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ABSTRACT

bl ‘

This thesis examines two' methods which -have been developed to protect the minority .

t

shareholder. The first is the extension of the fiduciary duty concept in its application tos"

majority or controlling shareholders. The second is a statutory "oppression” remedy.

\ 'S - Al
’

The thesis begins witlt a brief history of the cofpo;atq form in England, the United
States and Canada. Chapter II charts the evolution of shareholder. rights from a right in
propérty to an equitable right x}ot to be unfairly treéted. In chapters III & IV both the
fiduciar); duty ando statutory oppr_;ession remedy are exantined. T};e\thesis concludes that
meaningfil protection will be afforded to the minority shareholder under both protection V
devices provided the judiciary are prepared to enforce a shareholder’s reasonable

., 3 N
expectations. - .
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SOMMAIRE , s

La présente thése a pour objet I'examen de deux méthodes qui ont é€ développées afin
de protééer 'actionnaire minoritaire au sein d’une société commerciale. La premiére est

le prolongement aux actionnaires majoritaires de I’obligation traditionnelle des
N * ’ ( . N
. - administrateurs d’agir A titre de quasi fiduciaires de la compagnie. Le deuxiéme remeéde

qui sera étudié est le recours statutaire €n cas d’oppression.

\

- - > 4

Un bref historique de lentité corporative en Grande-Bretagne, aux Etats-Unis et au
. 4
Canada forme la premiére partie de cette thése. Le deuxiéme chapitre trace I'évolution

¢ » N
des droit des actionnaires, du simple droit de propriété & celui plus récent de ne pas &tre

rd

traité injustement. A lintérieur des chapitres trois et quatre tant I'obligation quasi

. .
fiduciaire des actionnaires ma,joritaires que le recours statutaire en cas d'oppression

- - seront examinés, La conclusion a laquelle arrive cette étude est que les deux recours c¢i-

n

haut décrits offrent A l'actionnaire minoritaire une protection adéquate pourvu que
» y 3O

I'appareil judiciaire s’engage A faire respecter les attentes légitimes de 'actionnaire.
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: . INTRODUCTION

o

Writingein 1956 Professor Gower appealed to those studying corporate law in England to
‘ Emdqrtake comparatiye stud‘y ix\ order to figq new solutions to current problems.} He
recognised that there is a wealth of jurisp;udence in North America which can enrich,
and equally be enriched by, I-fnghsh Company Law. This thesis, is in part, a response to

‘Professor Gower’s request. .

P
n

X
* The recent "Big Bang" in the City of London is indicative of a global capital market

trend. Markets are freeing up old restrictive practices in order to attract the investor.

1

£ 7 Major corporations are now listed on stock exchanges from New York to Tokye in their
1search to attract new capital at the lowest cost. Even the investor himself has changed,
.~ No Tonger is he the individual with either the wealth or the inclination to "play the-

markets”. Instead the modern security holder is a financial institution whose size and \\

- . ’
"} global presence enable it equally to take advantage of these developments.2

Somewhere in the middle §its the individual investor. He is entitled to ‘expect that
securities and corporations laws will provide sufficifpt protectiom from capricious or

malicious acts of those who control his corporation. This thesis examines the law’s

response to this need where control is exercised by a majority of the shareholders. Two

approaches to protecting the shareholder are highlighted, both the extension of the

fiduciary concept in its application to shareholders and the statutory "oppression”
k] .

remedy. )

- ’

[ . \

~

L' L.B.C. Gower, "Some Contrasts Between Bgitish And American Corporation Law"
21956)69 Harv. L.R. 1369.

68.5% of the shares listed on the London Stock Exchange are held by institutions,
on the New York Stock Exchange the percentage 1s 46.4%, The Economist, 17th

( August, 1285 at 65 (U.S. Edition).

a
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The subject matter of this thesis necessarily demands a case-by-case sttxdy: It is the °

N

judge who created the fiduciary duty and it is the judge who must interpret a statﬁtory
remedy. It is to the judge therefore that we must look in order to assess the relative

merits of these methods of minority protection.
. ' and

Our e;caminatiorr begins by charting the origin; of the corporation and detailing the
decline of the shareholder’s veto right. From the very outs;et comparative analysis x."eveals
that the corporate form in England and the U.S. was designed from two completely
different conceptual standpoints. However, despite this con,g:eptual vdivergence, the
judicfary of both Englandrand the U.S. attempted to protect the shareholc;er by -
appealing to common law principles ‘of contract and partnership whic‘h' uld ensure that

he remained indispensable to the running of the enterprise.

Economic development demanded a more flexible structure andwghe legal systems of both
England and the U.S. responded with a decision-making process based on majority rule.
. The legislature delegated to the majority of a corporation’s shareholders the right to

decide for the minority, and the majority shareholder, now the recipient of a delegated _

power, was in a position to dictate to the minority.

The courts in America, faced with this unqualified legal grant of power, responded with
the historic antipathy of Equity towards "unfair" abuses of power. The fiduciary duty

concept was extended fron'li its original applicatibn to the director and applied to the

majority shareholder when he acted contrary to the interests of the minority.

In Britain, by contrast, the judiciary was to abandon the minority shareholder and

maintain that intra-corporate disagreements were not to be brought before them. In

response to this obvious inequity Parliament developed a statutory "oppression” remedy
!

designed to protect the minority shareholder from abuse of majority power. Yet,



o e

°

consistent with their desire to avoid making business decisions, the English judiciary

ot

defined the remedy so restrictively that it became ultimately worthless,

t —_— e

Professor Gower, in his article, stated that in Canada Anglo-American corporationsw laws
"meet and merge ;armonioﬁsly on an unguarded border", and indeed, at the time he was
writing all the Dominion’s provinces, except Québec, had ~companies Acts modeled on
English precedent. Much has changed in the dec:;qes since that statement was written.
Today Canada has corporations acts which reflect both a breaking away from her British .
colonial paost, and a recognition that she can r.eceive more coherent conceptual inspiration -
from her southern neighbour. Canada i¢ truly in a unique position. Whilst the Jresults of

her eclectic legal heritage may not always be "harmonious”, she is in a position to select

the most effective form. of hlinority shareholder protection and applgl it to %

¢

corporations law. She has a choice between the two approaches which this paper sets out, ° 0
\ ‘ \ )
‘ »
- , e
\
L
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\Act‘ which "condemned corporate development in England to a

: _ CHAPTER 1

IGINS OF THE CORPORATE FORM - A CONCEPTUAL SPLIT EMERGE

-
1.1 Companies in England’

3

o

The first institutions to be referred to as "companies" were the overseas trading
companies granted a charter by 'the English monarch, These were usually monopolies
created to ~expvloit a particular colony.1 At first the members traded separately on their

own account -but later tligy started to operate on a joint acdount and with joint stock.?

There thus evolved a-new type of ocomp:any called the Joipt Stock company.

e -~
The decline of the chartered monopolies coincided with the growth of domestic

- companies as the Industrial Revolution stimulated an increased demand for capital. Share

dealing became commonplace, stockbroking a recognised profession, ye¥.there remained
nd company law as such. These associations, whether incorporated or not, continued to

be governed by the Law of Partne.rship.

9

Any Iegaladevelopment there had been was stopped abruptly by the infamous "South Sea
Bubble" ig~1720.s Parliament’s response to this speculative mania was to pass the Bubble

\century of non-

] v

1 The "Eastland Company" was incorporated by Queen Elizabéth in 1566, the
"Turkey and Levant Company" in 1581; the East India Company received its charter
in 1600, Hudson’s Bay Company in 1670. See G.W. Field, 4 Treatise on The Law of
Przvate Corporations (Albany, N.Y.: John Parsons, 1877) at 14,

2 See generally L.B.C. Gower, The Principles Jof Modern Company Law, dth ed.

' gLondon Butterworths, 1979) ch.2 [hereinafter Gower]

The South Sea Company attempted to acquire the entire National Debt by
exchanging the holders' notes for the company’s stock. The company, now possessed
of an interest bearing loan guaranteed by the Government, could use this income to
finance expldration in the South ‘Sea. The company’s promoters spread false rumors
of vast underwater gold reserves, failing to mention that the Sogth Sea at that time
was in fact controlled by the Spanish., Wild speculation in the companys shares
ensued and when the crash came many prominent figutes lost fortunes,

4 6 Geo. 1,c.18.
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' (5‘ development™.® Although the express purpgse of this awkwardly drafted act was to
\ restrain several "extravant and unwarrantable practices”, its effect on English corporate
~ . v
v

law cannot be understated. For more than a century, until its repeal in 1825, the Bubble

»

.

Act drove the corporatz form underground.

_ \ .
? Public confidence in the joint stock company had been destroyed. The Crown now
Q

reluctantly granted new ‘Charters. Parliax/nen't made scant use of its power to grant

statutory incorporation. And with these obstacles placed in the path of incorporation

company promoters ééught an alternative device which they found in the umncorporated -
[} -

association . . .

e Bubble Act had attempted to destroy the unincorporated association but express]
t;,xempted partnerships.® At this time there was no legal restriction ons the numbgr of -
partﬁers as it was believed that illegality rested on the existence of freely trar;sferab e

- shares (the caus.e of the speculative crash). The legal profession responded to this
" demand by draft}ng Deeds of Settlement which gave sulzétantially all the advantages of
incorporation and provided a flexible organisational structure which facilitated inter alia
variation ofc the deed’s provisions by majority consent and delegation of management
function to a committee of directors. Although the capital of, the entfrprise did co;isisted

of a joint stock divided into shares, the government, far from disapprovin@ of these

Deed of Settlement companies, seemed to prefer them to the grant of a charter,” ‘

Thus, by the start of the nineteenth century the law had become hopelessly out of step
with reality as unincorporated companies flourished. These, it must be emphasised, &eere

’ little more “than glorifie& partnerships, the only difference was that they had a joint
rather than several capital base. ) P

[2]

® Bruce Welling, Corporate Law in Canada - The Governing Principles (Toronto:

. Butterworths, 1984) at 38 [hereinafter Welling].
cf Ibrd.. 5.25. . .
Gower, supra, note 2 at 34, s . ? ’ 8

-
~
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are the theoretigal basis out of .which all subsequent English company_legislation has

1Y "}

7

- Lo 4
With the .repeal of the Bubble Act in 18258 came a demand for state regulation. The
Board “of _Tradé, whose former president William Huskisson was responsible for the

Bubble Act's repeal, now responded with legislation in 1844 and 1845.2 These statutes

evolved. The Acts drew a clear distinction between private partnerships and the

s
¥ °

company by requiring every company with more than 25 members to seek registration.

1
These Acts provided for incorporation by mere registration thus dispensing with the

L

need for a Special Act or Charter. The Deed of Settlement however was retained’® and it - .

was not until the Joint Stock Companies Act of 18561 that it was superseded by the

modern memorandum and articles of association.

. v
Although~physically replaced, the Deed of Settlement’s spirit 1ive§\uand can be seen in
the draftiffg of the 1856 Act. A "memorandum of association" would hénceforth be
required to incorporate a company. This was essentially ¢ Deed of Settlement, its only )
difference being that it would no longer be necessary for all rriembers, and potential
members, to execute a deed. They would be deemed to be bound by the terms of the

| \
articles: '
. -2
~ ‘ ~
VII

The Memorandum of Association shall be in the Form marked A. in the Schedule hereto, or as near
thereto as circumstances admit, and' it shall, when registered, bind the company and the shareholders -
therein to the same extent as if each shareholder had subscribed his name and affixed his seal thereto or
otherwise duly executed the same, and there were in such Memorandum contained, on the part of
himself, his Heirs, Executors and Administrators, a Covenant to conform to all the Regulations of such
Memorandum, subject to the Provisions of this At:t;.12 -~

8 , 6 Geo. 4, c91.
9 Joint Stock Companies Act 1844 (UK.), 7 & 8 Vict., c47 Compames Clauses

Consoh:lat:on Act, 1845 (UK.), 8 & 9 Vict., c.16.
% The .oint Stock Company’s Act, 1844 created an early form of company which

was little more than a partnership. Section 7 of the Act retained the need for a Deed

of Settlemant binding on those who signed.
Jomt Stock Company’s Act, 1856 (UK.), 19 & 20 Vict, % 47,

o 1 Ibid., sf .



This provision has been repeated in all subsequent leg:slatnon and forms the nexus of a

i

contractual web which is the basxs for the Englxsh~model corporate enterprise, It is also
the contract upon which a shareholder can rély if his rights are threatened.}* This

-partnership heritage has been highlighted by one author:

4 ‘ . . . .
"Hence the modern English business corporation has evolved from the
unincorporated partnership, based on mutual agreement, rather than from the
corporation, based on a grant from the state, and owes more to partnership °
principles than to rules based on corporate personality. Thus we in Enpgland still
do not talk about business corporations or about corporation law, but about
companies and company law." X

Company law in England -is not sui generis. Born of the Royal Prerogative and schooled
in the ways of the Partnership it still struggles to define its own identity. Incorporation,

3

once a jealously guarded privilege of the Monarch, evolved into an administrative device

through which the economy could be monitored and, where necessary, controlléd.

~ 1.2 Corporatxons in the United States

Y

v

% U.S. corporate law development is entwjned with that country’s constitutional evolution,

Y

The Bubblé Act and its effects were noticeably absent from the development. of
American corporations law before the Revolution. Although extended to the colonies in
17418 the Act appears to have been largely ignored.i" America after independence was
thus free to develop its own.solution to the problem of incorporation, a soluti'on basid

* on the principles embodied in the U.S. Constitution.® - | .

%1t became .16 of the Companies Act, 1862 (U.K.), 25 & 26 Vict., ¢:89; 5.20¢1) of
the Companies Act, 1948 (UK. ), 11 & 12 Geo.6, ¢.38; s.14(1) of the Companies Act
1985 (UXK)).
Although it would appear that he must sue qua member see Salmon v. Quinn &
Axtens (1909) A.C. 442, .C.f. Wedderburn [1957] C.L.J. 193; Goldberg (1972) 35
- M.L.R. 362.
15 1 B.C. Gower, "Some Contrasts Between British and American Corporatxon- Law"
R sl956) 69 Harv. L.R. 1369 at 1371, .
14 Geo. 11, ¢.37.
) 17 See H.G. Henn & J.R. Alexander, Handbook of the Law of Corporat:ons, 3rd ed:
' SSt Paul: West, 1983) at 24 [heremaf ter Henn).
c Machen, writing in 1908: "For, in a free commercial country, individuals should
have the power by mere private contract or agreement to associate themselves

;\‘1
=
PRV
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With the Declaration of Independence the Rdyal Prerogative was abolished and was not

renewed or vested by the various state constitutions in the executive. The right to

1

incorporate, with limited exceptions,’® was granted to the states alone. As a result, a

person seeking incorporation had to apply to the staté legislature for a special act of

- 4

incorporaﬁon. During the first half of the nineteenth century, as the demand for
incorporation increasad, incorﬁporation by Special Act became slow and inefficient, This

inefficiency, coupled with a fear of corruption, " necessitated change. General
Q :

.incorporation acts were seen as the best way of relieviyé the legislatures from the

14

pressure of this business and, moreover, they fig?ed better with the American belief that

incorporation in the New World was to be a right and not a mere privilegé.’" Initially’
these statutes provided for incorporation in specific industries’®! However, the earliest
general law for the. formation of business corporations was basse_d in New York State in
1811_and dealt with manufa‘cturing compaanies.”\ It is thus with some. justification that

general incorporation laws can be claimed as an American invention.?®

together as a corporation for a merély private lawful object” A.W. Machen,
Modern Law of Corporations, Vol.1 (Boston: Little, Brown & Co., 1908) at 2.

The Federal Government has no express power to incorporate, this power is
implied where "necessary and proper" to facilitate express powers. McCulloch v.
Maryland 17 (4 Wheat.)U.S. 316 (1819) at 404: "Among the enumerated powers we
do not find that of establishing a bank or creating a corporation. But there is no
phrase in the instrument which, like the articles of confederation, excludes
incidental or implied powers; and which requxres that everything granted shalil be
e‘xpressly and minutely described.”

0 1.S. Davis, Essays in the Early History of American Corporations 1V (New York:
Russell & Russell, 1965) at 7. "[T]he English tradition that corporate powers were to .
be granted ‘only in rare instances, never deeply entrenched here, was opposed by a
strong and growing prejudice in favor of equality -~ d prejudice which led almost at
once to the enactment of general incorporation acts for ecclesiastical, educational,
and’literary corporations. Partiality in according such powers was to be expected of
the English crown, but is was a serious charge to lay at the door of democratic
legislatures after a Declaration of Independence which asserted so vigorously the
natural equality of rights and pnvxleges
21 A North Carolina statute passed in 1795 apphed to canals. The formation of
aquaduct corporations was generally permitted in Massachusetts in 1799. See Henn,
supra note 17 at 25.

? Law of N.Y., Sess.34, Chap. 67. For other early general incorporation laws, see
Laws of Pa., Sess f 1835-36, Chap. 194; Laws of N. Car. 1836 (2 Rev, Stats. of
1837,p.214). ?

3 This is Machen’s claim. Machen, supra, note 18 at 15: "To be sure the statute of
Elizabeth for the incorporation of hospitals preceded the Néw York statue by more ’

\

i
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notion of incorporation as a franchise or special favour from the crown.”.

N

o

S '-6

These acts were predicated on the belief that an individual had the right to organize his

business in anly way he thought fit and that the states should not interfere with this

a -

»
right. Consequently the early American general incorporation acts authorized
o~

incorporation for any lawful purpoie by the mere execution and registration of a
document setting forth the objects of the company and certain other particulars as to its

proposed business and constitution.?* This is to be contrasted with the common law
25

0" a,
T

1.3 Business Organisations in Canada ,

Capada’s corporate development seems to reflect her vacillation between two economic
v

masters. After following first England, then America briefly, the Dominion -was content”

t

for nearly a century to accept English’ company law precedent. The reforms of the

197b's, however, have again sent her south of the border in the search for conceptual

inspiration.?® - ‘ \

France, like Britain, exploited her colonial _acquisitions through trading monopolies

.

granted by Royal Charter. However, although the English monarch’s royal prerogative in
. \

this area was greatly reduced by the Civil War, it remained substantially intact in France

until 1789. As a result corporations law was undeveloped by the time New France was

a

than two centuries; but there is every reason to suppose that the New York statute s
was an original 'inventionand was not even suggested by the long-forgotten sfatute
- of Elizabeth.” )

24 Evidence of this approach can be found in an early New York case on the 1811
Act, Slee v, Broom, 19 Johns, 456 (N.Y.1822), where Chief Justice Spencer said at
p.474: "There is nothing of an exclusive nature in the statute; but the benefits from
associating and becoming incorporated, for the purposes held out in the act, are
offered to all who will conform to its requisitions. There are no frand{h/ises or
%rivileges which are not common to the whole community." ‘

Machen, loc cit, at 18: "Always should the fact be recognized that nowadays when
the right to organize a corporation is almost as free as the right to execute a deed of
real estate, corporations are very different things from what they were when that
right was confined to a few favorites of king or parliament."

26 Welling, supra note 5, at 32: "Canadian corporate law entered a new phase during
the 1970’s, casting off the shackles of English jurisprudence and seeking new
s'tatutO{y inspiration in America." X




B A A NV R e L I g
< . Lo I

ceded to the British crown in 1763 hence for its subsequent development in Canada we

L
-

must look initially to Englqna.

\

By the start of the nineteenth century incorporation in Canada could be achieved in one
[} o

of three ways; by creation of the individual company by English parliament, by creation
. \

of the individual ' company by the Canadian government, or under a general

incorporation act passed to facilitate the incorporation of companies in certain

27

v

industries.

o~

Canada’s first general Act of incorporation came in 18502 and took much from her
southern neighbour, incorporation being obtained autox;latically on the filing of a
‘charter.?® This Act.was based on the General Incorporation Acts which had spread
throughout the United States following the lead of the state of I:Iew York in 1811. It was
not tainted with the sa;ne concern for public scrutiny which had inspired the unwigldy.

1844 EhglishnAct in the wake of the South Sea swindle. !

°

( - [+Y ~t
Were development to have continued along these lines the dévelopment of Canadian

corporations law might well have followed more closely that of the U.S. However, by

1864 the Canada had passed an Act®® which was to form the pattern_for subsequent

I

. ]
development. Incorporation was no longer to be obtained as of right but By-letters patent

issued under the seal of the Governor General. Grant of incorporation was therefore in
the discretion of an official of the government. This letters patent system®! was much
& -

3T Ibid., at 40. Welling states that only four companies were incorporated in England
tu act in Upper and Lower Canada during the period 1800-1864.

Although two Acts the previous year had provided for the formation of
companies in Upper and Lower Canada these were concerned with construction
companies only. See F.W. Wegenast The Law of Canadian Companies (Toronto :
Burroughs, 1931) at 20.

"An Act for the formation of incorporated Joint-Stock Companies, for
Manufacturing, Mining, Mining, Mechanical or Chemical Purposes", 13 & 14 Vict.,
¢.110 (Can., 1850).

%0 27 & 28 Vict,, ¢. 23 (Can., 1864). 4

31 The practice of obtaining incorporation by grant of letters patent from the crown
without the grant of a charter originated after the Trading Companies Act 1834
(U.K.). It was however a compromise which the English parliament had ‘seen fit to

5
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‘ *less .flexible than the "incorporation-on-demand” model and yet it remained in place in

»
Canada until the reforms of the 1970’s.

Ontario, Québec, New Brunswick and Nova Scotia, all members of Confederation in

[

1867, provided for letters patent corporations, as did the Dominion Companies Act 1869,
By 1971, however, Canada had a curious jurisdicéional mosaic with the West, P.E.L,
Nova Scotia®? and Newfoundland all adhering to the English-model corporate statute yet

with Central Canada and New Brunswick retaining letters patent.
‘7) o

Throughout this period the judiciary, rather to the surprise of several writers,3® chose to

adopt English ‘judicial precedent. Where this related to memorandum and articles of

association companies.there was no problem, however, where the company involved was

" incorporated ‘under letters patent the reasoning of the English judges should have been

ignored or at least modified. :

With the appointment of the Lawrence Committee in Ontario in 1969 the pendulum
\ .

'began to swing back to the U.S.3 The task of the Committee was to consider the

«fundamental principles of corporations law in its general aspects. Such a comprehensive

review of the corporate form was unheard of in Canada and its result was to recommend
4 . ,

a radical change of approach.

b

abolish with Gladstone’s reforms of 1844. Why Canada opted for this regulated form

of incorporation is far from clear. It did however maintain close governmental
control over corporate activity which was more appropriate given the developmental
state of the Canadian economy at that time. :

Nova Scotia had changed to the Enghsh model in 1900; R.S.N.S. 1900, c.128.

We]lmg, supra, note 5 at 45: "Why Canadian Judgés gradually turned away from
the American precedents they were accustomed to using in the third quarter if the
nineteenth century and exclusively referred to English precedents during the first
half of the twentieth century, [is a mystery] as yet unexplained in Canadian law".
Wegnest, writing at in 1930, observed this shift, Wegnest, supra, note 28 at 20: "In
its earlier stages the company law of Canada was Jargely influenced by the course of
company legislation in the United States. Later legislation was of Canadian
Draftsmanship. In recent years the tendency has been to look to English models."
34 Ontario, Interim Report of the Select Committee on Company Law (Toronto:

Queen’s Printer, 1967) (Chair: AF. Lawrence Q.C.) [hereinafter Lawrence

Committee].

hY
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The Committee noted that Ontario, in common with the other letters patent provinces,

was unique in the common law world by providing for incorporation by the exerqise of
' ) o

ministerial o1 executive discretion,35 observing that this method was inefficient in

o comparison w1th mcorporatmn—on -demand in New York State3%. The Committee was

reluctant to recommend reform along an\Enghsh model whxch was showmg signs of

' . age"” and accordingly adopted the American approach. The reforms in Ontario

stimulated a wave of reform across Canada. ,The Dickerson Committee3® recommended
substantially, similar reforms for the federal statute®® and now all provinces except

British Columbia and Quebec have, or propose, reforms which reflect this conceptual

Y

watershed. %0

-

The <:hoice1 forQCanada is between a system struggling to ‘outgrow its partnership origins

* and one infused with the capacity to find original solutions to novel problems, Nowhere

is this flexibility more apparent than in _the context of. protecting the minority
* »

shareholdex:. . .

]

13 Lawrence Committee, para. 1.1.2. .

8 Ibid., para. 1.1.7: "As a practical illustration, the Committee is advised that to
incorporate a company in Ontario under the letters patent system requires at least

) three weeks and that to mcorporate a company by way of certificate . of
incorporation in New York State requires not more than 48 hours." ’
 1bid., para. 1.1.8. It would be interesting to hear Professor Gower’s reply to such

a glib dismissal of English Company Law. The author would doubt if such response

. ‘ would be printable. '
o \ 8 Dickerson, Howard, Getz, Proposals for a New Business Corporations Act for
.t Canada Vol. 1, commentary; Vol 2, Draft Act (Ottawa: Informpation Canada, 1971).

® Canada Corporations Act , RSC 1970, ¢.C-32 [repedled and replaced by the
Canada Business Co;poranons Ac;, S.C. 1974-75-76, ¢.33}. ~ =
We!hng, supra, note 5 at 48, ‘
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‘ - THE DECLINE OF THE SHAREHQLDER VETOQ (

-

In the United States incorporation was a right guaranteed under the Constitution. In

o ‘,"" En{land it was a p/rivilege defined by ‘the_ Law of Partnership. Thus, the two

»

jurisdictions had chosen their conceptual paths.
., ) .

As a consequence of the U.S. approach, American courts had to consider the conflict \

between a corporation’s need to expand and the preservation of members’ rights. Upon

. 3

her independence from Britain, ‘America’s greatest need by the énd, of the nineteenth

century was the multiplibation of property and the legal system-obliged by providing . -
safe?aids for the property holder dt the expense of corporate flexibility. .

o 2/ U.S. - The "Vested Rights" Doctrine T

i . : ) , ,

* a

1 By emphasising property rights the U.S. ‘courts were to precipitaté a conflict. How could
13 expansion and economic growth be achieved without compromising an individual's

property right? This issue was directly addressed when state legis'latures ‘attempted to .

~—

fl
. amend the corporate charter. ) .

\ S
A - °

Spon after the Revolution the New Hampshire legislator attempted to seize control of

2 '

’ . ., Dartmouth college by passing an act- which burported to amend the College charter

. _which had been granted by the Eng‘lish crown.! The United States Supreme Court'

1 Frustees of Dartmouth College v. Woodward 17 U.S. (4 Wheat.) 316 (1819). This
was an attempt by the legislature of New Hampshire to alter the Dalljtmouth college
‘harter by increasing the number of the trustees. The New Hampshire court sought
to distinguish between "public” and "private" corporations. The latter being created
_for public purposes, their property was to be devoted%o the objects for which they
were created: "The corporators have no private beneficial interest, either in their
franchises or their property. The only private right which individuals can have in
them, is the right of being and of acting as .members." (1 N.H. 111, 116-7 (1817).)
The Supreme Court reversed. An educational corporation was, they said, a private «
institution and its charter an inviolable contract. Chief Justice Marshall said at 712:

~

‘
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‘r // —
o viewed this attempt to "nationalize" the College as tantamount to an expropriation of
private propkerty and‘held the Act unconstitutional. A corporate charfer was, they said, a "

contract between the state and the corporation, protected by the U.S. Constitution -
P 4 * 3 . >
against state impairment of the obligation of .contracts.? Under this "contract theory" the

, A corporate charter is viewed simultaneously as three contracts: (1) a contract among the

shareholders; (2) a contract between the shareholders and the corporation and; (3) a

£

contract between the shareholdefs and the state.®

-
i .
’ T

Contréct theéry was used in Dartmouth College to make a share}iolder_'s interest
‘constitutionally immune from alteration without his c%nsent. As the New Hampshire

legislature had not gxlaqted’the College its charter it could not retroépec;ively alter the /
rights flowing under the cc;ntract contained in the charter, The members’ rights had

become "vested" and thus immune from le;islative interference by the state. The effect ¢
of this limitation on state sévereignty was to put those who had obtained a charter from
the I:anlish crown and not a state legislature in a superior position to all other propertir
owners. They had not only constitutional “privileges but a chartexj which was immune

from legislative interference.’

Mr. Justice Story sugéested in his.opinion in Dartmouth College that a legislature could ~ *

alter a corporation’s constitution provided it had reserved the power to do so in the

"any act of a legislature which takes away any powers or franchises vested by its -
charter in a private corporation or its corporate officers, or which retains or controls
the legitimate exercise of them, or transfers them to other persons, without its
assent, is a violation of the obligations of that charter. If the legislature mean to
claim such authority, it must be reserved in the grant."
* U.S. Const. art. I, para 10, cl.l.
3 Western Foundry Co. v. Wicker 403 IIl. 260, 85 N.E. 2d. 722 (1949); Pronik v.
Spirits Distributing Co. 58 N.J. Eq. 97, 42 Atl. 586 (1899); Morris v. American Pub.
. Utii. Co. 14 Del Ch. 136 at 144, 122 Atl. 696, 700 (1923); Faunce v. Boost Co. 15
. N.J. Super. 534, 83 ‘A, 2d. 649(1951); McNulty v. W.& J. Sloane 184 Misc 835, 54,
N.Y.S. 2d. 253 (Sup. Ct. 1945), Schaad v. Hotel Easton Co. 369 Pa.486, 87 A.2d. 227
1952).
o S For case law 1800-1830 concerning the scope of legislative power, see, E.M. Dodd,
. American Business Corporations until 1860 (Cambridge, Mass.: Harvard Univ. Press,
1954) ch.1. p ‘
e
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gra‘{lt of incorporation.® The states, therefore, responded by reserving the power to alter .

charters in either the special or general acts authorising incorporation® or by amending
o

the state constitution.” By associating special incorporation with the old enemy of crown

\
privilege, however, Dartmouth College was to have a more lasting effect. By the end of
S

the 19th century all American jurisdictions except Connecticut, Massachusetts, New

Hampshire and the District of Columbia were to have ratified constitutional provisions

) prohibiting special incorporation and requiring incorporation under general law.®
4

” *When states passed acts permitting a specified majority of shareholders to aiter the
charter’s provisions, the principles of Dartmo_uth College were applied. Although the case

~as decided concerned change effected by a state legislator and not a majority of

members, the extension of the ratio in Dartmouth College is consistent with the private
law notion of consent. If the consent of a party is required in order to change
contract’s terms, R ddes not matter that the body inflicting change on the shareholder is

a majority of his peers rather than a state legislature,

~

[
The vested rights doctrine evolved at the hands of judges until it split off into

essentially two aspects. Firstly, a right was considered vested where the ¢harter predated

A the #dmending statute. This Js simply a question of the extent to which a particular law
{ -

. ,may have retroactive effect and is the true ratio of Dartmouth College. Secondly, the

term "vested rights" began to be used by the courts as a tool of statutory interpretation

Y : in order to limit the majority’s ability to amend the corporate charter. The effect of the

docirine here was to treat certain rights, although created after the reservation of a

4

17 U.S. (4 Wheat.) at 712, 4 L.Ed. at 677 (1819).
8 Eg., Alaska, Connecticut, Florida, Illinois, Louisiana, Minnesota, Missouri, New
Hampshire, Oregon, Rhode Island, West Virginia, District of Columbia.
7 Eg., Alabama, Arizona, Arkansas, Idaho, Kansas, Kentucky, Mississippi, Ohio,
" ‘ Pennsylvania, Utah, Washington, Wisconsin.
G 8 H.G. Henn & JR. Alexander, Laws of Corporations, 3rd. ed. (St Paul, Minn.: v
N West, 1983) at 26.
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statutory power to amend the corporation’s charter, as inherent to the status of a

-shareholder and thus incapable of alteration without his consent.®

2.11 Intertemporal Conflict - Where a corporation received its, charter prior to the

enactment of -a- statute permitting amendment, the court refused to allow a retroactive

alteration of the contract’s terms. A shareholder’s rights had become "vested" and were
constitutionally immune from alteration. This is essentially a problem of the

. vy
\

- intertemporal conflict of laws: -

"When a legislature adopts, repeals or amends a law, questions arise concerning
the temporal limits of the new law’s application. The most commonly recognised
question is that of retroactivity, or the extent to which the new law will apply to
events which occurred before its.effective date."!?

» ' I
f q I
o As long as courts persisted in characterizing the corporation as a triumvirate of
i
contracts, they would protect a member from deprivation of his property without due

process of law!! or from state impairment of contracts.!?

This approach, although on the decline, has been followed as recently as {966 by the

Supreme Court of Washington in State of Washington ex. rel. Starkey v. Alaska Airlines

-

Inc.®® Alaska Airlines had been .incorporated in 1937 under a law which provided only
for cumulative voting of directors. In 1964 t};;‘e Alaska Legislature purported to permit
any corporation to cancel cumulative voting }xghts. On June Ist 1964 the board of the

airline amended the articles to facilitate this change. Minority stockholders successfully

¥ This doctrine reached its zenith with the decision of the Delaware Supreme Court
in Keller v. Wilson & Co., Inc. 21 Del. Ch. 391, 190 Atl. 115 (1936), holding that the
right to accrued dividends was "a vested right of property secured against
destructlon by the Federal and State Constitutions."

0 J.X. McNulty "Corporations and the Intertemporal Confhct of Laws" (1967) 55
Calif. L. Rev. 12 at 12.
11 8. Const. amend. XIV, para. 1. See Smyth v. Ames 169 U.S. 466 at 522, 526
51898)

U.S. Const. Art.1 Para.l0.

13 68 Wn. 2d. 318, 413 P. 2d. 352 (1966).
N

~
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challenged the alteration as it was , found that there was nothing in the Alaska

constitution reserving to the state legislature the power to amend a corporate charter:!

"If we were to hold that the 1964 amendment to the Alaska Corporations Statute
authorized Alaska Airlines, Inc., to provide by its bylaws for the use of direct
voting only in the election of directors, then we would be holding that the state
legislature can authorize the directors to do what the state legislature had
ptevxously, by contract, originally agreed that the majority shareholders could not
do."'%(Emphasis added.)

The court applied Dartmouth College approving the contractual analysis of the

corporation'® which provides that a statute in force at the time of incorporation becomes

part of the charter and hence part of the contract which cannot be altered except with a

shareholder’s consent.!”

€2.12 = Vested Rights as a Rule of Statutory Construction - Courts were reluctant to see

an individual's proper:y right altered withoutkhis consent and fought a rearguard action
against state legislatures who had passed statu}s permitting alteration to the corporate

charter. Courts invoked the doctrine even where the corporation had been formed

subsequent to the constitutional amendment or statute permitting alterations to the

cl'_xarter,18 using the term "vested rights" as a ruleoof statutory construction to limit the

extent of the reserve power. .

! a

" Ib:d., at 358.

5 Ibid. >
16 The court reproduced a passage from Fletcher, Cyclopedia of the law of
Corporatzons, vol 7 (Callaghan: Mundelein, Ill, 1964) para. 3658, at 815-816.
17 See also, General Investment Co. v. American Hide & Leather Co. 97 N.J. Eq 214, -
127 A. 529 (1925); Keetch v. Cordner 90 Utah 423, 62 P. 2d. 273 (1936); Pefers v.
U.S. Mortgage Co. 114 Atl. 598 (Del.Ch. 1921).
8 See, Note, "Limitations on Alteration of Shareholders’ Rights by Charter
Amendment" (1955-56) 69 Harv.L.Rev. 538; E.M. Dodd, "Accrued Dividends in
. Delaware Corporations - From Vested Right to Mirage" (1944) 57 Harv. L' Rev. 894;
- -~ A.C. Brecht, "Changes in Interests of Stockholders" (1950) 36 Corn. L.Q. 1; 'G.D.
Gibson, "How Fixed are Shareholder Rights?" (1958) QMgob. 283.




. of the shareholder. In Pronik v. Spirits Distributing Co.

15
New- Jersey courts,'? in common with some other states,® held that the reserved:power.
did not extend to the contract among the shareholders, this could only be altered by the
state in the "public interest”. The effect of ho{ding that only the contratt between the
corporation and the state could be amended was to pre\’/ent int’erference with cla'ss -fights .
2L the New Jersey court of
chancery refused to permit a reduction in .the rate of dividend paid to preferred
shareholders despite autl}ority in the general corporaiio‘ns statute in force at the time the o 4

corporation received its charter to "amend its original certificate” with thg assent of a &

majority of the stockholders. Even though the proposed amendment had received the

[
[+

support of more than two-thirds of the corporation’s stockholders the court refused to N/X
\

permit the alteration: - e

"In my judgment these general powers of amendment of the certificate, which

originally fixed the relation between the stockholders inter sese, do not confer

the power of altering the previous contract of the company itself with the

stockholder as to the rate of dividend which was created by a stock certificate or
* contract of the company."?2

L]

The preferred stock certificate was a contract between the corporation and the

stbckholder, one of whose terms was the rate of dividend payable. Under contract law,

any alteration of the contract’s terms required the stockholder’s consent. Mere majority

approval could not coerce a contracting pa‘rty‘to waive his legal right,
]

In states where legislative ‘power to alter the contract among shareholders was

.

recognized, courts construed the legishtion strictly, refusing to give general words their

8

19 Zabriskie v. Hachensack & N.Y. Railroad 18 N.J. Eq. 178 (1867) Pronick v,
Sopmts Distributing Co. 58 N.J. Eq. 97, 42 Atl. 586 (1899).

Jacobson v. Bachman, 16 Utah 2d. 356, 401 P. 2d. 181 (1965); Wheatley v. Al
Root Co. 147 Ohio St. 127, 69 N.E.2d 187 (1946); Faunce v. Boost Co. 15 N.J. Super.

534 83 A2d. 649 (19 /
. ‘/,Prmnlrv pirits sttrzbutmg Co. 58 N.JEq. 97, 42 Atl. 586 (1899).
2 Ibid., at 588. ]

4
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-full effect?® Certain rights, it apppared, were inherent to the shareholder and could not

o

be removed by statutegs

In ~one -line of cases it was held that even if legxslatlve authonty had been clear‘ly given

for the alteration of class rights, it would not be -effective where the proposed change

‘

was not specifically set out in the statute. In Faunce v. Boosi Co.?* a plan ugder which
outstanding voting .'stock‘ would be called in and exchanged for non-voting stock was
held to be inequitable.afxd an impairment of the contract. Despite express statutory
wording which ;);;rmitted the corporation to make certain amendments including "such
gmendm"efxt, change or alter%ion:as may be desired;', the Court again refused to éermit
the altérati:m:

"The right to vote was a basic contractual righ/t It was an incident to membership

of the property in the stock of which the stockholder or member cannot be
depnved without his consent:" ' o o

'ﬁae statutory authority to amend the charter must be read "with an unwritten

understanding that such change would be a violation of constitutional guarantees."?®

[

Atten?lpts to enforce property rights in the face of a legislative preferenge for
commercial flexibility led, in Delaware, to a game of cat and mouse, between the state
legislatlife and the Chancery court. In Morris v. American Pub. Util. Co." the Court held
that, although tsxe legislature had reserved ths power for any alteration of "preferen;e"

upon the majority assent of the affected class, accrued dividends which remained unpaid

were a "wested right" rather than a “preference” and thus beyond the scope of the
VY

o e

LA power "to classify of reclassify" or to change "preferences ..or other special

rights” of shares did not permit the making of issued non-redeemable shares
| redeemable. See Braslav v. New York & Queens Electric Light & Power Co. 249 App.

Div. 181, 291 N.Y.S. 932 (1936), aff’'d 273 N.Y 593, 7 N.E.2d 708 (1937)

M 15 N.J. Super. 534, 83 A. 2d. 649 (1951).

” Ibid., at 652,

8 Ibid. .
" 14 Del.Ch. 136, 122 Atl. 696 (1923).
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o , " reserved power. This reasoning necessarily assumed that an accrued, yet unpaid

preferential dividend constituted an interest in property:

N
a

’

"[A]s soon as the agreed dividentd which the preferred stockholder is to receive is
matured By time, a right to its ultimate payment as against those who have
agreed to its payment becomes a vested right. It is a presgnt property interest (...)
If the foregoing views are sound, then it follows that the amendment in question
disturbs the rights of the complainants, not in the enjoyment of a preference, but
rather in the enjoyment of a vested right. It takes from an obJectmg stockholder
that which in a real sense is his individual property interest." %

The Delaware legislature responded by broadening the scope of section 26 of the General
Corporations Law to include "special rights" as well as "preferential rights". This was

understood to allow the cancellation of accrued dividends.2®

¢ ° - |
Then in a series of decisions the Delatvare courts championed property rights. First in
Keller v. Wilson™® the Delawarl Suprem% Court invoked the vested right doctrine to hold

that accrued dividends could not be canceled where the corporation had been formed

prior to the amending statute. Layton C.J. struggled to defihe "veéted right"™:
o

{ .
"It is difficult to define "vested right" with exactness; but generally speaking, a .
vested right is property, as tanfible things are, when it springs from contract or
the principles of common law." ’ ’
A right to accrued dividends was, he said, a substantive right because an investor in
N 0 P )
N preferred stock relies largely upon this right which acts as an inducement not only to

- buy but also to retain the share. The Court defined it as a right analogous to a deb;,,32

&
The share certificate was a contract between the corporation and the shareholder which

. “8 Ibid., at 703.
\ 29 See Gibson, supra, note 18 at 286. "
' 3021 Del. Ch. 391, 190 Atl. 115 (1936).
. 51 rbid., at 122. -
32 Classifying the right as equivalent to a contractual debt owed by the corporation
was cormon at the time. See, Roberts v. Roberts - Wicks Co. 184 N.y. 257, 77 N.E.
13 (1906); Sutton v. Globe Kmttmg Works 276 Mich. 200, 267 N.W. 815, 105 A.L.R,
1447 (1936); im v. Providence Blitmore Hotel Co. 34 F. 2d. 533 (Ist Cir. 1929).
0 Cf.EM. Dﬁ%d Equitable Recapitalizations" (1942) 55 Harv. L, Rev. 780
at 795. .

!
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contained the obligation to pay a fixed rate ’og *dividend. It was not open to the

}:orporation to unilaterally avoid this contractual duty, nor could the legislature

retroactively cancel this right:

"We think that if rights in the nature of a debt are to be destroyed by corporate

~ action umder subsequent legislation, the purpose and intent of the legislature to
give its enactment a retroactive operation and thus to destroy those rights, should
be expressed in language so clear and precise as to admit of no reasonable
doubt,"

9

18

The reasoning adopted by the court in Keller is -consistent with earlier cases on

intertemporal conflict. The courts would not uphold a retroactive alteration of rights

through the subsequent grant of reserved power to amend the charter.?

4
t

&
A more revolutionary stance was taken by the same court in Consolidated Film

-

Industries, Inc v. Johson3® The facts were essentially identical with the- Keller case

_except here the corporation received its charter after the 1927 amendment enabled

"special rights" to be altered. The Delaware Supreme Court could see no distinction

between the cases. An owner of cumulative preferred dividends was entitled to rely on

his contractual right to dividends accrued through time until such time as the power
granted by the legislature was in fact exercised,"to that time the right ought to “be
regarded as a fixed contractual right, not to be diminished or canceled against his

consent, but to be recognised fand protected.”*®

: | , §

. {
* ~ With hindsight, this case marks the high water mark for the vested rights doctrine, Here

was an unalterable right which the courts would protect. It was as indestructible as the
rights constitutionally protected by the U.S. Supreme Court in Dartmouth College.
However the doctrine had evolved during the century which separated the two decisions

and with Consolidated Film the metamorphosis was complete: No longer did the Court

5 + Keller v. Wilson 21 Del. Ch. 391, 190 Atl. 115 at 125 (1936).
34 £ 8. Smyth v. Ames 169 U.S. 466 (1898).

36 32 Del Ch. 407, 197 Atl. 489 (1937).

38 Ibid., at 493. .
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feel constrained to use vested rights to reconcile an intertemporal conflict or Ls a tool of

statutory interpretation. It used the doctrine to immunize a contractual obligation from

interference by the majority of members. .

In the author’s opinion the court reached its decision per incuriam, it did not follow the
principle in Keller, it extended it. As previously stated, under the contractual analysis of
the corporation, the corporate statute existing at the time of incorporation would be read

into the charter, its provisions becoming implied terms in that contract. The s}xareholder

of Consolidated Film should, therefore, have been taker{ to "have consented to the
possibility of a subsequent cancellation of &is dividend rights. This was the reasoning
adopted in the previous cases and is consistent’with the view of the corpora}tion as a
contractual being. In Keller the complainants argued that ;he state of the law existing at
the time _of the birth of the corporation and thg isssuancg of the stock is held to control,
and that, therefore the rights of the shareholders are fixed or vested. The defendants
replied that the state of the law existing at the time of the corporate actiox} complained
of must determine the rights incident to the steck. The Court accepted the ¢complainants’
view: a

Q

"The right of a holder of cumulativa~preferred stock, issued at a time 'when the
law did not permit of the cancellation of accrued and unpaid dividends agairst
the consent of the holder, to such dividends, is, and ought to be.regarded as a
substantial right"37 ¢

/

The court in Consolidated Film, on the other hand, did not consider the point, they

proceeded on the premise that the obligation to pay the dividend arose prior to the
o \

-

exercise of the corporate power. To permit the corporation to cancel the dividend was to

give the amendment to section 27 retroactive effect, something the court would not do.

~

In reachirg this decision the Court thought it was merely following Keller.3® Yet, if the

ST Keller, supra, note 33 at 124,
38 Ibid., at 493: "The Chancellor correctly construed the language of the opinion in-
the Keller Case as being applicable to the situation» presented here."

-

4
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amended section 27 formed one of the terms of the original contract to which the
shareholder had consented, no obligaiion could have existed. The shareholder had

impliedly consented to a suf)sequent alteration of the charter.%®

This principle of indestructibility was to be short-lived. In Havender v. Fede'ral United

Corp.*” the court permitted the right to accrued dividends to be removed lawfully by a

merger.!!

In only a minority of jurisdictions does the contractual analysis still ;;erfisg. Most courts
dcc/ept that commercial necessity dictates a more flexible approach. They began to drop
v talk of property rights v&hich can only be removed with the shareholders consent and
came to view him a creature of statute whose rights are delimited by legislative

favour. Did this mean the shareholdet would be forced to yield to the will of the
majority and see his rights "become subservient to financing corporate needs"?%?

Henceforth, denied absolute bx;otection of his rights, the shareholder would have to

appeal to the equitable notion of "fairness"™

- s

" 39 This is the reasoning adopted by the English courts who also follow contract
theory. In Allen v. Gold Reefs of West Africa [1900] 1 Ch. 665, the Court of Appeal
considered the status of a debt owed, not by the company, but by the shareholder.

v T Lindley M.R. rejected the plaintiffs arguments that a subsequent alteration of the
articles to impose a lien over his shares to secure the debt interfered with hxs
contractual rights. He said at 675: !

"Every allottee was told by the membrandum that his rights as a
shareholder were subject to alteration, and no allottee acquired any rights
except on these terms.”

. 40 > 11 A. 2d. 331 (Del. 1940).
G 1 See E. Merrick Dodd, "Accrued dividends in Delaware corporations - From
; ’ Vested Right to Mirage" 57 Harv. L.R. 894 (1944),

Keller, supra, note 33 at 121,

s b




2.2 U.K.- Partnership Principles

Judicial hostility in the face of a legislative preferente for majority rule’ took 2
different, though no less effective, form in England. Wh;reas their ;\Iew World brethren
were Tighting to presefve a citizen’s constitutional right to hold property, English judges
imported principles of the common law to frustrate Parliament’s development of

company law. Arguing by analogy the judges called in aid the only form of business

associatigﬁxith which they were familiar - the Partnership. f

Thus, when Parliament granted the majority the right-to amend a company’s articles of
association by special resolution*® courts sought %o limit the extent of the grant. At
common law there is a long recognized distinction between "ordinary matters" of the
"pargnership and matters which relate to the "natcure of the partnership bqsiness".“ This
dichotomy was adopted to entrench shareholders’ rights in much the same way as the

¢

vested rights doctrine -was used in the U.S.
¢

In Bryon v. The Metropolitan Saloon Omnibus Company Limited®® the Court considered

the nature of a power to amend the articles of association granted by the 1856 Act. Lord L J

A

Justice Turner adopted.the partnership distinction:

"If in articles of partnership there was a stipulation that three-fourths of the
partners should have power_to bind the other fourth, there can be no doubt that
this would enable the three-fourths to make any provisions as to the conduct of

43 Companies Act, 1856 (U.K. ), 19 & 20 Vict, c.47, s5.33."XXXIII Any Company
regxstered under this Act may in General Meeting, from Time to Time, by such
Special Resolution as is herein-after mentioned, alter and make new provisions in
lieu of or in addition to any regulations of the company contamed in the Articles of
Assocxatlon )

44 Lindley on Partnership, 15th Ed. (London: Sweet & Maxwell 1984) at 476 et.seq.
See, Const v. Harris (1824) Turn &.-Russ. 496; Att.- Gen v. Great Northern Rly. -
(1860) 1 Dr. & Sm. 154; Abbatt v. Treasury Solzator & Others [1969] 1 W.L.R. 1575.
Thiy Principle is embodled in the Partnership Act, 1890 (U.K.), 5.24(8):" 24 - (8)
Any difference arising as to ordinary matters connected wfth the partnership
business may be decided by a majority of the partners, but no change may be made
in the nature of the partnership busingss without the consent of all existing

partners.”
5 (1858) 121 R.R. 35 (3 DeG. & 1. 123).
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the busine'ss which- were not inconsistent with the other terms of the
partnership *8(Emphasis added.)
It would be inconsistent with the terms of the contract upon which a shareholder entered
the company for the majority to alter the nature of this relationship without his consent.

* The Act, he said, merély enabled the majority to make regulations as to the mode of
N

conducting the business of the company, they could not, however, alter its general -

o

constitution.A” . . -

This distinction was adopted by Kindersley V.C. in Huton v. The Scarborough Cliff i

Hotel Company (Limited)“, where a company with only ordinary shares proposed to
1
issue preference shares. The memorandum of association set out the company’s capital

divided into shares of certain fixed amounts. Alteration of the memorandum of

o

association under English company law was, and still is, prohibited except where

?
provided by statute. The 1862 Act permitted alteration to increase, consolidate or
convert capital.*® The Vice-Chancellor, however, saw the creation of preference shares

as something more than this, it was an attempt to alter the very constitution of the

company: -

"I think that the issuing of new shares with a preference dividend, is a variation
of the constitution of the Company. It is clear that the intention of all parties to
the original contract was, that the shareholders should stand pari passu as co-
partners in respect of the receipt of dividends."

+

This presumption of equality was not expressed in the memorandum byt would be

implied "in the absence of any provisién to the-contrary.51 The heritage of the learned

- 4% Ibid., at 127.
AT Ibid., at 128.
48 (1865) 2 Drew & Sim 521.
¥ Companies Act, 1862 (UK.), 25 & 26 Victz, .89, s.12.
50 Hutton v. Scarborough Cliff Hotel Co, supra, note 48 at 526.
51 C.f. the approach of the New York courts to the issuance of preferred shares; see
Hinkley v. Schwa{zchild & 5. Co., 107 App. Div. 470, 95 N.Y.S. 357 (1905)." In that
case the corporation’s capital originally consisted of one class of share, the law at
“that time providing that no preferred stock could be issued except by unanimous
consent of all the stockholders. A later amending act- permitted the issuance of

b




Judge'’s reasoning Jis clear, it too stemis from the presumption of equality which
permeates the law of partnership.’? There was nothing to prevent a company from

starting out with preference shares, but where the memorandum did not so provide there

was an implied principle of equality among shareholders.

After Hutton it became common to include the division of capital into separate classes in
the memorz?ndum._ As alteration to the memorandum was only permitted in certain
limited circumstances®® and tl}g memoran;lum had beer; held to prevail when in conflict
with an inconsistent article®, the ca‘pital structure of the corporation was effectively

entrenched.5’

The implied equality doctrine was to trouble the courts for the next thirty years. It was

eroded in Harrison v. Mexican Railway Company®® where the then Master of the Rolls
held that the principle could be rebutted by a contradictory article in the articles of

association. This approach was followed in several cases,® .however it conflicted with the
o,

principle of the supremacy of the memorandum. If there was an implied doctrine of

-

" equality, the argument went, then surely this would prevail over an inconsistent article?
>

After several judicial attacks®® the doctrine was overruled in Andrews v. Gas Meter

- preferred stock upon the-affirmative vote of two-thirds of the stockholders. The

minority unsuccessfully challenged the authority of the state to interfere with the
contract rights which the stockholders enjoyed against the corporation. The appellate
court, whilst following the contractual analysis of the corporation, subroggated the
shareholder’s property rights to the greater public need to facilitate corporate
expansxon

2 The same reasoning was used by Cotton L.J in Guiness v. Land Corporation of
Ireland (1883) 22 Ch. D. 349 at 377, to come to a different conclusion. The
implication of equality, he said, did not stem from a construction of the
-memorandum but from an implication which the law raises between partners, This
1mp11cat10n is, however, subject to contrary stipulation in the contract,

See C.A. 1862 (UXK.), s.12.

Ashbury Rly. Co. v. Riche (1875) LR. 7 H. L. 653 at 667

S8 gshbury v. Watson (1885) 30 Ch. D. 376.
5 /1875) L.R. 19 Eq. 358.
57 'n're South Durham Brewery Co. (1886) 31 Ch.D. 261, In re Bridgewater
Navzganon Co. (1888) 39 Ch.D._1.

® Sec per Cotton L.J. in Guiness v. Land Corporation of Ireland, supra, note 52
and aiso per Lord Macnaughton in British and American Trustee and Finance
Corporation v. Couper [1894] A.C. 416 at 417,
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- Company.”® Lindley L.J. found it impossible to reconcile Kindersley V.C.’s principle

% with the conclusion reached in Harrison:

~
o

"If the meémorandum of association really prescribed equality amongst all the
shareholders, as Kindersley V.C. held that“it did, the articles of association could .
not override the memorandum of association in that particular."®® ’

Accordingly Hutton was averruled. In doing so the Court sought to "remove from

companies a fetter which ought never to have been imposed upon them."®!

Although the general rule remains that the memorandum cannot be changed except as

o -
- provided by statute,®? the Companies Act 1985 permits extensive alteration.®® By section
17 of the Act a conditioh in the memorandu:m which could lawfully have been contained

in the articles may be altered by special resolution. This broad power originated in the

)

1948 Act® and would seem to give the majority power to alter every aspect of the

company’s constitution. However the section is subject to limitation where the
‘ . - .

memorandum sets out "'special rights of any class of members"®s

and expressly prohibits
alteration of these rights. Entrenchment of class rights would thus appear possible®®

because the memoranduan cannot be changed even with unanimous shareholder

: *>11897] 1 Ch. 361.
% Ibid., at 369.
81 The detrimental effects of the doctrine had been observed by Lord Macnaughton
in the British and American Finance case, supra, note 58 at 417: "The practical result
of Hutton has been that, except in cases coming within the rule in Harrison v.
| Mexican Railway - a decision which has not met with universal acceptance - no
d company limited by shares that has not taken power in its memorandum to issue
preference share has been able to raise additional capital in the manner most
advantageous to its shareholders." :
€2°C.A. (U.K.) 1985 s.2(7) - "A company may not alter the conditions contained in
its memorandiim except in the cases, in the mode and to the extent, for which
express provision, is made in this Act.” T
8 r1bid.: $.28(1) (company name); s.4 (objects); s5.49-52 (limited liat)ility); s.121(2)(a)
gincrease in share capital).
: * Companies Act, 1948 (U.K.), 5.23. i
< 8% AL (UK.) 1985, s.17(2)(b). ~
% See J.H. Farrar, Company Law (London: Butterworths, 1985) at 183; Gower,
> supra, ch. 1 °note 2 at 563. Alteration is only possible under a scheme of
(“ arrangement pursuant to s.425; see City Property Investment Trust Corpn. Ltd. [1951]
S.L.T. 371%

* o

'
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‘o consent.%7 Inspractice however, class rights seldom, if ever, appear in the memorandum

and as a result the protection afforded to them is merely a quaint historical anomaly of

nor more than academic interest.

v

The attempts by courts on both sides of the Atlantic to forestall the attainment of
majority_rule were frustrated by their legislatures. Despite the importation of common
law contract and partnership principles a shareholder saw his right of veto 'disappear.

Henceforth };e would have to yield to the greater needs of society which benefited from

1]

possessing dynamic corporations able to adapt to changing circumstances:
- 3

"May it not be assumed that the Legislature foresaw that the interest;\of the
) corporations created by it might. as experience suppligé the material for
. - judgment, be best subserved by an alteration of their intra-corporate and in a
sense private powers, and, in the interest of a public policy whici®oveted their
successful "progress, have meant to reserve to 1tself by the general amendment
clause a right“to alter or enlarge such powers?"8 .

The shareholder, in the U.S. at least, was not to be deserted by the courts, they would

offer him protection but not in the name of preserving property rights. . The way in

1

which the courts made this shift and the subsequent evolution of the equitable doctrine

P}
3

+ of fairness represents the second phase of minority rights.

Majt;rity rule was to be the' accepted as the most ef:ficient method of achieving
fundamental change within thg corporation, it bromoted greater corporate flexibility and
allowed those in control to respond to changed circumstances. In eorder to do so,

., however, it vested almost unlimited powers nin the majority shareholder. To assume that
. this power was delegated to the majority without fetter would be wrong. There were to
evolve judicfal and legislative saféguards desi‘gned to protect the minority from

-

brejudicial actions of the majority. A shareholder could no longer require that his

) og AAshbury v. Watson (1885) 30 Ch. D. 376.
o 8 Per Chancellor Wolcott in Davis v. Lowswlle Gas & Electric Co. 142 A. 654 (Del
Ch. 1928).

hed
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consent be given to fundamental_ corporate deci&ions, the most he could expect was to be

"fairly” treated by the majority.

The approach to "fairness” was not consistent however. American judges faced with a
wide 'grant of power responded with the traditional tools of equity and imposed a
fiduciary duty upon the regipient of the power. The American legislative safeguard, on

the other hand, equated, fairness with the fair value of a shareholder’s investment. The

A

"appraisal remedy" ensured: that, if a minority dissented from his peers decision, he could

leave the corporation and receive fair value.®®

-Parliament and the British judiciary, by contrast, refused to question the acts of the

majori‘ty. Despite imposing a limited fiduciary duty when the articles of association were
amended, the English courts refused to entertaiw‘u‘nority complaints which fell short ot:
claiming fraud.”® Unfairness in Britain, it appeared, was to be equated with fraud. This
desertion of the minority shareholder was belatedly rectified with the creation of a
statutory remedy, first in;/olving "oppressive’ .acts, and more recently those which

"unfairly prejudice” the minority.”

We must now turn to consider the definition of "fairness” under these new approaches,

°

for it is only when a court is willing to find "unfairness" that a shareholder will be

' adequately protected from the exercise of inajority power,

\)

® For a critical assessment of the appraisal remedy, see B. Manning, "The

Shareholder's Appraisal Remedy: An Essay for Frank Coker" (1962) 72 Yale L.J,

223. -

70 This is a consequence of the so called rule in Foss v. Harbottle discussed, infra,

chapter 3, i

"1 The Oppression remedy originated in s.ZlN 1948. "Unfair prejudice" was
#added by s.75 C.A. 1980. See, infra, chapter 4.

PREES
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4 CHAPTER TII

ING THE FIDUCIARY DUTY TO REMEDY UNFAIRN
. - B
The imposition of a fiduciary duty upon someone in a’position of superiority over
another is a familiar device of Equity which the courts were quick to utilise as a method
of control over the actions of directors. This fiduciary duty flows from the wide power
- ~ - ’ e
to manage the corporation which corporation laws delegaté( to the board of directors: *
' ‘\
"Subject to any unanimous shareholder agreement the, directors shall manage the
business and affairs of a corporation."! >

o

3
This delegation of power, though wide, is not exclusive. Modern corporation laws
L3
provide that, whilst a shareholder may not vote on a matter of ordinary' business
judgment, he may exercise management functions where fundamental corporate actions

are proposed.? In this context the shareholder -has not delegated control but has assumed

-

it for himself. A corporation may, therefore, act through two organs; the board o{

directors and the shareholders in general meetmg Both "exercise delegated powers and

A

both, therefore, receive the attention of Equity through the fiduciary concept.

[

o

IS “ -1 N

1 Canada Business Corporations Act, s. 97 Similarly see Del. Code Tit. 8 Ch.1,
s.141(a): "The business and affairs of every .corporation organised under this chapter
shall be managed by or under the direction of the board of directors, except as may
be otherwise provided in this chapter cr in its certificate of incorporation.”;
_ Companies Act 1985 (U.K.), Table A, Art.70: "Subject to the provisions of the Acts,
the memorandum and the articles and to any directions given by special resolution,
the business of the company shall be managed by the directors who may exercise all
the powers of the company.”
2 The most obvious example of shareholder participation in corporate management is
their right to elect and remove the directors. See C.B.C.A. s5.101(3), 104. CIA.

(U.K.) 1985 5.303, Table A arts. 73-80. For examples of "fundamental" corporate’

decisions requiring shareholder approval see C.B.C.A. s5.177(2) (amalgamation),
§5.98(2),(1) (by-law amendment), s.183(2) (sale or lease of all or substantially all
assets). Easterbrook & Fishcel point out that the justifications for giviag this
residuary power to shareholders are obscure. See Easterbrook & Fishcel, "Votmg in
Corporate Law" (1982-83) 26 J.L. & Econ. 395 at 415.



3.1 The Nature of the Relationship |
[ 4 . ;‘
There are problems with defining the term "fiduciary". While it is axiomatic to say that a

!

fiduciary relationship exists between iprincipal/agent, trustee/beneficiary, or
! ¢
solicitor/client, the content of such a duty varies with the context. As a result, the courts

f

have yet to satisfactorally define the nature of the duty owed by a director and at

various times have equated him with a truste;a,3 an agent,* or even a partner.’

[

Precise definition would appear to have elu,’aed the courts® and the modern trend is to

2

provide a statutory definition of a directors: duties.” This concentrates on the obligation

3 Re German Mining Co. ex. p. Chippendale (1853) 4 De G. M.& G. 19; Great
Eastern Rly. Co. v. Turner (1872) 8 Ch. App. 149,152; Selangor United Rubber
Estates Ltd. v. Craddock (a bankrupt)(No.3)[1968] 2 All E.R. 1073 at 1094. It would
seem that they are treated as trustees whenever dealing with the company’s property;
per Lindley J. in Re Lands Allotments Co, [1894] 1 Ch. 616 at 631: "Although
directors are not properly speaking trustees, yet they have always been considered
and treated as trustees of money which comes into their hands orswhich is actually
under their control." See also Sealy, "The'diregtor as Trustee" [1967] C.L.J. 83.
4 The categorisation of a director as an agent is favoured by Gower, supra, ch. 1
* note 2, he says at p.571: "[I]n truth, directors are agents of the company rather than
trustees of it or_its property". For a similar judicial view see Aberdeen Rly Co. v.
Blaikie Bros. (1854) | Macq. 461; Ferguson v. Wilson (L&éﬁl 2 Ch. App. 77 at 89; Re
Faure Electric Accumulator Co. (1889) 40 Ch.D. 141 at 151; Northern Counties
Securities Ltd. v. Jackson & Steeple Ltd. [1974] 1 W.L.R. 1133 at 1144 per Walton J..
"[a] director is an agent, who casts his vote to decide in what manner his principal
. gie. the company) shall act through the collective agency of the board of directors".
Re Forest of Dean Coal Mimng Co. (1878)) 10 Ch.D. 450 at 543. There are dicta
equating the position of a director with a managing partner. Seé¢' Automatic Self-
Cleaning Filter Syndicate Co, Ltd. v. Cunminghame [1906] 2 Ch. 34 at 45 per
Cozens-Hardy LeJ.: "I do not think it true to say that the directors are agents. I
think it is more nearly true to say that they are in the position of managing
partners." If the director is also-a shareholder than the partnership analogy is easier
to understand, however, a director’s powers are not analogous to those of a
managing partner. He is subject to limitations in the constitution of the company,
' his liability, in common whith other shareholders is limited to the amount unpaid on
his shares e}nd, more fundamentally, a director, unless authorised to do so, may not
bind his fellow directors. See also Gore-Browne On Companies, 43rd ed. (London;
* Jordan & Sons, 1977) para 27-4. )
8 Perhaps no attempt should be made: "It is indeed impossible to describe the duty
of directors in general terms, whether by way of analogy or otherwise,” per Romer
J. in In Re City Equitable Fire Insurance Co. [1925] 1 Ch. 407 at 426. =&
7 ALIL- AB.A. Model Bus. Corp. Act, 5.8.30; C.B.CAA., s.117. Both statutory
definitions avoid the term "fiduciary". The M.B.C.A. annotation explains the section
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to act bona fide with the standard of care of an ordinary prudent person, in what the

[

direétor believes to be the best interests of the corporation.8 -

b

It is apparent that before extending fiduciary duties to cover the general body of

shageholders, or even a _majority of them, similaf problems of definition arise. A
shareholder is neither a trustee nor an agent for his fellow members. Anglo-American

jurisprudence is liberally sprinkled with statements confirming that a shareholder may
vote in his own self-interest, a proposition best illustrated by North - West
b ¢

Tianqurtatir;y Co. v. 15‘eja,ttie.9 Beattie wasi(gh_q};OWner of a steamship which the company

proposed to purc:hase. As he Was also a direcfor of the company, the contract had to be
) . b

ratified at a general meeting of shareholders. At‘the meeting the proposal was narrowly!

accepted, Beattie using his own shares to secure ratification of the contract. The J{’rivy

a . )

Council upheld his right to vote as his self-interest dictated:
* s i y
"Every shareholder has a perfect right to vote upon any ..question although he
may have a personal-interest in the subject matter oPposed to, or different from,
the gerieral and particular interests of the ngfany." 0 -

a --

£

At this ‘time it was believed that the interests of a stockholder could be equated with -

that of the corporation, his self—int|er'ested actions promoting rather than harming the,

- welfare of all those involved with the enterprise. Because a }xlajority stockholder, has the

-

\ L4

does not include the term "because that term could be confused with the unique .

attributes and obligations of a fiduciary imposed by the law of trusts, some of
which are not appropriate for directors of a corpqration." See Model Business |
Corporation Act Annotated, 3rd ed. Vol.2 (Clifton, N.J.: Law & Business, 1984) at
929, Neither Delaware nor the U.K. attempt a statutory definition.

ALl - A.B.A, Model Business Corp. Act, s.8.30 (a)(1),(2),(3); C.B.C.A.
s.117(a),(b). -
% (1887) 12 App. Cas. 589 (P.C.).
10" 1bid., at 593. Beattie was soon_followed in the U.S. See Gamble v. The Queen's
County Water Co. 123 N.Y. 91, 25 N.E. 201 (1890) per Peckham J.: "A shareholder
has a legal right at a meeting of the shareholders to vote upon a measuure, even
though he has a personal interest therein sélparate from the shareholders.”

— H -
i . -
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" interest in seeing that the corporation is properly managed.!!

,same rights.

. ' 30

greatest financial interest in the enterprise it _was thought that he also has the greatést

. 1
4 L N « 1}

N [4

. A majority stockholder's self-interest, -the courts soon discovered, is not the loyal slave

of a corporation. In Jatkson v. Eudeling'® a bondholaer, Gordon who owned four out of -

some” seven * hundred. and sixty bonds outstanding, obtained an order for tf\é sale of
° . /

pr“bperty over which the bonds were secured. The property consisted of a rail}oad one

Y
hundred and nmety thiles long ‘which was sold at a gross undervalue.!® The U.S.

-

Supreme Court held that in arrangmg for the sale, Gordon had breached his duty to the

4

other bondhqlders:

" “When two or more persons have a common interest in a-security, equity will not
allow one to appropriate” it exclusively to himself; or to impair its worth to the
others. Community of. interest involves mutual obligation."™

I

This same principle was swiftly applied to stockholders in cases where the majority
shareholder sought to deny to the minority their rightful share in the proceec?s of a sale

of corporate assets. The right of the majority to alienate the corporation’s preperty was

€ n

held to an equitable lifnitation regardless of whether the sale was achieved by first
appointfng directors sympa'thegic to the majority view. Stockholders, as owners of the
corporation, had a joint interest in the corporation’s ;;roperty. This joint interest imposed

upon them a duty not to do anything to impair the property, "[i]t creates a fiduciary

- -

relation as makes it in'gquitable for any of those who thus share in the common property

.to do anything to_or with it for their own profit at the expense of others who have the

nlb,

, D
1

X Smith v. San Fransisco & N.P. Rly. 115 Cal, 584 47 P. 582 (1897); Barnes v
Brown 80 N.Y. 527 at 537(1880); Faulds v. Yeats 57-111. 416 at 431 (1870).

12 88 U.S. (21 Wall.) 616 (1874), .
13 The bondholder and his associates who purchased the moperty for $50,500
recelved an immediage offer of $1,000,000. . .

88 U.S. (21 Wall,) 616 at 622 (1874).
5 Jones v. Missouri-Edison Electric Co. 144 F. 765 at 771 (1906), per Sanborn C.J.
See also Wheeler v. Abilene National Bank Bldg. Co. 159 F. 391 (1908).

o
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The fiduciamy d\i;y doct;ine was extended in the U.S.1® to include not\g[ﬂ;' cases
concerning an expropriation of company property but to any exercise of managerial
power by a -'majority or controlling stockholder. Two approaches to explain the
theoretical basis of this extension of the fiduciary duty have l?een perosed:17 (a) the

direct approach and (b) the indirect approach.

3.11 The Direct Approach

It isba principle ongquity that whenever a persqn who is in a superior posi)t;{n/to others
exercises his power he owes them duties of good Taith and fairness. This principle was
clearly stated by the Erglish Court of Appeal in Allen v. G?Id Reefs of West Africa.l®
The case concerneﬁ an exercise of majority power to amend.the artﬁcles of association
under a power granted by 5.50 of the U.K. Companies Act, 1862.1° The statute appeared
toogive -the holders of sufficient shares to pass a special resolution unfettered power to
alter “the articles. Lindley M.R. disagreed:

v r

"Wide, however, as the language of s.50 is, the power conferred by it must)/l'{ke
all other powers, be exercised subject to those general principles of law and
equity which are applicable to all powers conferred on majorities and enabling
them to bind minorities. It must be exercised not only in the manner required by
law, but also bona fide for the benefit of the company as a whole and must not
be exceeded.: These conditions are always implied and seldom if ever
expressed."?® :

“»

1% In England the judges expressed similar outrage at attempts to short-change th
minority. Sir WM. James L.J. in Menier v. Hooper's Telegraph Works (1874) 9 Clz
App. 350 at 353, thought such activities "shocking". In coming to the minority's aid,
however, English judges were not to use the same equitable doctrine of fiduciary
duties. To succeed in England a shareholder would have to show that a "fraud on
the minority” had been committed. See chapter 4, infra. .
T Finch & Long, "The Fiduciary Relation of the Dominant Shareholder To the
Minority Sareholders” (1958) 9 Hast. L.J. 306.
18 g [1900] 1 Ch. 656.
® Companies Act, 1862 (U.K.), 30 & 31 Vict., ¢.131, s.50.
2° Ibid., at 671. Lamentably English Judges did not take Lindley M.R. at ‘his
word. They restricted the fiduciary duty thus imposed to those cases concerning
alteration of articles, relying on the general principle in N.W. Transportation v.
Beattie (1887) 12 App. Cas. 589 (P.C.).

K
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Gf The same conclusion was reached by the U.S. Supreme Court in' Southern Pacific Co. v

Co Bogert.?* A controlling shareholder has the right to appoint the directors and. thereby
: \ .

aetermiée corporate policy. In effect therefore he manages the corporation. -Although he'

.may never exercise this right, if He does so then a fiduciary duty will be 1mposed upon

him and a minority shareholder can insist that, irrespective of the. extent of the legal

power granted to him, he exercise that power fairly and in good faith.

>

3.12 The Indirect Approach

-

Under this approach a duty is ‘§mposed upon the majority only where the participation

Q

of the directors is necessary. Since they bear a fiduciary duty to the shareholders, where
] ) . .
] their actions are dictated by a controlling shareholder, he equally should bear an

identical relationship to the minority.

The case of Zahn v. Transamerica Corp.22 provides - good illustration. The plaintiffs

4

owned Class A shares in Axton-Fisher, a.tobacco company, which were subject to
redempnon terms in the corporatxon s charter. Transamerica Corp. purchased v:rtually all

the voting Class B stock and elécted a maJorlty of the board. Axton-Fisher's principle

asset was a supply of leaf tobacco which had increased in value from $6.4M to over

"$20M. The complaint alleged that Transamerica, knowing of the increase in value,
conceived of a plan to appropriate the increase for themselves by redeeming the Class A

shares and subsequently liqudating Axton-Fisher. The redemption being made to appear

° " as if "incidental to the continuance of the business of Axton-Fisher-as a going concern."

The plan was duely carried out and the plaintiff sought damages for fraud when he

B

discovered the increase in value of the tobacco.

‘1 250 U.S. 483 at 487-88 (1919), per Mr. Justice Brandeis: "The majority has the

right to control, but when it does so, it occupies a fiduciary relation towards the
« . - . minority, as much so as the corporation itself, or its officers or directors." See also
‘;4 o Pepper v. Litton 308 U.S. 295 at 306 (1939); Heffern Co-Op Consolidated Gold
¥ Mining Co. v. Gauihier 22 Ariz. 67, 193 P. 1021 (1920).

2 Zahn v. Transamerica Corp. 162 F.2d. 36 (3rd Cir. 1947).

"
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3

§ :
o The Court of A%geals for the Third Circuit di;cuséed th¥ nature of the relationship

[4)
between majority and minority shareholders. There was, the Court said, a "radical

difference" between voting strictly as a stockholder and voting as a director:

"When he votes as a stockholder he may have the legal right to vote with a view
of his own benefits and to represent himself only, but when he votes as a
director he represents all the stockholders in the capacity of a trustee for them
and cannot use his office as a director for his.personal benefit at the expense of N
stockholders. 23 )

[

-

The directors had the right to call the Class A shares and the plaintiffs argued this was a
valid exercise of managerial Judgment YThe Court stated that in exercising this power the
directors had to observe their fxducxary duty to shareholders. If the facts alleged were
true, and tﬁat the sole purpose of the call was to deny the minority of their rightful
share in the increased value of a corporate gsset, 'then "it follows that the directors of
Axten-Fisher have been derelict in that duty."** Through Transamerica’s domination‘of
the board there existed, as between the directors and majority shareholder, a "puppet-
puppeteer” }elationship. Hense, the liability which flowed from the directors dereliction 2

of duty, "must be imposed upon Transamerica which, under the allegations of the
D i

comphkinant, constituted the board of Axten-Fisher andcontrolled it."%®

It is submitted, however, that the indirect approach is wrong. It does not explain those

cases where board decisions are subsequently ratified by a majority of the shareholders
‘

or where such-ratification is a pre-requisite to action by the directors.?®

/

Moreover, objection to the indirect approach can be sustained on the basis of principle.

The duty- arises independently of any duty owed by the directors. It derives from the

general obligation of fair play inherent to a grant of majority power:?

t

B Ibid., at 45.
“ < 1bid., at 46. o
5 Ibia. f ‘ )
’3 - See Finch & Long, supra, note 17. . -
7 See ey. Jackson v. Ludling, supra, note 12, Allen v. Gold Reefs of West Africa -
[1900],1 Ch. 656.
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~ I'd
"If the majof'ity.ais going to manage, and such is its prerogative under the

statutes, then the ethics of the situation demand there be some restraint. Thé
retraint has evolved in the form of the fiduciary concept.”

[+

.Control can be exercised inter alia by the Eappointment of a sympathetic board of
directors, but this is no more than a manifestation of control, evidence of those activities~
which require equitable limitation. This is not the origin of the duty, which stems from

the statutory grant of a power to the majority.

Once it is recognised that the fiduciary duty of the controlling stockholder and director
. . »
are not eiusdem generis, some attempt can be made to define the extent of the duty. The

value of thijs ‘instrument of equity as a method of minority shareholdex; protection rests

ultimately on the willingness of the courts to define the duty’s content,.

3.2 The Content of the Duty .
E . on o

But to say that a man is a fidu'ciary only begins analysis; it gives direction to
Sfurther enquiry. To whom is he a fiduciary? What obltgatwns does he owe as a
fiduciary?

Mr. Justice Frankfurter in S.E.C. v. Cheney Corp.%®
tbﬁ

2

Denied a comprehensive statement of principle, we must look to those cases in which

fiduciary duty has been imposed in order to discern its content. With the decline of
L]

contract rights in favour of majority rule came a shift in the court’s approach towards
b
[ -~

the minority. It may be characterised as a shift from contract to status.3® Despite the

wide and unequivocal grant of power to them, courts of equity refused to permit the
majority to argue that the minority had impliedly consented to any exercise of this

%
power, no matter what the consequences.?’1 The courts, however, were inconsistent in

~ 28 Speed "A shareholder may vote as he pleases: Theory and Fact" (1960) 22
U.Pitt.L.Rev. 23 at 54,
- ; ®318U5.80at 85 /
30 See W. J. Carney, "Fundamental Corporate Changes, Minority Shareholders, and
Gf Busmess Purposes” [1980] A.B.F.Res.J. 69 at 74.
1in Ervin v. Oregon Rly & Nav. Co. 27 Fed. 577 at 630 (S.D.N. Y. 1886) the Court
said: "Plamly the defendents have assumed to exercise a power belonging to the,

7.,_,,.
B
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their approach to the duty which has as a consequence been transformed during the .
- .
century of its application.

3.21 Phase I - The Duty’s Application to Asset Sales

(a) From Positive to Negative Obligation

4

A fiduciary duty was initially imposed through analogy with those duties which a co-
owner owes in equity to his fellow title holders on the disposition of property:
"It was [the majority’ s] duty, to the extent of their power, to secure for all those

whose interests were in their char e to secure ine hlghesr possible price Yor the
property which could be obtained." -

Lip-service was paid to this positive obligation, especially where the court was faced
with self-dealing on the part of the majority.33 In such a situation the duty became a

negative one not to profit at the expense of the minority.34

)
This change of emphasis was accompagnied by a change in vocabulary. Th(majority was

equated, not with a co-owner, but with a trustee or agent whose duties include not

majority in order to secure personal profit for themselves, without regard to the

interests of the minority. They repudiate —the suggestion of fraud, and plant’
themselves upon their right as a majority to control the corporate interests according

to their dispretion. They err if they suppose a court of equity will tdlerate a
discretion which does not consult the interests of the minority". See also Southern

Pac:flc v. Bogert 250 U.S. 483 at 487-488 (1919).

32 Jackson v. Ludeling, supra, note 12 at 625. See also, Menier v. Hooper's Telegraph
Works (1874) 9 Ch, App. Cas. 350 at 352; Gamble v. Queen's County Waterworks Co.

123 N.Y. 91 at 99, 25 N.E. 201 (1890).

33 In Wheeler v. Abilene Nat. Bank Bldg. Co.,supra, note 15-at 394, Sanborn G.J.

restated the positive duty. The majority must "exercise care and diligence to make
the property of the corporation produce the largest possible amount". Despite this
statement the case was decided on the issue of conflict of interest.

In Goodin v. Cincinnati & Whitewater Canal Co. 18 Ohio St. 469 the Court held:
"Any act of the directory by which they intentionally diminish the value of the
stock or property of the company is a breach of trust". See also Meeker v. Winthrop
Iron Co. C.C.) 17 Fed. 40 (1883); Pondir v. N.Y., L.LE. & W.R.R. Co. 25 N.Y Supp.
560 (1893); Wheeler v. Abeline National Bank Building Co., supra, note 15; Heffern
Co-0p Gold Mining Co. v. Gauthier, supra, note 21.

T
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recéiving a secret profit and avoiding a conflict of interest with those he serves.®® A self
interested disposition of corporate assets offends both' these principles yet, in an attémpt
to permit such dispositions, the courts sought ways to relieve the majority of the duty

they had just imposed. In Wheeler v. Abiline Nat Bank Bldg. Co., Sanborn C.J., after

/M;:ing that "one may not be an agent to sell for another and'a purchaser at the same

time,"36 conceived of a situation where this would be permitted:

.

"If [the sale] had been fair and open, after full opportunity to all those interested
to bid, for the highest amount that cgyld be obtained for the property, it might
have been sustained."”

\
Thus the breach of duty came to be associated not with the reduction in value received

by the minority, but with the profit obtained by the majority.‘"8

(b) Towards "Fraud" w . ' )

By 1923 the Delaware Court of Chancery had proclaimed a bifurcated standard for the
fiduciary duty. In Allied Chemical & Dye Corp. v. Steel* & Tube Co0.3® Chancellor Wolcott
refused to permit the minority to question the "majority decision to sell all the

corporitions assets, even where the sale was not in the interests of the corporation,4’

sb P Finn, Fiduciary Obligations (Sydney: Law Book Co., 977) at 47.

Wheeler supra, note 15 at 394.

T Ibid., at 395. Similarly in J.H. Lane v. Maple Cotton lels 226 F. 692 at 679
(1916) where the sale was by public auction, the judge held that this discharged the
fiduciary duty: "When no effort is made to shut him out, the minority stockholder
can claim no protection except competition at a public sale."

38 See Jones v. Missouri Edison Co., supra, note 15 at 771; Southern Pacific v. Bogert
250 U.S. 483. In Gomberg v. Mzdvale Co. 157 F. Supp. 132 at 137 (E.D.Pa. 1955) the
court placed an additional burden on the plaintiffs to show "that the disparity
between the value of the property to be sold and the money to be received is so
unreasonable as to indicate ’that the sellers are recklessly md:fferent to the interest
of the whole body of stockholders."

89 120 A, 487 (1923).
40 rpid., at 490: "As I read the statute, therefore, the bald question of whether the

entire assets should be sold is to be determined by the stockholders entirely aside
from the question of whether is would be to the best interests of the corporation to

sell them."
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o However, consistent with the jurisprudence-he did not allow the majority unfettered

. discretion. A court of equity would intervene where "fraud" has been shown:

w

"The requirements of the statute and of the certificate of incorporation all being
satisfied, as they are in this case, it will be manifest that the only ground upon
\ which he can base his claim for relief is that of fraud."i!

The court, Chancellor Wolcott said,- would find fraud in two cases: a) where the majority

"use their power to advantage themselves at the expense of the minc)rity",42 or b} where

they fail to sell the assets at a "fair and adequate price".*3 Even inadequacy of price was
insufficient; to bring suit a minority would have to show that the price was grossly

. \ \\‘,\\}
inadequate:

"[Ilnadequacy of price will not suffice to condemn the transaction as fraudulent,
unless the inadequacy is so gross. as to display itself as a badge of fraud."*

‘ -

On the facts the learned judge was satisfied that the digcrepency between the sale price
and true market value was so great as to warrant further investigation, he therefore

granted a preliminary injunction restraining the salc;.45 ¢ .

& . )
The metamoérphosis of the duty as it applied to asset sales was now complete. It
originally compris'ed a positive obligation to obtain the highest value possible, then after
being associated with the px:ofit obtained by the majority it became a negative dut} not

to profit at the minority’s expensé. Finally the minority could only claim unfairness

where there had been a fraudulent sale of assets at"a gross undervalue.®

2 Ibid., at 491,
2 Ibid.
13 Ibid., at 494.
“ Ibid. .
S Ibid., at 496-7.
46 Chaacellor Wolcott’s statements were to influence the courts when they came to
- examine the fairness of a corporate merger. A merger was equated with an asset sale
@ and the judges accordingly would only hold a merger to be unfair where the terms
of the merger grossly undervalued the plaintiff’s corporation. See infra \\mder
merger.

~3
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3.22 Phase II - The Duty's Application to a Power to Dissolve

When the majority usedl their power't\O dissolve a solvent corporatiqn as a .method of
"squeezing-out" the minority," the courts again attempted to‘art'iculate the duty which’
had been breached. In Green v. Bennett*s the Court refused to permit the minority to .
challe_nge the majority decision to dissolve. They were merely entitled to receive their

‘fair share of the proceeds of sale.®

’ : f

It has been argued that few courts took this narrow view, 50

s

willing to question the majorty Adecxslon to dissolve their corporation. In Ervin v. Ore%m

other courts being more

RIy.5! the majority sought to dissolve a"healthy and prosperous" corporation, purchase /all L

. { ’
the assets and then cantinue in business without the minority.5* The court refused 10
. /

o

permit what it saw as an abuse of power:

"It is the essence of the contract [of association] that the corporate powers shall
be exercised to accomplish the objects for Wthh they were called into

existence."® ,
J

S

»
47 Lebold v. Inland Steel Co. 125 F.2d 369 (7th Cir 1941); Green v. Bennett 110 S.W.
108 (Tex. Cir. App. 1908); Kavenaugh v.’ Kavenaugh Knitting Co. 226 N.Y. 185 123
N E. 148 (1919).
110 S.W. 108 (Tex. Cir. App. 1908). ;
® The Court.refused to limit the wide power contained in the statute. /bid., at 115:
"Unless we go outside the laws passed by Congress for implied limitations upon this
power, its exercise rests upon the mere will of those owning two-thirds of the stock
of the bank." ®
0 Norman D. Lattin, "Equitable Limitations On Statutory or Charter Powers Given
v To Majority Stockholders” (1932) 30 Mich. L.R. 645 at 650, where he distinguishes
Y two cases which support the restrictive doctrine in Green v, Bennett, See Watkins v.
National Bank of Lawrence 51 Kan. 254, 32 Pac. 914 (1893); Slattery v. Greater New
0rIeans Realty and Development Company 128 La. 871, 55 So. 558 (1911).
1 27 F. 625 ( S.D.N.Y. 1886).

2 In the Ervin case, ibid., one Villard organized a new corporation, purchased a
majority of the stock of the Oregon Steam Navigation Co. and thereupon elected its
directors. The board of the steam navigation company then voted to dissolve,
transfering its assets to the new corporation. This transfer was made at a gross
undervalue. The holder of a minority of the stock of the Oregon Steam Navigation=
Co. brought a suit in equity on his own behalf and on behalf of other stockholders

3 against Villard and the new corporation claiming that the sale was fraudulent and
(‘. seakmg his fair share of the proceeds of sale.
3 Ibid., at 631.

*

. R
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It is far from clear what object of the majority the court thought was improper. Was the o
improper object the sale at an unde;valt;ation, the use of a power to dissolve to effect an .
inc;i;;ct\xiae;ger? Alternatively, was the improprie_ty the "squeezing-out” of the -minorit):?
. . ;
The Court had(‘Z little difficulty in holding that a self-interested sale at a gross

undervaluation breached the majority’s fiduciary duty."4 Furthermore, it stated that the

.
purpose of a dissglution was to bring the corporation’s business to an end, sell its assets

and distribute fairly the proceeds of sale amongst those who had formerly participated in
-~ N

the enterprise.5® This had never been the majority’s purpose here, they used the power
to effect an. indirect merger and the court would not permit them to achieve indirectly

what could not be done directly: .

"A dissolution under such circumstanes is an abuse of the powers delegated to the
majoritara. It is no less a wrofig because accomplished by the agency of legal

forms." "

This was not the basis of the Court's decision, however. Quoting cases on the breach of

a trustee’s duty not to profit from his office,’” Wallace J. concluded that the wrong

committed was the appropriation of corporate assets for an inadequate consideration: )

"Applying these principles to the case in hand, although the minority of
stockholders cannot complain merely because the majority have dissolved the
corporation and sold its property, they may justly complain because the majority,
while occupying a fiduciary relation ‘towards the minority, have exercised their
powers in a way to buy the property for themselves, and extlude the minority
from a fair participation in the fruits of sale."3(Emphasis added.)

o

Accordingly the minority were entitled to a lien, to the extent of the undervaluation,

over the property of the old corporation.

>4 Ibid., at 631-2. The majority are under "an obligation to make the property or
fund productive of the most that can be obtained from it for all who are interested
in it", c.ting Jackson v. Ludeling, supra, note 12. :

5 Ibid., at 629.
5 Ibid,, at 631.
57 Ibid., at 632.
58 Ibid.

-
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It is impossible to reconcile the two passages quoted above. In the former Wallace J.
states clearly that the power had been abused as it had been used to achieve an indirect
merger. In the latter he states that the minority could not question the majority decision

to dissolve, they were merely entitled to a fajir share of the proceeds of sale.

&

A
In the author’s opinion the Ervin case cannot be cited in support of the view that the

content of the fiduciary duty includes an obligation to use a delegated power for a
. ¢ - )

"proper purpose”. True, the Judge refered obiter to purpose, however his conclusion was -

based on-the traditional duty of a trustee not to profit from the sale of trust property.®®

Judicial preoccupation with the benefit accruing to the majority rather than the’

- detriment suffered by the minority persisted.

A

Whilst there are dicta in some dissolution cases which refer to purpose, it is only when
the courts came to examine the statutory grant of a power to merge that the issue is

clearly addressed.

T ’

- .

3.23 Phase III - The Duty’s Application to a Power to Merge

The early merger statutes required that shareholders receive stock im the surviving
corporation.®! Although this prohibited merger as a method of squeezing-out the
minority, it did not prohibit other forms of oppression. In Small v. Sullivan®® the

majority used a mergei' to effect a reduction in the corporation’s capital. As the

% The minority had sought merely to receive their pro rata share of the true value
of their corporation’s assets. Accordingly theré was no discussion as to the majority’s
right to squeeze-out the minority.
0 E.g. Finch v. Warrior Cement Co. 141 Atl. 54 at 59 (Del. Ch. 1928); Paine v.
Sailsbury 200 Mich. 58, 166 N.W. 1036 (1918) at 66, 166 N.W. at 1039; "[I)f
counsel’s contention is to prevail, [the minority shareholders] may be driven out by
a forced sale of their investment for no better reason than that a larger stockholder
desires to aquire it in the interests of economy. It is not conceivable that the
Legislature ever intended that the statute should be used for such a purpose... Such
a construction would be injurious to the public interest and not beneficial to the
stockholders as a whole." See Lattin, supra, note 50 at 651.
61 eg. Act of May 27, 1896 Ch. 932 5.58 1896 N.Y. Laws 996 (merger).
62 245 N.Y. 343, 157 N.E. 261 (1927).

~ :
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corporation laws prohibited a corporation from reducing its capital, the New York Court

of Appeals refused to permit thisgto be achieved indirectly.®®

Merger é}ogecame the preferred method c?f effecting an opprqssive sale of corporate
;ssets - the target corporation would be merged with° one owned by the majority. Under
the terms of the merger agreement the stock received by the mAajority would not fairly
represent the assets given up by the target corporation. Courts imposed a fidugiary duty
here becduse they viewed a merger as equivalent to a sale of as:ets.e‘ Unforfhnately this
reaso;ing by analogy brought wi‘th it the same preoccupation with the profit obtained by
those iI/l controf and not an enquiry into the impact a merger would" have on a’
‘

shareholder’s position within the corporation.8® * . ~ .
- 19

In Defaware, the Couit of Chancery was not afraid to evaluate the ternis of a merger in

order to}see if they were "fair" to existing stockholders. In Cole v. National Cash Credit

o

R

Ags'n,%8 howevér, the Court followed Allied Chemical & Dye and required that the’__—"/

4

s};areholder show actual or constructive "fraqd" in order to prbve unfairness, Chancellor
Wolcott ack—nvw-le\dged t}'iat the existence of a statutory appraisal remedy put the
shareholder to an election between accepting the offer of the majority or disassocilating
himself from the consolidafion and securing a valuation of his stock. This however was
fxot the full extent of a minority’s rights:

"[T]he elect}on which is given to a stockholder is one that he is not, under <any .

and all circumstances, required to exercise. The exerc:se of the statutory right of
merger i$ always subject to nullification for £rafid."® -

equity from seaking out the fraud, looking beyond th¢ forms to the actual facts and
compelhng restitution." t

4 Jones v. Missouri-Edison Co., supra, note 15 at 771; Cole v. National Cash Credit
Assn 18 Del.Ch. 47, 156 A. 183 (Ch.1931) at 188.

5 In Jones v. Missouri-Edison Co.,supra, note 15. The court did not question the
majority’s right to force a merger on the minority, it merely examined whether the
consideration ived by the minority was fair.

8 18 Del. Chi47, 156 A 183 (1931).
-7 1bid., at 187.

/ & Ibid., at 264: "I know of no form of law or statut)ejvhich will prevent a court of
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In the' instant case the fraud alleged was a constructive fraud based on an alleged
discriminatory undervaluation of the assets of the Association in the terms of the merger
agreement. As Chancellor Wolcott viewed a merger as equivalent to a sale of asset,68 the
learned judég_ applied his test from Allied Chemical, and equated unf:airness with fraud.
In doing so, however, he fufther refined t};e cone;pt by stati%g—«bat mere inadequacy of
price would not reveal fraud. The inadequacy had to be so gross as to lead the court to '

conclude that it was due, not to an error of judgment, but bad faith or a reckless

indifference to the rights of others.®® Furthermore, the court would presume that the

majority were acting in goo faith.”® N \

The Chancellor then u rtook a "rather painstaking” study of the evidence in which he

Y

attempted his own valuation of the interests of the minority shareholders. He concluded

* . that, as there had been no gross undervaluation of the rilinority’s interest, constructive

i

fraud had not been shown and therefore the terms of the sale were fair.”

L3

When the Delaware Supreme Court in Federal United Corp. v. ifavena'er’2 permitted a

]
'

power-to merge to be used to cancel accrued but unpaid dividends on preferred shares, .

the Court refused to qualify the legislature’s unconditionat grant to the majority \of a

power to merge: o

‘It is for the legislature not for the court, to declare the éublic policy of the ‘
state; it is not, therefore, the function of the court to graft an,exception on the
- plain and positive terms of the statute.*’

L 3

- % Ibid., at 188: "While a consolidation is quite distinct from-a sale, yet from the
vxewpomt of the constituant companies, a sale of assets, is in substance involved.”
 rbid.
70 Ibid., at 188: "The same presumption of fairress that supports the discretionary
! Jjudgment of the managing directors must alsé be accorded to the majority of the -
stockholders whenever they are called upon to speak for the corporation.”
1 In fact there was no question of gross undervaluation here as the value
determined by ‘the Chancellor was <§ Bstatlally identical to that offered’ by the

. majorlty
eg 3 28 Del.Ch. 318, 11 A 2d. 331 (Sup(Ct. 1940).
‘ ™ Ibid., at 337. : ~ o .

)
)
‘
. -
\
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'This decision seemed to imply that, as the legislature had made an unqualified grant of

power to the majority, a court could no longer test the majority decision to merge to see
/ if it was fair. However, as it was accepted in Havender that the recapitalization plan was
in fact "fair and equitable"," the court did not refer to its right, articulated in Cole, to
examine the terms of a merger where fraud had been alleged. Thus, after the Havender
case it was uncertain whether the right of a Delaware court to challenge the fairness of a
merger had been extinguished by lthe*Delaware Supreme Court’s strong words indicating

that a power to merge was not to be qualified by restriction or limitation. If this was the

cas; then the fiducjary duty, from which this enquiry flowed, would l’ve no application

to mergers. . )
: 3 . '
’ N The first case to consider this apparent contradiction treated Cole as good law. In Porges

N

v. Vasco Sales ”Corp."5 the corporation had unpaid accumulated dividends on prefgrred
stock amounting to $l,8@,156. During 1942 the directors and majority shareholder

decided on a r,ecapitalizatia'plan under which each of the preferred stock would be

7

. / t, ¢
R converted into one preferred and five common shares of the surviving corporation. The

complainant held two preferred shares and challenged the merée; as being so unfair apd
. . Lo ’
inequitable as to amount to a fraud upon the present preferred shareholders. He based

his complaint exclusively on the changes the merger would have on the book value of

. .
his investment. This was the basis upon which a merger had previously been attacked in )

-~

order to prove a gross undervaluation and, therefore, fraud. Pears\gg_\‘ﬂ.c., however,

refused to consider fairness in such narrow terms:
& \

"Complainant ignores the important fact that the old common stockholders have
voting control, and that by the merger;-control would pass to the holders of the .
. old.preferred stock."’®

o

° ’ ™ Havender, supra, note 72 at 343, ~ 4.
75 32 A 2d. 148 ngl. Ch. 1943). -
™ Ibid., at 1517
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" had acted in good faith.
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In addition the niergex" terms included provisions foég class rights, pre-‘empti\’/e rights, and
a sinking fund; "changes which may i)e of substantial value, depending upon future
events."”” Evaluatuon of the fairness of the mlerger was, the Vice-Chancellor said, a
process underwhich the benefits and detriments of the plan are weighed up.”® H; did
not attermpt to evalute the benefits preferred sha;reholder would receive but their very

inclusion meaht that the minority had failed to rebut the presumption that the majority

12 ( “y
\

The "gross unfairness* test was thus firmly established in Delawaré.” To challenge the

o R <
majority decision to merge a shareholder would have to rebut the presumption of bona

fides of purpose by proving that the action taken was so unfair as to amount to

.-

o

constructive fraud.®°

The above cases are a good illustration of the shift by the courts towards equating the
fiduciary duty with "constructive fraud". There is little discussion of purpose except

where it was clear that the majority sought to benefit at the minority’s expense. When

the courts came to deal with a cash-merger statute’s "take out" potential, however, they

had to address purpose. ¢

\
« -

" Ibid.

"8 Ibid.: "Surely, this is not a situation where the real and only purpose of the

merger is to promote the interests of one class of stock to the detriment, or at th\e
. expense of another. In such a situation, the favoured class would give up po benefits

‘comparable to those it would receive; and the unfavoured class would obtam no

béqefnts compatable to those it would lose".

9 See also; Hottenstein [ Moore) v. York Ice Manufacturing Co., 136 F2d. 944 at 953
(3rd Cir. 1943) MacFarlane v. North American Cément Corp. 16 Del. Ch. 172, 157 A.
396 (IQQQ Mitchell v. Highland-Western Glass Co. 19 Del. Ch. 326, 167 A. 831
Sl933), Maddock v. Vorclone Corp? 17 Del Ch. 391, 147 A. 255 (1929). )

The "ggoss unfairness” test was criticised by one federal court judge for being too
formali¥ed. In" Barrett v. Denver Tramways Corp. 53 F. Supp. 198 (I} Del. 1944)
Leahy J. accepted that he was bound to apply the Delaware courts’ view of fairness
but felt that a court of equity should evaluate a merger scheme irrespective of issues
such as "fraud” or "bad faith". c¢.f. Krantman v. Liberty Loan Corp. 152 F. Supp. 705
(1956) where the terms of the merger were not held to constitute "constructive

fraud".

<
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In Outwater v. Public Service Corp.”” the merger agreement provided the minority

[

common-stockholders with preferred stock which would be callable after three years.

]

This consic}leration was, in effect, a promissory note payable at the option of the buyer, »

Although Backes V.C. had to accept that the merger was in legal form he could find no

-r

public merit in it, since it was merely for the "greater financial convenience” of the

[4]
parent corporation.’> While cox?eeding that the N.Y. statute permitted the consideration
received by shareholders to be "stock or obligations", the learned judge put a limit on the
statute by saying: . .
a, Aw]
"[Flairnes in mergers dictates that, when obligations are given in exchange for
stocks of the character here involved, they at least should bear a corresponding

permanent investment value... otherwise the merger would be a simple medium
for a compulsory sale, and that is not permissible."®

®

The merger was enjoined as being "oppressive" given that its purpose was to force an

indirect sale of assets.
>
Professor Weiss, citing Outwater, concludes that courts ‘were hostile to those take-out
i
attempts which involved an unfair exchange .of stock, or the issue of a short-term debt
obligation or callable stock.2¢ He argues that cash merger statutes were enacted to
provide corporate managers "with additional flexibility in structuring clearly permissible

transactions”.2® In other words, the spirit\of the statute assumed that the corﬁorate

controllers had a bona fide purposé.

Judicial hostility to take-out attempts was tempered with the passing of cash merger

statutes. New York extended its short-form merger statute to all corporation in 1949,86

31103 N.J. Eq. 461, 143 A. 729 (1928), - ]
82 Ibid., at 730, N
83 Ibid., at 732. Banks V.C. ha already observed that "continued membership, until
dissolution, is an inherent propgrty right in corporate existence.”

\ 84 £ J. Weiss, "The Law of Take-Out Mergers: A Historica! Perspective” (1981) 56

> N.Y.UL.Rev. 624 at 636.

85 Ibid., at 637,
88 Act of Apr. 22, 1949, ch. 762 5.1(1), 1949 N.Y. Laws 1707. .
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and in 1961 authorized cash long-form mergers 8 In 1957 Delaware adopted a short-
form merger statute (modelled on the New York law but applicable to 90% - owned
subsidiaries®®) and added cash as an acceptable form of consideration in long-form

mergéqrs in 1967.5°

.
0

The N.Y. courts, as shown above, took a restrictive approach to their statute’s wording;

the Delaware courts by “contrast called in aid \tpeu fiduciary diny to ‘prevent "unfair"
0

short- or long-}'orm amalgamations. A number of decisions followed Federal United

Corp. v. Havem?ergf’ and refused to examine a merger where t‘he statutory requirements

were met.®! The conclusion appeared to be that even "take-out" mergers were within the

express wording of a merger statute and were consistent with the goal of increasing the

flexibility of corporate controllers to effect a reorganisation.

(=]

3.24 Phase IV - The Duty and Proper Purpose

' $
Faced with unhelpful state courts the minority looked to the Federal Securities Acts and
in particular s.10-b and Rule 10b-5 for protection.®? In Santa Fe Industries Inc. v.

Green®® the minority argued that a proposeél merger, although complying with the

relevent provisions of Delaware law, constituted a "device, scheme or artifice to -

0

defraud".®* This argument succeeded in the Second Circuit Court of Appeals where a

87 o - Y. Bus Corp. Law 5.902(a)(3).

Act of June 5, 1957, ch, 121, s.253(a), 51 Del Laws 186 (1957).’

® General Corporation Law, ch. 50, s.251(b)(4), 56 Del. Laws 206..For similar
provisions in New Jersey gnd Model Business Corporations Act see 14A N.J. Stat.
Ann s.5.10:1(2)(c), M.B.C.A. 5.5.68A, 71,

28 Del.Ch. 318, 11 A 2d. 331 (Sup.Ct. 1940). .

1 See Coyne v. Park & Tilford Distillers Corp. 38 Del. Ch. 514, 154 A 2d. 893
(1959), Stauffer v. Standard Brands Inc. 41 Del. Ch. 7, 187 A 2d. 78 (Del. Ch.
1962), David J. Green & Co. v. Schenley Industries Inc. 281 A 2d. 30 (Del Ch. 1971).

? For how the Rule has been used to evaluate corporate decisions see D.S. Ruder,
"Challengmg Corporate Action Under Rule 10b-5" (1969) 25 Bus. Lawyer 75.

533 F. 2d. 1283 (1976) rev’d and remanded 430 U.S. 462 (1977).

erby, a 95%-owned subsidiary of Santa Fe, had stock trading at less than $100
per share, but its assets were estimated to be worth at least $600 per share. Santa Fe

s 4§

s
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divided bench held that Rule 10b-5 included constructive fraud.®® The Supreme Court
reversed. It held that under Rule 10b-5 a plaintiff had to show actuai deception’ or
manipul,ation96 and that, as constructive fraud d‘id not come within the Rule, the

plaintiffs’ only remedy was appraisal.

—— . 3

- A}
The Supreme Court in Sanfa Fe recognised that there was a lacura in state corporations
law but refused to use the Federal Securitie§ Acts to federalize a substantial portion of

the law of corporations:

"There may well be a need for uniform fiduciary standards to govern metgers
such as tHat challenged in this complaint.., But those standards should not be
supplied b3'7 judicial extension of s.10b and Rule 10b-5 to "cover ,the corporate
universe"."

¢
A warning shot had been fired and, faced with a potentially disasterous loss -of

sovereignty, the Delawaye courts took the hmt, In a line of cases the fiduciary duty

concept, ignored in Stauffer®® and Schenley,®® was once again called in aid. In its
penultimate transformation the duty tackled the dual noti.gns of "fairness" and "purpose"

head on. ' ¢

e

In Singer v. Magnavox'® the plaintiff sued on behalf of the minority as a class. He
alleged that the merger was fraudulent in that its only purpose was to eliminate the

minority shareholders at an inadequate price.'®® This purpose breached the fiduciary

47

terged one of its wholly owned subsidiaries into Kirby in a short-form cash merger

offering the minority $150 per share.

% 533 F. 2d. 1283 at 1291 (2nd Cir. 1976).

9°430 U.S, 462 at 474-74 (1977). Actual deceit could not be proved by the minority
as the corporation had made full disclosure.

% Ibid., at 479-80. ‘

98 Stauffer v. Standard Brands, Inc. 41 Del. Ch. 7, 187 A.2d. 78 (1962).
9 pavid J. Greene & Co. v. Schenley Industries Inc., Del. Ch., 281 A.2d. 30 (1971).
100 367 A 2d. 1349 (Del. Ch. 1976), aff’d in part rev'd in part 380 A 2d. 969 (Del.
1977).

101 The complaint arose from North American Philip’'s Corporation’s tender offer
for Magnavox Corp.. Philip's had created a wholly owned subsidiary for the purpose
of the merger and informed Magnavox’s shareholders that if their tender offer did
not result in ‘the aquisition of all the outstanding shares they. would aquire the

.

A g

* 8y audd
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£ duty owed by a controlling shareholdér to the minority. The Court of Chancery,
following Stauffer and Schenley, holding. thatra merger designed to eliminate minority
shareholders was not improper.1%2 On appeal, the Delaware Supreme Court reversed.!%3
“Minority sharéholders, it held, are entitled t<; judicial scuruteny of merger terms to
decide if thay are entirely fair. The Court rejected the argument that apﬁraisal was
plaintiff’s only remedy, thus overrull‘ing Stauffer ang Schenley. While a sharehdlder
could not veto a merger, equ—ally those in control of a corporation could not invoke the
statutory power when their sole pugpose was to get rid of the minority.1%* Purpose, the

A 4

court said, was an aspect of the fidu§iary duty:

"In such a situation, if it is alleged that the purpose is improper because of the
fiduciary obligations owed to the minority, the court is duty-bound to closely
examine that allegation even when all the relevant statutory formalities have been

satisfied."%% .
The court then drew an analogy with those ‘cases in which it had invalidated actions by
corporate managers or controlling shareholders designed to perpetuate themsé]ves in

office,'% concluding that they stood for two principles of law. First, a court of equity

must scrutenize a corporate act when it is alleged that its purpose violates the fiduciary
duty; second, those who control the corporate machinery owe a fiduciary duty to the
minority in the exercise of corporate powers or use of corporate property, and their use

of such a power to perpetuate control is a violation of that duty.!®”

(3

remaining shares by "any means deamed advisable" including "merger, 3aie of assets,
lic;uidation".

103 367 A 2d. 1349 at 1356 (Del. Ch. 1976)

103 380 A 2d. 969 (Del. 1977). )
104 rhid., at 978.

106 1pid., at 979. .
106 iting Condec Corp. v. Lunenheiner Company 43 Del. Ch. 353, 230 A 2d. 769

(1967) (issuance of shares to thwart take-over bid); Schnell v. Cris-craft Industries
(%»; Inc. 285 A.2d. 437 (Del.Sup.1971) (advancementy.of the date of annual meeting to

?revent removal of directors).

07 Singer v. Magnavox Corp. 380 A.2d. 969 at 979-80 (Del.1977) :




These statements of the Delaware Supreme Court go further to linking the fiduciary

duty to purpose than any previous characterization of the duty. Indeed, the Court said
that, whilst a merger whose sole purpose is to freeze-out the minority would violate the

fiduciary duty, it js not limited to this situation: ‘ .

"On the contrary, the fiduciary obligation of the majority to the minority remains
and proof of a purpose other than .such freeze-out, without more, will not ;
necessariliagischarge it. In such a case the court will scrutipize the circumstances -

1

for cdmpliance with the Stirling rule of entire fairness."*% .

Conscious of the difficulties a precise definition of "fairness® would have created, the

. ) - . .
Court did not attempt to elaborate on the "purpose test" it just created.10?

A test without definition, however, is of limited utility as the Delaware Supreme Court
soon found. Despite nimbly sidestepping the issue-in Singer, the Court had to confront it
in Tanzer v. International General Industries Inc}'® where, on similar facts, a parent
corporation (IGI) undertook a cash merger with its 81% owned subsidiary {Kliklok
Corp.) for the purpose of facilitating long-term debt financing by IGI. A shareholder in
Kliklok' challenged the merger on the basis that it was undertakep solely to serve the
business interests of the parent corporation thus thus breaching the parent’s fiducia:;v
duty as controlling stockholder The Delaware Supreme Court refused the minority’s
request for an injunction. Despxte reaffirming a mjnority’s right to challenge the "entire
fairness” of a take-out merger, the Court refused to dwell exélusively on the rig}rts of

the minority:

m Ibid., at_980. -
Oblique reference to the definition of proper purpose" appears in a footnote to
the judgment, Ibid., at 980: "Plaintiffs contend that a "business purpose" is proper in
a merger only when it serves the interests of a subsidiary corporation; defendants
contend, on the other hand, that if any such purpose is relevant, it is only that of
the parent corporation since resolution of that q€estion is not necessary to the
disposition of this appeal, and since it was not central in the briefing and argument,
we leave it to another day". That other day was to come in the Tanzer and Najjar
cases in)ra. “— -
10 379 A 2d. 1121 (Del. 1977).
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"While the focus here and in Singer has been on the rights of minority )

stockholders, we are well aware that a majority stockholder has its rightsr too. .
And among these is exercising a fundamental right of a stockholder in a :

Delaware corporation; namely the right to vote his shares."!

This is a remarkable statement. The same conflict, the same irreconcilable self-interest

which drove the courts over a century to move toward an equitable limitation of

majority actions, is cast aside. The court in Tanzer was faced with tho difficult task of
defining the Singer "purpose test" and its attempt was not reassuring. l}nder‘ the Tanzer

definition, the purpose test would be satisfied if the' exclusive needs of the parent
“
‘corporation were served by the merger. .

This conclusion is perverse for it entirely ignores the fact that the merger had to be

approved by the subsidiary’s board who owed their corporation a duty of loyalty.}1?

Furthermore, the fiduciary duty, whose content the court was defining, is owed to the

minority of the subsidl"ary. How, therefore, could a duty owed to the subsidiary’s
shareholders be satisfied ‘where any benefits resulting from the majority’s action accrue

to an entirely unrelated enterprise?

’

Where did Tanzer leave the fiduciary duty? Trug, a merger whose sole ob jective was the

expulsion of the minority would be enjoined, but what constituted a "valid business

m |, bid., at 1123,

? To avoid dealing with this inconsistency the Delaware Supreme Court reasoned
that, as the board was appointed by the majority stockholder, their actions were
derivative and flowed from the control exercised by the majority stockholder. Ibid.,
at 1123:

- “[I]t would not be fair to IGI to examine only its director control of
Kliklok which is a consequence of its power and not the source thereof."
. Although this may be true it does not explain why the court then went on to ignore
the directors duties altogether. This reasoriing looks strikingly similar to the indirect
T theoretical approach towards the imposition of a fiduciary duty upon majority
cu,,- - shareholders adopted by the court in Zahn v. Transamerica Corp. 162 F.2d 36 at 44
" (1947). Why this reasoning should be rejecteg has already been discussed by the
author, see supra, chapter 2. Sez}also Weiss, supra, note 84 at 663,
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purpose”? One writer has bcynically suggested that. this was a standard incapable of ‘

definition. 113

.

The whole fiduciary duty _concept was in dj§array after Tanzer. A director of a
subsidiary corporation need not look to the subsidiary’s best interests when exercising his
judgment. Thg rot, it appeared, ha;i transcended the fiduciary concept as it related to
controlling sharehvlders and called into doubt a director’s duty of loyalty. Far from
dissipating the confusion, the Delaware Supreme Court made the situation worse with its

decision in Roland International Corp. v. Naj jar.m .-

By the time Najjar came to court, Delaware had developed a rigid approach to the

" valuation of a dissenter’s shares in an appraisal hearing. This method of valuation,

r

known as the "Delaware Block","" prompted some dissient shareholders to maintain an

&tion in equity alleging "unfairness” ‘where in substance their only complaint was{?hat

AR

the price offered by the majority was inadequate.!'® Najjar was one such case. As
Justice Quillen noted in his dissenting judgment, whilst the minority recited the post-
Singer claim that the "sole burpose of the merger was to eliminate the minority", they

did not seek injunctive relief of any kind. They merely wanted to bé "cashed out".!!’

113 Weiss, ibid., at 667. See also, E.J. Weiss, "The Law of Take-Out Mergers;
Weinberger v. O.U.P. Inc. Ushers In Phase Six", (1982-83) 4 Cardozo L.R. 245 at
249:; "A few years experience with Singer, particularly.as it was modified by Tanzer,
made clear that a purpose orientated appraoch to regulating take-out mergers was
unworkable." ’

114 407 A. 2d. 1032 (Del. 1979).

18 Under the Delaware Block method of valuation, earnings value, asset value and
market value of a corporation are detemined and a proportion of the fair value of
the corporation is assigned to each. See e.g. Bell v. Kirby Lumber Corp., 413 A.2d
137 (Del 1980); Tri-Continental Corp. v. Battye, 31 Del. Ch. 523, 74 A.2d 71 (Del.
1950).

116 gee Weiss, supra, note 84 at 672.

U7 407 A 2d. 1032 at 1039 (Del. 1979); "In short, the plaintiff comes to Court more
than fie months after the required notice to the corporation under the statutoryily
established. appraisal procedures and says he wants more money for his shares and
the priviiege of subjecting the defendants to a separate class action. He does not
allege or even argue to any precision why the appraisal procedure is inadequate in
this case.”
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After Najjar, therefore, the Delaware courts found they had to deal with two procedures
through which fair value could be calculated. The first was the statutory appraisal

hearing persuant to s.261 Del. Code; the second, a suit in equity, was a judicial creation.

3.25 Phase V - Weinberger - A Backward Step

- Faced with a duality of actions the Delaware Supreme Court overreacted. The Singer
purpose test was blamed for this absurdity and in Weinberger . O:U.P.® it was

. expressly overruled: ‘ \

\

"For the reasons herein set forth we consider that the busi\gess purpose
requirement of [Singer] is no longer the law of Delaware,"° \

\

\\
In its place the Court substituted its own dual standard for fairness. Fairhess, the court
said, has two basic elements - fair déaling and fair price.}?® The former aspect includes
questions of when the transaction was timed, how it was initiatéd, structured, negotiated,

disclosed to the directors and how the approvals of the directors and stockholders were

obtained. The latter aspect relates to the‘econé_mic and financial considerations of the

merger, including all relevant factors: assets, market value, earnings, future prospects

and any other factors that affect the inherent value of a company’s stock.*?!

»

In Weinberger the merger was initiated by Signal Corp., the parent of OUP; because it

regarded the purchase of the 49% of OUP that it did not already own as the best use for

a cash surplus generated after the sale of a subsidiary. Six of OUP’s thirteen.directors
were appointed by Signal and as a result the transaction was not at arm’s length. The

Court, therefore, placed emphasis on the OUP’s directors responsibility to conduct

B

TI87457 A, 2d. 701 (Del. Sup. 1983). N
“9 ° Ivid., at 704,
Cg . 0 See Nathan & Shapiro, "Legal Standard of Fairness of Merger Terms Under
3 ) Delaware Law" 2 Del.J.Corp.L. 44 at 46-47 (1977).
1 Weinberger, supra, note 118 at 713.
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o genuing negotiations over the purchase price of the minority’s shares to ensure a fair

valuation.
& -

li

Several aspects of the negotiations disclosed “unfair dealing™ i) a director’s report,

2

prepared by the Signal appointees, was not disclosed to the outside directors;?? ij)

although one of OUP’s directors was ‘a member of the banking firm retained by Signal to
! advise on the merger, it was clear that the "fairness opinion” he prepared was little more

than a rubber stamp. This memo has been aptly described as the "smoking gun"

indicating unf: airness.!? '

The court also went on to discard the Delaware Block method of valuation in favour of

13

" of the merged entity. In

a more realistic standard based on the "future prospects

creating 2 more liberalized appraisal remedy the court felt a suit in equity would no

‘longer be appropriate where the complainant merely sought recissory damages for an

unfair price. Unfortunately the court’s statements can be interpreted to deny any form

]

of equitable relief in a cash-out merger: _

.

"[After February 23, 1983] the provisions of 8 Del. C. 5.262, as herein construed,
respecting the scope of an appraisal and the means for perfecting the same, shall
govern the financial remedy available to minority shareholders in a cash-out
merger. Thus we return to the well established principles of Stauffer v. Standard
Brands, Inc. and David J. Green v. Schenley Industries Inc., mandating a
stockholder’s recourse to the basic remedy of an appraisal."(Citations omitted.)'2®

This is not, however, the author’s interpretation of Weinberger. The case was a welcome

attempt to fuse the dual valuation techniques which Delaware had created for take-out

22 This nondisclosure was also held to have breached the directors’ duty of loyalty:
"Certainly, this was a matter of material significance to OUP and its
shareholders. Since the study was prepared by two OUP directors, using
OUP information for the exclusive benefit of Signal, and nothing whatever
was done to disclose it to the outside QOUP directors or the minority

> shareholders, a question of breach of fiduciary duty arises." Ibid., at 709,
See also Lynch v. Vickers Energy Corp. 383 A.2d 278, 281 (Del Sup. 1971).
o 123 weiss, supra, note 113 ag 255.
124 weinberger, supra, note 118 at 713.

128 1pid., at 715. : ?
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mergers. A liberal appraisal remedy made a suit in equity redundant. The case did not
remove the fiduciary duty from a majority’s decision %o merge, ‘it merely further .
redefined it; the Singer purpose test was removed and "fair dealin.g” substituted.FIt is
submitted that this test provides no guidance as to fairness. It is concerned merely with a
minority’s right to full information and adequate notice.'*® If this is the correct
interpretation of "fair dealing” then the standard is preoccupied with the wrong issues -

substantive considerations inevitably include an examination of the majority’s

motivations.

'
*

If, on the other hand, fair dealing includes an examination of the majority’s purpose in
exercising their power then the test differs from Singer only in semantics. The link is

the Court’s use of the term “"fraud" i.e. full disclosure of a dishonest plan will not

-prevent a court of equity evaluating the merger and enjoining it if necessary. The court

was at pains to reaffirm this in Weinberger:

"While primary monetary remedy ordinarily should be confined to the more

—liberalized appraisal proceeding herein established, we do not intend any
limitaiton on the historic powers of the Chancellor to grant such other relief as
the facts of a particular situation may dictate. The appraisal remgdy we approve
may not be adequate in certain cases, particularly where fraud, misrepresentation,
self-dealing, deliberate waste of corporate assets or gross .and palpable
overreaching are invoIved"”"(Emphasis added.)

The examples quoted by the court are exactly those situations in which the fiduciary
duty has traditionally b;en imposed. In Singer the court defined fraud to include a
merger solely for the purpose of expelling the minority. Weinberger, as interpreted by

the author, can be no substitute for Singer. The court’s conclusion that appraisal is

inadequate where fraud has been alfeged reopens old wounds because fraud can embréce

e

R R

126 A merger whose only purpose was to squeeze-out the minority yet which was
adequately disclosed and fairly negotiated, would not seem to breach the Weinberger

test. [4
127 rbid., at 714. ¢

’

IR
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a transaction purely designed to eliminate the minority. Fraud, in other words, can have

purpose as a component.

Q
-

If Weinberger stands for the proposition that an.adequately disclosed merger at a
transparently fair price whose sole, purpose is to exclude the minority is consistent with

the majority’s fiduciary duty, then it is wrong. The fiduciary duty forms the basis of an

equitable limitation on the majority’s powgr to merge their corporation. Surely the duty

can never be satisfied where what is proposed is the expulsion of those to whom the

L

duty, is 6wed?

3.3 The Content of the Fiduciary Duty Defined

This lengthy and somewhat dispiriting survey of the jurisprudence in which a fiduciary
duty has been applied to majority stockholderé discloses much confusion and
contradictory reasoning. Whilst some judges speak in terms of "good fait}.;",m8 others

equate the duty with "fairness"'?® or "fraud".}3 , , ,

Al

L}

The author would argue that the fiduciary duty cases can be reconciled. The

v

nomenclature quoted above was merely a smoke screen behind which the judges masked

their true disapproval of the motivation or purpose of the majority in exercising a

-

<@

T E.g., Lebold v. Inland Steel Co. 125 F.2d. 369 (7th_ Cir. 1941); J.H. Lane v.
Maple Cotton Mills 226 F. 692 (4th Cir. 1915); Porges v. Vasco Sales Corporation 27
Del.Ch. 127, 32 A.2d. 148 (1943); Cole v. National Cash Credit Association 18
Del.Ch. 47, 156 A. 183 (1931); Gamble v. Queen’s County Water Co., 123 N.Y. 91, 25
N.E. 201 (1890); Wheeler v. Abilene Nat. Bank Bldg. Co. 159 Fed. 391 (8th Cir.
1908).

129 = g., Bennett v. Breuil Petroleum Corp. 99 A.2d. 236 (Del.Ch. 1953); Washington
National Trust Co. v. W. M. Dary Co., 116 Ariz. 171, 568 P.2d. 1069 (1977);
Krantinan v. Liberty Loan Corp., 152 F.Supp. 705 (N.D.II1. 1956).

130 g, Allied Chemical ‘& Dye Corp. v. Steel & Tube Co., 120 A, 486 (1923);"
Hottenstein v. York Ice Machinery Corp., 136 F.2d. 944 (1943); Krantman v. Liberty
Loan Corp. 152 F.Supp. 705 (N.D.Ill. 1956); Barrett v. Denver Tramway Corp. supra;
Porges v. Vasco Sales Corporation, supra.

[
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delegated power. A few cases expressly discuss purpose'®! but generally majority intent

is linked to good faith or the absence of fraud. *

-

%} . s
The court in Ervin refused to permit the power to dissolve a .corporation to be used for

an indirect object,’? yet this was permitted in Maple Cotton Mills.}3® The distinction

5

lies in the fact that, in the latter case, the corporation was in financial difficulties and

the’ arrangement proposed by the majority was the only method of saving it from

liquidation. In other words the majority’s purpose was proper. In ‘the former case, by

o

o,

o
gntfas(, the indirect merger was executed just to permit the majority to obtain the old

corporation’s assets at an ugdervaluation; Here ‘the purpose was improper.

r

It was in Singer v. Magnavox that the courts courageously tackled the essence of* the

duty by articulating a "purpose test". It is the author’s view thgt this case provided the
basis from which the content of the duty could have been elucidated. That the courts
) N

backed away is lamentable, that they did so behind a "fair dealing” requirement is

potentially disastrous for, no matter what epithet the judges may attach to their

6

reasoning, they cannot avoid evaluating the purposes for which the majority have-

%

exercised a delegated power.

B E.g., Ervin v. Oregon Rly & Nav. Co., 27 F. 625“(S.D.Al. 1886); Kavenaugh v.
Kavenaugh Knitting Co. 123 N.E. 148, 226 N.Y. 185 (1919); Farmer’s Loan & Trust
Co. v. N.Y. & Norhtern Rly Co., 44 N.E. 1043, 150 N.Y. 410 (1896), Gaines v. Long
Mfg. Co., 234 N.C. 331, 67 S.E. 2d. 355 (1951), Benett v. Breuil Petroleum Co. 99
A.2d. 236 (Del.Ch. 1953). .

132 Ervin v. Oregon Rly. & Nav. Co.,ibid at 629: "They (the majority) never
contemplated winding up the business of the old company.... What they intended to
do, and what they practically did, was to effect a consolidation of the old company."
33 In J. H Lane & Co. v. Maple Cotton Mills, 226 F 629 at 696 (4th Cir. 1915),
Woods, C.J. said: "The fact that the state has not provided for consolidatign without
a dissolution and sale of the property by no means implies that there is any policy
of the state against dissolution and sale resulting in consolidation."

"

- .

S
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Applying this ‘new duty to the facts of Donahue, the court accepted that the company

3’.4 Extending The Duty to All Shareholders in Closely-Held grporation

In Massachusetts the fiduciary duty concept has been recently extended to include all ‘
shareholders in a closely held corporation. In Donahue v. Rodd Electrotype Co. of New -
England™* the plaintiff, Mrs. Donahue, argued that a purchase of the ex-Presidents

shares by the company amounted to a diversion of corporate assets for the majority's-

I

own benefit in breach of their fiduciary duty. B .
| o , - ,
The Supreme Court of Massachusetts undertook a detailed examination of the nature of
\\

the relationship among shareholders in a closely-held corpor\gtion. Many closely-held

s

11 -
corporations, the Court concluded, are "really partnerships".135 Accordingly it imposed a

quasi-partnership duty on a close corporatidn’s shareholders: ..* i .

g

"Just-as in a partnership, the relationship among the stockholders must be one of
trust, confidence and absolute loyalty if the énterprise is to succeed, n136

v

72

L]

This duty is of a mbre stringent standard than that recognized for directors or majority

187

shareholders in corporations generally, it is "the more: rigorous duty of partners and

participants in & joint adventure”, 138

1

-, o

[

had the power to buy its own shares, but held that e in control when exercising this .

power, must act with the "utmost good faith and loyalty".”*” In the context of a share

¢

b
-

° -

“" 328 N.E. 2d. 505 (Mass. 1975).

5 Ibid.; at 512, citing Kruger v. Gerth 16 N.Y. 2d. 802, aBOS 210 N.E. 2d 355 i
1965).
g“ Ibid., at 512. ©

57 1bid., at 516: "We contrast this strict good faith standard with the somewhat less
stringent standard of fiduciary duty to which directors and stockholddrs of all
corporatxons must adhere in the discharge of their corporate responsibilities."

88 Chief Justice Cardozo’s often cited words 'in Meinhard v. Salmon 249 N,Y. 458,

164 N.E.: 545 at 546 (1928) were approved by the court: "Not honesty alone but ﬁe

?unctaho of an honor the most sensitive, is then the standard of behavior." - >
Ibid., at 518. .

a
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" purchase, the quasi-partnership fiduciary ('iutyu would be satisfied if all shareholders are

given an "equal opportunity” to have their,shares purchased on the same terms,°

]

Donahue has since been followed in Massachusetts™*! but in the author’s view the case is
merely a recognition of a stringent duty which has existed in th? close company context .
for nearly a century.'”? As the Court observed in Donahue, whilst the corporate for"ni
may provide many benefits’for quasi-partnerships, it also provides an envirogment in
which the minority stockholder may be uniquely oppressed or disavaaritaged.143 This

I 4 “ oF
disadvantage is compounded by the judiciary’s reluctance -to challenge a decision of

4

those in control. The minority shareholder is, therefore, left with two options: he can

either suffer the losses or seek a buyer for his shares. However, as there is no reatﬁf .
) \ ’ 5

market for his shares he is trapped in ‘a disadvantageous situation. ' P
. . 7

s
Oppression may take the form, inter alia, of the withholding of dividends or dissmissal

from office. In both cases the courts have recognized a breach of fiduciary duty.'

Donohue is to be welcomed to the extent that it acknowledges an existing state of affairs.

The case, however, adds yet more confusion to the nature and extent of the fiduciary .

i .
. -duty. Continuing uncertainty over the duty's application is, after all, the last refuge of a

majority shareholder with a machiavellian intent.

3

) _ 140 1bid: "To meet this test, if the stockholder whose shares were purchased was a
member .of the controlling group, the controlling stockholders must cause the
corporation to offer each stockholder an equal opportunity to sell a ratable number

o 8 of his shares to the corporation at an identical price." g
Wzlkes v. Springside Nursing Home Inc. 370 Mass. 842, 353 N.E. 2d. 657 (1976). .
42 gee, Hampton v. Buchanan 51 Wash. 155, 98 Pac. 374 (1908); Bennet v. Breuil
. ~  Petroleum Corp. 99 A 2d. 236 (Del Ch. 1953); Faunce v. Boost Co. 15 N.J. Supr. 534,
83 A 2d. 649 (1951); Kavenaugh v. Kavenaugh Knitting Co. 226 N.Y. 185, 123 N.E. .

148 (1919); Anderson v. W.J. Dyer & Bro. 94 Minn 30, 101 N.W. 1061 (1904)
3 Donahue, supra, note 134 at 513.

r “ Anderson v. W.J. Dyer & Bro. 94 Minn. 30, 101 N.W. 1061 (1904) (declaration

of dividends); Hampton v. Buchanan, a, note 142 (dissmissal from office). For-

G " declaration of dividend cases see, Note, "Minbrity Shareholder’s power to Compel
g Declaration of Dividends in Close Corporations - A New Approach" (1955-56) 10¢

Rutgers L. Rev. 723.
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3.5 A Transatlantic Rediscovery of the Duty Ve

"

Before leaving the fiduciary dqty our examination must turn away from the U.S. to
- l . o
Britain where the concept hds been undergoing something of a renaissat\xge.

4

3.51 The Origins of the Duty in England \

The English judges originally imposed a fiduciary duty 1;pon the majority\\through an
analogy with the obligatio;xs a partner owes to his collegues. The judges kr\1§w that a
pa‘rtnership could not expel a partner, even where provision was made in the partnership-
deed, ‘unless the partners acted in good faith and for a proper purpose.*S In Allen v.
Gold Reefs of West A fria‘z“.6 Lindley M.R. imposed a similar duty on shareholders when

altering the articles of association.!*’ :

This principle, to act bona fide and for the benefit of the company as a whole, forms
the basis of thg protection afforded to minorities uiider English law from capricious acts
qf the majofity. As originally stat?d by the Master of the; Rolls it' is unqualified and
optimistically lwide ranging, indeed it seems to cast a general fiduciary duty onmmajority

shareholders similar to that found in the U.S.. It was not long, however, before the ratio

H
of Allen was interpreted, and limited, in the common law tradition.

- 145 Blisset v. Daniel (1853) 10 Hare. 493; Wood v. Wood (1874) 9 L.R. Ex. 190. See
Lmdley on Partnership, loc cit, 15th ed. (London: Sweet & Maxwell) at 215
“ , [1900] 1 Ch. 656. )

T Ibid., at p. 671: "Wide, however, as.the language of [the Act] is, the pawer/

conferred by it must, like all other powers, be exercised subject to those general

. principles of law and equity which are applicable to all powers conferred on
majorities and enabling them to bind minorities. It must be exercised, not only in
the manner required by law: but also bona fide for the benefit of the company as a
whole and it must not be exceeded. These conditions are always implied, and are
seldom, if ever, expressed."

[
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The judiciary struggled to define "bona fide in the interests of the company as a whole".

148 the company had two groups of shareholders.

In Brown v.British Abrasive Wheel Co,
| The group which held 98% of the shares was willing to inject further capital into the
venture provided the other group of shareholders also did so. On their refusal, the
majdrity purported to pass a special resolution excludi;xg them from the company.
Astbury J. observed that the majority’s actions were on‘ly incidentally concerned with the
raising of further capital; altering the articles of association in the manner proposed in

~
»

) no way guaranteed that capital would in fact be provided:

"It is merely for the benefit of the magontéy If passed the majority may aquire
all the shares and provide further capital. nl

_ To accept the amendment was to equate the interests of the company as a whole with

those of the majority. This the court would not do.

Could it ever be in the interest§ of the company to Saueeze-out the minority? The case

N\
4  Oof Sidebottom v. Kershaw Leese & Co0.1%0 can be contrasted with Dafen Tinplate Co. v.

Llanelly Steel Co.'®, In the former case the articles were altered to compel a
shareholden; who competed with the company's business to sell his shares. This was .
permitted. It is desirable, 'the Court said, for a cox‘npan)} to rid itself of a competitor who

° might obtain some opporfunity detrimental to the company througl} his continued ~

membership. In the latter case, however, the proposed amendment was in much wider
terms. Here the majority would have been able to compel any shareholder to transfer his
shares to them. As in Brown this proposal equated thé majority interest with that of the

company:

N

: . / “f[1919] 1 Ch. 290.
c% ) ® Ibid, at 296. \ 0
180 11920} 1 Ch. 154. . ' '
181 11920] 2 Ch. 124, .
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"In my view it cannot be said that a power on the part of the majority to
expropriate any shareholder they may think proper at their will and pleasure is
for the benefit of the co. as a whole."

?

The words of Lindley MR received their greatest qualification in Greenhalgh v. Ardérne

Cinemas Ltd .13 where the then Master of the Rolls, Sir Francis Evershed, stated that

"bona fide in the interests of the company as a whole" meant not two things but one;

"It means that the shareholder must proceed upon what, in his honest opinion, is
for the benefit of the company as a-whole. The second thing is that ghe phrase,
"the company as a whole", does not (at any rate in such a case as the present)
mean the company as a commercxal entxty , distinct from the corporators: it
means the corporators as a general body."” 154 ,

v
Unfortunately Evershed M.R. then set out two tests for discerning the ‘interests of the
compan'y. Firstly the case may be taken of the hypothetical member and it may be asked
whether what is proposed is for that person’s benefit. Alternatively, and more accurately,
the proposition may be put into the negative: an amendment would not be permitted

b
where the "effect of it were to discriminate between the majority shareholders and the

- minority shareholders, so as to give to the former an advantage of which the latter was

deprived."lms

- .
-

Despite articulating a dual test, the learned Master of the Rolls then évent on to apply
only his discrimination standard. In doing so he emphasised that a shareholder cannot

expect to see his position in the enterprise remain inviolable,158

Ry

% Ibid., at 141. .
, ls[1951]Ch 286.

Ib:a' at p.291,

5 Ibid.
156 Ibid., at 292: "I think the answer is that when a man comes into a company he is
not entitled to assume that the articles will remain in a particular form; and that, so
long as the proposed alteration does not unfairly discriminate in the way which I°
have indicated, it is not an objection, provided that the resolution is passed bona -
fide, that the nght to tender for the majority holding shares would be lost by lifting
the restriction." .

/J‘
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There the fiduciary duty remained for many years, the confused test of Evershed M.R.
ensuring that it would receive little judicial attention. In 1976, however, the duty was

once again called in aid by an "oppressed” minority.

!

3.52 The Recent Revival

In Clemens v. Clemens Bros. Ltd.*®" the plaintiff sought to set aside a general meeting
resolution increasing the share capital of the company. The plaintiff held 45% of the
shares in the company and her aunt held the remaining 55%. The aunt, hc;wever, was
also a directpr. The new shares would be issued both to the directors, other than the
aunt, and to a new trust for employees, controlled by the directors. Whilst the board
stated that the purpose of the issue was to give those who worked for the company a

stake in its future,!®8 it did not escape Foster J.’s notice that the effect would be to

reduce the plaintiff’s holding below 25% thus denying her ‘"negative control", 159

The jpdgé acknowlegde& that directors have a fiduciary duty, but was there, he asked, a
similar restraint on shareholders?'® Foster J., after citing Allen v. Gold Reefs of West
Africa and Greenhalgh, purported to apply Evershed M.R.s "hypothetical member"

test.1®? He tned to reconcile this approach with those cases demded under . 210

‘%ompames Act 1948162 in which "oppression® was pleaded concludmg

‘“’ 4 11976] 2 All E.R. 268.

Ibtd at 273.

9 Ibid., at 279. Under English company law the articles of association may be
altered by a "special majority" consisting of three-quarters of those members present
and voting at a shareholder’s meeting. 5.9 of the Companies Act (U K.) 1985,

Ibzd at 280.

1 In doing so he equated the "hypothetical member" with the actual minority and
thus equated the plaintiffs interests with those of the‘*company as a whole under
Evershed M.R.s test. As Gower has pointed out, "whatever "the interests of the
company as a whole" may mean it can scarcely mean that" (Gower, supra, ch. } note
2 at 628). This is no criticism of Foster J., but merely serves to illustrate that the
"h}potheti_cal member" testyis useless.

162 This section Lpermlttefa shareholder to petition the court for a remedy provided
he could show both that the affairs of the company were being conducted in a

[
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*I think one thing which emerges from the cases to which I have referred is that
in such a case as the present [the aunt] is not entitled to exercise her majority
vote in whatever way she pleases. The difficulty is in-finding a principle, and
obviously expr?aﬁons such as "bona fide for the benefit of the company as a
whole", "fraud’on a minority" and "oppressivg" do not assist in formulating a
principle."16%

@

7

< o

One cannot but sympathize with the learned Judge. He was faced with an obvious
misuse of majority power and sought to provide the ininority with a remedy.m“ In doing
so he extended the fid)lciary duty concept as hitherto understood under English law
whilst refusing at the same time to define the content of the duty he had just

imposed.165

The author wouldkagree with Professor Gower that Clemens v, Clemens Bros. Ltd. lends
‘support o’ the view that the fiduciary duty imposed upon majority shareholders is to
"exercise their powers for a proper corporate purpose.”’®¢ This conclusion f:ollows from
Foster J.'s belief that the stated purpose of the board was not their true motivation for

the share issue:

¥

"I for my part am driven to the conclusion that the figure of 850 [shares] was
arrived at in order that the plaintiff®s percentage of votes should be below 25 per
cent. This is clearly shown, since there is no reason why the shares given to the
employees’ trust should have a vote and, if they were non-voting shares, the
relative voting percentages would be the plaintiff 32.14 per cent, Miss Clemens
39.28 per cent and the four directors 28.56 per cent."67

Although the judgment in Clemens is a commendable response to an obvious deficiency
in English company law, it is far from clear why the case was heard at all. In England

i -

manner "oppressive” to him and that it was "just and equitable" that the company be
wound-up. See chapter 4, infra.

163 Jbid., at 282.

184 vpnressive” share issues have been litigated in the U.S. where the fiduciary duty
was imposed. See, Gaines v. Long Mfg. Co. 234 N.C. 331, 67 S.E, 2d. 355 (1951);
Bennett v. Breuil Petroleum Corp. 99 A. 2d. 236 (Del. Ch. 1953).

165 Clemens, supra, note 157 at 282: "I have come to the conclusion that it would be
unwise to try to produce a principle, since the circumstances of each case are
infinitely varied."

166 Gower, supra, ch 1 note 2 at 629. )
167 Clemens, supra, note 157 at 279. .

{



should have challenged the niece’s right to bring the action.
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there is no statutory right of action for a shareholder, he must first overcome the rulé in
Foss v. Harbottle'™®® which i.: an effective bar to shareholder litigation. In Clemens the
wrong committed (loss of '"negative control") affected the plaintiff personally. and was
not a wrong done to the company. In order to avoid Foss v. Harbottle the plaintiff would

have had to show that a "personal right" ‘had been infringed. As there has never been a

case in which negative control has been recognized as a personal right, the defendants

169

These issues were directly addressed in the case of Estmanco (Kilner House} Ltd. v.
Greater London .Council™ where Sir Robert Megarry V.C. had to consider whether a
s};areholder could ever comit a "fraud on a minority" by exercising his vdtfé at a general
meeting. Thereby entitling a minorit}l' to challenge the act under this exception to Foss v.

Harbottle.

In Estmanco the Greater London Council owned a block of flats which were to be sold
off under long leases; each tenant receiving one share in the management company
created to run the property. Initially only those shares owned by the council could ca;'ry
a vote, however once all the flats had been sold all the shares would carry full voting
rights, After twelve flats had been sold there were council elections and the new council
adopted a different housing policy. Their plan was to use the block to accomodate low
income families, but in doing so they breached a covenant between the council and the
company that the council would use its best endeavours to dispose of the dwellings by

¢

lbng lease. The co\mpany commenced proceedings to enforce the covenant but, at an
! 7/

0
extraordinary general meeting called for the purpose, the council used its votes to

( 1“  (1843) 2 Hare 461, 67 E.R. 189, 9 digest (Reissue) 689, 4094.

69 See Gower, supra, ch.l note 2 at 654 where he states that personal rights consist
of class rights, the right to vote stmplxczter, or a right conferred in the articles of
association. Plaintiff’s {claim.in Glemens concerned none of these. See Pender v.
Lushington (1877) 6 Ch.D. 70; Edwards v. Halliwell [1950) 2 All ER. 1064; Punt v.

1vmonds & Co. [1903] Ch. 506; Hogg v. Cramphorn Ltd. [1967] Ch. 254.
170 1982] 1 All E.R. 437, ,

e
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instruct the company to discontinue the action. The plaintiff, the owner of one of the
flats, sought leave to intervene and prosecute the action. To do ;o ,however, she wbuld

have to fall within one of the exceptions from Foss v. Harbottle 1™

Megarry V.C. began by rejecting that an exception to Foss v. Harbottle existed
"wherever the interests of justice required";172 it was, he said, "not @ practical test".173

Thus, to succeed the plaintiff would have to show, in effect, that a "fraud on the

minority" had been committed by the majority exercising their votes at a general

meeting.

174 and argue

Counsel for the council did not follow North-West Transpo;tation v. Beattie
that a shareholder owed no fiduciary duty t(; his fellow shareholders. Instead he claimed
that such duty as did exist was the same as that owed by a majority when exercising its
power to alter the articles i.e. he had a duty to act "bona fide in'the interests of the
company as a whole".!”® Counsel adop;(ed Evershed M.R.'s subjective test in Greenhalgh
and concluded that the duty was satisfied if the majority genuinely believed that what
they did was in the company's interest provided tllnat this was a belief which a reasonable
shareholder could come to0.}”® The duty to the minority was not breached because the
majority did believe they were acting in the best in.térests of the company. As there

could be no "fraud", the exception to Foss v. Harbottle had not been made out and the

plaintiffs motion should be struck out.

"1 Counsel for the plaintiff also sought an order under 5.75 C.A. (U.X.) 1980 (the
*oppression remedy”) but, as this had to be made in the Company's Court and not
the Chancery Division, only the existing proceedings were contmued
172 o f. Edwards v. Halliwell, supra, note 167.
173 This was the Court of Appeal's view in Prudential Assurance Co Ltd. v. Newman
Industries Ltd. (No.2) [1980] 2 All E.R. 841. See also Clemens v. CIemens Bros. Ltd.,
supra, note 157,
17 (1887) 12 App. Cas. 589, 36 W.R. 647, 3 T.L.R. 789. ‘

From Allen v. Gold Reefs of West Africa [1900] 1 Ch 656.

© Estmanco, supra, note 170 at 444.
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Megarry V.C. refused to accept that there could be no "fraud" where the majority
thought they were acting in the company’s interests.}”” Crucially, however, the Vice-

Chancellor saw that he was dealing with an abuse of power:

"Apart from the benefit to themselves at the company’s expense, the essence of
the matter seems to be an abuse or misuse of power. Fraud in the phrase "fraud
on & minority" seems to be used as comprising not only fraud at common law but
also fraud in the wider equitable sense of that term, as in the equitable concept
of fraud on a power."\’® '

A conclusion which the mighty common law had arrived at when Queen Victoria was

- still on the throne, yet had persistently refused to recognize. This is, after all, exactly )

the result envisaged by Lindley M.R. -in Allen v. Gold Reefs of West Africa. Is Sir
Robert Megarry not in fact saying that "the power must, like all other powers, be
‘exercised subject to those general principles of law and equity which are applicable to

all powers conferred on majorities and enabling them to bind minorities"?7®

Magarry V.C. was driven to this conclusion just as his U.S. brethren had been a century
earlier. The reason why English courts had not pronounced on the issue was that Foss n
Harbottle had prevented them from hearing a shareholder suit. It was only once the

"fraud on a minority" exception was given a wide definition that a case such as Estmanco

) 'y
could be heard at all. .

o

The above case, moreover, acknowledges that "control" is vested in {wo organs of' the

’ corporation. It is, therefore, absurd to deny the shareholder a"femedy just because the

M7 Ibid.: "Phinly there must be some limit to the power of the majority to pags
resolutions which they believe to be in the interests of the company and yet remain
immune from interference by the courts. ..... If a case falls within one of the
exceptions from Foss v. Harbottle, 1 cannot see why the right of the minority to sue
should be taken away from them merely because the majority of the company
reasonably believe it to be in the best interestg of the company that this should be

done."

ﬁ» 178 rbid., 'at 445, , :
2 19 per Lindley M.R. in Allen v. Gold Reefs of West Africa, supra, note 173 at 671.
¢ The juxtaposition is truely revealing.
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N
majority "care to reach. their decisions not by voting as directors but by voting as

e

shareholders". 1%

Despite rejecting counsel’s characterisation of the fiduciary duty as an extension of the
definition in the Allen case relating to an alteration of articles of association, the

learned Judge could find no satisfactory definition of fraud:

4

"All I need say is that in my judgment the exception usually known as "fraud on
_a minority" is wide enough to cover the present case, and if it is not, it should be
made wide enough."18! X - -

3+ b

The Estmanco case goes further even than did Clemens v. Clemens Bros. Ltd in
recognising a fiduciary duty upon shareholders. An Englishman, like his American

\

counterparts, may not vote his shares as he pleases.!®?

Faced yvith the problem of having to elucidate a new principle, Megarry V.C., like
Foster J. before him, refused to define the content of the duty impo?ed.' The author,
'however, would suggest one characterisation of the,fiduciary duty: A shareholder when_
exercising a management function must act for a proper ;o;porate purpose.

This definition is consistent witix the author’s -assessment of the American jurisprudence.
It is also Gower’s characterisation of the English fiduciary duty.ms‘ Estmanco, it is

submitted, as did Clemens before it, fits within this principle.‘ Megarry V-C observed

that the true motivation of the council was to use their votes to promote the new

0_180 Estmanco, sz}pra, note 170 at 445. C.f. Daniels v. Daniels [1978] 2 All E.R. 89,
£l978] Ch. 406, where the court was concerned with directors’ actions.
81 Estmanco, ibid., at 447. o
182 This is also Peter Xuereb’s conclusion, see Xuereb, "The Limitation on the
Exercise of Majority Power" (1985) 6 Co. Lawyer 198 at 208: "[Ijn the light of the
general applicability to all powers of the limitation on the exercise of general
meeting power as stated in Allen v. Gold Reefs of West Africa Ltd., the correctness
.of the restriction of the principle’s application to the exercise of the power to alter
the articles appears doubtful” For a detailed analysis of the fetters upon the
freedom of a shareholder to vote in the U.S. see Earl Sneed "The Shareholder May.
. Vote As He Pleases: Theory and Fact” (1960) 22 U. Pitt. L.R. 23.
188 Gower, supra, ch.l note 2 at 629 where he states that Clemens is consistent with
this definition. \

|
|
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cpuncil’s housing policy. This self-interested purpose conflicted with the purposes for
which the company was formed, and therefore the actions of the council could never be

in the combany’s best interests: .

-

*The company was formed for a particular purpose, namely, to manage the block

of flats under the control of the purchasers of the flats; and the covenant by the

council with the company was part of the mechanism for securing this result. On

the face of it I do not think that it can readily be said to be for the benfit of a
' company to stultify a substantial part of the purpose for which it was formed.”*®4
This salutary recognition of a fiduciary duty on shareholders will, it seems, be stifled at
birth. After 1980 a shareholder in England need no longer concern himself with pr0ving-
"fraud", he can avoid Foss v. Harbottle by using the statutory remedy for "oppressive"

actions of the company.’®® It is to this statutory limitation on the actions of majority

shareholders that we must now turn.

8T g imanco, supra, note 170 at 445.
185 Megarry felt thai, despite the existence of a statutory remedy for minority
shareholders, the exceptions to Foss v. Harbottle would be further defined. He said
Ibid., at 444: "no doubt one day the courts will distil from the exceptions some
guiding principle that is wide enough to comp@hend them all and yet, narrow
enough to be practical and workable.”

3




LUTION FOR UNFAIRN

j.'l Judicial Desertion of the Minority )

-

In England it was the legislature, and not the courts, which was to come to the aid of an
. 4 .
"oppressed” minority. The judiciary having effectively refused to hear shareholder

actions by creating the now infamous rule in Foss v. Harbottle.t

- . . . . \ . »
The Rule, which may be simply stated, is majority rule taken to its extreme - if a
wrong is done to a company, then it is for. the company alone to decide whether or not

Jto.sue and that decision is to be taken by the majority.2 Even if the Rule does have any

~

I Foss v. Harbottle (1843) 2 Hare 461. For a detailed descnptlon of the Rule see
K.W. Wedderburn, "Shareholder’s Rights and the Rule in Foss v. Harbottle” [1957]
C L.J. 194; [1958] C.L.J. 93.
? A classic statement of the rule can be found in Edwards v. Halliwell [1950] 2 All
E.R. 1064 at 1066 per Jenkins L.J.:
"First the proper plaintiff in an action in respect of a wrong alleged to be
done to a company or association of persons is prima facie the company or
the association of persons itself. Secondly, where the alleged wrong is a
transaction which might be made binding on the company and association
and on all its members by a simple majority of the members, no individual
member of the company is allowed to maintain an action in respect of that
matter, for the simple reason that, if a mere majority of the members of
the company or association is in favour of what has been done then cadit
quaestio."
Thus the Rule, although referred to in the singular, in fact embodies two aspects.
Firstly, the proper plaintiff where a wrong done to the company is the company
itself. Secondly, where the actions of the directors or those in control could have
been ratified by an ordm;zoy resolution then "there can be no use having litigation
about it, the ultimate end of which is only that a meeting has to be called and then
ultimately the majority gets its wishes." See MacDougall v. Gardiner (1875) 1 Ch. D.
13 at 25, per Mellish L.J. See also Mosley v. Alston (1847) 1 Ph. 790, 16 L.J. Ch.
217, 4 Ry & Can, Cas. 636.

W

o
A

Lo

A
IR



3

advantages,® its practical result is to prevent action against the directors or other

controllers as long as they retain voting control.*

Were the rule in Foss v. Harbottle to be exclusive a shareholder would be denied any

remedy through the courts.® It is not surprising, therefore, that a series of "exteptions"

" evolved.® A shareholder can bring an action where what is proposed is ultra vires,’

requires a special rather than ordinary resplution,8 infringes personal rights of the

pla«iyntiff,9 or‘constitutes a "fraud on a minority".}® It was formerly argued that a fifth-

exception existed where the "interests of justice" required the rule to"be disregarded,!?

but this has been emphatically rejected by the English Court of Appeal as

[

“impractical".}?

All the above exceptions can be summarised by saying that an individual shareholder can

always sue, notwithstanding the rule in Foss v. Harbottle, when what he complains of

 Viewing the Rule in the most charitable light it could be argued that it i)
prevents a multiplicity of actions; ii) eliminates wasteful or futile litigation where
the only outcome is that the majority pass a resolution approving the "wrongdoing";
iii) prevents cantankerous shareholders intimidating the company in order to be
bought off (the "strike suit" in the U.S.). This latter aspect seemed to preoccupy the
Jenkins committee see Evidence, infra, note 110 at paras. 4909-4918 (questioning
the U.S. witnesses about "strike suits").
4 See A.B. Afterman, "Statutory Protection For Oppressed Minority Shareholders: A
Model For Reform” (1969) 55 Va. L. R. 1043 at 1047,

5 This was not the intention of the court in Foss v. Harbottle. The Rule could be

- departed from but not w:thout very good reason, see (1843) 2 Hare 461 at 490-491.

6 See generally Gower, supra, ch.l note 2 at 644-5 and Farrar, Company Law

({London Butterworths, 1985) at 362-367.

E.g., Simpson v. Westminister Palace Hotel Co. (1860) 8 H.L.C. 712; Hutton v.

West Cork Railway (1883) 23 Ch. D, 654.

® E.g. Edwards v. Halliell [1950] 2 All E.R. 1064. )

Eg Pender v. Lushington (1877) 6 Ch.D. 70; Wood v. Odessa Waterworks Co.
$l889,)v 42 Ch.D. 636; Salmon v. Quin & Axtens [1909]) 1 Ch. 311

E.g. Menier v. Hooper’s Telegraph Works (1874) 9 Ch. App. 350; Cook v. Deeks
£l916] 1 A.C. 554 (P.C.); Daniels v. Daniels [1978] Ch. 406.

1 See Russell v. Wakefield Waterworks Co. (1875) LR 20 Eq. 474. Also per Vinelott
J., in Prudential Assurance Co. Ltd. v. Newman ‘Industries Ltd. (No.2) [1980] 2 All
E.R. 841 at 877.

12 See, Prudential Assurance Co. Ltd. v. Newman Industries Ltd. (No.2) [1982] Ch.
204 at 221, 1 All E.R. 354 at 366. Also dicta to the same effect by Megarry V.C. in
Estmanco (Kilner House) Ltd. v. G.L.C. [1982] 1 All E.R. 437 at 444, [1982] W.L.R.
2atll.
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could not be validly effected or ratified by an .ordinary resolution.’® It may be readily

appreciated, however, that these are not true "excep(gpr,ls" to the Rule, but merely

t

instances-where the rule simply doe§motﬁ apply.14
N

o

It is the "fraud on a minority" exception which bedevilled the cqurts. The term was
given such a restricti’ve meaning that it effectively prevented a shareholder‘bringing an
action exce'pt where those in control were attempting to expropriate company property

and it is only recently that the courts have recognised the need to extenhhe am])xt of

the term.'® It was left to Parliament, therefore, to enable the minority to challenge an

abuse of power by the majority. , ’ . . .

4.2 The "Oppression” Remedy S .

5

5

Thge Cohen Committee recomimended, that protection of minority shareholders be
accomplished throughna remedy based on the "just and equitable" érqund for winding-up

a company.!” The right of an individual shareholder to petition the court on this ground

has a long history'® and derives from the traditional right of a ‘partner to seek the

o

I3 This is Gowers formulation. See Gower,supra, ch.1 note 2 at 645,
14 A shareholder enforcing a personal right, for example, is not suing to correct a -
. wrong done to the company but merely enforcing the terms of his contract with the/
company under s.14 C.A. (U.K.) 1985. See Farrar, supra, note 6 at-362, "o /
18 See Gower, supra, ch.l note 2 at 616- 523 where the author details three heads of
"fraud" i) expropriation of the Cdmpany s property 11) release of the directors from
their duties of good faith; and iii) expropriation®of other members’ property.
Stmilarly, Farrar, supra, note 6 at 364-5. Both .authors accept that the term is
difficult to define and is wider than mere deceit but Gower argues, ibid., that
" "fraud" connotes an abuse of power analogous to its méaning in a court of equity to
descnbe a misuse of a fiduciary position”,. .
8 See discussion of Estmanco, supra, note 12, and of Clemens V. Clemens Bros .
. Ltd [1976] 2 All E.R. 268, in previous chapter. '
* YW UK., Report Of The Committee On Company Law Amendment Cmnd.6659
. gLondon H.M.S.0. 1948) (Cohen Comimittee) at 95. .
The provision first appeared in the Joint Stock Companies Winding Up Act, 1848
(UK., 11 & 12 Vict. c45, s.5:
‘ "V. And be it enacted, That it shall be lawful for any Person who shall be
or claim to be a Contributory or a Company to present a Petition to the
Lord Chancellor or to the Master of the Rolls‘in A summary Way for the °
Dissolution and Winding-Up ar for.the Wmdmg Up of the Affairs of such
.Company, in any of the following Cases: (that is/to say)
s .

-

v
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dissolution of the partnership where the essential bonds of g()oél faith and mutual trust

»

‘are no longer present’®.-

4.21 "Just and Eqix/étable" ) -

2

In the context of the partnership, the words "just and equitable” were liberally construed,

the courts not fettering themselves by any rigid rules.?® In its application to company

"law Lord Wilberforce has recently reaffirmed that such general words must remain

general and should not be reduced to the sum of particular instances.?! Nevertheless

several categories have been advanced to determine the extent of the just and equitable

@

provision.?? ' .

v -

-

]
For our purposes, the m9st interesting category of cases where a petition succeedeg were

those which involved so called "quasi-partnerships” i.e. a company which is in substance
a. partnérship even though operating in corporate form. Here the court would look to see
if the personal relationship a;xlong tfxe incorporators, so essential in a partnership, r;ad
broken down. If so then, provided the facts would have gi\fen grounds for dissolution of

a partnership under partnership law, the company would be wound up.?

8. Or if any other Matter or Thing shall be shown which in the Opinion of
the Court shall render it just and equitable that the Company should be
\dissolved.”

Contamed in Partnership Act, 1890 (U.K.), 5.35(f).

See, In re Bleriot Manufacturing Aircraft Company (Ltd) (1916) 32 T.L. R. 253 at
255, Amalgamated Syndicate [1897] 2 Ch. 600. Lindley on Partnership, 15th ed.
gLondon. Sweet & Maxwell, 1984) at 707,

1 Ebrahimi v. Westbourne Galleries Ltd » [1973] A.C. 360 at 374, [1972] All E.R. 492
at 496.
22 See B.H. McPherson; "Wmdmg Up on the "Just and Equitable” Ground" (1964) 27
M.L.R.282 at 285. McPherson argues there are three categories which are as follows:
"(1) where initially it is, or later becomes, impossible to achieve the objects for
which the company was formed; (2) where it has become impossible to carry on the
business of the company; and (3) where there has been serious fraud, misconduct or
oppression in regard to the affairs of the company."
Gower, by contrast, divides his analysis into four categories: a) expulsion from
office; b) justifiable loss of confidence; ¢) deadlock; and d) failure of substratum.

{ Gower, supra, ch.1 note 2 at 662-3.

3 See generally M.R. Chesterman, "The "Just and Equitable” Winding Up of Small

Private Companies" (1973) 36 M.L.R, 129,

o
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A good example of this approach is Re Yenidje Tobacco Co. Ltd.** The two shareholders
held equal voting rights in a co?npany which they had formed to assume their tob;cco

businesses. After a year one of the "partners” commenced an action alle ing he had been
g

induc_eg to sell his business as a result of a fraud. Their relationship deteriorated to such

[

an ‘extent that they did not speak to each other at board meetings. Cozens-Hardy M.R.

™ ~m

in granting the pétition proceeded on the basis that he was concerned with a private

;' - .
company which was in substance a partnership.25 He concluded that the circumstances

.were suéh as would justify the winding up of such a partnership.26 Further, it was

irrelevant to such a decision that the company was making large profits. What was
essential was that the afrangement contemplated by the parties no longer existed and that

therefore the company should be wound up: B Q\

"I think the circumstances are such that we ought to apply, if necessary, the
analogy of the partnership law and to say that this company is now in a state °
which could not have been contemplated by the parties when the company was
formed and which ought to be terminated as soor as possible."?

The obvious drawback with such an approach iszgn deciding which companies are “in

_ substance partnerships, and which are n.oE. Whilst the judges strove to discern the

"essential” aspects of a partnership, perhaps all the cases show is. that at least a "personal

relationship" (which can include participation in management) is a prerequisite for a

quasi-partriership.2®

*411916] 2 Ch. 426. See also Symington v. Symington Quarries Ltd. [1906] S.C. 121;
Re Loch v. John Blackwood Ltd. [1924) A.C. 783, [1924] All E.R. 200; Re Davis and
Collett Ltd. [1935] Ch. 693; Re Wondoflex Textiles Pty. Ltd . [1951] V.L.R. 458.

[1916] 2 Ch. 426 at 429.

8 Ibid., at 432: "I think that in a case like this we are bound to say - that
circumstances which would justify the winding up of a partnership between these
two by action are circumstances which should induce the ‘Court to exercise its
;unsdxctnon under the just and equitable clause and to wind up the company."

Ibid.

8 In Re Wondoflex Textiles Pty. Ltd. [1951] V.L.R. 458 at 465, Smith J. found a
.quasi-partnership where "a relatively small number of persons [have] become
associated as members in pursuance of an agreement or arrangement involving the
creation of a personal relationship between them and where, in addition, there ares
restrictions upon the transfer of shares which, as in the case of a partnership,
prevent a member from extricating his interest upon just terms without a winding



The advantage of such an analysis is that it recognises the true relationship which exists
\\;}ere the membgrs have merely incorporated a jaoiqt endeavour for e.g. liability or tax
reasons. Here it is essential to discern what was in the contemplation of the parties at the
t‘ime the incorporéiiqn ‘agreement was signed, as it may be inequitable for the majority
~  to exercise their strict legal powers in breach of this tacit understanding. As Smith J. T

said in Re Wondoflex Textiles Pty. Ltd.:*®

"I think, that even when there has been nothing done in excess of power it is s .
necessary to consider whether the situation which has arisen is not quite outside
what the parties contemplated by the arrangement they entered into, and whether
what has been done is not contrary to the assumptions which were the foundation
of their agreement.”

o

Thuys the quasi-partnership interpretation of "justnand equitable" is a laudable attempt to

@

provide an equitable limitation on the exercise of majority power. Its efficacy as a

a

minority remedy, however, has been gptly equated with that of a sledge-hammer: "to

threaten it may frighten the patient into getting bétter, but to apply it has one possible

w30

result only, a fatal one.

Euthanasia, the Cohen committee recognised, was an extreme. remedy which was not
always appreciated by the party seeKing treatment.3! After noting that it was "impossible
to frame a recommendation tc; cover every case’, the committee concluded that adeqﬁate
protection for the ’minority would be provided by creating an "alternative remedy" where
the court is satisfied that the shareholder is being "oppressed" but that it would be unjust

to ord\zr a winding-up.’* The committee’s intention was to give the court the power to

up". To Megarry J. in Re Fildes Bros. Ltd. [1970] 1 W.L.R. 592, 596-597, the
definition included those cases where managerial responsibility was contemplated.
See also Chesterman, supra, note 23 at 132,
29 Ibid., at 467.
30 Chesterman, supra, note 23 at 150, \
31 The Cohen Committee, supra, note 17 at para. 60: "In many cases, however, the
winding-up value of the assets may be small, or the only available purchaser may be
that very majority whose oppression has driven the minority to seek redress.”
> 32 Ibid at 95: "I That there be a new section under which, on a shareholder’s

( petition, the Court, if satisfied that a minority of the shareholders is being

oppressed and that a winding-up order would not do justice to the minority, should

.
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o . impose upon the parties to a dispute whatever settlement the court considered just and

equitable.*) The reasons 'why the "oppression remedy” never fulfilled this goal must now

be examined.

4.22 "Oppression” .

-

The recommeddations of the Cohen committee became s.210 of the Companies Act 1948.
g \ As & result of what, with hin‘dsight, is extremely lax draf-ting, the section proved not to
e the broad remedy which the committee had intended. The petitioning shareholder had

to show that a) the "affairs of the company are being conducted in a manner oppressive

to some pé‘i‘ —of the members", and b) the "facts would justify the méking of a winding-

" up order on the ground that it was just and equitable but to do so. would "unfairly

°

prejudice” that part of the members.>*
' A

T

Having "been bequeathed a complex and awkwardly worded section, the judiciary set

about adding further limitations to the scope of the remedy. Poor drafting combined
; o

with the judiciary’s traditional reluctance towards intervening in business matters,

°

|‘ \ ensured that the Cohen committee’s panacea would soon become a hollow placebo.

In Elder v. Elder Walson Ld.“, the first case to interpret the new section, the Court of
Session heard a petition by two shareholders who claimed "oppression" as a result of

being dismissed from employment with the company.
. -

h¥-} -

be empowered, instead of making a winding-up order, to make such other order,
including an order for the purchase by the majority of the shares of the minority at
" a price to be fixed by the court, as to the Court may seem just.”
33 Ibid., para. 60.
3¢ Although the English remedy is the most well known, it was adopted in a number
of other jurisdictions. See e.g. Uniform Australian Companies Act of 1961 s.186;
- Companies Act, Act No. 63 of 1955, s.209 (New Zealand); Companies Code 1961 s.
0 ‘ 218 (Ghana); Companies Act 1965 s.181 (Malaysia); Companies Act s.111 (South
' Africa); Companies Act, Act No.42 of 1967, s.181 (Singapore). .
36 1952 S.C. 49. ,

\. - )
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Counsel for the petitioners argued, following Re Yenidje Tobacco, that the case had to

be treated exactly as if it were an application under s.35(d) of the i’artnership Act38
Lord Cooper refused to import "detailed provisions of the Partnership Act'>? when
interpreting s5.210, but held that the court had to interpret 'the specific requirements of

that section. He focused upon_ the word "oppression" which, in his view, gneant

.oppression of the shareholder in his capacity as a shareholder. Being dismissed from

»

offiée, accondingiy, did not "oppress” the petitioners:

"I"do not consider that section 210 was intended to meet any such case, the
"oppression” required by the section being oppression of rnembérs in their
character as such."*®

' \

Lord Keith , in the House of Lords, refu,ied to follow the Re Yenidje Tobacco line of
cases becayse he did not feel the loss of confidence experienced by }lze "partners" in
those cases satisfied s.210. "Oppression” related, not to some subjective ‘understanding

among the participants, but to the objective manner in which the affairs of the company

were being conducted.3® - .

The Elder case effectively stifled the new section at birth. Interpreted thué, a squeeze-
. 1 . .
out in which a shareholder is dismissed from his office and company profits are

absorbed through directors salaries would remain unremedied.4°
¢ I.e. the section authorising the Court to decree dissolution of a partnership when -
a partner, other than the partner sueing, so conducts himself in matters relating to
the partnership business that it is not reasonably practical for the other partner or
artners to carry on the business in partnership with him.
71952 S.C. at 56. { ‘
38 Ibid., at 57, This is exactly what the remedy was intended to cover, see Cohen
Committee, supra, note 17 at para 59.
39 Ibid., at 60: "It is not lack of confidence springing from oppression per se that
brings section 210 into play, but lack of confidence springing from oppression of a
minority by a majority in the management of the company’s affairs, and oppression
involvés, I think at least an element of lack of probity or fair dealing to a member
in the matter of his proprietary rights as a shareholder."
40 See A.B. Afterman, "Statutory Protection For Oppressed Minority Shareholders: A
Model For Reform” (1969) 55 Va. L.R. 1043 at 1049. Cf Cohen Committee, supra,
note 17 para 59, where the committee specifically set out excessive directors
remuneration as one of the examples of "oppression"” which the section was intended
to remedy. C.f. the approach of 'Fulton J. in Canada interpreting s.221 B.C.C.A.

iy



The courts came to interpret s.210 more and more strigtly whilst at the same time
refusing to.limit the general wording of s.222. Consequently in Re Lundie Brothers

Ltd.** where the petitioner had been dismissed from his office as a director and the

company’s profits were being absorbed in the other directors salaries, Plowman J.

L)

refused s.210 *elief. He followed Elder and held that the pe'gitioner was being oppressed

i /s
qua director and not qua shareholder. Perversely the' Judge did, however, grgnt a

winding-up ordergnder §.222. He viewed the case as "in substance a partnership case™?
and, applying‘qu Jje Tobacco, held that the petitioner was entitled to a winding-up
order as he had been denied equal participation in management.®® 'Something more,
ho(ever, was required for oppression to be shown:
"[The Petitioner] has to go beyond making out a case for‘windixig-up on the
principle of Re Yenidje Tobacco Co. Ltd., and has to establish some element of
lack of probxty or faxr delaying to him in his capacity as a shareholder in the
company
The judicidry grafted more restrictions onto the oppression remedy. A shareholder was
required <o éatisfy the full requirements of a winding-up petition in order to succeed
N
under s.210., Thus, where a company was insolvent and the petitioners would probably
have received nothing on a liquidation, they were held not to have a "tangible interest'

withifi" ™€  lordinary rule of company law which requires such an interest in a

contributory | petitioning for winding-up. s

°

1973 where he held dismissal from office could constxtute oppression, see Di ({é’j At

v. RWMD Operations Kelowna Ltd. (1976) 1 B.C. L.R. 36 (B.CS.C).
i [1965] 2 All E.R. 692, [1965] 1 W.L.R. 1051, Noted in (1966) 29 M.L.R. 321
“ 2 [1965] 2 All E.R. 692 at 697.

3 Ibid., at 698: "Bearing in mind those prmcxples if this were a partnership and not
a compa‘ny I should have no hesitation in concluding that Mr. Blackmore is entitled
to an order for dissolution on the ground that the termination of his employment as
a working partner was an unjustified exclusion “of him from the partnership
business /"
i +5 [1965] 2 All E.R. 692 at 699.

8 Re Belllador Silk Ltd. [1966] 2 W.L.R. 288 at 294; [1965] 1 All E.R. 667 at 672

-
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, of Meyer, his colleague and three nominee directors of the society. At the end of five

years, when Meyer was no longer needed, the Society attempted to force him out by

+

setting up a department to perform the subsidiary’s tasks and deliberately allowing the

n

company’s business to decline.54 . .

1

Viscount Simmonds had to consider whether the actions of the parent constituted
oppression. In his view the parent had embarked upon a lethal £>olicy in order to destroy
their subsidiary.5® The society’s nominee directo;s, by action or omission, carried
through the parent’s .plan in breach of their fiduciary obligations to the company.
Having placed their nominees in a position of divided loyalty it wa:s incumbent upon the
parent to act "with scrupulous fairness” to the minority.“‘ The society had failed in this

duty and that failure constituted "oppression”. A term which Viscount Simmonds

attempted to define: e

S

"[The society] had the majority power and they exercised their authority in a
manner “burdensome harsh and wrongful" - I take the dictionary definition of
the word."s

Lord Keith saw the company as "in substance, though not in law, a partnership" which-

®

required that there should be the utmost good faith between the constituent members, In

these circumstances he had little doubt that the conduct of the society was op’pressive.58

shares. 4000 were issued to the society, 3450 to Meyer, 450 to Lucas. One of the
society's idle plants produced the fabric and the society was the company's only,
purchaser. A year after the company’s formation the shareholdings were realigned so
as to give the society 70% and the petitioners 30%. Also at this time the nominge
directors looked .into the possibility of purchasing the petitioners shares but on
recexvmg a high valuation figure, dropped the plan.

4 When licensing control was finally removed in 1951 neither the socnety nor the

. company depended on the personality of the petitioners. It therefore began to divert
business from the company and succeeded in almost driving it to bankruptcy. The
Socxety believed that the company had "served its purpose®. .

5 [1959] A.C.324 at 340: "I have no doubt that at any rate by the end of 1952 it was
the policy of: the society by one means or another to destroy the company it had
created, knowing that the minority shareholders alone would suf: fer in the process.”

% Ibid., at 341. &
, 57 Ibid., at 364. A similar definition was adopted in Canada, see Redkop v. Robco
Construcuon Ltd. (1978) 89 D.L.R. (3d) 507, 5 B.L.R. 58 (B.C.S.C.).
8 Ibid., at 361. 4




>

78

By the terms of the section, even if the minority could have shown that the
1

circumstances warranted a winding-up, they additionally had to show that to do so

would "unfairly prejudice” them,*® 7 stringent requirement which, ironically, made it

easier to obtain the original s.222(f) relief.*” *

It was the definition of "oppression" which caused the courts the most difficulty, The

"y

section referred to cases where the affairs of the company "are being” conducted in an
oppresswe manner, relief being granted by the court "with a view to bringing to an end
the matter complained of™. 48 This was interpreted by the courts to require a contmx?mg
course of oppressive conduct - a single oppressive act was not sufficient to satisfy the
section.*® However, it has been argued that "almost all seriously objectionable conduct

n50

may be said to have a dontinuing effect upon the affairs of the company"™° and the

Jenkins Committee accordingly recommended that this requirement be dropped.5!

During the remedy’s lifetime there were only two instances ‘where it was successfully
relied upon. The first of these cases was Sgottish Co-operative Wholesale Society Ltd. v.

(]
Meyer.lsz In 1946 the Co-operative society formed a subsidiary to manufacture)rayon, .

employing Meyer because of his expertise in the field.5® The company’s board consisted

°C.A. (UK.) 1948, 5.210(2)(b). ‘
7 See Ebrahimi v. Westbourne Galleries [1973] A.C. 360 and \Re Lundie Bros. [1965]
2 All ER. 692, two cases where the minority obtained the "sledge-hammer" remedy
despite asking in the alternative for general equitable’relief.

|18 S C.A. (UK.) 1948, 5.21002).

® Re Jermyn St Turkish Baths Ltd.[1971] 1 W.L.R. 1042, [1971] 3 AL ER. 184 at
198: "The terms of s.210 make it clear that the oppression complained of must be
operative at the time the petition is launched". In that case it was claimed that an
issue of shares had an oppressive effect which.continued up until the petition was
filed. This argument was accepted b§f the trial gudge but rejected by the Court of
Appcal

Afterman supra, note 40 at 1058}

luk., Report of the Company Law Committee Cmnd. No.1749 (London: H.M.S.0,
1962) (Jenkms Committee) at paras. 204 and 212(b).

[1959] A.C. 324,

% The manufacture of rayon at that time was strictly controlled by the post-war
government through a licensing system. As licenses were only granted to persons of
the necessary skill and experience, the society had approached the petitioners,
Meyer and Lucas, who had extensive experience in the trade. They were unwilling
however, to act merely as employees and so a company was formed with 7900

|




Lord Denning, by contrast, looked at }he invidious position of the nominee directors
concluding that, as they viewed their first duty as being to the co-operative society, they

had breached their fiduéiary duty to the Ecqmpany:

‘ ‘ l . 0
|
"By subordination‘the interests of the textile company to those of the co-
operative society, they conducted the affairs of the textile company in a manner
oppressive to the other shareholders."(®
' , f »
/ . ’
The Meyer case has been used by one writer to suggest that a f url&; limitation‘on the’

R

remedy existed, namely, that a shareholder had to show that the oppressor had violated a

v

-

legal nl&e in order to succeed.® ] - S ¥
| ©

Nl
= |

It was never sté‘ted judicially that illegality was a prerequisite for relief. This conclusion
rests on the breach of fiduciary duty found in Meyer and on the only other sgccessful
case under 5.210, Re H.Rl Harmer Ltd.®' In that case the sons who were directors and °
\minority shareholders of the company petitioned under s.g\lo gfor relief fr‘om the
opbressive acts of their father who was both majority shareholdzr and chairman of the

»

board. The business had originally been carried on by the” father alone and despite

: incorporation; he continued to treat the company as his own, believing that he could

disregard board resolutions as long as he retained voting control.

-« I
~ The Court of Appeal granted the sons’ s.210 petition. In doing so Jenkins L.J. quotedtat £

e

length from Elder v. Elder Watson Ltd. and the Meyer case, aléo citing Jauthorities under

the old "just and equitable" winding-up remedy. He did not, however, attempt‘a further

- . definition of oppression but ffalt that:
"[t]here may well be oppression from the point of view of member-directors

‘\ where 2 majority sharehqlder (that is to say, a shareholder thh a preponderance
‘. of voting power) proceecfs, on the strength of his control, to act contrary to the

|
) o9 lb:d at 367.
: G " 60 See K.W. Wedderburn, "Oppression of Mmonty Shareholders (1966) 29 M.L.R.
321 at 324,

%

|
‘, 61 11958} 3 All E.R. 689.

_— |
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A
’ ' decisions of or 4vxthout the authority of, the duly constituted board of

directors."®

B
q

The illegal conduct here, therefore, was the breach of the company’s articles by the
father. If he bad chosen a democratic cloak for his autocra,tjﬁ actions by using:his 78%

majority to make legal alterations to the company’s constitution, it would seem that the

4
H
1 - € y

sons’ petition would have failed.®®

v

It is ‘supgxitfed that it is wrong to suggest that a further limitation requiring "illegal
conductr" was added to the oppression remedy. In the Harmer case, although the actions
. of the father were illegal, they were ratifiable. Had the tourt considered illegality to be
an issue it could have ordered that in future Ehe articleJ| be observed or amended. This

the C;’Jurt did.not do. In Scottish Co-operative v. Meyer, Ly contrast, it is far from clear .
whether there had been a breach of a legally recognisedé duty. Wedderburn argues that
the casg‘::n‘-ested on the breach of duty committed by the nominee directors.®* This is not
the author’s interpretation of theicase. Whilst Lord Denning saw the case as one of .
breach of duty by the directqrs the other law lords, (in common with the Court of
Session, saw‘) the breach originating with the majority shareholder i.e. the oppressionl
resulted from the socigty’s diversion of business from their &ubsxdnary not the nominee
directors acquiescence in that policy. As there was no fxd ciary duty to ‘which the
majority shareholder was subject, there could not, therefo!re, be\}my illegal conduct such
) o K\\ \\f
T Ibid., at 103] % e \

3 See H Rajak, "The oppression of Minority Shareh 1ders" (1972) 35 M L R. 156 at
160. Further, as counsel for the father pointed out, if the father's actions could have \
done lawfully by a general meeting passing an ordinary or special resolution,
how could this be "oppression”. Jenkins L.J. replied that "[t}he proper procedure \

cannot be put on one side as, mere machinery. It is the duty of the board to consider
any proposal. If a majority shareholder desires to ovéerride the board, there must be
j a proper meeting, whether of the board or the company, and at least an opportunity
’ ) of discussion." Ibid., at 704. C.f. the "internal management” limb of the rule in Foss
o v. Harbottle where it is precisely because these actions can be ratified that the court
' wxll not hear the action.
4 K.W. Wedderburn, supra, note 60 at 324.{, . .

X
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as thatr contemplated by Wedderburn.’®* The House of Lords, and particularly the Court
" of Session, refused to restrict the section to illegality alone.®® Whilst proving a byéach of
the cowmpany’s articles di& hélp the minority show that they had been affected qua
shareholder rather than qua dire;:tor,°7 thus overcoming the hurdle introduced by Elder

v. Elder Watson Ltd., it was not a requirement of the section.
by

If Wedderburn’s argument is rejected it is difficult to reconcile the Hdrmer case with the
decision in Re Five Minute Car Wash Services Ltd.%® In this case-the petitioner set out a
long list of acts a;{d omissions of the majority shareholder (Mr. Evison) which he

oppression. There were fifteen allegations of oppressive conduct

including non-payment of accounsis, ruination of the company’s good name, failure to

remove ineffici¢nt staff, etc. Buckley J., however, searched the petition in vain for

eyidence of gppression. Some of the allegations amounted to nothing more than

~

disagreements/as to policy, others were examples of careless or inefficient management:
¥

*I can find in them no suggestion that he has acted unscrupulously, unfairly, or
with any lack of probity towards the petitioner or any other member of the
company, or that he has overborne or disregarded the wishes of the board of
directgrs, or that his conduct could be characterised as harsh or burdensome or
wrongful towards any member of the company."®®

the petitioner succeed in Harmer, yet fail in Five Minute Car Wash? The answer

is that /in the latter case there was at most a loss of conf%a between the shareholders,

\ %Y Lord Keith in Scottisk Co-Op Wholesale Society v. Meyer [1959]1 A.C. 324 at 363
b held: "A partner who starts a business in competition with the business of the
artnership without the knowledge and consent of his partners is actmg contrary to
e doctrine of utmost good faith between partners. He is also acting in a manner
which, I think, may be regarded as oppressive to his partners for he is doing them
i an injury to their business." See also Viscount Simmond’s speach ibid. at 342.
68 per Lord Cooper in Scottish Co-Op Wholesale Soc:ety v. Meyer 1954 S.C. 381 at
391: "In my view, the section warrants the court in looking at the business realities
of a situation and does not confine them to a narrow legalistic view."
. o7 Oppressive conduct will invariably affect the petitioner in both capacities.
_However, where a violation of the articles has been shown a shareholder may sue to
enforce the contract contained in the articles by virtue of s.14 C.A. See Salmon v.
gum & Axtens Ltd. [1909] 1 Ch. 311 at 318,
[1966] 1 W.L.R. 745, [1966] 1 All E.R. 242,
[1966] 1 All ER. 242 at 247, ~

st
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similar to that experienced in the "quasi-partnership” cases. This since Elder, had been
insufficient to ground relief under s.210. In H.R.Harmer Ltd., however, the actions of
the cantankerous father were so severe as to be viewed by the court as "burdensome,

harsh and wrongful". It is a question of degree and not simply one of illegality.”®

:Ihe Court was in effect choosing between the business judgment of the parties,
something the judiciary has steadfastly maintained it will not do. Accordingly it was -
only in extreme cases that the courts intervened, and when they did so their intervention
was tethered to traditional company law concepts such as the fiduciary duty or breach of
the contract between the company and the shareholders.”™

/

¢
That the true issue is one of business judgment is aptly illustrated by the two decisions

La

in Re Jermyn Street Turkish Baths Ltd."”® The company, which represented a joint

venture between Mr. Littman and Mr. Stealey, was incorporated in 1946 with a nominal

+ f
capital of £1000, the two men subscribing for 50 £1 shares. The articles of association,
‘\Q, - -
so far as they are relevant, gave the directors unfettered power to allot or dispose of

shart;s and provided that remuneration of the directors was to be détermined by the
company in general meeting.”® In May 1952, Stealey transferred his shares to Mrs.
Pescoff. Littman died in 1953, following which his shares were :held by his
admiﬁistrators. At the time of Littman’s death the company was insolvent but, thiough .
the efforts of Mrs. Pescoff, by the time tﬁe petition was presented the company had

been turned around into a prosperous concern.

T See also the discussion of Re Jermyn Street Turkish Baths, }ﬁfra, wh’,ere, despite a

breach of the articles by the controllers, a 5.210 petition did fiot succeed.

1 See Rajak, supra, note 63 at 167 where he argues that the courts, in those cases

when a petition was granted, were acting against what they believed to be business

inefficiency.

2 [1970] 3 All E.R. 57 (Ch.D.), [1971] 3 All E.R. 184 (C.A.).

319701 3 All E.R. 57 at 59: "Article !5. The remuneration of the Directors shall

from time to time be determined by the Company in General Meeting and, unless
o otherwise directed any such remuneration shall be divided amongst them.~as they

may agree, or, failing agieement, equally.”



~

‘In 1954 the company was in urgent need of cash and Mrs. Pescc;ff approached the
administrators asking them tto advance £8000. On their refusal, Mrs. Pescoff herself
advanced £1000 and managed to keep the com;;any afloat, taking &; debenture to secure
the loan. In addition Mrs. Pescoff used her position as director to issue a further 100
shares to herself and one share to Mr. Wooley her fellow director. The effect of the issue

was to increase her interest from one half to three-quarters and thus reduce the

_proportionate interest of the Littman estate. In 1955 the directors purported to pass a

resolution regulating their own salary which included a provision setting "bonuses”
totaling 25% of the company’s receipts. As the company began to prosper the

remuneration taken by the directors increased sharply and for the nine years prior to the

presentation of the petition no dividends were paid on the shares. For a prolonged

t

;
period there were negotiations between the administrators and the: company for a

settlement of their interests in th; company but these came to nothing and, accordingly,

\

-in 1969 theis.210 petition was presented.

Pennycuick ':'J. at first instance found that the share issue breached the directors duty to

4

act in good‘\ faith for the benefit of the company. The company only received the

nominal sum of £100 in return for the shares, leading the Judge to conclude that the

shares were issued solely to allow Mrs. Pescoff to increase her interest in the company

and not in order to increase the company’s capital. This was not a proper purpose for
o ©

the share issue.™

s

The resolution authorising the issue of itself did not represent oppressive conduct, 'which

was required to continue up until the presentation of the petition. It did, however,

" Ibid at 66: "In the course of her cross-examination it becar'@ clear to my mind
beyond doubt that Mrs. Pescoff and Mr. Woodley, when they issued these new
shares, did not do so in googd faith for the benefit of the company. It is quite true
that in 1954 the company needed money, and Mrs. Pescoff quite properly advanced

£1000 of new money against debentures. But the sole puirpose of issuing the new .’

shares was not to raise another trifling sum, namely £100, but to increase Mrs.
» Pescoff’s interest in/the company as against the interest of Mr. Littman’s estate.” '

B}

.
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represent the first of a chain of events which included . the taking of excessive

remuneration by the’ directors. This "chain of events" 'was sufficient, =Pen"nycuic:k J.

found, to satisfy s.210.”

On appeal Buckley L.J. came to the opposite conclusion. The company had been in dire -

'

" need of cash and Mrs. Pescoff, unlike the Littman estate, was prepared to inject more

money into the business at a considerable risk. The court d1d not accept that the £100

recelved by the company for the shares could be divorced from thse £1000 loan which

Mrs. Pescoff was prepared to make to the company: . T

’

v

"The allotment of’ the shares, in our view, formed' part and parcel of "the - At
arrangement under which this injection of cash was ma,de.""6
a TN

[ ‘ -
i

The company therefore did not receive a trifling sum for: the shares The share issue was

the quid pro quo of the loan, it being quite proper that Mrs. Pescoff claim an additional

?

stake in the equity of the company ih return for her investment,_

T
1

Having found the share issue to be valid, the Court of Appeal went on to consider the

excessive remuperation drawn by the directors. There was the Court said, no link
!

between the share issue and the drawing of excessive remuneration:

_"The voting power attached to the shares was not used in a -way’to procure the
remuneration, nor was any threat to use those voting poOwers employed to .
discourage the petitioners or their predecessors in title from taking any step that

they might choose with regard to the remuneration."’’

This, witP the greatest respect to the Court of Appeal, is flawed .reasoning. As

)

.. previously stated article 15 specifically required that directors remuneration be set by the

general meeting. The directors resolution- setting théir own salaries and bonus

: /

™ Ibid., at 67. ' ' : o
7"{19711 3 All E.R. 184 at 198, ' ’

7 Ibid. ’ ! .
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entitfements was, therefore, clearly beyond their powers.”® In order for Mrs. Pescoff to

-~

ensure that she and her fellow directors could draw whatever remuneration they pleased,
3 1

she had to control the general meeting ai;d after the share issue she gained that control.”®

The fact that Littman’s admihistrators never complained of the wltra vires directors’

‘

resolution or the share issue seems to have unduly influenced the Court of Appeal in

their finding that these two acts were not linked.%° ‘ ’ i

. .
R ‘, Cay b, o’

.
¥ .
" \; bt - i
+ .
.

The court then’ considered the diﬁc't“'éﬁ’ teimdneration and gefined "oppressive" in this ,7_-_:

! a . %
AR v

. .
4 . -

a

context:
[ 3 e v
"Oppression must, we think, import that the oppressed are being constrained to

submit to something which is unfair to them as the result of some overbearing
act or attitude on the part of the oppressor."81

Th@ court concluded that the drawing of excessive remuneration, of itself, did not come :

within this definition. Again, Buckley L.J. seemed to put stress on the fact that the

* Ay —

. petitioners never+asked for the level of remuneration to be reduced and that the .

L -g.‘t.

s directors made full disclosure at all times. Further, alt.l_xough no dxvxdend had been

declared for the lasf 18 years, the Judge refused to accept that the petitioners ;had not
benefited from Mrs. Pescoff's efforts. Substantial sums had been re-invested in the o

business and shares which had once been worthless now carried a "substantial ‘ value®.82 >

»

The appeal was, accordingly, allowed.
. } N

8 The resolution, whilst capable of ratification, had never been validated by the
company in general meeting.

© In fact she held 150 of the 201 shares. Together with the one vote <of Mr
Woodley she held 75% and could thus alter the article which set the dxrectors
remuneratxon )

0 Ibid., at 198; "No effective protést was ever made about the allotment at any time
before presentation of the petition, nor was any step taken to challenge its validity.
This was not in any way due to the acts or attitude of Mrs. Pescoff. It seems to us
strange in these circumstances that the petitioners should assert in May 1969 that .
what took place more than 15 years earlier was an act of oppression or a link in a
cham of oppressive acts."

Ibld at 199,

2 Ibid., at 200. - - \

Q
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Bucklc‘ey L.J.'s conclusion is remarkable for it. flies in ihe face of the purpose of s.210. In
a private compan& where ther? is no ready market for shares, the shares may notiona\lly
carry a "substantial value" yet be worthless where there is no one to sell to. When tlze
compan&’s profit is absorbed in directors remuneration a share is little more than an
1.0.U. [for the liquidation value of the company. The Cohe;l committee recogniz/ed that'a
shareholder was thus "locked in" and susceptible to oppression.?® The petitioners in Re

Jermyn Street Turkish Baths were merely asking that they realize the value of their

shares and leave Mrs. Pescoff to own and run what had effectively become her business.

v

Juxtaposed, the decisions of Pennycuick J. and Buckley L.J. highlight the difficulty
which a court faces' when asked to assess thé merits of a particular action of those in
control,ef a company. The court is required to tamper with the business judgment ofithe

controllers and, where necessary, replace it with that of a judges‘.

Oace it is recognized that th”e true issue_is_one of business judgrﬁent a number of
alternatives present the:nselves. Several writers argue that the statutory remedy willionly
have value if the judiciéry take a more active involvement in the‘éffairs of a f:ompar;y.85
However, the prospects for such’ an intervention "must be _virtually nil."sg In
éons{equence, Wedderburn favoursJ rep}acing the bench yith an expert panel who willJ/no;
only accept that they are required to soil their hands with the dirt of commercial

considerations but also possess the necessary qualifications to make an informed

¢
decision.87

% Cohen committee, supra, note 17 at para 59. It is' instructive to compare the

English Court of Appeal’s approach with that adopted by the Massachusetts Supreme

Court in Donahue v. Rodd Electrotype Ltd. 367 Mass. 578, 328 N.E.2d. 505 (1975)
_’_ﬁhﬂ&_t_hat court madeﬁiggilar observations to those of the Cohen Committee.

. The case, moreover, camno econciled with Wedderburn’s conclusion that
illegality was present in every successful case under s.210. In Re Jermyn Street
Turkish Baths there had been a clear breach of the articles such as that found in Re
H.R. Harmer, yet, unlike that case, oppression was not made out,

8 Sge Afterman, supra, note 40 at 1076. \

8 Rajak, supra, note 63 at 169.

87 Wedderburn makes this suggestion in (1966) 29 M.L.R. 321 at 327: "There [is] a
jstrong case for handing the tdsk to an inspector.or a tribunal staffed at least partly

¥
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88

* The author would welco§e Wedderburn’s §uégestion, however, unless or until it is

_implemented there is, it is submitted, a path for the judiciary to follow which does not

involve them in "the management of every brewhouse and playhouse in the Kingjciom.“88

It is, simply stated, a recognition that the articles of association do not embody the

entire agreement entered into by the mémbers ‘of a company. There]ire in addition the
&
"reasonable expectatlons" of -the parties which must be respected 89

3 -

L]

This approach was followed by the House of Lords in Ebrqhimi v. Westbourne Galleries

Ltd.® The case, it will be recalled, concerned the remow}al of a shareholder from his

~

position as director.®* At first instance the Judge had refused a s.210 petition but ﬁ
ordered that the corripeny be wound-up. Follow%ng the "quasi partnerg}_ﬁp" line of cases,
Plowman J. held that the exercise of a legal power to remove a director would
nevertheless constitute an abuse of power where the partners had embarKed upon t};g

basis that all should participate in management.®? This breach qf good faith made it just

*
Jnd equitable that the company should be wound up but was not sufficient to constitute

"oppression”. % ‘

.

On appeal there was no further discussion of oppression, the Court of Appeal ‘only being

required to consider whether removal from management simpliciter could ever justify a

with men of business who niight be less reluctant to see some types of gross mis-
hanagement as "unfair prejudice” or even "oppression". He repeats it in (1983) 46
M.L.R. 643 at 645.

8 ° Per Lord Eldon L.C. in Carken v. Drury (1812) 1 Ves & B 154. .

See Afterman,supra, note 40 at 1063 and Note, [1965] Duke L.J. 128 at 141,

[1972] 2 All ER. 492,

1 The petitioner and one Nazer had, since 1946, .been engaged' in the business of
.carpet dealers. In 1956 the company was incorporated with the petitioner, Nazer and
Iazer’s son George becoming its directors. The company had 1000 shares issued as -
follows; Mr Nazer 400, the petitioner 400 and George 200. The substance of thé
complaint was: 1).that in July 1969 the petitioner was removed from his position as
director; 2) Mr. Nazer had sold carpets to the company at arbitrary prices thus
profiting at the company’s expense ; and 3) Mr. Nazer improperly carried on.an
antxques business at one of the company’s showrooms.

Re Westbourne Galleries {19701 3 All E.R. 374 at 384.

% Nor was oppression made out if the dismissal was added to the other allegations
in the petition.

.
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wir:‘ding up order. Russell L.J., delivering the opinion of the court, recognized that there
&

were two opposing views:. either removal of a director by a majority in general meeting,

for whatever motive, could never be a ground for winding up, or the removal per se

" could justify dissolution. He rejected both views but, drawing on gmiliar company law

language, held that the removal would b\e valid "unless it be shown that the power was

not exercised bona fide in the interests of the company."™ Russell L.J. accepted that the

/

majority shareholders thought the petitioner’s removal fox'fi‘p office was in the interests of
the compgny' and, as this was a. view which a reasonable man ¢ould "have come to, the

a

winding-‘up order would be set aside.

The decision of Buckley-L.J. was welcome as it“attempted to realign the winding-up

. & . N B ‘
remedy with company law doctrine and prevent any further drift towards partnership

law. Here was a power being exercised in general meeting, it, like the power to amend
1
the articles, should be subject to equitable limitation. In attempting to apply Lord

Greene’s test from Greenhalgh v. Arderne Cinemas,®® Buckley L.J. substituted the views

~

of the majority shareholders for those of the "hypothetical member" and in doing so, it is

submitted, came to the wrong ‘conclision.
%

-

The desire to articulate the remedy without undue emphasis on partnership principles

was reflected in the judgment of Lord Wilberforce in the House of Lords. His Lordship

"pojnted out .that the "just and equitable" provision enabled the courts to "subject the

‘ . /
exercise of legal rights to equitable considerations." In deciding when to apply these
: "
principles, his Lordship continued i‘n his speach by saying that, whilst it might be

convenient to refer to "quasi partnerships”, this can also be confusing f:or it disguises the

“fact that the enterprise is governed by company law.*® When should the courts exercise

»

o4 o [1971] 1 AILER. 561 at 565.

[1946] 1 Al ER. 512.

[ 1972] 2 All E.R. 492 at 500: "[T]he expressions may be confusing if they obscure
or deny, the fact that the parties (possibly former partners) are now co-members in
a company, who have accepted, in law, new obligations."
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this discretion? Having discarded the "quasi-partnership" approach, Lord Wilberforce
”»

attempted to define those cases when equity would intervene. The fact that a company is

small or private, he said, is not enough:

*The super-imposition of equ%table considerations requires something more,
which typically may include one, or probably more, of the following elements: (i)
an’ association formed or continued on the basis of a personal relationship,
involving mutual confidence - this element will ‘often be found where a prex
existing partnership has “been converted into a limited company; (ii) an
agreement, or understanding that all, or some..of the shareholders shall
participate in the conduct of the busmess (m) restriction on the transfer of the
members mterest in the company

3

(
His Lordship then dealt specifically with the power to remove a director under s.184

I

C.A. 1948. Whilst there was undoubtedly a legal power to remove a director, the just and

— ~

\
equitable provision would come to a shareholders assistance if he could prove "some

o

special underlying obligation of his fellow member(s) in good faith, or confidence, that
so long as the business continues he shall be entitled to maﬁagqment participation".98 On -

the facts of the case, this "special obligation" existed and the winding-up order would be

'd
reinstated.®? \

It is clear from Lord Wilberforce’s judgment that courts may no longer look purely at

°

" the articles when deciding the nature of the obligations which a shareholder has

undertaken. Strict legal powers of the majority are subject to equitable limitation. His
approach’ is instructive for, as it is not concefned with the purposes for which the power
was exercised, he is not conce»rﬁe( as the Court of Appeal was, with whether the
majority’s actions were for the benefit of thé company. His Lordshié’s inquiry is into

the effects of that decision upon the minority.

5 Ibid. .

% rbia,

% | ord Wilberforce found two factors which supported the existence of a_"special
relationchip”. First, because of the petitioner’s long association with the appellant,
they were in, substance partners. Second, as no dividend had ever been pand on
losing his status as director he would effectively lose his right to share in the
profits. It was not sufficient that the respondents assured the court that this practice
would not be continued. !
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Under such an analysis the court is considering the terms of the original bargain struck

L
Y

by the parties at the inception of the relationship.!®® Traditionally the courts have

confined their analysis to the written embodiment of this aciizi.e. the articles of
e

association. Lord Wilberforce’s analysis embraces also parties’legitimate

expectations”". Following this approach, where an agreement can be found amongst the

'

shareholders that, for example, /all shall continue in management, no exercise of a power

delegated to the majority uncﬂer the companies acts can alt';r this arrangement, !9

AT
. W)
Enforcing the paYties "reasonable expectations” is not without its problems. Shorn of any™

written statement of intention, it‘can turn out to be one shareholders word against the

other.!? In reply it is submitted that this task is undertaken by courts every time they

\ .
interpret a contract - a judge is attempting to discern the intentions of the parties. It is,

H

moreover, familiar ground to the judiciary unlike the unchartered waters of the business®

&
world.!08 ) .

-

By the time Ebrahimi arrived in the House of Lords, it was no lo?)ger a case under the
"oppression remedy". The courts of England had created a judicial absurdity - a remedy
intended to be broader than the "just and equitable” ground for winding-up a company
had been defined and limited into non-existence. Undaunted Parliament, acting on the,

advice of the Jenkins Committee, tried again to legislate with what it hoped would

s .

10 1 ord Wilberforcé approved the judgment of Smith J. in Re Wondoflex Textiles
Ptfv Ltd. [1951] V.L.R. 458 and in particular the passage reproduced, supra, note 28.
10l The examination need not stop at managerial participation. If thé minority
joined the company with a view to receiving steady dividend payments, withholding
dividends would be oppressive; if a subsidiary was set up by the parent only to.
serve the short-term needs of the larger organisation then a minority could not
claim oppression if it is liquidated once it has "served its purpose". C.f. Scottish
CW.S. v. Meyer, supra, note 65. The supreme merit of this analysis is its flexibility,
see Afterman,’ supra, note 40 at 1064,

This is essentially Chesterman’s complaint. He could find no "special
relationship” from the facts of Ebrahimié. See M.R. Chesterman, "The Wust and
Eguitable" Winding Up of Small Private Companies" (1973) 36 M.L.R.129 at 143.

103 For enthusiastic support for the "reasonable expectations” doctrine see, Afterman,
supra, note 40 at 1063-1065 and Comment, "Oppression As A Statutory Ground For

Corporate Dissolution" [1965] Duke L.J. 128 at 141.
' }
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constitute real protection” for the minority. The word "opp:aession" was replaced i)y.
"unfait prejudice”. This was yet.another attempt to fé’?E“é;fhe’ co;rts to come to the
mino;ity’s aid. However, before examining the new \;emedyu, it is sad to record that
neither the Jenkins Committee nor Parliament saw fit to try to follow the approac;h oof
Lqrd Wilberforce. Instead the game of cat and mouse between Parliament and a judiciary
reluctant to interfere'in comp‘any affairs contin}xed. All that had changed were the

semantics.

’ -

4.2 Protection From "Unfair Préjudice”

The first attempt to provide a statutory remedy for minofity sﬁareholder; sub:iect to
"oppression" at the hands of their company had faxled‘* 10 had "not produced the
results expected of it".}% Thus when the Jenlims Committee was appointed in 1960 to
review the workings gf the Companies Act i948 it heard extensive evidence on the
' subject of protection of minorities. Of the witnesses before the Comgnitté‘e’only one
" thought that the protection afforded to the minority was adequate!%. The vast majority

of witnesses recomrﬁendeq altering the scope of the existing remedy by dropping the

-2

requirement that a petitioner show facts sufficient to justify a winding up order.1%®

The review, conducted only a year after the Meyer and Harmer decisions, appeared .to

have breathed new life into a section which was generally_considered tp be a dead letter.

14 UK., Report of the Company "Law Committee Cmnd. 1749, (Jenkins Committee) -
(London: HM.S.0., 1962) at para 200. The art of understatement, it would” ‘seem, is
not outside a parliamentary select committee’s terms reference:

106 gee the submissions of the National Chambe(r? Commerce in Minutes of .
Evidence Taken Before The Company Law Committee (London: H.MS.0., 1960)
gheremaf ter Evidence] at 338.

See e.g., "The Economist” in Evidence, supra, at 263; The Companies Registrar,
ibid., at 330: Association of British Chambers of Commerce, ibid., at 478; British
Insurance Association, ibid., at 618; Institute of Chartered Accountants, ibid., at
1406. .
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The Committee’s views were, therefore, tainted with optimism that, with a little

tampering, the rem}ady could become truely effectve.l0” - n ¢

il
v

(I
v

The Jenkins Committee was conscious that a provision to protect minocity shareholders
"o

had to deal with two kinds of wrong which they might suffer. First, there are those
o

o - \\
cases: where the harm is suffered directly by the shareholder,-fgr example, where he is
. 7~ -
not registered as a member or the directors are withholding dividends. To deal with

\ .

these cases the committee recommended: 1) that the link ‘with winding up be dropped; 2)
that s.210 be -amended to include isolated acts as well as courses of cohduct; 3) and that
the term "Unfair prejudice" replace "oppression", 108 Second, there are those cases where

the wrong is done to the company itself and the control vested in the majorit); is

wrongfully used to prevent any action being taken. In such a case the minority is

indirectly wronged - this is-the realm of the rule in Foss v. Harbottle, the exceptions to

1

which the Committee was reluctant to embody in statutory language. They did, however,

recommend that s.210 be extended to give the court an express power to authorize

c

proceedings in the name of the company against a third party.109

3

A
107 At fca/rgj 200: "The view expressed in [Meyer and Harmer] as to the scope and
effect e section have undoubtedly given applieftions made under it a better
prospect of success.” With hindsight jt"¢an only be conjectured what the Committee
might have recommended had there @7ot been two successful petitions the previous
ear, - R
5408 Jenkins Committee, supra, note 104 at para 212 (a)-(d).The committee was keen -
that the section afford effective protection in cases falling short of actual illegality.
As the word "oppression" had received this restriceive interpretation by the courts.it
was no longer felt to be appropriate. Those who submitted evidence to the
committee suggested a number of alternative formulations, for example, the Law
Society suggested "hardship" (Evidence, supra, note 105 at 1192), the Companies
Registrar, "unfairness” (ibid at 286). The committee approved the statement of Lord
Cooper in Elder v. Elder & Watson Ltd., 1952 S.C. 49 at 55 that:
"the essence of the matter seems to be that the conduct complained of
should at the lowest involve a visible departure from the standards of fair
dealing, and a violation of the conditions of fair ,play on which every
.shareholder who entrusts’his money to the company is entitled to rely."
The committee felt that s.210 was originally intended to cover not only those cases
where the affairs of the company were being conducted in a manner oppressive (in
the narrower sense) to the members but also where the company’s affairs were being
" conducted so as to "ungairly prejudice” a member’s interests.
109 yenkins Committee,; supra, note 104 at para 212(e). <

.
Y 4
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-This latter recommendation reflects theﬁmmittee’s paranoia that a libera\l derivative

action would open a floodgate of 1itjgation.“° The compromise stance they recommended -

puts the decision as to whether or not to*sué in the name of the company in the hands
‘of the judicizfry111 and, in th\\é author’s view,"represents an uhnecessary procedural

‘hurdle in the path of a potential litigant. It has been observed'!? that a judge will be

motivated by a desire to decrease,” rather than increase litigation, with a view to

disposing of the matter expedmously Thus, in Peterson and Kanata Investments Ltd 113 a

case decided under the eqmvalent Bntxsh Columbia provision, the court refused a
litigation order, preferring those remedies which would conclude the dispute without the'

trouble and expense of ‘further litigation.

To pollute the statutory x"emedy with the notoriously vague rule in Foss v. Harbottle is to
further confuse the extent to which a shareholder can sue to correct a breach of a

) fiduciary duty. It would have been preferable to have articulated a derivative action14

which contained sufficient safeguards to prevent frivolous litigation.m5

10 The committee heard evidence from several U.S. witnesses who emphasised the
benefits of shareholder litigation on U.S. corporate law. Evidence, supra, note 105 at
1012: "Generally speaking, the right of stockholders to bring actions in such cases
has a good effect in our corporate law, despi e fact that it is often abused."

L This is essentlally the same position as that adopted under the C.B.C.A. 5.232
derivative action were a shareholder must apply to the court for leave to bring an

action in the name of the company. See Welling’s enthusiastic support for this use of"

judicial discretion in B. Welling, Corporate Law in Canada- The Governing

Prmcxples (Toronto: Butterwoysths, 1984) at 503.

112 g M.~Hannigan, "Statutoxé;gl’rotection For Minority Shareholders. Section 75 of

the Companies Act 1980" (1982) 11 Anglo-Am L. Rev. 20 at 33.

113 (1975) 60 D.L.R. (3rd.) 527 (B.C.S.C). -

4 The ¢ term derivative action is misleading as it 1mphes a right which derives from

« the corporation. A shareholder’s statutory right to brmg a 5.234 action derives, not

from the corporation; but from the statute itself. The suit is, therefore, better

termed a "represéntative action” as the shareholder is relying on a right which he

Yossesses through his status as a shareholder. See"Welling, supra, note 111 at 517.

This was the recommendation of the Law Society of Scotland (Evidence,supra,
note 105 at 1309). As the U.S. witnesses pointed out, the abuse of the American
den&vative action known as "strike suits” (where a shareholder holds the corporation

to ransom just for personal gain), was as much the fault of the lawyers in search of
large contingency fees as of deliberately malicious shareholders. This practice could
not have been repeated in the UK. where a solicitor. may not charge contingency
fees and thus abuse of’the system would be less likely.

" * L
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c : The recommendations of the Jenkins Committee remameg unimplemented for almost

«
]

' P twenty years, before being contained in s.75 of th_e Companies Act 1980.118 This sec-tion
. M
\ﬁkas since become Part XVII of the Companies Act 1985.°5.459 reads as follows:
\

459(1) [Application for order that affairs conducted in unfairly prejudicial way] A member of a company
may apply to the.court by petition for an order under this Part on the ground that the company’s affairs
are being or have been conducted in a manner which is unfairly prejudicial to the interests of sone part
of the members (including at feast himself) or that any actual ,or proposed act or omission of the
company {including an act or omission on 1ts behalf) is or would be so prejudicial)

»  This section has remedied some of the defects contaim)d in the old 5.210. A shareholder
need no longer show that the circumstances justify a winding-up order. The reference in

» s.210 that "the affairs of the company are being conducted in a manner oppressive", etc.

’

has been dropped and it is now sufficient that the affairs of the company "have been &

. B4 °

§ . conducted in a manner", etc. Thus isolated acts may constitute "unfairly prejudicial”

conduct.}” The Jenkins Committee, however, gave no guide as to how the courts should

interpret unfalr prejudice”.!!®

i 3, | - .
In many respects the new section represents little advancement on the old law. The
{

language of 5.459(1) seems to imply ‘that the former requirement that>a shareholder sue‘b

) . qua member still applies.!®

[

\ 116 Although other jurisdictions had implemented some or all of the Jenkins
ro commnttee s recommendations see eg. British Columbia Company Act, 1979 s.224.

( 7 The editors of the latest edition of Gore-Browne suggest that the addition of the
words "is or would be so prejudicial” could permit an action where seriously
negligent management has damaged the "value of the petitioners shares. See Gore
Browne On Companies, 44th Ed.(London: Jordans, "1986) at para. 28.020.

118 Although similar wording appeared in s.72(3) C.A. 1948 (now s.127(4) C.A.
-1985) this section has never been satisfactorily interpreted and thus gives the courts
., no gu;dance
’ The argument is that in the absence of express statutory wording to the contrary
a common law rule is deemed still to apply, therefore, as Parliament was silent on
the matter in s.439, the restriction must be read into the new section, It is a pity
that -Parliament did not follow the .example of s.234(2) C.B.C.A. which includes
actions which prejudice the shareholder in his capacity of "security holder, creditor, ~
(-; - director or officer". See also South Carolina statute which permits relief without
’ regard to the capacity in which the shareholder is affected; S.C. Code Ann. s.12-
22.15,:8.12-22.23.

a




In one recent case, Re A C‘Ompany,120 Lord Granchester, sitting as a deputy Chancery

. \
judge, was faced with a petition preseated by an-executor on behalf of a deceased

shareholder’s infant children. The pétition alleged that a refusal by the directors to
4 -
purchase the petitioners shares‘or to formulate a scheme of reconstruction under 5.287

Companies Act 1948 (now s5.582 Companies"Act 1985), constituted unfairly prejudicial

conduct. In striking out the petition the learned Judge did not attempt to define."unfair

prejudice” he merely restricted s.75 to prejudice qua member:!*! This conclusion was.

/7 .
reached in gpite- of the decision of the House of Lords in Ebrahimi v. Westbourne

Gglleries, where the House permitted a shareholder petitioning under s.222(f) to rely not

-

d'nly on his rights as member but also on any circumstances of justice or équity which

affected his relationship with the company. Lord Granchester, However, concluded:
] ~ «
. .
""The decision in that case was primarily concerned with the rights of a member
to obtain a winding-up ‘order on just and equltable grounds, and not on what

constituted "oppression" for 5.210 purposes."'*? N )

{
This conclusion can be contrasted with dicta by Vinelott J. in Re 4 Company,m (a

‘petition for a "just and‘"é“(;uitable" winding up under $.222(f)) where the Judge could see

*considerable force" in counsel’'s submission that Parliament intended ;‘ sha‘reholder in the

€

©

/
T80 [1983] BCLC 151, [1983] Ch. 178, [1983] 2 Al E.R. 36. See J. McMullen,
"Minority Protection and Section 75 of the Companies Act 1980" (1983) C.L.J. 204
and Wedderburn (1983) 46 M.L.R. 643.
121 11983] 2 All E.R. 36 at 44: "In my judgment s.75 is to be construed as confined
"to "unfair preJudlce of a petitioner "qua member"; or, put in another way, the word
"interests” in s.75 is confined to "interests of the petitioner qua member™,
122 1pid. Further support for the view that s.75 was restricted to unfair prejudice
qua member comes from Vinelott J.’s conclusion in Re Carrington Viyella, F.T.
Comm. Law Reports 16 February 1983, that a minority shareholder was not affected
gqua member when the majority shareholder did not honour an undertaking to a
. third person not to vote more than 35% of the 49.36% shareholdiqg it held. C.f.
' . Johnson v. West Fraser Timber (1983) 19 B.L.R. 193, a decision under the equivalent
British Columbia section where a shareholder was .not entitled to argue unfair
?rejudxce when an undertaking to a third party was not honoured.
3119831 2 ‘All E.R. 854 at 859. See Note, [1983] J.B.L. 486.

@
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position of Mr Ebrahimi to be included in s.75 and that therefore exclusion from

management might well come “?ithin the new section.1?4
‘ - A R

\ '
> F)

" In the author's view Lord Granchester could have decided “the above case without

recourse to the restrictive common law rule. The éssence of the problem is that any
FaS

Y

decision of the company will have ramifications for its shareholders but the effect of the

decision on a particular shareholder may well depend on a number of ext/an/\eous factors,

Thus, where dividends are withheld from a widow who relies on them as' her only source

. of income she will be p'rejudiced. Where executors are in need of cash to to provide for

the infant children of a deceased sharéholder then a fajlure to purchase their shares may
£ A .
well constitute prejudice. It is submitted that the prop)r line of inquiry is to look, not to

the capacity in which the shareholder suffers, but to the overriding considerations of

" o

. fairness embodied in -the phr—ase "unfair prejudice". It is not prejudice per se whiph

ro.

o

satisfies the section but prejudice whigh is "unfair". In" other words it is necessary to !
balance the needs of the company against the prejudice which a particular corporate
decision might cause.‘ Thus, where there is an un‘derstanding that all shareholders in a

company are to participate in management, exclusion from management would prima

.
2

facie be "unfair" because a legitimate expectation of the shareholder has been violated.

[}

for the company to successfully defend the action it would have to show very good

reasons for his ‘expulsion.“m To have accepfed the proposition of the executors in Re 4

13 Vinelott J. speaking extfa-judicially in a moot organised by the Company Law
Society rejected the argument that Re Carrington-Viyella supports the view that a
shareholder must sue gua member. He observed that "such a severance of interests
is, in the,context of a small company of a quasi-partnership nature, artificial and
unreal."” See "Section 75 - an Aid to the Oppressed or, an Interference in Company
Policy? (2)" (1985) 6 Co. Lawyer 21 at 29.

125 This goes some way to meeting Chesterman’s complamt that, if the power of
expulsion provided for in s5.184 C.A. 1948 (now s.303 C.A. 1985) is limited by a
special agreement or understanding outside the articles, is there ever an occasion
where dismissal will be Justlfxed”? See Chesterman, supra, note 102 at 147,
Dismissal, in the author’s view, would be justified were the shareholder concerned
had acted contrary to the interests of the other members. Lord Cross in Ebrahimi
referred to Re Leadenhall General Hardware Stores Ltd. (1971) 115 S. I’~,202 where
a member-director was dismissed on suspicion of theft. This is an extreme example
of conduct contrary to the members interests. The author would include

oy
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- 'I;here is a depressing sense of déja vu as one approaches the few English cases which

/ . . ] R
R LN Lo o
:

a ’

‘Company,' by contrast, would have been to hold that a shareholder "locked in" to a
L .

private company has a legitimate expectation that he may demand the liquidation value

of his shares whenever he 1s in fmancml dxffggulty 126 ! . _ -

e

have interpreted the new section. It says‘much for the resourcefulness of the English
judiciary that théy can now create new limitations for the section which had not even
occured to them in the context of 5.210. S.459 requires that "some part” of the members -

be unfairly prejudiced. This h een interpreted to mean that an action cannot be .

o

them.!?” "Prejudice", the judiciary réq ned, implies’ discrimination. The need for

discrimination between shareholders was rdjected Lord President Cooper in Scotfish
. P s

128 Wad discrimination been required for s.210

Co-operative Wholesale Society v. Meyer.
the petition in Meyer would have failed as thd policies of the parent company depressed "

\
the value of all the shares in its subsidiary jricluding its own interest*%

partlcxpatlon in a_ competing business or failure to devote adequate time to the
company as conduct sufficient to justify dismissal. C.f. Gabhart v..Gabhart 267 Ind.
370, 370 N.E. 2d 345 (1977) where the Supreme Court of Indiana refused to permit
the other shareholders to convert the plaintiff’s holding into debt after he had
resigned his directorship when his outside affairs made participation difficult for
him. The court held that the proposed merger breached the majority’s fiduciary
d'ty because the sole purpose of the merger was to eliminate the minority. “ .
126 1o all that is being argued is that the petitioner has suffered "hardship” as the )
reésult of a particular decision. The Law Society, in their submissions to the Jenkins Lo
Committee proposed that s.210 be amended by replacing the word "oppression” with °
"hardship" (Evidence, supra, at 1193). However, as the Companies Registrar pointed

U out this wordmg would have required an evaluation of a particular shareholder’s

, financial situation in order to discern whether he had suffered "hardshxp See ibid.,

. at 286.
¥ In Re Carrington-Viyella F.T. Comm law Reports, - 16th February 1983, the
petxtxoner alleged that a director’s servnce contract had not been entered into in the
best interests of theé company. The action failed for the judge held that if there had
been a breach of directors duties this would have affected all the shareholders.
128 1954 S.C. 381 at 392: "In other words it is maintained that the section has no
operation where Samson destroys himself as well as the Philistines in a single
catastrophe...I have come to think that this is to give too narrow a meaning to this-
remedial provision, and to place on the words "some part” and emphasis"which they
were not intended to bear.”
120 The editors of Gore-Browne reject this limited mterpréianon. See supra, note
117 at para 28.13.

b
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( There is some judicial support for limiting the remedy to cases where the member can

- 4
- show that the action complained of has reduced or at least/ jeopardised the value of his
- / hd
~  shares.}3 One author has replied that any damage thus suffered would be consequential
. *to damage caused to the company and therefore not suffered by the .member qua
N .

member.131 . l -

Despite these restri%tive dicta there is some indication that finally the judiciary: have

been dragged reluctantly to the shareholders aid. In Re Whyte (Petitioner )’ the court
held that a proposed act can come within 5.75; in Re 4 Company'® Hoffman J. held that

the section can give relief against unfairly prejudicial conduct by a respondent who is no

-

longer a member of the tompany.'*

. . Two recent cases support this liberal- approach. In Re London School Of Electronics

»

Ltd.}® the petition was brought by a director who held 25% of a Eompany set up to

or

provide courses in electronics. The company was a quasi-partnership between the

petitioner and City Tutorial. College Ltd. holders of 75%. In 1983 the relationship

T30 Reference to a requirement that“the share value be reduced appears in Re 4
. Comppny [1983] 2 All E.R. 36 4t 47 and in Re Bovey Hotel Ventures (31 July 1981,
» . unreported) per Slade J. This case was applned by Nourse J. in Re R.A. Noble
(Clothing ) Ltd. [1983]) B.C.L.C. 273 at 290-1. See also Boyle (1980) 1 Co. Law 280
at 2&1 “Gore-Browne on Companies 44th ed (London: Jordans, 1985) para 28-13.
See Farrat, supra, note 6 at 382 citing Prudential Assyrance Co. v.'Newman
'Indufmes Lid (No.2) [1982] | All E.R. 354 at 366, 367. Vmg-lott J., again speakying
extra— judicially, has rejected this limitation, see (1985) 6 Co. Lawyer 21 at 31.
32 (1984) SLT 330.
' ”3 [1986] 2 All E.R. 253, [1986] 1 W.L.R. 281.

. The company was controlled by the respondent who sold h1s shares and fhe .

assets of the company to a Gibraltarian company, the purchase price being paid to

bank accounts abroad. On his failure to account for the minority’s share of the

. " purchase price, the minority presented the petition. The respondent applied to be
iy ra struck out as a party on the grounds that under s.459 relief granted undgr. s.461
could only be granted against a member of the company and he was no longer a
shareholder. Ibid ‘at 256: "[A]lthough it is true that s.461(2) shows that the normal
order under s.461 will 'be an order against the company or another member, there is
no reason why the words of s.461(1) should not be given their full effect and allow
the court to give relief in respect of a complaint that the company’s affairs have
- been conducted in a manner unfalrly prejudicial to the interests of members, even

( . ) when this would mvolve giving relief against a respondent who is no longer a
' ' _ member."
136 11985] 3 W.L.R. 474. See [1985] J.B.L. 187. ° (4

~
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between the quasi-partners broke down, the cause of the breakdown was found to be

3 rl
"C.T.C.’s decision to appropriate to itself students wishing to enroll in a B.Sc. course. In\h
June 1983 C.T.C. purported to remove the petitioner as a director and dismissed him as

a teacher. Before his dismissal, the petitioner had set up another instructional institution

and on being dismissed he took with him a number of electronics students who had

either enrolled with the company or enquired of it.

(éounsel for the company argued that the "just and equitable” provision which applied to
5.210 was also aﬁplicable to s.75 and ¢hat, as the petitioner had wrbngfully taken with
him a number of students enrolled with the company, he had not come to court "with
clean hands".}®® Nourse J. rejected this argument, holding that the section must be .
construed "as it stands".}” He went on to hold tpat the conduct &‘%the petitionpr'
may,however, be material in two ways: first, it may render the conduct. on the other
side, even if it is prejudicial, not unfair; and second, even if the condiict on the’ other
side is both prejudicial and unfair, the petitioner’s conduct may nevertheless affect the

relief which the court will grant under subsection (3). On the facts it was the intentional

diversfon of B.Sc. students by C.T.C. away from the company which was unfairly

prejudicial conduct and the subsequent removal of students by the petitioner did not -
render the prejudicial conduct no longer unfair, ™
¥ ’ |

The judgment of Nourse J. is to be welcomed for it makes clear that .75 is not to be

interpreted by reference to the old authorities under s.210. Thus, it is to be hoped,
removing many of. thé~Testrictions associated with that section. It is unfortunate that

Nourse J. chose to characterise the undertaking as a quasi-partnership, a practice

~

196 The doctrine was enunciated in Ebrahimi. See also Palmer’s Company Law
gLondon: Stevens, 1982) at 1123
37 11985] 3 W.L.R. at 482. The same argument was adyanced by counsel in a .
Canadian case, Journet v. Superchef Industries Ltd (1985) 29 B.L.R. 206 at 224
(Q.S.C.). The court rejected it both on the facts of the case and also on the ground
that it is not a requirement of s.234 C.B.C.A. (thé¢ Canadian equivalent of*s5.459 C.A.

" 1985).
985) k "
v
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disapprovéd of by Lord Wilberforce in Ebrahimi v.. Westbourne Galleries. The dahger

with such an analysis is that it creates a dual standard that does not appear in the

section. Actions which are unfairly prejudicial where a quasi-partnership is found will

]

not satisfy the section in its absence.

The author, like Lord Wilberforce, rejects such a regimented approach. The court should
not attempt to identify the company with some partnership paradime, this is merely a

convenient appellation. The court is in reality\disceming the "reasonable expectations” of
&
the company’s members; in a company which resembles a partnership these will be

greater than in a widely held multinational enterprise. Support for this view comes from

4

the most recent decision on s.459 to be reported, Re A Company (No. 004377 of
1986).138 'ﬂl‘he company had an issued share capital of 100 shares of £1 each, 39 of which
o

were held by the petitioner, who was also its managing director, and 61 by T., his

oA

family and associates. In 1982 the company by special resolution adopted new articles of

association, arti\cle 10 of which provided that on ceasing to be an employee or director a

member was required transfer his shares to the company. The relationship between the
petitioner and T. deteriorated to such an extent that he was removed from employment

and dismissed as a director. After his dismissal the company, pursuant to article 10,

- ’

offered to purchase hi§ shares for £900 or, if that sum was not acceptable,’ then at a
valuation set by the auditors pursuant to article 9. This offer was rejected and on 11th

June 1986 a petition was presented to restrain the compulsory acquisition of the shares.

~

— e ae o
,

The petitioner argued that, as the company was a quasi-partnership, he had a legitimate

expectation that he would continue to participate in management. Hoffmann J. rejected

this submission; .

"I cannot accept that if there is an irretrievable breakdown in relations between

members of a corporate quasi-partnership, the exclusion of one from

‘management and employment is ipso facto unfairly prejudicial conduct. It must
»

T88711987) 1 W.LR. 102. Ty

: \

101



@

depend on whether, if there is to be a parting, it is reasonable tﬁat he should
leave rather than the other member or members and on the terms he is offered
for his shares or in compensation for his loss of employment."*®

.

The judgs(followed the inquiry of Lord Wilberforce into the legiéate expectations of

the parties!*® In this case the parties had made express provision for what was to

~

happen in the event of their faliing out - under article 10 one party could buy out the

other. The petitioner could not have a legitimate expectation that in the event of a

breakdown of relations this article would not be relied upon:

"To hold the contrary would not be to "supenmpose equitable considerations” on

his rights under the articles but to relieve him from the bargain he had made."!*!

The decision of Hoffmann J. is to be welcomed as evidence of the proper approach to
the statutory remedy. The judge avoided looking at the commercial objectives of those
exercising the power, but concentrated on the effects of its exercise upon the minority.

The Judge heldthat, the plaintiff, by voting his shares in-favour of the amendment in

1982, was to be taken to have consented to the effects of the alteration and it was not

o
now open to him to escape the consequences of his consent merely because he objected:

to the result.!4?

14

5 1bid., at 109.
140 Hoffmann J. followed this approach in two earlier cases, see In Re A Company
(No. 007623 of 1987) [1986] B.C.L.C. 362 and In Re Posgate & Denby (Agencies)
Ltd . (1986) B.C.C. 99, 352 where he said:
"But the concept of unfair prejudice whnch forms the basis of the
jurisdiction under section 459 enables the court to take into account not
- only the rights of members under the company’s constitution but also their
legitimate expectatlons arising from the agreements or understandings of
the members inter se."
“1 s [1967] 1 W.LR. at 11,

% The situation would presumably have been different were T. to have held 75%
of the shares and therefore been in a position-to amend the articles without the
agreement of the petitioner. In such a case the petitioner’s consent would not be
required in order to make the amendment effective and, therefore, were T. to
purport to use the powers he had given himself through the amendment, this could
constitute unfairly prejudicial conduct.
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At first sight it is difficult to reconcile this conclusion with Ebrahimi. In Ebrahimi, the

power relied on was statutory (s.184 of the Companies Act 1948), in Re 4 Compbny it

was contained in the articles. In the latter case, it is true, the petitioner had voted in

.. favour of the amendment which was ultimately to be used against him. However, his

. S
‘counsel argued that he had not understood the full implications of the new articles and

- .

thlat the company was under a duty either to explain their effects to him or allow him
i .

time for consideration. Hoffmann J. rejected this argument. The fact that the petitioner

cast his votes in favour of the amendment evidenced his approval. Yet, if the petitioner

did not understand what he was vating for then surely he could still have a legitimate

expectation that he was not to be removed from management? If the inquiry is not into
the subjective belief of the petitioner then it could be argued that Ebrahimi consented to
the effects of the Companies Acts-by becoming a member of his company and should

have foreseen the sonsequences of s.184 of the CQ_‘lpanies Act 1948, After all, ignorantia

\iuris haud excusat.

The distinction lies in the interpretation of the word "legitimate” in the phrase ligitimate
expectation. Th}s is an objective standard and it is submitie,d "reasonable” would be a
better term. Hoffmann J. concluded that it was ‘unreasonable for a shareholder to have
an expectation thai an a;ticle which he had voted in favour Qi‘ wquld not\ be used against
him. Lord Wilberforce, by contrast, thought it rt;asonable that Ebrahimi had an

.5
expectation that a statutory power would not be used against him in certain

circumstahces.

- a

\ .
As this analysis shows, there are encouraging signs from Englind that at last the

statutory remedy is, to use the words of the Jenkins Committee, "starting to produce the
result expected of it." Even this development, however, has been eclipsed by the

‘e
remedy's evolution in Canada where the courts have had a more liberal section to

interpret. ,
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4.3 The Remedy In Canada

A statutory remedy baspd on the English model first appeared in Canada in British
Columbia. An identica}\ provis\ion to 5.210 of the Companies Act 1948 was contained in
s.221. of the British Columbia Companies Act 1960.14% The province, however, was
quickér than the English parliament to act upon the Jenkins Committee recomm:ndations
and these were implemented in 5224 British Columbia Gompany Act 1973.4 This
section was soon given a wide interpretation by the courts. In Diligenti v. RWMD
Kelowna Ltd.,145 Fulton J. held that, whilst the sectio¥still required that a petitioner be
affected qua member, exclusion from management in certain circumstances could affect
his -rights qua member. The learned Judge found that th;, company had been set up ona
partnerghip basis and that accordingly each of its members had a "very real ihterest aﬁd ' '
concern in the management of the affairs of the company".148 Although there ‘was clear

English precedent tc; the effect that exclusion from' management did not affect a

"~

shareholder qua shareholder,4” the Judge followed Lord Wilberforce in Ebrahimi and -

o

‘held that, whilst ‘the majority might have been entitled as a matter of strict law to

k)

- _ remove the petitioner as a director, there were "rights expectations and obligations inter

se" which made his removal if not oppressive, then at least unfairly prejudicial to him in

i

his status as~member.

“’BCCA 1960, R.S.B.C 1960, c.67. , ‘ o
, 4 B.C.C.A. 1979, RS.B.C. 1979, ¢.59. x .
- “5(1976)1BCLR 36 (B.CS.C.).

9 I Ibzd at 43,
R Eg Eider v. Elder Watson Ltd 1952 S.C. 49; Scottish Co-Op v. Meyer. [1959]
o A.C. 324. [
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c ' The statutory remedy a}so appears in the federal corporations statute - the Canada
) Busim;ss Corporations Act™® at 5.234.149 This provision is far wider than even 5.459 of
* o ’ 'the U.K. Companies Act as it pérmits not only members to petition bu& also creditors!®®
.@ - as v»"ell as directors or officers of the corporation. The section also mz;kes clear that the

) prejudice may be suffered not only qua member bu; also qua security holder, creditor, .

.

director or officer.®! The Ontario Business Corporations Act originally did not include
an oppression remedy, however, following its amendment in 1982, a broad remedy is

now contained in 5.247.1%% A similar remedy appears in the corporations acts of the other

Canadian proviiices.!53 -

2 -

There is now quite a considerable body of case law dealing with the interpretation of
these sgctions and it is reassuring to observe that Canadian judges are not showing the

reluctance of tll,eir English brethren to give the section its full effect. The remedy has

\

¢ 8
14

% CB.C.A, 5.C. 1974-75-76, ¢:33 as amended.
14 Sect. 234. Application to court re oppression.-(1) A ‘complainant may apply to a court for an order
under this section )
{2) Grounds.- If, upon an application under subsection (1), the court is satisfied that in respect of a
corporation of any of its affiliates ( N
(») ‘any act or omission of the corporation or any of its affiliates effects a result,
(b) the business or affau-s of the corporation or any of its affiliates are or have been carried on or

v

conducted in a manner, or
(c) the powers of the directors of the corporation or any of 1ts affiliates are or have been exercised ,,

in a manner
that is oppressive or unfairly prejudicial to or that unfairly disregdards the unterests of any uecur;ty .
- holder, creditor, director or officer, the court may make an order to rectify the matters complained of.

S 180 ‘A mcomplainant” is defined in s.331 to include a security holder. "Security" is , |, .
defined in s.2(1) as "a share of any class or series of shares or a debt obligation of a

corporation and includes a certificate evidencing such a share or debt obligation."

161 S 234(2), supra, note 149. .

OBC A. 1982, RS5.0. 1982, c.4. There have been few cases decided under this . y
provnsxon, however see, Abraham v. Interwide Investments (1985) 30 B.L.R. 177 (Ont.
S.C.); Re Union Enterprises Ltd. (1985) 29 B.L.R. 128 (Director, C.B.C.A.). In
Vedova v. Garden House Inn Ltd. (1985) 29 B.L.R. 236 (Ont. S.C.), a judge of the
Ontario High court held that the section could not be used where there were two
equal interests in a corporation. It applied, he said, only to minorities, It is
respectfully submitted that such a conclusion is wrong. The remedy can be most
useful when attempting to ‘relieve "deadlock" caused by equal groups. holding

e opposmg views.
Saskatchewan, Manitoba and Alberta Business Corporation Acts, 5.234(2); New
Brunswick Business Corporations Act, s.166.

-
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been used to enforce directors’ fiduciary duties'® and attack their defence tactics on a

take-over bid.1%8 o '

Canadian judges seem to have adopted the approach of Lord Wilberforce and look to the

expectations of the parties. Thus in Jackman v. Jackets Enterprises Ltd,™®® Fulton J.

ki e g . ers , L L
distinguished his finding in Diligenti and held that those who formed the corporatiof

had not intended that all would have an equal voice in management:

‘

"Mrs. Jackman's share were, in effect a gift, and there was never that

_relationship which would establish an equitable, let alone legal, right to be . C

consulted with respect to the management of the company

The majority shareholder had. breached the Companies Act requirements as to annual

&

general meetings and although this amounted to oppression it was not ‘'serious enough to

entitle the petitioner to have her shares purchased. The Judge used his wide remedial

-

powers undér the section and held that Mrs. Jackman would be adequé}ely compensated

by receiving financial statements and attending General Meetings.

)

-

These two decisions by the same judge show how fle&dble the statutory remedy can be

when coupled with the approach of Lord Wilberforce. Superficially the two corporations

©

were identical, the only distinction lay in the expectations of the parties:

154 See Redekop v. Robco Construction Ltd. (1979) 5 B.L.R. 58 (B.CS.C.) and Re
Little Billy’s Restaurant (1983) 2] B.L.R. 246 (B.C.S.C.). Both cases dealt with a
director’s conflict of interest. See also Appotive v. Computrex Centres Ltd . (1982) 16
BLR 133 (B.CS.C.).

. 188 Gee Re Union Enterprises Ltd (1985) 29 B.L.R. 128 (Director, C.B.C.A.) and -
Intersiones Monteforte S.A. v. Javelin International Ltd. (1982) 17 B.L.R. 230
(Q.S.C.). In the latter case the directors had spent large amounts of the corporation’s
money to, remain in control. The Court found oppression and ordered a receiver-
manager be appointed with extensive powers to carry out the affairs of Javelin. See
alse Sparling v. Royal. Trustco (1984) 24 B.L.R. 145 (Ont. C.A.), where the Court
held that "affairs of the corporation” in s.234 C.B.C.A. includes take-overs.
Therefore a failure to disclose material information in a directors circular can come
within the definition of "oppression" or "unfairly prejudicial conduct”, An English
court would apparently agree, see In Re a Company No 008699 of 1985, The Times,
January 18th, 1986. Noted in [1986] J.B.L. 77.

166 o (1977-78) 2 BL.R. 335 (B.CS.C.).
7 Ibid., at 338.

o
-
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*The relatlonshxp between the partxe S1 and’the purpose for which the company
was set up, must...be borne in mind."! }

°

In Re Sabex Internationale Ltée'™™® Gonthier J. refused to permit a majority shareholder
to use his_bare majority (he held 5?%) to oppress the minority through a rights issue
which would .further dilute the minority’s holding. Following ‘the approach of Lord
Wilberforce,. the Judge held that there had been an informal understanding that both

groups would share equally in decision-making:
B

-~

[L]es décisions se prenaient conjointement méme s’il n'y avait & I'origine’ aucune
entente formelle quant 2 la nomination des administateurs. Le Tribunal croit donc
qu'il y a lieu d'appliquer le ‘concept de "société incorporée” ("Incorporated .
. Partnership”) que I'on retrouve dans la jurisprudence anglaise."'0
Although this right was not absolute, the majority would have to justify any departure
A .

from the original understanding. The Judge found that, as there were alternative

' 1
methods of financing open to the company which would not dilute the minority interest,
there was no justification in this case for departing from the informal agreement.

? Pl

4.41 §.234 and Squeezing-Out the Minority
The most interesting development for the oppression remedy in Cax;ada has been its
application to "squeeze-out" mergers. Using the Vertical Short-Fom}_l Amalgamation
provision in s.178 C.B.C.A. a4 merger can be\arranged in such a way th;t the majority
recéive common shares in the amalgamated enterprise whereas tpe minority receive only
redeemable preference shares. The minority is squeezed Lgut when the shares are

.

redeemed.'®! The C.B.C.A. does provide a measure of minority protection in the case of

18 Ibid., at 339. It is clear that removal from office per se does not amount to
oppressive conduct sufficient to entitle a petitioner to have his shares purchased.
C.f. Re Cucci’'s Restaurant Ltd. (1985) 29 B.L.R. 196 (Alta. Q.B.) where the Alberta
Court of Queen’s Bench, interpreting 5.234 C.B.C.A., seemed to imply that dxsmxssal
from directorship:could never amount to unfairly pre;udncnal conduct. . - ‘,
l“’(1979)6 B.LR. 65 (QS.C.). *

Ibzd at 88.

! The procedure would work something like this: a corporation, usually after a

partxally successful takg over bid, would transfer the acquired shares to a shell
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.

_ an amalgamation; the holders of a separate class of shares are entitled to vote separately

¥if their right§ are altered.'®? But, as the minority were only common shareholders, they

L)
Q 1

were notdentitled to a separate class vote. R <.

C

To complicate matters the Canada Business Corporations Act, in common with the US.

“statutes which inspired it, provides a further "remedy" where amalgamation is proposed.

This is the so called "appraisal remedy" which, in essence, allows the shareholder to

-receive the fdir value of- his shares where the majority propose to make a fundamental

change to thé; enterprise.’®® The courts in Canada, therefore, had to decide whether a
dig .

LAY
Y

shareholder faced.with a squeeze-du_t merfer was entitled not only to receive fair value,
but also to prevent. the merge'r through claiming "unfair prejudice". In other words, is a

shareholder entitled to Ehallenge the substantive fairness of the merger?

'

This question, as we have already seen, was faced a ‘decade earlier by the Delaware
courts in the Singer v. Magnavox and Weinberger y. O.U.P. line of ,cases.!84 In Delaware,
Equity’s fiduciary’ duty was used to challenge the substantive fairness of the merger,

here in Canada it is the oppression remedy which provides equitable juri

Unfortunately in Canada, unlike Delaware, the litigation has not g

interlocutory applications and as a result the issies have not been fully ar ued.166

corporation, using its. votes in the target corporation to pass a resolution to
amalgamate the two corporations. The terms of the amalgamatidn agreement would
be that the shell corporation would receive common shares in the new enterprise
whereas the minority would merely receive redeemable, non-voting preference
‘shares or cash. After the amalgamation the preference shares would be redeemed
and, as the corporation was now a wholly-owned subsidiary it could be amalgamated
with the parent using s.178.

163 5 177(4) C.B.C.A.

133 gee generally, B. Manning "The Shareholder’s Appraisal Remedy: An Essay for
Frank Coker" (1962) 72 Yale L.J. 223; Coleman, "The Appraisal Remedy In
Corporate Freeze-Outs: Questions of Valuation and Exclusivity" (1984-85) 38 Sw.
L.J. 775; D. Fischel, "The Appraisal Remedy in Corporate Law" [1983] A.B.F.Res.J.
875.

184 5y, pra, Chapter 3. ‘

166 Sy, Carlton v. Maple Leaf Mills Ltd. (1978) 4 B.L.R. 300 (Ont. S.C.);
Alexander v. Westeel-Rosco (1978) 4 B.L.R. 313 (Ont. S.C.); Ruskin v. Canada Ali-
News Radio Ltd. (1979) 7 B.L.R. 142.(Ont. S.C.); Nasgovitz v. Canadian Merrill

108

3

Lid. (1980) 9 B.LR. 261 (QS.C.); Burdon v. Zeller’s (1981) 16 B.L.R. 59 (QS.C.); ...

r
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Despite bemg mterlocutory apphcanons the décisiops do nge some guldance to the

¥

approach of the Canadlan judiciary when faced with a squeeze -out merger. In some

.\

cases the judges have argued thaf® as the majority do not have the necessary 90% holdmg

v

which would permit- them to eliminate the minority pursuant to s.199(2), the
amalgamation is an impermissible attempt to do indirectly what they could not do

directly.18¢ ’ T <

The courts have also objected to the discrimination which the minority suffer by only

receiving redeemable shares. In Alexander v. Westeel-Rosco Ltd.,'®” Montgomery J.
’ .
looked to the commeon law rule’ from ‘Greenhalgh v. Arderne Cinemas Ltd'®® He*

concluded that, using Lord Evershed’s test, the inerger would not be for the "benefit of
V4
the company as a whole" because it would discriminate between majority and minority

shareholders: A . .

amalgamation would discriminate between shareholders of the same class\contrary to

I'd

5.24(3) C.B.C.A..170 . ¢

It is significant that injunctions were granted in the above cases, as one of the

. t
requirements of an injunction is that the applicant cannot be %dequately compensated by

/

~

Re Domglas (1981) 13 B.L.R. 135 (QS.C.). See also L.M. Schaef, "The Oppression
Remedy For Minority Shareholders" (1985) 23 Alta L.Rev. 512 at 514-516.

88 See Carlton v. Maple Leaf Mills Lid. (1979) 4 B.L.R. -300 (Ont. S.C.) and
Burdon v. Zeller’s (1981) 16 B.L.R. 59 (Q.S.C.).
167 (1979) 4 B.L.R. 313.
168 11951] Ch. 286, [1950] 2 AIE.R. 1120 (C.A.). <

9 Alexander v. Westeel-Rosco, supra, note 164 at 324. )

O Burdon v. Zellers Ltd. (1982) 16 B.L.R. 59 at 64 (QS.C.) per Bisaillon J.. "En
effet les actionnaires majoritaires ne sont pas traités sur le méme pied que les
actionnaires minoritaires, contrairement 4" ce que demande I'article 24(3) de la loi." a

kY

«



Rl

" “damages. This clearly implies that appraisal is not the shareholder’s only remedy and that

he is entitled to something mdre than the cash value of his shares.!™ -

Despite these interlocutory judgments which seem to uphold a shareholder’s right to
challenge an unfair merger, there has yet to be full judicial consideration of the issues

involved. A recent case which has yet to be reported, Brant Investments Ltd. v. Keeprite

Inc.,}™? does consider a shareholder’s position in an alleged squeeze-out. Unfortunately it

- does not concern an amalgamation using s.178 C.B.C.A. but a minority complaint that a

v

proposed rights issue was being used to force them out,

4.42 The Keeprite Litigation : . .

#‘§ v
Keeprite Inc. (Keeprrte) was a manufacturer of refrigeration and arr-condmomng

products. Inter-City Gas Corporation (ICG) is a diversified conglomerate which carries
on various busmesses One of its subsrdxanes, Inter-City Manufacturing Ltd. (ICM), was
engaged in the manufacture and sale of heating equipment. In April 1981 ICG made a
take-over bid for Keeprite conditional on receiving 90% of the -shares outstanding (its
intention being to use s.199 C.B.C.A. to create a wholly owned subsidiary). On failing to

obtain 90% the offer was varied and made conditional on obtaining 50.1%. As a result of

110

the bid 1€G obtained 64% of Keeprite. One of ICG’s considerations in purchgsing.

Keeprite was to integrate its operations with-ICM as they were both seasonal and, subject
to large fluctuations in product demand. Various attempts at harmonization failed and a
joint Keeprite-ICG task force was formed to consider full integration. The task force

reported to Keepyite’s board that there would be synergistic benefits resulting from a

- combination of the two companies’ operations and acting on this advice the board

3

Y1 Steel 1. in Carlton v. Maple Leaf Mills Ltd., supra, note 165 at 309 argued that a
*nerson is entitled to retain his property if he so wishes, except where theré-is a
riﬁht held by another to forcibly take it."

Brant Investments Ltd. v. Keeprite Inc. [1987]) O.J. No. 574 (H.C.).

@»
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appointed an independent committee to consider a proposed purchase of ICM’s assets by
4

Keeprite, The acquisition was to be financed by a rights issue.

P IS A

The ir;dependqnt committee reported that, subject to some conditions, the purchase
made good business sense and therefore, to facilitate t};e rights issue, a combined annual
and special meeting of shareholders was calle\d in ;Xpril 1983. It r;esolved by spe'cial
resolution to alter the articles of Keeprite by removing the limit on the authorized
common shares. Shareholders fepresenting 265,000 shares exercised dissenting rights on
the resolution and, in view of the serious financial consequences this dissension could
cause, the rights issue was delayed. At a board meeting in June 1983 the asset purchasef
and an offer of $9 per share to dissenting shareholders were approved. Five days later
the assets of ICM were acquired for $20M and -articles of amendment were filed to
permit the rights issue to go ahead. In August Keeprite applied to the court to set a fair
value for the disseniers shares who in return commenced proceedings under s.234., In

March 1984 the rights offering raised $22.3M of which $20.6M was provided by ICG.

' )
In their statement of claim the minority made a number of allegations of oppressive or

unfairly prejudicial conduct, alleging inter alia that that the terms of the rights offering
were made deliberately unfair in order to force the minority to dissent thereby achieving

v

ICG's original aim of obtaining 100% ownership of Keeprite.

Anderson J. had first to consider whether a shareholder who has exercised his right to

di§sent is thereby precluded from using s5.234 because s.184(11) states that a s{xareholders
righis "cease" after he has sent in his notice of dissent.!’® In interlocutory procee&ir;gs
Callaghan J. had permitted both actions to proceed seeing nothing inconsistent with
permitting a dissenting shareholder to exercise his appraisal remedy under s.184r and at

13 CB.C.A., 5.184(11) "Suspension of rights - On sending a notice under subsection’
(7), a dissenting shareholder ceases to have any rights as a shareholder oth?r than
the right to be paid the fair value of his shares” \

|
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the same time proceed as a complainant under 5.234.17% Anderson J. recognized that, as
he had found that the oppression action failed, he was not strictly concerned with the
matter. Obiter the Judge approved of Callaghan J.'s decision, but did recognize that there
was an anomaly involved:
"Assertion of the right to dissent, which is granted by s.184, logically implies a
decision on the part of the shareholder to sever his connection with the company,
recover the amount of his investment and be gone. Assertion of a claim under

s.234 on the other hand implies a continued in;erest in and concern for the
affairs of the corporation."”®

i

Yet this sggterﬁent is hardly consistent with the power in 5,234(3)f) to purcl{ase a security
Jholders interest. Under such an application the avowed purpose of the complainant is to
leave the corporation and "be gone". This is precisely the remedy sought by the
c;)mplainants in Keeprite. Their statement of claim did not ask for the rights is;ue to be

set aside or for another order which would enable them to continue as members. All the

complainant wanted was to be "cashed out",}™®

Anderson J. was in fact faced with a duality of actions under which a sharehoider could
%

obtain the fair value for his shares. First, he could exercise a right of dissent giving him

a statutory right to receive fair value. Second, he could allege oppression yet claim as his

only remedy that his shares be purchased by the company or the wrongdoers, again

receiving fair value.

&

This absurdity ¢comes from the attempt in the C.B.C.A. to fuse Anglo-American

corporations law. There is no appraisal remedy in the England and, therefore, the

174 Re Brant Investments v. Keeprite Inc. (1984) 5 D.L.R. (4th) 116 (Ont. S.C.). The
Judge noted 'that the definition of "complainant” in s.231 includes “a former
registered holder or beneficial holder of a security." C.f. McConnell v. Newco
Financial Corporation (1979) 8 B.L.R, 180 at 185 (B.C.S.C.). .
178 Ibid., at 38. T '

178 These are the words of Justice Quillen in Roland International Corp. v. Najjar
« - 407 A. 2d. 1032 at 1039 (Del.*Sup. Ct. 1979).

>
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statutory remedy includes the power of a court to purchase a petitioners shares.!”” It is"

the only {va'g he can receive fair value. If a shareholder has a right of dissent in Canada

o

and yet can alsp claim oppression, the court is faced with two actions where all it is

required to do is assess fair value. The courts in Canada are thus in exactly the position

that the Delaware courts found themselves after Roland International Corp. v. Najjar,}™

.

d,1m® permitted a shareholder to bring an action in equity

a case which, as will be recalled,

where his only claim was that he had not received fair value in a cash out merger. The

Delaware Supreme Court attempted to fuse the two actions by overruling the "business

180

purpose” test from Singer v. Magnavox, and in doing so it brought into doubt a

shareholders right to challenge an "unfair" merger. Canada is on the edge of the same
[«} .

o

precipice. Were her courts to react with similar venom, the oppression'remedy would be

rendered impotent.

/

A s

In the author’s view the appraisal remedy and oppression remedy concern different
. A »
claims by the shareholder. In the former case, the minority’s cry to the majority is "OK,

S'ou can do what you propose but don’t expect me to remain a shareholder". In the latter

°

case their cry is "You can’t do it because t'aint fair".!®! Appraisal is not concerned with

the substantive fairness of the transaction, it merely provides an escape> route for a

-

dissident shareholder. Thus in those few cases where a shareholder has a right of dissent

Vd

under s.184 he is not denied s.234 relief but if he merely claims, a§ the minority in

Keeprite diq, that his shares be purchased, then the proper course is for his s.234

o

petition to be struck out. ; - .

T /\ L } |
| 18 . ' » :
Y71t is, in the case of a private_company where there 4s no market for his shares,
the only way a shareholder can obtain fair value, Indeed this is the remedy most
commonly requested -in the private company context.
178 Supra, notCl 76.
179 See, supra, Chapter 3. .
See Weinberger v. O.U.P. 457 A, 2d. 696 (Del. Sup. Ct. 1983).
1 The minority owes his vocabulary to Welling. See B. Welling, Corporate Law in
Canada: The Governing Principles (Toronto: Butterworths, 1984) at 529,

3
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There isa s)tnkmg parallel between the state of the law presently in Canada and that in

S

Delaware during the Singer/Weinberger era. It permeates Anderson J’s judgment. It will

be recalled that the Delaware courts struggled to determine whether or not a shareholder

4

could prevent unfair mergers which caused him to be "squeezed-out” of the enterprise.

The court Dcopcluded in Singer that he could do so where the sole purpose of the merger
[:] -

was to-effect a gqueeze out. The claim by the minority in Keeprite that a rights issue was

part of a deliberate plan to exclude them raises this same issue.

e

Anderson J. found he had to undertake the same exhaustive review of the business

182 45 that performed by the Delaware Supreme Court

merits of the impugned transac%on
in Singer.!®® Here the existence of the independent committee set up by Keeprite
assumed paramount importance for, if the Judge were to find independent opinion

u

approxgng the business' purpose of the merger, he would not be forced to substitute his

(=]
own business judgment for that of the board of directors of Keeprite.}84

After a lengthy and detailed examination of the recent-history of Keeprite Anderson J.

@

concluded that there had been no oppression°because it‘liad not been the intention of the

respondents to "trigger" minority shareholder dissent: 185

)

182 Keeprife, supra, note 172 at 81: "I am unhappily conscious that in my review of
the impugned transaction I have been led to do that which I have said a court
should not do: examine the minutiae."

183 380 A.2d. 969 at 976 (Del. 1977): "It seems to us that the approach to the
purpose issue should be made by first examining the competing claims between the
maJornty and. minority stockholders of Magnavox."

4 The Judge placed a lot of emphasis on the evidence of McKay, a director of
Keeprite &ho was initially "cool”" about the proposal but "[a]s the impugned
transaction was ultimately developed, his objections to it were overcome and he was
prepared, as a director of Keeprite, to recommend it as being beneficial to Keeprite

(,and its shareholders." Keeprite, supra, note 172 at 63.

The Judge seemed to favoyr the respondents’ submission that "oppression"
requires bad faith, He found that in every case to which he had been referred in
which oppression had been made out there was always "a.finding of conduct clearly
inconsistent with good faith and honesty."(/bid., at 74). He accepted that, as he had
found no oppression in this case, there was no necessity to decide the issue.
However, he was "skeptical” of the submission that bad faith need not be shown.
The view that a petitioner needs to show lack of probity on the part of the

oppressoWerous judicial addition to the wording of ~Ethe section. It is

3
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"The record does not establish any of the grounds.of oppression enumerated in
$.234(2). There were valid corporate -purposes for the transaction,"'%
It had not been ICG’s plan to exclude the minority. This, the judge said, was shown by
ICG’s variation of the initial take over offer from 90% acceptance to' 50.1%. Further;
the judge found that "far from wanting the minority out, ICG and Keeprite would have
L)
welcomed participation in the equity: offering."'87 In other words, unlike Weinberger,

there was no "smoking gun" indicating unfairness.

So, as with Singer a decade ago, the judiciary have been called upon to enquire into the

-

purpose of a transaction. The future for Canada in this respect looks bleak. Precious

) court time will be taken up with experts arguing for and agains{ a particular corporate

decision. The Lawrence Committee's worst fears will have been realised!®® and the

3

judiciary will be asked to undertake "the management of the "brewhouses of the

-

. Kingdom".

4.43 The Solution

-

‘It is submitted that the "inquiry into the minutiae" undertaken by Anderson J. would

I3

have been unnecessary were the court to have adopted the "reasonable expectations” -

approach advocated by the author. The Court should have looked at what the minority

" were in effect arguing through challenging the rights issue. Their claim was that they

had a reasonable expectation that their pro rata share of Keeprite would not be unfairly

diluted.’®® The "unfairness" here was that, in order to maintain their pro rata share, the

furthermore inconsistent with those cases attacking squeeze-out mergers for it
assumes that the majority are in bad faith through wishing to remove the majority.

v 188 g, at 79, '
187 Ibid., at 72.
188 Thus vindicating the Lawrence committee’s view that an oppression remedy is a
"complete dereliction of the established principle of judicial non-interference in the
management of companies.” Lawrence Committee, loc cit, para. 7.3.12.
189 This claim is consistent with a number of cases, notably Re Sabex -Internationale
Ltée (1979) 6 B.L.R. 65 (Q.S.C.) in Canada and Clemens v. Clemens Bros. Ltd.[1976]
2All E.R. 268 /M\&& U.K.. See also, Re Jermyn Street Turkish Baths (1970} 1 W.L.R.
1194 and Journet v. Superchef Industries Ltd. (1985) 29 B.L.R. 206 (Q.S.C.).

L4
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A
minority would have had to more than double ‘their investment in Keeprite in .order to
make a purchase of assets which, they claimed, was only beneficial to ICG.
There is a contrary expectation. Are the majority not equally entitled to expect the
LI \ -

minority to pull their weight and contribute further funds when necessary’?190 The

corporation needed ref iﬁancfng and the courts analysis should have been confined to

116

examining first,/whether the majority explored alternative methods of refinancing which

would not have 'diluted the minority holding and second, the terms of the method

chosen. The minority are entitled to expect that the corporation attempt. any reasonable

financing alternative which does not affect their own investment. The majority,

however, are equally entitled to expect that the minority will make a contribution if a

rights issue is needed. T .

This approach was followed by the judge in Re Sabex Internationale Ltée.}®! He Tound

that, althouéh financfng was needed the bank had not specified that a rights issue was

1

.
necessary nor that its terms were fair:

"[L]es banquiers n’ont fait aucune exigence qpant au mode de la mise de fonds et
le prix de 5c Paction n’a pas été justifié. Les intimés n’ont donc Iiustit‘ié ni
I’émission proposée ni ses conditions bien qu'ils aient tenté de le faire." -

- &
Q

With this approach proper purpose is not addressed, the court is merely fulfilling its role

as the interpreter of an immensely.complex contract. To determing the contract’s terms

the judge must transcend the articles of association and-look to the consensus ad idem of

the parties, embodied in their reasonable expectations.

There is inevitable conflict between a broad equitable remedy and the power of those in

control of a corporation to manage its affairs. Canada has started to address this coni’iict

I90 T.e issue is an old one. See Brown v. British Abrasive Wheel Co. [1919] 1 Ch.
290 wuere a 98% majority attempted to exproprxate a 2% minority who would make
no further contribution to the company.
191 1 (1975) 6 BLR. 65 (QS.C.).

% Ibid., at 90. |
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just as the Chancery courts of Delaware did ten years before them. It is to be hoped that

“

they will not be distracted by the same: desire to evaluate a proposed transaction’s proper

corporaté purpose.

4.5 The Proper Approach to the Remedy - ' ) .

t

Following the lead of South Carolina several U.S. states have ir_xcluded an oppreésion

v

remedy in their corporations laws.®® The majority o@\these "new wave" American

corporations statutes are modelled on the Model Business Corpotations Act Close

Corporgtions Supplement which provides a general equitable remedy similar to the

English or Canadian provision.!%*

k3

_An instructive example of this statutory approach in the U.S. is the recent Minnesota.

-

*gﬁy i}
“+Business Corporations Act.!® The primary protection afforded noncontrolling

<

shareholders is provided by s.751 which authorises equitable relief when those in control .

of the corporation have acted in an "unfairly prejudicial® manner toward the

nonconctrolling shareholders. The intention of those who drafted the section is clear,

195 5 C. Code”Ann., ss. 12-22.15, 12-22.23, . ) .
19¢ ABA. - ALl Model Bus. Corp. Act Close Corporation Supplement (1984

revision) s8.40:, .
8
(8) Subject to satistying the conditions of subsections {¢c) and (d), s shareholder of a statutory close
corporation may petition the [name or describe] court for any of the relief described in section 41,42, or
48 if: i
(1) the directors or those in control of the corporation have acted, are acting or will act in a manner
that is illegal, oppressive. frauduldent, or unfairly prejudicial to the petitioner, whether in his
capacity as shareholder, director, or offficer, of the corporation;
(3) the directors or those in control of the corporation are deadlocked in the management of the
corporation's affairs, the shareholders "are unable to break the deadlock, and the corporation is
suffering or will suffer irreparable injury or the business and affairs of the corpoaration can no
longer be conducted to the advantge of the shareholders geneérally because of the deadlock; or V¥
(8) there exists one or more grounds for judicial dissolution of the corporation under [MBCA s.

14.80]

“

195 Minn Stat. ch. 302A. For a detailed discussion of the provision see Joseph E.
Olson, "A Statutory Elixir for the Oppression Malady" (1985) 36 Mercer L.R. 627.

~



0 . "unfair prejudice” is to be equated with a violation of the parties "reasonable

expectations™

"The law is now clear - minority shareholders have a right to relief from
“mistreatment” that exploits their vulnerability and' defeat{ their reasonable
expectations.”

&

4
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The unequivocal link between the shareholder’s equitable remedy. and his -reasonable

expectations has been made. The courts must look, not to the purpose for which a

ty

-

delegated power has been used, but to the effects of the power's exercise upon the

minority. The key to defining what conduct is unfairly prejudicial, therefore, is the

impact that the conduct has on the minority.!®”

This approach to the remedy, ironically provided by the newest jurisdiction to embrace

its application, escapes an examination of the'corporate purposes served by a particular

majofity decision. The court is enforcing the bargain struck by the parties and, whilst

some expectations will be common to all minority shareholders, the reasonable
. ] !

expectations of a particular shareholder will vary with the circumstances.

-

The shareholder’s right to be fairly treated is being uniformly interpreted to encompass

his reasonable expectations. The Securities Commissions here in Canada have used their

wide discretionary powers to transcend the start made by the courts, The Ontario
Securities Commission has stated°that a "squeeze-out" merger may not proceed unless a

majority of the minority have voted in favour of it.!% The majority of the minority

_requirement has since been applied to all going private transactions.'®®

1% Olson ,supra, at 633. Professor Olson drafted the 1983 Amendments to the an
Bug. Corp. Act. .
. 19’ L 1bid., at 640.
Sce In re Cablecasting Ltd. [1978] O.S.C. Bull. 37 (February).
® 0.5.C. Policy 9.1, 3 CCH Can. Sec. L.Rep., para 471-901, The rule was applied
in In M. Loab Ltd. [1978] O.S.C. Bull 333 (December), where the O.S.C. said, at
, 348: .
@ "When the company that now wishes to go private sold its securities to the
¥ . public it accepted certain obligations of so doing; one of those obligations
is to deal fairly with those members of the public who have invested in the
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The approach of the Securities Commissions. highlights the universal application of
shareholder expectations'. The current trend of limiting the statutory remedy in the U.S. .
to private or closely held corporations is wrong.2® Securities commissions are by their
very nature concerned with issues to the public and the commissions have recognised -
that the mere existenf:e of a market for shares is not a-sufficient safeguard against

unfairness. The public is entitled to mote than this. “

[y

The needs of a shareholder in a close corporation, it is true, vary from those of a
participant in a publi‘c-enterprise. As the M.B.C.A. Close Corporations Supplement quite
properly recognizes, he may wish to take over the running of the undertaking"‘01

provide for supermajorityl agreement on certain issues.??? However, just because
-oppression is more visible in the close corporation is no reason for limiting equitable
relief to this area. Particularly in the context of a take-over bid or squeeze-out merger a
minority shareholder in the public corporation?is also vulnerable to being short-changed.

by a majority acting in its own self-interest.

corporation. It is fairness that policy 3-37 is directed to, and it is not for
the majority to make that decision by majority vote."
See P. Anisman, "Majority-Minority Relations In- Canadian Corporation Law An
- Overview" (1986-87) 12 C.B.L.J. 473 at 489.

90 For a critical assessment of the recent trend toward special close corporation
legislation see D.S. Karjala, "A Second Look at Special Close Corporation
Legislation" (1980) 58 Tex. L. Rev. 1207. Karjala isolates two approaches to special
statutory treatment of the close corporation. The first approach is to merely give
statutory recognition to a unanimous written shareholder agreement. This was the
approach of _North Carolina. The second is to provide specific sections applicable
only to the close corporation, either as part of the General Corporations Act or in a
special supplement. This is the approach adopted by Delaware and the M.B.C.A. His
criticism of both approaches is that, by attempting to create the model close
corporation, the statutes create a legislative fetter on the ability 6f a judge to
provide an equitable solution:

"[N]o statute can eliminate the need for judicial sensitivity when the partxes
have tried to plan carefully but facts have changed, new parties have
entered the scene, or relationships unforeseeably have broken down." Ibid.,

at 1268.

201 gee A.L.L - A.B.A. Model Bus. Corp., Act (1984 Revision) Close Carporation
Supplement, s. 8.01, which permits a close corporation with less than 50 members to
dxspense with a board of directors in whole or in part.

2 Ibid., at 5.10.21 and 10.22. In many respects these provisions reflect the contents
of a partnershxp deed. See also Delaware Code Tit. 8 Ch.l s.355(a) which permits

°  the shareholders of a close corporation to provide for dissolution "af will".



The public/private corporation dichotomy is too simplistic.® Some very widely-held

corporations can, in substance, resemble private companies. To give a recent example, in

a very well publicized battle for control of Canadian Tjre, a major Canadian . ,
corporation, *tﬁe public shareholders who owned Class A non-voting shares were
deliberately excluded from sharing in the proceeds of sale. Under the share structure of
Canadian Tire the founder’s family retained voting control but held only 2.5% of the
capital, the balance being provided by the Class A shareholders. Was Canadian Txre
‘therefore, a private or public corporation? It exhibited 'ane of the essential characteristics

©

found by Lord Wilberforce in the Ebrahimi case and by the éourt in Donahue namely

EN

"integration of ownership and management'*® and it is this, and not designation as a -
private or public company, which creates the environment in which oppression may
—occure. The Canadian securities commissions recognized that the minority205 had been .

treated unfairly and prohibited a sale which.did not allow public participation.?®

*
° <

Both the courts and the administrative agencies which regulate the securities market have
: N ) ; )
been drawn to a wide definition of fairness which favpurs a minority's expectations over

-

the exercise of a legal power delegated to the majority. .

205 gee L.D. Soderquist, "Reconciling Shareholder’'s Rights and Corporate
Responsibility: Close and Small Public Corporations” (1980) 33 Vand. L. Rev. 1387.
Sonderquist rejects the traditional framework for distinguishing between public and
private corporations ie. distinguishing on the basis of whether or not the corporate
shares are generally traded in the securityies markets. He argues that the rationale
for the distinction is the relationship of shareholders to the corporation. In the close
corporation this is the relationship of traditional owners, while in public
corporations it is that of investors. This definitional problem has had to be faced
both by the courts and those legislatures which have special close corporation
statutes. See Lord Wilberfolce's attempt to define when a court would subect legal
rights to equitable considerations in Ebrahimi v. Wesbourne Galleries [1972] 2 All
ER. 492 at 379; cf. the approach of the Massachusetts Supreme Court toward
defining a close corporation in Donachue v. Rodd Electrotype Co. of New England
Inc. 328 N.E.2d. 505 at 511. (Mass. 1975). M.B.C.A. Close Corp. Supp. s.3; Del Code
Tit. 8 Ch.] 5.342,
204 Bonahue v. Rodd Electrotype Co. of New England Inc. 328 N.E.2d. 505 at 51I.
gMass 1975).

Although it is hardly appropriate to refer to the Class A shareholders "in
Canadma Tire as a minority as they held the overwhelming majority of shares.

% In re Canadian Tire Corp. Ltd. (1987) 10 OS.C. Bull 858 affd. 10 O.S.C. Bull.
1772,
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CHAPTER V
B R - L
S '
ION - FAIRN A REASONABLE EXPECTATION’

«

Comparative legal study reveals both a reassuring similarity between the problems

. various legal systems have to face and a disappointing reluctgmce on the part of those
systems to look further than their own borders for a solution. Nowhere is this better

. illustrated than in the context of corporations law where three Common Law systems

have unwittingly converged in an attempt to protect the minority shareholder.

—
Q

Once commercial flexibility demanded a dynamic organizational structure for the
i)usiness enterprise, the shareholder saw his role in his corporation decline. As the courts
on both sides of the Atlantic were frustrated in their attempts to protect an individual
shareholder’s voice within his company, he ceased to be fundamental to the decision

¢

making process and had to accept that the views of-the majority would prevail.

i

Majority rule cannot be an instrument of tyranny. A legal system must adeq

balance the need to facilitate dynamic decision making processes against a shareholder’s

E .
- right to be treated fairly by the omnipotent majority. The minority is in need of

protection when a delegated power has béen abused. -

" This paper has examined two approaches to protecting the minority and both have
different strengths. The fiduciary duty is, like all equitable tools, both flexible and
adaptable: although originall\y applied to A_sale of corporate assets at an unf;tir price, it is
equally capable, a century later, of challengihg unf;ir director’s dctions when ~det‘ending
a take-over bid: It has one further advantage. Because the fiduciary duty is used to
provide a restraint over the actions of the board of directors it wouldwbe consistent to

c ‘ use this same protective device to restrain another corporate body when it undertz}kes

* -

managerial functions. As the'modern corporation may act through two organs (the board
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of directors and the shareholders in general meeting), it is submitted that when either

body exércises delegated powers, they be subject to identical equitable restraint. It is the

great advantage of the fiduci_ary duty that, as it is imposed on a recipient of a power, it

can be applied to director ang majority shareholder alike.

—The fiduciary duty’s very flexibility is also its_ disadvantage. During the centutry of its
application in the United States, this notion has evolved and developed to such a extent

that it is almost impossible to state the content of the duty. After all, a duty which is .

2 ’

uncertain is no duty at all.

The rstatutoryf remedy, by contrast,' sn‘xffe;.rs from the opposite affliction. By ancoring the
court to the' interpretation of a statutory section, the remedy imports gn unwelcome
fetter upon a court of equity. This attempt to provide a legislative solution to a judicial
problem }s poth rigid and inflexible and therefore incapable of responding to the

complexities of the corporate world.

\ \ + -
The law, as so often in the past, is faced with the choice between two courses: one

course. is relativelyﬁfedictable and administrable; it is also conceptual, formal, and in its_

results s:illy. The other is relatively functional and sensible; it is also unadministrable,
unpredictable, and in its results unworkable. The English oppression remedy ‘giving relief
‘only if ihe majority’s actions fit the narrow statutory wording follows the first course;
the fiduciary duty providing a remedy whenever a court finds unfairness follows the

“second. And the law rocks between them.

~ S
Oblivious to developments outside their jurisdictional lines, like ships passing in” the

o

night, Britain and North America are each moving off into the waters the other has
already chartered. In England the judiciars} have rediscovered the fiduciary duty's
application to the shareholder. In the United States more and more states are including a

statutory remady in their corporations laws.
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The majority of the new American corpogations law statutes apply the remedy only to
close corporations. Equally it has been argued that the fiduciary duty concept adopted in
the Donahue and Clemens cases should not be applied to public compar;ies where the
essential bonds of mutual good faith and confidence which form the basis of the duty do
not.exist. Whereas in the close company there is a blurring of ‘the management and
ownership roles, in the public company distinct separation between shgre ownership and

-

management functioning is the norm.
s

a

The author would argti‘e»tl/at to restrict either the fiduciary duty -er an oppression
remedy to the close corporation is to once again elevate form over substanc;e. Just
because ;ppression is more visible in the close corporation is no reason for limiting
equitable relief to this ;lrea. We have seen that, particularly in the context of take-over
bids or "squeeze-out" mergers, a minority shareholder in the public corporation is also
vulnerable to being short-changed by a majority acting in his own self-interest. s
Oppression does. not stop merely because the company is "public®. A widely-héld
corporation in which management and ownership are vested in the same group as, for
example, in a-subsidiary wh;are the parent corporation owns a majority of the shares and

appoints a majority of the board, resembles a private corporation. Again the minority

are susceptible to capricious acts of the majority. To deny them equitable relief is to

_limit the extent of their rights to receiving the appraised value of their shares. Courts in

both Canada and Delaware have refused to be so restrictive. They recognize that a

shareholder has a substantive right to wider equitable remedies which can inclilde,' in

certain cases, enforcixié his right to remain a shareholder,

Oppression is not concerned with the characteristics of a close corporation, but is likely

to occur whenever an organizational structure permits the majority “shareholder to

I'See S.J. Leacock, “Close Corporations and Private Companies Under American and
English Law: Protecting Minorities” (1982-83) 14 Lawyer of the Americas 557 at

573 i
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exercise a delegated power without the consent of the minority. Oppression, in other
words, involves an abuse of power. Corporations statutes permit a specified majority of

members in both public and private companies to exercise delegated powers, therefore

both types of business enterprise deserve the attention of equity._

In the author’s view there is a need to subject the actions of corporate controllers to

‘general equitable limitation regardless of which body they care to act through. It.is

/
irrelevant whether this limitation is achieved through a broad statutory remedy or

flexible common law rule. Both have their strengths, both have their weaknesses, What is

Vs *

Pultimately important is the attitude of the judiciary upon whom the eff icacy of a legal

rule must rely. It is' no longer sufficient for judges to refuse to decide shareholder
disputes, they must take an active role in a corporation’s affairs and if t‘Ley are not

prepared to do so then they must be replaced by a panel which will, -

A general fiduciary duty or an adequately. worded oppression remedy provide ample
protection‘ f or.the minority as long as those who intergret the rule are prepared to give it—
maximum effect. On those occasions when it has been tried the. judiciary have been
frightened off. The Delaware Supreme Court linked\tl\eir inquiry to the purpgses for,
which a delegated power was exercised and in so doing became embroiled in corpo;ate

policy. A similar judicial preoccupation with bona fide purpose seems in prospect for

Canada. - v
~ .

It is-the\_judiciary’s approach once asked to intervene, and not the legal formula

perniitting judicial intervention, that is important for a minority shareholder.

If a legal system is to provide adequate protection for the minority shareholder whilst at

the same time refraining from interference with corporate policy, then the approach of

the judiciar-y should be to examine the "reasonable expectations” of 'thqse who own the

- ¢
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enterprise. In other words a judge must look not to the purposes for which a power was
2 A

exercised, but to its effects on the members. 3

Inquiry into a shareholder’s reasonable expectations is to be favoured over recent
attgmpts to articulate a shareholder’s "Bill of Rights".2 This ‘approach is too rigid. All

public and all private companies are the not the same. The rights and expectations of the
A

parties will vary with the. context and the law¥must respond by enfOrcing the bargain

struck by the parties, regardless of whether this B formally contained in the corporations

']
constitution. A corporation is more than a mere legal entity with a personality of its
own. The law must recognize that behind it, or amongst it, there are individuals with

rights, expectations and obligations which may not be made subservient to the wishes of

the controlling or majority shareholder.

4See e.g. William L. Cary, "Federalism and Corporate Law: Reflections Upon
* Delaware" (1974) 83 Yale L.J. 663 and M.A. Chirelstein in The Role of the
' Shareholder in the Corporate World, in Hearings Before the Subcomm. on Citizens
and Shareholders Rights and Remedies of the Senate Comm. on the Judiciary, 95th
Cong., 1st Sess. 264 (June 27,28, 1977).
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