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Certain legal issues arise regarding the transfer from a company of assets at a value below market value. Additional legal issues arise when that transfer is for a value below net book value. The purpose of this article is to provide a short summary of the main legal issues. 

Memorandum of Association
The company will require an express power in its Memorandum of Association providing the ability to make this gratuitous disposition. Therefore the Memorandum of Association may need to be amended. If a contract for a gratuitous disposition of property is made by a company which does not have this power in its Memorandum of Association, then that contract may have been made ultra vires or beyond the company’s capacity. Such contracts can be declared void. Calls have been made to remove or restrict the ultra vires doctrine for private companies limited by shares by the Company Law Review Group but this change has not been made as yet. 

Directors Fiduciary Duty 
In disposing of the company’s property for a value, not only below market value, but also below net book value it would be very difficult for the directors of this company to argue that they acted in accordance with their fiduciary duty to the company. It should be noted that in certain circumstances the directors also owe a fiduciary duty to the shareholders and creditors of a company. If an action was to be taken against a company subsequent to such a disposal of property it could be argued by shareholders or creditors that as the directors acted in breach of their fiduciary duty they should be personally accountable to the company for such payments. From a practical point of view this could be dealt with (only from the point of view of the shareholders) by receiving shareholder approval for this transaction. It would be a concern for directors in these circumstances that a creditor might take such legal action. Obviously the directors should be very aware of these risks if the company is a trading company. There is some caselaw to support the view that directors can take into account the best interests of a group of companies to which the company belongs. However, the director’s fiduciary duty is first and foremost to the company itself.

Deemed Distribution
There is considerable judicial authority for the view that a gratuitous disposition of property of a company, in particular to a company with the same shareholders as the company, could be deemed from a company law point of view to be a distribution by the company. The leading case on this issue is the case of Aveling Barford Limited v. Perion Limited [1989] BCLC 626. That case concerned a situation where property owned by the company was sold at undervalue to a company which had the same shareholders. The Court deemed this disposition of property at undervalue to be a distribution of profits.

If a company is deemed to have made a distribution then it will have to have complied with company law in so doing. If the company did not have sufficient profits available for distribution then it may have made a distribution in contravention of Section 45 Companies (Amendment) Act 1983. The consequences of such an action can be that the member is liable to pay the company a sum equal to the value of the distribution. There is also some authority for the view that directors who cause a company to pay dividends contrary to statute can be accountable to the company personally for such payments.

Because of this judicial authority if the company wishes to sell assets at an undervalue it may be necessary to show that a company has the necessary distributable reserves in order to make a disposition of property. The more cautious view is that the company should have distributable profits in the amount of the difference between the market value of the assets disposed and the amount received by way of consideration (which in the case of a gift is obviously zero). A more commercial interpretation of the Aveling Barford decision is that to ensure that the disposition is compliant with company law, the difference between the consideration and the net book value of the asset should be contained in the company by way of distributable reserves.

Section 45 (2) of the Companies (Amendment) Act 1983 provides the definition of “Distributable Reserves” as being “accumulated realized profits” less “accumulated realized losses”. These terms are not defined in the Companies Acts and therefore one must then look to best accountancy practice for guidance on these terms.

Summary
For the above-mentioned reasons a company should be cautious in entering into such a transaction. However, providing that the Memorandum of Association contains the appropriate power, the shareholders provide their ratification by resolution and that adequate distributable reserves are available within the company then it may be reasonably safe to continue with this course of action.

