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ABSTRACT

GOLDEN HANDSHAKES AND GOLDEN PARACHUTES
- SEVERANCE PACKAGES FOR CORPORATE EXECUTIVES -

Severance packages for corporate executives have recently caused public outrage in all
parts of the world. Terms like “golden handshake” or goldcn parachute” have been used i in this
: context but have remained somewhat uncertain as to their precise legal meamng

This thesis examines the legltrmacy of executive severance packages in the three major
areas of contract law, employment law and corporate law including supplementary regulation. Its
Intention is to determine whether the law imposes restrictions on the level of severance and
constraints on the contracting parties” bargaining behaviour.

An introduction to the area of severance packages and “golden handshakes” in the
corporate realm is delivered by a brief presentation of the recent “Mannesmann Affair” that
occurred in Germany early in 2000. The case involved generous “golden handshakes” for™
members of the management who were terminated as a result of a takeover of the corporation
and resulted in criminal proceedings against members of the board of directors and the
management. In light of the confusing use of the different terms with regards to severance pay,
the thesis develops its own definitions for further purposes of study. The thesis then proceeds in
three main parts. | A

First, the basic principles arising from contract law and employment will be discussed in
relation to the agreements concluded between the executive and the board of directors acting on
behalf of the corporation. The main focus lies on the principle of freedom of contract and the
notion of reasonable notice, both of which govern the executive severance agreement. Secondly,
after a brief presentation of the structure of the Canadian corporation and the inherent potential
for managerial self-dealing, the following chapter analyzes the impact of corporate law and other
regulation on executive severance packages and managerial bargaining behaviour in general.
Based on a comparative study of the Canadian and the German legal system, the thesis concludes
with an assessment of the effectiveness of the present regime to impose limits on executive

severance packages and takes a look on potential considerations for reform.
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PREFACE

In recent years, compensation for corporate executives has increasingly been in the
spotlight of concern and discussion.. Generous salaries for top managers of well-known
corporations have caused public outrage and have given rise to a controversy about the principles
- and. poss1ble 11m1ts of remuneration for executives in all _]llI‘lSdlCthl’lS Until today, the criticism
has not come to_an end |

This thesis, however, is not designed to serve as yet another contribution addressed to the
general issue of executfvc compensation. Rather than that, i‘tsvintention is to examine the aspects
of severance payment for executives at the time of the termination of the employment
- relationship as a separate issue of the overall topic. Terms like “golden handshake” or “golden
. parachute;’ have been quite common in.the United States and Canada since the 1980s, but are yet
to be elaborately scrutinized from-a legal perspective. | |

Most reéently, enormous severance packages for top managers ﬁnaliy reached worldwide
public. attention. In Europe, the takeover of former German telecommunication giant
Mannesmann AG by the even bigger British Vodafone AfrTouch PLC in early 2000 caused a
change in control of Mannesmann AG. Former Mannesmann chief executive officer Dr. Klaus
Esser received a severance package of approx1mately 60 Million German Marks for his early
departure from office. As soon as the figures had been published, just another controversy about
the moral limits of executive compensation evolved, this ﬁme in the _alternativé of executive
severance payment. | '

Subsequently, the matter Wés even brought before the courts in Germany -and, gver since
then, it is referred to as the so-called “Mannesmann Affair”. Apparently for the first time German
- courts had to deal with severance payment for top executives. Even more astonishingly though,
- proceedings were held before a German criminal court, as the Idep'artment of publié prosecution
- of Diisseldorf had accused several participants of a breach of fiduciary duties owed to their-
company Mannesmann AG. | '

Lucrative executlve severance packages have recently also been experlenced in Canada. In
this thesis I examine the legal framework for executive severance agreements as provided by the -
present Canadian legal regime. I assess whether the three main areas of law, contract law,

employment law and corporate law are sufficiently effective to impose limits on the structure and
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PREFACE

the-level of executive severance packages for executives of Canadian corporations as to protect
shareholders or-even to avoid public outrage. My evaluation includes a comparative study of the
German and the Canadian legal systems as a basis for considerations for future reform.

This thesis has been the major part of the LL.M. program at the Faculty of Law of the
University of British Columbia in Vancouver, Clanada, in the academic year 2004/2005. Thus,
~ the legal analysis concentrates on the Canadian common law system. Most of the case law and
statute law referred to represehts Canadian law. However, since generous executive severance
- agreements and “golden parachutes™ had their origin in the United States, U.S. case law has also
been applied where appropriate. The comparative part s‘tates German law as well as
‘supplementary legislation of the European Union.

Despite all my own efforts, this thesis would not have been possible without the help of a |
number of people. Accordingly, I Wisﬁ to grétefully acknowledge the substantial assistance of
Prof. Dr. Ronald B. Davis, LL.B., S.J.D., Uniilersity of British Columbia, who not only provided
me‘ with-essentialrbackgrc')und.information regarding Canadian corporations law, but also spared
his time for valuable reflections of thoughts and subsequent .discussions. Additionally, this
undertaking could not have succeeded without the very assistance of my German colleague
Dr. Bernhard Trappehl, Rechtsanwalt & Abogado, Baker & McKenzie LLP, Miinchen, who
contributed to this project by providing important input to my research as well as truly
appreciated other means of assistance. ' ,

Very special thanks I .(‘)we to my loved parents Ingeborg and Michael who always inspired
me and profoundly suppoﬁed me in one way or another, and to my partner Julia Spilker, whose
love, encouragement and contributions have been vital to the success of this project. I would also
like to thank Ute Stein for her incredible and mostly appreciated work in proofreading this thesis,
~ and Joanne Chung, Graduate Secretary of the Faculty of Law, University of Britsh Columbia, for
her time and patience with yet anothér German graduaté student. Last but not least, I would like
to acknowledge the inestimable support I have received from all other friends and: colleagues,
especially .from Nao Araya Kashiwagi, LLM., and James 'Sultanunlfz, during my stay in

Vancouver.

Matthias Nussbaum
Vancouver, B.C., April 20, 2005
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INTRODUCTION

“Golden Handshake of 60 Million for Esser!”

Statements like this' or similar® were the dorhinant headlines in the German media n
February of 2000, shortly after it had become known to the public that former chief executing
officer’ of Germany’s telecommunication giant Mannesmann AG, Dr. Klaus Esser, had received
a generous severance package of about 60 Million German Marks for his early departure from
the Mannesmann group’s management.4 |

In the immediate aftermath, the message of Esser’s multi-million severance entitlements
gave rise to a broad public discussion about executive compensationv in German corporations.” A
‘criminal information® finally led to a preliminary criminal investigation carried out by the
department of public prosecution in Diisseldorf’ against several executives and board members
of Mannesmann AG involved in the severance deal.? By the end of its investigation, on February

17, 2003, the prosecution preferred criminal charges against Esser himself as well as against five

The original headlines in.the German language read “Goldener Handschlag fiir Esser”, see, for example, the
following German newspaper articles and online-media releases: Frankfurter Allgemeine Zeitung (F ebruary 12,
2000); Die Welt (February 12, 2000); manager-magazin.de (February 11, 2000) <http://www.manager-
magazin.de> (last visited on Oktober 24, 2004).

See, for example, headlines such as “Sweet Departure: Esser gets severance pay of 60 Million Marks” (,,Siifer
Abschied: Esser bekommt 60 Millionen Mark Abfindung) Spiegel Online (February 11, 2000)
<http://www.spiegel.de> (last visited on September 29, 2004); “Esser gets 60.5 Million Marks as severance”
(“Esser bekommt 60,5 Millionen DM Abfindung”) Financial Times Deutschland (February 11, 2000); “Klaus
Esser gets 60 Million Marks” (“Klaus Esser bekommt 60 Millionen Mark”) Handelsblatt (February 14, 2000).
The term chief executive officer will be referred to hereinafter as “C.E.Q.”

At that time, the German Mark was still the valid currency in Germany. Therefore, all media reports mentioning
a severance package of “60 Million” referred to the respective amount in German Marks. This amount also
includes the so-called “appreciation award” of approximate'ly 31 Million German Marks Esser received upon
the takeover.

For example, German popular news magazin Der Spiegel asked if the severance payments had been a rip-off,
see “Abfindungen: Mannesmann-Chef Klaus Esser ein Abzocker?” Der Spiegel (No. 7/2000, February 14, 2000)
at 96. In the following, publications that critically dealt with executive compensation were frequently being
released, see, for example, “Die Vergiitungen der Vorstinde bleiben geheim” Frankfurter Allgemeine Zeitung
(May 8, 2001); “Transparenz bei Vorstandsgehdltern gefordert” Financial Times Deutschland (December 19,
2001); “Schamlose Vorstandsgehdlter” Frankfurter Allgemeine Zeitung (June 7, 2002); “Raffke-Mentalitdt in
deutschen Vorstandsetagen” Welt am Sonntag (June ‘16, 2002); “Dollarzeichen in den Augen der Chefs”, DIE
ZEIT (No. 28/2002); “Selbstbedienung in den Vorstandsetagen” Die Welt (June 25,2003). '
“Strafanzeige”.

“Staatsanwaltschaft Diisseldorf”. See Staatsanwaltschaft Diisseldorf, Az.: 28 Js 159/00, hereinafter referred to
“the prosecution”.

Crlmmal information had been laid by the German law firm Binz & Partner on February 23, 2000
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INTRODUCTION

members of the board of d.irectors.9 due to reasonable suspicion of criminal offences in terms of -,
serious breach of shareholders’ trust or aiding and abetting to it, respectively.10 The Regional
Criminal Court of Diisseldorf admitted the charges for trial'' on September 18, 2003' and the
opening of the trial was or"dered.13 | |
 Asa result, the severance agreement between the board of directors of Mannesmann AG

on behalf of the corporation and Esser triggered off the ,,most spectacular criminal proceedings

‘in German business history“.'* Most recently, on July 22, 2004, the Criminal Court rendered its

verdict and acquitted the accused of all charges.lsv As of today, however, the case has not been

~concluded since the prosecution immediately appealed against the sentence.'® The matter will

now be dealt with in final instance by the German Federal Supreme Court of Justice.'’
But what exactly had happened for this severance matter to surprisingly end up in criminal

trials before German courts?'® Is there reason to believe that severance agreements for top

executives are not always justified?

Among these were Prof. Dr: Joachim Alexander Funk, Klaus Zwickel, Jurgen Ladberg, Dr. Dietmar Droste, as
well as recent C.E.O. of Deutsche Bank AG, Dr. Josef Ackermann.

See the press release by the Presiding Attorney General Henke of February 25, 2003 (Staatsanwaltschaft
Diisseldorf, Az. 28 Js 159/00).

“Landgericht Diisseldorf”, referred to hereinafter as “the Crlmmal Court”. See Landgericht Diisseldorf,
Az. XIV-5/03.

Regarding the three accused executives-Funk, Esser and Droste, only modified charges had been admitted by
the Criminal Court. With respect to Esser, the Diisseldorf Criminal Court only permitted an accusation of the
offence of aiding and abetting (“Beihilfe zur Untreue”), see the Official Committal for Trial by the Criminal
Court of September 18, 2003 (Landgericht Diisseldorf, Az. XIV — 5/03, Eroffnungsbeschluﬁ v. 18.09.2003).

See the press release No. 7/2003 issued by the Criminal Court on February 22, 2003 (Landgericht Diisseldorf,
Az.: XIV-5/03). Regarding the criminal charges and proceedings. See also David Olive, “Bounttful kiss- ojj’s
abundant in North America” The Toronto Star (September 24, 2003) at EO1 Business.

See the press articles published prior to the proceedings, such as “Der Mannesmann-Fall spaltet die Fachwelf”
Die Welt (Jarivary 20, 2004); “Mannesmann-Prozess: Tarnen, tduschen und taktieren” manager-magazin.de,
supra note 1; “Manager und Millionen — der Prozess” Hamburger Abendblatt (January 22, 2004).

" See Landgericht Diisseldorf, Az. XIV 5/03,-Urt. v. 22.07.2004, LG Diisseldorf, NJW 2004, 3275.

See press release by the prosecution of July 23, 2004 (Staatsanwaltschaft Diisseldorf, Az. 28 Js 159/00). See
also “Staatsanwaltschaft legt- Revision gegen Mannesmann-Urteil ein” Frankfurter Allgemelne Zeitung
(February 23, 2004).

““Bundesgerichtshof in Strafsachen”.

In fact, the result that the ‘deal ended in criminal proceedings rather than in civil action proceedings appears
quite astonishing at first sight. However, it can be better understood when having looked closer at the German
legal system governing corporate governance and shareholder rights, see infra Chapter 4, IIL.
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INTRODUCTION

I. The German ,,Mannesmann Affair“ on Executive Severance Packages

On February 3, 2000, after a duration of three mon'ths,.the ,,most spectacular takebver war
- 1in German business history“'? finally came to én end.v20 Esser, in his position as C.E.O. of
Mannesmann AG, and Sir Chris Gent, C.E.O. of British Vodafone AirTouch PLC,?' had agreed
upon the takeover of Mannesmann by-Vodafone with a symbolic handshake
Ever since the recelpt of the first unfrlendly takeover bid by Vodafone of approx1mately
100 B11hon Euro on November 4, 1999 Esser had refused all offers by the British group. His
defence strategy had apparently caused an increase of the Vélue of a Mannesmann share from the -
initial 144 EURO to 209.90 EURO. Even after V.odafohe had increased its offer to a total of 124
Billion EURO“ oh November 19, 1999 - representing the highest takeover bid a German
company had ever received in history®® — Esser still had réfused to consent.
| Finally, however, Es&er -gave up resistance on February 3, 2000 and agreed to the takeover
considering a package of Vodafone shares of a volume of about 190 Billion EURO. As was
revealed later, Canning Fok, .the representative of Mannesmann’s largest institutional
shareholder Hutchison Whampoa Ltd.. of Hong Kong, hvad -suggested to grant Es'ser an
“appreciation award”** of 10 Million £* in order to officially reéognize Esser’s success in
enormously increasing the market value of Mannesmann. in the course: 6f the takeoyer—war'. That

appreciation award was indeed given to Esser, although finally not borne by the acquirer

“Die spektakuldrste Ubernahmeschlacht der deutschen Wirtschafigeschichte”, see, for example, “Chronik einer .
Ubernahmeschlacht’ Frankfurter Allgemeine Zeitung (February 17, 2003); “Tatort Chefetage” Stern (No.
16/2003 of April 10, 2003) at 188; “Was von den Vorwiirfen iibrig ist” Handelsblatt (April 13, 2004).

In fact, since Mannesmann's management team opposed Vodafone's takeover offers for that large period of time
before ultimately accepting Vodafone's takeover bid, this publicly qualified as the first successful openly
.contested hostile takeover in Germany-ever, see Neal E. Boudette, “Vodafone Deal Shows Market Forces Have
Undercut Nationalism in Europe” Wall Street Journal (February 7,2000) at A29.

Hereinafter, the two corporations are simply referred to as “Mannesmann” and “Vodafone”.

In the following, the takeover process is briefly summarized for introductory purposes. For a complete
reproduction of all facts and the exact schedule of the takeover, please confer to the authorities cited supra, at
note 19 as well as to “Chronik einer Ubernahme-Affdre” manager-magazin.de, supra note 1. All important
agreements and resolutions by the board of directors in connection with the takeover are in German language
only and can be found in a legal opinion rendered by Professor-Dr. Uwe Hiiffer on behalf of Deutsche Bank
AG, see Uwe Hiiffer, “Mannesmann/Vodafone: Prdsidiumsbeschliisse des Aufsichtsrats fiir die Gewdhrung von
‘Appreciation Awards’ an Vorstandsmitglieder” (2003) 43 Betriebsberater Beilage 7 (BB 2003, Beil. 7).

See “Chronik einer Ubernahme-Affdre” manager-magazin.de, supra note 1.

20

21

22

2 As the takeover negotlatlons between Vodafone and Mannesmann were pursued in the Enghsh language, the »

actual term used was “appreciation award”. As the term was unprecedented at German law, the English term
has also been used by German commentators ever since its first appearance.

¥ This amount is equivalent to about 32 Millionen German Marks or approximately 16.5 Millionen EURO.


http://manager-magazin.de
http://manager-magazin.de
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‘Vodafone, but paid out of Mannesmann’s own assets®®. Both Gént as well as Mannesmann's
board of directors had agreed.to the award before the board officially consented to the takeover
by resolution on February 4, 2000. ' v

. Shortly after that, on February 11, 2000, rumour had it that already on Decembef 10, 1999
Esser had signed an agfeement that granted him salaries and bonuses in the amount of his
: eoﬁtraetual remuneration entitlements until the end of his-contract in June of 2004 in the event he
would depart earlier as a result of the potential ‘takeover'.27

After having changed position from C.E.O. of Mannesmann to member of the Vodafone

board of directors on June 5, 2000, Vodafone announced Esser s departure from the company
 effective September 30, 2000.® At least at this time, it was obvious that the handshake
concluded between Esser and Gent on February 3, 2000 not only had meant the final success of
Vodafone's takeover efforts. In fact, it had also been a symbolic “golden handshake” for Esser,
who despite his defeat in the takeover battle and the early termination of his office as C.E.O. was
now entitled to receive millions in terms of severance payment. | _

In particular, Esser allegedly received pay in lieu of notice of about 15.2 Million German -
Marks contemplating the remain’ihg time of his contract, an additional bonus of some 12.6
Million Marks as well as the mysterious apprec1at10n award of approximately 31 Million Marks.
The total of about 58.8 M11110n Marks® is still regarded as the “highest amount, the C.E.O. of a
German company has ever recelved in return for his premature resignation from office”.*
First reactions regarding the spectacular severance package varied. Whereas a spokesman

of Vodafone announced that the amount was likely to be insufficient considering the high

According to the written accusations of February 17, 2003, the “appreciation award” was granted not only to
former C.E.O. Esser, but also to former Chairman of the board of directors, Funk, as well as to four other
former executives, see Landgericht Diisseldorf, supra note 12; Hiiffer, supra note 22 at 2.

See “Esser bekommt 60,5 Millionen DM Abfindung” Financial Times Deutschland, supra note 2, and all other
authorities cited supra notes 1 and 2. Although at that point of time no payment had been executed because
Esser was still remaining within the Vodafone group, all those press releases cited were already being -
published. However, no distinction was made between the contractually agreed severance payments and the
additional appreciation award due at the time of the acquisition of the majority of the outstanding Mannesmann
shares by Vodafone.

27

See the official press release by Vodafone of September 26, 2000, available online under Press Releases on the
Vodafone website <http://www.vodafone.com> (last visited on October 24, 2004).

This amount is equivalent to approximately 30 Million EURO. o

“[...] die héchste Summe, die ein Vorstand eines deutschen Unternehmens jemals fiir seinen vorzeitigen
‘Abgang erhalten hat”), see “Goldener Handschlag fiir Esser” Die Welt, supra note 1. See also
“Managergehdlter in der Kritik> Handelsblatt (June 26, 2000); and the chart “Der Goldene Handschlag -
Millionen-Abfindungen fiir Top-Manager” Frankfurter Allgemeine Sonntagszeitung (February 16, 2003)

29

30
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‘criticized the amount as “inappropriate

T332

1

increase of sharcholder value in the course of the takeover negotiations,>’ other commentaries

32 or even called it a “rip-off”.*> Not surprisingly, the

matter caused an intense discussion about the appropriateness of remuneration and severance

. paymehf for German top executives. When in September 2000 the information against Esser and

the other responsible per_sons was laid, Germany was about to expevriénce its “largést business
scandal after World War I1”,** also. referred to in a more legally 'prescription as . the
“Mannesmann affair”.* » |

. Until the Mannesmann affair, large severance paymeﬁts to executives had been
unprecedented not only in Germany, but even in Europe as a whole. Generally speaking, mdst of
the European national jurisdictions had not provided for any transparency and disclosure of

executive compensation.®

Accordingly, shareholders and the public had not had broad
knowledge of the amounts executives were being'compensqted with. Consequently, ever since
the. Mannesmanﬁ affair, executive severance ‘pack)ages have not been well received by the
European public — and especially by the shareholders. For example, upon his reéignation from
office in 2002, Jedn-Marie Messier, at that time C.E.O. of French entertainment conglomerate
Vivendi Universal S.A., claimed a severance package of EURO 20.6 Million that was supposed
to be due according to his employment contract, which was governed by employment law of the
United States.”” Since the company’s shares had lost more than 80 per cent of their value as

Messier ran the company into billions of dollars of debt and left it close to bankruptcy, Vivendi

Universal withheld the severance payment arguing that Messier was not owed the money

' See “Goldener Handschlag fiir Esser” Die Welt, supra note 1.

This was the actual wording of the criminal information of February 23, 2000, see supra note 6. See also
Hermann Josef Schmidt, former chairman of the works council of German ARCOR GmbH, in “Mannesmann
und die Millionenabfindung” Report Mainz. (August 5, 2002). The report is published online at
<http://www.swr.de/report/archiv/sendungen/020805/02> (last accessed on November 10, 2004). Shortly after
-the opening of the criminal trial, German Corporate Law Professor Dr. Holger Altmeppen regarded the amount
as “inappropriate”, see Holger Altmeppen, “Abfindungen im Fall Mannesmann” Siiddeutsche Zeitung (January
27, 2004) at 3. ‘ : : '

“Abzocke”. See “Abfindungen: Mannesmann-Chef Klaus Es;ver ein Abzocker?” Der Spiegel, supra note 5.
3 See “Eine Frage von Ehre und Ehrlichkeit’ Manager Magazin (Volume 4, April 24, 2003) at 56.

35

33

See “Mannesmann-Affdre: Staatsanwiilte rechnen mit Verurteilung” Financial Times Deutschland (February
26, 2003). See also “Staatsanwdilte priifen die Beschwerde” Die Welt (September 23, 2003); “Grofie Namen auf
der Anklagebank” Siiddeutsche Zeitung (September 20, 2003).

Accordingly, 1 will also use the term “Mannesmann affair” when referring to thé payments for former

Mannesmann executives in connection with the takeover of Mannesmann by Vodafone: -

% See also Heather Timmons, “Other Shoe Drops in Deal For Aventis: Severance” The New York Times (Aprll

28, 2004) W Column 6 Business/Financial Desk. 1.

37 The United States will be referred to hereinafter as “U.S.”
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because 'he had resigned Volun.tarily.38 Both the ousted C.E.O. and the company spent 18 months
in judicial proceedings before U.S. courts, only for Messier’s claim to be ﬁnaﬂly3 ? turned down at
~ the end of 2003.%° , | ‘ | |

In April 2004, when the US$ 65.5 billion takeover deal betweén‘ French Sanofi-Synthelabo |
S.A. and French-'German'_ drug company Aventis S.A. had just been sealed, news spread that the
deal would result in the payout of some of the highest severance packages awarded in Europe in
recent years.*! According to a document Aventis had filed with tﬁe U.S; Securities and Exchange
Commission shortly before the closing of the deal, among others,.vAventis' chairman and C.E.O.
Igor Landau was entitled to as much as EURO 24 million in terms of nearly five years’
compensation together with 1.5 times his bonus as well as pehsion and er invsurahce, régardles’s
_ whether he stayed as C.E.O., was asked to leave or chose to go.* Unlike other European
companies, Aventis had been more open and had disclosed each individuai' executive’s
compensatibn in an annual 20F-filing with the U.S. Securities Exchange Commission because it
traded it}securities on the New York Stock Exchange as Americ’aﬁ depository receipts.*?

As one of the most important implications of the Mannesmann affair, European national
legislations have recently implementéd Changes as to the policy regarding the disclosure of -
executive compensation. Gennany,' for instance, in 2002 introduced the German Corporéte
Govémance Code according to which all executive compensation shall be disclosed in the annual ‘
- report of any publicly—héld corporation.* As a result of increasing shareholder pressure against
pay péckages for British executives considered to be overgenefoué, Great Britain in 2003
established a new ‘investor-protectiovn law fequiring companies to report much more information

than before about executive compensation and giving shareholders an opportunity to reject to the

*  See Sarah Moore, “Vivendi's ex-CEO awarded $32 million” The Toronto Star (July 1, 2003) Business C02. The
. company is also reported to have expressed that Vivendi Universal’s board of dlrectors had not approved the
contract.

Messier firstly had prevailed before a New York arbitration Court that granted h1m the “golden parachute”, s
Ibid. at C02. See also Olive, supra note 13 at EO1.

See Timmons, supra note 36 at 1.
“' Ibid.
2 Ibid.

43

39

40

See Timmons, supra, note 36, at Pg. 1.

% The German Corporate Governance Code will be discussed in detail infia at Chapter 4 III. 4.
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board’s salary rccommendations.45 '

However, asAEuropean boards still seem to be quite generous in deterﬁlining executive
compensation and severance payments, ag'grieved shareholders have be_gun to take up their own
actions and challenge specific compensation agreements. In March 2003, as a first reaction to the
: new British investor-protection law, shareholders of GlaxoSmithKline PLC of London, the
world’s Number 21drug maker, v‘oted‘ to reject the proposed ba}; package for the company’s
C.E.O. Dr. Jean-Pierre Garnier and other top executives.*® The cbmponcnt of the compensation
plan thaf drew the most criticism was a severance provision that would have entitled Garnier to
'USS$ 23.7 million in bonué salary. and stock if he had’ resigned or had been dismissed any 'vtim'e
through 2007.%

Moreover, the constantly increasing public criticism of executive compensation has caused

some C.E.O.s to even reimburse their former companies for benefits previously received. For

example, Pierre Bilger, former C.E.O. of Alstom S.A., received a severance payment of CDN$
4.6 million when he left the French engineering giant in March of 2002.*® When it turned out that
a major acquisition by Alstom had resulted in a ruinous loss of about 90 per cent of Alstom’s
share value, in August 2003 Bilgér chose to return the complete amount of severance package he
had received upon his departure in 2002.*° Like Bilger, several other former C.E.O.s of European
companies that suffered substantial business losses waived all or part of their retirement payouts.
Arﬁong these were Robin Jeffrey of British Energy PLC who agreed. to surrender as much as
CDNS 628,000, Graham Wallace of Cable & W-ireless} PLC who returned about CDN$ 1.6
millibn, Percy Barnevik of Swedish-Swiss cohglomerate ABB Ltd. who paid back not less than
CDN$ 63..5}milli0n in retirement benefits as well as Lukas Mueklemann of Credit Suisse Group

who waived all of his severance received.*®

# "See Statutory Instrument 2003 No. 2822, “The Financial Services and Markets Act 2000 (Regulated Activities)

‘(Amendment) (No.3) Order 2003” of November 6, 2003, effective December 1, 2003. For more detail, see
Jonathan Fisher, Jane Bewsey, Malcolm Waters, Elizabeth Ovey, The Law of Investor Protection (London:
Sweet & Maxwell, 2003).

See Olive, supra note 13, at EO1; Timmons, supra note 36, at 1.

See Timmons, supra note 36 at 1.

¥ Ibid.

49

46

47

‘See Olive, supra note 13 at EO1: Bilger explained that he wanted »hot to be an object of scandal for the hundred

thousand employees I had the honour to direct”.

0 Ibid. Since those executives never publicly gave reason for their doing so, it can only be assumed that they

intended to avoid-shareholder litigation and negative publicity.



INTRODUCTION

- 52

II.  Spectacular Severance Packages in North America

While the judicial controversy has just been launched by the Mannesmann affair in

'Germany and has already hit other jurisdictions in Europe, large severance packages for top

executives seem to have been the norm quite frequently in other parts of the World such as North
America over the past years without seriously being questioned.”™ | ‘
High lump-sum payments for leaving exeeutive_s and new terms like “golden parachute”

were first noticed in the U.S. in the early 1980s°% and soon feached neighbouring Canada.>

 Although there has been criticism of some kind over the past 20 years,™* the wave of indignation

was by farnot as high as it is in Europe at present.55 Even more, no case has ever been reported

st For the U.S. generally see ibid.

For example, William Agee received a US$ 4 million golden parachute payment when he resxgned as C.E.O. of
Bendix Corporation following the takeover battle between Bendix Corporation, Martin Marietta, Allied
Corporation, and United Technologies, see Tamar Lewin, “Using Golden Parachutes” New York Times
(November 30, 1982) at D2. See also the following news articles of that period by Wendy Cooper, “Mergers
and Acquisitions: The Spread of Golden Parachutes” Institutional Investor (August 1982) at 65-68; W. John
Moore, “Golden Parachute Agreements Shelter Displaced Executives” Legal Times of Washington (October
25, 1982) at5; Ann Morrison, “Those Executive Bailout Deals” Fortune (December 13, 1982) at 82, 86;
Andrew C. McLaughlin, “The Myth of the Golden Parachute: What Every Dealmaker Should Know” (1982) 17
Mergers & Acquisitions 47. One first scholarly contribution was' delivered by Robert H. Winter and Mark
Stumpf, eds., Shark Repellents and Golden Parachute” (Aspen Pub, 1983).

See, for example, James B. Noonan, “Golden Parachutes” in: Employment Contracts (Toronto: Insight Press
1988) at 2.

See, for example, Martin Riger, “On Golden Parachutes - Ripcords or Ripoffs? Some Comments on Special
Termination Agreements” (1982) 3 Pace L. Rev. 15; Stephen Greenhouse, “Golden Chutes Under Attack”, New
York Times (December 10, 1985) at D2; John A. Byme, R. Grover, and T. Vogel, “Cover Story: Is the Boss
Getting Paid Too Much?” Business Week (May 1, 1989) at 46; Frederick C. Klein, “4 Golden Parachute
Protects Executives, But Does it Hinder or Foster Takeovers?” Wall Street Journal (December 8, 1982) at 56;
David V. Maurer, “Golden Parachutes — Executive Compensation or Executive Overreaching?” (1984) 9 J.
Corp. L. 954.

Early U.S. cases that 1nd1rectly mvolved the topic of golden parachutes were Lewzs v. Anderson, 453 A.2d 474
(Del. Ch., 1982) at 480; Smachlo v. Birkelo, 576 F.Supp. 1439 (D. Del., 1983) at 1441; Schreiber v. Burlington
Northern, Inc., 731 F.2d 163 (3" Cir. 1984) at 167, Wolgin v. Szmon 722 F.2d 389 (8" Cir. 1983) at 393;
Unocal Corp. v. Mesa Petroleum Co., 493 A.2d 946 (Del. Sup. Ct., 1985) at 957. The first case a court had to
directly deal with the merits of golden parachute contracts was Koenings v. Joseph Schlitz Brewing Co., 126
Wis.2d 349, 377 N.W.2d 593 (Wisc. 1985). Subsequent cases are Worth v. Huntington Bancshares, Inc., 43
Ohio St.3d 192, 540 N.E.2d 249 (1989) and Gaillard v. Natomas Co., 208 Cal.App.3d ‘1250, 256 Cal. 702
(1989).

Also, in 1984 the U.S. introduced its first “antl -golden parachute legislation” as part of the 1984 Tax Reform
Act, see Henry F. Johnson, “Those ‘Golden Parachute’ Agreements The Taxman Cuts The Rlpcord” (1985) 10
Del. J. Corp. L. 45 at 56.

The arising public concern in the U.S. over the high rates of executive compensation in general led to a pledge
by the Democratic Presidential Candidate Bill Clinton in his 1992 presidential campaign to curb excessive
compensation practices should he be elected President, see “Presidential Candidates Divide on Executive
Compensation Caps” 24:42 Securities Regulation ‘and Law Report 1634 (October 23, 1992), as cited in Mark

~Salky, “The Regulatory Regimes for Controlling Excessive Executive Compensatlon Are Both, Ezther or
Neither Necessary?” (1995) 49 U. Mlaml L. Rev. 795 at 826. :
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in neither of these jurisdictions of severance payments being subject to criminal investigation. ln
fact, here it long seemed to be an uncontested rule to pay out top executives at the time they were
fired or for companies to provide their management with gracious severance clauses in order for
‘them to — figuratively speaking — take the golden parachute directly into retirement.
- However, several reports on severance payments for C.E.O.s over the last years have
: obv1ously caused Americans as well as Canadians to at least think twice as the figures constantly
grew higher. As a result, various firms have been accused of paying out mappropnately generous
severance packages to executives who are supposed to not having delivered good value to their
shareholders. For inétance, in 1997 Walt Dlsney Corp. was confronted by shareholder criticsm
and finally sued by its shareholders after former C.E.O. Michael .Ovitz had left the U.S. company
in 1996 taking home a severance package of about US$ 140 million in cash and stock options
after little more than one year of tenure.5¢ Shareholders accused the directors of failing to watch
out for shareholder interests, leading to the squanderlng of company assets when Ovitz received
his. rtich severance deal.’” In 1998, former Bank of America C. E.O. David Coulter was ousted
after his bank had been taken over by NationsBank Corp. of Charlotte, N.C. Coulter received a
huge severance package valued between US$ 50 million and US $100 million that not long after
drew a massive protest from .shareholder advocates, causing Bank of America to give
shareholders a veto power over large severance payments in 2002.% |
Notwithstanding, at the beginning of the new millennium yet another wave of huge
severance packages upset investors who had suffered heavy losses on their respective stocks.
Mattel Co.’s C.E.O. Jill Barad received what is publicly regarded as perhaps the most lucratwe

exit package for an underperforming C.E.0.”> a US$_ 50 million * golden handshake” severanc_e

6 See Christopher Carey, “Hilbert raised Compensation Bar, Although 874 million package upset investors,

severance clause has been part of his contract” The Indianapolis Star (May 3, 2000) Business 01C; Richard
Verrier, “Ovitz Case Haunts Disney Board” Los- Angeles Times (September 20, 2004) Business C1.. Ovitz’
severance package is still regarded as the largest “golden parachute” ever awarded to a corpo_rate'executive see
‘"Timmons, supra note 36 at 1. :

‘See Verrier, supra note 56 at 1. See also Chrlstopher Parkes, “Eisner's Princely Ways Cut No Ice With
Shareholders” Financial Times (U.S. Edition) (March 3, 1997) at 17. Regarding the litigation, see Brehm v.
Eisner, 746 A.2d 244 (Del. Sup. Ct., 2000), affirming in part sub nom Re Walt Disney Co. Derivative Litigation,
731 A.2d 342 (Del. Ch., 1998). For a summary of the facts, see Vladimir S. Korolev, “Brehm v. Eisner, or Some
Reflections about the Disney Case” (2001) 26 Del. J. Corp. L. 1105 at 1106.

*®  See E. Scott Reckard, “BofA Ex-Chief Heading to L.A.; David Coulter will lead J. P. Morgan Chase’s private
equity businesses and drum up corporate clients” Los Angeles Times (September 22, 2004) Business C2.

See Gary Strauss, “Forget brass rings — execs grab for gold ,Golden’ contracts give bznggs beaucoup bucks to
stay ... or sometimes to go” USA TODAY (March 20, 2001) at Money 1B.
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6l

package when being fired in January 2000.®* In February 2000, after just two years in office, M.

- Douglas, Ivester departed as.C.E.O. of The Coca-Cola Company with a severance package of

USS$ 120 million in cash and stock.®! In total, Coca-Cola has paid out'sevc_arance of more'_than

‘US$ 200 million between 2000 and 2004 to departing _eXecutivés.62 Not surprisingly, the

company has faced a number of shareholder resolutions aimed at compensation reform.” Steven |
C. Hilbert, as C.E.O. of Conseco Inc., received a US$ 72.4 milvlion payment when he resigned
from office and left Conseco in April 2000 after the board had concluded that investors had lost
faith in him®. Hilbert’s employment contract had contained a clause guaranteeing him five times
his annual salary and bonus for the loés of his job and, in addition to his termination payment,
granting him new options to buy 2 million shares of the company stock at US$ 5.75 a share.®®
Ironically, in the same week that Hilbert was ranked among the highest-paid executives in

Forbes annual compensation survey, his name was also added to the list of corporate America’s

* biggest severance packages.®®

Regardless of that, as shows the case of former General Electric C.E.O. Jack Welch,

- severance benefits can be still far greater for executives who are believed to have served to the

investors” benefits: by substantially increasing - shareholdef value. Welch, who resigned

voluntarily in 2000 rather than being ousted like other executives at that time, received US$ 16.7

~ million in pay and bonus as well as a reward for his 20 years of leadership for the company

consisting of restricted stock worth USS$ 48 million, stock options valued at up to US$ 274
million and a lifetime annual pension valued at US$ 9 million per year.®” General Electric also
provided Welch a lifetime consulting contract for up to a month of consulting services a year at

about US§$ 300,000 annually. During Welch’'s tenure a_s C;E.O., General Eléctric’s market value

% See E. Scott Reckard, “Big Perks Put Seven CEOs in a thle ,Other’ Club; Insurance, forgiven loans,
corporate jet travel, and gross-ups’ are key features of their million-dollar packages” Los Angeles Times (June
-6, 2004) Business C4; Carey, supra note 56 at 01C., . :

See Carey, supra note 56 at 01C.
2 See “Another Coke Classic” The New York Times (June 16, 2004) Edltorlals/Op Ed.

8 In the meantxme, however, it was reported in summer 2004 that the company’s recent C.E.O. Stephen Heyer

would receive a severance pay of at least US$ 24 million after a disappointing three-years tenure, see ibid.

% See Carey, supra note 56 at 01C. See also Thomas P. Wyman, “Indiana’s Top Executives; Firms’ poor

performances put new focus on pay” The Indianapolis Star (May 7, 2000) Business 01E; Bill W. Hornaday,
“Conseco chairman’s pay is one of a kind; Nonexecutive's $20.6 million deal loaded with stock, has its critics”
The Indianapolis Star (December 14, 2003) Business 01D.

See Carey, supra note 56 at 01C.

% Ibid.

7 See Strauss, supra note 59 at 1B.
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incréas’ed by US$ 460 billion. Compensation éxperts say Welch might be one of the few C.E.O.s
who actually deserved his ,,golden goodbye*.%® _‘
In what might have been the richest payout in history wheﬁ mea’sured. in severance dollars
per hours wqued,69 the Boston University’s trustees in 2003 offered former NASA administré.tor
Daniel S. Goldin a US$ 1.8 million severance package before Goldin ever reported to work.”® In
March 2003, Richard Brbwn received retirement beneﬁfs, stock options and cash worth 37.4
million when he left Electronic Data Systems Corp. as C.E.O.”* In September 2003, Dick Grasso
resigned from his job as head of the New York Stock'Exchange With én overall pay package of
US$ 188 million.”? Since it was not clear whether he departed for good reason or as a victim of
wrongful dismissal, the severance portion of ihis;package_ wés estimated between as little as
‘US$ 9 million or as much as US$ 57 million.”> At the end of 2003, Jeffrey J. Steiner, chairman
and chief executive of Fairchild Corp., received US$ 3.1 million without even bailing out after a
subsidiary of Fairchild Corp. had beén sold to Alcoa Corp.”* While Fairchild,. at the same time,
reported a loss of US$ 53.2 million for its fiscal year that ended June 30, 2003, Steinér also
received a US$5.2 million bonus from Fairchild for his work on the deal. Fairchild officially
reported that contracts of its executives entitled them to change of control payments if the
company sold "substantially all of our assets™. - | | | |
| The latest news of large severance paymehts in the U.S. is vthat of '_golden parachute
payments in connection with an acquisition of Walt Disney Corp. by Comcast Corp. When
~ takeover negotiations became public in February 2004, it was reported that Walt Disney C.E.O.
Michael Eisner was likely to collect up to US$ 24 million as a golden parachute payment in

% Ibid.

% See.Rob Weisman, “BU Presidency / Golden Parachute; University’s Severance Paékage for Goldin called
Unprecedented” The Boston Globe (November 1, 2003) Metro/Region BS5.

Timothy K. Cutler, as quoted in by Weisman, supra note 69 at BS, called the deal “a new wrinkle in the golden .
parachute, [... since] the plane never took off the ground.”

See Timmons, supra note 36 at. 1. ' )

See Landon Thomas, Jr., “Officials in 2 States Urge Big Board Chzef to Quit” New York Times (September 17,
.2003) AL

See Olive, supra note 13 at E01.

See David S. Hilzenrath, “Lucrative Cash Package Came as Fairchild Reported $53.2 Million Loss” The
Washington Post (August 16, 2004) Financial E0O1: Although, according to documents filed with the SEC,

_ Steiner’s employment contract linked any change of control payment to the termination of his-contract, Steiner
received this change of control payment without giving up his position at. Fairchild. The company had
concluded a new deal with its C.E.O., allowing him to receive half of his US$ 6.2 million change of control
payment in 2003 and the remainder at the time of expiry of his his. In return, Steiner agreed to stay on the job
after the business had been sold to Alcoa.
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~ addition to his right to execute US$ 500 million in stock options if he left Walt Disney as a result |
of the takeover.”” , h _ | ' ,

As for Canada, George Kosich who had been appointed C.E.O. of T. Eaton Co. Ltd. in
1997 received a CDN$ 1 million seuerancé package after 18 months of service on December 15,
1998, aiIthough having . failed in improving the business of the economically struggling
department store chain. Kosich, who requested even more, filed a lawsuit claiming |
CDNS 8 milﬁon _for.wrongful dismissul_ that subsequently was dismissed by the Court.”® The
Canadian public was finally alerted to the fact that reasonable business results did not seem to be -
essential for generous executive compensation when Bill Fields, formerly a well-pérforming |
C.E.O. of Wal-Mart Stores Inc., left The Hudson Bay Co. in 1999 with a CDNS$ 5.95 million
severance puckage for his 21 months of leadership, leaving behind disastrous results for the
company.”’

When Stephen Bachand retired as C.E.O. of Canadian Tire Corp in August 2000 after
- almost seven years of service, he received a package of CDNS$ 10.3 million plus CDN$ 15.5
million upon exercising his stock options.”® In 2001,‘ after four 'years of service as C.E.O. for
Sears Canada Inc., Paul Walters walked away from the company with a CDNS$ 6.4 million-
severance package.” In addition to his two-year’s base salary pay of about CDNS$ 1.6 million,
Walters was awarded CDNS$ 4.8 million as part of ﬁis termination settlement. In 2002, public
attention in Canada was drawn to Eleanor Clitheroe, former C.E.O. of Hydro One Inc., when it '
was revealed that she would receive. a severance package of CDNS$ 6 million when being fired
from office.®® Ontario’s Premier Erme Eves called the deal ,,1nappropr1ate and unreasonable®!
whereas Ontano s Energy Minister Chris Stockwell regarded it as ,»far too generous*“considering
that she was alleged by the company to have abused her powers.

When in early 2003 CGI Group Iﬁc. acquired Canadian Cognicase Inc. for CDNS§ 329

‘million in cash and stock, a deal that also included the assumption of CDNS$ 48.1 million in debt,

" See Carolyn Said, “Ezsner on shaky ground Roy Dlsney says Comcast affirms his stand” The San Francisco

Chronicle (February 13, 2004) Business BI.
6 See Steven Theobald, “Walters well patd to leave” The Toronto Star (March 15, 2001) Business CO1.
7 Ibid.
™ Ibid.
? - Ibid.

8 See Ian Urquhart, “Hydro One not secretive about numbers” The Toronto Star (June 8, 2002) B02; Rlchard
Brennan, “Hydro One fires CEO, claims spending abuses” The Toronto Star (July 20, 2002) AO1.

' See Richard Brennan, “Hydro board quits” The Toronto Star (June 5, 2002) A01.
2 See Urquhart supra note 80 at B0O2.
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Cognicase founder and C.E.O. Ronald Brisebois as well as several senior executives agreed to - |
leave the company, collectively taking with them a payment of CDN$ 14.8 million in golden
parachutes.®® And finally, in connection with the recent merger between Canada’s largest
brewery Molson Inc. and U.S. 'b.rewery Adolph Coors Co. in J une 2004, company documents
filed with the U.S. Securities and Exchange Commission revealed that Molson’ s C.E.O. Dan
O’Neill was supposed to receive a US$ 2.3 million golden parachute payment even though

O’Neill was to stay on with the new company as vice-chairman.®®> Quebec's pension plan, the

~ Caisse de depot et placement du Quebec, holding 3 % of Molson class A shares, appealed

directly to Molson’s chairman Eric Molson, strongly urging him to drop the provisions regarding
the ,excessive* payments to the company’s executives. In reply to that, Molson agreed to

perform revisions in accordance with its shareholdevrs'_concerns.86 '

III. Approach of the Thesis

The lafest developments of increasing’ figures of executive severance packages in all
different jurisdictions and the reaction by the publio_and the shareholders give rise to a legal
analysis of the present legal regime governing those payments. Several questions arise. For
example, what are the legal grounds for executive severance payments? Does the law impose
limits on those payments? And, if those payments cén.be excessive, how can they be challenged?

| In part, those questions give new light to the controversy about general executive

compensation agreements.®” That issue has already been in the center of public attention in North

8 See Tyler Hamilton, “Heads begin to roll as CGI absorbs rival” The Toronto Star (February 20, 2003) Business

Co05.
See the press release by Molson ‘Coors Brewing Company 1ssued on June 22, 2004 available online at
<http://www.molsoncoors.com> (last visited on November 11, 2004).
See Dana Flavelle, “Cazsse fighting Molson merger” The Toronto Star (September 23, 2004) Business C01
86
Ibid. :

87

84

85

Despite all the early criticism, the compensatioh of chief executive officers of those U.S. corporations that were

listed among the 500.largest American corporations (the “Fortune 500" as compiled by Fortune magazine) still
rose 481% during the 1990s, see Mary Diebel, “Stock Options are Making a Lot of Fat Cats Fatter” Treasure
Coast Business Journal (Vero Beach, Florida) (November 2, 1999) at A9. In 2000, C.E.O.s of 730 publicly-held
U.S. corporations received an average of 550 per cent more than their 1990 counterparts, see Louis Lavelle,
Frederick F. Jespersen, and Michael Amdt, “Executive Pay” Business Week (April 15, 2002) at Special Report.
On average, these C.E.O.s gained US$ 13.1 million in 2000, see Louis Lavelle and Frederick F. Jespersen,
“Executive Pay” Busmess Week (April 17,2002) at Spec1al Report. :
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America since the 1980s*® and, therefore, has also been subject to intense scholarly sc.rutiny.89 In
common law jurisdictions,such as the U.S. and Canada, scholars have used two principle
theoretical tools to analyse the issues concerning executive compensation.”® Whereas rriainly
financial economists have first approached the topic of | executive compensation by looking at it
as a rheans that optimal aligns the intefests of executives and shareholders,”’ others have based
their pfoposals for governance imprbvements on the theory that executives have the power to use
executive compensation agreements to géner_ate personal benefits.”® The discuésion about the
present system of executive compensation has now also reached European jurisdictions, mainly |
caused by the German Mannésmann affair. Here, the debete to a great extent is still driven by
mere moral concerns raised primarily by the popular media, asserting that the amounts of
compensation for executives havé become “excessive” or “outrageous”, especially when
compared with the amounts of salary of individual employees of the same company.” That
cﬁticism from the moral standpoint regrettably lacks profound consideration of the legal

framework of executive compensation and, subsequently, a material discussion thereof.

8 See, for ekample, Carol Loomis; “The Mddness of Executive Compehsation” Fortune (July 12, 1982) 42 at 42-

46; John-A. Byrne, “The Flap over Executive Pay” Business Week (May 6, 1991) 90 at 90-96; Judith H.
Dobrzynski, “Directors” Pay Is Becoming an Issue, Too” Business Week (May 6, 1991) 94. For Canada, see,
for example, Jade Hemeon, “Bosses get /8% raises” The Toronto Star (September 7, 1995) B1; John McNeil,
“Why make executives disclose their salaries?” The Globe and Mail (October 29, 1993) A33; Jeffrey Simpson,
“Corpordte Bosses are contmumg to reward themselves handsomely” The Globe and Mall (Aprll 16, 1996)
Al8.

See, for example, Edward M. Iacobucci with Michael J. Trebilcock Value for Money: Executive Compensation -
in the 1990s (Toronto: C. D. Howe Institute, 1996), delivering a general overview of the different approaches
and further references. See also John M. Abowd and David S. Kaplan, “Executive Compensation: Six Questions
that Need Answering” (1999) 13 J. Econ. Perspectives 145; Kevin J. Murphy, “Top Executives are Worth Every
Nickel They Ger” (1986) Harv. Bus. Rev. 125; Kevin J. Murphy, “Executive Compensation” in: Orley
- Ashenfelter and David Card, eds., The Hardbook of Labor Economics (Amsterdam: Elsevier 1999) at 2485;
Tod Perry -and Marc Zenner, “CEO Compensation in the 1990s: Shareholder Alzgnment or Shareholder
Expropriation?” (2000) 35 Wake Forest L. Rev. 123 at 145.

At this point, I will only briefly mention thc leading two theoretical approaches on executive compensation, as
they will be discussed in detail in the course of this thesis, see infra at Chapter 3, I. 2. and Chapter 4, 1.

This approach is referred to as the “optimal contract approach”. Among important contributors were, for
example, Frank H. Easterbrook, “Managers " Discretion and Investors” Welfare: Theories and Evidence” (1984)
9 Del J Corp L 540; Daniel R. Fischel, “The Corporate Governance Movement” (1982) 35 Vand. L. Rev. 1259;
Nicholas Wolfson, “A Critique of Corporate Law” (1980) 34 U. Miami L. Rev. 959; Robert Thomas, “Is
Corporate Executive Compensation Excessive?” in M. Bruce Johnson, ed., The Attack on Corporate America:
The Corporate Issues Sourcebook (New York: McGraw Hill 1978) at 276 For more detall see infra at Chapter
3,1.2. a).
This so-called “managerial power approach” was mainly developed by Lucien A. Bebchuk, Jesse M. Fried, and
David Walker, “Managerial Power and Executive Compensation” (2002) 69 U. Chicago L. Rev. 751; Lucian A.
Bebchuk and Jesse M. Fried, “Executive Compensation as an Agency-Problem” (2003) 17 J. Econ. Persp.71;
' Kevin J. Murphy, “Explaining Executive Compensation: Managerial Power versus the Perceived Cost of Stock
Options” (2002) 69 U. Chicago L. Rev. 847. This view is described infra at Chapter 3, I. 2b).

See especially the collection of news press publications cited supra notes 1, 2, 5, 30, and 34.

89

90

91

92

93
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94

However, the recourse to moral standards as a potential limit to compensation.can at least be
regarded as having served well to alert the public and legislators that something indeed might be
wrong with the system. | ‘ -

With respect to geﬁeral exécutive compensaﬁon,_ the latest concerns raised by aggrieved

shareholders have caused scholars to suggest that executive compensation be linked closer to

‘performance and be disclosed to the public in more detail® With respect to performance-based

pay, in particular the tendencylto provide executives with stock options has been substantially

critized,” although stock options have long been regarded as one of the strongest tools for

compensation under the optimal contract approach.”® Stock options capture at least some element

of executive performance as they give an incentive to run the cdmpany- in a manner which
ensures that the company’s equity has a value higher than the price the options have been granted

at.”” On the other hand, however, as the value of stock options that are granted at the current

‘share price strongly responds to actual stock market trends and, generally, increases with the

passage of time, they will most likely provide the executive with Su'bstvantial earnings, even if the

executive's corresponding performance turns out to have failed or not been a factor to the

increase in share price. Thus, a popular statement has been that the average executive is
“handSomely' rewarded when a company’s sharé price goes up but endures few negative
consequences when equity values have declined”.”® | |

‘ As a first result, some jurisdictions have incorporated into.their corporate laws or
c0rrésponding securities ‘laws specific rules requiring shareholder approval of all stock option
plans for executives.” Additionally, in an attempt to provide more transparency, several

countries have responded to the latest corporate governance discussions by introducing stricter

A good summary of the debate about performance-linked compensation is provided by Lucian A. Bebchuk and

Jesse Fried, Pay for Performance: The Unfulfilled Promise of Executive Compensation (Cambridge: Harvard

University Press, 2004). ‘

See, for example, Bebchuk et al., supra note 92 at 775.

See Benjamin Alarie, “Executive Compensation and Tax Policy: Lessons for Canada from the Experience of the

Utnited States in the 1990s” (2003) 61 U. T. Fac. L. Rev. 39 at 56. .

7 See Brian R. Cheffins, “The Metamorphosis of ‘Germany Inc.’: The Case of Executive Pay”(2001) 49 Am. J.

Comp. L. 497 at 507. ' .

% See Brian R. Cheffins, Company Law: Theory, Structure, and Operation (Oxford: Clarendon Press, 1997)
at 657. ' _ , .

For the U.S,, see Randall S. Thomas and Kenneth J. Martin, “The Determinants.of Shareholder Voting on Stock

Option Plans” (2000) 35 Wake Forest L Rev. 46 at 46-51. For Canada, see infi-a note 1052
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disclosure rules with special attention to executive compens.ativon.100 Furthérmore,_ forced by
investor advocacy organizations for better corporate governance,101 the directors of essentially all
large publicly-held U.S. corporétions now tend to establish special compensation committees -
- that mainly or completély consist of independent directors to which the responsibility to
determine the executive compensation is delegated to.'”” Since many corporations are struggling
to establish themselves in competitive and volatile industries in the present economy, it haé also
been perceived thaf the boards of directors themselves return to be mofe,indeper_ldent and more -
Willing to fire executives who are performing poorly.'® In the U.S., the average tenure of
C.E.O.s has decreased from seven years to about five years during the last twenty years.'™ In
~turn, as a measure to insure ‘themselve.s against financial loss arising from unemployment,
executives have respbnded to that new tendency by negotiating employment contracts that
guarantee high severance packages even if their performance should turn out to have failed.lo5
Acchdineg, given that the ,cbntroversy about overall execuﬁ_ve compensation, corporate
governance and shareholder value has caused some precautions on the part of the executives,
separate executive severance agreements now have become a crucial feature of the general issue

of executive compensation. Also, the increasing amount of corporate takeovers has led to an

The regulatory movements in this arena undertaken recently in Canada w111 be dlscussed in more detail infra at
Chapter 3, II. 3. For Germany, see infra at Chapter 4, III. 4.
The Teachers Insurance and Annuities Association/College Retirement Equities Fund (“TIAA/CREF”), for

" example claimed for a policy that “compensation committees should be independent, knowledgeable, and

willing to use an outside compensation consultant in negotiating CEOQ compensation”, see “Fund Toughens on
Executive Pay” Investor Rel. Bus. (April 3, 2000) at 17, as cited in Bebchuk et al., supra note 92 at note 16.

12 See Kenneth A. Bertsch, Rachel Leahey, and Hawie Haun, “Board Practices (1998): The Structure and
Compensation of Boards of Directors at Sandp Super . 1500 Companies** (Washington, D.C.: Investor
Responsibility Research Center, Inc., 1998) at 6, reporting that in 1998 the average percentage of independent
directors on compensation committees ranged from 83.5 percent among. S&P Small Cap 600 firms to 91.9
percent among S&P 500 firms. According to Bertsch ef al., a director is considered as independent if not
employed by the firm or “affiliated”. A director is considered “affiliated” if he is a former employee, a relative,
a representative of a charity that receives contributions from the firm, a service provider, a supplier, a customer,
or an interlocking director.

1 See Luke Timmerman, “Tallying the costs of soft landings for C.E.O.s.” The Seattle Times (June 20, 2004)

- Business and Technology 1.

1% See Tom Neff and Dyton Ogden, “Anatomy of a CEO* Chief Executive (February 1, 2003) at 3032. See also
Denis B. K. Lyons, “CEO Casualties: A Battlefront Report”’ Directors & Boards (Summer 1999) 43, reporting
“that the percentage of Fortune 100 companies whose C.E.O.s have tenure of five years or less has mcreased
from 46 per cent in 1980 to 58 per cent in 1998. '

According to a survey pursued by the Corporate Library in 2003, more than half of 367 large U.S. companies
declared they would pay their C.E.O.s total compensation for three years or more upon termination, whereas
fewer than two per cent of all companies asked would pay less than a year’s remuneration, see The Corporate
Law Library, “The Corporate Library’s CEO  Pay Survey — CEO' Pay. 20037, available online at
<http://www.thecorporatelibrary.com/Products-and- Serv1ces/store/pubhcatlons/default asp> (last accessed. on
November 23, 2004) ' :
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increase in the draft of separate “golden parachute” provisions, granting the executive additional
beneﬁts in the event of a takeover:
- The intention of this thesis is to focus on the current issue of severance payments for
corporate executlves apart from the broader dlscussron about executive compensation in general. |
An attempt is belng made to address the different aspects and quest1ons raised in connectron with
executive severance packages from a legal perspectlve rather than from a merely moral
standpoint. My goal is to determine the legal grounds for the different kinds of severance
packages as well as, if-any, the restrictions imposed by the law with regards to the structure and,
~ most importantly, to the amount. Once that legal framework has been established, I will examine
and assess the effectiveness of the means by which corporate outsiders like the shareholdes can
challenge executive severance packages in order to possibly make proposals for future reforrn.
- For the most part, the legal system analysed will be the current Canadian corporate law regime.
However the law of other jurisdictions will also be considered where it is believed to contribute
to a specific issue. Especially, given the tremendous impact of the Mannesmann affarr on the :
issue of executive severance pay, the German law will be applled for a comparative study in an
attempt to assess the effeciveness of the Canadian system. Accordingly, this thesis proceeds as |
follows. ' ' » |
First, in the course of my research I have noticed a remarkable inconsistency regarding the
use of specific terms in the field of executive severance. Apparently, some commentators do not
conceive of the different available terms with the same meamng as do- others. For instance,
whereas some authors use the term ° golden handshake” to descrlbe a payment in the event of a

106 Also even the term ‘severance” is

_ takeover, others refer to it as a general severance payment.

being used both as a general term for the overall payments made to an executive upon the
termination of his contract as well as a description of one single component of benefits received.

| Before a legal exarnlnatlon in this area can be conducted it is- essent1a1 to previously determrne

the dlfferent terms to an extent that prevents any ambiguity or uncertainty as to' their legal

meanings. Therefore, in the first Chapter of the thesis, I will define and clarify the various terms

that have so far been observed in practise in connection with severance payments to corporate

1% Compare, for example, Alarie, supra note 96 at 49, explaining that “golden handshake” provisions guarantee

that the executive be generously compensated in the case of a change in control of the company, and Cheffins,

. supra note 97 at 523, referring to “golden handshakes” generally as a severance payment for executives. In fact,

as we will see, neither uses the term in its correct meaning distinct from severance agreement and “golden
parachute” agreement.
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‘executives. I will show that it is essential for the following legal analysis to distinguish between

contractual agreements concluded before the termination of the executive’s contract and

_ subsequent arrangements.

. Chapter 2 then deals with the basic legal framework for the different kinds of executive
severance packages. I will present the specific legal grounds executive severance agreements,
“golden parachutes” and “golden handshakes” can be based on. I will argue that the contracting

parties, from a contract law perspective, in light of the principle of freedom of contract are

mainly free to negotiate whatever agreement they might find suitable with respect to their

respective interests. Following that, the thesis will focus on the impact of employment law
provisions and show how the law of dismissal sets out minimum standards as to the components
and the level of executive severance payments for the event of early termination. Since the
common law concepts of employment law deviate to a large extent from the existing German

civil law system, I will explore the relevant Canadian principles such as the notion of reasonable

-notive in more detail.

Chapter 3 consrders the impact of Canadian corporate law and its supplementary laws as

~ potential constramts on the structure and the level of executive severance agreements. It begins

with an explanation of the perceived problems the: corporate governance systems in North

America have to cope with. The first part begins with a look at the separation of ownership and

control in corporation with widely dispersed shareholdings and the agency problems within the

_ corporation that have been claimed to be the source for conflicts of interests and managerial self-

dealing. I will present and discuss the two competing theoretical approaches to those problems
with respect to executive _compensation agreements. In the next Part, I will describe the means
provided by current Canadian la\y to control the contractual arrangements of corporate |
executives and diréctors — »the insiders” — and subsequently will assess the effectiveness of
those means to prevent corporate insiders from improperly diverting corporate. assets through
executive severance agreements. I'will*argue that the present legal regime provides several
powerful restrictions on managerial misbehaviour and establishes effective remedies for

shareholders to challenge allegedly improper executive severance and “golden parachute”

agreements.

- Chapter 4 includes a comparative study of the Canadian and German legal systems for the
purpose of an assessment whether certain legislative modifications to the present system are

neceSsary. Part I of this Chapter places the recent Canadian regime in the context of its

_underlyi'ng legal theory, as-an understanding- of the theoretical background is inevitable vfor
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further legislative initiative. The next part evaluates the different economic market factors that
_are claimed by some scholars_to serve as sufficient constraints to the bargaining powers of -
corporate insiders. In Part III, I will briefly present the main characteristics of the German legal
regime inqluding'_aspect.of European Union law that are, apart form economic mechanisms, of -
importance in the field of executive severance agreenriehts. The results will be compared to the
conclusions drawn earlier with regards to the Canadian regime. On the basis of that comparative
study, I will discuss whether further regulatory steps should be taken.
Finally, the thesis will close with a reconsideration of the basic results of each Chapter and

with a critical outlook into the future.
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| CHAPTER 1 | |
EXECUTIVE SEVERANCE TERMINOLOGY

The diverse media cover’age of the latest spectacular cases of ousted corporate executives
has stressed the different kind of payments that are poss1ble in relation to the termination or
resignation of an executive. Moreover what has also become clear is that the respective terms
‘are not always used in a uniform way to descrlbe the same sort of payment in a specific case.
Whereas some reports have announced a “generous severance package” for a leaVing executive,
other commentators have used terms such as “termination pay” or “parachute payment” 107
Further articles refer to the same event as a “golden handshake® offered to the executive by his
corporation.108 Each term‘,_ however, is apparently aimed to describe oneand the same payment
received by the executive at the time he leaves the corporation.

The perceived inconsistency in the use of these terms makes it essential to primarily
eliminate any ambiguity and establish a definition on the basis of which the legal framework can
be examined and further argumentation can be conducted as to the legitimaCy of such payments.
" I have broken down the discussion of the different definitions into four main categories: general

2% 4

severance, “golden handshakes™, “golden parachutes”, and “executive severance packages”. For
each category, I will describe the general term and then define its legal meaning in relation to the
legal framework of employment and corporate law. Additionally, I will ‘brieﬂy determine the
‘exact meaning of the word executive as used in the course of the thesis. Accordingly, for the

purposes of this thesis, the following terms shall be understood only as defined hereinafter.

I. Severance

- In common practice, the term “severance” is often used to describe any payment or all
payments made to an employee at the time of termination.'® However, at common law the

employee is not necessarily always entitled per se to receive a certain severance payment from

"7 For illustration, see the different headlines and articles indicated supra at Introduction I and II.
'% " See supra, note 106.

199 See, for example, Randall Scott Echlin and Chrrstme M. Thomlinson, For Better Or For Worse: A Practical
Guide to Canadian Employment Law (2nd ed., Aurora: Aurora Professional Press, 2003) at 115.
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CHAPTER 1: Executive Severance Terminology

his employer at the time of termination of the employment relationship.''® In order to determine
what constitutes a severance pay, regard must be made to the different situations in which such
payments may occur as a result of the termination of the employment contract. In general, the

following categories of termination of efnployment need to be distinguished.111

1. Categories of Termination at Common Law

a) Termination with advance notice
At cdmmon law, it is an implied term df the employment contract that in the absence of
cause for termination the employer may terminate an employment relationship of undetermined
duration only by giving notice of termination reasonably in advance of that termination.''?
| Moreover, in the Canadian federal jurisdiction and every Canadian province except for British
Columbia and New Brunswick, statutory minimum notice periods »fvor- the termination of
* individual employees have been introd‘uced.113 Accordingly, unless the employment agreerhent
itself ‘expressly provides for a specific notice period, the employer can only terminate the
employment contract lawfully by giving the employee reasonable notice of términation. If he
does so, the employee will not be entitled to any additional paymeht at the time the termination

becomes effective. o

_ In contrést,' if the partieé have entered .into a fixed-term employfnent vagreement, the
‘employment relationship cannot be terminated without cause prior to the automatic expiration at

114

the end of the definite term.”  Since thé parties originally agreed upon a fixed term, no party can

. M9 See also ibid. at 257.

"' In the following, a brief introduction will be given to the different possible ways of termination of an

employment relationship at Common Law. A more detailed survey of the notion of reasonable notice and
payment in lieu thereof will be provided at some later point of the work, see infra at Chapter 2 1I. 1.
"> This common law principle has been set out by a number of Canadian cases, see infra notes 316 to 325.

' For a general overview of the different legislations see Geoffrey England, Individual Employment Law

(Toronto: Irwin Law, 2000) at 228-234. A more detailed illustration is provided by Geoffrey England, Innis
Christie, and Merran Christie, Employment Law in Canada (3™ éd., Toronto and Vancouver Butterworths, .
Loose-leaf) at Volume 2 § 14.9.

"4 Groulx v. Commission Municipale de Québec, D.T.E. 90T-739 (Que. -S.C.); Tinker-Labrecque v. Corp. de .

I"Hépital dYouville de Sherbrooke, [1986] R.J.Q. 1283 (C.A.); United Talmud Torahs of Montreal Inc. v. -

- Dulude, D.T.E. 84T-41. (Que. S.C.); Dombrowski 'v. Dalhousie University (1974), 55 D.LR. (3d) 268
{(N.S8.8.C.), affirmed 79 D.L.R. (3d) 355 (C.A.); MacLeod v. Dominion (Town) Board of Education (1958) 16

D.L.R. (2d) 587 (N. S S. C) See also England, supra note 113 at 223.
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CHAPTER I: Executive Severance Terminology

unilaterally terminate such contract by way of reasonable notice .of termination.''” Any
termination prior to the expiration will entitle the employee to damages for wrongful

. \ 1
dismissal.''®

~b) “Garden leave”

At common law, the employer is under no 'general obligati_oﬁ to provide work to his
employee.'"” Therefore, the employer may give proper notice of termination and at the same time
release the employee from his contractual obligation to attend his workplace: during the notice
period even if the employr.nent‘contract does not expressly provide the right for the employer to
do so. This procedure is commonly referred to as granting the employee “garden leave”. 18
However, the employee is not released from his entire employment contract. Therefore, sending
the employee on “garden leave” is an adequate measure where the employer intends to terminate
an employee who is in possession of confidential or strategic information. While the employee is
released from the duty to work, the terms regarding confidentiality and fidelity continue.'"

_ ~ Since the employment contract does not cease to exist until the actual end of the notice
period, the.employ‘ee, in return, remains fully entitled to all wages. In practice, the wages due afé
éith_er paid as a lump-sum payment at the time notice is given or they are continued to be paid

120

~according to the contractually agreed frequent basis.'*® Garden leave is also a possible way to

terminate a fixed-term employment contract. Here, the employee is entitled to continued:

5 Mainville v. Brasserie Michel Desjardins Ltée, D.T.E. 88T-292 (Que. S.C.), appeal abandoned September 16,
1988, C.A.M. 500-09-000185-884; Paddon v. Phillips Barratt Kaiser Engineering Ltd. (1987), 18 B.C.L.R.
(2d) 170 (B.C:S.C.); Hawkins v. Ontario (1985), 8 C.C.E.L. 183 (Ont. H.C.J.); Landry v. Radio du Pontiac Inc.,
D.T.E. 83T-200 (Que. S.C.); O'Callaghan v. Transair Ltd. (1975), 58 D.L.R. (3d) 80 (Man: C.A.); Walker v. .
Copp Clark Publishing Co., [1962] OR. 622 (H.C.].).
Zaglanikis v. Dana West Hotels Ltd- and Courtyard Inns Ltd. (1980), 3 A.CW.S. (2d) 461 (B.C.S.C.); Clark v.
Babcokc & Wilcox Canada Ltd. (1981), 9 A.C.W.S. (2d) 189 (H.C.J.), affirmed 15 A.C.W.S. (2d) 40 (Ont.
C.A)); Meyer v. Carstairs (1984), 52 AR. 206, 3 C.C.E.L. 258 (Alta. Q.B.); Stevens v. LeBlanc’s Welding &
-Fabricating Ltd. (1982), 40 N.B.R. (2d) 389 (N.B.Q.B.); Riddell v. City of Vancouver (1985), 11 C.C.E.L. 288
(B.C.C.A)); Vondette v. Vancouver Port Corp. (1987), 21 B.CLR. (2d) 209 (B.C.S.C.). Savoie v. Les
Enterprises de Tabac Bernard (1976) Ltd. (1983), 47 N.B.R. (2d) 179 (N.B.C.A.); Shiozaki v. Expo 86 Corp.
(1986), 2 A.C.W.S. (3d) 130 (B.C.S.C.); McDowell v. Sunshine Coast Community Services Society (1987), 15
C.CE.L. 284 (B.C.Co.Ct.); Brown v. Kinden (1987), 3 A.C.W.S. (3d) 185 (N.B.Q.B.), varied 89 N.B.R. (2d)
387 (N.B.C.A.); Gardner v. Stan-Canada Inc. (1989) 13 A.CW. S (3d) 411 (H.C.J.), supplementary reasons 15
A.C.W.S. (3d) 348.
Burmeister v. Regina Multicultural Council (1985) 8C.CEL. 144 (Sask C.A).

See, for example, Anthony Ko, Compensation for Dismissal, (London: Blackstone Press Limited, 1993) at 19;
Cheffins, supra note 98 at 109 note 275.

See Cheffins, supra note 98 at 109 note 275.
See Korn, supra note 118 at 19.
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- 124

121

payment of wages until the expiration of h1s fixed-term contract. Alternatlvely, the employee

may also consent to an immediate lump sum payment in the amount of all wages outstandlng

until the end of the employment contract. 122

¢) Contractual Termination Provision

- Notwithstanding the existing obligation for the employer to provide reasonable notice of

123

termination, “ the Iparties to the employment contract are free to include a provision stating

expressly that the employment contract can be terminated upon'notice or with payment in lieu

thereof.!**

Where the period of notice is not specifically determined in the cohtract, reasonable
notice must be ’given. If the employer decides not to terminate upon notice, he then is obliged to
pay in lieu of notice either the specific amount agreed upon and established in the contract or, in
absence thereof, an amount equivalent to the reasonable notice period.'*® In order to prevent any
dispute about what consti_tutes a reasonable period of notice or reasonable amount of payment in
lieu of notlce in the specific case, the parties are free to mutually determine the respectlve
amounts in the employment contract.' ;

Since the parties have agreed to a termination either upon notice or subject to a payment in
lieu of notice, a termination without prior notice will not result in a breach of contraet, provided
the employer instead pays the equivalent amount to the employee.'?” Such provision enables the
employer both to terminate lawfully by making only the payment and to continue to enforce any
contractual prov151ons that take effect after the termination, such as, e.g., restrictive covenants.'

Accordingly, where a payment in lieu of ‘notice is provided for by the contract itself and

automatically payable in the event of an early _termination without being tied to the performance

2V 1bid.
122 1bid.

13 - See supra note 1 17 and accompanying text.

England, supra note 113 at 223; England, Christie, and Christie, supra note 113 at § 12.12.
For the introductory purpose of defining the different terms, it is not necessary at this point to comment on the

issue of what constitutes reasonable notice of termination and reasonable payment in licu of notice. The toplc
will be discussed in detail later, see infra at Chapter 2 I1. 1. :

125

' In fact, the parties to an employment agreement are strongly encouraged to do so in order to eliminate potential

lawsuits subsequent to the termination. Especially service contracts between a corporation and the executive
should contain a provision expressly stating the period of notice of termination, as the corporation for reputation
reasons will be highly interested in avoiding a lawsuit with the former executive claiming for damages for
wrongful termination. However, the issue will be of less importance if, as is the case in practice, the executive -
agrees to serve for a fixed-term period. For more detail, see infra, Chapter 2, IL. 1.'b).

See, for example, Howard A. Levitt, The Law of Dismissal in Canada (2nd ed., Aurora: Canada Law Book,
1992) at 3.

Korn, supra note 118 at 19
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of work, the payment cannot be regarded as damages for wrongful dismissal.'*’

The same applies to a fixed-term contract. The parties to a fixed-term contract can
negotiate a provision into their contract that allows the employer to prematurely terminate the
contract before expiration of the term while at the same time giving the employee the entitlement

130

to receive a specific amount as a contractual entitlement. ™ As the agreed payment is payable as

~ a money debt automatically upon early termination rather than as a compensation for breach of

contract, no duty to mitigate arises for the employee."”!

d) Payment in Lieu of Notice as Damages for Wrongful Dlsmnssal

Subject to any written-provision as set out supra at c), the employer may only terminate the
employment contract without providing notice if there is cause for dismissal. If no cause for
dismissal exists, any termination without notice is deemed to be a breach of contract and the
- employee is entitled to damages."*? The employee’s remedy under common law is a lawsuit for
wrongful-dismissal.claiming these damages. The courts will award damages with regard to the
reasonable period of notiCé that has not been observed and the employee’s remuneration payable
during that notice period.'*? '

In order for the employer to avoid. liability for damages. for wrongful dismissal, he can
tender a payment in lieu of notice at the time of terminéﬁon. Such payment is inténded to
corhpensate the prejudice caused by the abrupt termination 6f the employment contract without
respecting thé,notice of termina'tion.”.“'TherefOre, it is regafded to be a payment of damages for
wrongful dismissal in advance of a respective court decision.'* It cannot be seen as a payment of

wages since the employer has actually breached his contractual obligations to pay wages during

12 See, for example, Borkovich v. Canadian Membersth Warehouse Ltd. (1991), 34 C.CE.L. 42 (B.CS.C);
“Paquin v. Gainers Inc. (1991), 37 C.CE.L. 113 (Alta. C.A.) espec1ally at 115; Neilson v. Vancouver Hockey
-Club (1988), 25 B.C.L.R. (2d) 235 (B.C.C.A)).

England, supra note 113 at 223; England, Christie, and Christie, supra note 113 at § 12.12.
Supra note 129.

B2 Olson v. Sprung Instant Greenhouse Ltd. (1985), 12 C.CE.L. 8 (Alta. Q.B.); Lang v. Modern Garment Co.,
[1950] R.L. 296'(Que. S.C.); Mongeau & Robert & Cie Ltée v. Raby (1933), 55 B.R. 243 (Que. C.A.).

'3 Supra, note 132. See also Sylvester v. British Columbia (1997), 146 D.L.R. (4™) 207 (S.C.C.).

4 See, generally, Stikeman, Elliott (firm), ed., Executive Employment Law (Markham: LexisNexis Canada Inc.,
Loose-leaf) at § 11.63 with further references.

13 1pid,
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the mandatory notice period and is liable for damages under the law of w_rongful dismirssal.136
2. Severance as Advanced Settlement Payment »

If reasonable or contractually determined notice of termination is given there is no need for
the employer to offer any additional payment to the employee. 137 By contrast, in each alternative |
of early termrnatron described supra under b) to d) the payment made by the employer to its
employee can be regarded as severance pay.

Although the rationale for the payment varies in each constellatlon in terms of continued
payment of wages in the case of garden leave, contractually agreed payment in lieu of notice or

advanced payment of damages for breach of contract, all of these'payments- are made by the

'employer in order to comply with his common law obligations and to avoid any subsequent

lawsuit for wrongful dismissal. The employer’s intention for the payment in each case is to

" terminate the employment contract With immediate effect, regardless of whether there is cause

for dismissal or not. By providing the employee Witha payment at the time of termination, the
employer longs to settle a potential lawsuit for wrongful dismissal in advance. Depending on the
amount offered fo the employee, he either complies with his obligations arising from common
law in terms of paying what the employee is entitled to receive upon wrongful termination or
gives the employee a reason to pursue a lawsuit for wrongful dismissal. - |

Accordingly, the term severance pay cannot be viewed as a technical legal term only for

either.advanced damages for wrongful dismissal or payment of contractually owed wages at the

~ time of termination. Rather than that, it needs to be determined in a broader sense as every

payment made by the employer to his employee at the time of early termination of the

employment contract in order to compensate for any remaining contractual rights or potential

claims arising from the law of wrongful dismissal. Thus, the severance payment is an advanced

settlement payment by way of either a lump-sum payment or any other method of payment

- agreed upon by the parties. Its intention is not to reward the employee for his loyalty to the

employer, his long term of service or any othervac'hievement the employer might intend to

16 Although the amounts paid as advanced damages might be identical to the amounts that would have been paid

under a contractual provision, supra c), the consequences of both alternatives can be quite different. One
important distinction is the tax treatment for the payments received. Whereas contractual pay in lieu of notice is
regarded as regular wages under tax law, payment as advanced damages for breach of contract will, as a general
rule, be exempt from taxation. Another important distinction is the personal liability of directors for the pay of
employee wages in contrast to a lack of personal liability for damages for breach of contract by the corporation.

7 See supra at a)."
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~ certain employees may be entitled to receive an extra “severance payment” in addition

26 weeks” additional pay.

138

honour by way of an extra monetary benefit.

3. Statutory Severance

Thus defined, the term severance must be distinguished from statutory severance pay that

has been intr-oduced'by two Canadian jurisdictions, 1.e. Ontario"*® and the federal government."’

Both the Ontario Employment Standards Act as well as the Canada Labour Co.de provide that -
140 4 any

other payment due to the employee upon termination pursuant“to the general individual |

~ termination provisions of the law of dismissal.

‘_‘Severance Payment” in these statutes is merely. a lump sum payment which the employer

‘must pay to the employee whose employment contract is permanently ended, usually for causes

beyond the employee’s _control.“”: This kind of severance payment has been regarded by the
courts as an ex gratia “windfall” for the employee rather thaﬁ é vested entitlement as deferred
wages or as compensation for lost property in the job.'** As recently held by the Supreme Court
of Canada, a statutory severance payment is an allowance paid by the employer to the employee
in recognition of the employee’s long years of service for the employer.'*’ |

This rationale becomes apparent When lookihg at the relevant provisions of the statutes.
According to the Canada _Labour Codé, all employees with 12 consecutive months of service are

entitled to statutory severance pay. of the greater of two days’ pay for each completed year of

" service or five day’s pay.'** Statutory severance payments in Ontario are also based on ‘service

and closely approximate one additional week’s pay for each year of service, up to a maximum of

145 Furthermore, all severance payments . under the Ontario

Employment Standards Act are restricted to those employees with five or more years of

Employment Standards Act, S.O. 2000, c. 41, as amended (hereinafter referred to as “ESA™), Section 64.

Under the federal jurisdiction, the Canada Labour Code, R.S.C. 1985, c..L-2, as amended (hereinafter referred
to as “CLC”), has been amended as to the inclusion of statutory severance provisions, see Sectlons 235 to 237
CLC.

9 See explicitly Section 65(7) ESA,; Section 235(1) CLC.
' See also England, Christie and Christie, supra note 113 at § 14.55

2 See, for example, Mattocks v. Smith and Stone- (1982) Inc. (1991), 34 C. CEL 273 (Ont. Ct (Gen. Div.);
Brown v. Black Clawson-Kennedy Ltd. (1989), 29 C.C.E.L. .92 (Ont. Dist. Ct.). See also Stevens v. Globe &
Mail (1996), 19 C.C.E.L. (2d) 153 (Ont. C.A.), where the court clarified that those payments are deductible
from damages for wrongful dismissal.

"> Re Rizzo & Rizzo Shoes Ltd., [1998] 1 S. CR.27 (S.c.c. )
'+ Section 235(1) CLC.
15 Section 65 ESA.
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service.'** o

With respect to the definition of severance pay developed earlier in this thesis, the statutory
severance payments provided by the Canada Labour Court and the Ontario Employment
‘Standards Act need to be regarded as a single item of the overall severance package. Orlce-a
‘terrninated employee falls under the scope of either one of the statutes, he might be entitled to
this kind of severan_ce payment in addition to any other entitlement in relation to his
termination.'*’

4. The Executive Severance Package

The general definition of severance payment developed so far does apply to all employeesl,
no matter of their seniority or level of hierérchy. The law of dismissal evolved from the
respective case law establishes that any employee who has been terminated with reasonable
notice must be treated in the same way as any employee who has ‘been terminated without
" reasonable notice.'** Accordingly, like any employee of the corporation, the executive is entitled
to seVerénce pay in terms of remuneration throughout the period of reasonable notice.

However, as far as the structure and level of the severance payment is concerned, some
particularities exist in relation with severance payments to executive arising from the structure
'executives are remunerated in contrast to non-executive. employees of the corporation. In-
contrast to those employees, a corporate executive in most cases does not simply receive fixed
wages in return for his services rendered to the corporation. Instead, executive compensatlon
usually consrsts of a number of dlfferent 1tems including fixed base salary and several other
items that are normally not granted to non-executive employees- such as, for example, stock |
options.'”” In view of those different items, ‘the remuneration for executives is commonly
referred to as a “compensation package”. 150

Accordingly, the severance payment to an executive also consists of or takes into

" 16 Section 64(1) ESA.

147 For a more detailed discussion of the statutory severance pay, see znfra at Chapter 2,11. 2.
See infra-at Chapter 2, I. 1. a) for more detail. _
However, note that it has become more frequent among large corporations to also offer employees stock options

- as part of their wages. For the different components the executive remuneration can typlcally consist of, see
infra at Chapter 2 II. 1. c).
Innumerable commentators frequently use the term “executive compensation package” when referring to the
remuneration of corporate executives. For example, see only Linda J. Barris, “The Overcompensation Problem:
A Collective Approach to Controlling Executive Pay” (1992) 68 Ind. L. J. 59 at 61 with a nice overview of the
historic development; Bebchuk et al:, supra note 92 at 762; Cheffins, supra note 97 at 520..

148
149

150
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rather than just a severance payment of representing base salary only.

consideration more than simply the executive’s base salary as payment in lieu of notice as
compensation for the loss of contractual entitlements. In fact, since a proportionate part of the
contractual remuneration has to be paid as severance, the executive severance payment can also
be regarded as a collection of all the executive’s individual entitlements that form part of his
overall compensation package. Consequently, most executives .receive an overall severance
package that proportionally includes all.'differen_t components of his compensation package

51 Based on the

executive’s entitlements arising from the contract with the corporation, from common law and,

eventually, from statute law,15 2

153

an executive severance package can consist of virtually any kind
of benefit.

For the purpose of the following discussions, the term “executive severance package”

therefore shall stand for any payment made by the corporation to a departing executive at the .

time of the termination in order to prematurely ‘settle all mutual entitlements arising from the
executive’s contract with the corporation, regardless of it being contractually determined in the
contract or subseduently offered at the time of termination. That severance packagé can either
provide for a lump-'sﬁr'n payment, for instalments or any other benefits such as pensions flowing

from the corporation to the executive.

I Certain components such as stock options, however, are. not paid out or granted separately through the

severance package. Rather, they form part of the severance package by way of inclusion of their market value as
-.compensation for the breach to continuously grant those items in the future.

I have mentioned earlier that those employees who are subject to the Canada Labour Code or the Employment
Standards Act under the jurisdiction of Ontario may be entitled to additional statutory severance pay, see supra
at 3. As far as executives are concerned, any additional statutory severance entitlement depends on thelr status
as employee of the corporation. This aspect will be discussed infra at Chapter 2, II. 1.

" The assumption that the corporation can include virtually anything into a severance package arises from the
general notion of freedom of contract of the parties. One issue that will be addressed in the following is whether
the law imposes limits as to the parties freedom of choice to design the executive severance agreement.
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'II.  Golden Handshake

-The term “golden handshake” is not a formal legal term. The -expression arose in the last
quarter of the twentieth century when severance packages were frequentlyloffered to resigning
executives.'™ In the recent past, there have been numerous news releases reporting of “golden

c o 155
‘handshakes” to corporate executives.'

Quite surprisingly, however, the exact meaning of the
term has remained somewhat undefined and uncertain. |
Although some authorities have officially dealt with “golden handshakes”, no court has ‘

ever tried to genérally define the expression from a legal perspective.'*® In Kesselring v. United

157

Technologies Corp.”" the “golden handshake” was understood by the court as another
- expression for a retirement incentive offered by the compaﬂy to certain employees aged fifty-
eight and older. In other cases, the courts accepted the term as presented by on‘e..of the parties as
a synonym for severance paymeﬁt without further discussion.'*® 'Whér¢as the courts seemingly
regard the meaning of the term as a general meaning for any severance payrnent; several
differihg definitions have been furnished in the secondary literature. 7

Firstly, the term “golden handshake” has been'déﬁned,as a “large payment made by a

company to a senior executive upon termination of employment before the contract ends”.'> In

_‘54 See E. D. lesch Jr., Joseph F. Kett, and James Trefil, The New Dictionary of Cultural theracy What Every

American Needs to Know (3" ed., Boston: Houghton Mifflin, 2002) at “golden handshake”, also available
online at <http://www.bartleby.com> (last accessed on March 15, 2005) '

The rise of the use of the term ¢ ‘golden handshake” is reflected by its introduction into several law dictionaries
in the 1990s. For example, whereas it was not included in the 6™ edition of Black’s Law Dictionary (Henry
Campbell Black, ed., Black’s Law Dictionary (6™ ed., St. Paul: West Publishing Co., 1990)), it has been’ adopted
by the 7™ edition of the work in the meaning of “An employee dismissal that lncludes generous compensation”,
‘see Black’s Law chttonary (7" ed., St. Paul: West Group, 1999) at “golden handshake”.

See, for-exampleé, the authorities cited supra notes 1 and 2. See also the table “Golden Handshakes” published
in Business Week Online (January 2, 2001) <http://www.businessweek.com/2001/01_02/c3714064.htm> (last
visited March 15, 2005).

1% For Canada see, for example, Rathbone v. Imperial Oil Ltd. (2001), O.T.C. LEXIS 2447 (Ont. S.C.J.) at 6;

- Maddocks v. British Columbia Hazardous Waste Management Corp. (1995), 52 A.C.W.S. (3d) 810 (B.C.S.C))
at 6, Wright v. Wright (1994), 51 A.C.W.S. (3d) 676 (B.C.S.C.). For the U.S. see, for example, Caputo v. Pfizer,
Inc., 267 F.3d 181 (2d Cir. 2001); Burke v. Bodewes, 250 F.Supp. 2d 262 (WDNY 2003); Mullins v. Pfitzer,
Inc., 147 F.Supp. 2d 95, 103 (D. Conn., 2001); Hudson v. General Dynamics Corp., 118 F.Supp. 2d 226, 233
(D. Conn., 2000).

B Kesselring v. United Technologies Corp 753 F. Supp 1359, 1362 (D. Ohio, 1991) at 3.

'8 Rathbone v. Imperial Oil Ltd., supra note 156 at 6, Maddocks v. British Columbia Hazardous -Waste

Management Corp., supra note 156 Caputo v. Pfizer, Inc., supra note 156.

See explicitly investorwords.com, online at. <http://investorwords. com/2200(golden handshake.html> at
golden handshake” (last visited on November 6, 2004); To the same extent, see also Blacks Law Dictionary, 7™
ed., supra note 154 at “golden handshake”; Daphne A. Dukelow and Betsy Nuse, The Dictionary of Canadian
Law (Scarborough: Thomson Professional Publishing Canada, 1991) at “golden handshake”; MoneyGlossary,

online at <http://www.moneyglossary.com> at “golden handshake” (last viewed on November 6, 2004).
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this sense, the term has no further legal meaning as it is only used as a synonym for the factual
payment of severance benefits to the executive at the time of termination. No regard is made to
the legal grounds upon which the payments are made. As I have shown earlier, a severance
payment can arise from a contractual agreement in the'employnrent corrtract.mo Furthermore, it
can also be offered unilaterally at any time by the party' facing a breach of contract. However, the
term has been used also by some scholarly commentators in this mere ObJ ective-factual meaning
as a synonym for any kind of severance payment. 161 - _

- Secondly, and in contrast, some authorities have amended that expianation slightly by

55 162

using the phrase “[...], typlcally as an inducement to retire”. > By adding a subj ective element to

 the term, the “golden handshake” must be viewed in the context of the intentions of the parties.

A retirement of an executive cannot be achieved by a unilateral act of' the employer. Where the
contract provides for an indeterminate term, the vcontract can only be terminated upon notice or
payment in lieu thereof. Moreover, in the eVerrt of a fixed-term contract, premature termination is
only possible upon the payment‘ of “all benefits for the balance of the remaining term.
Accordingly, where the parties have not contractually agreed upon a specific amount of
severance pay in advance, the ernployee needs a financial incentive to agree to an early
resignation from office together with the termination of his.contract. The employer must
approach the'employee with an offer that he believes is likely to have the employee agree to the
early termination and refrain from legal proceedings. If the employee is not satisfied with the

amount offered to him by his employer, he is entitled to a claim for wrongful dismissal. Thus, the

~ employer can only achieve his primary goal of early settlement of all remaining entitlements

190 See supraatl.

Ryan P. Barry, “ERISA's Purpose: The Conveyance of Informatton from Trustee to Benefi czary” (1991) 31
Conn. L. Rev. 735 at note 93.

See, for example, American Heritage Drctlonarles ed., The American Herztage Dictionary of the English
Language (4" ed., Boston: Houghton Mifflin, 2000) at “golden handshake”; TheFreeDictionary, online at
<http://www.thefreedictionary.com> at  “golden  handshake”;  Hyperdictionary.com, online at
<http://www.hyperdictionary.com> at “golden handshake” (last visited on November 6, 2004).

Note that this amendment has now also been introduced by the 8™ edition of Black's Law Dictionary, see Bryan
A. Garner, ed., Black’s Law Dictionary (8" ed., St. Paul: West, 2004) at golden handshake. The completely
revised explanatlon now reads: “A generous compensatlon package offered ‘t0 an employee, usually as an
mducement to retire or upon dismissal.”

In this meaning, the term is also referred to by Cheffins, supra note 97 at 523; Mark R. Kravitz and Daniel J.
Klau, “Developments in the Second Circuit: 2000-2001” (2002) 34 Conn. L. Rev. 833 at 970; Burke v.
Bodewes, supra note 156 at 10, where the court delivers this expressron asa synonym for “golden handshakes”.
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162

30



http://www.thefreedictionary.com
http://Hyperdictionary.com
http://www.hyperdictionary.com

CHAPTER 1: Executive Severance Terminology

163

arising from.the contract by a post-contractual agreement with the employee.l_63

In this respect the procedure differs from the alternative, where the parties have included a
severance provision into the employment contract. In this case, no .ﬁirther incentive for the
employee’s consent to an early termination is necessary, as the employer is already contractually

entitled to terminate the contract prematurely upon payment of the amount of severance

_contractually agreed upon. The severance payment needs not to be based on any post contractual

agreement. Since the employee nevertheless receives a severance payment in this alternatlve
too, even this constellation has been regarded as a “golden handshake”, based on the assumption
that the term stands for a “clause in an executive employment contract that provides the
executlve with a lucrative severance package in the event of their termma‘uon” 164 |
For the purpose of this thesis, the term “golden handshake” shall be used in the second
alternative described.above, as only this definition reflects also the symbolic meaning of the term
“handshake”. A handshake has always been a symbolic gesture for an agreement between two

parties where no written contract was required. Therefore, the handshake represents the post-

. contractual agreement between employer and employee to prematurely end the contractual

relations in return for speciﬁc-beneﬁté paid to the empleyee. The handshake symbolically is a
“golden” handshake when the benefits flowing to the employee can be regarded as substantial.

As shown earlier, the severance payments offered to the executive need to be of an extent

‘inducing the executive to voluntarily consent to the early retirement and to agree upon him

. refraining from legal proceedings against the corporation. Additionally, the severance will most -

likely include all benefits the employee is entitled to under his compensation package: Thus, also
depending on the length of notice or the remainder of the fixed-term .contract, the severance
package for the executive can indeed be of an extent that might be regarded by outsiders as
“generous” or, in other words, as giving him a “golden” future. | |

As a tesult, in the course of this thesis a “golden handshake” is a subsequent agreement

between the corporation and its executive whereby the executive agrees to the early termination

The “golden handshake”, in this alternative, is not the factual payment itself, but rather the agreement between
" the parties over the amount of severance pay in return for the executive’s consent to early resignation or
termination. This meaning of “golden handshake” is also represented by Kevin A. Kordana and Eric A. Posner,
“A Positive Theory of Chapter 11”7 (1999) 74 N.Y.U. L. Rev. 161 at note 161: “agreement of generous
severance benefits”. See also TheFreeDictionary, supra note 162 at “golden handshake”(last visited on
November 6, 2004).

The Corporate Library Glossary, online at <http://www.thecorporatelibrary.conv Help/glossary/glossary. asp> at
“golden handshake” (last visited on November 6, 2004).
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of his contract in return for a specific amount of severance pay. In practice, however, the
. corporation. will most likely announce the executive’s voluntary early retirement in order to

prevent any bad reputation the publication of a termination might cause.

III. Golden Parachute

Another expression that has become faiﬂy prevalent in the corporate Worid since the early
1980s is the term “golden parachete.’5 Like the “golden handshake”, the term “golden parachute”
is not by itself legally significant nor legally conclusive for the purpose of legal analysis.16_5 It is
: mefely descriptive of the image of a corporate executive landing safely on neutral ground while
his corporation falls into the arms of an acquirer.'® | A

“Gelden parachutes” evolved as a by-product of the inereésing number of corporate
mergers and acquisitions in the 1980s.'¢’ They are designed and were first introduced in the U.S.
as financial protection for corporate executives against the risk of a change in control incidental
to a takeover.'® The American concept of “termination at will”'®® enabled the corporation to
terminete its contractual relationship with its executive without notice even in cases where ho
cause for termination existed.17o-As an implicafion of a takeover, many corporations experienced
a change in control. Executives, on their part, were facing the risk of being replaced by vnew.
management selected by | the new owners who believed that a change in management was
necessary to increase the corporation’s business success.

Soon, special termination agreements were formulated in order to shelter the executive

from the uncertainty during a takeover period or, more importantly, from the crucial effects a

' Royal Crown Cos. v. McMahon, 183 Ga. App. 543 (Ga. Ct. App. 1987).at 545,359 S.E.2d 379 at 381, asserting
that “[a] severance contract by any other name would be just as enforceable.” See also Worth v. Huntington

_ Bancshares, Inc., supra note 54 at 196; Koenings v. Joseph Schlitz Brewing Co., supra note 54 at 599.
'% Richard P. Bress, “Golden’ Parachutes: Untangling the Ripcords” (1987) Stan. L. Rev. 955 at 960; Noonan,

supra note 53 at 1. See also Koenings v. Joseph Schlitz Brewing Co., supra note 54 at 599.

17 Peter Wilson and Allison Taylor The Corporate Counsel Guide to Employment Law (Aurora: Canada Law

Book, 1999) at 44,

In contrast to the term “golden handshake”, the expression “golden parachute” can already be found in the 6%
edition of Black’s Law Dictionary, supra note 154 at “golden parachute”, referring to Koenings v. Joseph
Schlitz Brewing Co., supra note 54: “An employment contract provision that that grants upper-level executive
lucrative severance beneﬁts — including long-term salary guarantees or onuses — if control of the company
changes hands”. See also The Dictionary of Canadian Law, supra note 159 at “golden paracute”.

Stikeman, Elliott, supra note 134 at § 11.67.

For the concept of “termination at will”, see infra note 316, and England, supra note 113 at 74

"7 Ibid. -
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‘corporate takeover coilld finally have on their relationship with the corporation.171 Those
agreements guaranteed the executive certain severance benefits in the event of a corporate
- takeover, such aslump-sum payments or other fringe beneﬁts In view of the high amounts of
payments granted in practice caused by such provisions, -those- payments  were regarded
commonly as “golden parachutes”.'” Thus, they have been pereeived as a gift from the
corporation rather than a quid pro quo bargain between a loYal and \.)vorthy"executive and the
grateful corporation 7 - o ,

Although their origin was in the U S., golden parachutes are now also an integral part of
the Canadian corporate culture, where they are regularly incorporated into executive service
contracts.'” If used in the origirial sense, the contract contains a two-triggered provision that
enables the executive to pull on his parachiite strings..and-claim,the compensation provided for
by the agreernent.176 The first trigger is a change in control provision that defines what
constitutes a change in control in the speoiﬁc case. Typical changes in control are a transfer of a
certain percentage of company st.ock,'a change in the leadership of the board of directors, or a
merger.' ' The second trigger usually is the executive’s loss of employment within a specific
- period of time following the change of control.'”® As for the kind of terrnination, the contraotual
c‘lause can provide that not only a termination by the 'acquiring corporation, but also the
voluntary early re’s_ignatioh by the executive for “good reason” will set of the parachute payment

ensuring the executive’s “golden landing”.'” However, some golden parachute clauses are now

‘even single-triggered, granting the executive the benefits as soon as a change in control occurs

"' Kenneth C. Johnsen, “Golden Parachutes and the Business Judgment Rule: Toward a Proper Standard of

Review” (1985) 94 Yale L. J. 909 at 909.

Drew Harrison Campbell, “Golden Parachutes: Common Sense from the Common Law” (1990) 51 Oth St. L.
J. 279 at 280; Worth v. Huntington Bancshares, Inc. , supra-note 54 at 14; Schrelber v. Burlington Northern,
Inc., supra note 54 at 3, note 2.

172

'3 Schreiber v. Burlington Northern, Inc., supra note 54 at 3 note 2; Winter and Stumpf, supra note 52 at 425; Ann

Marie Hanrahan, “Note: Koenings v. Joseph Schlitz Brewing Co.: The Wisconsin Supreme Court Addresses
Executive Termination Benefits In A Golden Parachute Contract” (1987) Wis. L. Rev. 823 at 824.

See Noonan, supra note 53 at 14. The issue of the golden parachute srmply being a gift to the executive will be
discussed later, see Chapter 3, IL. 1. d) (2).

See Stikeman/Elliott, supra note 134 at § 11.68.

Bress, supra note 166 at note 12; Echlin and Thomlinson, supra note 109 at ‘75; Stikeman/Elliott, supra note
134 at § 11.69-and § 11.73; Bruce A. Wolk “The Golden Parachute Provzszons Time for Repeal?” (2001) 21
Va. Tax Rev. 125 at 147.

Winter and Stumpf, supra-note 52 at 426.

According to Noonan, supra note 53 at 1, that period usually ranges between 12 and 24 months followmg the
change in control. See also Echlin and Thomlmson supra note 109 at 74.

See, for example, Stikeman/Elliott, supra note 134 at § 20 149; Echlin and Thomlinson, supra note 109 at75.
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whether or not his contract is terminated as-a result thereof 1801t is this kind of golden parachute
clause that has raised the strongest 1nd1gnat10n among shareholders and other opponents in the
past.'®! :

- Thus, for further discussion in the course ‘of this thesis, a “golden parachute is a special -
category of severance agreement compensatlng an executive upon a change 'in control of the
business that usually but not necessarrly is followed either by the termination by the corporation
or the resigoat_ion of the executive for ‘.‘good' réason”. The golden parachute differs from the
traditional severance payment in the sense that it is activated only when there is a change of

control of the corporation. Figuratively speaking, the parachute into golden benefits will not

open until the change in control and, eventually, a termination has taken place.

IV. Executive

Finally, the expression “executive” will be used in this thesis as an equivalent for a person
serving as an “officer” of a corporation.v1 82

At Canadian law “officers” are the ihdividuals who have been appointed as an officer by
the directors of the corporation to run the offices designated by the directors.183 According to
Section 121 CBCA,- the directors of the corporation have the power to designate offices such as

Pre_sident and Secretary of the corporation, and to specify-the duties of those offices, 'i'ncludingb

'8 Stikeman/Elliott, supra note 134 at § 11.72; Hanrahan, supra note 173 at note 3. See also Carol Bowie and Judy

_Fischer, “Have Parachutes Become More than .Security Blankets” Mergers &  Acquisitions
(November/December 1996) at 21; Lawyers Weekly, “Golden Parachute Contracts Raise New Questions”
(February 15, 1991) at 10.

For further discussion of the legitimacy of golden parachute provisions, see infra at Chapter 3, I 1. d).

Without prejudice of the increasing presence of female individuals serving as officers of a corporation, I will for
simplifying purposes refer to executives and all other persons in the male version only.

181
182

In Canada, a corporation can generally be formed under the federal legislation or under one of the busmess
corporations or companies acts of one of Canada’s 10 provinces or three territories.- Although there are some
significant distinctions, most of the provincial and territorial corporate law statutes are similar to the federal
Canada Business Corporations Act, R.S.C. 1985, ¢. C-44, as amended (hereinafter referred to as “CBCA”). For
the purpose of this thesis, I will therefore generally refer to the federal legislation prov1ded by the CBCA, but
also note provincial or territorial particularities where applicable.

See, for example, the definition provided by Section 2(1) CBCA: ““officer’ means an individual appointed as an

.officer under section 121 CBCA, the chairperson of the board of directors, the president, the secretary, the
treasurer, the comptroller, the general counsel, the general manager, a managing director of a corporation, or
any other individual who performs functions for a - corporatlon similar to those normally performed by an
individual occupying any of those offices.”
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delegating ‘to them the power to manage the daily business and affairs of the corporation.184

Usually, this delegation is done in a by-law passed at the time the corporation is organized Just
after incorporation or by a resolution of the directors.'®> After setting up thé offices in this way,
~ the directors may appoint certain people, the officers, to fill these offices. The directors may
subsequently delegate further matters to the officers they have appointed.'®

Officers commonly occupy positions such as “Chairperson”, “President”, “Secretary”,
“Treasurer”, “General Manager”, or any other position designated by a resolution of the board of
directors or under the by-laws of the corp_oration.187 Further common titles for officers include
“Chief Executiye Officer” or “C.E.O.”, “Chief Financial Officer”, and “Vice-President”, |
although a variety of other offices are also in use.'*® However, it-, is not the existence of a specific
title, but rather the degree of poWer and control assignéd to the office that determines whether or -
not. someone is an officer, i.e. an executive of the corporation.'® The officer must have actual
authority to create a contractual relationship with a third party on behalf of the corporation as its
principal.'” |

Usually the highest executive office is that of the C.E.O. Although there are no fixed rules,
a common corporate structure gives the C.E.O. overall responsibility for running the
- corporation's business, while the day-to -day operations are delegated to other officers who report

to the C.E.Q."!

' See R. v. Bata Industries Ltd. (1992'), 9 O.R. (3d) 329, 70 C.C.C. (3d) 394; 7 CELR. (N.S)) 245 (N.S.‘Pfov.
Div.); Regional Steel Works (Ottawa — 1987) Inc., Re (1994), 25 C.B.R. (3d) 135 (Ont. Gen. Div. in Bktcy.);
‘Brandt v. A. Vimridge Manufacturing Sales & Service Ltd. (1998), 81 A.C.W.S. (3d) 58 (Sask. Q.B.).

%> Regional Steel Works (Ottawa — | 987) Inc., Re, supra note 184. See also J. Anthony VanDutzer, The Law of

Partnerships and Corporations, (2™ ed., Toronto: Irwin Law, 2003) at 235.

" R.v. Bata Industries Ltd., supra note 184. Such delegation is subject to two important limitations, see Regional

Steel Works (Ottawa — 1987) Inc., Re, supra note 184: The directors cannot delegate the power and
responsibility to supervise the management of the business and affairs of the corporation. Secondly, no
delegation of powers is possible.for those powers specifically excluded by Section 115(3) CBCA. These powers
relate mostly to decisions regarding shares, including the power to issue shares, to declare dividends on shares,
and to purchase or redeem shares. They also include decisions to approve financial statements, management

proxy: circulars, takeover bid circulars, and director's circulars.
187

Supra note 183,
- See VanDutzer, supra note 185 at 234.

Stikeman, Elliot, supra note 134.at § 20.26.
" Freeman & Lockyer v. Buckhurst Park Properties (Mangal) Ltd., [1964] 1 All. E.R. 630; This decision was
approved by the Supreme Court of Canada in Canadian Laboratory Supplies Ltd. v. Engelhard Industries of
‘Canada Ltd. (1979), 97 D.L.R. (3d) 1 (S.C.C.) varied on rehearing, [1980] 2 S.C.R. 450 (S.C.C.) and Rockland
Industries Inc. v. Amerada Minerals Corp. of Canada (1980), 108 D.L.R. (3d) 513 (S.C.C.). For this principle
in general, see also Hely-Hutchinson v. Brayhead Ltd., [1965] 3 All. ER. 98 (Eng. C.A:).

VanDutzer, supra note 185 at 234.
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CHAPTER 1: Executive Severance Terminology

V. Chapter Summary

Thus far, I have developed the followmg definitions for the main terms that will be in the )
focus of this thesis. Flrst, the term “executive  severance package means any collection of
payments to a departing officer of a 'corperation at the time of his resignation or termination of
his. employment relatlonshlp with the corporatlon Those payments can either be contractually
determmed 1n the orlglnal contract between the executive and the corporatlon or be subsequently

offered at the time of the executive's departure. In the latter case, the construction can also be

-referred to as a “golden handshake”. Most likely, the executive severance package will be a

lump-sum payment, but it can also provide for instalment 'payments' or give entitlement for

~ benefits other than cash payment.

A “golden parachute” is a special provisien that entitles the executive to certain payments
or other benefits upon a change in control of his ‘corporation. In the altefnative that it is
contingent on. the executive’s termination, or resignation for “good cause” as a result of the
change in control, it is a special form of executive severance. On the other hand, single-triggered
“golden parachute” provisions can provide the executive with additional benefits even though he

is not departing from his office as a result of a change in control.
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- CHAPTER 2 |
THE LEGAL FRAMEWORK FOR EXECUTIVE SEVERANCE

The increasing number of reports regérdi’ng enormous severance packages, “golden
handshakes” and “golden parachutes” for corporate executives imply that those payments are
admissible per se and, in view of the reported amounts, there seems to-exist no legal limitsras to
their extent. This assumption, however, is by no means correct. Since executive severénce
packages. of any kind are not boj*ne by the assets of the directors who grant the payments on.
Behalf of the corporation, but rather by the assets of the corporation, they must always be legally -
Justified. Acéordingly, any payment to a corporate executive must be based on a valid
contractual agreemént bétween the executive and the'corporation, representing the corporations
conseﬁt to the transfer of corporate assets to the exeéutivé. In addition to that, in order for the
contractual agreement underlying the executive severance package to be legally enforcéable, it
~must always cbmply with the constraints and restrictions imposed by the governing laws.

This Chapter delivers a summary of the basic legal framework for the different kinds of
executive severance packages. In Part I, I will present the legal grounds with regards to general
contract law executive severance packages; “golden parachute” ‘payments, .and “golden
handshakes” can be based on. I will argue that, as a general principie,- the executive and board of
directors benefit from the principle of freedom of contract and, therefore., are basically free to
bargain for whatever contractual agreement seems to be suitable with respect-to their respective
interests.” Part 11 of the Chapter theni determines the impact of specific employment law
provisions and shows how particularly the law of dismissal sets out minimum standards as to the
components and the level of executive severance payments if used as an advanced settlement of
all reniaining mutual entitlements arisingifrom the executive service contract in connection with
an early tén‘nination of the executive. I will espeéially focus on the common law concepts of
employment law such as dismissal without cause and the notion of reasonable notice that to a
large extent deviate from the present German civil law system. I will conclude that, once a valid
severance agreement under contract law has been concluded, Canadian employment law dictates
minimum levels of severance rather than imposing legal restrictions on the structure or the
amount of executive severance packages. However, legal éonstrai_nts deriving from other areas of

the law will then be analyzed in the following Chapter 3.
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"I.  Contract Law: Severance Agreement

Any pa&ment of severance to the executive is a transfer of corporate assets. This transfer

‘must be authorized by a valid contractual agreement between the corporation and the executive.

In the absence of such an agreement, the executive is not entitled to receive any benefits from the
corporation and, thus, will not be able to successfully claim judicial enforcement.

~ The basic elements of the. executive severance package can be negotiated at the time the

executive 1s hired by the company. In fact, in most cases, the original contract entered into by the
vexe.cutive and the corpofation contains a clause determining the essentials of the severance
payment.l'?2 On the other hand, if no such agreement regarding future severance entitlements is
included into the contract, the parties are basically free to- agree upon the terms of a severance
payment at any later poiht of time. In this case, their subsequent agreement can also be referred
. to as a “golden handshake”, provided the benefits for the executive arising from that agreement

reach a certain level that can be regarded as “golden benefits” for the executive.

1. The Executive Service Contract

The c'orporatidn and the executive are free to negotiate the terms for severance packages as
early as the corporation asks the executive to serve as an officer for the corporation. Howevef, :
the mere fact of an appointment as an officer does not guarantee the executive to receive benefits
for his services as an officer of the corporation. A respective provision concerning the general
entitlements for remuneration needs to be included in an individual contract between the

executive and the corporation apart from the unilateral appointment as officer.

a) The Need for an Executive Service Contract

| The appointment as officer of the corporation does "not create any contractual relationship
between the corporation and the executive. The appointment: is a unilateral act executed at the
- sole discretion of the boardvof' directors. The unilateral act of appointment simply authorizes the
individual to act as an agent on behalf of the corporati.on.-lg-3 At th_e same time, certain rights and

obligations arising from the position as an officer of the corporation by virtue of the law are

2 Professor Catherine Carey of Indiana University, Bloomington, stated that “[t]he problem [with executive’s
severance, scil.] doesn’t exist at the back end. It exists at the front end.”, cited in Carey, supra note 56 at 01C

> Bruce Welling, Corporate law in Canada: the governing principles (Toronto: Butterworths, 1991) at 327.
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196

194

conferred onto the executive. ~  Thus, since there is "technicallyvno offer, no acceptance of the

individual appointed as officer is necessary to carry out the powers inherent to the specific office.

In fact, even if the individual decides to refuse the appointment and does not serve as an officer,

he will remain an appointed officer of the corporation until he is finally removed from that
position or he resigns from the office.'”’ |

In practice, hardly any individual appointed as an ofﬁcer will carry out the powers of the
office without a closer determination of further rights and obligations arising from the
appointrient for both the corporation and the individual. The appointed individual will especially

want to be certain to be remunerated for his services rendered to the corporation as an officer. In

order to determine the exact scope of services owed by the individual and the kind of

A consideration borne by the corporation, most importantly interms -of the amount of

compensation, the corporatlon and the executive will have to enter into a special contract setting
out these. terms in addition to those contained in the resolutlon of the board of directors
appointing the executive. 196

It is important to always distinguish the relationship created by the appointment of

%" The most important obligations arising from the appointrnent'asofﬁcer of a corporation are the duty of care and

-the fiduciary duty towards the corporation, see, for example, Section 122(1)(a) and (b) CBCA and the similar
provisions of Canadian provincial and territorial corporate law statutes. Officers owe the same fiduciary
relationship to the corporation as do the directors, see Canadian Aero Service Ltd. v. O Malley, [1974] S.C.R.
592, 40 D.L.R. (3d) 371 (S.C.C.). The fiduciary duty and the duty of care W111 be dlscussed infra at Chapter 3,
II. 1. and 2.

Such.a refusal may require the directors as an exercise of their fiduciary duty to immediately remove the
individual from office. In light of this; the directors may also be under an initial obligation arising from their

- duty of care to ensure the prior consent of the appointee before passing the board’s resolution. For a detailed
discussion of the fiduciary duty and the duty of loyalty owed by the directors, see infra at Chapter 3,
IL. 1. and 2.

Compared to the other “regular” employees of the corporation, the officer serving as an agent of the corporation
carries out.services that are distinct from the work of the employees. Indeed, it is not clear and remains to be
seen whether the officer can be regarded as “employee” under the different statutory severance provisions, see -
infra at 11. 2. Unfortunately, however, the contract concluded by the executive and the corporation quite
frequently is referred to as “employment contract”. For the purpose of the distinction of this contract from an
employment contract between “regular” employees and - the corporation, the contract will be referred to
hereinafter as “executive service contract”.

195

Commentary on the legal relationship created by the appomtrnent as ofﬁcer and the need for a separate contract
between the officer and the corporation is not extensive. Bruce Welling, Lionel Smith, E. Richard Gold, and
Leonard 1. Rotman, Canadian Corporate Law: Cases, Notes & Materials (2™ ed., Toronto and Vancouver:
Butterworths, 2001) at 256, VanDutzer, supra note 185 at 234, and Stikeman, Elliot, supra note 134 at § 3.39
are at least aware of the fact that officers frequently have individual service contracts. Also, Section 133(5) of
the British Columbia Business Corporations Act, infra note 610, acknowledges the existence of the officer’s
-executive service contract by stating that “the removal of an officer without cause is without prejudice to the
officer’s contractual rights, but the election or appointment of an officer does not of itself create any contractual
, rlghts
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someone to serve as an officer of the corporation and the individual contractual relationship that

197 While entitled to act as’én‘agent on behalf of the

person may have with the corporatidn.
corporation, the officer is at the same time contractually obliged to the corporation to stay within
-the terms of his service contract.'”® On the othér hand, any individual éntitlement' against thé
corporation that goes beyond the executive’s righté implied by the act of appointment as officer
can only derive from his service contraét, not from the unilateral act of appointment.

In practice, the ﬁrinciple situation where the di.stinction between the appointment and the
service contract become essential is the termination of the exécutivé’s'_involvement with the
corporétion. In general, an officer can be removed at any time by a decision of -the board of
directors.'” It is common for corpdrations to clarifyr expressly in their by-laws that officers hold
office at the pleasure of the board of directors. 200 Like the appointment, the removal also
constitutes a unilateral act of the corporauon No cause is necessary for the removal from office.
The executive service contract, by contrast, is subject to the general principles of contract law
and employment law. 2! If the contract is of an indeterminate term, the rule is that it may be

terminated only for cause or with reasonable notice, unless otherwise provided in the contract.”*?

For'exarhple in McGuire v. Wardair Canada Ltd.*” a provision of the cofporation's by-laws
.estabhshed that “[A]ll officers, in the. absence of an agreement to the contrary, shall be subject to -
removal by resolution of the board at any time with or without cause.” No reference was made to
notice of termination. However, the judge held that the provision of reasonable notice was an
implied term of the executive service contract, and fherefore awarded one year’s saldry in lieu of
notice.

In the absence of cause or notice, the early termination of the service contract will be a
breach of Contract, regardless of whether the cbrporation had the right to unilaterally remove the
officer with immediate effect.”® The same applies where the service contract was entered into

~ for a fixed-term and the officer is removed prior to the expiration of the term.

7 VanDutzer, supra.note 185 at 235.
Welling, supra note 193 at 327.

Carol Hansell, Directors and Officers in Canada: Law and Practice (Scarborough: Carswell, Loose- leaf) at 2-
18. o

VanDutzer, supra note 185 at 236. »
For the impact of employment law, see infra, at 11,

Therefore, express provisions concerning the termination of the service contract are one important issue that the -
parties will want to address in the executive service contract.

% McGuire v. Wardair Canada Ltd. (1969), 71 W.W.R. 705 (Alta. S.C.).
% Southern Foundries (1926) Ltd. v. Shirlaw, [1940] A.C. 701 H.L.
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b)  The Formation of the Executive_Sei'vice.Contr’act | |

The Iegal _relationship between the executive and the cofboration in terms of the executive
service contfact is subject to the basic requirements and constraints of the law of contract.”®> At
common law, to ensure that a contract withstands legal scrutiny and challenge, certain
‘requirements must be met. The contract must be entered into voluntafily with the intention to
create legal relations and exhibit the basic attributes of offer, acceptance and the exchangé of
consideration.’®®. ' | . _

The law of contracts is governed by the principle of freedom of contract.?®’ The freedom of
contract'presupposes that each party to the contract is advancing its own interests resulting in a.
bargain that is to the mutual adavantage of the parﬁesi According to this principle, the parties of
~ a contract are regarded to be the best judges of their own interest.*”® The generali rule is that the
parties not only are free to enter into a contract at the time they may think fit, but also that théy
" “are free to determine for themselves what primary obligations they will accept”.” ?9 However,
the parties’ freedom to céntract is limited to the extent that they are obliged to act in accordance
210

with the common law and obey any statutory or equity law applicable to their kind of contract.

One general limit to the freedom of contract afising from general contract law is the doctrine of

205 Stikeman, Elliot, supra note 134 at § 3.39. See also Wilson and Taylor, supra note 167 at 33; Brian A.

Grosman, “The Executive Firing Line: Wrongful Dismissal and the Law” (Toronto, New York, London,

Sydney, Auckland: Carswell/Methuen, 1982) at 91 for general employment contracts.

26 For more details regarding the basic requisitions of a valid contract at common law, the reader is referred to the

general literature on the law of contract, such as Gerald H. L. Fridman, The Law of Contract in Canada (4th ed.,
Toronto: Carswell/Thomson Canada Limited, 1999); The Common Law Library, ed., Chitty on Contracts,
Volume 1 (29" ed., London: Sweet & Maxwell, 2004); Sir Guenter Treitel, The Law of Contracts (11" ed.,
London: Thomson Sweet & Maxwell, 2003); Michael P. Furmston, Chesfire, Fifoot and Furmston’s Law of
Contract (14" ed., Markham: Butterworths LexisNexis, 2001); Hugh Collins, The Law of Contract, (14™ ed.,
Markham: LexisNexis Butterworth, 2003).

The freedom of contract evolved in the nineteenth century and was philosopically justified in the “will theory”
of contract as well as economically jusitfied by the laissez faire liberalism, see The Common Library, supra .
note 206 at 1-011, citing Dicey, Law and Opinion in England (2™ ed., 1914), at 150-158; Printing and
Numerical Registering Co. v. Sampson (1875), LR. 10 Eq. 462, 465; Manchester, Sheffield and Lincolnshire
Ry. v. Brown (1883), 8 App. Cas. 703 at 716-720; Salt v. Marquis of Northampton, [1892] A.C. 1 at 18-19.

The principle of freedom of contract is a fundamental principle of both the civil and the common law system,
_see Place Lebourgneuf Inc. v. Autodrome de Val Belair Inc.,[1985] C.A. 364 at 368, Nichols J.

The Common Library, supra note 206 at 1-011. , .

Photo Production Ltd. v. Securicor Transport Ltd., [1980] A.C. 827 at 848. See also Suisse Atlantique Societé
dArmement Maritime SA v. N.V. Rotterdamsche Kolen Centrale, [1967] 1 A.C. 361 at 399; Eurico SpA v.
Phillip Brothers, [1987] 2 Lloyd’s Rep. 215 at 218.

See, for example, M. P. Furmston, supra note 206 at 19; Stikeman, Elliot, supra note 134 at § 3.34. In general,
many of these limitations are of public order and cannot be renounced. Consequently the parties should not
insist in their negotiations upon the inclusion of provisions that-are in violation of these legal standards. The
.applicable constraints to the parties” freedom of contract regarding executive severance agreements are
discussed infira at Chapter 3, IL. '
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211 According to this equltable doctrme a contract may be rescinded where the

unconscionability.
court is concerned that the behaviour of one contracting party was unconsc1onable in terms of
that the other party was unable to act in its own best interests.?'? The avoidence of a contract for
drunkenness or any other mental incompetence that would qualify as instances of situations
where the other party might be characterized as behaving _imconscionably if he knows of such
impairment,213 as well as the avoidance of a contract for undue influence or duress, all examples
for unconsci_onablitiy in a wider sense, must be distinguished from the rescission for
unconscionable behaviour.”'* Under the doctrine of unconscionability, it is not the consent of the
potential victim that is impugned, but the reasonableness of the bargain., the conscientiousness of
the other party, the equitable character of the transaction.’’> Also, the doctrine of
unconscmnablhty tries to remedy an inequality of bargaining power that results in a bargain that
can be regarded as unfair.2'° '

Based on the principle of freedom of contract, like any .contractual agreement, the service
contract. between the.executive and the corporation is arrived at by negotiation of the parties
~involved. Accordingly, the strength of the contract will depend upon both the executive’s as well
as the cbrporations's respective bargaining powers, knowledge of the terms that would serve
their interests and knowledge of their legal rights.?'” With regspect to the doctrine of

unconscionability, it is merely unlikely that such executive agreement between the executive and -

the board of directors acting on behalf of the corporation will be subject to rescission on the

2 por a detailed discussion of the doctrine of unconscionability, see, for example, Stephen M. Waddarhs,

“Unconscionability in Contracts” (1976) 39 Mod. L. Rev. 601; Steven R. Enman, “Doctrines of
Unconscionability in Canadian, English and Commonwealth Contract Law” (1987) 16 Anglo-Am. L. Rev. 191;
John A. Manwaring, “Unconscionability: Contested Values, Competing Theories and Choices of Rules in
Contract Law” (1993) 25 Ottawa L. R. 235; Mlchael J. Trebilcock, “The Doctrine of Inequality of Bargaining
Power” (1976),26 U. T. L. J..359. - _

22 Atlas Supply Co. of Canada v. Yarmouth Equipment Ltd. (1991), 103 N.S.R. (2d) 1 (N.S.C.A.), leave to appeal
to S.C.C. granted (1991), 108 N.S.R. (2d) 270n (S.C.C.), appeal to S.C.C. discontinued April 1, 1992. See also
Miller v. Lavoie (1966), 63 W.W.R. 359 (B.C.S.C.); Stepper v. Laurel Credit Plan Ltd. (1968), 63 W.W.R. 168

_ (Sask. Dist. Ct.). ’

21 See, for example, Black v. Wilcox (1977), 70 D.LR. (3d) 192 (Ont. CA) Hall v. Grassie (1982), 16 Man. R.

(2d) 399 (Man. Q. B.); Stubbs v. Erickson (1981), 34 B.C.L.R. 45 (B.C.S.C.); Tweedie v. Geib (1982), 19 Sask.
R. 48 (Sask. Q.B.); Dominion Home Improvements Ltd. v. Knuude (1986), 20 C.L.R. 192 (Ont. Dist. Ct.);
Bertolo v. Bank of Montreal (1986), 33 D.LR. (4'h) 610 (Ont. C.A.); Thom v. Saltner [1989] 1 W.W.R. 456
(Man. Q.B.).

214 Morrison v. Coast Finance Ltd. (1965), 54 W.W.R. 257 (B.C. CA) See also Cougle v. Maricevic, [1992] 3
W.WR. 475 (B.C.C.A).

215 Campbell v. Campbell (1990), 83 Nfdl &P. EIR 340 (Nfdl. U.F.C.).

216 [ loyds Bank v. Bundy, [1974] 3 All. BR. 757.

217 Regarding the employment contract in general, see Howard A. Levitt, supra note 127 at 423.
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grounds of unconscionability, as the negotiations will be pursued between parties that are, in
most cases, familiar with the business environment and the process of bargaining for their best
1nterests and r1 ghts _

The executive service contract does not have to be in writing in order to be valaid and
legaily enforceable.”'® If there is no written contract, it is sometimes difficult to determine what
is the extent and content of the contract. _Not only can a written contraci provide the parties with
, greéter certainty of terms during the existing relationship, but also upon the termination of the
relationship. A written contract also provides the parties with greater flexibility and creativity
over their ielationship than they would otherwise have at common law, as they can include
express terms that differ from the standard terms implied by common law. However, the great
‘majority of “regular” employment contracts are inot' embodied in a written document.?"” In
‘contrast, in practice most of the executives have comprehensive written contracts in order to
inject a larger degree of certainty and flexibility into their relationship with the corporation.zzo, It
may also provide them with greater security and comfort over their futures in a changing

business environment.

¢) The Contents of the Executive Service Contract

According to the principle of freedom of contract, the corporation and the executive are
generally free to include into the service contract literally anything that they believe may suit -
their purposes. Wherever the contracting parties do not want to rely on the basic terms implied
into the contract under common law, or where they intend to.deviate from the minimum
standards provided by the law or set out in the by-laws of the corporation, they can negotiate a
provision more appropnate with a view to the office.

The standard components of executive service contracts are prov131ons regarding the term
of the contract, giving a detailed description of the powers and obligations of the executive,
determining the executive’s compensation as well as provisions concerning con.ﬁd'entiality and

disclosure obligations.”?' Depending on the circumstances in each particular case, there may be a

See Stikeman, Elliot, supra note 134 at § 3.81.

219 1bid., at § 3.43 and § 3.81.

See Barry Kuretzky, “Employment contracts protect both partzes” The Lawyers Weekly (April 2, 1999) at 18;
Wilson and Taylor, supra note 167, at 35.

See also Jonathan.M. Ocker and Gregory C. Schick, “Employment Agreements for New Economy Chief
Executives” (2000) 23 Los Angeles Lawyer 21 at 21.
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. need to include several other provisions into the executive service contract.

(1) Severance Provision
I have already mentioned' earlier that at common law the executive service contract, in
contrast to the sole removal as officer, can be tenmnated only with cause or in the- absence of

222 Any early termination not complying with these requirements

'cause upon reasonable notice.
would constitute a breach of contract and entitle the executive to damages in lieu of notice. There
is a large amount of uncertainty as to what exactly constitutes justifiable cause for termination
without notice _and, in the case oif an undetermined executive service contract, as to the length of
notice.””> A dispute about ‘the justification of the-termination may easily resuit in an action for
“wrongful dismissal pursued by the terminated executive.

In order for both parties to avoid a large degree of uncertainty and potential legal
proceedings in connection with the termination of the executive, they are free to determine all
relevant factors in a special termination provision ars part of their service contract. Such provision
can contain special situations or grounds thatt would constitute a cause for termination. In
addition, the parties. may agree upon a determined length of notice or, altematiVely, upon a
~ formula for determination of the length of notice.

Furthermore based on the freedom of contract, the corporation and.-the executive may even
'agree upon the possibility of an early termination Wlthout cause and notlce coinciding with the
removal of the executive from office. In this case, the termination Would not be regarded as a
breach of contract as the contract entitles the corporation to serve termination without notice.
HoWever, since the executive would generally be entitled to payment in lieu of notice, he might
ask for consideration in terms of severance payment in return for his consent to the corporatien’s
contractual right of early termination without notice. As far as the details are concerned, such as
‘the amount of the severance payment, the parties also are basically free to agree upon whatever
they may believe to serve as consideration.”** In practice, the terms of such severance provision

always depend on the bargaining power of both parties.

222

See supra at Chapter 1, I.1., especially note 112.

The notice must be of reasonable length. For a drscussron of the prrn(:lple of reasonable notice and for- the
relevant case law, see infra at I1. 1.

For the limitations arising from the notion of unconscionability, see supra at b), particularly notes 211 to 217
and accompanying text.
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(2) Golden Parachute Provision _
" Another signiﬁcant factor that has impacted -upon the growing trend towards the ‘use of -

executlve service contracts is the changing dynamlcs of the corporate environment. In recent
years, there has been an 1ncreasmg merger and acquisition act1v1ty including, in some cases,
hostile takeovers.””> This activity has created some uncertainty in the continuity of the
‘executives’ positions and careers as officers. In today’s vastly changing corporate environment
the termination of employment has adopted a new meanrng,_ since rernoval, and termination of
- executives have increasingly occurred as a result of a merger or an acquisition of the corporation
by another company and not because of any particular dissatisfaction with an executive’s
performance.226 |

In order to also avoid any uncertainty as to the future of the executive upon the occurrence
-of such business activity, the corporation and the executive.generally can negotiate and include
into the original service contract a “golden parachute” provision. Again, based on the principle of
freedom of contract and freedom :o.f terms, the parties are free as to the contents of the “golden
parachute” provieion. However, to be enforceable as a valid contractual provision, the “golden
parachute” must clearly define the conditions for the. parachute to open and precisely state the
benefits flowing to the executive. In other words, the contract must determine specific events thar
trigger the “golden parachute”. | ‘ | |

As for a first triggering event, the “golden parachute” requires a change in control or any
similar organizational change of the corporate leadershipv.227 ,There is no uniform definition of
what constitutes a change in control. The courts have held that comrrlonly a change of control
might be the acquiéition of 50 % of the corporation's stock by an outsider.?* However, a control

of the corporation can be obtained in many cases with less than a majority of the shares.?” There

22 Takeovers have been quite frequent in North America since the 1980s. In Europe, one first major hostile

- takeover was the takeover of Mannesmann by Vodafone in 2000, see supra note 20. For details regarding the
takeover, see supra at Introduction, I.
See Kuretzky, supra note 220 at 18.
_That new tendency. has resulted in an increase of uncertamty and risks for executives as the activities regarding
mergers and acquisitions can be prompted by a number of external factors that are beyond the executive's
‘control and irrespective of his performance.
Johnson, supra note 54 at 60. :
28 See, for example, Essex Universal Corp. v. Yates, 305 F.2d 572 (2d Cir. 1962).

229 Qee, for example, the early work in this area by Adolph A. Berle, Jr., “ ‘Control’ in'Corporate Law” (1958) 58
Colum. L. Rev. 1212. See also Johnson, supra note 54 at note 19.
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are several events that can mean a change in control, ‘'such as the accumulation of a certain
- percentage of the corporation’s issued and outstanding shares, a change in directors comprising a
majority of the board, the sale of all or a subetantial part of the assets of the business, the
privatization of the business or a combination of any of the ab.ove-mentioned events.”*® The
parties can_afso stipulate that only a hostile takeover will serve as a trigger for the “golden
parachute”.23 ! Considering the potential broad scope of the notion of change in control, the
- parties must carefully define in the contractual provision what future events will result in a
change in control This element of the ° golden parachute provision is commonly referred to as
the “change in control” clause.?* | '

| Secondly, the corporation and the executive are free to determine further triggers for the
“golden parachute” that focus on an event subsequent to the change in control.”>* As has been
noted earlier, a second trigger usually is.the loss of the executive’s position as officer of the

corporation.”*

In this case, the prov131on must specify in a so-called “termination clause” the
way the executive’s involvement with the corporation needs to be terminated. Usually, this will
be a termination of the executive’s service contract as the new directors’ buéineSs decision
resulting from the change in control. 235 The termination clause has the effect that the change of
control is regarded as‘cause for termination.?*®

In addition, or alternatively, the parties may stipulate in the termination clause that even a

The Supreme Court of Canada has recently stated that in the corporate and tax law area, it is essential to obtain
de jure control of a corporation rather than de facto control only, see Duha Printers (Western) Ltd. v. Canada,
[1998] 1 S.C.R. 795 (S.C.C.), [1998] S.CJ. No. 41 at para. 35. At paras. 38 to 84 the Supreme Court also
delivers a summary of the different ways to acquire de jure control of the corporation, analyzing particularly the
nature of a unanimuos shareholder agreement. '

-Stikeman, Elliott, supra note 134 at § 11.69; Harrison Campbell, supra note 172 at 280

-Strkeman Elliott, supra note 134 at § 11.71. A hostile takeover is understood to be a bid dlrectly to the
shareholders of the corporation without prior negotiations with the management of the corporation. In contrast,
a takeover is regarded to be friendly when the management of the offering corporation negotiates the terms of a
takeover with the management of the target corporation.

See, for example, Bress, supra note 166 at 957; Harrison Campbell, supra note 172 at 280; For practical
examples of change in control clauses, see Winter and Stumpf supra note 52 at 437-46; John Tarrant, Perks
and Parachutes (New York: The Stonesong Press, Inc., 1985).

Many, if not most of the current ¢ ‘golden parachute” provisions are double-triggered, see Wolk, supra note 176
at 147

230
231

232

233

234

See supra Chapter 1, II1. Also note that although the so-called second-triggered “golden parachute” has been the
general rule in practice for years, it has now been perceived that there are also: provisions that are only “single-
triggered”, see supra note 180. At this point, the general rule that applies to all those kinds of “golden
parachutes” is that the parties are free to negotiate the conditions of their contract. For a discussion of the.
legitimacy with regards to corporate law, see infra at Chapter 3,11. 1. d).

Harrison Campbell, supra note 172 at 281.

B8 1bid.
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voluntary resignation by the executive for “good reason” will qualify‘as termination under the
provision.” 7"‘Good reason” typically refers to the kinds of changes to the terms and conditions
of the executive’s service contract that would allow the employee to take the position that he has
been constructively dismissed.?*® Events that constitute a constructive dismissal in the context of
change in control may include, for example, any unilateral modification of contractual terms
such as the reduction of the executive’s comperisation or level of responsibilities, a forced
geographical relocation, or any modification in the corporate structure of the business that
negatively affects the executive’s position in the company’s hierarchy.”*® Based on the notion of
constructive dismissal, the parties can also agree that not only the actual loss of job, but also any
such diminution of the executive’s contractual status or rights 'r_esulting unilaterally from the
change of control trigger the “golden parachute”.?*’ In the termination clause, the parties will
als.o have to set out a certain period of time following the eveht qualifying as change in control
‘within which the second and any additional triggers must occur.

Finélly, the parties must stipulate a so-called “compensation clause” determining the type |
and amount of benefits provided tb »thé executive once the “golden parachute” is triggered.?*!
The compensation clause can provide. the executive either with a lump-sum paymeﬁt or a
coﬁtin‘uation for a determined period of all or some benéﬁts of his'compensation package. .

Most of the “golden parachutes” currently in .e'ffec't consist of all three major clauses, a
change of »cbntrol.clause, a .terrninati'on‘ clause, and a compensation glause.242 Howéver, -the
parties in each case are free to determine the contents of their contractual “golden parachute
provisions’. It depends on the parties” intentions and the individual bargaining power whether the
“golden parachute” is single- or double-triggered and what benefits will be granted to the
executive at the time the triggering event(s) occur. If a “golden parachute” provision is included

|in the original service contract from the beginning, the issue of consideration is not of great

importance. The “golden parachute” in this context is part of the overall executive compensation |

27 In fact, the resignation will most likely not be voluntary when the new management forces the executive to

leave the corporation to the benefit of a new executive preferred by the new management. In practice, however,
for reputation reasons the management will prefer to announce the resignation of the former executlve although,
legally, he might have been constructively dismissed or even terminated without cause.

28 Stikeman, Elliott, supra note 134 at § 11.74.

2% Ibid.
0 Harrison Campbell, supra note 172 at 281,
2 Ibid. :

242

Johnsen, supra note 171 at 910; Bress, supra note 166'at 957.
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in return for services rendered. Thus, the “parachute clause” will be enforceable at the time it is
4.24 : '

triggered.
2. The “Golden HandShake” Agreement

Not every executive service contract contains a provision rcgarding severance payment or,
in particular, a “golden parachute” provision,' be it because the parties did not intend or just
forgot-to establish such provision at the time the contract was originally concluded. In such cases
the parties” choices of action are not limited by the common law means regarding the termination ,
of the contract and all consequenccs 'arising therefrom. Instead, they have different possibilies to
modlfy their existing contractuial rights and obligations. '

As a general rule, once the partles have agreed upon all terms, that is once acceptance has
been communicated, the contract comes into existence. The parties are legally bound by their
contractual commitments.”** Accordingly, neither party can back out of such a contract without

‘giving the other party due notice of termination, or wages in lieu thcrcof.245

Regardless, the
dynamic nature of the contractual relationship between the corporation and its executive may
- cause thc need for one or both of the parties to change the terms of the contract during the course
of its term.** Furthermore, the contracting parties may even long for a termination of the
contract relcasmg the parties from their obhgatlons prior to the contemplated expiration or
regardless of a notice period either prov1ded for in the contract or arising from common law. The
-parties also may wish to suspend their obligations rather than sever the employment relationship.

Based on the principle of freedom of contract, contract law grants the parties the right to

247

amend, suspend or terminate the contract at any time.”"" Generally, the law offers two different

methods for modification of an existing contract: rescission and variation.

23 By contrast, if the original contract does not contain a “golden parachute” clause and the parties subsequently

include that provision by mutual agreement, the general rule is that fresh consideration is required, see infra
notes 264 through267 and accompanying text. This may cause a problem in the case the “golden parachute”
provision is only single-triggered and not contingent on the termination of the contract by the corporation. This .
aspect will be examined infra at 2. b) (2). :

24 Johnstone v. Harlequin Enterprises Ltd. (1991), 36 C.C.E.L. 30 (Ont Ct. (Gen. Div.)).
5 Horvath v. Joytec Ltd. (1989), 27 C.C.E.L. 269 (Sask. Q.B.).
26 See also England, supra note 113 at 30.

27 For amendment, see Stilk v. Myrick (1809), 2 Camp. 317, 170 ER. 1168 (C. P ) Gilbert Steel Ltd. v. University
Construction Ltd. (1976), 67 D.LR. (3d) 606 (Ont. C.A.). For Suspension, see Morin v. Honeywell Ltée:,
D.T.E. 90T-529 (Que. S.C.), appeal abandoned July 3, 1990, C.A.M. 500-09-000517-904; For termination, see
Lees v. Arthur Greaves Ltd., [1974] 1.C.R. 501 (C.A.); Sloan v. Union Oil Co. of Canada, [1955] 4 D.L.R. 644
(B.C.5.C.) at 679; Maier v. E & B Exploration Ltd., [1986] 4 W.W.R. 275 (Alta. C.A.) at 281-82. '
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a) Rescission of the Executive Service Contract

Where a contract has been partially executed, that is where.there-: are stilli obligations on
both sides that remain unperforméd, the contract can be rescinded by mutual agreement of the
parties;248 The object of ;‘rescission” is to release the parties from the contract.?*® Thus, the effect
of a valid rescission agfeement_ is that the contréct is completely discharged and cannot be
revived.””" Like every contract, there must be consideration of both parties in order for the

251

rescission agreement to be valid and enforceable.””! As for consideration regarding the

rescission, it has been noted that the rescission agreement will generate its own consideration:

., The effectiveness in law of an agreement between employer and employee to terminate their
contract of employment, reached subsequently-to the making of the contract, is not in doubt
The conszderatzon is provided by the release of mutual future obligations. * 2

Thus, the corporation and the executive ‘can mutually extmgulsh their contractual
relationship by way of rescission, promising to abandon all outstandlng obligations and rights to
performanée against the other party or damages, reépectively. However, of 'coursé, once the
contract has been rescinded, the parties may, at any time, enter into a new contract.?>

Additionally, even the alteration of the contract may amount to a rescission of the contract.
A rescission of the contract will be implied where the.parties have effected such an alteraﬁon of .
the“ terms as to substitute a new contract relating to the same subject matter in place of the
original contract.”’ * However, the modification will only be regarded as an effected rescission if

the original contract is implicitly extingu“ished.25 > A rescission will, therefore, only be presumed

‘when the parties enter into a new agreement that is completely inconsistent with the old one.>®

The Common Library, supra note 206 at 22-025.
Treitel, supra note 206 at 99.

20 R v. Inhabitants of Gresham (1786), 1 Term. Rep. 101.
251

249

Regarding the necessity of consideration in general, see supra note 206.

22 [ oes v. Arthur Greaves Ltd.; supra note 247 at 506D, Stamp L.J., as cited in Mark R. Freedland, The Contract
of Employment (Oxford: Clarendon Press, 1976) at 189; Scarf v. Jardine (1882), 7 App.Cas. 345 at 351;
Raggow v. Scougall & Co (1915) 31 T.L.R. 564; See also Treitel, supra note 206 at 99; England, supra note
113 at 31.

See also The Common Library, supra note 206 at 22-016, note 92
2% Thornhill v. Neats (1860), 8 C.B. (N.S.) 831; Hunt v. S.E. Ry (1875), 45 L.J.Q.B. 87; Williams Bros. v. Aguis
Ltd., [1914] A.C. 510 at 527; Raggow v. Scougall & Co. supra note 252; Morris'v. Baron & Co., [19181 A.C. 1,
British & Beningstons Ltd. v. N.-W. Cachar Tea Co. Ltd., [1923] A.C. 48 at 69; Rose & Frank Co. v. JR.
Crompton & Bros. Ltd., [1925] A.C. 445. Generally, see Treitel, supra note 206 at 101.

35 Compagnie Noga D Importation et D ‘Exportation S.A. v. Abacha, [2003] EWCA Civ 1100; [2003] AILE. R

(D) 400 (Jul) at para. 57.

British & Benmgstons Lid.v. N.W. Cachar Tea Co. Ltd supra note 254 at 62.
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The change must be of fundamental extent, réﬂecting the parties’ intention to rescind the old
contract by a substitution of a completely new agreement.257 In this context, if there is
consideration for the rescission, there will also bé consideration for the new promises as “the
same consideration which existed for the old agreement is imported in to the new agreement,
which is substituted for it.”>*® However, whenever the original - contract is not explicitly
~ extinguished, it must be distinguished whether the modification amounts to rescission or fafher

constitutes a variation of the contract.

b) Variation of Contract

Alternatively, the parties are free to alter the terms of the contract at any time by means of
“variation”. In contrast to the rescission of the contract, if a variation is effected the orignial
contract continues to'exist in an altered form 2% Any such variation of the contract requires a

261

mutual agreement.”’® No one party can unilaterally alter the contract.”®' Concerning employment

contracts in general, the doctrine of constructive dismissal protects employees who resign under
the threat of dismissal or because of unjustified unilateral changes 1n the terms and conditions of
their employment.262 V

An agreement that varies the earlier contract will be valid to the extent to which it is itself
an enforceable agrveemen‘t._zé3 Thus, unless the variation is contained in a document under seal,

264

the variation agreement must also provide fresh consideration.”” In most cases, consideration

can be found in the mutual abandonment of existing rights or the conferment of new benefits by

57 Ibid., at 62 and 67.
28 Stead v. Dawber (1839), 10 A. & E. 57 at 66. See also Treitel, supra note 206 at 101.

3% Compagnie Noga D Importation et D Exportation S.A. v. Abacha, supra note 255 at para. 57.

20 Robinson v. Page (1826), 3 Russ. 114; Goss v. Lord Nugent (1833) 5 B. & Ad. 58 at 65; Stead v. Dawber, supra
‘note 258 at 65; Dodd v. Churton, [1897] 1 Q.B. 562; Fenner v. Blake, [1900] 1 Q.B. 426; Royal Exchange
Assurance v. Hope, [1928] Ch. 179; Dugdale v. Yates (1976), 39 M.L.R. 680. For Canada, see Hyslip v.
MacLeod Savings & Credit Union Ltd. (1988), 62 Alta. L.R. (2d) 152 (Alta. Q.B.); Bartolic v. Canada Safeway
Ltd. (1998),34 C.C.E.L. (2d) 1 (B.C.S.C.).

' Ibid.

%2 For constructive dismissal, see infra atIL. 1. a) 0.

~ Fridman, supra note 206 at 578. A variation must not result in illegality, see stchk v. Brcic (1998) 164 Sask.
R. 238 (Sask. Q.B.). '
Stilk v. Myrick, supra note 247; Gilbert Steel Ltd. v. Unlverszty Construction Ltd., supra note 247; Besta
International Corp. v. Watercraft Offshore Canada Ltd. (1994), 19 B.LR. (2d) 257 (B.C.S.C.), additional
reasons at (1995), 19 B.L.R. (2d) 257 (B.C.S.C.); Guillaume v. Stirton (1978), 88 D.L.R. (3d) 191 at 203 (Sask.
C.A)), Hall J.A.; Blomidon Mercury Sales Ltd. v. John Piercey’s Auto Body Shop Ltd. (1981), 129 D.L.R. (3d)
630 (Nfdl. T. D) Hyslip v. MacLeod Savings & Credit Union Ltd., supra note 260; St. Elizabeth Hospital v.
Three Lakes No. 400 (Rural Municipality) (1995), 135 Sask. R. 215 (Sask. Q.B.); Gregorio v. Intrans-Corp.
(1994), 115 D.L.R. (4™) 200 (Ont. C.A.), additional reasons at (1994), 15 B.L.R. (2d) 109 (Ont. C.A.).
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each party on the oA‘[her.265 In the context of employment contracts, fresh consideration can be
‘found in the forbearance of the employee to exercise his privilige of lawfully resigning or, moré
importantly, .in the forbearancé of - the employer of giving lawful' nofice of termination.”®
Alternatively, consideration may be found in the assumption of additional obligations-or the
incurring of liability to an increased detriment.2"”

The position is more difficult in the case of an agreement whereby one party undertakes an
additional obligation, but the other party is merely bound to perform his existin‘g obligétions-, or

an agreemént whereby one party undertakes an additional obligation, but for the benefit of that

party, 268

Accordingly, if the original contract does not include a severance provision, the
corporation and the executive can modify the service contract and agree upon severance payment
at any later occasion. The decision whether the “golden handshake” has been effected: technically
by way of rescission or variation will depend on the intention of the parties to discharge existing
rights and obligations and substitute the terms through a subsequent agreement or to just alter the

269 Whichevér of the above mentioned methods is invoked to’ enforce the

terms or the contract.
new contractual relationship, it is clear that both parties to the contract must have full knowledge
of the scope and nature of the change in question and must voluntarily consent to it without

duress or coercion in order for the modification to be legally binding*”

(1) Severance Package
If the corporation intends to remove the executive from his office and to prematurely
terminate the contractual relationship, the corporation will most likely offer the executive to

rescind the service contract. The executive, who would be entitled to damages for wrongful

25 Re William Porter & Co. Ltd., [1937] 2 All ER. 361,

26 Sloan v. Union Oil Co. of Canada, supra note 247 at 679 (B C.S.C.); Maier v. E & B Exploratzon Lid. , supra
note 247 at 281-282.

27 North Ocean Shipping Co. Ltd. v. Hyundai Construction Co. Ltd., [1979] Q.B. 705

%8 The problem whether there is sufficient fresh consideration especially occurs in the event the parties agree to

modify the executive service contract to the extent that a “golden parachute” provision is included. It has been

argued that such provision only benefits the executive and, therefore, the variation of contract is not enforceable

since no fresh consideration for the corporatlon is provided. This aspect will be dlscussed in more detail infra at

).

United Dominion Trust (Jamazca) Ltd. v. Shoucair, [1969] 1 A. C 340; Compagnie Noga D Importatlon et

D’Exportation S A. v. Abacha, supra note 255 at para. 57. : ‘

0 il v. Peter Gorman Ltd. (1957), 9 D.LR. (2d) 124 (Ont. C.A.)-at 136; Sagkeeng Education Authority Inc. v.
Guimond, [1996] 1 F.C. 387 (T.D.) at 399-400; Chilgan v. Island Lake Band No. 161, [1994] 5 W.W.R. 308
(Sask. Q.B. ) at 316.
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dismissal if no agreement were made, has no incentive to agree to the offer for immediate
rescission without asking for a severance package as consideration for the abandonment of his
cbnfractual entitlements for compensation: or, eventually, damages for wrongful dismissal.
~Instead, he will ask for and negotiate an individual severance package. Where the executive
accepts the severance package offered as a final settlement of his contractual claims, the
acceptance will be regérded as a binding agreement not to sue in respect of the outstahding

271 Although new

common law claims, and therefore precludes a claim for any further sums due.
obligations arise from this “golden handshake” for both parties, the modification of the original
" contract is sufficiently fundamental as for the mutual settlement agreement to be regarded as a
valid rescission of the contract in terms of the law.

In coﬁtrast, however, fhe severance package does not necessarily have to be agreed upon at |
the time of removal and discharge. The pafties may at any time alter the service cohtract to the
extent that a severance provision will be included in view of a pdtential future termination. This
agreement, that will technically not constitute a “golden handshake” in the meaning set out
-earlier, caﬁ Be regarded as a Variatibn of contract rather than a rescission as the original contract
will not be extinguished or fundamentally- changed. iThe partiés‘ intention is not to discharge any
~ existing obligationé, but just to include an additional provisioh in order to ensure more certainty
for the future. The variation also delivers fresh consideration as it benefits both parties to the
contract. Like in the case of the “golden handshake” by rescission, the corporation agrees to pay
a certain severance package to the executive in return fbr his consent to accept the termination as

lawful and to refrain from an action for wrongful termination once the corporation decides to

prematurely terminate the contract.

2) “Goldén Parachute” ‘

As in the case of a subsequent severahce péckage,.if the original contract does not contain
a “golden parachute” provision, the parties are free to accordingly modify the original contract at
any later time. The modiﬁcatioh will most likely be effected by an agreement to insert an
additional provision into the existing contract. The intention of the parties will not‘ be to
extinguish or completely replace the original executive . service contract. Therefore, the

modification cannot be regarded as sufficiently fundamental as to amounting to a rescission of

271

See suprd note 266
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the contract, but rather will constitute a variation of contract.?”?

_ As for the validity of such variation, common law requires that the new agreement is
supported by fresh consideration of both parti_es.-m* Some comr_néntators have asserted that -
“golden parachute” égréements are not supported by fresh cohsideration, argueing that the
executives are inadequately compensated with additional benefits in return for the exercise of
. duties and obligations they already owe to the corporation, such as obj ecti,vity'towards takeover
bids in the best interests of the corporatic‘)n.274 In view of the inaﬁdequéte consideration provided
by the executive, it has been claimed in the U.S. that “golden parachute” agreements rather
-constitute a wasté of corporate asSefs as they serve improper pur_poses.275 However, regardless of
the motive the parties may have to provide “golden parachutes” and the different functions and
purposes they may serve,”’® it is at this point important to distinguish.between the notion of
consideration under contract law and the doctrine of waste of corporate assets as a legal

277 The notion of

constraint established by U.S. corporate law and its Canadian eciuivalent.
consideration generally requires that a légal detriment must be bargained for and suffered in
‘exchange for a promise.m_ As long as there is some kind of detriment in exchange for the
benefits, the contract is “regarded to be supported by consideration and it is irrelevant for the :
validity and enforceability of the contract under contract law whether the consideration provided

is reasonable or adequate.””” Thus, the assertion -that the consideration- received by the

72 See supra notes 255 through 257 and accompanying text.

23 See supra note 264.

2 See, for example, Riger, supra note 54 at 25-35; ‘William H. Painter, Problems and Materials in Business

 Planning (2™ ed., St. Paul: West Publishing Co., 1984) at 748; Henry F. Johnson, “Anti-Takeover Actions and
Defenses: Business Judgment or Breach ofDuty7” (1982) 28 Vill. L. Rev. 51 at 70. :

Painter, supra note 274 at 748.
276 The different functions will be discussed in detail infra at Chapter 3, IL 1. d) (2).

In Michelson v. Duncan, 407 A.2d 211 (Del. S.C., 1979), one argument of the case was that stock options were
granted without con51derat10n and, therfore, constltuted a gift or waste of corporate assets. At 217 the court
defined the essence of glft, as “a transfer without consideration” and the essence of waste of corporate assets as
the “use of corporate assets for improper or unnecessary purposes”. The doctrine of corporate waste as
established in U.S. corporate law does not exist as an accepted doctrine in Canadian corporate law. Here, the
same legal issues are arise in the context of the fiduciary duties of the directors in terms of compliance with the
standard of reasonableness and fairness and, with special regards to “golden parachutes”, by the “improper
purpose test”. Those issues will be discussed infra at Chapter 3, II. 1. c) and d).

See, generally, supra note 206. U.S. cases that deal with the issue of consideration are, for example Baehr v.

Penn-O-Tex Oil Corp., 258 Minn. 533 at 539, 104 N.W.2d 661 (1960) at 665; Fisher v. Jackson, 142 Conn 734
at 737, 118 'A.2d 316 (1955) at 317; Keith & Hastings v. Miles, 39 Miss. 442 (1860).

As what is commonly also referred to as the “peppercor principle”, common law early developed the principle
that consideration need not be adequate. For that principle in general and its limitations, as well as relevant case
law, see Treitel, supra note 206 at 74. For Canada, see Fridman, supra note 206 at 98.
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CHAPTER 2: The Legal Framework for Executive Severance

corporation in return for its promise to pay certain compensatien benefits to the executive by
way of a “golden parachute” is not sufficient or rather inadequate does not render the agreement
unenforceable due to a lack of consideration. To the same extent, even where the agreement is
entered into _fer improper purposes, the agreement can still revsult in some benefit for the party,
- rendering the agreement enforceable under contract law. ..

Accordingly, it is essential that the “golden parachute” agreement is supported by fresh
consideration by the executive in return for the corporation’s promise to grant additional
benefits. Other than in the case of a “golden parachute” provision contained in the original
contract, that new consideration cannot always be found in the waiver of potential future
entitlements arising from the law of wrongful dismissal.- Depending on the‘kind;- of the “golden -
parachute” provision agreed upon in the specific case, the consideration can be different and
needs to be: clearly determined for each 1nd1v1dua1 alternative. |

Firstly, as far as a “golden parachute” is concerned that is at least double- trlggered 280 fresh
consideration can be found even in a subsequent amendment agreement in the terms of the
executive's promise of forbearance of his entitlements under the notion of wrongful dismissal.”®'
This will always be the case if the termination clause provides for the possibility for the
corporatio.n to prematurely terminate the executive service contract within a specific period of
~ time following the change in control. The promise to accept the change of control as a cause for
termination and not to pursue action against the corporation is a legal detriment that serves as
consideration for the benefit of receiving as stipulated damages for the breach of the contract the

282

predetermined or determinable amount of severance pay.”®’ Furthermore, even if the parties

- stipulate the executive’s right to resign for “good cause” in the aftermath of a change in control,

* . the agreement can be regarded as being supported by consideration. A ‘change in control can

cause unilateral changes as to the relationship between the corporaﬁon and the executive. In
general, the executive is protected against unjustified unilateral changes by means of
constructive dismissal. His consent to a right to voluntary resignation in the event of a change of
control has the effect of a promise not to claim his rights under the law of constructive dismissal.

Thus, since a double-triggered “golden parachute” agreement confers new obligations on both

280

For the definition of double—triggered “golden parachute” provisions, see supra at Chapter 1, II1.
‘See supra note 266.

"~ 282 See Susan L. Martm “Platinum Parachutes Who s Protectmg the Shareholders” (1986) 14 Hofstra L. Rev
653 at 661.
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parties, it is supported by consideration and enforceable evén if it is subsequently inserted into
the execﬁtive service contract by way of variation of contract. | ’

The situation is more difficult in the case of a “single-triggered” “golden parachute” where
~ the benefits are due as soon as the change in control has ‘occured. Whereas the consideration
moving from the corporation to the executive is apparent in terms of the agreed benefits, the
same is not true for consideration moving from the executive to the corporation.” If the “golden
parachute” is “single-triggeréd”, only the corporation undertakes an additional obligatién
whereas the executive is merely bound to perform his existing obligations.”** Corporate
executives have a pre-existing duty to give the proper attention and dedication to their corporate

duties by virtue of statutes, their service contracts, and basic business ethics.?®’

As a general
proposition, courts have held that when a party promises to do what it is already legally obligated
to do, that party does not incur detriment and, thus, is not giving consideration.?®® Therefore, the
argument that the executive’s prbmise to act objectively and dispassioriately in the best interests
of the corporation serves as fresh consideration has not been accepted by these >authorities.287
Howevef, a more liberal approach has been adopted in some recent cases and the courts have
been prepared to find consideration and enforce the agreement where it has conferred some

benefit upon the promisd’r.288 Especially on the analogy of the reasoning of Williams & Roffey

Bros. v. Nicholls (Contractors) Ltd.,*® it is arguable also for the case of “golden parachutes” that

' the variation may be supported by consideration if, although capable of conferring a legal benefit
on only one party, it can also confer a factual benefit on the other party. >’
Although the principle of the fiduciary duty requires that the mangement of the corporation

considers the effects of a prospective change in control for the corporation and the shareholders

- See also Noonan, supra note 53 at 21.

For the general difficulty to determine consideration in such situations, see The Common Library, supra note
1206 at 22-035.

Martin, supra note 282 at 666; nger supra note 54 at 26.

284

26 Farly case law includes, among others, Stilk v. Myrick, supra note 247; Vanbergen v. St. Edmund’s Properties

Ltd., [1933] 2 K.B. 233. See also Syros Shipping Co. S.A. v. Elaghill Trading Co., [1980] 2 Lloyd’s Rep. 390.
7 Ibid. See also, for the U.S., As for the U.S., Keith & Hastings v. Miles, supra note 278; Ruffin v. Mercury
Record Prod., Inc., 513 F. 2d 222 (6th Cir. 1975)
2 Williams v. Roffey Bros. & Nicholls (Contractors) Ltd., [1991] 1 Q.B. 1; Anangel Atlas Compania Naviera S.A.
v. Ishikawajima-Harima Heavy Industries. Co. Ltd. (No.2), [1990] 2 Lloyd’s Rep. 526; Simon Container
Machinery Ltd. v. Emba Machznery AB, [1998] 2 Lloyd’s Rep 429 at 434-435.
Supra note 288
See Treitel, supra note 206 at 102, for the example of a buyer s promise to pay more than the originally agreed
price in order to ensure eventual delivery when strict insistence on the original contract would have led to
nothing but litigation. :
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2! the potential for conflicts between the executive’s personal interests and the interests of

only,
the shareholders should not be ignored.”” Even if no termination clause is agreed upon, a change
in control can cause nonpecuniary or pchniary losses for the executive. In general, the executive
is faced with the risk of being forced out of office as a result of a chan_gé in control. Faced with
‘the uncertainty concerning his standing, the executive might tend to prefer his personal interest
- over the 1nterests of the corporatlon and its shareholders. The benefits provided by the “golden
~ parachute” can make him indifferent between remaining in office and supportlng a takeover that
is likely to result'in his termination.””> This state of indifference will, in theory, enable him to
perform'his ﬁduciayy duties with less distraction and free him to seek the best outcome for the
shareholders.””* '

295

- Further, in Taupo Totara Timber Co. Ltd. v. Rowe™’ it was held by the Privy Council that

the “golden parachute” provided the corporation with the benefit of discouraging its executives
from seeking work elsewhere. Here, the “golden parachute” clause provided for the executiVe to
receive an émOunt equal to five times his anﬂual salary, plus benefits, should a cdrporate change
occur. It provided that the executive could trigger this provision within 12 months after the

‘corporate chénge. On behalf of the Privy Council, Lord Wilberforce noted:

“The view that inclusion of a provzszon giving protection in the event of a takeover was in the
interests of the company, was clearly one that reasonable and honest directors might take. In
its absence, the staff might be likely to go elsewhere. In the case of the respondent, [...,] an
agreement in substantially similar form had been entered into in 1969 and there could be
nothing suspicious, or open to criticism, in replacing that agreement in 1971 when he became
a managing director. [...,] there ‘is explicit power in the articles to appoint a managing
director on such terms as the directors, acting of course bona fide, think fit. »296

Accordlngly, on the grounds of the more recent case law, where the party receives any
factual benefit in return for its legal promise, the agreement cannot be considered a gift. Rather it
is a valid agreement supported by consideration. The factual',beneﬁt that the executive’s

dedication to his assigned duties and responsibilities is reinforced and encouraged by the “golden

» ‘See, for example, Bress, supra note 166 at 958. For the fiduciary duty to act in the best interests of the

‘corporation, see infra at Chapter 3, II. 1.

2 Ibid. See also-Dynamics Corp. of America v. CTS Corp., 794 F.2d 250 (7th Cir. 1986) at 254, discussing the
unavoidable conflict of interests between corporations and their managers when the corporation is faced with a
tender offer.

29 Cooper, supra note 52 at 65-68
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Bress, supra note 166 at 959.
¥ Taupo Totara Timber Co. Ltd. v. Rowe, [1977] 3 AILE.R. 123 (P. C)
. 2 Ibid at 128
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parachute” renders the agreement valid and enforceable..

3. ’Ju'_dgment of the Court |

Finally, a severance package for the executive can also result from a judgment of the court
as' a consequence of litigation for wrongful dismissal of the executive. Although technically .
constituting damages for wrongful dismissal, the awards granted by the court may also be
referred to as severance pay, since they represent benefits in connection with the premature
term1nat10n of the executive service contract.

In contrast to litigation for wrongful dismissal between the employer and a “regular”
employee, such litigation in practice is not common between a corporation and its executlve The
rule rather is that the executive leaves the corporation either by invoking a contractual severance
clause or upon a somewhat lucrative “golden handshake” with the-corporation. _

A severance package granted by judgment of the ccurt apparently. i1s not a result of
negotiations between two parties. Although a judgment may be appealed to some eXtent, itis not

~ subject to conflicts of interest, undue influence or any other behaviour by either party that may
cause. subsequent legal scrutiny or cause public outrage regarding an allegedly excessive amount.
For that reason, severance packages that result from a judgment rendered by a court for wrongful

dismissal will not be in the focus of this thesis.

4. Conclusnon for Contract Law ,

This Part has shown the legal framework estabhshed by contract law for executive
severance packages and “golden parachute” payments. Generally, the executive and the
corporation must have entered into a valid agreement for. the payments to be legally valid and
enforceable. There are two different choices. for the parties to agree upon entitlements for
Severance or “golden parachute” payments. |

 Asafirst alternative, a specific severance or “golden pafachute” provision can be included
in the original executive service contract which includes all individual obligations and rights in
connection with the executive serving as an officer of the corporation. In accordance with the
| principle of freedom of contract, both the executive as well as the board of directors acting on
- behalf of the corpofation are basically free to agree upon whatever terms as long- as there is
‘mutual consideration. Thus, they are not limited by contract law to-include provisions that
provide the executive with a severance package in the event of his termination or a change in

control of the corporation. I have argued that, from the contract law perspective, the parties are -

7
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even free to égree upon ‘ja contractual “goldeh parachute” provision that is contigent onIy on a
change in control regardless of the executive being terminated or resigning as a result of the
change in control. In this alternative, coﬁsidefation by the executive will always flow from his
promise to render services as an officer of the corporation. |

Secondly, even if. the executive service contract does not provi'dé, for a severance package
or “goiden parachute” payments, contract law allows the parties to agree upon such payments at
- any later time. That subsequent agreement can be symbolically referred to as a “golden
handshake”. It will be a valid agreement if it constitutes fresh consideration for both parties. That
- will be the case if the agreement provides for a severance package ih returﬁ for the executive’s
consent to. a premature termination of his service contract w'ithout. cause. Additionally, the
“golden handshake” can also be used to subsequently provide the executive w_ifh “goldén
- parachute” entitlements that are contingént on a change in control. In this context, I have
established that the necessary fresh consideration by the executive can be ahy actual beﬁeﬁt for
the corporatidn arising from that new agreement such as an reinforcement of the executive’s duty
to dbjectively assess the effects of a change in control and react with a view to the best interests
of the corporation. | |

Contract law sets out the basic principles for the validity of the bargain only. It does not
impose any restrictions as to the structure or the amournit of executiVe severance packages or
“golden parachute” payments. Any legal restrictions must therefore be looked for in different
- areas of the law. Next, I will analyze whether employment law establishes limits for general

executive severance packages and specific “golden parachute” payments.

II. Employment Law: Compensation for Dismissal

Most of the recent criticism concerning executive severance packages has been raised
~ against the enormous amounts of the latest packages. In this part, I will assess to what extent
Canadian employment law contributes to the areé of executive seVerance packages. In a ﬁfst
step, this Part givés an inftroduction to the law of dismissal that governs all employment contracts
including the executive service contract. Special attention will be drawn on the leading principle
of reasonable notice as evblved at common law and its consequences for the design of executive
severance packages. Following that, this Part will also discuss the impact of statutory -
employment legislation on executive severance packages. It will conclude with the statement that
employment law in terms of the law of dismissal rather thén imposing limits on the design of

- those packages sets out legal minimum standards concerning the structure and the level of
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- severance pay. ,
As a general implication of employment law as evolved at éommon law, the executive can
- be entitled to damages for wrongful termination in the case of a premature termination without
cause of the executive service contract by the corporation. Furthermofe, if the executive can be
considered as an employee under the applicable employment standards legislation, he might also
have certain statutory severance entitlements. By contrast, an executive. who renders his services
based on a contract that explicitly specifies the amount that will be paid to him upon the .
termination is not subject to the traditional (‘:ommon‘ law remedies under the law of WrdngﬁJl -
dismissal. >’ Consequently, the main reason for the executive and the corporation to agree upon a
severance package — either as a provision in the original service contract or by way of a “golden
handshake” — will be the intention to settle any potential claims for damages under the law of
.wrongful dismissal. |

Where the party to be terminated early would have certain rights under common law, the
" terminating party needs to provide an incentive for the that party to consent to the early
termination and the settlement of outstanding rights and obligations. Thus, unless the corporation
asserts “just cause” for the pre_maturé terrhination, the determination of a figure that is offered to
the executive by way of a specific severance package will typic.ally involve the assessment of the
executive’s potential entitlements arising from the law of wrongful dismissal. In the following
- sections I will prove that the executive’s entitlements és'damages in lieu of notice depend both “
on the length of notice of terminatioh as well as on the different components and the reSpective
amount of his general '.compensati.on package and, therefore, determine the design of the

executive severance packages.

1. Damages for Wrongful Dismissal at Common Law
Besides being an agent for the corporation, the executive is also an employeev of the

corporation. % By entering into his service contract with the corporation, he promises to render

27 Lev1tt supra note 127 at 3. :
28 Welling, supra note 193 at 327; Stikeman, Elliott, supra note 134 at § 20.27; Grosman, supra note 205 at 17.

In contrast, a director is not an employee and no notice need to be provided to terminate the position, see Phil
Lloyd’s Restaurants Ltd. and Kormish v. North Forty Restaurants Lid. (1983), 25 Sask. R. 40, 47 CB.R. (N Sy
128 (Sask. Q B.); Lawrey v. Dorset House College Inc. (1987),5 A.C.S.W. (3d) 166 (B.C.S.C.).
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specific serﬁ'ces, to the corporation.””” The executive’s function is to run the day-to-day
oper'ationsv. of the corporation within the long-range policies laid down by the board of
directors.>® It is obvious, that these services are different from the work of “regular”‘ employees.
Regardless of the higher level of services, the relationship the executive enters into with the
corporation is still regarded an employment relationship, even if of higher level.

Although executives may not relish the thdught, their étatus as an employee has
considerable value.*®' It provides them entry into the realm  of the common law of wrongful
- dismissal with all the rights and protection that that entails.>” Thus, even executives as officers ,
of the corporaﬁon will be entitled to damages for wrongful dismissal if their termination By the

corporation happens to have been unlawful.**

a) The Law of Wrongful Dismissal

In Canada, the courts have expanded generél contract law through eniployment law cases.
They have consistently held that every contract of employment, whether in writing or not,
includes an implied tefm to the effect that no employee will be dismissed without reasonable
notice or compensation unless - the employer can - establish justiﬁable cause for ‘termination
without notice. Common law, therefore, distinguishes between lawful dismissals, characterized
as “just cause” terminations, and unlawful dismissals, called “wrongful” terminations. The
consequences flowing from the presence or absence of “just caﬁse” are quite different for the

parties involved.

| (1) Dismissal for cause

When the corporatlon has Just cause for dismissal, the executive service contract can be
terminated without notice of termination. |

As for the presence of just cause it has been held by the courts that “[if] an employee has
, been guilty of misconduct, habitual -neglect of duty; incompetence, or conduct incompatible with

his duties, or prejudicial to the employer’s business, or if he has been guilty of wilful

2 For the distinction between the appointment as officer and the contractual agreement establishing certaln v

-additional rights and obligations of both the corporation and the executive, sée supra at L. 1. a).

‘Welling, supra note 193 at 300.

Grosman, supra note 205 at 17. . :

“The remedy of damages for wrongful dismissal is the most important remedy given by the common law [ .
for the protection of the job security of the employee”, see Freedland, supra note 252 at 244,

Grosman, supra note 205 at 23. Directors, in contrast, are not employees of the corporatlon They are entitled to
damages of any kind for dismissal from the position as director. : :
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disobedience to the employer’s orders in a matter of substance, the law recognizes the
~ employer’s right‘summarily to dismiss the delinqﬁent_ employee.”* Accordingly,~ an employer
has just cause for termination when the employee fails to fulﬂl-his obligations arising from the
employment contract or his conduct is inconsistent with the express or implied terms of
ei‘nployment.éo5 The causes which are sufficient to justify dismissal vary with the nature of the
employment and the circumstances of each case.

The courts have held that the executive’s misconduct must be of a serious naturé for cause

306

to exist.” Dismissal is an extreme measure, and not to be resorted to for trifling causes. The

applicable test for just cause is Whet_her the fault is something a reasonable employer couid not
be expected to overlook, having regard to the nature and the circumstances of the em}')loyment.3 07
A court will examine the circumstances of each case to determine whether or not there exists just
cause for termination . The factors the court will consider include the l.e_ngth of sefvice, the past
cvonduct, the executive’s duties and responsibilities 'Within the organization.® Cases that
constitute cause are, for example, theft, fraud, dishdnesty, insubordinatfon and breach of
~ company rules or policies.i ' '

Incompetence, too, can bé just cauSe for termination. Howéver, executive i_ncorripetence is
not established on the basis of employer dissatisfaction with an executive’s performance.’®
Rather, the approach of the courts is to apply an objective standard in determining whether an

‘executive has been incompetent in the performance of his or her duties.’’’ The. courts will

R ow. Azthurs ex p. Port Arthur Sthbuzldzng Co. (1967), 62 D.L.R. (2d) 342 (Ont. C.A.) at 348; revised on
other grounds [1969] S.C.R. 85.

% Commission scolaire de Sept-lles v. Club de ski Gallix, D.T.E. 91T- 653 (Que. S.C.); Bilodeau v. Bata
Industries Ltd., [1986] R.J.Q. 531 (C.A.); Charlton v. B.C. Sugar -Refining Co., [1925] 1' W.W.R. 546
(B.C.C.A.); Denham v. Patrick (1910), 20 O.LR. 347 (C.A.); Smith v.. Kamloops & District Elizabeth Fry
Society (1996), 20 C.C.E.L. (2d) 303 (B.C.C.A).

6 McIntyre v. Hockin'(1889),16 O.A.R. 498 (C.A.). See also Campbell v. J.I. Case. Canada (1990), 75 Alta. L.R.
(2d) 292 (Alta. Q.B.); MacDonald v. Richardson Greenshields of Canada Ltd. (1985), 69 B CLR. 58
(B.CS.C).

37 Mothersele v. Gulf Canada Resources Ltd., [2003] 4 WWR. 717 (Alta. Q.B.); Mecintyre v. Hockin, supra note
306 at 501. : o R

% Durand v. Quaker Oats Co. of Canada Ltd. (1990), 45 B.C.L.R. (2d) 354 (B.C.C.A.); Brown v. OK Builders

‘ Supplies Ltd. (1985), 11 C.CE.L. 243 (B.C.S.C)); stz V. Benson & Hedges (Canada) Inc., [1986] O.J. No.
2044 (Ont. Dist. Ct.).

% Woodward v. Sound Insight Ltd. (1986), 73 N.S.R. (2d) 396 (N.S.S.C.); Coyes v. Ocelot Industrzes Ltd. (1984),
33 Alta. L.R. (2d) 102 (Alta. Q.B.); Carveth v. Railway Asbestos Packing Co. (1913) 24 O.W.R. 151 (Ont.
H.C.J.); Jeykal v. Nova Scotia Glass Co. (1888), 20 N.S.R. 388 (N.S.C.A.).

310 Cheetham v. Barton, [1990] CarswellOnt 2975 (Ont. Dist. Ct.); Longpré v. Carriere & Lefebvre (1978) Inc.
(1989), 28 C.C.E.L. 277 (Que. S.C.); Stevens v. Electrolux Canada (1985), 6 C.CE.L. 254 (N.B.Q.B.);
Matheson v. Matheson International Trucks Ltd. (1984),4 C.CEE.L. 271 (Ont. H.C.]. )
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consider the mission that was given to the executive. In  addition, they will consider whether the
employer established reasonable objectives for performance and informed the executive of these -
objectives,’' whether the executive was warned that failure to meet the standard would result in
termination'* and whether he or she was afforded a reésdnable period of time to correct his
situation.”"® Economic difficulties or company reorganization will not constitute cause for
dismissal.’'* The power to_terminate for cause on the basis of those business reasons has been
held to be incompatible with fixed-term hiring that is not contingent on general economic
developments. Instead, the inherent.power‘to terminate a contract is merely for causes relating to

 the conduct of the employee.’"”

(2) Dismissal without cause

If the facts do not support a lawful dismissal for Just cause” or unless the parties have
agreed to the contrary in terms of a fixed-term contract, the common law presumes that the
~ parties to an employment contract intend their agreement to be for an indefinite term that can

only be terminated lawfuily by either party upon due notice of termination.’'® In Canada, this

*'' Rogers v. Canadian Acceptance Corp. (1982), 50 N.S. R (2dy 537 (N.S:S.C); Gorman v. Westfair Foods Ltd.
(1996), 114 Man. R. (2d) 228, 24 C.C.E.L. (2d) 273 (Man. Q.B.).

312 Scholler v. Samario Construction (1984), 25 A.C.W.S. (2d) 86 (Ont. Co. Ct.}; Robson v. General Motors of
Canada Ltd. (1982), 37 O.R. (2d) 229 (York Co. Ct.); Coventry v. Nipawin & District Nursing Home (1981), 12
Sask. R. 40 (Sask. Q.B.); Hansen v. Viking Sprinkler Co. (1981), 7 A.C.W.S. (2d) 508 (B.C.S.C.); Lee v.
Parking Corp. of Vancouver, (1998), 56 B.C.L.R. (3d) 170 (B.C.S.C)).

S Frankcom v. Tandy Electronics Ltd. (1984), 4 C.C.E.L. 40 (Ont. H.C.J.); Hemmingway v. South Huron &
District Assn. For the Mentally Handicapped Inc. (1982), 17 A.C.W.S. (2d) 242 (Ont. Co. Ct.); Robson v.
General Motors of Canada Ltd., supra note 312; Ferguson v. Spalding Co-operative Assn. (1980), 9 Sask. R.
303 (Sask: Q.B.); Manning v. Surrey Memorial Hospital Society (1975), 54 D.L.R. (3d) 312 (B.C.S.C)).

31 Young v. Okanagan College Board (1984), 5 C.C.E.L. 60 (B.C.S.C.); Baker v. United Grain Growers Ltd.,
[1978] 5 W.W.R. 370 (Alta. S.C.); Sublet v. Faco-Addo Canada Ltd. (1977), 16 O.R. (2d) 791 (Ont. H.C.J.);
Burton v. MacMillan Bloedel Ltd., [1976] 4 W.W.R. 267 (B.C.S.C.); Gillespie v. Bulkley Valley Forest
Industries Ltd. (1974), 50 D.L.R. (3d) 316 (B.C.C.A.), affirming. 39 D.L.R. (3d) 586 (B.C.S.C.); Paterson v.
Robin Hood Flour Mills Ltd. (1969), 68 W.W.R. 446 (B.C.S.C.); Swinamer v. Unztel Communzcatlons Inc.
(1996), 17 C.CE.L. (2d) 59 (N.S.S.C.).

35 See Dyer v. Kekinda Snyder Parmership Inc. (1998), 35 C.C.E.L. (2d) 200 (Ont. Ct. (Gen. Div.)), Fedak J.
citing Paddon v. Phillips Barratt Kaiser Engineering Ltd., supra note 116 at 176-177.

This presumption was finally incorporated into English common law by Richardson v. Koefod, [1969] 1 W L. R.
1812 (C.A)). See Freedland, supra note 252 at 146. For Canada, see infra note 317.

This contrasts with the position in the U.S., where hiring is presumed to be an “at will” basis so that either side
can terminate the relationship without giving notice, see England, supra note 113 at 74.
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principle has been confirmed by the courts in Chadburn v. Sinclair Canada Oil Co.:*"

“Where no express term has been agreed upon for the duration of the contract, and where no
implication can be made of yearly hiring, either by inference from the circumstances or by
applying the presumption as to yearly hiring, the contract will be one for an indefinite hiring.

.. It is in fact an implied term of such a contract that reasonable notice will be given; and, to
exclude this term, express language must be used by the parties. Thus a statement that the
contract is terminable “at the option” of the employer will not exclude the implied term of
reasonable notice.” :

The default position, therefore, is that the employer must, in the absence of a clear mutual
agreement to the contrary, provide the employee with reasonable notice to terminate the

employment relationship.’'® Reasonable notice is intended to provide the employee w1th paid

time to find new employment 319

The requirement for reasonable notice also applies to executive employment contracts.**

‘Thus, unless otherwise provided, there is an implied term in the executive service contract that

the executive is entitled to reasonbable notice of dismissal:**' In contrast, there is no implied

322

term that the employer may pay wages or salary in lieu of notice. ‘Thus, failure to provide

notice of termination constitutes a breach of the corporation’s contractual obligations which
 entitles the executive to claim as damages the femuner_ation that would have been earned had he

continued working through the respective notice period.**

3V Chadburn v. Sinclair Canada Oil Co. (1966), 57 W.W.R. (Alta. N.S.) 447, as cited in Gerald H. L. Fridman,
Modern Law of Employment (London: Stevens & Sons Ltd., 1963) at 468-469. See also Wallace v. United
Grain Growers Ltd., [1997] 3 S.CR. 701 (S.C.C.); Roe v. Western Printing & Publishing Co. (1955), 37
M.P.R. 113 (Nfdl. S.C.); Pollard v. Gibson, [1924] 4 D.L.R. 354 (Ont. C.A.); Baker v. Canadian Tygard Engine
Co. (1922), 23.0.W.N. 81; Henderson v. Canada Timber & Saw Mills Ltd. (1904), 12 B.C.R. 294 (B.C.C.A)).
38 Carter v. Bell & Sons (Canada) Ltd., [1936] O.R. 290 (Ont C.A). :

% Wilson and Taylor, supra note 167 at 205.

20 Rioux v. Pharmacie Edmuston Ltée. (1980), 34N.BR. (2d) 416 (N.B.Q.B.).

21 “Soupes Campbell Ltée v. Cantin, D.T.E. 91T-741 (Que. C.A.); Carter v. Bell & Sons (Canada) Lid., supra note
318. See also Stikeman, Elliott, supra note 134 at § 12.42.

22 Dunlop v. B.C. Hydro & Power Authority (1988), 32 B.C.LR. (2d) 334 (B.C.C.A.) at para. 14: “The implied
term is a term to the effect that each party must give reasonable notice of termination to the other. The implied
term is not a term to the effect that the employer may give pay in lieu of notice. There are a number of reasons
why the latter term is not-implied from the employment relationship as part of the employment contract. [...] It
would mean that the employer would comply with the contract by giving pay in lieu of notice. The contract
would require the full payment immediately. [...] When an employer gives pay in lieu of notice, he does so as
an attempt to compensate for his breach of the contract of employment, not as an attempt to comply with an
implied term of the contract of employment.”

3 Thomas v. Surveyer, Nenninger, Chénevert Inc., [1989] 34 Q.A.C. 61 (Que C.A); Perron v. Cie Miniére
Québec Cartier, D.T.E. 89T-290 (Que. S.C.); Gardner v. Rockwell Int. of Canada Ltd. (1975), 9 O.R. (2d) 105
(Ont.-H.C.1.); Dowling v. Halifax (City) (1998), 158 D.L.R. (4"‘) 163- (S.C.C); Olson v. Sprung Instant
Greenhouse Ltd., supra note 132; Lang v. Modern Garment Co., supra note 132; Mongeau & Robert & Cie
Ltéev. Raby, supra note 132.
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The employervcanﬁovt characterize any payment in lieu of notice as compliance with an
implied term of the contract although such payment may be the rule in practic.e.3 % When the
employer terminates the employment contract prematurely offering the employee a certain
amount as severance payment in lieu of notice, the procedure must rather bé considered as
liquidated damages for what is, technically speaking, a breach of the employment contract in
failing to provide the required notice of termination.**’ "If the amount offered by the employer
reaches or exceeds the amount of damages a court would grant the employee, the employee will
most likely have sufficient incentive to consent to the procedure of premature termination in
order to avoid lenghty court proceedings! | |

Constructive Dismissal

The law of wrongful dismissal also applies to events that amount to constructive
dismissal.**® Constructive Dismis.sal of an executive occurs when the corporation abruptly and

unilaterally alters one or several fundamental conditions of the executive service relationshvip.327

In practice, one of the most relevant unilateral changes identified as constructive dismissal is a

substantial reduction in salary or executive compensation; respectively.*?® If the executive does
not accept the abrupt change or if the employer threatens the employee with discharge unless he

agrees to resign and as a result thereof the employee resigns, he will be entitled to damages for

For the determination of “reasonable” notice and the special case of fixed-term contracts see infra at b).

% In Iacobucci v: WIC Radio Ltd. (1999), 47 C.C.E.L. (2d)-163 (B.C.C.A.) the court held that the right to benefits
- during the period of reasonable notice may not be extinguished by a payment in lieu of notice let alone by a
salary continuance.

‘Although there is no complete Canadian judicial analysw this conclusion is supported by Lacouvee v. McGavin
Foods Ltd. (1993), 47 C.C.E.L. 131 (B.C.5.C.) at 135; Spooner v. Ridley Terminals Inc. (1991) 39C.CEL. 65
(B.C.S.C)) at 71; Gillespie v. Bulkley Valley Forest Industries Ltd. , Supra note 314

36 Céte v. Placements M & A Brown Inc., D.T.E. 87T-956 (Que. Prov. Ct.); Ewasiuk v. Estevan Area Home Care

District 9 Inc. (1985), 9 C.C.E.L. 267 (Sask. Q.B.); Buchanan v. Continental Bank of Canada (1984), 58 N.B.R.

~ (2d) 333 (N.B.Q.B.); Landry v. Comterm Inc., J.E. 84-451 (Que. S.C.); Re Gillingham and Metropolitan

Toronto Board of Commissionors of Police (1979), 26 O.R. (2d) 77 (Ont. Div. Ct.); Johnson, Drake and Piper

Int. Corp. v. Robert, [1958] B.R. 378 (Que. C.A.); Smith v. Campbellford Board of Edcuation (1917), 39 O.LR.
323 (Ont. C.A)).

27 Farber v. Royal Trust Co., [1997] 1 S.C.R. 846 (S.C.C.); Henderson.v. Westfair Foods Ltd. (1990), 32 C.CE.L.
152 (Man. Q.B.); Poole v. Tomenson Saunders Whitehead Ltd. (1987), 18 C.C.E.L. 238 (B.C.C.A.); Moore v.
University of Western Ontario (1985), 8 C.C.E.L. 157 (Ont. H.C.1.); Reber v. Lloyds Bank Int. Canada (1985),
61 B.CLR. 361 (B.C.C.A); Orth v. Macdonald Dettwiler & Associates Ltd. (1986), 16 C.CEL. 41

(B.CCA).

328 -See, for example, Boyd v. Whistler Mountain Ski Corp. (1990) 20 A.CW.S. (3d) 518 (B.C.S.C); Farquhar \2
Butler Brothers Supplies Ltd. (1988), 23 B.C.L.R. (2d) 89 (B C.C.A); Pearl v. Pacific Enercon Inc. (1985), 7
C.CE.L.252 (B.C.CA.).
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wrongful dismissal as if he were unlawfully terminated without cause.**

In these cases, the resignation cannot be regarde(l as voluntary. In determining whether a
resignation Was voluntary, the courts will consider the substance of the termination, not just its
form.330 However, a resignation can be free and voluntary even where the only other option is

i
dismissal.*

b) The Length of Notice of Termination

The first ‘step for the courts in determining the damages for wrongful dismissal of the

- executive would be the determination of the length of notice of termination. Accordingly, the

assessment of the length of the period of notice of termination will be as decisive for the
sevefance offer by the corporation as it will be for the‘ courts to award the damages for wrongful
dismissal. Depending on the circumstances and contractual provisions in each case, the length of
the notice period is likely to differ from case to case. For the assessment of the notice period
distinction ‘must be made between contracts of indeterminate duration and fixed-term

employment contracts.

.‘ (1) Indetermmate Duration of Employment Contract

At common law, any employment contract such as the service contract ‘between the
corporation and the executive can be concluded either for a fixed term or for an mdetermmate

period.”** The employment contract is presumed to be in force for an indeterminate period unless

proven otherwise.” In the case of a contract of mdetermmate duration, ‘the employment

' relat1onsh1p can be terminated upon reasonable notice or the notice contractually agreed upon by -

the parties.

(i). Reasonable Notice

The notion of “reasonable notice” is an indefinite and unprecise term. In general, the

** See supra note 326. For a more detailed discussion of the notion of constructive dismissal, see England supra

note 113 at 222.
30 Assouline v. Ogivar Inc. (1991), 39 C.C.E.L. 100 (B.C.S.C. ); Carrick v. Cooper Canada Ltd. (1983) 2C.CEL.
87 (Ont. H.C.J.); Robson v. General Motors of Canada Ltd., supra note 312.

' Kordyban v. Riso Canada Inc., 2000 BCSC 550.

Stikeman, Elliott, supra note 134 at § 12.2.

33 See, for example, Mattson v. ALC Airlift Canada Inc. (1993), 18 C.P.C. (3d) 310 (B.C.S.C.); MacDonald v.
White Rock Waterworks Co. (1973), 38 D.L.R. (3d) 763 (B.C.S.C.); Richardson v. Koefod, supra note 316;
Chadburn v. Sinclair Canada Oil Co., supra note 317; Henderson v. Canada Timber & Saw Mills Ltd., supra
note 317.
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purpose of reasonable notice is to provide the executive with _sufﬁcient time to find comparable

334

employment.”" When determining what constitutes “reasonable notice” concerning employment

contracts in general, the courts still refer to the “reasonable test” in Bardal v. Globe & Mail

Ltd.*»

“There can be no catalogue laid down as to what is reasonable notice in particular classes of
cases. The reasonableness of the notice must be decided with reference to each particular
case, having regard to the character of employment, the length of service of the servant, the
age of the servant and the availability of similar employment, having regard to the experience,
training and qualifications of the servant. %

In aceoidance with the Bardal test, “each judge must determine, and from his own
experience of life, what appears to be logieal,. judicious, fair, equitable, sensible and not
 excessive.”’ AIilong the broad range of policy considerations necessary in each particular case
are, for example, to cushion the worker against the blow of unemployment, to recognizé the
worker's seniority, to protect the employee who has been induced to leave a secure job to work
for tlie employer, to discourage employers from handling terminations in an unprofessional
‘manner, to reward the employee for good prior service and penalize him or her for poor service,
to reward employees in high-status occupations, and to relieve the costs of termination for
employers who are facing a financial exigency.**®

All employees in the corporate hierarchy are not equal. At the law of wrongful dismissal,
such inequality exists in the entitlement of differing levels of employees to distinctly different
standards of reasonable notice.**’ Although every Canadian jurisdiction has employment
standards legislation which provides a minimum notice period with respect to the termination of
340

employment,”™ reasonable notice of termination for an executive is much longer than statutory

3% Jeffrey v. Plant Forest Products Corp. (1990) 32 C.CE.L. 237 (Sask. Q.B.); Ml.SOVlC v. Acres Davy McKee Lid.
(1985), 7 C.C.E.L. 163 (Ont. C.A.).

35 Bardal v. Globe & Mail Ltd. (1960), 24 D.L.R. (2d) 140 (Ont. H.C. J) McRuer C.J. The approach in Bardal V.
Globe & Mail Ltd. is the most frequently cited approach as to the assessment of reasonable notice, see

- Machtinger v. HOJ Industries Ltd., [1992] 1 S.C.R. 986 (S.C.C.) at para. 22, Iacobucci I. See also Cronk v.

" Canadian General -Insurance Co. (1995), 25 O.R. (3d) 505 (Ont. C.A.); Dey v. Valley Forest Products Ltd.

(1995), 162 N.B.R. (2d) 207 (N.B.C.A)). ,

Bardal v. Globe & Mail Ltd., supra note 335 at 145. Empirical evidence on the relative importance of the

various factors is provided by Steven L. McShane and David C. McPhillips, “Predicting Reasonable Notice in

Canadian Wrongful Dismissal Cases” (1987) 41 Industrial and Labour Relations Review 108.

BT Erskine v. Viking Helicopter Ltd. (1991), 35 C.C.E.L. 322 (Ont. Ct. (Gen. Div.)) at 326.

3% Bardal v. Globe & Mail Ltd., supra note 335 at 145.

" Grosman, supra note 205 at 77.

0 Employment standards legislation will be discussed infra at 2. For statutory severance under the employment
standards legislations see also supra at Chapter 1, 1. 3. - :

1336
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notice for “regular” employees.”*' The early case of Morrision v. Abernethy School Board

.proposed that

“the higher the position held by the employee, the more likely the court will be inclined to
conclude that reasonable notice amounts to the extended time requzred to find replacement
_employment in a szmllar or equivalent position. %

Senior executives may find that considerable time is requiréd before an equivalent position
- paying a similar salary is obtained.**’

The length of reasonable notice to be given to an executive can only be determined by the
‘merits of each case. Rules like one month' of notice per year of service do not have biﬁding
precedential value.*** Furthermore, although case law shows that a twelve-month period of

345 the courts have stated

notice has in practice become the minimum notice period for executives,
that there ‘is no legal minimum or maximum period of reasonable notice.*® Instead, in

accordance with the approach in Bardal v. Globe & Mail Ltd. ;**" the courts focus on a number of

individual factors in determining the length of the notice period, including the circumstances of
the hiring, the nature and importa_ince of the position held at the time of dismissal, the length of
service with the employer, and the age of the executive.**® Additional factors include the
presence or absence of inducement to leave previous stable employment, the intentions 6f the

contracting parties at the time of the formation of the contract and the difficulty the executive

- 31 Stikeman, Elliott, supra note 134 at § 12.43

2 Morrision v. Abernethy School Board (1876) 3 Sc Sess Cas, 4™ series at 945 as cited in Chadburn v. Sznclazr

Canada Oil Co., supra note 317 at para. 31.

>3 Further cases demonstrate the trend towards awarding greater periods of notice to managerial employees:

Neyland v. Genstar Ltd. (1977), 76 D.LR. (3d) 697 (B.C.S.C.); Markou v. Water Refining Co. Ltd. (1980), 2
A.C.W.S. (2d) 210 (Ont. H.C.1.); Turner v. Canadian Admiral Corp. (1980),3 A.C.W.S. (2d) 163 (Ont. H.C.1.);
Wilkinson v. Ronyx Corp. (1981), 9 A.C.W.S. (2d) 476 (Ont. H.C.J.); Douglas v. Sandwell & Co., [1978] 1
W.W.R. 439, 81 D.L.R. (3d) 508 (B C.8.C.); Robertson v. Equzvest Securities Ltd. (1980), 19 B. CLR. 274 -
(B.CS.C).

* McKay v. Eaton Yale Ltd. (1996) 31 O.R. (3d) 216 (Ont Ct. (Gen. Div.)). -

5 Robinson v. Canadian Acceptance Corporation (1973), 43 D.L.R. (3d) 301 (N.S.S.C.). See also supra note 343.

S Birney v. B.C. Automobile Association, [1988] B.C.W.L.D. 1664 (B.C.S.C.), affirmed (1989), 40 B.C.L.R. (2d)
76 (B.C.C.A.); Suttie v. Metro Transit Operating Co. (1985),-2 B.C.L.R. (2d) 145 (B.C.C.A.), affirming [1983]
42 B.CL.R. 234 (B.C.5.C.); Lamberton v. Vancouver Temperance Hotel Co. (1904), 11 B.C.R. 67 (B.C.C.A)).

"However, courts have cited a range between 18 and 24 months as a maximum unless “exceptional
circumstances” exist, see, for example, Webster v. B.C. Hydro & Power Authority (1992), 42 C.C.E.L. 105
(B.C.C.A.); Sorel v. Tomenson Saunders Whitehead Ltd. (1987), 16 C.C.E.L. 223 (B.C.C.A.); Locke v. Avco
Financial Services Canada Ltd. (1987), 85 N.B.R. (2d) 93 (N.B.Q.B.); Ansari v. B.C. Hydro & Power Authority
(1986), 2 B.C.L.R. (2d) 33 (B.C.S.C.), affirmed 1986 B.C.J. No. 3006 (B.C.C.A)); Domnelly v. B.C. Hydro &
Power Authority, 1986 B.C.J. No. 1722 (B.C.S.C.).

Supra note 335. _
8 See, for example, Arcand v. Denharco Inc. (1996), 32 C.C.E.L. (2d) 24 (Que. S.C.).
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may have in finding an equivalent position.z’49

In order to determine the length of the reasonable notice for a particular executive, the
courts often look beyond his or hér title to determine the charaéter of -the‘ emplo’ym'ent,z’ %% since -
the actual responsibilites and duties which the executive exercised more accurately determine his
position in the é'mployer’s organization.”' However, a few courts have stated that the parties
should be held to their éharacterizatioﬁ of the job.*>> In general, a senior, bupper-level |
management executive is entitled to a longer period of notice than a junior e_xecutive.3 53

The same'-applies to the age of the executive. An older executive is éntitléd to a longer
notice peribd since it is assumed that he or she will have greater difficulty finding subsequent
employment.*>* However; the courts are undecided as to whethef'special treatment for executives
_ starts at the age of 40%% or at 50*° years of age. Finally, if an older executive is employed for a
relatively sho'rt.period, his age will be of less significance in determining the notice period.>*’

If an employer induced an executive to leave previous vstable" employment, a court may

award a longer period of notice assuming that the executive would not have left his former job

3 Bardal v. Globe & Mail Ltd., supra note 335; PCL Construction Management Inc. v. Holmes (1994), 8 C.C.E.L.
192 (Alta. €.A.); Wiebe v. Central Transport Refrigeration, [1994] 6 W.W.R. 305 (Man. C.A.).
% Magnusson v. Laing Property Corp. (1991), 35 C.C.E.L. 248 (B.C.S.C.); Landry v. Canadian Forest Products
- Ltd. (1991), 34 C.C.E.L. 37 (B.C.S.C.); Findlay v. Kershaw Mfg. Canada Ltd. (1989), 29 C.C.E.L. 10 (Ont.
H.C.J.); Rose v. Herman Miller of Canada Ltd. (1989), 30 C.C.E.L. 33 (Ont. Dist. Ct.); Plummer v. W. Carsen
Co. (1985), 10 C.C.E.L. 19 (Ont. Dist. Ct.); George v. Muller Sales & Services Ltd. (1984), 31 Sask. R. 201
(Sask. Q.B.). . ,
" Stikeman, Elliott, supra note 134 §12.46 _ :
352 Robertson v. B.F. Goodrich Canada Inc., 1986 WL 601884 (Ont. H.C.J.); Sullivan v. Mack Maritime Ltd.
(1982), 39 N.B.R. (2d) 298 (N.B.Q.B.). - '
Cronk v. Canadian General Insurance Co., supra note 335. See also Birney v. B.C. Automobile Association,
supra note 346; McKay v. Eaton Yale Ltd., supra note 344; Johnston v. Algoma Steel Corp. (1989), 24 C.C.E.L.
1 (Ont. H.C.1.); Heinz v. Cana Construction Co. (1987), 55 Alta. LR. (2d) 382 (Alta. Q.B.); De Freitas v.
Canadian Express & Transportation Ltd. (1986), 16 C.C.E.L. 160 (Ont. H.C.1.); Bohemier v. Storwal Int. Inc.
(1983), 44 O.R. (2d) 361 (Ont. C.A.); Cringle v. Northern Union Ins. Co. (1981),24 D.L.R. (3d) 22 (B.C.S.C.).
Stikeman, Elliott, supra note 134 at § 12.48.
5 McGraw v. Canadian Forest Products Ltd. (1989), 17 ACWS (3d) 542 (BCSC) Kelly v. Monenco
Consultants Ltd., 1987 CarswellOnt 1770 (Ont. H.C.J.).
%6 McKee . NCR Canada Ltd. (1986), 10 C.C.E.L. 128 (Ont. H.C.1.); Sorel v. Tomenson Saunders Whitehead Ltd.,
supra note 346; MacDonald v. White Rock Waterworks Co., supra note 333; Johnston v. Northwood Pulp Ltd.,
[1968] 2 O.R. 521 (H.C.J.).
Findlay v. Kershaw Mfg. Canada Ltd., supra note 350 Habztanons Populaires Desjardins de Lanaudiére Inc.
‘v. Boyer, [1988]RL 315(Que. C.A). - :
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unless there had been an implied term of reasonable job security.with the new employe_r.358 This
factor is espéciélly influential if the executive was employed for a short duration before being
dismissed.* Inducement s properly included among considerations which tend to lengthen the
notice requirements because there is a need to safegﬁard the employee’s reliance and expectation
interests in inducement situations.*® However, where the éiecutive has been employed for a
significant period, the prejudicial effect of any inducement is dissipated and may cease to be a-
factor in determining the period of notice.’® On the other hand, when an efnployee was
tenninatéd after three weeks of employment after having been induced to leave a former
employer who would have provided him with approXimately six months notice, the employee
was entitled to 7.5 months notice even though he had actually worked for less than a month.>*

~ As a general rule, the length of reasonable notice increases in proportion to the length of
the executive’s continuous s»ervice.3 % The courts tend to believe that an executive who has been
in one job or with one einployer for a number of years will have received narrower experience
“and Wﬂl‘ be 1éss employable.*** Short service, on the other haﬁd, may also result in a greater
notice period, éspecially where it would not be unreasonable in view of the fact that the
executlve had previously declined a competing offer.*® | |

If an executive is expected to have difficulty finding 51m11ar employment a longer notice
period may be required considering the time it will take the executive to find new

employment.*®® Among the factors which may affect an executive’s ability to find similar

% See Saint John Shipbuilding Ltd. v. Perkins (1989), 24 C.C.E.L. 106 (N.B.C.A.); Reynolds v. First City Trust
© Co. (1989), 27 C.CE.L. 194 (B.C.S.C.); Jackson v. Makeup Lab Inc. (1989), 27 C.C.E.L. 317 (Ont. H.C.].);
Chang v. Simplex Textiles Ltd. (1985), 6 C.C.E.L. 247 (Ont. C.A.); Brisbois v. Casteel Inc. (1983), 2 C.C.E.L.
35 (Ont. H.C.J.); Cringle v. Northern Union Ins. Co., supra note 353; Cathcart v. Longines Wittnauer Watch
Co. (1980), 1 C.C.E.L. 287 (Ont. H.C.]1.).
39 Kennedy v. Gescan Ltd. (1991), 41 C.CE.L. 134 (B.C.S.C.); Ansari v. B.C. Hydro & Power Authority, supra
note 346; Martin v. International Maple Leaf Springs Water Corp., (1998), 38 C.C.E.L. (2d) 128 (B.C.S.C.).

Wallace v. United Grain Growers Ltd., supra note 317.

U Gillies v. Goldman Sachs Canada Inc. (2000), 49 C.C.E.L. (2d) 236, 2000 C.L.L.C. 210-029 (B.C.S.C.);
“Horton v. Rio Algom Ltd. (1995), 9 C.C.E.L. (2d) 180 (Ont. Ct. (Gen. Div.)).

32 Meintosh v. C.T.F. Supply Ltd., 2001 CarswellOnt 4643 (Ont. S.C.).

% Roscoe v. McGavin Foods Ltd. (1983), 2 C.C.E.L. 287 (B.C.S.C.); Chotani v. Westinghouse Canada Inc., 1991
CarswellQue 1397 (Que. S.C.); Habitations Populaires Desjardins de Lanaudzere Inc. v. Boyer, supra note 357,
Toupin v. Day & Ross Inc., 2001 CarswellQue 288 (Que. C.A)):

364 Cook v. Royal Trust (1990) 31 C.CE.L. 6 (B.C.S.C.); Durrant v. B.C. Hydro & Power Authority, [1988]

"~ B.C.W.L.D. 1665 (B.C.S.C.), reviewed in part on other grounds (1990), 49 B.C.L.R. (2d) 263 (B.C.C.A.);
Bohemier v. Storwal Int. Inc., supra note 353; Turner v. Canadian Admiral Corp., supra note 343. -

3 See Marshall v. Watson Wyatt & Co. (2002), 57 O.R. (3d) 813 (Ont. C.A.).

' 3§6 Meyer v. Jim Pattison Industries Ltd. (1991), 38 C.C.E.L. 101 (B.C.S.C.); Ostick v. Novacorp Int. Consulting
Inc. (1989), 27 C.CE.L. 286 (B C.S.C.); Ma v. Columbia Trust Co. (1985), 9 C.C.E.L. 300 (B C.S.C).
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’employment. are job characteristics, geographic location, economic climate, manner of dismissal,
training qualifications and experience. For example, if the executive occupied a unique or very
specialized, or high—level position in a limited industry, he may also be entitled to a longer notice
period, since the number of similar positions available to the executive would be very limited.-3 67

Analysis of the case law generally indicates that periods of notice awarded to dismiss.ed
employees are lengthened where exceptional circumstances exist._‘ Pers‘ons with | ‘highly
specialized skills such as corporate executives, facing re-employment« markets known to be
limited, will generally be entitled to longer perlods ¥ As a result, the general rule at common
law 1s that there is no maximum limit on the appropnate period of noticé of termination, but only

in exceptional cases will a notice period in excess of 24 months be reasonable.*®

(ii) Contractually Determined Notice

| In practice, it will always be difficult for the partles to the contract to precisely pred1ct the
amount of reasonable notice of term1nat1on

The common law requirement of reasonable notice may be overcome by a Valid and
effective contract which provides for a speciﬁc notice period®™, unless a statute requifes a
different result”’' Moreover, a vyritten employment agreement is often desiral)le for both the
company and its employee, as it will create greater certainty of terms between the parties, which
may lessen the need for future lltlgat1on Accordmgly, compan1es are mcreasmgly using written
employment contracts to estabhsh their employment relatlonshlps with employees In fact, there
seems to be a steady trend towards the use of written employment contracts in the business
world, especially for senior executives.’

It is an axiom of contract law that express contractual terms always prevail over implied

_ 7 Hasler v. Spagnol’s Wine & Beer Supplies Ltd., 1991 B.CJ. No. 3853 (B .C.S.C.); Smith v. Pacific National
‘Exhibition (1991), 34 C.C.E.L 64 (B C.S.C); Stewart V. Standard Broadcastmg Corp (1989), 29 C.C.E.L. 290
(Que. S.C)). .

Stikeman, Elliott, supra note 134 at § 12.52.1.

- 3 Veer v. Dover Corp. (Canada) Ltd. (1997), 31 C.CE.L. (2d) 119 (Ont Ct. (Gen. Div.)), -affirmed (1999), 45
C.C.E.L. (2d) 183 (Ont. C.A.), cited in Baranowski v. Binks Manufacturing Co. (2000), 49 C.C.E.L. (2d) 170
(Ont. S.C.) at 277, where the court awarded 30 months of notice and additional 6 months notice in the présence .
of spurious allegations raised by the employer for a total of 36 months of notice. See also Silvester v. Lloyd's
Register of North America, [2004] N.S.J. No 37 (N.S.C.A.); Gismondi v. Toronto (City) (2003), 64 O.R. (3d)
688 (Ont. C.A.). ' ;
Machtinger v. HOJ Industries Ltd., supra note 335.

' Leerdam v. Stirling Douglas Group Inc. (1999), 99 C.L.L.C. 210-027 (om Ct. (Gen Div. ))
32 See Kuretzky, supra note 220 at 18.
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terr‘_ns.373 Strictly speaking, this principle applies to notice clauses in employment contracts, too,
but most modern courts have recognized that the employer’s superiority of bargaining power
creates the danget that unduly harsh notice provisions may be included irt an employment
contract; which would be unfair to the employee if enforced.’”* Accerdingly, most, but by no
means all, courts attempt tol circumvent harsh terminetion clauses by various legal teehniques
- and 1mp1y a reasonable notice period as the default pos1t10n

Finally, an express termination clause that provides for less notice than required under the
employment standards act will be avoided. In its place, the court must‘lmply a reasonable notice
period according to. the usual factors without drawing any inference from the expunged notice

‘clause.that the parties intended a shorter than usual notice period.’”

(2) Fixed term contract

Employment contracts concluded for a fixed period will automatically come to an-end at
the expiry of the term. 377‘At that time, neither notice nor reasons for termination need to be given
by either party since there is no dismiss'al or resignation involved.*’® ‘

An employee who has been hired for a definite term can only be terminated prematurely if
.there is Just cause for his dismissal.>”® The termination for cause in the nature of business reasons
has been held to be incompatible with fixed term hlnng The inherent power to terminate is

380 T the employer unilaterally and

merely for cause relating to the conduct of the employee.
without cause prematurely terminatés a contract concluded for a fixed term prior to its

expiration, or terminates a contract for specific undertaking prier to its completion, this

7 See England, supra riote 113 at 239.

4 Ibid.

7 See ibid.

38 Machtinger v. HOJ Industries Ltd. , supra note 335. _

Groulx v. Commission Municipale de Québec, supra note 114; T znker—Labrecque v. Corp. de ['Hopital

d’Youville de Sherbrooke, supra note 114; United Talmud Torahs of Montreal Inc. v. Dulude, supra note 114;

Dombrowski v. Dalhousie University, supra note 114; MacLeod v. Dominion (Town) Board of Education, supra

‘note 114. ' v

In order for a term of more than one year to be of binding efeect, in most Canadian provinces the term must be

in writing and signed by the company pursuant to the respective statute of frauds or the common law see, for

example, Poole v. Chick Adam Ltd. (1987), 5 A.C.W.S. (3d) 302 (Ont. Div. Ct.).

However, the protections of the Employment Standards legislations and the common law do not apply when the

fixed-term contract expires. This is why the courts require unequivocal and explicit language to establish such a

contract, and will interpret any ambiguities strictly against the employer’s interest.

Grosman, supra note 205 at 15; Stikeman, Elliott, supra note 134'at § 12.41.

0 See Dyer v. Mekinda Snyder Partership Inc. (1998), 35 C.C.E.L. (2d) 299 (Ont. Ct. (Gen. Div.)) at para. 50,
Fedak I. citing Paddon v. Phillips Barratt Kaiser Engineering Ltd., supra note 116 at 176-177.
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constitutes wrongful dismissal.®®' The employer will be liable for payment of the executive’s

382 However,

entire femuneration for the remainder of the term as damages for breach of contract.
as the damages are subject to the duty of mitigatlon, any income earned from any other
.emplobyment which ‘the employee, in mihimizing damages either obtained or should have
reasonably obtained during the balance of the term, w111 be deducted from the damages for
wrongful d1sm1ssal 38 ' '

This rule can be avoided by the parties either-by a contractual provision in the original
‘agreement expressly stating that the employee is entitled to receive an unequivocally identifiable
severance payment in the.event of an early termination or by' a “golden handshake” agreement
between the parties prior to or at the time of the termination. In such a case, no duty of mitigation
will apply as the severance is owed as a money debt rather than damages.3 84
Some employment contracts additiorlally provide that tl_1e term of employment Will renew
: alltomatically.385 Furthermore, a fixed-term contract of emi)loymenl- is tacitly renewed for an
indeterminate term where the efnployee continues to cafry on his work after the expiry of the
term, without further agreement between the parties.’®® As soon as the contract has been renewed

to the extent of an indefinite term, the general principles ‘conc'erning contracts of indeterminate

‘duration apply. In practice, executive service contracts are generally ente_red into for a specific

3 Wollock v. Sochaczevski, 1995 CarswellQue 1806 (Que. S.C.); Occhionero v. Roy, 1992 CarswellQue 1354
(Que. S.C.); Laporte v. Sofati Ltée., [1992] 44 Q.A.C. 161 (Que. S.C.); Gardner v. Stan-Canada Inc., supra
note 116; Paddon v. thllzps Barrazt Kaiser Engmeermg Ltd supra note 116; Hawkins v. Ontario, supra note
115. See also England, supra note 113 at 223.

See supra, note 381. See also Paddon v. Phillips Barratt Kaiser Engineering Ltd., supra note 116; Hawkins v.
Ontario, supra note 115; O 'Callaghan v. Transair Ltd,, supra note 115; Walker v. Copp Clark Publishing Co.,
supra-note 115; Zaglanikis v. Dana West Hotels Ltd. and Courtyard Inns Ltd., supra note 116; Stevens v.
LeBlanc’s Welding & Fabricating Ltd. (1982), supra note 116; Gardner v. Stan-Canada Inc., supra note 116;
Shiozaki v. Expo 86 Corp. supra note 116; McDowell v. Sunshine Coast Community Services Society, supra
note 116; Brown v. Kinden, supra note 116; Riddell v. City of Vancouver, supra note 116.

3 Michaels v. Red Deer College, [1976] 2 S.C.R. 324, 57 D.LR. (3d) 386 (S.C.C.); Lafayette Glass Co. v.
~ Laplante, [1967] B.R. 757 (Que. C.A.); Millar v. Province of Alberta (1980), 25 AR. 560 (Alta. Q.B.); Fawcett
v. Ideal Equipment Co. Ltd. (1980), 3 A.C.W.S. (2d) 382 (Ont. Co.Ct.); Sinclair v. Canadian Ice Machine Co.,

- [1955]S.CR.777,5D.LR. 1 (8§.C.C); Vondezte v. Vancouver Port Corp., supra note 116. See also, generally,
Levitt, supra note 127 at 3.

See supra note 129 and accompanying text.
Stikeman, Elliott, supra note 134 at § 6.49. Such renewal clauses are likely to cause problems for the courts to
" determine the amount for damages for wrongful dismissal or for the corporation to asseess the reasonable
amount of severance payment offered to the executive, see infra note 403 and accompanying text. -

38 Erlund v. Quality Communications Products Ltd. (1972), 29 D.LR.'(3d) 476 (Man. Q.B.); Hague v. St.

- Boniface Hospital, [1936] 3 D.L.R. 363 (Man. Q.B.); Normandin v. Solloway Mills & Co. (1931), 40 O.W.N. ~
429 (Ont. H.C.J.); Messer v. Barret Co., [1927] 1 D.L.R. 284 (Ont. C.A.); Parker v. Beeching, [1923] 4D.LR.
35 (Alta. C.A. )
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term, most of which provide for a term of three to five years.’?’ For eXample, the employment

agreement of the former CEO of Walt Disney Co., Michael Ovitz, had an initial term of ﬁve

389 the executive

years.388 In UPM-Kymmene Corp. v. UPM-Kymmene Miramichi Inc.
employment agreement concluded between Repap Enterprises Inc. and the executive, F. Steven

‘Berg, also had a term of five years.*”

"¢) The Heads of Damages

Like damages for wrongful dismissal awarded by a court, severance payment also is
intended to compensate the prejudice caused by the abrupt termination of the employment
contract without respecting the notice.*”' For damages this prinicple has been confirmed by the

courts. n Husson v. Alumet Mfe.:>

“A damage award for wrongful dismissal is not a fund of money to make the plaintiff feel
better or to compensate him for his injured feelings or disappointment, but is merely. to
compensate him for breach of contract. Every expense incurred by a dismissed employee
would not be recoverable, but where the loss flows [...] from the employment, then it is [...]
properly recoverable as damages consequent upon the breach [of the employment
contract]. 393 '

In the case of an unlawful premature terminatién, the damages for wrongful dismissal to

" See, for example, Geoffrey S. Rehnert, “The Executive Compensatzon Contract: Creating Incentives to Reduce -
Agency Costs” (1985) 37 Stan. L. Rev. 1147 at 1151.

388 Brehm v. Eisner, 746 A.2d 244 (Del. S.C. 2000) at 250. Ovitz's employment with Walt Disney could end in
either one of three different ways, see EI'IC L. Johnson, “Waste Not, Want Not: An Analysis of Stock Option
Plans, Executive Compensation, and the. Proper- Standard of Waste” (2000) 26 Iowa J. Corp. L. 145 at 172:
First, after the initial term of five years of the employment agreement was up, Walt Disney could decide not to
offer him another contract in terms of not invoking the renewal clause. However, if Walt Disney decided to
pursue this option, it would owe Ovitz a ten million dollar “termination payment”. Second, Walt Disney could

" terminate Ovitz for "good cause", i.e. for gross negligence or malfeasance. In this scenario, Walt Disney would
owe Ovitz no additional compensation. Finally, Walt Disney could terminate Ovitz without cause. This option
“would entitle Ovitz to the present value of his remaining salary payments through September 30, 2000, a US$
10 million severance payment, an additional US$ 7.5 million for each year remaining under the agreement, and
the immediate vesting of the first three million stock options (the “A” Options).” The amount that Walt Disney
would owe Ovitz under this option would amount in total to approximately US$ 140 million dollars. The Board
of Walt Disney had unanimously approved Ovitz's executive service contract.

¥ UPM-Kymmene Corp. v. UPM-Kyminene Miramichi Inc. (2002), 27 B.LR. (3d) 53, 214 D.LR. (4“1) 496 (Ont.

S.C.J.), affirmed [2004] 183 O.A.C. 310, 42 B.L.R. (3d) 34 (Ont CA). '

Ibid. at parad. : v A

1 See, for example, Barrettv. Crabtree, [1993] 1 S.C.R. 1027, 101 D.L.R. (4‘“) 66 (S.C.C.); Edward v. Reinblatt,
1995 CarswellQue 1936 (C.Q.); Brown v. Shearer, [1995] 6 W.W.R. 68 (Man. C.A.); Vopni v. Groenewald
(1991), 84 D.LR. (4™ 366 (Ont. Ct. (Gen. Div.)). Accordingly, severance pay, even .if based upon an
employment contract, does not constitute a debt for services rendered to the corporation, but rather a
compensatory indemnity which cannot be recovered from the directors.

2 Husson v. Alumet Mfg. (1991), 37 C.C.E.L. 252 (B.C.C. A)

33 Ibid. at 254.
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~ compensate the dismissed employee are calculated within the periods of time the erhployee is
held to have been entitled to receive continued remuneration.** This period will either be the
* reasonable notice period in the case of a contract of an indeterminate duration, or the remainder
of the contract in the alternative case of a fixed-term contract. Generally, the courts will 'only
‘award domages for the remuneration that would have accrued during the course of the
employment until the lawful termination date.®® Put another way, the courts will award as
damages not Wha_t the employee would have been paid if he had not been dismissed, but what he
would have been paid during the period until the earliest lawful termination date.>® Hence,
where an executive is entitled to one-year’s notice of termination, he can claim the remuneration
he would have received during this one-year period. |

As for. the severance package offered to the corporate executive, it will therefore be
essential for the corporation to careﬁllly determine the amount of remuneration the executive
would have been entitled to receive during the applicable period until lawful termination.
" Remuneration has a broader meaning than salary. Salary usually refers to periodically paid fixed
‘compensation, while remuneration desighates any benefit or zidvai_ltage having a pecuniary value
to which the employee is entitled as a result of executing the work furnished by the employer.*”’
Over the past decades it has become increasingly common that an executive’s remuneration is
not composed only of base .salary, but further elements of compensation. Therefore, the term
executive compensation has been. introduced to describe all different kinds of benefits that
constitute the executive’s remuneration in return for his services as an officer of the
corporation.””® The typical executive compensation péckage is composed of contractual base
salary, annual bonus entitlements, stock options, certain other - perqulsltes as well as pension

rights.*®

% Dixon v. Merland Explorations Ltd. (1984), 30 Alta. LR. (2d) 310 (Alta. Q.B.); Lyonde v. Canadian
Acceptance Corp. (1983), 3 C.C.E.L. 220 (Ont. H.C.].); Cathcart v. Longmes Wittnauer Watch Co., supra note
358; Turner v. Canadian Admiral Corp., supra note 343.

_**  Turner v. Canadian Admiral Corp., supra note 343; Canadian Bechtel Ltd. v. Mollenkopf(1978), 1 C.CE.L.95
(Ont. C.A); Sylvester v. British Columbia, supra note133. '

3% See Sandelson v. International Vintners Ltd. (1987), 18 B.C.L.R. (2d) 86 (B CS. C.)-at 90.

7 Stikeman, Elliott, supra note 134 at § 7.3. _

At this point, the inevitable connection between executive compensation and severance pay is apparent. The

severance package offered to a corporate executive will always be related to the components and amounts of his

overall compensation package.

398

3% For more details on executive compensation, see Murphy, “Executive Compensation”, supra note 89 at 2497-

2517. A critical analysis of executive compensation with regards to performance is pursued by Bebchuk et al,
supra note 92; and Bebchuk and Fried, supra note 94. ‘ '
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‘the notice period or the remainder of his term had he not been prematurely dismissed.

(1) Contractual Salary _ |

The principle method of cempensating executives still is payment of a fixed salary for the
services rendered.” The executive service contract generally establishes the executive's base
salary and will often state that this amount cannot be decreased during the term of the
agreement.401 The executive will be entitled to fe_ceive the contractual base salary until the lawful

date of termination. If the corporation keeps back any amounts due during the notice period or

until the end of a fixed-term, it will be liable for breach of contract. On the other hand, the

~ executive asking for base salary outstanding for the remainder of his term acts in accordance

with the law. Therefore, when assessing the amount of a severance. offer to the executive, the
corporation should carefully consider any outstanding contractual :salary entitlements of the
executive. This will also include any v.acatbion pay- that the executive would have earned during
4.402

As. noted earlier, some fixed-term executive service contracts provide‘ for automatic
renewal at fhe time of expiry of the term. Such renewal-clauses have caused uncertainty as to
whether they are of pecuniary value for the essessment of damages or severance payment,
respectively. An earlier judgment awarding compehsation for the balance of the initial term and
50 % of the renewal term has been overruled to the .ﬁnding that compensation should be paid
only for the balance of the initial term.**> The courts have argued that it had not been foreseeable
if the pzirties would have agreed on the renewal at the time of premature termination.‘-“)4 As a

result, on the basis of that case law, any potent1al base salary that would flow to the executive in

" the event ofa renewal of his term does not need to be taken into con51derat10n

(2) Bonus entitlements

A bdnué, whether a flat amount or a percentage of sales, profits, or even market

0 Stikeman, Elliott, supra note 134 at § 7.16 et seq.

" See Ocker and Schick, supra note 221 at 22,

“%  Card Estate v. John A. Robertson Mechanical Contractors (1985) Ltd. (1989), 26 C.C.E.L. 294 (Ont. H.C.J.); -
Brown v. Black Clawson-Kennedy Ltd., supra note 142; Mandell v. Apple Canada Inc. (1990), 34 C.C.E.L. 319
(B.C.8.C.);"Cook v. Royal Trust, supra note 364; Stander v. B.C. Hydro & Power Authority (1988), 25 B.C.L.R,
(2d) 40 (B.C.C.A.); Lefebvre v. Beaver Road Builders Ltd. (1993), 49 C.C.E.L. 207 (Ont. Ct. (Gen. Div.)); Koor
v. Metropolitan Trust Co. of Canada (1993), 48 C.C.E.L. 216 (Ont. Ct. (Gen. Div.)).

49 Corriveau v. Québec (Procureur general) [1989] RJ.Q. 1 (Que. C.A.). See also Gardner v. Stan-Canada Inc.,
supra note 116. :

0 Ibid.
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~ practice, bonus payments recently comprise thé greater part of the executive’s remuneration.

- damages for wrongful dismissal.

410

‘capitalization®® can be an integral part of the executive compensation structure.*®® In corporate

407

Bonus entitlements can derive from an express provision in the executive service contract a

company bonus policy or plan or even from past practice.**®

Damages may be awarded for the loss of a bonus which would have been paid during the

‘notice period or balance of the term when there is evidence that the benefit formed an integral

~ part of the executive’s remuneration.“m9 To form an integral part of the executive’s remuneration,

the benefit must be one the executive anticipated he would have received had he not been
prematurely terminated.*'° A bonus can be regarded as anticipated benefit when it is not a |

discretionary decision, such as when it is calculated according to an established bonus formula or

411

practice, or when .it is given with great regularity.” ' In these instances, de facto paymenté of

bonuses establishes a contractual basis to claim the bonus as a nght In contrast, if no contractual
rlght exists, generally no bonus is due and payable to the executlve

A valid bonus entitlement will therefore be considered by the court when assessing

1.*1* With respect to the quantum of damages to be awarded, the

414

factors weighed include amounts paid to other executives,*'* amounts the executive would

expect based on prior communication by the employer,*®. past practice,*'® discretion

%5 See the so-called market capitalization bonus for. F. Steven Berg in UPM-Kymmene Corp v. UPM-Kymmene

Miramichi Inc., supra note 389.

- 4% See Poon, Wong & Associates Ing. v. Wong [1991] B.C.W.L.D. 1186 (B.C.S.C.); Sandelson v. International

Vintners Ltd., supra note 396; Clifton v. Ground Engineering Ltd. (1982), 19 Sask. R. 181 (Sask. Q.B.). -

Stikeman, Elliott, supra note 134 at § 741. The leading case regarding bonus entltlements is Schumacher v.
Toronto-Dominion Bank (1999), 173 D.L.R. (4™) 577 (Ont. C.A.).

‘Stewart v. Standard Broadcasting Corp., supra note 367; Couture v. Volcano Inc., [1984] C.S. 546 (Que. S.C.);
-CJMS Radio Montreal Ltée. v. Audette, [1996] B.R. 756 (Que. C.A.).

Hasler v. Spagnol’s Wine & Beer Supplies Ltd., supra note 367; Prins v. Lakeview Development of Canada Ltd.
(1990), 33 C.C.E.L. 155 (Ont. Ct. (Gen. Div.)); Dixon v. Meriand Explorations Ltd., supra note 394; Koor v.
Metropolitan Trust Co. of Canada, supra note 402,

Stevens v. Globe & Mail, supra note 142; Prins v. Lakeview Development of Canada Ltd supra note 409;
Speight v. Uniroyal Goodrich Canada Inc. (1989), 97 N.B.R. (2d) 216 (N.B.Q.B.); Jasmm v. Jean-Luc
Surprenant Inc., 1983 WL 379798 (Que. S.C.).

Reynolds v. First City Trust Co., supra note 358; Sandelson v. International Vintners Ltd., supra note 396.

407

408

409

411

%2 Brock v. Matthews Group Ltd. (1988), 20 C.C.E.L. 110 (Ont. H.C.J.), varied (1991), 34 CCEL 50 (Ont.

C.A)); Koor v. Metropolitan Trust Co. of Canada, supra note.402.

1 Ryshpan v. Burns Fry Ltd. (1995), 10 C.C.E.L. (2d) 235 (Ont. Ct. (Gen. Div.)), appeal dismissed (1996), 20
C.C.E.L. (2d) 104 (Ont. C.A.); Roscoe v. McGavin Foods Ltd., supra note 363; Gillespie v. Ontario Motor
League Toronto Club (1980), 4 A.C.W.S. (2d) 87 (Ont. H.C.J.).

Brock v. Matthews Group Ltd., supra note 412.
5 Cardwell v. Young Manufacturer Inc. (1988), 20 C.C.E.L. 272 (Ont. Dist. Ct)
4'_6 Findlay v. Kershaw Mfg. Canada Ltd., supra note 350.
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418 Accordingly, the

systematically exercised by the employer 417 or what is a reasonable-amount.
same principles apply to the corporatlon when assessing the Value of bonus entltlements as a part

of the severance package to be offered to the executive.

(3) Stock Options A
A component of executive compensation that has gained growing popularity as a part of
executive compensation are stock options. Stock options have been proposed as a compensatory
device to link executive compensation more closely to performance.*'” Currently, they comprise
“a hlgher percentage of the overall executive compensatlon than does the executive’s base
salary.*?
When a corporation grants stock options as compensation to an executive, it grants to its
executive the option to buy stock equity from the corporation at a certain price at a specific time

in the future.*?!

Typically, the purchase price offered by the corporation is roughly equivalent to
the market value of the stock at the time the option is granted.** Such an offer is attractive only
if the value of the stock is likely to rise, elther through 1nﬂat10nary pressures or the hard work
and diligence of the optlonees If the companys share price moves above the prescribed price,
.often called the "strike" or "exercise" price, the executive can exercise the option at the vesting
date and make an immediate profit by selling the equity to the actual market value at the stock
market.*> | ' | |

- The incentive component Wthh exists with such arrangements in light of performance pay is

that the executwe be1ng aware of the options, should be motivated to run the company in a

7 Reynolds v. First City- Trust Co. supra note 358; Sandelson V. Internatlonal Vintners Ltd., 396; Turner v.
Canadian Admiral Corp., supra note 443,

Y18 Hillhouse v. Alexander Consulting Group Ltd. (1989), 28 C.C.E.L. 73 (Ont. H.C.1.); Arnot v. General ere &
Cable Co. (1982), 2 C.C.E.L. 208 (Ont. H.C.J.).

419

" Although these option agreements are now a permanent part of American corporate practice, they produced
considerable litigation at their initial appearance, the controversy focusing on sufficiency of consideration and
corporate self-dealing, see, for example, Kerbs v. California Eastern Airways, Inc., 33 Del. Ch. 69 90 A.2d 652
(Del. S.C., 1952).

20 See Martin J. Conyon and Kevin J. Murphy, “The Prince and the Pauper? CEO Pay in the US and the UK”
(2000) 110 (127) Economic Journal, Royal Economic Society F640 at F646-F647; available online at
<http://ideas.repec.org/a/ecj/econjl/v110Y2000i467pf640-71 html#download> (last visited on March 20, 2005);
Randall S. Thomas, “Should Directors Reduce Executive Pays” (2003) 54 Hastings L. J. 437 at 448. '

E. L. Johnson, supra note 388 at 146. See also Black’s Law Dictionary, supra note 162 at “stock optlon
defining a stock option as “the right to buy a designated stock, if holder of option chooses, at any time within a
specified period, at a determinable price. [...] Such options are often granted to management and key employees
as a form of incentive compensation”.

See Harrison Campbell, supra note 172 at 288
Cheffins, supra note 97 at 506.

422
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manner which ensures that the company's equity has a Valuehigher'than the strike'price.424

However, since the executive has a mereoption rather than being obliged to purchase the shares,

in order to avoid any loss in the event the market value has unexpectedly decreased he is free to .
refrain from exercising his stock options. | |

Stock options need to be distinguished from so-called phantom stocks. The phantom stock
plan is a_rﬁonetary incentive plan in which the monetary award is determined in accordance with
a formula based on actual stock pricesv and dividends.*”” They are similar to common stock
option plans except that they do not give a proprietary interest in the corporation. |

With regard to an early termination of the executive; there are two possible implications for
the severance package arising from stock options. If the stock options have been granted in view
of a complete, ﬁxed-temt-as executive of the corpora_tion and if the stock options have already
been vested prior to the termination of the executive, the corporation hés ttle right to re-purchase
the shares from the departing executive. The purchase price can either be paid separately to the
executive or may be included as a part of the overall severance package in terms of a lump-sum

payment. On the other hand, if the stock options have not been vested at the time the executive is

prematurely terminated by the corporation, the executive will be entitled to compensation for the

loss of future benefits arising from the potential vesting of the stock options. In this alternative, it
will be difficult to determine the exact amount of compensation since the development of the

market value cannot be predicted.

(4) Perquisites _
Besides base salary, bonuses and stock options, the executive compensation can consist of

further economic advantages that may not be paid in cash. Such perquisites include beneﬁts such

427

as the private use of company cars,” corporate airplanes, “’ club and membership fees pa1d for

% However, stock options have been criticized in the past to the extent that they do not serve as an ideal incentive

for better performance, see, for example, Cheffins, Company Law, supra note 98 at 114, 657, 686-687; Donald
P. Delves, Stock Options and the New Rules of Corporate Accountability: Measuring, Managing, and
Rewarding Executive Performance (New York: McGraw-Hill, 2003) and Bebchuk and Fried, supra note 94
Stikeman, Elliott, supra note 134 at § 7.52.

For company cars, see also infra notes 433 through 435.

425
426
“7 " For a practical example, see Strauss, supra note 59 at 1B.
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by the corporation for the executive’s personal use,*?® life insurance and other health benefits,

429

429

Bl additition, the executive can benefit

special retirement payments,*° and forgiven loans.
from the corporatlon paying the gross up -that is the taxes that executives otherwise would
have to pay on all those perqulsrtes |

If corporate executives are provided with perquisites for both business and private use such
as, for example, a company car, the value of the executive’s personal use then forms part of his

overall remuneration. In contrast, the value of the business use are general business costs for the

corporation and, therefore, are deductible from corporate taxes.”> Once having been provided

- with a company‘c‘ar both for personal and business use, any removal of the vehicle or the

allowance prior to the date of termination of the executive service-contract is tantamount to a

reduction in salary and, as such, the unilateral withdrawal will constitute a fundamental breach of

434

the employment contract.””" In general, any restriction or withdrawal of a perquisite prior to the

end of the executive’'s tenure constitute an unlawful reduction in remuneration. The loss.of a

‘benefit of such significant value Will,be held to constitute a constructive dismissal, entitling the .

executive to damages.**’

Accordingly, if a company car was given to the executive for his personal use, an amount
representing the loss of private use of the vehicle for the notice period or the remainder of the

4% Carey v. F. Drexel Co., [1974] 4 W.W R: 492 (B.C.S.C.); Dixon v. Me‘rland'Explorations Ltd., supra note 394.

On the other hand, such club dues can be intended to assist the employee in promoting the employer’s business.
In this context, they do not form part of the remuneration as perqmsltes because they are a tool to carry on
‘business, see Douglas v. Sandwell & Co., supra note 343. -

Carey v. F. Drexel Co., supra note 428; Nevin v: British Columbia Hazardous Waste Management Corp.
(1995), 129 D.L.R. (4™) 569 (B.C.C. A. ); Barrette v. Wabasso Inc., 1987 CarswellQue 789 (Que. S.C.); Leduc v.
Union Carbide du Canada, 1984 WL 450292 (Que. S.C.).

For a practrcal example, see Reckard, supra note 60 at Business C4.
Fora practlcal example, see Strauss, supra note 427 at Money 1B.
For a practical example, see Reckard, supra note 60 at Business C4.

431
432

7433 Salmi.v. Greyfriar Developments Ltd. (1983) 1 C.CEL. 82 (Alta Q.B.), affirmed on this point (1985), 7

C.C.EL. 80 (Alta. C.A.).

4 Reilly v. Hotels oszstmctlon (Canada) Inc. (Hotel Le Grand/GrandHotel) [1987] R.J.Q. 1606, 18 C.C.E.L. 91
(Que. S.C.).

% Schwann v. Husky Oil Operations Ltd. (1989), 27 C.C.E.L. 103 (Sask. C.A.); Nerada v. Hobart Canada Inc.

(1982), 1 C.C.E.L. 116 (B.C.S.C.); Brown v. OK Builders Supplies Ltd. (1987), 14 C.C.E.L. xxxi (B.C.C.A)),
affirming also Reilly v. Hotels of Distinction (Canada) Inc. (Hotel Le Grand/GrandHotel), supra note 434.
‘The implications of a premature removal of a company car that has been provided also for the private use of the
‘executive are similar under German contract and employment law, see Matthias Nussbaum and Larissa van
Buerck, “Herausgabe des Dienstfahrzeuges wihrend der Freistellung des Arbeitnehmers” (2002) 42
Betriebsberater 2278 (BB 2002, 2278).
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term will usually be awarded as damages.*’ Consequently, damages for the loss of any kind of
perquisite will be properly included in an award of damages for wrongful dismissal. 7 The main
problem arising from this principle is the appropriate assessment of the damages of specific

- kinds of perquisites. For example, some courts have held that the evaluation of the loss of

insurance and medical benefits shall be based on the cost to the employee to purchase similar
benefits or coverage of equivalent insurance.* _ ® Another way of determination would be the
increase of the remuneration by the cost to the employer for such benefits over the notice period.

Regardless of the method of assessment, the app‘ropriate value of the perquisites lost due to
premature termination should also -be included in any offer of severance as the executive is
legally entitled to benefit therefrom for the contractually agreed term. The alternative to the offer
of a lump-sum equivalent to the value of the benefit would be for the corporation to continue to .
provide the executive with the benefits for the promised term despite the early termlnatlon of his

employment relatlonshlp 439

(5) Contributions to a Pension Plan

Finally, the executive may enjoy benefits in terms of the corporation’s contributions to a

‘pension plan on his behalf. Commonly, such pension benefits are paid for by salary deductions

and are treated in the employment contract as part of the remuneration of employment.**°

Claims by employees for pension benefits after termination from employment have met
with success in the courts. If an employee is terminated without_ canse, he is entitled to

compensation for loss of his future benefits under the pension 'plan.‘m In Mosier v. Linden-

Alimak Inc.,** the court ruled that an implied term of the employee’s pension plan was that

-employees terminated without cause prior to the retirement age are entitled to a pension

86 Stevens v. Globe & Mail, supra note 142; Bruce- Vaughan v. Dalmys (Canada) Ltd. (1992), 40 C.CE.L. 112
(B.C.S.C.); Brown v. Black Clawson-Kennedy Ltd., supra note 142; Carle v. Comité Paritaire du Vétement pour
Dames (1987), 22 C.C.E.L. 281 (Que. S.C.); Wood .v. Brown Boveri Canada Inc. (1986), 15 C.C.E.L. 178
(B.C.C.A.); Dixon v. Merland Explorations Ltd., supra note 394; Blackburn v. Coyle Motors Ltd. (1983), 3

'C.C.E.L. 1 (Ont. H.C.J.); Lefebvre v. Beaver Road Builders Ltd., supra note 402..

‘With regards to damages for the loss of insurance and medical plans, see supra note 429,

3% This is the favourite approach in British Columbia, see Cooper v. MacMillan Bloedel Ltd. (1991), 56 B CLR
(2d) 341 (B.C.S.C.); Sorel v. Tomenson Saunders Whitehead Ltd. , supra note 346; Wilks v. Moore Dry Kiln Co.
of Canada (1981), 32 B.C.L.R. 149 (B.C.S.C.); Douglas v. Sandwell & Co., supra note 343; Nevin v. British
Columbia Hazardous Waste Management Corp., supra note 429. For Ontario, see Addison v. M. Loeb Ltd.
(1986), 25 D.L.R. (4™) 151 (Ont. C.A.).

In fact, even the use of corporate airplanes by retired C.E.O.s is not unprecedented. For example, Eastman
‘Kodak’s C.E.O. George Fisher got limited use of the company jet for two years following his retirement in
December 2000 and former Rockwell International C.E.O. Donald Beall has had use of the company jet for
“business” travel ever since he retired in 1997, see Strauss, supra note 427 at Money 1B.

9 Dickinson v. Northern Telecom Canada Ltd. (1985), 7 C.C.E.L. 139 (Ont. Co. Ct.)

437
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"' Mosier v. Linden-Alimak Inc. (1985), 8 C.CEL. 45 (B.CS. C)

2 Ibid.
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calculated on full past service.

Thus, the value of the executive's lost or reduced pension benefits is another important -
factor to be considered in awarding damages for wrongful _dismissal;‘443 This head of damages
~aims at compensating the executive for the reasonable expectation that, had he not been
prematurely dismissed, he would have been entitled to greater pension benefits. Accordingly, the
value of the executive's pension rights need also be considered by the,.corporation as part of the
severance package in order to avoid damages for wrongful dismissal. |

However, the courts have difficulties in assessing the value of the Ipension rights as part of
the damages. Two methods of determination are applied by the courts. According to a first
school of thought, the executive is entitled to an amount fepresenting the contributions his
employer would have made to the pension plan during the remaining period of employment with

respect to which compensation is owed.***

This approach i1s opposed by the method that the
executive must be compensated for the actual loss incurred in terms of benefits. He will receive
an amount reflecting the difference between the pension benefits he will actually receive upon
retirement and those he would have received had employment continued for the full term or
through the notice period with reglilar contributions havingvl been maintained.**> No matter what
method might be held favorable in practice, 'the. loss of future pension benefits will have to be
considered as a part.of the executive severance package if the corporatlon seeks to comply with

all of’ the executlve ] contractual rights'to compensation.

(6) Aggravated Damages
In addition to the classical heads of damages for wrongful d1sm1ssa1 mentioned above, the

corporation as employer may be held liable for aggravated damages. In Vorvis v. Insurance

" Corp._of British Columbia,**° the Supreme Court of Canada confirmed the validity of claims for

aggravated damages under appropriate circumstances in wrongful dismissal. actions. Aggravated

- *® Boylan v. Canadian Broadcasting Corporation (1994), 3 C:C.E.L. (2d) 64 (Alta. Q.B.); Cook v. Royal Trust,
supra note 364; Durrant v. B.C. Hydro & Power Authortty, supra note 364; Bardal v. Globe & Mail Ltd., supra
‘note 335.

Thomas v. Surveyer, Nenninger, Chénevert Inc., supra note 323; McKilligan v. Pacific Vocational Institute
(1979), 14 B.C.LR. 109 (B.C.S.C.), varied [1981] 28 B.C.L.R. 324 (B.C.C.A.); Fleming v. Safety Kleen
Canada Inc. (1996), 20 C.C.E.L. (2d) 140 (Ont. Ct. (Gen Div. )) Buerman v. Canada (Attorney General)
(1996), 19 C.C.E.L. (2d).127 (Ont. Ct. (Gen. Div.)).

5 Ansariv. B.C. Hydro & Power Authority, supra note 346; Doyle v. London Life Ins. Co. (1985), 23D.LR. (4™

443 (B.C.C.A)); Turner v. Canadian Admiral Corp., supra note 343.

s Vorvis v. Insurance Corp. ofBrmsh Columbia (1989), 58 D.L.R. (4“’) 193 (S C. C ).
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damages are awarded to compensate the terminated- employee for injury arising from the
terrr_rinati'on.447 However, their scope in employment relations is limited. The Supreme Court of

Canada concluded:**®

“[The] rule long established [...] has generally been applied to deny [aggravated] damages
[in] the employer/employee relationship [...]. [...] I would not wish to be taken as saying that
aggravated damages could never be awarded in a case of wrongful dismissal, particularly
were the acts complained of where also independently actionable [...].”

On these grounds, no claim for aggravated damages can be based on the conduct leadmg to
-the dismissal. Instead, aggravated damages will only be awarded contingent on the harsh manner
- in which the termination is effected or on any subsequent conduct, since each employee who has "
been dismissed is entitled to be treated'irr a candid, reasonable, honest and forthright fashion. 449
Consequently, aggravated damages have been awarded in appropriate cases where the conduct of
the employer constituted a separate wrong that was so egregious as to be deserving special
censure.” Accordmgly, where the conduct of the corporation in dlsmrssmg the executive
amounts to an independent cause of action causing harm to the executive, the executive may
- recover in aggravated damages. |
, However,.the injury must not simply result from the dismissal itself but from the conduct
- of the employer such as fallure to prov1de adequate notice in the event that the failure was
deliberate or reckless and did not reflect a bona fide belief that it was adequate. Moreover, there
must be' some evidence that the employee suffered a material degree of genuine distress as a

consequence of such treatment.*”’

Intangible elements such as pain, anguieh, grief, humiliation,
wounded pride, damaged self-confidence or self-esteem, loss of faith in friends or colleagues,
and similar matters that are caused by the conduct of the employer have all been regarded as
sufficient injury as to award aggravated.Vdamages.452

In one case, aggravated damages of $ 75,000 were awarded where the corporation acted in

“7 " Ibid. at para. 16.

8 Ibid. at paras. 21-22, considering Addis v. Gramophone Co. [1909], A.C. 488 (H.L.); and Peso Silver Mines Ltd.
v. Cropper, [1966] S.C.R. 673 (S8.C.C.).

Wallace v. United Grain Growers Ltd., supra note 317.

Vorvis v. Insurance Corp. of British Columbia, supra note 446 at para 22; Newlands v. Sanwa McCarthy
Securities Ltd. (1996), 12 O.T.C. 81 (Ont. Ct. (Gen.Div.)); Hamer-Jackson v. McCall Pontiac Buick Ltd.
(1998), 38 C.C.E.L. (2d) 189.(B.C.S.C.), affirmed (2000), 3 C.C.E.L. (3d) 20 (B.C.C.A.).

Wilson and Taylor, supra note 167 at 224. ) '

2 Huffv. Price (1990), 51 B.C.L.R. (2d) 282 (B.C.C.A.) at 294.

449
450

451
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an improper, insensitive and high-handed manner in terminating a chief executive ofﬁcer.453,’.The
concerned C.E.O. had been terminated in a very public manner with p_ublio announcements by
the corporation and the effect had been public humiliation, particularly in view of the fact that
the allegations against him were unfounded.** Furthermore, even where the corporation’s
conduct is something less severe but still amounts to bad faith or unfair dealings, the executive
may recover damages through an extension of the notice period.*

| Aggravated damages need to be distinguished from punitlve damages Pumtive damages
are intended to punish the employer rather than compensate the terminated employee.456 At
common law, punitive damages are rarely awarded in cases of wrongful dismissal.**’ The
employer must be found to have conducted itself in a manner deserving punishment.*’ 8 Punitive
damages are a means by which a court s1gnals its disapproval of an employer that has treated the
terminated employee in a harsh, dishonest, vindictive, reprehensible or malicious manner.*” A

remarkable case where punitive damages were considered is Bell v. Canada Development

Investment Corp.,*®® where the plaintiff had been induced to leave his employment as Vice-

President and Vice-C.E.O. to commence a five-year appointment as President and C.E.O. of the
defendant corporation. The executive service contract was summarily terminated without cause
three years prior to the expiry of the fixed term. Although the court disapproved of the conduct

of the defendant corporation applying the test of Vorvis v. Insurance Corp. of British

Columbia,*® 1t did not hold that the conduct of the corporation’s directors met the test and,

therefore did not award punitive damages.

*3 Hughes v. Gemini Foods Corp. (1992), 45 C.C.E.L. 113 (Ont. Ct. (Gen. Div.)), affirmed (1997), 97 0.A.C. 147

(Ont. C.A.); See also Brown v. Law Society of Upper Canada, 1997 CarswellOnt 5934 (Ont. Ct. (Gen.Div.));

Antonacci v. The Great Atlantic & Pacific Co. of Canada Ltd. (1998), 35 C.C.E.L. (2d) 1 (Ont. Ct. (Gen. Div.)).

Hughes v. Gemini Foods Corp., supra note 453.

See Wallace v. United Grain Growers Ltd., supra note 317.

Vorvis v. Insurance Corp. of British Columbia, supra note 446 at para 16; See also Marshall v. Watson Wyatt &

Co., supra note 365. Another decision that excellently dlstmguishes between aggravated and punitive damages

is Huﬁ‘v Price, supra note 452.

7 punitive damages were awarded in Makarchuk v. Mza’transportatzon Servzces Ltd (1985) 6 C.C.E.L. 169 (Ont.

H.C.1.); Thom v. Goodhost Foods Ltd. (1987), 17 C.C.E.L. 89 (Ont. H.C.J.). In turn, they were not awarded in

Colasurdo v. CTG Ing. (1988), 18 C.C.E.L. 265 (Ont. H.C.].); Pierce v. Canada Trust Realtor, Division of

Canada Trust Realty Inc. (1986), 11 C.C.E.L. 64 (Ont. H.C.J.).

Vorvis-v. Insurance Corp. of British Columbia, supra note 446 at para 59.

% See ibid. ,

4 Bell v. Canada Development Investment Corp. (1990), 32 C.C.EL. 16, 69 D.LR. (4™) 178 (Ont. H.C.J.). See
also Squires v: Corner Brook Pulp and Paper Ltd. (1994), 5 C.C.E.L. (2d) 206 (Nfdl. S.C.).

Vorvis v. Insurance Corp. of British Columbia, supra note 446 at para. 57.
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2. Statutory Employment Standards Legislation

In addition to common law considerations, wrongful termination is governed in every
Canadian provrnce as well as the federal jurisdiction by statutory minimum notice requirements
and in the Ontario and federal jurisdiction, statutory severance.’ These statutory requirements
- are minimum obligations and, .in partlcular ~do not displace the employee s common law
entltlement to reasonable notice. 463 ' _

First, as for the period of notice of termination, any notice re‘quired. by the employment
standards legislation must form the minimum base for notice in order to be an enforceable
-contractual term of the employment contract. Accordingly, any attempt to contract out of the
minimum standards established by the Employment Standards Act 1s void. If an employment
contract stipulates a period of notice less than. that required by the applicable Employment
Standards Act, t}ie employee who was dismissed without cause is entitled to a reasonable notice
g.464

period.*** The courts will imply a reasonable notice periodi according to the usual factors without

drawing any inference from the expunged notice clause that the parties intended a notice period
shorter than the usual notice period.*®

Although the executive is subject to the applicable emploﬂent standard legislation,
reasonable notice for an executive 1s much longer than the minimum statutory notice.‘i'66 Since
 the executive’s entitlements to reasonable notice exceed the statutory minimum requirements,
employment standards legislation can be neglected by the corporation when assessing’the period
of time the executive will be entitled to continued payment of compensation upon the premature
termination of his service contract. _ '

Secondly, if the executive is subject to the Federal or Ontario Jurisdiction, he might be
. entitled to statutory severance pay in addition to any severance ‘payment offered by the
corporation in lieu of notice as a settlement for outstanding claims.467 In Ontario and the federal -

jurisdiction, empioyment standards legislation provides that certain employees may be entitled to

receive an extra statutory severance payment in addition to any other payment received upon

2 For statutory severance,‘see also supra at Chapter 1, I. 3.

Wilson and Taylor, supra note 167 at 208.
Machtinger v. HOJ Industries Ltd., supra note 335.
S Ibid.

464

For the reasonable period of notice regarding corporate executlves see supra atb).

7 See supra at Chapter 1,1.3.
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" 468,

termination.*®® That statutory termination pay is simply a lump-sum payment which the

employer must pay on certain conditions, to employees whose .employment contract is

permanently ended usually for causes beyond the employee's control.” 99 With its main goal of

_ appreciation of past services as an employee statutory severance pay 18 de51gned to cushion the

employee against the financial blow of unemployment rather than to compensate him for the loss
of property in the job resulting from the dismissal. a0 _

According to the Canada Labour Code, all employees With 12 consecutive months of
service are entitled to statutory termination pay of the greater -of two 'days'v pay for each

! In Ontario only those employers who terminate

completed year of service or five day’s pay.
more than 50 employees in six months or less due to a plant or operatlon closing, or those who

have a $2.5 million or more payroll are liable to pay statutory severance.*’ Furthermore, all '

. severance payments under Ontario law are restricted to those employees with five or more years

~of service."” Statutory termination payments in Ontario are also. based on past service and

closely approximate one additional week's pay for each year'of seryice, up to a maximum of 26
weeks’ additional pay.*’* '

Whenever the executive falls under any of both jurisdictions and happens to comply with

any of the applicable 'prerequisites for statutory termination pay, the respective amount should

also be included in the severance package offered by the corporation. In order to avoid additional
litigation, the corporation is advised to expressly state in‘-the.contractual severance provision or
the “golden handshake” agreement that the amount awarded as severance payment also includes

any entitlement under the Employment Standards legislation.

3. Conclusmn for Employment Law

At common law the corporation has an unfettered rlght to terminate the executive’s

See Section 64 ESA, supra note 138; Sections 235 through 237 CLC, supra note 139. The term of severance
pay used by those statiutory provisions is likely to cause confusion. It must clearly be distinguished from the
severance package voluntarily offered by the corporation in order to avoid action for wrongful -dismissal. For
better distinction, statutory severance pay will be referred to hereinafter‘as “termination pay”.

469 England, Christie, and Christie, supra note 113 at § 14.55.

0 See, for example, Mattocks v. Smith and Stone (1982) Inc., supra note 142; Brown v. Black Clawson-Kennedy
Ltd., supra note 142. See also Stevens v. Globe & Mail, supra note 142, where it was clarified that those

payments are, therefore, deductible from damages for wrongful dismissal. :

See supra note 144.

72 See Section 64(1) ESA.
473
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See supra note 146

47 See.supra note 145.
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employment with the corporation, subject only to the obligation to provide the executive with
reasonable or contractually provided notice in the case where the executive is prematurely

terminated without cause. Due to the executive’s rank at the top of the corporation’s hierarchy

‘and given the special responsibilities conferred on him by the nature of his role as an officer of

the corporation, the executive normally is at the high end of length of reasonable notice of

- termination.

The applicable period of notice can be rep»lac‘ed by a payment in lieu of notice, also
referred to as severance payment. The severance package offered to the executive in lieu of
notice should cover all those items of the individual executive compensation package that could

have been included in a claim for damages for wrongful dismissal, such as outstanding base

- salary, bonuses, stock options and other benefits also known as perquisites. If the executive is

entitled to statutory severance .pay under the employment legislation of the federal jurisdiction of
the jurisdictidn'o.f Ontario, the overall severance package should also include those mandatory
se\/erance payments. . o _

As long as the corporation provides the executive with what he would be entitled to as
damages for wrongful dismissal, it acts in accordance with the law and the severance package
only complies with the minimum standards arising from contract and employment law. Thus, the

executive severance package cannot be regarded as excessive or unlawful from this employment

- law perspective. Furthermore, provided that the corporation may wish to avoid litigation and,

therefore, may wish the severance package to serve as an incentive for the executive to agree to
an early settlement, it will have to consider a relatively generous severance package from the
outset. In this event, even a severance package that reasonably exceeds the aggregated level of

the executive’s remaining contractual entitlements must be regarded as legally justified and, thus,

" as not excessive.

However, since the severance package will always be linked to the executive’s overall
compensation paekage, it is ‘nvot- surprising that the amounts of severance packages offered and
awarded to corporate executives have recently raised more public concern. Critics should
concentrate on the principies for the design of executive compensation packages rather than on
the structure and amounts of the severance package strongly related to the compensation
package. Any restriction as to the executive compensation package will implicitly result also in

the decrease of the level of severance pay offered to the executive at the time of early departure,

. if the package is intended to serve as a compensation for the breach of the executive service

contract.
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III. Chapter Sunimary

In-sum, this Chapter arrives at two main conclusions regarding the legal framework for
executive severance and “golden parachute” packages. Contract law requires a valid contra’_cﬁtual
‘agreement between the executive and the corporation for any such package to be legally valid
and enforceable. The parties genérally have to choices to contractually agree upon the payment.
They can either include a severance or “golden parachute” provision in the initial executive
service contract. Alternatively, they.have the fight to conclude a separate agreement at any
subsequent time. Such an agreement, which can also be referred to as a “golden handshake”, can
be infended to serve as a settlement agreement that varies all existing rights and obligations
under the original executive service confract, entitling the executive to a severance package in
return for his consent to a premature termination of his employment relationship with the
corporation. The agreement can also serve as an amendment of the existing contract, introducing
a “golden parachute” provision that sets out additional entitlements for the event of é change in
control of the corporation. All of those agreements are governed basicallybby' the principle of
freedom contract, meaning that the parties’ are free to agree upon whéte’ver terms they might
think fit their purposes. Apart from the prerequisite of mutual consideration, contract law does
not imppse any limits on the structure or level of those agreements.

Secondly, I have shown that employment law neither provides any maximum restrictions
for the partiés' freedom of contract with regards to the executive severance package. Insté_ad, the
law of dismissal sets out minimum standards for severance entitlements if the executive service
contract is terminated prior to the expiry of its term or Withoﬁ_t notice in the absence of due
cause. If the corporation intends to avoid an action _for wrongful dismissal by the executive, it
will need to comply with the minimum requirements for severance entitlements arising from
employment law. The corporation, however, is free to agree uponah executive severance
package that is in excess of those minimum standards from an employment law pérspective.

~Given that neither contract law nor employment law provide limits for executive' severance:
packages and “golden parachutes” payments, the folidwing Chapter will analyze if and to what

extent legal constraints can be derived from corporate law and supplementary areas of the law.
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LEGAL CONSTRAINTS ON EXECUTIVE SEVERANCE PACKAGES

Thus far, I have shown that severance packages for executives can be based either on a

provision in the original service contract or on a subsequent “golden handshake” agreement

~ between the corporation and the executive. The same applies to “golden parachute” provisions as

a special kind of severance benefits contingent on a change in control. According to contract law,
all such severance agreements will be valid if they are supported by consideration. '

As far as the structure and the amount of severance packages are concerned, those

‘agreements are basically governed by the principle of freedom of contract. Freedom of contract

presupposes that each party is advancing its own interests and that any resulting bargain is to
their mutual advantage. The principle is only limited by the contract law doctrine of

unconscionability where a court is concerned that one party is unable to act in its own best

‘interests when bargaining. Accordingly, the design of an executive severance package stfongly

depends on the bargaining powers of both the executive and the corporation and, in principle,
any contractual agreement between the executive and the corporation should be a result of arm’s
length negotiations. However, in the field of executive compensation and executive severance as

such, the latest outrage about the amounts of executive severance packages suggests that the

~ negotiation process between the executive and the corporation is remote from arm’s length

negotiations, re'sulting in what is called “excessive” executive compensation and severance
agreements.

'Thisv Chapter discusses the impact of corporate law and supplementary laws and regulation
on the bérgaining process between the executive and the corporation with regards to severance
and “golden parachute” provisions. In Part I, T will show that, especially in widely-held
co.rporations,' the interests of both parties involved in the bargaihing process for | general
executive compensation and severance agreements are contrary rather than identical due to the
existence of the agency problem caused by the separation of ownership and control. Whereas the

corporation’s interests will be to award the executivc'with as little compensation and severance

as possible, the executive, on the other hand, will generally be interested in personal benefits

deriving from his position as an officer of the corporation.‘ I will-argue that this problem causes a

potential for managerial behaviour that is aimed at maximizing personal benefits rather than
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~ shareholder value and, therefore, can result in severance packages that appear to be excessive. |

will prove that under the current legal regime the executive disposes of sufficient managerial

- power to influence the contractual negotiations to his benefit, leading to what is ‘called

“managerial self-dealing” in terms of the diversion of corporate assets. However, as severance

agreements are. an essential part of the Qvérall exécutive compensation package, they are 'only
given within the jurisdiction’s framework of corporater law and its .appl.icati_on.475 Based on these
findings, 1 will .then examine to’ what extent the law in terrﬂs of corporate governance and
additional méchani_smsb imposés legal constfaints_ on the bargaining behaviour of executives
aimed: at the improper diversion of corporate assets and, therefore, on the structure and the level
of contractual éeverance and “golden ‘parachute” provisions. Once I have established the main
constraints imposed by the law, I will, in Part III of this Chapter, analyze the effectiveness of the

different shareholder rights and remedies available under the present legal regime with the

‘purpose to ensure optimal managerial bargaining behaviour or to enforce the corporation’s and

 the shareholders” rights, respectively.

I The Issue of “Manégérial Self-Dealing”

Basically, any contract between the executive and the corporation is governed by the

principle of freedom of contract. Accordingly, the exact design of a contractual severance

. provision or any subsequent “golden handshake” agreement depends on the bargaining powers of ‘

the parties iﬁvolved. Except for any existing legal restrictions, the parties are free to bargain for
their own best interests. If the process of negotiating the severance agreement were the result of
afm.’s length _,bargaining without any undue influence. of any of the parties involved, oné could
hardly call the agireement “excessive” as the result of the bargaining process would only
represent the combination of the best interests of the parties_involved. -

As far as the legal regime is concerned, the findings of Chapter‘ 2 show that the

_prematurely terminated executive is entitled to a minimum of severance pay that is equivalent to

- the estimated damages for Wrongf_ul dismissal, if any. When bargaining for that minimum of

severance pay, the executive’s bargaining behaviour can by no means be referred to as improper:
If, however, the amount of 'severance agreed upon is perceived by shareholders or other parties

as “excessive”, the focus will have to be on the process of reaching the overall compensation

475 See Iacobucci with Trebilcock, supra note 89 at 33.
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package, as the structure and the amount of the severance package will to a great extent be linked
to the structure and amount of the executive’s .cor'npenéation.

. On the other hand, the law does not explicitly impose anylimits as to the structure or the
amount of executive severance packages. As a result, the contents of the executive severance
package seems to depend only on hoW effective the parties are able to negotiate for their
'respective interests. As we will see, the interests and incentives of the executive negotlating for
compensation or severance are not necessarily identical With the interests of the shareholders due
' to the existence of the agency problem in modern corporate law. If the executive had the
potential to influence the bargaining process to the extent that he received compensation or
severance in excess of the level that would result from arm’s length negotiation, there would be a
need for mechanisms of control of the executive behaviour in erder to protect the interests of the
c0rporation and 1ts shareholders. _

The starting poirit for the aésessment as to whether the executive has the power to influence ‘
the bargaining process with the corporatlon and, consequently, as to whether there is a sufficient
legal regime for control of managerlal behavrour is the agency problem, caused by the separation
of ownership and control in modern corporations, especially in corporations with dispersed

shareholding.

1. . The Separation of Ownership and Control and The Agency Problem

The main characteristic of a publicly-held corporation in North America is the separation
- of ownership and control.*’® That separation causes contrary interests of the executive on one
side ‘and the corporation and the shareholders on the cther side when negotiatihg executive
contracts with respect to compensation in general. In their substantial work dating back to 1932,
Berle and Means observed that the separation of ownership and control in the modern, publicly-

held corporation led to opportunistic behaviour and unfettered discretion of corporate managers

48 Adolph A. Berle Jr. and Gardiner C. Means, The Modern Corporation and Private Property (New. York:
MacMillan Company, 1932, rev. ed. 1967) at 2-5. Berle and Means attributed that separation to the typical U.S.
‘corporation which, at that time, typically consisted of widely-dispersed shareholders. Joel Bakan, The
‘Corporation: The Pathological Pursuit of Profit And Power (Toronto: Penguin Books, 2004) at 6 states that, as
early as 1776, that unique design was believed by many to be a recipe for corruption and scandal, referring to
Adam Smith, An' Inquiry into the Nature and Causes of the Wealth of Nations [1770] (New York, Modemn
Library, 1937) at 100. The typical corporation in Canada, in contrast, is a closely-held corporation with one or a
group of major shareholders, see infra in the following text. See also znfra at Chapter 4, II. 1. especrally note
1214 and accompanying text.
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over corporate decisionmaking.*’’ ,

Berle and Means discovered that the separation of ownership and control was caused by
the wide dispersioh of share ownership among institutional shareholders, a strueture that, with
regard to the U.S. corporate capital structure, still -is of presence today. While dispersed
shareholders “own” public corporations, *’® corporate executives control them.*”® The executives
have sub'stantia_l power and discretion to establish the future direction of the business and make
the key strategic business decisions. The shareholders, in contrast, have virtually no power to
control or influence the day-to-day-operation of their corporation or its long-term policies and
rely on the executives to run the business in a way that generates a maximum ef return for them.
Shereholders essentially have no power to initiate corporate action and are entitled to approve or
.disapprove only a very few board actions. In economic terms, that separation creates a principal-
agent—relationship between the shareholders being the principals and the executives as their
agents. | '

As executives generally own only a small fraction of the firm’s equity,*® their interests in
acting as an agent for the corporation are likely to diverge from the shareholders’ principle
interests.*®!. On the one hand, shareholders want their 'corporation‘e to generate makimum profits
- and dele‘gate broad discretion to executives to act in their best interests to do so. Executives, on
‘the other hand, may run the company in a self-interested manher to maximize their own utility.
‘The problem with such a divergence is that the executive, with only an attenuated interest in the
firm's profits, may manage in his owrvl‘personal best interests rather than the firm's best interests
through attractive compensation packages, while the shareholders' main concern is maximizing

shareholder wealth through either stock appreciation or dividend income.**? In other words, the

“17 See ibid. at 2-5 and 84-89, describing how the separation of ownership and control in public corporation has led

to effective control of the corporation by management rather than by shareholders.

478 As Stephen M. Bainbridge, “The Business Judgment Rule as Abstention Doctrine”-(2004) 57 Vand. L. Rev 83
: at note 132 correctly points out, the corporation is in fact not a thing capable of being owned. Instead, per the
most widely accepted theory of the corporation, the nexus of contracts model, the firm is a legal fiction
representing a complex set of contractual relationships. Because shareholders are simply one of the inputs
bound together by this web of voluntary agreements, ownership is not a meaningful concept under this model.
See also Eugene F. Fama, “Agency Problems and the Theory of the Fzrm” (1980) 88 J. Pol. Econ. 288 at 290

See Berle and Means, supra note 476 at 2-5.
See Murphy, “Executive Compensation”, supra note 89 at 2490-93.

Agency costs are the costs a principle faces as a consequence of suboptimal behav1our assomated with outside
capital, see Michael C. Jensen and William H. Meckling, “Theory of the Firm. Managerlal Behavior, Agency
Costs and Ownership Structure” (1976) 3 1. Fin. Econ. 305 at 307.

See, for example, Edward M. lacobucci, “The Effects of Disclosure on Executive Compensation” (1998) 48
U.T.L.J. 489 at 491.
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separation of ownership and cbntrol opens the door wide to opportunistic behaviour by'
executives in terms of self-dealing, allowing them to operate the corporation to serve their own
ends rather than those of the CQrporation's' owners - the shareholders.*® |

Shareholders could limit the extent of those divergences by‘ giving the managing executives
appropriate incentives and byv expending the resburces to more efficiently monitor the
executive’s behaviour to curtail deviations:*** The executive may also expend bonding costs to
guarantee that he will not undertake certain actions to harm the shareholders’ interests or agree to
compensate the shareholders if he does.”®> Any remaining divergences between the execﬁtive’s
- actual performance and the actions that the executive should have taken to maximize the
sharéholders’ ihterésts, are designated as residual - losses. 3¢ A.ll those costs to- shareholders
associated with losses due to opportunistic behaviour by corporate executives and any
expenditures by shareholders for the phrpoée of monitoring the executive behaviour or otherwise
'preventihg these losses, are referred to as “agency costs”. **’ They are the costs associated with
an agent managing the corporation in which the shareholder has his investment.**®

The shéreholders, however, with only a fractional interest in the profits of the firm, will not
have enou.gh incentive individually to monitor and discipline management.*®® Shareholders will
invest resources in monitoring only to the extent at which the maf_ginal cost of monitbring equals

490

the marginal benefit of reduced diversion by executives.”® In their leading work, Berle and

Means put the problem in the following terms:

“The separation of ownership from control produces a condition where the interests of owner
and ultimate manager may, and often do, diverge. [...] Those who control the destinies of the
modern corporation own so insignificant a fraction of the company's stock that the returns

- from running the corporation profitably accrue to them in only a very minor degree. The

" stockholders, on the other hand, to whom the profits of the corporation go, cannot be
motivated by those profits to a more efficient use of the property, since they have surrendered

3 Michael B. ‘Dorff “Softening Pharaoh’s Heart: Harnessing Altruistic Theory and Behavioral Law and

Economics to Rein in Executive Salaries” (2003) 51 Buffalo L. Rev. 81 1 at 813.

See Jensen and Meckling, supra note 481 at 308 :

3 Ibid. :

5 Ibid. :

7 See ibid. at 307: “Agency costs are the costs a principal faces as a consequence of suboptimal behav1our
associated with outside capital.”

In any relationship where the’ prmcipal and agent do not have the same interests, "agency costs” result. Agency
costs include two components: first, the costs of the divergence between the agent's actual decisions and those
‘decisions which would have maximized the principal's welfare (the "residual loss"); and second, those: costs
incurred by the parties in efforts to constrain thlS dlvergence see ibid. at 308-309.

. 484

488

49 Iacobucc1 supra note 482 at 491.

40 Alarie, supra note 96 at 47.
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’ all disposition of it to those in control of the enterprise. The explosion of the atom of property
destroys the basis of the old assumption that the quest for prof ts will spur the owner of
industrial property to its effective use.”*”’

Put another way, the problem with minimal managerial ownership of the firm is that the
executive does not bear the full costs of behaviour that, while pr‘ivete‘ly beneﬁcial-tel the
manager, may be detrimental to the corporation and, thus, to the shareholder.*? As the number
of shareholders in a corporation increases and this separation between management and share
‘vownership widens, the incentive for managers to engagein'opportunistic behaviour also grows.
If executives are shareholders at all, the size of their interest, typically, is very small relative to
the aggregate of all shareholder interests, so the proportion of loss to them associated with acting
in ways that further thei‘r_ own interests at the expense of the corporation's is correspondingly
small.* | ‘

The agency -costs associated with the separation of ownership and control of the
.corporation reduce the efficiency of corporate decision making and creete the risk of

inappropriate managerial behaviour.***

In general, there are two ways in which the executive
may act to the detriment of the shareholders creating agency costs.*” First, the executive may
actively divert corporate assets and income through self-dealing transactions.**® Alternatively, he
may shirk his responsibilities or make poor business decisions.*’ The risk of diversvion‘and
shirking is the price of operating the corporétion through executives as agents.*”® Thus, there is a
need for control mechanisms in order to ‘prevent executives from entering into contracts that are
detrlmental to shareholders as they cause excessive agency costs.
‘Before I tumn to the different theoretical approaches that address the etgency problem with a

view to executive compensation, .it should be noted that the capltal structure of Canadian

corporatlons fundamentally differs from that of the U S. corporate culture In contrast to the U.S.

“1 Berle and Means, supra note 476 at 7-9.

Tacobucci, supra note 482 at 492; Jensen and Meckling, supra note 481 at 308.
See VanDutzer, supra note 185 at 252.

See, for example, Alan R. Palmiter, “Reshaping the Corporate Fiduciary Model: A Dzrectors Duty of
Independence” (1989) 67 Tex. L. Rev. 1351 at 1367; Rehnert, supra note 387 at 1160; Jill E. Fisch,
“Fundamental Themes in Business Law Education: Teaching Corporate Governance Through Shareholder
Litigation” (2000) 34 Ga. L. Rev. 745.at 797.

5 Mark J. Roe, “Corporate Law’s Limits” (2002) 31 J. Legal Stud. 233 at 242; Rehnert supra note 387 at 1157.

6 See Ralph K. Winter, “State Law, Shareholder Protection, and the Theory of the Corporation” (1977) 6 J.
Legal Stud. 251 at 258.

“7 Rehnert, supra note 387 at 1157.
% Palmiter, supra note 494 at 1367.
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structure of wide dispersion of shares, more than 70 per cent of Canada’s public corporations are _
not legally or de facto controlled by the public, but rather by an individual or a family or another
small group of shareholders.””® Also, a series of Canadian corporations are part of a larger
corporate group with directvmaj-ority control over the affiliated corporation. Thus, the Canadian
capital market consists of a majv_ority of thinly-traded companies, with little or no ‘instituti'onal

investment.>®

According to a survey in 1990, of those companies that were listed on the Toronto
‘Stock Exchange,”®' a majority had a single shareholder with legal control and more than three-
quarfers of the listed companies had either a single shareholder or a small group of three or less
shareholders with either legal control or effective control of the corporation.502 Moreover, in
1990 only 14 per cent of the c_ompaﬁies listed on the TSX were widely held, and of all publicly
traded companres on Canada’s exchanges, only 5.4 per cent were widely traded and .had
significant institutional shareholder holdings.s'03 Additionally, in Canada, there is a much higher
propo.rtic_m of corporations with restricted voting or non-voting stock such that the owner of a
‘minority of the equity owns the voting shares. | |

Given that different capital structure in Canada, the separation of ownershjp and control
does not exist to the same extent as it does in the U.S. capital market. In Canada, the majority
shareholder or group of shareholders are more likely to capture most of the gain from monitoring
management, leading to a decrease of the disprbportion between the costs and benefits of
monitoring. In addition, since a single majority shareholder will posses legal or at least de facto
‘control over the directors” election, the controlling shareholder can impose discipline on self-
dealing managers by way of non-re-election or even rembval from the board. Thus, for mbst of
the publicly traded‘ Canadian corpdrations, the prbblem is not the inability of widely dispersed
~ shareholders to effectively monitor the managerial conduct, but rather that of an alliance between
the management and. a majority or controlling group of shareholders that might conduct the

corporate affairs so as to the disadvantage of the minority shareholders or other corporate

49 Robert D. Brown, “Does Canada Have a Problem with Executive Compensation?” in lacobucci with

Trebilcock, supra note 89, 60 at 68. Also, a number of the most highly paid C.E.O.s of Canadian corporations
are either individually or through family groups in control of their companies. See Jeffrey G. Maclntosh,
“Executive Compensation: The Importance of Context” in lacobucci with Trebilcock, supra note 89, 88 at 97.
Ronald J. Daniels and Jeffrey G. Maclntosh, “Toward a Distinctive Canadian Corporate Law Regime” (1991)
.29 Osgoode Hall L. J. 863 at 873.

_The Toronto Stock Exchange will be referred to hereinafter as “TSX”.

Daniels and Maclntosh, supra note 500 at 884.

3 Ibid. at 877. :
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stakeholders.®® In Canadian capital markets, the conflict is not between managers and
shareholders, but rather between controlling shareholders and non-controlling shareholders over

transfers of wealth or use of the corporation for the non-pecuniary ends of the majority

| shareholder.”® Clearly, however, these differences do not lesson the need for corporate

governance tools to protect the legitimate interests of minority shareholders and for securities
regulation to protect market confidence and investors, as also in Canada executive compensation

and severance agreements create agency costs that have implication on the shareholder value, be

it that of a majority or a minority shareholder. Especially an inside director who is at the same

time a shareholder of the corporation, might be inclined to divert corporate assets to himself by
way of high compensation and severance agreements to the detriment of a11 mlnonty
shareholders who are unable to Ob_] ect that transactlon through general shareholder participation
due to the lack of necessary votes.

Therefore, when assessing the Canadian legal regime of control over executive severance
agreements and “golden parachute®, special focus will have to lie on legal constraints with a

view to the interests of that group of shareholders as well as to respective remedies.

2. Two Approaches to Corporate Governance

With respect to ccntracts regarding executive compensa_tion -in general or executive
severance agreements in narticular, in'common law jurisdiction such as the U.S. and Canada
legal scholars have used two different theoretical approaches as to the assessment of how
effectively the agency problem is addressed through those  agreements by contemporary
corporate governance. In common law jurisdictions such as the U.S. and Canada, scholars have
used mainly 'two_ theoretical tools to analyze the issues concerning executive compensation.
Whereas mainly financial economists have first approached the topic of executive compensation
506

by looking at it as a means that optimal aligns the interests of executives and shareholders,

others have based their proposals for governance improvements on the theory that executives

~ °* Ronald B. Davis, “Fox in S-Ox North, a Question of Fit: The Adoption of United States Market Solutions in

Canada” (2004) XXXIII (3) Stetson Law Review 955 at 982.

%% Ronald J. Daniels and Paul Halpern, “Too Close for Comfort: The Role of the Closely Held Publzc Corporation
in the Canadian Economy and.the Implications for Public Policy” (1991) 26 Can. Bus. L. J. ‘11; Daniels and
Maclntosh, supra note 500 at 885.

306 «Optimal contract approach”, see supra note 91.
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have the power to use executive compensation agreements to generate personal benefits.>®” In the
following, I will present the main arguments of each of the approaches as a basis for further

discussions in the course of the thesis.

a) Optimal Contract Approach

Mainly- financial economrsts have ﬁrst approached that topic by the so-called “optimal
contract approach”.508 Accordlng to that first approach, executive compensation arrangements, in
general, are viewed as instruments used in the shareholders’ interest to address and, in the best
case, eliminate the agency problem within the company.509 Proponents argue that the board of
-directors contributes to the attempt to maximize shareholder value by establishing optimal
~ incentives for the executives in terms of the different features of their compensatlon package.’!
Therefore, executive compensation practices are regarded as a desrgnated measure to minimize
the agency costs and serve the management’s objective of maximizing shareholder value.

Under the optimal contract theory, an optimal executive. cornpensation contract would be
the result of at arm’s length negotiations between the board of directors and the executive. Such
an optimal contract would be concerned with attracting and retaining highly qualified executives,
providing executives with incenti\tes to exercise sufficient efforts to generate maximum
shareholder value, and to minimize the overall agency costs. Supporters of this approach claim
_that the parties involved in the bargaining process are constrained from deviating from optimal
compensation in terms of influence by the different eXisting market forces. In their view, the
markets for managerial labour, corporate control, capital and products effectively align
executives’ and shareholders’ interests.”'' Accordingly, no legal intervention in the corporate law

arena is regarded to be necessary as the existing market mechanisms largely suffice to monitor

07 «“Managerial power approach” see supra note 92.

Supra note 91.

Ibid. See also other important early works such as Stephen A. Ross, “The Economic Theory of Agency The

Principal’s Problem” (1973) 63 Am. Econ. Rev. 134; James A. Mirrlees, “7) he Optimal Structure of Incentives

and Authority within an Organization” (1976) 7 Bell J. Econ. 105; Bengt Holmstrom, “Moral Hazard and

Observability” (1979) 10 Bell J. Econ..74; Bengt Holmstrom, “Moral Hazard in Teams” (1982) 13 Bell J. Econ.

324; Steven Shavell, “Risk Sharing and Incentives in the Principal and Agent Relationship” (1979) 10 Bell J. .
Econ. 55; Sanford J. Grossman and Oliver D. Hart, “An Analysis of the Principal-Agent Problem” (1983) 51
Econometrica 7;. Dilip Mookherjee, “Optimal Incentive Schemes with Many Agents” (1984) 51 Rev. Econ. Stud.
433.

10 1bid,

1Y See, for example Easterbrook supra note 91 at 543-53; Daniel R. Fischel, “Race to the Bottom Revisited:
Reflections on Recent Developments in Delaware’s Corporatton Law” (1982) 76 Nw..U. L. Rev. 913 at 916-20;
Fama, supra note 478 at 289.
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executive behaviour and, thus, to prevent executives. from diverting corporate assets by way of
.excessive compensation agreements.512 '

First, it is argued. that there exists a competitive labour market for executives imposing
constraints on the degree to which executives can exercise control over contracts regarding their
compensation. According to this view, there are three main ways in which the bargaining power
of executives is restricted by the labour market. Not only are there rnany potential executives in
the free labour market, but also is infornﬁation about past performance easily available for
corporations seekrng new executives. Further, mandatory disclosure laws are regarded as a
-mecha‘nism to publicize the prevailing market rates for executive cornpensation.5 13 Secondly, -
supporters of the optimal contract theory argue that the market for corporate control serves as an
effective constraint on the exercise of bargaining power by the executive.”'* They hold that if
" executive compensation is considerably eXcessive, competitors will recognize the 'potential of
future profits if the compensation can be reduced byv' installing new executives as a result of a
corporate takeover. Thirdly, a further potential constraint on managerial behaviour is regarded to
be the product market: In a competitive product market inefficient managerial behaviour is

regarded as likely to produce competitive dlsadvantage shnnkrng profits and business failure.”’
Additionally, a payment of a speciﬁc amount of money to the executives is regarded as
necessary in order to impress upon them the social costs and benefits associated with the quality
of their performance”'®. The incentive argument is that the benefits accrﬁing to the executive by
his compensation will have to be precisely offset by the increase in the value the executive
generates with additional work effort.’”
| Finally, in the event that compensatlon arrangements are viewed not to be optimal for
shareholders, the optimal contract theory asserts that the existing shareholder remedies of
corporate law are sufficient a mechanism to p_r‘otect_' the shareholders” interests of maximum

profit.’ '8 Accordingly, no further legal restrictions on managerial behaviour are necessary to

prevent the executive from generating excessive personal benefits from his compensation

2 Ibid. '
1 Those three ways are summarized and discussed by Alarie, supra note 96 at 49.

Easterbrook, supra note 91 at 564-70; Henry G. Manne, “Mergers and the Market for Corporate Control”
(1965) 73 J. Polit. Econ. 110.

See Easterbrook, supra rote 91 at 557.
~  See Alarie, supra note 96 at 48.
7 Ibid. at 50-51.
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The remedies available for shareholders will be discussed in more detail infra at I
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agreement.

b) Managerial Power Approach

Proponents of the “Managefial Power Approech”, in contrast, claim that executives have in
fact the ability to influence their own compensation arrangements and that a broad array of
legisiation and regulation is neces_sary' in order to appropriately constrain the executive’s
beh.avi'our.v5 ' Under the the managerial power approach, executive compensation is not regarded
as a means to minimize the agency costs arsing within the coporation, but rather as a parf of the
agency problem itself in terms that the executives use the compensation package to provide
themselves with lucrative rents.”*’ Due to the high degree of power and influence of executives
in the recent structures of corporate governance, the notion of an independent board of directors
~ acting at arm’s length has been assumed by these commentators to be a mere legal fiction rather
than being the rule in reality. 21

In their substantial work, Bebchuk, Fried and Walker bring forward a series of arguments
to present the limitations of the optimal contract approach as support for their thesis that
'executives in fact have the power to influence the bargaining process with the board of

>?2 The authors argue that, although some market constraints may exist, they do not |

directors.
constitute sufficient restrictions on managerial behaviour.’” As for the managerial labour
market, their assertion is that-there is no effec'tiVe labour market for executives as most of the
positions for executives are filled internally.’** Additionally, it is. argued that, given the existence
of some market for executives, the possibility of being hired for another executive position is
unlikely to deter the executive from self-dealing.szs. C.oncerning the market for corporate control,
‘the authors propose that a takeover threat. is unlikely to vdiscourage managers from seeking to

divert corporate assets-to their own benefits, as the proportional relationship between the increase

Y9 See, for example, Victor Brudney, “The Indepena’ent Director — Heavenly Czty or Potemkin Vzllage” (1983) 95

Harv. L. Rev. 597 at 610; Bebchuk et al., supra note 92 766-769.

“Rents” as used as in economic term under this approach has the meaning of a value in excess of that which
executives would receive as compensation under the optimal contract approach, see Bebchuk et al., supra note
92 at 784.

One. of the first critics of the traditional concept of corporate governance was Myles Mace, Directors: Myth and
Reality (Cambridge: Harvard Business School Press, 1971).

522 Bebchuk et al., supra note 92 at 764-783.
B Ibid. at 774-779.

24 Ibid. at 776, citing Melvin A. Elsenberg, “The Structure of Corporatzon Law” (1989) 89 Col. L. Rev. 1461 at
1495. . _ :

B Ibid. at 776 .

520

521

- 98




C HA‘PT ER 3: Legai Constraints on Executive Severance Packages

-effective.

‘of the takeover risk and the reduction of firm value is rather small.’*® Further, with respect to the

potential constraint on 'managerial behaviour caused by'product markets, Bebchuk et al. argue
that the redistribution of firm proﬁts from shareholders to executives has no significant effect on
the operational efficiency of the corporation. 327

As far as the optimal incentives for executive performance are concerned, several

" commentators have supported their approéch against the optimal contract theory by delivering -

empirical evidence that executive compensation in the past corporate practice did not relate

closely enough to performance.’”®

With respect to performance-based pay, in particular the
tendency to provide executives with stock options has been heavily critized, although stock
options have long been regarded as one of the strongest tools for compensation under the optimal
contract approach.’”. In th1s context; Bebchuk et al. have especially criticized the rare use of so-
called “reduced- wrndfall options”, i.e. options with features that screen out effects beyond
managers’ control.”® |
Moreover, the supporters of the managerial power approaeh'assert that the mechanisms
available for shareholders to challenge executive compensation agreernents are not sufﬁciently
>3 Neither the judicial review by way of the derivative action nor the ability for

shareholders to vote against stock option plans are regarded sufficient to impose much of a

- constraint on the risk of managerial misbehaviour.5 32 In fact, as we will see, the legal institution

of the business judgment rule does impose an essential obstacle to judicial review of the

533
d )

transactions concerned.” Furthermore, as the classical executive compensation scheme and,

therefore, also the severance structure, consists of several parts of remuneratrion of which stock

optionis are only one part, shareholder opposition by vote against the stock option plan indeed

2 Ibid. at 777.

527 Ibid. at 778. See also Eisenberg, supra note 524 at 1489,

528 See Michael C. Jensen and Kevin J. Murphy, “Performance Pay and T op—Management Incentives” (1990) 98 J.

“Pol. Econ. 225 at 227; Ramy Elitzur and Paul Halpern, “Executive Compensation and Firm Value” in Ronald J.
Daniels and Randall Morck eds., Corporate Decision Making in Canada (Calgary: University of Calgary Press,
1995); Xianming Zhou, “CEQ pay, f irm size, and corporate performance: evidence from Canada” (2000) 33
Can. J. Econ. 213 at 215.

Supra note 96.
Bebchuk ef al. supra note 92 at 797.
P Ibid. at 779-783.
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Shareholder remedies such as derivative actions, however, do exist and are available for shareholders to
challenge any agreement between the executive and the corporation. Their effectiveness as a remedy to prevent
managerial self-dealing with respect to severance agreements will be exammed in more detail infra at I11. 3.

3 See infra atI1. 2. ¢).
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seems to be-only of limited effectiveness in ehallenging_ the agreement as a whole. |

The arguments brought forward so far by both theories may be subject to intense judicial
debate. Especrally the conclusion drawn by Bebchuk et al, that executwes use their managerial
power to extract rents by way of compensatron agreements has already been in the focus of
cr1t1csrn_.534 And although one might agree with the proponents of the optimal contract approach
-that there exist certain market forces that might serve as restrictions to rnanagerial behaviour
regarding executive ‘compensation, those forces . do not seem likely to suffice as optimal
constraints to managerial influence on the bargaining process. When comparing the concepts of
both approaches I am sympathetic with the conclusion that the approaches cannot be seen from
an alternative perspectrve In fact, executive compensation agreements can be regarded to be
cumulat1vely shaped both by market forces that push towards shareholder value-maximizing
~ outcomes, and by managenal influence that leads departure from the optimal model of arm’s
length bargaining to the direction favourable to the executive. As even Bebchuk er al. concede,
“the managerial power approach merely implies that compensation practices cannot be
adequately explained by optimal contracting alone”. 535 o
However the hypothesis of the managerral power approach that executwes have the power

336 The most -

.~ to influence both the level and the structure of their compensation is 1ndlsputable
compelllng argument in favour of that conclusion has not been mentioned yet. According to the .
managerial power approach, most of the decisions concerning executive compensation are not
made by truly independent boards in legitimate arm’s length negotiation due to the deficiencies
of the present regirne of corporate law governing the process of setting executive
compensation.’ 37 Whereas the board of directors. under the traditional model of corporate
governance is supposed to establish the basic corporate objectives and policies, to critically

analyze management and to select future executives of the company, empirical research has

shown that none of these fundamental principles are duly respected in practice.”®® Most of the

> See Murphy, supra note 92.

Bebchuk et al., supra note 92 at 755.
36 See also Murphy, supra note 92 at 851.

7 See Bebchuk et al., supra note 92 at 765-774.
538

535

See, for example, Mace, supra note 521; Melvin A. Eisenberg, The Structure of the Corporation: A Legal
Analysis (Toronto: Little, Brown and Company, 1976) at 148-75; Brudney, supra note 519 at 597. This
empirical evidence has been proven to remain the case recently by Anil Shivdasani and David Yermack, “CEQ
Involvement in the Selection of New Board Members An Empzrzcal Analysis” (1999) 54 (5) Journal of Finance
1829.
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‘the corporation rests upon the board of directors.

- 542

boards of directors delegate responsibility for setting performance targets, strategies and policies
to their executi‘ves.539. Secondly, most directors reveal a tendency not to question the acts. of
management performed by the executives, except for those directors who own a substancial
percentage of shares of the company supervised.540 As to the selection of new executives,

research has shown that it is often the outgoing C.E.O. who recommends his successor to the

- board of directors.”*' Even more, as executives now also seem to be involved in director

selection, the directors newly selected are likely to be less independent and to monitor executives
less aggressively which can cause a serious conflict of interest.>** All these developments

illustrate that managers with power are able to negotiate executive compensation packages and

lucrative severance agreements that might be in excess of what they would receive under optimal

contracting circumstances.>*

I will focus on the critized principles for setting executive compensation in the following
section. My ﬁnding there that the present régime creates certain conflicts of interests for the
parties involved in the process will serve as a basis for the subsequent survey of the effectiveness
of the exi.stingvconstraints the law imposes on the bargaining behaviour of executives when

exercising their powers.

3. The Legal Regime Governing Contracts between Executives and the
Corporation
As a general rule, the board of directors exercises all corporate powers and is required to
manage or supervise the management of the business and the affairs of the c-orporati‘on.544
Accordingly, the legal responsibility for entering into é contract with an executive on behalf of
543 Within its competence, the board of directors

i1s charged with setting the executive. compensation which also includes the responsibility for

% Mace, supra note 521.-

0 1bid.

! Ibid. See also Myles Mace, “Directors: Myth and Reality -- Ten Years Later”, (1979) 32 Rutgers L. Rev. 293 at
297.

See Shivdasani and Yermack, supra note 538 at 1831.
See Bebchuk er al., supra note 92 at 783.
544 See, for example, Section 102(1) CBCA.

543

. % See Section 125 CBCA.
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négotiating severance or “golden paradhute provisions” and “goldén handshake” agreements.546
The deqisibns relating to both the structure and the level payable to executives are at the
exclusive discretion of the board of directors:>*’ Unless otherwise provided in the corporate
articles, by-laws or an unanimous shareholder agreement, directors of a corpbration"can establish
the remuneratlon of executives without shareholder approval. 548 _

When exercising its authorlty, the board of dlrectors must act as a collective organ. 249 The
board is bound by the procedures set out in the corporate statute and must always comply with
_any notice and quorum requirements established for the decision making process.””® Thus, as a
general principle, a resolﬁtion by the entire board of directors is heéessary. The board usually
acts by a majority vote at formally held meetings. Individual directors, in contrast, have no
inherent authority to bind the cdrporation. However, pursuant. to most corporate statutes, the
articles, the by-laws or any unanimous shareholder agreement can provide for the delegation of
: thaf authority to a managing director, any other officer or a special board committee.>’

- One of the leading principles of rhany corporate governance models is the independence of
. the board of directors from management. The importance of the independehce of the board has
developed from the conviction that directors who have no relationship with management: and
who do ndt owe their positions . on the board to' management are best able to monitor
' management’s performance and to intervene when it is in the best interest of the corporation to -
do so.”* Regarding the process of setting executive compensation, the optimal contract approach
assumes that the directors act adversarially and independently only in the best interest of the
sha_mhold'ers.'553 Thé board is yiewed as ‘serving shareholder interests exchisively_by bargaining

with the executive at arm’s length. However, this optimal assumption of an independent board of

directors is rebutted in practice due to the existence of several conflicts of interests and other

54§ See also Laura Lin, “The Effectiveness of Outside Directors as a Corporate Governance Mechanism: Theories
and Evidence” (1996) 90 Nw. U.L. Rev. 898 at 928. -

‘See, generally, Stikeman, Elliott, supra note 134 at § 11.82.

% Ibid. at §20.147.

9 Mark Gillen, Brian Chefﬁns Jeff MacIntosh, Ann McLean, Lisa Philipps, Jean Turgeon and Mary Ann
Waldron, Corporations and Partnerships: Canada (Deventer and Boston: Kluwer Law and Taxation
Publishers, 1994) at s. 288 (p. 107).

30 Giannotti v. Wellmgton Enterprises Ltd. (1997), 69 A.C.W.S. (3d) 84 (Ont. Ct (Gen. Div.)).

B See, for example, Section 125 CBCA. However, note that the power to delegate authorlty is restricted by
Section 115(3) CBCA.

Carol Hansell, What Directors Need to Know: Corporate Governance (Toronto Carswell 2003) at 70
See Bebchuk et al., supra note 92 at 764.
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. . 4
deficiencies.>

a) Presence of Inside Directors

First, U. S. and ‘Canadian corporate law allows directors to also be employees and, in
particular, officers of the corporatlon > Directors who are also part of the management of the
company are commonly referred to as “inside directors”, whereas directors who are not currently
~employed by the corporatlon as executives or otherwise are regarded as “outside directors”. %6 As
most of Canadian corporate law statutes only require some of the directors to be outside
directors,”’ most of the boards of directors in fact cons1st of both, inside and outside directors. 538

The presence of inside directors creates an apparant conflict of interest as soon as the
director is involved vin the process of setting the compensation for himself as an executive of the
corporation. Voting on his own compensation constitutes an excellent opportunity for self-
dealing as the law does not distinguish between outside and inside directors. Rather, the board is
responsible for-the decision as a whole, not preventing the insider from participating in the
voting process on his own compensatioh. Section 120(5)(a) CBCA allows the inside director to |
vote eilen though the resolution relates primarily to his own remuneration as a director, officer,
or other sort of employee of the corporation. Thus, the insider may be inclined to févour his
personal interests for profits over the shareholders' interests 'receiving a maximum of shareholder
value. In general, due to pure self-interest, inside directors are unlikely to participate
~ independently and critically in effective evaluation and momtorlng of executlves 1nclud1ng the

process of negotiating executive compensation agreements. 559

> 54. In faet, executive compensation is regarded to be “probably the most- frequently recurring conflict-of-interest

situation with which the board [of direcors] must deal.”, see Lin, supra note 546 at 905. See also Charles M.
Yablon, “Bonus Question — Executzve Compensation in the Era of Pay for Performance” (1999) 75 Notre Dame
L. Rev. 271 at 271/272.

For Canada, see Section 102(2) CBCA e contrarzo Case law includes Montrela Puplic Service Co. v.
Champagne, (1916), 33 DLR 49 (P.C.); Read v. Astoria Garage (Streatham) Ltd. [1952] 1 Ch 637; Southern
Foundries (1926) Ltd. v. Shislaw [1940] A.C. 701; Shindler v. Northern Raincoat Co. [1960] All E.R. 239
(C.A); Warren v. Superior Engravers Ltd. [1941], 1 D.L.R. 323 (Ont. C.A.); Motherwell v. Schoof, [1949]
D.LR. 812 (Alta. S.C.); Ringuet v. Bergeron (1960) 24 D.L.R. (2™) 449 (S.C.C.).

‘See Lin, supra note 546 at 900; Hansell, What Directors Need to Know: Corporate Governance, supra note 552
at 74. o

%7 See, for example, Section 102(2) CBCA.

> See Iacobucci with Trebilcock, supra note 89 at 36. See also the annual reports of corporations hsted on the
Toronto Stock Exchange, disclosing the structure of their boards of directors. Many reports are avallable online
through the Toronto Stock Exchange’s web site at <http://www.tsx.com>.

See Michael C. Jensen, “The Modern Industrial Revolutzon Exit and the Failure of Internal Control Systems”
(1993) 48 J. Fin. 831 at 865.
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‘b) Compensatlon Commlttee \

The boards of dlrectors of many North American corporatlons have addressed that
- potential conflict of interest by establishing special compensation committees. Corporate by-laws
of those corporations assign the responsibility for setting execuﬁve compensation to a committee
that consists of three to. five outside directors.’® The rationale for that approach is that .only
outside directors shall be responsible for establishing the appropriate contracting structure, the
level and mode of compensation, -ahd the performance targets for top managemeht and,
accordmgly, make independent recommendations regarding the board of dlrectors as a whole.>®!
Despite the nominal independence of most compensation commlttees however insider
| conflicts still exist that may result in self-dealing rather than in arm’s length dec151ons. The major
problem is the remaining influence of rhanagemerit over the composition and decision making
‘process of the compensation committee. One reéson for such influence is that usually the C.E.O. -
is a member of the compeneation committee ex ojj‘icio.5 62 it is.commonly not the committee who
* takes the initiative in designing executive compensation agreements, but rather the C.E.O. who
makes the initial compensation suggestions to the corhpensation ‘com_mitteeto deliberate.’®® The
compensation committee’s role is typically limited to reviewing, analyzing, approving, or

%% In addition, executives still have a

revising proposals recommended by the management.
remarkable influence over the process of selecting and appointing-outside directors, who will
form the pool of candidates for the compensation committee. Although formally the shareholders |

elect the directors by shareholder vote,*® the shareholders have little input into the proxy process

5 Tacobucci with Trebilcock, supra note 89 at 36; Bebchuk et al.; supra note 92 at 765; Randall S. Thomas and

Kenneth J. Martin, “The Effect of Shareholder Proposals on Executive Compensation” (1999) 67 U. Cin. L.

Rev. 1021 at 1026; In the U.S., for instance, nine out of ten large pubhc companies have an executive

compensation commiittee, see Rehnert supra note 387 at 1150
561 Rehnert, supra note 387 at 1150

362 paul Mllgrom and John Roberts, Economzcs Organization and Management (Englewood Cliffs: Prentlce Hall,
1992) at 434, ‘
Tacobucci with Trebilcock, supra note 89 at 37; Rehnert, supra note 387 at 1150. The C.E.O. can also indirectly
influence the decision by the compensation committee by retaining a compensation consultant on behalf of the
company, see infra at c). The reliance on the report of the consultant may constitute a defence for the directors.

"~ However, the retention of those consultants increases the level of a potential conflict of interests and, therefore,
requires additional and independent considerations of the board, see UPM-Kymmene Corp. v. UPM-Kymmene
Miramichi Inc., supra note 389. See also infra at c). :

564 See Rehnert, supra note 387 at 1150. ’

%5 See, for example, Section 106(3) CBCA.
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for director appointment.5-66 In most cases; candidates for directorship are selected by a

357 In most elections of

nomination committee, which is established ‘by the board of directors.
dlrectors in pubhcly—held corporations, shareholders simply Vote for Whomever is proposed by
the board or the company’s nominating committee.’ 68 It has been found that, desplte the
increasing use of nominating committees chaired by an outside director, the C.E.O. of the
corporation still has tremendous influence over the nomination of board members.*® Often, the
C.E.O. formally serves on the nomination committee himself.’® And even where the C.E.O.
* does not sit on the nominating committee, his influence on the nomination process is still
generally thought to be corrsiderable as C.E.O.s have 'strorrger ecﬁonomic-in_centives to dominate
than boards have to resist that domination. °’' Accordingly, the CEO can use his power and
influence to encourage the appomtment of 1ndependent directors who are rather unlikely to
challenge his compensation. 572 /

Even more, in many corporations the C.E.O. is also the chairman of the board of

% Thomas and Martin, supra note 560 at 1027 With the exception of approval for stock option programs,

shareholder can voice their opinions to the board of directors in a variety of ways before and after the package is
‘approved, but this only indirectly affects the outcome of the process.

367 See Jayne W. Barnard, “Shareholder Access to the Proxy Revisited” (1990) 40 Cath. U. L. Rev. 37 at 38;

Bebchuk et al., supra note 92 at 767. ‘
Stuart Rosenstein and Jeffrey G. Wyatt, “Outside Directors, Board [ndependence and Shareholder Wealth”
(1990) 26 J. Fin. Econ. 175 at 176-77.

% See Dorff, supra note 483 at 844; Lin, supra note 546 at 913 note 80. See also Brian G. M. Main, Charles A.
'O’Reilly, 111, and James Wade, “The CEO, the Board of Directors, and Executive Compensation.: Economic and
Psychological Perspectives” (1995) 4 (2) Industrial and Corporate Change 293 at 302; Brudney, supra note 519
at 610 note 39; Benjamin E. Hermalin and Michael S. Weisbach, “Endogenously Chosen Boards of Directors
and Their Monitoring of the CEO” (1998) 88 Am. Econ. Rev. 96 at 97.

See Shivdasani and Yermack, supra note 538 at 1834; Carl T. Bogus, “FExcessive Executzve Compensatzon and
the Failure of Corporate Democracy” (1993) 41 Buff, L. Rev. 1 at 34, citing a survey with an admittedly small
sample size that found 90-100% of all directorial candidates were recommended by the C.E.O.; Perry and
Zenner, supra note 89 at 135-36. :

Shivdasani and Yermack, supra note 538 at 1834, report that desprte a trend of compames removing C.E.O.s
from board nominating committees, C.E.O.s still have a significant impact on the nomination process. See also
Perry and Zenner, supra note 89 at 135-36, quoting the findings of Shivdasani and Yermack; Main, supra note -
569 at 302-03; Bebchuk et al., supra note 92 at 767; Susan J. Stabile, “One for A, Two for B, And Four Hundred
for C: The Widening Gap In Pay Between Executives And Rank And File Employees™ (2002) 36 U. Mich. J.L.
Ref. 115 at 128

Bebchuk et al., supra note 92 at 767. Directors who sit on compensation committees have themselves admitted
that the committees are “in the pocket of the C.E.O.s.”, see’ Stabile, supra note 571 at 128, quoting Laura S.
-Unger, “This Year's Proxy Season: Sunlight Shines on Auditor Independence and Executive Compensation”
address before the Center for Professional Education (June 25, 2001), available online at
<http://www.sec.gov/news/speech/spch502.htm> (last visited January 10, 2005), citing admission of directors
sitting on executive compensation.committees. See also Carol J. Loomis, “This Stuff Is Wrong” Fortune (June
25, 2001) at 72 quoting compensation committee members who suggest that they feel helpless to curb executive

pay.

568

570

571

572



http://www.sec.gov/news/speech/spch502.htm
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directors.’” This insider situation creates the most obvious conflict of interests as the C.E.O. has

an extremely wide control over the composition of the board of directors and its respective
special committees. Evidence has ‘been found _thét executive compensation is higher in
-~ corporations where the C.E.O. is also the chairman of the board.”’* Thus, having an executive
with the dual capacity of chairman and C.E.O. has been compéred‘to be “like grading your own
papers”. 575 ' | ‘ '

As a result, in many cases the executives have a ‘great deal of influence of the director .‘
selection process. As a matter of coﬁvenience, management may exercise its power and control
in order to select people. for directorship whb, although formally considered to be independent
outéide difectdrs, tend to defer to.the C.E.O., allowing the latter to readily pursue privafe;
‘incentives. In fact, many outside directors are far from being independent. For instance, the
influence of executives over the composition of the boards of directors has led to ‘the
phenomenon referred to as “interlocking directorships”.’ 7 A large number of outside directors
who serve on the compensation committee are also C.E.O. of other corporaﬁons on whose
" boards the C.E.O. serves as an Qutside _director.5 "7 In this situation, each director has_ a reciprocal

578 If, in their role

interest in not challenging each other’s authority arouhd the boardroom table.
~as C.E.O., they want their own companies; board to remain passiyé, they have only little
incentive to oppose management’s desire when they sit on.the board -of directors of other
‘corporations.””® Besides, by approving a relatively high compensation for their fellow C.E.O.,
those diréctors are likely to implicitly justify their own remuneration as C.E.O. of a different

corporation or, at least, increase the comparable compensation baseline for future negotiations.”®®

373 Iacobucc1 w1th Trebllcock supra note 89 at 37.

See Kevin Hallock, “Reczprocally Interlocking Boards of Directors and Executive Compensation” (1997) 32 J
Fin. & Quantitative Analysis 331 at 332.

57 See Brigid McMenamin, “Safety Valve” Forbes (May 23, 1994) at 143, quotmg the General Counsel to the
California Public Employees” Retirement System.

See Iacobucci with Trebilcock, supra note 89 at 37; Hallock, supra note 574 at 332; Charles M Elson,
“Executive Compensation — A Board-Based Solution” (1993) 34 (5) Boston Coll. L. Rev 937 at 942; Dorff,
supra note 483 at 845.

77 Elson, supra note 576 at 942; Dorff, supra note 483 at 845,

VanDutzer supra note 185 at 255. :
Dorff, supra note 483 at 845. Warren Buffet has famously stated that “[t]here is a tendency to put cocker
spaniels on compensation committees, not Doberman pinschers.”, quoted in Keith Naughton, “The Perk Wars:

As Jack Welch's retirement deal sparks an investor backlash, perks could become the new stock options”
Newsweek (September 30, 2002) at 44. :

%0 See Bebchuk et al., supra note 92 at 769.
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¢) Compensation Consultahts_ | |
Another problem with the potential influence of executives rests with the ihcreasingly |
frequent use of corhpensatioﬁ consultants who are .supposed to assist the co’mpenéation '
committee. ' | | |
Without a doubt, the design of the optimal executive compensation package is difficult.
Due to the unique position of the C.E.O. and other top executives, most of the compensation
committees have no internal reference to what is being a reasonable, if not optimal compensation
for the executives of their corporat.ion.581 The only benohmark available 1s external in terms of
~ compensation of executives of comparable companies.’®? Therefore, many compensation
committess have outside compensation consultants compiling compensation" surveys on the
committees behalf.’® From the optimal _vcontracting point of view, compensation consultants are
considered to contribute expertise on the design of compensation agreements by conducting data
that Woﬁld not be shared directly among companies.’® The use of outside compensation
consultants grants directors the psychological benefit that they can easily ratio_nalize the amount
of compenéation, both to themselves and shareholders as being the product of independent
external advice. ' | -
However, it is obvious that hardly any board of directors believes its C.E.O. to deserve less
- than the average level of compensation and, therefore, is prepared to pay less compensation than
comparable executives receive. In contrast, as an inc.entive for the executive to outstanding
performance, the board might be willing to set up a compensation scheme that is slightly above

585

the average compensation determined by the market survey.” - Thus, there is a risk that the use

81 As compensation committees often are composed of uninformed directors who serve as executives in other

corporations they often lack technical expertise in compensation issues, see Barris, supra note 150 at 76.

See Stabile, supra note 571 at 131.

See Dorff, supra note 483 at 855; Iacobuccx supra note 482 at 496. Accordmg to a recent study of the use of
compensation benchmarking, at least 65 percent of U.S. corporations use compensation consultants, see John
M. Bizjack, Michael L. Lemmon, and Lalitha Naveen, “Has the Use of Peer Groups Contributed. to- Higher
Levels of Executive Compensation?” working paper (November 15, 2000), available_ online -at
“<http://papers.ssrm.com/id=252544> (last visited on January 12, 2005) at 44.

Of course, companies participate in the compensation surveys only on the basis that individual firm data is kept
confidential, see Bebchuk ef al., supra note 92 at note 95.

See Stabile, supra note 571 at 131-132 notes 64 and 65, citing authorities for empirical evidence for “boards
ratcheting up their C.E.O.'s compensation”.
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. . . . 586 ..
of external comparison leads to a steady increase of executive.compensation.” " In fact, empirical

evidence suggests that the use of competitive benchmarking significantly contributed to the

*¥7 and that the “ratcheting” effect

588

" remarkable explosion of executlve compensation in the 19905
of the use of compensatlon surveys extends beyond the C.E.O. to other executives.
‘The problem with the use of compensaﬁon eonsu‘ltan:ts is aggravated by the fact that
C.E.Os, as in the'case-ef selection of candidates for directorship, often are also streng_ly
involved in the hiring. of compensation consultants.® Executives can either influence the
- process through which compens.ation consultants are retained or-directly hire them on their own
account.”” That relationship at least 1mp1101t1y places enormous pressure on the consultants to
please the executive with the perspective to also be 1nvolved with the corporation in the

future,’ o

which establishes remarkable obstacles to the objectivity of compensation
consultants. The issue of repeated business in the future is likely to create a conflict of interest
for the consultants as does the ability of the C.E.O. to indirectly punish disliked consultants by

not hiring them for other lucrative businesses such as vgeneral human resources consulting. As a
result, compensation surveys that seern justifiable as a means to deal With the difficulty of
setting executive compensation without an internal referent appear to be rather a tool to justify
large compensation agreements than a means of establishing an optlmal compensation level in
order to minimize agency costs.””? » '

A recent Canadian case underlines the findings that the concerns regarding manipulative

behaviour of inside directors or executives in general over the process of establishing the

386 See Bebchuk et al., supra note 92 at 790: “It is widely understood that the methodology of compensation

consultants and boards in devising compensation plans results in a ‘ratcheting up’ of salaries.” See also Charles
M. Yablon, “Overcomperisating: The Corporate Lawyer and Executive Pay” (1992) 92 Colum. L. Rev. 1867 at
1878: “It is not difficult to see how, in a world in which every C.E.O. believes he should be paid at or around
the seventy-fifth percentile of the range of compensation levels developed by the compensation consultant, a
strong upward pressure on compensation will result.”; Dorff, supra note 483 at 855; Stabile, supra note 571 at
131; Susan J. Stabile, “Viewing Corporate Executzve Compensation Through a Partnersth Lens: A Tool to
Focus Reform™ (2000) 35 Wake Forest L. Rev. 153 at 173-74,

Bizjack, Lemmon, and Naveen, supra note 583 at 2-4.

88 Ibid. at 3.
‘589

. 587

Stabile, supra note 571 at 131 Bebchuk ef al., supra note 92 at 790; Loomis, supra note 572 at 72, discussing
the view that consultants act on behalf of the managers who hire and rehire them; Iacobucci with Trebilcock,
supra note 89 at 38; Graef S. Crystal In Search of Excess The Overcompensation of Amertcan Executives
(New York: W.W. Norton, 1991) at 220. : :

According to Iacobucci, supra note 482 at 496, compensation consultants are usually hired by the executives to
assist the compensation committee of the board. .

Ibid.; See also Bebchuk et al., supra note 92 at 790; Stabile, supra note 571 at 132.

Stabile, supra note 571 at 132.
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‘executive compensation cannot always be effectively constraint by the use of compensation

eommittees and external compensation consultants. In UPM-Kymmene Corp. v. UPM—Kythene

Miramichi Inc.,”®* despite the presence of a compensation committee consisting of three outside

directors and the hiring of a corhpensation consultant, the design of the executive compensation
agreement was heavily dominated by the executive cohcerned-, Mr. Berg, who was also the
chairman of the board of directors. Being an'ihside director, Mr. Berg had not enly influenced
‘the composition of the board of directors as well as the compensation committee, but he had also
exercised strohg influence over the external compensation consultant. Two of the members of the
compensation committee had been selected as directors by Mr. Berg in his capacity as chairman
of the board.’™* One of these outside directors had in fact never been director of a company
before. The third member of the committee who was the only outs1de dlrector had joined the
board earlier than Mr. Berg.>” However, this independent director was not present at the
committee’s meeting concerned with M. Berg’'s compensation package, which is reported to

have lasted not more than seven minutes before the package was affirmed. In addition, Mr. Berg
| had caused the lawyer previously retained exclusively by him to draft the compensation
agreement and, subsequently, to retain an external compensation consultant as requested by the
committee. In court, the consultant claimed that the lawyer had refused to provide important |
information necessary for the conduction-of the benchmark survey.> '

Both the establishment of a compensation committee consisting only of outside directors as
well as the use of an external compensation expert resulted to be ineffective measures to prevent
the influence of the executive over his own compensation. In its judgment, the court .held that
“[t]here was little that was independent about the process” of establishing the executive’s
- compensation package *7 The conduct of the inside director amounted to self-dealing rather than

to arm’s length negotlatlons with the board.>*®

In conclusion, the existing intimate ties between top executives and the directors of the
corporation impose inherent potential for conflicts of interests on the parties involved in the

39 UPM-Kymmene Corp. v. UPM- Kymmene Mzramzchz Inc. supra note 389.

%% Ibid. at para. 89-90.
5 Ibid. at para. 104.
% Ibid. at para.102.
7 Ibid. at para. 118.

As a legal conclusion, the court held that by acting in such a self-interested manner, the director had breached
the fiduciary duty he owed to the corporation, see ibid. at para. 123 and para. 185. The issue of fiduciary duties
and possible shareholder remedies will be discussed infra at I1. and IIL
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* compensation setting process.””” Especially inside directors have extensive powers of influence

over their own compensation.’” Executives have a direct financial interest in the outcome of the
negotiations.. Outside directors, on the other hand; have little at stake financially other than the

_ potential of being ousted from the board. The compensation they agree to pay to the executive is

not their own money. Thus, rather than negotiating earnestly on behalf of the shareholders, they
are likely to rely on external studies that might have been influenced by the executive or even on

- proposals for compensation made directly: by the executive himself. Directors may even be

induced to set executive compensation higher than the average to attract a better grade of

‘executives. This situation will inevitably lead to a race to the top rendering the negotiations

between the board and the executive far from at arm’s length negotiations for a compensation
that optimally minimizes the agency costs arising within the corporation.

4. Impact on Executive Severance Packages and “golden parachute” provisions

~ The issue of ’managerial behaviour and potential inﬂuence‘ over the bargaining process
regarding executive compensation has several 1mpacts on executive severance packages and

golden parachute provisions. ' '

» As a first implication, the executive may-exercise his powers as to whether or not he will
be entitled to a severance payment upon termination or in the event of a takeover. 1 haVe already
stated that the boards of directors have become more likely to fire executives who are performing
poorly,®®" and that the éverage tenure ef C.E.O.s has decreased from 7 years to about five years

2 . . ) . .
%02 Executives, as a measure to insure themselves against financial

during,fhe last twenty years.
loss arising from unemployment, have already responded to t'hatinew ter_idency by negotiating
executive service contracts which already contain provisions that guarahtee high severénce
packages even if their performance should turn out to have failed.*> The same can be said for
“golden parachute” provisions. Due to the increased number of hostile takeover bids over the
past years, executives more frequently _inc_lude r“golden parachute” provision in their executive

service contracts as a safeguard for their managerial positions in the event of a-change in control.

0 See also Yablon, supra note 554 at 271-272.

%0 Aimed at minimizing the potential for self-dealing and the capture of other board members by an inside director
exercising control, one reform proposal has been that the C.E.O. and other executives be prohibited from
serving as chairman of the board of directors or even as a director in general, see, for example, McMenamin,
supra note 575 at 143; Crystal, supra, note 589 at 245, with a discussion of Jay Lorsch’s suggestion that C.E.O.s
not be permitted to serve on boards at all This model actually exists in Germany and will be discussed in detail
infra at Chapter 4, III. 2. :
Supra note 103.

Supra note 104.
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893 Supra note 105.
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And even if the original contract neither provides for a general Severance-pr_ovision nor for a
"‘golden parachute” provision, eXecutiQes might still have the possibilvity to exercise their
influence over the boards in order to receive those payments by way of a “goldeﬁ handshake™ at
the time the triggering event occurs.

Secondly, as for the structﬁreand level of the severance package, I have already mentioned
that the severance package will primarily be linked to the strucure and level of the executive’s
compensation package insofar as outstanding .compensation will be paid. .Thus, if the executive
‘has already used his influence over the process of setting his compensation to the extent that he
is highly compensated, that influence will indirectly be reflected in the amount of severance he
receives upon termination or takeover of the corpbration. However, the executive m_ight- still be
induced to‘ use his bargaining powérs to reward bhimsel_f with evenvmore'thanAhe would be entitled
to in terms of damages for wrongful dismissal. 4 |

Accordingly, managerial pdwer and influence are currently too strong for market fqrces
allone‘ to reduce managerial inefficiencies by creating incentives that somewhat align the
rrianagersf and the shareholders’ interests.®* Especially as lohg as inside directorships are still
legally permissible and remain the rule in Canada and the U. S., the present regime govefning
contracts between the executive and the corporatlon represented by the directors, calls for
~ effective legal constraints in order to prevent inside directors from self-dealing and guarantee
negotlatlons that amount to arm’s length negot1at1ons In the following Part, I will examine the
existing legal mechanisms in Canadian law that impose restrictions on managerial self- deahng
~decisions and serve to control any deviation from the at arm’s length bargaining model between |

executives and directors with regard to the different kinds of severance agreements.

1I.  Legal Constraints

| The problem of agency costs is the result of the incentives for executives (and directors) to
act in their own interests to maximize personal profits. One way of réaching that goal is the
desigﬁ of lucrative severance or “gbldeh parachute” provisions as part of the executive
compensation agreement or by way of a “golden handshake’?, the negotiations of which are likely
to be influenced by the executive’s behaviour. The law responds to the problemé of managerial

self-dealing and all sorts of other influence over the bargaining process through a variety of |

64 See also Rehnert, supra note 387 at 1160.
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corporate governance mechanisms. ‘
It is a fundamental pfinciol‘e of Canadian corporate law that directors and officers owe a
fiduciary dlity of loyalty and a duty of care to their corporation and i'ts body of shareholders.
Their primary du‘iy, therefore, is to’always act honestly and in good faith with a view to the best

interest of the o'orporation and to exercise the care, diligénce and skill that a reasonable prudent -
person would bring to the task in comparable circumstances. With 'regard to self-dealing

transactions of corporate insiders wi_th their corporation, Canadian federal and provincial

corporaté law statutes have introduced mandatory rules of disclosuie of conflicts of interests for

transparency purposes. Addiﬁonally,' direct shareholder participation rights have been established .
in order to constrain managerial misbehaviour. Finally, sp'eoial takeover legislation is concerned
with “golden. parachute prov151ons and even tax legislation to a certain extent prov1des for

means to control executive severance agreements.

1.  The Fiduciary Duty (Duty of Loyalty)
Canadian' corporate law imposes only few absolute restrictions on managerial behaviour.
Fiduciary obligations of directors and officers are the most significant limitations on the wide

discretions for corporate decision-making.’

a) The Concept of the FidUCiary Duty in Corporate Law |

At common law, a fiduciary relationship exists where one p'art.y agreés to act on behalf of
or in the interests of another person and as such, is in a position to affect the interests of that
‘other person in a legal or practical sense.’”® As such, ﬁdu01ary relatlonshlps are marked by
vulnerability in that the fiduciary can abuse the power or discretion given him to the detriment of

the beneﬁciafy.607 Put more simply, a fiduciary relationship exists where one person is ina

695 Although corporate law originally contained a large number of absolute restraints on managerial behaviour,
most of those restraints have now been repealed either by statute or by judicial interpretation. As a result, the
board of directors has gained more discretion, with fiduciary obligations being the only significant guarantor of
the integrity of the directors” actions. For more detail on that development which originated in the U.S., see J.
Robert Brown, Jr., “Speaking with Complete Candor: Shareholder Ratification and the Elimination of the Duty

~ of Loyalty” (2003) 54 Hastings L. J. 641 at 644.

" Frame v. Smith, [1987] 2 S.CR. 99, 42 D.LR. (4™) 81 (S.C.C.). Generally for the directors, see Hansell, supra

199 at 9-2; Stikeman, Elliott, supra note 134 at § 10.22.
7 Hodgkinson v. Simms (1994), 117 D.LR. (4™) 161 (S.C.C.) at 168. Lac Minerals Ltd. v. International Corona
- Resources Ltd., [1989] 2 S.CR. 574 (S.C.C.) at 646 states that “[...] fiduciary duties [...] arise from
relationships marked by discretionary power and trust, such as loyalty and “the avmdance of a conflict of duty
and interést and a duty not to profit at the expense of the beneﬁmary :
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“position of “trust” vis-a-vis another. In the corporate context, both directors and officers are
agents of the shareholders and, accordingly; a fiduciary relationship exists.
| As -an implication of the diverging interests caused by the separatidn of ownership and
control of the corpofation, the cor_ninon law early established the‘p.rinciple that, as a fiduciary, a
director®® has an obligation to act “henestly and in good faith with a view to the best interests of
the corporation and to avoid conflicts of interest”.*” In the meantime, this obligatien has been |
incorporated into most Canadian corporate law .statutes as the “fiduciary duty” of directors and
officers.’'® For -the purpose of distinction from the duty of care, the fiduciary duty is also
.commonly referred to as the “duty of loyalty”. 611
The fiduciary duty is a general standard of behaviour imposed on directors and officers in
_ relation to their dealings with and on behalf of the corperation aimed at abstaining from self-
interested behaV‘i‘our.612 Directors and officers must serve the corporation selflessly, honestly and
loyally 3 They are requi.red'to respect the trust and confidence that have been reposed to them

to - ‘manage the assets of the corporation in pursuit of the realization of the objects of the

corporation, they must avoid conflicts of self-interest with the corporat1on. * From a law and

%8 The fiduciary duty also applies to the officer of the corporation. ThlS prmc1p1e was recogmzed by Canadian

Aero Service Ltd. v. O'Malley, supra note 194.

%9 See, for example Lac Minerals Litd. v. ]nternatzonal Corona Resources le supra note 607; Hodgkznson V.

-Simms, supra note 607.

‘For the common law concept of fiduciary duty see, for example, K.L. B. v. British Columbia; [2003] 2 S.C.R.
403, 230 D.L.R. (4th) 513 (S.C.C.): “Fiduciary duties arise in a number of different contexts, including express
trusts, relationships marked by discretionary power and trust, and the special responsibilities of the Crown in
dealing with aboriginal interests [...]”. o

See, for example, Section 122(1) CBCA: “Every director and officer of a corporation in exercising his or her
powers and discharging his or her duties shall

(a) act honestly and in good faith with a view to the best interests of the corporatlon [...T”

610 -

‘Provincial corporate law statutes are similar, see; for example, Section 134(1)(a) of the Ontario Business
Corporations Act, R.S.0. 1990, c. B-16, as amended, (referred to hereinafter as “OBCA”); Section 142(1)(a) of
the British Columbia Business Corporations Act, S.B.C. 2002 ¢.57, as amended (hereinafter referred to as
“BCBCA”). Jacob S. Ziegel, Ronald J. Daniels, Jeffrey G. MacIntosh and David L. Johnsten, Cases and
Materials on Pa