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Chapter 1 – Partnership law principles
Varieties of business organisations (001)
Business must choose between:

1. Sole proprietorship

2. Partnership

3. Business corporation.

Partnership can be general, limited (LP) or limited liability (LLP)

Sole proprietorship (001)

Oldest and simplest.

Generally small but do not have to be. 

Thousands of new ones registered each year.

One man does all the decision making. 

Only SP’s not carrying on business under the owner’s true name are required to register under the business names act, so actual # of SP likely much higher than registration numbers suggest. 

Easy to form and dissolve, so are popular, but do not have advantages of the one person corporation, the SP is personally liable for all debts, unincorporated business has no individual personality. 

Partnerships (002)
2 or more carrying on business for profit. 
Not much work to form or dissolve, but must register with business names act. 
PA says that must give notice to creditors if a partner retires. 

Flexible structure, but the partners have unlimited liability (jointly and severally) for the debts of the partnership. 
Can limit liability by becoming a limited partner, but then are excluded from full role in management. 

Partners in professional firms can form LLP whereby you limit your liability for negligent and other described wrongful acts of other partners, and can still play full role in management. 

Can form a partnership between incorporated companies, then will circumvent some of the disadvantages of unlimited liability for general partnerships, but still play full role in management. Even though in general partnership there is unlimited liability for partnership debts, if the corporation (which is one of the partners) has few assets, that will limit the liability.

Business Corporations (003)

Own legal personality, separate from SH, directors and officers. 

True even for one person corporation. 

Sue and be sued in own name, enter into contracts. 

Perpetual succession. 

SH are not liable personally for the debts. 

Incorporation needs gov approval, must file documents and adopt a corporate constitution, file annual returns.

Incorporate federally, or get extra provincial license to operate in other provinces. 

Fees for filing etc on p3.

Must register under business names act. 
Must hold meetings to elect directors and give SH’s info, but there are simplified requirements for one person corporations. 

Corporations are, b/c of the liability rules, the best for business, but

Professionals can operate under them in many provinces. 

May not be worthwhile to incorporate if only a short term venture. 

May form a partnership with underlying corporation status.

May be tax advantages to not incorporate ( LLP may be better in some cases. 

Some SP may not realise how much better incorporation is, and that it is not that hard to do. 

The history of partnership law (004) 

Unlike in Canada, in England, under the LLP act passed in 2000, a LLP has a corporate personality and is not a “partnership” under the 1890 Partnership Act. 
All Canadian provinces have copied the partnership act from England. 

The acts generally have the following parts:

1. Nature of partnerships
2. Relation of partners to persons dealing with them

3. Relations of partners to one another. 

4. Dissolution of partnership

5. Miscellaneous. 

Partnership act is not a complete code, CL rules still apply where they do not conflict. 
Definition of partnership (005)

Sections 2, 3 and 4 of the Partnership Act now defines partnerships. 

Historically, was unclear whether right to share in the profits made you a partner. 

Grace v. Smith (1775) said that if share in profit then should share in loss. Waugh v. Carver (1793) agreed and said that if you share in profits then should bear liability as well. 
This changed in 1860 and hence the current statutory definition. 

Cox and Wheatcroft v. Hickman (HL 1860) (006)

Facts:
· Steel business runs into trouble. Creditors form board of trustees to run business and pay off creditors before handing it back. C and W were two of the trustees initially, but then were no longer. After that, the replacement TE’s incurred debts to H. Then H sued the steel company for money, and named C and W as defendants. 
· H said that C and W were partners and so were liable. 

· C and W argued that they were not partners, and only had an interest original to the debts which they were trying to recover i.e. after that, the company would go back to the original owners. 

· C and W said, what if the steel company suddenly made a huge profit, they would not get it, they would take their debts and leave under the contract, so they cannot be liable for the debts of the company. 

· C and W said that you must have an ongoing arrangement to share in the profits to be a partner. 

Issue:
Where C and W partners and therefore liable?
Held:
Yes they were partners and were liable.
Ratio:
It is a question of interpretation of the contract to determine whether “partners” are agents for each other, and if they are, they bind each other. 
Discussion:
Blackburn
· C and W are liable. 
· Is a question of interpretation of the deed, did C and W give the TE’s authority to bind them in contract while running the business?

· Is a question of agency, what was the intention of the contract when the creditors set up the trust to run the company. 

· Prima facie position is that partners do act as agents for each other. 

· Unless those who deal with the firm have notice that the partners do not bind each other, then they can sue all of the partners. 

· Says that under the deed, C and W are partners in so far as third persons are concerned. 
· Finds that they would have gotten the profits under the deed, so must bear the losses. 

Cranworth
· Partners act as agents and bind each other. 
· They can specify who will enter contracts, and who will be liable, but must give notice to third parties if third parties are to be bound. 

· Public can assume that partners can bind eachother.

· Does not matter that third party did not know that the person they were contracting with had a partner, they can still sue the partner.

· It is not the right to share in profits that makes the partner liable, but that fact that the other partner acts as his agent and carries the trade on on his partner’s behalf. 

· So the agency probably means that can share in the profits, but it is the agency not the right to profits which means that the partners bind each other. 

Notes

· Our Partnership Act now says that sharing in the profits alone does not make you a partner, but is evidence of it. 
· Lending money to a person for use in trade does not make you a partner. 

· In Pooley v. Driver (1876) the lenders of the loan went a bit further in the lending contract than just lending, and made themselves partners whether they intended to or not. 

A.E. LePage Ltd. v. Kamex Developments (Ltd.) (Ont. C.A. 1977) (011)

Facts:
Real estate agent sued for commission under listing agreement when apartment building was sold. The judgement was given against the defendant “appellants”, but not against the corporate defendant Kamex.
The “appellants” purchased the property, and then the company was incorporated to hold the property in trust for the “appellants”. 

The “appellants” decided to sell the property and agreed to not have an exclusive listing agreement. One of the appellants, March, then entered into such an exclusive agreement with the plaintiff. March said he had authority to enter into the agreement on behalf of his partners. 
Issue:
Were the “appellants” and Kamex partners, such that Kamex is also liable?
Held:
They were not partners, they never intended to be. 
Ratio:
Intent, and the nature of the actual relationship determines if you are partners. 
Discussion:
· The mere fact that the property was owned in common and with a view to a profit does not make them partners i.e. this is what the act says. 

· It depends on their intentions. Did they intend to “carry on business” or simply to provide an agreement for the regulation of their rights and obligations as co-owners. 

· There was no intention in this case, they are just co-owners. 

· If there is the intention to allow each party to deal with his share as he wants, then that is not a partnership. The property in a partnership is not divisible amongst the individual partners.  
· Partners cannot transfer their interests in the partnership property to others. 

· In this case they specifically kept their interests separate for tax purposes. So they each had separate interests, it was not a single property held by the entire partnership. 

· They had to give the other owners right of first refusal if they wanted to sell, but that does not make them partners, it confirms their co-owners status. 

Notes

· Lansing Building Supply v. Ierullo: agreements said that they were co-owners and not partners. Building supply company sued the other “owners” for unpaid products, Kamex was distinguished b/c property was held as tenants in common, profits were to be shared, and the ability to deal with your individual interest was restricted. Conduct of the parties was also akin to that of partners. 
· How is third party to know, should he get each owner / partner to sign the invoice?
· S.7 of PA says that partners bind eachother. 

· If the partner says he has authority to bind the others, and he does not, that is breach of warranty of authority, damages explained in Wickberg v. Shatsky. 

Legal Personality of Partnership (016)
Thorne v. New Brunswick WCB (NB CA 1962) (016)

Facts:
T and R in lumber partnership. They signed up with WCB and made the payments. T was injured. Applied to WCB for compensation. 
Issue:
Was T a workmen employed by the partnership making him eligible for WCB.
Held:
No – cannot have a K with yourself and a partnership is not a separate legal entity. 
Ratio:
Partnership is not a separate legal entity. 
Discussion:
· The PA essentially codified the CL and equity. 
· Under the CL, the partnership had no separate legal existence.

· You cannot enter into a K with yourself. 

· T says that partnerships are separate legal entities, so he could be an employee. 
· T relies on cases that have found trade unions (formed under statute) to be separate legal entities.

· A writ may be issued against partners in the name of the firm (Worcester City v. County Banking, Rules of Court, 7). 
· The partnership act of NB does not make partnerships a separate legal entity. 

· The UK act says that in Scotland a partnership is a separate legal entity, but the NB act is a copy, but without that provision, which suggests that the other provisions of the NB act do NOT form a separate legal entity. 

· Pollock on Partnerships confirms that in England, although you can sue the partners in the firm name, the firm is not a separate legal entity. 

· The English case of Ellis v. Joseph Ellis & Co. is right on point and said that could not be both and employer and an employee, and that a partnership did not have a separate legal personality, so could not recover from WCB.
Notes 

· There can be an employer employee relationship between a corporation and its dominant SH (Lee v. Lee’s Air Farming).
· Any change in the partners changes the identity of the firm. What is the property of the firm is the property of the partners, likewise for liabilities. A partners can be the debtor or creditor of his copartners, but not of the firm. A partner cannot be employed by the firm. 
· Partners can change the default position by agreeing that death of a partner does not end the partnership, that the name continues, and that so do contracts with employees (staff). So can draft around some, but not all difficulties. If the partnership becomes insolvent, then have to se the individual partners. 

· S.8 ( can use firm name on instruments, but this is just for convenience, has no substantive consequences. 

· Starting at s.35, PA deals with dissolution. 

· Under the ITA, a partnership is treated as a person resident in Canada for the purposes of calculating partners income, but the partnership is not separately taxed. 

· Partners must defend law suits together in Ontario but not in BC (Rules of Court, 7(3)).

· What if new partner joins, his he liable for debt which arose before his time? Rule 7(6) says that can execute against partnership property, so seems so. 
· Some commissions have recommended conferring legal personality on partnerships. 

Conduct of the Business of the Partnership (024)

Relationship of the partners (024)
Based on equality, consensualism, good faith and personal character of the partnership. 

Equality

Share equally in profits and losses. 
Right to participate in management, access books, share information.

Note that in corporation SH does not have inherent right of management, must be a director or enter into a “unanimous SH agreement” e.g. CBCA s.146.

Partners are agents of each other and their acts bind one another. 
Act is not clear on whether each partner has to play a role in management, PA allows partner to apply for dissolution if other partner not helping in management.

Consensualism (consensus, not consent)
Rights and duties can be modified by consent, similarly for adding partners. 

One partner can resign from the partnership, but cannot be expelled unless agreement stated the terms for expulsion, or unless get court to order removal of partner. 
s.27(h) says that in “ordinary matters” you only need agreement of a majority of partners. 

Fiduciary Character

Meinhard v. Salmon: partners are trustees with fiduciary relationship.
s.22(1) of the PA extends this duty to all those in the firm. 

Personal Character

Cannot just transfer your partnership share. 

Is automatically dissolved on the death or insolvency of a partner – contrast to the perpetual succession of a corporation. 
So partnership can be unstable, but can contract out of these terms to make it stable.

Agreement should cover the admission of new partners, retirement of old ones, effect of death and bankruptcy, who does what, division of losses and profits.
Liability to Third parties (026)

Five situations relating to the liability of partner X
1 - Liabilities incurred before partner X joined

Not liable for such debts b/c is a consensual relationship i.e. require consensus when act (what if as part of agreement you said you would account for old debts – can a creditor rely on that?). 

But you will be liable forever for debts incurred while you were a partner. 

2 - Liabilities incurred while X was a partner

Are liable to creditors, and then can claim against the partner at fault. 

Not necessary that you were aware that your partner was incurring the debt, will still be liable as a partner. 

Only defence is to show that creditor knew (or did not believe) that the “agent” did not actually act for the partnership. 
Liability on partners is joint and several. 

3 - Liabilities while X actively claimed or was claimed to be a partner

s.16, if you represent yourself as a partner, or allow another to do so, then you will be liable as a partner – the holding out principle.
4 - Liabilities incurred when X had retired, but creditor did not know of this.

s.19 are still liable for debts incurred while you were a partner.
And the holding out principle could apply to debts incurred after you have retired. 

5 - Liabilities under statute when have registration of who is a partner in a register
Business Names Act and Partnership Registration Act enable third parties to ascertain who the members are and to learn of changes. 

Presumably if you were on the register at the time, then you would be effectively holding your self out at that time. Not that the holding out principle originated from the common law. 

BC does not have either of these statutes, but the PA does have some requirements for a register to be kept for some types of partnership. The TB went through the registration requirements for Ontario. 
Procedural aspects of joint liability
At common law (Kendall v. Hamilton), if got judgement against one partner only, could only recover against him. But now the rules of court (Rule 7(1)) say that you can sue in the firm name and Rule 7(6) says that you can execute against any firm property. 
Tower Cabinet v. Ingram (Eng KB 1949) (031)
Facts:
Creditor said that I was liable for C’s debts b/c they were partners operating the business under the name Merry’s. I said he was no longer a partner, and that C was supposed to tell people, but no notice was placed in the London Gazette and C still did business on note paper with C’s name on it.   

Issue:
Is I liable?

Held:
No, it was just a misrepresentation on the paper, and the creditor had no knowledge that I was a partner when I was actually a partner. 
Ratio:
For liability for debts after the partner has left, creditor must have known that you were a partner at the time you were actually a partner, and them must not have received actual notice that you were no longer a partner. 
Discussion:
· Note that the wording in the statute which codified the CL principle of holding out is a bit different to that now in s.16 of the BC statute, but both use the word “knowingly”.
· Court found that I did not know that C was still using the paper with C’s name on it, and the standard is of knowledge, not negligence. 

· Court then considers the provisions of the English statute that dealt with when the public would think that X was a partner. 

· A general notice is good against all except those who previous actually knew of the partnership, else he who knew probably still acted on the premise that the partnership still existed – see s.39(1) of the BCPA.
· The requirement for “apparent” is met when the person dealt with the partners before, or receives indication that they are currently still involved. 

· Consider the particular creditor, not the public at large. 

· If the creditor never knew that X was a partner, then X is free from the debts incurred after he retired. 
· In this case the creditor never new that I was a partner until they saw his name on the paper, but that was after I ceased to be a partner.

Special Forms of Partnership (034)

Joint Ventures

Central Mortgage & Housing Corp. v. Graham (NS TD 1973) (034)

Facts:
CMHC is the developer, BDO the contractor, and G the defendant who stopped paying the mortgage b/c of defects in the house construction. CMHC financed the project, BDO did the construction. G sues the developer and the contractor, and says they were in a JV.

Issue:
Where CMHC and BDO in a JV

Held:
It was a JV, and to the extent that BDO incurred liabilities in carrying on the JV, both parties are bound. 
Ratio:
If you are in a JV, then you will be liable for losses caused by any of the joint venturers. 
Could be in a JV even though you are not partners, i.e. a JV is a distinct and real legal relationship. HOWEVER, the notes to the case say that a JV is essentially a partnership, and whether it is treated as a partnership, or merely analogised to one, the principles are the same. 

Discussion:
· JV is two or more corporations and / or partnerships carrying on a business venture. 

· JV’s are good for pooling skills and resources. 

· Much of the law of partnership is applicable to JV’s.
· Historically JV’s had no legal status, were a partnership or nothing. 
· JV is an association based on contract to combine money, property, knowledge, skills, experience, time or other resources, usually agreeing to share control and profits and losses. 

Application to this case.

· In this case the municipality approval was only confirmed after BDO submitted a proposal.
· There was a joint property interest in the undertaking.

· The parties had mutual control and management. 

· The arrangement was limited to this project.

Notes
· Other cases have confirmed that mortgagors and mortgagees are not joint venturers. 
· In a later case (Frazer Bruce Maritimes), the same judge commented on this case, and said that CMHC and BMO were dealing in a manner to create the appearance of joint participation – so seems that what a reasonable third party would think is relevant. 
· Canada Deposit Insurance said that it is the continuity of the relationship that makes partnerships different to JV’s.
· But JV’s can be fitted into the framework of the partnership act – a JV is just a short term partnership – but then do you have to comply with the registration requirements for partnerships?
Limited Partnerships (041)

· Under CL, either are a partner or you are not. 
· Statutes were passed to allow LP’s but then Salomon v. Salomon made corporations much more attractive. 

· LP’s are much less popular than general partnerships. 

· Have at least one general partner, and one limited partner.

· Limited partner is only liable to the extent of his contribution to the firm (s.57), so long as he does not take control of the business. 

· s.66 ( must get consent to assign your limited partnership interest. 

· Can withdraw and take your capital out, s.62. Can also take interest out on dissolution.

· LP is dissolved upon death, retirement of mental incompetence of a general partner, or dissolution of a corporate general partner. 
· LP will also end if all limited partners withdraw. 

· Limited partner can dissolve the LP if he wants his share out, but they won’t / can’t pay him out.

· A LP is a specialised investment vehicle, which lies between a corporation and a regular partnership – it is unclear whether a LP has a separate legal personality. 
· There are tax advantages to LP’s: corps have double tax, company pays and then SH pay tax on dividends. LP’s themselves do not pay tax, only the partners do. 
· The advantage is that the partner can make certain personal reductions to reduce income before tax, which a corporation could not, and there is a high flat rate for corporate tax. 

· LP’s good for foreigners, if they got paid by corp, then there would have to be withholding tax. 

· Sometimes a corp is making a slight loss, so cannot take advantage of deductions, say for the film industry, but if flow the income to investors, they may be making a small loss on this investment, but can use up all of the deductions and claim the loss against their other income, so again better to tax the partner than it would be to have a corp. 
· There may be (as in Ontario), a rule that says that are not liable as a LP just because you failed to register in the province, but see s.114 for LLP’s below.

· TB says that the law of the J of formation of the LP will govern the LP, as for corporations. 

· In Ontario, an interest in a LP is a security under the Securities Act – this was done b/c limited partners wanted the protection the Securities Act gave. 
· S.52(1) ( can be a limited partner and a general partner at the same time. 

Haughton Graphic v. Zivot (Ont HC 1986) (045)
Facts:
P claims debt for printing services. Alberta law applies. P claims that the limited partners took part in the control of the business and so are liable. 
The partnership was called “Printcast”, and was in the media business. Lifestyle Inc was the sole general partner. Zivot was the sole limited partner, and he ran Lifestyle Inc. Other limited partners, including Marshall, joined later. Z was known to suppliers as the “president” of the partnership. Z was the face the partnership in advertising etc. 
The P knew he was dealing with a LP, but did not know how they worked or what role Z and the others played.

The contract was made with Printcast, not with the general partner lifestyle. 
Issue:
Were the limited partners liable as general partners?
Held:
Yes. 
Ratio:
If limited partners play an active role in the control of the LP, then they will be liable as general partners. 

Note that the BC act says in s.55(1) that limited partners may not contribute services to the LP, and s.64 says that will be liable to creditors if take a role in the management of the business. 

Discussion:
· A admitted that he was the directing mind of the LP.
· Z and Marshall made all the decisions, and were acting as employees or officers of Lifestyle, the corporation that was a partner. 

· Two lines of authority from the USA:

· If there is a statutory section saying that a limited partner that takes control of the business is liable as a general partner, then the knowledge of the creditor is irrelevant. Note: the BCPA only has the word “control” in it once, and not in the context of LP’s. 
· If limited partner takes control, that does not give the creditor a right unless the creditor believed the general partner was a limited partner (the specific reliance test).

·  Court says that must follow the first line of authority b/c the words of the statute say nothing about creditor reliance. 

· Certain behaviour does change legal relationships. 

Notes
·  Court could have decided this case on the “holding out” principle. 
· Note how the court lifted the corporate veil to show that the limited partner was the directing mind of the general partner. Is this right, should the court lift the corporate veil to see who is doing what, or just say that the GP is a corporation and the corporation does all the acts? Is an article that said this was a very bad judgement.
· Nordile Holdings v. Breckenridge: BC case that followed Haughton, and also rejected the specific reliance test. In that case the general partner was again a corporation and the limited partners were directors of it. But the defendants were let off b/c they had given a written warning to the plaintiff. 

Limited Liability Partnerships (LLPs) (051)

· From USA, when lawyers were being sued by their partners negligence. 
· LLP provisions were only recently (2004-2005) introduced in BC. 

· Only professionals can form LLP’s, mainly lawyers and accountants. 

· The LLP in the UK is different, it has a distinct legal personality, and partners are agents of the LLP, not of each other. 

· S.104 of the BCPA sets out the liability of partners ( not personally liable unless you knew or where involved. 

· There is a difference between the LLP provisions in the different provinces, and so long as you register extraprovincially where necessary, the laws of the province of formation will apply. 
· s.114 of BCPA: “…the liability attributable to the foreign partnership and its partners while the foreign partnership is carrying on business in British Columbia is the same as the liability that is attributable to a general partnership and its partners unless that foreign partnership is registered as an extraprovincial limited liability partnership”.
· In Ontario, to be a LLP, you must: 

1. Have a written agreement between the partners saying it is a LLP.

2. Must be a profession that is allowed to form LLP’s, and the professional body of that profession must require minimum insurance. 
3. LLP’s name must be registered.

4. Must use LLP at the end of the name of the partnership. 

Chapter 2 – Evolution of business corporations law and the nature of corporate personality. 
The history of Canadian Business corporations law (055)

· Incorporation by letters patent = by crown prerogative, e.g. Hudson’s bay company, London east India company.

· Initial corporations did not have limited liability, the SH’s were all treated as partners.

· Limited Liability Act in 1855, must say “Ltd” in your name to warn the public.  

· Companies in Canada were incorporated by letters patent for road construction etc. This method was still available for federal companies until the CBCA in 1975, but incorporation statutes had been around since 1869.

· Different Canadian provinces followed British acts of different generations, leading to significant differences across provinces. 

· One person incorporations were allowed by the Ontario Business Corporations Act (OBCA) (1970)

· CBCA (1975) was a development of the OBCA, and has been essentially adopted by Alta, Sasl, Manitoba and significantly influenced NB, NS and Quebec. Now the OBCA is also very similar to the CBCA.

· Significant revisions to CBCA in 2000, benefited publicly held corporations and minority SH’s.

· The BCBCA is sui generis. Said that they would use a contract model of incorporation, and if you do not like it you can use the CBCA, which is different.  

· Securites legislation affects corporations: aim is to provide informed, transparent and honest market in securities. Do this by disclosure and registration  requirements.

· Corporate legislation only applies to corporations incorporated in that J, but securities legislation applies to all corporations and issuers regardless of where they were incorporated. Securites legislation wants to protect investors, and sometimes even tampers with corporate governance (which corporate legislation addresses) to do this. Some say this is bad, and that only the J of incorporation should determine corporate governance. 

· Corporate legislative provisions enforced by private individuals, but securities legislation by a commission. 

· After Enron, securities legislation has been beefed up. 

· Serious debate about whether should have federal regulation of securities. 

· There are difference between Canadian and USA securities regulation and markets, and so the regulatory schemes should be different:

· Absolutely and proportionally more publicly traded companies in the USA.  

· The USA market is far more liquid than the Canadian market. 

· US stocks are more widely held, but in Canada a few own a lot. So, proportionally more investor-investor conflicts in Canada, and fewer investor – manager conflicts.

· The corporate world in Canada is more incestuous, overlapping directors and corporate ownership. 

· Canada does not have the Delaware phenomenon.

· The Ont. SC is a surrogate for a federal securities commission.

· The OSA gives the Ont SC broad power and great discretion. 

· Economic analysis is useful for developing corporate law.  

Note on the Constitutional position (062)

· No clear FGJ to incorporate, but Citizens Insurance v. Parsons said can do so under POGG (s.91). 

· S.92(11) gives the provinces J to incorporate companies “with provincial objects” which means that PGL can say that company has the power to operate on other J’s, but cannot say that they have the right to do so. But provinces generally allow companies to carry on business, so little difference between federal and provincial companies, but federal have more prestige.  

· PGL does not affect federal companies if is only related to corporate structure, but can if it relates to property and civil rights (Multiple Access v. McCutcheon). 

· PGL cannot impair essential capacity of federal company (John Deere).

· Must be actual conflict between PGL and FGL before apply paramountcy. 

· Canadian Indemnity v. AG BC: allowed BC gov controlled monopoly on insurance which did have the effect of limiting federal company operations. SCC said that the PGL did not affect the status and powers of the federal company as such.

· “Foreign” corporation means from another province or country. 

Incorporation and its consequences (064)  

Provisions of the BCBCA

· One or more persons may form a company by (s.10(1)).

1. Entering into an incorporation agreement (says who will take what shares, and they sign). 

2. Filing a incorporation application with the registrar, and 

3. Complying with the other requirements of the act. 

· Incorporation application must 

1. Be in the form specified

2. Contain a completing party statement

3. Have names and addresses of incorporators. 

4. Give the company name that has been reserved for it (including B.C. Ltd.).

5. Contain a notice of articles.

· S.13 - Become incorporated on the day of filing, or at a later day and time if specified. . 

· Then there will be a certificate of incorporation issued (includes name, #, day, time), and a notice of incorporation published by the registrar (s.13). Then can exercise the power of a company (s.17). 

· Even if other things not complied with, if your name is in the corporate register, that is OK evidence.

· S.30 – company has rights, powers and privileges of an individual of full capacity. 

· S.87 – SH not liable for debts, obligations, defaults or acts of the company, but only for amount invested. 

Provisions of the CBCA

· To incorporate must be 18, mentally competent, not bankrupt. 

· Other provisions quite similar to BCBCA – see p67.

Interpretation Act (RSC)
· S.21 – words establishing a corporation: confer the right to sue, be sued, contract, have seal, have perpetual succession, to acquire, hold and sell property, for the majority to bind the entire corporation, and to exempt members from liability so long as they do not breach statutes. 

The nature of corporate legal personality and its consequences (068).

Salomon v. Salomon (1897 HL) (068)

Facts:
· Aaron (A) sold his leather business to a limited company with 40 000 shares worth one pound each. Wife, daughter and 4 sons each got 1 share. 

· The sale price of the business was 38800, A got 20 000 shares and 16000 in cash and debentures. (Debenture = contract admitting debt and sometimes has charging provisions on granters property).

· He was a wealthy hardworking man, but now was a pauper.

· All the requirements of the Companies Act were observed i.e. the then requirement for 7 shareholders was met.

· Was always a private company. 

· A and his two eldest sons were directors. 

· The sale price was based on A’s over inflated perception of the worth of the business, but that is not really relevant.

· A got, for his business, 1000 cash, 10000 in debentures, half the nominal capital of the company in fully paid shares (seems that some of the shares were not issued to anyone 40 000 – 20 000 for A and 7 for the others).

· The business went bad.

· S got the debentures re-issued to the lender of a 5000 loan. This loan was not paid in time and there was a liquidation sale of the companies assets. The revnue was enough for the 5000 loan, but not enough for the other 5000 debenture and the debts to the creditors. 

· The liquidator claimed that the company was entitled to be indemnified by A. 

· A wanted the debentures paid before the creditors. The liquidator and the lower courts all said no.

Issue:
Could the debentures be paid before the creditors?

Held:
Yes, they have priority, and A has the right to exercise it even though he is a member of the company.

Ratio:
A corporation’s legal personality is separate and independent from its members’ personalities. 

Discussion:
· Does not matter whether the SH are related or strangers. 

· Does not matter what the relative share holdings are. 

· Does not need to be a balance of power. 

· Company is fully empowered as soon as property formed. 

· The company is an entirely different person to the shareholders. 

· The company is NOT the agent or trustee for the SH.

· The creditors of the company are not the creditors of A. 

· Personal bankruptcy sucks, that is why people form companies.

· Any member of a company has a right to a debenture like other creditors are. 

· A did not act fraudulently or dishonestly in this case, he even gave up 5000 of his debenture to get a loan to try and save the company.

· The creditors took a chance, to bad for them, his debenture has priority. They knew that they were not dealing with an individual, but with a company. 

Notes

· The trial and appeal court judges were against allowing economic partnerships of a few people to form a corporation, they said that it was intended that corporations were for when you wanted to get a large number of public investors. 

· Certain key players at this time preferred incorporated companies as an investment vehicle than partnerships which they saw as a trap for the unwary.

· The Great Depression in England (1873-1896) led to drastic consequences on individuals when businesses failed, and this influenced the HL in Salomon.

· In Canada there are still no serious restrictions on a SH becoming a secured creditor, but there is fraudulent preferences and fraudulent conveyances legislation. The debenture in this case was a “floating charge”, and if these are issued soon before the company goes insolvent, they may be invalid. 

Notes from old Cans:

· Articulates unequivocally that the corporation is a separate legal person
· Didn’t say a corporation could never be an agent of its only or dominant shareholder; no Canadian case that finds a corporation is an agent nor that corp. is not an agent; not resolved
· At the time of initial sale, Salomon was a promoter of his business (not yet a director) and the law imposed on promoters responsibilities analogous to trustees. The common law says promoters have a fiduciary relationship with any potential shareholder.

Lee v. Lee’s Air Farming Ltd (PC 1961) (075)

Facts:
Husband formed company for aerial top dressing. He held all but one of the shares. He was chief pilot, and president of the company. Was killed in work related plane crash. Widow claimed under workers compensation. The NZCA said the he had the full government of the company, and so could not be an employee of the company.

Issue:
Was he an employee and therefore entitled to WCB?

Held:
Yes, he was an employee, so can get WCB.

Ratio:
Overlap of functions is ok, director can be employee.

Discussion:
· Did he work under a contract of service?

· He was paid wages for doing so and even kept a wages book. 

· The farmers contracted with the company alone. 

· He certainly was not governing the company when flying the plane. There was a contract between two independent persons. 

· A director can enter into a contract of employment with the company. 

· OK that he was the sole governing director and held all the shares.

· One person may function in dual capacities, he could negotiate a contract between the company and himself. 

· It was the company that gave the employee orders.  

Notes

· What if the company had been in breach of statutory duty to provide airworthy plane?

Kosmopolulos v. Constitution Insurance (Ont CA 1983) (077)

Facts:
K, from Greece, opened a leather store. Set up one man corporation. He was the sole SH and director, the lease of the store premises was in his name, and was never assigned to the company. The bank account was in the business name “Spring Leather Goods”, but was guaranteed by K personally. 

Then K got insurance, the policy said K O/A Spring Leather Goods. 

Insurance company refused to pay because they said K didn’t have an insurable interest

Issue:
Did K have an insurable interest in the corporation? (insurable interest was introduced in common law to prevent insurance from becoming gambling interests)

Held:
Yes, K did have an insurable interest in the corporation
Ratio:
In a one person corporation, the one person has an insurable interest in the corporation. 

Discussion:
Ont CA decision

· Lucena v. Craufurd (1806): have insurable interest if advantage / prejudice depends on the state of the goods / thing.  Do not necessarily have to own it. K falls under this definition i.e. has an interest in the store and the goods in it.  
· Macaura v. Northern Ass’ce Co (1925): shareholder in company is only entitled to share of profits, and proportional share when liquidate to shut down, but impossible to calculate how much this will be reduced based on the loss or destruction of a particular asset. Certain that insured will suffer loss when he is the only SH and there is only one asset, but not when there are lots of assets and lots of SH’s. The corporator, even if he owns all the shares, does not have any legal or equitable property in the assets. So the HL said that you need a direct property interest to have an insurable interest. 
· Guarantee Co. of North America v. Aqua-Land Exploration: SCC said that one SH of 3 had not insurable interest in the assets of the corporation. 

· Now the law has changed, and you can have one man corporations.  
· Ont CA follows the benefit/detriment concept like in Lucena and finds a detriment is suffered when the assets of a one man corporation are destroyed ( found an insurable interest exists.

· Relied on American Indemnity v. Southern Missionary College [a Tennessee case] where a college incorporated a separate company to run a store, and the insurance was in the name of the college, not the store company. Court said insurance must pay b/c they were basically one and the same entity, the college was an agent for the store, it was the college’s assets that were lost. It was the college that would get all of the store assets when the store was dissolved (after the creditors had been paid).

· So Ont CA follows Lucena and Southern Missionary College.
SCC decision

· Agrees with CA in result, insurance company should pay

Wilson majority 
· Says that should not lift the corporate veil

· Salomon ( corporation and its SH are separate entities. When you lift the corporate veil, you disregard this principle and say that the company is an agent of its controlling SH. No fixed rule for when will lift, but will when will otherwise give a result “too flagrantly opposed to justice, convenience or the interests of the Revenue”.  

· Unwise to lift the veil in this case

· Argument that should only lift the veil to benefit third parties, not those that have chosen the corporate vehicle. 

· Does not want to make arbitrary distinction between companies with 1 and 2 shareholders.  

· If the rule is bad, we should change the rule, not make case by case exceptions.  

· So Wilson says that should not lift the corporate veil, but said that SH does have an insurable interest. 

McIntyre (minority): 
· Endorses finding of Ont CA; Lucena applies to one person corporations only, Macaura will apply where there are many SH’s.

Notes

· Criticism of findings by Professor Zeigle: ignores separate legal existence of corporation. If you say there is an insurable interest if only one shareholder, why is there no interest when there are 2 shareholders? (even when one shareholder owes 99% of the shares). In Canada we don’t have a coherent theory of when we find the corporation to be a separate legal entity, this decision is just making things more confusing, adding an exception to Salomon. 
· Rogers, Rogers and Cornwall v. BMO: officers of public corporation claimed for damages against bank for conversion of the corporations property and conspiracy. BCCA would not lift the veil. 

· Meditrust Healthcare v. Shoppers Drug Mart: Ont CA would not allow parent to sue for injury to the subsidiary. 

· Houle v. Canadian National Bank: SCC said that SH’s could recover against bank for prematurely calling in a loan.

· Kummen v. Alfonso & Wagner: employee SH allowed claim for lost profits by his company as part of special damages when he was injured ( corporate veil lifted “to show the full extent of the P’s loss”

Notes on corporate personality, one person corporations and limited liability (085)

The nature of corporate personality 

· Fiction theory: corporation is an artificial being, invisible, intangible and existing only in contemplation of law. 

· Realist theory: when a group reaches a sufficient level of organisation, when it can make decisions and when it has a continuity of experience, then a new personality has actually come into existence, regardless of whether the state accords it legal recognition. 

· Contractarian theory: corporation is only a nexus of intersecting contracts between SH, creditors, employees, management and directors. So must study the contracts to understand the corporation, and should let market decide these relationships by contract, statutes just fill in where contracts silent. 

· Canadian legislation follows the fiction theory: allow one man  corporations and allow one corporation to incorporate another (s.5(2) CBCA), can form corporation w/o any existing SH’s, corporation does not have to be active to exist, director can dissolve it, can lift corporate veil ( could not do this if it really had a separate personality.

· S.15 CBCA says that a corporation has the capacity and powers of a natural person, so this supports the realist theory.

· To what extent can a corporation be a member of the community, or commit a crime (mens rea?).

· After Salomon, not only can you have a one man corporation that limits liability, but one that protects capital by getting secured debentures instead of shares. 

· Limitation of liability, and the concept of one man corporations are separate, and should not be confounded. 

· Now incorporation is very quick and easy to do.

Limited Liability  

· Was a victory for capitalism. 

· Until Salomon, it was not intended for owner managed corporations.

· But what about protecting creditors: the name must indicate that it is a corporation to warn creditors (CBCA s.10, BCBCA s.23), and you must use your full name in contracts (CBCA s.10, BCBCA s.26), but a breach of this may (especially where director had previously contracted with the same party in his personal capacity, Turi v. Swanick said that lawyer incorporating must warn the client) or may not (Watfiled International Enterprises v. 655293 Ont Ltd) make directors personally liable. 

· What about tort victims (involuntary creditors), how do these name rules help them?

· Wolfe v. Moir: SH officer manager of skating rink was personally liable for injuries when the names under which the rink was advertised were not registered as they should have been. Alta court said that if you do not comply with the formalities of the statute you will not get the extraordinary protection of limited liability that the statute brings. Must make it clear that you are acting on behalf of the company if you want protection of limited liability. 
· There is no requirement for minimum paid up capital before you can incorporate, although do have such requirements in Europe. 

· Are requirements for filing information, and having records available at the corporate head office for SH and creditors to view (BCBCA s.42, CBCA s.21), but generally in Canada not required to file balance sheets etc (CBCA s.160), although securities acts may require it, and the UK Companies Act does. 

· SH attach a lot of weight to limited liability. 

· Directors and officers owe fiduciary duty and negligence standard of care to the corporation (CBCA s.122, BCBCA s.142).

· Directors can be liable for breach of statute (BCBCA s.154, CBCA s.118, 123(4).

· Directors liable for unpaid wages even if not negligent (CBCA s.119).

· Directors jointly and severally liable for tax deductions ITA s.227.1.

· Directors personally liable for torts such as trespass, libel, assault and even some negligence, even if acting in the normal course of duties.

· Said v. Butt exception: director not liable for procuring breach of contract. But confirmed in ADGA Systems International v. Valcom that this is not general immunity for economic torts, and does not apply to contracts between company and its employees. 

· Directors can be liable under environmental protection legislation (R v. Bata Industries), subject to due diligence defence. 

· BCBCA s.227, CBCA s.241 allow for oppression remedy where minority SH’s can sue management. Creditors have also invoked the oppression remedy, although it was not originally intended to help them. 

· Directors must act in the best interests of the corporation. This means SH, but near insolvency means creditors b/c they have more of an interest at that time (s.136 Bankruptcy and Insolvency Act). There is legislation in other countries making directors liable for incurring debts which it probably will not be able to pay b/c of looming bankruptcy. People’s Department Store v. Wise is a SCC case about to consider this issue in Canada.   

· Forming affiliates gives tax advantages and to limit liability – affiliate may have negligible assets to meet tort claims. Courts may or may not lift the corporate veil in such cases. 

· So creditors have little security, corporations don’t even need any amount of capital to start, there is no obligation to file financial statements for closely held corporations. So creditors may require personal guarantees from directors, security interest in inventory or other assets, banks are very regulated to protect the public (insurance requirements), require licensing and insurance in some industries e.g. real estate, travel, car dealers. 

· Creditors are also incorporated and benefit form limited liability. 

· Even if could sue directors / SH, they would just go bankrupt in big claims. 

Mesheau v. Campbell (Ont CA 1983) (096)

Facts:
s.114 (now s.119) CBCA says directors can be liable for wages, but the employee must sue for them OR if in liquidation, the employee must prove the claim within 6 months of the liquidation, dissolution, assignment.

Issue:
Are directors liable for wrongful dismissal judgement?

Held:
No.

Ratio:
Whether there will be liability depends on the wording of the statute. 

Discussion:
· The P argued that the effect of the CBCA is that directors are liable for all debts, and that the “6 months wages” limit is just a quantitative limit. The court disagreed, and said that are only liable for debt for services rendered by employees. 

· A claim for damages for wrongful dismissal is not a claim for “services performed”.

Notes

· Crabtree v. Barette: SCC affirmed this result in a similar case. 

· Are many statutes that now impose personal liability on directors. So don’t be a director, too late to resign if anticipate bankruptcy. Can get D&O insurance, but is large deductible.  

· Employees pursue directors for wages b/c s.136 of Bankruptcy Act gives wages low preference. 

· Could create a federally operated wage earner protection fund like those in Europe. 

Adga Systems International v. Valcom (Ont CA 1999) (099)

Facts:
P claims that competitor (D) stole its employees. P also sues defecting employees for breach of fiduciary duty. P sues director and 2 employees of D for their personal involvement. 

Issue:
Should the claim against the D director and employees be struck out; can they be sued as individuals assuming they were acting in the best interest of their corporate employer. 

Held:
No, cause of action does exist and it should go to trial. 

Ratio:
Employees can be liable for torts in the course of employment

Discussion:
· Acknowledges that joining individual D’s is often a tactical trick.

· But the case of Montreal Trust v. ScotiaMcLeod does not give immunity for all conduct that was in the pursuit of corporate purposes. 

· Salomon corporate veil is not in issue here, the P is claiming an independent cause of action against the individual D’s.

· Said v. Butt: P got his agent to buy him an opera ticket, they still would not let him in. P sued the doorman for inducing the company to breach its contract. McCardie said that doorman was acting in interests of the company, so not liable. Famous quote p101 – if bona fide within scope then not liable in tort for inducing breach of contract, tut if take part in or authorise torts like trespass, the would be liable. 

· Said v. Butt was not a corporate veil case. 

· Would not make sense to allow breach of K claim against corporation and inducing breach of K claim against employee. Company has a right to breach K and pay damages.

· A stranger that induces a breach of contract will be liable, even if that breach was in the interests of the company. 

· Strangers to the company make look to the directors, but those who voluntarily deal with the company are limited in recourse to the company itself. Well this was dissent in London Drugs, but actual rule is that directors liable, subject to the Said v. Butt exception. 
· Directors are excluded from the definition of employer under WCB legislation and in Berger v. Willowdale the director was successfully sued for injury on icy sidewalk even though employee was barred from suing the company. 

· Sullivan v. Desrosiers: Director liable for pollution from pig farm, not allowed to say that was acting on behalf of the corporation, he was also a wrongdoer.

· London Drugs v. Kuehne & Nagel International: although the K was between the corporation and the customer, the majority found the employee liable: no general rule that employee not liable when performing work duties.   Dissent said employee not liable if in the course of duties and that involuntary creditors can rely on vicarious liability. 

· ScotiaMcLeod: P claimed that misstatements led to loss on investments. Claim was struck b/c pleadings did not allege independent wrong by directors, but tried to make directors vicariously liable for wrong of the corporation. This case said that absent fraud, deceit, dishonesty, want of authority there will seldom be liability. Must plead facts to fit the claim within one of these categories, or that show independent wrongful acts.  

· In this case there is no principled basis for protecting the directors and striking the claim. 
Notes

· Holding the employee liable in London Drugs will encourage the employer to have insurance for the employee, and therefore more likely that P will recover. 

· Williams v. Natural Life Health Foods: P bought into food shop franchise, relied on earnings projections. Business underperformed, sued the employee for negligent MR, but failed b/c HL said that P had not shown that the employee indicated personal responsibility for the accuracy of the projections. 

Halpern, Trebilcock and Turnball: An economic analysis of limited liability in Corp Law (107)

Limited liability (LL ) is efficient and appropriate for large widely held companies b/c low moral hazard factor and would be investor uncertainty if did not have LL.

In small tightly held private companies (<50 SH’s), moral risk means that creditors will enter into expensive transactions to ensure security, so better to have unlimited liability. Then burden will be on owners to limit their liability to their creditors. 

Admit that will be hard to draw the line between big and small i.e. limited and unlimited liability. 

Even when have large companies with limited liability, there should be exceptions:

· Misrepresentation: to creditors about legal status of the firm. Good deterrence effect.  

· Involuntary creditor: directors should be liable to this group, incentive to adopt cost-justified avoidance precautions. 

· The employee: employees as creditors should be allowed to recover b/c generally cannot absorb losses or diversify risk and have minimal information. Other creditors must rely on the misrepresentation exception. 

Notes

Limited liability is often questioned in the mass torts area.

Lifting the corporate veil (110)

Because of Salomon and the ease of incorporation, veil can be abused. 

Different types of cases:

· Fraud by executives

· Company clearly undercapitalised.

· Tort claims

· Incorporated for non bona fide reasons e.g. tax advantages.

· Non-arms length transactions between parent and subsidiary. 

Clarkson v. Zhelka (Ont HC 1967) (111)

Facts:
S created and controlled a number of corporations. One of them, Industrial, transferred land to S’s sister for a 120K promissory note. Z gave a mortgage, which was foreclosed upon, so some of the land was sold to pay the mortgage and a tax lien, and the rest went into the account of Fidelity, another of S’s companies. S went bankrupt. Clarkson was the TE in bankruptcy, and said that the remainder of the land registered in the name of by Z was held in trust for S by either Z or Industrial, and that Industrial was the alter ego of S.  

Issue:
What was the relationship between S and Industrial? In what way did S’s actions injure or defeat his personal creditors?

Held:
S’s actions seem dodgy, but P has not shown that the corporations were the alter ego of S or his mere agent for the conduct of his personal business or for the purposes of the conveyance to Z

Discussion:
· The transfer of land to Z was to avoid creditors of Industrial, and was planned by S. 

· It was never intended that Z would take a beneficial interest. 

· The P could have argued fraudulent conveyance, but did not. 

· None of the companies were subsidiaries of each other, but they passes assets around. 

· S was the only person to benefit from the shufflings, and he controlled the entire scheme, so they were effectively one man companies; his family members just did what he said.

· Industrial was properly formed. There were transfers between the companies before S’s bankruptcy, but they were OK. 

· S has received only minor benefits, but there is an aura of suspicion about the dealings. 

· This is not a case where a prospective debtor has transferred his own assets to a corporation for the purpose of avoiding existing personal liabilities or obligations, nor has he made profit by such transfer.

· If a company is formed for the express purpose of doing a wrongful or unlawful act, or, if when formed, those in control expressly direct a wrongful thing to be done, the individuals as well as the company are responsible. Where the company is the mere agent of the controlling corporator, it may be said that the company is a sham, cloak or alter ego. 

· But in this case the P did not show that Industrial is the alter ego of S or his mere agent for the conduct of his personal business or for the purposes of the conveyance to Z.

Notes

· Littlewoods Mail Order Stores v. Inland Revenue Commissioners: Denning said courts can and do draw aside the veil and look to see what is really behind, and so they should. 

· Big Bend Hotel v. Security Mut Casualty: Hotel corporation claimed for fire loss. Corporation had failed to indicate that main SH had had previous policy cancelled b/c of previous claim. The court refused coverage for the corporation. Hotel argued that it was a separate person, but court said that will lift the veil where there is improper conduct, and here there was intentional concealment. 

· Gilford Motor Company v. Holmes: D contracted with former employer to not steal customers, so D formed a company to do it. Eng CA gave injunction against D and his “sham” company.

· Jones v. Lipman: D sold home to his “sham” company b/c did not want to complete sale to P.  Court said no. 

Rockwell Developments v. Newtonbrook Plaza (Ont CA 1972) (117)

Facts:
K, a lawyer, was in the habit of forming corporations for real estate deals in Toronto. The P corporation had 26 shares, one was held by K personally, and 23 by another corporation which K owned. The plaintiff corporation (P) got into a land deal with D. P said he had the right to a reduced purchase price depending on zoning. D said that it was a agreed that there would be no reduction, but that P could back out pending zoning. 

P then sued D for specific performance at the reduced price, D counter claimed for slander of title. All claims were dismissed, but P had to pay costs, but refused. D got an order that K should pay the costs personally. 

There had not been resolutions of directors of the P to purchase, or to sue the D, or to employ lawyers to do so. K and another buddy had paid deposits for the land deal and the lawyers out of their own money. They said that these were SH’s loans, but the company books were scant and did not reflect these loans. 

The TJ found that K was the actual contracting party, and P was only a nominee to hold title. 

Issue:
Can K be ordered to pay costs – who was the actual litigant?

Held:
Rockwell was the actual litigant – K does not have to pay costs. 

Ratio:
Absent allegations of fraud, SH or directors will not be liable for the debts of the corporation.

Discussion:
· K was not the contracting party, Salomon applies. 

· It is against company law to say that the corporation is a TE for its shareholder(s).

· The corporation’s books were in a bad state, but only K could complain about that, and the lack of entries for the loan’s does not mean that K was the contracting party. 

· There was no serious allegation of fraud. 

Notes

· Iron City Sand & Gravel v. West Fork Towing: P’s barges sank due to D’s negligence while bailee. The court dismissed the claim b/c no negligence, but would have found the corporation to be the alter ego of the individual D b/c: only one SH and inadequate capitalization and he never treated it as separate, he made all the decisions, he loaned the corporation all its money, leased it it’s land. There was a net of corporations, who did each others accounts, shared buildings. So it would be just to disregard the corporate fiction, and find the corporation to be the alter ego of the individual D.

· The Ontario rules of court now allow for court to award costs in a case such as Rockwell. Also, sometimes don’t want to order security for costs when P seems poor, but if P is a poor corporation, but its SH are not, then may require security for costs.

· 642947 Ontario Ltd. v. Fleischer: P corporation gave an undertaking for costs when obtaining injunction. Ont CA said that did not have to meet undertaking, but if that had been the case, the directors would been called upon to meet the undertaking if it came to that. Laskin J.A said that can set aside the veil when “those in control expressly direct a wrongful thing to be done”, and in this case the directors would not be allowed to make a hollow undertaking, knowing the corporation had no assets. 

De Salaberry Realties Ltd. v. Minister of National Revenue (FC TD 1974) (123)

Facts:
P made profit from land sold for shopping centres. The scheme was to have lots of corporations, with each one selling a few parcels of land for tax reasons, rather than a huge company selling a huge chunk of land. 

There were three layers of companies, and the sub-subsidiaries owned the land at the key time. The directors of the sister sub-subsidiary companies overlap. There is one sub-subsidiary for each piece of land. 

Issue:
Is the appellant a trader in land that made a business profit, or was it a shopping centre development company that had capital gain on its assets. [this is my guess of the issue, the case is not that clear to me].

Held:
The thin capitalization, and the dominance by the parent company, means that the appellant is an instrument of a big land trading scheme, and is itself a trader in land, so the profit was a profit from trading land, and not a capital gain. 

Discussion:
· Court said that only one company was the appellant, but that must analyse the entire group of companies to understand the case.

· A big chunk of land is purchased, and then small parts are sold off. The subsidiaries are approached for sales, and the sales are made by the sub-subsidiaries, but control is at the subsidiary level. 

· The appellant is an instrument in the land dealing process and this is confirmed by the fact that the companies have minimal capitalisation, but then make huge purchases, little attention is paid to zoning, just flip it if that does not work out. The two groups totalled about 28 companies in pyramid form.

· The sister companies (on one level) do not communicate with each other, but take orders from above.

· The sub-subsidiaries have no free will.

· The court says that it is justifiable to consider the operation of the network when deciding the case of the appellant company. 

· Smith, Stone and Knight v. Birmingham: subsidiary carrying on the business of the parent when:

1. Were the profits of the subsidiary treated as profits of the parent?

2. Were the persons conducting business for the subsidiary appointed by the parent?

3. Was the parent company the head and brain of the trading venture?

4. Did the parent govern the adventure and make the decisions?

5. Did the parent make the profits by its skill and direction?

6. Was the parent in effectual and constant control?

· City of Toronto v. Famous Players Canadian Corporation: was the subsidiary a puppet of the parent, did the directing mind of the parent reach into and through the corporate façade of the subsidiary and become the manifesting agency – then the business of the parent is that of the subsidiary.

· In this case it is not clear what the appellant does, without looking to the parent companies, the appellant company has no independent functioning of its own. 

· More likely to treat a company an agent of a person, when the person is another company rather than an individual. 

· Here there is a unity of enterprise, and the appellant has no real identity. 

Jodery Estate v. NS (Min of Finance) (SCC 1980) (129)
Facts:
· Deceased wanted to avoid tax, incorporated three companies. 

· Parent company issued each grandchild 100 shares for $1 each paid by each of the 12 grandchildren. 

· SCG was a subsidiary with 100 shares, all owed by the parent. 

· WRI had two shares, both owned by the deceased. 

· Deceased transferred shares in an investment company to WRI in exchange for a promissory note.

· Deceased then gave a bequest to the subsidiary company, and gave the promissory note to the subsidiary company. The parent company owned the shares in the subsidiary, and the grandchildren owned the shares in the parent, so the grandchildren got the money when deceased died.

Issue:
Were the grandchildren “beneficially entitled” to the deceased estate?

Held:
Yes, so have to pay “tax” under the NS Succession Duties Act. 

Discussion:
Martland majority for SCC

· Two companies were incorporated on the same day by the same lawyer, did not business, had the same directors, no creditors.

· Court should consider the real purpose of the companies, which was a mere conduit pipe linking the parent company to the estate.

Dickson dissent

· No distinction can be made between ownership of all, or only part of the shares.

· Does not matter that SH have voting control.

· SH do not have beneficial entitlement to the property of the corporation in which they hold shares, else why would s.2(5) be necessary. 

· SH are distinct from the corporation – Salomon. 

Notes

· SCC eager to pierce veil for tax collector, but less so for other SH’s.

· Stubart Investments v. R: corporate affiliate established just for tax reasons. Business purpose test says that assume it is not separate if it has no separate business purpose. But the SCC said that it would not adopt the business purpose test b/c would create uncertainty, and that can arrange your affairs to avoid tax.

· Now have GAAR to target avoidance transactions, but not an avoidance transaction if “may reasonably be considered to have been undertaken or arranged primarily for bona fide purposes other than to obtain a tax benefit”.

The Deep Rock Doctrine (132) (Named after USA case)
· Creditors (including minor SH’s) may try to prevent the controlling SH (normally a corporation) from exercising a secured claim ahead of them.

· Under this doctrine the court treats the debtor corporation as part of the enterprise of the controlling SH corporation. In the US case of Taylor v. Standard Gas & Electric, the subsidiary was intentionally mismanaged for the benefit of the parent, and was undercapitalised. Therefore, the claim of the parent (as controlling SH) was made subordinate to the other SH’s and creditors Equitable subordination.

· An alternative would be to apply the oppression remedy in the federal and provincial corporations acts.  

Stone v. Eacho (133) (USA 1942) 

Parent corporation (setup in Delaware) ran 9 clothing stores, one of which was incorporated itself under Virginia law. Court said that the parent managed / treated all 9 stores the same, and so the Virginia corporation was an alter ego. The Virginia store (which was also insolvent) owed money to the parent. Should the Deep Rock Doctrine be applied i.e. should the parents claim to the Virginia store assets be subordinate to the other creditors of the Virginia store. Court said no b/c none of the creditors of the Virginia store were even aware that the Virginia store was separately incorporated, so just assume that it was not, and that all creditors were creditors of the parent. 

Minister of National Revenue v. Blackburn (Fed CA 1976) (134)

Facts:
Employees employed by one corporation and then another. They were doing the same things at work before and after the change.

Issue:
Were they “employed by the same employer” under the Unemployment Insurance Act?

Held:
No, were not employed by the same employer.

Discussion:
Salomon applied, sucks for the employees.

Note:

· Labour relations act says that collective bargaining agreements survive such transfers. 

· Courts will lift veil to protect bargaining and picketing rights.

· Ontario Employment Standards Act lifts veil when employer transfers assets to new corporation to avoid paying wages. 

Downtown Eatery v. R (Ont CA 1993) (135)

Facts:
A worked for nightclub, but was paid by another company owned by the same people. The nightclub was not incorporated. A was wrongfully terminated. Got judgement. Sheriff seized cash from the nightclub. Then A got sued by Downtown eatery who claimed to be the owner of the nightclub.

Issue:
Can A keep the cash?

Held:
Yes.

Discussion:
Court found that A was employed by the entire group of companies (common employer doctrine) run by the owners, and that the owners had acted oppressively when they transferred assets between the companies such that A would have not been able to recover.  

It was legit for the owners to run their various business via a web of corporations, but that should not work an employment law injustice. 

The definition of employer must recognise the complexities of the corporate world. 

Group Entities and Tortious Liability (137)

Adams v. Cape Industries (UK case): South African subsidiary mined asbestos and other subsidiaries of the parent sold it in Texas. Texas default judgement issued against Cape (the manufacturers), and they tried to enforce it against parent in England. Conflicts rules such that UK would not RAEFJ unless D present in J, or D submitted. Cape did neither, but other subsidiaries were in the J, so were the subsidiaries effectively one company? No. Subsidiaries were separately legitimate business operations. Will not lift the veil, even though it is an involuntary creditor. Here Cape took advantage of USA market w/o risk of liability. OK for parent to have subsidiaries to shield it from tort liability for products.

Walkovsky v. Carlton (138) (USA 1966)
Facts:
NY taxi cab fleet of many corporations owning one or two cabs each. Each cab carried minimum insurance of 10K. P claims that all the corporations were operated by a single entity, and that SH are also liable b/c defrauded the public. 

The individual defendant is the guy who is the principal SH in 10 of these companies which have the cabs as their only assets. The cars were mortgaged, and the corporations were intentionally undercapitalised to avoid liability. 

Issue:
Did the taxi corporation successfully limit their liability? Does the P have a valid COA?

Held:
No valid COA is framed in this case, the pleadings are inadequate, they do not disclose a COA against the individual defendant who owns stock in each of the corporations. So the claim is struck out against the individual defendant (who is the SH, not the driver). 

Ratio:

When someone uses control of the corporation to further his own rather than the corp’s business, he will be liable for the corporation’s acts; undercapitalization and intermingling of assets is not proof enough of alter ego
Discussion:
· Can incorporate to limit liability, but there are limits, will pierce to prevent fraud and achieve equality. 

· Agency: when a person uses the corporation to further his own business instead of the corporations, then he is liable for the corporations acts. 

· Previous case found that corporation was a fragment of a larger corporation that actually conducted the business ( there the larger corporation was liable.

· Here the P could, but does not, claim that the SH is actually carrying on business for himself, not for corporate ends. If that were true the SH’s would be liable. 

· If a SH is actually carrying on business in his individual capacity then he will be liable, if he is not, then the SH will not be affected by the fact that the enterprise is actually being carried on by a larger “enterprise entity”. 

· The taxi corporations have the right to form the way they did, and the legislation sets the insurance requirements, so if there is harm being done to the public, then should increase the insurance requirements.  

· Did not properly plead that the D’s were actually doing business in their personal capacities.

· It is not fraudulent for a single corporation to have only the minimum insurance, and so it is not fraudulent for the enterprise to be comprised of many such corporations.  

Dissent (would allow recovery against the SH’r)

· Income was continually drained out of the corporations b/c were waiting for an accident to happen. 

· This is abuse, it is irresponsible and causes harm to the public. 

· The SH’s should be individually liable to the P, and certainly should not strike the claim before trial.

· Being so undercapitalised, knowing that there will be liability, is an abuse, and so should not have the separate entity privilege. 

· The equitable owners of a corporation are personally liable when they treat the assets of the corporation as their own and add or withdraw capital at will, when they hold themselves out as being personally liable for the debts, or when they provide inadequate capitalisation and then actively participate in the conduct of corporate affairs. 

· Says legislature would have expected large corporations with many assets to take out insurance beyond the minimum to protect their assets. 

· Says that the only types of corporations that will be discouraged, are those that abuse the system. 

Note

· Hansmann-Kraakman proposal: could impose pro-rata liability on SH rather than full individual liability for the torts of their corporation. This pro-rata method will give the SH’s incentive to monitor the business and only reduce the share price a bit, w/o preventing corporations from getting investment. 

· How would province A, impose pro-rata liability if the corporation was incorporated in province B?

· Would greater minimum mandatory insurance not be a better way to solve the problem? 
Liability of corporation in tort and criminal law (145)
Liability in tort 

Atiyah, Vicarios liability in the law of torts (1967) (145)
· In 1800’s tort liability on corporations increased and found that corporation can be liable for torts requiring malicious intent. 

· Originally not necessary to decide whether corporation was vicariously liable b/c of what employees did, or directly liable. 

· Distinction can and s/t must be made between vicarious and personal liability of a corporation in much the same way as is done w/ the liability of individuals.

· Easier to hold corporation liable for acts than omissions, but are held liable for acts.

· Asiatic Petroleum v. Lennard’s: corporation guilty of an “actual fault or privity” if the act was done by someone who is not merely servant or agent for whom the company is vicariously liable, but by someone for whom the company is liable b/c the act of the person is the very act of the company itself.

· Some servants or agents of a corporation who can be treated as the “directing mind and will of the corporation, the very ego and centre of the personality of the corporation” whose acts will be attributed to the corporation, not vicariously, but on basis that their acts are the acts of the company itself

· The distinction between acts of the company (direct liability) and acts of the servant (vicarious liability) is more critical in criminal law.

· Criminal liability has developed this idea and tendency is to only find company liable for acts of servants who can be said to be the “brains” of the company, such as directors, managers and other “responsible officers” – little practical importance attaches to this distinction in tort law

Corporate criminal liability (147)
· Two major issues have dominated the debate:

1. Why should corps be held criminally responsible at all?

· NO side:  Corporation has “no soul to damn: no body to kidk”. No MR possible; traditional aims of criminal punishment are deterrence, incapacitation, rehabilitation and retribution don’t all make sense for corps; deterrence does a bit, but could do that with civil penalty. Meaningful fine usually hits the pockets of those who are the least to blame like SHs or employees.

· YES side:  large corps are real persons who exert a lot of influence over economic and frequently social welfare of the communities; corps commit real crimes and stigma of criminal conviction is as telling for corporation as for person

2. Under what circumstances should criminal responsibility be ascribed to corps, esp. with MR offences?

· For MR offences, established Anglo-Canadian doctrine is that only the mental state of those directing the corp’s affairs will be ascribed to the corporation (= identification/organic theory of corporate criminal liability), but in USA they apply a broader respondeat superior test.

· Charter complicates things too.

Canadian Dredge & Dock Co. Ltd. v. The Queen (1985 SCC) (148)

Identification theory is how corps are held criminally responsible for MR offences; directing mind and the requirements for liability.
Facts:  

· # of corps charged with conspiracy to defraud contrary to CCC; allegations arose out of the rigging of bids for dredging Ks in Hamilton harbour
· senior officers of 4 corporate A agreed in advance which company would submit the lowest bid in every case at an inflated price and losing bidder received payments from winning bidder or s/t a profitable subK.

· s/t senior officers kept payments for themselves

· A appealed conviction on basis that:  

1. doctrine that corporation could have MR under identification theory was wrong; and

2. corporation is not criminally liable where directing mind is at the material time acting in fraud of the corp, acting wholly or in part for his own benefit or is acting contrary to instructions that he not engage in illegal actions in the course of his duties.

Issue:  
Under what circs should criminal responsibility be attached to corps?

Held:  

Appeal dismissed; D loses
Discussion:  

· Identification theory is correct for corporate criminal liability

· Absolute liability offences means no MR nece. So no problem, corporation just the same as an individual. 

· Strict liability – AR is nece. i.e. must be proved (subject to due diligence) so no problem i.e. again can treat the corporation the same as the individual, no MR requirement. 

· MR offences – at CL corporate entity couldn’t be convicted of these b/c cannot be vicariously liable for criminal act, corporation has no brain of its own, and ultra vires doctrine says that illegal acts are beyond what the corporation would have authorised its employees to do

· Some crimes which corporation can never commit e.g. bigamy, purgury, but can conspire.

· Three models for corporate criminal liability:

· Total vicarious liability.

· No crim liability unless act approved by the board.

· Kinda in-between rule = liable if act was of a person who was the directing mind i.e. the act is a joint one of the natural person (employee) and legal person (corporation).

· Corporation cannot be imprisoned, but 1909 CCC code amendment said that could use fine instead of prison where corporation convicted. 
· Lennard’s Carrying Co., Ltd. v. Asiatic Petroleum Co., Ltd. (1915 HL): case of civil liability for damages, but statute said that had defence if loss was w/o “fault or privity”. HL attributed to the accused corps the actions of the “directing minds” = identification theory, and found the corporation guilty. But this rule only operates where directing mind is acting w/in scope of this authority given by the board / articles.

· R v. Fane Robinson: if act complained of can be treated as that of the company, the corporation is responsible, and do not apply the doctrine of respondeat superior. 

· Identificatoin theory establishes an identity between the directing mind (natural person) and the corporation, and holds the corporation liable. 

· The actor employee must be a vital organ, directing mind, alter ego.

· Do not consider whether was acting within the “scope of employment” as do for torts, but must ask if the actor was within the field of operations delegated to the directing mind.  

· scope of identification theory:  very elastic

· Merges the board of directors, the managing director, the superintendent the manager or anyone else delegated by the board to whom is delegated the governing executive authority of the corporation, and the conduct of those in the group is attributed to the corporation.

· Can have more than directing mind (R v. St Lawrence).

· Can be geographically spread out

Argument #2: acting in fraud of the corporation:  
· Outer limit of delegation doctrine reached when directing mind ceases completely to act in the interests of the corporation. But the idea that just b/c employee also defrauding the company that the corporation can never be criminally liable, is rejected.

· Fraud on the corporation where all the activities of the directing mind are directed against the interests of the corporation w/ a view to damaging that corporation – whether or not directing mind benefits economically – then it can no longer be said that the employee is acting as the directing mind. So if the act was totally in fraud of the corporation, then the corporation cannot be criminally liable.

· So the identification theory only operates where:  

1. Action taken by directing mind was w/in the field of operation assigned to him;

2. The action was not totally in fraud of corporation; and

3. The action was by design or result partly for the benefit of the company

So these are defences the A can use. 

· On the facts, the defence did not prevail b/c A received benefits and was not defrauded under definition above and acts were partly for the benefit of the corporation.

· Can’t absolve corporation by saying officer acted in violation of express orders [else would just issue standard instruction at each board meeting], but relevant to strict liability offences though (b/c of due diligence)
· Definition of fraud on the corporation: where all the activities of the directing mind are directed against the interests of the corporation w/ a view to damaging that corporation – whether or not directing mind benefits economically.

· To be “totally in fraud” the acts of the directing mind would have to be directed towards “executing a scheme to deprive their respective employer corporations of any and all dredging business or benefit therefrom” and “aimed at the destruction of the corporate employer” ( very high standard for this defence.
Notes on the above judgement (156)
· Is flexible – can have more than one directing mind, more than one level of delegation of authority. So more corporate liability than in UK. In Canada, has been corporation crim liability for MR by car salesmen, theft of GST money by employee manager 

· Weakness with identification theory is that it puts emphasis on high hierarchical status for liability.

· Commonwealth v. Beneficial Finance (USA case): bribing of public officials by low ranking employees. TJ said that must show that corporation put the employees in a position where had power and authority to act for the corporation and make decisions i.e. made it quite possible that corporation could be convicted for acts of lower level employees - USSC approved of this saying the top executives do not normally carry out the criminal acts. 

Amendment to the CCC (159)

· After Westray Mine accident in N.S., Bill C-45 enacted fundamental changes to CC involving criminal liability of corps and other organizations (e.g. unions, municipalities, partnerships), and significantly expanded the application of corporate criminal liability.

· replaces traditional legal concept of “directing minds” with liability tied to the fault of all of the corporation’s “senior officers” – includes all those employees, agents or contractors who lay “an important role in the establishment of an organisation’s polices” or who have responsibility “for managing an important aspect of the organisation’s activities” (CC, s. 2)

· i.e. fault in middle managers can suffice for liability

Impact of the Charter on corporations (160)
· Corporation is a natural person, so do “everyone”, “every citizen”, “any person”, “individual”, “anyone” apply?

· Federal and prov Interpretation Acts do not apply to the Charter (Skapinker v. Law Society of Upper Canada, 1984 SCC).

· Hogg says some rights must apply else would undermine charter e.g. few media companies are not corporations.  

· some rights apply:  e.g. ss. 2(b) (freedom of speech), s. 11 (fair trial) and s. 8 (search and seizure).

· some don’t:  

· s. 2(a) (religion) – Big M Drug Mart ( 1985 SCC) b/c corporation can’t “believe” in religion; 

· s. 7 (L,L,SOP) – Irwin Toy (1989 SCC) b/c PFJ relate to interests of human beings and does not reflect “corporate” interests.

· many procedural rights relate to arrest or detention and the conduct of trial and so irrelevant for corps and don’t apply.

· s. 15 considered by Hogg to apply only to natural persons (“every individual”), but SCC has avoided the question.

· Standing:  Will have standing if corporations rights are infringed, but does corporation have standing to challenge legislation on grounds that it infringes a right held only by natural persons?  

· In Big M Drug Mart (close store on Sunday), answer was yes in that Big M allowed in its defence to criminal charge to challenge law based on s. 2(a) i.e. law struck down in total, even though corporation not covered by s.2(a).

· In Irwin Toy (adverts for children), answer was no and SCC refused to hear s. 7 argument and distinguished Big M b/c Big M was criminal charge and Irwin Toy was civil suit

· in Canadian Egg Marketing Agency v. Richardson (1998 SCC) (in trouble for selling eggs out of province) civil suit for injunction against 2 corps and D allowed to invoke mobility rights (s. 6) and s. 2(d) in defending the suit although such rights are not enjoyed by corporations. Distinguished Irwin and followed Big M, said that corporation was up against the power of the state and were bought to court against their will.

Chapter 3 – The Process of Incorporation

Place of incorporation (163)

· FG, provinces and territories have J to incorporate corporations.

· None of the J’s require you to incorporate where the business operates, so can choose J to incorporate (even offshore) and then that J’s laws will apply.

· Laws of J of incorporation will not always apply, it depends on the conflicts rule. May not apply to management SH relationships where there is no link between the J of incorporation and the place of business or residence of the SH.

· Statute may say that certain rules apply regardless of the J of incorporation. 

The competition for state and provincial charters: the Delaware phenomenon (164)

· Full faith and credit clause in USA ( recognize extra-state corporations. So race to have the “best” Act for companies so that get lots of incorporations in your state.

· Was criticized as a “race to the bottom”, and that FG should intervene, but law and economics writers said that corporation would only choose laxer J if that was in the SH’s interests.

· Research data found that corporations did very well on the stock market prior to and just after reincorporating in a different J. 

· Some research showed that all else being equal, firms incorporated in Delaware were worth more. 

· J shopping in Canada has not been as popular as in the USA, nor do the FG and PG actively compete. 

· The different J’s in Canada have similar laws for corporations. Canadian lawyers are more conservative and may not have wanted to take risk if a province had tried to make corporation friendly laws. 

· So generally incorporate provincially if will operate in one province, and federally if in several provinces. 

· Ron Daniels did research which said that there was possibly a bit of inter-provincial competition, and that there was no reason Canadian provinces should not compete. 

· Cumming and MacIntosh said that there were institutional barriers to competition between provinces, and that Canadian legislators aimed for uniformity. They found no correlation between reincorporation and firm value. 

Extra-provincial licensing and filing requirements (166)

· Ontario does not require licensing for corporations from other J’s in Canada, but does for overseas corporations. 

· Licensing requirements for extra-provincial corporations vary between provinces, but generally:

· Offence for extra-provincial corporations to carry on business w/o a license, but prosecution is rare.

· If unlicensed, cannot sue, but may be able to get retroactive license. 

· Licenses generally discretionary, conditions may be attached. 

· Extra-provincial corporations generally required to make annual filings. 

· Licences only required if are “carrying on business” in the J, which corporation will be if has a resident agent, representative, warehouse, office or place where it carries on business”. But not carrying on business only b/c buy or sell goods or offer services by use of travelling salesmen or advertising / correspondence. 

Continuance under the law of another Jurisdiction (167)

· [Seems that continuing in another J means totally cancelling your incorporation in the existing J, and starting in the new J].

· CBCA s.187-188.

· May continue corporation in another J for tax reasons, b/c business moved, merging with corporation in other J or b/c corporate climate in other J is better. 

· Two step procedure

1. Get consent from your home J (the export step)

2. Meet the requirements of the new J (the import step)

· The import step is easier b/c most J’s want more business.  

· If there are prior civil, criminal or admin proceedings etc before you move, you are still treated as incorporated in the old J for those proceedings. Also the obligations and property rights of the corporation in the old J still continue. CBCA s.187(7).

· Re Canada (Director appointed under s.260 CBCA): Considered application of the CBCA export provisions. Ont. CA held that director under CBCA did not have wide veto power to prevent export for the purpose of protecting SH’s. 

Classification of Corporations (168)

Shares of “Widely Held” (WHC) and “Closely Held” Corporations (CHC) (168)
· CHC and WHC may want different things from the statutory framework. 

· OBCA says a offering corporation is one that sells shares to the public, and has a deeming provision to determine when are “offering securities to the public”.

· The distinction is relevant for interpretation of other parts of the act, including financial assistance, mandatory solicitation of proxies, information circulars, director requirements, insider liability, auditing and compulsory acquisitions. 

· CBCA leaves it (partly) to PG securities legislation to determine if company is public, but then says are public if 

i. Have filed a prosepectus 

ii. Have securities on a stock exchange

iii. Are dealing with a corporation that is covered under (i) or (ii) above.

· Different provisions of the CBCA apply to corporations that are either a “distributing corporation” or engaged in “distribution to the public”.

· Under the CBCA, whether you are a distributing corporation is relevant to squeeze out transactions, access to corporate records, share transfers, director requirements, notice of SH meetings, solicitation of proxies, filing financial statements, auditing, shares, insider trading, acquisitions. 

· If engaged in distribution to the public, then there are requirements for trust indentures.

· Other provisions of the CBCA rely on indicia of CHS such as the number of SH’s.

One person corporations (170) 

· A “meeting” normally requires two people (Cowichan Leather), but Acts say that can have a one person meeting if only one SH or only one director. CBCA s.114(8) and 139(4).

· One person will meet unanimity requirement. CBCA s.142(1). 

Constrained Share Corporations (170) 

· Acts allow corporations with public shares to say that share transfer is governed by Canadian ownership and control requirements. CBCA s.174.

Professional Corporations (170) 

· 1967 report said that should allow professionals too incorporate b/c of the tax and business organisation advantages, but that need to add limits to protect the public. 

· Ontario statutes allow accounts and lawyers to act in corporations, but is no limited liability, and SH’s are liable for acts of employees and agents. Also, the professional obligations and duties are not reduced b/c are operating a corporation. 

· Corporations used to be much better for tax, but now are less so, but still allow income splitting with a spouse and some tax deferral. 

Unlimited Liability Companies (171)

· Only NS allows unlimited liability companies. Such companies cannot use “limited” or “incorporated” in their name. 

· Partners bear direct liability to creditors on an ongoing basis, but the liability of members of an ULC only arises upon winding up if liabilities > assets. 

· There are limitations on liability for former members, and can always limit liability via contract.

· Members normally interpose a corporation between themselves and ULC to protect themselves. 

· ULC’s can be taxed as partnership in the USA (which is why they are used at all), although in Canada ULC is treated as regular corporation. 

Incorporation techniques (172)

· Memorandum of association = constitutional document including: name, capital structure and statement of proposed business. 

· Articles of association = bylaws of the corporation. 

· Under the registration (or memorandum) system, these are filed and then, if the name etc meet the requirements of the statute, the registrar is bound (enforceable by mandamus) to grant incorporation. 

· Under the letters patent system one submits only the memorandum, and incorporation is at the discretion of the executive. 

· Now most J’s use the registration system (or very close to it), CBCA s.6-8, and the “articles of incorporation” are equivalent too the memorandum of association mentioned above. Don’t need to file bylaws, but you can put the same stuff into the articles of incorporation. CBCA s.6(2).

· Under the BCBCA the “notice of articles” is equivalent to the memorandum of association and the incorporators enter into a “incorporation agreement”.

Corporate Names (173)

· Regulated to prevent public confusion. CBCA s.10-13. Consider likelihood of deception and regardless of intention to deceive.

· Name provisions are J specific. You normally get a number that you can use as a name. 

· Regarding confusion, consider the nature of the business, the target market, similarity of the names, use of descriptive and generic terms, the way the name is used. Will the public think the companies are associated?

· Common law of passing off, and trademark legislation also applies.

· Bricks Fine Furniture v. Brick Warehouse: Both had their names registered. Manitoba courts said did not have J to restrain federal company from using its name. Federal court said that they should both use signs in stores disclaiming association. 

The nature of the corporate constitution (175) 
Considers difference between memorandum and letters patent.

Pre-CBCA distinctions (175) 

Before the CBCA and the copycat provincial Acts, the following was the case [seems that the memorandum points still apply to the BCBCA and the letters patent ones apply to the CBCA]:

· A letters patent corporation had the capacity and powers of a natural person.

· A memorandum corporation was subject to the ultra vires doctrine (Riche v. Ashbury Ry.)

· In memorandum J’s, articles of association were public documents and the pubic was deemed to have constructive knowledge of them. Since bylaws were not filed for letters patent corporations, there was no deemed knowledge of their bylaws. 

· In memorandum J’s, the memorandum and articles were K’s that the SH could sue the company on. BCBCA s.19(3). The same was not true under the letters patent statutes, and it is not clear how contractual in nature those by laws were. 

· In memorandum companies, the powers between directors and SH was determined by the constitution, BCBCA s.136(1), and residual authority lay with the SH’s to break a director deadlock, to ratify ultra vires acts of the directors (Foss v. Harbottle), and to sue.

· In letters patent companies, directors get their power from the act, not the corporation’s constitution. CBCA s.102(1).

· In letters patent companies, SH could not modify the prescription of the statute unless were unanimous. 

· In letters patent companies, the directors could pass bylaws (which the SH would later approve), but the Canadian courts did not read the statutory provisions as widely as in the UK, and the courts would decide if the directors acted reasonably. This supervisory J now applies to memorandum corporations as well (Edmonton Country Club v. Case).

· In letters patent companies, it was unclear what residual authority the SH’s had, but Foss v. Harbottle has been held to apply. 

Current position (177)
· Doctrines of ultra vires (w.r.t. 3rd parties) and constructive notice for corporate documents has been abolished in CBCA and BCBCA. 

· Powers of directors is entrenched, but is subject to unanimous SH agreement, SH proposals and SH concurrent power to change by-laws.

· SH can ratify voidable K in which officer or director has material interest CBCA s.120(7.1).

· Courts can enjoin corporation from violating Act or corporate documents. 

· So the remaining differences between CBCA and memorandum J’s are

· Power balance between management and SH

· Scope of SH residual power.

· Permissible scope of by-laws and articles of association.

Note on the scope of the contract created by the memorandum and articles of association in memorandum jurisdictions (178)

· Memo and articles do not form a K with non members of the company.

· Eley: articles said E would be the solicitor, but he was not a member at that time, so no valid contract was formed making him the solicitor. 

· BCBCA s.19(3) has been interpreted to mean that each member is deemed to contract with the company at the time of incorporation (Hickman v. Kent)

· Members and company are contractually bound to one another and the company, but only in so far as they are acting as members. 

· Hickman v. Kent: for a member to get a benefit qua member, it must be via a provision applicable to all members. 

· Rattfield v. Haity: articles said member could force director member to buy his shares, court forced the director member to make the purchase. What if director had not been a member, then would not have had the obligation(?). 

· Houldsworth v. City of Glasgow Bank: SH cannot sue for damages unless first rescinds his membership contract, else can only get injunction. 

· [my notes are a bit thin for #5 and #6 in p179 – don’t fully get the bit on s.14 and Foss v. Harbottle, and don’t want to write down crap]

· Often said SH only have duty to company, not SH, but now generally recognised that can be concurrent breach of duty to SH and company. 

Alteration of the corporate constitution (179)

· Statutes provide for alteration of corporate constitution. CBCA s.168 -170

· Generally require resolution of more than mere majority of SH’s. 

· Preferred SH’s may have special say.

· Appraisal remedy, if SH is unhappy with prosposed change, then corporation must buy him out. 

· SH cannot be forced to buy more shares or contribute more for existing shares (Edmonton Country Club v. Case).

Pre-incorporation contracts (180)

· Had for person to contract before it is formed.

· May want to secure contract to drum up support for proposed corporation, but want to limit liability. 

· Are different situations:

1. Both the promoter and the contracting party know the corporation is not yet formed.

2. Only the promoter knows.

3. The promoter mistakenly thinks it has, and tells the contracting party.

· Should liability depend on if the contracting party made reasonable enquiries?

Common law position (181)

Kelner v. Baxter (Eng 1866) (181)

Facts:
P was a wine merchant. Plan to set up hotel company which P would manage. P agreed to sell wine to the “proposed” company. Then when the corporation was formed, they ratified the contract. Company collapsed w/o paying. P sues. 

Issue:
Can P recover against the individuals who singed on behalf of the proposed company?

Held:
P wins, the “agent”, having no “principal”, is personally liable.

Ratio:
CL says that corporation cannot enter K before it is formed. 

Discussion:
· Since there was no company at the time of the signing, the company cannot be liable, so there will be no recovery unless the D’s are personally liable. 

· Cannot be an agent if principal does not exist, and this does not change just because a “principal” later ratifies the contract.

· Must be two parties to a contract, rights and obligations cannot be transferred to a third that does not yet exist. 

· K indicates that intention was for payment was to be made on given date, no indication that it was contingent on the formation of the company.

· Parol evidence rule says that cannot admit oral evidence to show contrary intention.

· So the “agent”, having no “principal”, is personally liable.

· The immediate delivery suggested that the D would pay if the corporation was not formed. 

· The corporation could only be liable upon a new contract, P would have to agree to the discharge of the D’s personally, ratification alone does not mind the corporation.

Notes 

· CL requires a fresh contract, which essentially requires a new written document. 

· Some more recent cases have indicated a willingness to relax the strict CL requirements. 

· Because the court decided on the basis of the intention of the parties, a defence would be if the contract showed that the “agent” was not personally liable: Dairy Supplies v. Fuchs
Black v. Smallwood (Australian 1966) (186)

Facts:
Sale of land. D though that corporation had been formed and that he was a director. P sued for specific performance, and said that D as agent was liable b/c the corporation was not in existence at the time of the K. 

Issue:
Is the agent personally liable?

Held:
No. The contracting party did not exists, so the K in this case was a nullity, so claim for specific performance must fail.

Discussion:
· Said that Kelner v. Baxter does not stand for the proposition that “if a person contracts on behalf of a non existent principal then he is himself liable in contract”. Say that that case was decided based on the intention of the parties. If there is a non-existent principal, then there may be a presumption that the agent is liable, but clear intention to the contrary may be in the K. In Kelner the parties intended that the corporation would pay, but also intended that if the corporation did not, then the D would pay personally – the D was the buyer of the goods. Buying “on behalf of” another party does not mean that you are not buying them, you are.

· Here it was not the intention of the D to be bound personally i.e. both parties thought the company existed.

· There is no rule that an agent is always liable if in fact the principal did not exist. 

· Against principle to hold man liable when he did not intend to contract. 

· P may have succeeded in a claim for breach of warranty of authority, but did not plead that.

Notes

· Newborne v. Sensolid: P Corporation (Leopold Newborne Ltd) sued on contract, but then it was shown that corporation did not exist at the time. So Leopold Newborne tried to sue in his individual capacity. Eng CA said that the K was a nullity and said that his signature actually just confirmed the corporations willingness to contract.

Wickberg v. Shatsky & Shatsky (BCSC 1969) (190)

Facts:
Was a corporation (RAS) in the business of selling and servicing business machines. Then the D’s joined, the business was to grow, so they planned to incorporate a new company (RDWL). The new name was used, but the corporation was not actually formed. Then D’s decided to form another corporation (CDL) which would be used instead of the second corporation (RDWL). Meanwhile P had been hired as a manager, and signed a contract with RDWL. P was told that the name of the corporation was to be changed from RDWL to RDW. P was fired, and now sues. 

Issue:
Is the D personally liable?

Held:
Yes, but P loses, entitled to nominal damages only for breach of warranty of authority b/c of causation issue.

Ratio:
An action for breach of warranty of authority only produces nominal damages where the agent is not personally liable on the contract. Any effective liability would have to be in deceit or negligence. 

Discussion:
· P argued that 

1. D personally liable b/c was an agent with a non-existent principal when signed the K. 

2. that the D’s are liable for breach of warranty of authority for warranting that they had authority, 

3. that the D’s are liable b/c they were partners in the firm that hired P.

Argument 1

· P relied on Kelner v. Blaxter, but fails b/c of Black v. Smallwood.

· In this case the P thought the company existed, D knew that it did not. So P did not intend for D to be personally liable, and nor did D – the case does not seem to explain why D did not intend to be personally liable, maybe b/c the corporations name and not D’s name was on the K.

Argument 2

· D did warrant that RDWL was a real entity and that they had the power to represent it.

· Conduct of the D, knowing at that time that RDWL would never be formed, is reprehensible.

· However, there is no causal connection between the damage suffered and the breach of warranty. The P’s loss resulted from the failure of the business, not from the breach of warranty. 

· Also the P should have realised the significance of being told about the name “change” and should have realised the difference between a corporation and a firm. 

· P would have a claim against RDWL for wrongful dismissal if that company existed. 

Argument 3

· Not in the book.

Notes

· Maybe the P should have argued that when he was told about the name change, that was a new K and he relied on that one.

· Delta Constructoin v. Lidstone: Lawyer was to form corporation and be part of it. The other members signed all the forms and were given a seal, and then opened a bank account in the corporation name. P did construction work before the company was actually incorporated, and then payment was not made b/c the project went bad. P sued for breach of warranty, but court denied recovery, saying that it was not intended that the D’s were guarantors for the company, none of the parties intended that they would be.

· Consider claims for unjustified enrichment if the corporation still exists but refuses to pay for benefits received.

Statutory reforms (195)

· CL seems to be that no pre-incorporation contracts bind corporations.

· Some USA cases have said that corporation can adopt or ratify a promoter’s contract, but still hold the promoter personally liable ( so basically the P gets a bonus D.

· Committee thinks that there is no class of persons that should be allowed to bind a corporation before incorporation, but that the rule in Kelner v. Baxter should be abrogated, and that corporations should be allowed to adopt / ratify. This would allow promoters to take risk of non-ratification if they wanted. 

· Companies should be liable for taking any benefit even if they refuse to ratify.

· Promoters should not always be free of liability b/c of ratification, say when they become key directors and SH’s of the corporation. 

· OBCA now says: Promoter is liable. Corporation can ratify and the promoter loses his rights under the K. If don’t ratify, the promoter is liable, but can sue corporation for any benefit conferred. P can sue the promoter and the corporation regardless of whether ratified or not.

· CBCA s.14 effect is essentially the same as the OBCA, but only applies to written contracts, and must ratify in reasonable time. Can ratify by “action of conduct”. The remedy provisions are not limited to written K’s i.e. the P can sue the corporation if it adopted a un-written K. If pre-incorporation K says so, promoter not bound by it.

Notes (198)

· The Alberta statute (and BCBCA s.20) uses a “deemed warranty” approach that corporation will be formed and will adopt it, and promoter will be liable for the breach of this warranty. The damages are the same as if the promoter had acted as an existing corporation for whom he did not have authority. Generally the promoter is in control of pre and immediately post incorporation running of the corporation, so this is practical. 

· The CBCA requirement for written K, is b/c that is the only way to ensure it was disclosed that the corporation was not yet actually formed. 

· Does CBCA s.14(2) prevent the promoter assigning the K to the corporation? (No?).

· Reason for promoter still being liable despite ratification ( else he would just get a shell corporation to ratify it. 

· Bank of NS v. Williams: Said that the promoter was not liable, but it seems that the other contracting party knew that the promoter would not be liable, and that the only remedy would be against the company. 

· In a case where the promoter has agreed that only the company will be liable, but then the promoter hides behind a company that refuses to ratify, should the company be liable?

· Guido v. Swail: D sold P shares. K said that P would incorporate the company in the future, but that P could not be personally liable to D. P sued for specific performance. Court said that since there had never been any corporation formed, P could not sue on the K. Does this mean that there is “no K” until the corporation is formed?
· Westcom Radio v. MacIsaac: corporation was never actually formed. P sued D on K D signed for the corporation. Court said D was not personally liable. The P tried to “contract” with a the non-existent company, so the K was a nullity. So the OBCA does not change the result in Black v. Smallwood, and seems to only cover cases where the parties know and agree that the corporation will only be formed in the future. This result was criticised by Ziegel.

· Szecket v. Huang: was a case where both parties knew the corporation had yet to be formed, but the Ont CA agreed with Ziegel and questioned, but did not overrule, Westcom.

· 1080409 Ontario v. Hunter: promoter knew that had not been incorporated, but other party did not. Kinda followed Szecket and said that the “undeniable legislative intent” was to cover contracts where only one, or neither, party knew that the corporation had not been formed. 

Landmark Inns of Canada v. Horeak (Sask QB 1982) (201)

Facts:
P says D breached lease contract. D signed the lease and attached a corporate seal, but the corporation had not yet been formed. At D’s request, P paid for alterations to the premises. D then changed its mind about leasing from the P, and told P that. The corporation was subsequently formed, and adopted the lease that was breached. P sues for lost rent and the alteration costs. 

Issue:
Is the D personally liable?

Held:
Yes

Ratio:
To relieve a person of personal liability, the contract must contain an express provision that a person who enters into a written contract in the name of the company before it comes into existence is not personally bound by the contract – not enough to just refer to the section of the act. 

Discussion:
· The Sask BCA is the same as s.21 of the OBCA.

· The D who signed is personally bound unless (2) or (4) applies.

· In this case the lease was repudiated before the incorporation, and at that time the P started to look for a new tenant. 

· The corporation could not have adopted the lease that had already been repudiated.  

Notes (204)
· Okinczyc v. Tessier: P vendor and D agreed to sale of land. K said that D was buying it in trust for a corporation which was to be formed. The project fell through, and D refused to complete the land deal. P sued D personally. The corporation was formed, but there had not been any meetings etc Textbook does not give the result of this case, but asks what is required for ratification if only one SH in a one person corporation?

· Solomon v. Cedar Acres (US case): P architect sued the promoter and D corporation for specific performance for breach of K. Agreement to form corporation was made 2 days before K with P was signed. P was to be a 5% owner in the corporation and get 5% of profit. Corporation was later formed. Corporation then refused to pay P. P’s breach of K claim was dismissed. There was no ratification by the corporation. If you are not party to the K, then to ratify it you have to be aware of all material facts to ratify it, and that was not the case here, so there could not be any implied ratification. Knowledge possessed by a promoter having only a minority interest cannot bind the corporation.

· GMAC of Can v. Weisman: P (dealer) sold van to D in Ontario. D’s signed on behalf of a Nfld corporation, but such corporation was never formed. What law should be applied, Ont or Nfld ( conflicts problem. Can CBCA constitutionally regulate pre-incorporation contracts?

· Note 6 just asks a question 

Chapter 4 – Management and Control of the corporation
Corporate Governance: The Role of Legal and Market Instruments (207)

Introduction (207)

Must ensure that managers are accountable to the corporation. Temptation for management to further their own welfare to the detriment of the corporation. Corporation law is designed to prevent management from doing that.

The Challenge of Berle and Means (207)

· In their 1932 publication on corporate governance, Berle and Means argued that the considerable scope for unfettered discretion that managers of the largest corporations in America enjoyed was because of the separation of ownership and control in these corporations.

· This separation was a result of the fact that share ownership in the largest US corporations was becoming increasingly dispersed i.e. many SH owning a small stake, and no controlling SH having a large stake.

· SH were essentially passive b/c they did not have enough of a stake to bother getting involved in the management of the corporation.

· As SH became less involved, they were replaced by managers.

· Berle and Means argued that management, because it typically lacked a significant direct stake in the corporation, would not be motivated to advance the welfare of the corporation and its owners.
· Because SH were relatively passive, management were not really accountable to anyone but themselves.
Enter the Contractarians (208)
Introduction to corporate contract (208)
· Law and economics scholars have followed up on the work of Berle and Means.

· Law and economics analysis of the corporation:

· The corporation is a nexus of contractual relationships among the corporation’s SHs, creditors, managers, employees and suppliers.
· Implicit in the relationships is delegation from principal to agent of functional authority over corporate affairs.
· There is a risk that delegates will use delegated authority to pursue their own goals.
· Agency conflicts naturally arise from the delegation of authority.

· Purpose of corporate law is to use cost effective means to reduce agency costs
· When the connection between ownership and management is severed then the prospect for agency conflict and its accompanying costs is enhanced

· Owner manager corporation ( no agency conflicts, if manager gets lazy, the owner gets less, but that affects the same natural person, so no conflict.

· Consider family grocer that sells 40% of business so that can open a second store. Now when they spend a dollar on “business expense” like fancy car, only reduces their take home pay by 60 cents. So more incentive to engage in opportunistic behaviour. 

· Contractarians look to contractual relationships to assure agency fidelity, and say that SH can reduce agency conflicts by contract even in widely held corporations.

· Contractarians argue that dollar spent in preventing agency conflict will be saved by avoidance of that conflict.

· Theorists argue that corporations will naturally be structured so as to minimize agency costs as:

· There are incentives for investors to choose a corporate framework that provides investors with assurance that managerial agency problems will be cost-effectively minimised. E.g. if corporation chooses a company management model that gives management too much liberty, then investors will not pick that corporation to invest in. So investors will reward corporations that have good management control rules in place. 
· Legal and market mechanisms (note the distinction) exist to discipline managers.
· But overly strict managerial control rules may make for an restrictive / unpleasant work environment, which will not encourage productive management, so need a balance.

· Legal instruments typically impose ex post costs on managers who behave badly, and the consequences on managers who breach CL and statutory duties can be severe.

· Some say that SH litigation is a weak way to ensure sound corporate governance.

· Market instruments can impose costs on self serving management [I assume that this is if the stock drops the managers stock will devalue, and also they would lose performance bonuses], and also the markets inform the owners of how well the management is performing, and then the owners can take action if necessary.

Voting – independent and instrumental value (211)

Overview (211)

· SH voting can be an important control mechanism in itself or as an instrument to facilitate the operation of other mechanisms  
· On its own – ability to determine the membership of the board of directors (BOD). Generally majority rule applies for elections. Often the BOD does not actually manage the corporation, but it monitors and managers the managers. So if SH not happy with the way the BOD are handling management, then the SH can replace board members.
· Also SHs will often be entitled to vote on the certain events such as change of corporate structure, amalgamations, change of incorporating jurisdiction, sale of substantially all of the company’s assets, change in investor’s rights etc. Generally need something more than 50% vote to make these changes. This is so that cannot have majority bullying the minority for the benefit of the majority. 

Information provision and collective action programs (212)
· Seems like “agency costs” are the costs associated with having management tasks delegated to those with lesser ownership interests i.e. there are costs in having less motivated person be the manager.

· The capacity of SH voting to constrain agency costs is a function of the magnitude and quality of information that is available to SHs: 
· The more info the more rational and effective SH voting will be BUT there are costs associated with producing and disseminating the info. So there is a balancing, SH should request information to the point where the additional information is more expensive than the benefit to SH in having that information. 
· Likelihood of generating the optimal level of info is undermined by the fact that SH info possesses “public good” attributes i.e. the SH pay for the information, and then the other SH’s who have lesser stakes, and so paid less, can also use it, and anyone in the public can use it.  The result may be that individual SHs will resist investment in info-related activities and try to “free ride” on the investment of others. So it is like a prisoner’s dilemma [in game theory, a situation in which two players must choose between the risks of cooperation and competition as equated with two prisoners separately deciding whether to confess to a crime] in which the group would benefit as a whole from investment in more information, but the group does not cooperate because in the short term they do not want their stock to devalue b/c of money spent on information production. 
· This problem may be minimized where there is a controlling SH or a large non-controlling SH (e.g. banks, insurance companies) i.e. it is only when SH think that their vote is irrelevant that they think they don’t need information, but large SH will know its vote is important, and so will be prepared to spend on information. 

· Compared to USA, Canada has relatively large number of corporations with controlling SH.

· When have institutional investors, then they may have big enough share to encourage them to invest in information. 

· The lack of information may also be overcome by the market itself i.e. where the natural operation of the market provides the SHs enough info about agency cost levels such that they can vote intelligently. 

Markets and information provision (214)

· The capital market (bond and equity markets) is the most important market which provides SHs with info:  
· Capital markets play a central role in controlling agency cost because the capital markets should ensure that the price paid for securities of a corporation fully reflects the magnitude of expected costs generated by agency conflicts.
· This depends of how efficient capital markets are in pricing agency conflicts. Also, the market will not always predict when management will start behaving badly.

· If the corporations shares are performing better than its peers, that is a sign of good management. 

· Efficient pricing does not require all investors to be fully informed, it only requires that there is a subset of fully-informed investors and that the price paid by these investors does not diverge significantly from the price paid by less informed investors for shares purchased within the same time frame.

· “Efficient” is when information is widely known such that the price matches what it should given the information. Empirical research shows that markets are efficient at least when it comes to publicly available information. 
· The product market also provides useful info to SHs

· The product market is the market in which the corporations goods are traded.

· Success of products on the product market is governed by price, quality and service characteristics of the corporation’s products and a superior product should increase the corporation’s profits.
· Bad performance on the product market tells investors that management is not performing well, especially if competitors are doing well, and then can get BOD to replace management.

Direct Control of Agency Costs through Markets (216)

· Other markets provide SH with information as well. This information increases the quality of SH voting. These other markets are not affected by collective action problems between SH’s.

· These other markets can exert a powerful influence over managers by imposing direct penalties on opportunistic behaviour:  

The managerial market

· Where the services of corporate managers are traded.

· Managers will harm their human capital if they shirk corporate responsibility.

· Can link share price to managerial pay.

· Threat of job loss and salary reduction, competitive junior officers scrutinizing senior officers’ performance.

· Should have good incentives for junior managers to “whistle-blow”, that will keep senior management on its toes.    
The product market

· Can discipline managers indirectly by providing info to SHs about performance
· Most managers are replaced during bankruptcy. So if competition on the product market is that bad, will likely replace management during bankruptcy. 

The market for corporate control

· Operates by transferring control of mismanaged corporations to owners more willing or able to discipline self-serving managers (through hostile takeover bid).
· This is one of the most powerful checks on management.

· Operates independently of the consent of managers.

· 51% is needed for legal control, but may be able to control with less than that, and then can oust management by electing new directors.

· Idea is that can buy cheap shares (b/c bad management), and then replace with good management and so the share price will go up.

· For fear of being perceived has shirking, management may impose restrictions on themselves so that they are seen as well behaved. 
The role of corporate law in the contractarian model of the corporation (218)
· If corporations are simply a nexus of contracts then we could conclude that investors and managers would agree on a set of corporate rules that maximize value and minimize agency costs.

· If a corporation is simply a nexus of Ks then what is the role for corporate law as distinct from contract law?  Moreover, if markets work to discipline managers in a variety of laws what is the need for corporate law?

· Corporate law can serve a vital role because:

· Many markets only work successfully because of the law i.e. b/c SH have the ability to vote to oust directors i.e. this right comes from corporate law. Corporate law defines the rights associated with shares. 
· There are advantages from having the rules operate as a matter of corporate law rather than contract.  The most important being that entering into a K incurs transaction costs and corporate law reduces transaction costs by providing a “standard form K” that offers private actors an off-the-rack set of corporate rules. Entrepreneurs can offer this standard form K by just incorporating. 

· Corporate relationships are often too difficult to specify in a contract e.g. fiduciary duty law has developed over a long time.

· Corporate law allows creation of a legal person, which K law could not do.

· So corporate law gives standard form K that suits the parties.
· Corporate law under this view ought to play an “enabling” role that facilitates contracting by offering a set of default rules, but should generally avoid a “mandatory” role that requires parties to adopt particular rules i.e. should allow parties to contract around corporate law if they want to.
Critique of the contractarian model of the corporation (219)

· Critics question the ability of the markets to control agency costs. These critics point to Enron type failures and say that regulators are required. 

· Contractarians would say that these are just one or two high profile failures, but the system generally works. 

· The markets (capital, managerial, product, market for corporate control) must operate efficiently if the contractarian model is to work, but this is not always the case. 

· Critics of the enabling model of corporate law say that the institutions on which the contractual model of corporations appears to place considerable reliance are dysfunctional. These critics say that should rather have a mandatory or regulatory model of corporate law.

Mace, “Directors: Myth and Reality” (220)

· Classical functions of BOD are

· Establish basic objectives, corporate strategies and policies

· Ask discerning questions

· Select the president

· Presented evidence that in many corporations the presidents had all real power and that the Board of directors were not playing the role that they should.   
· Found that good quality individuals are normally too busy to sit on boards.

· Often the boards do not effectively perform the classical functions set out above.

Eisenberg, “The Structure of the corporation” (221)
· Argued that one problem with the model is that legal rules have been shaped on the premise that the board manages the corporation’s business in fact as well as in law e.g. rules assume that officers are subordinate to the board, and so the rules take a restrictive view on the powers of officers e.g. the standard of care may be on outside directors rather than the executives (officers) running the business.

· The reality is that the officers run the business, but SH may be lulled into believing that a dis-interested board is supervising the corporations affairs, which is often not the case.

Critique continued (221)

· So there is some control of agency costs by the above discussed mechanisms, but how much exactly is unclear.

· Remember that there are good aspects to using agents e.g. can choose skilled managers even though they do not have much wealth to enable them to be owner managers.

· Admit that there are agency costs, but hard to know when the cost benefit balance is optimised.

· Another set of criticisms is normative in character i.e. fail to take into account what actually happens in reality. 

· Says that contractarian model makes incorrect assumptions about the circumstances of the parties, and gives the system an air of legitimacy when in fact investors are suffering at the hands of opportunistic managers. 

· Says that the contactarian model is hostile to regulatory intervention and that the contractual theory fails to take into account other values unrelated to contract, and that even efficient wealth maximising corporate contracting can make us all worse off. 

· Says that SH are not sufficiently empowered to act like principals in the true sense. 

· The concept of trust is vital to proper conduct of corporations, and this cannot be well incorporated into a contract.
An introduction to the legal model of the corporation (223)
Introduction (223)
· Can be a tension between corporation’s internal rules and the requirements of legislation. 

· How do we interpret ambiguous corporate rules, do the courts operate under the contractarian model?

· How are third parties affected when the corporation fails to live up to its internal rules?

· Are corporate actors able and required to meet duties to constituencies outside the corporate contract.

· Always consider whether corporate law is facilitating contracting or regulating behaviour.

Mandatory versus enabling interpretations of corporate statutes (224)

· Absent statutory right or a power in the corporation’s constitution, SHs have no right to remove a director prior to expiration of his term of office. 
· See s.109 of the CBCA which provides this can be done by ordinary resolution at a special meeting.

· The BCCBA provides that SHs can remove directors only by special resolution, unless otherwise specified in the articles or memoranda.  Special resolution requires 75% for corporations incorporated under the old act, and 2/3 for ones under the BCBCA.
Bushell v. Faith (H.L. 1970) (224)

Facts:  
The company had issued 300 shares; 100 each were held by the P, the D, and his sister. So in total had a brother and two sisters.  D was a director and his sister proposed an ordinary resolution to remove him from the position of director.  The resolution passed and D demanded a poll referring to articles 9 of the company’s articles Which stated that in the event of a resolution seeking to remove a director any shares held by a director carry the right to three votes per share.  D was a director, so he got 300 votes and the others got a total of 200 votes. So on the poll the resolution was defeated by 300 – 200.
Issue:  
Is articles 9 valid and applicable or is it overridden by s. 184 of the Companies Act which provides that a director may be removed by an ordinary resolution notwithstanding anything in the articles? 

Held:

Lord Upjohn and Lord Donovan – S. 184 was designed precisely for this kind of situation to ensure that directors were not irremovable but Parliament did not intend to fetter the right of the company to issue shares with rights or restrictions it wishes.  Articles 9 is valid.

Lord Morris, dissenting, – Articles 9 aims to defeat s. 184 and as such makes a mockery of the law.  Articles 9 is invalid.

Ratio:  
Corporation statues do not operate to fetter the rights of corporations to deal with matters such as voting rights unless the statutory provision explicitly does so. 

Discussion:

Upjohn

· P argued that article 9 frustrates the purpose of the statute. The statute says “notwithstanding anything in the articles”.

· HL said that the previous case law did not settle the issue, it was a question still to be addressed. 

· Statute must be construed in light of the mischief that it was targeted at. 

· Mischief that articles would say that director was irremovable (in which case you would have to alter the articles (75%) to remove them) or could only be removed by extraordinary resolution.

· But this was mischief, so the statute says that an ordinary resolution can be used.

· If a poll is required on an ordinary resolution, still only need 50%, but voting is according to the privileges associated with the shares, and it is OK for some shares to be more valuable than others.

· The statute says that can give certain shares special voting rights.

· So can still use ordinary resolution to remove director, but is subject to a poll, and on the poll still need the ordinary resolution threshold of 50%.

Donovan

· Statute just wanted to ensure that could remove director by ordinary resolution, so not allowed extraordinary resolution requirement, or absolute irremovability requirement. 

· The section does not say that you lost your special voting rights associated with your shares, so clearly you still get your special voting rights. 

Morris

· Says that to allow shares with special voting powers would circumvent the intention of the statute which was to allow directors to be removed by a simple majority. 

Note

· Bushell involved a small private company – should the statute differ between small private and large public companies?

Directorial Power and Interpreting the corporate “Contract” (230)

· Do these cases take the contractarian view and see SH as principals and directors, or do they follow Berle and Means view that directors can basically do what they want.

· When limiting directors power – are courts externally regulating corporations or just interpreting the contract that the parties chose for themselves?

Kelly v. Electrical Construction Co. (Ex.D. 1907) (230)

Facts: 
Action brought to set aside the election of board of directors i.e. the board was elected, but now some are unhappy with the result so are attacking the procedure used.  At the meeting 4 SHs were represented by proxies who were not allowed to vote because of a by-law adopted by the directors several years prior which required all instruments appointing proxies to be deposited at the head office at least one day before they would be used.  
The by-law was not confirmed at the next AGM, but was confirmed at a share-holders meeting 8 years later.  
S. 47 of Companies Act allowed for directors to pass by-laws about proxies but every by-law, unless in the meantime confirmed at a general meeting called for that purpose, shall only have force until the next AGM,  

Issue:  
Was the by-law in force?

Held:  
The SH had the right to vote by proxy b/c there was no valid bylaw of the corporation preventing them from doing so.

s.47 did not give the SHs the power to pass by-laws about proxies so the SH’s endorsement of the by-law is void b/c the by-law was not actually in force.  
Directors’ by-law is void because it was not confirmed by the SHs at the next AGM as required by s.47.  

Ratio:  
The presumption that a corporation has implied power to pass by-laws necessary for the proper management of its affairs arises only in the absence of express power.  
Reasoning:

· The only kind of by-law that SH can confirm is one in force, and 8 years later it was not in force, so they did not confirm anything validly.

· Then the D argued that the SH successfully created the bylaw from scratch at that 8 year later meeting. Argued that SH had inherent power to pass bylaws, and so they passed a bylaw allowing votes by proxies, but placed limits on how that may be done.

· Court said that the statute already gives the SH the right to vote by proxy, and then gives the directors the power to impose conditions on proxies. Since the statute gives the directors the rights to impose bylaws for proxies, the SH do not have the right to pass bylaws for proxies. 

· When a statute confers express power on one part of the corporation, there cannot be an implied power of another body under the corporation to exercise that same power.

· Cannot have two bodies having the same power at the same time, else they could pass inconsistent by laws at the same time. 

· So the statute says directors can pass bylaws, so the SH have no inherent power to do so.

Note

· CBCA s.103 gives directors the power to make by-laws unless existing by-laws, articles of SH agreement states otherwise.

· S.103(2) CBCA requires SH approval of bylaws.

· CBCA s.103(5) allows SH to propose bylaws.
Automatic Self-Cleansing Filter Syndicate Co. Ltd. v. Cuninghame (Eng C.A. 1906) (232)

Facts:  
The Articles of association of the company provided that the management of the business was in the hands of the directors subject to extraordinary resolution passed by ¾ of the SHs.  A resolution was passed by a simple majority of the SHs and the directors refused to put the resolution into effect.

Issue:  
Are the directors bound to carry the resolution out?
Held:  
No.  Resolution not done in accordance with the articles.    

Ratio:  
A majority of SHs cannot alter the mandate originally given to the directors by the articles of association except in accordance with procedure laid out in the memorandum or the articles.
Discussion:

· The result must depend on the construction of the corporations articles.

· The corporation did have the authority to undertake the task that the SH were trying to undertake, so that is not an issue. 

· Articles clearly say that if want to alter the powers of the directors, then must have 75% support i.e. extraordinary resolution. 

· Argument that not proper to have a dictator appointed, and then the principal cannot instruct the agent (director) by simple majority. But court says that the majority at the meeting is not the sole principal, the minority also have to be taken into account, and for the purpose of directing the directors what to do, the “principal” is 75% as defined by the articles. 

Notes and Questions (234)

· Scott v. Scott (1943, Eng. Ch. D.): articles gave directors authority to issue dividends, but instead the dividends were approved at an AGM of SH. The validity of that resolution was challenged. Court said that approval of dividends was the role of directors b/c that is what the articles said, and so the resolution at the AGM was invalid. 

· Macson Dev Co v. Gordon (NSSC 1959):  President tricked directors into resigning b/c of pending liquidation, then appointed a buddy as a director, had a directors meeting which agreed to start a law suit. Then at a SH meeting, which included the ex-directors, a resolution was passed to stop the law suit, and a motion was bought before the court for an order that the corporation did not have proper authority to sue. Court said that President had right to fill vacancy, then had quorum, and then article gave management to directors entirely, so the SH resolution was invalid, and the action was properly bought. 

· Gower textbook: directors are no longer just agents of the corporation. But AGM has ultimate control b/c of power to amend the articles and change directors, but until then, directors can do what they want. Even getting directors out at AGM can be tough, so clearly directors are more than mere agents, and have lots of power.
Hayes v. Canada-Atlantic & Plant S.S. Co. (USA 1st Circ. 1910) (235)

Introductory notes

· At CL the directors had no authority to delegate their powers without special authority from statute or company by-laws.  S. 115 of the CBCA authorizes the directors, subject to the articles or by-laws, to appoint one of their number as managing director or appoint a committee of directors and delegate to it the powers of “the directors”.  
· Delegation is limited to the ordinary course of business i.e. the statute limits what can be delegated and says that issues such as issuing securities, declaring dividends, adopting by-laws, approving t/o bids etc cannot be delegated..  
· In the BCBCA there is no restriction on delegation and s.137 allows transfer of power. 
· Hayes is an old case which illustrates the courts’ attitudes towards delegation i.e. that can’t give a small number of directors full power, and laid the groundwork for legislation in this area. 

Facts:  
Sec. 8 in the by-laws said that directors shall annually appoint from among themselves two directors who will with the president form an executive committee which will have full powers of the Board of directors when the board is not in session.  

Issue:  
Does “full powers” give the executive committee unlimited power or only power to deal with matters arising in the ordinary business operations?

Held:  
The court felt that “full powers” could not be interpreted in a way that stripped the other directors of all power.   

Ratio:  
It is not permissible for the Board of directors to delegate all its power away.

Discussion:

· In this case the panel of two directors removed the treasurer and replaced him.
· They also dealt with their own pecuniary interests, and they were the only ones voting on them.
· They also changed the bylaws to say that only the president could call special SH meetings and directors meetings.
· Basically they tried to take control of the corporation indefinitely, and removed any powers that the other directors may have had. 
· Neither the president or any director is entitled to compensation, or a change in compensation, unless it is authorised by statute or by the SH’s or other directors
· So the words “full powers” used in the corporations by-laws have to be qualified, and they only have limited powers.  
Note
· In areas of specialization like hotel management, the corporation may want to contract out management, but what amount of management can be given to a third party?
Sherman & Ellis v. Indiana Mutual Casualty (USA 7th Circ. 1930) (238)

Facts:

D insurance company granted, under contract, its management to the P insurance company for 20 years.

Contract said that the underwriting and executive management would be done by D’s staff.

Issue:  
To what extent can management be vested in third parties?

Held:

The agreement is void, it delegated too much.

Ratio:  
A corporation can delegate managerial duties to a third party for a limited period of time but if the power is delegated for such a period of time that the third party is operating the business and simply using the corporation as an instrument, then the agreement to delegate power to the third party will be void.   Such an agreement would undermine the purpose of the corporation entity.   

Reasoning:

· Line between what is ok and what is not ok to delegate is hard to draw.

· Can delegate for a while, but cannot delegate indefinitely.

· Here the delegation is for a long time, and there is nothing of importance left to the board of directors apart from unimportant ministerial duties.

· The grant of corporate power by the state is made on the assumption that the powers will be exercised by the corporations officers, annually elected by the SH and not by the officers of another corporation.

· This was not delegation of an aspect of management, it was delegation of the entire running of the business for a long time.
Kennerson v. Burbank Amusement Co. (Calif. C.A. 1953) (239)

Facts:  
The directors made a contract which transferred all practical control and management of corporate powers to an individual.  
The sole asset of the corporation was the management of the Manor Theatre building. Board tried to give all control over bookings, personnel, admission prices, salaries, contracts, expenses and fiscal policies to Kennerson. 
Issue:  
Is a contract which delegates all corporate power valid?

Held:

No.

Ratio: 
The Board may grant authority to act, including by way of management contracts, but it cannot delegate its function to govern.  Any contract which does so is void.  

Reasoning:

· The fact that Kennerson is obliged to make reports to the board, does not mean that the board retains control.
· Here the powers of the directors over the management of the theatre is completely sterilised. 
· The problem is one of degree.
· If all corporate powers are delegated, the contract will be void.
Question   
· What if the board agreed to lease the theatre in return for a % of the profit, that would be a valid act, so is it right that the court came to the result that it did? 
Realty Acceptance Corp. v. Montgomery (3rd Circ. 1930) (241)

Facts:  
P brought an action seeking damages from Realty Acceptance Corp for breach of employment K.  P was employed as the president of Realty.  D argued that P’s removal from the position was in accordance with the company by-laws which provided that the president be removed either with or without cause by the vote of a majority of the whole Board of directors and that the by-laws were valid or became by implication part of the K.  

Issue:  
What is the relationship between the contract and the by-laws?   How are an individuals rights affected when the corporation changes its articles or by-laws?

Held:  
The contract prevails over the bylaws.

Ratio:  
A contract entered into pursuant to the express authority of its Board of directors modifies all inconsistent by-laws and prevails over them.  Corporation cannot defeat the terms of an employment contract by changing its by-laws.     

Reasoning:

· P does accepts that the by-laws were in existence when the K was formed and that he knew about them, but said that the law allows appointment of directors for fixed terms and the by-laws could have been amended to suit the contract.

· Other cases have held that employment contracts trump by-laws.

· By-law may allow board to remove a director, but does not give them power to terminate an employment contract that was set for a definite term. If the employee becomes a director, and then directors can be removed, that does not mean that the employee can be removed contrary to his employment contract.

· The contract of employment was not the product of fraud.

· It is not contrary to public interest to have the board constrained by the employment contract – they should not have signed the contract of employment if they wanted flexibility. The contract in this case was for a reasonable period only.
Southern Foundries Ltd. v. Shirlaw (H.L. 1940) (244)

Facts:  
Shirlaw was managing director of SF Ltd. He had been appointed for a period of 10 years.  The articles provided that the managing director be subject to regular provisions of removal subject to any provisions in the employment K.  The articles also provided that if the managing director ceased to be a director than he would immediately cease to be the managing director.  The company was acquired by FF which adopted a new set of articles.  Pursuant to the new articles it removed Shirlow as a director.    

Issue:  
Can a company break its contracts by altering its articles?  Is it relevant that Shirlow was removed by FF rather than SF Ltd.?

Held:  
SF was liable for breach of contract.  The outcome of the case was not affected by the fact that it was FF that removed Shirlow as FF could not have done so had SF not altered its articles.

Ratio:  
A company has the right to change its articles and act on the altered articles but the company may still be liable for breach of contract.     

Reasoning:
· Even a SH must be regarded as an outsider in so far as he contracts with the company.

· In this case the complication is that the P was dismissed from his office as director, not by SF, but by FF.

· If a party enters into an arrangement which can only take effect by the continuance of a certain existing state of circumstances, there is an implied requirement to not change those circumstances. The transfer of business was within SF’s control, and so SF is liable. 

· If the termination of SF’s business was beyond its control, then the result may have been different. 

· SF argues that it was unable to stop the P from being removed by FF, and that it was FF’s act, but the HL says that P being removed was partly as a result of SF giving the power of dismissal to FF. 

Shindler v. Northern Raincoat (1960 Eng) (247)

Facts:  
Shindler sold Northern Raincoat to Loyds Ltd.  Lloyds then made S a managing director of NR with a 10 year contract.  Loyds sold NR to another company which removed S from his position as director by vote at a general meeting.
Issue:

Was Shindler validly removed?
Held:  
No. The court applied the principle from Southern Foundries and found that there was an implied engagement that NR would not do anything to put an end to the state of circumstances which enabled Shindler to continue as managing director. 

Discussion:

· D argues that the company articles indicated that the corporation had no right to appoint a director who could not be removed by the corporation. Can say that the act of a corporation entering into such a contract was ultra vires, or that the K had an implied term that the director could be removed as defined by the corporations articles.

· Affirmed Southern Foundries ( quote: If a party enters into an arrangement which can only take effect by the continuance of a certain existing state of circumstances, there is an implied requirement to not change those circumstances.

· So there is an implied engagement that it will not revoke the P’s position as director. 

The Scope of the “Corporate Contract” (249)
Who can form contracts with the corporation, and how are they affected by the internal workings of the corporation.

Consider whether the courts in the following cases trust the parties to chose an optimal contract, or rather apply a regulatory view. 
Note on the Ultra Vires Doctrine (249)

· The ultra vires doctrine is a rule that says that a corporation, particularly one in a memorandum jurisdiction, had no legal capacity to act in any way that was not specifically authorized by its incorporating documents.
· Modern corporate statutes have limited the doctrine.  
· Now the rule is that unless corporate powers are explicitly restricted, it is assumed that the corporation has the power of a natural person. See CBCA, ss. 15(1).

· CBCA s.16(1): It is not necessary for a by-law to be passed in order to confer any particular power on the corporation or its directors.
Agency doctrines and the corporation (250)
· Corporation can only act through natural persons who are agents for the corporation. 

· When will corporation be liable for the acts of its agent? 

· Basic agency rule: a principal is responsible for the acts of an agent if the agent had actual, usual or apparent or ostensible authority to commit the acts for the principal. 
· “Usual” authority means authority ascribed to the agent by common or trade understanding by virtue of the particular office held by the him.

· “Apparent” or “ostensible” authority means the authority with which the agent has been clothed as a result of the principal’s express or implied representations. Such representations may be implied from the principals acquiescence as well as from written or spoken word.
· The basic agency rules do apply to corporations, but are complicated by the fact that corporations have complex organization and the fact that the courts have superimposed special corporate rules on the normal agency rules.
· Also there are many agents and sometimes hard to tell when someone is an agent and who they got their authority from.

· Person may be a de facto director b/c the SH acquiesced to their assumption of office. 
· The most important of the special corporate rules that overlap with agency rules is the constructive notice rule: outsiders are deemed to be familiar with the contents of those of the corporation’s constitutional and related documents that are filed in a public office.

· So if such documents restrict the authority of agents, then outsiders will be bound and will not be able to plead ignorance of the lack of authority of the agent.
· English courts have made a qualification to the constructive notice rule, referred to as the “indoor management” rule: the constructive notice doctrine is confined to actual restrictions on a corporation’s agent’s authority, it does not require an outsider to satisfy himself that the internal regulations of the corporation had actually been complied with. So the outsider must check what limitations public documents actually place on the agent, but then can assume that all of the internal formalities have been complied with by the agent.

The indoor management rule (251)

· This rule has been codified in Canada, see notes after the following case. 

Freeman & Lockyer v. Buckhurst Park Properties Ltd. (Eng CA 1964) (251)

Facts:  
K and H formed the defendant company to do land deals. K agreed to pay the costs, and then get reimbursed when land was sold.  K and H and a nominee of each were appointed directors.  Articles of association contained a power to appoint a managing director, but none was appointed.  K hired an architectural company, the P, to do some work.  D did not pay P.

Issue:  
Did K have the authority to make the contract with P?

Held:

Yes. Although K did not have actual authority, he did have ostensible authority as he had acted throughout as a managing director to the knowledge of the board of directors.

All four conditions were present.  K had “apparent” authority to enter into contracts on behalf of the company for their services in connection with the sale of property.

Reasoning:

· Court defined kinds of authority, and confirmed that actual and apparent authority are distinct, and may exist independently and may have different scopes.

· Generally when entering into K’s, outsiders rely on apparent authority.

· The outsider is called a “contractor” in this judgment.

· “Actual” authority is a legal relationship between principal and agent created by a consensual agreement to which they alone are parties.  Its scope is ascertained by applying ordinary principles of construction of contracts, including any proper implications from the express words used, the usages of the trade, or the course of business between the parties. 
· To the actual agency agreement the contractor is a stranger, but the agent will bind the corporation in a contract with the contractor. 

· “Apparent” or “ostensible” authority is a legal relationship between the principal and the contractor created by a representation, made by the principal and the contractor, intended to be and in fact acted upon by the contractor, that the agent has authority to enter on behalf of the principal into a contract of a kind within the scope of the “apparent” authority, so as to render the principal liable to perform any obligations imposed upon him by such contract.  The agent is a stranger to the relationship, and must not purport to make the agreement as principal himself.
· With “apparent” authority, the representation, when acted upon by the contractor by entering into a contract with the agent, operates as an estoppel, preventing the principal from asserting that he is not bound by the contract.  It is irrelevant whether the agent had actual authority to enter the contract.

· The contractor will only know what he is told, and ultimately will rely on the representation of the principal, that is apparent authority, or on the representation of the agent, that is, warranty of authority i.e. actual authority.

· Apparent authority is the result when the principal allows the agent to go out and conduct business on behalf of the corporation, regardless of a contract of actual authority between the principal and the agent.

· Two characteristics of corporations affect the application of the law of agency.

· The capacity of a corporation is limited by its constitution.
· A corporation cannot make a representation except through an agent.
· Under the doctrine of ultra vires, a corporation can only do what its constitution allows, and this affects the rules of “apparent” authority as follows:

· No representation can operate to estop the corporation from denying the authority of the agent to do on behalf of the corporation an act which the corporation is not permitted by its constitution to do itself, and
· Because the ability to confer authority on an agent is defined by the constitution of the corporation, the corporation cannot be estopped from denying that it has conferred upon a particular agent authority to do acts which by its constitution it is incapable of delegating to that particular agent.
· This really means that a contractor has constructive notice of the corporation’s constitution.

· Because the corporation cannot make representations itself, if there is going to be a situation of “apparent authority” as defined above, then the representation “by the principal” has to be made by a natural person who has actual authority to make that representation. 

· So where the agent upon whose “apparent” authority the contractor relies has no “actual authority”, the contractor cannot rely on that persons representation that they are an actual agent.  

· In other words, where a corporation is involved the contractor cannot rely upon the agent’s own representation as to his actual authority.  The contractor can only rely on representations by a person/s with actual authority (e.g. BOD) to manage that part of the business. 

· Representation can be by conduct e.g. if board of directors, who clearly have actual authority, allow an individual director to conduct that part of the business which typically only an agent with actual authority would do.
· The test: Four conditions must be fulfilled to entitle a contractor to enforce against a company a contract entered into on behalf on the company by an agent who had no actual authority to do so:

1. that a representation that the agent had authority to enter on behalf of the company into a contract of the kind sought to be enforced was made to the contractor;
2. that such representation was made by someone who had “actual” authority to manage the business of the company either generally or in respect of those matters to which the contract relate;
[Note that this whole test is for the case where the agent had no actual authority. If the agent had actual authority, then there is no question that the corporation is bound. This test is for when the agent had no actual authority, and we see that the contractor will fail unless he can show that an actual agent (perhaps the BOD) represented to him that the person he actually dealt with had the requisite authority i.e. step 2 means that must show that the corporation itself was the one who made the representation in step 1].

3. that the contractor was induced by the representation to enter the contract and did in fact rely upon it; and 
4. that under its memo or articles of association the company was not deprived of the capacity either to enter into a contract of the kind sought to be enforced or to delegate authority to enter into a contract of that kind to the agent.
· The only actual authority that is important is that of the person making the representation. 
· The constitution of the corporation is always relevant to questions 2 and 4, regardless of whether the contractor knew of them.
· The constitution of the corporation may be relevant to 3, but only if the contractor knew its terms.
· In some of the cases where contractors have succeeded, the agent had no actual authority b/c the formal paperwork had not been done, but under the articles the agent had actual authority to run that part of the business, and so step 2 was satisfied.  
· Contractors have failed when the person they dealt with i.e. the agent, was too junior for it to be reasonable for the contractor to believe that they had authority to enter into the contract i.e. b/c of the junior status of the person the contractor dealt with, the corporation had not made a representation to the contractor that the person the contractor was dealing with had authority. In such a case the contractor could argue that the articles give wide discretion to confer power on junior employees, but then contractor would have to show that he knew of the articles at that time, and that a reasonable contractor would interpret the articles to mean that a junior employee like that which the contractor dealt with could have been given the necessary power under.
· If you are dealing with a director in a matter in which normally a director would have power to act for the company you are not obliged to inquire whether or not the formalities required by the articles have been complied with before he exercises that power. 
· Cases have held that by permitting a director to manage the company the board had represented to the contractor that that director had authority to enter into the contracts.
Application to this case:
· Here the corporation had allowed K to act as MD, and so represented to the contractor that K had authority to enter into the types of K’s that MDs can. Condition 1 was fulfilled by this representation.
· Condition 2 was fulfilled b/c the article said that the BOD had full power, so the representation came from someone with actual authority i.e. the BOD.
· Was reliance, so condition 3 was fulfilled.
· The articles did not prevent someone in K’s position from forming K – so condition 4 was fulfilled. 
Statutory Reform (258)

· The indoor management rule is now codified in Canada.  
· CBCA s.17 ( No person is affected by or is deemed to have notice or knowledge of the contents of a document concerning a corporation by reason only that the document has been filed by the Director or is available for inspection at an office of the corporation. [My question ( But does this mean that still have constructive notice of documents filed in a public office?].
· CBCA s.18 ( (1) No corporation and no guarantor of an obligation of a corporation may assert against a person dealing with the corporation or against a person who acquired rights from the corporation that 
(a) the articles, by-laws and any unanimous shareholder agreement have not been complied with; 

(b) the persons named in the most recent notice sent to the Director under section 106 or 113 are not the directors of the corporation; 

(c) the place named in the most recent notice sent to the Director under section 19 is not the registered office of the corporation; 

(d) a person held out by a corporation as a director, an officer or an agent of the corporation has not been duly appointed or has no authority to exercise the powers and perform the duties that are customary in the business of the corporation or usual for a director, officer or agent; 

(e) a document issued by any director, officer or agent of a corporation with actual or usual authority to issue the document is not valid or not genuine; or 

(f) a sale, lease or exchange of property referred to in subsection 189(3) was not authorized.

(2) Subsection (1) does not apply in respect of a person who has, or ought to have, knowledge of a situation described in that subsection by virtue of their relationship to the corporation.

Sherwood Design Services Inc. v. 872935 Ontario Ltd. (Ont. CA 1998) (259)
This case deals with s. 19 of the Ontario Business Corp Act which is the same as s.18 of the CBCA. 

Facts:  
An agreement to purchase Sherwood (vendor) for 300K was signed by K, M,& P (purchasers) in trust for a corporation to be incorporated.  In addition the purchasers signed a promissory note in the amount $45,000 payable in the event that transaction did not close.  The purchasers’ lawyer sent a letter to the vendor’s lawyer stating that a shell corporation (872935 Ont. Ltd.) would be used to complete the purchase.  The transaction was never completed b/c the purchasers never showed up to close the deal.  Sherwood ended up selling its assets at a much lower price.  The shell corporation (872935 Ont. Ltd.) was assigned to other clients by the purchasers lawyer.  
Having been reassigned the shell corporation had assets so Sherwood sued to collect on the promissory note. There was no reference to a company to be incorporated in the promissory note.
Issue:  
Did the puchaser’s lawyer have the authority of the corporation in writing the letter?  
Held:

Case decided on other grounds so notes on the indoor management rule are obiter.

· Maj.   Held that the lawyer had authority to write the letter, and the P wins.  The numbered company is bound by the letter.  Sherwood is entitled to protection of the statutory indoor management rule and therefore the numbered company could not dispute the authority of the lawyer.  
· Diss.  Held that s.19 did not apply on the facts of this case b/c when the purchaser’s lawyer wrote the letter Sherwood had not had any contractual dealing with the shell corporation.  The vendor’s contract was with the individual respondents “in trust for a corporation to be incorporated.”  S.19 is premised on the circumstances that the person seeking to enforce rights against a corporation had direct dealing with the corporation through “a director, an officer, or an agent of the corporation”.
Discussion: 
Abella and Carthy 

· Was the letter from the purchasers lawyer an act of the corporation? Yes, the lawyer had the authority of the law firm and of the sole director of the corporation and of the individual purchasers. 

· The indoor management rule prevents the corporation from contesting ostensible authority for the letter.

· The recipients of the letter were entitled to adopt its terms on face value. 

· Statute s.19 ( A corporation may not assert against a person dealing with it that a person held out as agent of the corporation does not have authority to exercise the power that are usual for such an agent. [This is the indoor management rule, prevents corporation from making this type of claim].

· In this case the solicitor held himself out as having authority to speak for his clients, and so the corporation cannot dispute the contents of the letter. 

Borins dissent

· Said that indoor management rule was not relevant.

· Points out that the end of the statute s.19 says “except where the person has, or ought to have, knowledge to that effect”.

· Says that the indoor management rule says that a person dealing with a corporation can assume that acts within the corporation have been properly and duly performed.

· But this is not a case where the corporation is disclaiming responsibility for the acts of an alleged agent. This is a case where the P formed a K with a non-existent corporation which was then adopted by the defendant corporation. So this is more an issue of pre-incorporation contracts, and s.19 does not apply.

· The TJ did not treat this as a case of a corporation disclaiming an agent. 

· Even if wrong, and s.19 does apply to this case b/c the P should have been put on notice and made enquiries to check whether when the letter was written the corporation was even aware of the contract. The unsigned draft resolution of the directors to adopt the contract was sufficient to warn the P that the corporation did not know about the contract. 

· Clearly the corporation had not been formed at the time the letter was written, so how could the corporation have decided whether or not to adopt the contract yet.

Corporate Goals and Social Responsibilities (262)
· There are two schools of thought on the debate about the role of the business corporation in modern society. 
· Contractarian view: neutral about contents of the goals of a corporation; but once contract has been entered into, a single party should not have the power to modify it unilaterally. If corporation is a for-profit corporation then contractarian would see the goal of the corporation to be to make a profit. So would not be fair for corporation which an investor has invested in to suddenly become a charity.
· Non-contractarian view:  contratarian view too narrow; corporations must find a reasonable balance between the interests of their SHs and the other constituencies (employees, consumers and communities in which corporations operate) affected by corporate behaviour.
· These views can have a direct bearing on the outcome of litigation and on whether groups such as employees and other non-SH groups should be represented on the BOD, whether corporation should operate in countries with oppressive regimes etc. 
· Again should consider whether you view corporate law as a way to regulate, or as a way to give power to the contracts that the parties choose for themselves. 
Dodge v. Ford Motor Company (USA, 1919) (263) 

Facts:  
Ford issued large annual dividends and also on a number of occasions issued special cash dividends.  After 1915 special dividends were declared only on one instance because the Board of directors decided to reinvest a greater portion of the profits back into the corporation in order to expand the business and to reduce the selling price of the cars.  Two minority stockholders brought a suit to compel the declaration of an additional dividend.  

Issue:  
Whether a corporation can be operated for the primary purpose of benefiting someone other than the SHs?  Can a corporation reduce profits or not distribute profits in order to put assets towards charitable works?  Towards reinvestment?

Held:  
Court ordered dividends to be declared.  The court did not find that the reinvestment for expansion was problematic but seemed to take issue with the fact that Ford planned to lower the price of its cars (and thereby lower profits) out of a philanthropic urge.  

Ratio:
A corp is organized primarily for the profit of the stockholders.  Directors cannot exercise their discretion in such a way that this primary goal is altered.
Reasoning:

· The plan to reduce the selling price of cars actually aimed to produce a less profitable business, not a more profitable one. This would diminish the value of the shares and the returns to SH’s.

· Henry Ford admitted that were putting the profits back into the business to the benefit of society. He takes the attitude that the company has made enough money, and profits should be reduced for the greater good.

· A business corporation is organised and carried on primarily for the profit of the stockholders.

· BOD cannot change the focus of the business to be for the primary benefit of benefiting others – they must protect the interests of the SH’s.

· Judges are not business experts, and will not interfere with the decision to expand the business. 

· But the court did order some of the spare cash to be distributed. 

Notes (266):

· This case may have had a different result in Canada or England as the general Anglo-Canadian rule is that directors are not obliged to declare dividends unless the corporation’s constitution so provides or the corporation has lawfully bound itself to do so by the terms of issue of a particular security.  
· Typically the by-laws leave the declaration of dividends to the directors’ discretion.
· The modern American view is that just a surplus is not enough for the court to compel a dividend, there must also be bad faith on the part of the directors.
Miles v. Sydney Meat-Preserving Co. Ltd. (HCA affirmed by the JCPC 1913) (267)

Facts:  
Corporation established for purpose of meat preserving and exporting.  Corporation never paid any dividends because it was the policy of the corporation (approved by a majority of the SHs and publically announced) to carry on their operations not with a view to paying dividends but rather to benefit the pastoral industry generally.  P, a SH and director, sought a declaration that the corporation was not entitled to carry on business only in the interest of those in the pastoral industry.   
The deed of settlement that established the company said that bona fide net profits should be distributed as dividends each half year, but the directors did have discretion.
Issue:  
Can a corporation choose to operate without a view to make profits when its incorporating document provides that it is a for-profit corporation?
Held:

Majority 
· Dismissed the claim requesting an injunction requiring the business to operate solely for the profit of the SH’s.

· There is no implied contractual duty on directors to make profits to distribute as dividends.  
· Corporations may be operated for a motive other than profit making.  
· Cannot just look to short term profit. Consider case of toll road going to a new community, if the tolls are too high (to make short term profit) then that will discourage settlement in the community and harm long term profit.

· Internal management does have discretion to weight different factors when they decide how to deal with company profits.
Dissent:  

· Corporations are bound to try and make a profit otherwise they are not serving their SHs.
· Concern that controlling SH will get the corporation to do things that they want and that serve those few majority SH’s.

Question

· Can approval by the majority of SH of the non-dividend policy justify that policy – what about the minority of SH that opposed that policy?

· Can the SH validate ultra vires acts of the corporation?

Parke v. Daily News Ltd. (Ch.D. 1962) (269)

Facts:  
Daily News (DN) owned two newspapers that were not profitable, so it was decided to sell them before they became worthless.  Directors of DN made an agreement to sell the papers to Associated Newspapers (AN).  Prior to the sale board of directors of DN made a plan that would have the balance of the sale price used for the benefit of the staff and pensioners of the papers for payment in lieu of notice, holiday pay, pensions, and compensation to those who would lose their jobs.  
The agreement with AN said that AN was not liable to previous employees that had claims against the newspapers.

DN asked its SHs to approve this plan.  A SH brought an action against DN seeking a declaration that the plan was gratuitous and ultra vires and so illegal, and that the proposed distributions should not be allowed regardless of whether the majority of SH approved or not.
Issue:  
Was the Board of director’s plan valid?  

Held:  
Proposed payments not allowed. DN was not contractually bound to its former employees, and was not bound by its agreement with AN to make the proposed payments, and so was not allowed to make the payments. The test was not met so plan for gratuitous payments to employees was invalid.  

Reasoning:  

· Case where company winding up wanted to give payouts to employees who would lose their jobs. The payouts were not allowed. But in this case there is not a winding up, just a downscaling.

· The money of the company is not the money of the majority of SH, it is the money of the company and it can only be spent on purposes incidental to the running of the company.

· Being nice (bona fides) is not enough, cannot have the directors being a charity b/c the majority of SH are feeling generous.

· Not only allowed to spend when legally obligated to pay someone, are not that restrictive, but can only spend when acting bona fide and when the expense is reasonably incidental to the ordinary course of business.

· “The law does not say that there are to be no cakes and ale, but there are to be no cakes and ale except such as are required for the benefit of the company”.

· Can only be charitable if it benefits the corporation. 

· No justification for paying employee out when the company is winding up – no reputation to protect.

· Case that wanted to give pension to widow for former MD, but this was not incidental to the companies business and was not done to promote the prosperity of the company.

· The rules governing expense decisions are:

· A company’s funds cannot be used to make ex gratia (as a favour rather than as a required task) payments
· The court will inquire into the motives actuating any gratuitous payment, and the objects which it is intended to achieve
· The court will uphold the validity of gratuitous payments only if test from In re Lee, Behrens & Co. Ltd. is met
· The onus of upholding the validity of such payments lies on those who assert it.
· Test from In re Lee, Behrens & Co. Ltd.:

1. Is the transaction reasonably incidental to the carrying on of the corporation’s business?
2. Is it a bona fide transaction? and
3. Is it done for the benefit and to promote the prosperity of the company?
Application to this case
· The D’s motives are pure, but that is not the issue
· The decision to use the money in the way decided were not taken in the interests of the company as it would remain after the transfer of the newspaper enterprise.
· The decision was to treat the employees generously and beyond their entitlement, and that was improper.
· Some people have opinions that there is also a duty to employees, but there is no authority in law for that. 
Notes (276)

· Pre CBCA statutes did allow corporations to set up philanthropic funds for employees.
· See CBCA s.15 and s.6(1)(f)
· CBCA s.122(1) requires directors to act with a view to the best interests of the corporation.
· If ex gratia payment was intra vires the CBCA, could the SH argue it was oppressive under s.241? 
· UK companies act allows corporations to make payments not in the best interest of the corporation, but need approval by resolution.
· Teck Corporation Limited v. Millar (BCSC 1973): suggested that directors considering the interest of the employees and community is acting in the interest of the SH’s.
· CBCA s.137: SH can vote to submit to the corporation a notice of proposal. [Not clear what this note is saying – maybe that SH can propose that the corporation does something altruistic (?)].
Theodora Holding Corp. v. Henderson (Del. Ch. 1969) (278)

Facts:  
Plaintiff SH brought an action against Ds for a gift of $528,000 made by the defendant corporation to a charity organized by the individual defendant. The individual defendant exercised de facto control over the corporation. The relevant statutory provision provided that corporations could make charitable donations.  

Issue:  
Was the gift valid?

Held:

Yes, gift was valid.

Reasoning:

· The Delaware statutory provision contained no limiting language and therefore was construed to allow any reasonable corporate gift to a charitable organization.  

· The charity in this case was legitimate.

· Now it is recognised that corporations should contribute to society and donate to charity. All states but two have laws that allow corporations to make donations.

· The test to be applied to determine whether a gift is valid is whether it was reasonable both as to amount and purpose.
· Here the gift was reasonable with regards to the gross income of the corporation and the value of the gift.  
· Further, the gift only cost the SHs 15c on the dollar b/c of the tax benefits.

· The gift reduced the corporation’s reserve for unrealized capital gains taxes and consequently increased the balance sheet net worth of stockholders.   
· Court found that the relatively small loss to P and other stockholders far outweighed by the benefits flowing from the gift.
Notes (280)
· Test is stricter in England.  In Evans v. Brunner, Mond & Co. Ltd., [1972] 1 Ch. 359, L.J. Ch. 294, Eve J. upheld a resolution of the SHs of a chemical manufacturers corporation authorizing the directors to give donations to universities and scientific research institutions to further scientific education and research.  An individual SH had sought to restrain the donation on the grounds that it was ultra vires. The evidence provided by the directors was that the company hoped to be able to select scientists from the institutions to aid the company with research.  He reaffirmed the British test of the validity of gifts: “what the company has to establish to the satisfaction of the court is that the proposals embodied in this resolution are incidental or conducive to the attainment of the main object of the company”. In this case the judge found that the money would provide advantages to the corporation that were substantial and direct and not too speculative or remote.

· What about when make donations to political parties with hope of receiving future benefit? Bribery is a criminal offence!

· Issue of giving rebates and paying the money into obscure bank accounts ( is probably tax evasion.

CNR “Run-Throughs” Report (283)
· CNR was a publicly owned corporation that was running its trains through certain communities. The Report of the Industrial Inquiry Commission on Canadian National Railways “Run-Through”, 1965 inquired into the industrial situation arising from the running of certain CNR trains through terminals of Nakina, Ont. and Wainwright, Alt.  
· The argument was that CNR had special duties to the communities it operated in, and this investigation considered sources of that duty.
· The Commissioner examined the potential grounds on which CN had a responsibility to certain communities to provide run-through service.

1. Because it is a publicly-owned corporation.
2. Because it had a special responsibility towards those communities which came into existence because of the railway.
3. Because railroading was traditionally an instrument of national policy.
4. Because corporations should be good corporate citizens.
· The Commissioner rejects the first three grounds as a basis for imposing responsibility on CNR.  
· Says that #1 is not valid b/c CNR acts under legislation and regulations like all other companies and was developed as a commercial entity like many other publicly run companies. Also not valid b/c an equal burden is not placed on its competitor CPR.

· #2 has some merit, but is too simplistic, what if CNR started the town, but soon another company led to the real growth of the town. At what point does CNR’s duty stop? So this is a bad reason.

· #3 has some merit, at least it puts CNR and CPR on equal footing, but the role of the corporation in national policy is a result of government policy, not company policy, and does not make sense to say that are already heavily regulated, so now you should be a corporation for the public good. Rather consider the duty of CNR as an aspect of government responsibility.
· He found that the fourth ground was the true ground of company responsibility to communities but it has no basis in law and is unenforceable.  
· There is no basis in law, in the absence of express contract of regulation, for imposing responsibility on a corporation towards a community.

· The corporation has the right to leave any town, or change the nature of its operation there.

· Being a good corporate citizen is up to the company, parentage may inspire the company to be good, but parentage is not a source of a duty to be good.
Report of the Royal Commission on Corp Concentration (1978) (285)
· Commission to report on the nature and role of major concentrations of corporate power in Canada, the implications of them, what protections do or should exist to protect against the harms of such concentrations.

· The report dealt with the social responsibilities of large corporations and expressed cautionary views.

· Emphasizes the change in societies attitudes to pollution, sustainability and non-discriminatory work practices.

· Business managers should not be expected to be at the forefront of social change since their expertise is economic matters.
· Society should be careful about the kinds of social obligations it asks business to assume and business should be equally cautious in accepting them.  
· Points out that corporate efforts to start businesses in Ghetto’s and revitalise those communities have often failed – don’t think that b/c businesses are successful at business, that they can be successful at other things outside their expertise.
Dodd, “For Whom are Corporate Managers Trustees?” (1932) (287)

· Corporations are often viewed as a mere aggregate of stockholders.

· Dodd suggests that corporations can be viewed as an organized group where the group is a factual unit, “a body which from no fiction of law but from the very nature of things differs from the individuals of whom it is constituted.”

· Such a view allows one see managers of the unit as fiduciaries for this identifiable unit, trustees for the institution, rather than just a group of individuals that individually seek to protect the SH’s i.e. Dodd says that should see the corporation as a separate being in reality, not just in the way the law recognises the corporation as a legal person.
· Dodd asks whether we need assume that the sole function of the corporation is to seek maximum stockholder profit, says that increasingly, people see corporations as having social responsibility.
· Says that although not required by law, corporations should act as good citizens, but that practically speaking managers could only engage in acts of social responsibility if corporations have some degree of legal freedom without having to wait for consent from stockholders.

· Corporate responsibility could be possible if we think of a corporation as an institution separate from the individuals who compose it and then conceive the corporation as an individual affected not only by the laws which regulate business but by the attitude of public and business opinion as to the social obligations of a business.  
· Wants to decrease the corporations duty to its SH so that corporations can be free to be good people. 
American Law Institute, Principles of Corp Governance: Analysis and Recommendations (1994) (288)

· This comment focuses on a piece of American legislation which allows corporations to devote “a reasonable amount of resources to public welfare, humanitarian, educational, and philanthropic purposes” and that allows corporations to take into account ethical considerations when conducting business.   

· Some conduct which appears to be based on humanitarian grounds may actually be intended to enhance corporation profit and SH gain e.g. to promote employee well being and morale.

· But the section allows for corporations to make such donations even where there is no evidence that the donation will increase profits.
· Corporations are now expected to consider the social costs of their activities and can now take such costs into consideration.
· Because of the central position of corporations in the economic structure, the cooperation of corporations in furthering established governmental policies is often critical to the success of such policies
· Social policy favours the maintenance of diversity in educational and philanthropic activity and this would be more difficult to achieve if corporations were not allowed to devote a portion of those resources to those ends.

· But corporate activity that is justified solely by social considerations should be subject to a limit of reasonableness.  Reasonableness depends on all the circumstances of the case.
· In general, the greater the amount of corporate resources that are expended, the stronger the nexus between the use of corporate resources and the corporation’s business should be.
· Can also take broader context into account e.g. is it a national emergency, in which case more philanthropy may be justifiable in the short term.
Posner, Economic Analysis of Law (1986) (290)

· Posner asks, considering that corporations have long made charitable donations, whether they should make commitments to other social goals like controlling pollution.

· He argues that there are economic reasons for questioning both the feasibility and appropriateness of major corporate commitments to social goals other than profit maximization.  
· If one corporation tries to be altruistic and spend money on pollution reduction, then the whole society will benefit, but if they put their prices up at all, the customers will just buy the competitors products, and eventually the altruistic corporation will go bankrupt. 

· Problems which may arise when managers try to achieve social goals: 

· Suboptimization:  Manager who tries to maximize profits and improve society is likely to do neither very well.
· Standard:  Managers may not be able to decide what a politically or ethically correct stance is.
· Distributive justice:  It may not be right that the costs of social responsibility be borne by consumers in the form of higher product prices, a form of taxation that is usually regressive.
· Substitution:  When a corporation exercises social responsibility it reduces the ability of the SHs to exercise social responsibility.
Hansmann and Kraakman, “The End of History for Corporate law” (2001) (291)

· There is a broad normative consensus that SHs alone are the parties to whom corporate managers should be accountable.  

· Despite this consensus it is widely believed that corporations should be organized and operated to serve the interests of society as a whole, but the best way to serve the interests of society as a whole (aggregate social welfare) is to make corporate managers only accountable to SH interests.

· This is because the most efficacious legal mechanisms for protecting the interests of non SH constituencies lie outside of corporate law and are in other areas of law: 

· For workers: labour law, pension law, health and safety law and antidiscrimination law
· For consumers: product safety regulation, warranty law, tort law governing product liability, anti-trust law and mandatory disclosure of product contents and characteristics
· For public at large: environmental law and the law of nuisance and mass torts
· Creditors are an exception and there is a general agreement that corporate law should directly regulate some aspects of the relationship between a business corporation and its creditors. So corporate law should deal with veil piercing and distribution of dividends when the corporation is cash strapped etc. It is the limited liability structure of corporations that necessitates special treatment of creditors.
· Reasons developed by scholars for why the standard corporate model (where managers are only accountable to SHs) is better than other alternatives:

· The interests of equity investors in the firm cannot adequately be protected by contract.  For their interests to be protected they must be given the right to control the firm.
· If the control rights given to equity-holders are exclusive and strong, they will have powerful incentives to maximize the value of the firm
· The interests of participants in the firm other than SHs can generally be given substantial protection by contract and regulation, so that maximization of the firm’s value by its SHs complements the interest of those other participants.
·  Adapting a corporation’s governance structure to make it directly responsible to nonSH interest creates more difficulties than it solves.
Creditors and Corp Obligations (293)

To what extent do directors owe duties to creditors?

Canbook Distribution Corp. v. Borins (Ont. S.C.J. 1999) (293)

Facts:  
EBAL was a wholly-owned subsidiary of Edsed which was owned by two holding companies.  EBAL was adjudged bankrupt on Jan 28, 1997. Some creditors claimed that certain transactions between EBAL and Edsed were improper and harmed the creditors. Canbook, one creditor, wanted to start an action, but EBAL bought a motion for summary dismissal on the grounds that there was no duty to creditors.
Issue:  
Do directors owe a fiduciary duty to creditors?  Did the creditor have status to start an action?

Held:

Creditor was found to have status to start an action as it was a creditor of EBAL to whom the directors of EBAL owed a fiduciary duty in the circumstances of this case.

Ratio:  
Directors owe a fiduciary duty to creditors in situations where the corporation was insolvent when it entered into the challenged transaction or the challenged transaction rendered the corporation insolvent.

Reasoning:  

· Judge quoted at length Peoples Department Stores Inc. v. Wise where British, Australian and New Zealand case law on this issue was reviewed and presented precedent for the proposition that where a company is insolvent, or near insolvent, directors in discharging their duty to the company must take account of the interest of its creditors.

· Court in Peoples Department Stores Inc. v. Wise adopted a test from Re Horsley & Weight Ltd: Objective test:  whether at the time of the payment in question the directors “should have appreciated” or “ought to have known” that it was likely to cause loss to creditors or threatened the continued existence of the company.

· So generally creditors must fend for themselves, but when insolvency is an issue, the situation changes, and SH no longer have the ability to order the corporation to breach its duty to creditors. 

Application to this case

· Is a question of fact in this case whether EBAL was insolvent at the date of granting security to Edsed or whether the granting of that security jeopardized the solvency of EBAL or the continued existence of EBAL ( court finds that there was a duty to the creditors in this case.

People’s Department Stores Ltd., Re (Que. C.A. 2003) (296)

The court in Canbook (above) relied heavily on Wise in making its decision.  Wise was overturned on appeal (this is a brief of that appeal).  See note below for decision of SCC. 

Facts:  
Two companies, Wise and People’s, were forced into bankruptcy.  Three brothers were the directors of two legal persons: Wise, the holding body corporate, and People’s, the subsidiary.  The brothers were also major SHs in Wise, which held all the shares in Peoples.  The trustee in bankruptcy of People’s brought an action for $28 million claiming that the brothers favoured Wise to the detriment of People’s.  
At trial the court found that the brothers failed to meet their obligations under s. 122(1) of CBCA and awarded judgement for $4.4 million.   

122. (1) Every director and officer of a corporation in exercising their powers and discharging their duties shall  
(a) act honestly and in good faith with a view to the best interests of the corporation; and  
(b) exercise the care, diligence and skill that a reasonably prudent person would exercise in comparable circumstances. 

Issue:  
Did the brothers fail to act in the best interests of the creditors of People’s as required by sec. 122?  

Held:  
TJ’s decision set aside.  Brothers were not liable as they did not breach their duties under 122(1). 

Ratio:  
Sec. 122 does not require directors to owe duties to creditors.

Reasoning:  

· TEIB argues that brothers did not act in the best interests of People’s creditors, which is tantamount to not acting in the best interest of People’s.

· In advocating for duties in favour of creditors when insolvency pending, the TJ encroached on an area that should be left to Parliament as it is Parliament that established a general regime of director liability which benefits third parties aggrieved by management acts of directors.

· When the law in this area was revised there was no explicit acceptance of the principles of general liability of directors to third parties.  Such a move away from traditional thought would require an explicit provision.  

· Role of the courts is not to make new rules, but to reshape existing rules and apply the legislation. Not up to the courts to decide the direction in which the law should develop. 

· The property of the corporation is not the property of the SH, so why should it become the property of creditors just b/c bankruptcy is looming?

· Refers to 373409 Alberta Ltd. v. Bank of Montreal (SCC 2002) and argued that this SCC judgment did not leave room a director’s liability to creditors.  In that case the court found that even if an apparently fraudulent act was committed in regard to the creditors, the corporation could not reproach its director in any way, because fraud was not committed in regard to the sole SH b/c all of the SH had approved of the acts.  In that case 373409 directed funds to another company, Legacy, and the creditors of 373409 lost out.
· Applied here, the brothers were not liable to the trustee.

Note on SCC decision which is not in the case book:  
· Case in the book is from the Court of Appeal.  In 2004, the SCC upheld the CA decision that the brothers did not breach their duties under s. 122. 
· The SCC found that s. 122(1) contained two separate duties: a statutory fiduciary duty s.122(1)(a) and a duty of care s.122(1)(b).  
· The fiduciary duty under s. 122(1)(a) of the CBCA requires directors and officers to act in good faith and honestly vis-à-vis the corporation. 
· The fiduciary duty does not change when a corporation is in the nebulous “vicinity of insolvency”.  At all times, they owe their fiduciary obligations to the corporation, and the corporations’ interests are not to be confused with the interests of the creditors or those of any other stakeholder. 
· There is no need to read the interests of creditors into the fiduciary duty set out in s. 122(1)(a) in light of the availability under the CBCA both of the oppression remedy s. 241(2)(c) and of an action based on the duty of care s. 122(1)(b)).  
· The second duty is commonly referred to as the “duty of care”.  Generally speaking, it imposes a legal obligation upon directors and officers to be diligent in supervising and managing the corporation’s affairs.
Questions (299)

· In 373409, which is mentioned in the CA decision, the bank was sued by the creditors for conversion when it deposited into Legacy’s account a cheque originally made out to 373409. The owner of 373409 and modified the cheque to be payable to Legacy. The SCC held that the owner, who was the sole SH, employee and director validly changed the cheque, so the action failed.

· As a general proposition directors do not owe duties to creditors. Why not? [Too many conflicts, creditors can take security i.e. protect themselves by contract (?)].

· In Delaware there is a duty to creditors at a time of insolvency.  
Chapter 5:  Duty of Care Owed by Managers and Directors to the Corporation

Common law (301)

City Equitable Fire Insurance Co. Ltd.  (1925 Eng.) (301) 

Duties of directors summarized.

Facts:  

Order made for the winding-up of an insurance company that was once v. profitable; large deficit due to depreciation and diversion of funds by managing director into another company in which he was interested

Managing director jailed for fraud; liquidator brought action against the directors and auditors (under a power equivalent to s. 215(1)(b) of the CBCA) alleging negligence and breach of duty

Issue:  

Are directors and auditors liable for negligence – what are duties of directors?

Held:  

Auditors and directors were negligent, but art. 150 of the company’s articles of association required willful conduct in negligence before liability attached

Ratio:
To ascertain the duties of a director, must consider the nature of the company’s business and the manner in which the work of the company is distributed between the directors and the other officials of the company

Reasoning:
· Directors are TEs in that they stand in a fiduciary relationship to the company, but duties of directors are NOT duties of a TE of a will or marriage settlement.

· Directors tasks and duties will depend on the business, small retail store or large railway?

· Has been laid down that so long as directors act honestly, they aren’t responsible in damages unless guilty of gross negligence, but distinction between gross negligence and negligence not easy/useful – distinction just seems to describe duty owed in one case vs. another i.e. if have high duty, then breach will be more severe than if had low duty. So if liable only for gross negligence, then the standard of care is lower i.e. lesser duty. 

· Duties of directors cannot be generalized b/c different kinds of businesses and different sizes/organization of businesses mean different kinds of duties – e.g. larger business leaves more to managers and staff, whereas smaller business might be run by directors themselves

· manner in which the work of the company is to be distributed between board of directors and the staff is a business matter to be decided on business lines, and must not be inconsistent with the articles of that particular corporation.

· In order to ascertain the duties of a director, necessary to:

· consider the nature of the company’s business

· the manner in which the work of the company is distributed between the directors and the other officials of the company (provided that this distribution is a reasonable one in the circumstances and not inconsistent with any express provisions of the articles of association)

· In discharging these duties, director:

· must act honestly

· must exercise some degree of skill and diligence – have to take “reasonable care”:  care an ordinary man might be expected to take in the circumstances on his own behalf (Overend & Gurney Co. v. Gibb)

· must exhibit in the performance of duties a degree of skill that may reasonably be expected from a person of his knowledge and experience, not more – not liable for mere errors in judgment

· is not bound to give continuous attention to the affairs of the company; should go to meetings whenever reasonably able to do so

· is justified in trusting officials to perform duties (that are properly left to these other officials b/c of exigencies of business and articles of assoc.) honestly in absence of grounds for suspicion ( business cannot be carried on upon principals of distrust. Men in responsible positions must be trusted by those above them, as well as those below them, until there is reason to distrust them.

· In this case have to look at principles in context of art. 150 of company’s articles of association that say liability only if loss caused by “willful neglect or default”.

· No willful  misconduct here so although there was negligence, directors and auditor protected.

Notes (305)
· Case appealed to Eng. CA, but decision affirmed; art. 150 would be invalidated by s. 122(3) of the CBCA now.

· This judgment considered the locus classicus on directors’ duties of care – by failing to establish a professional standard for directors, this judgment ensured that an action for breach of duty would rarely succeed. The standard would be that of the reasonable person given the individual director’s expertise.

· Not required to give full time to the job, and is allowed to rely on the companies officers.

· Further description of office of director and standard the law requires in Re Brazilian Rubber Plantations (below) where the directors were described as absolutely ignorant of business, old and very deaf and induced to join for various reasons, including b/c the other directors seemed to be “good men”.

Re Brazilian Rubber Plantations and Estates Ltd. (1911 Eng. CA) (305) 

Duty of directors: care an ordinary man might be expected to take in the same circumstances on his own behalf

Facts:  

Liquidators suing directors for negligence because investment in a rubber plantation lost lots of money b/c investment based on grossly inaccurate reports.

Liquidator did not charge with dishonesty, only negligence.

Issue:  

Are directors liable for the money lost on the investments?

Held:  

Directors not liable for losses, met the standard of care that could have been expected.

Reasoning:

· Can’t sustain charge of dishonesty against directors – just incompetent…fell prey to dishonest promoters.

· Prospectus founded on a report that incorporated misrepresentations; liquidator says that the increase in price of return was of such a startling character that it ought to have caused the directors to suspect the accuracy of the report and the prospectus and so they should have made inquiries, and those enquiries would have exposed the fraud.

· Has been laid down that so long as directors act honestly, they aren’t responsible in damages unless guilty of gross negligence, but need to know what extent of duty is to know whether neglected it

· Duty is to act with such care as is reasonably to be expected from him, having regard to his knowledge and experience; care an ordinary man might be expected to take in the same circumstances on his own behalf

· not bound to bring any special qualifications to his office, but if he has special knowledge then he should bring it to office; 

· not bound to take any definite part in the conduct of the company’s business, but if he does undertake it, he must use reasonable care in its dispatch

· not responsible for damages b/c of errors in judgment

· Here directors believed that the K was beneficial for the company and not arrived at by negligence on their part as directors.

· They did not verify the information, but court said that businessmen often believe what they are told, and take information from interested persons. 

Notes (307)
· In Re City Equitable (first case above), the Court said that the responsibility of the directors varied with the nature of the company on whose board they served – in which ways should a director’s role vary across corporation types?  Do different sized companies implicate fundamentally different roles in the nature of director supervision or only in the intensity of supervision?

· Re Brazilian sets bar very low for duties of directors, but directors who blindly do all that they are asked to do will be held to account (Selangor United Rubber Estates Ltd. v. Craddock (1968 Eng. Ch. Div.) ( two nominee directors of a company who blindly sanctioned the conveyance of all of the assets of the P company to another company, thereby enabling Craddock, a principal of the other company, to gain control of the P company with P’s own assets, were liable in equity for wrongful conversion of the P company’s funds).

· Director liability for breach of duty of care is predicated on personal negligence; Gower suggests that a valuable reform would be to make all directors jointly and severally liable for board decisions, leaving it to courts to provide individual relief where justified.

· Under s. 130 of Ont. Securities Act, directors’ failure in Re Brazilian to identify the misstatements would have made them prima facie liable to buyers of the securities for damages

· s. 130(3) does allow due diligence defence in preparation of the prospectus.

· For due diligence standard for parts of prospectus prepared by an “expert”, standard is whether directors “had no reasonable grounds to believe and did not believe that there had been a misrepresentation” in the prospectus (s. 130(3)(c)).

· For non-expert parts of prospectus, directors not liable unless “failed to conduct such reasonable investigation as to provide reasonable grounds for belief that there had been no misrepresentation” (s. 130(5)). So there is a higher standard for directors for non-expert reports.

Note on statutory reform and judicial interpretation of the statutory duties of care (309)

· Supposedly one of the objectives of corporate law reform in Canada was to upgrade the standard of care imposed on directors and so as a result have s. 122(1)(b) of CBCA, s. 134(1)(b) of OBCA and s. 142(1)(b) of the BCBA
· History of legislative changes in Ont. reviewed in Soper v. R. (1997 FCA) (below) and history of fed changes in People’s Dept Stores Ltd (2003 Que. CA) (below), but in both cases the court uses this legislative history to support the view that Ont. and the fed statutory provisions essentially adopt the CL standard of care...!

· Statutory provisions cover more than Re City Equitable’s standard of care (ordinary man, etc.), they also codify the Re City Equitable proposition that a director doesn’t have to attend all meetings. 

· But distinction drawn in CBCA, OBCA, BCBA (s. 151) between director who attends a meeting and one who does not:  

· s. 123 of CBCA is typical requirement – director who attends a meeting is deemed to have consented to any resolution of the meeting unless dissent entered into the minutes or right after the meeting he sends his written dissent to the secretary of the company (but if director votes in favour of resolution, then can’t dissent)

· director who is not present at a meeting is deemed to have consented to any resolution or action unless w/in 7 days after she/he becomes aware of the resolution she informs company of her dissent. What if only find out when served with SOC, can director then send in his dissent?

· Re City Equitable proposition about directors allowed to rely on company’s officers is codified in CBCA, s. 123.(5) - is broader in the statute in that it only requires good faith, reliance doesn’t have to be reasonable or non-negligent and is narrower in that it does not allow for reliance on “officials”, but only on financial statements and reports of professionals

Statutory reform: due diligence in the Income Tax Act (ITA) context (311)

· s. 277.1 of fed ITA – (1) directors liable jointly and severally for not paying the tax due, but (3) says not liable if exercised due diligence

· Now Sopers is leading case on interpreting the scope of the section, but also appears to represent the corporate standard as well (People’s Department Store).

Soper v. R. (1997 FCA) (312)

Standard of care for directors is basically the CL one: objective-subjective standard based on skill and experience of the individual; standard same for outside and inside directors supposedly, but harder for inside directors really b/c of the subjective part

Facts:  

A was experienced business man who became director of Ramona Beauchamp Int’l Inc. (RBI) at instigation of Ramona Beauchamp (another director) in order to promote RBI’s interests in the marketplace and to lend his name and reputation in conjunction with a proposed listing of RBI on the Vancouver Stock Exchange

· A was also chief operating officer of Canada-Wide Magazines; RBI operated a talent agency and modeling school

· When A joined RBI board, knew that it had financial difficulties – received balance sheet that showed net loss

· No employee or board member of RBI discussed with A the failure of RBI to make tax remittances – Ramona B had told other directors not to tell A anything other than what was dealt with at the meetings attended by A and the tax problem wasn’t raised at any meeting

· A never enquired about whether RBI was complying with its tax obligations under the Act

Issue:  

Is A liable for tax not paid?  Has standard of care in Re City Equitable been upgraded by statute?  Has the subjective element of the CL standard been reduced or eliminated by statute?

Held:  

Appeal dismissed; A is liable

Reasoning:
· Starting point for duty of care analysis is Re City Equitable
· Virtually identical provision in CBCA as in ITA
· Fed company law dictates that a director must “exercise the … skill that a reasonably prudent person would exercise in comparable circumstances”, whereas at CL, a director was required to exercise only that degree of skill that could reasonably be expected from a person of his or her knowledge and experience (i.e. the subjective element)

· Suggested that “in comparable circumstances” means that statutory requirement is essentially the same as the CL one and judge here agrees – subjective element of CL standard of skill not altered by fed statute

· Statute talks of “reasonably prudent person” not a “reasonably skilled person” so the prudent person can be unskilled and then will only be required to exercise the care of an unskilled person.

· “diligence” is synonymous with “care” – diligence is the degree of attention or care expected of a person in a given situation (Re City Equitable)

· Legislative history of OBCA that has standard of care provisions like CBCA supports conclusion that CL standard of care has not been significantly upgraded by statute – enactment abandoned professional standard for directors that law reform committee suggested

· There are differences based on the skill of the director, and this is not inconsistent with the tort law approach that considers personal characteristics like age, experience and intelligence when dealing with children, and qualification when dealing with professionals. So the RP is a flexible standard, consider a RP in “comparable circumstances”.

· Sections equivalent to CL theory makes sense when consider that most Canadian companies do not issue shares and are “ma and pa” operations.

· b/c language of CBCA mirrors that of OBCA, makes sense to infer that feds intended the same thing

· Summary of interpretation of s. 227.1(3):

· standard of care is flexible and is not purely objective or subjective – can’t just say did your best and honesty is not enough (subjective), but standard is not a professional (objective) one either; is obj-subj.

· Standard same for inside (involved in day-to-day management of company and influence conduct of its business affairs) and outside directors, but inside directors will have the most difficulty in establishing due diligence b/c of skills, knowledge and daily role in corporate management (i.e. will be hard for insiders to argue that the subjective component should predominate over the objective component).

· To satisfy due diligence under s. 227.1(3), directors can set up controls for remittances, can ask for regular reports from the company’s financial officers on the ongoing use of such controls and can obtain confirmation at regular intervals that w/holding and remittance has taken place

· Don’t require this though for outside directors – unless there is reason for suspicion, it is permissible for outside directors to rely on the day-to-day corporate managers to be responsible for the payment of debt obligations

· Positive duty to act kicks in when a director gets information, or becomes aware of facts that might lead one to conclude that there is, or could reasonably be, a potential problem with remittances – if outside director knew or ought to have known, that corporation had remittance problem (e.g. where company having financial difficulties)

· Note that a negative balance sheet doesn’t necessarily show a company in serious financial difficulty and so whether standard of care met is question of fact for Tax Court judge to decide

· Applying foregoing to facts here, find that A was under a positive duty to act when he received the balance sheet of RBI that showed company experiencing “extremely serious” financial problems (as found by Tax Court judge) and given A’s ample business experience. In this case the A did nothing, and that was not good enough.

Statutory reform: corporate law (319)

People’s Dept. Stores Ltd. (1992 (Inc.), Re (AKA Wise case) (2003 Que. CA) (319) 

Soper standard of care applies to director’s liability in general, not just for income tax issues.

Facts:  

· Wise bros (L., R. and H.) were sole SHs of Wise Inc. that owned a chain of dept. stores in Que; Marks and Spencer ran another chain of dept. stores, owned and operated by People’s; both companies incorporated under CBCA
· M&S sold People’s chain to Wise, but the contract forbade Wise from merging its operations with People’s until purchase price paid (so that M&S could easily regain control if something went wrong) so Wise had to run People’s as a subsidiary and this caused a lot of grief to Wise who needed to cut costs – especially the double set of admin purchasing and inventory apparatus.

· To deal with growing problems, LW approached David Clement who proposed integrating the management of the inventories of Wise and Peoples into one computer file and Peoples would do all purchasing for the 2 chains for North America and Wise would pay Peoples on receipt of merchandise in Wise stores; Wise would be responsible for all non-North American purchases

· Wise bros. relied on Clement’s skill and implemented proposal; audit comm. of Wise did not oppose it and expressed no reservations.

· Implementation of policy resulted in W running up large debts to Peoples b/c Peoples paid for all of the goods that were then sold in both sets of stores. 

· But Wise was in financial difficulty and so was not paying its debts to Peoples.

· Eventually both W and P went into bankruptcy proceedings with W owing P ~ $4 million and this meant prejudice to P’s creditors

· TEIB commencing action against Wise brothers qua directors of People’s for breach of duty of loyalty to People’s under CBCA, s. 122(1)(a) and their duty of care under s. 122(1)(b)

· Note that TEIB replaces the BOD, so the suit by Peoples was effectively a suit by the company against its own directors. So this is not really a derivative action b/c is not done by the SH, but this case is fully applicable to derivative actions. 

Issue:  

Regarding duty of loyalty, TJ found that directors acted in good faith so no fraud or dishonesty in their adoption of the policy so issue here is only whether there was a breach of duty of care.

Held:  

A (Wise bros.) are not liable.

Ratio:
Soper standard of care applies to director’s liability in general, not just for income tax issues.

Discussion:
· “fiduciary duty” does not refer to the quality of management, but to their personal conduct and deals with personal conduct / motivation of the directors and not the consequences of their actions. 

· “duty of care” refers to the quality of their management (s. 122(1)(b))

· Directors have the right to be mistaken (recognition of problems involved when judging decisions taken in the heat of the moment a posteriori) and they must show fair and reasonable diligence in managing company and act honestly, but don’t have to have special knowledge.

· P322 compares wording recommended by committee verses that actually adopted by the legislature. The legislature added the words “in comparable circumstances” to qualify reasonably prudent person, and in doing so lowered the standard. Afraid of courts using hindsight and being harsh.

· The CBCA does not change scope of directors’ duties under CL (Soper) and so still have subjective element of individual consideration of skill and “comparable circumstances” along with objective standard of “reasonable” person.

· Applying standard here, adoption of the purchasing policy at the time did meet both objective and subjective standards of the duty of care as per Soper.
· CBCA, s. 123(4)(b) due diligence defence also applies, the brothers exercised reasonable care.

· In this case the suggestion came from a qualified person and was well received, so was reasonable for the directors to adopt it as a solution to the severe problems they were having. 

· Oppression remedy (under s.241 CBCA) deals with notion of fairness and covers a much broader range of situations than the notion of fiduciary duty and duty of care in s. 122(1), and the trial judge was wrong to equate them.

Statutory reform:  environmental obligations (324)

R. v. Bata Industries Ltd. (1992 Ont. Prov. Div.) (324) 

Principle of delegation in environmental matters

Facts:  

· In Bata’s factory yard there was a large chemical waste storage site that had several decaying, rusting and uncovered containers; several containers had known carcinogens.

· Court found that storage of containers and disposal of their contents was a matter of concern for interested persons for several years prior to 1989 when charges brought against company and 3 of its directors (e.g. union had raised issue, waste disposal company had raised issue, so they knew about it, but it took ages for anyone to act).
· Directors charged with failing to take all reasonable care to prevent a discharge contrary to s. 75(1) of Ont. Water Resources Act and s. 147(a) of Environmental Protection Act (EPA).

· Directors (Thomas Bata, Keith Weston and Douglas Marchant) argued due diligence.

· Weston, was brought in to make Bata profitable and he did this successfully (he was the directing mind) but this involved cutting operations to the bone; he passed on responsibility for environmental concerns to middle management, but as these positions were eliminated a Mr. De Bruyn became responsible for a large number of things of which environmental concerns were just one (and he had no special training in this area, which W knew).

· De B. brought environmental concerns to attention of W eventually and W asked for a quote for removing the waste; W felt that the first quote was too much money and so asked for a second quote – acknowledged didn’t know anything about how much it should cost so that’s why wanted a comparison quote; didn’t think to call up Min. of Environment to ask what to do.

· Second quote much lower and De B. told to accept it, but contractor ended up not being able to honour the agreement.

Issue:  

Are directors liable for breach of duty of care under environmental statutes?

Held:  

One of three directors exculpated and other 2 liable under Ont. Water Resources Act
Ratio:
Principle of delegation in environmental matters is that directors/officers are not expected to make all environmental decisions, but it is not acceptable for them to insulate themselves from all responsibility for environmental violations by delegating all aspects of compliance to subordinates.
Discussion:
· In assessing due diligence ask:  

· Did board of directors establish a pollution prevention “system”?  

· Did each director ensure that the corporate officers were instructed to set up a system sufficient w/in terms and practices of its industry of ensuring compliance with environmental laws, to ensure that officers reported back periodically to the board on the system and that the officers were instructed to report any substantial non-compliance to the board in a timely manner?

· Remember that:

· Directors are responsible for reviewing the environmental compliance reports by officers, but are justified in placing reasonable reliance on these

· directors should substantiate that officers are promptly addressing environmental concerns brought to their attention

· directors should be aware of standards of industry re: environmental pollutants and risks

· directors should immediately and personally react when they notice the system has failed

· Principle of delegation in environmental matters is that directors/officers are not expected to make all environmental decisions, but it is not acceptable for them to insulate themselves from all responsibility for environmental violations by delegating all aspects of compliance to subordinates.
· Re Thomas Bata (not guilty): director with least personal contact with the plant as responsibilities primarily directed at global level of Bata; evidence shows that aware of his environmental responsibilities, personally reviewed operation when on site, not wilfully blind and responded to matters that were brought to his attention promptly and appropriately

· placed experienced director on site and entitled to assume that W was addressing the environmental concerns and would bring to his attention any problems

· entitled to rely on his system unless he became aware system defective

· Re Douglas Marchant (guilty): responsibility more than B’s, but less than W’s; toured plant about once a month and environmental problem was brought to his personal attention at least 6 months before charge and no evidence that he took any steps to view site and assess problem after knew about it or did anything to fix problem

· due diligence requires him to exercise a degree of supervision and control that “demonstrate that he was exhorting those whom he may be normally expected to influence or control to an accepted standard of behaviour” (R. v. Sault Ste. Marie)

· responsibility to give instruction and to see that it was carried out to minimize the damage

· Re Keith Weston (guilty): “on-site” director so much more vulnerable to prosecution; demanded authority to control his work environment before he took the job; had experience in production side so aware toxic chemicals used; reminded of his environmental responsibilities by company policy, but failed to take all reasonable are to prevent unlawful discharge.
· can’t rely on business judgment rule b/c decision to ignore first quote and go with second one was not an informed business decision, b/c only based on cost, not knowledge of problem and possible solutions.
· obligation if delegating responsibility to ensure that the delegate received the training necessary for the job and to receive detailed reports from that delegate

The securities regulators’ public interest duty of care (331)

· Securities regulation plays increasing role in corporate regulation e.g. t/o bids will be governed by securities acts. 

· Securities regulators have taken jurisdiction over a wide variety of corporate matters under the “public interest” powers (so named b/c securities regulators can exercise them when they believe in the public interest to do so); e.g. s.127 of Ont. Securities Act (OSA) is typical ( allows commission to make a list of order when in the public interest to do so. Orders may: target particular trader, particular security, say that exemptions do not apply to individual, require individual to appear for review, say that information be given or withheld by an individual, reprimand, order individual to resign from (or not take up) particular offices, impose fine, require disgorging of profit.
· If staff believe that the public interest has been violated, then it may refer the matter to the “the Commission” who generally sit in panels of three. One of the most common sanctions is the “cease trade” order (s.127(1)2, OSA); another is the “denial of trading exemptions” (s.127(1)3) that stops individuals from trading in their personal securities portfolios.
· In Standard Trustco (below) the Commission considered whether order denying exemptions should be made. The commission could have framed the issue solely as a failure to carry out statutory disclosure obligations, but instead for the first time enunciated a “duty of care” from regulators’ public interest jurisdiction.
Standard Trustco Ltd., Re (1992 Ont. Securities Commission), (332) 

Securities regulatory duty of care exists as wells as a corporate duty of care

Facts:  
· Standard Trustco (R) was a holding company with substantially all shares of Standard Trust (“Standard”).

· Representatives of the Office of the Superintendent of Financial Institutions (OSFI), the trust company regulator, expressed concerns to Standard’s board about its financial condition

· Standard board still approved press release that completely glossed over it’s difficulties and approved payment of periodic dividend to SHs.

· So OSFI informed Ont. Sec. Commission (OSC) and OSC told Standard that unless appropriate disclosure was made, it would issue a cease trade order; OSFI threatened to seize control of the company.
· Standard then issued appropriate disclosure, but OSC hearing commenced to determine whether a “denial of exemptions” order should be made against the directors and officers of Standard Trustco for failing to disclose vital information to the public. The denial of exemptions would prevent names persons from trading their personal portfolio of securities. 

[The OSC has gotten more powers since this case was decided].
Issue:  
Should order be issued b/c in public interest? Was the respondents conduct contrary to the public interest?
Held:  
Order given, In this case the directors failed to exercise the care, diligence and skill that reasonably prudent persons would have exercised in comparable circumstances and they acted contrary to the public interest in approving the financial statements w/o making proper enquiries that the OSFI enquiries should have prompted. 

Ratio:
Securities regulatory duty of care exists as well as a corporate duty of care; standard of care seems to be as per Soper.
Reasoning:
· Have to determine whether conduct of Standard was contrary to public interest.

· Most significant conduct was the approval and issuance of the unaudited interim financials w/o investigating the requirements for audits. 
· In general:  in relying on management to extent that they did and only taking the steps that they did, R directors failed to exercise the kind of prudence and due diligence required, given the information that they had about the financial condition of Standard and the seriousness of the concerns expressed by OSFI
· In this case they should have done more when they were warned by the superintendent. 

· In reaching conclusion, take into account fact that almost all of the directors, if not all, had sophisticated backgrounds so not appropriate in the circumstances for R directors to have placed as much reliance on management as they did
· Directors should not rely on management unquestionably where they have reason to be concerned about integrity or ability of management or where they have notice of a particular problem relating to management’s activities (as they did here).

· The board should have directed management to follow up with auditors and counsel and then report back to the board so that the board could then decide on an approach.

· Directors should also have asked to review the press release to ensure that it was accurate.

· Members of Audit Comm. should bear somewhat more responsibility than the other directors for what occurred at the Board meetings, not b/c of a greater standard of care, but b/c their circumstances were different – they had greater opportunity to obtain knowledge about and to examine the affairs of the company than non-members had so more expected of them i.t.o. overseeing financial reporting process and warning other directors about problems

· Chairman of Board of Standard (Mrs. Roman-Barber) and President, CEO and director (Mr. O’Malley) should bear the greatest responsibility – b/c had more information than some of the other directors at the meeting and didn’t pass it on, they were largely in control of the Board meetings and they appeared to be the ones who determined that the financial statements should be released

· Outside directors here failed to fulfill their role – they didn’t ask questions of management and others in order to properly oversee company’s operations and disclosure when they had notice that the company may have serious financial problems.
· Officers didn’t do all that they ought to have done in the circumstances, but not enough evidence to say that their conduct was abusive of capital markets such as to warrant OSC intervention

Notes (338):
· Commission didn’t feel bound to cite any corporate law precedent at all in enunciating its public interest duty of care – just stated that the securities regulatory duty of care sprang from its jurisdiction to protect the public interest so now TWO duties of care:

· corporate duty of care

· securities regulatory duty of care

· may or may not be the same

· Even if they had cited precedent, that would not really have changed anything b/c unlike a court a securities regulatory tribunal is not bound by precedent. 
· Standard Trustco decision strongly criticized by MacIntosh – concerns focus on uncertainty that the case creates for corporate managers and their legal advisors and on manner in which case is an unwarranted expansion of OSC’s public interest powers.
The explosive expansion of statutory duties for directors (338)

· Many other Can. statutes that impose liabilities of one kind or another on directors

· Proliferation of duties criticized for deleterious impact on board decision-making, esp. when companies in vicinity of insolvency

· In 1992, the directors of 2 financially distressed companies, Westar Mining Ltd. and Can. Airlines Int’l Ltd. resigned en masse to avoid exposure to employee-related financial liabilities

Ron Daniels and Ed Morgan, “Directors Face Grab-Bag of Liabilities” (1992) (339)

· proliferation of liabilities – 106 statutes (PGL & FGL) impose liability in Ont. ( environmental to funeral services.
· liabilities seldom work to ensure director fidelity to SH interest, but focus on aligning the efforts of directors with broader societal goals.
· sheer volume undermines legal assumption that directors “know the law”; also changes standard model of corporate governance b/c now directors required to abandon traditional advisory role to be more involved in day-to-day operations.
· another problem is erosion of causal relationship between liability and individual responsibility.
· also difficulties in securing insurance for directors – are often exclusions for pollution, or for actions taken by regulatory agencies. 
· one rationale for liabilities on directors is that conventional liability imposed directly on corporation or on the actual wrongdoers are not successful in stamping out inappropriate behaviour – authors disparage this idea and suggest that more likely that this is attempt to off-load many of the core responsibilities of the modern welfare system onto backs and pockets of directors i.e. make innocent bystander directors liable in the hope that they will then work to stamp out corporate wrongs. 
Notes (340)

· Committee considered the scope of director liability in 1193 – concern over some of the liabilities, particularly those which made directors liable for employee wages and (especially) severance pay w/o due diligence defences. This concern over growth of legislated directorial liabilities lead to introduction of a number of due diligence defences for former absolute liability offences in CBCA
Other statutory director liabilities in corporate law (341)

· duty of loyalty (CBCA, s.122(1)(a))

· duty of are (CBCA, s.122(1)(b))

· directors liable when corporation sells shares for consideration other than money i.e. the directors are required “to make good any amount by which the consideration received is less than the fair equivalent of the money that the corporation would have received if the share had been issued for money on the date of the resolution” (s. 118(1) CBCA).
· directors jointly and severally liable to employees for all debts not exceeding 6 months’ wages payable to each such employee for services performed for the corporation while they served as directors (s. 119, CBCA).
· to bring claim have to have first got judgment against corporation or have proved claim against it and if this is not satisfied in full, then can sue directors personally for shortfall

· must be initiated w/in 2 years of directors ceasing to serve corporation (s. 119(3)).
· CBCA allows due diligence defence for all of ss. 118-9 liabilities (in addition to pre-existing statutory defence of reliance on financial statements or expert reports (s. 123(4))).
Business judgment rule (342)

· in US, the duty of care rule is modified by “business judgment rule”:  where no evidence of fraud, illegality or conflict of interest in respect of a given corporate action involving business judgment, directors are presumed to have acted in gf and on a reasonable basis” (Shlensky v. Wrigley 1968 Ill. Appeal Ct.). [There will then be no liability for breach of duty of loyalty or duty of care]. this is an onus shifting, not a burden shifting b/c initial onus now on P, not directors for US; once P shows some evidence of fraud, illegality or conflict of interest, then onus shifts to directors.

· Onus = who must do it i.e. who must prove the case (in civil suit it is the P initially).

· Burden = how high is the hurdle (balance of probabilities in civil case). 

· Under the old USA law, the burden was on the fiduciary to show that the transaction was legit. Now the USA rule puts the burden on the P to show some bad dealing, and then the onus goes to the defendant fiduciaries to show that it was a legitimate transaction. 
· in Canada, initial onus of proof always on the P so there is no need to set up a rule that initially puts the burden on the P, it is there already.
· but does the onus then shift to directors once P shows some evidence of fraud, illegality or conflict of interest?

· Pente Investment Management v. Schneider (1998 Ont. CA) suggests that there will be NO onus shifting although Brant Investments Ltd. v. KeepRite Inc. (1991 Ont. CA) suggests that there is no practical difference.
· so Canadian rule is sui generis
· note that US business judgment rule fuses duty of care and duty of good faith i.e. if meet the rule then you will be found to have acted in good faith and with due care.
· [Will return to this rule in Chapter 6 and examine a special variant that applies in context of takeover bids]

· US case of Smith v. Van Gorkom ( note emphasis court places on procedures by which the decision was arrived at – case represents  of one of the important changes in corporate law jurisdiction recently, the proceduralisation of the duties of loyalty and care (i.e. if all appropriate procedures taken in corporation decision-making, then liability becomes unlikely)

· basis for business judgment rule clear: courts reluctant to engage in ex post facto review of substantive merits of judgments made by directors as this is inimical to models of corporate governance on which corporate law is constructed.
· but why should review of substantive decisions be incompatible with effective corporate governance? ( b/c no reason to think judiciary (who are unspecialized in business) are better able than directors to make decisions. 

· and even if judiciary could effectively evaluate merits of decisions, not clear that they should do so b/c hindsight always 20-20 and reality of business world is that decisions often made with less-than optimal information and time; also often no “right” answers

· Courts should not be allowed to second guess the risk / reward decisions made by corporations. 
· any dilution of business judgment rule has effect of substantially increasing the level of care that directors must meet and will negatively affect business by dissuading some directors from accepting board positions and so deprive SHs of talents and experience of qualified people

Smith v. Van Gorkom (1985 Delaware S.C.) (344) 
US business judgment rule

Facts:  
· Trans Union (TU) had tax credits that it could offset against income, but did not have enough income to use up all the credits. So the idea was to sell TU to someone who could use the credits. 

· This case is about the directors of TU hastily approving the sale of TU, and then getting sued by the SH for doing so.

· Van Gorkomn (VG) Chairman of Trans Union (TU) and TU’s board of directors looking at feasibility of leveraged buyout; CFO’s rough feasibility investigation suggested $50-60 per share

· VG approached Pritzker, a corporate takeover specialist and suggested Pritzker buy the shares at $55/share; Pritzker agreed to make an offer for $55/share (suggested by VG); shares trading at $37.25 at the time

· VG took proposal to senior management who mostly didn’t support it and then took to TU directors meeting the same day; did not explain how the $55/share figure was arrived at

· Copies of the drafted Merger Agreement arrived too late for directors to study; CFO explained that he’s looked at $50-$65 to see if leveraged buy-out could be arranged at those prices, but this did not amount to a valuation of the company, but said $55/share was the fair price range.
· TU’s lawyer said that board might be sued if they didn’t accept the proposed Merger and after 2 hours the board approved it.
· Action brought by SHs of TU seeking rescission of cash-out merger of TU into D, New T Company (wholly-owned subsidiary of Marmon Group Inc.); alternate relief as damages sought against D members of board of directors of TU, New T and owners of Marmon (J. & R. Pritzker)

Issue:  
Should directors be liable for actions at board meeting where accepted Merger?

Held:  
TJ found for the directors finding they had acted in an informed manner in approving the cash out merger.

CA – reverse TJ and find in favour of P; directors grossly negligent in failing to act with reasonable deliberation in agreeing to Merger proposal; 

Ratio:
whether business judgment was informed one depends on whether directors have informed themselves prior to making a decision, of all material information reasonably available to them

Reasoning:
· business judgment rule exists to protect and promote the full and free exercise of the managerial power granted to Delaware directors.

· The party attacking business judgment as uninformed must rebut presumption that business judgment was informed one

· whether business judgment was informed one depends on whether directors have informed themselves prior to making a decision, of all material information reasonably available to them.

· There is no protection for directors who made an unintelligent of unadvised judgment, duty to inform yourself comes from your fiduciary duty to the corporation and its SH’s.

· Fulfillment of the FD requires more than just absence of bad faith and fraud, must have a critical eye.

· Here no allegations of fraud, bad faith or self-dealing or proof of this so presumed that directors reached their business judgment in gf (so duty of loyalty not breached, but P can still show that duty of care breached?)
· Breach of duty of care is determined on a standard of gross negligence.

· In deciding if the standard of care was met, consider only the information reasonably available to them when they made their decision.
· but on evidence say that board did not reach an informed business judgment b/c they did not 
1. adequately inform themselves as to VG’s role in forcing the “sale” of TU and in establishing the share price; 
2. were uninformed as to intrinsic value of TU; and 
3. given these circumstances at a minimum were grossly negligent in approving “sale” of TU on 2 hours’ consideration w/out prior notice and w/out exigency of a crisis or emergency

· Board essentially relied on VG’s representations, and had very little background to the decision, had no documentary support for the $55 price, and even VG admitted that he was unclear on the terms of the sale at the time of the vote.
· given the surrounding circumstances – hastily calling the meeting w/out prior notice of its subject matter, the proposed sale of TU w/out prior consideration of the issue or necessity, the urgent time constraints imposed by Pritzker and the total absence of any documentation whatsoever – the directors were duty bound to make reasonable inquiry of VG and the CFO and if they had done so, the inadequacy of that on which they now claim to have relied would have been apparent
· The $38 ( $55 differential was not enough to justify the decision – needed a proper valuation. The directors should have asked the CFO questions about how he got to the $55 number, then the CFO would have made it clear that that was just a guess. Directors can rely on reports of CFO’s, but must make reasonable enquiries. 
· legal advice received (that may be sued, and that Delaware law did not require an independent fairness opinion) is no defence as it still didn’t provide the adequate information regarding the intrinsic value of TU on which the business judgment could be made. The threat of litigation from Pritzker does not justify the lack of care made in this decision. 
Dissent

· Disagrees with the application of the business judgment rule to the facts here by the majority – directors made an informed business judgment.

· Says that the majority only focussed on the negative things the board did.

· Calls the majority judgement a comedy of errors.

· Points out the sterling credentials of the directors, says they knew the business well, and were able to make an on the spot assessment. 

· Says that the board had a good idea of the companies value from previous meetings and research reports.

· Agrees with the majority’s view of the law, but says that the directors here acted with sufficient care.
Notes (355):
· following the decision, the directors settled with the approval of the Delaware Chancery Ct. The settlement was covered by the director’s insurance and by Pritzker even though they were not a defendant in the action. 
· is Van Gorkom consistent with rationale of business judgment rule, note seems to suggest not. And is the court really better than the market in determining the fair value of the shares?
· many commentators unhappy that the court pierced the business judgment rule here merely b/c it thought directors weren’t careful enough and had not enquired enough before making the decision. Commentators say this case was atrocious and exposed directors to too much liability. 

· Critics say that the value the market was placing on the shares is significant. What some analyst says the stock is worth is VERY dependant on what assumptions he makes, and so such valuations are not that significant. 
· Van Gorkom judgment shows faith in capacity of rigorous procedural review to ensure that substantively fair outcomes are generated – but is this assumption merited? Should the court really focus on the inadequate procedure, or look more at the substantive result the SH’s got?
· after Van Gorkom, Delaware legislature introduced provision to allow the certificate of incorporation of companies to eliminate/limit personal liability of directors for monetary damages for breach of fiduciary duty as director as long as 
1. no breach of duty of loyalty, 
2. acted in gf w/out intentional misconduct or knowing violation of the law and 
3. didn’t derive an improper personal benefit.
· half of the states in the US now have legislation that shields corporate directors from liability for breach of duty of care.

· But is still liability for duty of loyalty, so P’s will just argue that. Also, still liable for bad faith and knowing violation of the law, so it really only relieves liability for negligence. Also only pertains to monetary claims, but could still get injunction or declaratory relief against director breaching duty of care.
Brant Investments Ltd. v. KeepRite Inc. (1991 Ont. CA) (358)

No practical difference between onus on P throughout (Can) or only initially (US). 

Facts:  
· Inter-City Manufacturing (ICM) was parent corporation with a number of subsidiaries.

· KeepRite was a subsidiary 65% owned by subsidiary of the parent.

· KeepRite was a publicly held corporation and the rest of its shares were owned by the public.
· ICM used its powers of control to merge KeepRite with 2 of its wholly-owned subsidiaries. 

· Before doing so, ICM struck an independent committee of the board of directors to review the proposed terms of the transaction and to determine if it was fair to the public SHs

· committee indicated would not endorse the merger unless the price paid to public SHs was increased; full board approved the transaction on the basis of the changes recommended by the committee

· group of minority SHs sued anyway, claiming that the transaction was oppressive to the interests of the minority SHs

Issue:  
Was transaction oppressive to interests of minority SHs?

Held: 
No, P’s lose. Do not disturb trial finding.
Ratio:
· Onus does not shift to D after P adduces some evidence to show detriment to P and benefit to D, but doesn’t seem to matter anyway as court is basically taking a look at what directors have done anyway.
· under s. 241 of CBCA, TJ required to consider the nature of the acts and the method in which they were carried out, but does not mean that TJ should substitute his own business judgment for that of managers, directors or a comm. like the one involved here

Discussion:
· A (P minority SHs) submit that once a dissenting SH has shown that an impugned transaction involves benefits to one group of SHs in which dissenting SHs do not share, and a corresponding detriment to the dissenting SHs which the other group of SHs do not suffer, then the burden of proof rests on the majority SHs to demonstrate that:

1. the transaction is at least as advantageous to the company and to all SHs as any available alternative; 

2. no undue pressure was applied to the company, its officers or directors, to accept the transaction; and

3. the substance of the impugned transaction and the process of decision-making leading to its acceptance were intrinsically fair to the dissenting SH’s.
· no case cited to support this suggestion of a shift in the onus of proof, but in any event, TJ did not find that there were benefits to ICM not shared by dissenting SHs, nor did he find that the dissenting SHs suffered a detriment that ICM didn’t suffer. There was substantial evidence on which TJ could have based such findings if he had wanted to, so even if can shift onus of proof as A suggest, it doesn’t arise here b/c TJ had all the evidence anyway.
· re: #1 above:  [this is the business judgment rule] the extent to which directors should inquire as to alternatives is a business decision that if made honestly in the best interests of the corporation should not be interfered with.
· A argues that b/c was not arms length transaction, the onus should shift. Court says no, although cases of fiduciary misusing trust property do sometimes put a burden on the fiduciary. And in this case the respondents produced all the necessary evidence anyway.
· In this case there was evidence that committee was independent from majority SH i.e. the committee were not ICG yes men.
· no evidence that any alternatives were better and/or not considered by the committee. 
· Seems that would have needed a plain and obviously better option for the committee to be found to have wrongly ignored something. The committee was not required to go an research all possibilities, but mainly to decide whether the proposed merger was reasonable and fair.
· re: #3 above: substance and process of decision-making intrinsically fair. A’s say that all agreed there had to be a plan to realise the expected synergies, but that it was wrong to do the merger before such plan had been developed.  

· evidence shows that KeepRite did have a plan to realize the proposed benefits of the transaction which was reviewed by independent committee i.e. reports had previously been done on the expected synergies, and they were sufficient.  
· consultants retained to assess benefits of the proposed transaction to KeepRite and they presented a report to independent committee and assumptions on which it was based made clear that represented a consensus view of the senior management of the two companies. There was no suggestion that any of the information presented was misleading or inaccurate.
· A’s complain that independent committee did not commission a valuation of ICM on a going-concern basis when it was known that profitability was a problem. CA said that ICM was having profit troubles, but individual company profitability not a concern to committee, of concern was benefits to KeepRite of combining operations and so KeepRite commissioned Price Waterhouse to review the assets that KeepRite would take the benefit of. The committee focussed more on the assets KeepRite would get, less on the profitability of the corporations that it would merge with. CA finds that the TJ was correct in finding that the committees mandate was to review the value of the assets it was purchasing rather than reviewing the profitability of the companies. 
· business judgment and oppression remedy:  A’s say that b/c of s. 241 of CBCA, it is no longer appropriate for a trial judge to defer to the directors of a corporation, or to a committee such as that established in this case, to make judgment as to the fairness of conduct complained of by dissenting SHs.
· A’s charge that TJ failed to exercise independent judgment regarding the fairness of essential aspects of the transaction

· Ont. CA thinks this is patently unfounded – TJ merely said court shouldn’t “usurp the function of the board of directors in managing the company, nor should it eliminate or supplant the legitimate exercise of control by the majority”.

· TJ was right to say that business decisions honestly made should not be microscopically examined just b/c the minority is unhappy with it.
· under s. 241, TJ required to consider the nature of the acts and the method in which they were carried out, but does not mean that TJ should substitute his own business judgment for that of managers, directors or a committee like the one involved here.
· TJ is deciding the matter in different context, with less information than directors had, w/o the background they had, w/o their skill. TJ did not say that honest decisions should not be reviewed, they should, just said that they should not be microscopically examined, and in this case the decision was substantively and procedurally adequate.

· Court says that the A’s claims of inevitable earnings dilution for KeepRite, and that the transaction was only for the benefit of ICM was not made out on the facts. 
Notes (367):
· contrasting degrees of deference given to boards in Brant compared to Van Gorkom i.e. Brant is far more deferential. 
Pente Investment Management Ltd. v. Schneider Corp. (1998 Ont. CA) (367)

No shifting of onus?  Shifting sometimes?  Doesn’t matter?

Facts:  
· Maple Leaf made a takeover bid for Schneider Corp, (wieners?). The directors of Schneider thwarted the t/o by entering into a lock-up arrangement with another bidder w/ express approval of company’s controlling SHs

· Court dealt with onus of proof

Discussion:
· duty of directors when dealing with a bid that will change control of a company is developing area of law and Canadian authorities dealing with onus question have not been uniform

· in Brant issue raised, but unnecessary to decide b/c decision did not turn on which party had the onus of proof.
· unnecessary to decide the onus in this case too, but still say that the burden of proof may not always rest on the same party when a change of control transaction is challenged.

· The real question is whether the directors of the target company successfully took steps to avoid conflicts of interest, if so, then the rationale for shifting the onus of proof to the directors may not exist [so I assume that if there was a conflict, then you may shift the onus].

· if a board has acted on the advice of a committee composed of persons having no conflict of interest, and that committee has acted independent, in gf and made an informed recommendation as to the best available transaction for the SHs in the circumstances, then “business judgment rule applies and the onus of proof is not an issue in such circumstances” [I guess he means that if they acted in good faith, or established a committee that did, then the burden does not shift].
· [So it seems to me that Schneider says that there will possibly be a shifting onus when there is a conflict, but, strangely, the text at p. 342 uses Schneider for the proposition that there is no shifting of onus in Canada!].
Indemnification and insurance (368)
Ronald Daniels and Susan Hutton, “The Capricious Cushion:  The Implications of the Directors’ and Officers’ Insurance Liability Crisis on Canadian Corporate Governance” (1993) (368)

· crisis in Canadian directors’ and officers’ insurance market in mid-1980s (“D&O crisis”) – involved a dramatic and unanticipated contraction in the availability of D&O insurance.
· results of study of this crisis are that market vulnerable to cyclical industry-wide fluctuations in capacity and pricing that greatly undermine the ability of directors to insure against the future costs of legal liability.
· rationale for D&O liability is desire of govt to make parties internalize non-negotiated external costs of an activity i.e. if you cause harm, you should internalise that cost.

· But there is a debate on the appropriate scope for enterprise and personal liability is heightened in the case of directors because they may not have been directly responsible for ordering the corporation to engage in certain socially undesirable types of activity, but are still held legally responsible by virtue of their corporate status = “gatekeeper liability”
· The rationale for “gatekeeper liability” is the belief that existing sanctions and rewards pinpointing liability on the enterprise and actual wrongdoers aren’t capable of reducing level of corporate wrongdoing to socially optimal levels, so make the directors liable in an attempt to get them to stamp out corporate wrongdoing as much as they can, and hold them liable, despite lack of fault, when wrong occurs. 
· affects care and activity level of targeted individuals, but danger is that overly zealous interpretation by the courts of rules will result in excessive levels of deterrence

· to modify excessive care and activity level reactions to potential gatekeeper liability, corporate law statutes allow a corporation to indemnify a director for any expense reasonably incurred in defending, settling or satisfying judgment for any action, provided that director’s fiduciary duty to act “honestly and in gf and with a view to the best interests of the corporation” has been fulfilled.

· But director will still be deterred b/c his costs will not be covered if he “wins” and successfully defends the suit or wins on a limitation period. 
· corps also allowed to purchase insurance for benefit of directors against any liability incurred in capacity as director provided not liability from failure to act honestly, etc. This covers areas that the articles of the company cannot cover b/c legislation does not allow corporation to protect the director that much, but insurance paid for by the corporation will still cover the director e.g. where the director acted w/o objectively reasonably grounds but in good faith.
· Corporations typically buy 2 kinds of coverages:  Corporate Reimbursement Coverage (covers losses to corporation arising from corporation’s indemnification of a director) and Personal Coverage (covers liability of a director for which she/he is not indemnified by the corporation and would otherwise be personally responsible such as for w/held taxes or unpaid wages)

· have “primary” insurers who write the policies and resell coverage in excess of a certain designated loss liability to “reinsurers” who cover the rest. The state of the reinsurance market influences the availability of primary insurance. 
· insurers had to rely on US data as to what to do in mid-1980s b/c Canada is behind the US in trends (and claims) so projections based on US scenario and raised premiums in Canada in anticipation of similar (although more subdued) judicial trend for stricter application of negligence and fiduciary duties and increased statutory duties of directors.

· The small D&O insurance market in Canada means that it cannot be operated as a totally separate market, so the changes in the USA which led to stricter standards on directors, and interpretation of insurance contracts against the insurers [and the belief that Canada is ultimately going to follow the way the USA goes], means that the reinsurance market in Canada is pretty thin.

· The degree of liability in Canada for directors may be less than in the USA, but this does not encourage reinsurance in Canada b/c there is insufficient statistical data from Canada to show what the premiums should be for reinsurance, so reinsures rely on USA data which is based on the greater liability in the USA, and reinsures refuse to rely on anything but statistics. 
Notes (373)
· what difficulties might you foresee in arrangements that allow a corporation to furnish compensation for suits by or on behalf of the corporation against directors and officers w/out any judicial supervision?

· if the rationale for indemnification and insurance arrangements is tied to the impact of law suits on legitimate business decisions, is it not more appropriate to recommend amendments to corporate law statutes and judicial doctrines that give rise to liability in such circumstances in the first place? [i.e. the statutes first impose major liability on directors, and then allow the company and insurance to cover the liability that the directors will suffer, so this note asks whether it would just be better to get rid of the laws that impose liability. But then the loss will be on the 3P, not on the corporation like it presently is].
Chapter 6 – Fiduciary Duties Owed by Directors and Managers to the Corporation. 

Introduction to Fiduciary Duties (FD) (375)

· Imposed on directors and managers in relation to the corporation and SH.

· FD means that must act with utmost good faith, avoid positions of conflict, and not make secret profits. CBCA s.122(1)(a).

· FD imported into corporate law from the trust, partnership, agency and family law areas. FD in corporate law is sometimes seen as a version of agent FD. We should question validity and content of FD in corporate setting, as well as procedures for remedy for breach.

· Claim for breach of CL duty of FD can be bought in name of corporation, or in name of SH. Can also bring claim for breach of statute: oppression, application for winding up, right of dissent and appraisal, investigations, compliance order.

Basic self-dealing transactions (376)

Introduction to basic self-dealing (376)

· Self dealing transaction is “internal” i.e. between SH, directors, corporation, affiliated corporations.

· Risk of diversion of corporate wealth in such transactions, insider may not “negotiate” fairly e.g. director may sell asset to corporation at more than fair market value, or buy at less.

· Should the courts have fixed rules to control this, or a flexible approach? Need for certainty. 

Aberdeen Railway corporation v. Blaikie (HL, 1843) (377)

Facts:
Director of corporation was member of partnership. Partnership sold chairs to corporation.

Issue:
Was the transaction acceptable?

Held:
No, the corporation can avoid the contract.

Discussion:
· Director must act in best interests of corporation ( FD.

· Universal rule that agent of corporation cannot enter into engagements in which he has or can have a personal interest conflicting or which possibly may conflict with the interest of those whom he is bound to protect.

· Not even allowed to consider the fairness of the transaction – there is an absolute prohibition. 

· Blaikie was the chairmen of the directors (although being a regular director would still have caused a conflict) and contracted with a firm of which he was a member ( conflict, how could he negotiate fairly for both sides. 

Transvaal Lands corporation v. New Belgium (Transvaal) Land and Development corporation (Eng CA, 1914) (379)

Facts:
The P bought shares from the D. P had board meeting. Young, Harvey and Samuel attended, S suggested buying shares. Turns out that S owned some of the shares that he was suggesting the company buy. S abstained from the vote that decided to buy the shares b/c S was a director of the selling company, but S did NOT disclose that he actually personally owned half the shares. But actually H also had an interest in the selling company (he held shares in it on trust) so that was another conflict.

Issue:
Can a director of a corporation, on behalf of the corporation, buy shares or other property from himself, or from a corporation in which he is peculiarly interested? 

Held:
No, in this case the contract is voidable. 

Ratio:
It is immaterial whether the conflicting interest belongs to him beneficially or as a trustee for others. 

Discussion:
· The rule is that you cannot partake in the transaction if you are in conflict.

· The P company articles say that it is OK if the director has a conflict, but then he must disclose that conflict and abstain from the vote. 

· H did not disclose his interest, and so the contract is voidable. 

Notes

· How far should we go in defining disqualifying interest?

· The company article here said that if you disclosed and did not vote, the transaction could still go ahead, that was a relaxation of the position in equity. Some company articles say that you do not even have to give notice at all. 

· It is common for directors of the corporation to be operating through their own corporation so such issues are common. 

· Question the extent to which interested directors influence the votes of non-interested directors. Also, how will non-interested directors react when they find out after the fact, and then consider voting to refuse to continue with the transaction, because this may expose the interested director to a lawsuit.

The liquidators of the imperial mercantile credit association v. Edward John Coleman and John Watson Knight (HL, 1873) (382)

Facts:
Coleman is a member of the D partnership, and a director of the P association. The D partnership underwrote a debenture and charged 5% of the debt. Coleman then suggested that the P association underwrite the same debt and charge only 1%, but he told them that he already had a 1.5% interest in the deal. Not sure how this works, but seems that the Association would have all the risk, Coleman would have a bit of risk b/c he has an interest in the Association, but Coleman would be getting a commission (3.5%) risk free b/c the partnership would have no risk. So he did tell them he had an interest, but was not fully honest about it. 

Issue:
Was the disclosure adequate?

Held:
No, Coleman should have disclosed his full interest.

Ratio:
For the non interested directors to make a well informed decision, they need to know of the existence and nature of the interest which the interested directors have. 

Discussion:
· The articles of the association require Coleman to “declare his interest”, not just that he has an interest.

· Knight was also liable b/c he knew what Coleman was doing.

· So they have to return the money that they received from the association. 

Notes

· Commentators support the requirement for full disclosure, not just notification of an interest. 

Gray v. New Augarita Porcupine Mines (PC, 1952)(383)

Facts:
Porcupine corporation has no premises. Gray is a lawyer. The corporation operates out of Gray’s offices, and Gray is the solicitor of the corporation and chairman of the board. The corporation’s bylaws said board required 5 members, but only 3 for quorum. Bylaws also said director with an interest was precluded from voting.  There were only 3 directors, one of which was the typist! Gray did lots of “conflicted” transactions with the company, and the banking records were in a mess. Then the securities commission started questioning the situation. The other two directors resigned and 4 new ones joined Gray. At the first meeting of the new board, they accepted Gray’s proposal to settle Gray’s debt to the corporation for a fixed sum. But Gray had not disclosed the details of how much he owed, and Gray benefited substantially from the deal. 

Issue:
What degree of disclosure is required?

Held:
There is no precise formulae that will determine the extent of detail that is called for when a director declares his interest or the nature of his interest, but here Gray did not disclose enough. 

Ratio:
The amount of detail required must depend in each case upon the nature of the contract or arrangement proposed and the context in which it arises – look to the company articles for guidance, but must always meet the statutory requirements. 

Discussion:
· General rule is that director must not place himself in a position of conflict.

· Even if corporation continues with the contract, the director is liable to the corporation for the profit he made. 

· There are statutory requirements that must be met, but where these allow it, the bylaws can relax the disclosure requirements. 

· The bylaws in this case said that the K could go ahead, but that Gray could not vote, and he must have disclosed “the nature of his interest”, and if he did he could keep the profit he made. 

· Onus is on G to show that he complied with the company bylaws. 

· The disclosure should leave the board “fully informed of the real state of things”.

Legislative responses (385) 

· See s.120 CBCA.

· When is a contract material? 

· Is disclosure to the board at the time of voting enough? Should SH be informed annually of conflicts?

· S.57(r) and s.57(s) of the CBCA regulations also deal with disclosure by directors. 

Corporate Opportunities (386)

· What if director is investigating investment opportunity for the corporation, but then rather just invests in it himself? 

· Hard to know when the opportunity actually “belonged” to the corporation. 

· What if corporation had decided to not use the opportunity? 

· Key question: has the director usurped the authority given by SH to acquire a personal benefit?

The common law (387)

Cook v. Deeks (Ontario PC, 1916)(387)

Facts:
Leonard worked for Canadian Pacific Railway and negotiated lots of contracts with Deeks of the Toronto Construction Company. The Toronto Construction Company had three key players: Deeks, Hinds and Cook. Then there was a quarrel within the Toronto Construction Company and Deeks and Hinds agreed that they would abandon Cook, and do contracts on their own in the future. Then Deeks and Hinds were negotiating with CPR, and told Leonard that they would be ditching the corporation and doing the future work on their own. Problem was that they did not dissolve the company. 

Issue:
1. Can the Toronto Construction Company claim the contract as their own even though when negotiating it Deeks told CPR that it was not a contract for the company?

2. Can the Toronto Construction Company approve of what the directors did and give up any claim against the directors? i.e. if what they did was wrong, can the company now vote to approve what was done?

Held:
1. No, Deeks and Hinds must be regarded as holding the interest in the new contract on behalf of the company. 

2. No – the directors must give their profits back to the corporation.

Discussion:
Question 1

· Must consider the relationship between Deeks and Hinds and the Toronto Construction Company.

· Hinds and Deeks were sure to make certain the Cook did not find out about the pending new contract.

· While Hinds and Deeks were entrused with the conduct of the affairs of the Toronto Construction Company they deliberately designed to exclude the company who it was their first duty to protect. 

· Don’t want to put too heavy a burden on directors, but cannot allow them to sacrifice the interests which they are bound to protect and divert to themselves that which belongs to the company. 

Question 2

· There are two classes of cases

1. A director selling his own property (in which has legal and equitable interest) to the company

2. A director having property which in law is his but in equity belongs to the company.  

· For class 1, company could only get interest if they approved the sale which was initially voidable. If the company refused to ratify, the parties would be restored to their initial positions. 

· But allowing ratification in this case, would allow the majority of the directors to oppress the minority – such a resolution would require the company initially forfeiting its interest in the asset, so the SH would be giving up something for the benefit of the directors.

· Therefore the directors have to give the profits that they eventually made when they got their share of the Toronto Construction Companies profits, back to the corporation.

Notes

· The case suggested that Deeks and Hinds could have dissolved the corporation before the new contract was signed. But would this have left the corporation w/o a remedy? What if the corporation had passed a resolution saying that they no longer wanted to do any work for CPR?

· Meiner v. Hooper’s Telegraph Works: A held controlling interest in corporation B, and dissolved B so that could get contract X. Minority SH complained that they were excluded and the court agreed that it was improper for the majority to secure a benefit for themselves like this to the exclusion of the minority. 

Regal (Hastings) v. Gulliver (HL, 1942)(392)

Facts:
P corporation owned cinema. Wanted to get an interest in two more cinemas and then sole the entire corporation. So they formed a new corporation to get the interest in the two new cinemas.  They would lease the two new cinemas. But to secure the lease, the landlord wanted the subsidiary to have 5000 in paid up capital. Neither the parent (Regal) or the subsidiary (Amalgamated) had enough money for this. So the directors agreed to secure this amount in return for shares in the subsidiary i.e. the subsidiary issued shares to raise money. Defendant directors were the subscribers.  Then the parent negotiated the sale to a purchaser, at which point the defendant directors no longer needed to guarantee the 5000 to secure the lease b/c the purchaser would be doing that, but the value of the shares had gone up in the mean time, and so the directors had made a profit.  Seems like the directors did not approve the draft lease on the two new cinemas until they knew that the deal to sell the parent was going to work.  However there were some other shufflings as the whole deal went through, such that it was the directors themselves and not the SH of the parent that made the profit. 

The directors of the purchaser brought an action in the company’s name against the former directors for the profit that they had made. The action was based on fact that directors would not have had opportunity to buy shares and sell for a profit if they were not directors

Issue:
Do the former directors have to account for profits?

Held:
Yes. 

Ratio:
Conflict test: (refinement of profit rule) 

· Where the directors have obtained the profit from opportunity by reason of the fact they are directors and in the course of execution of that office, they are accountable for the profits.

· Have to account only when there is a conflict between personal interest and duty as a director, that acted in good faith is no defence.

· Attempt to link profit/breach to responsibility as a director; remoteness/proximity test

Discussion:
· Absence of bad faith is irrelevant, do not require fraud, even if acted in good faith, will still have to account for profits. 

· Do not ask 

· whether profit would or should otherwise have gone to the P.

· whether the profiteer was under a duty to obtain the profit for the P

· whether the profiteer took a risk or acted for the benefit of the P. 

· whether the P has been damaged or benefited.

· The liability arises from the mere fact of a profit having been made. 

· Keech v. Sandford: Trustee took lease for himself when it was impossible to acquire it for the beneficiary, but court sill made the TE assign the lease to the B.

· Hard rule is partly based on policy that do not want courts to have to review every case. 

· Consider the elements required for account on profits to be made by the directors:

· Profit? Yes. 

· Did the directors get the shares by reason and in course of their office as directors? Yes, they would not have gotten their shares had they not been directors at the meetings where the whole deal was arranged and then shuffled. 

· Where the directors in a fiduciary position? Yes. 

· [My note: Was there a conflict of interest? Not sure to what extent this is a requirement, do you need chance of conflict? Real possibility of conflict? See dissent of Upjohn in Boardman v. Phipps below.]

·  Reject the argument that the deal would not have gone through otherwise is rejected. Although if they had gotten approval of the SH of Regal to do it, then they would have been in the clear. 

· One of the directors, Gulliver, did not buy the shares personally, but on behalf of others, and the courts seems to allow those others to keep their profits. 

· Garton also bought some of the shares, but he was a solicitor for regal and was instructed to do so, so seems that he can keep the profit he made.

· Lord Porter noted that it may be unfair that the new owners of the corporation get a “windfall”, but says that the rule that should not profit from fiduciary position is sacred, and so the result is not critical.

Notes

· Discriminates against agents of corporation (ie. director) and other agents (ie. solicitor); only directors were accountable for profits, not other shareholders who did not stand in a fiduciary duty.

· SCC has followed this decision. 

· Dissent in Abbey Glen Property v. Stumborg held that the P corporation should have no claim b/c it had decided on a purchase price w/o considering possible recovery from former directors.

· See s.240(c) CBCA ( allows for recovery from the past directors by the other SH’s in a derivative action, rather than by the new corporation.

Phipps v. Boardman (CA, 1965, aff’d HL 1966) (400)

Facts:
Estate included shares of a private corporation.  Senile wife, daughter and accountant were trustees.   Private corporation was not doing well and the trust solicitor and one of the beneficiaries (son) attended the AGM w/ proxies from the trustees.   After the meeting the solicitor and son decided that the corporation was a good investment and proceeded to obtain control of the corporation They purported to act on behalf of the trustee shareholders to obtain info. As trust lawyer (i.e. a fiduciary), Boardman went to company meetings and found out company info.  Attempts to buy shares on behalf of the trust failed.  Later, after it was clear the trust was no longer interested in the company shares, Boardman bought the shares for himself.  The trust beneficiaries then claim shares are held on constructive trust for themselves.

Daughter sought order that a portion of the shares were held on trust for her and an order for an accounting for profits.

Issue:
Are the D’s constructive trustees of a portion of the shares and liable to account for profits?

Held:
Liability ( constructive trust imposed upon profits.

Discussion: 
Denning
· The information was obtained while purporting to act on behalf of the trust.  The solicitor and son were self-appointed agents of the trust in a fiduciary position and nothing short of fully-informed consent (which the Trial judge did not find) would allow them to profit from the position. 
· A fiduciary may be held liable even if a profit could never have reached the hands of the principal: “once it is found that the agent has used his principal’s property or his position so as to make money for himself, it matters not that the principal has lost no profits or suffered no damage”.

· If a fiduciary/trustee makes a profit from his position, the profit is held on trust for the B's to whom the duty is owed. 
· On the facts, B used his fiduciary position to gain info w/ which to acquire profit. The directors would not have given just anyone the information in this case, it was given to them as SH’s.
· If a fiduciary/trustee makes a profit as a result of some action that even appears to be in conflict w/ the fiduciary's duties, the profit will be held on trust b/c it is the appearance of conflict that is relevant, not actual conflict.

· There was the appearance/potential for conflict as how could Boardman give impartial advice if approached by the B's.  The fact the B's weren't interested was irrelevant.

· The only defense available to a person in a fiduciary position is that they made the profits with the knowledge and assent of the trustees: “if an agent uses property with which he has been entrusted by his principal, so as to make a profit for himself out of it, without his principal’s consent, then he is accountable for it to his principal” – likewise for information or knowledge which he was employed by the principal to collect. 

· It is a rule of universal application that no one having such duties to discharge shall be allowed to enter into engagements in which he has, or can have, a personal interest conflicting or which may possible conflict, with the interests of those who he is bound to protect.

· Refusal of the trustees to make the purchase, or their inability to do so, doesn’t imply consent.  Need express consent to make the profit.

· May be liable as a fiduciary having made a profit, even though the profit he or she has made could not have enriched the trust.

· Some casual connection between your profit and your position is required for there to be liability. 
Dissent of Upjohn in the House of Lords when Denning’s decision was appealed (HL, 1966): 

· Says that Boardman and the son acted in a totally honest way throughout, and that they are totally innocent. 

· Conflict only exists where there is a real, sensible possibility of conflict (not where the possibility of conflict is remote).

· Says that the information was not trust property, so says that this case is distinguishable from Regal (Hastings) v. Gulliver.

· Says that information is never property, and must consider the situation in which the information was obtained, information is only prevented from being shared from the existence of confidential relationships. 

· Says that there is no rule that you cannot use information that you get while a TE, but that cannot use it if

· It was given with an understanding of confidentiality, or

· Where it was given to a TE and the TE’s use of the information for himself would place the TE in a position of conflict. 

· In this case, by buying more shares of a company that the trust owned shares in, Boardman and the son actually increased the value of the trust property. Remember that the trust did not want to buy more shares at that time. 

· Says that the argument that they should have told the other TEs more clearly how much they thought the shares were worth is a good one, but was only raised for the first time by Denning.  

Notes (408)

· Debate of whether information is property. Argument against Upjohn’s breach of confidence theory, is that breach of confidence and breach of FD are separate torts. 

· Bendix Home systems v. Clayton: D was CEO, but planned to leave the plaintiff company. So D set up a new company, and then started hiring employees from the P company to use in the new company. Breach of FD is that used position to get the employees he wanted – that claim succeeded. Breach of confidence claimed improper disclosure of proprietary information including financial data and dealer network information. P failed on this claim b/c court said that he just took general knowledge that all moving senior employees would take. 

· Commentator said that Boardman and the son were not unjustly enriched; it was their hard work that increased the share price and that it is only policy that can justify the result the court came to. But says that will discourage proactive competent people from being trustees. Says that when the integrity of the TE is not in doubt, and trust did not lose anything, then should be no liability. If the TE acted in the best interest of the trust, then he should not be punished. 

· Queensland Mines v. Hudson: Upjohn’s test was followed i.e. was there “a real sensible possibility of conflict”? But this case was eventually decided on the basis of their being informed consent. 

Peso Silver Mines v. Cropper (BCCA 1966, aff’d SCC 1966)(410)

Facts:
Corporation became public. Was offered various mining claims which it declined b/c it was financially strained. 6 weeks later, Cropper (a director of Peso) formed a new company which purchased and exploited claims declined by corporation. Peso was then purchased by another corporation and they then brought an action against Cropper claiming breach of fiduciary duty.

Issue:
Does Cropper as director have to account for profits?

Held:
No

Ratio:
If directors meet and consider opportunity, and after discussion decline to take advantage of the opportunity and then one of the directors takes the opportunity personally and later makes a profit; that director is not accountable for the profits. This was suggested by the HL in Regal (Hastings) and adopted here. 

Discussion:
BCCA

· Should be careful when applying the strict rules for TE’s to directors. 

· General rule is that non one who has fiduciary duties must be allowed to retain a profit from an engagement where his personal interest conflicts or may conflict with those of the principal to whom the dues are owed. 

· D acted in good faith, did not intend to profit at the expense of the corporation, but he was clearly in a fiduciary position. 

· Peso directors made a bona fide decision, on the basis of professional advice, to not purchase the rights that the D eventually purchased. 

· “only after this temporary interest of the appellant had ceased and after “it had been out of his mind”, did the D participate in the impugned transaction”. 

· This is not like Keech v. Sanford or Regal (Hastings) where the property was desired by the trust or corporation and not obtainable for other reasons. 

· At no time did the D’s personal interest conflict with that of Peso.

· Peso claimed that they would not have had the knowledge of the deal but for their positions as directors. This is true, but the subsequent negotiations were not in the course of their directorships. 

· Quotes Denning in Phipps v. Boardman saying that if the information is not the property of the principal, then you can use it. 

SCC

· Agrees with BCCA

· Says that in Regal (Hastings) the D got the opportunity by reason only of the fact that they were directors, but that that is not the case here. 

Notes (415)

· Dissent in BCCA said that intention was irrelevant, and applied Keech v. Sanford strictly. Said that the “complexities of business practice” are the very reason for reinforcing the rule, instead of relaxing it. Afraid to open the door to fraud. Said that the rule is “inflexible”, inexorable”, stringent and absolute”. Said that there is no hardship requiring approval from the SH’s.

· Would it even have been possible to get independent board approval in Peso? [No, so get it from the SH!].

Irving Trust Co. v. Deutsch (USA 2nd Cir, 1934) (416)

Facts:
Irving Trust is the TEIB for the music company Acoustic (A). Deutsch is the former president of A that made a profit after a weird share deal. A wanted to obtain certain patent rights from a company (DeForest) that was controlled by Reynolds. Reynolds said that they could negotiate the patent rights later, but only if A purchased a bunch of stock in DeForest. Deutsch confirmed that A did not have the money to buy the stock in DeForest. The board of A approved of an agent acquiring the stock on behalf of A, and this was paid for by a group of A’s directors, including Deutsch. These directors eventually held the stock. Later the stock value increased, the directors made a profit, but meanwhile A went insolvent. Now the TEIB wants the profit. 

[Can think of this as the directors buying the shares to meet the requirements of Reynolds such that A would still have a chance to get the patent rights from DeForest.]

Issue:
Are the directors liable to account for profits.

Held:
Yes.

Ratio:
USA applies a strict duty on directors. 

Discussion:
· D’s argue that A could not have done it themselves. 

· Seems that the directors had A promise to buy the stock from Reynolds, and only later did they buy the stock back from A, so in fact A may have been liable to Reynolds if the directors had backed out and A had been unable to pay.

· Concern that if “the corporation could not do it on their own” excuse is allowed, then directors will not try their hardest to secure the opportunity for the corporation in the first place. 

· There was actually a chance for the corporation to get money that Deutsch owed them at that time, but the corporation doubted that they could have gotten that money. 

· TJ found that A did not have the cash, and could not get it. CA doubts that, but will not overturn the finding of fact.

· The agent is also liable b/c one who knowingly joins a fiduciary in an enterprise where the personal interest of the latter is or may be antagonistic to his trust becomes jointly and severally liable with him for the profits of the enterprise. 

· There was an engineer involved, but he was just an employee who had no FD, and the evidence does not show that he knew of the scheme like the agent did, so he is not required to account for his profits. 

· Reynolds is not liable for facilitating the scheme. Reynolds is not expected to investigate if A has gotten SH approval or whatever. 

Note

· Perhaps this result would have been different if it was truly shown that A could not go ahead on their own b/c of its financial situation. 

Canadian Aero Services v. O’Malley (SCC, 1973) (419)

Facts:
Senior officer & directors (O’Malley & Zarzycki) of Canadian Aero involved in a project, and negotiations relating to it.  They left the corporation , formed their own corporation and bid successfully on the project. Canadian Aero also competed on the bid, but lost out to O’Malley’s new corporation. 
Action by the Canadian Aero for appropriation of corporate opportunity

s. 142 of Act under breach of fiduciary duty

Issue:
Do directors have to account for profits?

Held:
Yes

Ratio:
· After they resigned, the director employees continued to be under a fiduciary duty in respect to the project C was still going after.
· SCC gives a number of factors that should be addressed in each corporate opportunity case to decide if breach has occurred (not exhaustive),
Discussion:
· Whether or not the two D’s were officially appointed as directors, they were clearly acting as such and there were no statutory or contractual provisions preventing them from acting fully as directors. 

· The D’s were not mere servants as the CA found, but they were acting as agents and directors and were under a FD.

· Rule is that a director or senior officer like the D’s is precluded from obtaining for himself, either secretly or without the approval of the company (full disclosure) any property of business advantage either belonging to the company or for which it has been negotiating; and especially so where the director or officer has been a participant in the negotiations on behalf of the company. 

· The reaping of a profit by a person at a company’s expense while a director thereof is an adequate ground upon which to hold the director accountable. But even where profit not gained at expense of company, director may still need to account if used his position to gain that profit. 

· Do not need proof of actual conflict of duty and self interest.

· Strict application against directors and senior management officials is simply recognition of the degree of control which their positions give them in corporate operations, a control which rises above accountability to shareholders and which comes under some scrutiny only at annual general, or at special meetings.
· Where decision to resign is based on decision to gain profit for oneself, the director will have to account for profit. 

· Key fact here is that the project that the new corporation got was essentially the same one that Canadian Aero had been after. 

· SCC rejects the suggestion that CanAero would not have gotten the project anyway [Would this be a valid defence anyway?] 

· In Peso there was a finding of good faith by the directors, but that is not the case here. 

· This is not like Peso where the corporation rejected the opportunity and moved on, here Can Aero pursued the opportunity to the end, but the D’s stole it. 

· Fiduciary duty does not necessarily end with resignation of the office.  A fiduciary cannot pursue a corporate opportunity after resignation where the resignation is prompted by a wish to acquire the opportunity for himself.  Each case must be examined on its facts.  The former fiduciary may subsequently be held to be a fiduciary and sometimes not.  Here the FD continued after the D’s left Can Aero.

· SCC refused to lay down a single test for breach (says profit/conflict and appearance of conflict rules aren't the sole bases of liability).  Each case to be decided on its facts w/ consideration to concepts of loyalty, good faith and avoidance of conflict.  Factors are: 
· nature of corporate opportunity; 
· ripeness of the opportunity, 
· specificity of the opportunity (run of the mill or special?), 
· personal relationship to opportunity, 

· amount of knowledge possessed, 

· position or office held, 

· circumstances in which information is acquired (privacy/confidentiality has something to do with it)
· timeline between resignation and exploitation of information
· reason for terminating the relationship with the original corporation (retirement?)

· Can Aero that does not have to prove that they would have gotten the K but for the breach, nor does Can Aero have to prove the amount of profit it lost. Rather defaulting fiduciaries must divulge their gain.  

Note

· In this judgement the SCC made the test for breach of FD more flexible, and possibly made the law less certain. 

Burg v. Horn (USA CA 2nd Cir, 1967) (425)

Facts:
Derivative action by a SH and director who sued the other two director SH’s for taking advantage of a corporate opportunity. P says that D’s purchased real estate that should have been bought by the corporation. Seems that the D’s had been in the land dealing business for a while before the P joined them, and then the D’s still carried on their own thing on the side. Whether D’s would stop their own dealings on the side was never discussed.

Issue:
Are the D’s liable to account for profit?

Held:
No.

Discussion:
Majority

· Will be a constructive trust for the corporation only if it had a “tangible expectancy” in the property when the property was acquired. This rule allows directors to buy for themselves property which the corporation is not seeking or does not need.

· Director cannot take advantage of an offer made to the corporation, or of knowledge that came to him as a director. 

· The properties in question were never sought by or offered to the corporation. 

· “Any opportunity in the corporation’s line of business is a corporate opportunity” ( that is too broad a proposition.

· D’s were not full time employees of the corporation, there would have to have been some agreement that D’s would not seek properties for themselves to find the D’s liable in this case.

· Cases must each be decided on their own facts, apply the “interest or expectancy” test.

· The opportunities taken by the D’s in this case were not “corporate opportunities” of the P corp.

· Says that in any event there is no evidence that the P corporation has been harmed.

Dissent

· Many forms of conduct OK between arms length parties are not OK for those with FD. Trustees are held to a standard of “uncompromising rigidity”.

· Says that in the absence of an agreement say that the D’s could still do their own deals on the side, the D’s were obligated to offer such properties to the corporation before buying them for themselves. It was their role as directors to seek out good properties, and so could not skim off all the good ones for themselves. 

· D’s even used some of the corporations funds to effectuate the purchases. 

Question
· Is the context of a closely held corporation, is it proper to consider the expectations of the parties at the time the venture was started, who should bear the burden of proving what the agreement was?

Notes on the US cases (428)

· Three approaches by the US courts:

1. Expectancy / interest test ( was the corporation seeking the opportunity in question? Has been criticised as vague, but is the most common approach.

2. “Line of business” test ( in the line of business if the opportunity relates to an activity which relates to the fundamental knowledge, practical experience of the corporation, and which the corporation has the ability to pursue. Rejected in Burg as too broad.

3. Test of “fairness” ( do not consider expectancy or property interest, but on unfairness on the particular facts where a fiduciary takes advantage of an opportunity when the interests of the business call for protection. This is a flexible approach similar to Laskin in Canaero.

· Burden of proof is often on the person accused of taking the opportunity, although that was not the case in Burg. Majority said there was no agreement saying they could not do their own deals on the side, dissent said that there was no agreement saying that they could.

· Burg is taken by some to allow a lower standard for directors who hold offices in different corporations, and is criticised for it. 

Victor Brudney and Robert Charles Clark “A New Look at Corporate Opportunities” (430)

· Current rules are vague.

· Most of the cases have dealt with closed corporations. For them it may be OK to focus on the contracts between the parties, but may need different approach for public corporations.

· If a business opportunity is found to be a corporate opportunity, then a director or controlling SH may not take the benefit of it unless consent is given. 

· In the case of public corporations, the rules should depend on whether the appropriator is 

1. A full time officer or executive

2. An outside director or part time executive of more than one corporation.

3. A parent corporation. 

· Categorical approach: forbids all personal gains, even if they would not deprive the beneficiary, or if they would benefit both the beneficiary and the trustee. Take no benefit w/o consent. This should be used for public corporations.

· Selective approach: forbid behaviour that creates chance of harm to the beneficiary. Would allow insiders to use some opportunities, but not others. This should be used for closed corporations.

· More chance for the SH to handpick the directors in private corporations. SH in private setting are more actively involved than for public corporations where SH consent is less practical.

· Executives in public corporations are more likely to be full time – so should be a higher standard. 

· Not really fair to prevent talented director only part time involved with a private corporation to be restricted in what he can do with the rest of his life. 

· Public companies are larger and can take on most investment opportunities, but there is less scope for private corporations to do so, so almost any opportunity is a corporate opportunity for a public corporation.

· So should have different standards for public and private corporations.

· Should have specific rules, and not focus too much on the facts of each case when dealing with public corporations. Can have a type of “standard contract” for public corporation participants, but this is not appropriate for privately held corporations b/c in that setting you can have meaningful communication between the various players.

· So do a fact specific enquiry for closed corporations – see what individual bargain the parties struck.

Competition (433)

· Can be conflicts when directors sit on boards of vertically or horizontally related companies that compete with one another. While the law is strict on directors who breach the duty of loyalty by taking corporate opportunites, it is more lenient on directors who sit on the boards of corporations that compete in the same market

London and Mashonaland Exploration Company v. New Mashonaland Exploration Co (Eng, first instance, 1891) (434)

Facts:
Mayo is a director for the P corporation, and for the D corporation. P wants court to order D to resign from D corporation, and to prohibit D corporation saying that Mayo was ever a director. 

The companies were rivals

Issue:
Can Mayo act for more than one corporation?

Held:
Yes, so there will be no injunction in this case.

Discussion:
· Mayo did not actually act as a director for the P, but even if he was officially a director and acted as one, there is nothing in the P corporation articles saying that he cannot act for another.

· No evidence that Mayo was going to inappropriately share information. 

Questions (435)
· What about the “Universal rule” from Blaikie case above that agent of corporation cannot enter into engagements in which he has or can have a personal interest conflicting or which possibly may conflict with the interest of those whom he is bound to protect?
· The Mashonaland principle was affirmed in Bell v. Lever Bros (HL 1932): can compete and act as director for another corporation unless articles or other contract prohibits it. And “what he could do for a rival company, he could, of course, do for himself. So it seems that a director can be a party to a contract (b/c of his relation with the competitor) for which his first corporation is competing. Bell v. Lever Bros is authority for the proposition that a director may engage in a competing business, but this may change after Canaero. 

· Scottish Co-Operative Wholesale Society v. Meyer: Denning said that despite Bell v. Lever Bros, oppression remedy (now S.241 of CBCA) may apply if director subordinates the interest of the one company to those of the other.

· Risky for director to be a director of two rival companies.

· Abbey Glen Property Corporation v. Stumborg: A director may breach his FD to A when acting in the best interests of B – the principles in Canaero and Regal (Hastings) apply, will not be an excuse that he was acting in the interests of B.
· Bendix Home Systems v. Clayton: (see notes on p408) D’s employed by the P made a plan to go into competition. That was ok, but it was not OK that they used their position in the P corporation to steal employees and divert goodwill.

Re Thomson, 1930 1 Ch. 203 (437)

Is a trust case, but is equally applicable to corporate fiduciary.
Facts:
TE conducted yacht business that was left behind by the testator. The TE conducted the yacht business for a while, but then left and started his own competing yacht business.

A yacht agent is basically like a real estate agent. Many agents may have the same yacht on their books. The one who actually sells it gets the commission. The testator was just a regular agent, and did not have any special connections. 

Issue:
Is the TE allowed to start his own business like he did?

Held:
No, would “possibly” conflict with the FD to the beneficiaries. 

[Note: it is not clear whether he had quit running the business for the B’s by the time he started his own business - see the “or” in the first indented paragraph, then compare first line p438 and 7th last line p438).  If he had not quit, then it is clearly unacceptable, if he had quit, then the FD may still have prevailed – not sure on this.]
Discussion:
· Was clearly a fiduciary relationship between the TE and the B’s.

· Aberdeen Ry Co v. Blaikie: an executor or trustee having a FD to B’s shall not be allowed to enter into any engagement in which he has or can have a personal interest conflicting, or which may possibly conflict, with the interests of those he is bound to protect. 
· Since there was a chance that the executors would have lost out to the new business, there was a chance of conflict and so there was a breach of FD. 

Hostile takeovers and defensive tactics by target management (439)

Introduction to hostile takeovers and defensive tactics (439)
· What defensive tactics should management use when there is a hostile takeover (t/o)?

· Hostile t/o is done by paying the SH for their shares at more than market price, and getting majority of shares such that take control w/o the approval of management. 

· Idea is that if the attacker can replace the target management with better management, then the value of the corporation will increase and the attacker can make a profit. This works well when target management has been shirking their responsibilities and diverting corporate opportunities. 

· Target management will want to defend jobs and reputation whatever way they can – but what is acceptable?

· In deterring the t/o, target management will want to make the target corporation less attractive, but may harm thief SH’s in the process. 

· But t/o’s are not totally bad b/c they ensure that the directors run the business as best they can, for fear that there will be a t/o if they don’t.

· But target directors cannot act in their self interest to the detriment of the SH’s. 

· Could argue for a total ban on defensive tactics so that bad managers are removed. BUT, there may be other reasons for the t/o, so perhaps a ban on defensive tactics is not the correct solution, and maybe they should be allowed when the t/o will harm SH’s or society. 

· Should target managers be able to set up an auction process to make the t/o process competitive? This will favour target SH’s over acquirers, and may reduce t/o activity to the detriment of society.

· Mergers and acquisitions are serious business, and from 1975-85 it was proportionately more so in Canada than in the USA. 

Theoretical and empirical perspectives (442)

The first article in this section discusses poison pills (PP) w/o really explaining what they are. This is a note from an old can, so view with caution!

· Poison pills: constitutional strategies by mgt to try to make it more difficult for a bidder to acquire control of the target corporation.

· Not done in midst of bid, but before as a preventative measure

· mechanisms that make a company less attractive as a takeover target

· Most common PP is to say that when any one person acquires more than 10 % of shares, the other shares immediately double the voting rights attached to them; this negates the voting power of the acquired shares.
· SH sometimes argue that poison pills are contrary to best interest of the company and are motivated out of private interests and ought to be capable of being objected to on some legal grounds (oppression, breach of fiduciary duty, etc. some exchanges don’t list companies with these provisions in their charters)

Jeffery Macintosh, “The Poison Pill: A Noxious Nostrum for Canadian Shareholders” (442)

· Argue that Poison Pill is not in the best interest of SH.

· Courts should not approve of PP plans unless SH agree to them.

· Where PP are used, they should be used to benefit SH, not just to protect target management. 

What is the function of PP’s?

SH interest hypothesis: 

· Idea behind this is that SH should not be forced to accept a low bid, so use a Pill to force the attacker to negotiate with management if they want to t/o, and give management time to decide what is the best plan to benefit the SH’s.

· Two tier bid is when bidder gets sufficient shares to control the corporation, and then remaining SH are forced out and are paid less than the SH who were paid out in the first step. Gives SH’s incentive to be in the first step. The SH who fails to tender in the first step, will be stuck with the lower price in the second step. So a lower overall value two-tier bid may actually beat out a higher any-or-all bid.

· Another form of compulsion is when make a partial bid for less than all the shares of the corporation. This creates illiquidity which decreases the price, and so you again have the two tier effect. 

Management entrenchment hypothesis:

· b/c target managers may lose their jobs if there is a t/o, there may be a temptation for them to abuse PP’s do the detriment of SH’s. SH’s would normally gain if the t/o succeeds, and may be stuck with bad managers if it does not, resulting in further loss to the share price.

Summary of empirical evidence:

· Seems that the management entrenchment hypothesis is the correct one – when PP are proposed (long before any t/o attempt is started), share prices drop (on average). 

· If the firm is already the target of a t/o, the PP will have an even more significant effect on the share price. 

· Decisions upholding PP’s also lead to declines in share price (on average), and decisions striking them out leads to increase in share price.

· Firms adopting poison pills are on average less profitable than competitors and have less insider investment.

· Management argue that PP is designed to prevent the two-tier effect, but this is just a convenience argument b/c PP deters all t/o’s, not just aggressive two-tier t/o’s. 

Defensive Tactics and The Theory of Takeovers (444)

Easterbrook and Fischel, The Proper Role of a Target’s management in responding to a Tender Offer (444)

· Says that t/o is a way to get rid of bad management.

· All parties benefit, even those SH that do not tender b/c their shares will also appreciate. 

· SH benefit just from the threat of a t/o, b/c encourages managers to reduce costs and remain competitive, which will give more SH value and therefore increase share price. 

· Social gain is that threat of t/o ensures that management uses the assets most effectively. 

Arguments supporting the right of target management to adopt a defensive strategy
· Four categories of arguments are made to support defensive strategies:

1. Tender offers do not increase welfare.

2. Target SH’s benefit from increased share prices when t/o is defeated.

3. Target management has obligations to non-investor groups.

4. Target management is obligated to prevent unlawful conduct. 

The article has been edited, and seems like only the first 2 of the above 4 are covered, but then similar topics are covered under other headings. 
Tender offers do not increase welfare

· The authors argue that one wants to have the assets in the hands of the best managers, but others have said that this is not a good argument b/c many target companies are well run and that the target management is not removed after the t/o.
· Authors say that the gain in the share price after t/o, or during the t/o when the attacker pays more, means that clearly the company can be better run. 

· Even if acquired firms are cash rich indicating past success, that does not mean that the bidder cannot do a better job in the future.

· Even if management is retained, they lose some of their control, and also they may only be retained because that was part of the t/o deal.

· Argument that t/o are bad b/c they inhibit effective long term planning, but authors say this is not proved and that if management had good long term plans, the share price would increase and the t/o would not occur.

· Argument that t/o are inefficient and a cost to society b/c resources are wasted on corporate shuffling instead of getting on with the actual business. Authors say that shifting the assets to investors does not mean that there will be less funds for the corporations business b/c the shareholders will reinvest. [But this does not counter the transactional cost part of the argument I don’t think].

· Argument that the second tier SH get a bad deal. Authors say that there are rules against this, and that overall the bidder must be adding value if SH are prepared to sell.

· Argument that the SH of the attacking company bear a cost equal to the gain of the target corporation SH’s. Authors say that if the bidders did not maximise SH value, then their shares would drop in price, and they themselves would be taken over. 

· Argument that t/o’s create monopolies which harm society. Authors say that most t/o do not present antitrust issues.  
Argument that share price increases justify resistance from targets management. 

· Argument points out that even if the t/o fails, the share price goes up. But authors say it is just that the decrease after the offer is defeated is less than the appreciation as the bid is underway, and that this is b/c the SH’s expect another bid. 

· Also, target management may now be spurred into efficiency, so expect better performance. 

· The offer will also provide information to the market, which free riders benefit from, but this, the authors say, reduces the incentive for bids, and so there is less “monitoring” of management which is bad for society. 

Defensive tactics and the business judgement rule

· Courts sometimes refuse to review the acts of defensive management, relying on the business judgement rule (BJR), which is surprising seeing as though the rule is supposed to of limited scope.

· Authors say that the BJR can be used by managers in good standing, but not when the management is being accused of being incompetent, then there is a conflict of interest. 

· As a matter of policy, if target management is being attacked for incompetence, no excuse for them to say, “yes but the attack is good for the company”.

· When deciding whether to accept or reject a bid, managers have no advantage or special knowledge over SH’s – it is not a issue of “management” of the corporations affairs.

· BJR is b/c courts do not want to make decisions for management, partly b/c courts do not have the info they need. But a “passivity rule” does not require courts to gather info to make the decision, in fact the court would not be making a business specific decision at all by imposing a rule of passivity, but would only have to decide if a particular act was designed to defeat a t/o bid.

The meaning of managerial passivity

· Management must still carry out the ordinary business of the corporation. 

· Can also encourage SH to act the way managers wants, but should not spend too much money on this, and this should be about the limit of how defensive they can be.

· Management should not try to change the bylaws or acquire a competitor of the bidder so that there is an antitrust obstacle, or buy or sell shares to make the t/o more costly, give key information to a prospective competitor bidder.

· But sometimes hard to know if the target management is trying to defeat the t/o, or just making wise decisions to increase SH value regardless of the t/o attempt. 

· Timing of the actions of the target management is key to knowing if it is a defensive tactic, in which case the burden will be on management to show that it was a legitimate action.  But target management have all the info, and they know why they do what they do, so they can still undertake legitimate actions and so the running of the target corporation will not be negatively affected, while defensive tactics will be prevented. 

Gilson, A structural approach to Corporations (450)

·  Idea that the threat of t/o prevents management from managing efficiently. But the problem with competitive bidding is that the party that makes the first offer has to incur a sunk cost to do the research that leads to the first offer. So the transaction will be profitable for a competing bidder at a higher price than for the first bidder. 

· Therefore, there is risk in doing research, because even if you do it and win the bid, you would have had to pay a higher price b/c the others would have bid up to the price that they were prepared to pay. 

· But the author of this article disagrees with the above.

· The sunk costs are a relatively small sum, and competing “white nights” would incur “verification research” costs.

· Typically bidders buy a bunch of stock before making any announcements, so will be able to sell to cover its research costs anyway. So the risk in the bidding process can be hedged. 

· So the risk of competitor bidders should not deter initial bidders. 

· Also, if another bidder is prepared to pay more, he must think that he can use the resources more efficiently than the others, and it is good for society to have most efficient use of resources. The bidder that can best fit the target business into his business will win. 

· Even if competitive bidding reduces the total # of t/o attempts, the competitive bidding process leads to better use of resources, which offsets the harm of having less t/o attempts.

Roberta Romano, A guide to t/o’s: Theory, evidence and regulation (451).

[This article is kinda theoretical – can’t imagine her examining on it!]
Theories of takeovers and related transactions.

· Acquisitions generate substantial gains to target corporation SH’s ( 20-30 % for t/o’s and 20-37% for privatization buyouts.

· The benefits to acquirers are less clear. 

· t/o’s are motivated by desire to increase share price of acquiring firm (value maximising – which inflates acquiring corporations shares) or to maximise utility of the acquirer (non-value maximising – which deflate acquiring corporations share price, essentially transferring wealth to the target SH).  

· Value maximising can be divided into three explanations

1. Efficiency

2. Expropriation (wealth transfer)

3. Market inefficiency 

· Acquiring firms are typically larger than target firms, so may not be big effect on the acquiring firms stock. Also, the bidding process may reveal information about the acquiring firm that also affects the acquiring firms stock price and hard to know what caused what. 

· Even if acquiring firm stock drops a bit, the big gain in the acquired firms stock makes it worth while so there is social gain from this aggregate increase.

· Studies are mixed as to whether target firm performance is better post t/o, but this is b/c is hard to say what the target corporations performance would have been but for the t/o. Author inclined to believe the studies that say post t/o performance is better than it would have been. 

Value maximizing efficiency explanations

· There are two explanations to account for better post t/o performance: (1) realise synergy, (2) reduce agency costs.

Value maximising expropriation (wealth transfer) explanations

· There are four groups of expropriation explanations: taxpayers, bondholders, employees, consumers.

Expropriation from Labour [seems that only #3 of the 4 is discussed]
· Idea is that employees are exploited. 

· The SH want to get more value by reducing the amount that the employees are paid.

· Management won’t agree to screw the employees by firing and hiring replacements. But after a t/o, the new management will cut costs transfer more benefit to SH’s. 

· But then, since the high paid good employees are gone and replaced with cheap novices, production decreases. 

· So the theory is that should have rules to prevent this.

· Author says that this whole theory is “clever but not convincing”.

· The theory is based on the idea of implicit contract which is when the contracting parties know what the terms are, but third parties do not. Explicit contracts are when the terms are clear to all.

· The theory says that the contracts are implicit and there is value in them that is not seen to third parties who may think it is a good idea to break them, but the authors say that the allegedly implicit items like wages and employment levels are observable and verifiable and subject to explicit enumeration. [Not sure I get this, guess the author is saying that there is no value that cannot be represented in writing, so idea that these are sacred and mysterious contracts is bunk].

· Authors say that the target management could also bargain for wage concessions even if there is no t/o in progress. 

· Debate over whether target management’s previous record with union will affect ability to bargain for wage concessions, would new management be more effective – author says no, b/c if union thinks target management is kind, then they will take a cut in hard times knowing that management will be fair when things improve.  

· Evidence shows that on average there is an increase in union wealth after hostile t/o’s, but not after friendly t/o’s (but such losses are small compared to SH gain).

· Data shows that union level job cuts are rare after t/o’s, but management replacement is more common. More union jobs are lost when a t/o is successfully defended.

· So the authors reject the idea that labour exploitation is the reason for t/o’s being profitable.

Value maximizing market inefficiency explanations

· This value maximising theory says that the acquiring company can gain value by t/o of another company which the market is under valuing. 

· This theory holds that the market has not valued the target company property, maybe b/c the market is discounting the value of future profits too much.

Non-Value maximising expropriation explanations

· There are four theories to explain why acquiring firms would under do a non-value maximising (for the acquiring firm) t/o:

1. Diversification

2. Self-aggrandizement

3. Free cash flow excesses by acquirers

4. Hubris hypothesis (when intended it to be value maximising, but acquiring firm gets it wrong).

Summary and conclusion

· There is lots of research to support agency cost reduction and synergy gain explanations of t/o’s [Still not sure what agency cost reduction is – think it may be that cut back on management by eliminating management of the target corporation.]

· There is little support for the other theories.

· Net gains remain positive when bidder and target corporation returns are matched, so seems that t/o’s create wealth rather than just transferring it from one group to another. 

· Table 1 (p457-p459) summarises the different theories outlined in the paper. [I have not summarised the table b/c it is already in summary format].

Conclusions continued after the table (p459)

· Value maximising and efficiency enhancing seem to be the most reasonable explanations for t/o’s, but actually each model only explains some of the phenomenon.

· So in fact maybe some t/o’s are motivated by transfer of wealth from employees to SH’s.

Ron Daniels, Can contractarianism be compassionate? (460)
[Another extremely theoretical article – she will NOT examine on the doctrine of implicit contract!]

· [Howz this first sentence for some academic trying to sound intelligent! I think it means:] There is a contentious debate as to what effect groups other than SH (i.e. groups such as employees, creditors, suppliers, customers and the public) should have on the discretionary decisions made by management of the corporation.

· Sometimes stakeholders lose out when there is a t/o, and the ability to impose losses on these groups to the benefit of SH may be the reason for t/o’s in the first place. 

· Debate about whether the law should protect the interests of stakeholders, or whether they should contract to protect themselves. 

· Liberalism (non-protectionists) v. communitarianism (protectionists), so we will probably never agree.

· Protectionists want to use the doctrine of implicit contract to protect the stakeholders. 

· Author said that a flawed assumption of the implicit contract doctrine is that it assumes that stakeholders always suffer during t/o’s.

· If stakeholders lose out during t/o’s, it is because they did not foresee all the risks when they contracted. 

· Says that should have state intervention to protect stakeholders. 

Implicit contracts

· Implicit contractual analysis is said to be based on the actual expectations of the parties. Supports of this doctrine aim to show that it was implicitly agreed that the corporation agreed that the stakeholder would also benefit from the t/o, and that it was intended that this agreement was enforceable by law.

Idea of implicit agreement that that the stakeholder would benefit from the t/o

· Critics of this theory do not accept that such a promise is possible, they just question the content of the promise. 

· Unlikely that SH promised such benefits to the stakeholders, else management would lose flexibility.

· The problem is not that stakeholders lose, but that they lose while SH gain.

· But the author says that the SH gain is not linked to the stakeholder loss. 

· The stakeholders lost b/c the firm did not perform well, hence the t/o (and the SH also lost in this respect), but then the SH gain b/c of other factors such as synergies, tax benefits, improved management, monopoly profits etc that the acquiring firm seeks.

· So there is no reason to make the SH share with the stakeholders, the SH gain is not caused by the stakeholder loss. 

· Even if the SH gain is related to stakeholder loss – how is this different from other corporate dealings that result in stakeholder loss in non t/o situation, it is just that it is more obvious in the t/o setting.

· SH gains and stakeholder losses are not symmetrical. 

· Even if were to have a system whereby SH shared with stakeholders, the gains / losses occur on different time frames and so they would just cook the accounting to show that the SH actually made a loss [not sure I get this bit!]

Implicit promises enforced by legal sanctions

· Tricky to enforce a promise that is not explicitly laid out, and was not even discussed.

· Would have to argue that should be enforced based on desire of the promisor “to maintain reputation or profitable relationships, the concern for standing among peers, and the force of conscience”. [Basically the court has to tell the promisor “you wanted to be a nice guy didn’t you!].

· Author asks – why can’t they just negotiate it explicitly? 

· Since it is an implicit contract, the SH have decided to bear the non-legal consequences by breaching the implicit contract i.e. harm to their integrity – just like a regular contracting party can breach the contract and pay money damages.

Conclusion

· Implausible that corporations would make special promises via contract for stakeholder protection. 

· If there are implicit contractual terms, they are not legally enforceable. 

· There should not be special protection for stakeholders in the even of t/o’s

Notes

· Just lists a bunch of articles on different aspects of management of defensive tactics.

The common law (465)

Canadian Jurisprudence on Defensive Tactics (465)

· Powers that directors have vested in them through legislation, by-laws and articles of association that may be used to react to hostile take-over bids include:

· Power to manage or supervise management

· Power to issue shares, CBCA s.25, BCBCA s.41.

· Power to purchase shares of the corporation, CBCA s.34

· Power (as part of the power to manage) to declare dividends, to initiate a takeover or amalgamation, or to sell major assets [may need SH approval], CBCA s.189(3). 

· Power, in a private corp, to refuse to register a share transfer if such power is conferred in the articles of association, CBCA s.6(1)(d), BCBCA s.28.

· Directors’ acts can be challenged if power has been exercised beyond authority conferred or w/o due care and in a negligent fashion.

· Courts may decide whether there was an exercise of power that was for an improper purpose.  Such cases generally involve an issuance of shares for the purpose of influencing the control of the corporation.

· Bonistell v. Collis Leather Co. (Ont. HC, 1919) 

· Court held that an issuance of shares was in gf and in what the directors perceived to be the best interests of the corporation BUT the issuance was made with an improper purpose – the purpose of defeating the intended acquisition of a control block by a SH that the board did not approve of.

· Directors did not violate the fiduciary duty to the corporation but they did act in an illegal manner.

· Result in this was that the issuance was void (note that in most other improper purpose cases the result has been that the issuance is merely voidable).

· Now is common for courts to view breach of fiduciary duty and acting with “improper purpose” as one and the same.

Teck corporation Ltd. v. Millar (BCSC 1973) (466)

Facts:  
Fact summary: 

· Afton, a small mining corporation which owns a mining property with good potential, wants a big company to take it over. 

· Mr Millar, the head of Afton, wants to do deal with Placer. 

· However, Teck wants control of Afton and buys a lot of Afton shares. 

· Then, at the last minute, when Teck is already a controlling SH in Afton, Millar does a sneaky deal with Placer that issues a lot of new stock to Placer and dilutes Teck’s shareholding.

· Teck sues. 

Facts in detail.

· Afton Mines, a small mining corporation led by Mr. Millar, sold Canex (subsidiary of Placer) 100,000 shares at $3 a share in order to raise capital to continue exploratory drilling.

· Placer also received a right of first refusal on any future financing and on the right to do an ultimate deal.

· Teck offered to buy 100,000 at $4 a share but Afton rejected the offer as Placer was a more experienced corporation and Millar believed that it would be better for Afton to deal with Placer

· Both Teck and Placer were hoping to make an “ultimate deal” with Afton (a deal where a larger mining corporation takes over possession, exploration and development of the property of a smaller mining corporation in return for an equity interest by way of shares). 

· Teck began to buy Afton’s shares in the market and by May 1972 had obtained a majority of the shares (at an average price of $13) 

· Canex and Millar knew that Teck was close to acquiring control so Millar proposed a 70% (Afton) and 30% (Placer) ultimate deal which was accepted and signed on May 30th
· The deal was that Placer would receive 30% of Afton’s outstanding share capital if it chose to put the property into production after further exploration.

· On May 29th Teck sent a letter to Afton directors stating that it would offer better terms the any other ultimate deal offers.

· May 31st Teck sent a letter to Millar and Afton directors stating that no ultimate deal should be made w/o consultation and legal action would be taken if a deal was made involving the issuance of shares

· On the same day Teck’s lawyers sent a letter to Afton’s lawyers stating that Teck owned a controlling position and that Afton should take no action outside the ordinary course of business until a SHs’ meeting was held.

· Despite this letter Afton’s lawyer advised the board that they could enter into the deal with Placer provided they genuinely thought such action to be in the best interests of Afton.

· Deal was signed between Afton and Placer on June 1 and Teck launched action

Issue:  

Was the deal improper?

Held:

The deal was proper. The P failed to show that there were no reasonable grounds for the directors making the deal with Placer. 

Ratio:  

Directors acting in gf may use their powers to protect the corporation from a takeover if they decide, on reasonable grounds, that it is in the best interests of the corporation to defeat the take-over.  To prove improper purpose, it must be shown that the directors acted for a collateral purpose.
Reasoning:

· Teck raised Hogg v. Cramphorn for the proposition that directors have no right to exercise their power to issue shares in order to defeat an attempt to secure control of the company even if they consider that in doing so they are acting in the company’s best interests.

· Teck says that if directors issue shares merely to retain control, that is improper.

· Re Smith & Fawcetts: directors must exercise their discretion bona fide in what they consider are the best interests of the corporation. 

· Re Smith and Hogg could not be reconciled.  If Hogg was followed it would be an exception to the general rule in Re Smith that the directors can do what they think is in the best interest of the company, and the court was not willing to start making exceptions to that general rule.

· Impropriety depends on proof that the directors were actuated by a collateral purpose, it does NOT depend upon the nature of any SHs’ rights that may be affected by the exercise of the directors’ powers

· The classical theory was that directors’ duty is to the corporation and that no interests outside those of the SHs can legitimately be considered by the directors.  But the court found that in defining the fiduciary duties of directors that the law should take into account the fact that the corporation provides the legal framework for the development of resources and the generation of wealth in the private sector.  So the classical theory must yield to the facts of modern life – can consider not just the interests of the SH, but also of the employees.

· So directors can take a broad view of SH interest, and also consider employees and public good.

· Directors should be allowed to consider who is seeking control and why.  If they believe that there will be substantial damage to the corp’s interests if the corporation is taken over, then the exercise of their powers to defeat those seeking a majority will not necessarily be categorized as improper.
· Directors cannot take an opportunity for themselves at the expense of the SH’s.
· Directors must act in gf and there must be reasonable grounds (need more than just good faith) for their belief that that it is in the best interests of the corporation to defeat a takeover.  
· If there are no reasonable grounds, then the directors must have acted with an improper purpose.

· If the directors are just trying to freeze out a group of SH, with no legitimate basis, then they will be liable.

· Directors are allowed to consider the reputation, experience and polices of anyone seeking to take over the company. If they think on reasonable grounds that the t/o will harm the corporation, then they can use all their powers to prevent the t/o.
Application in this case.

· Court found that Afton’s directors’ purpose was to obtain the best agreement they could and therefore to foreclose Teck’s opportunity of obtaining for itself the ultimate deal.  
· Afton acted quickly b/c if they had not, Teck with its majority SH would have replaced the directors with new ones that would have done a ultimate deal with Teck.
· Afton’s directors made a decision in the best interest of the corporation, even though it knew that the majority SH did not approve, but the directors have the right to make such a decision. 
· Court found that this was not an improper purpose.  Evidence showed that directors had reasonable grounds to believe they were acting in the best interests of the corporation. They were not motivated by a desire to retain control of the corporation.
· The onus of proof is on the plaintiff to show that the directors had no reasonable grounds for believing that a take-over by Teck would cause substantial damage to the interests of Afton and its shareholders.    
· The decision of the directors was reasonable, they based it on knowledge of the experience of Teck and Placer.
· Obiter

· Even if Hogg v. Cramphorn is good law, it is not applicable b/c it was a case of the directors trying to take control of the corporation. That is not what happened here. Here the directors just entered into a K which they thought was in the best interest of the corporation. They did not have an improper purpose. 
Notes (474)

· In Exco corporation v. Nova Scotia Savings & Loan Co. the court declined to follow Teck. Court felt that ratio form Teck needed to be refined:  when exercising their power to issue shares from treasury stock to friendly parties the directors must be able to show that the considerations upon which the decision to issue was based are consistent not only with the best interests of the corporation and inconsistent with any other interests.  Burden on the directors rather than on the plaintiff shareholders.  Despite the rejection of the Teck approach here, the Teck test has been generally followed in Canadian cases and the Exco approach rejected. The problem with the refined test is that the directors may also benefit from the action that is in the best interest of the corporation, in which case you will fail the “inconsistent …” part of the test when in fact the directors acted appropriately.  
· The core of Berger J.’s test in Teck was “directors must act in gf and there must be reasonable grounds for their belief that that it is in the best interests of the corporation to defeat a takeover.”  This is slightly different than statutory test that requires directors “act honestly and in gf with a view to the best interests of the corporation.”  The statutory test makes no mention of reasonable grounds but the courts have still generally imported this requirement into the test for the propriety of directors’ conduct on the occurrence of a takeover bid. 

· Berger J. in Teck relied on American cases for his decision. Some of the cases he used represented the first application of the “business judgment rule” in the context of contested takeovers.  In the USA, the BJR rule is both a rule of deference to managerial expertise AND an onus-shifting device.  In the USA the BJR says that the initial onus is on the P to show some bad dealing, and then the onus goes to the defendant fiduciaries to show that it was a legitimate transaction. But in the context of takeovers, there is an exception to the BJR in the USA i.e. the onus starts off on the directors and then later may shift to the P by satisfying the Unocal test (that’s the next case).  This happened because the courts in the USA felt that in takeover situations there is a conflict of interest because directors are likely to lose their jobs in the event of a successful takeover and therefore there desire to keep their jobs may conflict with their duty to act in the best interest of the SHs.  But Berger J. did not follow this part of the US case law and stated that the onus was on the P. [So it seems that in Canada the burden is always on the P.] Have the Canadian cases below come into line with US cases on this point? [See cases below].
· In cases involving allegations of director misconduct the P will often allege that there has been a breach of fiduciary duty under CBCA s. 122 but also that there has been oppressive conduct under CBCA s.241.  There is some question about whether the oppression remedy was intended to be used in suits of a derivative nature.  (Derivative nature - where the nature of the alleged wrong is one done to the entire body of shareholders and not merely some subset of shareholders.)  The balance of authority favours the view that a derivative-type suit may be commenced under the oppression remedy.  There are certain advantages to claiming oppression: oppression suit can be begun by “application” procedure, rather full by a full “action” (application involves affidavit evidence rather than viva voce, and no expensive discovery), but b/c credibility often key, normally convert to action anyway. Real advantages are 
· standard in oppression suits (fairness) is broader than either the CL or statutory fiduciary duty standard e.g. even if conduct is reasonable and in good faith, if the result is oppressive the claim will succeed; and 
· oppression provisions give the court a wider remedial jurisdiction than is available under either CL or equitable principles, CBCA s.241(3).  
So almost always claim oppression when claiming breach of fiduciary duty. 

· Rule from Bernard v. Valentini: in an application for an interim injunction to restrain directors from issuing shares for the alleged purpose of maintaining control the applicant must satisfy the court that the case is not a frivolous one and that there are substantial issues to be tried, do not need to establish strong prima facie case.  Then consider irreparable harm and balance of convenience. P will have to give undertaking as to damages.
· S. 34 of the CBCA and s. 259 of the BCBCA give corporations the power to purchase its own shares.  Should the same considerations apply to a repurchase of shares as to an allotment? [Allotment = is the number of shares granted to each participating underwriting firm that they are permitted to sell – not sure I understand this note].  Is there greater potential for abuse of fiduciary duty on a repurchase?
· In Sparling v. Royal Trustco (Ont. CA 1986) the court held that the oppression remedy in the CBCA can be invoked by “the Director” (the administrative official who oversees the application the Act) to protect minority shareholders.  Directors of Royal Trustco failed to inform SHs that they had arranged for shares to be purchased on the open market by investors that were “friendly” to management thereby lowering the likelihood that the bidder would be able to amass enough stock to gain control of the corporation. The defendant corporation said that this was effectively a class action by the SH against the corporation, and that there was no statutory authority for it. The court upheld the Director’s right to bring an action and held that failing to allow the Director to bring the action would deny shareholders a remedy that Parliament sought to confer under the Act.  
American Jurisprudence on Defensive Tactics (479)

· Cheff  v. Mathes, fundamental American case regarding the response of directors to a takeover bid, involved a share re-purchase by a corporation at a premium above market price from a SH who threatened to acquire control of the corporation  The re-purchase was held to be a permissible exercise of directorial discretion.  The test for evaluating the conduct of directors laid out by the court was “whether or not defendants satisfied the burden of proof of showing reasonable grounds to believe a danger to corporate policy and effectiveness existed by the presence of (the potential acquirer’s) stock ownership….directors satisfy their burden by showing good faith and reasonable investigation; the directors will not be penalized for an honest mistake of judgment, if the judgment appeared reasonable at the time the decision was made.”   
· This test was modified by in Unocal corporation v. Mesa Petrol Co.  where the test applied to assess the propriety of the directorial conduct was based on a standard of review that was more onerous than the business judgment rule that usually applies in cases alleging breach of fiduciary duty, but less demanding than a full-blown fairness test.  
Unocal corporation v. Mesa Petroleum Co. (Del. SC 1985) (480) (leading US case)

Facts:  

A third party (Mesa Petrol) made a two-tier tender offer for Uncoal.  (This entails first a “partial takeover” bid for a stated % of the target firm’s equity and then once this bid is completed and the acquirer has de facto control the second step is to force out the remaining public shareholders and a price less than that which was paid in the first tier)  To defend against this takeover bid, Unocal management offered to repurchase shares of Unocal at a premium price from all SHs except Mesa Petrol.  This gave SHs an alternative transaction at a higher price than the Mesa bid and had the effect of stopping Mesa’s attempt to gain control of Unocal.  
Issue:  

Did the Unocal board have the power and duty to oppose a takeover threat it reasonably perceived to be harmful to the corporate enterprise?  If so, is its action here entitled to the protection of the business judgment rule?
Held:  

The court found that the objective of the offer was either to defeat Mesa’s inadequate offer or, if the offer succeeded, to protect the minority SHs by offering a higher repurchase price.  The court found that the offer was reasonably related to the threats posed by Mesa’s attempted takeover.  The board did not act improperly and was entitled to the protection of the business judgment rule.   Ps were not able to prove that directors acted with poor judgment. 

Ratio:  

Where it is alleged that directors breached their fiduciary duty during an attempt to defeat a take-over bid, directors must show that they 
(1) acted in gf, 
(2) they had reasonable grounds for believing that a danger to corporate policy and effectiveness existed and 
(3) that the defensive measures taken were reasonable in relation to the threat posed.  
Once this test is satisfied then the onus switches back to the plaintiffs to prove that the directors’ decisions were primarily based on keeping themselves in office or some other breach of fiduciary duty.

Discussion:

· Mesa argued that the discriminatory exchange offer violated the fiduciary duties Unocal owed it as it was a SH.  

· Mesa further argued that the business judgment rule doesn’t apply here because the directors by tendering their own shares would derive a financial benefit that is not available to all Unocal SHs i.e. they argued that the onus should initially be on the directors and not on the P like the regular BJR says.

· Unocal argued that it did not owe a duty of fairness to Mesa because its BOD acted reasonably and in gf concluded that Mesa’s tender offer was coercive and inadequate. 

· Source of authority for BOD to act (absent such authority, the actions of Unocal are invalid):

· Delaware statute provides that a corporation, in acquisition of its shares, may deal selectively with its SHs, provided the directors have not acted out of a primary purpose to entrench themselves in office.

· BOD’s power to act derives from its fundamental duty and obligation to protect the corporate enterprise, which includes SHs, from harm reasonably perceived, irrespective of its source.

· Because of the risk that a board may be acting primarily in its own interests, the directors must show that they had reasonable grounds for believing that a danger to corporate policy and effectiveness existed because of another person’s stock ownership before they can benefit from the protection of the business judgment rule.  
· There is a conflict of interest on directors in t/o situation, so the ordinary BJR of onus initially on the P does not apply.
· The above test is satisfied by showing gf and reasonable investigation.

· Basic rule s that directors have a FD to act in the best interests of the SHs.
· If a defensive measure is to come within the ambit of the business judgment rule, it must be reasonable in relation to the threat posed. 
· An analysis must be done by directors on the nature of the takeover bid and its effects on the corporate entity.(this seems to get called the proportionality test later on)    
· Here the threat was viewed by Unocal as a grossly inadequate two-tier coercive tender offer coupled with the threat of greenmail.
· A board may reasonably consider the basic SHs interests at stake as was the case here where the directors decided that the subordinated securities to be exchanged in Mesa’s announced squeeze out of the remaining SHs were “junk bonds” i.e. the t/o plan is to get SH’s to all grab at the first tier offer (which wasn’t that great anyway) for fear that they will get a bad deal on the second tier.
· Mesa had a reputation as a corporate raider.

· The court agreed that the exchange offer was a form of selective treatment, but found that it was lawful and reasonable here (remember the Delaware statute permits corps to deal selectively with SHs).
· Since the above test was met, the business judgment rule kicked in (to put the onus on the P) so that in order for the court to interfere with the board’s decision, the Ps had to show that the directors’ decisions were primarily based on perpetuating themselves in office, or some other breach of fiduciary duty, such as fraud, overreaching, lack of gf, or being uninformed, else the court would not interfere with the directors decision (the second aspect of the BJR).

Revlon Inc. v.  MacAndrews & Forbes Holdings Inc. (Del. SC 1985) (484) (another leading US case)

Summary of the case:

· [The facts are super complicated. Michelle seems to have cut and pasted from the case itself, and reading the facts below is not that helpful.] 

· [The following is a brief summary of the case]

· Basically Revlon’s BOD was using defensive tactics to prevent a t/o by PP. Then an all out bidding war began, at which point the BOD used more defensive tactics against PP, but now the directors were aiming to protect themselves from liability for the earlier defensive tactics which had backfired, and were trying to ensure that Forstmann succeeded instead of Pantry Pride (PP) in the t/o war.

· Although the Forstmann deal was not quite so good for the SH, it prevented the directors from being liable for the backfired earlier defensive tactics.  

· The initial (backfired) defensive tactic turned some of the SHs into regular creditors under contract, but a weird contract in which what the creditors got still depended on what the market was trading their credit notes at. Then the credit notes decreased in value, and the directors (who were afraid of being sued by the note holders) structured a deal with Forstman to protect the credit note holders to the detriment of the SHs, but that was bad b/c the directors always have a duty to the SHs, but not to the credit note holders who are actually just contractual creditors.

· So while the initial defensive tactics were OK, the BOD later breached its duty to the SH by trying to protect the interests of regular creditors. 

Facts:

· Pantry Pride (PP) attempted a hostile take over bid of Revlon through a “junk bond” financing strategy which was to be followed by a break-up of Revlon and disposition of its assets.  PP wanted to pay $45, but Revlon’s investment banker said this was too low b/c PP would make $60-70 / share.

· Revlon BOD took two defensive measures: (1) repurchase up to 5 million of the corporation’s 30 million outstanding shares and (2) adopt a Note Purchase Rights Plan.
· Under the Note Purchase Rights Plan, each Revlon SH would receive a dividend of one Note Purchase Right for each share of common stock, with the Rights entitling the holder to exchange one common share for a $65 principal Revlon note at 12% interest with a one-year maturity. The Rights would become effective whenever anyone acquired beneficial ownership of 20% or more of Revlon’s shares, unless the purchaser acquired all the company’s stock for cash at $65 or more per share.  The Rights would not be available to the acquirer and prior to the 20% triggering event the BOD could redeem the right for 10 cents each.
· PP made a cash tender offer for Revlon shares at $47.40 (common share) and $26.67 (preferred share) subject to PP obtaining financing and the rights being redeemed or voided.  

· Revlon directors rejected the offer and took further defensive measures by offering to buy up to 10 million shares, exchanging each share of common stock tendered one Senior Subordinated Note.  Revlon SHs tendered 87% of the outstanding shares (apprx. 33 million) and Revlon accepted the full 10 million shares on a prorate basis.  The new notes contained covenants which limited Revlon’s ability to incur debt, sell assets or pay dividends unless otherwise approved by the “independent” (non-management) members of the board.  The Rights and the Notes hampered PP’s attempt to take over Revlon.

· PP’s next move was a tender offer at $42 per share, conditioned on receiving at least 90% of the outstanding stock.  Revlon directors rejected this offer and authorized management to negotiate with other parties interested in acquiring Revlon.

· PP continued to make cash bids for Revlon.

· Revlon BOD met to consider the $53 PP offer, as well as alternative offers.  The BOD agreed to a leveraged buyout by Forstmann where each SH would get $56 per share; Forstmann would assume Revlon’s $475 million debt incurred by the issuance of the Notes; and Revlon would redeem the Rights and waive the Notes covenants for Forstmann.

· When the merger and the waiver of the Notes covenants was announced the value of the securities fell.  Noteholders were mad and some threatened to bring actions.  

· PP countered with a $56.25 offer.  All three parties started negotiating. But Forstmann knew some info about Revlon’s financial situation which PP did not.  It was not an even bargaining table.

· Forstmann made a $57.25 offer with several conditions, one of which was a lock-up option to purchase other assets of Revlon.  Part of the deal was that Forstmann agreed to support the par value of the Notes, which had faltered in the market, by an exchange of new notes.  BOD accepted the offer b/c (1) it was for a higher price than PP’s bid; (2) it protected Noteholders; and (3) Forstmann’s financing was firmly in place. 

· PP sough injunctive relief and a temporary restraining order to prevent Revlon from placing any assets in escrow or transferring them to Forstmann.  PP also made an offer of $58 conditioned upon nullification of the Rights, waiver of the covenants and an injunction of the Forstmann lock-up.  

· Trial court concluded that the BOD had breached their duty of loyalty by making concessions to Forstmann, out of concern for their liability to the noteholders, rather than maximizing the sale price of the company for the SHs’ benefit.  

Issue:  

Did the Revlon BOD breach its duty by adopting the defensive tactics?
Held:  

Revlon directors breached their duty.  The initial defensive tactics were ok, but the later transactions with Forstmann amounted to unwarranted concessions granted to Forstmann in an attempt by the directors to avoid liability for debt incurred during a previous round of defensive tactics designed to thwart Pantry Pride’s bid. 
Ratio:  

Corps cannot continue to use defensive mechanisms once it becomes clear that a sale will take place.  At such time, management’s duty shifts from defending the corporate entity to determining the terms of the sale.  When determining the terms of the sale the object must be to get the best price for SHs.   
So the Unocal proportionality test of reacting in proportion to the threat only applies when it is possible to resist the threat. When it is inevitable that corporation will be sold, then nature of the duty changes.
Reasoning:  

· Business judgment rule may apply to the actions of corporation directors responding to take over threats, but the principles of care, loyalty and independence must still be satisfied.  
· If the BJR applies, there is a “presumption that in making a business decision the directors acted on an informed basis, in gf and in the honest belief that the action taken was in the best interests of the company”.
· Court acknowledges the directors are in a position of conflict in any t/o b/c there jobs are at stake.
· b/c of this conflict, the directors have the burden of showing reasonable grounds for their acts incl gf and investigation to assess the extent of the threat.
· Court adopts the rule from Unocal that defensive measures must be reasonable in relation to the threat posed.  
Application of the principles in this case

· The initial defensive actions after the $47 offer were acceptable.

· When PP increased its offer to $50 and then $53 it was clear that Revlon was going to break-up.  Further, once the BOD authorized management to look to other offers it was clear that the corporation was for sale.  
· At this time, the duty of the BOD changed form the preservation of Revlon as a corporate entity to the maximization of the corporation’s value at a sale for the SHs’ benefit.  At this point defensive measures should have stopped and the BOD should have been entirely focused on getting the best price in the sale of the corporation for the SH’s benefit. The Unocal rationale of wanting to protect the integrity of the corporation was no longer valid.
· Directors made support of the Notes an integral part of their dealing with Forstmann when their primary obligation at this stage was to the equity owners.  BOD did not show gf  by preferring the noteholders and ignoring its duty of loyalty to the SHs.  [this is where I am vague on the facts, seems that the noteholders are distinct from the SHs – but could only get a note if you were a SH, but maybe the difference is that some SHs were still SHs while other “SHs” had cashed in to become noteholders and so were contractual creditors not SHs – yes, I think that is it, see 8 lines from bottom of page 489, so the noteholders were creditors owed less of a duty than SHs, but the directors favoured the note holders to the expense of the SHs (b/c the directors feared litigation from the noteholders) and so breached their duty to the SH’s. Key point is that there was no duty between the directors and the creditors at that time].
· BOD argued that it acted in gf in protecting the noteholders because Unocal permits consideration of other corporate constituencies.  
· Court found that a board may have regard for other constituencies provided there are rationally related benefits for the SHs; however, such concern for non-SH interests is inappropriate when an auction among active bidders is in progress and the object is not to protect the corporate entity but rather is to sell it to the highest bidder.  
· Court said that the noteholders accepted risk under contract, and it was not appropriate for the directors to try and protect them.
· The court also found that the lock-up option had the effect of destroying bidding rather than fostering it.
· The difference between the Fostmann and PP offers was not substantially different except that the Fostmann deal dealt with the notes and thereby allowed the BOD to avoid personal liability to the notesholders.  
· So the actions of the directors were unreasonable in relation to the threat made, the real goal was not to benefit the corporation, but to save liability to the note holders to the detriment of the SHs. 
[I am a bit lost on the intermediate standard that is supposed to be the theme underlying these cases – I think it is that the directors are held to an intermediate standard during t/o’s, as opposed to the low standard on directors during ordinary business, and the high standard on trustees in property (trusts course) i.e. in t/o situation the directors have more of a burden b/c the BJR is not applied until the directors prove that acted in accordance with the threat].

Paramount Communications Inc. v. QVC Network Inc. (Del SC 1994) (491)

Under normal circumstances neither the court nor the SH should interfere with the decisions of directors ( BJR. However courts will be less deferent when reviewing: 

1. The approval of a transaction resulting in sale of control of the corporation, or

2. The adoption of defensive measures in response to a threat to corporate control. 
Facts:

Not given
Issue:  

When does the Revlon duty (the duty to stop defensive tactics and focus on getting the best price for SHs) kick in?
Ratio:  

This case set out the content of enhanced judicial scrutiny and stands for the proposition that Revlon duties will be triggered where a transaction that will cause a change in corporate control occurs or where a breakup of the corporate entity occurs.   

Discussion:

A.  The Significance of a Sale or Change of Control
· A result of the sale is that Paramount SHs would have no leverage in the future to demand another control premium i.e. SH can charge a lot now that they have control, they will not have control when the corporation is merged into another one.
· The court felt that the Paramount SHs were entitled to receive a control premium/or protective devices in the sale transaction but they did not.  In this situation, Paramount directors had an obligation to take maximum advantage of the current opportunity to realize for the stockholders the best value reasonably available.
B.  The Obligations of Director in a Sale or Change of Control Transaction
· Sale of control imposes the obligation (on directors) of acting reasonably to seek the transaction offering the best value reasonably available to the SHs.
· Board owes duties of care and loyalty.
· The courts will apply enhanced scrutiny to ensure that the directors acted reasonably. 

· In addition to considering the amount of cash involved in the sale, directors may also consider an offer’s fairness and feasibility; the proposed financing for the offer; consequences of that financing; questions of illegality; the risk of non-consummation; the bidder’s identity; prior background and other business venture experience; and the bidder’s business plans for the corporation and their effects on SH interests.
· Directors must look at all the facts and then compare alternatives and determine which is most likely to offer the best value reasonably available to the SHs.

C.  Enhanced Judicial Scrutiny of a Sale or Change of Control Transaction
· Enhanced judicial scrutiny is justified by 

1. The threatened diminution of the current stockholders voting power.

2. Control premium is being sold.

3. Traditional concern for actions which impair SH voting rights.

· Enhanced scrutiny tests involves 
1. A judicial determination regarding the adequacy of the decision making process including the information the directors relied on.

2. Examination of the reasonableness of the directors’ action in light of the circumstances then existing.   

· Directors have the BoP to show that they were adequately informed and acted reasonably
· Courts will not substitute their business judgment for that of the directors, but will determine of the directors’ decision was, on balance, w/i a range of reasonableness.

D.  Revlon and Time-Warner Distinguished
· Paramount and Viacom argued that fiduciary duty and enhanced scrutiny did not apply here because there was no break-up of the corporation. The court disagreed.
· Fiduciary obligations and enhanced judicial scrutiny apply where there is a pending sale of control, regardless of whether or not there is to be a break-up of the corporation.
· Under Delaware law Revlon duties will be triggered in the following, and possibly other, cases: 

1. when a corporation initiates an active bidding process seeking to sell itself or to effect a business reorganization involving a clear breakup of the corporation and 

2. where, in response to a bidder’s offer, a target abandons its long-term strategy and seeks an alternative transaction involving the breakup of the corporation. 

· Court rejects Paramount’s argument that both a change of control and a break-up are required to trigger Revlon duties.  When a corporation undertakes a transaction which will cause either a change in corporate control; or a break-up of the corporate entity, the directors’ obligation is to seek the best value reasonably available to the SHs.

Notes (495)

· Gilson and Kraakman analysed the Unocal test.  They argue that the proportionality test enunciated in Unocal is more than a “threshold test” in which once a threat is established, any response by target management is justified.  Rather, the test is seen to be “regulatory” in nature; i.e., management must justify its choice of defensive actions by reference to the magnitude of the threat posed by a particular bid.  
Recent Development on Canadian Jurisprudence after Unocal and Revlon (495)
Pente Investment Management Ltd. v. Schneider corporation (Ont CA 1998) (495)

Facts:

· The Family retained control of Schneider through a two class share structure.  The Family held 70.5% of the voting common shares representing 7.6% of the total equity of Schneider and 17.2% of the non-voting A shares representing 15.3% of the equity.  The Family held 22.9% of the equity but a control block of the votes that was sufficient to pass a special majority if only the common shares were taken into account.  
· In 1988 the Family had helped to pass an amendment (a “coattail” provision) to the articles of incorporation that said that A SHs would be treated equally and equitably as if they were partners with the common SHs.  The provision worked so that in the case where an acquirer sought to gain control of Schneider and made an offer for the voting shares alone (an “exclusionary” offer) then the Class A SHs would have the right to convert their shares into voting common shares.  Then the acquirer would be forced to extend the takeover bid to the Class A shares.  
· But the Schneider family wanted a veto over any takeover bid that may occur. So the provision was drafted so that if there was an “exclusionary offer” for the common shares, the Class A shares would not be convertible into common shares if the holders of 50 per cent or more of the common shares filed a certificate with the company’s transfer agent and secretary indicating that they would not accept an exclusionary offer.  This part of the provision gave the Family a veto over any takeover bid.  An acquirer could never gain control of a majority of the common shares since the Family held a majority block (70.5%) and could simply decide not to tender.  Further, an acquirer could not gain control of the corporation by buying up Class A shares, making an “exclusionary offer” for the common shares, and converting its Class A shares into common shares, because the anti-conversion certificate would prevent the Class A shares from being converted into common shares.  

· Maple Leaf attempted a take over bid at $22 a share.  Schneider’s BOD rejected the offer and told its Special Committee (made up of the independent non-family directors) that the only offer it would accept was an offer by Smithfield for $25 share.  

· Family agreed to the Smithfield offer ($25 a share) which had the effect of enabling Smithfield to “lock-up” control of Schneider.  

· After the offer was accepted, Maple Leaf made a further offer of $29 a share to Schneider’s common and Class A shareholders.

· Schneider family continued to refuse to lift its certificate of anti-conversion for any bid other than the Smithfield bid.  There was evidence that the Family favoured the Smithfield offer because it was a share exchange offer whereas the Maple Leaf offer was a cash offer.  The share exchange offer of Smithfield would yield a tax saving to the Schneider family of $4 per share. But the family emotionally preferred Smithfield i.t.o how it thought they would run the corporation compared to Maple Leaf.
· At a meeting of the Special Committee, Nesbitt Burns (financial risk advisors) said the Smithfield offer was within the fair price range but that there was risk associated with adverse share price movement and exchange rate movement during the period before the offer could be formally be accepted.  
· After the meeting, the CEO asked Smithfield to raise its offer to compensate for the risk.  Smithfield refused.  

· So the Smithfield offer was sent to the committee for approval, but they refused to approve b/c of what Nesbitt had said about the offer being a bit less valuable b/c of the risk of share price (for the shares that would be obtained in the swap) fluctuations.

· So then the family agreed to not veto, and Smithfield planned to tender for the voting shares. Before this could happen, the board had to waive a term of a previously signed K with Smithfield. The committee suggested that the board waive it, so they did, and the deal went through.

· Maple Leaf was still willing to pay $29 per share, but it was too late. Five SHs brought an action alleging that the actions of the Special Committee and the Family had contaminated the value maximization process outlined by the board publicly.   
Issue:  

1)  Did the directors act in the best interest of the corp?    

2)  Did the CEO have a conflict of interest?  

3)  Was it improper for the special committee to have created a data room?  

4)  Was there a duty to conduct an auction of the shares?

Held:  

Affirming TJ Farley, the Special Committee did not breach its duty.

Ratio:  

· If a BOD has acted on the advice of a committee composed of persons having no conflict of interest, and that committee has acted independently, in gf, and made an informed recommendation as to the nest available transaction for the SHs in the circumstances, the business judgment rule applies.

· A conflict will arise where senior management is used to conduct take-over negotiations but the conflict of interest must be balanced against the benefit of using the management in the negotiations. 

· If a corporation is up for sale there is no obligation to conduct an auction of the corporation’s shares.

Reasoning:  

· Directors must manage using best judgement, and must have reasonable grounds, else court will find that acted for an improper purpose. [my note: court does not qualify this by saying that this reasonably sever test only applies during t/o’s].

· Directors have the right to manage as they see proper, and there may be conflicts between the interest of certain SH and the company, then the interests of the company must be protected.

· Provided the directors have acted honestly and reasonably, BJR applies. 

· If the directors have unfairly disregarded the rights of a group of SH, the directors will not have acted reasonably in the best interests of the corporation and the court will intervene.

· Consider if directors made reasonable decision, not perfect decision: range of reasonableness? 

· BJR: the fact that alternative transactions were rejected by the directors is irrelevant unless it can be shown that a particular alternative was definitely available and clearly more beneficial to the company than the chosen transaction. 

· The creation of a special committee, composed of independent members of a board, is a common method used to alleviate concerns that a conflict of interest exists between directors and the interests of a minority or non-voting group of SHs.  The purpose of a special committee is to advise the directors and to make a recommendation as to what the board should do.  

· Under the law of Delaware, where a board acts on the recommendation of a special committee, the decision will be accorded respect under the business judgment rule, provided that the special committee has discharged its role independently, in gf, and with the understanding that in a situation where a change of control transaction is contemplated, the special committee can only agree to a transaction that is fair in the sense of being the best available in the circumstances.  

· Discusses the onus of proof issue, says that Canadian case law is a bit contradictory, says that in this case it is not determinative, but in some cases the onus may be on the directors when a change in control of the business is being considered. 

·  Key issue is whether the directors of the target corporation took steps to avoid being in conflict. If they did, say be establishing an independent committee (that acted in good faith), then the BJR applies, and do not need to consider burden b/c there was no conflict.

Application to this case

· Farley J found that the family would not sell to Maple Leaf at $29, and that finding was correct b/c of the emotional preference for Smithfield, and that 29 – 4 tax = the 25 they would get from Smithfield.

· The real question is whether the committee was independent.

· An argument was made that the CEO had a conflict of interest and shouldn’t been permitted to play a significant role in the sale negotiations because he had a duty as senior management to act in the best interests of the SHs and he had an interest in continued employment with Schneider ( CEO was not on the committee, but a conflict existed in using the CEO in the negotiations, but such a conflict must be balanced against the benefits to be obtained from using a person who knew the operation of the business. Further, the CEO was not on the Special Committee and Maple Leaf had agreed to treat him generously so the court held that the CEO did not have a significant conflict of interest.

· Issue about whether company money should have been spent creating the special committee ( yes, that was necessary to protect the interest of the company independently.

· There was also an issue about whether it was improper for the special committee to have created a data room.  (The data room allowed other bidders to look at confidential info about Schneider.)  The court held that in creating the data room the special committee acted independently and reasonably and that the creation of the room was part of a process to get the best transaction available to the SHs in the circumstances. The committee made an independent decision to create the data room, it was not at the insistence of the family.

· Another issue was whether there was a duty to conduct an auction of the shares of Schneider.  The court referred to the proposition in Revlon that if a corporation is up for sale, the directors have an obligation to conduct an auction of the corp’s shares, but noted that Revlon is not the law in Ontario.  The court held that holding an auction is merely one way to prevent the conflicts of interest that may arise when there is a change of control by requiring that directors act in a neutral manner toward a number of bidders.  The court preferred the more flexible standard in Paramount which recognizes that the particular circumstances are important in determining the best transaction available and that a board is not limited to considering only the amount of cash or consideration involved as would be the case with an auction.  There was no duty on the special committee to conduct an auction.

· Issue of legitimate expectations: did the conduct of the family indicate that an auction would be held. The expectation must be objectively reasonable. This is a question of fact. Farley J found that the press release did not create a legitimate expectation.

· Then there was an issue as to whether the committee unfairly favoured the family at the expense of the other SHs. Court said no, given that the family would not agree to any other bid, the committee acted as best it could ( see chapter 7.

Notes (507)

· [This is kinda complicated – apart from the first bullet below, I have given my interpretation. The ratio is that Maple Leaf tried to pull a trick based on the literal interpretation of the articles of the corporation. The court said they were grammatically correct, but that literal interpretation should give way to reasonableness, so Maple Leaf lost. I doubt this is examinable].

· Schneider explained that the function of coattail provisions is to ensure that if the common voting SHs wish to accept an offer that will lead to a change in control, and if the price or terms offered to the common voting SHs are more favourable than those offered to the holders of non-voting shares, the coattail ensures that the non-voting SHs get an equal opportunity to participate in any change of control premium.  The provisions work so that if the holders of restricted shares, such as non-voting shares, are excluded from participating in the common voting share takeover bid, they will then be given a right of conversion of their restricted or non-voting shares into common voting shares.  Coattail provisions are intended to encourage non-exclusionary bids.  When triggered, the non-voting SHs then have then opportunity to participate in the take-over bid.  
· So the idea of the coattail is that if a t/o bid targets only voting shares, then the non-voting shares can be converted. So what Maple Leaf (ML) wanted to do was bring an offer that most people would think was not exclusionary, but actually was exclusionary, and then afterwards they could say that it was exclusionary, at which point they could convert all of their non-voting shares (that they had just bought) into voting shares and control the company. However if everyone knew that it was an exclusionary offer from the start, then the family would have blocked the t/o (by invoking the other provision that had been written into the articles – see above) saying “don’t worry, this t/o won’t work b/c we as controlling block holders of voting shares won’t sell our voting shares, so don’t even need to invoke the exclusionary offer provisions”. So if ML could trick the family into thinking it was not an exclusionary offer, then the family would not invoke their special power, all the voting and non voting shares would be tendered to the ML, then ML would buy only the non voting shares that it needed, and then claim that it had the right to convert – read on, it may become clear].

· So ML tried to take advantage of a wording error in the exclusionary offer:
· The coattail provision in the articles of  Schneider  defined “exclusionary offer” as 
an offer to purchase common shares of the corporation that…is not made concurrently with an offer to purchase Class A Non-voting shares that is identical to the offer to purchase common shares in terms of price per share and percentage of outstanding shares to be taken up exclusive of shares owned immediately prior to the offer by the Offeror and in all other material respects and that has no condition attached other than the right not to take up and pay for shares tendered if no shares are tendered pursuant to the offer for common shares.”
So will be an exclusionary offer (EO) if:

· You offer to buy only the voting shares

· You offer to buy both, but put conditions on the offer to buy.

However there is one condition you can put on and it will not be an EO:

· You offer to buy both, but condition that you will not buy the non-voting ones if no voting ones are tendered.

So if offer to buy both, and put on any condition other than this one, then it will actually be an EO.

So ML did the following: 

· Offer to buy both, but condition that will not buy the non voting ones if no voting ones are acquired.

So ML would argue that would be an EO unless you fell within the definition, and their offer did not fit exactly within the definition (b/c of the word change), and so was actually an EO.

Then ML intentionally did not acquire any voting ones, and just bought a bunch of non-voting ones, but not all of the non voting ones (and they were OK doing this b/c of the condition i.e. they had not acquired any voting ones), and then, when they had enough non-voting shares, said that it was an EO and that all of their non-voting ones were now convertible. 
· So where ML successful i.e. was their offer actually an EO? 

· The court (TJ and CA) said that it was not an EO!

· Court said that a strict literary interpretation would mean that it was an EO i.e. ML were grammatically correct, but that one must apply a more common sense approach (  must be given an interpretation which accords with its object and the intention of the framers of the provision, must be viewed objectively and as a reasonably prudent business person would view it.  Here it appeared to the SHs that the offers were the same (they did not appreciate the trick) and ML understood how its offers would be perceived.  The court held that the ML offer for common shares was not an EO and that the coattail provision in Schneider’s articles had not been triggered, and so the shares were not convertible.
· The court cited Rizzo v. Rizzo Shoes as authority that do not take literal meaning of statute when that gives unreasonable result.
· Court said that ML should not have been sneaky, should have announced that it intended to apply later for the courts to declare the offer to be exclusionary.
The Powers of the Toronto Stock Exchange in Connection with A Share Issuance:  A Note on the Torstar and Canada Malting Cases (509)

· Para. 601 of The Toronto Stock Exchange Company Manual:
(a) Says that corporations have to tell the Exchange about each proposed option, writing, sale or issuance of treasury securities or of securities held for the benefit of the treasury, and if the Exchange does not approve, the corporation cannot go ahead with it, or they will be de-listed from trading.  
(b) In the case of an issue under (a), the Exchange  may require SH approval if  the proposed transaction (i) may materially affect control of the company; (ii) has not been negotiated at arm’s length; or (iii) is of such a nature as to make SH approval desirable, having regard to the interests of the corporation’s SHs and the investing public
(c) If notice is accepted, the Exch. must give prompt notice to each Participating Org and may give notice to the press.

(d) Every corporation which has made such proposal or entered into such agreement shall give immediate notice to the Exch. of each payment or default and each proposed extension, assignment or other material change and no such proposed extension, assignment or other material change shall be proceeded with unless notice is accepted for filing by the Exch.  
· If a corporation fails to comply with para 601, consequences range from a temporary suspension of trading of the stock to a permanent “delisting” of the stock.  The Exchange doesn’t like to apply the sanctions though as they disadvantage shareholders and the trading public as much as or more than the corporation itself.   

Torstar Corp., Re (Securities Comm. 1986) (510)

Facts:
Southam held the largest block of Southam Inc. (around 10%) but the holdings were too small to block a hostile takeover bid for the shares of Southam.  In 1985 there were rumours of a takeover bid.  Southam responded by trying to put “shark repellent” provisions in the articles to ward off any hostile takeover bid.  Amendments were added but later watered down at the insistence of institutional investors such that the corporation was still open to a takeover.  

Southam and Torstar came to an agreement which protected Southam from a hostile takeover and issued to Torstar voting common shares.  

The directors knew about para 601 (then by-law 19.06) but they deliberately decided not to give the Exch notice. Directors said that they failed to notify the Exch out of a fear that the Exch might delay approval long enough so that a hostile bidder would have time to succeed and that the Exch may require shareholder approval and such approval might not be forthcoming.  

The Exch subsequently approved the issuance (and did not require SH approval) but asked the Ont. Securities Comm to deny all trading exemptions (without trading exemptions, an individual cannot buy or sell securities in Ontario) to Torstar and Southam directors for a period of time to punish them for non-compliance.  

Issue:
Should the exemptions be denied?

Held:
Yes, for a period of 6 months.

Discussion:
· The OSC found that the effect of the share exchange was “to deny Southam SHs the possibility of receiving a takeover bid at a price in excess of the then-current market price”.  

· It stated that it must be left up to SHs whether or not to accept or reject a takeover bid.  Regardless of whether directors thought they were acting in the best interest of the corp, they had removed the decision from the SHs.  

· OSC did not unwind the exchange as it thought that it would prejudice SHs i.e. investments had since been made on the basis of the transaction.

Question

· Is 6 months prohibition from trading very serious? Technically the individual cannot trade on the NYSE or other exchanges either, but this is very hard to track, so they probably would get away with it!          
Canada Malting Co., Re. (Securities Comm. 1986) (512)

Facts:
· Molson and Labatt’s each held 14.17% of the shares of Malting Co. (total 28.3%)  They were also Malting’s two largest customers.  Malting heard about a potential takeover bid and was advised to issue shares to Molson and Labatt’s to derail the possibility of a bid.   Their share holding was boosted to 40% total.  Proper advance notice was given to the Exch and the Exch approved the issuance without requiring that a majority of the disinterested SHs approve the issue.  

· Applicants before the OSC were minority SHs of Malting who felt aggrieved at the Exch’s decision not to require minority SH approval.  They argued that because the issuance had achieved its intended purpose of fending off any takeover bid, minority SHs had lost the premium they would have received for their shares. 

· TSE supported their decision by saying that the shares were issued at 15% higher than the then market price, and that they did not want to set a precedent for all non-arms length transactions requiring SH approval.

Issue:
Was the approval by the Exchange w/o SH approval proper?

Held:
OSC would not interfere with the TSE’s decision since the TSE had a reasonable basis upon which to approve the issuance without requiring SH approval.

Ratio:
Standard or review for OSC over TSE is reasonableness simpliciter (or patently unreasonable(?)).

Discussion:
· The OSC found that Malting’s prime motivation in making the issuance was to derail any takeover bid.  

· The OSC did not reverse the decision of the Exch because the Commission would only intervene in the “extremely infrequent” event where:

i) the TSE proceeded on some incorrect principle;

ii) the TSE erred in law;

iii) the TSE overlooked material evidence;

iv) new and compelling evidence was presented to the OSC that was not presented to the TSE; and

v) the TSE’s perception of the public interest conflicts with that of the OSC

One member of the OSC dissented:   

· The Exch should have appreciated that the issuance materially affected the control of the corporation (see para 601 (b)(ii)) i.e. those SH’s now had 40% not just 28% and so had much more control. 

The Toronto Stock Exchange Requirement for Coattail Provisions (513)
· The Exch requires that classes of Non-voting or Subordinate Voting Shares have protective provisions (“coattails”) conforming to this criteria, although exact wording can be defined by the issuer:
(1) If there is a published market for the Common Shares (CS), and there is an offer to purchase that is made to all voting shares, then the non-voting shares must be given a right of conversion unless: 

· Identical offer to purchase is made for non-voting shares which identical offer has no condition attached other than the right not to take up and pay for shares tendered if no voting share are purchased; or

· less than 50% of the voting shares outstanding immediately prior to the offer, other than Common Shares owned by the offeror, or associates or affiliated of the offeror, are deposited pursuant to the offer 

[I think “deposited” is when those willing to sell to the buyer put their shares “in the shopping cart” so that if the sale goes through their shares will be sold – but this provision has the effect that if the buyer will not get more than 50% of the voting shares, then coattails are not triggered b/c there is no chance of successful t/o]. 

(2) If there is no published market for the CS, the holders of at least 80% of the outstanding CS will be required to enter into an agreement that will ensure that non voting SHs will also benefit from a t/o.   

· Any party wanting to t/o who tries to structure the deal to defeat the purpose of the coattail provisions and exclude the non voting SHs from benefiting, may be subject to discipline. 

· Common shares = voting shares that get at least 1 vote per share in all votes.

· Non voting shares = restricted shares which can only vote in some circumstances.

· Preference shares = shares that give special privileges. 

· Residual equity shares = give rights upon liquidation that other shares do not have.

· Restricted shares = residual equity shares that are not common shares (this seems to be a group name for a few types of shares that are all lesser in status that common shares). 

· Restricted voting shares = restricted shares that have right to vote, but the right is limited such that individual with lots of them cannot vote all of them.

· Subordinate voting shares = restricted shares that have lesser voting privileges. 
The Powers of the Securities Regulators in Policing Defensive Tactics (516)

· s.127(1) of the Ontario Securities Act provides that the Commission may make the following orders if it is in the public interest to do so:
1. Suspend registration of person or corporation under Ont. securities law.
2. Order trading in any securities by or of a person or corporation cease 

3. Specify period for which exemptions do not apply to a person or company

4. Require market participant to submit to review of practices and procedures and institutes changes as ordered

5. Order that info to public be issued, withheld or amended to ensure compliance with securities law. 

6. Person or corporation be reprimanded

7. A person resign one or more positions that the persons holds as a director or officer of an issuer

8. A person is prohibited from becoming or acting as a director or officer of any issuer

9. Order administrative penalty of not more than $1 million for each failure to comply

10. Order requiring a person or corporation to disgorge to the Commission any amounts obtained as a result of the non-compliance.
· These orders give discretion to the OSC. #2 is common and can be used to prevent a t/o.

National Policy 62-202: Take-over Bids – Defensive Tactics (517)

· This policy has been adopted by all the various Canadian regulatory authorities and determines how discretion will be exercised in controlling t/o bids. 
Part 1 Defensive Tactics

1.1 Defensive Tactics

· Acknowledge that t/o play role in controlling the quality of corporate management and ensuring efficient use of resources. But management may be in conflict when t/o bid is made. However, management can

1. Attempt to persuade shareholders to reject the bid

2. Take action to maximize the return to SHs including soliciting a higher bid from a third party

3. Take other defensive measures to defeat the bid

· Primarily objective of the take-over bid provisions of Canadian securities legislation is the protection of the bona fide interests of the SHs of the target corporation.  Secondary objective is to provide a regulatory framework within which take-over bids may proceed in an open and even-handed environment. Laws should not favour offerors or management. Concern that managers may stifle bids to the detriment of SH’s.

· Apart from the fiduciary standard required by corporate law, not appropriate to have detailed code of conduct for directors of a target corporation b/c what is acceptable is very fact specific, but regulatory agencies will review defensive action to ensure SH rights are not abused. Prior SH approval will generally allay such concerns.

· Defensive tactics subject to scrutiny include

(a) Issuing or purchasing a significant portion of the target corporations outstanding securities (or option thereon).

(b) the sale or acquisition (or option thereon) of assets of a material amount
(c) entering to a K other than in the normal course of business or taking corporate action other than in the normal course of business

· Unrestricted auctions produce the most desirable results in take-over bids and so unlikely to intervene in contested bids.  
· Authorities will intervene if it seems that defensive tactics are likely to result in SHs being deprived of ability to respond to take-over bid.
· Some defensive tactics may be taken in an attempt to obtain a better bid.  However, authorities will intervene if it seems that defensive tactics are likely to result in SHs being deprived of ability to respond to take-over bid.
· Regulatory authorities will not advise parties as to the propriety of proposed action in a particular case except in the context of a meeting or proceeding of which interested parties have been given notice.  

Chapters Inc., Re (Ont. Securities Commission 2001) (519)

This case is representative of the attitude of the regulators towards poison pills (PPs).  

Summary of the case.

PPs have the effect of preventing a t/o by tinkering with the stock of the target corporation making it more difficult/unattractive for the bidder. But ultimately the SH have the right to decide which t/o should succeed. So BOD can use a PP to prevent immediate success of a t/o by the first bidder and give other bidders a chance to bid. But then at some point all interested bidders would have bid, and the PP must be removed so that the desired (by the SH) bidder can succeed. This case deals with just how long the BOD can leave the PP in place. In this case the BOD waited too long. 
Facts:

· Trilogy attempted a friendly take-over of Chapters.  In response, Chapters directors adopted a SH rights plan (approved by the SHs) which included a “permitted bid” feature that required a permitted bid to remain open for a minimum period of 45 days.  

· To be a permitted bid under the plan, a bid must have been made to all Chapters SH of record and no Shares could be taken up unless more than 50% of the aggregate of outstanding shares held by independent SHs had been deposited and not withdrawn.  

· Further, once there had been a deposit of more than 50% of the Shares. This had to be publicly announced and the bid had to remain open for at least another 10 business days.

· Trilogy made a partial bid of $13 a share for about 43% of the shares.  If the bid were successful Trilogy would have control of Chapters since it already owned 9.5% of the shares.  

· Trilogy offer remained open while Chapters directors looked for alternative acquirers.

· A week before the Trilogy offer was to expire, an offer from Future shop was announced (“Proposed Offer”) and the directors recommended it the SHs.

· As a result of the Proposed Offer, directors entered into a Support Agreement with Future Shop.  One of the terms was that the PP had to remain in place.

· Under the Future Shop Proposed Offer, Chapters SHs has the option of receiving $16 cash per share or two Future Shop common shares for each Chapters share.   

· There were limits to the Future Shop FS offer such that not all Chapters SHs could be in on it 100%.

· SHs in a position to tender 30% of Chapters’ shares had agreed to lock-up (“Lock-up agreement”) to the Proposed Offer and only tender to a “superior bid” ($17.50 +) if one were made.

· The Support Agreement with FS contained other provisions:

· The BOD must support the FS offer.

· A 5% break fee.  

· Rights plan would remain in place to give FS time to get their offer out, but that it then be waived when FS was ready to go.

· A “no-shop provision”

· Chapters could not release any party except FS from the confidentiality agreements. 

· Trilogy increased its offer to $17 a shares for all outstanding shares less the locked-up shares under the Lock-up Agreement and the Shares already owned by Trilogy.  

Issue:  

Did Chapters directors keep the poison pill (here the SH Rights Plan) in place longer than it should have?   

Held:  

The pill should not have been maintained so long as it was preventing SHs from receiving the benefit of the Trilogy’s proposed enhancement offer.   
There was no reasonable possibility that, given a reasonable period of time, the Chapters BOD would be able to increase SH choice or value. 

Ratio: 
A poison pill plan may stay in place if there appears to be a reasonable possibility that, given a reasonable period of further time, the board of the target corporation can increase SH choice and maximize SH value.    

Analysis:

· The “waive for one waive for all” clause in the Rights Plan required that if the plan was waived, it had to be for all bidders at the same time. This was violated when Chapters waived the PP w.r.t. FS but no other bidders. 

· Future Shop was a white knight i.e. friendly bidder that BOD turns to when another bid is taking place.

· The commission referred to the National Policy 62-202 in its decision for the proposition that SHs must ultimately decide the fate of competing take-over bids.  

· Referred to the principle in Re Canadian Jonex that “there comes as time when the pill has to go.” 

· To determine the test for when the pill has to go, the Commission referred to Re Consolidated Properties and Re MDC Corporation and Regal Greeting & Gifts:  may allow a poison pill plan to continue if there appears to be a “reasonable possibility” that, given a reasonable period of further time, the board of the target corporation can increase SH choice and maximize SH value.    

· In applying the test the Commission must consider and balance the duties of management against the interests of the SHs. Directors must fulfill FD, but ultimately SH must decide, the appropriate way to solve this tension is very fact specific.

· Argentina Gold established that all relevant facts must be considered when determining whether or not the pill has outlived its purpose.

· Factors to consider include:

· whether SH approval of the rights plan was obtained;

· when the plan was adopted;

· whether there is broad SH support for the continued operation of the plan;

· the size and complexity of the target company;

· the other defensive tactics implemented;

· the number of potential, viable offers;

· the steps taken by the target company to find an alternative bid that would be better of the SHs;

· the likelihood that, if given further time, the target company would be able to find a better bid or transaction;

· the nature of the bid, including whether it is coercive or unfair;

· the length of time since the bid was announced and made;

· the likelihood that the bid will not be extended if the rights plan is not terminated. 

· In this case the Commission found the key factors to be 

a) Timing:  a BOD may maintain a SH rights plan so long as the board is actively seeking alternatives and if there is a real and substantial possibility that the board can increase SH choice and maximize SH value.  Trilogy argued that the Support Agreement confirmed that Chapters was no longer seeking alternative bids.

b) SH support:  there was no evidence of broad SH support for continuance of the pill.

c) Size of corp:  Chapters was neither a large nor a complex corporation so a potential bidder should be able to assess the company in a relatively short period of time.

d) Other defensive tactics:  There were a number of other tactics, including terms in the Support Agreement that were biased towards FS. The waive-for-one-waive-for-all provision is designed to prevent management favouring one bid and accentuate the auction process. The way the clause was used here (agreeing not to waive until FS was ready) was detrimental to SH choice and contrary to the goal of such clause. 

e) Potential viable offers:  Few potential, viable offers given that there are not many corporations in the market who would want to buy a retail book company.

f) Steps taken to find other offers:  directors did find the Future Shop offer.

g) Likelihood of a competing bid if pill extended:  here, given the Lock-up Agreement and Support Agreement, it was unlikely that extending the pill will result in a competing bid.

h) Nature of the bid:  Trilogy bid arguably coercive. [I think this is b/c Trilogy would only be buying some shares at the stated price, so the other SH’s would lose out (?)].

i) Length of time plan in place:  here the plan was in place for 54 days which is relatively long.  

j) The likelihood the bid will not be extended if the rights plan is not terminated:  the maintenance of the pill was preventing Trilogy from acting on and increasing its offer. Chapters argued that this is what bidders always say i.e. that they would have bid, but then the PP was in place for too long. But here the court agrees that there was a greater chance that Trilogy would have gone ahead had the PP been removed.

· In this case the PP was in place for too long [not quite sure what the consequences were for Chapters in this case].
Sanction by SHs of Fiduciary Breach (526)

Introduction to Ratification (526)
· A problematic area of company law is ratification (shareholder approval) of an act by the board or individual directors that would otherwise constitute a breach of fiduciary duty.

· Can have SH ratification of issuing shares, self-interested K’s, corporate opportunity, duty of care, compensation. 

· Which breach of duty may be ratified and which may not? 

· What form of ratification should be required i.e. unanimous, supra-majority, or bare majority, is required when a fiduciary breach is subject to ratification?  

· Does the form of required ratification differ across contexts?  

· What impact does interested SH voting have on the effect of ratification? 

· What is the effect of properly executed ratification i.e. validation, immunization from judicial review, shift of onus to the plaintiff?

· SH ratification is subject to “collective action” problems.  These problems emanate from the free rider problems that are endemic to SH voting in the corporation i.e. SH’s trust other SH’s to be vigilant to protect their interests.

· A solution to SH apathy could be a rule of unanimity.  This would make it in the SH’s rational interest to invest in info generation and assimilation activities to the extent of the pro-rated value of the proposed corporation activity on the individual SH’s particular holding, but would the increased cost of such a rule be worth the benefit?

· Consider the consequences entailed by the adoption of different ratification regimes and the effects on a corp’s capacity to adopt transactions that are only available to the corporation on the basis that they are accompanied by a self-interest element.  

· Also think about the roots of the ratification power (derived from memorandum corporate law jurisdictions, where SHs hold residual power in the corp).  Does this work to render the ratification power somewhat incongruous with the regime developed under the CBCA and similar provincial legislation?
The Common Law (528)

North-West Transportation Company, Limited v. Beatty (PC 1887) (528)

Facts: 

· P was a SH. D’s were the corporation and 5 SHs who were directors.  
· P wanted the court to set aside a sale of a steamer called the United Empire.  Sale was made to the corporation by Beatty, one of the director/SHs.
· Directors made a by-law for the purchase of the steamer at a directors meeting.  At a SHs meeting the by-law which had been enacted by the directors was adopted by a majority of votes.   
· Evidence was that the acquisition of another steamer was essential to the efficient conduct of the corp’s business, that the United Empire was the right kind of steamer for the corp’s purposes and that the price agreed to be paid was reasonable.  

· On these facts there would have been no problems for the court since the breach of fiduciary duty would have been remedied by the SHs’ resolution.  However, there was evidence that the by-law which adopted the contract was passed by votes which Beatty himself either possessed or controlled.  

Issue: 
Was the defendant Beatty acting within his rights or did he breach his fiduciary duty?  

Held:  

The PC (on appeal from the SCC) found the transaction was valid.  D did not breach his fiduciary duty as a director. 
Ratio:  

A SH has the right to vote even where the issue at hand involves a matter in which the SH has a conflict of interest.   Ratification of a transaction in which a director had a conflict of interest is possible provided that the ratification is not brought about by unfair or improper means and is not illegal, fraudulent or oppressive towards those SHs who oppose it.  

Analysis: 

· The SCC found that the defendant’s influence was so oppressive that the by-law is invalidated.  The SCC found that if the acts or transactions of an interested director were to be confirmed by the SHs, it should have been by an exercise of the impartial, independent and intelligent judgment of disinterested SHs and not by the votes of the interested director.

· The JCPC held that in such cases like this the opposing minority should be able to challenge the transaction and to show that it is an improper one.

· But the JCPC disagreed with the SCC conclusion and found that the SHs vote was not brought about by unfair or improper means.  The constitution of the corporation enabled the D to acquire his voting power as there was no limit upon the number of shares which a SH can hold.

· Unless some provision to the contrary is found in the incorporating documents, majority SH vote rules, and you can vote even if you have an interest.

· Any defect arising from the FD of the D director would be remedied by the SH vote, and being a director does not mean that SH cannot vote.

· Great confusion would result if SH with FD to corporation could not vote.

· The fact that Beatty had enough votes to ratify the contract on his own was not problematic b/c his behaviour was not prohibited by the corporation’s articles. To prevent Beatty from voting would give full say to the minority. 

Questions (531)
· Seems that here the PC decided it was good for the corporation and that the minority SH were wrong to vote against it.

· Is this decision better suited to public or private corporations?

· Is this case right given that other fiduciaries (principals, trustees, lawyers, guardians) cannot judge their own actions. 

· S.120(7) CBCA requires a director’s or officer’s contract be reasonable whether or not approved by SHs. So such deals are subject to judicial review. 

· As a general matter, what impact should provisions in the constating documents of the corporation have on the effect of ratification? What of the articles say that SH vote is final and there is no judicial review?

· In Wedge v. McNeill (P.E.I. C.A.) the court found that there could circumstances which would prohibit directors from voting as SHs.  The court held that denying interested directors their vote as SHs in the circumstances of unfair and inequitable contracts is consistent with the holding in N.-W. Transportation that minority SHs should be able to challenge such a transaction “and to show that it is an improper one.”  (It may be consistent with N.W. Transportation but in that case that deal was seen to be a fair and equitable one, so the interested director was not denied his right to vote as a SH.)  
Bamford v. Bamford (CA 1970) (533)

Facts:  

This decision was based on the assumption that allotment by the BOD of Bamfords’ of 500,000 shares at par to Burgesses was not made bona fide in the interests of Bamfords because it was a tactical move in a battle for control of the corporation. The primary purpose of the allotment was to make it more difficult for Excavators to obtain control.

Issue:  

Was the allotment capable of being effectively ratified by an ordinary resolution of the corporation in a general meeting?  

Held:

Yes. Ratification of a bad allotment can be done by ordinary resolution in a general meeting.

Reasoning:

· Both judgments proceed on the assumption that the allotment was made by the board not bona fide in the interest of the corporation and that the allotment was therefore voidable. The issue is just whether the allotment was void, or whether it was voidable b/c company articles allow for ratification. 
Harmon J. 

· If directors make an error they can obtain absolution from the SHs so long as the acts were not ultra vires the corporation as a whole. 

· In this case the directors did have the power to allot the shares; although they are bad allotment, they are allotments.  

· Question becomes then whether the allotment made in bad faith is voidable and can be avoided by the corporation  Assuming that the corporation can avoid it, then it must follow that the corporation also has the right to ratify it.  

· Refers to N.-W. Transportation for the proposition that deals where a director had a conflict of interest may be ratified provided that the ratification is not brought about by unfair or improper means and is not illegal or fraudulent or oppressive towards those SHs who oppose it.  

· Cited Hogg v. Cramphorn where shares were not properly issued by the directors because they were issued as part of a take-over war and not solely for the corporations benefit.  The court found that although the issue was bad it could be ratified by a general meeting.   

· There is a difference between controlling the directors by SH vote (which is harder to do) and ratifying (before or after) acts of the directors, which is achievable by ordinary vote.

Russell L.J.

· Russell came to the same conclusion as Harmon J. 

· The issue is not whether the SH could allot shares, but whether the SH could ratify an improper allotment by the directors.

· Rejects the argument that an improper allotment is no allotment at all – it is not a nullity.

· The allotment of shares by directors not bona fide in the interest of the corporation is not an act outside the articles: it is an act within the articles but in breach of the general duty laid on them by their office as directors to act in all matters committed to them bona fide in the interest of the corporation.  

· The company could decide by ordinary resolution to decide to proceed against the directors for compensation for misfeasance or to institute proceedings to avoid the voidable contract.  It follows that an ordinary resolution can ratify the voidable contract.

Notes (539)

· Recall Cook v. Deeks where an attempt by the majority to sanction their own act was disapproved.

· Author suggests that not all cases of directors acting for collateral purposes will be capable of ratification, say where directors issue shares allowing them to get a majority needed to change the articles of the corporation and then deny minority SH rights the articles originally gave them (Punt v. Symons).

Winthrop Investments Ltd. v. Winns Ltd. (CA 1975) (540)

Facts:

Deals with the power of the majority to ratify director’s acts.

SH of Winns were to vote to ratify a purchase of property and consequent issue of shares in part-payment to defeat a t/o.

Issue:  

Should an injunction be granted to prevent the SHs vote to ratify?

Held:

Yes, injunction granted b/c full and accurate disclosure had not been made. 

Ratio:

Reaffirms ratio from Bamford but also expressed concern about the extent the of majority’s power.    

Discussion:

· Ngurli Ltd. v. McCann stands for the proposition that voting powers conferred on SHs and powers conferred on directors by the articles of association of a corporation must be used bona fide for the benefit of the corporation as a whole. 

· “For the benefit of the corporation as a whole” does not mean for the benefit of the company as a commercial entity, but for the benefit of “the corporators as a general body.”

· The court will be more ready to interfere in the case of directors than in the case of SHs (because SHs can usually exercise their votes for their own benefit i.e. they are not trustees like directors are when they act as directors).

· But there is still a limit to the extent to which the majority may exercise their votes for their own benefit.  The power of the majority must be exercised in the manner required by law and it must also be bona fide for the benefit of the company as a whole. 

· The majority of SH cannot exercise their voting powers so as to commit a fraud on the minority. They must not appropriate for themselves that which belongs to the company, they cannot make a present to themselves.

· But there are stricter limits on directors: directors cannot vote in a way that benefits them, but SH can vote in a way that benefits the majority.

· If the purpose of the majority in passing something is the same as the (collateral) purpose of the directors (defeating a take-over bid), then will that be an improper purpose of the majority?

· The court found that Bamford did not decided this point.  The case simply decided that SHs could ratify a bad allotment (made for a collateral purpose) in an ordinary resolution, but it didn’t decide anything about whether that resolution to ratify may be ineffective because the majority had the same purpose as the directors i.e. to defeat the t/o as opposed to just relieve the directors from liability acting badly ( and this question remains unanswered.  

Notes (542)

· The extent of the power of the majority to confirm has not yet been settled in Anglo-Canadian company law.  In American law the rule is that SHs may ratify acts of the board and directors may vote their stock in their own self-interest so long as there is no fraud, overreaching or attempt to intentionally dissipate the corp’s assets.  

· S. 242(1) of the CBCA treats ratification merely as a piece of evidence to be taken into account by the court in either derivative action under 239 or an application regarding oppression under s.241.

· But there are still unresolved issues. In Bamford Harman L.J. and  Peso Silver Mines, Norris J.A. dissenting referred to Lord Russell in Regal (Hastings) saying that SH approval should be enough to justify directors actions. However in Cooks v. Deeks  the PC said that although SH can vote in their own self interest, the majority cannot take the corporate assets for themselves at the expense of the majority, nor may the majority give away corporate assets to a third party. But Peso and Regal were also corporate property cases – so this needs to be clarified by the SCC. 
· American courts follow N.-W. Transportation v. Beatty but have developed limitations in a number of situations.  For example, simple majority ratification is found to be incapable of ratifying transactions involving fraud, overreaching and waste.  Schreiber v. Bryan: waste of corporate assets is not justified unless have unanimous SH consent, similarly for appropriation of corporate opportunity. 
· American courts sometimes take the view that ratification does not end the issue, the courts will review, but the onus of proof will be shifted from D to P: Gottlieb v. Heyden Chemical Corp.
· Fliegler v. Lawrence: burden will not shift if the majority was obtained b/c interested director SHs voted.
· Pappas v. Moss: even majority vote of disinterested SH’s did not shift the onus. 
· Smith v. Brown-Borhek Company: said that directors can vote proxies of disinterested SH’s so long as the absent SH’s were well informed.

· Pavlides v. Jensen (Eng 1956) P alleged gross negligence when mine was sold for much less than was worth. TJ found that fraud was not proved, and the SH’s could ratify the sale, action dismissed. 

BUT (
Daniels v. Daniels (Eng 1978): Allegation of negligence in sale of property for too cheap. Action allowed to proceed even though there was no allegation of fraud. 
· CBCA s.239 and 241 sweeps away the distinction between negligence and fraud, and the ability of SHs to ratify will be decided in the action at trial. 

· s.122(3) CBCA prohibits in broad terms any relief from personal liability (of directors and officers) under the Act by SH ratification. Many corporations pass a resolution annually to ratify corporate acts, but these are likely useless, especially b/c the SH’s have to be fully informed to ratify. 
· s.124 of the CBCA deals with the extent to which a corporation may indemnify a director or officer against liability.  Corporation may indemnify for settling suits against the director.  However, the director must have acted honestly and in good faith with a view to the best interests of the corporation. If the corporation is to cover criminal fines against the director, then the director must have had reasonable grounds for believing that his conduct was lawful. 

· CBCA s.124(5) ( corporation will pay legal costs if the director is substantially successful. 

· CBCA s.1124(6) ( corporation can take out insurance for the director, but the insurance will not cover acts where the fiduciary was not acting honestly and in good faith. 
Chapter 7:  Regulating the Exercise of Power by Controlling SHs

The concept of “control” (547)

· Controlling SHs have either de jure or de facto control

· de jure:  hold or have the power to vote 50%+1 of votes ( so can pass ordinary resolutions. If single SH has de jure power he is a “majority” SH.

· de facto:  b/c under statutes, only shares that are actually voted count (e.g. CBCA, s. 2(1)) and typically not all SHs will vote, so could be “controlling” SH w/o being a majority.

· Book uses phrase “controlling SH” to refer to de jure AND de facto control by SHs

· de facto control is also refers to the power to pass a special resolution (2/3 majority)

· Also have power of “negative” control – can block passage of special resolutions. Also speak of de jure and de facto negative control. 

Why should we worry about the exercise of power by controlling SHs? (548)

Jeffrey MacIntosh, “Corporations” (1990) (548)

· Fiduciary duties (FD) imposed commonly where have combination of incentives to act in self-interest and power to affect economic welfare of another (i.e. have potential conflict of interest) – e.g. in agent-principal relationships

· Directors and officers are essentially agents of corp’s SHs although legal duty formally owed to the corporation and have FD which is imposed b/c of the combination of incentive to act in their own interest and the power to do so b/c they were given power by the corporation. w/o a FD the directors could pay themselves big salaries, buy company jet etc.

· So should also impose FD on controlling SHs b/c they have incentives to favour themselves at expense of others, including minority SHs, and ability to do so via voting, so could vote to say that minority SH’s stock will be expropriated at a low value. 

· Further conflict where controlling SHs and directors/officers are the same people, but even w/out having the same people as both, controllers power to appoint and dismiss directors and officers is certain to result in a management highly attentive to wishes of controller

· Daniels and MacIntosh (1992) (549):  b/c Canadian capital markets heavily dominated by corps w/ controlling SH, question of controlling SH conduct is central issue in regulation of Canadian capital markets. 

· So there is an argument for imposing duites on controlling SH’s towards minority SH, but there are also costs ( costs of regulation though: may deter some transactions that are purely redistributive e.g. those that transfer wealth from minority to majority SH’s.

· Will be new costs associated w/ litigating disputes about propriety of SH conduct, will be some frivolous suits.  

The strongly majoritarian temperament of early Anglo-Canadian CL

· Principle of majoritarianism flows from the case of Foss v. Harbottle (1843 Eng.):

· Facts: Company bought land from some of its directors at an inflated price and minority SHs wanted to overturn the transaction.

· Held: Decision to sue was matter for majority SHs to decide so individual SH could not sue in respect of wrong done to the corporation if a majority of SHs had ratified the wrong or could ratify the wrong

· Foss is a rule of decision making in the corporation, but also about the J of the court to interfere ( rule is that court cannot interfere if majority of SH support the decision: Burland v. Earle.

· Rule in Foss can be justified b/c:  

1) Prevention of multiplicity of SH actions; 

2) Avoidance of futile litigation (b/c indiv SH suit could be derailed by subsequent SH ratification); or 

3) Impropriety of judicial interference in matters that involve business or investment judgment and are properly w/in the prov of SHs to decide

· Creates danger of majority SHs diverting corporate resources to the detriment of minority SH’s, so exceptions to the rule were created:

1. Individual SH could sue regarding matters requiring assent of some special majority of SHs.

2. SH could sue to restrain an act ultra vires of the corporation.

3. SH could sue regarding matters that constituted a “fraud on the minority” of SHs where wrongdoers in control

4. SH could sue regarding harms that were a wrong to the SH personally (rather than derivatively)

· All exceptions have same thread – in none of these circumstances could a majority of SHs ratify the wrong.

· Substance of what was “fraud on minority” limited to appropriation of corporation assets or the grossest sort of overreaching by majority SHs – mere conflict of interest insufficient by itself to call fraud principle into action: North-West Transportation Co. v. Beatty 1887 PC.

· needed egregious interference with clearly defined minority SH rights

· SHs owed no duties of fiduciary character to company or fellow SHs

· Part of reason for reluctance to limit power of majority seems to be 19th century conception of nature of property interest represented by holding shares ( whatever is your motive for exercising rights, it is your property so you can do what you want and vote is inseparable from incident of property entitlement so should be as unfettered as possible.

· Old view was that a sort of rule of caveat emptor applied to being a SH.

· just how far courts are prepared to defer to will of majority is illustrated by North-West Transportation
North-West Transportation Co. v. Beatty (1887 JCPC from Ontario) (552)

Majority rules unless fraud, illegality, etc.

Facts:  

· Henry Beatty (P) was SH in NWTC and sues on behalf on himself and all other SHs in the company except the D; D are company and 5 SHs who were directors of company.

· Claim is to set aside a sale made to the company by JH Beatty , one of the directors, of a steamer that he owned; resolution passed regarding sale

Issue:  

Can majority of SHs vote to ratify breach of FD when the fiduciary in question is the majority SH?

Held:  

Appeal dismissed; ratification by the majority was valid.

Ratio:
· unless some principle to the contrary in charter or other instrument of incorporation, resolution of majority of SHs on any question on which company legally competent to deal, is binding on minority and company and every SH has right to vote on matter even though may have personal interest opposed to, or different from, the general or particular interests of the company.

· breach of fiduciary duty by director can be affirmed or adopted by the company as long as not illegal, fraudulent or oppressive towards opposing SHs and is not brought about by improper or unfair means

Discussion:
· director of company is precluded from dealing on behalf of company w/ himself and from entering into engagements where he has potential or real conflict of interest, BUT any such dealing/engagement can be affirmed or adopted by the company as long as not  illegal, fraudulent or oppressive towards opposing SHs and is not brought about by improper or unfair means

· transaction here w/in power of company and JH Beatty had right to vote as SH and any defect arising from his fiduciary relationship to company remedies by the resolution of SHs to buy the ship.

· P alleges improper and unfair means to pass resolution though b/c by-law adopting the K was passed by votes that JHB either possessed or controlled. PC disagrees: constitution of company allowed JHB to acquire his voting power and acquisition of steamer, pure question of policy on which majority ought to prevail.

· would cause great confusion in affairs of joint stock companies if circumstances of SHs, voting at general meetings were to be examined and then their votes practically nullified if they also stood in some fiduciary relation to the company.

Note (556):
· SCC would have created what we now call “majority of the minority” requirement of approval of transactions like in North-West – would have required that votes of directors w/ an interest in the steamship not be counted, and that the transaction be approved my a majority of informed and disinterested SH’s. SCC said that there was a FD on the director, and that his conduct was oppressive. But the PC said that the SCC did not look at the nature of the transaction, which was quite fair and reasonable in this case. 

· the idea of “majority of the minority” has recently gained ascendance in many areas of corporate and securities law.

Early English judicial attempts to create a FD (556)

· Failed attempts to impress majority SHs w/ FD are important in understanding the nature of the quasi-fiduciary duty that courts have created under the oppression remedy (see Chapter 11).

Jeffrey MacIntosh, “Minority SH rights in Canada and England: 1860-1987” (1989) (557)

· first steps to FD in cases that impressed duty on SHs to exercise voting powers in good faith

· Allen v. Gold Reefs of West Africa Limited (1900 Eng. CA) was important case that did this:  Zuccani was a SH of partly and fully paid shares (you used to be able to buy shares by only paying some of the price and owe rest to company as a debt); when he died he still had a large debt to the corporation i.e. for the outstanding balance of the partly paid shares. The articles at that time said that corporation had a lien on the partly paid shares, but not on the fully paid ones. It appeared that the estate had insufficient funds to pay the debt to the corporation, so the SHs passed a special resolution amending articles so that fully paid shares subject to lien as per partly paid shares. court held that statute allowed for any type of variation of articles and contractual rights of SHs bestowed by articles only limited by articles, BUT also held that power must not only be exercised in manner required by law, but also bona fide for the benefit of the company as a whole and the power of the majority must not be exceeded. Said that law and equity always require majority to act properly when they have the power to bind the minority.  However, in this case the CA was not persuaded that the modification was in bad faith though so the amendment was allowed ( so clearly the principle didn’t have much teeth.

· But now, Allen duty parallels FD owed by directors in CBCA, s. 122 and revived recently under the oppression remedy that substantially incorporates typically statutory fiduciary standard (acting in good faith and best interests of company, s. 122 e.g.) and extends this duty to include duty of fairness.
· but courts subsequently eviscerated (emptied, deprived) the FD in Allen:  

· Shuttleworth v. Cox Brothers (1927 Eng. CA) – whether SHs acted in good faith for benefit of company judged from viewpoint of SHs, and was a very high standard to say that was not in the interest of the corporation, lots of deference to SHs.

· Greenhalgh v. Arderne Cinemas (No. 2) (1951 Eng. CA) – “company as a whole” does not mean company as commercial entity distinct from SHs. Just ask whether what is proposed is for a SH’s individual benefit in opinion of those who voted for it.

· So the good faith principle was severely circumscribed by allowing changes in articles as long as affect all SHs in a formally equal manner i.e. discriminate was interpreted narrowly, and if the impact on all SHs was superficially the same, then the vote would be allowed to stand. 

· So in the Allen case, clearly Zucccani’s estate was the one that would suffer, but legally allow SH’s with fully paid up shares would be affected so in that sense the vote was not discriminatory. So we see that the narrow definition of discriminatory undermines the scope of the good faith principle. 

More recent Canadian judicial attempts to create a FD (560)

· courts’ schizo attitude toward issue of SHs FDs seen in Canadian cases

· MacInosh:  four lower court decisions in 3 provs (one aff’d by Ont. CA) reaffirm principle that SHs owe no FD 

· In Wotherspoon v. CP Ltd. (1981 Ont. CA) there was obiter that if SHs owe any FD it is to company only and not to other SHs. But, other cases that insist that SHs do owe FDs to company or to other SHs (e.g. Goldex Mines Ltd. v. Revill (1975 Ont. CA) ( said that fairness is the touchstone of equitable justice, and that the category of cases in which FD and obligations arise is not a closed one. In this case the FD was on the majority of SH to the minority).

· [Note: In Ontario at least you need leave of the court to start a derivative action, but not for a personal action].

The current Canadian position with respect to FDs of SHs at CL (561)

Brant Investments Ltd. v. KeepRite Inc. (1991 Ont. CA) (561)

No FD owed to minority SHs other than what’s in CBCA regarding oppression remedy

NOTE:  Chapter 5 also uses Brant to discuss Business Judgment Rule.

Facts:  

· Inter-City Manufacturing (ICM) was parent corporation and KeepRite was subsidiary 65% owned by subsidiary of the parent; publicly held corporation and rest of shares owned by public

· ICM used its powers of control to merge KeepRite with 2 of its wholly-owned subsidiaries; struck independent committee of the board of directors to review the proposed terms of the transaction and to determine if it was fair to the public SHs.

· committee indicated would not endorse the merger unless the price paid to public SHs was increased; also recommended substantial reduction in purchase price of KeepRite; full board approved the transaction on the basis of the changes recommended by the committee.

· group of minority SHs sued claiming that the transaction was oppressive to the interests of the minority SHs.

Issue:  

Was there a FD owed by the majority to the minority?

Held:  

Case excerpt only deals with this question, not the oppression action in toto
Ratio:
No FD owed to minority SHs other than what’s in CBCA for oppression remedy

Reasoning:
· TJ said no FD owed by majority to minority SHs, but P cites 3 Ont. cases, including Goldex
· Court decides that Goldex not authority for there being a FD, and one was not found in that case, but that the court in Goldex just said that categories of FDs are not closed. None of the other cases cited by P are authority for such a FD either.

· TJ also said that the nature of the relationship between minority and majority SH’s was not characteristic of the type of relationship that gave rise to FD. 

· Court says that Goldex was decided before the statutory modifications and today the facts in Goldex would lead to application of the provisions of the CBCA and oppression provisions have rendered any argument for the broadening of categories of fiduciary relationships in the corporate context unnecessary and inappropriate.

Duties owed by SHs under the oppression remedy (564)

· courts have fashioned a FD under the oppression remedy (as suggested could be done in Brant Investments), but call it “equitable rights” or “fairness”.

· Ebrahimi v. Westbourne Galleries Ltd. (1972 HL) is KEY case – holds that SHs may owe each other equitable duties and that such duties are grounded in SH expectations (which must be reasonable).

· Ebrahimi is not an oppression case, but arose under English statutory provision that allows a court to wind up a company if it is “just and equitable”, but “equitable rights” and “expectations” principles from this case have been imported into many Canadian oppression cases.

Ebrahimi v. Westbourne Galleries Ltd. (R) (1972 HL) (565)

SHs may owe each other equitable duties and that such duties are grounded in SH expectations; lists indicia of oppression.

Facts:  

· A wants company wound up and other 2 SHs don’t (Mssrs. Nazar, father and son, R); private company sells Persian carpets; business carried on by A and 1 of the R as partnership for many years and then incorporated and continued business; the 2 R had majority of votes and all three were directors.

· The corporation was making profits that were being shared between the directors.

· The R’s had majority control. 

· ordinary resolution passed in general meeting removing A from office of director and A filed this petition for winding up (or that the other directors be compelled to buy A’s stock) – allegations of oppression and misconduct against R.

Issue:  

Should R be wound up by court on petition of A who is one of the 3 SHs?

Held:  

TJ – did not find allegations of misconduct were fully supported, but ordered winding up b/c it was “just and equitable”.

CA – set aside the winding up order when the R’s appealed to the CA.

HL – reinstate the winding up order. 

Ratio:
· SHs may owe each other equitable duties and that such duties are grounded in SH expectations
· Lists indicia of oppression.

Reasoning:  

Lord Wilberforce

· The person petitioning for winding up must be a SH, and then he can rely on an circumstances as affect him in his capacity as a SH.

· English statutory provision allows a court to wind up a company if it is “just and equitable”. Says that courts have sometimes been too timorous in applying these words. 

· R argues that the courts have been applying partnership principles to corporations, and that this is wrong, the HL does not agree, and admits the difference between partnerships and corporations, but says that some corporations are kinda partnership like and in those corporations it is more likely that it will be just and equitable to give a remedy to a SH that is being treated unfairly. 

· The fact that the corporation is a separate entity does not entitle one party to disregard the obligation he assumes when joining a company, and does not prevent the court from subjecting the exercise of legal rights to equitable considerations between individuals. 

· when to superimpose equitable considerations on companies varies from case to case and can’t be defined in advance, but typically requires:

1. An association formed or continued on the basis of a personal relationship, involving mutual confidence – this will be the case where pre-existing partnership is converted into a corporation. 

2. An agreement or understanding that all, or some, of the SHs shall participate in the conduct of the business (i.e. then it will be harder to exclude someone from participating).

3. Restriction on the transfer of members’ interest in the company (if it is hard to transfer your interest b/c of the restrictions, then not fair to be excluded b/c then you will be stuck, and then equitable relief will be in order).

· question is whether it is equitable to allow one (or two) to make use of his legal rights to the prejudice of his associate(s).

· directors can be removed in a # of ways, but just and equitable provision kicks in if director can show some 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 management participation, an obligation so basic, that if broken, the conclusion is that the association must be dissolved.

· on facts here basis for winding up order under “just and equitable” clause. In this case A was removed from office, had only a chance of getting dividends, and could not sell his shares w/o the approval of the other directors. He was at their mercy.

· differ on majority view from CA which said “bona fide in interests of the company” effectively means “in the interests of the majority”. The HL thinks this is wrong, it is not enough that it was in the interest of the majority and therefore in the interest of the “company”.

· “To confine the just and equitable clause to proved cases of mala fides would be to negative the generality of the words”. 

Notes (570)
· “just and equitable” ground for winding up is a common statutory provision that appears for example in the CBCA, s. 214(b)(ii); number of doctrinal categories fashioned by courts to justify this “just and equitable winding up” such as “loss of substratum”, “justifiable lack of confidence”, “deadlock” and “the partnership analogy” (which was the one used in Ebrahimi)

· expectations principle was used in Ebrahimi to modify the strict legal bargain. This principle has since been transferred holus bolus in Canada to the oppression remedy, although mostly with respect to private rather than public companies

· superimposition of equitable considerations in situations listed by Wilberforce are typically taken into account by Canadian courts in deciding whether oppression in the case of a private company, but they are not seen as essential indicia of oppression i.e. you do not always need a situation of mutual confidence and agreement that all the SH’s would participate in the business and that there would be restrictions on share transfers etc.. 

Ferguson v. Imax Systems corporation (1983 Ont. CA) (571)

Look to s. 234 of CBCA (oppression remedy) when considering the interests of the minority SHs and the section should be interpreted broadly to carry out its purpose.

Facts:  

· A seeks relief under s. 234 of CBCA; alleges that R, in attempting by special resolution to amend its articles to reorganize its capital, is acting in oppressive manner, is unfairly prejudicial or unfairly disregards her interests as a security holder; alleges that power of directors exercised in a similar fashion with same results

· Seeking injunction to restrain company for holding a special meeting to vote on the resolution or failing that, similar relief

· Effect and intent of resolution would be to put her out of the company b/c redeems class B shares (non-voting shares) b/c she is only holder of these shares that doesn’t have any other share interest 

· Three couples were first SHs (of which A is wife from one couple); men got voting shares, women got class B, non-voting shares. The class B shares did get dividends though. 

· A worked hard in company’s interest (unlike the other wives who did not) and was one of its founders with the husbands; involved in day-to-day management and administration, but mostly not paid.

· Some shares transferred to a valued employee by each SH, and other share shuffling also occurred.

· A divorced husband (Mr. Ferguson) just when company becoming profitable; substantial salaries and expenses being paid to the three husbands who ran company to exclusion of A.

· A says husband trying to put her out of the company, to get her shares and see to it that she didn’t participate in any benefits from growth of company (and E sure supports this). Only minimal dividends were declared for class B shares, despite the company doing very well.

· Seems that A’s husband was trying to get her to sell her shares b/c wanted to pay dividends to other class B SH’s but not to her. 

Issue:  

Can A get relief under oppression remedy here?

Held: 

TJ said there was no oppression, but appointed a appraiser to assess the value of her shares. 

Appeal allowed; company forever prohibited from implementing the resolution.

Ratio:
Indicates extent to which early judicial attempts to create a FD for SHs revived under oppression remedy.

Reasoning:
· Evidence is that Ferguson did set out to stop payment of dividends b/c he didn’t want A to share in benefits of growth of company; even though argued he was only one SH and one director and couldn’t stop company, CA says that he did so b/c able to put pressure on his friends who were the other directors.

· There were no clear and justified reasons for the share shuffle that the resolution proposed – seems that it was being done to squeeze out the A.

· This conduct was oppressive and unfair to A.

· No evidence that disputes the reason for share restructuring was to put A out of company.

· policy of law to ensure just and equitable treatment of minority SHs traced back to early cases like Allen v. Gold Reefs of West Africa and Goldex Mines
· but s. 234 of CBCA isn’t just codification of the CL, look to section when considering the interests of the minority SHs and the section should be interpreted broadly to carry out its purpose (cites the Interpretation Act R.S.C. s.11).

· When dealing with a closed corporation, the court may consider the relationship between the SHs and not simply legal rights as such.

· Also must consider the bona fides of the corporate transaction in question to determine whether the act of the corporation or directors effects a result that is oppressive or unfairly prejudicial to the minority SH.

· Case-by-case basis – what is oppressive in one context may not be in the next.

· looking at facts here, resolution authorizing the change in capital of the company is culminating event in a lengthy course of oppressive and unfairly prejudicial conduct to A. Included not paying dividends in an attempt to get her to sell her shares. A is the only one affected by these actions, other SH’s hold common shares (either personally or through their spouses) as well so have been getting benefits through them.

Notes (580)
· one of difficulties with oppression remedy has been how to fit the acts of the majority or controlling SHs into a statutory section that really controls the with conduct of “corp” or “the directors”. Ferguson dealt with this by saying that once the corporation acts on SH resolution, then SH conduct is converted into corporate conduct which is w/in purview of oppression remedy

· However, once the court arrives at finding of oppression, the statutory remedy specifically allows the court to make orders against a controlling SH (e.g. CBCA, s. 241(3)(f),(g)) Common remedy is for court to order the buyout of the complaining minority.

· under section, a complainant can complain about conduct not only of the corporation, but “of any of its affiliates” so corporate controllers that have de jure control of the company whose conduct is being complained of, qualify as “affiliates” (under CBCA – the term affiliate has an interlocking set of definitions) to the company so are w/in purview of the oppression remedy directly.

· under oppression remedy, Allen revived (despite Brant v. Keeprite) with a twist: showing bad faith is not prerequisite to demonstrating oppression, just need conduct in question to effect a result that is unfair, although Ferguson suggests that a showing of bad faith is almost certain to lead to finding oppression.

· in Ferguson, court sidesteps limitations put on good faith principle in Allen:

· Allen’s requirement that good faith was to be decided from the point of view of the SH themselves, unless extremely oppressive ( but now fairness standard under oppression remedy not judged by what SHs think is fair, but objectively by court (hence absence of need to show bad faith). However under s.248 SH expectations must be reasonable, and this is objectively ascertained.

· The other requirement under Allen was that there be some legal difference in the way that the controller and the minority were treated. But in Imax the A was treated the same as the other class B SHs, but it was still oppressive. So now the definition of discrimination is not formal equality, but is substantive equality i.e. look at the actual effects. 

· Ferguson imports idea from Ebrahimi that “when dealing with close [i.e. private] corp, court may consider the relationship between the SHs and not simply legal rights as such” ( fuses Wilberforce’s “equitable considerations” with idea of “fairness” under the oppression remedy. 

· This fusion is made explicit in Pente Investment Management Ltd. v. Schneider Corp. (1998 Ont. CA) where it was said that oppression is an equitable remedy and can find action oppressive and wrongful even if it is not unlawful.

Scottish Co-operative Wholesale Society Ltd. v. Meyer (1958 HL) (582)

When the bad conduct is being done by another corporation that is a SH, interlocking directors is one way that can attack conduct of controlling SHs under oppression remedy

Facts:  

· Parent company SC (A) formed subsidiary to enter rayon (a special kind of synthetic textile) business.

· To organize business, parent employed Meyer, making him managing director of subsidiary and one of its substantial SHs, but parent had 51% of shares.

· after 5 years, Meyer was no longer needed and parent tried to force him out by establishing its own dept to perform the subsidiary’s tasks. So basically the parent was now running its own rayon business and no longer needed the subsidiary, and wanted the subsidiary to fade away. 

· The parent did not have the voting power to just dissolve the subsidiary. 

· The parent’s nominees on subsidiary board passively supported the parent by allowing the subsidiary’s traditional activities to decline.

Issue:  

Did SC directors of subsidiary act oppressively?

Held:  

Yes, was oppressive, appeal dismissed, force the buy out of the shares at the price before the oppression started.

Ratio:
Interlocking directors is one way that can attack conduct of controlling SHs under oppression remedy

Reasoning:  

Denning 

· concerned here with subsidiary’s affairs, but these were affected by SC b/c SC entitled to nominate 3 of 5 of the directors and it did so by nominating 3 of its own directors to sit on subsidiary’s board (i.e. interlocking directors).

· Can have interlocking directors so long as the interests of the corporations are in harmony, but as soon as the interest of the companies conflict, the directors are in an impossible position.

· If the nominee directors or the SHs behind them conduct the affairs pf the company in a manner oppressive to the other SH’s, the court can intervene to bring an end to the oppression.

· directors in conflict and couldn’t fulfill duty to both companies given the situation and they put SC’s interests first and conducted the affairs of the textile company in a manner oppressive to the other SHs

· Here the directors of the subsidiary were merely inactive, but that can still be oppressive behaviour.

· The directors of the subsidiary should not have supported the parent setting up a parallel business. 

· Case of Bell v. Lever Brothers said that can be a director of a competitor, that may have been so then, but now that director will have to comply with s.210 if he subordinates the interest of one corporation to the other. 

· if a petition had been lodged to wind up company compulsorily it would undoubtedly have been granted on grounds that “just and equitable”, but now that would not really help the P’s b/c they would only get the break up value of their shares, so they apply for remedy under s.210 of the Company Act.

· s.210 is for oppression remedy but there are some restrictions on the remedy i.e. supposed to only be used when the corporation is likely to continue, but here it will probably end. But Denning basically figures out what he wants to do (as per usual) and does it – oppressor has to buy M’s shares at a fair price, which would be the price before the oppression started.

· Denning admits that are basically giving a damage award for oppression, but he says that s.210 gives large discretion so he is happy with doing this, although he admits that he is reading it broadly, it was designed as a provision to suppress mischief. 

Notes (587)
· Eng. CA has applied oppression remedy quite explicitly to conduct of SHs (Re Jermyn Street Turkish Baths Ltd. (1971 Eng. CA)) so it may be unnecessary to use the “interlocking dictatorships” device of Denning to bring SH conduct w/in the oppression remedy i.e. just apply the remedy to the SH’s who are doing the oppressive regardless of who they are or of whether there are interlocking directors.

· Jermyn Street Turkish Baths Ltd. (1971 Eng. CA): oppression is where dominant SH either exercises power to do or not do something, or uses threat of power to get something done or not done.

The duty of a controlling SH when tendering into a takeover bid (587)

Pente Investment Management Ltd. (A) v. Schneider Corp. (1998 Ont. CA) (587) 

NOTE:  Chapter 5 also uses Brant to discuss Business Judgment Rule

Facts:  

· Maple Leaf made a takeover bid for Schneider Corp (wieners?).

· two classes of shares for Schneider – common shares (voting) and Class A shares (non-voting).

· Schneider family had 70% of common shares and so controlled the company and so had veto power over takeover bids this way and also via some other things in the company articles.

· Maple Leaf tried to outmaneuver Schneider and directors of Schneider thwarted it by entering into a lock-up arrangement with another bidder w/ express approval of company’s controlling SHs.

· This was the case with the coattail provision that allowed the non-voting SH’s to convert to voting shares if an exclusionary offer was made. However there was a rule that if more than 50% of the voting shares confirmed that they would not accept the t/o, then the conversion option would not come into effect.  Recall that ML then thought that, based on a technicality in the wording, made an exclusionary offer, and that the non voting shares that they had acquired could be converted which would give them control.

Issue:  

1) Did Schneider family as SHs, owe company or other SHs a FD in deciding whom to tender their shares to, or could they act solely out of self-interest?

2) Can SHs consider the best interests of constituencies other than SHs in deciding how to tender?

Held:  

Find for D; dismiss suit.

Ratio:
Good faith limitation of Allen alive and well: must exercise power for purpose of benefiting class as a whole and not just for individual members, but that rule is only for voting, but not for tendering.

Reasoning:
· The family preferred to go with the Smithfield bid rather than the ML bid, for a variety of reasons, some of which were sentimental.

· TJ points out that the controlling SH did not have to sell to anyone if they did not want to, no matter how lucrative the offer was. There is no obligation to be “financially rational” when selling.

· So on issue #1 the TJ (Farley) said that the  family could act in their interests or against their interests, and there was no obligation to act against your own interests if tendering into a takeover bid.

· But, if get into a situation where one is voting in a corporate situation and the vote effects the class w/in which one is voting, then restriction on SH’s discretion to act in his own interests = good faith limitation of Allen:  must exercise power for purpose of benefiting class as a whole, not just individual members.

· TJ, Issue #2:  not explicitly addressed, but by necessary implication (so book says), decision suggests that it is permissible to consider constituencies other than SHs in deciding how to tender.

Notes:
· Ont. CA upheld TJ’s decision, but did not comment on the above-noted aspects of the judgment.

The duty of the board of directors when there is a controlling SH (591)

Pente Investment Management Ltd.(A) v. Schneider Corp. (1998 Ont. CA) (591) 

Facts: 

· As above i.e. this is a different excerpt from the same case - this one is from the CA..

· b/c family wanted to only tender into the rival Smithfield bid, the board took certain measures to favour the Smithfield bid over the other bids. Schneider family got Smithfield to promise not to tender until Schneider were ready, then when they were ready the family withdrew the poison pill in favour of Smithfield.  
Issue:  

Was the advice given by special committee to board in Schneider corporations best interests and in the best interests of the SH globally – essentially the non family SH are upset b/c they think they could have gotten a better deal.
Held:
Find for D; dismiss suit.

Ratio:
Existence of controlling SH does not alter the board’s duty to act in the best interest of the company i.e. the board must still consider all SH’s, but the options available to the board may be limited when there is a controlling SH b/c that SH can choose what bids to tender into. 

Reasoning:
· directors are not agents of SHs; have absolute power to manage affairs of company even if their decisions go against express wishes of majority SH

· A say that transactions were unfair to non-family SHs and were not in best interests of the company

· Court defines the issue: if the Smithfield offer can reasonably be considered the best available offer in the circumstances, then the Smithfield offer was not unfair or contrary to best interests of the company

· Court points out that 

· Smithfield was approached by Schneider.

· The confidential info between Smithfield and the board of Schneider was handled properly.

· The board acted in good faith and considered all options bearing in mind the interest of all SH’s.

· board could not force the family to tender into any particular bid and had to accept this reality and do what was best given this constraint and on the facts it did so i.e. the independent committee must seek the best deal for all SH’s, considering the limitation that the controlling SH has the choice as to what bid it will tender into. 

· In this case the family had a controlling SH. On the contrary the minority SH did not have control of the corporation, so they could not demand a premium price like in other cases when a group of minority SH’s have sold to one party that will then take control of the entire corporation. 

Notes (593):
· A special committee of the board of directors was convened by Schneider’s board (i.e. independent committee). Using such a committee, especially one that is made up of independent directors, is now a standard procedure and one that is given a lot of weight by the courts in deciding whether directors acted appropriately

· in any case where there is a controlling SH, failure to appoint a special committee to opine on major transactions will seriously raise probability of director liability.
· the greater the extent to which the committee has independent directors (or better still, “unrelated” directors who have no relationship to corporation other than as directors) the more deference will be given to the committee.  But excerpts of Schneider from Chapter 6 indicate that there is no absolute requirement that all committee members be independent.
“Majority of the minority” voting (594)

· alternative to imposing FD is “majority of the minority” voting.

· In this method you condition corporate action on the approval of SHs, excluding the controlling SH(s) and / or any other SH that stands to benefit from the corporate action.
· see Chapter 9 for a discussion of this.
The role of securities regulators (594)

· remember, securities regulators have power to make orders “in the public interest” (Chapter 5; e.g. s. 127 of Ont. Securities Act).
· P594 – 595 list the s.127 orders the commission can make if in the public interest.
· a wide variety of transactions that may involve improper conduct on the part of a controlling SH involve trading and s. 127(2) gives a “cease trade” power to Ont. Securities Commission (OSC)

· “trading” includes a takeover bid, an “issuer bid” (corporation makes public offer to repurchase its own securities), an amalgamation (cancel existing securities and issue new ones in their place) and a “going-private” transaction (where public SHs are effectively evicted from corporation).
· e.g. Re Canadian Tire (1987, OSCB aff’d by Ont. Div. Ct.) – transaction stopped by use of cease trade power

· also can bar exemptions under s. 127. Such exemptions are necessary for some transactions, so barring them will prevent the transaction. This may be used to prevent controlling SH getting even more shares.
· also can order that person resign one or more positions as director or officer of an issuer to loosen grip that a controlling SH might have by virtue of being a director or manager.
· can also deter transactions before they occur by threatening to convene a hearing to determine whether one or more of the discretionary powers will be exercised under s. 127

Re Canadian Tire (1987, OSCB aff’d by Ont. Div. Ct.) (596) 

Facts:  

· CT has voting common shares (4% of equity of company) and Class A non-voting shares.

· This is a “dual class” share structure and is common in Canada b/c large # of family-controlled companies and family can keep control while holding only a small part of the total equity.
· three kids from Billes family owned 60.9% of voting shares

· “coattail” provision attached to Class A shares – if a takeover bid for the voting common shares and a majority of the voting shares were tendered into the takeover bid, then the Class A shares would become voting shares (purpose was to give buyer incentive to make a takeover bid for both kinds of shares)

· The holders of the controlling shares could get around the coattail provision by just not tendering more than 50% of voting shares. This was a defect in the coattail b/c just less than 50% of the voting stock could be sold at a premium and this would not trigger the coattail.
· 2 of the kids wanted to sell their voting shares so made deal for independent dealers of CT to make a bid for voting common shares much higher ($160) than trading price of share ($25); only for 49% of each’s shares. Then they would sell the rest of their shares on the public market, leaving the purchaser of the 49% with a strong position. [Not sure if each of the two sellers sold 49% of their stock, or 49% of the total voting shares, probably 49% of their stock b/c they probably each only had about 60.9 / 3 which would be 40% in total, but I thought the 50% rule was for the total number of voting shares tendered ( ?].
· SHs of Class A shares asked OSC for a hearing into whether a cease trade order should be issued to protect their interests

Issue:  

Should a cease trade order be issued?

Held:  

Yes – cease trade order issued and takeover stopped.
Ratio:
Securities regulators will apply fiduciary standards of conduct in determining whether controlling SHs have breached public interest.
Reasoning:
· transaction contrary to public interest on facts here; getting around coattail deceptively.
· transaction bound to have effect on public confidence in integrity of our capital markets and in those who are the controllers of our major corporations and individuals will be less willing to place funds in equity markets which will have negative effect on capital markets and so against public interest.
The proper forum

· argument that proper forum is court b/c this is a private matter between voting and non voting SHs.

· OSC said that argument is wrong as this matter involves rights of many holders of Class A shares and is a public matter involving major public company and impacts public marketplace.

· On the “private” argument, any t/o would be a private matter.

· Courts are not structured to move quickly to regulate public markets through regulating SH and/or corporate conduct. Court injunctions are not intended as a regulatory tool.

· Role of OSC is to regulate SH and corporate conduct for the purpose of regulating the public securities market.

· In carrying out its regulatory function the OSC impacts on the rights and obligations of companies and directors and SH’s, but does this in a regulatory framework. 

· Is an area of overlap between courts and OSC, but this is a matter fit for the OSC, not dealing with breach of FD or giving a private remedy, are just regulating the market.

Breach of fiduciary duty.

· breach of FD best left to courts and here decision does not depend on such a finding, but evidence of breach and allegation of it can be important supporting facts
· Billeses are in two fiduciary positions: as directors of CT, and as CT’s controlling SH.

· Law is still developing in Canada regarding FD of controlling SHs to minority SHs, but courts in Ont. have clearly signalled that duty of fairness to minority is imposed on controlling SHs (Goldex Mining)
· Actions by Billeses show failure to act fairly and honestly and relationship as controlling SH to minority is clear so this supports issuing cease trade order.
Notes (600):
· Class A shares consistently traded in market at a substantial (25-30%) discount to voting common shares so argued that price of the non voting shares reflects two things:

· value of company under current management (the voting shares would also reflect this).
· likelihood that an acquirer will make a takeover bid for the shares at a premium above market (and will do so only for voting shares)

· so if have airtight coattail, then should have both kinds of shares trading at the same value which means that if market saw CT coattail as binding in all situations, the prices of the two shares would have been the same, and as they weren’t, this suggests that the Class A SHs were quite aware buying shares w/ questionable takeover bid protection and receipt of any takeover premium by Class A shares would have been a windfall (one investment firm even sent a memo to clients warning them of the leaky coattail)…so ruling maybe not so good.
· effect of decision is that securities regulators will apply fiduciary standards of conduct in determining whether controlling SHs have breached public interest.
SUMMARY REGARDING FD AND CONTROLLING SHs SO FAR (601):
1. Courts have held that controlling SHs owe no FD to other SHs or the corporation – majority rule, rules (e.g. North-West Transportation Co. v. Beatty; Brant Investments Ltd. v. KeepRite Inc.);

2. Nonetheless, courts have created quasi-FD (if not outright one) under oppression remedy (Ebrahimi (A) v. Westbourne Galleries Ltd.; Ferguson (A) v. Imax Systems Corp; s. 234 of CBCA), but: 

a. no duty on a controlling SH when tendering to a takeover bid (Pente Investments); and

b. controlling SH does not alter the board’s duty to act in the best interest of the company, but it might condition (limit) the options available to the board (Pente Investments);

3. Securities regulators will apply fiduciary standards of conduct in determining whether to apply their public interest powers (but these standards may differ materially from those applied by the courts) (Re Canadian Tire); and

4. Alternative to imposing FD is “majority of the minority” voting – condition corporate action on the approval of SHs, excluding either the controlling SH(s), any SH that stands to benefit from the corporate action or both (Chapter 9).
Are controlling SHs good for Canadian capital markets? (601)

· Very common for Canadian corporations to have controlling SH and typical of relatively small capital markets
· In study of 49 largest economies in world, kind of concentrated ownership structure of Canadian corporations is the norm.
· in US have domination by “manager controlled” or “widely held” corporations (i.e. companies w/out controlling SH).
· thus Daniels and MacIntosh (1992) suggest that in Canada, conflict/dispute will arise between minority and controlling SHs mostly rather than between SHs and managers
· Controlling SH will tend to closely monitor managers, but may be tempted to engineer transactions or payouts that favours its interests over minority’s. This theory may be supported by some empirical data.
· can’t expect all SH-controlled enterprises to be run more efficiently than non-SH-controlled ones – example of Bronfmans and their huge conglomerate whose performance was no better and maybe inferior to other companies; other studies that don’t support Daniels/MacIntosh hypothesis that owner managed companies perform better. 

· Controlling SH have incentive to police management so should perform well, but also have SH’s looking after their own interests too much, so these sorta cancel out. 
· theory that as manager ownership increases, the value of the firm should also monotonically increase b/c interests of manager are more fully aligned at high levels of ownership i.e. the bigger the managers stake the more he suffers when he “wastes / steals” a dollar of company money. However this view of “agency costs” of separation of ownership and control overlooks fact that as managers accrue larger ownership interests, they become harder to displace and can consume private benefits of control w/out displacement fear
· Study results vary on relationship, but do seem to support idea that managerial ownership is important determinant of corporate value.
· potential problems with concentrated ownership include market power and protectionism, effect on corporate growth, efficiency consequences associated w/ control by founders and then their heirs and effects on banking regulation and investment rules.
· controlling SHs can often accentuate control through use of pyramidal ownership structures in which controlling SH owns corporation A, that owns controlling interest in corporation B, etc.; ultimate controller can control huge empire via an equity interest at the top of the pyramid that is small compared to total assets under control

· La Porta et al. study (1999):

· There are ownership pyramids in Canada with companies above owning 51% of the companies below, and the result is that the guy at the top can control a huge amount of equity although his personal investment is relatively small. But the number of such pyramid schemes is not disproportionately large in Canada compared to other countries. 

· When SH rights are strong, ownership tends to be less concentrated – private benefits of control are decreased and so incentive for controlling ownership decreased

· When SH rights are weak then the controlling SH can do what he wants, including diverting wealth into his own pocket. So these corporations had lower valuations. So concentrated ownership impairs efficiency of the corporate sector as well as transfers wealth from minority to controlling SHs.
Chapter 8 – Insider Trading

Introduction (607)

· s.131 CBCA, s.192 BCBCA do not prohibit insider trading (IT), but create civil liability on the insider trader (IT) to the corporation and to those who the IT dealt with.

· s.382.1 of the CCC prohibits insider trading ( indictable offence, max 10 years imprisonment. 

· Provincial securities regulation prohibits insider trading. 

· [s.382.1 says that insider trading is the use of inside information, and inside information is that which is has not been generally disclosed, and which could reasonably be expected to significantly affect the market price of a security].

Why should insider trading be unlawful? (607)

· Insider trading is the purchase or sale of securities of a corporation by particular categories of persons (insiders) on the basis of material non-public information. 

· Who should be included in the group of “insiders”? directors and officers are clearly, but what about SH, employees, consultants, outside attorneys, business partners, family members of the foregoing, strangers.

· When is information “material” and “non-public”?

· Will mere knowledge disqualify the insider from trading absolutely?

· Corporate law perspective = IT harms relationships within the corporation. Fiduciary duties.

· Securities law perspective = IT harms investors, fairness, market efficiency, investor confidence.

Insider trading as breach of Fiduciary Duty (FD) (608)

· In corporate opportunities section we saw that corporation info kinda belongs to the corporation. 

· In Multiple Access v. McCutcheon the SCC said that IT laws protect corporation and SH, that insiders cannot use their position to their advantage, and that inside information is an asset of the corporation.
· Insiders owe FD to SH and would be a breach to use inside info to the detriment of the SH.
· The definition of insider in s.131 of CBCA, and the one in the BCBCA is very broad. Question whether all these people owe FD to SH’s.

· Text book draws distinction between buying and selling stock, especially if sell to non-SH’s, saying that if the basis of the prohibition is FD, then not really a problem to sell [Guess they are saying that if insider sells before bad news is released that will not change the actual price of the stock after the bad news is released. But it will harm goodwill of the corporation if the public sees a dip in the stock price before bad news is released, and that will harm SH’s].

Insider trading and unfairness (610)

· Idea that fairness requires equality of information. Not fair for insider to be using information that the other party to the transaction does not have access to.

· Argument that there is always inequality of information, say b/c of greater resources / research / expertise.

· Argument that insiders don’t get in trouble when they use information to not trade i.e. hold stock or wait until after bad news to buy. 

Victor Brudney. Insiders, Outsiders and Informational Advantages under the Federal Securities Laws (611)

· Not fair for insider to use info, b/c non-insider cannot by any lawful means get that info. 

· Inefficient to allow insiders to use inside information b/c rational investor who knows that insider has inside information will either not trade, or demand a premium for the extra risk he is taking, so is counterproductive. 

· If the market is known to have insiders trading, some will avoid investing at all and this will raise the cost of capital.

· Argument that should allow people who seek out key information to use it. Author says that this is fallacious b/c those with inside information are not seeking out info they would not otherwise have got, but are coming in contact with information during the ordinary course of their corporate duties. 

· Any use of inside information will be to the detriment of the corporation or its public SH’s. 

Frank Easterbrook. Insider Trading, Secret Agents, Evidentiary Privileges, and the Production of Information (612)

· Only fair to trade if there is equal knowledge. 

· The informed traders actually protect the uninformed b/c when they get new information, they buy / sell short the stock and adjust the price to what it should be in light of the new information. So the uninformed will actually be paying the “right” price for the stock, and the ignorant can buy with confidence. 

· Impractical to actually distribute information to everyone. 

· Information is available, but at different costs depending on your position, clever broker can find out info more quickly (cheaply) than someone else.

· Disparity of information is only unethical if the difference results from unfairness.

Notes

· Transactions with imbalances of information occur every day e.g. when I hire a plumber. But is this the same as when an insider has inside information [I say no, based on the argument of Brudney that cannot get the information legally, but I can get second plumber opinion].

Insider Trading, Investor Confidence and Market Liquidity (613)

· Even if not “unfair”, still a concern b/c reduces investor confidence and so impairs liquidity. 

Robert Thompson. Insider Trading, Investor Harm and Executive Compensation (613)

· Ultimatum game: I split, you accept / reject, but if you reject we both get nothing. 

· Would expect only a small offer to the second party i.e. they will take it else they get nothing. Stats show offer 30-50% to second party. Offers of less than 20% are often rejected, although this is not “rational”

· Similarly SH rather have fairness, even if not personally affected by IT. Investor confidence is key!

[This is a bit from the Nasdaq website explaining bid and ask: You will notice that the bid price and the ask price are never the same. The ask price is always a little higher than the bid price. What this means is if you are buying the stock you pay the ask price (the higher price) and if you are selling the stock you receive the bid price (the lower price). What happens to the difference between the two prices? This difference is the spread and it is kept as profit by the broker/specialist handling the transaction. In truth, the spread goes to pay a number of fees in addition to the broker’s commission. Note: This is not the same commission you pay a retail broker. There are ways around the bid/ask spread, but most investors are better off sticking with the established system that works well, even if it does take a little ding out of your profit.]
Note

· Market makers (who most people trade stocks through) make a profit b/c of the difference between the bid and the ask price. But this difference also eats into SH profits. 

· Market makers lose out from insider trades, as explained in the next article, and so have to increase the difference between bid and ask, and so discourage trading, and so decrease liquidity. 

Jonathan Macy.  Securities Trading: a contractual perspective (614)

· From the perspective of market makers, the bid ask spread represents a transaction cost, and for market makers represents the cost of maintaining a two sided market i.e. they have to keep sufficient inventory to cover the trades, and need to factor in the risk they carry in holding such inventory.

· Market makers consistently lose from the trades that insiders make as compared to when outsiders trade. This means that market makers have to increase the spread between the bid and ask, which discourages investors, and so liquidity goes down.

· [It is not clear to me why market makers consistently lose from insider trades – but I think it must be because insiders will, on average, make fewer mistakes than outsiders and so insiders will less often be on the “wrong” side of the bid ask spread, and so market makers will make less profit from insiders than they do from outsiders – but I still don’t fully get this].

Note

· Macy then argues (not in the textbook) that this extra cost to market makers may sometimes be justified b/c there are benefits from IT, and that whether IT should be allowed in a particular case should be determined by contract [I assume when you buy your shares you agree to it?].

Arguments for deregulation (615)

Henry Manne. The case for insider trading (615)

· IT laws cannot be effectively enforced.

· It does little or no direct harm to individual investors, even when there is an insider on the other side of the transaction. 

· IT leads to more accurate pricing of the corporations stock i.e. pushes the stock price the right way.

· Stock options are a substitute for insider trading, but they have problems that regular IT does not.

· Questions the market confidence theory, b/c there is no evidence that IT ever caused a reduction in market activity.

· Author says that the “adverse selection theory” is more plausible i.e. that IT leads to a greater spread between bid and ask b/c market makers have to put a bigger tax on all b/c they are losing when they trade with insiders. Then author questions the magnitude of this effect, and says it does not justify banning IT.

· Conclusion: IT ensures stocks are properly priced, and is a good form of executive compensation. 

Does insider trading harm investors (617)

· Argument that on average outsiders will be trading with or against insiders the same amount, so on average they will not be harmed.

· Argument that the outsider would have made that trade anyway, and so the fact that it was an insider on the other side of the trade is irrelevant. 

Stephen Bainbridge, The insider trading prohibition: a legal and economic enigma (617)

· Argues that so long as the proportion of IT is low, then essentially there will be an equal number of outsiders making a profit or loss, and so outsiders are on average unaffected. [This seems to say that small injustice is no injustice!]

· Argument that IT affects stock prices, and so causes outsiders to buy or sell at the wrong time. Author responds by saying:

· Only sophisticated traders take price into account, so unsophisticated will not be affected by the changes in price caused by IT.

· distinguishing between traders (who only follow charts) and investors (who do research on companies), and says that if traders know that IT exists, then they can build that into their chart watching, and so traders do not need protection. 

Insider Trading and the accuracy of markets (618)

Dennis Carlton & Daniel Fischel. The regulation of insider trading (618)

· Why do firms disclose information? Saves expenditure on research, increases investor awareness and certainty about the firm.

· Disclosure may also allow current SH to sell their shares at a higher price. 

· If investors are uninformed, they will assume the worst and be willing to pay less. 

· Accurately priced securities allow investors to observe when managers are successful. 

· Good managers often tie their performance to stock price, so good managers will want the stock price to be accurately reflected, so should release information to allow that to occur.

· Some information should not be released e.g. that property that plan to buy has good minerals, [b/c then the price of the property may go up before the firm buys it].

· So SH like the ability of the corporation to control what information it releases. 

· IT gives another way for the firm to disclose information i.e. by inclining the stock price to its true value. IT is a good way of “releasing” information b/c some information may be harmful to release (property example above), or firm may be liable if info turns out to be wrong.

· IT can controlled, but an announcement is instantaneous, so IT can better control stock price.

Gilson & Kraakman. The mechanics of market efficiency (620)

· Argument goes that IT inclines price to “true value”, so then investors will be paying a more fair price for it.

· The assumption here is that the insider will increase supply / demand, and that will change the overall supply / demand and hence affect the price. The authors say that this assumption is false. 

· Says that the insiders trade is too insignificant to affect the market, or at least the supply to a particular stock is based on how attractive that stock is, and the whole market is watching, so if the insider changes the price a tiny bit, then the market will correct that change back to where it was based on the available public information, and keep the stock at that price until the inside information is released to the entire market, at which point the price will change. If the insider changes the price, the market will just think that they are getting a bargain, and take the price back to where it should be based on the available information. 

· However, if the market sees that “insiders” are trading, or notice the slight blips and then corrections when the insiders trade, it will realise what is happening and the price would adjust accordingly ( “derivatively informed trading”. So IT may actually affect the price.

· But derivatively informed trading is sporadic and inefficient, and so IT should not be encouraged on that basis. 

· Watching price blips caused by IT is difficult because of the noise in trading, so it is better to become derivatively informed by watching “insiders”.

· So then the more people that know who to watch, the better the system will work. There are disclosure requirements under the Securities Act for when certain insiders trade, but only 10-40 days after the trade, which is not good for efficiency.

· So if you want to allow IT, then should have full disclosure of who, when and how much will be traded. 

Insider trading and executive compensation (621)

Gilson & Kraakman. The mechanics of market efficiency (621)

· Argument that IT is bargained for compensation for executives

· But authors say that restricting insider trading as a form of management compensation is beneficial. 

· Problem: it is hard to monitor how much the executives are making from IT. IT does not affect cash flow so will not harm corporate performance. 

· If management are allowed to IT, then the t/o market may be based on management competing for positions that allow good IT, rather than b/c acquiring the target will benefit the acquirers business. 

· Allowing IT will encourage mangers to make more risky investments for the corporation. But this is not necessarily a bad thing b/c it would balance the risk aversion managers have.

· But the above only works for positive risky investments, where the SH gain if the risk works out, but for negative risky investments the SH lose if the risk materialises, but the IT’s still gain. [I think this is the difference between taking a chance on winning, and cutting a corner and hope you don’t lose].

Robert Thompson. Insider Trading, Investor Harm and Executive Compensation (623)

· Argument is that IT compensates entrepreneurs who know what is going on in their business – but defendants in IT cases are seldom entrepreneurs. 

· When the IT method of compensating executives was originally suggested there were fewer methods of executive compensation than there are today, so we don’t need it for that. For example, can use stock options that do not require payment up front. 

· Methods such as stock options are better b/c they are less likely to reward the wrong people. 

· This compensation is not secret, and so is easier to monitor. 

· Options also need board or SH approval, so is  more transparent than an insider acting on his own when he sees fit. 

Note

· As you read the cases, consider the theories underlying the rules against IT, and consider to what extent these rules are vulnerable to the criticism of the de-regulation advocates. 

Common law (624)

Percivial v. Wright (Eng Chancery Div, 1902)(624)

Facts:
Directors of corporation buy shares for SH’s. SH want to rescind the K b/c they say that the directors should have told them that the sale of the corporation was being negotiated. 

The shares were not publicly traded and director approval was required for share transfers. The sale of the corporation never went through and the trial court was not satisfied that the directors ever intended to actually sell the corporation.

Issue:
Should the sale be rescinded?

Held:
No, the directors were not required to disclose the possible sale.

Discussion:
· P argues that directors do not need to disclose ordinary activities (looming profit / loss, discovery of good mining prospects, payment of large dividend etc) before they purchase shares from SH, but that the directors should warn the SH when there is a pending sale of the corporation.

· P argued that relationship between SH is akin to partners in a partnership, the court rejects this. 

· Not good policy to have the directors disclose sale negotiations every time they buy shares, b/c may be detrimental to the negotiations. 

· No question of unfair dealing in this case. 

· The directors did not approach the SH. The SH approached the directors and named the price – so that is all above board.  

Notes and questions (626)

· This case could mean that there is no duty on directors to disclose corporate information to SH, but is sometimes read to mean that directors owe no FD to SH at all, but only a FD to the corporation. 

· The sale did not go through, but the P’s were upset b/c if they had known, they could have charged more when they sold the shares. Now the SH realise that the director thinks the shares are worth more, they want them back.

· If the concern with IT is inequality of information, why do we care who approached who? 

Coleman v. Myers (New Zealand Supreme Court, 1977) (627)

Facts:
Son and father (the defendants) were directors of private corporation. Son wanted to buy out all the shares, and set up a corporation to do so. When the new corporation had 90% of the shares, it could force a buyout of the other 10%.

P was the last person to sell, and was reluctant to do so, but was forced to by the 10% rule. When the P’s found out that it was the director of the first corporation i.e. the son, that done this they sued for breach of fiduciary duty and fraud on the ground that the son had not disclosed his plans and the huge gain he stood to make, and that he misrepresented the state of the corporations affairs and the value of some land. 

Issue:
Was there adequate disclosure during the t/o bid.

Held:
No, the director is liable

Discussion:
Woodhouse J.

Law

· NZ CA found that Percival v. Wright actually only decided a very narrow point i.e. when directors had acted in good faith and were considering sale negotiations. 

· Cannot say that there will never be a FD between directors and SH. 

· Allen v. Hyatt: directors had FD to SH b/c directors agreed to sell shares in an agency capacity, but case did not say that could not have FD if there was no agency. 

· However a FD is not the default position, must be established on the facts in each case. Whether there is a FD will depend on “all the surrounding circumstances and the nature of the responsibility which in a real and practical sense the director has assumed towards the SH. No universal test, but factors include:

1. SH dependence on information and advice.

2. Existence of a relationship of confidence. 

3. The significance of some particular transaction for the parties. 

4. The extent of any positive action taken by or on behalf of the director to promote it. 

Application to the facts

· In this case the factors had more than ordinary significance, and so there was a FD, and there should have been disclosure. 

Cooke J.

· Percivial v. Wright did not say that can never have FD between director and SH. 

· The idea that there can never be a FD between directors and SH had been criticised by various commentators, although Percivial was probably correctly decided on its facts.

· There was a FD in this case b/c of the family character of the corporation, the position of the father and the son in the corporation, their high degree of inside knowledge, the way they went about the t/o and their persuasion of the SH.

Dusik v. Newton (BCCA, 1985) (631)

Facts:
D owned 90% of the corporation “Fletcher’s”. P owned a subsidiary that owned the other 10%. P’s subsidiary got into financial trouble and a receiver was appointed. P wanted to save his subsidiary, and was negotiating with the Pork Board for the sale of the some his shares in Fletcher’s. P did not know that the board was also negotiating with D for the purchase of D’s shares. D and the board decided that they could use P’s position of weakness, score a good deal for D, and prevent P from competing with D too much. 

P got a bad deal when he eventually sold his shares, and sued D for breach of FD for not telling P about the other sale, and for not telling P how much D sold his shares to the board for. 

Issue:
Is D liable to P.

Held:
Yes – D intentionally prevented P from finding out the true value of P’s shares before P sold them to the Pork board.

Discussion:
· Quotes text by Gower, saying that directors owe no FD to individual corporation members or, a fortiori, to prospective SH’s. However, there will be a FD when the directors are acting as agent for the SH (Allen v. Hyatt) and even when not, the director may  still owe the SH’s a FD (Coleman v. Myers). 

· D argued that there is a general rule of no FD and that there are only 3 exceptions:

1. Where director acts as agent pf a minority SH.

2. Where director buys shares from a minority SH.

3. Where a director has been dishonest or has misled a minority SH. 

· BCCA says that the law is not that restrictive, and that Coleman v. Meyers has the right approach.

· In this case, Fletchers was a corporation of two SH, and there was a special relationship between them. The two men work together, and D induced P to join him as a partner by selling P the 10% shares. 

· D, as a director, did have a duty to disclose that he was dealing with the pork board as well.

· P claims that D deliberately withheld the financial statements and that if P had seen them he would have realised that the board would have paid more for his shares. 

· Court accepts that D intentionally kept P in the dark, and is therefore liable for what P lost when he sold his shares at the reduced price.

Bell v. Source Data Control (Ont. C.A. 1988) (634)

Facts:
Company with five SH’s: Hood (60%), Minority SH 1 (10%), Minority SH 2 (10%), Minority SH 3 (10%), Minority SH 4 (10%).

MSH’s 1-3 ask Hood to find a buyer for their shares, and they each want 200k.

Hood was already in negotiations with McLean-Hunter for the sale of Hoods shares, and they had agreed on 2.1 million. 

McLean-Hunter then wanted to buy the whole corporation, but was not willing to pay an amount that would still give Hood 2.1 million and the other SH’s a pro-rata amount. 

So Hood still got 2.1 million, and the other SH got their 200k’s, but that meant that they got proportionally less than Hood. 

MSH 4 refused to sell and he is not relevant.

MSH’s 1-3 each got their 200k, but then found out what had happened, and sued Hood for breach of FD.

Issue:
Was there a breach of FD?

Held:
No, because Hood had not acted as agent for the minority SH’s [Seems strange on the given facts!]

Discussion:
· Mere director-SH relationship will not create FD, must look at facts (citing Coleman v. Myers and Allen v. Hyatt, Pelling v. Pelling). 

· There will not be a FD between SH’s unless one of them agrees to act as an agent for the other. 

Weiss v. Schad (Ont. SC 1999, aff’d Ont. CA 2002) (635)

Facts:
P Weiss is a sophisticated businessman with a huge conglomerate. P Siemag is a holding company for the Weiss family. D Schad is president of Ontario corporations, including Husky, and D Hall is a director of Husky.

P agreed to sell its 15% share of Husky, meanwhile D was negotiating to sell shares in Husky to Japanese corporation (Komatsu) for much more than P was going to sell to D for.  There was an option for Komatsu to either buy more shares, or sell shares back to Husky (which is what they eventually did).   

Issue:
Did D’s breach FD to P by not telling the P that they were about to sell shares in Husky at a much higher price? P says that they would have waited and negotiated with D after D had finalised the deal with Komatsu.

Held:
There was no FD between the P and the D, so D is not liable. 

Discussion:
· As a general rule directors and controlling SH’s do not owe a FD to minority SH, they have FD to the corporation, but not the individual SH.

· McKinlay Transport v. Motor Transport Industrial: to establish a FD, there must be something more, something to engage the equitable J of the court e.g. acting as agents or acting outside their normal director duties, the directors must have done more than just regular director duties before they will be liable. 

· In this case the dynamic between the director and the SH do not engage the equitable J of the court and justify a FD. 

· The D’s never relinquished their self interest to the P’s, Weiss did not place trust in the D’s, it was always arms length.

· The P’s were sophisticated, not vulnerable, they controlled Husky’s competitor and had access to information on what was happening in the market.

· Although the D’s approached P for the purchase of P’s shares, there was no undue pressure, the P’s controlled the negotiations, dragged it out for 2 years to get a good price.

· P did not show that D’s were acting outside of their normal director duties, and there was no special relationship, so there was no FD.

Note

· Tongue v. Vencap Equities Alberta Ltd (Alta Q.B. 1994): considered Dusik v. Newton and said that “it is clear that where a director buys shares from a minority SH, FD arises”. [Not sure how the TJ got to this] The CA allowed the appeal on other grounds, and did not comment on this statement by the TJ. In Weiss v. Schad, Garton J. disagreed with the Tongue TJ’s reading of Dusik. 

Statutory law (639)

· Corporations Acts and Securities Legislation prohibit insider trading. 

· The validity of co-existing FGL and PGL covering insider trading was upheld in the following case:

Multiple Access Ltd. v. McCutcheon (SCC, 1982) (639)

Facts:
Very similar IT sections PGL and FGL.

Issue:
Is the FGL and the PGL valid.

Held:
Yes, both are valid.

Discussion:
FGL 

· The power of Parliament to “Incorporate companies with other than provincial objects” clearly goes beyond more than mere incorporation, but extends to maintenance of the corporation, protection of creditors, protecting SH’s. Covers internal ordering, but not commercial activities. 

· IT affects corporate powers and internal management and financing – it deals with the constitution of the company, so is within FGJ.

· The Canada Corporations Act IT provisions aim at protecting SH from persons in positions of trust who have valuable information.

· Insiders should not benefit from their access to confidential information at the cost of others. Their access to insider information is supposed to be for corporate purposes, not personal benefit. 

· Such information is a corporate asset, and must be used to the benefit of the company, the SH and the creditors.

· S.100.4 casts a broad net (covers more than just managers and directors), but it must be so to be effective. 

PGL

· Attackers argue that PGL is not in pith and substance related to the securities business, but is aimed at federally incorporated companies. 

· Provinces have the power to regulate trade in securities b/c of their J over property and civil rights, so long as the PGL does not single out federal companies and treat them differently or discriminate against them. 

· PGL cannot impair the status of federal companies, but federal companies are not automatically immune from PGL. 

· PGL cannot destroy the status and powers of a dominion company.

· So federal companies are subject to provincial securities legislation.

Corporate law (641)

CBCA

Short Selling and Options (641)

· Shorting is when think the market will go down, so you borrow shares from a broker, sell them, and then later buy back from the market to cover your position with the broker. 

· The income from the initial sale sits with the broker as collateral for the stock the broker has lent the short seller. The broker will keep the interest that the money earns until the short is covered. 

· S.130(1) of CBCA outlaws insiders shorting the stock of their corporation or its affiliates. 

· S.130(2) of CBCA outlaws insiders trading in call or put options on the stock of their corporation or its affiliates.

Buying a call option

· When you bet the stock price will increase. If it does, you exercise your option, get the stock at less than it is trading for at that time, and then sell it to make your profit.

Buying a put option

· When you bet the stock price will decrease. If it does, you buy stock from the market and sell it at the (higher) price agreed upon.

Selling a call option

· When you bet that the stock price will decrease. You get your fee for selling the option, but the other person will not exercise it b/c the market price is less than the strike price, so they would rather just buy it on the market.

Selling a put option

· When you bet the stock price will increase. The other person will not want to sell the stock to you b/c they can get more for it on the market. 

Other notes

· Note that the definition of insider for s.130 is different than for s.131.

Liability for Use of Confidential Information and Tipping (642)

· CBCA: if insider buys / sells with knowledge of confidential information that if generally known would affect stock price is liable to the counterparty (s.131(4)), and to the corporation (s.131(5)). Is a defence if reasonably believed info had been disclosed (s.131(4)(a)).

· If the counterparty should have known the info, then not liable to the counterparty, but still liable to the corporation (s.131(4)(b)).

· Insiders also liable for tipping (s.131(6)): are liable to the counterparties of the tipped parties and to the corporation on behalf of the tipped party. Similar defences to those above apply, and also a defence if the insider had reason to disclose the information.

· CBCA s.131(8): determine damages by looking at stock price for the first 20 days after general disclosure of the information. 

· S.131(1) defines “insider” ( covers directors, senior officers, employees, tippees, people involved with the corporation, SH with more than 10% of voting securities, directors and senior officers of affiliates, those involved in merger negotiations.

· “Security” includes stocks of other entities that track the stock of the corporation.

· In practice it is very difficult to determine who counterparties are. But if you can find them, is it fair to compensate them, but not outsiders that traded with other outsiders that traded?

· There are summary conviction offences under CBCA, but insider trading is not one of them b/c unlike s.130, s.131 does not prohibit anything, just specifies consequences. 

Ontario and British Columbia (644)

· BCBCA s.192(2) has provisions similar to s.131 CBCA, but there is no prohibition on short selling.

· While CBCA s.131 applies when trade “with knowledge”, BCBCA requires the insider to have “made use” of the information for personal benefit. 

· BCBCA does not have an express tipping provision, but a tipper may be within the wording of s.192(2) of the BCBCA.

· BCBCA applies only to “private companies”, the CBCA has no such limitation.

· BCBCA definition of “security” doesn’t include securities of other entities like the CBCA does (but since BCBCA applies only to private corporations this is less relevant).

· BCBCA has fewer defences e.g. no defence that reasonably believed info was public. 

· BCBCA s.192(5) allows parties to contract out of IT provisions – the insider must agree with the corporation and the counterparty. Remember, there is possible liability to the corporation and the counterparty otherwise. 

Green v. Charterhouse Group Canada (Ont CA, 1976) (645)

Decided under the Ontario Securities Act which until 1979 included the concepts of “making use”, “specific confidential information”, “for the insiders benefit or advantage”.

Facts:
Imbrex was a corporation formed to amalgamate a number of corporations in the carpet business. There were various SH in Imbrex, including Green who was a director of Imbrex, and Charterhouse who was a venture capitalist. The SH’s had a buy/sell arrangement of giving each other first refusal when any of them sold their shares.

Green gave notice that he wanted to sell 20 000 of his Imbrex shares. None of the parties to the SH “first refusal” agreement wanted them, so he sold them on the market. 

Later Green was leaving the companies and at that time Green sold his remaining 80 000 shares to parties to the SH agreement. 

The facts are complicated on p646, but at the time Green was selling is 80 000 shares, there were various sets of negotiations going on for the sale of Imbrex. Green was vaguely told of this, but assumed that it was for the sale to “Harding”, which would apparently have less effect on the stock price than if the other negotiations ended in a sale, which in fact did happen, the stock went up a lot, and now Green is suing for the bad deal he got when he sold his 80 000 b/c he was not fully aware of all the negotiations that were taking place. 

Issue:
Are the insider who purchased Greens shares liable for “making use” of “specific” information which was not disclosed to Green.

Held:
No. Some of them had specific information, but they did not make use of it when buying Greens shares. 

Discussion:
· Jordans Rugs, who bought some of Greens shares, did not own more than 10% of the voting stock, so where not insiders on that basis, but they were an associate or one of the directors of Imbrex, and so were “insiders”.

· Did the D’s have “specific confidential info” ( The TJ said that the info was confidential, but not specific. 

· CA finds that Godbout, who was a key player in all the negotiations, did have specific information. Specific means “not general”. Having a general chat about business is general information, speaking specifically about a share sale, is specific.

· “To make use” of the information means that that specific information must have been a factor in the decision to buy/sell stock. 

· If it is shown that the insider has “specific information”, then the burden is on the insider to show that he did not “make use” of the information. This is a “burden of proof”, which is more than an “onus of explanation”.

· Standard of proof is balance of probabilities. 

· The TJ found that Godbout did not “make use” of the information. [Do not seem to explain how this was possible, but said that Godbout gave evidence that he did not make use of the information. Maybe Godbout gave evidence of other things he relied on].

· The other insiders had less information than Godbout had, and TJ found that they did not “make use” of the information that they did have. 

· There was a letter to Green saying that there were negotiations going on that may lead to a sale of Imbrex shares at more than their market price. This letter was not sufficient to provide a defence under s.113(1) of the Securities Act b/c it effectively said “there is information, but we cannot tell you yet”, as opposed to disclosing the information. To invoke the defence, you have to disclose the information, not just confirm that such information exists. The letter would have saved the D in a conspiracy or fraud trial, but does not invoke s.113(1).

· The American case law is based on similar, but not identical, wording to our statute, so TJ did not err by failing to consider it. 

· “confidential information” is not confined to information “acquired for corporate purposes”.

· May be “confidential information” even if the insider found out / discovered information that no one else knew. 

· Question of damages is difficult: what is a “direct loss suffered”.

· New York Rule = take the reasonable period after due disclosure within which the aggrieved party can protect his interest, and fix that as the terminal point of the period within which the market price of the shares is relevant.

· Don’t need to determine damages I this case!

Tongue v. Vencap Equities Alberta (Alta CA, 1996) (651)

Decided under the CBCA which until 2001 included the concepts of “making use”, “specific confidential information”, “for the insiders benefit or advantage”.

Facts:
P’s were SH’s of a closely held corporation. D’s were SH and directors and they bought shares from the P’s. P’s claimed that D’s made use of confidential information (pending purchase of the corporation by another corporation) when buying the shares. The sale to the other corporation did occur and the D’s made a big profit. 

The TJ found breach of s.131(4) CBCA and awarded the P’s the difference between what the P’s got and what they would have gotten had they known the confidential information. 

Issue:
Where the D’s liable for the P’s and was the release the P’s signed sufficient to protect the D’s.

Held:
The D’s were liable, they relied on specific information, and the release was not adequate b/c the P’s did not know of the specific duty and breach of that duty by the D’s when they signed the release

Discussion:
· TJ found that D’s had specific info which if generally known would have affected the share price, and that the D’s made use of it when buying the P’s shares, and that the P’s could not have discovered the information by reasonable diligence. 

· D says that they did not buy P’s shares to sell on at a profit, but to eliminate the P’s as high maintenance minority SH’s – court rejects this and affirms the TJ. 

· Considering the board meeting minutes, cannot say that the profit motive “played no part in the deliberations” of the D’s.

· If profit is “a truly minimal and incidental aspect of a transaction, s.131 may not apply”, but the onus of proving this lies with the insider, and it was not met in this case. 

· The D’s allegedly told the P’s that there were suitors and that there may be a t/o in the future. So the D’s did make some disclosure to the P’s in this case, but it was not adequate to comply with s.131. The TJ found that the vague statements given by the D’s did not reflect the actual situation of a huge international firm about to pay three times the price for the shares. 

· Although the other bidding corporation wanted confidentiality – that does not release the D’s from liability. D’s could have:

1. Refused to trade

2. Got permission from the bidder to disclose

3. Paid a price for the P’s shares that obviated the issue. 

· The D’s left the P’s to guess.  P’s guessed that it was just previous unexciting bids that would be repeated. The purpose of IT legislation is to prevent the SH from guessing.

· The D’s took advantage of the fact that the P’s were eager to get out b/c of the bad relationship.

· TJ did not err in finding that the P’s could not reasonably have found the information out. Generally require persistence before say that reasonable efforts have been made, but here the bad relationship meant that it was reasonable for the P’s to not persist too much. 

· The P’s did sign a contract releasing the D’s from claims, but the release did not refer to non-disclosure or to s.131. 

· There is an argument that the P’s, having gotten an unresponsive reply from the D’s when the P’s asked for details of the prospective bids, were not prudent in still signing the release, and that the P’s did not have to have in mind specific causes of action for non-disclosure etc. However, there is a provision of the Business Corporations Act that says that a release will not relieve a director from liability resulting from breach of the statute. CA agrees with TJ that therefore the release does not protect the D’s b/c the P’s did not know of the specific breach of the D’s when they signed the release. 

Roberts v. Pelling (BCSC, 1981) (656)

Considers “direct loss” which is term now used in the BCBCA.

Facts:
D held 52 shares, a controlling majority of shares. Thom wanted to buy all the shares of the corporation for 200k, and told D this. D negotiated to buy 24 shares from P for 21.5k and 24 shares from another SH for 24k. P sues for the bad deal he got, and says it was an insider transaction. 

Statute says that if insider uses specific confidential information for personal advantage that if generally known would affect the value of the shares is liable for the direct loss suffered by the other person unless the other person knew or ought reasonably to have known.

P also claims breach of fiduciary duty. 

P says that owned 24% of shares and claims the difference between what he got and 24% of the total.

Issue:
Was the D required to disclose the information to P?

Held:
Yes, if P had been told he would have gotten 25k instead of 21.5k for his shares, but not the 48k pro-rata amount b/c D would have gotten a controlling block premium. 

Discussion:
· There is no FD between SH’s, and no general FD between directors and SH. A directors duty is to the corporation. There are exceptions to this general rule, but the P has not proved them, so P fails at CL.

· But the information that D had was not just information coming to a SH qua SH, but was an offer to buy the corporation, and should have been disclosed. 

· D had accountant say what the shares were worth, and that the bidder was imprudent, but court says that they were worth what the bidder actually paid for them. 

· Court says that P does not get paid on a pro-rata basis, that would not be his “direct loss” b/c D had a controlling block and so should get a controlling block premium.

· The statute does not preclude minority discounts. 

· The P’s shares were actually worth 25k (not the 48k pro-rata amount), so P gets 3.5k damages, but no costs b/c success in the case was split. 

Securities law (658)

· Insiders are bound by law of J of incorporation, but also by securities PGL in all provinces except NB and PEI.

Insider reporting

· Force insiders to disclose all trades, then insiders less likely to partake in improper trades. 

· Securities act requires insiders to file report within 10 days of trade. 

· “Insider” is typically limited to directors and officers of the corporation, its subsidiaries, and corporations which are significant SH’s of the corporation, persons owning more than 10% of voting shares, and the corporation itself. 

· Insider reporting requirements are a burden for when have a network of corporations. 

· Re British American Oil Corporation Limited (Ont. S.C., 1967): applicant was one of 140 subsidiaries of the same parent, and itself had 75 subsidiaries, and all the directors had to report. Commission made an exception and said that only have to report if likely to have access to confidential information, or your trades would have significant impact on the stock. There is now a standardised exception if only hold a small amount, and not in a position to get undisclosed material information.

Civil Liability for IT

· Ontario Securities Act s.134 ( Person or company in a special relationship with a reporting issuer who trades with knowledge of material undisclosed information is liable. The definition of “special relationship is such that is effectively the same as s.131 of the CBCA.

· 2001 CBCA revisions essentially emulated the Ontario Securities Act. 

· Under Ontario Securities Act there is liability if

· Person with “knowledge” “makes use” for personal advantage. 

· Tipping

· Liable to counterparty and to corporation.

· Damages under CBCA and Ontario Securities Act are similar. 

· Under both CBCA and Ontario Securities Act, “security” includes securities of other entities if share performance matches. 

· See s.136 of BC Securities Act for similar sections. 

Prohibited Insider Trading

· In addition to the civil remedies, PGL generally expressly prohibits IT: no person in special relationship with reporting issuer shall purchase or sell securities with knowledge of undisclosed material information. Defence when reasonably believed that information was disclosed. 

· See s.86(1) and (2) of BC Securities Act.
· Penalties typically fines up to 1 million, and 2 years jail. 

Federal Criminal Law (660)

· S.382.1(1) ( 10 years jail if trade knowing inside information (pretty much no matter how you got it).

· S.382.1(2) ( 5 years (or summary conviction) if pass on inside information (tipping) unless had good business reason to.

· S.382.1(3) ( Not an offence under this section unless is prohibited by other PGL or FGL.

· S.382.1(4) ( Inside information = if not generally disclosed and could reasonably be expected to significantly affect the market price or value of the security of the issuer. 

· R v. Littler (Que CA, 1974) cited for proposition that IT can be liable for fraud under CCC, but that was actually a case of affirmative misrepresentation, not mere non-disclosure. 

The US Position (661)

Some courts have said IT is a breach of FD, but mostly rely on federal securities law. 

Federal securities law (661)

· No express prohibition on IT, but there is a fraud rule in the Securities and Exchange Act that has that effect.

· Fraud rule (Rule 10b-5) says that may not by any means defraud, make untrue statement, or omit to state a material fact or engage in a practice that would operate as a fraud in connection with the purchase or trade of any security. 

· Breach of the rule can lead to civil damages, and if wilful, to criminal prosecution. 

· Cady v. Roberts (S.E.C., 1961): insiders with knowledge of material information must either disclose or abstain from trading. This rule is based on the desire for fairness (cannot take advantage of a lack of equality of access) and the relationship of the insider with the corporation (such information is intended for corporate use only, not for personal benefit).

S.E.C. v. Texas Gulf Sulphur (2nd Cir C.A., 1968)

Facts:
The D, TGS is involved in mining exploration. Got good drill result, kept it confidential b/c did not want to ruin acquisition attempt for neighbouring land. TGS employees heard the news and bought shares and tipped their friends. Rumours started, so TGS issued statement that drill results to date were inconclusive. Big announcement was made on April 16. But before this, a TGS engineer, TGS corporate secretary, TGS director bought stock ( they are D’s.

The stock price of TGS creeped upwards before the announcement, and then shot up afterwards. 

Issue:
Were the insiders liable?

Held:
Yes – they took advantage of information not available to the public. 

Ratio:
The “disclose-or-abstain” rule applies. 

Discussion:
· The fraud rule (10b-5) applies to the transactions in this case. These transactions were on exchanges, but it applies to these and to over the counter and face to fact transactions. 

· Rule based on idea that when trading in impersonal exchanges the parties should have approximately equal knowledge. 

· If have access to information intended only for corporate use and not for personal use, then you must not take advantage of it knowing that other do not have access to it. 

· Anyone in possession of material inside information must disclose it or abstain. 

· If there was a requirement to keep the information confidential, then abstain from trading. 

Material inside information. 

· Insider can trade using their good general knowledge of the corporations activities. The disclose-or-abstain rule only applies in “those situations which are essentially extraordinary in nature and which are reasonably certain to have a substantial effect on the market price of the security if the extraordinary situation is disclosed”.

· Insider does not have to communicate his interpretation of the facts, just the basic facts. 

· Test of materiality: would a reasonable person attach importance to the information when determining his choice in the transaction in question?

· Material facts include not only earnings and distributions, but also facts that affect probable future of the corporation, and the desire of investors to buy / sell. 

· So materiality depends on the probability of even occurring and the consequences if it does occur. 

· In this case, despite the finding of the TJ that the first drill result was “too remote”, it was material, it excited those who knew about it and it would have been important to the reasonable investor and would have affected the price of the stock. 

· The mining commentators said this was a very significant drill result – even the stock of companies that owned nearby land went up. 

· Some of the insiders had never even traded stock before, but they bought some in this case. 

· TJ accepted D’s saying that “one core result does not establish a mine”, but the TJ used a narrow test for materiality. The CA would give outsiders more protection. 

· Reject the argument that expanding the definition of insider trading will deter competent people from taking senior positions in mining companies ( they can take stock options. 

· The insiders were not trading on an equal footing with outsiders, and that is what congress wanted. 

· If the drill results continued to be good, they would score, if not, the stock would not really dip – this inequity was based on unequal knowledge. 

· So the visual inspection of the drill core, and the chemical analysis were both material information. 

When may insiders act?

· Two of the insiders traded as the news came out, but they intended to “beat the news”.

· The brief reports to small news audiences early in the morning were less significant than the huge announcement at 10:00 a.m.

· “Before insiders may act on material information, such information must have been effectively disclosed in a manner sufficient to insure its availability to the investing public”.

· This is especially true given the previous disclaimer of the rumours, and the promise that an official announcement would be made. 

· “D should have waited until the news could reasonably have been expected to appear over the media of widest circulation, the Dow Jones broad tape”.

Note

· In the cases that follow the US Supreme court rejected the “equal access” theory used in this case, adopting instead a theory of “fiduciary or other relationship of trust and confidence” between the insider and the SH’s.

Chiarella v. US (USSC, 1980) (668) 

Facts:
D worked for a printing company, and worked on announcements for t/o bids. The names on the forms were blank, and were only sent to the printer the night of the final printing. 

D figured out before hand, using other info in the documents, who the corporations were. 

D bought stock in the target corporation, and made a profit. 

D was convicted on 17 counts of violation of Rule 10(b), and his appeal was dismissed, now appeals to USSC. 

Issue:
Whether insider who learns from confidential documents that corporation A will be taking over corporation B, is required to disclose this information before trading in the securities of corporation B.

Held:
D acquitted – not fraudulent to act on material non-public information so long as there is no special duty between the knowledgeable party and the counterparty. 

Ratio:
Even if there is inequality of information, the D may not be liable. 

Discussion:
· One who fails to disclose, is only guilty of fraud when he had a duty to disclose. 

· Only have a duty to disclose when the other party is entitled to know b/c of a FD or some other relation of trust or confidence. 

· In the Cady, Roberts decision the SEC said that was a relationship of trust and confidence between SH and insiders with confidential information received from the corporation.

· Insiders are not permitted to take unfair advantage of minority SH’s b/c there is a special relationship between them. 

· The CA failed to identify a relationship between the D in this case and the sellers that could give rise to a duty.

· The CA’s decision was based on the idea that the system must provide equal access to information for reasoned and intelligent investment decisions. 

· There are two defects with applying the equal access to information theory in this case:

· Not every instance of financial unfairness constitutes fraud under Rule 10(b).

· The element required to make silence fraudulent – a duty to disclose – is absent in this case. 

· The D had no dealings with the sellers, so how could he owe them a duty. The D did not owe the counterparties a duty b/c was not their agent and they did not rely on him.

· “We cannot affirm the D’s conviction w/o recognising a general duty between all participants in market transactions to forego actions based on material non-public information.”

· Argument that D breached a duty to the corporation for whom the advertising was being done – and so committed a fraud on the acquiring corporation and the target corporation. This was not put to the jury, and we cannot sustain a criminal conviction on a matter not put to the jury, so will not decide this.  

Dirks v. SEC (USSC, 1983) (670).

Facts:
D, an insurance analyst, received information that an insurance companies assets were vastly overstated b/c of bad corporate practice. D had gotten a tip on this from a former company officer of the insurance company. Apparently regulatory agencies had refused to act when employees made complaints. 

D verified this by speaking to current and past employees. During the investigation. D mentioned this information to clients of his, and they sold their stock. D tried to get the Wall street journal to publish the stock, but they refused. 
Later, the stock dropped, trading was halted, the SEC got involved, and the Wall Street Journal published a story using D’s information. 

SEC said it was wrong for D to have shared the information with investors, but only censured him. The CA convicted him of fraud. 
Issue:
Is D liable 
Held:
No. There was no breach by the insiders, and so there was no derivative breach by D.
Discussion:
· There is no duty to disclose where the person trading is not the corporation’s agent, was not a fiduciary or was not a person the counterparty had placed trust and confidence in.

· FD arises from a specific relationship between the parties. 

· Insiders of corporations have independent FD to both the corporation and its SH’s. But typical tippee’s have no such relationship. 

· SEC argues that tippee inherits the obligation to share the information with SH’s when the tippee receives inside information from an insider, but this was rejected in Chiarella.

· The SEC essentially wants the anti-fraud provisions to ensure equal information. 

· It is not true that all traders must have equal information. 

· A duty to disclose arises from the relationship of the parties, and not merely from one’s ability to acquire information because of his position in the market. 

· Requiring disclosure just b/c have material non-public information would inhibit market analysts. Analysts regularly do analyses and then make predictions, and then sell that information.

· However, tippees cannot always trade on the information, but the restriction on the tippee derives from that of the insiders duty, if he is a participant after the fact of an insiders breach of duty, then he will be liable if he received the information improperly. In such cases the tippee will have a duty to the SH’s.

· A tippee has a FD only when the insider breached his FD in disclosing to the tippee, and the tippee knows or should have known that there was a breach. So first have to ask whether there was a breach by the insider. 

· If the insider gives information to the tippee under an understanding that the insider will in turn benefit, then there has been a fraud on the SH’s and the insider and tippee are liable. 

Application to the facts.

· D was a stranger to the corporation, and had no pre-existing FD to the SH. 

· D did nothing to cause the SH’s to trust or rely on him. 

· There was no expectation from D’s sources that D would keep the information confidential. 

· Unless the insiders breached their duty when giving the information to D, D did not breach any duty when passing the information on to investors. 

· The insiders received no benefit from giving the information to D, nor were they trying to give valuable information to D, they just wanted to expose the fraud. 

· There was no breach by the insiders, and so there was no derivative breach by D.

O’Hagan v. US (USSC, 1997) (674)

This case considered the “misappropriation theory” that was not put to the jury, and so not decided by the USSC, in Chiarella i.e. when information is used in a manner inconsistent with duties owed to the source of the information. 
Facts:
D was a lawyer in a law firm that was hired by Grand Met, a London, England corporation to act in a bid for stock in Pillsbury. Efforts were made to keep the bid secret. D did not actually work on the bid. D’s law firm withdrew as counsel for Grand Met. One month later Grand Met announced its bid for Pillsbury stock. 

At various times before the announcement, including before and after D’s law firm withdrew, D bought stock and options and eventually made 4.3 million when the stock price soared after the announcement. 

D was found guilty under various laws including under Section 10(b) and Rule 10b-5 and was sentenced to 41 months. The CA reversed the convictions saying that liability under those sections could not be based on misappropriation. 

Issue:
Is D liable for misappropriation of material non-public information?

Held:
Yes, was in breach of FD to his principal when he traded with some third party. 

Discussion:
· “Traditional / Classical theory” ( s.10(b) and Rule 10b-5 violated when trade on the basis of material non-public information. Founded on a relationship of trust and confidence between the SH and insiders with confidential information by reason of their position. 

· Classical theory applies not only to officer and directors and other permanent insiders, but also to attorneys, accountants, consultants and other temporary fiduciaries. 

· “Misappropriation theory” = when misappropriate confidential information in breach of a duty owed to the source of the information, and the fiduciary defrauds his principal of the exclusive use of that information. 

· Classical theory premises liability on FD between insider and SH, misappropriation theory premises liability on FD between the insider-turned-trader and the corporation that entrusted him with that information. 

· The two theories are complementary and target different breaches. 

· The misappropriation theory is designed to protect the integrity of the securities markets against abuses by “outsiders” who have access to confidential information that will affect the corporation’s security price, but who have no FD to SH’s.

· D had duty to his law firm and to his client. 

· Misappropriation is a fraudulent device in connection with the purchase and sale of securities. 

· Misappropriators deal in deception, pretending to be loyal to the principal while secretly converting the principal’s information for personal gain. 

· Disclosure is not an option for the insider-turned-trader, b/c then will be liable for breach of the duty of loyalty to the principal – so only option is to abstain. 

· Breach of FD to principal occurs when insider trades without disclosing to the principal that he was going to trade on the information he was given.

· So disparity of information between traders is acceptable, but not if that information was misappropriated – this is a disadvantage that cannot be overcome by research of skill. 

· Misappropriator will be liable whether he works for the bidder or the target. 

Notes and Questions (676)

· Issue over whether federal legislation can control property rights (in information). 

· In 2000 the SEC modified the legislation to clarify the uncertainties left by O’Hagen
· Will be liable if trade while have knowledge of confidential information. Recall the CBCA uses a “has knowledge” test, while BCBCA uses a “made use of” test. USA legislation also allows defences like the CBCA does e.g. was a pre-arranged contract to trade. 

· USA legislation now presumes a duty of trust and confidence when (a) recipient agrees to maintain confidence, (b) recipient should have known that it was confidential based on past practice, or (c) go the information from spouse, parent, child or sibling. 

· Can be liability under either the classical theory or the misappropriation theory. If the trader discloses to his source that will trade on the information, then cannot be liable under the misappropriation theory, but could be liable under classical theory if owed FD to SH.  

Section 16 of the Securities Exchange Act (677)

· s.16(a): If director, officer of SH owns more than 10% of equity, then must file a statement each month with any changes in holdings

· s.16(b): if are a person covered by s.16(a), then you have to give any profit from in-and-out transactions less than 6 months to the corporation. This section applies regardless of whether is shown that the insider improperly used confidential information, but seems that it would not apply i.e. no disgorgement, if longer than 6 months and insider information was used. If corporation refuses to bring an action under this section, then a SH can. This section is powerful b/c of its strict liability type application – no sifting through complicated facts, but means that could be liable even if totally innocent. 

· S.16(c): insiders not permitted to short the corporations stock (like CBCA s.130)

State corporate law (678)

Diamond v. Oreamuno (N.Y. C.A., 1969)(678)
Facts:
D applied to have the complaint dismissed for being insufficient on its face. Motion was refused. D appeals. 

SH filed action in a derivative action against officers and directors to compel disgorgement to corporation for breach of FD. 

SH claims that chairman and president used inside information to make large profits. Other directors were joined to the action b/c they acquiesced and ratified the transactions. 

MAI (the corporation) leased computers, which IBM maintained for them under contract. IBM put up their fees, so MAI had bad financial results coming out, so the directors sold stock. SH claims that should disgorge the difference between the value of the stock before an after. 

Issue:
Can directors and officers be liable to the corporation for profits they made trading on material inside information?

Held:
Yes, even if not liable under federal law

Ratio:

Federal law does not provide adequate remedies for all situations, so should allow CL remedy via SH bringing derivative actions. 

Discussion:
· Is a motion to strike, so assume pleaded facts are true. 

· Person in FD must account to his principal for profits made from information provided in the fiduciary relationship. Trustee or agent cannot make personal profit from his position of trust.

· D argues that MAI was not injured in any way, and so the corporation should not be able to recover. D’s argue that corporation did not suffer, the persons that purchased the stock did.  

· Damages to corporation is not an essential element for breach of FD. 

· Purpose of liability is not just to compensate the P, but to discourage agents and trustees from dealing for their own benefit in matters which they have undertaken for others. 

· May not appropriate information to your own use, even if using it does not harm the corporation. Do not consider if corporation was damages, but to decide who as between the corporation and the D has a higher claim to the profits. 

· D’s would have significantly harmed the reputation and integrity of the corporation: “the prestige and goodwill of the corporation, so vital to its prosperity, may be undermined by the revelation that its chief officers had been making personal profits out of corporate events which they had not disclosed to the community of stockholders”.

· D’s can still hold stock, but must accept the same risks as the regular SH’s. 

· As corporate fiduciaries, they were bound to protect the SH’s. 

· If a presumption that if insider or a 10% SH buys and sells within 6 months, those profits belong to the corporation. The purpose of this rule is to protect minority SH’s, but also to allow the corporation to recover profits that belong to it and prevent abuse of FD’s.

· Points to federal legislation as confirmation that a derivative action can be a way of dealing with abuses by fiduciaries. 

· In this case the D’s held for more than 6 months before they sold, so not liable under federal legislation.  But the D’s abused confidential information and were unjustly enriched. 

· D’s argue that federal legislation is exhaustive, and having state liability could lead to double liability. CA rejects this, says that not clear what the extent of the federal legislation is – details on class actions have not been resolved, injunctions actions are possible but are unlikely to be an everyday method of enforcement. 

· Says that absent a s.16(b) violation the federal law does not provide a comprehensive remedy, partly b/c is hard to match a buyer with a seller b/c all trades are via brokers. 

· So good idea to have a CL remedy. 

· Private action by a SH is a good option for enforcement, so allow the derivative action.

Notes and Questions (683)

· Compare this reasoning to Regal (Hastings) and Canaero.

· What if pass the information on to a friend, would insider still be liable to the corporation for the friends profits?

· Schein v. Chasen (Florida S.C., 1975): found no liability where there was no allegation of injury to the corporation and declined to follow Diamond.

· Freeman v. Decio (Florida S.C., 1978): Also declined to follow Diamond. Questioned whether the insider director was truly unjustly enriched vis-a-vis the corporation b/c the corporation could not have used the information itself, said that damage to reputation of the corporation was speculative, and was concerned about double liability. 

· Fankel v. Slotkin (E.D.N.Y., 1992): Questioned Diamond saying that it was before the class action rules for SH had properly developed.  
Chapter 9:  Shareholder Rights

Introduction (685)

· Canadian corporation statutes reflect an enabling philosophy; the formation and activities of corporations have been encouraged. 

· Assumptions about SHs should be re-examined in light of changes in Canadian society:

· What property or rights are owned by the SHs?

· Are SHs exclusively interested in return on their investments? (What about when the state is the sole SH or when charitable orgs are the SHs?)

· Majority of corporations in Canada are closely held.  Some say that the needs and expectations of the SHs of these types of corporations differ than those of SHs in widely held corporations. Some argue for different statutory and judicial rules for closely held corporations.

· Also necessary to consider whether corporate law has kept up with developments such as the emergence of institutional SHs (mutual funds, pension funds, insurance companies etc.) and in this connection the role of provincial securities commissions is very relevant b/c these bodies have become involved in SH issues traditionally left to corporate law (e.g. increasing amount of legislation regulating corporate governance).

· Given these factors are present, what rights should be given to SHs by corporation statutes?  What role should there be for SHs in decision-making processes?  How should SHs’ opinions be expressed?  There is a tendency for majority rule in corporate law, but what rights are individually conferred and which ones are subject to majority support?

· How do/should courts and legislators protect the rights of minorities?

Pre-emptive Rights (687)

· Pre-emptive right is the right of a company's existing common SH to have the first chance to purchase shares in a company's future stock issue in the proportion that their shareholdings bear to the total number of shares issued and outstanding.  

· Pre-emptive right makes it more difficult for managers to issues shares to defeat a takeover bid or to alter distribution of control because SHs must be offered their pro rata allotment (proportionate allocation) of shares.  

· Example of where majority SH issues to themselves a new issue of shares at an undervalued price. There is dilution, all the shares devalue, the minority suffer, but the majority who got such a bargain on the newly issued shares benefits overall, to the detriment of the minority. A pre-emptive right gives the minority SH’s the right to buy some of the undervalued shares to mitigate the detriment to them. 

· The same point as above explained in a different way: Where there isn’t a pre-emptive right, share issuance at an undervalue will result in the dilution of the interests of current SHs, as well as a decrease in the value of their investments.  This is because the profit paid out as dividends will be split between more SHs and because the share price will drop.  Assuming the majority SH issued the new shares to himself then the result of the share issuance at an undervalue would be a transfer of wealth from the minority SHs to the majority SH.  BUT a pre-emptive right would have given every minority SH the opportunity to purchase the underpriced shares, resulting in protection from dilution.   

· Under Canadian CL, the issuance of shares by a corporation does NOT give rise to a pre-emptive right (Harris v. Sumner (1909 NBCA).  

· However, under the “improper purpose” test which is still used in England, an issuance of shares designed to alter control could be struck down as a breach of fiduciary duty of directors if there was an improper purpose.  Canadian courts have rejected this test in favour of the test of “acting honestly on reasonable grounds and in best interests of company” (see Teck v. Millar in chap.6). Teck test adopted by MBCA in Phoenix Industrial Supply Ltd. et al. (Chap. 6) and other lower courts of several provinces.

· Can’t simply look at CL, must consider statutory provisions for oppression remedies.  

· Re a Company, [1985] (Ch.D.): 2 SHs, one had 1/3, the other 2/3 of the corporation. Conflict in the corporation. The majority SH brought a resolution to give directors authority to issue shares.  Minority SH sought an injunction under the English oppression provision to prevent the majority SH from voting their shares in favour of the resolution.  Majority SH said it was their intent to issue shares only on the basis of a pro rata rights offerings.  Court granted the injunction, holding that even a pro rata offering could operate in an unfairly prejudicial manner if, for example, the other SH could not take the offer so in fact the offer was illusory because the offer was made knowing it could never be accepted.

· Re Sabex Int. Ltee (1979) (Que.S.C.): Respondent owned 54%, applicants owned 44% of the corporation. Wanted more credit from bank, bank said first get 100k more equity. Corporation did a rights offering to all SHs to meet the loan requirement.  Applicants objected under the oppression provision of the CBCA (s. 241) on the ground that the offering was oppressive b/c it forced them to participate in order to avoid diluting their interests.  Court granted an injunction b/c the effect of the rights offering was to dilute the minority’s interest if it did not subscribe. There was formal equality here, and the loan was needed, but the court still said no.  

· O.S.C. has taken steps to combat the potential abuses associated with non-pro rata share offerings 

OSC National Instrument 45-101, Part 7 Additional Subscription Privilege 

7.1 – Issuer cannot grant additional subscription privileges to a holder of a right unless all holders of rights are granted the additional privilege. 

7.2 – If there is a stand-by commitment for a rights offering, the issuer will grant an additional subscription privilege to all holders of rights.

7.3 – Provides formula for determining the number of securities each holder of a right will be entitled to receive when the additional subscription privilege is exercised.

7.4 – Subscription price under an additional subscription privilege or a stand-by commitment shall be the same as the subscription price under the basic subscription privilege.

Note: Stand-by commitment = an agreement to purchase all the rights not taken up by SHs on the rights offering i.e. even though the additional shares may be offered at less than market price, some SHs may not want them, and the stand-by person is the party that says that he will take what the SH’s don’t. [The bit on stand-by commitment is not that clear. Seems that if the standby guy is a buddy of the majority SH, then the majority may get more control. So 7-2 says that if there is a standby (as opposed to just selling the extra shares to the SHs that want them and those that are not sold do not get sold) then you have to offer even more shares to the SH’s that do want them to prevent a change in control – not sure if this is right]. 

· Sec. 28 of the CBCA allows a pre-emptive restriction to be written into a corp’s constitution: 

CBCA s. 28 

(1) If the articles so provide, no shares of a class shall be issued unless the shares have first been offered to the shareholders holding shares of that class, and those shareholders have a pre-emptive right to acquire the offered shares in proportion to their holdings of the shares of that class, at such price and on such terms as those shares are to be offered to others. 

Exception 

(2) Notwithstanding that the articles provide the pre-emptive right referred to in subsection (1), shareholders have no pre-emptive right in respect of shares to be issued  (a) for a consideration other than money; (b) as a share dividend; or (c) pursuant to the exercise of conversion privileges, options or rights previously granted by the corporation.

· UK Companies Act, 1980 introduced pre-emptive rights b/c of European Common Market directives on company law harmonization.

· Statutory treatment in US is varied, denying pre-emptive rights in some jurisdictions, denying them unless expressly granted, expressly granting them and authorizing limitations on them.

Shareholder Voting (690)

Introduction (690)

· Separation of ownership and control in the corporation gives rise to potential problems: managers may not pay attention to interests of SHs so much as their own interests.

· Three ways in which managers may favour their own interests over SHs’: 

· May take excessive perks e.g. large interest free loans, lavish offices, etc. (“managerial diversion”)

· May not pay enough attention to the firm (“slack”); and 

· May choose investment projects that are less risky than the SHs would choose (this is a result of the fact that managers typically have a great deal of their personal wealth tied to the corporation and will be more risk-adverse than SHs who have diversified portfolios) (“risk shifting”).  

· Berle and Means suggested that separation of control and ownership spelled end of effective SH oversight of corporate managers.

· Aside from legal controls over behaviour of corporate managers, some constraints on managerial behaviour have already been examined, including market mechanisms, such as 

· The market for managers

· The market for corporate control

· The product markets in which the firm sells its products.

· One type of legal restraints is managerial duties of a fiduciary character.   

· SH voting controls managerial diversion, slack and risk-shifting, as well as determines SH preferences relating to important business decisions. SHs are statutorily empowered to vote for directors and for enumerated set of transactions that are “fundamental changes” (e.g. amalgamations that fundamentally alter structure of corporation).

· But the efficacy of SH voting as an oversight mechanism has been questioned.  One reason is because typically few SHs will attend the SHs’ meeting and many will vote by proxy.  

· The form of proxy which is required under the CBCA to be send by management to SHs allows the SH to endorse the management’s slate of candidates by simply nominating as proxyholder a person (designated by management) indicated on the form who will vote for the management’s choices. Under the CBCA s. 137(4) only SHs holding >5% of shares can make nominations for directors in advance of the meeting.  Although SHs can make nominations at the meeting itself, such nominations will almost always be doomed to failure where management has solicited proxies for its nominees in advance i.e. managements nominees will be well backed by the time you get to the meeting. The result often is that the slate of candidates put forward by management will often run unopposed.  

· Another reason is “rational Shareholder apathy”.  The costs of becoming sufficiently informed to vote effectively are quite large while the payoff likelihood and benefits are small since they are distributed among all SHs.  Result is “free rider” effect.  

· There are considerable costs associated with SH voting, e.g. mailing proxy materials, meeting costs, etc. Benefits of SH voting (at least in larger public corporation) appear to be minimal so should we do away with voting?

· Despite the questionability of the efficacy of SH voting and the costs associated with SH voting, it can still play an important role in overseeing management in a number of important ways:

· There may be SHs with large blocks of shares (often institutional SHs) who will have much better incentives to use their voting power effectively to ensure that only competent individuals with proven track records are elected as directors.

· Voting class of SH facilitates replacement of inefficient management through the mechanism of the hostile takeover bid. (Share price will fall as profits fall making it profitable for someone to launch a takeover bid by buying up enough voting shares to gain the power to elect new directors.)

· Voting SH class facilitates the replacement of inefficient management by means of proxy battle.  (Dissent SH(s) attempt to replace management by securing the proxies of SHs and using these proxies to vote for an alternate slate of directors nominated by the dissidents.)  

· Aside from voting for directors, SHs also vote on “fundamental changes”, such as amalgamation (CBCA, s. 183); sale of all or substantially all the assets of the corporation (CBCA, ss. 189(3)-(8)); continuance in another jurisdiction (CBCA, s. 188); and changes to the corporation’s articles of incorporation (CBCA, s. 173).  

Note on Statutory and Judicial Voting Entitlements (693)

· Right to vote is fundamental right of SHs is and is one feature that distinguishes shares from debt obligations; voting rights enshrined in corporate legislation.

· s. 24 of the CBCA provides that at least one class of shares must be voting, entitled to receive dividends, and to receive the assets remaining on dissolution.

· s. 140(1) CBCA ( if the articles are silent about voting rights, then each share carries one vote.

· Only one class of shares must have right to vote so can have capital structure with many different classes of shares – often common non-voting shares posses a higher dividend rate or a preferred dividend as a “sweetener” to induce purchaser of shares. Preferred shares may have right to vote contingent on a dividend not being paid for X quarters.

· Where one or more classes of shares do not vote then there is a greater danger of opportunistic behaviour e.g. voting SHs vote to cancel dividend for preferred shares (breach of FD? Oppression?).

· There are two forms of statutory response to the dangers of abuse that arise from the unequal distribution of voting rights:

· Mandatorily enfranchise shares that would not otherwise carry the right to vote.  This can in done in connection with an amalgamation (s.183.3 CBCA), sale of substantially all the assets of the corporation (s.189(6)) and continuance in another jurisdiction (s.188(4)).

· Requirement that certain fundamental transactions be approved separately by every class of SHs, whether or not the class would otherwise carry the right to vote.  Is done when have amalgamation (s.183(4) CBCA), sale of substantially all the assets of the corporation (s.189(7)), and amendments to the articles of incorporation (s. 176).

· Class rights may also be altered indirectly (i.e. w/o just revoking the dividends of say the preferred shares) e.g. new class of preferred shares is created that is better than the existing preferred class and would affect the relative claim of original preferred SHs to earnings stream of the company, reducing value of their stock. The new preferred shares could be sold to new SHs or issued to voting SHs as a “stock dividend”.

· In Greenhalgh v. Arderne Cinemas Ltd. (1946 Eng. CA), terms of issue of preferred shares had been drafted so as to allow the preferreds to vote separately as a class on any change in articles of company that had effect of “varying” the rights of the preferred SHs. This clause protected preferreds only in case of direct, but not indirect modification of rights of preferreds (thus have s. 176 of CBCA which addresses direct and indirect changes). 

· In cases where a major SH in a corporation makes a contract for the sale of something with the corporation (think of the facts from N.-W. Transportation v. Beatty) and then uses her own votes to “ratify” the deal, it is clear that SH voting is not an effective means of ensuring the fairness of the transactions.  But if a majority of uninterested SHs ratify the transaction, then SH voting could serve a real function in ensuring fairness. So court can review who actually approved the deal. So even if SH’s do not officially have vote, management may seek their approval anyway. 

· But ther are not many statutory requirements for approval of transaction by a majority of disinterested SHs (“majority of the minority”). Although there is a growing trend at CL to require that SH approvals or ratifications be given by a majority of the minority of SHs.  

· Provincial securities regulators are increasingly requiring approval of certain transactions either by a majority of SHs or, in some cases, by a majority of the minority (e.g. Rules 56-501 (see below) and 61-501).  

· Stock exchanges (which are separate from securities regulators) may also require some kind of approval, e.g. approval of an issuance of shares where a substantial block of shares is issued or where the issuance materially affect the control of the issuer. Required approval may be of all SHs, or majority of minority (TSE Policy 3.5).

Note on Classification of Shares (696)

Rule 56-501 of the O.S.C. creates a scheme for the classification of shares according to their voting rights. This ensures that buyers and sellers of publicly traded securities fully understand what kind of security they are getting.

· “common shares” - equity shares with voting rights exercisable in all circumstances.

· “equity shares” – shares of an issuer that carry a residual right to participate in the earnings of the issuer and, upon liquidation or winding up, to share in its assets

· “non-voting shares” – do not carry the right to vote, except for a right to vote that is mandated in special circumstances by law.

· “preference shares” – shares to which are attached a preference or right over the shares of any class of equity shares of the issuer, but does not include equity shares. 

· “restricted shares” – (equity shares that are not common shares) and (equity shares determined to be restricted under the rules).

· “restricted voting shares” – restricted shares carrying a right to vote subject to a restriction on the number or % of shares that may be voted by a person or corporation. [seems to apply only to non Canadian citizens or residents].

· “subject securities” - shares that have the effect, or would have the effect if and when issued, of changing a class of outstanding equity shares into restricted shares.

· “subordinate voting shares” – restricted shares that carry a right to vote, if there are shares of another class of shares outstanding that carry a greater right to vote on a per share basis.

Under this Rule, if issuer has restricted shares or securities that are convertible, exchangeable or exercisable into restricted shares, then the shares must be described using the classification scheme in documents sent by the issuer to its SHs.

Permissible Limitations on the right to Vote in the Corporation’s Constitution (697)

Jacobsen v. United Canso Oil & Gas (Alta. Q.B. 1980) (697) 

Facts:  

· United Canso (UC) was incorporated by letters patent in 1954 pursuant to the Companies Act.  

· By-law 1 provided that each SH had one vote unless otherwise provided in the by-laws.  UC had only one class of shares, common shares.  

· By-law 6 was enacted in 1964; it provided that persons with shares would get the number of votes equalling the number of shares owned up to 1000.  This by-law was not reflected in any supplementary letters patent until 1974.  (Supplementary letters patent must be filed with the government under the relevant Corporations Act when changing a corporate name or amending or varying the provisions of the letters patent or any existing supplementary letters patent.) 

· Companies Act was replaced by the Canada Corporations Act which was in turn replaced by the Canada Business Corporations Act.  The CBCA contained a provision (s. 261(3)) for a continuance of corporations incorporated under previous federal legislation.  It required UC to apply for a certificate of continuance or face deemed dissolution.  UC obtained the certificate and the articles of continuance contained the provisions of by-law 6. 

· P argued that the voting limitation (1) was invalid when first established by By-law 6 as it contravened the provisions of the Companies Act, then in force, (2) was invalid when incorporated by way of supplementary letters patent as it contravened the provisions of the Canada Corporations Act and (3) was invalid when it was purportedly brought forward by virtue of the articles of continuance as it contravened the provisions of the CBCA.  

· P also argued that there is a presumption of equality between SHs and the voting restriction contravenes this presumption.  

Issue: 

Does the D’s by-law which provides that no person shall be entitled to vote more than 1000 shares notwithstanding the number of shares actually held by him contravene the provisions of the CBCA? 

Held:  

By-law 6 is invalid b/c it contravenes the CBCA.

Ratio: 

There is a presumption of equality among shares.  In order for different voting rights to be attached to votes, separate classes of shares must be established.

Analysis:

· There is a prima facie presumption of equality of shares.  If voting rights are to vary, separate classes of shares must be created so that the different number of votes can be attached to the shares themselves and not to the holder.  

· Court found that according to by-law 1 it was only when different classes of shares were created that a change in the voting rights of one vote for each share might be established, but that the by-law did not restrain the corporation form passing the amending by-law 6 containing the restriction of voting rights in respect of the one class of shares i.e. by-law 1 did not prohibit by-law 6..  

· But, was by-law 6 passed in accordance with the Companies Act?  The Court held that the Companies Act in force at the time of the enactment of by-law 6 recognized the presumption of law that all shares confer equal right and impose equal liabilities and that if voting rights are to vary separate classes of shares must be created so that the different numbers of votes can be attached to the shares by themselves and not to the holder. 

· Based on this finding the court held that by-law 6, at the time it was first enacted, contravened the provisions of the Companies Act and was invalid.

· Were the supplementary letters patent incorporating by-law 6 valid?  Court held that the provisions in by-law 6 were contrary to the overall provisions of the Canada Corporations Act, which was read to mean that a change in the basic provision of “one share, one vote” could only have been contemplated to come into effect where more than one class of shares was established and not where there is only one class of shares.  As a result, the court found that by-law 6 and the supplementary letters patent were invalid.

· Did issuance of supplementary letters of patent change this situation?  Court doesn’t see how administrative act of having caused supplementary letters patent to issue can validate a provisions that is clearly contrary to intent of Act

· Was by-law 6 in force because it was incorporated into the articles of continuance which were issued under the CBCA?  Court held that s. 24 of the CBCA reads that each SH has the right to vote at any meeting of SHs on the basis of the number of shares held where the corporation only has one class of shares and that this presumption can only be upset where there are more than one class of shares established. There is another section of the CBCA, s.168(5)(c) that suggests you can do otherwise, but court finds that this is only of very limited application as defined by s.168 and will not generally apply    
Notes (708)
· Why do you think that the company’s managers wanted to have the 1000 vote restriction? [did not want one SH taking over control(?)].  What do you expect would be the effect of the restriction on the value of the company’s shares?  Why do you suppose a majority of SHs apparently supported the change?

Bowater Canadian Ltd. v. R.L. Crain and Craisee Ltd. (Ont. C.A. 1987) (708)

Facts:  

· Bowater challenged voting provisions in Crain’s articles of incorporation. The voting provision gave the common shares held by Craisec ten votes per share in the hands of Craisec, but only one vote per share in the hands of a potential transferee ( called a “step-down” provision.      

· Provisions of the articles of amalgamation dealing with the capital of Crain said that the special common shares were entitled to 10 votes/share at all SHs’ meetings so long as such shares were still held by the person/corporation to whom such special shares were originally issued.  

· Special shares could be converted to regular common shares 1 for 1.

· Upon liquidation, dissolution or winding-up of the corporation, holders of special common shares share equally with other SHs.

· All SHs share equally in distribution of dividends. 

Issue: 

Did the “step-down” provision offend the CBCA?

Held:  

Yes, CBCA was offended by the step down provision, appeal and X-appeals dismissed ( the privilege of 10 votes per share passed to the transferee. 

Ratio:  

If a corporation has more than one class of shares, the rights of the holders of the shares of any class are equal in all respects (CBCA, s. 24), including voting.

Analysis:

· TJ held that this provision offended the CBCA, but “step-down” provision was severable with the result being that the special common shares carried ten votes irrespective of whether they are held by Creisec or by a transferee.

· TJ also held that although there was no express prohibition in the CBCA against a “step-down” provision, s. 24(4) of the act should be interpreted in accordance with the general principles of corporate law with the result that the rights which are attached to a class of shares must be provided equally to all shares of that class.

· General principle is that rights attach to the shares and not the SH’r.

· CA agreed with the TJ that the “step-down” provision violated the CBCA b/c if no equality of rights w/in a class of SHs then there is a great opportunity for fraud, even if not a problem in this case.  

· The provincial legislation confirms that when there are more than one class of shares, then the rights of the holders of shares of any class are equal in all respects. 

· CBCA s.181(8) which deems the previously issued shares of extra provincial corporations continued under the CBCA to be valid, does not apply where the conditions attached to the shares are unlawful. 

· CA also agreed that the “step-down” provision was severable and held that the provision could be severed without affecting the validity of the provision for ten votes for each special common share.

· When shares rank equally, they are said to rank pari passu. 

· The cross appeals were dismissed, which means that the holders of special common shares all have 10 votes per share – so the respondent was not happy, wanted to reduce the control the special SHs had. 

Notes and Questions (712)


· Craisec had proposed an amendment to the articles and asked for court approval under s. 241 of CBCA – the amendment were permit conversion of special common shares to ordinary shares (the one for one provision) and then allow the sale of the resulting ordinary shares. TJ said impermissible attempt to do indirectly what it could not do directly.

· Bowater argued that step-down was not severable from provision in articles dealing with SH voting, and  so the entire provision dealing with voting was void resulting in invalidation of multiple votes attaching to special common shares and per s. 140 CBCA, each share would carry one vote – rejected by TJ.

· Bowater also argued that to strike down the “step down” provision while allowing the special common shares to retain their 10 vote voting rights would confer a windfall on Craisec since Craisec would be able to sell the special shares for more now that the transferee would take  10 votes/share.  The TJ rejected this argument holding that Bowater would be unjustly enriched if the 10 for 1 feature was invalidated because Bowater could take-over Crain at a very low price.  Kinda saying that either way someone was going to benefit, and it should not be Bowater b/c he was never misled as to rights of shares and knew at all times that voting arrangement was designed to keep control in Crain family.

· P proceeded by way of application under oppression remedy and lower court held that the step-down did not violate that CBCA section, but did violate s. 24 (aff’d by CA). But having determined no oppression, what jurisdiction did the Court have to determine that there was a violation of another section of CBCA?  In giving Bowater relief, did the Court also (wrongly) give substantive effect to the merely procedural rules of court (i.e. the rules that it relied on in addition to s. 24)? [I am not sure what rules of court were relied on, but if s.24 relief was not requested, that could be a J issue].

· Suppose Crain had initially incorporated into its articles the conversion provision that it asked the Court to insert in Crain’s articles in the lower court rather than the step-down – do you think that the Court would have upheld the provision? 

· Many corporations in Canada, particularly family companies, have two classes of shares: voting (for the family) and non-voting (for the public SHs).  This allows the key SH to control the corporation w/o owning the majority of shares.  For example, Canadian Tire in 1983 was controlled by the Billeses family who held 62% of the voting shares, which constituted 2.5% of the total equity of the company.  This share structure makes it difficult for a potential acquirer to launch a hostile take-over bid.  Is this a good or bad thing?  Are there good reasons for this kind of capital structure?  What are policy arguments for and against a step-down provision?  Does it serve a useful estate planning function?

Protection of Non-voting Shares in Takeover Bids (714)

· During a take-over bid, the target is the voting shares.  Takeovers bids are usually made at a premium to induce SHs to tender, but the offer will not generally be made to non-voting SHs so non-voting SHs lose out.  Given that an important policy underlying modern takeover legislation is equality of treatment for all SHs, it is unfair to leave the non-voting SHs out.

· A 1984 OSC policy paper recommended that there be a requirement that non-voting or restricted voting shares carry “coattails” provisions, which would ensure that the non-voting equity will share in any benefits of a takeover bid.  The recommendation was not adopted though because of concerns about the practical difficulties in implementing it.

· A common type of coattail converts non voting shares into voting shares that the time of t/o.

· In Canadian Tire (1987 Ont. Div. Ct.) the t/o was structured in a way so as to avoid triggering the coattail provision. The OSC stepped in and ordered a cease trade order to halt the transaction because it was “grossly abusive” of capital markets and the minority. The transaction was “artificial” in that it would effect a change in control w/out triggering the coattail when the investor’s expectations were otherwise. 

· The TSX then decided to adopt a policy whereby it would refuse to list any newly created restricted voting shares that lacked coattail protection.  A notice to the profession was issued.    

· The concern that SHs be treated “equally” underlies coattail requirements, but what are the effects of this emphasis on equality?  Would permitting unequal treatment tend to foster more changes of control, and, if so would both the majority and minority SHs be better off as a result?  Is determining what is “equal treatment” too costly b/c it involves costly admin. and/or judicial proceedings, esp. if rule leads minority SHs to litigate just to get a larger piece of pie?         

Cumulative Voting for Directors (715)

CBCA s. 107 details how cumulative voting should be arranged when electing directors:

s.107 Where the articles provide for cumulative voting,

(a) the articles shall require a fixed number and not a minimum and maximum number of directors;

(b) each shareholder entitled to vote at an election of directors has the right to cast a number of votes equal to the number of votes attached to the shares held by the shareholder multiplied by the number of directors to be elected, and may cast all of those votes in favour of one candidate or distribute them among the candidates in any manner;

(c) a separate vote of shareholders shall be taken with respect to each candidate nominated for director unless a resolution is passed unanimously permitting two or more persons to be elected by a single resolution;

(d) if a shareholder has voted for more than one candidate without specifying the distribution of votes, the shareholder is deemed to have distributed the votes equally among those candidates;

(e) if the number of candidates nominated for director exceeds the number of positions to be filled, the candidates who receive the least number of votes shall be eliminated until the number of candidates remaining equals the number of positions to be filled;

(f) each director ceases to hold office at the close of the first annual meeting of shareholders following the director’s election;

(g) a director may be removed from office only if the number of votes cast in favour of the director’s removal is greater than the product of the number of directors required by the articles and the number of votes cast against the motion; and

(h) the number of directors required by the articles may be decreased only if the votes cast in favour of the motion to decrease the number of directors is greater than the product of the number of directors required by the articles and the number of votes cast against the motion.

·  BCBCA does not expressly provide for cumulative voting.

Report of the Ontario Select Committee on Company Law (1967) (716)

Right to cumulative voting

· b/c management of companies is firmly in hand of directors, probably the most important individual right accruing to SH of Ont. corporation is the right to elect the board of directors.
· One issue the Committee had to decide on was whether the cumulative voting system be mandatory or simply permissive. As long as it was permissive (as it was in 1967), then very unlikely that provision will be made for cumulative voting in charter or by-laws.
· Cumulative voting is the procedure of voting for a company's directors where each SH is entitled one vote per share times the number of directors to be elected.  SH may cast all such votes in favour of one candidate or distribute them among candidates in such manner as she sees fit.  

· The cumulative voting system (CV) gives the minority SHs more power than the alternative system where the votes are not multiplied by # of directors. Under the cumulative system minority SHs could put all their votes towards a few nominees and thus ensure that they get elected.  

· The theory supporting the CV system was developed by analogy to democratic political organisations designed to uphold the position of minority representation in govt.  But there are differences in principle between incorporated business organisations and govt. Also, when the idea was introduced, it was a lawless time in US, but now have lots of means of corporate control

· CV system does not exist in statutory law in the UK, and does not exist at CL. However, it gained widespread acceptance in the US.  But at this time (1967) the trend in the US was away from mandatory cumulative voting, although some states allowed the option for it. 
· Argument in favour of CV is that it is more fair, more democratic.  This argument is weak b/c it depends on an analogy between corporations and the political body.  Argument against it is that encourages election of directors representing particular interest groups who b/c partisan, encourage disharmony in management of company.
· One study found that it was rarely used by SHs b/c the typical SH in a publicly-held corporation doesn’t see himself as a proprietor but simply as an investor and so is happy to leave management in the hands of professional managers.  

· Commission decided (1967) against recommending mandatory cumulative voting b/c of the uncertainty about its true value.

Proposals for a New Business Corporations Law for Canada (1971) (718)

· The right to cumulate may be defeated by 
· Rotating directorships (i.e. CBCA, s. 107(f) requires annual retirement of entire body of directors) and 
· Reduction in the # of directors (i.e. s. 107(h) limits the right to reduce the # of directors of corporation in which cumulation is permitted).

[i.e. these are provisions that you have to have under s.107 if you want to have cumulative voting, and so if these are not wanted, then you will not have cumulative voting].  
· ss. 107(c) and (d) provide that the election of every director must be the subject of a separate resolution, unless the SHs first pass a resolution allowing more than one director to be elected by a single resolution (this is novel in Can. legislation). The purpose of this is to prevent SHs from being confronted with the necessity to vote upon an entire slate of nominees, which is a necessary part of cumulative voting provisions.

· s. 107(e) is designed to deal with a problem under this system if there  are a greater # of candidates than offices: candidates receiving the lowest # of votes are eliminated and remaining candidates are elected.
· Should cumulative voting be required for all corps?  What factors should be considered in deciding the matter?

The Rights to Appoint a Proxy (719)

Background to Present Legislation

Garvie v. Axsmith (1962 Ont.) 
· Was decided before the enactment of the modern legislation on proxy voting and deals with aspects of the CL regarding the use of proxy.  
· The CL is still important  in the case of a corporation that is exempt from the proxy inforomation requirements of the relevant statute.

Facts:
· Directors of D corporation gave notice of special meeting of SHs to approve some things including buying the assets and undertaking of second company. A refinancing was also proposed.

· But the material sent out with the notice made it apparent that the net worth of the 2 companies, as shown in their balance sheets, was not what the valuations given for the purposes of proposed refinancing were based on. No information as to how the valuations were determined was given. Also, some SHs didn’t get notice b/c they were only beneficial share owners.
Discussion:
· Court held that it was the right of each SH to receive, with the notice of a meeting, sufficient information to permit him to come to an intelligent conclusion whether he should vote in favour of the proposal to be put to the meeting, or against it.
· Also held that, although the use of a proxy form with the name of the proxy printed therein, and without the provision of a blank form proxy, is not good corporate practice, it does not vitiate the notice of a meeting.

Notes continued.
· The report of the A.-G.’s Committee on Securities Legislation in Ont. (The Kimber report, 1965) argued that management almost always solicits proxies on its own behalf in a way which tends to perpetuate itself in office.  At that time, Anglo-Can. legislation didn’t have provisions regarding the manner of soliciting proxies, but the US did.
· The Committee focused on 3 areas:  (1) the contents of the form of proxy itself; (2) the information which should accompany any solicitation of proxies; and (3) the question of whether or not solicitation of proxies should be mandatory before SH meeting of a public corporation.
· Committee recommended that 
(1) the form of the proxy should contain a space to nominate a person of the SH’s choice, as well as listing the management nominee. The form of proxy should be designed so as to allow the SH to specify by ballot a choice on each separate matter to be voted on at the meeting.  The form should indicate clearly if the proxy is solicited on behalf of management; 
(2) an “information circular” with prescribed information should accompany each proxy when mailed to the SHs, and 
(3) solicitation of proxies by the management of all public corporations should be made mandatory, but that it not be required that the proxy or the information in the circular be filed with or reviewed by any governmental agency prior to mailing.

The Proxy Legislation (720)

Iacobucci, Pilkington and Prichard, Canadian Business Corporations (720)

· Legislation dealing with proxies serves 3 important purposes:  
(1) it provides a means of participation for SHs in corporation decisions, 
(2) disclosure of sufficient information so SHs may evaluate proposed corporation initiatives, and 
(3) disclosure of the information which adequately depicts the financial position of the corporation and which is vital to the investing public.  

· Key goals of corporate law is to assure the optimum allocation of financial resources, permit mobility of resources and to provide facilities for the valuation of financial assets. 

· Following the Kimber report similar proxy provisions have been adopted in Ont, BC, Alb and in the federal legislation.  The legislation was a response to the CL under which SHs had no right to vote by proxy. The CL placed no limit on the extent that the right, if granted, could be contractually circumscribed or otherwise used or abused to advantage of management.  
· The only obligation was to give notice of company meetings. 

· CBCA ss. 147-154 and BCBCA ss. 175-181 deal with proxies. 
· There have been decisions which have emphasized the important of adherence to the proxy legislative requirements.  
· CBCA s.148(3) says that proxy is valid only for the meeting for which it is given.
· Charlenoid v. Bienvenu (Ont. CA 1967): Court held that management committed a constructive fraud on the minority SHs by soliciting proxies w/o complying with the provisions of the Act as to proper notice. So interlocutory injunction was issued restraining the newly elected directors. 
· Babic v. Milinkovic (BCSC 1972, aff’d BCCA): Court granted in interim injunction restraining the directors from acting on resolutions b/c of the failure of the corporation’s officers to provide each SH with proxies prior to or with each notice of the corporation’s meeting as provided by the Act.    

The Form of Proxy (722)
· See pp. 723-724 for example

The Concept of Solicitation (725)
· Definition of “solicitation” is in s. 147 of the CBCA.  
· Note that the BCCBA does not contain provision on proxy solicitation, form of proxy and information circular requirement, so look to BC Securities Act for provisions.

CBCA s. 147“solicit” or “solicitation”

(a) includes

(i) a request for a proxy whether or not accompanied by or included in a form of proxy,

(ii) a request to execute or not to execute a form of proxy or to revoke a proxy,

(iii) the sending of a form of proxy or other communication to a shareholder under circumstances reasonably calculated to result in the procurement, withholding or revocation of a proxy, and

(iv) the sending of a form of proxy to a shareholder under section 149; but

(b) does not include

(i) the sending of a form of proxy in response to an unsolicited request made by or on behalf of a shareholder,

(ii) the performance of administrative acts or professional services on behalf of a person soliciting a proxy,

(iii) the sending by an intermediary of the documents referred to in section 153,

(iv) a solicitation by a person in respect of shares of which the person is the beneficial owner,

(v) a public announcement, as prescribed, by a shareholder of how the shareholder intends to vote and the reasons for that decision,

(vi) a communication for the purposes of obtaining the number of shares required for a shareholder proposal under subsection 137(1.1), or

(vii) a communication, other than a solicitation by or on behalf of the management of the corporation, that is made to shareholders, in any circumstances that may be prescribed;

Brown v. Duby (Ont. SC 1980) (725) 

Facts:  

· Application for an interlocutory injunction restraining the D from soliciting proxies from SHs of United Canso (UC) w/o the dissident proxy circular required by the CBCA.

· UC is public corporation (P) incorp. under CBCA. The Ds, aside from defendant King, were SHs.  
· Ds were part of a dissident SHs’ committee which opposed the present management of UC.  King was a NY corporation which, as its business, solicited proxies on behalf on corporations and individuals.

· Ds caused 2 letters to be sent by King to certain SHs and stockbrokers.  1st letter sent to only SHs resident in the US and the 2nd letter was sent to all SHs.  
· P claims that both letters are a solicitation of proxies w/in the meaning of (now) s. 147 of the CBCA and in breach of the dissent proxy circular provision of the act (now CBCA, s. 150(1)(b)).

Issue: 

Were the letters proxy solicitation letters (and therefore a breach of the act)?  Should an injunction be granted to restrain the Ds from soliciting proxies?

Held:  

Motions dismissed, the company was not given an injunction against the dissidents. 

Prima facie case was established that the 1st letter was a solicitation letter, but injunctions are extraordinary remedy and not appropriate in this case b/c then SHs would lose entire faith in the dissidents.

Ratio:
The s. 147 meaning of proxy solicitation is met if the letter is a “request not to execute a form of proxy” for management and/or a request for “withholding” of proxies from management – even if the letter says that it is “not a proxy solicitation, but is only informal communication”.
Analysis:

· Court held that the 2nd letter was not a solicitation for proxies w/in the meaning of s. 150(1)(b), but was directed to requesting the SHs to sign a requisition requiring the calling of a meeting of SHs “for the election of directors” pursuant to (now) s. 143(1).  

· The 1st letter informed SHs that the committee was not pleased with the current board and that it intended to solicit proxies at the next SHs’ meeting for the election of a new BoD.  It asked the SHs to hold off on sending in proxy materials provided by the corporation until the SHs had received and considered materials sent out by the committee. The court held that the 1st letter was a solicitation letter w/in the meaning of the act (s. 147) since it was a “request not to execute a form of proxy” for management and/or a “withholding” of proxies from management.

· Court also found that the proxy circular send out by the Committee did not meet the requirement of a “dissident’s proxy circular” in the act (s. 150(1)(b)) which has prescribed requirements in regulations that call for certain information about the committee members on the dissident committee. Such information was not provided in the first letter. 
· Because UC shares are listed on some US exchanges, UC is required to meet certain requirements of the Securities Exchange Act, including proxy provisions.  The evidence was that the 1st letter complied with the SEC, but the court rejected the argument that the letter only needed to comply with US law.  
· Court held that that the status and conduct of a corporation is to be determined by the law of the incorporating jurisdiction.  The result being that the provisions of the CBCA relating the proxy solicitation apply to UC and its SHs wherever UC carries on business, even though they are also required to comply with the laws of the host jurisdiction.
· If two or more SHs plan to violate the act – that could found a tort of conspiracy. 
· Court found that the Ps had established a prima facie case of solicitation so the court went on to decide whether to grant an interlocutory injunction.

· Object of Act, and the provisions in question, are for the benefit of SHs and are designed to protect them from possible harm.

· The next SH meeting will be before the trial, so an interlocutory injunction is really a final resolution of this dispute. 

· Damages in lieu of an injunction is not appropriate, so must consider the balance of convenience.
· An injunction is an extraordinary remedy and should not be ordered solely because of this kind of breach unless it can be said that is clearly required to protect the SHs in the circumstances.  

· Court noted that US courts are generally unwilling to tip the scales toward one SHs group or the other on a proxy contest.  The court looked at some case law to see where the balance of convenience lay when considering ordering an injunction in a proxy battle.  
· A US said that should consider whether the defect in the letter caused changed SH behaviour. 

· Court found that the balance favoured the defendants since real harm could be done (SHs would infer wrongdoing on part of dissidents) if the injunction was granted. 
· Here there is time for the misstatements (omissions) to be corrected and there is likely to be an active proxy contest. 
Critique of the Proxy Provisions (734)

· Purpose of proxy legislation is to foster SH democracy by ensuring that management’s nominees for directors are exposed to scrutiny and that SHs have an adequate opportunity to vote. 

· But some argue that the proxy rules have the opposite effect. e.g. from Duby above, it is clear that there is a risk that relatively informal communications between SHs may be construed as proxy solicitations requiring the assembly of a dissents’ proxy circular.
· In response to this concern, the US federal legislation made changes that are designed to exempt informal SH communications from the full rigours of the proxy rules.  

· In Canada some of the risk of SH communications being construed as proxy solicitations has been mitigated by exceptions that were added to the requirement to assemble a dissident’s proxy circular under s. 150 of the CBCA.  A SH may now solicit proxies without a dissident’s proxy circular in the case of a targeted solicitation to 15 or fewer SHs (s. 150(1.1)) or if the solicitation is by public broadcast, speech or publication (s. 150(1.2)).  
· The definition of “solicitation” has also been narrowed in s.147 to exclude a public announcement by a SH on how he and she intends to vote.     

Proxy Solicitation Expenses (735)

· Very little statutory law relating to proxy solicitation expenses or expenses relating to the costs of holdings SHs’ meetings so use CL.

· Not much Anglo-Can. law on this, but in Peel v. London and North Western R.R. Co. (1907 Eng. CA) the court held that management could expend funds to make its position known to SHs 

· Levin v. MGM (SDNY 1967) was a case where there was a conflict between two groups to control MGM.  Ps sought an injunction to stop the current management from soliciting proxies for an upcoming SHs’ meeting arguing that the costs of the means chosen to solicit were extravagant and should be borne by the directors themselves.  Ps were competing for their own seats on Board and did not like the disparity in available resources.  The court held the proper question to be determined was whether or not illegal or unfair means of communication were being employed by management and held that they were not improper or unfair and so denied injunction.  The court also refused to enjoin the use of corporate employees for proxy solicitation, the use of more than one proxy solicitation firm by management, or the use of a law firm, PR firm or friends of management for proxy solicitation.    

Rosenfeld v. Fairchild Engine & Airplane Corporation (NYCA 1955) (736) 

Facts:  

P, a SH owned 25 of company’s 2.3M+ shares. P brought a derivative action to have both sides of a proxy battle return the money ($261 522) that was paid out from the corporate treasury for each of their expenses in a proxy battle.  
The old board spend $106,000 out of the corporate funds while still in office in defence of their position.  A further $28,000 was paid to the old board by the new board after the change to compensate the former directors for their outstanding expenses of the proxy battle - the new board found these expenses to be fair and reasonable.  The new board was also reimbursed $127,000 for expenses of the battle and this payment was ratified by a 16-1 SH vote.  
P does not say that the charges were not legitimate for expenses actually incurred, but argued that these were not legal charges which could be reimbursed for, and that the $ should be refunded.
There was a fundamental and legitimate difference in the policy views of the P group and the old board.      
Issue:  

Was the reimbursement from the corporate treasury of moneys spent on a proxy battle valid? 

Held:  

Yes, the reimbursement was valid, P’s appeal dismissed.
Ratio:
· In a contest over policy as compared to a purely personal power contest, corporate directors have the right to make reasonable and proper expenditures from the corporate treasury for the purpose of persuading the SHs of the correctness of their position and soliciting SH support for polices which the directors believe, in gf, are in the best interests of the corporation.    

· SHs have the right to reimburse successful contestants for the reasonable and bona fide expenses incurred by them in any such policy contestant.
Analysis:

Froessel J.:

· Management may use money from the corporate treasury for the reasonable expenses of soliciting proxies to defend its position in a bona fide policy contest.  

· If directors may not in gf incur reasonable expenses in soliciting proxies, the corporate business might be seriously interfered with because of SH indifference and the difficulty of procuring a quorum. 
· If there is a proxy battle directors must be able to answer the challenges made by outside groups.    

· Court also held that the SHs have the right to reimburse successful contestants for the reasonable and bona fide expenses incurred by them in any such policy contest.  

· Where it is established that money has been spent for personal power, individual gain or private advantage, and not in the belief that such expenditures are in the best interests of the SHs and the corporation, or where the fairness and reasonableness of the amounts allegedly are duly and successfully challenged, the courts can disallow them.

Van Voorhis J (dissenting):

· Payment to the old board: Van Voorhis pointed to the fact that the payment to new board was ratified by the SHs but the payment to all old board was not.  Some of the expenses seemed extravagant.  What expenses the old board should be allowed and what should be disallowed the court should decide even if P said expenditures actually made were reasonable, but brought action on ground that all the expenses not legal.  

· Payment to the new board: if act ultra vires the corporation, then not allowed.

· It is beyond the power of a corporation to authorize the expenditure of mere campaign expenses in a proxy contest (Lawyers’ Advertising Co. v. Consolidated Ry. Lighting & Refrigeration Co., NY).   
· Discussed the difficulties of distinguishing between expenses for the purpose of maintaining/gaining control and contests over policy questions of the corporation. When is lobbying for just power, or just policy – hard to tell.  
· The new board claims it saved the corporation a substantial sum of money by terminating a previous officer’s contract. In the proxy battle the challengers (now the new board) contended that the payment to the officer should be reduced so that members of the board would not continue to profit personally at the expense of the corporation, and that various other salaries should be reduced. These changes have been made and now the new board wants to recover the cost of instituting these changes, and justifies it on the basis that overall money has been saved. Court does not accept this entirely (
· Management may charge the corporation with any expenses w/in reasonable limits incurred in giving widespread notice to SHs of questions affecting the welfare of the corporation, but expenditures in excess of these limits are ultra vires so payments to the new board were ultra vires and could only be ratified by unanimous vote.

· If law is that only successful winners of proxy contest will be reimbursed, then there will be a powerful incentive to persons accustomed to taking calculated risks to increase this form of highpowered salesmanship to such a degree that, action provoking reaction, SHs’ meetings will be very costly

· Campaigns should be paid for by those waging campaigns and their followers, not the corporate treasury.
Questions (742)
· What factors should be taken into account in deciding whether insurgent SHs’ expenses should be reimbursed?  Is it good for SH democracy to reimburse dissident SH proxy expenses and thus encourage SHs to enter into proxy battles, or does it just encourage cranks with axe to grind?

· Should SH approval or disapproval of the expenses be conclusive of the matter?

· Should insurgent group be required to disclose whether it will seek reimbursement?  Should a stated intention not to seek reimbursement bar insurgents from later seeking it?

· Would it make sense to allow reimbursement of expenses on basis of proportion of SH votes obtained by insurgents compared to expenses and votes obtained by management?

Remedies for Breach of Proxy Legislation (743)

A right to particular proxy requirements defined by legislation is only effective as the remedy that is available for a breach of them. So what remedies are available (
Implied Civil Rights of Action (743)

· A statute may regulate or prohibit an activity w/o indicating any consequences arising from a breach of the provisions.  In such cases courts may be willing to “imply” a private right of action.    

· In Brown v. Duby (above – the dissident circular breached the Act) the court held that the criminal penalties that the CBCA prescribed for breach of the statute were not exclusive of civil liability and that a private right of action arose for breach of the proxy legislation: P was both an officer of UC and a SH and it wasn’t entirely clear in which of these capacities the right of action arose, although the court recognised such a right in the corporation as well.
· Ont C.A. in Goldex Mines v. Revill also held there was an implied private right of action in the old Ontario legislation. The Court held that misleading or deficient disclosure to SHs in connection with a proxy solicitation could give rise to both a derivative and a personal cause of action.

· Derivative action used where the corporation is the injured party and SHs are hurt indirectly. Breaches of FD owed to the corporation give rise to derivative actions. 
· Personal action used where the harm to the SH is not merely incidental to the harm to the corporation, but is particular to SH or groups of SHs (see Chapter 11 for more details on the difference between the 2 actions).
· How could an action for breach of proxy legislation give rise to both a personal and a derivative action?  Can the injury be both one that harms the corporation and grounds a derivative action and one in respect of which the complainant SHs suffer particular harm and so grounds a personal action?   

· In Canada v. Saskatchewan Wheat Pool (SCC 1983) the SCC held that there was no independent tort of breach of a statutory provision.  Rather, breach of a statutory provision might serve as evidence of the breach of a duty owed by the defendant.  This seems to call into question all the cases which have held that breach of a statute might by itself ground a civil action.

· Despite Saskatchewan, at least one court has implied a private right of action in the securities law context: in Jones v. Deacon Hodgson (1986 Ont. HC) the court recognised an implied right of action for failure to prepare and file a prospectus as required by Ont. Securities Act.
· However, more recently, Roman Corporation v. Peat Marwick Thorne (1992 Ont. general Div.) said that breach of statute cannot by itself ground an action.
Statutory Liability (744)

· s. 154 of the CBCA provides statutory means for ensuring that proxy legislation is complied with:

154. (1) If a form of proxy, management proxy circular or dissident’s proxy circular contains an untrue statement of a material fact or omits to state a material fact required therein or necessary to make a statement contained therein not misleading in the light of the circumstances in which it was made, an interested person or the Director may apply to a court and the court may make any order it thinks fit including, without limiting the generality of the foregoing,

(a) an order restraining the solicitation, the holding of the meeting, or any person from implementing or acting on any resolution passed at the meeting to which the form of proxy, management proxy circular or dissident’s proxy circular relates;

(b) an order requiring correction of any form of proxy or proxy circular and a further solicitation; and

(c) an order adjourning the meeting.

 (2) An applicant under this section shall give to the Director notice of the application and the Director is entitled to appear and to be heard in person or by counsel.

· “Interested person” definitely includes a SH, but who else might be included?  Does it include directors?  Officers?  Outside party?
· The directors power to sue allows him to start a “class action” on behalf of minority SH’s.
· One curiosity of Brown v. Duby was that court felt compelled to recognise a private right of action to ground the suit, why wouldn’t s. 154 have been sufficient?

· s.154 may be restricted to personal causes of action.  It is not clear whether this provision can be used for derivative actions, or whether you still need to get leave under s.239.  
· Goldhar v. Quebec Manitou Mines (1976 Ont. Div. Ct.): By analogy it suggests that s.154 cannot be used in a derivative action. 
· Remember oppression remedy too when have breach of disclosure requirements.
Injunctions (745)

· An effective remedy for breach of the proxy legislation is an injunction. 
· It is a remedy that courts may be hesitant to issue: Brown v. Duby supra, but courts have often issued injunctions where misleading or incomplete proxy materials have been sent to SHs by management (e.g. Garvie v. Axmith, 1962 Ont. HC – enjoined directors from acting on resolutions) (Alexander v. Westeel Rosco (Ont H.C. 1978) – enjoined amalgamation b/c of deficient proxy under CBCA).
· Injunction is flexible tool and can be used for a variety of purposes: to prevent a solicitation from occurring; a meeting from being held; or resolutions passed at a meeting from being acted upon.   Also have mandatory injunction (= “compliance order”) that requires correction of deficient or misleading proxy material or other action.
· There is functional similarity between an injunction and order rescinding corporate action (see e.g. Babic v. Milinkovic, 1972 BCSC, aff’d BCCA).
Damages (746)

· Claims for damages for violation of proxy legislation will hard to make. There is no Canadian case where damages have been awarded in connection with false, misleading or deficient proxy disclosure to SHs.  This isn’t surprising since it is difficult to conceive how damages would be measured.  
· For example, if SHs elect slate of directors nominated by management and show that proxy circular was misleading in some material way, and that maybe the election result would have been different (hard to show), how would you calculate damages?
· If the action is derivative it will be even harder to calculate damages.
· May be time when court has to award damages b/c too late to apply injunctive relief, but no case yet. In Norcan Oils Ltd. v. Fogler, [1965] S.C.R. 36 the SCC said that the legislation did not give the power to unwind an already consummated amalgamation – so this may be the type of case where damages could be awarded. 
· Would the wording in s. 154 “any order it thinks fit” broad enough to include an order for damages, or would they be limited ejusdem generis by the specific enumerations that follow?   

Question (746)

Are a number of problems that imperil the efficacy of SH oversight of management, like SH “collective action” problems and domination of proxy machinery by management. Proxy rules are designed to ensure that SH oversight through the mechanism of the SH meeting is truly meaningful – are these rules effective in achieving this objective?

Shareholder meetings (747)

Introduction (747)

· Intended to be a key instrument of managerial accountability to SHs.
· 2 types of SH meetings: annual and special. 

· Annual: Corporation has to hold one each year (w/in 15 months of last meeting; CBCA, s. 133(a)). At least 3 items of business must be transacted: 
1. Election of directors (CBCA, s. 106(3)), but actually directors may hold term for as long as 3 years so may actually be no director to elect in any given year. 

2. Appointment of auditors (CBCA, s. 162(1)). 
3. Presentation of financial statements and auditor’s report to the SHs (CBCA, s. 155(1))

· Special: For business that arises between AGMs, CBCA s. 133(2).  Typically held when management is contemplating a fundamental change in the corporation that requires SH approval (e.g. amalgamation, continuance in another jurisdiction). Directors and SHs can call a meeting (CBCA s. 143): SHs of not less than 5% voting shares can request the directors to call a meeting, and if the directors don’t, those SH’s can call the meeting themselves. 
· Provisions relating to the place where meetings may be held (CBCA s.132), notice of meetings (CBCA s. 135) and the quorum for holding a meeting (CBCA s. 139).
· Meetings are designed to allow votes on the issues arising, but also to provide a forum for SHs to discuss matters relating to business and affairs of corporation. So SHs have right of discussion and a right to submit proposals at SHs meetings.
Unanimous SHs’ resolutions (748)
Eisenberg (formerly Walton) v. Bank of NS (1965 SCC) (748)  

Facts:  

· George Ridout (GR) and his brother Ernest (ER) got a loan for their company from the bank. They relying on certain company assets (mostly promissory notes) as security.

· Default under the loan. Bank realised on the assets that the company had pledged as security.

· Company went insolvent and the P brought an action as the TEIB of Ridout Real Estate Ltd (Ridout) to recover the money realized by the bank from the assets.

· GR was a director and the president and sole beneficial owner of all issued shares in Ridout. ER had been the sole beneficial owner but had transferred all the shares to GR

· Loans made and repaid and then made again from BNS to GR. 
· A Miss MacDonald was head office manager and acted as the go-between and told the bank that she was the secretary of the company, but she wasn’t.

· Company went bankrupt and everyone fighting over money – creditors, GR/ER and bank

Issue:  

Was the loan from the bank transaction valid even though it was not passed at SH meeting called for purpose of voting on the transaction?

Held:  

Yes, transaction was valid, P’s appeal dismissed with costs.
Ratio:
· Don’t have to have a formal meeting if unanimous SH resolution passed (via assent or conduct).
· When a matter is ultra vires of the corporation, the corporation cannot be heard to deny a transaction to which all the SHs have given their assent even when such assent be given in an informal manner or by conduct as distinguished from a formal resolution at a duly convened meeting.
Reasoning:

· P said that the transaction was not ultra vires Ridout, and said it could bind the company if it had been unanimously approved by SHs in meeting duly called for that purpose.
· D (bank) admitted that no resolution of directors was passed and no meeting of directors took place, but said that the “inside management rule” (The Royal British Bank v. Turquand, 1856 Eng.) would apply to protect an innocent third party dealing with Ridout w/out notice.
· Here it was not necessary to investigate whether the Bank can rely on “inside management rule” b/c whether or not it could do so, it was plain that the transactions were not only approved by the sole beneficial owner. but actually he was the chief instigator of the transactions and directed them throughout.
· No meeting of SHs was held to approve transactions, but if there had been, it would have been GR, the secretary-treasurer of the company and 2 other employees and none of the latter 3 held any shares and they were all mere nominees of GR. So the result of either a SHs’ or a directors’ meeting would have been a foregone conclusion. If a director had objected he would have been replaced by GR or there would have been a unanimous decision of SHs.
· When a matter is ultra vires of the corporation, the corporation cannot be heard to deny a transaction to which all the SHs have given their assent even when such assent be given in an informal manner or by conduct as distinguished from a formal resolution at a duly convened meeting.

· GR not only assented to the transaction, but instigated it and his assent was that of sole beneficial SH so it binds the company.
· Not deciding whether the transaction between the bank and Ridout was lawful for company to enter into b/c this was conceded by the P who said that the transaction could have been ratified, but only by a SHs meeting..
Notes (751)
· CBCA now provides that the SHs can dispense with SHs’ meetings and perform all matters normally required to be dealt with at these meetings (or other business) by unanimous SH resolutions (s. 142).

· But remember to distinguish these resolutions from unanimous SH agreements (see below)
· These resolution provisions are useful for smaller private corporations with few SHs b/c meetings are expensive and time-consuming especially where SHs live in widely disparate locations or if there is only a single SH.

· Note Eisenberg (above) says “assent may be given in informal manner or by conduct…” so this goes further than the statutory provisions (passed after Eisenberg). So have the statutory provisions replaced the CL or does Eisenberg still apply?

· In Eisenberg not only was there no SHs meeting, but no directors meeting either (although the documents given to the bank suggested that there was a directors meeting). Could the SCC have invoked principles of agency law (Chapter 4) to achieve the same result?  What does Eisenberg add to the principles of agency law?

The use of directors’ powers in relation to meetings (752)

Schnell v. Chris-Craft Industries Inc. (1971 Del. SC) (752)

Facts:  

· P was dissatisfied with CCI’s performance. P, with other dissident SHs, formed a SHs committee which filed with the SEC their intention to wage a proxy contest for election of new directors.
· 2 days later, at a directors’ meeting, the company’s bylaws regarding its AGM were amended to change the meeting from the second Tues. in January to any day in Dec or Jan and then that year’s meeting was rescheduled to Dec 8.
· P sought preliminary injunction against corporation regarding the change in date and an order reinstating the former meeting date. P argued that the change was to handicap the efforts of the SHs’ committee to prepare for the proxy battle.
· D said that the change was to take advantage of better weather conditions and to avoid necessity of mailing notices to SHs during Xmas mail time.
· Delaware Ct. of Chancery held that management’s intention was to hamper SHs, but that their actions were legal and b/c P had already had adequate time to present their views to other SHs, a preliminary injunction was not warranted. P appeals.
Issue:  

Can directors’ change the meeting date even if the purpose of doing so is to hamper SHs’ efforts?

Held:  

Judgment below reversed – original meeting date reinstated; appeal allowed

Ratio:
· Even if actions were legal, equity can step in if conduct is fraudulent or inequitable.
Discussion:
· Chancery Ct. essentially found that management attempted to use corporate machinery and Delaware Law to perpetuate itself in office and to that end obstructed the legitimate efforts of SHs in exercise of their rights to undertake a proxy contest against management – these are inequitable principles contrary to established principles of corporate democracy. 
· The advancement by directors of the by-law to change the time period for holding of meetings, and then amending the date under the new bylaw, may not be permitted to stand – it may be legal (management argued that they complied strictly with Delaware law) but is inequitable.

· Dissent held that the dissidents have been planning their t/o for a long time, they were not prejudiced by the change, and applied too late for an injunction. 
Notes (754)
· The court said that the action was legal, but inequitable, so the court gave relief. What would happen in Canada – on what basis could the court grant relief?
· Consider “improper purpose” cases in Chapter 6, could these be applied to “read down” the authority given to the directors to set the meeting date? Are those chapter 6 cases even good law still given Teck, Hiram Walker and Olson?
· Could court invoke principles of fiduciary duty (that now have statutory force, CBCA, s. 122) or the statutory oppression remedy?
· Would Canadian courts invoke an “expectations” principle to limit the authority of directors? Consider this when reading the oppression and winding up cases in Chapter 11.
The conduct of meetings and the right of discussion (755)

Wall v. London and Northern Assets Corporation (1898 Eng. CA) (755) 

Facts:  

· LNA was a limited company. This action arose in part from a meeting convened by the company to approve a sale of assets

· An extraordinary general meeting was held on Feb 22, 1898. A resolution approving agreement on the sale of certain assets was moved and seconded. The meeting was then adjourned until Mar 22.
· At Mar 22 meeting, Mr. Wall entered into explanation of objections to the scheme. Mr. Parker pointed out the advantages of the scheme and mentioned the objections to scheme outlined in the circular of Mr. Wall. Mr. Rowley was speaking out against the schemes, but both of the directors and Mr. Wall were interrupted by cries of “Vote”.

· The chairman then put a motion that debate should close and 24:2 voted in favour of the motion to close the debate. 

· The chairman put the asset sale resolution to a vote and it was carried by 35 to 3.

· Mr. Wall wanted a poll but couldn’t get the required support of 4 others present to demand it. So the chairman declared the meeting closed and the SHs who wanted to discuss it never got the chance. 
· An extraordinary general meeting was held on Apr 6 to confirm the resolution. 

· Mr Wall had proposed an amendment that would allow the dissident SHs to warn the purchaser of the assets that they were not happy. 

· The chairman ruled that the amendment received from Mr. Wall could not be put and moved that the resolution of Mar 22 be confirmed; this was seconded.

· Then there was much confusion, some debate began, some wanted to vote to approve right away, some wanted to adjourn to think about it. 

· Then a vote on the asset sale resolution confirmation occurred and was carried. Then they voted to adjourn the meeting, but that motion was not carried. 

· So Mr. Wall demanded a poll. This time he did have the requisite 4 people to support him so a poll fixed for Apr 13. When the poll was held, the motion carried and the original asset sale approved on March 22 was confirmed.
· Mr. W then started action on behalf of himself and other SHs who had not voted for the resolution wanting injunction and declaration that the original March 22 resolution was void and the confirmation ineffective. 
· Trial judge said that there were no irregularities in meeting sufficient to vitiate the resolution.
Issue:  

What is minority’s right to be heard? Was the March 22 resolution valid? 
Held:  

Appeal dismissed, in this case the majority gave the minority adequate chance to speak. 
Ratio:
Majority has to hear minority opinion and must not be tyrannical, but after hearing what is to be said, they may say, “we have heard enough, we are not bound to listen until everyone is tired of talking”; minority can’t be tyrannical either

Discussion:
· Principle that majority cannot be allowed to do just what they please without hearing minority opinion is good, but it does not mean that a minority who are bent on obstructing business and resolved on talking forever should not be put down.
· No reason to suppose any terrorism in this matter by majority.

· Majority is only required to listen to reasonable arguments for a reasonable time. 
National Dwellings Society v. Sykes (1894 Eng. Ch.) (758) 

Facts:  

· Articles of NDS said that the business was to be managed by a council vested with all usual powers of directors. The articles said that every general meeting was to be led by a member of the council, but if a council member was not present, then the members could choose one of their own rank to preside.
· Articles also allowed any ordinary meeting w/out notice to receive accounts, balance sheets and reports of the council and of the auditors, and to accept or reject them.
· At AGM, Sykes was a council member and the chair. He moved a resolution that the report and accounts be received. Resolution was defeated 6:28. Sykes declared the resolution lost, declared the meeting dissolved and left the room with his supporters although the election of directors and auditors hadn’t been disposed of.
· The remaining members elected another chairman and passed a resolution to adjourn the meeting for 6 weeks.  At this next meeting (no Sykes), an investigation committee was appointed to look into the SDS’ affairs. 

· The committee, unhappy with the way the council was running things, commenced action against the council.
Issue:  

Was Sykes’ conduct as chairman of the meeting legal?

Held:
Sykes had no right to stop the meeting – they were therefore justified in continuing with the meeting in his absence. 
Ratio:
The power to stop a meeting at one’s own will and pleasure is not w/in the authority of the chairman. If a meeting is called for the particular purposes of the company the chair can’t stop the meeting while business is still open.
Discussion:
· Duty of chairman to preserve order and ensure proceedings conducted in proper manner and that the sense of the meeting is properly ascertained with regard to any question that is properly before the meeting.
· Meeting can thus continue w/out this chairman if he tries to stop the meeting as Sykes did.
Notes (759)
· s. 137(1)(b) of CBCA provides for SH right of discussion at AGMs (if entitled to vote). The OBCA says SHs have right to discussion at AGMs and special meetings.  Does CBCA exclude right of discussion at special meetings by implication then?  Or is there a CL right of discussion?

· There is no CL or statutory right to allow non-voting SHs to speak. Ont. Sec. Commission has issued Rule 56-501 and the TSX has Policy 3.5 that require public companies to send non-voting SHs all material the voting SHs get to allow these SHs to attend SHs’ meetings and ask questions.
· Re Bomac Batten Ltd. and Pozhke (1983 Ont. H.C.) followed National Dwelling Society case and reaffirmed SHs right to be heard at AGMs w/o discussing s. 137 of CBCA. In Re Bomac it seems the chairmen was eager to find lack of quorum. Chairman said that one of the proxies was invalid. The proxy holder protested and wanted to discuss it, but the Chairman left the meeting. The remaining SHs continued the meeting, approved of the proxy, elected a new BoD.  The BoD asked for court approval. The court found that the proxy was valid, and that the meeting was not properly adjourned by the chairman, and was properly continued by the other SH’s. The court said that the chairman acts in a quasi judicial role, and so erred in deciding before he had fully heard the arguments of the protesting proxy holder.  
· Series of cases involving Michael Blair and Canadian Express Ltd. (CEL) revisited these issues (761):

Blair v. Consolidated Enfield Corporation (1992 Ont. general Div) (761 - bottom)
Facts:
· MB was director, CEO and substantial SH in Consolidated Enfield Corporation (CEC). Canadian Express Ltd. (CEL) was the largest SH in CEC. Leading up to SHs AGM there was tension between MB and CEL, but CEL said that it would support management’s slate of nominees for director, including MB at the meeting. 

· MB was worried that CEL would change its mind so he consulted CEC’s lawyers on the night before the meeting with view to what he should do if a nomination for directors made from the floor. He was told that CEL had used the form of proxy sent to SHs by management and that this meant that proxyholders had no discretion to vote for candidates other than those on the management slate. 

· Just before the meeting, CEL did indeed change its mind and nominated Price as a director rather than MB and the proxyholders voted for Price. If these votes counted then there were enough votes to elect Price over MB. 

· As chair of meeting MB again consulted with CEC lawyers who said that proxyholders could only vote for management slate. So he returned to floor, indicated that a # of proxies had been held invalid and declared the management slate of directors elected. 

· CEL rep wanted to be heard, but MB didn’t give him the floor
· CEL then sued MB and CEC seeking declaration that Price was director, not MB
Issue:
Had MB acted appropriately?

Held:
No, MB had acted inappropriately. 

Discussion:
· Can. Express Ltd. v. Blair (1989 Ont. HC): on proper construction of proxies, they had been properly voted for Price.

· Expert evidence indicated that it was industry practice that SH designees that hold blank proxies have the full discretion to vote as they see fit.

· CEL’s challenge also succeeded b/c MB had failed to meet quasi-judicial standard of behaviour as chair of the meeting (following Re Bomac Batten). MB acted as a judge in his own cause. 

· Also held that MB had failed to accord dissenting SHs right to be heard following his ruling on the validity of the proxies, and this alone means that MB’s ruling cannot stand. 

Notes

· Costs awarded jointly and severally against MB and Blair, but by this time CEL had control of CEC and decided to collect costs solely from MB.

· MB requested indemnification of costs from CEC. CEC refused, so MB sued CEC. MB and lost b/c he hadn’t acted in the best interests of CEC in defending litigation begun by CEL: Blair v. Consolidated Enfield Corporation, 1992 Ont. general Div. The appeal for this case follows, it deals with indemnification, but such indemnification turns on the appropriateness of MB’s conduct. 
Blair v. Consolidated Enfield Corporation (1993 Ont. CA; aff’d 1995 SCC) (763)  

Facts:  

See above Notes; MB is appellant plaintiff, CEC is respondent defendant who does not want to pay for the costs MB incurred in defending the action against CEL when CEL claimed (successfully) that MB had acted improperly in the meeting for the election of new directors. 
Issue:  

The main issue in this case is one of indemnification i.e. is MB entitled to indemnity from CEC. But the case is really discussed in this section of the book for what it says on the proprietary of MB’s conduct as Chair of the SHs’ meeting.
Held:  

Appeal allowed, MB is entitled to be indemnified by CEC for his costs in defending the suit bought by CEL.
Ratio:
· The duty of the chair at meetings is one of honesty and fairness to all individual interests and is directed generally toward the best interest of company.
· The duty of fairness does not mean that the chair must selectively assist those SHs who attend the meeting to vote.
· Duty of fairness relates to the decision-making process and the conduct of proper corporate meeting only.

Discussion:
· The issue is not whether MB was a better director than Price, but whether the procedure at the meeting was appropriate. 

· It is in the interests of a corporation to defend its corporate acts if defence is justified. 

· Discussion of whether MB satisfied the onus of bringing himself w/in s. 136 of OBCA (which requires that he must have acted honestly, in good faith and with a view to best interest of the corporation).

· The critical time for s.136 is the time of the SHs meeting, not the litigation. 

· Legal advice does not automatically sanctify conduct base upon it as done in good faith for the purposes of s.136, but is relevant to that issue. 
· Quasi-judicial duty of chair is not a great description of the chair’s role as it implies that the chair can never have personal interest in the issue. That’s not true if the chair is more than a nominal SH of a public company. Thus can’t say that a decision that benefits the chair personally is non-judicial and is thus not bona fide. 

· It is better to say that the duty on the chair is one of honesty and fairness to all individual interests and directed generally toward best interest of company.
· Events leading up to the meeting in this case created an aggressively competitive atmosphere.
· Team of lawyers told MB that ballots cast by proxies weren’t valid and that it was his duty to make the ruling he did despite his interest in the outcome. 

· Court does not see how he had a choice in the action to be taken, although it would have appeared more fair if he had not closed the debate. But result would have been the same. Even if had disinterested chair, they would have had to turn to CEC’s lawyers

· R argues that b/c MB knew when nomination of Price made from the floor, that proxies couldn’t vote for him, MB should have alerted proxies to this fact so that they could execute new proxies.

· Court says that must remember another faction deserving fairness and that was 15% of SHs who weren’t represented at the meeting. If the meeting was adjourned so that CEL proxies could be accommodated, then these SHs would have to be informed that a battle for control was on and that their votes could determine the result.

· The duty of fairness does not mean that MB must selectively assist those SHs who attend meeting to vote. The duty of fairness relates to the decision-making process and to the conduct of a proper corporate meeting.

· The CA finds that the meeting was properly conducted by MB. 
· MB acted reasonably in defending the litigation and so is covered by s. 136.
SH proposals (767)
· Usually nominations for directors, proposed changes to company’s articles and bylaws and other proposals originate with management, but the CBCA allows SHs to make proposals to be considered at SHs’ meetings (s. 137; BCBCA, s. 188) The rationale for this is to foster SH democracy.
· 4 categories of proposals:

1. That articles be amended (CBCA, s. 175(1))

2. That a by-law be made, amended or repealed (CBCA, s. 103(5))

3. Nominations for election of directors if SHs have at least 5% of shares or 5% of class of voting shares (CBCA, s. 137(4)).
4. Residual category of uncertain dimensions. If the proposal does not relate to the business or affairs of the corporation then the mangers may refuse to circulate it. So the fourth category is limited and must comply with CBCA s. 137(5).
· Valid SH proposals are circulated at corporation’s expense with management’s proxy circular.
· SH may also request that management circulate a supporting statement of not more than 500 words under CBCA (Regs. s. 49) and 1000 words under BCBCA (s. 188).
· SH proposal provisions of CBCA reformed in 2001 after 2 major cases arising out of similar SH proposal sections of Bank Act (Verdun v. Toronto Dominion Bank (1996 SCC) and Michaud c. Banque Nationale du Canada (1997 Que. SC).
· Proposals can be made by beneficial or registered SHs but SH must continuously hold a prescribed min. # of shares for a prescribed amount of time before submitting a proposal (CBCA regulations. s. 47 says 6 month period on shares of $2,000 or 1% of total # of outstanding voting shares, whichever is less). Support from other SHs can be counted toward meeting these requirements (CBCA, s. 137(1.1)(b)). The corporation has right to demand proof that requirements are met (s. 137(1.4))

· Management must circulate a SH proposal to SHs, except in certain circs. where they can refuse to do so: CBCA, s. 137(5) ( if proposal “does not relate in a significant way to the business or affairs of the corporation” (have seen both narrow and broad interpretation of this by courts).
· What is effect of proposal?  Is it binding on management or merely a recommendation?  Different answer for each category

#1:  amending articles; CBCA doesn’t deal explicitly with this, but by implication from s. 175(2), a properly passed (by SHs) proposal to amend the articles is binding. The OBCA doesn’t explicitly say so, but by implication from other sections of the Act, if a proposal is passed, then it is effective. Although there used to be, the CBCA and OBCA no longer require all amendments to the articles to begin with a directors resolution. 
#2:  amending by-laws; nothing in book about CBCA on this; OBCA says this has effect from date of adoption and requires no further confirmation (s. 116(5))

#3:  a nomination of directors is just a nomination for election, which can then be voted on.
#4:  residual category; hard to know what effect a resolution would have. CBCA gives directors power to manage corporation (s. 102). If a SH made a proposal to amalgamate the corporation with another corporation, and this passed by special resolution, would that trench on the authority of directors to manage the corporation? Does that mean it can only be a recommendation?  Or if SH made proposal to discontinue the manufacture of a certain product (e.g. Medical Committee for Human Rights v. SEC (1970 US App. DC)) is this impermissible interference with power to manage and so therefore not binding? Normally such changes would be suggested by management and approved by SHs.
Notes (770)
· US framework governing SH proposals in publicly traded companies is set out in Rule 14-a8 of Securities Exchange Act ( SH can deliver a proposal and request management to circulate it in corporation’s proxy materials.
· There are 13 grounds whereby management can refuse, but must notify SH and SEC and provide reasons. Reasons could be that procedure not complied with, proposal relates to regular management activities etc. If SEC thinks the refusal is unjustified, it will send a letter recommending that the proposal be included in the proxy materials. But to get a legally binding ruling the SH must commence an action in courts or appeal to SEC for binding decision.
· Medical Committee for Human Rights v. SEC (1970 US App. DC) dealt with management’s right to refuse to circulate a SH proposal on grounds that it was motivated by general political and moral concerns and that it dealt with ordinary business of corporation. The  MCHR wrote to Board of Dow Chemicals requesting that it include a proposal in proxy materials that Dow stop selling napalm to buyers who could not give reasonable assurance that it would not be used on human beings. The SEC agreed with Dow’s refusal and MCHR initiated an action to force the SEC to reconsider its claim and furnish adequate reasons for its decision. The Court said that Dow didn’t have good reason to refuse and that they were just trying to implement their own moral and political preferences and used ground of interference with ordinary business as “shield” to do so. Court said that ultimately the SHs should make the socio political decisions for the corporation. Note that result however was only that SEC ordered to reconsider petition and give adequate reasons so not so far reaching.

· Compare the result in Medical Committee for Human Rights to that of Dodge v. Ford in Chapter 4. 
Varity Corporation v. Jesuit Fathers of Upper Canada (1987 Ont. HC, aff’d 1987 Ont. CA) (772) 

Facts:  

· Application by Varity Corporation (formerly Massey-Ferguson) for order permitting Varity to not include a SH proposal that the company end its investments in South Africa in its mailing to SHs for AGM.
· The proposal was submitted by Jesuit Fathers of UC and Ursuline Religious Diocese of London, Ont.
· s. 131(5)(b) [now s. 137(9)] of CBCA applies. Varity admits that SHs have status, no issue raised regarding timing and only objection is the content of the proposal.
· At the time, the statutory clause said that the corporation could refuse to circulate the proposal if the proposal was primarily for the purpose of promoting general economic, political, racial, religious, social or similar causes. Varity is using this clause to refuse.
Issue:  

Can Varity refuse to circulate the proposal under the statute?

Held:  

Yes, Varity can refuse to circulate the proposal under the statute b/c it is primarily political i.e. to abolish apartheid in SA.
Ratio:
· The fact that there may be a more specific purpose or target doesn’t save the proposal if it also has a general purpose (as per statute) of promoting general economic, political views etc.

Discussion: 
· Varsity argued that most SH’s do not attend the meetings and the cost of distributing the information is best handled by just adding the note to the proxy materials that are sent out. 

· Language of proposal and supporting statement leave no doubt that primary purpose of proposal is the abolition of apartheid in South Africa.

· No matter how commendable the goal, if the goal is primarily political, then the statute says that the corporation is not required to circulate it. 
· The fact that there may be a more specific purpose or target (Jesuits said proposal related to specific business affairs of Varity in South Africa) doesn’t save the proposal. The more specific purpose here is w/drawl of Varity from South Africa, but the primary purpose is as stated above and falls w/in the statutory section.
Notes (775)
· Clearly the issue of characterization is key to success on these applications. 

· The onus of proof is on the applicant under s. 137(9). So here the company had the onus. But if they hadn’t applied for the order and instead, Jesuits had applied for order to include the proposal under s. 137(8), would the onus still be on applicants (now the Jesuits)?  Does it make any sense to shift the onus of proof depending on who makes the application?
· Greenpeaces Foundation v. Inco (1984 Ont. H.C.): Greenpeace wanted to circulate proposal to reduce emissions by Inco. Court said no b/c similar issue had been voted on recently. Although the previously rejected proposal was more costly than the new proposal!
· Michaud c. Banque Nationale du Canada (1997 Que. SC) (776)
Facts:
M was a registered SH of National Bank and was qualified to make proposals under SH proposal provisions of the Bank Act (equivalent to CBCA sections). M sent resolutions to National Bank, Royal Bank and other major Canadian banks relating to various aspect of corporate governance, including 
· capping of overall compensation of highest-ranking bank execs to 20x average salary of bank employees, 
· separating the role of the chair of the Board from CEO of the bank, 
· prohibiting providers of services to bank from serving as directors, and 
· increasing the # of women nominated for election as directors
Banks declined to submit his resolutions and he sought an order that banks circulate the proposals under s. 144(2) of Bank Act
Banks argued that M had only small amount invested in each bank so shouldn’t have standing and that could be excluded under statute b/c primarily submitted to redress a personal grievance, to secure publicity and to promote general economic, political and social causes.

Issue:
Should the bank be required to circulate the proposal?

Held:
Yes, must circulate. 

Discussion:
Judge rejected all arguments and said civilized discussion of M’s proposals would benefit the banks and their SHs; ordered to include in proxy materials.

Note: The resolutions were ultimately defeated at SH meetings.
· Verdun v. Toronto Dominion Bank (1996 SCC) (777)
Facts:

V and his wife were beneficial owners of 2000+ shares of TD. He submitted 11 proposals relating to the structure and make-up of board and the procedures at annual SHs meetings.
Management refused to circulate the proposals saying that they were designed to address a personal grievance and that he was trying to get publicity (s. 143(5)). Also b/c v. was not a registered SH, he was not entitled to vote under the Bank Act and so was not entitled to submit a proposal.
Issue:

Should the proposals be circulated?

Held:

Application dismissed at trial b/c court found that, under s.143(5) it was submitted to secure publicity.

OCA said that didn’t have to consider s. 143(5) b/c v. was not a “SH entitled to vote” and SCC agreed with OCA.
· New CBCA provisions allow beneficial owner to submit proposal (Verdun may have succeeded) but require ownership for significant length of time (Michaud would have failed – he just bought one share so that he could submit the propsal).
· If SH meeting is requisitioned and a SH proposal is made to make a fundamental change in the corporation (e.g. removal present board under s. 109(1) of CBCA), what, if anything, can the current board do to frustrate the purpose for which the meeting is called?  See Shield Development Co. v. Snyder (1975 BCSC) and Carrington Viyella Overseas (Holdings) Ltd. v. Taran (1983 Que. SC)
· Are SH proposals truly useful in promoting corporate democracy??

· Book gives example of group in US who wanted to educate management and public about social role of corporations and promote corporate responsibility. They waged a campaign with GM to get public interest directors on board among other things. They were successful at court in getting proposals included, but lost overwhelmingly at SHs’ meeting (<3% of votes). They still claimed success though for creating a national debate on corporate responsibility.
· Raymond Crete mid-1980s survey of Canadian corporations indicated that 84 of 93 firms had never received a request to include a SH proposal in the proxy materials. Only 3 companies had actually included a proposal in proxy materials and of the votes cast on those proposals, only 0.1%, 1.3% and 6.7% of SHs voted for each proposal.
· Jeffrey MacIntosh thinks that SH proposals serve a useful function even though they routinely fail b/c they can serve an educative function by putting issues of concern to investors on the public agenda and this can create pressure on corporate mangers to not adopt wealth-reducing measures. Debate can cause normally passive SHs to rethink their sometimes unthinking support of management.
· Most SH proposals in Canada have no chance of succeeding as majority of public corporations are controlled legally or effectively by an individual or small group. The most likely avenue for success for SH proposal is winning enough support that management decides to take notice and make changes to avoid alienating investors.
Judicially ordered meetings (779)
· Corporate statutes have provisions that enable courts to order a meeting of SHs where it is “impracticable” to convene a meeting (CBCA, s. 144)

· Case law on these provisions falls into 2 groups:

1. Cases where “impracticability” arises from some technical cause such as impossibility of getting a quorum. Re Edinburgh Workmen’s Houses Improvement Co (1934): court approved resolutions despite lack of quorum b/c many SHs lived far away.
2. Cases where “impracticability”, while superficially technical in character, is in fact a reflection of underlying disputes over policy or control.  
·  Getz article discusses the leading cases in this group. He states that the applicants for a court ordered meeting under this category need not show that the directors breached their duties to the corporation, but just that the SHs have been deprived of their rights “to have an account of the conduct of the company’s affairs and an opportunity to express their views on corporate policy”

· This protects minority’s right to be heard i.e. majority can’t shut them up by not showing up and thus defeating quorum. Minority just has to convince court that the matter is relevant and that a meeting should be held. 
· The limit on scope of section is that meeting must be one that is constitutionally proper having regard to powers of general meeting under Companies Act and articles (
· Re British International Finance (Canada) Ltd., Charlebois v. Bienvenu, Ont. CA
Two factions fighting for control, each claimed to be duly elected. Pending litigation, but who manages in the interim? Could the court call a meeting to achieve something that could not be achieved at a meeting called using the official process. Court said that the purpose of the section was to allow a meeting to consider issues which could ordinarily come before a properly called meeting, but were not b/c the meeting was not being called using the regular process. But you cannot consider issues that a regular meeting could not consider. In this case could not have a meeting to elect a new board – can only have one election per year, and the pending litigation would decide if the recent election of the new board was valid, if it was they were in, if not then they old board remained, but would never have two elections in one year. So will not order the special meeting.

· If one wants s.135 to be a vehicle for enforcement of SH rights and to allow SHs to control management, the a broad view of s.135 should be taken. 
Canadian Javelin Ltd. v. Boon-Strachan Coal Co. (1976 Que. SC) (781)
Facts:  

· Dispute between 2 factions in management of CJL.  JD was beneficial owner, directly and indirectly, of 18% of stock of CJL. He had been a director and its driving force in management since inception but now is a figure of controversy with charges laid against him in Nfld.
· One of the SH factions said that at directors’ meeting, JD had offered to resign as director if directors decided that his presence was detrimental to the company.
· Mar 3, 1976, notice of directors’ meeting for Mar 6 forwarded to each director and although 4 directors, including JD weren’t in the Montreal area, the meeting was not postponed.
· At the meeting the directors accepted JD’s earlier offer of resignation and elected and appointed new officers, changed the signing authority at the company’s banks and appointed new legal counsel.
· A Mar 15 meeting was held with 5 directors, including those missing at the Mar 6 meeting and they found that the directors elected at the Mar 6 meeting were no longer directors and they appointed their own directors and officers.
· Lots of litigation between the 2 groups and, as result of the dispute, the company’s line of credit was terminated putting the company’s financial outlook in doubt. 

· Boon-Strachan was SH of CJL owned by JD. It requested a court order for a special meeting of SHs.
Issue:  

Does company have to call a special meeting at the request of Boon-S?

Held:  

· Petition granted: order a special meeting of SHs to be held on July 29 or 30, 1976 at cost of company.

· Notice to be sent to SHs. 

· Court gives other directions: 
· On how proxies to be handled, 
· Appoints independent person to be chair of meeting with final and binding decision-making power over all parties.

· Chair can appoint scrutineers for counting and preparing proxies.

· Directors elected at special general meeting of SHs hold office until next AGM.

· No additional new shares or convertible debentures or share options of the company issued or allotted or transacted by company until after the next AGM; 
· Order as to costs (to be borne by the company), etc.

Ratio:
· “Impracticable” doesn’t mean “technically impossible”.
· If dispute among factions is the source of the problem, then court can order SH meeting to resolve things (especially if damage is being done to the company, the SHs or otherwise)

Discussion:
· No doubt from evidence, that this situation is not only abnormal, but detrimental to best interests of company and SHs. 

· The role of directors is to act in fiduciary capacity not to try to take over control of company for their own personal advantage.
· The corporation didn’t respond to petition by Boon-S for a special general meeting of SHs. At court the corporation said that it didn’t call a meeting b/c the financial statements were not ready. This is NOT a valid reason to preclude the holding of a special meeting (Re El Sombrero Ltd, 1958 Eng. Ch.)

· Look at Can. corporations Act, s. 106 [now covered by CBCA, s. 144]; not much case law on this.

· [The old section (s.106) started: “if for any reason”, but the new section (s.144) is less expansive].
· Evidence shows that it is urgent that a meeting of SHs be held to stop the damage that may be caused to the assets of the Company at the detriment of the SHs.

· The company will soon be in default of holding AGM.

· Given the situation between the factions, it is impossible for one side to hold a meeting that would be fair to the other, but it is in the best interest of company to have a meeting asap to give clear mandate to persons whom SHs wish to manage the company.

· To have litigation end, we need a meeting conducted by disinterested person of high repute (and court has a person in mind).

· The court should be careful to do as little violence to corporation’s articles or regulations when ordering a meeting. 

· Should set date for meeting to give sufficient time for preparation of required documentation.
Note (786)
· Did court actually have jurisdiction to order a meeting here?   Shouldn’t they just have decided which board was the rightfully elected one? i.e. compare this to the case quoted in the Getz article. 
Barsh v. Feldman (1986 Ont. HC) (787)

Facts:  

· Application under s. 106(1) of OBCA for order requiring a meeting of SHs and an order to vary the requirements for quorum as set out in By-law 1 so that only 2 SHs holding at least 51% of issued shares are required to be present instead of present requirement of the 3 SHs who each hold 1 share.
· Barsh, his father and Feldman started a construction company in 1954. Each got one of the three shares. They carried on the business of acquiring real property and building houses on it. A bunch of houses were built and sold between 1960-66 and since then, the corporation has been relatively inactive.
· The corporation still has real property though and Barsh wants to develop it (his dad is dead) and so he offered to buy out Feldman’s interest.
· Dead dad Barsh’s interest:  Son excercised an option under dad’s will to purchase dads share. That share is now held in trust by Barsh for S&E Consultants Ltd., who have ½ of it, and the other ¼’s are held by Barsh in trust for each of Barsh’s sister and brother. 

· The shares of S&E Consultants Ltd. are owned by Barsh and his wife

· Feldman did not return Barsh’s 
· resolution to effect the transfer of the share of the dead dad or 

· resolution of SHs electing a corporate solicitor as director.

· So Barsh requisitioned the special meeting of the SHs.
· Negotiations continued for purchase of F’s interest and for amendment of By-law 1 which would eliminate the need to have F’s attendance or vote at meetings of SHs and directors and would remove F as a signing officer.
Issue:  

Should court order meeting and change quorum requirements?

Held:  

No, despite the difficult between F and B in the recent past, it appears that progress is imminent, and allowing the amendments would disrupt the power balance and would be contrary to the involvement of all three SH’s as anticipated by the articles. Application dismissed

Ratio:
When ordering a calling of a meeting or directing the conduct of a meeting, the court should do as little violence as possible to corporate articles or regulations.
Discussion:
· Under OBCA, directors required to call AGM not later than 15 months after holding last preceding AGM and can call special meeting at any time

· Last meeting of SHs and directors was held on April 8, 1966 and on May 27, 1985, Barsh with one of three shares, requisitioned directors under s. 105 to call a meeting of SHs for purposes stated

· Under s. 105, directors required to call a meeting but no such meeting has been called

· F now says that he’s willing to meet with applicants to formulate a joint policy for development of disposition of the properties, prior delay makes it doubtful that the parties can agree. But, F has given undertaking through counsel to sign a resolution for AGM, approving the annual financial statements, electing the officers, appointing a director to replace the deceased and to approve the transfer of the share of the deceased to Barsh, in trust.

· So don’t need SH meeting now. This is a discretionary decision by the court. 
· Facts here don’t support the exercise of discretion to change the quorum requirements. That would effectively lock one of the three equal SHs into a company in which he has no control.

· Quorum here was to ensure that there would be no corporate action, except on consent of all. The corporation was carefully structured so that no SH could control it and the quorum requirement was one aspect of this.
· Answer of problem of disagreement among SHs is not to compel a meeting whereby 2 of 3 equal SHs may outvote the third, the answer is the winding up of the corporation, but it is not time for that yet. 
· Find F not unreasonable in refusing to call or attend a meeting which would have resulted in the loss of sharing of control for him and effective transfer of complete control to B

Note (789)
· For contrasting holding on issue of quorum variation see Re Pizza Pizza Limited (1987 Ont. S.C.)

SH-requisitioned meetings (790) 
· Under CBCA s. 143 SHs may requisition directors to call meetings. This power is limited to SHs who combined have not less than 5% of issued voting shares.
· When proper requisition received, directors must, subject to certain exemptions, call a SHs’ meeting (s. 143(3)) asap (s. 143(5)).
· If directors don’t call meeting w/in 21 days of receipt of requisition, any SH who signed the requisition may call the meeting.

· While the OBCA makes this duty on directors subject to listed exemptions, the CBCA doesn’t (s. 143(4)). So does this mean that a SH may call a CBCA requisitioned meeting regardless of whether the proposed meeting runs afoul of the exemptions?  See Airline Industry Revitalisation case below.
· Business at SH-requisitioned meetings is limited in the same way SH proposals are (CBCA s. 102). 

· Meetings are often used to remove current directors and elect new ones. This can be particularly significant during a takeover bid b/c an acquirer often cannot afford to wait until the next AGM and the board is often reluctant to call a special meeting. But the acquirer, through its shares, can call such a meeting.
Airline Industry Revitalisation Co. v. Air Canada (1999 Ont. SCJ) (790) 

Interpretation of s. 143 and s. 144 of the CBCA.
Facts:  

· AirCo was a corporation used by Onex and American Airlines to acquire and merge Air Canada (AC) and Canadian Airlines. To this end, AirCo sought to take over AC. To put the takeover into effect, AirCo considered it necessary for AC to implement changes to its articles.
· AC board called a special SHs’ meeting for Jan 7, 2000, but AirCo and other SHs with 5%+ of AC’s voting shares requisitioned the board to call a special meeting between Nov 4 and 8, 1999 to approve the takeover bid and implement the suggested changes to the articles and alter control of the board.
· The board rejected the requisition and AirCo brought an application for an order requiring the directors to call the meeting or for the court to call it.
· Note that the federal gov., by making an order in this case under the Canada Transportation Act, had created a 90 day window for AC, Canadian and other parties to negotiate a merger w/out violating the Competition Act. That window ended on Nov 10, 1999, but during the window no Competition Act issues had to be considered. [This is kinda irrelevant for our purposes!] 
Issue:  

Should AC be required to hold a meeting in response to the AirCo requisition and if so, when should it be held?

· Is AC’s Board required by CBCA, s. 143(3) to call and hold a special meeting of SHs pursuant to the requisition?

· If not, does the applicant still have right to call such a meeting on its own b/c of s. 143(4) and should it be left to do so w/o court intervention?

· If “no” in either case above, should the court exercise its discretion under s. 144 to order a meeting and fix a date for it?

Held:  

AirCo can call the requisitioned meeting under s. 143(4) so the court won’t exercise its discretion under s. 144 to call the meeting.

Ratio:
· The s.143(3)(a) “record date” exception was interpreted as referring to a “record date” for a meeting having been fixed prior to receipt of the requisition, but at which the requisitioners’ business may nonetheless be considered, making the calling of an extra meeting unnecessary. 
· The s.143(3)(b) “meeting of SHs” exception was interpreted in same way:  directors are obligated to call a validly requisitioned meeting unless the directors have already called a meeting of SHs and given notice thereof, in which case the requisitioners’ business may be considered at that meeting.
· Amendments to the articles of incorporation can be put forward by a SH at a special meeting that has been requisitioned.
· s. 143(4) means that even if the case meets an exception in s. 143(3) such that the directors do not have to call the meeting, the SHs can still call a meeting. The difference is that the onus is then on the SHs to call the meeting, not directors.
· s. 144 discretion should be used cautiously. Where a corporate remedy is available to the SH under statute (here s. 143(4)) the court should be reluctant to step in. Rather leave it to the combatants.
Discussion:
· The AirCo requisition is a valid one in the proper form for purposes of application. 

· That the AC directors are required to call a meeting of the SHs to transact business is stated in the requisition in accordance with s. 143.

· The requisition subject is proper subject matter for such a meeting and so is valid in this respect also.
· The “record date” exception of s.143(3)(a) (exception b/c a date has been set for a meeting already) does not apply here b/c AC says that the takeover was not on the agenda for the Jan 7 meeting.
· No jurisprudence on this, but seems that “record date” as contemplated in s. 143(3)(a) must be “record date” for meeting at which there is some reasonable chance that the business stated in the requisition will be considered.
· AC also says that deficiencies in AirCo requisition made it a “dead letter” on its delivery and so directors had no obligation to call meeting. This submission was premised on the argument that amendments to the articles of incorporation may only be initiated by SHs at AGMs and that such amendments cannot be put forward by a SH at a special meeting. The court does not accept this submission b/c it interprets the reference in s. 175(1) (re: proposals to amend articles) as describing the type of SH (one who is entitled to vote at an annual meeting of SHs) who can bring the proposal rather than of the occasion on which the right to vote may be exercised.

· AGM’s and special meetings are equal in status in terms of what business can be conducted at them, and you can amend the articles at a special meeting.  
· Even if the court is in error as to exception under s. 143(3)(a), or w.r.t. the ability of SHs to requisition a meeting to consider amendments to articles of incorporation, the court thinks that AirCo is still entitled to rely on the provisions of s. 143(4): even if meet the exception in s.143(3)(a) (such that the directors are justified in not calling a meeting), the SHs can still call a meeting. The difference is that the onus is then on the SHs to call the meeting, not directors.

· In coming to this interpretation on the availability of s.143(4) the court pointed out that the purpose of s.143 is to ensure that SHs with >5% support can get business done.

· The court did not however that under the OBCA the SH cannot call a meeting if the directors validly refused to call the meeting b/c an exception applied – so the statutes are different. 
· s.144 gives the court broad discretion to order that a SHs’ meeting be called and held and to determine the manner in which the meeting shall be conducted. But this discretion should be exercised cautiously given the general scheme of CBCA which is to give directors a general power to manage the corporation’s business and affairs, including primary responsibility for determining when SHs will be consulted and asked to act at meetings.

· Where a corporate remedy available to the SHs under statute (here s. 143(4)), the court should be reluctant to step in. Rather leave it to the combatants. It is not “impracticable” to call a meeting here.
Right to corporate information: access to corporate records (798)

· Statutes require corporations to maintain specified records and allow access to them by SHs and other designated persons (CBCA, s. 139-147).
· Also require the preparation of and accessibility to prescribed financial information (see below).
Iacobucci, Pilkington and Prichard (1977) (798)

· SHs access to corporate information is considered a fundamental principle.
· Information is important b/c it allows SHs and securities markets to evaluate relative strengths and weaknesses of the enterprise so that they can make informed decisions as to whether or not to invest or continue to invest in the company AND b/c only with adequate information can SHs evaluate effectively the performance of the directors and officers.
· Statutory response on four fronts:

1. Provisions giving SHs the right to inspect company records.
2. Provisions allowing specified # of SHs to requisition general meetings and circulate proposals.
3. Provisions requiring disclosure of financial information and insider trading information.
4. Provisions giving SH the right to have inspectors and auditors appointed to investigate the affairs of the corporation.
· The provisions for #1 above, are similar in all Canadian companies legislation: each SH is entitled to copies of the memorandum, articles and any ordinary or special resolutions at a nominal charge; also entitled to inspect register of members and can get copies of register for nominal charge; similar rights regarding register of mortgages and minutes of general meetings of company.
· Combined effect of #1-4 above don’t cover the case of a SH who wants information about company’s affairs when no specific transaction is contemplated e.g. right to demand ID of customers and suppliers if they suspect the corporation is acting in a discriminatory way?

· However, unlimited information could be damaging to firm’s competitive position and lead to harassment of corporate management.
Note (800)

· Company’s directors have CL and statutory right to inspect books of company (Conway v. Petronius Clothing Co. Ltd., 1978 Eng. Ch.).
· An alleged improper purpose of getting information does not disentitle SH from inspecting corporate records (Johnston v. West Fraser Timber Corp, 1980 BCSC).
· CBCA s. 20(2) requires the corporation to prepare and maintain adequate accounting records and records with the minutes of meetings and resolutions of directors and any committee thereof.
· s. 20(4) requires that such records are “at all reasonable times be open to inspection by directors”.
Right to appoint an auditor:  financial disclosure, auditor’s liability and the audit committee (800)

Introduction (800)
· Statutes uniformly confer on SHs the right to appoint and remove the auditor (CBCA, s. 162). 

· The function of the auditor is to assess the financial statements that the corporation proposes to put before SHs and to report on their preparation and accuracy.
· The auditor must be guaranteed appropriate access to records (CBCA, ss. 155-172; BCBCA, ss. 197-201), must be independent, and must be properly qualified.
· Not all corporations require an auditor. The exemption and waiver sections speak mainly of non-reporting companies or those whose gross revenues do not exceed certain limits (s. 197 of BCBCA and s. 163 of CBCA). Commentators say that very few companies (only the small ones) should be exempt. Requiring audits promotes compliance with legislation and checks corporate mismanagement. 
Qualifications and independence (801)
· Statutes uniformly impose qualifications on eligibility for auditors (BCBCA, s. 205) and disqualify persons who are not “independent” (s. 206; CBCA, s. 161).

· The statutes provide, directly or indirectly, definitions of “independence”.
Functions (801)
· CBCA, BCBCA require auditor to make such examination as will enable him to report on financial statements on an annual basis.
· CBCA, s. 170 gives auditor right to demand information and explanation from directors, officers, employees or agents of corporation and also that he be given access to records, documents books, accounts and vouchers of corporation or any of its subsidiaries.
· CBCA, s. 168(1) gives the auditor the right to attend to any general meeting and to be heard on any matter that concerns him/her.
· Auditor has to say whether the statements are in accordance with Generally Accepted Accounting Principles (GAAP).
· Kripps v. Touche Ross & Co (BCCA 1998): auditor is to ensure the financial statements are fair, not merely compliant with GAAP.

· Auditor has duty to attend certain SHs’ meetings and answer any questions as part of general function of informing and reporting to SHs.

· Under CBCA, s. 168(2), director as well as SH has right to require auditor to attend SHs’ meeting.
· Under s. 247 of CBCA and s. 228 of BCBCA the duties of the auditor as set out in statute, regulations, articles, by-laws or unanimous SH agreement can be enforced by application to court. Wide range of people can bring this application including past SHs and creditors. 
· The CL is codified by statute and gives the auditor qualified privilege (for defamation) to any written statement or report made pursuant to his/her duties under act (CBCA, s. 172).
Removal (803)
· “Interested party” can apply to court for an order to disqualify or remove auditor, or, SHs can pass a resolution at special or general meeting called for purpose of removing auditor (CBCA, ss. 161(4), 165(1)).
· If the corporation is a reporting company, notice of the removal must be given in the information circular with the name of management’s new nominee on the proxy form (CBCA, s. 168(5),(6)). This is a check on management just turfing auditors who are not amenable to management interests i.e. is a way to protect the independence of auditors. 
Oversight (803)
· There is external oversight of auditors by Canadian Public Accountability Board (CPAB) under National Instrument 52-108.

· Every public accounting firm that issues auditors’ reports w.r.t. to financial statements of reporting issuers must enter into an agreement with CPAB and CPAB can prohibit firms from issuing auditor’s reports if they are not satisfied with the firm’s quality of work.
Liability of auditors (803)
Iacobucci, Pilkington and Prichard, 1977 (803)
· Although the statutes specify what the duties are, no standard of care is defined for auditors in BC or federal statutes. Nor does the legislation specify to whom the duty of care is owed.
· Standard of care may be specified in company’s articles or auditor’s K, otherwise the CL applies (Hedley Byrne v. Heller is important).
· Traditionally, the auditor is only required to be a “watchdog” (bound to verify information presented by management) not a “bloodhound” (duty to investigate and ensure that information is reliable) (Re Kingston Cotton Mill Co. (No. 2)). Under this rule, unless the auditor comes across something that arouses his suspicion he is not required to undertake investigations to substantiate whether the information before him is actually reliable.
· There is some indication that auditors should be more bloodhound like: Denning said that an auditor should have an inquiring mind. Dickson J. in obiter in Haig v. Bamford (SCC) emphasised the increased importance of the auditor’s responsibility in modern world.

· But it is not yet established in the case law that, in the absence of suspicious circumstances, an auditor has to look into the reliability of statements on which he reports.
· Iacobucci et al. think that we should have a standard of care specified in the statutes and specifications of to whom duty is owed, especially since directors may be relieved of liability if they rely in good faith on the contents of the auditors report.

· Though an auditors K is with the corporation, his duty is to report not to the corporation, but to the SH’s. Not clear if the auditor owes a duty of care to SHs directly. 
Notes and questions (806)

· The issue of liability of auditors is addressed in different ways in Commonwealth.
· NZ: Scott Group Ltd. v. McFarlane (1978 NZCA) found duty of care to P who had acquired a corporation through takeover bid. Said that there were four reasons for liability:

1. Auditors were professionals providing expert advice for reward.

2. Auditors owe duty to SH and to those they can reasonably foresee will rely on the info. 

3. The auditors knew their work would be made public and that the P would have access to them. 

4. P had no way of evaluating the authenticity of the auditors work. 

This case applied the Ann’s two part test to find a duty of care. 
· UK: Caparo Industries plc v. Dickman (UKHL): auditor owed the purchaser of a controlling interest of a corporation no duty of care. Any cause of action against the auditors belonged to the corporation and individual SH’s couldn’t sue in negligence or breach of K. In general to establish tortuous liability the P must show forseeability of damages, proximity of relationship and circumstances that would make it just and equitable to impose liability. So Caparo significantly restricted the group of Ps that can claim under Hedley Byrne. 

· Is an argument that tort is an ineffective / inefficient way to ensure high quality audits, and that potential acquirer should rather hire their own auditors. This argument says that auditors are given sufficient deterrence by their liability to the corporation for errors the auditors make. 
· Canada: Hercules Management Ltd. v. Ernst & Young (1997 SCC) 

D was hired to audit financial statements for the SH.

The SCC said that the two part test for duty of care in negligence applies to negligent misrepresentation ( Kamloops/Anns test looks for proximity (first branch of test). In the context of an action for negligent misrepresentation, proximity (the “special relationship”) will be determined by: 
1) D ought reasonably to foresee that P will rely on his/her representation; and 
2) reliance by P would be reasonable in particular circumstances; 
And then under the second branch of Kamloops/Anns the court will consider policy arguments against imposing liability (such as indeterminate liability). (La Forest noted that some courts (like in England where they do not have stage two) impose other requirements in “stage one” such as that the D must have known the P. But LF said that in Canada we just look at 1 and 2 as listed above for stage one of the test, and then look at policy at stage two). 

LF said that in stage two you can consider whether the statements were made for the P and to be used in the specific way that the P used them resulting in loss – then will not have indeterminate liability, but if that is not the case, then indeterminate liability may well negative the duty in stage 2.

Here the SCC found prima facie duty, but action failed b/c although D had knowledge of the P, the purpose of auditor’s report was to assist SHs as a group in scrutinizing the conduct of company’s affairs and to protect the company from incorrect financial statements, not to assist individual SHs in making investment decisions.
· After Hercules, amendments were made to the CBCA to reflect the narrowing of liability that Hercules pointed to. The amendments changed joint and several liability of the D to proportionate liability (if auditor was 5% responsible then liable for 5% of loss) in situations where financial loss arises out of error, omission or misstatement in financial information (s. 237.3(1)). Some commentators say that is puts too little deterrence on auditors.
Evaluation (813)
· Professor Puri argues that the wide scope of discretion auditors have under GAAP means that they are not held to strict standards and creates an environment where auditors are likely to succumb to pressure by management to report financial data in ways favourable to management.

· An auditor may say “well it satisfies GAAP”, even though the statement is not a fair representation. 
· Puri also concerned with the way accountants are appointed and dismissed b/c reality is that it is management that controls who the accountant is to be and management also decides when they are to be dismissed (even though statutes require this done by SHs).
· Following Enron and Worldcom, Congress enacted Sarbanes-Oxley Act of 2002 (SOX) that requires US SEC to strengthen its rules on auditor independence and clarify the relationship between the auditor and the company’s audit committee.

· SOX also created Public Companies Accountability Oversight Board (PCAOB) that regulates public accounting firms, including non-US ones, that audit financial statements of SEC reporting companies.
· Canadian regulatory reform largely mirrored US changes: The Canadian Institute of Chartered Accountants created new independent standards for auditors in 2003 and the Canadian securities regulators released Multi-lateral Instrument 52-110 that defines the audit committee’s role and composition. The Canadian Public Companies Accountability Board (CPCAB) was created with similar functions as PCAOB.
· In May 2004 proposals were released to strengthen the corporate governance provisions in the CBCA.
The audit committee (814)
· CBCA s. 171 requires appointment of an audit committee in large or widely-held corporations. 

· The committee must have no fewer than 3 directors, a majority of whom shall not be officers or employees of the company.
· The committee’s task is to review a company’s financial statements before they are signed by directors and presented to SHs.
· The auditor gets the right to appear before the audit committee and may be required to appear before it when requested.

· The auditor has the right to call a meeting of the audit committee to consider any matter.
· Stricter rules regarding audit committee independence are prescribed by securities law. Multi-lateral Instrument 52-110 was adopted in 2004 by all Canadian securities jurisdictions, except BC, and it requires every member of the audit committee of an issuer to be independent. The definition of “independent” is stricter than the one in the CBCA as it bars anyone from being on the committee if they have a “material relationship” that could interfere with a member’s independent judgment (s.1.4).
· The instrument also requires that committee members be “financially literate” (s. 3.1(4)), a requirement not specified by the corporate statutes. 

· Under Instrument 52-110 audit committees now have a broad range of responsibilities and oversee the work of the external auditor.  
Chapter 10 – Special Aspects of the Closely Held or Private Corporation

Introduction (815)

· SH’s few in number and actively involved. 

· Stock not publicly traded, resources typically limited, although are exceptions like PCL Construction Group, Jum Pattison.

· Consensual relationship among SH’s, often require unanimity as opposed to majority rules, SH’s often involved in management. 

Legislative treatment of the private or closely held corporation (816)

Survey of Corporate statutes (816)

The United Kingdom

· Although used in England in the 18th century, first statute dealing with corporations was the 1907 Companies Act and then the Companies (Consolidation) Act 1908.

· Private corporations were developed to allow small partnerships to become incorporated and allow limited liability w/o having to comply with the filing requirements for public companies. 

· Large corporations started using private companies as subsidiaries, but it was not intended that such corporations be exempt from the regulatory requirements for public corporations, so the 1948 Companies Act redefined “exempt private company”, but the definition adopted proved unworkable, and was later abandoned. 

· Companies Act 1967 modified the situation:

1. There is a private-public company distinction recognised by statute

2. Private company is one with restrictions on share transfer, less than 50 members, not publicly traded.

3. Private company cheaper and easier to form, has some special privileges and is free from several formalities.

· The latest Companies Act (1989) defines public company and residual companies are private. 

United States

· Several states, but not all, have legislation for closely held corporations (CHC).

· In some of the recent USA statutes the CHC is defined as it was in the 1908 English statute. 

· Modern USA statutes give CHCs increased flexibility of operation. 

Canada 

· Federal and provincial legislation provide for private company distinction. 

· Legislation does vary a bit, but is essentially modelled on 1908 UK statute. 

· 1970 amendments to the Canada Corporations Act [predecessor to CBCA] required mandatory disclosure of financial information for both private and public companies. 

· The Draft Canada Act [which became the CBCA] does not have a single definition creating a private-public distinction, but corporation is defined functionally in different parts of the Act and treated accordingly e.g. certain requirements placed on corporations that have made a “distribution to the public”.

Ontario Corporation legislation (819)

The select committee recommendation (Lawrence Report)
· 1967 report noted the reasons for having a private company distinction:

1. To give relief from publicity of accounts of the company.

2. To reinforce the prohibition against private companies offering their securities to the public.

· Then the committee said that these did not apply in Ontario b/c were no filing requirements anyway and that had securities laws to protect the public, so suggested abolishing the distinction in Ontario.

The basic distinction in the Ontario BCA.

· Did not follow the committee’s recommendations: distinguish between “offering” and “non-offering” corporations. 

· Now the current OBCA makes periodic distinctions between public and private corporations, like the CBCA does. 

· Securities Act (Ontario) R.S.O. 1990 now includes a “closely held issuer” exemption and such corporations are required to impose restrictions on share transferability and have no more than 35 beneficial SH’s. 

· The Securities Act also defines “reporting issuer”. These are corporations that have offered shares to the public and they are subject to restrictions on issuance and trading of securities, t/o’s and insider trading.

Restrictions on the transfer of shares (820)

Statutory and contraction provisions (820)

· Share transfer restrictions given in CBCA ss. 6(1)(d), 49(8) and (9).

Coates, “Share Transfer and Transmission Restrictions in the Close Corporation” (820)

Why restrictive provisions are needed

· Need restrictions:

1. To prevent intrusion of undesirable business associations

2. To preserve the relative interest of the owners

3. To resolve deadlock (or as a control device)

4. To comply with the definition of private company in legislation

5. To anticipate and prevent unnecessary conflict

6. To ensure continuity of the business

7. To provide a market at an acceptable price for the shares

· b/c SH’s in CHC are actively involved, if new and annoying SH buys in, that could cause financial loss and disharmony depending on personality types and work ethics.

· What if new (controlling (?)) SH wants just to invest and not work, then other SH’s will want to change distribution arrangements, especially if distribution is by salary, which is common. 

· Sometimes have redemption plans whereby remaining SH’s take stock of retiring SH, but this can lead to power imbalances if large SH suddenly gets a majority.   

· Share transfer restrictions are the basis for an effective control system. 

· Russian Roulette arrangement ( one SH cannot threaten to sell all his shares in attempt to get others to agree with him, see below.

· CHC often have indivisible assets, so liquidation is not a good way to resolve deadlock.

· Simple consent restriction to share transfer is the most common. 

· Unless have buy out price formulae, selling SH may be at the mercy of the others.

· Transfer restrictions also needed to prevent majority squeezing out minority. 

· So need comprehensive and sophisticated transfer and transmission restrictions in CHC.

Nature of the Restriction and Some preliminary considerations.

· Transfer = voluntary change, transmission = non voluntary, by operation of law. 

· Unlimited restrictions can be imposed on transfer and transmission. 

· Consider (being imaginative and flexible, not adopting standard form): 

· Legality of the restrictions

· What law defines legality 

· Efficacy of the restrictions in achieving the desired result.

· Instruments in which the restrictions should be placed

· Tax considerations

· Specific needs of the corporation and the SH’s (# of SH’s, level of participation, health, estate, family, kind of business incl. the value of it and its annual income).

Types of restrictions, Their advantages, disadvantages and validity.

· Infinite possibilities available, but common types of restrictions are:

· Absolute restrictions: absolute restrictions on sale unlimited by time are invalid. The time restriction must be reasonable – max 5 years. Absolute restrictions ensure participation of skilled individuals. However, SH’s agreements and loan arrangement can effectively bind parties by contract to provide assets or be bound by loans for a (long) specified time.

· Consent restrictions: Very common. Can have differing levels required (SH’s, directors, both, %’s). Good b/c other SH’s have certainty that will not have to buy out partner (and so invest more capital), but bad b/c selling SH at mercy of the others (squeeze out). Do not have to give reasons for exercising right of refusal, but refusal must be bona fide in the best interests of the company, although generally presume bona fide if no reasons given. If give reasons, then reasons they can be examined. Consent restrictions are valid and binding on executor, sheriff seizing under writ of execution [not according to creditors remedies course!], and TEIB.

· First option restrictions: Equitable restriction. Give other SH’s first option, else sell to public. Seller no longer at mercy of other SH’s, although there may be no outside market! Other SH’s must find cash or accept new stranger (majority) SH. Have variations on first option restrictions (e.g. Russian roulette: I say I will buy your shares for $x/share, you can accept, or buy mine from me at that price) (e.g. auction where existing SH’s bid against each other).

· Event options: defines events such as bankruptcy, retirement and then terms of share sale.

· Buy-out arrangement: similar to event option, but it is the other SH’s that purchase the shares

· Buy-sell agreement: on death of SH, his executor sells shares to other SH’s on specified terms. Is not a testamentary disposition, and SH’s do have insurable interests in each other (it is essential that these arrangements be funded with life insurance).

Judicial Interpretation of Restrictions (825)

Smith & Fawcett Ltd., Re [1942] 1 All E.R. 542 (C.A.) (825)
Facts:
Articles allowed directors to refuse to register any transfer of shares. A, as executor of his father, wanted to register 4001 shares, directors said no, unless he sold 2000 to a certain director at a specified price.

Issue:
Was the refusal of the director valid and in accordance with the discretion given by the articles?

Held:
Yes – no evidence of mala fides.

Ratio:
If articles give “absolute and uncontrolled discretion”, then the only limitation is that the refusal must be bona fide in the interests of the company.

Discussion:
· Directors must exercise their discretion bona fide in what they consider – not what a court may consider – the interests of the company, and not for a collateral purpose. The articles define the considerations that the directors can consider.

· Prima facie right of SH to transfer shares freely, need clear language in the articles to change this. Each case must be interpreted on its facts.

· Private companies are more analogous to partnerships than to public corporations – so can have extreme restrictions, but directors are bound by the discretion given in the articles. 

· The discretion given to the directors in this case is very broad

· A argues that if are going to reject a registration, must be on personal grounds, but that is not the case here b/c the directors were happy to register the A with 2000 shares. 

· Court says that refusal by directors, if the articles permit it, does not have to be on personal or any other specific grounds – they can consider the general interests of the corporation as a whole.

· Here the article is very broad, gives “absolute and uncontrolled discretion” – so the only limitation is that the reason must be bona fide in the interests of the company.

· A argues that the decision here was for the personal benefit of the directors, court refuses to accept this on the affidavit evidence they had.

Edmonton Country Club Ltd. v. Case, [1975] S.C.R. 534 (829)

Facts:
Articles imposed annual fee and the right of forced sale for failure to pay such fee, and also gave the directors the right to refuse to register a transfer of shares. A inherited a share in the club from his father, and did not want to pay the annual fee, so A challenged the changes to the articles that led to imposition of the mandatory fee. 

The TJ found the mandatory fee to be ultra vires and void ab initio, but the right to refuse registration to be valid.

Issue:
1. Is the annual fee valid?

2. Is the provision allowing for refusal of registration by directors valid?

Held:
1. No, it offended the basic principle of limited liability and that there should be no pecuniary obligation once you have paid for your share.

2. Dickson said it was valid, Laskin (dissenting) said it was invalid. 

Ratio:
There are no limits to restrictions on share transfers, except, perhaps, that restrictions placed on shares after they have been issued must be reasonable. 

Discussion of whether the directors can refuse registration of transfer of shares? 
Dickson

· Registration required that majority of directors approve transfer of ownership, and that the directors may refuse “in their unfettered discretion”.

· This is a public company, but is not one listed whose shares are listed for trading on a stock exchange, so it may impose share transfer restrictions. 

· Says that company incorporated by letters patent would not be able to impose such restrictions, but that is not the case here. 

· Quotes Halsbury and other authorities in saying that transfer restrictions are not repugnant to absolute ownership of shares, and there are no limit to the restrictions that can be imposed.

· In the USA there is a requirement that restrictions must be reasonable, but there is no such requirement, except, perhaps, when the restrictions are imposed after the shares have been issued.

· In this case the right to refuse transfer was conferred to the directors at the time of incorporation, and is not a new requirement being imposed on unwilling SH’s.

· There is no evidence of bad faith or that the directors acted arbitrarily or abused their power.

Laskin (dissent):

· Says that Dickson wants to see evidence of the provision working unfairly, but Laskin says that it is arbitrary on its face and should be struck out. 

· Says that this a public company trying to turn itself private, and if it wants to do that it should be a private company, not a public one.

· Says that shares in public company are a species of property and should be alienable w/o severe restrictions. Says that you need to reconcile the contractual and property aspects of shares. 

· Says that this restriction would be OK for a private corporation, but not a public one. 

· Says that s.65 of the Alberta Companies Act emphasises the property aspect of the shares, and so a test of reasonableness should be imposed. 

· Concludes that the requirement for director approval is not reasonable.

Shareholders’ agreements (835)

Introductory note (835)

· Voting agreements may give SH the ability to band together and control the corporation. 

· Ringuet v. Bergeron: at CL SH are allowed to agree to vote in specified ways. 

· CBCA s.145.1 allows SH  to enter voting agreements.

· Motherwell v. Schoof: voting agreements must be for a lawful purpose

· Cannot bind directors in a way that restricts their discretion. This restriction may even apply to unanimous SH agreements (Alder v. Dobie).

Voting Agreements (836)

Clark v. Dodge (NY 1936) (836)

Facts:
P and D were sole SH’s in two medicine businesses. D had bigger shareholdings, and was not involved in running of businesses, P owed fewer shares but knew the secret formulas for some of the medicines. Agreement that P would share the secret formulas with D’s son if D would vote his stock such that P remained a director, remain the general manager, got 25% of profits and that no huge salaries be paid to others so as to reduce the profits. P also agreed to give his stock to D and D’s children if P had no issue on death.

D has defaulted on his obligations, P sues for specific performance.

Issue:
Is the contract between P and D valid, or void as against public policy?

Held:
Contract is valid.

Ratio:
Can limit the discretion of directors by contract, but only if the agreement does not affect public shareholders or creditors in any way.

Discussion:
· Directors must manage business, and this is an absolute rule (well sorta – it seems). 

· However, contract should only be unenforceable as against public policy if it will cause harm: “Damage suffered or threatened is a logical and practical test, and has come to be the one generally adopted by the courts”.

· Where the public (incl. creditors) is not affected, the parties can, but the agreement of incorporation, limit their rights.

· The agreement here was legal, if there was any invasion on the powers of the directors it was slight, and there was no damage to anyone.

· The cases that say that the discretion of directors cannot be limited must be limited to their facts.

Ringuet v. Bergeron [1960] S.C.R. 672 (839)

Facts:
A number of SH’s had 50 shares each. Then there was an agreement that one of the SH would transfer his shares to the P and the two D’s. The three of them (the P and the two D’s) would then have a controlling majority and agreed to vote themselves into specified offices with specified salaries, and then to vote unanimously in the future. 

Then another one of the SH’s exited, and the coalition bought and shared these shares as well, and at this point another member joined the coalition. Then D’s breached the contract and screwed over P. P sued for transfer or certain shares to him according to the penalty clause written into the contract, but D argued that the contract was contrary to public policy. 

Issue:
Was the contract that provided for the direction and control of the company contrary to public policy? Can the contract define the sanction for breach of such an agreement?

Held:
The agreement is valid and not illegal, the remedy specified by the parties to the contract is enforceable.

Ratio:
While a minority SH may have remedy against an oppressive majority of SHs, this is a contract between members of the majority, and is enforceable between them.

Discussion:
· Argument that while a majority of SH’s can agree to vote their shares for certain purposes, they cannot tie the hands of the directors and compel the directors to manage in a specified way.

· SCC finds that the agreement did not tie the hands of the directors contrary to the Quebec Companies Act. It was just an agreement between SH’s to decide which officers to elect. 

· SH’s have the right to combine their interests and voting powers to secure control and to ensure that the corporation will be managed by certain persons in a certain manner.

· Can achieve this by a SH voting agreement or a voting trust, is not contrary to public policy.

· This is not a suit by a minority SH complaining about the conduct of directors or majority SH, this is a suit by a member of the group of majority SH that entered agreement, so is quite different. 

· A minority SH may take action against the group of majority SH’s, but that does not mean that the contract as between the members of the majority is illegal or void for public policy.

· The SH voting agreement here refers to what would happen at SH meetings, not at directors meetings.

[My question: what if majority agreed to do X, and minority SH’s had a right to complain about X, and did so, and the contract between the majority SH’s said that if we do not succeed in doing X, then certain of the majority had to pay a penalty to others of the majority. This could arise if some of the majority thought X was lawful, while others thought it was unlawful, so they transferred the risk. Then would the members of the majority that were wrong just have to pay the penalty to the members of the majority that were right – I guess so, but this might encourage doing things that may oppress the minority SH’s i.e. the wise and fair of the majority can be paid off to take a chance at oppressing the minority].

Voting Trusts (843)

Pickering, “Shareholders’ Voting Rights and Company Control” (843)

· Voting trust (VT) is when some or all voting shares are put in trust which specifies how the TEs must vote the shares, although can give the TEs lots of discretion. 

· The trust may state what types of votes the trust is in effect for.

· This is a more formal mechanism than a SH voting agreement. 

· Are popular in USA, and lots of litigation, less popular in UK and no reported cases. 

· VT may be good when 

1. Want independent outside TE’s e.g. when risk of strife b/c of incestuous net. 

2. When want to ensure that particular approach or mentality prevails long term.

3. When have lots of SH, who want to trust TE rather than each be individually involved. 

· Sometimes is effective to give TE sufficient power to appoint new director, else just have self perpetuating boards choosing their own salaries etc.

· Under VTs SHs can surrender a significant amount of power, but the limits have not been tested in the courts in England. 

Note on US position (844)

Case law deals with preventing TEs abusing their power:

· Limitation periods (often 10 years) [after which trust dissolves?] 

· Notice provisions so existence of trust is part of the disclosure requirements.

· Requirement for “proper purpose” for the trust.

Unanimous Shareholder Agreements (845)

Iacobucci, “Canadian Corporation Law: Some Recent Shareholder Developments” (845)

· Generally legislation focuses on public companies, but there is the unanimous SH agreement (usa) for CHC’s.

· While the CL was clear that SH could enter into SH voting agreements, there was some doubt about the ability of SHs to bind directors. So legislature stepped in and said that if the SHs are unanimous then they can control the directors (s.146 CBCA).

· The u.s.a is a constitutional document akin to the articles, but they are also contractual and so can govern individual SH rights as well.

· A number of CBCA provisions are subject to a u.s.a.:

· Management of company (s.102)

· Passing of by-laws (s.103)

· Appointment of officers and delegation of powers to them (s.121)

· Power to borrow and give security (s.189)

· Dissolution (s.214(1)(b)).

· s.146(1) ( SHs, if they all agree, can direct directors in management, but they will then be liable as directors would be for those acts s.146(5).

· Transferee of shares is deemed to be a party to u.s.a. if had actual knowledge or if it was conspicuously noted on the share certificate. 

· Directors and officers may not be party to the u.s.a., but they may be constrained by it i.e. constitutional aspects. 

· Alberta BCA gives even broader powers to u.s.a., but requires unanimous consent of SH if there is to be an amendment to the u.s.a.

· Proposed Ontario statute would allow for method of amendment of the u.s.a. to be specified in the u.s.a.

· Arguments that u.s.a. are uncertain (to what extent is SHs liability under them the same as for directors) and are an attempt to avoid the residency requirements imposed on directors. Also when there is no unanimity requirement, then does each SH get one vote, or one vote per share?

· Iacobucci likes u.s.a.’s b/c they essentially allow formation of an incorporated partnership with a statutory basis.

Notes and Questions (847)

1. For private corporations, the relationships between SHs are vital, so SH agreements are as significant as the articles and by-laws. SH agreement may defines roles, compensation (salary or dividends) and cover other issues like dispute resolution, share transfer restrictions (CBCA s.6(1) requires such restrictions to be listed in the articles as well), and may list voting majority requirements for different types of votes. Now that u.s.a.’s have a statutory basis, they are used a lot and are a key took in arranging rights and obligations. 

2. s.2(1) and s.146 of CBCA cover u.s.a.’s., and indicate that the primary function of them is to allow SHs to control directors.  But what if the “u.s.a.” includes many aspects apart from just provisions controlling the directors, then is the entire thing a u.s.a.? Important b/c transferee with notice of CL SH voting agreement is not bound (b/c of no privity of K), but would be bound if it is a u.s.a. (CBCA s.146(3), but note the limitation period in s.49(8)).

3. CBCA s.49(8) – transferee may not be bound. But then is it still a “u”.s.a., especially w.r.t. controlling directors?

4. CBCA s.146(5) says that under u.s.a. the SH has power of director whether “acting under the act or otherwise”, but what is the scope of “or otherwise”? CL liability – yes, ITA liability for failure to remit = ??? Can PGL transfer liability under federal statute? If not, directors may be liable even though the SHs have the power of control. 

5. If u.s.a. gives SHs all power, do you even need directors? 

6. CBCA does not specify how u.s.a. can be amended, OBCA says that can define that in the agreement. So could the u.s.a. under the CBCA specify non unanimous modification procedure. There is a CL prohibition against directors resolving disputes by arbitration (b/c fetters discretion, but the OBCA (s.108(6)) specifically allows for this under u.s.a.’s

7. Is standard practice for corporation to be a party to the u.s.a., even if u.s.a. does not put obligations on the corporation. 

8. CBCA s.241(3)(c) – under the oppression remedy the court can modify u.s.a., see case below

Bury v. Bell Gouinlock Ltd (1984), 48 O.R. (2d) 57 (H.C.) (850)
Facts:
SH agreement said that if employee SH left the corporation he must sell shares at defined price. 

s.247(3) of the OBCA says that the court has the power to amend a u.s.a.

In this case the P went to work for a competitor, and now the D company (P’s ex employer) wants to delay payment for P’s shares from 6 to 12 months as allowed for in the u.s.a.

P argues that this is oppressive and within s.248(2) of the OBCA.

The rule is that you cannot be a SH of two investment houses at once, so effectively P is being prevented from certain forms of remuneration at his new employer. 

Issue:
Should the P be relieved from the term of the u.s.a. allowing delayed payment for his shares?

Held:
Yes, court ordered payment and handing over of shares. 

Discussion:
· Court finds that since it has the power to amend the u.s.a., it also has the power to relieve a party from application of the u.s.a.

· D gives no reason for invoking the delay, and says that P must prove D’s decision is improper. Court says that the deprivation shown by the P is sufficient to raise a prima facie case of oppression, and then the D can prove otherwise.

· Significant that the D did not argue financial difficulty or any other reason as the explanation for the delayed payment, and seems to be trying to punish P. 

· u.s.a. also says that D does not have to pay interest on the purchase price while P waits for payment, the amount of which is determined by formulae. 

· The D has been using stall tactics in the payment procedures and also in the litigation. 

Note 

· This judgment was affirmed on appeal. Was held that TJ had not gone beyond the discretion allowed by s.248(1) of the OBCA. 

Questions (853)

1. Consider the following.

(a) Argument that court in Bury interfered too much with the bargain struck by the parties, and that the P could have negotiated out the 12 month rule, and the rule that no reason need be given, at the start, and that P essentially got a windfall.

(b) Argument that employer should be able to inflict hardship b/c it invested resources in training the employee and that striking down such provisions will deter firms from investing large efforts in training and the whole industry will suffer.

(c) Argument that decision is correct b/c the parties would have believed that the delay power would only be exercised for some legitimate reason such as the corporation being temporarily strapped for cash. Should not force parties to spell out every eventuality, rather aim for economy in drafting and let courts interpret where necessary.

2. Re Jury Gold Mine Dev. Co. (1928) took a caveat emptor approach to minority SHs, and gave no remedy if not for fraud or ultra vires transactions by the majority. However, today the oppression remedy, and although most cases have dealt with private companies, the oppression remedy is starting to be considered in the public company context.   

3. What if third party gets rights against the corporation b/c one of the SHs party to the u.s.a. breaches the u.s.a.? See the case below.

Re 609940 Ontario Inc. (Five Star Auto); Cicco v. Trustee, 609940 Ontario & Bertucci (OSC, 1985) (855)
Facts:
The corporation is essentially an incorporated partnership in the business of car sales and repair. 

u.s.a. said that all decisions affecting the corporation shall be made only with the consent of each of the two SHs.

The two SHs had troubles, and it was agreed, in writing, that Bertucci (B) would continue to run the company and be liable for all of the corporations debts, and that Cicco (C) would take his assets and leave, and assign his shares to B.

B has not cooperated and C sues for specific performance or damages. 

When C ceased to be a director, B, as the sole director, assigned the corporation into bankruptcy. Seems that B is arguing that C is still a director and is partly liable for the debts.

C now moves for a declaration that the assignment was a nullity. 

Issue:
Does the directors’ resolution to assign the company into bankruptcy contravene the u.s.a. made under s.108 of OBCA? Also, what is the effect on the third party, the TEIB, who had no knowledge of the u.s.a. and thought the acts of the directors were valid?

Held:
Regardless of whether the director had authority to act or not, the resolution and assignment in bankruptcy were facially valid and the TEIB can rely on them. Any issue between the directors and SHs is between them, and is an internal issue not affecting the TEIB. 

Discussion:
· The court has the power to annul assignments in bankruptcy under the Bankruptcy and Insolvency Act. 

· Annulment is a case by case exercise of discretion: bankruptcies have been annulled b/c of mistake, lack of proper notice of the directors’ meeting adopting the enabling resolution, a clear sufficiency of assets to meet the claims of all creditors.

· The statutory provisions now overrule the old rule (Motherwell v. Schoof) that SHs could not fetter the discretion of directors. Under this legislation the SH can restrict the powers of directors by using a u.s.a. So this is a new method of internal management. 

· The u.s.a binds directors, but not the TEIB who had no notice of the u.s.a.

· In this case there is a deficiency of assets and the bankruptcy was properly initiated. 

· The bankruptcy resolution and assignment were valid on their face, it was just that the director, b/c of the internal workings of the corporation, was not authorised to act, but that is an internal matter between the directors and the SH, but that does not render the assignment void. If that were the case, no TE could ever be confident going ahead on a facially valid resolution and assignment, that could not have been the intention of the legislature. 

· Court does not even consider whether C was technically still a SH or not, just says that TEIB can rely on the facially valid documents. 

Chapter 11:  Shareholders’ Remedies

Introduction (859)

· SH’s are given rights by statute, and then maybe more rights under contract.

· For SH rights to be worthwhile, need remedies

· Remedies = means for ensuring that SHs are given rights to which they are entitled.

· Three types of action to enforce rights: personal, derivative or oppression action.

· Distinction between right and remedy not always clear in practice though e.g. oppression “remedy” actually augments substantive rights of SHs by expanding on the range of matters that would be actionable at CL (or under s. 122 of CBCA for breach of FD). But also the oppression remedy is a new, more expeditious procedure for defending rights available at CL (e.g. Sparling v. Javelin International Ltd. et al. (1986 Que.)) So the oppression remedy is both a right and a remedy. 

· Derivative action = where all SHs affected equally by the impugned conduct and real P is the corporation and remedy is given in favour of the corporation not individual SH(s).

· Personal action = where SH(s) have some grievance that is peculiar to SH(s) and not shared equally by all SHs. Remedy is given in favour of P.

· Oppression remedy = straddles line; SH can start action of personal or derivative nature under the oppression remedy, although authority on this is somewhat divided.

· Normative questions:

· How far-reaching are rights and remedies that legislation ought to accord SHs?

· SHs rights and remedies have costs and benefits e.g. the oppression remedy maybe be beneficial if it protects SHs against actions that are unfair redistributions of wealth in favour of managers or a constituency of SHs, but it is potentially costly in that it may invite meritless SH claims (= nuisance suits; or “strike” suits in US).

· Widely drawn remedies or rights for SHs create uncertainty about legal rights and that will result in more litigation which is costly (to participants, to state, to company).

· But SH-initiated litigation suffers from “free-rider” problem i.e. wait for others to do the suing. But there are solutions to free-rider problem like tweaking the rules on costs.

· Issues about standing: At CL creditors couldn’t sue corporation managers alleging breach of FD, but creditors have standing under oppression remedy; is there a principled basis on which can decide who has standing?

The derivative action (861)

Introduction (861)

· Where corporation is injured by a 3P, SH arguably also injured via resulting diminution of value of shares.

· SH(s) can bring (indirect) action against the 3P where managers don’t seek redress for wrong done to the corporation, perhaps because the managers, or one of them, is the 3P.

· In the derivative action the SH sues in the name of the corporation as opposed to in its own name which is the case with a personal action.

· Derivative action is an effective private remedial instrument to ensure and enhance management accountability, but nuisance suits are evidence of potential abuse so have procedural reforms in US and Canada to minimize adverse aspects of derivative actions

At CL: The rule in Foss v. Harbottle (862)
Beck, “The Shareholders’ Derivative Action” (1974) (862)

· Decision in Foss premised on separate legal personality of the corporation and on majority rule in internal corporate affairs ( if corporation is separate legal person, then follows that when a wrong is done to a corporation, the only proper P is the corporation. 

· In Foss, the 2 directors who were P, alleged a sale by the directors of their own property at inflated prices to the company; the wrong alleged was thus wrong to corporation and so Vice-Chancellor ruled that P had no standing on behalf of corporation, but that the corporation itself had to sue.

· The corporation could decide to sue on the transaction and the question of bringing suit was to be decided on at the company’s general meeting where the majority rules, and that majority had not yet decided on whether to sue in this case, and the court was not willing to rule on breach of trust that majority might elect to confirm. Basically the majority rules and a minority SH cannot sue in the name of the corporation if the corporation decides to not sue.

· Two other developments increased the power of the majority even more:  

· The first extension / development ( the “Irregularity” branch

· Mozley v. Alston:  2 SHs brought a personal action for a declaration that the Board was holding office illegally and in contravention of terms of company’s Act of incorporation; Court held that Foss rule applied so the company was the only proper complainant.

· MacDonald v. Gardiner (1875 Eng. CA):  articles provided for the taking of a poll on demand of 5 members. A poll was demanded on a motion to adjourn. The chair ruled that there couldn’t be a poll on that type of question. CA said that the matter was an internal dispute and was for the majority to decide ( Foss rule applied.

· The “irregularity” branch of the rule has been approved by PC and applied in many cases: no mere irregularity which can be remedied by the majority will entitle the minority to sue.

· The second extension of the rule:

· North-West Transportation Co. v. Beatty (1887 PC):  What the Court in Foss said had to be done to ratify the transaction was done here ( the director (who had a controlling interest) who had bought his own property for company submitted the K to the general meeting and it was approved (although only by reason of controlling director’s votes). The court said that the controlling director was entitled to vote to approve the transaction.

· General proposition from North-West:  a SH can exercise his vote “from motives or promptings of what he considers his own individual interest”.

Statutory amendments to the rule:  

· Board can approve K submitted by director in which director has interest as long as the director declares his interest and refraines from voting (at CL had to submit to SH general meeting, couldn’t submit to board). But now no need to inform SH of transactions or seek their approval, just have a board vote with the interested director abstaining. 

· Power of directors (and thus majority SHs) further increased by corporate draughtsmanship of contracts that vested management in the board of directors through the articles of association.

· In 5 Canadian letters patent jurisdictions and in Ont. which uses articles of incorporation, management power is vested in the board by statute.

· The power to manage includes the power (probably exclusive) to use the corporate name in litigation.

· So now the 2 matters of majority control from Foss (i.e. SH approval of K in which directors were interested, and decision to sue in corporate name) no longer belong to majority, but belong to board. Although this hasn’t stopped directors from asking for SH ratification of their actions.

· So the purest form of the Foss rule is that directors and the majority of SH’s are allowed to ride roughshod over minority, and this is not fair, so we have developed some exceptions. 

The exceptions to rule are listed in Edwards v. Halliwell, (HL):
1. If act complained of is ultra vires company or association rule has no application i.e. even the majority does not have J to approve it.

2. If the act is a fraud on the minority, the rule is relaxed and minority SH action is allowed. But almost impossible to find judicial interference to stop “fraud” that falls short of an expropriation of corporate assets (e.g. Pavlides v. Jensen (1956 Eng. Ch.) – Rule in Foss was applied and directors decision to not take action for the negligence of the directors in selling a corporate asset too cheaply was allowed to stand and the SH’s had no remedy).

3. If matter can only be done by a special majority, but that was not complied with, then the rule is relaxed and the minority can sue. 

4. If personal and individual rights of membership of a SH have been invaded, then they can sue and the rule in Foss has no application at all. But the line between personal and derivative rights is hard to draw. SH who thinks he has a claim for breach of personal right, may be told that the rule applies. 

(  Statutory derivative action (s. 239, CBCA) was developed to remedy problems of CL not giving rights to SH’s to sue. The statute has opened the door to a wide range of SHs’ derivative actions.

Note (865):  

CL derivative action remains used in UK, but overshadowed by statutory “unfair prejudice” remedy in the UK which is similar to the oppression remedy in Canada.

The statutory derivative action (865)
The Federal Act

· s. 239(1) allows a complainant to “apply to court for leave to bring an action in the name and on behalf of a corporation or any of its subsidiaries, or intervene in an action to which any such body corporate is a party, for the purpose of prosecuting, defending or discontinuing the action on behalf of the body corporate”.

· s. 238 defines “complainant” as (a) current or former registered holder or beneficial owner of a security of a corporation or any of its affiliates; (b) a current or former directors or officer of an corp. or any of its affiliates; (c) the Director; or (d) anyone else who the court considers a proper person to make an application

· s. 239(2) says that several conditions have to be met for derivative action:

1. Complainant must give directors notice of intent to apply to court at least 14 days before application made so that directors can bring the action if they want

2. Must be acting in good faith

3. Bringing of action must appear to be in best interests of corp.

· s. 240 sets out specific orders that court can make regarding the derivative action; include (but not limited to) orders:

(a) Allowing a person to control the action

(b) Directing the conduct of the action;

(c) Order that payment to a plaintiff go to security holders rather than corp.; and

(d) Order requiring corporation to pay the complainant’s legal fees

· s. 242(1):  SH approval of alleged wrong-doing is not conclusive, but can be taken into account. 

· s. 242(2) requires court’s approval of any settlement or discontinuation of an action.

· s. 242(4) ( court can order the corporation to pay interim costs of the complainant.

· Striking feature of fed act is the importance and control of court: court has to give leave to start the suit and can say what the grounds can be. Probably to deter nuisance suits.

The Provincial Acts

· Most provinces have similar legislation to CBCA
· BCBCA, ss. 232 and 233 deal with derivative actions; grants SH or director the right to seek leave to sue. Criteria for leave to commence derivative action in s. 233(1) and include reasonable efforts by complainant to cause directors to commence the action, notice, good faith and legal proceeding must appear to court to be in best interests of the company.

· No equivalent to s. 240(c) of CBCA [that allows court to order damages to be paid to SH rather than corporation], but court could fashion such an order under s. 233(4) of BCBCA that allows court to make any order it deems appropriate.

Judicial interpretation of the derivative action (867)
Re Northwest Forest Products Ltd. (1975 BCSC) (867)  

Facts:  

· NW was 51% owner of Fraser Valley Pulp and Timber Ltd..

· Assets of FVPT were sold to another company at what seemed great undervaluation.

· Directors of NW were petitioned by SHs to vote the company’s shares of FVPT to set aside the sale, but they didn’t respond

· Complainants sought leave to start derivative action; directors are D

Issue:  

1. Did applicants provide directors with enough info for directors to have full knowledge of basis of claim?  

2. Is it prima facie in best interests of company that action be brought?

Held:  

Application granted; enough info was given to directors so that they would have full knowledge of basis of claim.

Here there was sufficient evidence on its face to show that in best interests of company to bring action.

Ratio:
Statute requires directors to have full knowledge of basis of claim - need directors to know cause of action; but only need to tell them what would need for a generally endorsed writ of summons

Reasoning:
· Applicants met requirements of good faith and they were members of company w/in meaning of Act (not really contested by D)

Issue #1

· D says that P failed to specify precise nature of action that they wanted directors to start; no evidence that directors had full knowledge of basis of the claim. D argues that the COA in the motion is “different” to the one that the SH’s asked the directors to start. 

· Statute requires directors to have full knowledge of basis of claim

· Court says that need directors to know cause of action; but only need to tell them what would need for a generally endorsed writ of summons

· Notice here sufficiently specifies cause of action and has sufficient info to found an adequate endorsement on a writ so applicants have satisfied requirements of this part of the statute.

· The action that the motion is similar enough to the action the directors were asked to start. 

Issue #2

· Real question is whether it is prima facie in the best interests of the company that the action be brought [this was part of the old statute, but BCBCA now says legal proceeding must appear to court to be in best interests of the company].

· Only have to prove prima facie case that it is in the best interest of the company ( is there sufficient evidence that on its face discloses that it is in interests of company to pursue action?  

· Judge says that must take into consideration what the majority of SH thought was in the best interest of the company. 

· Judge goes through facts of case and finds sufficient evidence here that to start the action would be in the best interest of the company – so allow the SH action to go to trial. 

Re Marc-Jay Investments Inc. and Levy (1974 Ont. H.C.) (871)

Facts:  

· Application under OBCA s. 99 for order permitting SH to start a representative action.

· Applicant was beneficial owner of ~12.9% of the shares of Levy Industries when it bought another company (PFPL). The intended action is designed to set this transaction aside

· Applicant not registered owner of any shares in Levy at the time

Issue:  

Can applicant commence action against Levy to set aside transaction?

Held:  

Application granted; court’s role here is to weigh evidence only to determine if intended action is w/out merit or is frivolous or vexatious, and don’t conclude that here.

Ratio:
Where applicant is acting in good faith and has status to commence the action and where the intended action does not appear frivolous or vexatious, and could reasonably succeed and is in interest of SHs, then leave to bring action should be given.

Reasoning:
· Beneficial owner of a share has status to bring an action under s. 99(1) even if not registered owner of the share (Re Great West Permanent Loan Co. and Winding-up Act, 1927 and Goodbun v. Mitchell et al., 1928)

· Satisfied that applicant has made reasonable efforts to cause Levy to commence such an action and that Levy refused to do so.

· Satisfied that SH is acting in good faith.

· If transaction was fraudulent on SHs, then in interests of SHs that it be set aside.

· In action, applicant intends to argue that purchase of PFPL by Levy was improvident and directors knew it so that means that they were fraudulent, at least as it affected the minority SHs. 

· The action will also claim that the material provided to SHs under the Act was  deficient so didn’t allow SHs to form a reasoned judgment regarding the transaction when a meeting was called to approve the purchase.

· b/c transaction was between companies which each had exactly the same 12 directors, it is argued that a constructive fraud occurred and so court could set aside purchase even w/out proof that transaction was improvident.

· Court finds that some information was not disclosed by Levy in info circulars and that may have affected the ability of SH to make a reasoned judgment regarding the purchase.

· The applicant points to some evidence in support of his belief that Levy paid far too much for PFPL.

· Judge’s function is to deny application if intended action is frivolous, vexatious or bound to be unsuccessful. Must not decide if the action will succeed at trial, but just whether there is prima facie merit.

· Where applicant is acting in good faith and otherwise has status to commence the action, and where the intended action does not appear frivolous or vexatious and could reasonably succeed and is in interest of SHs, then leave to bring action should be given

· D has not shown intended action is frivolous or vexatious. If the allegations are correct and in the interest of minority SHs, that action be brought.

· D tried to argue that the transaction was legit, but that is a matter for trial.

Note (873)
· Application for leave could be based on information and belief of others since first-hand evidence not usually available (Armstrong v. Gardner, 1978 Ont. H.C., Cory J.)

Re Bellman and Western Approaches Ltd. (1981 BCCA) (873) 

How to apply CBCA rules around petitioning court for leave to start derivative action.

Facts:  

· Dispute between 2 SH groups of Western (CBCA corp.):

1. group #1, the petitioners (= Bellman group) were minority SHs whose control of the “investors’ common shares” allowed them to select 3 of the corporation’s 8 directors 

2. group #2 (= Duke group) controlled “founders’ common shares” and so could elect 5 of the directors and they also held 25% of investors’ common shares.

· Dukies entered into loan agreement with a bank that enabled them to buy majority of investors’ common shares and control election of all Western’s directors. The agreement with the bank included a provision providing for disclosure of confidential info about Western to the bank and a requirement that directors use their powers to make Western go public.

· Bellies sent letter to company alleging wrongdoing on part of directors and requesting that corporation seek relief. The board sought outside advice from a law and accounting firm and was advised that the corporation should not take any action.

· Western was advised to execute as supplemental agreement reinforcing the overriding obligation of directors to act in best interest of corporation.

· Complainants sought leave to bring a derivative action

Issue:  

Should application be granted?

Held:  

Yes, BCCA agrees with motions judge that it is in best interests of company to allow action; appeal dismissed.

Ratio:
· Intention of drafters of CBCA to remove CL barriers stemming from Foss v. Harbottle.
· Under CBCA, failure to specify each and every cause of action in a notice doesn’t invalidate the notice as a whole.

· CBCA requires action to appear to court  to be in best interests of corporation – what is sufficient at this stage is that an arguable case be shown to subsist

Reasoning:
· s. 232(2)(a) of CBCA requires reasonable notice to directors of Western. This was satisfied here; failure to specify each and every cause of action in a notice doesn’t invalidate the notice as a whole. So the fact that the complainant added an extra complaint compared to what they asked the corporation to do is not fatal to their application to start an action. 

· CBCA requires good faith – D argues that if relief requested in personal and derivative actions are substantially the same, this is evidence of bad faith b/c vexatious to seek the same relief in 2 actions. But court just says that the relief here is not the same, so is OK.

· CBCA requires action to “appear” to the court  to be in best interests of corporation – what is sufficient at this stage is that an arguable case be shown to subsist (v. different from CL rules under which mere ratification my majority was sufficient, statute has changed that).

· Wide discretion of court here.

· Look first to decision of directors to not assert corporate right of action, was that refusal impartially decided on? 

· Did directors decide impartially not to commence action?  D argues decision was by “independent” directors b/c no Dukie directors voted, and b/c it was made based on reports of accountants and outside lawyers.

· Court says that if look at facts, the directors were not really independent, the 4 that voted to not start the action were the same ones that were in on the promise to the bank.

· Appears thus to be in interest of company that action be brought

Notes (876)
· Much US jurisprudence on effect of directors of D corporation seeking outside advice regarding the substance of grieving SHs’ complaints and desirability of action being brought by corporation against wrongdoers.

· 2 lines of US authority on question of how much deference to give to a litigation committee’s findings:  

1. Some courts refuse to question business judgment of litigation committee as long as it was disinterested and performed an adequate investigation. So here the use of an independent committee acts as a defence.

2. In other jurisdictions, litigation committee must be independent and conduct a fair investigation in order for its decision to be considered at all, but the court may also question whether or not the committee’s decision was reasonable.

· What importance should a Canadian court attach to an independent review in a derivative action?  Should special statutory provisions be enacted to deal with the issue?

· SH approval of an alleged breach does not automatically disallow a derivative action, but can be taken into consideration (CBCA, s. 242(1)): Schadegg v. Alaska Apollo Resource Inc. (1994 BCSC) ( a  financing scheme of a widely held corporation was approved by 80% + of SHs and this overwhelming support was not a bar to action, but was taken as evidence that derivative action would not be in company’s best interests

· What other evidence should a court look at to assess merits of derivative action?

· Good faith of applicant is required, but to what extent must it be demonstrated and to what extent can it be assumed?  Appears to be assumed if applicant seems to have good claim (e.g. Discovery Enterprises Inc. v. Ebco Industries Ltd. (1997 BCCA, leave to appeal to SCC dismissed) ( good faith requirement may depend on whether the action is in best interests of the corporation, but an applicant acting in self interest will not necessarily be acting in bad faith.

· Creditor may be “proper person” to bring action under s. 238 of CBCA i.e. do not have to be a security holder, director or officer to bring a claim that serves the best interest of the corporation. 

· Question: Are there valid reasons for a broad characterization of “proper person” for complainant in context of oppression action as compared to derivative action? NB and AB acts specifically include creditor in definition of “complainant”.

· Can someone buy shares of corporation (after wrongdoing) and thereby buy the right to bring a derivative action? ( In Richardson Greenshields of Canada Ltd. v. Kalmacoff (Ont. CA, leave to appeal dismissed) an acquisition of securities after the wrongdoing did not bar person from being a proper complainant b/c the act does not impose a requirement for contemporaneous ownership with the wrongdoing. This is an interesting result b/c buying into other forms of litigation is generally not allowed.

· Is CL derivative action still available despite the existence of the statutory action?  Farnham v. Fingold (1973 Ont. CA) says no.

Costs in derivative actions (879)
· Costs rules are pivotal to assessment of efficacy of SH rights and remedies.

· Small SHs can’t afford it and have little incentive. Large SHs are often part of wrongdoing group.

· Institutional SHs like pension funds could afford it, but usually prefer to sell rather than sue.

· Ways to attenuate free-rider problem facing SHs: 

· Can allow recovery of costs by the P (if the P wins (???)) from all those who stand to benefit from a favourable judgment. 

· If it is a derivative action, then make the corporation pay the costs. But this causes a different problem – encourages nuisance suits and excessive litigation

· A solution to the vexatious litigation problem is to have corporation presumptively pay costs subject to demonstration that P has not commenced action in good faith and/or action has some reasonable possibility of success (e.g. OBCA has this).

· CBCA has provisions dealing with issue of costs:

s. 242(3) – complainant not required to give any security for costs

s. 242(4) – court may make an interim order as to costs

s. 240(d) – court may also order an indemnity as to costs

Similar provisions in OBCA
Turner et al. v. Mailhot et al. (1985 Ont. H.C.) (880)

Facts:  

· P and wife (Turner) owned 30% of common shares, balance owned by D and his wife.

· Disagreement led to P and wife being locked out of company’s premises and termination of their employment and of P’s position as director and officer.

· P got leave for derivative action seeking return to company of income lost b/c it was diverted to D.

· Then P applied for indemnity for costs of the action under, now s. 242(4) of CBCA
Issue:  

When will an indemnity be ordered?

Held:  

P indemnified for ½ of costs

Ratio:
· Financial inability to carry on an action would weigh heavily in favour of a grant of indemnity and may well overbear any considerations raised by the R, but in absence of this element, other factors might predominate. Financial ability to bring an action shouldn’t preclude indemnity though.

Reasoning:
· If P succeeds in derivative action, he stands to substantially benefit b/c the book value of his shares will increase.

· To bring derivative action it must be established that directors refused to bring the action, that the complainant is acting in good faith and that the action appears to be in the interests of the company.

· But this right to bring an action is based on there being a prima facie, not proven, case. So shouldn’t automatically give indemnity just b/c approved the bringing of the action.

· Financial inability to carry on an action would weigh heavily in favour of a grant of indemnity and may well overbear any considerations raised by the R, but in absence of this element, other factors might predominate

· Financial ability to bring an action shouldn’t preclude indemnity though, although the fact that benefit sought is more for P than for the company is a consideration against indemnity. 

· P made no claim of financial inability to bring action.

· In this case, at this stage, an order of complete indemnity should not be made – entitled to 1/2 of costs incurred and reasonable future fees and costs; w/out prejudice to any future application for more complete indemnification if circumstances change.

· Before this application, the company had paid 40k to defend the action on behalf of D. That was inappropriate, cannot pay out company funds to defend action against D. So D should pay that 40k to P as part of the indemnification order here.

Notes (883)
· When a corporation is ordered to pay all or part of the costs of the action, then costs are indirectly spread to all the SHs in the proportion of their shareholdings. So when the P owns half the shares, then half the burden of costs will be paid by the P. And if order for ½ costs is made, P still pays ¾. Should the court be able to award an indemnity in favour of the P against accused wrongdoers rather than corporation so that P does not pay by way of being a SH?

· Where costs award made against a corporation there is more chance that the creditors will not be paid. Does this strengthen the argument that should make wrongdoer pay costs?

· Should rules regarding awarding of an indemnity be different in relation to private corps and public corps?

· Corporate legislation may not provide for an indemnity as to costs (unlike CBCA or OBCA). But in such case, a court may be able to use the costs on the basis of equity like was done in Wallersteiner v. Moir (No. 2) (1975 Eng. CA) to order an indemnity.

The relationship between the complainant and the corporation (884)
· Is complainant required to look after all of corporation’s interests in the derivative action?

· Discovery Enterprises Ltd. v. Ebco Industries Ltd. (1998 BCCA):  Discovery was pursuing an oppression action against Ebco and had got leave to bring a derivative action in Ebco’s name against Ebco’s creditors.  Ebco sought to enjoin Discovery’s law firm (representing it in both actions) from participating in the derivative action b/c of the conflict of interest that arose from the law firm acting against Ebco (in the oppression action) and for Ebco (in the creditor action): 

· Newbury J. held that while Discovery acting in Ebco’s name, that didn’t mean that Discovery was acting for Ebco. The lawyers would at no stage take instructions from Ebco, but only from discovery. 

· Ebco’s interest in the litigation process in the derivative action (e.g. document discovery and privilege) were to be looked after by Ebco’s board not Discovery. 

· Court would also provide protection via overall supervisory powers in a derivative suit, so no need to worry.

[This seems a weird result to me. Surely some lawyer needs to go through all Ebco’s documents to make disclosure in the creditor action, how can the board do it, they do not know the test for relevance etc!]. 

The personal action (885)

Beck, “The SHs’ Derivative Action” (1974) (885)

· Ownership of stock carries with it a number of personal rights. Some rights come out of companies Acts (e.g. right to inspect books), some out of articles or by-laws (e.g. # of days before a meeting by which notice must be given) and some out of case law (e.g. when judges make the requirements of the statute or K meaningful, like requiring “truly informative” notice). Other rights are the right to vote and the right to have a properly completed proxy accepted.

· If many SH all suffer the same wrong, they can form a single action, that will look representative, but is actually still a personal action. 

· Reason for confusion and for limiting personal actions comes from idea that all wrongs committed by corporate directors and officers, and all duties owed by them, are suffered exclusively by the corporation and not its SH’s.  So on this argument all wrongs (say not paying a dividend) are only ever done to the corporation and the private SH would never have a private action. 

· Also the idea that all acts of directors are acts of the corporation, so it is always the corporation that would be harming the SH, not the director personally that is harming the SH. 

· But the above two points lead to the conclusion that it is always the corporation harming itself. 

· BUT a director acts in a variety of capacities – as an agent of the company, as the company itself and as an appointed officer with formal functions. TB says should not mechanistically say that all acts of the directors are acts of the corporation, but should do a functional analysis of directors’ actions in order to accord more w/ reality and widen ambit of SHs’ personal action. 

· Ask “who in reality is the aggrieved party?”, b/c in many cases the corporation would only suffer harm theoretically, not in reality. 

· If directors inflict harm on SHs, then SHs should be able to sue (is US position and seen in some UK/Can. cases – but remember, in US, directors owe FD to SHs and no case in Anglo-Can. law says that is so (explicitly) hence, maybe, the confusion…).

· So if corporation issues shares improperly, should allow the SHs to personally sue the corporation and or the directors.

· Condec Corporation v. Lunkenheimer (Del.): Directors of D company caused it to enter into a merger agreement with a third company that involved the issuance of a large block of D’s shares to it. The share issue was large enough to prevent P from exerting the voting control that it had just acquired through a cash tender offer. The court declared the issue void b/c this was a case of a SH with a contractual right to have certain voting power associated with his shares being deprived of such control by a breach of FD by directors against SH. Court said that the directors owed a FD to the SHs, not just the corporation.

· Text says that in Canada we do not have to say that the directors owe a FD to the SHs in order to allow personal actions. 

· In line of cases in UK law from Percy v. Mills and Punt v. Symons dealing with invalid issuance of shares it is not clear whether the actions were considered personal or derivative actions, but what is occurring in these cases is interference by the company with the rights of certain of the SHs, and this is the same type of conduct as in other cases where the right of SH to take personal action is firmly established. These other cases are ones in which the SHs rights are abrogated, altering corporate structure in a way that is a fraud on the minority, depriving SHs of the right to vote.

· Discussion of whether UK cases are allowing personal actions when directors misbehave and author thinks that judicial reasoning (although not clearly expressed as such) says that in causing company to do certain things that are primarily of an internal nature and primarily affect the SHs (issue shares, make calls, refuse transfers, solicit proxies), the directors assume a fiduciary obligation toward the company as a whole, that is to the SHs as a general body, to act w/ an even hand and in good faith (and so if they don’t a personal action should be available).

· So basically saying, many cases have allowed personal actions when the directors have not acted even handedly, and none of them ever said that there is a FD to the SH’s individually, so we can now go ahead and allow personal action by a SH when directors behave badly, and we do not have to say that there is a FD to the SH’s individually [although seems to me that that is the implication].

· Australian courts have treated improper allotment of shares as giving rise to personal action to have the improper allotment set aside (Ngurli v. McCann, Aust. HC).

· May be that in threatened ultra vires or illegal acts, there is both a personal and corporate (derivative) right of action. But the fact that the derivative action option is available, does not mean that you should not allow a personal action. 

· In collateral purpose cases SHs are most concerned and injured

· Securities legislation gives clearest example of both personal and corporate rights of action arising from the same wrongful act:  both Ont. Securities Act and OBCA provide for individual and corporate recovery when an insider trades in a company’s securities with knowledge of material, confidential information. Need statutory provision to allow the personal action b/c of holding in Percival v. Wright, but even if statute didn’t say anything regarding the corporate action, author thinks that a right to it would exist in addition to personal action b/c of Regal (Hastings) Ltd. v. Gulliver and Canaero (see Chapter 6). So would not matter if the statute only specified the personal action, the derivative corporate action would still exist.

· US courts have recognized, especially in the context of securities legislation, that the same allegations of fact can support both a derivative and a personal action (leading case is J.I. Case Co. v. Borak, USSC).

· Breaches of proxy solicitation legislation (I think that is when you tell the SH’s that they should hand their proxy votes in now) in Canada give rise to a personal action. There is an analogy to notice cases (where the courts are very strict if notice is not given) b/c proxy solicitation rules are really about giving SH truly informative notice. Therefore, if statutory provisions for proxy solicitation are not complied with, or material provided with the proxy solicitation is inadequate and misleading, the SH has a personal right to sue for a declaration that the meeting and all the acts done at it are void.

· Breach of the proxy solicitation requirements may also give rise to a derivative action (Charlebois v. Bienvenu, 1967 Canada).

Farnham v. Fingold (1973 Ont. CA) (892)

Facts:  

· Appeal from TJ who dismissed D’s 3 motions to strike out the P’s statement of claim on grounds that no reasonable cause of action exists and that and P has no status to make the claims in a class action.

· P claims $25M for:

· Conspiracy to injure the P and other SHs and former SHs of Slater Steel

· against a # of named Ds, for breach of FD as directors and/or officers and/or insiders of Slater Steel to the P and other SHs in sale of shares of SS to Stanton Pipes

· against all Ds for breach of Securities Act and OBCA in sale of shares of Slater Steel to SP;

· against the D, SP, for inducing breach of FD and statutes

· against 2 other named D (Henderson & Morris, alleged to have recommended shares of SS for SHs to buy);

· P also seeks a declaration that controlling SHs holding any premium got on sale of shares of Slater Steel to SP over market price of those shares for benefit of Slater Steel and/or its general SHs and/or vendors of shares to them; 

· P also seeks an accounting of all sums paid or to be paid by SP to other D’s.

· P also seeks an interlocutory and permanent injunction restraining D from entering into or completing any sale of shares of SS to SP; 

· P also seeks costs of the action.

Issue:  

Should statement of claim be struck out?

Held:  

1. Allow appeal w/ costs and dismiss action against Henderson & Morris, it should not be part of this suit, but the P can start another action against them.  

2. Dismiss action w/ costs against all D’s in so far as the action is derivative in nature, but the P can start a derivative action under s.99(1) of the OBCA which covers all derivative actions i.e. must always get leave of the court under that section to start a derivative action. 

3. Strike out statement of claim but allow P to amend the writ of summons and deliver fresh statement of claim

Ratio:
· s. 99(1) of OBCA allowing derivative actions embraces all possible forms of derivative actions (i.e. via statute or CL) and where minority SH brings an action alleging majority has appropriated a control premium of its shares the action is derivative, and must be commenced under the OBCA.

·  [I don’t know what the ratio is here with respect to personal actions unless it is that you may be able to bring one for some wrongs done by directors, but not for appropriation of control premiums of shares???]

Reasoning:
· Claims made in statement of claim are novel and success may depend on trial court applying or extending the principle in Perlman v. Feldman (1955 FC) and Brown v. Halpert (1969 Cal.) or on trial court holding that breach of Part IX of Securities Act is an actionable civil wrong.

· Court says relief claimed against Henderson & Morris does not arise out of same transaction or occurrence or series of such as those that may give rise to liability of other D. Therefore those D’s are not properly joined in the action.

· The declaration P seeks regarding the control premiums that the P says it wants is properly the subject of a derivative action, not a class action.

· s. 99(1) of OBCA allowing derivative actions embraces all possible forms of derivative actions (i.e. via statute or CL), and that means that whenever a SH wants to bring a derivative action they have to get the permission of the court. 

· OBCA and Securities Act don’t bar personal actions

· Judge lists a bunch of things that are wrong with the statement of claim including: 

· The class is not well defined, not even clear the P would be in the class.

· Some of the paragraphs do not allege facts, but rather future wrongs.

· The claim is said to be for $25M damages, but is actually for the actual amount of the premium which would have to be decided at trial.

·  So the Ont. CA allows the appeal and says that the P should take a second attempt and the pleadings. 

Notes (897)
· Perlman v. Feldman (see Chapter 6) was brought as a derivative action. Do you agree that where minority SH brings an action alleging majority has appropriated a control premium of its shares that the action is derivative rather than personal?

· In Perlman the court gave a personal remedy and both OBCA and CBCA (s. 240(c)) allow personal remedies in derivative actions, but s. 233 of BCBCA does not.

Goldex Mines Ltd. v. Revill (1975 Ont. CA) (897)

Facts:  

· Goldex was SH of Probe Mines Ltd. 

· Dispute when Probe’s directors planned to purchase gypsum claims from a company controlled by a former Probe director

· Goldex alleged breaches of duties by directors and D SHs, but did not specify whether these duties were owed to Probe or to its SHs.

Issue:  

Is Goldex suing derivatively for Probe or personally for SHs?  

Where the same acts of directors or of SHs cause damage to the company and also to the SHs or a class of them, is the SH’s cause of action for wrong done to him derivative, or should it be bought personally?

Held:  

Cannot really tell whether the claim is personal or derivative b/c it is so badly drafted. 

There are possible derivative and personal claims here, the same breach gave rise to both personal causes of action (b/c was breach to the SH) and derivative cause of action (b/c was breach to corporation). 

The statement of claim sucks. If it is derivative, then have to get leave, and they did not, so strike it out, if it is personal then it must be drafted to make clear that it is personal. 

Strike out writ (P can re-apply); appeal dismissed.

Ratio:
· If the wrong is done to the SH, it will be a personal action, where the wrong is done to the company, it will be a derivative action. (If it is derivative, then you need leave).

· Preparation, approval and circulation to SHs of a “false and misleading” annual report is a wrong done to the company, but circulation of this with solicitation on behalf of directors of SHs’ proxies is also a wrong done to the SHs because it affects their personal rights. So an action attacking such a report is not derivative i.e. is not on behalf of the company. 

· Where SH has been directly and individually harmed, that SH may have a personal action even though corporation may also have separate and distinct cause of action arising out of the same facts. 

Reasoning:
· Whether Goldex was allowed to sue w/o leave of the court depends on whether it is a derivative action or not. Because if it is a derivative action, then need to get leave under OBCA s. 99.

· As Beck article said, where legal wrong done to SHs by directors or other SHs, the injured SH suffers a personal wrong and may bring a personal action. 

· If SH brings a personal action, it will likely be a class action, but is still personal as opposed to derivative.

· Once a derivative action has been approved by the court, can join personal claims to it if you want.

· Not hard to see that a SH’s action is personal where one group of SHs acts to deprive other group of SHs of their rights that are defined by the articles, by-laws or statutory provisions. But it is a harder case where directors, for collateral purpose of their own, cause the company to act in manner that deprives a group of SHs of their rights. A director breach to serve himself would be a harm to the corporation, but not clear if it would be an violation of individual SH rights – probably not.

· SH has no personal right if director breaches duty and stock tanks, since the wrong suffered by the SH is merely incidental to the wrong suffered by the corporation ( If the injury of the SH is incidental to the injury of the corporation then there will be no private action. It will be incidental if it arises simply b/c the corporation itself has been damaged, and as a consequence, the SH are damaged.

· Minority SH can sue, even where there is a clear wrong to the company, where there has been oppressive and unjust exercise of power by majority to the detriment of the minority.

· Case law and statute say that where directors breach their duty regarding an information circular, this is breach of FD to company AND also a breach of duty to other SHs.  Also, minority SHs can sue under the oppression remedy. So we see a legislative trend toward greater protection of SHs by ensuring that they get certain information from the corporation.

· The principle that majority governs in corporate affairs is fundamental to corporation law, but its corollary is also important – that the majority must act fairly and honestly, else the equitable J of the court can be invoked. 

· Preparation, approval and circulation to SHs of “false and misleading” annual report is a wrong to the company, but circulation of this with solicitation on behalf of directors of SHs’ proxies is also a wrong to SHs that affects their personal rights and so an action attacking such a report is personal and  is not derivative.

· The way P’s case is pleaded there is no clear allegation that P sues in respect of SHs personally, in fact a few clauses specifically refer to breach of duty to “Probe”. But some other clauses seem to imply personal action

· Problem with statement of claim, is that discloses no attempt to differentiate between claims that are personal and derivative and the court can’t separate these out the way its written, so it must be re-submitted. 

Hercules Management Ltd. v. Ernst & Young (1997 SCC) (903) 

Facts:  

· P(A) were SHs of 2 related corporations. D(R) (Ernst & Young) was accounting firm hired by 2 corporations to do annual audits.

· After corps went into receivership, A brought action claiming that audit reports were negligently prepared and that they had lost money in reliance on them.

· More specifically the P’s claim that as SH’s they were prevented from properly overseeing the management of the audited corporations b/c the D’s audit reports painted a misleading picture of their financial state. 

· Most of judgment focused on procedural matters and issue of whether D owed a duty of care under negligence law to P, but this excerpt is concerned with derivative vs. personal action.  

Issue:  

Should claim have been brought as derivative action in conformity with rule in Foss v. Harbottle rather than as a series of individual actions?

Held:  

Appeal dismissed w/ costs.

The action should have been bought as a derivative action and not as series of personal actions b/c the audit reports were provided to the SH’s as a group in order to allow them to make a collective, as opposed to individual, decision.

Ratio:
Where a separate and distinct claim (e.g. in tort) can be raised regarding a wrong done to a SH qua individual (i.e. if injury is not incidental to injury to corporation), a personal action may lie, but otherwise Foss rule applies.

Reasoning:  

La Forest J.

· Derivative action would have been the proper method of proceeding here

· The rule in Foss provides that individual SHs have no cause of action in law for any wrongs done to corporation and that if an action is to be brought in respect of such losses, it must be brought by the corporation (via management) or by way of derivative action.

· The rule is sound on legal (doctrine of separate corporate entity) and policy grounds (avoids procedural hassle of a multiplicity of actions).

· When SH’s make decision on financial reports they do so as a body in respect of the corporations interests rather than as individuals in respect of their own separate interests.

· Can see how rule in Foss operates regarding A’s claims ( SHs assume “managerial role” when as a collectivity, they oversee the activities of directors and officers through resolutions adopted at SH meetings and in this capacity they cannot properly be understood to be acting simply as individual holders of equity b/c collective decisions made in respect of the corporation.

· So any duty owed by auditors in respect of this aspect of SHs’ functions would be owed not to SHs as individuals, but rather to all SHs as a group, acting in interests of corporation.

· If decisions taken by collectivity of SHs are in respect of corp’s affairs, then the SHs reliance on negligently prepared audit reports in taking such decisions will result in wrong to the corporation for which the SHs cannot individually recover for.

· Nothing said above takes away from ratio of Goldex [which said that a SH may have a personal COA even though the corporation may also have a separate and distinct COA arising out of the same events]: where a separate and distinct claim (e.g. in tort) can be raised regarding a wrong done to a SH qua individual, a personal action may well lie in addition to the derivative action, but in this case there was no wrong to the SHs qua SHs, the reports were not given to the SHs for any personal use by the SHs.

Notes (906)
· Kraus v. J.G. Lloyd Pty. Ltd. (1965 Aust.):  P, SH, asked for injunction to restrain D from acting as director after being called on by majority of SHs of closely held corporation to retire. P complained that other D’s were running affairs of company w/out proper quorum of directors and that they had refused to allow the P and other SHs to appoint replacement directors. Court held that individual rights of P as member of company had been invaded and Foss rule no obstacle here [i.e. personal action could be bought b/c individuals right to vote had been compromised].

· Jones v. H.F. Ahmanson & Co. (1969 Cal.):  SH derivative suit seeks to recover for harm done to corporation for which the corporation refuses to recover. Will use derivative action when harm is to corporation as a whole, or trying to recover corporate assets, or prevent dissipation of assets. Although in a derivative action the corporation is made a D, it is in fact the real P and it alone benefits directly from the action, SH only benefits indirectly. Individual suit on the other hand is for when the SH has an individual right against the corporation.  In this case it is clear from P’s allegations and the facts that P does not seek to recover on behalf of the corporation for injury done to corporation by D; does allege that value of stock has been diminished by Ds’ actions, but does not contend that this reflects injury to the corp. The gravamen of her cause of action is injury to herself and the other minority SHs. In Shaw v. Empire Savings & Loan Assn. (Cal.) the court reasoned that minority SH couldn’t maintain an individual action unless he could show injury to him was somehow different from that suffered by other minority SHs – book says court erred in holding this b/c individual wrong necessary to support a suit by a SH need not be unique to that SH:  if injury to is not incidental to injury to the corporation, that is what gives rise to the personal action, and the fact that other SHs suffered similar personal injuries is not fatal to the personal action.  

· Assuming certain wrongs can give rise to derivative and personal actions, what rules should be followed?  Should same rules apply to CHCs?  

· In Thomas v. Dickson (1983 Georgia SC), P was sole SH of corporation and was allowed to bring a personal action for harm done to the corporation. The court considered the policy reasons for barring personal actions and requiring a derivative actions when the harm is to the corporation as a whole:

· prevents multiplicity of lawsuits by SHs

· protects corporate creditors by putting proceeds of recovery back into the corporation 

· protects interests of all SHs by increasing value of their shares instead of allowing recovery by one SH to prejudice rights of others not a party to the suit

· adequately compensates the injured SH by increasing the value of her shares

But in this case the P is the only SH, and there are no hungry creditors in this case, so none of the policy concerns apply, and so can allow personal action. Should this be followed in Canada – would prevent the P in such case applying to the court for leave!

Relief from oppression (909)

(a)  Introduction: the mischief and the response (909)
· Basic principle of corporation law is majority rule and then the interests of minority SHs are recognized through duties owed by directors and equitable restraints on majority SH action, but case law shows that these protections weren’t enough, especially in CHCs.

· One immediate response to this problem was resort to court for a winding-up order, but what if minority SH still wanted to continue investment. And proceeds from dissolution may not reflect the damage already done to the minority SH

· s. 210 of UK Companies Act, 1948 enacted oppression remedy.

· 1962 committee in the UK said that oppression remedy should be available when:

1. controlling directors unreasonably refused to register transfer of minority shares, forcing a reduced sale price that the majority could then take advantage of

2. When directors take big salaries to the detriment of dividends.

3. Where directors get shares with special and advantageous terms

4. Directors refuse dividends on the type of shares held by the minority

But there are many other situations when it would be appropriate. 

· Canadian jurisdictions slowly adopted and improved on the UK provisions and an increasing # of decisions indicate that the oppression remedy may be the most significant one for SHs.

The Canada statutory provisions (910)
Iacobucci, Pilkington and Prichard, Canadian Business Corporations (1977) (910)

Federal

· s. 241 and s.242 of CBCA are basically equivalent to what the UK has. 

· “Complainant” may apply to court for an order and where court satisfied that 

a) any act or omission of the corporation or its affiliates effects a result, or 

b) the business affairs of the corporation or its affiliates are or have been carried on or conducted in a manner, or 

c) the powers of the directors of the corporation or any of its affiliates are or have been exercised in a manner that is 

“oppressive or unfairly prejudicial to or that unfairly disregards the interests of any security holder, creditor, director or officer”, and the court may make an interim or final order it thinks fit

· s. 241(3), w/o limiting s.242, gives examples of the types of orders that can be used:

· Restraining the conduct complained of

· Appointing a receiver or a receiver manager.

· Amending arts/by-laws or u.s.a.

· Directing issue or exchange of securities.

· Directing changes in directors. 

· Directing purchase of securities of SH.

· Directing payment to a security holder.

· Varying or setting aside a transaction to which the corporation is a party and compensating other parties.

· Directing the production of any financial statement or accounting.

· Compensating any aggrieved person.

· Directing rectification of corporate records or registry.

· Liquidating or dissolving the corporation. 

· Directing an investigation or requiring the trial of any matter

· If order directs amendments of articles or by-laws, directors shall comply forthwith and s. 241(4)(b) prevents any further amendments w/out court’s approval

· s. 241(6) prevents court from ordering corporation to buy securities of a security holder or pay security holder if reasonable grounds for believing that after payment, the corporation would be unable to meet is liabilities.

· s. 242 adds procedural and evidentiary qualifications to s. 241 applications:

· Ratification of act complained of by majority of SHs is not sufficient to stay or dismiss application, but is factor to take into account in making order.

· Court approval require for any stay, discontinuance or dismissal under s. 241

· Complainant not required to give security or costs when making application

· Court may order the corporation to pay the complainant’s interim costs, but complainant accountable on final disposition of application.

· Contrary to CL, s. 241 doesn’t require that just and equitable grounds for winding-up exist, it is sufficient that there be a “course of conduct” that is oppressive or unfairly prejudicial (and isolated acts are sufficient, do not need ongoing conduct)

· s. 241 extends availability of the remedy to “complainants” and so gives discretion to court to allow applications by registered or beneficial owners (present and former), the Minister’s representative and “any other persons” the court thinks is “proper person to make an application”.

· s. 241 also allows the court to authorize the bringing of an action in the name of a third party on such terms as the court may direct – this supplements the derivative action under s.240.

Note (912)
· s. 227 of BCBCA offers protection from threatened acts, but does not list the ground of “unfairly disregards” (as in CBCA), but only “oppressive” and “unfairly prejudicial” and so is arguably narrower in scope than the CBCA i.e. in each statute you have to consider the scope what is “oppressive”.

Overlap between oppression remedy and fiduciary duties (913)
· Substantive ground for invoking the oppression section is “unfairness”, and this substantive trigger is almost always broader than the substantive trigger for breach of FD.  So this means, in practice, that courts have routinely characterized directorial conduct that is a breach of FD as oppressive. Venn diagram, FD is within oppressive. 

· Officers are not directors, but acts of officers are acts of corporation. So acts of officers that are breaches of FD are also drawn into the oppression remedy (b/c provision bars any conduct of corporation that is oppressive).

· Breach of FD normally gives rise to derivative action b/c FD owed to the company.

· Although drafters of oppression remedy appear to have intended that oppression actions have a personal character, most courts have allowed actions of a derivative character to go forward under the oppression remedy – has further confounded action for breach of FD w/ oppression action.

· Common to allege breach of FD and oppression. Can think of oppression as an expanded FD (although oppression includes some purely personal actions), although courts have refused to characterize oppression remedy as an expanded FD (maybe b/c judges know that CL FD are restrictive i.t.o SH remedy, and don’t want oppression doctrine to be tied by those restrictions).

· b/c any breach of FD is almost certain to be characterized as oppression, the oppression remedy offers a broader substantive cause of action (need “unfairness” and don’t need mala fides), the remedies available under oppression remedy are broader and courts have allowed derivative-type actions under oppression provision, the oppression remedy swallowing up law of FD. But the danger is that broad fairness standard of oppression remedy creates so much judicial discretion that it undermines the comparatively greater certainty of the law of FD

· REMEMER:  oppression provision is probably most important innovation in corporation law in the 20th century and one that stands to transform the relationship between directors, officers and SHs

· BUT note that majority of cases involved private companies so there is still the question of the appropriateness of broad judicial discretion being applied to public companies. 

Judicial interpretation of the action (915)
Standing to bring an oppression action (915)

· Statutory definition of “complainant” is same for an oppression action as for derivative action (s. 238 of CBCA) and includes directors, officers, SHs and “proper persons”

· First Edmonton Place Ltd. is important case for meaning of “proper persons” with respect to oppression action (and issue of whether creditor can bring an oppression action).

First Edmonton Place Ltd. v. 315888 Alberta Ltd. (1988 ABQB) (915) 

Facts:  

Not given

Issue:  

Is applicant (creditor) a “complainant” w/in meaning of Act?

Held:  

No. Leave to bring action denied b/c 

1. There was no fraud on the creditor because of the acts complained of. 

2. The applicant was not a creditor at time act complained of, so he could not have had a legitimate expectation, from previous dealings with the company, that the company would not act that way. 

The court says that the above two situations are not the only times a creditor could be given permission to bring an action, the list is not exhaustive, but the court does not find any other reason to allow the action. 

Ratio:
“Security holders” are “complainants” under CBCA, and “Security holder” can include some kinds of creditors (but not this one). 

Creditors, or those with contingent liability, can, under some circumstances, be “proper persons”.

Reasoning:

Is the P a “complainant” under s.231(b)(i)?

· Language of CBCA regarding definition of complainant (and “security”) includes security holders who hold or are beneficial owners of a security of the corporation and if security is type capable of being registered – includes registered or beneficial holders of a mortgage or a debenture creating a charge issued by the corporation.

· P argues that a lease is a security of the corporation.

· s. 231 restricts the definition of “complainant” to those creditors who are entitled to have certificates and who are to be entered into the securities register. So creditor can only be a complainant if it holds or is the beneficial owner of a security of the corporation, and the security is of the type that can be registered.

· The holders of debt securities are in the same position as holders of non-voting preference shares.

· [But it seems that P cannot succeed here, the lease is not a debt security]. 

Is the P a “complainant” under s.231(b)(iii)?

· Can be a complainant under this section if the court thinks you are a “proper person”.

· Language of CBCA regarding “proper persons” is not a definition so much as it is a grant to the court of broad discretion to do justice and equity

· Don’t have to be security holder (as defined above), director or an officer of corporation to bring an oppression action as a complainant under this section – the legislators left a discretion to courts to fill in the gaps in case a deserving party was not covered in the other groups of complainant.

· The person who brings the action must be someone that would advance the interests of the corporation by seeking to correct a wrong done to the corporation.  

· Could be creditor or person who at time of the act complained of was not a creditor, but was a person toward whom the corporation might have a contingent liability. Βut still have to satisfy court that there was some evidence of oppression or unfair prejudice or disregard for interests of a security holder, creditor, director or officer i.e. must show that someone suffered. 

· Applicant must show that justice and equity require that he be given a chance to bring the action. 

· Two (non-exhaustive) circumstances in which justice and equity would entitle creditor to be regarded as “proper person”:  

1. If act or conduct of directors or management involved using corporation a vehicle for fraud on applicant (fraud).

2. If act or conduct of directors or management was a breach of the underlying expectation of the applicant arising from the circumstances in which the applicant’s relationship with the corporation arose (legitimate expectation) i.e. if the conduct was such that the creditor could reasonably expect the managers to not subsequently act the way they did, then the court will allow action for relief against those subsequent acts.

· #1 does not arise on these facts, no fraud, and #2 cannot work b/c the creditor was not a creditor at the time of the acts complained of. 

Notes (918)
Note 1

· Research shows that SHs bring most oppression claims, but that creditors are more often successful when they do bring them.

· People’s v. Wise is on leave to SCC and deals with how corporation must consider creditors when dissipating assets pending insolvency. TJ imposed duty on directors, Que CA said no, have a duty scheme in the statute, and must just apply that, not start imposing general duties. Commentators have said that should not create general FD on directors to creditors, rather just give creditors an action under oppression remedy.

Note 2

· Is a wrongfully dismissed employee a proper person to bring an oppression action?  If employee-SH is dismissed the oppression remedy may be available if loss of employment is intrinsically linked to status as SH (e.g. Krynen v. Bugg (2003 Ont. SCJ), but free-standing employees have not been successful in bringing oppression actions.

Note 3

· Other applicants who have been deemed “proper persons” include 

· A widow of a deceased SH (Lenstra v. Lenstra, 1995 Ont. Gen. Div.). 

· TEIB (Olympia & York Developments Ltd. v. Olympia & York Realty Corp., 2001 Ont. SCJ) 

· Custodian of funds set up for immigrant investors (HSBC Capital Canada Inc. v. First Mortgage Alberta Fund (V) Inc., 1999 ABQB)

· Gainers Inc. v. Pocklington (1992 ABQB) ( court held that in special circumstances, the corporation itself may be a “proper person”

· Some cases have held that applicant need not actually have been affected by alleged oppression to have standing, but may have standing in interests of righting a wrong done to others (Joncas v. Spruce Falls Power & Paper Co., 2000 Ont. CA).

Note 4

· Oppression action by SH may be preferable to ordinary civil action of breach of FD for 3 reasons:

· May be commenced by way of application w/out pleadings or discovery so may be quicker.

· Relief from court is broader and more flexible than can be provided under ordinary civil action.

· Blurry state of Canadian law on nature and type of FD owed to non-SH stakeholders means that it is safer to rely on the oppression remedy.

· Should non-SHs be able to use the oppression remedy if have they have other [CL – breach of FD (???)] remedies available?  What implications does expanding the definition of “complainant” have for purposes for which corporation is said to exist?

The substantive scope of the oppression action (921)

Note (921)

· What was “oppression” or a “fraud on minority” at CL was essentially restricted to takings of property or other clearly egregious interferences w/ minority SH rights or expectations i.e. was very narrow. 

· English courts have accorded the statutory definition of “oppressive” a much wide ambit than at CL; two definitions are widely cited:

1. Elder v. Elder & Watson Ltd. (1952):  conduct complained of should involve a visible departure from standards of fair dealing and a violation of the conditions of fair play on which every SH who entrusts his money to a company is entitled to rely

2. Scottish Cooperative Wholesale Society Ltd. v. Meyer (1959 HL):  dictionary meaning adopted:  “burdensome, harsh and wrongful” and “wrongful” includes conduct that falls short of actual illegality or invasion of legal rights, but that is reprehensible.

· In CBCA, oppression remedy triggered by “oppressive”, but also by any action that is “unfairly prejudicial or unfairly disregards the interests of any security holder, creditor, director or officer”. [Remember that the BCBCA does not have the “unfairly disregards” part].

· Courts have used this expanded definition to widen scope of conduct covered by the original UK provision for “oppression”, moving towards broadly based definition of “fairness” as substantive standard.

· Ferguson v. Imax is example of this and it explores the relationship between oppression remedy and CL of FD.

Ferguson v. Imax Systems corporation (1983 Ont. CA, leave to appeal refused) (922)

Facts:  

· Founding SHs of Imax were A, the plaintiff, her then-husband, and 2 other couples.

· On incorporation, husbands each got 700 common (voting) shares and wives got 700 class B (non-voting) shares.

· A had knowledge of the film business and worked in management and administration of the company and after she separated from husband, the company, under pressure from him, tried to squeeze her out.

· She was discharged by Imax and the company refused to declare dividends beyond those required by class B shares and proposed to cancel and convert all class B shares to non-voting, limited-dividend shares.

· F sought relief under CBCA, s. 234 alleging oppression

Issue:  

What is scope of oppression remedy?

Held:  

Appeal allowed; A (ex-wife) wins – issue order prohibiting implementation of the resolution. 

Ratio:
s. 234 more than codification of CL – is broader.

Each case turns on its facts

Reasoning:
· At CL, the power of a corporation to amend its articles 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.

· Refers to Interpretation Act that says that you must interpret broadly to give meaning to the purpose. 

· Court may consider the relationship between the SHs, and look beyond legal rights ( applying fairness.

· Court must consider the bona fides of the corporate transaction in question to decide if was oppressive or unfairly prejudicial to the minority SH’r.

· Here have small, CHC; A’s participation in the group of SHs and her work for the corporation is important. It was the intention of the group to deny A any part in growth of company. 

· The resolution authorizing change in capital of the company was a culminating event in a lengthy course of oppressive and unfairly prejudicial conduct to A.

· Company hasn’t acted bona fides in exercising power to amend. 

· A is the only one affected, all the other SH’s hold themselves, or through their spouses, the other class of shares. 

· Cannot consider A as someone who came to company lately and took minority position.

· A satisfied onus on her when relying on s. 234 and entitled to relief sought – an order forever prohibiting the company from implementing the resolution. 

Note (924)
· Ebrahimi v. Westbourne Galleries Ltd. (1972 HL, Chapter 7) is not an oppression case, it arises pursuant to motion to wind up corporation on ground that it is “just and equitable” to do so. It is important to consider this case in the context of the oppression remedy b/c Canada courts have ignored Lord Wilberforce’s attempt to confine the scope of “equitable rights” enunciated in that case to cases where winding up is sought. We now have tons of cases applying concept of “equitable rights” in context of the oppression remedy. So the equitable approach Wilberforce took in Ebrahimi, although he was intending to limit it to the winding up situation, has been applied in the oppression context and has had huge impact on way Canada courts have applied oppression remedy. 

· After Ebrahimi courts now look beyond the rights the minority rights SHs “contracted” for (via the by articles, by-laws or SH agreement) and applies equity and looks at SH expectations as a source of rights. So this broadens grounds for challenging the actions of the majority.

· Diligenti v. RWMD Operations Kelowna Ltd. (1976 BCSC) 

· One of first cases where Canadian judge called on Lord Wilberforce’s “equitable rights” to resolve oppression claim.

· P was one of four with 25% interest in business operating 2 Keg restaurants and was ousted as manager and as director.

· Court, finding for the P, said that “unfairly prejudicial” is broader in meaning than “oppressive”. “Oppressive” conduct only includes interference w/ strict legal rights of petitioner, but “unfairly prejudicial” allows the court to consider whether P’s “equitable rights” have been violated. 

· On facts, court held that Diligenti’s equitable rights were interfered with in his removal as a director SH and was unfairly prejudicial.  Court said that the relationships were such that as a SH he had a right to a say, and that his exclusion had violated that right. 

· There was no explicit agreement for all SHs to participate in management and no longstanding partnership between SHs (as in Ebrahimi), but judge inferred existence of agreement to participate in management from circumstances of partnership and nature of relationship among the parties.

· “although his fellow members may be entitled as a strict matter of law to remove him as director, for them to do so in fact is unjust and inequitable”, and a breach of P’s equitable rights. 

· Complaints of diversion of profits might also fit w/in oppression remedy.

· So the court refused to strike the SOC for failing to disclose a COA. 

Westfair Foods Ltd. v. Watt (1991 ABCA) (927) 

Facts:  

· A was public corporation with 2 classes of shares:  class A shares had $2 dividend in priority to common shares, after which all dividends went to common shares.

· If there was a liquidation, class A shares shared equally w/ common shares

· The corporation had a longstanding policy of paying dividends to its SHs while retaining much of its earnings, but in 1985 adopted policy of distributing its net annual earnings as dividends.

· At trial, new policy found to be oppressive to holders of class A shares who had interest in retained earnings, but now would be getting nothing b/c all the excess would go to the common SHs.

· Was also oppressive b/c of procedural shortcomings around changes in policy. 

· TJ ordered that corporation buy the class A shares, the corporation appealed.

Issue:  

Should P be allowed oppression remedy?

Held:  

Appeal dismissed, uphold the remedy P was given at trial, the corporation must buy the class A shares. Although the CA did not agree that the class A SH’s had a substantive complaint, the procedure for the changes was unacceptable, and so allow the remedy anyway. 

Ratio:
Reasonable expectations test (very important for judicial consideration of oppression remedy) can be the way to decide if should get oppression remedy

Reasoning:
· Cites Ebrahimi: There is room in company law for recognition of the fact that behind it, or amongst it, there are individuals with rights, expectations and obligations inter se which are not necessarily submerged in the company structure”.

· Oppression provision rights turn on effect, not intent and govern all activities of the corporation 

· Wording of section is overlapping and defies “watertight compartments”. 

· Left up to courts to interpret meaning of “fair” based on precedent or principles from precedent that have gained wide acceptance.

· Majority have obligation to not use their power to profit themselves at the expense of the minority. But this is not a case of outvoting, but of one class of shares competing with another. 

· We regulate voluntary relationships by regard to expectations raised in the mind of a party by the word or deed of the other and which the first party ordinarily would realise it was encouraging by its words and deeds (i.e. reasonable expectations).

· Test is always fact-specific. Consider not only what is on paper, but the nature of the relationships.

· Disagree with TJ regarding oppressiveness of the policy to start distributing all earnings: the TJ said that right to share equally in the distribution of assets on liquidation created an expectation by class A SHs that they would share in “success or failure” of the company. Therefore, said the TJ, cannot change situation where the class A SH’s don’t share equally as company is ongoing. But CA said that given the class A SH’s knew they only got $2 dividends, any expectation that they would share in the future success of company in a measure beyond the $2 dividend promised to them, was not a reasonable expectation.

· BUT procedural shortcomings (did not inform, consult or arrange for independent review of whether it was a good policy change) resulted in loss of confidence by class A SHs and was unfair disregard for SHs so best if all shares were to be sold, especially b/c there are so few of them anyway. 

Notes (932)
· HL has recently reviewed role of reasonable expectations (called “legitimate expectations”) in oppression remedy (O’Neill v. Phillips, 1999) and advocated two ways to define scope of legitimate expectations: 

1. Base intervention in company affairs on equitable principles that have evolved from the law of partnership.

2. Interpret K between parties in light of their real intentions, including promises that arose later in the relationship.

· How different is this equity/K approach from approach of Canada courts? 

· [Remember from admin law that in the UK you get substantive relief from LE, but in Canada only procedural relief, so while it may be OK to use the term LE in the UK equally in admin and corporate law, in Canada should not use the terms LE and reasonable expectations interchangeably].

Does the Oppression Remedy Require a Showing of Bad Faith? (933)

· Can well intentioned conduct be oppressive?

· Breach of statutory fiduciary duty seems to require an absence of bona fides (see s.122(1)(a) CBCA), but is the same required to use the oppression remedy?

· If the oppression remedy is based on the results of the conduct rather than the motive or intentions, then its substantive scope will be much broader than the law of fiduciary duties. 

· MacIntosh in “Bad Faith and the Oppression Remedy” discusses whether bad faith is necessary or sufficient: are 4 options for bad faith in the oppression remedy: (1) is a necessary precondition for finding liability; (2) is a sufficient condition; (3) is neither necessary nor sufficient, question is whether the result was unfair; or (4) both bad faith and unfair result are necessary.

· Based on the origins of the oppression remedy, MacIntosh argues for (3) - that unfair result should be the focus of the inquiry of oppression remedy and that a bad faith requirement should be rejected. 

· MacIntosh says that while statutory provisions for FD focus on subjective mind of director, the oppression provisions do not.  
· The approach of focusing on the result was seen in Brant Investments Ltd. v. KeepRite Inc. (Ont C.A. 1991).  Based on a literal reading of the oppression provision and an application of the statutory objective of the CBCA in s. 4, the court held that evidence of bad faith is unnecessary under the oppression provision.  Evidence of bad faith may be relevant but is not a requirement.  
· The oppression does not always give a remedy to SHs whose rights or interests have been infringed, but only if such effect on the SH’s was unfair. 
· Note that some BC cases have held that in the absence of some illegal act, bad faith is required.  See Mahoney v. Taylor (BCSC 1996) and Saarnok-Vuus v. Teng (BCSC 2003). Could this be because the BCBCA does not have the “unfairly disregards” component to the oppression test? 
Is the Oppression Remedy Personal or Derivative? (935)

· If the oppression remedy embraces actions of a derivative character then the overlap between actions for breach of fiduciary duty and under the oppression remedy becomes complete since breaches of fiduciary duty will almost always involve derivative actions. 

· Cases have not been consistent on the issue, but the case below appears to be dominant approach.

Sparling v. Javelin International Ltd. (Que. S.C. 1986) (936)

Facts:  

· Doyle (D) was originally the controlling SH and a director of Javelin, a corporation incorporated in Canada.  Later D became a fugitive in Canada and the US.  From Panama (no extradition treaty), D incorporated a subsidiary called Pavonia which he had control of.  A director of the Javelin, Sparling, began an oppression action and the result of which was a finding that certain actions of D were oppressive towards the minority SHs of Javelin.  The court ordered the suspension of the power of the board and the appointment of a receiver-manager to run the company.  

· In this follow-up case, the Director commenced an oppression action under s. 234 (now s. 241) on behalf of minority SHs of Javelin seeking additional findings of oppression relating to past conduct and alleging that D had continued to act oppressively towards the interests of the minority SHs.  Director sought as a remedy the winding-up of the company.  

· The action alleged that D had arranged a phony transaction paid for by Javelin and pocketed the benefit.  D was also paid hefty consulting fees and the director alleged that such fees were unearned.  D had arranged the affairs of the companies so that Pavonia effectively acquired control of Javelin, disenabling the receiver-manager from removing the oppressive effects of D’s control.  

· Court found for the director on most grounds, but this excerpt deals with D’s argument that the allegations were all derivatives in character and were thus not suitable for an oppression application i.e. that they had to be bought personally by the SH’s.  D argued that action for derivative actions may only be exercised in conformity with s.232 CBCA “Commencing derivative actions” (now sec. 239), and since no leave was given by the court to bring the action under s.232, the action is illegal.

Issue:  

Can the oppression remedy be used where action is derivative?

Held:

Yes, P can opt not to use the derivative action statutory provisions the require leave of the court. 
Ratio:  
Oppression remedy may be used in derivative type actions.  And can be used without going through the derivative action provision.

Analysis:

· Some judgments decided prior to the current oppression provisions were enacted support D’s argument but court suggests that these cases be read with caution b/c the issues in most of those were not the same as the issue in this case.

· Court refers to Re Peterson and Kanata Investments Ltd. (BCSC) which was decided under a similar BCBCA provision.  In Re Peterson the minority SHs applied to the court for relief on the ground that the affairs of the company were being conducted in a manner oppressive to them, in that the controlling SH had abused his control in order to profit at the company’s expense.  Counsel for the controlling SH argued that the applicants should have proceeded by way of derivative action. The court in that case rejected that argument and stated that the new rights created in the oppression provision of the BCBCA are in addition to whatever other rights or remedies the three members have either by statue or at CL.

· Some scholars take the same approach arguing that there is no clear line between cases where relief by way of the oppression remedy is available and cases where the derivative action remedy is available, and in some cases the P may be able to chose which one to use.  
· The object of the derivative action is to right a wrong done to the corporation while the object of the oppression remedy is to remedy a wrong done to a minority SH.  Yet some wrongs could fall into either category, e.g. payment of excessive salaries to dominant SHs who appoint themselves as officers (could be a wrong to the corporation and wrong to minority SHs if was done to squeeze out a minority group).  In such cases either remedy can be selected.

· Court held that Parliament’s intent in enacting the oppression provision was to include in its ambit all SHs’ recourses and that nothing in the wording of the oppression provision suggests that the recourses foreseen in s.232 may not be included in an oppression application.  
· The court also noted that some of the orders in the oppression provision encompassed derivative recourses i.e. remedies for the corporation itself.  
· Court held that “to decided that any right belonging to the corporation may only be exercised by way of derivative action would be to deny the fundamental nature of the reform which enactment of s.234 represents” i.e. not willing to restrict the oppression remedy to cases when the corporation has not itself been harmed as well.   

CBCA

Commencing Derivative Action

239. (1) Subject to subsection (2), a complainant may apply to a court for leave to bring an action in the name and on behalf of a corporation or any of its subsidiaries, or intervene in an action to which any such body corporate is a party, for the purpose of prosecuting, defending or discontinuing the action on behalf of the body corporate.

Conditions precedent

(2) No action may be brought and no intervention in an action may be made under subsection (1) unless the court is satisfied that


(a) the complainant has given notice to the directors of the corporation or its subsidiary of the complainant’s intention to apply to the court under subsection (1) not less than fourteen days before bringing the application, or as otherwise ordered by the court, if the directors of the corporation or its subsidiary do not bring, diligently prosecute or defend or discontinue the action;


(b) the complainant is acting in good faith; and


(c) it appears to be in the interests of the corporation or its subsidiary that the action be brought, prosecuted, defended or discontinued.

Application to the Court re Oppression

241. 
(1) A complainant may apply to a court for an order under this section.

(2) If, on an application under subsection (1), the court is satisfied that in respect of a corporation or any of its affiliates

(a) any act or omission of the corporation or any of its affiliates effects a result,

(b) the business or affairs of the corporation or any of its affiliates are or have been carried on or conducted in a manner, or

(c) the powers of the directors of the corporation or any of its affiliates are or have been exercised in a manner

that is oppressive or unfairly prejudicial to or that unfairly disregards the interests of any security holder, creditor, director or officer, the court may make an order to rectify the matters complained of…….

Notes and Questions (939)
· Derivative action provision (s.239) is purely procedural in nature; the P must show that there has been a breach of a fiduciary duty owed to the corporation before an action will be allowed under s.239. 

· The substantive hurdle in s. 241 (oppression provision) is easier, not more difficult, to get over than that in s.239. So it is strange that the case above suggested that the derivative action will be used when the P does not want to clear the oppression remedy hurdle. 
· If the oppression remedy can be resorted to in any case involving a derivative type of action, then it appears to render the derivative action completely obsolete since why would the P bother to try to get over the s. 239 hurdle.    

· It could be argued that a derivative action affords procedural protection not found in an oppression action i.e. the derivative action has discovery etc, but the oppression remedy is by petition.  However, although the oppression action is commenced by summary procedure (i.e., by application rather than an action), without pleadings and discoveries, the court will almost routinely order the trial of complex issues involving factual disputes, converting the oppression application into a regular action with pleadings and discoveries, and putting it on a par to the type of action that results when the suit is brought derivatively.   (Note that need leave to start, and end, a derivative action).  

· So why not just delete the derivative action provisions? Explanation may be simply that the drafters did not give adequate though to the relationship between the two provisions.

· The BCSC in Re Goldstream Resources Ltd. (1986) did not come to the same finding as the court in Sparling v. Javelin.  In this case the court held that an action of a derivative character can be commenced only with the leave of the court under the provision relating to derivative actions.  

· Prof Macintosh notes that derivative-type actions are often allowed to proceed under the oppression remedy without the appropriateness of this ever being raised, so most courts in effect follow Sparling.  

· In private corps, a wrong that is formally a wrong to “the company” is in fact simply symptomatic of a dispute between various parties in the corporation e.g. Diligenti case.  In such cases, an argument has been used to justify allowing derivative types of actions to proceed under the oppression remedy.  But this argument only applies to private corps and not to public ones.  
· Despite the possibility of proceeding under the oppression provision, there are important arguments for forcing the action to proceed derivatively.  Oppression actions usually involve only some SHs and this may create a problem where the harm was against all SHs i.e. if SH claims that has been harmed by director taking excessive salary, then the remedy should actually be to the corporation so that the other harmed SH’s can benefit from the remedy w/o becoming parties to the action – so in such case should require a derivative action.  Another reason to insist on derivative suit is b/c a personal remedy in a derivative type of suit trumps the interests of creditors in the corp’s assets and earnings stream i.e. unfair to the creditors that the remedy goes to the SH’s directly – it should rather flow through the corporation so that the creditors can benefit too.

· Alles v. Maurice (Ont. Gen. Div. 1992): P bought oppression action for excessive director remuneration etc. But who will instruct the lawyers for the corporation? The directors (this is OK if it is really a claim by a single SH for a wrong to that SH) or the SHs (more appropriate if the wrong is actually to the corporation – the directors have breached a duty to the corporation and so cannot now instruct the lawyers looking after the corporations interest). So better for it to be a derivative action, and then the P will have to show that it is acting in the best interests of the corporation. 
Can the Oppression Action be Applied to the Conduct of Shareholders of the Corporation? (942)

· Can the oppression remedy be applied against majority SHs?

· Look at s. 241(2).  It doesn’t seem to allow room to attack the conduct of a SH, but the provision allows for the remedy to apply not only to conduct of the corporation, but also to that of any “affiliate” of the corporation.  Looking at the definition of “affiliate” in s.2 it seems that any action by a parent holding a majority (>50%) of shares of the corporation may be brought under the umbrella of the CBCA oppression provision. Sparling also said that you could have “control” if have < 50% of the shares, so availability of oppression remedy may be even broader.  

Scottish Co-op Wholesale Society Ltd. v. Meyer (H.L.1959) (942)

Facts:  
· Scottish Co-op (the Co-op), the parent corporation, formed a subsidiary (the textile company) to compete in the rayon business.  
· The Co-op employed Meyer and made him managing director of the subsidiary and one of its substantial SHs.  
· The Co-op retained 51% of the shares and control of the board.  After 5 years, the Co-op tried to force Meyer out by establishing its own department to perform the subsidiary’s tasks. 
· It basically set up a competing business.  
· At the same time, the Co-op’s nominees on the subsidiary’s board passively supported the Co-op by allowing the subsidiary’s traditional activities to decline.
Issue: 
Did the Co-op’s nominees on the board (who were also the majority SHs) act oppressively towards the minority SHs?  Can the oppression remedy be applied to the conduct of SHs?

Held:

Was oppression. The interlocking directors did not sufficiently protect the interests of the textile company’s SH’s. Remedy ordered under the U.K oppression provision which was to order the oppressor to buy Meyer’s shares at a fair price.   
Ratio: 
Where directors subordinate the interests of a corporation in favour of the interests of another corporation, including those of a parent corporation, the conduct may amount to oppression.   The remedy of oppression may be applied to the conduct of SHs.  

Lord Denning:
· Co-op set up a competing business not with the intent to injure the subsidiary but rather to promote its own interests. 

· The Co-op used Meyer to gain an introduction to the textile business and then allowed the subsidiary to go into liquidation when Meyer had served its purpose for the Co-op.   The Co-op hoped to buy out the subsidiary and was therefore interested in seeing the price of the subsidiary’s shares drop.  

· The Co-op did not have enough shares (control) to just liquidate the textile company. 

· Meyer offered to sell his shares to the Co-op, but they did not want them yet, first they wanted to depress the value of the shares. 

· The issue here is whether the conduct of the directors of the textile company was oppressive to the interests of the textile company or the other SHs of the textile company.  

· Under the articles of association of the subsidiary, the Co-op was entitled to nominate 3 out of 5 directors.  There 3 directors were also directors of the Co-op board.  

· So long as there was no conflict between the 2 corps then these directors could do their duties to both corps, but once the corps came into conflict the nominee directors were in an impossible position.

· When the realignment of SHs in the subsidiary was under discussion, the duty on the nominee directors to the subsidiary was to get the best possible price for any new issuance of shares, whereas their duty to the Co-op was to obtain the new shares at the lowest possible price. Conflict!

· When the Co-op set up a competing business, then the directors were also in conflict.
· Denning found that these 3 directors couldn’t and didn’t do their duties do both corps and that they put their duty to the Co-op first.  By subordinating the interests of the subsidiary to those of the Co-op, the nominee directors conducted the affairs of the subsidiary in a manner oppressive to the other SHs.  

· Oppression can be caused by inaction, here by the inaction of the three directors when on the board of the textile company i.e. they should have done more to protect the interests of the textile company.

· The directors, when sitting on the Co-op board, should have objected to the setting up of the competing business. 

· Denning says that Bell v. Lever Bros (mentioned earlier in the book I think) said could be a director on competing boards, but that then the director risks an action in oppression. 

· Denning has a bit of a dilemma about the remedy, b/c normally would apply for a winding up order if the company was coming to an end, and an oppression remedy if company was to continue, here there is an oppression remedy but the company has come to an end, and what the SH would get under liquidation is unfairly little – so orders purchase of shares at a fair price, which was the price that would have been obtained for them had the petition for winding up suggested by Meyer way back, which was opposed by the co-op, been granted. This in effect gives the SH a money judgment for damages, which is a stretch on the wording of the statute, but Denning says that must give the statute meaning. 

· [So this case in this section to show that the oppression remedy can be taken against the majority SH’s – here it seems that it was the majority SH i.e. the Co-op that was oppressive in not agreeing with Meyer and the other minority SH to liquidate the corporation at a time when they (the Co-op) knew the corporation was not going to survive, and that the share value was going to drop. Denning seems to say that since the Co-op was a SH, and it was manipulating the interlocking directors, that the Co-op as a SH was acting oppressively, and so it is liable for oppression. Note that it seems to me that Denning is discusses mostly that the Directors were acting oppressively, but then the TB says the case stands for the proposition that the SH’s were liable for oppression. So I guess Denning must have found against the Co-op as a SH, and found that the directors were their agents by way of interlocking directorships. Denning says at p944 “if the nominee directors or the SH’s behind them act oppressively, then will be oppression”]. 
Notes and Questions (947)
· In Re Jernym Street Turkish Baths Ltd. (1971) the English C.A. also applied the oppression remedy to the conduct of SHs.  The court held the “oppression occurs when SHs having a dominant power in a corp, either 
(1) exercise that power to procure something that is done or not done in the conduct of the corp’s affairs or 
(2) procure by an express or implicit threat of an exercise of that power that something is not done in the conduct of the corp’s affairs…”  


in a way that is unfair to minority SH’s.

· TB says that based on this understanding, it would not be necessary to use the device employed by Denning (interlocking directorships) to bring SH conduct within the oppression remedy.  
· In many cases, it isn’t necessary to characterize the acts of SHs as oppressive, unfairly prejudicial etc. in order to bring oneself within the oppression remedy, e.g. once an oppressive SH resolution has been passed then it can be said to be an oppressive act of the corporation.  Then the court may order that the majority buy out the minority. 
The Oppression Remedy & the Duties of Directors in the Context of Corporate Transactions (948)

Note (948)
· SHs and defeated take-over bidders have attempted to use the oppression action against the target corporation in the context of hostile take-overs, but the use of the oppression remedy against public corps in Canada hasn’t been very successful.  

· In cases involving alleged oppression in the context of a take-over bid, it has become standard practice for the target corporation to form a committee of independent directors to judge the merits of the bid and to attempt to solicit other bids.  Courts have generally deferred to the judgments of such committees.    

Costs Orders Under the Oppression Remedy (948)

· In oppression action the court has power to award interim costs payable by the corporation, see CBCA s. 242(4).
· In Alles v. Maurice (1992 Ont. Gen. Div.) the P had spent a lot a money on valuators and lawyers in attempting to fulfill her obligations as director of two corporations who were suing for oppression.  A previous case (Wilson v. Conley (Ont. Gen Div. 1990)) had said that to get interim costs the P had to show: 

1. That the P was in financial difficulty

2. The financial difficulty arose out of the oppressive actions of the D. 

3. The P had made out a strong prima facie case. 

But the court in Alles rejected #2 and #3 saying that s. 248(4) of the OBCA did not impose a requirement between cause and the effect of the inability to afford to continue. Alles said that to get an award of interim costs P must show a case of sufficient merit to warrant pursuit and that the applicant is genuinely in financial circumstances which but for an order for costs would preclude the claim from being pursued.
Remedies under the Oppression Remedy (949)

Ben-Ishai and Puri, The Canadian Oppression Remedy Judicially Considered:  1995-2001 (949)
Remedy (949)
· The Canadian judiciary has shown a willingness to be innovative in granting remedies for a successful oppression application.  
· The most commonly granted remedy is a share purchase, especially in CHC where minority SH showed oppression by majority SH.   
· Share purchase has been found to be an appropriate remedy where SHs have lost confidence in each other and accordingly could not continue to work together.  
· Share purchase is not an appropriate remedy where the corporation or the majority SH did not have sufficient funds to make a share purchase.  In such cases, a wind-up order was more likely to be ordered.  Wind-up orders are only reluctantly used b/c are drastic.
· Others remedies include specific performance, constructive trusts, ordering a directors’ meeting and valuation of assets. 
· In oppression cases money judgements have been awarded to current and former SH’s, employee-SHs and especially creditors.
Naneff v. Con-Crete Holdings Ltd.  (Ont. C.A. 1995) (950)

Facts:  
Mr. Naneff built a business and eventually made his two sons equal holders of all of the equity in the business, while retaining control through redeemable voting preference shares.  After a family feud, one son, Alex, was removed as an officer and excluded from participation in management and cut off his income from the business.  At trial, the court found the family’s conduct was oppressive to Alex and the TJ ordered that the family business be sold publicly with Alex, Mr. Naneff and the other son or any combination of them being entitled to purchase it. 

Issue:  
Is an order to sell shares on pubic market an appropriate remedy in oppression cases involving family businesses?  

Held:  
· The remedy of public sale of the business was an error in principle and is unjust to Mr. Naneff.  
· Proper remedy should be that Mr. Naneff and the other son acquire Alex’s shares at fair market value as of the date of the ouster.  
· Since Mr. Naneff acted oppressively towards Alex he should NOT be able to take away Alex’s right to control the business or his share in the corporation.  

Ratio:  

· When fashioning a remedy which the court “sees fit” the court can look at equitable considerations such as those of the relationships arising between the parties, which may make it unjust, or inequitable, to insist on legal rights, or to exercise them in a particular way.

· The discretion power to order oppression remedies (at least under the OBCA) must be exercised such that it only rectifies oppressive conduct and that it protects the person’s interest as a shareholder, as a director or as an officer.

Analysis:

· When a court orders a remedy under a statutory provision that says the court “may make any order it thinks fit”, an appellate court’s jurisdiction to review is limited.  The appellate court can only interfere if there was an error in principle by the TJ or if the remedy in all the circumstances is an unjust one.  
· Find that in this case the remedy specified is unjust to Mr. Naneff.  

· Although the being a family business does not oust the application of s.248 (oppression sections), the fact that this is a family business must be kept in mind when fashioning a remedy.  
· Found that the word “fit” in s.248 of the OBCA has the same meaning as “just and equitable” (the words used in a similar remedy provision of the U.K. Companies Act).  
· Quotes Lord Wilberforce in Ebrahimi v. Westbourne Galleries (1972 H.L.): the “just and equitable” provision “enables the court to subject the exercise of legal rights to equitable considerations; considerations, that is, of a personal character arising between one individual and another, which may make it unjust, or inequitable, to insist on legal rights, or to exercise them in a particular way.”  i.e. a limited company is more than a mere legal entity – can look at the big picture. 
· Therefore any remedy in this case has to be made having regards to the considerations of a personal character which existed among Mr. Naneff and his sons.
· Discretionary power in s. 248(3) of the OBCA is broad, but must exercised within two important limitations:
(i) It must only rectify oppressive conduct (if the remedy has some other result, the remedy would not be one authorised by law – the remedy must not punish, but apply corrective justice);

(ii) It may protect only the person’s interest as a shareholder director or officer as such e.g. the P must show that his interest qua SH has been affected. So if are a SH and asset purchaser, it is only for a wrong to you as a SH that can be rectified using the oppression remedy.

· When determining whether there has been oppression of a minority SH, the court must determine what the reasonable expectations of the person were according to the arrangements which existed between the principals.  
· The determination of reasonable expectations will also have an important bearing upon the decision as to what is a just remedy in a particular case.   
· Two relevant considerations in this case: (1) Alex fully understood that until death or retirement his father retained ultimate control over the business incl. deciding how to deal with dividends, and (2) this was a family business which had been built by his father.  Therefore Alex’s reasonable expectations could not have included the right to control the family business while his father was alive and well.  
· Alex’s reasonable expectations that his father would give him an equal share in the control of the business upon his death or retirement was based upon his belief that his father would continue to be bountiful to him in the future.  It would have been unrealistic of Alex to expect that his father would continue to be bountiful to him if his family ties were severed.  So Alex’s reasonable expectations were given context by the state of the family relationship. 
· The first error in principle with the ordered remedy is that it did more than simply rectify oppression.  This is bad because the court should interfere as little as possible and only to the extent necessary to redress the unfairness. The role of the court is to balance, not tip in favour of the hurt party.
· The TJ’s order gave Alex something more than he could of reasonably have expected, the opportunity to obtain full control of the family business i.e. by buying it on the sale. 
· A remedy that rectifies cannot give a party more than he could have expected to have before the wrong.
· The remedy specified was also harmful to Mr. Naneff, he expected to retain full control, now he will lose it. 
· The second error in the remedy is that it attempts to protect Alex’s interest in the family business as a son and family member, in addition to protecting his interest as a SH as such. But his expectation that he would receive half of the business was reasonably understood to be conditional on a good relationship being maintained. The chance to now buy the corporation, gives Alex more than he could reasonably have expected. 
· Remedy was unjust to Mr. Naneff because the effect of the relief is to put Mr. Naneff in the position where he is just another person, equal to Alex.  This is unjust given that Mr. Naneff founded and built the business.  The takes away control from the father, something that Alex knew the father would always retain.
· While the father’s right to control the business should not be taken away, so to what was given to Alex, and Alex’s contribution, cannot just be taken away. 
· So require them to buy Alex out at FMV, that will give Alex the benefit of what he was given and contributed, this would compensate Alex qua SH (as it should) and not Alex quo family member (as it should not).
· No minority discount applied to the sale price of the shares. May need a trial to determine FMV.
Note (957)
· Above case was an example of a court-ordered buyout.  The same result could have been achieved without going to court with a privately negotiated buy-out provision drafted into the articles or unanimous SH agreement.
· Could also have drafted an arbitration clause into the articles or unanimous SH agreement. 
· But often the family members will not seek separate legal advice when incorporating, but even so, the solicitor should draft in a buy-out or arbitration provision. 
· When there is a dispute and the family comes for advice, lawyers must be careful about conflicts b/c may end up getting sued.
· Family members may not like the idea of dispute resolution mechanisms in the articles or unanimous SH agreement.      
Compliance and Restraining Orders (958)
· S. 19 of the BCBCA provides that the memorandum and articles, when registered, shall bind the company and its members as though they had respectively been signed and sealed by each member and had contained covenants on the part of each member to observe all of them.
· There is some authority in memorandum jurisdictions to the effect that each SH has a general contractual right to have the corporation’s affairs managed in accordance with the terms of the memorandum of association and articles of association.
· SHs have sometimes challenged wrongful appointment of directors and the conduct of an improperly constituted BoD. However, Foss v. Harbottle said that the corporation is the proper P to bring a claim for wrongful conduct of corporate affairs. 
· Several Canadian corporation statutes have distinct sections enforcing compliance with the rules governing the corporation.  Sec. 247 of the CBCA allows a “complainant” or creditor to seek a compliance or restraining order against a variety of persons relating to abrogations of the statute, regulations articles, by-laws, or a unanimous SH agreement.   OBCA includes “SH” in the list or persona against whom a compliance or restraining order may be obtained.
· Sec. 229 of BCBCA allowed for the correction of a “corporate mistake”.  Court may make an order to correct an omission, defect, error or irregularity in the conduct of the company that leads to a breach of the Act, causes non-compliance with the memoranda or articles or renders ineffective a SHs’ or directors’ meeting.
Goldhar v. Quebec Manitou Mines Ltd. (Ont. Div. Ct. 1975) (959)

Facts:  

· Appeal from a dismissal in Chambers of an application based on s.261 of the OBCA.

· s. 261 provides that where a corporation, director, officer, or employee does not comply with a provision in the Act, articles of association or corporation by-laws, a SH or a creditor may apply to the court for an order directing the corporation, director, officer, or employee to comply with such provision and upon such an application the court may make such order as the court think fit.  
· Applicant sought an order for compliance with s.144 which states that every director and officer shall exercise the powers and discharge duties honestly, in good faith and in the best interests of the corp.

· Alleged breach arose from a situation where the directors of Quebec Manitou Mines (QMM) used the company’s control of Manitou-Barvue (MB) to their personal advantage and that of their friends and, in effect, to stultify the votes of other QMM SHs.  
· P argued that there was a group of strong directors who were effectively controlling both corporations to the exclusion of the outside SHs.  
· Relief requested was:

(i) An order declaring void the delegation by the board of QMM to 3 of themselves the capacity to vote the shares of QMM;

(ii) An order declaring void the proxy of QMM purportedly exercised by McDonald at SHs’ meeting of Dec. 1974;

(iii) An order directing that the votes cast at the SHs’ meeting be recounted with the exception of the shares represented by the proxy of QMM voted by McDonald

Issue:  
Can s.261 be used to rectify “big”/non-mechanical mistakes, like breach of fiduciary duties?  

Held:  
Application dismissed.

Ratio:  
s. 261 can only be used to fix mechanical omissions.

Analysis:

· Questions about whether directors acted in good faith and honestly are difficult and cannot be decided on a simple motion, thus s. 261 should be limited to simple matters. 

· An example of a simple / mechanical matter would be if the directors failed to furnish a list of SHs when required to do so by the statute, failure to send information circulars or failure to file an insider report.

· When dealing with good faith claims there are issues of credibility etc. which require in person testimony which cannot be done on summary application.   

· Court looks at s.99 which provides for SHs’ derivative claims by way of an action which can only be commenced once a SH has obtained an order of the court permitting the commencement of the action, and that such leave will only be given when the P was a SH, tried to get the corporation to start the action, and is acting in the best interest of the corporation. 
· Argument was made that the Legislature intended to provide concurrent and complementary vehicles for the assertion of SHs’ derivative claims, one by action under s.99, the other by motion under s. 261.

· This argument was partly based on the fact that injuctive ex parte relief is not available under s.99, but that has always been a valuable tool for SHs, so it must be under s.261 that such remedy is now provided for (“any order the court deems fit”) and if such injuctive relief is available under s.261, then surely the order requested in this case is available under s.261.

· Court rejected this argument because it found that s.261 dealt with direct SH rights and not derivative rights (i.e. for breaches to the corporation) AND because it didn’t make sense that the Legislature intended to provide explicitly for derivative rights to be asserted in an action maintainable only with leave and in another provision provide impliedly for the same to be done on a motion without leave.

· s. 261 does not confer alternative, concurrent or complementary rights to those conferred by s.99.  SHs who seek to enforce upon directors the obligations imposed by s. 144 (act in good faith and honestly) must do so in an action brought pursuant to s.99.  
· So s. 261 is for enforcement of rights of SHs qua SHs, and s.99 is for enforcement by SHs of the rights of the corporation (derivative actions).

· Regarding the availability of the useful option of a ex parte interim injunction, court says that litigants should make application for wavier of the 7 day notice period in s.99, but really the legislature should provide a section allowing such injunctions. 
Notes and Questions (964)

· In Caleron Properties Ltd. 510201 Alberta Ltd. (2000 Alb. Q.B.), McIntyre J. departed from Goldhar.  He found that there was no justification for restricting the application of s. 240 of the ABCA to the rectification of simple mechanical omissions.  Also held that there was no justification for restricting its application based on whatever other standing that person may have.     

· Ontario Securities Act s.128 allows the commission to apply to the Ontario Court (Gen. Div.) for a declaration that a person or company is not complying with the law, and then the court can make any order is deems appropriate, in addition to penalties that might have been imposed by the commission. Could this statutory restraining and compliance order provision allow the court to make an award of damages?  An order that the articles be changed? Order that directors be removed? The clear words of the statute seem pretty broad – so what would be the basis for reading the section down?
· CBCA contains other restraining order provisions that relate to specific subject matters, see ss. 154 (proxy solicitations) and 243(3)(b) (holding of SHs meetings).

Rectification Orders (965)

· Based on discussion from Iacobucci, Pilkington and Prichard, Canadian Business Corporation (1977).
· Corporate statutes provide that the register of members of a company is prima facie evidence of the matters entered in it. So the register is prima facie proof of membership and the extent of holding stated in it, but it is not conclusive.
· Courts have place great important on the need for speedy removal of a name from the register since its presence may act as an inducement to others to subscribe for shares or allow the company credit.     
· So if a persons name has been put on the register when he is not actually a SH, he can bring a rectification application under the appropriate statutory provision (CBCA s.243).

· Court can order rectification of the register, restrain the calling of SH meeting or paying dividends before rectification is done, and grant compensation if appropriate. 

Application to court to rectify records

CBCA 243. (1) If the name of a person is alleged to be or to have been wrongly entered or retained in, or wrongly deleted or omitted from, the registers or other records of a corporation, the corporation, a security holder of the corporation or any aggrieved person may apply to a court for an order that the registers or records be rectified.

Notice to Director

(2) An applicant under this section shall give the Director notice of the application and the Director is entitled to appear and be heard in person or by counsel.

Powers of court

(3) In connection with an application under this section, the court may make any order it thinks fit including, without limiting the generality of the foregoing,

(a) an order requiring the registers or other records of the corporation to be rectified;

(b) an order restraining the corporation from calling or holding a meeting of shareholders or paying a dividend before such rectification;

(c) an order determining the right of a party to the proceedings to have their name entered or retained in, or deleted or omitted from, the registers or records of the corporation, whether the issue arises between two or more security holders or alleged security holders, or between the corporation and any security holders or alleged security holders; and

(d) an order compensating a party who has incurred a loss.

Notes and Questions (966)
· S. 230 of the BCBCA allowed for the rectification of information wrongly entered into or omitted or deleted from a company’s basic records.  Application may be made to court to correct the records and court may make any order it sees fit.  Use of the word “information” makes the provision quite broad.

· A rectification order may be made in connection with an oppression action.  See CBCA s. 241(3)(k).
· Other statutory provisions provide for correction of other corporate documents: CBCA s.154(1)(b) (correction of misleading form of proxy or proxy circular), s.205(3)(b) (correction of misleading documents issued in connection with a takeover bid).
Investigations (967)

· Effective exercise of SH remedies may depend on possession of the relevant info.  A useful statutory aid is the court-ordered investigation of the corporation’s affairs where the SH-applicant can satisfy the court that there are circumstances which warrant the court order.  
· S.250 BCBCA allows SH’s to vote to appoint an investigator who will have the same powers as the court appointed investigator. 

· Investigators report may encourage voluntary resolution of the issue, or be the basis for litigation. 

· See ss. 248-255 of the BCBCA and 229-237 of the CBCA for outline of investigatory powers.
· Investigatory tool is essential b/c wrongdoers would not voluntarily disclose information that implicates them. 

· Rationale for the investigations provisions is that (1) it is a valuable tool available to SHs as a protection against mismanagement and (2) there is a public interest in the proper conduct of corporate affairs. 
· For circumstances where the public interest is not adequately represented by the SH’s, an application for investigation can be made by the director on behalf of the public. 
· Main role of an inspector is to discover facts.  Inspector will also consider and apply the law in reporting to the court the findings. 

· The legal status of the report is unclear.  Some cases say the report determines nothing, others say that it can supply key facts. 
· One argument is that the powers of an inspector are administrative in nature, rather than judicial or quasi-judicial.  It is not clear whether the requirement of procedural fairness and natural justice must be adhered to and as a result it would be unfair to accord a report weight in a civil trial when the evidence in it has been obtained without all the procedural protections available in a trial. But this argument says that the report is still valuable b/c will point the P’s case in the right direction and allow similar evidence to be obtained on discovery etc.
· Counter argument to the above is that if the whole point of conducting an investigation is to assist SHs in uncovering facts that may support litigation, than it would be an inefficient use of resources for the SHs if the evidence recovered by the investigation couldn’t be used.  Further, the procedural protections afforded under the investigation procedures are arguably adequate – hearings held by the investigator may comply with procedural fairness anyway e.g. have the right to be represented by counsel.  

· The answer to this issue requires consideration of the relationship of the investigation procedure to pre-trial discovery.  In Aftex Products v. Rothman (1982 BCSC) the P bought an oppression claim for inappropriate expenses by directors. The court refused to grant an investigation saying that since the investigation was sought to obtain info to be used in the final determination of the action, it might be more economical and efficient to proceed simply with the action where pre-trial discovery could be done if necessary.  Here the court obviously did not see the investigation as an aid to litigation. [If the P really wanted an investigation, they should have delayed starting the oppression action].
· Since it is always possible (barring impecuniosity) for the P to undertake litigation at her own expense and use the discovery process to test the merits of the case, should the investigation procedure (usually paid for by the company) be limited to cases involving impecunious plaintiffs?
· Another view is that should allow an investigation when there is some evidence of impropriety but it would be financially risky for the P to start an action based on current information. 
· Courts have been reluctant to order an investigation especially where it appears that some other sources of info are available i.e. that the information could be obtained privately: Re Baker and Paddock Inn (Ont. H.C. 1977).  
· Re Royal Trustco (Ont. H.C. 1981) refused to order an investigation when there was already enough information to warrant starting an action. Better to have litigation that will determine rights than an investigation that will not.
Notes and Questions (971)

1. There is no requirement in the statutory provisions requiring the applicant to be acting in good faith but at least one court has imposed such a requirement.  See Hendin v. Cadillac Fairview (Ont. S.C. 1983) where the court refused the investigation where it seemed the P was using it a coercive measure to get paid for a real estate commission. 
2. An investigation may be authorized in connection with an oppression remedy: CBCA s. 241(3)(m).
3. Investigations can also be ordered under the Ontario Securities Act. 
4. Consolidated Enfield Corp. v. Blair (1994 Ont. Gen. Div.): P applied for an order of investigation under s.161 of the OBCA respecting Consolidated Enfield, a corporation of which he had formerly been a director and CEO.  When Enfield was taken over by Canadian Express, P alleged that Enfield had made insufficient disclosure to SHs of transactions with related corporations. (Canadian Express is part of a large empire of companies and the transactions were with other companies in the “empire”.)  The relevant transactions involved purchases of securities by Enfield in companies related to Canadian Express.  P and other SHs alleged that the failure to disclose was oppressive or unfairly prejudicial to SHs and that it justified an investigation.  TJ held that inadequate disclosure to the auditor about related party dealings might constitute unfair prejudice to a SH and held that there must be some special approval mechanism for related party transactions, and that the current procedure was not adequate.  He found that the plaintiffs had established the burden of proof in s. 161, and so ordered an investigation into the system the company had for reviewing and approving related party security transactions, and whether sufficient information was provided for the transactions in question.        

Note: This case has far-reaching implications given that there are many Canadian corps that are part of extended corporation empires and which frequently enter into related party transaction with other corporations in the same group.

5. As for all SH actions, the issue of costs is vital. As for derivative and oppressive actions, an applicant for an investigation is not required to give security for costs, see. s.229(4) CBCA.  Nothing else in the statutes about costs, except that the corporation may be ordered to pay the costs of the investigation (CBCA s.230(1)).  Some case law suggests that the costs of an investigation are to be borne by the corporations. In Re Ferguson and Imax Systems Corporation (Ont. D.C. 1984) the court ordered the corporation to pay for the already completed investigation, saying that the investigator deserved to be paid. There were irregularities in the way the P went about having the investigation done, and the court said that the corporation could claim the amount paid for the investigation back from Mr. Ferguson, the P who had initiated the investigation. In Re Teperman the corporation was made to bear the cost of investigation b/c the court found that it was of benefit to the company and its SHs. In that case the directors were jointly and severally liable for the cost of the investigation if the corporation had insufficient funds to pay for it. Consolidated Enfield Corporation. v. Blair (Ont. D.C. 1996) held that in most cases the corporation should pay for the investigation. 
Appraisal Remedy (975)

Iacobucci, Pilkington and Prichard, Canadian Business Corporation 1977 (975)
· Appraisal right is the rights of a SH to require the corporation to purchase her shares at an appraised price if the corporation takes certain “triggering” actions from which she dissents.

· The right works as a device to reconcile the majority’s need to adjust to changing economic conditions with the right of the members of the minority to refuse to participate in ventures beyond their initial contemplation.
· Allows changes that require SH approval, where that approval is not forthcoming. 
· It will only arise only in situations involving major structural changes, often described as “fundamental changes”, and while the enterprise is continuing.  

· The right can lead to minority relief, as well as to more diligent efforts by management and the controlling SHs to represent the interests of all SHs.  

· Criticism of the appraisal right is twofold: 

(1) it ill-serves the SH who uses it since the it is laborious, slow, technical and expensive, and the benefits are unpredictable;

(2) the corporation is ill-served by an appraisal right because it creates a drain on cash flow at a critical time (but if the process is slow the critical time will be over by the time the order is made), it frightens creditors and suppliers, and uncertainty is created by the unknown number of dissenters.  

· It has been suggested that the right should be limited to the private corporation since there are alternative means available for dissent on the public company i.e. sell your stock on the available market. This argument is less compelling for a large SH if the stock is thinly traded. Also if the market agrees with the SH that the change is bad for the corporation, the stock price may tank before the SH has a chance to sell.
· Strongest argument for keeping the appraisal right is that it serves as a check on management and ensure that any company changes consider the interests of all SHs.  

· Once the appraisal right has been adopted in principle, the appropriate class of triggering events must be defined.  

· Appraisal right exists in s. 238 of the BCBCA and s.190 of the CBCA. 
· Issues related to the appraisal remedy:

· Events that give rise to the appraisal right.

· Procedure to be followed.

· The exclusiveness or non-exclusiveness of the right.

· Award of costs.

· When the appraisal right should be withheld, withdrawn or deferred. 
Domglas Inc. v. Jarislowsky, Fraser & Co. (Que. C.A. 1082) (977)

Facts:

Not given.

This case discusses approaches that have been developed to ascertain the appropriate value of dissenting SH’s shares.

Discussion:

There is no definite rule for determining “ fair value” but the proper results in each case will depends upon the particular circumstances of the corporation involved.  Component elements to consider include stock market price, investments value, and net asset value. The weight to be given to each factor depends on the circumstances of the case. 

A. Market Value Approach 

· Does not consider what is the justified price or the enduring price. Just looks at the price that the, sometimes crazy, market then ascribes to the stock.

· In Untermyer v. BC (1928 SCC): Court was required to evaluate “fair market value” of particular stock at a particular date. The court questioned whether the word “fair” added anything to the meaning of market value and decided it could mean that the market price must have “some consistency and not be the effect of a transient boom or a sudden panic on the market.”  The Court said that if the market place is not spasmodic or ephemeral at the critical time, then the market value is the best indicator of the fair market value. 

· National System of Baking of Alberta v. R (Fed Crt TD 1978): would have to be a special circumstance in effect for one to say the market is spasmodic or ephemeral.

· Henderson v. M.N.R. (Fed C.A. 1975): extended spasmodic or ephemeral to apply to the market itself, not just the market price. If the stock is being very thinly traded, that could be a special circumstance, and then the FMV approach should not be used to fix a fair value. 

B. The Assets Approach

· Assets approach will rarely be used as the only approach to determining fair market value and will generally be used with another approach, for example in conjunction with the earnings approach.

· This approach comes from the idea that an appraisal of physical assets can be a useful guide to forecasting earning power.

· May be used with the earnings approach where it is argued that a business is worth only what it can earn, except where it is worth less on earnings basis than the amount that would be realized if it were liquidated.  
· Where it is expected that the business will continue, then earnings analysis is better than an asset analysis. But having valuable assets reduces the risk of investment and so is a positive consideration after you have done the earnings analysis. 

· b/c of rising real property values for example, book values (which assume land valued at original purchase price) of stocks are often lower than what they would be worth if all the assets were sold. 
So book value is not really used when assessing the value of stocks as at a valuation date.
C. The Earning Approach

· This is the generally accepted method to value a business. The approach is based on the concept that a business is worth what it can earn. Present value is based wholly on anticipated income. 
· Past earnings are only considered to the extent that an inference can be drawn from them as to what may be reasonably expected in the future.  
· This method involves prophesising as to future earnings. 
· Is a two-stage exercise: 
(a) arrive at the most probable and reasonable prospective net earnings i.e. stream of maintainable earnings projected into the near future. 
(b) capitalize those projected net earnings at an appropriate rate to fix an appropriate price : earning ratio.

· [Seems like you estimate earnings, pick a price : earning ratio, and then calculate the fair price].

· The price : earning ratio applied to earnings to get the price will vary with the quality of the enterprise. If it is a well respected corporation then investors would be happy to pay more for slightly less earnings b/c they are confident that the corporation will not go insolvent.

· Other factors affecting the price: earnings ratio include the assets of the enterprise, prospects for growth and profitability, state of economy and the particular industry, quality of management and its labour force.  

D. The Combined Approach

· Approach has the court and appraiser fix three different per share values by applying separately each of the three approaches discussed above.  The three values can then be weighted, based on the particular facts and circumstances of the case.

Application to this case:
· Court in this case adopted the earnings approach to fix a fair value as of the close of business on the valuation date.  Court held that this is the benchmark approach in valuing a business as a going concern, where no liquidation is postulated.  The net asset value was a guiding factor in picking the price: earnings multiple to be applied. 
· Court decided that “intrinsic value” or “real value” was synonymous with “fair market value” and held that had Parliament intended the CBCA s. 184 to invoke the concept of “intrinsic value” then it would have used the term “fair market value”.  But in legislating “a fair value”, Parliament conveyed upon the court the equitable jurisdiction and the obligation to fix a value which is fair, just and equitable, having regard to all of the circumstance (not just by looking at the market price): including, in particular, a situation which is tantamount to an expropriation of the shares held by the minority SHs i.e. in such case you should not subject the price to a minority discount, but you must rather include a premium for forcible taking where there is a squeeze out.  

· Court decided to first calculate and establish the “fair market value” (akin to intrinsic value) of the dissenting SHs’ shares and from there go on to fix “a fair value” for those shares.  This would be done by not applying a minority discount, and applying a forcible taking premium. 
· The “fair value” of a given shares can be equal or greater than, but never less than, its “fair market value”.
· The payment of a “fair value”, even if more than the “intrinsic value”, is the price that must be paid for the privilege of affecting the amalgamation over the protest of the dissenting SHs who are being ousted.

· Must complete the process, including the picking of the price: earnings ratio, in a way that is fair, just and equitable to the dissenting SH and the corporation. 
Notes (984)

Smeenk v. Dexleigh Corp. (1990 Ont. H.C. affirmed at C.A. 1993) 

Facts:  
Foodex was in the restaurant business.  Hatleigh was an investment corporation that owned all the common and preference shares of Foodex.  The corporations amalgamated.  The amalgamation was approved by special meeting of the SHs of both corporations and a new corporation Dexleigh was formed.  The applicants were holders of Foodex preference shares and Hatleigh class A shares.  They dissented in the amalgamation and were offered, by Dexleigh, $1.30 per Foodex preference share and $1 per Hatleigh class A share.  Foodex shares had traded at $1.05 before the amalgamation plans were announced and last traded before the valuation date at $1.30.  Hatleigh shares were valueless since the corporation was insolvent, but last traded at $0.90.  
Issue: 

The applicants applied to the court to have the fair value of the shares determined.  
Held:

Judge found that the Foodex shares had no value on the earnings or income approach, no value on the assets approach, and after eliminating the value added by the announcement of the amalgamation, the fair value was $1.05 by the market value approach.  Their value was set at $1.05.  Hatleigh shares were found to have no value.  
Analysis:

Henry J. laid out the following principles for valuation:

1. There is no onus on the applicants to demonstrate that the value represented by the corporation’s offer is too low.  The court must itself value the shares. But any party who asserts a particular proposition / value, must prove it on a balance of probabilities.  

2. Court must proceed on the basis of evidence offered by the parties.  Where expert evidence is offered the court must be cautious in exercising its discretion to reject it. Where only one expert testifies, the court has to consider that evidence.
3. Not proper for the court to adopt a rigid formula in determining valuation, or to seek mathematical precision. Every case is fact specific.  Judgment must be fair having regard to all the circumstances; this allows court to invoke equitable jurisdiction.

4. Advantages of hindsight not available to applicant or court.  Events that were not known on the valuation date or which occurred thereafter are not relevant to the valuation.   

5. Applicants are not entitled to obtain the benefits of the amalgamation, having dissented from the transaction.  They opted to avoid any benefits or detriments of the transaction
Notes continued (986)

· Court has discretion to select a valuation method to use.  Method selected will depend on the facts of the case.  Factors include whether the corporation is publicly traded and at what volume, the ease of asset value, and the likelihood of liquidation.  The market value method is appropriate where the stock is very liquid. 
· If the events behind the need for a valuation amount to a forcible taking of the shares (“squeeze out”), should this be taken into account in the valuation of those shares? Domglas Inc. v. Jarislowsky above said yes, but Locicero v. B.A.C.M. Industries, [1988] 1 S.C.R. 399 and Brandt Investments v. Keeprite (Ont. C.A. 1991) seem to say no.
Winding-up (986)
· ss. 207-228 of the CBCA and ss.312-352 of the BCBCA provide for liquidation and winding-up to take place voluntarily by SHs’ resolution or involuntarily by court order.
· In the context of SH remedies, the dissolution order is the most drastic remedy. 

· Must be just and equitable to grant this remedy: CBCA s.214(1)(b)(ii) and BCBCA s.324(1)(b). 
Huberman, “Winding-up of Business Corporations” (1973) (987)

The general nature of the relief:

· No fixed limits to this rule, each case must be decided on its facts.

· Under the expansion of the “just and equitable” rule there has been an imposition of stricter standards of behaviour on the directors and majority SHs in their treatment of minority SHs.

· Also a growing recognition by courts of the special nature and needs of the closed corporation, or as some courts call it, the partnership in the guise of a corporation.

· Power of the court to make a winding-up order is within the realm of its equitable jurisdiction and, as is traditional in court of equity, the jurisdiction is construed liberally.

· This jurisdiction to construe liberally means that there are no strict rules or list of factors to be considered, but that and that each case will be decided on its facts. 

· The legislation also grants broad discretion under the “just and equitable” rule, but there are limits: the discretion must be judicially exercised.  Grounds must be given which can be examined and justified.    

· Should consider all the facts and consider circumstances which bear upon the continued operation of the corporation and the ability of SHs to exercise their statutory rights. 

· However, there is a well-recognized reluctance on the part of the courts to interfere in the internal affairs of a corporation. So a strong case must be made to justify the interference of the court in the internal management of a corporation’s affairs.  

· Is a drastic remedy, so the circumstances must warrant it.

· Courts reluctance is based on several-known “rules”, e.g. the “internal management rule”, the “business judgment rule” and the principal of “majority rule”, and courts quote these rules when they want to defer the to the will of the majority of the SHs.
Categories under the “just and equitable” rule.

· Categorization is a convenient means of analysis, but this area of law is not well suited to categorisation, there are no fixed definitions of what circumstances will constitute sufficient grounds under the “just and equitable” rule.

· There are four principal relevant categories for when a court will exercise its equitable jurisdiction to order a winding-up: (1) “loss of substratum”, (2) “justifiable lack of confidence”, (3) “deadlock”, and (4)”the partnership analogy”. 

In Re German Date Coffee Company (C.A. 1882) (989)
Facts:

Corporation was formed for the purpose of acquiring a German patent in order to manufacture coffee from dates. The corporation couldn’t get the German patent, but got a Swedish one.  The corporation established a plant in Hamburg which operated at a profit.  A petition was filed by 2 SHs to have the corporation wound-up on the grounds that there was a complete failure of corporation objects.  TJ found that the whole substratum of the corporation had disappeared and granted the petition to wind-up the corporation. The company appealed.
Issue:  
Were there sufficient grounds to support an order to wind up?

Ratio:  
Impossibility of carrying on business is ground for winding up.  

Analysis at C.A.:

· In re Suburban Hotel Company (1867): if there is proof of the impossibility of carrying on the business contemplated by the company at the time of its formation, that is sufficient ground for winding up the corp.

· Here the real contemplated object of the corporation at the time when it was formed was to carry out the manufacture of German date coffee, manufactured in Germany, under a German patent and that in the contemplation of all parties the granting of the letters patent in Germany for the working of this invention was the basis of the corporation.
· As with all memorandums, there were words suggesting a very broad purpose for the corporation, but these must be read in context.
· Court held that from the evidence there was an impossibility to carry on business of the corporation because the holders of 27,00 shares (1/4 of the total shares) had their names removed from the register of SHs on the ground that they had been deceived by a statement in the prospectus that the patent had already been obtained at the time of incorporation, but in fact it had not been obtained, and that is why they went and got the Swedish one.  

· Appeal dismissed. 
· [Seems that b/c they told the SH’s at the time of incorporation that a German patent for the coffee had already been obtained, but that actually it was only later that they got a Swedish patent, that that was grounds for dissolution! (???)]. 

Loch v. John Blackwood, Ltd. (P.C. 1924) (990)

Facts:  

· Blackwood had an engineering business in Barbados till his death.  Will had estate divided ½ to Mrs. McLaren, ¼ to Mrs. Loch and ¼ to Mr. Rodger and shares to be paid to Mrs. Loch (the niece) and Mr. Rodger (the nephew) when they reached age of 30.  

· Trustees converted the business into a corporation with powers to the trustees to act as directors and to Mr. McLaren ( Mrs. M’s husband) was to have ultimate control and management powers.  
· At time the case was heard the board consisted of Mr. M, Mrs. M and Mr. Y.  Under this board the corporation was well managed and made a good profit.  

· Total F-1 shares were 40,000. Mrs. M had 20,000, Mrs. Loch and Mr. Rodger should have had 10,000 each but one had 9999 and the other 9998.  Those 3 votes taken were allotted to Mr. McLaren, Mr. King and Mr. Y.  This gave the balance of power to Mrs. M in the event of a conflict between her and the niece and nephew.  

· Petition for winding up gave a number of different reasons:

1. Stat conditions for general meetings had not been observed.

2. Balance sheets and profit and loss accounts had not been submitted as required by the articles. 

3. Audits had not been done in compliance with the statute and article requirements. 

4. It is impossible for the P’s to get any relief from the above complaints by calling a general meeting b/c they do not have sufficient votes to prompt compliance with the rules. 

5. The company and Mr. M have refused to have arbitration to determine the value of the shares and w/o winding up it is impossible to determine the value of their shares. 

6. It is just and equitable that the corporation should be ordered to be wound up.  

Issue:  
Did the circumstances warrant the court making an order to wind up under its equitable jurisdiction? 

Held:  
Appeal allowed.  Order to wind up made.  

Ratio:  
“Just and equitable” is not limited in application to cases which are ejusdem generis (“of the same class” – this is a rule of interpretation/construction that says that general words following a specific list should be interpreted in the context of the specific list) with the provisions in the Companies Act.  [So in this case, you do not have to fit into a situation similar to the list of the examples given in the act of when it would be just and equitable]. 
Analysis:

· Court says that ongoing failure w.r.t. complaints 1-3 above could be grounds for winding up, but will order winding up on other grounds in this case. 

· #4 above bears on the ability of the corporation to continue operating in a way that is fair to all SH’s.
· Where there is an application for winding up on the “just and equitable” rule, there must be a justifiable lack of confidence in the conduct and management of the corp’s affairs.  This lack of confidence must be grounded on conduct of the directors, not in regard to their private affairs, but in regard to the corporation’s business.  
· Also, lack of confidence cannot come from dissatisfaction at being outvoted on the business affairs or on domestic corporation policy.  
· It will and just and equitable to wind up a company where lack of confidence is based on a lack of probity in the conduct of the corporation’s affairs.   
· The lower court found that the statutory prescription for winding up was limited to cases ejusdem generis (of the same kind or class) with those enumerated in s.127(1)-(5) of the Barbados Companies Act.
· But the JCPC reject the lower court’s approach and held that according to laws of England, of Scotland and of Ireland the ejusdem generis doctrine does not operate so as to confine the cases of winding up to those strictly analogous to the instances in the in the British Act.  
· Baird v. Lees (1924): does not exhaustively define the circumstance which amount to a “just and equitable” cause, but says that one must bear in mind that a SH invests money into a corporation on certain conditions: 
(1) the business in which a SH invests shall be limited to certain definite objects; 
(2) it shall be carried on by certain persons elected in a specific way; and 
(3) the business shall be conducted in accordance with certain principles of commercial administration defined in the statute.  
If these conditions are deliberately and consistently violated and as a result SHs are deprived of the ordinary facilities which compliance with the Companies Act would provide them with, then there does arise a situation in which it may be just and equitable for the court to wind the corporation up.
· Court applied this proposition to the facts and found that Mr. M was trying to consolidate the corporation for himself and his wife by acquiring the shares of Mr. Rodger and Mrs. Loch through dodgy means.  
· In failing to have SH meetings, failing to do audits and submit accounts and pay dividends, the directors were trying to keep the truth from the SHs such that they could get the shares at a bargain.
· Reasonable for the SHs to have lost confidence b/c no dividends were being paid and because of some other practices by the directors including paying themselves big salaries. 
In Re Yenidje Tobacco Co. Ltd. (C.A. 1916) (995)

Facts:

· Appeal from decision ordering a corporation to be wound up.

· Private corporation which was created through an amalgamation of two corporations, Rothman and Weinberg.  There was a dispute between two camps in the amalgamated corporation.  

· Rothman commenced an action charging Weinberg with fraud in obtaining the agreement under which he, Rothman, sold his business to the company.  

· As a result Rothman and Weinberg were no longer on speaking terms.  
· The two original companies have equal voting power in the new company. The articles of association said that there is no casting vote, and that one director shall form a quorum, and that use arbitration for disputes.
Issue:
Should the winding up order be allowed to stand?

Held:  
Yes, Appeal dismissed.

Ratio:  
Where the corporation is “a partnership in the guise of a private company” then a wind up order may be granted under the court’s equitable jurisdiction if the court finds that a dissolution would be granted if the corporation were a partnership.     

Discussion: 

Lord Cozens-Hardy:

· Looked at the corporation as if it was a private partnership where two people had equal shares and found that such circumstances (of fighting and refusing to meet on business matters) the court would intervene.  The test in partnership for court interfering: if it is impossible for the partners to place the confidence in each other which each has a right to expect, and that such impossibility has not been caused by the person seeking to take advantage of it.  
· Personal rudeness or gross misconduct is not required from a partner before the court will order the dissolution of a partnership. 
· Here the one partner is accusing the other of fraud, and there has been a total breakdown of the relationship – parties are not even speaking to each other.

· Concluded that the situation that the corporation was in was not what the parties contemplated by the arrangement to amalgamate.  
· Although this was a corporation and not a partnership, but says that the same principles apply when you have a partnership in the guise of a company. 
· Referred to the proposition that the “just and equitable” clause should not be applied unless the substratum of the corporation has gone or where there is a complete deadlock,  but held that this should not be considered the strict limits of the “just and equitable” clause – decide each case on its facts – no strict limits to the doctrine. 
· The TJ already recommened appointing some extra directors to try and make piece, and give it a go for 6 months, but both parties refused, so what options are left?
· Using partnership analogy found that wind up should be ordered despite the fact that the corporation is making large profits.
· Found that the arbitration clause did not change the situation – it would not be possible to take every disagreement the parties had to arbitration b/c they were disagreeing on everything.    

Warrington L.J.:

· In substance Rothman and Weinberg are partners, and we should not be controlled by form.  If this had been a partnership and an action was brought for dissolution of the partnership then there would have been sufficient grounds to order it.  

· It is no longer the case that to bring a case within the provision of the Companies Act it must be shown to be ejusdem generic with a certain number of other cases specified in the section.  

· Facts here are such that it would be just and equitable to wind up the corporation, especially considering that there are only two interested persons, and no SH’s

· Cannot expect everyday disagreements to go to arbitration. 
Notes (999)
· Ebrahimi v. Westborne Gallaries (1972 HL) in chap 7 above applied the partnership analogy. 

· s. 214 of the CBCA is not limited to the “just and equitable” ground for a court ordered dissolution.  s. 214(1)(a) mentions grounds for a dissolution which are similar to those for granting an oppression remedy under s.241.  The drafters of the CBCA commented that they wanted to give the courts some more relaxed criteria for when dissolution appears appropriate, but the strict CL “just and equitable” test would not be satisfied. 
· Note that court can order dissolution of a corporation under in granting relief from oppression under CBCA s. 241.

· In a company that is analogous to a partnership, a lack of trust and cooperation between “partners” may act to incapacitate the corporation in the same sense that actual voting deadlock could.  See Bondi Better Banana Ltd. (1951 C.A.)

· On a wind up application, the court is not limited to a decision between winding up and doing nothing.  The court may make an order for relief as under the applicable oppression remedy section, see CBCA s.214(2). It may be that although it is “just and equitable” to order winding up, another remedy is more appropriate. 
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