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The law of corporate finance in Europe — an essay

Theodor Baums'

Company law is traditionally understood in Europe as the law of associations, and
this is how it is taught in our law schools. Companies, including those listed on stock
exchanges, are associations of members. In some cases the relationship of the
individual members to the undertaking can be close; for example, the members may
manage the company. In other cases, the members might restrict themselves to the
role of providers of equity capital. However, even in the latter case — which is typical
of the relationship of small investors and institutional investors to a listed company —
the shareholders are comparable to members of an association. Each member has the
right to vote and influence the direction of the company, the management bodies have
fiduciary duties towards the members, etc. This model, which considers even the
shareholders of listed companies to be members of an association, has increasingly
been caled into question. This paradigm shift, which has also influenced the
thinking of legal scholars in Continental Europe, was triggered by findings in
financial economics, which considers shareholders to be parties to a particular type of
financial contract with a particular set of rights. This theory sees a company as a
nexus of contracts between individual investors and the company’s management.
The ideal point of reference for the shareholder is no longer that of a member of an
association. Rather, as a mere provider of capital, the shareholder is the last link in a
chain of relationships that runs from the providers of credit to the providers of equity
capita. There are a number of hybrid forms — developed by modern financial

practice — which lie between these two poles.
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What does this paradigm shift mean for legal theory and academic doctrine?

The rights and duties of shareholders must be reconstructed, must be understood
and defined anew in the light of their function as financers of the undertaking. The
shareholder’s voting right does not serve to express the position of an individua
member of an association. Shareholders only have voting rights because they have a
residual claim rather than a fixed right to receive interest, as in the case of creditors.
A creditor’s rights to information and to influence the management serve to protect
his claim to interest and payment of the principal. They are aresult of the contractual
provisions or the terms and conditions of loans negotiated between the parties, and
are ancillary to the legal instruments through which such rights are enforced. Here,
the claim for payment is primary. In contrast, the provider of equity capital receives
from the outset open-ended rights to the ‘residual’ based on his investment. The
rights to receive information and influence the direction of the company — including
the right to sue the company directly or derivatively — are components of the complex
mechanism which is summarised by the concept of ‘corporate governance’. This
mechanism is designed to ensure that the value of the undertaking and its
distributable profits — i.e. its ‘residua’ — increase. Since shareholders have aright to
the residual, they also generally have sufficient incentive to make use of their powers
of influence to increase the value of the company. To sum up, both types of
providers of capital have control and enforcement rights, each fitting the nature of

their particular claims.

Other key concepts of our company law, such as fiduciary duties, must also be
oriented towards this new perspective. Does management only have a fiduciary duty
towards the providers of equity capital? Why don’t they have a comparable duty
towards providers of long-term loans or bond capital? And does the mgjority in a
bondholders meeting aso have a fiduciary duty towards the minority? If the
recognised fiduciary duty which shareholders owe each other rests on the same
principle, can minority shareholders really have a fiduciary duty? In other words, is
there really a principal-agent relationship? Or should the assumption of such a
fiduciary duty rather be understood as a way of addressing ‘hold-up’ problems, and
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does this also apply to minority bondholders?

If, from this perspective, we turn to the legal concept of the corporation, in
particular the law governing publicly listed companies, we no longer see an
association of members composed of shareholders who have concomitant powers to
govern the association. In this traditional model, providers of bond or loan capital are
only taken into consideration in the context of all the association’s creditors — who
are protected by mandatory rules of law. In the new model, the company and its
management bodies stand in relation to various groups of investors holding securities
with differing characteristics, ranging from equity to bond and loan capital, and the
rignts and duties of these investors are best explained as a function of the
characteristics of the instruments they hold. Classical company law is understood
purely as a law of organised associations of providers of equity, with specific rules
protecting creditors. In contrast, the law of corporate finance addresses all equity and
debt instruments, their characteristics, their rights and duties, and their similarities
and differences — including the possibility of exchanging one instrument for another
or converting one instrument into another. From this point of view, surprising
parallels become apparent. For example, identical collective action problems exist
when bondholders as well as shareholders must approve a restructuring. Among other
things, this requires a resolution to be approved by the majority of the shareholders,
and a similar resolution to be approved by the bondholders. On the question of
majority resolutions, we find ourselves right in the centre of a ‘company law of
bondholders’; here too there will be minority/majority conflicts, questions of voting

rights, and judicial review of challenged resolutions, among other problems.

At this point, | would like to turn from these brief observations on shifts in our
fundamental understanding of companies and their constituents to some of the newer

developments in the law of corporate finance at the EU level.

Il.
As is well known, the Second Company Law Directive cemented traditional capital
3



protection rules — a system in which both the establishment of minimum capital and
rules for its maintenance are mandatory — in European law. This is not the right place
to go into the pros and cons of this system. We all know, however, that this system
hinders or even blocks a number of desirable capital market transactions. The legally
required minimum capital bears no relationship whatsoever to the adequate
capitalisation of a company. When making a distribution to shareholders, it is not
asked whether, despite the distribution, the company will still be able to pay its
current debts as they fall due; the question is whether the capital figure fixed at some
point in the past and the required reserves are maintained. Under these rules it is
difficult to issue and repurchase securities to take advantage of favourable market
conditions. Among other things, the provision of ‘financial assistance’ by the

company to shareholders is strictly limited.

In Directive 2006/68/EC, amending the Second Company Law Directive, the
EU took a careful step towards deregulating the rigid requirements of the Second
Directive. In future, under certain circumstances it will be possible to do without an
expert valuation of contributions in kind, and the restrictions on the repurchase of

shares and financial assistance to shareholders are to be relaxed.

In parallel with issuing this Directive, the European Commission requested a
feasibility study to be prepared. This study should facilitate a decision on whether, in
addition to the current system of capital protection, Member States can offer a system
of capital protection based on the US model. The basic characteristics of such an

aternative system could be:

Solvency tests and over-indebtedness tests before making distributions;

and

The introduction of stricter duties and liability for board members in

connection with distributions.

Another policy choice for the Commission would be to completely revoke the
capital requirements of the Second Directive, and leave the protection of creditors
essentially to the Member States. Should the EU really concern itself with
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introducing pan-European, harmonised rules to establish equal protection for various
kinds of company creditors, such as bondholders and banks, employees, trade
suppliers, and tort victims? Are all these cross-border issues? Do the requirements of
the Second Directive really protect creditors in a way that significantly exceeds the
terms and conditions that creditors demand in contracts and bonds, and the
accompanying protective legislation of individua Member States? Does
standardisation offer any advantages in this area, as it does, for example, in the area

of financial disclosure to investors?

It seems to me that we must really dedicate much more serious attention to the

pros and cons of harmonising national company laws than has been seen to date.

This brings us to my final point — the research agenda. This agenda flows naturally

from the observations | have already made.

First, with regard to the regulation of company law at EU level — we have to
engage in much more detailed analysis than we have in the past of the pros and cons
of harmonisation and standardisation, compared with simply allowing competition
between legal systems. What are the advantages of competition between legal
systems, i.e. competition between the Member States to provide the most attractive
set of rules? What advantages do we lose when we eliminate competition through
harmonisation? In this debate, we should look at the US experience and the scholarly
discussion surrounding it. Instead of issuing directives or regulations, we may want
to consider developing non-binding model acts like the (now ‘Revised’) Model
Business Corporation Act, which the individual Member States should be free to
implement (with or without changes), but need not do so.

Second, and solely regarding Germany, which is the only country | feel qualified
to comment on, the findings of financial economics should be integrated into our
scholarly work much more than it has been. The matters on which we company
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lawyers focus our attention are divided by economists roughly into the areas of
corporate governance and corporate finance, naturally with a significant overlap. The
analytical tools that we employ under the rubric of ‘corporate governance’, such as
the principal-agent model, were developed to analyse the financia relationships
between equity investors and management in order to structure them more efficiently.
Likewise, the financial structure of a firm and the characteristics of financial
instruments are significant for corporate governance.

| find most interesting — particularly for the law governing publicly listed
companies — the paradigm shift implied by the uniform treatment, in modern financial
economics, of all contributors of capital as contractual counterparties of the company.
This point has aready been made at the beginning of this essay. For shareholders,
this means reconstructing their rights and duties; for the traditional understanding of
company law as a law of associations of equity investors, this means an expansion
into the law on financing individual firms and corporate groups. The similarities of
the different groups of investors providing capital must be identified, and a company
law for bondholders should be developed. It should be made possible to convert debt
into equity instruments, and vice versa. Issuers and investors should be given the
broadest possible freedom to structure the characteristics of their instruments, as
necessary. If this were to be done, company law would not look the same, and the
teaching of company law would legitimately include corporate finance together with

the law of associations.



10

11

Andreas Cahn

Axel Nawrath

Michael Senger

Georg Dreyling

Matthias Berger

Felicitas Linden

Michad Findeisen

Regina NOR3ner

Franklin R. Edwards

Ashley Kovas

MarciaL. MacHarg

WORKING PAPERS

Verwaltungsbefugnisse der Bundesanstalt fir
Finanzdienstleistungsaufsicht im Ubernahmerecht und
Rechtsschutz Betroffener

(publ. in: ZHR 167 [2003], 262 ff.)

Rahmenbedingungen fiir den Finanzplatz Deutschland: Ziele
und Aufgaben der Politik, insbesondere des
Bundesministeriums der Finanzen

Die Begrenzung von qualifizierten Beteiligungen nach 8§ 12
Abs. 1 KWG
(publ. in: WM 2003, 1697-1705)

Bedeutung internationaler Gremien fur die Fortentwicklung
des Finanzplatzes Deutschland

Das Vierte Finanzmarktforderungsgesetz — Schwerpunkt
Borsen- und Wertpapierrecht

Die européische Wertpapierdienstlei stungsrichtlinie-
Herausforderungen bei der Gestaltung der Richtlinie

Nationale und internationale M al3nahmen gegen die
Geldwasche und die Finanzierung des Terrorismus — en
Instrument zur Sicherstellung der Stabilitét  der
Finanzmérkte

Kurs- und Marktpreismanipulation — Gratwanderung
zwischen wirtschaftlich sinnvollem und strafrechtlich
relevantem Verhaten

The Regulation of Hedge Funds: Financial Stability and
Investor Protection

(publ. in: Baums/Cahn [Hrsg.] Hedge Funds, Risks and
Regulation, 2004, S. 30 ff.)

Should Hedge Fund Products be marketed to Retail
Investors? A balancing Act for Regulators

(publ. in: Baums/Cahn [Hrsg.] Hedge Funds, Risks and
Regulation, 2004, S. 91 ff.)

Waking up to Hedge Funds: Is U.S. Regulation Taking a
New Direction?

(publ. in: Baums/Cahn [Hrsg.] Hedge Funds, Risks and
Regulation, 2004, S. 55 ff.)



12

13

14

15

16

17

18

19

20

21

22

23

Kai-Uwe Steck

Jorg Vollbrecht

Jens Conert

Bob Wessels
Theodor Baums/
Kenneth E. Scott

Bob Wessels

Michael Gruson

Michad Gruson

Andreas Cahn

David C. Donad

Melvin Aron Eisenberg

Jirgen Than

Legal Aspects of German Hedge Fund Structures
(publ. in: Baums/Cahn [Hrsg.] Hedge Funds, Risks and
Regulation, 2004, S. 135 ff.)

Investmentmodernisierungsgesetz — Herausforderungen bei
der Umsetzung der OGAW — Richtlinien

Basdl 11 — Die Uberarbeitung der
Eigenkapitalmarktregelungen der Kreditinstitute im Fokus
von Wirtschaft- und Wettbewerbspolitik

Germany and Spain lead Changes towards International
Insolvenciesin Europe

Taking Shareholder Protection Seriously? Corporate
Governance in the United Stated and in Germany

Internationa Jurisdiction to open Insovency Proceedingsin
Europe, in particular against (groups of) Companies

Die Doppelnotierung von Aktien deutscher Gesellschaften
an der New Yorker und Frankfurter Borse: Die sogenannte
Globale Aktie

(publ. in: Die AG 2004, 358 ff.)

Consolidated and Supplemetary Supervision of Financial
Groups in the European Union
(publ. in: Der Konzern 2004, 65 ff. u. 249 ff.)

Dasrichterliche Verbot der Kreditvergabe an Gesellschafter
und seine Folgen
(publ. in: Der Konzern 2004, 235 ff.)

The Nomination of Directors under U.S. and German Law

The Duty of Care in American Corporate Law
(deutsche Ubersetzung publ. in: Der Konzern 2004, 386 ff.)

Rechtsfragen bei der Festlegung von Emissionsbedingungen
fur Schuldverschreibungen unter besonderer
Berticksichtigung der Dematerialisierung und des
Depotgesetzes

(publ. in: Baums/Cahn [Hrsg.] Die Reform des
Schuldverschreibungsrechts, 2004, S. 3 ff.)



24

25

26

27

28

29

30

31

32

33

Philipp von Randow

Hannes Schneider

Hans-Gert Vogel

Georg Maier-Reimer

Christoph Keller

René Bosch

Lachlan Burn

Patrick S. Kenadjian

Andreas Cahn

Michael Senger

Inhaltskontrolle von Emissionsbedingungen
(publ. in: Baums/Cahn [Hrsg.] Die Reform des
Schuldverschreibungsrechts, 2004, S. 25 ff.)

Die Anderung von Anleihebedingungen durch BeschluR der
Glaubiger

(publ. in: Baums/Cahn [Hrsg.] Die Reform des
Schuldverschreibungsrechts, 2004, S. 69 ff.)

Die Stellung des Anleihetreuhanders nach deutschem Recht
(publ. in: Baums/Cahn [Hrsg.] Die Reform des
Schuldverschreibungsrechts, 2004, S. 94 ff.)

Rechtsfragen der Restrukturierung, insbesondere der
Ersetzung des Schuldners

(publ. in: Baums/Cahn [Hrsg.] Die Reform des
Schuldverschreibungsrechts, 2004, S. 129 ff.)

Umschuldung von Staatenanleihen unter Beriicksichtigung
der Problematik einer Aggregation aller Anleitheglaubiger
(publ. in: Baums/Cahn [Hrsg.] Die Reform des
Schuldverschreibungsrechts, 2004, S. 157 ff.)

Die Emission von Schuldverschreibungen nach
schweizerischem Recht — ein Rechtsvergleich mit dem
geplanten deutschen Schuldverschreibungsrecht

(publ. in: Baums/Cahn [Hrsg.] Die Reform des
Schuldverschreibungsrechts, 2004, S. 189 ff.)

Bond Issues under U.K. law: How the proposed German
L egislation compares

(publ. in: Baums/Cahn [Hrsg.] Die Reform des
Schuldverschreibungsrechts, 2004, S. 219 ff.)

Bond Issues under New Y ork and U.S. Law: Considerations
for the German Law Maker from aU.S. Perspective

(publ. in: Baums/Cahn [Hrsg.] Die Reform des
Schuldverschreibungsrechts, 2004, S. 245 ff.)

Bankgeheimnis und Forderungsverwertung
(publ. in: WM 2004, 2041 ff.)

Kapitakonsolidierung im Bankkonzern
(publ. in: Der Konzern 2005, S. 201 ff.)



34

35

36

37

38

39

40

41

42

43

45

Andreas Cahn

Helmut Siekmann

Michael Senger

Andreas Cahn

Helmut Siekmann

Guido Ferrarini

David C. Donad

John Armour

David C. Donad

Garry J. Schinasi/
Pedro Gustavo Teixeira

Ashley Kovas

Rick Verhagen

Das neue Insiderrecht
(publ. in: Der Konzern 2005, 5 ff.)

Die Unabhangigkeit von EZB und Bundesbank nach dem
geltenden Recht und dem Vertrag tber eine Verfassung fur
Europa

Gemeinschaftsunternehmen nach dem Kreditwesengesetz

Gesellschafterfremdfinanzierung und Eigenkapitalersatz
(publ. in: Die AG 2005, S. 217 ff.)

Die Verwendung des Gewinns der Européischen
Zentrabank und der Bundesbank

Contract Standards and the Marketsin Financial Instruments
Directive (MiFID): An Assessment of the Lamfalussy
Regulatory Architecture

(publ. in: European Contract Law Review 2005, p. 19)

Shareholder Voice and Its Opponents
(publ. in: The Journa of Corporate Law Studies, Vol. 5,
Issue 2, 2005)

Who should make Corporate Law? EC Legidation versus
Regulatory Competition
(publ. in: 58 Current Legal Problems [2005], p. 369 ff.)

The Laws Governing Corporations formed under the
Delaware and the German Corporate Statutes

The Lender of the Last Resort in the European Single
Financial Market

(publ. in: Corss Border Banking: Regulatory Challenges,
Gerard Caprio Jr., Douglas D. Evanoff, George G. Kaufman
eds., 2006)

UCITS - Past, Present and Future in aWorld of Increasing
Product Diversity

A New Conflict Rule for Securitization and other Cross-
Border Assignments — A potentia threat from Europe
(publ. in: Lloyd’s Maritime and Commercial Law Quaterly
2006, p. 270)



46

47

48

49

50

51

52

53

54

55

56

57

58

Jochem Reichert/
Michael Senger

Guido A. Ferrarini

Theodor Baums

Ulrich Segna

Andreas Cahn

Hannes Kluhs/

Roland Schmidtbleicher

Theodor Baums

Stefan Simon/
Daniel Rubner

Jochem Reichert

Peter Kindler

Christian E. Decher

Theodor Baums

Theodor Baums

Berichtspflicht des Vorstands und Rechtsschutz der
Aktionére gegen Beschliisse der Verwaltung tber die
Ausnutzung eines genehmigten Kapitals im Wege der
allgemeinen Feststellungsklage

(publ. in: Der Konzern 2006, S. 338 ff.)

One Share — One Vote: A European Rule?
(publ. in: European Company and Financial Law Review
2006, p. 147)

Die Fremdkapitalfinanzierung der Aktiengesellschaft durch
das Publikum

Anspruch auf Einrichtung eines Girokontos aufgrund der
ZKA-Empfehlung ,, Girokonto fir jedermann®“?
(publ. in: BKR 2006, S. 274 ff.)

Eigene Aktien und gegenseitige Beteiligungen

Beteiligungstransparenz im Aktienregister von REIT -
Gesellschaften
(publ. in: ZIP 2006, S. 1805 ff.)

Umwandlung und Umtausch von Finanzinstrumenten im
Aktien- und Kapitalmarktrecht

Die Umsetzung der Richtlinie Uber grenziiberschreitende
Verschmelzungen ins deutsche Recht
(publ. in: Der Konzern 2006, S. 835 ff.)

Die SE als Gestaltungsinstrument fir grenziiberschreitende
Umstrukturierungen
(publ. in: Der Konzern 2006, S. 821 ff.)

Der Wegzug von Gesellschaften in Europa
(publ. in: Der Konzern 2006, S. 811 ff.)

Grenziberschreitende Umstrukturierungen jenseits von SE
und Verschmelzungsrichtlinie
(publ. in: Der Konzern 2006, S. 805 ff.)

Aktuelle Entwicklungen im Europaischen Gesellschaftsrecht
(publ. in: Die AG 2007, S. 57 ff.)

European Company Law beyond the 2003 Action Plan



59

60

61

62

Andreas Cahn/
Jurgen GOtz

Roland Schmidtbleicher/
Anh-Duc Cordalis

Andreas Cahn

Theodor Baums

4

Ad-hoc-Publizitét und Regel berichterstattung
(publ. in: Die AG 2007, S. 221 ff.)

,Defensive bids* fir Staatsanleihen — eine
Marktmanipulation?
(publ. in: ZBB 2007, 124-129)

Die Auswirkungen der Kapitalanderungsrichtlinie auf den
Erwerb eigener Aktien

Rechtsfragen der Innenfinanzierung im Aktienrecht






JOHANN WOLFGANG GOETHE-UNIVERSITAT FRANKFURT




