions on 
disposal are particularly important where the borrower company is part of a group, since 
intra-group transfers are common, and yet, if made between the borrowing company and 
another company in the group, potentially damaging to the lender. If the borrower is the 
holding company, transfers between the subsidiary companies do not damage the lender, 
but a disposal of assets by a subsidiary company outside the group would be damaging and 
would be prohibited by a covenant restricting disposals.83



Contractual Rights against the Borrower 207

 84 See Wood: Loans and Bonds, 13-019.
 85 In relation to all companies, dividends can only be paid out of distributable profits: see Companies Act 2006,  
s 830 and 5.4.1.2. Distributions to public companies are also subject to Companies Act 2006, s 831: see 5.4.1.2.
 86 5.5.1. See also DP Miller and N Reisel, ‘Do Country-Level Investor Protections Affect Security-Level Contract 
Design? Evidence from Foreign Bond Covenants’ (2012) 23 Review of Financial Studies 408, a study finding that the 
use of restrictive covenants in Yankee bonds is more prevalent in countries with weak creditor protection laws; and 
E Black, T Carnes, M Mosebach and S Moyer, ‘Regulatory Monitoring as a Substitute for Debt Covenants’ (2004) 
37 Journal of Accounting and Economics 367, a study of debt issues by banks which finds a reduction in the level of 
covenants when federal monitoring increases.
 87 For a critique of the balance sheet test imposed by the statute see 5.4.5.
 88 See 5.4.5.
 89 The free-riding argument is discussed further in chapter 3, especially at 3.2.2.4.5. There is also the possibility of 
free-riding by bondholders, whose covenants are less extensive, probably because of the difficulties of enforcement: 
see P Wood, ‘Bondholders and Banks: Why the Difference in Protection?’ [2011] Capital Markets Law Journal 188.
 90 For a description of the ways changes of control can be effected see 2.2.2.

6.3.1.3. Restrictions on Dividend Payments

The payment of dividends or other distributions to shareholders by the borrower company 
may also be restricted to a particular percentage of net profits.84 Such a clause is less 
common when the borrower is a public company. This may be because public compa-
nies tend to present less credit risk, but also may be because dividend distributions by 
public companies are regulated further than those by private companies.85 This is an 
example of where a ‘default’ level of protection is given to creditors by statute, rather than 
expecting creditors to bargain for their own protection. Whether statutory regulation is 
a better means of protecting creditors than contractual protection is discussed above.86 
In addition to the points made in that discussion, it will appear from the current chapter 
that there is a complicated, and potentially varied, mix of covenants in loan agreements, 
which supplement the limited statutory protection available. It thus might seem odd to 
provide such limited statutory protection at all for creditors of public companies, since 
the major creditors are extremely likely to bargain for additional covenants anyway and 
so could easily include, for example, a covenant restricting dividend payments. Moreover, 
covenants can be more closely tailored to the particular requirements of the lender and 
the situation of the borrower. They can also overcome the shortcomings of the statutory 
tests, so that, for example, a clause restricting dividend payments can depend on cash 
flow tests rather than the historic balance sheet tests used by the Companies Act 2006.87 
Further, breach of a covenant leads to the right to accelerate the loan and terminate the 
contract, while breach of the statutory provisions only leads to a rather restricted ability 
to recover the payment.88 Non-adjusting creditors (who, arguably, are the group that the 
statutory protection seeks to protect) would then be able to free-ride on the benefits of 
the contractual protection.89

6.3.1.4. Change of Control Covenants

Sometimes covenants are also included which prohibit a substantial change of business of 
the borrower company, or prohibit mergers or change or control.90 A change in the type 
of business carried out can greatly affect the credit risk faced by the lender: the new busi-
ness may be much riskier, which may be good for the shareholders who will benefit from 
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any increased gains, but bad for the creditors who will not benefit from gains, but who will 
suffer if the company becomes insolvent.91 A merger or change of control will not neces-
sarily affect the credit risk, but it may be perceived to do so, and so may affect the current 
value of the loan. This is especially important for bondholders, who may wish to sell their 
bonds, but also, maybe, for syndicated lenders, who may wish to transfer their interest.92 For 
these reasons, the consequences are often not triggered unless the change of control is also 
accompanied by a downgrading in credit rating.93

Often the provisions referred to in the previous paragraph are not drafted as restric-
tive covenants, but as events which give rise to certain consequences. In a loan agreement, 
this could be an event of default94 or, in order not to trigger a cross-default, it could be a 
trigger for mandatory prepayment.95 In bond issues, such events are not usually breaches 
as such, but trigger a ‘put option’. This gives the bondholders the right to require the 
issuer to redeem the bonds.96 To the extent that such a provision acts as a disincentive to 
a takeover, it can be seen as a kind of poison pill,97 and care would need to be taken by 
the directors of the borrowing company that, in agreeing to it, they were not in breach of 
their duties.98

6.3.1.5. Debt Buybacks

Another area of debtor activity which may be restricted in a loan agreement is that of 
prepayment99 or repurchase of the loan. Borrowers are usually permitted to prepay subject 
to certain restrictions, such as timing and the giving of notice.100 Repurchase by the 
borrower of the whole or part of a syndicated loan has become more common since the 
financial crisis, as loans often trade at below their face value and the borrower can thus, 
effectively, repay the loan at a discount, or, if the price of the loan goes up again, can sell at a 
profit.101 Further, it can enable the borrower to have a say in any restructuring of the indebt-
edness. However, this causes problems with the democratic governance of the syndicate,102  

http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2393291
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which lenders may wish to avoid. Thus the LMA documentation now contains an optional 
clause prohibiting or restricting debt buy-backs in the leveraged loan facilities agreement.103

6.3.1.6. Negative Pledge Clause

A negative pledge clause provides important protection where a loan is unsecured. Where a 
lender takes fixed security, it might appear that there is no need for a negative pledge clause, 
since the mortgagor or chargor is automatically prohibited from disposing of the secured 
assets (including creating security interests over them ranking above that of the chargee) with-
out the consent of the mortgagee or chargee.104 Even in this situation, a lender will want to 
prohibit the taking of security, including junior ranking security, so as to give itself a veto if 
the borrower wants to grant such security. This is for several reasons. First, enforcement by a 
junior secured creditor could be disadvantageous to the senior secured creditor. Second, the 
presence of a junior secured creditor could adversely affect the position of the senior secured 
creditor in restructuring or insolvency negotiations. For both these reasons, the senior credi-
tor will want to have the opportunity to veto junior security, or to enter into an inter-creditor 
agreement with the junior secured creditors. Moreover, the grant of security will only take 
place if the borrower is incurring additional debt, and, as with a restriction on borrowing, the 
fact that the borrower has to ask for permission to take this step provides useful monitoring 
information for the creditor. Where the lender has a floating charge, a negative pledge clause is 
very important in protecting its priority position and consequently it is very common indeed 
for a negative pledge clause to be included in such a charge. The effect of this, and the require-
ment for registering such a negative pledge clause, are considered in chapter seven below.105

The following discussion is limited to the use of a negative pledge clause in unsecured 
lending. The primary purpose of such a clause is to protect the ability of the lender to enforce 
the loan against the assets of the borrower in the latter’s insolvency: even though it may be 
an unsecured creditor and have to rank pari passu with all other unsecured creditors, at least 
all the assets of the company will be available for distribution if there are no secured credi-
tors. In bond issues, a negative pledge clause is usually combined with a pari passu clause, 
the purpose of which is to ensure both that the bondholders rank equally among themselves 
and that no other creditors rank above them.106 Coupled with extensive rights to infor-
mation about the company’s financial position,107 which enables a lender to take steps to 
accelerate and enforce a loan if the borrower gets into financial difficulties, a negative pledge 
clause gives good protection. Thus the lender may be able to complete enforcement before 
the borrower becomes insolvent,108 and even if this is not possible, may be able to prevent 
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dissipation of assets before insolvency, so that the lender is likely to be able to recover all 
or most of the amount owed. Moreover, it is when the borrower is in financial difficulties 
that it will need to give security in order to raise new money.109 If the grant of security is 
prohibited by a negative pledge clause, this enables the original lender to protect its interests 
either by refusing permission or by giving consent on terms, such as limiting the amount of 
new borrowing.110 This argument only works, of course, if the borrower asks for permission 
to breach the clause.111 A breach of the clause would be an event of default, and thus would 
enable the lender to take protective action at a point when its interests are threatened.112 It 
should also be noted that a secured lender tends to have considerable power and influence 
on insolvency,113 particularly in a restructuring: by preventing there from being any secured 
creditors the lender increases its chances of being in a position to exercise influence itself.114

It might be asked why a lender would lend unsecured using the protection of a nega-
tive pledge clause, which, while valuable, is only a contractual right and not a proprietary 
right, when it could take security, which is a proprietary right. Where the borrower is a 
very large creditworthy company, the balance of bargaining power will be in favour of the 
borrower, and it can dictate the terms of the loan. Furthermore, the cost of taking security 
can be very considerable, especially in complicated international transactions, and where 
the borrower appears very creditworthy that cost seems unnecessary.115 Despite conferring 
merely a contractual right, a negative pledge can be very effective, as a borrower will not 
wish to breach it and trigger an event of default. For many companies this is a very serious 
occurrence, as not only will it entitle the lender to accelerate or terminate the loan,116 but it 
may also put the borrower in breach of cross-default clauses in other agreements, and could 
have the effect of ruining the borrower’s financial reputation.117 Thus the clause regulates 
the borrower’s behaviour by deterring breach: if, however, the borrower does breach the 
clause the remedies for the lender are rather limited.118

In a eurobond issue, the purpose of a negative pledge clause is rather different. Rather 
than attempting to preserve priority over all the borrower’s assets by preventing security 
being given for any borrowing, the object of the clause is to protect the trading value of the 
issue by preventing the issuer from issuing secured bonds into the same market, which would 
have the effect of making the unsecured issue less attractive and therefore less valuable.119
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6.3.1.6.1. Forms of Negative Pledge Clause

There are three possible forms of negative pledge clause in unsecured lending (although the 
wording of each will, of course, vary). The first is a basic agreement not to grant security 
to any other person. Alternatively, the agreement could provide that the debtor can grant 
security to another person only if it grants matching security to the original lender. This can 
be drafted either so that the provision of matching security is a non-promissory condition 
of the granting of security to a third party, or so that there is a positive promise to grant 
matching security.120 Further, the agreement could provide that if security is given to a third 
party, a matching security in favour of the original lenders automatically attaches to the 
same asset. As mentioned above, negative pledge clauses are included in bond issues for a 
different purpose from loan agreements. While all forms of the clause are typically found in 
loan agreements, bonds tend to include the second type of clause,121 which then only covers 
the granting of security for issues of securities rather than for all kinds of debt.122

One challenge in drafting such a clause is to make sure that a wide enough class of 
transactions is prohibited to protect the lender, while not prohibiting transactions which 
the borrower needs to undertake in order to carry on its business.123 This can be done by 
limiting the transactions to those creating security interests, but this will not catch ‘quasi-
security’ transactions such as asset-based finance transactions,124 so the clause is often 
extended to include these.125 The balance can also be achieved by limiting the assets which 
are involved, so that the borrower is prohibited from alienating some, but not all, assets.126

6.3.1.6.2. Enforcement of Restrictive Covenants

The possible remedies of the lender for breach of the restrictive covenants discussed 
above fall into three classes: first, a personal (contractual) remedy against the borrower; 
second (in relation to covenants restricting dispositions including the grant of security), a 
personal remedy (probably in tort) against the party to whom the disposition was made, or 
the security was granted, or who made the prohibited loan (‘the third party’); and, third, 
a proprietary remedy. A distinction needs to be made between those situations where the 
lender monitors the borrower’s conduct extensively and those, for example in bond issues, 
where monitoring is very limited.127 If there is extensive monitoring, then enforcement of 
a negative pledge clause by contractual remedies is not a problem. If the lender knew or 
suspected in advance that a breach was going to occur, then in theory it could obtain injunc-
tive relief to prevent it, or maybe even (at least in the case of an unauthorised disposition 
or security interest) appoint a receiver.128 However, this is very unlikely to happen unless 
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there is extensive monitoring. If the lender does not know about the breach for some time, 
the personal remedies will be of less use. It has, of course, the right to rely on the event of 
default, to accelerate the loan and terminate the contract. If the borrower is solvent, then 
the threat of doing this might force the borrower to renegotiate the terms of the loan: this 
use of a breach of covenant is discussed above in chapter three as a method of corporate 
governance.129 However, in a situation where, because of the borrower’s fragile financial 
state, the lender is seriously concerned about a disposal of assets or a grant of security, it 
is likely that exercising its rights to accelerate and terminate will force the borrower into 
insolvency. Faced with an insolvent borrower, the lender’s personal rights are of little use. In 
theory, it has a right to damages for breach, but this does not put it in a better position than 
its contractual right to repayment of the loan: both are unsecured claims.130

The lender might, therefore, wish to assert a remedy which will be effective against the 
third party. A possibility under all forms of the clause is that there is a tort action against the 
third party for inducing breach of contract or interference with contractual relations. This 
action is discussed in this paragraph in the context of a breach of a negative pledge clause, 
since that is the context in which it is most likely that a lender might wish to obtain such 
a remedy, but the same reasoning would apply to breaches of other restrictive covenants. 
The possibility of such an action in tort has been the subject of some debate,131 and recent 
developments in the law of the economic torts have made it unlikely that it would succeed. 
It has been established that there is no independent tort of interference with contractual 
relations and that the two torts that remain are inducing breach of contract and causing 
economic loss by unlawful means.132 There are clearly no unlawful means in the situation 
considered here: all the third party has done is enter into a secured transaction with the 
borrower. Therefore the only possibility is the tort of inducing breach of contract. This, 
however, requires an intention on the part of the defendant to induce breach, which means 
that the defendant has to know of the term breached (it is not enough that he ought to 
have known) and to have intended the breach either as an end or as a means to an end (not 
merely as a foreseeable consequence of his actions).133 Although it is not impossible that 
these criteria could be fulfilled where security is granted to a third party in breach of a nega-
tive pledge clause, it would be very rare.134

A third possible remedy for breach of a negative pledge clause is a proprietary remedy 
against the borrower’s assets (which, being proprietary, may bind the third party to whom 
security is granted). Such a remedy is a possibility where the clause is in the second or third 
forms discussed above which purport to give the lender a security interest if one is granted 
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to the third party: if successful this would make the lender a secured creditor with a propri-
etary right against the borrower’s assets which ranked above or equally with that of the third 
party. Let us initially consider the case where the clause provides for automatic attachment 
of security. First, it is necessary to identify the asset over which security is given135 so that if 
the clause only provides for ‘matching security’ this will not be enough and the clause will be 
ineffective.136 If there is sufficient identification, all the lender has at the time of the contract 
is a contractual right and not an inchoate security,137 since an agreement to grant security 
on a contingency is not in itself a security interest.138 If it were a security interest, it would 
be immediately registrable.

Can the security interest in favour of the lender then attach automatically on the occur-
rence of the contingency, that is, the granting of the security to the third party? There is 
considerable debate about this, focusing on whether fresh consideration is required at 
that point.139 One view140 is that consideration must be executed at the time the security 
interest comes into existence, and since there is no new money extended at the time the 
contingency occurs, the security interest in favour of the lender cannot arise or attach. The 
opposite view141 is that the original loan by the lender is sufficient consideration. There 
are no direct English authorities.142 Although there are dicta from the Singapore Court of 
Appeal supporting the view that no further consideration is required, this was not part  
of the ratio of the case, and, arguably, only refers to the obligation of the debtor to provide 
security rather than the automatic attachment of a security interest.143

Even if fresh consideration is required, it could be argued that since the breach of the 
negative pledge clause is an event of default, consideration is provided at that point by the 
lender by refraining from making a demand for payment.144 The main problem with this 
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argument is that the lender will normally be unaware that the breach has occurred: if it were 
aware, as would be the case had it been monitoring extensively, it would usually immedi-
ately exercise its right to terminate the loan agreement, but if it is unaware, how can the 
lender be said to have refrained from making a demand?145 It might also be possible to avoid 
the requirement for fresh consideration by making the original loan agreement by deed. 
However, it is difficult to see how the requirement for a further deed can be avoided if fresh 
consideration would, otherwise, be required. Further, the deed would only operate in rela-
tion to property owned by the borrower at the time of execution of the deed.146

If fresh consideration is not required, there are still further problems for the lender. First, 
the security interest created is likely to be registrable within 21 days.147 Since the lender is 
unlikely to know that the interest has arisen, it will not know to register the charge,148 and 
the prospect of the lender having to monitor the borrower’s activities so as to know if it 
needs to register a charge is unattractive to some lenders. Second, the lender will only gain 
priority over the security interest granted to the third party if the lender’s interest predates 
that of the third party. If the trigger for the lender’s interest is the grant to the third party, 
the lender will lose priority. Therefore, if the lender wants priority, the clause would have to 
be drafted so that an earlier point (for example, the attempt to grant a security interest to a 
third party) was the trigger.149 Third, there is still a possibility that the security interest in 
favour of the lender would be set aside as a preference under section 239 of the Insolvency 
Act 1986 if the borrower became insolvent within the relevant time.150 The value given by 
the lender at the time of the original loan will not count as new value151 even if it did count 
as sufficient consideration to support the grant of the security interest.

Given all these difficulties, it is unlikely that an ‘automatic security’ clause would be 
effective to create a security interest in favour of the lender. An unsecured lender that does 
not monitor, and that relies on a negative pledge clause to give quasi-proprietary protection, 
is likely to fall into difficulty. If coupled with effective monitoring, however, the contractual 
remedies available for breach of negative pledge clauses and other restrictive covenants are 
likely to act as a deterrent against breach, and might provide adequate protection, particu-
larly if an injunction could, if necessary, be obtained.

In addition to the technical reasons discussed above, there are good policy reasons why it 
should not be possible for a security interest to arise automatically on a particular contingency, 
when that contingency is not a public event. If the interest did arise, it would not be visible 
to the outside world, nor to the third party grantee of the security interest which triggered 
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the clause, whose security would be severely cut down by the lender’s interest. If there is fresh 
executed consideration for the lender’s interest at the time it arises, at least the assets of the 
borrower are swelled and the third party’s position is not so adversely affected: thus there is 
a policy justification for the requirement of fresh consideration, at least if it is substantial and 
not merely nominal. In any event, there is also an argument in favour of registration of the new 
interest at the time of its creation (so that other potential creditors are put on notice) and also, 
maybe, for registration at the time the loan agreement is entered into, so that third parties know 
that an interest may arise. Of course, if such registration is required, some of the benefits of 
lending unsecured are lost and the lender might as well take a security interest in the first place.

Depending on the construction of the clause, even if there is no automatic security 
there is likely to be an obligation on the borrower to grant the lender security if security 
is granted to a third party. If the borrower were to grant such security, it would have to 
be by deed,152 or be over present but not future property, or there would have to be valid 
executed consideration.153 It would also have to be registered, unless it were a security finan-
cial collateral arrangement. It would not have priority over the security granted to the third 
party as it would have been created after that security interest. Given these drawbacks, it is 
only in certain circumstances that a right to be granted security is of benefit to a lender in 
the context of a negative pledge clause.

6.3.2. Rights to Information and Financial Covenants

The creditworthiness of a borrower, that is, its ability to pay interest payments and eventu-
ally to repay the loan, is of critical importance to a lender at all stages during the currency 
of the loan. The lender will want to be able to check the position throughout, and to be able 
to take action if the creditworthiness of the borrower deteriorates. This section examines 
the lender’s rights to information at various stages of the loan, which enables the lender to 
monitor both the borrower’s creditworthiness, and also whether the borrower’s business is 
being conducted in a way which may jeopardise the interests of creditors.154 The lender’s 
ability to take protective action is also examined, as are the contractual provisions which 
trigger these rights. The method of protection is different before and after the loan is made, 
and the discussion is split up accordingly. After the loan is made, the protective rights are 
triggered by breaches of covenants and events of default, many of which involve the main-
tenance of certain financial standards. The covenants specifying such financial standards 
(financial covenants) are examined in section 6.3.2.2.

6.3.2.1. Rights at the Time of Making the Loan155

At this stage the lender wishes to be in a position to make an informed decision as to whether 
to lend, and also, if it does decide to lend, as to the amount of risk it will take on. In theory, 
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the greater the risk the more the lender can charge for lending, but in practice the interest 
rate is often not very negotiable, either because there are multiple lenders and the rate is 
already fixed, or because the weight of the bargaining power is tipped towards the borrower. 
The lender will then have to decide whether the risk is worth taking for the reward it will 
bring. On assessment of the risk the lender will also be able to decide what other protection 
it needs, such as the level of proprietary protection and also the level of contractual protec-
tion, although the amount it can actually get also depends on the balance of bargaining 
power between the parties.156 The bottom line for many lenders is, therefore, that they will 
not lend if the information shows that the risk is too great for the combination of interest 
and protection they are able to obtain.

Where loans are transferable, however, the ability to transfer the loan for a good price 
may be more important to the lender than the absolute credit risk, since the lender may have 
little intention of keeping the loan until it is due to be repaid. This may make a lender less 
concerned about the details of the borrower’s financial position and more concerned about 
the marketability of that sort of loan. For example, in a securitisation structure where loans 
are bundled together and repackaged into securities which are then tranched,157 the abso-
lute credit risk of each loan becomes much less important than the likelihood of enough 
securities being sold to finance the purchase of the loans from the lender. Arguably, this 
decoupling of absolute credit risk from the lender can lead to less assiduous assessment of 
credit risk and loans being made to borrowers who cannot repay or on terms which do not 
accurately reflect the credit risk.158

The initial information on which a lender will make a decision will, in the case of a 
securities issue or a syndicated loan, be provided by a standard document produced for 
all potential bondholders or syndicated lenders. In the case of a publicly listed securities 
issue, this will be a prospectus or listing particulars which will have to comply with the 
appropriate regulations and which will be publicly available.159 In relation to a non-listed 
offer of securities (which will be made to a limited number of potential investors) or a syndi-
cated loan, information will be contained in an offering circular, an invitation letter or an 
information memorandum.160 Further, those purchasing debt securities and entering into 
syndicated loans will take into account the credit ratings of a borrower produced by the 
credit rating agencies.161 A single bank lender, however, will have to obtain information 
from the borrower itself, although a considerable amount of historic information about a 
company’s financial position is often publicly available.162 In this form of relationship lend-
ing, which is usually undertaken by banks to SMEs, the lender will take steps to know the 
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borrower’s business well. The lending will usually be at least partly on the basis of an over-
draft and so the bank’s exposure at any one time will not necessarily be great, and the bank 
will put great store by its own knowledge of the customer in deciding whether to loan and 
what the overdraft limit should be.

At this initial stage, the contractual protection a lender has is in the form of condi-
tions precedent in the agreement. These relate to a number of matters which, from the 
lender’s point of view, have to be in place before the loan will be made. For example, it 
will be a condition precedent that the borrower has capacity to enter into the loan and 
has delivered documents which prove this.163 Another example of a condition precedent, 
if the loan is secured, will be that the security has been validly created and perfected, and 
again that supporting documentation has been delivered.164 Another important condition 
precedent will be that the representations and warranties made by the borrower are true, 
that there has been no material adverse change in circumstances since the date of the infor-
mation provided, for example in the audited accounts, and that no event of default has 
occurred.165 The term ‘representations and warranties’ relates to the information, provided 
by the borrower, on which the lender makes the lending decision. Usually, representations 
are statements of fact and warranties are promises that certain representations are true or 
that certain acts have been done.166 The problem with all information provided is that the 
situation may change between the provision of the information and the time the creditor 
actually acts on it. This time lag is dealt with by the condition precedent mechanism.

There is a distinction in contract law between a promissory condition and a contin-
gent condition.167 The former is a promise made by one party to a contract, and failure 
to perform it entitles the other party to terminate the contract and sue the other party for 
breach.168 A contingent condition, however, is a state of facts which has to be fulfilled, which 
may or may not be something within a party’s control: if it is the former, the party is not 
obliged to bring that state of facts about, but (usually) must not prevent it coming about.169 
The exact consequences if the state of facts is not fulfilled is a matter of interpretation of 
the contract,170 although the effect will always be that one party is not obliged to perform 
some or all of his obligations under the contract until the state of facts is fulfilled. In the 
present context, this means that the lender is not obliged to advance funds unless and until 
the condition precedents are fulfilled. However, there are various possibilities as to the state 
of the contract between the parties if the condition precedent is not fulfilled. One is that 
the contract never comes into existence at all,171 or that if there is a contract, both parties 
are discharged, so that either party can withdraw from the contract. Another is that one 
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party can withdraw but the other cannot,172 and a further possibility is that the contract is 
binding on both, but the obligations of one or both are suspended pending the fulfilment 
of the condition.173 The position in relation to conditions precedent in loan agreements 
appears to be the third of these: the lender is not obliged to lend if a condition precedent 
is not fulfilled, but the contract to lend (the underlying facility agreement) remains valid 
and binding unless there is an event of default.174 Of course, non-fulfilment of a condition 
precedent may well be an event of default. It should also be remembered that in many loan 
facilities the advances are made in stages, so that each time the lender is called upon to make 
an advance it will be able to refuse if a condition precedent is not fulfilled, for example if the 
financial state of the company has changed.

6.3.2.2. Ongoing Rights

After an advance has been made, a lender wants to protect itself against changes in circum-
stances which would make the borrower less likely to be able to repay the loan. Obviously, 
once the loan has been made, the technique of a condition precedent cannot be used, so the 
loan agreement will also contain financial covenants, breach of which is an event of default 
which will entitle the lender to accelerate the loan and terminate the loan agreement.175 The 
agreement will also list events of default which are not breaches, but which again give the 
lender the right to accelerate and terminate.176 One type of covenant seeks to enable the lender 
to take action if early warning signs of financial weakness appear: while drastic action, such 
as acceleration, could be taken, the lender’s response is far more likely to involve a dialogue 
with the directors of the company which may culminate in the renegotiation of the loan.177 
Alternatively, a lender of tradable debt such as a debt security or a tradable loan may choose to 
‘exit’ via sale. The actual content of these covenants will vary according to the circumstances, 
particularly in relation to the creditworthiness of the borrower,178 and the type of debt.179 
However, covenants usually require the company to meet particular financial targets, usually 
expressed as ratios.180 The ratio requirements can often relate to the consolidated position of 
the corporate group rather than the individual borrowing company.

One type of ratio relates to the capital worth of the company. As explained earlier, 
a company will be balance sheet insolvent if its assets are insufficient to discharge its 
liabilities.181 A financial covenant could use this measure and prescribe a minimum net 
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worth of a certain amount.182 Alternatively, a covenant could provide that the company 
must meet a particular gearing ratio (borrowings expressed as a percentage of net worth). 
The balance of debt and equity in a company’s financial structure was discussed earlier 
from the point of view of the company.183 From the point of view of a lender, too high a 
level of debt can lead to insolvency risk, although a certain level is desirable because of the 
discipline it exerts on the directors. As mentioned above,184 gearing covenants can act as a 
general restriction on borrowing, which mitigates the debt dilution risk that lenders face.185 
The main problem with reliance on capital ratios alone is that they are calculated historically 
and are susceptible to manipulation by the borrower186 (although some control is exercised 
by the requirement of auditing).

Another type of ratio relates to the income of the company. A covenant may require 
that the ratio of the profit of the company to the interest payments that it has to make to 
service its debt is not less than a certain amount.187 An alternative is to use a cash flow-based 
ratio, such as the relationship between cash inflow and the costs of the business (including 
funding).188 This has the advantage that it is not a historic measure, and cash flow informa-
tion can be required from the borrower company at intervals more frequent than other 
financial information. It can, though, be difficult to draft effective covenants based on cash 
flow.189 All these financial covenants are heavily dependent on the accounting methods used 
to calculate the ratios,190 and changes in accounting standards can lead to covenants operat-
ing in different ways from that originally intended.191 The warranties relating to the pre-loan 
representations may also continue, so that the borrower warrants that there is no change in 
its financial position.192 If a ratio is not met, this will enable the lender to decide what to 
do: it will not necessarily terminate the arrangement but might use its power to do so to put 
pressure on the borrower to improve the position, and, if necessary, to renegotiate the loan 
with more protection for the lender.193 The agreement might also provide for a ‘pricing grid’, 
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so that if the risk for the lender increases because of the poor financial performance of the 
borrower, the interest payable on the loan rises.194

Another possible trigger is a downgrade in the rating of the borrower.195 Clauses based 
on a rating trigger can provide for one or more of the following consequences: an obligation 
to post more collateral, an obligation to increase the rate of interest, a right to accelerate the 
loan, a requirement that the borrower buy back the debt, or even an event of default. While 
these triggers can be highly effective, they give rise to concerns (most notably that the exist-
ence of the trigger itself affects the rating of the borrower but the existence of the trigger is 
not always known to the rating agency).196

The financial covenants discussed in this section are maintenance covenants, in other 
words, they require the borrower to maintain a certain financial position. In high yield bonds 
and covenant-lite loans, increasingly popular in some sections of the market,197 it is more 
usual to see ‘incurrence’ covenants, which only require compliance with a financial ratio if the 
borrower does a particular action (for example, issues more debt or takes on a further loan).198

The clauses mentioned above all specify particular financial criteria, but often a more 
general clause covering any ‘material adverse change’ (MAC) is also included: there is either 
a representation that no such change has occurred plus a continuing warranty that no such 
change will occur, or a provision that such a change is an event of default.199 The flexibility 
that such a clause gives can be useful, but, as with any clause requiring an assessment of 
materiality,200 it can also lead to serious uncertainty.201 MAC clauses have been subject to 
considerable academic scrutiny202 and the High Court has considered the interpretation 
of such a clause in some detail.203 Blair J reached some general conclusions on the basis 
of authority regarding the interpretation of a MAC clause taking the form of a representa-
tion by the borrower that there had been no MAC in its financial position since the date 
of the loan agreement.204 He concluded that the starting point for showing a MAC is the 
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borrower’s own financial information, but the enquiry will not be limited to this if there is 
other compelling evidence, that the test for materiality is whether the change significantly 
affects the borrower’s ability to repay the loan in question,205 and that the burden of proof 
of the breach is on the lender.

He also considered whether the clause could be breached when the lender could foresee the 
change that had taken place. This issue is contentious. There is English law authority that the 
fact that the causes of the change were known, or ought to have been known, will not prevent 
there being breach of the clause,206 but there is US authority that a MAC clause only applies to 
‘unknown events’,207 and this is supported by some commentators.208 Blair J took the view that 
‘a lender cannot trigger such a clause on the basis of circumstances of which it was aware at the 
time of the agreement’. However, whether the MAC was foreseeable must be a matter of degree. 
Mere knowledge of the causes may not mean that the precise event relied on was foreseeable, 
and in these circumstances it seems wrong that the clause is not triggered.209 Further, it must 
be a matter of interpretation of the contract whether the lender intended to take on the risk of  
the event. A similar approach applies in relation to force majeure clauses210 and frustration  
of contracts.211 Having said this, lenders will generally include a MAC clause as a general safety 
net to catch any events which they have not been able to foresee in the future, but will combine it 
with specific covenants and events of default dealing with foreseeable risks.212

Coupled with financial covenants are obligations to provide information, so that the 
lender can monitor the borrower’s financial position. The effectiveness of these depends 
on the information being timely and reliable,213 and also on the company being willing 
to provide the information.214 The minimum information would be that which is publicly 
available, such as the information periodically made available by companies.215 However, 
most of this information is historic,216 and so further timely and up-to-date information 
may be required to be provided by the management.217
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6.3.3. Termination and Acceleration Rights

As mentioned above, debt contracts usually stipulate a number of ‘events of default’, the 
occurrence of which entitles the lender to accelerate repayment of the loan and/or to termi-
nate the loan contract (which has the same effect, but which also releases the lender from 
the obligation to make further advances).218 For a lender this is a very significant right: it 
should, however, be noted that it is only a right, which the lender can decide not to rely 
on, and that acceleration or termination does not happen automatically.219 A lender has a 
choice whether to waive a breach or to enforce it. The best way of exercising this choice is 
by making a positive communication to the borrower: there is often a concern that inac-
tion may be seen as a waiver, and so an agreement will often contain a ‘no-waiver’ clause. 
Such a clause, though useful, does not completely block a successful argument of waiver by 
estoppel when the facts support this.220 The lender’s choice is an absolute one, not a matter 
of discretion which could, in some circumstances, be subject to a requirement that it be 
exercised reasonably or in good faith.221

At its strongest, when it includes a ‘cross-default’ clause so that any default on any 
borrowing by the borrower is an event of default,222 a right to accelerate or terminate enables 
a lender to drive a borrower into insolvency very quickly.223 It means that a lender can, if it 
wishes, seek to get paid (or to enforce its liability against the assets of the company) at the 
first sign of financial trouble, or, at least, to have a seat at the ‘restructuring’ table.224 A cross-
default clause might be thought to be a way to ‘steal a march’ on other creditors, although 
if all the borrower’s credit agreements include similar clauses this will not be successful, as 
all other creditors will also be able to accelerate their claims, thus driving the borrower into 
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insolvency. Conversely, the cross-default clause can lead to inertia as there is no incentive 
on any particular lender to take action.225

The acceleration clause also, however, enables a lender to force a renegotiation of the loan 
as a price for not activating the clause:226 most lenders would prefer to do this as they are 
more likely to get paid if the borrower overcomes its financial troubles. The right is obvi-
ously of most use in term loans where the amount outstanding is considerable. The right to 
terminate its own further obligations to lend is also important to the lender, especially where 
the facility is revolving rather than for a term. A lender will have no desire to advance further 
funds when the likelihood of being repaid the funds already advanced is reduced. Further, 
the ability to refuse to advance further funds is an important way of forcing a renegotiation. 
The forced renegotiation may be on terms which include changes in the way the company is 
managed, thus giving a lender an important corporate governance role when the company is 
in difficulties.227 Of course, the mere presence of the acceleration clause is likely to incentivise 
the borrower to ask for permission to breach a negative covenant, thus giving the lender even 
more influence on the borrower’s activities and enhanced ability to protect its interests.228

6.3.3.1. Events of Default

The loan contract will stipulate such events of default as, from the lenders’ view, are thought to 
be suitable indications of the borrower’s inability to repay the loan, and, from the borrower’s 
view, are not so easily triggered as to make it impossible to carry on its business. This balanc-
ing exercise is difficult, and is often the product of considerable negotiation. Some events 
of default will be breaches of the agreement, but others will be events outside the control 
of the borrower and will not amount to breach (so that they will not, for example, give rise 
to a right to damages). The most obvious breach is failure to pay the lender amounts due, 
whether of principal or interest.229 Since a failure to pay can arise from a minor adminis-
trative error, there is usually a short grace period.230 Any breach of warranty (including 
the warranty that all representations remain accurate) or breach of covenant will also be 
an event of default. These events, and a failure to pay, amount to breaches. Non-breach 
events may include insolvency proceedings, or actual insolvency, default on other loan or 
other types of contracts (these are cross-default clauses)231 and any change in circumstances 
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which might have a materially adverse effect on the financial condition of the borrower.232 
Often, a loan agreement will provide that a breach of a financial covenant can be cured by 
the provision of more equity. This is termed an ‘equity cure’.233 Sometimes, the cure can 
be effected by debt rather than equity: this can lead to a rather odd situation where debt is 
‘recycled’. If this comes within the terms of the equity cure clause (interpreted according to 
the principles discussed above),234 it can be effective to cure an event of default.235

6.3.3.2. Effect of Wrongful Acceleration

In some circumstances, especially where the event of default in question requires the lender 
to interpret a widely drafted clause, such as to decide whether an adverse change of circum-
stances is ‘material’, a borrower may allege that the lender has sought to exercise its right to 
accelerate wrongfully. It appears from the House of Lords decision in Concord Trust v Law 
Debenture Trust Corporation plc236 that a wrongful exercise of the right to accelerate is of 
no legal effect. This means that it is ineffective to achieve an acceleration,237 and that, in the 
absence of an implied term to the effect that the lender agreed not to give an invalid notice 
of acceleration, the lender is not contractually liable for doing so. Such a term would only 
be implied if it were necessary to give business efficacy to the contract238 and this is unlikely 
to be the case in most circumstances.239 It would, of course, be a breach of contract if the 
lender refused, on the basis of the wrongful acceleration, to make further advances which it 
was contractually obliged to do, or if it wrongfully enforced security.240

There are other possible causes of action for which a lender might be liable for wrongful 
acceleration. A discussion of these and of the policy implications of the Concord decision 
can be found in chapter eight in the context of the obligations of bond trustees.241

6.3.3.3. Validity of Acceleration Clauses

When the trigger for the acceleration of the payment obligation is a breach of contract,242 the 
question arises as to whether the clause can be challenged as contrary to the rule against penalties.  
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The penalty jurisdiction is an exception to the general rule that the courts should uphold 
the terms of the contract as agreed between the parties.243 A clause providing for sums 
payable244 on breach will be struck down as a penalty if it imposes a detriment on the promi-
sor which is out of all proportion to the promisee’s legitimate interest in the enforcement of 
the promisor’s primary obligation.245

It is clear that the mere fact that the loan becomes repayable early does not make it a 
penalty, as long as no extra interest is payable other than that which has already accrued 
and continues to accrue.246 This seems to be the case despite the fact that early payment is 
usually more expensive for the payer and more valuable to the payee, at least where there 
is a positive rate of inflation.247 If, however, the obligation accelerated includes unaccrued 
interest,248 or there is provision for an additional rate of interest after default, either of these 
might potentially be struck down as a penalty.

It appeared from the judgment of Colman J in Lordsvale Finance v Bank of Zambia249 
that being a genuine pre-estimate of loss is not the only reason why a payment on breach 
provided for by a contractual clause might not be a penalty. This approach has been 
confirmed and extended in the decision of the Supreme Court in Makdessi v Cavendish 
Square Holdings BV.250 Makdessi concerned the breach of a share sale agreement by the 
seller, giving rise to an entitlement on the part of the buyer not to make further payments, 
and also triggering a call option whereby the buyer could buy the seller’s remaining shares at 
a disadvantageous price. The Supreme Court modified the orthodox ‘genuine pre-estimate 
of loss’ approach, and it appears that there is a two-stage test for whether a clause is a penalty. 
First, if the promisee does not have a legitimate interest in the performance of the promi-
sor’s primary obligation and secondly, that the consequence to the promisor is out of all 
proportion to the promisee’s legitimate interest.251 Compensation is not the only legitimate 
interest of the promise:252 deterrence253 or the commercial management of increased risk254 
were other possibilities. In both Makdessi and the case heard at the same time,255 it was 
held that, despite the relevant clauses bearing no discernible relationship with the estimated 
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loss resulting from breach, in both cases the promisee had a legitimate interest in imposing 
the (proportionate) payments.The Supreme Court decision thus leaves the current position 
undisturbed in relation to an increase in the rate of interest charged on a loan after default, 
which was established in the Lordsvale case.

In Lordsvale, the increase was of 1 per cent. Colman J explained that this was explicable 
since the credit risk of the borrower had increased after the default, and that interest rates 
were generally higher where credit risk was higher. Moreover, the judge took account of 
the prevalence of default interest clauses and the rates charged in international agreements. 
This commercial approach was endorsed in Makdessi256 and has been applied in subse-
quent cases.257 While it is possible that the uplift could be considered disproportionate to 
the lender’s legitimate interest,258 recent cases have shown that very significant default rates 
have been held not to be penalties.259

It should, in addition, be mentioned that the penalty jurisdiction has also been applied to 
acceleration clauses in hire purchase and conditional sale agreements.260 The relevant prin-
ciples are now well-established and tend to be followed in the drafting of all such clauses. 
The question of relief against forfeiture of the subject matter of a finance lease has also been 
considered, and this will be discussed in chapter seven.261

The penalty clause jurisdiction does not apply when the trigger for acceleration is not 
a breach of contract. Where the event of default is that formal insolvency proceedings 
have been commenced against the borrower company, however, the question arises as 
to whether the acceleration clause falls foul of the anti-deprivation principle.262 The first 
question to ask is whether the effect of the clause is to deprive the insolvent company of an 
asset it would otherwise have. It could be said that by accelerating the loan, the company 
becomes liable for a sum for which it would not otherwise be liable, and that increas-
ing a company’s liabilities has the same effect as diminishing its assets.263 However, on 
insolvency all future and contingent debts become immediately provable anyway,264 which 
means that they are, in effect, accelerated. Thus, unless the acceleration clause contained 
some element of penalty for acceleration (that is, an extra payment which was only to be 
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made if the loan were accelerated) there cannot be said to be a deprivation. It should be 
noted that an acceleration clause is often combined with a right of set-off on insolvency, 
but even here the principle will not be contravened provided that the right of set-off falls 
within insolvency set-off.265

If the acceleration clause is coupled with the termination of the right to call for future 
advances, this, in theory, could amount to a divesting of an asset of the company on insol-
vency. However, since the insolvency is bound to be an anticipatory breach by the borrower 
(since it will be unable to repay the loan),266 this brings the obligation of the lender to make 
the loan to an end, and a clause stating that this is the case (or terminating the contract 
before the actual onset of insolvency) cannot be said to divest the company of any asset 
which would otherwise be available to creditors.267

6.3.4. Set-Off268

Set-off can arise in a number of forms, but the basic idea is the same. If A owes money to 
B and B owes money to A, the two debts can be set off against each other so that only the  
balance is payable. Set-off operates both outside and within insolvency, although in 
the latter situation it is restricted by statutory criteria. Set-off can operate to the advantage or 
disadvantage269 of a creditor in a number of ways. Outside insolvency, its prime function is 
to avoid circuity of action, so that instead of a creditor having to sue a debtor for the debt, it 
can (in certain circumstances) merely cancel its own debt to the debtor. This not only saves 
litigation and enforcement costs, but can also reduce the creditor’s exposure to the debtor’s 
credit risk (both actually and in its books, which can have an effect on capital adequacy) 
as well as the creditor’s own debts. When combined with netting,270 set-off is extensively 
used by those who trade on the financial markets (especially the derivatives markets) to 
reduce exposure and risk, and also to reduce the volume of settlements.271 Although set-off 
operates by operation of law, its limits (outside insolvency) can be extended or reduced by 
agreement between the parties. Thus, with agreement, a lender can set off the debt owed by 
a borrower against a debt the lender owes to a third party, such as a parent company of the 
borrower.272
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Conversely, the parties can exclude the right of set-off, so that, for example, loans273 and 
bonds may provide that payment must be made without set-off, so that they can be more 
easily traded.274 While such a clause is valid outside insolvency, it does not apply within 
insolvency as insolvency set-off is mandatory.275

6.3.4.1. Use of Set-Off and Flawed Asset Structures in Lending

If the borrower becomes insolvent, set-off has an important protective function for the 
lender. Under English law, mutual debts are set off on insolvency so that only the balance 
due to the solvent party is provable. Thus, if a borrower owes £1 million to the lender, and 
the lender owes £750,000 to the borrower, the lender’s liability to the borrower is discharged 
and the lender need only prove for the £250,000 balance. If it proves for a debt in the debtor’s 
insolvency, a lender is very unlikely to receive the full amount owed, but the effect of insol-
vency set-off is that it does ‘receive’ the full £750,000 which is set off, as it no longer has to 
pay this to the borrower. Insolvency set-off, therefore, puts the lender in the same economic 
position as if the debt were secured: it gets the full amount in priority to the unsecured 
creditors. In fact, it is in a better position than, for example, the holder of a floating charge, 
since the liquidator’s costs, preferential creditors and the prescribed part for the unsecured 
creditors are paid out of floating charge assets in priority to the floating chargee.276 It is even 
in a better position than a fixed chargee, in that no enforcement of security is necessary: 
insolvency set-off operates automatically.

Lenders, especially bank lenders, may structure transactions to enable themselves to be 
‘paid’ by set-off if the borrower becomes insolvent. Thus, to give a very simple example, if 
a borrower has a deposit account with a bank, the bank will rely on being able to set off its 
debt to the borrower against the amount due on the loan if the borrower becomes insolvent. 
The bank may seek to protect itself further by a provision in the deposit agreement that 
the deposited funds cannot be withdrawn while the loan remains extant. This changes the 
nature of the bank’s obligation to pay the borrower into a conditional debt, often known as a 
‘flawed asset’.277 The debt remains conditional (‘flawed’) even if the borrower is insolvent,278 
so the flawed asset arrangement continues to provide protection to the lender unless it 
contravenes the anti-deprivation principle, or is an unregistered but registrable charge.

There are a number of reasons why this structure does not contravene the anti-deprivation 
principle,279 despite the fact that it was made clear in the Belmont case that flawed assets can, in 
theory, fall foul of that principle, since a ‘substance over form’ approach was to be adopted.280 
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First, and most importantly, the ‘flaw’ is not triggered by the onset of insolvency proceedings.281 
The payment to the depositor is conditional upon non-payment of the loan. While the 
possibility of payment may be exacerbated by insolvency, actual non-payment occurs both 
before and after the onset of insolvency, and is certainly not triggered by it.282 Second, even 
on a ‘substance over form’ test, the asset is limited from the beginning. It is not, even in 
substance, an asset which is granted to the company and then removed at a later date. Third, 
the clause is commercially justifiable.283

Although it will depend on the precise words used, it is also unlikely that the arrange-
ment will constitute a charge.284 The bank acquires no rights in the deposit: it is merely 
entitled to withhold payment.285 Even when combined with a contractual set-off provision, 
it is unlikely that an English court would conclude that a charge is created, since the rights 
created are purely personal.286

Where the depositor and the borrower are the same person, the flawed asset device 
merely preserves the value of the deposit so that the lender can benefit from the application 
of insolvency set-off if the borrower becomes insolvent. If the deposit is by another party, 
such as a parent company, insolvency set-off will not apply, and so the flawed asset has inde-
pendent value. As explained by Rose LJ in the Court of Appeal decision in BCCI (No 8),287

It will almost invariably be in the interests of the general body of creditors for [the depositor’s 
liquidator] to permit the bank to recoup itself out of the deposit, take delivery of any other securi-
ties which the bank holds for the principal debt, and seek to recover from the principal debtor.

However, if the depositor has guaranteed the borrowing, insolvency set-off will apply in any 
case since the obligation under the guarantee will be set off against the deposit.288 In the past 
it was frequently the practice of bank lenders to take a ‘triple cocktail’ of protection: a flawed 
asset, a contractual set-off and a charge-back (a charge taken by the lender over the deposit). 
This represented a ‘belt and braces’ approach, which was perhaps appropriate when there 
was doubt about the validity of charge-backs289 and the scope of insolvency set-off was more 
limited.290 Triple cocktails, and, indeed, flawed assets, are now much less common.291
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Whether the advantage insolvency set-off gives to a creditor is justified in policy terms 
will be discussed below.292 First, the various types of set-off and netting outside insolvency 
will be briefly discussed. The labels for these types sometimes vary: the titles used here are 
those coined by Philip Wood, which are now widely used.293

6.3.4.2. Independent Set-Off

This originated from the Statutes of Set-Off, and is sometimes called statutory set-off. Now 
it also includes that form of set-off which was applied by analogy where one of the claims 
was equitable—which, confusingly, was called legal set-off. It is really a procedural defence: 
where a claim for a liquidated sum is brought, a cross-claim for a liquidated sum can be 
asserted to extinguish or reduce the judgment that the claimant can obtain.294 The signifi-
cance of this is that it only applies where an action has actually been brought: where the 
claimant seeks to exercise a self-help remedy, independent set-off does not apply. Thus, for 
example, a borrower cannot rely on independent set-off to reduce the amount payable on 
an instalment of a loan, or an instalment under a hire purchase agreement. If it did so, the 
lender could invoke an acceleration clause,295 or could terminate the agreement and repos-
sess the goods, on the grounds that an instalment had not been fully paid.296

Independent set-off has significant other limitations, in that it can only apply to debts 
(liquidated claims for money) and not to claims for damages, and only to debts due at the 
start of the action. For these reasons, it is rarely relied upon, since transaction set-off is 
more liberal. There is one situation, however, where independent set-off can be used when 
transaction set-off cannot be. Independent set-off applies even where the claim and the 
cross-claim are unconnected, whereas transaction set-off, which is based on the principle 
that it is inequitable for the claimant to succeed on the claim without giving credit for the 
cross-claim, requires a very close connection.

6.3.4.3. Transaction Set-Off

This form of set-off operates where there is sufficient connection between the claim and 
the cross-claim. Like independent set-off, transaction set-off does not extinguish or reduce 
the claim or cross-claim until judgment or agreement,297 but this does not prevent trans-
action set-off being relied upon as a substantive defence.298 Thus (unlike the situation in 
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relation to independent set-off discussed above) where a payment is made taking account 
of transaction set-off, a self-help remedy for underpayment is not triggered.299 If a creditor 
ignores the asserted set-off and goes ahead with the self-help remedy, he acts ‘at his peril’:300 
if the set-off is upheld, the creditor will be liable for wrongfully doing whatever the self-help 
remedy would otherwise entitle him to do.301 The borrower must, however, assert the set-off 
before it can act as a defence in this way,302 although its cross-claim need not be definitively 
quantified provided that the assertion is made reasonably and in good faith.303

The availability of a self-help remedy by the assertion of transaction set-off creates 
considerable uncertainty in practice as to the operation of an acceleration or termination 
clause. This is a strong reason for providing that payments under a loan agreement or in an 
issue of securities should be made without set-off.304

For a transaction set-off to arise, the claim and cross-claim must be so closely connected 
that it would be unjust to enforce the main claim without taking the cross-claim. There are 
two elements to the test: the ‘formal’ requirement of close connection, and the ‘functional’ 
requirement, which is the part relating to injustice.305 The test relates to the substance rather 
than the form of the claims, so even if the claims arise out of the same transaction this 
does not necessarily mean that they are sufficiently connected, while claims arising out of 
separate contracts may qualify if they are sufficiently connected. Provided there is sufficient 
connection, it does not matter that one claim is liquidated and the other unliquidated (for 
example, a claim for damages).306

Further, the claims must be mutual, although in determining mutuality account is taken 
of equitable interests as well as legal interests. Thus, if a beneficiary is sued, it can set off a 
claim held on trust for him by a trustee.307

6.3.4.4. Banker’s Right to Combine Accounts

For bank lenders, a significant part of the law of set-off is the right to combine current 
accounts. This is probably best analysed as an implied contractual right to set off the credit 
balance on one account (a debt due by the bank to the customer) against a debit balance 
on another account.308 This is because there is no obligation on the banker to combine 
accounts,309 and the right to do so can be excluded by express or implied agreement. Where a 
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customer has a loan account and a current account, it will be presumed that there is no right 
to combine without express agreement.310 This makes obvious sense, since the customer 
will normally want to carry on its business by writing cheques on its current account, even 
though it has borrowed from the bank. However, the bank will want, and will have, a right 
of set-off on insolvency (since insolvency set-off cannot be excluded) and will often provide 
for a contractual right of set-off under certain circumstances.

6.3.4.5. Contractual Set-Off and Exclusion of Set-Off

Although in many circumstances a lender might be sufficiently protected by relying on  
set-off which arises under the general law, it is likely to wish to provide in the agreement 
for the precise application of set-off to the transaction. This is as much in the interests of 
certainty as in order to extend or reduce the application of set-off, although this may also 
be desired. However, as can be seen even from the brief discussion above, the scope of inde-
pendent and transaction set-off or the application of set-off to a particular transaction is not 
always absolutely clear, and providing for the precise operation of set-off in the agreement 
prevents any possible dispute as to whether set-off is available.

Contractual set-off can also be used to provide for set-off to occur where otherwise it 
would not. For example, an agreement can provide that unconnected debts between the same 
parties can be set off in such a way that the amount payable is reduced, either immediately 
or at a later date at the option of one party.311 This is significantly beyond the application of 
independent set-off, where such debts can only be set off once litigation has commenced. 
Independent and transaction set-off do not constitute payment, but contractual set-off can do 
so immediately (depending on the terms of the contract). Thus, when combined with netting, 
contractual set-off is a useful tool to reduce the number of settlements and exposure risk.

Netting comes in various forms, which are closely related to but distinct from set-off.312 It 
encompasses various contractual provisions which change the nature of the parties’ obliga-
tions to each other, either to have the effect of set-off or so that set-off (contractually provided 
for) can take place. Novation netting is an agreement whereby all contracts between the 
parties are consolidated into one single contract, with one payment obligation.313 Usually, 
as each new contract is entered into, it is consolidated with the single contract so that there 
is only ever one balance payable. The actual time of payment is provided for separately by 
the contract. One use of this technique is where there is a clearing house in a market. The 
clearing house rules usually provide that each time two members of the market trade with 
each other, each transaction is novated to the clearing house (so that the clearing house then 
has two contracts, one with each party) and consolidated with each party’s other obligations 
to and rights against the clearing house so that only one balance is payable either to or from 
the clearing house.314
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Settlement netting relates purely to payment, so that when amounts become due from 
and to two or more parties, they are netted out so that only one sum is payable. Thus it is 
distinct from novation netting, which can apply to executory contracts. The purpose of 
settlement netting is to deal with the rather specific risk that A will pay the gross amount to 
B, but B will not be able to pay the gross amount due back to A: the operation of settlement 
netting means that A’s risk of B’s non-payment is limited to the net amount.315 It is often 
used in the settlement of payment through a clearing house, although, as will be seen, nova-
tion netting is a safer method in the event of the insolvency of one of the members.

Close-out netting is the most significant type of netting in terms of protecting against 
credit risk. It is a vital component of the ISDA Master Agreement, which governs most 
derivatives transactions, as well as of repos and securities lending transactions. Its purpose 
is to reduce all present, future and contingent indebtedness to a single net balance in the 
event of a party’s insolvency: this means that the exposure of the other party is limited 
irrespective of the applicable insolvency laws, which otherwise might allow an insolvency 
officer to elect not to perform the insolvent’s side of the bargain, leaving the other party 
as an unsecured creditor.316 Given the wide scope of insolvency set-off under English law, 
the functions of close-out netting are to turn non-monetary obligations into monetary 
obligations (so that insolvency set-off can operate), to avoid the uncertainty caused by the 
valuation of future or contingent debts by a liquidator or administrator, and to avoid market 
fluctuations which may apply between the onset of insolvency and the time at which set-off 
is actually calculated. Close-out netting provisions typically provide that on the occurrence 
of a specified event (either insolvency or default or some other such event) the contracts 
between the parties are terminated or accelerated so that money claims become due either 
way. The calculation of the amount due on non-monetary obligations is normally carried 
out using the usual principle of contractual damages: the difference between the contract 
price and the market price. These money claims are then set off so that only a net sum is 
payable.317 Close-out netting provisions are extensively used in the financial markets and 
are found in many master agreements governing such transactions.318

Another way in which the scope of set-off which arises by operation of law can be 
extended by contract is to provide that set-off will occur even where there is no mutuality 
of parties. Thus, a lender could have the right to set off a claim owed to party B against the 
obligation of borrower A.

There is no problem with the effectiveness of any of these provisions outside of insol-
vency, since parties have freedom of contract.319 If, however, a party becomes insolvent, as 
a general rule any contractual terms providing for set-off which operate more widely than 
insolvency set-off are unenforceable. Further, any attempt to rely on them may be set aside 
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as a preference or a transaction at an undervalue.320 Insolvency set-off is mandatory and 
parties cannot contract out of it.321 Mutuality of parties is required for insolvency set-off. 
Where this exists, however, insolvency set-off is very wide in scope, and includes unre-
lated, future and contingent claims. Therefore, the main situation where contractual set-off 
is likely to be unenforceable is where it is sought to set off debts where there is no mutuality. 
The mandatory nature of insolvency set-off is discussed further in the next section.

Set-off can also work to the disadvantage of a lender in that the borrower may seek to 
rely on it to avoid making repayments in full or at all. Obviously, if a cross-claim exists the 
lender will eventually have to pay the borrower, but it may not wish to have to do so imme-
diately. For example, the lender may have itself to make back-to-back payments on its own 
arrangements for financing the loan, such as a securitisation, or it may wish to have the abil-
ity to challenge the cross-claim as a defendant rather than as a claimant,322 or it may wish 
to take away from the borrower any incentive to make spurious cross-claims. Alternatively, 
if the debt obligation is transferable, there may be doubt as to whether it can be transferred 
free from equities, including set-off.323 Thus the lender may wish to exclude the operation 
of set-off by contractual terms, so that payment will take place in full.

Outside insolvency, there now seems little doubt that such a clause is effective.324 
Although the width of application of the exclusion will depend in each case on the exact 
wording of the term, independent set-off can be excluded as well as transaction set-off, and 
it seems that there is no policy objection to this.325 This is also the case where the exclu-
sion is by reason of the CREST rules (incorporated into the contract):326 this is particularly 
important as the operation of the CREST system depends upon the immediate comple-
tion of bargains without regard to any other transactions between the parties.327 There is, 
however, a presumption that parties to an agreement do not intend to abandon remedies 
for breach which arise by operation of law, and clear words must be used to rebut this.328

Generally, therefore, set-off cannot be excluded without clear words, although in decid-
ing whether a more general clause (which does not use the word ‘set-off ’) excludes it, the 
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whole contractual context will be considered.329 Despite this, it is clear that where a debt 
security is sought to be transferred through the CREST system an exclusion of set-off will 
be incorporated even without express words.330

6.3.4.6. Insolvency Set-Off

6.3.4.6.1. The Limits and Operation of Insolvency Set-Off331

Insolvency set-off applies both on liquidation and in administration where the administra-
tor chooses to make a distribution.332 The idea is that an account is taken of mutual dealings 
between the insolvency company and a creditor to produce a net balance: if a debit balance, 
the creditor may only prove for that balance in the liquidation or administration. The claim 
by the solvent party against the insolvent party must be provable, so that, for example, it 
cannot be statute-barred or fall foul of the rule against double proof.333 The claim owed by 
the solvent party to the insolvent party need not, in theory, be provable,334 although other 
statutory criteria, such as mutuality, must be satisfied.335

Insolvency set-off is mandatory and as such operates automatically.336 This means that 
there needs to be a specific cut-off date early on in the insolvency process when it (theoreti-
cally) operates. However, the actual accounting process and the actual amounts to be taken 
into the calculation will not be known until later, when the liquidator has been appointed 
and is able to do the necessary work.337 Two principles338 deal with this problem: the retro-
activity principle and the hindsight principle. The former deems the account to be taken at 
the ‘date of the account’ even though it does not actually happen till later. The latter means 
that the liquidator or administrator can take into account events that occur after the date of 
the account when calculating the balance due.339

Two specific issues are of particular interest in the context of this chapter. The first is 
the inclusion of contingent debts in insolvency set-off.340 Contingent debts are provable 
in a liquidation or administration,341 and there is a procedure for estimating their value, 
since otherwise the process would be unduly protracted pending the contingencies eventu-
ating. Contingent claims by the company (against the creditor) are included, although if the 
account results in a balance payable to the company by the creditor, this does not need to 
be paid until it becomes due, if it ever does.342 The liquidator or administrator estimates the 
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value of a contingent claim, taking into account both the possible amount of the debt and 
the probability of it arising.343

The second issue is whether the mutuality required for insolvency set-off is destroyed 
by the presence of a charge-back. A charge-back, it will be recalled, is a charge taken by a 
lender over a debt owed by it, usually a credit balance in an account held with it. It might 
be thought that such a charge is not required, since the lender is in any event protected by 
set-off, but despite this many lenders do take such a charge. One reason for this is that the 
lender wishes to have a choice whether and when to enforce the security, rather than having 
it operate automatically by insolvency set-off. A lender might wish to have this choice, for 
example, where the debt and the credit balance are in different currencies and it is sought to 
exploit the varying exchange rates to the lender’s advantage.344 However, this choice will not 
be available unless mutuality is destroyed by the charge.

Where the solvent party has security for a debt, there are two views as to the position as 
regards insolvency set-off. On one view, insolvency set-off operates automatically unless the 
secured creditor has already enforced its security by the onset of insolvency proceedings.345 
On the other view, the secured creditor has a choice either to enforce its security, in which 
case insolvency set-off will not apply, or to prove in the liquidation.346 On this view, the 
problem is that at the date of the account it is not known whether the creditor will enforce 
the security or prove in the liquidation. However, if the creditor does enforce the security by 
the time of the actual taking of the account then the liquidator, by application of the hind-
sight principle, must conclude that the mutuality is broken and automatic insolvency set-off 
does not apply. One could go further and say that the mere potential ability of the creditor 
to enforce the security means that the mutuality is broken at the date of the account, but that 
this lack of mutuality can be reversed if the creditor makes it clear by the time the account is 
actually taken that it intends to prove and not to rely on its security. The position in relation 
to charge-backs has been left open by authority. Hoffmann LJ and the Court of Appeal in 
MS Fashions Ltd v Bank of Credit and Commerce International SA (No 2)347 appeared to take 
the view (in a slightly different context) that a charge-back did not break the mutuality or 
prevent (insolvency) set-off. However, Lord Hoffmann in BCCI (No 8)348 left the point open, 
and did not appear to have a firm view in support of the views expressed in MS Fashions. 
There is strong academic and practitioner opinion to support the view that insolvency 
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set-off does not occur automatically, at least unless the creditor chooses to submit a proof, 
and this view seems preferable.349

6.3.4.6.2. The Mandatory and Exclusive Nature of Insolvency Set-Off

It will be recalled that it is a basic principle of insolvency law that the insolvent company’s 
assets are to be distributed pari passu to its unsecured creditors.350 This principle, however, 
applies to such a limited extent in practice that many commentators have suggested that it 
does not exist,351 or that it should be reformulated.352 Any creditor with a proprietary claim 
falls outside the principle (an alternative formulation of this is that since the asset is no 
longer owned by the company, the principle does not apply to it), and there are significant 
statutory exceptions.353 Insolvency set-off can be seen as another exception to the principle, 
in that it enables some unsecured creditors to recover the whole or part of their claim in 
full.354 Whether it is justifiable to have such an exception is discussed in detail below.355 
However, because it is an exception to the principle, its limits are clearly defined by statute, 
as discussed above.

Where a contractual arrangement falls outside the boundaries of insolvency set-off, it is 
vulnerable to being declared void in the insolvency of a party as contrary to the pari passu 
principle or the anti-deprivation principle.356 The pari passu principle operates regard-
less of the intention of either the insolvent party or the contractual counterparties, and 
there is no requirement that the contractual provision is triggered by the insolvency.357 
Since it relates to the distribution made to creditors, it applies when this is the overriding 
purpose of insolvency proceedings, that is, to liquidation and to administration once a 
notice of distribution has been issued.358 Any contractual arrangements which have their 
effect before the company enters liquidation, or before a notice of distribution is issued 
by an administrator (collectively, ‘the relevant date’), will not be rendered void by the 
principle.359 Because of the wide scope of insolvency set-off, it is relatively unlikely that 
any contractual set-off would fall foul of the pari passu principle unless it provided for  
set-off between non-mutual parties.
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 360 [1975] 1 WLR 758.
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but, when C is insolvent, this could be seen as contrary to pari passu, since if B wished to make a gift of £50 to C, it 
should become part of C’s assets and be available to all of C’s creditors.
 367 In this example, A owes £50 to C and C owes £50 to B. This time, A does not have to pay C, and B forgoes its 
payment, that is, ‘pays’ C’s debt to A. Again, on C’s insolvency, the pari passu principle could be said to prescribe 
that B’s gift should be available to all of C’s creditors.
 368 See 6.3.4.5.

An example of this is the case of British Eagle International Air Lines Ltd v Compagnie 
Nationale Air France.360 In that case, amounts due to and from airlines which were members 
of a clearing house (IATA) were netted out by the clearing house each month, at which point 
the clearing house would pay or receive the net balances to or from the airlines (a form of 
settlement netting). British Eagle became insolvent and was owed a sum by Air France. The 
question was whether the liquidator could claim this amount in full, or whether it could 
only claim the net balance from IATA, taking into account the sums that British Eagle owed 
other airlines.

The crucial question was whether British Eagle’s claim to payment was against Air 
France directly (in which case the arrangements netting it off against the claims of other 
clearing house members contravened the pari passu principle)361 or whether British Eagle 
merely had a claim directly against IATA, after taking into account all the debits and credits 
owed to and from other airlines. The majority favoured the former view, while the minority 
took the latter view, with the consequence that payment to British Eagle of the net balance 
would not contravene the principle, since IATA could set off against sums it owed to British 
Eagle claims it had against the insolvent company.

There are several ways to structure the transaction so that British Eagle only ever has 
a claim against IATA. One is for the rules of the clearing house to provide that all inter-
member claims are immediately novated to the clearing house (novation netting).362 
Another method, which has been successful in Australia, is for the rules to provide that no 
claims ever arose between members but only between members and the clearing house.363 
Concerns about the invalidity of settlement netting in clearing house arrangements in insol-
vency (bilateral settlement netting would fall within insolvency set-off and would therefore 
be valid) have led to statutory intervention, so that settlement netting arrangements in 
financial markets are statutorily protected on insolvency.364

Absent such contractual workarounds, a provision for non-mutual set-off would be invalid 
on insolvency.365 Such a provision could take one of two forms, both of which would contra-
vene the pari passu principle. One is that a liability of the insolvent company (C) to A should 
be set off against the liability of A to B.366 The other is that a liability of A to C should be 
set off against the liability of the insolvent company to B.367 A close-out netting provision,368  
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by itself,369 is relatively unlikely to violate either the pari passu principle or the anti-deprivation 
principle, since it will have the same effect as the operation of insolvency set-off, which applies 
to future and contingent debts as well as present debts. However, obligations to do something 
other than pay money (such as delivery obligations) cannot be set off in insolvency against 
money obligations,370 and so to the extent that a close-out netting provision has this effect, it 
could be said not to be protected by being within insolvency set-off.371 Absent any close-out 
netting provision, the obligation to deliver is merely contractual unless property in the items 
to be delivered has already passed. If it is the insolvent party that is obliged to deliver, an insol-
vency officer could choose to breach (or disclaim) the contract,372 or to perform it. Breach or 
disclaimer would turn the obligation into a money claim, which could be the subject of set-off, 
but performance would mean that the solvent counterparty would be obliged to pay its money 
obligation in full. A close-out netting provision effectively takes from the insolvency officer the 
choice of performance, and imposes a solution similar to that on breach or disclaimer. While 
this could, theoretically, be a deprivation373 it is unlikely to fall foul of the anti-deprivation 
principle for two reasons. First, the ‘deprivation’ is for full value, which is a well-recognised 
exception to the anti-deprivation principle;374 this is also a good reason why the provision 
does not offend the pari passu principle. Second, there are good commercial reasons for the 
provision, namely increase in certainty and reduction in credit and systemic risk: the anti-
deprivation principle therefore does not apply.375

To the extent that close-out netting provisions might be seen as violating either principle, 
such provisions in certain types of contracts are rendered valid in insolvency by statute.376

As mentioned above, set-off can also be excluded contractually for various reasons.377 
However, when the borrower becomes insolvent, the exclusion is ineffective.378 This is 
strange, in that, where the borrower is insolvent, set-off almost invariably operates to the 
advantage of the creditor, so by excluding it the creditor is swelling the assets available for the 
unsecured creditors and taking its chance by proving for the full amount in the insolvency.379 



240 Creditor Protection: Contractual

 380 National Westminster Bank Ltd v Halesowen Presswork and Assemblies Ltd [1972] AC 785, 808–09.
 381 Re Maxwell Communications Corp plc (No 2) [1993] 1 WLR 1402, 1411.
 382 See the critique in Derham: Set-Off, 6.112. The quantification of claims in insolvency is complicated whether or 
not there is set-off, especially now that contingent claims (which must be quantified) can be set off in both directions.
 383 A term which excluded set-off outside insolvency would, in any case, only operate within insolvency if it was 
clear that it was intended to do so: National Westminster Bank Ltd v Halesowen Presswork and Assemblies Ltd [1972] 
AC 785.
 384 This problem can be avoided by opening the current account with a bank other than the original financier, but 
such a bank has less incentive to take on an insolvent client.
 385 Report of the Review Committee of Insolvency Law and Practice (Cork Report) (Cmnd 8558, 1982), para 1342.
 386 Goode: Corporate Insolvency, 9-01.
 387 This is clearly explained in a Singaporean case of Electro-Magnetic (S) Ltd (Under Judicial Management) v 
Development Bank of Singapore Ltd [1994] 1 SLR 734, 738 (Sing CA), where LP Thean JA said: ‘A security over a 
property consists of some real or proprietary interest, legal or equitable, in the property as distinguished from a 
personal right or claim thereon. A right of set-off is a personal right; it is a right given by contract or by law to set 
one claim against the other and arrive at a balance.’ See also Goode and Gullifer: Credit and Security, 1–20, the 
2nd edition of which was cited with approval in that case. When Lord Hoffmann in Stein v Blake [1996] AC 243, 
251 described insolvency set-off as ‘a form of security’, he was clearly describing its functional use rather than 
classifying it as a security interest. However, see now the Canadian Supreme Court decision in Caisse Populaire 
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The justifications for the rule appear to be that the insolvency set-off legislation is beneficial 
for the orderly administration of insolvent estates380 and that, if the creditor did not pay, 
the liquidation proceedings might be held up by lengthy and costly litigation against it.381 
This justification, weak even on its face,382 does not counterbalance the freedom of contract 
argument allowing a creditor to exclude set-off if it wishes.383

Further, in one specific situation there is a strong argument for allowing such exclusion. 
This is where an insolvent company, in the course of restructuring under an agreed mora-
torium with creditors, opens a current account with a bank which has lent to it in order 
to pay in its earnings. If the bank did not agree to exclude insolvency set-off, all credits to 
that account would go to reduce the company’s indebtedness to the bank, and would not be 
available for creditors generally.384 For this reason the Cork Committee on Insolvency Law 
and Policy recommended that the prohibition on contracting out of insolvency set-off be 
reversed.385 However, no legislation has resulted from this.

6.3.4.6.3. Policy Justifications for Insolvency Set-Off

As has been mentioned earlier, insolvency set-off is a significant exception to the pari passu 
principle of insolvency law that all creditors within a particular class should be treated alike.

The policy justifications for this are varied. It can be argued that, since the parties have 
given credit to each other outside of insolvency on the basis that they would be able to rely 
on set-off to ensure payment, it would be unfair to deprive the creditor of this benefit on the 
insolvency of the other party.386 One problem with this argument is that, to the extent that 
the set-off relied on is contractual (rather than independent or transaction set-off), reliance 
on it is no different from reliance on any other contractual term which seeks to give a credi-
tor an advantage in insolvency. A right to set-off is not a proprietary right like a security 
interest:387 secured creditors are clearly in a different class, and the line between proprietary 
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and personal rights is (relatively) easily drawn and justified. A line between contractual 
rights which survive insolvency and those which do not is both less easy to draw and harder 
to justify. Further, many contractual provisions (such as close-out netting) are designed 
merely to protect the creditor in the event of the debtor’s insolvency, and so an argument 
based on reliance on the use of set-off outside insolvency does not apply. If the reliance 
argument applies to a creditor who has, by the use of contractual terms, attempted to put 
himself in a better position than other creditors on the insolvency of the debtor, then this 
argument should result in all such bargains being effective in insolvency. In fact, the reverse 
is true: a desire to improve a creditor’s position on insolvency is a reason for transfers being 
set aside.388

The argument is stronger, in a way, in relation to set-off which would have arisen outside 
insolvency by operation of law: reliance on this surviving insolvency is, perhaps, more 
justifiable, although if the law did not allow set-off on insolvency (as is the case in many 
jurisdictions)389 parties would be expected to know this and not to rely on pre-insolvency 
law. Further, in many cases the possibility of set-off, or even of there being a cross-claim, 
is not in the parties’ minds at the time of entering into the transaction, so that the reliance 
argument does not apply.390 Thus, we should look for other justifications for insolvency set-
off to bolster the reliance argument.

A related justification is that if an insolvent company can receive the full amount of a 
claim due from another person, it is only fair that that person should be able to receive its 
claim against the company in full.391 This justification was noted by Lord Hoffmann in his 
masterly analysis of insolvency set-off in Stein v Blake,392 where he pointed out that, for 
example, in Forster v Wilson,393 Parke B said that the purpose of insolvency set-off was ‘to 
do substantial justice between the parties’. It is difficult to see how, in the absence of reliance 
(which is discussed above), it is any fairer to pay a person with a cross-claim in full than any 
other creditor. The amount which that creditor receives over and above the proportion that 
all unsecured creditors receive is an amount that those unsecured creditors do not receive, 
so the ‘fairness’ in favour of the cross-claimant is balanced out by the unfairness to the other 
creditors.394 Lord Hoffmann also pointed out, perhaps by way of justification, that the rule 
was of extreme longevity in that it had been part of the law of England since the time of 
Queen Elizabeth I.395

Another justification, which is articulated by the House of Lords in National Westminster 
Bank Ltd v Halesowen Presswork and Assemblies Ltd, is that insolvency set-off simplifies the 
liquidation process so that the estate of an insolvent company can be administered in a 
‘proper and orderly way’.396 Unfortunately, the decision gives no further explanation of what 
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is meant by this, but it can be surmised that the reduction of claims to net claims would 
relieve the liquidator’s burden of having to deal with the gross payments. However, even to 
administer the net claims requires the liquidator to value each claim before set-off, and it is 
difficult to see that a great deal of time and costs are saved, especially now that contingent 
claims can be set off. It should be remembered that the effect of insolvency set-off is that 
other creditors who do not have the benefit of set-off lose out as the proportion of their own 
claims which are recoverable is reduced. Thus the justification for insolvency set-off needs 
to be strong, and it is hard to see that the saving in costs and time for a liquidator outweighs 
the disadvantages to the other creditors.

A further, and much more significant, justification is that set-off on insolvency is criti-
cal to the management of risk in the financial markets, as well as more generally in the 
commercial world. Philip Wood points out that the effect in reducing exposure is huge,397 
and without it the risk of systemic collapse, with the concomitant cost to the public purse, 
is greatly increased.398 One effect of this reduction in risk is that less collateral has to be 
held against exposure, both in relation to individual transactions, which frees up capital 
and improves the liquidity and capacity of the markets,399 and also in relation to the general 
exposure of banks as capital adequacy requirements are reduced.400 Wood thus argues that 
‘the economic advantages of insolvency set-off seem overwhelming’.401 The question is 
whether the undoubted advantages in the financial markets outweigh the disadvantages to 
unsecured creditors elsewhere in the commercial world.

If the justifications for insolvency set-off do not obviously outweigh the disadvantages, 
should it be permitted? The answer is probably that it should be allowed in certain circum-
stances, but the difficulty is drawing the lines around those circumstances. One way is to 
provide by statute that certain contractual provisions which limit market risk are valid, 
within the context of that particular market, which has been done in the cases of settle-
ment of market transactions and financial collateral arrangements.402 Apart from such 
provisions, the limits on set-off in insolvency under English law are in theory the pari 
passu and anti-deprivation principles. In practice, this broadly means that any contractual 
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provisions for set-off which are wider in scope than the statutory limits of insolvency set-off 
are unenforceable on insolvency. These statutory limits are now quite extensive, having been 
widened by legislation over the years, but it is hard to rationalise these limits on the basis of 
any of the justifications of insolvency set-off discussed above.

6.4. Contractual Rights against Third Parties

As will be clear from the above discussion, contractual rights against the borrower have one 
major drawback: on the insolvency of the borrower the lender will only be able to prove in 
the insolvency for a fraction of the amount due (set-off, as explained above, is an excep-
tion to this). One way of overcoming this problem is for the lender to have a contractual 
right against a third party who is more likely to remain solvent.403 The lender can also take 
security over the assets of the third party, or take other steps to protect itself against the 
third party’s credit risk.404 There are two main categories of third parties: those who are 
connected to the borrower and who give the protection without payment, such as a parent 
company or a director, and those whose do so for a fee, such as a financial company or bank 
whose business is providing credit protection.

There are other related benefits which accrue, some to the borrower and some to the 
lender. First, in a bond issue or securitisation, the fact that such protection exists will 
make the securities more marketable and also more valuable. Second, the existence of such 
protection may mean that the borrower can borrow on more advantageous terms. Third, the 
lender, if a bank or other financial institution subject to capital requirements, may be able to 
obtain a more favourable risk weighting for its assets if it has third party credit protection.405 
Fourth, where the person giving the credit protection has some control over the behaviour 
of the borrower, for example, a parent company or a director, the existence of the credit 
protection aligns the interests of that person with those of the lender and helps to ensure 
that the borrower does not conduct itself in a way which makes it less likely that the loan 
will be repaid.406 This is most graphically illustrated in the case of small private companies, 
where the directors are a small number of natural persons. If a director gives a guarantee 
of a loan or overdraft, backed up with a charge over his or her home, he or she has a large 
incentive to take steps to make sure that the lending bank is repaid. Fifth, a protection right 
against a third party is useful if the lender wishes to exercise rights of set-off against that 
third party in any circumstances, for example, in order to net all the accounts of a group 
company or in the event of the insolvency of both the borrower and the third party.407 
Sixth, for tax reasons the borrower may be a particular member of a group of companies; 
that member then on-lends the money to a trading company that really needs it: that latter 
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company then guarantees the original loan.408 Seventh, in certain transactions the creditor 
or lender will wish to know that it is getting paid irrespective of any underlying dispute over 
whether payment is due: this gives that party a procedural advantage so that it becomes 
the defendant in any subsequent litigation rather than the claimant.409 It also means that 
payment is made on the due date (when the creditor or lender may need the money to pay 
another party) rather than being postponed while the dispute is resolved. Third parties who 
give credit protection for a fee sometimes prefer this sort of structure, since they know that 
they will have to pay under any circumstances, rather than having the uncertainty of wait-
ing until a dispute is resolved. Since the third party will normally have a right of indemnity 
against the debtor, upon which it can call immediately on payment to the creditor, the third 
party will only be out of its money for a short time. Examples of this structure are perfor-
mance bonds (also called demand guarantees) and standby credits.

Rights against a third party take a number of forms, some of which are very similar 
to each other. They can be called, variously, guarantees, indemnities, performance bonds, 
standby credits and insurance. Further, there are less formal arrangements, such as comfort 
letters. The different forms are considered below at 6.4.1 and 6.4.2. A structure that is in 
some ways similar to a guarantee is a credit default swap, which is a form of credit derivative. 
It has the effect of shifting the risk of default, or part of the risk, onto a third party for a fee. 
The credit default swap is considered below at 6.4.3, together with a brief discussion of other 
derivatives which are used to manage risk.

Another technique used by creditors to improve their chances of being paid out of 
the insolvent borrower’s limited assets is to agree with another creditor, such as a parent 
company or a member of the same group, that the latter’s claim will be subordinated to that 
of the creditor. This technique, known as subordination, is also used extensively to enable 
lenders to take a specific amount of credit risk in, for example, a bond issue, where lower 
ranking lenders will receive a higher rate of return as they are taking on more risk than 
those to whom they are subordinated.410 Subordination is considered below at 6.4.4.

6.4.1. Guarantees, Indemnities and Performance Bonds411

6.4.1.1. Introduction

There are numerous different kinds of contract which can fall within the loose category of 
‘guarantees’, in that they a give a creditor a contractual right against a third party which is 
referable to the borrower’s obligation.412 This section will consider suretyship guarantees, 
indemnities, performance bonds and standby credits, which can all be used for simi-
lar purposes but which have different legal characteristics. The next section will consider  
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credit insurance. The differences between the various legal forms have significant conse-
quences, so that although the legal effect of any such contract will depend on its terms, it 
is sometimes necessary for the court to characterise the agreement as being of a particu-
lar form. Each of the different legal forms has disadvantages for one or more parties.413 
Lawyers try to draft agreements to obtain the maximum advantage without the concomi-
tant disadvantages, while trying to avoid the agreement being recharacterised. Some of the 
techniques used are considered below, as well as the approach of the courts to construction 
and characterisation.

In this chapter, to aid comparison between the various legal forms, the following termi-
nology will be used. The lender, who might be investors in a bond issue,414 or a syndicate of 
lenders, or a single bank, or a company extending credit to another company, will be called 
the ‘creditor’. The borrower, who is the recipient of the loan or credit in such transactions, 
will be called the ‘principal debtor’. The third party, who is the provider of the credit protec-
tion, will be called the ‘third party’, rather than variously described as the guarantor, the 
indemnifier and so on.

6.4.1.2. Important Distinctions

One major distinction is between contracts where the liability of the third party is triggered 
by a default on the part of the principal debtor, and those where the trigger is a demand by 
the creditor, often coupled with other requirements, such as the presentation of documents. 
Examples of the latter type of contracts are performance bonds (also known as demand 
guarantees) and standby letters of credit. The former type can be subdivided into suretyship 
guarantees, where the third party agrees to pay the principal debtor’s outstanding liability 
if the principal debtor does not pay, and indemnities, where the third party agrees to make 
good any loss suffered by the creditor,415 so that liability is triggered by the loss caused by 
the failure of the principal debtor to pay the creditor.

The third party’s obligation under a suretyship guarantee is a secondary liability, while 
liability under the other types of transaction referred to above is primary. This means that 
under a suretyship guarantee the third party’s liability only arises when the principal debtor 
defaults.416 The liability is co-extensive with that of the principal debtor, that is, it is for the 
same amount,417 and it cannot be enforced if the obligation of the principal debtor cannot 
(for example if it is illegal or void or released by the creditor). Further, if the third party 
pays, it is entitled to be subrogated to the rights that the creditor had against the principal 
debtor.418 If those rights are changed, either by agreement between the creditor and the 
principal debtor or because of the conduct of the creditor, the surety is protected by being 
discharged.419
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tional Banking and Financial Law 491; J Phillips, ‘Guarantees: Protecting the Bankers’ [2012] Journal of Business 
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Where the third party’s obligation is primary,420 this means that it is independent of that 
of the principal debtor and arises whether or not there is default. In the case of an indem-
nity, it is the loss caused by default against which the creditor is indemnified: if there is no 
default there will be no loss. In the case of a performance bond or a standby credit, the obli-
gation to pay arises on demand irrespective of whether a default has occurred. Where the 
obligation is primary, the third party’s liability is not usually affected by matters affecting the 
contract between the creditor and the principal debtor. It is this point that is the principal 
consequence of the distinction between guarantees and indemnities, and on which many of 
the cases turn. Another consequence is that contracts of guarantee must be in writing and 
signed by the guarantor to be enforceable.421 Since most modern credit protection contracts 
with third parties will be in writing and signed, this is rarely of much importance.422

Another distinction, which can be important in practice, is whether the liability of a 
third party is in debt or damages. If the claim is for damages, the creditor has to prove 
its loss, and will have to take reasonable steps to mitigate its damage, whereas a claim in 
debt is for a liquidated sum. Further, claims for contribution under section 1 of the Civil 
Liability (Contribution) Act 1978 (between co-sureties) can be made in respect of damages 
claims but not claims in debt, and therefore a different limitation period applies to such 
claims.423 Again, the position depends on the true construction of the agreement. Two 
possible constructions were identified by Lord Reid in Moschi v Lep Air Services Ltd.424 
The first is that there is an undertaking that if the principal debtor fails to pay the debt the 
third party will pay it.425 The third party’s obligation, which would be in debt, would arise 
on the principal debtor’s failure to pay. The second is that the third party promises that the 
principal debtor will fulfil its obligation: if it fails to do so, the third party will be in breach of 
contract and liable for damages.426 The first construction causes difficulties if, for example, 
payments are to be made by instalments and the principal debtor fails to pay one instalment. 
This is often a repudiatory breach or triggers a termination clause so that the contract is 
terminated, and the principal debtor is no longer liable to pay the rest of the instalments, but 
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is liable in damages for the creditor’s loss caused by the termination. On the first construc-
tion, the debt in relation to the rest of the instalments never falls due, so the third party is 
not liable to pay it, whereas on the second construction the third party is also in breach and 
therefore liable for damages. It should be remembered, though, that in relation to the instal-
ments that have already accrued, the third party is liable in debt.427

6.4.1.3. Guarantees

6.4.1.3.1. Protection of the Third Party: Construction of the Guarantee

The main disadvantage of a guarantee to a creditor is that the law is protective of a third-
party guarantor in several ways. This is, at least in part, because the balance of bargaining 
power usually favours the creditor, who will normally draft the contract,428 and also because 
a third-party guarantor often receives no direct benefit for his guarantee.429 The first method 
of protection is that, traditionally, the guarantee agreement is construed strictly against the 
creditor.430 The ‘modern’ approach to contractual construction, which is exemplified in the 
approaches of Lord Hoffmann in ICS Ltd v West Bromwich Building Society431 and Lord 
Clarke in Rainy Sky SA v Kookmin Bank,432 is discussed earlier in this chapter.433 This latter 
approach is rather different from the strict approach to guarantees,434 and, while not all the 
cases are easy to reconcile, there appears to be an attempt to steer a middle course in rela-
tion to the construction of guarantees. Thus, while in general the modern approach applies 
to guarantees,435 clear words are still necessary to derogate from the normal incidents of 
suretyship,436 at least when the document ‘admits of doubt’.437

In the event of any ambiguity, it might be possible for a creditor to argue that the strict 
approach is inapplicable, since the reasons for the law’s fiercely protective attitude towards 
third-party guarantors is not necessary where the third party is, for example, a well advised 
parent company.438 This argument, however, is unlikely to work where the third party is 
an individual director, or a member of his or her family. A creditor cannot avoid the strict 
construction approach by drafting the agreement as an indemnity, since the principle of 
strict construction applies equally to indemnities as to guarantees.439
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6.4.1.3.2. Protection of the Third Party: Disclosure

A contract of suretyship is not a contract of the utmost good faith, in contrast (until now) 
to a contract of insurance.440 There is, however, a limited duty imposed on a creditor to 
disclose ‘unusual features of the contractual relationship between the creditor and the 
debtor, or between the creditor and other creditors of the debtor’.441 This duty of disclosure 
does not extend to other matters, such as investigation of the debtors for embezzlement, or 
the fact that their bank accounts had been frozen.442 If the duty would otherwise arise, it is 
not a sufficient defence to non-disclosure that the creditor thought that the surety knew the 
facts already.443 The duty of disclosure, therefore, is wider than in an ordinary contract, but 
it is not the primary means by which a surety is protected, unlike in a contract of insurance.

6.4.1.3.3. Protection of the Third Party: Discharge of the Third Party

Another principle protecting a third-party guarantor is that his liability is discharged if the 
liability of the principal debtor is void or voidable444 (and avoided) or unenforceable445 or 
discharged446 or released by the creditor.447 This comes from the co-extensiveness principle, 
so that if the principal debtor is not liable, the third party cannot be either. Further, the third 
party loses its right of indemnity and subrogation against the principal debtor if the latter 
is released.448

Another related principle, sometimes called the rule in Holme v Brunskill,449 is that a 
third-party guarantor is discharged if the creditor varies the terms of its contract with the 
principal debtor without the third party’s consent, including giving the principal debtor 
extra time to pay.450 The rationale of this principle is the protection of the third party, who 
is taken to have agreed only to guarantee the precise liabilities that were in the original 
agreement and no other.451 Further, the third party’s rights of indemnity and subrogation 
could be damaged by an agreement between the creditor and the principal debtor, which 
the third party may not know about and has no ability to affect. The rule, however, takes 
little account of whether the variation of the contract causes any actual damage to the third 
party. Unless the creditor can show that the variation is ‘unsubstantial or that it cannot be 
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otherwise than beneficial to the [third party]’,452 the third party is discharged: there is no 
requirement for it to show detriment or for a court to inquire into whether there is such 
detriment. However, the variation must affect the risk of non-fulfilment of the guaranteed 
obligation:453 if it merely affects the amount for which the third party is liable, the third 
party will only be discharged in relation to the amount by which the liability is increased.454 
The risk of non-fulfilment can, though, be affected even if the amount for which the third 
party is liable is not changed, for example where there is a cap.

It can be seen that the application of the rule in Holme v Brunskill can be very detrimental 
to creditors in corporate finance transactions. It effectively means that any restructuring of 
financing arrangements will potentially discharge the third party unless the latter’s consent 
is obtained.455 This, however, introduces a moral hazard problem, as the third party has an 
incentive to withhold consent to a variation if it would like to be discharged from the guar-
antee, or to extract concessions as a price for giving consent.456

The rule in Holme v Brunskill has been criticised for its breadth, and it has been suggested 
that it would be sufficient to protect a third party for it to be discharged pro tanto for any 
detriment it suffers from the variation of the principal contract.457 This seems a sensible way 
forward. Even if the variation affects the general risk of non-payment rather than a specific 
risk, the pricing of risks by the markets is well developed, and it should be possible for a 
court, with appropriate expert evidence, to quantify the increased risk and adjust the third 
party’s liabilities accordingly.

The rule in Holme v Brunskill, and the related rules protecting sureties, have also given 
rise to problems of construction, which introduce some very unwelcome uncertainty into 
the law, particularly on restructuring of debt. One issue is whether the original guarantee 
covers a new loan or other debt: if it does not, the third party is not bound in relation to 
that debt.458 Another issue is whether a clause, inserted to avoid the rule, covers what has 
actually happened: the ‘purview’ doctrine usually limits such a clause to covering matters 
which fall ‘within the general purview of the original guarantee’.459 In relation to both issues, 
the original guarantee and the new agreements fall to be interpreted, and the line between 
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a restructuring which varies the existing agreement and one which creates a new contract 
is notoriously unclear.460 Further, a clause may be interpreted to cover situations where the 
principal debtor’s liability is discharged or released, but not where the principal agreement 
is void because it is prohibited by statute.461

Due to the difficulties discussed in this section, it has become standard practice to insert 
a clause into a guarantee to exclude the operation of the rule in Holme v Brunskill, as well 
as the principle, discussed earlier, that a third party is discharged if the principal debtor’s 
liability is void or discharged. The ‘indulgence’ clauses can take a number of forms. One is a 
direct provision that the liability of the third party is not to be prejudiced or diminished if 
certain listed events occur (including defects in the principal contract, discharge or release 
of the principal debtor and variations to the principal contract).462 Alternatively, the agree-
ment may provide for consent in advance by the third party to any variation of the principal 
contract, or that the creditor has authority to agree to a variation without reference to the 
third party. Yet another possibility is to provide that the third party is deemed to be liable 
as a principal debtor. The insertion of these protective clauses, especially a principal debtor 
clause, might also have the effect that the agreement is recharacterised as an indemnity.

In light of existing uncertainties in the law, it has been suggested that there are only three 
ways to make sure that a guarantee operates on its terms after a variation in the underlying 
contractual obligation. First, the parties can draft the provisions of the original guaran-
tee in a wide fashion, such that (i) the provisions on the extent of the guaranteed liability, 
and (ii) the provisions protecting against automatic discharge, make clear that the varied 
contract falls within the general purview of the initial guarantee. Second, a guarantor can 
confirm in writing that the guarantee will remain fully effective and will extend to all the 
borrower(s)’ obligations post-variation. Third, a fresh guarantee can be taken.463

6.4.1.3.4. Protection of the Third Party: Third Party’s Rights against the Principal Debtor

A third-party guarantor is protected by having an indemnity against the principal debtor, 
which arises by either express or implied agreement between the third party and the prin-
cipal debtor or in restitution.464 There cannot be any such agreement, or such a right to 
restitution, where the guarantee is not given at the request of the principal debtor but is 
arranged solely between the creditor and the third party.465 In addition to any indemnity, 
when a third party has paid the principal debtor’s liability, it is subrogated to the rights of 
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the creditor against the principal debtor, which includes the right to any security which the 
creditor holds.466 Although this is an equitable right, the right to security is also contained 
in section 5 of the Mercantile Law Amendment Act 1856. This is important since the equita-
ble right of subrogation may well not be available to a third party where the principal debtor 
does not request the guarantee, but it would seem that the statutory right is not so limited.467

6.4.1.4. Indemnity and Performance Bond

As mentioned above, uncertainty remains regarding the effectiveness of the methods used 
by creditors to preserve a third party’s liability under a guarantee when that of the principal 
debtor is discharged or varied. Creditors often, therefore, seek to take an indemnity either 
instead of, or as well as, a guarantee.468 It is also possible that attempts to exclude the protec-
tion given by the general law to third-party guarantors have the effect of turning a guarantee 
into an indemnity. It should be remembered that there is no hard and fast line between 
guarantees and indemnities. Neither are they completely distinct concepts.469 As mentioned 
above, there are two main reasons why a court might need to distinguish one from the 
other. The first is to decide whether the third party’s liability is co-extensive with that of the 
principal debtor. If it is, it can take advantage of defences available to the principal debtor,470 
it will not be liable if the principal debtor is not, the rule in Holme v Brunskill will apply,471 
as will the doctrine discharging the third party if unusual features are not disclosed.472 The 
question of whether the latter two doctrines apply to indemnities as well as guarantees is 
discussed below. The second is to decide whether the requirement of writing under the 
Statute of Frauds applies.473 It is only in the latter context that a bright line has to be drawn: 
the contract either falls within the statute or it does not. The line in the former context can 
be more blurred.

A considerable jurisprudence has grown up surrounding the distinction.474 The distinc-
tion was described in one Statute of Frauds case in the following terms: ‘An indemnity is a 
contract by one party to keep the other harmless against loss, but a contract of guarantee is 
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a contract to answer for the debt, default or miscarriage of another who is to be primarily 
liable to the promisee.’475 It will be seen that the chief differentiating feature, therefore, is 
whether the third party’s liability is primary or secondary; there are, however, other touch-
stones that have been used to answer this question in this context, such as whether the third 
party is separate from or ‘interested in’ the transaction.476

Where the issue to be determined is whether defences apply or whether the third 
party’s liability is discharged by the discharge of the principal debtor or under the rule in 
Holme v Brunskill, the question could be said to have become circular: (a) the third party is 
discharged if its liability is secondary, (b) it is secondary if the contract is one of guarantee, 
(c) the contract is one of guarantee if the liability of the third party is secondary. The knot 
can be untied by treating the issue as one of construction of the particular agreement in 
these cases, without the court having to make a decision as to whether the contract is one 
of guarantee or of indemnity. Thus the labels used by the parties are not conclusive,477 and 
the courts will look at the rights and obligations created by the words used.478 This approach 
means that clauses such as those referred to earlier479 can be successful in preventing a third 
party being discharged from liability without that party’s liability necessarily being charac-
terised as primary, and without the agreement being characterised as one of indemnity.480

An indemnity, being a contract to keep another harmless against loss, will normally 
result in the indemnifier being liable in damages rather than in debt.481 Difficult questions 
of quantification can arise, particularly where the creditor is said to be contributorily negli-
gent, or has failed to mitigate its loss, but in practice these are usually overcome by the 
inclusion of a liquidated damages clause.482 In corporate finance transactions, the usual 
position is that the principal debtor is itself liable in debt, and so the indemnity analysis is 
not attractive.

There is, however, another possible analysis. This is that a third party can undertake 
liability in debt (on the basis of a similar construction to the first category suggested by Lord 
Diplock in the Moschi case)483 but in such a way that it is not discharged if the principal debtor 
is. The difficulty with this construction is that it is not clear how the third party’s obligation 
can be a principal and not a secondary liability if it is dependent upon failure to pay by the 
principal debtor. If it is not so dependent, then it becomes akin to a performance bond. This 
in itself would not be so much of a problem were it not for the ‘presumption’ that is said to 
exist against a contract being a performance bond if the third party is anything other than a 
bank. This comes from the case of Marubeni Hong Kong and South China Ltd v Government 
of Mongolia,484 where the Court of Appeal made it clear that specific language would be 
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required in the agreement to displace this presumption.485 This presumption has been much 
criticised,486 and rightly so, as although performance bonds are chiefly given by banks as a 
‘guarantee’ (in a loose sense) of performance of non-monetary obligations such as those under 
a construction contract487 or in a contract for international sale of goods,488 there is no reason 
why they cannot be used in the context of corporate finance as a ‘guarantee’ of performance of 
a loan contract. They offer more protection to the creditor than a true guarantee as the credi-
tor is assured of payment and does not need to prove loss even for non-accrued liabilities.489 
While the courts are prepared to displace the Marubeni presumption in some circumstances, 
for example where the agreement included a clause providing that the third party was liable 
as principal debtor coupled with provision for a certificate of the amount payable by the third 
party to be conclusive in the absence of manifest error,490 in other cases the courts have held 
that the presumption is not rebutted.491 Recent case law suggests that if a financial institu-
tion492 issues an instrument relating to an underlying transaction between parties in different 
jurisdictions, which (i) includes an undertaking to pay ‘on demand’, and (ii) has no clauses 
excluding or limiting the available defences to which a guarantor can resort, it will nearly 
always be interpreted as a demand guarantee.493

The above discussion is predicated on the basis that, if the third party’s liability is 
primary, there is no danger that it will be discharged under the rule in Holme v Brunskill. 
This, however, was doubted (obiter) by Cresswell J in the Marubeni case,494 and it has even 
been argued that the rule should apply to a performance bond as well.495 To the extent that 
the rule in Holme v Brunskill (and the related rules on discharge of the third party when 
the contract with the principal debtor is void, or discharged) depends on the secondary 
nature of the third party’s liability, this argument is clearly fallacious.496 But to the extent 
that the purpose of the rule is to protect the ability of the third party to have recourse against 
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the principal debtor, it might be said that the third party needs as much protection where its 
liability is primary as where it is secondary.497 One counter-argument is that where the third 
party is being paid (by the principal debtor) to take on primary liability, it can make what-
ever arrangements it likes concerning reimbursement, and these need not depend upon the 
liability of the principal debtor to the creditor. It is only really where the creditor and the 
surety do not involve the principal debtor in the transaction that the third party is obliged to 
rely on its rights under the general law for reimbursement498 and therefore needs the protec-
tion of the general law, such as the rule in Holme v Brunskill. A recent first instance case499 
considered the question of whether the rule in Holme v Brunskill applied to an indemnity, 
and the related question of whether the doctrine of ‘unusual features’500 applied. In both 
cases it was held that the weight of authority was against application501 and that, moreover, 
there were good reasons against application in the case of indemnities.502 The rule in Holme 
v Brunskill, it was said, is too favourable to the principal debtor and is often successfully 
excluded, and so its scope should be not extended, while the law of misrepresentation 
provides sufficient protection to an indemnifier and no special rule of disclosure is required. 
While these arguments make a great deal of sense in relation to commercial third parties, 
they have less force in relation to third parties who are not paid and who may have little say 
in the wording of the surety agreement.

Under a contract of indemnity it seems (although there is no direct authority) that the 
third party has a right of indemnity against the principal debtor, in a similar way to that of 
a third-party guarantor.503 With a performance bond, an indemnity will usually be given 
expressly by the principal debtor as a condition of the third party giving the performance 
bond,504 and in the absence of an express indemnity, it seems that one will be implied.505

The principal drawback of a performance bond, from the point of view of the principal 
debtor (and maybe the third party) is that the third party is still obliged to pay even if the 
creditor makes a demand when nothing is due from the debtor.506 If, for example, the third 
party’s liability is fixed by a conclusive certificate, it is possible that the amount paid may 
eventually be seen to be too much. This loss will usually fall on the principal debtor, who 
will be obliged to indemnify the third party: the principal debtor will also have a right of 
restitution against the creditor as regards the overpayment, to which the third party will be 
subrogated.507 In the first place, though, the absolute nature of the third party’s obligation 
means that it is obliged to pay. This is the case even if nothing is due. In this situation, it is 
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unlikely that the debtor will be able to obtain an injunction stopping the third party from 
paying, since the evidential bar is set very high,508 although in a case of fraud there does 
appear to be a possibility of obtaining an injunction to prevent the creditor from making 
the demand in the first place.509 Furthermore, it has been noted that in the context of a 
performance bond or a letter of credit involving a bank, payment can be restrained at the 
interlocutory stage if it is seriously arguable that the only realistic inferences are: (i) the 
beneficiary had no honest belief in the validity of his demands, and (ii) the bank was aware 
of the relevant fraud.510

The contract between the creditor and debtor could include an express term prohibiting 
the creditor from making an unjustified demand: in these circumstances an injunction to 
prevent demand may be obtained.511 While a term is unlikely to be implied,512 it has been 
held that if there is a strong case that the beneficiary is in breach of contract and so is not 
entitled to payment, the court will issue an interim injunction to prevent demand.513 There 
will, in any case, be a duty on the creditor to account for any sums received to which it is not 
entitled under the debt contract:514 this could be on the basis of an implied term,515 or on 
restitutionary grounds.516

6.4.2. Credit Insurance

Where a company extends credit to customers, which are usually other companies, there is 
always a risk that the customers will not pay their debts. If the creditor is supplying goods, 
it may be able to protect itself by using retention of title terms,517 but this may not always be 
possible, for example because the goods are to be immediately used in manufacture or sold 
on. Alternatively, the creditor may be supplying not goods but services. In these circum-
stances, a creditor will usually take out credit insurance, whereby an insurance company 
agrees to pay the creditor the insured sum if the debtor becomes insolvent. To avoid the 
moral hazard of creditors who, if they were able to claim the full amount of the loss, would 
not perform proper credit checks on their customers, the amount covered is usually only 
about 80–95 per cent of the debts.518 The insurance can cover some or all of the creditor’s 



256 Creditor Protection: Contractual

 519 Close Invoice Finance Ltd v Watts [2009] All ER (D) 09 (Sep) (unreported).
 520 Fuller: Corporate Borrowing, 7.54. For an example of credit insurance being used to cover the exposure of 
a bank under derivative transactions, see Merrill Lynch International Bank Ltd (formerly Merrill Lynch Capital 
Markets Bank Ltd) v Winterthur Swiss Insurance Co [2007] EWHC 893 (Comm).
 521 See I York, R Blackburn and L O’Leary, ‘Non-Payment Insurance: A Regulatory Capital Solution’ (2018) 5 
Journal of International Banking and Financial Law 303, which also considers the eligibility of this type of insurance 
for credit risk mitigation under the Capital Requirements Regulation Regulation (EU) No 575/2013.
 522 Hughes: Banking, 5.25.
 523 The Consumer Insurance (Disclosure and Representations) Act 2012 introduces a duty on consumers to take 
reasonable care not to make misrepresentations during pre-contract negotiations, the remedy for which will vary 
according to the state of mind of the consumer and the reliance placed upon the misrepresentation by the insur-
ance company.
 524 Insurance Act 2015 ss 3–6.
 525 The remedies, too, are on a sliding scale: see Insurance Act 2015, Sch 1.
 526 Insurance Act 2015 s 8(1).

debtors: whether an insurance company will be prepared to cover any particular debtor will 
depend on that debtor’s credit rating.519 The fact that a company has credit insurance also 
makes it easier for that company to obtain receivables financing, as it makes it more likely 
that the receivables will be paid. Credit insurance can also be used to protect other lenders, 
such as those investing in securities issued in a securitisation.520 In the context of exporting 
goods, UK Export Finance provides insurance against non-payment by foreign counterpar-
ties. Credit insurance is also increasingly being used by financial institutions as part of their 
protection against the credit risk of borrowers, as an alternative or in addition to credit 
default swaps which are discussed below. Non Payment Insurance has developed to provide 
protection both against default on a single obligation and a portfolio of obligations, such as 
a tranche in a securitisation.521

Credit insurance performs a similar function to a guarantee, and in certain cases it may 
be difficult to tell whether the contract in question is one or the other. It is important to 
distinguish between the two, however, since the protection that the law gives to the insurer 
is different to that given to the guarantor.522 As discussed above, the secondary nature of the 
guarantor’s liability means that release of the principal debtor or variations to the principal’s 
contract discharges the guarantor. By contrast, the insurer’s protection consists of the law 
providing every possibility of assessing the risk it is taking correctly. Thus, until recently, an 
insured party was under an obligation to make full disclosure of all material facts, meaning 
that the contract was one of the utmost good faith (uberrimae fidae). This is different from 
most contracts, where there is no duty of disclosure but only liability for misrepresentation. 
This strict duty has now changed in relation to both consumer insurance523 and commercial 
insurance. As to the latter, the Insurance Act 2015 introduced a duty of fair presentation of 
the risk, which requires accurate presentation of material facts, but does not require pres-
entation of facts which diminish the risk, or facts that the insurer knows or ought to know, 
or of which the insurer waives the need to be told.524 The insurer no longer has the absolute 
right to set aside the contract for any breach: it has a remedy525 only if, but for the breach, 
it would not have entered into the contract at all, or would have entered into it on different 
terms.526

The difference in protection for the third party between a contract of guarantee and a 
contract of insurance is justified by the usual background to the two types of contract: an 
insurer is normally at arm’s length from the insured party, and is paid a premium for taking 
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the risk, which it must therefore assess accurately. The guarantor, in contrast, is usually not 
paid for giving the guarantee, and frequently knows the debtor well, so that it is in a good 
position to assess the risk it is taking on.527 It is clear that the label given to the transaction 
by the parties is not determinative of characterisation of the contract as one or guarantee 
or insurance,528 but that the distinction depends on the ‘substantial character’ of the trans-
action.529 Unfortunately, this does not mean that there are any definitive touchstones for 
characterisation, but it appears530 that the courts will look at whether the guarantor/insurer 
is paid,531 whether the guarantor/insurer deals with the creditor (which would make it a 
contract of insurance) or the debtor (which would make it a contract of guarantee),532 and 
whether the guarantor/insurer has easy means of discovering the creditworthiness of the 
debtor.533

It should also be pointed out that insurance is a regulated activity within FSMA,534 so 
that, unlike the provision of guarantees, anyone providing it in the course of a business must 
be authorised or exempt.535

6.4.3. Derivatives and Credit Default Swaps536

6.4.3.1. Management of Risk by the Use of Derivatives

Although structurally different, credit default swaps can perform a similar function to guar-
antees. They are a mechanism for transferring risk of default from one party to another. 
They are part of a broader category of transactions known as financial derivatives, which 
are parasitic transactions which derive value from an underlying product, and which are 
used for management of risk, both on the financial markets and in other areas.537 The main 
types of derivatives are options, forwards, futures and swaps. Options are either a right to 
buy something (a call option) or to sell something (a put option) at a specified price during 
a specified time period. A forward contract is an agreement to buy or sell something in the 
future at a specified price on a specified date: these are usually specific to the parties and are 
largely agreed over the counter (OTC). If a forward contract is traded on an exchange it is 
known as a futures contract: it is likely to be standardised and regulated. Swaps are contracts 
where a party agrees to exchange with a counterparty the financial effects of a contract the 
first party has with the financial effects of another position actually or notionally under-
taken by the counterparty.
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Many types of derivatives are used by lenders and corporate borrowers to manage the 
risks inherent in the financing process. One example is the use of interest rate swaps to 
manage the fluctuation of interest rates. If the borrower is borrowing at a floating inter-
est rate, but it considers that interest rates are going to rise, it will enter into a swap with a 
financial counterparty. The swap agreement will provide that, periodically, the company will 
pay a fixed rate of interest to the counterparty, and the counterparty will pay it the floating 
rate that the company has to pay to its lender. In fact, the obligations will be set off against 
each other, so that a net payment is made at each payment date, either by the company to the 
counterparty or vice versa, depending on the actual floating rate on that day. The company 
is also likely to have paid the counterparty a fee for the transaction, although it may be that 
the counterparty takes a different view as to which way interest rates are going to move for 
the duration of the loan, and thus hopes to make a profit out of the swap.538

Another example is the use of foreign currency forwards by a borrower to manage the 
risk of the value of its exports diminishing while it still has to pay the costs of its borrowing. 
A company could manage the risk of an increase in the price of a commodity by entering 
into a futures contract to buy that commodity in the future at a price fixed at the time of the 
contract (or entering into an option to buy that commodity at a fixed price). Alternatively, 
it could enter into a futures contract or option to sell that commodity at a fixed price: if the 
market price then rises, the profit on the futures sale will cancel out the loss on the actual 
purchase price paid.539

All derivatives, including credit derivatives, have two possible functions. Those entering 
into such a transaction may want to protect themselves against risk resulting from a particu-
lar transaction. This process is known as ‘hedging’. Alternatively, derivatives can be used 
to make money through speculation and trading.540 Credit derivatives can be divided into 
end-user instruments, which relate to a specific asset, and trading instruments, which relate 
to the general creditworthiness of the reference entity.541 Here, we are largely concerned 
with end-user instruments, which are used by lenders to protect themselves in a corporate 
finance transaction against risk of default by the borrower.

6.4.3.2. Credit Default Swaps

In a typical credit default swap (CDS), the buyer of protection (in our case, the lender) 
enters into a contract with the seller of protection whereby the latter agrees to bear the credit 
risk of a particular entity (‘the reference entity’) and pay on certain events of default (but is 
under no obligation to pay unless such an event occurs).542 These events could be a failure 



Contractual Rights against Third Parties 259

 543 Hudson: Finance, 40-44–40-46. As noted above, a credit event can also refer to the creditworthiness of a 
particular entity, so that the trigger for payment is the insolvency of that entity or a downgrade in its credit rating, 
Hudson: Finance, 40-47. However, this is usually a feature of trading instruments, which are not considered here.
 544 For discussion of more complex uses of credit derivatives, see Benjamin: Financial Law, 4.4.6; S Henderson, 
‘Regulation of Credit Derivatives: To What Effect and For Whose Benefit? Part 5’ [2009] Journal of International 
Banking and Financial Law 413.
 545 Such as due diligence in assessing the credit risk of the borrower, and monitoring of the borrower.
 546 A Morrison, ‘Credit Derivatives, Disintermediation, and Investment Decisions (2005) 78 Journal of Business 
621. See 9.3.2.
 547 This may have consequences for the corporate governance of the borrower: see 3.2.2.4.6.
 548 Benjamin: Financial Law, 18.32; Fuller: Corporate Borrowing, 4.77. This risk is usually covered by the provi-
sion of collateral by the counterparty.
 549 A Hudson, The Law on Financial Derivatives, 5th edn (London, Sweet & Maxwell, 2012) 2-01.
 550 See 6.2.
 551 Lomas v JFB Firth Rixson [2010] EWHC 3372 (Ch) [53] per Briggs J. See the summary of the principles 
of interpretation applied to ISDA Master Agreement summarized in Lehman Bros International (Europe)  
(in administration) (No 6) [2016] EWHC 2417 (Ch). Greenclose Limited v National Westminster Bank plc [2014] 
EWHC 1156 (Ch) [90]; J Golden, ‘Interpreting ISDA Terms: When Market Practice is Relevant, as of When is it 
Relevant?’ (2014) 9 Capital Markets Law Journal 299.
 552 See Benjamin: Financial Law, 5.135–5.143.
 553 Gambling Act 2005, s 335.

to make an instalment payment on a loan, or a bond, or could be any material breach of 
covenant, including financial covenants.543 The seller of protection is paid a fee by the buyer 
of protection for taking on the risk. It can be seen that the protection given to the lender is 
similar in many ways to that under a guarantee or indemnity: the lender is protected against 
the credit risk of the borrower, but is exposed to the credit risk of the seller of protection, as 
it is to the credit risk of the third party in a guarantee.544 Unlike a guarantee, which is usually 
seen as a means of credit enhancement to be used in conjunction with the taking of security 
and other methods of reducing credit risk,545 a CDS can be seen as an alternative to trans-
ferring the debt,546 so that the lender is no longer economically involved in the debt, even 
though it retains its relationship with the borrower.547 The disadvantage, from the lender’s 
point of view, compared to an outright transfer of the debt is that it still retains the credit 
risk of the counterparty to the CDS.548

CDSs are merely contracts, and many legal issues will largely be a matter of construc-
tion of the contract. Most CDSs, like other derivatives, will be entered into in the form of 
the ISDA Master Agreement, which governs the entire relationship between the parties, a 
confirmation, which relates to an individual transaction, and a credit support annexe deal-
ing with collateralisation.549 When interpreting the ISDA Master Agreement, the courts, 
while taking account of the normal principles of interpretation of commercial contracts,550 
are also acutely aware that it is an important standard form contract used throughout the 
world, so that ‘[i]t is axiomatic that it should, as far as possible, be interpreted in a way that 
serves the objectives of clarity, certainty and predictability, so that the very large number of 
parties using it should know where they stand’.551

6.4.3.3. Are Credit Default Swaps Insurance?

In the past, an important issue was whether a credit derivative was a gaming contract, as 
such contracts were unenforceable,552 but this is no longer the case.553 It is still, though, 
important to consider whether a credit derivative contract is one of insurance. There are 
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two reasons why this is of significance. If a CDS were an insurance contract, those who sold 
protection would be required to be authorised by the FCA and PRA to carry on insurance 
business.554 Sellers of protection, such as banks and hedge funds, are of course authorised 
by the FCA and PRA to carry on various functions. However, the regulation of insurance 
companies is different from the regulation of these other financial institutions,555 so that, for 
example, a bank authorised to carry on banking business will not be authorised to carry on 
insurance business. Further, if a bank were to seek such authorisation, it would be prohib-
ited from carrying on any business other than insurance.556 For this reason, banks would 
not wish to be authorised to carry on insurance business.557

Secondly, as mentioned above,558 an insured party559 is subject to specific disclosure 
obligations: this is a duty of fair presentation. However, this would not be the case if the 
swap were not an insurance contract. The basic structure of a CDS does seem very similar 
to that of an insurance contract: the buyer pays the seller to pay it if an event occurs. In 
considering whether it is an insurance contract, it is first important to consider precisely 
what such a contract involves.

There is no statutory definition of an insurance contract, nor any very satisfac-
tory common law one.560 One description is found in Prudential Insurance Company v 
Commissioners of Inland Revenue.561 This stresses three aspects: first, it is a contract 
whereby one secures for oneself a sum of money upon the happening of an uncertain 
event; secondly, the insured must have an insurable interest; and, thirdly, the sum of money 
is to meet a loss or detriment which will occur because of the event. While the first is 
certainly the case in CDSs, the second two are not necessarily the case. It is quite possible 
to have a CDS where the buyer of protection has no interest in the underlying loan, and 
even when it does in fact have such an interest, its rights depend on the contract between 
the parties and not on the existence of that interest. Further, the obligation on the seller of 
protection to pay is not dependent on any loss on the part of the buyer of protection: it is 
an absolute obligation which arises on the event of default (rather like the obligation to pay 
on a performance bond), and the amount may be fixed without reference to the amount of 
future loss.562

These two technical differences between a CDS and a contract of insurance were relied 
upon in an opinion given to the International Swaps and Derivatives Association in 1997 
by the late Robin Potts QC, which has been relied upon by the entire industry ever since as 
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 563 Benjamin: Financial Law 5.140–5.142. The opinion has been criticised: see M Smith, ‘The Legal Nature of 
Credit Default Swaps’ [2010] Lloyd’s Maritime and Commercial Law Quarterly 386; O Juurikkala, ‘Credit Default 
Swaps and Insurance: Against the Potts Opinion’ [2011] Journal of International Banking Law and Regulation 128.
 564 For a full analysis, see Law Commission, Insurable Interest Issues Paper 4 (January 2008), 1.14–1.18 and ch 3.
 565 M Smith, ‘The Legal Nature of Credit Default Swaps’ [2010] Lloyd’s Maritime and Commercial Law Quarterly 
386, 405.
 566 See Law Commission, Insurable Interest Issues Paper 4 (January 2008), 1.16.
 567 This is not the case now: see n 553.
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Interest Issues Paper 4 (January 2008), part 2 for an account of the history of the statutory requirements and the 
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Potts Opinion’ [2011] Journal of International Banking Law and Regulation 128, 132.
 571 M Smith, ‘The Legal Nature of Credit Default Swaps’ [2010] Lloyd’s Maritime and Commercial Law Quarterly 
386, 397.
 572 Ibid, 409; O Juurikkala, ‘Credit Default Swaps and Insurance: Against the Potts Opinion’ [2011] Journal of 
International Banking Law and Regulation 128, 135, who finds the Potts opinion inconclusive.
 573 This depends on the scope of Life Assurance Act 1774, s 3. This section has been held not to apply to contracts 
not in the form of a ‘policy’ of insurance (see N Legh-Jones, J Birds and D Owen (eds), MacGillivray on Insurance 
Law, 11th edn (London, Sweet & Maxwell, 2008) 1.030) and so may well not apply to naked CDSs.
 574 See 6.4.2.

conclusive, at least as to English law.563 However, the presence of an insurable interest and 
the fact that the payment meets a loss are not strictly speaking necessary for a contract to 
be a contract of insurance. Some further explanation is required. Many types of insurance 
are ‘indemnity insurance’, where the insurer pays out a sum of money representing the loss 
suffered by the insured on the occurrence of the insured event. There are also many types 
of ‘non-indemnity’ insurance, however, such as life insurance, where the amount paid out is 
fixed in advance and does not depend on loss.564 The fact, then, that a CDS does not provide 
for an indemnity does not prevent it being a contract of insurance.565

Whether an insurable interest is a requirement for a contract to be a contract of insur-
ance is more complicated. If a contract is an indemnity insurance contract, payment is only 
made if the insured suffers loss: the insured, then, must have an interest in the subject matter 
of the insurance for there to be any loss.566 In non-indemnity insurance contracts, this is not 
the case. In order to distinguish such contracts from wagers, which used to be (as a matter of 
policy) unenforceable,567 and in order to prevent moral hazard,568 statute requires an insur-
able interest for non-indemnity insurance contracts to be enforceable.569

An insurable interest, however, is not a requirement at common law for a contract to be 
a contract of insurance.570 In fact, if it were, there would have been no point in statutorily 
providing that an insurable interest is necessary for a contract of non-indemnity insur-
ance to be enforceable.571 Thus the two differences identified by Robin Potts QC do not 
appear to prevent a CDS being a contract of insurance.572 Of course, the kind of CDS we are 
concerned with in this book does include an insurable interest, in that the buyer of protec-
tion will be protecting its credit risk under a loan to a company. Thus it will not fall foul of 
the statutory requirement in the Life Assurance Act 1774. However, there is no insurable 
interest in ‘naked’ CDSs entered into for speculative purposes, and so these could poten-
tially be void under English law.573 If a CDS is a contract of insurance at common law, then 
the requirement of full disclosure574 will apply. Even more significantly, it is possible that the 
insurance regulatory regime of the PRA and FCA will apply.
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 575 PERG 6: ‘Guidance on the Identification of Contracts of Insurance’, www.fca.gov.uk.
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 585 Agnew v Commissioner of Inland Revenue [2001] UKPC 28 [32]; see 7.3.3.3.3.
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The lack of clarity as to the definition of a contract of insurance prompted the FCA to 
issue guidance as to what they consider relevant when deciding whether a contract is a 
contract of insurance, for the purposes of deciding whether authorisation is required under 
FSMA.575 The FCA’s guidance lists a number of general principles as to characterisation, 
such as the dominance of substance over form,576 which apply in most contexts,577 as well 
as more specific factors which are said to be indicative of a contract of insurance. Three that 
seem relevant to the question of credit derivatives are whether the provider ‘assumes risk’,578 
whether the amount paid by the ‘recipient’ is related to the likelihood of the event occurring 
or the seriousness of the event,579 and whether the provider may either make a profit or bear 
a loss (a ‘speculative risk’) or only bear a loss (a ‘pure’ risk).580 It will be seen that the lack or 
presence of an insurable interest is not part of the test, although the emphasis on ‘assuming 
risk’ might lead to the inference that the provider is ‘assuming’ a risk the ‘recipient’ has, and 
there would only be such risk if the ‘recipient’ had some form of interest which could be 
damaged in some way.581 The FCA also lists as relevant whether the contract is described 
as an insurance contract, and whether it includes terms (such as obligations of the utmost 
good faith) which are usually found in insurance contracts.582 However, the absence of usual 
terms is not conclusive, since the test is one of substance rather than form.583 The exact 
interpretation of this substance test may be crucial in deciding whether CDSs are insurance 
contracts. If a similar approach is followed to that of the courts when deciding whether 
an interest is an absolute or a security interest,584 namely whether the rights and obliga-
tions created are consistent with the label put on the transaction by the parties, then it is 
likely that they will not be held to be insurance contracts. If the approach is similar to that 
followed when deciding whether a charge is fixed or floating, namely that the rights and 
obligations created by the contract are decided using the usual rules of interpretation, and 
then the contract is characterised in law ignoring the labels used by the parties,585 then it 
seems much more strongly arguable that CDSs are insurance contracts. This could have very 
far-reaching consequences, however. For example, if an agreement to pay a specific sum 
on a contingency were an insurance contract, then this would surely include some types 
of performance bond, as well as other contingent debts.586 A court is, therefore, unlikely to 
characterise a CDS as an insurance contract.587

http://www.fca.gov.uk
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 588 M Todd Henderson, ‘Credit Derivatives are Not “Insurance”’ University of Chicago Law & Economics, Olin 
Working Paper No 476, www.ssrn.com/abstract=1440945.
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6.4.3.4. Regulation of CDSs

It could be argued that the discussion above is an overly technical approach to the question, 
and that the real question is whether CDSs should be treated as insurance contracts from a 
regulatory point of view. Here there are two questions: the first is whether CDSs should be 
regulated in the same way as insurance contracts, and the second is whether they should be 
regulated at all. This latter point is complex, and will be dealt with briefly below. In relation 
to the former point, it is necessary to consider why insurance contracts are regulated in the 
way that they are. Reasons include the fact that insurance companies have particular corpo-
rate governance problems in that they take premiums up front, and deliver the ‘product’ 
(paying out on claims) later, so that there is a particular need to ensure that they are in a 
position to pay out.588 Further, many insurance contracts are entered into by consumers 
who need protection against entering into contracts which they do not understand.589 The 
second of these arguments does not apply to CDSs, since buyers of protection are either 
lenders or sophisticated investors. The risk for the buyer of protection is counterparty risk, 
that is, that the seller of protection will not pay. This is a very significant risk, and in one 
sense is analogous to the risk borne by an insured party that an insurance company will 
not pay on an insurance contract.590 The seller faces the risk of moral hazard, in that the 
lender that has divested itself of risk using a CDS will have little incentive to monitor the 
borrower,591 which may affect the likelihood of payment out by the seller of protection.

It can be argued that these risks apply to many transactions, not just to CDSs which 
resemble insurance. In fact, from a regulatory perspective, CDSs which protect a lender 
against credit risk are seen as the ‘safest’ kind, since they are limited in scope to protection 
against actual risks in relation to actual transactions.592 It would be difficult, and pointless, 
to draw lines between CDSs that looked like insurance and those which did not. It is more 
satisfactory to make a decision about regulating the entire credit derivatives market, and 
this issue is considered briefly in the next paragraph.

The question of whether the entire CDS market should be regulated was much debated 
in the wake of the financial crisis, resulting in an agreement by the G20 nations in relation 
to how the derivatives market should be regulated.593 The main problems identified were 
lack of transparency and counterparty risk. The G20 agreement stated that these problems 
should be dealt with by greater standardisation of contracts, by (where possible) requir-
ing derivatives to be traded on exchanges and cleared through central counterparties, for 

http://www.ssrn.com/abstract=1440945
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 603 See 9.3.3. A ‘tranche’ is defined in the Securitisation Regulation 2017//2402 Art 2(6).

contracts to be reported to trade repositories and for there to be higher capital requirements 
for non-exchange derivative contracts.

In the US these proposals were addressed through the Dodd-Frank Act.594 In the EU, 
reforms were implemented through EMIR,595 which introduced two new requirements: a 
‘clearing obligation’ and a ‘reporting obligation’. The ‘clearing obligation’ requires all OTC 
derivative contracts, subject to exemptions, to be cleared through central counterparties 
(CCPs),596 which are akin to clearing houses. The CCP guarantees the performance of the 
contract and so bears the market risk of the trade, while the original parties to the trade 
bear the counterparty risk of the CCP. The ‘reporting obligation’ requires all counterparties, 
post-trade, to report contract details to a trade repository.597 The European Securities and 
Markets Authority (ESMA) is responsible for implementing EMIR, monitoring trade repos-
itories and exchanging information with competent authorities that monitor CCPs. As and 
when the UK leaves the EU, the FCA will become the UK regulator of trade repositories.598 
MIFIR599 introduced an additional ‘trading obligation’ that requires certain derivative 
contracts that are sufficiently liquid and are subject to the EMIR clearing obligation to trade 
on a ‘trading venue’.

6.4.4. Subordination

A lender can protect itself against the credit risk of the borrower by ensuring that it will get 
paid before other creditors. One way of doing this is to take security over the borrower’s 
assets;600 another is to achieve a higher ranking by means of subordination, so that subordi-
nated creditors are not paid until the lender has been paid in full. While this is particularly 
important on the insolvency of the borrower, it may also have cash flow implications while 
the borrower is still solvent. Subordination can be used to allocate risk among different 
lenders in a particular funding structure: those lenders taking the greater risk gain a higher 
reward. One example of its use is in a leveraged buy-out,601 where the subordination is 
usually achieved by using a chain structure of several companies.602 The legal effects of 
this structural subordination are discussed at 6.4.4.1.4 below. Another common example 
of its use is in a securitised bond issue,603 where the different tranches of securities rank 
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in order: this can be achieved by using a turnover trust or by contractual subordination, 
or by providing that the senior ranked tranches are secured but the lowest rank is not.604 
Intercreditor agreements providing for ranking of lenders are very common in syndicated 
loan transactions, and are often in the standard LMA form.605 It is also common for a parent 
company to agree that its loan be subordinated to others lending to a subsidiary company. 
Where a company is in difficulties, lenders may agree to be subordinated to a party who is 
willing to lend in an attempt to enable the company to trade out of its difficulties. Deeply 
subordinated debt is a hybrid security used by financial institutions to comply with capital 
adequacy requirements.606

A subordination agreement can be made between both secured and unsecured lend-
ers. Where the lenders are secured, the agreement determines their priority, which would 
otherwise be determined by the general law.607 Such agreements are very common. A lender 
taking a charge over the borrower’s assets will normally know of any earlier charges, either 
because the borrower has informed it of these or because it has searched the register: the 
lender will, if it can, make a subordination agreement with the previous secured creditor. 
There is no need to obtain the borrower’s consent or to make it party to the subordination 
agreement.608 It is usually advisable for the lenders to agree to subordinate the debt as well 
as the security interest, so that the senior lender is protected even if the security is ineffective 
or insufficient.609

Where a subordination agreement is made between unsecured lenders, the main ques-
tion is whether it will be effective on the insolvency of the borrower. Unless the borrower 
is insolvent, the order of payment of lenders is not critical, since all will be paid eventually, 
although timing of payments can make a difference to cash flow. In insolvency, though, the 
order of payments is likely to make the difference, for some lenders, between being paid 
and not being paid. It will be recalled that the default rule for distribution of assets in insol-
vency to unsecured creditors is pari passu and that it is not possible to contract out of the 
operation of the pari passu principle by agreeing that insolvency set-off should not apply to 
particular debts.610 There has been concern that contractual subordination would be like-
wise ineffective as an attempt to contract out of pari passu distribution, on the basis of both 
the Halesowen case611 and the British Eagle case.612
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6.4.4.1. Types of Subordination

In order to assess this concern, it is necessary to consider the various types of subordination 
which have been developed. In this analysis, the subordinated lender is known as the junior 
creditor, and the lender that benefits from the subordination is known as the senior creditor. 
In reality, the senior or junior creditor could be one or many creditors, or could be all other 
debt owed by the borrower (so that one or more junior creditor can be subordinated to all 
other creditors, for example). The subordination may also be ‘springing’, in that it only takes 
effect if a particular event happens, such as the insolvency of the borrower,613 or it can apply 
at all times (a ‘complete’ subordination).614

6.4.4.1.1. Turnover Trust

One type of subordination is known as a turnover subordination. Here, the junior creditor 
assigns to the senior creditor or declares a trust for him of the proceeds of the debt it is owed 
(including dividends paid in the borrower’s insolvency) until the senior creditor is paid in 
full.615 In both methods, the junior creditor proves as normal in the borrower’s insolvency, 
and thus the pari passu principle cannot be said to be infringed.616 The senior creditor, in 
fact, is greatly benefited by this method, since it gets a ‘double dividend’ in the borrower’s 
insolvency.617 To illustrate this, suppose that the borrower’s assets were £1 million and its 
liabilities £10 million, of which £1 million was owed to the senior creditor, £1 million to 
the junior creditor and the rest to other unsecured creditors. Each creditor would therefore 
obtain a dividend of one tenth. The senior creditor would, under the turnover method, 
obtain £200,000: £100,000 from each of its own dividend and that of the junior creditor. 
Under other methods of contractual subordination, the junior creditor would not prove, or 
its proof would be assessed as nil, and so there would be £1 million to be distributed among 
nine creditors, so that each would get a dividend of one ninth: under this method the senior 
creditor would therefore get £111,111.618 It is possible, though, that under the turnover trust 
method, the junior creditor’s debt could be reduced by the operation of insolvency set-off, 
so that the proceeds held on trust would also be reduced.619

There is no problem with an agreement by a creditor to hold the proceeds of a debt on 
trust for another party: this cannot violate the pari passu principle. An issue does arise, 
however, as to whether the trust is absolute or by way of security. If it is a security interest,620 

 613 This is the common form in relation to subordinated securities issues: see Fuller: Corporate Borrowing, 7.34.
 614 This is more likely to be the situation where the subordinated creditor is a parent company or otherwise 
connected with the borrower: Fuller: Corporate Borrowing, 8.4.
 615 Alternatively, the junior creditor merely agrees to pay over such proceeds or dividends as it receives to the 
senior creditor until the latter is paid in full. It will be seen that this second method is less attractive to the senior 
creditor as it takes the risk of the junior creditor’s insolvency, and so it is rarely used: Wood: Project Finance, 
10-024.
 616 Re NIAA Corp Ltd (1993) 12 ACSR 141 (Sup Ct NSW); Security and Title-Based Financing, 8.121.
 617 Goode and Gullifer: Credit and Security, 8-24; Re SSSL Realisations [2004] EWHC 1760 (Ch) [27], affirmed on 
appeal sub nom Squires v AIG Europe Ltd [2006] EWCA Civ 7.
 618 See Wood: Project Finance, 10-028 for a similar worked example.
 619 M Fealy, ‘Can Set-Off Prejudice a Debt Subordination Agreement?’ [2009] Journal of International Banking 
and Financial Law 64.
 620 Such a security interest could be an equitable mortgage, created by an equitable assignment of the proceeds, 
or a charge. The term ‘charge’ in the Companies Act includes both a mortgage and a charge, so either would poten-
tially be registrable.
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it will be registrable.621 Further, entering into the agreement might be a breach of a negative 
pledge clause in another agreement to which the junior creditor is a party.622 When charac-
terising a transfer of an asset as absolute or by way of security, the court will look at whether 
the indicia of security are present, namely, the right of the transferee to any surplus value 
over and above the underlying obligation, the obligation of the transferor to pay the balance 
if the transfer does not fulfil the underlying obligation, and the right of the transferor to 
redeem the security if the underlying obligation is fulfilled in another way.623 One analysis 
of a turnover trust is that the junior creditor has an underlying obligation to pay to the 
senior creditor such amount of the proceeds or dividend as will result in the senior creditor 
being fully paid. That amount might be all, or only some, of the proceeds received by the 
junior creditor. It cannot be more, so the second indicia of security cannot be present. If the 
amount due is only some of the proceeds, but the entire proceeds are assigned or held on 
trust, the junior creditor has a right to the surplus or an equity of redemption (the first and 
third indicia of security). But this will not be the case if the trust is only over that portion 
of the proceeds that is equal to the amount required to enable the senior creditor to be paid 
in full. To some extent, therefore, the question of whether a charge is created will depend 
on the wording of the declaration of trust. In Re SSSL Realisations624 Lloyd J held that, on 
construction of the relevant clause, the trust obligation was limited to the sums due to the 
senior creditor, and therefore was not a charge.625

While this seems an eminently sensible solution, it does entail an analysis that there 
can be a trust of part of a fund, in this case the proceeds or dividend received by the junior 
creditor.626 One could argue that this falls foul of the requirement of certainty of trusts,627 
particularly since the sums held on trust are not segregated from the assets of the trus-
tee (the balance of the fund). The argument is that a person cannot declare a trust of an 
amount of money it owns (whether in cash or in a bank account) without separating out 
that sum of money from any other money by, for example, transferring it to a separate bank 
account.628 The main authority cited in support of this is MacJordan Construction Ltd v 
Brookmount Erostin Ltd629 where, pursuant to a contract between a developer and a builder, 
the developer was to make interim payments to the builders on production of an architect’s 
certificate, but was entitled to retain 3 per cent of each amount, which sum it was to hold on 
trust for the builder. The Court of Appeal held that the developer was under a contractual 
obligation to separate and set aside the 3 per cent as a trust fund. This was never done, and 
any money retained was kept by the developer among its own assets. The Court of Appeal 

 621 Companies Act 2006, s 859A.
 622 Wood: Project Finance, 11-018.
 623 7.2.2.
 624 [2004] EWHC 1760 (Ch) [49], [51].
 625 This was upheld by the Court of Appeal in Re SSSL Realisations, sub nom Squires v AIG Europe (UK) Ltd [2006] 
EWCA Civ 7 [122].
 626 This may be a debt due to the junior creditor, if it is paid into its bank account, or it will be a debt to the junior 
creditor from the liquidator, who is usually mandated to distribute the amount due directly to the senior creditor. 
Fuller: Corporate Borrowing, 8.14–8.16.
 627 Discussed in 8.2.1.3.3.
 628 D Hayton, ‘Uncertainty of Subject-Matter of Trusts’ (1994) 110 Law Quarterly Review 335, 337; Hudson: 
Finance, 21-16.
 629 [1994] CLC 581.
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held that the builder could have no proprietary remedy against the insolvent developer, 
since no trust had been validly created, and there was no equity which bound the bank 
(which had a floating charge over the developer’s assets) to set aside the amount that should 
have been separated. This decision was followed in Re Global Trader Europe Ltd,630 where 
client money which should have been segregated by a broker was not, and was mixed with 
the broker’s own funds: it was held that the clients had no proprietary claim on the insol-
vency of the broker. However, it could be said that the situation in both of these cases fell 
foul of the certainty requirement in two ways: not only was the trust money not segregated 
from the trustee’s money, but it was also unidentifiable by any means, since it formed part of 
the trustee’s general assets. It was not an unsegregated part of a particular fund.631

The difference between being part of a fund and being part of the trustee’s general assets 
can be explained by reference to the argument made by Professor Goode. He starts from 
the premise that money is not fungible, in that although a debt is enumerated in units of 
currency, say, £100, those units cannot be split off from the debt in the way that bottles of 
wine can be taken out of a bulk.632 Each debt, he says, is capable of separate ownership, but 
when part of a debt is assigned this results in co-ownership of the debt. It is clear that part 
of a debt can be assigned in equity, though not by statutory assignment,633 and Professor 
Goode explains that because of the lack of fungibility of the subject matter, such an assign-
ment can only result in (equitable) co-ownership of the debt.634 If this is correct, there is 
no problem of certainty or identification with a declaration of trust over part of a debt, 
for example a bank account, by the person to whom the debt is owed. The trustee then 
holds the debt on trust for himself and the beneficiary. In certain circumstances, the trustee 
may be under an express or implied obligation to segregate money held on trust for others 
from money held for himself. An example is where this is required by the FCA Rules if the 
money belongs to a client of the trustee:635 the trustee must pay that money into a separate 
bank account. Where this is not the case, segregation is not necessary to constitute a trust, 
provided that the intention to create a trust is clear. This view is supported by considerable 
authority to the effect that the main relevance of segregation is as evidence of intention, so 
that an obligation to segregate money, and/or actual segregation, shows that it was intended 
to declare a trust, while if there is no obligation to segregate then this is evidence that a trust 
was not intended.636 Where, however, there is a very clear intention to create a trust, actual 

 630 [2009] EWHC 602 (Ch).
 631 Thus, for example, the situation can be distinguished from that in Hunter v Moss [1994] 1 WLR 452, which 
is discussed in detail at 8.2.1.3.3. This view also obtains some support from the judgment of Arden LJ in Lehman 
Brothers International (Europe) (In Administration) [2010] EWCA Civ 917 [171] (upheld on different grounds in 
Re Lehman Brothers International Europe (In Administration) [2012] UKSC 6).
 632 R Goode, ‘Are Intangible Assets Fungible?’ [2003] Lloyd’s Maritime and Commercial Law Quarterly 379.
 633 Re Steel Wing Co Ltd [1921] 1 Ch 349. See 9.2.2.4.
 634 This analysis is supported by discussion in recent cases: see In the Matter of Lehman Brothers International 
(Europe) (In Administration) [2009] EWHC 2545 (Ch) [56]; Lehman Brothers International (Europe) (in admin) 
[2010] EWCA Civ 917 [171]; Re Lehman Brothers International (Europe) (In Administration) [2010] EWHC 2914 
(Ch) [232]–[239].
 635 CASS 5.5; CASS 7.4.
 636 Henry v Hammond [1913] 2 KB 515, 521; also Re Nanwa Gold Mines Ltd [1955] 1 WLR 1080; R v Clowes [1994] 
2 All ER 316, 325.
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segregation is not essential to create a trust provided that the trust assets can be identified.637 
This identification can take place where the trust relates to part of a specified debt, as the 
obligations of the trustee are clearly defined in relation to that debt.638

So far we have considered whether a trust over part of the proceeds is conceptually 
possible, but in any particular case, it is also necessary for a court to consider whether it 
is intended to create such a trust,639 as opposed to creating a charge over the whole of the 
proceeds. The two questions are intertwined: if a trust is not possible, the intention of the 
parties to create a proprietary interest would mean that the court is likely to hold that a 
charge has been created. If a trust of part of the proceeds is possible, however, the question 
is reduced to ascertainment of the intention of the parties. For example, in Re ILG Travel 
Ltd, Jonathan Parker J held that the parties in fact intended to create a charge,640 although he 
accepted that it was possible for parties to intend to create a ‘bare trust’ where beneficiaries’ 
money was mixed with that of the trustee.641 In other cases where a separate bank account 
was set up into which money held on trust was paid, the fact that some of the money paid 
in belonged to the trustee did not prevent the trust being valid.642 If the intention to create a 
trust over part of the proceeds is made clear enough in a turnover trust, it should be upheld 
by the court.643 This was the view of the High Court of Australia in the case of Associated 
Alloys Pty Ltd v ACN 001 452 106 Pty Ltd.644 Here a contract for the sale of goods on reten-
tion of title provided that such part of the proceeds of such goods as equalled the amount 
due from the buyer to the seller was to be held on trust by the buyer for the seller. The High 
Court held that the trust took effect when the proceeds were received by the buyer, so that 
the constitution of the trust over the relevant part of the cash or bank account amounted to 
fulfilment of the buyer’s obligation to pay the seller under the contract of sale.645

 637 In Re Kayford Ltd [1975] 1 WLR 279, 282; R v Clowes [1994] 2 All ER 316; Re ILG Travel Ltd (in administra-
tion) [1995] 2 BCLC 128; Re Lewis’s of Leicester Ltd [1995] BCC 514; Stephens Travel Service International Pty Ltd 
(Receivers & Managers Appointed) v Qantas Airways Ltd (1988) 13 NSWLR 331 (CA) (at 348 Hope JA specifically 
distinguished Henry v Hammond as dealing merely with the case where intention is unclear); Air Canada v M & 
C Travel Ltd (1991) 77 DLR (4th) 536 (Sup Ct Canada). See also In the Matter of Lehman Brothers International 
(Europe) (In Administration) [2009] EWHC 2545 (Ch) [54].
 638 This view has been supported by a number of commentators; see P Parkinson, ‘Reeconceptualising the Express 
Trust’ (2002) 61 Cambridge Law Journal 657, 668; J Martin, ‘Certainty of Subject Matter: a Defence of Hunter v 
Moss’ [1996] Conveyancer 223; S Worthington, ‘Sorting Out Ownership Interests in a Bulk: Gifts, Sales and Trusts’ 
[1999] Journal of Business Law 1; A Dilnot and L Harris, ‘Ownership of a Fund’ [2012] Journal of International 
Banking and Financial Law 272.
 639 The arguments made here only really work if the proceeds are in the form of a debt owed to the junior credi-
tor. It is submitted that this is inevitably the case: either the debt is owed by the liquidator (although note that a 
dividend paid by a liquidator is not a debt in the sense that it can be recovered by action) or the money is paid into 
the junior creditor’s bank account, in which case the debt is owed by the bank. The analysis would be more difficult 
were the proceeds to be paid in cash (that is, legal tender), but this possibility is so unlikely that it can be dismissed.
 640 [1995] 2 BCLC 128, 156–57.
 641 An example given was the Australian case of Stephens Travel Service International Pty Ltd (Receivers & 
Managers Appointed) v Qantas Airways Ltd (1988) 13 NSWLR 331 (CA).
 642 Re Kayford Ltd [1975] 1 WLR 279; Re Lewis’s of Leicester [1995] BCC 514.
 643 See, in support of this view, L Ho, ‘A Matter of Contractual and Trust Subordination’ (2004) 19 Journal of 
International Banking Law and Regulation 494.
 644 [2000] 202 CLR 588 [34].
 645 It is true that it is unlikely that the actual decision would be followed in this country, but this is because it is 
unlikely that the courts would interpret a contract of sale to have the effect that the buyer could pay the seller only 
out of the proceeds of sale (as opposed to any other source of payment), rather than because of the reasoning in 
relation to the effectiveness of the trust. See 7.3.4.
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Even if the turnover trust does create a charge and not a trust, it will only be registrable 
if it is not a security financial collateral arrangement, that is, a security interest over cash 
or securities, of which the secured party has possession or over which it has control.646 It 
might be such an arrangement if the charge is over the junior creditor’s bank account and 
the junior creditor is not permitted to withdraw cash so as to leave less than the balance due 
to the senior creditor in the account, and the bank has been notified of this (so that there is 
practical control).647

6.4.4.1.2. Contingent Debt

Another way of structuring a subordination so that it does not infringe the pari passu prin-
ciple is as a contingent debt. There are various drafting techniques, but the basic idea is that 
the junior creditor and the borrower agree that if the borrower is insolvent648 the junior 
creditor will not recover (or will be treated as a holder of preference shares) unless the senior 
creditor has been paid in full.649 In order to create a contingent debt, it is important that the 
borrower is a party to the agreement: this is usually the case in, for example, a securities 
issue. Contingent claims are, of course, provable in a liquidation,650 but they are valued by 
the liquidator, and if the junior creditor is not going to receive anything under the arrange-
ment, the conditional debt will be valued at nil (and if it is valued at more than this, it is 
because it is entitled to recover on a pari passu basis with the other creditors).651

6.4.4.1.3. Contractual Subordination

Another formulation is for the junior creditor to agree with the senior creditor that it will 
not claim until the senior debt has been paid in full,652 or to agree with the debtor that the 
senior creditors are entitled to be paid in full before any payments are made to the junior 
creditor.653 Potentially, this could infringe the pari passu principle, although it has now been 
held in three cases that it does not, one at the highest level.654 Various arguments persuaded 
the judge in Re Maxwell Communications Corporation plc, where the parties to the agree-
ment included the debtor.655 First, if a creditor can waive its right to prove in the liquidation 
after it has commenced, there is no reason why it cannot do so in advance, and partially 
(in case any assets remain once the senior creditor has been paid in full). Secondly, to 

 646 See 7.3.4.
 647 For discussion of the requirements of possession and control, see 7.3.4.2.
 648 The test for insolvency may be defined so as to exclude the liabilities owed to the junior creditor: Fuller: 
Corporate Borrowing, 8.17–8.19.
 649 Wood: Project Finance, 10-026; Fuller: Corporate Borrowing, 10.49; Security and Title-Based Financing, 
8.102. For examples of clauses, see Wood: Project Finance, 10-027.
 650 Insolvency Rules 1986, r 12.3(1).
 651 Fuller: Corporate Borrowing, 8.17; Security and Title-Based Financing, 8.118.
 652 This was the position in Re SSSL Realisations [2004] EWHC 1760 (Ch) [27], affirmed on appeal sub nom 
Squires v AIG Europe Ltd [2006] EWCA Civ 7.
 653 This was the formulation in Re Maxwell Communications Corp plc (No 2) [1993] 1 WLR 1402, 1411–12.
 654 Re Maxwell Communications [1993] 1 WLR 1402; Re SSSL Realisations [2004] EWHC 1760 (Ch). The latter 
decision was confirmed by the Court of Appeal at [2006] EWCA Civ 7. The Joint Administrators of LB Holdings 
Intermediate 2 Limited v The Joint Administrators of Lehman Brothers International (Europe) [2017] UKSC 38 [66].
 655 [1993] 1 WLR 1402, 1406.
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disallow contractual subordination would have widespread repercussions.656 Thirdly, since 
a subordination can be achieved by the use of the trust formulation, to disallow contrac-
tual subordination would ‘represent a triumph of form over substance’.657 Fourthly, since 
other jurisdictions give effect to such a form of subordination, it would be ‘a matter of grave 
concern’ if English law did not.658 In the Lehman Waterfall case,659 the priority of the senior 
creditors with provable debts in relation to the junior creditor appears not to have been 
challenged: what was argued was that the junior creditor was not subordinated below the 
non-provable debts or the statutory interest. Lord Neuberger held that subordination below 
these classes of creditors was included on a proper construction of the subordination agree-
ment, and that there was no reason of insolvency law not to give effect to this agreement so 
long as the junior creditor agreed to rank lower than other creditors or, if the agreement was 
that a creditor should rank higher than other creditors, all creditors detrimentally affected 
had agreed to this state of affairs.660

The first of these conditions set out by Lord Neuberger reflects the argument, made by 
commentators, that the pari passu principle is designed to prevent one unsecured creditor 
obtaining an advantage over another in the distribution on insolvency, and there is no objec-
tion to one creditor agreeing to be paid after all the other creditors, as this merely gives that 
creditor a disadvantage.661 It could be said that although this argument makes some sense 
where the agreement is only between the creditors, it is less successful where the borrower 
is also a party. However, Lloyd J in Re SSSL Realisations thought that it made no difference 
to the validity of the agreement that the borrower was a party,662 and it is difficult to see why 
this should be the case where it is the pari passu principle itself which is in issue.663

One could argue that the anti-deprivation principle664 applies where both the borrower 
and the junior creditor are insolvent, as in the Re SSSL Realisations case. In this situation, 
the creditors of the junior creditor are effectively deprived of an asset (the debt owed by the 
borrower to the junior creditor) as a result of the subordination agreement. This argument 
was (strongly) made in the Re SSSL Realisations case in relation to the debtor’s insolvency, 
and rejected on the sensible grounds that the insolvency of each company had to be looked 
at separately.665 Thus, on that view the principle clearly did not apply in the insolvency of 
the debtor.

 656 Ibid, 1416. This argument may have been too strong, in that subordinations were, and still usually are, drafted 
as turnover trusts or contingent debt subordinations because of the uncertainty about the validity of contractual 
subordinations, so the use of the latter was not widespread.
 657 Ibid, 1417.
 658 Ibid, 1420.
 659 The Joint Administrators of LB Holdings Intermediate 2 Limited v The Joint Administrators of Lehman  Brothers 
International (Europe) [2017] UKSC 38. See also B Johnston ‘Debt Subordination—Is All Okay Following the 
Lehman Waterfall Case?’ (2017) 32 Journal of International Banking Law and Regulation 507.
 660 Ibid 66.
 661 Wood: Project Finance, 11-026.
 662 [2004] EWHC 1760 (Ch) [45].
 663 This view appears to be supported by the analysis of the pari passu principle by David Richard J in Revenue and 
Customs Commissioners v Football League Ltd [2012] EWHC 1372 (Ch) [64], where he says that it ‘applies to any 
contractual or other provision which has the effect of distributing assets belonging to the insolvent estate on a basis 
which is not pari passu’ (emphasis added).
 664 3.3.2.1.2.
 665 [2004] EWHC 1760 (Ch) [45]. See L Ho, ‘A Matter of Contractual and Trust Subordination’ (2004) 19 Journal 
of International Banking Law and Regulation 496.
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In relation to the insolvency of the junior creditor, the judge in SSSL Realisations at first 
instance held that the subordination agreement did not contravene the anti-deprivation 
principle.666 The point was not raised on appeal. However, the matter did not appear to be 
analysed in detail. The subordination considered was a contractual agreement, and such a 
provision could be seen as a deprivation, in that the junior creditor had an asset (the debt) 
and agreed with the other creditors not to enforce it. One of the limitations of the princi-
ple may still apply, though. For example, there might be full value for the deprivation.667 
Further, the timing might be such that the diminution takes place before the junior creditor’s 
insolvency.668 Thirdly, the subordination could be seen as an inherent limitation of the 
debt,669 if the whole arrangement was entered into under one contract.

If a subordination agreement is structured as a turnover trust, the analysis is likely to 
be that the junior creditor has disposed of an asset (the proceeds of its claim against the 
debtor), but the disposition has happened before the insolvency of the junior creditor. 
Thus the issue is governed not by the anti-deprivation principle, but by section 238 of the 
Insolvency Act 1986 covering transactions at an undervalue.670 If the subordination is struc-
tured as a contingent debt, then this will probably be seen as a flawed asset. The reasoning 
above in relation to flawed assets will therefore apply.671

6.4.4.1.4. Structural Subordination

Debt can also be subordinated structurally: this is particularly common in private equity 
transactions,672 but also in other lending to and within group companies. Structural subor-
dination uses a tiered company structure whereby the senior debt is lent to company A, 
which will actually make use of the money, and the junior debt is lent to a company B. 
Company B owns 100 per cent of company A. As a result the senior creditor has a direct 
debt claim against company A, whereas the junior creditor only has a debt claim against 
company B. Company B’s claim against company A is a qua shareholder claim and is thus 
subordinated to all of the creditor claims of company A (including of course that of the 
senior creditor).673 This has the effect that the junior creditors will only receive some value 
(maybe not to the full amount) if the senior creditor has been paid in full.

 666 [2004] EWHC 1760 (Ch) [45]. This appears to be what was meant, although the judge referred to the principle 
as the pari passu principle. Both the judge and the Court of Appeal (at [2006] EWCA Civ 7) held that the subordi-
nation agreement could not be disclaimed as an onerous contract.
 667 See 3.3.2.1.2. This appears to have been the case in SSSL Realisations, where the judge pointed out, in the 
context of establishing whether the subordination was an onerous contract, that the disability was part of the price 
paid for the financing of the group of companies (at [88]). It could also be the case where, for example, the subor-
dinated creditor obtains a higher interest rate, which will occur where there are various tranches of debt.
 668 See 3.3.2.1.2
 669 See 3.3.2.1.2.
 670 F Oditah, ‘Assets and the Treatment of Claims in Insolvency’ (1992) 108 Law Quarterly Review 478; L Ho,  
‘A Matter of Contractual and Trust Subordination’ (2004) 19 Journal of International Banking Law and Regulation 
498. Whether the transaction was at an undervalue would depend on a number of circumstances which will not be 
reviewed here. See further 3.3.2.1.1.
 671 See 6.3.4.1.
 672 See 16.4.
 673 3.3.1.2.5.
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6.5. Conclusion

This chapter has examined various ways in which creditors can be protected by contractual 
means. It is clear that, at least for all creditors who are able to adjust by using contractual 
protection, the protection against the risks posed by the actions of directors which favour 
shareholders is superior to that provided by the general law under the legal capital rules 
discussed in chapter five. In relation to such risks, non-adjusting creditors may well be able 
to free-ride and obtain some protection. Much of the protection discussed in this chapter, 
then, deals with the risks posed to a particular creditor by other creditors in the event of the 
borrower’s insolvency. Insolvency set-off, for example, enables a creditor to recover its debt 
or part of it pound-for-pound in a situation where most unsecured creditors would receive 
a mere proportion of what is owed to them. By obtaining contractual rights against solvent 
third parties, a creditor is able to safeguard its position when the borrower is insolvent.  
A creditor can also neutralise the competition that other creditors pose when the borrower 
is insolvent, by using covenants against further borrowing, restrictive debt/equity ratios and 
negative pledge clauses, as well as by obtaining agreement from other creditors that they will 
subordinate their claims. Of course, none of this protection is available to a creditor unless 
it is able to adjust.674 Non-adjusting creditors may need some protection under the general 
law, but this is better dealt with on insolvency and is discussed below at 7.6.2.3.

Despite all these devices, a creditor is still better off obtaining proprietary protection if 
it can. The benefits of proprietary protection, as compared to contractual protection, are 
discussed in the next chapter.675 It is important to realise, however, that the two are not 
mutually exclusive. In fact, virtually all secured creditors will also take extensive contractual 
protection, in the form of both covenants and rights against third parties, such as guaran-
tees, and will usually seek to take security interests over the assets of the guarantor as well. 
Most lenders want as much protection as they can get, and the only restraining factors relate 
to the bargaining power of the borrower,676 the availability of assets over which to take secu-
rity, and the availability of third parties who can give contractual protection.

 674 See 3.2.2.1 for a discussion of which creditors can and cannot adjust, and of ways of adjusting which are not 
covered in this chapter, such as adjusting the price, diversification, refusing to contract and requiring payment in 
advance.
 675 7.1.1.
 676 This can be considerable; large public companies rarely borrow on a secured basis.



 1 3.3.1.2.
 2 Especially at 7.6.2.3.
 3 For discussion of possible adjustments see 3.2.2.1.
 4 Non-adjusting creditors are discussed at 3.2.2.1 and 7.6.2.3.

7
Creditor Protection: Proprietary

7.1. Introduction

This chapter considers the proprietary protection that a creditor might have. The advantages 
of proprietary protection are very considerable, and are discussed at 7.1.1. However, the 
very advantages that a proprietary interest gives to a lender are potential disadvantages to 
other, less protected lenders and other creditors. For this reason, there are some limits on 
the freedom of lenders to demand proprietary protection. These limits take two main forms. 
The first is the statutory alteration of priorities on insolvency: this device is used to protect 
non-adjusting creditors. The details of this have already been set out in chapter three,1 while 
the policy considerations are dealt with below in 7.6.2 The second is the statutory disclosure 
of certain types of proprietary interests, in order to enable subsequent lenders and credi-
tors to make adjustments so as to protect themselves.3 The current system of registration of 
security interests, and the priority scheme which relates to it, is discussed throughout this 
chapter, but particularly in 7.4.

It is very important that a legal system enables creditors to protect themselves by taking 
proprietary interests: this is vital for the availability of credit. There are certain basic attrib-
utes which a law should have in this regard. One such attribute is that the law is clear, certain 
and easily accessible. Another is that it should be possible to obtain a proprietary right over 
any asset of a borrower, and that the process of doing so should be as easy and cheap as 
possible. Further, it must be possible to acquire proprietary rights over both the present and 
future assets of the borrower, without any additional formalities in the future, and to acquire 
a non-possessory proprietary interest which does not prevent the borrower from disposing 
of the asset subject to that interest in the ordinary course of business. It should be possible 
for any creditor (with or without proprietary protection) to find out sufficient information 
to enable it to adjust adequately to the risks it takes in advancing credit.4 There should also 
be a simple and straightforward way for a creditor taking a proprietary interest to protect 
itself from losing priority to a future creditor taking a proprietary interest in the same asset. 
Further, it should be possible to enforce a proprietary claim effectively, whether or not the 
borrower is insolvent.

It is important to bear these ideal attributes in mind when considering the English law 
discussed in this chapter. In 7.7 the theme of an ideal law is reintroduced. In that section, 
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 5 In this chapter the terms ‘creditor’ and ‘lender’ will be used when appropriate in the context. When specific 
situations of corporate finance are discussed, the term ‘lender’ will be used, even where the transaction involves the 
retention or grant of an absolute interest. This is because the position of the financier in these cases is analogous, 
and is often compared to, that of a financier making a secured loan.
 6 There is considerable academic discussion about the nature of property and proprietary rights. For a brief 
discussion see M Bridge, Personal Property Law, 4th edn (Oxford, Oxford University Press, 2015) 12–13. For more 
detailed discussion see AW Scott, ‘The Nature of the Rights of the Cestui Que Trust’ (1917) 17 Columbia Law 
Review 269; JW Harris, ‘Trust, Power and Duty’ (1971) 87 Law Quarterly Review 31; A Honoré, ‘Trusts: The Ines-
sentials’ in J Getzler (ed), Rationalising Property, Equity and Trusts (Oxford, Oxford University Press, 2003) 1;  
P Birks, ‘Personal Property: Proprietary Rights and Remedies’ (2000) 11 King’s College Law Journal 1; R Nolan, 
‘Equitable Property’ (2006) 122 Law Quarterly Review 232; R Nolan, ‘Understanding the Limits of Equitable Prop-
erty’ (2006) 1 Journal of Equity 18; B McFarlane, The Structure of Property Law (Oxford, Hart Publishing, 2008); 
Law of Personal Property.
 7 See 3.2.2.1.

the extent to which English law shapes up to that ideal is considered and a possible alterna-
tive system is discussed.

As this is a lengthy chapter, a more systematic description of the sections is in order. The 
rest of this section looks at the advantages to a creditor of obtaining a proprietary interest 
and various distinctions relating to that interest. 7.2 considers the important distinction 
between absolute and security interests. 7.3 discusses the types of security interests, concen-
trating mainly on non-possessory true security interests (mortgages and fixed and floating 
charges). The registration requirements are considered in 7.4, including the extent to which 
registration constitutes notice, as well as priority between two or more security interests, and 
between a security interest and an absolute interest. 7.5 discusses briefly the enforcement 
of security and quasi-security interests. 7.6 discusses the various economic justifications 
for secured credit, from both the US and the UK standpoint. 7.7 considers the arguments for 
and against reform of the law of personal property security in England and Wales.

7.1.1. Purpose of Obtaining Proprietary Rights

In chapter six the various ways in which a creditor5 can protect itself by obtaining contrac-
tual rights were considered. In many of the situations discussed, an important question is 
whether those contractual rights give the creditor sufficient protection should the debtor 
became insolvent. In some cases, such as set-off, the protection given is indeed extensive.  
As a general rule, however, one of the main drawbacks of contractual protection is that 
contractual rights merely entitle a creditor to prove in the liquidation of the insolvent debtor, 
which generally results in recovery of little or none of the outstanding debt. In contrast, a 
creditor who has proprietary rights6 is in a position to enforce them either outside of the 
liquidation altogether, or, at least, in priority to the claims of most of the general body of 
creditors. The acquisition of proprietary rights is, then, a very significant part of the protec-
tion of creditors in corporate finance. However, it should be noted that only adjusting 
creditors are able to protect themselves in this way.7

The ease of enforcement of a proprietary interest is also a significant advantage, whether 
or not the debtor is insolvent. If a creditor merely has a contractual right to payment, 
and the debtor will not pay, the creditor has to sue it for the debt. If the creditor obtains a  
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 8 Tribunals, Courts and Enforcement Act 2007 Sch 12.
 9 Civil Procedure Rules, Part 72.
 10 Charging Orders Act 1979; Civil Procedure Rules, Part 73.
 11 Insolvency Act 1986, Sch B1 para 43. See 7.5.3.
 12 It is, of course, possible for a creditor to have extensive contractual monitoring rights without a security 
interest: see 3.2.2.4 and 6.3.2.2.
 13 Insolvency Act 1986, s 72A.
 14 This will be discussed in more detail later in the chapter: see 7.3.3.4 and 7.5.1.4.
 15 Secured loan agreements often include such provisions as well: the control power of proprietary rights comes 
from the general law, but lenders prefer to have the details spelled out in the agreement in the interests of clarity 
and certainty.
 16 J Armour, ‘The Law and Economics Debate about Secured Lending: Lessons for European Lawmaking?’ 
(2008) 5 European Company and Financial Law Review 3, 8–9. Other advantages of security are discussed at 7.6.2.
 17 See 7.3.3.4.

judgment against the debtor, and the debtor still will not pay, the creditor has to execute 
that judgment, either by obtaining seizure and sale of goods by a sheriff or other enforce-
ment officer,8 or by obtaining an attachment of debts in third-party proceedings,9 or by 
obtaining a charging order.10 The creditor then becomes an execution creditor, and obtains 
proprietary rights against the company’s assets, giving priority over unsecured creditors 
on insolvency. A creditor that already has a proprietary interest is in a position (subject 
to contractual restriction) to enforce its interest on default even if the debtor is not insol-
vent, without going through this process. The threat of this is often enough to persuade a 
recalcitrant debtor to pay. Further, if the debtor is insolvent, the procedure for enforcing  
a proprietary interest is often quicker and easier than proving in a liquidation, although it 
should be noted that if the debtor goes into administration, there will be a moratorium on 
the enforcement of nearly all proprietary interests, whether absolute interests or security 
interests.11

There are other significant advantages in having proprietary rights, even outside insol-
vency. Such rights will usually enable the creditor to monitor what the company does with 
the assets over which it has such rights and, if the rights are broad enough, to monitor the 
entire operation of the company.12 These monitoring rights are coupled with the right to 
control what the company does with the assets. The ability to control does depend, to some 
extent, on the nature of the proprietary rights. The holder of a fixed charge, for example, 
has to give consent each time a charged asset is disposed of by the company, while assets 
subject to a floating charge can be disposed of without the charge holder’s consent. The 
‘ultimate weapon’ of the floating charge holder, namely the ability to appoint an administra-
tive receiver to manage the company if the charge holder’s interests were threatened, has 
now been removed by statute13 and so, arguably, the control power of the floating charge 
holder has been significantly diminished.14 It can be said that the control power of a creditor 
with proprietary rights is analogous to that of an unsecured creditor with detailed financial 
covenants in its loan agreement, coupled with strict events of default and an effective termi-
nation and acceleration clause.15 Security, though, gives a creditor an additional advantage, 
since the secured creditor is in a position to enforce against the secured assets on default 
without having to go through an execution process, and is also in a position to influence  
insolvency proceedings.16 The extent to which a floating charge holder can still  
influence insolvency proceedings is discussed below.17
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 18 3.3.1.1.
 19 3.3.1.1.
 20 7.7.4.1.
 21 The examples that are given are of absolute legal interests, but the same point applies to absolute equitable 
interests—in other words, to the interest of a beneficiary under a trust.
 22 Such property can also be called choses in possession, although this term does not include land; see Law of 
Personal Property, 1-015.
 23 This may also be called inventory.
 24 Possession can be seen as a proprietary interest; see Goode: Commercial Law, 45–49; Law of Personal Property, 
2-045. cf W Swadling, ‘The Proprietary Effect of a Hire of Goods’ in N Palmer and E McKendrick (eds), Interests in 
Goods 2nd edn (London, Lloyd’s of London Press, 1998).

7.1.2. Absolute Interests

So far we have talked generically about proprietary rights. However, as will be recalled from 
the discussion in chapter three,18 a distinction should be made between absolute inter-
ests and security interests. Under English law, the difference between the two is not the 
purpose for which the interest is obtained, but the legal form of it. Many absolute interests 
are obtained by creditors, either by grant or by reservation,19 for exactly the same purpose 
for which a creditor would obtain a security interest. Such interests are often called ‘quasi-
security’ interests, and there is a strong argument that they should be treated in the same 
way as security interests, at least in some respects, such as the requirement of registration. 
This argument will be considered later.20 Other absolute interests are obtained by grant or 
reservation for other reasons—for example, an absolute interest in goods is granted to a 
buyer of those goods, and the absolute interest in goods which are hired to a company is 
retained by the hire company. Although the purpose of these transactions is not security 
for an advance (in the first example the grantee of the interest is a debtor of the company, 
though in the second the party reserving the interest is a creditor), the effect on the insol-
vency of the company is the same: the party that has the absolute interest can claim the asset 
irrespective of the insolvency.21

7.1.3. Distinctions in Relation to a Company’s Assets

There are a number of important distinctions to bear in mind in relation to the types of  
assets which a company may have and over which a creditor can obtain a proprietary interest. 
The first distinction is between tangible and intangible property. Tangible property22 has 
a corporeal existence. Put briefly, it comprises things that can be touched. In the context 
of corporate assets, tangible assets will usually include equipment, raw materials (if the 
company is a manufacturing company) and stock in trade23 (manufactured goods or goods 
bought by the company for resale or to hire to others). It also includes land, but, as will be 
explained below, land falls into a slightly different category. The most significant point about 
tangible assets is that they can be possessed, and that there is no necessary link between who 
has possession and who has another proprietary interest in those assets.24

Although, in the absence of other evidence, possession is evidence of title, there is 
no problem in English law with the creation of non-possessory proprietary interests, 
whether absolute or security interests. This is critically important in relation to corporate 
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 25 Empirical research has shown that there is a strong correlation between the introduction of non-possessory 
security and an increase in bank lending in the transition economies of Eastern Europe: J Armour, ‘The Law and 
Economics Debate about Secured Lending: Lessons for European Lawmaking?’ (2008) 5 European Company and 
Financial Law Review 3, 15, citing R Haselmann, K Pistor and V Vig, ‘How Law Affects Lending’, Columbia Law 
and Economics Working Paper No 285 (2006) and M Afavuab and S Sharma, ‘When Do Creditors’ Rights Work?’, 
World Bank Policy Research Working Paper No 4296 (2007), 36 (Table 8). See also M Campello and M Larrain, 
‘Enhancing the Contracting Space: Collateral Menus, Access to Credit and Economic Activity’, Columbia Business 
Research Paper 13-86, http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2358183.
 26 Law of Personal Property, 1-018 ff. It should be pointed out that not all writers accept that intangible property 
is actually property: see A Pretto, Boundaries of Personal Property: Shares and Sub-Shares (Oxford, Hart Publishing, 
2005).
 27 In other words, a debt, including cash in a bank account.
 28 For example trade marks, patents and copyright.
 29 This category can also include such assets as export quotas (see Attorney-General of Hong Kong v Nai-Keung 
[1987] 1 WLR 1339, PC) and carbon trading units (see Armstrong DLW GmbH v Winnington Networks Ltd [2012] 
EWHC 10 (Ch)). There is also a strong argument that it includes endogenous digital assets such as bitcoin, see  
D Fox, ‘Cryptocurrencies in the Common Law of Property’ in D Fox and S Green (eds), Cryptocurrencies in Public 
and Private Law (Oxford, Oxford University Press, 2019).
 30 This question is addressed in chapter 9.
 31 Discussed at 9.2.3.

financing, since, in relation to tangible assets, it is usually important for the company to 
have possession of the assets in which the creditor has a proprietary interest.25 This is 
because those assets are used by the company in its business, as equipment, raw materi-
als, or as stock in trade. For many companies, though, most of their wealth will be found 
in their intangible assets. These are assets which cannot be possessed, and which form 
a residual category of assets once the category of tangible assets has been taken out.26 
Intangible assets are usually rights against other people, either a specific person (such as 
a right to sue that person for a sum of money),27 known as a ‘thing in action’, or people 
in general (such as the various forms of intellectual property),28 usually known as ‘other 
intangible property’.29 In relation to this type of property there is clearly no problem about 
a split between who has possession and who has proprietary rights, but the question of 
how these rights are transferred does have to be addressed.30 There is one case where there 
is a distinct overlap between tangible and intangible property: where intangible rights are 
contained in a document so that they can be transferred by transfer of that document, 
much of the law governing tangible property applies to that document. In the context of 
corporate finance, negotiable instruments, such as bills of exchange and bearer bonds,31 
come into this category.

The next important distinction is between real and personal property. Real property 
comprises land, or rights to land, and personal property comprises everything else. This 
distinction is largely historical, and this is reflected in different rules for, for example, the 
creation of security interests in land and the transfer of rights to land. However, much of 
the difference is technical, and will not be addressed in this book except to the extent that it 
impinges on the actual use of proprietary rights in land as protection for creditors. Usually, 
creditors are very happy to obtain proprietary rights in land owned by a company. Land is 
seen as a safe asset, the value of which is normally reasonably stable.

Another distinction, which has to be approached with considerable care, is between 
fixed and circulating assets. Fixed assets are assets which a company does not dispose of in 
the ordinary course of business, while circulating assets are acquired by the company with 

http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2358183


Introduction 279

 32 This is not necessarily true of investment companies.
 33 7.3.3.3.2.
 34 As opposed to lending specifically for the acquisition of a particular asset.
 35 7.3.2.1.

the aim of disposing of them in the course of its business. The characteristics of circulating 
assets are that they are usually only in the ownership (and/or possession) of the company 
for a relatively short time, if they are sold, this is for a greater price than the price at which 
they were acquired, and more, similar, assets are acquired on a regular basis. Examples of 
circulating assets that fit this description are raw materials and stock in trade. Receivables 
can also be seen as circulating assets. They fit a different part of the cycle, in that they 
include the profit obtained by disposal of tangible circulating assets (if this is the business 
of the company) but the company has them for a relatively short time, until they are paid. 
The company obtains new receivables on a regular basis. Many companies, of course, have 
no circulating tangible assets: the business of the company may be providing services, or 
making loans, or creating intellectual property, but most have circulating receivables in 
some form or other.32

The distinction between fixed and circulating assets is not a hard and fast one, and 
can cause considerable confusion. First, most companies will dispose of their fixed assets 
from time to time, either to replace them or to raise money, or, because their operation 
has changed, so that the assets are no longer needed. Assets which are replaced regularly, 
such as information technology (IT) equipment, may be owned by the company for not 
much longer than circulating assets, as defined above (although if this is the case, most 
companies would use some form of hire to obtain such equipment rather than obtain-
ing full ownership). Second, a particular type of asset, such as a car, may be a circulating 
asset for one company (a car sale or hire company) but a fixed asset for another company  
(a taxi company). Third, the structure of a transaction may affect whether a company owns 
one asset or many circulating assets. For example, a company may hire equipment to other 
companies either under a number of separate consecutive contracts or under one long-term 
contract. The receivables stemming from this transaction (an asset of the leasing company) 
could in the first instance be seen as a long-term fixed asset and in the second instance be 
seen as circulating assets. The points made in this paragraph need to be borne in mind when 
considering the distinction between fixed and floating charges, which is discussed below.33 
They show that there is a danger in characterising a charge merely by looking at the type of 
assets it covers.

A further, related distinction is between present and future assets. If a lender lends 
money generally to a company,34 it will usually want proprietary rights not only in the assets 
presently owned by the company, but also in the assets to be owned by the company in the 
future. This is particularly true of circulating assets (they are constantly being disposed of, 
so eventually there will be nothing left of those assets which were ‘present assets’ at the time 
of the loan) but also of ‘fixed’ assets, since these will be replaced over time or new ones will 
be acquired. The ability of creditors to take proprietary rights over future assets is therefore 
critical to an effective law of corporate finance, and the way in which it has been achieved in 
English law will be discussed in detail later on in this chapter.35

It should also be noted that security interests over financial collateral (bank accounts, 
debt and equity securities, and credit claims by banks that grant credit in the form of loans)  
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 36 Directive 2002/47/EC as amended by Directive 2009/44/EC.
 37 SI 2003/3226 as amended by SI 2010/2993.
 38 Ibid, reg 4.
 39 Ibid, regs 8 and 10.
 40 See 6.3.4.5.
 41 7.5.1.2.
 42 FCARs, regs 12 and 16–18.
 43 Ibid, reg 3.
 44 See, for example, Goode and Gullifer: Credit and Security, 6-40 ff; Security and Title-Based Financing,  
ch 3; G Yeowart and R Parsons, Yeowart and Parsons on the Law of Financial Collateral (Cheltenham, Edward Elgar 
Publishing Ltd, 2016) ch 8; R Parsons and M Dening, ‘Financial Collateral—An Opportunity Missed’ (2011) 5 Law 
and Financial Markets Review 164; S Goldsworthy, ‘Taking Possession and Control to Excess: Issues with Financial 
Collateral Arrangements under English Law’ [2013] Journal of International Banking and Financial Law 71; LC 
Ho, ‘The Financial Collateral Directive’s Practice in England’ (2011) 26 Journal of International Banking Law and 
Regulation 151.
 45 7.3.4.
 46 See the recitals to the FCD, especially 3, 5, 9 and 10. For comment see L Gullifer, ‘What Shall We Do about 
Financial Collateral?’ (2012) 65 Current Legal Problems 377.
 47 See Goode and Gullifer: Credit and Security, 1-17–1-45.
 48 It has been held that it is also possible for a valid security interest to be granted to A to secure an obligation 
owed to a third party (D): In the matter of Lehman Brothers International (Europe) (In Administration) [2012] 
EWHC 2997 (Ch) [43] and [44].

are treated somewhat differently from security interests over other kinds of assets. This 
stems from the Financial Collateral Directive (FCD),36 enacted in the UK as the Financial 
Collateral Arrangements (No 2) Regulations 2003 (FCARs),37 although some of the provi-
sions largely reflect the preceding law. The FCARs disapply certain formality requirements 
(including registration)38 and insolvency provisions.39 They also provide that certain 
provisions often found in such arrangements, such as a provision for close-out netting,40 a 
right of use and a right of appropriation,41 are effective.42 The provisions of the regulations 
apply both to absolute interests (called title transfer financial collateral arrangements) 
and to security interests (called security financial collateral arrangements) over financial 
collateral. A security financial collateral arrangement is one where the collateral holder 
has possession or control of the collateral.43 The precise meaning of this is a matter of 
much debate44 and the position in English law is uncertain. The issue is discussed in detail 
below.45 The policy behind the special treatment of interests in financial collateral is to 
improve the efficiency and stability of the financial markets, by reducing administrative 
burdens, promoting certainty and harmonising the position in relation to financial collat-
eral across the EU.46

7.2. Absolute and Security Interests

7.2.1. What is a Security Interest?47

A security interest is a proprietary interest that A obtains in relation to property owned by 
B to secure an obligation owed to A48 by B or, more rarely, by C. In relation to corporate 
finance, this obligation is nearly always an obligation to pay money, and it is on this that 
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 49 The term ‘creditor’ will be used throughout this chapter rather than the term ‘lender’ which is used in other 
chapters.
 50 Re Cosslett (Contractors) Ltd [1998] Ch 495, 508 (Millett LJ).
 51 See discussion in Law of Personal Property, 2-002 ff.
 52 M Bridge, Personal Property Law, 4th edn (Oxford, Oxford University Press, 2015); A Honoré, ‘Ownership’ in 
A Guest (ed), Oxford Essays in Jurisprudence (Oxford, Clarendon Press, 1961) 107, 126–28.
 53 For further discussion and more examples see Security and Title-Based Financing, 4.07–4.11.
 54 Re George Inglefield [1933] Ch 1, 27–28.
 55 McEntire v Crossley Brothers Ltd [1895] AC 457, 462; Clough Mill v Martin [1985] 1 WLR 111, 116, 119, 120–21 
(CA); Armour v Thyssen Edelstahlwerke AG [1991] 2 AC 339, 351–52 per Lord Keith, 354 per Lord Jauncey. See 
Security and Title-Based Financing, 4.22 for further discussion of this proposition.

this book will concentrate. Therefore, A can be called the creditor,49 and B the debtor. There 
are various forms of consensual security interest (pledge, contractual lien, mortgage and 
charge):50 the first two are possessory and the second two are non-possessory. They will be 
discussed in more detail below: the discussion of a security interest in this section is gener-
alised and largely applies to all types of security interest.

In English law it is the location of ownership that determines whether an interest is 
absolute or by way of security (as mentioned above, the actual purpose of the transaction is 
largely irrelevant). Ownership is an illusive concept.51 There are a number of rights which a 
person may have in relation to a thing, including the right to use it, to possess it, to dispose 
of it and so on. An owner of a thing may have all these rights in relation to that thing, but it 
can also give away most of these rights, and still remain the owner.52 For example, a seller of 
goods may retain title (ownership) in those goods when the buyer has possession and use 
of those goods and is permitted (by contract) to dispose of them as it wishes.53 Ownership 
can therefore be seen as the residual right: that which remains when other rights in respect 
of the thing have been given away. On this view, the location of ownership could be seen 
as a matter merely of the intentions of the parties and to bear no relation to the rights that 
each party to the transaction actually has. However, as we shall see, the courts do not allow 
parties complete freedom of contract to decide on the location of ownership if it is felt that 
the ‘reality’ is truly otherwise.

If a creditor has a proprietary interest in assets which are still owned by the debtor, then 
that interest is a security interest if it is granted or arises by operation of law for the purpose 
of securing an obligation. There are various features, known as the indicia, or incidents, of 
security,54 that an interest is likely to have if it is a security interest, and which, if present, 
indicate that an interest is a security interest. The first is that if the asset in question is real-
ised in order to meet the secured debt, and the amount realised is more than the debt, the 
debtor has a right to that surplus. The second is that if the amount realised is less than the 
secured debt, the debtor remains liable for the balance. The third is that the debtor is always 
able to rid the asset of the creditor’s proprietary interest by paying the debt by means other 
than by the realisation of the asset: this is known as the ‘right to redeem’. Another main 
feature of a security interest is that it can only be created by grant and not by reservation.55 
If a debtor grants an interest to a creditor, therefore, this can either be an absolute interest or 
a security interest: which it is will depend on whether the incidents of security are present. 
If a creditor reserves an interest, however, this can only be an absolute interest, even if the 
debtor is granted many of the rights that usually go with ownership, such as the right to 
possess, the right to use and the right to dispose of the asset.
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 56 7.7.
 57 Daimler Company Ltd v Continental Tyre and Rubber Company (Great Britain) Ltd [1916] 2 AC 307.
 58 Hire Purchase Act 1964, s 29(1).
 59 This is not necessarily the case. For example, in theory characterisation may be necessary in order to determine 
whether a party is in breach of a negative pledge clause by creating a security interest. This would only affect the 
position between the parties to the negative pledge clause (see 6.3.1.6.).
 60 Companies Act 2006, s 859H.
 61 3.3.1.2.
 62 7.3.3.3.2.

This discussion, which might be thought rather theoretical, is important for at least 
two reasons. First, since there are a number of statutory and other consequences where an 
interest is a security interest, most notably that most security interests are required to be 
registered, a creditor may attempt to avoid creating a security interest. This conclusion may 
be challenged by other creditors if the debtor is insolvent, and the courts have on a number 
of occasions had to decide whether a particular interest is absolute or by way of security. This 
process of characterisation will be examined shortly. The second is that in many countries 
the technical differences between some absolute interests and security interests have been 
statutorily abolished, and all transactions which have the purpose of security are treated in 
the same way. Such systems will be examined later in this chapter in the course of a discus-
sion as to whether the same route should be followed in England and Wales.56

7.2.2. Characterisation of Interests as Absolute or Security Interests

Courts have to characterise in many contexts, usually where a concept appears in a statute. 
Particular consequences may flow from the characterisation of a contract (for example, as a 
contract of service or for services), of a person (for example, whether a company is an enemy 
alien),57 of a tangible asset (for example, whether it is a motor vehicle)58 and so on. We are 
concerned here with the characterisation of a proprietary interest. This means that, possibly 
unlike other types of characterisation, the result of the court’s decision is likely to affect 
not only the parties to the transaction by which the interest was created, but other parties 
as well.59 In the context of security interests, this is usually because the debtor is insolvent, 
and the general creditors are competing for the scarce resources. Thus, if an interest is a 
security interest but is unenforceable against the liquidator as it has not been registered,60 
this increases the assets available for distribution to the general creditors. It should be noted 
that the courts have also had to characterise charges as fixed or floating since, as will be 
recalled, preferential creditors, the prescribed part and the expenses of the insolvency are 
paid out of floating charge assets in priority to the floating chargee, but not out of fixed 
charge assets.61 This characterisation process will be discussed later in the chapter.62 It is 
important, however, to appreciate that where third parties are affected by the characterisa-
tion of an interest, an argument can be made that the parties creating that interest cannot 
have total freedom of contract in labelling that interest, so that they cannot have the benefits 
of a certain type of interest without suffering the detriment that follows from having that 
type of interest. This argument has been much more strongly endorsed by the courts in the 
context of the fixed/floating charge characterisation than in the context of absolute/security 
interest characterisation.
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 63 Welsh Development Agency v Export Finance Co Ltd [1992] BCLC 148, 186.
 64 The principles of interpretation of contracts discussed at 6.2 should be borne in mind in this regard.
 65 Snook v London and West Riding Investments Ltd [1967] 2 QB 786, 802C–802E. For discussion of the concept 
of ‘sham’ in relation to security interests see A Berg, ‘Recharacterization’ (2001) 16 Journal of International Banking 
and Financial Law 346; J Vella, ‘Sham Transactions’ [2008] Lloyd’s Maritime and Commercial Law Quarterly 488; 
Lord Neuberger, ‘Sham Doctrine and Company Charges’ in E Simpson and M Stewart (eds), Sham Transactions 
(Oxford, Oxford University Press, 2013).
 66 When construing a contract, the normal rule is that the court cannot look at evidence of post-contractual 
conduct: James Miller & Partners Ltd v Whitworth Street Estates (Manchester) Ltd [1970] AC 583, 603, 611, 614.  
See 7.3.3.3.2.
 67 This method is also advocated in relation to the fixed/floating charge characterisation by Lord Millett in Re 
Brumark Investments Ltd [2001] 2 AC 710 [32], and was approved by the House of Lords in Re Spectrum Plus Ltd 
(In Liquidation) [2005] 2 AC 68 (see Lord Walker at [141]).
 68 National Westminster Bank v Jones [2001] 1 BCLC 98 [46] per Neuberger J.
 69 See 7.3.3.3.2.
 70 [2005] 2 AC 680 [160].
 71 S Atherton and R Mokal, ‘Charges over Chattels: Issues in the Fixed/Floating Jurisprudence’ (2005) 26 
Company Lawyer 10; A Berg, ‘The Cuckoo in the Nest of Corporate Insolvency: Some Aspects of the Spectrum 
Case’ [2006] Journal of Banking Law 47.
 72 This approach is problematic in the context of fixed and floating charges, however, because of Insolvency Act 
1986, s 251 which provides that the Insolvency Act consequences of a charge being floating apply to the charge  
‘as created’: see 7.3.3.3.2.

In relation to the absolute/security interest characterisation, the courts have identified 
two approaches, called the ‘external approach’ and the ‘internal approach’ by Staughton LJ 
in Welsh Development Agency v Export Finance Co Ltd.63 In both approaches, the court has 
to determine what rights and obligations are actually created by the contract:64 the labels put 
on the rights and obligations by the parties, and the label attached to the interest created, 
are not determinative at this stage, although they can be taken into account. The ‘external 
approach’ is where it is contended that the parties did not intend to create the rights and 
obligations that the contract purports to create.65 If this is made out, the document is said 
to be a ‘sham’ and will be recharacterised or declared a nullity. In order to determine this 
question, the court can look at evidence external to the agreement itself, including evidence 
of what the parties have done after the date of the contract.66 If there is no evidence of sham, 
the court will look at the rights and obligations actually created by the contract and decide 
whether they give rise to an absolute or a security interest (the ‘internal approach’).67 Since 
a finding of a sham involves a finding of at least some dishonesty, the courts are slow to 
come to this conclusion,68 and, in the context of corporate finance, the internal approach is 
more likely to be followed. This does not mean, however, that the courts will never consider 
whether a commercial agreement is a sham.69 It should also be pointed out that doubt has 
been cast on the analysis of Staughton LJ by Lord Walker in Re Spectrum Plus70 and by 
later commentators, particularly as to whether it covers all possible cases.71 It is certainly 
true that parties can change the nature of an agreement after it has been made by variation, 
waiver or estoppel. Such an analysis may be a halfway house between a court finding a sham 
and not recharacterising at all, in a situation where post-contractual conduct is inconsistent 
with the interest that appears to have been created by the agreement.72

There is a strong argument that the courts’ approach to characterisation of security inter-
ests differs between the absolute/security interest cases and the fixed/floating charge cases. 
One reason is that there is a reasonably clear touchstone as to whether a charge is fixed or 
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widely enough to catch absolute interests: see 6.3.1.6.1.
 81 See 7.3.3.3.2.

floating—namely, whether the chargee has control over the charged assets73—whereas the 
position is much less clear in relation to the absolute/security interest cases. Another is that 
even if a charge which is labelled fixed is recharacterised as floating, the consequences for 
the chargee (loss of priority) are not as drastic as where an unregistered ‘absolute’ interest 
is recharacterised as a security interest and is therefore void. The result appears to be that 
in the latter cases, the courts tend to ask whether the rights and obligations created are 
consistent with the label put on the transaction by the parties,74 rather than the more open 
question ‘what is the correct legal label to put on the rights and obligations created in this 
agreement?’ This is despite the fact that the rhetoric of the courts in the absolute/security 
interest cases is that they are looking at the substance and not the form of the agreement.75 
This, of course, does not mean the economic substance: it is quite clear that under English 
law the parties can choose whatever legal form they wish to achieve an economic result.76

7.2.3.  Reasons for Choosing a Structure Based on an Absolute  
or a Security Interest

Before discussing the policy considerations that apply to the absolute/security interest 
characterisation process, we should consider why companies, and their lenders, choose a 
structure involving retention or grant of an absolute interest rather than a security interest. 
One reason which applies to all such structures is that there is no registration require-
ment under the Companies Act 2006 in relation to absolute interests. Other reasons are 
more transaction specific. In relation to devices based on retention of title, these usually 
give the lender priority over secured creditors.77 Certain structures, such as hire purchase 
arrangements,78 also give the lender priority over bona fide purchasers of the asset. The 
lender may be interested in having the surplus value in the asset, for example, this is the case 
in an operating lease. A lender may perceive that an absolute interest is a ‘stronger’ inter-
est than a security interest.79 Where the company has already borrowed on terms which 
include a negative pledge clause, a transaction involving an absolute interest may not be in 
breach of this clause.80 A lender may prefer to finance receivables by factoring or invoice 
discounting because of the difficulties in creating a fixed charge over receivables,81 whilst a 
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 82 See 7.3.3.3.4 and 2.3.4.1.
 83 Insolvency Act 1986, Sch B1 para 43(2).
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 87 Wood: Project Finance, 6-013.
 88 See 2.3.1.4.
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 90 7.3.4.
 91 See Goode and Gullifer: Credit and Security, 6-34 ff.

floating charge is unattractive for the reasons discussed in chapter three and below.82 Where 
the borrower is in administration, security interests cannot be enforced by a lender without 
the permission of the administrator or without the leave of the court.83 The same applies to 
certain absolute interests created by retention of title.84 However, the ‘enforcement’ of other 
absolute interests85 is free of these restrictions, which may make them more attractive to 
certain lenders.

For both parties there may be tax advantages, although these have been steadily whittled 
away by the Inland Revenue.86 They depend on whether the criteria in the relevant legis-
lation are fulfilled; whether the interest created is absolute or by way of security is either 
irrelevant or only partially relevant.

From the borrower’s point of view, certain structures, such as securitisation, are attrac-
tive in that assets are removed from the borrower’s balance sheet, since an absolute interest is 
granted to the lender. This may improve the borrower’s debt to equity ratio,87 or, in the case 
of a bank or financial institution, affect how much capital has to be retained to comply with 
capital adequacy requirements.88 However, as with tax, accounting and capital adequacy are 
governed by particular and strict rules and are not specifically dependent on the nature of 
the transaction.

In the context of the provision of collateral for capital market transactions, particu-
larly derivatives, title transfer collateral arrangements are very common in Europe.89 This 
is largely because the collateral taker is thereby free to use (rehypothecate) the collateral, 
can enforce by retention or appropriation of the collateral, can rely on close-out netting, 
and does not need to register the interest created. These advantages also arise if a security 
collateral arrangement falls within the FCARs, but it can be difficult to identify when this is 
the case.90 Title transfer arrangements such as repos are commonly used to borrow money 
using securities as collateral.91

It may be that a structure involving an absolute interest is the only way a lender is 
prepared to lend, or that the terms, such as the rate of interest, may be more attractive than 
borrowing on security. However, such a structure is riskier for a borrower than a straight 
loan on security. Depending on the terms of the transaction, the borrower may lose any 
surplus value in the asset if it defaults. Further, even if there is a contractual obligation on 
the lender to repay any surplus to the borrower, the borrower takes the credit risk of the 
lender in relation to this, and if the lender becomes insolvent the borrower will only have 
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an unsecured claim.92 In contrast, where a secured creditor enforces security it holds any 
surplus value on trust for the borrower.93

7.2.4. Policy Considerations

The process of recharacterisation is not a merely technical one: there are significant policy 
issues to be considered. On one hand there is the policy of freedom of contract: this has to 
be the default position in a commercial contract unless there is any reason to qualify it. Of 
course, freedom of contract cannot permit parties to create contracts which are internally 
inconsistent, or to put a label on an interest which is completely inappropriate. Having said 
this, where only the parties to the contract are affected, they are (sometimes) allowed to 
agree that black is white,94 but the position is different when third parties are affected. Then, 
a policy in favour of publicity of interests (where those interests are not readily apparent by 
external examination) must be weighed against the policy of freedom of contract. Those 
dealing with companies should have a simple means of discovering their true financial state, 
and this includes knowing whether the assets they appear to have are encumbered by secu-
rity interests or actually belong to other parties. At present, however, only security interests 
are registrable, and not absolute interests, despite the fact that assets which appear to belong 
to the company actually belong to a financier. This distinction will be discussed in detail 
below,95 but it is important to note at present that where an English court characterises an 
interest as absolute this means that it is not registrable, and is therefore, at least in some 
ways, ‘hidden’.96

It should be remembered, however, that there are ways of discovering the state of a 
company’s finances other than by consulting the company charges register. The company 
produces annual accounts which are public,97 and if a company has sold an asset, such as 
its receivables, in theory the balance sheet will show that the company’s assets are reduced. 
However, the assets will be increased by the purchase price obtained for the receivables. 
Often this cash will be used to pay other liabilities, so that these will reduce (and the assets 
will also reduce). Thus, although the balance sheet will reflect the transaction, it may not 
be obvious to those looking at it that the receivables have been sold.98 It can also be argued 
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that if a capital asset, such as a machine, is acquired using a retention of title device such as 
a finance lease, the company will not be able to produce documentation proving ownership 
if asked to do so as part of a due diligence exercise, whereas it would be able to do so if the 
machine were charged. Thus, absolute interests are usually discoverable with sufficient due 
diligence; however, this is expensive. A system of registration, on the other hand, provides 
a cheap and accurate method of publicising and discovering the existence of interests. If 
publicity of interests is considered important, it can be argued that companies should not 
be able to ‘hide’ interests by entering into transactions which create absolute interests rather 
than security interests, when the purposes are virtually identical.

One argument that is made in relation to characterisation of fixed and floating charges is 
that the very benefit parties want when they take a floating charge, namely the ability to take 
a wide-ranging charge over circulating assets of the company, is the reason for the statutory 
consequences which chargees seek to avoid by attempting to create a fixed charge.99 Thus, 
a policy justification for recharacterisation is that lenders cannot have the benefit without 
having the statutory detriment which Parliament has decided goes with it. It is not so clear, 
however, that this argument can be applied to the sale/charge characterisation. It can be 
argued that the legislature has decided what interests are registrable, and provided that the 
parties have actually created an absolute interest, the policy of publicity should not affect 
characterisation: it is up to the legislature to further this policy by widening the category of 
registrable interests, not the courts by recharacterising interests.100

It is also significant that many of the financing transactions that operate on the basis of a 
grant or reservation of an absolute interest are in forms that are used extensively on a daily 
basis in the financial world and account for many billions of pounds’ worth of lending every 
year. Thus the recharacterisation of a ‘true sale’ securitisation101 or an invoice discounting 
transaction as a registrable security interest would have very widespread consequences. 
However, the strength of this argument should be doubted. The courts should not determine 
the boundaries of concepts on the basis of the damage done or not done to the financing 
industry by their decisions. Therefore, if there is serious concern, the better course may be 
express legislation to deal with the problem, such as a ‘safe harbour’ for securitisations,102 or 
a reform of the registration requirements.103

7.2.5. Process of Characterisation in Relation to Particular Structures104

In this section the party providing the finance is called the ‘lender’ and the company receiv-
ing the finance is called the ‘borrower’ despite the form of the transaction. This is to aid 
comparison with structures involving ‘true’ security interests. Of course, if the transaction 
is not recharacterised as a secured loan, the parties are not lenders and borrowers in law.
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7.2.5.1. Grant and Grant-Back

The structure of sale and lease-back105 constitutes a grant by the company of an absolute 
interest in an asset to the lender, and a grant-back by the lender of a possessory interest to 
the company. The economic purpose of the transaction is (virtually) always for the lender 
to provide finance to the borrower. However, as we have seen, the economic purpose is 
irrelevant to the legal process of characterisation. In relation to this structure, the court 
will look at the transaction as a whole;106 this is important since if the constituent parts 
were examined separately it could not be a secured transaction: the grant-back involves the 
retention of an absolute interest and cannot be a security interest.107 In fact, the courts have 
only recharacterised such agreements as secured loans in what appear to be sham cases;108 
where the borrower genuinely intends to enter into a sale and lease-back, the courts have 
upheld the structure.109 Where, however, a transaction was completely circular (a sale and 
sale-back) the court did recharacterise it as a secured loan.110 This is generally seen as a  
one-off case which turned on some (rather unclear) terms in the agreement. The fact that 
there was an obligation to repurchase the same assets as were sold to the financier meant 
that there was exact mutuality.111 It can be argued that in other sale and sale-back trans-
actions, such as repos and securities lending transactions,112 the obligation is to transfer 
equivalent securities and so exact mutuality is not present.113

7.2.5.2. Grant

At least two structures fall into the category of grant. One is the very common receivables 
financing transaction;114 the other is the sale of goods to a financier who then sells as 
an undisclosed agent.115 Since the relevant interest is granted to the lender, it can poten-
tially be either absolute or by way of security. One might think, then, that the courts 
would approach characterisation by looking at the rights and obligations created and 
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deciding whether they created an absolute or a security interest. In fact, in the case of both  
structures, the courts have looked at the legal form of the transaction (as creating an abso-
lute interest) and then looked to see if the exact terms of the agreement are consistent with 
that form. The difference is, perhaps, subtle but has had the effect that no agreement in 
this category has actually been recharacterised by the courts, despite the fact that in both 
structures there are provisions which, looked at from a different perspective, could be seen 
as indicia of security.116

In a receivables financing transaction, for example, the sale of the receivables is often 
with recourse, so that the credit risk of non-payment by the debtors is on the borrower and 
not the lender.117 This might be seen as indicative of the second of the indicia of security 
discussed above: that the borrower is always liable for the balance if the ‘security’ does not 
realise enough to repay the ‘loan’. However, the courts have taken the view that this does 
not convert a contract expressed to be a sale into a charge.118 Further, a receivables financ-
ing agreement will often provide for the borrower to retain any surplus generated by the 
debtors over and above the original purchase price and the discount charge, which resem-
bles the first indicium of security.119 Despite this, the courts have held that this provision 
is consistent with a sale rather than a charge.120 Receivables financing has increased hugely 
in popularity in the last 20 years.121 This is partly because asset-based lending is seen as a 
safer finance model than cash flow lending, particularly since the moratorium on enforce-
ment of security in an administration does not apply to outright assignments.122 However, 
the growth in popularity is also a result of the uncertainty as to characterisation of fixed and 
floating charges engendered by the Spectrum decision:123 there is very little danger of an 
absolute interest being recharacterised as a floating charge.

The other structure, where goods are sold to a financier and then sold by the company 
as undisclosed agent, was considered in the important case of Welsh Development Agency v 
Export Finance Co Ltd.124 The Court of Appeal again took the view that freedom of contract 
was to be upheld, and features which might have been thought to indicate security, such as 
a ‘right of redemption’, were said not to be inconsistent with the structure of the transaction 
by the parties as a sale.125
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7.2.5.3. Retention of Title

Structures such as credit sales on retention of title (ROT) terms,126 hire purchase and condi-
tional sale agreements and finance leases127 all depend on the device of retaining title. Since 
a security interest cannot be created by the retention (as opposed to the grant) of title, such 
transactions will not be recharacterised as creating a security interest even if they include 
terms which otherwise would appear to be indications of security, such as a right to the 
surplus.128 However, many contracts of sale on ROT terms also provide that the seller shall 
‘retain’ title in any products made with the goods sold, or in any proceeds of resale. Whether 
such a provision creates an absolute or a security interest in the products or proceeds 
depends on the precise terms of the contract in question, but certain general propositions 
can be stated. Let us first consider products. If the product is a new thing,129 then it is 
initially owned by the producer (the buyer). The actual effect of the ‘retention’ provision is 
that the buyer grants an interest in the product to the seller. Being by grant, that interest can 
be either an absolute or a security interest. However, it is likely that the parties intended the 
buyer to have the right to any surplus value over and above the purchase price, and to be 
able to pay the purchase price from any source of finance, after which it will own the product 
outright. These are the first and third indicia of security mentioned above,130 and therefore 
the transaction will be characterised as a security interest.131

Next, we will consider a provision that the seller ‘retains’ an interest in the proceeds of 
a sub-sale. It is even clearer here that the seller’s interest is by grant from the buyer, since 
the sub-buyer clearly intends to transfer ownership in the proceeds to the buyer. Therefore, 
any interest of the seller is granted by the buyer, and the test is once again whether the 
indicia of security are present. Since the sub-sale is likely to be at a profit, the buyer will be 
entitled to any surplus, and will be able to pay the seller’s purchase price from other funds, 
thus ‘redeeming’ the sub-sale proceeds: thus the two indicia of security are present. The 
seller’s interest in the proceeds will be recharacterised as a charge.132 One case in which 
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the opposite result was reached is the Australian case of Associated Alloys Pty Ltd v ACN 
001 452 106 Pty Limited.133 In that case, the purchase price was expressed to be payable by 
a trust which arose over the proceeds of the sub-sale as soon as they were received, but the 
trust only extended to the amount of the purchase price due. It is unlikely that this result 
would be achieved in other cases, since the courts would probably not interpret a contract 
of sale to have the effect that the buyer could pay the seller only out of the proceeds of sale 
(as opposed to any other source of payment).

7.2.5.4. Quistclose Trusts

A device which has sometimes been said to be a security interest is that under a ‘Quistclose’ 
trust.134 This device is sometimes used to protect a lender against the insolvency of a 
borrower where money is lent for a specific purpose, often in a corporate restructuring. 
The security-like purpose of the device was noted by Lord Millett in Twinsectra Ltd v 
Yardley, where he commented on its similarity to a ROT clause, in that the lender ‘enables 
the borrower to have recourse to the lender’s money for a particular purpose without 
entrenching on the lender’s property rights more than necessary to enable the purpose to 
be achieved’.135 Lord Millett’s analysis in that case was that where a lender makes it clear 
that money is lent for a specific purpose, the courts are likely to hold that the borrower 
holds the money on resulting trust for the lender, in circumstances that the lender’s benefi-
cial interest is qualified by a power of the borrower to use the money for the specified 
purpose. If the purpose fails, the power disappears and the money is held on the original 
unqualified resulting trust.136 It will be seen that the trust cannot be said to be a secu-
rity interest, as there is no separate obligation to be secured: the borrower’s obligation 
to pay the money to the lender comes from the trust itself.137 A different analysis may 
apply where the trust is not created by the payment from the lender to the borrower, but is 
declared by the borrower after the payment has been made (in order to protect the lender). 
This is more analogous to the extended reservation of title cases discussed above, since 
the lender’s interest is granted by the borrower, and also appears to secure a separate and  
pre-existing obligation to repay.138
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7.3. Types of Security Interest

7.3.1. Introduction

This section is concerned solely with ‘true’ security interests, that is, those interests 
characterised in English law as security interests. There are four types of consensual secu-
rity interests, which can be said to form a numerus clausus so that no new forms of security 
interest will be recognised. These are the pledge, the contractual lien, the mortgage and 
the charge.139 There are also other variants of security interest which arise by operation of 
law, for example the possessory lien and the equitable lien, but these will not be considered 
further here.140 The pledge and the contractual lien are both possessory interests. The latter 
arises where possession is given for a purpose other than security (such as storage), and is 
really a contractual extension of the possessory lien, giving security for sums due from the 
owner to the party in possession. The pledge is created when possession of goods is given 
to the pledgee for the purpose of securing an obligation owed by the pledgor to the pledge. 
Pledges and liens are relatively little used in corporate finance,141 although the pledge of 
documents of title to goods is important in the financing of international trade,142 and the 
pledge of negotiable instruments is of considerable importance where debt instruments 
are in negotiable form.143 Since in English law pledges are only created by the transfer of 
possession, there cannot be a pledge of an intangible that is not a documentary intangi-
ble.144 If the intangible is evidenced by a piece of paper this can be pledged, but the pledge 
does not entail entitlement to the underlying contractual rights.145 The term ‘pledge’ is 
often used in practice in relation to financial collateral: this is a non-technical use meaning 
‘security interest’.

The other two types of security interest, mortgage and charge, are non-possessory. This 
makes them far more suitable for most kinds of corporate secured lending. First, since many 
corporate assets are intangibles, this is the only type of security interest that can be taken 
over them. Second, even over tangible assets, a non-possessory security interest allows the 
borrower to have the use of the assets and yet use them as security. For most tangible assets, 
including land, this is vital.146

This section discusses non-possessory security interests in general, then the floating 
charge in particular. It concludes with a discussion of security financial collateral arrange-
ments, which comprise a category of security interests which attracts its own rules, and the 
categorisation of which raises considerable problems.



Types of Security Interest 293

 147 This is one of the reasons why pledges are of such limited use in corporate finance.
 148 See 7.1.3.
 149 This has not been the case in the past in other jurisdictions, as illustrated by the following examples. In France, 
assets subject to security interests had to be specifically described, which limited the ability of the borrower to 
pledge its future assets. The position in France was amended by the new book IV of the Code Civil (2006), espe-
cially arts 2333 and 2355. Denmark amended its law in 2006 so that security over some future assets, especially 
receivables, could be created. In Slovakia, reform of the law in 2002 allowed future assets to be used as security.
 150 Robinson v Macdonnell (1816) 5 M & S 228; Holroyd v Marshall (1861–62) 10 HL Cas 191, 210–11 per Lord 
Westbury.
 151 (1862) 10 HL Cas 191.
 152 Tailby v Official Receiver (1888) 13 App Cas 523, 546.
 153 Holroyd v Marshall (1862) 10 HL Cas 191, 210–11.
 154 Tailby v Official Receiver (1888) 13 App Cas 523, 547.
 155 Ibid.

7.3.2. Non-Possessory Security Interests

7.3.2.1. Security Over Future Property

The ability to take security over future property of a company is critical for a lender. If this 
were not possible, the lender’s security would be limited to the assets the borrower had at the 
time of the loan, and each new asset acquired would necessitate a new security agreement.147 
Of course, there are some situations where a security interest will be limited to assets owned 
by the borrower at the time of the loan, for example a security interest over a particular item 
to secure money advanced to finance that particular purchase. The bulk of security interests 
are more general than this, however, and even fixed security interests (where the consent 
of the security holder is required for disposal of any assets) would normally cover future 
assets, since even ‘fixed’ assets such as land or equipment are usually replaced from time to 
time.148 Where a security interest is floating, so that the secured assets can be disposed of 
without the consent of the security holder, the need for the security interest to cover future 
property is self-evident.

It has for many years been straightforward to create a security interest over future 
assets under English law.149 However, this is not possible under common law. At law it 
is only possible to transfer assets which exist at the time of transfer. An agreement can 
be made at law to transfer future assets, but there will only be an actual transfer when 
there is a new act of transfer, such as the taking of possession.150 However, in equity 
an agreement to transfer future assets will have the effect that the assets are transferred 
automatically without a future act. This was confirmed in the nineteenth-century case of 
Holroyd v Marshall.151 The basis for this is the maxim that ‘equity considers as done that 
which ought to be done’,152 coupled with the fact that equity will specifically enforce the 
agreement to transfer.153 This does not mean that all the criteria for specific performance 
must be fulfilled: that would be overly restrictive and technical.154 It is necessary, however, 
for the consideration for the transfer to be executed, which will usually mean that at least 
some of the loan must have been advanced, and that the assets in question be identifiable. 
The latter criterion can be fulfilled by a general description such as ‘all the book debts due 
and owing or which may during the continuance of this security become due and owing 
to the said mortgagor’.155
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Another remarkable feature of the Holroyd v Marshall doctrine is that it has the effect 
that the security interest arises at the time that it is created, rather than at the time at which 
each asset is acquired. Of course, this does not tell the whole story, since obviously a secured 
lender cannot have a proprietary interest in an asset until it is acquired by the borrower: it is 
therefore often said that the security interest does not ‘attach’ to the asset until it is acquired. 
However, for priority purposes at least, once the asset is acquired the security interest is 
treated as having arisen at the time it was created.156 This is very important, since if the 
priority point in relation to each asset was the date on which it was acquired, this would lead 
to considerable complexity.157

On this reasoning, where a security interest covers present and future assets, it is clearly 
a valid security interest at the time of creation, which attaches to the future assets as they 
are acquired by the borrower. However, if the security interest only covers future assets, or 
where the borrower owns no assets falling within the description at the time of creation, the 
question arises as to whether the lender has any sort of security interest at that time. There 
seems little doubt that the effect of Holroyd v Marshall in this situation is that as soon as an 
asset falling within the description is acquired by the borrower the security interest imme-
diately attaches to that asset in the same way as if a security interest over present and future 
assets had been created. Before that moment, though, the lender can have no interest in that 
particular asset.158 But does the secured lender have some sort of inchoate security interest 
dating from the time the security agreement is executed? The question could be said to be 
hypothetical, in that until an asset is acquired, no secured lender would wish or be able to 
enforce the security interest, and so the nature of it, or whether it exists at all, is irrelevant. 
However, the date of the creation of the security interest is relevant for a number of reasons. 
First, it may affect priority. Second, unless it falls within section 859A(6) of the Companies 
Act 2006 it is necessary to register it within 21 days of creation. Third, some event may occur 
between the date of execution of the document creating the security interest and the date 
the borrower first acquires any assets, which would affect certain types of rights and not 
others. For example, if the borrower were not a company, the discharge from bankruptcy of 
the borrower would terminate any contractual rights. Fourth, the chargeholder may appoint 
an administrator before any assets fall within the charge.

In relation to priority, it is clear from Re Lind159 that the ‘priority point’ in this situa-
tion is the date of the agreement creating the security interest and not the date the assets 
are acquired. In that case, L mortgaged property he expected to receive under his mother’s 
will to N in 1905 and to A in 1908. Ignoring his intervening bankruptcy (for the purposes 
of the discussion in this paragraph), he then assigned the property to P in 1911. His 
mother died in February 1914, L obtained the property and he assigned it (again) to P 
in May 1914. The mortgages to N and A were held to have priority over the assignment 
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to P. On its own this could be said to have a number of explanations: one is that once the 
asset is acquired, the date of priority ‘relates back’ to the date of execution; another is that 
although each person’s interest attaches automatically at the time the asset is acquired, 
they attach in the order of the purported assignments. A third would be that the secured 
lender has an inchoate interest from the moment of execution.160 This last analysis is the 
most attractive.

In relation to registration, the position is now determined by statute. Section 859E of 
the Companies Act 2006 provides that, for the purposes of the registration requirements, a 
charge is created when the deed creating it is delivered, or when the document creating it 
is executed.161

Another context in which this issue has arisen is where the assignor’s bankruptcy has 
intervened between the execution of the security agreement and the acquisition of the 
asset. Once a bankrupt has been discharged, all merely contractual rights anyone had 
against him will be terminated. Therefore, if all the assignee had was a contract to assign 
the asset, this would not survive the discharge of the bankruptcy.162 In Re Lind, L became 
bankrupt in 1908 and was discharged in 1910. It was held by the Court of Appeal that  
N’s and A’s mortgages survived the bankruptcy so that when the asset was finally acquired, 
it was automatically subject to their mortgages.163 The alternative, that they had a contrac-
tual right only, was rejected, and a case in which this had been held, Collyer v Isaacs,164 was 
distinguished165 (and, to the extent that it could be said to be inconsistent with the ruling 
in Re Lind, overruled).166 The nature of the assignee’s right, then, is that it is a right ‘higher’ 
than a contractual right167—‘something in the nature of an estate or interest’.168 This is not a 
very exact description, but maybe no more precision is possible.169

Some support has also been given to the argument advanced above by the case of Saw 
(SW) 2010 Ltd v Wilson,170 where a floating charge, into the scope of which no assets had 
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fallen since its creation, was held to be a ‘qualifying floating charge’ enabling the holder to 
appoint an administrator out of court.171

7.3.2.2. Mortgage

In a mortgage, title in the mortgaged assets passes from the mortgagor to the mortgagee 
with an obligation to re-transfer on payment of the secured obligation.172 Where legal title 
is transferred to the mortgagee, the mortgage is a legal mortgage. The right to re-transfer 
will be enforced by equity, and is seen as an equitable interest in its own right: the equity of 
redemption.173 This is a proprietary interest in the assets, which the mortgagor can encum-
ber and even alienate, for example to a second mortgagee.174 The value of the equity of 
redemption will, of course, depend on the amount outstanding on the secured obligation at 
any time. Arguably, if the mortgagee is undersecured, so that the amount of the loan is more 
than the value of the mortgaged assets, the mortgagor has no interest in the assets. However, 
this misstates the position as the mortgagor always has the ability to redeem the mortgage 
by paying off the loan, and the better view is that, in equity, the mortgagor owns the assets 
subject to the mortgage.175

A legal mortgage is, in one sense, the ‘best’ security which can be taken: its priority 
position is advantageous in that no subsequent interest can gain priority over it without 
the agreement of the mortgagee, and the legal mortgagee can in theory enforce by fore-
closure and obtain full legal ownership of the assets.176 These advantages are somewhat 
illusory, however, in that the legal mortgagee will still take subject to any prior legal inter-
est and some prior equitable interests177 and foreclosure is only obtained by applying to 
court, which has various powers to enable the mortgagee to take steps to protect its equity 
of redemption.178 Obtaining a legal mortgage can involve formal steps, depending on the 
nature of the asset mortgaged, so that, for example, a legal mortgage of shares requires a 
transfer to the mortgagee in the issuer’s register179 or in the CREST register180 and a legal 
mortgage of debts requires transfer by statutory assignment181 or novation.182 If the formal 
steps are not followed, the mortgage usually will take effect as an equitable mortgage.

An equitable mortgage involves the transfer of equitable title to the mortgagee, subject, 
again, to the mortgagor’s right to re-transfer, which is the mortgagor’s equity of redemption. 
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A mortgage will be equitable in the following three situations. First, if the mortgagor only 
has an equitable title in the first place (for example, as a beneficiary under a trust); second, 
if it is a second mortgage and legal title has already been transferred to the first mortgagee; 
and third, if the formalities required to create a legal mortgage have not been carried out.

One significant advantage of an equitable mortgage over a legal mortgage is that the 
former can be taken over future assets.183 The lack of formal requirements can also be seen 
as an advantage, so that, for example, it is possible to create an equitable mortgage over debts 
without giving notice to the debtor.184 However, the concomitant disadvantage is that the 
equitable mortgagee is more likely to lose priority to later interests than a legal mortgagee.185

7.3.2.3. Charge

Unlike a mortgage, a charge is a security interest which entails no transfer of title to the 
chargee. Despite this, it is a proprietary interest and fully enforceable on insolvency. It is a 
‘mere encumbrance’, whereby the charged property is appropriated to the discharge of an 
obligation.186 A charge is always equitable, and is clearly different from a legal mortgage, 
which entails a transfer of legal ownership. The difference between a charge and an equitable 
mortgage is sometimes illusory and difficult to draw, in that the law treats both in the same 
way for certain purposes. For example, the priority position of a fixed charge is virtually 
identical to that of an equitable mortgage, and the registration requirements are the same, 
so that the word ‘charge’ in Part 25 of the Companies Act 2006 includes a mortgage.187 The 
chief practical (as opposed to conceptual) difference arises on enforcement. Even in the 
absence of specific words in the agreement creating the security agreement, a mortgagee, 
by virtue of its ownership, can enforce the mortgage by foreclosure188 or by taking posses-
sion of, and selling, the asset. A chargee may not foreclose or take possession, and will only 
have a right of sale or to appoint a receiver189 if the charge is made by deed190 or if it applies 
to the court for an order for sale or the appointment of a receiver. However, power to take 
possession, to sell the assets and to appoint a receiver are routinely included in the docu-
ment creating a charge, and in these circumstances it is hard to know whether the document 
creates a charge or an equitable mortgage. Since the situations in which it is necessary to 
distinguish between the two are very limited,191 the courts have paid little attention to this 
particular characterisation.192
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7.3.2.4. Security Interest Over Lender’s Own Indebtedness

A bank that lends to a company often wishes to take a security interest over any account 
the company has with that bank. The account is, of course, only a debt owed by the bank 
to the account holder;193 thus the security interest is taken over the lender’s own indebted-
ness. There was much debate over whether such a security interest is valid, which was put to 
rest by the decision of the House of Lords in BCCI (No 8).194 There a bank’s charge over its 
own indebtedness was held to be a valid proprietary interest, a decision which was greatly 
welcomed by the banking industry, which had been taking such charges for some time. 
One objection had been that if the debt owed by the bank was assigned to the bank, the 
debt would be released:195 this objection might still apply to a mortgage-back, but not if the 
security interest were a mere charge.196

Another objection was that if the secured obligation was owed by the account holder, 
the charge was indistinguishable from a set-off,197 and if it was owed by a third party, this 
undermined insolvency set-off.198 The question of whether a charge-back breaks the mutu-
ality required by insolvency set-off is discussed above.199

7.3.3. The Floating Charge

7.3.3.1. Introduction

A charge can be fixed or floating. A fixed charge is a security interest which attaches to 
specific assets either on creation of the charge or, in the case of future property, when the 
relevant asset is acquired by the chargor. This means that the charge can be enforced on 
default without any further action by the chargee and that the chargor cannot dispose 
of the charged assets without the consent of the chargee. These characteristics of a fixed 
charge mean that anyone who takes the asset under an unauthorised disposition takes 
subject to the charge, unless that person is a good faith purchaser of the legal interest 
without notice of the fixed charge.200 A fixed charge also operates like a negative pledge 
clause so that any unauthorised disposition is a breach of contract, which may give the 
lender the right to accelerate and terminate the loan.201 Thus, taking fixed security enables 
a creditor to prevent asset diversion, one of the main dangers faced by creditors.202 It is 
clear that, as mentioned above, there is very little difference between a fixed charge and 
an equitable mortgage.



Types of Security Interest 299

 203 See 7.1.3.
 204 Its origins were the mortgage over the company’s undertaking sanctioned by the Companies Clauses Consoli-
dation Act 1845. For accounts of the history of the floating charge see R Pennington, ‘The Genesis of the Floating 
Charge’ (1960) 23 Modern Law Review 63; R Gregory and P Walton, ‘Fixed and Floating Charges—a Revelation’ 
[2000] Lloyd’s Maritime and Commercial Law Quarterly 123.
 205 In re Panama, New Zealand and Australian Royal Mail Company (1870) 5 Ch App 318, 322; In re Florence and 
Public Works Company (1878) 10 Ch D 530, 546.
 206 Ashborder BV v Green Gas Power Ltd [2004] EWHC 1517 (Ch); Re Borax Ltd [1901] 1 Ch 326.
 207 See Goode: Corporate Insolvency, 10-02.
 208 3.2.2.4.5.
 209 See 3.3.1.2.

However, the inability of the chargor to dispose of the charged assets in the ordinary 
course of business means that there are severe practical restrictions regarding the kinds 
of assets that can be the subject of a fixed charge. It will be recalled that earlier there was 
discussion of a distinction between fixed and circulating assets.203 Although this distinction 
is by no means hard and fast, it will be seen that it is vital for a company to be able to dispose 
of circulating assets such as raw materials and stock in trade quickly and easily, and also 
to be able to use the proceeds of receivables (themselves the proceeds of the disposition of 
the other circulating assets) to meet current expenses, such as the wage bill. Thus, in order 
to be able to give security over the entire undertaking of the company, the floating charge 
developed in the nineteenth century.204 The floating chargor had a power to dispose of the 
charged assets either absolutely or by way of security in the ordinary course of business. This 
power could be express but was usually implied as a necessary incident of a charge over the 
whole undertaking of the company.205 Nowadays, such a power is inherent where a charge 
is expressed to be ‘floating’. When security is taken over all the assets of a company, fixed 
charges will be taken over fixed assets and floating charges over circulating assets. Although 
the power only authorises dispositions in the ordinary course of business, this concept has 
been interpreted very widely in this particular context to include exceptional and unusual 
transactions, particularly if they are necessary for the survival of the business206 (but not 
transactions which are intended to bring the business to an end or which have this effect).

The benefit of having a security interest which can be taken over all the assets of the 
company was initially important because it gave the secured creditor priority over other 
creditors of the company. This was coupled with the right to appoint a receiver over the 
charged assets, which was included in the charge agreement and developed into a right 
to appoint a ‘receiver and manager’ (later ‘administrative receiver’) of the company. Thus, 
the secured creditor with an ‘all assets’ charge could, on default, take control of the whole 
business, and dispose of it either in its entirety or piecemeal in order to pay the secured 
creditor. The whole process was outside formal insolvency proceedings.207 Even outside 
insolvency, there are benefits, from a corporate governance perspective, in having a single 
bank lender,208 and the ability to take security over all the company’s assets encourages 
this model.

These benefits have, to some extent, been eroded over the years. First, Parliament decided 
to give certain creditors priority over the ‘all assets’ secured creditor in relation to assets 
covered by a floating charge.209 Second, the ability of most such creditors to appoint an 
administrative receiver has been abolished in favour of a power to appoint an administrator 
and therefore to put the company into formal insolvency proceedings. As will appear from 
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the discussion below, the floating charge per se has become less popular, and lenders are 
seeking to use other forms of security and quasi-security over circulating assets. However, 
the importance of being able to take security over all the company’s assets still remains.210

7.3.3.2. Crystallisation211

An important feature of the early floating charge was that it could not be enforced until 
the company had ceased to be a going concern, whereas a fixed charge or mortgage could 
be enforced against any charged or mortgaged assets immediately on default. Thus, before 
enforcement, the floating charge had to crystallise, that is, attach to specific assets. Until 
fairly recently, crystallisation could only occur on events which signalled the end of the 
ordinary course of business of the company,212 that is, winding up, cessation of business, 
or active intervention by the chargee, for example by taking possession or appointing a 
receiver. The appointment of an administrator, however, probably does not in itself crystal-
lise a floating charge, since this does not necessarily denote cessation of trading213 or the 
taking of control by the chargee.214

It is now possible for the charge agreement to provide that a floating charge will crystal-
lise by the giving of notice by the chargee to the chargor215 (semi-automatic crystallisation) 
or on the occurrence of an event which does not involve the intervention of the chargee 
(automatic crystallisation). Such events are often similar to the events of default that 
enable the lender to accelerate the loan,216 for example the giving of security to another 
creditor, the levying of execution by another creditor, a cross-default,217 or the breach of 
a prescribed financial ratio.218 Automatic crystallisation clauses, although contentious, are 
likely to be held to be valid on the grounds that the parties are free to agree any trigger for 
crystallisation.219 The policy ramifications of this are considered below.

The effect of crystallisation is that the floating charge becomes a fixed charge.220 
Practically, this means that the chargor no longer has the power to dispose of the charged 
assets (including the creation of a security interest over them) without the consent of the 
chargee. If the chargor does make such a disposition, this is a breach of contract, and may 
trigger a right to accelerate or terminate the loan, and will also give the chargee the right 
to restrain such a breach by injunction.221 In theory, the disponee will take subject to the 
charge, but this may not actually be the case since one or both of the following analyses 
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may apply. First, the disponee may acquire the legal interest for value without notice of the 
charge, and so will take free of the prior equitable interest.222 This is likely to be the case if the 
disposition is a sale of stock in trade in the ordinary course of business, or the payment of a 
trade bill in cash. Thus, although in theory crystallisation prevents the chargor from carry-
ing on business, in practice it is possible to do so, at least if the chargee waives the breaches 
of contract.223 Second, there is a strong argument that a disponee will not take subject to the 
charge unless it has notice that the authority of the chargor to dispose of the assets free of 
the charge has been terminated, that is, that the charge has crystallised.224 It is very unlikely 
that the disponee will have such notice if the crystallisation is automatic. However, an unse-
cured creditor who does not complete execution until after crystallisation will lose priority 
to the crystallised charge.225 This priority rule applies whether or not the execution creditor 
has notice of the charge, or of the fact that it has crystallised;226 the execution creditor is 
therefore not prejudiced by the secret nature of the crystallisation itself, but by the fact that 
a charge can crystallise automatically and yet the chargor can continue trading.227

The conceptual effect of crystallisation is a matter of some debate, as this depends on 
how the nature of the floating charge before crystallisation is seen.228 One view is that until 
crystallisation the chargee does not have any form of proprietary interest.229 On crystallisa-
tion, therefore, the chargee obtains such an interest. Although this view has met with some 
support in Australia,230 it does not appear to represent English law. Another is that, prior to 
crystallisation, the floating chargee has an interest in a fund rather than in specific assets.231 
The composition of the fund can change, but the interest remains the same. On this view, it 
does not matter whether the fund is closed so that no further assets can be added, or open 
so as to include future assets. On crystallisation the charge attaches to the assets which 
are presently in the fund.232 Another view is that the nature of the charge before and after 
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crystallisation remains the same, so that the chargee has a proprietary interest in each of the 
charged assets at all times. However, on this view the chargee’s interest before crystallisation 
is qualified in that (on one view)233 it is defeasible and disappears on permitted dealings, or 
in that (on another view)234 it is overreachable so that on disposition the disponee obtains 
good title. Both of these views are hard to reconcile with the reasoning in many of the cases, 
which is based on the idea that the charge attaches to specific assets on crystallisation, and 
which specifically denies that a floating charge is a fixed charge with a licence to deal.235 
Therefore the ‘interest in a fund’ theory is the most attractive explanation of the present 
law.236 In terms of conceptual purity, however, there is a great deal to be said for the idea of 
a single type of charge under whose terms the chargor has a limited or full power to dispose 
of the charged assets. If the law were to be reformed on the lines discussed below,237 the 
usefulness of the floating charge could be retained on this basis, without the complicated 
conceptual structure of crystallisation or the difficulties of categorising a charge as fixed or 
floating.238

Does the conceptual debate discussed above have any practical significance? Generally 
it does not, but there are three areas on which it has some bearing. First is the effect of 
decrystallisation.239 Second, if the nature of the charge when floating is different from a 
fixed charge, it makes sense for there to be a bright line between a fixed and a floating 
charge which can be determined by the courts rather than by the intentions of the parties. If 
the nature of the charge is the same, however, it makes more sense for the incidents of that 
charge to be solely a matter for the parties. Third, in the rare case where a disponee takes 
subject to an uncrystallised floating charge, the priority position will depend on the nature 
of that charge.240 However, this is rarely significant as usually the charge will have crystal-
lised by the time the chargee wishes to enforce the charge.

Although, over the years, drafters have tried to manipulate the concept of crystallisation 
to achieve maximum protection and flexibility for secured creditors, this technique has not 
been successful in preserving the priority of a floating chargee, except, perhaps, in relation 
to execution creditors. Priority over other disponees would only be achieved if there was 
a way of giving them notice of crystallisation, and the operation of semi-automatic and 
automatic crystallisation clauses is, by its nature, private. In fact, a chargee may well not 
know that automatic crystallisation has occurred. It is therefore not practicable to make 
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such crystallisation registrable, and all attempts to do so have failed.241 By contrast, now 
that a negative pledge clause in a floating charge is registrable,242 this provides a much better 
method of preserving priority over subsequent security interests for a floating chargee.

There is also a danger that an automatic (or semi-automatic) crystallisation clause can 
be drawn too widely, so that the charge crystallises on an event which is not so serious that 
the company stops trading. Matters may then improve so that the continuance of trading is 
the preferred option for all parties, but for this to take place the chargee either has to consent 
actively to all dispositions (which is impractical) or, if it just stands by and does nothing, 
may well be taken to have waived the crystallisation.243 The effect of such a waiver is unclear: 
it may mean that the charge never crystallises or that it decrystallises. Decrystallisation, by 
notice or on certain events, may also be provided for expressly in the charge agreement, so 
that if the situation that caused the crystallisation (such as the breach of a financial ratio) 
improves, the company can continue trading.244

The actual effect of decrystallisation is untested in the courts, and is unclear. One possi-
bility is that the charge can move from floating to fixed to floating at the will of the parties: it 
is purely a matter of freedom of contract.245 Another is that, on decrystallisation, the assets 
are released from the fixed charge and a new floating charge is created.246 This is based on 
the view that when a floating charge crystallises, its nature changes so that it becomes a 
charge over specific assets as opposed to an interest in a fund (or in no assets at all), so that 
once it has attached to specific assets its nature cannot be reversed.247 If the charge is of 
the same nature before and after crystallisation, then there seems to be no objection to the 
‘licence to deal’ being imposed or removed at the will of the parties, so that a new charge is 
not created.

The debate also raises the wider question, which also arises in the context of the char-
acterisation of fixed and floating charges, as to how far the parties can be free to determine 
the incidents of the charge without regard to specific legal concepts or the interests of third 
parties. If the effects of crystallisation applied only to the parties themselves, then there 
would be no objection to an approach based solely on freedom of contract, but to the extent 
that third parties are affected such freedom should be controlled. The effect of decrystal-
lisation on third parties, on one level, is minimal, since if the powers of the chargor to 
dispose of the charged assets are restored, disponees taking after that date will take free of 
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the charge anyway, and it does not matter to them whether the charge is new or the origi-
nal charge. Previous disponees might benefit if the charge is new, in that date of creation 
affects priorities.248 However, if it were possible to decrystallise a charge with no adverse 
consequences, this would act as an incentive to chargees to include ‘hair trigger’ automatic 
crystallisation clauses in their charges, which might have an adverse effect on other credi-
tors. If the effect of decrystallisation were to create a new charge, however, this would act as 
a disincentive on its use, since the new charge might require a new registration249 and could 
be set aside under section 245 of the Insolvency Act 1986 if created within one year of the 
chargor’s insolvency.

A further problem arises if it is possible to decrystallise a fixed charge, for example by 
the fixed chargee standing by and permitting disposal of assets by the chargor. If this creates 
a new floating charge, the issues of registration and priorities mentioned above arise. If, 
however, the same charge remains, then arguably it is a charge which is, as created, a fixed 
charge and so does not fall within the statutory definition of a floating charge in section 251 
of the Insolvency Act, despite the ability of the chargor to dispose of the assets without the 
permission of the chargee. Such a result would be very unfortunate, as the statutory provi-
sions on insolvency which apply to floating charges250 would not apply here. Thus, there is a 
strong policy argument for the effect of the decrystallisation of a fixed charge to be to create 
a new floating charge.

Another way to disincentivise the use of widely drafted automatic crystallisation clauses 
is for them to be strictly construed by the courts. The only English cases on the subject have 
upheld the validity of clauses providing for crystallisation by notice, but they did not specify 
the actual effects of that crystallisation.251 However, in a recent Irish case at first instance,252 
the court construed the contract, disregarding the ‘crystallisation’ label, to discover the 
rights and obligations of the parties after the service of the notice. Since those rights and 
obligations did not include any express restriction on the chargor’s dealing powers over the 
charged assets, and since the express obligation to carry on the business in a proper manner 
still applied, the Irish High Court held that the charge remained floating, despite the service 
of the notice. This approach would certainly have had the beneficial effect of incentivising 
much more careful drafting of automatic and semi-automatic crystallisation clauses, but the 
High Court’s decision was overturned by the Irish Supreme Court, who held that a clause 
providing expressly for ‘crystallisation’ on the service of a notice was to be interpreted liter-
ally so that there was no need to also include an express restriction on the chargor’s dealing 
powers over the charged assets for actual crystallisation to occur.253
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7.3.3.3. Distinction between Fixed and Floating Charges

7.3.3.3.1. Introduction

As discussed in chapter three,254 statute provides that certain creditors of the company have 
priority over the floating (but not fixed) chargee in relation to charged assets, namely, the 
liquidator or administrator in relation to expenses, the preferential creditors and the unse-
cured creditors to the extent of the prescribed part. There are also other statutory provisions 
which apply only to floating charges and not to fixed charges. These include the provision 
that floating charges created in the run-up to the insolvency of the chargor are set aside on 
insolvency, unless for new value,255 and the ability of an administrator to dispose of float-
ing charge assets without the leave of the court.256 Thus it may become necessary for the 
court to decide whether a charge is fixed or floating in order to know whether these provi-
sions apply.257 This process has spawned a great deal of litigation. It should be remembered, 
though, that the cases are primarily about statutory interpretation—that is, what is meant by 
‘floating charge’ in the statute in question.258 Because of this, the court has to take a black or 
white view on the substance of the interest created by the parties: the charge must be either 
fixed or floating. However, if there were a different trigger (or triggers) for the statutory 
consequences, it would be possible to permit the parties to decide the incidents of a charge 
for themselves, so that it had some features of a fixed charge and some of a floating charge.

7.3.3.3.2. Defining Features of Fixed Charges and Floating Charges

The statutory consequences of a charge being floating have acted as a strong incentive 
to chargees to draft charge documents which create fixed charges over as many of the 
chargor’s assets as possible. In the past, charges, labelled as fixed charges, were created 
over not only fixed assets but circulating assets as well. As we have seen from the earlier 
discussion,259 there is no problem with there being a fixed charge over future assets as well 
as present assets; however, practically, the chargor will also need to dispose of circulating 
assets and a power to do so without the chargee’s consent will, under current authority, lead 
to the charge being characterised as floating. This is established by the decision of the Privy 
Council in Agnew v Commissioner of Inland Revenue260 and of the House of Lords in Re 
Spectrum Plus.261 These confirmed that the defining characteristic of a floating charge is the 
third of the characteristics identified by Romer LJ in Re Yorkshire Woolcombers Association 
Ltd,262 namely the ability of the company to ‘carry on business in the ordinary way’ in 
relation to those assets.
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What amounts to ‘carrying on business in the ordinary way’ has been further refined by 
these cases to mean disposal of the relevant assets free from the charge.263 The other two 
characteristics identified by Romer LJ,264 while often present in a floating charge, appear not 
to be definitive. Thus, a charge can be floating even if it is over a present and unchanging 
asset, provided that the chargor has the power to dispose of it without the consent of the 
chargee. Lord Scott in the Spectrum case illustrated this by giving the example of a floating 
charge over a specific debt.265 This point is also illustrated by the decision of the House of 
Lords in Smith v Bridgend County Borough Council,266 where a charge over two huge coal 
washing plants (which took years to install) was held to be floating because the chargor had, 
in theory, the ability to replace them.267

A charge is floating if the chargor has the power to dispose of the charged assets without 
the consent of the chargee, and is fixed if it does not have this power, or, in other words, if the 
chargee has control of the charged assets. Of course, the terms of a charge are often not this 
clear cut. For example, most floating charges will contain a negative pledge provision prohibit-
ing the creation of security interests over the charged assets which rank in priority to that of the 
chargee,268 but will permit the chargor to dispose of the charged assets by sale, and many other 
charges will include more complex mixtures of prohibitions and permissions. The application of 
the Spectrum test can thus be uncertain. It is not always clear what amounts to the ‘charged assets’ 
over which the chargee must have control, nor is it clear what amounts to control.

7.3.3.3.2(a) The Charged Assets

First, let us consider what is meant by ‘the charged assets’. If the charge is over a debt, it 
appears that the chargee must exercise control over both the debt and its proceeds, on the 
basis that the proceeds are the traceable assets of the debt and represent its entire value.269

In both the Agnew and the Spectrum cases, the chargor collected the proceeds from the 
debtors and was free to dispose of those proceeds, though not the debts themselves. As a 
result, the charges were held to be floating. The result of these two decisions is that there are 
only two effective ways for a chargee to take control of the proceeds: either the chargee itself 
must collect in the debts for its own benefit, or the chargor must pay the proceeds into a 
blocked bank account (either with the chargee or with another bank).270 It can be seen that 
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these options are usually unattractive to a company granting security to a lender over its 
receivables, since the proceeds from receivables will usually be used by the company to pay 
its ongoing expenses, such as rent, wages and utilities bills.

The structure of the lending, however, must be considered. If the loan is a term loan, or 
represents capital start-up funding which cannot easily be repaid, it would seem impossible 
for fixed security over receivables to be given, for the reasons set out above.271 If the lend-
ing is purely to provide cash flow, so that the amount that is lent is roughly equivalent to 
the receivables owed to the company, the lending can be repaid by the incoming receivables 
(either collected by the lender or by the borrower on behalf of the lender) and ongoing 
expenses can be funded by further borrowing. This, of course, is the economic structure of 
receivables financing and can be achieved either by outright assignment of receivables or by 
lending secured by a fixed charge over those receivables using one of the methods outlined 
above. One effect of the Agnew and Spectrum decisions has been that much financing of 
SMEs is by invoice discounting rather than by an overdraft secured by charges over all the 
assets of the company.272

Most charged assets generate income (or proceeds) or have the potential to do so. 
Whether it is necessary for the chargee to control the income as well as the asset for a charge 
over that asset to be fixed depends on a number of factors.273 One is how directly the genera-
tion of income is connected to the asset. Machinery, for example, enables the company to 
make things to generate income but there would be no need for the chargee to control the 
products made by the machinery to have a fixed charge over the machinery itself. Another is 
how close the generation of proceeds or income comes to being the sole value of the asset.274 
Yet another is whether the asset is destroyed in the generation of the proceeds or income; 
for example, this is true of a receivable.275 One analogy that is often used in relation to the 
destruction of a receivable is that of a caterpillar becoming a butterfly: this is distinguished 
from a tree which bears fruit.276 The tree remains (and thus is a separate asset from the fruit) 
while the chrysalis becomes the butterfly. Examples of ‘tree and fruit’ cases include land and 
the rent from it,277 and shares and the dividends from them.278 It is possible therefore to 
grant a fixed charge over the land, or shares, and a floating charge over the income stream 
derived from them.
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However, these analogies are only useful to illustrate the distinction between two 
extremes: they do not help with intermediate cases which resemble neither the tree nor the 
chrysalis. One example of this is a long-term income-producing contract, such as a chattel 
lease charged by the lessor279 or a contract to operate an infrastructure project for a limited 
period charged by the operator in a project finance transaction. Both of these contracts 
generate the proceeds directly, and only exist economically as income-producing assets, 
so that the payments due represent the whole of their value. However, the asset survives 
separately from the payments made, until the end of its term: on this basis it could be said 
to have a separate existence. It has been argued that such contracts are to be treated as 
receivables payable over a long period of time, so that for a charge over such a contract 
to be fixed the chargee must control the proceeds as well as the contract itself.280 This is 
an unpalatable view for those who provide finance for special purpose vehicles and other 
companies whose sole assets are income-producing long-term contracts.281 Whilst all the 
proceeds from such contracts are not usually used to pay running expenses, there is often 
some form of payment waterfall whereby the destinations of the incoming payments are 
agreed in advance and not all the destinations will be under the control of the lender.282 The 
preferable view is that whether the income from a long-term contract is a ‘separate asset’ is 
a matter of degree, depending on the length of time over which payments are to be made 
and the extent to which the assets is treated as separate on capital and other markets. If it is 
a separate asset, a chargor can grant a fixed charge over the contract even if it has a right to 
dispose of the income.283

7.3.3.3.2(b) Control

The level of control required on the part of the chargee for the charge to be fixed will now 
be considered. It is necessary for the chargee’s actual consent to be required for every 
disposition of the charged assets: it is not enough for consent to be given in advance or 
for the chargee to be obliged to give consent.284 This is made very clear by the reasoning in 
Agnew285 and Spectrum,286 which seems to overrule the reasoning in Queen’s Moat Houses 
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plc v Capita.287 In that case, a chargor’s right to require the chargee to release the charged 
property from the charge was considered consistent with the charge being fixed.288 Thus, 
where the proceeds of charged receivables are paid to the chargor, they must be paid into a 
blocked account, that is, an account from which the chargor cannot withdraw without the 
consent of the chargee.289

Several practical issues arise from this. First, if there are any exceptions to the restric-
tion on disposal of assets contained in the loan agreement, this may lead to the assets 
covered by that restriction being subject to only a floating charge, even if the charge agree-
ment purports to create a fixed charge over them.290 Second, even where the relevant 
contractual provisions prevent the chargor from disposing of the charged assets without 
the consent of the chargee, it is not clear what the position is if those provisions state that 
the chargee’s consent is not to be unreasonably withheld.291 There are two possible analy-
ses of the chargee’s choice in the absence of such a provision.292 One is that the chargee 
has an absolute choice whether to consent or not, on the basis that its right is proprietary 
and cannot be fettered without agreement. The other is that the chargee has a discretion 
whether or not to give consent. If the former is correct, then a provision that consent 
cannot be unreasonably withheld restricts the chargee’s consent in advance and, argu-
ably, the charge is floating. If the latter is correct, then the contractual discretion could, 
even without the contractual provision, be subject to a requirement that it is not exercised 
unreasonably,293 in which case the chargee’s control is not limited by the provision and the 
charge would be fixed.

Third, the question arises as to whether the restrictions on the use of proceeds contained 
in a payment waterfall in, for example, a structured finance or project finance transaction 
enough to give a chargee (if a party to the waterfall agreement) sufficient control for a charge 
to be fixed. While it is true that the waterfall clause does control the application of the 
proceeds so that the chargor does not have an unfettered right to their disposition, the 
control may well not be sufficient.294 The clause amounts to consent to disposal in advance, 
and furthermore it is often the case that at least the residual amount of the proceeds is paid 
to the chargor, who then has control over its disposition.295
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Fourth, can a fixed charge be created over receivables by a ‘two-account’ structure?296 
This structure consists of a blocked account, into which the charge requires the proceeds 
of the charged receivables to be paid, and another current account. The chargee may then 
permit the chargor to transfer funds from the blocked account to the current account so long 
as a certain level of funds remains to the credit of the account. Once transferred, the chargor 
obtains free use of the funds, thus enabling it to meet cash flow expenses. The  require-
ment that the proceeds be paid into a blocked account is clearly consistent with the chargee 
having sufficient control, but it would also be necessary for consent to every transfer to 
the current account to be an independent act of will by the chargee. The chargee must not be 
under any obligation to permit transfers.297 There are, however, practical problems with this 
structure. First, it is expensive and time-consuming for the chargee298 and, secondly, it has 
the effect that the chargor cannot be assured of having cash available to meet the expenses it 
incurs in the ordinary course of business. This is not only inconvenient; it could mean that 
the continuation of business under these circumstances constitutes a breach of duty by the 
directors of the chargor company.299

It might be argued that, so long as the balance of the funds which must remain in the 
blocked account is more than the secured indebtedness, this amounts to sufficient control for 
a fixed charge. However, this argument is fallacious. What is being characterised (usually) is 
the charge over the book debts, and the question is whether there is sufficient control of ‘the 
charged assets’: this includes the debts and the proceeds. To obtain a fixed charge over all the 
book debts, it is necessary to control all the proceeds. It makes no logical sense to say that 
there is a fixed charge over all the book debts but control only over part of the proceeds. In 
addition, there is the simple point that in characterising a charge, the court looks at control 
over the charged assets, which may at any time be worth more (or less) than the secured 
indebtedness. Whether it is possible to have a fixed charge over part of a fund of debts or 
money and a floating charge over the rest is an interesting question. In theory it must be 
possible, but only if the part is sufficiently identified. This raises the issues of identification 
that are discussed in different contexts throughout this book.300 Identification issues do not 
usually arise in relation to a security interest, since a security interest can be taken over a 
body of assets worth more than the secured debt, and, therefore, such assets can be generi-
cally defined.301

In past cases where the characterisation of fixed and floating charges has been consid-
ered, there has usually not been a credit balance in the bank account into which receivables 
proceeds are paid, since the chargor has had the ability to dispose of the funds, and has used 
them to pay bills. The asset that was in issue in these cases was the receivables themselves. If an 
attempt is made to block or partially block an account, however, there may be a credit balance.  
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It should be noted that it is likely that the charge in relation to the credit balance at the bank 
(though not in relation to the receivables) is a financial collateral security arrangement and 
therefore the insolvency provisions are disapplied, thus removing one of the main reasons 
why a chargee would want a fixed charge.302

A fifth issue concerning control arises from the dictum of Lord Millett in the Agnew 
case that the question of whether the chargee had sufficient control is not determined 
merely by the wording of the charge document, but by the post-contractual conduct of 
the parties. Thus, it is not enough to provide contractually for a blocked account if it is 
not operated as one in fact.303 The difficulties stemming from this proposition are largely 
caused by the fact that, because of section 251 of the Insolvency Act 1986, it is the nature of 
the charge as created that is relevant to whether the statutory consequences on insolvency 
apply. Thus, prima facie, the courts are deciding whether the transaction entered into by the 
parties created a fixed or floating charge. This depends on the construction of the agree-
ment between the parties. Usually, however, the conduct of parties after a contract is made 
cannot be taken into account in construing that contract.304 One exception to this is where 
the court is considering whether the original agreement is a sham,305 so that if an account is 
never treated as blocked this is good evidence that the blocking provision was not intended 
by the parties to represent the rights and obligations between them. In this situation, the 
court would have no difficulty in characterising the charge as floating. However, such a 
clear case will be rare, and since a finding of a sham involves a finding of dishonesty, it is 
unlikely that the court will reach this conclusion if there is evidence that the parties did, at 
least initially, intend to create a blocked account or other structure which gave the chargee 
sufficient control.

If the court does not find a sham, the failure of the chargee to exercise the potential 
control given to it by the charge document could give rise to a variation of the original 
agreement,306 or a waiver of the chargee’s rights,307 either of which could have the effect of 
decrystallising the fixed charge created by the original agreement.308 As pointed out earlier, 
whether decrystallisation creates a new floating charge or merely changes the incidents of 
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the existing fixed one is not entirely clear. In the present context, however, unless a new 
charge is created, a charge which is operated as a floating charge is still a fixed charge ‘as 
created’ and the statutory consequences on insolvency do not apply to it. This is highly 
undesirable from a policy point of view.309 If a new charge is created, it will be void against 
the liquidator and secured creditors unless it is registered within 21 days of its creation.310 
This could lead to a paradox: if the court finds a sham, the charge will be floating not fixed, 
but will be valid in insolvency, while if the court finds that there has been a waiver of rights, 
leading to a new floating charge, this charge could be void for non-registration.

A sixth issue relating to control is whether a charge can be fixed when the chargor 
cannot dispose of the charged assets generally but has the right to substitute other assets 
for the charged assets without the consent of the chargee. This is of significance in relation 
to financial collateral, where a right to substitute is very common indeed,311 but can also be 
relevant in relation to machinery, for example, which the chargor may wish to update. It is, 
of course, not the right to acquire new assets that is the problem, but the concomitant right 
to dispose of the old assets without the chargee’s consent that could be inconsistent with the 
necessary level of chargee control. The authorities are inconclusive.312 The right to substitute 
would normally require that the value of the charged assets remains constant, or at least 
above the level of the secured borrowing, with the result that, to that extent, the chargee 
is retaining control over its security. However, there seems to be no suggestion in Agnew 
and Spectrum that the necessary control is limited to charged assets to the value of the 
borrowing: it appears that it must extend to all the charged assets, and, as discussed above, 
in normal circumstances it would be very difficult to limit control to a certain part of the 
charged assets. For this reason, it would seem that a general power to substitute assets is not 
consistent with a fixed charge, and to achieve the necessary control the chargee would have 
to give consent to every substitution. A more specific power to substitute with very strict 
criteria for substitution might be sufficient. This could relate to machinery, for instance, 
which required periodic updating. It would be necessary for the chargor to be obliged to add 
new substitute assets to the charged assets before disposing of old assets.313

7.3.3.3.3. Methodology of Characterising a Charge as Fixed or Floating

It is now necessary to address the actual process of characterisation carried out by the 
courts in this context. The approach is somewhat different from that in relation to char-
acterising a transaction as a sale or charge; the possible reasons for these differences are 
discussed above.314 Lord Millett laid down some very specific methodology in Agnew.315 
In the first stage, the court construes the agreement between the parties to ascertain what 
rights and obligations are intended to be created by the parties. In the second stage, the 
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court characterises the charge as fixed or floating, based on the criteria discussed above, but 
without reference to the label put on the transaction by the parties. To what extent, then, is 
the intention of one or both parties to create a particular type of transaction relevant to the 
process? It can be relevant during the first stage (in conjunction with other factors such as 
the nature of the assets charged) in ascertaining the parties’ intentions as to the rights and 
obligations created, if these are not fully spelled out in the charge document.316 Otherwise 
it is not relevant: it is clear that the characteristics of fixed and floating charges are matters 
of law and cannot be changed by the agreement of the parties. Thus, in this particular 
characterisation process, policy considerations trump those of freedom of contract. In char-
acterising a charge as floating, the courts are deciding that certain statutory consequences 
apply, and so the line drawn by the courts should reflect the policy reasons for those statu-
tory consequences. It is to these that we now turn.

7.3.3.3.4. Should Floating Charges be Treated Differently?

Floating charges are treated differently from other security interests on the insolvency of 
the chargor. Three categories of claims have priority over the floating chargee in relation to 
floating charge assets.317 For this reason, there is every incentive for secured lenders, and 
their advisers, to try to avoid creating floating, as opposed to fixed, charges. This involves 
unproductive and wasteful costs. The position is made even worse by the uncertainties 
caused by the characterisation process previously discussed. Lawyers are unable to advise 
definitively as to whether a charge is fixed or floating: this increases legal risk (and therefore 
cost) and may make it more difficult for certain structures to obtain a favourable rating.

This section discusses various arguments that arise from this state of affairs. First, the 
policy reasons why certain classes of claims have priority in relation to floating charge (but 
not fixed charge) assets are analysed; secondly, the viability of an alternative statutory trigger 
for the insolvency consequences is considered; thirdly, the statutory provision that floating 
charges created in the run-up to insolvency is invalid if not for new value is discussed.

7.3.3.3.4(a) Priority of Certain Classes of Claims Over Floating Charges

The class of preferential creditors is at present limited to employees of the company,318 but 
unsecured creditors generally have some protection through the prescribed part. This is a 
percentage of floating charge assets which is set aside for unsecured creditors.319 The class of 
preferential creditors did, in the past, include the tax authorities, but this class was removed 
in 2002.320 However, the preference of the tax authorities (Crown preference) is due to 
be re-introduced in 2020 in relation to taxes collected by companies from employees and 
customers.321
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The policy arguments in favour of protecting unsecured creditors in the insolvency of 
the debtor largely focus on their inability to adjust.322 The difference between fixed and 
floating security interests is irrelevant to these arguments. Therefore, to justify giving unse-
cured creditors limited priority over only floating charges, different arguments are required. 
Several such arguments have been made, particularly when such priority was first intro-
duced. First, a floating charge can be given over all the assets of the company, so that there 
is nothing left for the unsecured creditors.323 Second, the existence of the floating charge 
does not prevent the company from trading and thus incurring further debts to unsecured 
creditors.324 Third, the raw materials and stock in trade of the company increase in value 
by virtue of the work performed on it by the workers, and therefore the workers’ unpaid 
wages should have priority over the claims of the debenture holders.325 These arguments 
are all premised on the fact that, by being able to take a floating charge, a chargee will 
have priority over assets which would otherwise be available to the unsecured creditors: in 
other words, it comes from the ‘floating’ nature of the floating charge. The ability to take a 
fixed security interest, however, is seen as part of the law of property: the debtor can grant 
a proprietary interest in its own assets, and little distinction is made, for the sake of this 
argument, between absolute and security interests.326 This type of argument justifying the 
different treatment of fixed and floating charges is evident in the rejection of proposals, in 
1897, to give preferential creditors priority over all security interests, whether specific or 
floating,327 and is still evident today.

Mokal makes another argument bearing on fixed charge priority, although he concludes 
that the floating charge should now be abolished.328 He argues that, while fixed secu-
rity interests bring positive benefits to unsecured creditors (by increasing the chances of 
the company’s survival, by helping to control the behaviour of managers and by making 
it more likely that the chargee will continue to lend if the company becomes distressed), 
floating charges bring none of these benefits. The benefit previously brought by the exist-
ence of the floating charge, namely the ability of the chargee to appoint an administrative 
receiver which kept the debtor’s estate together and prevented a race to enforce, has now 
disappeared.329 Therefore, he argues, it should not be possible to for a creditor to obtain 
priority over circulating assets by taking a floating charge. An extrapolation of his argument 
leads to the conclusion that, if unsecured creditors are to have priority over any security 
interests,330 this should be over floating charge assets.
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These arguments are contradicted by other arguments leading to two opposite 
conclusions. Some argue that priority for unsecured creditors (limited as appropriate) 
should be over all assets subject to security interests,331 subject to a cap. Others argue that 
the benefits of priority for some, or maybe all, unsecured creditors are so small that they are 
outweighed by the costs of determining over which assets priority should occur.332 It can 
also be argued that employees can be, and are, better protected by their direct claim against 
the Secretary of State,333 and that the benefits obtained by the Government from subroga-
tion of employees’ preferential creditor claims are not great enough to outweigh the costs of 
maintaining the fixed/floating charge distinction mentioned above.

The main problem with the current uncertainty, though, does not relate to the priority 
of unsecured creditors. It is relatively straightforward to calculate the amount that will be 
deducted from floating charge assets for employees and the prescribed part: secured lenders 
will therefore just ensure that they are oversecured by at least that amount. This, of course, 
reduces the amount of credit available to the company, but, as a matter if policy, this is a 
direct trade-off against the benefits obtained to those unsecured creditors. It is less clear that 
a lender will be able to calculate, ex ante, the amount deducted from floating charge assets 
for unpaid taxes. These only include the taxes collected by the borrower from employees 
and customers, so some sort of calculation, based on past accounts, will be possible, but 
this calculation will not necessarily be reliable enough for creditors to decide an accurate 
amount of oversecurity, thus leading to a decrease in available credit.

An even greater degree of uncertainty, however, comes from the use of floating charge 
assets to fund the insolvency proceedings334 This is achieved, in administration, by  
top-slicing the administrator’s expenses out of floating charge assets and by the statutory 
power of the administrator to use and dispose of floating charge assets without the leave of 
the court.335 In a liquidation, the liquidator’s expenses are top-sliced, subject to the floating 
chargee’s veto on certain litigation expenses.336 The categories of expenses are very wide. 
They include not only the insolvency practitioner’s fees, which can be considerable, but any 
debts arising from contracts entered into by the insolvency practitioner: these can be for 
legal or other services, or contracts necessary to keep the business going pending a sale or 
as part of a corporate rescue attempt. Of course, floating chargees, who are usually banks, 
make considerable efforts to control fees and to monitor the incurring of other expenses,337 
but the overall cost may depend on the necessity to react to events which are unforeseeable 
even at the time the insolvency commences, and certainly unforeseeable at the time the 
security is taken. It is thus very hard for lenders to adjust accurately ex ante, especially when 
it is unclear which asset pool will be used to pay these expenses.
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7.3.3.3.4(b) Who Should Fund the Insolvency Process

It is therefore important to consider who should fund the insolvency process, and out of 
what pool of assets. Different justifications apply for the use of floating charge assets in 
funding liquidation and administration. Administration is, at least in theory, a corporate 
rescue process. The administrator, to the extent that he is seeking to rescue the company, 
should be able to operate in the ordinary course of business, in the same way as the company 
operated before administration. This will include disposing of circulating assets such as 
stock in trade, making payments to creditors, employees and utilities and entering into new 
contracts, which, arguably, he should be able to do using assets which the company was able 
to use before administration.338 Further, the floating charge holder is most likely to gain 
from a rescue of the company, since its lending is provided on the basis that it will be paid 
out of income rather than out of specific assets,339 so arguably it makes more sense that it 
should fund the rescue attempt.340

Many administrations are not rescue attempts, however: they are pre-packaged admin-
istrations (‘pre-packs’)341 or other forms of realisation of assets for distribution. Much of 
the administrator’s work relates not to the floating charge assets, but to assets subject to the 
bank’s fixed charge, or to other secured creditors’ interests. One might ask why this work 
should be funded merely from floating charge assets. Moreover, liquidations are far more 
numerous than administrations,342 and in many cases companies exit administration by 
going into creditors’ voluntary liquidation (CVL).343 A floating chargee may gain no, or 
little, immediate benefit from a liquidation.344 It can, of course, be argued that banks and 
other repeat players gain a general benefit from the orderly conduct of a collective insol-
vency procedure.345 Further, there are good policy reasons to have the same funding regime 
for administration and liquidation, as otherwise there are perverse incentives to choose one 
over the other.346 However, these arguments lead just as persuasively to a regime of funding 
by all secured creditors, rather than the present regime.

Under the present system, of course, expenses (as well as the prescribed part and preferen-
tial creditors) are paid only from assets subject to a floating charge. An SME’s principal assets 
are usually its receivables, and if these are subject to receivables financing (as is now often the 
case), there are few if any assets subject to the floating charge. This has two consequences. 
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First, there is often little left for the prescribed part.347 Second, in reality much of the funding 
of insolvency proceedings by banks is ‘voluntary’ (ie, not taken out of assets which would 
otherwise meet the bank’s claim): this means that the bank’s consent is required before the 
expenses are incurred, which gives banks much more control over the insolvency process.

7.3.3.3.4(c) Possible Statutory Triggers for Priority

The suggestion made by the City of London Law Society’s Financial Law Committee, and 
particularly by its chair, Richard Calnan, is that the costs of the insolvency process should 
be paid by taking a percentage out of all assets subject to a security interest, subject to a 
cap (using the same method as for the prescribed part).348 This proposal has the obvious 
benefit that the need to distinguish between fixed and floating charges would disappear (or 
be greatly reduced). However, there are considerable difficulties in fixing the value of the 
percentage or the cap, and this could have an adverse chilling effect on the way in which 
some insolvencies are conducted. There is also the problem that lenders might seek to avoid 
falling within the levy’s scope, by taking absolute rather than security interests for propri-
etary protection. A further concern is that a creditor with a fixed charge, if not the same 
person as the creditor with floating charges over the rest of the company’s assets, will not 
have the control rights over the insolvency process that a floating charge holder has.349

Another possible solution is to redefine the statutory trigger for priority so that it becomes 
easier to administer and less easy to avoid, while keeping roughly the same outcome so 
that the same assets are subject to the statutory priority consequences as at the moment. A 
contender is the criterion used in New Zealand, which is that priority is given over charges 
over accounts receivable and inventory of the company.350 Although there will always be 
arguments at the edges of the definition of ‘accounts receivable’ and ‘inventory’, there is a 
clear core area which will always be included. Further, by concentrating on the type of assets 
over which the charge is given, it is much more difficult for creditors to avoid the trigger 
by clever drafting. Another contender is the definition in the Australian Personal Property 
Securities Act 2009, which replaces ‘floating charge’ with ‘circulating security interest’, that 
is, a security interest over circulating assets. ‘Circulating assets’ are defined as certain types 
of assets, such as inventory, currency, bank accounts and receivables, but an asset will not be 
a circulating asset if the secured party has either possession or control of it. ‘Control’ in this 
context is specifically defined in relation to specific types of assets.351
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If there is to be any statutory trigger that differentiates between charges for the purpose 
of priority for certain unsecured creditors, it should reflect the reasons for this differentia-
tion, namely, those referred to above. The Spectrum criterion, that is the ability of the chargor 
to dispose of any of the charged assets without the consent of the chargee, is over-inclusive 
in that it does not just include charges which cover all the assets of the company or those 
which permit the company to trade. Is a differentiation that depends on the type of assets 
charged more appropriate? In many situations, in order to trade a company needs to dispose 
of inventory and (the proceeds of) receivables, and so a charge over these assets is necessar-
ily floating. Under modern financing techniques, however, both of these types of assets can 
be the subject of an absolute disposition which does not stop the company trading. Most 
obviously, receivables can be sold to a financier, and, less commonly, inventory also can be 
sold to a financier and then sold to customers by the company as an undisclosed agent.352 
Even if the statutory trigger were changed, such dispositions would not be included. Nor, 
arguably, should they be. These sales bring new money into the company, and the financier’s 
interest relates only to that money, while assets subject to a floating charge are security for 
all past and future borrowing.353 However, the contrary argument has been made, given the 
close economic alignment of the two methods of financing.354

The question of the statutory trigger for priority provisions is a difficult and somewhat 
intractable question, on which the experience of other jurisdictions is invaluable. Care must 
be taken, however, to look at each jurisdiction’s experience in the context of its own insol-
vency procedures: the funding of such procedures is only one piece in a very complicated 
policy-driven jigsaw.

7.3.3.3.4(d) Invalidity of a Floating Charge in the Period before Insolvency

The last difference in treatment to be considered is that a floating, but not a fixed, charge 
created in the run-up to insolvency can be set aside if not given for new value.355 It is 
difficult to discern a coherent rationale for this.356 The argument for this provision is that a 
lender that takes a charge when the borrower is in financial difficulties improves its position 
significantly vis-à-vis all the other creditors. This improvement in position can only be justi-
fied if, and to the extent that, the lender provides the borrower with new value. First, new 
value may enable the borrower to keep trading so that its financial position improves and all 
creditors benefit. Second, although the lender taking the charge is then in a better position 
than other creditors, the borrower itself is no worse off. However, both of these arguments 
apply equally to fixed and floating charges. Further, even if no new value is given, a lender 
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that refrains from enforcing the debt due because a charge is granted to it is enabling the 
borrower to continue trading. This is true for both fixed and floating charges.

The Cork Committee supported the present position by arguing that the grant of a 
floating charge (as opposed to a fixed charge) was more damaging to unsecured creditors 
because of the breadth of the charge, and because it encompassed future assets which could 
be acquired on credit by the borrower, thus prioritising the floating chargee over the unpaid 
vendors.357 This latter argument is open to several objections. First, both fixed and floating 
charges can cover future assets, although it is true that future circulating assets are more 
likely only to be the subject of a floating charge. Second, unpaid vendors are in a position to 
protect themselves,358 and if they fail to do so when a borrower has granted a (registered) 
floating charge it is hard to see why insolvency law should protect them. In fact, it is the 
unsecured creditors existing at the time the charge was granted who are worse off, since they 
did not know of the existence of the charge when they extended credit. Again, though, this 
argument applies to both fixed and floating charges. The only justification for the existing 
breadth of section 245 is that floating charges are wider in scope than fixed charges, and this 
does not seem a good enough reason to limit section 245 to floating charges.359

7.3.3.4. The Future of the Floating Charge360

The floating charge has suffered many blows over the years, and yet retains its popularity 
amongst lenders. To some extent, this is hard to fathom. As a priority device, it is severely 
limited, as discussed above.361 Admittedly, the Spectrum decision has meant that there are 
now assets over which it is very hard to take a fixed charge, and so there may be more assets 
within the scope of floating charges than there used to be. As discussed above, however, 
lenders are developing new ways of obtaining proprietary protection in relation to such 
assets, by using receivables financing and other asset-based techniques involving the trans-
fer of an absolute and not a security interest.

The main benefit of taking a floating charge used to be the ability to take control of 
enforcement, by the appointment of an administrative receiver, and floating charges were 
taken for control rather than for priority. Except in certain circumstances, this is now not 
possible.362 Instead, the floating chargee can appoint an administrator out of court. This 
right is still valuable to a lender, although in fact many administrators are now appointed 
by the directors or the company.363 Despite the legislative rhetoric that the administrator’s 
duties are owed to all creditors, the appointing lender still has considerable influence over 
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the conduct of the administrator. First, the lender is in a position to choose the identity of 
the administrator. This means that it can choose an insolvency practitioner sympathetic 
to the interests of banks, and also that the chosen person has an incentive to comply with 
the lender’s wishes to ensure future business. Second, the administration is funded by the 
principal lender, through the top-slicing of expenses and the unrestricted use of floating 
charge assets. Thus the lender has a strong incentive to monitor the actions of the admin-
istrator closely.364 An argument could also now be made that the growth of pre-packaged 
administration365 has meant that, at least in some cases, the position of the floating chargee 
is now very similar to the position it was in when it had a right to appoint an administrative 
receiver, in that it can broker a decision to sell the business with little or no consultation with 
the other creditors.366

The presence of a monitoring lead creditor is valuable to other creditors both within 
and outside insolvency.367 In English law, the traditional way of identifying a lead creditor 
is to see who has fixed and floating charges over all the assets of the company. The growth 
in asset-based lending in recent years could threaten this structure, but only where different 
financiers have lent against different assets.368 To the extent that one financier lends against 
all the assets of the company, as in ‘true’ asset-based lending,369 this replicates the lead credi-
tor. Since an asset-based lender takes a mixture of absolute interests and charges, it may end 
up qualifying to appoint an administrator, since it will have charges over all the assets of the 
company (any other assets are already owned by the asset-based financier).370

Where, then, does this leave the floating charge? Probably still with a residual role: 
largely to enable the appointment of an administrator, but also for priority where nothing 
else is possible. A lender is likely to prefer to have a floating charge rather than being unse-
cured, despite the disadvantages of this form of security. It should be remembered that when 
it comes to taking security, lenders will usually try to have security over every asset possible 
(the ‘crown jewels’); if a floating charge is the only way to achieve this, then this is the route 
that they will take.

7.3.4. Security Financial Collateral Arrangements371

7.3.4.1. Introduction

The Financial Collateral Directive (FCD) was entered into partly to harmonise rules for the 
taking of collateral in financial market transactions between different Member States, partly 
to make the taking of such collateral easier in some Member States, and partly to ensure that 
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the rules applicable to security arrangements have the same effect as those applying to title 
transfer arrangements.372 The FCD was implemented in the UK by the FCARs. The FCARs 
disapply various provisions which would otherwise apply under English law. To make it 
more straightforward to create a valid collateral arrangement, formal requirements, includ-
ing registration requirements,373 are disapplied.374 Insolvency provisions which might 
inhibit enforcement of collateral arrangements are also disapplied,375 and, for security 
collateral arrangements, uncertainty is removed in relation to common market practices, 
which would be effective in title transfer arrangements: these are close-out netting, the right 
of use and appropriation.376 Financial collateral comprises money in accounts, securities 
and claims for repayment of a loan made by a bank or credit institution.377

As discussed earlier,378 in a title transfer financial collateral arrangement ownership of 
the collateral is transferred to the collateral taker, who owes a personal obligation to return 
‘equivalent collateral’ to the collateral provider.379 A security financial collateral arrangement 
is an arrangement which creates a security interest, and where the collateral is ‘delivered, 
transferred, held, registered or otherwise designated so as to be in the possession or under 
the control of the collateral taker’ (emphasis added).380 The question of what amounts to 
‘possession or control’ is not straightforward, and has attracted a great deal of practitioner 
and academic comment.381 It should be remembered that if the ‘possession or control’ 
requirement is fulfilled, the security arrangement attracts all the protection of the FCARs, 
so that not only is registration not required, but insolvency provisions are disapplied, and 
appropriation and the right of use are available if included in the security agreement.382 
Thus ‘possession or control’ is not merely a method of perfection.
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The ‘possession or control’ requirement is qualified in the FCARs, in that ‘[a]ny right of 
the collateral-provider to substitute financial collateral of the same or greater value, or with-
draw excess collateral or to collect the proceeds of credit claims until further notice shall not 
prevent the financial collateral being in the possession or under the control of the collateral 
taker’.383 This exception, which was included to reflect market practice, clearly enables at 
least some floating charges to fall within the FCARs, but its precise scope is unclear.

The policy reasons for imposing the ‘possession or control’ requirement do appear to 
centre on finding an easily fulfilled replacement for the ‘administrative burdens’ which the 
FCD disapplies.384 Recital 10 of the FCD shows that the motivation was to strike ‘a balance 
between market efficiency and the safety of the parties to the arrangement and third parties, 
thereby avoiding inter alia the risk of fraud’, the balance being struck by the directive cover-
ing only collateral arrangements which provided for some sort of ‘dispossession’ and which 
were evidenced in writing. Based on this, it is possible to argue that ‘possession or control’ 
should be interpreted as requiring sufficiently objective conduct both to prevent fraudulent 
assertion of a security interest by one party against another, and to provide third parties 
with a means of discovery of the security interest.385 However, current English law does not 
fully reflect this argument, as will become clear from the discussion that follows, despite the 
fact that it has been held that the phrase ‘possession or control’ must be given an autono-
mous meaning rather than one necessarily derived from ordinary English law.386

First, it is helpful to consider two distinctions that can be drawn in relation to ‘control’, 
since the meaning of the term is not self-evident.387 One is between positive and negative 
control,388 and the other is between legal and operational control. Positive control is where 
the collateral taker has the right to dispose of the collateral without any further reference 
to the collateral provider, and negative control is where the collateral provider is prohibited 
from disposing of the collateral without the consent of the collateral taker. Legal control 
refers to control established by the rights and prohibitions in the security agreement, while 
operational control refers to the practical ability of the collateral taker to dispose of the 
collateral, or to prevent the collateral provider disposing of it, as the case may be.

7.3.4.2. Current Law

The current position can be summarised as follows. It might be thought that the concept 
of possession only applies to tangible assets. Possession by the collateral taker of bearer 
securities, for example, both evidences the arrangement and gives sufficient publicity of 
the security interest. Although the view that the concept of possession (under English law) 
was limited to tangible collateral was accepted in the case of Gray v G-T-P Group Ltd,389 
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this caused disquiet among market participants.390 The reason for this was that in Gray an 
arrangement whereby the collateral was in the collateral taker’s name (in a bank account) 
was held not to be a security financial collateral arrangement because the collateral taker had 
only operational control and not legal control. The collateral taker held the collateral in a 
bank account in its name, on trust for the collateral provider. The collateral provider had the 
right to call for funds to be transferred to it from the account (by the collateral taker) until 
an event of default occurred, at which point the collateral taker was entitled to withdraw 
unpaid fees from the account.391 It was strongly pointed out by market commentators 
that the collateral taker in Gray had the equivalent of possession of the collateral—that is,  
the account was in its name.392 The collateral provider could not deal with the funds without 
them being transferred back to it, which could only occur with the cooperation of the  
collateral taker, who could then alert a third-party potential transferee to the existence of 
the charge.393

The decision in Gray was followed by that of Briggs J in Re Lehman Brothers International 
(Europe) (In Administration),394 which postdated the amendments discussed below but was 
decided in relation to the unamended FCARs. In that case, in which the points were argued 
at much greater length, the collateral was held by the collateral taker as custodian for the 
collateral provider,395 and the relevant charge secured not only the collateral provider’s debt 
to the collateral taker but also debts owed to its affiliates. The collateral provider had the 
right to withdraw collateral which was not required to cover the debts due to the collateral 
taker. Since the collateral provider could withdraw collateral which ‘covered’ the debts due 
to the affiliates, it was held that the collateral taker was not in ‘possession or control’ of the 
collateral. The argument that there was sufficient possession if the collateral was in the name 
of the collateral taker was expressly rejected.396

As a result of market pressure, when the FCARs were amended in 2010, a wider defini-
tion of ‘possession’ was included to cover the situation where the collateral was placed in an 
account in the name of the collateral taker.397 Unfortunately, though, the definition did not 
end there but included a proviso:

… provided that any rights the collateral-provider may have in relation to that financial collateral 
are limited to the right to substitute financial collateral of the same or greater value or to withdraw 
excess financial collateral.
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The focus of this proviso on the rights (or lack of them) of the collateral provider intro-
duces a requirement of negative legal control into the test for possession. The existence of 
additional rights would not prevent the mitigation of invisibility and fraudulent assertion 
risk required by the recitals to the directive. The inclusion of the proviso was explained 
on the grounds that it was ‘the intention of the FCD that only those financial collateral 
arrangements providing for some form of dispossession should be within the scope of the 
Directive’.398 This begs the question of what is meant by ‘possession’ (and therefore ‘dispos-
session’) in the directive, and also fails to grapple with the fact that ‘dispossession’ is stated in 
the recitals to be required only to the extent necessary to mitigate the risks analysed above.

In the recent case of Swedbank,399 the CJEU followed Gray in holding that a security inter-
est over cash in a bank account, which could be withdrawn by the collateral provider, did not 
fall within the ‘possession or control’ requirement. The court, relying on recital 10, appears 
to identify a third risk against which the requirement of dispossession is designed to protect: 
the risk (to the collateral taker) that the collateral provider will withdraw the collateral before 
enforcement, which we might call ‘fraudulent removal risk’. One might have thought that this 
was a risk which the parties should manage as they wished, by contractual or practical means, 
taking into account the interests of the collateral taker in being able to enforce and the collat-
eral provider in protecting itself against, for example, the insolvency of the collateral taker. It 
is difficult to see why the balance reached between the parties in the management of this risk 
should determine whether the financial collateral regime applies or not.400

Given the wider definition of ‘possession’, the concept of ‘control’ is of most importance 
when collateral is held in the name of the collateral provider, or in the name of a third 
party: the latter is a common way of holding collateral to avoid the insolvency risk of the 
collateral taker.401 It is reasonably clear from Gray, Lehman, Swedbank and the approach 
taken in the ‘possession’ amendment to the FCARs that the critical rights are those of the 
collateral provider rather than those of the collateral taker. Negative and legal control is 
clearly required, and operational control is not enough. Thus, a security arrangement will 
only fall within the FCARs if, within the terms of the security agreement, the collateral 
provider has no rights in relation to the collateral except to substitute and to withdraw 
excess collateral. Is negative legal control sufficient without more? It is sufficient for negative 
legal control if the collateral provider is prohibited by the charge document from dispos-
ing of the assets, without any mechanism actually to prevent him actually making such a 
disposal. This control would not be apparent to the outside world, nor could it be said to 
amount to ‘dispossession’.402 In order to achieve the aims set out in the recitals, arguably 
some sort of operational control is required.403
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Practical examples serve to illustrate the principles set out above.404 One example of 
negative operational control is where money is held in a blocked bank account, as discussed 
earlier in relation to floating charges.405 In fact, negative operational control is often coupled 
with positive operational control, for example where the collateral taker is registered as the 
owner of shares in the books of the company, or in the CREST register.406 Another example, 
in relation to intermediated securities,407 is where the intermediary is the collateral taker,408 
or is notified of the charge by the collateral taker, or where the securities are transferred to 
the collateral taker’s account.409 Of course, each of these examples will only fall within the 
FCARs where the collateral provider’s rights are limited to rights of substitution and with-
drawal of excess collateral.

The precise boundaries of the permitted rights of the collateral provider are uncertain, 
and it is unclear whether certain rights common in collateral arrangements will be fatal.410 
Various market practices and regulatory requirements may well entail or require addi-
tional rights on the part of the collateral-provider in order to provide a balance between the 
protection of the collateral provider and the collateral taker.411

It is also unclear what is meant by the right to withdraw ‘excess collateral’. Briggs J 
defined excess collateral, in the context of the Lehman case, as ‘property in the Custody 
Account in excess of the property which the custodian believes will be sufficient to cover 
any exposure that the custodian has to the client’. This begs a number of questions. What is 
meant by ‘exposure’: does it include contingent and future debts? And can the parties agree 
that it does not? Moreover, can the parties agree that less than the full value of exposure 
need be left in the account? And can they agree a method of valuation? On one view, the 
question of what amounts to ‘excess collateral’ should be a matter of freedom of contract for 
the parties to define, so long as the agreement is clear. If the ‘possession or control’ require-
ment is to have any bite at all, there must probably be limits on what the parties can agree, 
but the extent of these limits is not clear.412

It can be seen that, as a general rule, a floating charge will not fall within the FCARs as 
there will not be sufficient negative legal control. However, a charge may be floating merely 
because there is a right to substitute or to withdraw excess collateral, in which case it will 
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meet the requirements. Thus the disapplication of insolvency provisions which apply only to 
floating charges has some meaning. Further, if a floating charge is crystallised by the chargee 
acquiring control (operational, and probably both positive and negative), the FCARs apply 
at that stage. This probably means that the insolvency provisions are disapplied, and may 
even mean that the charge is valid against an administrator or liquidator even though it has 
not been registered.413

Although the thrust of the argument so far has been that the FCARs are probably 
too narrow, there is one respect in which they are too broad in scope. The UK chose to  
‘gold-plate’ the implementation of the FCD, so that the FCARs apply to any collateral 
arrangement between non-natural persons.414 While this avoids the complications of the 
limits found in the FCD,415 it does mean that the registration, and particularly the insol-
vency, regimes are disapplied in respect of arrangements which are far from the capital 
market arrangements the financial collateral scheme was designed to protect.416

7.3.4.3. Registration

So far we have considered whether a security arrangement falls within the FCARs so as to 
be exempt from registration requirements. Such requirements are often seen as burden-
some where arrangements are part of trading on capital markets. However, there may be 
situations where a lender taking security over a bank account or over securities would like 
to register its interest, so as to give effective notice to other parties, and maybe to overcome 
any uncertainty as to whether the arrangement falls within the FCARs. Unfortunately, the 
wording of the registration reforms of 2013 raises the question of whether such a charge 
can be registered if it falls within the FCARs. Section 859A sets out the situations in which 
the registrar must register charges, but it expressly does not apply to charges excluded from 
its application by legislation. There is no provision expressly giving the registrar power to 
register charges which do not fall within section 859A.

This could be dismissed as a drafting error of no consequence, were it not for two 
matters. The first is that fixed charges over securities were not registrable before the 2013 
reforms, and neither (probably) were fixed charges over bank accounts.417 The second is that 
under the UCC Article 9 system, the only method of perfecting security interests in bank 
accounts is by ‘control’,418 and, although security interests over securities can be perfected 
by registration, one perfected by control will have priority.419 Under the Australian PPSA a 
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security interest in a bank account or in securities can be perfected by control or registra-
tion, and the former will have priority over the latter.420 The rationale for the priority rule is 
that a secured party taking control will not need to search the register, since they know they 
will obtain priority over any registered interests.421 Thus, in systems where security over 
financial collateral can be perfected by control, perfection by registration is ‘downgraded’ 
and is only used by those prepared to take a risk. It is not at all clear that the priority position 
would be the same under English law, and, given the wide scope of the FCARs, it is desir-
able that registration is an alternative means of perfection to taking ‘possession or control’.

7.4. Registration and Priorities422

7.4.1. The Requirement of Registration

Under English law, non-possessory security interests created by companies are required to 
be registered in the register of company charges. The purpose of this requirement is to give 
publicity to security interests the existence of which would not otherwise be obvious to third 
parties, including any person taking an interest in the assets and others extending credit to 
the company. For this reason, only non-possessory security interests are registrable, since 
possession is seen as sufficient publicity in itself.423 As mentioned above, the registration 
requirements were amended in 2013. One of the chief reforms was to make all company 
charges424 registrable, except for security financial collateral arrangements and security 
interests operating by operation of law.425

There are also other registers in which charges created by companies over certain 
assets (such as registered land,426 unregistered land,427 ships,428 aircraft,429 patents,430 trade 
marks,431 and registered designs)432 are either required to be registered or can be registered 
(usually to obtain priority over subsequent charges). The position is complex and varies 
according to the type of asset in question.433
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7.4.2. The Registration Process434

Charges can only be registered once created, and must be registered within 21 days 
of creation if they are not to attract the sanctions for non-registration.435 Registration 
involves delivering a statement of particulars and a certified copy of the charge instrument  
(if there is one) to the registrar.436 The registrar gives the charge a unique identification 
code, which enables the particulars, the instrument and any other documents filed to be 
‘tied’ together on the register. The registrar includes in the register all documents filed 
which are required to be filed (section 859I), including the entire charge instrument. 
Some personal information can be redacted (section 859G). The registrar must give a 
certificate of registration to the person delivering the particulars, which is conclusive 
evidence that the documents required were delivered to the registrar before the end of the 
period allowed for delivery.437

The matters that must be set out in the statement of particulars are listed in section 859D 
and include not only the details of the chargor and chargee and the date of creation of the 
charge, but also details of the property charged, whether the charge is fixed or floating, and 
whether the terms of the charge include a negative pledge clause.438 Much of this informa-
tion is provided by using drop-down menus or tick boxes.

Late registration is only permitted on application to the court,439 although leave will 
usually be granted on terms that no one taking a security interest between the date of 
creation of the charge and the date of the late registration will be prejudiced. However, 
unsecured creditors who have relied on the absence of registration are not generally 
protected, although they are if the company is in liquidation (when late registration will 
not be ordered). Further, the imminence of insolvency is a matter for the court to take into 
account when making the order for late registration.440

7.4.3. The Effect of Registration

7.4.3.1. Consequences of Failure to Register

In relation to the effect of registration, two issues require discussion. The first is the conse-
quence of failure to register a charge, and the second is the extent to which registration 
amounts to notice to third parties. This section deals with the first issue, which is provided 
for in the Companies Act 2006.441
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An unregistered charge is void against ‘a liquidator [or] an administrator … [or] 
a creditor of the company’.442 This provision requires some explanation. The word 
‘creditor’ appears to mean a creditor taking a proprietary interest in the company’s assets, 
that is, either a secured creditor443 or a creditor who has completed execution.444 Thus, 
before the onset of insolvency proceedings, if such a creditor enforces its proprietary 
interest it does not have to pay the proceeds to a prior unregistered chargee. An unreg-
istered charge, however, is not void against the company (or unsecured creditors) before 
the onset of insolvency, so that an unsecured creditor cannot prevent an unregistered 
chargee enforcing its security.445

Once insolvency proceedings have commenced,446 the unregistered charge is void 
against the company in liquidation or in administration.447 This effectively means that it 
is void against the unsecured creditors, so that the unregistered chargee itself becomes an 
unsecured creditor. It is not clear what the position is regarding a purchaser of assets which 
are subject to an unregistered charge.448 Usually, such a person will take free of the charge as 
they are obtaining the legal interest for value without notice of the charge.449

Where, however, a financier purchases receivables by taking an absolute assignment, 
yet an unregistered chargee is the first to give notice to the obligors and so obtains priority 
under the rule in Dearle v Hall,450 the question arises as to whether the unregistered charge 
is void against the purchaser.451 The section is silent on this matter, and the position should 
be clarified.452 One suggestion is that the word ‘creditor’ could be interpreted to include 
‘purchaser’, but this seems to do violence to the language.453

When a charge becomes void under section 859H, the money secured by the charge 
becomes immediately payable.454 This provision helps to protect secured creditors by giving 
the company a strong incentive to grant another security interest, which can then be regis-
tered. This is often a quicker and cheaper way of dealing with an oversight resulting in 
non-registration than an application for late registration.
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7.4.3.2. Registration as Notice

The main point of registration is to enable other parties who may be affected by a security 
interest to find out about it easily, quickly and cheaply without having to rely on the honesty 
of the company that has granted the interest, or on expensive due diligence exercises.455 The 
company charges register can be searched electronically, by inputting the name or number 
of the relevant company. Those lending to companies456 will usually search the register, 
and will be able to see both the particulars and the charge document. This means that the 
searcher will see, and will, therefore, have notice of, whether the charges are described 
as fixed or floating, and any negative pledge clauses as well as the details of the property 
charged.457 The party searching can then make adjustments in light of that information. 
This could include refusing to lend at all, entering into agreements with other chargees, 
taking security interests over different assets from the ones originally contemplated, charg-
ing more for the loan, or limiting the amount lent. If it does lend, the fact that it has notice 
may affect its priority position.458 However, since a chargee has 21 days in which to register, 
it is possible that a second chargee may search the register before a previous charge is regis-
tered, yet the previous charge, registered later yet within 21 days of creation, has priority. To 
avoid this, chargees sometimes do not advance any funds until 21 days after the creation of 
a charge, and check the register before making such an advance.459 It will, of course, be an 
event of default460 for a borrower to have created a charge ranking in priority to the charge 
in question.

Since notice may be relevant to priorities, it is necessary also to consider the posi-
tion where a person taking a proprietary interest does not search the register. It should be 
stressed that in the case of commercial lenders, this is very unlikely to occur: most lenders 
will search before advancing any funds. This is fortunate, since the law as to whether such 
a person has constructive notice of a registered interest is unclear.461 The best attempt at 
rationalising the law is that registration is constructive notice to those who would reason-
ably be expected to search the register. Unfortunately, there is no direct authority on the 
point, nor any provision in the Companies Act 2006.462 The contrary view, that registration 
is notice to all the world, would appear to lead to unreasonable and undesirable results.463 
This still leaves open, however, the question of who would reasonably be expected to search 
the register.
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While it seems clear that those taking registrable charges fall within this category, and 
that trade purchasers in the ordinary course of business do not, the position is far less clear 
in relation to those taking non-registrable security interests (such as pledges) and those 
taking absolute transfers made in the financing context (such as absolute assignments 
of receivables). It is strongly arguable, however, that those in the latter category must be 
expected to search the register and so will have constructive notice, since they are financiers 
operating in a similar way to those making secured loans.

Of what is registration constructive notice? The position established by the cases is 
that a party has constructive notice of particulars which are required to be included on the 
register.464 Since it is now required both to indicate in the particulars whether the terms of 
the charge include a negative pledge and to register a copy of the whole charge document, in 
theory anyone taking a subsequent security interest will have actual or constructive notice 
of a negative pledge clause,465 thus doing away with much previous uncertainty.466 However, 
some uncertainties remain, most notably whether there is constructive notice of the entire 
charge document, and what the position is if the particulars do not accurately reflect the 
charge document.467

7.4.4. Priorities

In this section we consider the position where more than one person has a competing 
proprietary interest in assets which have some sort of connection with a company. This 
language is very loose, but it is hard to be more precise, since proprietary claimants may 
be purchasers from the company, sellers to the company who have reserved title, those for 
whom the company holds an asset on trust, those who have a security interest (possessory 
or non-possessory) granted to them by the company, or creditors who have executed judg-
ment against the company’s assets. It is thus not possible to say with precision whose assets 
are the subject of the competing claims, as this would prejudge the issue.

Even if we leave aside the priority consequences of non-registration, the English law 
rules on priority are highly technical and complex. It is not proposed to do more than give 
an outline of them here.468 The complexity of these rules is one of the key arguments for 
reform, which are addressed below.469 It should be pointed out, however, that these are 
only default rules, and are rarely relied upon in their raw state by commercial parties. 
Instead, most of the sophisticated lenders we consider in this book will ensure that the 
priority of their interests is determined contractually, by using the register and performing 



332 Creditor Protection: Proprietary

 470 See R Calnan, ‘Taking Security in England’ in M Bridge and R Stevens (eds), Cross-Border Security and Insol-
vency (Oxford, Oxford University Press, 2001) 33. Secured lenders can agree amongst themselves to reverse the 
default priorities without obtaining the borrower’s consent or, indeed, even informing it: Cheah Theam Swee v 
Equiticorp Finance Group Ltd [1992] 1 AC 472.
 471 See 6.3.1.6.
 472 Law Commission, Registration of Security Interests: Company Charges and Property other than Land, Consulta-
tion Paper No 164 (2002), para 2.61.
 473 9.2.2.3.
 474 (1828) 3 Russ 1.
 475 This proviso is known as the ‘second limb’ of the rule and was added by cases decided after Dearle v Hall, ibid.
 476 9.2.2.4. If A has given notice, its assignment is likely to have become statutory, at least in relation to present debts.

due diligence to discover what other proprietary interests there may be and, if necessary, 
by making agreements with those with competing interests.470 In fact, for this very reason 
there are few cases on the default rules, which, in turn, is a major reason why the law in this 
area is so uncertain. It should be pointed out, though, that agreement is not always possible, 
particularly where discovering the existence of those with a prior claim would be expensive 
or time-consuming. This might be, for example, where their consensual interests are not 
registered, where interests arise by operation of law, or where the register does not give an 
up-to-date position (for example, where a floating charge has crystallised automatically). 
For a secured lender, there is also the danger of further security interests being created in 
the future over the same assets, and an understanding of the priority rules is necessary so 
that the lender can protect itself against this danger. Such protection may take the form of 
a negative pledge clause,471 or of attempting to take the ‘strongest’ security interest possible.

The basic priority point in English law is the date of creation. This is articulated in rela-
tion to legal interests by the maxim nemo dat quod non habet (you cannot give what you 
have not got), and in relation to equitable interests by the proposition that the first in time 
has priority. There are a number of exceptions to this basic rule. First, if A acquires an equi-
table interest in an asset, and B then acquires a legal interest, B will take free of A’s interest if 
B acquired its interest in good faith, for value and without notice of A’s interest. An example 
of this rule in the corporate finance context is that a purchaser of goods or other assets in 
the ordinary course of business will nearly always take free from a prior equitable charge, 
since the purchaser will not search the register nor be expected to do so, and thus will not 
have constructive notice of the charge. Trade buyers of stock in trade would fall into the 
category of ‘purchaser of goods in the ordinary course of business’, but it is less clear whether 
buyers of equipment or other movable corporate infrastructure would do so.472 A lender 
taking a legal mortgage would be expected to search the register and so would take subject 
to a prior equitable security interest.

However, where B is a statutory assignee473 of a debt, the reasoning is different. Since 
section 136 of the Law of Property Act 1925 provides that a statutory assignment is ‘subject 
to equities’, the legal interest exception does not apply and the governing rule is, instead, the 
rule in Dearle v Hall.474 This rule is the second exception to the basic first in time doctrine. 
It provides that, where there are successive assignments of a debt or chose in action, the 
first assignee to give notice to the obligor gains priority, provided that that assignee did not 
take its assignment with notice of the other assignment.475 If B takes a statutory assignment, 
it will have given notice to the obligor, whereas if A (the prior assignee) has an equitable 
assignment this is probably because it has not given notice.476
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However, B will not necessarily win. If A’s assignment is a registrable charge, which A has 
registered, and B is a financial institution, it is likely to have searched the register and so will 
have notice of A’s assignment, and A will have priority.477 If B has not searched the register, 
it may have constructive notice of A’s interest, if B would reasonably be expected to search 
the register.478 The position is even less straightforward where A’s interest is not registered, 
for example where it has taken an absolute assignment which is not registrable. Here B will 
only be able to find out about A’s interest by obtaining information from the borrower, C, or 
by asking the debtor. Making enquiries of the debtor is impractical where the assignment is 
of a large number of debts.479 If C does not disclose A’s interest, and B has not discovered it 
by a due diligence exercise, then B will lose priority to A (since A is first in time), unless B 
has given notice to the debtor first. B can, of course, protect itself to some extent by taking 
a warranty from C that there have been no previous assignments of the debts, and making 
breach of that warranty an event of default. Breach would then enable B to accelerate any 
obligations C has and to terminate the agreement. However, this will not fully protect B if 
C is insolvent.

Another situation which creates a potential exception to the first in time rule is where a 
lender has taken a security interest over (present and) future property of the borrower, and 
the borrower then acquires an asset solely with finance provided by another lender, who 
wishes to take a security interest over that asset. There are a number of reasons why that 
second secured party should have priority over the first. The asset is a ‘windfall’ to the first 
chargee: it merely increases its security when it has done nothing to assist its acquisition. 
Further, if the first chargee could just keep increasing its security in this way, there would 
be no incentive for subsequent lenders to lend on security at all. A subsequent lender who 
lent in relation to a particular asset might be a specialist in the field, and therefore able to 
lend at a more advantageous rate than the original lender.480 In many cases of corporate 
finance, of course, the second lender will be an asset financier, who will supply the asset on 
retention of title terms.481 Since the second lender’s interest is a legal interest by retention, 
the borrower never acquires any interest at all, and so the asset cannot fall within the after-
acquired property clause in the original charge. Therefore the second lender has priority in 
relation to that asset. However, if the second lender does take a charge, it will lose priority 
to the first charge, since on acquisition there is a scintilla temporis (a tiny amount of time) 
when the asset belongs to the borrower before the grant of the charge to the second lender, 
within which time the asset falls within the after-acquired property clause in the first charge. 
There have been a few cases in which a scintilla temporis has been held not to exist,482 but 
the law in this area is still unclear.483
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Another category of exceptions to the first in time doctrine is the series of exceptions to 
the nemo dat rule contained in sections 21–25 of the Sale of Goods Act 1979. These excep-
tions relate only to priority between legal interests in goods484 and apply to situations where 
a person who is not the owner of goods appears to be in a position to dispose of them, 
usually because that person is in possession of the goods. There is no general principle 
that a good-faith disponee obtains good title in these circumstances, but the Act contains a 
series of specific situations where this is the result. Only some are relevant to the proprietary 
protection taken by lenders discussed in this book. One situation is where the goods are 
disposed of with the authority or consent of the owner.485

This is commonly the case where goods are sold on ROT of title terms, but the contract 
provides that the buyer has the power to sell the goods in the ordinary course of business. 
The sub-buyer thus obtains good title, free of any interest of the original seller. Another 
situation is where a retention of title device is used but there is no power to sell the goods, 
for example in asset financing.486 If the device is a conditional sale, section 25 of the Sale of 
Goods Act 1979 provides that a good-faith disponee taking delivery of the goods similarly 
obtains good title. Asset financing by means of a hire purchase agreement487 or a finance 
lease, however, is not included, so a disponee takes subject to those interests. To take another 
example, if a legal mortgagor of goods sells them to a good-faith buyer, the nemo dat rule 
applies so that the buyer takes subject to the mortgage. Section 24 of the Sale of Goods Act 
1979, which provides that a good-faith buyer from a seller in possession takes free of the 
first buyer’s interest, does not apply here.488

More generally, a third party taking an interest in assets subject to a security interest  
(a disponee) will take free of that security interest if the grant of the interest to the disponee 
is made with the authority or consent of the secured lender. The extent of authority or 
consent may be made clear ex ante in the security agreement (as in the case of a floating 
charge) or may be given at the time of the grant (as where assets are subject to a fixed charge 
but consent to a particular disposition is made). The disponee takes in priority to the prior 
security interest; in other words, the first in time rule does not apply. For example, let us take 
the situation where an asset subject to a fixed charge is sold by the chargor to a disponee who 
has actual or constructive notice of the charge. On the priority rules set out above (nemo dat 
and first in time), the disponee will take subject to the charge. If, however, the chargee has 
consented to the disposition and given the chargor power to dispose of the asset, then the 
disponee will take free of the charge.

This reasoning can also explain the position of a party taking an interest in an asset 
falling within a floating charge. The chargor has power to dispose of the asset in the ordi-
nary course of business, so the disponee takes free of the charge. Thus where a floating 
chargor creates a subsequent fixed charge over the assets subject to the floating charge, the 
fixed charge has priority; a floating chargee is taken to have power to create fixed charges 
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ranking in priority to the floating charge.489 This is also true of an absolute assignment of 
receivables: the rule in Dearle v Hall does not apply.490 However, if the disposition were 
outside the ordinary course of business, the disponee would take subject to the charge.491 
The chargor’s powers to dispose are, though, commonly limited in the charge agreement.492 
In this situation, the disponee will take subject to the charge, but only if it has notice (actual 
or constructive) of the limitation of power. Otherwise, the disponee is entitled to assume 
that the floating chargor has the power to dispose of the asset free of the charge, and will 
therefore take free of the charge. A floating charge will commonly contain a negative pledge 
clause, prohibiting the creation of any charge ranking in priority to the floating charge. A 
party taking a subsequent fixed charge with notice of the negative pledge clause will cede 
priority to the floating charge, but if the fixed chargee does not have notice it will take free 
of, and in priority to, the floating charge.493 In practice, most parties taking a charge will 
search the register, and will know of the restriction,494 so that they can either adjust to the 
loss of priority or overcome it by means of a subordination agreement.495

In the same way, where a floating charge has crystallised automatically or by notice (as 
opposed to by a more public trigger, such as cessation of business) a third party acquiring 
an interest who does not know of the crystallisation is entitled to assume that the floating 
chargor has the power to dispose of the charged assets free of the charge, and will therefore 
take free of the charge.496 If the third party has searched the register and read the registered 
charge document, it will know that the charge includes an automatic crystallisation clause, 
but it will not know of a ‘private’ crystallisation. To safeguard its position, it must make 
enquiries of any prior chargee and, perhaps, enter into an agreement as to priorities.

Having discussed priority issues involving floating charges which depend on authority 
reasoning, we now turn to other priority issues where such reasoning is wholly or partially 
absent. An execution creditor will not obtain priority over a floating charge unless it has 
completed execution by the time the charge crystallises.497 Since 2014, distress for rent and 
rates is now equated with execution, so that all enforcement against goods for unpaid rent 
or rates must take place by ‘taking control of goods’ under the procedure in Schedule 12 
of the Tribunals, Courts and Enforcement Act 2007.498 The same priority rules apply as to 
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execution, so that goods must have been seized and sold before the floating charge crystal-
lises for the landlord or local authority to obtain priority over the floating chargeholder.

Obtaining priority over execution creditors is one of the main reasons why automatic 
crystallisation clauses are included in floating charges. Even if an execution creditor has no 
notice of crystallisation, it still takes subject to a crystallised floating charge.499 Creditors 
obtaining rights of set-off before a floating charge over the debt set-off has crystallised take 
free of the charge;500 this is also the case where the right of set-off arises after crystallisation 
but before notice of the charge to the person asserting the set-off.501

So far in discussing priorities between charges we have assumed that the loan secured 
is made at the time of the creation of the charge, or at least before the competing charge is 
granted. If, however, the first chargee makes a further loan or advances credit after the second 
charge is created, this potentially prejudices the position of the second chargee, who cannot 
adjust specifically in relation to such an advance, but can only adjust generally ex ante.502 
English law gives limited protection to the second chargee, in that the first chargee cannot 
‘tack’ further advances onto its original security interest once it has notice of the second 
charge, unless it is obliged to make the further advance in its charge agreement.503 The 
boundaries of the ‘rule against tacking’ are very complex and riddled with uncertainties.504 
Therefore, as in so many contexts in relation to the law of priorities, the answer is for the 
default position to be circumvented by agreement.

As can be seen from this discussion of the principal priority rules, the English law in 
this area is complex and, to a large extent, uncertain. The ability of parties to overcome this 
uncertainty by agreement is not a sufficient justification for the law to remain in its present 
state. Agreements are not costless, and the law should reflect an easily ascertained default 
position—that is, the priority position most usually adopted by parties—so that the costs 
of negotiating around that position are minimised. Reform of the law in this area, and in 
relation to registration, are discussed below.505

7.5. Enforcement

One of the advantages of security is that the secured lender can usually enforce its propri-
etary rights without using a court process. This can be contrasted with the position of an 
unsecured creditor, which has to obtain a judgment on its claim and then execute it.506 
If winding up of the company commences before execution is complete, however, the 
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unsecured creditor loses the benefit of the execution and is merely entitled to prove pari 
passu with all the other unsecured creditors.507 The benefits of security as a means of 
protecting against credit risk are only as good as the ability of the secured lender to enforce 
its security.508 A secured creditor must, therefore, have remedies which enable it to assert 
its proprietary rights effectively and to turn non-cash assets into money out of which it can 
pay itself. Although the best protection for the secured creditor is if it can enforce without 
needing to go to court (and this, largely, is the position under UK law, although not in 
many other countries),509 there need to be effective court procedures as a longstop, includ-
ing collective insolvency proceedings.

The freedom of a secured creditor to enforce its proprietary rights needs to be balanced 
against the interests of all those who have an actual or potential interest in the relevant assets. 
Although this is prima facie the debtor company, the company is likely to be insolvent at the 
time of enforcement, so the interests that are protected are those of its creditors. Those most 
closely interested in the particular asset against which enforcement is being made are credi-
tors who also have a security interest in that asset (either senior or junior to the enforcing 
creditor) and any surety of the secured debt, since a surety will have a right to the security if 
it pays the debt.510 It is only if there is surplus value in the asset once these parties have been 
paid that the unsecured creditors (for whom the term ‘debtor’ is often used as a shorthand) 
are interested. The danger for all these parties is that the asset will decline in value, through 
mismanagement, or will be sold or otherwise realised at an undervalue. It will be seen that 
English law provides a certain level of protection against this danger, but it is by no means 
comprehensive.

Another danger for all the company’s creditors is that enforcement of security results in 
individual assets being sold at a lower value than if all the assets of the company, or indeed 
the whole business of the company, were sold together. The former type of sale is often 
referred to as a ‘fire sale’. One way of preventing this is to have one lead secured creditor, 
who runs the enforcement process.511 Another response, however, is for there to be a collec-
tive insolvency procedure, which involves a stay on enforcement of security interests while 
attempts are made either to rescue the company or to sell the business as a whole.512

In the UK, there has been a recent move away from the first situation to the second. 
Before 2003, the bank, which would typically have fixed and floating charges over all the 
company’s assets, would enforce outside any insolvency proceedings by appointing an 
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administrative receiver. The company would then go into liquidation, and any assets which 
were not included within the charge, or which were left over once the chargee had enforced, 
would be distributed by the liquidator. The Enterprise Act 2002 abolished the power of the 
floating chargee to appoint an administrative receiver,513 and instead provided a power for 
the floating chargee to appoint an administrator out of court.514

Administration is a collective insolvency procedure, as referred to above, and a mora-
torium on the enforcement of security and quasi-security is imposed on the appointment 
of an administrator.515 The moratorium enables the administrator to attempt to rescue the 
company, but if this is not possible (and it rarely is) the administrator will realise the assets, 
often by selling the business as a going concern, and distribute the proceeds to such secured 
creditors as are entitled.516 If there is any surplus for unsecured creditors, the administrator 
can distribute this to them,517 or can put the company into liquidation.518

Although certain rights to enforce security interests come from the general law, these 
are usually extended by provisions in the secured loan documentation. The right to enforce 
security will normally arise on default in payment, and also on acceleration as a result of 
an event of default.519 The loan documentation will usually provide for a wide variety of 
enforcement powers which will enable the creditor to do anything permissible to obtain 
the value of the secured assets, including taking possession, selling the assets, collecting 
receivables and other debts, notifying the debtor (in order to turn an equitable assignment 
into a statutory one), and appointing a receiver.520

A secured creditor is not obliged to enforce its security. It can choose to enforce as an 
unsecured creditor or pursue contractual rights it has against third parties, such as claim-
ing under a guarantee or a credit default swap.521 Unless it is restricted by contract, it has a 
totally free choice as to its actions: it does not owe a duty to the debtor or to any counter-
party to act in a particular way.522 To the extent that one form of enforcement does not fully 
satisfy the debt, usually the creditor can pursue another form, unless there is a contractual 
restriction on this.523 However, if a creditor has security over several assets (A, B and C) and 
another creditor has security over only one of those assets (A), the doctrine of marshalling 
operates to prevent the first creditor enforcing over asset A, and leaving the second creditor 
unsecured.524
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As discussed earlier in this chapter, a creditor can have proprietary protection in the 
form of either a security interest or an absolute interest. While the foregoing two para-
graphs apply to both kinds of proprietary protection, the details of enforcement vary. One 
of the chief differences is that on enforcement of a security interest there is an obligation 
to account for any surplus,525 that is, the amount of any proceeds over and above the sum 
required to pay off the secured debt.526 This obligation is expressly included in section 105 
of the Law of Property Act 1925 in relation to a sale by a mortgagee or chargee under the 
power of sale provided for in that Act.527 This section rarely applies, since enforcement is 
usually under the terms of the mortgage or charge rather than under the Act, but the same 
principle applies, and is usually provided for expressly in the terms of the loan agreement.528 
The right of the debtor to the surplus is a proprietary right, that is, it is a right to be paid out 
of the proceeds of the enforcement themselves; it is not just a personal right to be paid the 
equivalent of the surplus.529 This is of considerable importance if the enforcing creditor is 
itself insolvent.

If another creditor also has a security interest in the asset, which ranks below that 
of the enforcing creditor, then the enforcing creditor is obliged to pay the surplus to the 
subordinate creditor.530 Although it will normally be the most senior secured creditor that 
enforces, in theory a subordinate (or junior) creditor can do so, either with the consent 
of the senior secured creditor, in which case it is liable to account to the senior creditor 
before meeting the costs of enforcement and its own claim,531 or without consent, in which 
case the sale is subject to the interest of the senior creditor, which can enforce its interest 
against that of the buyer.532 Apart from these general points, the legal position in relation 
to enforcement varies according to the kind of interest that is being enforced. The discus-
sion that follows will concentrate on non-possessory interests, both security interests and 
absolute interests.

The various means of enforcement outside insolvency proceedings are discussed first. 
These are still available to a secured creditor even if the company is being wound up, but if 
an administrator has been appointed, there is a statutory moratorium which prevents the 
enforcement of any security interest (and some quasi-security interests) without the leave 
of the court. The circumstances in which such leave will be given are briefly discussed 
below.533
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7.5.1. Methods of Enforcement: Security Interests

7.5.1.1. Foreclosure

Foreclosure is a remedy only available to a mortgagee; it is not available to a chargee. It will 
be recalled that legal or equitable title is transferred to the mortgagee, subject to the mort-
gagor’s right to redeem and equity of redemption.534 On foreclosure, the mortgagor loses its 
rights, so that the mortgagee becomes the absolute legal or equitable owner of the assets. It 
will be seen that, if the assets are worth more than the secured indebtedness, this remedy is 
greatly to the disadvantage of the mortgagor, who loses the surplus. For this reason, foreclo-
sure is only available by order of the court.535 Foreclosure is a remedy with many difficulties 
and few advantages, and in fact is very rarely used.536

7.5.1.2. Appropriation of Financial Collateral

This is a remedy which is only available for a security financial collateral arrangement.537 If 
the terms of the security interest include a power for the collateral taker to appropriate the 
collateral, this power can be exercised without any order of the court. The collateral taker 
appropriates the collateral by becoming absolute owner. On doing this, it is obliged to value 
the collateral in a commercially reasonable manner, and account to the collateral giver for 
any surplus value.538 If the value of the collateral is insufficient to meet the secured obliga-
tion, the collateral provider remains obliged to pay the outstanding amount.539

These features make the remedy crucially different from foreclosure: it is a novel remedy, 
previously unknown to English law.540 It is closer to a sale by the secured party to itself,541 
previously prohibited under English law:542 sale, as will be seen below, is subject to an 
equitable duty to take reasonable care to obtain true market value.543 Furthermore, appro-
priation can be of the absolute legal title (if the mortgage is legal) or the absolute equitable 
title (if the mortgage is equitable).544 The nature of appropriation as a sale to the mortga-
gee, however, means that the obligation to account for the surplus is not proprietary but is 
merely a personal obligation to pay the surplus to the collateral giver. This puts the collateral 
giver at risk of the collateral taker’s insolvency, and stands in contrast to enforcement by sale 
to a third party or other means. It should be remembered, though, that appropriation is only 
available if the mortgagor has agreed to it in the security agreement.
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7.5.1.3. Possession and Sale

A mortgagee or chargee may enforce its interest itself by taking possession of the assets 
and, if necessary to realise their value, selling them. A legal mortgagee has a right to take 
possession,545 but an equitable mortgagee may not, and a chargee does not. Generally, 
though, the security agreement will make express provision both for a right to take posses-
sion and for a right to sue to enforce charged choses in action (such as receivables).

The right of sale of a mortgagee or chargee may arise under the general law,546 but virtu-
ally all security agreements will include a wide express power. The mortgagee547 is under 
no duty to enforce in a particular way, or even to enforce at all. There is a basic duty to act 
in good faith;548 apart from this, the secured party is free to act in its own interests, subject 
to certain equitable duties. These duties are imposed only when the secured party actually 
takes steps to enforce, and are owed not only to the mortgagor, but also to other secured 
creditors,549 and sureties,550 all of whom are affected by diminution in the value of the assets. 
There is no duty on a mortgagee to sell the assets551 or to sell at any particular time,552 even 
if those decisions result in detriment to the mortgagor. Generally, the duties of a mortgagee 
only arise where their imposition would not result in a conflict of interest between it and 
the mortgagor. Where there is such a conflict, the mortgagee is entitled to protect its own 
interests.553

When a mortgagee takes possession of the mortgaged assets, it is under a duty to take 
reasonable care to manage554 and preserve them, the standard of care being a flexible one 
of reasonable competence.555 If a mortgagee decides to sell the mortgaged assets, it comes 
under a duty to take reasonable care to obtain the true market value at the time of sale.556 
The mortgagee will not be liable just because a higher price could be obtained: it is enough 
if it obtained a ‘proper price’,557 and it is under no duty to improve the assets to obtain a 
higher price.558
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7.5.1.4. Appointment of a Receiver

The (albeit light) duties imposed on a mortgagee in possession have meant that in the past 
most mortgagees have preferred to appoint a receiver over the mortgaged or charged assets 
rather than take possession themselves. The mortgagee is protected from liability, since, 
usually, the receiver is the agent of the mortgagor. The mortgagee can act totally in its own 
interests in deciding whether or not to appoint a receiver559 (provided that it acts in good 
faith), although if it does decide to appoint it is probably under some sort of minimal duty to 
appoint a competent person.560 Where a mortgage or charge is made by deed, the mortgagee 
or chargee has a right to appoint a receiver (though with limited powers) under section 101  
of the Law of Property Act 1925: there is usually a much wider power included in the 
mortgage or charge agreement.561 In the past, a floating chargee would routinely appoint a 
receiver over all the assets of the company, latterly known as an administrative receiver.562 
However, except in limited cases, the power to appoint an administrative receiver has been 
abolished,563 and a floating chargee can, instead, appoint an administrator out of court.564 A 
mortgagee or chargee, however, can still appoint a receiver over part of the company’s assets 
under section 101 Law of Property Act 1925 or under a power in the security agreement.

It should be pointed out that the cases in which a floating chargee can still appoint an 
administrative receiver are significant in terms of the sums involved. These cases are set out 
in sections 72B–72GA of the Insolvency Act 1986, and broadly cover two areas: charges in 
relation to the capital and financial markets, and those in relation to project finance, includ-
ing projects in the public sector. The carve-outs were included as a result of considerable 
lobbying from interested parties, and as such are connected more by policy considerations 
than by matters of principle.

A receiver is usually the agent of the mortgagor and not the mortgagee.565 The agency is 
not a usual one, however.566 The relationship is tripartite, comprising the receiver, the mort-
gagee and the mortgagor.567 The receiver owes duties (which are equitable, not common 
law duties) both to the mortgagee and to all those interested in the equity of redemption, 
which includes the mortgagor and other creditors. The receiver owes a duty of good faith, 
and other duties which vary depending on the circumstances. If the receiver chooses to 
manage the mortgaged assets, he owes an equitable duty of care, the primary duty of which 
is to bring about a situation in which the secured debt is repaid.568 In relation to sale of the 
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mortgaged assets, the receiver owes the same duties as the mortgagee.569 Since the receiver 
is the agent of the mortgagor, the mortgagee will not be liable for the receiver’s acts, unless 
the mortgagee treats him as an agent,570 or specifically directs him to do particular acts.571

It will be seen that, apart from a general duty of good faith and some limited duties 
if he actually manages or sells the property, a receiver is free to act in the interests of the 
mortgagee, and, to some extent, to protect his own interests by not taking on tasks which 
might leave him open to liability.572 In relation to administrative receivers, it was this focus 
on furthering the interests of the floating chargee, rather than on operating for the benefit 
of all the creditors, which persuaded the Government that there was too little protection for 
unsecured creditors.573 This was especially the case where the floating chargee was overse-
cured, as there was no incentive for the administrative receiver to do anything other than 
realise from the charged assets the amount due to the floating chargee.574 The Government 
responded by abolishing administrative receivership and replacing the floating chargee’s 
remedy with a fast-track into administration. The administrator, unlike a receiver, owes a 
duty to act in the interests of all the company’s creditors,575 unless he has decided that he 
cannot either rescue the company or achieve a better result for the company’s creditors as a 
whole than if it were wound up.576 If he does so decide, he can pursue the tertiary objective 
of realising property in order to distribute to secured and preferential creditors, but even so 
he is under a duty not to harm unnecessarily the interests of the creditors of the company as 
a whole.577 Thus, in theory, the administrator’s duties when realising security are more oner-
ous than those of an administrative receiver, but this is unlikely to make much difference in 
the application of those duties in practice.

In practice, many administrations578 are now conducted as pre-packaged adminis-
trations (‘pre-packs’). In a pre-pack, a sale of part or all of the company’s undertaking is 
arranged before the administration commences and takes place as soon as the administrator 
is appointed.579 Very often, the floating chargee, that is, the secured creditor with an  
all-assets security interest, is the driving force behind a pre-pack, and a beneficiary in the 
sense that costs are reduced and access to funds is rapid. Returns are, at least in theory, 
increased by a sale which takes place without the damaging publicity of the commence-
ment of insolvency proceedings. However, pre-packs have been much criticised for lack 
of transparency, for damaging the interests of unsecured creditors, who have no means 
of affecting their outcome, and for enabling connected parties to buy businesses at a low 
price. A Statement of Insolvency Practice (SIP 16) was issued in 2009 in order to improve 
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Discount Co Ltd [1962] AC 600; cf Andrews v Australia and New Zealand Banking Group Limited [2012] HCA 30.
 586 The law on this is technical and complicated, and still, to a certain extent, unclear. See Chitty, ch 26 s 10(b); 
Security and Title-Based Financing, 19-16, 19.28, 19.38; L Gullifer, ‘Agreed Remedies’ in A Burrows and E Peel 
(eds), Commercial Remedies (Oxford, Oxford University Press, 2007) 200.

transparency, and a wholesale review of pre-packs took place in mid-2014.580 The review 
found that pre-packs had a valuable role to play, but that a certain amount of ‘cleaning up’ 
was needed, and made various recommendations to be implemented by the market, mainly 
related to ‘connected party’ pre-packs.

7.5.2. Methods of Enforcement: Absolute Interests

7.5.2.1. Devices Based on Retention of Title581

Where the lender582 has retained title to goods, enforcement consists of the retaking of 
possession. For this to occur, the borrower’s contractual right to possession must revert to 
the lender, either because the lender accepts the borrower’s repudiatory breach or under a 
provision in the agreement.583 The effect on the borrower of retaking the goods will vary 
depending on two linked matters: the current value of the goods (whether they are worth 
more or less than the amount agreed to be paid) and the amount already paid by the borrower 
to the lender pursuant to the agreement. If the value of the goods has risen, or (perhaps more 
likely to be the case) a substantial amount has already been paid pursuant to the agreement, 
the borrower will be left ‘out of pocket’ by the retaking. Prima facie the lender, as owner, has 
no obligation to account to the borrower for any surplus value of the goods over and above 
the outstanding debt. This issue is dealt with in various ways in the current law.

One technique is for the parties to provide in the agreement that the surplus, or part 
of it, will be returned to the borrower. Since the transaction involves a reservation of title 
rather than a grant of an interest, this will not result in the interest being recharacterised as a 
security interest.584 In conditional sale, hire purchase and finance lease transactions, which 
have a fixed amount of payments due over a particular term, there are usually provisions 
which have the effect that the seller is to be put into the same position as if the buyer had 
committed a repudiatory breach of contract. Thus the lender is compensated for the loss of 
bargain, but has to give credit for the amount realised by the sale of the repossessed goods, 
and for early repayment of the outstanding debt. The borrower is, to some extent, protected 
by the rule against penalties,585 and also, in some situations, by the ability to obtain relief 
against forfeiture of sums already paid.586
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 589 Hire purchase: see Transag Haulage Ltd v Leyland DAF Finance plc and others [1994] 2 BCLC 88; Finance lease: 
see On Demand Information plc v Michael Gerson (Finance) plc [2003] 1 AC 368.
 590 Celestial Aviation Trading 71 Ltd v Paramount Airways Private Ltd [2010] EWHC 185 (Comm).
 591 This was offered in More OG Romsdal Fylkesbatar AS v The Demise Charterers of the Ship ‘Jotunheim’ [2004] 
EWHC 671 (Comm), although the court decided not to award relief on other grounds.
 592 Transag Haulage Ltd v Leyland DAF Finance plc [1994] 2 BCLC 88. This was also effectively the position in On 
Demand Information plc v Michael Gerson (Finance) plc [2003] 1 AC 368.
 593 Goker v NWS Bank plc (unreported, 1 August 1990); More OG Romsdal Fylkesbatar AS v The Demise Charter-
ers of the Ship ‘Jotunheim’ [2004] EWHC 671 (Comm).
 594 Transag Haulage Ltd v Leyland DAF Finance plc [1994] 2 BCLC 88, 101.
 595 L Smith, ‘Relief Against Forfeiture: A Restatement’ (2001) 60 Cambridge Law Journal 178. See also Celestial 
Aviation Trading 71 Ltd v Paramount Airways Private Ltd [2010] EWHC 185 (Comm) [53] where Hamblen J 
described the interest of a lessor under a finance lease as ‘more of a security interest than an ownership interest’.
 596 [2003] 1 AC 368.
 597 This was the reason for seeking relief in Transag Haulage Ltd v Leyland DAF Finance plc [1994] 2 BCLC 88 
since the borrower’s business could not be carried on and sold as a going concern without the use of the fleet of 
lorries which was the subject of the application.
 598 See 7.5.1.3.
 599 A similar effect to relief against forfeiture is achieved within insolvency by the moratorium imposed on the 
appointment of an administrator (see 7.5.3), since the borrower is enabled to retain the goods provided that the 
administrator pays the rent or other periodic payments.

The courts have been more willing to grant relief against forfeiture of goods, however, 
where a lender seeks repossession. The jurisdiction to grant relief exists where there is a 
transfer of possessory or proprietary rights587 (in the situations discussed in this section 
the rights transferred are possessory) and where the object of the transaction and the inser-
tion of the right to forfeit is essentially to secure the payment of money.588 These criteria 
are fulfilled in the cases of conditional sale, hire purchase and finance lease transactions,589 
although not in the case of an operating lease.590 The relief is discretionary, and will only 
be granted if the lender can be protected financially, either by the continuation of periodic 
payments591 or by the payment of all outstanding debts.592 The conduct of the borrower is 
also relevant (repeated default is a reason not to grant relief),593 as is the size of any windfall 
the lender would obtain were relief not to be given.594

At least in situations where relief is granted on payment of the outstanding amount, this 
jurisdiction can be seen as treating a device based on retention of absolute title like a security 
interest, since the borrower is effectively given a right to redeem.595 This is particularly strik-
ing in a case like On Demand Information plc v Michael Gerson (Finance) plc,596 where relief 
was given despite the fact that the goods themselves had been sold, so that all that was being 
protected was the borrower’s financial position—that is, the surplus value in the goods over 
and above the outstanding debt. The result is analogous to that where a security interest is 
enforced. In a case where the borrower is entitled to retain the goods themselves, this can be 
seen as enabling the borrower to use the goods in its business.597 Protection of this non-financial  
interest was the original reason for granting relief against forfeiture, in the context of interests 
in land, and to the extent that this is the reason for giving relief in retention of title cases, it is 
less easy to see the grant of such relief as treating the lender’s interest as a security interest. After 
all, if a secured party has the right to take possession and sell the collateral on default,598 the 
borrower cannot ask the court for relief against the loss of the use of the asset.

Apart from the situation where the borrower is insolvent599 (where use of the goods may 
be temporarily critical to enable the business to be sold quickly), it is hard to see why relief 
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 601 Ibid, [64].
 602 The term ‘lender’ is used in this section to mean the receivables financier (the purchaser of the receivables) and 
the term ‘borrower’ for the seller of the receivables.
 603 See 9.2.2.2.
 604 See 9.2.2.4.
 605 See 7.2.5.2.
 606 Insolvency Act 1986, Sch B1 para 43. An interim moratorium, which has the same effect, takes effect while certain 
procedural steps prior to the appointment of an administrator are being taken (Insolvency Act 1986, Sch B1 para 44).

should be given for non-financial reasons where the subject matter of the contract is goods, 
which are not unique, as opposed to land, which is unique. It should always be possible 
for the borrower to refinance and acquire replacement goods, and if it is not, this indicates 
that the lender will be disadvantaged by being forced to continue in a relationship with the 
borrower. This type of reasoning underlay the decision in Celestial Aviation Trading 71 Ltd v 
Paramount Airways Private Ltd,600 where the court decided that there was no jurisdiction to 
give relief against forfeiture in relation to an operating lease, since the point of the termina-
tion provisions was not just to secure the payment of rent. In that case, a stark distinction was 
drawn between the retention of title devices discussed above, which were treated as security 
interests, and an operating lease, where the interest of the lessor was in more than merely 
getting paid: it was also in receiving back the aircraft that was the subject of the lease.601

7.5.2.2. Devices Based on the Grant of an Absolute Interest602

As discussed at 2.3.4.1, there are two possible types of receivables financing structure which 
involve the transfer of an absolute interest to the lender: factoring and invoice discounting. 
A factor, which takes a statutory assignment of the debts and provides a debt collection 
service to the borrower, is in a position to sue any non-paying debtor in its own name.603 
In an invoice discounting arrangement, the lender normally takes only an equitable assign-
ment and the debtors are not notified.604 The borrower thus collects in the debts itself, but 
will hold the proceeds on trust for the lender. As trustee, the borrower will be obliged to 
account to the lender for the proceeds, and, in relation to those proceeds, the lender will 
have priority over all other claimants to the borrower’s assets if the borrower is insolvent. 
In most invoice discounting agreements, the lender will have the right to give notice to the 
debtors and convert its equitable assignment into a statutory assignment, so that it can sue 
the non-paying debtors itself. As mentioned above, many receivables financing transactions 
contain terms giving the lender a right effectively to recover any shortfall and an obligation 
effectively to account for a surplus to the borrower, but this has not led the courts to rechar-
acterise the arrangement as a charge.605

7.5.3. The Effect of Administration

If an administrator is appointed, the effect on enforcement by secured creditors is immedi-
ate and dramatic: there is a moratorium on the enforcement of security and the repossession 
of goods under hire purchase agreements, as well as other legal process against the property 
of the company.606 The imposition of the moratorium means that no steps may be taken to 
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 610 Ibid, para 71(1).
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 614 [1992] Ch 505, 541 ff.
 615 Insolvency Act 1986, s 11(3)(c).
 616 Ibid, Sch B1 paras 43(2) and (3).
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 618 The possible purposes are now set out in Insolvency Act 1986, Sch B1 para 3. See 7.5.1.4. The administrator must, 
as soon as practicable after the company enters administration, identify which purpose is achievable and explain how 
he envisages that it is to be achieved (Insolvency Act 1986, Sch B1 para 49; Insolvency Rules 1986, r 2.33(2)).

enforce security or repossess goods without the consent of the administrator or the leave of 
the court while the company is in administration. The effect of the moratorium is merely 
procedural: the secured creditor retains its proprietary rights.607 The purpose of the mora-
torium is to permit the administrator during the temporary period of the administration 
to use the company’s property to carry on the business with a view to rescue, or to carry-
ing out one of his other purposes.608 It will be recalled that the administrator, in order to 
further the purposes of the administration, also has the power to dispose of floating charge 
assets without leave of the court,609 and to dispose of assets subject to fixed charges and hire 
purchase property with the leave of the court,610 in which case the secured party is protected 
by obtaining an interest in the proceeds.611 There is thus a balance between the rights of 
the secured creditors to enforce against the secured assets and the benefits that come to all 
the creditors from keeping the assets together, as well as from allowing the administrator 
freedom to act.612

Two further points need to be made about the moratorium. First, it extends not just to 
the enforcement of true security interests, but to title retention devices as well.613 Second, 
a secured creditor (used in the wide sense) can ask the administrator for permission to 
enforce, and, if this is not forthcoming, apply to the court for leave.

The principles on which permission and leave should be granted were set out in  
Re Atlantic Computer Systems plc.614 The Court of Appeal gave this guidance in order to 
assist administrators and parties. It stressed that the decision whether to agree to enforce-
ment should usually be that of the administrator, and that applications to court should be 
the exception rather than the rule. This has proved to be the case. The general principles set 
out related to the previous legislation,615 but the wording of the current legislation is the 
same,616 and recent cases have applied the Re Atlantic Computers guidance to applications 
under the current legislation.617

The guidelines make it clear that it is for the secured creditor to make out a case for 
permission to enforce, but that the moratorium is imposed so as to enable the administra-
tor to carry out the purpose of the administration;618 so, if enforcement will not interfere 
with that purpose, then it will normally be permitted. If it will interfere with the purpose, 
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then the administrator, or the court, has to carry out a balancing exercise between the 
interests of the secured creditor and those of the other creditors of the company, including 
an assessment of the likely loss that will be caused to each party by granting permission. 
Although the exercise is one of balance, there appears to be a considerable amount of extra 
weight given to the interests of those creditors with proprietary protection (the guidelines in  
Re Atlantic Computers were given in relation to the whole moratorium, which also covers 
enforcement by unsecured creditors).619 However, the administrator or court should also 
take into account the extent of the creditor’s proprietary protection: if the creditor is under-
secured, a delay in enforcement is more likely to be prejudicial than if it is fully secured.620 
Permission, or leave, can be given on terms, and terms can also be imposed by the court if 
no leave is given, in that the court can give directions to the administrator. Thus a secured 
or quasi-secured creditor can be protected even though it cannot enforce immediately, by 
terms which oblige the administrator to continue to pay rent (in the case of, for example, a 
finance lease or hire purchase) or interest payments.

In common with many other insolvency provisions, the moratorium provisions are 
disapplied in relation to financial collateral arrangements.621 The purpose of the disapplica-
tion of these provisions is said to be to prevent systemic risk and to promote the certainty of 
such arrangements, by taking away the various insolvency provisions in different Member 
States which inhibit effective realisation of financial collateral.622 Thus, even if the borrower 
company is in administration, secured or quasi-secured creditors can freely enforce their 
interests over securities, and also over cash in bank accounts provided that their security 
interest meets the criterion of ‘control’ in the FCARs.623 In relation to a bank account, an 
ability of the chargor to withdraw cash if the credit is over the amount of the secured debt 
would probably not prevent the chargee having such control.624

7.6. Economic Arguments Concerning Secured Credit

So far it has been assumed that companies should generally be free to grant proprietary inter-
ests in their assets (both absolute and by way of security), although we have noted that English 
law places some restrictions on this, both in terms of registration requirements and (in rela-
tion to the floating charge) in terms of loss of priority and other effects on the insolvency of the 
chargor. We now turn to the question of whether the institution of secured credit is desirable 
at all from an economic point of view and, if it is, what system achieves the best economic 
outcome, in the sense of eliminating inefficiencies and maximising added value.

The strongest argument in favour of a system of secured credit is that it increases access 
to credit and lowers the cost of credit. Theoretical arguments as to whether this is the case 
are discussed below. There is, however, a great deal of empirical evidence from around the 
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world indicating that where an effective system of secured transactions is introduced, the 
availability of credit increases and economic growth results.625 Agencies such as the World 
Bank, the International Finance Corporation and the European Bank for Reconstruction 
and Development have been extremely active in encouraging and enabling reform of 
secured transactions law around the world to capture these economic benefits.

7.6.1. Means of Assessing a System of Secured Credit

There is extensive literature on this subject, mainly generated by scholars from the United 
States.626 It is necessary to appreciate that there are different criteria as to what is a ‘good’ 
system. One criterion is that of economic efficiency. This can be judged by one of two stand-
ards: the Kaldor-Hicks test, which sees an activity as efficient if it maximises value overall 
even if some participants are worse off, and the Pareto test, which only sees it as efficient if it 
maximises overall value without any participants being worse off.627 At first sight, a system 
of secured credit clearly does make some participants worse off, as the priority of secured 
creditors in insolvency automatically means that the unsecured creditors do not recover 
in full. If it can be argued, however, that the unsecured creditors are either made better off 
by the general institution of security, or that they are not made worse off by the grant of a 
security interest in a specific situation, then the system is potentially efficient even on the 
Pareto test.

Another possible criterion is that of fairness to the unsecured creditors of the borrower, 
particularly when the latter is insolvent.628 This can be seen as an extended application of 
the Pareto test: it can be unfair for some creditors to suffer for a system which brings overall 
benefit. It can also include other kinds of arguments, however, such as the argument that 
the employees of a company have contributed towards the assets and so should share in 
them.629 A third possible criterion is the extent to which the system upholds freedom of 
contract:630 on this view the borrower’s right to alienate its own property is critical, and 
the system would be judged on how well it facilitated the granting of security (and other) 
interests by borrowers.631 Another possible line of enquiry is to consider whether there 
are benefits in the institution of secured credit which are not available (or are available 
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only at greater cost) if creditors solely protect themselves by means of contractual protec-
tion such as covenants.632 In considering the US literature, it needs to be remembered that 
the US system is very different from that of the UK, both in terms of the law of secured 
transactions633 and in terms of the general law.634

It is useful, however, to consider some of the arguments made and to apply them to 
current English law as well as to any proposals for reform.

7.6.2. The Puzzle of Secured Credit

7.6.2.1. Monitoring

A ‘puzzle’ addressed by the law and economics scholars is why debtors grant security inter-
ests. They argue that because of the advantages of security to a creditor, a secured loan 
attracts a lower rate of interest than an unsecured one, but this is offset exactly by a raising 
of interest rates by unsecured creditors.635 They therefore look for other possible benefits of 
secured credit. One possible benefit is monitoring. All creditors need to protect themselves 
against two dangers: the first is that the borrower will deplete its assets either by diminishing 
their value or by substituting for its safe assets more risky ones,636 and the second is that it 
will dilute the value of the creditor’s debt by adding more liabilities without correspond-
ingly increasing the asset pool.637 To achieve this protection, unsecured creditors need to 
have extensive covenants which give them the ability to monitor the entire business of the 
borrower and, in conjunction with that monitoring, to stop the borrower depleting the asset 
pool or increasing liabilities.638 The same benefits can be achieved by taking a security inter-
est, but this has the added benefit that the creditor’s monitoring can be focused solely on 
the asset which is given as security, and therefore monitoring costs are reduced.639 Asset 
withdrawal and substitution can be prevented more effectively by a security interest than 
by covenants, since the secured creditor has not only the right to prevent disposition (if it 
knows about it in advance) but also the right to ‘follow’ the asset so that the person who 
takes the asset may take subject to the security interest.640 Furthermore, certain creditors 
can reduce monitoring costs further by taking security over assets in respect of which they 
have specialised knowledge. The reduction in costs lowers the cost of credit, and therefore, 
it is argued, the taking of security is efficient.



Economic Arguments Concerning Secured Credit 351

 641 A Schwartz, ‘Security Interests and Bankruptcy Priorities’ (1981) 10 Journal of Legal Studies 1.
 642 S Levmore, ‘Monitors and Freeriders in Commercial and Corporate Settings (1982) 92 Yale Law Journal 49.
 643 Ibid, 50, 68–71.
 644 R Scott, ‘A Relational Theory of Secured Financing’ (1986) 876 Columbia Law Review 901. The single creditor 
can also be more efficient as it can negotiate with the borrower as a proxy for the other creditors, thus saving duplica-
tion of costs. See J Armour and S Frisby, ‘Rethinking Receivership’ (2001) 21 Oxford Journal of Legal Studies 73, 84.
 645 P Shupack, ‘Solving the Puzzle of Secured Transactions’ (1988) 41 Rutgers Law Review 1067.
 646 This argument is examined at 7.6.2.3.
 647 J Armour and S Frisby, ‘Rethinking Receivership’ (2001) 21 Oxford Journal of Legal Studies 73, 87. This argu-
ment is of limited value in relation to assets over which the lead creditor has a floating charge, as execution creditors 
who complete execution before crystallisation obtain priority over the floating chargee. See 7.4.4.

Against this argument it could be said that the savings in monitoring costs from the 
taking of security are equalled by the increase in monitoring required by unsecured 
creditors in relation to the assets that are not subject to security.641 However, this is not 
necessarily the case. It can be argued that, if the assets monitored by the secured creditor 
were representative of the health of the business, unsecured creditors could ‘free-ride’ on 
that monitoring and could save the costs of monitoring themselves.642 Shareholders could 
also benefit from this free-riding.643 Taking this argument to its logical conclusion, the 
most effective monitoring can be done by a creditor with a security interest over all the 
assets of the company, since its interests are most closely aligned with both the shareholders 
and the unsecured creditors (who are the residual claimants unless there is a surplus).644 It 
is unclear, however, whether the taking of security is an essential element in this argument. 
Would the benefits of having a ‘lead’ creditor to monitor not be just as great if that lead 
creditor were unsecured?645

To reach a negative answer to this question it is necessary to focus on the issue 
of enforcement, either in the run-up to insolvency, or on insolvency itself. While the 
company is solvent a secured lead creditor would only be more efficient if it could be 
shown that the secured creditor charged a lower interest rate because of the security, and 
this was not offset by higher rates charged by the unsecured creditors. This could be the 
case if some of the unsecured creditors did not adjust fully.646 On enforcement the exist-
ence of the ‘lead’ secured creditor can, however, be shown to have a beneficial impact on 
all creditors. There is a danger for unsecured creditors as a whole that, on insolvency, the 
total assets of the company will be depleted by a ‘race to be first’ by specific creditors who 
are in a position to enforce before others. Obviously, this has distributive effects (in that 
there is less for the other creditors) but it also may have an effect on the overall size of 
the pot, in that the value of the assets is lower when broken up than when held together 
as a whole.

The presence of a lead secured creditor can help in several ways. First, by being able to 
make an effective threat to remove assets from the business (as well as to accelerate the loan) 
the secured lead creditor is more likely to be able to force the company to make the neces-
sary restructuring to keep it going. This will be to the benefit of all creditors. Second, other 
creditors know that they cannot enforce against assets subject to security and so the ‘race 
to be first’ is deterred.647 Third, if security gives ‘control’ rights (such as the right to appoint 
an administrative receiver under English law, now abolished for all but certain categories 
of floating chargee) this enables the lead creditor to take control of the whole enterprise, to 
keep the business going and realise maximum value by selling it as a going concern, or, at 
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least, not disposing of assets in a piecemeal fashion.648 The extent to which this is still an 
advantage of a floating charge is discussed above.649 Fourth, if the lead creditor is secured, 
its incentive to intervene in the running of the company and, eventually, to enforce, is 
increased as the company’s financial position deteriorates, since until that stage the secured 
creditor’s ‘cushion’ of assets may be sufficient to avoid the need to take action.650 Since it is 
at this stage that lead creditor intervention is most useful to other creditors, this can be seen 
as a factor in favour of the lead creditor being secured.

7.6.2.2. Signalling

Another possible benefit from security is said to be that it acts as a signal to other creditors. One 
view is that the grant of security signals that the borrower is of good quality. This is because 
security is costly to grant, and so a company will only be prepared to incur those costs if it has 
faith in its projects and wishes to signal to the market that its projects are worthwhile, that is, 
more worthwhile than the market is likely to think on the basis of other information that is 
available.651 The main problem with this argument is that it does not reflect the real world. 
In fact, security is demanded by creditors rather than offered by borrowers, and is demanded 
in those situations where it is of most use, that is, where the borrower’s creditworthiness is 
weak.652 Thus to the extent that it is a signal, it is a signal that the borrower is of poor quality. It 
is difficult to see the value of this signal as significant enough to explain why security is efficient.

7.6.2.3. Non-Adjusting Creditors

A third explanation often put forward as to why the lower cost of secured lending is not 
completely outweighed by the higher cost to the borrower of unsecured credit is that some 
unsecured creditors cannot adjust, and therefore the full cost of the security interest is not 
reflected in the increased costs of unsecured credit. This argument has been used by some 
commentators to conclude that secured lenders and borrowers are deliberately exploiting 
non-adjusting creditors to obtain more advantageous rates on secured lending than would 
be the case were these creditors to adjust fully.653 Empirical studies appear to show no 
support for the deliberate exploitation thesis.654 It is, however, said to be the case that the 
presence of security does damage the position of unsecured creditors, and that some unse-
cured creditors are not in a position to adjust fully.655
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 656 3.2.2.1.
 657 These include set-off, insurance and guarantees, as well as contractual terms.
 658 The use of information held in the company charges register by credit rating agencies (on whose information 
unsecured creditors rely) was made clear to the Law Commission during its consultation on the reform of the 
registration of company charges. See Law Commission, Company Security Interests: A Consultative Report, Consul-
tation Paper No 176(2004), 3.152 and fn 200. The ease with which this information can be procured by a creditor 
depends on the efficiency of the registration system: this argument has more weight where there is an effective, 
low-cost system of registration.
 659 6.3.1.6. Note that a negative pledge clause can also be included in a floating charge. See 7.4.4.
 660 Landlords are usually unsecured creditors.
 661 R Mokal, ‘The Priority of Secured Credit’ in R Mokal, Corporate Insolvency Law: Theory and Application 
(Oxford, Oxford University Press, 2005) 152 ff.
 662 Utility companies could also be included here, as well as the tax authorities. See below for discussion of these.

This bald statement of fact deserves examination. Let us consider the categories of credi-
tors discussed in chapter three.656 The first category is those who choose to extend credit to 
the company. Of these, some may be secured creditors (in the wide sense of having propri-
etary protection) and others may adjust by using the contractual means outlined in chapter 
six.657 If a creditor chooses to contract with a company, it has the means of discovering what 
security interests that company has granted over its assets (either by checking the register 
or by using a credit rating agency, which uses the information held in the company charges 
register to compile its ratings).658 If the company has assets over which it could grant secu-
rity in the future, the creditor can adjust either by taking security itself or by attempting to 
prevent security being granted to any other creditor by use of a negative pledge clause,659 
or by charging more for its loan to reflect the increased risk of security being given in the 
future. A creditor also has the capacity to adjust by the various means discussed in 3.2.2.1: 
by adjusting the price (either for this particular company or for all of its customers), by not 
extending credit, by diversification, or by refusing to contract with companies that appear 
to be in financial difficulties.

One could argue that if a creditor (such as a trade creditor or a landlord)660 is not able 
to adjust to the presence of security using one of these means, then it clearly cannot adjust 
to the other risks that are in the market, and the fact that such a creditor may itself become 
insolvent as a result of non-payment by the company is not a cause for great concern.661 
It should also be mentioned that many loans made by directors and group companies are 
unsecured. This may well be because of agreements with other creditors (such loans may 
also be subordinated) and is a product, therefore, of conscious choice. Such loans are often 
made when the company is in difficulties, and these lenders have a strong incentive to bene-
fit the company, and therefore will knowingly take on the risk of being unsecured. They are 
also in a strong position to monitor and to take steps to improve the financial position of 
the company.

It is possible to have more sympathy for the second category of creditors, namely those 
who, while they chose to have dealings with the company, did not choose to extend credit but 
have become creditors because the company has become liable to them, usually for breach 
of contract or in tort.662 Although it is possible for such creditors to protect themselves (for 
example, by refusing to pay for goods until they have been examined thoroughly to make 
sure they conform to the contract, or by keeping running accounts with the company so that 
they can assert set-off), this is not always possible. They are therefore in a similar position to 
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 663 See also the discussion at 3.3.3.2 and 5.5.2.
 664 R Mokal, ‘The Priority of Secured Credit’ in R Mokal, Corporate Insolvency Law: Theory and Application 
(Oxford, Oxford University Press, 2005) 151–52.
 665 Although it is not necessarily the case that tort claimants figure extensively in most US insolvencies either. See 
R Mokal, ‘The Priority of Secured Credit’ in R Mokal, Corporate Insolvency Law: Theory and Application (Oxford, 
Oxford University Press, 2005) 138–52; C Hill, ‘Is Secured Debt Efficient?’ (2002) 80 Texas Law Review 1117 fn 241.
 666 Most health care in the UK is provided by the National Health Service, and although there is a certain degree of 
‘claw-back’ from tortfeasors in relation to liability for road traffic accidents (Road Traffic Act 1988 ss 157–58), this 
is limited. The Law Commission recommended a much wider claw-back (see Law Commission Report No 262, 
Damages for Personal Injury: Medical, Nursing and Other Expenses (1999), paras 3.19–3.43) but this recommenda-
tion has not been enacted. However, the state does have the right to claw back certain social security payments 
made to an injured person from a tortfeasor (Social Security (Recovery of Benefits) Act 1997). Obviously, any 
payments clawed back can form part of the victim’s claim against the tortfeasor.
 667 Employers’ Liability (Compulsory Insurance) Act 1969, s 1; Road Traffic Act 1988, s 143.
 668 Third Party (Rights against Insurers) Act 2010. This is also provided by statute in some US states, such Louisi-
ana, Wisconsin and New York.
 669 L LoPucki, ‘The Unsecured Creditors’ Bargain’ (1994) 80 Virginia Law Review 1887, 1897.
 670 For the arguments in favour of this view, see E France, ‘Taking Security Over Liability Insurance: The Third 
Parties (Rights Against Insurers) Act 2010’ (2016) 18 Insolvency Intelligence 105.
 671 Under Third Party (Rights against Insurers) Act 2010 s 1(1).
 672 Law Commission Report 272, Third Parties—Rights against Insurers (2001), paras 7.13–7.14.

the third category of claimants—those who have no prior contact with the company before 
becoming creditors (such as tort claimants).

In relation to tort claimants,663 there is a distinction between the US position and that 
in the UK.664 Much of the US literature focuses on the weak position of tort claimants. 
However, in the UK, tort claimants are not a substantial category of unsecured creditor in 
most insolvencies.665 There are a number of differences between the UK and the US systems 
which may explain this, and which mean that the arguments made about tort claimants 
in the US context must be treated with care in the UK. The structure and funding of class 
actions is different in the US, and as a result such actions are much more common there 
than in the UK. Coupled with this is the quantum of damages, which is much larger in the 
US as damages include a punitive element which is usually assessed by a jury. The quantum 
of damages for personal injury is also affected by the difference in provision of health care 
and social security between the two countries.666

Many tort claimants are the victims of accidents at work or road accidents. In the UK 
liability insurance is compulsory for employers and drivers respectively in respect of both 
of these types of claims.667 Further, if the insured company is insolvent, victims have the 
right to claim direct against the insurance company by a statutory transfer of the insured 
company’s rights to the victim.668 This right to claim direct may also benefit other tort 
and contract claimants, since the company may well be insured for liability other than for 
employment and road accidents, such as liability for defective products, and damage caused 
to third parties through polluting or other dangerous activities. These kinds of tort claims 
figure significantly in the US literature.669 Thus, in the UK, tort victims have much greater 
protection in the insolvency of the company than appears to be the case in the US. It should 
be pointed out, though, that (in the UK), the insured is free to charge or assign the proceeds 
of a non-compulsory third-party insurance policy to a lender.670 If this security or absolute 
interest is not a floating charge, or if it is, the charge crystallises before the third party rights 
accrue,671 the lender will have priority over the victim in respect of the proceeds of the 
insurance policy.672
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 673 Law Commission report 368, Consumer Prepayments in Retailer Insolvency, 8.41 et seq.
 674 Government response to Law Commission reporty on Consumer Prepayments in Retailer Insolvency, 
December 2018, 20.
 675 L LoPucki, ‘The Unsecured Creditors’ Bargain’ (1994) 80 Virginia Law Review 1887, 1908 ff discusses this 
possibility in relation to tort claimants. For an argument that a similar system, operating in maritime law, has not 
had an adverse effect on the provision of secured credit, see K van der Biezenbos, ‘A Sea Change in Creditor Priori-
ties’ (2015) 48 University of Michigan Journal of Law Reform 595.
 676 The claim against the Secretary of State is for a maximum of eight weeks at £475 per week: Employment Rights 
Act 1996, ss 182–86. The weekly limit is raised regularly: the current limit is imposed by SI 2015/226 Sch 1.
 677 An employee’s preferential claim relates to wages for four months before the date of administration or wind-
ing up, with a maximum of £800, plus any accrued holiday pay within certain limits (Insolvency Act 1986, Sch 6; 
Insolvency Proceedings (Monetary Limits) Order 1986 (SI 1986/1996), para 4).
 678 See also 3.3.1.2.3.
 679 B Morgan, ‘Should the Sovereign be Paid First? A Comparative International Analysis of the Priority for 
Tax Claims in Bankruptcy’ (2000) 74 American Bankruptcy Law Journal 461, 505–06. (This needs to be balanced 
against the risk of sending the company into insolvency; see above.)

Several types of non-adjusting creditors deserve special mention. First, employees of the 
company are not in a position to take security or, usually, to adjust in any meaningful way. 
Most employees cannot negotiate their level of wages, especially once they have commenced 
employment, and it may be difficult for them to leave the company and obtain another 
job. Second, the tax authorities and utility companies cannot adjust (for example, by charg-
ing higher interest rates), except by being more aggressive in enforcing debts. However, 
this course of action may send the company into insolvency, and so the authorities have to 
balance the negative effects of this against their own protection. Another possible class of 
non-adjusting creditors, who have been the subject of a Law Commission report, are pre-
paying consumers. It was proposed that consumers who have paid more than £250 in the 
six months before insolvency should have a preferential status below that of employees but 
above floating chargeholders and the prescribed part.673 The UK Government is not taking 
this suggestion forward as it was concerned about unintended consequences.674

Those who consider that there is a transfer of wealth from secured lenders to non-
adjusting creditors suggest various ways to protect the latter. One possibility is for certain 
classes of non-adjusting creditors to be given priority over secured lenders (or a class of 
secured lenders).675 This suffers from the objection that it does not assist all non-adjusting 
creditors, but could be worth considering for particular disadvantaged groups. In the UK 
there are arguments against this course of action for the three main groups in contention. 
First, tort claimants are protected to some extent by a direct claim against an insurance 
company, as discussed above. Second, although the priority course is in fact followed to 
some extent for employees, who have preferential status above floating charge holders, 
employees themselves actually have a much better route for recovery. They are entitled to 
claim a sum direct from the Secretary of State, who is then subrogated to their preferen-
tial claim against the company.676 This directly claimed sum is greater than the amount 
of the employees’ preferential claim.677 Third, the tax authorities used to have preferential 
status above floating charge holders until 2002 (Crown preference), when this was abol-
ished in order to fund the ‘prescribed part’, the theory of which is discussed in the next 
paragraphs.678 Many countries have totally or partially abolished tax preference, largely 
because the tax authorities can protect themselves to a considerable extent via more efficient 
enforcement mechanisms.679 The strongest argument in favour of tax preference relates to 
tax collected or withheld by the company from others (for example, employees’ income tax 
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 680 Report of the Review Committee, Insolvency Law and Practice (Cmnd 8558, 1982) (The Cork Report), on 
which the Insolvency Act 1986 is based, para 1418.
 681 Preferential status for taxes paid directly by the company was abolished in 1986.
 682 See UK Govt, ‘Protecting Your Taxes in an Insolvency’ (Consultation Document, 26 February 2019). For a 
critique of the proposals, see K Akintola, ‘The Proposed Preferential Priority of Prepaying Consumers: A Fair Pack 
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 683 UK Govt, ‘Protecting Your Taxes In an Insolvency’ (Summary of Responses, 11 July 2019) s 2.
 684 Ibid, 2.7. The draft legislation is now available at https://assets.publishing.service.gov.uk/government/uploads/
system/uploads/attachment_data/file/816182/Changes_to_protect_tax_in_insolvency_cases_-_Draft_legislation.pdf.
 685 L Bebchuk and J Fried, ‘The Uneasy Case for the Priority of Secured Claims in Bankruptcy’ (1996) 105 Yale 
Law Journal 857, 905.
 686 Ibid, 908.
 687 L Bebchuk and J Fried, ‘The Uneasy Case for the Priority of Secured Claims in Bankruptcy: Further Thoughts 
and a Reply to Critics’ (1997) 82 Cornell Law Review 1279, 1323.
 688 Insolvency Act 1986, ss 176A and 176ZA; see 3.3.1.2.3. For a critique of the prescribed part, see K Akintola, 
‘The Prescribed Part for Unsecured Creditors: A Pithy Review’ (2017) 30(4) Insolvency Intelligence 55 and  
K Akintola, ‘The Prescribed Part for Unsecured Creditors: A Further Review’ (2019) 32 Insolvency Intelligence 67.

and value added tax paid by customers). This tax, in one sense, has already been collected 
and ‘belongs’ to the tax authorities, and it is hard to see why it should be available for the 
unsecured creditors.680 Preferential status in relation to this tax was given up by the UK 
Government in 2002,681 as it was considered more important for this asset to be available to 
the unsecured creditors generally, but the Government now proposes to reinstate ‘second-
ary preference’ status for this type of tax. This will have the effect that HMRC will rank 
below the employees (‘ordinary preferential creditors’) and above the prescribed part.682 
The responses to the Government’s consultation were nearly all negative, raising concerns 
about access to finance, costs of insolvency and delays to the insolvency process,683 but the 
Government appears determined to implement the policy, citing the argument made above 
that this money has already been collected for the tax authorities.684

Another possible mechanism for protecting non-adjusting creditors is to set aside a 
certain percentage of assets subject to a security interest for those creditors. Various such 
schemes have been suggested. One is for secured creditors to cede some priority to unse-
cured creditors who were non-adjusting in respect of the particular secured claim asserted 
by the secured creditors.685 The problem with this idea is that it is very difficult (and costly) 
to identify who the non-adjusting, as opposed to adjusting, unsecured creditors are.686 
Another scheme considered by US writers is the ‘fixed-fraction’ scheme, whereby secured 
creditors are only secured for a specific fraction of their secured claim, and the balance of 
the assets forming security are available for unsecured creditors.687 This can be contrasted 
with the actual position in the UK, where the prescribed part (available to all unsecured 
creditors) is a fixed fraction of the assets subject to the floating charge, whatever the amount 
of the debt owed to the floating chargee.688 Both schemes can be criticised on the basis that 
they will increase the cost of credit, either because lenders will charge more for credit (as 
their recovery is diminished) or because they will lend less. The latter danger is more likely 
in the UK, where a floating charge lender can protect itself by oversecuring, that is, attempt-
ing to ensure that there is a ‘cushion’ of floating charge assets which exceed the value of 
the debt, and which are available for the preferential creditors and the prescribed part. In 
fact, up till now, a floating chargee has been better off under the present scheme than when 
there was Crown preference, since the amount of the prescribed part is easily calculated 
in advance, as is the amount payable to preferential creditors, which depends largely on 

https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/816182/Changes_to_protect_tax_in_insolvency_cases_-_Draft_legislation.pdf
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 691 See C Sumner, ‘The Unwelcome Return Of Crown Preference In Corporate Insolvencies’ (2019) 2 Corporate 
Rescue and Insolvency 72.
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the number of employees the borrower company has. The amount due to the Crown, of 
course, was more difficult to predict, since it depended on how effective the Crown was in 
enforcing the sums due to it. With the reintroduction of Crown preference, together with 
the increase in the total amount of the prescribed part to £800,000,689 the floating chargee 
now has the worst of all worlds. Ironically, the UK Government have justified the increase 
to the prescribed part on the basis of inflation, so as to ‘to increase the cap in a way that 
remains linked to the original policy intent of transferring funds given up by the Crown to 
unsecured creditors’.690 This statement points to a lack of joined-up thinking in the design 
of policy in this area.691

Another problem with a partial priority scheme is that the costs of redistribution may 
not outweigh the benefits to the non-adjusting unsecured creditors.692 First, as all unsecured 
creditors benefit equally, those who do adjust will obtain a double benefit. Those who could 
have adjusted but chose not to (for whatever reason) will also benefit. This could act as a 
disincentive to adjustment.693 The amount left for genuine involuntary creditors is therefore 
small.694 If there is real concern about such creditors, and a desire to ensure that costs of torts 
are internalised within the borrower company, a better route is likely to be compulsory insur-
ance against such liability.695 The premiums that the company has to pay thus internalise the 
cost, and provide a disincentive against risky behaviour.696 Second, a rule of partial priority 
provides an incentive for secured creditors to structure their transactions so that the rule 
does not apply to them. This is particularly marked in the UK, where lenders have developed 
structures which do not include taking a floating charge,697 but is also a danger in the US.698

Other methods for improving the position of unsecured creditors should also be 
mentioned. Transactions in the run-up to insolvency likely to damage unsecured credi-
tors, including the grant of security for existing debt, attract remedies which are usually 
purely for the benefit of unsecured creditors.699 Such transactions potentially damage all 
unsecured creditors, as it is difficult to adjust accurately in relation to such transactions.700
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Strengthening these provisions (such as by extending section 245 of the Insolvency Act 
1986 to cover fixed charges)701 would protect unsecured creditors in a way that is targeted at 
the most objectionable types of security or other interests.702 Another possibility is to make 
it easier for unsecured creditors to adjust accurately, by improving transparency and reduc-
ing the cost of obtaining information about the credit of the borrowing company. Arguably 
the reforms discussed in the next section would do this.

7.7. Reform

Over the last 40 years, there has been much discussion about the need to reform the law 
governing personal property security in England and Wales.703 There has been some limited 
reform, for example in relation to the details of the registration system704 and in relation to 
the registration of charges created by overseas companies over property within the UK,705 
but no wholesale reform. There is still ongoing consideration of reform in the practitioner 
and academic fields.706 In the following section, we set out the arguments for and against 
reform, and give a brief description of what a reformed system might look like. It is not 
possible to include a detailed discussion in a book of this size, and the reader is referred to 
the relevant Law Commission papers and more specialist literature.707

7.7.1. Attributes of an Ideal Law

It is important, first, to consider what the most desirable attributes of a law governing the 
proprietary protection of creditors are. One such attribute is that the law is clear, certain 
and easily accessible. As discussed in this chapter, proprietary protection lowers the cost of 
credit, and, in order to price such reduction accurately, lenders need to be able to predict 
their position in law if the borrower defaults. There should be certainty as to whether a 
proprietary interest is effective against third parties, both when the borrower is solvent and 
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little on English law.

on its insolvency, and as to whether that interest is subject to any other interest in the same 
asset. In other words, the priority rules must be clear. Another attribute is that it should be 
possible to obtain a proprietary right over any asset of a borrower, and that the process of 
doing so should be as easy and cheap as possible. A further attribute is that it must be possi-
ble to acquire proprietary rights over both the present and future assets of the borrower, 
without any additional formalities in the future, and to acquire a non-possessory propri-
etary interest which does not prevent the borrower from disposing of the asset subject to 
that interest in the ordinary course of business.

Further, it should be possible for any creditor (with or without proprietary protection) 
to find out sufficient information to enable it to adjust adequately to the risks it takes in 
advancing credit.708 This means both that it should have accurate information about the 
extent of the borrower’s assets at the time it advances credit, and that it should be able to 
monitor what happens to those assets during the time it is exposed to the credit risk of 
the borrower, that is, after it has advanced credit but before it is paid. There should also 
be a simple and straightforward way for a creditor taking a proprietary interest to protect 
itself from losing priority to a future creditor taking a proprietary interest in the same asset. 
Further, it should be possible to enforce a proprietary claim effectively whether or not the 
borrower is insolvent. Lastly, although it should be possible for creditors to contract out of 
most default rules in relation to priority and enforcement, that default position should be 
the one most likely to be required in general, so as to minimise transaction costs. It will be 
noticed that these attributes refer to a ‘proprietary interest’ rather than to ‘security’. That is 
because if a lender relies on such an interest to protect it in the event of a borrower’s default, 
the desirable attributes of the relevant law are the same whether or not the interest is a ‘true’ 
security interest or an absolute one.

7.7.2. Unsatisfactory Aspects of English Law

With these desirable attributes in mind, it can be said that the English law of personal prop-
erty security is unsatisfactory from a practical point of view for several reasons. First, it is 
difficult to access. Most English personal property security law is found not in statute, but in 
case law dating from the middle of the nineteenth century. One example of this is the rule in 
Dearle v Hall governing the priority of successive assignments.709 The fact that so much of 
the law consists of case law, rather than legislation, means that substantial amounts of time 
and money are spent on research. In addition, the absence of a modern statute means that 
the UK has no exportable product; this limits its ability to influence the future shape of the 
law in Continental Europe.710

Secondly, once located, the law in this regard is confusing and over-complicated. English 
law has a range of devices which fulfil a security function, such as legal and equitable 
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mortgages, legal and equitable charges, title transfer and title retention devices, and hire 
purchase agreements. For each there exist separate creation, perfection and priority rules. 
The complexity of the priority rules is apparent from the discussion earlier in this chapter.711 
The law is also unclear in many respects. For example, the relation between registration and 
priority is complex, the scope of constructive notice arising from registration is uncertain,712 
and the effect of non-registration is likewise uncertain.713 The difficult distinction between 
the fixed and the floating charge has considerable priority and insolvency consequences. 
Priority of competing assignments of receivables is governed by the Dearle v Hall rule, criti-
cised above, and a lender taking an absolute assignment of receivables cannot protect its 
priority position by registration.714 Where a debtor wrongly disposes of property, the prior-
ity rules are different according to whether the creditor is a legal or equitable mortgagee or 
chargee, a seller under a conditional sale agreement, or the owner under a hire purchase 
agreement. The lack of clarity has been exacerbated by the introduction of the FCARs, 
which are uncertain in their scope and application.715

Thirdly, the system of registration is flawed in a number of ways. The process itself is 
cumbersome and expensive, and, although searching can now be done electronically, regis-
tration includes the submission of the original charge document in paper or electronic form, 
as well as particulars. The risk of mistakes in the particulars appears to be on those who 
subsequently search the register, rather than the person registering.716 The register itself can 
be misleading, and does not include all non-possessory interests which could affect secured 
or unsecured creditors.717 Further, the requirement of registration within a 21-day period 
leads to the invisibility period of 21 days718 and, if parties fail to register in time, they face 
unnecessary costs in order to obtain a court order to register out of time.719

The fact that there are specialist registers for particular types of assets also makes the 
system more complex.

7.7.3. Options for Reform

As appears from the discussion earlier in this chapter, the 2013 reforms to the registration 
system did not address most of these criticisms, and were of a very limited nature. There 
are, therefore, still several options for reform. The first, which is very limited, is for some of 
the specific criticisms of the 2013 reforms to be met, such as the lack of clarity in relation 
to constructive notice, and in relation to the position where the particulars are not consist-
ent with the charge agreement. Another possible option is to make amendments to English 
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 720 See eg R Calnan, ‘What is Wrong with the Law of Security’ in J de Lacy (ed), The Reform of UK Personal 
Property Security Law (Abingdon, Routledge-Cavendish, 2010). For general discussion see also Security and Title-
Based Financing, 23.46–23.61.
 721 Now art 9 (revised).
 722 The first such Act was the Ontario PPSA in 1967. There are PPSAs in nine of the ten provinces and the three 
territories. See R Cuming, C Walsh and R Wood, Personal Property Security Law (Toronto, Irwin Law, 2012).
 723 New Zealand Personal Property Securities Act 1999, which introduces a wholly electronic registration system. 
For detailed commentaries see M Gedye, R Cuming and R Wood, Personal Property Securities in New Zealand 
(New Zealand, Brookers, 2002); L Widdup, Personal Property Securities Act: A Conceptual Approach, 3rd edn 
(Wellington, LexisNexis Butterworths, 2012).
 724 Personal Property Securities Act 2009, which came into force in January 2012. For detailed discussion see  
A Duggan and D Brown, Australian Personal Property Securities Law (LexisNexis Butterworths Australia, 2012);  
B Whittaker, Review of the Personal Property Securities Act: Final Report (2015).
 725 Security Interests (Jersey) Law 2012. This relates to intangible property; consultation in relation to the law 
governing tangible property is still underway.
 726 Law Commission Consultation Paper No 176, Company Security Interests: A Consultative Report (2004).
 727 For further discussion, see L Gullifer and M Raczynska, ‘The English Law of Personal Property Security: 
Under-reformed?’ in L Gullifer and O Akseli (eds), Secured Transactions Law Reform: Principles, Policies and Prac-
tice (Oxford, Hart Publishing, 2016).
 728 See https://uncitral.un.org/en/texts/securityinterests/modellaw/secured_transactions.
 729 See https://uncitral.un.org/en/texts/securityinterests/legislativeguides/secured_transactions.
 730 See https://uncitral.un.org/en/texts/securityinterests/modellaw/secured_transactions/guide_to_enactment.
 731 See https://uncitral.un.org/sites/uncitral.un.org/files/media-documents/uncitral/en/pg_mlst_advancecopy.pdf.

law in a wider area than just registration of company charges. This could include the law 
relating to priority, not just between security interests but including absolute interests as 
well. It could also include the law of insolvency, so that, for example, the trigger for various 
statutory consequences could be something other than the distinction between fixed and 
floating charges.720

While, obviously, there could be considerable discussion about the content of such 
amendments, and they could be quite far-reaching, the resulting system would still fall foul 
of the first and second criticisms of English law set out above. Unless the whole system were 
codified, it would still be difficult to know what the law was (and an exportable product 
would still be lacking), and, even if it were codified (if that were possible), the distinctions 
between the different types of interests would remain.

A third option is wholesale reform of the English system, similar to that adopted recently 
in some other common law jurisdictions, namely a notice filing system, which utilises a 
functional approach when determining when its rules apply, where priority is usually deter-
mined by date of filing, and where there are common rules on enforcement for all interests 
falling within the scheme. Such a scheme was first introduced in the United States in Article 
9 of the Uniform Commercial Code (UCC),721 and has been broadly followed in the Personal 
Property Security Acts (PPSAs) of Canada,722 New Zealand,723 Australia724 and, recently, 
Jersey.725 The Law Commission, in its Consultative Report of 2005,726 set out a version of a 
PPSA scheme for England and Wales.727 More recently, UNCITRAL has produced a Model 
Law on Secured Transactions,728 which, together with the Legislative Guide,729 the Guide to 
Enactment730 and the Practice Guide,731 give a comprehensive account of the PPSA scheme. 
The following discussion sets out the main features of such a scheme, and seeks to point out 
where there would be significant change were such a scheme to be introduced in England 
and Wales.

https://uncitral.un.org/en/texts/securityinterests/modellaw/secured_transactions
https://uncitral.un.org/en/texts/securityinterests/legislativeguides/secured_transactions
https://uncitral.un.org/en/texts/securityinterests/modellaw/secured_transactions/guide_to_enactment
https://uncitral.un.org/sites/uncitral.un.org/files/media-documents/uncitral/en/pg_mlst_advancecopy.pdf
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 732 The references that are given are to art 9 (revised) UCC, Ontario PPSA (OPPSA), Saskatchewan PPSA 
(SPPSA), which was used as a model for the New Zealand Act, New Zealand PPSA (NZPPSA), Australian PPSA 
(APPSA) and the UNCITRAL Model Law.
 733 Although possessory interests do not require registration.
 734 But not the rules relating to enforcement: UCC (revised) art 9-601(g), SPPSA s 55(2)(a), NZPPSA s 105, 
APPSA s 109(1), UNCITRAL Model Law Art 1(2).
 735 UCC (revised) 1-201(37), OPPSA s 1(1), SPPSA s 2(1)(qq), NZPPSA s 17(1)(b), APPSA s 12(3), UNCITRAL 
Model Law Art 1(2). Certain types of assignments of receivables are excluded, such as those taking place on the 
sale of a business, and those that take place only to facilitate collection: UCC (revised) 9-109(d), OPPSA s 4, SPPSA  
ss 4(g) and (h), NZPPSA ss 23(e)(viii)–(x), APPSA ss 8(f)(vi)–(x).
 736 OPPSA s 2(c) (added by amendment in 2006), SPPSA s 2(1)(qq), NZPPSA s 17(b), APPSA ss 12(3) and 
13. Operating leases are not deemed security interests under UCC art 9, although they are very often registered 
anyway (Law Commission Consultation Paper No 176, Company Security Interests: A Consultative Report (2004), 
para 3-37), nor are they under the UNCITRAL Model Law.
 737 See eg JS Ziegel, ‘The New Provincial Chattel Security Law Regimes’ (1990) 70 Canada Bareview 681, 685–86.
 738 See 7.7.4.3.

7.7.4. Outline of Notice Filing Scheme732

7.7.4.1. Functional Approach

All interests created by agreement that have the function of security are included within the 
scheme, and are largely treated the same way. Differences of form are, therefore, disregarded. 
Thus the rules apply equally to pledges, liens, mortgages and charges,733 and also to title 
retention devices such as sales on ROT terms, conditional sales, hire purchase agreements 
and finance leases. Transactions with the function of security where title is transferred are 
also included. Title retention and title transfer devices for the purposes of security can be 
referred to as ‘quasi-security’ interests. Furthermore, two forms of transaction which do 
not perform the function of security are included in the rules governing registration and 
priorities,734 because of their similarity to transactions which do have a security function: 
these transactions are known as ‘deemed security interests’. They are absolute assignment of 
receivables735 and (operating) leases for over a year.736

The functional approach is often justified on the basis that these transactions all have 
a common function and so should be treated alike.737 The approach brings simplicity and 
clarity to a system where otherwise there would be a number of different ways of doing the 
same thing, each with slightly different legal consequences, which can be exploited by those 
aware of them, and which confuse those who are not. However, it also could be argued 
that the different forms of transactions do involve genuine (though, in some cases minor) 
differences and so the decision to treat them alike in law is a policy choice, which requires 
further justification. Such justification has to be made in relation to each area of law (regis-
tration, priorities and enforcement) and, in some cases, exceptions to uniform treatment 
are themselves justified. Thus, for example, in the PPSA scheme registration is not required 
for possessory interests, and the priority position of purchase money security interests is 
different from that of other security interests.738 It should be noted, however, that in relation 
to generalised arguments about secured credit (such as those discussed in 7.6 above), all 
creditors with a proprietary interest are treated alike, but are differentiated from unsecured 
creditors.

In relation to registration, parity of treatment for non-possessory interests with the 
function of security can be justified on the basis of publicity and ostensible ownership—that 
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 739 NZPPSA s 41, UCC (revised) art 9-313, OPPSA s 22, SPPSA s 24, APPSA s 21(2), UNCITRAL Model Law  
art 18(2).
 740 UCC (revised) art 9-312, 9-314, APPSA s 21(2)(c); UNCITRAL Model Law arts 25 and 27. What amounts to 
control is defined in APSSA, ss 25–29.
 741 The information varies from system to system, but see UCC (revised) art 9-502(a), NZPPSA s 142, APPSA,  
s 153, UNCITRAL Model Registry Provisions art 8.
 742 The New Zealand system is wholly electronic, as is the Australian system.
 743 Thus, if certain collateral is omitted, the security interest is valid in relation to the collateral mentioned, but not 
in relation to the omitted collateral. NZPPSA s 152, SPPSA s 43(9), APPSA s 164(3), UNCITRAL Model Registry 
Provisions art 24(5). This is in contrast to the current English system, where the risk of error in the particulars 
appears to be on subsequent persons searching the register, although now the entire charge document is registrable 
and can therefore be read.
 744 NZPPSA s 177, SPPSA s 18, OPPSA s 18, UCC (revised) art 9-210, APPSA s 275.

is, the fact that the borrower appears to own more assets than he actually does. Against this, 
it can be argued that lenders know that borrowers usually encumber their assets (either with 
true security interests or quasi-security interests), and so can discover this by due diligence 
exercises, coupled with warranties in lending agreements, so that a register is not necessary. 
Even if it is accepted that there is little danger of an interest being so hidden that it is impos-
sible to discover it, registration which is cheap to do and easy to access can cut the costs 
of taking security (including quasi-security) since an accurate register can form the basis 
of enquiries and prevent unnecessary investigation. Thus, for example, if a lender is lend-
ing against equipment which may be the subject of quasi-security interests, it is cheaper to 
undertake the necessary investigations (for example, as to how much is left to pay under the 
agreement) when there is a definitive list available which does not depend on the veracity 
of the borrower.

7.7.4.2. Registration

All interests within the scheme require ‘perfection’ if they are to be enforceable against third 
parties. ‘Enforceable’ in this context means having priority over unperfected interests and 
later registered interests, and being enforceable against a liquidator or administrator in the 
insolvency of the debtor. Possessory interests are perfected by the taking of possession (in 
English law pledges and liens are not created until possession is taken, so perfection and 
creation would be simultaneous).739 Some schemes provide that interests over financial 
collateral may be perfected by control.740

Most other security interests are perfected by registration, which means the filing of a 
financing statement giving certain minimum details about the identity of the debtor and of 
the secured party and a description of the collateral.741 In most schemes this information 
can be (or must be) submitted electronically by completing an online form.742 There is no 
need to submit (in any form) the agreement creating the interest, or to include details of its 
terms. The information is submitted directly to the register, and the risk of any errors is on 
the person submitting it, usually the secured party, since registration is conclusive evidence 
of the scope of the security interest.743 Although the information is relatively sparse, it is 
sufficient to enable any interested party to make enquiries of the registered secured party, 
who is obliged to provide fairly extensive further information.744 The financing statement 
can be filed at any time before or after the creation of the security interest. This is so that 
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a secured party can protect itself from the time that a security interest is envisaged, and 
removes the problem of the invisibility period.745

The secured party is not obliged to file at any particular time, but if it files after crea-
tion it risks losing priority to another secured party who files earlier. To avoid the risk of a 
filing being entered or remaining on the register if no security interest is actually granted, 
most systems require the debtor to be notified of the filing,746 and give the debtor power to 
remove an incorrect filing, or to require the filing of a statement correcting the position.747

Only one financing statement is required to be filed in relation to all security interests taken 
by the secured party over the assets specified. This means that where there are likely to be multi-
ple interests (such as when goods are sold on ROT terms), only one registration is required.

One of the advantages of a modern notice filing system, such as those established in New 
Zealand and Australia, is that it is wholly electronic—security interests are registered online, 
and the register can be searched online. The New Zealand computer system, for example, is 
cheap and easy to use,748 and requires very little maintenance. Further, such a system can be 
linked up to other registers, such as, in England, those relating to land, ships and aircraft, so 
that information registered on one register can be forwarded to another.749 A notice filing 
system would also address the other problems inherent in the current system identified 
above.750 Those relying on the register would be protected from mistaken registration, and 
there would not be any period during which a subsequent interest could lose priority to a prior 
invisible interest. There would also be no need for a secured creditor to apply for permission 
to register late, since registration can take place at any time. There would still be a significant 
incentive to register, since unregistered interests would be void against unsecured creditors 
in insolvency,751 and would lose priority to all registered security interests in the same assets.

7.7.4.3. Priorities

The basic priority rule is very simple: where interests in relation to any particular asset 
are perfected, priority is determined by the earlier of the date of registration and the date 
of perfection.752 In most cases, this will mean that priority is by date of registration. The 
date of creation of the interest is irrelevant. A perfected interest has priority over an unper-
fected one, and unperfected ones rank in order of attachment.753 These rules determine the 

 745 See 7.4.3.2.
 746 NZPPSA s 148, SPPSA s 43(12), OPPSA s 46(6), APPSA s 157, UNCITRAL Model Registry Provisions art 15, 
UCC (revised) art 9-509 (requires the debtor’s authorisation for filing, but this is usually by being bound by the 
security agreement).
 747 NZPPSA s 162, UCC (revised) art 9-518, SPPSA s 50, OPPSA s 56, APPSA s 178, UNCITRAL Model Registry 
Provisions art 20.
 748 Registration costs $14 and search of the register costs $2. The fees are less if the user uses an Application 
Programming Interface ($7 and $1).
 749 There is power in Companies Act 2006 to introduce such a system to the current register: see s 893.
 750 See 7.7.2.
 751 This is not the position in New Zealand.
 752 It is necessary to phrase it like this since a security interest cannot be perfected until it is created, but there can 
be registration before creation.
 753 Attachment is the moment when the security interest is effective as against the debtor and any creditors against 
whom an unperfected interest is not void, for example unsecured creditors before insolvency. It is defined in the 
PPSAs, as are the conditions that are necessary for an interest to attach, which are usually that value is given and 
that the debtor has rights in the collateral. NZPPSA s 40, SPPSA s 12, OPPSA s 11, UCC (revised) art 9-203, APPSA 
s 17. The UNCITRAL Model Law does not use the concept of ‘attachment’ but provide that the debtor must have 
rights in the collateral or the power to encumber it before a security right can be created.
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priority of security interests in relation to all advances made by the secured party, at what-
ever time, so that the rules on tacking do not apply.

Although these are the basic rules, there are some exceptions. In some systems, where 
one interest in an asset is perfected by registration and another by control, the interest 
perfected by control has priority, regardless of the dates of perfection.754 The parties can 
agree a different order of priority from that laid down by the basic rules. This can either be 
done by means of a subordination agreement, or by the debtor being given specific permis-
sion by a secured party to create security interests ranking in priority to that of the secured 
party. However, unlike a floating charge, a security agreement which merely gives the debtor 
permission to dispose of the assets in the ordinary course of business will only relate to 
dispositions which are not for the purpose of security, and will not (without more) cover the 
creation of subsequent security interests. Since the default position is that priority is by date 
of registration, there is no need for negative pledge clauses or automatic crystallisation to 
protect the position of a ‘floating chargee’.755 The troublesome question of whether registra-
tion constitutes constructive notice also disappears.756

An interest in an asset to secure an advance made to acquire that asset (a purchase money 
security interest, PMSI) has priority over a previously perfected interest which would attach 
to that asset under an after-acquired property clause. Most interests created by retention of 
title, such as conditional sale agreements and finance leases, fall into the category of PMSI, 
since title is retained to secure the purchase price. Leases which are deemed security inter-
ests are also treated as PMSIs.757 Some schemes also permit cross-collateralisation, so that 
an interest retains PMSI status not only to the extent that it secures the obligation to pay 
or repay the purchase price of that asset, but also to the extent that it secures all obliga-
tions owing from the debtor to the creditor;758 this is, in effect, an ‘all monies’ clause. Other 
schemes limit PMSI status to the obligation securing the purchase price of that asset.759 To 
obtain PMSI status, the interest must usually be registered within a certain (short) period 
following its attachment760 or following the debtor taking possession of the relevant asset, 
and some schemes require notice to be given to holders of prior registered interests when 
the PMSI is in inventory.761 Many schemes also provide that the perfected interest (together 
with its PMSI status) automatically continues to the proceeds of sale of the asset or to prod-
ucts made from it. In relation to proceeds in the form of receivables, this causes a conflict 
with a financier financing the debtor’s receivables, over whom the PMSI holder would, with-
out more, have priority. Many jurisdictions have recognised this tension and, as a matter of 
policy, have provided that, in this particular case, the PMSI super-priority should not apply 
and that priority should be by date of registration. Even this does not fully solve the conflict, 
since if the debtor refinances with a new receivables financier, who registers after the PMSI is 

 754 APPSA s 57(1), UNCITRAL Model Law arts 47, 51.
 755 In most schemes, perfected security interests have priority over execution creditors who execute later than the 
date of perfection, thus removing another reason for automatic crystallisation. See 7.4.4.
 756 UCC (revised) art 9–331(c), OPPSA s 46(5), SPPSA s 47, NZPPSA s 20, APPSA s 300.
 757 APPSA s 14(1)(c).
 758 UCC art 9-103(b)(2).
 759 APPSA s 14(3), UNCITRAL Model Law art 2(b).
 760 UCC (revised) art 9-324, SPPSA s 34, OPPSA s 33, NZPPSA s 74, APPSA s 62, UNCITRAL Model Law art 38. 
In all these schemes, in the case inventory, the registration must be before attachment or possession.
 761 UCC (revised) art 9-324(b) and (c), OPPSA s 33(1), SPPSA s 34(3), UNCITRAL Model Law art 38(2) (Option A).
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registered (and it must be remembered that a supplier of raw materials only needs to register 
once to cover all its future ROT supply contracts), the ROT supplier will still have priority 
over the receivables financier. Arguably, this could raise the cost of receivables financing, 
since the financier will, in order for its financing to be effective, have to make subordination 
agreements with all the debtor’s suppliers.762

There are many policy reasons for the PMSI super-priority.763 These include preventing 
the first registered financier having a monopoly on lending to a debtor (since one registra-
tion covers all future advances, any subsequent non-PMSI lenders would have to obtain a 
subordination agreement from the first lender in order to get priority) and considerations 
of fairness, as the PMSI lender swells the debtor’s assets by the amount lent, and if the asset 
falls within the first financier’s security interest, that financier obtains a ‘windfall’. PMSI 
lending is also seen as efficient, since those who lend on this basis are specialists in the field, 
and not only price the credit more accurately than a general financier, but also are in a better 
position to realise the asset if there is a default, and therefore can reflect this in the price of 
credit.

The circumstances in which a buyer764 would take free of security interests are specified 
separately from the rules governing priority between security interests. Basically, a buyer of 
goods takes assets subject to any prior security interests unless the sale is permitted in the 
security agreement (a type of floating charge) or either the security interest is unperfected or 
the disposition is of goods sold in the ordinary course of business of the debtor. The schemes 
vary as to whether the buyer’s knowledge of the security interest, or that the disposition is in 
breach of the security agreement, prevents the buyer taking free.

7.7.4.4. Enforcement

The schemes also normally provide a default code for enforcement outside insolvency.765 
This will provide for various methods of enforcement, which will vary according to the type 
of asset, but which broadly speaking involve the secured party taking control of the asset 
and then realising its value. A form of foreclosure, called retention, is also usually included. 
The debtor and other secured creditors (who may have an interest in the asset) are safe-
guarded by notice requirements. The default code will also include general obligations, such 
as the obligation to obtain market value when realising collateral and an obligation to act 
with commercial reasonableness.766 Further, the order of distribution on realisation will be 
prescribed, including an obligation to account to the debtor for any surplus after the enforc-
ing secured creditor and all other secured parties with an interest in the collateral have been 
paid. To some extent, the parties can contract out of these enforcement provisions, but not 

 762 The APPSA has a notice system which swings the balance further in favour of a receivables financier: see 
APPSA s 64; see also A Duggan and D Brown, Australian Personal Property Securities Law (LexisNexis Butter-
worths Australia, 2012) 8.41.
 763 For a full discussion see L Gullifer, ‘Retention of Title Clauses: A Question of Balance’ in A Burrows and E Peel 
(eds), Contract Terms (Oxford, Oxford University Press, 2007) 287–89. See also 7.4.4.
 764 Similar rules apply to lessors.
 765 See UCC Part 6, OPPSA Part V, SPPSA Part V, NZPPSA Part 9, APPSA ch 4, UNCITRAL Model Law ch VII.
 766 UCC (revised) art 9-610(b), OPPSA s 63(1), SPPSA s 65(3), NZPPSA s 110, APPSA ss 111 and 131, UNCITRAL 
Model Law art 3 (not just limited to enforcement).
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if third parties are affected. Further, there are certain provisions, such as the debtor’s right to 
the surplus and the right to redeem, which are mandatory.767

7.7.5. Assessment of Reform

The attributes of an ideal system, and an assessment of how English law fails to match 
up to this, are set out above. There is a strong case for reform, and for wholesale reform 
which not only produces a modern, wholly electronic registration system, but involves a 
rational and integrated system of registration and priorities, together with a codification 
of the law on enforcement.768 What arguments, then, can be made against this? The most 
general argument (which can be expressed in a variety of ways) is that the current system 
is not broken enough to warrant the costs of wholesale reform. It is said that the problems 
identified above can, largely, be overcome by drafting and devices which are now very famil-
iar to the legal profession, and that the uncertainties, which are unsatisfactory in theory, 
rarely cause important or expensive problems in practice. The costs of a wholly new system 
would be considerable; not so much in terms of setting up the central system but in terms 
of re-educating the users of that system (both lenders and borrowers and their lawyers) 
and the inevitable uncertainty that comes with a new system, even if the final result is law 
that is more certain. To some extent, an assessment of this argument is an empirical matter, 
since the actual extent of problems caused by the present law across the entire spectrum 
of borrowers and lenders is largely unknown, and the actual costs of reform can only be 
estimated. It should be borne in mind, though, that the transitional costs of any reform are 
immediate but transitory, while reform (if it is worthwhile) lasts for generations.

One way to assess the situation is to look at other countries, where the need for reform 
has been accepted and reform has been introduced relatively recently. The New Zealand 
experience has been largely favourable.769 In Australia the general benefits of reform have 
been appreciated, although there is still concern about the complexity of the Australian 
legislation and there is still much to do to educate small businesses. The conclusion reached 
in the review of the reforms is that they are still to achieve their potential to unlock value for 
businesses, though this is partly because of the initial transitional costs and the complexity 
of the legislation, which it is proposed should be simplified.770

 767 It will be recalled that these two rights are indicia of security under English law (see 7.2.1). The precise position 
varies among the jurisdictions. Some legislation lists the provisions that may be contracted out of (eg NZPPSA  
s 107, APPSA s 115), some lists the provisions that may not be contracted out of (UCC (revised) art 9-602), and 
some do both (SPPSA s 56(3), which provides that there can be no waiver or variation by agreement of the enforce-
ment provisions, with some limited exceptions, such as that in s 59(4) that the payment for collateral disposed may 
be deferred if agreed in the security agreement). The order of distribution can also be changed, but only by agree-
ment of all interested parties after default, not by the security agreement (s 60(2)). The UNCITRAL Model Law 
forbids contracting out of any enforcement provisions until after default (art 72(3)).
 768 See also the Secured Transactions Law Reform Project’s case for reform, http://securedtransactions lawreform-
project.org/the-case-for-reform.
 769 See S Flynn, ‘Personal Property Securities Reform’ (INSOL World—Second Quarter 2008); G Brodie, ‘Personal 
Property Securities: A New Zealand Maritime Perspective’ (2008) 22 Australia & New Zealand Maritime Law 
Journal; P Wells, ‘Personal Property Securities: Possibilities, Problems and Peculiarities’ [2008] Journal of the 
Australasian Law Teachers Association 335.
 770 B Whittaker, Review of the Personal Property Securities Act: Final Report (2015), www.ag.gov.au/consultations/
pages/StatutoryreviewofthePersonalPropertySecuritiesAct2009.aspx.

http://securedtransactions lawreformproject.org/the-case-for-reform
http://securedtransactions lawreformproject.org/the-case-for-reform
http://www.ag.gov.au/consultations/pages/StatutoryreviewofthePersonalPropertySecuritiesAct2009.aspx
http://www.ag.gov.au/consultations/pages/StatutoryreviewofthePersonalPropertySecuritiesAct2009.aspx


368 Creditor Protection: Proprietary

Other arguments are made against wholesale reform. One is that the current English 
law has the benefit of flexibility and upholds freedom of contract. Thus the ‘hierarchy’ 
of interests between a legal and an equitable interest means that the parties can choose a 
more formal approach to creation and have the priority protection of a legal interest, or can 
choose the more informal and flexible approach of equity, and still have an interest which 
is effective in insolvency and has relative priority against other interests.771 Further, new 
security devices can be created to deal with specific problems, in the way that the floating 
charge was developed over time to deal with circulating assets.772

However, these concerns can be met within a reformed system. The functional approach 
means that all interests with the purpose of security are treated alike in relation to regis-
tration and priorities, but within that approach there is freedom for the parties to agree 
whatever terms they like in the security agreement. The floating charge, in function if not in 
name, can remain and, in fact, aspects of it are built into the system.773 As mentioned above, 
the priority rules are largely default rules which can be varied by the parties, but the advan-
tage is that the default position is that which most parties would wish to adopt.774 There is 
no predetermined extent to which the parties can contract out of the enforcement scheme: 
this varies within the established schemes, and so could be very extensive in an English 
scheme. The present system, where only specified interests are registrable, is in some ways 
restrictive of the development of new interests, in that there is uncertainty as to whether 
such interests are registrable or not. For example, over the years many attempts have been 
made to draft clauses in relation to the proceeds of sale of goods sold on ROT terms which 
do not require registration, since they are, at present, difficult or impossible to register, and 
any interests created are void if they are not registered as they are likely to be characterised 
as charges.775 If the position in relation to registration were clear, such interests could have 
been developed more readily.

A further argument made against reform is that, although superficially simple, a notice 
filing system is actually too complex. It is true that there have to be some exceptions to the 
simple general rules to cover particular situations, for example the PMSI exception, and 
this does add complexity. The experience of other jurisdictions is relevant here. At least 
some of the complexity comes from the way that legislation is drafted rather than from 
the rules themselves. UCC Article 9 seems, to English eyes, to be rather impenetrable, and 
the Australian Act, which tries to cover every possible situation, is long and detailed.776 
However, the Canadian PPSAs, the New Zealand Act, the UNCITRAL Model Law and 
the Jersey Law are relatively short and are drafted in a straightforward manner, as was the 
draft suggested by the Law Commission. To some extent there is a trade-off between having 
enough rules, so that the law is certain and clear in most situations, and simplicity. Since the 

 771 City of London Law Society Financial Law Panel commentary on the Law Commission, Company Security 
Interests: A Consultative Report, Consultation Paper No 176 (2004), para 1.19.
 772 Ibid, para 1.16.
 773 Such as the priority of a purchaser in the ordinary course of business over a secured party; see 7.7.4.3.
 774 Unlike, for example, the present position in relation to floating charges, where, to obtain priority over a fixed 
charge, an effective negative pledge clause is necessary.
 775 See 7.2.5.3.
 776 See B Whittaker, Review of the Personal Property Securities Act: Final Report (2015), www.ag.gov.au/consulta-
tions/pages/StatutoryreviewofthePersonalPropertySecuritiesAct2009.aspx.

http://www.ag.gov.au/consultations/pages/StatutoryreviewofthePersonalPropertySecuritiesAct2009.aspx
http://www.ag.gov.au/consultations/pages/StatutoryreviewofthePersonalPropertySecuritiesAct2009.aspx
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principles behind a notice filing scheme are clear and straightforward, it can be argued that 
adding further detail does not detract from the basic clarity of the scheme.

One other objection is that the amount of information on the register is reduced in a 
notice filing scheme. This is undoubtedly true, in that at present virtually all the terms of 
the original charge are copied and pasted into the form that constitutes the basis of registra-
tion. However, the point of notice filing is that it gives the searcher notice of the interests 
registered, so that further enquiries can be made. As was pointed out earlier, it provides a 
definitive list of interests which need to be investigated, and therefore cuts the cost and risk 
of investigations rather than precluding the need for them altogether.

The weighing up of the advantages and disadvantages of wholesale reform depends, to 
some extent, on the perspective from which one comes. From a theoretical point of view, 
there is a strong case for adopting a codified system based on rational and coherent prin-
ciples. From a practical point of view, too, an electronic notice filing scheme is attractive 
and has proved successful in a number of jurisdictions similar to our own. There would be 
some costs and disruption while the system was changed, and so, from the perspective of 
those familiar with the existing system, change can be seen as undesirable. In assessing the 
impact of change, the experience of Australia in introducing their reforms is instructive and 
is worth monitoring closely.777

Are the arguments for wholesale reform stronger than those for a more piecemeal 
approach to reform of the registration system, or the wider law as discussed above?778 If 
one is replacing the current system with an electronic one, reforming the list of registra-
ble charges and changing the priority structure to make registration a priority point, for 
example, it could be said that it is much more conceptually coherent to take on the whole 
jurisprudence of notice filing, rather than trying to ‘bolt’ some of its ideas onto our current 
law. It could be said that a wholly new system would also involve working out how it fitted 
with the rest of the English law of personal property, and so achieving total conceptual 
coherence is never possible. However, other jurisdictions with similar common law juris-
prudence to our own have incorporated notice filing schemes, and the experience of Canada 
and New Zealand is that, after some transition, they fit well into the rest of the existing law. 
Changing the law to deal with a few particular problems would only be a temporary solu-
tion, in that new problems would emerge and new changes would then need to be made: 
this would mean that the law would be forever in a state of flux, which in the end is inimical 
to certainty.779

7.8. Conclusion

Taking a proprietary interest in assets gives a creditor very strong protection against the 
credit risk of a debtor. This process, however, is not without its difficulties and technicalities. 
The system of taking proprietary protection, both by way of an absolute interest and by way 

 777 See now the five-year review, ibid.
 778 See 7.7.3.
 779 See also L Gullifer, ‘Piecemeal Reform: Is It the Answer?’ in F Dahan (ed), Secured Lending in Commercial 
Transactions (Cheltenham, Edward Elgar, 2015).
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of security, under English law has been critically discussed in this chapter. Many aspects of 
the law are uncertain, including whether interests purporting to be of one kind are likely to 
be recharacterised as another kind. This is a particularly keen issue in relation to the float-
ing charge. The benefits in terms of corporate governance of having one lead creditor have 
already been pointed out,780 and the concept of the floating charge not only facilitates this 
but enables security to be taken over circulating assets which otherwise could not be used 
as collateral for borrowing. These beneficial features of the floating charge are offset by its 
treatment in insolvency and the uncertainty surrounding both the floating concept and 
recharacterisation. The future of the floating charge is therefore the subject of much debate.

Another area of uncertainty relates to the scope of the disapplication regime applying to 
security financial collateral arrangements: as enacted in the UK, the scheme is wider than is 
justified by its effect on the financial markets, and its precise boundaries are still unclear. Yet 
more uncertainty arises in relation to the priority rules, and still, to some extent, in relation 
to the registration system, despite recent reforms.

It has been argued in this chapter that the institution of security (widely interpreted to 
include some absolute proprietary interests) does increase the availability and decrease the 
cost of credit. While security does have a deleterious effect on unsecured creditors, most can 
bargain for protection, and there are targeted ways of protecting those who cannot, includ-
ing state payments to employees, compulsory insurance coupled with direct rights against 
the insurance company, and the prescribed part.

Finally, the options for reform of the system of taking security under English law have 
been considered. Many countries have undertaken wholesale reform of their systems, intro-
ducing codification and an electronic notice filing system. The arguments for and against 
such reform in this country have been considered, and it is concluded that wholesale reform 
is better in the long term than taking a piecemeal approach.

 780 3.2.2.4.2.



 1 It is not always the case that finance from a single lender will be in the form of ‘relationship lending’. Asset-
based finance, which is discussed at 2.3.4.3, depends less on the relationship between lender and borrower since 
it is not based on cash flow. However, the lender will monitor the assets of the company closely to ensure that it 
retains its proprietary protection.
 2 6.4.4.
 3 7.4.4.

8
Multiple Lenders

8.1. Introduction

Where a company borrows money from one lender, such as a bank, the organisation of the 
loan is relatively straightforward. The loan agreement is a contract between the borrower 
and the lender, and the terms of it govern their relationship. As we have seen, this relation-
ship may include contractual protection for the lender, which can be enforced by the lender 
taking whatever action the provisions allow. This could involve refusing to lend because a 
condition precedent has not been fulfilled, acceleration of the loan, relying on a right of  
set-off (outside or within insolvency), or obtaining an injunction to prevent the borrower 
from breaching a covenant. Alternatively, it may entail the lender suing the borrower for 
the debt owed, or for breach of contract. Again, if the lender has rights against a third party, 
it can enforce these directly against that third party. Similarly, if the lender has proprietary 
protection, such as a security interest, that means that the lender itself has a proprietary 
right in a particular asset or assets, and can assert this under the circumstances envisaged 
in the loan agreement either outside or within the insolvency of the borrower. A single 
bank lender is likely to have monitoring rights in relation to the borrower’s business and 
assets, and this means that the transaction is often seen as a relationship between lender  
and borrower (and is often referred to as ‘relationship lending’).1

Where a company wishes to access funds from more than one lender, it can take out a 
series of loans or other borrowing. An example of this is where each loan or borrowing is 
secured on a different asset. Such sequential lending can cause problems of priority, which 
can be dealt with by subordination agreements (where the borrowing is unsecured)2 and 
the general law of priority, usually modified by priority agreements, where the borrowing 
is secured.3 If a company is large and requires considerable funds, however, it will want to 
access a number of lenders simultaneously, either by taking out a syndicated loan or by issu-
ing debt securities.

Having multiple lenders raises a number of issues which do not arise where there is 
a single lender. First, there needs to be an organisational structure whereby one (legal) 
person sets up the transaction, collects in and distributes payments and is able to set in train 
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 4 Different legal persons may, in fact, perform each of these different functions.
 5 Decision-making procedures are discussed at 8.3.3 in relation to bonds and at 8.4.6 in relation to syndicated 
loans.
 6 See 6.3.3.
 7 This issue is dealt with by the ‘no-action’ clause found in debt securities, discussed at 8.3.4.2.3, and the ‘pro rata’ 
clause found in syndicated loan agreements, discussed at 8.4.1.
 8 For majority shareholders this is rarely a problem: the articles may provide them with the right to commence 
litigation and even if the right to commence litigation resides with the board, at the end of the day they have the right 
to remove the directors by ordinary resolution and thus to control the composition of the board. Minority sharehold-
ers also have the possibility of bringing such an action, by way of a derivative action: Companies Act 2006, ss 260–64 
(England, Wales and Northern Ireland) and ss 265–69 (Scotland). See generally Gower and Davies, ch 17.
 9 See 3.2.

the enforcement procedure, maybe even enforcing the debt obligation on behalf of all the 
lenders.4 There are considerable advantages to the borrower in having only one person to 
deal with, especially where the lenders are numerous and diverse, as in a bond issue. It is 
usually necessary to have some sort of decision-making procedure included in the structure 
of the transaction, and often having one person who can make relatively minor decisions on 
behalf of the lenders is advantageous to all.5 A decision-making procedure also has to deal 
with the potential problem of one lender holding out against the rest, since if one person 
can exercise termination provisions against the wishes of the others, this may well affect 
everyone due to the operation of cross-default clauses.6 Further, if each lender can enforce 
on its own, there is a danger that those who get in early will recover all that the issuer has, 
leaving the other bondholders to prove against an insolvent issuer.7 As will be seen below, 
these problems are overcome in whole or in part by the use of agents or trustees.

Secondly, in order to attract lenders there needs to be a mechanism for conveying infor-
mation to potential lenders. In relation to both syndicated loans and issues of debt securities 
fairly standard mechanisms have developed, which involve the use of specialist advisers, 
usually investment banks. There is considerable regulation of this process in relation to debt 
securities, but not in relation to syndicated loans. The content of this regulation, and the 
reasons for the difference in approach, are discussed below in chapter thirteen, while the 
operation of the mechanisms themselves is discussed in this chapter.

Thirdly, although not essential, it is desirable to have a system for transferring the 
company’s obligation to pay from one lender to another, both so that the potential pool 
of lenders can be increased and also to attract more lenders in the first place. The ways in 
which transfer of debt can be effected are discussed in chapter nine.

Issues similar to those discussed above arise in relation to shares as well as debt. 
Shareholders, especially in publicly traded companies, can be numerous, and can have 
diverse interests, and therefore the issue of who makes decisions on behalf of the sharehold-
ers as a whole, and the question of potential minority abuse, arise in that context just as they 
do with debt securities. Subject to that, issues of collective enforcement do not arise in quite 
the same way as they do in relation to debt. Shareholders are purchasing the ‘hope’ that the 
company will make profit rather the promise of a specific payment in the future (they are 
the residual claimants in the company). As a result there is no ultimate payment obligation 
to enforce. Shareholders can be involved, however, in the enforcement of obligations owed 
by the directors to the company.8 These issues are discussed in relation to shareholders in 
chapter three.9 Further, mechanisms similar to those used to attract investors in a bond 
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 10 4.6.
 11 9.2.6.
 12 The definition of ‘property’ in the Insolvency Act 1986, s 436 includes things in action.
 13 Transferability has generally been seen as a requirement for an asset to be seen as property: see National 
Provincial Bank v Ainsworth [1965] AC 1175, 1247–48. For discussion of whether transferability is a requirement 
for an asset to be seen as property, see Law of Personal Property, 1-004 and J Penner, The Idea of Property in Law 
(Oxford, Oxford University Press, 2000) 100–101.
 14 It is also more obvious where the securities are bearer securities, so that each debt is represented by a piece of 
paper.
 15 As opposed to civil law or other types of jurisdictions.
 16 For the historical background leading to the development of the trust, see P Pettit, Equity and the Law of 
Trusts, 12th edn (Oxford, Oxford University Press, 2012) ch 1; DJ Hayton and C Mitchell, Hayton and Mitchell: 
Commentary and Cases on the Law of Trusts and Equitable Remedies, 13th edn (London, Sweet & Maxwell, 2010) 
1-26–1-27; J Glister and J Lee (eds), Hanbury and Martin: Modern Equity, 21st edn (London, Thomson Reuters, 
2018) 1-003–1-017.
 17 P Pettit, Equity and the Law of Trusts, 12th edn (Oxford, Oxford University Press, 2012) 12.

issue are used in an initial public offering of shares. These mechanisms and the regulation 
governing them are discussed in chapter ten. Transfers of shares raise similar issues to the 
transfer of debt securities and are discussed in chapters four10 and nine.11

If the company’s obligation to the lender or investor is transferable, then it has a value in 
the hands of the transferor, and falls within its assets. As regards third parties (both transferees 
and an insolvency officer of the transferor)12 it is seen as property,13 and the transferor is seen 
as having a proprietary interest in the debt due to it or in the shares. Thus the transferor is seen 
as the owner of the debt or shares, and can sell or create a security interest over it or them. This 
is true in relation to loans (even loans made by one lender). However, the idea of ownership 
seems even more obvious when the debt is in some way reified by being divided up into secu-
rities, so that a person can say ‘I own a bond’,14 in a similar way to saying ‘I own a share’. The 
ownership of debt securities by the holders is largely taken for granted. However, the nature of 
this ownership right is not always clear cut, particularly where the debt obligation is not owed 
directly to the actual investor, for example in an issue of stock, or where securities are held 
through an intermediary. These issues are discussed below.

Before dealing with the specific application of the law to syndicated loans and bond 
issues, it is worth considering two important legal concepts that have been used to deal with 
the issues relating to multiple lenders set out above. These are trust and agency.

8.2. Basic Concepts

8.2.1. Trust

8.2.1.1. Introduction

The concept of a trust is largely peculiar to common law jurisdictions.15 It arose from the 
division of the law in England and Wales into that administered by the courts of common 
law and that administered by the Court of Chancery, which was known as equity.16 The 
trust has been called ‘the outstanding creation of equity’.17 It was developed originally from 
the medieval device of the use, whereby land was conveyed to a ‘feoffee’ by a common law 
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 18 Ibid.
 19 [1996] 1 AC 669, 705.
 20 This is especially true of the second proposition as to the role of conscience in the law of property (see  
W Swadling, ‘Property and Conscience’ (1988) 12 Trusts Law International 228 and see also S Agnew, ‘The Mean-
ing and Significance of Conscience in Private Law’ (2018) 77 CLJ 479), and as to whether a trust can arise without 
the trustee being aware of it (see, in relation to a resulting trust, the discussion in P Pettit, Equity and the Law of 
Trusts, 12th edn (Oxford, Oxford University Press, 2012) 14).
 21 For discussion of this phenomenon see P O’Hagan, ‘The Use of Trusts in Finance Structures’ [2000] Jour-
nal of International Trust and Corporate Planning 85; D Hayton, H Pigott and J Benjamin, ‘The Use of Trusts in 
International Financial Transactions’ [2002] Journal of International Banking and Financial Law 23; D Hayton,  
P Matthews and C Mitchell (eds), Underhill and Hayton: Law of Trusts and Trustees, 18th edn (London, LexisNexis 
Butterworths, 2010) 1.97–1.138; M Yip ‘The Commercial Context in Trusts Law’ [2016] Conveyancer 347.
 22 P O’Hagan, ‘The Use of Trusts in Finance Structures’ [2000] Journal of International Trust and Corpo-
rate Planning 85. These two aspects follow the third and fourth, and then the first and second propositions of  
Lord Browne-Wilkinson set out above.

conveyance, with directions to hold it for other persons, known as the ‘cestui que use’.18 
Although the use was largely abolished by the Statute of Uses in 1535, the concept remained 
and in the seventeenth century was developed into the trust: a concept whereby one person 
owns property at law, but is obliged in equity to deal with it in accordance with the terms 
of the trust for the beneficiary (or beneficiaries) of the trust. A relatively recent statement 
of the basic principles of trust law was given by Lord Browne-Wilkinson in Westdeutsche 
Landesbank Girozentrale v Islington LBC:19

 (i) Equity operates on the conscience of the owner of the legal interest. In the case of a trust, the 
conscience of the legal owner requires him to carry out the purposes for which the property 
was vested in him (express or implied trust) or which the law imposes on him by reason of 
his unconscionable conduct (constructive trust).

 (ii) Since the equitable jurisdiction to enforce trusts depends upon the conscience of the holder of 
the legal interest being affected, he cannot be a trustee of the property if and so long as he is 
ignorant of the facts alleged to affect his conscience, that is, until he is aware that he is intended 
to hold the property for the benefit of others in the case of an express or implied trust, or, in the 
case of a constructive trust, of the factors which are alleged to affect his conscience.

 (iii) In order to establish a trust there must be identifiable trust property. The only apparent excep-
tion to this rule is a constructive trust imposed on a person who dishonestly assists in a breach of 
trust who may come under fiduciary duties even if he does not receive identifiable trust property.

 (iv) Once a trust is established, as from the date of its establishment the beneficiary has, in equity, 
a proprietary interest in the trust property, which proprietary interest will be enforceable 
in equity against any subsequent holder of the property (whether the original property or 
substituted property into which it can be traced) other than a purchaser for value of the legal 
interest without notice.

8.2.1.2. Use of the Trust in Commercial Transactions

Although Lord Browne-Wilkinson’s statement has not proved uncontroversial,20 it is a good 
starting point for considering the basic features of a trust. In the eighteenth and nineteenth 
centuries, and for a portion of the twentieth century, the main use of a trust was in relation 
to the protection of family assets, but over the years, and particularly recently, it has been 
developed widely for use in commercial transactions,21 including those involving multiple 
lenders. Its use in this field has been based upon the two main distinctive features of a trust.22  
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 23 J Glister and J Lee (eds), Hanbury and Martin: Modern Equity, 21st edn (London, Thomson Reuters, 2018) 
1–019; D Hayton, P Matthews and C Mitchell (eds), Underhill and Hayton: Law of Trusts and Trustees, 18th edn 
(London, LexisNexis Butterworths, 2010) 1-47–1-52.
 24 8.3.2.3.2(b).
 25 See 8.3.2.3.1.
 26 Armitage v Nurse [1998] Ch 241. Millett LJ said at 253 that ‘there is an irreducible core of obligations owed by 
the trustees to the beneficiaries and enforceable by them which is fundamental to the concept of a trust’. However, 
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 27 Re Brogden (1888) 38 Ch D 546 (deals with duty to safeguard trust assets); Buttle v Saunders [1950] 2 All ER 
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 28 Bray v Ford [1896] AC 44; Boardman v Phipps [1967] 2 AC 46.
 29 Bartlett v Barclays Bank Trust Co Ltd (No 2) [1980] 1 Ch 515, 534.
 30 8.3.4.
 31 So that, for example, there is usually only a very limited duty to monitor the financial position of the borrower; 
see 8.3.4.2.2.

First, there is the separation of title between the legal owner and the beneficiaries. The 
beneficiaries have an equitable proprietary interest in the trust property, which persists 
against the trustee, and also against any subsequent owner of the property, except a  
bona fide purchaser of the legal interest without notice, although enforcement against such 
an owner has to be by the trustee rather than the beneficiaries.23 This persistence is effective 
even in the insolvency of the trustee or the third party, so that the beneficiaries have priority 
over all the other creditors of that party in relation to that asset. This persistence in insol-
vency is one of the main reasons why the trust structure is the best explanation of the rights 
of owners of securities who hold them through an intermediary. As explained below, such 
owners include many bondholders, where the bond is issued as a global note.24 Moreover, 
the trust property can be held for any number of beneficiaries, which makes the structure 
particularly useful in the situation of multiple lenders. Thus, where security is given for the 
loan, the security can be granted to the trustee to be held on behalf of the lenders.25

Secondly, the fiduciary obligation owed by the trustee to the beneficiaries imposes a 
number of duties on the trustee. The precise nature of the trustee’s duties in any situation 
is governed by the terms of the trust deed, and the primary duty of the trustee is to comply 
with those terms. However, there are some basic duties common to all trustees, such as the 
duty to exercise their powers in the best interests of the beneficiaries,26 to preserve the trust 
fund27 and not to put themselves in a position of conflict of interest with the beneficiaries 
of the trust, including obtaining unauthorised benefits from the use of the trust property.28 
Trustees also owe a duty of care to the beneficiaries of the trust, although the precise bound-
aries of that duty will depend upon the provisions in the trust deed, and on the status of the 
trustee. A professional corporate trustee owes a duty of special care and skill, because of the 
expertise it professes to have,29 although the extent of this, too, will depend on the terms of 
the trust deed. The extent to which the trust deed can define the trustee’s obligations and 
exclude liability is a matter of considerable debate and is discussed below in the context of 
bond trustees.30

It is the ability of the trustee to act on behalf of the beneficiaries with respect to the 
trust property that is of particular use in relation to issues of stock and bonds. Although 
a bond trustee’s powers and duties are usually limited to some extent by the trust deed,31 
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 33 Knight v Knight (1840) 3 Beav 148, 173.
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[1975] WLR 279, 282.
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it performs many functions which would be difficult or expensive for the bondholders to 
perform collectively, such as dealing with modifications to the terms of the bonds, receiving 
information from the issuer and taking action on possible events of default.32 Further, the 
ability to enforce the security on behalf of bondholders or syndicated lenders is one of the 
main benefits of having a security trustee.

8.2.1.3. The Three Certainties

Although trusts can be created by operation of law, it is with the creation of express trusts 
that we are concerned here. The trust is created by a trust deed, which is one of the several 
documents drawn up when the bond or stock issue takes place or a secured syndicated loan 
is set up. In order to create an express trust, three certainties must be present: certainty of 
intention to create a trust, certainty of objects (that is, who is to benefit from the trust), and 
certainty of subject matter of the trust.33 These will now be considered in turn.

8.2.1.3.1. Certainty of Intention to Create a Trust

The intention to create a trust must be apparent from the words of the documentation (and 
any surrounding circumstances) but there is no need for any particular form of words to be 
used.34 This is not usually an issue where there is a trustee of a stock or bond issue, or where 
the security for a syndicated loan is held by a trustee, since the trust deed will expressly use 
the word ‘trust’. However, the question might conceivably arise where it is sought to use a 
trust structure to explain the holding of securities by an intermediary, if the agreement is 
not so explicit.

8.2.1.3.2. Certainty of Objects

The need for certainty of objects means not only that it must be certain for what purpose 
the trust was created, but that there needs to be one or more beneficiaries who are either 
legal or natural persons35 and that the identity of those ‘objects’ is clear. There is no need for 
these beneficiaries to be individually identified when the trust is created36 so long as they 
form an ascertainable class.37 Thus it can be seen how beneficial the trust structure is when 
there is a class of multiple lenders, the membership of which can change frequently, without 
the knowledge of the issuer, by transfer of the stock, bonds or loans. The issuer or borrower 
only has to deal with one trustee without worrying about the identity or the whereabouts 
of the lenders.
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 39 Wright v National Westminster Bank plc [2014] EWHC 3158 (Ch).
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8.2.1.3.3. Certainty of Subject Matter

The third requirement of certainty, that of subject matter, is potentially more problematic, 
especially when applying a trusts analysis to securities held through an intermediary. The 
principle is discussed at this point, and its application discussed later on in the chapter.38 
The rule is that there cannot be a valid trust unless the subject matter of the trust can be 
identified.39 The identification can be very wide, such as ‘all my property’, but any further act 
of appropriation cannot be left to be done by the trustee or a third party. The main difficulty, 
especially in the commercial context, arises where there is a defined pool of assets of which a 
part is declared to be held on trust. The argument is that there cannot be a valid trust, since it 
is not known which of the assets form the trust property. Thus, if A owns ten bottles of wine, 
he cannot declare himself trustee of five bottles of this wine for B, as it is not known which 
five bottles are held on trust for B.

Three cases are said to establish this proposition in relation to tangible assets, although 
only one in fact actually concerned a defined pool of assets. In Re London Wine Co (Shippers) 
Ltd,40 a company which sold wine to customers buying for investment had granted a float-
ing charge to a bank. The receiver appointed under that charge claimed that all the stocks of 
wine held by the company belonged to it and not to the buyers, and so were subject to the 
charge. No wine was ever appropriated to each customer and it was held that no property 
could therefore pass under a contract of sale because of section 16 of the Sale of Goods  
Act 1893.41 The buyers also argued that the sellers held ‘the wine that they had bought’ on 
trust for them. This entailed arguing that the contract of sale manifested an intention to 
create a trust (which in itself was dubious) and that there was sufficient certainty of subject 
matter, on the basis that there was an identifiable mass and a declaration of trust of a quan-
titative interest within that mass. This argument was rejected as there was no ascertainable 
mass, since the company remained free to fulfil its contracts to the purchasers from any 
source.42 The court said that even if there had been an identifiable mass, the declaration of 
trust could only have taken effect as a trust of the whole, giving effect to the proportionate 
interest of the beneficiary, so that, in the example above, A would hold all ten bottles of wine 
on trust for itself and B in equal shares.43

Similar reasoning applied in Re Goldcorp Exchange Ltd.44 Here, customers bought gold 
from a company, and were led to believe that the company was storing gold in its vaults 
on their behalf. In fact it only stored enough gold to meet its commitments to deliver on 
a daily basis. Despite the customers’ belief, it was clear from the contract that the sale was 
not out of an identified bulk, and the subject matter of the contract was therefore totally 
unascertained. As a result no property could pass when the contract was made,45 nor was 
there any trust created when the company acquired gold from which it was going to fulfil 



378 Multiple Lenders

 46 Ibid, 96–97.
 47 [1927] 1 Ch 606.
 48 They also claimed specific performance, but this failed as the goods were not ‘specific or ascertained’ as 
required under s 52 Sale of Goods Act.
 49 Ibid, 636 (Atkin LJ).
 50 Re Goldcorp Exchange Ltd [1995] 1 AC 74. Lord Mustill said at 91: ‘Their Lordships do not doubt that the 
vendor of goods sold ex-bulk can effectively declare himself trustee of the bulk in favour of the buyer, so as to 
confer pro tanto an equitable title.’ See also Re London Wine Co [1986] PCC 121, 136–37.
 51 Hunter v Moss [1994] 1 WLR 452, upholding decision at first instance [1993] 1 WLR 934.
 52 [1993] 1 WLR 934, 945.

its obligations (since there was no duty to fulfil any obligation out of the gold acquired: the 
company could have bought in more gold).46

The sale in the third case, Re Wait,47 was out of an ascertained bulk, but since it was 
clear that property could not pass at law because of section 16 of the Sale of Goods Act, 
the claimants claimed that there had been an equitable assignment of part of the bulk.48 
This argument failed largely on the grounds that, where there was a contract for the sale of 
goods, the parties would not be taken to have intended to create equitable rights or interests 
in the absence of express words, especially where the creation of a legal interest failed.49  
Lord Hanworth, though, also said that the argument that there was an equitable assignment 
failed as the subject matter was not specific.

As can be seen, neither of the first two cases is direct authority for the proposition that 
there cannot be a declaration of trust of a certain number of goods out of a mass, since in 
neither case was there a defined mass. In fact, in both cases it was envisaged that such a trust 
could be declared,50 although at least in Re London Wine it was envisaged that this would 
be a trust of the whole, held in proportionate shares. In Re Wait, there was no declaration 
of trust, nor could such a declaration be implied from the contract made. It is from these 
three cases, none of which is directly on the point, that the doctrine that it is not possible 
to declare a trust of a certain number of tangible objects out of a mass of such objects has 
developed. It is, though, possible for a trustee to hold a mass on trust for himself and/or 
others in undivided shares, that is, fractional interests in the mass.

The next series of cases involves intangible property. In Hunter v Moss,51 A declared 
himself trustee for B of 5 per cent of the issued share capital of a company whose share capi-
tal consisted of 1,000 shares. A was the registered owner of 950 shares, so the declaration of 
trust was said to apply to 50 shares out of 950. Colin Rimer QC held at first instance that the 
trust did not fail for uncertainty of subject matter, and his judgment was upheld in the Court 
of Appeal. The first instance judgment is more detailed than that of the Court of Appeal, 
and the reasoning is easier to follow. It is based on there being a difference between a trust 
of tangible objects, which can be separated and which each have a different existence, and 
intangible assets, which cannot physically be separated or allocated, and so the requirement 
of certainty can be satisfied in a different way from that required in relation to tangibles. The 
requirement of certainty, the judge said, was based not on some immutable principle about 
allocation but on ‘whether, immediately after the purported declaration of trust, the court 
could, if asked, make an order for the execution of the purported trust’.52 This was entirely 
possible: if the court had made such an order, 50 shares out of the 950 registered in A’s name 
could have been transferred to B and registered in his name, and this would have executed 
the trust. B could not have complained that he had received the ‘wrong’ shares because the 
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shares were completely indistinguishable from one another, not just contractually (as with 
bottles of wine, where delivery of any out of a mass might satisfy a contract of sale, but there 
might be real differences between them, in that one might be corked or have been stored 
badly and therefore have deteriorated)53 but absolutely, so that it is not possible to separate 
one from another.54

The decision in Hunter v Moss has been subject to extensive criticism.55 However, it 
was (rather unenthusiastically) followed in England in the subsequent case of Re Harvard 
Securities Ltd56 and (more enthusiastically) in Hong Kong.57 In the Australian case of White v 
Shortall, the question was considered at some length at first instance.58 The judge supported 
the result in Hunter v Moss, though not the reasoning of the Court of Appeal. His process of 
reasoning is particularly interesting as he focuses on the nature of the property (shares). He 
points out that the choses in action which a shareholder has (and which therefore represent 
the value of his shareholding) are not necessarily divided up on a share-by-share basis. For 
example, in relation to the right to be paid a dividend he says:

In that way, the chose in action—the thing that the law regards as a piece of property because it 
can be sued for—is the single right to be paid the dividend, the measure of which is the number 
of shares held.59

He then goes on to say:

Given the types of rights that are involved in holding shares in a company, the way that rights of 
a shareholder need not be identified only in terms of owning particular identified shares, how 
identification of individual shares can be unimportant for a transfer of some of the shares in a 
shareholding, and how these particular shares in [the relevant company] were in any event not 
numbered and were held as an undifferentiated balance in a share register, there is nothing in the 
nature of the trust property that is inconsistent with recognising the validity of the trust.60

This argument reflects that which has been put forward for many years by Professor 
Goode;61 namely that shares (and other intangible property) are not separate pieces of 
property, rather the number of shares is merely a way of determining the size of each share-
holding. Thus, even the legal owner of shares does not own a number of separate pieces of 
property, but owns an undivided share in the share capital of the company. When a person is  
registered as the legal owner of 250 shares out of a share capital of 1,000, what he really owns  
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is 25 per cent of the share capital.62 If he declares himself trustee of 50 shares out of his 250 
for B, the question ‘of which shares is he the trustee?’ does not arise. The position must be 
that he is holding 20 per cent of his 25 per cent for B, and therefore holds his 25 per cent for 
himself and B as tenants in common in the proportions 80 per cent to 20 per cent. A similar 
argument applies to debt securities.63

So far, the situation where a person declares a trust of part of his intangible property has 
been considered. It is more usual in commercial situations for either A to transfer property 
to B to hold on trust for C and D, or for C and D to transfer their property to B to hold on 
trust for them. As long as there is agreement that the property can be mixed, the analysis is 
very similar to that discussed above. In theory there is the possibility that B’s own property 
could also be held as part of the mixture, although in practice there are usually regulatory 
restrictions on this.64 In summary, there are a number of different ways of approaching the 
question of certainty of subject matter in the commercial context, each of which lead to a 
similar conclusion. These will now be examined in a little more detail.

One approach is that it is necessary for the trustee to declare that he is holding the prop-
erty for the beneficiaries (which could include himself) in undivided shares as tenants in 
common.65 There is no real doubt that this would be effective, though the question remains 
whether such a declaration would be implied if not express. It is very likely to be implied 
in commercial situations,66 and the co-ownership analysis has been judicially accepted in a 
number of cases.67

A second approach is that discussed above, whereby shares, debt securities or parts 
of debts are characterised as fractional interests in the whole. This approach needs to be 
combined with the co-ownership analysis, since, in practice, each fractional interest acquires 
a history and if one is mixed with another, there has to be some explanation of why those 
histories are ignored: the co-ownership analysis provides this explanation.68

A third, rather different, approach is the argument that the purpose of the certainty 
rule is to enable the trust to be administered and executed, and so long as this is possible, 
then the requirement is fulfilled.69 This view is consistent with a view of a trust as primarily 
concerning obligations in relation to property, rather than conferring equitable ownership 
on the beneficiaries. Obviously, it is important to know in respect of which property the 
obligations are owed (otherwise the trust is no more than a contract); however, it is possi-
ble for the obligations to be owed in relation to part of a larger mass of property if the 
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declaration of trust is sufficiently clear for the trustee to know what to do in any given 
circumstance,70 for example, if he disposes of any of the mass, if profits accrue to the mass, 
or if a disposal is taxed.71

So far the discussion has been limited to the scenario where a trust is declared over a 
specified fund or account in which the intangible property remains static, or relatively static. 
Litigation has also thrown up two other problems which have caused the law on certainty 
of subject matter to be examined. First, there is the situation, common where securities are 
held through intermediaries, where the trustee has the right to use the securities it holds 
for its own purposes so long as it replaces them with equivalent securities.72 Such a ‘right 
of use’ has been held not to destroy the trust, and, when there are securities in the relevant 
account, they are held on trust despite the fact that they are not the original securities over 
which the trust was declared.73 A trust can be validly declared over after-acquired property 
even if the trustee does not hold any property at all at the time of the declaration.74 The 
important point is that the trust is declared over identified property (in this case, securities 
held within a particular account). A more difficult problem arises where a trust is declared 
over intangible property which is supposed to be segregated into an account but, in breach 
of trust, is not. Can property falling within the description still fall within the trust? This 
issue arose in the Lehman litigation in the context of the statutory trust over client money: 
Lehman had failed to segregate much of this client money but the Supreme Court held that 
the trust extended to identifiable client money even if it were not segregated and could not 
be traced.75 This decision was, however, based on the purpose of the particular statutory 
scheme and the wording of the client money rules,76 rather than laying down any general 
principles. Generally, if a person mixes property he holds on trust with his own, it remains 
trust property and can be traced,77 but only if it can be identified according to the rules of 
tracing.78 In that situation, the trustee holds the property (for example, a credit balance 
at a bank) partly for himself and partly for the beneficiaries rateably according to their 
contributions.

8.2.1.3.4. Equitable Nature of an Interest under a Trust

An interest of a beneficiary under a trust is an equitable interest, and thus attracts certain 
rules which do not apply to ownership or other interests at law. One difference relates 
to formalities: transfer of an equitable interest must be in writing.79 However, certain 
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formalities which are necessary for a legal interest to be transferred (such as the registra-
tion of a transfer of shares at law) are not necessary in relation to the transfer of equitable 
interests. Another difference relates to priorities, namely that where an equitable interest 
is transferred to another who is unaware of an inconsistent equitable right or interest, the 
transferee does not take free of that right or interest, while the transferee of a legal interest 
in property (absolute ownership or a security interest) will take free if in good faith and 
without notice of the inconsistent equitable right or interest.

8.2.2. Agency

The concept of an agent is simple: it is a person who acts on behalf of another person 
so that the former can affect the latter’s legal relations with third parties.80 Unlike a 
trustee, the agent is not appointed in relation to any particular property, but the scope 
of his duties and powers is usually defined by an agency agreement, although it can 
also be wholly or partially implied from his situation, for example the nature of his 
employment. This scope is known as the agent’s authority, and is important in two ways. 
First, we should consider the position as between the agent and his principal. If the 
agent acts outside his authority, he is in breach of contract and the principal can, in 
extreme cases, terminate the agency agreement. Second, we should consider the position 
between the agent and a third party, given that the main value of the concept of agency 
is that an agent can make binding contracts between the principal and third parties. 
Although any attempt to bind the principal to a contract in a way which is outside the 
agent’s actual (express or implied) authority is, as between the agent and the principal, a 
breach of contract, it may nevertheless be successful in binding the principal to the third 
party. This would be the case if the principal had held the agent out as having authority 
(ostensible or apparent authority), and the third party had relied on that holding out, or 
if the principal had later ratified the unauthorised transaction. It is also possible for an 
agent to act on behalf of a principal without disclosing the fact that he is an agent: the 
principal will be bound where the agent acts within his authority and also, exceptionally, 
where the agent is in a position which would have given rise to apparent authority had 
the agent been disclosed.81

The position between the principal and the agent is of significance where an agent repre-
sents multiple lenders. Although the agent’s authority and specific duties are defined by 
the agency agreement, there are certain duties which are inherent to agency, at least unless 
excluded by the agency agreement. Not only does an agent owe a duty of care and skill in 
performing his duties, but he is often, but not always,82 treated as a fiduciary. This has the 
effect that he owes a duty to his principal to act in good faith, and to avoid conflicts of inter-
est both between his principal and any other principals he has, and between himself and his 
principal.
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8.3. Issue of Debt Securities83

It will be recalled from the discussion in chapter two84 that debt securities are tradable instru-
ments issued by a company to multiple lenders. They are tradable by nature, and are usually 
listed for trading on a public secondary market, although there is no requirement for them 
to be so. Debt securities can vary enormously in terms of the amount repayable, the term of 
repayment, whether and how interest is charged and so on.85 There are also more compli-
cated types of debt securities: those which are convertible into, or exchangeable for, equity 
securities,86 those which are backed by assets,87 and those which have equity-like features and 
are known as ‘hybrids’.88 The discussion in this chapter seeks to make general legal points 
about debt securities, although not every point will apply to every type. One crucial distinc-
tion is made, however: that between bonds (or notes) and stock.89 These two types of securities 
are structured differently and so are subject to a different legal analysis in what follows.  
It should also be made clear that the discussion relates solely to debt securities issued in the 
UK, although some of the more general points apply to securities issued elsewhere.

8.3.1. Attracting Lenders

The first task in a securities issue is attracting lenders who are prepared to invest. Where 
the securities are listed on a regulated exchange, and sometimes in other circumstances, the 
process of eliciting lenders will attract regulatory supervision. Regulation of debt is dealt 
with in chapter thirteen and what follows is merely a short description of the varieties of 
process by which buyers of debt securities are found.

There are two main ways in which bond issues are sold: either by a single stand-alone 
issue, or under a ‘programme’. Short-term securities such as commercial paper are nearly 
always issued under a programme,90 and it is also common for longer-term notes to be 
issued in this way.91 In a programme, the documentation for a series of issues is drafted 
and agreed in advance, so that each issue only requires very limited documentation.92 
Stand-alone issues require full documentation for each issue, and are therefore more expen-
sive and time-consuming. They are rarely used for plain ‘vanilla’ issues—rather they are 
used for more complicated issues, such as convertible or high-yield bonds requiring more 
negotiation.93 Domestic stock is issued in a different way again, the most common method 
being a ‘placing’, which is a one-off process, and which can also be used for bonds.94
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The basic ideas behind all issues of debt securities are the same. One or more invest-
ment banks organise the issue for the issuer: these are called ‘arrangers’95 or ‘managers’96 
or ‘dealers’.97 These banks will advise the issuer on the best market for the securities. In 
terms of the primary market, this means whether they should be offered only to a small 
number of selected institutions or more widely, and in terms of the secondary market, 
it means whether they should be listed and admitted to trading on one of the financial 
markets. There is often one lead bank, which does most of the administration, but several 
other banks will join with the lead bank in underwriting the issue,98 that is, agreeing 
to buy the bonds if no one else will, usually with a view to selling them on to inves-
tors quickly, or, alternatively, agreeing to buy all the bonds in any event, so that they can 
subsequently sell them on to investors.99 This is an incentive on the banks to try to find 
investors, and to advise accurately on the price and terms that the market will bear.100 By 
this means the issuer knows that it will obtain the financing represented by the bond issue. 
This, however, comes at a price, and the investment banks are well paid for taking on the 
underwriting risk.101

The most important documents are also common to all procedures. First, a mandate letter 
appoints the lead manager(s) or arranger. This may follow a period of bidding, where poten-
tial managers compete for the position by setting out their credentials and their suggested 
terms for the issue. The lead manager(s) will then prepare for the launch, by discussing 
with the issuer the details of the terms of the securities, and by deciding whom to appoint 
as trustee. At the launch, the issue is announced to potential co-managers, who will buy 
or underwrite the issue, and potential investors. Next comes the subscription agreement, 
which is an agreement between the issuer and the managers102 including representations 
and warranties from the issuer and an agreement from the managers to subscribe to, or to 
procure others to subscribe to, the issue. The liability of the managers under this agreement 
is usually joint and several, so that any one of them might be liable to buy the whole issue if 
the other managers all fail and there are no investors.103

There will also be an agreement between the managers, setting out the obligations of 
each of them. The issue will be marketed to investors by the managers by means of an offer-
ing circular or prospectus. This is the document which must comply with the regulatory 
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requirements, which are set out in chapter thirteen.104 It will contain information, often 
prescribed by regulation, about the issuing company and the issue itself. Other documenta-
tion which must be prepared includes the trust deed (if there is a trustee), agreements with 
paying and/or fiscal agents105 and the bond itself.

The details of the process vary according to the type of issue. With stock, a placing takes 
place in one day (the ‘impact’ day) with one arranger sending provisional invitation letters 
and preliminary offering circulars to potential buyers in the morning. The stock is priced 
later in the day on the basis of the response, and formal documents are sent out the follow-
ing morning.106

In a stand-alone issue of eurobonds,107 a lead manager will be appointed and the issue 
is launched. At this point, the preliminary offering circular is sent to potential investors 
and also to other potential managers (who will underwrite the issue). The price may either 
be specified by the issuer when appointing the lead manager, or be determined after feed-
back from potential investors and managers: the former is now much more common than 
the latter except for specialised issues.108 The next stage is the signing of the subscription 
agreement, after which the sales to investors are confirmed, as are the listing and the rating  
(if the issue is listed and/or rated). The issue is then closed, at which time the final docu-
ments are produced, the global note is delivered to the depositary109 and the price is paid by 
the buyers, via the paying agent,110 to the issuer. In a programme issue, the general process 
is the same, but the offering circular and other major documentation are agreed and signed 
when the programme is set up, so for each issue only the price and other key terms need to 
be agreed and documented.

There is a danger, when a new issue of securities is launched on the market, that the 
price will be very volatile in the period after the launch. This is often because those who 
initially bought the securities (such as the managers or initial investors) may offload secu-
rities onto the market to make a quick profit, or because they have initially asked for more 
securities than they actually want. In order to combat such volatility, the lead manager 
may buy a large number of securities in the market, thus artificially pushing up the price. 
This process is called ‘stabilisation’. It will enable itself to do this by allotting to the manag-
ers more securities than are actually being issued. The managers will not be aware of this, 
or, at least, not of the extent of over-allotment. The lead manager will then be able to 
‘buy back’ the over-allotted securities before the issue is closed. This creates an artificial 
demand and drives up the price which otherwise would be depressed by the large amount 
of sales by the managers.111 The main problem with stabilisation is that it is likely to fall 
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foul of the statutory provisions against market abuse.112 Since stabilisation is seen as a 
beneficial activity, safe harbours have been created from the market abuse offences. These 
are discussed in chapter thirteen.113

Part of the process will usually involve the rating of the issue by a rating agency.114 The 
rating of the bond will affect its status (as investment grade or high yield), and therefore its 
price and its terms. While a company can have a rating dependent on its own creditworthi-
ness which is irrespective of the terms of a particular bond issue (an ‘issuer rating’),115 it 
is also possible for there to be a rating for a particular issue of bonds, taking into account 
the terms of the issue, including credit enhancement.116 The terms of the bond are then 
influenced by the likely rating, and there may even be negotiation between the issuer or its 
advisors and the rating agency.

The process will often also include an application for listing on a stock exchange, so that 
the bonds can be traded on a public market.117 Not all bonds are listed,118 but listing has 
certain advantages for the issuer. It provides a wider market for the bonds, including, in 
theory, the public. However, in order to escape certain regulatory requirements,119 very few 
bonds are actually offered to members of the public; rather they are limited to sophisticated 
investors such as pension funds and investment funds. Much of the trading of bonds is 
actually done off the market (or ‘over the counter’ (OTC)), but many institutional inves-
tors are not permitted, either by law or by their own prudential guidelines, to invest in 
non-listed securities.120 Therefore many issues are listed, although traded OTC. In addition, 
listing gives a benchmark price for OTC, which can be helpful to investors.121 Further, a 
‘quoted eurobond’, which is one that is listed on a recognised stock exchange, is exempt 
from the requirement to withhold tax at source when interest is paid: this is very impor-
tant for investors, who would otherwise receive a heavily reduced interest payment.122 The 
disadvantages of listing are the regulatory requirements, which apply not only at the listing 
stage but throughout the life of the bond.123 These not only add to the expense, but are time-
consuming and may delay an issue, which makes it difficult to take advantage of favourable 
market conditions.124
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8.3.2. Structure of Securities Issue

8.3.2.1. Difference between Bonds and Stock

One of the fundamental distinctions in relation to debt securities is that between bonds125 
and stock.126 Loan stock is issued by a company to the domestic market, and comprises just 
one debt obligation, held either by a trustee or created by deed poll. As it is a single obliga-
tion, it can be split up into as many parts as there are people who want to hold it (though 
not in units of less than £1). Loan stock originated as a debt structure seen as similar to 
shares,127 and is usually long-term indebtedness which is traded in a similar way to shares.128 
Bonds (or notes), in contrast, are individual debt obligations owed by the company to each 
holder. Bonds of this structure were originally only issued for the international market (as 
eurobonds), but the bond structure is now commonly used for domestic issues as well.129

Another important difference between the two is that stock is usually in registered form, 
while bonds are usually bearer instruments.130 This is because, in the past, this enabled the 
identity of the bond investor to be kept secret from the issuer.131 This distinction is best 
understood by looking at the position in the UK before dematerialisation of securities.132 
The title to registered securities was derived from the register kept by the issuer, which was 
evidenced by a certificate issued to the holder. In order to transfer registered securities, it 
was necessary to execute a stock transfer form, and deliver this to the issuer together with 
the certificate. The issuer would then amend the register. The actual piece of paper (the 
certificate), however, did not give the holder any particular rights, unlike a bearer security, 
which is owned by the holder and transferable by delivery.133

Although it is in theory possible for this situation to arise today, it is unlikely. Registered 
UK debt securities are now usually held in dematerialised form through the CREST 
system.134 Thus, stock is usually now held through CREST, although it is still possible to 
hold it in certificated form. Bonds can still be held as bearer bonds, but the cost of produc-
ing individual definitive notes135 and the requirements of the US securities laws have led to 
them almost always being issued as global notes.136 This means that, at least initially, only 
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one note is issued representing the whole of the bond issue. It is held by a depositary on 
behalf of Euroclear (in Belgium) and/or Clearstream (in Luxembourg), which are the two 
major international central securities depositaries (ICSDs) in Europe.137 The holders of the 
bonds are account holders with Euroclear or Clearstream (or hold through account holders 
who act as intermediaries), and the securities are transferred through the clearing systems 
operated by those companies. Securities issued as bearer securities can also be held through 
CREST,138 and this is common for money market instruments such as commercial paper.

It is now common for securities of all types to be held through an intermediary rather than 
directly by the owner.139 One reason for indirect holding is, as indicated above, because a bond 
is issued in global form and so is held by the legal owner for the account holders. Another 
reason is that intermediation itself brings benefits. These include ease of settlement and 
transfer,140 the use of local intermediaries in cross-border investment,141 facilitation of securi-
ties financing transactions, such as securities lending and repo transactions,142 and services 
provided by the intermediaries, such as management services or financial services.143 The legal 
analysis of indirect holding of securities is discussed in the context of bond issues below.144

In the future, securities which are traded on trading venues145 will be obliged to be either 
dematerialised, or immobilised and held through intermediaries (both known as holding 
in ‘book-entry’ form)146 in order to improve the efficiency and integrity of the settlement 
system.147

8.3.2.2. Stock

There are two possible structures for the holding of stock, both of which are consonant with 
it being just one single debt owed by the issuing company. The first is that the debt is owed 
to a trustee, and the second is that the debt is contained in a deed poll.
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8.3.2.2.1. Debt Owed to a Trustee

Where there is a trustee of the stock, it148 holds the benefit of the covenant to pay on 
behalf of the stockholders. No direct covenant to pay principal or interest is made with 
the stockholders, which means that a stockholder is not a creditor of the company.149 The 
stockholders, even collectively, can have no legal title to the debt, but it is held for them as 
beneficiaries under a trust, so that they become equitable co-owners of the debt which they 
hold as tenants in common in proportion to the amount of stock they own.150 However, it 
is the stockholders who are entered on the register of holders kept by the company151 and 
issued with certificates (if the stock is certificated) which evidence the holder’s equitable 
interest. Moreover, the trust deed normally provides that the company recognises the holder 
as absolute owner of the stock.152 If the stock is dematerialised and is admitted to CREST, a 
similar register is kept in the CREST system.153

The fact that the stockholders’ interest is an equitable interest has various consequences, 
some of which have been mentioned above. One is that any transfer of an equitable inter-
est has to be in writing.154 This requirement is disapplied when securities are transferred 
through the CREST system.155 Another is that a stockholder can grant only an equitable and 
not a legal mortgage of his stock.156 Normally, having an equitable mortgage could present 
a problem to the mortgagee, since it would lose priority to a subsequent legal mortgagee.

However, since it is not possible to grant a legal mortgage, any subsequent mortgage 
would also be equitable, and so the first equitable mortgagee would always have priority on 
the grounds of being first in time.157 Also, a transferee of stock, even if without notice, in 
theory takes subject to any equitable rights or interests affecting that stock.158

Stock can be structured in this way whether or not the company’s covenant to pay is 
secured, but where there is security, it will be granted to the trustee to hold on behalf of the 
stockholders. Secured loan stock is usually called debenture stock (although this term can 
also be used for unsecured stock).159 In either case, it is the trustee that has the power to 
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enforce the covenant to pay, and also enforce the security, if any. The stockholders cannot 
enforce directly, but they have the power to force the trustee to enforce on their behalf, and, 
if he will not do so, to bring an action themselves under the Vandepitte procedure160 so 
long as they join the trustee as co-defendant.161 The advantages of having a trust structure 
as opposed to a deed poll are in many ways similar to those in relation to a eurobond issue, 
which are discussed below.162

8.3.2.2.2. Debt Contained in a Deed Poll

An alternative way to structure stock is by means of a deed poll. A deed poll is an instru-
ment executed by one party which contains a promise that can be enforced by anyone who 
is benefited by the promise.163 Thus, the company executes a deed making a promise to pay 
those registered as holders of the stock, which is enforceable by whoever are the holders 
from time to time. Although enforceable rights can now be conferred on third parties to 
a contract under the Contracts (Rights Against Third Parties) Act 1999, a deed poll is still 
significant in that it is unilateral, whereas the Act only applies to contracts made between 
two or more people.164 Although it is possible to transfer stock issued by deed poll, this 
structure tends to be used for larger denominations of stock, where there will not be many 
holders and where there is not an active market. For smaller denominations, where there are 
many holders and an active market, the trustee structure is usually used.165

8.3.2.3. Eurobonds

Although this section is headed ‘Eurobonds’, the structure discussed is that of bonds and 
notes of all maturities, including short-term notes such as commercial paper. The term 
‘bonds’ will be used throughout, unless the context demands otherwise. As mentioned 
above, bonds are usually bearer instruments, and, for the purpose of initial analysis, it is 
worth considering the position where individual bearer securities are issued, although this 
is very unlikely in practice, since normally a global note is issued. Each bearer security 
constitutes an independent debt and promise to pay the bearer.166 This obligation is ‘locked 
up’ in the document (and passes by delivery of the document): the bond is a documentary 
intangible.167 Therefore, each holder is the legal owner of the bond and the obligation locked 
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up in it. A bearer bond is transferable by delivery and there seems little doubt that a bearer 
bond is a negotiable instrument.168 Since a bond issue involves multiple lenders, the prob-
lem of coordination, and the difficulties of collective action identified earlier, arise. These 
are dealt with structurally in one of two ways: either a fiscal agent is appointed, or there is 
a trustee.

8.3.2.3.1. Advantages and Disadvantages of the Trustee Structure

8.3.2.3.1(a) Difference between a Fiscal Agent and a Trustee Structure

There are a number of advantages to using a trustee structure, from the perspective of both 
the bondholders and the issuer.169 A fiscal agent structure is cheaper, though, and is used 
extensively in issues of short-term securities (such as commercial paper) and plain ‘vanilla’ 
issues.170 The main difference between a fiscal agent and a trustee is that the fiscal agent acts 
on behalf of the issuer, while the trustee acts on behalf of the bondholders, to whom it owes 
fiduciary duties. The primary function of the agent is to make payments on the bonds to 
the bondholders, and thus it is common for there to be a paying agent even where there is a 
trustee.171 A trustee has a much more extensive role, as it is acting as the representative of all 
the bondholders and therefore its role includes taking all the steps one would expect a single 
lender to take to protect its interests.172 The trustee has a monitoring role,173 is expected to 
consider the seriousness of events of default and, if the default is serious enough, can accel-
erate and enforce payment of the bonds. The trustee is also able to negotiate restructuring 
on behalf of the bondholders, and is able to agree minor modifications to the terms of the 
issue during the life of the bonds.174

8.3.2.3.1(b) Advantages and Disadvantages of a Trustee for the Bondholders

For the bondholders, the main advantage is having an expert person to deal with the issuer. 
A bond trustee will be a specialist corporate trustee175 and will be in a position to evaluate 
financial information produced by the issuer. Moreover, the presence of a trustee means 
that the issuer is more likely to agree to disclose confidential information, when it will only 
be seen by the trustee. It will also be more likely to agree to include in the documentation 
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covenants which require expert evaluation, such as financial ratio covenants, or which 
require a decision to be made, such as whether a breach is ‘material’.176 As we shall see, 
the obligations on a trustee to monitor are limited, but even so the trustee is more likely 
to be aware of financial difficulties or a default at an earlier stage than individual bond-
holders would be: this enables action to be taken which can either aid restructuring of the 
debt or facilitate orderly enforcement. In the case of restructuring, the trustee will be in 
a stronger position to negotiate than any individual bondholder, as it represents a large 
amount of debt. It will, however, need authority from the bondholders to agree any major 
changes. This will necessitate arrangements for obtaining the consent of a majority of the 
bondholders, which can either be contained in the original documentation or set up after 
the event.177 Furthermore, since it is the trustee who decides when to accelerate payment on 
default,178 a trustee will be in a position to waive or take no action on a minor breach. This 
prevents one or two ‘mad bondholders’ from enforcing their rights to the detriment of all 
the others as well as the issuer,179 since acceleration is likely to trigger cross-default clauses 
in other agreements, which is likely to push the issuer into insolvency. Having a trustee also 
makes enforcement easier, since it is the trustee who has the right to bring enforcement 
proceedings: this is cheaper and more convenient where there are numerous and dispersed 
bondholders, and preserves the anonymity of bondholders.180

Bolstering the trustee’s position in relation to acceleration and enforcement is the 
‘no-action’ clause, which provides that no bondholder can enforce its rights against the 
issuer unless the trustee has been directed to do so and has taken no action.181 The other 
advantage brought by the no-action clause is that the proceeds recovered on enforcement 
are distributed rateably, as no bondholder can gain more by being the first to sue.182

Interestingly, the development of this clause, and the analogous clause in syndicated 
loans, the ‘pro rata’ clause, is evidence that there is substance behind the theoretical argu-
ment justifying the pari passu rule in insolvency: in collective situations, parties really will 
bargain for a pro rata distribution to avoid the race to the courtroom door, as each, when 
behind a veil of ignorance, will rationally perceive it to be the best outcome for it in all possi-
ble worlds.183 Where the issuer is not in difficulties, but a change in circumstances make 
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it desirable for a change to be made to the terms of the issue, a trustee can agree to minor 
changes without troubling (or having to find) the bondholders,184 who generally do not take 
much interest in the administration of the bond issue, provided that the payments are made 
on time and the issuer is not in financial difficulties.185

Having a trustee poses some disadvantages for the bondholders. There is some rather 
minor expense. More significantly, there is a general loss of control, since the advantages 
listed above can only be given effect to by giving the trustee discretion to act without 
consulting the bondholders at every turn. Further, negotiation and restructuring on default, 
which are facilitated by the presence of a trustee, are not necessarily always beneficial to 
the bondholders, who may consider that they are better off being paid (although they will 
only get paid in full if the issuer is solvent).186 Obviously, the advantages of a trustee for 
bondholders are greatest where the bondholders are numerous and diverse, as the problems 
of collective action are very great, as well as where there is no desire on the part of holders 
to expend their own resources on the protection of their economic interest in relation to 
the bond (although, of course, the trustee has to be paid). While it used to be compulsory 
for an issue of domestic bonds which was listed on the London Stock Exchange to have a 
trustee,187 this is no longer the case.

8.3.2.3.1(c) Advantages of a Trustee for the Issuer

The presence of a trustee can also have advantages for the issuer. These advantages stem 
largely from the convenience of dealing with one person rather than a large number, such 
as the ability to agree minor modifications with the trustee alone, the ability to negotiate 
with the trustee alone in the event of rescheduling, and only having to deal with one person 
enforcing the bonds. Further, the no-action clause gives the issuer considerable protection 
against the ‘mad bondholder’ problem: an acceleration by a single bondholder on the basis 
of default may harm the interests of the other bondholders, but it will be even more disas-
trous for the issuer, as it is likely to lead to its insolvency. Many eurobond issues also permit 
the trustee to agree that another entity be substituted as the debtor in place of the issuer:188 
this may be desirable, for example, for tax reasons.189

8.3.2.3.1(d) Security Trustees

There is one situation in which the advantages of having a trustee are overwhelming: where 
security is given for the obligation to pay. While this is not common in eurobonds, it is 
fundamental to other structures, such as securitisation and project finance. If security had 
to be given to each bondholder, not only would this be expensive and complicated at the 
start, but each time a bond was transferred to another holder, a new security interest might 
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have to be granted.190 Further, the trustee can enforce on behalf of all the bondholders. 
These benefits stem from the fact that it is possible to have a trust with a changing group of 
beneficiaries,191 so that the trustee holds the trust property for those who are bondholders 
for the time being. The free tradability of the bonds is thereby preserved. Other advantages 
include common terms for all secured creditors, and more efficient administration of subor-
dination, for example turnover trusts.192

8.3.2.3.2. Subject Matter of the Trust193

This section considers what it is that is held on trust by the bond trustee. It starts from the 
simplest case: that of a bearer bond. It then moves on to consider the more common holding 
pattern for bonds, where the bond is issued as an immobilised global note. This discussion 
inevitably involves consideration of what a bondholder owns under such a structure, and 
this will be discussed in some detail.

As noted earlier in the chapter, the most distinctive feature of the trust is that the 
obligations of the trustee are owed in relation to property. This is true of even the most 
‘obligation-centred’ view of trust,194 otherwise a trust would be indistinguishable from a 
contract. Whether a trust deed is also a contract is a matter which we will consider later,195 
but the argument that it is in no way detracts from the need for there to be some property as 
the subject matter of a trust. In a secured bond issue, there is no problem: the subject matter 
of the trust is the security interest granted to secure the issuer’s obligations. However, in an 
unsecured bond issue there is no such obvious answer. One view is that the trustee does 
not hold assets like an ordinary trustee, but instead has a collective delegation of authority 
from the bondholders196 or is a fiduciary representative of the bondholders.197 This view 
contradicts the orthodox notion of a trust, and would appear to make the ‘trustee’ merely a 
fiduciary agent of the bondholders, whose authority could be revoked by any bondholder 
at any time, and who therefore could not be relied upon to bind all the bondholders when 
waiving the right to accelerate on breach.198 It is, however, unnecessary to take such a radical 
view since, as will be discussed in the next paragraph, there is something which can be the 
subject matter of the trust.
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 203 Hudson: Finance, 34-28. This is a not a problem with stock as registration provides the necessary writing, and 
the section is disapplied to CREST transfers. See 8.3.2.2.1.
 204 Tennekoon: International Finance, 226.
 205 Ibid, 226–27.
 206 There is authority for such a declaration of trust in Fletcher v Fletcher (1844) 4 Hare 67, although whether there 
was actually intention to create a trust of the promise in that case is open to doubt; see J Glister and J Lee (eds), 
Hanbury and Martin: Modern Equity, 21st edn (London, Thomson Reuters, 2018) 4–020. The view expressed by 
Hanbury and Martin is that where there is consideration for the promise, the relevant intention to create a trust is 
that of the promisee, while if the promise is voluntary, the intention of the promisor will suffice.

8.3.2.3.2(a) Bearer Bonds

Let us start with the simpler position where individual bearer securities are issued. Here the 
issuer makes separate promises to pay to all the bondholders, but also a parallel covenant to 
the trustee, which is satisfied by payment made to the bondholders.199 It is not the case that 
the trustee holds the promises to the bondholders on trust for them: this would reduce their 
interests to equitable interests, which would prevent the bonds being negotiable instruments.200 
However, the trustee can hold the parallel covenant made to it on trust for the bondholders.201 
This makes sense: the trustee’s obligations all relate to the protection of that covenant for 
the benefit of the bondholders, since the ‘no-action’ clause means that it is enforcement by  
the trustee which is the bondholders’ route to protecting their economic interest in the bond. 
The structure might be seen as a little artificial or even circular, in that the covenant is given  
to the trustee merely so that it can hold it on trust for the bondholders, and the trustee’s 
covenant is valuable to the bondholders purely because they agree not to enforce their own 
covenants unless the trustee unreasonably refuses to enforce its own covenant (which it holds 
on trust for the bondholders).202 It is no more artificial, however, than many other structures, 
and at least it is consistent with the usual understanding of trust law. One might ask why it is 
necessary for the bondholders to have their own covenants: why is the transaction not struc-
tured like stock, where there is only one covenant made to the trustee? The answer is that, when 
bonds were issued as bearer bonds, it was seen as very important that bondholders had legal 
title to the bond. This was partly because legal title was necessary for the bond to be a negotiable 
instrument, partly because disposal of an equitable interest would require writing,203 and partly 
because, as it was to be traded on the international markets, the bondholders’ title would need 
to be recognised in countries which did not recognise or understand equitable interests.204

One potential difficulty with this analysis, pointed out by Tennekoon,205 is that the 
promise made by the issuer to the trustee is an asset of which only the trustee can declare 
a trust, since the issuer is the debtor. If the trust deed (executed by the issuer) declares that 
the trustee holds this covenant on trust for the bondholders, is this sufficient to create a valid 
trust? Tennekoon’s view is that such a trust should be valid,206 but that it would be safer for 
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the trustee itself to declare the trust. This is achieved in practice by including an express 
declaration of the trust in the trust deed, to which the trustee is a party.207

8.3.2.3.2(b) Global Notes

The current position, though, is that bonds are no longer individual bearer securities, but 
are typically constituted by a global note, which is held by a depositary (usually a bank) 
for a clearing system (one or both of Clearstream and Euroclear: the ICSDs).208 The global 
note is usually in the form of a bearer bond,209 although sometimes a registered security is 
used: in this case all that is registered is the name of the nominee for the depositary (or the 
national CSD)210 to whom the bond is payable.211 The note will include provision for the 
issue of definitive securities in certain situations, such as an event of default by the issuer or 
the closure of the clearing system.212

The precise nature of the relationship between the depositary and the ICSDs depends on 
whether the Classic Global Note (CGN) structure or the New Global Note (NGN) structure 
is used. In the CGN structure the depositary would be a commercial bank, which could 
be anywhere in the world.213 The European Central Bank (ECB), which provides liquid-
ity for banking operations in the Eurozone, and which regularly takes debt securities held 
as global notes as collateral, was concerned that the CGN system was not robust enough, 
particularly in the case of the insolvency of a depositary which might be situated outside 
the Eurozone.214 As a result, the NGN system was introduced for bearer notes;215 this is 
compulsory if the securities are to constitute eligible collateral for Eurosystem operations.216 
In this structure there is no depositary as such; the global note is held by a ‘common safe-
keeper’ and the payment and other functions previously carried out by the depositary will 
be carried out by a ‘common service provider’. The ICSD will usually be both the common 
safekeeper217 and the common service provider.218 One other change is that under the CGN 
structure the note showed the amount of indebtedness,219 while under the NGN structure 
the indebtedness is recorded by reference to the records of the ICSDs.220
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The ICSDs hold the global note for their account holders, which are usually banks. 
Sometimes an account holder will hold for itself, but in most cases it will hold as an inter-
mediary for the ultimate bondholder.221 Bondholders’ rights therefore derive either from an 
entry in the books of the ICSD or from an entry in the books of an intermediary.222 Trading 
of bonds takes place through the clearing system, again by entries in the relevant books. It 
is clear, then, that the bondholders do not have legal title to the bond in the way described 
above in relation to bearer bonds.

In thinking about the legal analysis of the relationships just described, it must be borne 
in mind that each component could be governed by a different law.223 For example, while 
it is quite common for the notes themselves to be expressly governed by English law,224 the 
two ICSDs are located in Luxembourg and Belgium, and a depositary may be situated in 
another country, so the law relating to the relationship between these parties and to the 
resulting proprietary rights may well not be English law.225 For the purposes of analysis 
here, though, it will be assumed that English law applies to all components of the structure.

There are two possible analyses of the relationship between the depositary and the ICSDs 
in a CGN structure. Which possibility is correct in any given case may well depend upon 
the terms of the documentation. One analysis is that the depositary holds the obligation 
contained in the global note on trust for the ICSD(s). This would be on the basis that the 
depositary is treated by the issuer as the person entitled to receive payment (this is usually 
stated on the face of the security itself)226 and since the security is a bearer security it makes 
sense for the holder to be the legal owner. The other possibility is that the depositary holds 
the global note as bailee for the ICSD(s), which then hold it on trust for the investors.227 It is 
necessary, though, to consider whether the global note is an instrument in the sense that the 
obligation contained in it is owed to the holder as possessor of that instrument, rather than 
for any other reason.228 It is reasonably clear that it is not a negotiable instrument, since it is 
intended to remain with the depositary and not to be transferred.229 It is certainly assumed 
in the market, however, that there can be a ‘holder’ of the global note who is entitled to 
payment,230 and this is reflected in the documentation, which usually provides that only 
the ‘holder’ is entitled to payment,231 with the depositary being seen as ‘holder’.232 In many 
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situations, the bond itself, or the programme under which it is issued, provides that the 
depositary is the owner of the global note,233 by which is meant that the contractual obliga-
tion is owed to the depositary.234 Thus, the analysis that this obligation is held on trust for 
the ICSD(s) seems preferable. It also makes more sense when the depositary holds the single 
global note for both ICSDs.

In the NGN structure, the status of the global note as an instrument is even more prob-
lematic, at least where the common safekeeper is the ICSD itself.235 There will then be a 
direct contractual relationship between the issuer and the ICSD, and the legally relevant 
record of the indebtedness of the issuer is maintained by the ICSD.236 Under this structure, 
it seems even more appropriate that the ICSD is the legal owner, since it will usually hold 
the global note as common safekeeper. Even if it does not, it makes sense for the common 
safekeeper to be merely a bailee of the piece of paper. If the note is not an instrument, the 
true value is in the contractual obligation, which is owed to the ICSD.

In order to simplify the analysis in the next few paragraphs, it will be assumed that the 
ICSD is the legal owner of the obligation contained in the global note.237 The ICSD holds 
the obligation on trust for all those with accounts with it in relation to securities from that 
particular issue. If an account holder is an intermediary, it will hold its beneficial interest on 
trust for its own account holders, who may be the ultimate bondholders or may be interme-
diaries themselves. This structure of sub-trusts is the best way under English law to explain 
the relationships in the holding of intermediated securities,238 since an important feature of 
a sub-trust is that the sub-beneficiary only has rights against its immediate sub-trustee and 
not against the trustees higher up the chain.239 In the context of intermediated securities, 
this is known as the ‘no look through principle’ and is often expressly provided for in the 
documentation.240 This principle is important given that trading systems operate by trading 
taking place at the lowest level, so that higher-level intermediaries have no knowledge of 
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those holding accounts with lower-tier intermediaries. The ‘no look through’ principle has 
recently been reinforced in the case of Secure Capital SA v Credit Suisse AG,241 where the 
court denied an investor who held notes through an intermediary the right to sue the issuer 
for breach of the terms of the notes.242 Allied to this principle is that of ‘no upper tier attach-
ment’, which has the effect that execution creditors of an account holder can also not assert 
rights against a higher tier intermediary.243

The other important feature of the trust structure is the persistence of the beneficiary’s 
interest against all others, except a bona fide purchaser of a legal interest without notice, 
including the insolvency officer of the trustee: in the present context this means that those 
ultimately beneficially entitled to the bonds (that is, investors) are protected against the 
other creditors of anyone higher up in the chain who might become insolvent. It can there-
fore be seen that the features of the trust discussed above244 make it an important and useful 
concept in the modern methods of holding securities, designed to speed up the processes 
of issuance and trading.

So far we have considered the position in relation to the obligation of the issuer contained 
in the global security, so that what is being held on trust is the ICSD’s right to sue the issuer. 
This right is likely to be very limited, however, because of the ‘no-action’ clause.245 The 
important right to enforce is that of the trustee, which has its own separate covenant.246 If, as 
we concluded earlier, it is this right that is the subject matter of the trust of which the bond 
trustee is trustee, who is the beneficiary where there is a deposited global note? Again, the 
best analysis appears to be that the trustee holds this right on trust for the legal owner of the 
global note, which then holds this interest on trust for the account holders, in addition to 
holding its own right to sue on trust.247

In order for the trust structure to work, the certainty requirements of a trust248 need 
to be considered. First, is there sufficient intention to create a trust? This is likely to be 
expressed in documentation, but if not it will nearly always be implied, given the enormous 
benefits of the trust analysis and the judicial approval.249 Secondly, is the subject matter 
of the trust sufficiently certain? Although the entire issue is now represented by a global 
security, the entitlement of individual investors is still described in money denominations. 
Thus, an investor can buy any number of bonds from one issue at, say, £100,000 par value 
from an issue of 1,000. However, where the issue is represented by one global bond, the 
ICSD holds the single obligation represented by the bond on trust for all the account hold-
ers as co-owners, despite the convenience of the issue being split up into denominations. 
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This overcomes the problem of identification of subject matter when the securities are held 
in a pooled account, although in fact it would be the case even if the ICSD (or other inter-
mediary) held each account holder’s securities in a separate account: the interest of the 
account holder is of its nature a co-ownership interest, that is, a one-thousandth share of the 
entire issue. In practice, such securities are always held in pooled accounts, as this facilitates 
dealing.250 The trust analysis, of course, is specific to English law, but the problem of iden-
tification is universal. If Belgian or Luxembourg law applies, for example, account holders 
are in a similar position, but without using the concept of trust: they have a proprietary 
co-ownership right which is proportionate to the credit of securities in their account.251

In practice, the clearing systems (and maybe the depositary) will be in jurisdictions 
which are not governed by English law, and under whose law there is no concept of trust. 
The problems caused by cross-border holdings of intermediated securities are outside the 
scope of this book, but have been much discussed.252 One attempt to deal with such issues 
is the UNIDROIT Convention on Substantive Rules regarding Intermediated Securities 
2009 (the ‘Geneva Securities Convention’),253 which, if adopted by the relevant countries, 
would provide some uniformity of rules in relation to such securities. The specific issue 
of the obligations of bond trustees, however, is not addressed directly by this Convention. 
Generally, the exact analysis and classification of the obligations owed by participants in the 
intermediation process might be seen as less important than having a system which works 
efficiently and well. However, it is critical that the rights and obligations of all parties are 
clear and certain in the global markets, where huge amounts of securities are bought and 
traded. The Convention addresses this issue of certainty at an international level. Unless and 
until it is adopted,254 however, and even if it is, a robust domestic analysis is also necessary 
to provide that certainty.

What is it, then, that the investor in a eurobond issue represented by a global note actu-
ally has? If the investor is an account holder with the ICSD, and if English law were to 
apply,255 it has a beneficial co-ownership interest in the obligation represented by the global 
note, which is held by the ICSD as trustee pooled with other co-ownership interests. The 
interest of the account holder is a proprietary interest vis-a-vis the ICSD (and thus survives 
its insolvency) but is an interest in a contractual right against the issuer.256 The investor is 
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likely to hold through an intermediary (which itself has an account with the ICSD) and in 
this case the investor has a beneficial interest, via a sub-trust, in the beneficial interest that 
its intermediary has.257 The investor has no direct relationship with the issuer, although it 
may have a right (through the layers of intermediaries) to call for a definitive bond in certain 
circumstances.258 In the absence of other arrangements,259 the investor cannot, therefore, 
sue the issuer direct for non-payment,260 or for any other breach of the contract contained 
in the note.261 The investor has to proceed against its intermediary, which will then have to 
sue up the chain. While in many cases this procedure is unlikely to be successful, because 
one or more intermediaries will have excluded any obligation to take action in this way, the 
presence of a bond trustee provides some, if incomplete,262 protection. The bond trustee 
holds the covenant made to it on trust for the ICSD,263 which in turn holds that benefi-
cial interest on trust for the account holders. The investor’s interest in the bond trustee’s 
covenant is thus held under a sub-trust. If this is correct, then, technically, it is the ICSD that 
should give instructions to the trustee in relation to all matters where the trustee requires 
consent, and to whom the trustee’s duties are owed. This, of course, makes no sense in that 
it is the ultimate investors who have the economic interest in the proper performance of 
the trustee’s duties, but provision is typically made in the trust deed to deal with this issue.

First, the deed is likely to provide that, if a bond is held through an ICSD, a trustee 
must consider the interests of the account holders rather than the depositary or the clearing 
system.264 Secondly, the bond itself or the trust deed may provide that account holders shown 
in the records of an ICSD will be treated as holders for the purposes of giving instructions to 
the trustee.265 Alternatively, the depositary or ICSD is treated as the holder, and itself sets up 
a system for ascertaining the instructions of the account holders, which it passes on to the 
trustee.266 The powers and duties of the trustee and the way in which the balance between 
discretion and direction from the bondholders is struck are considered below.267
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8.3.2.3.3. Bond Issue without Trustee

Despite the advantages of having a trustee, discussed above, some debt securities are issued 
without a trustee. Various administrative tasks will still be undertaken by agents:268 this is 
often the case even if there is a trustee. At the very least there is likely to be a fiscal agent, 
who is responsible for making payments to bondholders.269 Since any agents appointed are 
agents of the issuer and not of the bondholders, if the bonds are individual bearer securities 
there is a direct relationship between each bondholder and the issuer, which is enforce-
able by each bondholder. Where a global note is immobilised, however, the interest of each 
bondholder is a beneficial co-ownership interest under a trust or sub-trust. Enforcement 
therefore presents a problem, since the depositary or ICSD will be the only party entitled 
to enforce, on the instructions of all the bondholders. Without more, an individual bond-
holder will not be able to enforce on its own.

The way to overcome this is for the issuer to execute a deed poll at the time of issue, 
assuming a direct obligation to pay the bondholders if a default occurs. As was pointed out 
earlier in the context of stock,270 a deed poll enables the issuer to undertake unilateral obli-
gations which can be enforced by persons who are not a party to the deed.271 In this context, 
however, the obligation owed to the bondholder arises at the moment of default, rather 
than at the time of issue, which may well be at a point when the issuer is insolvent and may 
even be once insolvency proceedings have started.272 An alternative analysis, put forward by 
Martin Hughes, is that the Contract (Rights of Third Parties) Act 1999 can be used, so that 
the bond can provide that the benefit of the obligation owed to the holder (the depositary or 
ICSD) is enforceable by the bondholders as a class.273 Another possibility would be for the 
bondholder to call for the issue of a definitive security, which is a right usually exercisable in 
the event of a continuing default.274

It is also necessary to have a system in place to deal with any modifications the issuer 
wishes to make to the terms of the securities. Such modifications potentially affect all bond-
holders, and so each should have the opportunity to express a view as to whether they 
should be allowed. As will be seen later, where there is a trustee, it will be given powers to 
agree to minor modifications.275 Where there is no trustee it is common for a fiscal agent 
to have similar but more limited powers.276 However, with regard to more far-reaching 
modifications, the bond will provide that the bondholders’ views are expressed through the 
requirement for majority approval at a bondholders’ meeting, which will now be discussed. 
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The following discussion applies both to issues where there is a trustee and to issues where 
there is not: in the former case any resulting decision will constitute instructions to the trus-
tee to act, rather than approval direct to the issuer.

8.3.3. Ascertaining the Views of Holders277

8.3.3.1. The Decision-Making Process

Where there are multiple lenders there is always the danger that a course of action which 
is in the interests of some will not be in the interests of others. Although there has to be a 
decision-making process, it must include some protection for those who might be disadvan-
taged by the proposed course of action. This is the case whether the proposed action relates 
to modification of the terms of the issue, to acceleration or enforcement, or to restructur-
ing within or outside insolvency. In relation to decisions outside insolvency proceedings, 
the bond or the trust deed will normally specify that decisions shall be taken at a bond-
holders’ meeting. All bondholders are entitled to attend, and there will be a procedure for 
giving notice,278 thus protecting the opportunity of all to take part in the decision-making 
process. Where bonds are held through a clearing system, notice is given through that 
system. Bondholders can attend the meeting or appoint a proxy.279 Since most bonds are 
easily traded without the knowledge of the issuer, notice might be given to the wrong party. 
To ensure that those voting are entitled to vote, where the bonds are held through a clearing 
system the holder has to ‘block’ its account. In the case of bearer bonds, the holder must 
either produce them at the meeting or, if appearing by proxy, deposit the bonds with the 
paying agent until the meeting is completed.280 This system ensures that those voting are 
those entitled to vote, although in the case of bonds held indirectly it only works in relation 
to the account holders at the ICSDs, who may themselves be intermediaries for investors 
or for other intermediaries. Unless the blocking system works all the way down the chain, 
there is no guarantee that the ultimate beneficial owners of the bonds are actually those 
giving voting instructions: whether this is the case will depend on the position between each 
intermediary and its clients.281

The interests of bondholders are also protected by both quorum and majority require-
ments. A meeting is only valid if the quorum requirements are met: these vary according to 
the type of business, but most require a quorum of a majority, with changes to fundamental 
terms (known as entrenched terms) requiring a higher number, which can be as much as 

https://icmsa.org/publication/icmsa-bulletin-with-respect-to-publication-of-a-pro-forma-set-of-standard-provisions-for-meetings-and-voting-in-relation-to-bonds-notes-for-use-on-capital-markets-transactions/
https://icmsa.org/publication/icmsa-bulletin-with-respect-to-publication-of-a-pro-forma-set-of-standard-provisions-for-meetings-and-voting-in-relation-to-bonds-notes-for-use-on-capital-markets-transactions/
https://icmsa.org/publication/icmsa-bulletin-with-respect-to-publication-of-a-pro-forma-set-of-standard-provisions-for-meetings-and-voting-in-relation-to-bonds-notes-for-use-on-capital-markets-transactions/
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 290 Assénagon Asset Management SA v Irish Bank Resolution Corporation Ltd [2012] EWHC 2090 (Ch) [46]. The 
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and General Trust Co v International Company of Mexico [1893] 1 Ch 484, 489.
 291 8.4.4.
 292 [2002] EWHC 2703.

75 per cent.282 In each case, the numbers are calculated on the nominal amount of bonds 
held by those present, in person or by proxy.283 A resolution will be binding if 75 per cent of 
those present vote in favour.284

8.3.3.2. Protection of the Minority

It is very important, in order that decisions can be made and a course of action taken, 
that the majority of voting bondholders can bind the minority. However, this has to be 
tempered by protecting the minority against oppressive conduct by the majority. Thus, it is 
well established in case law285 that the majority must act in good faith286 and for the purpose 
of benefiting the class of bondholders as a whole,287 This is similar to the obligation owed 
by shareholders to one another when voting to change the articles of association.288 This 
obligation is not as onerous as it might sound, since it is recognised that not all bondhold-
ers will have identical interests, and each is entitled to vote according to its own interests.289 
Since it takes effect as an implied term qualifying the contractual provision that the majority 
can bind the minority, it is subject to qualification by the express terms of the contract.290 
The position is very similar to that relating to syndicated lenders291 and the principle estab-
lished in Redwood Master Fund Ltd v TD Bank Europe292 applies here, namely that where 
the documentation specifies different classes of lenders there is no need for each to vote 
in the interests of the lenders as a whole so long as they act in good faith. One possible 
difference, however, is that the difficulties of coordination among bondholders are even 
greater than among syndicated lenders. Bondholders may have little or no idea who the 
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other bondholders are, and information as to their identity and their voting intentions is 
hard to obtain. On the other hand, it should be remembered that there are few retail bond-
holders in the UK, and that most are institutional investors who are repeat players and who 
are in a position, if they wish to do so, to talk to other institutional investors and even form 
bondholder committees and pressure groups.293

Ascertaining the views of holders, and making decisions about how to proceed, are issues 
that are particularly troublesome in the context of restructuring bond issues. Although 
major decisions require the calling of a meeting and formal resolutions, in complicated 
transactions trustees like to consult bondholders on a more informal basis, and there is 
increasing use of bondholder committees to sound out views more informally.294

Various techniques have developed to encourage, and even coerce, bondholders to vote 
in favour of an issuer’s proposal for modification or restructuring, even when it does not 
necessarily appear to be in their interests to do so. Some of these techniques seek to exploit 
the lack of coordination and information just mentioned. The techniques were first devel-
oped in the US, where it is necessary to obtain unanimous consent in order to amend terms 
affecting the rights of bondholders to interest and capital:295 this has resulted in some credi-
tors using ‘hold-out’ strategies to prevent restructuring.296 These techniques have survived 
judicial scrutiny in the US.297 They are also used in the UK to obtain the necessary consents 
in order to effect a consensual restructuring, rather than having to use formal insolvency 
proceedings. While these techniques can be beneficial in facilitating such restructuring, the 
UK courts have taken a stricter line than in the US.

One technique is for the issuer to offer a payment to all bondholders who consent to the 
restructuring. This was considered in the case of Azevedo v IMCOPA,298 where the Court of 
Appeal rejected an argument that it amounted to bribery, since the offer was fully disclosed 
and open to every bondholder to accept.299 A more contentious technique, considered in 
the case of Assénagon Asset Management SA v Irish Bank Resolution Corporation Limited,300 
is that of ‘exit consent’, which is used to procure consent to an exchange of existing bonds 
for new ones on different terms, which are less favourable, at least to some. Bondholders 
who agree to exchange their bonds are required to vote for a resolution to amend the bonds 
of those who do not vote in favour to make them much less valuable or worthless.301 This 
technique exploits the coordination problem and raises a ‘prisoner’s dilemma’.302 The best 

http://www.prisoners-dilemma.com/.
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outcome for a bondholder would be if he refuses to exchange and the majority does the 
same, and the worst would be if he refuses to exchange and a majority agree to exchange, as 
his bond would then be worthless. If the bondholder agrees to exchange, the best outcome 
applies if the majority refuse to exchange; if the majority agree to exchange, the bondhold-
er’s bonds, while less valuable than before, would not be worthless. Since no individual 
bondholder knows how the others are going to behave, each takes the safest option, which 
is to agree to exchange. Bondholders are thus ‘coerced’ into agreeing to the exchange when 
they would be better off not agreeing. Obviously, if enough bondholders could get together 
and agree not to exchange, this would avoid the coercion, but in the Assénagon case the 
time between the offer and the decision was so short that this was not possible.303 In that 
case, Briggs J decided that the exit consent was an abuse of the power of the majority, and 
contrary to the implied term mentioned above. The resolution (which in that case made 
the bonds worthless) was clearly expropriatory of the interests of the minority, and by the 
time the vote for it occurred, those voting in favour could not be said to be acting fairly as 
they were obliged to do so by their decision to exchange the bonds. That decision was also 
not a free one, because of the deliberately created ‘prisoner’s dilemma’ discussed above.304 
If, however, those who had decided not to exchange their bonds had been given an oppor-
tunity to change their minds once they had seen that a majority had decided to do so, this 
would not have been an abuse of power,305 although it would also not have been so effective 
in obtaining consent.

In a recent case,306 one of the issues was whether an arrangement for notes held by ‘retail 
noteholders’307 to be cancelled in exchange for cash constituted oppression against those 
investors. It was ruled that there was no oppression or unfair treatment: it was significant 
that the resolution was in fact intended to provide a better cash return to retail notehold-
ers than the benefits available to the non-retail noteholders under the scheme. Unlike 
Assenagon, there was no coercion of the minority by making them afraid of ‘being left out in 
the cold’ if they did not vote for a resolution. Instead, the retail noteholders all obtained the 
same cash alternative and, in fact, substantial numbers of retail noteholders voted in favour 
of the scheme.308

8.3.3.3. Schemes of Arrangement309

It may be desirable to have the sanction of the court for a restructuring, either in a scheme 
of arrangement under section 895 of the Companies Act 2006310 or by a company voluntary 
arrangement.311 In these situations, statute provides that a majority of the creditors (if over 
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75 per cent in value) can bind the minority.312 However, the requirement for ‘a majority of 
the creditors’ for scheme purposes requires a majority in number in addition to 75 per cent 
in value,313 which may cause problems where the bond issue is represented by a global bond 
as it is not entirely clear who the ‘creditors’ are. As discussed earlier, the holder is either the 
depositary or the ICSD; it is not those beneficially entitled to the bonds. The trustee, if there 
is one, is also a creditor, but in many cases it is the same entity as the depositary. If there is a 
trustee, there is even a doubt as to whether the depositary (or ICSD) is a creditor, since the 
‘no-action’ clause means that it cannot enforce the obligation owed to it unless the trustee 
refuses to act.314 A ‘no-action’ provision did not prevent bondholders taking part in safe-
guard proceedings in France, which are similar to a scheme of arrangement in the UK.315 
However, who counts as a creditor is ultimately a matter of interpretation of the relevant UK 
statutory provisions.

This means that, where there is a global bond, there is likely to be only one creditor or 
maybe two, in which case a majority in number seems impossible, even though the deposi-
tary and/or trustee can represent the wishes of the beneficial holders who have instructed 
it, and can exercise its vote split as to value.316 One possible way of avoiding this problem is 
for the issuer to issue definitive bonds to all the beneficial bondholders. However, whether 
this is possible will depend on the terms of the global note, and in any event it is slow and 
expensive as the definitive instruments have to be security printed.317 Another method, 
which is now quite widely used, is for beneficial bondholders to be characterised as ‘contin-
gent creditors’ on the basis of their right to receive definitive notes.318

While these techniques illustrate the potential difficulties arising from the intermediated 
system of holding securities, they also illustrate the inventiveness of lawyers in overcom-
ing such problems. Nevertheless, it might have been better had the Companies Act been 
amended to remove the ‘majority in number’ requirement for schemes, as recommended by 
the Company Law Review, leaving just the ‘majority in value’ requirement, especially since 
any minority is protected by the power of the court to refuse the scheme.319



408 Multiple Lenders

 320 This discussion applies to both stock and bond issues, except where the context makes clear to the contrary.
 321 Recent techniques to overcome this problem include provisions for negative consent, whereby the trustee noti-
fies bondholders that it intends to exercise its discretion in a particular way unless objected to within a specified 
time period. See E Cavett, ‘When the Music Starts Again: How Should Trustees Conduct Themselves in the New 
World?’ [2010] Journal of International Banking and Financial Law 469; Market Principles for Issuing European 
CBMS (Commercial Real Estate Finance Council Europe, November 2012).
 322 Financial Markets Law Committee, Issue 62, Trustee Exemption Clauses (2004), 17.

8.3.4. Trustees’ Obligations320

8.3.4.1. Introduction

The large number and dispersed nature of bondholders means that the trustee plays a 
pivotal role in the way the bond issue is administered. Although its obligations are owed 
to the bondholders, the trust structure would seem to be of most use if the trustee is given 
enough discretion to deal with most matters without having to consult the bondholders. 
On the other hand, as a fiduciary, the trustee is not only accountable to the bondholders 
for its actions, but ought to take account of the wishes of the bondholders. The balance 
between these two objectives in the present context is largely driven by market practice, 
and is affected by a number of factors. One factor is that the trustee’s powers and obliga-
tions (or lack of them) are laid down in the trust deed, which is a document executed by the 
issuer and negotiated with the trustee, but not necessarily with the original bondholders, 
and certainly not with any bondholders who acquire securities in the secondary market. 
Another relevant factor is the difficulty in obtaining consent via the complex process of 
calling a meeting, discussed at 8.3.3.1: this is time-consuming and causes delay, and the 
coordination problems mentioned earlier mean that it is difficult both to identify the bond-
holders and to spur them into action.321 Yet another factor is cost: trustees at present charge 
low fees, but this is on the basis that they do very little and are indemnified for every action 
or decision they have to take. The influence of these factors on the nature of bond trustees’ 
duties in the current market is discussed below.

8.3.4.2. The Functions of a Trustee

The three main functions of a trustee are to deal with modifications to the terms of the 
securities or the trust deed, to receive information from the issuer which indicates whether 
it is able to comply with its obligations, and to take action on possible events of default.322 
The first two can be dealt with reasonably swiftly, but the third requires more discussion.

8.3.4.2.1. Modifications to the Terms of the Securities or Trust Deed

It is likely that, if the issue of securities is for a reasonable duration, the issuer will want 
minor modifications to the terms of the securities to be made at some point. If all or a 
majority of the bondholders were required to agree to every modification, this would be 
very cumbersome. While bondholders are often prepared to play an active part in making 
decisions if the issuer gets into financial difficulties, until then they usually wish to remain 
passive, and often anonymous. This is accentuated where the securities are held through 
intermediaries, since the issuer does not know who the ultimate bondholders are, and it is 
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difficult and time-consuming to discover this information. The trustee is therefore given 
power to agree modifications when, in its opinion, they are not materially prejudicial to 
the interests of bondholders or they are to correct a manifest error or they are of a formal, 
minor or technical nature.323 Any other sort of modification will require the consent of the 
bondholders.324

8.3.4.2.2. Receiving Information from the Issuer

One might have thought that a useful role that a bond trustee might play would be to moni-
tor whether the issuer has complied with its obligations, and whether it looks as though it 
can comply with them in the future. In one sense, the trustee is in a position to do this, as 
it is usually the recipient of considerable financial information that the issuer is obliged to 
provide under the bond covenants. However, the monitoring role of the trustee is greatly 
limited by provisions in the trust deed. These usually provide that the trustee is under no 
duty to take any steps to discover whether an event of default has happened and is entitled 
to assume that no event of default or potential event of default has occurred unless it has 
actual notice of this occurrence.325 In practice, this means that the trustee relies on certifi-
cates issued by the directors of the issuer that no default has occurred.326 While this will be 
satisfactory for the holders so long as the directors are diligent and honest, it does mean that 
there will be no advance warning of a deliberate breach. Some such breaches are difficult 
to remedy if the issuer becomes insolvent, such as a breach of a negative pledge clause.327

This limited monitoring role can be justified by arguing that trustees are not account-
ants or financial analysts, that market practice does not demand such monitoring, and that 
the fees charged reflect the limited level of service provided.328 It must be remembered, 
however, that trustees (in this context) are professionals who provide a service: the real 
question is as to who should decide what service is provided. If those benefiting from a 
service are happy with low fees and minimal obligations, and are given a genuine choice 
as to the level of service provided and the level of fees, then there can be no complaint. It 
is true that the terms of the trust deed are negotiated between the issuer and the trustee, 
and the bondholders have no say in the matter, but the participants in the bond markets 
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are sophisticated investors who will investigate the terms of the trust deed before buying 
the bonds.329 Further, it is possible to make a distinction between contractual terms which 
limit the obligations undertaken by a party and contractual terms which exclude or limit 
liability for breach of obligations which a party does undertake.330 The arguments in favour 
of controlling the latter are stronger, since the former allow flexibility in the actual subject 
matter of the contract. The same arguments apply in relation to trusts (which in any event 
can usually be seen as contracts),331 as can be seen by the operation of section 750 of the 
Companies Act 2006, which is discussed below.332

8.3.4.2.3. Taking Action on Event of Default

The trustee plays a particularly important role if there is a breach of the terms of the securi-
ties, and/or if an event of default has occurred.333 It is common for a trust deed to provide 
that most events of default do not entitle the trustee to accelerate payment of the securities 
unless it has certified that the event of default in question is materially prejudicial to the 
interests of the holders.334 As pointed out above, the trustee is not obliged to monitor to 
check whether a breach or event of default has occurred. If it does have actual notice of a 
breach, however, it usually has two (linked) areas of discretion, which it is obliged at least to 
consider whether to exercise,335 though only where it is satisfied that it will be indemnified 
by the holders.336 First, it has discretion as to whether to waive the breach, and, second, it 
has discretion as to whether or not to certify that the event of default is materially prejudi-
cial to the holders. If the trustee does not so certify, and the event of default is not a breach, 
this means that no further action can be taken; if it is a breach, then, in theory at least, the 
decision has to be taken whether or not to waive it, since otherwise the issuer is potentially 
liable for damages even though no acceleration will take place.

If the trustee does certify material prejudice, it will then usually have the power to accel-
erate payment. It has the obligation to do this if it is directed to do so by the holders337 
and indemnified to its satisfaction.338 Once accelerated, it is for the trustee to enforce the 
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issuer’s obligations, although, again, it is only obliged to do so if directed by the holders and 
indemnified. The ‘no-action’ clause will normally mean that only the trustee can enforce 
the issuer’s obligations and the holders are not permitted to do so, unless the trustee fails to 
enforce within a reasonable time of being instructed.339

It can be seen that this scheme strikes a balance between the convenience of allowing 
the trustee to deal with less serious matters on its own, and granting it the power to consult 
the holders on critical matters such as acceleration and enforcement. The operation of this 
balance depends largely on the extent to which the trustee is prepared to act on its own, 
without the instructions of the holders. There are two particular concerns for trustees. The 
first is that, given the complex financial matters that have to be considered in exercising its 
discretion, it may have to incur considerable expenditure in obtaining expert advice. As 
pointed out above, trustees’ fees are often set at a reasonably low level,340 and so a trustee 
would look to be indemnified for any additional expenditure. While a trustee has a statutory 
right to be indemnified out of a trust fund,341 in this case there is no trust fund as such,342 
only the issuer’s obligation to pay. If the trustee eventually recovers the amount due from the 
issuer, it will normally have a right to deduct its expenses before paying the balance to the 
holders.343 However, the discretions we are talking about arise in the context of a possible 
default, and it may not be at all clear when or if payment will be made by the issuer. A trustee 
is not required to make a personal loss out of acting in accordance with the trust344 and trust 
deeds invariably make provision for the trustee to be indemnified to its satisfaction before 
exercising these discretions.345

What amounts to satisfactory indemnification can be open to question. In Concord Trust 
v Law Debenture Corporation Ltd,346 which was part of the Elektrim litigation discussed 
below, the trustee refused to accelerate the bond on the grounds that the indemnity offered 
was not satisfactory, for two main reasons. The first, argued only at first instance, was that 
the conditions of the indemnity were not satisfactory, in that it was not joint and several 
(between the holders and the guarantor) and the creditworthiness of one of the major 
bondholders was in doubt. The second related to the amount of the indemnity: the trustee 
contended that it could be liable to the issuer for very considerable damages if it was held not 
to be entitled to accelerate the bond.347 It is clear from the decisions of all the courts in the 
Concord case348 that a trustee is entitled to refuse to act on the grounds that the indemnity 
offered is unsatisfactory, provided that the decision to refuse is not unreasonable according 
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to the Wednesbury349 principle (that is, that no reasonable trustee could have come to it).350 
Although the actual decision (especially in the Court of Appeal and the House of Lords) 
related to the amount of the indemnity, it seems reasonably clear that this principle applies 
to any aspect of the indemnity to which a trustee could reasonably object.351

As well as concern about being indemnified against expenditure, a trustee will also 
worry that its actions may expose it to considerable liability, and that the indemnity offered 
may not be enough to cover this. Unlike an indemnity against expenditure, here there 
is real uncertainty as to whether the liability will ever eventuate, and, if so, how much it  
would be.352 It is clear from the Concord Trust litigation that, although the amount of possi-
ble liability will be looked at on a ‘worst-case scenario’ basis, a trustee cannot insist on an 
indemnity against a risk unless it is ‘more than fanciful’.353 Concern about possible liability 
may also act as a disincentive to a trustee to exercise its discretionary power to accelerate 
rather than to ask the holders for instructions.354

It is worth considering in more detail what a trustee’s rights and obligations are when 
deciding some of the matters mentioned above. First, the trustee is likely to have to decide 
whether an event of default is ‘materially prejudicial to the interests of bondholders’.355 In 
the first case in the Elektrim litigation (‘the Acciona case’)356 the relevant event of default 
was the suspension of the bondholders’ nominated director (of the issuer), which was a 
clear breach of the terms of the trust deed. The bondholders contended that it was materi-
ally prejudicial. The issuer suggested to the trustee that, in financial terms, it was not. The 
trustee, presumably in an attempt to protect itself, asked the court for directions as to the 
meaning of the phrase ‘materially prejudicial to the interests of the bondholders’. The steps 
which Peter Smith J held to be necessary seem fairly self-evident: the trustee must ascertain 
whether there is a breach, and, if there is, it must ascertain the consequences of that breach. 
It must then decide whether the interests of the bondholders (defined as the interests in 
being paid under the bond, and any ancillary interests which protect that right, such as 
security) have been materially prejudiced.357 Sometimes this will involve extensive factual 
investigation and sometimes it will be self-evident (as it was held to be in this case).

It will be noted that the only parties to the Acciona case were the trustee and the bond-
holders. The issuer, therefore, was not bound by the decision, and was free to challenge it. The 
trustee duly issued a certificate of material prejudice and was instructed by the bondholders 
to accelerate liability, but then refused to accelerate as it was concerned about a possible 
challenge by the issuer, and was not satisfied with the indemnity offered, as discussed above. 
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The House of Lords358 held that it was very unlikely that a wrongful acceleration would give 
the issuer a valid cause of action, since it had no contractual effect. Such an acceleration 
did not actually have the effect of accelerating the liability;359 there was no need to imply 
a term prohibiting the service of such a notice, of which a wrongful acceleration would be 
a breach.360 Nor was there an action in tort, since there was no duty of care owed, and no 
intention to found a conspiracy or other economic tort claim.361

It might be thought that this is an unfortunate state of the law. If a trustee, and therefore 
the bondholders, were to be liable for wrongful acceleration, this would act as a deterrent 
against opportunist interpretations of ‘events of default’ clauses in order to trigger renego-
tiations, and would preserve some sort of balance between issuer and bondholders.362 In a 
difficult economic climate there is a greater incentive for bondholders to seek to renegoti-
ate, and therefore to become more activist, which is likely to result in more trustees being 
instructed to serve acceleration notices. Even if, technically, it has no legal effect, a wrong-
ful acceleration can have deleterious effects on an issuer, especially if it becomes public 
knowledge either through an obligation to disclose363 or in any other way. Such information 
might discourage other lenders or other companies from doing business with the issuer. 
Furthermore, the mere service of a notice might constitute default in other agreements the 
issuer may have, although this would depend on the wording of the particular agreements. 
There are two possible lines of argument left open by the House of Lords’ decision. The first 
is that the service of the notice gives rise to a cause of action in defamation.364 The second, 
which would be far more likely to apply where the lending was by way of syndicated or other 
loan, is that by serving the notice the lenders are evincing an intent not to make further 
advances to the borrower. If they are contractually obliged to do so, this in itself would be a 
breach, maybe even a repudiatory breach.365

On the other side of the coin, the issuer has some protection against bondholder activ-
ism through the ‘no-action’ clause. The point of such a clause is to prevent what is called 
the ‘hold-out’ problem: where one or a small number of bondholders wish to take action 
which is damaging to the interests of the bondholders as a whole, or which is unmeritori-
ous and potentially damaging to the issuer who has to defend the action (and therefore 
is also damaging to the interests of the bondholders as a whole).366 The clause also stops 
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multiplicity of actions, as only the trustee can enforce.367 An example of its use can be found 
in the case of Re Colt Telecom Group plc,368 where one hedge fund acquired 7 per cent of 
the bonds at a discount and sought to put the company into administration, with a view to 
making a profit if the value of the bonds rose as a result of restructuring. None of the other 
bondholders supported the petition. The court held that the no-action clause prevented 
all enforcement, including ‘noncontractual claims’, that is, those not based on a breach of 
contract, and also enforcement where there had not been an event of default.369 It was argued 
that if the no-action clauses were interpreted in this way, this could lead to situations where 
no one could enforce, not even the trustee.370 Whether this would be the case, of course, 
would depend not only on the construction of the no-action clause but also on the construc-
tion of the powers of the trustee as set out in the trust deed. In the situation in Colt Telecom,  
however, the trustee, as a creditor, would have been able to petition for administration or 
liquidation, both under the Insolvency Act, and so would have been able to enforce.

In subsequent cases it has also been held that a no-action clause covers ‘any claim 
designed to vindicate the rights of a bondholder in his capacity as such’, including claims 
in both contract and tort,371 although not the bringing of opposition proceedings to safe-
guard proceedings372 in the French Commercial Court.373 The court also held in the  
Colt Telecom litigation that there was no rule of English public policy prohibiting the use of 
such clauses.374 It is difficult to see how the argument that there was such a rule could stand 
any chance of success. It was based on an argument that any creditor should be free to 
wind up a company, and that this freedom could not be bargained away. There are other 
instances of such bargains, though, and no absolute right exists, statutory or otherwise, to 
bring insolvency proceedings. Further, the advantages of the no-action clause are clear and 
well established. The fact that the courts are prepared to interpret the scope of such clauses 
expansively means that a no-action clause gives wide and strong protection; when combined 
with the existence of a bond trustee (who will hold any payments made by the issuer on trust 
for the bondholders), it has been described as a ‘robust fortress against holdout litigation’.375
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These cases demonstrate that there appears to be an increase in the appetite of bond-
holders and issuers to become involved in the acceleration and enforcement of bonds, either 
by seeking to take action themselves or by mobilising themselves to give directions to the 
trustee, and for issuers to oppose this, either through the courts or by putting pressure on 
the trustee in other ways. It may well be that one reason is the large number of junk or high-
yield bonds in circulation:376 the return is higher, which attracts more aggressive investors, 
but default is more likely,377 so the stakes are also higher and the perceived benefits of 
interference are greater. The trustee is left in the middle of this surge of activism and, not 
unexpectedly, tries to protect itself against liability and challenge as much as possible. It is 
to this that we now turn.

8.3.5. Excluding Trustees’ Duties

8.3.5.1. Forms of Exclusion Clauses

As mentioned above, trustees are under various duties to the beneficiaries of the trust in rela-
tion to the trust property. A trustee owes a duty to carry out its administration of the trust with 
care and skill, the standard being higher in relation to professional trustees, depending on the 
level of expertise they hold themselves out as having.378 Bond trustees are invariably profes-
sional trustees, and will of necessity have held themselves out to have certain types of expertise 
in order to be used in the first place. Since the duty will have prima facie arisen, any protection 
from liability has to be achieved by means of an exclusion or limitation clause.379 However, in 
relation to bond issues, section 750(1) of the Companies Act 2006380 provides that:

Any provision contained in (a) a trust deed for securing an issue of debentures, or (b) any contract 
with the holders of debentures secured by a trust deed, is void in so far as it would have the effect 
of exempting a trustee of the deed from, or indemnifying him against, liability for breach of trust 
where he fails to show the degree of care and diligence required of him as trustee, having regard to 
the provisions of the trust deed conferring on him any powers, authorities or discretions.

For the purposes of the Companies Act, ‘debenture’ is defined as including debenture stock, 
bonds and any other securities of a company, whether or not constituting a charge on the 
assets of the company.381 This is a wide definition and will cover most bond and stock issues, 
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although only those issued by UK companies because of the jurisdiction of the Act.382 The 
effect of this section is that any clause which expressly excludes liability for breach of the 
equitable duty of care and skill383 will be void, and as a result such clauses are not included 
in bond issue trust deeds. However, the last part of section 750(1), ‘having regard to the 
provisions of the trust deed conferring on him any powers, authorities or discretions’, indi-
cates that the section is limited to actual exclusion clauses and does not cover clauses which 
contain powers to do things which would otherwise be in breach of trust, such as taking 
advice from specialists or which confer discretion on the trustee or which limit the duties 
of the trustee.384 Such clauses were described by the Law Commission, in its consultation 
paper on trustee exemption clauses, as extended powers or authorisation clauses, and duty 
exclusion clauses,385 but despite their difference in structure, their actual effect is to protect 
trustees from liability.386 Bond issue trust deeds, therefore, include such clauses in order to 
give trustees a comprehensive package of protection, and it is these clauses that the follow-
ing discussion considers.

There seems to be no doubt that, since the trust is created by the trust deed, the terms 
of the deed define the trustee’s obligations. The deed can therefore impose obligations on 
the trustee, can define such obligations and can exclude liability for breach of obligations 
imposed. However, such terms only have effect within the limits of their true construction, 
so that the debate is partly at least about the relevant principles of construction. A second 
possible limit is based on public policy, so that, at least in certain situations, a trustee should 
not be able to restrict its obligations or liability beyond a certain point. The construction 
question will be considered first.

8.3.5.2. Contractual Construction of Clauses

The starting point when construing the terms of a contract387 is that the parties are free 
to agree whatever rights and obligations they like, provided there are no statutory or 
common law controls against unfairness.388 Most of these controls are based on protection 
of parties with weaker bargaining power or who do not have enough information to make 
an informed decision. Apart from the requirement of consideration (which usually means 
that there have to be reciprocal promises), there is no pre-conceived idea of the content of 
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contractual obligations, or that one party rather than the other should owe any particular 
duties to anyone.389 Terms which exclude or restrict liability for breaches of those obliga-
tions are prima facie to be construed according to the principles of construction applicable 
to all contractual terms,390 and, if the meaning of a term is clear, and the bargaining power 
equal, the fact that it excludes or restricts liability will not mean that it will be construed 
against the person relying on it.391 However, if such a term is ambiguous, although initially 
‘commercial sense, and the documentary and factual context’ should be used to determine 
the ambiguity, if this does not work, the court can interpret the clause contra proferentem, 
that is, against the person relying on it.392 Further, the more deliberate and serious the 
breach, the more unlikely it is that it will be covered by an exclusion clause if the result 
would be against ‘business common sense’,393 and defeat the main commercial purpose of 
the contract.394 The aim of this approach is largely to preserve internal consistency. If the 
parties have agreed that one party should be under a particular obligation, it makes no sense 
if he is not liable even for a deliberate and serious breach: it means that the obligation has 
no contractual content.395

There has been considerable discussion as to whether these principles apply to the 
construction of exclusion clauses in trust deeds. It can be said that a trust deed, especially in 
a commercial context, is like a contract. It sets out the rights and obligations as between the 
trustee and the settlor (here the issuer) so that, for example, the House of Lords in Concord 
Trust v Law Debenture Trust Corporation plc396 construed the trust deed as though it were 
a contract, applying the usual contractual principles relating to the implication of terms 
and referring to breach of a possible implied term as ‘breach of contract’.397 It is, of course, 
possible that the same document has two functions: one as a declaration of trust and the 
other as (evidence of) a contract between the issuer and the trustee. Even on this analysis, 
though, it could be said that the contract can qualify and refine the terms of the trust.398 In 
other contexts, an ‘arm’s-length commercial contract’ can qualify the duties of a fiduciary.399 
An alternative view is that the exclusion of liability is not a matter of contract; it can only be 
achieved by means of equitable provisions.400
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It is certainly true that a trust is different from a contract, and that the differences 
between them should qualify the application of contractual principles of construction to 
some extent. One rather obvious difference is that the people for whose benefit many of 
the duties are undertaken, and who have the capacity to enforce them, are not parties to 
the trust deed at all, and in theory play no part in the bargaining process.401 As pointed out 
earlier, though, in the case of a bond issue, the bondholders will usually be in a position to 
see the terms of the trust deed before they invest402 and although they have no bargaining 
power as such, they have the opportunity not to buy, or, at least in relation to bonds traded 
on a market, to exit from the transaction if they do not like the terms. In any event, many of 
the terms used are very standard, and so are familiar to everyone involved in the transaction 
(although, of course, this could also be said to reduce the ability of the potential bondholder 
to ‘shop around’ for better terms).

Another difference is said to be that a trust is based on a grant of property rather than 
an agreement.403 This has various ramifications. One is that the terms of the trust deed bind 
subsequent beneficiaries as well as the original beneficiaries. This, of course, is true in rela-
tion to a bond issue, but the same arguments apply as made above, and, in addition, similar 
considerations apply to any traded debt, even when only purely contractual rights apply.404 
The proprietary basis of the trust also means that the beneficiaries may have remedies other 
than damages, such as orders for restitution of trust property and for disgorgement of profits. 
In relation to trusts in general this is a very telling point, and, in fact, a clause excluding liabil-
ity for breach is unlikely to be held to cover either remedy.405 In the context of a bond issue, 
however, it is not the misappropriation of property that is likely to be at issue, or covered by 
the exculpation provisions, but the duty to act with care and skill, or maybe the duty to avoid a 
conflict of interest, so this distinction from contract is not particularly relevant.

8.3.5.3. Unfair Contract Terms Act

If a trust deed were seen as a contract, section 2(2) of the Unfair Contract Terms Act 1977, 
which subjects a contract term or notice excluding liability for negligently caused economic 
loss to a test of reasonableness, might apply. It seems reasonably clear, however, that this 
section does not apply to trustee exemption clauses in bond issues, for several reasons. First, 
it can be argued that a trust deed is not a contract, and so the exclusion clause is not a 
contract term. The Law Commission thought that this was the case,406 and it was conceded 
in the only case to consider the matter, Baker v Clark.407 It is, of course, arguable that the Act 
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does apply,408 but this argument is context dependent, and there are other good reasons why 
section 2(2) does not apply to bond issues. One is that the duty of care and skill to which the 
clause relates is not a ‘common law duty’ as required by section 1(1) of the Unfair Contract 
Terms Act, but an equitable duty imposed because of the trustee’s status as trustee. Where 
there is no explicit additional duty stated in the trust deed, this would appear to be correct.409 
Further, section 2 of the Unfair Contract Terms Act does not apply to ‘any contract so far 
as it relates to the creation or transfer of securities or of any right or interest in securities’.410 
This reflects the freedom of contract policy in relation to the capital markets that has so far 
resulted in very little regulation of the actual terms of contracts411 as well as the concerns 
that were expressed to the Law Commission in relation to commercial trusts.412

8.3.5.4. Public Policy: Common Law Constraints

The basis in recent case law for the courts’ approach to construction of trustees’ exclusion 
clauses has been the case of Armitage v Nurse.413 In that case, the Court of Appeal had to 
consider whether liability for the trustee’s (maybe gross) negligence was covered by a wide 
exclusion clause. In holding that it was, Millett LJ considered the construction of the clause, 
and also whether there was any public policy against the validity of a wide exemption clause 
which purported to cover any liability except for actual fraud. In relation to construction, he 
appeared to be applying contractual principles. The clause excluded liability for all loss and 
damage unless it was caused by ‘actual fraud’. Millett LJ construed the clause literally and 
strictly. He rejected an argument that fraud was to be given an extended meaning including 
gross negligence, and limited its scope to dishonesty. This approach has been followed in 
some subsequent cases.414

In relation to public policy, Millett LJ took the view that under English common law 
exclusion of the liability of a trustee for gross negligence was not contrary to public policy.415 
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He therefore thought that any large-scale control of trustee exclusion clauses was a matter 
for Parliament.416 However, he did say that there was an irreducible core of trustees’ obliga-
tions which could not be excluded for there still to be a trust. This was the duty of the trustee 
to perform the trust honestly and in good faith for the benefit of the beneficiaries.417 This 
is not so much a matter of public policy as one of definition, and herein lies an important 
difference between trust and contract.

As with many transactions that confer particular benefits on the parties, there are certain 
definitional criteria which need to be fulfilled for those benefits to be obtained. In relation 
to contract, the criteria are limited (agreement, consideration, some degree of certainty). 
However, to obtain proprietary benefits such as accrue under a trust, the criteria are stricter. 
The three certainties have already been discussed, but it is also the case that, for a trust to 
exist, the trustee must be under these minimum duties, otherwise the link between it, the 
property and the beneficiaries is not sufficiently strong. Without that link, the beneficiaries 
should not be entitled to priority in insolvency over the trustee’s creditors, or to the other 
benefits of there being a trust. It could, of course, be said that this reasoning is undermined 
as the detriment of being subject to the fiduciary duties is suffered by the trustee but it is 
the beneficiaries who obtain the benefit. However, the whole transaction is interlinked: the 
higher the duties on the trustee, the more fees the beneficiaries (at least in a bond issue) 
have to pay.418

Even on the reasoning in Armitage v Nurse, it is not clear how far this idea of an irre-
ducible core extends. It is clear that it does not cover the duty of care and skill: any form 
of negligence can be excluded.419 The line between gross negligence and failure to perform 
the duties under the trust honestly and in good faith is, however, not always easy to draw. 
There must be some fiduciary duties which are fundamental to the trust structure which 
cannot be excluded or modified. For example, at least where the trustee holds security, it 
must have some management function in relation to that property, which includes moni-
toring its value.420 Even where the trustee does not hold security, it has been argued that it 
cannot be entirely supine and ‘simply follow instructions from a third party, without apply-
ing his mind to what he is doing’.421 The case on which this argument relies,422 however, was 
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recently overturned on appeal, and the Court of Appeal of the Cayman Islands upheld the 
distinction in Armitage v Nurse between wilful default and negligence, saying that for the 
former there needs to be proof of ‘a deliberate and conscious decision to act or fail to act in 
knowing breach of his duty; negligence, however gross, is not enough’.423 This view appears 
to support the approach taken by the courts in relation to bond trustees discussed in the 
next paragraph.

There are certainly indications that in commercial transactions the court is prepared to 
interpret the ‘core’ very narrowly and to strive to give effect to the trust. In Citibank NA v 
MBIA Assurance SA,424 the trust deed provided that the trustee was obliged to follow the 
instructions of the guarantor of a bond issue without having regard to the interests of the 
noteholders, and excluded the trustee from liability to the noteholders when so doing. It 
was argued by the noteholders that this clause reduced the obligations of the trustee below 
the irreducible core. However, the Court of Appeal held, having interpreted the clause, that 
this was not the case. The trustee continued to have an obligation of good faith, and also had 
discretion to act in other areas. The approach of the Court of Appeal was to lean against an 
interpretation that the trustee was not a trustee at all, although it did not rule out the possi-
bility of this if it were justified on the documentation.425 On this approach, there seems to 
be little ‘downside’ to suffer in order to get the benefit of a proprietary interest.426 That can 
be seen as a commercial approach to the development of the law,427 but it must be realised 
that the corollary of giving the benefit of a trust lightly is that other creditors may lose out 
in the event of insolvency of the trustee.

8.3.5.5. Public Policy: Legislative Constraints?

When the Law Commission considered the question of whether there should be statutory 
control of trustee exclusion clauses, it initially proposed that professional trustees should not 
be able to exclude liability for negligence.428 There was considerable adverse reaction to this 
from those who used trusts in a commercial context, who argued that restricting the ability 
of trustees to have extensive protection from liability would mean that trust corporations 
would refuse to act as trustees, so that the use of the trust structure would die out in favour 
of fiscal agency, and the benefits of using the trust would therefore be lost. Furthermore, 
where there was a trust, the trustees would be reluctant to exercise their discretion with-
out consulting the beneficiaries, which would make the operation of the trust much more 
inefficient.429 These arguments persuaded the Law Commission that statutory control was 
not desirable, and in its final report it recommended merely a rule of practice that paid 
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trustees should take reasonable steps to ensure that settlers are aware of exemption clauses 
included in trust deeds.430 Such a rule is likely to have little impact in relation to bond 
issues, where the terms of the trust deed are already made known to both the settlor and 
the beneficiaries.431 In any event, the Law Commission proposed that the rule would not 
apply where the trustee was already subject to statutory regulation of exemption clauses,432 
although the statutory regulation of debenture trust deeds, of course, only extends to a 
limited type of clause.433

8.3.5.6. Conclusion

The current position, then, in relation to bond issue trust deeds, depends on a balance. It 
is not possible for a trustee expressly to exclude liability for breach of the duty of care and 
skill but a similar effect can be achieved by indirect means, which are not subject to regula-
tion but which are, as a matter of practice, known both to the settlor (the issuer) and to the 
beneficiaries (the bondholders). Such clauses are likely to be interpreted strictly, but will be 
enforceable unless they reduce the irreducible core of the trustee’s obligations, which is very 
unlikely in relation to the standard type of clause. However, unusual arrangements, such as 
in the Citibank case, are potentially more open to challenge, although where the alternative 
to holding a clause enforceable is deciding that there is no trust, the courts are likely to be 
very loath to go down that route, and will probably give force to the parties’ intentions.

8.4. Syndicated Loans434

8.4.1.  Comparison between Agency in Syndicated Loans and Trustee 
Structure in Bond Issues

Like an issue of debt securities, a syndicated loan is a way of enabling the borrower to 
borrow from more than one lender. The impetus for this is usually that the borrower wishes 
to borrow more money than one lender is prepared to lend. The arranging bank thus organ-
ises a syndicate of banks, all of which participate in making the loan, thus spreading the 
risk of non-payment amongst them. While what is described in this section is a syndi-
cated loan where the arranging bank finds lenders that then enter into an agreement with 
the borrower and amongst themselves, another method is for the loan agreement to be 
made with one bank, which then sells participations to a number of other banks using the 
methods discussed in chapter nine below.435 Unlike bonds, syndicated loans are not of their 
nature tradable, but they can be transferred and there is now a well-developed second-
ary market in such loans.436 The fact that the transferability of loans is an ‘add-on’ to their 
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intrinsic nature,437 however, means that their structure is more geared to lenders that intend 
to remain locked into the deal, and take a longer-term view, rather than bondholders who 
can offload their investment in the market whenever they wish.438 This is reflected, for 
example, in the more extensive covenants that normally appear in a loan, whereas bonds 
often just include little more than a negative pledge.439

Another difference is that a bond issue is a one-off event: there is no obligation on the 
bondholders to lend more money, while a syndicated loan, even if it is a term loan, can be 
drawn down in tranches, so that the lenders have an obligation to lend in the future. This 
means, for example, that on transfer, unlike bonds, obligations are transferred as well as 
rights. Borrowers, therefore, may want to protect themselves against a loan being transferred 
to a person who would be unable to fulfil the lending obligations.440 Having said this, even 
this difference between the two methods of borrowing has been eroded, in that many bonds 
are now issued under a programme, with common documentation for a series of issues and 
which enables the issuer to obtain more credit when it needs to, which in some ways is simi-
lar to a revolving loan facility.441 There are still differences, though, since dealers in a bond 
programme are not obliged to subscribe for any further issues: the programme agreement 
is on an uncommitted basis, whereas participants in a syndicated loan are obliged to lend 
within the terms of the loan.

Another difference, which stems largely from their tradability, and from the identity of 
the investors, is that bonds are rated and, apart from high-yield issues, are issued only by 
investment grade companies.442 Loans can be made to any company, although the terms 
on which they will be made depend on the creditworthiness of the borrower. Obviously, 
the size of the company to which a syndicated loan is made will be large, but that does not 
always ensure creditworthiness. This is another reason for the more extensive covenants in 
loans, and may also be a reason for the loan to be secured.

Other points of distinction between bonds and syndicated loans will emerge in the ensu-
ing discussion. There is, though, an important similarity as well. Both structures involve 
multiple lenders, and one of the most important elements of the structure is the balance 
between the individual interests of each lender and the collective interests of the whole 
group.443 One might have thought that, since syndicated lenders are less able to ‘exit’ and 
are therefore more likely to be part of the group for longer, there would be more protection 
for the group as a whole. This is true to some extent, but against this it must be remem-
bered that lenders have obligations as well as rights.444 It is the disinclination of syndicated 
lenders to be liable for the failure of the other participants to lend that has led to the rights  
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(and therefore) obligations of lenders being several rather than joint.445 Further, since the 
lenders are banks, and may have other relationships with the borrower, such as deposit 
accounts, a lender may want to be able to set off the loan debt against what it owes the 
borrower on the deposit account: this would not be possible if the debt were jointly owned 
with the other participants.446

The several nature of the lenders’ rights means that each lender can enforce the debt 
owed to it individually. As we have seen, owners of debt securities are not able to do this 
if there is a trustee (in relation to either stock or bonds). The position of holders of stock 
issued under a deed poll, and of bonds issued without a trustee, is more similar to that of 
syndicated lenders.447 As with a trustee structure in respect of bonds, there are advantages 
to having a collective procedure for enforcement.448 Thus, the right of each lender to enforce 
is usually qualified in practice by a provision that acceleration can only occur after an event 
of default has been declared by the agent bank, on the direction of the majority lenders,449 
and also by the ‘pro rata’ clause discussed in the next paragraph. Instructions given to the 
agent bank by the majority lenders will usually override any conflicting instructions given 
by any other party.450 What is less clear is whether, in the absence of an express ‘no-action 
clause’, these provisions mean that any particular lender is unable to enforce the debt due to 
it individually.451 Where a syndicated loan is secured, security cannot conveniently be held 
separately by each lender, and it is necessary for there to be a security trustee to hold the 
security for the benefit of all the banks. In this situation there will be a parallel covenant to 
pay the security trustee, who will be responsible for enforcing this and the security on the 
direction of a majority of the lenders,452 thus giving rise to a collective procedure.

Since bonds are collectively enforced, if an issuer is insolvent, each bondholder will get 
a pro rata share of whatever is recovered. In the case of syndicated loans, however, separate 
enforcement might lead to a ‘race to the bottom’, so that a lender that enforces early can 
obtain full payment while all the others recover proportionately less. A syndicated loan 
therefore typically includes a ‘pro rata’ clause which provides that if a bank recovers more 
than it would have done on collective enforcement, it must pay the excess to the agent who 
distributes it pro rata.453 However, this clause can also operate to give the syndicated lenders 
a collective advantage over other creditors. As mentioned earlier, the several nature of the 
lenders’ rights means that deposits can be set off against the borrower’s obligations under 
the loan. If one lender has such a right of set-off, the pro rata clause means that it enures 
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to the benefit of all the lenders, and, provided the lenders collectively have counterclaims 
against the borrower equal to the amount of the loan, the entire loan can be paid through 
set-off.454 This may give the same effect as if the loan had been secured, although without the 
actual grant of security, which could infringe negative pledge clauses in other agreements 
with the borrower.455 It is not entirely clear (and would in any event depend on the actual 
wording) whether the pro rata clause applies to a buy-back of the debt by the borrower, 
which has the effect of extinguishing the debt.456 While still advantageous to the borrower, if  
the lender has to share the proceeds of a buy-back with the other lenders, it is no more 
advantageous to the lender than selling on the loan. On the other hand, if it does not, it is 
not consistent with the collective spirit of a syndicated loan.

A further instance of collectivism is the fact that, although the rights and obligations of 
the lenders are several, there is only one agreement to which all are parties, so that the terms 
and conditions are identical.457 In order to simplify the drafting process for each agree-
ment, and to save on lawyers’ time and costs, the Loan Market Association has put together 
standardised loan agreements, which are periodically revised to reflect market practice.458 
Some provisions in these agreements are reasonably standard, while others are still very 
dependent on the position of the parties, so that the LMA form is just the starting point for 
negotiations.459 A market standard agreement is also a significant advantage where there is a 
thriving secondary loan market, since traders are not keen to examine the terms of the loans 
traded, nor are they in a position to negotiate such terms.460 There are separate standard 
agreements for investment grade and leveraged finance loans.

8.4.2. Finding Lenders

As with bonds, it is necessary for there to be an institution which puts together the group 
of lenders. In relation to a syndicated loan, this is done by an arranger, which is a bank  
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(or more than one bank) which will also itself be a participant lender. The arranger is granted 
a ‘mandate’ to solicit other banks to join the syndicate. The arranger is not usually committed 
to lend at this stage, but it gives a ‘best efforts’ undertaking to put together a syndicate that will 
make the loan. It is also possible for the arranger to underwrite the loan, thereby promising 
to lend if no other banks can be found. In this case the underwriting obligation is likely to be 
subject to changes in the market, which can entitle the arranger to change the terms of the 
loan or even to pull out altogether.461 The arranger advises the borrower on putting together 
the information memorandum. This gives information about the borrower in a similar way to 
a preliminary offering circular in a bond issue.462 On the basis of this document, the arranger 
finds other banks to participate and the loan documentation is negotiated.463

8.4.3. Role of the Arranger

The legal position of the arranger will now be discussed, including whether the arranger acts 
as agent for the borrower or for the participant banks, and what, if any, fiduciary duties it 
owes and to whom. One important question is whether the arranger is liable for false state-
ments in the information memorandum. If the borrower is insolvent, the lenders will seek 
to sue a ‘deep-pocketed’ defendant such as the arranging bank for such false statements. If 
the arranger owes a fiduciary duty to the lenders, this will include a duty to make full disclo-
sure, although there are also alternative causes of action relating to false statements which 
are considered below.464 The question of whether an arranging bank is a fiduciary, however, 
goes further than just this type of liability. If the arranger were a fiduciary, it would be under 
a duty of the utmost good faith and honesty and to act in the best interests of the person to 
whom the duty is owed: this would include a duty to avoid conflicts of interest (which could 
be difficult),465 a duty of due diligence and, maybe, a duty to account to the participants for 
fees received from the borrower.466
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 467 Loan Market Association, Guide to Syndicated Loans, 2.
 468 Wood: Loans and Bonds, 2-010.
 469 For an example, see Barclays Bank plc v Svizera Holdings BV [2014] EWHC 1020 (Comm) [15].
 470 JP Morgan Chase Bank v Springwell Navigation Corp [2008] EWHC 1186 (Comm) [573] applied in the current 
context in Barclays v Svizera, ibid, [8].
 471 UBAF Ltd v European American Banking Corporation [1984] QB 713.
 472 G Bhattacharyya, ‘The Duties and Liabilities of Lead Managers in Syndicated Loans’ [1995] Journal of Inter-
national Banking and Financial Law 172; D Halliday and R Davies, ‘Risks and Responsibilities of the Agent Bank 
and the Arranging Bank in Syndicated Credit Facilities’ (1997) 12 Journal of International Banking Law 182, 183; 
G Skene, ‘Syndicated Loans: Arranger and Participant Bank Fiduciary Theory’ (2005) 20 Journal of International 
Banking Law and Regulation 269, 273.

The arranging bank’s factual position changes in the course of the transaction. In the first 
place, it is instructed by the borrower, with regard to drawing up the information memo-
randum and maybe advising the borrower on the type of transaction that is suitable for its 
requirements.467 Its next task is to solicit other potential participants, but when it has done 
that, it negotiates the loan documentation with the borrower and appears to be acting for 
the participant banks as much as or more than for the borrower.

The question of whether an arranger is a fiduciary has, then, two aspects. First, does it 
owe fiduciary duties to anyone, and second, if so, to whom and when? The answer to the 
second question may throw some light on the answer to the first. Since it is impossible 
to owe fiduciary duties to each of two parties negotiating with each other, and it is very 
difficult to pinpoint a time when the duties of the arranger shift from the borrower to the 
lenders, the best solution is that the arranger does not owe fiduciary duties to anyone.468 It 
certainly seems very unlikely that the arranger owes fiduciary duties to the borrower. Not 
only are such duties likely to be expressly excluded in the mandate letter,469 but the borrower 
is usually in the position of a customer of the bank, and no fiduciary duties are owed by a 
bank to its customer.470 There is, however, Court of Appeal authority for the proposition 
that the arranger owes a fiduciary duty to the participant banks. In UBAF Ltd v European 
American Banking Corporation471 Lords Justice Ackner and Oliver stated:

The transaction into which the plaintiffs were invited to enter, and did enter, was that of contrib-
uting to a syndicate loan where, as it seems to us, quite clearly the defendants were acting in a 
fiduciary capacity for all the other participants. It was the defendants who received the plaintiffs’ 
money and it was the defendants who arranged for and held, on behalf of all the participants, the 
collateral security for the loan. If, therefore, it was within the defendants’ knowledge at any time 
whilst they were carrying out their fiduciary duties that the security was, as the plaintiffs allege, 
inadequate, it must, we think, clearly have been their duty to inform the participants of that fact 
and their continued failure to do so would constitute a continuing breach of their fiduciary duty.

This statement is often said to be obiter,472 since the purpose of the application was to set aside 
leave to serve out of the jurisdiction. The two grounds for this were that the claims in deceit 
and under section 2(1) of the Misrepresentation Act 1967 were precluded by section 6 of the 
Statute of Frauds Amendment Act 1928 and that the claim in negligence was statute barred. 
No independent claim based on breach of fiduciary duty was in fact pleaded: the relevance of 
the existence of a fiduciary duty was that it would give rise to a duty of disclosure which might 
enable the claimant to rely on section 32(1)(b) of the Limitation Act 1980 (based on deliberate 
concealment), which would have the effect of making the limitation period run from the time 
when the facts were first known by the claimant. The statement quoted above does, therefore, 
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appear to be relevant to the decision in the case (that leave should not be set aside), but despite 
that, it is not necessarily of general import. The claimant’s case was based on false statements 
about the value of the collateral. The defendant was not only the arranging bank, but was also 
security trustee for the transaction and the agent bank. It would appear that the statement that 
the defendant owed fiduciary duties could be because of its role as security trustee rather than 
its role as arranger.473 Furthermore, the defendant had previously acquired knowledge which 
put it in a different position from most arrangers.474

The case has never been expressly followed in the UK, and, it is submitted, should be 
treated with great care as an authority, since every case will depend on its own facts. First 
and foremost, the existence and extent of a fiduciary relationship between parties will 
depend on the contractual position between them.475 The arranger will therefore seek to 
exclude any fiduciary duties, whether owed to the borrower or to the lending banks476 (and 
will probably also seek to exclude liability in negligence and for misrepresentation):477 to the 
extent that it seeks to exclude equitable duties this would not seem to fall within the Unfair 
Contract Terms Act478 and would seem to be effective to prevent a fiduciary relationship 
arising.479 This is desirable given the difficulties of analysis discussed above, and also given 
that the participants (both borrower and lenders) are sophisticated and experienced finan-
cial institutions which are in a good position to protect themselves.

8.4.4.  Liability of the Arranger in Relation to False Statements  
in the Information Memorandum

The information memorandum used in syndicated loans, which is usually drawn up by 
or on the advice of the arranger, provides important information to potential lenders. The 
loan documentation will include a warranty by the borrower as to the correctness of the 
information in the memorandum, so that if information is found to be inaccurate, this is an 
event of default.480 There would also be a claim against the borrower for misrepresentation 

 473 Although note that even a security trustee does not necessarily owe fiduciary duties in respect of every aspect 
of its operations: this will depend on the contractual position between the relevant parties. See Saltri III Ltd v MD 
Mezzanine SA Sicar [2012] EWHC 3025 (Comm) [123]–[124].
 474 G Bhattacharyya, ‘The Duties and Liabilities of Lead Managers in Syndicated Loans’ [1995] Journal of Inter-
national Banking and Financial Law 172; G Skene, ‘Syndicated Loans: Arranger and Participant Bank Fiduciary 
Theory’ (2005) 20 Journal of International Banking Law and Regulation 269, 273.
 475 Henderson v Merrett Syndicates Ltd (No 1) [1995] 2 AC 145, 206 (Lord Browne-Wilkinson); Saltri III Ltd v MD 
Mezzanine SA Sicar [2012] EWHC 3025 (Comm) [123]; Torre Asset Funding Ltd v Royal Bank of Scotland plc [2013] 
EWHC 2670 (Ch) [143]–[148].
 476 See eg LMA Leveraged Finance Facility Agreement, cl 32(5).
 477 See 8.4.4 and LMA Leveraged Finance Facility Agreement, cl 32(10). The LMA Investment Grade agreement 
was amended in 2014 to narrow the scope of arranger and agent liability to bring it into line with the Leveraged 
Finance Agreement.
 478 See 8.3.5.3.
 479 G Skene, ‘Syndicated Loans: Arranger and Participant Bank Fiduciary Theory’ (2005) 20 Journal of Interna-
tional Banking Law and Regulation 269, 279 takes the view that this would be the position under Australian law. 
It also appears to be the position under US law: see Banque Arabe et Internationale D’Investissement v Maryland 
National Bank, 810 F Supp 1282, 1296 (SDNY, 1993), aff ’d 57 F 3d 146 (2d Cir 1995); Banco Español de Crédito v 
Security Pacific National Bank, 763 F Supp 36, 45 (SDNY, 1991), aff ’d973 F2d 51 (2d Cir 1992), cited by Skene at 
277. See also Paget 12.20.
 480 For example clauses, see cl 23.4 LMA Investment Grade Loan Agreement and cl 28.4 LMA Leveraged Finance 
Facility Agreement. See also 6.2.3.1.
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and deceit.481 However, an action against the borrower is unlikely, in the absence of special 
circumstances, to add anything to the claim for the amount due on the loan482 and, in any 
event, if the borrower is unable to pay back the loan and is insolvent, there is no point suing 
for damages. The lenders would then look to sue other persons with deeper pockets; this 
might, of course, include guarantors or insurers,483 but is likely also to include the bank 
that acted as arranger.484 It should be pointed out that there is no equivalent action to that 
under section 90 of the Financial Services and Markets Act. This action arises where there 
is a misstatement in disclosure required by regulatory rules, and therefore only arises where 
those rules apply, namely in relation to offers of shares and debt securities.485

The question of whether the arranger owes a fiduciary duty to the lenders has just been 
discussed. There are also potential claims in tort and under the Misrepresentation Act 1967. 
Taking the claims in tort first, one possible cause of action is deceit, but this will depend 
on dishonesty on the part of the arranger, which is unlikely. Another possibility is that the 
arranger owes a duty of care to the lenders under the doctrine in Hedley Byrne & Co Ltd v 
Heller & Partners Ltd.486 There are two cases in which an arranger has been held to owe a 
duty of care to lenders participating in a syndicated loan, although in neither was the issue 
merely one of negligent misstatement, and both, arguably, depend on their own facts.

In Natwest Australia Bank Ltd v Tricontinental Corp Ltd,487 the arranger, which was 
also one of the lending banks, drew up the information memorandum but failed to 
disclose that the borrower had a contingent liability to it, the arranger. The claimant, 
another of the lending banks, had actually made enquiries of the arranger relating to 
this very matter and had been told that the contingent liabilities were only nominal. In 
these circumstances, the Supreme Court of Victoria held that the arranger owed a duty 
to disclose the contingent liabilities to the lending banks, of which it was in breach, and 
that the lending bank was not contributorily negligent in failing to pursue the matter or 
to make its own enquiries. The reasoning of the court depended heavily on the facts: there 
was said to be an assumption of responsibility based on the facts that the arranger was 
acting in the course of business and had been paid a substantial fee and that a prudent 
bank would realise that the existence of the contingent liability would be an important 
factor in the decision of the lending bank whether to participate in the syndicate.488 The 
duty of care was not affected by the inclusion of a disclaimer in the information memo-
randum, which read: ‘The information herein has been obtained from the borrower and 
other sources considered reliable. No Representation or Warranty expressed or implied 
is made with respect to this information.’ This was interpreted as only relating to infor-
mation provided, rather than information which was omitted, and also did not relate to 
the express question asked by the lending bank.489 As with many such negligence cases, 

 481 As there is against the issuer of debt securities. See 13.2.7.1.
 482 Wood: Loans and Bonds, 2-019.
 483 See 6.4.
 484 G Bhattacharyya, ‘The Duties and Liabilities of Lead Managers in Syndicated Loans’ [1995] Journal of Interna-
tional Banking and Financial Law 172.
 485 See 10.6.2 and 13.2.7.2.
 486 [1964] AC 465.
 487 1993 VIC LEXIS 743.
 488 Ibid, 164.
 489 Ibid, 167.
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though, this finding of an assumption of responsibility is fact-specific. For example, the 
arranger actually knew about the contingent liabilities, so the duty was one of disclosure 
rather than a duty of care. Also, the lending bank made a specific enquiry, which meant 
that the arranger knew of the importance to it of the existence of contingent liabilities.490 
Moreover, the disclaimer was narrow and a wider disclaimer in the mandate agreement 
might have been more effective, as discussed below.

In the case of Sumitomo v Banque Bruxelles Lambert SA,491 the arranger had failed to 
make disclosure to an insurance company which rendered mortgage indemnity guaran-
tees, taken out to protect the security for the loan, invalid. Here, the limited contractual 
duties owed by the arranger to the lending banks did not prevent a duty of care arising 
in relation to the arrangement of the insurance policy: there was sufficient assumption of 
responsibility in relation to that particular task.492 The exclusion clause in the loan agree-
ment was interpreted only to apply to the arranger’s liabilities qua agent bank and not as 
arranger493 (and in fact was not wide enough even to exclude liability for negligent execu-
tion of the bank’s tasks qua agent: the clause, like all exclusion clauses, was interpreted 
strictly).

The position therefore appears to be that, while each case will depend on its own facts, 
the court will be prepared to find a duty of care in relation to specific tasks if they are fore-
seeably important to the lenders. Whether a more widely drawn duty of care in relation to 
the information memorandum exists is a matter for considerable doubt. In IFE Fund SA v 
Goldman Sachs International,494 where it was made clear in the information memorandum 
that the arranging bank was accepting no responsibility for the accuracy of the information, 
the Court of Appeal held that no duty of care was owed,495 and that the court would be very 
slow to ‘superimpose’ a duty of care where obligations between the various parties had been 
carefully agreed.496

In any event, such a duty can be satisfactorily excluded both by a notice given to the 
participants in relation to the information memorandum497 and/or by a term in the loan 
agreement excluding liability of the arranger for representations made.498 Such a disclaimer 
would be subject to the requirement of reasonableness in section 2(2) of the Unfair Contract 

 490 G Bhattacharyya, ‘The Duties and Liabilities of Lead Managers in Syndicated Loans’ [1995] Journal of Interna-
tional Banking and Financial Law 172.
 491 [1997] 1 Lloyd’s Rep 487. See S Sequiera, ‘Syndicated Loans—Let the Arranger Beware!’ [1997] Journal of 
International Banking and Financial Law 117.
 492 [1997] 1 Lloyd’s Rep 487, 514.
 493 Ibid, 493.
 494 [2007] EWCA Civ 811.
 495 Ibid, [28].
 496 Waller LJ in the Court of Appeal at [28] agreed with the reasoning of the judge to this effect, set out at [17]. 
Note, however, that a limited duty of care has been held to be owed to investors in notes by an arranging bank to 
execute the notes properly. This was on the basis that the duty was very specific, and went to a matter that was at 
the heart of the investment and that the bank could have disclaimed such a duty expressly had it wished (although 
this was likely to result in reputational damage), see Golden Belt 1 Sukuk Co BSC(c) v BNP Paribas [2017] EWHC 
3182 (Comm), [143]–[208] (particularly [200]) and C Morrison, ‘The Scope of Arrangers’ Duties After Golden Belt 
v BNP Paribas’ (2018) 4 Journal of International Banking and Financial Law 226.
 497 Wood: Loans and Bonds, 2-021. For an example, see Raiffeisen Zentralbank Osterreich AG v Royal Bank of 
Scotland plc [2010] EWHC 1392 [65].
 498 See LMA Leveraged Finance Facility Agreement, cl 32(10).
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Terms Act 1977,499 but it is submitted that, given the relatively equal bargaining power of 
the parties and the fact that lending banks are sophisticated commercial institutions, such 
an exclusion is likely to be held to be reasonable.500 The counter-argument to this is that 
the arranger is in a better position to assess the creditworthiness of the borrower,501 and 
so it should bear some responsibility (apart from its own liability as lender) if disclosure 
is inaccurate. One could argue, however, that this concern is met, first, by the fact that the 
arranger would still be liable for fraud (including recklessness), since this liability cannot be 
excluded, and also by the fact that banks, unlike bondholders, do negotiate the agreement 
that includes the exclusion clauses and can put pressure on the arranger to take them out.

There is also potential liability under section 2(1) of the Misrepresentation Act 1967, 
which applies where a person has entered a contract after a misrepresentation has been 
made to him by another party thereto. This will only apply if the arranger is also a party 
to the loan agreement (this will usually be the case as the arranger is likely to be a lender). 
Liability by this route is easier for the participants to establish, in that no duty of care needs 
to be established, and the burden of proof of breach of duty is reversed.502 Here, too, clauses 
in the information memorandum can also affect whether such liability arises. If it is made 
clear that the arranging bank is making no representations in relation to the information 
provided in the memorandum, then this is binding on the parties as a matter of contrac-
tual estoppel503 and there can be no liability for misrepresentation.504 Such a clause is not 
subject to the requirement of reasonableness imposed by section 3 of the Misrepresentation 
Act 1967, as it does not exclude or restrict liability for misrepresentation.505 If the clause 
provides that there is no reliance on any representations made, then this too can take effect 
as a contractual estoppel, but section 3 will apply,506 and will also apply if the clause expressly 

 499 Note, though, that Gloster J in JP Morgan Chase Bank (formerly Chase Manhattan Bank) v Springwell Naviga-
tion Corp [2008] EWHC 1186 [602] said that contractual provisions which merely confirm the basis upon which 
the parties are transacting business are not subject to s 2(2) Unfair Contract Terms Act 1977, since ‘[o]therwise, 
every contract which contains contractual terms defining the extent of each party’s obligations would have to 
satisfy the requirement of reasonableness’. While this makes a great deal of sense, it might still be possible to argue 
that such duty-defining clauses are ‘excluding … the relevant obligation or duty’ under s 13 of that Act, and thus 
are brought within s 2. This argument does not appear to be available in relation to s 3 Misrepresentation Act 1967, 
to which section 13 does not apply.
 500 G Bhattacharyya, ‘The Duties and Liabilities of Lead Managers in Syndicated Loans’ [1995] Journal of Interna-
tional Banking and Financial Law 172. In Raiffeisen Zentralbank Osterreich AG v Royal Bank of Scotland plc [2010] 
EWHC 1392, in relation to contractual provisions in an information memorandum for a syndicated loan, the judge 
held that if the relevant clause did exclude liability for misrepresentation it satisfied the requirement of reasonable-
ness in s 11 Unfair Contract Terms Act (at [319]–[327]).
 501 Hughes: Banking, 9.5.
 502 See 13.2.7.1, where s 2(1) is discussed in the context of liability of an issuer to bondholders.
 503 Peekay Intermark v Australia and New Zealand Banking Group [2006] EWCA Civ 386; JP Morgan Chase 
Bank (formerly Chase Manhattan Bank) v Springwell Navigation Corp [2008] EWHC 1186 [558]–[568]; Raiffeisen 
Zentralbank Osterreich AG v Royal Bank of Scotland plc [2010] EWHC 1392 [250]–[255]; Cassa di Risparmio v 
Barclays Bank [2011] EWHC 484 [505].
 504 Raiffeisen Zentralbank Osterreich AG v Royal Bank of Scotland plc [2010] EWHC 1392 [267].
 505 Ibid, [316]. However, even this depends on the particular circumstances of the case: where a clear statement 
of fact is made which is (objectively) intended to be a representation and to be relied upon, but the terms of the 
contract state that no representation has been made, s 3 may apply: ibid, [307]–[308].
 506 Ibid, [286] and First Tower Trustees Ltd v CDS (Superstores International) Ltd [2018] EWCA Civ 1396  
[51]–[67]. See also EA Grimstead & Son Ltd v McGarrigan [1999] EWCA Civ 3029 and Government of Zanzibar 
v British Aerospace (Lancaster House) Ltd [2000] 1 WLR 2333; cf Barclays Bank plc v Svizera Holdings BV [2014] 
EWHC 1020 (Comm) [61].
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excludes or restricts liability. In any event, where the lenders are experienced financial insti-
tutions, or where the wording used is common in the context of syndicated loan agreements, 
the clause is likely to be held to be reasonable.507

8.4.5. Position of the Agent Bank

The actual structure of the loan transaction reflects the need for efficient day-to-day 
administration, and for effective decision-making at critical moments. Again the balance 
is between collectivity and enabling individual banks to protect their own interests. One of 
the lending banks is usually appointed as the agent bank: this is largely an administrative 
position and does not attract such high fees as the position of arranger.508

The position of the agent bank may be compared with that of a trustee in a bond issue, in 
that it is a person that carries out functions on behalf of the lenders. In fact, however, there 
is a considerable difference: the agent bank is seen as mainly a functionary which deals with 
specific administrative tasks.509 This is supported by the documentation, which provides for 
certain specific powers but also includes heavy exclusionary provisions. A loan agreement 
will usually state expressly that the agent bank is not a fiduciary,510 unlike a bond trustee, 
and the agreement may provide for the agent to do things which would otherwise be a 
breach of fiduciary duty, such as receiving sums from the borrower on its own account.511

If an agent bank is also a security trustee, it will of course owe fiduciary duties, but many 
of these are usually excluded.512 The agent is largely expected to act on the instructions of 
the lenders, and it is to the democratic structure of the syndicate that we now turn.

8.4.6. Majority Lenders513

Most important matters concerning the loan will require the consent of ‘the majority lend-
ers’. This term will be defined in the loan agreement, usually consisting of holders of a 
majority (50 per cent or 66 per cent) of the loan outstanding.514 The matters in question 

 507 Raiffeisen Zentralbank Osterreich AG v Royal Bank of Scotland plc [2010] EWHC 1392 [319]–[327].
 508 Torre Asset Funding Ltd v Royal Bank of Scotland plc [2013] EWHC 2670 (Ch) [163(ii)].
 509 This is made very clear in Torre Asset Funding, ibid—see particularly [34]. For a list of the agent bank’s func-
tions, see Fuller: Corporate Borrowing, 22–23.
 510 LMA Leveraged Finance Facility Agreement, cl 32.5, and see cl 26.4 of the agreement considered in Torre Asset 
Funding, ibid.
 511 See clauses mentioned in the previous footnote. Such an authorisation of conflict may also be included in a 
trust deed: see Fuller: Corporate Borrowing, 12.28(3), but since the agent bank is usually one of the lenders, an 
actual conflict is much more likely to arise.
 512 See Saltri III Ltd v MD Mezzanine SA Sicar [2012] EWHC 3025 (Comm) [123]–[124].
 513 For discussion of the ascertainment of the views of bondholders, see 7.3.3.
 514 Hughes: Corporate Borrowing, 9.7; Wood: Loans and Bonds, 18-022; Mugasha: Multi-Bank Financing, 5.118. 
Clause 1 of the LMA agreement provides for a majority of 66⅔%. Compare the position with bonds, where a 
numerosity requirement is more common than in syndicated loans (see 8.3.3). Again, unlike in a bond issue, voting 
procedures are rarely formalised in the loan agreement, so that when it becomes necessary to ascertain the views 
of the majority, some sort of ‘de facto mechanism’ has to be set up by the lenders: Redwood Master Fund Ltd v TD 
Bank Europe Ltd [2002] EWHC 2703 [97].
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include modification of the loan agreement, waiver of breaches, determining whether an 
event or breach is material so as to amount to an event of default, directing the agent bank 
to accelerate the loan if there is an event of default, and giving consent to the provision of 
security by the borrower.515 In relation to modification, certain entrenched provisions, such 
as the pro rata clause, definition of ‘majority lenders’ and subordination provisions, cannot 
be modified without the consent of all the lenders.516 Certain breaches, for example of a 
condition precedent, cannot usually be waived by a majority.517 Thus, despite the general 
idea of democratic decision-making which is discussed in the next paragraph, there is some 
protection for the individual lender that wishes, rationally or irrationally, to hold out against 
the collective view.

It is necessary for the agreement to provide expressly that the decision of the majority 
binds all the lenders: this is not inherent in the agreement.518 Obviously, the effect of such 
a provision is potentially to damage the interests of the minority lenders, and the question 
arises as to whether, and in what circumstances, they should be given some protection. It 
now seems reasonably clear that the majority are under some constraints in terms of the way 
they exercise their power, and indeed their vote, but that these constraints are intended to 
prevent a dishonest abuse of power and nothing more. Thus, the majority must not exercise 
their power in a manner motivated by a desire to damage or oppress the minority,519 nor 
to confer special collateral benefits on the majority. The principles in relation to syndicated 
loans are very similar to those applicable to bonds, which are discussed above.520

There is therefore a balance between the advantages of majority rule, which is necessary 
to get things done and to avoid the ‘holdout’ problem, where one lender can prevent a bene-
ficial course of action by refusing to consent, and the possible oppression of the minority. It 
is still possible, and indeed likely, that the majority vote will damage a minority lender, who 
is only protected by the ‘good faith’ requirement discussed above, and it may be that where 
there are several tranches of subordinated lenders, there is more likely to be a true diver-
gence of interests than where there is only one tier of lenders,521 where interests are more 
likely to be aligned and where the dissenting lender is more likely to be irrational, or, at least, 
trying to obtain an individual advantage which could well damage the interests of the whole.

The effect of a debt buy-back on syndicate democracy should also be noted. If the 
borrower buys back the loan itself, this may have the effect of extinguishing the loan, but if 

 515 Hughes: Banking, 9.7; Wood: Loans and Bonds, 18-023; Mugasha: Multi-Bank Financing, 5.118.
 516 Tolley’s Company Law Service 5027; Mugasha: Multi-Bank Financing, 5.116; Wood: Loans and Bonds, 18-023.
 517 Wood: Loans and Bonds, 18-023. This enables an individual lender to refuse to advance further funds if such 
a breach occurs.
 518 This is implicit in the judgment of Lindley LJ in Sneath v Valley Gold Ltd [1893] 1 Ch 477, 489, where he says: 
‘Powers given to majorities to bind minorities are always liable to abuse; and, whilst full effect ought to be given to 
them in cases clearly falling within them, ambiguities of language ought not to be taken advantage of to strengthen 
them and make them applicable to cases not included in those which they were apparently intended to meet.’ It 
would not have been necessary to provide either that full effect should be given to such powers, or that they should 
be strictly construed, unless only the express power enabled the majority to bind the minority.
 519 Redwood Master Fund Ltd v TD Bank Europe Ltd [2002] EWHC 2703 [105]. See 8.3.3.2. It is not, of course, easy 
to prove bad faith, but it may be inferred from the effect that the exercise of the power has on the minority, if the 
result is extreme enough. However, there is no reason why, absent bad faith, a lender should not vote according to 
its own interest: ibid, [105].
 520 8.3.3.2.
 521 This is noted in Redwood Master Fund Ltd v TD Bank Europe Ltd [2002] EWHC 2703 [95].
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it does not, or if the buy-back is made by a sponsor, this gives the borrower a voice in the 
syndicate democracy, and can give rise to conflicts of interest.522 Of course, where the deci-
sion requires a majority vote, it is unlikely that the borrower will have bought back enough 
debt for its vote to make a difference,523 but where a unanimous decision is required, the 
borrower could hold out against a decision.524

8.5. Conclusion

The presence of more than one lender gives rise to a number of additional issues which do 
not need to be considered when there is only one lender. There is a need for the transaction 
to be structured in such a way that there can be efficient administration, without undue cost 
and duplication, which necessitates the use of either a trust or agency structure. This in itself 
necessitates the protection of individual rights, and the balance between this and collectivity 
is critical. One particular feature of both syndicated loans and bonds is their transferability, 
although there is no reason why loans by single lenders, or, indeed, any extension of credit, 
cannot be transferred.525 The transfer of loans will be discussed in the next chapter.

 522 S Samuel, ‘Debt Buybacks: Simply Not Cricket?’ [2009] Journal of International Banking and Financial Law 24; 
P Clark and A Barker, ‘The Evolution of Debt Buybacks’ [2009] Journal of International Banking and Financial Law 
359.
 523 A decision to accelerate the loan would normally fall into this category.
 524 This might, for example, be to improve its position in restructuring negotiations.
 525 Subject to some legal constraints, discussed in chapter 9.



 1 The term ‘transfer’ is here used in a rather loose and non-legal sense. As will be seen, in some cases there is an 
actual transfer of the debt, in others a new debt arises in the place of the old debt, and in other cases still, only the 
credit risk is transferred and the debt remains owing to the same creditor.
 2 With a charge there is, again, technically not an actual transfer, but this is rarely of practical significance; see 
Security and Title-Based Financing, 6.62–6.67.
 3 9.2.2.6.
 4 See E de Fontenay, ‘Do Securities Laws Matter? The Rise of the Leveraged Loan Market’, http://papers.ssrn.
com/sol3/papers.cfm?abstract_id=2419668.
 5 For discussion of the differences in regulation, see 13.2.8, 13.3.3 and 13.4.2.
 6 The concept of negotiability, and its additional benefits, are discussed at 9.2.3.

9
Transferred Debt

This chapter draws together typical situations in which debt is transferred.1 In most cases, 
we will be looking at transfers by and from people who are lending to companies, but the 
same techniques are used by companies in order to raise finance by transferring debts which 
are owed to them. Indeed, one technique, securitisation, is used both by companies and 
by lenders (which, after all, are companies whose business is finance) to raise money. One 
reason (among others) why a lender, or indeed a company, might want to transfer debt is to 
offload the credit risk of the debtor. In order to do this, there is no need actually to transfer 
the debt: the credit risk can be partially or wholly transferred to another party by other 
means, such as sub-participation or by using derivatives such as credit default swaps, or by 
the use of synthetic securitisation. These techniques are considered in this chapter, as well 
as outright transfers. Debts may also be transferred as security for a loan or other credit: 
this can be by way of mortgage or by way of charge.2 Such transfers are largely discussed in 
chapter seven, although some of the discussion in this chapter will also apply to them (such 
as the discussion of clauses prohibiting assignment).3

9.1. Why is Debt Transferred?

The first distinction that needs to be drawn is between debt which is created to be traded, 
and other debt. As other debt, such as syndicated loans, has come to be transferred more 
frequently so that a liquid market has grown up, the distinction between the two has 
collapsed somewhat,4 but it is still of some significance.5 Historically, bonds and other debt 
securities, as well as other money market instruments such as bills of exchange, which were 
designed to be traded, were issued in bearer form and were negotiable.6 This meant that 
the borrower knew that the debt was going to be transferred, and that it would have to pay 
the holder, whoever that might be. The relationship between the borrower and the original 
lender was, therefore, only temporary. These characteristics of debt securities and other 

http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2419668
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2419668
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money market instruments have continued, even though they are no longer commonly 
issued in bearer form.

Transferability has a number of ramifications for each original lender. First, it knows 
that, provided that the market is functioning normally, it can sell the securities at any 
time, and so it can afford to take a greater risk than with ‘relationship’ lending. Such risk 
includes the credit risk of the borrower, but also the liquidity risk of the lender (the risk 
that it might need the cash tied up in the loan for other ventures or to pay back its own 
debt) and, to some extent, market risk (although if the market became too adverse it might 
not be possible for the lender to sell the securities at all). Second, it is able to use the securi-
ties for other purposes, such as collateral for its own borrowing, in a very straightforward 
way as they can be mortgaged, charged or (in the case of negotiable instruments) pledged. 
Third, since the securities are designed to be traded on a market, there is generally a trans-
parent pricing structure which can be used to value them at any time. Fourth, the presence 
of a market means not only that there are willing buyers to whom to transfer the securities, 
but also that there is a structure whereby these transfers can take place quickly, cheaply 
and easily.7

These factors translate into certain benefits for the issuer of the securities. The interest 
rate payable might well be lower than that charged by a ‘relationship’ lender.8 Further, as the 
lenders can offload the credit risk, there is less incentive for extensive credit checks at the 
time of issue, or for extensive monitoring during the life of the security. Similarly, although 
there are covenants which the issuer has to observe, they are usually less stringent than 
those in relationship lending.9 The presence of a market means not only that there is a larger 
pool of initial potential investors than with ‘relationship’ lending, but also that there is an 
even larger pool of investors who are potentially willing to buy the securities and therefore 
ensure continuing finance for the issuer. Further, the presence of a market means that even 
if it is only possible to issue relatively short-term debt, since long-term debt would be too 
expensive, there is usually a liquid enough market for replacement debt to be reissued, thus 
achieving a rolling over of the finance, while with a ‘relationship’ loan this would entail 
complicated and expensive refinancing negotiations. The lack of both the incentive and the 
capacity to investigate and monitor the financial state of the borrower in the case of traded 
debt is one of the main reasons for the regulation of the issue of debt listed on the Stock 
Exchange, and for the applicable continuing disclosure obligations. Regulation of debt is 
discussed below in chapter thirteen.

Other debt, which was not created in order to be traded, can also be transferred. As 
mentioned in chapter eight, it is common for a lender in a syndicated loan to transfer its 
interest. This could be for a number of reasons. It might be in order to transfer credit risk, 
as mentioned above. For example, if the borrower looks unlikely to be able to repay in full, 

 7 This is referring not just to the ease of transfer by delivery, which is a feature of negotiability, but also to the 
presence of (originally) a physical market. Thus, not only could physical transfers take place easily but settlement 
of payment was also facilitated. More recently, this has been transformed by the presence of an electronic market 
which enables transfer and settlement to take place virtually instantaneously.
 8 A Morrison, ‘Credit Derivatives, Disintermediation and Investment Decisions’ (2003) 78 Journal of 
Business 621.
 9 See discussion at 3.2.2.3 and 6.3.
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the lenders might wish to ‘crystallise’ their loss and sell to less risk-averse institutions which 
specialise in distressed debt.10 Buyers of distressed debt may hope to make an eventual 
profit on the debt, and can spread the risk of loss by holding a wide portfolio bought at 
heavily discounted prices. Alternatively, they may be aiming at controlling the company by 
swapping debt for equity. The existence of a distressed debt market can perform a useful 
function in helping with the valuation of insolvent companies,11 as well as permitting banks 
to lock in their loss or profit on a loan, according to its market valuation at the point of 
transfer.

Another reason for transfer might be that a lender decides that it wants a different risk 
profile for its assets, and so transfers its interest in a certain type of risk, or a certain type 
of borrower, in order to use the capital to lend elsewhere.12 The lender, of course, might 
need capital for other reasons, or might decide that it does not want to retain any loans for 
their term, but wishes to sell on all its loans and use the proceeds to make more loans. This 
phenomenon becomes more likely as transfer of loans becomes easier and more common, 
which may lead to a situation where lenders ‘originate to distribute’.13 In this situation, the 
differences between debt issued to be traded, which is discussed above, and debt which on 
its face is not created to be traded, begins to collapse, and the features of the former, such 
as the lack of incentive to monitor, become apparent in the latter. Despite this, there is little 
regulation of the issue or transfer of syndicated or other loans, and any protection for lend-
ers or buyers has to come from private law rights and remedies.14

Other reasons for transfer relate largely to the regulation of lenders, and in particular 
banks. As described in chapter two,15 banks are required to keep a certain amount of capi-
tal against risky assets, of which loans are a category. If the loans can be removed from a 
bank’s balance sheet by transfer, then the amount of capital that has to be held decreases.16 
Of course, the bank no longer has the source of income from the loan, but the future income 
will be taken into account in the pricing of the sale, discounted, of course, for the risk of 
default in both income and capital repayments. Further, a bank also might wish to transfer a 

 10 LMA Guide to Syndicated Loans and Leveraged Finance Transactions (October 2013), 6.A.4; Wood: Loans 
and Bonds, 21-003; Mugasha: Multi-Bank Financing, 2-57, 2-61. In some circumstances, a buyer of distressed 
debt may buy the debt in order to pursue remedies against the arranger of the syndicated loan, rather than sue the 
borrower, although if this is achieved by way of assignment it may be void as against public policy: A Chakrabarti 
and D Pygott, ‘Trading Claims’ [2007] Journal of International Banking and Financial Law 645. In certain circum-
stances, it might also be possible for the lender to sell at a profit, thus locking in the gain.
 11 G Smith and D King, ‘How Insolvency Practitioners Value a Business’ (2015) 28 Insolvency Intelligence 20.
 12 LMA Guide to Syndicated Loans and Leveraged Finance Transactions (October 2013), 6.A.2; Wood: Loans 
and Bonds, 21-003; Mugasha: Multi-Bank Financing, 2.58.
 13 This happened in the period between 2000 and 2007, leading up to the financial crisis; see D Llewellyn, ‘The 
Global Financial Crisis: The Role of Financial Innovation’ in P Booth (ed), Verdict on the Crash: Causes and Policy 
Implications (London, Institute of Economic Affairs, 2009).
 14 See 13.28 and 13.3.3. Note, though, that there is limited self-regulation of this market in relation to market 
abuse; see 13.4.2.
 15 See 2.3.1.4. For a view on how regulation impacts on the syndicated loan market, including the second-
ary market, see LMA, Regulation and the Loan Market (September 2015), www.lma.eu.com/application/
files/7514/6901/3105/LMA_Regulation_and_the_Loan_Market_September_2015.pdf.
 16 LMA Guide to Syndicated Loans and Leveraged Finance Transactions (October 2013), 6.A.3; Wood: Loans 
and Bonds, 21-003; Mugasha: Multi-Bank Financing, 2-534. Removing loans may now also help banks meet the 
liquidity requirements under Basel III; see 2.3.1.4.

http://www.lma.eu.com/application/files/7514/6901/3105/LMA_Regulation_and_the_Loan_Market_September_2015.pdf
http://www.lma.eu.com/application/files/7514/6901/3105/LMA_Regulation_and_the_Loan_Market_September_2015.pdf
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loan to an associate or to another jurisdiction,17 and a buyer might wish to purchase a loan 
to build up a set-off.18

Similar reasons can lead to the transfer of single lender loans, as well as other types of 
smaller scale financing such as credit card debts and asset-based lending. These debts tend 
to be transferred as part of a securitisation, where the purchase price for them is funded 
by an issue of securities, thus spreading the risk very widely and taking advantage of the 
lower cost of borrowing money by issuing securities. Of course, both bond issues and 
syndicated loans can also be securitised. A non-financial company can also securitise its 
receivables, but, at least in relation to smaller companies, financing of receivables is more 
easily achieved by transfer to a factor or an invoice discounter.19 The prime motivation for 
a company is liquidity: receivables financing is a way of turning illiquid assets into ready 
cash20 which can be used to improve the company’s cash flow or generally to finance the 
company’s operations.

9.2. Methods of Transfer

The most suitable method of transfer of a debt will depend not only on the nature of the 
debt, but also on the circumstances of the transfer. Detailed comparison between methods 
will take place as part of the discussion of each method, but there are a few general points to 
be made. First, the position of the borrower needs to be considered. Some methods require 
the borrower to consent to the transfer (either at the time of transfer or in advance). In these 
circumstances, a method which transfers risks and rewards but which does not involve a 
transfer may be preferable. Further, the parties to the transfer may not wish the borrower to 
know that the debt has been transferred. This may be because they wish to retain a particu-
lar relationship with the borrower, or because they think that the publicity would harm it 
(the lender) in its future dealings with the borrower, or more generally. Alternatively, it may 
just be simpler for the borrower to pay the original lender than to direct it to pay someone 
else, when it might make a mistake.21

Another relevant point is whether only rights are being transferred or whether there 
are obligations to transfer as well. Where a loan is a revolving facility, or has not been fully 
drawn down, the lender will owe the borrower an obligation to advance funds. Obligations 
cannot be assigned, but can be transferred by novation.22 This is not a problem with an issue 
of debt securities, where there is never any outstanding obligation to advance funds.

A third question is whether there is any restriction on transfer in the original loan 
agreement. This will not apply in the case of securities or other negotiable instruments, 

 17 Wood: Loans and Bonds, 21-003.
 18 Ibid, 7-109. This is not permitted after the ‘cut-off ’ date for insolvency set-off: see Insolvency Rules 2016/1024 
14.24(6)(e) and 14.25(6)(d); Goode and Gullifer: Credit and Security, 7.95.
 19 2.3.4.1.
 20 This is often said to be the major point of all securitisations, but where financial institutions are involved, the 
other reasons discussed, especially capital adequacy, are also important.
 21 This would be true, for example, with some consumer debts.
 22 It will be seen that this principle is not absolute, as an obligor can be prejudiced by events after assignment. For 
example, once notice is given to the obligor further set-off or other equities cannot arise between the assignor and 
the obligor, and the obligor must pay the assignee and not the assignor.
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where  transfer is inherent in their nature, but could apply in the case of any other debt, 
including a loan. It may be that there is a restriction imposed by the borrower, or, though 
unusual, a restriction imposed by law.

A fourth potential problem is where security is given for the original loan. Transferring 
merely the benefit of the loan is likely to be construed as transferring the entitlement to the 
security as well,23 but if there is a new obligation of the borrower to pay the transferee, then 
the entitlement to security will not automatically follow.24

In the following sections, the three main legal methods of transfer will be outlined. Their 
application will then be considered in the context of the transfer of loans (usually syndicated 
loans), receivables and securities.

9.2.1. Novation

The concept of novation is very simple: the original contract between A and B is terminated 
and a new one arises between B and C. Where there are mutual obligations still outstanding, 
the mutual agreement by A and B to release each other from these is consideration for the 
termination. Equally, the agreement by B and C to take on new obligations provides suffi-
cient consideration for the new agreement. C’s obligations to B can be on exactly the same 
terms as A’s obligations to B, but they are new obligations: A’s obligations are not transferred 
to C. Nor are A’s rights against B transferred to C (as in an assignment): B takes on new 
obligations which are owed to C. Since C is undertaking new obligations to B, it is necessary 
that B consent to the novation.25 Exactly how this is achieved in the context of a transfer of 
a loan or debt securities is examined below.

As the contract between B and C is entirely new, it is not automatically subject to equi-
ties which affected the old contract, though this will, of course, depend on the terms on 
which B has agreed to the novation,26 and the terms on which the novation takes place. 
This is because the rights and obligations of each party under the new contract must be 
determined by the contractual agreements among all three parties to the novation.27 The 
same analysis applies in relation to a situation where the title of the original lender to the 
debt is defective (that is, it is not owed the original debt). Usually, the terms of the debtor’s 
consent (which may well be subject to the rules of an exchange, a clearing system or a 
standard form contract) will expressly or impliedly exclude consent to a transfer in such 
circumstances. A ‘transfer’ by novation, therefore, is at least capable of taking place free 
from equities and defects in title: whether it does so or not depends on the circumstances 
and the context. The way in which transfer systems incorporate these features is examined 
below.

 23 This would usually be done expressly as well; see Wood: Loans and Bonds, 21-013. There is no requirement to 
register the transfer of security: Security and Title-Based Financing, 10.40.
 24 Wood: Loans and Bonds, 22-048.
 25 For an analysis of various contractual methods by which the requirement of active consent can be dispensed 
with, see LK Ho, ‘Unilateral Transfers of Contractual Obligations’ (2013) 129 Law Quarterly Review 491.
 26 9.2.4.2.5.
 27 There can, of course, be set-off between the obligor and the transferee.
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9.2.2. Assignment28

9.2.2.1. Introduction

Assignment is a technique which is used in a number of different contexts. In the corporate 
finance context, it can be used when a company transfers receivables absolutely or by way 
or security to a bank or other financier in order to obtain finance. The generic term for this 
is receivables financing, and various types of it are discussed in chapter two.29 It can also be 
used when a lender wishes to transfer the benefit of a loan it has made.

There are a number of significant differences between assignment and novation. First, an 
assignment is a transfer of rights: no new contract is created and none is terminated.30 The 
amount of involvement the assignor retains following the assignment depends on whether 
the assignment takes place at law or in equity,31 and also on whether the assignment is 
permitted under the terms of the original agreement.32 Second, as mentioned above, obliga-
tions cannot be assigned, only rights. Third, the consent of the debtor33 is not required for 
a valid assignment to take place. Fourth, although notice of the assignment to the debtor 
is required for a statutory assignment,34 no such notice is necessary for an assignment to 
be valid in equity.35 Fifth, an assignment takes place subject to equities (including rights of 
set-off), whereas if a loan contract is novated the new contract will not be affected by any 
prior dealings between the transferor and the borrower.36 Sixth, an agreement to assign 
future rights is given effect in equity,37 so that there can be a valid equitable assignment of 
both present debts and those that will arise in the future.38 Seventh, there are limitations on 
the kinds of rights which can be assigned: rights which are personal to the assignor (so that 
the identity of the obligee is material to the obligor) cannot be assigned,39 nor can rights 
which have been made non-assignable (or personal)40 in the original contract,41 nor can an 
assignment of a bare right of action take place.42

 28 See generally Tolhurst: Assignment; and Smith and Leslie: Assignment.
 29 2.3.4.1.
 30 The question of whether an equitable assignment is effected by a transfer or creates a new right is considered 
at 9.2.2.4.
 31 See 9.2.2.2 and 9.2.2.4.
 32 See 9.2.2.6.
 33 The word ‘debtor’ is used here as this chapter is concerned with the transfer of debt. In fact, any non-personal 
obligation can be assigned, including but not limited to, debts.
 34 Law of Property Act 1925, s 136.
 35 See 9.2.2.4.
 36 For a possible qualification of this, see the discussion in 9.2.4.2.45 of Graiseley Properties Limited v Barclays 
Bank plc [2013] EWCA Civ 1372.
 37 Holroyd v Marshall (1861–62) 10 HLC 191.
 38 This can be important in receivables financing; see 9.2.5.1.
 39 Tolhurst v Associated Portland Cement Manufacturers (1900) Ltd [1902] 2 KB 660, 668 per Collins MR: ‘neither 
at law nor in equity could the burden of a contract be shifted off the shoulders of a contractor on to those of another 
without the consent of the contractee.’
 40 Goode and Gullifer: Credit and Security, 3-38.
 41 See 9.2.2.6. This statement is now qualified by the statutory override of contractual terms prohibiting or 
restricting assignment of receivables owed to SMEs in Business Contract Terms (Assignment of Receivables)  
Regulations 2018, see 9.5.2.3.
 42 This amounts to champerty and is against public policy; see Simpson v Norfolk and Norwich University Hospi-
tal NHS Trust [2011] EWCA Civ 1149. However, if the assignee can show that he has an interest in enforcing the 
claim, such assignment would be permitted: Trendtex Trading Corp v Credit Suisse [1982] AC 679, 703. Lord Roskill 
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Assignment is the transfer of a chose in action, that is, a personal right to property which 
can only be enforced by bringing an action, as opposed to taking possession.43 A chose in 
action can be either legal, that is, originally only enforceable in a court of law, or equitable, 
that is, enforceable in equity. Many of the debts we are considering in this chapter are legal 
choses in action. An interest under a trust is an equitable chose in action, which would 
include, for example, an interest in securities held by an intermediary or the interest of a 
holder of stock.

9.2.2.2. Statutory Assignments

Originally, assignment of a chose in action was not possible either at law or in equity.44 By 
the beginning of the eighteenth century, however, the courts of equity recognised the rights 
of an assignee as against an assignor, although the latter had to bring any necessary action on 
the chose against the debtor.45 Eventually, the Judicature Act 1873 provided that the assignee 
of a chose in action could sue on it in its own name, if certain conditions were fulfilled for 
the purpose of protecting the debtor and ensuring that the assignment was evidenced.46 
The present form of this provision is section 136(1) of the Law of Property Act 1925. The 
conditions are that the assignment is in writing, is absolute (not by way of charge only), and 
that written notice of the assignment has been given to the obligor. There also cannot be a 
statutory assignment of a future chose in action,47 nor of part of a debt as opposed to the 
whole debt.48 An assignment under section 136(1) is often called a ‘legal’ assignment, but 
this can be misleading as the section’s effect is to enable the assignee to sue on the chose at 
law: it does not attract the priority rules which usually apply to a legal interest (the rule that 
a bona fide purchaser of the legal interest takes free of prior equitable interests)49 in that 
the assignee takes ‘subject to equities’, including a prior equitable assignment.50 Priority 
is instead determined by the rule in Dearle v Hall,51 which is that the first assignee to give 
notice to the debtor has priority.52 It is therefore better to refer to an assignment under 
section 136 of the Law of Property Act 1925 as a ‘statutory assignment’. Whether the effect 

required a ‘genuine commercial interest’ and this will certainly be the case where a debt is assigned as a matter of 
property, even though the assignee has to sue on it to recover it: see Camdex International v Bank of Zambia (No 1) 
[1998] QB 22.

 43 Torkington v Magee [1902] 2 KB 427, 439; Smith and Leslie: Assignment, 2.72.
 44 This was, at least in part, because a transfer of claims was seen as champertous: see V Waye and  
V Morabito, ‘The Dawning of the Age of the Litigation Entrepreneur’ (2009) 26 Civil Justice Quarterly 389, 391. 
Tolhurst: Assignment, ch 2; Smith and Leslie: Assignment, ch 10.
 45 Tolhurst: Assignment, 26.
 46 Judicature Act 1873, s 25(6). This Act had the effect of enabling actions at law and in equity to be brought in 
the same courts.
 47 Goode and Gullifer: Credit and Security, 3.11; Mailbox (Birmingham) Limited v Galliford Try Construction 
Limited [2017] EWHC 67 (TCC) [34]. See discussion in Smith and Leslie: Assignment, 2.100–2.101.
 48 Re Steel Wing Co Ltd [1921] 1 Ch 349; Smith and Leslie: Assignment, 16.21. The reason for this rule is that if 
only part of the debt is assigned, and the ‘assignee’ could sue on part of the debt by reason of section 136, the debtor 
would be exposed to a multiplicity of suits, which could result in conflicting decisions (Re Steel Wing Co Ltd [1921] 
1 Ch 349, 357).
 49 See 7.4.4.
 50 Treitel 15-037.
 51 Dearle v Hall (1828) 3 Russ 1.
 52 Pfeiffer Weinkellerei-Weineinkauf GmbH & Co v Arbuthnot Factors Ltd [1988] 1 WLR 150; Compaq Computers 
Ltd v Abercorn Group Ltd (t/a Osiris) [1991] BCC 484.
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of the section is indeed procedural, as suggested above, or substantive is a matter of some 
debate.53 There seems little doubt, however, that once a debt has been statutorily assigned 
the assignor cannot sue on it: he has no interest in it.54

9.2.2.3. Significance of Notice to the Debtor

Failure to give notice to the debtor has a number of consequences apart from (at least some-
times) preventing the assignee from suing on the debt in its own name. First, some set-offs 
arising between the assignor and the debtor do not bind the assignee once the debtor is 
given notice.55 Second, until the debtor has received notice of assignment, it does not know 
to pay anyone other than the assignor, and can obtain a good discharge by so doing. Once 
the debtor has notice of assignment it can be made to pay again if it pays the assignor.56 
Third, until notice is given to the debtor, the debtor and assignor can agree to modify the 
contract and the assignee is bound by this57 (although it might be a breach of the contract 
between the assignee and the assignor).58 Fourth, as mentioned above, until notice of an 
assignment is given to the debtor, the assignee may lose priority to a subsequent assignee 
who does give notice to the debtor under the rule in Dearle v Hall.59

9.2.2.4. Equitable Assignment

An assignment is likely to be equitable, and not statutory, for one of several reasons. One 
possible reason is that no notice has been given to the debtor.60 This is usually remedied 
before any action is taken on the debt, at which point the assignment becomes statutory. 
Another possible reason is that the debt is a future debt, but this is a temporary defect: by 
the time it is sought to enforce the debt it will ex hypothesi have arisen and thus be a present 
debt, capable of being the subject of a statutory assignment. The only three situations where 

 53 Tolhurst: Assignment, ch 5.
 54 Bexhill UK Ltd v Abdul Razzaq [2012] EWCA Civ 1376 [32]–[37].
 55 Roxburghe v Cox (1881) 17 Ch D 520; Bibby Factors Northwest Ltd v HFD Ltd [2015] EWCA Civ 1908 [32]. 
This rule only applies to independent set-off, and not to set-offs closely or inseparably connected with the original 
claim (transaction or equitable set-off, abatement) (Government of Newfoundland v Newfoundland Rly Co (1888) 
LR 13 App Cas 199 (PC); Business Computers Ltd v Anglo-African Leasing Ltd [1977] 1 WLR 578, 585) or to 
defences arising out of the contract: Goode and Gullifer: Credit and Security, 7-73. The Bibby case did not decide 
the open question as to whether a notice of assignment given before the debt has arisen will suffice to prevent a 
set-off against that debt binding the assignee, see Goode and Gullifer: Credit and Security, 7-73(5).
 56 Brice v Bannister (1878) 3 QBD 569, 578. cf CH Tham, ‘Notice of Assignment and Discharge by Performance’ 
[2010] Lloyd’s Maritime and Commercial Law Quarterly 38.
 57 Brice v Bannister (1878) 3 QBD 569.
 58 The converse is also worth noting: that once notice has been given, the parties cannot vary the contract without 
the consent of the assignee, see B Johnson, ‘When Security Assignments Don’t Work’ (2019) 34 Journal of Inter-
national Banking Law and Regulation 161, 163. This is particularly problematic where the contract is executory, 
see F Oditah, Legal Aspects of Receivables Financing (London, Sweet & Maxwell, 1991) para 8.4; M Smith, ‘Assign-
ments of Intangibles as Security: Some Unlitigated Pitfalls’ (2015) 9 Journal of International Banking and Financial 
Law 558, and many other jurisdictions do permit good faith modifications to the contract even after notice (UCC 
Article  9-405; Saskatchewan Personal Property Security Act, s 41(3); Australian Personal Property Securities  
Act s80(3), and see also UNCITRAL Model Law art 66 (2)(b).
 59 (1828) 3 Russ 1. This is subject to the so-called ‘second limb’ of the rule: if the second assignee has notice of the 
first assignment at the time of its assignment it will not gain priority over the first assignment.
 60 See, for example, the practice in invoice discounting, 9.2.5.1, and securitisation, 9.3.3.
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an assignment might realistically remain equitable even when notice has been given and 
when the debt has arisen are where the assignment is oral,61 where the assignment is of part 
of the debt, and where the assignment is ‘by way of charge’. An assignment by way of security 
can be a mortgage or by way of charge. If notice is given to the debtor, the assignment is 
likely to be a legal mortgage, and will then take effect as a statutory assignment, but this will 
depend on the terms on which the assignment is made,62 and maybe also on the terms of the 
notice.63 The circumstances in which an equitable assignee will want to enforce a debt are, 
therefore, rather limited in practice. It is still significant, though, to consider what happens 
when a debt is assigned in equity. This may be important for a number of reasons, such as 
when determining the effect of an anti-assignment clause.64

There are conflicting views on the nature of an equitable assignment, many of which, 
though conceptually coherent, are hard to reconcile with the authorities. The two main 
theories, of which there are several variants, are, first, that an equitable assignment takes 
effect by the creation of a new right which the assignee has against the assignor (similar or 
identical to the right of a beneficiary under a trust) and, second, that an equitable assignee 
has an equitable interest in the debt which, in some way, is his in his own right and so 
not entirely dependent upon that of the assignor. On either view, there is little doubt that 
the assignee obtains a proprietary interest which survives the insolvency of the assignor. 
If the debtor pays the debt to the assignor, the assignor holds the proceeds on trust for 
the assignee: the assignee would therefore have priority over the creditors of an insolvent 
assignor.65 Further, if the assignor becomes insolvent before the debt is paid, the assignee 
again has priority over the assignor’s creditors.66

On the first view, the assignee acquires a right to force the assignor to enforce the 
debt—in other words, the assignment only affects the relations between the assignor and 
the assignee.67 Thus, the conclusion that the assignor holds the right to sue the debtor on 
trust for the assignee is interpreted to mean that the assignee’s proprietary right only relates 
to the relationship between the assignee and the assignor.68 On this view, the assignee has 

 61 Although this unusual, it is possible, see Hoist Portfolio Holding 2 Ltd v Multiple Defendants (2018) [2018] 
EWHC 3113 (Ch).
 62 Tancred v Delagoa Bay and East Africa Railway Co.(1884) 23 QBD 239 (where notice was given and the assign-
ment was held to be absolute; Bexhill UK Ltd v Abdul Razzaq [2012] EWCA Civ 1376 [45] (in this case there was 
no notice to the debtor, so the assignment was held to be equitable); Ardila Investments NV v ENRC NV v Zamin 
Ferrous Ltd [2015] EWHC 1667 (Comm) [10]–[24] (where notice was given but, because of the terms of the 
agreement, the assignment was held to be way of charge and therefore equitable; Mailbox (Birmingham) Limited 
v Galliford Try Construction Limited [2017] EWHC 67 (TCC) [35], where notice was given and the assignment, 
though by way of security, was held to be an absolute one.
 63 B Johnson, ‘When Security Assignments Don’t Work’ (2019) 34 Journal of International Banking Law and 
Regulation 161, 164.
 64 See 9.2.2.6.
 65 Goode and Gullifer: Credit and Security, 3-34.
 66 This means that the assignee can either force the assignor’s liquidator to enforce the debt for its (the assignee’s) 
benefit, or can sue the debtor itself, joining the assignor (or its liquidator) if necessary.
 67 Tolhurst: Assignment, 4.05–4.06; J Edelman and S Elliott, ‘Two Conceptions of Equitable Assignment’ (2015) 
131 Law Quarterly Review 228; CH Tham, ‘The Nature of Equitable Assignment and Anti-Assignment Clauses’ in 
J Neyers et al (eds), Exploring Contract Law (Oxford, Hart Publishing, 2009).
 68 See the analysis of B McFarlane in The Structure of Property Law (Oxford, Hart Publishing, 2008) 1.2.2, in which 
he describes an equitable assignment as the acquisition by the assignee of a ‘persistent right’ against the assignor. 
This persistent right is a right against the assignor’s right against the debtor. A persistent right, in   McFarlane’s 
terminology, is a right against a right which imposes a duty on the holder of the second right in favour of the holder 
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no relationship with the debtor, and cannot sue it. This view is supported by cases which 
require an equitable assignee to join an assignor in order to sue on the debt, many of which 
are now rather old.69 This requirement is seen as substantive, flowing from the fact that only 
the assignor has the legal title to the debt, and so only the assignor can enforce it. This view 
is conceptually very attractive: it explains the concept of equitable assignment in a way that 
is coherent with the rest of the law of trusts. It is, however, inconsistent with the approach 
that has taken by the English courts for many years, which has been underlined in some 
very recent cases.

This second approach is based on the analysis that the requirement that the assignor be 
joined in an action to enforce the debt is merely procedural. It is there for a number of good 
reasons, to protect both the assignor (for example, so that the assignor has the opportunity 
to contest the assignment)70 and the debtor, who might otherwise face double jeopardy by 
being sued twice for the same debt.71 There is even more concern when the assignment is of 
only part of a debt (one of the main reasons why it would be equitable and not statutory), 
since the debtor would face multiple actions for different parts of the debt,72 or where the 
assignment is by way of charge, since an account of the secured debt between the chargor 
and the chargee would have to be taken.73 The requirement that the assignor be joined 
can, however, be waived if there is no reason for the assignor to be joined:74 this is because 
it is seen as a rule of procedure and not of substance.75 This approach has led to various 
decisions based on the view that an equitable assignee has substantive rights against the 
debtor. First, where an equitable assignee brings an action in its own name without join-
ing the assignor, this counts as commencing proceedings for the purposes of limitation.76 

of the persistent right, and which gives the latter a power to impose a duty on anyone acquiring a right which 
depends on the former’s right.

 69 Cator v Croydon Canal Company (1843) 4 Younge and Collyer 593; Durham Brothers v Robertson [1898] 1 
QB 765, 769–70; EM Bowden’s Patents Syndicate, Limited v Herbert Smith & Co [1904] 2 Ch 86, 91–92; Williams 
v Atlantic Assurance Company, Limited [1933] 1 KB 81, 100. For a more recent statement, see Warner Bros Records 
Inc v Rollgreen Ltd [1976] QB 430, 443–45.
 70 Weddell v JA Pearce & Major [1988] Ch 26, 41; Deposit Protection Board v Barclays Bank plc [1994] 2 AC 
367, 387.
 71 Central Insurance Co Ltd v Seacalf Shipping Corporation (The Aiolos) [1983] 2 Lloyd’s Rep 25, 33–34; Re Steel 
Wing Co Ltd [1921] 1 Ch 349, 357.
 72 William Brandt’s Sons & Co v Dunlop Rubber Co Ltd [1905] 2 AC 454, 462; Performing Right Society Ltd 
v London Theatre of Varieties [1924] AC 1, 14 (Viscount Cave); Weddell v JA Pearce & Major [1988] Ch 26, 40; 
Deposit Protection Board v Barclays Bank plc [1994] 2 AC 367, 381 (Simon Brown LJ); Three Rivers DC v Bank of 
England (No 1) [1996] QB 292, 309 (Peter Gibson LJ).
 73 Ardila Investments NV v ENRC NV v Zamin Ferrous Ltd [2015] EWHC 1667 (Comm) [23]. See also R Goode, 
‘Contractual Prohibitions against Assignment’ [2009] Lloyd’s Maritime and Comparative Law Quarterly 300 at  
fn 52.
 74 William Brandt’s Sons & Co v Dunlop Rubber Co Ltd [1905] 2 AC 454; Sim Swee Joo Shipping Sdn Bhd v Shirlstar 
Container Transport Ltd (unreported, 17 February 1994); Raiffeisen Zentralbank Österreich AG v Five Star General 
Trading LLC [2001] EWCA Civ 68 [60]; Hoist Portfolio Holding 2 Ltd v Multiple Defendants (2018) [2018] EWHC 
3113 (Ch) [9]–[11].
 75 Three Rivers DC v Bank of England (No 1) [1996] QB 292, 308 (Peter Gibson LJ); Raiffeisen Zentralbank 
 Österreich AG v Five Star General Trading LLC, ibid, [60]. This view has now been confirmed by the Court of 
Appeal in Kapoor v National Westminster Bank [2011] EWCA Civ 1083 [30]–[45] (for criticism see PG Turner, 
‘May the Assignee of Part of a Debt Vote at a Creditors’ Meeting?’ (2012) 71(2) Cambridge Law Journal 270) and see 
also obiter dicta in Roberts v Gill & Co [2010] UKSC 22 [67] (Lord Collins), [127] (Lord Clarke); Skelwith (Leisure) 
Limited v Alan Armstrong [2015] EWHC 2830 (Ch) [66]; Mailbox (Birmingham) Limited v Galliford Try Construc-
tion Limited [2017] EWHC 67 (TCC) [50].
 76 Central Insurance Co Ltd v Seacalf Shipping Corporation (The Aiolos) [1983] 2 Lloyd’s Rep 25.
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Second, an action commenced by an equitable assignee is not a nullity, even though in a 
proper case it will be stayed for the assignor to be joined.77 Third, the rights of an equitable 
assignee have been considered (as a matter of substantive law) not to be sufficiently different 
from those of a statutory assignee for the former not to be entitled to the protection of an 
Act protecting bank depositors.78 Fourth, the assignor cannot bring an action to enforce the 
debt on his own, without joining the assignee and making it clear that he is suing in a repre-
sentative capacity.79 This could be seen as a mirror image procedural rule to that discussed 
above in relation to the joinder of the assignor, but the Court of Appeal in Kapoor v National 
Westminster Bank80 has recently confirmed that it is a matter of substantive law.81

Further support for the second view, as opposed to the first (trust) view, can be found 
in other aspects of equitable assignment.82 If notice is given to the debtor, yet the assign-
ment remains equitable only, the debtor is obliged to pay the assignee and cannot get a good 
discharge by paying the assignor.83 Also, an equitable assignment is different from a decla-
ration of trust of the debt in that the equitable assignee can (usually) convert the equitable 
assignment into a statutory assignment by giving notice to the debtor, which will (on any 
view) have the effect of transferring the entire interest in the debt to the assignee.84

The problem with the approach just discussed (the second view) is that it is hard to 
explain conceptually. Various theories have been put forward. One is that the equitable 
assignee has an equitable cause of action which can only attract equitable relief, so that 
in order to obtain a legal remedy the assignor has to be joined.85 This reasoning is not 
reflected in most of the cases, and does not seem to be consistent with the waiver of the 
requirement of joinder in some cases. A more practical view, which is espoused in most of 
the cases, is that the courts of law will enforce the equitable rights of the assignee, provided 
that the position of the debtor and the legal rights of the assignor are protected (by joinder 
if necessary).86 While this view accords with what most commercial parties would want and 
expect, it is conceptually rather difficult to explain, in that it appears that an equitable right 
is being treated exactly like a legal right, despite the fact that the common law has consist-
ently refused to enforce an assignment except when made in accordance with section 136. 

 77 Weddell v JA Pearce & Major [1988] Ch 26.
 78 See the decision of the Court of Appeal in Deposit Protection Board v Barclays Bank plc [1994] 2 AC 367. The 
decision was overruled by the House of Lords—not on this point but on the basis that on its true construction the 
relevant statute did not include any assignees in its protection.
 79 Three Rivers DC v Bank of England (No 1) [1996] QB 292, 308 (Peter Gibson LJ); Bexhill UK Limited v Abdul 
Razzaq [2012] EWCA Civ 1376.
 80 [2011] EWCA Civ 1083.
 81 Ibid, [30].
 82 See also P Turner, ‘Prohibitions on Assignment: Intellectualism v Law’ (2018) 134 Law Quarterly Review 532, 
535 for an argument that assignments are different from trusts.
 83 Jones v Farrell (1857) 1 De G & J 208; Brice v Bannister (1878) 3 QBD 569; William Brandt’s Sons & Co v Dunlop 
Rubber Co Ltd [1905] 2 AC 454. This conclusion has been challenged; see CH Tham, ‘Notice of Assignment and 
Discharge by Performance’ [2010] Lloyd’s Maritime and Comparative Law Quarterly 38. See also A Trukhtanov, ‘In 
Defence of the “No Discharge After Notice” Rule’ [2010] Lloyd’s Maritime and Comparative Law Quarterly 551 and 
CH Tham, ‘In Defence of the “No Discharge After Notice” Rule: A Reply’ [2010] Lloyd’s Maritime and Comparative 
Law Quarterly 559.
 84 An example of this occurred on the facts of Mailbox (Birmingham) Limited v Galliford Try Construction 
Limited [2017] EWHC 67 (TCC) [43], even though later on the rights were re-assigned in equity (ibid [46]).
 85 Tolhurst: Assignment, 88–90. This is consistent with the view of Staughton LJ in Three Rivers DC v Bank of 
England (No 1) [1996] QB 292, 303. However, this view does not necessarily seem to have been shared by the other 
two members of the Court of Appeal in that case.
 86 This appears to be the view put forward in most of the cases; see those cited above at n 75.
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Smith and Leslie have developed a theory that the assignee is ‘enforcing the claim of the 
assignor but in its own name’,87 so that a variation of the Vandepitte principle applies.88 The 
assignee is said to have a beneficial interest by transfer, leaving the assignor with a bare legal 
right: the content of the assignee’s interest, which arises by constructive trust, is coloured by 
the purpose of the transaction, which is to confer substantive rights on the assignee.89 This is 
a very attractive attempt to give a conceptual structure to the position reached by the courts 
as described above, and, although the courts do not use exactly the same reasoning, recent 
decisions appear to articulate the idea that the assignor is divested of nearly all rights.90

9.2.2.5. Assignment of Equitable Interests

Given that some of the transfers we are considering in this chapter are of equitable interests, 
for example interests in securities held by an intermediary and the interest of a stock-
holder,91 it is helpful to consider the means of transfer of an equitable chose in action. Such 
a chose may be transferred in equity,92 the result of this being that the assignee replaces the 
assignor as beneficiary under the trust, and can enforce the equitable chose (against the 
trustee) in its own name.93 There is also authority that an equitable chose can be assigned 
under section 136.94

9.2.2.6. Clauses Prohibiting Assignment

9.2.2.6.1. Introduction

It is possible for a contract to provide that the rights created cannot be assigned, or can only 
be assigned under certain circumstances, such as if the debtor consents. The reasons why 
a debtor might want to include such a clause vary according to context and are discussed 
below in relation to transfer of loan contracts and transfer of receivables.95 This section 
will consider the effect of such a clause under current English law and in accordance with 
existing principles. These are not entirely clear cut, and have been subject to much discus-
sion by commentators.96 It should be noted, however, that the Business Contract Terms 

 87 Smith and Leslie: Assignment, 11.39 ff.
 88 See 9.2.2.6.5(b).
 89 Smith and Leslie: Assignment, 11.44–11.47.
 90 Kapoor v National Westminster Bank [2011] EWCA Civ 1083 [30]; Roberts v Gill & Co [2010] UKSC 22 [68] 
(Lord Collins).
 91 Although, in fact, the most attractive analysis in relation to intermediated securities is that these are trans-
ferred by novation: see 9.2.6.2.
 92 This would require writing, however, under Law of Property Act 1925, s 53(1)(c).
 93 Cator v Croydon Canal Co (1841) 4 Y & C Ex 405, 593; Treitel 15-008; Tolhurst: Assignment, 4.30; Smith and 
Leslie: Assignment, 11.05. There might, of course, be a good procedural reason for the assignor to be before the 
court, for example if only part of the equitable chose is to be transferred. However, in the cases discussed here, 
the assignor will be an equitable owner in common and the effect of the assignment will be that the assignee also 
becomes an equitable owner in common. Any rights of enforcement on the debt itself will be exercised by the 
trustee of the issue.
 94 Torkington v Magee [1902] 2 KB 427, 430–31; Re Pain [1919] 1 Ch 38, 44; Compania Colombiana de Seguros 
v Pacific Steam Navigation Co [1965] 1 QB 101, 121.
 95 9.2.5.
 96 Goode, ‘Inalienable Rights?’ (1979) 42 Modern Law Review 553; B Allcock, ‘Restrictions on the Assignment 
of Contractual Rights’ (1983) 42 Cambridge Law Journal 328; A Tettenborn, ‘Prohibitions on Assignment—Again’ 
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(Assignment of Receivables) Regulations 2018 render contractual terms prohibiting or 
restricting assignment of trade receivables owed to SMEs of no effect.97

9.2.2.6.2. Construction of the Clause

First, it seems reasonably clear that any given clause has to be construed in order to deter-
mine its legal effect.98 There are many permutations, but a common construction is that 
the term precludes or invalidates any assignment by the ‘assignor’ to ‘the assignee’ (so as to 
entitle the debtor to pay the debt to the ‘assignor’) but not so as to preclude the ‘assignor’ 
from agreeing, as between himself and the ‘assignee’, that he will account to the ‘assignee’ for 
what the ‘assignor’ receives from the ‘debtor’.99

There now appears to be little doubt that such a clause is effective as far as the debtor 
is concerned, in other words, if there is such a clause in the agreement the debtor need 
not trouble itself over whom to pay. It will obtain a good discharge by paying the original 
creditor whether or not any attempt has been made to assign the debt. The debt cannot be 
the subject of a successful statutory assignment.100 Further, the debtor retains the ability to 
assert rights of set-off arising even after notice of the purported assignment has been given 
to it.101 The attempted assignment is also a breach of the contract between the original credi-
tor and the debtor, although there is unlikely to be any substantive loss flowing to the debtor 
from this breach. It follows from this that the ‘assignee’ is not able to sue the debtor in order 
to enforce the debt: only the assignor can do this.102 Thus the debtor is able to achieve its 
purpose of maintaining a relationship with the original creditor, which it knows and trusts, 
and the policy of allowing him to do this is achieved. However, there is the possibility that 
this policy will conflict with a policy against alienation, when we come to consider the posi-
tion between the ‘assignor’ and the ‘assignee’.103

[2001] Lloyd’s Maritime and Commercial Law Quarterly 472; G McMeel, ‘The Modern Law of Assignment: Public 
Policy and Contractual Restrictions on Transferability’ [2004] Lloyd’s Maritime and Commercial Law Quarterly 
483; Tolhurst: Assignment, ch 6(e); R Goode, ‘Contractual Prohibitions against Assignment’ [2009] Lloyd’s Mari-
time and Comparative Law Quarterly 300; Smith and Leslie: Assignment, ch 25; Law of Personal Property, 29-028 
ff; Goode and Gullifer: Credit and Security, 3-38–3-44; A Tomson and A Rose, ‘No Assignment Clauses and Bank 
Insolvency’ [2014] Corporate Rescue and Insolvency 228; GJ Tolhurst and JW Carter, ‘Prohibitions on Assignment: 
A Choice to be Made’ (2014) 73 Cambridge Law Journal 405.

 97 See 9.5.2.3.
 98 Further issues relating to construction are discussed at 9.2.2.6.5(c).
 99 This was one of four possibilities set out by Goode, ‘Inalienable Rights?’ (1979) 42 Modern Law Review 553 and 
approved by Lord Browne-Wilkinson in Linden Gardens Trust Ltd v Lenesta Sludge Disposals Ltd [1994] 1 AC 85, 
106–09. See, for example, First Abu Dhabi Bank PJSC v BP Oil International Limited [2018] EWCA Civ 14 [26]. See 
also G McMeel, ‘The Modern Law of Assignment: Public Policy and Contractual Restrictions on Transferability’ 
[2004] Lloyd’s Maritime and Commercial Law Quarterly 483, 500. In this and what follows the words ‘assignor’ and 
‘assignee’ are in inverted commas to reflect the uncertainty about the status of the assignment. It is still preferable to 
use these words rather than others, since it is easier then to compare the position where there is an anti-assignment 
clause with one where there is not.
 100 Goode amd Gullifer: Credit and Security, 3-39; Linden Gardens Trust Ltd v Lenesta Sludge Disposals Ltd [1994] 
1 AC 85, 106–09. Of course, the true effect of a clause will always depend on its exact wording, and the court in 
Linden Gardens, though laying down certain principles, was considering a particular form of words.
 101 Goode and Gullifer: Credit and Security, 3-38; Treitel 15-040; R Goode, ‘Inalienable Rights?’ (1979) 42 Modern 
Law Review 553, 553; Don King Productions Ltd v Warren [2000] Ch 291, 319. There may be difficulties if the 
‘assignor’ successfully declares a trust of the debt; see 9.2.2.6.5.
 102 Though note that the ‘assignee’ might be able to force the assignor to sue the debtor; see discussion below.
 103 9.2.2.6.5(e).
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It is necessary to distinguish between the position after the debt has been paid to the 
‘assignor’ and the position before that time. After payment, the debtor can have no interest 
in preventing the ‘assignee’ from having proprietary rights to the proceeds. The debtor does 
not need to be sued: it has already paid. Thus the question of who can sue on the debt is 
irrelevant: the debt has been extinguished by payment. Before payment the value of the debt 
is both the right to sue on it and to receive the proceeds, so that in order for an ‘assignee’ to 
have some value in the debt before it is paid, it must have some means either of suing in its 
own name, or of forcing the ‘assignor’ to sue. An anti-assignment clause can prevent the first 
(we have just seen that), but the question is whether it can prevent the second.

9.2.2.6.3. Where the ‘Assignor’ has been Paid by the Debtor

With this in mind, let us first consider the position where the ‘assignor’ has been paid by 
the debtor. It is clear that as the ‘assignor’ has agreed, for valuable consideration, to assign 
the debt to the ‘assignee’ it cannot retain that money as against the ‘assignee’. Thus even an 
ineffective assignment (vis-a-vis the debtor) will have the effect of causing the ‘assignor’ to 
hold any proceeds of the debt on trust for the ‘assignee’.104 Further, if a clause in the origi-
nal agreement purported to prevent this occurring, it might well be void as against public 
policy,105 since the debtor has no interest in preventing such a trust arising,106 and, while 
it could make it a breach of contract for the creditor to alienate what has become its (the 
creditor’s) own property, the debtor cannot stop such an alienation being effective vis-a-vis 
the beneficiary of the trust. If the assignment is expressed to cover both the debt and any 
proceeds, the assignment will be valid as regards any proceeds actually received.107 The 
interest of the ‘assignee’ here takes effect as an assignment of future property,108 which is 
reinterpreted in the light of the anti-assignment clause: since the contractual right itself 
cannot be assigned, the assignment takes effect only in relation to the proceeds.

9.2.2.6.4. Where the ‘Assignor’ has not been Paid by the Debtor

The position before the debtor pays the assignor will now be considered. Given that an 
anti-assignment clause can, uncontroversially, prevent a statutory assignment from taking 

 104 Goode and Gullifer: Credit and Security, 3-40; Re Turcan (1888) 40 Ch D 5, 10–11, supported by Lord Browne-
Wilkinson in Linden Gardens Trust Ltd v Lenesta Sludge Disposal Ltd [1994] 1 AC 85, 106 and Rix LJ in Barbados 
Trust Co Ltd v Bank of Zambia [2007] EWCA Civ 148 [77]. See also B Allcock, ‘Restrictions on the Assignment of 
Contractual Rights’ (1983) 42 Cambridge Law Journal 328, 335–36; G Tolhurst, ‘Prohibitions on Assignment and 
Declaration of Trust’ [2007] Lloyd’s Maritime and Commercial Law Quarterly 278; G McMeel, ‘The Modern Law of 
Assignment: Public Policy and Contractual Restrictions on Transferability’ [2004] Lloyd’s Maritime and Commer-
cial Law Quarterly 483, 507–08; Smith and Leslie: Assignment, 527; P Zonneveld, ‘The Effectiveness of Contractual 
Restrictions on the Assignment of Contractual Debts’ (2007) 22 Journal of International Business and Financial Law 
313 (relying on Hodder & Tolley Ltd v Cornes [1923] NZLR 876 and Atwood & Reid Ltd v Stephens [1932] NZLR 
1332).
 105 R Goode, ‘Inalienable Rights?’ (1979) 42 Modern Law Review 553.
 106 As by the time the trust arises, the debtor will already have paid the original creditor and will be discharged.
 107 Re Turner Corporation Ltd (In Liq) (1995) 17 ACSR 761, 767.
 108 This is valid in equity without more when the property is acquired under the principle in Holroyd v Marshall 
(1862) 10 HL Cas 191 and Re Tailby (1888) 13 App Cas 523; see 7.3.2.1. cf B Allcock, ‘Restrictions on the Assign-
ment of Contractual Rights’ (1983) 42 Cambridge Law Journal 328, 335, who argues that the interest arises by way 
of constructive trust.
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place, we will consider its effect on an equitable assignment. It will be apparent from the 
 discussion above109 that the exact nature of an equitable assignee’s rights is open to debate. 
If the assignment merely gives the assignee rights against the assignor and does not affect 
the relationship between the assignee and the debtor (the ‘trust’ view), then it must be ques-
tioned whether an anti-assignment clause can have any effect. On this view, the position 
between the assignor and the debtor has not changed, and so one might think that the 
debtor has no interest in preventing such an assignment. This analysis is wrong, though, 
for a number of reasons, which arise from the earlier discussion and which hold good 
whichever concept of equitable assignment is embraced. First, the relationship between the 
assignee and the debtor is affected by an equitable assignment: a debtor with notice has to 
pay an equitable assignee, and an equitable assignee can sue a debtor without the consent of 
the assignor as long as the assignor is joined.110 Second, once notice is given to the debtor, 
independent set-offs arising between the assignor and the debtor after that date will no 
longer bind the assignee.111 Third, once notice is given to the debtor, the debtor and the 
assignor cannot agree to modify the contract.112 Therefore, it would seem that the debtor 
does have an interest in preventing an equitable assignment, and, indeed, a clause prohibit-
ing the assignment of the whole or any part of a contract has been held to prohibit both a 
legal and an equitable assignment.113 Authority at the highest level has determined that the 
effect of such a clause is to prevent alienation of the debt even in equity.114 However, another 
view is that, in order to protect the debtor, there is no need to prevent alienation, providing 
that the debtor’s interests are protected at every stage.115

This interest of the debtor would be fully protected only if the following could be 
achieved. First, if the debtor could always get a good discharge by paying the assignor. 
Second, if the debtor could be sure that the assignor always had control over enforcement of 
the debt. Third, if the debtor could be sure that, even it received a notice of ‘assignment’, set-
off and other equities would always continue to arise between the assignor and the debtor, 
and modifications agreed between those parties would continue to be effective. An anti-
assignment clause can achieve the first and the third conditions, by making any notice of 
assignment ineffective, in that a debtor cannot be bound by a notice of something which the 
assignor is contractually forbidden to do.116 Thus the debtor could rely on a set-off arising 
between him and the assignor even after receiving notice of the purported ‘assignment’.117 
However, it is less clear that an anti-assignment clause can prevent the second. The ‘assignee’ 
will be unable to sue in its own right, as it would be able to do if the clause was not there, 

 109 9.2.2.4.
 110 See 9.2.2.4. Even joinder may not be necessary if there is no good reason for it: see Raiffeisen Zentralbank 
Österreich AG v Five Star General Trading LLC [2001] EWCA Civ 68 [60].
 111 Roxburghe v Cox (1881) 17 Ch D 520; Bibby Factors Northwest Ltd v HFD Ltd [2015] EWCA Civ 1908 [32].
 112 Brice v Bannister (1878) 3 QBD 56.
 113 R v Chester and North Wales Legal Aid Area Office, ex p Floods of Queensferry Ltd [1998] 1 WLR 1496.
 114 Linden Gardens Trust Ltd v Lenesta Sludge Disposal Ltd [1994] 1 AC 85, 108.
 115 R Goode, ‘Contractual Prohibitions against Assignment’ [2009] Lloyd’s Maritime and Comparative Law 
 Quarterly 300. This view was given obiter support by Gloster LJ in First Abu Dhabi Bank PJSC v BP Oil International 
Limited [2018] EWCA Civ 14, [28]. For a contrary view see P Turner, ‘Prohibitions on Assignment: Intellectualism 
v Law’ (2018) 134 LQR 532.
 116 R Goode, ‘Contractual Prohibitions against Assignment’ [2009] Lloyd’s Maritime and Comparative Law 
 Quarterly 300, 360; Goode and Gullifer: Credit and Security, 3-39.
 117 For discussion of the position if the ‘assignor’ can validly declare a trust of the debt, see 9.2.2.6.5(d).
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by virtue of a statutory, or, the extent it has this effect, an equitable assignment. There is 
debate, however, as to the extent to which an anti-assignment clause can prevent all types of 
proprietary interest in relation to the debt.118

9.2.2.6.5. Declaration of Trust

9.2.2.6.5(a) Introduction

Attempts have been made, in particular, to circumvent anti-assignment clauses by using the 
device of a declaration of trust of the debt made by the ‘assignor’ in favour of the ‘assignee’.119 
Whether this is possible at all will depend on the construction of two agreements: the 
contract of debt between the debtor and the ‘assignor’ (and, in particular, the restrictive 
clause therein) and the contract of ‘assignment’ between the ‘assignor’ and the ‘assignee’. To 
eliminate the second of these construction points for the moment, we will initially consider 
the position where a trust is expressly declared.120 Arguably, the ‘assignor’s’ rights against 
the debtor are its own property, and any person can declare a trust of his own property. 
One practical effect of such a trust is unobjectionable: it means that the ‘assignor’ will hold 
the proceeds of the debt, once paid, on trust for the ‘assignee’ (as discussed above), and the 
debtor cannot prevent this, and has no interest in doing so.

9.2.2.6.5(b) Effect of a Declaration of Trust

However, what is the effect of such a declaration of trust before the debt is paid? First, there 
is no question of the ‘assignee’121 giving notice to pay to the debtor: the debtor continues 
to be able to pay the ‘assignor’ and obtain a good discharge. The position in relation to set-
off, however, is more complex. As mentioned earlier, transaction set-off122 is unaffected 
by assignment, or by the claim being held on trust, as the assignee or beneficiary takes 
subject to this.123 A beneficiary under a trust, like an assignee, takes subject to any rights of 
independent set-off124 that have arisen before notice of the assignment or trust is given to 
the debtor.125 If any notice of the trust given to the debtor is invalid (that is, if the trust is 
prohibited by the anti-assignment clause), independent set-offs can continue to arise. If the 
anti-assignment clause does not prohibit a declaration of trust, however, then a valid notice 
of trust can be given to the debtor, and subsequent independent set-offs can no longer 

 118 GJ Tolhurst and JW Carter, ‘Prohibitions on Assignment: A Choice to be Made’ (2014) 73 Cambridge Law 
Journal 405; P Turner, ‘Prohibitions on Assignment: Intellectualism v Law’ (2018) 134 LQR 532; Goode and 
Gullifer: Credit and Security, 3-41–3-44.
 119 Don King Productions Ltd v Warren [2000] Ch 291. Another method is for the ‘assignee’ to be conferred rights 
of subrogation or sub-participation: see First Abu Dhabi Bank PJSC v BP Oil International Limited [2018] EWCA 
Civ 14, [26]: these devices are discussed below at 9.3.
 120 This was the position in Barbados Trust Co Ltd v Bank of Zambia [2007] EWCA Civ 148.
 121 This person is no longer even a failed assignee but a beneficiary under a trust, but the term ‘assignee’ is used to 
show that it is in the same position as a failed assignee.
 122 6.2.4.3.
 123 Government of Newfoundland v Newfoundland Rly Co (1888) LR 13 App Cas 199 (PC); Business Computers 
Ltd v Anglo-African Leasing Ltd [1977] 1 WLR 578, 585; Bibby Factors Northwest Ltd v HFD Ltd [2015] EWCA Civ 
1908 [31].
 124 6.3.4.2.
 125 Roxburghe v Cox (1881) LR 17 Ch D 520.
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arise. If the assignor becomes insolvent before the debt held on trust is paid, insolvency 
set-off126 applies, which requires strict mutuality. Therefore, a claim against the ‘assignor’ 
in its own right cannot be set off against a claim which the ‘assignor’ holds on trust for the 
‘assignee’.127

In terms of enforcement of the debt, the ‘assignee’ cannot sue in its own right, as it is 
merely a beneficiary under a trust and it does not obtain the substantive interest that an 
equitable assignee obtains against the debtor.128 Nor can it, unlike many equitable assignees, 
give notice to the debtor and obtain a statutory assignment which would give it an unques-
tionable right to sue in its own name.129 However, as beneficiary, it can force the trustee to 
sue. If the trustee refuses to sue, a beneficiary can bring an action against the debtor, under 
the procedure established in Vandepitte v Preferred Accident Insurance Corp of New York.130 
Under this procedure, a beneficiary can bring what is effectively the trustee’s action, but in 
its own name, joining the trustee as defendant.131 It is available in ‘special circumstances’, 
since it is a short-circuiting procedure, collapsing two otherwise separate actions (one by 
the beneficiary against the trustee, and one by the trustee against the debtor).132

9.2.2.6.5(c) Construction of Anti-Assignment Clause

Does the presence of an anti-assignment clause in the contract between the debtor and the 
‘assignor’ prevent an effective declaration of trust? This is, of course, a matter of construc-
tion of the actual clause.

It has been held that a clause which expressly prohibits only assignment will not be 
held to prevent a declaration of trust, since a declaration of trust is different in character 
from an assignment.133 There are a number of judicial statements to the effect that an equi-
table assignment is different from a declaration of trust,134 and there are certainly some 
 differences,135 such as the inability of a beneficiary to convert its position into that of a 

 126 6.3.4.6.
 127 Goode and Gullifer: Credit and Security, 7-89; R Derham, Derham on the Law of Set-Off, 4th edn (Oxford, 
Oxford University Press, 2010) 11–13; J Marshall, ‘Declaring a Trust over Rights to an “Unassignable” Contract’ 
(1999) 12 Insolvency Intelligence 1; A Tomson and A Rose, ‘No Assignment Clauses and Bank Insolvency’ [2014] 
Corporate Rescue and Insolvency 228. However, this reasoning may not apply where the ‘assignor’ declares a trust 
only of the proceeds and not of the debt itself: see M Feely, ‘Can Set-Off Prejudice a Debt Subordination Agree-
ment?’ [2009] Journal of International Banking and Financial Law 64, which discusses this question in the context 
of a turnover trust (see 6.4.4.1.1) where there seems little doubt that the junior creditor holds only the proceeds on 
trust for the senior creditor.
 128 9.2.2.4.
 129 This difference between a declaration of trust and an equitable assignment was noted by Waller LJ in Barbados 
Trust Co Ltd v Bank of Zambia [2007] EWCA Civ 148 [43]; see also P Turner, ‘Prohibitions on Assignment: 
Intellectualism v Law’ (2018) 134 LQR 532, 535.
 130 [1933] AC 70. See also Harmer v Armstrong [1934] Ch 65, 82–83.
 131 For detailed discussion, see Smith and Leslie 11.41.
 132 J Edelman and S Elliott, ‘Two Conceptions of Equitable Assignment’ (2015) 131 Law Quarterly Review 228, 
240. The extent to which the Vandepitte procedure is available where there is an anti-assignment clause is discussed 
at 9.2.2.6.5(d).
 133 Don King Productions Inc v Warren [2000] Ch 291, 321; Barbados Trust Co Ltd v Bank of Zambia [2007] EWCA 
Civ 148 [43] (Waller LJ), [80]–[89] (Rix LJ).
 134 Barbados Trust Co Ltd v Bank of Zambia, ibid, [43] (Waller LJ); Don King Productions Inc v Warren, ibid, 319 
(Lightman J); Re Turcan (1888) 40 Ch D 5, 10–11; Devefi Pty Ltd v Mateffy Perl Nagy Pty Ltd (1993) 113 ALR 
225, 236.
 135 See above 9.2.2.4.
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legal assignee by giving notice, to require the debtor to pay it direct. Further, if there is an 
equitable assignment, the assignor cannot sue without joining the assignee, whereas if there 
is a trust, the trustee can sue without joining the beneficiary,136 and, as we have seen, an 
equitable assignee can, in some circumstances, sue the debtor without joining the assignor, 
while even if a beneficiary can sue under the Vandepitte procedure the trustee has to be 
joined. For these reasons, it seems correct that a clause which does not in its terms prohibit 
a declaration of trust should not necessarily be interpreted to do so. Against this it has 
been argued that the effect of an equitable assignment is that the assignor holds the debt on 
trust for the assignee, and therefore the effect of an equitable assignment and a declaration 
of trust is exactly the same. On this view, a clause prohibiting the former should also be 
held to prohibit the latter.137 It has also been argued that the effect of an anti-assignment 
clause is to make the debt inalienable (in a similar way to a right that is personal to the 
assignor)138 and so it cannot be the subject of either an assignment or a declaration of 
trust.139 These arguments, however, fail to take account of the differences discussed above, 
which, although in some cases are rather technical, demonstrate that an equitable assign-
ment affects the position of a debtor to a greater extent than does a declaration of trust, 
and so a debtor might justifiably wish to prohibit the former and not the latter. Thus, if the 
clause does not specifically mention a declaration of trust, a court is likely to hold that this 
is not prohibited.140

9.2.2.6.5(d) Effect of Express Prohibition of Declaration of Trust

Of course, a debtor might wish to prohibit both.141 If the clause is drafted so as to prohibit 
a declaration of trust expressly, can this prohibition prevent a trust from arising? One 
possible view is that it cannot, in that an agreement between A and B cannot stop B declar-
ing a valid trust over what is B’s own property.142 If we applied the same analysis as that 
applied to an anti-assignment clause, the result would be that the clause could only prevent 
any consequences from the declaration of trust which actually affected the debtor.143 As 
has been pointed out, these would be few; the only one of possible substance is that the 
requisite mutuality for insolvency set-off might be broken.144 Arguably, however, if there 
is a clause prohibiting the declaration of trust, the clause should be taken into account 

 136 Three Rivers DC v Bank of England [1996] QB 292, 311.
 137 A McKnight, ‘Contractual Restrictions on a Creditor’s Right to Alienate Debts’ [2003] Journal of International 
Banking Law and Regulation 1 and 43; G McMeel, ‘The Modern Law of Assignment: Public Policy and Contractual 
Restrictions on Transferability’ [2004] Lloyd’s Maritime and Commercial Law Quarterly 48.
 138 See above, n 39.
 139 GJ Tolhurst and JW Carter, ‘Prohibitions on Assignment: A Choice to be Made’ (2014) 73 Cambridge Law 
Journal 405. See now P Turner, ‘Prohibitions on Assignment: Intellectualism v Law’ (2018) 134 LQR 532, who 
argues that an anti-assignment clause makes a debt unassignable but that it can still be the subject of a declaration 
of trust, thus supporting the argument made in the text, at least on this point.
 140 See Munib Masri v Consolidated Contractors International Company [2007] EWHC 3010 (Comm) 305; 
Stopjoin Projects Ltd v Balfour Beatty Engineering Services (HY) Ltd [2014] EWHC 589 (TCC) [64].
 141 For a case where a clause was held to have this effect, see Australian Zircon NL v Austpac Resources NL [2011] 
WASC 186.
 142 As opposed to creating a trust by transferring the property to someone else, which could be prevented. See 
M Smith, ‘Equitable Owners Enforcing Legal Rights?’ (2008) 124 Law Quarterly Review 517, 519.
 143 R Goode, ‘Contractual Prohibitions against Assignment’ [2009] Lloyd’s Maritime and Comparative Law 
 Quarterly 300, 362.
 144 See 9.2.2.6.5(b).
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in assessing mutuality, so that mutuality would not be broken.145 This would be on the 
basis that, although the ‘assignor’ held the claim on trust for the ‘assignee’, the debtor was 
not bound by that trust as, vis-a-vis the debtor, the declaration of trust was contractually 
prohibited. Moreover, any notice given to the debtor of the trust was ineffective, for the 
same reason.

A clause prohibiting both an assignment and a declaration of trust would render a decla-
ration of trust a breach of the contract between the ‘assignor’ and the debtor, although whether 
the debtor would have suffered any loss is not clear. It is also unlikely that the debtor could 
obtain an injunction to prevent a declaration of trust, even if it knows about it in advance.146 
The possible adverse consequences to the debtor of the beneficiary (‘assignee’) being able to 
force the trustee (‘assignor’) to sue would be no greater than the consequences were there to 
be a change of control of the ‘assignor’ or if the assignor entered into a contract with a third 
party with reference to the debt, such as a credit default swap or a sub-participation, neither 
of which are in the power of the debtor to prevent.

A different view is that the clause can stop both an equitable assignment and a 
declaration of trust, since the two have the same effect and both affect the interest of 
the debtor.147 This view is based on the fact that an anti-assignment clause does more 
than merely prevent the assignee having any relationship with the debtor; it actually 
changes the nature of the debt so that it becomes inalienable (in the same way as personal 
rights are inalienable).148 The argument is that there is no policy reason against this, 
and, although the proceeds cannot be rendered inalienable, the rights against the debtor 
can. This is justified on the grounds of the freedom of contract of the debtor to protect 
itself. However, if this means that the ‘assignee’ has no proprietary (or ‘persistent’) rights 
against an insolvent ‘assignor’, this is very undesirable and there is a good policy argu-
ment against this state of affairs.149 If the ‘assignee’ can obtain proprietary rights which 
give priority in insolvency, then it is difficult to see how the debt has become inalienable. 
This divergence of views points to a serious policy dilemma between the freedom of the 
debtor to protect itself and the freedom of the ‘assignor’ to alienate its property.150 There 
are more specific policy tensions in relation to particular markets of transferred debt, and 
these are discussed below.151

 145 J Marshall, ‘Declaring a Trust over Rights to an “Unassignable” Contract’ (1999) 12 Insolvency Intelligence 1.
 146 Goode, ‘Contractual Prohibitions against Assignment’ [2009] Lloyd’s Maritime and Comparative Law  Quarterly 
300, 363.
 147 A McKnight, ‘Contractual Restrictions on a Creditor’s Right to Alienate Debts’ [2003] Journal of International 
Banking Law 43; G McMeel, ‘The Modern Law of Assignment: Public Policy and Contractual Restrictions on 
Transferability’ [2004] Lloyd’s Maritime and Commercial Law Quarterly 483; GJ Tolhurst and JW Carter, ‘Prohibi-
tions on Assignment: A Choice to be Made’ (2014) 73 Cambridge Law Journal 405. See also the views of Rix LJ and 
Hooper LJ in the Barbados Trust case, both of which appear to think that a properly drafted clause could prevent a 
valid declaration of trust: [2007] EWCA Civ 148 [88] and [139]. See also Don King Productions Inc v Warren [2000] 
Ch 291, 321.
 148 Tolhust v Associated Portland Cement Manufacturers (1900) Ltd [1902] 2 KB 660, 668; R Goode, ‘Inalienable 
Rights?’ (1979) 42 Modern Law Review 553, 556–57; Helstan Securities Ltd v Hertfordshire County Council [1978] 3 
All ER 262, 266.
 149 Goode, ‘Contractual Prohibitions against Assignment’ [2009] Lloyd’s Maritime and Comparative Law  Quarterly 
300, 361.
 150 This tension was noted by Rix LJ in Barbados Trust Co Ltd v Bank of Zambia [2007] EWCA Civ 148 [112].
 151 9.2.5.
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9.2.2.6.5(e) An Implied Trust?

So far we have considered the position where the declaration of trust is express. Where 
there is a purported assignment, which has failed because of an anti-assignment clause, it is 
possible for the transaction to take effect as an implied declaration of trust of the debt which 
was the subject of the purported assignment. This was the solution adopted by the court in 
Don King Productions Inc v Warren.152 Whether a trust will be held to exist depends on the 
intention of the parties: a failed assignment will not take effect as a trust automatically, since 
an intention to assign is not seen as necessarily the same as an intention to create a trust.153 
A powerful factor in favour of a trust being held to be present is where there is ‘a manifest 
intention to transfer the benefit of a contract and that cannot legally be achieved except by 
virtue of a trust’.154 The position is very fact-dependent and therefore considerably uncer-
tain. In the three cases, aside from Don King, in which the issue has arisen, the court found 
the necessary intention in one,155 held that it was arguable in another,156 and held that it was 
absent in the third.157

9.2.2.6.5(f) The Vandepitte Procedure

One way in which a debtor would be protected from possible adverse consequences of a 
declaration of trust is if the court did not permit the beneficiary to make use of the Vandepitte 
procedure. This procedure, in effect, puts the beneficiary in a similar position regarding 
enforcement to that of an equitable assignee. There are, of course, some differences: in the 
Vandepitte procedure the beneficiary is enforcing the trustee’s action, so the trustee always 
has to be joined, and the order made is for performance to the trustee (who will then hold 
any payment on trust for the beneficiary). Having said this, the use of the procedure leaves 
the debtor exposed to the more aggressive enforcement policies of an ‘assignee’, which is 
something against which a debtor tries to protect itself by the use of an anti-assignment 
clause. It would therefore be possible for the courts, as a matter of policy, to restrict the use 
of the procedure as inconsistent with the purpose of the clause, even though the presence of 
the clause may not prevent a valid declaration of trust.

In Don King Productions Ltd,158 Lightman J did envisage a limit on the powers of the 
beneficiary to control the trustee, so that the trust would not ‘abrogate the fullest protec-
tion that the parties to the contract have secured for themselves under the terms of the 
contract’.159 Thus he envisaged that where there is an anti-assignment clause (let alone a 
clause prohibiting a declaration of trust) the court will disallow the Vandepitte procedure 
and the rule in Saunders v Vautier160 (which enables a beneficiary to give directions to the 
trustee and to call for the trust to be wound up) will not apply.161

 152 [2000] Ch 291; see Lightman J at 321 and, in the Court of Appeal, Morritt LJ at [30].
 153 Stopjoin Projects Ltd v Balfour Beatty Engineering Services (HY) Ltd [2014] EWHC 589 (TCC) [64].
 154 Co-Operative Group Limited v Birse Developments Limited [2014] EWHC 530 (TCC) [88].
 155 Explora Group plc v Hesco Bastion Ltd [2005] EWCA Civ 646.
 156 Stopjoin Projects Ltd v Balfour Beatty Engineering Services (HY) Ltd [2014] EWHC 589 (TCC).
 157 Co-Operative Group Limited v Birse Developments Limited [2014] EWHC 530 (TCC).
 158 [2000] Ch 291.
 159 Ibid, 321.
 160 (1841) 4 Beav 115.
 161 This latter point was justified on the basis that the trust was an ‘active’ trust, in that the trustees had duties to 
perform, and not a ‘bare’ trust to which Saunders v Vautier would apply.
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Since Don King, however, the courts have moved in favour of allowing the Vandepitte 
procedure to be used if there is a valid trust which is not prohibited. In Barbados Trust 
Co Ltd v Bank of Zambia,162 it was argued that the anti-assignment clause, though not 
prohibiting a declaration of trust, prevented the use of the Vandepitte procedure as it laid 
the debtor open to an action by the ‘assignee’ which was the very thing that the clause was 
designed to prevent. Waller LJ took the view that the procedure was merely a shortcut, and 
should be available unless the beneficiary used it to obtain rights it would otherwise not be 
 entitled to.163 Rix LJ approached the matter as a balancing of interests, and concluded that 
in the circumstances the procedure should be available.164

Hooper LJ took the opposite view: the spirit of the anti-assignment clause would be 
contravened if the procedure were allowed.165 Although there has been no decision directly 
on the point, there have been indications in other cases that the court will allow the 
Vandepitte procedure to be used where there is a valid trust, even where it is invoked to 
prevent a claim becoming time-barred because of the inaction of the ‘assignor’.166

The views of the Court of Appeal in Barbados Trust do not give any definitive guid-
ance on whether the Vandepitte procedure should be available where a clause prohibits 
a declaration of trust, which was not the case there. All the reasoning on the Vandepitte 
procedure was actually obiter, since a majority of the Court of Appeal held that the debt 
had not been properly assigned to the ‘assignor’ in the first place. The question is therefore 
an open one.

On the one side, as the effect of an anti-assignment clause is to prevent the ‘assignee’ 
suing the debtor in its own name (which would otherwise be possible),167 then logically a 
clause which prohibits a declaration of trust should prevent the use of the Vandepitte proce-
dure. If the right of an equitable assignee to sue the debtor in its own name (albeit joining 
the assignor if necessary) is seen as affecting the debtor, so that it has a justifiable interest in 
preventing it, then the same must be true of the Vandepitte procedure, which is analogous 
to the right of the equitable assignee to sue.

Against this, it can be argued that the Vandepitte procedure is merely a procedural 
mechanism to avoid circuity of action,168 so that the debtor is made no worse off by the use 
of the Vandepitte procedure than by the normal operation of the rights of a beneficiary to 
force the trustee to enforce the trust. This recognises the technical differences between an 
assignment and a declaration of trust referred to earlier, but these are not particularly rele-
vant to the position of the debtor. The debtor only knows that he is de facto being sued by 
the ‘assignee’, who can bring proceedings without the consent of the ‘assignor’. From a policy 
point of view, there is much to be said for the view that there should be consistency between 
the position where there is an equitable assignment and that where there is a declaration of 

 162 [2007] EWCA Civ 148.
 163 Ibid, [29].
 164 Ibid, [119].
 165 Ibid, [139].
 166 Stopjoin Projects Ltd v Balfour Beatty Engineering Services (HY) Ltd [2014] EWHC 589 (TCC) [70]; cf Explora 
Group plc v Hesco Bastion Ltd [2005] EWCA Civ 646 [119].
 167 As a statutory assignee, see 9.2.2.2.
 168 Goode, ‘Contractual Prohibitions against Assignment’ [2009] Lloyd’s Maritime and Comparative Law Quarterly 
300, 373. This has some support from the judgment of Waller LJ in Barbados Trust at [45].
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trust. A prohibition clause should not prevent the ‘assignee’ suing in either case, or it should 
prevent it in both cases.169

There are two further points to make. From a practical point of view, if the ‘assignor’ 
is able to cede control over the bringing of an action to the ‘assignee’, so that the ‘assignee’ 
can force the ‘assignor’ to sue, then it could be said to make little difference to a debtor 
whether the ensuing action is technically brought by the ‘assignee’ or the ‘assignor’: the 
point is that the debtor’s fate is being determined by someone other than the ‘assignor’. Here 
the policy dilemma is clear. Either a debtor should be able to prevent an ‘assignor’ ceding 
that control (which would give the debtor all the protection it seeks and would swing the 
pendulum completely in the direction of the debtor’s freedom of contract) or the policy of 
allowing people to alienate rights to their own property should prevail. This would mean 
that the debtor would not be able to prevent the ceding of control by the ‘assignor’, but could 
only protect itself to the extent of always being able to get a good discharge by paying the 
‘assignor’ and always being able to maintain a right of set-off against the ‘assignor’. Professor 
Goode favours this latter view, and points out that there are a number of other reasons why 
an ‘assignor’ could cede control over enforcement which cannot be prevented—for example, 
by a takeover of the ‘assignor’ by another company.170 There are more specific arguments on 
this point regarding syndicated loans, which are discussed below.171

The second point stems from the actual nature of the trust. If the beneficiary under a 
declaration of trust cannot call for the trust property under Saunders v Vautier, or enforce 
the trustee’s claim against the debtor under the Vandepitte procedure, arguably there is no 
trust and therefore no proprietary interest, so that the ‘assignee’ merely has a contractual 
right against the ‘assignor’ and will not obtain priority in the ‘assignor’s’ insolvency.172

9.2.3. Negotiable Instruments

Probably the simplest way for the benefit of a loan contract to be transferred is for the 
obligation to be embodied in an instrument. An instrument is a piece of paper which not 
only evidences the obligation, but also entitles the holder (if it is a bearer instrument) or 
the indorsee (if an instrument payable to order) to payment. This means that the obligation 
represented by a bearer instrument can be transferred merely by delivery to another person. 
If the instrument is payable ‘to order’ it can only be transferred by delivery and indorsement 
(signing by the original payee). The payee can either sign and name the indorsee, in which 
case a signature continues to be required for transfer, or it can just sign (‘indorse in blank’), 
in which case the instrument becomes a bearer instrument.173

 169 For a contrary view, see P Turner, ‘Prohibitions on Assignment: Intellectualism v Law’ (2018) 134 Law 
 Quarterly Review 532, who favours a distinction between the position in relation to an anti-assignment clause and 
one prohibiting a declaration of trust.
 170 Goode, ibid, 372. Another possibility is that other parties have become sub-participants in the loan (see 9.3.1) 
or have an interest as a result of a credit default swap (see 9.3.1) and so are in a position to influence enforcement. 
Neither of these ‘transfers’ of risk would be prohibited by an anti-assignment clause.
 171 9.2.4.3.
 172 For discussion of this argument in the context of transfer of loans, see 9.2.4.3; in the context of receivables 
financing, see 9.2.5.2.
 173 Goode: Commercial Law, 513, 528. Note that in the case of instruments governed by Bills of Exchange  
Act 1882, where an order bill is transferred by delivery only, without indorsement, the transferee obtains the title 
that the transferor had, and also the right to obtain an indorsement from the transferor (s 31(4)).
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A negotiable instrument has an additional advantage. If it is transferred to a bona fide 
purchaser, the transferee obtains two benefits. It obtains good title to the obligation even if 
the title of the transferor is defective, and it takes the obligation free of any equities which 
affected it in the hands of the transferor. An instrument is negotiable if it is recognised by 
mercantile usage as such:174 so long as the volume of usage is established, the courts will 
recognise a document as negotiable even if it is of recent origin.175

These two attributes (a convenient and easy manner of transfer, and negotiability) meant 
that such instruments played a significant part in corporate finance in the past, since they 
could be easily traded on open markets. A buyer would not have to investigate the prov-
enance of the instrument, and could decide whether to buy purely on the basis of the credit 
risk of the promisor. For example, where companies received payment by bills of exchange 
or other similar instruments, these could be sold to banks or other financiers, which could 
easily sell the instruments on in the money markets.176 As mentioned earlier,177 bonds 
issued by companies were usually in the form of bearer bonds, which enabled them to be 
traded easily.178

It will be seen that the benefits of negotiability are not available when the technique of 
assignment (discussed above) is used. An assignee (statutory or equitable) takes ‘subject 
to equities’.179 There appear to be at least two reasons for this.180 One is the basic prin-
ciple of nemo dat quod non habet: the assignor cannot transfer more than it has.181 This 
principle applies to all transfers of property (including tangible property) unless there is 
an exception. Negotiability is one such exception, and is justified by mercantile usage and 
the smooth operation of markets. Another reason is a (weaker) principle that assignment 
should not prejudice the position of the obligor, so that the obligor is in the same posi-
tion vis-a-vis the assignee as it would have been vis-a-vis the assignor. An obligor under a 
negotiable instrument accepts, when undertaking the obligation, that it will be liable to any 
holder, and that equities and defences that exist between it and the original obligee will no 
longer apply.

9.2.4. Transfer of Loans

9.2.4.1. Introduction

There are four main situations in which loans will be transferred. The first is where the 
lender wishes to securitise its assets. This is discussed below.182 The second is where the 

 174 Edelstein v Schuler & Co [1902] 2 KB 144, 154. Bills of exchange, promissory notes and cheques (which are now 
rarely negotiable) are specifically covered by Bills of Exchange Act 1882, which provides that a bona fide purchaser 
is a ‘holder in due course’ and takes free of any defect of title of prior parties (ss 29, 38(2)).
 175 Edelstein v Schuler & Co [1902] 2 KB 144, 154. A modern example is the certificate of deposit, which is a certifi-
cate that money has been deposited with a bank. Certificates of deposit are actively traded on the money markets: 
see Valdez: Financial Markets, 162.
 176 For detailed discussion of the law relating to bills of exchange, see N Elliot, J Odgers and J Phillips, Byles on 
Bills of Exchange (London, Sweet & Maxwell, 2013); AG Guest, Chalmers and Guest on Bills of Exchange, Cheques 
and Promissory Notes (London, Sweet & Maxwell, 2009); Goode: Commercial Law, ch 19.
 177 Chapter 8.
 178 Hughes: Banking, 4.3.
 179 Mangles v Dixon (1852) 3 HLC 702, 731–32.
 180 See Goode and Gullifer: Credit and Security, 7-71–7-72.
 181 See eg Smith and Leslie: Assignment, 26.43–26.47, citing Phillips v Phillips (1861) 4 De GF & J 208, 215–16.
 182 9.3.3.
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lender wishes to use its loans as security for an obligation. In many cases this will now  
fall within the FCARs (as amended) since financial collateral now includes ‘credit claims’,183 
which are loans made by credit institutions. The third is where a loan is made to a lead 
bank, which then sell parts of its interest to other participants, usually banks (a ‘loan 
participation’). The fourth covers transfers in the secondary loan market: this will normally 
be by participants in a syndicated loan. Buyers may be banks, but they may be other finan-
cial institutions or other parties such as funds. Sales may be at par or near par (that is, at a 
price that reflects the original credit risk of the borrower) or as distressed debt (at a price 
which reflects the greatly increased credit risk of the borrower). Buyers in the latter market 
include specialist distressed debt traders and vulture funds.184 This section will concentrate 
on the third and fourth of these categories.

In market terms, there are three methods of transfer of syndicated loans: novation, 
assignment and sub-participation. The last of these is not a transfer at all, even in a loose 
sense, since the original lender remains the lender of record. It is therefore discussed below 
in the section dealing with structures which have a similar effect to transfer.185 Trading of 
syndicated loans usually takes place on standard LMA terms,186 though individual trans-
actions can also be affected by the terms of the loan agreement itself, which is also likely 
to be on LMA standard terms.187 Thus, clause 24 of the standard LMA investment grade 
agreement188 provides for ‘assignment or transfer (by novation)’ of the loan, and restric-
tions thereon. Sub-participation is not mentioned in the loan agreement, since, in theory, it 
does do not alter the position of the borrower, although in fact a borrower may be adversely 
affected by a sub-participant who is able to control the voting of the lender of record in a 
restructuring or enforcement.

Although trading of loans does not take place on an exchange, the standardisation of the 
relevant contracts, and the fact that many participants are LMA members, means that there 
is some degree of similarity to trading of securities. For example, certainty in the market 
is very important. An oral agreement to trade a loan is binding (a ‘trade’ is a ‘trade’),189 
so that if assignment or novation is not possible (for example, if the debtor’s consent is 
required but not forthcoming) the seller is obliged to effect the trade by sub-participation.190 

 183 These are defined in the Financial Collateral Arrangements Regulations 2003 (‘FCARS’), reg 3 as ‘pecuniary 
claims which arise out of an agreement whereby a credit institution, … grants credit in the form of a loan’. ‘Credit 
institutions’ means an undertaking the business of which is to take deposits or other repayable funds from the 
public and to grant credits for its own account’ (art 4(1)(1) CRR (Regulation 575/2013) and therefore includes 
deposit-taking institutions such as banks.
 184 M Campbell and C Weaver, Syndicated Lending: Practice and Documentation, 6th edn (Euromoney Institu-
tional Investor PLC, 2013) 488 and R Pillai and D Kennelly, ‘Preying on Distressed Debt: Limiting the Scope for 
Transfer to Vulture Funds (2018) 1 Journal of International Banking and Financial Law 9, who confirm the growth 
in this part of the secondary loan market.
 185 9.2.3.1.
 186 LMA Standard Terms and Conditions for Par and Distressed Trade Transactions.
 187 See 8.4.1.
 188 See also cl 29 of the LMA leveraged loan facility agreement.
 189 LMA Standard Terms and Conditions for Par and Distressed Debt Transactions, cl 2. See also Bear Stearns 
Bank plc v Forum Global Equity Ltd [2007] EWHC 1576 (Comm) where a binding contract was found to be made 
by an oral agreement to trade a loan, even though the LMA terms did not apply. See also Astra Asset Management 
UK Limited v The Co-Operative Bank Plc [2019] EWHC 897 (Comm).
 190 This will be riskier for the buyer than novation or assignment, as it bears the dual credit risk of the borrower 
and the seller: J Oldnall and M Clark, ‘The Age of Consent’ (2010) 25 Journal of International Banking Law and 
Regulation 89.
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Further,  where the facility agreement provides for a ‘payment premium’, which is a sum 
reflecting the lender’s risk during the currency of the loan, which is payable when the loan 
is repaid, a buyer is not obliged under the transfer agreement to account to a seller for a 
payment premium it receives which (arguably) relates to the period of time when the seller 
was lender.191 This has the effect that the transfer (and the price paid) is final at the time it 
is made, and any uplift has to be negotiated in the purchase price. Another example is that 
the LMA has been concerned about the use of ‘inside’ information in loan trading, and has 
issued guidelines for market participants to address this.192

9.2.4.2. The Use of Novation

9.2.4.2.1. Consent in Advance

It is reasonably likely that there will be outstanding further advances to be made at the point 
at which the loan is traded. It will be recalled that, although the rights of the creditor can 
be assigned, the obligations of the assignor cannot.193 The problem is solved by the use of 
novation, at the ‘cost’ that the agreement of the borrower is necessary for the novation to 
take place. In fact, since all parties to a contract must consent to a novation, in a syndicated 
loan every party to the loan agreement (that is, the whole syndicate of lenders) will have to 
consent every time a novation takes place. Although this seems cumbersome, it is elegantly 
effected in syndicated loan agreements by including a unilateral offer (to accept a novation 
within the limits laid down in the agreement) in the original loan agreement made by all the 
parties. Strictly speaking, there are two offers: one to agree to the termination of the original 
contract, and another to agree to the formation of a new contract, on exactly the same terms 
as the old, with whomever is the purchaser of the loan.194 A unilateral offer requires no overt 
acceptance, but can be accepted by the performance of an act, at which point the offeror is 
bound.195 Transferability is made easy by a provision in the loan agreement that acceptance 
of the first unilateral offer can be effected by the delivery, by the selling bank, of a ‘transfer 
certificate’ to the agent bank, and of the second by the agreement of the transferee and the 
transferor to the transfer on the terms set out in the transfer certificate.196

9.2.4.2.2. Restrictions on Transfer

Since novation results in the borrower being in a new relationship with a different party, 
including, in some cases, the party being obliged to advance further funds to the borrower, 
it is understandable that the borrower will wish to have some control over who that party 

 191 Tael One Partners Limited v Morgan Stanley & Co International plc [2015] UKSC 12.
 192 See 13.4.2.
 193 See above and Hughes: Banking 9.21–9.22, 10.4–10.5.
 194 Mugasha: Multi-Bank Financing, 8.12.
 195 Carlill v Carbolic Smoke Ball Company [1893] 1 QB 256. The concept of a unilateral offer has been used 
to analyse situations when otherwise it would be difficult to explain why a party was bound, for example in 
New Zealand Shipping Co Ltd v AM Satterthwaite & Co Ltd (The Eurymedon) [1975] AC 154.
 196 See The Argo Fund Ltd v Essar Ltd [2005] EWHC 600 (Comm) [51]–[52], aff ’d [2006] EWCA Civ 241; 
 Habibson’s Bank Ltd v Standard Chartered Bank (Hong Kong) Ltd [2010] EWCA Civ 1335 [21]–[23]; Leveraged 
Equities Ltd v Goodridge (2011) 191 FCR 71 [307]–[313]. This reasoning was followed in Standard Chartered Bank 
(Hong Kong) Limited v Independent Power Tanzania Limited [2016] EWHC 2908 (Comm) [46].
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might be. A primary motivation is to ensure that any future party to the loan is sufficiently 
creditworthy,197 but there are other reasons as well: the borrower might wish to ensure that 
the new lender complies with regulatory requirements,198 or might wish to retain rights of 
set-off against particular lenders, or might wish to ensure that lenders will be benign in their 
decisions as to when and how to enforce the loan.199 As a result, loan agreements have in 
the past restricted ‘transfer’ of the loan to a ‘bank or financial institution’; this was extended 
in 2001 in the LMA documentation to include ‘a trust, fund or other entity which is regu-
larly engaged in or established for the purpose of making, purchasing or investing in loans, 
securities or other financial assets’. It is sometimes possible for the borrower to negotiate 
specific exclusions from this very broad list, for example by negotiating a list of permitted 
transferees200 or a list of unacceptable institutions.201 Restricted transfers typically require 
borrower consent.202

The restriction ‘bank or other financial institution’ (without the 2001 additions) was 
considered by the Court of Appeal in The Argo Fund Ltd v Essar Ltd,203 where the relevant 
loan had been transferred to a hedge fund. The Court of Appeal rejected the first instance 
judge’s approach that the ‘other financial institution’ should be a lender of money which 
had the ability to advance the agreed loan during the draw-down period,204 and held that 
‘other financial institution’ meant ‘“a legally recognised form or being, which carries on its 
business in accordance with the laws of its place of creation and whose business concerns 
commercial finance” … whether or not its business included the lending of money on the 
primary or secondary lending market’.205 This wide interpretation included the claimant 
hedge fund, and, in many ways, made the 2001 extension redundant (although it is still 
widely used).

The Court of Appeal considered that the ability of the transferee to advance any loan 
not drawn down at the time of the transfer was immaterial, as that would make the inter-
pretation of the words ‘other financial institution’ depend on whether or not the loan had 
been fully drawn down at the time of the transfer.206 This particular argument may have 
depended on the short draw-down period of the loan in question (45 days), but otherwise 
it seems strange. Given that a transfer could take place at any time, why should a borrower 
not wish to protect itself against transfer to an institution which could not advance funds 
due, thus necessitating expensive restructuring of the borrower’s financing, even if such a 
restriction limited possible transferees throughout the period of the loan?

 197 The Argo Fund Ltd v Essar Ltd [2005] EWHC 600 [28]; Hughes: Banking, 9.25.
 198 Ibid, [29].
 199 These reasons also apply to a restriction on assignment.
 200 M Dunn, F Khan, T Mann and D Neale, ‘The New Breed of Transfer Restrictions in Leveraged Lending Trans-
actions: A New Paradigm or Just a Sign of the Times? (2018) 4 Journal of International Banking and Financial Law 
222, 223.
 201 See Association of Corporate Treasurers, Guide to the Loan Market Association Documentation for Investment 
Grade Borrowers (2013), 125. This approach provides some certainty, but a list of unacceptable types of institutions 
may suffer from uncertainty, R Pillai and D Kennelly, ‘Preying on Distressed Debt: Limiting the Scope for Transfer 
to Vulture Funds (2018) 1 Journal of International Banking and Financial Law 9.
 202 See below 9.2.4.2.3.
 203 [2006] EWCA Civ 241.
 204 Ibid, [32], [43]–[44].
 205 Ibid, [51].
 206 The Argo Fund Ltd v Essar Ltd [2006] EWCA Civ 241 [44].
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A slightly different view was taken by Briggs J in Carey Group plc v AIB Group 
(UK) plc.207 In that case, the borrower was applying for an injunction to prevent the trans-
fer of the loan to NAMA, an Irish statutory body set up to acquire assets from banks 
(including the lender) participating in a scheme to stabilise the banking sector in Ireland. 
It was argued that the transfer was in breach of a clause in the same terms as the 2001 LMA 
version, on the grounds that either as a matter of construction or by implication of a term, 
the clause prevented transfer to an institution that could not offer banking services includ-
ing an overdraft facility. Briggs J rejected this argument on the grounds since the overdraft 
facility under the loan agreement could be terminated at any time by the lenders,208 this 
could be done before the transfer so that the transferee would not be under an obligation 
to make advances which it could not fulfil.209 However, he did say that the position might 
have been different had the lenders been obliged to make an overdraft facility available for 
the whole of a fixed term,210 which seems to indicate that a transferee’s inability to make 
advances will be relevant to whether it falls within the restrictive clause.

While it might be thought that the Argo interpretation was quite liberal,211 an even wider 
interpretation was given to the phrase ‘financial institution’ in Grant v WDW3 Investments 
Ltd,212 which concerned a bilateral loan rather than a syndicated facility as in Argo. In that 
case, the transferee was a newly formed special purpose vehicle, which had not yet traded 
at all. The judge followed Argo and held that the transferee fell within the meaning of the 
phrase set out in that case, despite the fact that it had not started trading at the time of the 
transfer213 and that, as a ‘vulture fund’ it might take a more aggressive approach to enforce-
ment than a regulated financial institution.214 The wide interpretation of the court in Grant 
contrasts with a narrower approach in the US, excluding, for example, hedge funds that 
acquire distressed debt and engage in predatory lending.215

The actual decision in Argo appears to have been motivated in part by a desire not to 
allow the defaulting borrower to escape from its obligations on what amounted, in the 
circumstances, to a technicality.216 The borrower in Grant was also in default. It is possible, 
though perhaps unlikely given the current approach of the English courts, that where the 
borrower is not in default a stricter approach could be taken.217

 207 [2011] EWHC 567 (Ch).
 208 See 2.3.2.
 209 Carey Group plc v AIB Group (UK) plc [2011] EWHC 567 (Ch) [41].
 210 Ibid, [38].
 211 J Liberopoulos and D Capas, ‘Distinguishing “Argo Fund”: The Meaning of “Financial Institutions” Revisited’ 
(2018) 4 Journal of International Banking and Financial Law 243 describes it as ‘setting a very low bar’.
 212 [2017] EWHC 2807 (Ch).
 213 The judge commented that to make a distinction between an institution that had carried out one or more small 
transactions and one that had not carried out any would be artificial [24].
 214 The judge held that there was no evidence of this, but, in any event, if the borrower had wanted to protect 
against transfer if should have included a more restrictive clause [26].
 215 Meridian Sunrise Village LLC v NB Distressed Debt Investment Fund Limited 2014 WL 909219 (WD Wash Mar 
7 2014) cited in J Liberopoulos and D Capas, ‘Distinguishing “Argo Fund”: The Meaning of “Financial Institutions” 
Revisited (2018) 4 Journal of International Banking and Financial Law 243.
 216 The Argo Fund Ltd v Essar Ltd [2006] EWCA Civ 241 [44], [52]. It was not clear why Argo did not take an 
assignment of the rights of the transferring banks and sue on that, but, as it had not done so, the Court of Appeal 
held that it could not now argue that the transfer to it should be construed as an assignment, since assignment and 
novation were entirely different concepts under English law: see [62].
 217 J Liberopoulos and D Capas, ‘Distinguishing “Argo Fund”: The Meaning of “Financial Institutions” Revisited 
(2018) 4 Journal of International Banking and Financial Law 243, 245.
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The extent of the protection a borrower may be able to obtain at the time of negotiation 
of the syndicated loan agreement will depend on the strength of the bargaining power of the 
parties at the time of the agreement itself. The moral from the cases discussed above is for 
the borrower to include more specific restrictions on transfer, and this seems to be the trend 
at the moment, at least in the leveraged covenant-lite loan market, even though one might 
have expected lenders in this market to have wanted the protection of liquidity.218

9.2.4.2.3. Consent not Unreasonably Withheld

Another possible restriction is the overt requirement of consent on the part of the borrower 
to any transfer.219 Such a requirement is more obviously advantageous to a borrower when 
a loan is assigned, as consent is not otherwise required.220 It is, though, often included in 
clauses referring to ‘transfer’, which, because a transfer of obligations is included, must mean 
‘novation’ rather than ‘assignment’.221 This requirement of consent is rather different from 
that which is required for a valid novation. It can be, and usually is, subject to contrac-
tual restrictions, such as that consent cannot be unreasonably withheld or delayed by the 
borrower,222 and will be deemed to have been given if no reply is received to a request for 
consent after a (short) specified time period.

There is little specific guidance as to what will count as a reasonable withholding of 
consent by a borrower in this context,223 although there is plenty of authority on the 
approach of the courts to such an issue in general.224 It is clear that the burden of showing 
that the consent is unreasonable is on the lender225 and that the test is that of reasonable-
ness, not correctness, so that different borrowers can take different views. Moreover, the 
borrower is permitted to take its own interests into account226 and is not obliged to balance 
those interests with the interests of the lender.227 The existence of one bad reason will not 
prevent a decision being reasonable, if it would have been the same without reliance on the 
bad reason.228 Logically, the question of consent only arises if the transferee falls within the 

 218 M Dunn, F Khan, T Mann and D Neale, ‘The New Breed of Transfer Restrictions in Leveraged Lending Trans-
actions: A New Paradigm or Just a Sign of the Times? (2018) 4 Journal of International Banking and Financial Law 
222, 225.
 219 This is very common in the investment grade market, and less so in the leveraged loan market, where liquid-
ity is very important and where borrowers have less bargaining power. See ACT Borrower’s Guide to LMA Loan 
Documentation for Investment Grade Borrowers (2017) produced by Slaughter and May, 117.
 220 9.2.2.1.
 221 Paget 12.30.
 222 It could, of course, be argued that even if there were no express provision that consent should not be unreason-
ably withheld, such a provision should be implied, at least prohibiting a refusal of consent where no reasonable 
person would have refused: Gan Insurance Co Ltd v Tai Ping Insurance Co Ltd (No 2) [2001] EWCA Civ 1047; 
Braganza v BP Shipping Ltd [2015] UKSC 17.
 223 D Karp and A Lombardi, ‘Transfer Restrictions may Create Additional Counterparty Risk for Distressed Debt 
Investors’ [2014] Corporate Rescue and Insolvency 64.
 224 There are many landlord and tenant cases on the subject, but that general approach is also suitable for commer-
cial cases: see British Gas Trading Limited v Eastern Electricity, The Times, 29 November 1996, upheld on appeal 
[1996] EWCA Civ 1239.
 225 Porton Capital Technology Funds v 3M UK Holdings Limited [2011] EWHC 2895 (Comm) [223];  Falkonera 
Shipping v Arcadia Energy PTE Ltd [2012] EWHC 3678 (Comm) [85]; BG Global Energy Limited v Talisman 
Sinopec Energy UK Limited [2015] EWHC 110 (Comm) [109].
 226 Barclays Bank plc v Unicredit Bank AG [2014] EWCA Civ 302.
 227 Porton Capital Technology Funds v 3M UK Holdings Limited [2011] EWHC 2895 (Comm) [223].
 228 No 1 West India Quay (Residential) Ltd v East Tower Apartments Ltd [2018] EWCA Civ 250 [41].
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class of permitted transferees discussed above.229 It has therefore been argued that to the 
extent that a transferee who is not able to make future advances falls within that class, that 
inability would not seem to be a valid reason for refusing consent.230 However, the question 
of unreasonableness of refusal is fact specific,231 while whether the transferee falls within the 
class does not depend on, for example, what further advances need to be made. Therefore, it 
would seem appropriate that the ability of the transferee to make future advances would be a 
reasonable reason for refusing consent, as would concern about the aggressive nature of the 
transferee in enforcing obligations under the loan agreement.232 If consent to a transfer is 
refused, yet the transferor and transferee have already agreed to the transfer,233 the standard 
LMA terms require the transfer to be settled by sub-participation,234 which is consider-
ably more risky for the buyer, who takes on the credit risk of the seller as well as that of the 
borrower.235

9.2.4.2.4. Security for the Loan

A novation does not automatically transfer rights to any security given to the transferor 
for the original repayment obligation. This is often overcome by the security being held 
by a trustee on behalf of all the lenders.236 The obligation that is secured is a parallel cove-
nant made to the trustee237 (again held on trust for the lenders from time to time) and the 
transferor’s rights in respect of this can easily be assigned to the transferee (there being no 
obligations to the borrower to worry about in this transaction).

9.2.4.2.5. Novation Subject to Equities?

As mentioned earlier, since the effect of a novation is to extinguish the original contract 
between the borrower and lender and to make a new one between the borrower and the 
transferee, the new contract is not subject to any equities, such as the right to rescind 
the original contract, to which the old contract was subject. In contrast, in assignment, the 
assignee takes subject to equities. From the borrower’s point of view, this is a drastic effect of 
novation. For example, in Graiseley Properties Limited v Barclays Bank plc238 the borrowers 
alleged that they had the right to rescind a syndicated loan agreement on the grounds that 
the lenders misrepresented that LIBOR (which was used as the basis of the interest payable 

 229 J Oldnall and M Clark, ‘The Age of Consent’ (2010) 25 Journal of International Banking Law and Regulation 89; 
P Rawlings ‘Restrictions on the Transfer of Rights in Loan Contracts’ [2013] Journal of International Banking and 
Financial Law 543.
 230 Rawlings, ibid.
 231 Crowther v Arbuthnot Latham & Co Ltd [2018] EWHC 504 (Comm) [29].
 232 J Oldnall and M Clark, ‘The Age of Consent’ (2010) 25 Journal of International Banking Law and Regulation 89.
 233 The standard LMA terms provide that an oral agreement for a ‘trade’ of a loan is binding: see LMA Standard 
Terms and Conditions for Par and Distressed Debt Transactions, cl 2. See also Bear Stearns Bank plc v Forum 
Global Equity Ltd [2007] EWHC 1576 (Comm) where a binding contract was found to be made by an oral agree-
ment to trade a loan, even though the LMA terms did not apply.
 234 See 9.3.1.
 235 See 9.3.1; J Oldnall and M Clark, ‘The Age of Consent’ (2010) 25 Journal of International Banking Law and 
Regulation 89.
 236 Mugasha: Multi-Bank Financing, 8.15; Hughes: Banking, 9.28. See 8.4.1.
 237 See 8.4.1.
 238 [2013] EWCA Civ 1372.
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under the agreement) had not been manipulated, when in fact it had. Transferees of the 
loan agreement by novation argued that the right to rescind was lost when the agreement 
was novated.

The form of the transfer clause in the agreement was complicated. It envisaged, on the 
one hand, ‘assignment’ and, on the other hand, ‘transfer by novation or by “assignment, 
assumption and release”’.239 On strict legal principles, the ‘assignees’ took subject to the 
borrower’s right to rescind for misrepresentation, while the ‘transferees’ took free. The 
Court of Appeal, in an interlocutory application to amend pleadings, took the view that 
the effect of these two modes of ‘transfer’ was a matter of interpretation of the agreement, 
so held it was arguable that, in these circumstances, the term ‘novation’ was not being used 
in the strict legal sense, so that the transferees might take subject to equities. This seems 
to envisage that the lender and borrower can agree, ex ante, on the effect of a transfer: 
whether it is a strict novation, an assignment, or a novation with ‘assignment-like’ features. 
While this might be said to blur the boundaries between the concepts of novation and 
assignment,240 it must be right that the original parties to a loan contract can agree in 
advance the terms of any new contract to be made between the borrower and a new lender: 
the borrower, after all, has to consent to the new contract and can agree only to consent 
to a contract on some or all of the terms of the old contract, including (presumably) any 
rights to rescind the old contract.241 Whether this is what is achieved by the standard terms 
used in loan documentation is another matter entirely. Presently, this seems counter to the 
expectations of the market.242

9.2.4.3. The Use of Assignment

If there are no future advances to be made at the time when it is desired to transfer the loan, 
the technique of assignment may be used.243 In theory this has the benefit that the consent 
of the borrower is not required, but, as pointed out above, it is very common for the loan 
agreement to include provisions requiring borrower consent to an assignment as well as 
a novation. The discussion above of what counts as unreasonable withholding of consent 
therefore also applies here.244

If the consent of the borrower is required, there will clearly be notice to the borrower 
of the assignment, in order to obtain that consent. Thus, the assignment will be statutory if 
the other requirements of section 136 of the Law of Property Act 1925 are fulfilled. It will 
be recalled, however, that there cannot be a statutory assignment of part of a loan.245 Where 
a lead bank is selling participations in a loan, this will definitely be a transfer of part of a 
debt. Even sales by a syndicated lender will not necessarily be a transfer of the entirety of its 
rights under the loan agreement. In either case, then, the assignment will be equitable, even  

 239 See Encyclopaedia of Banking Law F2042.
 240 See Paget 12.30.
 241 See 9.2.1; Langston Group Corporation v Cardiff City Football Club Limited [2008] EWHC 535 (Ch) [48] where 
Briggs J appeared to countenance a partial novation.
 242 See eg a note by Berwin Leighton Paisner at www.blplaw.com/expert-legal-insights/articles/graiseley-and- 
unitech-four-things-you-didnt-know-about-the-libor-cases/.
 243 Although see the caveat below that what purports to be an assignment may not in fact be one.
 244 9.2.4.2.3.
 245 9.2.2.2.
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if the borrower is given notice of the sale.246 This means that, were the assignee to wish to 
enforce its rights against the borrower, it would have to join the assignor: this is unlikely 
to be a situation where joinder is not required since the assignment is of part of a debt.247 For 
these reasons alone, assignment is not a particularly suitable method of transfer. Further, 
the provisions for ‘assignment’ in the LMA agreement248 envisage the release of the existing 
lender from all obligations to the borrower and all other lenders, and an assumption by the 
new lender of those obligations.249 Given that an assignment cannot transfer obligations, 
the purported assignment under the LMA agreement may well not be a true assignment 
under English law.250 However, a distressed debt fund might well seek to take an assign-
ment of the loan, without taking on any obligations, if it can obtain agreement from all the 
parties.

The loan agreement will normally limit permitted assignment to certain types of insti-
tutions (as with novation),251 and will usually require consent of the borrower to any 
permitted assignment. The purpose of such restrictions is slightly different from those 
restricting novation, which are primarily to ensure that any transferee can make the neces-
sary future advances. In relation to assignment, the concerns are more likely to be a desire 
to preserve a relationship with the original creditor, or a similar ‘bank-like’ institution, 
which it may trust not to behave unreasonably in relation to waivers or enforcement, 
whereas it cannot be so sure that an assignee will behave in this way.252 A borrower might, 
for example, wish to avoid the sale of distressed debt to a vulture fund.253 There may also 
be concerns about increased costs, about whether a new lender will comply with regula-
tory provisions,254 and about sale of loans to competitors of the borrower who will then use 
the voting rights to undermine the borrower. There will not usually be a desire to preserve 
set-off rights,255 since any right of the borrower to set-off cross-claims against the repay-
ment of the loan is usually expressly excluded, and this will also be the position against any 
assignee.

If a loan is assigned in breach of the restrictions, the resulting transaction may take 
effect as a declaration of trust.256 The beneficiary may then be able to enforce it using 
the Vandepitte procedure. It will be recalled that the earlier discussion of whether this 
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 252 R Goode, ‘Contractual Prohibitions against Assignment’ in J Armour and J Payne (eds), Rationality in 
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 255 See 9.2.2.6.2.
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procedure is available included the point that it has the effect of transferring control of 
enforcement from the ‘assignor’ to the ‘assignee’.257 In the context of the transfer of syndi-
cated loans, there are important policy reasons to facilitate the ability of a seller to transfer 
to a buyer rights of control over its enforcement, since no transferee would want to buy 
a debt which might or might not be enforced by the transferor. This is particularly true 
where loans are assigned in the distressed debt market, since a major point of the transac-
tion is that the transferee is a specialist in recovering such loans, and the transferor is keen 
to avoid spending time and money concerning itself with this. It could be said, of course, 
that this is the very situation against which the debtor wishes to protect itself, and that if 
a declaration of trust can take effect in this way, the restrictions on assignment become 
worthless.

The Barbados Trust case concerned the assignment of a syndicated loan, and thus raised 
squarely the competing policy imperatives of allowing the borrower to protect itself, on the 
basis of freedom of contract, and developing a liquid secondary loan market. There is no 
doubt that the requirement of borrower consent is a barrier to liquidity in that market, and 
is a point of real contrast to the market in debt securities, which it mirrors in so many other 
ways. Although the restrictions on assignment and novation are part of the LMA stand-
ard documentation, their presence of absence in any individual agreement is a product of 
the bargaining power of the parties. In the absence of evidence of structural inequality of 
parties or market failure, there seems little reason to interfere with the contractual freedom 
of the parties.258 The actual effect of the contractual provisions, however, is a matter of much 
argument and uncertainty, as discussed earlier, and the area could benefit from judicial 
clarification.

9.2.5. Transfer of Receivables

9.2.5.1. The Use of Assignment in Receivables Financing

This section considers the use of assignment in the financing of trade receivables—that is, 
receivables arising from contracts which are for the provision of goods or non-financial 
services.259 As described in chapter two,260 there are two main types of receivables financ-
ing: factoring, which is on a notification basis and is largely used for very small businesses, 
and invoice discounting, which is on a non-notification basis and can be used for busi-
nesses of any size. Although there are many variations in the precise structure, a typical 
receivables financing arrangement261 involves either a ‘whole turnover’ agreement, whereby 

 257 9.2.2.6.5(e).
 258 Compare the position in relation to receivables financing, discussed at 9.2.6. The Business Contract Terms 
(Assignment of Receivables) Regulations 2018 (SI 2018/1254) do not apply to a term in a contract which is a 
contract for, or entered into in connection with, prescribed financial services (see Reg 4(a)) and so do not override 
clause prohibiting or restricting assignment of rights under loan agreements.
 259 This is the definition used in s 1 Small Business, Enterprise and Employment Act 2015 for the scope of the 
power to override anti-assignment clauses.
 260 2.3.4.1.
 261 See Security and Title-Based Financing, 7.115; Goode: Commercial Law, 843–76 (draft whole turnover 
agreement).
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the company being financed (which will be called the ‘supplier’) agrees to sell its present 
and future receivables to the financier, or a facultative agreement, whereby the supplier 
agrees to offer receivables for sale to the financier, which the financier has the option of 
purchasing.

The means of transfer of the receivables in this type of financing is assignment. There are 
two requirements of statutory assignment which may not be fulfilled initially: that notice 
has been given to the debtor, and that the debt is a present one. Once these are fulfilled, an 
assignment is likely to be statutory, as it will have been made in writing and will be absolute, 
that is, not by way of charge.262 In an invoice discounting arrangement, the debtor is not 
notified, and the supplier collects in the debts itself, holding them on trust for the finan-
cier. Thus, the assignment will remain equitable, unless and until the financier notifies the 
debtor, for example, as a precursor to enforcing the debt. At that point, the assignment will 
become statutory, and the financier will be able to sue the debtor.

In relation to the future debts in a whole turnover arrangement, the agreement is bind-
ing on the assignor, and will have the effect that the debts will be automatically assigned (in 
equity) to the assignee when they do arise, provided they have been sufficiently identified.263 
To the extent that the date of assignment is relevant to priority, the date will be the date of 
the agreement, and not when the debts themselves arise.264

9.2.5.2. Anti-Assignment Clauses and Receivables Financing

Many contracts giving rise to trade receivables contain anti-assignment clauses. The 
reasons for this are varied. They range from the rather unmeritorious (that they are 
included in boilerplate documents by lawyers or that they are an attempt to prevent trans-
fer of obligations, which, of course, assignment cannot do) to concerns about inadvertently 
paying the wrong party, wishing to preserve set-offs and a general desire to deal with the 
contracting party, particularly in relation to disputes. The existence of these clauses in 
trade receivables has been a barrier to the financing of such receivables, both because they 
mean that some suppliers could not obtain financing at all, or could not obtain financing 
in respect of receivables containing such clauses, and also because the workarounds used 
by the industry were expensive and made the transactions more complex.265 The follow-
ing paragraphs set out the problems that had been caused by such clauses, particularly in 
relation to the financing of receivables owed to SMEs, which eventually led to legislative 
reform.

In relation to factoring, in the course of which the debtor is notified of the assignment, 
where there is an anti-assignment clause it was likely that the debtor would refuse to pay the 
financier when notified, and would instead pay the supplier. This imposed the credit risk of 

 262 Even an assignment by way of a mortgage, which is a transfer of the absolute interest subject to an obligation 
to reassign, is absolute within the terms of s 136: Tancred v Delagoa Bay & East Africa Railway Co (1889) 23 QBD 
239. See 9.2.2.1, and 7.2.5.2 for discussion of whether such an arrangement could be recharacterised as a security 
interest.
 263 Tailby v Official Receiver (1888) 13 App Cas 523. See 7.3.2.1.
 264 Holroyd v Marshall (1862) 10 HL Cas 191.
 265 For more detailed discussion see L Gullifer, ‘Should Clauses Prohibiting Assignment be Overridden by 
 Statute?’ (2015) 4(1) Penn State Journal of Law and International Affairs.
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the supplier on the financier pending accounting for such payment.266 As a result, financi-
ers often refused to finance receivables arising from contracts containing such clauses, or 
demanded that the customer agree to a waiver.

Invoice discounters could also have refused to finance receivables containing an anti-
assignment clause, but in practice, they often employed other workarounds. Since the debtor 
was not notified of the assignment it continued to pay the supplier, although if it discovered 
the assignment, it might have been able to terminate any contracts it had with the supplier, 
and was likely to refuse to do further business with it. The chief danger to the financier was 
that it would have been unable to enforce an unpaid debt if the supplier refused to pay or 
became insolvent. Workarounds used by financiers included taking fixed267 and floating 
charges over all the assets of the supplier, so that they could appoint an administrator if 
the supplier becomes insolvent: the administrator would then collect in all debts due to the 
supplier, and the supplier would hold the proceeds on trust for the financier. A financier 
could also take a power of attorney, enabling it to sue in the name of the supplier. This was 
unlikely to work if the supplier was insolvent, though.268 A financier might have taken other 
forms of credit protection as well, such as a director’s guarantee. All of this increased the 
cost of financing, which was also affected by the uncertain state of the law regarding anti-
assignment clauses, discussed above.269

9.2.5.3. Statutory Override of Anti-Assignment Clauses

These difficulties gave rise to calls for there to be a statutory override of anti-assignment 
clauses in relation to trade receivables.270 Legislation to this effect has been passed in a 
number of jurisdictions, although the precise scope of the override varies.271 The case for 
reform depends on a balancing exercise: the removal of barriers to the provision of finance 
has to outweigh the resulting interference with freedom of contract. The case is strongest 
in relation to the financing of the trade receivables of SMEs, and, after much discussion, 
the Business Contract Terms (Assignment of Receivables) Regulations 2018 limited its 

 266 The supplier may well hold the proceeds on trust for the financier, but this is no use if the supplier has dissi-
pated the proceeds and is insolvent.
 267 ‘Non-vesting’ debts usually fall within the fixed charge, although it may be that this is also prohibited by a 
widely drawn anti-assignment clause.
 268 Powers of Attorney Act 1971, s 4 provides that for a power of attorney to be irrevocable on the insolvency of 
the supplier, the financier would need to have some sort of proprietary right in the receivables or would need to be 
owed the receivables directly.
 269 9.2.2.6.
 270 P Zonneveld, ‘The Effectiveness of Contractual Restrictions on the Assignment of Contractual Debts’ [2007] 
Journal of International Banking and Financial Law 313; O Akseli, ‘Contractual Prohibitions on Assignment of 
Receivables: An English and UN Perspective’ [2009] Journal of Banking Law 650; Goode, ‘Contractual Prohi-
bitions against Assignment’ [2009] Lloyd’s Maritime and Comparative Law Quarterly 300; see also the work of 
the Secured Transactions Law Reform Project at http://securedtransactionslawreformproject.org/what-we-do/
ban-on-assignment-clauses/.
 271 US Uniform Commercial Code, art 9-406; Canadian Personal Property Security Acts (see 7.7.3);  Australian 
Personal Property Securities Act 2009, s 81; German Commercial Code HGB, s 354(a); Korean Civil Code,  
s 449(2); Japanese Civil Code, s 466(2); Italian Civil Code, s 1260(2); Greek Civil Code, s 466(2); Portuguese 
Civil Code, s 577(2); Spanish Civil Code, s 1112. See also UN Convention on the Assignment of Receivables 
in International Trade (2002), art 9(1); UNIDROIT Convention on International Factoring (1988), art 6(1); 
UNCITRAL Model Law art 13. We are indebted to Dr Woo-Jung Jon for the analysis in his MSt thesis which 
led to this list.

http://securedtransactionslawreformproject.org/what-we-do/ban-on-assignment-clauses/
http://securedtransactionslawreformproject.org/what-we-do/ban-on-assignment-clauses/
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effect to trade receivables272 owed to SMEs.273 The Regulations provide that a contractual 
prohibition or restriction on the assignment of a receivable has no effect.274 Any receivables 
arising from a contract for, or entered into in connection with, prescribed financial services 
are expressly excluded from the scope of the Regulations.275 Thus, the discussion above of 
clauses restricting assignment of syndicated and other loans still applies.276

The Government economic case for this reform estimated a monetised benefit of about 
£45m a year, plus non-monetised benefits. It is one of a number of initiatives to improve 
access to finance for SMEs, and it will be difficult to isolate the economic benefits stemming 
just from this reform. However, it brings UK law into line with the law of many other juris-
dictions, and is likely to have a very beneficial effect, particularly, on very small businesses, 
which are very numerous and therefore economically important.

9.2.6. Transfer of Securities

Securities (both debt and equity) can be held in a number of forms, and can be traded on 
different kinds of markets, as well as over the counter. Equity securities are typically held in 
dematerialised form through CREST or (if not issued in the UK) in the form of a globalised 
share certificate: investors in either case are likely to hold through intermediaries.277 While 
it is also possible for shares to be held in registered certificated form,278 the holding of shares 
in bearer form has been abolished.279 Debt securities in the form of eurobonds can be held 
through CREST but are more likely to be held as global notes and held through interme-
diaries. Shorter-term debt securities, and stock, are also likely to be held through CREST, 
although stock can also be certificated.

As discussed earlier, shares in public companies may be listed and traded on the public 
markets. Trading is subject to detailed regulatory requirements.280 The regime brought in 
by MiFID II and MiFIR281 covers non-equity trading on regulated markets (such as the 

 272 The type of receivables to which the Regulations apply is defined in Reg 1(3) as ‘a right (whether or not earned 
by performance) to be paid any amount under a contract … for the supply of goods, services or intangible assets’. 
There is also a list of excluded contracts in Reg 4.
 273 The limitation on the type of business to which the receivables are owed was effected by a provision that the 
regulations did not apply to a supplier which is a large enterprise or a special purpose vehicle (Reg 3(1)). Reg 3(3) 
includes a list of types of suppliers to which the Regulations do apply, such as a company to which the small compa-
nies regime (within the meaning given by ss 381 to 384 of the Companies Act 2006) applied or which qualified 
as medium-sized (within the meaning given by ss 465 to 467 of the Companies Act 2006) in respect of the last 
financial year before the receivable was assigned.
 274 Business Contract Terms (Assignment of Receivables) Regulations 2018, reg 2.
 275 Reg 4(a).
 276 9.2.2.6.
 277 See 4.6.
 278 Although shares in a publicly held company must be held in dematerialised form if they are to have a premium 
listing: see LR 6.1.23 and 6.1.24, which require that such shares must be eligible for electronic settlement.
 279 Small Business, Enterprise and Employment Act 2015, s 84, amending Companies Act 2006, s 779.
 280 Note that MiFIR has introduced a requirement that all equity trading, with the only exception of ad hoc and 
infrequent trade between professionals, should take place on organised trading venues, which are subject to the 
transparency requirements: see MiFIR art 23 and Moloney: EU Regulation, 468.
 281 See 13.3.1. When EU law ceases to apply, MiFIR is set to be domesticated into UK law under art 3(1) of the 
European Union (Withdrawal) Act 2018 and see the Markets in Financial Instruments (Amendment) (EU Exit) 
Regulations 2018 (SI 2018/1403).
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Main Market),282 multilateral trading facilities (such as the PSM)283 and organised trading 
facilities, which includes any other kind of venue bringing together buyers and sellers. Thus 
the market abuse and transparency regimes apply to all such trades,284 in contrast to the 
position in the secondary loan market. Over-the-counter trading is not included in these 
regimes, though if it is done by a system internaliser (a dealer who executes client trades 
against its own proprietary base, a frequent occurrence in the trading of debt securities) 
some regulation applies.285

The trading of securities and the settlement of trades are complicated matters on which 
there is much regulatory law, and the reader is referred to specialist texts.286 This section will 
concentrate on the legal analysis of the transfer itself: this will be the same whatever venue 
or form is used for the trade, but will vary according to the manner in which the securities 
are held. The transfer of shares held in registered form is discussed in detail in chapter four 
above, and only the transfer of shares held in CREST or through intermediaries is discussed 
here: the analysis is similar whether the securities are debt or equity securities.

9.2.6.1. Transfer of Stock

Stock is either transferred through CREST287 or, if certificated, transferred by the delivery 
up of the certificate to the issuer’s registrar together with a transfer form.288 The legal analy-
sis of the transfer is not entirely clear. One view is that it takes place by novation, since, by 
accepting the registration, the company is agreeing that the transferee should take the place 
of the transferor.289 Thus the transfer of registered debt securities is seen as the same as the 
transfer of shares. However, this analysis requires modification in relation to stock, where 
there is only one obligation which cannot be novated in the ordinary sense. Where the stock 
is created by deed poll, the process may be seen as analogous to novation, since although 
the company’s obligation to the original stockholder is not contractual (as it is effectuated 
by deed poll) it is replaced by a new obligation to the new stockholder, and the company, by 
registering the transfer, agrees to this transfer.290

In relation to stock issued under a trust deed, the interest of the stockholder is merely 
equitable: the legal interest in the debt is held by the trustee.291 This may mean that 
there cannot be a novation, and the means of transfer is by assignment.292 In either case, 
potentially the transferee takes subject to defects in title and equities. If the transfer takes 

 282 See 13.2.2.2.
 283 13.2.2.2.
 284 See 13.3.1.
 285 See Moloney: EU Regulation, 440.
 286 For example, M Blair, G Walker and S Willey, Financial Markets and Exchanges Law 2nd edn (Oxford, Oxford 
University Press, 2012); A Hudson, Securities Law, 2nd edn (London, Sweet & Maxwell, 2013).
 287 For analysis of CREST transfers, see 9.2.6.3.
 288 Fuller: Corporate Borrowing, 3.3; Tolley Company Law Service C4002. If the instrument does not provide for 
the procedure for transfer, this is governed by Stock Transfer Act 1963.
 289 Benjamin: Interests in Securities, 3.07; Tolley Company Law Service C4029.
 290 This analysis is not without problems, as it means that a new debt arises each time the stock is transferred, 
which could have repercussions on, for example, insolvency; see Hughes: Banking, 4.3.
 291 7.3.2.2.1.
 292 Although see 9.2.6.2 in relation to transfers of interests in intermediated securities.
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place by assignment, the rule of priority will be that in Dearle v Hall.293 Even this is not 
straightforward, since it is not clear whether notice of an assignment can be received by an 
issuer.294 Such a notice cannot be received by an issuer of shares,295 but this prohibition is 
based on the fact that no notice of trust shall be entered in the company’s register.296

However, in relation to stock held on trust the registrar does enter a notice of trust, 
and it does appear that this entry is effective in some way. Thus, the reasoning applicable 
to shares may not apply here, although the position is likely to depend on the exact words 
used in the trust deed. Further, it is not clear whether giving notice to the issuer is sufficient 
to gain priority under Dearle v Hall if the trustee is not also given notice, since what is actu-
ally being assigned is the right against the trustee and not a direct right against the issuer.297 
Even if no qualifying notice under Dearle v Hall is given, the transferee who registers may 
well succeed against someone who acquires an earlier unregistered interest, since the first 
transferee has failed to take any steps to prevent the original stockholder from transferring 
the stock to someone else, such as dispossessing him of the certificates or stock transfer 
form.298

In any event, in most cases a priority battle is unlikely to arise, since the trust deed 
will invariably provide that, as between the company and stockholder, a registered holder 
is treated as the absolute owner whose claim against the issuer is free of any equities or 
set-offs between the company and any holder, including the current holder.299 Such a 
provision will have the effect of excluding the usual rule that an assignee takes subject 
to equities,300 although it is clear from cases concerning the exclusion of the right of set-
off that clear words must be used,301 and insolvency set-off cannot be excluded.302 The 
effect of such a provision is that, despite the fact that the transfer is on the register rather 
than by delivery, and the interest of the transferor is equitable, the transaction is similar 
to the transfer of a negotiable instrument, in that a kind of contractual negotiability is 
conferred.303

 293 (1828) 3 Russ 1. As explained at 7.4.4, this rule is that priority is in the order in which the debtor is notified of 
the assignments.
 294 Tolley Company Law Service C4029(2).
 295 Société Générale de Paris v Walker (1885) 11 App Cas 20. See 8.2.7.
 296 Companies Act 2006, s 126.
 297 Law of Property Act 1925, s 137(2) which requires notice to a trustee in respect of an equitable interest in 
securities; and Re Dallas [1904] 2 Ch 385. Fuller: Corporate Borrowing, 15.18 notes that the trustee will usually 
have the right to inspect the register, and this may count as sufficient notice.
 298 Tolley Company Law Service C4029(2).
 299 Fuller: Corporate Borrowing, 3.7(d). This provision is also required if the security if traded through CREST; 
see r 7 paras 3.2 and 5.
 300 Re Blakely Ordnance Co (1867) 3 Ch App 154; Re Agra and Masterman’s Bank (1866–67) 2 Ch App 391; Hilger 
Analytical Ltd v Rank Precision Industries Ltd [1984] BCLC 301.
 301 Gilbert-Ash (Northern) Ltd v Modern Engineering (Bristol) Ltd [1974] AC 689, 717; BOC Group plc v Centeon 
LLC [1999] CLC 497; IG Index Ltd v Ehrentreu [2013] EWCA Civ 95. See 6.3.4.5. If the provisions in the trust deed 
comply with the CREST requirements, they will be effective: Re Kaupthing Singer and Friedlander Ltd; Newcastle 
Building Society v Mill [2009] EWHC 740 (Ch).
 302 Halesowen Presswork and Assemblies Ltd v Westminster Bank Ltd [1971] 1 QB 1; see also 6.3.4.6.2.
 303 Hughes: Banking, 4.3. This does not mean, however, that all aspects of the law applicable to negotiable instru-
ments also apply: Re Kaupthing Singer and Friedlander Ltd; Newcastle Building Society v Mill [2009] EWHC 740 
(Ch) [22].
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9.2.6.2. Transfer of Intermediated Securities304

As discussed in chapters four305 and eight, most securities are held through  intermediaries.306 
Legal title is held by the entity at the top of the chain, and this is held on trust for the next 
intermediary down, which holds its interest under that trust on a sub-trust for its clients, 
who may be investors or intermediaries themselves.307 In relation to most shares, and some 
bonds, the top of the holding chain in the UK is usually an account in CREST, the holder 
of which has legal title to the securities. In many cases, however, securities are issued in the 
form of an immobilised global note or share certificate, which is held by a central securi-
ties depository outside the UK or an international central securities depository, typically 
Euroclear in Belgium or Clearstream in Luxembourg. In relation to bonds, the global note is 
in the form of a bearer bond, but it is not clear whether it is a negotiable instrument, since it 
is never intended to be transferred.308 In any event, what is traded is not the global note but 
the bondholders’ entitlements, and these are co-ownership interests under a trust or sub-
trust.309 The same holds true for shares held in the intermediated system, and applies in any 
event where the securities at the top of the chain are held through CREST. A co-ownership 
interest cannot, of course, be a negotiable instrument: it is not transferred by delivery (there 
is nothing to deliver).310 So how are shareholders’ or bondholders’ interests (held through 
an intermediary) transferred?311 And is such transfer in any way analogous to the transfer 
of a negotiable instrument?

To take the simplest case, where the transferor and the transferee have accounts with the 
same intermediary, a debit entry is made in the account of the transferor and a credit entry 
in the account of the transferee. The effect of these entries is that the transferee replaces the 
transferor (as regards the securities transferred) as a co-beneficiary under the trust whereby 
the intermediary holds its own co-ownership interest on trust for those of its account hold-
ers who own those particular securities. The book entries become more complicated when 
the parties have accounts with different intermediaries, since debit and credit entries must 
be made up the chain until two intermediaries have accounts with the same higher-tier 
intermediary,312 but the effect is the same: the transferor ceases to be a beneficiary in rela-
tion to that co-ownership interest and the transferee becomes a beneficiary.313 What is the 
best legal analysis of this event?

Clearly the transfer has not taken place by negotiation. Assignment also seems inap-
propriate, since it is hard to describe the transferee’s interest as being the same as the 

 304 See Smith and Leslie: Assignment, 19.136 ff; see also, generally, W Liang, Title and Title Conflicts in respect of 
Intermediated Securities under English Law (Cambridge, Cambridge Scholars Publishing, 2013).
 305 4.6.4.
 306 Intermediated holdings of shares are discussed at 11.2.2.1.2 in the context of corporate governance.
 307 See 8.3.2.3.2(b) for a fuller discussion.
 308 Hughes: Banking, 4.4; Goode: Commercial Law, 615; Bamford: Financial Law, 6.90.
 309 See 8.3.2.3.2(b).
 310 J Benjamin, ‘Ease of Transfer and Security of Transfer in the Securities Markets’ [2001] Journal of International 
Banking and Financial Law 219, 221; Law Commission Updated Advice (May 2008), 5.39.
 311 For several worked examples, see Smith and Leslie: Assignment, 19.141 ff.
 312 For a worked example, see L Gullifer, ‘Protection of Investors in Intermediated Securities’ in J Armour and 
J Payne (eds), Rationality in Company Law (Oxford, Hart Publishing, 2009) 232–33. This is in the context of shares 
held with an intermediary, but the principle is the same for debt securities.
 313 For criticism of this method of transfer and a call for structural reform, see E Micheler, ‘Transfer of Interme-
diated Securities and Legal Certainty’ in T Keijser (ed), Transnational Securities Law (Oxford, Oxford University 
Press, 2014).
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transferor’s, although the two are connected. The most appropriate analysis would seem 
to be some sort of novation, in that the transferor’s beneficial interest no longer exists and 
has been replaced by the new beneficial interest of the transferee. This is the conclusion 
reached by Joanna Benjamin.314 It is also supported by the use of netting in the settle-
ment of securities, so that there is rarely a straight ‘transfer’ from A to B.315 Of course, to 
achieve novation the consent of the obligor is required.316 However, since what is being 
‘transferred’ is the interest of a beneficiary against a trustee, it is the trustee’s consent that 
is required, and since the trustee/intermediary makes the book entries, this requirement is 
satisfied.317 The ultimate obligor, the issuing company, has no knowledge of or involvement 
in the transfer.318

Apart from the inherent problem of complexity, two specific problems potentially arise 
on this analysis. First, section 53(1)(c) of the Law of Property Act 1925 provides that a 
disposition of an equitable interest must be in writing and signed by the person dispos-
ing of the interest. It should first be noted that this provision does not apply where the 
transaction is a financial collateral arrangement.319 It is not at all clear whether the trans-
fer of an interest in intermediated securities as described above is a ‘disposition’ within  
the section. It seems that what is happening is that a new interest is created320 (or that the  
transferee joins the ‘group’ of equitable co-owners of the pool of securities held by  
the intermediary by way of succession rather than disposition) and on either analysis this 
is not a disposition.321

These arguments are bolstered by the fact that a straight ‘transfer’ rarely happens, so that 
unless the transferor and transferee both have accounts with the same intermediary, the 
operation of the tiered system, and in particular the occurrence of netting, means that the 
intermediary of the transferee will make a credit entry without knowing where the ‘securi-
ties’ it is crediting come from. However, there is very considerable uncertainty surrounding 
the issue, as the word ‘disposition’ is not defined in the Act.322

One rationale of the rule in section 53(1)(c) is that, where an equitable interest 
is transferred, the trustee ceases to owe duties to the transferor and owes them to 

 314 Benjamin: Interests in Securities, 3.27–3.33. See also Tolley Company Law Service C4029(3).
 315 See L Gullifer, ‘Protection of Investors in Intermediated Securities’ in J Armour and J Payne (eds), Rationality 
in Company Law (Oxford, Hart Publishing, 2009) 232–33.
 316 See 9.2.1.
 317 Law Commission, ‘Issues Affecting Transferees of Intermediated Securities’ (Third Seminar), http:// lawcom-
mission.justice.gov.uk/docs/Intermediated_securities_seminar_3.pdf, 1.33.
 318 Although by agreeing that the securities are to be held through CREST (if they are), the issuer will have agreed 
to a novation; see 9.2.6.3.
 319 FCARs, reg 4(2); Mills v Sportsdirect.com Retail Ltd [2010] EWHC 1072 (Ch).
 320 The declaration of a new trust is not a ‘disposition’ under s 53(1)(c): A Hudson, Equity and Trusts, 8th edn 
(Abingdon, Routledge-Cavendish, 2015) 292–93.
 321 Benjamin: Interests in Securities, 72 at fnn 48 and 51. While setting out these arguments, Benjamin herself 
thinks that the position is uncertain. The application of s 53(1)(c) to an unsigned agreement creating a charge over 
intermediated securities was considered in Re Lehman Brothers International (Europe) [2012] EWHC 2997 (Ch). 
The section was held to have no application since the equitable interest in the intermediated securities was validly 
transferred to the chargee, at which point the chargee held the intermediated securities on trust for the charger, 
so that the charge was carved out of the chargor’s beneficial interest. This was held to be analogous to the position 
in Vandervell v IRC [1967] 2 AC 291, in which s 53(1)(c) was held not to apply (although that case concerned the 
creation of a legal and not an equitable interest).
 322 The section was considered in Grey v Inland Revenue Commissioners [1960] AC 1, where the House of Lords 
expressed the view that ‘disposition’ was to be given its ‘natural’ meaning (at 13).

http://Sportsdirect.com
http:// lawcommission.justice.gov.uk/docs/Intermediated_securities_seminar_3.pdf
http:// lawcommission.justice.gov.uk/docs/Intermediated_securities_seminar_3.pdf
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the  transferee,323 and so any requirement which enables the trustee to discover this 
change in duties is helpful (although it would be more consistent with the rationale if 
written notice to the trustee were required, as section 136 of the Law of Property Act 1925 
requires in relation to assignments).324 This rationale does not apply in relation to trans-
fers of intermediated securities, in that the intermediary that is the trustee in relation 
to the transferee is well aware of the transfer: it is the intermediary itself that makes the 
credit entry in the transferee’s account (similarly, the transferor’s intermediary is aware 
that it is no longer a trustee by making the debit entry). This argument could lead to the 
conclusion that the records of the intermediaries are sufficient ‘writing’ for the purposes 
of section 53(1)(c).325 However, for the avoidance of doubt it is generally recognised that 
legislative reform is desirable.326

The second problem is more complex.327 It will be recalled that the advantages of 
negotiability are, first, that the transferee obtains good title even if the transferor’s title is 
defective, and, second, that the transferee takes free from equities. In the absence of the 
negotiability exception to the nemo dat rule, a transferee can only obtain as good a title as 
that of the transferor.328 If, for example, a transfer of intermediated securities is not author-
ised by the transferor, the transferor will have a personal claim against its intermediary that 
made the unauthorised transfer (which amounts to a breach of trust by the intermediary), 
but it may also seek to assert an equitable tracing claim against the equitable interest of 
the  transferee.329 One possible defence to such a claim is that the recipient transferee is a 
bona fide purchaser of the legal interest without notice of the breach (the ‘equity’s darling’ 
defence). However, since the transferee only has an equitable interest, this defence is not 
available.330 It has been suggested that this result, which means that those holding securi-
ties with an intermediary are in a different position from those holding bearer securities,331 

 323 Another rationale may be to protect those entitled to property from hidden transactions; see A Hudson, Equity 
and Trusts, 8th edn (Abingdon, Routledge-Cavendish, 2015) 280.
 324 B McFarlane in The Structure of Property Law (Oxford, Hart Publishing, 2008) 120.
 325 A Austen-Peters, Custody of Investments: Law and Practice (Oxford, Oxford University Press, 2000) 69.
 326 B McFarlane and R Stevens, ‘Interests in Securities: Practical Problems and Conceptual Solutions’ in L Gullifer 
and J Payne (eds), Intermediated Securities: Legal Problems and Practical Issues (Oxford, Hart Publishing, 2010) 
54–55; Law Commission, ‘The UNIDROIT Convention in Intermediated Securities: Further Updated Advice to 
HM Treasury’ (May 2008), 4.53. See art 11(2) Geneva Securities Convention 2009, which disapplies all formalities 
required for a credit to a securities account to be effective. Note also that s 53(1)(c) is expressly disapplied in rela-
tion to transfers through the CREST system (considered at 8.2.6.): Uncertificated Securities Regulations (USR), 
reg 38(5).
 327 Law Commission, ibid, part 5; McFarlane and Stevens, ibid, 52–54; G Davies, ‘Using Intermediated Securities 
as Collateral: Equitable Interests with Inequitable Results’ [2007] Journal of International Banking and Financial 
Law 70; L Gullifer and J Payne, ‘Conclusion’ in L Gullifer and J Payne (eds), Intermediation and Beyond (Oxford, 
Hart Publishing, 2019) 379–80.
 328 This is not necessarily the case where there is a novation, since the new obligation undertaken by the new 
intermediary is not necessarily the same as that given up by the old intermediary, but the position is not clear; 
see 9.2.4.2.5.
 329 Benjamin: Interests in Securities, 3.59 and 2.53–2.55. Since equity will trace into substitute assets as well as the 
original assets, the fact that the transfer takes place by novation will not prevent such a claim arising.
 330 Benjamin: Interests in Securities, 3.64; Law Commission, ‘The UNIDROIT Convention in Intermediated 
Securities: Further Updated Advice to HM Treasury’ (May 2008), 5.40–5.43. cf B McFarlane and R Stevens, ‘Inter-
ests in Securities: Practical Problems and Conceptual Solutions’ in L Gullifer and J Payne (eds), Intermediated 
Securities: Legal Problems and Practical Issues (Oxford, Hart Publishing, 2010) 54.
 331 Which are negotiable instruments.
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or  those holding through the CREST system,332 or those registered as the holder of 
 securities,333 is unsatisfactory and that statutory reform is required.334 It should, however, 
be pointed out that in practice such a tracing claim would be rare. First, the transferor has a 
good personal claim against its intermediary, which it is probably more convenient to bring 
if the intermediary is solvent.335 Second, because of the use of netting in the settlement 
system, it is often difficult or impossible to track the exact recipient of ‘transferred’ securi-
ties. However, even a small amount of legal risk can cause systemic problems in certain 
circumstances and so legislative reform is desirable.336

To the extent that the transferee takes subject to defects in the title of the transferor, it 
could also be argued that it takes subject to equities (such as vitiating factors or set-off),337 
although if, as suggested above, the transfer takes place by novation, then this may not be 
the case.338 In any event, most bonds provide contractually that the holder takes free from 
all equities between the company and any existing holder. This is a similar provision to that 
included in registered stock.339 Where the bonds are held through intermediaries, the provi-
sion would have to make it clear that ‘holder’ includes ‘account holder’.340 It is clear that a 
provision excluding set-off can be effective,341 since the party that would otherwise assert 
the set-off would be the issuer, which is a party to the agreement. However, it would be more 
difficult to provide contractually for each transferee to take free from defects in title, as this 

 332 See 9.2.6.3.
 333 See 4.5. These are the legal owners, so that the defence does apply. For further discussion of protection of 
transferees of registered shares, see Law Commission, ‘The UNIDROIT Convention in Intermediated Securities: 
Further Updated Advice to HM Treasury’ (May 2008), 5.24; E Micheler, ‘Farewell Quasi-Negotiability? Legal Title 
and Transfer of Shares in a Paperless World’ [2002] Journal of Business Law 358; E Micheler ‘The Legal Nature of 
Securities: Inspirations from Comparative Law’ in L Gullifer and J Payne (eds), Intermediated Securities: Legal 
Problems and Practical Issues (Oxford, Hart Publishing, 2010) ch 5.
 334 Law Commission, ibid, 5.67; Financial Markets Law Commission, ‘Property Interests in Investment Securities’ 
(July 2004) Issue 3, www.fmlc.org/papers.html, 6.8; G Davies, ‘Using Intermediated Securities as Collateral: Equi-
table Interests with Inequitable Results’ [2007] Journal of International Banking and Financial Law 70; L Gullifer 
and J Payne, ‘Conclusion’ in L Gullifer and J Payne (eds), Intermediation and Beyond (Oxford, Hart Publishing, 
2019) 379–80.
 335 Intermediaries are regulated under the Financial Conduct Authority and Prudential Regulation Authority and 
so in theory should not become insolvent (see Law Commission, ibid, 5.5), although the experience of Lehman 
Brothers belies this point.
 336 The UNIDROIT Convention addresses this point in detail: see arts 18 and 19. See L Gullifer, ‘Ownership of 
Securities’ (26–30) and C Mooney and H Kanda, ‘Core Issues under the UNIDROIT (Geneva) Convention on 
Intermediated Securities: Views from the United States and Japan’ (94–119), both in L Gullifer and J Payne (eds), 
Intermediated Securities: Legal Problems and Practical Issues (Oxford, Hart Publishing, 2010); L Thevenoz, ‘Transfer 
of Intermediated Securities’ in PH Conac, U Segna and L Thevenoz (eds), Intermediated Securities: The Impact of 
the Geneva Securities Convention and the Future European Legislation (Cambridge, Cambridge University Press, 
2013) 6.5.
 337 Law Commission, ‘The UNIDROIT Convention in Intermediated Securities: Further Updated Advice to HM 
Treasury’ (May 2008), 5.47, where it is argued that the rule in Phillips v Phillips (1861) 4 De GF & J 208 (that a bona 
fide transferee of an equitable interest does not take subject to equities) does not apply to choses in action, includ-
ing intermediated securities.
 338 See 9.2.4.2.5; E Micheler, ‘Farewell Quasi-Negotiability? Legal Title and Transfer of Shares in a Paperless 
World?’ [2002] Journal of Business Law 358, 360. See 9.2.4.2.5.
 339 See 9.2.6.1.
 340 As with the sample clause at 1.1.12 of Financial Markets Law Committee, Issue 62 ‘Trustee Exemption Clauses’.
 341 For a discussion of the effectiveness of such provisions, see 6.3.4.5. Insolvency set-off, however, cannot be 
excluded; see 6.3.4.6.2. For a discussion of set-off where debt securities are held through intermediaries, see 
L Gullifer, ‘Two Consequences of the Intermediated Holding of Debt Securities: Examining Discharge of Debt and 
Set-Off ’ in L Gullifer and J Payne (eds), Intermediation and Beyond (Oxford, Hart Publishing, 2019) especially at 
164–73.

http://www.fmlc.org/papers.html
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would have to bind successive bondholders so that each was prevented from pursuing any 
proprietary claim against transferees. Thus, as discussed above, the protection can only be 
given by legislation.

9.2.6.3. Transfers via CREST

If securities are dematerialised and held through the CREST system342 they in effect become 
registered securities, since the CREST register is the root of title.343 Until fairly recently, 
money market instruments, which were bearer securities, were settled through the Central 
Moneymarkets Office.344 Such securities have now become ‘eligible debt securities’ and can 
be held in a dematerialised form and traded through the CREST system.345 Shares are also 
often held directly through CREST.346

The transfer of securities through CREST takes place by an entry in the CREST register, 
which has the effect of transferring legal title. Only the registered legal owner can issue 
the relevant transfer instruction. Once the buyer and seller have established the terms of 
their sale, ‘dematerialised instructions’ to make the transfer and the payment are sent to 
CREST.347 The CREST computer matches the selling and buying instructions and settles the 
transaction on the nominated settlement day. It is possible for an individual to have private 
membership in the CREST system, in which case the CREST register will indicate the name 
of that investor as holding legal title to the shares.

Although it is not entirely clear, the best analysis is that this transfer takes place by 
novation. When certificated registered shares were transferred by entries in the company’s 
register, the conventional analysis was that they were transferred by novation.348 On the 
basis that all that has changed in relation to the transfer of shares with the introduction 
of the CREST system is the location of the register (the definitive register is now that of 
CREST), it would seem to be strongly arguable that the explanation for the transfer of shares 
through CREST is also that of novation. This analysis though, is not universally accepted. It 
has been argued, in fact, that it can no longer apply as the company cannot be said to agree 
to a novation, since it is not involved in the transfer process.349 The argument is then made 

 342 This is common for some short-term bonds traded on the money market: see Tolley Company Law Service 
C4009. For a brief description of the CREST system see 4.6.2, and for a more detailed discussion see Tolley 
Company Law Service, CREST (C8001 ff).
 343 USR, regs 24(2) and (3).
 344 Benjamin: Interests in Securities, 9.72; M Evans, ‘Moving to a Dematerialised Capital Market’ (2003) 18 
 Journal of International Banking Law and Regulation 121.
 345 This is the effect of the amendments to the USR 2001 made by the Uncertificated Securities (Amendment) 
(Eligible Debt Securities) Regulations 2003 (SI 2003/1633) and the Uncertificated Securities (Amendment) 
 Regulations 2013 (SI 2013/632).
 346 See 4.6.1.
 347 These instructions are sent in specified format, using specified security devices, over a specialised telecom-
munications network, all of which are approved by Euroclear UK and Ireland Ltd (EUI) (see 4.6.2). In addition, 
these instructions can only be sent by ‘users’. Other system members, called ‘sponsored members’, must arrange for 
system participants to send instructions on their behalf.
 348 E Micheler, Property in Securities: A Comparative Study (Cambridge, Cambridge University Press, 2007) 
2.1; RR Pennington, Company Law, 8th edn (Oxford University Press, 2001) 398–99; Benjamin: Interests in 
Securities, 3.05.
 349 E Micheler, ‘Farewell Quasi-Negotiability? Legal Title and Transfer of Shares in a Paperless World’ [2002] 
Journal of Business Law 358, 363; E Micheler, Property in Securities: A Comparative Study (Cambridge, Cambridge 
University Press, 2007) 5.2.3.
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that this means that the transferee cannot take free from equities, as the company has not 
agreed to waive its rights to assert equities against that transferee.350 This then forms the 
basis of a new theory that shares are quasi-negotiable because of the importance that shares 
are freely transferable.351

The novation analysis is perfectly acceptable, though, when applied to debt securities 
which are traded through CREST. First, a security can only be an eligible debt security 
if the terms of issue provide that its units may only be issued in uncertificated form.352 
Although in theory securities originally issued as bearer securities can be converted to 
uncertificated form, this is very rare, and in any event requires the participation of the 
issuer.353 Thus, the issuer must be taken to have agreed in advance to the transfer of secu-
rities through the CREST system, and, thus, to novation (if that is the legal method by 
which such transfer is effected). Secondly, for a security other than a share to comply with 
the CREST rules for entry into the system, it must be ‘transferable free from any equity, 
set-off or counterclaim between the issuer and the original or any intermediate holder of 
the security’.354

This provision in the CREST rules also means that one of the advantages of negotiability 
is maintained when a debt security is transferred through CREST. When it was proposed to 
include transfers of money market instruments in the CREST system, those consulted made 
it very clear that it was important to keep all the benefits of negotiability.355 The other aspect 
of negotiability, that the transferee takes free from any defect of title of the transferor, has 
not been dealt with expressly in the legislation or the CREST rules as it was thought to be 
sufficiently covered by the existing provisions.356 The dangers were considered to be those of 
a forged or otherwise defective transfer instruction (resulting in an unauthorised transfer), 
and adverse claims by third parties. The former is covered under USR regulation 35 in that 
where there is a ‘properly authenticated dematerialised instruction’ the purported transferor 
cannot deny that it was authorised, and an addressee without actual notice of a defect can 
accept that an instruction was sent with authority.357 As regards the latter, competing claims 
could (in theory) be either legal or equitable. Since the CREST register is the definitive 

 350 Micheler, ‘Farewell Quasi-Negotiability?’, ibid.
 351 Ibid; E Micheler, Property in Securities: A Comparative Study (Cambridge, Cambridge University Press, 2007) 
chs 5 and 6.
 352 USR, reg 3.
 353 USR, reg 33.
 354 CREST r 7 3.2. Normally this would be contractually incorporated into the terms of the security and is included 
in the pro forma terms for an eligible debt security published by the Bank of England (see www.bankofengland.
co.uk/markets/money/edsterms.pdf at 6.4); if not, it would clearly be implied. Both statutory and equitable set-
off are included: see Re Kaupthing Singer and Friedlander Ltd; Newcastle Building Society v Mill [2009] EWHC 
740 (Ch).
 355 Bank of England consultation paper ‘The Future of Money Market Instruments’ (November 1999), appendix II;  
Bank of England consultation paper ‘The Future of Money Market Instruments: Next Steps’ (March 2000), 11; 
Bank of England interim report ‘The Future of Money Market Instruments’ (January 2001), 6 (proposal (v)).
 356 ‘The Future of Money Market Instruments’ (November 1999), ibid, appendix II, including notes of an advice 
by Richard Sykes QC on this very point. cf the view of Benjamin, who argues that, as the original regulations were 
not designed to replicate negotiability, they only achieve integrity of the system itself; they do not prevent reversal 
of a transfer under the operation of the general law, for example the law of tracing: Benjamin: Interests in Securi-
ties, 213 fn 131.
 357 USR, regs 35(2)(4)(5). The requirement of actual notice may even put the transferee in a better position than 
where there is a negotiable instrument, since this may be narrower than the notice required to prevent a transferee 
being a holder in due course.

http://www.bankofengland.co.uk/markets/money/edsterms.pdf
http://www.bankofengland.co.uk/markets/money/edsterms.pdf
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record of legal title,358 a competing legal claim cannot arise: only the registered legal owner 
can issue the relevant transfer instruction. There could, however, be competing equitable 
claims, since these cannot be registered on the CREST register.359 The transferee, though, 
will have the protection of the equity’s darling defence unless it has notice of the competing 
claim: this position is similar to that where there is a negotiable instrument.360

9.3. Structures which have a Similar Effect to Transfer

9.3.1. Sub-Participation361

Another method of ‘transfer’ that is often used in the context of an interest in a syndicated 
loan is sub-participation. This is not, strictly speaking, a transfer, since the original lender 
remains in exactly the same legal position vis-a-vis the borrower. Instead, new contrac-
tual rights between the original lender (‘lender’) and the new participant (‘participant’) are 
created. Since no interest is transferred, the contract between the lender and the participant 
can be on any terms they wish. There are, however, two main forms. Either the participant 
pays the lender a sum of money (equivalent to the ‘price’ of the debt) and the lender agrees 
to account to the participant for any money it receives from the borrower (this is called a 
‘funded sub-participation’), or no money is paid by the participant but it agrees to accept the 
risk of non-payment by the borrower, by giving a guarantee or indemnity of the borrower’s 
obligations to the lender (this is called a ‘risk participation’).362 This latter structure has now, 
in practice, largely been replaced by the use of credit derivatives.363

The precise legal nature of each agreement is, of course, a function of the exact words 
used,364 but the usual structure is that there are two back-to-back contracts: the original 
loan contract between the lender and the borrower, and the contract between the lender 
and the participant. The participant is therefore merely an unsecured creditor of the lender 
and has no proprietary interest in the loan or the proceeds.365 The result of this is that the 
participant takes on the credit risk of both the borrower and the lender. If the borrower does 
not pay, the participant does not get paid, and will only receive whatever the lender receives 
in the borrower’s insolvency. If the lender is insolvent, as the participant has no proprietary 

 358 USR, reg 24.
 359 USR, reg 23(3).
 360 USR, reg 35(4). See further Bank of England consultation paper ‘The Future of Money Market Instruments’ 
(November 1999), appendix II, advice of Richard Sykes QC.
 361 This method of transferring the risk and benefit of a loan without changing the contractual relationship 
between the lender and borrower is that used where English law applies. In the US a different legal method is used, 
called ‘loan participation’, which has very similar practical effects. For a discussion of the legal position in the US 
see Mugasha: Multi-Bank Financing, ch 6.
 362 Mugasha: Multi-Bank Financing, 7.04-7.05.
 363 Fuller: Corporate Borrowing, 15.41; Mugasha: Multi-Bank Financing, 7.02. See 9.3.2, and, for discussion of 
credit default swaps, see 6.4.3.
 364 Lloyds TSB Bank plc v Clarke [2002] UKPC 27 [14]. If the parties make it clear that a sub-participation struc-
ture is intended, the court will not recharacterise the transaction as an assignment.
 365 Ibid, especially [16] approving the description of a sub-participation agreement by Professor Wood, of which 
the most up to date version is Wood: Loans and Bonds, 22-030.
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right to proceeds of the loan already or subsequently received by the lender, all it has is an 
unsecured claim to the amount of those proceeds, and it has no right to sue the borrower 
direct.366

In most circumstances, the additional credit risk of the lender adds little extra risk to 
the transaction, since the lender is likely to be a bank or a stable financial institution. In 
times of financial uncertainty, however, when banks can become insolvent, this can present 
a concern. There are several possible ways for a participant to protect itself. One is for the 
participant to take a charge over the loan or the proceeds of the loan.367 A charge over the 
loan itself will, without more, normally give the participant a charge over the proceeds as 
well, meaning that it will have priority over unsecured creditors of the lender in relation to 
proceeds which have been paid or which continue to be paid during insolvency.368

There are, however, a number of potential problems with this structure. First, the obli-
gation secured by the charge is the lender’s obligation to pay the participant under the 
sub-participation agreement. This obligation only arises when the borrower pays the lender, 
at which point the subject matter of the charge (the loan) ceases to exist. There is, therefore, 
no equity of redemption.369 This objection does not apply to a charge over the proceeds, as 
the obligation to account arises once the proceeds are received, and can be fulfilled by the 
payment of any money the lender has. There is, therefore, an equity of redemption in the 
proceeds. There is thus more sense in taking a charge over the proceeds alone, although 
until the borrower makes the first payment there is no secured obligation (and therefore 
no executed consideration so the charge cannot be enforceable in equity), nor is there any 
subject matter of the charge.370

Further, the ability of the lender to use the proceeds for its own purposes and to pay 
the participant the money due from any source means that if there is a charge, it is a float-
ing one.371 The participant will therefore lose priority to preferential creditors and the 
ringfenced fund,372 unless it is a security financial collateral arrangement within the FCARs, 

 366 Wood: Loans and Bonds, 22-031. Note, though, that in a risk participation where the participant guaran-
tees the loan, the participant might, on payment under the guarantee, obtain rights against the borrower by way 
of subrogation. This issue is not without difficulty. The guarantee is (usually) given without the consent of the 
borrower and in these circumstances a surety has no right of indemnity as such (Owen v Tate [1976] QB 402; 
M Hughes, ‘A Commentary on the Recent Report by the Financial Law Panel on the Secondary Debt Market’ 
[1997] Journal of International Banking and Financial Law 75). However, a surety might have a right of subrogation 
under the Mercantile Law Amendment Act 1856 s 5, although if this does not apply it is not clear that subrogation 
would apply under equitable principles, see Goode: Credit and  Security, 8-08.
 367 Wood: Loans and Bonds, 22-031; Loan Market Association discussion paper ‘LMA Sub-Participation Agree-
ments and Grantor Insolvency’ (C Winkworth and L  Watt, Richards Kibbe & Orbe LLP), http://documents.
lexology.com/8cc59b5c-cc73-48f2-a5a4-da96b1428880.pdf, 2, where it is suggested that the charge would be in 
favour of a security trustee. See also Fuller: Corporate Borrowing, 301 fn 107.
 368 The insolvency of the lender will not stop the borrower making payments to the lender, which, in the absence 
of a charge, would be part of the lender’s assets for distribution to all of its creditors.
 369 M Daley, ‘Funded Participations—Mitigation of Grantor Credit Risk’ (2009) 24 Journal of International 
 Banking Law and Regulation 288, 289.
 370 For a discussion of whether there can be a charge over purely future property, see 7.3.2.1.
 371 This seems reasonably clear in the light of Re Spectrum Plus [2005] UKHL 41: the question is raised in M Daley, 
‘Funded Participations—Mitigation of Grantor Credit Risk’ (2009) 24 Journal of International Banking Law and 
Regulation 288, 290.
 372 See 3.3.1.2.

http://documents.lexology.com/8cc59b5c-cc73-48f2-a5a4-da96b1428880.pdf
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in which case these priority provisions will be disapplied. The proceeds, which will be held 
in a bank account, will be financial collateral within the FCARs, but for the charge to be a 
security financial collateral arrangement it will be necessary for the collateral to be within 
the possession or control of the collateral taker, that is, the sub-participant: given the free-
dom of the lender to use the proceeds for its own purposes, this is unlikely.373 Unless the 
charge falls within the FCARs it will also be registrable.374

If the lender has other secured borrowings, the chargee is likely to lose priority to earlier 
security holders, or, if the borrowings are unsecured, the grant of the charge is likely to 
be in breach of a negative pledge clause.375 It has also been suggested that if the charge is 
given when the lender is in financial difficulties, it could be vulnerable to being set aside 
as a  preference.376 However, the giving of security for a contemporaneous or subsequent 
advance is not usually seen as a preference,377 so that, at least to the extent that the charge 
secures the lender’s obligation to pay in relation to payments not yet received from the 
borrower, it will not be a preference. Nor, if the charge were floating, would it be vulner-
able to being set aside under section 245 of the Insolvency Act 1986.378 It is also possible 
that the arrangement might be held not to be a charge at all. In this case, it is likely either 
to be completely ineffective or to be characterised as an absolute transfer of the loan. This 
is not usually what the parties to the transaction intended, since the reason for using the 
sub-participation structure is often that an assignment has adverse consequences. These 
problems in taking a charge appear to have led to it being a very rare occurrence in 
practice.379

Another way for a participant to protect itself against the credit risk of the lender is to 
include a provision in the sub-participation agreement giving it the right to request a trans-
fer of the loan, either to itself or to a third party,380 such a transfer taking place by way of an 
assignment or a novation. The problem with this course of action is that if there is a reason 
not to assign or novate the loan in the first place, for example because the borrower’s consent 
is required, then this reason may still prevent this course of action even if the lender is in 
financial difficulties.

As has been seen, the position of a sub-participant is considerably weaker than that 
of an assignee or a party to whom a loan has been novated.381 One might, then, wonder 
why a participant would enter into such a structure. One reason may be that the loan 
contains restrictions on assignment or novation. The difficulties that such restrictions 

 373 See 7.3.4.2 for further discussion.
 374 Companies Act 2006, s 859A; see 7.3.4.3.
 375 This may also be the case if the earlier borrowing is secured by a floating charge. Note that the sub-participation 
agreement itself is likely to contain a promise by the lender not to create any security interest in the loan.
 376 Wood: Loans and Bonds, 22-031. For a brief discussion of preferences, see 3.3.2.2.
 377 Goode: Corporate Insolvency, 13-84.
 378 See 3.3.2.3. This section would be disapplied if the charge fell within the FCARs.
 379 Wood: Loans and Bonds, 22-031. Fuller: Corporate Borrowing, 301 fn 107.
 380 Loan Market Association discussion paper, ‘LMA Sub-Participation Agreements and Grantor Insolvency’ 
(C Winkworth and L Watt, Richards Kibbe & Orbe LLP), http://documents.lexology.com/8cc59b5c-cc73-48f2-a5a
4-da96b1428880.pdf, 3.
 381 Lloyds TSB Bank plc v Clarke [2002] UKPC 27 [2]. For other weaknesses see Wood: Loans and Bonds,  
22-032–22-037.
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cause have been discussed earlier, and one way of bypassing them is to transfer the credit 
risk  without transferring the loan, by means of a sub-participation or credit derivative.382 
Other reasons for using sub-participation include tax or regulatory disadvantages to the 
sub-participant if it became the ‘lender of record’383 or practical reasons, for example, 
where the loan is the subject of arbitration proceedings which require the lender of record 
to be registered.384

If the loan is syndicated, obviously the sub-participant does not acquire any rights 
against the agent bank or direct rights against the borrower. However, whether the loan 
is syndicated or not, the participant may acquire contractual rights against the lender to 
direct the conduct of enforcement or other administration of the loan. Thus, where an anti-
assignment clause is inserted to protect the borrower against someone other than the lender 
having control over the enforcement of the debt, or obtaining voting rights in a restructur-
ing, sub-participation, while not being a breach of the clause, can still have adverse effects 
on the borrower.385

9.3.2. Credit Derivatives

A similar effect to a risk sub-participation can be achieved by the use of a credit default 
swap. Like sub-participation, this cannot be seen as a transfer of the loan obligation itself, 
but involves the transfer of credit risk, so that risk is divorced from legal ownership. As 
with a sub-participation, this can have an effect on the way the lender behaves vis-a-vis 
the borrower, and has implications for the corporate governance of the borrower.386 Credit 
default swaps are discussed in detail in chapter six.387

9.3.3. Securitisation388

Securitisation is a technique which can be used by either a company or a lender to transfer 
the credit risk of receivables (either (in the case of a company) trade receivables or (in the 
case of a lender) loan receivables or even bonds) and/or to receive immediate finance for 
rights to payment in the future. One of the benefits of securitisation for lenders, especially 
banks, is that it removes risk from the balance sheet, thus reducing the amount of capital that 
has to be held. ‘Traditional’ or ‘true sale’ securitisation is where receivables are transferred 

 382 R Goode, ‘Contractual Prohibitions against Assignment’ [2009] Lloyd’s Maritime and Comparative Law Quar-
terly 300. For an example, see First Abu Dhabi Bank PJSC v BP Oil International Limited [2018] EWCA Civ 14 [3] 
where the contract of transfer provided for sub-participation if ‘any assignment in connection with this Purchase 
Letter is invalid or unenforceable for any reason’.
 383 Loan Market Association discussion paper, ‘LMA Sub-Participation Agreements and Grantor Insolvency’ 
(C Winkworth and L Watt, Richards Kibbe & Orbe LLP), http://documents.lexology.com/8cc59b5c-cc73-48f2-a5a
4-da96b1428880.pdf, 3.
 384 M Hughes, ‘Legal Liability in the Secondary Debt Market’ [1997] Journal of International Banking and Finan-
cial Law 469, who gives such an example where the registration process was complicated and expensive.
 385 Ibid.
 386 See 3.2.2.4.6.
 387 6.4.3.
 388 See 2.3.3.5. For detailed discussion see Fuller: Corporate Borrowing, ch 7; Fuller: Capital Markets, ch 4; 
Hudson: Finance, ch 44; Wood: Project Finance, part 2.
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by their owner (‘the originator’) to a special purpose vehicle (SPV) in exchange for a price, 
and the SPV issues securities to the market to fund the acquisition.389 The payments on the 
securities are funded by the income from the receivables, now owned by the SPV, and the 
securities are secured by a charge over the receivables for the benefit of a security trustee, 
who is usually also trustee of the issue.390 The SPV (and therefore the holders of the securi-
ties) takes the risk that the receivables will not be paid, but is otherwise ‘insolvency remote’ 
so that it incurs no other risks that might render it insolvent. This is achieved by the shares 
in the SPV being held on trust for a charity and its directors being independent from the 
originator,391 and by the fact that it is prohibited from engaging in any activities other than 
the securitisation and having any employees.392 As it has no employees the actual admin-
istration of the structure and of the portfolio of assets is carried out by a service provider, 
which may be the originator.393

The securities issued are usually ‘tranched’. This means that there is a pre-set order of 
payment to different groups of investors in the securities, laid down in a ‘waterfall’ clause. 
The senior ranking tranches are paid first (after payment to third-party service providers), 
followed by lower ranking tranches, which are often called ‘mezzanine notes’, followed by 
‘junior’ notes (sometimes called ‘equity’ as the risk is analogous to an equity risk, since the 
holders are the first to take a loss and yet are entitled to any surplus). The greater risk in 
holding lower-tranched notes is offset by a higher rate of interest payment. This tranching 
is achieved by subordination394 and the ‘waterfall’ clause will often include other payments 
such as tax, and an administration payment to the originator.395

The relationship between the SPV and the noteholders in a securitisation has been illus-
trated by the case of Titan Europe 2006-3 plc v Colliers International UK plc.396 In that case, 
what was securitised were loans secured on properties. The claimant alleged that one prop-
erty had been negligently valued by the defendants, resulting in a very considerable loss 
when the tenant became insolvent and the property had to be sold. The action in negligence 
was brought by the SPV issuer, which claimed that it was the proper claimant and that it 
had suffered a loss when it bought the loan from the original lender at a price well above 
what it was worth. The valuers argued that the proper claimants were the noteholders, who 
actually suffered the loss, since the SPV was a mere conduit through which the payments on 
the loan passed. The Court of Appeal held that the valuers were not negligent, but consid-
ered obiter the question of whether the proper claimant was the SPV or the noteholders. It 
agreed with the first instance judge397 that the SPV was the proper claimant: it had suffered 
a loss when it bought the loan, and it was irrelevant that the purchase was funded by the 
purchase of the notes. The SPV was the owner of the chose in action (the right of suit in 

 389 For discussion of the basic features of such a securitisation, see MBNA Europe Bank Ltd v Revenue and Customs 
Commissioners [2006] EWHC 2326 (Ch) [45]–[49].
 390 See chapter 8 for a discussion of the position of trustees.
 391 The trustee and directors will be provided by a corporate service provider, whose fees will be payable in 
priority to the holders of the securities.
 392 The SPV is usually situated in a low-tax jurisdiction.
 393 Fuller: Corporate Borrowing, 7.25.
 394 For the various techniques, see 6.3.4.
 395 Wood; Project Finance, 7-010. 
 396 [2015] EWCA Civ 1083. See also N Rushton, ‘The Consequences of an Issuer in a CMBS Having its Own 
Rights of Action’ [2015] Journal of International Banking and Financial Law 22.
 397 [2014] EWHC 3106 (Comm).
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relation to the loan), as well as the loans and the security interests in the properties  securing 
the loans. The owner of property has the right to sue for substantial damages in respect of 
any actionable negligence,398 and it was irrelevant that the SPV had shifted the risk of reduc-
tion in the value of the loans to the noteholders (under the securitisation arrangement, the 
noteholders had no recourse to the SPV for any shortfall in the value of the loans below 
the face value of the notes).399 Moreover, if the noteholders and not the SPV could sue, this 
would undermine the contractual allocation of priorities for any noteholders to sue in their 
own right.400 Since the SPV was contractually obliged to pay out the proceeds as part of the 
payment waterfall, this not only preserved the priorities, but also established that the SPV 
had suffered a loss.401 In any event, an analogy could be drawn between the present case 
and the relationship between a company and its shareholders; as Longmore LJ said, ‘no one 
suggests that, because the shareholders may be the ultimate losers in a case of this kind, the 
company has not suffered a loss’. While the decision makes perfect sense when considering 
the relationship between the SPV and the noteholders, and has the beneficial effect that SPV 
issuers can be active in pursuing third parties who cause the securitised assets to be worth 
less than they should be, it does have the effect that no defence of contributory negligence 
can be raised by the valuers, which would be available were the SPV to sue as assignee of the 
originator’s claim, which it would take subject to equities.402

The technique usually used to transfer receivables to an SPV in a securitisation struc-
ture is that of assignment. This is because the originator does not usually want the obligors 
to know that the receivables have been securitised,403 so novation is unsuitable. Since the 
obligors are not notified, an assignment can only be equitable.404 This creates a number of 
risks and effects.405

First, the enforcement of the receivables has to be by the originator (the assignor). 
This is hardly a problem, since the originator is usually administering the collection of the 
receivables. However, the assignee may have to be joined to the action.406 Second, there is 
in theory a risk of loss of priority if the originator assigns the receivables to someone else 
and gives notice. However, this will normally be in breach of, and an event of default of, the 
originator’s sale contract with the SPV and so could cause the whole structure to terminate. 
Third, set-offs can continue to arise between the originator and the obligor.407 Further, the 
SPV takes subject to equities between the originator and the obligor. It also means that if 
a receivable is not assignable, then in theory the assignment is ineffective, although, as we 

 398 [2015] EWCA Civ 1083 [30].
 399 Ibid [34]–[37].
 400 [2014] EWHC 3106 (Comm) [109].
 401 [2014] EWHC 3106 (Comm) [121].
 402 N Rushton, ‘The Consequences of an Issuer in a CMBS Having its Own Rights of Action’ [2015] Journal of 
International Banking and Financial Law 22.
 403 This is particularly true where there is an ongoing relationship between the originator and the debtor, for 
example in the context of credit card receivables: see MBNA Europe Bank Ltd v Revenue and Customs Commission-
ers [2006] EWHC 2326 (Ch) [59].
 404 Of course, it is sometimes the case that the obligors do know that their obligations are being securitised, such 
as where a bank acts as an intermediary to obtain finance more cheaply from the securities market than a company 
can do so, by making a loan to the company, which is then securitised. In this case the transfer can be by novation 
or statutory assignment.
 405 See 9.2.2.2 and 9.2.2.4 for a discussion of statutory and equitable assignments.
 406 9.2.2.4.
 407 J Benjamin, Financial Law (Oxford, Oxford University Press, 2007) 406 fn 28.
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have seen, if the SPV can force the originator to recover from the obligor, the originator will 
hold the proceeds on trust for the SPV.408 The SPV and the holders of the securities cannot 
be protected from these risks, or the general credit risk of the obligors, by having recourse 
against the originator, as would be common in a straightforward receivables financing, as 
this might prejudice the ‘true sale’ nature of the assignment, which is discussed below.409 
These risks are therefore reflected in the price paid for the receivables, which is discounted 
from their face value, and/or in the amount of lower rate notes issued, which bear the very 
high risk of being paid last. Credit enhancement, by third-party guarantees or insurance, 
can also cover the risk.410

The most important aspect of the transfer to the SPV in this form of securitisation is 
that it is a ‘true sale’. This is critical for a number of reasons. First, if the transfer were to be 
recharacterised as merely granting the SPV a security interest, it would be void if not regis-
tered, and enforcement would be rendered difficult or impossible if the originator became 
insolvent.411 Second, usually one reason for securitisation is to move the receivables off the 
balance sheet of the originator for regulatory capital adequacy purposes, and this would not 
be achieved if there were no true sale.412 Third, there must be no question that the originator 
is collecting the receivables on its own behalf, as on its insolvency any payments made to the 
SPV might be set aside.

The approach of the courts in characterising transactions as an outright sale or the crea-
tion of security for a loan has been discussed above.413 In the present context, it is absolutely 
clear that the form of the transaction is that of a sale. Further, the rights and obligations of 
the parties set out in the (usually very complicated) documentation are intended to bind the 
parties: there is no question of a sham. Therefore, the approach to be taken is the ‘internal 
route’,414 that is, whether the rights and obligations created are consistent with the label that 
is given to the transaction by the parties.415 The approach of the court acknowledges that 
parties may structure a transaction as a sale even though the economic purpose of it is secu-
rity for a loan.416 It is only if the legal structure of the transaction (taken as a whole) amounts 
to the creation of a secured loan that the courts will recharacterise it.417

The possible features of securisation that might cause problems in relation to charac-
terisation are where the originator still bears some of the credit risk of the receivables (for 
example, if the sale is to some extent with recourse) and where the originator is entitled 
to any surplus value generated by the receivables once the amounts due on the securities 

 408 9.2.2.6.3.
 409 Wood: Project Finance, 7-028. MBNA Europe Bank Ltd v Revenue and Customs Commissioners [2006] EWHC 
2326 (Ch) [48].
 410 See 6.4.1 and 6.4.2; Benjamin: Financial Law, 18.23.
 411 Wood: Project Finance, 8-002.
 412 The criteria for a true sale which is effective under Basel III are found in arts 243 and 244 Regulation (EU) 
575/2013 of 26 June 2013 on prudential requirements for credit institutions and investment firms [2013] OJ L176/1 
(CRR).
 413 7.2.2.
 414 See 7.2.2 and Welsh Development Agency v Export Finance Co Ltd [1992] BCLC 148, 186.
 415 That, at least, seems to be the approach of the courts in the cases involving characterisation as a sale or loan: 
see 7.2.2. The approach in relation to characterisation of a charge as fixed or floating appears to be different, at least 
in emphasis.
 416 See, for example, the cases discussed at 7.2.5.1.
 417 Re Curtain Dream [1990] BCC 341; V Seldam, ‘Recharacterisation in “True Sale” Securitisations: The 
“Substance Over Form” Delusion’ [2006] Journal of Business Law 637, 641.
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have been paid.418 The originator often does want that benefit, and various techniques are 
used to achieve this: the originator may make a subordinated loan to the SPV, or may buy 
the ‘equity’ tranche of the securities,419 or may charge high servicing fees for the admin-
istration of the receivables.420 Neither recourse to the seller nor the ability of the seller 
to receive a surplus has prevented the courts upholding the characterisation of invoice 
discounting agreements as sales of receivables.421 This line of cases is relied upon in the 
‘true sale’ opinions required to be produced by lawyers in every securitisation transaction 
that takes place.

There are as yet however, no English cases dealing with the characterisation of a secu-
ritisation true sale. The nearest the English courts have come to considering the matter is 
the case of MBNA Europe Bank Ltd v Revenue and Customs Commissioners,422 where the 
issue was whether the assignment in the course of a securitisation was a ‘supply’ within the 
VAT regime. Briggs J held that the transfer was not by way of security423 but by way of sale, 
although he said that it was not a ‘simple’ sale424 and did not constitute a supply under the 
VAT regime. The case is therefore far from conclusive, and even less so as it did not involve 
a securitisation as described above but a ‘master trust’ structure whereby the receivables 
are assigned to another SPV which holds them on trust for the originator and the first SPV 
jointly.425 It is, however, an indication that the courts will uphold the structure of a securiti-
sation as the parties have set it up rather than be quick to recharacterise it.426

If the originator does not wish to transfer receivables, it can transfer risk by making a 
‘whole business’ securitisation,427 where the SPV makes a loan to the company secured on 
the company’s assets, funded by the issue of securities. It may also use a synthetic securitisa-
tion structure, which achieves the same economic effect as a true sale securitisation by the 
use of credit derivatives but the assets remain with the administrator.428

In each of these structures, the original obligors play no part in the securitisation and, 
indeed, are often unaware of it. This is, then, another example of debt being transferred in 
such a way that the ‘control’ of it passes to a third party, who may have an adverse effect on 
the obligor and about which the obligor can do very little. Further, the risk of the debt moves 
away from the original lender, which, if it happens on a large scale, may render the lender 
less cautious about the loans it makes in the first place.

This shift in the incentives of the original lender towards less cautious lending, together 
with the lack of transparency in a securitisation structure (which makes it difficult for 
investors to assess accurately the risks they are taking by purchasing the securities), has 
led to a regulatory response. In Europe this has been achieved by requiring the originator 

 418 Hudson: Finance, 44-15 fn 15.
 419 This is now required by regulation in some circumstances; see below.
 420 These and other techniques, together with the risks they pose, are discussed in Wood: Project Finance, 
7-026–7-028.
 421 See 7.2.5.2.
 422 [2006] EWHC 2326 (Ch).
 423 Ibid, [95].
 424 Ibid, [98].
 425 Fuller: Capital Markets, 4.72.
 426 MBNA Europe Bank Ltd v Revenue and Customs Commissioners [2006] EWHC 2326 (Ch) [90]–[91].
 427 See 2.3.3.5.
 428 For a brief outline of synthetic securitisation see Barclays Bank plc v Unicredit Bank AG [2012] EWHC 3655 
(Comm) [9]–[11]. Synthetic securitisation can also be used for speculation purposes; see 2.3.3.5.
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to retain at least 5 per cent of the economic interest in the securitisation.429 This can be 
done in a number of ways, for example, by retaining 5 per cent of each tranche, or retaining 
the equity tranche, but the originator is not allowed to mitigate the credit risk by the use 
of credit derivatives or any other hedging process. Certain securitisations are exempt, for 
example where the exposures are guaranteed by governments.430 Also, the originator must 
also disclose information to investors to enable them to make an informed decision about 
whether to invest.431

9.4. Conclusion

This chapter has sought to differentiate the various ways in which a lender’s entitlement 
under a debt contract can be transferred, and also ways in which the credit risk can be 
transferred without actually transferring the debt. Although there has been some blurring 
of the edges, in law there are only three transfer techniques: novation, assignment and nego-
tiation, and the advantages and disadvantages of each have been discussed. The technique 
of negotiation has proved valuable for market transfers in the past, and it is not surprising 
that attempts have been made to incorporate the advantages of negotiation into current 
methods of market transfer, which do not involve tangible representations of the debt obli-
gation. Where debt is not designed to be traded, that is, when it is not incorporated into a 
security, a question of balance arises between the right of the borrower to prevent or limit 
the transfer of the debt and the right of lender to alienate its own property, namely the debt 
or the proceeds. This difficult issue, which has been developed by the courts over the last 
century, is likely to be the subject of legislation along the lines of that in many other coun-
tries, but only in a limited area, so that much of the uncertainty will remain. The transfer 
of risk by other methods, such as sub-participation and securitisation (which can involve 
actual transfer of debts) raises the question of protection of the ‘transferee’ against the credit 
risk of the ‘transferor’ as well as of the borrower.

The transfer of debt, or the risk of debt, can potentially lead to lower standards of risk 
assessment or protection on the part of the original lenders. This issue arises in different 
contexts throughout this book, and can be seen as one of the contributing causes of the 
recent global financial crisis. The regulatory response has been patchy, reflecting the balance 
between the ability of parties to protect themselves and the need to control systemic risk.432 
The transfer of the risk of debt also has effects on the ability of lenders to contribute to 
corporate governance; these are discussed in chapter three.433

 429 STS Regulation ((Regulation (EU) No 2017/2402), art 6.
 430 Ibid art 6(5).
 431 Ibid art 7.
 432 See above and chapter 13.
 433 3.2.2.4.6.



 1 This is an important issue. Although fewer than 1% of the total number of companies registered are public 
companies, the economic power of these companies belies this low figure (see eg Companies House Statistical 
Release, Companies Register Activities 2018–19, June 2019, www.companieshouse.gov.uk).
 2 An alternative is an Initial Coin Offering (ICO), which is a means of raising capital using blockchain technol-
ogy. Discussion of ICOs falls outside the parameters of this book. For information regarding ICOs see www.fca.
org.uk/news/statements/initial-coin-offerings. For discussion see eg S Adhami, G Giudici and S Martinazzi, ‘Why 
Do Businesses Go Crypto? An Empirical Analysis of Initial Coin Offerings’ (2018) Journal of Economics and Busi-
ness 64; C Catalini and JS Gans, ‘Initial Coin Offerings and the Value of Crypto Tokens’, NBER Working Paper 
No 24418, March 2019; ST Howell, M Niessner and D Yermack, ‘Initial Coin Offerings: Financing Growth with 
Cryptocurrency Token Sales’, NBER Working Paper No 24774, April 2019.
 3 See chapter 8.

10
Public Offers of Shares

10.1. Introduction

In chapter four, the rules relating to the issue of shares by companies were examined. 
These rules are relevant to all issues of shares, including where shares are issued to the 
public, and indeed some of the rules examined in chapter four, such as pre-emption 
rights, can be very important in this context. Where a public offer of shares is to be 
made, however, those rules are supplemented by extensive additional regulation, which 
is considered in this chapter.1 This chapter concentrates primarily on the issues related 
to the initial public offer of shares (IPO).2 The following two chapters deal with the 
ongoing regulation of the market, once securities have successfully been offered to the 
public. Many companies will raise external equity finance only once, at the time of their 
IPO. Thereafter they may rely upon retained earnings and debt, either from banks or 
through the issue of bonds,3 in order to finance their operations, although rights issues 
and seasoned equity offerings do occur once a company’s shares are traded on the public 
markets. Furthermore, a company can also arrange to have its debt securities traded on a 
public market. If the company wishes to offer debt securities to the public it must satisfy 
most of the same requirements as when offering shares to the public. This is discussed in 
more detail in chapter thirteen.

The ability to offer shares to the public confers significant advantages on companies, 
but these advantages come at the cost of additional regulation, both of the companies 
themselves and of the capital markets in which those companies operate. All jurisdictions 
regulate capital markets to some extent, and the UK is no exception. This chapter considers 
why that additional regulation is thought necessary at the IPO stage, and assesses the extent 
to which the regulation in place in the UK achieves its goals. The main form of additional 

http://www.companieshouse.gov.uk
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 4 Regulation (EU) 2017/1129 of the European Parliament and of the Council of 14 June 2017 on the prospectus 
to be published when securities are offered to the public or admitted to trading on a regulated market, and repeal-
ing Directive 2003/71/EC (‘Prospectus Regulation’). The Financial Services and Markets Act 2000 (Prospectus) 
Regulations 2019 (SI 2019/1043) amended FSMA and related primary and secondary legislation to ensure that UK 
legislation was compatible with the Prospectus Regulation and that the Regulation was effective and enforceable in 
the UK from 21 July 2019.
 5 A number of provisions within the Prospectus Regulation came into effect before July 2019, eg art 1(3) and 
art  3(2)) took effect from 21 July 2018, and required amendments to the UK regime to reflect these changes 
from that date, see Financial Services and Markets Act 2000 (Prospectus and Markets in Financial Instruments) 
 Regulations 2018 (SI 2018/786).
 6 Directive 2003/71/EC of the European Parliament and of the Council of 4 November 2003 on the prospectus 
to be published when securities are offered to the public or admitted to trading on a regulated market, as amended 
(‘Prospectus Directive’). The Prospectus Directive (and any implementing and delegated acts) were fully repealed 
by the Prospectus Regulation from 21 July 2019: Prospectus Regulation, art 46. As the UK was a member of the 
EU on 21 July 2019, the Prospectus Regulation has direct effect in the UK and the provisions in the Prospectus 
 Regulation continue to be relevant in the UK after its exit from the EU, since at the end of the transition period 
any ‘direct EU legislation’ (including any EU regulations) will be incorporated into domestic law: European Union 
( Withdrawal) Act 2018, s 3. The incorporation of the Prospectus Regulation into UK law will be accompanied by 
a statutory instrument which will address any deficiencies in retained EU law: The Official Listing of Securities, 
Prospectus and Transparency (Amendment etc) (EU Exit) Regulations 2019 (SI 2019/707). 
 7 For discussion see JC Brau, ‘Why Do Firms Go Public?’ in D Cumming (ed), The Oxford Handbook of 
 Entrepreneurial Finance (Oxford, Oxford University Press, 2012); JC Brau and SE Fawcett, ‘Initial Public Offer-
ings: An Analysis of Theory and Practice’ (2006) 61 Journal of Finance 399; JR Ritter and I Welch, ‘A Review of 
IPO Activity, Pricing, and Allocations’ (2002) 57 Journal of Finance 1795; B Cheffins, ‘Rumours of the Death of 
the American Public Company are Greatly Exaggerated’, European Corporate Governance Institute (ECGI)—Law 
Working Paper No 444/2019.
 8 An alternative possibility that has emerged in recent years is equity crowdfunding, whereby large numbers of inves-
tors can put capital into businesses via internet-based platforms and social media sites (see eg FCA, The FCA’s Regulatory 

regulation in place is the Prospectus Regulation,4 in full application from 21 July 2019,5 
which replaced the pre-existing Prospectus Directive.6

10.2. Why Do Companies Go Public?

10.2.1. Advantages of Going Public

There are various advantages of going public.7 This section considers the main ones.

10.2.1.1. Opportunity to Raise Equity Finance from a Broader Range of Investors

One of the advantages of an offer of shares to the public is that it enables a company to raise 
finance from a broader range of investors than its existing shareholders. If, as is usual, the 
IPO involves the issue of new shares, the funds raised are received by the company as new 
capital. The company may want to increase its equity base in order to fund business expan-
sion plans, to introduce new products, or to reduce borrowings. The capital required may 
exceed the amounts that the original shareholders can, or wish to, contribute. This will place 
limits on the company’s development if further sources of funding are not tapped. An IPO 
allows the company to have access to outside investors who can invest substantially in the 
company.8 Traditionally, this access to significantly increased levels of equity capital has 
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Approach to Crowdfunding over the Internet, and the Promotion of Non-Readily Realisable Securities by Other Media, 
Policy statement, PS 14/4, March 2014, FCA, Loan-based (‘peer-to-peer’) and investment-based crowdfunding platforms: 
Feedback on our post-implementation review and proposed changes to the regulatory framework, Consultation paper, CP 
18/20, July 2018 and see 2.2.2). The companies involved tend to be small, and the sums raised are likewise modest (the 
average amount raised is £199,095: FCA, A Review of the Regulatory Regime for Crowdfunding and the Promotion of Non-
Readily Realizable Securities by Other Media, February 2015, 5). This option may be attractive to some businesses, but for 
larger companies seeking to raise substantial levels of equity financing an IPO will be more valuable. This chapter will 
focus predominantly on IPOs, although equity crowdfunding is discussed at 10.7.

 9 These issues are discussed in chapter 2, especially 2.2.2. However, most companies will also want to retain 
a significant debt element in their financing portfolio: see 2.6 for a discussion of ‘optimal’ debt to equity ratios. 
Research suggests that in addition to improving equity financing options, an IPO may also improve the rate at 
which the company can borrow from banks: M Pagano and A Röell, ‘The Choice of Stock Ownership Structure: 
Agency Cost, Monitoring, and the Decision to Go Public’ (1998) 113 Quarterly Journal of Economics 187.
 10 For a discussion of the difference between an admission to listing and to trading on a public market, and what 
this involves, see 10.3.3.
 11 See eg Kay Review of Equity Markets and Long-Term Decision Making, Final Report, 2012, 10 and 14; 
Commission Staff Working Document accompanying the Green Paper on Long-Term Financing of the European 
Economy (2013) (SWD (2013) 76), 22–23.
 12 See eg BS Black and RJ Gilson, ‘Venture Capital and the Structure of Capital Markets: Banks versus Stock 
Markets’ (1998) 47 Journal of Financial Economics 243. Studies have suggested that companies underprice their 
shares when going public: eg JR Ritter, ‘The Costs of Going Public’ (1987) 19 Journal of Financial Economics 269; 
T Jenkinson and C Mayer, ‘The Privatisation Process in France and the UK’ (1988) 32 European Economic Review 
482; AP Ljungqvist, ‘IPO Underpricing: A Survey’ in Handbook of Corporate Finance: Empirical Corporate Finance 
(Amsterdam, North Holland, 2007); D Chambers and E Dimson, ‘IPO Underpricing Over the Very Long Run’ 
(2009) 64 Journal of Finance 1407. This would suggest that existing shareholders are not always best advised to sell 
their shares in the IPO as they can potentially receive higher prices by retaining their shares and selling them in the 
after-market. However, the validity of this proposition will depend on a number of factors, including the size of the 
shareholding which the shareholder wishes to sell.
 13 See 5.4.2.3.
 14 See 5.4.2.2.
 15 An IPO can also be an important mechanism whereby a private equity fund exits from its investment: JC Brau, 
N Sutton and N Hatch, ‘Dual-Track versus Single-Track Sell-Outs: An Empirical Analysis of Competing Harvest 
Strategies’ (2010) 25 Journal of Business Venturing 389; T Jenkinson and M Sousa, ‘What determines the exit 
decision for leveraged buyouts?’ (2015) 59 Journal of Banking & Finance 399. This issue is discussed further in 
chapter 16.

been regarded as one of the major advantages of offering shares to the public,9 especially 
when combined with an admission of the shares to listing or to trading on a public market,10 
although in recent years some doubts have been raised concerning the idea that admission 
to trading on a public equity market is primarily capital-raising in nature.11

10.2.1.2. Providing an Exit for Existing Shareholders

Another advantage of IPOs is that they allow the existing shareholders of the company to 
exit.12 It is quite common for the shares sold at the IPO to consist of both newly created 
shares and existing shares, in order to allow the exit of existing shareholders, although it is 
possible for IPOs to consist of shares in just one of these categories. In a private company the 
shareholders’ exit options are limited. Shareholders are normally unable to exit the company 
unless they hold redeemable shares,13 the company repurchases its shares,14 the shareholder 
manages to find a private purchaser for the shares, or the company is wound up. Going 
public can, therefore, constitute an opportunity for the existing investors to realise their 
profits from the company.15 Shareholders are then faced with the choice of exiting entirely 
or selling part of their investment while retaining a stake in the company. Even where the 
existing investors do not sell their stake in the company on the IPO they have a market for 
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 16 See M Pagano and L Zingales, ‘Why Do Companies Go Public? An Empirical Analysis’ (1998) 53 Journal of 
Finance 27.
 17 For shares admitted to listing, the LSE imposes this requirement via the Listing Rules: FCA Handbook, 
LR 2.2.4(1). For companies admitted to trading on AIM, this requirement is imposed by the admission rules for 
AIM: LSE, AIM Rules for Companies, March 2018, r 32. For a discussion of the transfer of shares see 4.7.
 18 It is common market practice for IPOs in the UK to have capital structures comprising a single class of ordi-
nary shares adhering to the ‘one-share-one-vote’ principle: MJ Brennan and J Franks, ‘Underpricing, Ownership 
and Control in Initial Public Offerings of Equity Securities in the UK’ (1997) 45 Journal of Financial Economics 391; 
R Adams and D Ferreira, ‘One Share-One Vote: The Empirical Evidence’ (2008) 12 Review of Finance 51 (this latter 
study makes it clear that there is significant divergence between European countries in this regard). In general 
this has occurred due to market-based pressures, ie institutional shareholders expect this structure, rather than 
regulatory requirements, but in 2014 the FCA introduced changes to its premium listing regime, mandating voting 
equality and proportionality for premium listed shares and classes of shares (see FCA Handbook, LR 7.2). Recently, 
there has been a move towards dual-class shares, particularly in the US, raising issues about whether dual-class list-
ings should be permitted at the time of IPO, see eg LA Bebchuck and K Kastiel, ‘The Untenable Case for Perpetual 
Dual-Class Stock’ (2017) 103 Virginia Law Review 585.
 19 A Sarin, J Koeplin and A Shapiro, ‘The Private Company Discount’ (2000) 12 Journal of Applied Corporate Finance 94.
 20 See eg JC Brau and S Fawcett, ‘Initial Public Offerings: An Analysis of Theory and Practice’ (2006) 61 Journal 
of Finance 399.
 21 See FRC, UK Corporate Governance Code, July 2018.

the shares, and the IPO may provide a means for their exit from the company at a later date. 
A further option is for the IPO to be a first step towards selling the company, for a higher 
price than might have been obtained in a private sale.16

10.2.1.3.  Increased Flexibility and Value Attached to the Shares in a Publicly 
Traded Company

Going public can increase the flexibility and value that are attached to a company’s shares. 
The shares in a publicly traded company are generally more flexible investments than shares 
in private companies. Not only is there a ready market for the shares, but requirements 
imposed by the stock exchange mean that to be admitted to listing or trading on a public 
market shares must be freely transferable.17 As a result, any restrictions on the transfer and 
registration of shares must be removed before the shares can be offered to the public.18 The 
marketability of the shares tends of itself to increase the value of the investment and inves-
tors generally look favourably on the increased liquidity of shares.19 Shareholders may also 
find that banks will accept such shares as security for loans.

From the company’s perspective, publicly traded shares can be used as a form of 
payment, for example as consideration in share-for-share acquisitions, thereby widening 
the company’s financing options.20 The liquidity associated with publicly traded shares also 
provides greater scope for the company to offer remuneration packages to its employees that 
include shares and options.

10.2.1.4. Corporate Governance Improvements

The change from a private company to a publicly traded company entails a number of corporate 
governance changes,21 and is often a catalyst for developments in the professional manage-
ment systems of a company. Key managers are often recruited and non-executive directors 
may be introduced. Going public may also enable additional pressure to be exerted on manag-
ers to act in the shareholders’ interests. The existence of a share price may allow managers’ 
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 22 See 11.2.1.1.
 23 Eg DJ Bradley, BD Jordan and JR Ritter, ‘Analyst Behavior Following IPOs: The “Bubble Period” Evidence’ 
(2008) 21 Review of Financial Studies 101, but see JC Brau and S Fawcett, ‘Initial Public Offerings: An Analysis of 
Theory and Practice’ (2006) 61 Journal of Finance 399. For discussion of the regulation of analysts see 11.5.
 24 This depends on shareholders having enough control over the process of setting the strike price of the  
options.
 25 For discussion see 12.2.
 26 J Franks, C Mayer and L Renneboog, ‘Who Disciplines Management in Poorly Performing Compa-
nies?’ (2001) 10 Journal of Financial Intermediaries 209; D Hillier, SC Linn and P McColgan, ‘Equity Issuance, 
CEO Turnover and Corporate Governance’ (2005) 11 European Financial Management 515. Discussed further  
at 4.4.4.
 27 Eg HG Manne, ‘Mergers and the Market for Corporate Control’ (1965) 73 Journal of Political Economy 110. 
For discussion of these issues see J Coffee, ‘Regulating the Market for Corporate Control: A Critical Assessment of 
the Tender Offer’s Role in Corporate Governance’ (1984) 84 Columbia Law Review 1145; RS Ruback and M Jensen, 
‘The Market for Corporate Control: The Scientific Evidence’ (1983) 11 Journal of Financial Economics 5.
 28 J Franks and C Mayer, ‘Hostile Takeovers and the Correction of Managerial Failure’ (1996) 40 Journal of 
 Financial Economics 163, 180. See also B Clarke, ‘Articles 9 and 11 of the Takeover Directive (2004/25) and the 
Market for Corporate Control’ [2006] Journal of Business Law 355.
 29 See 14.3.2.2.2.
 30 See Eversheds (Sponsor), ‘Going Public 2: A Survey of Recently Floated Companies’ (London Stock Exchange 
plc, 2003), in which 1 in 10 respondents to a survey conducted on behalf of the LSE said that the extra credibility 
and profile was a major motivation in going public.

performance to be assessed with reference to an external variable, since share prices in large 
and liquid markets continuously aggregate information about a company’s performance,22 
and so can be used as a tool to reward and incentivise managers’ efforts. It is also sometimes 
suggested that an IPO will operate as a trigger for analysts to follow a company, and that such 
a following can increase the reputation of a firm and create  shareholder value.23

It is common for managers in the US and UK, in particular, to use pay-for-performance 
strategies in order to encourage managers to pursue shareholders’ interests. The issuing of 
share options and other similar strategies as a form of performance-based compensation is 
a potentially valuable tool, especially where shareholders are widely dispersed and may not 
be able to monitor the managers’ actions effectively.24 However, equity-based compensa-
tion schemes for directors and managers can introduce their own difficulties. In particular, 
such schemes increase the windfalls resulting to these individuals if they manipulate the 
share price of the company and therefore increase the possibility of market abuse.25 In addi-
tion, if the strike conditions focus on short-term performance objectives, such schemes 
may encourage managers to take excessive short-term risks at the expense of sustainable 
long-term profits. Alternative tools are available to discipline poorly performing managers. 
In relation to UK publicly traded companies, for example, a positive relation between UK 
rights issues and managerial change has been found to exist.26 In the US, takeover bids are 
thought to play an important role in disciplining poorly performing managers,27 although 
empirical studies have concluded that in the UK takeovers do not appear to operate in the 
same way.28 This is discussed further in chapter fourteen.29

10.2.1.5. Prestige

Another perceived advantage of going public includes the additional prestige that is felt to 
attach to a company with ‘plc’ in its title; furthermore, an IPO is often an opportunity for 
publicity for the company.30
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 31 Fees charged by investment banks for conducting an IPO do, however, appear to be lower in the UK than in the 
US: M Abrahamson, T Jenkinson and H Jones, ‘Why Don’t US Issuers Demand European Fees for IPOs?’ (2011) 66 
Journal of Finance 2055.
 32 Research conducted for the LSE found that flotation costs were typically 10% of the capital raised: Eversheds 
(Sponsor), ‘Going Public 2: A Survey of Recently Floated Companies’ (London Stock Exchange plc, 2003).
 33 See FCA Handbook, Listing Rules, Prospectus Regulation Rules and Disclosure Guidance and Transparency 
Rules. This chapter will focus on companies admitted to trading on the Main Market. Additional regulation exists 
for companies admitted to trading on AIM, although this arises in large part from the rules of the stock exchange 
(see LSE, AIM Rules for Companies, March 2018) and tends to be set at a slightly lower level than the regulatory 
requirements for listed companies.
 34 See 11.3.1.1.
 35 Ongoing disclosure requirements are discussed in detail at 11.3.
 36 See 11.3.2.1.
 37 Ibid, DTR 5.1.2 (this figure is 5% for non-UK issuers: DTR 5.1.2), discussed at 11.3.2.3.
 38 FRC, UK Corporate Governance Code, July 2018.
 39 Ibid, 11.
 40 Ibid, 17, 24, 32.
 41 Ibid, 9.

10.2.2. Disadvantages of Going Public

There are a number of disadvantages attached to an IPO. In particular, the process can be 
time-consuming, complex and costly. The cost of an IPO can be significant, with companies 
needing to pay underwriting fees, and fees to lawyers and other advisers.31

The process involved for a company to put itself in a position where it can offer its 
securities to the public, discussed in the next section, is a substantial one, with signifi-
cant costs attached to it.32 The additional costs and regulation do not end once the IPO 
is complete. For example, once a company obtains a listing on the Main Market of the 
London Stock Exchange, it will face significant additional regulation, not least the need 
to comply with the FCA’s Prospectus Regulation Rules, Listing Rules, and Disclosure 
Guidance and Transparency Rules.33 The company will face increased obligations in rela-
tion to its accounts.34 The level of disclosure of information also increases. This disclosure 
occurs not only at the time of the IPO itself, but on an ongoing basis.35 The information 
to be published includes important financial data such as announcements of results and 
dividends, events which affect the management of the company, such as changes of direc-
tors, and alterations in capital structure. Such companies must disclose any price-sensitive 
information to the market as soon as possible.36 In addition, shareholders holding more 
than 3 per cent of the company will have to disclose the size of their holdings and any mate-
rial changes in them.37

Directors’ duties also become more onerous. Companies listed with a ‘premium’ listing 
on the Main Market become subject to the requirements of the UK Corporate Governance 
Code.38 These are a set of corporate governance principles that include, inter alia, the 
requirements that at least half of the board, including the chair, should be independent 
non-executive directors;39 the board should have nomination, audit and remuneration 
committees on which the independent non-executive directors are the only or dominant 
representatives;40 and the chief executive and the chairman should not be the same person.41 
The Listing Rules require all companies with a premium listing of equity shares in the UK 
to disclose in their annual report the extent to which they have complied with the Main 
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 42 FCA Handbook, LR 9.8.6(5) and (6), 9.8.7. Companies trading on AIM are not required to comply with 
the UK Corporate Governance Code, however from 28 September 2018 AIM-listed companies must follow and 
report on a recognised corporate governance code: LSE, AIM Rules for Companies, r 26. There is no definitive list 
of recognised codes from the LSE; however, it highlights the UK Corporate Governance Code and the Quoted 
Companies Alliance Code as established benchmarks.
 43 The role of institutional investors is discussed at 11.2.2.2.
 44 See eg L Renneboog, T Simons and M Wright, ‘Why Do Public Firms Go Private in the UK?’ (2007) 13 Journal 
of Corporate Finance 591; CK Whitehead and RJ Gilson, ‘Deconstructing Equity: Public Ownership, Agency Costs, 
and Complete Capital Markets’ (2009) 108 Columbia Law Review 231.
 45 See M Pagano and L Zingales, ‘Why Do Companies Go Public? An Empirical Analysis’ (1998) 53 Journal of 
Finance 27.
 46 For discussion of equity crowdfunding as an alternative for some companies, predominantly SMEs, see 2.2.2 
and 10.7.
 47 This analysis may well be different for debt and equity securities. There may be more marginal benefits to be 
gained from an offer of debt securities to the public, when weighed against the very considerable disadvantages that 
follow from a public listing. This issue is discussed further at 8.3.1 and 13.2.2.2.

Principles and relevant provisions included in the UK Corporate Governance Code in the 
previous 12 months and to give reasons for any non-compliance.42 Constraints on directors’ 
actions may also arise from the need to consider and deal with arm’s-length investors, and 
in particular institutional investors.43 There is also more external scrutiny of the company 
and the share price often becomes a barometer for the company’s performance. The disad-
vantages attached to public companies may be an incentive for such companies to opt to 
become private again in some circumstances.44

10.2.3. Summary

A company may go public for a variety of reasons. Often these reasons are good ones, such 
as enabling the company to raise new equity finance, but this may not always be the case, 
with some commentators suggesting that companies may sometimes go public in order to 
benefit from a market in which shares are over-priced.45

It is clear that going public will not suit all companies.46 For many companies, however, 
once they reach a particular size or stage in their development, the need to access the 
additional funds that can be tapped in the equity capital markets by offering shares to the 
public, and to benefit from the reduced cost of capital which flows from the enhanced 
liquidity of the shares, becomes too compelling to ignore, and outweighs the attendant 
disadvantages.47

10.3. The Process of Going Public

The process of going public is complex and time-consuming. The level of complexity will, 
however, depend upon a number of factors, such as to whom the company wishes to offer 
its shares (all the public or a subset of it, such as institutional investors), whether it wishes 
those shares to be traded on a public market, and, if so, on which public market it wishes 
them to be traded.
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 48 Companies Act 2006, s 755. A private company can be converted into a public company: ss 90–96. Alterna-
tively, a company can be set up and registered as a public company: s 4(2) and (3).
 49 Ibid, s 763(1)(a) (£50,000).
 50 See 5.3.1.
 51 For discussion see 5.3 and 5.4.
 52 Companies Act 2006, s 336; cf private companies which generally need not have an AGM, unless they are 
traded companies: s 336(1)(a). For these purposes, a ‘traded company’ is a company whose shares carry rights to 
vote at general meetings, and are admitted to trading on a regulated market in an EEA State by or with the consent 
of the company: s 360C. Given that UK private companies cannot offer shares to the public (s 755), any references 
made in the Companies Act 2006 to private traded companies apply only to overseas companies.
 53 Ibid, s 271; cf private companies which need not have a secretary: s 270(1).
 54 Ibid, s 154. There are also additional requirements regarding the appointment of directors of public compa-
nies: s 160.
 55 Ibid, ss 437–38; cf private companies which are not under any statutory obligation to hold an AGM or to lay 
accounts and reports in general meetings.
 56 Ibid, s 288.
 57 ‘Offer of securities to the public’ is a term which has a precise legal meaning (see FSMA, s 85(2)). While a 
general offer to retail investors will fall within this definition, there are various exemptions that have been created, 
for example where the offer is only being made to ‘qualified’ (ie professional) investors. For discussion see 10.4.2.1.
 58 For discussion see 10.3.3.

10.3.1. Only Public Companies can Offer their Shares to the Public

Private companies cannot offer shares to the public, so if such a company wishes to do so 
a first step will often be for it to change its status.48 This change of status will have conse-
quences for the way in which the company can be organised and run. The Companies Act 
2006 imposes more stringent requirements on public companies. For example, the 2006 
Act imposes minimum share capital requirements for public companies,49 whereas no such 
requirements exist for private companies,50 and it imposes a more onerous regime on public 
companies as regards their legal capital.51 The 2006 Act also includes many other instances 
of additional regulation, such as: increased obligations regarding AGMs;52 a continuing 
obligation to have a company secretary;53 a requirement of a minimum of two directors 
rather than the single director required for private companies;54 a requirement to lay its 
accounts and reports before the general meeting;55 and an inability to make use of the writ-
ten resolution procedure that is available to private companies.56 Some of these issues may 
seem relatively insignificant, but cumulatively the effect is that it is administratively more 
complicated, and more expensive, to run a public company than a private company.

10.3.2. An Offer to the Public

Becoming a public company is only the first step, however. In addition, the company will 
need to make an offer to the public.57

There are two primary ways in which the company can offer its securities to the public 
for the first time: (i) by an offer for sale or subscription; or (ii) by a placing.

10.3.2.1. Offer for Sale or Subscription

For large issues the most appropriate method will generally be an offer for sale or 
subscription, coupled with a listing or admission to trading on a stock exchange.58  
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 59 This is not an offer in a contractual sense and any acceptance is not binding on the offeror. Rather, it is an 
invitation to make an offer which the company may or may not accept. This allows the offeror company (or spon-
soring bank) to deal with the situation where the offer is oversubscribed, usually by accepting in full offers for 
small numbers of shares and scaling down large applications, the details of which would need to be set out in the 
prospectus.
 60 The Prospectus Regulation provides for instances where a prospectus is not required, or where an abbreviated 
prospectus is enough: eg. Prospectus Regulation, art 3(2)(b).
 61 For further details on the purpose and content of the prospectus see 10.4.3.3 and 10.5.2.2, respectively.
 62 The offer will not always be underwritten. In difficult market conditions, for example, the lead banks may only 
take the shares on a ‘best efforts’ basis.
 63 For a discussion of underwriting in the context of debt securities see 8.3.1.
 64 Generally, the sponsoring bank will attempt to arrange for the offer to be sub-underwritten by other institu-
tions in order to spread the risk.
 65 Alternatives are available. For example, a minimum price can be stated, and applicants invited to tender at or 
above that price. The issue price is then fixed at the highest price that will enable the issue to be subscribed in full, 
all successful applicants paying that same price and those tendering below the issue price being eliminated. This 
method is rarely used, however.
 66 The empirical literature demonstrates that IPOs tend to be underpriced: eg RP Beatty and J Ritter, ‘Investment 
Banking, Reputation, and the Underpricing of Initial Public Offerings’ (1986) 15 Journal of Financial Econom-
ics 213; K Rock, ‘Why New Issues are Underpriced’ (1986) 15 Journal of Financial Economics 187; R Carter and 
S Manaster, ‘Initial Public Offerings and Underwriter Reputation’ (1990) 45 Journal of Finance 1045; AP Ljungqvist, 
‘IPO Underpricing: A Survey’ in Handbook of Corporate Finance: Empirical Corporate Finance, (Amsterdam, North 
Holland, 2007).
 67 Typically, the issue price of the securities is determined via a process called bookbuilding, whereby an indica-
tive price range is published and a marketing process is engaged in by the underwriters in order to gauge the 
level of interest in the shares, before a price is finally determined. In other words, unlike a traditional underwrit-
ing process the marketing process precedes the determination of the final price (see ABI, Encouraging Equity 
Investment: Facilitation of Efficient Equity Capital Raising in the UK Market (July 2013), 13–14). For discussion see 
TJ Jenkinson and H Jones, ‘Bids and Allocations in European IPO Bookbuilding’ (2004) 59 Journal of Finance 2309.
 68 For a discussion of placing in the context of debt securities see 8.3.1.

The offer59 is usually60 made via a prospectus, which is a heavily regulated document, 
designed to provide potential investors with the information they need to decide whether 
or not to invest.61 In order to ensure that the issue is fully subscribed, the offer will usually 
be underwritten.62

Underwriting is a form of insurance for the company and its shareholders if the issue 
does not prove popular with the market in general.63 This can either be via a sponsoring 
investment bank agreeing for a fee to subscribe for the whole issue, and for it, rather than 
the company, to make the offer to the public (an offer for sale), or for the underwriting 
bank to agree to take up any securities for which the public have not subscribed (an offer 
for subscription).64 There may also be sub-underwriting, whereby the lead banks seek to 
persuade other financial institutions to take on some of the risk. The offer price is usually 
stated as a fixed and pre-determined amount per share.65 This amount will be fixed as late 
as possible. Pricing is difficult because each company is more or less unique, and since the 
offer involves, by definition, shares that have never been offered to the public before, there 
is no existing market price to act as a yardstick for the issue price.66 The aim is to set the 
price at a level which will ensure a modest over-subscription, and that trading will open at 
a small premium.67

10.3.2.2. Placing

The second method, which may be used where smaller amounts of capital are being raised, is 
a placing.68 A public offer is both expensive and time consuming, involving months of work 
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 69 For a discussion of underwriting fees see OFT, Equity Underwriting and Associated Services: An OFT Market 
Study, January 2011.
 70 Of course, once an initial public offer has taken place the company can subsequently raise new equity capital by 
way of a rights issue, and indeed if it is issuing new shares for cash it will be obliged to do so unless the shareholders 
have agreed to set aside pre-emption rights (see 4.4).
 71 A relatively recent alternative to a traditional IPO is an ‘introduction’ (or ‘direct listing’), for example, in the 
UK in 2016 Metro Bank went public through an introduction to the London Stock Exchange rather than offering 
its shares to new investors as in a normal IPO.
 72 As at 31 March 2019 there were 6,529 public limited companies on the UK register: Companies House Statisti-
cal Release, Companies Register Activities 2018–19, June 2019.
 73 See LSE, List of all companies on the London Stock Exchange updated monthly, www.londonstockexchange.
com/statistics/companies-and-issuers/companies-and-issuers.htm, which provides information on the country of 
incorporation of listed companies and companies admitted to trading on AIM.

from a team of people at the company, at the company’s advising bank and at the company’s 
solicitors’ firm. Additionally, an IPO will involve paying for the services of the sponsoring 
investment bank, paying commissions for the underwriters and sub-underwriters and prob-
ably paying a specialist share registrar.69 These costs are likely to be prohibitive unless a large 
amount of capital is being raised. A placing is a less expensive endeavour. It usually involves 
the investment bank obtaining firm commitments to take up the shares in the company. 
Generally, these commitments will be from the bank’s institutional investor clients. There 
is therefore no general offer to the public. These commitments can then be coupled with 
a listing or an admission to trading on a stock exchange. A variation on this method is an 
intermediaries’ offer, where financial intermediaries take up the offer for the purpose of 
allocating the securities to their own clients.70

10.3.3. Admission to Listing or to Trading on a Public Market

An offer of shares to the public is usually accompanied by an admission of the company’s 
securities to trading on a public market.71 This latter step is not vital: a company may offer 
its shares to the public without securing their admission to a public market. While there are 
approximately 6,500 public companies on the register in the UK,72 the number of compa-
nies admitted to trading on a public market is much smaller.73

The distinction between an admission to listing and an admission to trading is discussed 
further at 10.3.3.1 below. Broadly, an admission to listing involves companies being admitted 
to trading on the ‘Official List’, which involves companies having their securities admitted to  
trading on certain markets (such as the Main Market of the London Stock Exchange) but 
not others. An admission to trading involves securities being available to be traded on a 
public market, but not being admitted to trading on the ‘Official List’. Within the UK, an 
admission to trading on the Alternative Investment Market (AIM) would fall into this latter 
category.

The advantage of an admission to listing or to trading on a public market is the fact that 
it provides a secondary market for the shares, so that investors can trade the shares that they 
obtain in the IPO. Companies are generally able to raise money more easily and to obtain 
a better price if, after the initial issue of shares to the public, there is a healthy secondary 
market available to investors on which they can sell their shares and realise their invest-
ment, if they so choose. The lack of liquidity in the shares of a private company is one of the 

http://www.londonstockexchange.com/statistics/companies-and-issuers/companies-and-issuers.htm
http://www.londonstockexchange.com/statistics/companies-and-issuers/companies-and-issuers.htm
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 74 For a discussion of the advantages and disadvantages of listing debt see 8.3.1.
 75 For a discussion of the position regarding debt securities see 13.2.2.2.
 76 Eg NEX (the NEX Exchange, formerly the ICAP Securities and Derivatives Exchange), an independent UK 
stock exchange regulated by the FCA and operated by NEX Group plc, formerly ICAP plc. NEX specialises in SME 
growth companies (see www.nexexchange.com).
 77 See eg LSE, Admission and Disclosure Standards, 1 October 2018 (regarding admission to the Main Market) 
and LSE, AIM Rules for Companies, March 2018 (regarding admission to AIM). While the Main Market is currently 
a regulated market for the purposes of European Community law, AIM is a multilateral trading facility and an SME 
growth market (see Art 4 of Directive 2014/65/EU on markets in financial instruments (MiFID II), a directive 
supplemented by MiFIR (Regulation (EU) No 600/2014)). The level of regulation currently imposed on AIM is 
consequently lighter. Eligibility requirements for admission to trading on AIM are a matter for the exchange itself 
(unless there is also a public offer of securities) and the LSE does not lay down any significant general eligibility 
requirements, relying mainly on certification from the ‘nominated adviser’ that the issuer is appropriate for that 
market: LSE, AIM Rules for Companies, March 2018, r 1. Empirical evidence suggests that the lower regulatory 
requirements on AIM do not mean that this market caters to low quality firms, but rather that the AIM market 
attracts small firms that, due to their size, face disproportional regulatory costs, but are otherwise equivalent to 
firms listing in more regulated markets: U Nielsson, ‘Do Less Regulated Markets Attract Lower Quality Firms? 
Evidence from the London AIM Market’ (2013) 22 Journal of Financial Intermediation 335.
 78 FSMA, s 74. The Listing Rules are included in the FCA Handbook, www.handbook.fca.org.uk.
 79 Directive 2001/34/EC on the admission of securities to official stock exchange listing and on information 
to be published on those securities, art 5, discussed at 10.4.3.2 (the UK’s exit from the EU will not change 
this—CARD has been fully implemented by domestic law and the Government has stated that there are no 
‘policy deficiencies’ arising from the UK leaving the EU related to CARD that need addressing: HM Treas-
ury, ‘Guidance—Draft Official Listing of Securities, Prospectus and Transparency (Amendment) (EU Exit) 

significant disadvantages of this form of capital and it is therefore unsurprising that many 
public offers are accompanied by an admission to listing or to trading. It is, however, possi-
ble that where the company does not expect or want the shares to be traded very widely it 
may not take this step, and will rely on investors to trade their shares privately.74

If the offer of shares to the public is coupled with the additional step of obtaining a 
secondary market for the shares, there are a number of options available.

10.3.3.1. Choice of UK Markets

When a company decides to apply for the securities to be traded on a stock exchange, it has 
available to it a number of options within the UK.75 In particular, there is the Main Market, 
for well-established companies, and AIM, for less well-established companies. These 
markets are run by the London Stock Exchange (LSE). However, the LSE has no monopoly 
on the operation of public markets for securities within the UK and a number of alternative 
markets exist, mostly for companies wishing to raise relatively small sums of money.76

In general, it is the exchange that controls admission to trading on the relevant 
exchange.77 For some companies it may be that they want their securities not merely to 
be publicly traded, but also to be admitted to listing. The concept of a ‘listed’ security is 
narrower than that of a ‘traded’ security: in the UK only companies admitted to trading on 
the ‘Official List’ can be said to be listed securities. By contrast, unlisted shares can still be 
admitted to trading on a public market, for example where those shares are traded on AIM. 
Admission to the Official List is controlled by the FCA, which sets out the requirements for 
inclusion in the Official List in the Listing Rules.78 The EU has controlling legislation in this 
area; in particular, the Consolidated Admissions Requirements Directive (CARD) states 
that securities may not be admitted to official listing on a stock exchange unless certain 
merit requirements have been satisfied.79

http://www.nexexchange.com
http://www.handbook.fca.org.uk


498 Public Offers of Shares

Regulations 2019: explanatory information,’ updated December 2018). In addition, the Prospectus Regulation 
establishes the requirements that govern the publishing of prospectuses when securities are offered to the public 
or admitted to trading on a regulated market within the EU: art 1. Other EU regulations and directives can also 
be relevant once shares have been admitted to trading, eg Regulation (EU) No 596/2014 on market abuse and 
Directive 2014/57/EU on criminal sanctions for market abuse; Directive 2004/109/EC of the European Parlia-
ment and of the Council of 15 December 2004 on the harmonisation of transparency requirements in relation 
to information about issuers whose securities are admitted to trading on a regulated market (the Transparency 
Directive) as amended by  Directive 2010/73/EU and Directive 2013/50/EU. The obligations imposed by these 
provisions are discussed in chapters 11 and 12.

 80 See the Listing Rules Sourcebook (Amendment No 3) Instrument 2009, www.fsahandbook.info/FSA/ 
 handbook/LI/2009/2009_54.pdf, and FSA, Listing Regime Review, CP09/24, October 2009. For further discussion 
see FSA, Consultation on Amendments to the Listing Rules and Feedback on DP08/1 (A Review of the Structure of the 
Listing Regime) CP 08/21, December 2008. The effective date for most of these rules was 6 April 2010, but standard 
listing was made available to UK companies from 6 October 2009. Prior to this date, UK companies had to apply 
for listing under the ‘primary’ listing and overseas companies applied for a ‘secondary’ listing. These changes to the 
Listing Rules were intended to create a level playing field for all companies listing on the Main Market.
 81 See FCA Handbook, LR 10 and LR 11, discussed further at 11.3.2.4.
 82 See FRC, UK Corporate Governance Code, July 2018.
 83 This includes, for example, additional requirements where the company has a controlling shareholder  
(see LR 6).
 84 See FCA, Enhancing the Effectiveness of the Listing Regime, CP13/15, November 2013; FCA, Response to 
CP13/15—Enhancing the Effectiveness of the Listing Regime, May 2014, PS14/8. For the listing principles that apply 
to standard listed companies see FCA Handbook, LR 7.2.1.
 85 In addition to the broader range of listing principles that apply to companies with a premium listing  
(see LR 7.2), one obvious difference between the two is the fact that in the premium listing regime companies 
must appoint a sponsor when they are applying for a primary listing of equity securities and on specified occasions 
thereafter (see LR 8), whereas no such obligation attached to companies with a standard listing.
 86 The FCA has contended that the application of listing principles to companies with a standard listing is not a 
departure from the policy of applying the minimum standards required by EU law, since the principles in question 
are derived from the existing statutory framework: FCA, Enhancing the Effectiveness of the Listing Regime, CP13/15, 
November 2013, para 10.5.

Since only companies whose securities are in the Official List will be admitted by the LSE 
to its Main Market, an admission to trading on that market in practice requires companies 
to satisfy both requirements—that is, to seek inclusion in the Official List and to apply for 
admission of the securities to trading on the market, a matter governed by the LSE. This 
chapter focuses on the admission of securities to the Main Market.

Once a company has decided to seek to have its shares listed on the Main Market, it 
then faces a further option: companies listing on the Main Market, whether UK compa-
nies or overseas companies, can choose whether to obtain a ‘premium’ or a ‘standard’ 
listing.80 As originally conceived, a ‘standard’ listing required an issuer to comply with the 
minimum standards required by EU legislation, whereas a number of obligations were 
‘super-added’ for those wishing to acquire a premium listing, such as additional obliga-
tions regarding substantial and related party transactions,81 and an obligation to ‘comply 
or explain’ with the requirements of the UK Corporate Governance Code.82 Changes were 
introduced to the standard and premium regimes in 2014 which, in addition to increasing 
the requirements for premium-listed companies,83 expanded the application of certain 
listing principles to companies with a standard listing.84 While it is clear that the two 
tiers of listing impose different regulatory requirements on companies, with the premium 
listing requiring more of companies than the standard listing,85 it is arguable that the 
requirements for standard listing now go beyond the minimum standards required by EU 
legislation.86

http://www.fsahandbook.info/FSA/ handbook/LI/2009/2009_54.pdf
http://www.fsahandbook.info/FSA/ handbook/LI/2009/2009_54.pdf
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 87 See FCA, Listing Rules and Disclosure Guidance and Transparency Rules (Miscellaneous Amendments) Instru-
ment 2018.
 88 See FCA, Feedback Statement to DP17/2 Review of the Effectiveness of Primary Markets: the UK Primary 
Markets Landscape, Feedback Statement FS17/3, October 2017.
 89 The new listing rules included revised eligibility requirements for premium listed companies, a new conces-
sionary route to premium listing for property companies, changes to the profits test used by premium listed 
issuers, and changes to the suspension of listing regime following reverse takeovers. 2018 also saw the introduc-
tion of a new premium listing category—that of sovereign-controlled companies (see FCA, Sovereign controlled 
companies—Feedback to CP 17/21 and Final Rules, Policy Statement PS 18/11, June 2018).
 90 The Prospectus Regulation, art 24ff contains arrangements, known as ‘passporting’ arrangements, designed 
to make cross-border securities issuance within the EEA easier (repealing and replacing similar provisions within 
the Prospectus Directive). The extent to which such passporting arrangements will continue to apply to companies 
that have their prospectuses approved in the event of the UK’s departure from the EU will depend upon the future 
relationship between the UK and the EU.
 91 M Pagano, AA Röell and J Zechner, ‘The Geography of Equity Listing: Why Do Companies List Abroad?’ 
(2002) 57 Journal of Finance 2651.
 92 For a discussion of the bonding hypothesis see eg JC Coffee, ‘The Future as History: The Prospects of Global 
Corporate Convergence in Corporate Governance and its Implications’ (1999) 93 Northwestern University Law 
Review 641; JC Coffee, ‘Racing Towards the Top?: The Impact of Cross Listings and Stock Market Competition on 
International Corporate Governance’ (2002) 102 Columbia Law Review 1757; RM Stulz, ‘Globalization, Corpo-
rate Finance and the Cost of Capital’ (1999) 12 Journal of Applied Corporate Finance 8; GA Karolyi, ‘Corporate 
Governance, Agency Problems and International Cross-Listings: A Defense of the Bonding Hypothesis’ (2012) 
13(4) Emerging Markets Review 516; NC Howson and VS Khanna, ‘Reverse Cross-listings—The Coming Race to 
List in Emerging Markets and an Enhanced Understanding of Classical Bonding’ (2014) 47 Cornell International 
Law Journal 607.
 93 According to the theory of regulatory competition, offering market participants a choice of legal regimes 
results in optimal regulation. For a discussion of the advantages of a regulatory competition approach see eg  
R Romano, ‘Empowering Investors: A Market Approach to Securities Regulation’ (1998) 107 Yale Law Journal 
2359; SJ Choi and AT Guzman, ‘Portable Reciprocity: Rethinking the International Reach of Securities Regula-
tion’ (1998) 71 Southern California Law Review 903, further developed in AT Guzman, ‘Capital Market Regulation 

The UK’s listing regime was changed again in 201887 following a review of the effec-
tiveness of the UK’s primary markets conducted by the FCA.88 The 2018 rules are meant 
to improve and clarify the aspects of the regime that raised the most doubts amongst  
issuers.89

10.3.3.2. Choice of International Markets

There is no obligation on UK companies to secure a listing or an admission to trading 
of their shares on a UK market. A UK company has the freedom to decide where to seek 
admission for trading of its shares, either as a primary listing or as a secondary cross-
listing. Equally, non-UK companies can choose to seek admission to listing or trading of 
their shares in London.90 There has been an erosion of the concept of ‘national’ exchanges 
in recent years. Companies may be attracted by lower trading costs in one regime as 
compared to another. In addition, a particular regime may be able to offer more skilled 
analysts and institutional investors, more advanced technology, greater liquidity, or higher 
accounting standards and better shareholder rights protection than exist in the issuer’s 
home  jurisdiction.91 Alternatively, it has been suggested that issuers might want to ‘bond’ 
themselves to a regime with higher disclosure standards and a stricter enforcement regime 
in order to attract investors who would otherwise be reluctant to invest.92 Securities 
markets can then respond, and compete, by adopting techniques designed to persuade 
companies to list with them.93 The US has traditionally been regarded as a particularly 
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in Developing Countries: A Proposal’ (1999) 39 Virginia Journal of International Law 607. Cf MB Fox, ‘Retain-
ing Mandatory Securities Disclosure: Why Issuer Choice is Not Investor Empowerment’ (1999) 85 Virginia Law 
Review 1335.

 94 See PWC, Equity Sans Frontières—Trends in Cross-Border IPOs and an Outlook for the Future, November 2012. 
Other financial centres also seem to be gaining ground in this regard, at the expense of the US. See eg C Doidge, 
GA Karolyi and RM Stulz, ‘Financial Globalization and the Rise of IPOs Outside the US’ (2013) 110 Journal of 
Financial Economics 546.
 95 See PWC, Capital markets in 2025—The future of equity capital markets, October 2011. At the time of this 2011 
survey, London and New York were widely regarded as the exchanges that companies were most likely to choose 
for a cross-border listing, even if they were both expected to lose some of their dominance by 2025.
 96 See eg K Litvak, ‘The Effect of the Sarbanes-Oxley Act on Foreign Companies Cross-Listed in the US’ (2007) 
13 Journal of Corporate Finance 195. Cf C Doidge, GA Karolyi and R Stulz, ‘Has New York Become Less Competi-
tive than London in Global Markets? Evaluating Foreign Listing Choices over Time’ (2009) 91 Journal of Financial 
Economics 253 (who point out that one reason for London’s rise has been the success of AIM, which attracts a large 
number of companies, but that these are often much smaller in size than the companies that continue to make use 
of the opportunity to cross-list in the US).
 97 See PWC, Global IPO Watch Q4 2018, January 2019.
 98 FSMA, s 19.
 99 Financial Services and Markets Act 2000 (Regulated Activities) Order 2001 (SI 2001/544), art 53. The same 
issue arises in the context of debt securities—see 13.1.2.
 100 Ibid, art 25.
 101 Ibid, art 37.
 102 For discussion of these topics see eg I MacNeil, An Introduction to the Law on Financial Investment, 2nd edn 
(Oxford, Hart Publishing, 2012).

popular destination for cross-listing, although the pre-eminence of the US in this regard 
has varied somewhat over the years. For example, in the 10 years to 2011 London attracted 
a significantly greater proportion of cross-border IPOs than New York,94 and, in October 
2011, London had the largest number of foreign listings globally.95 The cause of this shift 
generated debate, particularly regarding whether increased regulatory burdens imposed in 
the US as a result of the Sarbanes-Oxley Act in 2002, amongst other things, had prompted 
firms to look elsewhere.96 In recent years, however, it appears that the US has regained 
some of its previous dominance, particularly as IPO activity in London slowed down in the 
wake of Brexit referendum in 2016.97

10.4. The Theory of Regulation of Public Offers

Potentially significant advantages flow to the company from an offer of its securities to the 
public, as discussed at 10.2.1, but these are coupled with a number of disadvantages, includ-
ing a considerable amount of additional regulation. This section considers the aims of this 
regulation. The following sections then assess the rules that are in place to regulate public 
offers of shares with a premium listing on the Main Market in the UK in the light of these 
goals. This chapter concentrates on the investor protection that arises from the regulation of 
the markets. The UK regulatory regime also regulates the providers of financial products, so 
that no one may carry on regulated activities without authorisation from the FCA.98 Those 
acting as intermediaries in relation to issues of equity securities who carry on regulated 
activities, for example by advising on investments,99 arranging deals in investments100 or 
managing investments,101 are required to be authorised. Regulating these intermediaries is 
another way in which a regime can seek to ensure investor protection. A full discussion of 
this form of regulation falls outside the parameters of this book.102
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 103 The FCA operates on ‘the general principle that consumers should take responsibility for their decisions’: 
FSMA, s 1C(2)(d).
 104 Indeed, many investors do not even want to inspect: they aim to be passive recipients of an income stream 
rather than active investigators in the product. Public company shareholders have traditionally been regarded as 
passive (for a discussion of the ‘rational apathy of such shareholders’ see AA Berle and GC Means, The Modern 
Corporation and Private Property (London, Transaction Publishing, 1991)). Of course, investors come in all shapes 
and sizes. Retail investors are classically passive investors, but institutional investors can be either passive investors 
(eg tracker funds) or more active (eg hedge funds). This is discussed further at 11.2.2.1.

10.4.1. Objectives of Regulation

The overarching aim of capital market regulation at the IPO stage is undoubtedly inves-
tor protection, but the goal is not to insulate investors from sustaining losses.103 Instead, 
the aim is to enable investors to make informed choices and efficient resource allocation 
decisions. The primary problem for investors in a public offering is valuing the offered secu-
rities. Issuers and their insiders enjoy an informational advantage over outside investors. 
The risk for such investors is that issuers will use this advantage to sell overvalued shares. 
This informational asymmetry also gives rise to potential problems for issuers. More sophis-
ticated investors can compensate for this risk by demanding a lower price to purchase the 
shares, with the result that issuers would be forced to accept less for their securities than 
they would if investors had full information on which to value the securities. This would 
raise the cost of capital for issuers.

As discussed in chapter eleven, the position is more complex once the securities have 
been admitted to trading. It is generally accepted that at that stage there are two objec-
tives being pursued in regulating the capital markets: the first is to ensure that the prices of 
publicly traded securities are reasonably well informed—that is, to promote the efficiency of 
the market through the promotion of efficient market pricing; and the second is to ensure 
that shareholders are protected by effective corporate governance institutions once they 
invest in publicly traded shares. The latter objective is only of significance after the IPO and 
will be dealt with in chapter eleven. The former objective also operates differently at the 
IPO stage as compared to the position in the secondary market. In the IPO there is only a 
market for shares once the shares have been issued and are actually available to be traded. 
Investors who subscribe to the offer cannot, therefore, rely on the market to ensure that 
the price is efficient. In order to protect them, a slightly different set of investor protection 
devices needs to be put in place. These devices are based on disclosure, as we shall see, but 
rather than relying on the market to provide the requisite level of investor protection, there 
are a number of structures and processes put in place that result in a partial reversal of the 
usual ‘caveat emptor’ principle.

10.4.2. The Need for Regulation

The need to protect investors in publicly traded securities stems in part from the nature 
of the assets in question. Securities are intangible goods which cannot be inspected in the 
same way as other consumer products.104 Buying a security is not like buying a car. There 
is no opportunity to walk around the asset, to inspect its material condition, or to take it 
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 105 These issues operate slightly differently for debt securities. The future income of a debt security will generally 
be certain, in terms of the amount owed and the dates of payment, albeit that whether the lender will be repaid will 
depend on the financial state of the company at the time. As regards shares, however, the amount that the share-
holder will receive is uncertain in all respects. As discussed at 3.2.1 there is no entitlement to dividend payments. 
The shareholders, or at least the ordinary shareholders, are the residual claimants on the company, taking the lion’s 
share of the risks and rewards in the company, and this makes their income stream entirely dependent on the future 
fortunes of the company. In this way bonds can be said to be less informationally sensitive than shares, because 
their price is less likely to change with the release of new information about the company as compared to equity 
securities, except where the information reflects the inability of the issuer to repay the debt.
 106 See 4.4. In addition, there are general company law devices in place to protect minority shareholders in private 
companies, eg Companies Act 2006, ss 994–96.

for a test drive. In addition, unlike other consumer products where the value of the asset 
depends on what has happened to it to date (to continue the car analogy, how many miles it 
has driven, the quality of the service history, whether it has been in any serious accidents), 
the value of securities is largely contingent on the expected future performance of the issu-
ing company.

Securities are claims to the future income of companies. The quality of these securities 
cannot be fully assessed in advance. The problem with selling securities is that this future 
income is subject to many unknowns. No entrepreneur can make binding promises about 
the future income that will be generated by the company. Nevertheless, the directors and 
managers in a company are in a better position than prospective investors, certainly most 
outside investors, to judge the likely nature of the risks that the company will face, and how 
it is likely to fare under them. This creates a risk that they will misrepresent the company’s 
prospects in order to encourage investors to invest. It is this risk, caused by the asymmetry 
of information between companies and market participants, that capital market regulation 
seeks to address.105

These same points could, however, be made in relation to the investments in private 
companies, which are not regulated in the same way. The law does put in place protections 
for shareholders in private companies, such as pre-emption rights.106 It is notable, though, 
that these measures are in place to protect existing members of the company, not incoming 
shareholders, whose position is left primarily to contract law. So, what is it about publicly 
traded securities that makes this additional protection necessary?

The objectives of regulating the capital markets, namely market efficiency and investor 
protection, require the law to constrain opportunistic managers and controlling share-
holders, in other words to regulate the conflict between corporate insiders and corporate 
outsiders. There is a general assumption that investors in private companies have some 
connection with the company and, consequently, that the information asymmetry between 
them and the managers/controllers will be less severe than that which exists for inves-
tors in publicly traded companies. This is true to some extent. In private companies with 
small numbers of shareholders, those shareholders are more likely to be involved in the 
management of the firms, and therefore to have direct knowledge of corporate affairs, but 
this argument tends to weaken as the size of private companies increases. Moreover, some 
investors in publicly traded companies can still be regarded as ‘insiders’ to some extent, 
for example where founder shareholders remain in the company following the IPO. This 
distinction is, therefore, an inexact one.

Another justification for differentiating between public and private companies is the 
idea that a fraud in a publicly traded company may impact on the prices of independent but 
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 107 R Kraakman et al, The Anatomy of Corporate Law, 3rd edn (Oxford, Oxford University Press, 2017) 9.1.
 108 The position regarding debt securities, and the opportunity for debt investors to negotiate, is discussed at 
13.1.3.
 109 Eg SN Kaplan and P Strömberg, ‘Financial Contracting Theory Meets the Real World: An Empirical Analysis 
of Venture Capital Contracts’ (2003) 70 Review of Economic Studies 281. The position of private equity investors is 
discussed further at 16.3.2.
 110 This section utilises the language adopted by R Kraakman et al, The Anatomy of Corporate Law, 3rd edn 
(Oxford, Oxford University Press, 2017) ch 9.
 111 Prospectus Regulation, art 20(1), FSMA, s 87A and FCA Handbook, PRR 3.1. The draft prospectus, and other 
relevant documents, must be submitted to the FCA at least 10 working days prior to the intended publication date 
in order to allow this process to occur (FCA Handbook, PRR 3.1.6(2)(a)). In the past, the FCA was referred to as 
the ‘UK Listing Authority’ or ‘UKLA’ when carrying out this function, but the use of this name has been phased 
out: see FCA, Primary Market Bulletin, February 2019, No 20.
 112 In fact it is more likely that the FCA will simply require the issuer to remedy the inaccuracy, and to refuse 
approval only if that does not occur: FSMA, s 87J(1).

similar companies in the marketplace, whereas a fraud within a private company is unlikely 
to have a similar spillover effect.107 A further difference between publicly traded compa-
nies and private companies is the fact that private company share purchases are generally a 
matter of negotiation. Investors purchasing a significant stake in a private company are able 
to contract for their own protection, including their own disclosure regime.108 The foun-
dational documents in venture capital financing arrangements attest to the possibility that 
shareholders can contract for the necessary protective structures in some circumstances.109 
‘Outside’ investors in private companies still need information, and will need to bargain 
for this disclosure themselves on a company by company basis, but this obviously comes 
with costs attached to it which make it unsuitable for use in the context of publicly traded 
companies. In such companies it is unreasonable to expect most retail investors to conduct, 
and pay for, their own disclosure regime. There can be a transaction cost benefit for publicly 
traded companies in imposing a mandatory regime of disclosure. Although a regime of this 
kind could be of benefit to some private companies, this type of regulatory mechanism will 
be too costly for most private firms to support, and therefore disclosure in private compa-
nies remains a matter for individual investors to negotiate.

10.4.3. Regulatory Strategies

There are three principal strategies for regulating this conflict between corporate  
insiders and corporate outsiders: governance strategies, affiliation strategies and manda-
tory  disclosure.110 While the first and second of these have a small part to play, mandatory 
disclosure forms the central plank of the UK’s regulatory strategy.

10.4.3.1. Governance Strategies

One form of governance strategy, sometimes termed ‘merit regulation’, involves a disinter-
ested third party screening companies that wish to enter the public securities market. In the 
UK a prospectus must be vetted by the FCA,111 and section 75(5) FSMA entitles the FCA 
to refuse an application for listing if that listing would be detrimental to investors.112 Time 
constraints mean that this review is by no means full and comprehensive. The primary aim 



504 Public Offers of Shares

 113 See, in particular, FCA Handbook, PRR 2.
 114 It is worth noting that the FCA and its officers are protected from liability in damages for acts and omissions in 
the discharge of their functions, unless bad faith is shown or there is a breach of s 6 Human Rights Act 1998, so it 
will not usually be worth suing the FCA if the prospectus is incomplete or inaccurate: FSMA, Sch 1ZA para 25 25.
 115 For a discussion of the limited role of merit regulation within the US see SEC, Report on the Uniformity of 
State Regulatory Requirements for Offerings of Securities that are Not Covered Securities (1997), which states that 
approximately 40 states undertake a merit review, but acknowledges that disclosure, rather than merit review, is the 
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 116 FRC, UK Corporate Governance Code, July 2018.
 117 Companies Act 2006, ss 420–22A, 439–40 as amended.
 118 These requirements do not, therefore, apply to an admission to trading on AIM. The exchange does put in 
place some requirements (see AIM, Rules for Companies, March 2018), but primary responsibility for assessing the 
suitability for admission to AIM is placed with an adviser, a ‘nomad’: see LSE, AIM Rules for Nominated Advisers, 
July 2018, rule 14.
 119 FCA Handbook, LR 2.2.7(1)(a). The value is £200,000 for debt securities: LR 2.2.7(1)(b) (discussed further at 
13.2.2.2). This rule was initially introduced to implement a requirement of the Consolidated Admissions Require-
ments Directive 2001/34/EC (CARD): CARD, arts 43 and 58. Other UK requirements, which all flowed originally 
from CARD, are that the securities on offer must be admitted to listing (LR 2.2.9), originally implementing CARD, 
arts 49, 56 and 62), the securities must be freely transferable (LR 2.2.4(1), originally implementing CARD, arts 46, 
54 and 60), and, in the case of shares, a ‘sufficient number’ of the class of shares in question must be distributed to 
the public (LR 6.14.1, originally implementing CARD, art 48).
 120 FCA Handbook, LR 6.2.1, originally implementing CARD, art 44.

of this process is to ensure that the prospectus’s content complies with the requirements in 
the Prospectus Regulation, FSMA and in the FCA Handbook,113 and not to ensure that the 
information provided is correct. The FCA can be expected to spot glaring omissions or inac-
curacies in the information provided, but it cannot guarantee the completeness or accuracy 
of all the information in the prospectus.114 In general, the costs of a merit regulation system 
are deemed to be too great to be justified in a mature market.115 In the UK, therefore, the 
FCA has the role of general watchdog, rather than a more formal role of gatekeeper at entry 
level.

The governance strategy can also be regarded as comprising any rules designed to 
provide oversight of the directors in the context of publicly traded companies. On this 
analysis rules relating to the structure of boards, such as the need for independent direc-
tors, or rules providing shareholders with corporate governance rights in the context of 
publicly traded companies, could be regarded as part of the governance strategy. In the UK 
the Corporate Governance Code116 is an example of the first strategy, whereas the control 
rights which shareholders in certain publicly traded companies have in relation to directors’ 
remuneration is an example of the latter.117

10.4.3.2. Affiliation Strategies

The affiliation strategy involves rules being introduced to govern the characteristics and 
behaviour of publicly traded firms, such as rules relating to the minimum size of corpo-
rate issuers, a minimum float for listed securities and a minimum history for published 
accounts. The UK adopts this strategy to some extent. For example, the expected market 
value of the equity securities to be admitted to listing118 must be at least £700,000.119 In 
addition, the company must produce historical financial information for a period of at least 
three years, ending not earlier than six months before the application for admission, or nine 
months before the date the shares are admitted to listing.120 The company must show that 
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 121 Ibid, LR 6.4.1. This requirement does not flow from CARD.
 122 Ibid, LR 6.7.1. This requirement is subject to exceptions: eg, LR 5.4A.13. These requirements did not flow from 
CARD and were super-added by the UK.
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 125 For discussion of mandatory disclosure as a regulatory strategy see L Enriques and S Gilotta, ‘Disclosure and 
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misleading: see eg Derry v Peek (1889) 14 App Cas 337. For further discussion see 10.6.2.1.

it will be carrying on an independent business as its main activity,121 and that it (and any 
subsidiaries) will have sufficient working capital to meet its (or the group’s) requirements 
for the 12 months after the publication of the prospectus or of the listing particulars of the 
shares that are being admitted.122

These requirements aim to ensure that issuers have a certain quality that is demonstrated 
by the company’s trading history and size. It is clear, however, that rules of this kind can 
only go so far towards protecting investors from possible abuse, and very few company law 
rules protect matters such as the price and voting rights attached to the shares of publicly 
traded companies.123 It is also notable that this is a limited list of issues compared to the 
very significant amount of information which a company must disclose in its prospectus 
as a result of the imposition of mandatory disclosure, discussed next. The value of these 
requirements may, therefore, be questioned. In a regime that is so heavily geared towards 
mandatory disclosure, an alternative approach would be to allow companies to determine 
these issues for themselves, so that they could, for example, include less than three years of 
accounting records, but then would be obliged to disclose that fact to the public.

Liability regimes for ongoing disclosure obligations, such as section 90A FSMA, can also 
be regarded as falling within this category, since they aim to ensure the reliability of ongo-
ing corporate disclosures. These are discussed further in chapter eleven.124 Liability regimes 
for disclosures made in prospectuses are more usually regarded as part of the disclosure 
strategy.

10.4.3.3. Mandatory Disclosure

Although the UK does make use of governance and affiliation strategies to a small extent, 
the primary mechanism for regulating its capital markets is via the use of mandatory 
disclosure.125 As discussed in 10.4.2, equity securities are intangible goods, which are claims 
to the future income of companies, and insiders are in a better position than investors to 
evaluate the risks faced by the company, and its potential to overcome those risks. It is clear 
that to be effective a system needs to regulate the agency relationship between directors, as 
insiders, and investors, as outsiders, by preventing fraud by the insider. Many jurisdictions 
have developed anti-fraud rules to counteract this possibility. The UK was one of the first to 
do so, with its Directors’ Liability Act of 1890. Anti-fraud regimes need to be coupled with 
disclosure obligations, however, to provide investors with protection, otherwise companies 
could avoid liability by simply staying silent.126
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 127 See 11.2.
 128 See 11.2.1.1.
 129 In recognition of this fact the Prospectus Regulation, art 6(2) requires that the information in a prospectus 
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 133 G Akerlof, ‘The Market for “Lemons”: Quality Uncertainty and the Market Mechanism’ (1970) 84 Quarterly 
Journal of Economics 488.

Mandatory disclosure is the strategy adopted in the UK to deal with the need both to 
regulate IPOs, discussed in this chapter, and also to regulate the ongoing market, once 
shares have been listed, discussed in chapter eleven. However, the rationale for mandatory 
disclosure is not identical in these two scenarios. The primary rationale to explain the need 
for disclosure in relation to the ongoing market is to ensure market efficiency, although 
disclosure can also perform other useful functions, such as allowing shareholders to exer-
cise a corporate governance role and allowing lenders to reduce monitoring costs.127 The 
efficient capital markets hypothesis (ECMH) suggests that investors (including unsophisti-
cated investors) are protected, provided all relevant information is disclosed, as this is then 
reflected in the price of the securities.128 At the IPO stage, however, no market yet exists 
for the securities, and therefore no market price has yet been established. The rationale for 
disclosure at this stage rests on the informational asymmetry that exists between corporate 
insiders and outsiders. Accordingly, the disclosure rules at the IPO stage seek to overcome 
this asymmetry by modifying the principle of caveat emptor, in order to provide investors in 
the public offering with the information they need to assess whether to purchase the offered 
shares.

This strategy, however, rests on investors actually reading and digesting the information 
that is provided, in order to make an informed investment decision.129 This is in contrast 
to disclosures made in the secondary market whereby the operation of the ECMH allows 
investors to rely on the price of the securities, into which all the available information has, 
arguably, been impounded, rather than to have to read those disclosures for themselves.130 
Some indirect protection may be available to investors, however, via analysts’ recommenda-
tions and other intermediary activity, although this is far less developed than the investor 
protection benefits that such intermediaries provide in the secondary market.131

Disclosure can also be seen to be of benefit to issuers.132 Faced with inadequate infor-
mation about companies and their securities, investors would not be able to differentiate 
the ‘good’ investments from the ‘lemons’.133 If issuers offering better quality securities are 
unable to distinguish themselves, investors will view all securities as average. Consequently, 
there will be too little investment in the good businesses, and the low-quality businesses will 
attract too much money.
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It is generally accepted that in order to allow investors to make efficient choices about 
the securities in which to invest, a system of mandatory disclosure is required.134 Due to 
the agency problem between investors and corporate insiders it is believed that managers 
would not have an incentive to disclose all relevant information to investors. This is not 
to say that managers would not have incentives to disclose voluntarily some information 
about their company. The managers of above average companies would, after all, have an 
incentive to reveal information that would allow them to differentiate the securities of their 
companies from those of other companies and, thereby, to receive above average prices 
for their securities. Furthermore, they would have an incentive to reveal at least some of 
the bad information about the company, as well as the good information, as a means of 
convincing investors that they had been told everything that was relevant, that the informa-
tion provided should be trusted, and therefore that the price of the securities should not be 
discounted.

Alternatively, companies could attempt to differentiate their securities as a high-quality 
product by other means, although these all come with significant costs attached to them. 
For example, the company could use reputational means, a technique sometimes referred to 
as ‘signalling’. This might involve employing a respected merchant bank or stockbroker to 
bring them to the market, or employing other well-respected outsiders, such as accountancy 
firms, to certify the accuracy of the company’s representations. Investors ought to be able 
to trust reputable intermediaries to report truthfully, even if they do not trust the issuing 
companies themselves to do so because, in theory, these intermediaries are repeat players 
who face serious sanctions but make no significant gains from misreporting.135 This mecha-
nism is in use in the UK.136

Companies could also attempt to differentiate themselves by requiring directors 
to hold substantial quantities of shares (ie to have ‘skin in the game’): the higher the 
quality of the securities, the more likely it is that directors will be prepared to hold 
them. Directors are likely to want to be compensated, however, if they have to hold 
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undiversified portfolios. Alternatively, the company could make promises regarding divi-
dend payments, or could make use of leverage in order to demonstrate their confidence 
in the company’s prospects.

Without mandatory disclosure, information might also be made available to investors 
by other means. One suggestion is that differentiation between the good and bad securities 
could take place as a result of the efforts of financial intermediaries.137 For example, analysts 
actively search for information before they invest in a company, follow up tips and look at 
global information such as the price of raw materials. The efforts of analysts to uncover this 
information can also be valuable to investors more generally, who may be able to piggyback 
on the analysts’ efforts.138 The absence of a mandatory disclosure regime would not, there-
fore, result in an absence of information for investors.

There are two weaknesses, however, with these arguments in favour of voluntary disclo-
sure. First, it may be that voluntary disclosure would lead to less information disclosure 
than a mandatory regime. In determining whether to make voluntary disclosure, companies 
would need to weigh up the advantage of doing so, namely persuading investors to pay a 
higher price for their securities, against the costs. There is a financial cost involved in disclo-
sure that cannot be ignored. In addition, revealing information may harm the company, 
for example by providing commercially valuable secrets to the company’s competitors, 
and managers would need to weigh up whether the benefit of revealing the information 
outweighed this cost. Put simply, voluntary disclosure may lead to the underproduction of 
information. Mandatory, standardised disclosure can solve this problem. If every company 
must disclose the same things, there are reciprocal benefits for each company’s investors, 
even though the company may be compelled to disclose information which is advanta-
geous to its rivals. It may be that the managers would also be better off by not revealing all 
the information about a company, since they are then able to engage more easily in insider 
trading. Although, as we will see in 12.2, insider trading is prohibited, the prohibitions are 
imperfect, and insider trading is hard to detect. As a result, managers are unlikely to reveal 
all the information they have about a company, even if it would be relevant to investors. 
Furthermore, some of the information that will be relevant to investors in assessing the 
value of a company’s securities will not be in the control of the managers, so they would 
not be able to reveal the information even if they wanted to do so. This would include, for 
example, information which is in the control of competitor companies.

Second, a significant problem with a voluntary system, and therefore one of the most 
compelling arguments in favour of mandatory disclosure, is the fact that the information 
provided under a voluntary system would be idiosyncratic. Without standardisation of 
the information involved it would be more difficult for most investors to make use of it. 
Standardisation improves comprehensibility and comparability and thereby increases the 
value of the information to investors. While it is possible for standardisation of this kind 
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to arise through private ordering, a mandatory system ought to be cheaper and quicker to 
establish.

Arguments in favour of voluntary disclosure can be made.139 Furthermore, the benefits 
of mandatory disclosure may be questioned if it leads to an overproduction of information 
or the production of irrelevant information.140 Nevertheless, most academics and regulators 
accept that mandatory disclosure is an essential feature of capital markets regulation. This is 
certainly the accepted position in the EU,141 and, by extension, in the UK.142 The content of 
the UK’s mandatory disclosure rules is discussed next.

10.5. Regulation of Public Offers in the UK:  
Ex Ante Protection via Mandatory Disclosure

10.5.1. Regulatory Structure

The regulatory structure in this area is complex, being a mixture of EU legislation, UK 
legislation, rules generated by the UK regulator (the FCA), and rules generated by the stock 
exchanges themselves.

There has been a slew of EU directives aimed at promoting the concept of a single market 
for financial services.143 As far as the disclosure of information in prospectuses is concerned, 
the most important piece of EU law is the Prospectus Regulation,144 whilst admission to list-
ing is regulated by CARD.145 The Prospectus Regulation (along with its implementing and 
delegated acts)146 is intended to be a step on the road towards an EU Capital Markets Union,  
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as the divergent approaches permitted under the prior Prospectus Directive were seen as 
incompatible with the integrity of the true single market for capital envisioned by such 
project.147 The Prospectus Regulation aims to improve access to finance (particularly by 
SMEs) and simplify information for investors.148 In the UK, FSMA adds additional rules 
and requirements for companies wishing to offer their shares to the public.149

Within the UK, it is the FCA that has responsibility for listing matters.150 The 
FCA is, inter alia, responsible for the FCA Handbook, which contains the Prospectus 
Regulation Rules, the Listing Rules and the Disclosure Guidance and Transparency Rules. 
It is the Prospectus Regulation Rules that are of particular importance for the purpose  
of IPOs.

The final element of regulation exists at the level of the stock exchanges themselves, 
which also have an important rule-making function. As discussed, in the UK admission of 
securities to trading on the Main Market requires companies to seek inclusion in the Official 
List (governed by the FCA) and to apply for admission of the securities to trading on the 
market (a matter governed by the London Stock Exchange). The LSE’s rules governing this 
process are therefore of considerable importance.151

10.5.2. Mandatory Disclosure in the UK

The key mechanism by which UK law achieves its disclosure objectives is the prospectus.  
A prospectus is required whenever admission of securities to trading on a regulated market, 
such as the LSE’s Main Market, is sought,152 or indeed whenever a company offers its secu-
rities to the public.153 Despite the many changes introduced by the Prospectus Regulation, 
these triggers were left unchanged.
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There are, however, a number of exceptions and circumstances in which a prospectus 
is not required, because it is deemed that ‘an offer of securities to the public’ has not been 
made.154 This phrase therefore requires examination.

10.5.2.1. Meaning of ‘An Offer of Securities to the Public’

An offer of securities to the public is defined broadly for these purposes.155 Communication 
in any form, or by any means, to any person which provides sufficient information on the 
terms of the offer and the securities to be offered, so as to enable an investor to decide to 
purchase or subscribe for those securities, will fall within this definition.156 It includes an 
offer which takes place via a placing through financial intermediaries. It covers both a new 
issue of shares by issuers as well as secondary offers, although changes introduced by the 
Prospectus Regulation mean that secondary issuances are subject to more relaxed prospec-
tus requirements, and so, for example, do not need to include an operating and financial 
review (on the basis that ongoing secondary market disclosures such as those discussed in  
chapter eleven, under the Transparency Directive and Market Abuse Regulation, provide 
sufficient information to investors).157 Another new category of reduced disclosure intro-
duced by the Prospectus Regulation relates to SMEs. The Prospectus Regulation introduces 
the concept of an EU Growth Prospectus,158 which permits an alleviated standard of 
disclosure in a standardised format. Offers of securities by SMEs (as well as some non-
SME issuers)159 are therefore subject to a reduced disclosure standard that focuses on the 
relevance and materiality of information for investors and the need to ensure proportional-
ity between the size of the company and the costs of producing a prospectus.160 Although 
reduced disclosure is beneficial for SMEs, it might be noted that, given that there tends 
to be less information already in the public domain for such companies, disclosure is 
particularly valuable for investors seeking to assess the value of securities offered by SMEs. 
This change therefore represents a trade-off and recognises that SMEs are often associ-
ated with innovation, job creation and economic growth, so that facilitating their ability 
to raise equity finance is regarded as beneficial to society generally.161 A further innova-
tion of the Prospectus Regulation is the introduction of a Universal Registration Document 
(URD) which provides the option of fast-track access to capital markets for issuers who 
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have published preapproved URDs two years in a row.162 The Prospectus Regulation also 
introduced changes that impact on the issue of debt securities; these are discussed in  
chapter thirteen.

There are a number of exemptions from the mandatory prospectus requirements. The 
idea behind these exemptions is to exclude the need to provide a prospectus, and thereby 
the information provided in that prospectus, where the cost of providing it would be likely 
to outweigh the benefits of having it provided. The strongest case for removing the obliga-
tion for companies to provide information in a prospectus is where no asymmetry exists 
between the investors and the corporate insiders. Some of these exemptions therefore 
recognise that in some circumstances the costs of mandatory disclosure are not justified 
because the investors already have the relevant information. For example, where shares are 
being issued to target shareholders in a share-exchange takeover bid it may be assumed 
that the shareholders will receive the necessary information as part of that transaction, 
and therefore have no need of additional mandatory disclosure from the company.163 A 
similar rationale would appear to underlie the exemption that applies where the offerees 
receive the offer other than as part of a fundraising exercise by the company, for exam-
ple those receiving bonus shares, and shares issued under employee or directors’ share 
schemes.164

An alternative rationale for exempting an offer from the mandatory disclosure require-
ments is where investors may not already have the information, but can be assumed to 
be capable of evaluating the merits and risks of the potential investment for themselves, 
without the law’s protection, and can acquire any information they need to make this assess-
ment. This explains the exemption that applies where the offer is addressed to ‘qualified 
investors’ only.165 This rationale also appears to underlie the exemption for offers where an 
investor must pay at least €100,000 to acquire the securities,166 and offers of securities in 
denominations of at least €100,000.167 In this context wealth is being used as a rather crude 
proxy for financial sophistication. The purpose of these exemptions seems to be to facilitate 
non-retail offers.

Some of the other exemptions focus on the small size of the offering, so that there are 
exemptions for offers of securities with a total consideration across the EU of €1 million 
raised over 12 months.168 This threshold can be raised to €8 million for the same period 
at the individual Member States’ discretion and numerous Member States, including 
the  UK,169 have done so. In addition, there is an exemption where the offer is to fewer 
than 150 legal or natural persons per Member State, other than qualified investors.170  
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In these circumstances, the reason for the lack of mandatory disclosure is entirely pragmatic, 
namely that while investors may benefit from mandatory disclosure, the cost of such disclo-
sure is deemed to be out of proportion to the benefit that might be gained by imposing it.171 
Even if an offer falls within one of these exemptions, however, the need for a prospectus can 
still be triggered by a request for admission of securities to a regulated market, such as the 
Main Market in London. Although there are exemptions to this requirement too,172 they are 
generally narrower in scope so that, for example, there is no ‘qualified investor’ exemption, 
which is unsurprising given that there is no mechanism for controlling the ownership of the 
shares once they have been admitted to the market.173

10.5.2.2. Form and Content of a Prospectus

The overriding purpose of the prospectus is to provide

the necessary information which is material to an investor for making an informed assessment of: 
(a) the assets and liabilities, profits and losses, financial position, and prospects of the issuer and 
of any guarantor; (b) the rights attaching to the securities; and (c) the reasons for the issuance and 
its impact on the issuer.174

That is, to provide disclosure to investors.
The prospectus is intended to provide useful information to investors and, therefore, 

the information contained therein ‘shall be written and presented in an easily analysable, 
concise and comprehensible form’,175 and issuers need to provide a summary as part of the 
prospectus in order to further this aim.176 The summary must present the key informa-
tion on the issuer, the securities and the offer (or admission) in an easily accessible and 
understandable way. It should convey concisely, and in non-technical language, the key 
information relevant to the securities which are the subject of the prospectus and, when 
read with the rest of the prospectus, must be an aid to investors in considering whether to 
invest in the securities.177 Emphasis is also placed on a clear layout, in an attempt to make 
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summaries more investor friendly. The length of the summary should generally not exceed 
seven pages.178 A prospectus summary must, however, make it clear that it is only an intro-
duction and that investment decisions should only be based on the prospectus.179

The source for the rules regarding the need for a prospectus, and the content of the 
prospectus, is the Prospectus Regulation and its delegated legislation.180 Examination of 
the disclosure requirements for a share registration document provides a good illustration 
of the nature of the disclosure requirements created by this Regulation.181 Full details of the 
issuer itself must be given, including its legal and commercial name, its place of registration, 
date of incorporation and registered office,182 as well as details regarding the existing share 
capital of the company,183 including a description of the rights, preferences and restrictions 
attaching to each class of the existing shares.184 The information that issuers must provide 
includes the operating and financial review of the issuer,185 its organisational structure186 
and capital resources,187 details of the members of the administrative, management and 
supervisory bodies of the company and senior management,188 details of the company’s 
employees,189 and details of major shareholders within the company.190

Issuers are required to disclose audited historical financial information covering the 
latest three financial years, or such shorter period that the issuer has been in operation, and 
the audit report in respect of each year.191 The names and addresses of the issuer’s auditors 
for the period covered by the historical financial information must also be disclosed.192 
Issuers must provide, inter alia, a business overview of the issuer’s business,193 including a 
description of the issuer’s material investments for each financial year for the period covered 
by the historical financial information up to the date of the registration document,194 and a 
description of the nature of the issuer’s operations and its principal activities;195 a description 
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of the principal markets in which the issuer competes;196 details of the risks which are 
specific to the issuer or to the securities;197 the most significant recent trends in production, 
sales and inventory, and costs and selling prices since the end of the last financial year to the 
date of the registration document;198 and a summary of each material contract for the two 
years immediately preceding publication of the registration document.199

It can be seen that the information required is predominantly historical in nature. It 
describes the issuer, its managers, its shareholders, and its financial situation up to the date 
of application for admission. For the most part the information required of issuers is not 
forward-looking.200 It might seem surprising that the mandatory disclosure requirements 
focus so strongly on the provision of historical information, given that the value of the secu-
rities to the investor is in their future potential, and it is information about the company’s 
future performance and profits that is likely to be of most interest to a potential investor. 
A recitation of specified objective facts is, however, the lowest-cost method of disclosure. It 
is also, arguably, the most reliable data on which to base any analysis of the company. If the 
costs of mandatory disclosure become excessively high, then alternative methods whereby 
high quality businesses can distinguish themselves, such as employing high-reputation 
outsiders, or promising significant dividends in the future, all start to look like more attrac-
tive options. Historical facts are also the easiest to compare across companies. Verification 
is cheapest, and the enforcement of an anti-fraud system works best, where it is relatively 
simple to verify the accuracy, or inaccuracy, of a statement made by the company. There are 
costs attached to both over-enforcement and inaccurate enforcement.201

There are also dangers associated with the inclusion of forward-looking information 
in prospectuses which do not arise from the provision of historical information. This is 
because forward-looking information provides the issuer’s directors with an opportunity to 
present the company’s future in an over-optimistic manner. This danger is clearly recognised 
by the regulatory regime. In only one respect does EU legislation allow issuers to include 
genuinely forward-looking information in their prospectuses: issuers can choose to include 
profit forecasts in their prospectuses, though they are not obliged to do so.202 These profit 
forecasts have the potential to be very influential for investors, particularly retail investors. 
As a result, the assumptions underlying profit forecasts have to be stated and a distinction 
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made between assumptions which directors can influence and those which are outside their 
control. The assumptions must also be specific and precise and readily understandable by 
investors.203

Whatever the reasons behind the provision of largely historical information, however, 
the effect is that this information disclosure will be of relatively limited value to investors 
in determining what the future value of the securities is likely to be, which, after all, is what 
investors are most concerned to determine. This is in contrast to the position regarding 
the ongoing regulation of the markets, discussed in chapter eleven, where some ‘forward-
looking’ information is included in companies’ continuing disclosure obligations.204

10.6. Regulation of Public Offers in the UK:  
Enforcement of the Mandatory Disclosure Regime

A regime that aims to provide investor protection via mandatory disclosure requires, first, 
that information is disclosed in order to allow the investor to make a decision whether or 
not to invest, and, second, that the information disclosed is accurate.

There are relatively few ex ante mechanisms in place in the UK to ensure that infor-
mation disclosed in the prospectus is accurate. The FCA has a very low-level vetting role 
in relation to prospectuses,205 which should prevent glaring inaccuracies and omissions 
getting through. This process does not guarantee the accuracy and completeness of the 
document, although it is sometimes suggested that the obligation to submit the prospec-
tus to the FCA for vetting may act as a valuable discipline upon issuers and their advisers. 
Another form of ex ante protection arises from the need for the issuer to appoint a spon-
sor, who has to assure the FCA, when required, that the responsibilities of the applicant 
company under the Listing Rules have been met.206 Finally, certain items of information 
within the prospectus will need to be verified by third parties, so that the accounts provided 
by the issuer need to have been audited,207 preliminary statements of annual results will 
have to be agreed with the company’s auditors prior to publication,208 a series of docu-
ments will need to be reviewed by an auditor before the company’s annual report can be 
published209 and, in case a financial information table is required, such table will be subject 
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to the opinion of an independent accountant, qualified to act as an auditor. These forms of 
ex ante review are, however, fairly light touch and the main remedies for omissions or inac-
curacies in a prospectus are provided ex post. This section therefore considers the range of 
ex post protections on offer.

In the context of ex post remedies it has been suggested that it is not just the ‘law on 
the books’ but also the level of enforcement of those laws in practice that is important in 
determining the quality of a jurisdiction’s regulatory regime.210 On this analysis, the level of 
enforcement within a regime will depend both on the existence of rights of action by private 
citizens and public authorities, and on the intensity or frequency with which enforcement 
occurs in practice. This section discusses each of these issues in turn.211

10.6.1. The Aims of Enforcement

The liability regime for inaccurate information provided in prospectuses is a matter of 
choice for each jurisdiction. Within the EU, the Prospectus Directive previously required 
Member States to apply ‘their laws, regulation and administrative provisions on civil liabil-
ity’ to those responsible for the information contained in prospectuses;212 the Prospectus 
Regulation goes a bit further than the Prospectus Directive and highlights, in addition, the 
importance of Member States’ competent authorities enforcing its provisions consistently213 
and in cooperation with each other.214 The Prospectus Regulation also lists the minimum 
supervisory and investigatory powers that domestic law should grant to such authorities,215 
determines that certain infringements must be met with administrative sanctions (unless 
a criminal sanction is imposed),216 lists the circumstances that should, inter alia, be taken 
into consideration when applying administrative measures,217 mandates Member States to 
implement mechanisms that encourage whistle-blowers,218 and requires the publication 
of enforcement decisions.219 However, the Prospectus Regulation does not stipulate the 
nature of the regime that should be imposed; this remains a matter of choice for individual 
Member States.220

In order to judge the effectiveness of the UK’s enforcement regime, it is first necessary to 
consider what are the aims of a liability regime. The UK’s enforcement regime can then be 
judged according to these aims. A liability regime is a key aspect of the capital markets regu-
lation regime of a jurisdiction, and as such the aims of a liability regime are the same as the 
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aims of the capital markets regulation regime set out above, namely to protect investors and, 
more generally, to promote the efficient allocation of financial resources in the economy as 
between competing projects. There are two ways in which a liability regime might contrib-
ute to these goals. First, a liability regime can encourage the accurate and timely disclosure 
of information by issuers by deterring misstatements, and, second, a liability regime can 
contribute to the goal of promoting investor confidence by providing compensation to those 
who suffer loss as a result of a misstatement in a prospectus.

10.6.1.1. Encouraging the Accurate and Timely Disclosure of Information

A liability regime can contribute to the goal of encouraging the disclosure of accurate and 
timely information by deterring misstatements. In order for a liability regime for misstate-
ments in prospectuses to have a deterrent effect, however, that liability needs to fall on the 
directors and others who actually make the statement, rather than on the company. A liabil-
ity regime of this kind avoids moral hazard and is most likely to incentivise the directors 
and other statement-makers to exercise care when making statements. If the liability falls 
only on the company, that liability will then be borne by the shareholders rather than the 
makers of the misstatements, such as the directors. The shareholders may put pressure on 
the directors as a consequence of the liability imposed on the company, but such deterrence 
would operate only indirectly.

Where liability falls on the company, the result is that one set of shareholders recover 
at the expense of another set of shareholders.221 Company liability for misstatements in 
those circumstances can be seen as little more than a redistribution of value among 
 shareholders.222 This is not to suggest that situations where liability is imposed only on the 
issuer can have no deterrent effect. It is possible that reputational and other losses will fall 
on the makers of the misstatements as a result of the company being involved in litigation, 
but the deterrent effect is likely to be less pronounced in this situation than where liability 
falls on the statement-makers directly.

Even if the liability regime does not make the directors liable to the investors, they 
might nevertheless be liable to the company, for breach of their directors’ duties. Thus, the 
directors might have to reimburse the company for the loss suffered by the company in 
compensating the investor, but the decision to seek recovery from the directors would be a 
decision to be taken by or on behalf of the company.223 The decision to bring such an action 
could be brought by the board, or by the shareholders. Shareholders in the UK have the 
ability to bring a minority shareholders’ action against misbehaving directors either by way 
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of a derivative action224 or by way of a statutory petition for relief from unfair prejudice.225 
The level of enforcement of directors’ duties by shareholder litigation is, however, close to 
nil for listed companies.226

Even where liability falls only on the company, the actions of the directors and advisers 
of the company will, of course, remain of primary importance since the company, while a 
separate legal person, is not a natural person and can only act via its human agents. Liability 
can generally only be imposed on the company if its agents have acted in a way which allows 
liability to be attributed to the company. Various bases of attribution exist to determine 
when the acts and state of mind of a natural person can be attributed to a company.227 
In the context of misstatements in a prospectus, this will often be the company’s direc-
tors and senior managers. Imposing liability on the company for the misstatements of such 
individuals, however, is unlikely to have a significant deterrent effect on those individuals, 
unless they face some consequential penalty or effect, such as a breach of duty claim by the 
company.

In order to have a deterrent effect, therefore, liability needs to fall directly on those 
that make the misstatements. This will normally be the directors, but might also be the 
company’s advisers, such as its auditors. However, even imposing liability on the directors 
might not secure any deterrent purpose in practice if the effect of directors and offic-
ers liability insurance (D&O insurance) is to transfer the costs of the liability back to the 
company. In the US, even where liability potentially falls on directors, in practice the system 
of D&O insurance operates so that little liability remains with the directors.228 In the UK,  
D&O insurance is generally unavailable to cover fraudulent behaviour, but this difficulty 
may be bypassed if D&O insurance cover is extended to include directors’ liabilities under 
settlements of claims brought by investors in which the directors do not admit liability. 
If this is the case, imposing liability on directors might simply add to the incentives for 
defendants to settle investors’ claims out of court.229 In relation to the company’s auditors, 
provisions in the Companies Act 2006 make it possible for auditors to limit their liability by 
agreement with the company, as long as that agreement is fair and reasonable.230

One aim of a liability regime, then, might be to encourage the accurate disclosure of 
information through the use of deterrence. It is not necessarily the case, however, that the 
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most appropriate way to achieve this is by imposing the maximum level of liability possi-
ble, say a strict liability regime with onerous penalties for issuers, directors and others held 
responsible for the misstatement, and easy access to the regime for a wide range of potential 
applicants. Three different issues need to be weighed in the balance.

First, the costs of any liability regime need to be borne in mind. It is generally accepted 
that the standard of accuracy in prospectuses is high, and that this can be attributed in part 
to the imposition of the significant liability regime that currently exists in the UK regard-
ing misstatements in prospectuses.231 It is also true, however, that the verification process 
to which prospectuses are subject is both time consuming and costly. It seems clear that 
the costs could be reduced if the standard of the liability regime were reduced.232 The 
benefits of imposing a particular standard for liability must therefore be weighed against 
the costs.

Second, it may be that a more stringent liability regime might actually reduce the 
incentives for issuers to make timely and full disclosure of information, even if the level of 
accuracy of the information disclosed increased. Concerns about liability might lead issuers 
to check and double check the accuracy of information before release. This might make the 
information actually released more accurate, but would be likely to increase costs and to 
slow down the release of that information. This concern regarding the speed of disclosure 
is not likely to be a concern regarding the publication of a prospectus for an IPO, since that 
document is the first information received by the public from the company and therefore 
any delay is unlikely to be prejudicial to the public, but it might be of concern regarding 
ongoing obligations to disclose.233

Of more concern in the context of IPOs is the fact that issuers have some control not 
only over the amount of checking that occurs before a statement is made but also over the 
content of the statement itself. In relation to many disclosure obligations the law requires 
that a statement be made, but does not determine how detailed that disclosure should be. 
The danger is that if liability regimes are too onerous then the level of detail in disclosures, 
and therefore the potential benefit of disclosures to investors, might actually reduce. There 
might, therefore, be less information in the marketplace if the liability regime is too strin-
gent. Alternatively, the quality or utility of the information might decrease because it could 
conceivably be subject to qualifications, assumptions and disclaimers.

Finally, the ultimate purpose of these measures needs to be borne in mind, namely 
the promotion of investor confidence in the market, and of an efficient market for securi-
ties. It is generally accepted that permitting fraudulent statements to be made would have 
a corrosive effect on market confidence. By contrast, however, investors do not generally 
expect to see a strict liability regime in place, and therefore it is difficult to argue that a strict 
liability regime is needed to secure that confidence. The clearly stated general principle 
under which the FCA operates is, after all, that consumers need to take responsibility for 
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their own decisions.234 The issue is rather the extent to which misstatements involving some 
wrongdoing short of fraud should be brought within the liability regime.

10.6.1.2. Providing Compensation to those who Suffer Loss

The second way in which a liability regime might contribute to the goal of promoting inves-
tor confidence in the market is by providing compensation to those who suffer loss as a 
result of a misstatement in a prospectus. There are two elements that need to be consid-
ered. The first is what investors should be protected against. The point has already been 
made that regulation of the capital markets in the UK does not aim to insulate investors 
from sustaining losses. It is expected that investors should take responsibility for their own 
decisions. It is well accepted, however, that investors should be protected against some 
misstatements made in company prospectuses. These are selling documents, intended to 
persuade investors to buy securities in the company, and it is unsurprising that the law has 
protected investors from fraudulent misstatements made in those prospectuses for over a 
hundred years.235 More interesting is the question whether the law should protect investors 
against other forms of misstatement, namely those made negligently, or even innocently. 
The same points can be made here as are discussed above, namely that a balance needs to be 
struck between the benefits of accurate information versus the costs involved if the level of 
liability is set too high. As regards prospectus liability, the position in the UK is broadly that 
liability can be imposed for negligent misstatements in some circumstances, though gener-
ally not for innocent misstatements.

Attention also needs to be given to the amount of compensation to which investors 
should be entitled. If misstatements occur in a prospectus and an investor, A, buys shares for 
£2 which subsequently turn out to have been worth just £1.50 at the date of purchase, what 
should A be entitled to recover? Is it the difference between the price paid and the actual 
value of the shares at the date of purchase, ie 50p per share? Should A be able to recover any 
diminution in the future income stream of those shares, ie the reduced dividends that may 
flow from the misstatement? What if the shares are actually only worth £1.20 at the date 
when A brings a claim in relation to this wrongdoing; can the additional 30p per share be 
recovered by A in any circumstances? Should A in fact be able to return the shares to the 
issuer, and recover the entire £2 per share investment? The level of compensation available 
to the investor will have an impact on the value of any claim as a tool for investor protec-
tion. The definition of investor for these purposes will also be relevant. Should it include 
only those initial subscribers who purchase from the company or the underwriting bank, or 
should investors in the after-market also be included in this protection?236

10.6.2. Private Enforcement: Liability for Defective Prospectuses

Remedies for investors for misrepresentations that have caused loss to those who have relied 
on them have existed in the UK for well over a hundred years. The first remedy was provided 
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by the common law: liability for fraudulent misrepresentations was introduced via the tort 
of deceit.237 A statutory liability regime for prospectuses followed shortly afterwards.238

The current version of this statutory regime is to be found in section 90 FSMA.239 
In addition to the claim under this section, and liability in deceit, there are a number of 
other remedies that are available to investors in relation to misstatements in prospectuses. 
Two different claims for negligent misstatement exist: a claim under section 2(1) of the 
Misrepresentation Act 1967, and a claim for negligent misstatement based on the decision 
of the House of Lords in Hedley Byrne & Co Ltd v Heller & Partners Ltd.240 The substance of 
this latter claim is that the defendant owes the claimant a duty of care not to cause the claim-
ant economic loss by means of a negligent misstatement. It may, in addition, be possible for 
the courts to treat the misrepresentation as having been incorporated into the subsequent 
contract concluded between the parties, giving rise to the possibility of a breach of contract 
claim by the investor against the company as the other party to the contract.241 The nature 
of these claims will be discussed in the next section. As will become clear, the claim under 
section 90 FSMA is likely to produce the most favourable result for investors on most occa-
sions, and therefore this section will focus on an analysis of this claim, and compare and 
contrast the other forms of civil liability where relevant.

10.6.2.1. Nature of the Claim under Section 90 FSMA

In principle, section 90 FSMA makes those responsible for the prospectus242 liable to 
pay compensation to any person who has acquired any of the debt or equity securities to 
which the prospectus relates, and has suffered loss as a result of any untrue or misleading 
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statement in it or of the omission of any matter required to be included under FSMA. Under 
section 90, anyone who has acquired the securities, whether for cash or otherwise, who can 
show that they have suffered loss as a result of the misstatement will have a prima facie case 
for compensation.

Under section 90 FSMA an investor can claim compensation for the distortion of the 
operation of the market through the provision of false information, arising either from posi-
tive statements included in the prospectus or from the omission of information required to 
be disclosed in the prospectus.243 There is no requirement for the claimant to demonstrate 
that they relied on the misstatement, or even that they read the prospectus, in order to 
establish a cause of action.244 It is enough that the error affected the market price. This is 
sometimes described as ‘fraud on the market’, whereby a misstatement which has an effect 
on the market price can be said to cause an investor loss, even though that particular inves-
tor was not aware of the misstatement.245

There are defences available for those responsible for the prospectus. The defendant 
will be ‘exempted’ from liability if he reasonably believed, having made such enquiries, if 
any, as were reasonable, that the statement was true and not misleading, or that the matter 
whose omission caused the loss was properly omitted.246 If the statement is made by an 
expert then the non-expert will escape liability if that person acted on the reasonable belief 
that the expert was competent and had consented to the inclusion of the statement in the 
 prospectus.247 As a result, the standard for liability is negligence liability, but a particularly 
strong form of negligence liability, since it is for the defendant to prove that he was not 
negligent rather than for the claimant to prove that he was.248 Alternatively, he will not 
incur liability under section 90 FSMA if he can demonstrate that the claimant acquired the 
securities with knowledge that the statement was false or misleading or with knowledge of 
the matter omitted.249
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The breadth of this claim can be contrasted with the far narrower claims available in 
relation to the other potential actions. The tort of deceit, for example, consists of the act 
of making a wilfully false statement with intent that the claimant will act in reliance on it, 
and with the result that he does so act and suffers harm as a consequence.250 In contrast to 
section 90 FSMA, in order to succeed the investor must demonstrate that they were induced 
to act by the false statement.251 The investor must also demonstrate that the maker of the 
statement knew that it was false, did not have an honest belief in its truth, or was reckless as 
to its accuracy.252 By contrast, under section 90 FSMA the investor need not demonstrate 
that the maker of the statement knew that the statement was wrong.253 These elements are 
significant and make it difficult to establish deceit claims in practice. In addition, unlike the 
section 90 FSMA claim, claims in deceit do not cover omissions per se, although omissions 
which cause the document as a whole to be misleading will be actionable.254

As regards a claim in negligence under Hedley Byrne, the scope of this duty was narrowly 
defined by the House of Lords in Caparo Industries plc v Dickman.255 A claim in negligence 
arising from misstatements in a prospectus is a claim for pure economic loss, ie financial or 
pecuniary loss unrelated to physical injury or damage to property. In Caparo the claimant 
had acquired shares in a target company as part of a takeover. The claimant contended that 
it had relied on the company’s accounts for the accounting year 1983–84, which had been 
audited by the company’s accountants, Touche Ross. Caparo asserted that these accounts 
overvalued the company and that the auditors had been negligent in not detecting the irreg-
ularities or fraud which had led to the overstatements in the accounts, and in certifying 
the accounts as representing a true and fair view of the company’s financial position. The 
House of Lords held that the auditors owed Caparo no duty of care in negligence. Their 
Lordships seemed particularly keen to avoid the imposition of ‘a liability in an indetermi-
nate amount for an indeterminate time to an indeterminate class’.256 Instead, the House of 
Lords established three criteria for the imposition of a duty of care in a particular situation: 
foreseeability of damage, proximity of relationship and reasonableness.

Proximity—that is, the closeness and directness of the relationship between the parties—
is particularly important in this context. The court will have particular regard to the purpose 
for which the statement is made and communicated, the knowledge of the maker of the 
statement and the reliance on the statement by the recipient, in determining whether the 
necessary proximity is established.257 For those claiming under Hedley Byrne that they have 
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suffered loss as a result of the negligent misstatement of another it will be crucial to demon-
strate that the defendant ‘knew’ that the advice or statement would be communicated to 
the claimant either directly or indirectly, and that the defendant ‘knew’ that that claimant 
was very likely to rely on that advice or statement.258 The way in which the courts have 
interpreted the concept of duty of care in this context has necessarily limited the occa-
sions on which the investor may be able to bring a negligence claim. A further limitation in 
negligence claims, when compared to section 90 FSMA, is that claims in negligence will not 
generally cover omissions.

Where the negligent misstatement claim is instead brought under the Misrepresentation 
Act 1967, there is again no claim for misrepresentation in relation to omissions unless 
silence has the effect of making what is said untrue. Another disadvantage of a claim under 
the Misrepresentation Act 1967, when compared to section 90 FSMA, is that, as with deceit 
claims, the investor must demonstrate reliance. If the evidence shows that the investor was 
unaware of the statement, or took no notice of it, the claim will not succeed.259

The nature of the breach of contract claim is that the misrepresentation which appears 
in the prospectus has been incorporated into the subsequent contract between the parties. 
These claims face two significant difficulties. First, it is rare for prospectuses to make the 
kind of explicit promises about future value or performance that might give rise to a breach 
of contract claim for those future earnings. The prospectus will include representations, of 
course, but these are generally statements of fact rather than promises, and therefore can 
only protect the claimant’s negative interest, not their expectation interest in future earn-
ings. Second, there are in effect two separate contracts: the first is the contract of purchase 
of the shares, which may be with the company, but may alternatively be with the under-
writer, depending on the method chosen by the company to offer its shares to the public;260 
and the second is the contract between the shareholder and the company, and between 
the shareholders inter se, comprising the company’s constitution, predominantly now the 
company’s articles of association, by which the shareholder becomes bound once entered 
into the company’s register.261 The two are quite separate and, even if the prospectus does 
contain explicit promises of the kind referred to above, the process of allotment of shares 
and the entry in the register are regarded as a complete novation, so that any such repre-
sentations made in the prospectus will not automatically be carried through to the new 
contract.

The nature of the claim under section 90 FSMA is likely to be far more useful to an inves-
tor than the other private law claims. In particular, the fact that section 90 FSMA includes 
omissions, that the investor need not show reliance, and that the investor does not need to 
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demonstrate knowledge on the part of the statement-maker, are all significant advantages 
of this claim. It is worth noting one limitation in the substance of a section 90 FSMA claim, 
however, as compared to the other private law actions: the statutory claim only extends to 
situations where the allegedly false information is contained in the prospectus. This defi-
nition includes supplementary prospectuses and the summary,262 but does not include 
false information included in other documents, such as broker’s circulars.263 In relation to 
misstatements in such documents, the investor would have to pursue remedies other than 
section 90 FSMA.

10.6.2.2. Who can Claim?

Section 90 FSMA provides that those responsible for the prospectus are liable to pay 
compensation to any person who has acquired any of the securities to which it relates 
and suffered loss as a result of any untrue or misleading statement in it or of the omis-
sion of something required to be included under FSMA. The category of claimants includes 
both those who subscribe for securities and those who buy in the market when dealings 
commence, since the Act relates to all those who have ‘acquired securities to which the 
particulars apply’.264 Anyone who has acquired the securities whether for cash or other-
wise, whether from the company or by purchase in the after-market, will have a case for 
compensation if they can demonstrate loss as a result of the misstatement or omission. 
The requirement of a causal link between the inaccurate prospectus and the loss operates 
to exclude purchasers whose acquisition occurs after the distorting effect of the inaccu-
rate information has been exhausted. Presumably this will occur once it has become public 
knowledge that the information in the prospectus was wrong, in which case the share price 
should have adjusted accordingly.

This is in contrast to the position regarding the other claims available to an investor. 
One of the significant limitations that exist in bringing a claim in deceit in this context 
is that, in general, only initial subscribers are able to bring an action. The tort of deceit 
consists of making a wilfully false statement with intent that the claimant will act in reliance 
on it, with the result that the claimant does so act and suffers harm as a consequence.265 
Subsequent purchasers in the marketplace have no cause of action even though they may 
have relied on the prospectus, because the purpose for which a prospectus is issued is to 
induce subscriptions of shares.266 The purpose of the prospectus is, therefore, exhausted 
once the initial allotment is complete.267 Drawing a distinction between subscribers and 
purchasers in the market in the period immediately after dealings begin is, however, highly 
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artificial, at least in commercial terms. This is especially so where the offer is fully under-
written and the lead managers are the initial subscribers for the shares and then on-sell 
or place them with investors in the market. The preferable view is that this form of action 
should extend to the purchasers in the after-market.268 Companies have an interest not 
only in the issue being fully subscribed but also in the development of a healthy second-
ary market for the shares so that the initial subscribers can sell their shares in the market, 
should they wish to do so.

As regards negligence claims, it is clear from the decision in Caparo that establishing 
proximity between the claimant and the defendant is particularly important in the context 
of misstatements in prospectuses. The requisite proximity is likely to be established only 
as between the maker of the relevant statement and persons to whom the document is 
specifically directed. Defining the category of those to whom a prospectus is directed is 
not, however, straightforward. Those responsible for prospectuses will try to restrict this 
category, either by contractual exclusion clauses or on the basis that their statements were 
only intended for a limited audience, namely the initial subscribers. Support for this latter 
approach can be found in Al-Nakib Investments (Jersey) Ltd v Longcroft,269 in which the 
court held that misleading statements in a prospectus issued in connection with a rights 
issue could form the basis of a claim by a shareholder who took up his rights in reliance 
upon the prospectus, but not when the same shareholder purchased further shares in the 
market.

It might, however, be argued that the public at large could be expected to have sight of 
the prospectus. Indeed, one of the purposes of a prospectus could be said to be the crea-
tion of a healthy secondary market for the securities. On that analysis, investors in that 
after-market ought to be able to hold the authors of the prospectus to account in some 
circumstances. Support for this view can be found in Possfund Custodian Trustee Ltd 
v Diamond270 in which Lightman J refused to strike out a claim that an additional and 
intended purpose of a prospectus issued in connection with a placing of securities was 
to inform and encourage purchasers in the after-market. This is a compelling argument. 
Unlike a set of company accounts, a prospectus is not a private document being prepared for 
the benefit of a limited class of people, but rather a public document required by statute to 
be prepared for the benefit of the public at large, and for the proper regulation of the securi-
ties markets. Prospectuses are known to fulfil this function by the persons responsible for 
preparing them, and therefore it can quite properly be said that the entire investing public 
is within the contemplation of the persons responsible for the content of the prospectus. 
If, however, the offer of securities is actually to a more restricted class of investor, such as 
in a placing, then it would follow that the investing public at large would not be within the 
contemplation of those responsible for the prospectus.

The preferable view is that where offers of securities are made to the public, then those 
responsible for the prospectus should be potentially liable to account to any investor for any 
loss suffered as a result of some misstatement in that prospectus. The present view in rela-
tion to claims in deceit or under Hedley Byrne, however, appears to be narrower than this, 
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restricting claims to the initial subscribers, unless the investor in the after-market can estab-
lish that the purpose of the prospectus was also to encourage purchases in the secondary 
market. Where the investor’s claim is based on the contractual relationship between them-
selves and the statement-maker, either via a claim under the Misrepresentation Act 1967 or 
via a claim for breach of contract, that claim can only be brought by the counterparty to the 
contract—that is, there is no possibility of claims by those in the secondary market.

On this analysis, then, a section 90 FSMA claim is significantly more powerful than the 
other possible claims because it clearly extends to purchasers in the after-market, subject to 
the limitation regarding causation, discussed above.

10.6.2.3. Who may be Liable?

The range of potential defendants under section 90 FSMA is much more wide-ranging than 
that under the other potential claims available to investors. The availability of a claim against 
persons other than the company will be particularly valuable as the company may be insol-
vent by the time the claim is made. A claim under the Misrepresentation Act 1967 and a 
claim for breach of contract are limited in scope, in that there must be a contractual nexus 
between the claimant and the defendant. This reduces the deterrent effect of this form of 
liability. In deceit claims the action can be against anyone who can be shown to be respon-
sible for the statement, including the directors, accountants or other experts, but only if 
they have knowledge of the falsity of the statement or were reckless as to the truth.271 An 
honest, even if wholly unreasonable, belief in the truth of the statement will not amount to 
deceit.272 This will be difficult to establish in practice. In a claim of negligence, the action can 
be brought against the company and also against directors and others, but only if they can be 
shown to have owed a duty of care to the claimant not to cause the loss or damage caused by 
breach of that duty. As discussed above, the courts have adopted a restrictive test as to when 
this duty will arise. In practice these operate as meaningful constraints.

Under section 90 FSMA, liability falls on all those who are responsible for the 
 prospectus.273 For equity shares these include the issuer,274 usually the company,275 the 
directors of the issuer,276 each person who accepts, or is stated to accept, responsibility for 
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any part of the prospectus (but the liability only relates to that part),277 and any other person 
who has authorised the content of the prospectus or any part of it (again, in relation to 
the part authorised).278 Experts, such as the reporting accountant, are therefore potentially 
included in this list,279 and in relation to these experts there is no need to demonstrate that 
the maker of the statement assumed responsibility towards the claimant. This is obviously 
in sharp contrast to liability under a common law negligence claim.

As discussed, a significant deterrent effect is only likely to occur where the liability falls 
directly on the makers of the statement, as it does in claims under section 90 FSMA, deceit 
claims and the negligence claim under Hedley Byrne. The legal and practical hurdles involved 
in the latter two claims, however, mean that such claims are extremely unlikely to succeed 
in practice. This is likely to reduce their potential deterrent effect. The deterrent effect of a 
section 90 FSMA claim will be undermined if D&O insurance and other devices mean that 
the costs of any potential liability are, in practice, transferred back to the company, and thus 
ultimately borne by the shareholders of the company.

10.6.2.4. Remedy

Where an investor has purchased shares as a result of misrepresentations in the prospectus, 
there are potentially two remedies that might be of interest: (i) financial compensation for 
the loss caused by the misrepresentation; and (ii) rescission of the contract, ie the inves-
tor hands back the shares and in return receives from the company the consideration paid 
for those shares. Under section 90 FSMA only the first of these options, namely financial 
compensation, is available as a remedy. If an investor wishes to rescind the contract, they 
must do so via one of the other bases for claim.

10.6.2.4.1. Financial Compensation

Under section 90 FSMA the only remedy available is financial compensation. The section is, 
however, silent as to the basis on which compensation is to be assessed. There are two differ-
ent matters to consider in this context: the relevant measure of damages, and the relevant 
remoteness test.

As regards the relevant measure of damages, there are, broadly, two options available: 
the tortious measure of damages and the contractual measure of damages. The first aims 
to restore the claimant to their former position. A tort action involves an action for a 
wrong done whereby the claimant was tricked out of money in his pocket. As a result the 
highest limit of his damages is the whole extent of his loss, and that loss is measured by 
the money which was in his pocket and is now in the pocket of the company. Insofar as he 
has received an equivalent for that money, however, that loss is diminished.280 So, in the 
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example set out above281 where the investor pays £2 per share for shares which were 
worth £1.50 each at the time of the sale, the investor can recover 50 pence per share. 
This measure of damages includes no forward-looking element—in other words, there 
is no possibility of recovery in respect of any prospective gains which the investor may 
have been expecting. The tortious measure of damages applies to claims for deceit, claims 
under the Misrepresentation Act 1967,282 and claims for a breach of duty in negligence 
under Hedley Byrne.283

By contrast, damages for breach of contract protect the investor’s expectation/posi-
tive interest, which does take account of the prospective gains that the investor, under the 
contract, was entitled to expect. So, for example, the investor may recover for loss of the 
expected profits on the shares, in the shape of future dividends and capital growth, although 
assessing these, necessarily speculative, claims, is very difficult.284 This difference makes a 
possible claim for breach of contract potentially very attractive.

In relation to the statutory compensation regime for inaccurate prospectuses which 
predated FSMA, the courts applied the deceit rules.285 There is little doubt that it is the 
tortious measure of damages that also ought to apply to a section 90 FSMA claim.

This then raises the next issue, namely which test of remoteness ought to be applied. 
Again, there are two possible tests. The first is that which applies in negligence claims. In 
such claims the recoverable loss is defined by reference to the scope of the duty broken. In 
relation to claims regarding misstatements in prospectuses, it is likely that recovery will be 
limited to the loss caused by having a security worth less than the investor expected. So, the 
investor can only recover 50 pence per share in the above example, even if something else 
has occurred that caused the shares to be worth only, say, £1.20 at the date of claim.

By contrast, the second possible test, which applies to claims for fraudulent misrepre-
sentation, allows a person to claim all of the losses flowing from the misstatement. This can 
have important consequences, as illustrated by the facts of Smith New Court Securities Ltd v 
Scrimgeour Vickers (Asset Management) Ltd.286 In this case the claimant, Smith New Court, 
was induced to buy shares in a company by the fraudulent misrepresentations of one of 
Scrimgeour’s executive directors. The purchase price was just over 82 pence per share, but 
the market price of the shares on the acquisition date was 78 pence per share. Usually the 
measure of damages would be the difference between these two sums. The company in ques-
tion was, however, subject to a substantial but entirely unrelated fraud, unknown to either 
the claimant or defendant, which occurred before Smith New Court’s purchase. When this 
fraud became known the company’s share price dropped considerably, so that Smith New 
Court was only able to sell its shares in the company for between 30 and 40 pence over a 
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period of time. The House of Lords held that in these circumstances Scrimgeour was liable 
for all damage directly caused by the deceit. Although the normal measure of damages is the 
difference between the purchase price and the market price at the date of purchase, this rule 
should not be rigidly applied if it would do an injustice. Here it was more accurate to assess 
the true value as comprising only the proceeds received for the shares. It is unsurprising that 
distortions in the market price caused by the defendant should be taken into account by the 
court, as fraudulent defendants should not profit from their own wrongdoing. In some situ-
ations distortions caused by unrelated third-party frauds or other extraneous unanticipated 
events, such as a sudden downturn in the market,287 will, therefore, be regarded as a risk that 
is borne by the fraudulent defendant.288

Of the possible claims available to investors that are discussed in this section, it is 
unsurprising that the fraudulent misrepresentation test of remoteness is applied to deceit 
claims, and that the negligence test of remoteness is applied to claims under Hedley Byrne. 
As regards claims under the Misrepresentation Act 1967, there is some disagreement as 
to whether the remoteness test should be that applied to the tort of deceit or that applied 
to negligence claims. The Court of Appeal in Royscot Trust Ltd v Rogerson289 felt that the 
appropriate measure was the deceit test, but this was doubted by the House of Lords in 
Smith New Court Securities Ltd v Scrimgeour Vickers (Asset Management) Ltd.290

As regards claims under section 90 FSMA, the statute is silent as to the correct remote-
ness test to be applied. The fact that the deceit rules have been applied to the statutory 
liability regime in the past to determine the measure of damages291 might suggest that it 
is the remoteness rules for deceit that should be applied, ie that the claimant can recover 
all actual losses flowing directly from the transaction, potentially including losses caused 
by the independent fraud of a third party. Given that the current statutory provision is 
a negligence-based standard, however, it is possible that a court might depart from this 
approach and apply the negligence test.292

10.6.2.4.2. Rescission

No remedy for rescission is available under section 90 FSMA. In this respect, then, the 
common law rules are potentially more powerful than a claim under section 90 FSMA. In 
particular, claimants who enter contracts as a result of a misrepresentation may be able to 
rescind those contracts. This is the case whether the misrepresentation is fraudulent, negli-
gent or innocent.293
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Rescission involves a reversal of the contract, so that the claimant hands back the shares 
and the company hands back the purchase price.294 This right is exercisable against the 
contracting party,295 ie the company, if the contract for the purchase is with the company (as 
it will be in, for example, an offer for subscription or rights issue of some kind), or against 
the investment bank acting on behalf of the company (where it is an offer for sale), or against 
the transferor if the acquisition is from the previous holder of the shares. It will be necessary 
to demonstrate that the misrepresentation was made by the transferor. Where the transferor 
was the company, statements included in the prospectus, even if made by experts rather 
than the company directors, will generally be held to have been made by the company for 
this purpose.296

Two barriers stand in the way of a successful rescission claim. First, the court has discre-
tion to substitute damages for the remedy of rescission in appropriate cases.297 The court 
may decide that damages are more appropriate where it believes that the rescission claim 
is motivated by subsequent adverse movements in the stock market, rather than by the 
misrepresentation made by the defendant.

Second, there are a number of important limitations on the right to rescind. If the inves-
tor does anything that can be interpreted as an affirmation of the contract then the right of 
rescission will be lost. For a shareholder this might involve accepting dividends,298 attend-
ing shareholder meetings,299 or attempting to sell the securities after the truth has been 
discovered.300 In addition, if the investor delays too long, then the contract will be taken 
to have been affirmed, and the right to rescind lost. The case law suggests that the investor 
must act promptly after the discovery of the misrepresentation or risk losing the right to 
rescind.301 As might be expected, the liquidation of the company will also defeat a rescission 
claim, since at that point the interests of the company’s creditors will intervene. Likewise, 
the fact that the company is insolvent will bar rescission, even if winding up has not yet 
commenced.302 In addition, rescission will be barred where restitutio in integrum is not 
possible, such as where the shareholder has disposed of the securities before discovering 
the misrepresentation,303 or if the investor has used the securities as security for its own 
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borrowings, or a third party has otherwise acquired an interest in them, at least until that 
third-party interest has been unwound.

Although rescission appears to be a powerful remedy for investors, these difficulties 
mean that it has limited practical significance, and there is little evidence that this remedy 
is used much in practice.

10.6.2.5. Summary

On the whole, then, the statutory liability regime is more powerful than the other potential 
claims available to investors. It also seems to be more likely to fulfil the aims of a liability 
regime. Section 90 FSMA targets the makers of the statements and therefore has the poten-
tial to have a deterrent effect. It also, potentially, provides a generous level of compensation 
for investors. In addition, section 90 FSMA adopts a broad definition of ‘investor’, by allow-
ing all acquirers the possibility of bringing an action, whether they are initial subscribers 
or purchasers in the after-market, although this is subject to a causation test, as described 
above.304

10.6.3. Public Enforcement

In addition to the private enforcement mechanisms discussed in 10.6.2, there are criminal 
and administrative sanctions by way of public enforcement actions.

10.6.3.1. Criminal Sanctions

Under section 85 FSMA it is unlawful to make a public offer for securities or to request 
admission of securities to a regulated market unless an approved prospectus has been made 
publicly available.305 On indictment the maximum penalty is a prison term of not more than 
two years or a fine or both.306 The FCA has the power to invoke this provision.307 In addi-
tion there are a number of other criminal offences, not specifically targeted at prospectuses, 
that might be utilised in this context. For example, the provisions in sections 89–90 of the 
Financial Services Act 2012, which provide criminal sanctions for market manipulation, 
might be relevant where the prospectus contains false information, promises or forecasts, or 
conceals material facts.308
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10.6.3.2. Administrative Sanctions

The primary sanctions in this area are the administrative sanctions operated by the 
FCA.309 The FCA has a number of sanctions that it can use prior to the allotment of  
the  securities.310 It has the power to refuse to approve a prospectus, thereby preventing the  
public offer or the admission to a regulated market from proceeding.311 Alternatively, if 
approval has been given and the offer launched, or the admission process begun, the FCA 
has power to suspend further action for up to 10 days if it suspects that a provision of Part 
VI of FSMA, or a provision in the Prospectus Regulation Rules, or any other provision 
required by the Prospectus Regulation, has been infringed. If it finds that such a provi-
sion has been infringed, it may require that the offer be withdrawn or that the market 
operator be prohibited from trading in the securities.312 The FCA must give reasons for 
any suspension or prohibition decision in writing, and the applicant has the right to 
appeal.313 Alternatively, the FCA can publicly censure the issuer or other person offer-
ing the securities or seeking admission for failure to comply with these requirements.314 
These are potentially powerful weapons in the FCA’s armoury for ensuring compliance 
with the relevant rules. The value of these sanctions is limited to breaches of the rules 
which the FCA picks up in advance of the offer to the public, or admission to trading. As 
regards misstatements in the prospectus, the review carried out by the FCA in advance 
of publication is very light touch and is not likely to reveal any but the most glaring 
inaccuracies. It is also notable that these sanctions fall predominantly on the company 
rather than its officers, who are likely to be the ones responsible for the misstatement 
or non-compliance. For these reasons the potential deterrent effect of these measures is 
diminished.

The FCA does, however, have the power to impose monetary penalties on the issuer 
or on any other person offering shares to the public, seeking approval for a prospectus 
or requesting their admission to trading on a regulated market.315 This power extends to 
any person who is a director of a company where the director is ‘knowingly concerned’ in 
the contravention.316 The amount of the penalty will be such amount as the FCA consid-
ers appropriate.317 In addition, the FCA has the power to publicly censure the issuer or 
any other person offering securities or seeking admission in lieu of imposing a penalty.318 

 309 The Prospectus Regulation sets out the minimum level of administrative sanctions for issuers who breach the 
requirements of the Regulation, allowing Members States to provide for greater sanctions as is deems appropriate 
within their national framework (see 10.6.1). Under UK legislation, the FCA is permitted to impose administra-
tive sanctions, including unlimited monetary sanctions where an issuer breaches the requirements of Part 6 of 
the Financial Services and Markets Act 2000, the Prospectus Directive or FCA Rules. HM Treasury decided to 
maintain the existing regime of administrative sanctions when the Prospectus Regulation came into effect, see 
Explanatory Memorandum to the Financial Services and Markets Act 2000 (Prospectus) Regulations 2019.
 310 FSMA, ss 87K–87O as amended.
 311 Ibid, s 87D as amended. This section sets out the procedure the FCA must follow if it proposes to refuse to 
approve a prospectus.
 312 Ibid, ss 87K and 87L as amended.
 313 Ibid, s 87N.
 314 Ibid, s 87M as amended. This is also subject to the right to appeal to the Upper Tribunal: s 87N.
 315 Ibid, s 91(1A) as amended.
 316 Ibid, s 91(2).
 317 Ibid, s 91(1A) as amended.
 318 Ibid, s 91(3).



Enforcement of the Mandatory Disclosure Regime 535

A proposal to impose a penalty must be communicated to the person by way of a warning 
notice, and a decision to impose a penalty may be appealed.319

10.6.4. Intensity of Enforcement

It is not just the law on the books that is significant.320 The enforcement of those laws is also 
an important consideration. There is some international and comparative research which 
associates the presence of deep and liquid securities markets with the presence in those 
jurisdictions of a vigorous system of private enforcement of obligations under securities 
law.321 Other research has suggested that measures of public enforcement are more strongly 
associated with robust financial markets.322 It has been suggested that enforcement intensity 
matters.323

10.6.4.1. Public Enforcement

A number of studies have considered the level of enforcement of securities law across a 
number of jurisdictions.324 When these studies considered the ‘outputs’ of enforcement, 
ie the actions brought and the sanctions imposed, the UK did not fare well. In particular, 
the number of public enforcement actions brought by the FCA’s predecessor, the FSA, was 
found to be a fraction of that brought by the US regulator, and even when those numbers are 
adjusted to reflect relative market size, the FSA was found to have brought only 60 per cent of 
the actions brought by the SEC.325 The SEC was also found to have a track record of impos-
ing criminal penalties (fines and imprisonment)326 far in excess of those imposed by the 
FSA. A number of explanations have been put forward for this disparity. One suggestion 
is that the FSA committed fewer resources to enforcement action. One study found a 

 319 Ibid, s 92(1) and (7).
 320 HB Christensen, L Hail and C Leuz, ‘Capital-Market Effects of Securities Regulation: Prior Conditions, Imple-
mentation, and Enforcement’ (2016) 29 Review of Financial Studies 2885.
 321 R La Porta, F Lopez-de-Silanes and A Shleifer, ‘What Works in Securities Laws?’ (2006) 61 Journal  
of Finance 1. For discussion see M Siems, ‘What Does Not Work in Comparing Securities Laws: A Critique on La 
Porta et al’s Methodology’ (2008) International Company and Commercial Law Review 300.
 322 HE Jackson and MJ Roe, ‘Public and Private Enforcement of Securities Laws: Resource-Based Evidence’ (2009) 
87 Journal of Financial Economics 207.
 323 JC Coffee, ‘Law and the Market: The Impact of Enforcement’ (2007) 156 University of Pennsylvania Law Review 
229.
 324 See eg HE Jackson, ‘Variation in the Intensity of Financial Regulation: Preliminary Evidence and Potential 
Implications’ (2007) 24 Yale Journal on Regulation 253; JC Coffee, ‘Law and the Market: The Impact of Enforce-
ment’ (2007) 156 University of Pennsylvania Law Review 229; HE Jackson and JY Zhang, ‘Private and Public 
Enforcement of Securities Regulation’ in J Gordon and W-G Ringe (eds), Oxford Handbook of Corporate Law and 
Governance (Oxford, Oxford University Press, 2018).
 325 Jackson, ibid, 284 (figure 10). The picture was even starker when the aggregate monetary sanctions were 
compared. Over a two-year period public securities enforcement monetary sanctions imposed by the US exceeded 
those imposed in the UK, even after adjusting for relative market size, by more than a 10 to 1 margin: Jackson, 
figure 11; JC Coffee, ‘Law and the Market: The Impact of Enforcement’ (2007) 156 University of Pennsylvania Law 
Review 229, 262. The two-year period in question was 2000–02.
 326 HE Jackson, ‘Variation in the Intensity of Financial Regulation: Preliminary Evidence and Potential Implica-
tions’ (2007) 24 Yale Journal on Regulation 253, 274–76. Criminal enforcement is carried out by the Department of 
Justice or the state criminal law enforcement authority.
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significant difference between the percentage of the FSA’s and SEC’s budgets that was spent 
on enforcement activity.327 The SEC devoted a percentage of its budget to enforcement that 
was roughly three times that devoted by the FSA.328 An alternative explanation put forward 
for these different levels of enforcement is the different regulatory styles adopted by the SEC 
and FSA.329

Since these studies were carried out, significant changes have taken place in the UK 
regulatory arena including the replacement of the FSA by the FCA. The FCA clearly recog-
nises the importance of enforcement, acknowledging that ‘market integrity and consumer 
confidence is stronger when misconduct is identified and dealt with quickly and fairly 
through legal processes’, and stressing its ‘commitment to achieve fair and just outcomes in 
response to misconduct’.330 It appears that the total number of cases opened and closed in a 
given year has increased slowly but steadily in recent years,331 and that the number and size 
of financial penalties imposed is also increasing.332 However, the FCA acknowledges that 
‘increasingly, severe penalties and sanctions alone are not enough to reduce and prevent 
serious misconduct’ and that it ‘must increase the likelihood of detection in tandem with 
efficient investigations’.333

10.6.4.2. Private Enforcement

The differentiation between levels of enforcement in the US and the UK discussed  
in 10.6.4.1 above continues when private enforcement is considered. Private enforcement of 
securities law violations is frequent in the US,334 and it is estimated that private enforcement 
in the US imposes even greater financial penalties than public enforcement.335 By contrast, in  
the UK the number of instances of private rights of action being brought in relation to 
misleading statements or omissions in disclosures since 1990 is negligible,336 and there is 
no reported case of an investor succeeding in bringing a claim under section 90 FSMA or 
its  predecessor.337 There are a number of important differences between the two litigation 

 327 It is sometimes suggested that the US may expend more on enforcement than the UK because its corporate law 
gives shareholders fewer control rights than exist in the UK, so that enforcement in the US might to some extent 
be a substitute for weaker corporate governance.
 328 JC Coffee, ‘Law and the Market: The Impact of Enforcement’ (2007) 156 University of Pennsylvania Law Review 
229, 278–79.
 329 See J Armour, ‘Enforcement Strategies in UK Corporate Governance: A Roadmap and Empirical Assessment’ 
in J Armour and J Payne (eds), Rationality in Company Law: Essays in Honour of DD Prentice (Oxford, Hart 
Publishing, 2009) 85 who argues that, in contrast to the approach of the SEC, which seems to focus on ex post 
enforcement to a significant extent, the UK regulator’s approach has been more ex ante, ie it appears to have opted 
for a more advisory and consultative relationship with issuers.
 330 FCA, FCA Mission: Our Approach to Enforcement, March 2018, 8.
 331 FCA, Enforcement annual performance report 2018/19, July 2019, figure 2.2.
 332 Ibid, Table 2.1.
 333 FCA, FCA Mission: Our Approach to Enforcement, March 2018, 8.
 334 J Armour, B Black, BR Cheffins and R Nolan, ‘Private Enforcement of Corporate Law: An Empirical Compari-
son of the US and UK’ (2009) 6 Journal of Empirical Legal Studies 687.
 335 HE Jackson, ‘Variation in the Intensity of Financial Regulation: Preliminary Evidence and Potential Implica-
tions’ (2007) 24 Yale Journal on Regulation 253, 280 (table 3).
 336 J Armour, ‘Enforcement Strategies in UK Company Law: A Roadmap and Empirical Assessment’ in J Armour 
and J Payne (eds), Rationality in Company Law: Essays in Honour of DD Prentice (Oxford, Hart Publishing, 
2009) 85.
 337 It is worth noting that a number of studies in the US suggest dissatisfaction with the system of private 
 litigation in the US, one of the major criticisms being that levels of private enforcement in this context are too 
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systems that might help to explain this disparity. These include the absence of class actions 
in the UK,338 and the fact that the UK operates a ‘loser pays’ rule.339 Until 2013 there was 
also an absence of contingent fees for this type of claim in the UK.340

Things might be starting to change, however. From 2013, conditional fee arrangements 
may be used to fund claims in this area in the UK.341 2013 also saw the commencement of 
the first ever collective action under section 90 FSMA against a bank (RBS) and a number 
of its former directors in respect of alleged untrue misleading statements in and omissions 
from RBS’s April 2008 £12 billion rights issue, which took place shortly before the bank 
imploded. The claimants alleged that they suffered loss as a result of untrue and mislead-
ing statements in the prospectus, and that under section 90 FSMA RBS was liable to pay 
compensation to each of the claimants for its losses, amounting to the difference between 
the price paid for the shares and their actual value. A group litigation order (GLO) was 
made, offering claimants the chance to opt in to this litigation.342 Many thousands of inves-
tors got involved and, eventually, a £200m settlement was agreed upon, preventing the 
case from reaching court.343 Still, the RBS group litigation arguably constituted a water-
shed for collective shareholder actions against companies and directors in the UK, and, 
recently, Lloyds, Volkswagen and Tesco have all been targeted in prominent shareholder 
class actions.344

high: JC Coffee, ‘Reforming the Securities Class Action: An Essay on Deterrence and its Implementation’ (2006) 
106 Columbia Law Review 1534.

 338 There have been calls for a reform of the UK collective action regimes—see eg Civil Justice Council, 
Improving Access to Justice through Collective Actions, December 2008. This has not resulted in any material 
change to date. This is an area in which the European Commission is becoming interested: European Commis-
sion, Commission Recommendation of 11 June 2013 on common principles for injunctive and compensatory 
collective redress mechanisms in the Member States concerning violations of rights granted under Union law  
(2013/396/EU).
 339 It has also been suggested that the fact that in the UK it is relatively easy for a defendant to have the claim 
against it struck out at an early stage of the litigation has helped to impair the development of speculative litigation 
that is observed in the US; see eg HM Treasury, Davies Review of Issuer Liability: Liability for Misstatements to the 
Market—A Discussion Paper (March 2007), para 113.
 340 Since 1990 conditional fee arrangements have been permitted, which allowed lawyers to agree to no payment if 
the case is unsuccessful and an increase in their normal fee (but, crucially, not a share of the recoveries) if the case 
is successful (see now Conditional Fee Agreements Order 2013 (SI 2013/689)).
 341 From 2013 lawyers can agree not to be paid if they lose a case, but may take a percentage of the damages 
recovered for their client as their fee if the case is successful, ie damages-based agreements (see Damages-Based 
Agreements Regulation 2013 (SI 2013/609)). In claims of this kind the maximum payment that the lawyer can 
recover from the claimant’s damages is capped at 50%.
 342 Mr John Greenwood and others v Mr Frederick Goodwin, Sir Thomas McKillop, John Cameron, Guy Whittaker, 
The Royal Bank of Scotland Group plc Trustees of the Mineworkers’ Pension Scheme Limited and others v The Royal 
Bank of Scotland Group plc, The RBS Rights Issue Litigation [2014] EWHC 227 (Ch).
 343 The decision to settle might have been motivated by the decision in The RBS Rights Issue Litigation (2017) 
[2017] EWHC 1217 (Ch), whereby the court ordered a third party funding the RBS litigation to pay £7.5m  
in costs.
 344 In Sharp and others v Blank and others [2015] EWHC 3220 (Ch) (the Lloyds/ HBOS group litigation), the court 
granted a GLO, but eventually refused to find that the bank’s directors owed a fiduciary duty to its shareholders (in 
the absence of a special relationship: see, also, Peskin v Anderson [2001] BCLC 372); in the Volkswagen Emissions 
group litigation, a GLO was granted in March 2018 (although the application for the GLO was judged to be prema-
ture, with indemnity costs ordered in favour of Volkswagen: Re VW NOx Emissions Group Litigation; Crossley v 
Volkswagen Aktiengesellschaft and other companies [2018] EWHC 2308). A list of all group litigation orders granted 
in the UK can be found at www.gov.uk/guidance/group-litigation-orders#list-of-all-group-litigation-orders.

http://www.gov.uk/guidance/group-litigation-orders#list-of-all-group-litigation-orders


538 Public Offers of Shares

10.7. Regulation of Equity Crowdfunding

Equity crowdfunding is a relatively new phenomenon that allows unlisted companies to 
seek equity investment from members of the public. The operation of this form of crowd-
funding is discussed at 2.2.2, and broadly involves companies, usually SMEs, seeking 
investors via a crowdfunding platform (generally a website).345 Investors can invest small 
amounts (as little as £10 on some platforms) in order to acquire shares in these compa-
nies, often as direct shareholders, but sometimes via the crowdfunding platform holding 
these shares for them as nominee. Given the discussion so far in this chapter regarding 
the need for the law to intervene and provide investor protection when companies seek 
to issue shares to the public, it is unsurprising that the FCA has turned its attention to 
this issue346 and regulations have been put in place.347 In particular there are a number 
of risks presented by this model. Some of these are the same as the risks faced by inves-
tors in a traditional IPO; in particular there may be little information available regarding 
the business or its plans, and there is an asymmetry problem regarding the information 
provided, particularly in relation to retail investors, so that the securities offered via the 
crowdfunding platform may be hard to value.348 There are also some additional difficul-
ties that investors in an IPO do not face; for instance, this is an investment in an unlisted 
company and it is therefore illiquid. Although some platforms offer a type of secondary 
market, known as a ‘Bulletin Board’ which publicises expressions of interest by sellers and 
buyers,349 this market is limited to those transacting on the platform and is not an exten-
sive secondary market. Therefore, the exit options for investors are limited, unless the 
business is successful and is subsequently sold. In this way, the investment is more akin 
to a venture capital or private equity investment in a private company than to a purchase 
of shares in a company that will be publicly traded.350 These investments are also unlike a 
typical IPO, in that many of the companies involved tend to be small start-up businesses. 

 345 See B Zhang, T Ziegler, K Garvey, S Ridler, J Burton and N Yerolemou, Entrenching Innovation, at www.jbs.
cam.ac.uk/faculty-research/centres/alternative-finance/publications/entrenching-innovation/, 18.
 346 For discussion see FCA, The FCA’s Regulatory Approach to Crowdfunding (and similar activities), Consulta-
tion Paper CP 13/13; FCA, The FCA’s Regulatory Approach to Crowdfunding over the Internet, and the Promotion 
of Non-Readily Realisable Securities by Other Media, Policy statement, PS 14/4; FCA, A Review of the Regula-
tory Regime for Crowdfunding and the Promotion of Non-Readily Realisable Securities by Other Media, February 
2015; FCA, Interim feedback to the call for input to the post-implementation review of the FCA’s crowdfunding 
rules (FS16/13, 2016); FCA, Loan-based (‘peer-to-peer’) and investment-based crowdfunding platforms: Feed-
back on our post-implementation review and proposed changes to the regulatory framework’ CP18/20 (2018)  
(‘FCA CP 18/20).
 347 For a discussion of the regulation of debt crowdfunding (generally referred to as peer-to-peer lending)  
see 13.8.
 348 See GKC Ahlers, DJ Cumming, C Guenther and D Schweizer, ‘Signaling in Equity Crowdfunding’, http://ssrn.
com/abstract=2362340 for a discussion of the disclosure and signals that entrepreneurs use to induce (small) inves-
tors to commit financial resources in equity crowdfunding and J Armour and L Enriques, ‘The Promise and Perils 
of Crowdfunding: Between Corporate Finance and Consumer Contracts’ (2018) 81 Modern Law Review 51.
 349 See FCA CP 18/20 3.32. A very few platforms provide trading facilities and are authorised as MTFs (see FCA 
CP 18/20 3.33).
 350 For discussion of private equity as an investment model see chapter 16. As discussed there, retail investors do 
not invest directly into private equity funds, due to high minimum levels of investment and regulatory constraints 
(see 16.3.2).

http://ssrn.com/abstract=2362340
http://ssrn.com/abstract=2362340
http://www.jbs.cam.ac.uk/faculty-research/centres/alternative-finance/publications/entrenching-innovation/
http://www.jbs.cam.ac.uk/faculty-research/centres/alternative-finance/publications/entrenching-innovation/
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 351 See FCA, The FCA’s Regulatory Approach to Crowdfunding (and similar activities), Consultation Paper 
CP 13/13, ch 4; ESMA, Opinion: Investment Based Crowdfunding, ESMA/2014/1378, 18 December 2014.
 352 FSMA, s 19 and Financial Services and Markets Act 2000 (Regulated Activities) Order 2001, arts 25(1), (2).
 353 See 13.2.6.
 354 FCA, The FCA’s Regulatory Approach to Crowdfunding (and similar activities), Consultation Paper CP 13/13.
 355 These provisions apply to any firm that promotes and sells unlisted securities, not just electronic funding 
platforms.
 356 FCA CP 18.20, para 1.26 and chapter 6.
 357 For the avoidance of doubt the FCA has clarified that these restrictions do not apply where a security is 
admitted or about to be admitted to an official listing, or where it is traded or soon to be traded on a recognised 
investment exchange or designated investment exchange. See eg FCA, The FCA’s Regulatory Approach to Crowd-
funding over the Internet, and the Promotion of Non-Readily Realisable Securities by Other Media, Policy statement, 
PS 14/4, 37.
 358 That is, a person with an income of more than £100,000 pa or net assets of more than £250,000.
 359 FCA Handbook, COBS 4.4.7–4.4.10.
 360 See Z Zhang, L Collins and P Baeck, Understanding Alternative Finance: The UK Alternative Finance Industry 
Report 2014, www.nesta.org.uk/sites/default/files/understanding-alternative-finance-2014.pdf.

Given the high probability that such businesses will fail, they therefore represent a high-
risk investment for investors.351 There is a significant possibility that investors will lose 
some or all of their capital.

Some regulation was in place already—specifically, the financial activities of equity 
crowdfunding platforms are covered by FSMA and are subject to FCA regulation. 
Investment-based platforms are likely to be considered as carrying on several regulated 
activities, including arranging deals in investments as well as placing activities.352 This has 
the result that the FCA High Level Standards and the Conduct of Business rules (COBS) 
including those on financial promotion, apply.353 Following a review of this area,354 in 
2014 the FCA introduced two new measures designed to increase investor protection in 
relation to equity crowdfunding.355 After a recent post-implementation review, which 
proposed considerable changes to the regulation of P2P lending, the FCA was largely 
content that the regulation of equity crowdfunding was adequate and recommended very 
little change.356

First, the FCA imposed restrictions on those who are able to invest in the shares offered 
by unlisted companies via crowdfunding platforms.357 Firms are able to offer these securi-
ties either to professional investors or to retail investors that fall within certain categories. In 
particular, firms can only send direct offer promotions for unlisted equity to the following: 
(i) retail clients who are certified or self-certify as sophisticated investors; (ii) retail clients 
who are certified as high net worth investors;358 (iii) retail clients who confirm before a 
promotion is made that, in relation to the investment promoted, they will receive regu-
lated investment advice or investment management services from an authorised person; 
and (iv) retail clients who certify that they will not invest more than 10 per cent of their 
net investable portfolio in unlisted shares or unlisted debt securities (ie excluding their 
primary residence, pensions and life cover).359 A survey in 2014 found that 38 per cent of 
equity crowdfunding investors were classified as professional or high net worth individuals, 
whereas 62 per cent described themselves as retail investors with no previous investment 
experience of early-stage or venture capital investment. The average portfolio size for high 
net worth and sophisticated investors is over £8,000, whereas for other retail investors it is 
less than £4,000.360 A more recent survey, which used different metrics, showed that only 

http://www.nesta.org.uk/sites/default/files/understanding-alternative-finance-2014.pdf
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 361 B Zhang, T Ziegler, K Garvey, S Ridler, J Burton and N Yerolemou, Entrenching Innovation, at www.jbs.cam.
ac.uk/faculty-research/centres/alternative-finance/publications/entrenching-innovation/, 18. 4th UK Alternative 
Finance Industry Rep. An equivalent survey was not carried out in the 5th Report (2018).
 362 See FCA Handbook, COBS 10.
 363 Ibid, COBS 4.4.7(3).
 364 For discussion of the regulation of this issue in the US see C Steven Bradford, ‘Crowdfunding and the Federal 
Securities Laws’ [2012] Columbia Business Law Review 1; MB Dorff, ‘The Siren Call of Equity Crowdfunding’ 
(2013–14) 39 Journal of Corporation Law 493.
 365 FCA, A Review of the Regulatory Regime for Crowdfunding and the Promotion of Non-Readily Realisable Securi-
ties by Other Media, February 2015, 6; FCA CP 18.20 para 1.26.
 366 Proposed Regulation on European Crowdfunding Service Providers for Business (2018/0048 (COD). This 
proposed regulation, which is part of the EU Commission’s Fintech Action Plan, would enable platforms to apply 
for European authorisation, whereby they would be subject to specific rules and to regulation by ESMA. Author-
ised platforms would then be able to operate cross-border.

52 per cent of equity crowdfunding investors had an annual income of above £50,000 and 
only 21 per cent had an income of over £100,000.361

Second, firms need to ensure that the rules on appropriateness362 are complied with 
before they arrange or deal in relation to the investment. Consequently, where no advice 
is provided, all firms must check that clients have the knowledge and experience needed to 
understand the risks involved before being invited to respond to an offer. This is intended to 
ensure that clients are assessed as having the knowledge or experience necessary to under-
stand the risks involved before they can invest.363

The rules are relatively light touch compared to the regulation in place to deal with IPOs, 
examined in this chapter.364 In particular, there is no equivalent to the mandatory disclosure 
regime that exists where companies engage in an IPO. Following reviews of the regime in 
February 2015 and July 2018 the FCA stated that it had no plans to increase regulation in 
this area.365 However, future regulation of this issue at EU level has been proposed.366

10.8. Conclusion

UK capital markets regulation rests predominantly on two principles. The first is that 
members of the public who are offered company securities are entitled to full disclosure of 
the nature of what is on offer before they make a financial commitment. The second is that 
effective remedies should be available to redress any loss incurred as a result of failure on the 
part of the company to make complete or accurate disclosure.

The principle of mandatory disclosure is central to the regulatory regime regarding IPOs 
in the UK. Companies listing on the London Main Market have to comply with significant 
levels of information disclosure. The vast majority of this information is backward-looking, 
namely historical data relating to the company, its directors, its shareholders, its advisers 
and its business to date. Forward-looking data carries with it the risk that directors might 
be over optimistic about the company’s prospects, and the provision of historical data is 
cheaper to produce, easier to compare across companies, and easier to verify. The nature of 
this information provided to investors, however, necessarily limits the value of information 
disclosure as a device for assessing the future value of the securities on offer in an IPO.

The use of mandatory disclosure is also coupled with provisions to allow enforce-
ment actions to be brought in the event that the information disclosed is inaccurate or 

http://www.jbs.cam.ac.uk/faculty-research/centres/alternative-finance/publications/entrenching-innovation/
http://www.jbs.cam.ac.uk/faculty-research/centres/alternative-finance/publications/entrenching-innovation/
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incomplete. These are an important adjunct to the mandatory disclosure rules, since the 
value of the mandatory disclosure regime is diminished if there is no reasonable prospect 
that the information actually provided is full and accurate. In the context of IPOs the UK 
provides relatively minimal ex ante verification processes, but there is a range of ex post 
measures available which allows for both private and public enforcement of misstatements 
in prospectuses. In terms of the law on the books, the ex post enforcement measures on 
offer are substantive and potentially provide both compensation to the investors who have 
suffered loss as a result of the misstatement, and a deterrent for directors and others who may 
make misstatements in prospectuses in the future. Although the levels of both public and 
private enforcement in practice are low in the UK, this is not an issue that need necessarily 
be of concern. Perhaps most reassuring is the fact that despite the low levels of enforcement 
it is generally felt that the level of accuracy in UK securities prospectuses remains high.

In the next chapters the continuing obligations of issuers, once their shares have been 
listed, is discussed. In chapter thirteen these issues are examined in the context of debt secu-
rities. Although there are many similarities in the way in which the issue of debt and equity 
securities are regulated, particularly where debt securities are offered to the public, there are 
also a number of significant and important differences that require separate analysis.



 1 In addition, a set of transparency obligations is imposed on trading venues as regards both pre-trade and post-
trade transparency for equity and equity-like instruments. Discussion of this topic falls outside the scope of this 
chapter. See Moloney: EU Regulation, V.11.1.
 2 See 13.3.

11
Ongoing Regulation of the Capital  

Markets: Mandatory Disclosure

11.1. Introduction

In chapter ten the regulation of the primary market was analysed, whereby companies 
offer their shares to the public for the first time. This chapter and the next consider the 
distinct, but allied, topic of the regulation of the secondary market, whereby securities that 
have previously been issued can be resold. In the secondary market the person selling the 
security receives the funds; the issuer receives no new funds in this transaction. The second-
ary market serves two important functions for issuers, however. First, it makes it easier 
and quicker for the investor to sell the security for cash—that is, it makes the securities 
more liquid, and thus more valuable and easier for the issuer to sell in the primary market. 
Second, investors who buy in the primary market will not want to pay more than they think 
the secondary market will set for those securities in the immediate post-issue period. It is 
common for issuers to seek to provide a secondary market for their securities by simultane-
ously offering the securities to the public and applying to have the securities listed or traded 
on an exchange.

Broadly, two mechanisms are put in place to regulate the secondary market: a set of 
mandatory disclosure rules, and rules that are designed to prevent misconduct in the 
market, such as market abuse and short selling regulations. This chapter deals with the 
disclosure requirements in the secondary market that are imposed on issuers;1 the rules 
regarding market misconduct are considered in chapter twelve.

In order to understand and evaluate the mandatory disclosure obligations imposed in 
the secondary market, the aims of these rules must first be understood. Section 11.2 consid-
ers the objectives of regulation. In 11.3 the content of the rules is examined and assessed 
in light of these regulatory aims. In 11.4 the ex post enforcement regime that accompanies 
these ex ante rules is considered and in 11.5 the role of securities analysts in the secondary 
market is discussed, along with their regulation. This chapter deals with the regulation of 
equity securities. Some of the issues raised here are also relevant to debt securities, but the 
extent of this overlap, and the regulation of debt securities more generally, are discussed in 
chapter thirteen.2
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(London, Palgrave Macmillan, 2008).

11.2. Objectives of Regulating the Secondary Market

The main goal of regulating the secondary market is to ensure that the prices of publicly 
traded securities are reasonably well informed. A second objective, however, is to ensure 
that shareholders are protected by effective corporate governance institutions once they 
invest in publicly traded shares. This latter goal only really comes to the fore once the IPO 
has taken place.

11.2.1. Promoting an Efficient Market Price

Mandatory disclosure is used at the IPO stage in order to tackle the informational asym-
metry that arises between insiders and outside investors, and to provide investors with the 
information they need to decide whether to purchase the securities offered by the issuer.3 
Mandatory disclosure at this point operates to modify the principle of caveat emptor (buyer 
beware). Once the securities have been admitted to listing or to trading, a secondary market 
for those securities develops. Investors are not purchasing shares from the issuer, but from 
other investors. There may still be informational asymmetries here—for example, investors 
with inside information about the issuer will know more than uninformed investors in the 
market.4 The goal of regulation in the secondary market is not, however, investor protec-
tion per se; rather the focus is on maximising the informational efficiency of the market. 
The reason for the difference between the role of mandatory disclosure in the primary and 
secondary markets can be explained by considering the Efficient Capital Markets Hypothesis 
(ECMH).

11.2.1.1. Efficient Capital Markets Hypothesis

The ECMH is based on the idea that prices within the market at any given time ‘fully reflect’ 
available information.5 Three different forms of efficiency have been identified: weak form 
efficiency, semi-strong form efficiency, and strong form efficiency.6 In a weak form market 
the current prices of securities reflect all relevant historical information. In a semi-strong 
form efficient capital market the prices adjust rapidly to information as it becomes available. 
In a strong form efficient capital market the prices reflect all relevant information, including 
information not yet made public.7 There is significant support for the view that securities 
markets in major jurisdictions, including the US and UK, are efficient in both the weak 
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 8 EF Fama, ‘Efficient Capital Markets: II’ (1991) 46 Journal of Finance 1575. However, some empirical studies 
also identify market phenomena that are inconsistent with the ECMH (for a summary see WW Bratton, Corporate 
Finance: Cases and Materials, 8th edn (Minnesota, Foundation Press, 2016)). Derivatively informed trading is also 
of growing importance: Y Yadav, ‘How Algorithmic Trading Undermines Efficiency in Capital Markets’ (2015) 68 
Vanderbilt Law Review 1607.
 9 RJ Gilson and RH Kraakman, ‘The Mechanisms of Market Efficiency’ (1984) 70 Virginia Law Review 549. For 
a discussion of the role of information traders, and a comparison with noise traders (those who make decisions 
without the use of fundamental data) and inside traders, see Z Goshen and G Parchomovsky, ‘The Essential Role 
of Securities Regulation’ (2006) 55 Duke Law Journal 711.
 10 Empirical studies demonstrate that the prices of securities have become more informative in the last few 
decades, in the US at least, as individual share price movements have become increasingly decoupled from overall 
market movements, suggesting that firm-specific factors have become more influential: R Morck et al, ‘The Infor-
mation Content of Stock Markets: Why Do Emerging Markets Have Synchronous Stock Price Movements?’ (2000) 
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 11 RJ Gilson and RH Kraakman, ‘The Mechanisms of Market Efficiency’ (1984) 70 Virginia Law Review 549.
 12 G Ackerlof, ‘The Market for “Lemons”: Qualitative Uncertainty and the Market Mechanism’ (1970) 84 
 Quarterly Journal of Economics 488.

form and semi-strong form, with the semi-strong version being most favoured.8 The major 
difficulty with the strong form hypothesis is the fact that profits can still be made by insider 
trading. The fact that insiders can make profits from information that is known to them, 
but which is not yet public, suggests that the market price does not reflect that non-public 
information, and markets are thus not strong form efficient.

Once the semi-strong form of market efficiency is accepted, this suggests that the  
more information that can be made available to the public, the better. Requiring issuers 
to produce information about themselves and their securities promotes informational effi-
ciency, since that information, once publicly available, will help to move the prices of the 
securities to a new equilibrium which reflects that new information. One important conse-
quence of this model is that investors do not need to read and digest the information in 
order to benefit from the disclosure. Instead, the analysis function is performed largely by 
securities analysts and other market professionals, such as arbitrageurs, researchers, brokers 
and other information traders, who spend their time acquiring and evaluating information 
regarding issuers and their securities.9 The trading by these professionals moves the market 
price, and thereby allows the information to be assimilated into the price.10 To the extent 
that the information disclosure provides investor protection, it is an indirect form of protec-
tion, mediated through the ECMH.

A deficiency of information is seen as reducing allocative efficiency.11 Accurate informa-
tion is necessary to ensure that money moves to those who can use it most effectively and 
that investors make optimal choices about their investment decisions. Without adequate 
information, investors will not be able to distinguish the ‘good’ investments from the ‘bad’ 
investments, and since those offering the ‘better’ securities will not be able to distinguish 
themselves, investors will view all securities as average. Therefore, higher quality securities 
will sell at lower prices than they would if the information were available, there will be too 
little investment in the good businesses, and the low quality businesses, the ‘lemons’, will 
attract too much money.12 Investors lose because they invest in the wrong securities, and 
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issuers lose because the high-quality shares are undervalued, and there is the possibility that 
investors may, in the long run, not invest at all in such a market. The disclosure of informa-
tion about the companies concerned is a way of dealing with these issues.13 An informed 
securities market enhances not only the value of high quality securities, but also the value of 
the marketable securities of publicly traded companies in aggregate.14

It is widely accepted that the efficiency of the price formation process in a securities 
market depends in large part on the mechanisms whereby information is produced, veri-
fied and analysed.15 Analysis is a process that is largely left to market participants, but most 
jurisdictions put measures in place to regulate the production and verification of the infor-
mation. It is these measures that are discussed in this chapter; however, given that much 
of the analysis on which individual investors actually rely is performed by intermediaries 
on their behalf, an additional, or alternative, form of investor protection is to regulate the 
intermediaries who channel the information to the investors.16

The ECMH, on which this theory of regulation is based, has, however, come under 
attack.17 In particular, the hypothesis has come under threat following the advent of 
behavioural analysis.18 The work of behavioural analysts causes difficulties for the ECMH 
because the hypothesis does not capture socio-psychological factors, such as herding, 
which may lead investors to engage in irrational trading activities that affect the prices 
of securities. Behavioural finance shifts attention from the analysis of the relationship 
between prices and information to investor behaviour, using the findings of behavioural 
psychologists about individuals’ departures from rational decision-making. In particu-
lar, very large market changes and excessive volatility (booms and busts) are attributed 
to ‘irrational’ investors who over-react to a given flow of information.19 Proponents of 
the ECMH find these bubbles particularly difficult to explain. Where irrational behaviour 
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in the market is inconsistent, it can be expected that some investors’ biases or irrational 
behaviour will cancel out that of others. A bubble results, however, from investors all oper-
ating according to a single or common bias.20

It seems that investors do not always behave rationally and that markets can sometimes 
diverge from estimated economic values as a result of self-reinforcing herd and momentum 
effects. The view that investors can be irrational, however, does not mean that liquid and 
efficient markets have no benefits. The proposition that new information influences price 
behaviour still holds true, as does the fact that investors rely on market prices to make 
investment decisions. Markets still appear to be ‘informationally’ efficient even if we may 
doubt the market’s fundamental efficiency, that is, whether the prices reflect the underly-
ing value of companies. New information regarding a security is quickly incorporated into 
the market via the price of that security. Even in the midst of a bubble, liquid markets can 
provide useful and accurate price signals as to the relative attractiveness of different securi-
ties even if the overall level of prices is affected by the irrationality. Market prices may be 
regarded as the best indicator of value, even if they are not the most effective and accurate 
carriers of market information in all circumstances. A financial market system based on 
disclosure which aims to provide investors with accurate share prices is still a valuable and 
appropriate regulatory goal.21

11.2.1.2. Role of Mandatory Disclosure in Promoting Market Efficiency

As a consequence of the ECMH, one of the foundation stones in the regulation of the 
secondary market is mandatory disclosure.22 As discussed in chapter ten, mandatory disclo-
sure is the predominant form of regulation in place at the IPO stage. There are, however, 
important differences in the way that mandatory disclosure operates in the primary and 
secondary markets.23

At the IPO stage the aim of investor protection is pursued primarily by providing inves-
tors with the information they need to make efficient resource allocation decisions and for 
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 26 The regulation of market misconduct is discussed in chapter 12.
 27 See 11.3.2.1.
 28 See 10.4.3.3.

them to be protected from fraudulent, and negligent, issuers.24 In the UK this is primarily 
achieved via a combination of mandatory disclosure and anti-fraud rules. Both the manda-
tory disclosure and the fraud rules, discussed in chapter ten, focus on the prospectus. The 
information disclosed presents a picture of the company at the moment in time that the 
shares are offered to the public. The prospectus contains a significant amount of historical 
information about the company, but very little by way of future projections.25 The focus is 
on a particular, and narrow, window of time. The prospectus is first and foremost a selling 
document. The aim is to convince investors to purchase shares in the company. The fact that 
the purpose of the prospectus is to promote securities to investors justifies the tough legal 
regime, described in chapter ten, which is in place to regulate the accuracy of statements 
placed in the prospectus.

By contrast, periodic and ad hoc disclosures made once the company has been listed 
are generally expressions of routine reporting requirements, as discussed in 11.3, and do 
not typically coincide with a selling effort on the part of the company. That is not to say that 
disclosure rules are not needed at this stage. Bad news will hurt directors by reducing their 
compensation and diminishing their job security. The incidence of equity-based compensa-
tion schemes, such as share options, also means that directors suffer personally if the share 
price of the company drops. The worse the news, the less likely directors are to disclose 
it voluntarily, and the more likely they are to be tempted to misrepresent the company’s 
finances.

Rules are therefore needed in the secondary market in order to increase the quality and 
quantity of information to which outside investors have access, so that this information can 
then be impounded into the price of the securities. The broader focus on market efficiency 
in the secondary market means that the disclosure rules are also utilised in order to prevent 
market misconduct which might otherwise undermine the efficiency of the market.26 For 
example, one of the ad hoc disclosure rules to which companies are subject in the UK is the 
obligation to disclose inside information to the market as soon as possible.27 In part this is 
in order to allow that information to be impounded into the price of the securities, but it is 
also intended to reduce the opportunities for insider trading. The regulation of the ongoing 
market is more complicated than at the IPO stage and, consequently, the use of disclosure 
regulation at this stage is also more complex.

Disclosure in the secondary market could be left to a voluntary regime, but such a 
system has drawbacks. In particular, there are reasons to doubt that the amount of informa-
tion that would be produced under a voluntary scheme would be as large as that produced 
under a mandatory regime. In part this is because there are costs to attached to disclosure, 
and where the directors believe that the benefits gained, in terms of an increased share 
price, would not justify the costs, they would not disclose all of the information that could 
be of interest to investors. In addition, the lack of standardisation of voluntarily produced 
information is likely to reduce its value to investors. These are the same arguments as 
discussed in relation to mandatory versus voluntary disclosure at the IPO stage.28 In one 
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respect, however, these arguments may be distinguished. Much of the force of the argument 
in favour of voluntary disclosure at the IPO stage springs from the view that directors have 
an incentive to disclose in order to escape the ‘market for lemons’ and to be able to obtain 
above average prices for the company’s securities. This argument has some merit where the 
directors are engaged in an explicit selling exercise at the IPO stage, but its strength dimin-
ishes in the secondary market where, as discussed, many of the disclosures made by issuers 
are not accompanied by a selling effort on the part of the company. On this basis, the argu-
ments in favour of mandatory disclosure in the secondary market may be even stronger 
than those made in relation to the primary market.

11.2.2. Promoting Corporate Governance

While a widely accepted role for mandatory disclosure is to prevent the undersupply of 
information necessary for the efficient pricing of securities, mandatory disclosure has also 
been said to perform an important function regarding the governance of publicly traded 
companies.29 It has even been suggested that the governance functions of mandatory disclo-
sure are its most important functions.30 While this is debatable, it is certainly true that  
‘[i]nformation and disclosure is an area where company law and securities regulation come 
together’.31 Of course, some disclosures might perform both functions simultaneously, 
as where a director has committed a major fraud within the company. This information  
will be material to pricing the securities accurately, and the disclosure of this information will  
also be necessary in order to allow the shareholders to perform their role of monitoring the 
board. Other disclosure rules may be geared primarily to investors, such as the insider deal-
ing rules, while others may have a predominantly governance-based function. For example, 
the rules governing self-dealing transactions between the company and its directors32 may 
be triggered by transactions that are trivial in comparison to the company’s asset value or 
market capitalisation, so will be relevant for governance reasons but are unlikely to have any 
material impact on share price.

Shares in publicly traded UK companies are typically dispersed amongst many 
 holders.33 The central problem of corporate governance for such companies is therefore 
holding managers accountable to the shareholders.34 The problems have arguably been 
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exacerbated by the advent of algorithmic and high frequency trading (HFT).35 HFT, in 
particular, involves the use of sophisticated technological tools and computer algorithms 
to trade securities very rapidly and uses proprietary trading strategies carried out by 
computers to move in and out of positions in seconds or fractions of a second.36 HFT has 
taken place for some time, but whereas at the turn of the twenty-first century such trades 
had an execution time of several seconds, by 2010 this had decreased to milli- and even 
micro-seconds. The volume of such trading has grown in recent years.37 High frequency 
traders move in and out of short-term positions at high volumes, aiming to capture small 
profits (perhaps a fraction of a penny) on every trade. Concerns regarding short-termism 
in UK markets, and the consequential impact this might have on corporate governance 
in publicly traded companies, has grown in recent years, and the increase of HFT has 
increased this disquiet, although the link between HFT, short-termism and corporate 
governance concerns is not universally accepted.38

It is well understood that shareholders have two main mechanisms for exercising their 
corporate governance function: ‘voice’ and ‘exit’.39 They can use their status to attend meet-
ings and vote, for example to remove the directors of the company, or they can express their 
displeasure by selling their shares in the company, which could affect the company’s share 
price if a large enough percentage of the shareholders adopt this tactic. Given the small 
size of shareholdings of most shareholders in publicly traded companies in the UK, where 
even institutional shareholders tend to hold less than 5 per cent, exit as a mechanism for 
corporate governance is not well developed. It is undoubtedly true that the disclosure of 
information to shareholders in a company allows them to make investment decisions about 
their shareholding, but English law has regarded this as being a private investment issue 
rather than a corporate governance matter.40 ‘Corporate governance’ in the UK publicly 
traded company context has therefore tended to focus on issues of ‘voice’ rather than ‘exit’, 
but this is not to deny that exit can have a role in some circumstances.41
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The UK has traditionally adopted a shareholder-centric approach to company law. In a 
solvent company directors traditionally owed their duties to the shareholders as a whole.42 
Section 172 of the Companies Act 2006 continues this approach, which requires directors 
to have regard to the long-term interests of the shareholders while the company remains 
solvent.43

Shareholders in UK companies have a number of governance entitlements.44 As regards 
the company’s board, they have the right to remove directors at any time by an ordinary 
resolution.45 Further, the UK Corporate Governance Code provides that directors of 
premium-listed companies should be re-elected annually.46 This is in contrast to the ‘stag-
gered board’ provisions, commonly used in the US, which allow US directors to entrench 
themselves against the possibility of shareholder removal.47 Shareholders in UK publicly 
traded companies also have a significant role in relation to directors’ remuneration. Such 
companies are required to send shareholders a directors’ remuneration report each year on 
which an advisory vote must be taken at the AGM,48 and must put their directors’ remu-
neration policy to a binding shareholder vote, by ordinary resolution, at least once every 
three years.49

In relation to takeovers, in the UK it is the shareholders who determine the outcome 
of the bid. The Takeover Code imposes a ‘no frustrating action’ principle upon directors of 
the target company. Once a bid is launched or anticipated, the directors are prohibited from 
taking any actions that might frustrate the bid without first obtaining the consent of the 
shareholders.50 This is in contrast to the position in the US.51
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 57 For further discussion see 11.3.2.4.
 58 Companies Act 2006, ss 560–77. See 4.4.
 59 See FCA Handbook, LR 9.3.11–9.3.12.
 60 Companies Act 2006, ss 570–71; FCA Handbook, LR 9.3.12(1).
 61 Pre-Emption Group, Disapplying Pre-Emption Rights: A Statement of Principles (2015), part 2A; these guide-
lines remain unaltered even after the coming into effect of the Prospectus Regulation (see Financial Reporting 
Council, Pre-Emption Group expectations for disapplication thresholds, 5 March 2018). See 4.4.3.
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 63 Ibid, part 3.
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 65 Companies Act 2006, Part 11. For a discussion of the practical consequences of this reform, see eg A Reisberg, 
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The shareholders also have substantial control rights in relation to a number of 
 corporate transactions. They have a significant role in approving certain categories of 
corporate transaction, particularly those involving a risk of conflict of interest or which 
are of a significant size in relation to the company. General company law requires transac-
tions to which the counterparty is a director or connected party52 to be approved by the 
 shareholders.53 These include substantial property transactions54 and corporate loans.55 
There is also a longstanding tradition of shareholders ratifying breaches of directors’ 
duties.56 There are also disclosure requirements regarding ‘significant’ transactions and 
related party transactions, including a requirement of shareholder approval in specified 
circumstances.57

Finally, UK shareholders have control over the issue of new shares as a result of 
pre-emption rights. These rights are applied as default rules to all companies,58 and are 
supplemented by the Listing Rules for firms with a premium listing in the UK Official List.59 
The application of these rules can be waived by shareholder authorisation.60 In relation to 
listed companies, however, the grant of such a waiver is subject to a well-established set of 
voting guidelines adhered to by institutional investors in the UK.61 In short, requests by a 
company to issue non-preemptively not more than 5 per cent of the ordinary share capital 
in any given year are likely to be regarded as routine (with the possibility of an additional 
5 per cent if used for an acquisition or specified capital investment), provided the duration 
also meets the stated criteria,62 otherwise a business case for waiver must be made.63

UK law therefore provides a potentially significant governance role for shareholders in 
publicly traded companies. Although studies have demonstrated that the level of enforce-
ment of directors’ duties by way of such shareholders bringing shareholder litigation is close 
to nil,64 even after the introduction of a new statutory derivative claim procedure,65 it has 
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been suggested that these shareholders can have a significant role in corporate governance 
via more structural and/or informal measures, such as the control that they exercise over 
pre-emption rights. There will typically be a dialogue between the company and its major 
institutional shareholders in the period prior to a rights issue.66 This provides an opportu-
nity for shareholders to engage with the company and, potentially, to provide a monitoring 
role. Indeed, a positive relation between UK rights issues and managerial change has been 
found to exist.67 In addition, in recent years, there has been a rise in activist shareholders 
seeking to assert control over companies for their own benefit.68

In order to assess the corporate governance role of shareholders in publicly traded 
companies in practice, a distinction needs to be drawn between individual investors and 
institutional shareholders.

11.2.2.1. Individual Investors

11.2.2.1.1. Role of Individual Investors

The percentage of publicly traded company shares in the hands of private investors has 
declined over the last 60 years or so, from well over 60 per cent in the late 1950s to just 
below 10  per  cent by 2016.69 The model of a UK publicly traded company is one with 
widely dispersed share ownership. Within this model, the concept of ‘rational apathy’ 
amongst the shareholders of publicly traded companies is well known.70 Gains resulting 
from shareholder activism are expensive to produce, and other shareholders cannot be 
excluded from taking a pro rata share in the benefits created.71 It is rational for small retail 
investors to utilise their ‘exit’ rights rather than their ‘voice’ rights if they are unhappy with 
the direction the company is taking. Accordingly, such investors traditionally do not have 
a significant governance role, despite being provided with a range of governance rights by 
the law.
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 77 See Uncertificated Securities Regulations 2001, SI 2001/1633 (as amended) and as supplemented by CREST 
rules and conditions (see EUI, CREST Reference Manual, December 2018).
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11.2.2.1.2. Effect of Intermediation

Recent developments have potentially exacerbated this effect. In the UK, a large number of 
shareholders in publicly traded companies now hold their shares not directly, but through 
an intermediary.72 This is an issue that affects both individual investors and institutional 
investors.73 In the UK there are many reasons why shares may be held indirectly by inves-
tors, whether individual or institutional, and these are discussed further at 4.6.4. The effect 
is that the intermediary is on the share register of the company and is the legal owner of the 
shares, and the underlying indirect holder’s relationship is with the intermediary and not 
with the company.74

In addition, there has been a shift in recent years from certificated to uncertificated 
issues and transfers, driven in part by the rise in intermediation.75 In the UK most of these 
are effected through the CREST computer system,76 operated by Euroclear UK & Ireland Ltd 
(EUI).77 A company which joins CREST can issue paperless shares and register transfers of 
those shares electronically, thereby saving money.78 Dematerialisation does not itself affect 
the direct relationship between investor and issuer. Investors generally have the option of 
holding an account directly or through an intermediary. Even where investors have a choice, 
many small investors find that it is simpler to vest the legal title to their shares in a nominee 
who is a member of the system and then hold their shares indirectly.79 In practical terms 
a decision of a company to dematerialise its shares will involve many individual investors 
holding their shares indirectly and companies that have joined CREST are likely to have a 
large number of indirect investors. The compulsory dematerialisation of listed UK shares 
has been the topic of discussion for some time.80 Dematerialisation is set to become the 
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 84 HTC Hu and BS Black, ‘The New Vote Buying: Empty Voting and Hidden (Morphable) Ownership’ (2006) 79 
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norm, with mandatory dematerialisation by 2025 in respect of any issuer established in the 
EU that issues or has issued transferable securities which are admitted to trading or traded 
on trading venues.81

The effect of intermediation in the UK is that the indirect investor is regarded as the 
beneficial owner of the shares.82 However, the governance rights attached to the share per se 
belong to the intermediary who is on the share register and is the legal owner of the shares.83 
This poses a potential corporate governance problem since these intermediaries gain no 
economic benefit from any activism.84 It has been recognised that these beneficial owners 
are in danger of being effectively disenfranchised.85

It seems right that these indirect investors should not be disadvantaged by their method 
of holding shares. They may want to engage in the governance of the company and, if they 
do, their wishes should be facilitated. There are two basic mechanisms that can be used to 
enfranchise indirect investors: the intermediary can act in accordance with the wishes of 
the indirect investor, or the intermediary can delegate rights, such as the right to vote, to the 
indirect investor. Reforms put in place by the Companies Act 2006 aim to facilitate both of 
these mechanisms.86 In order to facilitate intermediaries exercising their vote in accordance 
with the instructions of the indirect investor, the 2006 Act provides that where a registered 
holder holds shares for more than one person, the rights attached to the shares (including 
the right to vote) need not all be exercised in the same way.87 An intermediary who holds 
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for a number of indirect investors can therefore vote in a way that accommodates the wishes 
of all of those underlying investors.

In terms of delegating rights to the indirect investor, the 2006 Act does two things. First, 
it strengthens the right of registered shareholders to appoint another as a proxy,88 and these 
rights can be used by intermediaries to appoint an indirect investor as a proxy and thereby 
give that indirect investor the right to vote in relation to its own shares. Second, the Act 
provides rights for intermediaries to delegate information rights,89 or a broader range of 
rights (including the right to requisition a meeting or require circulation of a resolution) to 
indirect investors in some circumstances.90

One downside of these rights, however, is that to a large extent they depend on the 
relationship between the indirect investor and the intermediary.91 They do not create any 
rights for the indirect investor against the company; instead they allow the intermediary 
to take account of the indirect investor’s wishes, or to delegate rights to that individual, 
without compelling the intermediary to do so. Whether the indirect investor can compel 
the intermediary will depend to a large extent on the terms of the contract between them.92 
It is common for this contract to exclude the obligation to vote. Another difficulty is that 
these measures may facilitate the engagement of an indirect investor with the company if the 
indirect investor wishes to be engaged. However, they clearly do not tackle the more funda-
mental problem of rational apathy underlying the engagement between retail investors and 
publicly traded companies.93

11.2.2.2. Institutional Investors94

11.2.2.2.1. Role of Institutional Investors

While there has been a decline in the number of individual investors holding listed 
company shares over the past 60 years, there has been a corresponding increase in the 
number of institutional investors.95 The proportion of UK shares owned by pension funds, 
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insurance companies and unit trusts has risen dramatically in this period.96 The growth of 
this group of investors challenges the model of the rationally apathetic shareholder posited 
by Berle and Means,97 and the effect of institutional shareholders on corporate governance 
needs to be carefully assessed.

Of course, institutional investors come in various shapes and sizes, and some are likely 
to be more passive than others in relation to their portfolio companies.98 In general, insti-
tutional investors tend to vote on issues which are of general relevance to all companies, 
such as the introduction of non-voting shares,99 the disapplication of pre-emption rights, 
issues of executive pay and board structure.100 This allows many institutions to economise 
on their decision-making costs by adopting a standardised policy.101 However, some institu-
tions, such as hedge funds, may adopt a more interventionist approach, perhaps identifying 
specific business decisions that they wish the board to adopt.102 These issues are not static.103 
In recent years, the percentage holding of UK institutional investors in the UK listed equity 
market has decreased, while the percentage of foreign institutions and hedge funds has been 
increasing.104 Another issue that may potentially impact this issue is the increase of high 
frequency trading.105

Institutional shareholders can perform a number of different roles in this regard.106 
Undoubtedly, one significant impact that institutional investors have had in this context 

http://www.theinvestmentassociation.org/media-centre/press-releases/
http://www.theinvestmentassociation.org/media-centre/press-releases/


Objectives of Regulating the Secondary Market 557

 107 It was called the ‘Cadbury Code’ at that time. See Committee on Corporate Governance, Report of the Commit-
tee on the Financial Aspects of Corporate Governance (Cadbury Report) (London, Gee, 1992).
 108 For discussion see GP Stapledon, Institutional Shareholders and Corporate Governance (Oxford, Oxford 
University Press, 1996) 67–69; J Holland, ‘Self-Regulation and the Financial Aspects of Corporate Governance’ 
[1996] Journal of Business Law 127.
 109 Stapledon, ibid, 56; LCB Gower, Gower’s Principles of Modern Company Law, 4th edn (London, Stevens & 
Sons, 1979) 223, 343.
 110 Pre-Emption Group, Statement of Principles, 2015. See 4.4.
 111 P Myners, Pre-Emption Rights: Final Report (URN 05/679, February 2005).
 112 See Issuing Houses Association, Notes on Amalgamation of British Businesses (1959). For discussion see 
A Johnston, The City Takeover Code (Oxford, Oxford University Press, 1980) ch 3. For discussion see 14.2.1.
 113 J Armour and DA Skeel Jr, ‘Who Writes the Rules for Hostile Takeovers, and Why? The Peculiar Divergence of 
US and UK Takeover Regulation’ (2007) 95 Georgetown Law Journal 1727.
 114 GP Stapledon, Institutional Shareholders and Corporate Governance (Oxford, Oxford University Press, 
1996) 60.
 115 J Armour, SF Deakin and SJ Konzelmann, ‘Shareholder Primacy and the Trajectory of UK Corporate Govern-
ance’ (2003) 41 British Journal of Industrial Relations 531.
 116 The Investment Association has created a Public Register regarding meetings of companies in the FTSE 
All-Share index who have received significant shareholder opposition to proposed resolutions, see www.theinvest-
mentassociation.org/publicregister.html. For discussion of the role of hedge funds in this regard see BR Cheffins 
and J Armour, ‘The Past, Present and Future of Shareholder Activism by Hedge Funds’ (2011) 37 Journal of Corpo-
ration Law 51; F Partnoy, ‘US Hedge Fund Activism’ in JG Hill and RS Thomas (eds), Research Handbook on 
Shareholder Power (Cheltenham, Edward Elgar, 2015); CNV Krishnan, F Partnoy and RS Thomas, ‘The Second 
Wave of Hedge Fund Activism: The Importance of Reputation, Clout and Expertise’ (2016) 40 Journal of Corporate 
Finance 296.
 117 GP Stapledon, Institutional Shareholders and Corporate Governance (Oxford, Oxford University Press, 1996) 
101–06.

is the development of the shareholder-friendly corporate governance regime for publicly 
traded companies that currently exists in the UK. A number of examples of this influence 
can be given. First is the influence that institutional shareholders have had on the devel-
opment of the UK Corporate Governance Code. This was first appended to the Listing 
Rules on a ‘comply or explain’ basis in 1992.107 The starting point for this Code, drawn up 
by Sir Adrian Cadbury, was the pre-existing guidelines of the Institutional Shareholders’ 
Committee’s Statement of Directors.108 Second, the introduction of pre-emption rights 
into the Listing Rules pre-dated their introduction in general company law, and apparently 
followed pressure from institutional investors.109 Institutional investors have taken a further 
role in regularising the position regarding pre-emption rights in publicly traded companies 
by drafting and publishing the Pre-Emption Guidelines,110 which now have a significant 
impact on the operation of shareholder control over rights issues in such companies.111 
Third, institutional shareholders had a significant role in preparing the predecessor to the 
Takeover Code,112 entrenching a pro-shareholder stance which was carried over into the 
setting up and operation of the Panel on Takeover and Mergers in 1968.113 Finally, institu-
tions were responsible for the introduction of the provisions in the Listing Rules requiring 
shareholder approval for significant corporate transactions.114 It is undoubtedly the case, 
then, that institutional investors have had a significant role in establishing the framework of 
corporate governance in the UK.115

A second, more direct, corporate governance role is for institutional shareholders to 
have oversight of directors’ activities and behaviour and to intervene where necessary. 
As discussed already, such investors might sometimes have a role in this regard.116 It is 
common for listed companies to meet regularly with major institutional investors to discuss 
governance practices, strategy and financial issues.117 For example, as discussed, the need 
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discussion of the UK implementation of this provision see FCA, Proposals to promote shareholder engagement: 
Feedback to CP19/7 and final rules, PS19/13, May 2019). See also E Rock, ‘Institutional Investors in Corporate 
Governance’ in J Gordon and G Ringe (eds), The Oxford Handbook of Corporate Law and Governance (Oxford, 
Oxford University Press, 2015).
 124 See eg JG Hill, ‘Images of the Shareholder—Shareholder Power and Shareholder Powerlessness’ in J Hill and 
RS Thomas (eds), Research Handbook on Shareholder Power (Cheltenham, Edward Elgar Publishing, 2015); I Chiu 
and D Katelouzou, ‘Making a Case for Regulating Institutional Shareholders’’ Corporate Governance Roles’ (2017) 
King’s College London Law School Research Paper No 2017–13. Some commentators suggest that the corporate 
governance role of institutional investors can be increased through legal change (see eg BS Black, ‘Agents Watching 
Agents: The Promise of Institutional Investor Voice’ (1992) 39 UCLA Law Review 811), whereas others suggest that 
there are strong non-legal reasons for shareholder passivity (JC Coffee, ‘Liquidity versus Control: The Institutional 
Investor as Corporate Monitor’ (1991) 91 Columbia Law Review 1277).
 125 P Myners, Institutional Investment in the UK: A Review (HM Treasury, 2001), para 5.89. This suggestion did 
not amount to a mandatory obligation to vote. This report did not propose that this requirement would be legisla-
tive, but rather envisaged a voluntary code being put in place to govern these issues.

for shareholder approval to disapply pre-emption rights provides a specific occasion for 
a dialogue between the shareholders, particularly the institutional investors, and the 
management of a company.118 Activist investors may also use more informal mechanisms 
to influence the company’s behaviour, perhaps through conversations with the company’s 
senior management.119 Somewhat more formal mechanisms do exist, however, predomi-
nantly via their right to vote.120 Concerns have been raised about the level of voting by 
institutional investors.121 Indeed, a number of reports have concluded that the level of insti-
tutional intervention in the affairs of the companies in which the institutions have invested 
is less than optimal.122 Greater shareholder engagement is also something that the European 
Commission appears to be interested in promoting, particularly through the latest version 
of its Shareholders Rights Directive.123

11.2.2.2.2. Encouraging Engagement by Institutional Investors

There has been a debate for a number of years about the best way to encourage insti-
tutional investors to be more active in the corporate governance of companies.124 The 
Myners Report on Institutional Investment in the UK in 2001 recommended that fund 
managers be subject to an obligation to monitor and to engage in corporate governance 
where there is a reasonable expectation that such activity will increase the value of the 
portfolio investments.125 The possibility of mandatory voting by institutional investors has 
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 126 For example, in 1998, the then Secretary of State for Trade and Industry, Margaret Beckett, demanded that 
institutional investors should vote all their shares and should annually disclose their voting policies and records so 
that they could be held accountable: Margaret Beckett, speech delivered at the PIRC Annual Conference, London, 
4 March 1998, www.dti.gov.uk/ministers/archived/beckett040398.html.
 127 Companies Act 2006, s 1277. The relevant institutions include unit trusts, investment trusts, pension schemes, 
entities carrying out long-term insurance business, and collective investment schemes: s 1278.
 128 See eg the Association of Investment Trust Companies (AITC) Comments on Company Law Reform Bill: 
Draft Clauses, www.aitc.co.uk.
 129 The Government stated that it was willing to see how market practice evolved before deciding whether and 
how to exercise the power under s 1277: HL Deb, vol 682 col 787, 23 May 2006 (Lord Sainsbury).
 130 FRC, UK Stewardship Code 2020 www.frc.org.uk. See FCA and FRC, Building a regulatory framework for 
 effective stewardship, Discussion Paper DP 19/1, January 2019. 
 131 FRC, UK Corporate Governance Code, July 2018.
 132 See, in this regard, B Cheffins, ‘The Stewardship Code’s Achilles’ Heel’ (2010) 73 Modern Law Review 1004; 
A Reisberg, ‘The UK Stewardship Code: on the Road to Nowhere?’ (2015) 15 Journal of Corporate Law Studies 
217. It has been suggested that the UK Stewardship Code influenced the amendments to the Shareholders Rights 
Directive: I Chiu and D Katelouzou, ‘From Shareholder Stewardship to Shareholder Duties: Is the Time Ripe?’ in 
H Birkmose (ed), Shareholder’s Duties (Alphen aan den Rijn, Kluwer Law International, 2016).
 133 See Independent Report of the Financial Reporting Council, December 2018. The Stewardship Code was also 
described to be ineffective by the parliamentary committee that investigated Carillion: https://publications.parlia-
ment.uk/pa/cm201719/cmselect/cmworpen/769/769.pdf, para 179.
 134 For discussion see FRC, Proposed Revision to the UK Stewardship Code, January 2019.

also been discussed.126 The Companies Act 2006 did introduce a power for the Secretary 
of State to make regulations requiring certain institutions to provide information, either 
to the public or to specified persons only, regarding the exercise of voting rights attached 
to shares.127 However, there was considerable opposition to these provisions,128 and no 
regulations have been introduced, nor does it seem likely that this will occur in the near 
future.129

11.2.2.2.3. UK Stewardship Code

In 2010 a new code, the UK Stewardship Code, was introduced with a view to addressing 
some of these issues. This Code, which has been updated a number of times since its intro-
duction, sets out principles of good practice for institutional investors, and is intended to 
‘enhance the quality of engagement’ between institutional investors and the companies in 
which they invest.130 Whereas the UK Corporate Governance Code131 deals with corporate 
governance issues for companies, the Stewardship Code deals with corporate governance 
issues for institutional investors. Although this Code was intended to provide a catalyst for 
institutional investors to engage more actively in the stewardship of those companies in 
which they invest, the likelihood of it doing so in practice was doubted from the outset,132 
and indeed the signs are that the Code has achieved relatively little to date. Sir John 
Kingman, in his government-commissioned review of the Financial Reporting Council, 
recommended that the ‘well-intentioned but ineffective’ Code be abolished if it cannot be 
made more effective.133 The FRC sought to take account of these criticisms in the revised 
UK Stewardship Code 2020, which aims to set substantially higher expectations for investor 
stewardship policy in the future.134 Whether these changes will result in meaningful change 
remains to be seen.

https://publications.parliament.uk/pa/cm201719/cmselect/cmworpen/769/769.pdf
https://publications.parliament.uk/pa/cm201719/cmselect/cmworpen/769/769.pdf
http://www.dti.gov.uk/ministers/archived/beckett040398.html
http://www.aitc.co.uk
http://www.frc.org.uk
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 135 See P Mahoney, ‘Mandatory Disclosure as a Solution to Agency Problems’ (1995) 62 University of Chicago Law 
Review 1047.
 136 For a discussion of the potential limitations of disclosure as a strategy in this regard see L Enriques and 
S Gilotta, ‘Disclosure and Financial Market Regulation’ in N Moloney, E Ferran and J Payne (eds), The Oxford 
Handbook of Financial Regulation (Oxford, Oxford University Press, 2015).
 137 See M Fox, ‘Required Disclosure and Corporate Governance’ (1999) 62 Law and Contemporary Problems 113.
 138 Ibid.
 139 Eg E Rock, ‘Securities Regulation as a Lobster Trap: A Credible Commitment Theory of Mandatory Disclo-
sure’ (2002) 23 Cardozo Law Review 675.
 140 R Kraakman, ‘Disclosure and Corporate Governance: An Overview Essay’ in G Ferrarini, K Hopt and 
E  Wymeersch (eds), Reforming Company Law and Takeover Law in Europe (Oxford, Oxford University Press, 
2004).
 141 See 6.3.2.

11.2.2.3. Role of Mandatory Disclosure in Promoting Corporate Governance

Disclosure can play a role in promoting corporate governance in a number of ways.135 
First, and most obviously, it can address agency problems by improving the ability of share-
holders to monitor the directors.136 It seems indisputable that if shareholders in publicly 
traded companies are to make use of the various governance rights discussed above they 
will need accurate and complete information from the directors in order to perform this 
role. For example, in order for shareholders to exercise their function in making or ratifying 
fundamental corporate decisions, they will need to have information about the proposed 
transactions. Similarly, shareholders who are asked to support a proposed merger transac-
tion need information which, in the absence of a legal requirement to do so, neither the 
directors nor the outside party might be prepared to disclose voluntarily. Disclosure also 
allows for the ex post enforcement of substantive rules, for example by bringing breaches 
of directors’ fiduciary duties to light.137 Disclosure can therefore empower shareholders and 
facilitate their monitoring role. More generally, disclosure can force directors to collect and 
organise information and can make them aware of information of which they might not 
otherwise have been aware. This increase in knowledge can have a beneficial effect on direc-
tors’ performance.138

Second, it has been suggested that disclosure can play an important corporate govern-
ance role by allowing directors credibly to commit to reveal all relevant information to 
shareholders.139 The fact that disclosure is mandated reduces the costs for the company and 
can lower the company’s cost of capital.140

11.2.2.4. Summary

One purpose of regulating the market on an ongoing basis is to promote market efficiency 
and thereby to protect investors. Other secondary market disclosures are shareholder-
focused and are intended to provide information to shareholders in order to enable them 
to perform their corporate governance function. Disclosure can also benefit groups outside 
the specific focus of the disclosure. For example, lenders and other financial intermediaries 
may employ corporate disclosure to reduce monitoring costs.141 In recent years manda-
tory disclosure has also been utilised by governments to facilitate wider social goals, as 
recent requirements for certain companies to disclose information about board diversity, 
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 142 See Companies Act 2006, s 414C(8), introduced by Companies Act 2006 (Strategic Report and Directors’ 
Report) Regulations 2013 (SI 2013/1970), ss 414 CA and CB, introduced by the Companies, Partnerships and 
Groups (Accounts and Non-Financial Reporting) Regulations 2016 (SI 2016/1245, reg 1(1), (2)), and s 414CZ, 
introduced by the Companies (Miscellaneous Reporting) Regulations 2018 (SI 2018/860, regs 2, 4). The use of 
disclosure to achieve broader social goals is also in evidence in other jurisdictions; see eg the US Dodd-Frank Wall 
Street Reform and Consumer Protection Act, s 1502 on Conflict Minerals.
 143 Directive 2004/109/EC of the European Parliament and of the Council of 15 December 2004 on the harmo-
nisation of transparency requirements in relation to information about issuers whose securities are admitted to 
trading on a regulated market and amending Directive 2001/34/EC (Directive 2004/109/EC), as amended and as 
complemented by its implementing and delegated acts. The Transparency Directive has already been implemented 
into UK law. When EU law ceases to apply some additional adjustments will be necessary, see The Official Listing 
of Securities, Prospectus and Transparency (Amendment etc) (EU Exit) Regulations 2019 (SI 707/2019).
 144 Regulation (EU) No 596/2014 of the European Parliament and of the Council of 16 April 2014 on market 
abuse (repealing Directive 2003/6/EC of the European Parliament and of the Council and Commission Directives 
2003/124/EC, 2003/125/EC and 2004/72/EC) (Market Abuse Regulation), art 17. When EU law ceases to apply, 
the provisions in the Market Abuse Regulation will be incorporated into UK law as a result of the European Union 
(Withdrawal) Act 2018, s 3 and see The Market Abuse (Amendment) (EU Exit) Regulations 2019 (SI 310/2019).
 145 Directive 2014/65/EU of the European Parliament and of the Council of 15 May 2014 on markets in finan-
cial instruments and amending Directive 2002/92/EC and Directive 2011/61/EU (‘MiFID II’) and Regulation  
EU No 600/2014 of the European Parliament and of the Council of 15 May 2014 on markets in financial instru-
ments and amending Regulation (EU) No 648/2012 (‘MiFIR’). See also Commission Delegated Regulation (EU) 
2017/587 of 14 July 2016 supplementing Regulation (EU) No 600/2014 of the European Parliament and of the 
Council on markets in financial instruments with regard to regulatory technical standards on transparency require-
ments for trading venues and investment firms in respect of shares, depositary receipts, exchange-traded funds, 
certificates and other similar financial instruments and on transaction execution obligations in respect of certain 
shares on a trading venue or by a systematic internaliser and Commission Delegated Regulation (EU) 2017/577 
of 13 June 2016 supplementing Regulation (EU) No 600/2014 of the European Parliament and of the Council on 
markets in financial instruments with regard to regulatory technical standards on the volume cap mechanism and 
the provision of information for the purposes of transparency and other calculations. When EU law ceases to apply 

about non-financial matters such as the environment, or about how the board considers 
the interests of a broad group of stakeholders (including employees), for example, seem to 
indicate.142

The aims of regulation discussed in this section need to be borne in mind when consid-
ering the disclosure regime adopted by the UK to tackle these issues.

11.3. Mandatory Disclosure in the Secondary Market

The mandatory disclosure obligations imposed on companies in the secondary market are 
discussed in this section. These can be divided into the disclosures that companies must 
make at a certain time each year (periodic disclosures), and those that must be made only as 
and when certain events occur (ad hoc disclosures). These announcements must be made in 
line with minimum standards set out by the EU Transparency Directive143 and the Market 
Abuse Regulation144 relating to when, how and to whom the information must be distrib-
uted. Generally, issuers do so by using one of a number of approved firms to distribute 
information on their behalf (a Regulatory Information Service or ‘RIS’).

In addition to these issuer disclosure obligations, certain additional disclosure obli-
gations regarding pre- and post-trade transparency of trading in the secondary markets 
arise for market operators originating in MiFID II and MiFIR (and implementing acts).145 
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the provisions in MiFIR will be transposed into domestic law by way of the European Union (Withdrawal) Act 
2018, s 3 and see The Markets in Financial Instruments (Amendment) (EU Exit)  Regulations 2018 (SI 1403/2018).

 146 See MiFIR, arts 3–5 (pre-trade transparency) and art 6 (post-trade transparency).
 147 See MiFIR, art 3(1). A number of waivers exist (art 4); for example, authorities are able to waive pre-trade 
transparency obligations in certain cases, such as for orders that are large in scale compared with normal market 
size (art 4(1)(c)).
 148 For further discussion see Moloney: EU Regulation, V.11.1.
 149 [1990] 2 AC 605.

These obligations apply not only to shares admitted to trading on a regulated market, but 
also MTFs and OTFs.146 Consequently, market operators and investment firms operating a 
trading venue must make public current bid and offer prices, and the depth of trading inter-
est at those prices, that are advertised through their systems for shares and similar financial 
instruments.147 As regards post-trade transparency, they must also make public the price, 
volume and time of transactions executed in respect of shares and similar financial instru-
ments trading on a trading venue. Discussion of these market operator-focused obligations 
falls outside the scope of this book.148

A number of important distinctions arise between mandatory disclosure at the IPO 
stage, discussed in chapter ten, and secondary market disclosure obligations. First, as noted 
at 11.2, the purpose of disclosure once the company has succeeded in offering its shares to 
the public is both to inform investors and to provide information to the existing sharehold-
ers of the company, whereas at the IPO stage only the first of these functions is performed. 
Second, and following on from that, the aim of a prospectus is solely to persuade investors to 
buy the company’s securities, whereas the purpose of continuing disclosure is more varied, 
and selling the company’s securities is rarely the predominant reason for such disclosure. 
Third, at the IPO stage the disclosure is made by the company, via its directors and advisers, 
to investors. By contrast, continuing disclosure comprises both disclosure by the company 
to its shareholders and investors, and disclosure to the company by corporate insiders or 
major shareholders, often with a further disclosure obligation on the company to publish 
these disclosures to the market. These differences alter the nature of the continuing manda-
tory disclosure facing companies.

For a long time, secondary market disclosures were regarded as being fundamentally 
shareholder-focused, and the purpose of providing the shareholders with information 
was to enable them to exercise a corporate governance role within the company, rather 
than to inform their investment decisions. In Caparo Industries plc v Dickman,149 for 
example, the House of Lords held that the purpose of the statutory accounts provisions 
was not to supply information to investors, but to provide information to the sharehold-
ers, and that the purpose of this information provision was to enable them to exercise 
their governance rights over the board effectively. There have been important changes 
in the context of secondary market disclosures since Caparo, however, in terms of both 
the disclosures themselves and the liability regime attaching to them. In recent years 
new investor-focused disclosure obligations have been added, and even some of the 
obligations that were traditionally regarded as shareholder-focused are now understood 
as having, additionally, an investor protection element. The purpose for which ongoing 
disclosures are being made remains a relevant consideration, and one which informs the 
potential liability for inaccurate statements, discussed in 11.4. As a result, it is important 
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 150 In relation to the required content of the annual report and accounts note the influence of Directive 2013/ 
34/EU of the European Parliament and of the Council of 26 June 2013 on the annual financial statements, 
consolidated financial statements and related reports of certain types of undertakings, amending Directive 2006/ 
43/EC and repealing Directive 78/660/EEC and Directive 83/349/EEC. This Directive also repeals and incorpo-
rates Directive 2012/6/EU on the annual accounts of micro-entities. For a discussion of the implementation of this 
directive into UK law see BIS, UK Implementation of the EU Accounting Directive—Chapters 1–9: Annual Finan-
cial Statements, Consolidated Financial Statements, Related Reports of Certain Types of Undertakings and General 
Requirements for Audit, September 2014.
 151 Directive 2004/109/EC as amended by Directive 2013/50/EU. For discussion see FCA, Implementation of 
the Transparency Directive Amending Directive (2013/50/EU) and other Disclosure Rule and Transparency Rule 
Changes, Consultation Paper CP 15/11, March 2015.
 152 This includes companies listed on the Main Market. These obligations relate both to companies with a 
premium listing and to those with a standard listing, following the segmentation of the UK Official List.
 153 However, issuers on these exchanges still face periodic disclosure obligations in excess of those found in the 
Companies Acts, such as LSE, AIM Rules for Companies, March 2018, para 18 (which imposes a requirement for 
half yearly reports).
 154 Directive 2013/50/EU, art 1(3)(b) amends 2004/109/EC, art 4 and imposes a requirement that all annual finan-
cial reports be prepared in a single electronic format from 1 January 2020. The content and format of the European 
Single Electronic Format will be governed by a Regulatory Technical Standard: ESMA, ‘Final Report on the RTS 
on the European Single Electronic Format’, 18 December 2017.
 155 To the extent that the directive requires more onerous reporting obligations than are found in the 2006 Act, 
these additional obligations have been implemented via the Disclosure Guidance and Transparency Rules, eg FCA 
Handbook, DTR 4.1.3. In addition, because the Transparency Directive is a minimum harmonisation directive 
there are some ‘super-equivalent requirements’, ie requirements not required by the directive but imposed on listed 
companies by the FCA, which appear in the Listing Rules, eg LR 9.8.4.

to consider not only the nature of the disclosure requirements in place but also the 
purpose of those requirements.

11.3.1. Periodic Disclosures

11.3.1.1. Annual Reports

11.3.1.1.1. Obligation to Produce Annual Reports and Accounts

UK companies have been subject to an obligation to provide annual reports and accounts 
since the nineteenth century. In relation to listed companies, these disclosure requirements 
have been supplemented by the Disclosure Guidance and Transparency Rules. This is an 
area in which the EU has also had an important role to play.150

The basic periodic reporting requirements for companies whose securities are traded 
on regulated markets originate in EU law, via the Transparency Directive, as amended.151 
The Transparency Directive applies to companies whose securities are listed on the Official 
List,152 but not to issuers whose securities are traded on an exchange regulated market, 
such as AIM.153 Article 4 of the Transparency Directive requires the publication of audited 
annual accounts and reports for companies with securities listed on a regulated market.154 
To a large extent the requirements of this article are met by the rules contained in the 
Companies Act 2006.155

In general, the Companies Act 2006 imposes an obligation on the directors of compa-
nies to produce annual reports and accounts, to have financial statements and parts of the 
reports audited, to circulate the reports and accounts to shareholders and lay them before 
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 156 See generally Companies Act 2006, Parts 15 and 16. Note, however, that only public companies and private 
companies that are traded companies are now required to hold an AGM: Companies Act 2006, s 336. For these 
purposes, a ‘traded company’ is a company whose shares carry rights to vote at general meetings, and are admitted 
to trading on a regulated market in an EEA State by or with the consent of the company: s 360C. Given that UK 
private companies cannot offer shares to the public (s 755), any references made in the Companies Act 2006 to 
private traded companies apply only to overseas companies.
 157 Companies Act 2006, Part 15, in particular s 381. A public company cannot be a ‘small company’ for these 
purposes: s 384(1)(a). The reduced regime means that, for example, most small private limited companies do not 
need an audit of their annual accounts, unless the company’s articles of association say it must or enough share-
holders ask for one (ss 476, 477). The reporting obligations for companies in the small company regime have been 
amended as a result of the need to implement Directive 2013/34/EU: see Companies, Partnerships and Groups 
(Accounts and Reports) Regulations 2015 (SI 2015/980), and for discussion see ICAEW, Forthcoming Changes to 
UK Small Company Reporting, January 2015. In addition, the need to implement Directive 2013/34/EU regarding 
the annual accounts of certain types of small companies known as micro-entities prompted the introduction of 
Small Companies (Micro-Entities’ Accounts) Regulations 2013 (SI 2013/3008).
 158 A ‘quoted company’ for this purpose is a company officially listed in any EEA state or admitted to trading on 
the New York Stock Exchange or Nasdaq: Companies Act 2006, s 385(2). The power to review the accounts and 
reports of companies for compliance with the relevant requirements is one that has been delegated by the Govern-
ment to the Financial Reporting Review Panel. That Panel’s powers extend to all of the periodic reports required to 
be produced by listed companies, whether annual or otherwise. See 11.4.2.2.
 159 Companies Act 2006, s 442.
 160 FCA Handbook, DTR 4.1.3.
 161 Companies Act 2006, s 442.
 162 Companies Act 2006, s 393(1).
 163 For many years this was almost all that companies legislation said about the content of accounts. That is not the 
case today (see Parts 15 and 16 Companies Act 2006), but the true and fair view remains an overriding principle in 
this area (see eg s 393(1); s 396(4)(5); s 404(4)(5)).
 164 Companies Act 2006, s 395.
 165 Even the content of the 2006 Act and the regulations made thereunder are not sufficient to provide fully the 
detailed information needed to produce a set of accounts for any particular company; the provisions are supple-
mented by accounting standards drawn up by the Financial Reporting Council Limited (‘FRC’). The FRC is the 
body prescribed by the Secretary of State to issue accounting standards, which have statutory recognition: Compa-
nies Act 2006, s 464, Statutory Auditors (Amendment of Companies Act 2006 and Delegation of Functions etc) 
Order 2012 (SI 2012/1741) and FRC, ‘Foreword to Accounting Standards,’ March 2018.
 166 Regulation (EC) No 1606/2002 on the Application of International Accounting Standards. When EU 
law ceases to apply, the application of the IFRS in the UK will depend on the UK adopting such standards 

the shareholders in a general meeting, and to file them at Companies House.156 However, 
 different obligations are placed on different kinds of companies, so that, for example, a 
reduced regime is in place for small (private) companies.157 The reporting obligations placed 
on companies outside the small company regime (which will include all public companies 
and some private companies) are more extensive, particularly for quoted companies.158

The time limit for public companies to lay their accounts before the general meeting 
and then file them with the registrar is six months from the end of the relevant accounting 
period,159 although for listed companies the Disclosure Guidance and Transparency Rules 
reduce this to four months.160 For private companies the period is nine months.161

The general principle governing the content of annual accounts is that the accounts must 
give ‘a true and fair view of the assets, liabilities, financial position and profit or loss’162 of the 
individual company or companies included in the consolidation of the group accounts.163 
Detailed guidance is provided for companies as to the specific information that needs to 
be included. A company which is under an obligation to produce individual accounts 
may choose164 to produce accounts by reference to the rules set out in the Companies Act 
2006 and the regulations made thereunder,165 or by reference to International Financial 
Reporting Standards (IFRS).166 The same choice is available to companies producing group 
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(as issued by the International Accounting Standards Board, as currently adopted by the EU, or in some other 
form).

 167 Ibid, art 4, which is directly applicable and which is, in any case, currently noted in Companies Act 2006,  
s 403.
 168 Companies Act 2006, s 475 as amended by Companies and Limited Liability Partnerships (Accounts and 
Audit Exemptions and Change of Accounting Framework) Regulations (SI 2012/2301).
 169 Companies Act 2006, Part 16. The detailed requirements of the audit report are established by an International 
Standard on Auditing (United Kingdom and Ireland), ISA 700.
 170 Companies Act 2006, s 495(3). In addition, for quoted companies the auditor’s report must include a report on 
the auditable part of the directors’ remuneration report and state whether it has been properly prepared: s 497.
 171 Ibid, s 496, 497 and 497A, as amended.
 172 Most recently Companies Act 2006, s 415. This requirement does not apply if the company qualifies as a micro-
entity under ss 384A and 384B: Companies Act 2006, s 415(1A) inserted by SI 2015/980, reg 7; the Companies 
Act 2006 also contains an exemption for small companies: Companies Act 2006, s 415A.
 173 Companies Act 2006, Chapter 4A. For listed companies see also FCA Handbook, DTR 4.1.
 174 Companies Act 2006, s 414C(2).
 175 Ibid, s 414C(1) as amended by the Companies (Miscellaneous Reporting) Regulations 2018 (SI 2018/860, 
regs 2, 3) and s 414CZA.
 176 Ibid, ss 414C(2), 414CZA, 414CA and 414 CB. Section 414CZA was introduced by the Companies (Miscel-
laneous Reporting) Regulations 2018 (SI 2018/860, regs 2, 4) and ss 414CA and 414CB were introduced by the 
Companies, Partnerships and Groups (Accounts and Non-Financial Reporting) Regulations 2016 (SI 2016/1245, 
regs 2, 4).
 177 Ibid, ss 426–426A as amended.

accounts, although companies with securities traded on a regulated market must use IFRS 
for their group accounts.167

The annual accounts of most companies must be audited, although exemptions do 
exist, such as for companies within the small company regime.168 Detailed guidance is laid 
down in this regard.169 The auditors’ report is addressed to the shareholders and must state 
whether in their opinion the annual accounts have been prepared in accordance with the 
Companies Act 2006 or IFRS and, in particular, whether they give a true and fair view.170 In 
addition, auditors must state whether, in their opinion, the information given in the direc-
tors’ report and strategic report, in the auditable part of the directors’ remuneration report, 
and in the company’s separate corporate governance statement (whenever one is prepared) 
is consistent with the accounts and has been prepared in accordance with the applicable 
legal requirements.171

11.3.1.1.2. Directors’ Report and Strategic Report

A directors’ report must accompany both individual and group accounts.172 In addition, 
all companies, except those subject to a special regime for small companies, must produce 
a strategic report.173 These reports require narrative reporting to accompany the financial 
information included in the accounts. The strategic report must contain a fair review of 
the company’s business and a description of the principal risks and uncertainties facing 
the company.174 The purpose of the strategic report is stated to be ‘to inform members 
of the company and help them assess how directors have performed their duty under  
section 172 (duty to promote the success of the company)’ requiring directors of larger 
companies, in particular, to disclose how they have had regard to the stakeholder interests 
listed in this section;175 the exact content of the report depends on the activities carried out 
by the company and on whether it is a traded company.176 This report may be sent to share-
holders in place of the full accounts and reports, if the shareholders agree.177
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 178 Ibid, s 414C(7).
 179 Ibid, s 414C(8).
 180 Companies Act 2006, s 420; the Large and Medium-sized Companies and Groups (Accounts and Reports) 
Regulations 2008 (SI 2008/410) and see the Companies (Miscellaneous Reporting) Regulations 2018 (SI 2018/860) 
and The Companies (Directors’ Remuneration Policy and Directors’ Remuneration Report) Regulations 2019 
(SI 2019/970), the latter implementing articles of the Shareholders Rights Directive II.
 181 See 10.4.2.
 182 The SEC requires extensive annual disclosure via Form 10-K. The financial date required to be disclosed is 
specified in Regulation S-K. The financial disclosures are supplemented by Regulation S-K, Item 303.
 183 Securities Act 1933, r 175.
 184 Companies Act 2006, s 463, as amended by the Companies Act 2006 (Strategic Report and Directors’ Report) 
Regulations 2013 (SI 2013/1970) and by the Statutory Auditors Regulations 2017 (SI 2017/1164). Section 463 
therefore goes beyond protecting directors from liability in relation to forward-looking statements, since it covers 
all statements contained in these reports (and in the corporate governance statement discussed in 11.3.1.2).
 185 The director is liable for untrue or misleading statements in the reports or omissions if the director has been 
fraudulent: ss 463(2)(3). Fraud for these purposes is defined in the same way as common law deceit: the maker of 
the statement must know it is untrue or misleading, or be reckless as to whether this is the case: Derry v Peek (1889) 
LR 14 App Cas 337.
 186 Companies Act 2006, s 463(4)(5). Third parties may still have a claim for fraud against the company: FSMA, 
s 90A, discussed at 11.4.1.2. In fact, s 463 excludes the third-party liability of any person (s 463(4)), not just direc-
tors, although in most cases it will only be the directors and the company who will be responsible for statements in 
the reports, and therefore only they will potentially be liable for any errors.

For quoted companies, in particular, the strategic report must deal with a number  
of additional matters, including the ‘main trends and factors’ likely to affect the future of 
the company’s business, the impact of the company’s business on the environment, infor-
mation about its employees, and information about social, community and human rights 
issues.178 In addition, the company must disclose a description of the company’s strategy 
and its business model, and must include a breakdown of the number of persons of each 
sex who are directors, managers and employees of the company.179 A further requirement 
is an obligation on the directors of traded companies to prepare a directors’ remuneration 
report.180

The information required for quoted companies includes a forward-looking element, 
and therefore is in contrast to the information disclosure obligations at the IPO stage.181 
Other jurisdictions, notably the US, require more forward-looking information from issu-
ers than is required in the UK. In the US, the management of issuers are required to provide 
an extensive Management Discussion and Analysis of Financial Condition and Results of 
Operations (MD&A report)182 which supplements historical accounting data with narrative 
information on the accounts and a forward-looking review of the business. When the US 
introduced provisions to allow forward-looking data to be included, concerns were expressed 
by directors regarding liability should their estimates prove wrong, and as a result a safe 
harbour rule was designed to protect directors from law suits,183 and thereby to encourage 
them to provide this forward-looking material—although many managers are still reluctant 
to do so because of liability concerns should the estimates prove wrong. Section 463 of the 
Companies Act 2006 provides a similar safe harbour for directors regarding statements in 
the directors’ report, strategic report, remuneration report and other statements (such as 
the corporate governance statement discussed below).184 Directors’ liability in negligence 
to their company for statements in these reports is excluded, although liability for fraud is 
maintained.185 However, liability to other persons is excluded entirely, even in the case of 
fraud.186
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 187 Directive 2013/34/EU, art 20, as amended.
 188 Companies trading on AIM are not required to comply with the UK Corporate Governance Code specifically, 
but they are required to apply a recognised corporate governance code: LSE, AIM Rules for Companies, March 
2018, Sch 1. According to the Quoted Companies Alliance (‘QCA’), ‘research indicates that most AIM companies 
are choosing to apply the QCA Corporate Governance Code, rather than the UK [Corporate Governance] Code, as 
it is tailored for small and mid-size quoted companies in the UK’ (see QCA, ‘The New UK Corporate Governance 
Code and Small & Mid-sized Quoted Companies’, 25 July 2018).
 189 FCA Handbook, LR 9.8.6–9.8.7. For discussion see Listing Rules Sourcebook (Amendment No 3) Instrument 
2009 and FSA, Listing Regime Review, CP09/24, October 2009. Prior to April 2010, whilst all UK companies were 
required to report on how they have applied this Code, overseas companies listed on the Main Market were merely 
required to explain whether they complied with the corporate governance code of their country of incorporation 
and how that code differed from the UK Corporate Governance Code.
 190 As a result overseas companies with a standard listing must comply with FCA Handbook, DTR 7.2 amended 
pursuant to the Listing Rules and Disclosure Guidance and Transparency Rules (Miscellaneous Amendments) 
Instrument 2018 (FCA 2018/41).
 191 FRC, UK Corporate Governance Code, July 2018. Note that in December 2018 a new code for the corporate 
governance of large private companies was launched which such companies may choose to apply: FRC, The Wates 
Corporate Governance Principles for Large Private Companies, December 2018.
 192 For example, Principle K states: ‘The board and its committees should have a combination of skills, experience 
and knowledge. Consideration should be given to the length of service of the board as a whole and membership 
regularly refreshed’ (UK Corporate Governance Code, July 2018).
 193 For example, Provision 11 states that ‘at least half the board, excluding the chair, should be non-executive 
directors whom the board considers to be independent’ (UK Corporate Governance Code, July 2018).
 194 See 10.4.2.1.
 195 FCA Handbook, DTR 4.2, implementing Directive 2004/109/EC, art 5, as amended by Directive 2013/50/EU, 
art 1(4).

11.3.1.1.3. Corporate Governance Statement

European regulations require that a company whose securities are admitted to trading on a 
regulated market must also include a corporate governance statement in its annual report.187 
In the UK, all companies with a premium listing188 are required by the FCA Listing Rules 
to report on how they have applied the UK Corporate Governance Code, regardless of their 
country of incorporation.189 Overseas issuers with a standard listing of certain securities, 
including shares, need to make a corporate governance statement in their directors’ report 
covering the governance code to which the issuer is subject, and providing certain details 
of its share capital.190 The UK Corporate Governance Code establishes standards of good 
practice in relation to issues such as board composition and development, remuneration, 
accountability and audit and relations with shareholders.191 The Code sets out a number of 
principles, with which companies must comply.192 There are then a number of lower-level, 
more specific provisions.193 It is not obligatory for companies to follow these, but compa-
nies must state whether they have complied, and explain any areas of non-compliance. 
Although the FCA can impose sanctions for non-compliance with the Listing Rules,194 if a 
company fulfils the requirements of the Listing Rules by disclosing its non-compliance with 
the Corporate Governance Code, this is a matter for the shareholders, as the recipients of 
this information, rather than the FCA.

11.3.1.2. Half Yearly Reporting

There is a requirement for half yearly reports to be published within three months of the 
end of the half year for companies whose securities are admitted to trading.195 These reports 
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 196 However, if they are audited or reviewed, the audit report or review must be published: Transparency Directive 
2004/109/EC, art 5(4); FCA Handbook, DTR 4.2.9.
 197 See Directive 2004/109/EC, art 5 and FCA Handbook, DTR 4.2.
 198 Directive 2004/109/EC, art 6.
 199 Directive 2013/50/EU, art 1.
 200 See FCA Policy statement PS14/15.
 201 The SEC requires quarterly reporting via Form 10-Q.
 202 Companies Act 2006, s 423(1). The obligation to circulate the company’s annual report and accounts extends 
beyond the shareholders and includes debenture holders and others who are entitled to receive notice of general 
meetings.
 203 Companies Act 2006, ss 437–38; cf private companies where there is an obligation to circulate the accounts 
and reports but any further action is a matter for the shareholders or the company’s articles: ibid, s 423(1).
 204 Companies Act 2006, s 495(1).

are less detailed than the annual ones and are not required to be audited.196 The half year 
report contains a condensed set of financial statements, and an interim management report, 
which indicates the important events that have occurred during the first six months of the 
financial year and their impact on the financial statements, plus an assessment of the prin-
cipal risks and uncertainties for the remaining six months.197

The Transparency Directive initially required reporting on a quarterly basis.198 Quarterly 
accounting is contentious. The potential benefit of more frequent reporting is that it might 
add to the efficiency of the securities markets. There is a danger, however, that it might 
promote an overly short-term approach amongst management and that it represents an 
excessive burden for small and medium-sized issuers. These concerns led to the removal of 
quarterly reporting obligations when the Transparency Directive was amended in 2013.199 
Although these amendments allowed Member States discretion to introduce more oner-
ous rules, the FCA decided to remove the requirement for companies which are subject to 
the FCA’s Disclosure Guidance and Transparency Rules to publish interim management 
statements.200 This does mean, however, that the UK is now out of step with the US in this 
regard, since the US utilises quarterly accounting.201 Companies can, however, continue 
to report quarterly, on a voluntary basis, if they wish to do so, or, indeed, if their investors 
continue to expect this information.

11.3.1.3. Function of Periodic Disclosures

Periodic disclosures seem to be both investor-focused and shareholder-focused. Some of 
these disclosures are targeted specifically at shareholders, and address corporate govern-
ance issues. The fact that the annual accounts of a public company must be circulated to  
the shareholders,202 and laid before the shareholders in general meeting,203 suggests that the 
shareholders are regarded as a significant focus for these documents. Although there is no 
specific requirement for shareholders to consider a resolution to approve the accounts and 
reports, shareholders in public companies must be afforded the opportunity to discuss them. 
It can also be seen that the auditors’ report on the annual accounts and reports is addressed 
to the shareholders,204 which suggests that the primary focus, of the annual reports and 
accounts at least, is the shareholders. Of course, the annual accounts are a public document, 
and they will be widely read not only by existing shareholders but also by creditors and the 
wider, investing public. Nevertheless, it is the corporate governance function of the annual 
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 205 [1990] 2 AC 605.
 206 Companies Act 2006, s 439(5).
 207 In a 2018 report, PwC noted that analysis of the first 24 annual general meeting results of FTSE 100 compa-
nies in 2018 established that ‘one in five remuneration reports had 20% or more of shareholders vote against  
resolutions, compared with 7% [in 2017]’ (see PwC, ‘Shareholder activism on pay increasing significantly despite 
overall restraint’, 24 May 2018). Similarly, Deloitte also found that ‘nearly a quarter (22%) of the UK’s top 30 firms 
[had] received less than 80% support for their remuneration reports [in 2018]’, compared to 6% in 2017 (see 
Deloitte, ‘Support drops for remuneration reports as pressure on pay increases for FTSE 100’s biggest players’,  
13 August 2018).
 208 Ibid, s 414C(1).
 209 On the other hand, it could also be argued that recent reforms requiring the directors of some companies 
to disclose non-financial information pertinent to other stakeholders (see Companies Act 2006, ss 414CA and 
414CB), or to include a statement in the strategic report describing how they have regard to the interests of such 
stakeholders when striving to promote the success of the company (see Companies Act 2006, s 414 CZA) suggest 
that the focus of disclosures in the annual report and accounts has partially shifted to embrace the company’s other 
constituencies.

report and accounts that was recognised and emphasised by the House of Lords in Caparo 
Industries plc v Dickman.205

Innovations since the decision in Caparo suggest that the shareholders remain the 
significant focus of disclosures in the annual report and accounts. The requirement for 
the directors’ remuneration report to be disclosed to shareholders, and, more particularly, 
the need for an advisory vote of the shareholders on this report, is a strong indicator as 
to the focus of this information. Even though a rejection of the remuneration report by 
the shareholders has no effect on the directors’ receipt of remuneration,206 nevertheless 
this vote gives shareholders a guaranteed opportunity to express their views on directors’ 
 remuneration.207 The fact that the purpose of the strategic report is specifically stated to be 
‘to inform members of the company and help them assess how directors have performed 
their duty under s 172’208 also lends weight to this view.209

By contrast, the half yearly disclosures are not tied to a shareholder meeting. Further, 
the dominant objective of the Transparency Directive and, consequently, of the domestic 
law implementing it appears to be investor protection rather than shareholder protection, 
although shareholders do benefit from these disclosures as well. It is also noticeable that 
although the measures regarding the annual report and accounts are largely to be found 
in companies’ legislation, the implementation of Article 5 of the Transparency Directive, 
introducing half yearly disclosures, was effected via securities legislation. This underlines 
the function of this disclosure requirement being primarily the disclosure of information to 
the market rather than to shareholders.

11.3.2. Ad Hoc Disclosures

In addition to the periodic reports required of publicly traded companies, these companies 
also have to make disclosure of certain information as and when it arises. Four kinds of ad 
hoc disclosures are considered in this section: requirements to disclose inside information, 
directors’ shareholdings and major shareholdings, and disclosures regarding significant and 
related party transactions.
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 210 Market Abuse Regulation, art 17. This article applies to all issuers who have requested or approved admission 
of their financial instruments to trading on a regulated market in a Member State or, in the case of instruments only 
traded on an MTF or on an OTF, issuers who have approved trading of their financial instruments on an MTF or 
an OTF or have requested admission to trading of their financial instruments on an MTF in a Member State.
 211 See also FCA Handbook, DTR 2. For an example of the FCA’s enforcement of these provisions see eg FCA 
Decision Notice, Cathay International Holdings Ltd, 24 May 2019.
 212 Market Abuse Regulation, art 17(1). For the duration of any agreed transition period following the UK’s exit 
from the EU this information should be disseminated to the public in all EEA Member States simultaneously: 
FCA Handbook, DTR 6.3.4 and Commission Directive implementing  Directive 2004/109/EC of the European 
Parliament and of the Council laying down rules for the harmonisation of transparency requirements in relation 
to information about issuers whose securities are admitted to trading on a regulated market (No 2007/14/EC), 
art 12(2). The information must, in any case, be communicated to the FCA: FCA Handbook, DTR 6.2.2.
 213 FCA Handbook, DTR 2.3.
 214 A further requirement is for issuers and those acting on behalf of issuers to maintain a list of all the people who 
have access to inside information (insider lists) and to provide the list to the competent authority on request: MAR, 
art 18, and Commission Implementing Regulation (EU) 2016/347 of 10 March 2016 laying down implementing 
technical standards with regard to the precise format of insider lists and for updating insider lists in accordance 
with Regulation (EU) No 596/2014 of the European Parliament and of the Council.
 215 Market Abuse Regulation, art 17(8), FCA Handbook, DTR 2.5.6–7, which requires the public disclosure to be 
simultaneous in the case of intended disclosure, and promptly in the case of unintended disclosure. The US has a 
similar provision in place to prevent selective disclosure: in Regulation FD (Fair Disclosure). Note that art 17(8) is 
subject to a carve out: where the person to whom the information is disclosed is bound by a duty of confidentiality 
(eg lawyers, accountants) then disclosure to that individual will not trigger a general duty of disclosure. This will 
allow the issuer to selectively share information with a controlling shareholder, for example, as long as the latter 
keeps the information confidential (and the shareholder would have to refrain from using the information to 
trade).
 216 This is despite the fact that when the Market Abuse Regulation was negotiated, there was considerable pres-
sure to adopt different definitions of inside information for the two different functions, to address concerns about 
the fact that inside information disclosure obligations and insider dealing prohibitions, while both intended to 
promote market efficiency, operate in quite distinct ways and may require different definitions. The initial approach 
adopted by the Commission in its 2011 proposal, for example had two different definitions of inside informa-
tion: COM (2011) 651, art 12(3). For discussion see J Lau Hansen, ‘The Hammer and the Saw: A Short Critique 

11.3.2.1. Inside Information

An obligation is placed on companies to disclose inside information to the market ‘as soon 
as possible’.210 This requirement in the Market Abuse Regulation is replicated in the FCA’s 
Disclosure Guidance and Transparency Rules.211 This must be done in a way that ‘enables 
fast access and complete, correct and timely assessment of the information by the public’.212 
Information is required to be displayed on the company’s website,213 but in order to ensure 
that the information is disclosed simultaneously to all market participants, additional 
dissemination is needed via a RIS, so as not to favour those who happen to be logged onto 
a company’s website at the time the information is posted.214 This obligation is founded on 
the notion of parity of information within the market for all investors, that is the idea that 
all investors should receive the same information at the same time, and is coupled with a 
prohibition on selective disclosure, preventing issuers from voluntarily disclosing informa-
tion to just one investor (such as an analyst) without also making that information publicly 
available.215

The definition of inside information for this purpose is the same as that for the prohibi-
tion on insider trading, discussed at 12.2.2.3.216 Accordingly, inside information is

[i]nformation of a precise nature, which has not been made public, relating, directly or indirectly, 
to one or more issuers or to one or more financial instruments,217 and which, if it were made 
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of the Recent Compromise Proposal for a Market Abuse Regulation’ (2012) at ssrn.com/abstract=2193871 and  
J Lau Hansen and D Moalem, ‘The MAD Disclosure Regime and the Twofold Notion of Inside Information: The 
Available Solution’ (2009) Capital Markets Law Journal 323.

 217 Note therefore that the information does not need to relate to particular securities or a particular issuer of 
securities, ie it could be information which has an impact on the securities markets generally.
 218 Market Abuse Regulation, art 7(1)(a).
 219 Ibid, art 7(4), DTR 2.2. The CJEU has held that this ‘market impact’ test can be satisfied even if the direction of 
the impact (up or down) cannot be predicted at the time of trading: Case C-628/13 Lafonta v Autorité des marches 
financiers [2015] Lloyd’s Rep FC 113.
 220 Ibid, art 7(2). An early draft of the Market Abuse Regulation (published 20 October 2011) had included an 
additional category of inside information relating to relevant information not generally available to the public 
(RINGA), on the basis that information can be abused before an issuer is under an obligation to disclose it. The 
inclusion of this category was controversial and RINGA did not appear in the final version of Market Abuse 
Regulation.
 221 Markus Geltl v Daimler AG [2012] EUECJ C-19/11 (28 June 2012).
 222 Market Abuse Regulation, art 7(2).
 223 Ibid, art 7(2). In Geltl the CJEU considered the meaning of ‘reasonable expectation’ and held that it should be 
equated with a realistic prospect of occurrence rather than a high probability of the event or circumstance taking 
place.
 224 For discussion see J Payne, ‘Disclosure of Inside Information’ in R Veil and V Tountopoulos (eds), The Trans-
parency of Stock Corporations in Europe (Oxford, Hart Publishing, 2019).

public, would be likely to have a significant effect on the prices of those financial instruments or 
on the price of related derivative financial instruments.218

The likely impact of the information on the market is tested by reference to what a ‘reason-
able investor’ would regard as relevant information.219 Information about events or 
circumstances ‘shall be deemed to be of a precise nature … where it is specific enough to 
enable a conclusion to be drawn as to the possible effect of the set of circumstances or event 
on the prices of the financial instruments’.220 One of the questions that has arisen is when 
information about an ongoing or developing situation crosses the threshold to become 
inside information. This was discussed by the CJEU in Geltl v Daimler AG,221 in which it 
was held that information may cross that threshold before the final situation has emerged. 
The Market Abuse Regulation codified the approach in Geltl, stating that an intermediate 
step in a protracted process will be deemed to be inside information if, by itself, it otherwise 
satisfies the criteria of inside information.222 Furthermore, inside information includes not 
only circumstances or events that already exist or have already occurred, but also those that 
‘may reasonably be expected’.223

A difficult issue regarding the obligation to disclose inside information is when the 
duty to disclose crystallises.224 There is a danger that announcing matters at too early a 
stage will be problematic both because it may damage the company’s ability to conduct its 
business and because it may relate to issues that are still changing, so that the disclosure 
itself is more misleading to investors than silence. For example, where the company is in 
negotiations to sell a major holding of the company, early disclosure may make it more 
difficult for the company to conclude these negotiations, but may also make it difficult 
for investors to determine how to react—specifically it is difficult for them to determine 
how likely it is that the negotiations will succeed. If they buy shares expecting the deal 
to be completed, and then it is not, they may well feel misled. The legislative provisions 
provide some leeway to companies in such circumstances. The obligation on companies 
is to disclose ‘as soon as possible’, rather than ‘immediately’, and, moreover, the legislative 

http://ssrn.com/abstract=2193871
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 225 ESMA has issued guidelines on the situations where immediate disclosure of inside information is likely to 
prejudice the ‘legitimate interests’ of an issuer and on the situations in which delay of disclosure of inside infor-
mation is likely to mislead the public: Market Abuse Regulation Guidelines: Delay in the Disclosure of Insider 
Information, 20 October 2016, paras 5(1) and (2). See, also, FCA Handbook, DTR 2.5.1B and 2.5.2.
 226 [2014] UKUT 233 (TCC).
 227 Market Abuse Regulation, art 17(4). Once confidentiality can no longer be ensured the inside information 
must be disclosed to the public as soon as possible: art 17(7).
 228 Ibid, art 17(4), which provides that issuers must, immediately after the information is disclosed to the public, 
provide a written explanation of how the conditions were met, but also offers Member States the option of provid-
ing that ‘a record of such an explanation is to be provided only upon the request of the competent authority’. The 
FCA expressed a preference for exercising this option: FCA, Policy Statement PS16/13 ‘Implementation of the 
Market Abuse Regulation (2014/596/EU), including feedback on CP15/35 and CP15/38, and related amendments 
to the Handbook’. For a discussion, see FCA, ‘Policy proposals and Handbook changes related to the implementa-
tion of the Market Abuse Regulation (2014/596/EU)’, November 2015.
 229 Ibid, art 17(5)(6).

provisions allow issuers to delay disclosure in some circumstances. Specifically, issuers 
can ‘on their own  responsibility’ delay disclosure in order to protect their ‘legitimate 
interests’.225

These provisions provide issuers with some room to manoeuvre when it comes 
to deciding when to disclose. In addition to the desire of an issuer to protect its own 
legitimate interests, it may be valuable for investors to delay, particularly in the type of 
protracted process discussed in Geltl, if early disclosure would be misleading to inves-
tors. The decision in Hannam v FCA226 (albeit issued before the Market Abuse Regulation 
took effect) provides a good example of such a scenario. It was suggested in that case 
that the issuer was within its rights to delay disclosure of inside information regarding 
drilling results. Specifically, an expert witness asserted that such a delay was standard 
industry practice and therefore legitimised. While the Tribunal rejected the argument 
that an industry practice could justify delay, it did accept that it was reasonable for the 
issuer to delay announcement of the results until it could provide information that 
avoided misleading the market. On the facts, although the drilling results gave consider-
able confidence that oil was present, they were not definitive and the issuer was permitted 
to delay until definitive results were available. The Tribunal assumed that the results were 
inside information, but stated that unless there is some exceptional event or fact that 
requires immediate disclosure then a listed company can reasonably delay reporting to 
ensure that an announcement is not misleading when it is made or to finalise its financial 
results.

The ability to delay is subject to some important caveats, however. The non-disclosure 
must not be likely to mislead the public and the company must be able to ensure confidenti-
ality on the part of those to whom the information will have to be disclosed.227 In addition, 
an issuer which delays the disclosure of information in this way must inform the relevant 
national competent authority (the FCA in the UK).228

In general, in regard to the issue of timing, investors’ interests appear to have more 
weight than issuers’ concerns. In one scenario however, the balance is shifted in favour 
of the issuer. Where the issuer is a financial institution and the disclosure of the infor-
mation would threaten the financial viability of the issuer and of the financial system, 
disclosure can be delayed, subject to the confidentiality test and a public interest test and 
the consent of the national competent regulator.229 The view is taken in this situation that 
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 230 This provision is intended to tackle situations such as that regarding Northern Rock in 2007 where the 
required disclosure by Northern Rock of the fact that it had approached the Bank of England for liquidity support 
was believed to be an immediate cause of the subsequent run on the bank. See eg HM Treasury, Financial Stability 
and Deposit Protection, Cm 7308, January 2008.
 231 See L Enriques and S Gilotta, ‘Disclosure and Financial Market Regulation’ in N Moloney, E Ferran and 
J Payne (eds), The Oxford Handbook of Financial Regulation (Oxford, Oxford University Press, 2015).
 232 See Form 10-K (filed annually) and Form 10-Q (filed quarterly).
 233 Form 8-K requires companies to disclose ‘on a rapid and current basis’ material information regarding changes 
in a company’s financial condition or operations.
 234 Disclosure obligations in the US have been described as a system of periodic disclosure, rather than continu-
ous disclosure: see eg Gallagher v Abbott Laboratories, Inc, 269 F2d 806 (7th Cir 2001) per Judge Easterbrook.
 235 The lack of a specific disclosure requirement for inside information in the US has been described as the black 
hole in the US continuous disclosure framework. However, the difference may not be quite as stark as it appears. 
Many issuers in the US do appear to make use of optional disclosure between Form 10-Q filings. In relation to 
insider information, for example, day-to-day circumstances can impose an affirmative obligation to disclose on 
the issuer, stemming from inquiries from the investment community for information and the issuer’s motivation 
to keep that community apprised of current developments. Many issuers consequently adopt an affirmative policy 
to disclose material information, subject to exceptions such as when it is necessary to keep the information confi-
dential or when the issuer has a legitimate business interest in not disclosing. For discussion see D Oesterle, ‘The 
Inexorable March Toward a Continuous Disclosure Requirement for Publicly Traded Corporations: Are We There 
Yet?’ (1998) 20 Cardozo Law Review 135.
 236 Insider dealing is dealt with in detail in chapter 12.
 237 See 11.3.2.2 and 11.3.2.3.

the costs to the financial system as a whole outweigh the costs to investors of the issuer 
in question.230

This obligation to disclose information ‘as soon as possible’ has been described as the 
‘bedrock’ of the EU regime.231 It creates a continuous disclosure obligation which may 
be contrasted with regimes elsewhere that rely on periodic disclosure obligations. In the 
US, for example, issuers are placed under annual and quarterly periodic reporting obli-
gations,232 and although issuers are subject to an hoc disclosure regime,233 this does not 
include a requirement to disclose inside information.234 Companies can disclose such 
information voluntarily, for example when there is good news to report, but they fall under 
no specific SEC obligation to disclose bad news, unless failing to do so will violate Rule 
10b-5 because it would render another statement made a half-truth. Courts in the US have 
regarded the timing of disclosure between periodic reports as a matter for the directors’ 
business judgement—that is, disclosure may be delayed until the information is ripe, or 
withheld if a valid business reason exists, such as where premature disclosure would impair 
a contract.235

One aim of the requirement to disclose inside information ‘as soon as possible’ is to 
make shareholders and investors aware of this information, since it may impact on their 
decision to deal in the shares. The disclosure is intended to serve another purpose, however, 
namely to deprive the information of its ‘inside’ character so as to remove the potential for 
gain from the insider with the information.236 It is notable that the primary obligation here 
is on the company to disclose the information, unlike the second and third types of ad hoc 
disclosure, discussed below,237 in which the primary obligation is on the holder of shares 
to disclose certain information to the company, and the company’s obligation to disclose 
to the market is secondary. In those circumstances the role of information provision to the 
company (and thereby its shareholders) is clear, whereas here the disclosure obligation is 
purely on the company to disclose to the market. Again, it is significant that these disclosure 
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 238 See Market Abuse Regulation, arts 2.1(a)(b)(c), 4, 17, 18 and 19 and see Commission Implementing Regula-
tion (EU) 2016/523 of 10 March 2016 laying down implementing technical standards with regard to the format 
and template for notification and public disclosure of managers’ transactions in accordance with Regulation (EU)  
No 596/2014 of the European Parliament and of the Council. See FCA Handbook, DTR 3.1.
 239 For the definition of ‘person closely associated’ for this purpose see ibid, art 3(1)(26), FCA Handbook, 
DTR 3.1.
 240 See Market Abuse Regulation, art 19(1)(a) and Commission Delegated Regulation (EU) 2016/522 of 
17 December 2015 supplementing Regulation (EU) No 596/2014 of the European Parliament and of the Council 
as regards an exemption for certain third countries public bodies and central banks, the indicators of market 
manipulation, the disclosure thresholds, the competent authority for notifications of delays, the permission for 
trading during closed periods and types of notifiable managers’ transactions, arts 7–10.
 241 Ibid, art 3(1)(25). Notably, an individual may be a ‘senior executive’ for these purposes ‘irrespective of the 
nature of any contractual arrangements between the individual and the issuer and notwithstanding the absence of a 
contractual arrangement between the individual and the issuer, provided the individual has regular access to inside 
information relating, directly or indirectly, to the issuer and has power to make managerial decisions affecting the 
future development and business prospects of the issuer’: FCA Handbook, DTR 3.1.2A.
 242 See Ibid, recital 43 and art 19(1)(a), and Commission Delegated Regulation (EU) 2016/522, art 10.
 243 Ibid, art 19(6)(g).
 244 Ibid, art 19(8).

obligations are part of securities legislation rather than companies’ legislation, and it is  
telling that the EU requirements in this regard are found in the market abuse provisions.  
The main purpose of these disclosure obligations is, therefore, to provide information to the 
market rather than to shareholders.

11.3.2.2. Disclosure of Directors’ Shareholdings

There has been a longstanding requirement in UK law for directors of companies to disclose 
their interests in securities of the companies of which they are directors, and over time this 
has been extended to the interests of spouses, civil partners and children. The current rules 
are found in the Market Abuse Regulation, and include companies incorporated in Member 
States whose securities are admitted to trading on a regulated market, as well as on exchange 
regulated markets, such as AIM.238 Those discharging managerial responsibilities for these 
companies, and those closely associated with them,239 are required to disclose every trans-
action conducted on their own account in the shares, debt instruments, derivatives, or other 
financial instruments of the issuer.240 This requirement may include not only directors, but 
also senior executives who have regular access to inside information relating, directly or 
indirectly, to the issuer and have the power to make managerial decisions affecting the issu-
er’s development and business prospects.241 This obligation captures the situation where the 
director has a purely economic interest in the shares and no ownership interest, for example 
where the transaction involves a contract for differences, in which the contracting party 
becomes entitled to the difference between the price of the share at two different times with-
out actually acquiring a property interest in the share. A range of transactions is covered, 
including the use of shares as collateral for a financing transaction, for example as security 
for a loan from a bank.242

Disclosure must be made ‘promptly’ and in any case within three business days  
after the date of the transaction.243 Both the price and volume of the transaction need to 
be disclosed.244 There is a de minimis requirement of €5,000 before the disclosure obliga-
tion arises, in an attempt to address a concern about the excessive costs of this reporting 
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 246 Ibid, art 19(11) and Commission Delegated Regulation (EU) 2016/522, arts 7–10. In addition, issuers are 
required to draw up lists of people who discharge managerial responsibilities: Market Abuse Regulation art 19(5).
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Amendment (Cm 6659, 1945), 39–45.
 251 Discussed at 11.2.2.1.2.
 252 See Companies Act 2006, ss 9(4)(d) and 12A, Part 21A and Sch 1A, Small Business, Enterprise and Employ-
ment Act 2015, s 81 and Sch 3, and the Register of People with Significant Control Regulations 2016 (SI 2016/339). 
‘Significant control’ is defined to include, inter alia, beneficially holding 25% of the shares or voting rights in a 
company, or the right to appoint or remove a majority of the board: Companies Act 2006, Sch 1A and the Register 
of People with Significant Control Regulations 2016 (SI 2016/339), Sch 2.

obligation, although, if this is a concern, this threshold still appears to be rather low.245 In 
addition, the Market Abuse Regulation imposes a ‘closed period’—that is, a prohibition on 
persons discharging managerial responsibilities within an issuer conducting any trading in 
the company’s shares or debt instruments, or derivatives or financial instruments linked to 
them, in the period 30 calendar days before the announcement of interim financial reports 
or year-end accounts.246 This requirement is common practice within major capital markets 
as a means of addressing high-risk periods for insider dealing.

One purpose of these disclosure rules is corporate governance-focused. The rules provide 
information to shareholders about a director’s interests in the company, and therefore the 
existence of any particular financial incentives the director has to improve the performance 
of the company, as part of the process of shareholder monitoring of the directors’ steward-
ship of the company.247 The predominant purpose of the rules, however, is to curb insider 
trading, with the focus being on disclosure to the market rather than to shareholders. Again, 
it is relevant that these provisions are now found in securities legislation, whereas at one 
time they were regarded as part of company law.248

11.3.2.3. Disclosure of Major Shareholdings249

The idea that an interest in shares should be declared once certain size thresholds have been 
reached is a well-established principle of UK law.250 While the names of the legal owners 
of shares are publicly available, appearing on the share register and reported to Companies 
House in the annual return, it is common for shares to be held beneficially, via a nomi-
nee. The dematerialisation of shares in recent years has made this even more common. 
While dematerialised shares can be held directly, it is also very common for them to be 
held  indirectly.251 Consequently, merely examining the share register will not provide a full 
picture of those with an interest in the shares of the company, although changes introduced 
by the Small Business, Enterprise and Employment Act 2015 alter this to a certain extent, 
as the Act introduces a requirement for companies to keep and make public a register of 
beneficial owners with ‘significant control’ over the company.252
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 253 Directive 2004/109/EC, as amended by Directive 2013/50/EU.
 254 Ibid, art 9(1). The meaning of ‘regulated market’ is given by ‘MiFID II’, art 4(1)(21).
 255 FSMA, ss 89A(1), 3(a); FCA Handbook, DTR 5.1.1(3). For these purposes, a ‘prescribed market’ is a market 
which is established under the rules of a UK recognised investment exchange: FCA, Glossary.
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increasing market liquidity (DTR 5.1.3(3) and 5.1.4), although often these exemptions are limited—for example, 
the market maker exemption does not apply when the market maker’s holding in a particular company reaches 
10% (DTR 5.1.3(3)).
 257 FCA Handbook, DTR 5.1.2.
 258 Ibid, DTR 5.8.1.
 259 Ibid, DTR 5.8.3 implementing arts 12(1), (2) of Transparency Directive 2004/109/EC and art 9 of Commission 
Directive 2007/14/EC of 8 March 2007 laying down detailed rules for the implementation of certain provisions 
of Directive 2004/109/EC on the harmonisation of transparency requirements in relation to information about 
issuers whose securities are admitted to trading on a regulated market (the ‘Transparency Directive Implement-
ing Directive’); the time limit is four trading days for a non-UK issuer. The obligation to disclose arises when 
the person ‘learns of the acquisition or disposal or of the possibility of exercising voting rights’ or ‘having regard 
to the circumstances, should have learned of it’ rather than the date on which the acquisition or disposal actu-
ally occurred: DTR 5.8.3(1). For these purposes, a person ‘shall be deemed to have knowledge of the acquisition, 
disposal or possibility to exercise voting rights no later than two trading days following the transaction’: Transpar-
ency Directive Implementing Directive, art 9.
 260 Ibid, DTR 5.8.12 implementing art 12(6) of Transparency Directive 2004/109/EC. For non-UK issuers and 
issuers whose securities are traded on a prescribed (but not regulated) market the period is slightly longer and they 
have until the end of the third trading day to disclose to the public.
 261 Ibid, DTR 5.1.2. These requirements are super-equivalent to arts 12(1), (2) of Transparency Directive 
2004/109/EC and art 9 of the Transparency Directive implementing Directive; the time limit is four trading days 
for a non-UK issuer. The obligation to disclose arises when the person ‘learns of the acquisition or disposal or of 
the possibility of exercising voting rights’ or ‘having regard to the circumstances, should have learned of it’ rather 
than the date on which the acquisition or disposal actually occurred: DTR 5.8.3(1). Changes to the Transparency 
 Directive seek to harmonise the notification of interests regime across Member States by removing options in the 
way that the Transparency Directive is implemented. In particular, it is now mandatory to aggregate holdings of 
voting rights with holdings of financial instruments in calculating notifiable interests (see 2013/50/EU, art 1(9), 
and Commission Delegated Regulation (EU) 2015/761 of 17  December 2014 supplementing Directive 2004/109/
EC of the European Parliament and of the Council with regard to certain regulatory technical standards on major 
holdings, art 2.

The origins of the regime are, again, EU law, in this instance the Transparency 
Directive.253 This directive applies only to companies whose securities are admitted to trad-
ing on a regulated market.254 In implementing the directive into domestic law, however, 
the scope of the regime was broadened to include all companies with securities traded 
on a prescribed market.255 This includes the Main Market of the London Stock Exchange 
(both premium and standard listings) and AIM. The disclosure obligation arises when 
the shareholder holds 3  per  cent of the total voting rights in the company and at every 
1 per cent increase thereafter up to 100 per cent.256 Decreases must also be notified.257 The 
shareholder must notify the percentage of shares held and the date on which the threshold 
was crossed.258 Disclosure must take place as soon as possible, but in any event by the end 
of the second trading day following the day on which the obligation to disclose arose.259 
When issuers on a regulated market receive this information they are under an obligation 
to make public the information received as soon as possible, and in any event by the end of 
the following trading day.260

In order to capture the disclosure of beneficial interests, the rules require disclosure of 
voting rights arising out of a person’s ‘direct or indirect holding of financial instruments’.261 
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 262 FCA Handbook, DTR 5.8.1.
 263 Ibid, DTR 5.8.12 implementing art 12(6) of Transparency Directive 2004/109/EC.
 264 Similarly, shareholders who are only allowed to vote in certain circumstances (such as preference shareholders 
who can only vote if the preferential dividend has not been paid) do not have to be disclosed (see DTR 5.1.1(3)).
 265 By contrast, those exercising managerial responsibilities do have to disclose holdings in non-voting shares 
under the provisions requiring directors’ disclosure because opportunities to engage in insider dealing can still 
arise in these shares, since the economic incentives to deal still arise in relation to these shares. See 11.3.2.2.
 266 Another device that can be used to elicit this information is the company’s ability to ask any person to reveal 
the extent of their interest in the company’s voting shares: Companies Act 2006, ss 793–96.

So, for example, voting rights attached to shares held by a nominee on behalf of another will 
constitute an indirect holding of voting rights by that other person. The crucial issue is the 
control of the exercise of the voting rights. If the nominee has control of the exercise of these 
rights then it will be regarded as the direct holder for these purposes, whereas if the nomi-
nee may only act on the instructions of the beneficial holder then it is the beneficial holder 
who will be regarded as having a disclosable interest, if the threshold test is met.

Similarly, it is common for institutional investors such as pension funds to vest the legal 
title of the shares in a custodian, but to outsource the management of their investment 
portfolio to a fund manager. The question of who has a potentially disclosable interest in 
the shares will depend on who has control of the voting rights. If, as is usual, the custodian 
can only vote upon instruction, it will not have to disclose. As between the fund manager 
and the institutional investor, it will depend on whether the instructions to the custodian  
come from the fund manager alone, or whether the fund manager is operating under a 
mandate from the institutional investor. Where the shares are held indirectly, in addition to 
disclosing the percentage of shares held and the date on which the threshold was crossed, 
details of the indirect nature of the holding are required. For example, where the shares are 
held by a nominee who can vote only under instructions, the name of the nominee must be 
disclosed by the beneficiary when making his disclosure, even though that nominee has no 
disclosable interest.262 Once the issuer receives this information, it must again make disclo-
sure of this information to the public.263

One of the reasons for requiring the holders of large shareholdings to disclose their 
interests publicly is to deter insider dealing. As with those discharging managerial respon-
sibilities, large shareholders may be in a position to discover inside information about the 
company. However, this is only one aspect, and a rather minor aspect, of the role that these 
rules play. More important is the dissemination of information regarding those who are 
in positions of influence or control over the company as a result of large shareholdings. 
Support for this view can be found in the fact that holdings of non-voting shares do not 
have to be disclosed.264 Similarly, where shares are held via a nominee, the person with the 
disclosable interest is the person in control of the voting rights, irrespective of whether they 
have the legal or beneficial title to the shares. It is the issue of control and influence, rather 
than the economic stake in the company per se, that seems to be an important driver behind 
these rules.265 Indeed, it is notable that the origin of the current rules in this regard is the 
EU’s Transparency Directive and not its market abuse regime.

There remains the question of whether this disclosure is shareholder-focused or 
market-focused. This information regarding the identity of those holding major share-
holdings is certainly useful to those inside the company, particularly as an early warning 
signal about potential takeover bids.266 However, the predominant concern behind the 
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 274 Ibid, LR 10.4.
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 278 Ibid, LR 13.4 and 13.5.
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disclosure requirement now appears to be market-focused. This information can be useful 
to investors, in order to give them as full a picture of the company as possible when decid-
ing whether to invest. The fact that the obligation on shareholders to disclose was moved 
from company law to become part of securities law when the Transparency Directive was 
implemented into domestic law lends weight to this view.267 Furthermore, the preamble 
to the Transparency Directive suggests that improving the functioning of the securities 
market is the dominant concern of the disclosure requirements originally contained in the 
Transparency Directive and later transposed into domestic law.268

11.3.2.4.  Disclosures Regarding Significant Transactions and Related 
Party Transactions

The FCA Handbook imposes a number of ad hoc disclosure requirements on certain 
companies. Two are worth noting. First, the Listing Rules (LR 10) require disclosure to 
shareholders by companies with a premium listing on the Main Market of certain ‘signifi-
cant’ transactions and shareholder approval of some of those transactions.269 Classification 
is by reference to the size of the transaction relative to the size of the issuer.270 The general 
principle is that the more substantial the transaction is for the issuer, the greater the protec-
tion afforded to its shareholders either through disclosure or ultimately through consent at 
a general meeting. Four ‘class tests’ (gross assets; profits; consideration; gross capital) are 
used to determine the ‘ratio’ of the size of the transaction relative to the issuer,271 and conse-
quently the regulatory requirements that apply to the transaction.272 A Class 2 transaction 
is one where any percentage ratio is 5 per cent or more, but each is less than 25 per cent.273 
A detailed announcement is required, the content requirements for which are set out in the 
Listing Rules.274 A Class 1 transaction is one where any percentage ratio is 25 per cent or 
more.275 The issuer must comply with the Class 2 requirements and, in addition, send an 
explanatory circular to its shareholders276 and ensure that any agreement effecting the trans-
action is conditional on obtaining the prior approval of the transaction by its shareholders 
in a general meeting.277 The content requirements for a Class 1 circular are again set out in 
the Listing Rules.278 Following the circular to shareholders the company is also under an 
obligation to make disclosure to the market by way of a RIS circular.279
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extending the application of these provisions to other issuers, including issuers incorporated outside a Member 
State with either standard or premium listed equity shares, and issuers with premium listed Global Depository 
Receipts.
 284 A distinction is drawn between LR 11 and DTR 7.3 regarding what is required of issuers in terms of approvals 
and associated shareholder rights; LR 11 requires shareholder approval and a third-party report whereas DTR 7.3 
only requires board approval in addition to the disclosure requirements. An issuer which complies with LR 11.1.7 
in relation to a material related party transaction will satisfy the requirements of DTR 7.3.8 in respect of that 
transaction or arrangement: DTR 7.3.11. For discussion see FCA, Consultation on proposals to improve shareholder 
engagement, Consultation Paper CP 18/7, January 2019 and FCA, Proposals to Promote Shareholder Engagement: 
Feedback to CP19/7 and Final Rules (PS19/13), May 2019.
 285 Ibid, LR 11.1.4(2). For the purposes of DTR 7.3 the definition of related party is that in the International 
Financial Reporting Standards, which is wider than that employed in the premium listing regime: DTR 7.3.2.
 286 Ibid, LR 11.1.5(3). On the approval resolution the related party may not vote and the related party must take 
all reasonable steps to ensure that any associates do not vote either: LR 11.1.7(4).

Second, there is a requirement for disclosure in relation to related party transactions. 
This has traditionally been found in LR 11 which requires premium listed companies 
whose shares are listed on the Main Market to disclose related party transactions to their 
shareholders and to seek shareholder approval for these transactions.280 This is an issue 
that has also come to prominence at EU level. Changes to the Shareholder Rights Directive 
introduced new controls over related party transactions, requiring Member States to ensure 
that ‘material’ transactions with related parties are publicly disclosed and that they require 
shareholder or board approval.281 Along with other Member States, the UK was required 
to implement the provisions of the Shareholder Rights Directive II by 10 June 2019.282 The 
FCA chose to implement the directive by leaving the LR 11 regime effectively intact and 
introducing a new provision in the Disclosure Guidance and Transparency Rules, DTR 7.3, 
which captures a broader category of companies,283 requiring those companies to disclose 
and seek board approval (rather than shareholder approval) for material related party 
transactions.284 For the purposes of LR 11 related party transactions include transactions 
between a listed company and any of its subsidiaries, on the one side, and, on the other, a 
director or shadow director of the listed company or another company within the corporate 
group or a person who has been such a director within the previous 12 months or an associ-
ate of such a director.285 The requirement for shareholder approval in LR 11 also applies to 
transactions between the listed company and any person where the purpose and effect is  
to benefit a related party.286 While LR 11 requires this information to be disclosed to 
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shareholders in a circular,287 companies are also under an obligation to disclose this infor-
mation to the market, via the RIS system.288

Despite the fact that the company is under an obligation to disclose to the market via a 
RIS circular the details of both significant transactions and related party transactions (both 
those captured by LR 11 and those under DTR 7.3), the predominant concern of these 
disclosure requirements seems to be to provide information to the shareholders in order 
to allow them to perform their corporate governance functions. This is particularly clear in 
relation to LR 10 and LR 11 which include the requirement for shareholder approval.

11.3.2.5. Function of Ad Hoc Disclosures

Regulation of the capital markets has a number of aims. It variously seeks to inform share-
holders for corporate governance purposes, to inform shareholders and investors regarding 
their investment decisions, and to ensure the efficient operation of the market more gener-
ally. All of these aims are now visible in the mandatory disclosure obligations that exist for 
publicly traded companies.

Traditionally, the emphasis was on the provision of information to the shareholders of 
the company with the purpose of that information being corporate governance-focused. 
Many of the disclosure obligations were found in the Companies Acts rather than in securi-
ties legislation, and the House of Lords in Caparo Industries plc v Dickman289 emphasised 
the governance focus of disclosures in the secondary market, particularly in the context 
of the annual report and accounts. The force of this argument is strong in relation to this 
periodic disclosure requirement,290 and in relation to those ad hoc disclosure requirements 
where there is a significant internal corporate rationale, such as the disclosure of significant 
transactions and related party transactions by companies to their shareholders. However, 
other ad hoc disclosures appear to have a predominantly market-focused rationale.

There has undoubtedly been a shift in emphasis regarding the purpose of ongoing 
disclosure rules in recent years, allowing for the development of disclosure requirements 
which have little to do with corporate governance aims. EU legislation, in particular the 
Market Abuse Regulation and the Transparency Directive, has had a significant impact 
in this area. There has been a shift from ongoing disclosure rules being located in compa-
nies legislation to them being placed in securities legislation, and altering the emphasis 
to more of an investor focus. Recital 1 to the Transparency Directive for example, states 
that ‘[t]he disclosure of accurate, comprehensive and timely information about security 
issuers builds sustained investor confidence and allows an informed assessment of their 
business performance and assets. This enhances both investor protection and market 
efficiency.’291 An obvious example of this approach is the disclosure of inside informa-
tion. It cannot be ruled out that shareholders might obtain some information from these 
disclosures that might be relevant to them in making investment or governance decisions. 
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However,  the predominant purpose of these disclosures is one based on an investor 
protection approach.

Whatever the function of these disclosures, it is important to ensure that the informa-
tion provided is accurate and reliable. As at the IPO stage, the protections in place to ensure 
that the information is accurate are predominantly applied ex post. There are a number of 
mechanisms which allow for public and private actions in the event of misstatements in 
ongoing disclosures. These are discussed next.

11.4. Enforcement of Secondary Market 
Disclosure Obligations

11.4.1. Private Enforcement

Options exist for private enforcement by shareholders and investors in the context of ongoing 
disclosures. Until 2006 the only possible claim arose from a duty of care that was recognised 
to exist between shareholders and those responsible for producing secondary market disclo-
sures, specifically the annual report and accounts, but only in the context of information 
that was governance-focused. In 2006 the options were expanded by the introduction of a 
new section 90A FSMA, to allow claims by investors for misleading statements in secondary 
market disclosures in some circumstances. This latter claim is investor-focused. In order to 
determine the nature and extent of any private remedy for misstatements made in ongoing 
disclosures, the purpose of the disclosure is therefore a relevant consideration.

11.4.1.1.  Enforcement by Shareholders of Misstatements in Governance-Based 
Disclosures

Shareholders have rights to bring civil litigation claims regarding misstatements in second-
ary market disclosures made to them in some circumstances. The decision of the House 
of Lords in Caparo Industries plc v Dickman292 determines the limits of this liability. As 
discussed, in Caparo the House of Lords decided that the purpose of the statutory accounts 
provisions is not to supply information to investors, but to inform shareholders, in order to 
enable them to exercise their governance rights over the board effectively.293 Consequently, 
while shareholders can bring a claim in relation to misstatements in governance-based 
disclosures, it appears that a duty of care does not arise from the annual accounts and 
reports in relation to purchases of shares in the company, whether by existing shareholders 
or investors more generally.294
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Since Caparo was decided the number of ongoing disclosure obligations has grown 
considerably. Many of these are predominantly investor-focused, with little, if any, element 
of corporate governance, such as the disclosures regarding inside information.295 The 
law could have developed to allow common law Caparo-style claims by investors in rela-
tion to these disclosures. Indeed, the fear that this might happen goes some way towards 
explaining the development of the new statutory liability regime, discussed at 11.4.1.2. 
The law has not developed in this way, however, and these investor-focused disclosures 
have not been regarded as giving rise to a common law claim in the event of misstate-
ment. Where the disclosure has a strong governance element, such as the disclosures that 
provide the shareholders with information about significant transactions or related party 
transactions,296 it may be that shareholders could utilise Caparo to bring a claim for negli-
gent misstatement against the maker of the statement, most likely the directors of the 
company. This (negligence-based) liability to shareholders in respect of governance-based 
disclosures should not be impacted by the introduction of the statutory (fraud-based) 
liability to investors for misstatements in ongoing disclosure documents, discussed in the 
next section.297 However, this is not an area in which there has been much litigation, and 
the exact parameters of shareholders’ rights in this area are not well-defined.

One of the reasons for this lack of litigation may be the fact that the recovery will 
 generally flow to the company rather than to the shareholder, due to the principle of 
reflective loss. This principle dictates that shareholders are not able to recover loss which 
is merely reflective of the company’s loss.298 Where the defendant owes a duty to the 
company, and not to the shareholder, the claim belongs to the company to the exclusion 
of the shareholder,299 and consequently the shareholder is restricted to pursuing a remedy 
for the company. Likewise, where the defendant breaches a duty to a shareholder and has 
never owed a duty to the company, then it is easy to see that the claim belongs to the share-
holder to the exclusion of the company, even if the only loss suffered by the shareholder 
is a diminution in the value of his or her shares in the company.300 However, the difficulty 
arises in circumstances where the defendant breaches separate duties to the company and 
to the shareholder. This will be the case where the director makes a misstatement in an 
ongoing disclosure since the director will owe a duty to the company, as part of his direc-
tors’ duties, as well as (potentially) the duty of care to the shareholders recognised by the 
House of Lords in Caparo.

In these circumstances the House of Lords in Johnson v Gore Wood & Co301 deter-
mined that the shareholder is debarred from claiming this personal loss, not because he 
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has suffered no loss,302 but for policy reasons. In order to avoid the spectre of double 
recovery, justice to the defendant requires that the claim in relation to a wrong that causes 
loss to both the company and the shareholder be given to one victim at the expense of the 
other. Their Lordships chose to give the claim to the company in order to deal with the 
collective action problem and to protect the interests of the company’s creditors.303 As a 
result, if the misstatement occurs in a circular to the shareholders regarding a significant 
transaction, which, say, causes the company to enter into a contract that it would not 
otherwise have entered into, both the company and the shareholder are likely to suffer 
loss (the latter through the reduction in share price). However, it is the company and not 
the shareholder that is regarded as having a claim for damages, so that the shareholder 
will not be able to recover damages for him/herself, even if the company chooses not to 
bring a claim.304

In practice, the incidence of such claims by shareholders is ‘close to nil’.305 Indeed, 
the incidence of actions by shareholders in publicly traded companies generally is almost 
non-existent.306 The lack of formal enforcement of governance-based disclosures by 
shareholders, however, does not mean that such disclosures are unimportant, or that 
enforcement of these issues by shareholders does not occur at all. Shareholders, particu-
larly institutional investors, have a number of important mechanisms whereby they can 
exercise control within a company, including, ultimately, requisitioning a shareholders’ 
meeting and removing the directors. These mechanisms are likely to be more effective in 
ensuring compliance with governance-based disclosure requirements than a formal court 
hearing.

11.4.1.2.  Enforcement by Shareholders and Other Investors of Misstatements 
in Investor-Focused Disclosures

11.4.1.2.1. Background

As discussed in chapter ten, liability to investors for misstatements in prospectuses has a 
long history in the UK, with a statutory liability regime in place since 1890, and common 
law liability existing even earlier.307 By contrast, liability to investors for misstatements in 
relation to secondary market disclosures has been slow to develop.308

There are a number of reasons for this. In contrast to disclosures in prospectuses, many 
ongoing disclosures were, until relatively recently, regarded as company law matters, with 
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obligations to produce annual accounts, for directors to disclose their interests in the 
company’s shares, and for major shareholders to disclose their shareholdings all being 
located in the Companies Acts.309 Investor protection was not, therefore, regarded as a rele-
vant consideration. By contrast, the need to disclose any price-sensitive information was not 
part of company law, but was regarded as a matter for the Stock Exchange rather than for the 
legislator to regulate. The Stock Exchange was not in a position to develop a wide-ranging 
compensation system. It is no coincidence that the introduction of a statutory remedy for 
investors facing misstatements in ongoing disclosures310 has followed two important devel-
opments: (i) the transfer of disclosure obligations from companies legislation to securities 
legislation, and (ii) the transfer of rule-making power in this context from the London Stock 
Exchange to the regulator (now the FCA).

It is easy to understand why the common law did not develop in such a way as to 
produce a remedy for investors in this context, in contrast to the position regarding 
prospectuses. The tort of deceit, which provided the first common law remedy for inac-
curate prospectuses, requires the recipient to demonstrate that the maker of the statement 
intended the recipient to rely on it.311 This makes sense in the context of the prospectus 
which is a selling document, but is not easily adapted for use in relation to secondary 
market disclosures. The primary ongoing obligation that existed in the late nineteenth 
century, when the tort of deceit was being adapted for use in prospectuses, was the obli-
gation to produce annual reports and accounts. Yet, as developed, this obligation was 
intended primarily as a report to shareholders on the directors’ stewardship and was not 
intended to induce reliance by way of securities trading. Although annual reports and 
accounts have undergone some significant changes in the intervening period, this state-
ment still remains a fair reflection of these documents today. It is, therefore, unsurprising 
that the tort of deceit was not adapted to provide a remedy for misstatements in annual 
reports and accounts.312

The tort of negligence could have provided an alternative common law avenue for a 
remedy in this context. It is accepted that this tort can give rise to a remedy where misstate-
ments made by one person fall below the standard set by the law and thereby cause purely 
economic loss to another. This principle could easily have been used to provide a remedy 
to investors where directors or their advisers were negligent in the misstatements made in a 
company’s continuing disclosure documents and an investor relied on these statements and 
suffered loss as a consequence. However, as discussed, in Caparo Industries plc v Dickman313 
the House of Lords decided that the purpose of the statutory accounts provisions is not to 
supply information to investors, and to the extent that it provides information to sharehold-
ers the purpose of this information provision is to enable them to exercise their governance 
rights over the board effectively, rather than to enable them to take investment decisions. 



Enforcement of Secondary Market Disclosure Obligations 585

 314 This remains the case following recent developments such as the Supreme Court decision in Steel v NRAM Ltd 
[2018] UKSC 13 in which the court held that the representee must establish that it was reasonable for him to have 
relied on the representation and that the representor should reasonably have foreseen that he would do so.
 315 See eg Galoo Ltd v Bright Grahame Murray [1994] 1 WLR 1360.
 316 [2009] EWHC 1793 (Comm).
 317 These continuing obligations are now in the Disclosure Guidance and Transparency Rules.
 318 This provision was introduced via Companies Act 2006, s 1270.
 319 Transparency Directive 2004/109/EC, art 7 merely requires Member States to apply their existing liability 
regimes to misstatements in the disclosures required by the directive, rather than create any new ones.
 320 See eg House of Lords, European Union Committee, Fifteenth Report of Session 2003–04, Directors’ and 
 Auditors’ Liability, HL Paper 89, May 2004.

As a result of the way the tort of negligence has developed, it has not been available as a 
general remedy to investors.314

Until 2006, then, there was no statutory regime for inaccurate statements other than 
those contained in prospectuses, and the common law offered no protection to investors 
unless the defendant knew that a particular person was likely to use the statement for a 
particular purpose (such as a purchase of shares in the company) of which the defendant 
was, or ought to have been, aware.315 The position is clearly demonstrated by the deci-
sion in Hall v Cable & Wireless plc.316 When Cable & Wireless sold One2One to Deutsche 
Telekom in August 1999, it agreed to indemnify Deutsche in respect of One2One’s tax 
liabilities. Cable & Wireless also agreed that, if its debt rating fell below a particular level, 
it would either provide Deutsche with a bank guarantee in the sum of £1.5 billion or pay 
£1.5 billion into escrow to back up its indemnity. This obligation was not included in 
Cable & Wireless’s announcement of the sale, or in its subsequent annual accounts. In 
December 2002, since Cable & Wireless’s debt rating had fallen below the relevant level, 
it issued a press release to the effect that it was obliged to procure a bank guarantee for 
£1.5 billion or pay that sum into escrow. Not surprisingly, its share price then fell. Four 
shareholders, who had bought shares between August 1999 and December 2002, sued 
the company for losses suffered on their shares alleging, inter alia, breach of statutory 
duty, as Cable & Wireless had failed to announce under the Listing Rules its potential 
obligation to obtain the guarantee.317 The judge rejected these claims. The appropri-
ate body to take action in these cases was the regulator (at that time the FSA), which 
had powers to impose penalties under FSMA, as discussed below at 11.4.2. The judge 
held that the shareholders did not have rights to bring such a claim directly against the 
company.

In 2006, however, a new statutory provision, section 90A FSMA, was introduced to 
provide a remedy for investors regarding misstatements in continuing disclosure documents 
in some circumstances.318 With the implementation of the Transparency Directive into 
UK law, a concern was expressed that some kind of liability between issuers and investors 
arising from continuing disclosure obligations could come into existence where none had 
existed before. This was not due to any specific provision in the Transparency Directive.319 
Instead, the concern arose from the directive’s emphasis on investor protection, rather than 
corporate governance, as being the dominant purpose of the disclosures. It was feared that 
this shift in emphasis might lead a future court to reconsider the Caparo decision, and to 
create liability to investors for issuers and others (such as directors) based on misleading 
ongoing disclosures.320
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The Government’s response to these concerns was to introduce section 90A FSMA, 
which was intended to replace any common law liability for behaviour falling within the 
scope of the section.321 A review of this section was subsequently conducted by Professor 
Paul Davies, at the request of the Government.322 As a result, the provisions regard-
ing issuer liability for secondary market disclosures were substantially amended by 
the Financial Services and Markets Act 2000 (Liability of Issuers) Regulations 2010.323 
Section 90A remains on the statute book, but the detail of the provisions is now contained 
in Schedule 10A FSMA. These will be referred to here as the ‘section 90A provisions’.

11.4.1.2.2. Scope of the Section 90A FSMA Provisions

11.4.1.2.2(a) Nature of the Claim under Section 90A FSMA

The section 90A provisions confirm the prior common law position of no liability in 
negligence to investors for the company, its directors or advisers for misstatements made 
in relation to continuing disclosure obligations.324 In a departure from the pre-existing 
common law principles, however, the section 90A provisions provide for the liability of issu-
ers to investors for fraudulent behaviour regarding secondary market disclosures in certain 
circumstances.

The section 90A provisions provide three different types of potential liability for an 
issuer of securities.325 First, an issuer can be liable if it makes a statement in the documents 
to which these provisions apply, and which a person discharging managerial responsibili-
ties within the issuer326 knows to be untrue or misleading, or is reckless as to whether it 
is untrue or misleading.327 Second, an issuer can be liable where there is an omission of a 
required fact, if a person discharging managerial responsibilities within the issuer knew 
that the omission was a dishonest concealment of a material fact.328 Third, the issuer can be 
liable if an investor suffers loss as a result of a delay by the issuer in publishing information 
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to which these provisions apply, if a person discharging managerial responsibilities within 
the issuer acted dishonestly in delaying the publication of the information.329

The scope of liability is relatively tightly constrained. Recklessness involves deliber-
ately disregarding an obvious risk and is not to be equated with negligence or even gross 
 negligence.330 For the purpose of both omissions and dishonest delay, the statute sets out 
the test of dishonesty to be applied: the person’s conduct must be ‘regarded as dishonest by 
persons who regularly trade on the securities market in question’ and the person must be 
aware (or can be taken to have been aware) that it was so regarded.331

For the purposes of the section 90A provisions it is necessary to demonstrate that the 
claimant’s loss is attributable to the inaccurate disclosure or dishonest delay.332 This require-
ment of loss causation is also found in section 90 FSMA.333 In addition, the claimant under 
section 90A must also demonstrate that in acquiring, disposing of or continuing to hold 
the securities, it acted in reliance on the published information, and that the reliance was 
reasonable.334 This requirement of reliance is in contrast to the claim under section 90 
FSMA which does not require reliance to be demonstrated, and instead utilises the concept 
of ‘fraud on the market’.335

Section 90A was initially enacted to provide a statutory regime for liability in respect 
of only misstatements in periodic disclosures, such as annual reports and accounts and 
half yearly reports.336 Following the recommendation of the Davies Review, the section was 
extended to cover ad hoc disclosures as well.337 This was a sensible extension. There are 
strong policy arguments for attempting to ensure that ad hoc disclosures are as accurate as 
possible. In particular, the avoidance of fraud seems equally important for periodic and ad 
hoc disclosures.

A further recommendation of the Davies Review was the extension of the regime 
beyond the Official List, to UK exchange-regulated markets such as AIM.338 This change 
was accepted by the Government. Indeed, the Government went further, extending the 
statutory regime to issuers of securities admitted to trading on an EEA regulated market 
or MTF339 (or on a market or facility of a corresponding description outside the EEA),340 
where either the market is situated or operating in the UK, or the UK is the home State for 
the issuer.341
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11.4.1.2.2(b) Who can Claim?

The issuer will be liable to any investor, whether already a shareholder or not, who acquires 
securities and suffers loss as a result of the misstatement or omission,342 where that  
person relied on the information and it was reasonable for them to do so,343 or where  
that person suffers loss as a result of dishonest delay.344 The issuer is also potentially liable 
to investors who dispose of securities, and even to those who continue to hold securities.345 
The extension to holders of securities was controversial, and was not recommended by the 
Davies Review.346 However, the statutory provisions are not unconstrained in this regard; 
in particular, the provisions are clear that there must be reliance by the holders of securities 
before they will be able to bring a claim under the section 90A provisions: there is ‘a clear 
difference between an active holder and a passive holder—the latter will not be entitled to 
bring an action as they would not be able to show reliance upon the statement in making 
their investment decision’.347 So, for example, it is expected that a claimant would have to 
demonstrate that he had instructed his broker to cancel a sell order. A holder of securities 
who continued to hold without giving the matter any thought would be considered to have 
held those securities passively and therefore would be unable to demonstrate the necessary 
reliance to bring a claim.

11.4.1.2.2(c) Who may be Liable?

A claim under the section 90A provisions may only be brought against the company. In 
contrast to section 90 FSMA, no liability arises under this section for directors or for advis-
ers of the issuer in relation to misleading statements in ongoing disclosures.348

Where issuers are liable under the section 90A provisions, they should not be subject 
to any other liability in respect of any loss suffered by an investor in relation to an untrue 
or misleading statement, or any omission in published information or dishonest delay in 
publishing information covered by the section.349 There are exceptions to this safe harbour 
provision, however. For example, it does not affect civil liability under section 90 FSMA, 
or claims for breach of contract, or under the Misrepresentation Act 1967, or the claims 
discussed at 11.4.1.2.1 above.350 Nor does this safe harbour affect the FCA’s powers to 
impose a penalty, discussed at 11.4.2.1.
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11.4.1.2.2(d) Remedy

Neither section 90A nor its accompanying schedule deal with the issue of the measure of 
damages to be awarded if an investor’s claim is successful, or which test of remoteness to 
apply. It seems likely, however, that the courts will take the same approach as is followed in 
the case of common law claims for deceit, since the section is so closely modelled on the 
common law tort. The overriding aim in the assessment of damages in a deceit claim is to 
put the claimant in the position it would have been in if no false representation had been 
made. In general, the claimant is entitled to recover by way of damages the full price paid, 
but must give credit for any benefits received. These benefits will usually be the value of the 
property (the securities) at the date of the transaction, but in some circumstances the court 
may adopt a different method for calculating this benefit.

If the correct measure of damages is tortious, this then raises the question of which is the 
correct test of remoteness to apply. As discussed at 10.6.2.4.1, there are two possible tests: 
that for negligence claims, where the recoverable loss is defined by reference to the scope of 
the duty broken; and the fraudulent misrepresentation test, whereby, according to the court 
in Smith New Court v Scrimgeour Vickers (Asset Management) Ltd,351 a person can claim all 
losses flowing from the misstatement, even those caused by unrelated third-party frauds. 
The section 90A provisions are silent as to which is the correct remoteness test to apply. 
The fact that section 90A appears to be modelled on a deceit claim might suggest that the 
fraudulent misrepresentation test may be more appropriate.

11.4.1.2.3. Comparison of Section 90A FSMA and Section 90 FSMA

In a number of important respects the section 90A regime is narrower than that in place 
regarding statements in prospectuses in section 90 FSMA.352 First, section 90 covers liabil-
ity for negligent as well as fraudulent behaviour.353 Professor Davies considered whether 
section 90A should also be extended to cover liability for negligence.354 Two  particular 
factors weighed against such an extension. Concerns were raised about the additional costs, 
in terms of time and money, that would arise from ensuring that periodic and ad hoc state-
ments met this standard. It was also said that the imposition of such a standard could lead 
to delays in disclosures, as a result of increased verification, and the possibility of less useful 
disclosures being made by issuers in an attempt to avoid liability. In fact, negligence-based 
liability does exist for issuers in relation to continuing disclosures. Under the rules set out 
in the FCA Handbook, the issuer ‘must take all reasonable care to ensure that any informa-
tion it notifies to a RIS is not misleading, false or deceptive and does not omit anything 
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likely to affect the import of the information’.355 The view of the Davies Review was that 
public enforcement of a negligence-based liability for ongoing disclosures, via administra-
tive sanctions, was more appropriate than private enforcement.356

Second, a section 90 claim can be brought against all those responsible for the prospec-
tus, including the company, its directors and each person who accepts, or is stated to accept, 
responsibility for any part of the prospectus (although liability will relate only to that part).357 
By contrast, only the issuer can be liable to investors under the section 90A provisions, 
not its directors or advisers.358 Of course, the behaviour of these individuals will still be 
relevant, since it is the state of mind of ‘a person discharging managerial  responsibilities’359 
(whether knowledge or recklessness of the misleading statement, or dishonesty in conceal-
ing a material fact or dishonesty in delaying publication of information) that renders the 
issuer liable under the section 90A regime. Although such individuals are not personally 
liable to investors, directors will remain liable to their company for such behaviour,360 and 
may be subject to FCA sanctions.361

Third, in section 90 there is no requirement for the claimant to demonstrate that they 
have relied on the statement, or even that they have read the prospectus in order to establish 
a cause of action.362 This is sometimes described as ‘fraud on the market’ since the misstate-
ment can be said to have caused the investor loss even though that particular investor was 
unaware of the misstatement. No such fraud on the market concept has been adopted for 
the section 90A provisions, and the claimant must therefore demonstrate that they relied on 
the publication,363 although it is possible for an inference of reliance to be drawn from the 
facts.364

11.4.1.2.4. Assessment of Section 90A FSMA

The aims of a liability regime are the same as the aims of the capital market regulation 
regime.365 In relation to the secondary market, this means the protection of investors 
and, more generally, the promotion of the efficient allocation of financial resources in the 
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economy as between competing projects. There are two ways in which a liability regime 
might contribute to these goals. First, a liability regime can encourage the accurate and 
timely disclosure of information by issuers, and, second, it can contribute to the goal of 
promoting investor confidence by providing compensation to those who suffer loss as a 
result of a misstatement in a prospectus.

One way in which the goal of encouraging the disclosure of accurate and timely informa-
tion may be achieved is through deterrence. In order for a liability regime for misstatements 
in periodic and ad hoc disclosures to have a deterrent effect, that liability needs to fall on the 
directors and others who actually make the statement, rather than on the company.366 If the 
liability falls only on the company, that liability will then be borne by the shareholders rather 
than the makers of the misstatements. The shareholders may put pressure on the directors 
as a consequence of the liability imposed on the company, but such deterrence would oper-
ate only indirectly.367 In practice, where liability falls on the company the result is that one 
set of shareholders recover at the expense of another set of shareholders. Company liability 
for misstatements can therefore be seen as little more than a redistribution of value among 
shareholders.368 This is not to suggest that situations where liability is imposed only on the 
issuer can have no deterrent effect. It is possible that reputational and other losses will fall 
on the makers of the misstatements as a result of the company being involved in litigation, 
but the deterrent effect is likely to be less pronounced in this situation than where liabil-
ity falls on the statement-makers directly. In addition, even if the liability regime does not 
make the directors liable to the investors, the directors might nevertheless be liable to the 
company, for breach of their directors’ duties. Thus, the director might have to reimburse 
the company for the loss suffered by the company in compensating the investor, but the 
decision to seek recovery from the director would be a decision to be taken by or on behalf 
of the company.369

The second way in which a liability regime might contribute to the goal of promoting 
investor confidence in the market is by providing compensation to those who suffer loss 
as a result of a misstatement in a prospectus.370 There are two elements that need to be 
considered. The first is what investors should be protected against. The point has already 
been made that regulation of the capital markets in the UK does not aim to insulate 
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investors from sustaining losses. It is expected that investors should take responsibil-
ity for their own decisions.371 However, it is now accepted that investors should be 
protected against some misstatements found in periodic and ad hoc disclosures. The 
changes introduced to section 90A as a result of the 2010 regulations increased the reach 
of the regime in relation to ongoing disclosures significantly, extending it to dishonest 
delays, to the sellers of securities and to those who continue to hold securities in some 
circumstances, extending the securities to which these provisions apply, and extend-
ing it to all ongoing disclosures published by ‘recognised means’. Attention also needs 
to be given to the amount of compensation to which investors should be entitled. If, as 
expected, the courts adopt the measure of remoteness established in Smith New Court372 
to this issue, the level of compensation to which shareholders might be entitled is poten-
tially substantial.

As discussed, however, the cost of the damages imposed on the defendant company 
falls principally on the shareholders. The claimant shareholder recovers from the other 
shareholders with the result that this form of litigation involves pocket-shifting wealth 
transfers.373 Long-term investors in the market are just as likely to be among the sharehold-
ers in the issuer that has made the misleading statement as among the investors who were 
misled. The benefits they might gain in the latter capacity are likely to be balanced out by 
the losses they suffer in the former. However, these payments will not entirely balance out 
in practice due to the fact that the litigation has transaction costs, such as the lawyers’ fees 
involved in bringing and defending the litigation. For these investors the benefits of any 
compensation received may be minimal.374

11.4.2. Public Enforcement

Given the low levels of private enforcement of investor protection laws, the potential for 
public enforcement of these laws is important.375

11.4.2.1. The FCA

The FCA has power to make the rules that appear in the FCA Handbook. In the context 
of ongoing disclosures, the FCA has the power376 to make the Disclosure Guidance 
and Transparency Rules (which implement the EU’s market abuse regime and the  

 371 FSMA, ss 1C(2)(d) and 3B(1)(d).
 372 Smith New Court v Scrimgeour Vickers (Asset Management) Ltd [1997] AC 254.
 373 Following the amendments to FSMA, s 90A, to include sellers as well as buyers, this argument will clearly not 
work where the claimant is a seller.
 374 See RA Booth, ‘The Future of Securities Litigation’ (2009) 4 Journal of Business and Technology Law 129.
 375 For a discussion of private versus public enforcement see eg R La Porta, F Lopez-de-Silanes and A Shleifer, 
‘What Works in Securities Laws?’ (2006) 61 Journal of Finance 1; HE Jackson and MJ Roe, ‘Public and Private 
Enforcement of Securities Laws: Resource-Based Evidence’ (2009) 76 Journal of Financial Economics 207.
 376 See, generally, FSMA, Part 1A, Chapter 1 and s 138G. These obligations relate only to issuers whose shares are 
admitted to trading on a regulated market, ie not to AIM companies (cf the FCA’s powers in relation to market abuse  
more generally, described at 12.2, which relate to securities trading on a prescribed market (see Market  
Abuse Regulation (EU) No 596/2014, arts 22–23), thus including AIM). For discussion see P Davies, ‘Liability for 
Misstatements to the Market: Some Reflections’ (2009) 9 Journal of Corporate Law Studies 295, 309–11.
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Transparency Directive)377 and the Listing Rules (which include obligations relating to 
related party transactions and significant transactions).378 The FCA Handbook places an 
obligation on an issuer to ‘take all reasonable care to ensure that any information it noti-
fies to a RIS is not misleading, false or deceptive and does not omit anything likely to 
affect the import of the information’.379 The FCA’s rules thus impose liability for negligent 
misstatements. An issuer that fails to comply with its obligations under the Listing Rules, 
Transparency Rules or related Disclosure Guidance is liable to a penalty, to be imposed 
by the FCA.380 In addition, a director of the issuer who was ‘knowingly concerned’ in the 
contravention of the rules will be liable to pay a penalty.381 As an alternative to imposing a 
penalty, the FCA may issue a statement of censure.382 The FCA also has the power to apply to 
the court for a restitution order.383 Where someone has infringed Part VI FSMA and made 
a profit as a result (or caused loss to another as a result), the court can require an amount it 
considers just (having regard to the profit made or loss suffered) to be paid by that person 
to the FCA, for distribution to the persons who appear to the court to have suffered loss.384 
Changes introduced via amendments to the Transparency Directive have an impact in this 
area. These changes suggest minimum penalties for breaches of that directive.385 In addi-
tion, for breaches of the notification of interests provisions (discussed at 11.3.2.3) competent 
authorities have the power to suspend the exercise of voting rights attached to the shares of 
the entity or individual in breach.386 Furthermore, the Market Abuse Regulation imposes 
detailed minimum standards in relation to sanctions for breaches of various provisions 
within the Regulation, including the Article 17 obligation to disclose inside information 
and the Article 19 obligation to disclose managers’ transactions in securities discussed in 
this chapter.387

The actions of the company in failing to disclose required information or in disclosing 
inaccurate information might also amount to market abuse in some circumstances.388

11.4.2.2. The Corporate Reporting Review

The Corporate Reporting Review (CRR) is one of several bodies operating under the 
Financial Reporting Council (FRC). The FRC’s role in reviewing directors’ reports and 

 377 See, in regard to the Transparency Rules, FSMA, s 89A.
 378 See, in regard to the Listing Rules, FSMA, s 73A.
 379 FCA Handbook, DTR 1A.3.2.
 380 FSMA, s 91(1) for the listing rules, and s 91(1B) for the transparency rules. For some examples see eg FSA 
Final Notice, JJB Sports plc, 25 January 2011; FCA Final Notice, The Co-Operative Bank, 10 August 2015, and FCA 
Final Notice, Cenkos Securities Plc (sponsor), 8 August 2016.
 381 FSMA, s 91(2). Accordingly if a director knows that the issuer has failed to take due care to establish the accu-
racy of the statement, he or she will be liable to a penalty.
 382 Ibid, s 91(3).
 383 Ibid, s 382. For a (rare) example of the regulator using this power see eg FCA, Final Notice, Tesco plc, Tesco 
Stores Ltd, 28 March 2017.
 384 Ibid, s 382(2).
 385 Directive 2013/50/EU, art 1(21), inserting new art 28b(1) into Directive 2004/109/EC. For discussion  
see 11.4.3.1.
 386 Directive 2013/50/EU, art 1(21), inserting new art 28b(2) into Directive 2004/109/EC.
 387 Market Abuse Regulation, art 30.
 388 Market abuse is discussed further at 12.2. If the omissions or misstatements do amount to market abuse, the 
FCA will have a choice of bringing a criminal prosecution (see 12.2.2.2) or imposing administrative sanctions  
(see 12.2.2.3).
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accounts was established in 1991,389 but its continued role and existence has been ques-
tioned in light of a succession of corporate scandals in the UK, including those relating to 
British Home Stores and Carillion. Recommendations put forward for the replacement of 
the FRC with a new regulator,390 the Audit, Reporting and Governance Authority (ARGA), 
are in the process of implementation at the time of writing.391 The CRR currently carries 
out the work of the Conduct Committee of the FRC, investigating material departures 
from accounting standards by large companies (both public companies and large private 
companies), and persuading companies to rectify those errors where appropriate. The 
Conduct Committee has the power to apply to court for an order mandating the revision of 
those errors.392 Initially, this role was largely reactive, responding to investors’ complaints 
about particular financial statements. More recently, the role has been more proactive 
in relation to listed firms.393 Currently, the CRR scrutinises around 200 sets of financial 
statements a year, which are selected on the basis of a risk-assessment based on sectoral, 
firm-specific and statement-specific risk factors; selection can also be prompted by new 
accounting standards that increase the risk of misstatement in corporate reporting.394 Most 
of the accounts reviewed are of listed companies. The bulk of the enforcement activity is 
 informal.395 Although action is taken relatively often,396 in the vast majority of these cases 
the company in question remedies the defective accounting practice without the need for a 
public notice.397

 389 See FRC, The State of Financial Reporting: A Review (London, 1991).
 390 In June 2018 the government announced an independent review of the FRC that included within its scope 
the option of folding the FRC’s functions into other regulators: John Kingman, Independent Review of the Finan-
cial Reporting Council: Call for Evidence, 6 June 2018. The conclusion of the Kingman review was that the FRC 
should be abolished and replaced with an independent statutory regulator called the Audit, Reporting and Govern-
ance Authority: Independent Review of the Financial Reporting Council (December 2018). The Government has 
confirmed that it intends to take forward the recommendations set out in this Review.
 391 BEIS, Independent Review of the Financial Reporting Council: Initial consultation on the recommendations, 
March 2019.
 392 Companies Act 2006, ss 456–57. The Conduct Committee is authorised to exercise those powers by Compa-
nies (Defective Accounts and Directors’ Reports) (Authorised Person) and Supervision of Accounts and Reports 
(Prescribed Body) Order 2012 (SI 2012/1439).
 393 The CRR typically reviews reports of public and large companies, including public limited companies, compa-
nies within groups headed by public limited companies, private companies not treated as small or medium-sized 
companies under the Companies Act 2006 and private companies within groups that are not treated as small or 
medium-sized groups under the same act. However, the reports of FTSE 350 companies are reviewed in full on a 
more frequent, rotational basis: at least once every five years, with at least one thematic review during this period. 
For more details on how reports are selected for review, see FRC, The Conduct Committee: Operating procedures for 
reviewing corporate reporting, 1 April 2017, 3.
 394 See FRC, The Conduct Committee: Operating procedures for reviewing corporate reporting, 1 April 2017, 3. 
See eg FRC, Annual Review of Corporate Governance and Reporting 2017/2018, October 2018.
 395 J Armour, ‘Enforcement Strategies in UK Corporate Governance: A Roadmap and Empirical Assessment’ in 
J Armour and J Payne (eds), Rationality in Company Law: Essays in Honour of DD Prentice (Oxford, Hart Publish-
ing, 2009) 91; K Cearns and E Ferran, ‘Non-Enforcement Led Oversight of Financial and Corporate Governance 
Disclosures and Auditors’ (2008) 8 Journal of Corporate Law Studies 191.
 396 For example, in 2017–18, the FRC wrote to 46% of companies analysed seeking further explanation (of the 220 
companies whose sets of reports and accounts were reviewed): FRC, Annual Review of Corporate Governance and 
Reporting 2017/2018, October 2018, 1.
 397 J Armour, ‘Enforcement Strategies in UK Corporate Governance: A Roadmap and Empirical Assessment’ in 
J Armour and J Payne (eds), Rationality in Company Law: Essays in Honour of DD Prentice (Oxford, Hart Publish-
ing, 2009) 91.
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11.4.3. Intensity of Enforcement

As discussed at 10.6.4, it is not just law on the books that matters; enforcement of securities 
laws is also an important consideration.398 Research suggests that the level of enforce-
ment within the UK, when compared to jurisdictions such as the US, has historically been 
low.399 These differences, which were discussed in the context of liability for misstatements 
in prospectuses at 10.6.4, are also observable in relation to liability for misstatements in 
secondary market disclosures.

11.4.3.1. Public Enforcement

The incidence of public enforcement of secondary market disclosures by the regulator has 
been low. When Professor Davies looked at this issue as part of his review for the Treasury in 
2007,400 he found no case in which the regulator (the FSA at that time) had used its restitu-
tion powers.401 Looking at the four-year period 2003–07, Professor Davies found that little 
use was made of the regulator’s criminal enforcement powers, and he found only seven sets 
of penalties or censures imposed over that period for misstatements or delays in disclosing 
information (as opposed to market abuse).402 The regulator’s lack of enforcement has been 
subject to criticism, and the financial crisis prompted a renewed focus on enforcement. 
Accordingly, the regulator (now the FCA) has recently adopted a much stronger approach 
to the size of penalties,403 and acknowledged the importance of efficient investigations,404 
noting that ‘market integrity and consumer confidence is stronger when misconduct 
is identified and dealt with quickly and fairly through legal processes’, and stressing its 
‘commitment to achieve fair and just outcomes in response to misconduct’.405 In general, 
this does seem to be translating into action, particularly in terms of the number of enforce-
ment cases opened in recent years.406 The particular impact of increased activity in the 
context of secondary market disclosures is harder to gauge, and it is too soon to determine 
the effect of this increase in activity.

 398 See eg HB Christensen, L Hail and C Leuz, ‘Capital-Market Effects of Securities Regulation: Prior Conditions, 
Implementation, and Enforcement’ (2016) 29(11) Review of Financial Studies 2885.
 399 Eg JC Coffee, ‘Law and the Market: The Impact of Enforcement’ (2007) 156 University of Pennsylvania Law 
Review 229; HE Jackson, ‘Variations in the Intensity of Financial Regulation: Preliminary Evidence and Potential 
Implications’ (2007) 24 Yale Journal of Regulation 253.
 400 These figures were updated by Professor Ferran in 2009, to show 12 enforcement actions by the FSA in relation 
to continuing disclosure obligations since 2002, of which only two involved the imposition of fines on directors: 
E Ferran, ‘Are US-Style Investor Suits Coming to the UK’ (2009) 9 Journal of Corporate Law Studies 315, 326–29.
 401 HM Treasury, Davies Review of Issuer Liability: Liability for Misstatements to the Market: A Discussion Paper 
(March 2007), para 63.
 402 Ibid, Appendix, Table 1.
 403 FCA, Decision Procedures and Penalties Manual, Pt 6. In 2018, the FCA announced that they would be 
reviewing their Decision Procedure and Penalties manual: see FCA, FCA Mission: Our Approach to Enforcement, 
March 2018, 8 and FCA, Implementation of the EU Securitisation Regulation and the amendment to the Capital 
Requirements Regulation (including DEPP and EG changes)—Final and near-final rules, Policy Statement PS18/25, 
December 2018.
 404 According to the FCA, ‘severe penalties and sanctions alone are not enough’ and must be combined with an 
increase in ‘the likelihood of detection in tandem with efficient investigations’: FCA, FCA Mission: Our Approach 
to Enforcement, March 2018, 8.
 405 FCA, FCA Mission: Our Approach to Enforcement, March 2018, 8.
 406 FCA, Enforcement annual performance report 2018/19, July 2019, fig 2.2.
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This is also an area in which the EU is taking more interest. The amended Transparency 
Directive requires Member States to establish rules on administrative measures and sanc-
tions applicable to breaches of the national provisions adopted in transposition of the 
Transparency Directive, and to take all measures necessary to ensure that they are imple-
mented. In particular those administrative measures and sanctions must be ‘effective, 
proportionate and dissuasive’.407 Furthermore, the directive sets out minimum powers 
to enable competent authorities to enforce its key provisions. These include the power to 
impose fines on issuers of up to €10 million or 5 per cent of annual turnover, or up to twice 
the amount of profits gained or losses avoided because of the breach, whichever is higher.408 
The Market Abuse Regulation also introduces a number of measures designed to ensure that 
competent authorities have a set of minimum powers to deal with breaches in the provisions 
of that Regulation including the obligation to disclose inside information and the obligation 
to disclose managers’ transactions (discussed at 11.3.2.1 and 11.3.2.2).409

11.4.3.2. Private Enforcement

The levels of private enforcement in the UK are also very low—much lower than is 
observable in the US, for example. As regards governance-focused disclosures this is not 
particularly surprising, given the operation of the reflective loss principle.410 Nor is it 
necessarily a cause for concern, since to some extent shareholders, particularly institu-
tional investors, may be able to make use of informal mechanisms to ensure compliance 
with the disclosure requirements.

As regards investor-focused disclosures, recent years have seen an increased interest 
in the possibility of claims brought under the section 90A regime, although the only one 
progressing through the courts to date is a claim brought against Tesco by a number of 
its shareholders for a loss in the value of their shares as a result of Tesco overstating its 
 profits.411 This follows the pattern of claims under section 90.412 This is not necessarily a 
cause for concern, given that the form of the claim is, as discussed, effectively a pocket-
shifting wealth transfer between one set of shareholders and another, with the extraction of 

 407 Directive 2013/50/EU, art 1(20), amending Directive 2004/109/EC, art 28.
 408 Ibid, inserting a new art 28b into Directive 2004/109/EC. There are separate minimums in place for individu-
als: up to €2 million or up to twice the amount of the profits gained or losses avoided, whichever is higher: Directive 
2004/109/EC, art 28b(1)(c)(ii).
 409 Market Abuse Regulation, art 30. By contrast, the Shareholder Rights Directive II (Directive (EU) 2017/828) 
is less prescriptive as regards the sanctions for breach of its provisions, including those discussed in 11.3.2.4. 
 Article 14b states that ‘Member States shall lay down the rules on measures and penalties applicable to infringe-
ments of national provisions adopted pursuant to this Directive and shall take all measures necessary to ensure that 
they are implemented. The measures and penalties provided for shall be effective, proportionate and dissuasive’.
 410 See 11.4.1.1.
 411 The case is ongoing at the time of writing, but see eg Omers Administration Corporation & Ors v Tesco plc 
[2019] EWHC 109 (Ch).
 412 See 10.6.4.2. Although the s 90A regime is narrower in scope than s 90, the potential for claims is arguably 
potentially larger. This is because (i) secondary market trading is much larger than primary market issuance so 
that the number of disappointed investors in the secondary market is likely to be much greater than in the primary 
market; and (ii) while prospectuses are issued only sporadically, periodic and episodic disclosures occur frequently 
in an issuer’s life. For discussion see E Ferran, ‘Are US-Style Investor Suits Coming to the UK?’ (2009) 9 Journal of 
Corporate Law Studies 315. Professor Ferran nevertheless concluded that s 90A is unlikely to trigger an explosion 
of investor claims.
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a sum along the way to pay for litigation costs. This process does not seem to be valuable for 
shareholders as a whole, and rational shareholders may prefer to leave the loss where it lies, 
given the considerable transaction costs and the fact that an investor in the market is likely 
to find itself, over time, on both sides of the equation. Indeed, the US system whereby inves-
tors can (and do) bring litigation claims for compensation in this regard has been criticised 
as excessive on this basis.413

11.5. Regulation of Analysts

So far this chapter has considered the use of information disclosure as a mechanism for 
increasing market efficiency and encouraging effective corporate governance via the use of 
mandatory disclosure obligations (placed predominantly on issuers), coupled with penalties 
for inaccurate disclosure. Another potential means of providing information to investors, 
and ensuring that the information provided by issuers is accurate, is via the use of securities 
analysts. Analysts can perform a valuable function in the equity markets at the IPO stage,414 
but it is in the secondary market that their role is particularly important. This section 
considers the investor protection role that analysts can provide, and whether regulation is 
needed to ensure that they perform this function.

Analysts act as information conduits between the companies they investigate and actual 
or potential investors in those companies. Specifically, they collect information about issu-
ers, the securities they sell, and the industries in which they operate, along with general 
market factors. They then evaluate and synthesise the information they obtain and issue 
a recommendation. At their starkest these might be buy/sell/hold recommendations, but 
analysts use a variety of terms to describe their recommendations and there is no indus-
try standard in this regard. Securities analysts are valuable to investors as they provide 
an assessment of the company’s disclosures and an analysis of the company’s prospects. 
Furthermore, they support the ECMH415 by turning the information disclosed by issuers 
into a price on which investors can rely, without having to read and digest that information 
themselves.416

Analysts can therefore be said to be one of a group of financial intermediaries that oper-
ate between issuers and investors, commonly termed ‘gatekeepers’.417 Intermediaries  are 

 413 See eg MB Fox, ‘Civil Liability and Mandatory Disclosure’ (2009) 109 Columbia Law Review 237.
 414 See discussion at 10.4.3.3. For example, at the IPO stage analysts might aid investors by issuing recommen-
dations regarding forthcoming issues of shares. Consequently, analysts can help to solve the puzzle as to why 
mandatory disclosure is beneficial to investors, if investors rarely read those disclosures. Recently, the FCA 
acknowledged that ‘investors do not have access to [the prospectus] sufficiently early for it to play its proper role in 
informing investment decisions’ and that, as such, ‘investor education and initial price discovery are instead driven 
by connected research’: FCA, Reforming the availability of the information in the UK equity IPO process, Policy 
Statement PSI17/23, October 2017, 3. In this context, connected research is any research produced by analysts at 
banks which are part of the underwriting syndicate: ibid, 3.
 415 See 11.2.1.1.
 416 See RJ Gilson and RH Kraakman, ‘The Mechanisms of Market Efficiency’ (1984) 70 Virginia Law Review 549; 
SP Kothari, E So and R Verdi, ‘Analysts’ Forecasts and Asset Pricing: A survey’ (2016) Annual Review of Financial 
Economics 197.
 417 See J Coffee, Gatekeepers: The Professions and Corporate Governance (Oxford, Oxford University Press, 2006); 
cf R Kraakman, ‘Corporate Liability Strategies and the Costs of Legal Controls’ (1984) 93 Yale Law Journal 857, 
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regarded as gatekeepers if they have significant reputational capital that they can pledge 
to verify or certify information produced by an issuer. Issuers have a problem with signal-
ling that their disclosures are credible, since there is clearly an incentive for companies 
to misinform investors and to inflate the value of the company and its securities if they 
can. Gatekeepers can solve this problem by assuring investors of the quality of the issuer’s 
signal. This involves the intermediary pledging its reputation, built up over many years, to 
vouch for the issuer in question. The idea is that investors can trust these intermediaries 
more than the issuer because they have less of an incentive to deceive investors. Unlike 
issuers, who might have nothing to lose from a fraud, especially if they expect only to 
raise money from investors once, and if they have little to fear from ex post enforcement 
measures, gatekeepers are ‘repeat certifiers’. This group includes, in addition to analysts, 
credit rating agencies (CRAs), which perform a similar role to analysts in the debt market, 
auditors, underwriters and lawyers.418 The role of gatekeepers has come under scrutiny 
in the last twenty years, resulting from a series of corporate scandals in the early years of 
this century, such as Enron, Worldcom and Parmalat, and exacerbated by the perceived 
shortcomings of this group of intermediaries that were revealed by the 2008 financial crisis. 
Consequently analysts, once a largely self-regulated profession, have increasingly fallen 
under the regulatory spotlight.419

There are a number of different perceived problems regarding the role of analysts. These 
came to the fore after the corporate scandals in the early 2000s, exemplified by the fact that 
16 out of the 17 analysts covering Enron’s stock were still publishing buy or strong buy 
recommendations shortly before Enron’s bankruptcy, even though publicly available infor-
mation at that time already suggested that the stock was overpriced.420 A slew of analyst 
regulation was imposed in the aftermath of these failures, both in the EU and in the US. 
Unlike CRAs, whose role in relation to structured financial products has been regarded as 
an important causal factor in the financial crisis, resulting in a significant intensification 
post-crisis of the regulatory regime to which CRAs are subject,421 the 2008 financial crisis 
did not materially change the perception of the risks posed by analysts or the regulatory 
regime to which they should be subject.

The predominant problem regarding analysts is a conflict of interest risk. Unlike other 
gatekeepers, analysts are not paid by issuers; several types of analysts exist in the market, 
differentiated according to who pays them. The most common are sell-side analysts, who 

who adopts a slightly narrower definition of ‘gatekeeper’. For discussion see J Payne, ‘The Role of Gatekeepers’ in 
N Moloney, E Ferran and J Payne (eds), The Oxford Handbook of Financial Regulation (Oxford, Oxford Univer-
sity Press, 2015) Section II; J Armour et al, Principles of Financial Regulation (Oxford, Oxford University Press, 
2016) ch 6.

 418 CRA regulation is discussed at 13.7. Auditors have also been subject to increasing regulation within the 
EU and elsewhere as a result of their perceived failure as gatekeepers (see eg Directive 2006/43/EC as amended 
and Regulation 537/2014/EU); discussion of this topic falls outside the parameters of this book. Lawyers and 
underwriters have not been the focus of regulatory reform in this context. For discussion see Payne, ibid,  
Section IV.
 419 See eg SJ Choi, ‘A Framework for the Regulation of Securities Market Intermediaries’ (2004) Berkeley Business 
Law Journal 45.
 420 See generally J Coffee, ‘Understanding Enron: It’s About the Gatekeepers, Stupid’ (2002) 57 Business Lawyer 
1403; JC Coffee, ‘What Caused Enron?: A Capsule Social and Economic History of the 1990s’ (2003) Columbia Law 
and Economics Working Paper No 214.
 421 See 13.7.
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work for large broker-dealer firms or investment banks. By contrast, buy-side analysts 
are employed by institutional investors, and engage in private proprietary research for 
their employers. The remainder of the market comprises a small minority of independ-
ent analysts, for example analysts working for ‘independent’ sell-side firms—that is, 
firms that do not provide investment banking services. The most significant conflict issue 
arises in relation to sell-side analysts and this is also where regulatory attention has been 
focused.422 Sell-side analysts are generally funded by investment banks, which can then 
cross-subsidise this role with fees received from other services being offered to the issuer. 
For example, where investment banks offer underwriting services to issuers, there will 
generally be a value to the issuer if the investment bank’s analysts follow the newly issued 
security in the aftermarket and provide (presumably positive) analyst coverage. So, pres-
sure is placed on those analysts to provide positive reports.423 Alternatively, analysts may 
be subsidised by brokerage commissions, and consequently there is an incentive for such 
analysts to make optimistic forecasts, in order to promote trading volume and enhance 
the firm’s profits: analysts are more likely to generate brokerage commissions for their 
employer with buy recommendations than sell recommendations, since the audience for 
buy recommendations is necessarily larger. A further risk is that price-sensitive informa-
tion regarding recommendations can be passed to favoured clients of a firm before that 
information is made publicly available. The risks of conflict can be exacerbated by analyst 
remuneration arrangements which link their remuneration to underwriting or brokerage 
revenues in the firm.

Another potential cause of conflicts of interest for analysts arises from the need for the 
analyst to maintain access to the issuer to perform their job, which can also provide an 
incentive for optimism amongst analysts. This incentive will be stronger if the analyst or 
their firm has financial interests in the issuer being assessed. All of these issues tend to result 
in a preponderance of optimism and buy recommendations made by analysts, particularly 
sell-side analysts.424 This, in turn, tends to lead to an inflation of evaluations regarding secu-
rities, and to a problem of herding.425

Significant consensus has arisen regarding the central problem regarding securities 
analysts, namely the conflict of interest risk, and the need for regulation to address this 
issue.426 Much of the UK’s response to this issue has been guided by regulations put in place 

 422 Buy-side analysts are less vulnerable to conflict of interest risk as their incentives are more closely aligned with 
their in-house clients, although some conflict of interest is still possible.
 423 Eg R Michaely and KL Womack, ‘Conflict of Interest and Credibility of Underwriter Analyst Recommenda-
tions’ (1999) 12 Review of Financial Studies 653; DJ Bradley, BD Jordan and JR Ritter, ‘Analyst Behaviour following 
IPOs: The Bubble Period Evidence’ (2008) 21 Review of Financial Studies 101.
 424 Research into analysts suggests that a bias towards optimism outranked even overall accuracy in determin-
ing career advancement as an analyst (H Hong and J Kubik, ‘Analysing the Analysts: Career Concerns and Biased 
Earnings Forecasts’ (2003) 58 Journal of Finance 313). Empirical research suggests that independent analysts can 
be no less optimistic: A Kowan, B Groysberg and P Healy, ‘Which Types of Analyst Firms are More Optimistic?’ 
[2006] Journal of Accounting and Economics 119.
 425 See eg I Welch, ‘Herding among Security Analysts’ (2000) 58 Journal of Financial Economics 369.
 426 See eg FSA, Consultation Paper 205, Conflicts of Interest: Investment Research and Issues of Securities (2003); 
IOSCO, Report on Analyst Conflicts of Interest (2003); see also, regarding the IPO stage, FCA, Reforming the avail-
ability of the information in the UK equity IPO process, Policy Statement PSI17/23, October 2017, 25–30 and the 
resulting amendments to FCA Handbook, COBS 12, applicable from 1 July 2018.
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at EU level.427 Principles put in place by IOSCO in 2003 have also been very influential 
in setting the regulatory agenda in this area.428 The EU legislative provisions429 have been 
implemented in the UK via the FCA Handbook. The regulatory regime aims to ensure that 
the research produced by analysts is objective, clear, and not misleading. The focus is on 
requiring firms to identify and eliminate, manage or disclose conflicts of interest, and on 
supporting the integrity of analysts and investment research. The regulations fall into two 
broad categories: the imposition of prophylactic rules designed to minimise the possibility 
of a conflict arising, and disclosure obligations.

First, then, rules are imposed that seek to diminish conflicts of interest for analysts.430 
For example, the provisions state that analysts should not become involved in activities 
other than the preparation of investment research, where such involvement is inconsistent 
with the maintenance of their objectivity, for example participating in investment bank-
ing activities such as corporate finance business and underwriting, participating in ‘pitches’ 
for new business or ‘road shows’ for new issues of financial instruments; or being other-
wise involved in the preparation of issuer marketing;431 firms and analysts are prohibited 
from accepting inducements from those with a material interest in the subject matter of the 
investment research; and firms and analysts are prohibited from promising issuers favour-
able research coverage.432 These rules go some way towards dealing with the conflict of 
interest issue, but they do not address the underlying problem, namely the payment model 
(particularly for sell-side analysts) that leads to this problem in the first place. As such, it 
presents the regulator with a ‘Sisyphean task’: ‘Prohibit one conflict and an alternative one 
springs up in its place. The regulator’s task therefore becomes unending’.433

Second, disclosure is used as a tool to regulate analysts.434 This operates in two ways. 
Firms come under a general obligation to disclose their interests and any conflicts of inter-
est that may arise.435 There are also disclosure obligations regarding the investment research 
itself—both a general obligation to ensure that the research recommendation is ‘objectively 
presented’436 and also more specific obligations to disclose the identity of the person making 
the recommendation and details of matters such as the source of any material information, 

 427 For detailed discussion of the EU response see Moloney: EU Regulation, VII.3. For a discussion of the US 
response to this issue, see J Coffee, Gatekeepers: The Professions and Corporate Governance (Oxford, Oxford 
University Press, 2006) ch 7.
 428 IOSCO, Statement of Principles for Addressing Sell-Side Analyst Conflicts of Interest (September 2003).
 429 See MiFID II, arts 16(3) and 16(12), as well as Commission Delegated Regulation (EU) 2017/565 of 25 April 
2016 supplementing Directive 2014/65/EU of the European Parliament and of the Council as regards organisa-
tional requirements and operating conditions for investment firms and defined terms for the purposes of that 
Directive, arts 21–43. Additionally, the EU market abuse regime regulates investment research with a view to 
ensuring the integrity of the marketplace: see Market Abuse Regulation, art 20(1) and Commission Delegated 
Regulation (EU) 2016/958 of 9 March 2016 supplementing Regulation (EU) No 596/2014 of the European Parlia-
ment and of the Council with regard to regulatory technical standards for the technical arrangements for objective 
presentation of investment recommendations or other information recommending or suggesting an investment 
strategy and for disclosure of particular interests or indications of conflicts of interest; these provisions deal with 
the objective presentation of investment research and the disclosure of related conflicts of interest.
 430 See in particular FCA Handbook, COBS 12.2.19–12.2.20.
 431 Commission Delegated Regulation (EU) 2017/565, recital 56 and FCA Handbook, COBS 12.2.21.
 432 Commission Delegated Regulation (EU) 2017/565, art 37(2)(e), and FCA Handbook, COBS 12.2.21.
 433 J Coffee, Gatekeepers: The Professions and Corporate Governance (Oxford, Oxford University Press, 2006) 333.
 434 FCA Handbook, COBS 12.4 and Market Abuse Regulation, art 20.
 435 Market Abuse Regulation, art 20(1).
 436 Ibid, art 20(1) and Commission Delegated Regulation (EU) 2016/958, art 3.
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and the basis of valuation or methodology used in assessing a security.437 Further, in an 
attempt to counter over-confidence amongst analysts, firms are required to publish, on a 
quarterly basis, the proportion of its research recommendations that are ‘buy’, ‘hold’, ‘sell’ 
or equivalent terms.438 These disclosures are undoubtedly of some value, but disclosure as 
a regulatory technique in this context has various limitations. Disclosure shifts the burden 
onto investors in terms of assessing these conflicts, and then adjusting their own behaviour 
appropriately, but it is not clear that investors are well placed to do so. Research suggests that 
disclosure may not work well as a strategy in this context, because those to whom the infor-
mation is disclosed tend to assume that the intermediary will then deal with them fairly, 
whereas the intermediary, having disclosed, may then feel comfortable about pursuing their 
own interests aggressively.439

The regulatory burden on analysts has undoubtedly increased in recent years. It is 
evident, however, that the regulation of analysts is ‘lighter touch’ than that which applies to 
CRAs, discussed at 13.7. Notably, there has been no equivalent drive for securities analysts 
to fall under the supervision of a central regulator, such as ESMA, or for the litigation risk 
faced by analysts to be increased by regulation.

11.6. Conclusion

Regulators make use of two primary tools to deal with misstatements in prospectuses, 
namely ex ante protections in the form of mandatory disclosure rules, and ex post enforce-
ment mechanisms in the event that the information is incomplete or inaccurate. A similar 
pattern is observable in relation to regulating the secondary market. Important distinctions 
exist, however, between the two stages. At the IPO stage the reason for imposing disclosure 
rules is simply to provide investors with the information they need to decide whether to 
buy the securities, whereas the position is more complex in the secondary market. Some 
disclosures are aimed at the shareholders and are intended to provide them with the infor-
mation they need to carry out their corporate governance functions. Other disclosures are 
aimed at investors more generally, and seek to ensure that the market operates efficiently. 
Some disclosures may fulfil more than one of these functions. Consequently, the regulatory 
regime in the context of secondary market disclosures is also more complex, as we have seen 
in this chapter.

There is greater variety in the mandatory disclosure obligations imposed on companies 
in the secondary market as compared to the IPO stage. The timing of these obligations 
varies, some being periodic and some ad hoc, as do their content and focus. An under-
standing of the purpose of the disclosure helps to explain these differences. Both public and 
private mechanisms for enforcement are put in place to provide remedies in the event that 

 437 Market Abuse Regulation, art 20(1) and Commission Delegated Regulation (EU) 2016/958, art 2, art 3(1) and 
art 4 (1)(b)–(c).
 438 Market Abuse Regulation, art 20(1) and Commission Delegated Regulation (EU) 2016/958, art 6(3).
 439 DM Cain, G Loewenstein and DA Moore, ‘The Dirt on Coming Clean: Perverse Effects of Disclosing Conflicts 
of Interest’ (2005) 34 Journal of Legal Studies 1; DM Cain, G Loewenstein, DA Moore, ‘When Sunlight Fails to 
Disinfect: Understanding the Perverse Effects of Disclosing Conflicts of Interest’ (2011) 37(5) Journal of Consumer 
Research 836.
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this information proves inaccurate. The purpose of the disclosure is also important at this 
stage since different remedies may be available according to the purpose of the disclosure 
in question. While investors have a general statutory remedy for fraudulent misstatements, 
corporate governance-focused disclosures give rise to a potential common law remedy for 
shareholders. Again, differences are observable between the IPO stage and the ongoing 
market. Investors have greater protection at the IPO stage, under section 90 FSMA, than 
exists at the later stage under the section 90A provisions, reflecting the fact that the prospec-
tus is solely a selling document and that there is value in timely non-defensive disclosure.

The greater complexity of the ongoing market is also apparent in the fact that disclosure 
alone is not enough to ensure the smooth functioning of the secondary market. In addition 
to disclosure obligations placed on issuers, conduct rules are imposed on market partici-
pants more generally. The two most common examples of such conduct rules are market 
abuse rules and short selling regulation. The regulation of market misconduct is discussed 
in the next chapter.



 1 See 11.2.
 2 See, for example, the obligation on shareholders to disclose major shareholdings, discussed at 11.3.2.3.
 3 For example, in order to tackle insider dealing, issuers are required to disclose inside information to the market 
‘as soon as possible’: see 11.3.2.1. As regards short selling see the disclosure obligations discussed at 12.3.2.3.
 4 Market Abuse Regulation (EU) No 596/2014 (Market Abuse Regulation), recital 7 and art 1. The provisions in 
this Regulation will continue to be relevant when EU law ceases to apply: European Union (Withdrawal) Act 2018, 
s 3 and Market Abuse (Amendment) (EU Exit) Regulations 2019 (SI 310/2019).

12
Ongoing Regulation of the Capital Markets: 

Market Misconduct

12.1. Introduction

In chapter eleven the use of disclosure to regulate the secondary market was analysed. As 
discussed in that chapter, the primary goal of secondary market regulation is to ensure 
that the prices of publicly traded securities are reasonably well informed.1 Information 
disclosure is needed in order to deal with the acute information asymmetry that can arise 
between issuers and insiders, on the one hand, and investors on the other. A lack of credible 
information about issuers is one reason why markets may not operate efficiently, and the 
disclosure obligations discussed in chapter eleven are a response to that problem. It is clear 
that secondary markets may operate inefficiently for other reasons, however. This chapter 
considers three further issues that are regarded as causing markets to operate inefficiently, 
namely market abuse, short selling, and algorithmic and high frequency trading, and analy-
ses the regulations put in place to deal with these forms of market misconduct.

The disclosure obligations discussed in chapter eleven are predominantly focused on 
issuers. Although other market participants do, on occasion, fall under an obligation to 
disclose information to the company,2 it is the issuer that is under the obligation to make 
this information public. By contrast, the regulations discussed in this chapter place obliga-
tions on a broader range of market participants. The range of regulatory strategies employed 
to tackle these issues is also wider here than in chapter eleven. Disclosure plays an important 
role in tackling these issues,3 but other forms of regulatory intervention are also adopted, 
including bans in some circumstances.

12.2. The Regulation of Market Abuse

In the UK and, more broadly, within the EU, there are two forms of market abuse: insider 
dealing and market manipulation. Both are said to impair market integrity, and the current 
regulatory approach is to treat both forms of misconduct under one umbrella.4 This is 
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 5 For discussion of the meaning of ‘insider dealing’ see 12.2.2.1 and 12.2.2.3.1.
 6 For discussion of the meaning of ‘market manipulation’ see 12.2.2.2 and 12.2.2.3.2.
 7 The increase in equity-based compensation packages for corporate executives has been linked with some 
market manipulation schemes. Share options provide a pay-off only where the price of the company’s shares has 
moved above the strike price at which the options were granted, and the pay-off may increase exponentially based 
on the increase in reported earnings. Pay packages based on share options do not penalise executives when the 

distinct from other jurisdictions, such as the US, which treat the rationales for insider deal-
ing and market manipulation as distinct, and therefore have no umbrella term of ‘market 
abuse’ uniting these two forms of market misconduct.

Insider dealing is the situation where those with inside information about securities use 
that information to make a profit or avoid a loss.5 An obvious example is where a direc-
tor of a company knows, as a result of their position, that a takeover offer is about to be 
made for the company and that the price offered will be at a substantial premium to the 
current market price of the shares, and before that information is made public they buy 
more shares in the company at the current market price in order to participate in the wind-
fall. Alternatively, the director may know that the company is about to announce substantial 
losses and so may sell their shares in advance of the disclosure of that information in order 
to avoid the inevitable drop in share price that will result from the announcement. It is not 
the holding of inside information that is relevant: the offence involves the use, or misuse, of 
that information.

Market manipulation involves the improper use of market power to interfere with the 
market’s normal price-forming mechanism.6 Common examples include the dissemina-
tion of misleading information, such as the publication of false accounts, and the retention 
or concealment of material market information. False rumours of a possible takeover bid, 
for example, may be circulated in the market purely in order to drive up the share price. 
Alternatively, artificial transactions may take place in order to create the appearance of 
active trading, and to convey false information regarding the supply and demand for invest-
ments. This may be carried out by managers,7 but it is not limited to this group, as others 
within the market, such as traders in investment banks or other professional advisers, can 
carry out this form of market abuse.

12.2.1. Justifications for Regulating Market Abuse

Despite the single explanatory rationale for regulating market abuse set out above, namely 
that market abuse harms the integrity of financial markets, it is helpful, for reasons explored 
in this section, to consider the rationales justifying the regulation of insider dealing and 
market manipulation separately.

12.2.1.1. Justifications for Regulating Insider Dealing

12.2.1.1.1. Relationship-Based Justifications vs Market-Based Justifications

The original justification for regulating insider dealing in the UK was that it involved an 
abuse of the fiduciary relationship between a director and his principal, the company. As a 
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company’s shares underperform. This creates a recognised moral hazard problem and can increase incentives for 
market manipulation by corporate executives: JN Gordon, ‘What Enron Means for the Management and Control 
of the Modern Business Corporation: Some Initial Reflections’ (2002) 69 University of Chicago Law Review 1233.

 8 P Davies, ‘The European Community’s Directive on Insider Dealing: From Company Law to Securities 
Markets Regulation’ (1991) 11 Oxford Journal of Legal Studies 92.
 9 US v Chiarella, 445 US 222 (1980). The concept of ‘fiduciary’ for these purposes includes directors and officers 
of the company, but has been expanded over time to include ‘temporary insiders’, ie those retained by the company, 
such as lawyers and accountants: SEC v Lund, 570 F Supp 1397 (CD Cal 1983). See SM Bainbridge, ‘Regulating 
Insider Trading in the Post-Fiduciary Duty Era: Equal Access or Property Rights?’ in SM Bainbridge (ed), Research 
Handbook on Insider Trading (Cheltenham, Edward Elgar, 2013) 80.
 10 United States v O’Hagan, 521 US 642 (1997); SEC v Cuban, 620 F 3d 551 (5th Cir, 2010).
 11 For discussion see SEC v Dirks, 436 US 646 (1983). In a recent decision the US Court of Appeals for the 
Second Circuit overturned the conviction of two hedge fund traders, finding that a benefit required ‘an exchange 
that is objective, consequential and represents at least a potential gain of a pecuniary or similarly valuable nature’: 
United States v Newman and Chiassion, No 13-1837 (2d Cir Dec 10, 2014, cert denied, 136 S Ct 242, 2015). See  
RA Epstein, ‘Returning to Common-Law Principles of Insider Trading after United States v. Newman’ (2016) 125 
Yale Law Journal 1482; JK Strader, ‘(Re)Conceptualizing Insider Trading: United States v. Newman and the Intent 
to Defraud’ (2015) 80 Brooklyn Law Review 1419. The position in Newman was re-assessed by the Second Circuit 
in United States v Martoma, 869 F 3d 58 (2d Cir Aug 23, 2017)—following the Supreme Court decision in Salman 
v United States, 137 S Ct 420 (2016)—and again in US v Martoma (2d Cir June 25, 2018). Ultimately, while Salman 
explicitly noted that the requirement that the tipper must receive something of a ‘pecuniary or similarly valuable 
nature’ in exchange for a gift ‘is inconsistent with Dirks’, it appears that Newman’s ‘meaningfully close personal 
relationship’ standard might have survived the Supreme Court’s decision, as ‘there are many ways to establish 
a personal benefit’: US v Martoma (2d Cir June 25, 2018). The exact contours of what is a ‘meaningfully close 
personal relationship’ under Newman remain subject to debate. US District Judge Jed Rakoff noted in United States 
v Pinto-Thomaz No 18-cr-579 (JSR) (SDNY, 2018) at 1 that insider trading is a ‘straightforward concept that some 
courts have managed to complicate’.

result, company law rules were used to regulate it.8 While the UK has moved away from a 
relationship-based rationale of this kind, other jurisdictions continue to justify the regula-
tion of insider dealing on this basis. The insider dealing (or insider trading) regime in the 
US provides an example of a relationship-based rationale.

In the US the offence of insider trading is not statutorily defined, and is based on judi-
cial and administrative interpretations of a broad anti-fraud statute, section 10(b) of the 
Securities Exchange Act 1934, and accompanying SEC rules. Use of material and specific 
inside information is not enough to constitute insider trading. Instead, the court must 
determine how the person trading on the basis of that information obtained the informa-
tion. Where that person is a fiduciary, then if that person trades in the securities of the 
company of which they are a fiduciary on the basis of material inside information, they will 
be liable because of a breach of duty to the shareholders.9 If the person is not a fiduciary of 
the company, but obtains the information in trust and confidence and breaches that under-
standing, then that is also a violation of the insider trading provisions, this time not because 
of a breach of duty to the shareholders, but rather because of a breach of duty to the source 
of the information.10 The final category of potential insider trader in the US is a person who 
receives information and trades on the basis of that information, but is not themselves in 
breach of duty to the company and does not misappropriate that information (a ‘tippee’). 
For liability to arise here, the information must be material and specific, the tippee must 
be aware that the information is being furnished in breach of duty, either to the company 
or to the source of the information, and the tipper must expect to receive some ‘personal 
benefit’ from furnishing the information.11 The US insider trading regime therefore adopts 
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 12 MAR, recital 2. For a discussion of the contrast between the US and EU positions see SM Bainbridge, ‘An 
Overview of Insider Trading Law: Lessons for the EU?’ (2005) UCLA School of Law, Law-Econ Research Paper 
No 05-5; M Siems and M Nelemans, ‘The Reform of the EU Market Abuse Law: Revolution or Evolution?’ (2012) 
19 Maastricht Journal of European and Comparative Law 195; E Engle, ‘Insider Trading in US and EU Law: 
A Comparison’ (2010) 26 European Business Law Review 465; E Greene and O Schmid, ‘Duty-Free Insider Trad-
ing?’ [2013] Columbia Business Law Review 369; M Ventoruzzo, ‘Comparing Insider Trading in the United States 
and in the European Union: History and Recent Developments’ (2014) 11 ECFR 554.
 13 For discussion see 12.2.2.1.1 and 12.2.2.3.1(a).
 14 See eg A Padilla, ‘Insider Trading: What is Seen and What is Not Seen’ in SM Bainbridge (ed), Research Hand-
book on Insider Trading (Cheltenham, Edward Elgar, 2013).
 15 One of the arguments against regulating insider dealing is based on the perceived inability of regulators to 
monitor and enforce insider dealing. The enforcement of market abuse provisions is discussed below at 12.2.2.1.6, 
12.2.2.2.4 and 12.2.2.3.3.
 16 HG Manne, ‘In Defence of Insider Trading’ (1966) 44 Harvard Business Review 113. For discussion see  
JR Macey, Insider Trading: Economics, Politics and Policy (Washington, DC, AEI Press, 1991).
 17 Professor Manne initially referred only to entrepreneurs but subsequently expanded his ambit to include 
managers: HG Manne, ‘Insider Trading and the Law Professors’ (1970) 23 Vanderbilt Law Review 547.
 18 See 12.2.1.1.1.
 19 WD Carlton and DR Fischel, ‘The Regulation of Insider Trading’ (1983) 35 Stanford Law Review 857, 873.

a relationship-based approach, rather than the market-based approach in place in the UK 
(and the EU), which focuses on the possession and use of the information per se or the 
effect of that (mis)use on the market.12

A number of consequences flow from adopting a market-based approach. The first 
relates to the definitions involved in the offence: this approach regards inside information 
as material non-public information, irrespective of its source, and insiders are defined prin-
cipally by reference to their possession of that information, not by their relationship to the 
issuer.13 Second, insider dealing becomes a securities law matter with a focus on protecting 
investors and the market generally, rather than a company law matter.

12.2.1.1.2. Arguments against the Regulation of Insider Dealing

The idea that insider dealing needs to be regulated has proved controversial.14 A number 
of arguments are advanced against regulating insider dealing.15 There are those who argue 
that inside information is a property right of the company, allocation of which is better left 
to purely contractual negotiations rather than formal law. An adjunct of this argument is 
that the use of inside information is an appropriate way to compensate corporate person-
nel, particularly directors, as a mechanism for encouraging innovation.16 This argument fits 
most closely with a relationship-based approach to the regulation of insider dealing, where 
regulation is an aspect of company law, since it focuses predominantly on insiders who are 
directors17—a view which is no longer current in the UK.18 It also suffers from a number 
of defects. There is no evidence that directors are undercompensated, and, even if they are, 
there are many other mechanisms available for compensating them. The growth of equity-
based compensation schemes, for example, might be said to be better targeted at achieving 
this goal. More problematically, insider dealing is a poor tool for incentivising managers. 
In particular, it is unpredictable since the opportunity to exploit inside information arises 
infrequently. In addition, managers can make just as much money from trading on bad 
news about the company as good news. This would create an unacceptable moral hazard, 
since managers would become ‘indifferent between working to make the firm prosperous 
and working to make it bankrupt’.19
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 20 See eg RW McGee, ‘Applying Ethics to Insider Trading’ (2008) 77 Journal of Business Ethics 205.
 21 See 12.2.2.4.
 22 This is discussed further at 12.2.2.
 23 M Klock, ‘Mainstream Economics and the Case for Prohibiting Inside Trading’ (1994) 10 Georgia State  
University Law Review 297; MP Dooley, ‘Enforcement of Insider Trading Restrictions’ (1980) 66 Virginia Law 
Review 1, 33.
 24 HG Manne, ‘In Defence of Insider Trading’ (1966) 44 Harvard Business Review 114.
 25 For more general discussion of the benefits of regulating market abuse from an efficiency perspective see eg  
M Fishman and K Hagerty, ‘Insider Trading and the Efficiency of Stock Prices’ (1992) 23 RAND Journal of Econom-
ics 106; LR Glosten, ‘Insider Trading, Liquidity and the Role of the Monopolist Specialist’ (1989) 62 Journal of 
Business 211; V Brudney ‘Insiders, Outsiders, and the Informational Advantages under the Federal Securities Laws’ 
(1979) 93 Harvard Law Review 322.
 26 Market Abuse Regulation, recital 2.

Another argument put forward is that insider dealing is a victimless crime.20 Investors 
who trade with, or at the same time as, insiders are willing buyers or sellers. They do not 
know the identity of the counterparty to the transaction and would have bought or sold to 
someone else in any case, even if the insider had not been in the market. Since there is no 
inducement by the insider to trade, there is no loss in the investor’s hands that can be said 
to have been caused by the insider. An argument is even mounted that investors benefit 
because if an insider goes into the market to buy shares it increases the demand for shares 
and the third-party seller of shares will therefore benefit from any consequential increase 
in price.

The points about causation and inducement may be relevant to determining the ration-
ale of insider trading in a system that allows individual investors to bring civil claims against 
the insider in relation to the insider trading, but the UK has no such system.21 Insider deal-
ing in the UK is dealt with by way of a mixture of criminal and administrative sanctions in 
the UK imposed by the FCA.22 More importantly, insider dealing is a zero-sum game—that 
is, the net benefits of insider dealing must equal the net losses.23 Although individual inves-
tors may benefit from insider dealing on occasion, the fact remains that the net result to 
investors generally is negative. The victims are therefore all those who constitute the market, 
other than the insiders. The losses are real, albeit thinly spread, and the concern is that 
insider dealing can impact investor confidence in the accuracy of market prices and reduce 
investment in the market in the first place.

12.2.1.1.3. Justifying the Market-Based Approach: Enhancing Investor Confidence

Arguments in favour of regulating insider dealing often commence from the notion that 
insider dealing is ‘unfair’. These arguments run the risk of being vague and being based 
predominantly on a sense of moral outrage.24 The approach of the UK to insider dealing 
(largely patterned after the EU approach) puts flesh on the bones of this concept.25 Insider 
dealing laws are regarded as necessary to promote fair and orderly markets. The objective of 
legislation against insider dealing is to ensure the integrity of the financial markets and to 
enhance investor confidence in those markets.26 Investor confidence is a key component in 
creating efficient markets. It is not the fact of trading with an insider per se that causes the 
problem, or the fact that insiders induce investors to trade at the ‘wrong price’. The insider 
dealing itself does not harm investors. What is damaging is the non-disclosure of material 
information—in other words, the information asymmetry between insiders and investors 
in publicly traded companies.
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 27 H Schmidt, ‘Insider Dealing and Economic Theory’ in KJ Hopt and E Wymeersch (eds), European Insider 
Dealing (London, Butterworths, 1991).
 28 Case C-45/08 Spector Photo Group NV, Chris Van Raemdonck v Commissie voor het Bank, Financie-en Assuran-
tiewezen (CBFA).
 29 R v McQuoid [2009] EWCA Crim 1301 [8] per Lord Judge CJ.
 30 For discussion see eg Z Goshen and G Parchomovsky, ‘The Essential Role of Securities Regulation’ (2006) 55 
Duke Law Journal 711.
 31 U Battacharya and H Daouk, ‘The World Price of Insider Trading’ (2002) 57 Journal of Finance 75.

Investors who buy and sell in the market know that they run the risk that they may deal 
in securities just before the issuer discloses information about the company to the market. 
This may have favourable or unfavourable results for the investor depending on the nature 
of the disclosure, and whether the investor is buying or selling. In the long run, and in the 
absence of insider dealing, any gains or losses should even out. The presence of insider deal-
ing, however, undermines investor confidence by undermining investors’ beliefs that the 
market is fair and that they have an equal chance of profiting from securities trades. The 
effect of insider dealing is that market prices do not reflect the true worth of securities, in a 
way which is unfavourable to outsiders.

Investors who believe that the system is rigged are likely either to withhold their invest-
ment or, alternatively, to build this risk into their investment decisions, by lowering the 
price they are prepared to pay for companies’ shares. Either of these outcomes will increase 
companies’ cost of capital.27 At EU level the CJEU has identified the purpose of market 
abuse regulation as being to protect the integrity of the financial markets, to enhance inves-
tor confidence, and to provide investors with the assurance that they are on an equal footing 
with all other investors.28 In the UK, the Court of Appeal has similarly emphasised the 
view that insider dealing should not be regarded as a victimless crime; it should be seen 
as a crime which undermines confidence in the integrity of the market: ‘The principles of 
confidentiality and trust, which are essential to the operations of the commercial world, are 
betrayed by insider dealing and public confidence in the integrity of the system which is 
essential to its proper function is undermined by market abuse.’29

Some of these claims may be met with scepticism. The market may be said to be consti-
tuted of three types of investors: insiders (those who trade with inside information), 
information traders, such as analysts (those who trade on the basis of accurate information, 
but not inside information), and noise traders (those who make decisions regarding buy 
and sell trades without the use of fundamental data).30 Even without the presence of insiders 
in the market, the informational playing field is not level: noise traders ought to be aware 
that information traders will generally be at an informational advantage to them, and this 
knowledge does not seem to dissuade uninformed investors from entering the market. It 
may be that insider dealing regulation is therefore more concerned with the potential asym-
metry between information traders and insiders.

In support of the view that insider dealing can have a negative effect on markets, there is 
some evidence that although merely adopting insider dealing laws does not affect the cost of 
equity in a country, enforcement of those insider dealing laws does affect the cost of equity, 
with the cost decreasing significantly after the first prosecution.31

By way of contrast with the view within the UK (and the EU) that insider dealing regu-
lation is needed in order to promote market efficiency, arguments have been put forward 
to suggest that the allocative efficiency of the market can be increased by allowing insider 
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 32 Eg DW Carlton and DR Fischel, ‘The Regulation of Insider Trading’ (1983) 35 Stanford Law Review 857.
 33 It is the release of new information rather than the supply of a particular security that is the primary driver of 
share price movements: RJ Gilson and RH Kraakman, ‘The Mechanisms of Market Efficiency’ (1984) 70 Virginia 
Law Review 549, 629–34.
 34 See 11.3.2.2.
 35 In the US, for example, in addition to the general anti-fraud provision in rule 10b-5, it is an offence to engage 
in a series of transactions in any security registered on a national exchange creating actual or apparent active trad-
ing in such security or raising or depressing the price of such security: s 9(a)(2) Securities Exchange Act 1934.
 36 The common law has dealt with cases of market manipulation for some time; see eg R v De Berenger (1814) 
3 M & S 67 (KB); R v Aspinall (1875–76) 1 LR 730, although the courts regarded these manipulative schemes as 
amounting to straightforward fraud, albeit that the misrepresentations were addressed to the public at large and 
had no specific recipients. The creation of the modern securities law-based offence of market manipulation only 
arose in 1986 with Financial Services Act 1986, s 47.

dealing to occur. It has been suggested that insider dealing provides a good method of 
channelling information to the market, including information that companies would not 
disclose publicly because it would be too expensive, or would not be believable, or because 
disclosing it publicly would destroy the value of the information.32 Insider dealing, it is 
suggested, allows all information which has a bearing on the prospects of the company, not 
just that which is publicly available, to be factored into the price of the company’s shares. 
This increases allocative efficiency, since the price at which the company’s shares trade more 
accurately reflects the company’s prospects.

A significant flaw in this argument is that dealing alone is an inefficient way to impart 
information to the marketplace,33 so this system would only work effectively if the insider’s 
identity, and presumably their status as an insider, is known to the market. In general, only 
one category of potential insiders (directors) are required to disclose their dealings in the 
company’s securities, and even in this instance there is a significant lapse of time between 
the trade and the disclosure, so it does not appear that the dominant purpose of these provi-
sions is to allow the market to monitor these transactions.34 In practice, therefore, it is 
difficult for analysts and other information traders to know when an insider is in the market 
and trading on the basis of inside information. Even were these facts to become known, 
the analyst must then take the further step of trying to gauge the nature of the information 
from the mere fact of trading. It is not impossible that insiders trading on the basis of inside 
information could release information into the market that can be impounded into price, 
but this creates a very noisy signal. Furthermore, any gains would also have to be weighed 
against the cost to the system arising from loss of investor confidence and the consequential 
increase in the cost of capital. On balance, the current UK (and EU) rationale of regulating 
insider dealing in order to promote market efficiency seems justifiable.

12.2.1.2. Justifications for Regulating Market Manipulation

By contrast with the debate regarding whether and how to regulate insider dealing, 
little doubt is generally expressed about the economic need for a prohibition on market 
manipulation. Unlike the position regarding insider dealing, the rationale for prohibit-
ing market manipulation tends to remain relatively consistent across jurisdictions, and 
is market focused.35 Once one of the goals of capital market regulation is the smooth 
functioning of the market, the rationale for regulating market manipulation is clear.36 
Market manipulation involves the unwarranted interference in the operation of the 
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 37 Eg DR Fischel and DJ Ross, ‘Should the Law Prohibit “Manipulation” in Financial Markets?’ (1991) 105 
Harvard Law Review 503.
 38 For discussion see E Avgouleas, The Mechanics and Regulation of Market Abuse (Oxford, Oxford University 
Press, 2006) ch 4.
 39 DR Fischel and DJ Ross, ‘Should the Law Prohibit “Manipulation” in Financial Markets?’ (1991) 105 Harvard 
Law Review 503.
 40 For discussion of this issue in the context of debt see 13.4.1.
 41 Market Abuse Regulation, recital 11.

ordinary market forces of supply and demand. It is an interference with the market’s 
normal price-forming mechanism, and it thereby undermines the integrity and efficiency 
of the market.

Any doubts expressed about the regulation of market manipulation tend to relate to the 
form and content of the prohibition.37 One reason for this is the potentially complex nature 
of this offence. Although some forms of market manipulation may be relatively straightfor-
ward, such as the spreading of false rumours, others encompass highly sophisticated and 
complex practices designed to increase or decrease artificially a security’s trading volumes 
and/or to distort its price. Coupled with this is the fact that market manipulation practices 
are constantly evolving as new products are developed, new participants enter the market, 
and markets become more interconnected. Consequently, formal, detailed definitions are 
unlikely to capture the full range of manipulative activity, and are likely to become outdated 
rapidly.

In order to devise a general definition of market manipulation, however, the regulator 
must pin down what is wrongful about market manipulation, which is not straightforward.38 
Some aspects of market manipulation are closely related to fraud, such as where an insider 
deliberately publishes misinformation in the market, but not all forms of manipulation can 
be categorised in this way. Take the example of a company that decides to purchase its own 
shares in order to push up the price of those shares, in circumstances where the shares 
are undervalued and the company’s actions are intended to signal that fact. This action is 
intended to move the price of the securities, and the company would assert that this move-
ment is beneficial from an informational efficiency perspective, since it moves the price 
towards its ‘correct’ level (although, of course, ascertaining the ‘correct’ level for the price of 
a security is notoriously difficult). For this reason some commentators suggest that although 
some aspects of market manipulation should be prohibited, especially where there is fraud 
involved, other aspects of market manipulation, particularly those based on price distorting 
effects, should be deregulated.39

It might be thought that market manipulation could be defined simply as activity that 
involves an interference with the market’s normal price forming mechanisms. This formula-
tion also runs into difficulties, however, since there are some instances of interfering with 
the market’s price forming mechanisms that are regarded as acceptable, and even desirable. 
An example of such a situation is the operation of price stabilisation rules.40 These rules 
allow lead managers to support the prices of new issues for a limited period after issue, 
by buying those securities in the secondary market. The injection of a large new block of 
securities may exert a temporary depressing influence on the market price. The price stabili-
sation rules allow the underwriters to ‘stabilise’ the price by creating an artificial demand for 
the securities. The economic justification for allowing this to occur is that it encourages new 
issues, and thus supports the raising of capital.41 Many jurisdictions allow price stabilisation 
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 42 Market Abuse Regulation, art 5, Commission Delegated Regulation (EU) 2016/1052 of 8 March 2016 supple-
menting Regulation (EU) No 596/2014 of the European Parliament and of the Council with regard to regulatory 
technical standards for the conditions applicable to buy-back programmes and stabilisation measures regarding 
the replacement of the stabilisation measures and see FSMA, s 137Q.
 43 This is the case in the US under both s 9 and s 10(b) Securities Exchange Act 1934. This is similar to the mens 
rea element required for the criminal offence of market manipulation in the UK (see Financial Services Act 2012, 
s 90) and in the EU (see Directive 2014/57/EU of the European Parliament and of the Council of 16 April 2014 on 
criminal sanctions for market abuse, art 5(1)).
 44 See 12.2.2.2 (the criminal offences of market manipulation, which do require the establishment of mens rea) 
and 12.2.2.3 (the regulatory offences of market manipulation under the Market Abuse Regulation, under which 
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 45 This chapter deals with market abuse in the context of securities (predominantly equity securities; the regula-
tion of market abuse in the context of debt securities is discussed at 13.4). However, market abuse can occur in other 

to take place, and the UK is no exception. Unsurprisingly, given the potential for these rules 
to distort the market, the use of price stabilisation is regulated.42 So, for example, those 
seeking to make use of price stabilisation rules must make disclosure of this fact, and the 
stabilisation price cannot be greater than the bid price.

One further issue when determining how to regulate market manipulation is whether 
the intentions of the potential manipulator should be a relevant consideration. Regulators 
may prefer to look at objectively assessed effects-based criteria in this context, such as 
whether the trades undertaken represent a significant proportion of the daily trading 
volume of a security, whether changes in beneficial ownership occur, whether the orders are 
undertaken by those with a significant buying or selling position, and whether the trades 
result in a significant movement in the price of the securities. These signals are clearly not 
perfect, however. Such activities may be evidence of entirely proper behaviour, such as a 
large, legitimate trade in a particular security. In practice it is common for regulators to 
adopt a subjective test, focusing on the improper intent of the trader. In the US, for exam-
ple, the person accused of market manipulation must be shown to have ‘scienter’, or intent 
to commit the manipulation, and it must be shown that they transacted with the purpose 
of inducing the purchase or sale of such security by others.43 In the UK, the level of knowl-
edge required of the potential manipulator varies according to whether it is the criminal 
or administrative offence of market manipulation that is being considered, and the precise 
nature of the offence.44

Forming a workable definition of market manipulation in practice, therefore, is not 
straightforward. It needs to capture those activities that, if left unregulated, will impede 
market efficiency, while excluding activity which could potentially fall within it, but which 
is thought valuable from a market efficiency perspective (such as price stabilisation, market 
making, and arbitrage activities), and indeed large price-moving trades which are perfectly 
legitimate. These difficulties with drawing the boundaries of market manipulation in prac-
tice, however, do not detract from the clear rationale for regulating market manipulation in 
principle.

12.2.2. The Offences of Insider Dealing and Market Manipulation

A number of regulatory techniques are available to deal with market abuse.45 As discussed 
in chapter eleven, the dominant technique for regulating the capital markets is disclosure, 
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markets. For example, the Electricity and Gas (Market Integrity and Transparency) (Criminal Sanctions) Regula-
tions 2015 (SI 2015/979) create new criminal offences for insider dealing and market manipulation of the wholesale 
energy markets. A discussion of market abuse in these wider markets falls outside the parameters of this book.

 46 11.3.2.1.
 47 11.3.2.2.
 48 Although in some instances other market participants may come under obligations too (for example, the 
EU rules regarding disclosure of directors’ shareholdings start with an obligation on the director to disclose to 
the company which the issuer must then disclose to the market– see Market Abuse Regulation, art 19(1)(a) and 
Commission Delegated Regulation (EU) 2016/522, arts 7–11)), the focus is on issuer disclosure.
 49 The UK opted not to implement the Market Abuse Directive on Criminal Sanctions for Market Abuse 
2014/57/EU since UK law already covered all the offences included within the directive (Parliament, Column 
57WS— Written Ministerial Statements Monday, 20 February 2012) and as a consequence the UK criminal 

and this has a role to play here too. Issuers must disclose inside information to the market 
‘as soon as possible’, and one of the goals of this provision is to reduce the possibility of 
insider dealing.46 To a lesser extent the obligation on directors to disclose their dealings in 
their company’s shares can also be regarded as a means of regulating insider dealing.47 This 
use of disclosure is important, but it can only go so far. The first provision applies only to 
issuers and does not comprise a more general obligation on all those with inside informa-
tion to disclose it to the market. In relation to the second obligation, it is notable that only 
a very limited category of insiders is caught and the time lapse between the trade and the 
disclosure suggests that the provision of information to the market is not the predominant 
purpose of this provision.

The limitations of disclosure as a technique are even more apparent in relation to market 
manipulation. There are a number of reasons for this. First, disclosure rules impose posi-
tive obligations on insiders in relation to the information they must disclose. For example, 
we saw in chapters ten and eleven that issuers must disclose certain information about the 
company and its securities. They do not impose negative obligations, that is, obligations not 
to disclose misleading or false information. It is easy to appreciate, however, that allowing an 
insider to put a false rumour into the market, for example regarding an imminent takeover 
offer for the company, which then becomes reflected in the share price, will be just as prob-
lematic for investors trying to decide whether to buy, sell or hold the issuer’s securities, as a 
failure on the company’s part to disclose information about an actual takeover offer. Second, 
it is difficult for disclosure rules to capture situations where the provision of misinforma-
tion to the market occurs by way of actions rather than statements, for example where an 
investor simultaneously sells and buys the same financial instruments in order artificially to 
increase trading volume, giving the impression that the instrument is more in demand than 
it actually is. Finally, disclosure obligations have traditionally been focused on a narrow 
set of potential insiders. Often the obligations are predominantly focused on the issuer.48 
However, it is clear that it is just as easy, and just as problematic from an informational effi-
ciency point of view, for someone other than the issuer, potentially someone unconnected 
with the company, to engage in artificial trades.

The predominant form of regulation in place in the UK to deal with market abuse is there-
fore not disclosure but, rather, a general ban. Within the UK, there are various market abuse 
offences. In particular, there is the criminal offence of insider dealing under the Criminal 
Justice Act 1993, the criminal offences of market manipulation under sections 89–91  
of the Financial Services Act 2012,49 and the administrative offences of insider dealing and 
market manipulation created by articles 14 and 15 of the Market Abuse Regulation.
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 sanctions for insider dealing and market abuse remain as set out in the Criminal Justice Act 1993 and the Finan-
cial Services Act 2012.

 50 Together with the Market Abuse Directive on Criminal Sanctions for Market Abuse 2014/57/EU, the 
introduction of MAR formed a significant plank in the EU’s post-2008 financial crisis reform programme. For 
discussion see J Payne and E Howell, ‘The Creation of a European Capital Market’ in P Koutrakos and J Snell (eds), 
Research Handbook on the Law of the EU’s Internal Market (Cheltenham, Edward Elgar, 2015); House of Lords, 
 European Union Committee—Fifth Report, The Post-Crisis EU Financial Regulatory Framework: Do the Pieces Fit?,  
27 January 2015.
 51 Directive 2003/6/EC. For discussion see G Ferrarini, ‘The European Market Abuse Directive’ (2004) 41 
Common Market Law Review 711.
 52 As an EU Regulation MAR has direct effect, so the UK did not need to implement legislation to adopt this 
regulation, but it did need to amend existing legislation (such as the now deleted section 118 FSMA), to ensure it 
was compatible, see FCA, PS16/13: Implementation of the Market Abuse Regulation.
 53 Market Abuse Regulation, recital 5.
 54 European Union (Withdrawal) Act 2018, s 3. Any adaptations necessary to address possible deficiencies in 
retained EU Law once EU law ceases to apply will be addressed by statutory instrument and changes to the FCA 
Market Conduct Sourcebook: The Market Abuse (Amendment)(EU Exit) Regulations 2019 (SI 310/2019).
 55 See 12.2.1.1.
 56 Patel v Mirza [2014] EWCA Civ 1047 [67] per Gloster LJ: ‘[T]he mischief at which section 52 is directed is 
the deliberate and improper exploitation of unpublished price-sensitive information obtained through or from a 
privileged relationship, which may distort a regulated market because public disclosure of the relevant information 
would materially affect it—in other words, market abuse.’
 57 The terms ‘primary’ and ‘secondary’ insiders are not used in the legislation, but were endorsed by the House of 
Lords in AG’s Reference (No 1 of 1988) [1989] AC 971, 990 ff.
 58 Criminal Justice Act 1993, s 57(2)(a)(i). It has been suggested that the ‘through being’ test is a ‘but for’ test, 
ie that there must be a causal link between the employment and the acquisition of the information, but not in the 
sense that the information must be acquired in the course of the employment: Gower and Davies, 30–22.

This is an area that has been influenced by EU legislation. Most recently, the Market 
Abuse Regulation50 repealed and replaced the 2003 Market Abuse Directive51 from July 
2016.52 One of the stated aims of the Market Abuse Regulation is to ‘establish a more uniform 
interpretation of the Union market abuse framework’ and to avoid potential regulatory 
 arbitrage.53 In the event that the UK leaves the EU, the provisions currently in the Market 
Abuse Regulation will continue to be relevant in the UK, since all ‘direct EU legislation’ 
(including all EU regulations) will be incorporated into domestic law (with the necessary 
adaptations).54

12.2.2.1.  The Criminal Offence of Insider Dealing under the Criminal Justice  
Act 1993

The offence of insider dealing was initially based on a breach of fiduciary duty by directors. 
The root of the offence was in company law and as such the primary focus was on share-
holder protection. The rationale for regulating insider dealing has undergone a shift, and 
is now regarded as market-focused, that is, as an aspect of securities law.55 The Criminal 
Justice Act 1993 primarily adopts this latter, investor-focused approach to insider dealing.56

12.2.2.1.1. Definition of an Insider

The Act creates two categories of insiders. ‘Primary insiders’57 are those who obtain their 
information through being a director, employee or shareholder of an issuer of securities,58 
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 59 Criminal Justice Act 1993, s 57(2)(a)(ii).
 60 Ibid, s 57(2)(b). This latter group is referred to as ‘tippees’ in the US. For a tippee to be liable in the US, the 
information must be material and specific, the tippee must be aware that the information is being furnished in 
breach of duty by the tipper, and the tipper must expect to receive some benefit from furnishing that information: 
see SEC v Dirks, 346 US 646 (1983). See, also, US v Martoma (2d Cir, June 25, 2018), for the idea that ‘there are 
many ways to establish a personal benefit’.
 61 Criminal Justice Act 1993, s 57(1). As long as the secondary insider knows that the source of the inside infor-
mation is a primary insider, they need not know the identity of that individual: AG’s Reference (No 1 of 1988) [1989] 
AC 971, 991.
 62 Ibid, s 56(1)(a).
 63 Ibid, s 60(4).
 64 Ibid, s 56(1)(b).

or have access to the information by virtue of their ‘employment, office or profession’,59 
such as professional advisers to the company. ‘Secondary insiders’ are those who obtain 
their information from a primary insider.60 The secondary insider may be liable under this 
Act even if not actively tipped off by the primary insider, for example where the tipper (the 
primary insider) is unaware that they are communicating inside information to the second-
ary insider.

Due to the criminal nature of this offence, it is not enough for the individual to have 
information as an insider; that individual must also know that it is inside information, and 
they must have it, and know that they have it, from an inside source.61

12.2.2.1.2. Definition of Inside Information

Inside information is defined by section 56. It is information which (a) relates to particular 
securities or to a particular issuer of securities and not to securities generally or to issuers of 
securities generally; (b) is specific or precise; (c) has not been made public; and (d) if it were 
made public it would be likely to have a significant effect on the price of securities.

12.2.2.1.2(a) The Information must Relate to Particular Securities or to a Particular Issuer

Inside information must relate either to particular securities or to a particular issuer of securi-
ties,62 such as information concerning an imminent takeover bid of a particular company—in 
other words, the information must not be general in nature. This information can include 
information that may affect the company’s business prospects,63 and can therefore include 
information coming from an outside source, such as a competitor company announcing a 
new and superior competing product. Presumably, however, information about the market 
sector to which a company belongs will not be inside information. So, a report from the 
Government intending to remove the monopoly position of a particular company would 
be inside information, but plans to regulate a particular market sector, or information of 
general application, such as the state of the economy, are unlikely to be particular enough to 
count as inside information. This distinction will not always be easy to draw, however, as the 
information may impact differentially on companies, and some information, which appears 
generic, may be of key significance to the securities of some companies.

12.2.2.1.2(b) The Information must be Specific or Precise

In order to be inside information, the information must be specific or precise.64 Although 
these terms have sometimes been regarded as synonymous, the two concepts can be 
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 65 For a discussion of the meaning of ‘precise’ for the purposes of insider dealing under Market Abuse Regula-
tion, art 7 see 12.2.2.3.1(b).
 66 Criminal Justice Act 1993, s 58(2)(a).
 67 See discussion at 11.2.1.1 and 11.5.
 68 See eg RJ Gilson and RH Kraakman, ‘The Mechanisms of Market Efficiency’ (1984) 70(4) Virginia Law Review 
549; Z Goshen and G Parchomovsky, ‘The Essential Role of Securities Regulation’ (2006) 55 Duke Law Journal 711.
 69 Criminal Justice Act 1993, s 58(2)(d).
 70 Ibid, s 58(2)(c).
 71 Ibid, s 58(3).
 72 Ibid, s 56(1)(d).

distinguished. Information that a company’s profits are in excess of expectations would be 
specific (as to the company and its prospects) but not precise, if the amount of the excess is 
not stated.65

12.2.2.1.2(c) The Information must not have been Made Public

Section 58 provides a non-exhaustive definition of when information can be said to have 
been made public for this purpose. So, for example, information has been made public if it 
is published in accordance with the rules of a regulated market for the purpose of inform-
ing investors and their professional advisers.66 The definition of ‘made public’ is intended to 
provide a generous test for analysts. Analysts are in a potentially difficult position. Their role 
is to examine the information disclosed by companies and to search for further information 
of their own, and to use any information they acquire to their own advantage. The Criminal 
Justice Act 1993 does not aim to prevent the use of informational advantages of this kind. 
Indeed, on one view, analysts are crucial for the efficient functioning of the market.67

Much of the information actually disclosed by companies is technical and detailed and 
is not likely per se to provide very useful guidance to investors. The particular value of 
disclosure is that it impacts on the market price of the securities and therefore investors 
trading at the market price are protected even if they never read the particular disclosures 
made by the company. Analysts are one of the bridging mechanisms for turning company 
disclosures into a market price that reflects the true value of the securities.68 The acqui-
sition of informational advantages through skill and diligence, rather than because that 
individual holds a particular position, is not improper, and indeed is to be encouraged. As 
a result, the Criminal Justice Act 1993 provides that ‘information is made public if … it is 
derived from information which has been made public’.69 Further, information is public if 
that information can be ‘readily acquired’70 by those likely to deal in the securities, whether 
the information has in fact been acquired or not. It can be public even though it can only be 
acquired by payment of a fee, it is only published outside the UK, or can only be acquired by 
those exercising ‘diligence or expertise’.71

12.2.2.1.2(d)  If the Information were Made Public it would be Likely to have a Significant 
Effect on the Price of Securities

The final requirement is that if the information were made public it would be likely to have 
a significant effect on the price of any securities.72 This is intended to provide a de minimis 
test, and therefore exclude those who might obtain only trivial benefits from dealing in 
inside information. No advice is provided within the Act as to the meaning of ‘likely to 
have a significant effect on price’. When this issue was examined in relation to the same 
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 73 See the Financial Services and Markets Act 2000 (Market Abuse) Regulations 2016 (SI 2016/680), reg 9(1), (3), 
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 78 Criminal Justice Act 1993, ss 52(2)(a), 52(3).
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 80 For the definition of dealing in securities see ibid, s 55.
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 82 Criminal Justice Act 1993, s 52(3). For the definition of professional intermediary for these purposes see s 59.

phrase in section 118C FSMA (which has now been replaced by article 7 of the Market 
Abuse Regulation, containing an equivalent phrase)73 regarding the administrative offence 
of insider dealing, the Upper Tribunal held that the word ‘likely’ should be read as mean-
ing that there was a real prospect of the information having a significant, rather than a de 
minimis, effect on price.74 The Tribunal found that ‘significant’ for these purposes was only 
to be contrasted with insignificant, in the sense of trivial.75

Under the Criminal Justice Act 1993, an ‘individual who has information as an insider’76 
is guilty of the offence of insider dealing in three different circumstances: actual dealing 
in securities,77 encouraging another person to deal,78 and disclosing inside information to 
another person.79

12.2.2.1.3. The Offence of Actual Dealing in Securities

For the offence of actual dealing, the individual must have inside information as an insider 
and must deal80 on a regulated market81 or rely on a professional intermediary to do so, or 
themselves be acting as a professional intermediary.82 Dealing is defined to include both 
acquiring and disposing of securities, so inaction is not caught by the Act. Dealing which 
occurs off a regulated market is not caught by these provisions, once again reinforcing the 
rationale of this offence as being directed towards maintaining the integrity of the markets. 
The individual must deal in securities that are price-affected securities in relation to that 
information.

The fact that this is a criminal offence means that there is a significant mens rea element 
to the offence. The insider must know that the information is inside information, and they 
must have it, and know that they have it, from an inside source. This is subjectively assessed 
and accordingly will be difficult to establish. A number of defences are available. The main 
defence for the defendant is if they can show they would have done what they did even if 
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 83 Ibid, s 53(1)(c).
 84 Ibid, s 53(1)(a).
 85 Ibid, s 53(1)(b). This defence is mainly aimed at underwriting arrangements, where those involved in the 
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 86 Ibid, s 53(4) and Sch 1.
 87 Ibid, s 52(2)(a).
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they had not had the information, for example they would have traded anyway to meet a 
pressing financial need or legal obligation.83 There is also a defence if the defendant can 
show that they did not expect the dealing to result in a profit attributable to the fact that the 
information was price-sensitive information in relation to the securities.84 This is likely to 
be narrowly construed and is unlikely to be very beneficial to defendants. Alternatively, the 
defendant has a defence if they can show that they believed on reasonable grounds that the 
information had been disclosed widely enough to ensure that none of those taking part in 
the dealing would be prejudiced by not having the information.85

There is also a general defence, which applies to all of the offences, for market makers. 
If the defendant can show that they acted in good faith in the course of their business as a 
market maker, they will have a defence to any of the insider dealing offences under the Act.86

12.2.2.1.4. The Offence of Encouraging Another Person to Deal

For the second offence, the individual will be liable if they have the information as an insider 
and if they encourage another person to deal in price-affected securities in relation to the 
information.87 It is not necessary for dealing to actually take place. The dealing need not be 
on a regulated market or in reliance on a professional intermediary, although the defend-
ant must have reasonable cause to believe that the dealing would be prohibited. The other 
person need not know that the securities are price-affected securities, nor need they actually 
receive the inside information. The mens rea element for this offence is that the individ-
ual must know or have reasonable cause to believe88 that the dealing will take place on a 
regulated market or by, or in reliance on, a professional intermediary. The defences for this 
offence are the same as those for the actual dealing offence, set out above.89

12.2.2.1.5. The Offence of Disclosing Inside Information to Another Person

The final offence is the disclosing offence. The defendant must have information as an 
insider and must disclose that information ‘otherwise than in the proper performance of 
the functions of his employment, office or profession’90 to another person. Again, the indi-
vidual must know that the information is inside information, and they must have it, and 
know that they have it, from an inside source. There is a defence if the defendant did not 
expect any person, because of the disclosure, to deal on a regulated market as, or in reliance 
on, a professional intermediary,91 such as where the information is disclosed to a journalist 
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to use as part of a story. There is also a defence if the defendant did not expect the dealing to 
result in a profit attributable to the fact that the information was price-sensitive information 
in relation to the securities.92

12.2.2.1.6. Penalties and Enforcement

The penalties for insider dealing under the Criminal Justice Act 1993 are up to seven 
years’ imprisonment or an unlimited fine.93 A person found guilty can also be disquali-
fied by court order from being a company director.94 There are no civil law consequences 
for a breach of these provisions: no contract is rendered void or unenforceable as a result 
of a breach of section 52 of the Act.95 A court can make a compensation order requiring 
the insider to pay compensation to any person who has suffered loss as a result of the 
offence,96 although it will be difficult to identify an individual who has suffered loss in 
the faceless transactions that occur in the modern marketplace. In addition, the FCA can 
make use of its range of remedies for market abuse, such as injunctions and restitution 
orders.97

The fact that this is a criminal offence raises a number of difficult enforcement issues.98 
An element of culpability is required as part of the offence: for the offence to be established, 
a mens rea element must be proved. In general, it must be established that the individual 
knows that the information is inside information, and they must have it, and know that 
they have it, from an inside source.99 This is subjectively assessed and, accordingly, it will 
be difficult to establish in court. Coupled with this is the fact that the burden of proof in 
criminal cases is higher than in civil cases: beyond reasonable doubt rather than merely on 
the balance of probabilities.

These offences have in the past needed to compete for police and prosecutor attention 
with other crimes that are generally regarded as more serious and worthy of attention, such 
as assaults and murders. However, it is now possible for the regulator (now the FCA) to 
prosecute an offence under the Criminal Justice Act 1993,100 which deals with this difficulty 
to some extent, and adds a specialist element to the prosecution of the offence, even if the 
judge and jury in such trials remain non-specialists.101 The regulator (the FSA at that time) 
secured its first criminal conviction for insider dealing in March 2009, and a number of 



The Regulation of Market Abuse 619

 102 Details of these prosecutions can be found on the FCA’s website. As at 31 March 2018, the statistics indicated 
that there were 75 insider dealing cases open (with 65 closed during the year): FCA, Enforcement annual perfor-
mance report 2017/2018, 6. At the same time, it appears that, according to a freedom of information request filed 
by The Times, the FCA only secured 12 convictions in 2012-2017: A Ellson, ‘City Traders Getting Away with Abuse 
of Markets’ The Times (London, 19 January 2018).
 103 R v McQuoid (unreported, Southwark Crown Court, 27 March 2009), upheld on appeal: R v McQuoid [2009] 
EWCA Crim 1301.
 104 R v McQuoid [2009] EWCA Crim 1301.
 105 HC Deb, vol 442 col 1635W (13 February 2006) (Parliamentary Question No 2005/3120 from Austin Mitchell).
 106 See eg FCA, Mission, Our Approach to Enforcement, March 2018, 9.
 107 For discussion see 12.2.1.2 and DR Fischel and DJ Ross, ‘Should the Law Prohibit “Manipulation” in Finan-
cial Markets?’ (1991) 105 Harvard Law Review 503; E Lomnicka, ‘Preventing and Controlling the Manipulation 
of Financial Markets: Towards a Definition of Market Manipulation’ (2001) 8 Journal of Financial Crime 297; 
E Avgouleas, The Mechanics and Regulation of Market Abuse: A Legal and Economic Analysis (Oxford, Oxford 
University Press 2005).
 108 Another restrictive element that exists in relation to the criminal offence of market manipulation is the fact 
that international law imposes territorial limits on the enforceability of criminal law, whereas global financial 
markets mean that market abuse may often be conducted in a number of jurisdictions. For the territorial reach of 
these provisions see Financial Services Act, ss 89(4), 90(10), 91(5), 91(6).

other prosecutions have followed.102 In that 2009 prosecution, a lawyer, McQuoid, employed 
by a company, TTP communications plc (TTP), tipped off his father-in-law that TTP was 
about to be taken over. The father-in-law bought shares in TTP before the takeover was 
announced. Following the announcement TTP’s share price soared, resulting in a profit of 
almost £49,000 on the shares. Both McQuoid and his father in law were given jail sentences 
of eight months, although the father-in-law’s sentence was suspended for 12 months.103 
Dismissing McQuoid’s appeal, the Court of Appeal stated that deliberate insider dealing was 
a species of fraud for which  prosecution, rather than regulatory proceedings, would often 
be more appropriate.104

Levels of enforcement of the criminal offence of insider dealing have historically been 
low. Between 1997 and 2006, for example, proceedings were brought against 15 individuals, 
of which eight were successful; more recently, between 2012 and 2017, the FCA secured 
12 convictions.105 Although enforcement levels have been rising, particularly following the 
regulator’s assumption of responsibility for this issue and the stated aim of the FCA to be 
tougher on financial crime,106 the overall number of criminal prosecutions for this issue is 
likely to remain relatively small because of the need to establish a mens rea element and to 
satisfy the high criminal law burden of proof.

12.2.2.2.  The Criminal Offences of Market Manipulation under Sections 89–91 
Financial Services Act 2012

While the basic concept of market manipulation and the rationale for regulating it are 
easy to understand, creating a definition of market manipulation is not straightforward.107  
If an overly rigid definition is adopted, new and ingenious schemes that result in a manipu-
lation of the market may be excluded, and yet overly flexible or open-ended definitions will 
cause difficulties where market manipulation may result in criminal penalties. Article 7 of 
the European Convention on Human Rights requires the contours of criminal behaviour 
to be delineated with clarity. Any ambiguity needs to be resolved in favour of the accused. 
This suggests that a high level of definitional clarity will be needed for any criminal offence 
of market manipulation. Further, only Parliament can create and define criminal offences, 
and so amending these offences will be a slow process.108
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 109 Unlike the criminal offence of insider dealing, which may only be committed by individuals, the criminal 
offences of market manipulation may also be committed by legal entities: FSMA, ss 89(1), 90(1) and 91(1).
 110 Under s 397 FSMA a single section encompassed two forms of the offence: misleading statements and dishon-
est concealment on the one hand and misleading conduct on the other. The Financial Services Act 2012 repealed  
s 397 and replaced it with ss 89–91 of that Act (Financial Services Act 2012, s 95). Sections 89–90 of the 2012 Act 
broadly cover the same ground as s 397 FSMA, albeit that the two offences that were combined in s 397 are now 
separated, so that misleading statements and dishonest concealment are dealt with in s 89, and s 90 covers mislead-
ing conduct. There are some changes between s 397 and ss 89–90, discussed in this section, but these are relatively 
small.
 111 This has also been an issue at EU level: as a consequence of the LIBOR scandal the market manipulation provi-
sions in the Market Abuse Regulation apply to benchmarks (art 2(2)(c)).
 112 This resulted in investigations and an independent review (Wheatley Review of LIBOR: Final Report, September  
2012). Section 91 implements recommendations made in the final report of that Review. For discussion see A Eisl, 
R Jankowitsch and MG Subrahmanyam ‘The Manipulation Potential of Libor and Euribor’ (2017) 23 European 
Financial Management 604; SM Bainbridge, ‘Reforming LIBOR: Wheatley versus the Alternatives’ (2013) 9 NYU 
Journal of Law & Business 789.
 113 See Financial Services and Markets Act 2000 (Regulated Activities) (Amendment) Order 2015 (SI 2015/369). 
See HM Treasury, Implementing the Fair and Effective Markets Review’s Recommendations on Financial Bench-
marks: Response to the Consultation, December 2014; FCA Consultation Paper CP 14/32, Bringing Additional 
Benchmarks into the Regulatory and Supervisory Regime, December 2014.
 114 Financial Services Act 2012, ss 89(3)(a), 90(9)(b) and 91(4)(a), and FSMA, s 137Q(1)–(2) as amended.
 115 Financial Services Act 2012, ss 89(3)(b), 90(9)(c), 91(3)(b) and FSMA, s 137P.
 116 Financial Services Act 2012, ss 89(3)(c), 90(9)(d), 91(3)(c) and 91(4)(c), and FSMA, s 137Q(3) as amended. 
The EU exemption provisions for buy-back programmes and the stabilisation of financial instruments are included 
in art 5 of its Market Abuse Regulation.
 117 Section 89 adopts slightly different language to the repealed s 397 FSMA: s 397(1)(2) referred to the making of 
a misleading ‘statement, promise or forecast’ whereas s 89 refers simply to making a misleading statement (s 89(1)). 
This was a curious change, since generally the intention of ss 89–91 (as compared to s 397 FSMA) seems to be to 
extend the net of criminal liability. It may be possible to argue that promises and forecasts are caught within the 
definition of ‘statements’.
 118 Presumably, the requirement of knowledge here is the same as in relation to the repealed s 397 FSMA which 
this section replaced, ie it includes actual knowledge, wilful blindness, namely closing one’s eyes to the obvious and 
recklessness: Financial Conduct Authority v Capital Alternatives Ltd [2018] 3 WLUK 623.

The criminal offences of market manipulation are contained in sections 89–91 of 
the Financial Services Act 2012,109 which replaced the previous provision in section 397 
FSMA. While sections 89–90 of the Financial Services Act cover much the same territory as 
section 397 FSMA,110 section 91 introduced a new offence, extending the concept of market 
manipulation to deal with the manipulation of benchmarks.111 The section 91 offence 
was introduced to deal with the LIBOR scandal in 2012.112 The only benchmark to which 
section 91 initially applied was LIBOR, but additional benchmarks have subsequently been 
added to the scope of this section.113

These offences of market manipulation do not prohibit all forms of interference in 
market forces—some interference is accepted. In particular, it is a defence to an action for 
market manipulation if the actions are in conformity with the price stabilisation rules,114 or 
the control of information rules,115 or the exemption provisions for buy-back programmes 
and the stabilisation of financial instruments.116

12.2.2.2.1.  Misleading Statements and Dishonest Concealment: Section 89 Financial 
Services Act 2012

Section 89 of the Financial Services Act 2012 creates a criminal offence relating to (i) the 
making of a statement117 which the person making it knows118 to be false or misleading in a 
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 119 One difference between the repealed s 397 FSMA and s 89 in this context is that in s 397 FSMA it was stated 
that reckless statements were caught by the provisions whether ‘dishonestly made or otherwise’ (s 397(1)(c)). This 
wording has been removed from s 89 and this may provide defendants with an argument that only dishonest forms 
of recklessness should now be vulnerable to prosecution. Presumably, the definition of recklessness here is the 
same as it was in relation to s 397 FSMA, ie recklessness should be given its ordinary meaning in English—a rash 
statement or promise made heedless of whether the person making it had any real facts on which to base it (see  
R v Grunwald [1963] 1 QB 935, 938–40 per Paull J, upheld by the Court of Appeal in R v Page [1996] Crim LR 821).
 120 For the definitions of ‘relevant agreement’ and ‘relevant investment’ see Financial Services Act 2012, s 93(3)(5).
 121 See eg Financial Conduct Authority v Capital Alternatives Ltd [2018] 3 WLUK 623.
 122 R v De Berenger (1814) 3 M & S 67.
 123 See IOSCO, Report on Securities Activity on the Internet III, October 2003.
 124 Financial Services Act 2012, s 89(1)(c).
 125 R v Ghosh [1982] QB 1053, 1064 per Lord Lane CJ. This test was laid down for dishonesty offences under 
the Theft Act 1968, as amended, but has been applied in the context of this offence prior to the introduction of 
Financial Services Act 2012 (see R v Lockwood[1986] Crim LR 244) and presumably would continue to be applied 
under s 89.
 126 Financial Services Act 2012, s 89(2).

material respect or is reckless119 as to whether it is false or misleading, and (ii) the dishon-
est concealment of any material fact. A person commits an offence if the person makes the 
statement or conceals the facts with the intention of inducing, or is reckless as to whether 
they will induce, another person to engage in, or refrain from engaging in, market activity 
in relation to a relevant agreement or relevant investment.120

A common example of this form of market manipulation is where brokers or other invest-
ment advisors provide misleading advice, in order to promote the sale of shares in which 
they make a market, or to offload securities which are marketed or have been underwritten 
by their firm, by ‘talking up’ the securities to unsuspecting investors.121 Another example is 
market rigging. An early example of this offence, which pre-dated statutory forms of market 
manipulation, involved a syndicate conspiring with a man (De Berenger) in order for the 
latter to appear at Dover as a French officer to bring the false news of Napoleon’s death. 
This led to City stockbrokers and the public buying government debt, which pushed the 
prices considerably higher, while the members of the syndicate offloaded their holdings, as 
planned, at a considerable profit.122 Modern variants on this practice make use of the inter-
net to perpetrate practices resembling market rigging.123

For the offence of making a misleading statement either recklessly or with knowledge 
that it was misleading, there is no requirement that the statement be made dishonestly. 
In order to establish liability based on an omission, however, dishonesty is required. The 
defendant will be liable if they dishonestly conceal material facts whether in connection 
with a statement made by the person concealing the facts or otherwise.124 Section 89 
does not create any independent obligation to disclose and therefore the concealment must 
be of facts that the defendant is required by other provisions of the law to disclose, such as 
those created in the Disclosure Guidance and Transparency Rules. The test of dishonesty 
is objective and is defined by reference to the ordinary standards of reasonable and honest 
people.125

In addition, the purpose of the statement or concealment must be either to induce 
someone, or be reckless as to whether it may induce someone, to enter into or refrain from 
entering into an investment agreement, or to exercise or refrain from exercising a right 
conferred by an investment.126 The misleading statement or concealment must therefore be 
for the required purpose.
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 127 [2006] 2 Cr App R (S) 36.
 128 The use of the phrase ‘any course of conduct’ leaves open the issue of whether both activity and inactivity 
on the part of the defendant could potentially fall within this offence (cf Market Abuse Regulation, arts 2(4) and  
12(1)(a)(i),which clearly include inaction, discussed at 12.2.2.3.2).
 129 For the definition of relevant investment see Financial Services Act 2012, s 93(5).
 130 Ibid, s 90(2). The defendant must intend the consequences: it is not enough that they are reckless as to the 
consequences. However, nothing in the section requires the inducement to be successful. It is enough that the 
defendant intends to create the impression—they need not intend the impression to be false and misleading.
 131 Ibid, s 90(9)(a). This is similar to a provision in the repealed s 397 which this section replaced: FSMA,  
s 397(5)(a).
 132 This is an attenuated form of mens rea when compared to the criminal offence of insider dealing under 
Criminal Justice Act 1993 (see 12.2.2.1), and the offence of market manipulation under s 89 Financial Services 
Act 2012.
 133 Financial Services Act 2012, s 90(3). For the meaning of ‘gain’ and ‘loss’ in this context see ss 90(6)–(8). This is 
an extension of the offence as it existed under the repealed s 397(3) FSMA, which s 90 replaced.

A good example of the wrongdoing at which this section is aimed is found in R v Bailey 
and Rigby,127 a case that pre-dates the introduction of the 2012 Act. The chief executive and 
chief financial officers of a company were convicted of issuing a misleading trading state-
ment that caused the share price to rise and investors to purchase its shares. The officers 
were found to have been reckless both as to the truth of this statement and as to whether 
investors would rely on it. They received custodial sentences of eighteen months and nine 
months respectively.

12.2.2.2.2. Misleading Impressions: Section 90 Financial Services Act 2012

Section 90 creates a criminal offence relating to doing any act or engaging in a course of 
conduct128 which creates a false or misleading impression as to the market in or price or value 
of any relevant investment,129 where the person doing the act or engaging in the conduct 
intends to create such an impression. If the person intends to induce another person to 
deal or refrain from dealing in the investment, the person commits an offence.130 There is a 
specific defence made available in relation to this offence: a defendant has a defence if they 
can demonstrate that they reasonably believed that the impression was not misleading.131 
This defence includes objective (‘reasonably’) as well as subjective elements, and therefore 
does not wholly exonerate honest defendants.132

In addition, a person will commit an offence under section 90 if they know or are reckless 
as to whether the impression is false or misleading and intend by creating the impression 
that a gain may be made or a loss avoided, the person also commits an offence.133 This 
offence can potentially capture a very wide range of behaviour.

Unlike the offence under section 89, there is no need to demonstrate that the defendant 
had knowledge that the impression was misleading, or was reckless as to that fact, as long 
as it can be demonstrated that the defendant acted for the purpose of creating an impres-
sion that was in fact misleading. It must be demonstrated that the purpose of creating the 
impression was to induce the other to act in a certain way.

Trading designed to influence (or lead) market prices, or even to mislead other market 
players, is a common phenomenon in competitive markets. It is only if the conduct is 
capable of misleading the market and affecting the price formation mechanism that such 
conduct should be outlawed. This form of market manipulation is rarely subject to criminal 
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 134 See 12.2.2.3.2 for a discussion of the administrative offences under Market Abuse Regulation, art 12.
 135 North v Marra Developments (1982) 56 ALJR 106.
 136 This offence was introduced following recommendations made in the Wheatley Review (Wheatley Review of 
LIBOR: Final Report, September 2012). The extension of market abuse provisions to capture the manipulation of 
benchmarks is something that has been considered not only at national level, but also within the EU (the Market 
Abuse Regulation encompasses the manipulation of benchmarks: recital (44), art 2(2)(c) and art 12(1)(d), and 
Regulation (EU) 2016/1011 of the European Parliament and of the Council of 8 June 2016 on indices used as 
benchmarks in financial instruments and financial contracts or to measure the performance of investment funds 
and amending Directives 2008/48/EC and 2014/17/EU and Regulation (EU) No 596/2014 discussed at 12.2.2.3) 
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 138 Financial Services Act 2012, ss 91(1)(c), 91(2)(c).
 139 See Financial Services and Markets Act 2000 (Regulated Activities) (Amendment) Order 2015 (SI 2015/369), 
reg 3 and sch 5 which bring seven additional benchmarks within the ambit of s 91.
 140 Many of the fines for the manipulation of LIBOR were imposed before April 2013 when s 91 took effect; 
for example, the FSA/FCA fined Barclays Bank plc £59.5 million on 27 June 2012, UBS AG £160 million on  
19 December 2012, and Royal Bank of Scotland plc £87.5 million on 6 February 2013. However, some of the fines 
were imposed after s 91 took effect: the FCA fined ICAP Europe Limited £14 million in September 2013, Rabobank 
£105 million on 29 October 2013, Martin Brokers (UK) Limited £630,000 on 15 May 2014, and Lloyds Bank and 
Bank of Scotland £105 million on 28 July 2014. and Deutsche Bank AG £227 million on 23 April 2015. Between 
2014 and 2015, the FCA also imposed fines on six banks for failing to control business practices in their G10 spot 
foreign exchange (FX) trading operations: Citibank NA £226 million, HSBC Bank Plc £216 million, JPMorgan 
Chase Bank NA £222 million, Royal Bank of Scotland Plc £217 million, UBS AG £234 million and Barclays £284 
million. In 2015, two individuals were also fined for LIBOR-related failings: David Caplin £210,000 and Jeremy 
Kraft £105,000. For a full list of the fines imposed and the relevant decision notices, see www.fca.org.uk/about/
enforcement/ and https://www.fca.org.uk/markets/benchmarks/enforcement/.

prosecution, so concrete examples are thin on the ground.134 However, an example might 
be where directors persuade the company’s brokers to buy shares in the market at four times 
the previous market price in order to move the market price closer to that which the direc-
tors believe to be the ‘true’ value of the shares.135

12.2.2.2.3.  Misleading Statements etc in Relation to Benchmarks: Section 91 Financial 
Services Act 2012

Section 91136 creates an offence relating to the making of a false or misleading statement, or 
the creation of a false or misleading impression, in connection with the setting of a relevant 
benchmark.137 The person making the statement or creating the impression must know 
that, or be reckless as to whether, the statement or impression is false or misleading.138 The 
motive of the person is immaterial for this offence—for example, there is no requirement 
that the person be acting with the intention of inducing a person to engage in market activ-
ity or with the intention of making a gain or avoiding a loss.

Given its genesis, this is a clearly targeted, and therefore narrow, provision. Section 91 
certainly captures the making of misleading statements and impressions in relation to 
LIBOR and, now, other benchmarks.139 It remains to be seen, however, whether this is an 
appropriate measure to prevent the manipulation of LIBOR and other benchmarks in the 
future. Although significant regulatory action has been taken by the FCA, and huge fines 
have been imposed, in relation to the manipulation of LIBOR, these have not utilised this 
criminal provision in order to do so.140

https://www.fca.org.uk/markets/benchmarks/enforcement/
http://www.fca.org.uk/about/enforcement/
http://www.fca.org.uk/about/enforcement/
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 141 Financial Services Act 2012, s 92(1).
 142 Unlike the offence of insider dealing under Criminal Justice Act 1993 (s 63(2)) and the market abuse offence 
under Market Abuse Regulation, arts 14—15, this point is not covered expressly in the legislation. However, this 
has been assumed to be the case in previous versions of these offences: Aldrich v Norwich Union Life Insurance Co 
Ltd [1998] CLC 1621 (Ch D) per Rimer J. Furthermore, there is assumed to be no possibility of a breach of statu-
tory duty claim arising under these provisions. Again, the statute is silent on this point, but this was the case under 
the common law, and again in Aldrich was assumed to be the position.
 143 FSMA, ss 380, 382. For a discussion of the court’s powers under s 381 FSMA, see FCA v Da Vinci Invest Limited 
and others [2016] 1 BCLC 554. For an example of a restitution order in the context of the repealed s 397 see Finan-
cial Conduct Authority v Capital Alternatives Ltd [2018] 3 WLUK 623.
 144 FSA v Asset Land [2013] EWHC 178 (Ch) at [11]; Financial Conduct Authority v Capital Alternatives Ltd 
[2018] 3 WLUK 623 at [370].
 145 See eg FCA Mission, Our Approach to Enforcement, March 2018, 9.
 146 This is a point which has been debated, but was confirmed by the Upper Tribunal in Hannam v FCA [2014] 
UKUT 233 (TCC). For a discussion of the burden of proof required see A Haynes, ‘The Burden of Proof in Market 
Abuse Cases’ (2013) 20 Journal of Financial Crime 365.
 147 Directive 2003/6/EC. The necessary changes to FSMA were effected by Financial Services and Markets  
Act 2000 (Market Abuse) Regulations 2005 (SI 2005/381).
 148 See the Financial Services and Markets Act 2000 (Market Abuse) Regulations 2016 (SI 2016/680) and 
explanatory note. When EU law ceases to apply the provisions in the Market Abuse Regulation are set to be fully 
incorporated into domestic law: European Union (Withdrawal) Act 2018, s 3 and Market Abuse (Amendment) 
(EU Exit) Regulations 2019 (SI 310/2019).

12.2.2.2.4. Penalties and Enforcement

A person guilty of an offence under sections 89–91 is liable, on conviction on indictment, 
to seven years’ imprisonment, or a fine, or both.141 As with the insider dealing offence 
discussed above, a breach of these sections does not appear to render any contract void or 
unenforceable.142 In addition, the FCA can make use of its range of remedies for market 
abuse, such as injunctions and restitution orders.143

The courts have held that the evidential burden on the FCA in bringing prosecutions is 
the civil standard of proof, namely on the balance of probabilities.144 Nevertheless, the FCA 
still faces significant difficulties in prosecuting these offences, not least the fact that they are 
complex provisions requiring the establishment of the requisite mens rea requirements in 
each case. Despite the FCA’s stated aim of bringing more criminal prosecutions in relation 
to financial crime,145 cases under these sections remain relatively rare.

12.2.2.3.  The Regulatory Offence of Market Abuse under Articles 14–15  
of the Market Abuse Regulation

The criminal offences of insider dealing and market manipulation have proved very difficult 
to enforce. As a result, in 2000 a new offence of market abuse was introduced in section 118 
FSMA with administrative rather than criminal sanctions, and requiring a civil standard of 
proof.146 This section was subsequently amended to give effect to the 2003 Market Abuse 
Directive.147 These amendments involved some re-casting of the existing provisions rather 
than wholesale change; however, the 2014 Market Abuse Regulation introduced substantial 
changes to this area. In particular, as a result of the coming into effect of the Market Abuse 
Regulation, section 118 FSMA was deleted and this regulation is now the source of the 
administrative offence of market abuse in the UK.148
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 149 The first enforcement action brought by the FCA under the EU Market Abuse Regulation targeted an AIM 
traded company: FCA, Final Notice: Tejoori Limited, 13 December 2017.
 150 For definitions of ‘regulated market’, ‘MTF’ and ‘OTF’, see Directive 2014/65/EU of the European Parliament 
and of the Council of 15 May 2014 on markets in financial instruments and amending Directive 2002/92/EC and 
Directive 2011/61/EU (recast) (‘MiFID II’), art 4 (1)(21)–(23): Market Abuse Regulation, art 3(1).
 151 Market Abuse Regulation, art 2(1)(d).
 152 Ibid, arts 2(2)(a)(b).
 153 Ibid, recital 44, art 2(2)(c) and art 12(1)(d), and Regulation (EU) 2016/1011 of the European Parliament and 
of the Council of 8 June 2016 on indices used as benchmarks in financial instruments and financial contracts 
or to measure the performance of investment funds and amending Directives 2008/48/EC and 2014/17/EU and 
 Regulation (EU) No 596/2014. The UK had already introduced a criminal offence specifically relating to the 
manipulation of benchmarks with s 91 Financial Services Act 2012, as amended, discussed at 12.2.2.2.3.
 154 Market Abuse Regulation, arts 2(1) and 3(1)(19)–(20).
 155 Ibid, art 2(4).
 156 Ibid, art 16, and Commission Delegated Regulation (EU) 2016/957 of 9 March 2016 supplementing Regulation 
(EU) No 596/2014 of the European Parliament and of the Council with regard to regulatory technical standards for 
the appropriate arrangements, systems and procedures as well as notification templates to be used for preventing, 
detecting and reporting abusive practices or suspicious orders or transactions. There are also new provisions relat-
ing to whistleblowing: Market Abuse Regulation, art 32 and Commission Implementing Directive (EU) 2015/2392 
of 17 December 2015 on Regulation (EU) No 596/2014 of the European Parliament and of the Council as regards 
reporting to competent authorities of actual or potential infringements of that Regulation.
 157 Market Abuse Regulation, art 30.

The EU Market Abuse Regulation casts a far wider regulatory net than its predecessor. 
Under the 2003 Market Abuse Directive, only financial instruments trading on regulated 
markets were covered, whereas the Market Abuse Regulation also encompasses trading on 
MTFs, such as the AIM market,149 and trading on OTFs.150 Further, the reach of the provi-
sions was extended to capture financial instruments the price or value of which depends 
on, or has an effect on, the price or value of a financial instrument traded on a regulated 
market, MTF or OTF.151 The market manipulation provisions were expanded under the 
Market Abuse Regulation to apply to any spot commodity contract that has, or is likely 
to have, or is intended to have, an effect on the price or value of a financial instrument, 
and any type of financial instrument that has, or is likely to have, an effect on the price 
or value of a spot commodity contract whose price depends upon the relevant financial 
 instrument.152 In light of the LIBOR and EURIBOR manipulation scandals, the Market 
Abuse Regulation extends the market manipulation provisions to cover ‘behaviour in rela-
tion to benchmarks’.153 Emission allowances were brought within the scope of the market 
abuse regime.154 The geographical scope of the Market Abuse Regulation is also extremely 
wide, since the only connection that a financial instrument must have in order to engage 
the regulation is that it is traded on a European regulated market, MTF or OTF or that it 
depends on or affects the value of a financial instrument traded on a European regulated 
market, MTF or OTF.155 Neither the issuer, its counterparty nor the potential market abuser 
need have any connection with the EU.

The Market Abuse Regulation imposes new obligations regarding the prevention, detec-
tion and enforcement of market abuse. For example, market operators and investment firms 
that operate a trading venue are required to establish and maintain effective arrangements and 
procedures aimed at preventing and detecting insider dealing and market manipulation.156  
The regulation also details minimum standards in relation to the sanctions to be imposed 
for these offences.157

In contrast to these significant innovations, the key elements of the offences of insider 
dealing and market manipulation, such as the definition of ‘inside information’, were not 
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 158 See eg ibid, art 12(2). For further discussion see 12.4.
 159 Ibid, recital 41 and art 15.
 160 Ibid, art 17. See 11.3.2.
 161 These include delegated regulations regarding the content of notifications to competent authorities  
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Market Conduct changed its status and was recast as guidance and much reduced in scope. See also the FCA’s 
Financial Crime Guide for Firms; in December 2018, the FCA updated its Financial Crime Guide for firms with an 
additional chapter on market abuse: see FCA, Finalised Guidance—FG 18/5: Guidance on financial crime systems 
and controls: insider dealing and market manipulation, December 2018 and Financial Crime Guide (Insider 
 Dealing and Redesignation) Instrument 2018.
 165 Market Abuse Regulation, art 9.
 166 Ibid, art 13, and Commission Delegated Regulation (EU) 2016/908 of 26 February 2016 supplementing 
Regulation (EU) No 596/2014 of the European Parliament and of the Council laying down regulatory technical 
standards on the criteria, the procedure and the requirements for establishing an accepted market practice and 
the requirements for maintaining it, terminating it or modifying the conditions for its acceptance.

changed significantly by the regulation. These issues are considered in more detail below. 
There were, however, important extensions to the scope and enforcement of these offences. 
For example, the Market Abuse Regulation introduced provisions dealing the use of algo-
rithmic and high frequency trading,158 and some new offences, such as that of attempted 
market manipulation.159 The regulation also introduced changes regarding the disclosure 
of inside information.160

Further guidance on the content of the market abuse regime is provided by the 
EU in a series of delegated161 and implementing regulations,162 as well as by an imple-
menting directive163 and by the FCA in its Code of Market Conduct.164 In particular, 
Commission Delegated Regulation (EU) 2016/52 lists indicators of manipulative behaviour.  
The Market Abuse Regulation also lists instances of legitimate behaviour165 and accepted 
market  practices166 to which the prohibition of market abuse does not apply.

12.2.2.3.1. Insider Dealing

Article 14 of the Market Abuse Regulation provides the starting point for the offence of 
insider dealing: ‘A person shall not: (a) engage or attempt to engage in insider dealing; 
(b)  recommend that another person engage in insider dealing or induce another person 
to engage in insider dealing; or (c) unlawfully disclose inside information.’ This article sets 
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 167 Market Abuse Regulation, art 8(1). Note that the Market Abuse Regulation extends the definition of insider 
dealing beyond that which existed under the repealed s 118 FSMA by also prohibiting the use of information for 
cancelling or amending an order concerning a financial instrument where the order was placed before the person 
possessed inside information: art 8(1). Article 8(1) also deals with the use of inside information in relation to emis-
sion allowances.
 168 [2009] EUECJ C-45/08 (23 December 2009).
 169 The decision in Spector Photo does not have any effect on the criminal law offence of insider dealing in the 
Criminal Justice Act 1993 (which does clearly require a mens rea element, as described at 12.2.2.1.3–12.2.2.1.5), 
since that Act does not implement the EU market abuse provisions.
 170 For an example of the UK regulator applying the approach in Spector Photo in practice see FSA, Decision 
Notice in relation to David Einhorn, 12 January 2012.
 171 A regulator is still able to find there to have been an infringement of art 14 if it established that there was an 
illegitimate reason for the trades, transaction or behaviours otherwise described in art 9: art 9(6).

out the bare bones of the offence, but the substance of what constitutes ‘insider dealing’ is 
contained in articles 7–11.

12.2.2.3.1(a) Engaging or Attempting to Engage in Insider Dealing

Article  8(1) provides the meaning of ‘insider dealing’ for the purposes of the offence of 
engaging or attempting to engage in insider dealing as set out in article 14(a). It provides 
that ‘insider dealing arises where a person possesses inside information and uses that 
information by acquiring or disposing of, for its own account or for the account of a third 
party, directly or indirectly, financial instruments to which that information relates’.167 
Examples of behaviour falling within this offence include an employee of a company which 
is in discussions about a potential takeover acquiring shares in the target company ahead 
of an announcement to the market, or an adviser to a company who is made aware that 
the company is due to lose a key contract who then disposes of securities they hold in  
that company ahead of disclosure of the lost contract to the market. It is notable that other 
than a small number of persons falling into nominated categories, article 8(1) creates a strict 
liability regime for dealing by those in possession of inside information.

Proof of intention is not required under this article, which adopts an effects-based 
approach, although an element of causality is required since the insider must ‘use’ the 
information when dealing. It was made clear in Spector Photo Group NV168 that the mere 
fact that a person with inside information acquired or disposed of financial instruments 
to which that information relates was enough—it was not necessary to establish that the 
person intended to use the inside information as the basis of the trades. The Court thereby 
created a presumption of intention to use the inside information where a person trades 
while in possession of that information (a presumption which the defendant could then  
seek to rebut).169 This decision of the ECJ (now the CJEU) dealt with the definition of 
insider dealing for the purposes of article 2 of the 2003 Market Abuse Directive. However, it 
still appears relevant for the purposes of article 8(1) of the Market Abuse Regulation, which 
essentially reproduces the wording from the 2003 Market Abuse Directive. Even though the 
presumption does not explicitly appear in the text of article 8, recital 24 to Market Abuse 
Regulation reasserts this rebuttable presumption. This potentially simplifies the task for the 
regulator in establishing a breach of article 8.170

Article  9 sets out a number of circumstances of ‘legitimate behaviour’ where it shall 
not be deemed, solely based on those circumstances, that insider dealing has occurred.171 
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 172 Market Abuse Regulation, art 9(2)(a).
 173 Ibid, art 9(4).
 174 While the offences in arts 14(a) and 14(c) cover similar ground to the provisions within the repealed s 118 
FSMA (specifically s 118(2) and (3), albeit that the offences within art 14 are of wider scope), the offence in  
art 14(b) has no direct analogue in repealed s 118.
 175 This is akin to Criminal Justice Act 1993, s 52(2)(b) and the repealed s 118(3) FSMA. The factors that will 
be taken into account by the FCA when determining whether disclosure of inside information was legitimate are 
found in Code of Market Conduct, MAR 1.4.5.
 176 See eg FCA Handbook, Code of Market Conduct, MAR 1.4.2. See also Hannam v FCA [2014] UKUT 233 
(TCC) and FCA, Final Notice, Ian Charles Hannam, 17 July 2014 in which it was held that it would never be in the 
proper course of a person’s employment for him to disclose inside information to a third party where he knows that 
his employer and client would not consent to the public disclosure of that information.

These include where the person in possession of inside information is a market maker acting 
legitimately in the normal course of the exercise of such function;172 and where a person 
has obtained inside information during the course of a takeover and uses that information 
solely to proceed with that takeover provided that at the point of offer acceptance, any inside 
information has been made public or otherwise ceased to be inside information.173

12.2.2.3.1(b) Recommending or Inducing Another to Engage in Insider Dealing

Article 8(2) provides that the offence of recommending or inducing another to engage in 
insider dealing set out in article 14(b) occurs where a person possesses inside information 
and

(a) recommends, on the basis of the information, that another person acquire or dispose of 
financial instruments to which the information relates, or induces that person to make such an 
acquisition or disposal, or (b) recommends, on the basis of that information, that another person 
cancel or amend an order concerning a financial instrument to which the information relates, or 
induces that person to make such a cancellation or amendment.174

Article 8(3) further provides that the use of recommendations or inducements as set out in 
article 8(2) will only amount to insider dealing where the person using the recommendation 
or inducement knows or ought to know that it is based on inside information.

12.2.2.3.1(c) Unlawfully Disclosing Inside Information

Article 10 provides further details of the offence of unlawfully disclosing inside information 
for the purposes of the offence in article 14(c). It provides that the ‘unlawful disclosure of 
inside information arises where a person possesses inside information and discloses that 
information to any other person, except where the disclosure is made in the normal exercise 
of an employment, a profession or duties’.175 Disclosure of information can still constitute 
unlawful disclosure of inside information if the information contains inaccuracies or is 
already known by the person to whom it is disclosed, if the disclosure was an honest error, if 
it was pursuant to a mandate with the company’s corporate advisors, or if the disclosure did 
not result in any dealing or in any financial gain or avoidance of loss. The sorts of behaviour 
that this provision seeks to capture is where a director of a company discloses inside infor-
mation to someone else in a social context, and directors or senior managers who selectively 
brief analysts.176
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 177 MAR, art 11(5). Note, however, that if a disclosing market participant does not comply with those articles 
when conducting a market sounding (and therefore is unable to utilise the exemption in art 11(4)), that does not, 
of itself mean that there was an unlawful disclosure of inside information—this depends on the circumstances of 
each case: recital 35.
 178 FSA, Decision Notice, David Einhorn, 12 January 2012. For discussion see J Birch, ‘Mosaic Theory and Insider 
Trading’ [2013] Journal of International Banking and Financial Law 173.
 179 For a discussion of the commercial drivers behind wall crossing see P Bevan and K Gibson, ‘Wall-Crossing 
post Einhorn’ [2012] Journal of International Banking and Financial Law 367.

Pursuant to article 11(4), disclosure of inside information made in the course of a market 
sounding is deemed to be made, for the purposes of article 10(1), in the normal exercise of 
a person’s employment, profession or duties if the disclosing market participant complies 
with articles 11(3) and (5). In order for a disclosure to qualify as a market sounding, the 
discloser must obtain the prior consent of the disclosee and warn them that the information 
must remain confidential and must not be used to inform a decision to acquire or dispose 
of a financial instrument to which it relates. The consent and evidence of the warnings must 
be recorded and submitted to the competent authority upon request.177

Article 11(4) is directed, to some extent, towards the kind of difficulties raised by the 
Einhorn decision.178 Einhorn was owner and sole portfolio manager of Greenlight Capital 
Inc, which held a 13 per cent stake in Punch Taverns plc. Punch was considering an equity 
fundraising and contacted a number of shareholders and potential investors (includ-
ing Greenlight and Einhorn) to gauge interest prior to an announcement. Greenlight and 
Einhorn specifically asked not to be ‘wall-crossed’ (which involves being made an insider, 
subject to a non-disclosure agreement). During the conversation inside information 
was disclosed, namely details of a possible equity fundraising, and immediately after the 
conversation Einhorn directed Greenlight to sell its stake in Punch, whereupon Greenlight 
reduced its stake to around 9 per cent. When Punch announced its rights issue six days 
after these conversations, its share price fell by almost 30 per cent and Greenlight’s actions 
in selling its shares in advance of the announcement meant that it avoided a loss of approxi-
mately £5.8 million. Einhorn claimed he had good reason to believe that his behaviour did 
not fall within the market abuse regime, on the basis that, because he had asked not to be 
wall-crossed, he was entitled to assume that the information he received was not inside 
information. The regulator rejected this argument, stating that Einhorn should have been 
aware of the risk that the information was inside information and should have considered 
whether it fell into that category before acting. The regulator took account of the fact that 
Einhorn did not take legal advice before this dealing, even though that option was readily 
available. Despite the fact that the behaviour was not deliberate or reckless, nevertheless 
the regulator imposed a substantial financial penalty (£3,638,000) as a deterrent to other 
high-profile traders.179 Article 11 deals with this to some extent. However, the regulation 
makes clear that the disclosee must come to their own decision as to whether information 
disclosed is inside information. This suggests that agreeing to receive information on a ‘non-
wall-crossed basis’ will be insufficient to protect against the improper disclosure rules.

Finally, article 10(2) confirms that the onward disclosure of recommendations or induce-
ments referred to in article 8(2) will amount to unlawful disclosure of inside information 
where the person disclosing the recommendation or inducement knows or ought to know 
that it is based on inside information.
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 180 Criminal Justice Act 1993, s 57, although the reference to criminal activities is different. See 12.2.2.1.1. It is also 
very similar to the definition in the repealed s 118B(a)–(d) FSMA; FSMA.
 181 SEC v Dorozhko, 574 F.3d 42 (2d Cir 2009). There is no breach of fiduciary duty where a computer hacker steals 
from a home computer the name and password that an employee (X) uses in connection with his employment at a 
company and then, using X’s identity, he hacks into the company’s computer system, obtains earnings information 
about the company in advance of its release, and then trades on the basis of this information and realises a substan-
tial profit. This fact situation therefore appears to fall outside the ambit of insider dealing provisions in the US. 
The US court explained that the outcome of a hacking case such as this depends on whether the computer system 
was hacked into using ‘deceitful’ behaviour, such as the use of a fake identity, which would lead to insider trading 
liability, or whether no deceit was used (so that, for example, the hacker exploited a weakness in the electronic code 
in order to access to the information), in which case no insider liability could attach. This technicality highlights 
some of the difficulties with the US relationship-based approach discussed at 12.2.1.1.1.
 182 See 12.2.2.1.2(c).
 183 Market Abuse Regulation, art 9(2)(a). See also Code of Market Conduct, MAR 1.3.7.

12.2.2.3.1(d) The Meaning of ‘Insiders’

Insiders are defined under article 8(4) of the Market Abuse Regulation as those who have 
access to inside information as a result of

(a) being a member of the administrative, management or supervisory bodies of the issuer …; 
(b) having a holding in the capital of the issuer …; (c) having access to the information through 
the exercise of an employment, profession or duties; or (d) being involved in criminal activities.

This is very similar to the definition utilised by the 2003 Market Abuse Directive and is 
 analogous to the definition of ‘insider’ found in the Criminal Justice Act 1993.180 It is 
therefore a relatively well settled definition. The inclusion of the idea that an insider can be 
someone that obtains the information through criminal activities solves a problem that the 
US courts have struggled with where a computer hacker obtains the information through 
criminal means.181

The definition does contain some difficulties, however. For instance, it is unclear how 
large the holding in article 8(4)(b) needs to be before the prohibition attaches. The article 
simply refers states that the holding must be such that ‘as a result’ of that holding the person 
in question possesses inside information. It seems likely that this provision is aimed not at 
small shareholders but at large shareholders, and specifically large institutional shareholders 
who acquire information due to their influential position. There are also some uncertain-
ties about the precise boundaries of those who hold information ‘through the exercise 
of an employment, profession or duties’ in article 8(4)(c). Does it include those who are 
unconnected with the company but who acquire the information due to the nature of their 
occupation, such as stock exchange employees? The market orientation of the Market Abuse 
Regulation would support such persons falling within the ambit of article 8(4). What about 
where the information is not acquired as a result of the employment or profession and is 
acquired by chance, albeit in the course of that occupation? The position here is less clear 
but arguably such a person could be included. The article 8(4) definition also raises the same 
issue, discussed above, about whether analysts and other information traders and market 
intermediaries should be regarded as insiders.182 There are good policy reasons why they 
should not necessarily be treated as insiders and the Market Abuse Regulation seems to 
recognise this, stating that market makers will not be liable for insider dealing in some 
circumstances even where they do possess inside information.183
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 184 Ibid, art 8(4). This is almost identical to the repealed s 118B(e) FSMA.
 185 FSA, Final Notice, Brian Valentine Taylor, 16 October 2008. For more recent examples see FCA, Final Notice, 
Gavin Duncan Paul Breeze, 15 July 2016; FCA, Final Notice, Mark Samuel Taylor, 5 May 2016.
 186 The FSA found that Mr Taylor’s behaviour merited the imposition of a total penalty of £24,462.50 (being a 
penalty of £20,000 plus disgorgement of Mr Taylor’s profit) but because of his financial circumstances this was 
reduced to £4,642.50.

The definition of insiders for the purposes of article 8(4) extends beyond these four 
categories, however, since under that article an insider is also someone who possesses inside 
information under circumstances other than those referred to above where that person 
‘knows, or ought to know, that it is inside information’.184 Thus, an insider is any person with 
inside information, however obtained, but with the qualification that the holder ought to 
know this fact. An example of the sort of behaviour that falls within this latter provision can 
be found in the Final Notice issued by the FSA to Brian Taylor in 2008, before the coming 
into force of the Market Abuse Regulation, but relating to the almost identical wording of 
the now repealed section 118B(e) FSMA.185 In May 2007, Mr Taylor was a private retail 
investor. One of the stocks that he regularly dealt in was Amerisur Resources  plc. The 
company’s shares were admitted to trading on AIM. Blue Oar Securities plc (Blue Oar) acted 
as broker for Amerisur in a share placing which took place on 24 May 2007. On 23 May 
2007, Blue Oar contacted a number of existing Amerisur shareholders, including Mr Taylor, 
to invite them to participate in the placing. Blue Oar spoke to Mr Taylor at 9.35am and made 
Mr Taylor an insider in relation to the placing of Amerisur shares to be announced to the 
market on 24 May 2007. In the course of this conversation, Blue Oar advised Mr Taylor that 
the placing price was 6 pence, that the placing would be announced the next day and that 
Mr Taylor was not permitted to speak to anyone about the placing until it was announced 
to the market on 24 May 2007.

Following the receipt of this inside information, Mr Taylor sold 150,000 Amerisur shares 
at 9.095 pence at 9.46am on 23 May 2007. Mr Taylor then purchased 500,000 shares in the 
placing at 6 pence. Following the announcement of the placing on 24 May 2007 the price of 
Amerisur’s shares fell to 7.5 pence. By his actions, Mr Taylor realised a profit of £4,642.50. 
The FSA found that Mr Taylor held this information ‘by other means’, because he had been 
telephoned by Blue Oar and asked whether he wanted to take part in the placing, and as a 
result of that conversation he could be expected to know that the information he received 
was inside information. He was therefore an insider for these purposes. The FSA found 
Mr Taylor liable for market abuse (at that time section 118(2) FSMA) and imposed a penalty 
on him designed to strip away the whole of his profit.186

12.2.2.3.1(e) The Meaning of ‘Inside Information’

In a regime such as that in the Market Abuse Regulation which has moved away from a view 
of insider dealing as rooted in the fiduciary relationship towards one based on a market 
approach, the definition of inside information is key. As discussed above, an insider is 
defined (almost) as anyone in possession of inside information. If the definition of inside 
information is too lax, the market will be impaired, but if it is too strict, this will impede 
legitimate information gathering and may also have a negative impact on market efficiency.

The definition of inside information for the purposes of the Market Abuse Regulation is 
set out in article 7, which made very few changes to the definition used in the 2003 Market 
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 187 Market Abuse Regulation, art 7. The wording is very similar to that in the now revoked s 118C FSMA.
 188 Ibid, art 7(1)(a). This is similar to the repealed s 118C(2) FSMA. Note, however, that this article does include 
some changes and additions to deal with specialist circumstances, such as insider dealing regarding emission 
allowances in art 7(1)(c)). An early draft of the Market Abuse Regulation (published on 20 October 2011) had 
included an additional category of inside information relating to relevant information not generally available to the 
public (RINGA). This change was proposed on the basis that information can be abused before an issuer is under 
an obligation to disclose it. The inclusion of this category was criticised, and RINGA does not appear in the final 
version of the regulation.
 189 Ibid, art 7(2), which is in very similar terms to the repealed s 118C(5) FSMA.
 190 Ibid, arts 7(2) and 7(3).
 191 Case C-19/11 Markus Geltl v Daimler AG [2012] 3 CMLR 32.
 192 See J Lau Hansen, ‘The Hammer and the Saw: A Short Critique of the Recent Compromise Proposal for 
a Market Abuse Regulation’ (2012) at ssrn.com/abstract=2193871; J Lau Hansen and D Moalem, ‘The MAD 
Disclosure Regime and the Twofold Notion of Inside Information: The Available Solution’ (2009) CMLJ 323; 
M Ventoruzzo, ‘Comparing Insider Trading in the United States and in the European Union: History and Recent 
Developments’ (2014) 11(4) ECFR 554.
 193 See discussion in 11.3.2.1.

Abuse Directive.187 Under article 7(1), inside information comprises ‘information of a 
precise nature’ which ‘has not been made public’, which relates ‘directly or indirectly, to one 
or more issuers or to one or more financial instruments’, and which ‘if it were made public, 
would be likely to have a significant effect on the prices of those financial instruments or on 
the price of related derivative financial instruments’.188 In relation to the concept of ‘precise 
information’, article 7(2) provides, further, that information is ‘precise’ for these purposes if 
it indicates

a set of circumstances which exists or may reasonably be expected to come into existence, or 
an event which has occurred or which may reasonably be expected to occur, where it is specific 
enough to enable a conclusion to be drawn as to the possible effect of that set of circumstances or 
event on the prices of the financial instruments or the related derivative financial instruments.189

Under article 7(3) of the Market Abuse Regulation, an ‘intermediate step’ in a ‘protracted 
process’ that is intended to bring about a ‘particular event’ may also give rise to information 
that is sufficiently precise to be inside information.190 This represents a codification of the 
judgment in Markus Geltl v Daimler AG.191

The definition of inside information is the same for the purpose of market abuse as for 
the disclosure obligations discussed in 11.3.2.1. However, the approach of putting insider 
dealing prohibitions and inside information disclosure obligations into one package creates 
potential difficulties.192 While both the prohibition and the disclosure obligation seek to 
enhance market efficiency, they operate in different ways. Inside information disclosure 
seeks to ensure market efficiency via information regulation, while the prohibition is a 
form of conduct regulation, seeking to enhance market efficiency by prohibiting certain 
abusive behaviour. The latter form of regulation would suggest that as broad a concept of 
inside information as possible should be adopted, since this will maximise the amount of 
publicly available information and reduce the amount of inside information to the greatest 
extent possible, thereby minimising the abusive behaviour which undermines market effi-
ciency. However, there can be potential damage to market efficiency where an overly wide 
disclosure obligation is adopted which prevents issuers being able to protect highly sensitive 
disclosures and which could lead to torrents of potentially unreliable disclosures operating 
to feed market volatility.193

http://ssrn.com/abstract=2193871
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 194 This was the approach adopted by the Commission in its 2011 proposal, for example: COM (2011) 651,  
art 12(3). See also ESME, The Market Abuse EU Legal framework and its Implementation by Member States: 
A First Evaluation in July 2007, 6.
 195 Case C-19/11 Markus Geltl v Daimler AG [2012] 3 CMLR 32, paras 33–36.
 196 See 11.3.2.1. For discussion see J Payne, ‘Disclosure of Inside Information’ in R Veil and V Tountopoulos (eds), 
The Transparency of Stock Corporations in Europe (Oxford, Hart Publishing, 2019).
 197 Hannam v FCA [2014] UKUT 233 (TCC). It was accepted that if the information had been wholly inaccurate 
it could not have been inside information.
 198 Case C-19/11 Markus Geltl v Daimler AG [2012] 3 CMLR 32.
 199 This issue of information disclosure needs to be understood in the context of the discussion at 11.3.2.1 regard-
ing the requirement that companies disclose inside information ‘as soon as possible’. For discussion see J Payne, 
‘Disclosure of Inside Information’ (2018) in R Veil and V Tountopoulos (eds), The Transparency of Stock Corpora-
tions in Europe (Oxford, Hart Publishing, 2019).

When the Market Abuse Regulation was negotiated, there was pressure to adopt differ-
ent definitions of inside information for the two different functions, in order to address 
these concerns,194 although this suggestion was ultimately unsuccessful. It had been 
hoped that the decision of the CJEU in Geltl might provide some much-needed clarity 
to this area, but it did not do so. The Court in Geltl did not address the dual nature of  
inside information within the EU market abuse regime and indeed the expansive view  
of inside information adopted by the CJEU in that decision (the idea that an intermediate 
step could constitute a set of circumstances or an event and so could be ‘precise’ for the 
purposes of the general definition of inside information195) potentially exacerbates the prob-
lems inherent in the dual function of inside information within the market abuse regime.196

Information Needs To Be of a Precise Nature The requirement that inside information 
be ‘precise’ is intended to avoid mere speculation and rumour being treated as inside 
information. Determining what counts as ‘precise’ is not always straightforward, however. 
In articles 7(2) and 7(3) the Market Abuse Regulation sets out a rather unwieldy formula for 
this issue. A number of difficult issues remain.

In Hannam v FCA, a decision based on the now revoked section 118C FSMA (which was 
in substantially the same terms as article 7(2)), the question was raised regarding the extent 
to which information must be accurate in order to be sufficiently precise. Sensibly, the 
Tribunal concluded that information that is not wholly accurate may, nonetheless, convey 
a message to the recipient, which may give the recipient an advantage over other market 
participants and is therefore capable of amounting to inside information notwithstanding 
its inaccuracy.197 It is to be hoped that a similar approach will be followed in relation to the 
provisions in article 7.

Second, the information can include not only current and past events, but also future 
events, specifically events which might reasonably be expected, when viewed objectively, to 
occur. The test of those future events is that set out in Geltl v Daimler AG,198 namely whether 
there was any realistic prospect that those events would occur. This contrasts with the ‘more 
likely than not’ test which some companies sought to apply prior to Geltl for determining 
whether there is inside information which may have to be disclosed. The approach in Geltl 
potentially expands the scope of uncertain future events that could amount to inside infor-
mation.199 Exactly how this will operate in practice needs to be clarified.

A third issue that has arisen is whether the scope of the concept of ‘inside information’ 
needs to be specific enough to enable a conclusion to be drawn about whether the effect 
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 200 Case C-628/13 Jean-Bernard Lafonta v Autorité des Marchés Financiers [2015] Lloyd’s Rep FC 113.
 201 Market Abuse Regulation, art 7(1).
 202 Market Abuse Regulation, recital 14, which reflects the decision of the Court of Justice in Case C-45/08 Spector 
Photo Group NV, Chris Van Raemdonck v Commissie voor het Bank, Financie-en Assurantiewezen (CBFA).
 203 [2014] UKUT 233 (TCC), para 102, cf David Massey v FSA [2011] UKUT 49 (TCC).

of the public disclosure of the information would result in the price going up or down. In 
Hannam v FCA, which considered similar language in the now repealed section 118 FSMA, 
it was held that it was necessary for the information to indicate the direction of movement 
but not the extent to which the price might be affected. Subsequently, however, the CJEU has 
cast doubt on this view and, in Jean-Bernard Lafonta v Autorité des Marchés Financiers,200 
it noted that the definition of inside information ‘does not require that the information 
make it possible to determine the direction of change in the prices of the financial instru-
ments concerned’ otherwise, ‘it would follow that the holder of that information could use 
an uncertainty in that regard as a pretext for refraining from making certain information 
public and thus profit from that information to the detriment of the other actors on the 
market’. As a result, it appears that the scope of ‘inside information’ is not restricted to the 
information that indicates the direction of movement to which the price might be affected.

Information Which Has Not Been Made Public The Market Abuse Regulation does not 
specify the extent to which information must be disseminated before it is no longer regarded 
as ‘inside information’. Neither does article 7 specify a particular period of time that must 
elapse before information ceases to be inside information. A broad concept of ‘not been 
made public’ would seem to align most closely with the aims of the market abuse provisions, 
and it might be expected that the information would have to be available for a sufficient time 
that investors would have an opportunity to access it and react to it.

Information Likely To Have a Significant Effect on Price Article 7(4) of the Market Abuse 
Regulation provides additional assistance in determining the meaning of ‘information 
which, if made public, would be likely to have a significant effect’ on the prices of 
securities.201 Specifically, it provides that it means ‘information a reasonable investor 
would be likely to use as part of the basis of his or her investment decisions’. Recital 14 
makes it clear that the assessment of whether a reasonable investor would take particular  
information into account must be on the basis of information available ex ante. The 
assessment must take account of the content of the information and its context, for 
example, the reliability of the source of the information.202 Accordingly, it is not necessary 
to demonstrate that the disclosure actually had a significant effect on price. When this issue 
was considered by the Upper Tribunal in Hannam, in relation to similar wording in the 
repealed section 118C(6) FSMA, the Tribunal held that the reasonable investor test must be 
applied in the context of the price test. In particular, the Tribunal stated that

the reasonable investor is an investor who would take into account information which would be 
likely to have a significant effect on price. Conversely, he is an investor who would not take into 
account information which would have no effect on price at all.203

12.2.2.3.2. Market Manipulation

Article 15 of the Market Abuse Regulation provides the starting point for the offence of 
market manipulation, stating simply that ‘[a] person shall not engage or attempt to engage 
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 204 While the wording in the Market Abuse Regulation appears to follow closely some aspects of now the repealed 
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Abuse Regulation is in fact somewhat broader than s 118 in a number of respects. For example, the Market Abuse 
Regulation contains an offence of attempting to engage in market manipulation which did not exist in s 118: art 15. 
See the discussion at 12.2.2.2.
 205 Market Abuse Regulation, art 12(1).
 206 Ibid, art 12(2). This includes, for example, conduct to secure a dominant position over supply of or demand for 
a financial instrument which has or is likely to have the effect of fixing, directly or indirectly, purchase or sale prices 
or creates, or is likely to create, other unfair trading conditions (art 12(2)(a)); buying or selling financial instru-
ments, at market opening or closing, where that has or is likely to have the effect of misleading investors acting on 
the basis of prices displayed (art 12(2)(b)); and voicing an opinion about a financial instrument (via traditional or 
electronic media) while having previously taken positions on that instrument and then profiting from the impact 
of the opinion voiced on the price of the instrument without having simultaneously disclosed that conflict of inter-
est to the public in a proper and effective way (art 12(2)(d)).
 207 See also Market Abuse Regulation, annex 1 and Commission Delegated Regulation (EU) 2016/522 of  
17 December 2015 supplementing Regulation (EU) No 596/2014 of the European Parliament and of the Council as 
regards an exemption for certain third countries public bodies and central banks, the indicators of market manipu-
lation, the disclosure thresholds, the competent authority for notifications of delays, the permission for trading 
during closed periods and types of notifiable managers’ transactions, following ESMA, Final Report: ESMA’s Tech-
nical Advice on Possible Delegated Acts concerning the Market Abuse Regulation, 3 February 2015, ESMA/2015/224.
 208 Market Abuse Regulation, art 5 (which also creates a buy-back exemption), and see ESMA Consultation Paper, 
ESMA/2014/809.
 209 For example, art 12(2)(c) of the Market Abuse Regulation reflects a recent regulatory concern with the use 
of market abuse in the context of automated trading environments, dark pools, algorithmic trading and high 
frequency trading (HFT): the first HFT enforcement action by the FCA, in July 2013, involved an action against 
Michael Coscia, who used high-speed algorithms to manipulate commodities markets in contravention of 
section 118(5) FSMA (see FCA, Final Notice, Michael Coscia, 3 July 2013); more recently, the FCA also brought 
an action against a manual trader who was accused of breaching the same section by actually taking advantage of 
automated traders (see FCA, Final Notice, Paul Alex Walter, 22 November 2017). For discussion see D Connell, 
‘Are You Afraid of the Dark? High Frequency Trading and the Duties of Dark Pool Operators’ [2014] Journal of 
International Banking and Financial Law 632; M Aitken and D Cumming, ‘High Frequency Trading and End-
of-Day Price Dislocation’ (2015) 59 Journal of Banking and Finance 330. This is also a topic of interest in the US:  
G Shorter and RS Miller, ‘Dark Pools in Equity Trading: Policy Concerns and Recent Developments’ (2014), www.
fas.org/sgp/crs/misc/R43739.pdf. Concerns about HFT, in particular, led to this behaviour being specifically dealt 
with in Market Abuse Regulation, art 12(2)(c), which specifies the behaviours concerning algorithmic and HFT 
strategies that will amount to market manipulation. For further discussion of HFT see 12.4.

in market manipulation’.204 The substance of what constitutes ‘market manipulation’ is 
contained in articles 12–13. In particular, article 12 lists the activities that comprise market 
manipulation,205 as well as a non-exhaustive list of behaviours that are to be considered as 
manipulative,206 going into far greater detail in providing examples of market manipulation 
than the Market Abuse Directive 2003.207 Some forms of behaviour that would otherwise 
constitute market manipulation are expressly removed from the ambit of the provisions as 
a result of the regulatory provisions. The most obvious example is that of the price stabi-
lisation rules.208 In other respects the Market Abuse Regulation extends the pre-existing 
regulatory perimeter to capture, inter alia, derivatives, algorithmic trading and benchmark 
manipulation;209 as well as extending the reach of the market abuse provisions to MTFs and 
OTFs.

Article 12(1)(a)–(d) sets out a number of different forms that market manipulation can 
take. Article 12(1)(a) encompasses, inter alia, entering into a transaction, placing an order 
to trade or any other behaviour which gives, or is likely to give, false or misleading signals  
as to the supply of, demand for, or price of, a financial instrument, or which secures or is likely 
to secure the price of a financial instrument at an abnormal or artificial level. Article 12(1)(b)  
encompasses entering into a transaction, placing an order to trade or any other behaviour 
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 210 This provision covers similar ground to the now repealed s 118(6) FSMA.
 211 Market Abuse Regulation, art 12(1)(a)(i) and (ii). For accepted market practices see art 13 and Commission 
Delegated Regulation (EU) 2016/908 of 26 February 2016 supplementing Regulation (EU) No 596/2014 of the 
European Parliament and of the Council laying down regulatory technical standards on the criteria, the procedure 
and the requirements for establishing an accepted market practice and the requirements for maintaining it, termi-
nating it or modifying the conditions for its acceptance.
 212 ESMA is required to publish on its website a list of accepted market practices and the Member States in which 
they are applicable: Market Abuse Regulation, art 13(9). As at the date of writing, the FCA has not established any 
accepted market practices.
 213 See 12.2.2.2.2.
 214 Financial Services Act 2012, s 90(2), discussed at 12.2.2.2.2.
 215 Market Abuse Regulation, art 31(1), FSMA, s 123, FCA Handbook, DEPP 6.
 216 See Market Abuse Regulation, art 2(4).
 217 For an example of this type of behaviour (which fell within the now repealed s 118(5) FSMA), see Canada Inc 
v FCA [2013] EWCA Civ 1662 and FCA, Final Notice, Canada Inc formerly carrying on business as Swift Trade 
Inc, 24 January 2014. In this case, Canada Inc (at the time known as Swift Trade) engaged in a form of manipulative 
trading activity known as ‘layering’ and which the FCA described as involving ‘entering relatively large orders on 
one side of the [order book], which has the effect of moving the share price as the market adjusts to the fact that 
there has been an apparent shift in the balance of supply and demand’, followed by ‘a trade on the opposite side of 
the order book which takes advantage of, and profits from, the share price movement’, which is followed then by a 
‘rapid deletion of the large orders which had been entered in order to cause the movement in price’ and, finally, by 
a ‘repetition of this behaviour in reverse on the other side of the order book’ (see FCA, Decision Notice, Canada 
Inc formerly carrying on business as Swift Trade Inc, 6 May 2011). Other examples of cases where ‘layering’ took 
place include those described in the actions brought against Michael Coscia and Da Vinci Invest Ltd, Mineworld 
Ltd, Szabolcs Banya, Gyorgy Szabolcs Brad and Tamas Pornye (see FCA v Da Vinci Invest Limited and others [2016] 
1 BCLC 554).

which affects or is likely to affect the price of a financial instrument or instruments unless 
the person doing so establishes that the transaction, order or behaviour has been carried 
out for legitimate reasons and conforms with an accepted market practice.210 In each case 
there is a defence if the person can establish that the transaction, order or behaviour has 
been carried out for legitimate reasons and conforms with an accepted market practice.211 
A national competent authority can establish an ‘accepted market practice’ in accordance 
with article 13 (which sets out a list of criteria which must be taken into account).212

The forms of market manipulation set out in articles 12(1)(a) and 12(1)(b) are similar to 
the behaviour caught by section 90 of the Financial Services Act 2012, that is, conduct which 
creates a misleading impression as to the market in or price of any relevant  investments.213 
However, section 90 requires a mens rea element. It must be demonstrated that the defend-
ant acted for the purpose of creating that impression and of thereby inducing another person 
to deal in the investments in some way.214 No such element attaches to these provisions in 
article 12, although the FCA can take account of the mental state of the relevant person 
when deciding whether to impose a penalty and, if so, what the size of penalty ought to 
be.215 These provisions in article 12 therefore move away from an intention-based concep-
tion of market manipulation towards one that is effects-based. One other point to note is 
that although section 90 of the 2012 Act is silent as to whether conduct for these purposes 
can include inactivity, the Market Abuse Regulation is clear that its provisions apply to both 
‘actions and omissions’.216

Examples of the kind of behaviour that might fall within these articles include situations 
where a person simultaneously buys and sells the same financial instrument, to give the 
appearance of a legitimate transfer of title or risk, or both, at a price outside the normal trad-
ing range for the financial instrument.217 It may be that the price of the financial instrument 
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 218 Market Abuse Regulation, art 12(1)(a)(ii) and Code of Market Conduct, MAR 1.6.15.
 219 This covers similar ground to the now repealed s 118(7) FSMA.
 220 See 12.2.2.2.1.
 221 Financial Services Act 2012, s 89(1), discussed at 12.2.2.2.1.
 222 The provisions in Market Abuse Regulation, art 31(1), and FCA Handbook, DEPP 6 are also relevant.
 223 For a discussion of s 89 Financial Services Act 2012 see 12.2.2.2.1.
 224 FSA, Final Notice, The Shell Transport and Trading Company, Royal Dutch Petroleum Company NV,  
13 August 2004. For a more recent example, see FCA, Final Notice, Niall Stephen Patrick O’Kelly, 7 April 2017 and 
FCA, Final Notice, Lukhvir Thind, 7 April 2017, whereby two chartered accountants working for a financial spread-
betting company—WSG—deliberately disseminated information that gave a false and misleading impression of 
the company’s financial position, knowing that such information was false and with the purpose of misleading the 
market. For another example, see FCA, Final Notice, Tesco plc and Tesco Stores Limited, 28 March 2017.
 225 See 12.2.2.2.3.

is relevant to the calculation of the settlement value of an option, and the trader holds a 
position in the option. The trader’s purpose in trading with themselves in this way is there-
fore to position the price of the financial instrument at a false, misleading, abnormal or 
artificial level, making them a profit or avoiding a loss from the option.218

Article 12(1)(c) relates to the dissemination of information through the media (includ-
ing the internet) or by any other means which gives or is likely to give, false or misleading 
signals as to the supply of, demand for, or price of, a financial instrument.219 This is simi-
lar to the offence of market manipulation found in section 89 of the Financial Services 
Act 2012.220 Under section 89 of the 2012 Act, the person must know or be reckless as to 
the fact that the statement is misleading, or, in the context of concealment, that the conceal-
ment is dishonest.221 By contrast, under article 12(1)(c) liability can arise if the person 
‘knew or ought to have known’ that the information was false or misleading. In other words,  
article 12(1)(c) creates a negligence standard.222 Also, in contrast to section 89, there is no 
need for the maker of the statement to have intended or induced someone else to rely on 
the statement.223

A common form of this type of market manipulation involves a trader taking a long 
position on an investment and then disseminating misleading positive information about 
the investment to increase the price, or taking a short position and disseminating mislead-
ing negative information in order to decrease the price. A good example of this form of 
market manipulation is provided by the FSA’s prosecution of the Shell group of compa-
nies in 2004.224 Shell was found to have made false or misleading statements in relation to 
its hydrocarbon reserves and reserves replacement ratios between 1998 and 2003, despite 
indications from 2000 to 2003 that its proved reserves as announced to the market were 
false or misleading. Shell did not correct its disclosures until 2004, when it announced 
the recategorisation of 4,470 million barrels of oil, approximately 25  per  cent of Shell’s 
proved reserves. On disclosure of this information Shell’s share price fell from 401 pence  
to 371 pence, reducing its market capitalisation on that day by £2.9 billion. Shell was found 
liable of market manipulation and fined £17 million.

Article 12(1)(d) encompasses the situation of providing false or misleading information 
or inputs in relation to benchmarks where the person knew (or ought to have known) this 
was false or misleading or any other behaviour which manipulates benchmark calculation. 
This offence was not found under the 2003 Market Abuse Directive. It was introduced to 
deal with the LIBOR and other benchmark scandals and therefore encompasses similar 
behaviour to the criminal offence of manipulating benchmarks found in section 91 of the 
Financial Services Act 2012.225
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 226 FSA, Final Notice, The Shell Transport and Trading Company, Royal Dutch Petroleum Company NV,  
13 August 2004.
 227 Market Abuse Regulation, art 31 and FSMA, s 123(3). In addition, the FCA can apply to the court for a restitu-
tion order, or impose one itself: FSMA, s 383. The FCA can also apply to court for an injunction to restrain future 
market abuse: FSMA, s 381. For a discussion of the court’s powers under s 381 FSMA, see FCA v Da Vinci Invest 
Limited and others [2016] 1 BCLC 554.
 228 See eg Chaligne v Financial Services Authority [2012] All ER (D) 153 (Sep).
 229 For a comparison of the use of administrative sanctioning powers across 29 EEA Member States for 2008–10 
as regards market abuse, see Report, Actual Use of Sanctioning Powers under MAD, 26 April 2012, ESMA/2012/270. 
For discussion see D Cumming, AP Groh and S Johan, ‘Same Rules, Different Enforcement: Market Abuse in 
Europe’ (2018) 54 Journal of International Finance Markets, Institutions and Money 130.
 230 Market Abuse Regulation, art 30.
 231 For individuals this includes a fine of €5 million for breach of the provisions relating to insider dealing and 
market manipulation set out in arts 14 and 15 of the Market Abuse Regulation, and €1 million for most other 
infringements: art 30(2)(i). For firms, it includes a fine of €15 million or 15 per cent of total annual turnover for 
breach of the provisions relating to insider dealing and market manipulation set out in arts 14 and 15 of the regula-
tion, and €2.5 million or 2% of total annual turnover for breach of most other infringements: art 30(2)(j) and (h).
 232 Market Abuse Regulation, art 31.
 233 Ibid, art 34. There is no explicit requirement to increase enforcement resources, but a Report in the European 
Parliament requests that authorities have effective investigative tools: Report on the Proposal for a Directive of 
the European Parliament and of the Council on criminal sanctions for insider dealing and market manipulation,  
19 October 2012. The Market Abuse Regulation also notes that supervisory effectiveness can only be guaranteed by 
the competent authority of each Member State having ‘a set of effective tools and powers and resources’, particularly 
when it comes to ‘cross-market order book surveillance’ (recitals 62 and 66). When EU law ceases to apply see The 
Market Abuse (Amendment) (EU Exit) Regulations 2019 (SI 310/2019).
 234 For a discussion of this issue in the context of debt securities see 13.4.1.
 235 Speech by Margaret Cole, then Director of Enforcement, FSA Securities Houses Compliance Officers Group, 
29 June 2007.

12.2.2.3.3. Levels of Enforcement under the Regulatory Offence of Market Abuse

The primary sanction for market abuse is the imposition of a penalty, such as the £17 million 
fine imposed on the Shell group of companies in 2004,226 although the FCA can substitute 
a public censure for the penalty.227 The FCA can also impose a prohibition order under 
section 56 FSMA.228

Prior to the Market Abuse Regulation coming into effect, the imposition of sanctions was 
entirely a matter for Member States. However, the regulation seeks to increase the degree of 
harmonisation of the market abuse regime across the EU, and one of the ways in which it 
attempts to do this is by imposing detailed minimum standards in relation to  sanctions.229 
Under the regulation, for example, Member States are required to ensure that their compe-
tent authorities have powers that meet or exceed those listed in the regulation.230 For 
instance, the Market Abuse Regulation requires Member States to ensure that their compe-
tent authorities have the power to impose maximum pecuniary sanctions at least as severe 
as those set out in the regulation.231 The regulation also contains a non-exhaustive list of 
factors to be taken into account by national regulators when imposing penalties for market 
abuse.232 Further, the regulation contains an obligation on competent authorities to publish 
any decision imposing an administrative sanction or other administrative measure in rela-
tion to an infringement of the regulation on their website immediately after the person 
subject to that decision has been informed of that decision.233

The levels of enforcement of the market abuse provisions under section 118 FSMA were 
relatively low.234 Between 2001 and 2007 the regulator (then the FSA) issued Final Notices 
against just eight firms and fifteen individuals for market conduct related offences.235 
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 236 J Coffee, ‘Law and the Market: The Impact of Enforcement’ (2007) 156 University of Pennsylvania Law  
Review 229.
 237 FCA, The FCA’s Approach to Advancing its Objectives, July 2013, 19. One innovation, introduced in 2014, is the 
publication of warning letters as the ‘first step’ in the FCA’s enforcement process.
 238 FCA, FCA Mission: Our Approach to Enforcement, March 2018, 9.
 239 For discussion, see the speech by director of market oversight at the FCA: J Hoggett, ‘Effective Compliance 
with the Market Abuse Regulation—a State of Mind’ (14 November 2017).
 240 See FCA, Enforcement Annual Performance Report 2018/2019, 8. Note, however, that, according to a recent 
freedom of information request filed by The Times, the FCA only actually secured 12 convictions in 2012–17:  
A Ellson, ‘City Traders Getting Away with Abuse of Markets’ The Times (London, 19 January 2018).
 241 For a full list of the fines imposed by the FSA/FCA and the Decision Notices that accompany them see www.
fca.org.uk/about/enforcement/ and www.fca.org.uk/markets/benchmarks/enforcement/. See also the discussion at 
12.2.2.2.4.
 242 See eg FCA, Final Notice, Mark Stevenson, 20 March 2014 (where a bond trader artificially increased the price 
of a bond and then attempted to sell it at an abnormally high price to the Bank of England).
 243 See Insight in Economics, Trends in Regulatory Enforcement in UK Financial Markets—2018/19 Mid-Year 
Report.
 244 FCA Annual Report and Accounts 2019/19, 40.
 245 ‘Why Has the FCA’s Market Cleanliness Statistic for Takeover Announcements Decreased since 2009?’, FCA 
Occasional Paper No 4, July 2014.
 246 FCA, Annual Report and Accounts 2019/19, 40.

When compared to other jurisdictions, the number of public enforcement actions brought 
by the FSA in this period appears small. In particular, the number of public enforcement 
actions brought by the FSA was a fraction of those brought by the US regulator in the same 
period, even when the numbers are adjusted to reflect the relative market size of the two 
jurisdictions.236

These low levels of enforcement have been accepted by the UK regulator to be a prob-
lem, and in 2013 the FCA stated an intention to follow a strategy of ‘credible deterrence’ by 
taking a tougher stance in this area.237 More recently, the FCA has stated that it is impor-
tant that it is able ‘to identify the full spectrum of serious misconduct spanning retail and 
wholesale markets, including … insider dealing [and] market manipulation’238 and that it 
must, in particular, focus on the ‘need to improve and optimise surveillance and disrup-
tion capabilities’ with a view to preventing abusive behaviour.239 There is some evidence 
that this is occurring. For example, the FCA’s Annual Enforcement Report 2018/19 states 
that as at 31 March 2019 there were 96 open cases of insider dealing and 33 open cases 
of market manipulation.240 Huge fines have been imposed as a result of the manipulation 
of LIBOR, although in general these were imposed for breach of the FCA’s Principles of 
Business rather than for breach of the provisions discussed in this chapter.241 However, 
the FCA has also imposed substantial fines under section 118 FSMA and, more recently, 
under the Market Abuse Regulation, on both firms and individuals.242 Recent enforcement 
levels at the FCA, particularly in terms of the number of cases opened, seem to indicate a 
more muscular, intrusive approach to this issue by the regulator.243 The FCA’s most recent 
Market Cleanliness Statistic suggests that 10 per cent of takeovers in the UK were associ-
ated with abnormal price movements ahead of a takeover announcement.244 This represents 
a 12 per cent reduction compared to the previous year, and follows a downward trend in 
this statistic in recent years.245 It is difficult to read too much into this statistic, as the FCA 
acknowledges.246 While the FCA’s Market Cleanliness is one indicator of possible insider 
dealing in equity markets, it has limits as a measure of broader market cleanliness. It 
cannot be used to identify the reason for the abnormal price movements and so whether 
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 247 As a result, the FCA is developing additional indicators to help assess market cleanliness more broadly, includ-
ing a new Abnormal Trading Volume metric which looks for abnormal increases in trading volumes ahead of 
potentially price sensitive announcements, covering equity instruments and some equity derivatives: www.fca.org.
uk/data/measuring-market-cleanliness.
 248 Companies Bill 1973 purported to give a right to seek compensation from insiders to contractual parties who 
had dealt with them and who were not in possession of insider information (cl 15(3))—ie this clause required priv-
ity. Companies Bill 1978, cl 61(1) gave a right of rescission and cl 61(2) a right to sue in damages to those directly 
affected by insider dealing. However, by the time Companies Act 1980 was implemented, any attempt to introduce 
such remedies for insider dealing had been abandoned. For a discussion of whether the Market Abuse Regulation 
will affect the private enforcement options in Member States see VD Tountopoulos, ‘Market Abuse and Private 
Enforcement’ (2014) 11 European Company and Financial Law Review 297.
 249 See Hall v Cable & Wireless plc [2009] EWHC 1793 (Comm) [23]–[24].
 250 See SJ Choi and AC Pritchard, Securities Regulation: Cases and Analysis, 4th edn (New York, Foundation Press, 
2015) chs 5–6.
 251 See eg Kardon v National Gypsum Co, 69 F Supp 512 (ED Pa, 1946); Superintendent of Insurance v Bankers Life 
& Casualty Co, 404 US 6 (1971). See AM Rose, ‘The Multi-Enforcer Approach To Securities Fraud Deterrence:  
A Critical Analysis’ (2010) 18 University of Pennsylvania Law Review 2173; RB Bartlett, ‘Do Institutional Inves-
tors Value the Rule 10b-5 Private Right of Action? Evidence from Investors’ Trading Behavior following Morrison  
v. National Australia Bank Ltd’ (2015) 44 Journal of Legal Studies 183.
 252 Smith v Chadwick (1884) 9 App Cas 187.
 253 DR Fischell, ‘Efficient Capital Markets the Crash and the Fraud on the Market Theory’ (1988) 74 Cornell Law 
Review 907; JC Spindler, ‘We Have a Consensus on Fraud on the Market—And It’s Wrong’ (2017) 7 Harvard Busi-
ness Law Review 67.

insider dealing has actually occurred. Other factors, such as financial analysts, or the media 
correctly assessing likely takeover targets or significant legitimate trades that happen to fall 
before an announcement, can influence the statistic.247

12.2.2.4. Private Enforcement of Market Abuse

The UK does not have any mechanism for the private enforcement of market manipula-
tion or insider dealing.248 At the present time these are dealt with entirely by way of public 
enforcement measures.249 This is in contrast to other jurisdictions, most notably the US. 
Explicit remedies for investors for market manipulation and insider dealing exist in the 
Securities and Exchange Act 1934,250 and in addition the US courts have been willing to 
imply rights of action from criminal law prohibitions such as SEC Rule 10b-5.251

Any civil claim for market abuse faces some significant obstacles. The most obvious route 
for a civil claim for market abuse is some kind of fraudulent misrepresentation claim. In the 
UK, at common law a claim for fraudulent misrepresentation requires proof that a false state-
ment of fact (or omission of material information) was made with an intention to induce 
the innocent party to rely on it and enter into the injurious course of conduct. It is, in addi-
tion, necessary to demonstrate that the claimant was induced to enter into the agreement by 
specifically relying on the misrepresentor’s statement, omission or conduct.252 This is usually 
going to be difficult to demonstrate where individuals have engaged in insider dealing or 
manipulated the market, since these forms of wrongdoing generally arise in the context of 
arm’s-length open market transactions. In the anonymous modern financial marketplace it 
is extremely unlikely that the maker of the misrepresentation or the initiator of the abusive 
practice and those injured by that behaviour will ever have any kind of contact. The issue of 
reliance is therefore likely to be very difficult to establish in most circumstances.

This problem has been solved in the US by adopting the fraud on the market theory.253 
US courts have accepted that in a class securities fraud action involving open market 

http://www.fca.org.uk/data/measuring-market-cleanliness
http://www.fca.org.uk/data/measuring-market-cleanliness


The Regulation of Market Abuse 641

 254 Blackie v Barrack, 524 F 2d 891, 902 (9th Cir 1975), 429 US 816; for comment see ‘Note: The Reliance Require-
ment in Private Actions under SEC Rule 10b-5’ (1975) 88 Harvard Law Review 584.
 255 Ibid, 906–07.
 256 Basic v Levinson, 485 US 224, 244 (1988), re-examined in 2014 and broadly upheld by the US Supreme 
Court in Halliburton Co v Erica P John Fund, Inc Halliburton, 134 S Ct 2398 (23 June 2014), with the caveat that 
‘defendants must be afforded an opportunity … to defeat the presumption through evidence that [the] alleged 
 misrepresentation did not actually affect the market price of the stock’ (for discussion see L Bebchuk and A Ferrell, 
‘Rethinking Basic’ (2014) 69 The Business Lawyer 671 and JC Coffee Jr and AD Lahav ‘Class Actions in the Era of 
Trump: Trends and Developments in Class Certification and Related Issues’ prepared for the Annual American 
Bar Association National Institute on Class Actions, Washington, DC (26–27 October 2017). See also Petroleo 
Brasileiro SA—Petrobras et al v Universities Superannuation Scheme Limited No 16-1914 2d Cir (July 7, 2017); 
Waggoner v Barclays PLC No 16-1912 2d Cir (Nov 6, 2017); Arkansas Teacher Retirement System v Goldman Sachs 
Group, Inc No 16-250 2d Cir (Jan 12, 2018).
 257 EF Fama, ‘Efficient Capital Markets: A Review of Theory and Empirical Work’ (1970) 25 Journal of Finance 
383, discussed at 11.2.1.1.
 258 Basic v Levinson, 485 US 224, 244, 247 (1988).
 259 This presumption can be rebutted by, for example, the plaintiff ’s knowledge of the abuse, or the public dissemi-
nation of the information that guided the defendants’ abusive actions, or statements that correct and dissipate the 
influence on the market of the relevant misrepresentation (eg Basic v Levinson, 485 US 224, 249 (1988)).
 260 However, the Supreme Court has interpreted r 10b-5 narrowly, so as to narrow the scope of the private 
right of action under this rule: Janus Capital Group v First Derivative Traders, 131 S Ct 2296 (June 13, 2011). See  
DC Langevoort, ‘Lies Without Liars? Janus Capital and Conservative Securities Jurisprudence’ (2013) 90  Washington 
University Law Review 933.
 261 JR Macey and GP Miller, ‘Good Finance, Bad Economics: An Analysis of the Fraud-on-the-Market Theory’ 
(1990) 42 Stanford Law Review 1059. For discussion see E Avgouleas, The Mechanics and Regulation of Market 
Abuse (Oxford, Oxford University Press, 2006) 481–85.
 262 DR Fischel, ‘Use of Modern Finance Theory in Securities Fraud Cases Involving Actively Traded Securities’ 
(1982) 38 The Business Lawyer 1. For a discussion of the advantages and disadvantages of r 10b-5 enforcement 
versus exclusive public enforcement see AM Rose, ‘Reforming Securities Litigation Reform: Restructuring the 
Relationship Between Public and Private Enforcement of Rule 10b-5’ (2008) 108 Columbia Law Review 1301.

transactions, the reliance element is practically impossible to prove. However, they have 
established that proving reliance is theoretically unimportant to the claim.254 As originally 
conceived, the fraud on the market theory held that ‘causation is adequately established 
in the context of impersonal stock markets through proof of purchase and proof of the 
materiality of the representations’.255 In the court’s view the proof of the materiality of the 
representations circumstantially established the reliance of market traders. Subsequent cases 
endorsed the view that purchasers do not need to rely on the misstatements, but moved 
away from the need to demonstrate materiality. Instead, the view has been taken that where 
there is a market in securities ‘the market is performing a substantial part of the valuation 
process performed by the investor in a face-to-face transaction’.256

The efficient capital markets hypothesis257 has been used to argue that since most 
publicly available information is reflected in market price, an investor’s reliance on any 
public material misrepresentations can be presumed for the purposes of a Rule 10b-5 action 
brought by an investor.258 Instead of having to demonstrate materiality (that is, that the 
price of the security was adversely affected), under this theory of fraud on the market it is 
sufficient to show that the security is traded on an efficient market.259 This presumption 
relieves plaintiffs of having to prove either loss causation or reliance affirmatively.260 Instead 
the defendant has the burden of disproving both. This later approach has been criticised.261 
Some commentators prefer to regard the fraud on the market presumption as a procedural 
device, which dispenses with the requirement to prove specific reliance, and not as a new 
theory of liability that replaces separate inquiries into materiality, causation and damages in 
securities fraud cases.262
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 263 See 10.6.2.
 264 FSMA, s 90(1).
 265 Ibid, s 90(1)(b).
 266 Ibid, Sch 10 para 6.
 267 Early case law held that a sale of shares in breach of insider dealing regulations was unenforceable (Chase 
Manhattan Equities Ltd v Goodman [1991] BCLC 897), but subsequent changes in legislation have rendered this 
argument unworkable: see Criminal Justice Act 1993, s 63(2), although this provision relates only to consequences 
‘by reason only of ’ the Criminal Justice Act being contravened, and therefore if the contract is voidable at common 
law for misrepresentation such a consequence, not being based on the Act, is not affected by the Criminal Justice 
Act 1993. However, any claim based on common law would still have to surmount the difficulties of demonstrating 
reliance and causation.
 268 FSMA, s 382.

The UK has now adopted the fraud on the market theory to enable investors to bring 
compensation claims in relation to misstatements in the prospectus.263 Under section 90 
FSMA there is no requirement for claimants to demonstrate that they have relied on the 
misstatement or even that they read the prospectus in order to establish a cause of action.264 
The use of the concept of fraud on the market dispenses with the need to demonstrate 
reliance. However, it is still necessary to demonstrate a causal link. The person claiming 
compensation must have suffered a loss as a result of the untrue or misleading statement in 
the prospectus, or the omission of information that should have been included.265 Likewise, 
if the claimant is fully aware of the defect and acquired the securities anyway, there will be 
no causation and the claim will not be made out.266 This is a narrower version of fraud on 
the market than is in use in the US.

The UK has not adopted this fraud on the market theory in the context of insider dealing 
and there is no civil remedy for insider dealing at present.267 This is not surprising. There 
are difficulties with giving a civil remedy to the person with whom the insider dealt. Not 
only is it problematic to identify the particular individual, but it is difficult to justify the 
preferential treatment of that individual over and above all the others dealing in the market 
on the same day. It is just random chance that puts an investor in one category rather than 
another. Of course, the fraud on the market theory deals with this difficulty by providing a 
remedy to all those who dealt in the market on that day. However, to give a remedy to all of 
those individuals might be regarded as disproportionate and oppressive to the insider, and it 
appears to provide a windfall to those who dealt with the company’s securities on the day in 
question. In the absence of causation it seems preferable to regard the wrong as being done 
to the market, and to give the cause of action to the regulatory authorities to bring an action 
on behalf of all investors. The FCA has a broad range of remedies at its disposal, including 
restitution orders if it feels that compensation needs to be made to particular individuals on 
the facts of a particular case.268 As a result, any claim at common law for misrepresentation 
based on insider dealing will fail unless both reliance and loss causation can be established. 
In the modern anonymous marketplace this will rarely occur.

Another circumstance in which a civil claim for insider dealing might arise, however, 
is where the basis of the claim is not misrepresentation but breach of fiduciary duty. The 
advantage of such a claim is that there is no need to show loss on the part of the investor, 
just that the fiduciary has made an undisclosed profit. However, generally directors do not 
owe fiduciary duties to those with whom they deal. Even where directors are buying from 
the existing shareholders in their own company they do not per se owe a duty to those 
shareholders. Their fiduciary duties are to the company (that is, the shareholders as a 
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whole in a solvent company), not to individual shareholders.269 In certain circumstances, 
directors can owe a duty to one or more shareholders, for example where the directors 
of a small company act as the agents of the individual shareholders on a  takeover.270 
However, it would be unusual for this kind of relationship to arise in the listed company 
context.271

12.3. The Regulation of Short Selling

Short selling involves the practice of selling assets, usually securities,272 that have been 
borrowed from a third party (in general for a fee) with the intention of buying identical 
assets back at a later date to return to the lender.273 The short seller hopes to profit from 
a decline in the price of the securities between the sale and the repurchase, as the seller 
will pay less to buy the securities than the seller received on selling them. Conversely, the 
short seller will incur a loss if the price of the securities rises.274 It is therefore central to the 
practice that the short seller wants the price of securities to fall. This can be contrasted with 
the more traditional conception of speculation in the capital markets, which involves the 
investor betting that the price of securities will rise, and therefore buying securities with 
the intention of selling them for a profit in the future—that is, taking a long position in a 
security (or ‘going long’). It is worth noting that the strategy of going long in relation to 
investing in equity securities provides the investor with a fixed downside, namely the price 
paid for the shares, as long as limited liability is maintained, and an unlimited upside, at 
least where the shares have a right to participate in the surplus assets of the company.275 In 
contrast, the strategy of short selling shares provides the investor with a fixed upside (the 
profit if the share price drops to zero) but a potentially unlimited downside, since the maxi-
mum price that shares might reach is not capped.276



644 Ongoing Regulation: Market Misconduct

For  discussion see eg A Kammel, ‘The Dilemma of Blind Spots in Capital Markets—How to Make Efficient Use of 
Regulatory Loopholes?’ (2009) German Law Journal 605.

 277 See eg FSA, Short Selling, Discussion Paper 09/1 (February 2009), paras 2.3 and 2.4.
 278 See 11.3.2.2.
 279 See 11.3.2.3.
 280 See 12.2.
 281 See FSA, Short Selling (No 2) Instrument 2008, FSA 2008/50 (18 September 2008). This ban expired on  
17 January 2009. On the same day the SEC put in place a similar temporary ban in the US. For discussion  
see J Payne, ‘The Regulation of Short Selling and its Reform in Europe’ (2012) 13 European Business Organization 
Law Review 413.
 282 FSA, Short Selling (No 2) Instrument 2008, FSA 2008/50 (18 September 2008). Initially the rules regarding 
short selling were placed within the UK’s market abuse regime, in the Code of Market Conduct, but subsequently 
they were moved to a new section of the Handbook (the Financial Stability and Market Confidence Sourcebook, 
FINMAR): see Financial Stability and Market Confidence Sourcebook Instrument 2010, FSA 2010/25. New powers 
were also granted to the regulator in this regard in Financial Services Act 2010, s 8 and are now included in FSMA, 
Part 8A.
 283 Regulation (EU) No 236/2012 of the European Parliament and the Council of 14 March 2012 on short sell-
ing and certain aspects of credit default swaps. For discussion see J Payne, ‘The Regulation of Short Selling and its 
Reform in Europe’ (2012) 13 European Business Organization Law Review 413.
 284 See European Union (Withdrawal) Act 2018, s 3 and The Short Selling (Amendment) (EU Exit) Regulations 
2018 (SI 1321/2018) and accompanying explanatory statement.

Short selling is described as ‘covered’ where the seller has borrowed the security, or made 
arrangements to ensure that it can be borrowed, before the short sale. By contrast, short 
selling is termed ‘uncovered’ or ‘naked’ where at the time of the short sale the seller has not 
borrowed the security or ensured that it can be borrowed.277 Naked short selling is possible 
because settlement periods exist when selling securities. In other words, there is a gap of 
time between the agreement to transfer the securities for a particular price, and the actual 
payment and transfer. Depending on the type of security traded, the length of the settle-
ment period will differ. Settlement periods are typically quoted as T+1, T+2, T+3 etc, which 
means that the buyer must transfer the cash to the seller, and the seller must transfer owner-
ship of the securities to the buyer within, respectively, 1, 2 or 3 days after the trade is made. 
This provides an opportunity for the short seller to acquire the shares in order to deliver 
them to the purchaser before the expiry of the settlement period.

In general, regulators have put in place minimal regulations to control those who wish 
to go long in a security. For instance, there is some use of disclosure rules in this context, 
for the directors of a company278 and its major shareholders,279 and of course there are bans 
on the use of inside information when going long,280 but there is no general ban on the use 
of going long as a strategy. Until 2008 the UK had no rules in place specifically to regulate 
short selling. However, the 2008 financial crisis, and in particular the market price collapse 
of listed financial securities following the bankruptcy of Lehman Brothers in September 
2008, brought the issue of short selling regulation resolutely onto the reform agenda. The 
UK, in common with many other jurisdictions, introduced temporary bans on short selling 
shares in financial institutions in the immediate aftermath of the Lehman bankruptcy.281 
Further, a set of disclosure obligations was implemented to deal with certain instances of 
short selling, specifically short selling of the shares of financial institutions and short selling 
around the time of rights issues.282 This is another area in which EU provisions have come to 
dominate, however. In 2012 the EU adopted a regulation dealing with short selling,283 and 
it is the provisions within this legislative measure that now determine the regulation of this 
issue in the UK. Following the UK’s exit from the EU, the short selling regime will remain 
substantively unchanged.284
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12.3.1. Justifications for Regulating Short Selling

There are a number of concerns that are voiced regarding short selling, and these became 
particularly pronounced in the wake of the 2008 financial crisis.285 In particular it is 
suggested that short selling (i) destabilises orderly markets and increases market volatility;286  
(ii) can be used to manipulate the market in a security, or to act profitably on inside infor-
mation; and (iii) involves settlement risk.287

12.3.1.1. Short Selling Destabilises Orderly Markets

Concerns have been raised about the effects of short selling on markets, particularly regard-
ing the use of short selling in a falling market, where its use might push prices down even 
further. This issue was felt particularly strongly in September 2008 following the collapse 
of Lehman Brothers and the failure of other financial institutions, such as AIG, when the 
market became particularly concerned about the value of the securities of financial institu-
tions. The failure of Lehman Brothers signalled to creditors and shareholders in financial 
sector firms that there was a significant possibility of large losses in their investments. The 
prices of these securities began to fall and stock markets in September 2008 witnessed a 
huge increase of short selling orders in these financial sector shares. This increase in short 
selling was seen as a significant cause of the downward price pressures affecting the securi-
ties, and led to temporary bans being put in place in many jurisdictions, including the US 
and the UK, and subsequently to more permanent measures being introduced to constrain 
short selling.288

As with insider trading,289 however, the argument that short selling is damaging to 
markets, and should therefore be regulated, has been met with counter-arguments that short 
selling is in fact beneficial to market efficiency. In particular, it is suggested that short selling 
can have two important beneficial effects on markets. First, it can facilitate price corrections 
in overvalued securities.290 Short sellers can therefore perform a role akin to that of securi-
ties analysts or other market professionals, who gather information about a company and 
analyse it, deciding whether a security is undervalued and therefore should be purchased, 
or overvalued and should be sold.291 They can then exploit, through arbitrage trading, any 
deviations from the fundamental value of a security, and that trading will move the price to a 
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new equilibrium. Short sellers similarly gather information about a company and analyse it, 
acting to short sell the security if they think it is overvalued. Empirical studies suggest that 
short sales do contribute to more efficient price discovery.292 Indeed, some studies suggest 
that short sellers’ contribution to the market’s information efficiency is superior to that of 
securities analysts.293 In addition, research suggests that short sellers may in fact discover 
and anticipate financial misconduct in firms, and as a result may convey beneficial informa-
tion to the market.294 While this suggests that short selling may be a good tool for arbitrage 
when the problem is a price spike, it does not necessarily answer the concern that short sell-
ing in a falling market has a negative impact by amplifying price falls. However, this concern 
is not borne out by the empirical data. In fact, some studies suggest that restrictions on short 
selling can in fact aggravate a price fall, since the accumulated unrevealed negative informa-
tion about a security only surfaces when the market begins to drop.295

The second potential benefit that short selling can offer the market is to facilitate liquidity 
and trading opportunities.296 Short selling enables investors to hedge against a decline in the 
prices of securities, allowing investors to take longer positions, which in turn adds liquidity 
to the market. Short sellers can also step in and add liquidity where there is a temporary 
imbalance in the market, by increasing the number of potential sellers in the market. This 
increases liquidity by boosting trading volumes and reducing transaction costs, through a 
reduction of bid/ask spreads. Naked short selling, in particular, can provide liquidity when 
it is otherwise scarce.

Empirical studies support the view that short selling can provide benefits to capital 
markets.297 Some support can be found in the studies of the effect of the periods of tempo-
rary short selling bans in 2008. For example, an independent study commissioned by the 
London Stock Exchange evaluated the impact of the ban on market quality by comparing 
the trading of 15 FTSE stocks on the restricted list with 78 stocks not on the list. This study 
found that the stocks on the list experienced a loss of liquidity, and that these losses in 
liquidity occurred independently of market-wide changes, and increased volatility; in other 
words, the adverse impact on liquidity could be attributed to the ban.298 This suggests that 
short selling does bring efficiency gains to the market, and that the short selling prohibitions 
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of 2008 failed to stabilise securities markets or to bring about reductions in price volatility, 
while at the same time adversely affecting liquidity and thus pricing  efficiency in the securi-
ties concerned.299

12.3.1.2. The Use of Short Selling to Manipulate Markets

A second important concern relates to the use of short sales to manipulate the market, 
or to act profitably on inside information.300 Short selling can be used abusively to create 
misleading signals about the real supply, or the correct valuation, of securities. It can also 
be used abusively, in conjunction with false rumours, in order to push down the price of a 
stock being shorted.301 The UK regulator (then the FSA) noted in its discussion paper on 
short selling in 2009 that the potential for abuse is particularly strong where the short sales 
occur before a rights issue.302 This is because there is a potential incentive for short sellers 
to attempt to drive down the share price below the rights issue price so that they can both 
profit from their short selling strategy and bolster the supply of shares available for purchase 
(from the underwriters), thereby improving their ability to close out their short positions.303

These are significant concerns that need to be taken seriously. Where short selling is 
being used as a means to effect market abuse, however, regulators already have considerable 
weapons in place to tackle such behaviour, as discussed in 12.2. Importantly, such regula-
tory tools do not interfere with the potentially beneficial effects of short selling: they do 
not involve a general ban on short selling, but rather a ban on short selling when used 
abusively.304

12.3.1.3. Settlement Risk

A third concern arises from short selling, namely settlement risk. There may be settlement 
default if the short seller does not have a strong incentive to settle, or if the share lend-
ing market has become illiquid, so that the seller is unable to borrow the shares they sold 
short in order to fulfil his settlement obligations.305 This risk arises particularly strongly in 
relation to naked short selling, since in that instance the shares have not been borrowed, 
and no arrangements have been made to borrow, at the time of the short sale. This is an 
important issue, since settlement risk carries with it the possibility of a disruption of orderly 
markets.306 However, this is an issue that is relatively easy to tackle as long as sufficiently 
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strict settlement rules are put in place and other strong incentives to settle are adopted, such 
as substantial penalties for failure to deliver.

It is worth considering the particular concerns that are raised in relation to naked short 
selling, as compared to covered short selling. Regulators often introduce a different, and 
stricter, regime to deal with naked short selling. The Short Selling Regulation, for example, 
puts in place a de facto ban on naked short selling, but imposes a lighter regime, based 
on disclosure, for covered short selling.307 Both general and specific arguments are raised 
to justify the stricter regulation of naked short selling. On a general level, it is suggested 
that the potential for abusive practices is much greater with naked short selling than with 
covered short selling because the technique of short selling can be conducted much more 
aggressively. If the shares need to be borrowed first, this introduces a natural limitation of 
100 per cent of the issued shares of a company that can be shorted at any time. However, 
with naked short selling it is possible to short more than 100 per cent of the issued shares 
of a company. More specifically, it is suggested that the concerns set out above manifest 
themselves more keenly in relation to naked short selling. So, the fact that in naked short 
selling the sale does not have to be covered before the settlement date means that concerns 
regarding settlement failure are felt more strongly. A second specific concern about naked 
short selling is that ‘the risk of market abuse is much greater in relation to naked short sales, 
because for covered short sales the requirement to cover (eg borrow) inhibits both the speed 
and extent of short selling’.308 Although naked short selling is a more extreme form of short 
selling, it may be questioned whether any regulatory differentiation is justified. In relation 
to settlement risk, for instance, the risk posed by naked and covered short selling is the same 
(non-delivery) and the same response is appropriate in both cases, namely rules designed 
to deter settlement failure.

12.3.2. Constraints Placed on Short Selling

Before 2008 the UK did not specifically regulate short selling, although if used in the 
context of market manipulation or insider dealing this behaviour would potentially have 
been caught by the market abuse regime described at 12.2 above.309 The collapse of Lehman 
Brothers triggered the imposition of temporary bans on the short selling of the shares of 
certain financial companies in the UK, and measures requiring the disclosure of short 
selling in certain instances.310 The Short Selling Regulation now regulates this issue and 
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provides the substance of the UK regime on short selling.311 It provides a harmonised 
response to the perceived problems that arise as a result of short selling.312 Given the analy-
sis in 12.3.1, and indeed the clear recognition in many quarters that short selling can have 
beneficial effects on markets, the introduction of this regulation, and in particular its broad 
scope and content, which encompasses not only bans and constraints on the short selling 
of shares but also bans and constraints on sovereign credit default swaps (CDSs) and on 
the short selling of sovereign debt, may seem surprising. To understand why the regulation 
was introduced, it is necessary to appreciate that the EU agenda in this regard had become 
politicised. Regulators sought a way of supporting financial stability and, perhaps as impor-
tantly, wanted to be seen to be doing so. Short selling became closely associated with hedge 
fund activity and became entangled with the Alternative Investment Managers Directive,313 
and the European sovereign debt crisis gave fresh impetus to reform proposals, as well as 
extending the remit of the measures beyond merely regulating the short selling of shares.314

Various mechanisms can be put in place to regulate short selling. These may be catego-
rised as: (i) bans on short selling; (ii) disclosure and reporting obligations; (iii) the use of 
uptick rules or circuit breakers (discussed in section 12.3.2.3); and (iv) rules designed to 
reduce settlement risk. The Short Selling Regulation makes use of options (i), (ii) and (iv) 
as the foundation of its short selling regime. The regulation also provides the opportunity 
for national regulators, and for ESMA in some circumstances, to put additional, tempo-
rary measures in place in emergency scenarios, and the use of option (iii) is raised in this 
context. The regulation provides potentially significant powers to ESMA315 and the bounda-
ries of these powers need to be analysed.

In general terms the regulation relates to a broad range of financial instruments, includ-
ing debt instruments (issued by a Member State or by the EU), and sovereign CDSs.316 
The broad aim of the regulation is to regulate short sales of shares and sovereign debt and 
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transactions in uncovered sovereign CDSs. This section, in common with the rest of the 
chapter, will concentrate on the use of the regulation to constrain the short selling of shares.

12.3.2.1. Bans on Short Selling

Article 12 of the Short Selling Regulation provides that a natural or legal person may enter 
into a short sale of shares provided that the short sale is ‘covered’.317 The regime therefore 
draws a fundamental distinction between covered and uncovered short sales. This requires 
an examination of the meaning of ‘covered’ for this purpose.

A short sale is regarded as covered where the person has borrowed the share, or made 
alternative provisions to the same effect.318 Alternatively, it is regarded as covered if a person 
has entered into an agreement to borrow the share or has another ‘absolutely enforceable 
claim’ under contract or property to be transferred ownership of a corresponding number of 
securities of the same class so that settlement can be effected when it is due.319 Finally, and 
most controversially, a sale will be regarded as covered when the ‘locate’ rule is met.320 Such 
a rule requires the seller to be able to ‘locate’ the security to be sold short, in that the person 
has an arrangement with a third party under which that third party has confirmed that the 
share has been located, and has additionally taken ‘measures’ as regards third parties neces-
sary for the person to have a ‘reasonable’ expectation that settlement can be effected when 
it is due.321 The precise parameters of the ‘locate’ arrangements determine how close this 
rule comes to an absolute ban on naked short selling. This provision is dealt with in some 
detail in the Implementing Regulation that accompanies the Short Selling Regulation.322 
As a minimum, a locate confirmation (ie a confirmation from a third party that it can lend, 
or otherwise make available, the shares in the amount requested by the seller so as to allow 
settlement in due time) is required before a share can be shorted. For liquid shares or intra-
day short selling, an additional confirmation needs to be obtained to the effect that the 
share is easy to borrow or to purchase. If the short position is in relation to an illiquid share 
and for a longer period, shares will need to have been ‘put on hold’ by the third party—that 
is, they must have been identified and allocated.323 Further, the Implementing Regulation 
makes it clear that the third party with whom the short seller makes these arrangements 
must be a legally separate entity to the short seller.324 The provisions of the regulation, and 
its implementing legislation, amount to a de facto ban on naked short selling.
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 325 The regulation also provides a harmonised regime for disclosure to regulators of net short positions in 
 sovereign debt and uncovered CDSs that relate to sovereign issuers: arts 7 and 8.
 326 In contrast to the short sale restrictions, this aspect of the regulation was less controversial during its delibera-
tions. This was due in particular to various national regulators introducing such requirements during the financial 
crisis, plus previous work that CESR had conducted with respect to developing a ‘pan-EU’ model for disclosure. 
See further CESR, Report: Model for a Pan-European Short Selling Disclosure Regime (March 2010).
 327 Regulation (EU) No 236/2014, art 5. In relation to sovereign debt see art 7 and Commission Delegated Regula-
tion (EU) No 918/2012, art 21.
 328 Ibid, art 6.
 329 Ibid, arts 5(2) and 6(2). In 2017, ESMA issued technical advice noting that ‘the current initial and incremental 
thresholds should be maintained’: ESMA, Final Report—Technical Advice on the evaluation of certain elements of 
the Short Selling Regulation, 21 December 2017, ESMA70-145-386, 79.
 330 Ibid, art 3(4).
 331 Ibid, art 3(1).
 332 Ibid, art 3(1) and see EU Delegated Regulation (EU) No 918/2012, arts 5–7, 10.
 333 Regulation (EU) No 236/2014, art 9(2).

It is notable that although the temporary bans implemented in the UK, the US and else-
where following the demise of Lehman Brothers tended to concentrate on banning the short 
selling of financial stocks, in order to counter systemic risk concerns raised by declines in 
the share price of such stocks, the ban put in place in the EU regulation is far broader, cover-
ing all shares within the ambit of the regulation.

The empirical studies discussed at 12.3.1.1 suggest that the temporary bans put in place 
in 2008 did not halt price falls, and in fact had a deleterious effect on market efficiency. 
Consequently, the value of imposing this broader, permanent de facto ban on naked short 
selling may be questioned.

12.3.2.2. Disclosure and Reporting Obligations

Disclosure and reporting requirements play a central role in the short selling regime.325 The 
Short Selling Regulation aimed to introduce across EU Member States a harmonised regime 
requiring the private notification and public reporting of net short positions in shares when 
such positions reach, or fall below, certain specified thresholds.326 Under the regulation, 
investors must report significant net short positions to regulators once these amount to 
0.2  per  cent of the issued share capital of a company327 and disclose to the market at a 
higher 0.5 per cent threshold.328 All changes of position should be reported in increments of 
0.1 per cent, first to the regulator (at 0.3 per cent and 0.4 per cent) and then to the regulator 
and the market.329

A person’s net short position is obtained by deducting any long position that a natural 
or legal person holds from any short position.330 A short position is defined as either a short 
sale of a share issued by the company, or entry into a transaction which creates or relates to 
a financial instrument other than the company share, the effect of which is to confer a finan-
cial advantage on the person in the event of a decrease in the price or value of the share.331 
Notably the Short Selling Regulation requires reporting and disclosure of both direct 
and indirect short positions, including positions created through the use of derivatives.  
This is important as it provides regulators with a more complete picture and avoids any easy 
circumvention of the requirements.332

Notifications in net short positions are to be given by 3.30pm the following trad-
ing day,333 and must include the identity of the person, the size of the relevant position, 
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 334 Ibid, art 9(1). See further Commission Implementing Regulation (EU) No 826/2012, arts 2–3.
 335 Regulation (EU) No 236/2014, art 9(4). This provision provides that information shall be posted on a central 
website operated or supervised by the relevant competent authority. The competent authorities shall communicate 
the address of that website to ESMA, which, in turn, shall put a link to all such central websites on its own website 
(see also Commission Implementing Regulation (EU) No 827/2012, art 2).
 336 Regulation (EU) No 236/2014, art 10.
 337 See eg FSA, Short Selling, Discussion Paper 09/01 (February 2009), para 5.28.
 338 Ibid, para 5.7.
 339 CESR, Report: Model for a Pan-European Short Selling Disclosure Regime (March 2010), para 31.
 340 Note that one way to deal with such concerns might be to disclose only aggregate, rather than individual, short 
positions. This has the benefit of not revealing information to the market about the positions of individual market 
participants. However, there are drawbacks: there can be inherent imperfections in the data, and there can also be 
considerable costs associated with such requirements that weigh heavily against the benefits (for example, there are 
significant costs involved in making the necessary changes to trading systems in order to implement such a system).
 341 Alternatively, market participants may suffer from others who exploit the information made publicly available 
to manipulate the share price in order to create a short squeeze (this is akin to the Volkswagen/Porsche scenario 
observed above at n 276, where short sellers are over-extended and vulnerable to share prices rising quickly). 
Where this is sustained, covering short positions can drive prices up further and can lead to unlimited losses.

the issuer in question and the date on which the position was created, changed, or ceased 
to be held.334 The regulation provides that public disclosure of information shall be made 
in a manner ensuring fast access to information on a non-discriminatory basis.335 These 
notification and disclosure requirements apply to both natural and legal persons domiciled 
or established within the EU or elsewhere.336

Disclosure can be a valuable tool in relation to the regulation of short selling. In partic-
ular, reporting to the regulator allows the regulator to monitor and regulate potentially 
abusive positions.337 The reporting requirement under the EU regulation can be seen as 
fulfilling this goal, and although there is a cost associated with reporting, this cost can 
perhaps be regarded as mitigated by the potential benefits that flow from it.

The requirement of public disclosure under the regulation is potentially more prob-
lematic. Benefits can flow from such disclosure—for instance, disclosure to the public can 
provide data to the market about the impact of short sellers’ price movement expectations, 
and therefore can contribute to more efficient pricing of stocks, if interpreted correctly.338 
Such requirements may also provide a more effective potential constraint against aggres-
sive short selling.339 However, the potential benefits have to be weighed against the possible 
deleterious effects that might result. Fearing that other players in the market may take oppo-
site positions to frustrate its short selling strategy, a potential short seller may seek to avoid 
public scrutiny of their actions, and as a result might refrain from short selling entirely, or 
seek other mechanisms to fulfil its aims.340 If the short seller simply uses other, unregulated 
mechanisms to fulfil the same goals, this will undermine the potential benefits of a disclo-
sure regime. There is another potential problem that may arise as a result of instituting 
public disclosure of short selling, namely that public disclosure may actually contribute to 
herding behaviour, exacerbating the downward spirals that the regulations are designed to 
prevent.341

These disclosure obligations are not targeted at particular issues or scenarios that raise 
concerns. For instance, the UK regime that was in place prior to the Short Selling Regulation 
targeted short selling of financial companies (presumably due to concerns about systemic 
risk) and short selling of shares around the time of a rights issue, since this was one of the 
scenarios particularly identified by the UK regulator as subject to abuse. The Short Selling 
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 342 Regulation (EU) No 236/2014, art 5. Note that Regulation (EU) No 600/2014 of the European Parliament and 
of the Council of 15 May 2014 on markets in financial instruments and amending Regulation (EU) No 648/2012 
(‘MiFIR’) contains rules concerning reporting transactions in financial instruments. Such reports are required to 
include a new short selling flag in respect of shares and sovereign debt. See MiFIR, art 26(3) and (9)(d).
 343 The uptick rule was heavily criticised in the US before its repeal in 2007: J Macey, M Mitchell and JM Netter, 
‘Restrictions on Short Sales: An Analysis of the Uptick Rule and its Role in View of the October 1987 Stock Market 
Crash’ (1989) 74 Cornell Law Review 799. In 2004, the SEC initiated a year-long pilot that eliminated short sale 
price test restrictions from approximately one-third of the largest stocks. The purpose of the pilot was to study 
how this removal impacted the market for those securities. The SEC concluded from this study: ‘The general 
 consensus … was that the Commission should remove price test restrictions because they modestly reduce liquid-
ity and do not appear necessary to prevent manipulation’: SEC, SEC Votes on Regulation SHO Amendments and 
Proposals; Also Votes to Eliminate ‘Tick Test’, 13 June 2007. See E Boehmer, CM Jones and X Zhang, ‘Potential Pilot 
Problems: Treatment Spillovers in Financial Regulatory Experiments’ (22 August 2018) Columbia Business School 
Research Paper No 15-67.
 344 SEC, Amendments to Regulation SHO, Release No 34-61595 (February 2010) (final rule).
 345 In contrast to the original uptick rule, which pegged short sales to the price of the previous trade, the alterna-
tive uptick rule only permits short sales at a price higher than anyone is willing to pay.
 346 Regulation (EU) No 236/2012, art 23. See also art 28, which provides ESMA with powers to intervene in excep-
tional circumstances.
 347 Ibid, art 23(1). For further discussion see 12.3.2.5.

Regulation, by contrast, applies to all net short positions that cross the specified thresholds 
of the issued share capital of companies with shares admitted to trading on a regulated 
market or MTF.342

12.3.2.3. Circuit Breakers and Uptick Rules

Some jurisdictions also make use of circuit breakers or uptick rules to regulate short selling. 
The idea of such provisions is to prevent short sales being used as a tool to accelerate price 
falls in a declining market. An uptick rule is a trading restriction that disallows the short 
selling of securities except on an ‘uptick’. For the rule to be satisfied, the short sale must be 
either at a price above the price at which the immediately preceding sale was effected (‘plus 
tick’), or at a price equal to the last sale price, if that price was higher than the last different 
price (‘zero plus tick’). The US first introduced an uptick rule in 1938. This rule was repealed 
in 2007,343 but a modified version was introduced in 2010 (the ‘alternative uptick rule’). The 
modified version added a circuit breaker to the equation. As a result, restrictions are only 
placed on short sales of a share whose price has fallen by more than 10 per cent compared 
to its closing price the previous day.344 Once the circuit breaker is triggered, this rule applies 
to short sale orders in the affected security for the remainder of the day as well as the follow-
ing day, allowing short sales to occur only where the price is above the current national  
best bid.345

The EU regulation makes only limited use of this technique: it anticipates the use by 
national regulators of circuit breakers as a temporary restriction in certain circumstances.346 
Where the price of a financial instrument on a trading venue has fallen significantly in value 
during a single trading day (in relation to the closing price on the previous trading day), 
the national regulator of the home Member State for that venue must consider whether it 
is appropriate to restrict or prohibit persons from engaging in short selling of the financial 
instrument on the trading venue in order to prevent the disorderly decline in the price 
of the financial instrument. These restrictions would be short-term (until the end of the 
next trading day).347 The regulation provides that a significant fall in value for this purpose 
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 348 Regulation (EU) No 236/2012, art 23(2).
 349 Regulation (EU) No 909/2014. When EU law ceases to apply see European Union (Withdrawal) Act 2018, s 3 
and The Central Securities Depositories (Amendment) (EU Exit) Regulations 2018 (SI 1320/2018).
 350 Regulation (EU) No 909/2014, art 2(1). When EU law ceases to apply see The Central Securities Depositories 
(Amendment) (EU Exit) Regulations 2018 (SI 1320/2018) reg 6(2).
 351 Ibid, art 7(2).
 352 Ibid, arts 7(3)–(8). In the US see eg SEC, Amendments to Regulation SHO, Release No 34-58572 ( September 
2008) and Release No 34-60388 (July 2009), which introduces a new rule designed to reduce the number of 
fails-to-deliver.
 353 Commission Delegated Regulation (EU) No 918/2012, art 24 sets out a non-exhaustive list of criteria and 
factors for determining when exceptional circumstances might be considered to arise.

would involve a fall of 10 per cent or more in the case of liquid shares. The measure can be 
extended for a further two trading days if there is a further significant fall in the value of the 
financial instrument.348

12.3.2.4. Rules Designed to Mitigate Settlement Risk

Settlement failure is a potentially serious matter: it can cause disruption to the orderly 
operation of the market in the securities concerned. However, a number of measures can 
be put in place to try to reduce the risk. First, the problem is caused in large part because 
of the need for settlement periods. Given the nature of securities, some kind of settlement 
period is necessary. However, keeping settlement periods to a minimum can be beneficial. 
Within the EU, rules relating to settlement discipline are now contained in the Regulation 
on Improving Securities Settlement and on Central Securities Depositaries.349 This regula-
tion, amongst other things, harmonises the timing and conduct of securities settlement 
throughout the EU. In particular, it aligns the settlement periods for transferable securities 
(broadly, shares and bonds) executed on trading venues across the EU to T+2.

In addition, penalties can be put in place for failure to settle, in order to provide incen-
tives for traders. Within the EU, for example, the central securities depositories (CSDs)350 
are required to establish procedures that provide for a penalty mechanism, including cash 
penalties that will be calculated on a daily basis.351 Obligations can also be placed on insti-
tutions operating securities market infrastructure to make good the failure. For instance, 
within the EU CSDs are required to ensure that there are adequate arrangements in place 
for the buy-in of securities where there is a settlement failure (or for cash compensation to 
be paid in the event of a buy-in proving impossible), with reimbursement from the seller.352

12.3.2.5. The Role of the Regulator

The proposals set out above regarding the de facto ban on naked short selling, disclosure 
rules and the rules regarding settlement risk are intended to operate at all times. However, 
one of the triggers for the European Commission’s original proposal in relation to short 
selling was the collapse of Lehman Brothers and its effect on banking stocks both nationally 
and globally. The Short Selling Regulation attempts to address the possibility of a repeat of 
this type of scenario by providing that in exceptional situations national financial regula-
tors have powers to impose a variety of temporary measures.353 In the UK, the securities 
regulator (the FCA) is provided with additional powers where there are adverse events or 
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 354 Regulation (EU) No 236/2012, art 18.
 355 Ibid, art 20.
 356 Ibid, art 24.
 357 Ibid, art 23. This is subject to time limits: art 23 restrictions must initially be imposed for not more than the 
trading day following the day on which the fall in price occurred and can only be extended for a further two days 
and only where a further significant fall has occurred: art 23(2)). In 2017, ESMA issued technical advice clarify-
ing the scope of art 23, as well as the procedure for national authorities to adopt under that article: ESMA, Final 
Report—Technical Advice on the evaluation of certain elements of the Short Selling Regulation, 21 December 2017, 
ESMA70-145-386, 77–78. In particular, ESMA proposed that ‘only the NCA of the most relevant market in terms 
of liquidity for the instrument can adopt a short-term ban that is effective in all Member States’ (ibid, 77) and that 
the scope of short-term bans under art 23 be extended to derivatives, and OTC trades (ibid, 77–78).
 358 Ibid. For illiquid shares and other financial instruments see Commission Delegated Regulated 918/2012.
 359 Ibid, art 26.
 360 Ibid, art 31.
 361 When EU law ceases to apply, see Short Selling (Amendment) (EU Exit) Regulations 2018 (SI 1321/2018), 
regs 11–13.

developments which constitute a serious threat to financial stability or to market confidence 
in relevant financial markets and the measure in question is necessary to address the threat 
and will not have a detrimental effect on the efficiency of such markets which is dispropor-
tionate to its benefits. The regulation contemplates that in such circumstances the national 
authority might, for example, impose additional disclosure obligations354 or impose tempo-
rary bans or conditions on all forms of short sales.355 These constraints can be imposed for 
an initial period of three months, extendable for three-month periods.356

In addition, the national authority can impose a circuit breaker as a temporary restric-
tion on short selling where there is a significant fall in price.357 The exercise of this power 
is not subject to the same qualifying condition as the exceptional powers mentioned in the 
previous paragraph. Where the price of a financial instrument on a trading venue has fallen 
significantly during a single trading day (in relation to the closing price on the previous 
trading day), the national authority responsible for that venue must consider whether it is 
appropriate to prohibit or restrict persons from engaging in short selling of the financial 
instrument on the trading venue in order to prevent a disorderly decline in the price of 
the financial instrument. The extent of the falls that trigger this provision are set out in the 
regulation and its accompanying administrative measures: for liquid shares it is a fall of 10 
per cent.358

The use by a national authority of these powers must be notified to ESMA under the 
Short Selling Regulation.359 ESMA is also given the power to conduct inquiries into specific 
issues or practices relating to short selling and to publish a report setting out its findings.360 
The Short Selling Regulation provides an important role for ESMA in these arrangements, 
which will continue to be relevant for as long as the UK remains a part of the EU or directly 
subject to EU Law.361

12.3.3. Summary

The regulation of short selling in the UK is a recent phenomenon. The justifications for 
regulating short selling need to be treated with some care. While short selling can be used 
to effect market abuse, the provisions discussed at 12.2 above should deal with these issues. 
The settlement risk concerns regarding short selling can be tackled by shortening settlement 
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periods and putting in place other practical measures to mitigate this risk. The concerns 
regarding short selling and market destabilisation do not appear to be supported by the 
empirical evidence, and thus the use of bans to tackle this issue should perhaps be a cause 
for concern. A consultation paper issued by ESMA in 2017 contains (preliminary) economic 
analysis carried out between 2013 and 2016 and reports that neither temporary short selling 
bans, nor their lifting, appears to significantly impact stock price returns; that while vola-
tility seems to decline when a ban is introduced, it continues to decline after such a ban is 
lifted, rendering the existence of causality unclear; and that the introduction (and lifting) of 
short selling bans does not have an impact on liquidity.362 These limited effects might be the 
product of the temporary nature of the bans, as well as of the traders’ ability to benefit from 
existing exceptions and from the use of derivatives to enter into short positions in the secu-
rities covered by those bans.363 Ultimately, these are still early days, and more data may be 
needed in order to assess the effectiveness of the Short Selling Regulation, particularly given 
that only two countries have to date initiated temporary short selling bans; the information 
available is bound to reflect the specifics of the few bans so far imposed.364

The reporting and disclosure requirements regarding short selling are potentially less 
problematic, particularly the reporting to regulators. Although this has a cost attached to 
it, it may be justified if it helps regulators to monitor abusive short selling. In a 2013 report 
ESMA concluded that the reporting and disclosure thresholds in relation to shares were 
appropriate, but it noted that there appeared to be a reluctance to disclose short selling 
to the public, lending some weight to at least one of the concerns raised at 12.3.2.2 above 
regarding public disclosure.365 In 2017, ESMA analysed the costs and benefits of changing 
the reporting and disclosure thresholds, but noted that ‘the current levels provide mean-
ingful information to both the regulators for supervisory purposes and the market for 
transparency purposes’.366

 362 ESMA, Consultation Paper on the evaluation of certain elements of the Short Selling Regulation, 7 July 2017, 
ESMA70-145-127, 28–29; ESMA, Final Report—Technical Advice on the evaluation of certain elements of the Short 
Selling Regulation, 21 December 2017, ESMA70-145-386. See also ESMA, Final Report: ESMA’s Technical Advice on 
the Evaluation of the Regulation (EU) 236/2012 of the European Parliament and of the Council on short selling and 
certain aspects of credit default swaps, 3 June 2013, ESMA/2013/614 which found, in relation to the first five months 
of the Short Selling Regulation being in force, that, as compared to a control group of US shares there was a slight 
decline in the volatility of EU shares, a decrease in bid-ask spreads, no significant impact on trading volumes, but a 
decrease in price discovery effectiveness. Further, while the effective ban on naked short selling was found to have 
reduced the incidence of settlement failure, the report also found that the securities lending market may have been 
adversely affected by the locate rule.
 363 ESMA, Consultation Paper on the evaluation of certain elements of the Short Selling Regulation, 7 July 2017, 
ESMA70-145-127, 28–29.
 364 ESMA, Consultation Paper on the evaluation of certain elements of the Short Selling Regulation, 7 July 2017, 
ESMA70-145-127, 29. In its 2019 Annual Work Programme, ESMA announced its intention to ‘revise and expand 
its previous Advice on the Short Selling Regulations: ESMA, 2019 Annual Work Programme, 26 September 2018, 
ESMA20-95-933.
 365 ESMA, Final Report: ESMA’s Technical Advice on the Evaluation of the Regulation (EU) 236/2012 of the 
European Parliament and of the Council on short selling and certain aspects of credit default swaps, 3 June 2013, 
ESMA/2013/614. ESMA found that in its assessment period (November 2012–February 2013) 74% of notifications 
were to national regulators and just 24% were to the public.
 366 ESMA, Consultation Paper on the evaluation of certain elements of the Short Selling Regulation, 7 July 2017, 
ESMA70-145-127, 42. Almost all national regulators agreed with this view, but ESMA is nonetheless conducting a 
quantitative analysis on these different thresholds.
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12.4. Algorithmic and High Frequency Trading

Algorithmic trading is trading in financial instruments where a computer algorithm 
automatically determines individual parameters of orders, with limited or no human 
intervention;367 high frequency trading (HFT), which forms just a subset of algorithmic 
trading,368 involves, in addition, the use of sophisticated infrastructure and technological 
tools to trade securities faster, using trading strategies carried out by computers to move in 
and out of positions in seconds or fractions of a second.369 While both algorithmic trading 
and HFT are currently regulated in the UK (and in the EU), it is HFT that has attracted the 
most attention in recent years.

HFT has occurred for more than a decade, but whereas at the turn of the twenty-first 
century HFT trades had an execution time of several seconds, by 2010 this had decreased to 
milli- and even micro-seconds. It is usually carried out by specialist dealers, and generally 
involves particular trading strategies, for example directional trading, arbitrage or market 
making.370 The volume of HFT has grown in recent years,371 as have regulatory concerns 
about the use of this type of trading.372

As with the some of the other issues discussed in this chapter, some debate arises as 
to whether algorithmic trading, and especially HFT is beneficial or harmful to the finan-
cial markets.373 In relation to market efficiency, HFT, in particular, can provide benefits to 
the market in the form of deeper liquidity, narrower spreads and better price discovery.374 

 367 A definition of ‘algorithmic trading’ under EU Law can be found in MiFID II, art 4(1)(39). Note that under 
EU Law ‘the use of algorithms in post-trade processing of executed transactions does not constitute algorithmic 
trading’: ‘MiFID II’, recital 59 and art 4(1)(39). For a more detailed description of what constitutes ‘algorithmic 
trading’ under MiFID II see also Commission Delegated Regulation (EU) 2017/565 of 25 April 2016 supplement-
ing Directive 2014/65/EU of the European Parliament and of the Council as regards organisational requirements 
and operating conditions for investment firms and defined terms for the purposes of that Directive, art 18.
 368 For discussion of algorithmic trading generally see Foresight, The Future of Computer Trading in Financial 
Markets: Final Project Report (2012) (a UK government-sponsored study).
 369 See eg AJ Menkveld, ‘High Frequency Trading and the New Market Makers’ (2013) 16(4) Journal of Financial 
Markets 612; T Chordia, A Goyal, BN Lehmann and G Saar, ‘High-Frequency Trading’ (2013) 16(4) Journal of 
Financial Markets 637. A definition of HFT (or ‘high-frequency algorithmic trading technique’) under EU Law can 
be found in MiFID II, art 4(1)(40). For a more detailed description of what constitutes ‘high-frequency algorithmic 
trading technique’ under MiFID II see also Commission Delegated Regulation (EU) 2017/565, art 19.
 370 See eg B Hagströmer and L Nordén, ‘The Diversity of High Frequency Traders’ (2013) 16(4) Journal of Finan-
cial Markets 741 and MB Fox, R Glosten and G Rauterberg, ‘High-Frequency Trading and the New Stock Market: 
Sense And Nonsense’ (2017) 29(4) Journal of Applied Corporate Finance 30.
 371 The estimates vary. It has been estimated that as of 2009, HFT accounted for 60–73% of all US equity trading 
volume, with that number falling to approximately 50% in 2012: ‘Times Topics: High-Frequency Trading’, New 
York Times, 20 December 2012. The FSA estimated that it accounted for 30–50% of trading: FSA, The FSA’s Markets 
Regulatory Agenda (2010), 18, whereas ESMA reported that HFT accounted for 40–70% of total equity trading 
volume in Q4 of 2010 in the EU equity market: ESMA, HFT Consultation, ESMA/2011/224, 49. A 2014 ESMA 
report estimated that HFT represents 24–43% of all value traded, 30–49% of all trades and 58–76% of all orders 
placed within the EU. The intervals in these estimates are a result of the use of different measures for HFT activity: 
ESMA, High-Frequency Trading Activity in EU Equity Markets, ESMA Economic Report No 1, 2014.
 372 See IOSCO, Report on Regulatory Issues Raised by the Impact of Technological Changes in Market Integrity and 
Efficiency (2011).
 373 For a recent survey of the existing literature on the matter, see AJ Menkveld, ‘The Economics of High-
Frequency Trading: Taking Stock’ (2016) 8 Annual Review of Financial Economics 1.
 374 See eg T Hendershott, C Jones and A Menkveld, ‘Does Algorithmic Trading Improve Liquidity?’ (2011) 66 
Journal of Finance 1; J Brogaard, T Hendershott and R Riordan, ‘High-Frequency Trading and Price Discovery’ 
(2014) 27 Review of Financial Studies 2267. A report commissioned by the UK Government identified four benefits 
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However, these liquidity benefits have sometimes been doubted, as HFT often leads to a 
decrease in trade order size rather than new liquidity, and can lead to other liquidity provid-
ers leaving the market;375 similarly, high frequency traders have also been found to drive 
away informed traders from the market by preying on large informed orders (‘electronic 
front-running’) and potentially delaying price discovery.376 Risks can also be generated by 
HFT. This was illustrated by the ‘Flash Crash’ on US trading venues on 6 May 2010, in which 
the Dow Jones Industrial Average plunged about 1,000 points (about 9 per cent) within 
minutes, only to recover a large part of the loss. It was the biggest one-day point decline on 
an intraday basis in the history of the Dow Jones Industrial Average. During a 20-minute 
period, over 20,000 trades, across more than 300 securities, were executed at prices which 
were 60  per  cent away from their prices at the start of the period. A joint report of the 
SEC and the Commodities and Future Trading Commission (CFTC) highlighted the role of 
algorithmic trading in this event.377 While the effect was in one sense limited (the market 
was restored to normality within minutes), nevertheless this event raised concerns about 
HFT—in particular its effect on those investors not employing HFT, who are unable to 
respond with sufficient speed when market prices change rapidly in these situations, which 
might create an unlevel playing field. Ultimately, the events of 6 May 2010—and the role 
of high frequency traders in them—are still being debated.378 Other risks associated with 
HFT include concerns about the effect on markets should HFT traders withdraw in volatile 
market conditions, leading to a rapid reduction in liquidity, and the growth in ‘dark’ OTC 
equity trading.379 The empirical evidence on the advantages and disadvantages of HFT on 
market efficiency is not clear cut.380

While receiving less academic and regulatory attention than HFT, algorithmic trading 
can also pose important risks arising from the programming, operation and interconnect-
edness of computer-based systems. Any algorithmic trading strategy relies on computer 
capability, as well as on information and communication technologies: when these systems 
are disrupted, or when algorithms behave in unexpected ways, the potential for disorderly 
markets is significant, particularly to the extent that algorithmic trading is also a vehicle for 
the interconnection of increasingly fragmented markets and can, as such, also work as a 
vehicle for the propagation of system failure.381

of HFT: liquidity, reduced volatility, price discovery and reduced transaction costs (see Foresight, The Future of 
Computer Trading in Financial Markets: Final Project Report (2012)).

 375 G Hertig, ‘MiFID and the Return to Concentration Rules’ in S Grundmann, B Haar, H Merkt, P Mülbert and 
M Wellenhofer (eds), Festshrift für Klaus Hopt zum 70 (Berlin, Walter de Gruyter, 2010).
 376 Y Yadav, ‘How Algorithmic Trading Undermines Efficiency in Capital Markets’ (2015) 68 Vanderbilt Law 
Review 1607 and T Foucault, ‘Data Abundance and Asset Price Informativeness’ (2018) 130(2) Journal of Financial 
Economics 367.
 377 SEC and CFTC, Findings regarding the Market Events of May 6 2010 (2010).
 378 See eg A Kirileko, AS Kyle, M Samadi and T Tuzun, ‘The Flash Crash: High‐Frequency Trading in an Elec-
tronic Market’ (2017) 72(3) The Journal of Finance 967; MB Fox, LR Glosten and GV Rauterberg, The New Stock 
Market—Law, Economics and Policy (New York, Columbia University Press, 2019) ch 4.
 379 See London Economics, Understanding the Impact of MiFID in the Context of Global and National Regulatory 
Innovation (2010).
 380 See eg Foresight, The Future of Computer Trading in Financial Markets: Final Project Report (2012); E Benos and 
S Sagarde, ‘High-Frequency Trading Behaviour and its Impact on Market Quality: Evidence from the UK Equity 
Market’ Bank of England Working Paper No 249 (2013), http://ssrn.com/abstract=2184302 and AJ Menkveld, ‘The 
Economics of High-Frequency Trading: Taking Stock’ (2016) 8 Annual Review of Financial Economics 1.
 381 Y Yadav, ‘Algorithmic Trading and Market Regulation’ in W Mattli (ed), Global Algorithmic Capital Markets 
(Oxford, Oxford University Press, 2019).
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This is a new area of regulatory concern, and, so far, the UK’s regulatory response has 
been largely tied to that of the EU. Within the EU, algorithmic and high frequency trading 
are regulated under the 2014 Markets in Financial Instruments Directive (MiFID II),382 
which the UK implemented, in particular, through the Financial Services and Markets Act 
2000 (Markets in Financial Instruments) Regulations 2017 and through amendments made 
to the FCA Market Conduct Sourcebook.383

MiFID II and its implementing measures provide a legislative regime to deal with algo-
rithmic and high frequency trading. At the core of this regime are a set of requirements 
which impose operational obligations on the firms that engage in algorithmic trading.384 
A subset of these rules then applies specifically to those firms that engage in high frequency 
algorithmic trading; notably, proprietary traders that apply a high frequency algorithmic 
trading technique no longer benefit from the exemption generally granted to ‘persons deal-
ing on own account’ under article 2 of MiFID II.385 The operational rules applicable to 
algorithmic traders include a requirement for firms to have in place effective systems and 
risk controls to ensure that their trading systems are resilient and have sufficient capacity, 
are subject to appropriate trading thresholds and limits, prevent the sending of erroneous 
orders, and prevent their systems otherwise operating in a way that may create or contrib-
ute to a disorderly market.386 Firms are required to have arrangements in place to ensure 
that their trading systems cannot be used for a purpose contrary to the EU market abuse 
regime. Firms must also have effective arrangements in place to deal with trading system 
failures; for that purpose, these systems must be adequately tested and monitored.387 The 
organisational requirements applicable to investment firms engaging in algorithmic and 
high frequency trading are further detailed in implementing legislation.388

In addition, MiFID II imposes disclosure obligations on firms: they must notify their 
home regulator, and the regulator of the trading venue at which the investment firms is 
engaged in trading, of the fact that they are engaging in algorithmic trading, and the home 
regulator may require the firm to disclose details of its algorithmic trading practices.389 
Where a firm specifically engages in high frequency algorithmic trading it must also store, 
in an approved form, accurate and time-sequenced records of all its placed orders and make 
these available to the regulator on request.390 Additional conditions are also imposed on the 

 382 See Directive 2014/65/EU on markets in financial instruments and amending Directive 2002/92/EC and 
Directive 2011/61/EU (MiFID II).
 383 When EU law ceases to apply, see The Financial Services and Markets Act 2000 (Amendment) (EU Exit)  
Regulations 2019 (SI 2019/632).
 384 MiFID II, art 17.
 385 Ibid, art 2(1)(d)(iii) and (j).
 386 Ibid, art 17(1).
 387 Ibid.
 388 Commission Delegated Regulation (EU) 2017/565 and Commission Delegated Regulation (EU) 2017/589 of 
19 July 2016 supplementing Directive 2014/65/EU of the European Parliament and of the Council with regard to 
regulatory technical standards specifying the organisational requirements of investment firms engaged in algorith-
mic trading. Commission Delegated Regulation (EU) 2017/589, requires investment firms engaged in algorithmic 
trading to have, for instance, mechanisms in place to cancel immediately any unexecuted orders submitted to any 
trading venues to which the firm is connected (‘kill functionality’) (art 12), as well as arrangements capable of 
dealing with disruptive incidents (‘business continuity arrangements’) (art 15). Specifically at UK level, investment 
firms engaged in algorithmic trading are subject to the requirements in the Code of Market Conduct, MAR 7A.
 389 MiFID II, art 17(2). These must then be disclosed to the regulator of the trading venue at which the firm is 
engaged in algorithmic trading, at the request of that regulator.
 390 Ibid.
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firm where it engages in algorithmic trading as part of a market-making strategy,391 so as 
to ensure that the firm continues to provide liquidity on a regular and predictable basis to 
the market; in particular, an investment firm that engages in algorithmic trading as part of a 
market-making strategy is required to carry out this market making continuously during a 
specified proportion of the trading venue’s trading hours (except under exceptional circum-
stances), to enter into a binding written agreement392 with the trading venue specifying its 
market-making obligations and to have in place effective systems and controls to ensure 
its ability to fulfil such obligations.393 The requirements applicable to these market-making 
agreements in the UK are further specified in the FCA Handbook.394

Finally, the EU’s algorithmic and high frequency trading regime can be said to extend to 
those who, while not necessarily algorithmic or high frequency traders themselves, facili-
tate or host algorithmic or high frequency trading. Firstly, investment firms that provide 
direct electronic access—ie, members, participants or clients of a trading venue that enter 
into arrangements with other firms whereby they allow them to use their trading code to 
electronically transmit their orders to that trading venue395—are required to have in place 
systems and controls ensuring a proper assessment of the suitability of their clients (often 
algorithmic and high frequency traders), preventing them from exceeding adequate pre-set 
trading and credit thresholds, monitoring their trading activity and preventing them from 
creating certain risks.396 Direct electronic access providers are further required to keep a 
record of these arrangements and to notify the regulator and the trading venues to which 
they provide electronic access of their activities; the regulator can, in turn, require such 
firms to provide a description of the systems and controls that they have in place under 
MiFID II, as well as evidence that they are actually in place—and such information can be 
transmitted to the relevant trading venues upon request.397 The requirements applicable to 
direct electronic access providers under MiFID II are further complemented by additional 
EU level provisions398 and, at UK level, by the provisions in the FCA Handbook.399

Secondly, operators of trading venues are also subject to organisational and trad-
ing requirements meant to ensure their resilience in an increasingly automated trading 

 391 A firm is considered to be pursuing a market making strategy for this purpose when ‘its strategy, when dealing 
on own account, involves posting firm, simultaneous two-way quotes of comparable size and at competitive prices 
relating to one or more financial instruments on a single trading venue or across different trading venues’ with the 
result of providing liquidity on a regular and frequent basis to the overall market: MiFID II, art 17(4).
 392 See also MiFID II, art 48(2)–(3) and Commission Delegated Regulation (EU) 2017/578 of 13 June 2016 supple-
menting Directive 2014/65/EU of the European Parliament and of the Council on markets in financial instruments 
with regard to regulatory technical standards specifying the requirements on market making agreements and 
schemes for further details on the content of these market making arrangements (art 2) and for a description of the 
exceptional circumstances where algorithmic traders engaged in market making can stop providing liquidity on a 
regular and predictable basis to the market (art 3).
 393 MiFID II, arts 17(3) and 48(2)–(3). See, in regard to the London Stock Exchange, LSE, Rules of the London 
Stock Exchange—Rule Book, 18 June 2018, Rules 4400–4412.
 394 See Code of Market Conduct, MAR 7A.3.4–7A.3.5.
 395 MiFID II, art 4(1)(41). Direct electronic access can be sub-divided into two categories: ‘direct market access’ 
whereby any orders placed by the client of the direct electronic access provider go through the provider’s infrastruc-
ture (and are automatically transmitted onwards to the trading venue) and ‘sponsored access’ whereby the client of 
the direct electronic access provider can transmit orders electronically and directly to a specified trading platform 
under the provider’s trading ID without the orders first being routed through the provider’s infrastructure.
 396 Ibid, art 17(4).
 397 Ibid, art 17(5).
 398 Commission Delegated Regulation (EU) 2017/589, arts 19–23.
 399 FCA Handbook, Code of Market Conduct, MAR 7A.4.
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 environment.400 In particular, trading venues under MiFID II401 are now required to have 
in place the necessary arrangements to require investment firms to test their algorithms, as 
well as to provide environments that facilitate such testing, ultimately ensuring that algo-
rithmic trading systems cannot create or contribute to disorderly trading conditions, and 
that any disorderly trading created can be properly managed. In particular, trading venues 
should have in place systems that limit the ratio of unexecuted orders to transactions,402 
as well as mechanisms for slowing down the flow of orders when there is a risk of system 
capacity being reached,403 and arrangements that limit the minimum tick size that can be 
executed on the market.404 Trading venues must also have in place effective arrangements 
to reject orders that exceed pre-determined thresholds or are clearly erroneous,405 as well 
as mechanisms that allow them to temporarily halt or constrain trading in exceptional 
circumstances.406

Additional rules apply to certain mechanisms that can be used to facilitate or boost 
algorithmic trading, in particular direct electronic access, co-location services and fee 
structures.407 Finally, trading venues are required to develop mechanisms that flag algorith-
mic trading orders and that identify algorithms and algorithmic traders; such data should 
be made available to the regulator upon request, along with any other data relating to the 
venue’s order book.408 In order to facilitate the reporting and monitoring of algorithmic 
trading activity, trading venues and their members or participants are required to synchro-
nise the business clocks used to record the date and time of reportable events.409

The organisational requirements applicable to trading venues that host algorithmic  
trading are further complemented by the regulatory technical standards.410 These include, 
in particular, rules regarding governance and staffing arrangements411 and a variety of 
provisions regarding the capacity and resilience of trading venues,412 such as, for instance, 

 400 MiFID II, art 48 (1).
 401 These include not just regulated markets but also, in regard to the requirements in arts 48–49 of MiFID II, 
MTFs and OTFs: MiFID II, art 18(5).
 402 Ibid, arts 48(6) and Commission Delegated Regulation (EU) 2017/566 of 18 May 2016 supplementing 
 Directive 2014/65/EU of the European Parliament and of the Council on markets in financial instruments with 
regard to regulatory technical standards for the ratio of unexecuted orders to transactions in order to prevent 
disorderly trading conditions.
 403 MiFID II, art 48 (5).
 404 Ibid, art 48(6), art 49 and Commission Delegated Regulation (EU) 2017/588 of 14 July 2016 supplementing 
Directive 2014/65/EU of the European Parliament and of the Council with regard to regulatory technical standards 
on the tick size regime for shares, depositary receipts and exchange-traded funds.
 405 Ibid, art 48(4).
 406 Ibid, art 48(5) and Commission Delegated Regulation (EU) 2017/570 of 26 May 2016 supplementing  
Directive 2014/65/EU of the European Parliament and of the Council on markets in financial instruments with 
regard to regulatory technical standards for the determination of a material market in terms of liquidity in relation 
to notifications of a temporary halt in trading.
 407 Ibid, art 48(7)–(9). At UK level, see Code of Market Conduct, MAR 5.3A.10–5.3A.11.
 408 Ibid, art 48(10)–(11).
 409 Ibid, art 50 and Commission Delegated Regulation (EU) 2017/574 of 7 June 2016 supplementing  
Directive 2014/65/EU of the European Parliament and of the Council with regard to regulatory technical standards 
for the level of accuracy of business clocks.
 410 Commission Delegated Regulation (EU) 2017/584 of 14 July 2016 supplementing Directive 2014/65/EU of the 
European Parliament and of the Council with regard to regulatory technical standards specifying organisational 
requirements of trading venues.
 411 Commission Delegated Regulation (EU) 2017/584, arts 3–6.
 412 Ibid, arts 7–23.
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the requirement to have in place business continuity arrangements to address disruptive 
incidents.413

Ultimately, this is a new and largely untested regime, and its impact remains to be seen. 
In 2018, the FCA and the Prudential Regulation Authority both published reports reviewing 
firms’ algorithmic trading activity ahead of the implementation of MiFID II, highlighting 
both good and poor practices and making recommendations.414 The FCA, in particular, 
found that while firms seemed to have ‘taken steps to reduce risks inherent to algorithmic 
trading’, further improvement was needed when it came to identifying algorithmic trad-
ing, demonstrating adequate algorithm development and testing procedures, implementing 
appropriate governance frameworks and identifying and reducing the potential for algo-
rithmic trading-related market abuse.415

The regulatory regime applicable to algorithmic and high frequency trading within 
the EU also extends beyond the MiFID II provisions. For example, the new market abuse 
regime includes examples of when algorithmic and high frequency trading will amount to 
market manipulation.416

12.5. Conclusion

This chapter has examined the regulation of various instances of perceived market miscon-
duct: market abuse (comprising insider dealing and market manipulation), short selling, 
and algorithmic and high frequency trading. The predominant justification for regulating 
these forms of conduct is the same: to make the markets operate more efficiently. There is 
some debate as to whether regulation of these activities is appropriate and necessary, or 
indeed whether leaving some of these forms of conduct unregulated can be beneficial to 
market efficiency. These are undoubtedly controversial issues. The effect of these provisions, 
particularly the regulations regarding algorithmic and high frequency trading, still remains 
to be seen.

 413 Ibid, arts 15–17. At UK level, the Code of Market Conduct, MAR 5.3A and MAR 5A.5 apply to multilateral 
trading facilities and organised trading facilities, respectively.
 414 FCA, Algorithmic Trading Compliance in Wholesale Markets, February 2018, PRA, Algorithmic trading, Policy 
Statement PS12/18, June 2018 and PRA, Algorithmic trading, Supervisory Statement SS5/18, June 2018.
 415 FCA, Algorithmic Trading Compliance in Wholesale Markets, February 2018, 4.
 416 See 12.2.2.3.2. These examples are further detailed in Annex II of Commission Delegated Regulation (EU) 
2016/522 which lists common manipulative practices associated with algorithmic and high frequency trading such 
as spoofing, quote stuffing and momentum ignition.



 1 As in earlier chapters, the term ‘lenders’ encompasses all those who consciously extend finance to a company, 
including holders of debt securities, and ‘loans’ encompasses all finance extended. Where loan finance in particular 
is considered, this is made clear by the context.
 2 See 3.2.2.1 for a discussion of who these are.
 3 See 7.6.2.3.
 4 See 3.3.2.
 5 See chapter 5.
 6 Note as well that the collapse of financial institutions may affect those who finance them, which, in the case 
of commercial banks, will include consumers who deposit money with the bank. Depositors can be protected by 
deposit insurance, such as the Financial Services Compensation Scheme established by FSMA 2000, ss 212–24A.
 7 See 2.3.1.4.
 8 For more detail see Moloney: EU Regulation.

13
Regulation of Debt

13.1. Introduction

So far we have considered how those who lend to companies1 can protect themselves against 
credit and other risks through private adjustment. This can involve obtaining contractual 
and proprietary rights against the borrower or against third parties, as well as pricing the 
debt to reflect the risks. It can also involve a decision not to lend (or not to increase a loan) 
because the risks are too great. Although there are some non-adjusting creditors,2 most 
creditors are able to adjust in some way. Should, then, the general law provide any protec-
tion for creditors? This issue has already been considered in certain contexts. Insolvency 
law provides limited specific protection for non-adjusting creditors,3 and provides some 
protection for all unsecured creditors, by seeking to preserve the assets for pari passu distri-
bution.4 The legal capital rules seek to protect creditors, particularly those who cannot 
adjust, although their efficacy may be questioned.5 This chapter considers the extent to 
which those lending to companies are protected by regulation, and the rationale behind the 
various kinds of regulatory protection.

Regulation can take a number of forms and can be directed at protection against differ-
ent types of risk. The risk of collapse of a financial institution is a significant risk both for 
other financial institutions (who will be counterparties to transactions) and for borrowers 
(who may be counterparties, but who will also suffer from the lack of availability of credit, 
particularly if there is a ‘knock-on’ effect on other financial institutions).6 This risk is, at 
least in part, addressed by the capital adequacy requirements, which are briefly described in 
chapter two,7 as well as by requiring such institutions to be authorised and supervised by the 
FCA, and other more specific means. The regulation of financial institutions is outside the 
scope of this book, and is not discussed here in detail.8 What is addressed is the regulatory 
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 9 These risks are discussed at 3.2.2.2.
 10 See 12.2. This issue is discussed in the market abuse sections below (13.4.1 and 13.4.2).
 11 Such as the regulation of short selling (13.4.3) and, to some extent, the regulation of credit rating agencies 
(13.7).
 12 The regulation of peer-to-peer lending (13.8).
 13 This term includes actual loans (whether term loans or revolving facilities) and types of asset-based finance, 
such as receivables financing, asset-based lending or asset finance, all of which are discussed in chapter 2.
 14 FSMA, s 19. See further 13.1.2.
 15 The reference to ‘claims management activity’ was inserted by the Financial Guidance and Claims Act 2018,  
s 27(1), (3)(a)(ii).
 16 Ibid, s 21.
 17 Ibid, s 85.
 18 Markets in Financial Instruments Directive II (2014/65/EU), art 4(1)(44).
 19 FSMA, Sch 2, Part II, para 12; FSMA (Regulated Activities) Order 2001 (SI 2001/544) art 77; FSMA (Financial 
Promotion) Order 2005 (SI 2005/1529) Sch 1 Part II para 15.

response to the specific risks that lenders run in relation to loans made to corporate 
borrowers,9 the most important of which is credit risk, that is, risk of non-payment. Many of 
those ‘loans’ are made by investors who purchase debt securities, some of which are traded 
on markets. In addition to credit risk, the holders of these debt securities run another risk: 
that the market is inefficient so that the price they pay for the securities in the secondary 
market is ‘wrong’. This risk is also run by the holders of equity securities, as discussed in 
chapter twelve. The regulatory response to this risk in relation to debt securities is very 
similar to that which applies in the equity markets.10

This chapter also includes discussion of recent regulatory responses to market devel-
opments, which purport either to address market risk11 or credit risk.12 Other recent 
regulatory responses are discussed elsewhere in this book: the regulation of credit default 
swaps is discussed at 6.4.3.4 and the regulation of securitisation is discussed briefly at 9.3.3.

13.1.1. General Scope of Regulation

There is discussion of the detailed scope of regulation later in the chapter, particularly the 
disclosure requirements. This section will discuss the basic division in the debt market 
between debt securities and loans.13 Broadly speaking, the former are subject to a regula-
tory regime and the latter are not. The reasons for this distinction, particularly in relation to 
the disclosure regime, are explored below.

The regulatory structure is set out in the Financial Markets and Services Act 2000 (FSMA), 
which prohibits regulated activities without authorisation or exemption (‘the authorisation 
regime’).14 There are restrictions on financial promotion, which apply to ‘investment activity’ 
or to ‘claims management activity’15 (‘the financial promotion regime’).16 The disclosure 
requirements discussed below (‘the disclosure regime’) are more limited: they apply only 
to ‘transferable securities’,17 which, subject to exemptions, are those which fall within the 
definition in MiFID II.18 This definition comprises shares and bonds, plus hybrids, and 
clearly does not apply to loans. However, the scope of both ‘regulated activities’ and ‘invest-
ment activity’ include a category of ‘instruments creating or acknowledging indebtedness’, 
which, together with a list of instruments usually thought of as securities, includes the term 
‘debentures’.19
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 20 See eg Edmonds v Blaina Furnaces Company (1887) 36 Ch D 215, 218; Levy v Abercorris Slate and Slab Co 
(1887) 37 Ch D 260, 263; Lemon v Austin Friars Investment Trust Ltd [1926] Ch 1, 12–13, 17; Knightsbridge Estates 
Trust, Limited v Byrne [1940] AC 613.
 21 There is a definition in s 738 Companies Act 2006, for the purposes of that statute, which provides that the 
term includes ‘debenture stock, bonds and any other securities of a company, whether or not constituting a charge 
on the assets of the company’.
 22 See eg FSMA, s 112(14) (applicable in the context of control of business transfers) noting that the term ‘deben-
tures’ has the same meaning as in s 738 of the Companies Act 2006.
 23 Those who have argued that it does include A Berg, ‘Syndicated Loans and the FCA’ [1991] International 
Financial Law Review 27, who relies on a dictum of Lloyd J in Slavenburg’s Bank NV v Intercontinental Natural 
Resources Ltd [1980] 1 All ER 955, 976; the contrary view has been taken by R Tennekoon, The Law and Regulation 
of International Finance (London, Butterworths, 1991) 124–27, Hughes: Banking, 2.2; and Mugasha: Multi-Bank 
Financing, 11.51, who argue that since the making of the loan gives rise to the debt rather than the agreement, 
which may precede the loan by some time, the loan agreement is not an instrument which creates or acknowledges 
indebtedness.
 24 Fons HF (In Liquidation) v Corporal Ltd [2014] EWCA Civ 304.
 25 Ibid, [36].
 26 Levy v Abercorris Slate and Slab Co (1887) 37 Ch D 260, 263.
 27 For discussion of such lenders, see 2.3.1.1. Banks are, of course, subject to the authorisation regime as accept-
ers of deposits: see 13.5 below.
 28 See letter of the City of London Law Society to HM Treasury dated 4 June 2014, www.citysolicitors. org.uk/
attachments/article/106/20140604%20Letter%20re%20implications%20of%20decision%20in%20matter%20of% 
20Fons%20HF%20(in%20liquidation)%20v%20Corporal%20Limited%20and%20Pillar%20Securitisation%20S%
20a%20r%20l%20(final).pdf.

There has been doubt as to the meaning of the term ‘debenture’ for many years.20 It has 
been used in a number of statutes but has never been definitively defined.21 There is no 
definition of ‘debenture’ in FSMA22 or any of the statutory instruments issued under it, and 
there has been considerable academic disagreement as to whether a loan agreement falls 
within the term.23

The Court of Appeal has considered the meaning of the term while construing a charge 
over ‘shares’ in a company, which were defined as including ‘debentures’ in that company 
owned by the chargor.24 The court came to the conclusion that the rights of lenders under 
a shareholder loan agreement fell within the definition and were therefore charged. Having 
considered the authorities, Patten LJ held that ‘the term [debenture] can apply to any docu-
ment which creates or acknowledges a debt; it does not have to include some form of charge; 
and can be a single instrument rather than one in a series’.25 He therefore held that the share-
holder loans could, in theory, be debentures, and moreover that, on a proper construction of 
the charge document, they did fall into within the term, which was not limited by its being 
included in a list with ‘other securities’. Gloster LJ overtly endorsed the view of Chitty J that 
a ‘debenture means a document which either creates a debt or acknowledges it, and any 
document which fulfils either of these conditions is a debenture’,26 and dismissed as unduly 
technical Tennekoon’s approach, namely that there is no debt until the advance is drawn 
down and therefore there is no instrument acknowledging indebtedness.

This decision, while made in the context of the interpretation of a particular agreement, 
caused consternation in the loan markets. If the Court of Appeal’s interpretation of the 
word ‘debenture’ were applied to the statutory provisions as to the scope of authorisation 
regime, this could mean that non-bank lenders,27 who are not at present authorised, would 
be required to be authorised, and this could have a chilling effect on the shadow bank-
ing market.28 Further, lenders would be subject to the financial promotion regime, though 

http://www.citysolicitors.org.uk/attachments/article/106/20140604%20Letter%20re%20implications%20of%20decision%20in%20matter%20of%20Fons%20HF%20(in%20liquidation)%20v%20Corporal%20Limited%20and%20Pillar%20Securitisation%20S%20a%20r%20l%20(final).pdf
http://www.citysolicitors.org.uk/attachments/article/106/20140604%20Letter%20re%20implications%20of%20decision%20in%20matter%20of%20Fons%20HF%20(in%20liquidation)%20v%20Corporal%20Limited%20and%20Pillar%20Securitisation%20S%20a%20r%20l%20(final).pdf
http://www.citysolicitors.org.uk/attachments/article/106/20140604%20Letter%20re%20implications%20of%20decision%20in%20matter%20of%20Fons%20HF%20(in%20liquidation)%20v%20Corporal%20Limited%20and%20Pillar%20Securitisation%20S%20a%20r%20l%20(final).pdf
http://www.citysolicitors.org.uk/attachments/article/106/20140604%20Letter%20re%20implications%20of%20decision%20in%20matter%20of%20Fons%20HF%20(in%20liquidation)%20v%20Corporal%20Limited%20and%20Pillar%20Securitisation%20S%20a%20r%20l%20(final).pdf
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 29 See 13.2.6 below.
 30 H Tijo, ‘The Unchanging Debenture’ (2014) 73 Cambridge Law Journal 503.
 31 Regulated Activities Order, art 17. See J Roberts, ‘Loans as Debentures’ [2014] Journal of International Banking 
and Financial Law 431, who opines that it is unfortunate that this point was not taken in the Fons case.
 32 See <www.citysolicitors.org.uk/attachments/article/121/20140820%20Letter%20from%20FCA%20regarding 
%20implications%20of%20decision%20in%20matter%20of%20Fons%20HF%20(in%20liquidation)%20v%20Cor
poral%20Limited%20and%20Pillar%20Securitisation%20S%20a%20r%20l.pdf>.
 33 See E de Fontenay, ‘Do the Securities Laws Matter? The Rise of the Leveraged Loan Market’ (2014) 39 Journal 
of Corporation Law 725. The arguments relating to financial promotion and disclosure generally are discussed later 
in this chapter.
 34 The authorisation regime administered by the FCA is complex, as is the relevant legislation. For good and 
concise accounts, see Benjamin: Financial Law 10.2 and I MacNeil, An Introduction to the Law on Financial Invest-
ment, 2nd edn (Oxford, Hart Publishing, 2012).
 35 FSMA, s 19; Regulated Activities Order, art 5. There is further protection for small-scale investors and consum-
ers under the Financial Services Compensation Scheme, mentioned earlier.
 36 See 13.5.
 37 See 11.5.
 38 Regulated Activities Order, art 53.
 39 Ibid, art 25. But note that the issue by a company of its own securities is not included: arts 18 and 34.

it is likely that most could take steps to avoid having to comply with the more onerous 
provisions.29

However, the concern, while understandable in terms of an increase in uncertainty, is 
probably misplaced. The case itself was clearly focused on the interpretation of a particular 
document, and the wider regulatory ramifications were not put to the court at all. There is 
a strong argument that the meaning of a word such as ‘debentures’ should be contextual: 
it has already been interpreted in a number of different ways in different contexts, and is 
clearly used in the regulatory statutes to mean an instrument akin to a security.30 There is 
some statutory recognition of this in the exemption of acceptance of ‘an instrument creat-
ing or acknowledging indebtedness in respect of any loan’ from the definition of ‘regulated 
activity’.31 The FCA, in reply to letters from the Loan Market Association, has confirmed 
that the Fons decision does not, in its view, change the regulatory perimeters.32 Of course, 
such a view is only indicative and is not, ultimately, binding on the courts, but there are 
complex policy reasons behind the difference in treatment of loans and securities,33 and it 
would be very unsatisfactory were a change to this balance to be effected by a case in which 
the regulatory position was not even discussed.

13.1.2. Methods of Regulation

There are a number of ways in which those providing finance can be protected against credit 
risk through regulation. One is by requiring authorisation by the FCA for those involved in 
the transaction and by requiring authorised persons to comply with the detailed principles 
set out in the FCA Handbook.34 Thus, for example, those lending to banks by depositing 
money are protected by requiring banks to be authorised before they can accept deposits, 
which is a regulated activity.35 This technique is rarely used in the context of corporate 
finance. The very limited extent to which a corporate borrower might be required to be 
authorised as accepting deposits is discussed below.36 However, as with equity securities,37 
those who act as intermediaries in relation to issues of debt securities carry on regulated 
activities, for example by advising on investments,38 arranging deals in investments39 or 

http://www.citysolicitors.org.uk/attachments/article/121/20140820%20Letter%20from%20FCA%20regarding%20implications%20of%20decision%20in%20matter%20of%20Fons%20HF%20(in%20liquidation)%20v%20Corporal%20Limited%20and%20Pillar%20Securitisation%20S%20a%20r%20l.pdf
http://www.citysolicitors.org.uk/attachments/article/121/20140820%20Letter%20from%20FCA%20regarding%20implications%20of%20decision%20in%20matter%20of%20Fons%20HF%20(in%20liquidation)%20v%20Corporal%20Limited%20and%20Pillar%20Securitisation%20S%20a%20r%20l.pdf
http://www.citysolicitors.org.uk/attachments/article/121/20140820%20Letter%20from%20FCA%20regarding%20implications%20of%20decision%20in%20matter%20of%20Fons%20HF%20(in%20liquidation)%20v%20Corporal%20Limited%20and%20Pillar%20Securitisation%20S%20a%20r%20l.pdf
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 41 Benjamin: Financial Law, 10.28.
 42 See, for example, Part XI FSMA for the investigatory powers of the FCA, ss 55H and 55J FSMA for the power 
of the FCA to revoke authorisation (at the request of an authorised person, or on its own initiative, respectively), 
and Sch 6 FSMA for the ‘threshold conditions’ for authorisation.
 43 Companies Act 2006, s 755, discussed below.
 44 See 10.4.3.2.
 45 See 13.2.2.1.
 46 See 10.4.3.1 for a discussion of this, which is a rather limited example of trusteeship.
 47 See 7.3.4.
 48 These are regulated by art 52(4) of EC Directive 2009/65 on undertakings for collective investment in trans-
ferable securities (UCITS IV). The previous directive was enacted in the UK as the Regulated Covered Bonds 
Regulations (SI 2008/346), and amended by SI 2008/1714, SI 2011/2859 and SI 2012/2977 to take account of 
UCITS IV. These regulations will continue to have effect (see European Union (Withdrawal) Act 2018, as amended 
by Capital Requirements (Amendment) EU Exit Regulations 2018/1401 regs 7–9).
 49 See 6.4.3.4.

managing investments,40 and usually are required to be authorised.41 This provides some 
limited protection for the buyers of those securities, in that it gives reassurance that these 
intermediaries will act in a proper manner, but it does not in itself moderate the credit risk 
of lending. Further, merely authorising persons to act does not of itself mean that they are 
competent, honest or reliable. What it does do is give the FCA power to call for informa-
tion or to intervene in those persons’ affairs, and also (in theory at least) certifies that such 
persons are ‘fit and proper’ and have adequate resources to carry on the regulated activity 
in question.42

Allied to authorisation is the concept of affiliation (discussed in 10.4.3.2) in relation 
to equity securities. In the context of debt finance, this involves limiting which compa-
nies can borrow in particular ways. Thus private companies cannot offer debt securities to 
the public43 and there are further restrictions on which companies can list on the public 
markets.44 The details of this regulation are discussed below.45 Further, as with equity secu-
rities, there is, at least, a theoretical vetting by the FCA of companies that list debt securities 
on a public market.46

A further means of regulation is to regulate particular types of transactions, in order 
to reduce the risks involved in those transactions, usually by supplementing or varying 
the general law. An important example of this technique is the regime relating to financial 
collateral, discussed in chapter seven.47 Another example is the regulation of covered bonds. 
These are bonds which, although payable by the issuer, are backed by a pool of assets belong-
ing to the issuer which is ringfenced, so that if the issuer became insolvent, the payments on 
the bonds would continue to be made from those assets in priority to other creditors.48 A 
further example is the regulation of the credit derivative market.49

13.1.3. Regulation by Disclosure Requirements

The main means of regulation of debt, however, is by requiring disclosure. Mandatory 
disclosure of information enables those advancing finance to adjust more effectively, without 
incurring the costs of making their own detailed enquiries. Further, if disclosure is manda-
tory it will be uniform in relation to all the transactions for which it is required, so that a 
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 51 See 7.4.
 52 Discussed in chapter 10.
 53 See the discussion of the corporate governance role of creditors in 3.2.2.4.
 54 Discussed in chapter 11.
 55 See 6.3.2.1.
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potential lender can make a meaningful comparison of the risks of different transactions.50 
One example of mandatory disclosure, the registration of security interests, has already been 
discussed.51 This requirement of disclosure enables lenders to adjust in the light of security 
interests granted by the borrower, for example by refusing to lend at all, or by adjusting 
the price of the loan, or by taking security over unencumbered assets, or by entering into a 
priority agreement with the prior secured creditor.

Registration of security interests is almost always effected by the secured creditor. In 
this chapter, though, we will consider disclosure by the borrowing company itself. This is 
important at two stages. The first is when the financier is considering whether to advance 
funds. The disclosed information will enable this decision to be made, and will also (if this 
is possible) enable the terms on which the advance is made to be adjusted. Disclosure at 
this stage is equivalent to disclosure at the IPO stage in relation to shares.52 The second 
stage is once the advance has been made, when ongoing disclosure will inform any decision 
whether to advance further funds, and what steps, if any, need to be taken for protection 
from credit risk: whether to transfer the debt to another, whether to activate a contractual 
right to accelerate or to take other enforcement measures, or whether to be involved in some 
other way in the governance of the company.53 This is similar to ongoing disclosure in rela-
tion to shares.54

As mentioned earlier, the disclosure regime only applies to (transferable) debt securi-
ties and not to loans. Instead, most lenders will, and are expected to, protect themselves 
by undertaking ‘due diligence’ enquiries and investigations into the financial state of the 
borrower, by relying on information from rating agencies,55 and often by including provi-
sions in the financing agreement. These provisions (representations and warranties) will be 
structured as conditions precedent, non-fulfilment of which will entitle the lender not to 
lend. Once the loan has been advanced, breach of the representations and warranties will be 
an event of default, entitling the lender to accelerate the debt or to sue for damages. Further, 
after the loan has been made, lenders usually require continuing disclosure by including 
provisions in the agreement. All these provisions are discussed above in chapter six.56

Where the financing takes the form of an issue of debt securities, however, disclosure 
is required by regulation in some circumstances. One reason for this is that where debt 
securities are offered to the public, or are intended to be traded among investors in an active 
secondary market, it is largely the issuer that sets their terms and conditions. This is in 
contrast to those making loans, who either impose terms and conditions or negotiate them, 
depending on the relative bargaining power of the parties.57 Because the issuer of securities 
wants the offer to succeed, the terms and conditions of those securities will to a great extent 
be determined by market norms and the forces of supply and demand. As discussed in 
8.3.1, the issuer will often engage and pay an investment bank to advise it in this regard, and 
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 58 See 3.2.2.3 for a discussion of other reasons why there may be less contractual protection for bondholders than 
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 64 See 13.2.2.2.
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perhaps also to underwrite the offer. Whilst there may be scope for negotiation between the 
issuer and the underwriters regarding the terms and conditions of the debt securities, the 
ultimate investor faces a ‘take it or leave it’ proposition, both when the securities are initially 
issued and when they are traded afterwards in the secondary market.58 In this regard, an 
offer of debt securities is not all that different from an offer of shares, and it gives rise to 
analogous investor protection issues. It should be pointed out, however, that, if the issuer 
is properly advised, the terms and conditions will reflect what the market will bear for that 
particular issue. To this extent, the investment bank advising the issuer will represent the 
interests of the investors by negotiating terms and conditions which will make the issue 
succeed in the market. Where there is significant credit risk, more contractual protection is 
likely to be included to make the debt securities more attractive to buyers.59

There is, however, a basic difference between debt and equity: the holder of a debt secu-
rity has a different set of rights and remedies from those of a shareholder. This issue is 
discussed extensively in chapter three. A debt security typically gives its holder an absolute 
right to payment of interest and repayment of capital when due in accordance with the 
terms and conditions of the security, whereas a shareholder can only hope for payment of a 
dividend, or that there will be surplus assets available for distribution to him in a winding 
up after all the creditors have been paid off. Creditors will generally have powerful mech-
anisms to enforce payment of these sums.60 By contrast, a shareholder’s rights are much 
more limited, although to compensate for the residual nature of the shareholder’s economic 
‘entitlements’, shareholders are given various governance rights which are exercisable at least 
until the company is insolvent.61

While the regulation of the debt market does give the holders of securities some addi-
tional remedies for misleading statements and non-disclosure against the issuer and other 
parties,62 in other respects it does not significantly alter the balance of contractual entitle-
ments that holders of securities have against the issuer. By contrast, regulatory requirements 
that apply to the equity markets give shareholders, in some circumstances, additional 
substantive governance rights over and beyond their rights under generally applicable law, 
such as the right, acting by majority, to veto certain transactions with related parties and 
substantial acquisitions or disposals.63 In general, debt market regulation reflects the differ-
ent balance of entitlements discussed in the previous paragraph. For example, the initial 
disclosure requirements, where debt securities are offered to the public or admitted to trad-
ing (whether on a regulated or merely on an ‘exchange-regulated’ market),64 are generally 
less onerous than those for shares. There are a number of probable reasons for this. One is 
that equity is inherently more risky in nature than debt, since the shareholder only has a 
hope of gain rather than a right to repayment, and ranks behind all creditors if the company 
becomes insolvent.65
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Another reason, which does not stem from the inherent nature of debt securities, but 
simply from the way that the market has developed historically (at least in the UK), is that 
corporate debt securities (as opposed to shares or government debt securities) are usually 
bought and traded by sophisticated investors:66 this means that there can be a hierarchy of 
protection depending on the perceived ability of investors in particular issues to protect 
themselves.67 This will be discussed later.

A third reason why the disclosure requirements for debt securities are less onerous than 
those for shares is that it is possible for debt securities to contain contractual protection 
for the holders. This will vary according to the type of security, but in situations where the 
credit risk is high, there can be considerable contractual protection for bondholders.68

Debt securities, like shares, are subject to regulatory rules relating to initial issues, and to 
ongoing disclosure. These will be considered separately below. It will be seen that much of 
the detail of the regulatory structure and requirements is the same as for shares. A great deal 
of what is said in chapters ten, eleven and twelve will therefore apply here, and there is there-
fore extensive cross-referencing. The discussion below seeks to point out the differences 
and similarities between the regimes for equity and debt securities, some of the reasons for 
which are outlined above, and also to consider the differences between the regulatory regime  
for debt securities and the position in relation to loans. It focuses on the regulatory  
regime in the UK, although much of this derives from the implementation of EU legisla-
tion. It should be noted, though, that in the context of the debt markets, UK law has been 
considerably shaped by the desire to attract foreign companies to list debt securities on the 
UK markets.

13.2. Regulation of Initial Issue of Debt Securities

13.2.1. Introduction

Regulation of initial issues of debt securities by mandatory disclosure is effected by a struc-
ture set out in the EU Prospectus Regulation69 that is basically the same as that for shares, 
and the reader is referred to the discussion in chapter ten for a full description.70 The general 
rule is that it is unlawful to offer transferrable securities to the public, or to request their 
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 71 That is, a prospectus meeting the requirements of the Prospectus Regulation and its implementing provisions 
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admission to trading on a regulated market, unless an approved prospectus71 has been made 
available to the public before the offer or request is made.72 If a prospectus is not required, 
disclosure pursuant to the Listing Rules stipulated by the FCA (‘the Listing Rules’) may 
nevertheless be required.73 These two criteria—‘offering to the public’ and ‘admitted to trad-
ing on a regulated market’—are discrete, and each has its own exceptions and qualifications. 
It is the ability of an issuer to take advantage of these exceptions and qualifications that 
is discussed in the paragraphs below. The regulatory map has now been changed by the 
Prospectus Regulation,74 which distinguishes not between equity securities and debt secu-
rities but between equity securities and ‘non-equity securities’. Article 2 of the Prospectus 
Regulation defines ‘non-equity securities’ as ‘all securities that are not equity securities’: 
the term therefore includes debt securities. This chapter will continue to use the term ‘debt 
securities’ as a sub-set of ‘non-equity securities’ within the Prospectus Regulation. The provi-
sions of the Prospectus Regulation are set out in the FCA Handbook Prospectus Regulation 
Rules (‘PRR’), and reference will be made to these where applicable.

13.2.2. Factors Affecting the Disclosure Requirements

Where disclosure is required in relation to an initial issue of debt securities, there may be 
considerable differences in the actual requirements, depending on a number of factors. Most 
of these factors are in the control of the issuer, who has to make various choices. The first 
choice is to whom the securities are to be offered, the second is whether the securities are to 
be traded on a market, and, if so, which one, and the third is the size of the denomination 
of the securities. The most onerous requirements apply where the securities are intended to 
be offered to, or traded among, retail investors,75 either as part of the initial offer or follow-
ing admission to trading on a regulated market. The issuer can therefore choose to limit the 
issue to sophisticated investors, and/or list the securities on an exchange-regulated market, 
and thereby avoid the more onerous disclosure requirements (although some disclosure still 
has to be made). Unlike offers of shares, where the issuer usually wishes to access the widest 
possible number of investors, and so little use is made of the exceptions to the rules,76 many 
issuers of debt securities make a ‘public offer’ only to qualified investors and list the securi-
ties on the Professional Securities Market,77 so as to attract the less onerous regime.
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 78 The Main Market of the London Stock Exchange is classified as a ‘regulated market’ under the applicable EU 
Law (see MiFID II, art 4(1)(21)). For as long as the UK remains a part of the EU, the Main Market is likely to remain 
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 83 Prospectus Regulation, arts 24–27.
 84 See 13.2.3 below.
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UK for a limited time period (see EEA Passport Rights (Amendment, etc, and Transitional Provisions) (EU Exit) 
Regulations 2018 (SI 2018/1149)).
 86 The rules applicable to issuers established in third countries can be found in arts 28–30 of the Prospectus 
Regulation.

Of course, where the issuer is a UK public company whose shares are admitted to a 
regulated market such as the Main Market,78 it will have had to produce a prospectus 
when making the IPO79 and it will have to comply with ongoing disclosure requirements 
anyway.80 Thus it might be thought that, for these companies, even the most onerous debt 
regulation regime does not add to their burden, and so there would be no point in trying to 
fall within the less onerous regime. However, it must be borne in mind that putting together 
a prospectus, even if some or all of the information is already public, can be costly and time-
consuming. Bond issues are often put together very quickly, and so there may be advantages 
in not having to produce a prospectus.81 There is one factor, though, which might lead a 
company (especially one who is a repeat issuer) to choose to publish a prospectus, even 
when it is not required to do so.82 This is that a prospectus approved by the relevant compe-
tent authority in one EEA Member State can be ‘passported’ to another EEA Member State, 
enabling the issuer to list the securities on a regulated market or make a public offer there 
without having to produce another prospectus or listing document, perhaps in a different 
language and complying with different local rules.83

The less onerous forms of prospectuses and simplifying mechanisms introduced by 
the Prospectus Regulation84 can significantly facilitate the process of preparing prospec-
tuses. As such, their availability could play an important role in the decision of whether or 
not to publish one. However, it should be noted that UK issuers85 may eventually lose the 
‘ passporting’ benefits available within EEA Member States now that that UK has left the 
EU, with the UK becoming a ‘Third Country’ for the purposes of EU law.86 Brexit may then 
take away one of the main factors encouraging UK companies to publish a prospectus when 
not under an obligation to do so.

13.2.2.1. To whom the Securities are Offered

It will be recalled that a company can issue shares which are not offered to the public. A 
private company cannot issue shares to the public, and so can only offer them to speci-
fied persons, who may well be, and usually are, connected to the company in some way. 
However, as is discussed in chapter ten, it is often advantageous for a company to offer 

https://register.fca.org.uk/shpo_searchresultspage?preDefined=RM&TOKEN=3wq1nht7eg7tr
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shares to the public.87 The same distinction applies to issues of debt securities. A private 
company cannot offer debt securities to the public.88 Since one of the purposes of a bond 
issue by a public company is to reach a wider base of lenders89 than can be achieved through 
a loan structure, it might be thought that most such issues would be to the public. To some 
extent, this is true, in that totally ‘private’ issues, made only to those connected to public 
companies, are rare.90 However, debt securities, particularly eurobonds, are often offered 
only to a specific group of sophisticated investors by means of a placing, as is stock;91 in 
which case there is no offer to the public. It should also be remembered that debt securities 
are typically purchased by institutional or other financial institutions rather than by indi-
viduals or other retail investors.92 If this is the case, even if there is technically an offer to the 
public within the meaning of the definition discussed in the next paragraph, the need for 
onerous disclosure is less apparent, and thus, where the investors are sophisticated, there are 
various exceptions to the application of the disclosure requirements.

For the purposes of the mandatory disclosure requirements, an offer of transferable 
securities to the public is defined in section 102B of FSMA 2000 as a communication to any 
person which presents sufficient information on the securities and the terms on which they 
are offered to enable an investor to decide to buy or subscribe for the securities.93 This defi-
nition is extremely wide, but there are certain exceptions which narrow down its application 
considerably. The requirements of the Prospectus Regulation Rules do not apply to offers to 
the public that fall within an exception94 (unless the securities are also admitted to trading 
on a regulated market,95 in which case the Prospectus Regulation Rules do apply).96 Thus 
the issuer can avoid the application of the Prospectus Regulation Rules if the offer is made to 
‘qualified investors’ only,97 or to fewer than 150 persons, other than qualified investors, per 
EEA State.98 The other relevant exceptions relate to the size of the offer and the denomina-
tion of the securities and are discussed below.99

It should also be noted that the requirement to produce a prospectus may be triggered 
not only where securities are offered to the public by the issuer or someone on its behalf, but 
also by a third party to whom the securities have already been allotted (eg an underwriter).100 
Indeed, the means by which debt securities usually find their way into the hands of retail 
investors is via the so-called ‘retail cascade’, which is a process by which the debt securities 
are initially issued to the underwriters, who in turn sell them on to other distributors, who 
ultimately sell them to retail investors. While the issuer may not be obliged to prepare a 
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prospectus if one of the exceptions applies, the secondary offeror will be obliged to do so, 
unless a valid prospectus is already available101 and the person responsible for that prospec-
tus ‘consents to its use as explicitly stated in the prospectus’.102 Where an existing prospectus 
relates to non-equity securities that are to be traded exclusively on a regulated market, or a 
segment of a regulated market, to which only qualified investors have access, such securities 
cannot be resold to non-qualified investors unless a prospectus that is appropriate for non-
qualified investors is drawn up in accordance to the applicable EU provisions.103

The criterion of whether an offer is ‘an offer to the public’ is also used to trigger a separate 
form of regulation which is not based on disclosure. As mentioned earlier, section 755 of  
the Companies Act 2006 prohibits public offers of securities (both debt and equity) by 
private companies. The term ‘offer to the public’ is defined in section 756 and includes all 
offers of securities made to any section of the public except where the offer is made only to 
persons receiving the offer,104 and/or only to persons connected with the company.105 In 
relation to debt securities, it can be seen that the prohibition in section 755 protects poten-
tial investors by requiring a particular level of corporate governance and administration, 
and a minimal level of legal capital,106 from a company offering such securities.107

13.2.2.2. Trading on a Market

Whether or not debt securities have been offered to the public, the issuer may well wish 
them to be traded on a secondary market operated by the London Stock Exchange (LSE), 
which will involve listing.108 The benefits of listing are discussed in chapter eight,109 where 
it is pointed out that even listed bonds are usually traded over the counter, but that the list-
ing is important since many institutional investors are not permitted to invest in non-listed 
securities.110 The main reason for this is the protection provided by the regulatory require-
ments of listing, which are discussed below.

The issuer, then, must choose whether the debt securities should be admitted to trading 
on a ‘regulated market’, admitted to trading only on a multilateral trading facility MTF, or on 
an ‘organised trading facility’ (OTF),111 or not admitted to trading on any market at all. In 
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the UK, the LSE’s regulated market for debt securities is known as the Main Market and its 
MTF for debt securities is the Professional Securities Market (PSM). Both the Main Market 
and the PSM are accessible to issuers incorporated in the UK or anywhere else in the world. 
Where debt securities are admitted to trading on the Main Market a prospectus is required 
unless the securities fall within article 1(2) or 1(5) of the Prospectus Regulation.112 There 
is no such requirement for securities admitted to trading on the PSM (unless the securities 
are ‘offered to the public’ as discussed above). However, ‘listing particulars’ will be required 
where the securities are to be admitted to trading on the PSM.

The choice of market, however, is not completely free. To list on either market, the 
securities must be admitted to the Official List. The process and requirements are very simi-
lar to those for equity securities, which are discussed in chapter ten.113 One difference in 
the requirements is that debt securities may only be admitted if their aggregate expected 
value on admission will be at least £200,000,114 while the equivalent amount for shares is 
£700,000.115 All listings of debt securities will be standard listings.116 This means, among 
other things, that the issuer is not required to appoint a sponsor, which it would be required 
to do in many circumstances in relation to a premium listing of its shares.

13.2.2.3. Denomination of Securities and Nature of the Investor

As discussed above, sophisticated investors require less protection from disclosure require-
ments than retail investors. In the Prospectus Directive the size of the denomination of 
the securities used to be the only—and rather crude—proxy for the sophistication of the 
investors, on the basis that only sophisticated investors buy and trade large denomination 
securities. The Prospectus Regulation now acknowledges that disclosure requirements 
should not just vary according to the size of the denomination of the securities, but also, 
explicitly, according to the nature of the investors that can trade on them.

Ultimately, the critical difference is between securities with a denomination of at 
least €100,000 or which are to be traded exclusively on a regulated market or segment of 
a regulated market that can only be accessed by qualified investors (so-called ‘wholesale’ 
debt securities) and those with a lower denomination or accessible also by retail investors 
(so-called ‘retail’ debt securities). Where the securities are admitted to trading on the Main 
Market and/or where there is an offer to the public so that the Prospectus Regulation Rules 
apply, a different, and less onerous, disclosure regime applies to wholesale debt securities 
(‘the wholesale regime’) to that applying to retail debt securities (‘the retail regime’).117 
The denomination of securities and the nature of the investor are also relevant to whether 
the securities that would otherwise be ‘offered to the public’ within the definition in  

http://www.fca.org.uk/markets/ukla/regulatory-disclosures/our-wholesale-debt-approach
http://www.fca.org.uk/markets/ukla/regulatory-disclosures/our-wholesale-debt-approach
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 119 FSMA art 86(1), which exempts securities falling within Prospectus Regulation, art 1(4).
 120 Prospectus Regulation, art 1(4)(c) (and see also art 1(4)(d), which exempts an offer of securities addressed to 
investors who acquire securities for a total consideration of at least EUR 100 000 per investor, for each separate 
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 121 FSMA s 86(1)(e) and art 3(2)(b) of the Prospectus Regulation.
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 123 Discussed above at 13.2.2.1 and 13.2.2.3 set out in arts 1(2), (3) (4) and (5) of the Prospectus Regulation and 
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 124 Discussed at 13.2.6.
 125 See 12.2.2.2.
 126 See 13.3.1.
 127 See 13.4.1.
 128 See Moloney: EU Regulation, 468.
 129 For further advantages of listing, see 8.3.1.

section 102B of FSMA,118 are exempt from the requirement to produce a prospectus.119 
Exempt securities include those denominated in amounts of at least €100,000,120 or for 
which the total consideration offered in EEA States does not exceed €8,000,000.121

13.2.2.4. Rationale of the Disclosure Regime

To summarise, if debt securities are admitted to trading on the Main Market, a prospectus is 
required, whether they are offered to the public or not,122 subject to the various exceptions 
in article 1(2) and 1(5) of the Prospectus Regulation. The actual form and content of the 
requirements for a prospectus will vary depending on a number of different factors, includ-
ing, in particular, whether the wholesale or retail regime applies. If securities are admitted 
to trading on the PSM, a prospectus will be required only if the securities are offered to the 
public and one of the exceptions to the ‘public offer’ requirement for a prospectus123 does 
not apply. This, though theoretically possible, is unlikely to happen since an issuer seeking 
to list its securities on the PSM will wish to make sure that the issue does fall within one 
of those exceptions. If a prospectus is not required, the issuer need only publish ‘listing 
particulars’ pursuant to the Listing Rules. If the securities are not listed, then a prospectus 
will only be required if they are offered to the public and none of the exceptions apply. 
Otherwise, the only possible regulatory regime relating to an initial offering is that apply-
ing to financial promotion.124 However, the secondary trading of unlisted securities on an 
OTF125 has become subject to transparency requirements126 since MIFIR and MiFID II 
came into effect in 2018, and the market abuse regime has also begun to apply to such 
securities since the Market Abuse Regulation came into effect in 2016.127 The regulation of 
the secondary market in debt securities has been greatly extended by these EU instruments, 
although there is still scope for some unregulated over-the-counter (OTC) trading.128

It would be very unlikely for debt securities to be ‘offered to the public’ but unlisted, 
since, if it is sought to access a wide market on issue, it is likely that the issuer will wish 
to continue to access the widest possible number of potential investors in the secondary 
market.129 Further, many institutional investors would not be able to buy unlisted securities: 
thus, issues would normally be listed unless issued to a small group of specific investors who 
are planning to hold the securities to maturity and are unlikely to want to trade them in the 
secondary market.
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 130 See the argument at 10.4.3.3.
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 134 See 10.4.3.3.

It will be seen, therefore, that the most onerous disclosure requirements, and therefore 
the most protection for lenders, comes where retail debt securities are offered to the public 
(and when none of the exceptions to the requirement for prior publication of a prospectus 
apply) and/or are traded on the Main Market. The rationale for this seems similar to that 
for mandatory disclosure in relation to equity securities, namely that ordinary investors 
need information in order to decide whether to purchase the securities, and that mandatory 
disclosure is the most cost-effective method of achieving this.130

However, where investors are ‘sophisticated’ (either because they are ‘qualified investors’ 
or because the securities have a high denomination, or are to be traded in a market that 
cannot be accessed by ‘retail investors’) the disclosure requirements are less onerous. There 
seem to be various reasons for this. First, sophisticated investors are able to make their own 
enquiries, if they wish, and therefore it is less cost-effective to require extensive mandatory 
disclosure. Second, sophisticated investors are repeat players, and know better than retail 
investors what information is required. Third, sophisticated investors are generally invest-
ing large amounts of money, so that it is more cost-effective to make their own enquiries. 
Fourth, large investors can, if there is doubt about the creditworthiness of the issuer (which 
will appear from the issuer’s rating),131 put pressure on those drawing up the terms of the 
securities to include more contractual protection, at least indirectly, through indicating 
what the market will bear. It should be remembered that institutional investors are often 
pension funds, investment trusts or other asset managers who are investing on behalf of 
retail investors. Therefore those making the investment decisions are under stringent duties 
to scrutinise how they invest the institutions’ funds.

Given that less protection is needed for such investors, there is a strong argument 
for reducing the amount of disclosure required, since disclosure is expensive and time-
consuming.132 Bond issues are often put together very quickly, and extensive disclosure 
requirements where they are not needed would have a very detrimental effect on the 
market.133 Thus, the level of regulation should take into account the needs of issuers as 
well as the protection of the investors. In the end, at least where sophisticated investors are 
concerned, the optimal extent of regulation is a matter of balance: on whom should the 
burden of discovering information lie? It may be thought that, in relation to sophisticated 
investors in debt securities, this is an open question: that is, it does not really matter what 
the answer is, since the market will find its own equilibrium. However, there is one addi-
tional compelling point, made in chapter ten,134 which probably tips the balance towards at 
least some mandatory disclosure: the benefits of standardisation. This is beneficial for inves-
tors, since they are in a better position to compare different possible investments. It is also 
beneficial for both issuers and investors, in that they know that they are on a ‘level playing 
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 135 This refers to a solicited rating, which is paid for by the issuer: see 2.3.3.3.
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 137 See 13.7.
 138 See 11.5.
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field’ with others. Further, it reduces transaction costs, which makes the markets more effi-
cient and increases transparency, which increases investor confidence.

It should also be borne in mind that there are regulatory ways to protect investors 
other than via mandatory disclosure per se. The first is to focus on rating agencies. When 
obtaining a rating for an issue of debt securities,135 the issuer is likely to disclose more to 
the rating agency than it is compelled to disclose under the mandatory disclosure rules. 
This information, then, is distilled for the market through the intermediation of the rating  
agency. It will only be of benefit to the market, of course, if the rating agency gets the  
rating ‘right’.136 The role played here by the rating agencies raises the question as to whether 
and how such agencies should be regulated: this is discussed below.137 Another method is 
to focus on the financial intermediaries relied upon by retail investors to advise them in 
their investments. Mandatorily disclosed information is then used by those intermediaries 
in giving their advice, who are thus a means of disseminating the information to the actual 
investors. It follows that these intermediaries, too, need to be regulated, which is done by 
requiring them to be authorised by the FCA.138

13.2.3. Information Required in a Prospectus139

Taking account of the fact that there are different types of securities, issuers, offers and 
admissions, the Prospectus Regulation sets rules for different forms of prospectuses, each 
requiring distinct levels of information.140

13.2.3.1. Types of Prospectuses

In the first instance, the form of the required prospectus varies according to whether the 
securities are issued as part of a programme, or as a ‘stand-alone’ issue. As explained in 8.3.1, 
plain ‘vanilla’ issues of securities are usually issued under a programme, where much of the 
documentation is drafted in advance of the issue, and then specific updated documenta-
tion added for each issue. The Prospectus Regulation Rules facilitate this by permitting an 
issuer of debt securities under a programme to use a ‘base prospectus’141—which, under the 
Prospectus Regulation, no longer requires a summary142—supplemented, if necessary,143 
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 145 Prospectus Regulation, art 23.
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by a ‘final terms’ document144 and other supplements to the prospectus.145 Where there 
is a ‘stand-alone’ issue (which tends to be the position where more negotiation of terms is 
required, for example for high-yield bonds), all the information must be contained either 
in a composite prospectus or in a prospectus consisting of separate documents and divided 
into a registration document, a securities note and a summary.146 A summary is not required 
for a prospectus published in regard to wholesale debt securities.147

In addition to standard148 and base prospectuses, the Prospectus Regulation also sets out 
rules for simplified prospectuses for secondary issuances and for EU growth prospectuses—
along with a special regime for wholesale prospectuses.

Simplified prospectuses for secondary issuances are generally available for issuers whose 
securities have been admitted to trading on a regulated market or an SME growth market 
continuously for at least the 18 months prior to the issuance and who issue securities fungi-
ble with existing securities.149 Issuers of debt securities can also benefit from the simplified 
prospectus for secondary issuances even when the issued securities are not fungible with 
any pre-existing securities, provided that they have had equity securities admitted to trading 
on a regulated or SME growth market continuously for at least the last 18 months.150 Finally, 
offerors of securities admitted to trading on a regulated market or an SME growth market 
continuously for at least the 18 months prior to the issuance can also publish a simplified 
prospectus.151 The simplified prospectus under article 14 of the Prospectus Regulation can 
include reduced information.152

EU growth prospectuses are available for issuers that do not have securities admitted to 
trading on a regulated market and who are SMEs,153 or whose securities are traded or are 
going to be traded on an SME growth market, provided that their market capitalisation is 
less than €500 million.154 EU growth prospectuses are standardised documents, which are 
written in a simple language and which are easy to complete.155

Finally, wholesale prospectuses—available in regard to the issue of ‘wholesale’ debt 
securities—also benefit from a format that is simpler than that of standard prospectuses.156 
The exact configuration of these wholesale prospectuses is determined by the PR 
Regulation,157 and is discussed in more detail below.
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 158 Prospectus Regulation, recitals (39)-(45) and art 9; PRR 2.4. This is similar to the ‘shelf registration’ process 
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 161 Prospectus Regulation, art 7(1)), PRR 2.1.3.
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13.2.3.2. Universal Registration Document

The forms of prospectuses introduced by the Prospectus Regulation are not the only 
mechanisms designed by the EU with the purpose of facilitating the process of publishing 
a prospectus. Under the Prospectus Regulation, issuers whose securities are admitted to 
trading on regulated markets or MTFs can file a Universal Registration Document, that is, a 
document with legal, business, financial, accounting and shareholding information updated 
yearly, and which can be coupled with a securities note and a summary (as necessary) to 
replace the requirement to publish a prospectus.158 This can generally speed up the approval 
process.159

13.2.3.3. The Summary

It will also be recalled that, in order to provide useful disclosure to investors in shares, the 
information in a prospectus must be presented in a comprehensible form which is easy 
to analyse, and that, to further this aim, a summary must often be provided.160 There is a 
similar requirement in relation to retail debt securities, but not for wholesale debt securities 
provided the prospectus is published in connection with an admission to trading (as 
opposed to a public offer),161 nor for base prospectuses.162 This is obviously consistent with 
the policy discussed earlier, in that sophisticated investors are more able to process compli-
cated information, since they have expert analysts at their disposal. With the growth in 
popularity of retail bonds,163 the usefulness of prospectuses to retail investors has become 
an important issue.

The new Prospectus Regulation makes significant changes to the content of the summary, 
which must provide the key information that investors need in order to understand the 
nature and the risks of the issuer, the guarantor and the securities that are being offered or 
admitted to trading on a regulated market.164 The summary must be drawn up as a short 
document, written in a concise manner and with a length limit of seven sides of A4 (which 
can be extended by a few pages in certain circumstances). The information contained in 
the summary (which should be read in conjunction with the rest of the prospectus) must 
be accurate, fair and clear, and cannot be misleading.165 Finally, the summary must be 
presented in a way that is easy to read, and must be written in a language and style that 
facilitate the understanding of its content, using expressions that are clear, non-technical, 
concise and easily comprehensible to investors.166 In an attempt to reduce the burden of 
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 167 Prospectus Regulation, art 7(10): PRR 2.1.4.
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preparing the summary, the number of material risk factors that can be discussed in the 
summary is limited to 15.167

13.2.3.4. Levels of Disclosure

In terms of the actual content of mandatory disclosure, there are, broadly, three levels 
required in a prospectus. The highest level is for an issue of shares, the next highest is for 
retail debt securities, and the least onerous is for wholesale debt securities. Within these 
three levels, issuers and offerors may further be able to benefit from the less onerous forms 
of prospectuses described above: the base prospectus, the simplified prospectus for second-
ary issues and the EU growth prospectus (with the wholesale prospectus being exclusively 
available for wholesale debt securities). The reasons for the differences between these differ-
ent categories and forms have already been explored: a few examples will now be given to 
illustrate the differences. Despite the differences, there is a considerable degree of over-
lap between all these regimes, so that, for example, all prospectuses share the overriding 
purpose that they must contain all information necessary to enable investors to make an 
informed assessment of assets and liabilities, financial position, profit and losses, the pros-
pects of the issuer and any guarantor, the rights attached to the securities and the reasons 
for the issuance (and its impact on the issuer).168 The differences between the retail and 
wholesale debt regimes, as well as the differences between the different prospectus forms, 
are largely in the amount of detail which must be disclosed in order to comply with this 
overriding purpose.169

One example relates to the disclosure of audited financial information. In the case of 
shares170 and retail debt securities,171 this information must be presented in accordance 
with International Financial Reporting Standards (IFRS) or an equivalent standard,172 while 
for issues of wholesale debt securities, the accounts can be presented in accordance with the 
issuer’s national accounting standards, provided that the prospectus includes a prominent 
statement that this is the case and a description of the key differences between the account-
ing standards used and IFRS.173 At the time the Prospectus Directive came into force, the 
requirement to present or restate in accordance with IFRS was onerous for non-EEA issuers. 
This was one of the main reasons behind the retention of the PSM as an MTF, to which the 
Prospectus Regulation Rules do not directly apply.174 It may be expected that as accounting 
standards around the world converge, the significance of this point diminishes. The infor-
mation must cover the past three financial years in the case of a share issue,175 but only the 
last two financial years in the case of a debt issue.176
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 191 These are in accordance with the Listing Rules, approved by the FCA and published as part of the FCA Hand-
book (FSMA, s 79). The content requirements for listing particulars are set out in LR 4.

There are considerable areas of disclosure which are required under the retail regime 
but not at all under the wholesale regime. These include, in regard to the registration docu-
ment, information on trends, uncertainties, demands, commitments or events reasonably 
likely to have a material effect on the issuer’s prospects for at least the current financial 
year,177 and, in regard to securities notes, essential information regarding the reasons for 
the offer to the public or for the admission to trading (if different from making profit and/
or hedging certain risks), warnings regarding applicable tax rules and the taxation treat-
ment of the securities,and, more generally, information about the conditions of the offer.178 
The information required about the issuer’s business is far more extensive under the retail 
regime179 than under the wholesale regime.180

Other types of disclosure which are required for shares,181 but not for debt securities, 
include information about capitalisation and indebtedness,182 information concerning 
working capital,183 and information about dilution (when giving details of the offer and 
admission to trading).184 As discussed earlier, the danger of claim dilution can be addressed 
by lenders through covenants.185 Although extensive covenants are unlikely to be included 
in most debt securities, a negative pledge covenant preventing the issue of secured bonds 
into the same market is very common.186 The disclosure requirements for equity securities 
also include information about the capital resources of the issuer,187 its senior manage-
ment’s remuneration and benefits,188 and its employees.189 Notably, issuers benefiting from 
the simplified disclosure regime for secondary issuances will also face higher information 
requirements when issuing equity securities (as opposed to non-equity securities).190

13.2.4. Disclosure Required for Listing on the PSM

If debt securities are listed on the PSM but are not offered to the public (or fall within one 
of the ‘public offer’ exceptions), then a prospectus is not required. Instead, the issuer is 
required to publish approved ‘listing particulars’.191 The general purpose of disclosure under 
this regime is the same as under the Prospectus Regulation and the Prospectus Regulation 
Rules, namely the disclosure of all information necessary to enable investors to make an 
informed assessment of assets and liabilities, financial position, profit and losses, the pros-
pects of the issuer and any guarantor, rights attached to the securities, and the reasons for 
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the issuance and its impact on the issuer.192 The Listing Rules prescribe the actual content 
of the disclosure requirement,193 and issuers are expected to follow the most appropriate 
Annexes in the PR Regulation to determine the minimum information to be included in 
the listing particulars. In theory, therefore, a listed issue could be either under the retail or 
the wholesale regime: this is a change from the previous position where the Listing Rules 
tracked the wholesale regime. There are specific requirements for certain types of securities 
such as hybrids and asset-backed securities.

13.2.5. Disclosure Requirements where Securities are not Listed

If the debt securities are not to be admitted to trading on any market at all, then neither a 
prospectus nor listing particulars are required unless there is an offer to the public, in which 
case a prospectus will be required. Therefore, issuers and their advisers will take care to 
ensure that the issuer and other persons connected with the financing do not inadvertently 
make an offer to the public. To achieve this, any hint of a public offer will be strenuously 
disclaimed in the documents relating to the securities, and ‘selling restrictions’ will be incor-
porated into the terms and conditions of the debt securities, which are intended to ensure 
that the offer falls within one of the public offer exemptions.194

However, even if there is no offer to the public, it is still possible that dissemination of 
material used for marketing such securities will constitute financial promotion, which is 
discussed in the next section.

13.2.6. Restrictions on Financial Promotion

Whether an issue of debt securities is listed or not, there may be materials produced in 
respect of the issue which are not included in a prospectus or listing particulars. There are 
potentially other restrictions which apply to such materials. If the Prospectus Regulation 
applies, any advertisements must state that a prospectus will be issued, tell the readers where 
to find the prospectus, and make it clear that investment decisions should be based on the 
prospectus and not on the advertisement.195 Further, any invitations or inducements to 
participate in investment activity must be approved by a person authorised under the FCA 
regime (such as an investment bank) unless one of the exemptions applies.196 In order to be 
approved, the material has to comply with various onerous requirements,197 and borrowers 
usually take steps to ensure that any materials produced are exempt.

The kinds of investments which fall within ‘investment activity’ are generally debt and 
equity securities and not bank loans. However, the inclusion of the term ‘debenture’ in the 
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definition of ‘investments’ in the Financial Promotions Order198 has caused unwelcome 
uncertainty. This has been increased by the decision in Fons HF (In Liquidation) v Corporal 
Ltd,199 even though, as discussed earlier,200 this case is unlikely to have a substantial effect 
on the meaning of ‘debenture’ in the regulatory context.

It certainly makes sense for loans not to be included in the scope of the term ‘debenture’ 
in the Financial Promotion Order, as this is consistent with the policy of not protecting 
lenders (as opposed to holders of securities) by regulatory means, but rather expecting 
them to protect themselves using contractual and other means.201 Those making loans 
are usually banks or other large financial institutions, which can be expected to look after 
themselves.202

The uncertainty about the meaning of ‘debenture’, however, makes it even more important 
that borrowers, particularly when soliciting lenders for a syndicated loan, ensure that any 
information produced, such as an information circular, falls within one of the exemptions 
to the financial promotion restrictions.

The exemptions are wide ranging:203 a few relevant ones are highlighted here. Any 
material required to be produced by the Prospectus Regulation Rules and the Listing Rules 
(except advertisements) is exempt,204 as is information on how to obtain a prospectus.205 
The justification for this is clear: such material is already regulated by the mandatory 
disclosure rules discussed earlier.206 Communications which are made only to investment 
professionals,207 to overseas recipients,208 or to high net worth companies or unincorporated 
associations209 are also exempt.210 Again, this is consistent with the policy of not protect-
ing those who can take care of themselves.211 It can be seen that it is very unlikely that the 
restrictions will apply to the types of finance discussed in this book. Material produced in 
relation to debt securities will either be limited to sophisticated investors (in which case 
it will be exempt) or, if distributed to the public, will be in connection with a public offer 
of securities, which will attract the Prospectus Regulation Rules so that required material 
will be exempt. Even if material produced in relation to loans is prima facie included, this 
is very likely to be exempt where the loan is syndicated, since those to whom the material 
is disseminated will be investment professionals and/or high worth companies. Borrowers 
who borrow from a single lender very rarely produce promotional material.212
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 214 10.6.1.
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 223 See 9.2.1 and Taberna Europe CDO 11 plc v Selskabet [2016] EWCA Civ 1262 [33]–[49], where the Court of 
Appeal applied the reasoning set out in the text to exactly the situation where securities were transferred from the 
original buyer and the transferee attempted to sue the issuer for damages under s 2(1) Misrepresentation Act 1967.

13.2.7. Enforcement of the Mandatory Disclosure Regime

13.2.7.1. Claims against the Issuer

As with the regulation of initial offers of shares, an effective enforcement regime is important 
if investors are to be protected.213 Thus the discussion in chapter ten of the aims of  
enforcement214 is largely relevant here. There are, however, some crucial differences in rela-
tion to enforcement by holders of debt securities. The first is, as mentioned above, that such 
holders have contractual (and sometimes proprietary) rights against the issuer in respect of 
the debt itself,215 and can enforce such rights, either themselves or through a trustee.216 Thus 
a holder of debt securities with a nominal value of £10,000 can sue for £10,000, provided that 
the obligation to pay has arisen. Holders of equity securities have no such right. All they have 
is a hope of a dividend or an ultimate surplus. Thus, when faced with misstatements in the 
prospectus, all they have are common law claims or claims under section 90 FSMA217 giving 
rights to damages. Given the strength of the rights of bondholders in respect of the debt, 
other rights that a bondholder may have against the issuer itself (such as those arising under 
section 90) are less significant. However, a holder may not wish to enforce the ultimate debt.  
If an investor buys debt securities which are less valuable that he thought they were, because of 
inaccurate disclosure, his loss is not the whole value of the debt represented by the securities, 
but the difference in value between what he paid for them and what they are really worth. Thus 
it is necessary to consider other remedies that a holder may have against the issuer.

It should first be noted that, as with claims relating to equity securities, the best claim for 
an investor against an issuer is likely to be under section 90 FSMA, for the reasons given in 
chapter ten above.218 The common law claims are not so straightforward. If the holder buys 
the securities directly from the issuer, there will be a contract of sale between them, and thus 
the holder will have a claim under section 2(1) of the Misrepresentation Act 1967.219 If the 
holder actually bought from a manager or underwriter, so that the contract of sale was not 
with the issuer,220 section 2(1) will not apply.221 That section provides that there is a remedy 
‘where a person has entered into a contract after a misrepresentation has been made to him 
by another party thereto’. The contract here is the debt contract represented by the securi-
ties. On transfer of the securities by novation,222 then the contract to which the transferee 
is a party is not one with the issuer.223 Moreover, the courts are prepared to give effect to a 
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 230 [1964] AC 465.
 231 Caparo Industries plc v Dickman [1990] 2 AC 605. A possible claim in negligence was abandoned at an early 
stage in the proceedings in the Taberna litigation, see Taberna Europe CDO 11 plc v Selskabet [2015] EWHC 871 
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 232 This depends on the status of the decision of the Court of Appeal in Royscot Trust Ltd v Rogerson [1991]  
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 233 See 10.6.2.4.1.

disclaimer stating that a representation has not been made,224 and to hold that a ‘no reli-
ance’ clause is reasonable when the contract is between commercial parties.225 Further, in 
many situations the party to the contract represented by the debt securities is likely to be the 
legal owner of the global bond, who holds the benefit of the contract on trust for investors 
or intermediaries as the case may be,226 and not the ultimate investor who has suffered the 
loss.227 Here, the holder, even if it was the original ‘purchaser’ of the notes, will not have 
a claim for breach of contract228 or under section 2(1).229 Nevertheless this is unlikely to 
matter, since the holder can sue under section 90 FSMA, which, as pointed out in 10.6.2.1, 
is usually the claim most likely to produce a favourable result.

Should the holder have an action under section 2(1) (for example, where there is a 
contract of sale between itself and the issuer), it will potentially be subject to the defence 
that the issuer had ‘reasonable ground to believe and did believe that the facts represented 
were true’. This reversal of the burden of proof makes a section 2(1) claim much more attrac-
tive than a claim based on common law negligence. Furthermore, unlike under section 2(1) 
there is a need to establish a duty of care in negligence under Hedley Byrne & Co Ltd  
v Heller & Partners Ltd,230 which is not at all straightforward, since the courts are reluctant 
to find the necessary proximity to found a duty of care.231 If the issuer has been fraudu-
lent, there is the possibility of a claim in deceit, although, if the measure of damages under  
section 2(1) is likely to be the same,232 there seems little point in taking on the burden of 
proving fraud. There is also the possibility that the representation has been incorporated 
into the debt contract, but this is very unlikely. Incorporation would necessitate an intention 
on the part of the parties that any misstatement would be a breach of contract, potentially 
giving the right to accelerate and enforce the debt. Given the uncertainty that this would 
lead to, a court would be very slow to find such an incorporation unless it were express, and, 
in fact, there is more likely to be a term expressly excluding it. Additionally, the amount of 
damages would be potentially different from that awarded in a claim for misrepresentation, 
as in a contractual claim the expectation interest would be protected;233 again, an issuer will 
try to avoid such liability. It would be possible to include in the contract between the issuer 



Regulation of Initial Issue of Debt Securities 687

 234 In relation to contractual liability, this would fall under s 3 Unfair Contract Terms Act 1977; in relation to 
negligent misstatement it would fall under s 2(2) of that Act; in relation to misrepresentation, s 3 Misrepresentation 
Act 1967 would apply. See the discussion of exclusion of liability in the context of syndicated loans at 8.4.4.
 235 See P Wood, Law and Practice of International Finance (London, Sweet & Maxwell, 2008) 23-14.
 236 This is a possibility if the seller were a manager or an underwriter.
 237 See FSMA, 84(1)(d), PRR 5.3.5.
 238 See 10.6.2.3.
 239 Contrast PRR 5.3.2 for equities and PRR 5.3.5 for debt.
 240 See 10.6.2.3.
 241 PRR 5.3.10.
 242 PRR 5.3.5(2)(b).
 243 See 10.6.2.1.

and the holder provisions excluding liability for all the common law claims except for fraud, 
but an exclusion provision would be subject to the reasonableness test under the Unfair 
Contract Terms Act 1977.234

13.2.7.2. Claims against Other Parties

In many cases where a holder has suffered loss because of inaccurate disclosure, the issuer 
will be insolvent or near insolvent and so a claim against it will be useless. In this situation, a 
holder will wish to sue another person connected with the issue of the securities, preferably 
one with deep pockets. Possible contenders are the directors, professionals such as audi-
tors or lawyers, the managers or underwriters of the issue, and the person from whom the 
holder bought the security (if not the issuer itself).235 The liability of the seller of the security 
will be governed by ordinary contract law, and it is very unlikely that the contract of sale 
will include a warranty that the information in the prospectus or other offering circular is 
accurate. Further, there will not be a claim under section 2(1) of the Misrepresentation Act 
unless the seller made the inaccurate statement itself.236 In relation to the other persons 
mentioned, the possible causes of action are deceit, negligent misstatement (since these 
persons are not party to any contract with the holder, so section 2(1) cannot apply), and a 
claim under section 90 FSMA.

A claim under section 90 FSMA can be brought against anyone responsible for a 
prospectus or for listing particulars.237 For debt securities, these are the same as for equity 
securities,238 with the exception of the directors.239 Thus the directors can only be liable 
if they actually accept responsibility for the content of the prospectus or listing particu-
lars, which is very unlikely to be the case. As pointed out in chapter ten,240 it is likely that 
reporting accountants will be liable under section 90, but other experts are likely to be 
exempt.241 Managers and underwriters will only be liable if they assume responsibility in 
the prospectus.242

In order to bring a claim in negligence against any of these persons, the holder will have 
to establish a duty of care. The relevant case law has been discussed in chapter ten,243 and 
it will be seen that the court will look particularly at the purpose for which the statement 
was made, the knowledge of the maker of the statement and the reliance of the recipient. 
In relation to statements made by persons other than an issuer in a prospectus or listing 
particulars, it would seem clear that those who are liable under section 90 because they 
have assumed responsibility will also owe a common law duty of care. Whether the duty 
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 246 See 13.1.1.
 247 See 11.3.1.1 for a full discussion.
 248 See 11.3.1.2.
 249 See 7.4.

of care is wider than this is open to doubt.244 However, the facts of each case need to be 
considered, and an underwriter or manager might be liable for particular statements made, 
either within the prospectus or otherwise, on the same basis as arranging banks have been 
liable.245 The question of whether those buying securities in the secondary market would 
have any claim is also discussed in 10.6.2.2.

Where the Prospectus Regulation Rules apply, the public enforcement measures 
discussed in 10.6.3 also apply to issues of debt securities.

13.2.8.  Comparison of Protection by Regulation for Holders of Debt 
Securities and those Making Loans: Disclosure at the Initial Stage

As pointed out earlier,246 those who provide finance through loans and by asset-based 
financing (who will be called ‘lenders’ throughout this section) face a similar credit risk 
in relation to the borrower to those purchasing debt securities. However, regulatory law 
provides no protection by mandatory disclosure for these lenders, who have to protect 
themselves entirely by contractual means. This section will compare contractual protection 
relating to the lender’s initial decision whether to lend with that provided to holders of debt 
securities by the regulatory regime discussed above.

It should first be pointed out that, when deciding whether to lend to a corporate borrower, 
a certain amount of information about that borrower is likely to be publicly available, and 
can be used by the lender in making its decision. All companies have to produce annual 
reports and accounts, and there are more extensive disclosure requirements imposed on 
public companies, especially quoted companies.247 Further, if the company’s shares or retail 
debt securities are listed on the Main Market, half-yearly reports will also be available.248 
There will also be information about any security interests granted by the company available 
from the company charges register.249 All of this information is, of course, also available to 
those purchasing debt securities.

Most lenders, however, will want further information. A single lender is usually able to 
insist on information being provided by the borrower before it makes the decision to lend, 

have disclaimed such a duty expressly had it wished (although this was likely to result in reputational damage), 
see     Golden Belt 1 Sukuk Co BSC(c) v BNP Paribas   [ 2017 ]  EWHC 318   2 (Comm), [143] – [208] (particularly [200]).  
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so that it, or those acting on its behalf, can perform a ‘due diligence’ assessment of risk. 
Obviously, the amount of information required will vary according to the risk the lender is 
taking on (the size of the loan), the other protection a lender may have (such as a security 
or other proprietary interest, guarantees or other credit protection) and, maybe, the abil-
ity of the lender to monitor the activities of the borrower closely. The lender can protect 
itself against inaccuracies in the information provided by insisting that accurate informa-
tion is a condition precedent of advancing funds,250 and, in case the inaccuracies are not 
discovered until after the money is advanced, by requiring continuing warranties so that 
any inaccuracy, or material change, is an event of default.251 As well as these contractual 
rights, the lender will also have the tort remedies of deceit, negligent misstatement and 
misrepresentation252 discussed above, which may give rise either to an action in damages 
or to rescission of the loan agreement.253 The issue of whether a lender has an action in tort 
against any other persons, such as the bank that arranges a syndicated loan, is discussed 
in 8.4.4 above.

Provided a lender can insist on obtaining information before it lends, it is in many ways 
no worse off than an investor protected by mandatory disclosure, and in some senses it is 
better off, since it can request the information that is really useful to it, rather than receiv-
ing prescribed information, which may not be ideal (for example, because it is historic).254 
However, there are also benefits in having a baseline of prescribed information, particu-
larly where it is possible to add to this baseline by negotiation. This is the position where 
loans are made under standard agreements, including, most obviously, those produced by 
the Loan Market Association (LMA).255 As pointed out earlier, one of the benefits of regu-
lation by disclosure is standardised information and enforcement rights: the LMA contract 
shows that this advantage can be obtained by private law means as well as through regula-
tion. There is a particular advantage in standardisation where the loans are to be traded, and 
the development of the secondary market in loans has meant that there are considerable 
similarities between the position of lenders and that of holders of debt securities.256 Given 
this, it might be thought strange that the regulatory position is so different, even though 
a similar structure has developed contractually for loans.257 The differences provide an 
opportunity for regulatory arbitrage, particularly for well-informed and aggressive partici-
pants in the markets such as hedge funds.258 There are, however, limits to the use to which 
hedge funds (and others) can put information disclosed to them at the time of making or 
purchasing a loan. These limits are imposed by the market abuse regime and are discussed 
below.259
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13.3. Ongoing Regulation by Disclosure

13.3.1. Mandatory Ongoing Disclosure

There are two types of transparency requirements relating to securities which are ongoing 
throughout the life of the securities. The first, which imposes disclosure obligations on the 
issuer, relates to disclosure to the market of information concerning the issuer; the second, 
which imposes disclose obligations on the market venues, relates to information concerning 
the trading of securities in the secondary market. Until recently there was no requirement 
for the second type of disclosure in the non-equity markets; now, MiFID II260 and MIFIR,261 
which came into effect in 2018, require transparency in the secondary markets for debt 
securities. These two types of disclosure will now be considered in turn, the second very 
briefly as it falls largely outside the scope of this book.

Ongoing disclosure of issuer information to the market is required for debt securities 
as it is for equity securities. The purpose of requiring such disclosure in relation to debt 
securities is mainly to protect investors (both existing and potential) and to preserve market 
integrity:262 the additional purpose of promoting corporate governance, important in the 
context of equity securities,263 is not really relevant here. As pointed out in 3.2.2.4, creditors 
can play a part in corporate governance, but this is largely through their reaction to breaches 
of covenants and events of default. Generally, provision of the information on which holders 
of debt securities or the bond trustee will act will be contractually required.264 Having said 
this, many bond covenants will only require disclosure of information that is required to be 
disclosed by the Listing Rules, thus ‘piggy-backing’ on the statutory requirements,265 unlike 
the more ‘tailored’ contractual requirements in syndicated loan agreements. Covenant-lite 
bonds and loan may well not have many disclosure requirements at all.266 The more limited 
role played by ongoing disclosure requirements in relation to debt securities is reflected in 
the scope of the disclosure required by regulation: material that is only relevant to corporate 
governance by shareholders is not required to be disclosed. It should be borne in mind, 
however, that such material will have to be disclosed anyway if the company lists its equity 
securities on the Main Market, or, to some extent, if it lists them on AIM,267 and also that 
certain material has to be filed at Companies House by every UK company pursuant to the 
provisions of the Companies Act 2006.268 The disclosure requirements that apply to issuers 
which list debt securities on the Main Market or the PSM are only likely to prove at all oner-
ous to non-UK companies, or to companies whose shares are not listed.
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Generally, most of the Disclosure Guidance and Transparency Rules (DTR) apply to 
debt securities admitted to trading on either the Main Market269 or the PSM,270 although 
the requirements are slightly different for each. This paragraph will take each category 
of ongoing disclosure discussed in 11.3 in turn. In relation to the first category (periodic 
reporting),271 the requirements in DTR 4 of the FCA Handbook to provide annual financial 
reports272 and half-yearly reports273 apply to debt securities trading on the Main Market 
unless the issuer only issues wholesale securities.274 Where an issuer only lists debt securi-
ties on the PSM, it need only publish an annual financial report within six months of the end 
of the relevant financial period.275

In relation to ad hoc disclosure requirements, the first category (disclosure of inside 
information)276 is required for issuers of all debt securities listed on either market.277 As 
regards disclosure of directors’ (and connected persons’) shareholdings,278 this is required 
where debt securities are listed on the Main Market,279 but not where they are only listed 
on the PSM. The prohibition on trading by persons discharging managerial responsibilities 
in the 30 days before the announcement of interim financial reports or year-end accounts 
applies to debt securities as well as to equity securities.280 Since all debt security listings are 
standard listings, none of the disclosure requirements imposed by the Listing Rules only on 
companies with a premium share listing apply.

Since the 2008 financial crisis there has been concern about a lack of transparency in 
the secondary debt securities markets. This led to discussion as to whether Article 65 of the 
former MiFID,281 (which already required post-trade transparency in the equity markets)282 
should be extended to the bond markets. The replacement legislation for MiFID (MiFID II 
and MIFIR) does require such post-trade transparency, as well as pre-trade transparency283 
(including requirements that systematic internalisers must make public firm quotes if 
certain conditions are fulfilled).284 The system, which is similar to that pertaining to the 
equity markets, applies (with calibration) to a number of different trading venues, many 
more of which are brought within the regulatory net.285 Trading venues are obliged to make 
public the price, volume and time of transactions traded on that venue.286 This has to be 
done as soon as possible after trading unless deferred publication has been authorised  
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based on the size and type of transaction.287 Investment firms are also obliged to make 
transactions public.288

Thus, although there is no disclosure requirement directly equivalent to the disclosure of 
major shareholdings289 (which is not surprising given that one of the main purposes of such 
disclosure is to give information to existing shareholders about possible takeovers), there 
is now very considerably increased transparency in the debt securities markets. Whether 
this will prove beneficial is not entirely clear: it has been strongly argued that it will have a 
chilling effect on those making markets in debt securities, and that it will have an adverse 
effect on liquidity.290

13.3.2. Enforcement of Ongoing Disclosure Requirements

The discussion in 11.4.1.2 in relation to enforcement by investors of investor-focused 
disclosures applies also in the context of debt securities, both in terms of common law 
enforcement and enforcement under section 90A FSMA. Similarly, where ongoing 
disclosure is required, the public enforcement discussed in 11.4.2 also applies. Since there 
is no obligation to make governance-based disclosures in relation to debt securities, the 
section on private enforcement of misstatements in that context291 does not apply. Article 70 
of MiFID II requires the FCA to impose administrative sanctions and measures applicable 
to all infringements of MiFID II, MiFIR, and any of their implementing measures, as well 
as to take the necessary measures to ensure their implementation.292

13.3.3.  Comparison of Protection by Regulation for Holders of Debt 
Securities and those Making Loans: Ongoing Disclosure

Most of what was said above293 also applies to ongoing disclosure. Lenders are usually in 
a position to bargain for extensive information and monitoring rights, so that financial 
covenants in loans are usually far more extensive than those in debt securities. Information 
and financial covenants are discussed above at 6.3.2. Obviously, however, the disclosure of 
this information is for the benefit of those contractually entitled to it—that is, the lender 
or lenders. There is no general disclosure to the secondary loan market, and so prospective 
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buyers of loans have to obtain the information they require by other means. This will usually 
entail obtaining at least some information from the seller of the loan. Since this informa-
tion has been disclosed only to the seller, and may by its nature be sensitive information 
that has not been released into the public sphere, the borrower requires some protection 
against disclosure without its consent. Traditionally, this came from the implied duty of 
confidentiality between bank and customer, so that the original lender, bound by such a 
duty, would need the borrower’s consent to disclose information,294 and a recipient bank 
would be under a similar duty of confidentiality.295

However, now that so many non-banks, such as hedge funds, have entered the secondary 
loan market, an express confidentiality clause has been introduced into the LMA standard 
leveraged loan agreement,296 setting out when and to whom information can be disclosed 
and providing that disclosure to transferees must be on condition that they enter into a 
confidentiality agreement.297 How much information is actually required to be disclosed to 
the buyer by the seller of the loan depends, of course, on the terms of the transfer agreement. 
A clause in a loan transfer agreement providing that a seller was not obliged to disclose 
certain information and was not liable for any non-disclosure was held by the Court of 
Appeal to satisfy the test of reasonableness under section 2(2) of the Unfair Contract Terms 
Act,298 on the grounds that the parties were of equal bargaining power and that such clauses 
promoted certainty. On this reasoning, it would seem that almost any clause restricting a 
seller’s liability in relation to the transfer of a syndicated loan will be likely to be held to be 
reasonable, since it will be seen as an agreed apportionment of the risks of purchase.

The dissemination of sensitive information in the secondary loan market also gives rise 
to concerns about market abuse, which will be discussed in the next section.

13.4. Regulation of Market Misconduct

13.4.1.  Application of the Market Abuse Rules to the Debt  
Securities Markets

Market abuse is just as possible in relation to the trading of debt securities as in relation 
to equity securities. As might be expected, both the criminal regime299 and the regulatory 
regime described in 12.2 apply to both debt securities markets discussed here, and little 
more needs to be said in this chapter about the substantive law or the policy arguments.
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offence of market manipulation under Financial Services Act 2012, ss 89–91 (see 12.2.2.2): this applies to market 
activity in relation to a relevant agreement or relevant investment, which, as appears from ss 93(3) and (5) Finan-
cial Services Act 2012 and the Financial Services Act 2012 (Misleading Statements and Impressions) Order 2013 
(SI 2013/637), as amended by the Alternative Investment Fund Managers Regulations 2013 (SI 2013/1773) and the 
Financial Services and Markets Act 2000 (Regulated Activities) (Amendment) Order 2015 (SI 2015/369), means 
controlled activities and investments within the meaning of Sch 1 to the Financial Promotions Order (see above, 
13.2.6). Note that ‘controlled investments’ includes ‘debentures’ so that the discussion above at 13.1.1 applies.

 300 FSA, Final Notice issued to Stephen Harrison, 8 September 2008; FSA, Final Notices issued to Christopher 
Parry and Darren Morton, 6 October 2009; FCA, Final Notice issued to Tesco plc—Tesco Stores Limited, 28 March 
2017; FCA, Final Notice issued to Paul Axel Walter, 22 November 2017.
 301 FCA, Final Notice issued to Mark Stevenson, 20 March 2014.
 302 See International Capital Market Association, ‘So why do bonds trade OTC?’ available at www.icmagroup.
org/Regulatory-Policy-and-Market-Practice/Secondary-Markets/Bond-Market- Transparency-Wholesale-Retail/
So-why-do-bonds-trade-OTC-/.
 303 Regulation (EU) No 596/2014. See 12.2.2 for more discussion.
 304 When EU law ceases to apply the EU Market Abuse Regulation will be incorporated into UK law under s 3(1) 
of the European Union (Withdrawal) Act 2018 and in accordance to the Market Abuse (Amendment) (EU Exit) 
 Regulations (SI 2019/310).
 305 For discussion of the introduction of the wide category of OTFs to the regulatory net, see 12.2.2.
 306 Market Abuse Regulation, art 2(1)(d). See 12.2.2 above.
 307 See 12.2.2.1.
 308 See fn 299 above.
 309 Criminal Justice Act 1993, s 52(3).

Up until the time of writing there have been very few Final Notices enforcing breaches 
of the market abuse regulatory regime in relation to non-equity trading. Five Final Notices 
have been issued in 2008, 2009 and 2017 in respect of bond trading,300 and one was issued in 
2014 in respect of trading in gilts.301 Some have also been issued in respect of trading on the 
commodity futures markets. The regime applies not just to trades which actually take place on 
the market, but also to trades of such qualifying investments which take place over the counter 
(OTC). This is significant, as a large amount of trading of debt securities takes place in this 
way: partly because there are far more different issues of debt securities traded on prescribed 
markets than there are equity securities, partly because the volume of a typical trade is much 
larger than a typical equity trade, and partly because there are far fewer trades of debt securi-
ties. Thus, liquidity has to be provided by the dealers, who typically take some securities on 
their own books while they search for a buyer.302 It appears that OTC trades are included so 
as to ensure a level playing field for the whole market: fairness would seem to require that all 
who trade in listed debt securities abide by the same standards, even though the trades are not 
technically on the market. Further, if OTC trades were not regulated, it would be very easy for 
those trading debt securities to avoid the market abuse regime altogether.

This scope was widened by the Market Abuse Regulation,303 which came into effect in 
2016. This Regulation, which currently has direct effect in the UK and which will be trans-
posed to domestic legislation upon the UK leaving the EU,304 applies the market abuse regime 
to financial instruments traded on regulated markets (the Main Market), MTFs (the PSM) and 
OTFs,305 as well as derivatives whose value or pricing depends on such instruments.306

In contrast, the criminal offence set out in Part V of the Criminal Justice Act 1993307 
is limited to situations where dealing takes place on a regulated market,308 or where the 
person dealing relies on a professional intermediary or is himself acting as a professional 
intermediary.309 The offence is primarily aimed at trading on formal markets, and the exten-
sion to cover dealings involving professional intermediaries was intended to cover deliberate 

http://www.icmagroup.org/Regulatory-Policy-and-Market-Practice/Secondary-Markets/Bond-Market-Transparency-Wholesale-Retail/So-why-do-bonds-trade-OTC-/
http://www.icmagroup.org/Regulatory-Policy-and-Market-Practice/Secondary-Markets/Bond-Market-Transparency-Wholesale-Retail/So-why-do-bonds-trade-OTC-/
http://www.icmagroup.org/Regulatory-Policy-and-Market-Practice/Secondary-Markets/Bond-Market-Transparency-Wholesale-Retail/So-why-do-bonds-trade-OTC-/
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 310 Gower and Davies, 30-11.
 311 Directive 2014/57/EU.
 312 See 12.2.2.
 313 See 8.3.1.
 314 Market Abuse Regulation, art 5. Recital 11 states that stabilisation can be legitimate for economic reasons and 
therefore should be exempt from market abuse regulation under certain circumstances.
 315 See 12.2.2 above.
 316 Or any regulated market. The rules apply to equity securities as well, but stabilisation is particularly common 
in relation to eurobonds. See Fuller: Capital Markets, 13.71.
 317 Usually via a RIS (Regulated Information Service): see 11.3.
 318 Market Abuse Regulation, art 5.
 319 See Commission Delegated Regulation (EU) 2016/1052 with regard to regulatory technical standards for the 
conditions applicable to buy-back programmes and stabilisation measures.
 320 This has not changed under the Market Abuse Regulation. It relates only to ‘financial instruments’ (art 2(1)) 
which are defined in art 4(1)(15) of MiFID II and listed in section C of Annex 1 to that Directive. The list includes 
transferable securities, money-market instruments, units in collective investment schemes and many derivative 
products, but not loans. ‘Transferable securities’ does not include loans: see 13.1.1.

attempts to avoid the scope of the legislation, rather than to cover all trading.310 The 2014 
Market Abuse Directive311 introduced new criminal sanctions for market abuse, and applies to 
securities traded on regulated markets, MTFs and OTFs in the same way as the Market Abuse 
Regulation, but the UK Government decided not to opt in to this Directive.312

There is one exception to the application of the market abuse rules which is particularly 
important in the context of debt securities. This is in relation to the practice of stabilisation, 
which is described in chapter eight.313 Stabilisation is seen as beneficial to the market because 
it increases confidence in market pricing,314 and so is thought to be worthy of protection from 
constituting an offence by falling within two ‘safe harbours’. Without these safe harbours, 
stabilisation could constitute either the criminal offences or the regulatory offence discussed 
in chapter twelve.315 At present, one safe harbour applies to securities admitted to trading on 
the Main Market,316 provided that there is full disclosure to the market prior to the start of 
trading,317 the trades are reported as being part of the buy-back programme to the compe-
tent authority, the stabilisation takes place within adequate price and volume limits and the 
programme is carried out in accordance with the objectives, the conditions and the regulatory 
technical standards established by the EU framework.318 The other safe harbour applies in 
regard to transactions, orders or behaviour, in pursuit of monetary, exchange rate or public 
debt management policy, or concerning emission allowances in pursuit of the EU’s climate 
policy. Crucially, the safe harbour applicable to debt securities admitted to trading on a non-
regulated market (like the PSM) no longer applies under the Market Abuse Regulation: the 
stabilisation rules set out in its article 5 appear to apply to the same extent as the rest of the 
regulation, that is, to securities traded on regulated markets, MTFs and OTFs. The stabilisa-
tion regime is now subject to technical standards developed by ESMA, which also appear to 
apply to MTFs and OTFs much in the same way that they apply to regulated markets.319

13.4.2.  Application of the Market Abuse Rules to the Making  
and Transfer of Loans

The market abuse regime discussed above and in chapter twelve does not apply to the second-
ary loan market itself, as it is not a regulated market, nor is it subject to the FSMA regime.320 
However, it is possible that a lender or a buyer might obtain information in the course of 
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 321 For discussion of a similar example, see S Bowles and D Fox, ‘Credit Markets and Market Abuse’ [2007] Journal 
of International Banking and Financial Law 209.
 322 See 12.2.2.3.
 323 Criminal Justice Act 1993, Part V. See 12.2.2.1.
 324 Market Abuse Regulation, art 2: here the Main Market for equities (as a regulated market), and the Main 
Market or PSM for debt securities (as a regulated market and an MTF, respectively).
 325 The term ‘lender’ here includes those who purchase loans, such as hedge funds, as well as those who originate 
them, such as banks.
 326 P Wood, Law and Practice of International Finance (London, Sweet & Maxwell, 2008) 10-10.
 327 E Katz, ‘Disclosure of Non-Public Information in Loan Secondary Market Trading’ [2008] Journal of Interna-
tional Banking and Financial Law 585.
 328 A new clause has been inserted into the LMA leveraged loan agreement to this effect: see cl 32.13 and, further, 
Katz, ibid.
 329 S Bowles and D Fox, ‘Credit Markets and Market Abuse’ [2007] Journal of International Banking and Financial 
Law 209.
 330 The high-level principles are in the FCA Handbook, PRIN 2.1, and include the obligation that a firm conduct 
its business with integrity (PRIN 2.1.1 (1)), and that it observe proper standards of market conduct (PRIN 2.1.1 
(5)). For more discussion of the relevance of these principles to the secondary loan market, see C Howard and  
B Hedger, Restructuring Law and Practice, 2nd edn (London, LexisNexis, 2014) 3.25.

making a loan, buying a loan, or as the owner of a traded loan, which has not been publicly 
disclosed to the debt and equity markets, and which that lender or buyer could use when 
entering those markets in a way which is contrary to the market abuse rules. For example, 
the purchaser of a loan to a private company may obtain non-public information about that 
company, and then, when the company makes an IPO of shares, may wish to subscribe for 
some of those shares.321 This could amount to insider dealing, contrary to article 14 of the 
Market Abuse Regulation,322 or potentially even the criminal offence of insider dealing.323 
Similar problems could arise where a lender is given non-public information about a company 
when deciding whether to make the loan, and then wishes to buy equity or debt securities 
which are already trading on a regulated market, an MTF or an OTF.324

Lenders325 can take various steps to avoid liability for market abuse in this way. One 
possibility, where the lender is a large organisation, is for a Chinese Wall to be set up 
between the part of the organisation dealing with lending or buying loans and the part 
trading on the public markets.326 Where the lender is smaller this may not be possible, 
and the lender must either refrain from trading on the public markets or limit the infor-
mation it obtains qua lender to that which is publicly disclosed.327 Requests by lenders 
that information provided be ‘scrubbed’ of non-public information can potentially be very 
difficult for a borrower, and a practice has now developed whereby the lender agrees that 
a nominated third party will receive non-public information on their behalf.328 Obviously, 
the more information that is disclosed publicly by the borrower, the less this question is a 
problem for the lender.329

As pointed out in chapter nine, there is increasing convergence of the secondary markets in 
debt securities and loans. The secondary loan market is a liquid market, and there is potential for 
abusive use of information, as there is in the securities markets. So far, the line has been drawn 
clearly in terms of the types of investments the trading of which is regulated. However, not only 
are many of the participants in the secondary loan market themselves regulated entities, so 
that they have to comply with the principles laid down by the FCA,330 but there has also been 
growing concern about the lack of equality of information among all participants in the market. 
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 331 LMA Guidelines—Transparency and the Use of Information, first issued 6 June 2011 and amended November 
2012. See R Miller, The Loan Market Association Transparency Guidelines (2017) https://globalrestructuringre-
view.com/benchmarking/the-art-of-the-ad-hoc/1151053/the-loan-market-association-transparency-guidelines.
 332 C Howard and B Hedger, Restructuring Law and Practice, 2nd edn (London, LexisNexis, 2014) 3.21, 6.30. See 
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 333 Compare the meaning of ‘inside information’ discussed at 12.2.2.3.1.
 334 See 13.3.3 above.
 335 C Howard and B Hedger, Restructuring Law and Practice, 2nd edn (London, LexisNexis, 2014) 3.28, 6.31.
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March 2013.
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SEC(2010) 1055, 13.

This has been redressed, to some extent, by guidelines issued by the LMA,331 which, although 
they do not have the force of law, tend to be followed closely by market participants for fear of 
reputational consequences of breach.332 The guidelines concern material information—that is, 
information which, if known to the whole syndicate, would significantly impact on the price 
of the loan.333 They distinguish between ‘borrower confidential information’, which is material 
information not known to the whole syndicate, and ‘syndicate confidential information’, which 
is information available to the whole syndicate. The guidelines state that market participants 
should not trade based on borrower confidential information (even if the counterparty actually 
has that information); they may only trade on the basis of syndicate confidential information. 
In other words, information has to be disclosed to the whole syndicate before a trade can take 
place, though there does not seem to be any requirement that information be disclosed to a 
counterparty who is not a syndicate member (although that will, of course, usually be required 
by contract unless specifically excluded from the transfer agreement).

There is, however, a tension between the desire of a borrower for confidentiality334 and the 
LMA disclosure requirements. To some extent this is ameliorated if there is a confidentiality 
agreement between the borrower and the members of the syndicate, and any counterparty 
would also normally enter into such an agreement. However, it appears that borrowers regu-
larly restrict the disclosure of information, which makes it impossible or very difficult to turn 
borrower confidential information into syndicate confidential information, and, in practice, 
has a chilling effect on trading.335 Alternative guidelines have been produced by the Alternative 
Investment Management Association (AIMA)336 as a result of dissatisfaction among its 
members with the LMA Guidelines, which were seen as not reflecting market practice.

13.4.3. The Regulation of Short Selling

As observed in section 12.3, short selling relates to the practice of selling an asset that a seller 
does not own with the aim of purchasing back identical assets at a later date for a lower price. 
It is not only shares that can be sold short: debt securities may also be sold short, in order to 
express a negative view of the evolving credit risk of an issuer. A liquid market is necessary for 
successful short selling; while there is clearly a secondary market in corporate bonds, it is not 
sufficiently liquid for short selling to take place frequently. Various features of the corporate 
bond market militate against a high level of liquidity.337 One is that any one issuer is likely 

https://globalrestructuringreview.com/benchmarking/the-art-of-the-ad-hoc/1151053/the-loan-market-association-transparency-guidelines
https://globalrestructuringreview.com/benchmarking/the-art-of-the-ad-hoc/1151053/the-loan-market-association-transparency-guidelines
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 342 Regulation (EU) 236/2012, art 13 (Short Selling Regulation). The Short Selling Regulation is set to be incorporated 
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 345 See 13.1.2.
 346 FSMA, ss 19 and 22; Financial Services and Markets Act 2000 (Regulated Activities) Order 2001 (SI 2001/544 
(‘Regulated Activities Order’), art 5. For details of the authorisation regime, see Benjamin: Financial Law, 10.2.
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to have launched a number of issues of bonds, unlike shares, of which there is usually only 
one issue: the market for those wanting exposure to the credit risk of the issuer is thus frag-
mented. Another is that bonds have fixed maturity dates (unlike shares): many bondholders 
hold until maturity. Further, bond trades tend to be large and infrequent, so that liquidity has 
to be provided by dealers who take securities on their own books while they find buyers: this 
also means that many trades are OTC.338 There is another, more effective way to achieve expo-
sure to the credit risk of the bond or the issuer: to enter into a credit default swap (CDS) with 
a counterparty who takes a different view of the creditworthiness of the issuer, so that they are 
willing (for a relatively small fee) to agree to pay a large sum if the issuer defaults or becomes 
insolvent.339 There is no need to own the bond in order to buy a CDS based on it: this is known 
as a ‘naked’ CDS. It is probably cheaper, and certainly simpler, to buy a CDS than to borrow 
bonds under a stock lending agreement340 and to sell them short.

For these reasons, short selling of corporate bonds has not been a concern of the regulatory 
authorities.341 However, regulatory attention has been paid to the short selling of sovereign 
debt (that is, bonds issued by states) and to the purchasing of CDSs based on such debt. Since 
this book is concerned with corporate debt and not sovereign debt, such regulation will not 
be considered in detail. Broadly, regulatory constraints similar to those restricting the short 
selling of shares (as detailed in section 12.3.2.1) govern whether a short sale of sovereign 
debt is ‘covered’ and thereby permitted, although the restrictions are deliberately lighter.342 
The restrictions on uncovered sovereign CDSs are complex: sovereign CDS transactions are 
banned unless the transaction is a ‘permissible hedge’:343 the rules as to what counts as this 
are complicated. Sovereign debt is generally excluded from ESMA’s powers of intervention.344

13.5. Accepting Deposits

As mentioned above,345 accepting deposits by way of business is a regulated activity under 
FSMA, and can only be carried out by an authorised (or exempt) person.346 This is poten-
tially relevant for debt finance, since the definition of ‘deposit’ is very wide and could include 
corporate loans or debt securities, which would mean that the corporate borrowers would 
have to be authorised. However, there are a number of exclusions from the definition347 
which will usually mean that this form of regulation does not apply in the area considered 
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by this book. The accepting of deposits is only a regulated activity if the money received by 
way of deposit is lent to others, or is used to finance the activities of the person accepting 
the deposit.348 The first limb of this criterion clearly refers to the financing of banks and 
financial institutions, but the second limb could potentially refer to any type of corporate 
debt finance.349

A ‘deposit’ is defined as a sum of money paid on terms that satisfy both limbs of the 
following test.350 First, the money is to be repaid on demand or at an agreed time and, 
second, the payment of the money is not referable to the provision of property (other than 
currency), services or the giving of security. The words ‘giving of security’ in the second 
part of that test do not mean that money received by way of a secured loan is not a deposit. 
Rather, what is envisaged is that the money is paid by way of ‘security’ for the performance 
of a contract,351 such as when a percentage of the purchase price is paid on exchange of 
contracts for the purchase of a house, which will be forfeit if the purchaser fails to complete, 
and returned if the seller fails to convey the property.352 So, a secured loan or debenture 
can still be a ‘deposit’. Indeed, the definition is so broad that, as Lewison J pointed out when 
considering the scope of the definition in FSA v Anderson (No 1), ‘to call something a loan 
is not inconsistent with its being a deposit’.353

However, most debt finance considered in this book will fall within one of the exceptions 
to the definition of ‘deposit’. Sums received as consideration for the issue of debt securities 
are generally excluded,354 as are sums paid by authorised financial institutions,355 which 
means that most loans to companies will not be included.

13.6. Convertible Debt Securities

So far the discussion in this chapter of the regulation of listed securities has concentrated on 
debt securities. However, it will be recalled that securities can start life as debt securities and 
be convertible into equity securities, or can be exchangeable for equity securities.356

The regulation of such securities reflects their hybrid nature, and is discussed in this 
section. Convertible debt securities are generally regulated as if they were equity securities 
of the issuer. For example, the rules on pre-emption apply to them.357 They may only be 
admitted if the equity securities into which they are convertible are already, or will become 
at the same time, listed securities, or securities listed on a regulated, regularly operating, 
recognised open market.358 Where convertible debt securities are to be offered to the public 
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or are themselves to be admitted to trading on the Main Market (so that a prospectus is 
required), the content requirements are the same359 as for equity securities.360 If they are 
not offered to the public and only admitted to trading on the PSM, then the content require-
ments for the necessary listing particulars follow the wholesale debt regime.361

It used to be the case that if the convertible debt securities were neither to be offered to 
the public nor admitted to trading on the Main Market themselves, a prospectus would not 
be required, even if it was intended that the equity securities into which they converted were 
to be admitted to trading on the Main Market (provided that such securities were of the same 
class as equity securities of the issuer already admitted to trading on that market). However, 
the Prospectus Regulation restrains issuers’ ability to raise capital without publishing a 
prospectus by limiting the scope of this exception to situations where the resulting shares 
represent less than 20 per cent of the number of shares of the same class already admitted to 
trading on the same regulated market over a period of 12 months (the 20 per cent cap).362

If exchangeable debt securities are to be offered to the public or are themselves to be 
admitted to trading on the Main Market, a distinction is drawn between exchangeable 
debt securities issued by an affiliate of the company that is the issuer of the relevant equity 
securities and those that are issued by a company that is not so affiliated. The former are 
regarded by the Prospectus Regulation as equity securities.363 The latter are regarded by 
the Prospectus Regulation as non-equity securities,364 and the content requirements for 
the necessary prospectus follow the wholesale debt regime regardless of the denomination 
of the security.365 If exchangeable debt securities are not offered to the public and are to 
be admitted to trading only on the PSM, then the content requirements for the necessary 
listing particulars follow the wholesale debt regime regardless of whether the issuer is affili-
ated with the company that is the issuer of the relevant equity securities, and regardless 
of the denomination of the securities.366 If the exchangeable debt securities are neither to 
be offered to the public nor admitted to trading on the Main Market themselves, then a 
prospectus is not required where the equity securities for which they are exchangeable are 
to be admitted to trading on the Main Market, provided, however that the resulting shares 
are of the same class as those already admitted to trading on the Main Market and, under the 
Prospectus Regulation, provided that they fall within the 20 per cent cap.367
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13.7. Regulation of Credit Rating Agencies

As mentioned in chapter two,368 credit rating agencies (CRAs) play an important role in 
capital markets, although until relatively recently they were largely unregulated.369 Even 
before the 2008 financial crisis, some steps had been taken to regulate CRAs since they had 
become ‘deeply embedded in investor culture’.370 They had come to be relied on directly and 
indirectly not only by investors and issuers, but also by regulatory authorities. For example, 
investment funds371 are often required by their mandates to invest only in listed securi-
ties, and then only in securities that carry an ‘investment grade’ rating issued by one or 
more CRAs.372 As an indicator of asset quality, banks and other lenders often value financial 
collateral offered to them on the basis of the credit rating assigned to it, so that investment 
grade bonds have more value as collateral than high-yield bonds.

Maintaining a good credit rating is also a good way for a company to signal its own 
creditworthiness, not only to potential investors but also to customers and suppliers. For 
example, a company may persuade the counterparty to a trading arrangement that it should 
not have to provide security for its obligations because it has an investment grade rating. 
Some companies positively target a particular credit rating, and this target is a management 
policy which is communicated to analysts.373 Parties can incorporate credit ratings into 
their private arrangements by attaching consequences to a rating downgrade.374 In Hall  
v Cable & Wireless,375 for example, the dispute concerned an issuer’s obligation to disclose 
to the market the fact that it might be required to provide collateral if its own credit rating 
was downgraded. It is easy to see how such ‘ratings triggers’ can become a self-fulfilling 
prophecy, where the downgrade both reflects and contributes to the increased likelihood of 
default.376 Credit ratings are also used by regulatory authorities around the world. In most 
countries, for example, authorities are prepared to accept credit ratings issued by certain 
CRAs when determining what risk weighting to apply to assets for the purpose of the capital 
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rating agencies (CRA I), as amended by CRA II (Regulation 513/2011) and CRA III (Regulation 462/2013). Direc-
tive 2014/51/EU also amends these provisions in relation to insurance and reinsurance undertakings (in particular 
the directive seeks to avoid overreliance on external rating agencies by requiring insurance undertakings to assess 
the appropriateness of external credit rating assessments as part of their risk management). Further, a large number 
of implementing and delegated acts have been adopted by the European Commission, setting out Regulatory Tech-
nical Standards needed to implement key provisions of the Regulation on Credit Rating Agencies.
 384 See eg Credit Rating Agencies Regulations 2010 (SI 2010/906) (implementing CRA I) and Credit Rating Agen-
cies (Civil Liability) Regulations 2013 (SI 2013/1637), which implements the civil liability provisions in CRA III, 
art 35a.
 385 See CRA II (Regulation 513/2011). ESMA is given substantial powers in this regard, including the ability to 
impose fines and to revoke a rating agency’s licence. For a comparison of the roles of ESMA and the SEC in this 
regard see J Coffee, ‘Ratings Reform: The Good, the Bad and the Ugly’ (2011) 1 Harvard Business Law Review 231, 
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cies (Amendment etc) (EU Exit) Regulations 2019 (SI 2019/266).

adequacy requirements imposed on banks and other financial institutions.377 Securities 
with the safest ratings carry a low risk weighting and do not need to be funded by equity to 
the same extent as more risky securities.378

Before the 2008 financial crisis, it was considered satisfactory that CRAs were regulated 
by the market. It was assumed that CRAs that failed to supply accurate ratings would even-
tually be excluded by normal market forces, and that there was therefore no need for more 
intrusive regulation.379 As a result of this financial crisis, however, questions were raised 
about the role of CRAs. In particular, their expertise in rating corporate securities proved 
insufficient when rating the complicated asset-based securities issued in the period before 
the crisis.380 The mathematical models used to rate these new products failed adequately 
to appreciate the risk and significance of correlated default.381 Concerns were also raised 
that there was a conflict of interest problem, in that CRAs were paid by investment banks 
sponsoring a securitisation, yet the ratings were relied upon by investors of varying levels of 
expertise.382 The CRAs became involved in designing the securities themselves, so that the 
arranger’s rating objectives could be satisfied.

As a result of these concerns, Europe has introduced new regulations for CRAs. EU 
regulation in relation to credit rating agencies came in three stages: an initial regulation in 
2009, and then amending regulations in 2011 and 2013.383 The UK’s approach has largely 
been driven by developments at EU level.384

The EU Regulations create a registration regime for CRAs. Registration and supervi-
sion of CRAs within the EU is in the hands of ESM.385 These provisions impose on CRAs 
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 392 See Regulation (EU) No 462/2013, amending Regulation (EC) No 1060/2009 and inserting a new art 35a.
 393 Very little successful litigation involving actions by investors against CRAs has emerged post-crisis. The nota-
ble exceptions to this have arisen in Australia: Bathurst Regional Council v Local Government Financial Service Pty 
Ltd (No 5) [2012] FCA 1200; ABM AMRO Bank NV v Bathurst Regional Council [2014] FCAFC 65.
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certain disclosure and transparency requirements, including, for example, the obligation 
to disclose ratings methodologies, key ratings assumptions386 and fees charged.387 These 
Regulations also impose obligations on CRAs to identify and manage any conflicts of inter-
est that might arise: for example CRAs cannot provide consultancy or advisory services to 
entities they rate, but can provide so-called ‘ancillary services’ provided that the nature and 
extent of these is prominently disclosed.388 For certain structured products, namely re-secu-
ritisations, the regulations impose a maximum duration on the relationship between a CRA 
and an issuer, in order to require debt issuers to rotate between the CRAs that rate them.389 
New provisions also seek to diminish the reliance by financial institutions on external 
ratings.390 The idea here is to try to ensure that financial institutions do not blindly rely on 
only on credit ratings when picking investment, but also carry out their own assessments.391 
Further, the EU regulations create a new civil liability regime for CRAs.392 The lack of an 
adequate remedy for investors who suffered as a result of inaccurate ratings was felt to be 
one of the weaknesses of the pre-crisis regime.393 Consequently a new cause of action now 
allows investors to seek compensation from CRAs if they have suffered loss as a result of a 
flawed rating. This action is available even if there is no contractual relationship between the 
parties, and therefore there is no requirement to show a duty of care. The claim is available 
where the CRA has intentionally or with gross negligence committed an infringement of the 
EU CRA Regulations.394 CRAs may, however, limit their liability where it is ‘reasonable and 
proportionate to do so’.395

Whether these regulatory developments are beneficial, and the extent to which they 
actually have any effect on CRAs’ business practices, still remains to be seen. These reforms 
may be said to leave the core problems regarding CRAs untackled. In particular, they do not 

https://ec.europa.eu/info/system/files/alternatives-to-credit-rating-study-01122015_en.pdf
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Edition’ (19 July 2018).
 398 ESMA, ‘Consultation Paper: Guidelines on Disclosure Requirements Applicable to Credit Ratings’  
(19 December 2018).
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 400 See https://innovativefinanceisa.org.uk/.
 401 The total invested in the tax years 2016–17 and 2017–18 is £326m, in 36,000 accounts (see HMRC, ISA 
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address the issuer-pays model which gives rise to the central conflict of interest problem, 
although the Commission Delegated Regulation (EU) 2015/1 requiring the periodic report-
ing of fees charged by credit rating agencies could be a step in the right direction.396 In the 
end, it seems clear that there are concerns within the EU about the adequacy of the present 
response, as, in 2018, ESMA issued consultation papers regarding the guidelines on the 
submission of periodic information by credit rating agencies397 and regarding the guidelines 
on the disclosure requirements applicable to credit ratings.398 This is an area in which more 
regulatory change can be expected.

13.8. Regulation of Peer-to-Peer Lending

Peer-to-peer (‘P2P’) lending is described in chapter two.399 It will be recalled that, although 
there is a variety of methods and structures of such lending, typically the borrowers and 
lenders find each other through the use of an online platform, operated by a company. The 
platform will normally carry out some sort of credit check on potential borrowers, will 
publicise the borrower’s requirements for a loan, will have some sort of facility for fixing the 
terms of the loan, and will enter into a standard form agreement with the borrower as agent 
for the lender. Further services may be offered, such as the pricing of loans, the selection and 
management of loans to achieve a target rate of interest, a second marketplace and a contin-
gency fund which effects a type of loss pooling. While any borrower or lender can use these 
crowdfunding sites, the borrowers are typically small businesses (corporate or non-corpo-
rate) that find it hard to obtain debt finance elsewhere. The P2P lending platforms provide a 
method of finding a much wider pool of lenders, including retail investors. Typically these 
are attracted by the high rate of interest offered; this, of course, reflects the high risk of many 
of these loans, given the small, and often immature, nature of the borrowers’ businesses.  
A new Individual Savings Account (‘ISA’), a ‘tax wrapper’ in which income is tax-free within 
certain limits of investment, was introduced in 2016. It is called an Innovative Finance ISA 
(‘IFISA’) and enables individuals to use P2P loans as a source of tax-free investment.400 
Not surprisingly, many individuals have invested in P2P lending in this way in the last few 
years.401 A very comprehensive analysis of the risks involved in P2P lending is set out in 

https://innovativefinanceisa.org.uk/
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 404 See FCA CP 18/20 4.51.
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 406 See 13.2.6.

the recent post-implementation review and feedback thereon by the FCA.402 Chief among 
these are the credit risk of both the borrower and the lending platform. The former is a risk 
borne by the lender that the borrower will not repay or will become insolvent. There is also 
the risk that the lender will not be reasonably remunerated for the risk he is taking on, and, 
as with equity crowdfunding, the risk of lack of liquidity, namely, that the lender will not be 
able to withdraw the invested money when desired.403 The risk of the platform’s insolvency 
is borne by both the lender and the borrower, since the platform may fail while holding 
funds for either party or while owing money to either party. Not only may the money held 
be lost if not protected, but also lenders may have no practical way to enforce unpaid loans, 
since each lender is likely to have lent a small proportion of the loan (in order to benefit 
from diversification) and it will therefore not be economically viable for any one lender to 
enforce, while coordination between lenders is likely to be uneconomic.404

The credit risk of the borrower is, of course, no different from the credit risk borne 
by any other lender or holder of debt securities. However, as we have seen, most lenders 
protect themselves with privately enforced disclosure requirements, while investors in debt 
securities are protected by the regulatory disclosure regime, which is calibrated to give 
greater protection to less sophisticated investors. Those lending on peer-to-peer platforms 
are often unsophisticated, and are lending to risky businesses. They are not in a position to 
demand strong covenants: they are, in practice, obliged to use the standard form lending 
document provided by the platform. Although, in theory, they could read the agreements 
available on various platforms and make an informed choice between them, this is unlikely 
to happen in the case of retail lenders. Moreover, although, in theory, they could demand 
more information about the business to which they are lending, in practice they are reliant 
on the information provided by the borrower that is available on the platform, and on any 
credit checks which are carried out by the platform itself. Thus, while there is in theory no 
problem with individual lenders taking on risky loans for suitably high reward, there is 
considerable concern when such lenders are unable to verify the credit risk themselves or to 
establish whether the interest rates they receive are actual a suitable price for the risk taken 
on. Moreover, where a platform chooses and manages loans to achieve a target rate of inter-
est, it is even more difficult for a lender to assess whether the target rate is achievable, or 
whether the platform is managing the loans in such a way as to best achieve it.405

In the past there has been no regulation of loans made by unsophisticated lenders, apart 
from the rules on financial promotion, to the extent that they might apply,406 and the general 
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law relating to misrepresentation and fraud. Until the advent of online platforms, however, 
such loans were relatively rare and usually made by lenders who had some personal connec-
tion with the borrower. It is the ability conferred by the platforms to link borrowers with 
such lenders on a large scale that has given rise to the concern about the credit risk faced by 
such lenders.

In this climate, the FCA407 was faced with various possibilities for protecting such lend-
ers, and regulations were brought into force in 2014.408 The regulatory response has been 
subject to considerable post-implementation review,409 and the UK Government has 
now reached a firm policy position,410 with new rules and guidance coming into force on  
9 December 2019.411

One possibility considered by the FCA was to have some sort of compensation scheme 
or insurance for possible loss. In relation to the credit risk of the borrower, this would defeat 
the whole purpose of the exercise: the high interest rates payable to the lender reflect the 
risky nature of the loan, and requiring such compensation or insurance would drastically 
reduce the returns to the lenders. Another possibility was to include peer-to-peer lend-
ing within the Financial Services Compensation Scheme (FSCS), which applies (chiefly) to 
deposits made with banks.412 This would provide only very limited protection to lenders, 
as it would only apply either if the platform failed while holding money deposited by the 
lender (for example, prior to the loan actually being made to the borrower) or if the bank in 
which such funds were held failed. In the latter case, the scheme might well apply anyway, 
and in the former case the FCA considered that the client money rules would provide better 
protection.413 It was also considered that including peer-to-peer lending in the FSCS scheme 
would be costly, and that the costs would be disproportionate to the benefits.414

Instead, the FCA’s approach is to regulate the lending platforms in a number of respects, 
thus addressing both the credit risk of the borrower and the credit risk of the platform itself. 
‘Operating an electronic system in relation to lending’ was added to the list of activities 
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(No 2) Order 2013/1881.
 416 Including the principles in PRIN2. It should be noted that consumers who have a claim resulting from the 
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regulated by FSMA.415 Article 36H covers lending that is consumer-to-consumer (C2C), 
business-to-consumer (B2C) and consumer-to-business (C2B): the focus in this chapter is 
on C2B. Business-to-business lending is not covered unless the business borrower is not a 
company and borrows less than £25,000. Bringing the lending platforms within the regula-
tory umbrella means that the High Level Standards apply to them,416 as well as the conduct 
of business rules.417

The main approach in relation to the credit risk of the borrower is to implement a 
disclosure-based regime to ensure that investors have the information they require to make 
informed investment decisions: this is achieved by bringing the activities of lending plat-
forms within the definition of ‘controlled activities’ in the Financial Promotion Order.418 As 
such the high-level rules found in the COBS 4 financial promotions regime apply. Platforms 
must comply with general FCA guidelines, according to which all communications by the 
firm are fair, clear and not misleading.419 Firms are required to consider the nature and risks 
of the agreement and the information needs of their customers, and to disclose relevant, 
accurate information. Specific disclosures in relation to crowdfunding are not mandated by 
the FCA, which instead prefers to leave it to the firm as to how to comply with the high-level 
rules regarding communication with clients. Examples of information that a firm should 
provide to explain the specific nature and risks of a P2P agreement include expected and 
actual default rates,420 assumptions used to predict default rates,421 a description of how 
loan risk is assessed, an explanation of the firm’s procedure for dealing with default,422 and 
a clear explanation of the lack of FSCS cover.

The post-implementation review raised concerns, first, that platforms were not all 
complying with the existing disclosure obligations and, second, that some new, more 
granular, obligations should be introduced to make sure that consumer lenders were well 
informed about the risks they were taking on.423 Thus, for example, more information 
would be required about the role of the platform,424 platforms would be required to put in 
place controls to support good disclosure (such as a ‘basic plausibility’ check on essential 
information)425 and claims by borrowers and more ongoing disclosure, to make it clear to 
lenders when the situation of borrowers has changed.426

Consumer lenders have an additional safeguard, in that the cancellation rights under the 
Distance Marketing Directive apply.427 Thus, a consumer can cancel within 14 days unless 
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there is a secondary market for the loan on the platform, in which case the directive does 
not apply, and arguably there is less need for a cancellation right since the consumer can exit 
reasonably easily.428

The risks presented by the possible failure of the platform are addressed in a number of 
ways. First, lending platforms are subject to prudential standards, requiring them to hold 
regulatory capital. The minimum amount of capital that a loan-based crowdfunding platform 
will have to hold is £50,000 and an amount calculated by reference to the volume of funds 
loaned to the platform.429 This is designed to give a platform time in which to continue to 
provide services (including collecting in outstanding loans) while winding down or transfer-
ring the business to another provider.430 Second, by dint of such platforms’ activities coming 
within the FSMA regime, the client money rules apply.431 This does, however, depend upon 
the way in which payments are made by the lender to the borrower: some platforms do 
not hold client money themselves, instead using a custodian.432 The FCA is particularly 
concerned to ensure that existing loans continue to be administered in the event of a plat-
form failure. Since crowdfunding investors often contribute very small amounts, there is 
a risk that in the event of a platform failure borrowers will deliberately default, since, as 
mentioned earlier, it is not economically viable for investors to chase repayment. Platform 
operators are thus required to take reasonable steps to ensure that arrangements are in place 
to ensure that lending agreements will continue to be administered.433 Third, lending plat-
forms are subject to dispute resolution rules so that lenders and borrowers have the right to 
complain first to the firm, then to the Financial Ombudsman Service.434 Fourth, platforms 
must report to the FCA their financial position, client money held, any complaints, and 
details of loans arranged each quarter.435

The post-implementation review by the FCA will also result in amended rules relating 
to the operation of platforms, as well as the credit risk of the borrowers. First, the growth in 
platforms following the ‘discretionary’ model436 has raised concerns about the role of plat-
forms in managing investments, both in terms of fixing a realistic target rate of return, and in 
managing the content of the blended loan portfolio so that the target rate remains realistic. 
More stringent controls on the conduct of such platforms are proposed.437 Second, there is 
concern that the charges levied by platforms are non-transparent, particularly where a vari-
able differential structure is used whereby the lender is paid less than then borrower pays, 
with the platform retaining the spread. Greater disclosure of charges is proposed.438 Third, 
there is concern about the additional services offered by platforms, which are designed to 
address the risks otherwise faced by lenders, but which themselves raise other risks. Where 

 428 FCA 13/3, para 3.53.
 429 IPRU 12.2.4–12.2.6.
 430 CP 13/3 para 3.19.
 431 These rules are found in CASS (Client Assets Sourcebook) (see https://fshandbook.info/FS/html/FCA/CASS) 
and are designed to ensure adequate protection of client money when it is in the hands of the firm.
 432 FCA Policy Statement 14/4, 3.16. See also O Stacey, S Lovegrove and D Murphy, ‘Crowdfunding: Possibilities 
and Prohibitions’ (2012) 23 Practical Law Companies 18.
 433 Senior Management Arrangements, Systems and Controls (SYSC), 4.1.8.
 434 DISP 2.7.6R(12) found in Dispute Resolution: Complaints Sourcebook.
 435 See Supervision manual (SUP) 16.12.4.
 436 See 2.3.2.3 above.
 437 CP 18/20 para 5.15–5.21; PS 19/14 para 2.11.
 438 FCA CP 18/20 para 5.79; FCA PS 19/14 para 2.40.
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a platform maintains a contingency fund, this can lull the lenders into a false sense of secu-
rity, and can also act as a moral hazard for the platform, who may rely on it rather than 
good risk management. The FCA proposes that lenders are warned prominently that the 
existence of the contingency fund does not mean that repayments are guaranteed, and also 
mandates disclosure about the management of the fund itself.439 Similarly, the existence of 
a secondary market for loans may lead lenders to think that the loans are more liquid than 
they are. Again, it is proposed to require more disclosure.440 Fourth, the proposals include 
clarified and new rules about disclosure of the dangers of the insolvency of the platform, 
and some specific requirements to facilitate the transfer of the platform’s business, such as 
the production of a resolution manual.441

Concerns have also been raised about the systemic risks raised by P2P lending. First, 
there is concern that some vulnerable individual investors are overexposed to a very risky 
asset class. The FCA has proposed that direct financial promotion of P2P lending should 
be restricted to the same groups as those to whom investment crowdfunding platforms 
can offer securities.442 This restriction would not be retrospective, so lenders could keep 
their existing loans. Apart from those who are sophisticated or high net worth investors, 
this limits the market for potential lenders to those who receive regular investment advice 
or who self-certify that they are only lending 10 per cent of their net investable portfolio. 
Given that P2P lending was designed for retail lenders to lend to (usually small) businesses, 
this could have a severe effect on the available market, and seems rather incompatible with 
the Government’s encouragement of the sector, including the introduction of the IFSA 
wrapper.443 Despite these arguments, the Government are implementing the proposals, 
with some additional guidance to provide more certainty for platforms.444

Further concerns about systemic risk have not yet attracted any regulatory response. 
On one view, the platforms are beginning to operate in a bank-like manner, offering risk 
pooling and even some maturity transformation. Yet they are very thinly capitalised, and 
have a client base which is heavily titled to the retail market. They therefore could be seen as 
shadow banks, and give rise to potential for regulatory arbitrage.445 Moreover, 28 per cent 
of the lending on P2P platforms comes from institutional lenders, including banks, which 
could raise concern about the exposure of these investors to such a risky asset class.

So far, the market has continued to expand, and there have been few infringements 
and few major losses for consumer lenders, while a great deal of finance has been raised 
for small businesses. However, it is possible that at a different stage of the economic cycle 
there will be considerably more defaults, and individuals may lose a great deal of money.446 

 439 FCA CP 18/20 paras 4.69 and 5.88–5.89; FCA PS 19/14 para 2.56.
 440 FCA CP 18/20 paras 4.73 and 5.69; FCA PS para 2.40.
 441 FCA CP 18/20 paras 5.52–5.61; FCA PS 19/14 para 2.32 and 2.34.
 442 COBS 4.4.7–4.4.10, see 10.7 above.
 443 See the feedback on the proposals by the P2P Finance Association at www.p2pfa.org.uk/wp-content/
uploads/2018/10/2018.10.26-P2PFA-submission-to-CP-18.20.pdf. Apart from this proposal, the P2PFA are 
generally supportive of the FCA’s proposals and, indeed, already include many of the principles in their operating 
principles, see www.p2pfa.org.uk/operating-principles/.
 444 PS 19/14 para 2.28.
 445 FCA, Interim feedback to the call for input to the post-implementation review of the FCA’s crowdfunding rules 
(FS16/13, 2016) para 3.2.
 446 N Charlwood, ‘Peer-to-Peer Lending: Will it Sink or Swim when the Downturn Comes?’ (2019) 3 Journal of 
International Banking and Financial Law 190.

http://www.p2pfa.org.uk/wp-content/uploads/2018/10/2018.10.26-P2PFA-submission-to-CP-18.20.pdf
http://www.p2pfa.org.uk/wp-content/uploads/2018/10/2018.10.26-P2PFA-submission-to-CP-18.20.pdf
http://www.p2pfa.org.uk/operating-principles/
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The regulatory proposals are an attempt to strike a balance between the advantages of this 
form of financing and its dangers. The industry is very keen to promote itself as the most 
conservative part of the crowdfunding spectrum, and therefore appears to be happy for the 
moment to comply with regulatory requirements in order to signal its quality.447

13.9. Conclusion

The application of regulatory rules to the debt side of corporate finance is complicated and 
patchy. With some exceptions, the chief inconsistency, on one view, is still that, while the 
issuing and trading of debt securities attracts considerable disclosure requirements and 
some other types of regulation, there is little regulation of the making of loans, whether 
single lender loans or those involving multiple lenders. One reason for this could be said to 
be the identity of those providing the finance. Loans are usually made by banks, and they 
can be expected to look out for themselves.448 However, given that most investors in debt 
securities are institutions of one sort or another, it is hard to see why this is a consider-
able point of difference. Of course, where lenders are not institutional or sophisticated, as 
in peer-to-peer lending, there is a great imperative to require disclosure as well as other 
forms of protection, and unsurprisingly this is what we have seen evolve in the last few 
years. Another reason for the distinction between loans and bonds, at the point at which the 
advance is made, is that lenders can negotiate considerable contractual (and proprietary) 
protection, while those purchasing debt securities take them on terms that are already fixed; 
again, when this ability to negotiate is effectively removed from lenders in the peer-to-peer 
market, regulation is required.

These points of difference are, however, not necessarily as strong as they might at first 
appear, especially as regards syndicated loans. First, many banks and other financial institu-
tions buy loans which have already been made, as well as making loans themselves: there is 
an active secondary loan market. Second, debt securities are issued on the terms which the 
market will bear, and large and repeat players in the market are thus able to influence the 
terms generally, even if not in particular. Yet another reason for the difference in regulatory 
treatment is said to be the ability of lenders to investigate the borrower before lending, while 
it is much less cost-effective (and probably less possible) for those buying debt securities 
to do so. However, at least in relation to syndicated loans, lenders are given standardised 
disclosure in the form of the information memorandum, in the same way that potential 
buyers of debt securities are given a prospectus or offering circular. There are consider-
able similarities between debt securities issued under a programme and a syndicated loan, 
and it is certainly arguable that the regulatory regimes should be more similar. It can be 
seen, though, that where there are most similarities, in the secondary trading market, some 
element of self-regulation is emerging in relation to potential market abuse in the shape of 
industry guidelines in the secondary loan market.

 447 See, for example, the press release of the industry body (P2PFA) at http://p2pfa.info/p2pfa-comments- on-fca- 
review-into-crowdfunding-regulatory-regime.
 448 Benjamin: Financial Law, 10.2.4.

http://p2pfa.info/p2pfa-comments- on-fca-review-into-crowdfunding-regulatory-regime
http://p2pfa.info/p2pfa-comments- on-fca-review-into-crowdfunding-regulatory-regime
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As regards the regulatory regime for debt securities, this can be seen to have been influ-
enced partly by a desire to provide some protection for investors in the market, in a way 
similar to the regulation of the equity markets, and partly by a desire to attract issuers of 
debt securities from all over the world to issue and list in the UK. This balance has led to a 
complex system, riddled with exceptions and distinctions. Given that most investors in debt 
securities have in the recent past been sophisticated investors, the approach of only requir-
ing limited disclosure appears to be justified. The opening up of the bond market to more 
retail investors449 has led to more technical guidance about the comprehensibility of retail 
prospectuses, but the tendency in the new Prospectus Regulation is to simplify the process 
of publishing a prospectus: in the end, even retail investors will have to protect themselves 
either by taking care themselves or by relying on (regulated) financial advisors.

There is, however, another justification for the difference between the debt securities and 
the equity securities regimes: debt and equity are inherently different. Debt holders have an 
ultimate right to sue for the amount due to them, while shareholders merely have a hope of 
gain, thus necessitating greater regulatory protection. In relation to continuing disclosure, 
this has the effect that every new piece of information is relevant to the shareholders (and 
therefore to the price of shares), while new pieces of information are only relevant to bond-
holders if they throw light on the credit risk of the issuer and if the bondholder either wants 
to sell the bond (as opposed to keeping it until maturity) or, in extremis, to enforce. Despite 
this difference, in relation to trading in the secondary market there are now considerable 
similarities between the regulation of equity securities and that of debt securities, particu-
larly in relation to transparency and market abuse.

 449 See 2.3.3.2.



 1 Schemes of arrangement are discussed in detail in chapter 15.
 2 In the case of schemes of arrangement, there is also the involvement of the court: see 15.2.

14
Takeovers

14.1. Introduction

A takeover bid is an offer by a bidder (usually a company) for shares in the target, in 
exchange for cash, or for securities of the bidder, or a mixture of the two. The offer is made 
by the bidder company to the shareholders in the target company, not to the directors of the 
target. There is, therefore, no obvious act of the target company upon which company law 
can fasten. As a result, many countries leave takeovers to be dealt with by way of securities 
regulation. In the UK, as this chapter will examine, takeover regulation has been developed 
within both company law and securities law.

The core transaction is between the bidder and the target company’s shareholders, and 
potentially only between the bidder and a proportion of the target company’s shareholders 
large enough to give the bidder control of the target. A takeover will have implications for 
others in the company, however, because the purpose of the takeover is generally not merely 
a transfer of shares to the bidder but also, crucially, a transfer of control. Depending on 
the nature of the company, a takeover can have significant implications for the directors of 
the company, for the minority shareholders in the target, and for other stakeholders in the 
target, such as employees. The takeover may also have implications for the shareholders in 
the bidder company.

A takeover may be contrasted with other scenarios in which control passes to new share-
holders in a company, for example as a result of the company issuing or re-purchasing shares, 
or where the change of control is effected via a scheme of arrangement.1 In these scenarios a 
corporate decision is involved—that is, the directors take a decision for the company which 
is then voted on by the shareholders.2 It is the absence of a corporate decision, and the fact 
that the bidder makes its offer to the target shareholders, that makes takeovers unique, and 
justifies their separate treatment.

This chapter considers the regulatory regime in place in the UK to deal with takeovers, 
and analyses the substantive law governing takeovers in the UK. As with other chapters 
in this book, the effectiveness of the current UK regime is assessed. In order to assess 
its effectiveness, some consideration must first be given to what the regime is trying to 
achieve.

One possible goal of takeover regulation might be to optimise the number of takeo-
vers that occur. Academic economists have not been able to establish that takeovers are 
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 3 For a general discussion of the empirical evidence see R Romano, ‘A Guide to Takeovers: Theory, Evidence 
and Regulation’ in KJ Hopt and E Wymeersch (eds), European Takeovers: Law and Practice (London, Butterworths, 
1992); KJ Hopt, ‘Takeover Defenses in Europe: A Comparative, Theoretical and Policy Analysis’ (2014) 20 Columbia 
Journal of European Law 249. There is some evidence that the benefits vary according to whether the bid is financed 
by cash or shares: U Malmendier, MM Opp and F Saidi, ‘Target Revaluation after Failed Takeover Attempts: Cash 
Versus Stock’ (2016) 119 Journal of Financial Economics 92.
 4 Eg, K Fuller, J Netter and M Stegemoller, ‘What Do Returns to Acquiring Firms Tell Us? Evidence from Firms 
That Make Many Acquisitions’ (2002) 57 Journal of Finance 1763; KJ Hopt, ‘European Takeover Reform of 2012/13-
Time to Re-examine the Mandatory Bid’ (2014) 15 European Business Organization Law Review 143.
 5 B Espen Eckbo, ‘Corporate Takeovers and Economic Efficiency’ (2014) 6 Annual Review of Financial Econom-
ics 51; M Martynova and L Renneboog, ‘A Century of Corporate Takeovers: What Have we Learned and Where do 
we Stand?’ (2008) 32 Journal of Banking & Finance 2148.
 6 For discussion see eg JC Coffee, ‘Regulating the Market for Corporate Control: A Critical Assessment of the 
Tender Offer’s Role in Corporate Governance’ (1984) 84 Columbia Law Journal 1145. This is discussed further in 
the context of stakeholders in the target company at 14.3.3.
 7 See eg R Kraakman et al, The Anatomy of Corporate Law, 3rd edn (Oxford, Oxford University Press, 2016) 8.5. 
For an argument that takeover law should be determined at the level of companies (via menu and default rules) 
see L Enriques, RJ Gilson and AM Pacces, “The Case for an Unbiased Takeover Law (with an Application to the 
European Union)’ (2014) Harvard Business Law Review 85.
 8 Ibid, ch 8.
 9 This is primarily true of publicly traded companies. Takeovers can occur in companies whose shares are not 
traded, but they occur much more readily in companies whose shares are publicly traded, and as a result it is takeo-
vers of these companies that will provide the focus for this chapter.
 10 Eg, R La Porta, F Lopez de Silanes and A Shleifer, ‘Corporate Ownership Around the World’ (1999) 54 Journal 
of Finance 471.

necessarily a ‘good thing’, however. Indeed, there is considerable debate about whether take-
overs are value maximising or efficient in a general sense. While empirical studies generally 
show that target shareholders gain significantly from a takeover,3 it is less clear whether the 
bidder shareholders gain as a result of the takeover.4 There is some evidence that takeovers 
create value for both groups taken together.5 Nevertheless, from the bidder’s perspective, 
the economic value of takeovers appears questionable and some commentators suggest that 
the gains made by the target shareholders are a result of a redistribution of wealth from the 
other stakeholders in the target firm, such as long-term customers, suppliers and employees, 
rather than any generation of wealth as a result of the takeover.6

A desire to maximise (or minimise) the number of takeovers that occur does not appar-
ently motivate takeover regulation, whether in the UK or elsewhere. Instead, takeover 
regulation in different jurisdictions seems to pursue and advance objectives other than 
value-enhancement per se. Specifically, takeover regimes observable in different jurisdic-
tions often appear to be based on different responses to the agency conflicts that arise in those 
jurisdictions.7 Quite distinct issues arise where the shareholdings in the target company 
are concentrated in the hands of a few shareholders prior to the takeover, as compared 
with companies in which the shareholdings are dispersed.8 It is now well understood that 
dispersed shareholdings are more common in the US and the UK,9 and block-holdings tend 
to be the norm elsewhere.10 In a company with concentrated ownership, control lies with 
the blockholder. Therefore, the sale of shares following a successful takeover offer will effect 
a control shift between the seller and the acquirer. The decision whether the takeover bid 
is successful lies de facto with the controlling shareholder, and the primary issue for takeo-
ver regulation to determine is the need for, and extent of, any protection for the minority 



714 Takeovers

 11 For an overview of these issues see R Kraakman et al, The Anatomy of Corporate Law, 3rd edn (Oxford, Oxford 
University Press, 2016) 8.4.
 12 In companies with concentrated share ownership similar issues exist for the minority shareholders, and the 
question arises as to whether they should have a right of exit when a takeover results in a control shift, and if so, at 
what price.

shareholders in the target. A detailed discussion of these issues lies outside the remit of this 
book.11 By contrast, in a dispersed shareholding scenario such as that prevalent in most UK 
publicly traded companies, prior to the takeover de facto control of the company is likely to 
be with the board of directors. Consequently, the takeover results in a control shift from a 
third party (the directors) to the acquirer.

This disjunction creates two potential problems. The first is the role of the target 
directors in the bid. The incumbent directors face potentially severe conflicts of interest 
where a takeover provides potential gains to the existing shareholders, but threatens the 
directors’ position. The control shift consequent upon a takeover means that, often, incum-
bent directors will be affected personally. In many scenarios a successful takeover will result 
in the directors losing their jobs. Their happiness at this outcome is likely to depend on the 
size of the compensation package available to them. In a management buy-out (MBO) the 
directors will keep their jobs, but they will be just as interested in the outcome of the bid on 
a personal level. Moreover, the target directors are in a position to either promote or frus-
trate the bid. As a result of these factors, one of the key issues to be resolved in a system of 
dispersed share ownership, such as that in the UK, is whether to give the decision-making 
power in a takeover situation to the shareholders alone (since it is their shares that will be 
transferred), sidelining the target directors whose control will be transferred, or whether the 
decision should be taken by a combination of the target directors and shareholders.

The second problem that arises in companies with dispersed share ownership is the fact 
that the bidder can potentially exploit the position of small, dispersed shareholders. The 
bidder can ‘divide and conquer’, exploiting the coordination problems that inevitably arise 
in such scenarios. Left to its own devices, the bidder could enter into preferential deals 
with some shareholders, in order to gain de facto control of the target. The bidder could 
then put pressure on the remaining shareholders to accept a reduced offer, the alterna-
tive for the shareholders being to remain minority shareholders in the company, with the 
acquirer now in charge. Consequently, another issue for takeover regulation is whether, and 
to what extent, to step in and regulate the relationship between the bidder and the target 
shareholders.12

These two issues, namely the amount of interference allowed by target directors in the 
outcome of the bid, and the amount of freedom allowed to the bidder when dealing with 
the target shareholders, are regarded as the two core issues for UK takeover regulation to  
determine, though other issues do exist. These issues could be left to the general law 
to address—that is, contract law, company law and securities law. However, as discussed in 
this chapter, a significant layer of takeover regulation has been put in place to supplement 
the general law relating to these issues. In the UK, the first issue is resolved resoundingly in 
favour of the shareholders: one of the primary aims of the UK regime is to put the share-
holders in the target company in control of the bid. The target directors are sidelined in this 
decision. The resolution of the second issue is also shareholder driven, as the UK takeover 
regime aims to ensure that the bidder treats all the shareholders in the target company 
equally.
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 13 For discussion see eg J Dammann, ‘The Mandatory Law Puzzle: Redefining American Exceptionalism in 
Corporate Law’ (2014) 65 Hastings Law Journal 441.
 14 For further discussion see 14.3.2.2.2.
 15 See, now, Companies Act 2006, Part 28.
 16 This self-regulatory model was developed in the face of threats of government intervention and has, therefore, been 
referred to as ‘coerced self-regulation’: J Black, ‘Constitutionalising Self-Regulation’ (1996) 59 Modern Law Review 24.  
For discussion of the UK model see J Armour and DA Skeel, ‘Who Writes the Rules of Hostile Takeovers, and Why? 
The Peculiar Divergence of US and UK Takeover Regulation’ (2009) 95 Georgetown Law Journal 1727, 1756–65.
 17 Directive 2004/25/EC (for analysis see J Rickford, ‘The Emerging European Takeover Law from a British 
Perspective’ [2004] European Business Law Review 1379). When EU law ceases to apply see The Take overs (Amend-
ment) (EU Exit) Regulations 2019 (SI 217/2019).
 18 Takeover regulation in the UK developed before the statutory regulation of the securities markets (described 
in chapters 10–13).
 19 Issuing Houses Association, Notes on Amalgamation of British Businesses (1959).

Although the focus of this chapter, in common with the rest of this book, is on the UK 
position, a comparison with other jurisdictions is particularly helpful in order to under-
stand why the UK system of takeover regulation is shaped as it is, and to assess the success 
of this model. Given that the focus of this chapter is an assessment of how well UK takeover 
regulation addresses the agency issues which arise in this context, a useful comparison is the 
US regime, since these are the two major jurisdictions that display dispersed share owner-
ship patterns within their publicly traded companies and thus face similar agency concerns. 
The fact that some US states (most notably Delaware) have adopted different responses to 
this agency conflict from those adopted in the UK raises questions as to the value of the UK 
regime.13 In particular, while the UK regime gives the decision on the bid to the sharehold-
ers, in Delaware that decision-making role is allocated to the target directors in combination 
with the target shareholders.14

14.2. The Structure of Takeover Regulation in the UK

In the UK, takeovers are regulated by the Takeover Code, a body of rules that is written and 
administered by the Panel on Takeovers and Mergers (‘the Takeover Panel’).15 For many years 
the Takeover Panel was an independent, self-regulating body set up by the main City institu-
tions and organisations with an involvement in public company takeovers.16 This system was 
subsequently underpinned by statute as a consequence of the UK’s implementation of the 
Takeover Directive,17 which, inter alia, placed the Takeover Panel on a statutory footing for 
the first time. However, this implementation was designed with the express objective of main-
taining the benefits of the self-regulatory approach to the greatest extent possible.

14.2.1. The Takeover Panel

14.2.1.1. Self-Regulatory Origins

The regulation of takeovers in the UK developed separately to the regulation of the securi-
ties markets.18 The first set of rules was published in 1959,19 in response to a wave of hostile 
takeovers which took place in the early 1950s. Takeovers were considered sharp practice at 
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 20 For a discussion of the history of UK takeover regulation see A Johnston, ‘Takeover Regulation: Historical and 
Theoretical Perspectives on the City Code’ (2007) 66 Cambridge Law Journal 422; J Armour and DA Skeel, ‘Who 
Writes the Rules of Hostile Takeovers, and Why? The Peculiar Divergence of US and UK Takeover Regulation’ 
(2007) 95 Georgetown Law Journal 1727, 1756–65.
 21 Issuing Houses Association, Notes on Amalgamation of British Businesses (October 1958).
 22 Issuing Houses Association, Revised Notes on Amalgamation of British Businesses (October 1963).
 23 In addition to the chairman and deputy chairmen, the Panel consists of up to 20 members appointed by the 
Panel and individuals appointed by representative bodies of those involved in takeovers: Takeover Code, Introduc-
tion, A8.
 24 Panel on Takeovers and Mergers, Report on the year ended 31st March 1969, 4.
 25 Federal law (eg the 1968 Williams Act) and state law (eg Delaware puts in place some rules governing squeeze-
out mergers) do create some specific takeover rules.

that time and outraged both directors and the City establishment, who believed that takeo-
vers were harmful for industry.20 This set of rules was not initiated or controlled by directors, 
however, but by a committee comprising representatives of merchant banks, institutional 
investors, the largest commercial banks and the London Stock Exchange. As a result, it is 
not surprising that the focus of these rules was not on securing the position of directors and 
managers, but on safeguarding the interests of the shareholders. These guidelines were brief 
by modern Takeover Code standards, but they nevertheless firmly established shareholder 
primacy, the core principle of modern UK takeover regulation, at their centre. The guide-
lines emphasised that there should be no interference with the free market for shares, and 
that it was for shareholders themselves to decide whether to sell. Shareholders were also to 
be given enough information and time to make an informed decision.21

These guidelines were well received, and were revised and improved in 1963.22 They 
contained a significant weakness, however, namely a lack of any mechanism for adjudica-
tion and enforcement. This was remedied in 1968. The Code that emerged was significantly 
longer and more specific than the guidelines drawn up in 1958, but at its core it retained the 
concept of shareholder choice, supplemented with a general ban on frustrating actions by 
directors which has formed the basis for the Takeover Code ever since. In addition to this 
new, and far more comprehensive, set of takeover rules, a new body was established with the 
task of adjudicating disputes about the application of the rules: the Takeover Panel. At this 
point the Takeover Panel had no statutory authority, and relied for its authority on the fact 
that its membership represented the main parties with a material interest in takeovers.23 The 
Takeover Panel’s success as a regulator, therefore, depended to a large extent on the recogni-
tion that those involved in takeovers gave to it.

This self-regulatory model had some significant benefits. A decision was taken 
early in the Takeover Panel’s existence that proactive involvement in takeover bids was 
better than an ex post judicial approach.24 Speed and efficiency were at the centre of the 
Takeover Panel’s regulatory regime, with a clear timetable for bids established from an 
early stage. It was also fundamental to the operation of the Takeover Panel that it should 
address takeover issues as they arose in real time, imposing little or no delay on the 
progress of the bid. The Takeover Panel was therefore able to react quickly to perceived 
abuses. This contrasts with the position in the US, for example, where takeover regula-
tion is administered by the SEC and by the courts. Far more takeover regulation is left 
to general corporate and fiduciary law principles in the US25 than in the UK where, 
as discussed in 14.3, a significant amount of specialised takeover regulation has been put 
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 26 It has been suggested that the fact that the US rules are largely judge-made has made it easier for a pro-
management approach to emerge: J Armour and DA Skeel, ‘Who Writes the Rules of Hostile Takeovers, and Why? 
The Peculiar Divergence of US and UK Takeover Regulation’ (2007) 95 Georgetown Law Journal 1727, 1793.
 27 Companies Act 2006, ss 942–65. Takeover Directive 2004/25/EC, art 4.1 specifically permits the supervisory 
authority to be a private body, such as the Takeover Panel, although that private body needs to be ‘recognised by 
national law’, hence the need for the Takeover Panel to be put on a statutory footing.
 28 DTI, Company Law Implementation of the European Directive on Takeover Bids (URN 05/11, January 2005), 
para 2.38.
 29 DTI, Company Law Implementation of the European Directive on Takeover Bids (URN 05/11, January 2005), 
para 2.18; Panel on Takeovers and Mergers, Implementation of the Takeover Directive, Consultation paper PCP 
2005/5, November 2005, para 2.4.
 30 Companies Act 2006, s 942 confers statutory powers on the Takeover Panel but does not regulate its 
composition.
 31 Takeover Code, Introduction, A8. The composition of the Takeover Panel was largely unchanged when it was 
placed onto a statutory footing in 2006.
 32 The Panel’s powers to make rules are very widely formulated: Companies Act 2006, ss 943(2)(3), 944(1). 
Responsibility for the rules is assigned to a Code Committee of the Panel: Takeover Code, Introduction, A9–A10.
 33 Companies Act 2006, s 945. The Panel also has the power to make directions to ensure compliance with the 
rules: s 946. As a result of the introduction of the Human Rights Act 1998 the Panel’s judicial and rule-making 
functions have been separated (for example, membership of the Panel’s Code Committee and Hearings Committee 
does not overlap: Takeover Code, Introduction, A10).

in place to supplement general corporate law principles. A consequence of the US posi-
tion is that many of the rules that regulate takeovers in the US are judge-made, rather 
than developed by a regulator such as the Takeover Panel.26 In addition, if a bidder in 
the US is unhappy with some aspect of the bid, it will generally take the matter to the 
courts, resulting in a number of weeks of delay, or longer if the matter is then appealed. 
The speed and efficiency of the manner in which the Takeover Panel deals with bids is 
regarded as a significant advantage of the UK system.

The self-regulatory status of the Takeover Panel came to an end when the UK imple-
mented the Takeover Directive, which required the Panel to be put on a statutory footing.27 
The value of the self-regulatory regime was well understood, however, and considerable 
efforts were made to ensure that those benefits were retained.28 In relation to issues such as 
the composition of the Panel, its powers, and the possibility of tactical litigation, the aim was 
to retain the benefits of the status quo ante.29

14.2.1.2. Composition and Role of the Takeover Panel

There is no legislative regulation of the composition of the Panel,30 unlike the FCA, the 
composition of which is regulated by FSMA. Instead the composition of the Panel is found in 
the Takeover Code.31 It consists of a Chairman, up to three deputy Chairman appointed by  
the Panel, up to 20 further members appointed by the Panel and individuals appointed 
by representative bodies of those involved in takeovers, such as the Association of British 
Insurers and other investor groups, the British Bankers’ Association, the Institute of 
Chartered Accountants and the Confederation of British Industry.

The Takeover Panel has a central role in the supervision of takeover bids in the UK. It 
has two core functions, namely a rule-making role (writing the Takeover Code and keeping 
it up to date)32 and a judicial role (giving rulings on the interpretation, application or effect 
of the rules).33
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 34 In 1989, for example, the Takeover Panel required Guinness plc to pay compensation of around £85 million to 
former shareholders of the Distillers Company for breaches of the Takeover Code in failing to make a cash alter-
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Introduction, A19).
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 39 Companies Act 2006, s 952.
 40 Companies Act 2006, s 955. In addition, the Act created a new criminal offence for a person who knew (or was 
reckless as to the fact) that offer documentation did not comply with the Takeover Code’s requirements and failed 
to take reasonable steps to ensure compliance: s 953. This offence only applies to offers for target companies whose 
voting securities are quoted on a regulated market: s 953(1).
 41 The Panel has made it clear that in general litigation designed to frustrate an offer is not acceptable. In the deci-
sion in relation to Consolidated Gold Fields plc (Panel notice 1989/7, Consolidated Gold Fields plc, 2 May 1989) 
the Panel ruled that the target directors should not continue litigation in the US to restrain the bid.

14.2.1.3. Sanctions and Powers

Initially, the self-regulatory nature of the Takeover Panel was evident in the sanctions it 
had available to it to ensure compliance with the Takeover Code. These were primarily of 
an informal nature: private reprimand or public censure, and a requirement that the insti-
tutions represented on the Takeover Panel withdraw the facilities of the securities market 
from the offender. In some circumstances the Takeover Panel could also require indi-
viduals to make compensation payments.34 Subsequently, these sanctions were bolstered 
by regulations made under FSMA, which allow the Takeover Panel to report conduct to 
the regulator (the FCA).35 In particular, FSMA introduced a ‘cold-shouldering’ provision 
which enables the FCA to target bidders and their directors indirectly via their advisers.36  
Cold-shouldering involves advisers within the scope of the FCA’s powers being required not  
to deal with those who are unlikely to observe the Takeover Code. As a result, companies 
that act, or are likely to act, in breach of the Takeover Code can be denied the facilities of the 
City of London in relation to takeover bids.37

In addition, the Companies Act 2006 provides the Takeover Panel with powers to require 
disclosure,38 and with enforcement mechanisms, including the power to award compensa-
tion for breach of the Code or a Panel Direction,39 and a power to apply to the court for an 
injunction where a person has contravened, or is reasonably likely to contravene, a require-
ment imposed by or under the Takeover Code, or has failed to comply with a disclosure 
requirement.40

14.2.2. Tactical Litigation

The Takeover Panel’s ability to give speedy, binding rulings in the course of the bid is 
regarded as one of the advantages of the UK system. The opportunities for the bid to be 
slowed down, or frustrated entirely, by tactical litigation have traditionally been very small.41 
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 42 Companies Act 2006, s 951.
 43 Takeover Code, Introduction, A12–A16. There is then the possibility of appeal to the Takeover Appeal Board, 
an independent body whose chairman and deputy chairman will usually have held high judicial office and whose 
other members will be experienced in takeovers (Takeover Code, Introduction, A16–A17). The Government 
considered and rejected the idea of setting up a bespoke judicial mechanism to hear issues arising from takeo-
ver proceedings: DTI, Company Law Implementation of the European Directive on Takeover Bids: A Consultation 
Document (URN 05/11, January 2005). Such a bespoke system was not required by the directive. As far as the 
Takeover Directive (2004/25/EC) is concerned, judicial review is required ‘in appropriate circumstances’ (recital 8) 
but art 4(6) leaves it to Member States to decide whether and under what circumstances the parties to a bid are 
entitled to bring proceedings.
 44 R v Panel on Takeovers and Mergers ex p Datafin [1987] QB 815.
 45 In Datafin (ibid) the court established narrow parameters for a judicial review of the Panel. It was stated that 
‘there is little scope for complaint that the panel has promulgated rules which are ultra vires, provided only that 
they do not clearly violate the principle proclaimed by the panel of being based upon the concept of doing equity 
between one shareholder and another. This is a somewhat unlikely eventuality’ (at 841 per Sir John Donaldson MR).  
When it comes to interpreting its own rules, the Panel ‘must clearly be given considerable latitude’ (at 841), primar-
ily because, as legislator, it could change the rules at any time. Even where the court felt there was legitimate cause 
for complaint, the Court of Appeal in Datafin felt that the most appropriate response would be for the court to 
declare the true meaning of the rule, leaving it to the Panel to promulgate a new rule accurately expressing its 
intentions. Challenges to the Panel’s power to grant dispensation from its rules are likely to be successful only in 
‘wholly exceptional’ circumstances (at 841). Finally, in relation to the Panel’s exercise of its disciplinary powers, the 
court would be ‘reluctant to move in the absence of any credible allegation of lack of bona fides’ (at 841). See also 
Re Expro International Group plc [2008] EWHC 1543 (Ch).
 46 R v Panel on Takeovers and Mergers ex p Datafin [1987] QB 815, 840–41.
 47 See Datafin, ibid; R v Panel of Takeovers and Mergers ex p Guinness plc [1990] 1 QB 146; R v Panel of Takeovers 
and Mergers ex p Fayed [1992] BCC 524.
 48 The directive attempted to dispel this fear, providing that it should operate neither to affect ‘the power of Member 
States to regulate whether and under what circumstances parties to a bid are entitled to bring administrative or judi-
cial proceedings’ nor any ‘power which courts may have in a Member State to decline to hear legal proceedings and to 
decide whether or not such proceedings affect the outcome of a bid’: Directive 2004/25/EC, art 4(6).

Because there is a clear timetable laid down within which bids are to occur within the UK, 
as discussed in 14.3.1, delays caused by tactical litigation could effectively cause a bid to fail 
without the shareholders having had the chance to decide for themselves.

There is a system of internal appeal within the Takeover Panel itself,42 so that decisions 
of the Takeover Panel Executive, giving rulings in the course of a bid, can be appealed to a 
Hearings Committee of the Takeover Panel.43 In addition, it is accepted that the Takeover 
Panel’s decisions are subject to judicial review.44 The courts have, however, established 
narrow limits within which any judicial review of a Takeover Panel decision will operate.45

It is expected that parties will still have to abide by Takeover Panel rulings, even if they 
have indicated an intention to seek judicial review.46 Crucially, the courts to date have been 
content to carry out a retrospective review of the Takeover Panel’s decisions. The courts will 
only intervene after a bid has been concluded, and will only act to provide guidance as to 
how the Takeover Panel should proceed in future cases, or to relieve individuals of disci-
plinary sanctions. Importantly, the courts have not interfered in the course of an existing 
bid.47 On this basis there is very little to be gained by a party making use of litigation in the 
course of a takeover.

Although the judicial and appeal structure in the UK was left effectively unchanged as a 
result of the implementation of the directive, there was nevertheless a concern that the new 
statutory footing for the Takeover Code and the Takeover Panel might lead to a change in 
the attitude of the courts in reviewing Panel decisions, and thus an increase in tactical litiga-
tion as parties spotted an opportunity to slow down or derail a bid.48 Various measures were 
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 49 Companies Act 2006, s 956(1).
 50 Ibid, s 961 (as regards the Panel); FSMA, s 102 (regarding the FCA). This immunity does not extend to situ-
ations where the Panel is in bad faith or where there is a claim against it for breach of s 6(1) of the Human Rights 
Act 1998 (Companies Act 2006, s 961(3)).
 51 Ibid, s 956(2). It is intended that transactions can only be unravelled after the event for misrepresentation or 
fraud, as was the case prior to the Companies Act 2006.
 52 Companies Act 2006, s 955.
 53 [2018] CSIH 30.
 54 Ibid, [13].
 55 Ibid, [15].
 56 Companies Act 2006, s 942(2). See also ss 943, 944(1) and 945.
 57 R v Panel on Takeovers and Mergers ex p Datafin [1987] QB 815.

put in place within the Companies Act 2006 to try to prevent this outcome. The Act specifi-
cally excludes the possibility of a breach of statutory duty claim arising from the fact that the 
Takeover Panel is a statutory body.49 The Takeover Panel is given immunity from liability in 
damages akin to that which exists for the FCA.50 The Act also addresses the possibility that 
parties may try to challenge a takeover after the event, and seeks to prevent this from occur-
ring by providing that any contravention of any rule-based requirement does not render a 
transaction void or unenforceable.51

One focus for concern regarding the effect of the Companies Act 2006 changes on the 
deferential approach of the courts was the fact that the Act provides the Panel access to 
the courts to enforce its decisions via an injunction,52 which could lead to increased court 
scrutiny of Panel decisions. This issue was tested in Panel v King53 in which the Inner House 
of the Court of Session in Scotland considered an enforcement application by the Panel 
against Mr King, who had failed to comply with a Panel direction. Broadly, the court contin-
ued to apply the deferential approach that is in evidence in Datafin: ‘The function of s 955 
[of the Companies Act 2006] is to provide a mechanism for the enforcement of rulings 
by the Panel. It is not concerned with review of those rulings or with a system of review 
against the rulings’.54 The court noted the rigorous internal appeal structure that exists for 
Panel decisions and, as a result, was comfortable to limit its approach to one of enforcement 
rather than review. The court confirmed that it had discretion not to make an enforcement 
order under section 955, but that such situations would be rare, and generally would occur 
only where circumstances had changed in the interim: ‘Otherwise the Court’s function is to 
enforce the rulings of the Panel’.55

One further concern relates to the grounds for judicial review, and specifically whether 
Panel decisions might be challenged on the ground that they are ultra vires. The wording 
of the Companies Act 2006 seeks to avoid such a claim by providing the Takeover Panel 
with very wide powers: the Takeover Panel may ‘do anything that it considers necessary or 
expedient for the purposes of, or in connection with, its functions’.56 The courts’ approach to 
this issue has generally been that arguments based on the view that the Takeover Panel had 
propounded rules that were ultra vires were unlikely to succeed,57 and although this view 
was stated prior to the Companies Act 2006, there is nothing to suggest that a different view 
would be adopted now.

Although there were concerns that the changes introduced by the Companies Act 2006 
might lead the courts to adopt a different approach in judicial review cases in this context, 
there has been no indication of this, and indeed the evidence from decisions such as Panel 
v King is that the deferential approach of the courts will continue. The absence of tactical 
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 58 While the UK remains a member of the EU the source of these General Principles is Directive 2004/25/EEC, 
art 3. When EU law ceases to apply these General Principles will be replicated in domestic legislation, see Compa-
nies Act 2006, Sch 1C, paragraphs 1 to 6 to be inserted by the Takeovers (EU Exit) Regulations 2019 (SI 217/2019).
 59 Takeover Code, Introduction, section 3a. When EU law ceases to apply see also The Takeovers (Amendment) 
(EU Exit) Regulations 2019 (SI 217/2019).
 60 Ibid. While the UK remains a member of the EU, the Code extends to scenarios with a cross-border element, 
where (i) a company is incorporated in the UK but traded on a regulated market in another EEA Member State, 
(ii) the company is incorporated in an EEA State other than the UK but traded only on a regulated market in the 
UK, or is traded on regulated markets in more than one Member State including the UK but not including its state 
of incorporation. In these situations the jurisdiction to deal with the takeover is divided, with the Panel taking 
responsibility for only the ‘company law’ aspects of the bid in scenario (i) (eg the percentage of voting rights that 
confer control) and only the ‘bid procedure’ aspects of the bid in (ii). This is required to give effect to Directive 
2004/25/EEC, art 4. However, the Takeover Panel concluded that the Code’s shared jurisdiction rules should cease 
to apply upon the Takeovers Directive ceasing to apply in the UK: see Takeover Panel, Public Consultation Paper 
by the Code Committee of the Panel, The United Kingdom’s Withdrawal from the European Union, PCP 2018/2,  
5 November 2018, part 3.
 61 Ibid, Introduction, A3–A7. For schemes of arrangement see Appendix 7 (for discussion see PCP 2007/1, 
Schemes of Arrangement). The use of schemes of arrangement as an alternative to a takeover offer is discussed 
further in chapter 15.

litigation is an important adjunct to the shareholder-focus of the UK model. The no frustra-
tion principle, discussed at 14.3.2.2 below, provides one of the foundation stones of the UK 
regime, and is intended to ensure that the decision on the bid is taken by the target share-
holders. To allow tactical litigation which has the practical effect of frustrating the bid would 
significantly undermine that principle.

14.3. The Substance of Takeover Regulation in the UK

Having considered the regulatory structure of the UK takeover regime in the previous 
section, this section examines the substance of the UK regime. As discussed, the UK regime 
is strongly shareholder-focused and operates under the twin principles that the decision-
making in a bid should be left to the target shareholders, and the target directors should 
be sidelined (the ‘no frustration principle’), and that the bidder should treat all the target 
shareholders equally.

The source of the vast majority of takeover-specific regulation is the Takeover Code. The 
Code comprises six general principles58 as well as 38 rules and numerous additional notes 
that aid the interpretation of the rules. The 38 rules are effectively expansions of the general 
principles and contain provisions dealing with specific aspects of a takeover. Both the spirit 
and the precise working of the Code need to be observed. The Code applies, inter alia, to 
offers for companies with their registered office in the UK whose securities are admitted to 
trading on a UK regulated market, such as the LSE’s Main Market, or a UK multilateral trad-
ing facility, such as AIM.59 It also encompasses companies registered in the UK which do not 
have their securities traded on a public market in the UK but do have their central manage-
ment and control within the UK, which can include private companies, but only where that 
company’s shares have, within the previous decade, been traded in a public or semi-public 
way or a prospectus has been issued in relation to them.60 The Code also applies to other 
transactions which are analogous to public offers, such as schemes of arrangement.61
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 62 This section is intended to provide an overview of the bid process, which can be very complex. For a more 
detailed discussion see eg Gower and Davies, ch 28.
 63 Takeover Code, GP 6 provides that ‘[a]n offeree company must not be hindered in the conduct of its affairs for 
longer than is reasonable by a bid for its securities’.
 64 Takeover Code, r 1(a).
 65 Ibid, r 25.2 and r 3.1 respectively.
 66 The Takeover Code may well require bidders to make an announcement, and for bidders to be publicly identi-
fied, earlier than they might wish: r 2.2.
 67 Takeover Code, rr 2.6–2.8. This is similar to the pre-existing ‘put up or shut up’ rules, but whereas the previous 
provisions placed the onus on the target board to request that the Panel set a time limit, the rules now put the onus 
on the bidder. For discussion see Code Committee of the Takeover Panel, Review of Certain Aspects of the Regula-
tion of Takeover Bids, 2010/22. Changes in 2018 increased the amount of information that must be made available 
by a bidder in its firm intention announcement, so that, for example, it must now explain its intentions with regard 
to the business, employees and pension schemes of the target company at this point (for discussion see Takeover 
Panel RS 2017/2).
 68 UK regulation of insider dealing is discussed in chapter 12, specifically 12.2.2.1 and 12.2.2.3.1. For a discussion 
of this issue in the US context see A Agrawal and T Nasser, ‘Insider Trading in Takeover Targets’ (2012) 18 Journal 
of Corporate Finance 598.
 69 Takeover Code, r 2.1.
 70 Ibid, r 2.2.
 71 See eg FCA, Annual Report and Accounts 2018/19, 40. This is discussed at 12.2.2.3.3.

14.3.1. Overview of the Procedure of a Bid62

14.3.1.1. Initial Approach

Perhaps the two dominant policies at work regarding the procedure of a bid in the UK are, 
first, the desire to allow the shareholders of the target to have the decision-making role and 
for that decision to be as undistorted as possible, and, second, that the target should not be 
subject to a bid or bid speculation for an excessive period of time.63

It may therefore seem surprising that the Takeover Code provides that the offer from the 
bidder is put forward in the first instance not to the target shareholders, but to the target 
board or its advisers.64 This is in order to enable the board to advise the shareholders on the 
bid, and to obtain independent advice on the bid, both of which the board is required to do 
by the Takeover Code.65 Bidders may wish to make an informal approach before commit-
ting themselves to a formal offer.66 Changes introduced in 2010, however, constrain the 
ability of bidders to do so, in response to concerns about ‘virtual bids’ whereby bidders 
signal an interest in the company, but no firm offer is made. Consequently, the Takeover 
Code provides that, except with the consent of the Panel, any publicly named potential 
bidder must, within 28 days, either announce a firm intention to make an offer, announce 
that it will not make an offer, or apply for an extension of the deadline (jointly with the target 
company).67

There is an obvious danger in the period before a bid has been publicly announced, 
of insider dealing by those aware that a bid may be about to occur.68 The Takeover Code 
attempts to deal with this issue by requiring that all persons privy to confidential informa-
tion must treat that information as secret before a bid announcement,69 and requiring an 
announcement where secrecy cannot be assured.70 Despite these measures, various stud-
ies commissioned by the regulator into the cleanliness of the UK’s market have reported 
unusual price movements prior to takeover announcements for UK listed firms.71
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 72 Takeover Code, r 24.1 (the only exceptions being that the offer is subject to a specific pre-condition which has 
not been met (r 2.7(b)) or the consent of the Takeover Panel has been obtained). As a result of changes introduced 
in Takeover Panel RS 2017/2, there is now minimum period for bidders to make this offer, ie a bidder cannot 
publish an offer document for at least 14 days from the announcement of its firm intention to make an offer, with-
out the consent of the board of the target company.
 73 Ibid, r 23.
 74 Ibid, r 24.
 75 Ibid, r 24.2, discussed further at 14.3.3.
 76 See 10.5.2.2.
 77 Takeover Code, r 28.
 78 Ibid, r 29.
 79 Ibid, r 19.1.
 80 Caparo Industries plc v Dickman [1990] 2 AC 605; Steel v NRAM Ltd (formerly NRAM Plc) [2018] UKSC 13; 
[2018] 1 WLR 1190 (SC). The Court of Appeal in Morgan Crucible Co plc v Hill Samuel & Co Ltd [1991] Ch 295 
refused to strike out a claim by the bidder against the directors of the target that inaccurate statements made by the 
target company during the course of the bid had been intended to cause the bidder to raise its bid, which indeed 
the bidder had done. In Partco Group Ltd v Wragg [2002] EWCA Civ 594, however, on similar facts the Court of 
Appeal expressed doubt that the directors could be said to be liable since, in making the relevant statements, they 
had acted for the company (now owned by the bidder) and not personally. It seems clear that, in principle, bid 
documentation can give rise to a claim for negligent misstatement if the claimant can establish that the maker of 
the statement assumed responsibility for it, and made the statement knowing that it would be made available to a 
particular person who would rely on it for a particular type of transaction which is known (or ought to be known) 
to the maker of the statement (see eg Galoo Ltd v Bright Grahame Murray [1994] 1 WLR 1360, where the target 
company’s accounts were sent to a potential bidder, and the auditors were aware that the accounts provided by 
them would be provided to that bidder and relied on by it, and the auditors intended that the bidder should so rely).
 81 See Financial Services Act 2012, s 89, discussed at 12.2.2.2.1. This provides that it is a criminal offence where 
a person makes a false or misleading statement, knowing that it is false or misleading or being reckless as to 
whether it is, or dishonestly conceals any material facts, if they do so intending to induce another person to enter 
into a relevant agreement (or refrain from doing so) or to exercise any rights conferred by a relevant investment  

14.3.1.2. Offer Document

Once a ‘firm intention’ announcement is made, the bidder becomes obliged to post a formal 
offer document to the shareholders within 28 days.72 The formal offer must provide share-
holders with a significant amount of information about the bid, the intention being that 
‘[s]hareholders must be given sufficient information and advice to enable them to reach a 
properly informed decision as to the merits or demerits of an offer’.73 The Takeover Code 
sets out in detail the financial and other information which must be made available to the 
shareholders in order to put them in this position.74 This includes information about the 
bidder’s intentions with regard to the business, employees and pension schemes of the target 
company. This recognises that a successful bid can also have significant implications for the 
non-shareholder stakeholders in the target company.75

As with prospectuses,76 there is a danger that any profit forecasts included in the infor-
mation will prove unreliable. Thus, the Takeover Code takes particular care to ensure that 
the bidder is constrained as to what it can provide, and that shareholders are clear about 
the assumptions contained in the forecast.77 Similar issues arise regarding the valuation of 
assets to be given in connection with an offer.78 As a general principle, all documents and 
statements made during the course of an offer ‘must be prepared with the highest standards 
of care and accuracy and the information given must be adequately and fairly presented’.79 
Misstatements in these documents are capable of giving rise to a negligent misstatement 
claim at common law on the part of the target shareholders, to whom these documents 
are clearly addressed.80 There are criminal law provisions within the Financial Services 
Act 2012 which might apply to false or misleading statements made in offer documents.81 
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(or refrain from exercising such rights) or is reckless as to whether their statement or concealment will so induce 
another person. Relevant agreements and relevant investments are defined so as to catch agreements to acquire shares, 
accepting an offer for shares, and exercising rights conferred by shares, including the right to dispose of shares.

 82 Companies Act 2006, s 953.
 83 Ibid, s 954. More generally, s 952 gives the Takeover Panel power to develop a range of penalties akin to those 
of the FCA (for discussion see 10.6.3.2). The FCA’s powers are not available in this context since the bid documen-
tation, even in relation to a share-for-share exchange, does not amount to a prospectus. A prospectus may therefore 
be required in addition to the bid documentation where the consideration involves shares and none of the exemp-
tions regarding prospectuses applies (see further chapter 10.3).
 84 Takeover Code, r 19.4. This rule attempts to regulate not only advertisements in the press, on television,  
radio, etc but also those circumstances in which shareholders are contacted by representatives of the bidder to 
try to persuade them to accept the offer (r 19.5, and see also r 4.3 regarding approaches to private individuals or  
small corporate shareholders).
 85 These are allowed, despite the potential breach of r 20.1 of the Takeover Code (which provides that  
‘[i]nformation about parties to an offer must be made equally available to all offeree company shareholders and 
persons with information rights as nearly as possible at the same time and in the same manner’), provided that 
no new material is disclosed and no significant new opinions are expressed (see Takeover Code, Notes on r 20.1).
 86 See Takeover Code, r 13. Rules 13.1 and 13.3, for example, make it clear that the bidder must not make an offer 
unless financing is already in place (and see also GP 5). However, one exception to this is that the bidder may make 
the offer conditional on the obtaining of shareholder approval from its own shareholders to allow a fresh issue of 
shares in the bidder to be used to fund the bid (see Takeover Code, Notes on rr 13.1 and 13.3).
 87 Takeover Code, r 10. The bidder can make the offer conditional on a higher level of acceptances than 50%. In 
2010 the Code Committee of the Takeover Panel consulted on whether to raise this figure to, say, 60% or two thirds 
of the voting rights of the target company, as part of their consideration whether it should be harder for hostile 
bids to succeed, but it ultimately determined that no amendment to the Code should be made in this regard: Code 
Committee of the Takeover Panel, Review of Certain Aspects of the Regulation of Takeover Bids, 2010/22.
 88 The offer document must also be provided to the Takeover Panel before publication and to the advisors of the 
other parties to the offer: r 30.5.
 89 Ibid, r 31.1 (this can subsequently be extended). The maximum length of time the offer may remain open for 
acceptance is until the 60th day after the offer was posted: r 31.6.

There is also criminal liability for failure to comply with the content requirements for offer 
documents or defence documents set out in the Companies Act 2006.82 Alternatively the 
Takeover Panel has the power to award compensation.83 Any advertisements connected 
with an offer which may be used to persuade shareholders to accept the offer made to them 
are also subject to regulation by the Takeover Code.84 The Takeover Code attempts to keep 
high-pressure salesmanship techniques that otherwise might be employed by the bidder to a 
minimum. However, the bidder will do what it can to encourage the shareholders to accept 
the offer. One common technique employed by bidders is to hold meetings with institu-
tional shareholders, financial journalists and analysts to explain their position.85 The Code 
imposes significant restrictions on the ability of the bidder to impose conditions on the offer 
since one of the aims of the Code is that the shareholders should have a clear proposition to 
accept or reject.86

One condition that will always be present in a bid, because it is required by the Takeover 
Code, is that an offer for voting securities will be conditional on acceptances being secured 
by the bidder sufficient to give it, together with securities already held, at least 50 per cent 
of the voting rights in the target.87 An important stage in any bid is, therefore, when it 
becomes ‘unconditional as to acceptances’, which means that it has satisfied all of its condi-
tions (including passing the 50 per cent hurdle—or such higher hurdle as the bidder has 
imposed on the bid) and the bid has effectively succeeded. Once the formal offer documents 
have been posted to the shareholders,88 the bid is open to acceptance by the shareholders 
to whom it is addressed. The offer must be kept open for acceptance for at least 21 days.89
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 90 Ibid, r 25.1. For discussion see 14.3.2.2.1(a).
 91 Ibid, r 25.2(b).
 92 Ibid, r 25.
 93 Ibid, r 25.9. If these documents are not received in time, but are received subsequently, the target company 
must publish the opinion on its website and publicly announce that they have been published.
 94 Takeover Code, GP 4 states that false markets must not be created in the securities of the offeree company, of 
the offeror company or of any other company concerned by the bid in such a way that the rise or fall of the prices 
of the securities becomes artificial and the normal functioning of the markets is distorted.
 95 For discussion see 12.2.
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disclosure (see eg Takeover Code, r 8).
 97 For the definition of ‘acting in concert’ for these purposes see Takeover Code, Definitions section.
 98 Takeover Code, r 32.1.
 99 Ibid, r 32.3.

Normally within 14 days of the publication of the offer document, the target board 
must publish its views on the offer to its shareholders90 and must make known in the docu-
ment circulated the substance of the advice given to it by its independent advisers.91 With 
a recommended offer these views will be included in the offer document, otherwise these 
views will appear in a defence document. The Takeover Code sets out the requirements for 
the content of the target board’s circular.92 Separate opinions from the target company’s 
employee representatives and from the trustees of the target company’s pension scheme on 
the effects of the offer on employment and the company pension scheme respectively must 
be appended to this circular, if received in time.93

Once the offer period is underway, there is a danger that a false market in the target 
company’s shares may be created—a danger that is specifically recognised within the Takeover 
Code.94 There is the possibility of insider dealing, for example where the bidder comes to 
believe that its offer will not succeed and therefore seeks to sell its shares at the inflated price 
caused by the announcement of a bid. In addition there are concerns about market manipula-
tion. For example, the bidder could attempt to rig the market by causing a fall in the target share 
price, in order to make the offer look more attractive. The bidder could seek to achieve this by 
selling its own shares in the target. Of course, the usual rules governing insider dealing and 
market manipulation apply to govern these issues.95 In addition, the Takeover Code provides 
rules that try to prevent such occurrences. For example, it provides that the bidder, and those 
acting in concert with it, must not sell any securities in the target during the offer period with-
out the consent of the Takeover Panel.96 The concept of ‘acting in concert’ is an important one, 
as the Code attempts to capture not only single bidders acting alone, but also situations where 
two or more persons cooperate to obtain or consolidate control of a company.97

One common feature in many bids is the need for a bidder to revise its initial offer to 
the shareholders, either because its original offer proves unattractive to the shareholders or 
to take account of an offer from a rival bidder. At this point the Takeover Code provides 
that the revised offer must be kept open for a further period of at least 14 days,98 and any 
shareholders who had accepted the original offer are entitled to receive the consideration 
contained in the revised offer.99

14.3.1.3. Squeeze-Out

In some circumstances the bidder will want to acquire total control of the target. This is 
particularly common in private equity transactions, where bidders generally want to use the 
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 100 Private equity is discussed further in chapter 16.
 101 Schemes of arrangement are discussed in detail in chapter 15.
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 106 For the definition of ‘shares’ for this purpose see s 974(4).
 107 Companies Act 2006, ss 974(2)(3). A concession is made as regards the need for the offer to be on the same 
terms for all shares by s 978, which provides for circumstances in which offers may not be communicated to target 
shareholders who are foreign residents (see also Re Joseph Holt plc [2001] EWCA Civ 770).
 108 Ibid, ss 979(4)–(8). The bidder must also send the documents to the target company: ss 980(4)–(8).
 109 Ibid, ss 980(2)–(3). Where the offer is not governed by the Takeover Code, so that there is no fixed closing date 
for the offer, the period is six months from the date of the offer.
 110 Ibid, s 981(2). If the final offer gave the shareholders alternative choices of consideration then these must also 
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target’s assets to secure the loans made to the bidder to finance the bid.100 One possibility is 
for the bidder to effect the takeover via a scheme of arrangement which requires a special 
resolution of the target shareholders, but once approved will bind all the shareholders, 
including the dissenting minority, to sell their shares.101 If the change of control is effected 
via a traditional offer, however, then the squeeze-out rules can help the bidder to acquire 
100 per cent of the target.102 They provide that, where a single class of shares has been bid 
for, the offeror is entitled to acquire compulsorily the shares of the non-acceptors if the offer 
has been accepted by at least 90 per cent in value of the shares to which the offer relates.103 If 
the shares are voting shares the acceptances also have to represent at least 90 per cent of the 
voting rights carried by those shares.104 Where more than one class is bid for, the 90 per cent 
test is applied to each class separately.105 A takeover offer is defined for these purposes as 
one to acquire all the shares106 of the company (or all the shares of a class) which on the date 
of the offer the bidder does not already hold and to do so on the same terms for all the shares 
(or all the shares of a particular class).107

The successful bidder triggers the squeeze-out procedure by giving notice to the 
non-accepting shareholders, accompanied by a statutory declaration of its entitlement to  
do so,108 within three months of the last day on which the offer could be accepted.109 The 
effect of the notice is that the bidder becomes entitled and bound to acquire the shares on 
the final terms of the offer.110 From the bidder’s point of view the squeeze-out right is valu-
able as it prevents the minority exploiting their hold up power in circumstances where the 
bidder has good reasons to move to 100 per cent ownership. It can, therefore, be regarded 
as an incentive to bidders.
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 111 One consequence is that the Companies Act 2006 has a slightly different ambit from that of the Takeover Code, 
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 119 Ibid, s 985.
 120 Ibid, s 986.

The effect of the squeeze-out provision is to allow for an expropriation of the shares of 
the minority, albeit at a fair price, and it is not surprising that the squeeze-out rule is found 
in legislation rather than in the Takeover Code.111 Non-accepting shareholders can appeal 
to the court, objecting to the bidder’s right to acquire their shares, or asking for the terms of 
the acquisition to be amended.112 The expropriatory nature of these provisions has meant 
that the courts have tended to construe them strictly when determining whether the bidder 
has met the requirements for a squeeze-out to occur.113 Once it is clear that the bidder fulfils 
the requirements, however, it is for the petitioner to demonstrate that there should be no 
acquisition, or that the terms of the offer, such as the offer price, should be amended.114 On 
this latter point, if 90 per cent of the shareholders have accepted an offer this will normally 
be taken by the court as evidence that the offer is fair. The courts may be prepared to amend 
the offer, however, or to refuse compulsory acquisition completely, if it can be shown that 
the 90 per cent acceptances should not be taken as an indication of the fairness of the 
compulsory acquisition offer to the remaining 10 per cent. Examples that emerge from the 
cases are where the 90 per cent acceptors were not independent of the bidder, or were not 
given sufficient information on which to make their decision.115

14.3.1.4. Sell-Out

The squeeze-out right is mirrored by a sell-out right, which allows the last 10 per cent 
of shareholders to leave the company rather than remain as minority shareholders.116 
Shareholders can, therefore, refuse the offer initially, with the understanding that if the 
bidder achieves the 90 per cent threshold, then the shareholder can accept the offer at that 
point.117 The bidder must give each non-accepting shareholder notice of their entitlement 
to be bought out within one month of the end of the offer period, and shareholders then 
have three months to take up this right.118 The effect of the notice is that the bidder is bound 
to acquire the shares on the final terms of the offer.119 Either the bidder or a non-accepting 
shareholder may apply for the court to determine the terms of the offer.120

In practice the sell-out remedy is not used a great deal, since the Takeover Code 
requires the bidder to keep the offer open for a further 14 days once the offer has become 
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unconditional as to acceptances,121 and this gives shareholders an opportunity to change 
their mind and accept the offer, without the need to demonstrate that the bidder has reached 
the 90 per cent threshold, and without the need for court intervention.

The squeeze-out rules perform a potentially valuable function. They allow the bidder to 
achieve a 100 per cent shareholding in the target without exploitation of the last 10 per cent. 
They also prevent the minority shareholders exploiting their position where the bidder has 
good reasons to move to 100 per cent ownership. The reasons for the sell-out right are less 
clear.122 Perhaps the best explanation for it is that it is seen as ‘a fair counterpart for the 
squeeze-out right conferred on the majority shareholders and a component of the propor-
tionality of the squeeze-out solution’.123

14.3.1.5. Further Offers

Where an offer has not been successful—that is, where it has not become wholly uncondi-
tional within the bid timetable, or has been withdrawn or has lapsed—neither the bidder nor 
any person in concert with it may make another offer for the target company within the next 
12 months.124 Further, if a person or concert party holds 50 per cent or more of the voting 
rights, it must not, within six months of the closure of the offer, make a second offer or acquire 
any shares from the shareholders on better terms than those under the previous offer.125

14.3.2.  Relationship between the Target Directors and the Target 
Shareholders

One of the fundamental issues which any system of takeover regulation needs to address is 
whether the decision to accept the bid should be left to the target shareholders alone, or whether 
the decision is one for both the target shareholders and target directors. From the outset, 
the UK has given the decision to the target shareholders.126 The balance of power between 
the target board and target shareholders in a bid is set out in the Takeover Code at General 
Principle 3 (GP 3) and rule 21.127 This is sometimes referred to as the ‘no frustration’ principle.  
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It states, in general terms, that the directors of the target cannot take any actions that 
constrain the freedom of the shareholders as a whole to decide whether to accept the offer. 
These principles are expressed in broad terms. GP 3, for example, states that the target 
board ‘must act in the interests of the company as a whole and must not deny the holders 
of securities the opportunity to decide on the merits of the bid’. The general principles are 
supplemented by more detailed rules, such as rule 21 of the Code, which puts the meat onto 
the bones of GP 3.

Crucially, the provisions in the Takeover Code provide that the no frustration prin-
ciple applies only where the ‘board has reason to believe that a bona fide offer might be 
imminent’.128 A distinction has to be drawn, therefore, between the period prior to this 
point, when ordinary principles of company law apply, and the situation when a bid is 
imminent, or has actually been made, in which case takeover regulation applies in addition 
to the usual rules.129

14.3.2.1. Pre-Bid Defences

The Takeover Code does not apply before the point at which a bid is ‘imminent’. There are 
two good reasons why this is the case. First, the no frustration principle involves a signifi-
cant interference with normal company law principles. In general, the UK operates a system 
of centralised management, at least in publicly traded companies. Shareholders in UK 
companies have control of the board, via their ability to remove directors, as well as some 
potentially important corporate governance rights,130 but, in practice, significant powers of 
management are delegated to the directors and the courts recognise that, as a general rule, 
they should not interfere with the way in which the board exercises its discretion to run the 
company.131 The no frustration principle prevents the directors from taking actions that 
are within the usual scope of the board’s powers of management. A curtailment of these 
powers can be justified once a bid is imminent, but to allow this infringement before that 
point would constitute a significant constraint on the directors’ power of management. This 
would be problematic not only for directors, but also for shareholders, who benefit from the 
existing system of centralised management.

Second, one of the justifications for changing the rules once a bid is imminent is the 
fact that, in addition to the usual agency problem that exists between directors and share-
holders in a typical UK publicly traded company, which general company law principles 
address, there is the added difficulty that the directors are likely to be personally interested 
in the outcome of the bid. This increases the chances that they will behave in a self-serving 
manner. When a bid is imminent, the particularly acute nature of the agency problem 
justifies the imposition of the no frustration rule; pre-bid, this justification falls away.  



730 Takeovers

 132 A twist on this defensive tactic is to issue shares to a friendly third party who wishes to see the target remain 
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The general company law rules governing the agency problem between directors and share-
holders are felt to be sufficient to deal with the pre-bid situation, in combination with the 
other constraints that exist for directors at this point, discussed below.

As a result, boards have significant freedom, in theory, to put in place pre-bid meas-
ures that could prevent a future takeover attempt from succeeding. Broadly, these measures 
consist of two types: those designed to make the company less attractive to the bidder, and 
those that attempt to make it more difficult for the bidder to succeed in the bid. These 
are not mutually exclusive categories, however, and a measure of overlap is possible. An 
example of the first type of measure is the classic poison pill. This provides that the exist-
ing shareholders of a company, excluding the bidder, will receive a large amount of equity 
rights (shares, options etc) at a very substantial discount if one shareholder (the bidder) 
obtains a specified stake in the company without the approval of the target’s management. 
Issuing discounted equity rights in this way not only destroys the hostile bidder’s voting 
majority, but also significantly dilutes the bidder’s investment.132 Another possibility is for 
the company to agree that there will be a return of cash to existing shareholders by way of 
a special dividend or repurchase of shares, which will have an impact on the gearing of the 
company and may make the target less attractive to a bidder.

Other options are for the directors to agree to sell certain assets of the company to a 
third party should a bid be successful (the crown jewels defence). The specified assets are 
ideally those of most interest to a potential hostile bidder. The directors could also enter 
into contracts that place the desired assets of the company outside the control of the share-
holders in some other way. The directors could, alternatively, agree to make a significant 
acquisition in order to make the target more expensive for the bidder.133

Another possibility is to give certain shareholders significantly enhanced voting rights in 
the event of a takeover bid. The effect of this measure is to ensure that although the bidder 
might acquire the majority of the shares in the company, if it does not hold the shares carry-
ing the enhanced voting rights then it will still not acquire control of the management of the 
target. Another mechanism for achieving much the same end is to alter the articles of the 
company in order to raise significantly the requisite majority for shareholder resolutions.134

In practice, there tend to be far fewer possibilities of the second type of pre-bid defences—
that is, those designed to make it more difficult for the bidder to succeed in the bid. One 
example, however, might involve placing restrictions in the articles of the company so that 
share transfers are restricted, thereby giving the directors control of share transfers.

Directors’ ability to make use of these defensive tactics pre-bid in the UK is by no means 
unconstrained. A number of different restraints exist in practice, namely the need to take 
account of (i) directors’ duties, (ii) the general requirements imposed by companies and 
securities legislation, and (iii) the views of the shareholders, particularly the institutional 
shareholders.
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 137 Ibid, ss 172(1)(a)–(f).
 138 See 3.2.1.3.1.
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14.3.2.1.1. Directors’ Duties

There are two relevant duties that might operate as a constraint on directors considering 
defensive tactics in the pre-bid situation: the duty to promote the success of the company in 
section 172 of the Companies Act 2006, and the requirement that directors must exercise 
their powers for a proper purpose in section 171 of the Companies Act 2006.

14.3.2.1.1(a) Duty to Promote the Success of the Company

Directors must comply with the duty to promote the success of the company when putting 
in place any pre-bid defences. This is a subjectively assessed obligation135 to act ‘for the 
benefit of its members as a whole’.136 In doing so, however, the director is required to have 
regard to a number of factors, such as the likely long-term consequences of the decision, and 
the interests of a number of different stakeholder groups, including the company’s employ-
ees and customers.137 The interests of these other stakeholder groups do not override the 
interests of the shareholders, but are intended to help the director to judge the long-term 
interests of the shareholders as a whole.138 When putting in place any pre-bid defences, the 
directors will need to ensure that they are acting to promote the success of the company in 
the manner specified in section 172.

14.3.2.1.1(b) Duty to Act for a Proper Purpose

Directors are also required to exercise their powers for a proper purpose.139 The proper 
purpose test is objective—that is, even if the directors have acted honestly they may be in 
breach of this duty if they have exercised their powers for a purpose outside those for which 
their powers were conferred upon them.140 The courts will construe the company’s articles 
in order to determine whether a particular purpose is proper.141 The formulation of this 
duty in section 171 of the Companies Act 2006 reflects the decision of the Privy Council in 
Howard Smith Ltd v Ampol Petroleum Ltd.142 In that case the majority shareholder (Ampol) 
of a company (Milllers) made an offer to purchase shares in Millers it did not already own. 
The directors of Millers preferred a takeover offer from another company (Howard Smith) 
which could not succeed as long as Ampol was a majority shareholder. The directors of 
Millers therefore caused the company to issue shares in order to reduce Ampol to a minority 
holding, so as to facilitate a successful bid from Howard Smith. It was argued that the only 
proper purpose for a share issue was to raise new capital for a company that needed it. This 
was rejected as too narrow. The court acknowledged that there might be a range of purposes 
associated with a particular action of the directors,143 in which case the test is applied to the 
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dominant or primary purpose of the directors’ actions.144 As long as the directors can satisfy 
the court that the purpose of the action was proper, they will not be in breach of this duty, 
even if the incidental, and desired, result of the particular action is to secure the directors’ 
control of the company. This is an important restriction on the application of the proper 
purposes rule, and for this reason this common law rule is a weaker control than the ‘no 
frustration principle’ put in place for post-bid measures.145 Where directors are found to 
have acted for an improper purpose, however, as was the case in Howard Smith v Ampol, 
their act is voidable by the company.146

While the duty to act for a proper purpose is reasonably easily stated, the application of 
the duty to specific facts is not always straightforward. Determining whether a particular 
purpose is proper is not easy, and this duty is especially difficult to apply to the measures 
that directors might take pre-bid in order to promote or defeat a particular bid. The question 
arises whether directors will ever be acting for a proper purpose in adopting such meas-
ures. In Howard Smith v Ampol the purpose of the share issue was to dilute the majority 
voting power so as to enable a bid to succeed, and this was held to be improper despite 
the fact that the directors were acting in what they considered to be the best interests of 
the company and they were not motivated by a desire to gain any personal advantage. In 
Criterion Properties plc v Stratford UK Properties LLC,147 however, the first instance judge 
and the Court of Appeal appeared to accept that there were circumstances in which a proper 
purpose for the exercise of the directors’ powers might be to block or discourage a takeover. 
In that case, the board of Criterion was concerned that a particular company was increas-
ing its shareholding in Criterion and would seek to acquire control. To try to prevent this, 
Criterion’s joint venture agreement with another company (Stratford) was amended to allow 
Criterion to buy out Stratford at either the market value of its interest, or a sum calculated to 
give Stratford a 25 per cent per annum return on its investment, whichever was the greater. 
This was freely referred to by the parties as a poison pill, intended to act as a disincentive 
to any takeover of Criterion. Criterion later sought to rescind the variation agreement on 
the basis, inter alia, that it involved the directors acting for an improper purpose. It was 
accepted that the directors were acting improperly on these facts; particularly problematic 
was the fact that this poison pill was not limited to preventing a takeover by a particular 

however, that if actual or apparent authority did exist then he could see no reason why the agreement would not 
be enforceable (at [30]).  
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unsavoury predator, but would be triggered by any takeover, even a wholly beneficial one, 
and therefore seemed designed primarily to entrench the existing directors rather than to 
protect the company. Nevertheless, the possibility was left open that a more limited form of 
poison pill might be valid, namely one targeted at a particular predator genuinely believed 
to pose a threat to the company, where the measure implemented did not itself cause signifi-
cant damage to the company.148

The leading case of Eclairs Group Ltd v JKX Oil & Gas plc149 does not rule out the 
possibility of such action by directors, but makes it clear that the opportunity for directors 
is circumscribed by the operation of the proper purpose rule. Indeed, as Lord Sumption 
acknowledged in Eclairs, a battle for control of a company is an area where the proper 
purpose rule can have its ‘most valuable part to play’.150 In this case a shareholder (Eclairs) 
held a significant minority stake in a company, JKX. Believing that Eclairs was a corporate 
raider seeking to destabilise and ultimately acquire the company at less than its proper 
value, the board of JKX served a notice on Eclairs under section 793 of the Companies 
Act 2006, requiring disclosure of information about interests in its shares. The board 
considered Eclairs’ response to this notice to be inadequate, and served restriction notices 
under article 42 of JKX’s articles of association, which corresponded with section 794 
of the Companies Act 2006 in allowing restrictions to be placed on the rights conferred 
by shares where the shareholder failed to comply with a disclosure notice. Eclairs was 
prevented from voting and transferring shares at the company’s annual general meet-
ing. It was accepted that the power to disenfranchise Eclairs had been exercised so as to 
prevent them voting in the AGM, thus ensuring the passage of certain resolutions at the 
meeting, rather than the purpose of enforcing the company’s demand for information. 
The Supreme Court held that the directors had acted improperly on these facts.  
Lord Sumption suggested that the relevant improper purposes would usually be ‘obvious’ 
from the context and should be inferred from the ‘mischief ’ that might follow from 
exercise of the power.151 Examining article 42 of the company’s articles of association, 
the inescapable inference was that the power to impose restrictions was wholly ancillary 
to the power to call for information under section 793 of the Companies Act 2006. It 
had various purposes, including to provide a sanction or incentive to remedy a failure to 
comply with the disclosure notice, but none of the purposes extended to influencing the 
outcome of resolutions at a general meeting. The Supreme Court recognised that boards 
such as that in JKX naturally wish to disenfranchise perceived predators, but that this is 
precisely why it was important to confine the use of powers to the limited purpose for 
which those powers existed.
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14.3.2.1.1(c) Directors’ Duties are Owed to the Company

One difficulty of using these fiduciary duties to regulate pre-bid defensive measures is the 
fact that they are owed to the company, and therefore the company is the proper claimant in 
any action against the directors.152 Directors of a company owe no general fiduciary duties 
to the shareholders.153 However, ‘in appropriate and specific circumstances’ a director can 
owe a fiduciary duty to a shareholder,154 and takeovers are one of those situations where 
fiduciary duties have sometimes been said to arise.155 To date the types of scenarios in which 
a duty has arisen have involved the directors buying shares from the shareholders where the 
directors know a takeover is about to occur, and that the takeover will have a positive impact 
on the share price. In these situations courts have held that the directors are under a duty to 
disclose that information to the shareholders.156 These cases have not, however, acknowl-
edged that individual shareholders can bring an action against the directors for breach of 
the proper purpose doctrine.

14.3.2.1.2. Share Transfer Restrictions

The management of a company can retain control of the target if they can prevent owner-
ship of the shares being transferred. Thus, if they can impose restrictions on the transfer of 
shares, for instance by including such a restriction in the company’s articles, then they will 
make the company less vulnerable to a hostile takeover. However, the Listing Rules prevent 
constraints being imposed on the free transferability of shares. The Listing Rules state that 
fully paid shares have to be free from any restrictions on the right of transfer.157 In practice, 
therefore, this form of pre-bid defensive measure is not generally available in the UK.

14.3.2.1.3. Removal of Directors and Staggered Boards

In some jurisdictions, directors seek to make hostile takeovers less attractive by putting in 
place a staggered board structure, whereby those responsible for the management of the 
company are appointed for fixed terms, with a number expiring and being renewed every 
year.158 The potential difficulties caused by a delay between a bidder acquiring a controlling 
interest in a target and being able to implement management changes can make a hostile 
bid less attractive. In the UK, however, it is impossible to limit the ability of shareholders to 
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would not override the right of the general body of shareholders to remove all directors so appointed.
 161 Companies Act 2006, s 228. Shareholders also have the right to request that a copy of the contract be sent to 
them (s 229).
 162 Ibid, s 188.
 163 Companies Act 2006, ss 420–21, 439. Under the UK Corporate Governance Code, with which all listed 
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 164 Ibid, s 439A as amended by the Enterprise and Regulatory Reform Act 2013, s 79. The approval must be sought 
at least every three years, or more often if a change to the remuneration policy is proposed. A company is not 
permitted to make any payment to a director unless such payment is in accordance with its most recent, approved 
remuneration policy.
 165 Ibid, s 219(1) (and see also ss 217–18). These provisions are drafted broadly, so as to include payments made 
to compensate loss of management positions as well as loss of directorships: s 215(1). They also include payments 
made by ‘any person’ (s 219(1)). Compensation is defined to include benefits other than cash (s 215(2)). There is a 
de minimis exception for payments that do not exceed £200 (s 221(1)(b)).
 166 Ibid, s 222(3).
 167 Ibid, s 220(3) which introduces a ‘takeover’ exception to the general principle that payments to directors  
‘in discharge of an existing legal obligation’ are excluded (s 220(1)(a) and see Taupo Totaro Timber Co v Rowe 
[1978] AC 537).

remove directors from office at any time by ordinary resolution,159 and so staggered boards 
of this kind cannot be implemented.160

A possible alternative is for the directors to include provisions in their service 
contracts which provide for substantial compensation in the event of a termination of 
employment following a takeover bid. If these provisions are substantial enough they 
may deter a bid. Provisions of this kind may be justified by the need to employ or retain 
certain individuals, but excessive or disproportionate payments will not be justifiable 
in this way. In relation to all companies in the UK, directors’ service contracts have to 
be available for inspection,161 and service contracts of longer than two years require 
approval by shareholder resolution.162 For quoted companies a copy of the directors’ 
remuneration report, including details of termination payments to directors, must be 
sent to the shareholders, on which an advisory vote must be taken at the AGM.163 In 
addition, the directors’ remuneration policy must be put to a binding shareholder vote, 
by ordinary resolution.164

Where the agreement to pay particular compensation to directors is made after a bid 
becomes imminent, then shareholder approval will be required.165 A payment made with-
out shareholder approval will be treated as held on trust by the recipient for those who have 
sold their shares as a result of the offer.166 This provision also applies where the obligation 
to make the payment is entered into pre-bid, but ‘for the purposes of, in connection with 
or in consequence of ’ the takeover.167 Arrangements entered into in the face of a bid will 
therefore require specific shareholder approval, although compensation packages entered 
into at an earlier stage, before a specific takeover is in contemplation, are regulated only by 
the more general company law provisions.
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 168 An alteration of articles requires a special resolution: Companies Act 2006, s 21 (if the alteration involves the 
variation of a class right then see Companies Act 2006, s 630).
 169 See eg J Franks, C Mayer and S Rossi, ‘Spending Less Time With the Family: The Decline of Family Owner-
ship in the UK’ in RK Morck (ed), A History of Corporate Governance Around the World: Family Business Groups to 
Professional Managers (Chicago, University of Chicago Press, 2005).
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 172 Ibid, ss 570–71. For discussion see 4.4.
 173 See 4.4.3.
 174 See Pre-Emption Group, Disapplying Pre-Emption Rights: Statement of Principles, 2015, discussed at 4.4.3. For 
discussion see A Study by Paul Myners into the Impact of Shareholders’ Pre-Emption Rights on a Public Company’s 
Ability to Raise New Capital (URN 05/679, February 2005), ch 3.
 175 Ibid, part 2A, paras 1, 2.
 176 Ibid, part 2A, paras 1, 3 (ie the disapplication of pre-emption rights should last no more than 15 months or 
until the next Annual General Meeting, whichever is the shorter period).
 177 Ibid, part 3.

14.3.2.1.4. The Role of Shareholders

Many of the types of pre-bid defensive measures described above can only be put in place 
with the consent or agreement of the shareholders. The provisions regarding compensation 
payments to directors for loss of office have already been discussed. Significant transactions, 
involving the sale of the company’s assets or the acquisition of assets, may well trigger the 
need for shareholder consent.

Any alteration of the articles, for instance to introduce non-voting shares or to include 
enhanced voting rights, requires a shareholders’ vote.168 It is possible for measures of this kind to 
be put in place in the UK, but they are very rare. Institutional investors have traditionally been 
hostile towards the introduction of non-voting shares.169 As regards enhanced voting rights, in 
the dispersed shareholding structure which exists for most UK publicly traded companies it is 
not clear how shareholders would benefit from such provisions, and what incentive they would 
have to approve them. Such provisions do, however, exist in other Member States.

Any pre-bid measure involving the issue of shares will also require the consent of the 
shareholders. In public companies, shareholder authorisation is needed for decisions by 
the directors to issue shares or to grant rights to subscribe for or convert any security into 
shares.170 Although, in principle, shareholders can provide the directors with authorisation 
to issue shares up to five years in advance, in practice institutional investors are unwilling to  
provide the directors with this kind of blank cheque.171 In addition, if the directors plan 
to issue shares other than pro rata to all the existing shareholders, and in practice this will 
be the case where the bidder is already a shareholder, as otherwise this form of poison pill 
would be ineffective to reduce the incentives for the bid, then pre-emption rights will need 
to be disapplied.172 In principle, pre-emption rights can be disapplied for periods of up 
to five years, which would give the directors considerable discretion in relation to share 
issues.173 In practice, however, institutional investors prevent such wide discretion being 
given to the directors. A Statement of Principles drawn up by the Pre-Emption Group 
provides guidance on the circumstances in which certain institutional investors should vote 
in favour of a resolution to disapply pre-emption rights.174 In general, requests by a company 
to issue on a non pre-emptive basis not more than 5 per cent of the ordinary share capital 
in any given year are likely to be regarded as routine (with the possibility of an additional  
5 per cent if used for an acquisition or specified capital investment),175 provided the dura-
tion also meets the stated criteria,176 otherwise a business case for waiver must be made.177 
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 178 See eg Pre-Emption Group Monitoring Report, May 2017.
 179 R Gilson, ‘Unocal Fifteen Years Later (and What We Can Do About It)’ (2001) 26 Delaware Journal of Corpo-
rate Law 491, 501. More recently, the question has been raised as to the constitutionality of poison pills: L Bebchuk 
and R Jackson, ‘Towards a Constitutional Review of the Poison Pill’ (2014) 114 Columbia Law Review 1549.
 180 For discussion see 14.3.2.2. One common tactic of US bidders is to combine a takeover offer with a proxy 
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 181 However, some studies suggest that the existence of certain takeover laws, such as poison pill laws, are in some 
instances correlated with increased hostile activity: M Cain, S McKeon and S Solomon, ‘Do Takeover Laws Matter? 
Evidence from Five Decades of Hostile Takeovers’ (2017) 124 Journal of Financial Economics 464.
 182 Takeover Code, r 21.1.

Whilst the Statement of Principles does not have the force of law, this document represents 
the views of the majority of major UK institutional investors. In practice, this document 
gives shareholders, particularly institutional investors, a level of control over the issue of 
new shares, which constrains directors’ ability to introduce certain poison pills in the pre-
bid situation.178

14.3.2.1.5. Summary

Although the Takeover Code does not regulate directors’ ability to put in place defensive 
measures before a bid is imminent, it is certainly not the case that directors in the UK are 
unconstrained. General company law principles, particularly directors’ duties, combined 
with securities legislation, and the powerful position of institutional investors in the UK, 
place significant constraints on directors in this period. Consequently, it is no surprise that 
the incidence of poison pills and other types of pre-bid defensive measures is very low in 
the UK. This stands in contrast to the position in the US, where poison pills are ubiqui-
tous: ‘every public company either has adopted a pill or can adopt one if a hostile offer 
is made’.179 These devices work very effectively to provide directors with a significant role 
in the outcome of the bid.180 In general, poison pills in the US are regarded as providing 
an opportunity for negotiation between the bidder and the target directors.181 Rather than 
preventing a hostile bid entirely they are commonly seen as providing a mechanism to allow 
the target directors to negotiate a higher price for the shareholders.

14.3.2.2. Post-Bid Defences

14.3.2.2.1. The No Frustration Principle

Once a bid is imminent, or has actually been made, GP 3 and rule 21 of the Takeover Code 
put in place a strong no frustration principle that is intended to give the decision-making role 
to the target shareholders and not the target directors. The target board ‘must not, without the 
approval of the shareholders in general meeting … take any action which may result in any 
offer or bona fide possible offer being frustrated or in shareholders being denied the oppor-
tunity to decide on its merits’.182 This rule is strictly applied. It is irrelevant whether the target 
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 183 This may be compared to the operation of the proper purpose rule at common law, discussed above at 14.3.2.1.1(b).
 184 Takeover Code, r 25.2. If the board of the target is split in its views then the minority view should also be 
circulated: note 2 to r 25.2.
 185 Ibid.
 186 Rule 25.2, note 4 and note 5. This can cause difficulties in a management buy-out situation where all, or 
substantially all, of the board will continue to have a role in management if the bid is successful (see r 20.3 as part of 
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 187 Takeover Code, r 3.1. The Code Committee of the Takeover Panel considers that the principal role of the 
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 188 Any profit forecasts and asset valuations must be reported on by the target’s auditors and financial adviser: 
Takeover Code, r 28.1.
 189 Market Abuse Regulation (EU) No 596/2014, art 19(1). For discussion see 11.3.2.2.
 190 Transparency Directive 2004/109/EC (as amended), art 9(1) implemented into UK law via FCA Handbook, 
DTR 5.1.2. For discussion see 11.3.2.3.

directors had this purpose in mind in taking a particular action.183 If the effect of their action 
may result in the frustration of the bid then they are in breach of the no frustration principle. 
GP 3 and rule 21 do not, however, require passivity on the part of the directors. Indeed, direc-
tors have an important role in the bid: they must circulate their opinion on the offer to the 
shareholders.184 Further, there are some, limited, defensive tactics that are open to directors.

14.3.2.2.1(a) Directors’ Opinion on the Bid

The Takeover Code includes an important role for the target board post-bid, namely to circulate 
their opinion on the offer to the shareholders.185 Directors must obviously act in accordance 
with their fiduciary duties when providing this opinion, but the Takeover Code goes further 
in attempting to deal with the potential conflict of interest that can arise. Any directors with 
a particular conflict of interest, for example those who will have a continuing role with the 
bidder company if the bid is successful, must not join with the rest of the board in expressing 
a view on the offer.186 In addition, the board is required to obtain independent advice on any 
offer and the substance of that advice must be made known to the shareholders.187

14.3.2.2.1(b) Defensive Measures Available to the Directors Post-Bid

A number of limited defensive tactics are open to the directors. First, they can try to persuade 
the shareholders that their future would be better if they retained the existing management 
rather than accepting the offer from the bidder company. This is one of the primary weap-
ons available to the target directors. The bidder will claim that its offer represents a fair price 
and a premium to the trading value of the target’s shares. The target’s board may assert that 
the offer is inadequate and fails properly to reflect the true value of the target’s shares.188 The 
bid will be defeated only if the shareholders of the target are convinced that the value they 
will enjoy by retaining their shares is such that the price offered by the bidder is insufficient.

Second, directors can buy shares in the target in order to try to block the bid. Directors 
are required to disclose their purchase of shares,189 however, and there is a more general 
obligation to disclose once the shareholding reaches the 3 per cent level.190
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 191 See the list provided within r 21 of situations in which shareholder approval is required: Takeover Code, r 21.1(b).
 192 In addition, the competition authorities may initiate an investigation of a takeover in certain circumstances.
 193 The Takeover Directive (2004/25/EC) also makes it clear that seeking an alternative bidder is not caught by the 
no frustration principle: art 9(2). When EU law ceases to apply see SI 217/2019.
 194 FH Easterbrook and DR Fischel, ‘The Proper Role of a Target’s Management in Responding to a Tender Offer’ 
(1981) 94 Harvard Law Review 1161; R Romano, ‘A Guide to Takeovers: Theory, Evidence and Regulation’ (1992) 
9 Yale Journal on Regulation 119.
 195 J Franks and R Harris, ‘Shareholder Wealth Effects of Corporate Takeovers 1955–1985’ in S Peck and P Temple 
(eds), Mergers and Acquisitions: Critical Perspectives on Business and Management (Oxford, Routledge, 2008).
 196 For discussion see 14.3.2.1.4.
 197 The board and its financial adviser also needed to confirm in writing to the Takeover Panel that they believed the fee 
arrangement to be in the best interests of the target shareholders, and the break fee arrangement needed to be disclosed.
 198 Another potential difficulty with a break fee arrangement of this kind is that, where the target is a public 
company, the arrangement may constitute financial assistance: Companies Act 2006, ss 677–80 (see 5.4.4). The 
fee is only payable if the bid fails, but the agreement to pay the fee could be regarded as having been entered into 
for the purpose of the acquisition. The view of financial assistance adopted by the Court of Appeal in Chaston v 
SWP Group plc [2002] EWCA Civ 1999 certainly seems wide enough to include an agreement to pay a break fee. 
However, the low level of break fee payments may mean that they can generally be brought within the de minimis 
exception in the Companies Act 2006, s 677(1)(d)).

Third, GP 3 and rule 21 seem to be restricted to internal corporate action,191 and there-
fore do not prevent the directors making use of external options to try to frustrate the bid, 
such as lobbying the competition authorities to take action to prohibit the bid or to subject 
it to conditions unacceptable to the bidder.192

Fourth, the directors can seek a ‘White Knight’, that is, a more favourable alternative 
bidder, although there is no duty on them to do so. The motivation may be to encourage an 
auction, in order to ensure that the highest price is received by the shareholders. It may also 
be to find a bidder whose plans offer a better outcome for the other stakeholders, or to find 
a bidder who will treat the incumbent management more favourably. In the UK the practice 
of seeking a White Knight is generally accepted, as it is regarded as providing more choice to 
the target shareholders.193 Some academics question this, suggesting that allowing directors 
to seek White Knights raises the costs of a successful bid, which has the effect of reducing the 
number of bids that will be launched, ultimately therefore reducing shareholder choice.194 
The empirical evidence seems to favour the view that competing bids are wealth-enhancing 
for the target shareholders.195 By channelling more wealth to the target shareholders, facili-
tating competing bids can be regarded as a mechanism for ensuring that the gains generated 
by the takeover are shared between the bidder and the target shareholders.

The principal concern of any White Knight will be to avoid a bidding war with the 
original bidder. However, in the UK there is relatively little that can be done to protect 
the White Knight from a subsequent higher offer by the original bidder, or indeed by a 
new bidder. In the US it is common for the White Knight to be issued shares or options 
in the target in order to enable it to protect its position, but in the UK the rules governing 
share issues generally put these matters under the control of the shareholders rather than 
the directors.196 Another potential option is a break fee arrangement, whereby the White 
Knight’s costs are paid by the target company should the White Knight’s bid be unsuccess-
ful. Break fees are common in the US. Until 2010 break fee arrangements were also usual in 
the UK, although they were subject to a cap, imposed by the Takeover Code, of an amount 
equal to 1 per cent of the value of the offer.197 Even this low sum, however, was deemed 
to give rise to a risk that it could provide bidders with a tactical advantage over targets.198  
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 199 Takeover Code, r 21.2; for discussion see Code Committee of the Takeover Panel, Review of Certain Aspects of 
the Regulation of Takeover Bids, 2010/22.
 200 These undertakings need to be given by deed since there is no consideration and no mutual exchange of 
promises. Note that irrevocable undertakings are treated as shares belonging to the bidder for the purposes of the 
squeeze-out rule (Companies Act 2006, s 979(2), which is a change from the previous law found in Companies Act 
1985, s 428).
 201 [1983] BCLC 244.
 202 Ibid, 265 per Lawton LJ.
 203 Some incursions have been made into this principle, both judge-made (eg Allen v Gold Reefs of West Africa Ltd 
[1900] 1 Ch 656) and created by statute (eg Companies Act 2006, s 239), but the general principle still holds good.
 204 [1986] BCLC 382.
 205 Any bidder proposing to contact a private individual or small corporate shareholder with a view to seeking an 
irrevocable commitment must consult the Panel in advance: Takeover Code, r 4.3.

In order to redress the balance in favour of the target, in 2010 a general prohibition on deal 
protection measures was introduced, including a general ban on break fees. Consequently, 
in the UK break fee arrangements are now permitted only in very limited circumstances, 
and with the Panel’s consent.199

If the directors hold shares in the target themselves, then they may be able to enter into 
irrevocable undertakings with the White Knight (or any other bidder) to sell those shares to 
that bidder in order to demonstrate their support for a particular bid.200 In Heron International 
Ltd v Lord Grade201 there were two competing bids for a company. The target directors held  
50 per cent of the shares. The directors gave irrevocable undertakings to accept what turned 
out to be the lower bid, and stood by those undertakings. As a result, the higher bid was 
defeated. The Court of Appeal held that the directors could not separate their position as 
shareholders from their position as directors. The court held that the duty of the directors 
was to obtain the best price for the company and, further, that ‘[t]he directors should not 
commit themselves to transfer their own voting shares to a bidder unless they are satisfied 
that he is offering the best price reasonably obtainable’.202 The idea that director/shareholders 
are constrained as to how they may exercise their shareholder rights is out of step with the 
general company law view that a share is a piece of property belonging to the shareholder 
and that shareholders do not owe fiduciary duties as to how they exercise their shareholder 
rights.203 It is also notable that the Takeover Code is silent on this issue. It does not impose an 
obligation on directors to deal with their shares in the target in any particular manner, and 
therefore leaves them free to act qua shareholder in a self-interested way if they wish.

A preferable view is that expressed by Hoffmann J in Re a Company.204 The facts of this 
case were somewhat different. Re a Company involved a small private company and the 
issue arose in the context of an unfair prejudice petition. Nevertheless, Hoffmann J was 
required to consider whether directors can separate their obligations as directors of a target 
company when competing offers are made, from their rights as shareholders in the target. 
Hoffmann J did not accept that directors are under a positive duty to recommend and take 
all steps within their power to facilitate the highest offer, and neither did he accept that this 
obligation could restrict their freedom of action in relation to their own shares. The extent 
of their duty was an obligation, when giving advice to the shareholders under rule 25.2, to 
act in accordance with their fiduciary duties, and not to exercise their powers to prevent 
other shareholders accepting the higher offer. However, directors should be free qua share-
holder to accept whichever bid they like, and to give irrevocable undertakings in advance if 
that is what they wish to do.205
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 206 [1994] 1 BCLC 363.
 207 Eg, Dawson International plc v Coats Paton plc [1991] BCC 278, although on the facts of that case it was held 
that the agreement not to seek, cooperate with or recommend a competing bid was not to be construed as intended 
to be legally binding by the parties. See also John Crowther Group Ltd v Carpets International plc [1990] BCLC 460, 
in which the board undertook to use ‘all reasonable endeavours’ to secure the consent of the shareholders. When a 
higher bid emerged the directors recommended that bid, and the initial bidder sued for breach of the agreement. 
The court held that ‘all reasonable endeavours’ did not require the directors to act contrary to their fiduciary duty.
 208 This position is not exclusive to the US. Some European states, such as Germany, provide for some form of 
joint decision-making in relation to takeover decisions (see eg §33(1) Übernahmegesetz, by which shareholders 
can authorise directors to take specified types of defensive measures in advance of a hostile offer).

The possibility of the directors seeking a White Knight means that the initial bidder 
might want to persuade the target directors to agree not to do so. It is clear that the directors 
cannot commit to non-cooperation with a competing bidder, should one come forward.  
A more difficult issue is whether the directors can agree not to seek an alternative bidder 
and, further, agree not to recommend the original bid. It might be that the directors are 
acting in the best interests of the target shareholders in entering into such an agreement, for 
instance if the bidder would not make the bid at all without such an agreement, and if the 
directors genuinely believe that no other bidder will come forward. The more significant 
problem, however, is whether the directors can fetter their discretion in this way.

Section 173(2) of the Companies Act 2006 provides that the duty to exercise independent 
judgement is not infringed by a director acting ‘in accordance with an agreement duly entered 
into by the company that restricts the future exercise of discretion by its directors’. This 
is in tune with the decision of the Court of Appeal in Fulham Football Club Ltd v Cabra  
Estates plc,206 a decision taken prior to the Companies Act 2006. In this case the Court of 
Appeal held that directors can bind themselves as to the future exercise of their fiduciary 
powers in some circumstances. However, this decision did not arise in the context of a stand-
ard takeover bid scenario; the facts involved the directors fettering their own discretion 
whereas in the standard takeover context the directors are effectively attempting to restrict 
the shareholders’ future choices. The Court of Appeal stopped short of overruling earlier 
decisions that cast doubt on the directors’ ability to fetter their discretion in this way.207 More 
significantly, section 173(2) does not override the directors’ obligation to act in accordance 
with section 172. This suggests that directors can only bind themselves to act in the future 
in a way which is consistent with their duty under section 172. Should a subsequent offer 
emerge which the directors judge to be better than the earlier bid (taking into account the 
long-term interests of the shareholders) then they would presumably be under an obligation 
to recommend that bid, irrespective of whatever agreement they had entered into with the 
original bidder. This seems to be in accordance with the spirit of the Takeover Code.

14.3.2.2.2. Consequences of the UK’s Adoption of the No Frustration Principle

In summary, the UK position does not require passivity on the part of the directors, but it 
does require that directors take no action to frustrate the bid once the bid is imminent or 
the offer has actually been made. This is an attempt to put the decision regarding the bid 
into the hands of the shareholders, sidelining the target board to the greatest extent possible.

This stands in contrast to the approach adopted in the US, where the decision-making 
role is allocated to the target board, in addition to the shareholders.208 The bid cannot succeed 
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Journal of Corporate Law 1.
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(1999) 99 Columbia Law Review 1168.

without the consent of the shareholders, but the shareholders will not have the opportunity 
to decide whether to accept the offer unless the directors allow the offer to be put to them. 
In Unocal Corp v Mesa Petroleum Co209 the Supreme Court of Delaware formulated a two-
stage test to determine the legality of defensive tactics adopted by the target board.210 First, 
did the directors have reasonable grounds for believing that the takeover endangered corpo-
rate policy and effectiveness? Second, were the defensive measures adopted by the directors 
reasonable in relation to the threat posed? In applying this test the courts have given consid-
erable latitude to the target directors. The first limb of the test will be satisfied where the 
target board can demonstrate that the takeover threatens one of the board’s existing business 
policies, which will be the case in the vast majority of hostile bids. If the threat is held to 
justify defensive action, then preventing the takeover will generally be the best way of head-
ing off the threat, so, in practice, the second limb has not provided a significant constraint 
on directors either. The Unocal test has been applied in such a way as to give the decision-
making role in a takeover first and foremost to the target board.211 The shareholders will only 
have a decision-making role if the target board agrees that the offer can be put to them.212

The differences between the two regimes may be explained in part by their historical 
origins. Institutional shareholders have played a significant role in the development of the 
UK rules,213 whereas institutional investors have played a much smaller role in the devel-
opment of US takeover regulation.214 Furthermore, takeover regulation in the US is only 
minimally the product of federal law,215 and therefore US takeover regulation is, to a large 
extent, the product of state legislatures.216 Commentators have demonstrated that state 
takeover legislation is a fertile ground for lobbyists in the managerial cause,217 unlike the 
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situation in the UK, where manager-friendly groups have had little or no part to play in the 
development of takeover regulation.

The contrast between the US and UK responses to this issue is interesting.218 The 
Delaware model gives significant power to the target board to determine whether a proposed 
takeover, and the consequent change of control, will take place. The board is, therefore, in 
a position to act on behalf of the shareholders to prevent opportunistic behaviour by the 
acquirer. It is sometimes suggested that a sale process controlled by the directors on behalf 
of the shareholders is likely to result in a higher premium than an uncontrolled auction.219 
If this is correct, the danger of the UK system is that uninformed or uncoordinated share-
holders may sell their shares for less than they are worth. Set against this view is the strong 
belief in shareholder sovereignty that exists in the UK, in other words that shareholders 
alone should be able to decide whether or not to sell their shares. It might also be expected 
that, in the bid context, collective action problems will be less acute as shareholders have 
strong incentives to determine whether the offer price is appropriate. It is also notable that, 
if the issue is that the directors have superior information which allows them to determine 
that the offered price is insufficient, the relevant information can still be communicated to 
the shareholders. Indeed, in the UK directors are required to give the shareholders their 
opinion of the bid.220 Studies have suggested that, in practice, the bid premia in the US and 
UK are very similar.221

A second benefit that is sometimes ascribed to the US system is that the bidder deals 
primarily with the board rather than the dispersed shareholders, which lessens the danger 
of the bidder ‘dividing and conquering’ the numerous dispersed shareholders; that is, the 
US model appears to face fewer collective action problems regarding the target sharehold-
ers’ decision-making. On this view, the US model can better promote undistorted choice by 
the shareholders in their decision-making. It is certainly correct that the UK no frustration 
principle leaves target shareholders open to potential abuse, and that the UK model needs to 
deal separately with the need to protect the target shareholders from opportunistic behav-
iour by the bidder. The UK model does put such protections in place, as discussed below 
at 14.3.4, and, in practice, deals comprehensively with this issue. By contrast, although US 
shareholders stand in less need of protection, they are given less protection (for example 
there is no mandatory bid rule in either federal law or in Delaware), and therefore they are 
arguably worse off than their UK counterparts in this regard.222

Third, it is sometimes suggested that the US model also provides the directors with the 
opportunity to determine whether the takeover is in the best interests of the company as a 
whole, including stakeholder interests separate to those of the shareholders. This is discussed 
further below at 14.3.3. However, this model will have value in practice only if the directors 
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have the ability to take account of these wider stakeholder interests when complying with 
their directors’ duties, and then they use their position solely to defeat opportunistic bids, 
and not merely to entrench their own position. The UK no frustration principle effectively 
controls the acute agency problem generated by the bid, preventing the directors acting 
self-interestedly by sidelining them from the decision-making process. By contrast, the 
present application of the Unocal test effectively allows the board to adopt defensive tactics 
to preserve their own business strategy, and thereby to entrench themselves.223

Finally, one of the benefits sometimes ascribed to takeovers is as a mechanism for corpo-
rate accountability.224 The operation of the market for corporate control stems from the 
same principles as the capital market price function.225 The target management’s laziness or 
self-dealing may lead the market to discount the price of the target company’s shares. The 
precipitation for this discount may be a bid by one company which is seen by the market as a 
value-decreasing takeover offer. The drop in share price allows a bidder (or a second bidder 
in the latter scenario) to come in, purchase control of the company, remove the lazy or 
self-dealing directors, and put the company’s assets to more profitable use.226 On this view, 
the potential ability of a third party to deal directly with the shareholders, sidelining the 
directors, to facilitate a control shift and thereby get rid of lazy or self-seeking managers, is 
regarded as one benefit of hostile takeovers. The potential benefits are said to extend further, 
however, since the threat of a takeover may discourage the lazy or self-seeking behaviour in 
the first place.227

If this is correct, a regulatory environment needs to be conducive to the successful 
mounting of takeover bids (including hostile bids) in order to enable takeovers to bridge 
the gap between ownership and control in a large, dispersed company.228 On this analysis, 
the US model is potentially at a disadvantage to the UK model.229 Studies have shown that 
the number of successful hostile bids in the US in the 1990s, for example, was considerably 
lower than in the UK, once the relative size of the two economies is taken into account.230 
The UK model potentially provides a mechanism for addressing the agency problem that 
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exists between directors and shareholders in a dispersed shareholding scenario, incentivis-
ing directors to prioritise the shareholders’ position even when a bid is not imminent.

A note of caution needs to be added, however. First, it is not clear that takeovers neces-
sarily provide a good corporate governance tool. There may be reasons for a bidder to make 
a bid other than that existing managers are lazy or self-serving, such as where the purpose 
of the takeover is to exploit synergies between the bidder and target company.231

In addition, this view of takeovers fails to explain MBOs, in which the top management 
are part of the acquiring team and remain in control of the company. It might also be noted 
that takeovers can operate as a corporate governance tool only at a very late stage in the day, 
when things have already gone badly wrong for the company. Takeovers are likely to serve 
only as a remedy of last resort where there have been massive managerial failures. Corporate 
acquisitions involve considerable costs and there is no guarantee that the premium available 
to the bidder, in taking on the under-performing company and putting the corporate assets 
to better use, will outweigh the total cost of the acquisition.232

Other, earlier-operating, more nuanced mechanisms for aligning directors’ interests 
with those of the shareholders might well be more appropriate for incentivising directors, 
such as managerial compensation schemes.233 It is unclear why the abstract possibility of a 
takeover is likely to operate more effectively than, say, performance-related pay, in aligning 
director and shareholder interests. There are also better, earlier-operating mechanisms for 
detecting and dealing with management failure.

The link between poorly performing managers and hostile takeovers does not appear 
to have been established in the UK. Empirical studies have concluded that in the UK  
‘[t]he market for corporate control does not … function as a disciplinary device for poorly 
performing companies’.234 The role of takeovers as a corporate governance tool appears, 
therefore, limited at best.235 Instead, shareholders in the UK, particularly institutional share-
holders, have an important role in monitoring management failure.236 Franks et al have 
noted the key role that new equity issues appear to play in board restructurings237—that is, 
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in removing poorly performing managers. As noted previously, institutional shareholders 
have significant control over new equity issues via pre-emption rights, which generally need 
to be disapplied before new shares can be issued. The constraints placed upon this process 
by the law, and more particularly by guidelines drawn up by the institutional investors 
themselves, means that directors of publicly traded companies must enter into a dialogue 
with shareholders before any new issue takes place.238 In practice, this enables shareholders 
to express their views on issues, such as the effectiveness of current managers, and a positive 
relation between UK rights issues and managerial change has been found to exist.239 It is not 
at all clear that hostile takeovers are necessarily the best or most cost-effective mechanism 
for ensuring corporate accountability in the UK.

14.3.2.2.3. A Public Interest Test

Leaving the decision on the outcome of the bid to the shareholders may have some down-
sides. As discussed in 14.3.2.2.2 the outcome may be less than ideal for the non-shareholder 
stakeholders in the target company. This is discussed further in 14.3.3. Another concern that 
has arisen in recent years is that the outcome may also be problematic from a public inter-
est perspective, whether that is because of concerns about the loss of UK companies and 
jobs generally, or perhaps because the target company has a key strategic role for the UK of 
some kind. In recent years a number of high profile instances of overseas companies making 
offers for, or acquiring, well-known UK companies has raised concerns about whether the 
UK takeover regime is too ‘open’ to bidders, particularly foreign bidders. Examples include 
Kraft’s takeover of Cadbury in 2010, SoftBank’s takeover of ARM Holdings, Kraft’s attempted 
takeover of Unilever and Melrose’s takeover of GKN. There have been calls for intervention 
when takeover offers of this kind arise, in order to protect UK companies and jobs.

It is specifically stated in the Takeover Code that it ‘is not concerned with the financial 
or commercial advantages or disadvantages of a takeover’.240 The Takeover Panel’s view is 
therefore that that any such changes should be a matter of government policy rather than a 
matter for the Panel. At present the only other possibilities are for the competition authori-
ties or for the Secretary of State to intervene. In both cases the opportunities to intervene are 
narrowly stated. The aim of the UK Competition and Markets Authority, for example, is to 
ensure that mergers do not substantially lessen competition and lead to worse outcomes for 
consumers, for example, through higher prices, lower quality or reduced choice.241 If there 
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is no competition concern, the Secretary of State may intervene, but is able to do so on very 
limited grounds, principally financial stability, media plurality and national security.242 The 
Enterprise Act 2002 allows the Government to add, via secondary legislation, new public 
interest grounds for intervention in mergers243 and there is the possibility that some form of 
broader ‘public interest’ test in relation to takeovers may be developed.244

14.3.3.  Relationship between the Target Directors and Other Stakeholders 
in the Target

One consequence of creating a shareholder-centric system of takeover regulation is that 
other stakeholders in the target may not be sufficiently protected in the bid process. The 
difficulties for stakeholders in a shareholder-centric model exist in company law generally, 
but the problems are potentially more acute in the event of a takeover. In general, the long-
term interests of the shareholders are aligned with the interests of other stakeholders, as a 
result of section 172 of the Companies Act 2006. When determining the directors’ duty to 
promote the success of the company, section 172 requires the directors to act ‘for the benefit 
of its members as a whole’ and in doing so the directors are required to have regard to a 
number of factors, including the interests of a number of different stakeholder groups, such 
as the employees. Section 172 envisages that the duty of management is a duty to promote 
the success of the business venture in order to benefit the members. However, these other 
stakeholder groups are not provided with any remedy under section 172. The only possible 
litigants are the board, the shareholders,245 or a liquidator acting on behalf of an insolvent 
company. Non-shareholder stakeholders do not have any self-standing duties owed to them 
by the directors; their interests are subsumed generally into the directors’ duty to promote 
the success of the company.246

Takeover regulation in the UK does not supplement the common law by giving any deci-
sion rights to these groups in the event of a takeover, or by creating any right of action for 
them. The UK position can be contrasted with that of other European jurisdictions, such as 
Germany and the Netherlands. In these jurisdictions, employee rights are accorded more 
recognition by company law generally. In Germany, for instance, employee representatives 
sit on the supervisory board.247 This provides employees, though not other stakeholders, 
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with increased protection in the event of a takeover, as it is more likely that employee inter-
ests can be taken into account in the takeover decision. In these jurisdictions, takeover 
regulation also supplements the general company law provisions with additional protec-
tions for employees in the event of a takeover.

In a takeover situation the shareholders may have a much shorter-term focus than 
usual. They may only be interested in the cash that the bidder can offer them, not the 
future of the company, or the wellbeing of other stakeholders. A debate regarding the 
role, in takeovers, of stakeholders in general, and employees in particular, has questioned 
the value of the no frustration principle. It is suggested that the ban on defensive meas-
ures by the target board has a potentially deleterious effect on the company’s relationship 
with its key stakeholders, and that hostile takeovers should be regarded as rent-seeking, 
rather than value-enhancing. Some commentators have suggested that the managerialist 
system of company law can encourage employees to specialise their skills, and to make 
investments in firm-specific human capital.248 Where implicit contracts are put in place 
to encourage employees to invest in a company in this way,249 it has been suggested that 
employees can in some sense be regarded as residual claimants of the company along-
side the shareholders. Similar arguments can be made in relation to other stakeholders in 
the company, such as suppliers. Indeed, it has been acknowledged that adopting a strong 
shareholder-centric approach could lead to increased risks for ‘employees, suppliers and 
others, on whom the company depends for factors of production’, particularly in a takeover 
scenario.250 In a hostile takeover, a change of managers allows these implicit contracts to be 
breached, enabling a wealth transfer between employees and shareholders to take place.251 
The requirement of the Takeover Code that the target board must include its views on the 
implications of the bid for the employees when it gives its advice to the target shareholders 
regarding the bid, therefore seems unlikely to result in any significant protection for this 
stakeholder group.252

The ‘expropriation’ explanation of hostile takeovers is not uncontested.253 If it is correct, 
however, then takeover regulation should, arguably, contain some protection for non-
shareholder stakeholder groups.254 Some US commentators have suggested that this can be 
achieved by providing a degree of entrenchment for incumbent target directors, and freedom 
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from shareholder control in the takeover scenario.255 This would, however, be contrary to 
the no frustration principle of the Takeover Code. Of course, where the board is given a 
significant role in the takeover process, such as in the US, it is possible for the target direc-
tors to further the interests of these other stakeholder groups. Indeed, it is common in the 
US for statutes to expand the range of interests that directors are entitled, but not bound,256 
to take into account in responding to a takeover bid, beyond those of the shareholders.257 
However, the value of this strategy depends upon the directors actually acting protectively 
towards these groups in the event of a takeover, and not using their position to act in a 
purely self-interested way. In general, it can be expected that non-shareholder stakeholder 
groups will be protected only to the extent that their interests coincide with those of the 
directors.258

The question of the appropriate response of UK takeover regulation to non-shareholder 
stakeholders in the target company is ongoing, but has centred on just one group, namely 
the employees. The Cadbury/Kraft bid in 2009/10 illustrates some of the concerns. In 2009, 
Kraft made a hostile bid of £10.5 billion for Cadbury. This offer was not recommended by 
the Cadbury board, and was not accepted by the Cadbury shareholders. In January 2010, 
Kraft increased its offer to 840 pence per Cadbury share, consisting of 500 pence in cash, 
with the rest made up of Kraft shares, totalling an offer of around £11.9 billion. The Cadbury 
board did recommend this offer to its shareholders, and it was subsequently accepted by over  
70 per cent of Cadbury shareholders. This takeover caused considerable public and political 
distress, one reason being that Kraft had made assurances during its bid of its intention to 
keep open one particular factory situated in England, but, less than a week after the offer 
was accepted by the Cadbury shareholders, Kraft announced the closure of this factory.259 In 
the aftermath of this successful bid, a consultation of the Code Committee of the Takeover 
Panel suggested a broad range of measures that might address these concerns,260 of which 
a sub-set were eventually implemented. These changes did not completely quieten calls for 
reform in this area, however, and indeed in the period since Cadbury/Kraft there have been 
a number of other high profile examples of overseas companies making offers for or acquir-
ing well known UK companies, such as SoftBank’s takeover of ARM Holdings, Teledyne 
Technologies’ acquisition of e2v technologies and Melrose’s acquisition of GKN. These 
transactions raise various concerns regarding UK jobs, research and development, and 
technology expertise succumbing to foreign ownership and raise concerns about national 
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security in some cases.261 The Government has consulted on expanding the public interest 
test in relation to takeovers.262 A separate strand of response to these concerns involved a 
consultation from the Code Committee of the Takeover Panel in 2017,263 and additional 
changes to the Takeover Code introduced from January 2018.264 Broadly, there are two 
protections put in place for target employees within the Takeover Code which the changes 
following these two consultations have sought to bolster and improve, namely (i) informa-
tion rights provided to employees (or their representatives) by the bidder and (ii) measures 
designed to ensure that post-offer undertakings made by the bidder are kept.

As regards information rights, the Takeover Code contains a longstanding obligation 
for bidders to state their intentions with respect to the target’s business, employees and 
pension scheme(s),265 but in recent years there has been an increased focus on the nature 
and timing of that information disclosure. In 2011, in the aftermath of Cadbury/Kraft the 
bidder’s obligation was expanded to include a requirement to disclose ‘its strategic plans 
for the offeree company, and their likely repercussions on employment’ and ‘its inten-
tions with regard to the continued employment of the employees and management of the 
offeree company and of its subsidiaries, including any material change in the conditions of 
employment’266 together with greater information about the financing of the offer.267 The 
changes introduced in 2018 provide that a bidder is required to make specific statements 
of intention with regard to the target’s research and development functions, the balance 
of the skills and functions of the target’s employees and management and the location of 
the target’s headquarters and headquarters’ functions. This is intended to draw out more 
detailed disclosure from bidders on these issues. The changes in 2018 also address the 
issue of timing, so that these statements of intention provided by bidders should be made 
earlier in the process (at the time of the firm intention to make an offer rather than in the 
offer document) in order to provide employees and their representatives with more time 
to digest this information.

A second protection relates to post-offer undertakings, such as that made by Kraft during 
its bid regarding its intention to keep open one particular factory situated in England. In 
that instance the undertaking was not fulfilled, and Kraft was censured by the Takeover 
Panel for failing to keep its promise. This incident led to changes to the Code, as a result 
of which statements of intention of this kind are expected to commit the bidder to that 
course of action for a period of 12 months from the date on which the offer period ends.268 
Further changes were introduced in 2018, so that bidders must publish via a Regulatory 
Information Service (RIS) periodic written reports detailing progress made in complying 
with any undertaking.269 This is intended to ensure that bidders are held to greater public 



The Substance of Takeover Regulation in the UK 751

 270 For example, where a highly leveraged bid for a target company is successful, one of the consequences may be  
that the risk that the company will default on its obligations under its occupational pension scheme may increase. 
In these circumstances the Pensions Regulator has the power to require the bidder to make extraordinary payments 
into the fund, in order to secure the position of the employees. If the bidder refuses to do so the offer will not 
proceed. See Pensions Act 2004, ss 43–51.
 271 Takeover Code, Introduction, A1.

account in relation to these statements, and to encourage bidders to think more carefully 
before making them.

None of these provisions provide the employees with any decision rights in the bid. 
Instead, they are provided with information rights and some additional protections regard-
ing post-offer undertakings. No other non-shareholder stakeholder group is provided with 
any protection by UK takeover regulation. Instead, protection is left to the contracts between 
the stakeholders and the company, and more specialist regulation, such as employment 
law.270 It is also clear that these changes to the Code to address the concerns raised by the 
high profile instances of UK companies being acquired by overseas bidders do not amount 
to a ‘public interest’ test of any kind and do not disturb the view that the Takeover Code is 
neutral as to the financial or commercial advantages or disadvantages of a takeover.271

One other group requires brief mention, namely the creditors. Changes to the compa-
ny’s risk profile consequent upon a successful takeover, perhaps as a result of the bid 
being highly leveraged, may well have a significant impact on the company’s creditors. As 
discussed in chapters five, six and seven, many creditors will be in a position to protect 
themselves against risks of this kind in their contract, either via security, or other contrac-
tual provisions such as covenants requiring the company to maintain certain debt-equity 
ratios. The latter type of contractual protection might also provide some protection for non-
adjusting creditors, as they may be able to free-ride on the protection put in place by the 
adjusting creditors.

14.3.4. Relationship between the Bidder and the Target Shareholders

The effect of the no frustration principle, discussed above at 14.3.2, means that when the 
bidder makes an offer for the target company, the bidder deals not with the target board but 
with the target shareholders. In the UK, where dispersed share ownership is the common 
pattern in publicly traded companies, the bidder tends to deal with the target shareholders 
as a class, in contrast to the position where the target company has a concentrated owner-
ship structure, in which case the bidder will deal first and foremost with the controlling 
shareholders.

In the two previous categories, namely the relationship between the target directors and 
target shareholders, and the relationship between target directors and other stakeholders in 
the company, general company law principles govern these relationships and provide a base 
on top of which takeover regulation can be added. As discussed, a more significant top-up 
of general company law principles occurs in the UK in relation to the first of these two 
relationships. By contrast, company law has nothing to say about the relationship between 
the bidder and the target shareholders. In the absence of takeover regulation, the relevant 
principles governing this relationship are found in contract law.
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 272 For a comparison of the protection put in place for the shareholders in a takeover effected via a scheme of 
arrangement see chapter 15 and J Payne, ‘Schemes of Arrangement, Takeovers and Minority Shareholder Protec-
tion’ (2011) 11 Journal of Corporate Law Studies 67.
 273 While the UK remains a member of the EU, the General Principles are taken from Takeover Directive 2004/25/
EC, art 3. When EU law ceases to apply, see The Takeovers (Amendment) (EU Exit) Regulations 2019 (SI 217/2019).
 274 Eg, Mutual Life Insurance Co of New York v Rank Organisation Ltd [1985] BCLC 11.
 275 Short v Treasury Commissioners [1948] AC 534.
 276 A third argument that can be made relates to a desire to equalise the position of those shareholders who are 
close to the market (typically institutional shareholders) and those not close to the market (typically individual 
shareholders): P Davies, ‘The Notion of Equality in European Takeover Regulation’ in J Payne (ed), Takeovers 
in English and German Law (Oxford, Hart Publishing, 2002) 18–20. However, on the whole the concerns in this 
context can be seen as aspects of the two principal concerns discussed in the text.

The bidder deals with each target shareholder separately. In the absence of specific take-
over regulation, bidders could offer different deals to different shareholders, or make offers 
with very short periods for acceptance. Bidders would have the opportunity to ‘divide and 
conquer’, skewing the offer in order to acquire the company at the cheapest possible price. 
For instance, the bidder could offer one price to those who accept the offer quickly, until the 
bidder acquires control, and then could reduce the offer, leaving the remaining shareholders 
with the choice of accepting the lower offer or staying in the company now under the bidder’s 
control. Shareholders would find it hard to obtain reliable information regarding the offers 
made to their fellow shareholders, and whether their fellow shareholders intend to accept 
the bid. The collective action problems faced by the target shareholders potentially increase 
the bargaining strength of the bidder at the target shareholders’ expense. In the anonymous 
market that exists for publicly traded securities, it may be that the shareholder is not even 
aware that they are dealing with someone who is attempting to obtain control of the company.

UK takeover regulation intervenes to regulate the relationship between the bidder and 
the target shareholders.272 General Principle 1 (GP 1) of the Code provides that ‘all hold-
ers of the securities of an offeree company of the same class must be afforded equivalent 
treatment’.273 Moreover, if a person acquires control of a company, the other holders of secu-
rities must be protected. The principle of equality of treatment between the shareholders 
in the target is an idea that has been entrenched in the Takeover Code from its inception. 
Broadly, this principle provides that the consideration paid by the bidder to acquire the 
target should be shared equally between shareholders of the same class and proportionately 
between shareholders of different classes.

Before considering how the UK has regulated this issue, it is important to understand 
why this principle is enshrined in takeover regulation. After all, the idea of equality amongst 
shareholders in a bid situation stands in contrast to general UK company law principles, 
in which shareholders must be treated fairly, but not necessarily equally.274 Indeed, 
it is generally accepted that controlling shares in a company are worth more than non-
controlling ones,275 which contradicts the idea of all shareholders being paid rateably in a 
takeover scenario. The pursuit of equality amongst shareholders for its own sake does not 
seem to justify the imposition of the equality rules that are put in place during a takeover. 
Some other principle(s) must be at work to explain the imposition of these rules. There seem 
to be two principal concerns at work in this context: the need to ensure that the decision 
taken by the shareholders is as undistorted as possible, and a desire to protect the minority/
non-controlling shareholders from abuse.276
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 277 The need to protect the shareholders’ undistorted choice in making this decision is not based on an entitlement 
argument. The entitlement argument would assert that ensuring undistorted choice is necessary to protect the 
property rights that a target’s shareholders have in the assets they own (see eg LA Bebchuk, ‘Toward an Undistorted 
Choice and Equal Treatment in Corporate Takeovers’ (1985) 98 Harvard Law Review 1693, 1764 fn 154). However, 
UK company law seems to regard shareholders as being protected by a liability rule rather than a property rule 
in relation to their shares, ie expropriation of shares is allowed provided a fair price is paid for those shares (see 
discussion at 3.2.1.3.2(b)).
 278 Even in systems that interpose the target board between the bidder and the target shareholders, such as the US, 
undistorted decision-making is important for those occasions on which the directors allow (or are required by the 
court to allow) the target shareholders to consider the bid.
 279 See eg LA Bebchuk, ‘Toward an Undistorted Choice and Equal Treatment in Corporate Takeovers’ (1985) 98 
Harvard Law Review 1693; L Bebchuk, ‘The Pressure to Tender: An Analysis and a Proposed Remedy’ (1987) 12 
Delaware Journal of Corporate Law 911.
 280 L Bebchuk, ‘The Pressure to Tender: An Analysis and a Proposed Remedy’ (1987) 12 Delaware Journal of 
Corporate Law 911, 913. The independent target’s value refers to the value that the target will have if it remains, 
at least for the time being, independent; this value of the independent target obviously includes the value of the 
prospect of receiving higher acquisition offers in the future.
 281 Takeover Code, GP 1.
 282 Ibid, r 14.1. As regards classes of non-equity shares, in a voluntary bid no offer is required, unless the shares are 
convertible into equity shares (r 15). On a mandatory bid, an offer must be made for non-equity securities carrying 
voting rights, although these are rare in practice: r 9.1.
 283 Ibid, r 14.
 284 Ibid, r 16.

14.3.4.1. Undistorted Choice

It is clear that the bidder can use the tactics described above to put pressure on the share-
holders to accept a particular offer, even if the shareholders do not think that the offer is in 
their interests. If the best offer is available only to those that accept quickly, there is clearly 
pressure on the shareholders to accept, particularly where they cannot determine the inten-
tions of their fellow shareholders.277 Where the decision on the outcome of the bid is given 
primarily to the shareholders rather than the target board, however, as it is in the UK, it 
is crucial that the shareholders’ decision-making should be as undistorted as possible.278  
A result of the pressure to tender might be that the bidder will succeed in gaining control 
over a target even if the value-maximising course of action for the target shareholders would 
be to reject the bid. The undistorted choice argument is, therefore, an allocative efficiency 
argument. Efficiency requires that corporate assets be put to their most productive use. 
While the acquisition of some companies would produce efficiency gains, perhaps from 
an improvement in management, the assets of other companies are best left under existing 
management. A target company should be acquired if, and only if, a majority of its share-
holders view the offered acquisition price as higher than the independent target’s value.279 
As a result, ‘ensuring undistorted choice is desirable from the perspectives of both target 
shareholders and society’.280

There are a number of provisions within the Takeover Code that can be seen as promoting 
undistorted choice amongst the target shareholders. First, within a class of shareholders, such 
as the class of equity voting shares, the offer must be the same to all those within the class.281 
The Code goes further, however, and requires an equality of protection not only within a class, 
but also between classes, at least in relation to equity share capital.282 When a target company 
has more than one class of equity share capital, a ‘comparable’ offer must be made for each 
class, whether it carries voting rights or not.283 The Takeover Code has rules in place to try 
to prevent the bidder offering disguised enhanced deals to only some of the shareholders.284
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 285 See www.thetakeoverappeal board.org.uk/statements.html.
 286 Takeover Code, r 32.3.
 287 See P Davies, ‘The Notion of Equality in European Takeover Regulation’ in J Payne (ed), Takeovers in English 
and German Law (Oxford, Hart Publishing, 2002).
 288 Takeover Code, r 6.1, which specifies a period of three months before the offer period, but the Panel can extend 
the period if it believes it is necessary to give effect to GP 1. The Panel can relax this rule if it thinks it appropriate 
to do so.
 289 Ibid, r 6.2.
 290 Distinctions are drawn in the Takeover Code, r 6 between purchases before the offer period begins and those 
made after a firm intention to make an offer has been announced. In relation to the latter, if the favourable deal to 
select shareholders is a cash offer, the general offer made under r 6.2 must also be a cash offer. However, the rules 
are more relaxed in relation to pre-offer period purchases (see r 6.1), unless r 11.1 applies.

The definition of class for these purposes has been determined strictly. In the 
Eurotunnel takeover, for example, some shareholders had certain travel privileges. When 
a share-for-share offer was made to the Eurotunnel shareholders by a bidder company, the 
offer included the term that those shareholders accepting the offer would lose their travel 
privileges. This offer was made to all shareholders, whether they held travel privileges or 
not. The bidder argued that, in accordance with GP 1, it had treated all the sharehold-
ers equally. The shareholders with travel privileges argued that they were a separate class 
and that the offer did not take proper account of the value of their travel privileges. The 
Takeover Panel Executive ruled that there was no breach of the Takeover Code since these 
rights were personal rights only. No class rights existed in the articles of Eurotunnel and 
therefore the bidder had behaved properly. This decision was upheld on appeal by the 
Takeover Appeal Board.285

These rules are important, as they prevent the bidder skewing the consideration it offers, 
for example by offering enhanced deals to some shareholders, such as the first to accept. 
They thereby help to prevent a pressure to accept arising amongst those to whom the offer 
is made. The Takeover Code goes even further, however, in promoting equality of treatment 
between shareholders within the bid. If the offer is subsequently increased by the bidder, 
then even those who accepted the original offer are entitled to the new, higher price.286

The Takeover Code requires not only equality of treatment of shareholders within the 
bid, but also equality as between offerees and sellers outside the bid.287 Prior to the introduc-
tion of the Takeover Code it was common practice for bidders to enter into deals with some 
shareholders outside the formal offer at a higher price than that offered to the shareholders 
in the general bid. If allowed, this would clearly undermine the equality of treatment princi-
ple that the Takeover Code seeks to protect. It is, therefore, unsurprising that the Takeover 
Code seeks to prevent the bidder from doing favourable deals with a few selected sharehold-
ers, either before the offer period288 or during the offer period.289 The Code achieves this by 
providing that, if the bidder makes a favourable offer to a shareholder outside the bid in this 
way, the bidder must raise the level of the general offer made to shareholders of that class in 
order to match the favourable offer made to the select few.290

The bidder could also seek to put pressure on the shareholders by engaging in a 
campaign of buying up shares in the target prior to the offer, at a higher price than the 
general offer it makes subsequently. The shareholders dealing with the bidder prior to the 
bid would feel under pressure to accept if they knew or suspected that the subsequent 
general offer would be lower, while the shareholders faced with the general offer might find 

http://www.thetakeoverappealboard.org.uk/statements.html
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 291 One issue is how easy it will be to determine whether the bidder is buying shares in the target prior to making 
a bid, particularly where the bidder is acting via a nominee. Of course, there is an obligation on shareholders to 
declare their interest in shares which is triggered when a shareholder holds 3 per cent of the total voting rights in 
the company, and at every 1 per cent thereafter (FCA Handbook, DTR 5.1.2 discussed at 11.3.2.3). These provi-
sions are intended to make the interests of shareholders transparent even where the bidder is acting via a nominee. 
In addition, Companies Act 2006, s 793 provides that a public company (whether its shares are traded on a public 
market or not) may serve notice on a person whom it knows, or has reasonable cause to believe, to have been inter-
ested in the voting shares of the company at any time in the preceding three years.
 292 The Panel can exercise its discretion to trigger this requirement even where the 10% threshold has not been 
reached, if the equality principle requires this: r 11.1(c). The Panel has indicated that an appropriate case might be 
where the vendors are the directors of the target: Note 4 to r 11.
 293 Takeover Code, r 11.1.
 294 Ibid, r 11.2. This offers weaker protection than r 11.1 since it is only triggered if the prior acquisitions occurred 
in the three months before the bid; r 11.1 includes prior acquisitions in the 12 months before the bid.
 295 Ibid, r 9.1.
 296 Ibid, r 9.1. When a group of persons act in concert to acquire control of a company, r 9.2 imposes an obliga-
tion to make a general offer on the person who takes the group’s shareholding over the threshold, and also on the 
‘principal members’ of the group, if the triggering acquirer is not such a member. If, when the group decide to act, 
they already hold 30% of the voting shares, then the mandatory bid rule is not triggered when the group make their 
agreement, but any subsequent acquisition of shares by any of them will trigger the requirement (r 9.1 n 1). This 
includes institutional investors who come together to exercise their rights as shareholders, although no mandatory 
bid will be triggered if the shareholders are not seeking ‘board control’. Even if the shareholder coalition is seeking 
to change the whole of the board it will not be regarded as seeking ‘board control’ if there is no relationship between 
the institutional shareholders and the proposed new directors (see r 9.1 n 2).
 297 There may be occasions when the mandatory bid is only triggered by the second limb, such as where the Panel 
waived the mandatory bid when the 30% level was passed, or where a concert party reached agreement at a time 
when they already held 30% of the shares between them.

that the bidder already has de facto control of the target.291 Consequently, the Takeover 
Code regulates this scenario, providing that in some circumstances purchases made by 
the bidder prior to the offer will impact on the required level of consideration offered  
by the bidder in the general offer. However, limits are set on this principle. It is not all prior 
purchases by the bidder that will per se have this effect, only those where the bidder, and 
any persons acting in concert with it, have acquired for cash shares in the target which 
carry at least 10 per cent of the voting rights in the 12 months prior to the offer.292 In these 
circumstances the subsequent offer must be in cash or be accompanied by a cash alterna-
tive at the highest level paid outside the offer.293 Where the initial offer is of securities, 
the bidder must also offer the same number of securities to the target shareholder in the 
general offer,294 although generally it will be the cash alternative that will be most attractive 
to the target shareholders.

Perhaps the strongest expression of the equality principle at work in the Takeover Code is 
the mandatory bid rule.295 The essence of this rule is that, once a person, together with anyone 
with whom he is acting in concert, acquires 30 per cent of the shares carrying voting rights,  
or holds between 30 and 50 per cent and acquires additional shares carrying voting  
rights, then a mandatory bid is required.296 In other words, the mandatory bid rule is trig-
gered when control of a company is secured, assumed for these purposes to occur when 
30 per cent of the voting shares are secured, or when control is consolidated by further 
acquisitions above the 30 per cent level. In general, it is the first of these limbs that is most 
important. After all, in most cases the second limb will not be reached unless the 30 per cent 
threshold has been passed.297 Once the mandatory bid is triggered, that person must extend 
offers to the holders of any class of equity share capital (voting or non-voting) and also to 
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 298 Takeover Code, r 9.1. The Panel may exercise its discretion to waive the requirement of a mandatory bid in 
some circumstances, either entirely, or subject to the agreement of the majority of the target shareholders. This will 
generally occur where the 30% threshold is breached inadvertently (and the error rectified quickly) or where the 
acquisition of 30% does not confer control (eg, where another shareholder holds 50% of the shares). One scenario 
in which the Panel will generally waive the requirement is where the actions of the company (eg, redeeming or 
repurchasing its shares) take a shareholder over the 30% boundary without having acted itself. In these circum-
stances the Panel will normally waive the bid obligation provided it is consulted in advance, the independent 
shareholders of the target agree and the procedure set out in Appendix 1 to the Takeover Code is followed: r 37.
 299 Ibid, r 9.5. The Panel can agree to an adjusted price.
 300 Ibid, r 9.3.
 301 The starting point in the Takeover Code is that partial offers will not be allowed: r 36. The Panel will usually 
consent to partial offers which would result in the offeror holding less than 30% of the voting rights in the target 
company: r 36.1. Consent will not normally be given if the offer could result in the offeror being interested in shares 
carrying 30% or more of the voting rights in the target company: r 36.1, but see rr 36.2–36.8 which deal with partial 
offers where the offeror could obtain more than 30% (in which case the partial offer is dependent, inter alia, on the 
bidder obtaining shareholder approval from 50% of the target shareholders: r 36.5).
 302 For discussion see E-P Schuster, ‘The Mandatory Bid Rule: Efficient, After All?’ (2013) 76 Modern Law Review 
529.
 303 Professor Bebchuk has argued that this rule falls short of attaining undistorted choice: ‘Under the rule, a 
buyer will succeed in gaining control whenever it is willing to pay a per-share acquisition price that exceeds the 
independent target’s value in the view of a sufficiently large plurality of the shareholders. According to the undis-
torted choice objective, however, the buyer should gain control only if such a view is held by a majority of the 
 shareholders’: LA Bebchuk, ‘Toward an Undistorted Choice and Equal Treatment in Corporate Takeovers’ (1985) 
98 Harvard Law Review 1693, 1801.
 304 See eg M Habersack, ‘Non-frustration Rule and Mandatory Bid Rule—Cornerstones of European Takeover 
Law?’ (2018) European Company and Financial Law Review 1. For further discussion of the value of the mandatory 
bid rule see eg Jesper Lau Hansen, ‘The Mandatory Bid Rule: Unnecessary, Unjustifiable and Inefficient’ University 
of Copenhagen Faculty of Law Research Paper No 2018-54.
 305 Takeover Code, r 31.1.
 306 Ibid, r 32.1.

the holders of any other class of transferable securities carrying voting rights.298 The offer 
must be a cash offer, or with a cash alternative, and at the highest price paid by the offeror 
or a member of the concert party within the 12 months prior to the commencement of the 
offer.299 The mandatory bid must not contain any conditions other than that it is depend-
ent on acceptances resulting in the bidder holding 50 per cent of the voting rights.300 The 
mandatory bid rule is also bolstered by a general antipathy towards partial offers, since 
allowing bidders to launch partial bids without restriction would quickly allow the manda-
tory bid rule to be undermined.301

The mandatory bid rule can be regarded as having an impact on the issue of undis-
torted shareholder choice.302 Without this rule it may be that a shareholder would be more 
inclined to accept the offer, fearing that once the bidder has control it will be stuck in the 
target company and the value of its shares may have declined since the bidder will have no 
obligation to make a general offer at that point.303 Another possible aim of the mandatory 
bid rule, however, is the protection of minority shareholders, discussed below at 14.3.4.2. 
However, this rule is controversial with some commentators suggesting that it should be 
amended, for example by making it merely a default rule.304

There are other aspects of the Takeover Code that are intended to promote undistorted 
choice. These include the need for the target shareholders to have adequate information 
upon which to base a decision, and the requirement that they should have enough time to 
reach a decision. An initial offer must be open for acceptance for at least 21 days,305 and 
revised offers for 14 days.306 These rules reflect General Principle 2 of the Code, which 
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 307 LA Bebchuk, ‘Toward an Undistorted Choice and Equal Treatment in Corporate Takeovers’ (1985) 98 Harvard 
Law Review 1693; LA Bebchuk, ‘The Pressure to Tender: An Analysis and a Proposed Remedy’ (1987) 12 Delaware 
Journal of Corporate Law 911, 922–31.
 308 This provision can also cause difficulties, as it could encourage shareholders to adopt a ‘wait and see’ approach. 
A shareholder who would like the bid to proceed might decide not to tender in the ‘first round’. If the bid is going 
to succeed regardless of their decision, then their tender decision will not matter, since shareholders who tender 
in the ‘first round’ and those who will tender in the ‘second round’ will be treated equally. If the bid is going to 
fail regardless of their decision, the shareholder will be somewhat better off holding out: since the Takeover Code 
requires failing bidders to return all tendered shares, tendering would lead only to unnecessary transaction costs. 
The outcome of bids might consequently be distorted against bidders: a bid might well fail even if a majority of the 
shareholders would prefer that it succeed: LA Bebchuk, ‘Toward an Undistorted Choice and Equal Treatment in 
Corporate Takeovers’ (1985) 98 Harvard Law Review 1693, 1797–98.
 309 Takeover Directive 2004/25/EC, art 3(1)(a) provides that ‘all holders of the securities of an offeree company 
of the same class must be afforded equivalent treatment; moreover, if a person acquires control of a company, the 
other holders of securities must be protected’ (repeated verbatim at Takeover Code, GP 1).
 310 For a discussion of the pressure that can be put on US shareholders see eg LA Bebchuk, ‘Pressure to Tender: 
An Analysis and a Proposed Remedy’ (1987) 12 Delaware Journal of Corporate Law 911.

provides that the holders of the securities of an offeree company must have sufficient 
time and information to enable them to reach a properly informed decision on the bid. 
This provision is intended to prevent the bidder putting undue pressure on the target 
shareholders by keeping offers open for a very short period, which would not give share-
holders time to properly assess the merits of the bid. It has been pointed out that, from 
an individual shareholder’s perspective, there are three outcomes of an offer: the offer is 
rejected, the offer is accepted by the majority of shareholders, including the individual, 
and the offer is accepted by the majority, not including the individual.307 The shareholder 
may prefer the first outcome, but be so nervous about the possibility of the third outcome 
that they feel pressured to accept the offer. Keeping the offer open for this further period 
avoids this pressure to accept.308

In summary, therefore, undistorted choice is a crucial aspect of UK takeover regulation. 
In a jurisdiction such as the UK, where the target board have effectively been sidelined, and 
yet the shareholders are dispersed and therefore face significant coordination problems, 
these rules are key. Takeover regulation therefore needs to counteract this problem. This 
section has examined a number of the measures which seek to deal with this situation. As 
a result of the Takeover Directive, many of these provisions are now common throughout 
Europe.309 By contrast, the position in the US gives the target directors a significant role in 
determining the outcome of the takeover decision and, therefore, provides the potential for 
the directors to protect the target shareholders from opportunistic behaviour on the part of 
the bidder. Accordingly, the need for specific regulation to protect the target shareholders 
from exploitation by the bidder is less obvious, and in practice fewer protections are put in 
place to deal with this issue. Two-tier offers are allowed in the US, for example.310

14.3.4.2. Protection of Minority Shareholders

The provisions described in 14.3.4.1 can be regarded as playing an important role in ensur-
ing that the shareholders’ decision in determining whether to accept the tender offer is as 
undistorted as possible. These measures are also sometimes said to be valuable as a form 
of minority shareholder protection. The sell-out rule, which allows the last 10 per cent of 
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 311 Companies Act 2006, ss 983–85, discussed at 14.3.1.4.
 312 According to the Winter Group, one of the reasons for putting a sell-out remedy in place is prevention of abuse 
for minority shareholders, ie the same reasoning as the mandatory bid rule (the other reasons being the promotion 
of undistorted choice and protection against an illiquid market for the company’s shares): Report of the High Level 
Group of Experts on Issues Related to Takeover Bids, Brussels, January 2002, 63. However, all three of these reasons 
have been doubted by Professor Davies, who suggests that the more likely explanation for the sell-out right is that 
it is regarded as a fair counterpart to the squeeze-out rule: P Davies, ‘The Notion of Equality in European Takeover 
Regulation’ in J Payne (ed), Takeovers in English and German Law (Oxford, Hart Publishing, 2002) 21.
 313 LA Bebchuk, ‘Toward an Undistorted Choice and Equal Treatment in Corporate Takeovers’ (1985) 98 Harvard 
Law Review 1693, 1707.
 314 Eg, Mutual Life Insurance Co of New York v Rank Organisation Ltd [1985] BCLC 11, discussed at 4.2.2.2.
 315 The exception might be where the bidder has a history of acting oppressively towards the minority of target 
shareholders.

shareholders to exit the company at a fair price in some circumstances,311 can be viewed in 
this light, as can the mandatory bid rule.312

The need to provide minority shareholders with protection in this scenario requires 
some thought. Equal treatment of shareholders for its own sake, perhaps based on ‘widely 
held notions of fairness’,313 does not per se justify these rules. Company law in the UK 
does not seek to treat shareholders equally,314 and it accepts that in general a controlling 
stake in a company is worth more than a non-controlling stake, which runs contrary to 
the pro rata sharing of consideration which lies at the heart of the concept of equal treat-
ment of shareholders in a takeover. Of course, this disjunction is not readily apparent in 
most UK companies involved in a takeover, since dispersed share ownership will be the 
norm in this scenario. Nevertheless, the pursuit of equality amongst shareholders for its 
own sake is not a goal found elsewhere in company law. An analysis of the substantive 
justifications for the concept of equality is required. To the extent that equal treatment 
of shareholders contributes to undistorted choice, this issue has been dealt with above  
at 14.3.4.1.

Two arguments can be made in favour of providing minority shareholders with this 
additional protection in a bid situation. The first is that the bidder, once successful and in 
control of the target, may engage in oppressive acts towards the minority, and the minority 
will need protection from that potential oppression. The second is that shareholders should 
be entitled to a right of exit when a change of control occurs following a takeover.

14.3.4.2.1. Prevention of Oppression

It is sometimes suggested that the mandatory bid rule is needed in order to prevent oppres-
sion of the minority by the bidder. Two arguments may be advanced to cast doubt on 
this view. First, the effect of these rules is to give the minority shareholders a remedy on 
the basis that they may suffer oppression in the future, not on the basis that they have 
indeed suffered oppression at the hands of the new controller. However, the mere fact 
that a company has a new controller does not usually lead to a prediction that the new 
controller will behave oppressively, and it is not clear why a different approach should be 
followed in the context of a takeover.315 In general, remedies in company law are provided 
to minority shareholders on the basis that they have suffered actual abuse, and a remedy is 
likely to be denied to a minority shareholder who relies on merely the potential for abuse 
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to occur in the future.316 It is not clear why the position should be so markedly different in 
relation to takeovers.

Second, company law already provides remedies for minority shareholders faced with 
actual abuse. One justification for the mandatory bid rule is that the remedies provided 
generally by company law are inadequate to protect the minority shareholders following a 
change of control in a takeover situation, and that takeover regulation needs to step in in 
order to bridge the gap. The primary remedy available to shareholders provided by company 
law is found in section 994 of the Companies Act 2006. This provision allows minority 
shareholders to petition the court in the event of unfairly prejudicial conduct, the usual 
remedy being that, if unfairly prejudicial conduct has occurred, the court will order the buy-
out of the petitioner’s shares.317 The unfairness contemplated by section 994 ‘may consist in 
a breach of the rules or in using the rules in a manner which equity would regard as contrary 
to good faith’.318

In other words, a section 994 petition can be based on an infringement of the petitioner’s 
legal rights, such as a breach of the articles, or on the unfair use of power which abuses the 
enjoyment of legal rights. Section 994 petitions generally involve small, quasi-partnership 
companies where the abuse falls into the second category, a typical fact pattern being that 
the majority are seeking to remove the minority shareholder from their position as direc-
tor and, while the appropriate procedure has been followed,319 the removal is said to be in 
breach of some informal agreement that the minority shareholder remain a director.

In the context of large, publicly traded companies, which is the usual scenario in which 
takeovers occur, successful petitions are extremely rare. Indeed, the view of the courts is 
generally that allowing unfair prejudice petitions in such companies is a ‘recipe for chaos’.320 
There are good reasons for this view. If legal rights are infringed, then a section 994 petition 
in the publicly traded company context is certainly possible. The sort of oppression that 
seems to be contemplated following a takeover, however, such as changes to the company’s 
business strategy, seem unlikely to involve such an infringement. This leaves the second 
category of unfairness. The sorts of informal arrangements that can give rise to a successful 
section 994 action in small private companies321 are unlikely to arise in the public company 
context, however, and, indeed, arguably should have no place in this context: ‘If the market 
in a company’s shares is to have any credibility members of the public dealing in that 
market must it seems to me be entitled to proceed on the footing that the constitution of the 
company is as it appears in the company’s public documents, unaffected by any extraneous 
equitable considerations and constraints.’322 Of course, it is possible for unfair prejudice to 

 316 See eg Re Astec (BSR) plc [1998] 2 BCLC 556 (involving an unfair prejudice petition under s 459 Companies 
Act 1985, now restated as s 994 Companies Act 2006) where the perceived premature nature of the petition was a 
contributory factor in the dismissal of the petition.
 317 Companies Act 2006, s 996 provides the court with a very wide discretion as to the remedy that it can award. 
Buy out of the petitioner’s shares is by no means the only possibility, although it is the most common. See eg 
Thomas v Dawson [2015] EWCA 706 for an example.
 318 O’Neill v Phillips [1999] 1 WLR 1092, 1099 per Lord Hoffmann.
 319 Ie, an ordinary resolution has been passed: Companies Act 2006, s 168.
 320 Re Astec (BSR) plc [1998] 2 BCLC 556, 589 per Jonathan Parker J.
 321 See eg O’Neill v Phillips [1999] 1 WLR 1092, albeit that the petition was unsuccessful in that case.
 322 Re Astec (BSR) plc [1998] 2 BCLC 556, 589 per Jonathan Parker J. Similar sentiments are expressed by Vinelott 
J in Re Blue Arrow plc [1987] BCLC 585.
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be felt by all members of a company,323 so that ‘universal expectations’324 can form the basis 
for a petition. However, it can be difficult for judges to determine whether unfair prejudice 
has occurred in the absence of a clear guideline, such as an informal arrangement between 
the shareholders, and to date they have been reluctant to do so in the context of publicly 
traded companies.325

The other reason for the rarity of unfair prejudice petitions in the context of publicly 
traded companies is the existence of an active market for the company’s shares, which 
provides unhappy shareholders with immediate access to the remedy that is most often 
awarded following a successful petition, namely a buy-out of the petitioner’s shares at a fair 
price. In a publicly traded company the fair price will generally be the market price of the 
shares.

14.3.4.2.2. An Exit Right

The second argument in favour of the mandatory bid rule is based on the idea that share-
holders should be entitled to a right of exit when a change of control occurs following 
a takeover. This argument is based not on the view that the new controllers will behave 
oppressively or illegally, or that they have the potential to do so, but rather on the idea that 
the position of shareholders in a company depends to a significant extent on the identity of 
the controllers of a company. Even if the new controllers are not per se oppressive towards 
the minority, nevertheless the change of control has the potential to affect the minority 
shareholders adversely. For example, the new controller may implement a new, and less 
successful, business strategy. This argument is made more strongly in relation to equity 
shareholders, whose return from the company is more closely associated with the decisions 
taken by the controllers of the company, than non-equity shareholders. Take the situation 
where the successful bidder is part of a group of companies so that the previously independ-
ent target now also becomes part of the group. Decisions may be taken at group level which 
impact negatively on the target company, and its minority shareholders.

These rules, however, provide not only an exit for shareholders (after all shareholders 
in a publicly traded company can always sell their shares in the market), they provide an 
exit for the shareholders at the bid price. In the UK, therefore, the Takeover Code provides 
minority shareholders with a right to exit on the same terms as all other shareholders in the 
bid. This is potentially controversial for two reasons. First, in other areas of company law 
it is accepted that the holders of a majority stake in a company should obtain a premium 
on the sale of their shares, since they are selling control of the company.326 No such control 
premium exists in a takeover situation. All the shareholders receive exactly the same 
payment in the offer. In a system of dispersed share ownership, such as that observable in 
UK publicly traded companies, this is not particularly significant, but where shareholdings 
are concentrated this aspect of the mandatory bid rule is more difficult to justify. Where 
there is an existing controlling shareholder in the company the existence of the mandatory 

 323 Companies Act 2006, s 994(1).
 324 See E Boros, Minority Shareholders’ Remedies (Oxford, Clarendon Press, 1995) 137.
 325 See J Payne, ‘Section 459 and Public Companies’ (1999) 115 Law Quarterly Review 368.
 326 Short v Treasury Commissioners [1948] AC 534.
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bid rule makes it less likely that they will sell to the bidder since the existing controlling 
shareholder may be deprived of the premium for their control rights.327 Second, requir-
ing the bidder to offer for the whole share capital of the company and requiring the bidder 
to pay the same price for all the shares, including those bought after control is obtained, 
and even for the ‘rump’ 10 per cent under the squeeze-out and sell-out rules, means that 
takeover offers are more expensive than they would otherwise be, if bidders were free to 
make bargains with individual shareholders free from the constraints of takeover regula-
tion. Making bids more expensive is likely to reduce the number of bids made overall.328 
If the facilitation of takeovers is desirable (for corporate governance reasons, for example), 
then this is potentially problematic.

Changes of control in a company can occur in a number of ways, and other events 
that trigger a change of control could result in changes of policy, such as a change in the 
company’s business activities, and could also have a detrimental effect on the minority 
shareholders.329 If the argument that minority shareholders need an enhanced exit right is a 
good one, then it might be expected that minority shareholders would have such a right on 
any change of control, however it comes about. This does not occur in practice.330

There is one difference in the way that takeovers operate in the UK, as compared to the 
other scenarios outlined, that might justify the different treatment of this particular form 
of change of control. This is that takeovers can create a controlling shareholder where none 
existed before. Typically, in UK publicly traded companies shareholdings are dispersed, and 
there is no single shareholder with control of the company.331 As a result of a successful 
takeover, however, the bidder acquires control of the company. This may be compared to 
the situation in which there is an existing controlling shareholder in the target which sells its 
shares to the bidder,332 in which case the minority was subject to a controlling shareholder 
even before the successful takeover. It will still be possible for the minority shareholders to 
sell their shares on the open market, however, unless the majority has delisted the shares or 
taken the company private in the interim. Whether or not this can justify the imposition of 

 327 In jurisdictions dominated by controlling blockholders, such as exist on the Continent (see eg M Becht and 
A Röell, ‘Blockholding in Europe: An International Comparison’ (1999) 43 European Economic Review 1049), it 
is common to see the mandatory bid rule being designed in a way that avoids these difficulties, in order to allow 
the controlling blockholder to retain some control premium. See P Davies, ‘The Notion of Equality in European 
Takeover Regulation’ in J Payne (ed), Takeovers in English and German Law (Oxford, Hart Publishing, 2002) 27–28.
 328 FH Easterbrook and DR Fischel, ‘The Proper Role of a Target’s Management in Responding to a Tender Offer’ 
(1981) 94 Harvard Law Review 1161, 1174–80; LA Bebchuk, ‘Toward an Undistorted Choice and Equal Treatment 
in Corporate Takeovers (1985) 98 Harvard Law Review 1693, 1740–42.
 329 See chapter 15 for a discussion of how a change of control can be effected via a scheme of arrangement, and 
what minority protection is put in place in that instance (and see 15.3.1 for a discussion of the differences between 
using a scheme and an offer to effect a takeover). See also J Payne, ‘Schemes of Arrangement, Takeovers and Minor-
ity Shareholder Protection’ (2011) 11 Journal of Corporate Law Studies 67.
 330 It is also the case that even without a change of control the existing controllers might implement measures, 
such as deciding to embark upon a new and less successful business strategy, which can adversely affect the minor-
ity shareholders. However, no special rules are put in place to deal with issue. This is left to company law measures 
such as directors’ duties, and rules requiring additional shareholder protection for certain transactions (eg particu-
larly large transactions: see FCA Handbook, LR 10, discussed at 11.3.2.1).
 331 A number of institutional shareholders may, between them, have control of the company: J Franks and C Mayer, 
‘Governance as a Source of Managerial Discipline’ (2002), www.nbb.be/doc/ts/publications/wp/wp31en.pdf.
 332 Ie, the typical UK scenario involves an acquisition of control by the bidder and not just a transfer of control:  
P Davies, ‘The Notion of Equality in European Takeover Regulation’ in J Payne (ed), Takeovers in English and 
German Law (Oxford, Hart Publishing, 2002) 25.

http://www.nbb.be/doc/ts/publications/wp/wp31en.pdf
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the mandatory bid rule, with its attendant costs, it remains a fact that mandatory bid rules 
are now quite widespread outside the US.333

14.3.5.  Relationship between the Bidder Directors and Bidder  
Shareholders

In contrast to the relationship between the target directors and the target shareholders, the 
relationship between the bidder directors and bidder shareholders is largely unregulated 
by takeover rules. Rule 23 of the Takeover Code requires the bidder to provide its own 
shareholders with information about the bid and rule 3.2 requires the board of the bidder to  
obtain independent legal advice on an offer, and to make that advice known to the bidder 
shareholders where that offer is a reverse takeover or when the directors are faced with a 
conflict of interest. Otherwise this relationship is left to general company law and securities 
regulations.334 The Code Committee of the Takeover Panel raised the position of the bidder 
shareholders as a topic for discussion in 2010,335 but concluded that no change to takeover 
regulation was required in this regard.336

This lack of takeover regulation may seem surprising when it is considered that the 
empirical evidence suggests that, while takeovers are generally wealth enhancing for the 
target shareholders, the position of the bidder shareholders post-takeover is at best equiv-
ocal, with a number of studies suggesting that the bidder shareholders lose out in some 
scenarios.337 There are a number of reasons why this might be the case. The takeover might 
be carried out for reasons other than maximising the wealth of the bidder, for example 
because of managerial self-interest, or the bidder directors may have overpaid for the target 
company, or the financial structure of the bid may be deleterious to the bidder shareholders, 
such as where the bidder ends up highly leveraged as a result of significant debt taken on to 
fund the acquisition, or it may even be that takeover regulation itself, so keen to protect the 

 333 R Kraakman et al, The Anatomy of Corporate Law, 3rd edn (Oxford, Oxford University Press, 2017) 8.3.4. For 
discussion see K Hopt, ‘European Takeover Reform of 2012/2013—Time to Examine the Mandatory Bid’ (2014) 
15(2) European Business Organization Law Review 143; M Habersack, ‘Non-frustration Rule and Mandatory Bid 
Rule—Cornerstones of European Takeover Law?’ (2018) European Company and Financial Law Review 1.
 334 This means that if the transaction is particularly large it may be necessary for the bidder directors to obtain 
shareholder consent for the transaction: see FCA Handbook, LR 10.
 335 Review of Certain Aspects of the Regulation of Takeover Bids, PCP 2010/2, section 7. In particular this docu-
ment considered the suggestion that some protections similar to those afforded by the Takeover Code to target 
company shareholders should be afforded to shareholders in a bidder company. As part of this consultation, the 
Code Committee surveyed 16 overseas jurisdictions and found little or no evidence in those jurisdictions of equiv-
alent levels of protection for bidder and target shareholders.
 336 Code Committee of the Takeover Panel, Review of Certain Aspects of the Regulation of Takeover Bids, 2010/22, 7–9.
 337 Eg, K Fuller, J Netter and M Stegemoller, ‘What Do Returns to Acquiring Firms Tell Us? Evidence from 
Firms That Make Many Acquisitions’ (2002) 57 Journal of Finance 1763, suggesting that in the US bidder share-
holders gain when buying a closely held company, but lose when purchasing a public company. One major UK 
study which looked at all successful UK domestic takeovers with a bid value of over £10 million for the period  
1984–92 showed that the post-takeover performance of UK companies undertaking large domestic acquisitions 
is, on average, negative in the long term, irrespective of the benchmark used: A Gregory, ‘An Examination of the 
Long Run Performance of UK Acquiring Firms’ (1997) 24 Journal of Business Finance and Accounting 971. See also  
M Martynova and L Renneboog, ‘Mergers and Acquisitions in Europe’ (2006), www.ssrn.com/abstract_id=880379). 
For a discussion of these points see A Kouloridas, The Law and Economics of Takeovers: An Acquirer’s Perspective 
(Oxford, Hart Publishing, 2008) ch 1.

http://www.ssrn.com/abstract_id=880379
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target shareholders, introduces rules that secure benefits for the target shareholders at the 
expense of the bidder shareholders.

Despite these potential risks faced by the bidder shareholders, however, this transaction 
is regarded as an ordinary corporate transaction from the bidder’s point of view, with none 
of the added potential for abuse by directors of the target company towards their sharehold-
ers (resulting from the potential loss of jobs for the directors). As a result there is felt to be 
no justification for overturning the usual board–shareholder relationship which is put in 
place by general company law principles to deal with this situation.338

14.4. Conclusion

The UK takeover model is dominated by the regulatory choices made in relation to two 
key issues: who should take the decision whether to accept the takeover, and how much 
regulation should be put in place to deal with the bidder’s relationship with the target share-
holders. The choices made in the UK in relation to both of these issues are resoundingly 
shareholder-focused. Accordingly, once a bid is imminent the target directors are sidelined 
and takeover regulation operates as a significant constraint on their ability to frustrate the 
bid. Although takeover regulation does not operate in the period before the bid is immi-
nent, a combination of general company law, securities law and the influence and role of 
institutional shareholders in the UK means that in practice pre-bid defensive measures are 
very uncommon in the UK. In the bid itself, takeover regulation operates to require that the 
bidder treats all target shareholders equally, even though this equality is likely to come at a 
significant cost in terms of the number of takeover offers made. The shareholder focus of 
the UK regime also has implications for the other stakeholders in the target company. As 
discussed at 14.3.3 above, there is relatively little attention given to these groups within the 
UK takeover regime.

The decisions adopted by the UK in relation to these issues can be compared with those 
of other regimes, such as Delaware, where the use of poison pills is commonplace, and 
directors are effectively given the power to frustrate a bid. This model, in which the decision 
on the outcome of the bid is shared between the target directors and shareholders, stands in 
sharp contrast to the shareholder-centric approach of the UK takeover regime.

 338 For a discussion of the position of the bidder shareholders, including some suggestions as to ways in which 
the position of bidder shareholders could and should be better protected in a takeover, see Kouloridas, The Law 
and Economics of Takeovers, ibid. Research suggests that there could be some benefits by including a requirement 
for shareholder consent at the bidder company: M Becht, A Polo, S Rossie, ‘Does Mandatory Shareholder Voting 
Prevent Bad Acquisitions?’ (2016) 29 Review of Financial Studies 3035.



 1 For the definition of ‘company’ for these purposes see Companies Act 2006, s 895(2).
 2 Ibid, s 895(1).
 3 See 15.2.3.1 (although see the discussion in 15.3.4.1 as to how twinning a scheme with administration can 
achieve a form of de facto cramdown of a whole class in some circumstances). This is in contrast to other juris-
dictions which allow cramdowns of whole classes of creditors in some debt restructuring mechanisms: see eg  
Chapter 11 of the US Bankruptcy Code 1978. For discussion see J Payne, ‘Debt Restructuring in English Law: 
Lessons from the US and the Need for Reform’ (2014) 130 Law Quarterly Review 282. The Government is propos-
ing the introduction of a new form of restructuring mechanism into English law, a restructuring plan, which is 
very similar to a scheme of arrangement, but which does include a cross class cramdown: BEIS, Insolvency and 
Corporate Governance: Government Response, 26 August 2018, discussed at 15.3.4.1.2.

15
Schemes of Arrangement

15.1. Introduction

Schemes of arrangement are a valuable tool for manipulating a company’s capital. A scheme 
of arrangement involves a compromise or arrangement between a company1 and its credi-
tors or its members.2 They can be used in a wide variety of ways. Nothing in the Companies 
Act 2006 prescribes the subject matter of a scheme. In theory a scheme can be a compromise 
or arrangement between a company and its creditors or members about anything they can 
properly agree amongst themselves. A company can therefore use a scheme to effect almost 
any kind of internal reorganisation, merger or demerger, as long as the necessary approvals 
have been obtained.

Schemes can offer a number of benefits to companies. In addition to their flexibility, 
which allows them to be tailored to a company’s financing needs, they also provide a meas-
ure of finality and certainty: once the scheme is approved by members and creditors, and 
sanctioned by the court, it will be set aside only in very limited circumstances. A further, 
important, benefit is that schemes facilitate the majority imposing its views on the minority, 
and schemes can therefore be implemented despite dissenting members and creditors. This 
can be particularly valuable in the context of creditors, since, in general, creditors’ rights 
cannot be varied without their consent, thus potentially allowing a single dissenting credi-
tor to block a reorganisation or other arrangement between the company and its creditors. 
Creditors and members meet in classes to vote on whether to approve the scheme, however, 
and it is only the majority within a class that can impose its views on the minority of that 
class. A broader form of ‘cramdown’ of a whole class, whereby the scheme is implemented 
despite the opposition of a whole class of member or creditors, is not possible using a scheme 
alone.3 The fact that a scheme can be imposed on dissenting members and creditors neces-
sitates some minority protection, and this is provided via a requirement that members and 
creditors meet in classes to vote on the scheme, and the involvement of the court at both the 
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 4 For discussion of the role of the court see J Payne, ‘The Role of the Court in Debt Restructuring’ (2018)  
CLJ 124.
 5 See 15.3.1 and 15.3.4.1.
 6 Companies Act 2006, s 895(1).
 7 Ibid, ss 899(1) and (4).
 8 [2001] EWCA Civ 241 [12].
 9 Companies Act 2006, s 896(1). The application can be made by the company, by any member or creditor, or, if 
the company is being wound up or is in administration, by the liquidator or administrator: s 896(2).

class meeting stage and then in determining whether to sanction the scheme.4 These proce-
dural requirements add complexity, time and cost to implementing a scheme. Despite these 
disadvantages, however, schemes are common, particularly when utilised as an alternative 
to a takeover offer, and in order to reorganise the debts of financially distressed companies.5

In 15.2 the steps required to implement a scheme of arrangement are examined, includ-
ing the division of the members and creditors into classes, and the role of the court is 
discussed. In 15.3 some of the most common uses of schemes are considered.

15.2. The Mechanics of a Scheme of Arrangement

There are three main steps involved in implementing a scheme of arrangement. First, a 
compromise or arrangement is proposed between the company and its members or 
 creditors.6 A scheme will generally be proposed by the board on behalf of the company. 
An application must then be made to court under section 896 of the Companies Act 2006 
for an order that a meeting, or meetings, be summoned. Second, meetings of the members 
or creditors are held to seek approval of the scheme by the appropriate majorities. Third, 
the scheme must be sanctioned by the court, and the order sanctioning the scheme is then 
delivered to the Registrar of Companies.7 As Chadwick LJ said in Re Hawk Insurance Co Ltd:

It can be seen that each of those stages serves a distinct purpose. At the first stage the court directs 
how the meeting or meetings are to be summoned. It is concerned, at that stage, to ensure that 
those who are to be affected by the compromise or arrangement proposed have a proper oppor-
tunity of being present (in person or by proxy) at the meeting or meetings at which the proposals 
are to be considered and voted upon. The second stage ensures that the proposals are acceptable 
to at least a majority in number, representing three-fourths in value, of those who take the oppor-
tunity of being present (in person or by proxy) at the meeting or meetings. At the third stage the 
court is concerned (i) to ensure that the meeting or meetings have been summoned and held in 
accordance with its previous order, (ii) to ensure that the proposals have been approved by the 
requisite majority of those present at the meeting or meetings and (iii) to ensure that the views 
and interests of those who have not approved the proposals at the meeting or meetings (either 
because they were not present or, being present, did not vote in favour of the proposals) receive 
impartial consideration.8

15.2.1. Application to the Court for Meetings to be Summoned

Once the proposed scheme has been formulated, an application must be made to the court 
by, or on behalf of, the company for the court to order meetings of the creditors or the 
members, or classes thereof, to be summoned.9 The court will also generally give directions 
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 10 Adequate notice is required, but what this means in practice will vary: Re Indah Kiat International Finance Co 
BV [2016] EWHC 246 (Ch). In general, ‘[t]he more complex or novel a scheme, and the less consultation that has 
taken place with creditors as a whole before the scheme is launched, the longer the notice should generally be … 
[unless] the scheme is being put forward as a matter of great urgency when the company is in real financial distress’ 
per Snowden J at [29].
 11 The right to vote by proxy is specified by Companies Act 2006, s 899(1).
 12 See eg Re T & N Ltd (No 2) [2005] EWHC 2870 (Ch).
 13 Re Telewest Communications plc [2004] EWHC 924 (Ch).
 14 The substantive issues regarding different classes of creditors and members are discussed at 15.2.2.
 15 Company Law Review Steering Group, Modern Company Law for a Competitive Economy: Completing the 
Structure (URN 00/1335, November 2000), 207. The Company Law Review also proposed other changes to the 
procedure at this stage (see Company Law Review Steering Group, Modern Company Law for a Competitive Econ-
omy: Final Report (URN 01/942, July 2001), paras 13.6–13.7) which have not been implemented. In particular, it 
was suggested that the court should have the discretion to sanction the scheme even if appropriate class meetings 
had not been held, provided the court felt that the composition of the meetings had not had a substantive effect on 
the outcome.
 16 [2001] EWCA Civ 241.
 17 Practice Statement (Ch D: Schemes of Arrangement with Creditors) [2002] 1 WLR 1345.
 18 Companies Act 2006, s 897. Where the scheme affects the rights of debenture holders the statement must 
give a similar explanation regarding the interests of any trustees for the debenture holders: s 897(3). The court 
will generally require that the notice of the class meetings convened under Part 26 of the Companies Act 2006 be 
advertised (see ss 897(1)(b), (4)). Breach of any of the obligations under s 897 is regarded as a criminal offence on 
the part of the company and any officer in default: ss 897(5)–(8).
 19 Rankin & Blackmore Ltd [1950] SC 218.

about procedural matters, such as the length of notice10 and the forms of proxy.11 The court 
has a wide discretion to order these meetings on such terms as it thinks fit.12 The court is 
not concerned with the merits or fairness of the scheme at this stage.13 Instead, one of the 
key issues for the court is deciding whether the members or creditors should be split into 
separate classes for the purpose of voting on the scheme.14

Until 2001, the court would offer no guidance to the company on the issue of class meet-
ings at this stage, and would consider the issue at the sanctioning stage, when the only option 
for the court, if the wrong class meetings had been held, would be to refuse to sanction the 
scheme. This practice was criticised in the Company Law Review,15 and by Chadwick LJ in 
Re Hawk Insurance Co Ltd.16 A Practice Statement was subsequently issued, designed to 
produce substantive consideration of classes of creditors at this stage.17 The onus is still on 
the applicant company to identify the correct classes, but it must now draw to the court’s 
attention any potential problems at the initial application. All relevant creditors should be 
notified of the scheme, unless there are very good reasons for not doing so. If creditors only 
object at the later sanctioning hearing, the court will expect them to show good reason why 
the issue was not raised at the earlier stage. The position in relation to classes of members 
is not dealt with in this Practice Statement, but the criticisms raised by the Company Law 
Review and by Chadwick LJ in Hawk Insurance apply equally to that situation, and there-
fore the principles set out in the Practice Statement should also apply to the composition of 
classes of members.

Any notice sent out summoning the meetings must be accompanied by a statement 
explaining the effect of the arrangement and, in particular, stating any material interests of 
the directors and the effect of those interests on the scheme.18 The court cannot waive the 
requirement for an explanatory statement: without this statement the court will reject the 
scheme for non-compliance with the statutory requirements.19 The purpose is to provide all 
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 20 Re Dorman Long & Co Ltd [1934] Ch 635, 657 per Maugham J. This point was reiterated by Snowden J in  
Re Van Gansewinkel Groep BV [2015] EWHC 2151 (Ch), where he expressed some concern as to the complete-
ness of the information supplied to creditors before the meetings at which they voted on the scheme, including, in 
particular, the availability of other possible rescue procedures in other jurisdictions and their predicted outcome 
for creditors. Ultimately, however, he was satisfied that the evidence supplied was sufficient in the absence of any 
formal challenge to the scheme in that case.
 21 Re Jessel Trust Ltd [1985] BCLC 119, 127 per Slade J. In that case the information was correct when sent, but 
altered subsequently. Slade J refused to sanction the scheme despite the fact that there were substantial majorities 
in favour and no one appeared in court to oppose the petition.
 22 Re Minster Assets plc [1985] BCLC 200.
 23 For example, where a scheme is proposed as an alternative to liquidation and all the known creditors are 
sophisticated institutions, the fact that the scheme documents do not spell out every instance in which the scheme 
differed from what would happen in a liquidation may not, of itself, prevent the scheme from being sanctioned:  
Re Telewest Communications plc [2004] EWHC 924 (Ch).
 24 See eg Re Indah Kiat International Finance Co BV [2016] EWHC 246 (Ch).
 25 The courts have been prepared to approve voting arrangements that allow the person with the economic inter-
est to dictate how their vote should be cast in a scheme, and split voting has been allowed for scheme purposes, 
acknowledging the fact that those asked to vote may be representing a number of underlying economic rights 
holders: see eg Re Equitable Life Assurance Society [2002] EWHC 140 (Ch).
 26 See eg Re MyTravel Group plc [2004] EWCA Civ 1734; Re Bluebrook Ltd [2009] EWHC 2114 (Ch).
 27 Sea Assets Ltd v PT Garuda Indonesia [2001] EWCA Civ 1696.

the information necessary to enable recipients to determine how to vote.20 In general, the 
courts have applied strict standards of disclosure to this circular.21 They have been prepared 
to apply a more relaxed standard, however, where it is felt that no reasonable recipient would 
have changed their decision on the scheme had the information been disclosed.22 The court 
is also prepared to take into account the level of sophistication of the recipients in determin-
ing whether the information provided is adequate.23

The court’s role at the convening hearing is not toothless as a protective device for 
minorities, with recent cases emphasising that the court is not bound to accept at face value 
assertions made by the company,24 but its protective role is relatively limited, with the focus 
being on the organisation of classes, and ensuring that creditors have adequate notice of 
the meetings and sufficient information to enable them to determine whether to attend and 
how to exercise their vote.

15.2.2. Meeting(s) of the Members or Creditors

15.2.2.1. Who Needs to Consider the Scheme?

It is only necessary for the proposed scheme to be considered and voted on by those groups 
affected by it. In both creditors’ schemes and members’ schemes it is the person who is the 
legal rather than the beneficial owner of the economic interest who will be party to the 
scheme. In the case of a members’ scheme, therefore, it will be the person on the regis-
ter of members, and, as regards rights attached to debt securities, the person who is the 
legal owner.25 A company is generally free to decide with whom it proposes any particular 
compromise or arrangement.26 This principle can be used to exclude from the scheme any 
members or creditors that the company wishes,27 and this is the case even where those 
excluded have the same or very similar rights against the company as those included within 
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 28 Re The Co-Operative Bank Plc [2017] EWHC 2112 (Ch). In this case there were a number of good commercial 
reasons why retail noteholders were not included in the creditor scheme, including that it might not be in the 
their interests to be issued with new equity in an unlisted company with no certainty of any return (which was 
the outcome for the noteholders included in the scheme), and that it was not possible for the company to offer the 
‘cash-out’ option offered to the retail noteholders to all noteholders, given its financial resources.
 29 [1904] 1 Ch 12.
 30 [2009] EWHC 2114 (Ch). See also 15.3.4.1.

the scheme, as long as the company has a rational commercial justification for the exclusion, 
other than simply a desire to arrange matters so as to achieve the required statutory majori-
ties of those who are included.28

In general, it is not necessary for the company to consult with, or obtain the approval 
of, any class of members or creditors whose rights are unaffected by the scheme. This may 
be the case where, for example, the rights or interests of the constituents are not compro-
mised or otherwise affected by the scheme. Some cases suggest that this may, alternatively, 
be the case where the constituents have no economic interest in the company. In Re Tea 
Corporation Ltd29 a scheme was proposed for the sale of assets of a hopelessly insolvent 
company. The court directed that meetings be held, consisting of the debenture holders, 
the unsecured creditors, the preference shareholders and the ordinary shareholders. The 
first three groups voted in favour of the scheme, but the fourth did not. The fact that the 
company was insolvent, and the assets of the company were insufficient to generate a return 
to the ordinary shareholders, meant that they had no economic interest in the company. 
Accordingly, it was held that the court could sanction the scheme despite their dissent.

The application of these principles was discussed in relation to junior creditors in Re 
Bluebrook Ltd.30 In this case a number of schemes of arrangement were put forward by 
the company, and agreed to by the statutory majority of the senior lenders. The schemes 
were not put to the mezzanine lenders, who were clearly subordinated to the senior lend-
ers. These schemes involved the senior lenders giving up some of their debt in exchange 
for equity, with the business of the group being transferred to a new corporate structure 
in order to achieve that reorganisation. The new group would be principally owned by the 
senior lenders. No new rights for the mezzanine lenders were included in the schemes. 
No assets were left in the old group in order to pay the mezzanine lenders. The mezzanine 
lenders were therefore effectively shut out.

The mezzanine lenders in Bluebrook objected to the schemes on the basis that they 
deprived them of something valuable. Crucially, the rights of the mezzanine lenders were 
left unchanged by the schemes, in the sense that they had the same claims against the same 
entities before and after the scheme: their rights were not being varied or discharged. There 
is no suggestion that a scheme can be effected without the consent of any affected class. 
The argument of the mezzanine lenders was, however, that the effect of the scheme, and in 
particular the transfer of assets to the new entity, left them out of the picture—that is, that 
the court should decline to sanction the scheme on the basis that it was unfair to them. This, 
then, was not a question of whether the mezzanine lenders should be able to vote on the 
scheme at the court-approved meetings stage, but rather a question for the exercise of the 
court’s discretion at the sanctioning stage. On any of the valuation measures looked at by 
the judge, it was assessed that the value of the assets was ‘significantly and demonstrably’ less 
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than the value of the senior debt. The judge took the view that the mezzanine lenders, and 
indeed any creditors subordinated below them, had no remaining economic interest in the 
group, and that it was, therefore, appropriate for the court to sanction these schemes, and 
effectively to shut out the mezzanine lenders, without their involvement or consent.

Consequently, it seems clear that where the rights of members or creditors are unaffected 
by the scheme, then those constituents are not required to vote on the scheme, and while 
they may object to the scheme at the sanctioning stage, the court will take account of whether 
those constituents have any remaining economic interest in the company when assessing 
that objection.31 The decision in Re Tea Corporation is best understood in this context. 
Where the rights of members or creditors are affected by the scheme then they need to be 
included within the scheme and given the opportunity to vote on it. If a whole class of the 
members or creditors votes against the scheme it is clear that the courts cannot sanction it.32  
Thus, schemes of arrangement do not allow a cross class cramdown to occur.33

A further issue that has arisen is whether members and creditors can forgo their rights 
to participate in class meetings and to vote on a scheme. In Re SABMiller Plc34 Snowden J 
stated that a member or creditor can voluntarily agree to waive or forgo the right to partici-
pate in the meeting to vote on a scheme of arrangement, in the same way as they can decide 
not to attend or vote. Where a member or creditor is not acting under compulsion, and is 
willing to give their consent voluntarily by agreeing to give an undertaking to be bound by 
the proposal, there is no confiscation of their property or rights, and no injustice to them if 
they are not summoned to a scheme meeting. Nor is there any injustice to other members 
or creditors if the consenting member or creditor simply agrees not to be included in the 
scheme meeting.

15.2.2.2. Separate Class Meetings: General

Once it has been determined which groups are interested in the scheme, and therefore 
whose consent is required, the next question is whether those groups should meet and vote 
to approve the scheme at a single meeting, or at separate meetings.

15.2.2.2.1. The General Test

The general test to determine whether members or creditors should meet as a whole or as 
separate classes is relatively easily stated, although it has proved difficult to apply in practice. 
The accepted test was set out by Bowen LJ in Sovereign Life Assurance Co v Dodd:

It seems plain that we must give such a meaning to the term ‘class’ as will prevent the section being 
so worked as to result in confiscation and injustice, and that it must be confined to those persons 
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whose rights are not so dissimilar as to make it impossible for them to consult together with a view 
to their common interest.35

A balancing act is required. A class with genuinely different rights requires the protection of 
a separate meeting, but if too many artificial distinctions are drawn then the scheme will be 
at the mercy of a veto by any one of the separate meetings that are held. The fewer meetings 
that are held, the more schemes will be approved, but this has potential consequences for 
the protection of minorities. In recent years, there has been a shift of emphasis in apply-
ing Bowen LJ’s test, away from overzealous distinctions which give minorities strong veto 
rights. As Nourse J has commented: ‘if one gets too picky about potential different classes, 
one could end up with virtually as many classes as there are members of a particular group.’36 
Clearly, the composition of class meetings should not be allowed to operate in a way that 
permits majority oppression either. The trend in recent cases has been for judges to avoid 
fracturing classes where possible.37

In Re Hawk Insurance Ltd38 Chadwick LJ refined the test set out in Sovereign Life. That 
test, he said, must be applied in the context of the question ‘with whom is the compromise 
or arrangement to be made?’:

In each case the answer to that question will depend upon analysis (i) of the rights which are to be 
released or varied under the scheme and (ii) the new rights (if any) which the scheme gives, by way 
of compromise or arrangement, to those whose rights are to be released or varied. It is in the light 
of that analysis that the test formulated by Bowen LJ in order to determine which creditors fall into 
a separate class—that is to say, that a class ‘must be confined to those persons whose rights are not 
so dissimilar as to make it impossible for them to consult together with a view to their common 
interest’—has to be applied.39

Although Hawk Insurance involved creditors, this statement applies equally to schemes 
involving shareholders. Rather than asking whether the rights of members and creditors 
are sufficiently different so as to form a class, the question following Hawk Insurance is 
whether they are sufficiently similar so as not to. Chadwick LJ’s judgment in Hawk Insurance 
therefore prompts a shift in emphasis. While those with genuinely dissimilar rights should 
be protected, unwarranted veto rights for minorities should be avoided. The approach 
suggested by Chadwick LJ has been criticised,40 but it has subsequently been applied by the 
courts.41
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15.2.2.2.2. Members’ and Creditors’ Rights

In determining whether separate class meetings should be held for members and creditors, 
the courts have focused on the rights of individuals, rather than their interests. The attitude 
of the courts on this issue has changed, and narrowed, over time.

Re Hellenic and General Trust Ltd42 concerned a scheme designed to effect a change of 
control of a company, as an alternative to a takeover. The court in that case regarded it as 
necessary to separate the ordinary shareholders into two classes. Templeman J held that the 
shares of one shareholder in the target company, which was a wholly owned subsidiary of 
the bidder, needed to be treated as constituting a separate class from the shares of the other 
shareholders in the target. Although the rights held by all the shareholders were identical 
(all the shares in the target were identical), their interests in the scheme were different. The 
wholly owned subsidiary had a community of interest in the bidder company that the other 
shareholders did not. According to Templeman J, these different interests meant that they 
should meet separately.

In Re BTR plc, however, Jonathan Parker J restricted the decision in Hellenic to decid-
ing only that a subsidiary’s shares should be discounted.43 He rejected the proposition that 
members with different interests, rather than different rights, should form a separate class:

Shareholders with the same rights in respect of the shares which they hold may be subject to an 
infinite number of different interests and may therefore, assessing their own personal interests (as 
they are perfectly entitled to do), vote their shares in the light of those interests. But that in itself, 
in my judgment, is simply a fact of life: it does not lead to the conclusion that shareholders who 
propose to vote differently are in some way a separate class of shareholders entitled to a separate 
class meeting. Indeed a journey down that road would in my judgment lead to impracticality and 
unworkability.44

It is the approach in Re BTR that has been followed subsequently.45 Differences between 
the interests of the shareholders or creditors will not, as a result, be taken into account at  
the meeting stage, but might be relevant at the court sanctioning stage. One advantage  
of the Re BTR approach is that the rights of the members or creditors will generally be easier 
for the company to discern than their interests. It will often be difficult for the company 
to assess the different interests of its members without requiring a considerable amount 
of personal information from them. Requiring that type of information would lead to  
‘a wholly unworkable, and highly undesirable, situation’.46 A consequence of this approach, 
however, is that fewer class meetings are likely to be held, and there is less chance of a veto 
of the scheme by the minority at the class meetings stage. The potential reduction in minor-
ity protection at this stage means that the court’s role in scrutinising the scheme prior to 
sanctioning it becomes more important.
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15.2.2.2.3. Selecting the Correct Comparator

The courts need to consider the correct comparator when determining the similarity or 
dissimilarity of the members’ or creditors’ rights. This issue has been of particular impor-
tance in creditor-focused schemes.

Chadwick LJ stated in Hawk Insurance that where a company is insolvent, the starting 
point for determining separate classes will be the rights of those creditors on winding up. 
On this analysis, some groups, such as secured creditors, and preferred creditors, should 
meet separately. In addition, where subordinated creditors have an interest in the company 
which could be affected in a different way from other creditors, they will constitute a sepa-
rate class.47 Further division may also be necessary within these classes. For instance, within 
the category of secured creditors, differentiation will generally be required, on the basis of 
differing securities. A creditor whose claim is protected by a fixed charge is less vulnerable 
than one whose security is a floating charge.48 Even creditors whose claims are secured over 
the same property may have divergent interests. A scheme that proposes the sale of a secu-
rity and a transfer of the rights of the secured creditors to a substituted security might be 
acceptable to the first but not the second charge-holder.

By contrast, in Hawk Insurance all unsecured creditors were treated as comprising one 
class. Hawk Insurance involved different types of unsecured creditors, some with vested 
claims and some with contingent claims, and the question arose as to whether they should 
be treated as being part of the same class for the purposes of voting on a proposed scheme. 
At first instance Arden J held that these creditors should be treated as comprising different 
classes.49 Those with vested claims should be treated as being in the same class as other 
unsecured creditors, since they all had an accrued claim against the company which they 
had an immediate right to sue for in full. Those with contingent claims, however, had no 
such immediate right and the structure of the scheme was such that those whose claims 
had not yet accrued would have those claims scaled down to proportions smaller than 100 
per cent. Although these creditors would rank equally on insolvency, as they were all unse-
cured creditors, these differences, in Arden J’s opinion, meant that they should not all be 
treated as one class for scheme purposes. The Court of Appeal in Hawk Insurance disagreed 
with this approach. Chadwick LJ held that all the unsecured creditors, including, therefore, 
those with contingent rights and those with vested rights, could be treated as a single class 
for this purpose. All unsecured creditors had the same rights on a winding up, namely to 
submit their claims in the winding up, and to have those claims accepted or rejected. The 
only difference was that those with contingent claims held debts without a certain value, and 
therefore those debts would be subject to an estimate. In Chadwick LJ’s view this did not 
mean that they should be treated as a separate class for this purpose.

Where a company is solvent, the rights of the creditors on insolvency may not be accu-
rate comparators for the purpose of determining creditor classes.50 In Re British Aviation 
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Insurance Co Ltd, for example, Lewison J held that the appropriate comparator in that case 
was a continuing solvent run-off.51 This will often have an impact on the decision of the 
court as to the appropriate number of class meetings to be held. Matters may not always 
be straightforward, however. In Re Stronghold Insurance Company Limited52 in the face of 
the company’s marginal solvency, the court struggled to ascertain the relevant comparator 
(solvent liquidation, insolvent liquidation, or continued solvent run-off). Hildyard J ulti-
mately looked at the position in the ‘near to mid-term’ and assessed the correct comparator 
as a continued solvent run-off, albeit with a risk of liquidation in the future.

The situation in relation to debt restructurings of financially distressed companies 
remains somewhat unclear. Such companies may be cash flow insolvent, but if they are 
economically viable an argument could be made that the correct comparator is not the rights 
of creditors in a winding up but rather the rights of creditors in a rescue scenario which 
would involve a higher going concern valuation for the company. However, the approach of 
the English courts has tended to be to ask what the position would be if the scheme did not 
go ahead, and if the answer is that the company would go into liquidation, then the correct 
comparator is the rights of creditors on a winding up.53 Nevertheless, if it could be shown 
that the realistic alternative to the restructuring scheme being put forward was not an insol-
vent liquidation but something else, such as a voluntary agreement between the parties or a 
different scheme, then presumably a different comparator could be held to apply.54

15.2.2.3. Separate Meetings for Shareholders

The term ‘member’ is not defined by the Companies Act 2006 for scheme purposes, but it is 
clear that it is the legal owners of the shares that need to be divided into classes. In general 
this will be those with their names on the company’s register of members.55

The starting point for the determination of separate meetings for shareholders is to 
analyse (i) the rights that are to be released or varied under the scheme and (ii) the new 
rights (if any) that the scheme gives to those whose rights are being released or varied.56 
Only different rights, and not different interests, should be taken into account when sepa-
rating shares into classes. This test does not require identical treatment of members before 
they can be regarded as forming a single class. Rather, the focus is on the extent to which 
the relevant rights are dissimilar, and whether it is impossible for the relevant members to 
consult together in their common interest.



774 Schemes of Arrangement

 57 See eg Robert Stephen Holdings Ltd [1968] 1 WLR 522.
 58 For example, where the company is hopelessly insolvent all classes of shareholders might be regarded as having 
the same, non-existent rights.
 59 Re Anglo American Insurance Ltd [2001] 1 BCLC 755.
 60 Re The Co-Operative Bank Plc [2017] EWHC 2112 (Ch).
 61 Re BTR plc (Leave to appeal) [2000] 1 BCLC 740, 746.

Where schemes involve companies with separate classes of shares in issue, for example 
ordinary and preference shares, these different classes may constitute different classes for 
scheme purposes, although ‘class’ for scheme purposes does not necessarily mean a class 
as defined in the articles of the company.57 Often, shares that are in different classes in the 
articles will comprise different classes for scheme purposes, but this will not always be the 
case, and the exact class composition will depend on the particular circumstances of each 
case.58 Conversely, the mere fact that the rights of members prior to the scheme are identical 
does not necessarily mean that they should be treated as one class for the purposes of the 
scheme. If the scheme itself proposes to treat different groups of members within a particu-
lar class differently, then it may well be that there will need to be separate meetings of these 
groups.59 In short, therefore, members need to have the same rights under the constitution 
and under the scheme in order to be able to meet together as a single group to consider and 
approve the scheme.

Applying the Re Hawk Insurance test to members is not always straightforward. One 
question that has arisen in takeover schemes is whether shareholders giving irrevocable 
undertakings should be treated differently to other shareholders. The courts have indicated 
that they are comfortable with arrangements whereby the scheme includes an ‘early bird’ 
provision, entitling members who bind themselves to the scheme prior to a certain date for 
an additional fee (or additional shares), as long as these benefits are available to all members 
of a scheme and are not disproportionate.60 The situation is more difficult where the irrevo-
cable undertaking is given by a subset of shareholders, without the option being open to all 
shareholders. Dicta in Re BTR plc suggests that while the giving of irrevocable undertakings 
will not affect the ability of those shareholders to vote at the class meeting where they have 
the same rights as the other shareholders, nevertheless this is an issue that should be consid-
ered by the court at the sanctioning stage.61

A second difficulty that has arisen in practice, again in the context of takeover schemes, 
is the position of the bidder or the bidder’s subsidiaries, if they hold shares in the target 
company. Generally, the bidder will exclude its own shares from the scheme, or decline to 
vote at the court-convened member meeting which considers the scheme. The question 
arises, however, as to what would happen if the bidder did not do so. Would the shares of the 
bidder be part of the same class as all the other shares in the target company for the purposes 
of considering and approving the scheme? It could be argued that an application of Re BTR 
would suggest that it is only the bidder’s interests that are distinct from those of the other 
shareholders, not its rights, although it is difficult to see how the bidder could genuinely 
consult with the other shareholders with a view to their common interest in such a situation. 
If this were the approach, then the court would have regard to the bidder’s separate interest 
at the sanctioning hearing, at which it seems likely that the court would exclude the votes of 
the bidder when determining whether the class had approved the scheme by the requisite 
majority. As regards the shareholdings of the bidder’s subsidiaries in the target, following 
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Re BTR it could again be argued that the subsidiary’s rights are the same as those of other 
shareholders, even though its interests are not the same, and that this issue should be dealt 
with at the sanctioning hearing instead of the class meeting stage.62 If so, the court could, 
again, simply exclude the votes of the bidder’s subsidiaries in determining whether the class 
has in fact reached the requisite majority when voting to approve the scheme. If not, then, 
as in Hellenic, the scheme is unlikely to be sanctioned.63

15.2.2.4. Separate Meetings for Creditors

The term ‘creditor’ is not defined for scheme purposes by the Companies Act 2006. Instead, 
the courts have developed the law on this issue. The term has been defined term broadly, to 
include ‘all persons having any pecuniary claims against the company’.64 Thus, it includes 
actual creditors, including secured creditors,65 as well as prospective creditors (that is, some-
one to whom a sum will become payable in the future, pursuant to a present obligation). It 
has also been accepted that it includes contingent creditors (that is, those to whom a sum 
may become payable in the future, dependent on the happening of some future event).66 
There are limits to this concept, however. In Re Lehman Brothers International (Europe) 
(in administration), for example, the Court of Appeal held that the concept of ‘creditor’ for 
this purpose did not extend to beneficial owners of assets held by the company.67 The court 
held that its jurisdiction under Part 26 of the Companies Act 2006 is circumscribed by the 
requirement that a scheme must be between a company and its creditors or members. A 
creditor for these purposes is someone who has a monetary claim against the company that, 
when payable, constitutes a debt. A proprietary claim to trust property is not a claim in 
respect of a debt or liability of the company. Therefore, the position of a beneficiary under a 
trust was held not to be analogous to the position of a secured creditor.68

The starting point for the division into creditor classes is that the court will consider the 
rights that are being varied or released under the proposed scheme and any new rights that 
the scheme proposes to provide to replace those removed or varied. The correct comparator 
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must be applied in order to determine the difference that the proposed scheme would make 
to the rights of the creditors. This will depend on whether the company is solvent or insol-
vent at the time, and what the alternative is for the company if the scheme does not go 
ahead.69 It will generally be the case that creditors with different levels of seniority will 
constitute different classes. Whether distinctions within these levels of seniority lead to 
separate classes will depend, to some extent, on the application of the correct comparator. 
This issue is likely to be especially important in relation to the lower-ranked creditors, as 
the decision in Hawk Insurance itself makes clear. The courts are alert to the danger of being 
too generous in their interpretation of rights, which could lead to an increase in the number 
of separate class meetings, and could thus provide a veto for minority groups and could 
open up the possibility of oppression by the minority. This issue is often of more impor-
tance in the context of creditors, since creditors generally have greater freedom to bargain 
for a range of rights that are distinct (potentially in relatively minor ways) from those of 
other  creditors.70 The rights of members, by way of contrast, tend to be more uniform. 
The courts have tended to adopt a commonsense approach to this issue.71 Nevertheless, it 
is not a straightforward one.72 When the Cork Committee examined schemes of arrange-
ment, it noted the difficulties associated with determining different classes.73 As a result, this 
Committee did not recommend that separate class meetings be required for the purposes of 
company voluntary arrangements.74

As with members’ meetings, difficulties can arise in relation to the distinction between 
rights and interests.75 So, here again the issue arises as to whether the fact that some credi-
tors have provided irrevocable undertakings requires their claims to be regarded as forming 
a separate class.76 Irrevocable undertakings are sometimes sought from creditors in advance 
of a scheme meeting, in order to provide some comfort for the company regarding the 
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most significant of the three factors (at [57]). See also Assénagon Asset Management SA v Irish Bank Resolution 
Corporation Ltd [2012] EWHC 2090 (Ch).
 80 [2012] EWHC 3686 (Ch).
 81 Ibid, [22].
 82 In the case of shares, each share has a nominal value. In the case of creditors, it will depend upon the value of 
the debt: Re British Aviation Insurance Co Ltd [2005] EWHC 1621 (Ch).
 83 Companies Act 2006, s 899(1).
 84 Ibid, s 21.

likely outcome of the meeting. In general, the fact that a creditor has given an irrevocable 
undertaking of this kind is regarded as affecting the interests of the creditor and not that 
creditor’s rights and, consequently, will not give rise to the formation of a separate class.77 
In Re Telewest Communications plc, David Richards J stated that the position would be 
different if, in consideration for the agreement to vote in favour of the scheme, the creditor 
obtained benefits not available to other creditors of that class.78 In practice, the courts have 
sometimes held that separate classes are not needed even where consideration is offered in 
these circumstances,79 and in Re Seat Pagine Gialle SpA80 David Richards J reconsidered 
his earlier statements in this regard, concluding that he ‘would not consider the simple fact 
that a benefit was conferred in return for agreement to vote in favour of the scheme as being 
sufficient to require the relevant parties to be constituted in a separate class’.81 Even if these 
issues do not require separate class meetings to be held, they can still be relevant at the court 
sanctioning hearing.

15.2.2.5. Approval at the Class Meetings

The company needs to obtain the approval of all members or creditors, or classes thereof, 
that will be affected by the scheme. There is no quorum requirement for a vote on a scheme, 
and the vote is on a poll rather than by way of a show of hands. The level of approval required 
at the meeting is a majority in number, representing 75 per cent in value82 of its creditors 
or members present and voting in person or by proxy.83 Non-voting members or creditors, 
and those that do not turn up to the meeting, are therefore excluded for the purposes of 
calculating the majority.

15.2.2.5.1. The Majority in Value Requirement

The majority in value test is relatively uncontroversial. For classes of members, since each 
share has a nominal value, it should be comparatively easy to determine whether 75 per cent  
by value of each class attending the meeting in person or by proxy have voted in favour. The 
75 per cent requirement aligns this shareholder vote with other major company law deci-
sions, such as alterations of articles.84 There is sometimes a question raised as to whether 
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 85 Re British Aviation Insurance Co Ltd [2005] EWHC 1621 (Ch). For this reason only debts that can have an 
estimate placed upon them can be claimed. Given that future and contingent creditors are included within the 
definition of creditor (discussed at 15.2.2.4), this can give rise to some difficulties in valuing their claims for the 
purpose of determining whether the requisite majority has voted in favour of the scheme.
 86 Company Law Review Steering Group, Modern Company Law for a Competitive Economy: Completing the 
Structure (URN 00/1335, November 2000), 207.
 87 This was the rationale behind the introduction of this requirement for creditor schemes in 1870: see Company 
Law Review Steering Group, Modern Company Law for a Competitive Economy: Completing the Structure (URN 
00/1335, November 2000), para 11.34.
 88 Re PCCW Ltd [2009] 3 HKC 292 CA. See SH Goo, ‘Headcount Test and Scheme of Arrangement’ (2010)  
LQR 517.

75 per cent is a large enough majority, particularly where schemes are being used as an 
alternative to a takeover offer, and this issue is discussed in the context of takeover schemes 
at 15.3.1.2.1. For classes of creditors, it is necessary to work out in advance the amount  
(or a formula) in respect of which each creditor will be allowed to vote. This will depend 
upon the value of the debt.85

15.2.2.5.2. The Majority in Number Requirement

By contrast, the majority in number requirement (sometimes referred to as the ‘headcount 
test’) is more problematic. This requirement was described as being ‘irrelevant and burden-
some’ in the Company Law Review,86 and it is not found elsewhere in the Companies Act 
2006. The predominant argument in favour of this requirement seems to be that it might 
provide some protection for small members and creditors, to prevent the majority (or in 
an extreme case possibly just a single shareholder or creditor) riding roughshod over the 
views of the remaining shareholders or creditors.87 However, it has the potential to result 
in a scheme being blocked even where the holders of the overwhelming number of shares 
in a company have voted in favour—in other words, it can put significant veto rights in the 
hands of small shareholders or creditors out of proportion to their financial involvement in 
the company.

The head count test can also be manipulated. This issue has been visible in recent years 
in relation to member schemes, where a number of recent cases have had to address the 
possible use of share splitting to manipulate the headcount requirement and thus influence 
the outcome of the scheme. Creditor schemes are also potentially exposed to this form of 
abuse, however, via vote splitting. If a scheme is not approved by the majority in number of 
relevant members or creditors then it fails, even where it otherwise has the support of an 
overwhelming majority of members or creditors by value, since the court cannot approve a 
scheme that does not meet both of the statutory majority requirements.

In Re PCCW Ltd,88 a scheme was proposed to privatise a company, PCCW Ltd. At the 
court-appointed meeting there was, ostensibly, a sufficient number of votes in favour of the 
scheme to satisfy both the headcount test and share value test. However, there were allega-
tions that some shareholders were given PCCW shares to induce them to vote in favour 
of the scheme to meet the headcount test. The Hong Kong Court of Appeal was clear that 
while, factually, the threshold had been achieved, the use of share-splitting to achieve a 
majority in headcount was a form of manipulation of the vote, and a court should, accord-
ingly, not exercise its discretion to approve a scheme which was approved as a consequence 
of such vote manipulation.
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 89 Re Dee Valley Group plc [2017] EWHC 184 (Ch).
 90 Canadian Business Corporations Act 1985, s 192; Indian Companies Act 1956 as amended, s 391.
 91 See eg South Africa Companies Act No 71 of 2008, Ch 5. Broadly, member schemes are those focused on the 
transfer or reorganisation of share capital, the most common being a scheme used to effect a change of control as an 
alternative to a takeover offer (discussed in 15.3.1), whereas creditor schemes are concerned with the reorganisa-
tion of companies’ debt capital (see 15.3.4).

Similar issues arose in Re Dee Valley Group plc89 in which the English court was asked 
to consider the validity of splitting shareholdings in order to defeat the headcount test in a 
scheme designed to effect a takeover. The company, Dee Valley Group plc, was the subject 
of competing takeover bids. One of the bidders, Severn Trent Water, eventually succeeded 
in securing the recommendation of the board and it was proposed to effect the takeover 
by means of a scheme. Just before the court-appointed meeting to approve the scheme, 
the board became aware of a series of transfers of the ordinary voting shares. An employee 
opposed to the takeover bought shares in the company and ‘split’ the shareholding by 
transferring one share each to 445 individuals by gift with the intention of defeating the 
headcount test. The board obtained a direction of the court to allow the chairman of the 
court-appointed meeting to ignore the transferred shares in circumstances where (as in fact 
occurred) the split votes would have meant the headcount test would not be satisfied and 
the scheme would thus fail. This meant that the scheme could proceed to the sanctioning 
hearing and the court then had the opportunity to consider whether the split shares should 
have been counted.

The issue in Dee Valley was distinct from that in Re PCCW Ltd, where the shares were 
split to allow shareholders to vote in favour of the scheme. In Dee Valley the share splitting 
was intended to prevent the scheme from going ahead. In Dee Valley the court held that 
the votes of shareholders who had acquired their shares from a person splitting his hold-
ing with the sole purpose of defeating the scheme were invalid as they could not be voting 
in the interests of the class. Once the court has allowed the meeting to be summoned, the 
court effectively directs the chairperson to take all appropriate steps to hold a fair meeting. 
This will include disregarding votes where appropriate. On the facts, the court held that the 
chairperson of the Dee Valley scheme meeting had sufficient evidence to conclude that the 
only explanation for the conduct of the ‘new’ shareholders was that they were furthering a 
share manipulation strategy to defeat the scheme through the majority in number jurisdic-
tion requirement. It was therefore proper for the chairperson to reject those votes as he was 
entitled to protect the integrity of the meeting against such manipulative practices. The 
scheme was sanctioned. The court’s approach in Dee Valley was pragmatic, and makes it 
potentially harder for share splitting, or vote splitting, to be used to derail a scheme by caus-
ing the majority in number requirement to fail. This problem has not entirely gone away, 
however, and companies wishing to use a scheme to reorganise their debt will continue to 
be at risk of this issue while the headcount test remains in place.

Some jurisdictions that have adopted the English scheme, such as Canada and India, 
have done so without incorporating the majority in number requirement.90 Others that 
incorporate the headcount test do so only for creditor schemes, not for member schemes,91 
or give the court discretion to approve a scheme where the majority in value test is met but 
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 92 Australian Corporation Act 2001, s 411(d) (this discretion applies to member schemes only). A review 
by the Corporations and Markets Advisory Committee (CAMAC) in Australia has recommended the entire 
removal of the majority in number test: CAMAC, Members’ Schemes of Arrangement, December 2009, 77–94,  
www.camac.gov.au.
 93 See BEIS, Insolvency and Corporate Governance: Government Response, 26 August 2018, para 5.155. Note, 
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 94 For further discussion see J Payne, ‘Intermediation and Bondholder Schemes of Arrangement’ in L Gullifer 
and J Payne (eds), Intermediation and Beyond (Oxford, Hart Publishing, 2019).
 95 Companies Act 2006, s 899(2). The application may be from the company, any member or creditor, or, if 
appointed, a liquidator or administrator.
 96 There are no statutory provisions restricting who can oppose a scheme, so legitimate concerns of third parties 
can also be taken into account by the court: see eg Re BAT Industries plc (unreported, 3 September 1998). However, 
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scheme: Re RAC Motoring Services Ltd [2000] 1 BCLC 307 per Neuberger J.
 97 The Act merely states that a compromise or arrangement, if agreed by the requisite creditors’ and members’ 
meetings, will be binding on the parties if the scheme is sanctioned by the court: Companies Act 2006, s 899(3).
 98 Re Oceanic Steam Navigation Company Limited [1939] Ch 41.
 99 For discussion of whether this is an issue to be dealt with at the convening or sanctioning stage see In the 
matter of Noble Group Limited [2018] EWHC 2911 (Ch).
 100 See eg Re Rodenstock GmbH [2011] EWHC 1104 (Ch); Primacom Holdings GmbH [2012] EWHC 164 (Ch); Re 
NEF Telecom Co BV [2012] EWHC 2944 (Comm); Re Cortefiel SA [2012] EWHC 2998 (Ch); Re Seat Pagine Gialle 

the majority in number test is not.92 Notably, in its proposals to introduce a new debt restruc-
turing plan (effectively an amended scheme of arrangement), the Government has dropped 
the additional headcount test from the approval requirement, in light of respondents’ criti-
cisms of the operation of this test in the scheme context.93 There are good arguments for 
removing the majority in number requirement, as recommended by the Company Law 
Review.94 To the extent that minority shareholders and creditors require protection, this 
can be adequately dealt with by the courts at the sanctioning stage. Nevertheless, this test 
remains in place for English schemes of arrangement for the present time.

15.2.3. The Sanction of the Court

Following the approval of the scheme in the separate class meetings, application is made to 
the court for approval of the scheme.95 This application can be opposed by members and 
creditors who object to the scheme.96 The Companies Act 2006 contains no details of those 
matters that the court should take into account when deciding whether to sanction the 
scheme.97 The courts have therefore needed to determine how they should exercise their 
discretion to give or withhold this sanction.

As a preliminary matter, the courts will only sanction a scheme where the proposal falls 
within the proper scope of Part 26 of the Act. The court will not sanction a scheme the 
provisions of which fall outside the general law, so, for example, the court has no jurisdic-
tion to sanction a scheme which involves an act that is ultra vires.98 The courts will also take 
account of whether there is a sufficient connection between the scheme and England.99 In 
recent years, it has been increasingly common for foreign companies to seek to make use 
of English schemes, usually where the company is financially distressed and is seeking to 
use the scheme to reorganise its debts.100 While it is clear that foreign companies can fall 

http://www.camac.gov.au
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SpA [2012] EWHC 3686 (Ch); Re Vietnam Shipbuilding Industry Groups [2013] EWHC 2476 (Ch); Re Magyar 
Telecom BV [2013] EWHC 3800 (Ch); Re Apcoa Parking Holdings GmbH [2014] EWHC 3849 (Ch) Public Joint-
Stock Company Commercial Bank ‘Privatbank’ [2015] EWHC 3299 (Ch); Re Global Garden Products SpA [2016] 
EWHC 1884 (Ch).

 101 The Act provides that the arrangement or compromise must be between ‘a company’ and its members and/or 
creditors: Companies Act 2006, s 895. For these purposes ‘a company’ means ‘any company liable to be wound up 
under the Insolvency Act 1986’: s 895(2)(b). Section 221 of the Insolvency Act 1986 grants powers to the courts 
to wind up solvent and insolvent companies, and registered and unregistered companies. It is well established that 
‘unregistered company’ includes foreign companies: see eg Banque des Marchands de Moscou (Koupetschesky) v 
Kindersley [1951] Ch 112. There is some debate as to whether the application of this test is affected by either the 
Insolvency Regulation (Council Regulation (EC) 1346/2000, and see the recast Regulation (EU) No 2015/848 
which is due to take effect in 2017) or the Judgments Regulation (Council Regulation (EC) 44/2001) where the 
foreign company seeking to make use of the scheme is from another EU/EEA state. For discussion of this issue see 
J Payne, ‘Cross-Border Schemes of Arrangement and Forum Shopping’ (2013) 14 European Business Organization 
Law Review 563.
 102 In Re Van Gansewinkel Groep BV [2015] EWHC 2151 (Ch) Snowden J held that a single UK domiciled scheme 
creditor may be sufficient to confer jurisdiction on the English courts, if the creditor’s holding is ‘not insignificant’, 
though the court did not address whether there was a percentage threshold to meet this requirement. The test put 
forward in Re Rodenstock GmbH [2011] EWHC 1104 (Ch) requiring 50% of the creditors to have a domicile in the 
jurisdiction was not followed in Van Gansewinkel.
 103 See eg Re Rodenstock GmbH [2011] EWHC 1104 (Ch).
 104 See eg Re Magyar Telecom BV [2013] EWHC 3800 (Ch); Re Apcoa Parking Holdings GmbH [2014]  
EWHC 3849 (Ch).
 105 The European Regulation on Insolvency Proceedings (Regulation (EU) 2015/848 (recast)) is irrelevant in this 
regard, as schemes are not designated as insolvency proceedings within this Regulation.
 106 Regulation (EU) 1215/2012 (recast).
 107 Regulation (EC) 593/2008 on the law applicable to contractual obligations.
 108 One impact of the UK’s exit from the EU is that the Recast Judgments Regulation (EU) 1215/2015 and Rome 
I Regulation (EC) 593/2008 will cease to have direct applicability at the end of the transition period. The fall-
ing away of the Recast Judgments Regulation will (in the absence of alternative arrangements) have an impact 
here as judgments of the English courts, including scheme sanction approvals, would not be enforceable in other 

within the definition of ‘a company’ for scheme purposes,101 the courts have developed this 
additional judge-made requirement, and will only, therefore, have jurisdiction to sanction a 
scheme involving a foreign company where a sufficient connection between the scheme and 
England can be demonstrated. A sufficient connection may arise as a result of a number of 
factors, such as where there are assets within the jurisdiction, or creditors within the juris-
diction,102 or where the creditors’ agreements with the company are governed by English 
law and contain an English jurisdiction clause.103 This is an area of law that continues to 
evolve.104

A question arises whether the UK’s exit from the EU will impact on the use of UK 
schemes by EU companies. The key issue is one of recognition. In determining whether to 
sanction a scheme of arrangement of a foreign company the UK courts consider whether 
there is a sufficient connection with the English jurisdiction and assess whether a scheme 
for a foreign company is likely to be effective abroad. This requires the English court to 
consider if the scheme would be recognised in any relevant foreign jurisdictions where 
creditors or assets may be located.105 Commonly used or considered bases of recognition 
have included: Article 36 of the Recast Judgments Regulation,106 Article 12 of the Rome I 
Regulation,107 the UNCITRAL Model Law on Cross-Border Insolvency and private inter-
national law. Although much remains unknown, it is anticipated that the basis for the 
recognition of UK scheme sanctioning decisions will have to evolve following the UK’s 
departure from the EU.108 There is a general expectation that English schemes will continue 
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Member States as the judgment would not come from a Member State court. With regard to the Rome I Regu-
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than has been the case in the past. Other bases of recognition may also come to the fore, such as private interna-
tional law, and the UK may also explore other options, such as signing up to the Hague Convention on the Choice 
of Court Agreements 2005.

 109 Re Anglo Continental Supply Co Ltd [1922] 2 Ch 723, 733; Re National Bank Ltd [1966] 1 WLR 819.
 110 Re Alabama, New Orleans, Texas & Pacific Junction Railway Co [1891] 1 Ch 213, 238–39 per Lindley LJ.
 111 Re Anglo Continental Supply Co Ltd [1922] 2 Ch 723, 736; Re National Bank Ltd [1966] 1 WLR 819; Re Anglo 
American Insurance Co Ltd [2001] 1 BCLC 755, 762; Re Hawk Insurance Co Ltd [2001] EWCA Civ 241.
 112 Re TDG plc [2008] EWHC 2334 (Ch).
 113 Indah Kiat International Finance Company BV [2016] EWHC 246 (Ch) [40] per Snowden J.
 114 Re Neath and Brecon Railway [1892] Ch 349.
 115 Companies Act 2006, s 899(1). See 15.2.2.5.

to be a popular restructuring tool for companies based in the EU and globally for the 
 foreseeable future.

Once these preliminary matters have been settled, the court will be concerned with 
a number of issues when determining whether to exercise its discretion to sanction the 
scheme.109 The first is to ensure that the technical requirements of the Act have been 
complied with, such as that the requisite majorities have voted in favour of the scheme. 
Once these practical issues have been addressed, the court will need to exercise its broad 
supervisory jurisdiction in order to decide whether to sanction the scheme.110 It will exam-
ine the fairness of the scheme as part of this process. This is often deemed to have a number 
of components: the court will be concerned to ensure that the majority fairly represented 
the class, that the scheme is one which a reasonable person would approve,111 and, finally, 
there must be no ‘blot’ on the scheme.112

15.2.3.1. Have the Statutory Provisions been Complied with?

The court will want to ensure that the explanatory statement provided in relation to the 
scheme is adequate. If not, or if it is defective in some way, the court may not sanction 
the scheme. In recent years courts have demonstrated an increased willingness to scruti-
nise schemes both at the convening hearing and at the sanctioning stage on the basis that 
‘[t]he scheme jurisdiction can only work properly and command respect internationally 
if parties invoking the jurisdiction exhibit the utmost candour with the court’.113 In addi-
tion, the court will want to ensure that the resolutions at the class meetings are passed by 
the statutory majority of each class. If this has not occurred then the court cannot approve 
the scheme, even if the court considers it to be fair and the scheme would otherwise have 
been approved.114 The somewhat peculiar way in which approval must be obtained at these 
meetings (ie, the majority in number, representing 75 per cent in value of its creditors or 
members present and voting in person or by proxy)115 makes this task more complicated 
than it might otherwise be. The fact that the scheme cannot be sanctioned without the 
approval of every class means that the cramdown of an entire class of members or creditors 
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 116 See 15.3.4.1.
 117 See 15.3.4.1.2(b).
 118 See eg Re British Aviation Insurance Co Ltd [2005] EWHC 1621 (Ch), [2006] BCC 14, where the court did just 
that, and refused to sanction a scheme where the court convened a single meeting for the scheme’s creditors when 
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 119 See 15.2.1.
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be reasonable to expect them to raise objections at that hearing: Re Marconi Corporation plc v Marconi plc [2003] 
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 121 See eg Re Stemcor Trade Finance Limited [2015] EWHC 2803 (Ch).
 122 Re Equitable Life Assurance Society [2002] EWHC 140 (Ch); Re TDG plc [2008] EWHC 2334.
 123 Re Cape plc [2006] EWHC 1316 (Ch).
 124 Re RAC Motoring Services Ltd [2000] 1 BCLC 307.
 125 Unreported, 3 September 1998.

is not possible using a scheme alone, since the scheme cannot go forward without their 
consent. In this way, schemes are distinct from some other reorganisation mechanisms, 
such as Chapter 11 of the US Bankruptcy Code 1978. It is, however, possible for de facto 
cramdowns of classes to be achieved by twinning schemes with other procedures,116 and the 
new restructuring plan proposed by the Government will allow a cross class cramdown to 
take place in a standalone procedure much like a scheme of arrangement.117

The court can refuse to sanction the scheme if it determines that there has been as error 
in the number of, or composition of, class meetings.118 This should be rare since, follow-
ing the 2002 Practice Statement, issues regarding the composition and summoning of class 
meetings should be resolved at an earlier stage in proceedings.119 Creditors or members 
who feel unfairly treated can still raise objections to the scheme at the sanctioning stage, but 
the court will expect them to show good reason why they did not raise any concerns at that 
earlier stage.120

15.2.3.2. Exercise of the Court’s Discretion

It is not enough, of itself, that the correctly constituted meetings of members or creditors 
have voted to approve the scheme. The court’s sanction is not simply a rubber-stamping 
exercise, even where there is strong member/creditor support for the scheme.121 The fair-
ness of the scheme will be a relevant consideration in the court’s determination of whether 
to sanction it. The court has emphasised that its role is not to usurp the views of those who 
have properly voted in its favour, however, and the court will be strongly influenced if there 
is a substantial majority vote in favour of the scheme.122 The test is not ‘is this a reasonable 
scheme?’ but rather ‘could the class of creditors/members reasonably have approved it?’.

The court will consider the full commercial and factual context of the scheme. The 
central issue will be whether the scheme is fair between the various interests involved and 
so could reasonably have been approved at the meetings.123 The court may also consider the 
effect on third parties.124 In BAT Industries plc only the consent of members to the scheme 
was sought, but Neuberger J allowed prospective litigants against the company to object 
to the scheme.125 The judge held that there were no statutory restrictions on whom the  
court could hear or what it could take into account in deciding whether to sanction a 
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scheme. In some cases junior lenders who had been left out of the scheme (and therefore 
had no vote in the scheme) objected to it at the sanctioning stage.126 The courts have held, 
however, that where the objecting creditors have no remaining economic interest in the 
company, this fact will be taken into account when determining whether to sanction the 
scheme despite these objections.127

The court will be concerned to ensure that the decision taken by a meeting was repre-
sentative of the class as a whole.128 The court’s sanction can be refused if only a tiny minority 
of the class actually attended and voted, although this may not be problematic in all circum-
stances, for example where the low turnout in a shareholder scheme is consistent with the 
turnout in general meetings, and the court is otherwise convinced that shareholders/credi-
tors have been properly consulted.129 Lewison J in Re British Aviation Insurance Co Ltd 
stated that, while a low turnout at the meeting is not itself a valid reason for a court refusing 
to sanction the scheme, the size of turnout might be relevant in considering whether the 
result of the vote could have been affected by collateral factors—that is, by those members 
or creditors with special interests.130

The court may refuse to sanction where the votes necessary to secure the approval 
were cast in order to promote a special interest of some shareholders or creditors that was 
not shared by the class as a whole.131 The mere fact that a majority creditor has a special 
interest in supporting a scheme will not, without more, entail that the class was not fairly  
represented.132 There will need to be a strong and causative link between the creditor’s deci-
sion to support the scheme and the creditor’s adverse interest such that it was the adverse 
interest that had driven the creditor’s voting decision. If the court considers that the meeting 
is unrepresentative, or that those voting at the meeting have done so with a special inter-
est to promote which differs from the interests of the ordinary independent and objective 
creditor/member, then the court can refuse to sanction the scheme. Consequently, the votes 
of the majority are not treated by the court as conclusive.133 Developments in the courts 
in recent years that have led to a reduction in the number of class meetings have made the 
scrutiny of the court at the sanctioning stage all the more important.134 The court’s over-
sight of whether the majority have fairly represented the class on a vote in a meeting under 
a scheme can operate as a potentially important protective device for minority shareholders 
and creditors.135

The court’s role has its limits, however. Provided the scheme is fair and equitable, the 
court will not judge its commercial merits. The function of the court is not to determine 
how it would have voted on the scheme. It is not the court’s role to determine whether this 
is the best scheme available. It is extremely rare for the court to exercise its discretion to 
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refuse to sanction a scheme which has been approved by the correct majority of members/
creditors, where the classes are completely constituted and there is no suggestion that the 
majority did not represent the class.136

15.2.3.3. Effect of the Scheme

Once the court has sanctioned the scheme, a copy of the order needs to be delivered to 
the Registrar of Companies. The order sanctioning the scheme takes effect at this point.137 
It then becomes binding on the company, including the liquidator/administrator if the 
company is in liquidation/administration,138 and on all the relevant members and credi-
tors. Crucially, therefore, the scheme also binds any dissentients. The court will set aside 
the scheme subsequently only on very limited grounds, such as where the consent has been 
obtained by fraud and this fraud has affected the outcome of the scheme.139

15.3. Uses of Schemes of Arrangement

Schemes of arrangement can be used to effect a wide variety of changes within a company. 
The terms ‘compromise’ and ‘arrangement’ have no precise legal meaning,140 and should 
therefore be given their ordinary commercial meaning. The fact that there is no statutory 
definition to rely on ‘does not appear to create any difficulty in practice’.141 These terms have 
been construed widely by the courts.

The word ‘compromise’ offers few difficulties of interpretation. Applying the ordinary 
commercial meaning of this term (the settlement of a dispute) means that, for scheme 
purposes, all that is required is some difficulty or dispute which the scheme seeks to 
resolve.142 By contrast, the concept of ‘arrangement’ is wider than that of ‘compromise’ and 
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 143 No element of compromise needs to be shown in order for an arrangement to fall within s 895: Re National 
Bank Ltd [1966] 1 WLR 819, 829 per Plowman J; Re T & N Ltd [2006] EWHC 1447 (Ch) [46]–[50] per David 
Richards J. A broad definition of ‘arrangement’ is adopted such that the give and take need not take place between 
the company and its members: Re Jelf Group plc [2015] EWHC 3857 (Ch).
 144 Re Guardian Assurance Company [1917] 1 Ch 431.
 145 Re Savoy Hotel Ltd [1981] Ch 351, 359–61 per Nourse J. Earlier cases had taken a more restrictive approach 
(eg Re General Motor Cab Co Ltd [1913] 1 Ch 317 (CA) but see Re Guardian Assurance Co [1917] 1 Ch 431). 
The preferable view is that adopted in the later cases, ie the term ‘arrangement’ is not synonymous with the term 
‘compromise’ and should be construed more broadly.
 146 Re NFU Development Trust Ltd [1972] 1 WLR 1548.
 147 Re Lehman Brothers (Europe) International [2009] EWCA Civ 1161 [65], see also In the matter of Noble Group 
Limited [2018] EWHC 3092 (Ch). The requirement that a scheme is between the company and its creditors and/or 
members has been widely interpreted, and can include arrangements with third parties, provided that the arrange-
ment with the third parties is an integral part of the operation of the scheme and is part of a single proposition 
involving all the parties: T & N (No 3) [2006] EWHC 1447 (Ch). This issue has proved controversial in other  
jurisdictions, such as Australia: see eg Re Opes Prime Stockbroking Ltd (No 1) (2009) 73 ACSR 385.
 148 [2009] EWCA Civ 1161 [74].
 149 It is well established that a scheme of arrangement involving the sale of shares of a target company, including 
where that involves the sale of the entire share capital of a company, falls within the meaning of ‘arrangement’ in  
s 895 of the Companies Act 2006, even though the company seems to have a purely administrative function in  
the sale and purchase process: Re Savoy Hotel Ltd [1981] Ch 351; Re T & N Ltd [2006] EWHC 1447 (Ch); Re Jelf 
Group plc [2015] EWHC 3857 (Ch).

is not limited to something analogous to a compromise.143 The elements of a dispute, and an 
accommodation of that dispute, need not be present.144

For both ‘compromises’ and ‘arrangements’ the courts have required that the scheme 
involve some element of give and take, and not simply amount to a surrender or  confiscation.145 
Therefore, in a scheme between a company and its members, where the members are simply 
giving up their rights, or their rights are being expropriated without any sort of compensat-
ing advantage for them, there will be no ‘arrangement’ or ‘compromise’ between the company 
and its members for this purpose.146 A further limitation is that the company must be a party 
to the arrangement: Part 26 of the 2006 Act does not apply to arrangements or compromises 
between the creditors or members not involving the company. However, subject to these 
limitations, the courts have deliberately avoided giving the term a narrow meaning. They 
have been prepared to sanction arrangements where the rights of shareholders or creditors 
as against the company are varied, or where rights are varied between creditors or sharehold-
ers, or where those groups give up rights against third parties, such as under guarantees.147 
The breadth of the term ‘arrangement’ was endorsed by the Court of Appeal in Re Lehman 
Brothers International (Europe) (in administration) (No 2).148

As a result, a wide range of circumstances have been held to fall within the concept of a 
scheme of arrangement. Some examples of the uses of schemes of arrangement in practice 
are discussed in this section, together with an analysis of why a scheme might prove more 
valuable in certain circumstances than the alternatives that might be available. This is not a 
closed list, however.

15.3.1. As an Alternative to a Takeover Offer

One very common use of schemes of arrangement is as an alternative to a takeover offer.149 
Takeovers are dealt with in detail in chapter fourteen. In recent years schemes of arrangement 
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 150 For recent examples see eg Re Nisa Ltd [2018] EWHC 1183 (Ch); Re Ladbrokes Coral Group plc [2018] EWHC 
1382 (Ch); Re Dee Valley Group plc [2017] EWHC 184 (Ch), [2018] Ch 55.
 151 Companies Act 2006 (Amendment of Part 17) Regulations 2015 (SI 472/2015).
 152 See eg Re Steris plc [2019] EWHC 751 (Ch).
 153 For detailed discussion of the way in which the Takeover Panel regulates takeovers, see chapter 14, especially 
14.2. Although the Takeover Panel has always applied its rules to takeovers effected via schemes of arrangement, 
the practice of using schemes to effect this result has now become so common that the Panel introduced a new 
Appendix (Appendix 7) to the City Code on Takeovers and Mergers (‘the Takeover Code’) to deal specifically with 
this issue. For a discussion of the issues arising from the two-track approach in relation to schemes (ie the fact that 
they are dealt with by the courts under Part 26 of the Companies Act 2006, and the Takeover Panel as a result of the 
Takeover Code) see Re Expro International Group plc [2008] EWHC 1543 (Ch).
 154 See chapter 14.
 155 For a discussion of how the use of a scheme rather than an offer can be useful where the financial assistance 
rules may cause a problem see Re Uniq plc [2011] EWHC 749 (Ch). Prior to March 2015 another potential advan-
tage to a scheme, specifically a ‘reduction’ or ‘cancellation’ scheme, was the ability to avoid the payment of stamp 
duty (since no shares were transferred), but this advantage was brought to an end by the Companies Act 2006 
(Amendment of Part 17) Regulations 2015 (SI 472/2015).
 156 For discussion of private equity transactions see chapter 16.

have become the structure of choice for many recommended bids. A takeover scheme will 
involve all the shares of the target not already owned by the bidder being transferred to the 
bidder as a result of the scheme.150 It was previously possible to implement a scheme by 
cancelling the shares in the target company and utilising the resulting reserve in issuing 
shares to the bidder (a ‘reduction’ or ‘cancellation’ scheme) instead of transferring shares 
in the target company, with the resulting advantage that no stamp duty was payable (there 
being no transfer of shares). However, the use of cancellation schemes to acquire control 
of a target company was prohibited with effect from March 2015,151 although cancellation 
schemes are still available for other purposes, such as a change of corporate domicile.152 
The rules of the Takeover Panel apply to takeovers effected via schemes of arrangement.153

Although takeover offers and schemes of arrangement can be used to achieve the same 
end, namely a change of control of the target company, they operate quite differently, and 
acquirers will need to consider carefully which mechanism is likely to suit them best. 
Crucially, a takeover is an offer by the bidder to the target shareholders without an action 
by the target company being involved,154 whereas a scheme of arrangement is an action by 
the company whereby the target directors ask the target shareholders to vote in favour of 
the change of control.

15.3.1.1.  Advantages and Disadvantages of a Scheme rather than a Takeover 
Offer to Effect a Change of Control

Using a scheme rather than a takeover offer to effect a change of control can provide advan-
tages. The fact that a scheme is binding on all relevant shareholders provides certainty and 
schemes can offer particular attractions where a bidder wishes to acquire 100 per cent 
control of a target company.155 A common scenario in which a bidder will want this level 
of control is in private equity transactions, where the bidder may wish to use the target 
company’s assets to secure the loans made to the bidder to finance the bid, and for this 
reason it will be important for the bidder to acquire all of the target’s shares.156 A successful 
scheme of arrangement will always involve the bidder acquiring 100 per cent of the target, 
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 157 Takeover Code, r 10. The bidder can make the offer conditional on a higher level of acceptances than 50%.  
For discussion see 14.3.1.2.
 158 Companies Act 2006, s 979(2)(a); for discussion see 14.3.1.3.
 159 The flipside of this is that while in an offer 50% of shareholders can block a bid, in a scheme, in theory, a share-
holder holding 25% of the shares can block it. In practice, shareholders with much smaller fractions of the vote may 
block the scheme since (i) only shares voted at the meeting in person or by proxy are taken into account; (ii) shares 
held by the bidder are generally excluded from the scheme, and thus not voted at the meeting; and (iii) there may 
be class meetings, so that a holder of 25% of any class of shares is able to block the scheme.
 160 However, a takeover offer may take longer to complete than a scheme, if the bid is hostile, or if a competing bid 
emerges, or if the bidder needs to make use of the squeeze-out procedure to obtain the rump shares.
 161 See 15.2.2.2 and 15.2.3.1.
 162 There are a number of practical mechanisms that bidders can use to retain some flexibility while using a bid 
to effect a change of control. One possibility is to switch from a scheme to an offer if a competing bid does arise 
(bidders must obtain the consent of the Takeover Panel to do so: Takeover Code, App 7, s 8).

unlike a takeover offer which could involve the bidder acquiring less than 100 per cent, 
and indeed the offer will be successful once the bidder reaches the minimum acceptance 
condition (which must be at least 50 per cent).157 It is not impossible for a bidder to achieve  
100 per cent control via a takeover offer: the squeeze-out provisions allow a bidder to 
mop up the last of the minority shareholders, but these provisions only operate once a 
bidder has acquired 90 per cent in value of the shares to which the offer relates.158 For 
this reason some takeover offers, where the acquisition of 100 per cent of the shares is key, 
will set the minimum level of acceptances at 90 per cent. In a scheme, though, the bidder 
can gain 100 per cent control by obtaining the agreement of a lower level of shareholders:  
75 per cent by value (and a majority in number), rather than the 90 per cent required to 
trigger the squeeze-out provisions in an offer.159

There are also disadvantages to schemes. In particular, the court’s involvement in a 
scheme adds to the cost of the process, and introduces an element of uncertainty regarding 
the exercise of the court’s discretion at the sanctioning hearing. It also has implications for 
the time it takes to implement a scheme: six to eight weeks as a minimum. This is likely to 
be longer than a straightforward recommended takeover offer, where no competing offer 
emerges and the bidder only wishes to gain, say, 50 per cent of the target company.160 The 
involvement of the court also means that there is less flexibility for dealing with new infor-
mation or a new bidder: any adjournment or abandonment of a scheme meeting will require 
an application to court. Another disadvantage of a scheme, as compared to a takeover offer, 
is the need to divide the members into classes in order to vote on the scheme. The issue of 
class meetings is not straightforward, and if the classes are incorrectly constituted this can 
be a reason for the court to refuse to sanction the scheme.161

The bidder may prefer an offer to a scheme because the offer leaves the bidder in 
control of the process, whereas in a scheme it is the target company that is in control. This 
may be important where the bidder anticipates competing bids and wishes to retain the 
flexibility to respond to such a bid, should it arise. It can be more difficult for the bidder to 
change the terms of a scheme than to change the terms of an offer.162 Another reason for 
the bidder to make use of an offer rather than a scheme might be where the bid is hostile. 
While it is theoretically possible for a bidder to acquire shares in the target and then to 
use its position as shareholder to propose a hostile scheme, such schemes are difficult 
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 163 See eg Re Savoy Hotel Ltd [1981] Ch 351. The court will not order that meetings of the members and/or 
creditors be held where it is clear that the company’s approval will not be obtained. A shareholder attempting such 
an action will also face practical difficulties, such as the disclosure requirements that accompany a scheme (see 
Companies Act 2006, s 897).
 164 For discussion see eg Validus Holdings Ltd v IPC Holdings Ltd and Max Capital Group Ltd [2009] SC (Supreme 
Court of Bermuda) 25 Civ (13 May 2009).
 165 Takeover Code, GP 1.
 166 Ibid, r 9.1, discussed at 14.3.4.
 167 Companies Act 2006, ss 983–85; for discussion see 14.3.1.3.
 168 See 14.3.4.1.
 169 For example, in Australia s 411(17) of the Australian Corporations Act 2001 provides that a court will only 
have jurisdiction to approve a scheme of arrangement where either (i) the court is satisfied that the scheme has 
not been proposed to avoid the operation of the takeovers legislation, or (ii) a statement is received from the  
Australian Securities and Investment Commission (ASIC) indicating that it has no objection to the arrangement. 
For discussion see J Mignone, ‘Is There Sufficient Protection for Shareholders in a Members’ Scheme of Arrange-
ment? An Analysis of the Eggleston Principles and s 411 (17) of the Corporations Act 2001’ (2016) Australian 
Journal of Corporate Law 259–84.
 170 For example, in Hong Kong takeover schemes require the approval of at least 75% of the votes of the members 
present and voting in person or by proxy and the votes cast against the scheme must not exceed 10% of the total 
voting rights attached to the ‘disinterested shares’: Hong Kong New Companies Ordinance, Cap 622, s 674(2).
 171 A further concern that is sometimes raised regarding the use of schemes is that they do not facilitate auctions 
for control, and therefore do not maximise shareholder value for the target shareholders. However, if a scheme is 
announced, there is nothing to prevent a subsequent bidder announcing a rival offer, or a rival scheme. Indeed, it 
is not uncommon to see competing bids being introduced after a scheme is announced. There is also no evidence 

to organise in practice.163 It is notable that there have not been any successful hostile 
schemes to date.164

15.3.1.2. Minority Protection in a Scheme

If a scheme is approved in each of the scheme meetings by the requisite majorities and sanc-
tioned by the court, then all the shareholders are bound, even those that dissent. This raises 
the issue of minority protection in a scheme context. In a takeover offer, a number of meas-
ures are put in place to protect minority shareholders. The central principle of shareholder 
equality, enshrined in the City Code on Takeovers and Mergers (‘the Takeover Code’),165 
gives rise to a raft of measures designed to protect shareholders in a bid, including the 
mandatory bid rule,166 the squeeze-out and sell-out rules,167 and various rules regarding the 
offer that bidders can make to shareholders.168 By contrast, in a scheme, the protection in 
place for shareholders consists of the requirement that the members be properly informed 
of the details of the scheme, the fact that the members meet in classes to vote on the scheme 
(and the scheme cannot be sanctioned unless all the classes approve it), and the fact that the 
court must sanction the scheme before it becomes binding on all members.

Concerns are sometimes raised regarding the level of protection available to minorities 
in takeover schemes. In some countries this has led to constraints on the use of schemes 
in this context,169 and to changes in the law to address these concerns.170 These concerns 
may broadly be regarded as falling into two categories: (i) that the approval level for a take-
over scheme is too low; and (ii) that the minority protection in place in takeover offers 
is bypassed in a scheme.171 These arguments are considered next. It is suggested that the 
current stance of the English courts and the Takeover Panel in this regard, ie neutrality as to 
whether a change of control proceeds by way of an offer or a scheme, is correct.
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that companies are sold at lower premia under a scheme as compared to a takeover bid: see, for example, in the 
context of Australian deals, T Damian and A Rich, Schemes, Takeovers and Himalayan Peaks: The Use of Schemes 
of Arrangement to Effect Change of Control Transactions, 3rd edn (Ross Parsons Centre of Commercial, Corporate 
and Taxation Law, University of Sydney, 2013) 712–13.

 172 Re Hellenic and General Trust [1976] 1 WLR 123.
 173 Hong Kong New Companies Ordinance, Cap 622, s 674(2).
 174 Re BTR plc [1999] 2 BCLC 675, affirmed [2000] 1 BCLC 740; Re TDG plc [2008] EWHC 2334 (Ch). In practice, 
the disparity between the approval requirements in a takeover offer and a scheme may not, in fact, be as stark as it 
appears. This is for a variety of reasons, including the fact that in a scheme the shareholders may meet in classes, 
and the approval level is applied to each class, not to the shareholding body as a whole; that only the votes of those 
attending and voting (in person or by proxy) are counted; and that the votes of the bidder and its subsidiaries (if 
they are included in the scheme at all) are generally not taken into account in determining whether the threshold 
test is met. Consequently, even with just one class, if the bidder holds 20% of the shares and only half of the rest of 
the shareholders attend and vote, 10% of the ‘disinterested’ shareholders could block the scheme.
 175 Re BTR plc [1999] 2 BCLC 675, affirmed [2000] 1 BCLC 740; Re TDG plc [2008] EWHC 2334 (Ch).
 176 Re National Bank [1966] 1 WLR 819; Re TDG plc [2008] EWHC 2334 (Ch).
 177 Companies Act 2006, s 21. For discussion see 15.2.2.5.1.

15.3.1.2.1. Concerns Regarding the Approval Threshold for Schemes

Concerns have been voiced that the minority can effectively be bound by a lower percent-
age of the members in a scheme (a majority in number representing 75 per cent in value 
of the members present and voting) than in a takeover offer, where the minority cannot 
be forced to sell their shares unless 90 per cent of the other shareholders have already 
accepted the offer. It has been suggested that approving a scheme of arrangement in such 
circumstances should require a very high standard of proof.172 Other jurisdictions that 
make use of schemes of arrangement have introduced a higher approval threshold for 
schemes used to effect a change of control as an alternative to a takeover offer. In Hong 
Kong, for example, a change in the law in 2014 introduced a requirement that in addition 
to 75 per cent of members voting in favour, the votes cast against the arrangement should 
not exceed 10 per cent of the total voting rights attached to the ‘disinterested shares’.173 
This may be regarded as an attempt to equalise the approval thresholds for takeover offers 
and takeover schemes.

The English courts have on a number of occasions considered whether the approval  
level of schemes should be raised to bring it in line with the position in takeover offers, 
and have consistently rejected this approach.174 The approach of the English courts is that 
whether a company proceeds by way of a scheme of arrangement or a takeover is a matter of 
choice.175 Courts have rejected the argument that where a scheme is used as an alternative 
to a takeover the court should insist on a 90 per cent approval of the scheme by  shareholders.176 
On this view the lower threshold in a scheme is countered by the fact that the court needs 
to sanction the scheme. Minority protection can therefore be ensured at that stage in the 
proceedings. Further, the 75 per cent (by value) approval threshold is in line with other 
significant member decisions, such as whether to alter the articles of the company.177

15.3.1.2.2. Concerns Regarding the Bypassing of Minority Protection in Takeover Offers

A significant amount of minority protection is put in place in a takeover offer, often by way 
of specific takeover regulation, such as the Takeover Code in the UK. Concerns are raised 
in other jurisdictions, to the effect that the use of a scheme to effect a change of control 
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 178 This concern seems to explain s 411(17) Australian Corporations Act 2001. It is notable, however, that strong 
arguments have been made for the repeal of this section by, inter alia, the Corporations and Markets Advisory 
Committee (CAMAC) in Australia: CAMAC, Members’ Schemes of Arrangement, December 2009, 95–108. For 
further discussion of this issue see T Damian and A Rich, Schemes, Takeovers and Himalayan Peaks: The Use of 
Schemes of Arrangement to Effect Change of Control Transactions, 3rd edn (Ross Parsons Centre of Commercial, 
Corporate and Taxation Law, University of Sydney, 2013) 15.2.
 179 See eg Takeover Code, r 24.
 180 See 14.3.4.
 181 See 14.3.1.3. See also J Payne, ‘Schemes of Arrangement, Takeovers and Minority Shareholder Protection’ 
(2011) 11 Journal of Corporate Law Studies 67.
 182 For a discussion of the operation of these schemes in practice see G O’Dea et al, Schemes of Arrangement: Law 
and Practice (Oxford, Oxford University Press, 2012) 9.13–9.92. Note that under Companies Act 2006, s 900, where 

allows bidders to bypass these protections.178 These concerns are misplaced in the context 
of English schemes of arrangement.

Crucially, schemes used to effect a takeover of a company subject to the Takeover Code in 
the UK are subject to that regime just as much as a traditional offer. Many of the obligations 
under the Takeover Code, such as disclosure requirements, apply identically to offers and 
schemes.179 Where differences do exist, there are good reasons for their existence, generally 
based on the structure and operation of a scheme as compared to an offer. For example, some 
of the minority protections that exist for shareholders in an offer, such as the mandatory bid 
rule and the squeeze-out and sell-out rules, do not apply in a scheme. This is explicable and 
justifiable when the differences between takeover offers and schemes are considered.

Minority protection in a takeover offer is needed in order to ensure undistorted choice, 
and in order to prevent oppression of the minority, although the first is a far stronger justi-
fication for the minority protection devices put in place than the second.180 By contrast, 
because a scheme involves a decision of the company, taken by the shareholders collectively 
in a meeting, there is no opportunity for the bidder to divide and conquer. The concerns 
regarding distorted choice do not arise, therefore, in the context of a scheme. The issue in a 
scheme is simply one of minority protection. Here again, though, it is important to differ-
entiate the position regarding takeover offers. There is no need to be concerned about the 
minority shareholders needing a right of exit, since all shareholders are bound to transfer 
their shares to the bidder following a successful scheme. The bidder acquires 100 per cent 
of the shares and there is therefore no possibility of any shareholders being left behind who 
might wish to exit the target company post-bid. The possibility of oppression only arises as 
regards the fact that the majority decision (to sell their shares at a particular price) will bind 
the minority, who must also sell at that price. This form of potential oppression is therefore 
most akin to the position of rump shareholders who are required to sell their shares in a 
squeeze-out following a successful takeover.181

For English schemes, both the courts and the Takeover Panel play a significant role in 
overseeing the use of schemes to effect change of control transactions, and ensuring that 
minority protection is upheld. Concerns about the use of schemes to bypass the minority 
protections put in place in takeover offers are, therefore, misplaced.

15.3.2. To Reorganise a Corporate Group

Another common use of schemes is to reorganise a corporate group.182 This is typically 
done by way of a scheme between a company and its members, which creates a new holding 
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a scheme involves a reconstruction of any company or companies and under the scheme the whole or any part of 
the undertaking or property of any company concerned in the scheme is to be transferred to another company, 
then the court has very broad powers to make a variety of ancillary orders.

 183 See eg Rolls Royce Group plc scheme of arrangement, May 2011, Randall & Quilter Investment Holdings plc 
scheme of arrangement, July 2013, MXC Capital plc scheme of arrangement, February 2015.
 184 See eg Re Steris plc [2019] EWHC 751 (Ch) in which the court sanctioned a ‘cancellation’ scheme of arrange-
ment, the purpose of which was to redomicile a company from the UK to the Republic of Ireland.
 185 There are a number of reasons why companies might want to increase their distributable reserves in this way. 
It may be that in the existing structure there are very low distributable reserves, and the group wishes to unlock 
previously undistributable reserves in order to return capital to the shareholders, either by way of a payment of 
dividends or through a share buyback (see 5.4.1 and 5.4.2), or, alternatively, the group may use this route to return 
to the shareholders cash which has arisen from the sale of some of the group’s businesses. See eg Re Mann Group plc 
[2012] EWHC 4089 (Ch) in which the scheme was effected in order to enhance the group’s access to distributable 
reserves in order to allow the group to continue its previously stated dividend policy.
 186 See Companies Act 2006, s 830(1), discussed at 5.4.1.
 187 Although reduction schemes are no longer possible where the purpose of the scheme is to acquire all of the 
shares of the company, there is an exception where the scheme amounts to a restructuring that inserts a new 
holding company, provided that all or substantially all of the members of the company undertaking the scheme 
become members of the new holding company and their proportionate shareholdings remain substantially the 
same: Companies Act 2006 (Amendment of Part 17) Regulations 2015 (SI 472/2015), reg 3.
 188 Both private and public companies tend to achieve this by way of a special resolution confirmed by the court 
(Companies Act 2006, s 645, discussed at 5.4.3.2), despite the fact that private companies have the option of 
making use of the solvency statement route, which avoids the need to go to court (see Companies Act 2006, ss 
642–43, discussed at 5.4.3.3). Given that the scheme procedure involves two court hearings in any case, it is gener-
ally simpler to combine the reduction of capital and the scheme, and to comply with the requirements of both 
processes. Therefore, in addition to the requirements of the scheme, the company must satisfy the court that it has 
complied with the requirements for the reduction of capital.
 189 Companies Act 2006, s 613.
 190 Ibid, ss 610, 612.

company for the group (often called a holdco scheme).183 There are a number of reasons 
why holdco schemes are used, but two of the most common reasons are to redomicile the 
group to a different jurisdiction,184 something for which there is no mechanism within 
the Companies Act 2006, and to create additional distributable reserves which can then 
be returned to the shareholders.185 Schemes of this kind can therefore be used in order 
to achieve reorganisations of the share capital that could not otherwise be effected. For 
instance, companies wishing to pay dividends to shareholders will face a fundamental 
problem if the company has insufficient distributable reserves to allow it to do so since 
companies may only pay dividends out of distributable reserves.186 The benefit of a holdco 
scheme for a company with low distributable reserves is that it can facilitate the creation of 
additional distributable reserves.

Member schemes can be used to add a new holding company in one of two ways: by 
way of a transfer scheme or by way of a reduction scheme.187 A transfer scheme involves 
the members in the company that is proposing the scheme (oldco) transferring their 
shares in oldco to the new holding company, in exchange for shares in the new holding 
company. In a reduction scheme the members agree to have their existing shares in oldco 
cancelled in consideration for the issue to them of shares in the new holding company.188 
The introduction of the new holding company creates merger reserves for that new hold-
ing company.189 Where the scheme is intended to create additional distributable reserves 
a further step is then required, namely a reduction of capital of the new holding company. 
The reserve created by a reduction of capital is treated as a distributable reserve of the 
company unless the court orders otherwise.190 Therefore, generally this reduction of 



Uses of Schemes of Arrangement 793

 191 Companies Act 2006, ss 645–49 (see 5.4.3.2). If the new holding company is not incorporated in the UK then 
this reduction will need to take place in accordance with the laws of the jurisdiction in which it is incorporated.
 192 The reduction of capital procedure (discussed at 5.4.3.2) is, however, simplified by reason of the fact that the 
new holding company will often have no creditors. As a result, the creditor protection issues that usually arise when 
the court considers whether to confirm a reduction of capital do not tend to arise here. The court may therefore 
dispense with the usual requirement that a list of creditors be settled (s 646(2)) and will generally approve a reduc-
tion where there is a bona fide commercial reason for the reduction, and creditors are adequately protected.
 193 This is not the case in other jurisdictions. In Delaware, for example, a statutory regime allows for the merger or 
consolidation of two or more Delaware corporations or for the merger and consolidation of one or more Delaware 
corporations with one or more corporations from other states in the US (Delaware General Corporation Law,  
§§ 251, 252).
 194 Where this kind of merger involves companies located in different Member States, see the Cross Border Merg-
ers Directive 2005/56/EC and, in the UK, the Companies (Cross-Border Mergers) Regulations 2007 (SI 2974/2007) 
as amended, discussed in Easynet Global Services Limited (Appellant) and Secretary of State for Business, Energy & 
Industrial Strategy (Intervener) [2018] EWCA Civ 10; Re Interoute Networks Ltd [2019] EWHC 1030 (Ch). When 
EU law ceases to apply see The Companies, Limited Liability Partnerships and Partnerships (Amendment etc) 
(EU Exit) Regulations 2019 (SI 348/2019).
 195 Where a scheme of arrangement is used to effect such a merger, s 900 Companies Act 2006 may be relevant. 
This section provides a number of additional powers to the court where the transaction involves a ‘reconstruction’ 
or an ‘amalgamation’. However, Part 27 of the Companies Act 2006 also adds a further layer of regulation for ‘merg-
ers and divisions’ of public companies.
 196 This is subject to exceptions in certain jurisdictions. see, eg, Transfer of Undertakings (Protection of Employ-
ment) Regulations 2006 (SI 2006/246).

capital of the new holding company will increase the distributable reserves by the amount 
of the reduction. If the new holding company is a UK company, this reduction will gener-
ally be by way of a court-sanctioned reduction,191 which is conditional upon the scheme 
of arrangement.192

15.3.3. To Effect a Merger or Demerger

A scheme of arrangement can be used to effect a merger or demerger. The term ‘merger’ 
does not describe a technical legal process in English law.193 Accordingly, it may be used 
to describe a number of different types of transaction. It can be used to refer to a transac-
tion in which two separate entities merge into one legal entity, and the assets and liabilities 
of the target entity are transferred to the surviving entity.194 The use of schemes in this 
scenario is relatively rare.195 There are some practical reasons for this. Share sales are, on the 
whole, more straightforward transactions than asset sales. Only shares are transferred, as 
opposed to all the underlying assets of the business, for which separate transfers with differ-
ent formalities may be required. In addition, on a share purchase, all of the target’s liabilities 
will automatically pass to the buyer. On an asset purchase the buyer only acquires agreed 
and identified assets and liabilities, provided these can be specified with sufficient precision 
as a matter of fact and drafting.196 Further, on a share purchase, the business is transferred 
as a going concern (subject to change of control provisions in relevant contracts). This is not 
necessarily the case with an asset purchase. The tax treatment of share and asset purchases 
is also different. Generally, transfer duties are lower on share purchases. There is little or 
nothing in a scheme of arrangement that can address these issues.

The word ‘merger’ can also be used to describe other transactions. For instance, the 
term might be used more generally to describe a situation in which there is effectively a 
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 197 The use of schemes in this scenario is discussed in 15.3.1.
 198 See eg Re Old Mutual plc [2018] EWHC 873 (Ch).
 199 Partition demergers (ie those involving the splitting of a company’s business into separate ownership) are 
potentially affected by changes to stamp duty relief effected by the Finance Act 2016.
 200 For detailed discussion of the operation of these schemes in practice see G O’Dea et al, Schemes of Arrange-
ment: Law and Practice (Oxford, Oxford University Press, 2012), 9.123–9.152.
 201 See 15.3.2.
 202 A members’ voluntary liquidation is one in which the directors have made a ‘declaration of solvency’ declaring 
that all the company’s debts will be paid in full within 12 months (see Insolvency Act 1986, s 89). For the distinction 
between a members’ and creditors’ voluntary liquidation see Insolvency Act 1986, s 90.
 203 Insolvency Act 1986, s 110(3)(a). As to the timing of this special resolution see s 110(6).
 204 Ibid, s 110(5). Unlike a scheme of arrangement, therefore, a s 110 reconstruction of this kind does not require 
court approval.

takeover of one company by another, perhaps by way of a transfer of shares in the target to 
another company, but for commercial or presentational reasons the parties choose to call 
the scenario a ‘merger’, for example where the companies are of roughly equivalent size and 
they wish the transaction to be perceived as a ‘merger of equals’.197

Schemes of arrangement can also be used to effect a division or demerger of one 
company into two or more companies.198 Demergers may be contemplated for a number of 
reasons, for example to streamline a group whose businesses have become too diverse, or 
in order to escape regulatory restrictions that affect one part of a business but not others, or 
as a preliminary step in a sale of one or more of a group’s businesses to another company.199 
There are various options for a group wishing to effect a demerger.200 One option is the 
issue of a dividend by the company effecting the demerger to its shareholders in the form 
of shares in the subsidiary to be demerged. This will only be possible where the company 
effecting the demerger has sufficient distributable reserves, but the addition of the kind of 
scheme whereby a new holding company is added to the group can be a mechanism for 
creating sufficient distributable reserves to enable this to occur.201 Another option is for the 
company to make use of section 110 of the Insolvency Act 1986, either instead of or, more 
usually, alongside a scheme to effect a demerger. Section 110 of the Insolvency Act 1986 
allows a company to reconstruct itself by means of a voluntary liquidation, ie section 110 is 
designed for use when a company is solvent.202 A typical section 110 demerger involves the 
company transferring its assets to two or more newly created companies in return for shares 
in those companies. The shares in the new companies are then distributed to the sharehold-
ers of the original company in proportion to their shareholdings in the original company, 
and that original company is then wound up. The shareholders may continue to own the two 
companies, or the companies may then be sold. The procedure to put a section 110 arrange-
ment in place starts with a special resolution of the shareholders to wind up the company, to 
appoint a liquidator, to approve the section 110 reconstruction, and to authorise the liquida-
tor to carry out the reconstruction.203 Following the passing of this special resolution, and 
subject to the right of the dissenting shareholders, discussed next, the section 110 arrange-
ment is then binding on all the members of the company.204

Several forms of minority shareholder protection are available in a section 110 recon-
struction. In a members’ voluntary winding up a special resolution is required. Those that 
vote in favour are bound by the arrangement, but can still refuse to accept an interest in 
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 205 Eg, Cleve v Financial Corporation (1873) LR 16 Eq 363.
 206 A shareholder cannot be deprived of the rights afforded by s 111 by a provision of the company’s articles: Payne 
v The Cork Co Ltd [1900] 1 Ch 308.
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 208 Ibid, s 111(2).
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 211 See Insolvency Act 1986, s 123.
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 213 See eg Re City and County Investment Co (1879) 13 Ch D 475.
 214 See 15.2.3.3.

the transferee companies.205 Those that vote against the special resolution can also refuse 
to accept such interests, but they have additional protection under section 111,206 which 
allows a dissentient to write to the liquidator within seven days of the resolution.207 The 
liquidator must then either abstain from carrying the resolution into effect, or purchase 
the members’ interest in the transferee.208 Since the former is only possible if there is some 
barrier to the transaction being carried out, in practice the liquidator will have to buy the 
dissentients out. The price will be that agreed by the liquidator and dissentients, or fixed by 
arbitration.209 The price should take into account the value of the interest before reconstruc-
tion. Although members’ rights can be varied using this form of arrangement, it will not 
generally be possible to make them significantly less attractive. If a number of the members 
elect to be bought out, the reorganisation under section 110 may well become prohibitively 
expensive. A reconstruction can also be challenged by a shareholders’ action against the 
company. This action may be brought by any member that dissented, but will be brought on 
behalf of all shareholders.210

As for the protection of creditors in a section 110 reconstruction, the creditors of the 
transferor company remain as such, and retain all their rights against the company. It will 
normally be part of the arrangement in a members’ winding up that the transferee agrees 
to meet the liabilities of the transferor, and gives an indemnity to that effect. Alternatively, 
the transferor may retain sufficient assets to pay its creditors. Creditors can attempt to stop 
a section 110 demerger from progressing by petitioning the court for a compulsory winding 
up order. To succeed the creditors must demonstrate either that it is just and equitable to 
wind up the company, or that the company is unable to pay its debts.211 If the court orders 
that the company be wound up within one year of the special resolution authorising the 
section 110 scheme, the special resolution is not valid unless sanctioned by the court.212 As 
a result, the demerger will remain open to challenge for a year after the transaction, and that 
challenge can be brought by any creditor whose debts are not discharged.213 The demerger 
is therefore subject to a considerable period of uncertainty post-transaction, which does 
not exist in a scheme.214 As a result of these disadvantages, schemes may be used alongside 
section 110, in which case a holdco scheme may be used to add a new holding company to 
the group, which is then liquidated using the section 110 procedure. Since this new holding 
company will have no creditors, or relatively few creditors, the effect of introducing a holdco 
scheme is to reduce the possibility of a challenge by creditors.
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 215 Joint Stock Companies Arrangement Act 1870.
 216 The Companies Act 1907 extended schemes to companies not in liquidation and the Companies (Consolida-
tion) Act 1908 extended schemes to arrangements between a company and its members or any class of them.
 217 Companies Act 2006, s 21 (regarding alterations of articles). This is subject to the common law principle that 
the majority must act bona fide in the best interests of the company: Allen v Gold Reefs of West Africa Ltd [1900] 1 
Ch 656.
 218 However, this position can be varied by contract. In deeds of debt securities, for example, it is common to 
provide that the trustee can take action against a corporate borrower with the approval of a specified majority less 
than 100%. See 8.3.3. As with shareholders’ ability to alter the articles, there are common law restrictions on the 
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 219 See 15.2.
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15.3.4. To Effect an Arrangement between the Company and its Creditors

When schemes of arrangement were first introduced in 1870,215 they applied only to 
arrangements between a company and its creditors, and only to arrangements proposed by 
companies in the course of being wound up. Both of these constraints were subsequently 
dropped,216 but it remains a common use of schemes of arrangement to effect a compromise 
between the company and its creditors.

There are a number of general reasons why a scheme may be valuable as a mecha-
nism for amending its arrangements with its creditors. First, it allows the majority to bind 
the minority. It is possible for an arrangement between a company and its creditors to be 
effected via informal consensual arrangements between the parties. The difficulty with a 
contractual workout is that all creditors whose rights are being altered have to agree to 
the alteration. In general, the position regarding creditors is therefore distinct from that 
regarding shareholders. For shareholders, if the rights are in the articles, then 75 per cent 
of the shareholders can, in principle, bind the minority.217 As regards creditors, the usual 
position is that a single dissenting creditor, even one holding only a very small percent-
age of the company’s debts, can prevent the compromise.218 By contrast, in a successful 
scheme the majority creditors within a class are able to bind the minority, provided the 
scheme is subsequently sanctioned by the court.219 Second, schemes can be used whether 
the company is solvent or insolvent.220 So, for example, a scheme may be used to restruc-
ture a company before insolvency in an attempt to head off liquidation. Third, schemes are 
also very flexible devices, and the lack of statutorily prescribed content means that schemes 
can be tailored to the needs of particular companies and can be used in a wide variety of 
ways, to modify all aspects of the creditor-debtor relationship, including security rights, 
swapping debt for equity, facilitating a solvent run-off of a company, or as an alternative to 
liquidation or administration.

There are other statutory processes that can be used to effect arrangements between a 
company and its creditors, but a scheme of arrangement can be extremely valuable and, 
particularly in relation to debt restructurings of large companies, schemes have become 
very common.
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 221 Re Anglo American Insurance Co Ltd [2001] 1 BCLC 755.
 222 Re BCCI SA (No 3) [1993] BCLC 1490.
 223 This section will focus on the use of schemes to restructure the debts of English companies, but English 
schemes have increasingly been used to restructure the debts of foreign companies too. For discussion see J Payne, 
‘Cross-Border Schemes of Arrangement and Forum Shopping’ (2013) 14 European Business Organization Law 
Review 563.
 224 The main debt restructuring alternatives are contractual workouts, company voluntary arrangements (CVAs) 
and administration. For discussion see J Payne, ‘Debt Restructuring in English Law: Lessons from the US and the 
Need for Reform’ (2014) 130 Law Quarterly Review 282.
 225 Different definitions of ‘moratorium’ can be adopted. On one view a moratorium is simply a period in which 
debts are not due and payable. However, a moratorium of this kind would be of relatively limited value to a 
company in a restructuring since it would still leave open the possibility of creditors pursuing their claims against 
the company in a manner which could be disruptive of the attempted restructuring, for example by seeking to have 
the company wound up. The definition of ‘moratorium’ adopted in this chapter is that utilised in the Insolvency 
Act 1986, which focuses on a broader concept of a statutory stay: see eg Insolvency Act 1986, Sch B1 paras 42–43 
(as regards administration), Sch A1 Part III (as regards CVAs involving small companies).

15.3.4.1. Restructuring the Debts of Financially Distressed Companies

15.3.4.1.1 The Use of Schemes of Arrangement

There are numerous ways to make use of a scheme where a company is financially distressed. 
One possibility is for a scheme to be used alongside, or instead of, liquidation. Schemes can 
provide a number of advantages in such scenarios: for example, courts have been prepared 
to depart from provisions that would otherwise be applied, such as set-off rules,221 or the 
pari passu principle.222 However, in recent years a more common use of schemes has been 
as a debt restructuring tool.223 Debt restructuring is a process that allows a company facing 
cash flow problems and financial distress to reduce and renegotiate its delinquent debts, in 
order to improve or restore liquidity and rehabilitate the company so that it can continue its 
operations, possibly with a view to selling the company or its business. A typical scenario 
might involve a group of companies whose performance is below that forecast in its busi-
ness plan. The group is unable to meet forthcoming payments on its senior debt and cannot 
afford to pay the interest on its junior debt. The group is cash flow positive at an operating 
level, ie there is a business worth saving, but the original business plan was too optimistic 
and the group has no chance of ever being able to repay all its senior and junior debt.

The most common restructurings involve the postponement of imminent liabilities into 
the more distant future; the conversion of fixed liabilities for more fluid ones, such as a  
debt-for-equity swap; and/or debt write-downs whereby all creditors of a particular type 
agree a pro rata reduction in the value of their claims. Rehabilitation of this kind will often 
be preferable to liquidation, and dissolution. This, of course, pre-supposes that the company 
is not economically distressed, but merely financially distressed, ie it is cash-flow insolvent 
but is nevertheless economically viable: there is a business that is worth saving, either within 
the present company or in a new entity. Schemes are often used alongside some of the alter-
native debt restructuring mechanisms open to companies.224

Various features of a debt restructuring regime are likely to prove valuable to a company 
in this exercise. The first is some kind of moratorium while the company seeks to negoti-
ate a restructuring with its creditors,225 which can prevent individual creditors instituting 
enforcement actions against the company during a restructuring, when negotiations are 
taking place, and thus can provide the company with breathing space in order to try to 



798 Schemes of Arrangement

 226 In Bluecrest Mercantile BV; FMS Wertmanagement AÖR v Vietnam Shipbuilding Industry Group [2013] EWHC 
1146 (Comm), the judge was prepared to exercise the discretion of the court to grant a stay regarding creditors’ 
claims pending consideration of a proposed scheme of arrangement:.
 227 Another issue that might be included in this list is that of whether the directors remain in control of the 
company during the restructuring, which they do in schemes, for example, but do not in other restructuring 
mechanisms, most notably administration (see Goode: Insolvency, ch 11). This issue may have positive or negative 
effects. Leaving the directors in control can be advantageous, since they know the company best, have long-term 
relationships with creditors that may be beneficial in the renegotiations, and may be incentivised to tackle financial 
distress at an earlier stage if they are not concerned about being displaced in the restructuring process. However, 
where the directors are to some extent the cause of the company’s financial distress, leaving them in control of the 
company is less likely to be advantageous.
 228 Schemes satisfy more of these requirements than any of the other potential restructuring tools, namely 
contractual workouts, CVAs and administration. For discussion see J Payne, ‘Debt Restructuring in English Law: 
Lessons from the US and the Need for Reform’ (2014) 130 Law Quarterly Review 282.
 229 See, by way of contrast the Government’s proposed new restructuring plan, which includes a cross class  
cramdown, discussed at 15.3.4.1.2(b).
 230 For discussion see 15.3.4.1.2(a).
 231 [2004] EWHC 924 (Ch).
 232 Ibid, [7]. For a more recent example see eg Re Bibby Offshore Services Limited Plc [2018] EWHC 1003 (Ch).
 233 The value of debt/equity swaps to distressed companies wishing to reorganise their affairs is well understood: 
DTI Consultation Paper, Encouraging Debt/Equity Swaps (1996). Debt-equity swaps need to comply with the rele-
vant provisions of the articles of association and of the Companies Act 2006, regarding the issue of the new shares. 
For example, pre-emption rights may need to be set aside (for discussion see 4.4.3). If the company’s shares are 
listed there will also be a requirement to comply with the Listing Rules.

conclude a restructuring agreement with its creditors.226 It may also be valuable for the 
company if it does not have to obtain the approval of every creditor but, instead, the reor-
ganisation can go forward with the approval of a majority of creditors, ie the reorganisation 
can be imposed on dissenting minority creditors to some extent. Finally, it will generally 
be advantageous for the company if its financial distress can be dealt with at an early stage. 
Placing the debt restructuring mechanism in insolvency law and making insolvency a 
pre-condition for access to the mechanism, for example, will reduce the capacity for early 
intervention, and may therefore reduce the opportunity to avoid liquidation.227

Schemes provide a number of these features:228 in particular, they operate pre- 
insolvency, and allow the majority of a class to impose its views on the minority, although 
every class must vote in favour of a scheme before it can be sanctioned, ie it is not possible 
to cram down a whole class using a scheme alone.229 There is no moratorium attached to a 
scheme at present, although the Government has announced plans to introduce a restruc-
turing moratorium that could be used with a scheme.230 Nevertheless, schemes have in 
recent years increasingly been used to restructure the debts of financially distressed compa-
nies, often as an alternative to liquidation or administration.

In Re Telewest Communications plc,231 for example, the company was insolvent and the 
scheme put in place was a debt-equity swap, which was presented as a ‘substantially better 
alternative’ than the formal insolvency options open to the company.232 A swap of this kind 
has the dual effect of reducing the debt levels of the company, and therefore interest payment 
obligations, whilst increasing the company’s capital base, and so diluting the interests of 
existing shareholders.233 From a creditor’s point of view such a swap can look attractive, as 
the creditor may be offered the opportunity to participate in a future return on investment 
that is greater than the potential return available on liquidation. For example, an unsecured 
creditor facing the prospect of little or no return on liquidation might well be prepared to 
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 234 Another potential disadvantage is that it may prove difficult for the creditor to realise the investment after 
conversion, as the sale of the shares may prove difficult.
 235 Insolvency Act 1986, Sch B1 paras 42–43.
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swap debt for equity, especially if that equity carries a preferential dividend rate and/or an 
opportunity to participate in the surplus. The upsides, in terms of potential returns, of an 
equity investment are, after all, potentially unlimited, and the creditor may have little to lose. 
This potential gain may compensate for the fact that the creditor will then lose priority on 
insolvency.234 For secured creditors the bargain may not be so obvious, and the incentive to 
engage in the swap may be weaker. In Telewest, the creditors for the purpose of the scheme 
of arrangement included its bondholders, a subsidiary company (Telewest Jersey) in respect 
of a loan from the subsidiary to Telewest, and the holders of the Telewest Jersey bonds in 
respect of a guarantee from Telewest. The scheme proposed that the bonds, and claims aris-
ing under them, would be cancelled in exchange for 98.5 per cent of the issued share capital 
of a new holding company, Telewest Global Inc. All of Telewest’s assets would be transferred 
to Telewest Global, and the remaining 1.5 per cent of its shares would be held by Telewest’s 
existing shareholders. The scheme therefore provided for an immediate cancellation of the 
claims in respect of the bonds, the inter-company debt and the Telewest guarantee of the 
subsidiary’s bonds. In consideration, each scheme creditor became entitled to receive new 
shares denominated in dollars in a new company, Telewest Global Inc, pro rata to their total 
claims. The scheme was sanctioned by the court and the company thereby avoided being 
placed in liquidation or administration.

While Telewest is an example of a scheme being used as a standalone mechanism, in recent 
years schemes have also been twinned with administration in order to overcome the two 
potential weaknesses in using schemes alone to restructure the debts of a company, namely 
a lack of moratorium and the inability to cram down a whole class of members or creditors. 
One significant advantage of administration is the existence of a general moratorium on the 
enforcement of remedies,235 and consequently it is easy to see that twinning these proce-
dures allows companies to access this moratorium. However, it is less immediately obvious 
why the addition of administration into the mix facilitates a cramdown of whole classes in 
a restructuring, as administration does not per se allow such a cramdown. Indeed, admin-
istration demonstrates an unwillingness to interfere with the rights of secured creditors, 
in particular.236 To understand the benefit that can be gained from twinning schemes and 
administration it is helpful to consider the IMO Carwash restructuring.237

In that case, Bluebrook Ltd and two of its indirect subsidiaries were balance sheet insol-
vent. Rather than go into liquidation, three schemes of arrangement were devised between 
the companies and the lenders of the senior debt. The schemes gave effect to a restructur-
ing arrangement whereby the business of the group was transferred to a new corporate 
structure via the use of a pre-pack administration, and the senior lenders effectively substi-
tuted their debt for shares in the restructured group. The junior lenders were left behind 
in the scheme companies and, since their rights in the scheme companies were not being 
altered, they were not part of the schemes and did not, therefore, have the opportunity to 
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 238 See 15.2.2.1.
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vote on whether the schemes should be approved.238 The junior lenders attended the sanc-
tioning hearing to challenge the reorganisation, arguing that although their rights against 
the scheme companies were left intact, the fact that all the assets had been transferred to the 
new companies meant that the schemes were in fact unfair to them. The judge determined 
that the value of the assets of the group ‘broke’ in the senior debt, ie the junior creditors 
had no remaining economic interest in the group, and therefore that it was appropriate to 
sanction these schemes despite the objection of the junior creditors.239 Consequently, this 
structure allowed for the de facto cramdown of the junior creditors since the reorganisation 
of the group could go ahead without their consent.

Some jurisdictions, most notably the US under Chapter 11 of the Bankruptcy Act 1978, 
provide a single, flexible debt restructuring mechanism that includes a moratorium and 
allows for a cramdown of whole classes.240 In recent years a number of jurisdictions, both 
within the EU241 and beyond,242 have reformed their restructuring law to obtain these bene-
fits in a standalone regime. This seems likely to continue, not least because a Restructuring 
directive was published in 2019 with a view to ensuring that all member states have in place 
effective mechanisms for restructuring financially distressed but viable companies.243 This 
Restructuring directive provides a mechanism that is debtor-in-possession, can operate at 
an early stage, contains a restructuring moratorium and provisions on rescue finance.244 
There are some similarities with the restructuring mechanism in the EU directive and the 
English scheme, which is unsurprising given that the scheme of arrangement along with US 
Chapter 11 provided much of the inspiration for the reforms, but there are some significant 
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differences too.245 Although the English scheme, when twinned with administration, can 
achieve the functional equivalent of the cross class cramdown contained in the directive, 
this is rather unwieldy, and contains some potentially problematic elements, such as the 
need to transfer the assets of the company (or group) to a new entity. The need for the UK to 
remain competitive globally has prompted the development of proposals to reform the UK 
debt restructuring regime, discussed in 15.3.4.1.2.

15.3.4.1.2 Government Proposals for a New Restructuring Plan

There have been a number of attempts to reform this area of the law in recent years. For 
example, the Insolvency Service proposed the introduction of a restructuring moratorium 
in 2009, which would have attached to schemes,246 but these proposals were shelved follow-
ing what the Insolvency Service perceived to be a lukewarm response.247 In May 2016 the 
Insolvency Service announced a new consultation, this time encompassing proposals for an 
enhanced moratorium, a cross class cramdown and some measures designed to facilitate 
rescue finance,248 prompted in part by a desire to ensure that the UK remains competitive 
in the global market. The Government took account of the responses to this consultation249 
and announced plans for reform in August 2018.250 While the introduction of a restruc-
turing moratorium and a cross class cramdown received broad support from respondents 
to the consultation, and, accordingly, new legislation to implement these measures will be 
introduced ‘as soon as parliamentary time permits’,251 the proposals regarding rescue finance 
were not well-received. The vast majority of respondents were opposed to the introduction 
of legislative measures regarding rescue finance, pointing to the existence of market-based 
solutions, and raising the danger that any legislative solutions might interfere with these,252 
and the Government has therefore, rightly, decided not to proceed with the rescue finance 
proposals at this time.253
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 256 Ibid, para 5.31.
 257 Ibid, paras 5.33–5.34.
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 261 The UK has made some inroads into this area however, by ensuring the continuity of supply of utilities and IT 
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 262 BEIS, Insolvency and Corporate Governance: Government Response, 26 August 2018, paras 5.51–5.56. This 
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 263 Ibid, para 5.39.

15.3.4.1.2(a) Introduction of a Restructuring Moratorium

The Government proposes the introduction of a restructuring moratorium254 that will be 
available to companies involved in restructuring, including by way of a scheme of arrange-
ment, as long as various qualifying conditions are met: the company is in financial distress, 
the test on the relevant financial state being ‘one of prospective insolvency, that is, based 
upon the requirement that a company will become insolvent if action is not taken’;255 the 
company is capable of rescue, the test being that ‘rescue is more likely than not’;256 and  
the company can demonstrate that it has sufficient funds to carry on its business during the 
moratorium, meeting current and new obligations as they fall due.257 There are also various 
eligibility tests that the company must meet. For example, a company will not qualify for 
a moratorium if it has entered into a moratorium, administration or Company Voluntary 
Arrangement in the previous 12 months.258

The scope of the proposed restructuring moratorium is broader than that which exists 
in administration at present, ie a stay on insolvency procedures and other legal processes to 
pursue creditor claims.259 The Government plans to legislate to prohibit the enforcement of 
termination clauses (ipso facto clauses) by a supplier of goods and services where the clause 
allows a contract to be terminated on the ground that one of the parties to the contract has 
entered formal insolvency.260 This is something that exists in US Chapter 11, but has not 
been part of the UK regime to date.261 This proposal recognises the fact that the withdrawal 
of vital services can reduce the chance of a successful business rescue and this knowledge 
may lead some suppliers to demand ‘ransom’ payments at the expense of other creditors. 
This proposal overrides the contractual protection creditors have put in place for themselves 
and therefore creditors safeguards need to be in place. Whether the correct balance will be 
struck remains unclear as the details of this provision still need to be fleshed out. The mora-
torium will be for a maximum period of 28 days in the first instance although extensions are 
possible.262 Creditors will be able to apply to court to challenge the moratorium if they can 
demonstrate that they have suffered unfair prejudice.263
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The proposed new restructuring moratorium will be potentially valuable for financially 
distressed companies seeking to restructure their debts using a scheme. Although compa-
nies can (and do) find ways around the lack of a restructuring moratorium at present, for 
example by making use of standstill arrangements,264 this new mechanism may be a useful 
tool for companies undergoing restructuring, especially once creditors become numerous 
and heterogeneous. However, it may be that the comparatively short length of the morato-
rium and the need for a corporate rescue to be ‘more likely than not’ will limit its value to 
companies. The Government appears to be alert to the need to ensure that creditor interests 
are protected during a restructuring moratorium and significant safeguards are included, 
often building on the established protections available in the existing moratoria that operate 
in the UK, in administration for example. There remain some issues of concern and doubt, 
however, for example regarding the operation of the ban on ipso facto clauses, which can 
only be finally assessed once the full legislative details are published.

15.3.4.1.2(b) The Creation of a Restructuring Plan

The proposed new restructuring plan will sit alongside existing restructuring procedures, 
including schemes of arrangement, which will continue to be available for the restructur-
ing of companies both inside and outside the UK. The restructuring plan is effectively an 
enhanced scheme of arrangement, with a cross class cramdown added, but structurally 
otherwise very similar to the scheme in both form and substance. It is intended that the 
restructuring plan can be combined with the proposed restructuring moratorium, but this 
is not a prerequisite.

The proposals envisage a restructuring plan which will bind all creditors, including 
secured creditors, and will enable a cross class cramdown, as long as certain conditions 
are met. The restructuring plan will be available to both solvent and insolvent companies,  
ie there are no financial conditions in place in order to qualify for a plan.265

Of course, a cramdown of this kind needs to include protection for creditors. The 
Government envisages very similar protections for creditors to those that exist in a scheme 
of arrangement. The creditors will be divided into classes grouped by similar rights or treat-
ment, to be decided by the company and approved by the court. The approval requirement 
is 75 per cent by value voting in favour of the plan. This is a change from the approval 
test in a scheme of arrangement which has two elements: in addition to 75 per cent by 
value voting in favour, there must also be a majority in number of creditors of each class 
who approve the restructuring. The majority in number test has been heavily criticised,266 
and the Government removal of this aspect of the approval requirement is therefore to 
be welcomed. However, in order to protect minority creditor interests the Government 
proposes introducing a connected party subtest which will require that ‘more than half of 
the total value of unconnected creditors vote in support’.267

Once the creditors have voted on the plan a second court hearing will be required to 
confirm the plan. In order to ensure the protection of dissenting creditors in a cross class 
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cramdown, the Government proposes that at least one class of impaired creditors will need 
to vote in favour of the scheme and the absolute priority rule must be followed, ie a class of 
creditors must be paid in full before any class of creditors junior to that class may receive or 
retain any property in satisfaction of their claims, unless the more senior class consents to 
any departure from this principle. The absolute priority rule is a feature of US Chapter 11 
but has often been criticised as being too inflexible and a potential barrier to a debtor’s 
successful restructuring.268 The Government’s proposals seek to deal with this danger by 
allowing the court to confirm a restructuring plan even if it does not comply with the abso-
lute priority rule where that non-compliance is (i) necessary to achieve the aims of the 
restructuring and (ii) just and equitable in the circumstances.269 In order for the court to 
assess whether the absolute priority rule has been met, the Government proposes the use of 
a valuation based on the use of the ‘next best alternative for creditors’.270 The Government’s 
attempt to inject some flexibility into this issue is to be welcomed. It is helpful that the 
Government has recognised that applying a liquidation valuation in all instances is too 
simplistic.271 However, this ‘next best alternative’ test seems likely to open up the possibility 
of litigation in many cases. Arguments about valuation have played a relatively small role 
in restructuring schemes cases to date, but the proposed restructuring plan will place a 
significant burden on English judges to deal with this issue. Again, a full assessment of these 
provisions will only be possible once the full legislative details are published.

15.3.4.2. Settling Claims within the Insurance Industry

Another use of creditor schemes relates to their use to settle claims in the insurance indus-
try. Schemes can be particularly helpful to insurance companies wanting to deal with 
incurred but not yet reported (IBNR) obligations. This is particularly important for insur-
ance offered in relation to issues such as asbestos, where exposure to the harm occurs during 
the period covered by the policy, but the personal injury resulting from that exposure might 
only manifest itself years or even decades later.

These schemes can be used when a company is in liquidation, as it can be a way of intro-
ducing a long stop date into the submission of claims, in order to allow the liquidator to 
more quickly complete the process of assessing the claims against the company which must 
be paid, and thereby bring the liquidation to a conclusion.272 These schemes are sometimes 
called cut-off schemes since they require scheme creditors to submit both their claim and 
their evidence for the claim to the scheme adjudicator by a specified date.

Alternatively, insurance companies may elect to stop writing certain types of coverage 
and go into ‘run-off ’, meaning that the company ceases to provide that type of coverage, 
but it continues to remain bound by its pre-existing contractual commitments under the 
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policies it has already issued. As long as claims continue to be presented and the company 
remains solvent, the claims will continue to be met in full. Run-off of insurance policies of 
this kind can take a long time to administer because claims may be presented for many years 
to come.

If a company wants to expedite this process, it could offer to commute its obligations to 
its policyholders, exchanging early payout for cancellation of the insurer’s future obligation 
to pay claims as they arise in the ordinary course of business. Commutations are frequently 
based on actuarial calculations of the present value of future claims, determined in accord-
ance with historical claims experience. An insured may be willing to accept a commutation 
of its policy rights if the amount of the early payout is sufficient, but only if the insurer is 
in a formal statutory winding up or liquidation procedure can it compel the policyholder 
to enter into a commutation. A policyholder with IBNR claims might refuse to commute 
its policy because of the extraordinary difficulty it would face trying to reach agreement 
with the issuer about the value of its claim. To expedite the run-off process and termi-
nate their longstanding contractual commitments to their policyholders without entering 
into a formal insolvency or liquidation proceeding, and without having to enter into formal 
commutation with each policyholder, a number of solvent UK insurance companies have 
proposed schemes of arrangement.273 These schemes can allow wholly solvent companies 
to manage their IBNR liabilities. The effect of a scheme in such a situation is to enable the 
company to achieve finality in relation to these claims, thus facilitating a release of capital 
to the shareholders that had previously been held against the possibility of future claims, or 
perhaps allowing the company to move into a new area of operation.

There are potential disadvantages to such schemes, of course, not least the fact that the 
claims are estimated, and therefore some policyholders or creditors will receive less (or 
more) than they would have received had the scheme not been implemented. The problems 
of estimation are obviously far more acute for IBNR claims than for those claims that have 
already matured. Also problematic is the fact that, in order to achieve finality, a scheme may 
introduce a bar date by which point creditors must submit their claims. Any creditor failing 
to submit a claim by this date may not receive payment under the scheme. The role of the 
court in ensuring creditor protection, both in determining the appropriate class meetings 
and in determining whether to sanction the scheme, is therefore key.274

15.4. Conclusion

Schemes of arrangement are an important tool which can be used to facilitate a wide vari-
ety of arrangements and compromises between a company and its members or creditors. 
Although they have been around for over a century, schemes have undergone something of 
a renaissance over the last decade or so. Most commonly this involves the use of schemes 
to effect a change of control of a company, or to restructure the debts of a financially 
distressed company, although schemes are capable of being used in a much wider variety of 
circumstances.
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Often a scheme will be more useful than the alternative mechanisms available to the 
company (such as a takeover offer), although it is also possible for schemes to be used in 
combination with those alternatives in order to capture and maximise the benefits of both, 
for example where schemes are twinned with administration. The fact that schemes can 
facilitate the imposition of a reorganisation on a minority of creditors or members (within 
a class) by the majority means that an important role for the court is to ensure that minori-
ties are properly protected. This can occur both at the class meetings stage and at the court 
sanctioning hearing. Developments in the operation of schemes in recent years have tended 
to place more emphasis on the latter stage. Courts have recognised that their role requires a 
balance of the rights of the minority and majority: while schemes should not be utilised in 
a way that rides roughshod over the minority, neither should the minority necessarily have 
a veto over a reorganisation that has the support of the majority of members and creditors. 
The pragmatic and commercially sensible approach adopted by the courts in relation to this 
issue, and others, is another reason why schemes have been increasingly used as a tool to 
reorganise company capital in recent years.
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Report 2018; Invest Europe, European Private Equity Activity Report 2017, May 2018. For a discussion of whether 
private equity does threaten the public markets see eg B Cheffins, ‘Rumours of the Death of the American Public 
Company are Greatly Exaggerated’, European Corporate Governance Institute (ECGI)—Law Working Paper  
No 444/2019.
 2 For discussion see 16.7.1. It was estimated in 2006 that 8% of the UK workforce was employed in private 
equity-owned firms: House of Commons Treasury Committee, Tenth Report of Session 2006–07, Private Equity, 
30 July 2007, HC 567-I, 7.
 3 2011/61/EU. This directive entered into force on 21 July 2011 and was implemented in the UK primarily 
through the Alternative Investment Fund Managers Regulations 2013 (SI 2013/1773) (‘the AIFM Regulations 
2013’) and updates to the FCA Handbook, but see also Alternative Investment Fund Managers (Amendment) 
Regulations 2013 (SI 2013/1797); and Alternative Investment Fund Managers Order 2014 (SI 2014/1292). The 
regulation of private equity is discussed further at 16.7 below.

16
Private Equity

16.1. Introduction

Private equity has grown enormously in the UK in the last 30 years, to the point where 
it has been said to rival the public markets as a source of financing.1 This development 
has raised concerns, however, most notably regarding the lack of disclosure and transpar-
ency to which private equity backed companies have traditionally been subject, and the 
position of non-shareholder stakeholders, particularly employees, within such companies.2 
Calls for the regulation of private equity were heightened by the global financial crisis of 
2008, which added a new driver to these discussions, namely systemic risk concerns. The 
most significant development in this regard for private equity in the UK is the Alternative 
Investment Fund Managers Regulations, which implemented the Alternative Investment 
Fund Managers Directive (AIFMD), and which create new obligations for private equity 
firms as well as for other fund managers, such as hedge funds.3

This chapter examines the development of private equity transactions in the UK, analy-
ses the nature of these transactions, and considers whether the concerns raised in relation 
to private equity are justified. Many of the conflicts and issues discussed in earlier chapters 
are in evidence here, and many of the techniques for protecting shareholders, creditors and 
other stakeholders in the company explored in those chapters are discussed in this context. 
First, though, a definition is required. The term ‘private equity’ encompasses a number of 
different types of transactions, the unifying theme being that the capital involved has been 
raised privately and will not be deployed by investing in a company which is publicly traded. 
Such transactions include the provision of venture capital or development capital to young 
or emerging companies, which typically does not involve the private equity firm  obtaining 
a majority stake, and buy-outs, where the private equity firm buys majority control of an 
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existing or mature firm.4 A variation on this latter type of funding is the buy-out of a publicly 
owned company which is then taken private. In recent years the term ‘private equity’ has 
come to be most closely associated with the buy-out transaction.

16.2. Historical Development

The core concept and model of modern private equity originated in the US. Private equity 
really began to develop there in the 1970s,5 following the founding of the buy-out firm 
Kohlberg Kravis Roberts (KKR) and the development of the leveraged buy-out (LBO) 
model.6 This model involves buying a business by borrowing money from a third party, 
often a bank. The company’s cash flows are used to make the loan repayments and, together 
with the company’s assets, to provide security for the lenders until the debt is repaid. Often 
the aim is to buy the greatest amount of assets for the smallest amount of equity investment, 
ie to leverage the purchase to the greatest extent possible. One important factor that contrib-
uted to the development of private equity in the US from the 1970s onwards was the rise of 
high-yield (‘junk’) bonds7 which provided firms such as KKR with a highly liquid market 
for available debt. Over time, other forms of LBO model emerged in the US, including 
‘break-up’ LBOs where the assets of the purchased company were seen as the main vehicle 
for repaying the debt, and ‘strategic’ LBOs where a number of single entities (perhaps loss 
making) were consolidated into a more attractive whole before being offered for sale.

The number of private equity firms in the US gradually increased, as did the amount 
of capital available to them. In addition to a liquid debt market, the firms found that a 
number of investors (notably the US state pension funds) wanted to make equity invest-
ments in this sector. By 1989 the sector had grown to the point where KKR was able to make 
a $31 billion hostile takeover of the US listed foods and tobacco company RJR Nabisco/
Borden. The 1990s saw the continued growth of the market, and the development of a wider 
variety of private equity formats. Private equity in the US had a quiet period in 2001–04, 
corresponding to a downturn in the global economy at that time. However, the recovery of 
the economy, together with low interest rates and increasing levels of cheap debt, fuelled 
another surge in private equity activity after 2004, until the onset of the financial crisis in 
2008. The availability of cheap debt, together with the impact of the Sarbanes-Oxley Act, 
which arguably made private equity even more attractive than publicly traded companies, 
helped to fuel this increase. The private equity market slowed down in the aftermath of the 
financial crisis, but has subsequently started to recover, and the US remains the most impor-
tant global centre for private equity transactions.8
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Private equity was slower to develop in the UK. Although private equity in some form 
has existed in the UK for more than 70 years,9 it only really started to expand in the late 
1980s. At that time private equity in the UK still only comprised venture capital, whereby 
capital is supplied to provide funding to start-up businesses. It is also notable that in this 
period the transactions were management-led, ie the managers of a company would iden-
tify an opportunity they wished to pursue and they would then take their business plan 
to private equity organisations (venture capitalists) in order to obtain backing in the deal. 
These deals were therefore quite unlike the more dynamic LBO model that existed in the US 
at this time. It can fairly be said that at this point private equity in the UK ‘operated at the 
fringes of corporate finance and corporate activity’.10

However, the intervening period has seen an enormous expansion and develop-
ment of this industry in the UK. In 1984 the members of the British Venture Capital 
Association (BVCA) invested £190 million in 479 companies, whereas in 2017 members 
of the BVCA invested £22.2 billion in 1,030 companies.11 As the market developed, the 
deals tended to be initiated not by the management team but by the private equity funds 
themselves, as they sought deals to finance. This change from deals being management-led 
to investor-led impacted on the nature of the deals themselves. Whereas in the 1980s it was 
common for management to hold the majority of the shares in the private equity backed 
firm, this changed so that the private equity fund would hold the majority stake. Today 
it is uncommon for the management to hold more than 25 per cent of the equity in the 
company. The consequential effect of this change has been to put the portfolio company 
under the control of the fund rather than the management. The language used to describe 
these deals has also changed. Instead of referring to the transactions as ‘management buy-
outs’ or ‘management buy-ins’ (where the management team joined the business at the time 
of the acquisition) it has become more common to refer to them as ‘leveraged buy-outs’, in 
the US style. The general term ‘private equity’ is used today to cover all those transactions 
where investment funds managed by private equity funds are invested in private companies 
(or publicly traded companies that have been taken private). Although venture capital and 
growth capital funding are still important aspects of private equity activity in the UK, in 
terms of the scale of transactions buy-out activity is now the largest part of the industry, and 
it is this form of funding which has become synonymous with the term ‘private equity’ in 
recent years.

The UK private equity industry reached a peak in 2007, immediately before the 
2008 global financial crisis. At this point even the largest publicly traded companies 
became  possible targets for private equity funds, as exemplified by the purchase of FTSE 
100 company Alliance Boots by a KKR led consortium for £10.6 billion in that year. As in 
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the US, the 2008 financial crisis and the accompanying contraction of the debt market had 
a significant impact on private equity in the post-crisis period.12 Private equity activity 
 experiences boom and bust cycles,13 however, and post-2010 the renewed availability of 
cheap debt financing has led to a substantial recovery of the private equity market.14

16.3. Private Equity Funds

16.3.1. Structure of a Typical Private Equity Fund

16.3.1.1. The Limited Partnership Model

Funds can vary enormously in terms of their size and the sorts of investments into which 
they will enter. Some may specialise in providing venture capital funding or buy-out fund-
ing, while others specialise in the types of company in which they will invest. However, 
the structure of the fund itself will generally be the same. The typical structure of a UK 
private equity fund is a limited partnership, often an English limited partnership,15 although 
limited partnerships from other jurisdictions (for example, Guernsey, Jersey, and Delaware) 
may also be used.

An English limited partnership lacks legal personality.16 In a limited partnership there 
must be one or more partners with unlimited liability. These partners are called ‘general 
partners’. In a private equity fund the general partner will usually be a separate vehicle, 
generally either an English limited company or a limited partnership, owned by the private 
equity firm. In theory the general partner makes the investment decisions on behalf of the 
limited partnership. In practice, the fund will usually be managed by a separate vehicle to 
the general partner, the fund manager. The fund manager, which is regulated by the FCA, 
then provides the limited partnership with investment advice, and makes investment deci-
sions on behalf of the limited partnership.17
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The general partner will usually invest equity into the fund. This ensures that the inter-
ests of the general partner are aligned with the interests of the fund investors.18 However, 
the size of this investment will generally be small: the general partner’s return is primar-
ily generated from its fees. The general partner will receive an annual management fee, 
commonly 1.5–2 per cent of funds committed,19 and a share (or ‘carry’) of profits made by 
the fund as a whole (commonly 20 per cent), although this latter payment will be subject to 
a minimum hurdle level of return to investors, usually about 8 per cent.20

The other partners are the ‘limited partners’ and they contribute to the partnership assets 
a specified amount in money or money’s worth, and enjoy immunity from liability beyond 
the amount contributed. It is an essential condition of this immunity that a limited partner 
shall not take part in the management of the business, and has no power to bind the firm.21 
A limited partner may inspect the books and may consult with the other partners as to the 
state and prospects of the business, but must not go beyond this. If the limited partner does 
so, even if inadvertently, or in ignorance of the law, or at the urgent request of the general 
partners, then he forfeits his immunity from liability.22

The main document governing the relationship between the general partner and the 
limited partner investors is therefore the partnership agreement, which will be carefully 
negotiated and will generally specify the types of investment that may be made by the fund, 
as well as specifying the management fees and other commercial terms. The limited part-
ners will also expect to receive regular and detailed updates from the general partner on the 
investments made by the fund.

One of the important considerations when structuring a private equity fund is to ensure 
that it is tax efficient. English limited partnerships are tax transparent. As a result, the 
limited partners are treated for tax purposes as though they own the shares in the portfolio 
companies directly.23 Since these limited partnerships are not bodies corporate and do not 
have legal personality separate to that of their partners, the limited partnership is afforded 
the same treatment elsewhere, and overseas investors should therefore be treated in their 
home jurisdictions as receiving dividends, interest and capital gains as though they are the 
direct owners of the relevant shares, and be taxed accordingly. There is no tax charge at 
the limited partnership level, and there is no liability to tax when the limited partnership 
distributes its assets to its partners.
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be taken on investments. The white list is not intended to change the general principle that limited partners cannot 
actively participate in the management of the limited partnership; however, it provides welcome clarity that certain 
matters customarily reserved for limited partners in private funds will not cause those limited partners to risk their 
limited liability.
 27 Although this will simplify the administration of the capital structure of the partnership, it is unlikely to have 
any significant effect in practice since limited partners’ commitments to English limited partnerships are typically 
structured with only a nominal capital contribution, with the remaining commitment being an advance or loan.
 28 BEIS, Limited Partnerships: Reform of Limited Partnership Law: The Government Response to the Consultation, 
December 2018.
 29 See generally J Bevilacqua, ‘Convergence and Divergence: Blurring the Lines Between Hedge Funds and Private 
Equity Funds’ (2006) 54 Buffalo Law Review 251. It is acknowledged, however, that hedge funds are  notoriously 
difficult to categorise and classify: see eg IOSCO, Hedge Funds Oversight, Consultation Paper (2009), paras 8–9.

A number of reform proposals have been put forward in relation to English limited 
partnerships in recent years.24 One change that has come to fruition is the introduction 
in 2017 of a new form of limited partnership investment vehicle: a private fund limited 
partnership (PFLP).25 The introduction of PFLPs is intended to make UK limited part-
nerships more competitive as the vehicle of choice for private equity and venture capital 
funds. The PFLP remains a limited partnership, but with several notable advantages over the 
traditional limited partnership. In particular PFLPs benefit from a ‘white list’ of permitted 
actions which limited partners in the PFLP can take without being regarded as participat-
ing in the management of the limited partnership and so losing their limited liability,26 and 
limited partners in a PFLP are not required to contribute any capital to the partnership.27 
The PFLP model resolves many of the issues that both general partners and limited partners 
have had with the traditional limited partnership. It updates the law to reflect the evolu-
tion in the role and responsibility of investors within private funds, while also bringing 
the UK into line with other popular European fund jurisdictions (such as Jersey, Guernsey 
and Luxembourg) that already offer partnership structures with ‘safe harbours’ and other 
PFLP-style protections.

More changes to the limited partnership model are still under discussion, including more 
extensive filing requirements for limited partnerships and reform of registration require-
ments to deal with concerns about the use of limited partnerships in money laundering.28

16.3.1.2. Private Equity Funds Compared to Hedge Funds

The position of private equity funds and hedge funds may be contrasted.29 In some ways 
these two forms of investment are similar. Both types of funds are managed by a team of 
skilled investment professionals that solicit investors directly, rather than through general 
advertising or a public offering. Both are commonly organised by way of limited partner-
ships. In both cases a management company, which acts as an investment adviser, will 
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 30 Concerns are sometimes raised that this hold period encourages private equity funds to be too short-termist in 
their approach. However, in order for the private equity firm to be able to exit its investment and to get a good price 
for the company, it will have to create a company which has good long-term prospects. In addition, the three- to 
five-year hold period for private equity is longer in duration than the average hold period for investments in the 
public markets (see Kay Review of UK Equity Markets and Long-Term Decision Making, Final Report, July 2012).
 31 In recent years, some private equity firms have challenged this traditional model and have set up specialist 
funds which invest in debt, but this remains relatively rare.

hold  the general partnership interest of the limited partnership, and in both cases the 
investors (the limited partners) usually consist of high net worth individuals and families, 
pension funds, endowments, banks, and insurance companies. However, the investment 
strategies and partnership terms of these two types of investment have traditionally been 
quite distinct.

One of the key features of a private equity investment, certainly when compared to an 
investment in shares in a publicly traded company, is its illiquidity. The asset held by the 
limited partners is their stake in the fund. Private equity funds are typically raised with an 
expected life of around 10 years, a term that is established in the partnership agreement 
at the outset. The typical hold period for individual portfolio companies purchased by the 
fund is therefore shorter, typically three to five years, after which time the aim will be to exit 
that company, usually by way of a flotation, a trade sale, or a sale to another private equity 
fund.30 A fourth exit option, which became more prevalent in the period following the 2008 
financial crisis, is exit by means of a liquidation. Depending on the point in time in the 
boom and bust cycle of private equity, a limited secondary market for the stakes of limited 
partners in private equity funds may exist, but this does not materially detract from the view 
that assets held by limited partners are illiquid.

By contrast, hedge funds have traditionally been open-ended, with no specified dura-
tion. This means that hedge fund managers have a quasi-permanent source of capital to 
be invested at their discretion, in contrast to private equity funds which must keep rais-
ing money via new funds. Unlike private equity funds, which invest only in the shares of 
private companies, hedge fund managers are typically subject to far fewer limitations than 
private equity fund managers on the types of product in which they can invest.31 This means 
that they are able to invest in equity, debt with equity-like characteristics, pure debt, struc-
tured products and derivatives. Hedge funds have typically sought absolute returns, but 
within that framework managers tend to have wide discretion as to the investment strategies 
they may adopt, being able to take both long and short positions in securities as they judge 
appropriate.

Significantly, hedge funds have traditionally been regarded as a liquid investment, 
providing investors with the opportunity to enter and leave over the life of the fund. For 
example, it is generally possible for investors to be offered quarterly liquidity, with a 90-day 
notice period. As a result, managers of hedge funds have tended to be short-term investors 
in relatively liquid instruments in order to be able to meet any redemption requests as they 
arise. Management fees, which have tended to be somewhat higher than private equity fees, 
are taken at regular intervals. Typically hedge fund managers earn 2 per cent management 
fees and 20 per cent performance fees based on regular (current) valuations of the fund with 
no hurdle rate and with all fees being payable in the year they are earned.

Hedge funds are evolving, however. Some hedge funds have broadened their invest-
ment strategies to encompass typical private equity style investments, and in some instances 
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 32 One mechanism developed by hedge funds to deal with this issue is to include ‘side pockets’ in a fund, ie differ-
ent classes of shares within the hedge fund that are subject to a different (lesser) liquidity profile. Lock-up periods, 
during which time the investor cannot dispose of its investment, are used for this purpose, and gates, which place 
an upper limit on the absolute amount of money that can be redeemed at any one time, can be added.
 33 BVCA, Report on Investment Activity 2017, 7.
 34 FSA, Private Equity: A Discussion of Risk and Regulatory Engagement, Discussion paper 06/6, November 
2006, 23.
 35 The provision of management, advisory and arranging services to a fund or its investors in or from the UK 
constitutes a regulated activity for the purposes of FSMA, s 19. Further, marketing restriction rules came into force 
in the UK on 1 January 2014, placing a general marketing restriction on the promotion of unregulated collective 
investment schemes (UCISs). For discussion see FCA, Restrictions on the Retail Distribution of Unregulated Collec-
tive Investment Schemes and Close Substitutes, PS13/3, June 2013.
 36 See chapters 10–12.

hedge funds have invested in private equity transactions, usually by providing part of the 
debt component of the transaction, as discussed below at 16.4.3. This can present challenges 
to the hedge fund model which permits investor redemptions on a periodic basis.32 Private 
equity funds are developing their investment strategies too. To some extent the distinction 
between hedge funds and private equity may be becoming less obvious, although differences 
in the partnership structures do continue to exist and differences in the nature and risk 
profile of the investments undertaken are still observable. There are also different systemic 
risk issues at work which may justify different regulatory treatment of private equity and 
hedge funds. This is discussed further at 16.7.1.

16.3.2. Sources of Funding for Private Equity Funds

The principal source of capital for private equity firms is institutional investors. These 
include pension funds, charities, not-for-profit organisations and insurance companies. 
Other sources of funding include sovereign wealth funds and endowments. Of the money 
invested into UK private equity, a significant percentage comes from overseas sources, in 
particular overseas pension funds. For example, in 2017, 82 per cent of funding came from 
outside the UK, with 39 per cent of that coming from the US.33

There is usually a relatively high minimum subscription for new private equity fund offer-
ings, often £5–10 million for mid to large cap funds.34 Even in the smaller funds, minimum 
subscriptions may still be in the region of £500,000. These high minimum subscriptions 
have a number of consequences. First, they reduce the number of investors with whom a 
fund manager needs to deal. This helps to reduce administrative costs. Second, it helps to 
ensure that the investor base is professional/expert. While retail investors can easily invest 
directly in publicly traded companies, the same is not true of private equity funds. Not only 
is the minimum subscription level a barrier to entry, but, in addition, regulations restrict 
the marketing of such investments to retail investors.35 For many years private equity was 
largely self-regulated, in contrast to the heavily regulated sphere of publicly traded secu-
rities.36 Recent years have seen private equity becoming subject to increasing regulatory 
scrutiny as discussed in 16.7.

In contrast to this traditional model of private equity, some private equity houses have 
also looked to the public markets for funding. There are a number of private equity funds 
listed on the London Stock Exchange, including buy-out funds, development capital funds, 
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 37 For a discussion of how investors evaluate the performance of funds see P Gompers, SN Kaplan and  
V Mukharlyamov, ‘What Do Private Equity Firms Say they Do?’ (2016) Journal of Financial Economics 449. Some 
doubt has been cast on whether superior returns do actually result: L Phallipou and O Gottschalg, ‘The Perfor-
mance of Private Equity Funds’ (2009) 22(4) Review of Financial Studies 1747 find that the performance of private 
equity funds as reported by industry associations and previous research is overstated. They find an average net-of-
fees fund performance of 3% per year below that of the S&P 500. See also SN Kaplan and A Schoar, ‘Private Equity 
Performance: Returns, Persistence, and Capital Flows’ (2005) 60(4) Journal of Finance 1791; F Lopez-de-Silanes,  
L Phallipou and O Gottschalg, ‘Giants at the Gate: Investment Returns and Diseconomies of Scale in Private 
Equity’ (2015) 50(3) Journal of Financial and Quantitative Analysis 377. Some post-crisis studies have been more 
favourable to PE funds, including RS Harris, T Jenkinson and SN Kaplan, ‘Private Equity Performance: What Do 
We Know?’ (2013) 69(5) Journal of Finance 1851, but suggest that private equity largely conforms to the pattern 
found in most other asset classes in which past performance is a poor predictor of the future: R Braun, T  Jenkinson 
and I Stoff, ‘How Persistent is Private Equity Performance? Evidence from Deal-Level Data’ (2017) 123(2) Journal 
of Financial Economics 273. See also A Korteweg and M Sorensen, ‘Skill and Luck in Private Equity Performance’ 
(2017) 124(3) Journal of Financial Economics 525; L Phallipou, ‘Performance of Buyout Funds Revisited’ in  
WW Bratton and JA McCahery, Institutional Investor Activism: Hedge Funds and Private Equity, Economics and 
Regulation (Oxford, Oxford University Press, 2015). In terms of the performance of funds of funds (a form 
of financial intermediation in private equity) see RS Harris, T Jenkinson, SN Kaplan and R Stucke, ‘Financial 
 Intermediation in Private Equity: How Well Do Funds of Funds Perform?’ (2018) 129(2) Journal of Financial 
Economics 287.
 38 HM Treasury, Myners Review of Institutional Investment in the UK (2001), para 12.50.
 39 Ibid, para 12.55. See also Kay Review of UK Equity Markets and Long-Term Decision Making, Final Report, 
July 2012.
 40 HM Treasury, Myners Review of Institutional Investment in the UK (2001), para 12.59.
 41 House of Commons Treasury Committee, Tenth Report of Session 2006–07, Private Equity, 30 July 2007,  
HC 567-I, 12–13.

general funds, turnaround/restructuring funds, venture capital funds, and funds of funds. 
In addition, some private equity firms have themselves floated on the public markets. As a 
result the public are able to invest in the private equity firm, and thereby invest indirectly in 
the funds run by those private equity houses.

16.3.3. Why Do Investors Want to Invest in Private Equity Funds?

The reason why investors put money into private equity funds is simple: they believe they 
will receive superior returns compared to alternative available investment opportunities.37 
For example, Paul Myners’ report for the Treasury in 2001 on institutional investment, 
including the private equity industry, noted that the net returns per annum to investors in 
UK-managed private equity funds raised between 1980 and 1995 outperformed public equity 
market comparators over one-, three-, five- and ten-year periods and that over the ten-year 
period to 2001 private equity as a whole outperformed UK equities as an  investment class.38

However, these numbers mask wide variations between the performances of differ-
ent funds. Over the 10 years to 2001, for example, the Myners Report noted that while 
the performance of the better funds (the top tenth percentile of private equity) had been 
outstanding (46.8 per cent per year), across private equity funds in the bottom tenth percen-
tile the figures were significantly lower (6.6 per cent per year).39 In the same period, 10-year 
annual returns from the FTSE All-Share stood at 14.9 per cent and UK bonds at just over 
10 per cent.40 In his comments to the House of Commons Treasury Committee on Private 
Equity, Paul Myners commented that ‘on average private equity funds have produced infe-
rior returns to public equity funds over most periods … The best private equity funds have 
produced very good returns; a significant number have disappointed, some very badly.’41 
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 42 See also 16.6.3.
 43 For a discussion of the cyclical nature of funding in this context see P Gomper and J Lerner, The Venture 
 Capital Cycle, 2nd edn (Cambridge MA, MIT Press, 2004); SN Kaplan and P Strömberg, ‘Leveraged Buyouts and 
Private Equity’ (2009) 23 Journal of Economic Perspectives 121.
 44 The level of leverage in private equity transactions has attracted regulatory attention in recent years, as it is 
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 45 See 16.4.3.

There has, traditionally, been no obligation on private equity firms to disclose the informa-
tion which would help an investor to distinguish between the good and not so good. The 
issue of mandating disclosure by private equity funds has come to the fore in recent years 
and is discussed further in 16.7.42

16.4. Capital Structure of a Typical Private  
Equity Transaction

In general a new company (newco), or more likely a series of newcos, will be incorporated 
to provide the structure for the private equity-acquired company. This section examines 
how the financing of a private equity transaction is structured. Generally, the financing will 
comprise a combination of equity, quasi-equity (either subordinated loan notes from the 
private equity fund or preference shares) and debt. A typical buy-out structure will contain 
a number of tiers of newcos. The equity investment portion of the financing (which comes 
from the private equity fund and the managers of the target company who are participating 
in the private equity deal) will be injected at the newco 1 level. Newco 1 will then hold 100 
per cent of newco 2 and the debt part of the financing flowing from the private equity fund 
(the loan notes) will be put in at the newco 2 level. Newco 2 will then hold 100 per cent of 
newco 3 and the debt financing from investors other than the managers and private equity 
fund, such as the banks, will be put in at newco 3 level. Newco 3 will then acquire the shares 
in the target. If the tranching of debt involves structural rather than contractual subordina-
tion, it is possible that additional newcos will be put in place, ie the mezzanine debt would 
go in at newco 3 and the senior and second lien debt at newco 4 (which would then become 
the bid company). This structure is partly tax driven, but is also influenced by the need to 
structurally subordinate the loan made by the private equity fund from the loans made by 
the banks and other external investors.

Although private equity funding models are sensitive to the availability and cost of 
financing, and therefore vary over time,43 one common feature of the funding model is the 
high level of debt in the package.44 The sources of the financing also vary.45 Accordingly, 
there is no such thing as a ‘typical’ private equity transaction. Nevertheless, this section 
examines the most common models, and explains the variables that tend to arise over time.

16.4.1. Equity Financing

The equity financing part of the funding occurs at the newco 1 level of the typical  buy-out 
structure. The level of equity depends in part on the prevailing economic climate. So, for 
instance, in the five-year period prior to 2008 it was common to see about 30 per cent 
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 46 See 16.4.2.
 47 It is called ‘sweet equity’ because the amount of return the management can receive on their investment can be 
disproportionate to the amount invested. This is because the investment by the private equity fund is by way of loan 
note as well as equity. The loan note, naturally, has a fixed return. Once the bank loan and loan note have been paid 
off, the value of the business is shared equally among the equity owners. The capital gains made by the management 
can therefore be disproportionate to the amount of money they put in as a percentage of the cost of acquiring the 
business.
 48 See 16.4.2.

of the capital to finance a private equity transaction being provided by equity  financing, 
whereas  immediately after the 2008 financial crisis the percentage of equity in the deal 
increased to somewhere around the 50 per cent level. The leverage levels are largely a 
factor of the availability of debt. The number of investors putting equity into the  portfolio 
company will be small whatever the economic conditions: generally just the private equity 
fund and the management team. The managers and the fund will hold ordinary shares (and 
this will function both as a form of capital investment and as a way of allocating control 
rights between the parties), although the fund may also invest by way of preference shares.46

A key feature of private equity has always been the involvement of management in the 
transaction. This is not affected by changes in economic conditions. However, in contrast to 
the early days of private equity deals in the UK, which saw management taking the major-
ity equity stake in the company, in recent years it has been the private equity fund that 
has invariably led the transaction and taken the majority stake. The management will be 
expected to invest their own money in the company to a significant extent. In return they 
will receive a minority stake in the company (often referred to as ‘sweet equity’).47 Generally 
the private equity fund will hold more than 75 per cent of the equity and voting rights in the 
company, and the management will take the remainder. The amount that the private equity 
fund invests by way of equity will usually be calculated by reference to the amount that the 
management can contribute.48 Consequently, the fund has control of the company.

Following the private equity acquisition, the management team will be in day-to-day 
charge of running the company. However, the fund will expect to have considerable over-
sight of this process. The investment agreement between the private equity fund and the 
management team will specify the substantial amount of financial and other information 
that the fund will expect to receive from the management team, such as regular accounts 
and monthly board packs, including, for example, the latest balance sheet, profit and loss 
figures, cash position and cash flow forecast. In addition, the private equity fund will usually 
have at least one representative on the board of the company, and may also recommend 
some non-executive directors from outside the private equity fund to provide additional 
expertise on the board.

It is notable, therefore, that the shareholding structure of a private equity backed 
company, with its small number of shareholders and single controlling blockholder, looks 
more like a small family-owned private company than a large publicly traded company.

16.4.2. Quasi-Equity

The private equity fund will also generally invest (in newco 2 in the above structure) via 
quasi-equity. Indeed, it is common for the majority of the fund’s investment to be in quasi-
equity. The scale of the fund’s investment in ordinary shares in the company is usually 
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 49 For a general discussion of preference shares see 3.2.1.2.
 50 For a more general discussion of the advantages and disadvantages of preferences shares as compared to a loan 
note see 3.2.1.2.4.
 51 The abolition of advance corporation tax was announced in 1997 and came into effect on 6 April 1999. For 
discussion see HMRC, A Modern System for Corporation Tax Payments, A Consultative Document, 1998.
 52 See Finance (No 2) Act 2017.
 53 For a description of structural subordination see 6.4.4.1.4.
 54 See 16.6.4.

limited by the amount of the management’s investment. If the management have £100,000 
available to invest in a 10 per cent stake then the maximum investment that the fund can 
make in ordinary shares is £900,000. If the fund wants to invest more than £900,000 it must 
do so in some other way. It could decide to invest via a loan note, or via preference shares, 
or some combination of the two.49 The attractiveness of these different forms of private 
equity tends to vary over time and is often driven by tax considerations.50 For example, in 
private equity transactions in the 1990s the use of preference shares was relatively common 
since the private equity investor could reclaim the advance corporation tax paid on these 
dividends, which made them more valuable. The abolition of advance corporation tax51 
meant it became common for funds to invest the remainder of their investment by way of 
a (subordinated) loan note. More recently, changes to the tax treatment of the interest paid 
on such loans have started to make preference shares a more attractive tool once more.52

In the tiered newco structure described above, this quasi-equity ranks ahead of the 
equity financing not only because debt ranks ahead of equity in a winding up, but also 
because of the structural subordination in place. This debt is also structurally subordinated 
to the debt financing described in 16.4.3.53

16.4.3. Debt Financing

The use of debt finance is a key tool in private equity transactions. The debt financing 
element will generally be inserted at newco 3 (the bid company), although it is possible for 
the different tranches of debt discussed below to be structurally subordinated and therefore 
for there to be additional newcos inserted into the structure representing different tranches 
of debt.

Although there is no such thing as a typical debt to equity ratio in a private equity 
backed company, the level of debt tends to be higher than in publicly traded companies. 
The level rarely drops below 50:50 but in certain economic conditions, when debt is plenti-
ful and cheap, it can rise to levels of 70:30 or higher. There are a number of reasons why 
high levels of debt are found in private equity deals. It is cheaper than equity, particularly 
because the interest is tax deductible. It does not interfere with the ownership structures put 
in place in the newco, and while preference shares could perform the same function, they 
are generally less attractive to both the company and the investor for the reasons discussed 
in 16.4.2. High levels of leverage can have a beneficial effect on the returns to the equity 
investors.54 Debt is also a far more flexible financing tool than equity, as discussed in chapter 
two. A wide variety of debt financing techniques have evolved in this context, which can be 
customised to fit the requirements of each deal. Finally, on a practical level, debt financing 
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 55 See eg Standard & Poor’s Leveraged Commentary and Data, 2006. There is support for the view that economy-
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 56 See 2.3.3.3.
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of securitisation see 9.3.3.
 58 For further discussion of debt syndication see 8.4.

can often be put in place more speedily than equity financing and this can be key in private 
equity transactions, which are often run on a very tight timetable.

The amount of debt available to private equity funds plays a significant role in the boom 
and bust cycle observable in relation to private equity. In the years prior to 2008 the debt 
available to private equity funds increased significantly, and this was one of the drivers of 
the rapid expansion of the private equity market in the early years of this century.55 The 
withdrawal of this pool of debt following the 2008 financial crisis then led to a significant 
decrease in the number of private equity deals, and the renewed availability of cheap debt 
post-2010 has fuelled a recovery of this sector.

A number of developments in debt financing have impacted on private equity transac-
tions in recent years. First, although historically the majority of debt finance was provided 
by the major commercial and investment banks, more recently debt funding has become 
available from a greater variety of sources, including a wider range of banks, investment 
funds, hedge funds and alternative debt lenders, including specialist debt funds. Second, the 
variety of debt instruments on offer to fund private equity investments has also developed, 
particularly the use of subordinated finance. It has become common in large transactions 
to supplement the debt financing with the issuance of high-yield bonds or other forms of 
debt.56 In addition, for all but the smallest private equity transactions there are likely to be 
two or more layers of debt. Each of these layers can in turn comprise a number of different 
tranches with slightly different lending terms and interest rates attached to them.57 These 
additional layers of debt have a role in reducing the proportion of equity in the transaction. 
A further, general, issue is that, certainly in the larger transactions, syndication of the debt 
is very likely.58

Recent years have also seen the development of unitranche debt which involves a single 
lender operating as an alternative to more traditional senior-subordinated deal struc-
tures. Unitranche loans effectively combine senior and subordinated tranches of debt into 
a single loan at a blended cost that falls between the rate of the senior debt and subor-
dinated debt. Unitranche debt generally comprises a single term loan, repaid in a bullet 
instalment at maturity, and it is typically provided by specialist debt funds or alternative 
lenders. The single lender structure brings with it inherent size limitations and is therefore 
predominantly a feature of the mid-market. One of the benefits of unitranche financing 
is its simplicity, compared to the traditional credit facilities. Borrowers only go through a 
single process of approval and prepare one set of documents for the lenders. Also, taking on 
a single debt instrument that is a combination of two types of debts reduces the number of 
legal reports that the borrower is required to prepare. Dealing with a single lender can also 
have the advantage of speed, when dealing with a time-sensitive transaction. Unitranche 
financing can allow small and medium-size companies to access financing that would 
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 60 See 6.4.1.3.
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be impossible for them to get from a bank. There are also disadvantages. For example, 
unitranche debts usually come with call protections that require the borrowers to make 
prepayments for a certain predetermined period. The call protection locks borrowers into 
debt for that minimum period, such that they cannot use their excess cash reserves to pay 
the debt off in voluntary lump-sum amounts.

16.4.3.1. Senior Debt

This is the layer of debt which forms the core part, and invariably the largest part, of the debt 
finance structure. This debt will be unsubordinated and will be inserted at the bid company 
level (newco 3 or newco 4, depending on whether structural subordination is used to sepa-
rate the tranches of external debt financing) and secured on a first-ranking basis. Generally 
the senior debt will be used to purchase the target company, to provide the company with 
the working capital it needs following the acquisition, and perhaps also to provide financing 
for any capital expenditure in which the company needs to engage following acquisition. 
The debt will comprise different forms, including several term loans and revolving credit 
facilities.59 For example, the working capital will generally be provided under a revolving 
credit facility, often by way of an overdraft facility, whereas any capital expenditure financ-
ing will usually be provided by way of a secured term loan.

The financing required to purchase the target will generally be the largest proportion of 
the senior debt and may be split into different tranches, depending on the amount of financ-
ing required and the sophistication of the package put together by the lender. Different 
tranches of debt may have different pricing and different repayment profiles. Some of the 
tranches will be amortising (ie repayable in regular, fixed amounts), while others will provide 
for a single lump sum at maturity (sometimes called a bullet payment). Non-amortising 
debt has the benefit of allowing a company to use debt finance without having to eat into its 
short-term cash flow in order to make large debt repayments. A lack of amortisation there-
fore allows companies to bear a higher amount of debt financing than they might otherwise 
have been able to afford.

All the debt in a private equity transaction (senior, second lien and mezzanine) will 
invariably be supported by guarantees60 and the taking of security.61 Guarantees will gener-
ally be given by the newcos and may also be given by the target group (subject to possible 
issues of financial assistance). In terms of security, this will encompass both fixed and float-
ing charges. The newcos will generally be shelf companies without any assets (other than, in 
the case of the newco which bids for and purchases the target, the shares it acquires in the 
target) against which the lenders could have recourse in the event of insolvency or receiver-
ship. Security will be taken over all, or substantially all, of the assets and shareholdings of 
the newco group. This structure will give the lenders an element of control over any restruc-
turing, as they will be able to appoint an administrator if they hold a floating charge over all, 
or substantially all, of the assets of the company.62 Where the debt is syndicated, a security 
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trustee (often the senior lender) will usually be appointed to hold the security on trust on 
behalf of all the syndicate lenders.63

Given that the newco structure described above involves an off-the-shelf shell company 
with no assets of its own, other than the target company that it acquires, it can be impor-
tant for the lender to ensure the creditworthiness of the target company post-acquisition. 
It is therefore common to see significant covenants in senior debt agreements, which are 
then usually repeated in the mezzanine debt and the second lien debt, if any. Some of these 
covenants will be of a general nature, and will restrict the company from changing its busi-
ness, from making disposals, entering into mergers or joint ventures or issuing further debt, 
will restrict the creation of further security (a negative pledge clause), and will prohibit the 
payment of dividends or any other payments to the equity investors.64 It is also usual for 
the lenders to receive an agreed package of regular financial information that will allow the 
lenders to monitor the performance of the target company.65 In addition, specific financial 
covenants will commonly be put in place, requiring the company to operate within certain 
financial ratios, such as the ratio of total debt to earnings before interest, taxes, depreciation 
and amortisation (EBITDA) and the ratio of cash flow to total funding costs.66 These finan-
cial covenants may well change over time, as the level of leverage in the company decreases. 
Failure to meet a financial covenant will lead to an event of default being triggered, which 
will allow the lender to terminate and accelerate the loan.67

One development that tends to emerge when there are very extensive levels of debt avail-
able to private equity firms, is ‘covenant-lite’ financing deals.68 In these deals the covenants 
are only tested when an event occurs, rather than being continuously tested.69

16.4.3.2. Second Lien Debt

The abundance of debt available to private equity funds in the early part of this century 
facilitated the development of this additional layer of debt, which can be used as an alterna-
tive to mezzanine debt or in conjunction with it, to form a distinct third layer sandwiched 
between senior and mezzanine debt. In contrast to senior debt, which is typically provided 
by the traditional lending banks, second lien debt was originally dominated by hedge funds, 
although subsequently all kinds of institutional investors have become involved in provid-
ing this form of financing, and even the banks have got involved in lending in this category. 
In essence, second lien debt forms part of the senior debt, but is subordinated to the rest of 
the senior debt and is secured on a second-ranking basis. It is generally contractually subor-
dinated to the senior debt.70 In contrast to senior debt, it generally comprises just a single 
term loan and is non-amortised, being repayable only at maturity. This form of debt all but 
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disappeared in the post-2008 financial crisis period, but the recovery of the debt markets 
since that time has seen its return.

16.4.3.3. Mezzanine Debt

Mezzanine debt ranks after the senior debt and any second lien debt, and is secured on 
a second (or third) ranking basis. It is subordinated to the senior debt and second lien 
debt (if any), usually by way of contractual subordination, although it can also be structur-
ally subordinated by the insertion of an additional newco into the newco tiered structure 
described above. However, it will rank ahead of any loan notes provided by the private 
equity fund, and of course it ranks ahead of the equity invested into newco.71 To compen-
sate the lenders for this increased risk profile (as compared to the senior debt, for example), 
mezzanine lenders receive a higher interest rate than senior lenders. In addition, mezza-
nine lenders have traditionally received some kind of performance-related reward, such as 
warrants to subscribe for shares in newco at some point in the future, for example on the 
private equity fund’s exit via a sale or listing (known as an ‘equity kicker’). However, during 
periods when there has been significant liquidity in the debt markets it has not always been 
necessary for private equity funds to offer warrants of this kind in order to secure mezza-
nine financing.

Mezzanine debt usually comprises just a single, non-amortised term loan. It generally 
follows the terms of the senior debt (in terms of covenants, events of default etc). If the 
mezzanine debt is of a sufficient size then it will be syndicated in the same way as the senior 
debt, either by the same arranger or by a separate arranging bank.

16.5. Public-to-Private Transactions

Public-to-private transactions involve the use of private equity to purchase a publicly 
traded  company and then to take it into private ownership.72 In the 10 years to 2008 
these  transactions became relatively common in the UK. As with many other aspects of 
private equity transactions, the 2008 financial crisis had an impact, and public-to-private 
transactions have become a rarity in the UK in recent years. In part this may be due to the 
lack of financing to purchase such companies, but regulatory changes may also have played 
a role.73

A public-to-private transaction is more heavily regulated than a standard private 
equity transaction involving the purchase of a private company. There are two princi-
pal mechanisms for these transactions: a takeover offer and a scheme of arrangement. 
Although takeover offers may be thought to be the more usual mechanism by which to 
acquire a public company, schemes of arrangement have also been a popular tool for 
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public-to-private transactions. There are two main reasons for this. First, in general lend-
ers will only commit the very significant sums of debt financing involved in these highly 
leveraged transactions if the private equity fund has carried out significant levels of due 
diligence on the target company. Due diligence of any depth and detail will require the 
cooperation of the target board, and consequently (friendly) schemes of arrangement 
rather than hostile takeovers have been the norm. Second, it is often crucial for the fund 
to purchase 100 per cent of the target in order to put in place the funding structures it 
requires, and a successful scheme of arrangement guarantees this outcome, provided  
75 per cent by value (and a majority in number) of the shareholders (or each class of share-
holders) approve the scheme and it is sanctioned by the court.74 By contrast, a takeover 
offer can only guarantee this outcome if the minimum acceptance condition is set at 90 per 
cent, ie the shareholder acceptance threshold is higher for an offer if the bidder wishes to 
secure 100 per cent of the target.75

Depending on the nature of the target company, the use of either of these mechanisms to 
acquire control of the company may trigger the application of the City Code on Takeovers 
and Mergers (‘the Takeover Code’) to regulate the change of control. This will be the case, 
for example, where the target company has its registered office in the UK and its shares are 
admitted to trading on a regulated market such as the LSE’s Main Market, or on the AIM 
market.76 Takeover offers were discussed extensively in chapter fourteen and schemes of 
arrangement in chapter fifteen, including a comparison of these two techniques as mecha-
nisms for acquiring a company.77 However, public-to-private transactions bring with them 
a specific set of issues and concerns, and therefore the application of takeover regulation to 
these transactions merits some analysis.

16.5.1. Financial Issues

Two issues regarding the financial aspects of the deal differ when the transaction is a 
 public-to-private deal rather than a purely private transaction. First, the Takeover Code 
requires that the bidder is permitted to announce an offer only after it has ensured that it 
can fulfil all its obligations under the offer.78 This means that the bidder must have made 
all the arrangements regarding financing (particularly its debt financing) before the offer 
is made. The lending banks will therefore have to commit to making the debt facilities 
available subject only to a very limited set of conditions. Many of the usual funding condi-
tions will therefore have to be satisfied before the offer is made. Changes to the Takeover 
Code in recent years have also increased the level of disclosure by the bidder at an earlier 
stage in the process,  including enhanced disclosure of financing arrangements in the 
offer documentation.79
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Second, financial assistance has traditionally been a tricky issue in private equity trans-
actions.80 It is common for the private equity fund to consider using cash in the acquired 
company to finance the offer. In the past this ran into difficulties with the ban on the giving 
of financial assistance.81 Indeed, it is strongly arguable that the main reason for the introduc-
tion of the financial assistance provisions in the first place was to prevent leveraged buy-outs 
from occurring,82 although there is little evidence that the financial assistance rules actu-
ally had this effect.83 The Companies Act 2006 abolished the ban on financial assistance for 
private companies, although it is retained for public companies.84 Therefore, although fund-
ing a purchase of a private company in this way is now acceptable, cash resources in a target 
in a public-to-private transaction can only be extracted once the offer is completed and the 
company has been re-registered as a private company.85

16.5.2. Recommendation by the Directors

Whenever an offer is made under the Takeover Code, the target board is required to provide 
its opinion on the offer to the target shareholders,86 in addition to obtaining competent 
 independent advice on the offer which will then be made known to the target shareholders.87 
This latter requirement relates to all bids, but the Takeover Code states that this requirement 
is particularly important in the event of a management buy-out or similar transaction.88

A difficulty that arises in relation to many private equity transactions, since they often 
involve some form of management buy-out, is that the management of the target will face 
a significant conflict of interest when providing this advice. Of course, directors are subject 
to their normal fiduciary duties at this time, including the obligation to act in the best 
interests of the target, but the Takeover Code goes further and specifically regulates this 
issue. Rule 25.2 provides that directors with a conflict of interest should not normally take 
part in the recommendation process. Participants in a management buy-out are regarded 
as having a conflict for these purposes.89 Indeed, any director, executive or non-executive, 
who will have a continuing interest in the target or the bidder after a successful offer is likely 
to be regarded as conflicted. Where a management buy-out occurs, the target board will 
need to constitute an independent committee of directors, comprising those directors who 
do not have a conflict of interest. In some circumstances this committee may not contain 
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any members of the existing target board, if they are all conflicted. It is this independent 
committee that will provide its opinion on the offer to the target shareholders. Similarly, it 
is this independent committee that becomes the public face of the target as far as the offer is 
concerned, and therefore it is this committee with which the bidder will negotiate.

16.5.3. Equality between Bidders

One of the potential difficulties that can arise in a management buy-out scenario is ensuring 
that equal information is provided to all bidders. Under Rule 20.2 of the Takeover Code, any 
information generated by the target that is provided to the management buy-out team must, 
on request, be provided by the target to other competing bidders. However, the competing 
bidder cannot simply ask for all the information provided to earlier bidders and must make 
specific requests for information. Similarly, any information generated by the management 
team, or the bidder with which they are associated, and provided to potential financiers (in 
particular potential lenders) must be provided to the independent committee of the target 
if they request it.90

16.5.4. Equality of Treatment of Shareholders

Equality of treatment of the target shareholders is one of the key aims of the Takeover 
Code.91 Particular issues arise in the context of a management buy-out because special deals 
may be offered to certain shareholders, namely the managers of the target who also hold 
shares in the company. The bidder may wish to incentivise members of the target board by 
rolling over their target shares, but it may wish to pay cash to all the other shareholders. 
Special deals of this kind are generally prohibited, and this prohibition has been interpreted 
to cover both the quantum and the form of consideration.92

There are, however, important exceptions to this principle. In particular, the Takeover 
Code provides an exemption for special deals for management in certain circumstances.93 
The Takeover Panel recognises that there may be a legitimate commercial interest in permit-
ting the management of the target to remain financially involved in the business. However, a 
number of conditions must be satisfied before this can occur.94 The Panel must be consulted 
in all cases where a special deal will be offered to management, and its consent obtained. 
The Panel will be particularly keen to ensure that the management is not insulated from 
the risks of the business. Option arrangements that guarantee the original offer price as 
a  minimum, for example, are unlikely to be acceptable. Additionally, the independent adviser 
to the target company required by Rule 3 of the Takeover Code must state publicly that these 
arrangements are fair and reasonable. Finally, these arrangements must be approved at a 
general meeting of the target shareholders, in a vote taken by the independent shareholders.
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16.5.5. Market Abuse

The prevention of market abuse is one aim of the regulation of the capital markets.95 
The dangers of market abuse are regarded as arising particularly keenly in the context of 
public-to-private transactions, due to the complexity of these transactions and the number 
of parties that tend to be involved.96 The private equity firm will generally approach the 
directors of the target company and enter into talks with them about a possible purchase; 
the target company’s advisors might approach other private equity managers to ascertain 
their level of interest; each interested private equity fund will then approach numerous debt 
providers in order to set up the complex debt financing for the transaction. This may well be 
done via a tendering process so that a large number of potential debt providers will receive 
information about the possible purchase:

Clearly, the more parties involved in putting together the finance, the more potential there is for 
leakage and misuse of price sensitive information. Typically several hundred individuals will be 
aware of a deal, rising to over a thousand in the case of larger deals.97

The FCA has acknowledged that the implications for market confidence of this enhanced 
market integrity risk in the context of private equity are significant and merit ongoing scru-
tiny by regulators, and enhanced vigilance and preventative action by market participants.98

16.6. A Comparison of Private Equity Backed Companies  
and Non-Private Equity Backed Companies

16.6.1. Ownership Structures

A number of important differences exist between the ownership structures in private equity 
backed companies (or ‘portfolio companies’) and many non-private equity backed compa-
nies. The shareholders in portfolio companies are typically only the directors  (holding 
somewhere between 5 and 25 per cent of the shares) and the private equity fund. This 
ownership structure looks similar to that of a very small family-owned company: it appears 
quite unlike many larger private companies. The structure is certainly very different to that 
of a typical publicly traded company in which the size of the investing group is very large 
and the directors tend to hold a much lower equity stake in the company.

It has been suggested that one of the reasons why private equity provides (arguably) 
greater returns than other equity classes is that portfolio companies can resolve the prob-
lems caused by the separation of ownership and control, and the agency problems between 
the shareholders and directors that arise as a result.99 The difficulties associated with the 



A Comparison 827

 100 Eg MC Jensen and WH Meckling, ‘Theory of the Firm: Managerial Behavior, Agency Costs and Ownership 
Structure’ (1976) 3 Journal of Financial Economics 305.
 101 R Kraakman et al, The Anatomy of Corporate Law: A Comparative and Functional Approach, 3rd edn (Oxford, 
Oxford University Press, 2016) ch 3. For a discussion of the corporate governance role of shareholders in publicly 
traded UK companies see 11.2.2.
 102 The remuneration of directors in private equity backed companies is therefore far more closely related to the 
performance of the company. In studies carried out in the US it was found that the salary of the typical private 
equity backed company director was significantly more sensitive to the performance of the company than that 
of a typical public company director: S Kaplan, ‘The Effects of Management Buyouts on Operating Performance 
and Value’ (1989) 24 Journal of Financial Economics 217; MC Jensen and KJ Murphy, ‘Performance Pay and Top 
Management Incentives’ (1990) 98 Journal of Political Economy 225.
 103 House of Commons Treasury Committee, Tenth Report of Session 2006–07, Private Equity, 30 July 2007, HC 
567-I, para 14, quoting Professor Tim Jenkinson.
 104 See eg MC Jensen, ‘Eclipse of the Public Corporation’ (1989) 67 Harvard Business Review 61, revised version 
available at www.ssrn.com/abstract=146149 (1997).
 105 See 2.4.

separation of ownership and control are well understood.100 One of the central problems 
of corporate governance for UK publicly quoted companies is how to hold managers 
 accountable to the shareholders.101

There are a number of reasons why the directors (managers) and investors in a typical 
portfolio company may be regarded as being closely aligned. The first is the size of the direc-
tors’ equity stake: they have a lot of skin in the game.102 The fact that portfolio companies are 
highly leveraged allows the directors to acquire relatively large equity stakes for a relatively 
modest investment. The directors ‘may be asked to put a few hundred thousand of their own 
money into the business and then, if they are successful, they can walk away in three years’ 
time with many millions of pounds’.103 As with the shares in all private companies, this is an 
illiquid investment (in contrast to an investment in a publicly traded company) and, further, 
a director is likely to be subject to ‘bad leaver’ provisions which will affect the value of their 
stake if they seek to leave early without good reason or without the agreement of the fund. 
The illiquidity of these equity stakes reduces the directors’ incentive to manipulate short-
term performance. Directors will only realise the value of their equity when the scheduled 
exit transaction occurs, whether that is via an IPO, or a sale, or otherwise.

Second, portfolio companies have only a small number of shareholders, and those share-
holders are interested in monitoring directors closely and have the capability to do so. Other 
than the directors the only shareholder will be the private equity fund, which is expert and 
used to a monitoring role of this kind. It has a strong incentive to monitor (due to its signifi-
cant equity and debt investment in the company), it has the means to monitor (in addition 
to the significant information disclosure it will require qua shareholder it will also appoint 
representatives to the board) and, of course, the private equity fund will have a sufficient 
equity stake to remove, by ordinary resolution, any director who is perceived to be perform-
ing poorly.

It is sometimes suggested that a further benefit of the private equity ownership model, 
particularly compared to that of publicly traded companies, is that it can solve the free cash 
problem, whereby directors hang onto the ‘free cash’ in a company rather than distribut-
ing it to the shareholders.104 Free cash flow is defined for these purposes as cash flow in 
excess of that required to fund all investment projects with positive net present values when 
discounted at the relevant cost of capital. Directors have incentives to retain cash in this way 
because cash reserves increase their autonomy as regards the capital markets.105 This can 
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lead to waste and inefficiency, or it might mean that the directors use the cash inappropri-
ately, such as on self-promoting acquisitions. In a portfolio company the shareholders are in 
a strong position to force the directors to transfer to them any free cash that remains, should 
they so wish.

The empirical evidence appears to support the view that the closer alignment of director 
and shareholder interests, and the most concentrated ownership structure, within private 
equity backed companies are two of the reasons why private equity transactions generate 
wealth.106 Little evidence has, however, been found to support the free cash flow analysis per 
se as an explanation for the benefits provided by the private equity model.107

16.6.2. Board/Management Structures

A further difference between private equity backed and non-private equity backed compa-
nies relates to their different board structures. The boards of portfolio companies tend to 
be small and specialised.108 The existing managers, who are part of the buy-out, know the 
business well, and are supported by a private equity fund whose business it is to increase 
the value of the firm. There may, additionally, be a small number of expert directors 
appointed by the fund. The board of a portfolio company will generally also meet very regu-
larly. This position may be contrasted with that of other companies, and is in particularly 
sharp contrast to the position of publicly traded companies, whose boards tend to be large 
(typically 12–20 members), meet much less often,109 and be dominated by management-
appointed outsiders.110

Another distinction between the boards of publicly traded companies and private equity 
backed companies is the nature of their role. The board of a plc is perceived as having two 
functions: to lead and to control the company. The latter role falls in the main to the non-
executive directors. However, although the idea is that these non-executive directors will 
provide a disciplining function, in practice the empirical evidence does not suggest that 
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this  occurs.111 Instead, the focus of the non-executive directors tends to be on compli-
ance issues and committee duties. The general view is that the directors of publicly traded 
companies spend a great deal of time engaged in communicating with their shareholders, in 
investor relations and in periodic reporting. By contrast, the board of a portfolio company is 
freed from these burdens. It is not subject to the obligations of the UK Corporate Governance 
Code regarding the composition and structure of the board. While the disclosure obliga-
tions placed on portfolio companies have increased as a result of the regulatory changes 
described in 16.7, the levels of disclosure and compliance are relatively light, and well below 
the level of obligations imposed on publicly traded companies.112 Consequently, the direc-
tors of portfolio companies have only one function, not two: they can focus on trading and 
strategy and do not have to concern themselves in any significant way with compliance and 
control. One explanation for the comparative success of private equity is that it results from 
these differences, which make the boards of portfolio companies more effective.113

16.6.3. Disclosure and Transparency

Traditionally portfolio companies have been subject to the same disclosure regime as all 
other private companies, so that, for example, some obligations are imposed in relation to 
the publication of the company’s accounts on a periodic basis,114 but these obligations are 
relatively light touch, certainly compared to the disclosure obligations placed on publicly 
traded companies. As discussed in chapters ten to thirteen, once securities are publicly 
traded, the issuing company becomes subject to substantial disclosure obligations to 
investors and reporting obligations to the regulator, both at the point when securities are 
issued and thereafter. These obligations relate to a wide array of issues, including periodic 
 disclosure regarding the company’s financial position and information regarding, inter alia, 
inside information, directors’ shareholdings in the company and major shareholdings in the 
company.115

One of the aims of the increased regulation that has been imposed on the private equity 
industry in the aftermath of the 2008 financial crisis is to deal with this imbalance.116 
Although much of that increased regulation, discussed in 16.7, has been aimed at the fund, 
some of it is aimed at portfolio companies. This includes more onerous disclosure obliga-
tions, although the levels of disclosure still fall well below the requirements imposed on 
publicly traded companies.117
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16.6.4. Debt vs Equity Levels

Portfolio companies typically have higher levels of debt than other companies. For example, 
while the level of debt in a portfolio company may range from 50 per cent up to 70 per cent 
plus, the debt-equity ratio for publicly traded companies is typically 30:70.

As discussed in chapter two, there is no ideal mix of debt and equity which will apply to 
all companies.118 The amount of leverage that will suit each company will vary according to 
a number of factors. However, the reasons why portfolio companies regularly employ much 
higher levels of debt than other companies, and the potential advantages and disadvantages 
that may flow from that, require examination. The injection of debt can have a number of 
benefits. First, in the UK, the tax system favours debt over equity as a form of company 
funding since, although there is tax deduction for interest, there is no such favourable treat-
ment for dividends.119 Debt is, therefore, cheaper than equity for the company. Second, 
the use of leverage itself can have a beneficial effect on the returns to equity investors (the 
private equity fund and the directors). Take the example of a situation in which the assets 
of a company are £100, and the company is funded entirely by equity. If the company’s 
assets increase to £200, the equity investors double their money. If however, the company 
is funded by way of 50 per cent debt and 50 per cent equity, if the assets increase to £200 
the debt investors have a fixed claim of £50 (ignoring any interest payments for simplicity), 
whereas the remainder (£150) belongs to the equity investors, so that they triple the value of 
their investment. As the debt is paid down over the life of the fund, the value of the equity 
increases further and healthy returns can be generated, since the equity investors will take 
an even larger share in any gains made by realising the investment at the end of the fund. Put 
simply, since debt is cheaper than equity (because of the tax saving), purchasing a company 
and leveraging it more highly could involve tax savings, and result in gains to the company 
and its shareholders.120 One common criticism of private equity is that it makes money for 
its investors by making use of these advantages of debt rather than by creating operational 
or economic value in the portfolio company.

Increasing the amount of debt increases the risks to which the company is exposed. As the 
proportion of debt in the company increases, it becomes more likely that the company will 
default and enter into insolvency. Financial distress and insolvency are costly, in terms of 
the direct costs of lawyers, courts and insolvency practitioners, as well as the reduction 
in the value of the company associated with insolvency. There are also the indirect costs 
attached to the difficulties of running a company while going through insolvency.121 Even if 
the company avoids insolvency it will still face the costs of financial distress—for example 
suppliers may demand more protection, creditors may charge more, and employees may 
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leave and look for other jobs. In addition, more highly geared companies are felt to be more 
at risk in a recession than less highly geared companies.122

The trade-off theory of capital structure recognises that investors will look for an 
enhanced return to compensate them for the increased risk of having to absorb these costs 
of financial distress. The addition of debt to a company’s capital structure is beneficial, but 
only up to the point where the tax savings resulting from the debt are outweighed by the 
insolvency costs. The theoretical optimum is reached when the present value of the tax 
saving is just offset by increases in the value of the costs of financial distress.

Other relevant factors for a company will be the availability of internal funds (retained 
profits) as a source of financing, and the cost and availability of debt financing available 
to it. These principles apply to all UK companies, not just portfolio companies, but for 
some  reason these rules have impacted differently on portfolio companies and publicly 
traded companies, such that the ratios of debt to equity raised by each are consistently 
very distinct.

One explanation for this distinction is specific to the difference between portfolio compa-
nies and publicly traded companies. Professor Jenkinson has suggested that the pattern of 
returns which shareholders in publicly traded companies expect, ie stable predictable divi-
dends,123 makes it very hard for such companies to be more highly leveraged because it is 
‘very difficult … to maintain a constant dividend stream or a constant growth of dividends 
if you have a very highly-leveraged structure because, by its very nature, the residual profits 
tend to go up and down a lot with interest rates and with changes in the economy’.124 On this 
view, the leverage levels in UK publicly traded companies are inefficiently low and should 
be increased. In other words, the effect of taking a company private is that private equity 
fund managers are simply transforming the companies they back into capital-efficient 
operations.125

Another explanation for the higher leverage levels in portfolio companies is that the 
investors in private equity funds are more comfortable with higher levels of debt than 
shareholders in other companies: ‘a single shareholder who has spent millions of pounds 
understanding the potential of a company and put great resources into exploiting it is 
very well placed to decide where the efficient frontier is’126 as compared to shareholders in  
other companies. In the theoretical model described above whereby ideal debt to equity 
ratios for a company are determined, the attitude of the shareholders to debt is crucial, 
since it is the shareholders’ need to be compensated for the increased risks of insolvency 
associated with debt that generally increases the costs of financing and counterbalances the 
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tax advantages of debt. If the shareholders are comfortable with higher levels of debt (and 
the increased risk of insolvency that this brings) because they have carefully analysed the 
risks and potential of the target company, then it will be cost-effective to have higher debt 
levels, as compared to a company in which the shareholders do demand that compensation. 
This may explain why shareholders in a portfolio company are likely to be more comfort-
able with raised levels of debt, but it does not take account of the other stakeholders in the 
company who are exposed to greater risks as a result of the increased debt levels in private 
equity companies. Two groups in particular will be considered, namely the employees and 
the creditors, although other stakeholders may also be affected.

16.6.4.1. Employees

Two concerns tend to be voiced regarding the position of employees in portfolio companies. 
The first concern is that one of the ways in which such companies generate wealth is via 
wealth transfers from stakeholders, such as employees, to the shareholders, ie that portfolio 
companies will cut jobs and reduce wages in order to produce gains for the investors.127 The 
picture suggested by the empirical studies is somewhat mixed in this regard. Some studies 
conclude that, on the whole, employment levels continue to increase post buy-out, but at 
lower levels than other firms in the industry,128 or that employment grows at an equivalent 
rate but with slower wage increases.129 Other studies accept that there are reductions follow-
ing a buy-out, but that the net job losses are relatively small,130 or that while buy-outs bring 
about quick reductions in employment to make efficiency gains, over a three- to five-year 
timescale there are positive elasticities with respect to future employment.131 These results 
suggest that buy-outs do not give rise to undue concerns about job destruction, and indeed 
they seem more consistent with the view that portfolio companies create some value by 
operating more efficiently, since low levels of wage cuts and job reductions are consistent 
with gains in productivity and operating improvements.132

http://www.bvca.co.uk/Research/BVCA-Research-Reports
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The second concern is that, because portfolio companies are (potentially) higher 
risk, the employees in these companies are at greater risk of losing their jobs when these 
 companies fail.133 Given the large number of employees in the UK workforce employed 
by portfolio companies,134 these concerns are significant. Concern regarding the position 
of employees in portfolio companies has been one of the major drivers behind the regula-
tion of the private equity industry, discussed at 16.7, and has led to increased disclosure 
obligations for the employees of some portfolio companies, but nothing more concrete.135 
Employees must look to employment law for more direct rights.

16.6.4.2. Creditors

Generally, in solvent companies, it is the interests of the shareholders that dominate. 
Section  172 of the Companies Act 2006 requires a director of a solvent company to act 
‘in the way he considers, in good faith, would be most likely to promote the success of the 
company for the benefit of its members as a whole’ whilst also having regard to other stake-
holders—although not, crucially, creditors.136 The ordinary shareholders are the residual 
claimants and they have the greatest interest in monitoring the company in this period 
since they will take the lion’s share of the loss if things go wrong (and the lion’s share of the 
gain if the company succeeds).137 The creditors, who are fixed claimants, are, in general, 
protected by the directors’ shareholder-focused duties, as long as the company remains a 
profitable going concern. This will change, of course, once the company starts to run into 
financial difficulties, and directors’ duties become creditor-regarding once the company is 
insolvent, or on the verge of insolvency.138 To make the directors creditor-regarding at an 
earlier stage would generally have the effect of making directors too risk averse, since credi-
tors are primarily interested in low-risk projects which ensure that they are repaid.

In the private equity model, however, the private equity fund takes a large equity stake 
in the portfolio company, but only a relatively small percentage stake in the company’s debt, 
and the directors in the company typically hold none of that debt. This could lead to high-
risk management gambles by the directors of the portfolio company that are tolerated by  
the director-shareholders. If the gamble succeeds, the directors and the private equity fund 
will reap the rewards; if it fails, the creditors will bear the costs. The private equity scenario 
is therefore a more extreme version of the usual scenario in place for creditors of all compa-
nies, because the highly leveraged nature of the company in this instance creates greater 
potential for the shareholder-focused directors to use the creditors’ money to fund the share-
holders’ (potential) gains. In most companies this conflict only becomes clearly apparent in 
the twilight period just prior to insolvency, when there is a possibility that the directors 
might gamble with the creditors’ money in order to benefit the  shareholders. Measures have 
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been put in place to deal with the conflict that arises at this point.139 This conflict has the 
potential to arise earlier in time in a private equity company, when no specific measures are 
put in place by the law to deal with this conflict.

Of course, it might be expected that the banks and other major lenders in a private 
equity transaction will put in place contractual and proprietary measures to protect them-
selves, or at least will ensure that they are properly compensated for the risks they take (and 
that they are in a good position to assess accurately the level of risk they are taking to ensure 
that the bargained-for compensation adequately covers the risk undertaken). All the major 
lenders will take security and guarantees in order to protect themselves. The lower-ranked 
lenders will expect their return to reflect the increased risk that they take. It is also nota-
ble that it is standard for these loans to include specific financial covenants, requiring the 
company to operate within certain financial ratios, such as the ratio of total debt to EBITDA 
and the ratio of cash flow to total funding costs.

Whilst it is open to the major lenders to put in place security packages and financial 
covenants in order to protect themselves, the non-adjusting creditors140 are not in a position 
to do so, and are left potentially exposed. It is sometimes suggested that debt can operate 
as a corporate governance tool, ie the monitoring of certain lenders can have a disciplinary 
effect on directors such that all stakeholders in the company, including therefore the non-
adjusting creditors, can benefit.

There is a general disciplining effect that can be said to flow from debt, in that, while 
returns to shareholders are at the discretion of directors (dividend payments, for exam-
ple, only become a debt if the company has distributable profits and after the directors 
have declared the dividend, whatever the articles say),141 contracted-for interest and capi-
tal payments must be met by the directors, otherwise the company can potentially be 
declared insolvent. Debt can be regarded as a mechanism for forcing managers to disgorge 
cash, albeit to the creditors rather than to the shareholders. Where most of the free cash 
flow is committed to debt repayments, directors are forced to adhere to strict results-
oriented financial projections.142 The higher levels of debt mean that the directors are 
likely to be contractually bound to distribute the free cash to the creditors. Set against 
this analysis are two aspects of the way portfolio companies operate in practice. First, 
such companies solve the owner-manager dilemma such that shareholders can force the 
directors to distribute free cash flows to them if they so wish. Second, to the extent that 
many private equity debt repayments are payable as a single bullet payment at the end of 
the term, there will be a reduction in the disciplining effect on a month-to-month basis 
within the company.

Major lenders can play a significant corporate governance role both by monitor-
ing corporate activity and by influencing it, largely using the contractual rights they have 
bargained for in the loan agreement.143 A number of aspects of the way that debt financing 
operates in private equity transactions in practice reduces the likelihood of this monitoring 
effect. Where covenant-lite financing is in place, the covenants are only tested when an event 
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occurs, rather than being continuously tested. This will clearly diminish the potential moni-
toring role of the debt. Of more significance is the fact that where private equity transactions 
are syndicated, the potential governance role of the lender is reduced.144 Furthermore, these 
loans are generally transferred by the original lender.145 In smaller transactions the debt 
finance is often kept within the banking community, but in larger, more complex transac-
tions it might be sold to participants in the institutional debt market, such as hedge funds  
or institutional investors. This has the effect that the ownership of the risks being under-
taken in this highly leveraged system is not always clear.146 Although the diversification of 
the debt market results in a reduction of individual exposure, it also reduces the capacity 
for monitoring and controlling the underlying risks.147 A final mechanism whereby debt 
can operate as a corporate governance tool is via the use of security. This is discussed at 
7.6.2.1. The senior lender in a private equity transaction will take security and will be in a 
position to use that security to discipline the directors, in particular by performing a moni-
toring role.

16.6.5. Summary

A number of explanations have been put forward to explain the success of private equity 
transactions, some of which have already been canvassed in this section. The first explana-
tion is that leverage levels in portfolio companies are higher than in other companies, which 
leads to tax savings and could have benefits for the returns received by equity investors.148 A 
second explanation is that the value arises from a reduction of agency costs within the port-
folio companies as a result of the closer alignment of managers and shareholders. A third 
possible reason is that they generate value as a result of wealth transfers from stakeholders 
to shareholders. Fourth, these transactions could generate gains for the private equity fund 
because of reductions in transaction costs, ie the fact that regulatory and other burdens are 
lower, and therefore cheaper, for private equity backed companies. Fifth, the target compa-
nies may be undervalued prior to purchase by the private equity fund, ie private equity 
funds manage to buy the companies cheaply, and the gain is therefore their exploitation of 
their ability to price the company more accurately than the market.

If the gains arise because of tax breaks, or because the company was underpriced, or 
because of wealth transfers between the stakeholders and shareholders, then private equity 
transactions would not appear to add any particular operational value to the company. 
By contrast, if the value arises as a result of financial, governance or operational changes 
in  the target company then private equity transactions could be said to create economic 
value.
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One empirical study found that, of the various explanations put forward for public-to-
private transactions, support can be found for the view that an important source of expected 
shareholder wealth gains is the undervaluation of the target firms’ share prices over a one-
year period prior to the first public-to-private announcement. However, the study also 
concluded that aligning the directors’ and shareholders’ interests was a relevant factor in 
the resulting gains, as was the concentration of control among a few shareholders.149 Other 
studies that have investigated this issue have concluded that modest operating improve-
ments do result from private equity transactions.150 Whilst the picture emerging from these 
studies is by no means clear cut, it does appear that private equity transactions do add some 
economic value, although this accounts for only part of the gains made: ‘It has been said that 
private equity made its money by leverage in the 1980s, by price/earnings arbitrage in the 
1990s and since then by genuinely changing companies. In fact all three components have 
always played their part.’151

16.7. Regulation

Traditionally, private equity was a self-regulated industry, subject to little regulatory over-
sight. In recent years, and particularly in the wake of the 2008 financial crisis, this has 
changed. Some of these regulatory changes have not been imposed directly on the private 
equity industry, but nevertheless impact on it. For instance, changes in the way banks are 
regulated means that they need to risk-weight their investments, and hold more capital 
against the riskier asset classes. Private equity (and venture capital) is one of the riskiest 
asset classes, and accordingly banks have to hold a substantial amount of capital to cover 
the risk of an investment in private equity.152 Other legislative changes, for example to the 
tax regime, have also had the effect of increasing the compliance costs of private equity 
firms.153

Other regulatory reforms have been focused very directly on the private equity industry, 
and in particular the implementation of the AIFMD via the Alternative Investment Fund 
Managers Regulations has had a significant impact on the industry, not least in relation to 
the increased costs of compliance.
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16.7.1. The Need for Regulation

The lack of regulation regarding private equity prior to the 2008 financial crisis was not, 
perhaps, very surprising. As regards the regulation of the fund, the investors are predomi-
nantly institutional investors, sovereign wealth funds and wealthy individuals. These are 
investors that can be expected to look after themselves. As regards the portfolio companies, 
these are private companies, without direct investment by the public, and accordingly they 
prima facie fall under the same regime as all other private companies. However, the different 
regulatory response becomes very stark where a company such as the FTSE 100 company 
Alliance Boots is purchased by private equity and taken private, and the regulatory regime 
impacting the company shifts dramatically in a very short space of time.

The arguments in favour of regulation of private equity may be divided into two broad 
types: (1) increased transparency, and (2) concerns about systemic risk.154

16.7.1.1. Increased Transparency

Traditionally, relatively little information was available regarding the private equity indus-
try. Many in the industry believed that ‘private means private’ to the point of secretiveness.155 
Calls for an increase in the levels of disclosure have not focused on the need to protect inves-
tors in the private equity fund (these are sophisticated investors and the levels of satisfaction 
with the information disclosed to them by the fund are generally high)156 or investors in the 
portfolio company (these comprise the managers and the fund itself). Rather, the suggestion 
is that it is necessary to protect the non-shareholder stakeholders in the portfolio compa-
nies. In particular the idea is that portfolio companies have a responsibility to engage with 
the community within which they operate and to meet the legitimate interests of stakehold-
ers, including both employees and the wider public.

The private equity industry has come to understand, and accept, that the growth in the 
number and size of portfolio companies has introduced a wider stakeholder base into the 
equation that may well have a legitimate interest that needs to be addressed. In the UK, 
for example, in February 2007 the BVCA asked Sir David Walker to undertake a review 
of the adequacy of disclosure and transparency in private equity with a view to recom-
mending a set of voluntary guidelines.157 The Walker Review agreed that there was a ‘major 
transparency and accountability gap to be filled’,158 although it did not suggest that the full 
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array of reporting obligations imposed on publicly traded companies should be imposed on 
portfolio companies.159 Instead, the Review suggested a set of voluntary guidelines, regu-
lated on a comply or explain basis. These guidelines are intended to tackle the transparency 
and accountability gap, and largely aim to provide more information about the portfolio 
company, and the private equity firm behind it, to the non-shareholder stakeholders and to 
the wider public, rather than to the investors in the fund.160

The Walker Guidelines do not apply to all portfolio companies: only the largest are 
captured.161 In 2018 only 56 companies fell within the scope of the Guidelines.162 Additional 
reporting requirements are imposed on these portfolio companies.163 For instance, the 
Guidelines recommend that these companies should file their annual report and finan-
cial statements on their company website164 within six months of year end rather than the 
nine months otherwise provided by companies legislation for private companies.165 That 
report should include information regarding the identity of the private equity fund that 
owns the company, the senior managers or advisers who have oversight of the fund or 
funds, details on the composition of the company’s board, and additional financial informa-
tion including information required by sections 414C(7)–(8) of the Companies Act 2006, 
which is ordinarily applicable only to quoted companies.166 The Guidelines also envisage 
more information being provided regarding the private equity firms that back these partic-
ular portfolio companies.167

These Guidelines are fairly limited in scope, both as to the number of portfolio compa-
nies that fall within their remit and the nature of the disclosure required of these companies. 
The introduction of these voluntary guidelines did not quieten calls for the regulation of 
private equity at European level.

16.7.1.2. Systemic Risk

The other argument in favour of regulating the private equity industry is based on systemic 
risk. Systemic risk has been defined by the Financial Stability Board as a risk of disruption to 
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financial services that is caused by an impairment of all or parts of the financial system and 
has the potential to have serious negative consequences for the real economy.168 It is now 
well understood that commercial banks are not the only institutions to present systemic 
risk: other institutions may do so too. In particular, the provision of maturity/liquidity 
transformation and leverage in non-bank entities can create these risks.

‘Maturity transformation’ is the activity of issuing short-term liabilities (such as  deposits) 
and transforming them into medium- to long-term assets (such as loans).169 ‘Liquidity 
transformation’ is the issuing of liquid liabilities to finance illiquid assets. An asset is illiquid 
when it cannot be easily converted into cash without a loss in nominal value. Commercial 
banks engage in transformation when they accept deposits from investors which are gener-
ally redeemable at very short notice (that is, they borrow short) and use these funds to 
invest in long-term enterprises. The bank retains only a fraction of its demand deposits in 
cash. This system works well if only a few investors demand payment at any time. However, 
it will fail if many depositors call for repayment at once since the bank may run short of 
liquidity, and depositors will rush to withdraw their money, forcing the bank to liquidate 
many of its assets at a loss and eventually causing the bank to fail. A bank failure can have 
larger effects for the economy, since banks calling in their loans early can have a disrup-
tive effect on business, and there can also be effects in the banking sector more generally, 
either because the bank run causes a loss of public confidence in banks generally (triggering 
further bank runs) and/or because of the interconnectedness of the failed bank with other 
banks in the system.

While these transformational issues can exist within the traditional hedge fund 
model, since these funds usually offer some liquidity to investors and will generally invest 
on a longer-term basis than the liquidity offered to investors, they do not exist in the 
private equity model, which provides no opportunity to withdraw capital before the fund 
matures. The private equity model is not susceptible to the bank run scenario described 
above.170

The other issue that can give rise to systemic risk is leverage. High levels of leverage 
can expose market participants to disruption when confidence evaporates in the markets,  
potentially leading to abrupt deleveraging and asset fire sales. However, unlike hedge funds, 
private equity funds generally do not take on leverage at the fund level.171 These funds gener-
ally invest in equity instruments (the shares in private companies), whereas hedge funds 
often invest in derivatives and other structured, synthetic products. There is, of course, 
leverage at the level of the portfolio companies in private equity, but this is unlikely to raise 
concerns from a systemic risk perspective. Neither private equity funds nor the  portfolio 
companies are cross-collateralised, meaning that the failure of one  portfolio company 
should have no knock-on effects for the fund or other companies held in a particular fund’s 
portfolio. Further, negative externalities arising from the failure of a portfolio company 
seem to be limited due to the fact that private equity funds are generally diversified across 
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multiple industries and tend to lack concentrated exposure to a single sector, in contrast 
with hedge funds.172

The idea that the private equity industry needed to be regulated to deal with systemic 
risk is somewhat problematic. Nevertheless, the amelioration of systemic risk issues was at 
the centre of the European Commission’s recommendations in the aftermath of the 2008 
financial crisis to regulate alternative investment funds, including hedge funds and private 
equity (and indeed other funds such as real estate funds, which fall outside the ambit of 
this book).173 It may be that private equity was swept along with a political desire to regu-
late hedge funds that emerged post-crisis.174 The new regulatory regime that has been 
introduced pursuant to these proposals (discussed in 16.7.2) has imposed very significant 
additional costs on the industry for arguably relatively little gain.

16.7.2. The Implementation of the AIFMD

The European Commission’s proposals for the regulation of alternative investment funds 
resulted in the introduction of the AIFMD in 2011.175 The AIFMD introduced harmonised 
requirements for financial intermediaries engaged in the management and administration 
of alternative investment funds (AIFs) other than retail funds.176 The AIFMD was imple-
mented in the UK by the Alternative Investment Fund Managers Regulations 2013 (AIFM 
Regulations),177 which apply to UK alternative investment fund managers (AIFMs) that 
are permitted by the FCA to manage AIFs under the AIFMD, and by changes to the FCA 
Handbook.

Much of the regulation imposed on the private equity industry as a result of implement-
ing the AIFMD is somewhat hard to justify. The main risk targeted by these regulatory 
reforms, namely systemic risk, is not really discernible in the private equity business model 
examined earlier in this chapter. Although some new disclosure obligations are introduced, 
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 187 AIFM Regulations 2013, Part 3.

these provisions are unlikely to make much difference to the group identified as being most 
in need of protection, namely the non-shareholder stakeholders in portfolio companies.178 
The predominant effect of increased regulation is the imposition of compliance costs. 
Whether these costs produce benefits that justify them remains to be seen, although the 
signs to date are not encouraging.179

16.7.2.1. Authorisation Requirements

The focus is on regulating the fund managers rather than the AIFs. A UK AIFM that does 
not fall within any of the relevant exemptions180 will not be allowed to manage an AIF unless 
it has been authorised to do so by the FCA.181 Once authorised, the AIFM is permitted to 
provide management services to AIFs domiciled in any Member State182 and to market the 
securities of those AIFs to ‘professional investors’183 across the EU.184 The AIFMD creates a 
passport regime for EU AIFMs.185

The AIFMD permits EEA Member States to establish a lighter-touch regime for  managers 
with a small amount of assets under management. The UK has implemented this regime. 
The relevant threshold for being a small AIFM is either €500 million of assets under manage-
ment where each of the AIFs it manages has no leverage and there are no redemption rights 
for the first five years; or €100 million of assets under management for all other AIFMs.186  
A small AIFM subject to this regime need only register with the FCA (giving less informa-
tion compared to full scope AIFMs); provide information regularly on the main instruments 
in which it is trading and on the principal exposures and most important concentrations 
of the AIF in order to enable the competent authority to effectively monitor systemic risk; 
and notify the FCA in the event that it no longer complies with the qualifying  conditions.187 

http://www.investeurope.eu/media/698210/Europe-Economics-Final-Report-On-AIFMD-Dec-2017.pdf
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Small authorised UK AIFMs cannot use the AIFMD’s marketing and  management pass-
ports, but they do have the right to opt-in to full-scope authorisation to access AIFMD 
passports.188

16.7.2.2. Regulation at the Fund Level

The AIFM Regulations impose a number of requirements on the authorised AIFMs within 
their scope. These include capital requirements. For example, an AIFM managing exter-
nal funds requires initial capital of €125,000.189 A self-managed fund is required to maintain 
initial capital of €300,000.190 For each fund it manages, the AIFM needs to ensure that a 
depository is appointed.191 The depository’s function is predominantly that of safekeeping 
the assets of the fund, and it is intended to protect investors against losses arising from 
fraud of the AIFM. AIFMs are also under an obligation to establish appropriate and consist-
ent procedures for the valuation of the assets of each fund under management.192 Both of 
these requirements impose costs on private equity firms, and yet it is unclear that such costs 
are warranted. Both measures (safekeeping and valuation) are intended to a large extent to 
thwart Madoff-style frauds, which makes some sense in the context of hedge funds, but the 
need for these provisions is less obvious in relation to private equity. The long-term illiquid 
nature of the assets held by the fund (the shares in private companies) virtually eliminates 
the potential for Madoff-style fraud. Investment and divestment in relation to these assets 
will be highly visible to investors and to the marketplace. The value of placing those assets 
with a depository can therefore be questioned. Further, as regards valuation, distributions 
to investors in the private equity model are typically triggered by the disposition of portfo-
lio investments (such as via an IPO). Investor liquidity is contingent on prior disposition, 
which already provides a credible third-party valuation of the asset.

The implementation of the AIFMD has also resulted in various operational obligations 
being imposed on AIFMs. For example, AIFMs are under an obligation to put in place 
remuneration policies and practices for certain senior staff, designed to promote effective 
risk management.193 More generally, AIFMs are required to act honestly, fairly and with due 
skill, care and diligence in conducting their activities and to act in the best interests of the 
fund or the fund investors and the integrity of the market.194 These general principles are a 
reflection of the statements that are typically found in fund documentation in any case, but 
compliance with the principles are now supervised by the FCA. Measures are also imposed 
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to ensure that AIFMs identify and manage the risks to which the AIFs they manage are 
exposed by virtue of their investment strategies, and to avoid conflicts of interest.195

A number of regulations are designed to increase transparency at the level of the fund. 
These include measures specifying the information that must be disclosed to investors 
before they invest in a fund, including the investment strategy and objectives of the fund, 
the identity of the AIFM, its pricing methodology and valuation procedure, all fees and 
charges, and the latest net asset value of the fund and historic performance information, 
where available.196 Much of this information was already being made available to fund 
investors prior to the introduction of the AIFM Regulations, but this standardised approach 
to the provision of information may make it easier for investors to check whether they have 
received the required information. Disclosure to investors and reporting to regulators on 
a number of issues is also required on an ongoing basis.197 Oversight by the FCA of UK 
AIFMs is ensured as a result of various ongoing reporting obligations.198

Concerns about systemic risk are addressed in part by regulating leverage. Information 
regarding leverage must be disclosed to investors both initially and on an ongoing basis199 
and reported to the FCA.200 AIFMs are also required to set leverage limits for each AIF 
they manage,201 and must demonstrate that these are reasonable and that they comply with 
them at all times.202 The FCA can, if necessary, set limits on the amount of leverage that a 
particular fund manager can employ.203 While the UK remains a member of the EU there 
is a certain amount of cooperation that can occur between the FCA and EU authorities, 
with a view to dealing with systemic risk issues. For example, under the AIFMD ESMA has 
the power to intervene in some circumstances and to issue advice to national authorities 
specifying remedial action, including leverage limits, where it determines that the leverage 
employed by an AIFM poses a substantial risk to the stability and integrity of the finan-
cial system.204 Following the UK’s exit from the EU, however, the provisions in the AIFM 
Regulations requiring cooperation and information sharing drop away,205 although this 
does not preclude UK supervisors from sharing information with EU authorities where 
necessary, as the existing domestic framework for cooperation and information sharing 
with countries outside the UK allows for this on a discretionary basis.

These provisions are unlikely to be particularly beneficial in relation to private equity, 
given that the leverage arises only at the level of the portfolio company and raises minimal 
systemic risk issues.
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16.7.2.3. Regulation at the Level of the Portfolio Company

The implementation of the AIFMD also resulted in regulation being imposed at the level 
of the portfolio company. Disclosure obligations exist regarding the acquisition of major 
holdings (starting at 10 per cent) in non-listed EU companies.206 More onerous obligations 
are imposed when an AIFM acquires a controlling interest in a non-listed company or an 
issuer (ie a company whose shares are admitted to trading on a regulated market such as the 
London Main Market).207 In these circumstances, the AIFM needs to make disclosures to 
the FCA, and to the relevant company and its shareholders, about the identity of the AIFM 
and its policy for preventing and managing conflicts of interest.208 Where the target is a 
non-listed company, the AIFM must also disclose its intentions with regard to the future 
business of the company, and the likely repercussions on employment, and provide details 
of the financing of the acquisition.209 These disclosure obligations provide employees with 
information rights, not decision rights. They are modelled on the rights provided to target 
company shareholders in a takeover offer scenario, and are likely to have a similarly limited 
effect on employee protection.210 For non-listed companies the AIFM must also ensure that 
additional information is disclosed on an annual basis. This includes a fair review of the 
development of the company’s business representing the situation at the end of the period 
covered by the annual report and an indication of the company’s likely development.211

There are also rules designed to prevent asset stripping.212 When a private equity fund 
acquires a controlling interest in a non-listed company or an issuer, the AIFM shall not, 
within 24 months following the acquisition, be allowed to facilitate, support, instruct, or 
vote in favour of any distribution, capital reduction, share redemption or acquisition of 
own shares by the company and must use its best endeavours to prevent the same from 
occurring. The effect of the provisions is to ‘narrow the range of options that may be used 
to return value to the shareholders in a tax-efficient way’.213 Consequently, within this 
two-year period, private companies under the ownership of relevant AIFs will effectively 
be subject to the same restrictions on distributions to which public companies are subject 
under the Companies Act 2006, losing the benefits that are otherwise enjoyed by the more 
relaxed regime generally available to private companies.214 These asset-stripping provisions 
are somewhat limited by the fact that, as with other capital maintenance measures, they do 
not limit AIFs receiving returns from, or being repaid, their shareholder loans.



Conclusion 845

 215 MC Jensen, ‘Eclipse of the Public Corporation’ (1989) 67 Harvard Business Review 61, revised version available 
at www.ssrn.com/abstract=146149 (1997).
 216 See eg Kay Review of UK Equity Markets and Long-Term Decision Making, Final Report, July 2012, 2.14.

16.8. Conclusion

In the period up to 2008, private equity began to be seen as a threat to the public markets, and 
indeed some commentators even suggested that private equity might eventually become the 
dominant corporate organisational form.215 In the intervening period the perceived threat 
of private equity has diminished somewhat, although this period has also seen regulatory 
intervention in this industry, with new obligations and costs imposed on private equity 
funds and the companies they own.

It remains the case that private equity offers an important alternative to the public 
markets as a source of new funds for businesses.216 Publicly traded companies enable a large 
number of individuals to purchase shares and allow the risk to be borne by investors without 
requiring them to manage the companies they own. For very minimal stakes any individual 
is able to participate in the public market. Private equity, by contrast, allows a much smaller 
number of investors (predominantly institutional investors) to invest substantial sums via 
a private equity fund in businesses operated by private companies with a view to earning 
(hopefully) higher returns than can be obtained via the public markets. These returns are 
available as a result of a range of factors, but high levels of leverage within the portfolio 
company and a close alignment of the interests of managers and owners seem to play a 
significant role. What recent years have demonstrated is the resilience and adaptability of 
this industry. Its role as a core constituent of corporate finance looks set to continue.

http://www.ssrn.com/abstract=146149
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