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ABSTRACT

Investment in the corporate venture may sometimes be a risky venture for the
minority shareholders. Apart from the business risk of the undertaking, there is also
the risk of disagreement within the corporate organization. The interests of minority
shareholders has often been made virtually worthless by the machinations of those in
control of the corporation. They are often deprived of any income from the
corporation either in the form of dividends or salary, they are not allowed any effective
voice in the business decisions and they are denied any information about corporate
affairs. Often, they are eventually eliminated from the corporation at a fraction of the
real value of their interests.

Conflicts of interests which exist or develop among the shareholders constitute a
threat to the success of the venture. In the absence of protective mechanisms, control
is in the hands of the holders of the majority of the corporation's voting shares. While
remedies do exist in the law for problems which arise unexpectedly, much could b¢
done at the inception of the business venture to reduce the possibili_ty-of conflicts of
interests arising. Careful planning in the initial periods of the incorporation. of theg"
corporate organization will do-much to reduce.the-risk to investors ghd provi‘d.e.them‘
with a structure for their relationships. ‘ -

However, even detailed planned and constructed contractual mechanisms do not ,

always take care of the wide variety and forms which the. suppression of ’mino‘ri‘ty:

interests may take. The contractual arrangements may be inadequate to take care of -

unforeseen future contingencies. Corporate law and the statutory provisions play active -

role roles here. By providing the statutory remedies, the law enables minority

shareholders to. ejther prevent the threat or r»éctifjthé abuse of corporart,e:power.n,But S
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most of these corporate law remedies are surrounded with procedural requirements and
other technicalities which may diminish their utility as protective weapons available to
the minority shareholders.

The purpose of this work is to examine the adequacy of the statutory protections
available to the minority shareholders vis-a-vis the private contractual mechanisms .
which also protect their interests. This study will develop its lines of enquiry by -
considering the leading schools of thought in corporate law. These schools are the
traditional legal view and the economic approach to corporate law. While the -
traditional approach supports state intervention in the cotpoiate affairs either by
regulation or the facilitationof shareholder litigatiOn, the economic ai)pioach views the
corporation as founded on private contract where the role of the state is limited to
enforcing contracts entered into by the participantsin the intra corporate contract

Notwithstanding the adoption of contractunl mechanisms by the shareholders o
and the development of the economic approach to corporate law w1th emphasn on the
dynamics of the market forces which align the interests of managcment with that of "
shareholders, this study suggests that minonty ‘shareholders still need the pro‘tectlonv -
afforded by the statutes: | e B '
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INTRODUCTION

The corporation is one of the most successful inventions in history and this is
evident by its widespread adoption and survivalas a primary vehicle of capitalism over
the past century. It provides the forum for the complex economic transactions which
take place among the participants in the corporate organization. These participants
include the management team represented by the board of directors and senior
managers; employees: suppliers and investors (comprising the creditors and the
shareholders).

The relationship which exists among these actors in the corporate setting
presents an interesting picture because each group struggles to realize its expectations
and objectives which often times corflict with the interest of another group. The
creditors’ and suppliers' interests are to ensure that the capital of the corporation is not
diminished either by the payment of dividends if the Corporation by so doing, would be
unable to meet its debts as hey fall due or by engaging in unauthorizsd reduction of
capital to their detriment. The sharcholders' interest basically consists in the first
place, that the corporation should be made to eim the maximum profit compatible with
a reasonable degree of risk.  Secondly, a“proportion of these_profits sﬁould be
distributed whenever the best interests of the business permit while the corporation at
the same time, retains a proportion of the profits to ensure an increase in share value. .
Thirdly, nothing should happen to impair his right to receive his equitable share df the
profits which are distributed and finally that his shares should, (in the case of the
widely-held corporation) remain freely marketable at a fair price. The interests of the
management are not easily discemible. s the management likely to want to run the

corporation to produce the maximum profit at the minimum risk?" Is it likely to Want to




distribute those profits generously and equitably among the shareholders? Is it likely to

want to maintain market conditions-favourable to the investors? Their interests are
varied but included in their objectives are monetary compensation and the desire for
personal power and prestige with its attendant desire for security of position. The
management may even engage in self-opportunistic conduct and take to excessive
leisure to the detriment of the investors. This situation is more predominant in the
widely-held corporation' where the management team is usually appointed and have
little or no stake by way of investment in the corporation. Even in the closely-held?
corporations where there is manifest duality of ownership and control, there is evidence
from case law of directors engaging in conduct which is inconsistent and detrimental ¢
the other shareholders,> Within the class of shareholders, problems and conflicts of
interests may often arise as the majority shareholders may use their voting power in an
oppressiveand fraudulent manner to achieve their aim, without &ny consideration of the
plight of the minority.

The employees' interests may be identified as ensuring that the corporation
continues as a going concern on a profitable basis, thereby making it possible for the
continuous payment of salaries and wages. Secondly, that favourable conditions for

prospect of rise and promotion on the job exists. Many participants-protect their
1 - . -

The concepts of the widely-held corporation and separation of ownership from control is
discussed in Chapter Two.

The meaning and characteristics of the closely-held corpoiation is discussed hereunder. RO

For example, in Nolan v. Parsons {1942] OR. 358 (C.A)) the corporation had five
shareholders. Four of them were directors, the fifth, who was the plaintiff, was not, In each of
the years 1939 and 1940, the corporation had profits before the disputed payments in the
neighbourhood of $20,000 and in each year the defendants voted and caused the corporation to
pay to each of themselves director's fees of $2,000. At this time the defendants had apparently
been seeking without success to purchase the plaintiffs shares "at a bargain price”. The plaintiff
sued to recover the director's fees for the corporation. He succeaded at the trial and on appeal.:
Master . A, held that "the time, attention and services of the individual appellants as.directors.-

. . was wholly incommensurate with the fees which they appropriated to themselves" and that . = -
the defendants' action was "fraudulently oppressive . . . as against the plaintiff. Id. af 362.
See also National Building Maintenance Ltd. v. Dove [1972] SW.W.R410.(B.C.C.A)). . :




interests by contractual agreements which define and regulate the conduct of each

party. The position of the creditors is often secured by the debenture deeds which
contain clauses restricting and sometimes prohibiting the corporation from certain acts
considered detrimental to their interests and which also ensures security against
property. This contractual protection is in addition to statutory protection accorded to
them by certain sections of the Corporations' Act.* Employees are protected by their
contracts of employment and union contracts.

Shareholders are not in the same position with the other participants since they
have different interests from that of the other participants they assume a contractual
relationship quite distinct from that. entered into by the other participants in the
corporation. They are considered the residual claimants to the corporation's assets
because they reap the benefits of the corporation if it is successtul and bear the burden
if it fails. For this reason, their position merits special consideration. In jurisdictions
where the process of incorporation involves the filing of the Articles and Memorandum
of Association, the shareholders enter into agreement inter se and with the corporation
and this is reflected n the Articles and Memorandum of Association!" The articles
regulate the internal affairs of the corporation and define the scope of management

powers vis-a-vis the corporation and the shareholders. In addition, in the closely-held

. 4 For example, $.258 British Columbia Company‘s Act 1985, $.42 Canada Corporations Business

Act M89. - i
For example, Section 13 of the British Columbia Companies Act 1985 provides that "subject to
this Act, the Memorandum and Articles, when registered, bind the company and its merbers to
the same extent as if each had been signed and sealed by the company and by every member and
contained covenants on the part of every member, his heirs, executors and administrators to
observe the Memorandum and Articles”". A "member" is defined in Section 1of the same Act to
include a subscriber of the Memorandum of the company and every other person who agrees tu
become a member of the company and whose name is entered in its register of members or a -
branch register of members. This definition invariably includ-  he class of sharcholders. For
judic'ial decision on the effect of the Memorandum and Axticl* of Association, see; Hickman v,
Kent or Romney Marsh Sheepbreeders Assoc, [1915] 1 Ch. 881 - An Article providing for a
reference to arbitration of disputes between members and -the company was -held to be '
contractually binding. ‘ : o a




corporations, the members often device contractual mechanisms such as the
shareholders' agreement which déﬁ;e-and regulate the conduct of the management and
other members of the corporation. In the widely-held corporation, there has been in
recent times, emphasis on contractual mechanisms which exist within and outside the
corporationand serve as protective devices.

Corporate law statutory provisions afford protection to the sharehoiders by
providing them with remedies against management abuse of power. Similarly, the
minority shareholders are enabled under the remedies provided by tlie statutes to seek
the enforcement of the remedies against the majority shareholders where the latter's
conduct unfairly prejudice or affect the former. However, most of these corporate law
remedies are surrounded with procedural requirements and other technicalities which
may diminish their utility and efficiency as protective weapons available to the minority
shareholders.

The aim of this work is therefore to examine the adequacy of the statutory
protections available to the shareholders in the modem corporation. Ways of reducing
the technical and procedural impairments in the remedies provided by the statutes arc
desirables for adequate protection of the sharcholders. Notwithstanding the adoption of
contractual mechanisms by the shareholders of small corporationsas protective devices
against management misconduct and tlic development of the economic approach to
corporate law with emphasis on the dynamics of the market forc.‘.es which align the
interests of management of all corporations with that of the sharcholders; it is the. ,'
thesis of this work that shareholders still need the protection afforded by the statutes.
For one, the utility of most contractual mechanisms in the corporation is impaired -
because of the inherent inability of the human mind fo fgresee every  future |

contingency. Secondly, the market forces do not work without costs and may be -

inadequate to deal with one time d'iyergencg'vdr other corporate:" manag'er‘ﬁe,ntk”:ju

misconduct.




The smaller corporations often represent the life ime work of the members and

constitute a major part of their investments. If the business does not serve their needs
adequately, the result may amountto a virtual loss of all sources of income. Similarly,
if shareholders of the widely-held corporations are not ensured of adequate protection
of their investment interests then shareholding in the widely-held corporation as a form
of economic investment may generally decline with the consequent negative effects on
the economies of most jurisdictions: In essence, the purpose of this work is to
contribute to the fashioning of an improved and realistic means of protecting the
shareholders in the corporation. In the course of the discussion, the contractual
mechanisms which enable the shareholders of small corporations to evolve a corporate
structure that takes care of areas likely to give rise to disputes in the course of the
operation of the enterprise shali be examined. hi larger corporations, the impact of
extra-legal market forces on shareholder protection shall be considered.

The thesis will develop its lines of argument by considering the leading schools
of thought in corporate law. These schools are the traditional (corporate) legal view
and the economic approach to corporate law. The traditional corporate legal theory
views the corporation essentially as a legal fiction which comes into existence by virtue
of a grant from the State This view holds that a corporation s a distinct legal entity
different from the members who constitute it anél can only exercise those powers
conferred-on it by its charter of-incorporation. This traditional view of the corporation
known as "the concession or entity theory” which has long dominated corporate legal
thinking and scholarshipdates back to the early nineteenth century and has held sway in -

5"'_ many corporate law jurisdictions.5

6

For example, the United States; this theory was exemplified by Chief Justice Marshall's .
description of the corporationwhen he stated that "a corporationis an artificial being, invisible,. -
intangible and existing only in contemplation of law. Being the mere creature .of law, it~
possesses only those properties which the charter of its creation confers upon it, either
expressly, or as incidental to its very existence". Trustees of Darthmouth College v. Woodward.
[1810] 17 U.S. (4 Wheat.) 518, 636. . In Britain, the House of Lords expressed 8 snmnlar vnew in .
Salomon v. Salomon & Co. {1897]) A.C. 22, HL.




In the late 70’s and early 80's, a new thinking in corporate law evolved which

in essence sought to explain the benefits of carrying out economic activities through the
firm rather than the market. This movement stressed the economic reality behind the
corporate organization and applied economic tools to the understanding of corporate
law. The starting point of these corporate law scholars was to explain how, if at all,
economic activity can be efficiently carried out by means of the firm rather than by
simply contractingin the market. A range of answers were given to this question, most
being complimentary and they all started with the economic theory of the firm put
forward by Coase.” He pointed out that the firm and trading in the market were
essentially devices for co-ordinating economic activity with the distinguishing
characteristicsof the firm being the suppression of the price mechanism within its area
of activity. For him, the principal justification for the use of the firm 'was that it
avoided or substantially reduced the transaction costs of using the market to effect an
exchange. S R ‘
Within the last two decades, the economic theory of the firm advanced from a
struggle with the identification of the economic conditions that‘ led to the fofmation of
firms to a discourse on more sophisticated issues conceming intra‘,ﬁrm reiationé.hips.
This period saw the emergence of a group of econfimic-oriented corpgrate law- séholars
called the “contractarians"® who challenge the orthodbxy of the traditional legalAyieVW of v
-~ the corporation as a mere concession from the State. While thé;‘goncc'ssio_h‘/éntity

theory of the corporation supports state intervention in the form: of ‘ei‘ther‘ direct

Coase, "The Nature of the Firm" (1937) 4 Economica 386.

Prominent among the major contributions of this group include; Alchian & Demsetz, -
"Production, Information Costs and Economic Organization”: (1972) 62 Am. Econ. Rev.:777;
Baysinger & Butler, "The Role of Corporate Law in the Theory of the Firm" (1985) 28 J. Law’
& Econ. 179; - Cheung, 'The Contractual Nature of the Firm' (1983) 26 J. Law. & Econ. 1;":
Butler, “The Contractual - Theory of the Corporatnon (1989) 11 George Mason Umv. L Rcv
99; Easlerbrook & Flschel "The Corporate Contract” (1989) 89 Col Law Rev 1416 Lo




regulation or the facilitation of shareholder litigation in the corporationon the 'oasis that

the'state created the corporation'by granting it a charter, this movement views the
corporation as founded on private contract where the role of the state is limited to
enforcing contracts entered into by the participants in the intra corporate contract.
Applying an economic approach to corporate law, these corporate law economists
viewed the corporation as a complex nexus of contracts among the participants, With
this movement came the evolution of the "contractualtheory® of the corporation. They
assert that one of the more important reasons why firms arise is to reduce transaction
costs and self-interested post contractual behaviour among' persons who otherwise
would be engaged in market transactions. They further argue that the essence of the
contractual nexus within the corporation is that the participants should be free to mold a
corporate form that best maximizes their probable expectations.

To them, corporate law provisions should be optimal and not mandatory on the
participants who should be free to adopt or opt out of such provisions. A strong basis .
of the contractarians' view is the recognition of free market forces which they assert,
act as effective constraints on corporate management and should therefore play a more
significant role in protecting the shareholders against the directors' misconduct.

The application of economics- to corporate law';t_)egan in the .United_ ~Smﬁe$,
where it has gained enormous populérity~and Support. \‘It has f;ilso stafted to attract
attention in Canada.® However, it has not 'fbgen ekpreéslyjadoppgd in_either. Umtcd
States or Canada although an argument could be made fhat economic. forces shape‘_ .
corporate law in both jurisdictions. In any event, the greatest contnbutlon of corporate
law and economics has been the _study of the relatxonshlps whlch cx1st among the

participants in the corporate setting. In this study, attention shall be focussed on me 'f

9" See for example, Cheffins, 'An Economic Analysls of the Oppressmn Remedy Workmg e

Towards a More Coherent Picture of ' Corporate Law':(1990) 40 Univ. of T.: Law J." 775; i
Maclntosh, "The Shareholders'Appralsal nght in Canada A Crmcal Reappmlsal" (1983) 24 ;
OSgoode Hall L. J.:201. : :




examination of the impact of the economic approach to corporate law with emphasis on

the market constraints and its effeéts on sharcholder protection. 10

One question which shall also be examined in this study is whether the corporate
law rules regulating the conduct of the participants in the corporation should be
optional (as the contractariane argue) or mandatory. Law and economic analysts
support the enforcement of express articulated terms in intra corporate contract but they
do not focus solely on express agreements. They recognize that intra corporate
bargains are not fully articulated because at some point, the cost of setting out a bargain
in writing will exceed the benefits. Corporate law then plays an important role here.
Consistent with the "expanded choice thesis","" corporate law can act as a standard
form of contract that provides the participants with ready made terms.

Finally, it is intended in this work to examine how infra corporate dispptes
should be resolved. Two kinds of corporations shall be distinguished: the closely-held

and the widely-held corporations. The former is characterized by a relatively small
10

That is, to examine whether the free market constraints on corporate management. which is one
of the postulates of the contractarians have helped to ensure more adequate protection for the
shareholders.

11

The "expanded choice thesis" was formulated by Goetz and Scott in their seminal article, 'The
Limits of Expanded Choice: An Analysis of the Interactions Between Express and Implied”
Contract Terms', (1985) 73 Col. Law Rev. 261, 262, 265-6.. With the aim of defining the
extent to which implied and express terms, ard’ standardized and individuatized forms of
agreement function in complementary ways, they assert that. complaints about the
misinterpretation of an agreement are rooted in tensions between implied and express terms and
between standard and non-conventional forms of expressions. A ‘major attémpt to harmonize

these tensions relies on the expanded choice postulate, The postulate’ faintains that implied - . =~ . 3

terms * expand ' contractors' choices’ by providing standardized . and  widely “suitable
preformulations, thus eliminating the cost of negotiating’ every: detail ‘of “the . proposed .

arrangement. The postulate presumes a neutral policy toward individualized agreements:-
atypical parties lose nothing,- since' they remain unrestrained . from designing custornized .

provisions to replace the state-supplied terms, Two key suppositions underlie the notion of
expanded choice; (1) that state-supplied terms are mere facilitators, specifying terms that the

parties could formulate themselves if unrestrained by time and effort costs; (2) that the ..
availability of state-supplied terms is neutral in that it raises no barriers beyond the ex1stmg‘ g
resource costs to the use of altematlve terms by atyplcal partles .

" ‘Butler has applied this reasoning to corporate law. See, H Butler,k "The Contmctual Theory of.:
the Corporauon (1980) 11 Geo. Mason ULR 99; 119-20 L ‘




number of shareholders (usually not more than 50). This small body of owners

frequently share in the operation and management of the business - there is hardly .
separation of ownership from control. Since the shareholders are few in number and
the business is usually quite small and unknown to the general public, there is usually |
no active market for the purchase and sale of its securities. This type of corporation is
also typified by restrictions on the transfer of shares. The eorporate firms that
dominate the economic. structure- of most countries, - however, are the widelyfheld _
corporations. Their shareholders number in the thousands or hund‘redsb and 'most times
comprise institutional investors. In: these corporations, the shateholders are usually
passive stakeholders who do not take part in any sense in the management of the
corporation.  There i widespread separation of ownershlp from control and “this
separation phenomenon has become the traditional mode of plcturmg the fundamental
problem of corporate law and economics.!? It will be advanced that the nature and
structure of the corporation should provide guidance as to how intra ’oorporate disputes -
shall be resolved. = Legal rules governing in‘temal’affaits Of | the ﬁrm shouldfbe
supplementary in rature and courts should 1nterpret the provmons in the hght of the-
shareholders' probable expectatlons. In addmon for the w1de1y-he1d corporatlons free
market constraints regulatmg corporate management should' be Acon51dered where \
compliance ' with statutory - protectwe remﬁm'»s would cause hardshlp and entall"‘ X

extreme technicalities on the part of the part1¢1pants.-

12 1t should be nioted that many corporahons do not fit enther mold descnbed above However, the

“more dominant-ones flt into the above analysm and attentton w1ll be focused on them in; this
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PLAN OF STUDY

The thesis shall be structured into three parts. The first part shall deal with an
overview of the traditional concepts of corporate law relating to the modern
corporation. The structures of the closely and widely-held corporations shall be
examined. The position of the shareholdersin the closely-held corporationand some of
the verious techniques by which the minority shareholders'are frozen out of the
corporation shall be examined. Preventive mechanisms to solve the freeze-out
problems are proposed and the curative remedies provided by corporation law shall be
highlighted. In the widely-held corporation, the separation of ownership from control
analysis and its consequent implication on shareholder protection shall be discussed. In
addition, an economic analysis of both kinds of corporations shall be undertaken in this
part.

The idea of corporation law as a kind of standard form contract which
economizes on negotiation costs between managers and shareholders is a recurrent one -
in the economic analysis-of the corporation. Corporate law and_c_»:cbriomicl af\a]ysts
support the enforcement of express terms in the intra cérporate contract biltj they also.
recognize that such bargains are not fully articiilated because ét some pdigt the cost of
setting out a bargain in writing will exceed the benefits: - Even thé market meéﬁaxiisms : '
which economists se¢ as important constra_ints on ‘:corporate ménagemeht do not operate "
without cost and may be unable to deal with oné time diVéfg_ence ‘b)v( ihé‘ managér_s.'
Corporate law plays an important role here‘." The second part shall examiné' fhi: rblé of
coxporéte law as standard form contractyé.i Given the as’sufﬁptioﬂ by‘éccy)nq.r’riic, analysts '

of corporate law that the participants in the i‘ntra‘corpoi’atg ‘contract shall kb‘e:»freé‘; to :




"

choose a corporate firm that maximizes their probable expectations, this part of the
study shall also evaluate the arguments for making corporate law provisions optimal. ;
The third part shall in the first instance be devoted to the economic analysis of
selected shareholder remedies. ~ These remedies incfude the oppressive remedy,
derivative action, appraisal remedy and winding-up. Becausc economic factors often
affect and shape the conduct of corporate affairs, it is intended to examine whether the
presence of these remedies ¢an be justified in economic terms.  Also to be examinedvin'
this part are the practical considerations and problems arising from the ‘op’erkatio'n. @f the
current form of'these remedies in Canadian corporate law. - ‘Sl.lgg’es‘tions: for .
improvements in the law wiil be offered_ where adequate. T_ﬁis part‘also ingofpofates

some concluding comments.
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PART ONE
CHAPTER ONE
THE TRADITIONALSTRUCTURE OF
CLOSELY-HELD CORPORATIONS
Introduction:

Investment in the closely-held corporation may sometimes be a risky venture.  :
Apart from the business risk of the undertaking there is the risk of disagreement within
the corporate organization. And due to the peculiar nature of‘bthe closely-held-
corporation, these risks pose a threat to the security of investment. Shareheldess in
closely-held corporations usually have personal involvement in, -and expect "
commensurate degree of control over decision-making in the coiporations. But under
corporate law, control over decision malqng is primarily vested in the holders of the
majority of the voting shares. This may have some consequences. it may lead o
managerial efficiency. Share values would probably go up. and aJI members of the
corporation would benefit. Cn the other hand, it may be used as an mstrument of
oppression. The majority shareholders elect the dlrectors who appomt officers of the'
corporation. Minority shareholders seldom have any say in thls. : ‘ |

Trad1t10na1 corporate legal view depicts the posmon Of the manl‘lth .'
shareholders as one which is vulnerable to oppress1on and other forms of abuse by the

majorlty shareholders Accordmgly, if a 51gn1ﬁcant dxfferent of opmlon arlses between

the majonty and mmorlty group, the posmon of the mmonty may be a precanous one
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which may eventually lead to a squeeze-out. There is much emphasis on legal control
mechanisms to check the majorityuand protect the minority.

On the other hand, modem economic approach to corporate law asserts that the
position of the minority shareholders is not as precarious as the traditional law depicis,
otherwise no person would like to invest in the closely-held corporation. Basing their -
argument on the premise that the corporationis essentially founded on private contractt
the corporate law and economic analysts recognize the efficacy of internal contractual
monitoring mechanisms whrch take care of areas likely to gwe rise to dlsputes in the
course of the busmess These  contractual arrangements generally enable the -
shareholdersto depart from the traditional corporate management framework and agree
among themselves on how control of the corporatlon shall be allocated.

An examination of the structure of the closely-held corporation and theposition

of the shareholders both from the traditional and economic perspectives is’ therefore -
necessary to enable us to appreciate. the value and yefﬂcaey‘ of the legal remedies and'
contractual devices which serve as protective mechamsms avatlable to the shareholders

As a prelude to the main focus of this - work, tlus chapter exammes the- ,

traditional, non- economrc structure of the closely—held corporatron It starts w1th an

attempt to define and 1dent1fy the characterrstrcs of most closely -held corporatrons. 3
Thereafter, the position of the shareholders and some of the methods used to effect a
squeeze-out are exammed Fmally, the corporate law remedles avarlable to the_

minority shareholders are hrghlrghted leavrng a detarled exammatton of these remedres' T 4

' for a later part of the work. . The chapter ends w1th some concludrng comments

13

Economrc analysrs of the structure of the closely-held corporatlon is undertaken ‘in Chapter

Three below
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Definition of Closely-held Corporation:

There is no universally accepted definition of a closely-held - or simply "close"

- corporations. When "private corporation” was defined in Canadian corporation

statutes, a private company was defined as a company that by its memorandum or
articles restricted the right to transfer its shares, limited the number of its members to
fifty or less and prohibited any invitation to the public to subscribe for any shares or
debentures of the company. A "public" company was any company that was not a
private company.14 This distinction was primarily introduced and designed to enable
small business concerns and its shareholders to operate the business with the ﬂexﬂ)ﬂity
of a proprietorship or a partnership and simultaneously to enjoy the benefits - of
incorporation without having to comply with the regulatory requirements applicable to

widely-held corporations, ®

3

Most countries still adopt the traditional classificationof corporations. Notable among them are

Britain - 1985 British Companies Act, Nigeria - S.22 Company and Allied Matters Decree

1990; Australia, New Zealand - S.3 Draft Companies Act, 1990. In Canada, under the British
Columbia Companies Act (hereinafter cited as B.C.C.A.) 1985, the classification is between
reporting and non-reporting companies. Section 1 defines a reporting company to include a'
corporation that has any of its securities listed for trading on any stock exchange wheresoever

situate or that was deémed to be a public company immediately before October 1, 1973, Under-

the Canada Business Corporations Act (hereinafter cited as C.B.C.A.)71983, corporations are - '
distinguishedon functional rather than on doctrinal grounds. For example, some insider trading
companies (5.130(1)) apply only to insiders of "distributing corporations” which are defined as
corporations any of whose issued securities are oF were part of'a distribution to the publie; .
remain outstanding and are held by more than one person = Section 126(1)(C.B.C.A.).~ .-="7
Similarly, corporations any of whose securities have been distributed to the public must, unless . .=~
exempted by the Director, appoint an audit committee- Section 171 (C.B.C.A.). '

The British Columbia Securities Act 1985 makes a distinction between repomng issuers and -

private issuers. Under Section 1, a reporting issuer is defined to include an issuer that has filed

a prospectus or_Statement of Material Fact and obtained a receipt for it or has any securities

whlch have been at any txme listed and posted for trading on any stock exchange ;

15 For example, Sectlon 175-181 of the British Colimbia- Compames Act 1985 are desngned o

ameliorate possible abuses of the proxy system. Directors of reporting companies only must “."
. enclose the information circular to proxy forms required to be sent to every member pursuant to -

Section 177. In addition, although all corporatlons must file annual financial reports, but under

Section 197 B C. C A., reportmg compames must, in addmon, file mtenm ﬁnancml repom. :
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The term sometimes seem to be used to imply an incorporated enterprise in
which the participants considef themselves partners inter s¢ and have tried by
shareholders' agreement or otherwise to obtain for the enterprise one or more
partnership advantages or attributes. Hence, close corporationhas been described as a
"chartered partnership”; ;16 "incorporated partnershlp"17 and it has been said (o ke ‘
functionally more closely related to the partnership than to the corporation. 18

Appreciative of one of the most significant characteristics of many corporations
with a small number of sareholders, a leading writer!® has defined the close
corporation as "one wherein all the outstanding stock is owned by the persons"(or'
members of their immediate families) who are active in management and conduct of the

business". A case in point is Ebrahimi v. Westbourne GalleriesLtd.?O in which the

appellant was one of the three shareholders; the personal respondents being tne other
two. The company was a private one which carried on businesé' as dealers in Persian
and other carpets. Tt was formed in 1958 to take over  business founded by the second
respondent (Mr. Nezzr) and ‘since about 1945‘" the business had been carried on by the
appellant and Mr. Nezar as partners equally sharing the management and profits. -

When the company was fOrmed the srgnatones to its memorandum were the appellant

and Mr. Nazar and they ‘were appointed its first directors. Soonffter the-company's

formation the third respondent (Mr. Nazar's son) was made a direc‘ter’ and éa_ch of the

Furthermore, reportmg compames under the B C.C. A ‘shall have at least three dxrectors - (S -
132B.C.C.A)) » : :

Cullen; C.J. in Ripin v. Umted States Woven Label Co (1912) 205 N.Y. 442 447 98 N E
855. (!

: Ebrahtmx v. Wesboume Galleries Ltd. [1973] A. C 360
Rohrllch Organlzmg Corpora(e and Other Busmess Enterpnses (Rev od. 1953)

. Supra, note 18.

-[1973] A.C. 360, "




two original shareholders transferred to him one hundred shares each. The court found

asan indisputablefact that the ap;;“e'llkant and Mr. Nazar had formed the company on the
basis that the character of the association would as a matter of personal relation and
good faith remain the same.

However, this definition seems to exclude from the category of close
corporations that large group of corporations in which one or more of several
shareholders put up the larger portion of the capital for the enterprise but leave the
active management of the business to other shareholders, who may have relatively
small shareholdings.

Thus, one may state that the apparent difficulty in formulating an all
encompassing definition of the closely-held corporation is reminiscent of the dilemma
faced by Justice Potter Stewartin deciding an obscenity case. After struggling wr[h the
definition of obscenity, he concluded that while perhaps he could not define it, "I know
it when I seeit."2! In the same way, the closely-held corporation is difficult to define,
but we all know it when we see it. ‘It is the form of business organization with which
we are probably most familiar. i

The "closest" variety of the closely-held corporations i‘s'the one ma‘.nkcofporation
in which all the shares are owned or contrqlléc‘l”by a.vsi:ﬁ.gle shargholder and'_ »fz.imilky'“
corporations in which the shares are owned or cohtrblled by ‘members of one family’ ‘
group. Although it is true that the corporate deviee was not originally designed for ﬁsé ':
by individual entreprencursor by family businesses in wﬁich @bstanﬁaﬂy all t‘hekshkares 1"
are owned or controlled by the head of the family, but in the Unite‘d'S,tateé, Erigland
and in this country, one-man companies and family corporations havei_ recei‘v‘ed ju'diqiz%l
and statutory sanctions.?? 3 | ‘

21

Ho]mes, CIosely-Held Corporauons in Mlchlgan (1973)

2 ) See, for example, Sayers v.-Navillus Oll Co. (1931) 41°S.W. 2d 506; Sa‘omcn v. Salomon & :
Co. [1897] A.C. 22; “In Commissioners of Inland Revenue' v. Sansoon [1921] 2 K.B. 492,
. Younger L.J. stated,”’ I AN depma(e in connectlon thh what are. (mhed one-man compames the
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Characteristics of Closely-Held Corporations

Since "closely-held corporations” defies any precise definition, an alternative
method of approach will be to identify the characteristics common to the various
attempts made so far at defining the term. Some of the common threads running
through all the definitions and terms relating to "closely-held corporations"” constitute
the normal attributes of such corporations. Before delving into these attributes, it is
worth pointing out that the amount of a corporation'sassets, the scope of its operations,
the number of persons it employs or the volume of its sales does not determine whether
it is "close". Many closely-held corporations have tremendous assets and operate all
over the universe. Until 1955, the Ford Motor Company was a close corporation. The
T. Eaton Company (Canada) is anything but small and yet is closely-held by members
of the Eaton family and the family trust. |

Most definitions stress some obvious characteristics of the closely-held
corporation. These include the following:
(1)  the number of shareholders s relatively small;
(2)  most of the members of the closely-held corporation take an flctive part in the

business.?2 Frequently, the sharcholders, 1t;esides being directors are also the

too indiscriminate use of such words as . . . simulacrum, sham or cloak . .."or indeed dny other:

term of polite invective. Not only do these companies exist under the sanction, even with the
encouragement of the legislature, but I have no reason whatever to doubt that the great majority .

of them are as bona fide and genuine as in a business sense they are convenient and suitable .
media for the provision and application of capital to industry”. See also Conshtuhon Ins Co Voo
Kosmopoulos [1987] 1S.C.R.2. : :

There is usually no division between the sharehiolder-owner and the director-manager. - Either .~
the shareholders themselves are the directors, or they so closely dominate and. control.the .

directors that the latter are in fact little more than their agents. Katcher v. Ohhsma.n (Ch 1953)
26 N.J. Super. 28, 97 A-2d 180, illustrates the identity between ownership and management that

the stock, the three consmuted the board of" dxrectors and each was also an ofﬁcer. g

typically prevails in a close corporation. - In that case, the three persons each owned one third of o



officers and executives of the company. Inany case, either through serving as

the directors and officers themselves or through detailed provisions in the
Articles of Association or by-laws or sharcholder agreements, the sharcholders
personally manage and control the business directly or else perform these
functions through others who in reality, simply act as their agents.?* The
shareholders usually expect a voice in managsment as well as financial returns
from the corporation commensurate with their investment,

(3)  there is no established market for the shares of the closely-held corporation.
The shares are usually not listed in any stock exchange and very little or no
trading on the shares takes place.

From these principal characteristics, other attributes which distinguish the closely-held

corporation from the widely-held corporation follow. The shareholders in a closely-

held corporation are greatly concerned about the identity of the other members of the
corporation. They have an inclination to hold the power to choose future shareholders
or to veto prospective purchasers of shares whom they consider undesirable. This
desire for control over the selection of future members and associates are often met by
the use of carefully prepared clauses in shareholders' agreements, articles or by-laws.

Participants forming a close corporation consider a corporate form to obtain-limited

liability or other corporate advantage, but usually among themselxges, they ar‘ev

"partners".2 I

7

Notwithstanding the traditional Anglo-Canadian rule that absent special facts; directors are not.
agents of shareholders and do not owe any fiduciary duties to them; (Percival v. Wright [1902]
2 Ch. 421), the reality of the situation in most closely-held corporations is that majority
shareholders by the use of their voting power are able to manipulate and control the directors -
who are usually appointed by them. Directors who act contrary to their wishes risk the chance
of being removed or not being re-clected. 2

s This does not imply that clase corporation participants do not appreciate the significance of
possessing majority shareholdings in the corporation. They consider themselves "partners” with

respect to the harmony and balance of their business. However, in terms of conirol oi division™ = .~

of assets or declaration of dividends, each "partner” is entitled to whatever is commensurate
with the amount of his investment or as may be provided in any agreement. The notlon of
may‘)nty mterest is stlll apphcable in such corporat:ons )
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Unlike a shareholder in the widely-held corporation who is a passive stakeholder ‘
and does not expect any managaﬁént responsibilities, the shareholder in a closely-held
corporation usually has personal involvement in, and expect some degree qf controi o
over decision-making which is commensurate with his investment. -His participation in
the corporation may often turn out to be his prihcipal soutée‘of iricome. In'.a widely-
held corporation, power to control the ‘COIP‘OT‘atiOH is relatively unimportant’t‘o‘ the
investor save in take over situations where majority shareholdings may 'sell at a
premium. But the widespread nature of shareholdings in the'widely-held corpqrétibhs ,
makes it difficult for an individual investor to possess a majbﬁty sharehol&ing. “The :
reverse is the case in the closely-held corporation ,Whefe the power to contro} or at least
to veto fundamental changes is vital to the member, Luna in his 'gomrn.entéry‘_'i'
summarised the position succintly when he said: - ' B -
"it is for the protection of thesé iﬁtereéts théf an indiﬂ'idualvdirec:,tor' or ...l ‘
shareholder should be permitted to have a.voice in corporate affairs CRERN RIS
larger than that which comes with the right to cast a lonely minority vote:” - - R
against a majority.  Actively participating in the ‘running ‘of “the

corporation and thus situated as to know and understand the problems of
the corporation, the veto power should be safe with him."? c el

With respect to the juridical nature of c.loselly-he.l‘dﬂcorporét'ion,‘s,‘ consistent with 3

the entity or coﬁcession theory,?7" the closely-held cp1poratioii is generally viewed as' a

legal entity having in law an existence separate and apart from s sharéﬁoldefé. -Asina -

widely-held corporation, the shareholders in a ‘cldsely_-h,eldkéorpor;ition“ have ihtheo‘r'y\‘ L

“only an indirect interest in the business and assets of the corporation, their right being,

to share in the profits and “distributic‘)‘n of cdrpt)rate assets on liquidati‘oh. ‘T‘h‘c clbsély¥

held corporation, just as any. other cbfporation, holds proﬁefty’,gs ehtérs ,iﬁto ¢6ntiacts;' :

26 . Luna, "Protection of Minority Interests through Shareholders’ Agreements: A Comm'é\ni'a;\'%n
Section 9 of the New York Stock Corporation Law", (1953) 28 Phil, L.J, 506, 535. e

2 Supra, note 6.

"28 " Macaura v. Nor;hém Assuraﬁcé'Co.: [19251 AC 619, L
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. executes conveyances and conducts litigation in a capaeity separate and distinct from its
shareholders.?’ The mere fact that one person owns all the shares of a corporation
does not make corporate assets subject to payment of his debts.3° . -
Notwithstanding the separate personality accorded’ to close _corporations,‘ i
confusion as to the exact juridical nature of close corporations often arises by "the o
court's attribution of the corporation's‘ property to the individual owner of the bdsiness‘. |
‘An example of the legal confus1on this can cause is 111ustrated by the case of -
Constitution_Tnsurance Co. v. Kosmopoulos.:"1 Prior to this case, the corporate law .
proposition has been that the assets of a corporatxon are not the “assets of its
shareholders and that a shareholder s mterest is merely the right to receive a dwldend ‘_
if and when declared by the corporation or otherwxse due and to recerve a pro rata v
share of the proceeds of the net assets ona wmdmg up ‘of the corporatlon. The Ontano i
Court of Appeal held in this case that this prmmple does not apply to a one—person _‘
corporation. ~ The learned Judge dlstmgulshed the: present came. from Macaura v,
Northern Assurance Co. when he said; ‘_ R ' : ‘
"I am of the opinion that Macaura can be properly dlstmgulshed “and ';‘
that on the facts of this case, it would be unfair to permit the insurers.to
succeed in their defence. - I'conclude that Mr. Kosmopoulos did have an
insurable interest. The defence rests its argument upon a legal fiction; a. =
fiction that has been created. for purposes relating-to the. conduct of- the] [
business of the corporation, its management.and control, and the limited -

liability of its shareholders, and it has nothing tg do in the cucumstances L
of thls case with the nsk that was underwntten & : o

2 Tossv. Hurbotlle (1843) 2 Hare 461, 67 E.R. 189. ‘
30 Star Brewing Co. v. Flynn (19’21)”23‘7 Mass.‘2'13‘, 129,NE438 ‘.
31 noes7iiscRrRy U981 LCR. 5315, 3 sl T 1 ? o
o '

[1925] A.C. 619 Thrs case had been the leadmg aulhorlty for the corpom!e law proposmon
‘ enuncmted above.

Supra note 31 atp 5518




21

It is difficult to appreciate the reasoning of the courts in this case. A person who
incorporates his business must abide by the consequencesof his decision. Furthermore, .
there seams to be no reason of public policy which should allow the shareholder of a '
one person corporation to ignore the separatelegal personality of his creation whenever

he deems it convenient to do so.

Position of Shareholders in Closely-Held Corporations -

The dominant shareholders in the closely-held k corporations usually act as
managers and directors. The traditional view of the closely-held corporation depicts
the position of the minority interests as unique. According to this bvbiew, their interest
in close corporatrons are often made worthleas by the conduct of the ma_]onty who are ‘
in control of the corporation. The mlnonty shareholders are depnved of any 1ncome'
from the corporatron either in the form of d1v1dends or salary; they are not allowed
any effective voice in the business and control of the corporntion" they are denied any ‘

information about corporate affairs and often, they are ﬂnally freezed out from the ;

corporation at a fraction of the real value of their mterests.34 Part1c1pants m the S

general partnershrp form of business are not m a 51m11ar predrcament if - they are e "

excluded by their associates from full partlclpatron in thelr enterpnse.35 Accordmg to

Dean O'Neal; T
"The inherent characteristic of the (general) partnership form of business .. -
preclude: many of ‘the popular corporate  squeeze-out . techniques.:
Partuers ordinarily do net depend on salaries or dividends for a return on
their investments but receive a-share of the profits of the enterprise. ™ .- -
Additionally,  a partner, as-a co-owner of the business, is entitled to L

34 Hodge O'Neal, "Oppression of Mlnonty Shareholders Protectinnginori_ty “Skhare,holdere"‘

[1987] 35 Clev S.L.R. 121.

An analogy-is drawn here between the shareholders in the closely-held corporatxou and therrf S

" counterpart in the general partnership because of the marked resemb]ance in the structure of the
two forms of business orgammtlons SERE : ‘ L
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continued employment by the firm. In consequence, there is no

partnership counterpart of the corporate squeeze-techni ueof terminating

a shareholder's employment.and withholding of dividends
The shareholder in a widely-held corporation enjoys a similar position. The stock
market provides substantial forces which ensure that managers operate corporations in a
manner that maximizes the shareholders' expectations.3” The availability of a liquid
market for shares offers the shareholder an opportunity to liquidate his investment and -
re-invest in another corporation that meets his expectations. Cn the alternative,’
shareholders' derivative actions are available to enable shareholders to recover
indirectly any loss, -but the transaction costs associated with such suits usually prevent -
shareholders from relying on that remedy. - | |

The market forces which align management interests with that»of' the

shareholders in widely-held corporations do not exist in closely-held oofporations.

Because of the inherent difficulties in obtaining control of the closeiy-held corpofation,i
corporate raiders - are diseoureged from" bidding for the shares .of closely-held
corporations. 38 | : |

In addition, an unhappy miﬁority shareholder in the closely-held corporation has
difficulty in disposing of his interest. Usually, the only: prospecuve purchasers of a

minority interest in a closely- held corporatlon are the majority shareholders 39 If they
36 .

F. O'Neal & Desuri, "Expulsxon or Oppression of Busmess Adsociates: Squeeze—outs in'Small e
Enterprises” (1961) 143, Even in the limited partnershlp form of business, the position of the . ." =~
limited partners is not as precarious_as that of an oppressed minority shareholder in a’closely- . 7"
held corporation because his rights and circumstances under which he may be expelled from the *" .’
business are often well defined in the partnership agreement. . In the closely-held corporation, it -
is a well known principle of corporate law that there is no fundamental right toyremaink a
shareholder and the majority sharcholders may use one squeeze-out technique or the other to
eliminate an unwanted member See Re: Saltdean Estate Co. Ltd. [1968] 1W. L R 1844

- 37
‘ See Posner, Economic Analysis of the Law, 383 (3d ed ) (1986).

38 See Manne, "Our Two Corpora(ion System; Law and Economics”, (1967) 53 vA L. Rev. 259,

280, Corporate’ raiders do not usually have access to the mformatlon about 8 closely-held N
corporahon with whlch to assess a potenhal takeover. i : : -

39" Bahls in his article, "Resolvin g Shareholder Dissenswn Selectlon of an Appropnate Equntab]e s
Remedy", (1990) J. Corp. Law, 285 descnbed this condition as "monopsony”.: Commenting on . "’

"' the difficulty encountered by the minority.in disposing their shares,’ the cour;} in Re:' Block's s




refuse to buy or offer a token purchase price, the unhappy shareholder is locked into

the corporation. Generally, the minority shareholders seeking to sell their shares are
not able to find other bidders wher the majority shareholders hold out for an
unreasonably low purchase price. Because the majority shareholders alfeady control -
management, they desire no additional benefit from purchasing an additional control. :
The discounted value of the shares are thereforerelatively low.40 ‘

Most problems in the closely-held corporation revolve around the conflict of -
interest and disagreements over the business policy of the corporation between the -
shareholder-directorsor managers and the ordinary shareholders Who don't participate
in the management of the corporation. This last group usually constitules the,minority;

An uncooperative minority shareholder may often be the cause of dispute in the B
corporation. The frequency with which the uhéorhprising attitude of the rhihority‘\
shareholder occurs and the problem arising from SUch is put succintly b)l' O'Neal in the
following words: ‘

"Time and again, when questioned about squeeze—out problems, lawyers

and other business advisers comment on tie problem’ of -the minority

shareholder who 'throws. his weight around', and makes life miserable

for management, = An-unreasonable and obstreperous shareholder . .. . -

often gives company managers a 'rough time'. .Some corporate officers -

say they have to spend ‘more time and thought in keepmg mmontyf o
shareholders paclﬂed than in operatmg the business". T i

Will (1946) 60 N.Y.S. 2d, 639, stated at page 642; "In view-of the mature of the shares -
themselves, being those of a closely-held cm;pomtlon, having 1o general market and not saleable; L

to the general public'in the usual manner, it would be extremely dlfﬁcult 1f not 1mpossxble to’
obtam a ready buyer for the shares o

40 Thxs notwnhstandmg, economic analysns suggests that. the shareholders in the closely-held':

corporations are: not that badly off, otherwise no one would invest in them -Restriction: on- f_) EXE
alienability of shares is justified to ensure that those who. are investors are also compatible, as i
managers. Further, 'when the corporation begins as a familial venture, the restncnons also”

ensure that control ‘remains in the family, which may aid‘in reducing opportunistic conduct, ::.": -
See, Easterbrook and Fischel, "Close Corporatlons and Agency Costs (1986)‘38 Stan; L:Revi:
271, : R

- Hodge O'Neal, sup}a, note 34 at 122,




Friction also arises when a minority sharcholder enters with a competing business. An

unhappy shareholder who have acquired skill in the particular kind of business operated
by the corporation may establish a similar business or go o work for another company
in a similar business.

Disregard of corporate law provisions and requirements and inability of the
participants to distinguish in what capacities they act also cause friction. Due to the.
close nature of the corporation and interwoven nature of the status of members either as
shareholders, directors or officers, there may be sometimes no avenue of establishihg

"who took what action when". 2

Although the law plays a role in ensuring managerial efficiency,* the Majority
Rule doctrine may pose as an impediment to the protection of the minority interestbin ,
the corporation. Under corporate law, the general rule is that the will of the majority
members shall prevail. This is usually achieved in general‘,nreetihgs where _sorne,
decisions are taken by a simple majority of members end‘ other more importarit
decisions are taken by special resolutions. The doctnne could be a double-edged sword
for the minority sharcholders. Apparently, where it increases managenal efﬁcrency,ﬁ
this may lead to an increase in share value, - Mmorrty shareholders benefit 1f thrsk B
happens. However, the - majority shareholders mrght also use. the doctrme as an‘.‘
instrument of oppression. Majority shareholders select the board thereby choosmg
management and the minority shareho_lders. seldom have substantral input in' the e

process.**

2 i

43 B ' e
By providing fiduciary standards and enabhng shareholders to seek remedy for the enforcement

of ﬁducrary duties and other personal rights.

Another prmcrple whreh impedes the proteclrcn of mrnonty mterest in’ the corpora&ron is the

* Business Judgment Rule. Although this principle. is of - American orrgm and not part of i,
Canadian corporate law, it states that courts will not second guess or rnqurre mto the adequacy 7
‘of decisiotis of management if it is reasonable.to believe that management is acting in good faith

with d reasonable basis and wrthm the scope of the power conferred on them.  This rule creates
: problems of proof for the mrnonty shareholder - bnngmg a surt for breach of a drrector s duty




Minority shareholders encounter a number of practical difficulties when secking

monetary compensation to remedy damages caused by dishonest management. They-

must invest large sums of money to sustain a litigation.  Most times, the dissatisﬁed

shareholder is unable to afford the =1 ~net of remedying a wrong.  Even if he
eventually succeeds in obtaining monetary compensation, the incompetent or dishonest

controlling sharcholderremains.

Coroorate Squeeze-Out of Minority Shareholders ‘
Compounding the problems of minority shareholders - in a eloselyfheld L
corporation is the potential or actual threat of squeeze—out Most times, the majorrty '
shareholders and the directors (clected by the majority) try to freeze-out the mlnonty .
This pressuring of the minority into eventual exit from the eorporatron has been deﬁned
as; " . . . the manipulative use by some of the owners or partioipants m the business of‘ |
corporate control, strategic position, inside ’information or'powers of k‘control'qf the
utilization of some legal device or tachnique to eliminate minority shareholders frorn
the enterprise or 10 reduce to relative insignificance 1he1r votmg power or clarms on' ‘
corporale earnings and assels or propose to depnve them of oorporate income or :
‘advantages to which they are otherwise entitled. 435" . ‘ .
The majority. shareholders through therr votmg power to elect ;md control al-
majonty of the drrectors have extenswe powers to beneﬁt themselves at the expense of i
minority shareholders ‘Directors may refuse to declare d1v1dends and may dram offy._‘ ,
the corporation’s earnmgs ina number of ways. Exorbrtant salanes and bonuses to the‘

majority shareholder - ofﬁcers and perhaps to therr relatlves hlgn rentals for property

: of care " See, for example, Auerbach v, Bennett (19/9) 393 N.E. 2d 994 New York Court :
Appeals.

45 “O'Neal & Desun, suprn, note 36 at page 143
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the corporation leases from majority shareholders, and unreasonatie"paymeuts'tof
majority shareholders under <€ontracts between the corporation  and - majority -
shareholders or companies the majority sharcholders own are three major ways.
Directors appoint officers and may deprive minority shareholders of corporate ofﬁces '
and of employmentby the company or may cause the corporation to sell its assets at an
inadequate price to the majority shareholders or to companies in which the 'majorlty are
interested. Majority shareholders may also organize a new company - in which the
minority will have no interest, transfer the corporaticns' assets or business to’it and

A’

perhaps then dissolve the old corporatlon or they may brmg about a merger under a :
plan unfair to the minority', 4 ‘

There exists no limit to the various forms that a squeeze—out mrght take.- ‘The' - :
Majority Rule Doctrine has enabled some Canadran courts to mamtam a polrcy of non-
interference in the internal management of the corporatron except- _vyhere_ there - is g
excessive manifestation of fraud, or oppression.” Certain forms of squeeze-outs whrch

are most prevalent include the following:

(a)  Fundamental Comorate Changes
This technique mvolves an alteratron of the structure of the busmess Whrle"~_ f

most fundamental corporate changes accord with the drctates of good busmess and thus CE

beneficial to the corporation as a whole, the majonty shareholders may nevertheless ‘

use this device in a manner that is obvrously drsadvantageous to the mmorrty

- shareholders with the sole purpose of effectmg a squeeze-out The provrslons of some L &
46

- Hodge O'Neal, supra, note 34, at page 125

47

Brant Investments Ltd. v. Keepnte Inc. (1987) 37 BLR 65 (Ont HC) Howeve most Judges
have adopted a liberal approach to the doctrine and this has enabled them to grant’ relrefs evenin -
“situalions where the conduct of the maJonty falls short of excessive: manifestation of fraud or
" oppression,” See’ Sparling v. Javelin Int. Ltd {1986) RIQ 1073 (Que: SC);: Re Ferguson and :
Imax Systems Corp. (1983) 43 OR 2d. 128 Keho Holdmgs Ltd: v. Noble (1987) 53 ‘Alta’LR"
195 (Alt CA)
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corporation law statutes authorizing the alteration of the Articles or by-laws and other kk
fundamental corporate changes give considerable opportunitiesto directorsand majority
shareholders to take unfair advantage of minority sharcholders. For instance, the
Canada Business Corporations Act 1975 and the British Columbia Company Act 1973
(as amended) permit fundamental corporate changes by a special resolution of the
members.*® ' The amendment of the Articles of Association may be used, either alonei
or in conjunction with other techniques to eliminate unwanited sharehelders or alter.
their rights. Sections 248 and 249 of the British Columbia Company Act B.C.C.A) '
authorize a great &ariety of changes in the rights ofA shareholders to be effected by an
amendment of the Articles through special resolution. However, the statute gives some -
protection to minority shareholders by proxriding that an :‘ilrer’atiobrr which”affecit‘s‘ rhe
rights of preferences of any class of shares i‘sbsub‘je‘ct to.the ﬁght_ of ’the‘class affecterr"to
vote thereon as a class.* . B | »
In British Columbia, a corporation's ertiele can be 5mehd_éd to méke a non-
redeemable class of shares redeemable. A minority sh:rreholderean therrbe eliminrrredf

from the corporation by making his shares redeemable and then redeemmg his shares. »°

Provisions permlttlng Voluntary dlssolutron of a corporatlon on the vote of the o NS

specified percentage of 1ts shareholders especmlly 1f drssolutron 1s not requlred to be' o

The same posmon also applies in Nrgena "Specm[ Resolutlon “is defi ned under Sectlon ) O

- B.C.C.A. 1985 as including a resolution passed by a majority of not less than 3/4 of the votes . PR
cast by those members of a company who, being entitled to do so, vote in person or by proxy at - e
a general meeting of the company. ' Under Section 2'C.B. C.A; 1989,.2/3 majonty is required
instead. ~Nigeria has a similar definition contained in Section 1 ‘of the B. C CA (se,e Sechon Tl
236(2) Company and Allied Matters Decree 1990) e

49 Section 250(1) B.C.C.A. 1965, -

50

Of course, this may net be possible under the provisions of the Canada Business CorpbratibnS’
Act’(C.B. C. A.) because Section 176(0)(11) specifically  requires a- separate class' vote 'of .the
" affected shares before the alteration becomes valid: In contrast, the addition; rémaval or change, .

:in the redemption rights of the shareho]der is not mentroned asa tnggenng event for a clnss vote .
in Bnt:sh Columbra : :




under judicial supervision,>!

may open the way for majority shareholders to bring
about the dissolution of a company, the liquidation of its assets and the acquisition of
the assets by a concern which they own. To quote Professor George Hormnstein, 2
"voluntary dissolution can be used to squeeze out small shareholders where the
corporation is ohviously eaming money and prospering in' every way, and it is
proposed, not to discontinue the business, but to turn it over to a new corporation with - j

a slightly different name but with the same powers and some of the Original owners",

(b) - Share Issue to Effect Dilution of Interests

Essentially this technique consists in tho :-'hareholder-direotor-executives causi‘ng
the corporation to allot a ]arge number of new shares, whrch they take at a grossly
inadequate price, thus i mcreasrng thelr proportronate control and clalms on eammgs and }
assets and diminishing the minority's proportionate\vo‘ting' ‘rights _a‘nd proportrdnate
claim on earnings and assets. The ’orealion of pre—emptive‘ 'rightss3 1s an éftempt to_
limit the occurrence of this dilution by requrrmg a pro-rata offenng to the members

But the utility of the shareholders pre-emptrve nghts as a shleld agamst squeeze-outs is g

considerably impaired by the number of exceptrons to those nghts For example the‘k‘; e

rights do not attach to shares issued in exchange for property the corporatlon needs

Similarly, the minority shareholders may not have sufﬁcwnt funds avarlable to exercrsey " 3

their pre-emptive rights when 4he new shares are 1ssued Majonty shareholders and the "
51

For example, Sections 291-292 B. C C.A. 1985 Se(:tlons 211 and 137 C B CA: 1989' Sechon_r :
457 Company and Allied Matters Decree of Nr;,ena 1990. : e
2 Hornstein, "Voluntary Dissolution ~ A New Deve]opment in Intracorporate Abuse" (1945) 51, ! _ ‘
Yale L.J. 64, 67. )

S.. 41 B.C.C.A.; S.28 C.B.C.A. (whrle the pre—emptrve nght is mzmdatory ‘in B C C.A ;
jurisdictions, it is'made optional under the.C. B.C.A. The discussion paper.on Company Act
1990 (B.C.C.A.) recommends the ndoptron of an optional pre-empuve nght, wrth apprarsal
rrghts to shareholders who might dlssent durmg the transmonal penod : :

54

S. 28(4)(21) C B. C A ThlS exemptlon is not appllcable under theB C C A 1085
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directors and officers undet their control may deliberately issue the additional shares at
a time when it will be financially*difficult or impossible for the mlnonty shareholders
to finance the purchase of their part of the shares. In Browning v. C&C Plywood
Corporation® for example, an issue of shares which reduced the plaintiff's interest
from 32%to 1%owas set aside. The issued share capital was increased from 1,000 to

500,000 shares and the plaintiff was given thirty days to take up 152,000 shares at $1

cach. Management knew that the plaintiff could not afford- this, and the sole purpose

of the increase of stock was found to be to eliminate Browning's interest.

©  Withhelding Dividends SERRT ,

In corporations that use dividends as profit distribution ‘mechanism, ’ this
technique is the most common method of effecting a squeeze-out. To squeeze—ou‘_t_‘ a
minority, the executives may refuse to declare dividends but the'y: orovyide;high
compensation for themselves and otherwise enj:oy to the fullest, the patronage which 8
corporate control entails, leaving the minority shareholders who do'not have corpofate |
office with -the choice of obtammg little or no retum on the1r 1nvestments for a long :

_period of time or of selhng out to the majonty at whatever pnce they w1ll offer
A minority shareholder who challenges the dxrectors fmlure to; declare.

dividends faces many obstacles i in obtalmng rehef from the courts The first obstacle s

the court's view that whether or not d1v1dends are to be declared and 1f so when how: o S i

and in'what amount they are to be patd are pnmanly matters for the sound dlscretton of :

the directors.5 The second obstacle wh1ch necessanly xlows from the ﬁrst consxsts m{f ’

the court's relucntance to mtertere m the mtemal management of the company absent:_

Corp [1913] 16 CLR so




fraud or dishonesty, This reluctance to intrude on internal corporate affairs very nearly
hardened into an absolute rule of law. InBurland v, Earle’’ Lord Davey stated that:

"Their lordships are nof aware of any principle which compels a joint

stock company while a going concem to divide the whole of its profits

amongst its sharcholders. Wether the whole or any part should be

divided, or what portion should be divided and what portion retained are
entirely questions of interal management which the shareholders must

decide for themselves and the court has no jurisdiction to control or

review their decision, or to say what is a "fair" or "reasonable" sygn to

retain undivided, or what reserve fund may be "properly" required.

However, there are limits to the director's privilege to retain earnings in the
business and the courts, particularly in cases involying close ckprporations, will gra:it
relief where the minority can prove the directors have abused their discretion by acting
arbitrarily, fraudulently or in bad faith. Re Fergusgﬁ and Imax SEStETﬁS” illustrates
this point. There was a merital breakup and the husband attempted to squeeze—outhis
wife who was a minority preferred shareholder in the corporation. To achieve this, no
dividends were declared even though funds were available, A special resolution was
passed converting the preferred shares into ones which could b_e ‘redeemed'. The ‘wifey
applied under the oppression remedy to compel - the payment of dividends ‘and an-

injunction to invalidate the special resolution. The court held that the corporation must

pay dividends because they were withheld for improper phrposes. The special

resolution was also invalidated.®0 . e 2 L~

5T [1902) A.C. 83.

58 At-page 85.

59
[1983] 150D.L.R.3d 718.

60

See also, Dodge v. Ford Motors Co. (1919) 204 Mich. 459, 170 N.W. 668; Patton v. Nichalas :  X

(1955) 154 Tex. 385, 279 S.W. 2d. 848, In Von An v. Magenheimer (1908) 126 App. Div.. =" -~

257, 110 N. Y. supp. 629, a minority shareholder alleged that' majority shareholders conspired -

to obtain her stock and that in order to induce her to-sell they; (1) refrained from declaring.a™,.". "
fair dividend; (2) increased their salaries as corpotate officers; and - (3) represented that.the:"" -~
company had suffered reverses to such an extent. that it could ‘not pay a dividend; larger than .
three percent and that it probably would never be able to pay more. ' The minority shareholder.

. having sold her shares, the court permaitted her to maintain an individual 'a‘c'licnf‘agyai’x;‘(xt;’thé
majority shareholders for the losses that she suffered from the sale. - As was said by. the Supreme ¢
Coutt of Indiana in Star Pub, Co. v. Ball (1922) 192 Ind, 158, 171, ‘the couris will not-allow. -




31

(d) ° Excessive Compensation

A typical squeeze-out technique is for the majority sharcholders to acquire
corporate wealth by causing the Corporation to pay them high and excessive
compensation for services rendered as directors, officers or senior employees. They
usually compensate themselves not only by huge salaries, but also by 'bonuses,
pensions, profit-sharing, generous expense accounts, medical and health programs,
company-purchased insurance and various other so-called "fringe beneﬁts".' "A
minority shareholder often watches th: majority sharcholders and their families hve on
compensation from the corporation and¢ajoy the prestige, privileges and patronage that :
accompany control of the corporation, while he and his family receive no financial
return or any other benefit from his investment in the company.'m‘ Payment vof
excessive compensation over a 'long piriod of time may be ‘to the minority
shareholder's detriment when the ¢orporation sells its business and ‘assets or rnerges
with another corporation, because its earning power may be reflected in the price the -

corporationreceives for its assets or in ferms of the merger agreement.

© NonDisclosure <~ \ "

An effective techmque of squeeze-out by the majonty shareholders usually'

consists in adoptmg a method -of actlve non-dlsclosure of corporate 1nformat1on. ThlS

can be the preface to e1ther a purchase by the ma'onty of the mmonty mterests or to a‘." L

new issue of shares in the company The effect is to conceal corporate mformatron :

~which might cause the ignorant party to value the shares more hrghly, thus resultmg in

the directors to use their power oppresswely by refusing to declare drvrdends where the net o '
profits and the condition and character of the business clearly warrant it". " The ultrmate test, -

resolves itself into an examination of the good faith and reasonnbleness of the pohcy of retalmng :
that whrch otherwise is avarlable for drvrdends :

Hodge 0 Neal, supra note 34,8t 129. o




a sale of his shares at a bargain price, or in his failing to subscribe to a share issue

which would result in the dilution effects. The position of the minority sharcholdet
becomes more endangered when it is realized that reporting and disclosuré
requirements of the Securities Act®? do not apply to close corporations (which by theit
very structure, cannot be classified as "reporting 1ssuers") Shareholders in a close
corporation do not have access to sources of information available to securities holders

1n a widely-held corporation.

P

rotecting the Shareholders in a_Closely-Held Corporation

It has been illustrated in the foregoing pages the problems and difficulties which

may confront the shareholders in a closely-held corporation. ‘Closely-held corporations
account for most of Canadian business. -Even in thc United Statés, it is éstim#ted that
family-owned businesses alone represent nmety five percent of all Umted States'
business and are responsible for nearly fifty percent of the jobs in the Umted States

The legal principles applicable to several of the practices by which the minority
shareholders are deprived of their interests in the corporation raise basic questions' askito ‘
the nawre and extent of the duties owed by controlling shareholders. .- From the
attributes common to all attempted deﬁﬁitio;ls of‘ the closelyy'-helc‘i“ cbrporétioh

enunciated above,® it may -be justifiable. to assert that the ‘cloSel_y—held corporation

6 : «
For example, Section 67 of the Bnllsh Columbia Securities Act 1985 makes provnslon for lhe

publication of any 'material change' occurring in the affairs of a "reporting issuer”.. Section 1 of ..

the Act defines what constitutes a material cbunge See supra, note 13, for deﬁnmon of :
"Reportmg Issuer”. 8 . RIS

1. Ward Keepmg, the Family Busmess Healthy (1987)

See supra, pages 17- 19
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bears a striking resemblance to the partnership.5> Therefore, the relationship among
the shareholders in the closely-held-Corporation shall be one of trust, confidence and
absolute loyalty. Closely-held corporations with substantial assets and with more
numerous shareholders are no different from smaller closely-held corporations in this
regard. All participants rely on the fidelity and abilities of those shareholders who hold -
office. "Disloyalty and self-secking conduct on the part of any shareholder will
engender bickering; corporate stalemateand perhaps, efforts to aclieve dissolution”. 66

Costs associated with the frictions and consequent litigations in the closely-held
corporation may resuit in the ineffective use of management fime; .diminishéd ‘
confidence of banks, suppliers and customers in the corporae enterprise; inability to
obtain necessary financing;7 reduced efficiency of the manégement, as well as the
increased risk of business failure. , .reholder disputes within the c'ofpdration also give
rise to non-economic losses. If allowed to go én, it can destroy- sound family :
relationship and lead to acrimony and vindictiveness.5®

To ensure a more realistic and harmonious environment for the operation of the
business within the closely-held corporation, an atmosphere of good feeling amongst
the shareholders is. an essential pre-requ1s1te. Wl.lere‘én évént or cbnd‘uct by the__
majority shareholders gives rise to a dispute, resort may be had to one or other of the |
corporate legal remedies. Most of the problems encounterc;d in the closely-held :
corporation which lead to corporate‘ Squeeze-out of minority 'shﬁré{ﬁf)idérs ‘cgpld‘ be

resolved through the application of the legal remedies. HoWéver, the adequaby 6f the ..

65

There are however significant dissimilarities between them, the most prominent being the .
separate legal status accorded the closely-held corporation Whlch is non-existent in partnershxp
business. ‘ .

o

Per, Tauro, C.J. in Donahue v, Rodd Electrotype Co. of Nev England (1975) 328 N E 2d SOS'V_';;,
at 514, : 5

,1‘ 0 Neal and T“hompson, Oppresswn of Mmonty Shareholders (2d ed. 1985)

Bahls, supra note 40 at page 287
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corporate law remedies is another question which shall be looked at in one of the
subsequent chapters.

In addition to the statutory remedies, corporatelaw and economic analysts assert

that certain contractual monitoring mechanisms designed to minimize the conflict of
interest problem also exist in the closely-held corporation. Beginning from the premisé
that the closely-held corporation is essentially founded on private contract among th
participants to the nexus of contract within the corporation, they point out that thes
contractual devices take care of areas likely to give rise to problems in the future and

further that the minority shareholders in the closely-held corporation are not that badly

off otherwise no one would invest in them.
While the statutory remedies available to the  shareholders are merel

highlighted here (leaving a detailed discussion for a-later part of this work), the

contractual monitoring mechanisms designed to minimize agency problems in ciosely-
held corporations and the enforceability of such arrangements shall be taken up when
the economic structure of the closely-held corporation is examined in Chapter Three.
Suffice it to say at this point that the adoption of contractual arraneements enahles fhe
participants in the closely-held corporati‘onl to depart ﬁom the- traditional corno.rale
management framework and agree on how control of the 'corporation shall be.allocated‘ :
Similarly, that adoption of the shareholders agreements as plannmg device in dlspute ‘

prevention or resolution may-be mevrtable for’ assured corporate success.

Statutory Remedies

Preventive mechamsms against squeeze—outs and fnctrons may sometlmes be“r
1neffect1ve because. the varrety of possrble forms Whlch a squeeze-out may take, f:;f"
vxrtually precludes’ any success at preventmg every attack.. Therefore where a course :'_ L

of conduct pursued by the ma_]orrty is: not orie covered by some form of preventlve i




protection, the injured minority shareholder may have recourse to common law® aid

the statutes for relief. Some of th'é:'.Corporate Law remedies which are readily availabl%
to an aggrieved shareholder include; the oppression remedy;’® appraisal nghts,:}i

derivativeaction’? and an action for winding up.”

Conclusion ‘

Development of appropriate methods of prafecting minority kshareholders in the
closely-held corporation requires an appreciation of the ¥8al and ‘business envi‘r’onmernt‘
which will affect the enterprise. The ascertainment of the circumstari€®s and attitudes
of the parties who are to be members in the corporafon is also important. O'Neal
pointed out that an obvious fact that many persons wha become minority shareholders
in the closely-held corporation when it is being organized or who buy into the bu§iness

later, have a trusting, almost child-like infiocence, at the outset of their involvement,

69 The Common Law rules are ROt always valuable to a minority shareholder because of the rule in
Fossv. Harbottle (1843) 2 Hale 461. Attention will therefore be focused more on the prolechon‘
offered by the Corporation Acts.

70 In British Columbia, the remedy is provided under Section 224 B.C.C.A. Ses also Section 241

CB.CA. for similar provision. In Britain, Sections 459-461 of the British Companies Act - |
1985; Nigeria - Sections 310 - 313 of the Company and" Allied Mattets Decree 1990. In the -
Unlted States, some states do not have any direct eq\nvalent of the oppresswn remedy but Rule -
10b-5 of the U.S. Securities and Exchange Commissi.... .... .. ._ e e

corporations to obtain a remedy for condygt fﬁﬂi would .mse under the oppressnon remedy in’

Canada.

The scope of potential applicants. is more limited under-the B.C. CA. than in the C, BvC A

However, the Company Law Discussion Paper 1990 (B.C.C.A.) has recommended for an -

“increased scope of applicants to include previous members. For judicial recognition of the need "
to include past members as ellglble appllcants, see BucLley v. B.C. T F. (1990) 44 B.C.L. R 31 o
(2d)

See Sections 231B.C.C. A’.- ‘19’0 CB.C. A, :

"Secuons225B c. CA; 238CB CA

) Secuons 296-298 B C C. A 213—217 C. B C A., 408(0)(e) C A. M D 1990 ngena
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They are enthusiastic about going into business for themselves and they are opt1m1stlc

about success in the business and the. receipt of high profits, =~~~ 4

Conflicts of interests which exist or develop among the shareholders constitute a
threat to the success of the venture. In the absence of protective mechamisms, control
is in the hands of the holders of the majority of the corporation's voting shares and the.
likelihood of abuse of this power of control rnay not be far. While remedies do existin
the law for problems which ariyseunexpectedly, much could be done at the ‘inception”‘of ‘
the business venture to reduce the possibility of conﬂrcts of interests arising. Caret‘ul B
planning in the 1n1t1al penods of the 1ncorporatron of the corporate orgamzatton wrll do
much to reduce the risk to mvestors ~and prov1de them w1th a structure for therr,
relationships which will allow them to devote their attentton to the busmess of the
corporationrather than to the security of their posrtlon wrthm it. :

However, it must-be apprecrated that even detailed planned and constructed‘

contractual mechanisms do not always take care of the wrde vanety and forms whxch a

squeeze out may. take The techmque of avordrng these contractual anangements are

~numerous. Corporate law and the statutory provrsmns play an actwe role here Bykb ERE N

provrdmg the statutory remedies the law enables the mmonty shareholder to e1ther
enforce a breach of an agreement or to prevent or cure any abuse of power by thef‘ :
controlling shareholders, - A combmatron of the contractual dev1ces and the statutory j
kremedresmay ensure : a more reahstrc protectxon for~the shareholders in the closely-held{

corporation.
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CHAPTER TWO
THE TRADITIONAL STRUCTURE OF THE
WIDELY-HELD CORPORATION

Introduction:

While corporate law and judicial decisions in some jurisdictions have. -
increasingly recognized the existence of the distinction between the two kinds of
corporations termed the closely-held and widely-held corporations, an important change -
in Canadian corporate law in the late 70°s and early 80's was to drop the public/private
distinction. Emphasis was rather shifted to the reporting Obligations of the corporation
as a distinguishing factor. For instance, the British Columbia Companies Act makes a
distinction between reporting and "non-reporting" compames 4 ‘, However; ythe,
difference in terminology notwithstanding, most features of the non-reportmg
companies could be identified in the closely-held corporation while the reporting issuers ‘
more closely resemble the widely-held corporations. ‘ ‘

The typical one-person or family enterprise and the ‘smaill Vcorporation in wh_ich', :
all the shares are held by comparatively few persons who regard themselves ‘as-

“partners”and who are active in the busmess are clearly closely-held corporations. :
The larger enterprises with securities publiclif traded_ (usually on a recognnzed stock -
exchange or in an organized over-the-counter markef) is no doubt a widely-held o

corporation. These widely-held corporations dominate the economic structure of most : B

countries with shareholders numbenng in the thousands- and most times compnsmg] Lo iy

institutional investors.

74 See Section 1, B.C.C.A., 1973;. srmilarly Section 67 of the Brmsh Columbm Secuntxes Act e

1985 imposes some disclosure obligations with respect to any "material change occumng in lhe o
affairs of reporting issuers”, See supra, note 13 for deﬁmtion of reportmg issuers
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Between the extremes of the closely-held and widely-held corporations lies aft
important distinction which is besfunderstood in terms of the degree of identity
between ownership and management. Where the owners and the managers are identical
or substantially so, the closely-held corporation feature is predominant. The dominar
shareholders usually double as managers. In the widely-held corporation, the

management team is usually appointed. Most often, the managers are either not

shareholders in the corporation or they own a relatively little percentage of the stock:

These corporations are marked by widespread share ownership structure. The

shareholders are for the most times considered to be passive stakeholders who do not-

take any (active) part in the management of tha corporation. There is separation of
ownership of shares from control of the corporation. It is this separation phenomenon
that has become the traditional mede of picturing the fundamental problem of corporate

law and economics.”

Due to the manifest widespread nature of sharelnldine and tha' canaratinn nf

ownership from control, traditional corporate lawyers have asserted‘ that the small

group of managers are relatively free to manage the widely-held corporati()ns for their

own benefit, not that of the powerless and passive shareholders.: They have called for :
more stringent legal rules to restrain the management group Howevcr as. shall be‘

shown later, corporate law economists argue that these tradrtronal corporate law '
scholars fail to recognize the operatronal effects of some market forces on corporate“:

management and their assertion becomes hallow when the value of the ftee market‘, ‘

constraintson corporate management is exammed

There exists an avallable market for the sale or trar. sfer of securrtres.‘ Unnke m'j’

the  closely-held corporatron, the securrtres market affords powerful mducement to; £

» ensure that managers of wrdely-held corporatrons operate ina manner that maxrmrzes

) Eoonomic analysis of the widely-held corporations is treated in the next éhapter.' R e
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the sharcholders’ expectations.  Although dissatisfied shareholders may remove

dishonest and incompetent managers by the use of the proxy machinery, this process is

rarely used because of the costs and delay inherent therein. Most times in the widely-

held corporation, the dissatisfied shareholders simply sell their shares. While the sale

of shares does not often lead to new management, it does offer the shareholder an

opportunity to liquidate his investment, and re-invest in another corporation. But - e
sometimes, the sale of shares may result in the sale of control usually at a premium

with the consequent implication on the probability of the installation of a new

management by the’acqniring feam.

Separation of Ownership from Control in the Widely-Held Corporaticn ‘
The most dominant feature of widely-held coxporations which ‘distinguishes
them from the closely-held corporations is the notion of the separation of oWnersh_ip by
shareholders from that of control by the manngemenf group. T{h‘e‘sharoholdefs are
widespread and this makes it difficult, if not impossible ‘for iﬁém to come togéthe; and
~device an organized contractual mechanismakin tO“the sharehoiders" égreementsv
obtainable in the closely-held corporations. Wlth no- 1dent|ﬁab1e interest in the.

corporation other than profit maximization by the corporatlon the shareholders are

considered passive stakeholders thhout any mtereSI in management responSIblhnes and'

duties.

The separation of ownership and control in the w1dely-he1d corporatxon was_: o

3 ’lhls separatlon“?

brought to the fore almost sixty years ago by Berle and Mems.
‘ phenomenon has’ retained a central posmon ln recent wntmgs about the economxc" :

' theory of the corporatlon The problem created by the separanon phenomena was” |

76" Adolf A. Berle & Gardiner C. Means; The Moder_n co,i,o;anon and Priimt‘e_ ‘Prppeny (1‘9_32)‘,




recognized by Berle and Means when they stated that "the separation of bwnership

from control produces a condition"where the interests of owner and of ultimate manager
may, and often do, diverge, and where many of the checks which formerly operated to
limit the use of power disappear . . ."77 Thus, they asserted that ownership and
control have been separated in the widely-held corporation and that this has large
effects on the conduct of the corporate enterprise. The holder of corporate shares

experiences a loss of control over his resources because owrership is so broadly

dispersed across large numbers of shareholders that the typical shareholder cannot

exercise real power to oversee managerial performance in modern corporations,

Management exercises more freedom in the use of the corporatin's resources than
would exist if the corporation were managed by its owner(s).
The theme of their work could be gathered from the early pages of the book:

"It has been assumed that, if the individual is protected in the right both
to use his property as he sees fit and to receive the full fruits of its use,
his desire for personal gain, for profits, can be relied upon as an
effective incentive to his efficient use of any industrial property he may

0ssess. 1n the [quasrl] public corporation, such an assumption no lon

olds. . ., it is no longer the individual himself who uses his we
Those in control of that wealth, and therefore in a position to secure
industrial efficiency and produce profits, are no longer, as owners,
entitled to the bulk of such profits. Those who control the destinies o
often 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. -
profit of the corporation go, cannot be motivated by those profits to a
more efficient use of the property, since they hz;,ve surrendered all
disposition of it to those in control of the enterprlse

7.

The theme of the book rests on ‘three proposrtrons'

1. The large corporation is owned by so many shareholders that no one or even no. S

" score of them typrcally owns a srgmﬁcant fractron of the outstandmg shares. o

"Atp. 6.

Ibd pp- 8-9

See Stlgler & Friedland, "The themiure of Economics: The Case of Berle And Means , (1983)
26 Journal of Law and Economrcs, 237 238 . .
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Berle and Meens conducted an empirical study and examined the structure of
control exercised over two hundred largest American corporations in 1930,
including the Pennsylvania Railroad, the United States Steel and the Americat
Telephone and Telegraph. They observed that “sixty-five percent of thd
companies and eighty percent of their combined wealth"8¢ were controlled by
the management or by a legal device involving a very small percentage of
proportion of ownership, = Singe no one individual or group possessed &
controlling block of shares in such corporations, they asserted that control over -
the conduct of the affire of the widely-held corporations ’resided in the small

group of directors and senior management that run the corporation,

2. Corporate officers in gengral own a very small fraction of the shares of their .
corporations; " k'
3. The interests of management and shareholders dlverge w1dely

Berle made a study of the changing statite and case law. wnh respect to the
rights and duties of shareholdersand corporate ditectors and ofﬁcers.81 The relaxation
of incorporate statutes, the reduction in the rights not only’ of t/oting but of 'participation
by the sharcholders, and the growing prerogatives of the management to control

investments, corporate SU'UOture and dlsbursement of proﬁts and the hke, were held to

have eliminated most legal restraints on management prerogatwes
Berle and Means recognized the: avallablhty of the ‘proxy. machmery to the
«shareholders who may nom1nate their own dlrectonal nommees and campaign for votes

but they equally recogmzed that the process is'so expenswe that only wealthy grouos

can ﬁnance the effort The cost of mailing pro;(y solxcxtauon matenals to shareholders S

is great when this is added the cost of the 1nev1table legal battle, pnntmg fees for the :

80 Berle and Means, supra, note 85, at p 94

?1 bk, 1.
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solicitation materials, costs of retaining accountants and financial advisors, the
aggregate costs are now and were'in Berle and Means' time, immense.?? Incumbent
directors on the other hand, do not bear any of these costs = the corporate treasury
does. The shareholder in reality is thus reduced to a mere passive stakeholder subject
to the whims and caprice of the directors. Berle and Meens concluded:
. for the most part, the stockholder is able to play only the part of
the rubber stamp . . . the usual stockholder has little power . . .. The
se%ilration of ownershipand control has become virtually complete. The
of the owners have m fact almost no control over the enterprise,
while those in control hold only a negligible proportion of the total
ownership."83
The authors contrasted the widely-held corporation to the Adam Smith84 enterprise in
which the owner managed as well as owned the business. By carrying on enterprise he
would employ his energy and wealth in such a way as to obtain more wealth. In this
effort, he would tend to make for profit those things which were in most demand.
Thus, while the owner of the small enterprise is spurred on by the expectation of profits
to risk his wealth; in the case of the widely-held corporation, the shareholders may
hope to maximize profits by risking their capital, but the control group may seek to

maximize salaries and easy executive life, Adam Smith recognized this fact when he

wrote that :
82 ) R
Wolfson, The Modem Corporation: FresMarkets versus Regulatlon, 14 Nike:="\ N
83 - S
Berle and Means, supra, note 114 at p.89. : . s RS goemRtI N
84

After two centuries, Adam Smith, an eighteenth century classical economist remains a towering

figure in the history of economic thought. Known primarily for a single work, "AnInquiry into

the Nature and Causes of he Wealth of Nations", (1776), the first comprehensive system of -
political economy, Smith is more properly regarded as a social philosopher whose economic
writings constitute only the capstone to an overarching view of political and social evolution.™ '
The "Wealth of Nations" may be seen not merely as a treatise. on economics but as a partial || =/
exposition of a much larger scheme of historical evolution. In his book, Smith described- the -
“ evolution through federalism into a stage of society rfequiring new institutions such.as,market—,' e
determined rather than guild-determined wages, and free rather than government constrained -
ehterprise, This later became known as laissez-faire capltahsm Smith called it the system of
perfect llberty




43

. the directors of such companies®® . . being the managers rather
of other people's money than of their own, it canmot well be expected
that they should watch over it with the same anxious vigilance with

* which tt}lre partners in a private co-partnery frequently watch over their
own. Like the stewards of a rich man, they are apt to consider attention
to small matters as not for their master's honor, and very easily give
themselves a dispensation from having it. Neghgence and profusion,

h f th
ﬂ%gﬁfso(r)? o éflSta ag(\)yr% aﬁ)rev%ﬂ more or less, in the management of the

Berle and Means stressed that the modem corporation is "so different from the
privately owned enterprises of the past to make thecon_cept of private enterprise an
ineffective instrument of analysis,"37 They argued that the‘ existence of the modern k‘
giant corporations cannot be integrated into the classtcal theory of capitali'em They
further stated that: "when Adam Smrth talked of "enterpnse“ he had in mmd as' the
typical unit the small mdmdual busrness in whlch the owner, perhaps w1th the aJd ofa
few apprentices or workers, - labored to produce goods for ‘market or. to carry ‘on
commerce. Very emphatically, he repudiated‘the stock oorporatton as a buuiness'
mechanism, holding that dispersed o‘wners‘hip‘made ’efﬁc,'ient op_eratio'n ‘ikm‘possible’; o
Yet when [we] speak of business enterprise today, [ure] must have in mind ‘primarily
these very units whrch seemed to Adam Smlth not to ﬁt into the pnncrples . he waa
laying down for the conduct of economic act1v1ty" 8. v _

They concluded that the modern corporatlons unhke the smaller umts of Adam :
Smith's day operate in non-competttlve markets dommated by a few great enterpnses in

which md1v1dua1 initiative has drsappeared Berle and Means v1ewed the modern_'.

corporatlon as an economic state. In the1r oplmon "the law of corporatlons was in P

Adam Smith was talking of joint stock compames, the 18th century equlvalent of the w1de1y« '
held corporations. o

Adam Smith, An Inqurry mto the Nature and Causes of the Wea]th of Nattons, 700 (E' vannan, i
ed 1966) : ¢

Ber]e and Means, op. crt p 349

' Thid, at 345-346
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reality a branch of constitutional law for the new economic state”.3 They advocated
that a new corporate constitutional law and government officials rather than the free

market would be used to force the corporation to serve not only the shareholders but

also the society. "’

Effects of the Berle and Means Thesis

For the last sixty years or thereabout, public discussion of corporations and
public policy towards corporations have been dominated by the vision of Adolf Berle
and Gardiner Means. The authors' analysis made two sugg’estions;" On“e" was for theby
courts to adopt the doctrine that corporate officers and directors are trustees' forthe’
shareholders, and to hold them to the highest standards of fiduciary ‘responvsibility.f
This suggestion was considered weak because it would requrre close momtormg of » :
corporate affairs by the courts, a task for which the Judges were not quahﬁed and for
which even the largest investors showed no soncern, “The authors recogmzed this point
when they conceded that the legal effort on momtormg corporate affairs has not been "
successful because the courts lack the "abrlxty to handle the problems mvolved" 9 1

Another suggestion was to restore active control to the shareholders. Berle and :
Meens claimed that corporate officers were promotmg thexr own ﬁnanc1a1 1nterests at o

the expense of the shareholders and that to remedy the srtuatron the . shareholders"ﬁ -

should_be encouraged to play an actlve role in nommatmg and electmg dlrectors and g

thus influence the selectlon of the ofﬁcers who run the corporatlon ThlS approach o
known as the "shareholder democracy" holds that shareholders are mactlve or apathetrc‘ =

mainly because they lack easy access to corporate mformatlon And presumably, they’

89 " 1bid, atp, 357,

90 "' yhid, atp. 356.
91

Tbid, at p. 357,




would be willing to play an active role in determining corporate goals and in designing

a 'strategy to achieve these goals, if they posses the information needed to make
informed policy decisions.

Most modemn corporate law legislations are based on the fears of domination by
the corporate directors and managers expressed by Berle and Means. The goal of
public control animated many of those who wrote and adopted the United States
Seeyrities Act_gf 1933 and the Securities Exchange Act of 1934. For instance, the
Chairman of the United States House Commerce Committee presented the 1933 bill in
a language consistent with the analysis of Berle and Means:

"Where the stock is widely distributed, as in the case of so many

American co$orations, the officers of the company, through the use of

proxies and the advantage they have in obtaining proxies, are able to

continue in office without much regard to their efficiency . ... Two
hundred companies own 75 percent of the total wealth of the United

States. The management of these big corporations, as g rule, own an

insignificant percentage of the outstanding voting stock."*

The Berle and Means' book was credited with the inspiration for the 1933 reform
legislation, and Time magazine called it "the economic Bible of the Roosevelt
administration".%3

The reformative effects of the Berle and Means' thesis notwithstanding, the
work has not been without criticism. In the first place, Berle and Means asserted that
the interests of the management group and shareholders diverge widely in the widely'-'
held corporations, but no attempt was made in the book to present any systematic
divergence of interest between ownership and control. One writer has pdinted ‘outk that
organized empirical research would have been welcome; “even signiﬁcant' ?]beit’

anecdotal evidence of the misuse of control power would have aided the case".%*

92 (1973)4; The Economic Regulation of Business and Industry 2615-16 (Bernard Schwadz, ed)). :
93" Time, April 24, 1933, at p. 14. '
94

Wolfson, supra, note 82 at p. 17. .




Secondly, economic analysts are highly critical of the Berle and Means thesis.

A fundamental defect in their thesis is the failure to recognize the value of free market
constraints on corporate management which help to align management interests with : ‘
that of the shareholders in the widely-held corporations, Wolfson in unequivocal terms ’ H

criticized the work of the authors in similar terms when he wrote:

", , . the book after development of data demonstrating the dispersion of
stock ownership into many small shareholders devotes over a hundred
pages to a demonstration t%,at could not have been new even in 1932 that
corporate directors and management have the potential power under the
case and statutory law to dominate the financial and business affairs of
the corporation . .., None of the Rerlc and Means discussion with the
literal exception of one or two isolated anecdotal examples ever proved
that free market forces do not discipline management 8r that control
systematically uses its power to harm shareholder§©F the public,"*> .

Conclusion

No doubt, there is bound to be a high probability of divergence of interest
between the management interest and that of the shareholders when control of the
property®® and the ownership thereof is not housed in the same individual, This
summarizes the basic fact of most widely-held corgorations. .The position of .the
shareholders in the widely-held corporation is quite different ‘ffom:_.that of ' their
counterparts in the closely-held corporations, where the existence of shareholders'
agreements go a long way in preventing and taking_gare of ?reas,or issues likely to give
rise to difficulties. Shareholders’ agreemt.ants,are'not possible m the widélyfheld T

corporations chiefly because of the widespread ownership structure, Similarly, the use

s a confrol mechanism may be expensive.

95 Wolfson, Ibid at 17-18.
9

As evidenced by the shares.
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However, the shareholders are not totally without protection from management
misconduct.  Corporate law and economic analysts argue that the managers are .
constrained by an identifiable network of bonding and monitoring devices to exercise
their discretion in the shareholders' interests and that an exploration of the economic
reality of the corporate structure and the capital market in which is exists will reveal
that the widely-held corporation is not a kind of institution free from the disciplineof @
free competitive market,

Moreover, resort may be had to corporate law provisions for the protection of
the shareholders. The provision of the oppression remedy, appraisal remedy and fo:
breach of fiduciary duties the derivative action serve to protect the shareholders where
the market forces are unable to take care of one-time divergence by the managers.
Similarly, the enactment of the Securities Acts®’ which require full disclosure of facts
relevant to the value of corporate securities also serve an important function im ‘
shareholder protection. Derivative action for breach of fiduciary duties may lic where
the directors or managers fail to disclose any material change in the affairs of the
corporation and subsequently make use of the undisclosed information to their owm

benefit. 98

o7 o
For example, U.S.A. 1934, British Columbia 1985.

See, for example, Section 121 of the British Columbia Securities Act. 1985; See also Securiiies
&Exchange Commissionv. Texas Gulf SulphurCo. (1968) 410 F. 2d. 833. o

Personal action may lie for the breach of duty to disclose amy materiai change occurring in fhe '
affairs of the corporation (as provided by Section 47 of the British Columbia Securities Act,

1985) if the plaintiff can rely on the corporate law rule which states that whero a statutory - °

provisipn is designed for the protection of & class to which the plaintiff belongs, then if he can g
show loss through damage caused by failure to observe the statutory provisions, he can rely on’

that provision to claim for personal relief. ~ 8ee Goldex Mines Ltd. v. Revill (1974) 7 O.R. (2d),:" 1

216 (C.AY.




CHAPTER THREE

ECONOMIC ANALYSIS OF THE CLOSELY AND
WIDELY-HELD CORPORATIONS

Tntroduction:

In the previous chapters, the t-aditional structures of the closely and widely-held
corporations were examined. It was pointed out that there is a fundamental differenge -
between the two corporate forms. Apart from the existence of share transfer
restrictions in the closely-held only, it was noted that there is great diffusion of shat@
ownership in the widely-held corporations. Furthermore, risk bearing and managememf
are separated in widely-held but not in closely-held corporations. Two views exist ot
the consequences that follow from the diffusion of share ownership and the separatiom
phenomenon in the widely-held corporation. The two views represent the assertions of
the two leading schools of thought in corporate law - the traditional (corporate) legal
view and the economic approach to corporaie law,

The traditional legal view emphasmes that the posmon of the shareholders in the
widely-held corporation has degenerated into.a helpless one because of the separanon

phenomenon and the likelihood that the management m'\y exploxt the suuatlon to thexr’ ‘

advantage.- The view also holds that shareholders in the’ closely—held corporatxon face -

unique risks of exploitation; ~hence the need for state intervention in the vforrn of "
imposing strict legal rules including the oppression remedy, jﬁduciary duties‘ an’d"»
appraisal remedies enabhng exploited members to liquidate their mvestments. L ‘ |

The economlc approach whxch represents a_new thmkmg in corporate law :
-applies economlc tools to the understandmg of corporate law problems. The v1ew

holds that sharenolders m the w1dely-he1d corporatlon are ot worse off because of,o i




them to act for the welfare of shareholders, According to thig view, the coalescence of
ownership and control is not 3 necessary condition for managerial efficiency, The
essence of this view is that the modern corporation is based on private contractual
foundation among the participants. Reliance is placed by the corporate law economists
on contractual and market constraints on corporate management as opposed to state
intervention for the protection of shareholders, '

Although economic analysis of corporate law is controversial®® and tpe
application of economics to corporate law has not been expressly adopted either in tﬁe
United States (where the idea started) or in Canada, the greatest‘ contribution of.
corporate law and economics has been the study of the relationships which exist among
the pa:ticipants in the Corporate organization. This chapter examines the relationship
existing between the shareholders  and the ‘manageméntgg in both the widely and
closely-held corporations -in the’light of the economic approach to corporéte law.
Section 1 sets the stage for the discussion by presenting a summary of the two leading

schools of thought in Corporate law - the Traditional (Cplporatg) Legal View and the ‘

Economic Approach to cérporate law. " Section ITpresents the theofy of the firm which -
—_— Y
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Not many corporate law commentators have accepted the economic approach to corporate law,
Thus, it has been criticized at différen@_ levels. " Ses, for example, L. Dallas, "Two- Models of .
Corporate Governance: Beyond Berle and Means", (1988) 22 1. of L. Reform 19 (rejects the
mode of analysjs entitely saying that g corporation is better understood as a power coalition than
as a nexus of contract); Vv, Brudney, "Corporate Governance, Agency Costs and the Rhetoric of .
Contract”, (1985) 85 Col. L.R. 1403 (attacks particular clement of the contractual analysis by
arguing that a shareholder does not enter into a conventional contract since there is little bargain
over details or aliernatives), Coleman, Heckathorn “and S. Maser, "A Bargaining Theory
Approach to Default Provisions and Disclosure Rules in Contract Law", (1989) 12 Harv. J,-of
Lawv & Pub. Pol, 639 at 640-50 (attacks the ethical fouhdations of the economic approach),

Other.participants in the corporate organization include the employees and creditors. However,

ocus - of - this ' work is how' the shareholders could be protected against management i1

misconduct, hence the limitation of the discussion to the two groups,




Ist. The governance angd contractual mechanisms
which align the interests of those in control with that of minority shareholders are also
considered,  The discussion on the closely-held Corporation concludes with an

examination of the validity of these Contractual arrangements.

concluding remarksg and comments,

I: The Yraditional (Corporate) Legal Theory

which comes into existence by virtue of a grant. from the state. This view holds that a
corporation is a distinet legal entity different from the members who constitute it and

can only exercise those powers conferred on it by its charter of incorporag_ion.loo Thc\

essence of this view is that the corporation constitutes 3 separate juridical unit created

by state action; an artificial creature of the state possessing in ad_ditioh to its

"core" attributes bnly such limited powers g are granted by the state, While'a

legal entity, its legal capacity beyond its "core rights"




regulation or the facilitation of shareholder litigation in the Corporation on the basis that

the state created the corporation by granting it a charter,

their own interests rather than in the shareholders’ interests. Their thesis provided the‘
basis for many calls for more stringent legal controls on managerial behavior and has
fostered the view among some legal commentators that

meaningful constraint op managerial behavior, Corporate law, according to this view,
plays a pre-eminent role in maintaining balance in the widely-held corporation

characterized by the separation of ownershii and control,

The Economic Approach to Corporate Law

problems in corporate law, Today, it occupies a central role in cbxporate law theory,

The approach began in the United States but has extended to many other

efficiently carried out by means of firm rather tfm

assert that firms arise to reduce transaction costs and self interested post-contractual

—_——
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An example of law ang economics corporate scholarship in Canady ig F.H. Buckley and M.Q.
Connelly; Corporations; Principles and Policies, 2d.. ed, (Toronto: - Edmond Montgomery
Publications, Inc, 1988),  Other examples include; Cheffins, supra, note 9; A MacIntosh,
supra, note 9, - For Commonwealth position, see D.D, Prentice, "The Theory of the Firm;
Minority Shareholder Oppression: - Sections 459-461 of the British Companies” Act 1985”7,
(1988) 8 Oxford J, of Legal Stidiog 55, - s o SRR




behavior among persons who otherwise would be engaged in market transactions, 192

The economic approach is in stark opposition of, and challenges the orthodoxy of the
traditional legal view of the corporation as a mere concession from the state, The
approach views the corporation as founded on private contract where the role of the
state is limited to enforcing contracts entered into by the participants to the
intracorporatecontract.

Thus, according to this view, the corporation is a complex nexus of contracts
that are different from and presumably more efficient than those which would arise in

the market '

With this approach came the evolution of the "contractualvb'theory“ of"k_
the corporation. Proponents of the economic approach to corporate law argue that the
essence of the contractual nexus within the corporation is that the participants should be
free to mold a corporate form of their choice. A strong basis of the economic appr;)aéh g
is the recognition of free market forces which act as effective constraints on corporate - -
management and the use of contractual controlling mechanisms by the participants to
reduce the conflict of interests which usually arises between those who manage the:
corporation and the shareholders. '
Proponents of the economic approach argue. that the modem - corporation is a

competitive entity circumscribed by powerful market forces whxch should play a more

significant role in shareholder protectlon than govr,mmental or regulatory mtewentlon. ‘

102 . por leading works on the economic theory of corporatioris, sec ’supra, nbtes 7-8.
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approach, provides strong . theoretical support for the Memorandum and Articles approach to

Articles are viewed as & contract both between the members of the corporauon and between Qhe S
members and the corporahon See Che «ifins, supra, note 9 at 784 :

Prof. Cheffins argues that the economic approach despite lhe appnrent opposmon to the enmy L

corporate law. - Under this approach which was developed in England the- Memorandum and i
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IT: The Theory of the Firm

The theory of the firm explains the methods of carrying out economic activities
within a market economy. Two basic methods of economic coordination in the market
economy are the market coordination and firm coordination. Market coordination -
mvolves the direction of production decisions by the price system manifested by
specific contracts while firm coordination involves the direction of production decisions
by the firm. Firm coordination entails the use of hierarchical decision making’rﬁethods '
in production processes instead of market contracts. The management organizes,
coordinates and monitors the production process within the firm. 104

A major contribution of economists has been their explanation of how an
economic activity could be more conveniently carried on-by meané of the firm rather
than by contracting in the market. The first economist to develop the modern thédry of |
the firm was Coase.'% He pointed out that the firm and trading in the market wére
essentially devices for coordinating economlc activity. with = the dlstmgmshmg |
characteristic of the firm being the suppression'of the price mechamsn thhm 1ts area »

of activity. He explained that the adoption of the ﬁrm was as a result of an effort to - ‘

reduce the transaction costs of market coordmatlon. The cost mcludes the effort to

discover the various market prices and the costs of negotlatmg lhe many centracts w1th ‘
suppliers of services and commodities.

Many other factors which affect the cost of carrying on business through market

coordination could be minimized where the business is carried on thfough the ﬁrm;: s

Parties may behave opportunistically by pursuing their _k,own self interest and \'A/héféﬂ . '

, 104 See Butler, supra, note 8, at 103.

1_05 See supré, note 7.




these risks are high, the firm presents a way of reducing them as members of the firm
are better placed to monitor each'other's behavior. Furthermore, human limitations
inhibit their capacity to draft contracts covering all future contingencies. This
obviously reduces the utility of the contracts, The cost of contracting may be expensive
and thus exceed the benefits to be derived therefrom. These problems are avoided or
minimized when an activity is carried on by the firm because of its ability to adjust to
contingencies.

While Coase focused on the factor of transaction costs as determinants for the
development of firms, Alchian and Demsetz!% took the issue a little further. They
analyzed the issue of the shirking and information problems of team production in a
firm. They developed a framewark for explaining hbw the nature of the production
process affects the type of organization and the internal organization of the firm. They
observed that the firm emerged as a response to the benefits of team production and
that in team production, marginal products of cooperative team members are not so
directly and separably observable. “What a team ‘offers to the market can be taken as’ .
the marginal product of the team bﬁt not of the team membefs.i They conced‘ed that bthe,
benefits of team production has transaction costs based on the 1mposmb111ty of
monitoring the marginal productivity of md1v1dual members in allocatmg pro~rata_
rewards and some take advartage of this. But they assert that as long as the producnve

efficiency of the team outweighs the shirking costs, the firm ‘continues to grow. - ,The ‘

members of the team hire the manager to monitor their behavior in order to enhance

team productivity. These individual team workers in the firm submit to the managef's e

commands voluntarily because of the shlrkmg problem. Thus the role of the manager
is to monitor the production process, coordmate .feam producuon and dlscourage

shirking by lmkmg compensauon to productmty
106

A.A. Alchian and H Demsetz, "Productlon Informatlon Costs and Economlc Orgs.muuon y ;
(1972) 62 Am, Econ Rev. 777. ; ; :




The authors sought to determine who will monitor the monitor. They found the

answer in the creation of automatic built-in voluntary incentives to monitor well, A
most effective method is to give residual rewards, that is the ownership of net earnings,
less payments to the other inputs. %7 This will give the monitor a great incentive to
check the shirking of firm participants. If there are multiple owners, many of who do
not engage in the monitoring business, the monitoring manager cannot receive the
entire residual. The greater his rewards are tied to profits, however, the greater will be
his incentive to monitor well. Another method is to develop methods by which onts_ide
rival monitors will be rewarded if they replace inefficient ‘incumbent monitors,

Another inethod is to increase the competition within firms for the top monitoring jobs.

TIT: The Economic. Structure of Closely-held'icol"porations

Closely-held corporations have relatively. few managers: who tend to beylhe
largest residual claimants. Because the principal investors in these corporations are a]so -
its managers, it is often neccssary to restrict the rnernbers‘ ability to alienate ‘their ;
shares. Such restrictions may increase the likelihood of cornpatibility of ideas amongst
the managers. It ensure retention of control, esnecially where the cdrporation ariSes as
a family venture. Thrs also reduces opportumstrc conduct: among the managers |

Restrrctrons on ahenatrons and the apportronment of JObS are_rmportant when the‘ '
corporation distributes proﬁtsm the form of salanes 1nstead of. dwrdends Th1s has tax
consequences because salaries are usually tax deductlble. - » g ‘ '

From its very nature, the closely-held corporatxon lacks the beneﬁt of e
specialization. The same people manage and bear the nsk of mvestment There are“,‘ .

few managers. Furthermore the members have great percentages of therr wealth .

invested iri" the corporation and: they lack access 10 caprtal markets. They are less'w

307 1bid.
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efficient risk bearers than their counterpartsin the widely-held corporation who usually
diversify a greater proportion of their investment portfolio. 108
However, the lack of specialization has advantages. Because the number of:

participants is usually small and the both manage and bear the costs of their actiong

there is every likelihood that each will be compatible with the other. Everything being |
equal, managers with large percentage of the corporation's shares will work harder and ,
engage in less self-dealing than their counterparts in the widely-held corporationg.
Furthermore, the relatively small number of residual claimants in the closely-held
corporation facilitates contracting and monitoring which reduces agency cost. :

Most closely-held corporations arise ~out' of familial or other personal
relations. % Economic analysts argue that the continuous and non-pecuniary nature of
the relationship reduces agency problems.- The bond between parenté and children, for
example, reduces conflicts of interests. "™

Sharcholders in the closely-held corpbrations lack access o 2 public market for
the liquidation of their investments. Traditional corporate law scholars argue that tﬁe g
absence of the market often results in a risk of éxploitﬁtion ’and Qppressiori of the -
minority by the majority sharehblders. This may force the Vmi‘nority, to sell kheir shares |
at a distress price. Commenting on this illiquidity problem, Bahls pointed out_vt_hat’:

. .. majority shareholders frequently have monopsony power ., Lo ; LR :
the extent that the majorlty sharehoider is the only buyer, mmonty SN

108 gt if the closely-held corporatnon isa re]atwely small one wnhou» Iargc.busmess operahon and : : ; _;.‘\‘
no need for specialized experts or big capital, then it has a comparative advantage. - See
Easterbrook and Fischel, "Close Corporatxons and’ Agency Costs" (1986), 38 Stanford Law o
Review, 213,214. ‘

109

Easterbrook & Fischel, supra note XOS Although "a great’ pr0pomon of closely-held
corporations arise out of purely business relatlons :

Easterbrook & Fischel, (supra) points out thnt some of the famous cases dealmg thh closely- :
held 'corporationsinvolvesituations where these, informal bonds have broken down &s a result of B
death or divorce - see, e.g,, Galler v, Galler (1964) 32 TIl. 2d.16,'203 N.E. 2d 5775 ’
:Radom & Neidorff, Inc. (1954) 307: N Y. 1, 119 N.E. 2d. 563  See also In re Lundle Brothers ';‘ :

Ltd. (1965) 1W.LR, 1051,
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shareholders seeking to sell their shares are not able to find other bidders

when the majority shareholders hold out for an unreasonably low

purchase price . . .. In the case of close corporations, the majority

shareholder has no incentive to purchase the minority shareholders' stock

for a price greater than the discounted value of the future stream of

payments to which the minority shareholder is otherwise entitled, plus

the transaction costs of dealing with a minority sharcholder on an

ongoing basis. "1

The lack of capital market for trading in the securities of the closely-held
corporation may affect the investor in many ways. In the first place, it may negate the.
idea of reliance on the stock market as a monitoring device, * The takeover

mechanism 12

which helps to align management interest with that of the shareholders in ‘
the widely-held corporation has nov application to the close'ly-‘hel‘d corporation. In
tlosely-held corporations whete the ability ef outsiders to acquire thares is‘ restricted,
the market for corporate, control is insignificant in creating an incentive 4‘tow'ar'ds
'corporate management efficiency. | ;

Lack of securities market for shares of ciosely—held curporatrons prevents
uninformed investors from. acquiring information concerning the rel'mve strength and B
price oh the shares of the corporation. Marry buvers and sellers compete to acquire
information about public corporations, fhe competition and‘ensuing' trading eause the
price of securities to reflect reasonably well the available'informetinn about rheir

13

value, ! This  provides the nmnagemcnt with mcentrves to -make. credrble

commitients to potential imvestors to mducc Lhr r n/nonal fears. Thus while an
investor i a widely-held corporation is affordéd the advantage of purchasmg the shares
av the ket price, the reverse is the case with the investor in the closely-held

corporaticr: because these 1S o market price.

T - : o
1 Bahls, “Resolving Sheiehnider Dissension:  Selectivn of the Appropnate Eqmtable Remedy ,* :
(1950}, iovimal of Corp, Law 291,

112 For discur: 'ml on the takeoyar mechanism a.m} the market for corporule control see. below.

See Gilsor: & Ktanl\mur, "The Mechanism of Manket Ffﬁcnency (1984) 70 Va. L Rev. 549
Easterhrm ok e Visshiol, supra.




Furthermore, the absence of securities market makes the valuation of residual

claims uncertain and difficult to obtain. Unavailability of market prices and the
existence of contractual restrictions on the possible buyers makes the transfer of shares
more difficult by high transaction costs. Easterbrook and Fischel point out that a
shareholder willing to liquidate his interests faces costly haggling which sometimes
frustrates such attempt.

Absence of securities markets may create problems over dividend policy and
other distributions. The future stream of payments usually expected by a minority
shareholderconsist of four components = dividends, liquidation proceeds, court-ordered
payments and salaries (where he 1s employed by the corporation). In closely-held
corporations where the payment of dividends is adopted as a profit sharing mechanism,
the directors may allow either no dividends or relatively small dividends. And where
the corporation is in the habit of retaining a large proportion of its profits instead of
declaring them as dividends, an investor who wishes to obtain immediate cash loan on
the collateral of his share interest may find himself n a difficult situation. Lenders will
be hesitant and unwilling to do so. The only alternative for such an investor may be to
sell his interest to the corporation or other shareholders usually at a discount. His
counterpart in the widely-held corporation would not envisage sugh difficulties. His
ability to make use of the exit process enables hlm to sell his shares in the secondary
market,-thereby eliminating the use of refention .of eamings as a weapon agamst the
minority interests.!14 J

Notwithstanding the difficulties created by the lack of securities market for
trading in the shares of the closely-held corporation, economic analysis suggests that it .
is a mistake to conclude that the shareholders face unique risks of opp;essioyl. Réther,

it-is more” helpful to appreciate the agency problems in the corporation and the
114

For further dlscussmn, see Fischel, "The Law’ and Economics of Dividend: Polxcy (1981) 67 i
Va. L. Rev. 699.
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mechanisms that have developed to control them. This leads us to an examination cf

the governance mechanisms.

Governance and Contractual Monitoring Mechanisms in the Closely-held
Corporation:

Shareholders in most corporations are usually concerned about the likelihood
that the actions of others'™ may reduce their rate of return. The closely-held
corporation is no exception. Economic analysis suggests that the corporation is best
viewed as essentially founded on private contract among the participants to the nexus of
contracts. The management usually have an' incentive to adopt governance mechanisms
that respond to the shareholders' concern and allay their fears.

Closely-held corporations do not separate management from risk bearing.
Monitoring is less costly when compared with the position in the widely-held
corporations. Qutsiders have less incentive to monitor managers. However, the lack
of separation gives rise to the adoption of other types of governance mechanisms.

Shareholders in closely-held corporations usually adopt contractual monitoring
devices such as the sharcholders' agreements as planning devices in dispute prevention
and resolution. These agreements may be oral or written. But many important
advantages attach for reducing all aspects of the shareholders’ bargain into wrifi'ng. In
the first place, written agreements enable the shareholders to digesf énd appreciate the-
ramifications of the proposed arrangements more carefully and make decisions on
issues which otherwise might escape their attention and remain undécid-:d. .Seéondly,'
the existence of written documents minimizes the chance 01 mxsapprehenswn a.nd
increases the probablhty that the shareholders will voluntarily comply w1th the terms of

the agreeme:{n_t. In the words ova Neal, "a bargain in writing has a psychological

115 Especially those in the management gfoup. '




effect on the parties and tends to reduce disputes, unfounded claims, squeeze plays and
" 116

litigations".

Contractual arrangements enable shareholders in the closely-held corporation to
define the course of conduct of the business of the corporation.!17 Such arrangements
also make up for the lack of control over corporate affairs which the minority
shareholders are usually subject to.

Shareholders’ agreements enable the participants to depart from the traditional
corporate management framework and agree among themselves on how control of the
corporations should be allocated. The aim of the minority shareholders in this regard
usually is to obtain membership on the board of directors, some voice in the
management of the corporation and protection against the power vested in the majority.

The use of the sharcholders' agreements touches upon the realm of what could
be described as corporate marriage and divorce. The marriage is the welding together
of the parties are shareholders while an aura of optimism and enthusiasm prevails. It
also provides a means of separation which is as certain and as simple as possible should
the corporate love fail and turn into antipathy and distrust. Shareholders' agreements
provide for some of those matters that are likely to require agreement by the
shareholders at some time during the formation of the corporation; its corporate life

and termination. 118

116 Hodge O'Neal, "Oppression of Minority Sharel;:)lders: Protecting Minority Shareholders” |

(1987)35 Clev. S.L.R. 121at 124.

117 ‘ .
Easterbrook & Fischel point out that the restriction on the power of members to alienate shares

ensures that those who invest are compatible as managers. The restriction usually preserves an -

agreed on division of profits. Thus, if an active manager resigns or quits his job, it may b=
necessary to transfer his shares as well. Similarly. when he retires or becomes incapable of
perfon'ning his duties by reason of death, he or his personal representatives cannot continue to "
receive the salary comporient of the profit from the business. Buy out agreements address these
problems of illiquidity.
118 Apple, "Shareholders' Agreements”, (1986) Specnal Lectures of lhe Law Socwty of Upper", o
Canada. o




Management and other provisions which might be included in the shareholders'

agreements to help prevent disputes leading to squeeze-out of the minority shareholders

and safeguard the interests of all parties include the following:1°

@ specified shareholders or their nominees shall constitute the board of directors;

(b.  salaries of officers and key employees shall not be changed except by
unanmmous consent of the shareholders;

(¢ whenever the corporation's surplus exceeds a specified sum, dividends in the

'

amount of the excess share be paid to the shareholders; dividend agreements
which require the corporation to pay dividends if the corporate treasury has a
certain amount of funds serve the same function'

(@  each shareholder is to be employed in a key position by the corporation at a
specified salary. 120 Employment and compensation agreements also make it

difficult for those in control to act without the consent of minority shareholders.

return on their investments.

€ a shareholder shall not transfer his shares until he has first offered them to the
corporationand to the other shareholders;

(f)  each shareholderor each of specified shareholders shall have the power to veto
some or all corporate decisions; B

(g -disputes among the .sharefiolders shall first be submitted to arbitration for
settlement. E - ’

the parties 1. exercising management functions. i

19 . H.0. 0'Neal, Close Corporations, Vol.,1 (1958).
120

This may ‘however be practicable dnfy where there are véry few shareholders, =

Agreements to keep people in office enable those not in control to get some

The shareholders' agreement may also set out the rights, duties and LE,SponéibilitiéS\ of =

RN
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Other Contractual Services ==
(@  Lone Texm Employment Contracts

Minority shareholders often protect themselves against being deprived of
employment with the corporation either as senior officers or otherwise, by insisting on
long-term employment contracts. By this method, they enter into contract with the
corporation and not with other shareholders. Often, the contract might include
provisions for severance pay or liquidated damages in the event the corporation
breaches the contract, 124
(b)  High Voting Requirement for Fundamental Corporate Acts

Another effective contractual monitoring mechanism is to includein the Articles
of Association or by-laws a provision requiring unanimity or a high vote for
shareholderand director action. Such a provision gives the minority shareholder a veto
over corporate decisions. To obtain sufficient protection for the minority shareholder,
"special resolution" for the corporation may be redefined to amount to "unanimous”
consent of the shareholders. This provides the desired security for the minority. But,
it may have some negative effects on reducing the power of the corporation to act and

may be detrimental from a business viewpoint.

Validity of the Contractual Mechanisms

The validity of the contractual mechanism which attempts to determine some of

the above-mentioned matters is open to question because it seems to take away from the- k

121_ Of course, even where the shareholder- is employed as. an’ officer under- a cénkract ‘o‘f,

employment, the corporation has power to remove him without cause. However, his removal "~

withoiit cause shall be without prejudice to his contractual rights. -See S.157(5) B.C.C.A. ‘See
also Shindler v. Northern Raincoat Co. Ltd. (1960) 2 All E.R. 239; Read v. Astoria Garage o
(Streatham) Ltd. (1952) 1 Ch. 637, Southern Foundries (1926) Ltd. v. Shirlaw (1940) A.C.. .~

701. _ E. R




directors important decision-making powers traditionally within their province. Courts

once viewed unusual contractual devices in closely-held corporations with suspicion.

Many early decisions were hostile towards private arrangements, including restraints an

alienation, voting agreemt’.nts,122

123

and agreements limiting the discretion of
directors.

Most attacks on shareholders' agreements are based on the premise that they
isolate a statutory provision confemng the power of management on the directors or
that they are incompatible with the scheme of corporation management and operation
established by the Act. The most frequently used provision is the section which
provides that the business of a corporation shall be managed by its board of
directors, 124

The decisions invalidating shareholders' agreements on the ground of their
inconsistency with statutory provisions or with a scheme of corporation management
supposedly fixed by the statute create grave problems for investors in the closely-held
corporation who usually have the task of evolving suitable corporate structures for their
businesses. A corporation from an economic view is, after all, a nexus of contracts

which enables the participants to work out a corporate form that maximizes their

expectations. Their expressed intentions and agreements which is reduced into writing

122 ‘
See, e.g., Bostwick v. Chapman (Shepang Voting Trust Cases) (1890) 60 Conn. 553, 24 A.32.
123 - ~
See, ¢.g., McQuade v. Stoneham (1934) 263 N.Y. 323 189 N.E. 234. THe court in this case
held invalid an arrangement between a majority shareholder and two minority sharcholders
entered into at the time.
124

Section 102 C.B.C.A. expressly makes the powers of directors to manage the corporation
subject to the unanimous shareholders' agreement. This obviously removes any potential attack
on the validity of shareholders' agreements as constraints on the powers of directors. In Section
142 B.C.C.A., the power of directors is made subject lo any provision in the Articles or the
Act, - Thus, an express provision in the Articles could validly restrict the managerial powers of
the directors. However, . such provision is often altered and ‘this has_the effect of. practically

removing the utility of the shareholders' agreements, But under the B.C.C.A;, it may be . ' -

possible to use the technique of incorporation by reference to make the ‘shnreholders agrecment B
a part of the Ar‘uc]es to which the dxrectors power would be subject.




should be the focal point of attention. Courts should pay much regard to such terms
expressed by the shareholderswlio, it could be asserted, are in a better position than the
law makers to express what they want. Courts should help to facilitate the contracting
process by giving interpretation to the expressed intentions of the shareholders except
where such a course would work manifest injustice or hardship on third parties or
outsiders to the contractual arrangements.

The application of the Acts should be focused more towards the protection of
shareholders and investors in the widely-held corporations where there is considerable
separation of management from ownership and a real danger to the investing public. If
the purpose of the statutory sections!? rather than their literal language is allowed to
control their application, they will not be applied to invalidate shareholders' agreements
in closely-held corporations, at least where all the shareholders are parties.

The effect of applying the statutory provisions to shareholders' agreements in
the closely-held corporation may be to give the shareholders a protection that they do
not need and to hinder them in the operation of their business by making it improbable
for them to mold or choose a corporate firm that best maximizes their reasonable
expectations. ‘

Today, courts enforce voluntary agreements of all sorts _among investors in
closely-held corporations. In Clarke v. Dodge, 126 the court enforced an agreement
specifying that a minority sharcholderbe continued in office and receive one-fourth of
net income as salary or dividends. Similarly, in Galler v. Ga]ler,127 the Supreme‘.v .v

Court of Illinois upheld a‘shareholders' agreement providing for salary and‘dividehd

125 Which, according to the economic approach-to corporate law is to act as standard form contract o
touching on those areas that the parties would have provxded for, had they adverted theu' mmds :
lo them. ‘

126 (1936) 269 N.Y. 410, 199 N.E. 641.

(1964) 32 111, 2d. 16, 203 N.E: 2d. 577."




payments to the shareholders themselves as well as to their immediate families despite
the death of an original signatory.” Other courts have upheld agreements that provide
for the use of arbitrators or other third parties to break deadlocks!?® and restraints on
alienation.1??

In English law, collateral contracts among shareholde=s governing the voting of
their shares have been held to be valid.}39 Tt must, however, be restricted to building
the shareholders qua shareholders and not in any other capacity, BL for example, as
directors.

Where an agreement is held to be valid, its effect is invaluable in structuring the
management of the corporation, as a remedy for breach of the agreement is specific

performance. In Ringuet V. Bergeron,lz‘2

an agreement among three shareholders
provided for forfeiture of the shareholdings of any member in breach of the agreement.
When two of the three shareholders did, in fact, breach the agreement, the court
ordered that their shareholding be forfeited to, and taken over, by the third member
who had relied on the agreement.

The usual requirements of a valid contract - for example, notice of the terms,

absence of prejudice to third parties, - apply to corporate agreements. Contractual

restrictions on alienation generally must be noted conspicuously on share

. ) - 5
l‘% Sek, e.&, Lehrman v. Cohen (1966) 43 Del. Ch. 222,222 A, 2d. 800.
9

12 Colbert v. Hennessy (1966) 351 Mass. 131,217 N.E. 2d. 814; Allen v. Biltmore Tissue Corp.
(1957) 2 N.Y. 2d. 534, 141NE. 2d, 812; Edmonton Country Clib v. Case (1975) 1 8.C. R.
534.

139, .

59 pygddephaiv. Leith, (1916) 1 C.A. 200.

131

~ Motherwell v. Schoof (1949)4 D.L.R. 812.
132 " (1960) S.C.R. 672. See also Homby v. Nugent (1988) B.C.S.C. - compulsory buyout clause in

a shareholders' agreement entitling a shareholder upon giving written notice to have hls share
bought out by the other shareholders held to be enforceable : CE
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3

certificates.133  Sharcholders' agreements even if unanimous may be invalidated if

prejudicial to creditors. 134

The Economic Structure of Widely-Held Corporations

An extensive body of economic literature has developed over the last twenty-
five years explaining how the various terms of the corporate contract address agency
problems in the widely-held corporations. This literature refutes the 1932 claim by
Berle and Means that managers control widely-held corporations and are free to operate
these corporation sin their own interests rather than those of the sharcholders. Under
the Berle and Means view, the widely-held corporation is a trap for helpless
shareholders and therefore an appropriate subject of legal regulation.

Economic analysis suggests, however, that managers are actually constrained by
an identifiable network of incentive, bonding and monitoring devices to exercise their
discretion in the shareholders' interests13% Diffused ownership of shares in widely-
held corporations may enhance greater specialization among shareholders. Inefficient
decisions by managers may induce the better informed owners to react sooner and more
adequately, selling some or all of their shares and thereby lowering the stock market
price and the cost of taking over the corporation. __Corporate law ang economic analysts
point out that diffusion of share ownership in the widely-held corporation does not
leave managers so autonomous or independentgiventhe constraints supplied by market

forces which compel the managers to act in the sharcholders' interests.

133 See Section 51(1)(e) B.C.C.R.
134

See Galler v. Galler, supra, note 170.
135

In fact, economic analysts are highly critical of the Berle and Means thesis. . Louis de Alessi, for.-
example, observed that the Berle and Means thesis rested entirely on faith and on data reflecting -
increased diffusion of share owrership with no empirical evidence regarding the validity of the -
consequences alleged to follow from such diffusion.” "Privsse . Property. and Dispersion  of

Ownership in Large Corporations”, (1973) 28 . Fin. 839, at 854 R
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Before discussing those market forces and contractual devices, it may be
necessary to examine the economic implications of the separation phenomenon and

agency problems in the widely-held corperation.

Separation of Ownership from Control and Agency Problems in the Widely-held
Corporation

Management and risk bearing in the widely-held corporation are separate.
Managers' incentives to act efficiently may thereby be weak because they neither bear
the cost nor reap the benefits of their actions. Moreover, it may be difficult for
shareholders to monitor managers' behavior.

However, economists argue that the widely-held corporation takes its peculiar
organization structure because it is the best method of attracting large amounts of
capital with a minimum of agency costs. The shareholders invest capital and directors
and other senior officers monitor the productivity of the employees and coordinate the
inputs of labor and capital into the corporation. The widely-held corporation comes
into existence as a result of the desire of investors to entrust their money to skilled
managers. It is the consequence of the desire of the large institutional investors who
have no ability or urge to manage to put their finances in the hands of expert corporate
officers. The centralized control by the senior management is as a result_of th;‘, need to
minimize shirking and agency costs.136

Separation of ownership from control may be necessary to maximize mapagerial .+

efficiency in the corporate firm. Investors therefore desire the management to
36

Alchian & Demsetz, supra, note 106, pointed out that if every share owner participated in each
decision in a corporation, not only would large bureaucratic costs be incurred, but many would

shirk the task of becoming well informed on the issue to be decided, since the losses associated -
with unexpectedly bad decisions will be borne in large part by the many other corporate’
shareholders. More effective control of corporate activity is achieved for most purposes by
transferring decision authority to a smaller group whose function is to negotiate with and
manage the other inputs of the team. The corporate shareholders retain the authority to revise
the membership of the management group and over major decisions that affect the structure of "~ "
the corporation or its dissolution. : ) ‘ :
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maximize their welfare to the same extent as would the shareholders themselves if they
managed the corporation, But an important concemn may shirk and engage in self-
interested behavior and other forms of dishonesty. In fact, there exists great potentials
for conflicts of interests between shareholders and managers. Such conflicts may arise
from the fact that while one of the sharcholders' objectives is that the corporation
maximizes its per-share earnings, maximization of per-share eamings may not be the
sole and often, not even the primary objective of the manager. Included in his
objectivesis monetary compensation. But non-financial objectives may constitute more
important objectives. In the first place, there may be the desire for personal power and
prestige. These objectives may bear heavily on structural changes because they may
lead management to engage in expansion through amalgamation or otherwise for its
own sake rather than for the sake of maximizing per-share eamnings of the
shareholders 137

Another non-financial objective may be the managerial tendency to identify with
the enterprise and the desire for security. FEnterprise identification and a desire for
security may lead management to oppose corporate liquidations or amalgamations even
though the shareholders' interests might be best served by such an action. Corporate’
managements seldom consider liquidation an altemauve to \mproﬁtable operatlons. :
The chief executive who has been long with hlS company rebels against the idea of "his’

firm's passing out of existence, 138 T

137 R.A. Gordon in "Business Leadership in the Large Corporation, 305-316 (Calif, ed. 1961) - .
described this trend when he stressed that "one of the most important of the non-financial

incentives offered by the large corporation is the opportunity to satisfy the urge for personal
power . . . [the executives] power is a product of position rather than of personal wealth . ..
The corporation is the vehicle through which power comes to be held and exercised. & .
Widely-held corporations can also offer prestige over and above that which results from lhe '
executives’ receipt of a large salary and bonus. Power itself bnngs presuge, 8. does the mere ik
fact of heading a Jarge and successful firm." : o

Ibid, at 308.
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(n the other hand, management may recommend an amalgamation with another
corporation or a disposition of substantial assets to such a corporation because of
benefits which are promised to management by way of employment contracts and the

like. Henry Manne argues that:

"When we find (management) recommending (such) a change it is
generally safe to assume that some side payment is occurring . The
most obvious kind of side payment to managers is a position within the
new structure either paying a salary ¢r making them privy to valuable
market information. This arrangement, #asily established with mergers,

can look like normal business expediency, siace the argument can always
be made that the old management growdm continuity and a link with
past experienceof the corpsiration.” i

Jensen in his seminal work!4? also identified some ‘of the conflicts between managers

and sharcholdersin the corporate firm as mc.udmg n.e following:

(@  Non-payment of Dividends: Risk avers anagers may prefer to re-invest their
firm's profits in the firm rather than distribute them to shareholders even though
the shareholders could put them to a more productive use.

(b)  Risk Aversion: Managers in widely-held corporations tend to avoid bankruptcy
at all costs but sharcholders with diversified investments are risk neutral with

regard to individual securities in their investments. Here, the manager's interest

will be more aligned with that of creditors than the shareholders ‘unless

corrective governance mechanisms are adopted.

(¢  Horizon: This conflict refers to the issue of how to @pcoﬁra@ a mz_mager to act

"in the shareholders' interests as the manager approaches retirement or prepares- <"

to leave the firm for other opportunities.

139 Manne, "Mergers and the Market for Corporate Control", (1965) 73 J. Pol. Econ 110 at 118

In England thls is some times called the "golden handshake .

140 Jensen, "Agency Costs of Free &sh Flow: ' Corporate Fmancc and Takeovers (1986) 76 Am

Econ. Rev. 323, - A list of conflicts between managers and shareholders may not be exhaustxve'

but it serves as .a ‘reference point for discussing the roles of dnfferent corporate govemance
mechamsms that control corporate agency costs : ‘




(@  Effort: This is a primary concern of the agency theory and the separation

. phenomenon in the widely-held corporation. The question is whether
entrenched managers have the incentives to maximize their efforts in pursuing
the maximum rate of return for shareholders.

Corporate law and economic analysts recognize these potential conflicts but
argue that most of them are solved by competitive forces that align the manager's
interests with that of the sharcholders. This theoretical economic approach which his
called the agency theory suggests that unity of ownership and control is not a necessary
condition of efficient performance of a corporation. This view emphasizes the
voluntary, contractual nature of the corporation. A corporation's managers!#! are
agents of the shareholders. In this perspective, the separation of ownershipand control
in the widely-held corporation is an agency relationship which exists because the
benefits of the relationship exceeds the agency costs associated ¥ ¢h it.

The agency theory explores institutional devices that enable shareholders
voluntarily to allow managers to control their resources. The resources devoted lo
controlling agency costs are equally identified as agency costs.142 Managers select the

least cost manner of controlling agency costs.

Governance Mechanisms in the Widely-Held Cor:poration

Much literature which- exist on the €tonomic analysis of_the wid_e_ly-held
corporation reflect the examination of governance mechanisms tl.lat maximize the
shareholders' expectations and align the management's interests with that of the

shareholders. Professors Fama and Jensen observed that "absent fiat, the form of
141 ‘ ‘

Which are defined to includeits officers and directors.
142 ‘ v L o
Agency costs thus include not only the direct costs associated with agents acting in their own '
interests at the expense of shareholders, but also the costs of controlling managerial® agents
through legal or market governance arrangements. See Butler, "The Contractual Theory of the . .~
Corporations” (1989), 11 Geo. Mason Univ. Law. Rev 99 at 110. .
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organization that survivesin an activity is the one that delivers the product demanded
by customers at the lowest price white covering costs”.143 If the view is taken that the
widely-held corporation exists as a result of the desire of the sharcholders to entrust
their capital to the managers, then the separation phenomenon shoold be seen as an
advantage rather than a p:iblem. Most shareholdersin the widely-held corporation do
not have the time, knowledge, experience or desire to manage corporations whereas
officers and directors are skilled in managing businesses.

Economic oriented corporate law scholars argue that managers assume their
roles with knowledge of the consequences. investors part with their money willingly. :
Managers obtain their positions after much trouble and toil cOmpeting against others
who desire the same positions. Corporations must ‘attract customers and inveStors ‘by
promising and delivering what these people value. Corporations'that do not do so will
not survive. The key point lies in identifying some of the ways in which competition
induces managers to act in the interest of the shareholders. The identification of the

competitive forces and the appreciation of their interaction represents the contractual

theory of ihe corporation. The corporation manifests a voluntary contract and the -
realities of the agency relationship presupposes that the managers select contractual k
terms that are offered to potentlal mnvestors. Some of the govemance mechamsms in -

the widely-held corporation 1nclude the followmg

1. Market for Corporate Control:

Berle and Means deprcted the wrdely-held corporatlon as a static 1nst1tut10n and'

posited that the managers have control and retain 1t The powerless shareholders accept‘ S

the crumbs that managers hand out.

145 Fama & Iensen,',_"Separation of Ownership and Control",b(119k8b3), 2617, Law & l?eons.j»BOI..
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Economic analysis suggests that one important element omitted by Berle and
Means is the competition among the team of managers to have control of the
corporation. Economists argue that the corporate control contest is the direct answer to-
the agency cost problem inherentin the separation phenomenon. The free market for
control and management operates to limit management dereliction of responsibility.

Modem investment portfolio theory teaches individual and institutionalinvestors
to diversify their investments in many corporations and to hold the shares as long as the
market price of the shares rises or does not fall. When a corporation is run on a
profitable basis, the price of its shares will be high relativeto comparable firms that are

less efficiently run. 144

The inefficiency, incompetency, or dishonesty of a
corporation's management will directly affect the price of the corporation's shares
thereby decreasing it.

The market for corporate control may reconcentrate ownership by making use
of the safeguard built into the shares when they were issued. The shares are freely
transferable and carry voting rights that allow their owners to take control.
Shareholders in widely-held corporations may decide to sell their shares at the first
manifestation of significant management dishonesty or incompetency.145 Where this
happens, the result of the exit process is that the shares of poorly managed corporations
trade at a discount below a level that could be attained with more competent and honest

managers.  The corporation- becomes vulnerable to outsiders and corporate raiders

secking to acquire corporate control and who believe that they ~ osess the ablhty to
44

The difference in the price of shares is a direct consequence of the Efﬁcrent Capital Market[

Hypothesis which states that all information which is publicly available about 4 firm is rapidly .. -

reflected in the firm's share price. For a discussion on this theory and substantial empirical
verification. and evidence supportihg it, see Easterbrook & Fischel, "The Proper Role of a
Target's Management in Responding to a Tender Offer”, (1987) 94 Harv. L. Rev.’ 1161 1165- '
68. See also R. Brealey & S. Meyers, Pnncxples of Corporate Finance (3d. ed 1988)
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changing management, this may-be an expensive strategy, the cost of. which may outwexgh any
. possible beneﬁt to the shareholders wrth relatlvely small holdmg in the pamcular corpomhon

Although shareholders may use their votmg shares to wage proxy - battles wuh the alm of




manage the corporate more efficiently than the incumbent managers. Thus viewed, an

issue of voting shares by a widely-held corporation may be a bonding technique to
reduce agency costs.

Corporateraiders acquire the shares usually at a substantial premium over their
market price but the premium is paid in the belief that as a result of their superior
management, the price will rise to a level in excess of the premium, FEconomic
analysts therefore argue that the constant pressure provided by the threat of a takeover
probably plays a larger role in tne successful functioning of the corporate system. It
conditions managers to a spegific point of view perfectly- consistent wiih the
shareholders' interests to wit, keeping the price of the corporation's shares as higﬁ as
possible. 146

Butler points out that the role of the market for corporate control in the
governance of the modem corporation is not based on come mystical or ideological
belief in the power of the market forces' but rather it is supported by numerous
empirical studies'#” and that the role of stock capital market in constraining corporate
management may be viewed as one of the important steps in the application of
economics to corporate law. o ‘ ' ;

From an economic perspective, the market for corporate controgl'may be of greet
importance in creating incentives for management to maximize the. welfare of

shareholders. Incumbent managers acknowledgethat they will be subjected to a epntrol

146 g Ll
Henry Manne, supra note 139. The market for corporate cantrol operatesin many different.

forms. The most dramatic is the takeover through a hostile tender offer. Others include "
friendly mergers, negotiated tender offers, sales of control by larger shareholders nnd pi oxy ,‘»
contests,

Henry Butler, supra, note 142 at 112.. Notable empirical studies on the issue murde. Jer. -n &

Ruback, "The Market for Corporate Control: ‘The Scientific Evidence” (1983) 11 ). Tin. Econ, -

5; Easterbrook’ & Fischel, "Managers' . Discretion and Investors'- Welfare: Theories and

Eviderce”, (1984) 9 Del. J. Corp. Law 540; Jarrell, Brickley & Netter,"'Tl-e Market for~ La

Corporate Control The Evrdence Since 1980, (1988) 27J. Econ. Persp 49,
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contest if they do not act in the shareholders' interests. This knowledge induces them

to behave appropriately.

1L Corporate Executivee Performance and Compensation:

Corporate law economists assert that 'c0rporate cornpensationpackages are often
structured in a manner that solve most of the conflicts between managers and
shareholders. Managerial salaries and other forms of compensation are often Jinked to
how well the firm is performing. Compensation agreements may link changes in the
marager's wealth to the performance of the firm. -

An ex-ante compensation strategy would seek to alleviate ‘agencvy costs through
incentive features in the compensation package offered to managers. Where' managers
are risk neutral and their efforts can be observed with ,eertainty, the. ‘optimal
compensation package would be one in which managers would absorb all variations of
profits, becoming in effect, the holders of a position of the ﬁrrn's residual value. - They
would then be expected to adhere to proper levels of care and to adopt rnvestmentb

policies which maximizes the firm' s value:

But a proper compensation package may be one m which the management and
equity holders share firm nsk even though such does,not ehmmate adverse.mcentxve ‘
costs. ' This may necessrtate the use of bonus strategles Wthh in addmon to hlS dxrect '

salary, the manager is awarded further compensatron if the ﬁrm is proﬁtable \I“ama

points out that mandgers monitor each other's performance and reward achlevements
with bonuses and salary ad_]ustments asa form of "ex—post setthng up" that substantlally

alleviates mcentlve problems 148 Becker and Strgler further observed that if) managers e

148 m Fama,‘ "Agenc) Problems and the Theory of the an (1080) 88 J. Pol. Econ. 288, 295
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enjoy favourable salaries or other forms of employment, they may be disciplined by the
prospect of being fired.149 -
Stock options and bonus plans used as incentives to managerial efficiency may

alter the manager's time horizon.

111 Product Market Competition:

Product market competition may constrain the divergence of interests between
managers and investors. It forces managers to maximize the profits of the corporation.
Failure to do so results in the failure of the firm which may be costly for both the
managers and shareholders. A firm that is inefficiently run will have difficulties selling
goods and services on the same terms as more efficiently run firms. Where a firm does
not have market power for its products, this will result in the failure to maximize
profits and will be reflected in a below-average return on sharehoiders' investments.

This makes the firm an attractive target for takeover.

IV.  Capital Structure: ’ v
Jensen and Meckling in their seminal article!> used agency problems and
monitoring of managers to identify the reléyz.mo_e“ of éapirerl kstructu_re to the-Va!ué of ia‘ "
firm. ~ Corporation managers have an incentive to 'mi'nirniz'e, their combinod c‘os‘ts‘ of ;
debt and equity capital because failure to do -so yv‘ou‘ld‘make _t‘}_rem/vnlnoroble' to
takeover. | ‘ | '
A high ratio of debt to equrty restrains managers from retammg eammgs beyond

that which can be profitably remvested by the corporatron, thereby rcducmg the

149 Becker & Stigler, "Law Enforcement Malfeasance and Compemauon of Enforcers (1974) 3 J

Legal Stud. 1, 9-10.

"Theory of the Frrm Managenal Behavror, Agency Costs a.nd Ownershlp Stmcture (1976) 3.
*J, Fin. Econ 305
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manager-shareholder conflict. A low ratio of debt to equity may restrain the managers
from'engaging in projects that are 100 risky from the debtholders' position, thus

addressing the shareholder-creditor conflicts.

V. Markets for Management

Corporate managers may reduce agency costs by improving on the performance
of the firn. A manager's future compensationpackage depends upon his reputation for
efficiency and honesty. Managers compete with one another to attain the top positions
in their corporations and most promotion decisions are made on the basis of an
individual's productivity.  Sharcholders benefit as managers attempt to climb the
corporate ladder by improving their productivity and impressing their superiors.
Inefficient executives soon lose their jobs.

Moreover, top-level managers often increase their salaries by jumping to other
firms (or at least threatening to do so).!3! Thus, competition for managerial services
both inside and outside the corporation encourages managers to act in shareholders'

interests. 152

VI. . Corporate H1erarchy and the Board of Dlrector . ST S

Economic analysis suggests that recent developments in" the economxcs of
corporate hierarchy have helped to clarify the board' s role as a mom{or of ma_nagenal‘
decisions. !> The analysis takes the separation of ownership (residual r‘isk’ beéring) and  s

control (decision management) analysis one step further and looks at the specializaﬁén S

151 Butler, supra, note 142 at 116.

See, e. g . Fmth Higgins & Tolhson, "Managenal Rents and OutSlde Recrunment in, lhe :
Coasnan Firm”", (1984) 74 Am. Econ. Rev. 60. :

Wllhamson, "Orgamzatlonal Form, Resndual Clmmants and Corporate Control" (1983) 26 J
Law&Econ 351 ; G : g




of functions by agents who control the corporation. Theoretical contributions have

found a role for the board of directors.’4 The control of the corporation by agents is

separated according to function whereby decision management (the initiation and -

implementation of strategic plans) is entrusted to senior managers and decision control
(the ratification and monitoring of the strategy formulation and implementation process)
is the domain of the board of directors.!3 Agency problems are reduced by tying
compensation to these specialized activities.

Thus, unlike the Berle and Meens” perspective which views directors as pawns
in the managers' hands, this view asserts that the role of directors is important to the

control of agency costs and hence the long term survival of the corporation.

IV: Conclusion

Economic analysis allows us useful insights into cofporate ]aw problems andk

shareholder protection. Corporate law and economic analysts pomt out that free market

and contractual devices play an important role in ensuring that the managers mterests

are aligned with that of the shareholders. T?e influence of economic- fa_ctors on’

corporate law cannot be denied.

-Contractual monitoring mechanisms" and = shareholders' .agreements in the
closely-held corporation may condition the almosphere within the corporatlon mto one

that is conducive for the successful operatlon of the busmess They focus on those,

154 : " Fama &Jensen, supra, note 143.
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.-functions to internal agents but it retains ultimate control over internal agents - mcludmg the

right to ratify and monitor major pohcy mltlatwes and to hire, fire and set the compensauon of :

top level decnsmn munagers

That is, the management control functions are delegated to the board by the resndual clalmants e
and the board: then delegates most decision management functlons and ‘many dccmwn control o




aspects of modem corporate life which often give rise to tensions and frictions. Courts

may' therefore consider interpretingthe corporate norms including the section providing
that the business of the corporation shall be managed by its board of directors against
the background of well known corporate facts of life. The conception of the board of a
closely-held corporation as a body separate and apart from the shareholders with an
unfettered independence and discretion in the conduct of corporate affairs m2y be
regarded as a fiction which should not be permitted to becloud the real issue when a
party to a business agreement tries to welch on his bargain, 156

In the widely-held corporation, shares are freely traded'and carry voting rights.
This facilitates efficient risk bearing, accumulation of large blocks of shares and
transfers of control while ensuring that management have incentive to maximize the
value of the firm. Compensation agreements also link changes in manager's wealth to
the performance of the firm.

However, notwithstanding the adoption of these contractual mechanisms and the
development of the economic approach to corporate law, it is still necessary that’
shareholders be offered the protection provided by the statutes. The use of contractual‘
mechanisms may be inadequate to deal with all future contingencies which may give
rise to difficulties and problems among the sharczf_}olcbrg. ”They may be insuffif:ient to
constrain corporate management from misbehavior. Furthérmore, the market forces do
not work without costs and may be inadequate to deal with one time diveljg"ence' or

other corporate management misconduct. The takeover mechanism for example, may

provide excessive leeway for managerial inefficiency because of the high transaction

costs imposed by the mechanics of takeover bids, the requirements of relevant statutes,
% . -

From an economic perspective, there is much to commend the approach of English judges, who
are reluctant to interfere with actions taken in accordance with the corporate constitution.”, See
Re Postage & Denby (Agencies) Ltd. (1987) BCLC 8 (Ch.D);: Re.a Company :(No. 00437) A
~(1987) BCLC 94, "Canadian courts have been more inconsistent in their treatment of agreed' R
upon terms. E.g., compare Bernard v. Montgomery (1987) 36 BLR 257 (Sask QB) w1th Re'
Bury (1984) 12DLR (4th) 451 (Ont HC) i




the wide array of defensive tactics available to incumbent management, the incentives

to takeover well run rather thai poorly run corporations!” and the time lag option
experienced by the public in ascertaining managerial efficiency.

Another key empirical question bearing on the market for corporate control is
how well acquiring corporations do after they buy other fims. Notwithstanding the

158 it one examines

claim of stock market efficiency by Jensen and Ruback and others,
the large literature that traces back into the 1920s featuring the study by Arthur
Dewing!®® and 1930s (Shaw Livermore)!©? (o the present, most investigations conclude
that from the standpoint of the welfare of the shareholders of the acquiring corporation,
acquisitionseither damage them or are neutral in effect. 16! The uniform benefactors in
mergers are the shareholders who sell out, especially ifthey make an early and graceful
exit from any security package which they ma‘yk have acquired. A study of British *
experience published in 1981by Levine and Aaronovitch concluded that the evidence

points to mergers "as strategic decisions not involving 1mmed1ate economic or ﬁnanc1a1

gains". 162 one aspect of such strategic thinking is the des1re % become ]arge

157 Many large corporations have deliberately embarked on buying programs which focus on well

managed and profitable targets. The conglomerate  movements ‘of the 1960s in US was.
frequently characterized by low-earnings-vate corporations, buying more profitable coes. An
example is the US Stee! acquisition of Marathon Oil Corporation. The"market having fixed the
price on Marathon at about $60a share, US Steel bought it shortly thereafter at $106. With &
record of only modest success in the stesl business to which it hid been addressing itself for
- many years, US Steel was explicitly unwxllmg 40 claim that it was gomg to manage the oil
business better. i

158 Supra, note 147.

Dewing, "A Statistical Test of the Success of Consolldatron (1921) 36 Q1. Econ 84,
Livermore, "The Success Oflndustnal Merbers (1935) 50 Q J Econ 68

Mueller, "The Effects of Conglomerate Mergers A Survey of Empmcal Evrdence (1977) J o
- Bank & Fin. 3 15. :

Levuie & Aaronovnch *The - Fmanclal Charactensucs of Fxrms and Theones of Merger
Actwrty (1981) 30] Indus Econ. 149 166 . :
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Corporate legal rules and remedies are therefore important in inducing managers ‘
to'act in the shareholfers' interésts. Contractual promises of faithful services may be
worthless in the absence of these rules.

Our next discussion focuses on the role of the corporation statutes.




CHAPTER FOUR
THE ROLE OF CORPORATE STATUTES

Introduction:

This chapter examines the role of corporate statutes. It is divided into four
sections. Section I examines the role of corporate statutes as standard form contracts.
The cocception of corporate statutes as standard form contracts emanates from the
economic approach to corporate law which views the corporation as a legal fictiom‘
serving as a nexus for a complex set of explicit and implicit contracts existing among
the participantsin the corporate organization. According to this view, the proper role
of corporate statutes should be to facilitate the contracting process.: In.other words, the
corporate statutes should be seen as providing for the terms that the participants would
have bargained for, in the absence of contracting costs. In this descriptiye sense, thes_e
provisions and terms ought to be such that the parties could contract out of, if they
choose. ' k !

Section II examines the role of corporate.statutes frc)mthe traditional conception
of the corporation. Under this approach, a corporation is viewed as a legal person
which possesses such powers-as conferred on it by the charter of i.n_corporation; » 'Ifhis
implies that state intervention 'in the corporation in the t’orm of eitherregulation or‘the -
facilitation of shareholder protection may be inevitable. It is observed that while ‘the

primary role of corporate statutes is to enable the corporate partrcrpants to orgamze and o

operate tnelr busmesses .most corporate statutes contam some provrsrons whlch are‘

non—vanabfc. This is in recogmtlon of the fact that wrthm the corporatlon arc many S

nrour-s*\)vith competrng 1nterests It is therefore desrrable to prescrlbe some non-"’"

vanable standards of corporate conduct to protect the’ mterests of the weaker groups P



(that is, minority shareholders) in the corporation. In this sense, corporate statutes do
more than acting as standard form-contracts which provide terms that the parties are
capable of contracting out of, if they desire.

Section I examines the main classifications of corporatelaw provisions. These
fall into the general categorization of mandatory, presumptive and permissive ones.
The classification is reflective of the fact that corporate statutes perform both
mandatory and permissive/presumptive roles. In its mandatory role, corporate law
prescribes non-variable minimum standards of corporate conduct, while in it8
permissive or presumptive role, it enables participants either to adopt provisions in the
statute or to substitute them with alternatives.

Section IV offers some concluding remarks. It is suggested that an ideal

corporate statute should first of all be an enabling Act since traditional corporate theofy .~ -

makes it necessary that corporations obtain legislative sanction not only for thelr
existence, but for their exercise of corporate powers. Secondly, a corporate statfie
should aim to restrict and regulate as well as to enable the conduct of corpormte
business. In fact, corporate statutes should perform mandatory and enabling roles:
1. Corporaie Satutes as- Standard Form Contracts -
The contractual basis of the corpofatioﬁ has led some comr;léntators wﬁ'ting g
from an economic background to argue that the pnmary role of corporate law should be :
to facilitate the contracting process 163 The assumptlon is that partmpants in the '
corporate contract are in a better position than the legislators or judges to make’ ‘

decisions regarding the manner in which the transac‘tion'sk will be deviced.

The recognition of the ability of the partiCi_pants to choose the cbhtractual;_fo;m’ g

that best maximizes their ekpectations implies that cbrporate law écondmists tecognize 8
163

USFR 229, 256-9; Butler, supra, note 8, 118 22

For example 'J.A.C. Hetherington, “Redefining the Task of Corpomtlon Law (1985) 19' G I




the enforcementof expressly stated terms in intra-corporate contracts. But they do not
focus solely on expressed terms-in the contract because intra-corporate bargains are
never fully put down in writing, The costs of setting out a bargain in writing will, at
some point, greatly exceed the benefits. O'Neal and Thompson identify some of the
benefits to include clarifying the participants' assumptions concerning risk, reward and
expected conduct increasing the likelihood of voluntary compliance and signalling to a
disputeresolver how contentious matters are to be dealt with. 164

n the other hand, the costs of articulating the bargain in writing may be many,
In the first place, comprehending the contents of the agreement may he difficult
because imperfections in informaton and communication can  causé
misunderstanding!%3 and even in situations where the contents of the agreement could
be appreciated with some reasonable clarity; financial and other inputs must be used in
setting out the agreement in writing.1¢ For corporations with sub-optimal capital
financing, the consequences may he unfortunate. - This may warrant thé corporation in
not using the services of a lawyer during the incorporation stage thereby ‘going it alone -
or instructinga lawyer to incorporate as cheaply as possible.

Adequate investment i legal planning may not even solve the problem of

ensuring that the intra-corporate contract is fully expres ed in wrltmg because itis =

practically difficult to commit into writing all olauses or bdrgams whlch can adequately e

deal with future contingencies-including, but notlumted to Changes m_the 1:c'ga1: and

commercial environment and alterations in the assumptions and 'objectiifes of the

O'Neal and {hompson, "Oppress]on of Mmonty Shaleholders, Zd ed (Wllme(te, HI : V
Callaghan & Clo. 1985) Chapter 8.

See Cheffins; supra, note 9, 784.

D.D. Prentice suggests that substantial savings accrue to pérsoné ii\teuding to start up. business if
they are able to adisgt a convenient pre-s»t legal form w}nch is easnly avallab]e especxally if the
package has been usi over times: : :
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participantsin the corporation,’67 The problems are increased due to the fact that the
risk of misinterpretation by the courts increases when new formulations arc used.

If the view is takén that the choice of the participants to the corporate confrget
prima facie leads to efficient solutions to corporate law problems, it then means that thg
obstacles to the contract should be reduced so that participants can come as close as
nossible to reaching the acreements that would have been formed through costless
bargaining. 168 : ‘

Contracting costs may be reduced through the use of standardized terms. : The" t
use of corporate terms enables parties to engage in fairly eomplicated exchange
transactions without incurring high transaction costs. J u‘st as the teéhniques of contract
interpretation and warranty law economize on eontracting costs by in effect writing into
all contracts those provisions which the parties would prohably has'e included if they
had been willing to mcur the time and lnformatlon ‘costs and had been able to foresee :
the future. corporate statutes set out similar terms for the: partlcrpants to the intra-
corporate confract. , ‘

‘ Furthermore under the expanded choice' theory,yl.69 corporate laW can act as
standard form contract that provrdes the partrcrpants wrth off the rack terms Corporate‘

law economists assert that partlcrpants under thrs approach choose whether the terms'

provided by corporate Iaw are to apply to the corporatron Whenever the standard form :

is suitable, they wrll llkely adopt it, since. usrng the preformulated terms should reduce" :

the costs associated with negotlatlon and artrculatlon. If the standard form is. not

appropriate, however, either i in whole or in part, 1t can be drsplaced wrth express terms’ﬁ

167 Cheffins, Ibid, at 784,
168

Ibid, 787. Corporate statutes can alert the partrcrpants to. the areas where negotmtlons should be
considered. ‘Prof. Cheffins refers to this as the srgnallmg function of corporation statutes.” See .
Cheffins, "US Close Corporatlon Leglslatron A Model Canada Should Not Follow (1989) 35
McGill L I 160 E : o : : :

o Supra, note 112.
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that better represent the participants' bargain.1”® Corporate statutes supply these terms

"for free"!1 to every corporation enabling the participants to concentrateon matters
Ty Corp 2

that are specific to their undertaking,

Even when the parties work through all the issues they expect may arise in the
course of the business, they are apt to miss somethmg In a world of changihg
commercial and legal environment, all sorts of complexmes will arise}ater; Corporate
law fills in the blanks and oversights with the terms that people would have bargained
for had they anticipated the problems and been able to transact costlessly in advance.
Corporatelaw in this sense, supplementsbut does not displace'achralbargains.

One merit of this is that the standard form becomes attractive to most
corporations which in turn increases. the cost sarrihgs to participants. Vsecorrd'l'y,‘ ~
whenever contracting out is not considered by participyants in the corporate cohtract, "the T
standard form provides them with terms that would have heenagreed to and that thus

reflects their collective best interests,

1I. Tradrtlonal Role of Corporate Statutes B

The traditional corporate legal theory teaches us that a corporatlon isa legal ,
person, separate and distinct from its members, possessmg only those powers conferred‘ : -
on it by its charter of mcorporatlon ThlS 1mphes that state mterventlon in the

corporatlon in the form of either regulatlon or the facrhtatlon of shareholder protectlon X

may be inevitable. - Certain basic questlons however arise from thrs proposrtron Do :
the leglslators show the awareness of commerc:al values and pnontres when theyf‘f ‘
formulate the rules of corporate law‘7 Is 1t of 1mportance to the busmessman of bemg" =

_able to get things done and done m the way he wants? Is there reflected 1n the-*f?
170 :

Corporate law econonuc analysts argue that there are lots of tenns such as rule for ot
" establishing quorums andsoon. . - Sl g

171 Bagterbiook & Fischel, "The Corporate Contract" (1980) 8 Col. L Rev 1444
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principles of corporate law a proper concern to avoid delays, to keep costs down to
stimulate innovation and facilitate-enterprise? Is there a willingness to let business get
on with thejob? For the law to intervene no more than is strictly necessary?

Modern corporate statutes in Canada may be described as attempts to furnish
reasonable -facilities for doing business and proper safeguards‘ to creditors and
shareholders. Much legislative progress have been made since the "197(‘)’s‘and 1980's
in Canada towards'well-drafted corporate statutes. - These improvements in thelaWs
regulating the corporate set up involved much study by legislative draftsmen and long
sessions of reform committees. These workers aimed to formulate clear and concise
provisions which would facilitate legitimate busmess transactlons, eliminate arbltrary,b
harsh and unreasonable liabilities on shareholders and dlrectors, and at the same trme
safeguard the investor, the creditor and those dealing with the corporatton. The task
force which was charged with undertakmg the revrew and formulatmg proposals for the .
reform of the Business Corporatlons Law of Canada said:’

"We set to design a scheme of law that is clear, workable and above all

written for the businessman who will. operate under -it; - notfor the -

corporation’ Jawyer. * Accordingly, theAct srmplrﬁes and codifies -
wherever . possible. - We “have sought to ehmm%e the obsolete and :
anachronistic, and to remove the trivially arcane.
More recently, the Mrmstry of Finance and Corporate Relatlons Department of the
province of Bntrsh Columbra in presentmg 1ts pohcy proposals and mtentlons towards

a major revision of the Company Act 1985 stated.that

"Government intention in the 1nterna1 operatlons of the ‘companies in

. general will be reduced to a minimum. The result should be increased .-
efficiency of operations to the benefit of the entire community .. ... The .
Company Act simply provides the legal framework for companies and js /- -
an-enabling rather than a regulatory statute. . Regulatory issues such as -~
the regulatton of ﬁnanc1a1 1nst1tut10ns envrronmental regulattons a.nd the i

172

‘chkerson, Howard & Getz, Pnoposals for a New Busmess Corporatlon s Law of Canada (1971)
Vol 1, Pard IL : .
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regulation of securities are addressed with specific policies and :
legislation. " |

Every business associati'on”_necessarily has legal relations with a variety of
groups, including its employees, customers, creditors and shareholders. In as much as ' ‘
its relation with employees and customers are little, if at all, affected by the fact that

the association has assumed a corporate form, legislative regulation of these relations is

ordinarily embodied i statutes other than business corporation acts. The same is true

to some extent of the relations between a corporauon and its creditors although the '
peculiar privilege of limited liability necessitates certain safeguards for cred1tors
Shareholders unlike creditors have votes. They or at any rate a ‘majority of -
them, can in theory depose any director or officer whose performance of his managerial :
functions fails to measure up to their conceptions of efﬁciency and integrity. The
question arises therefore, whether the legislators should r)ermit shareholders to invest
their savings in corporate enterprise without inventlng legal devices for - their
protection? | ’ s o o
Traditional corporate legal theory suggests that because of the separatlon

174

between ownership and control in the large modem corporatron and because of the‘ E

fluidity of contract rights under modern corporate Articles of Assocrahon and -
shareholders' agreements no modern busmess corporahon act can be regarded as_ o
satisfactory unless it provides substant1a1 safeguards for the shareholders partlcularly I
the minority sharcholder. The non-controlhng shareholder needs legal protectlon w1th v:
respect to certain corporate subjects. He needs effecuve enforcement of the ﬁducrary-’? Ml

obligations of officers and dlrectors. He needs to have votmg nghts equrtably
172 ‘

Ministry of Finance & Corporate Re]auons, Provmce of Bntlsh Columbm, Company Act"- X
Dlscussnon Paper, January 1991 :

I3 Far example, sce 5.258 B.C. CA Sectlons 238 241 . B. c A
174 Subsummg under that phrase both these cases in whrch a corporatron is controlled by a mmonty S
and those in'which a controllmg majonty has mterests more or less antagomshc to those of the
mmonty : ! : SR
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distributed. He needs adequaterestrictions on the funds which are legally available for .
dividends and for purchases of 2 corporation's own shares and effective means of
enforcing their restrictions. He needs safeguards against abuse of the power to make “
organic changes in the structure of the enterprises by amendment, merger or

consolidation. Finally, he needs to be assured of adequate and readily available
information about the corporation's activities and the state of its finance. - Although -
most of these issues could be taken care of, through adequate planning and ‘contractual

agreements, complexities ‘may arise later. Fnrthermore, parties may be unable to

foresee ali areas litcely to give rise to problems in the future. Contractual efﬁcacy is

impaired. Again, reliance on the market forces for adequate protection will not

adequately produce an optimal solution to: the agency problems'inherent in the ‘
corporate form of organization, especial_l)_( in the case of widely-hel‘d' corporations.

This is partly because the operation of some of the monitoring institutions and incentive

mechanisms that seem theoretlcally desirable in a frrctlonless model is hmdered by

transaction costs such as the cost of acqumng mformatron and the cost of contractmg in -‘
the real world. ' ‘

Corporate statutes however achieve these protecti\re purposes. : Generally,' mé}
seck to facilitate the conduct of business through the corporate'organrzation.'_ In this -
* respect, they reflect a non—regulatory polrcy in corporate affarrs Professor Ballantme; .
who drafted the legrslatron for Cahforma in the 1930's succmctly stated that: B

"The primary purpose (underhmng is mine) of corporation laws ismot -

~regulatory. They are enabling Acts to authorise businessmen to organize .«
and to operate their businesses, large or small, with the advantage of the
corporate mechanism. ‘They are drawn with a view to facilitate e,fﬁaent‘
management of business and adjustment to the needs of change

Corporate statutes thus provrde the legal frame and ﬁnancral structure of the ‘ 

1ntrlcate corporate devrce by which busmess can be camed on and m whrch the

175 : Ballantine on‘Corooralions'(1946) '4"1-’42. ,
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combined energies and the capital of the managers and of many investors may work
together. They deal with the infernal affairs of the organization, the content of the
Articles of Association, the rights of the shareholders, the powers and liabilities of
directors, the authorized number and variety of the shares, the holding of meetings,
restrictions on corporate finance, such as the withdrawal of funds by way of dividends
and share purchases, the corporate records, the authorization of organic changes such
as smendments, sale of assets, merger and consolidation and dissolution and winding-
up.

' However, notwithstanding the primary enabling function of COrporate statutes,
sight should not be lost of the fact that the corporation" represents a conglomerate of
various groups of participants with conﬂicting and cojmpeting interests. - Each group
seeks to protect its interest. ' In such a situation, the possibility is not ruled out that .
those with greater corporate power might often suppress or oppress those with"
relatively little power. In fact; the possrbrhty that majority shareholders wrll manifest
the tendency to oppress the minority cannot be discounted. It becomes mevrtable that- ‘

corporate statutes should take the plight of the minority shareholders into consrderatron., )

The result is the inclusion of some non-waivable mandatory provisions in the yarious
statutes. - These provrsrons by their nature prescnbe mrmmum standards -‘which must be :
observed, with remedies available to the mmorrtres in the event of farlure to comply
Some of these provrsrons mclude the oppressron remedy, the derrvatrve actron

apprarsal remedy and the wrndlng-up remedy Corporate statutes therefore perform: |

some mandatory functions.

LI Classifications of Corporate Law Pl'OVlSlOl'lS

While rt may be accepted that corporate statutes can act as’ standard form

contracts the proposrtron that partlcrpants to the corporate contract are free to adopt or

‘ ~drsp1ace the terms provrded by corporate statutes is not apphcable w1th respect to all the
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provisions of the statutes. Canadian corporate statutes reflect an amalgam of
mandatory presumptive and permissive provisions, 1’6 'Undervtheipresent analyeis,
mandatory provisions of corporate law are non-warvable because the idea is to regulate B
the conduct of corporate affairs whrle provrdrng protectron to the shareholders agamst

the likelihood of abuse of corporate power by those in controlv

presumptrve/permrssrve provrslons perform enabling functions. Therefore wh11e '
parties can opt out of the permissive provisions, the mandatory provisions remain non--

waivable and incapable of being replaced by private contractual agreements; '

(@) Mandatow_Bmxismns v V
Mandatory provisions deﬁne issues in corporate law that cannot be vaned by the »
participants and drrect outcomes that may not be waned by. 1nd1v1dual agreements
Under the British Columbia Company Act, there are several mandatory provrslons for'
example, the company s drrectors have a duty of loyalty and care to the corporatron i
that cannot be altered. 177 - Payout of drvrdend 1s hmrted by a statutory formnla and

directors are: personally liable in neghgence in makmg wrongful dtvrdend payments.”a‘ :

Any shareholder who owned shares -at the trme of a breach of the dutres of care or'
loyalty can bnno surt against the wrongdoer on the corporatron s behalf 179, Drrectors: v

of non—reportmg compames shallfbefore allotmg sharesv offer those shares’prorata‘ to -

the members. 180 A member has the Tight to abply to the court for relief on the grounds .

176

For similar classifications, see A. Schwartz and R.F. Scott, Commerexal"'l‘ransaetro ‘
Pnncrples and Pohcles (Mmeola, NY:: Foundatlon Press 1982) 3-5 Chefﬁns, supra note 9 i
794 ¥

177 s.143, B.c.c.A. ,
78 " s1s100). -
A sas.

saI.




that the act or conduct of thosein control of the company unfairly prejudice or affect or

oppress him. 1%

Generally speaking, mandatory provisions reflect one aspect of corporate law as
a device for regulating the conduct of corporate affairs. They supply minimum
standards of corporate performance. Some writers have suggested that the mandatory
provisions of corporate law are based on the presumption that private ordering - market
contracting - is incapable of producing an entirely efficient financial contract, 182

But if the view is accepted that the corporation comes into existence as ab
concession from ‘the state and that it possesses those powers conferred on it by -its
charter of creation, then the existence of mandatory provisions ‘conld’be justified.
Being a creature of the state, it is inevitable that lthere shotﬂd be some degree of the
state's intervention in the corporate affairs either in the form of ¢irect regulation or the’ ’
facilitation of shareholder protection. Mandatory provisions prescribe rhles for the
orderly conduct of the corporate business. The rationale is to protect the shareholders
and the investors and to achieve a certain standard for the operatron of the corporate' '
business through its: regulatory functlons. In effect, mandatory prov1srons hmlt the

ability of the participants to customize their agreements as reflected i in the Artrcles.‘

(b)  Presumptive Provisions

- Some’ corporate law- provisions are 'énabling; that is, they supply 2 type of
standard form contract. with terms that the parties in many corporatlons would agree to‘
in'an environment where transaction costs were zero or neghglble. Under 1ts _enabhng : :,‘

form corporate law supplies rules that are prescnptxve in character Some "of these

181 g,
182

" For ‘example, I Maclntosh, "Shar‘eholders Appralsal Remedy m Canada A Cntxcal
Reappralsal" (1983) 24 053,oode HallLJ 201, :

rules are contained.in the B.C. C A, for example, the members of a non- reportmgf..‘; ; o
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company may, by consent in writing, waive the requirement of appointment of an
auditor.®® Unless the Articles of a company otherwise provide, 'ev'ery‘ member of a
company shall have one vote in respect of each share held by him.ls“' | ﬁnleSs the -
Articles require an actual meeting, any resolution of the directors or‘ of any '(y:or‘nm’ittee
of them, may be passed without a meeting if a1l the direct_ors or the members of :the'
committee consent to the resolution in writing, 183 Utless there isv'a proviSion to the
contrary in its Memorandum or Articles, a reportmg company may allot and i rssue 1ts
shares at the trmes, in the manner and to the persons or class of persons the drrectors
determine. 186 .

Corporate law economrsts argue that the motwatmg reason for the rules of thrs,
character is the reduction of the transaction costs of ﬁnanc1a1 contractmg The statutory..
standard form makes it necessary to specrﬁcally contract to'a grven outcome.‘ They
further assert that under this ratronale, there i isno reason to prevent those rnvolved ina

corporatron from contractrng for other rules where they consrder it approprlate to dov,

s0. The enabling function of corporate law ass_rsts in the process of pnvate orderrng.

(c)  Permissive Provisions
Permrssrve provi srons govern deﬁned corporate 1ssues but corporate part1crpants_ L
are permrtted to adopt other rules ina specrﬁed manner. ~In other words permrssrve -
provrsrons authorize corporatrons to do -things they mrght not’ otherwrse be able to do.l :
Most of the examples whrch reﬂect permlsswe provrsrons also take’ the presumptrve ‘

character of corporate law. - An example of ‘a permrssrve provrsron 1s that whlch

$.203(1)."
S.185(0).
$.149.

S}.4'1(>6‘>).
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provides that every company shall have at least one director and a reporting company
shall have at least three directors. ' Another example is the one which states that a
company other than an insurance company may by its articles adopt all or any of the
provisions of Table A in the First Schedule.!%8 Similarly, where the Articles do not
provide for the election, appointment or removal of officers, the directors can do 50,189,
The aim of permissive provisions is to set out the corporate rules that_m_ay
govern if the parties make no contrary agreements. » “ -
Corporate law economists argue that corporate law proyisions should "biev '
permissive or optional and that the contractual theory of the co‘rporation with s
emphasis on the freedom of the parnes to fashlon outa corporate form of their chorce‘__

implies that the state should not have a greater role in corporate governance than mv,

other private contractual relattonshlps. S

IV.  Conclusion » ‘

The corporate legal fiction remains the major legal mechamsm forec0nom‘ic“‘
deveiopment. The reason for “its vsigniﬁcance is 'presumabiy the‘ efﬁciency and |
flexibility of the corporatlon asa system for organlzmg aggregatlon and use of cap1ta1

Corporate statutes do not merely act as standard form contracts whrch prov1de -

the terms that the corporate part1c1pants would have prov1ded for in"the absence of S

transacnon costs. In fact such statutes reﬂect an- amalgam of mandatory, presumptlve " :

and permissive prov1srons. “Tn the same vem, vthe statutes perform mandatory and _;i'. [

enabling functions,

187 S.32B.C.CA.

188 S6B CCA
189"

s 157(4)(0)((1) B.C.CA.~
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In its mandatory role, corporate law régulates the conduct of corporate ‘affairs. :
Such regulation is designed to protect shareholders and creditors .agair'jst‘ abuse of the ‘
“corporate form. This regulaﬁon continues in other laws, for example, Securities acts,
Setting up regulations for the control of security issues to prevent fraud on invevsvtors are N
treated as regulations of business superimposed upon corporate statutes and apply to
corporations. ' . | | ‘ ‘

The enabling provisions apparently facrhtate the efﬁcrent conduct of busmess.
and also enhances the contractual process w1th1n the coxporatron. ‘

An ideal corporate statute should provrde for a mu'ple and cheap method of
incorporation and operatron of the corporate orgamzatlon Wthh is flexible enough o

meet the demands of drverse orgamzatlons It should 1dent1fy the dutles and powers- v

within the corporate stmcture ensure that regulatlon to prevent abuse is appropnate o

and commensurate with the risk of abuse so as not to- frustrate the ¢ economlc and socral i
benefits of the corporate form. - The provrslons should be concemed w1th stnkmg a.

, balance between the enablmg use of the corporate form and regulatmg to. prevent 1t

abuse. ( ’ _
" However, 1t should be ensured that the balance does not undermme the"‘

economic and social beneﬁts of the corporate form , T '
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CHAPTER FIVE

THE ARGUMENT FOR MAKING STATUTORY MINORITY .
REMEDIES OPTIONAL

A, Introduction and Outline: ‘ ‘
I observed in Section III of the preceding chapter that corporate law provisions could
be classified into mandatory, presumptive or permissive provisions.léo‘ A majority' of |
the statutory remedies available to the minority shareholders within the corporation are
mandatory in nature. This implies that neither the corporatxon nor the parhes can -
waive nor displace them by altemative contractual arrangements Amongst these
remedies are the oppression remedy,191 the denvatlve actxon 2 and the appralsal
remedy.!®3  The notion that shareholders should be allowed to contract out of these'
statutory remedies (if they choose to) and adopt a dlfferent regulatory reglme denws
from the contractarian theory of the corperation which sees corporate statutes as s1mp1) k
providing a model or standard form contract from which shareholders. may “deviate as;:

they choose. 154

In this chapter, T will examine some of the various 'argume’nt's put fbrward" by

the contractanans for optlonal as opposed to mandatory, statutory remedxes. Most of
the Justlﬁcahons for optional remedies reflect the costs and d1sadvantages of Jud1c131_- -

supervision of statutory remedies. - Therefore, for proper evaluatlon of the wexght of .
190

' Fcr discussion of these terms, see suprd, Chapter Four;
9L 0% B.C.CAS 5241 CB.CA.
©8.225 B.C.C.A.- S.239 CB.CA. -

'SZBIBCCA Sl90(l)CBCA

Supm, Chapter I*our )
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their arguments, it will be necessary for us to examine also, the opposite side of the
issue- the justifications and advantages of judicial supervision of the mandatory
statutory remedies. A cost-benefit approach will be adopted in this analysis. This will
enable one to make a decision on whether the benefits of judicial supervision outweigh
the costs. Where this is so, then a case in favour of mandatory statutory remedies is
made. The work shall be divided into three sections.

Section I examines the contractarian argument for making the statutory remedies
optional. This contractarian perspective has been most forcefully advanced in a series
of articles by Easterbreok and Fischel, In their view, o - |

"The code of corporate law s a standard form contract for issues of

corporate structure. - To the extent that corporate legal rules [and

remedies] anticipate the desire of the contracting parties, these off-the-

rack principles reduce &?e number of items to be negonated and the costs

of negotiating them, "!

The contractarians argue that corporate legal rules exist 51mp1y to reduce transaction - ‘
costs. Corporate law offers a model form contract; shareholders are free to buy off- |
the-rack. From this perspective, statutory corporate law can be seen as only: a
presumptive set of default rules that fill in the void where the parties have nof chesen o
write their own contract in more detail. :

Section II examines the justiﬁcation.angl._Beneﬁté;'_ef ‘judici_al‘ supefvisiqn 'o_f the .
mandatory remedies. The mundatory nature of the remedies has been u‘pheld' by'thé o

tradmonal corporate law -scholars who reJeet the contractanan perspectwe as o

oversunphfled in effect, "an 1nterest1ngmtellectual thought expenment that has few"(-' =

empirical references in the real world of complex 1nst1tut10na1 structures and hlgh :

transaction costs", 120 Mandatory statutory remedles may be Justlﬁed on the grounds‘
195

Easterbrook & Fischel, "Votmg in Coxporate Law (1983) 26 J. of L & Econ 395 401
196

- Special Case of Remedies", (1988) 53 Brooklyn L Rev. 919, 933. - Prof. Brudney has also’ .
dismissed the claim that private bargaining can restrain management self-dealmg and shirking as .
mere’ rhetoric. - See” Brudney, -"Corporate Govemance, Agency Costs and the Rhetonc of -

; Contmct" (1985) 85 Colum. L ‘Rev. 1403, 1410 ‘ : .

. C Coffee, Jr.,-"No Exit? Opting Out, The Contmctual Theory of the Corporatlon and the i




that shareholders may be too dispersed to take effective coordinated action; they lack

the requisite information and the necessary institutional mechanisms to bargain-
effectively, outside directors may be too compromised and insufficiently motivated to
be effective monitors; the market forces operate at great costs and may be incapable of
affording adequate safeguards to the shareholders.

Section III offers some concluding remarks. It will be canvassed that despite
the costs of judicial supervision, it is still desirable to have certain mandatory, non-
waivable statutory remedies available to the sharcholders..  Opting out of corporate
mandatory rules and the remedies may have considerable implications. If cdrporatioris
are allowed the freedom to opt out, this may bring significant changes to corporéte Iifei,
Corporate law has never regarded the corporation as simply a private contract.
Although corporate law may have moved far from the original position which saw
corporations as quasi-public bodies to become a largely enabling body of Iaw, most -
corporate statutes remain mandatory on a number of important points including the

remedies.. Such mandatory provisions are necessary to provide minimum:standard of

corporate conduct while at the same time, reassuring the investor's confidence in the -

corporation as a form of business investment.

L Arguments for Optional Statutory Reszedies:
(A)  Basis for the Argument; -
To help us understand the basis of the contractarian argument for - opuonal -

statutory remedies we may recapm.late their propos1t10ns in the followmg words‘

1.~ The corporation is an ennty that serves as the. centre of a complex web of

contractual relatlonshlps freely entered into by the affected part1c1pants On thls“ o

premise, it w111 be madequate to v1ew the corporauon as bemg a creatule of thev -

state in any 1mportant or fundamental basis..
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2 The proper function of corporate law is simply to provide an eft"rcient set of
default rules to govern the nexus of contracts. It is desirable to have standard
form boiler plate language available for adoption by the contracting parties
because contracts are often costly -to write and negotiate.  Corporate law .

furnishes such off-the-shelflanguage.

3. Except when bad third-party effects (known as negative externalities) exist,
managers and shareholders would be free to.change any of the default rules by
mutual agreement. And since most rules traditionally described as beingfwithin o
the sphere of corporate law do. not involve any significant third party effeets,
but concern only the welfare of managers an( investors, private contraetualv
arrangements in the corporation should almost always-have dominance over
legal rules and remedies. This means that there should ‘be Virtually no

mandatory role for corporate law. - S

(B)  The Justifications for Optional Remedies ,
The contractarians have put forward many reasons in their attempt to justify the
argument for optional statutory remedies. Some of these reasons mclude the followmg

i. Freedom of Contract Argument ' HECER

One argument put forward in support of optronal statutory remedres for S o

sharcholders is the freedom of contragt- argument The reasomng is: that the e " T

participants in the mtra-corporate contract know therr mterests best or at least s :
better than do pubhc ofﬂcrals Thus, where they agree toa rule govemmg thelr' ‘

relationship, they thmk they wrll be better off or otherwrse they would not havez

agreed to if. The contractanans argue that contractually created rules w1ll tend’

- strongly to be pareto supenor rules. such rules w1ll make the partles better off

Agam it is argued that where corporate contractual freedom exrsts  the:

2

: pnce shareholders w1ll be w1llmg to pay for shares in: an mrtlal offermg wi
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generally reflect the initial provisions in the Article and the party designing the
‘Article will take this into“Consideration. Provisions in the Article will
consequently tend to be the efficient value-maximizing provisions. The
contractarians are strengthened in their position by their perception that the
corporate context is most fitting for the freedom of contract argument. The
market for initial shares is viewed by them as quite competitive with many
sophisticated participants and with many mechanisms that transmit and spread

information.

ii. Organizational Costs of Judicial and Legal Supervision

The contractarians are further strengthened in their afgument by the |
presumed fact that although strict corporate law may facilitate shareholder
activism; the benefits of enhanced legal controls and remedies are offset by
signiﬁcant organizational costs. They assert that incrcases‘in the legal righfs of
shareholders potentially opposed to managerial prerogatives redu‘ée‘ the ability of -
managers to exercise delegated authority. At some - point, increases in such ‘
constraints - will reduce shareholdérs' wéalth by stifling innovation . and
increasing the likelihood of opportunistic behaviorf by md1v1dual k

shareholders. 17 SRR FR -

iii”  Litigation Costs ) AT : ; .-
Corporate law economic émalysts‘who uphold the contractarian ‘view of .
the corporation argue that judicial supervxsmn of mtra-corporate behavmr can .

- generate significant costs. - These costs mcludc the lawyer's fees. A shareholder‘ 2

Baysinger and Butler in their work had gone further to argue that the provnsxons of stncter o
corpordte law may allow maverick shareholders to block mergers, acquisitions, changes in the *
Articles ‘of Association ‘and “by-laws or. other: major - changes  that” would : likely increase’ o
shareholders’ ‘wealth. See Baysinger.& Butler; "The Role of Coxpornte Law in the Theory of e
the Firm", (1986) 2873, of L. & Econ., 1982, SR




must invest a substantial sum of money lo build and sustain a case. High legal

fees may discouragea shareholder with small investments in the corporation
from pursuing an otherwise legitimate course in courts. 1?8

Litigation may have other side effects. Legal proceedings can disrupt
intra-corporate relationships, give rise to undesirable publicity and less of
confidentiality, create uncertainty and give rise to opportunity costs since the
participants have to forgo productive activities while preparing for, and
appearing at court proceedings. The sharcholders may therefore want to
substitutea statutory remedy with a private contractual alternative arrangemedt.
For example, they may want to substitute arbitration for the derivative action ln »
order to protect corporate privacy. Arbitration, it is arghed, is a priyate
proceeding without public or press access and often reduces theldirect or
administrative costs of enforcement. However, the use of third-party arbitration
in preference to judicial supervision generatesitsown costs whichnmay-'
outweigh its utility To reduce -total enforcement costs, the reduction 1n
administrative costs must be greater than any increase in 1nd1rect costs. such as 5
the cost of increased Er7or, bias or non—enforceabrlrty Arbltranon may work |
best in spemahzed envuonments such as ]abor law, where ‘the arbltrators
develop an acknowledged expertlse, operate frequently enough to correct for
bias and issue judgments enforceable by the state It may be an lnadequate 5
disputeresolution mechanism in the corporate context; ‘

Contractarians further argue that the mmonty shareho]ders also face a’

- number of other practical problems when seeklng damages in court, to‘remedyj S

the. harm caused by the incompetent or dishonest management. Apartfrom

198

‘case, he may yet consrder that the troubles wrth lmgauon is not worth his mvestment in-th
i vcorporatlon g ‘ : :

Even if the possibility of recovery of attomey s fees exists upon a successful prosecution of the
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investing substantial sums of money to build and sustain a case, the directors
control the books and records of the corporation and have been known to alter

199

them. Similarly, the directors with the benefit of hindsight may.

recharacterize a questionable transaction or find new and acceptable

justifications for the transactions,2%

iv Risk of Strategic and Opportunistic Behaviour

Litigation - costs ‘may have spin-off effects. - They may give potentizll
applicants an “incentive to engage in opportunistic. conduct "which is self
interested ' behaviour that departs from rhe‘slandzrrd of cdnduet that would “
maximize the collective wealth of partrcrpants in a bargaining relauonshrp" 201

A typical situation in which the risk.of strategic and opportunistic behavrour is

likely to arise is in connection with statutory amalgamation or merger at a o

premium over the market price. Corporate ‘statutes usually require 'a special -
resolution of shareholders to approve ‘the' amalgz‘rmatidn_‘transaction.202 |
Unanimous consent of shareholders is‘notrequired becéuse that may presnmahlyi 5
create incentives for shareholders to behave eppnrtunistically A shareholder i
even if convinced: that the amalgamatron 1s beneﬁmal and the terms farr may ;‘
decide to refuse consent. . His reasonmg could be that the cost imposed on all_" 'l‘

other shareholders (the premrum forgone) would force the corporatron to "buy"v; o

his approval with some type of side payment Such behavrour would bc,"j

199

200

201

B

F. O'Nenl & R. Thompson; Oppression of Minority Shnrehnlder (Zd.’ ed. l985) 2-17 T

Cheffins, ‘supra, note 9 at_789. On the nalure of opportumstlc conduct generally, see. TJ
Murris, "Opportumstrc Behavrour and the Law of Contracts”, (1981) 65 an LR 321, at
522-6. - © -

‘ For,ex.ample, see s.272(4) B.C.CA. ; s,rsscﬁn.‘c".A. o
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privately rational but wealth reducing for shareholders as a whole. In the first

place, resources may be wasted in haggling over the division of gains,

Secondly, value increasing transactions would be abandoned altogether or never

started under a unanimity rule because of strategic power of minorities.
Contractarians argue that shareholder litigation enables a sharcholder

who is unable to blackmail other shareholders due to the absence of a unanimity

rule to attempt to accomplish the same objective by alleging in an application -

that some aspects of the terms or disclosure in connection - with the_

amalgamation are inadequate. The hope would be that the potential loss -
inflicted on other shareholders in the form of direct and indirect liti‘gation‘ costs o
as well as the possible loss of the premium wonid enable the shareholder to
obtain a disproportionate share of the gains, 203 ’ e
Opportunistic conduct may also arise ybecause the applicant's cost beneﬁt
incentives concerning lmgatlon may drffer from those of the corporatlon 204
For m"tance while an apphcant can begm an apphcatlon wrthout substantral'
mconvemence, fora corporatron, the htrgatxon costs may be substantral Where -
such a cost differential ex1sts it may cause the corporation to settle before tnal :

for an amount that was htgher than was Justrﬁed by the apphcant's prospect ot

" success in the case.

v Lack of Judrcral Expertlse in Corgorate Matter
Another argument for 0pt10na1 statutory remedres rests on the lack of i

Judraal expertlse in corporate matters The corporatron faces potent1a1 cost 1f a‘ o

203 For a discussion of the problem of strategrc use of lmgatron in the merger context, see Frschel

"The Race to the' Bottom Revisited: " Reflections: on Recent Developments m Delawares
Corporatron Law" , (1982) 76 NW U L Rev 913 923-41

204 Chcfﬁns, supra note 9
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matter reaches trial. There may be possibility of error by the judge which will
impose costs on the participants' bargain. The likelihood of misinterpretation is
increased when it is realised that judges often have little expertise in corporate
matters, which it is argued, may reduce their ability to appreciate why conduct

that disadvantaged an applicant was in fact reasonable in the circumstances.

vi Problems of Geperality and Statis
Legislative and judicial rulema]qng may share the institutional problems‘,

of generahty and statis. In other words, rules made by these 1nst1tutrons apply-' '
generally to the SllbjCCtS of the rule and these rules remain in force even when

the business environment and ehanging commercial world demand their reform.
This argument has been applied in the corpornte eontext by the eontraetarlans to oy
justify their argument for optional statutory remedres For 1nstance Butler and

Ribstein in one of therr arl:lcleszo5

pomt to th1s assertron when they stated that:
"even a rule that is formulated by an all-wrse and d1s1nterested polrcy maker

cannot suit every busmess equally well; any more than a well-made suit is nght ,‘

for everybody". They added that the hterature on the theory of the ﬁrm reveals

‘a wide range of organizational corporatxons that need to. own substantlal

resources or that mvolve complex decrsron processes may look very dxffercnt‘ ! S

govemance structures. A remedy that is. both 1n1t1a11y perfect and su1ted to a_‘ i
particular corporatron may become rmperfect or unsurtable over tlme as a result_
of rapidly changing business condmons Leglslatwe and Judrcml rules tend to"r'

remain past their welcomc-:.206

£ 205

- 206 bed

Builer & Rlbstem, “"Optmg Out of- FlduClary Dutles A Response to the An
(1990), 65 Washmgton L. Rev. 1 at 56, :
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vii  Efficacy of the Market Forces as Adeatate Tonstrdints on Corpordte
Management '

The call for aptional statutory remedies is further predicated on the’
presumed efficacy of the market forces as adequate constraints on corporaté
management and thus, providing safeguards for the shareholders. . In our
previous discussions, we observed that the proponents of the economic approach | o
to corporate law argue that the modern: corporation is a competitive entity‘
circumscribed by powerful market forces which should play a more significant
role in shareholder protection than govemmental mterventron 207 They argue
that the managers are comstrained by an identifiable network - of - incentive,
bonding and monitoring devices to exercise their discretion in the shareholders' |
interests.2%® In their view, mandatory statutory remedies serve no need. for
shareholder protection in-the hght of the market constramts on corporate

management.

Summary:

The foregoing drscussmns are some of the arguments put forward in Justrfymg e
the call for optional statutory remedies. - Some advocates of optronal statutory rem .,dres_

recognize that the mandatory statutory, remedles_may give the mmonty shareholders

‘adequate protectton agamst opportumstrc behav1our by the controlhng shareholders and; s

- directors but they assert that such protectron is obtamed at greater costs. The effect of -

- making the applrcatron of the statutory remedtes optlonal woutd enable the corporatlong”’:k

207 " See’ supra, Chapter Three, atp 66.

208

For further discussion on the govemance meehamsms in the corporatrons from an economre
vrewpomt refer to Chapter Three o e
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and the participants to determine whether any particular remedy would apply to their
corporation or not. This may lead to greater contractual freedom in corporate law.
However plausible the arguments for optional statutory remedies may seent;
there still exists a real necessity for some mandatory statutory remedies. The necessity
becomes obvious when the benefits of legal and judicial supervisionof corporate affairs
and conduct is juxtaposed against the arguments for optional remedies; for it will be
seen that such benefits outweigh any cost which may arise firam judicial supervision.
This assertion leads us to an examination of the reasons and advantages of having
mandatory statutory remedies available to the shareholders'and which the court: are

readily willing to uphold.

II:  Justifications for Mandatory Statutory Remedies

There are times when the law should not yield to private ordering either becanse
of third party effects or because of distrust of the bargain between the parties. The
corporate form of organization reflects an appropriate subjectfor legal rntewention for
the protection of the minority shareholders and other investors who entrusttheir wealth
with the managers of the firm. The intervention of corporate lavy statutory provtsions
becomes more meaningfil when it is appreciated that the’use of altemative mechanisms -
for private ordering of the corporate affatrs either generate greater costs than therr '
benefits or are not sufficient to protect the tnvestment mterests .of the corporate :
participants.

In the widely-held corporation, ‘he s attered shareholders may lack the requ1s1te

mformation and 1nst1tu110nal mechamsms erther to- bargam over the terms of O

management's employment or to monrtor and control management s act1v1t1es The :'
‘markets"” for managers and for secuntres may not effectrvely 1mp1ement rnvestor
constraints on management Outsrde drrectors may be rnsufﬁcrently mdependent from

management to serve.as agents for shareholders in selectmg or controllmg management
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and too many factors, including information imperfections may affect the price of
shares for it to serve as mechanism for effective shareholder impact upon managerial
performance.

In the closely-held corporation, private contractual controlling mechanism may
be inadequate safeguards for sharcholders because of the inherent limitations of the
human mind to foresee future contingencies and make adequate provisions for them in
the contract. Secondly, even where the future may be predicted with reasonable
clarity, there exists an added risk of opportunistic amendment of the contractual
agreements by those in control. It therefore becomes necessary for corporate law to
evolve adequate mechanisms for safeguarding the interests of the shareholders and
other participants in the corporation. This protection is achieved by the existence of
some non-waivable mandatory remedies which enable shareholders and sometimes
other investors (notably creditors) to enforce a corporate right or remédy a wrong
suffered by them directly or indirectly.2%% ‘ »

Investor protection may therefore be regarded as an umbrella justiﬁcaﬁorr for
the existence of some mandatory statutory remedies. But other specific reasons ’a'nd
advantages of judicial supervision are subsumed under this pr‘incip‘al‘ justiﬂcatidn.“ ’

Some of these reasons include the following: - .~ SR e

1. High Transaction Costsof Drafting ~ =~ — v ’ _
The high costs of contracting may preclude - the participants in" the_intra- ’
corporate contract from writing contracts that completely define the dutiés of ‘corpbraté

managers. Identifying all possible contingerlcies as well as’appr(_)pri'a'te responsés is

209

breach of these duties constitutes a wrong to_the cornoration but shareholders may suffer a

enables sharcholders to recover indirectly for any such breach For amore detmled discussion.
- of the denvatrve hugatlon refer to Chapter Six. : e :

For example, dlrectors owe thelr f1duc1ary duties to the corporatlon and not shareholders Any} : e

dilution of their investment interests by the occurrence of such breach. .  Derivative ‘action ‘




107

highly impracticable because the direct costs of negotiating and drafting such contracts
would be prohibitive. More importantly, the attempts to define in advance what
managers should do in the light of certain contingencies may simply prove to be wrong
in the light of new information and expertise. Thus, the direct and indirect costs of
defining all possible future contingencies with attendant liabilities that might affect
manager's decision making as well as responses to these contingencies may make
defining adequate performance impossible.

Contractarians may reply that if high transaction costs deter the participants
from providing adequate safeguards and remedies in the contractual arrangement, then
the provisions of corporate statutes should be used as standard form contracts which
provide for those terms that the partics would have agreed on; in the absence of
transaction costs. In other words, that high transaction costs do not justify making the
statutory remedies mandatory because those- statutory. remedies could rnore adequately
be seen as off-the-shelf terms which the partres are t:apahle of contracting out of. ‘But -
this argument seems weak. If we accept the above argukment, the fear is“thatit might \
lead to a midstream opportunistic amendment of the Articles. or the"contractual :

documents with the possibility of remdving an otherwise adequate remedy provided for ‘

the shareholders.. Thus, the existence of some mandatory non-walvable remedres
remove the possibility that’ corporatrons take away those nghts and powers of the
shareholders which compel managementr.to.;behave well in the’ conduct of corporate

affairs.

mperfect Information ,
‘Lack' of adequate. -information by the shareholders constltutes another i
Justlficatlon why some of the statutory remedles should remam manoatory‘

Shareholders may, and - usually have 1mperfect understandmg of the terms in’ theg

corporate charter or- Artlcles of Assocratlon, of the nsks that 1t al ocates, ,‘
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differences between the charter terms that various corporations are offering or of the
likely impact that a differencein terms will have on managerial behaviour. The lack of
adequate information may lead to the result that participants waive or consent to the
waiving of otherwise protective remedies against management misbehaviour. The
minority shareholders might thus be locked up in the corporation without meems of
addressing conduct which appear harmful. It therefore stands to reason to assume that
minority shareholders rationally, would not assent to the effective confiscation of their
investments even when the parties have executed a sharcholder contract in a manner
that assigns the minority shareholders a minimal governance voice. What is lacking on
their part, is adequate information upon which to reach a deSirable contractual bargain:

The directors may understand that the shareholders (more especially, those in',the

minority) have not entered the venture knowmgly takmg the mvestment risk that they’

may have to suffer the deprivation of any meanmgful govemance input or share in

economic return because they- have submitted tothe exercise of an undrluted and

untempered power short of fraud, misappropriation or breach of fiduciary duty. e » ‘, : 1
Additionally, awareness shall extend to the fact that the brunt‘ of economically’ |

disappointing ventures or personallty mlsmatches or 1ncompat1ble expectatrons 1sk

ordinarily borne by the minority shareholders. K In closely-held corporatrons the

majority shareholders (and in the w1de1y-held corporatrons - the management team in -

addltron), are in control of the govemance levers and may conscnpt the mmontyi'
shareholders’ investment to the pursuit of their: expectatrons Mandatoryk statutory

remedies may therefore be essential to guard the interests of the minority'shareholders.‘ y o e

3 Imperfections of the Market Forces as Fffectlve Constramt
Contractarlans doubt the efﬁcacy of mandatory statutory rules and remedres t

correct percerved abuses within the corporatton. They argue that 1f any abuse i
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prevented or cured, it generates greater costs.210 The operation of statutory remedies
not'only give rise to direct cost-s_,- for example attorney's fees, the threat of applying
them may stifle innovation and risk taking incentives (on the part of the managers) that
may most efficiently, produce the goals and services that society desires.

The contractarians believe that market forces monitor management and prevent
abuses more effectively than can legislators or judges (through the statutory remedies).
Firstly, they argue that a competitive product market rewards efficient corporate
management with greater sales and profits, while high cost management would loose
profits long before corporate law fiduciary duties could operate. Secondly, the market
for corporate control operates as a check on inefficient or self-dealing managers. A
third market force which the contractarians assert, is superior to judicially or
legislatively imposed restraints is managements' reputational stake. To enhance career
mobility, it is argued that managers must cultivate - reputations for . efﬁciency. |
Inefficiency inherent in shirking and opportunism at the expense of the corporatton
imposes agency costs on managers' firms. In turn, this impugns the reputatron of those
firms' managers. According to contractarian philosophy, agency cost theory and the -
market for managers are significant regulators of behaviour within the corporate world. »
Making the corporate statutory rules and rerned_ies optional, the CQntractarians argue,
will give freer play to market forces wiich are 'better' regulators of conduct. -

However, the market forces suffer. from imperfections _ that make them

inadequate for the protection of the shareholders. In the first olace, market forces may -
be inadequate to deal with last period or one time divergencies ‘when- the agent -

rationally concludes that the benefits of the one time use of discretionv is worth“ ‘

whatever penalties  may be forthcoming in- the employment market for the agent s

services. Secondly, market forces generate great costs 1n thelr operatron Such costs 7
210 "

Anderson, "Conflict of Interest: Efﬁcnency, FatmeSs and Corporate Structure 5 (1978) 25
U.C.L.A. L. Rev. 738, 788-89. " - : v
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further reduce their efficacy as adequate safeguards against corporate management
misconduct. In addition, managerial self-dealing has to become quite significant before,
it would justify the high cost of the market based remedy of a hostlle takeover er
followed by installation of new management and might not be pollcred much at all in
the supposed market for managers. Much lower levels of self-dealing mlght be
remedied or deterred by statutory remedy; for instance, a derivative action for breach

of fiduciary duty.

4 The Benefits. of Legal and Tudicial Enforcement of the Statutory rovisions '
Corporate law provisions ‘which embody the statutory. remedies recogmze the
benefits of legal dispute resolution systems which has su;mﬁcant advantages over extra E
legal mechanisms in ameliorating the problems that g1ve nse ‘to mtra-corporate
disputes. ~ These advantages become evident when the partles have a genume
disagreement over the meaning of key termsm the agreement 7 udrcral knowledge of
the accumulated ' expenence of other, s1m11ar‘y srtuated contractmg partres who have" i ~'
grappled with analogous contmgencres adds to the’ advantages of legal enforcement of
corporate statutory remedres Even if the state has no. mterpretatrve advantage, rts
ability to authoritatively resolve dlsputes would be a l\ey factor in developmg a
cooperative equilibrium v. ithin the corporatron RS

Access to legal enforcement may provrde a cred1b1e threat of severe retallatron' ‘

should one party devrate s1gmﬁcantly from the cooperatrve pattern Scott211 argues L

that without such a "laroe strike capability", each .ontractmg party would be subject to- :
the other's defectron whenever the shadow of the future proved 1nsufﬁ01ent to preventf +

evasive behavrour

211, Scott, "Conflict and Cooperation in Long-’I‘er‘m‘ Contracts'f, (1987) ,7‘5 Colum. L.R. 2005, 2042 "
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The demand for a mechanism to maintain the fundamental structure of the
relationship between the management a  shareholders within the corporate represents
a classic public goods problem. Mandatory statutory remedies make up for the
minority shareholders' weaker position in the intra-corporate relationship by providing

them with means of judicial enforcement of their corporaterights.

II:  Conclusion:

I shall conclude the discussion on the desirability of optional statutory remedies
by evaluating the arguments raised on either side of the issue. This will enable me to -
determine whether the continuous mandatory nature of some statutory remedies is still |
justified. -

The use of corporate law statutory provisions to regulate' thc‘,shareholder‘-y '
manager relationship turns on the relative strength of markets and soeciﬁc private
ordering, as compared to law, in providing sufficient constraints on managers' freedorn
to use their position for selfish gain instead of for the benefit of alt r‘esidual owners. In.
this regard, the contractarian view whlch supports optmg out of: the mandatory
remedies stands in dlstmctlon to the more tradmonal coercromst or- regulatory view
which casts the role of law as prescribing and dehmltmg what shareholders and -
managers may do. The dif\ference'between»'t'he—two views i most_ 'pronoun_ced on the
subject of mandatory legal terms and remedies. k ps iy " -

Under the contractarian view, the law should Never overnde the preferences of :
the parties stated affirmatively in their contracts (absent fraud durcss or some other‘ E
common law defence)." Any standard form supphed by the Jaw shall be an optron that k
; partles can use if they want but Wthh they are free to contract around if they prefer J
To justify  their arguments the contractanans rely on certain’ basrc assump’nons ‘» '

whrch may be charactenzed as follow5' B
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1. Market forces alone are sufficient to enforce managerial diligence,

2. Legal remedies have high"error rates that could make management excessively
risk averse.

3 The costs of legal remedies, such as the derivative action arc unnecessarily high

in comparison with remedies that could be designed through private ordering,

4. Specifically, shareholders might prefer arbitration which is a substituted remedy
for derivative action to protect corporate pﬁvacy. Arbitration, it is argued, is a -
private proceeding without public or press access and has the adnantages of
lower cost, relative speed and expertise. In the same veir, shareholders might
prefec buy-out agreements to the appraisal remedy Which it is argued, suffers
from the problems of technical and procedural statutory impairments and the
cost of retaining a lawyer during the appraisal kproces's. E ‘
Notwithstanding the contractarian arguments‘,’f_the mandatory: nature of some of -

the statutory remedies has positive net values which may outweigh the costs lnvolved in

their application. The mere existence and'threat of-invoking theﬁ remedies may have the
effect of preventing majority shareholders and directors from engagmg in conduct that :

will not be wealth . maxrmlzmg to the shareholders For’ mstance, the corporate .

fiduciary duty provrdes an mdxspensable backdrop to corporate relatlonshrps, 1nclud1ng

protection against actions -permitted - by statute but nevertheless 1nequ1table ork
_overreachmg The breach of ﬁducrary duty s usually remedled by corporate actron

agamst the. defaultmg directors or by a denvatrve action in srtuatlons where those}m e

control neglect or refuse to initiate proceedmgs on behalf of the corporatlon TheV

derrvatrve action serves as a guarantec whxch ensures th "4 some degree of accountablhty‘
~ and control exists over the board of directors and semor ofﬁc1als erther dlrectly by‘”:

' allowmg Shareholders the right to brmg an actlon agamst drrectors of .mdlrectly by the

threat of such an action 1f dutres mxght be breached o
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Mandatory statutory remedies thus, may have deterrent effects on corporate
management, They are necess’arj'("?to attract investors to entrust money to the common
enterprise a corporation often represents. Without a non-waivable limit on the
director's ability to self-deal,?12 no sensible individual would invest in an incorporated
venture. ’
In addition, any contracting process that seeks to design a privatized substitute : -
for the statutory remedies would have to write an extremely detailed contract and would
have to develop and rely upon largely untested procedures. Such a process may
involve very high information costs for sharcholders and is subject to opportunistic
manipulation by managers at various stages. For each procedural stage that any private
contract must address, small differences in technical language could mean the‘
difference between an effective and an illusory remedy. It may not worth the market's’
time to monitor these differencesclosely in advance of a particular transaction or event
that gives them significance. Moreover, managernent may have little Jncentive to
subject itself to litigation in any form because of its ability to eXploit its de facto control
over the process of formulating amendments to the'corpornrion's Articles and by-laws.
In conclusion, it may be stated that the benefits of judicial supervision of |
corporate conduct outweighs its costs. The contmued presence of shareholder htrgatron'
suggests that judicial superv1510n does provide a net gain for corporate partrcrpants 213
It is therefore desirable 1o maintain the mandatory nature of sor_n_e of the:statutory

remedies that are available for minority shareholders.

212 : o
That is, to expropnateto themselves the shareholders conmbuuon to the venture i " T

213 However, little emp'ncal evidence exists to eonﬁrm or deny this, as research along such lmes is ™
Jjust begmnlng See Fischel & Bradley, "Thn Role of Liability Rulés and the Derivative Suit in” -
Corporate Law", (1986) 71 Comnell L.R. 261 (studied the effects of bringing derivative actions); + g
E. Weiss and L. White, "Of Econometrics and Indeterminacy: . A' Study. of Investors Reactions /. %7 o
to "Changes” in' Corporate Law", (1987):75.Cal..L.R. 551 (consldered the aggregate market |’

_effect of a number of significant Delaware derivative nctlon, ﬁducrary duty and cash—out merger‘
cases) See generally, Chefﬁns, supra, note 9 at 790.
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analysis of selected statutory ‘minority' ‘

sharéholder remedies will be undefiaken. , : .




Part Three -

CHAPTER SIX o
ECONOMIC ANALYSIS OF SELECTED STATUTORY MINORITY
'SHAREHOLDERS' REMEDIES

Introduction and Outline:

This chapter focuses on the economic analysis of selected statutory minority
shareholder remedies. The remedies which will be examined are: th¢ oppression i
remedy, derivative action, appraisal remedy and the winding'up remedy. Itdy primary>
purpose i to determine whether the presence of these remedtes can be explamed in
economic terms which have earher been surveyed in Chapter Three of thls work -
Central to this chapter is the examination of the costs and beneﬁts of .retammg these‘
statutory remedies. It will be canvassed that in some 1nstances the costs of applymg a -’
particular remedy may outwelgh the benefits.. This may necessrtate the apphcatron of |
alternative remedies supplied either by prrvate contractual mechamsms or by market, .
forces. In addition, I shall examine the relationship between these remedlesand the

corporate structure.

In my prev1ous dlSCUSSlOﬂ on the economrc analysw of the closely and w1dely- :

held corporatlons,214

it was observed that economic analysrs suggests that the
corporation is best viewed as essentlally founded on. pnvate contract among they"

participants -to the nexus of contracts and that the closely held and w1de1y~he1d : :

corporations adopt govemance and contractual momtormg mechamsms that sult thell'“,:, ‘

dlfferent economic - structures, - Shareholders in the closely-held corporatron usuallyf '

g adopt contractual nomtormg devrces such as the shareho]ders agreements as planmng

214 g Chupter,B supra.




true is the fact that the market forces acting alone wrll not adequately produce an‘f .

216

116

devices in dispute prevention and resolution. The widely-held corporationshave a wide
array of governance mechanismsthat align managers' interests more closely with those
of investors. For example, residual claims are freely traded and carry voting rights.
This facilitates efficient risk bearing, accumulation of large blocks of shares, and ’
transfers of coxitio 'while ensuring that management teams have incerntives to maximize
the value of the firm. Similarly, compensation agreements link changes in managers'
wealth to the performance of the firm, 215 In both corporations, while much emphasjg
is made on contractual devices and market forces less rehance is placed on corporate
law as a governance mechanism. 5

It was also observed that-these contractual devices and market forces working
alone cannot produce optimal govemance structures In the first place, because of |
inherent human limitations, it is 1mposs1b1e to’ foresee the future with reasonable clanty‘ '
and the corporate contract may not fully artrcu]ate all the terms in wntmg Secondly,

at some point, the cost of articulating the terms will even exceed the benerrtsr Equally

optimal solution to the agency problems in the corporate form of orgamzatlon Market

forces may be 1nadequate to deal with last penod or one-time drvergence when the :

agent concludes that the beneﬁts of the one: trme use or dlscretron rs worth whatever L

penaltres that may be forthcommg m the employment market for ‘the - agent 8

services, 216 L T TP TN

- v W

Because of these factors, some economrc analysts have recogmzed that corporate‘

law can play some ro]e in corporate govemance' albert a lrmrted one, These"

commentators assert that it is more appropnate to vrew corporate law as a standard_,‘

U5 See supra notes 159-170.

Supra, see Chapter 4.




form contract which provides for those terms that the parties would have bargained for
7 -

absent transaction costs.
Modern corporate statutes orovide for remedies which are available to the
shareholder whenever there is an allegation of corporate wrong either to himself or to

the corporation,1®

If one accepts the economic argument that corporate law is
standard form contract, it then implies that the corporate statutory remedies are equally
standard form contracts which provide for protection that the corporate participants
would have bargained for, absent transaction costs.

Furthermore, if one agrees that these remedies can be explained in economick
terms, another consideration comes to mind. The olosely and widely-held corporations
have different economic structures. This implies 'that the presence of these remedies

may have different economic effects depending on the nature of the corporation. o

This discussion shall be divided into four pats, reﬂectmg the four remedres.

Each part shall be divided 1nto four sections. In Section I a bnef: sumvmarykof the

remedy will be undertaken. Tlns wrll furnish a general‘ background to ‘my‘analysi‘s.
Section I1 offers an economic analysrs of the remedy The purpose as 1ndrcated o

above is to determine whether the presence of the remedy can be Justrﬁed in economlc 1 :

terms. - e ' E : A Sy

Section III' considers the intet; clationship of the remedy and :the keorp‘orate

fma Af anenratian fhan tha other because of the nature of bargam reached among the -

participants in each corporation. -

an See for example, Easterbrook & Flschel "Corpomte Control Transactions”, (1982) 91 Ysle L. J’ S

698; 702;. Fischel,” "The Corporate Govemanve Movement“ (1982) 38 Vand L Rev 1259
See also my dmcusston onCh. 5. :

» Through the oppressron remedy or the den ati\{e'action.

structure.. My observatron is.that some remedies are more suited to shareholders in one




Section IV offers a brief concluding remark depending on the preceding

analysis.

It remains to add that Chapter Six does not pretend to be an exhaustive analysis
of all the issues relating to the adequacy of the statutory minority shareholder remedies. o O
In fact, this chapter approaches the issue only from an economic perspective. The
discussion extends to the next chapter where I intend to present an examination of the
problems arising from the current form of the selected statutory remedies.

In selecting the above-mentioned remedies, T am not oblivious of the fact that a
minority shareholder has other alternatives both under corporate and secuyrities Iaws‘for )
the protection of his interest in the corporation. For instance, he ‘may apply to the
court for an order that an investigator be appointed to examine the conduct of _corporzrte
affairs. Similarly, the disclosure requirements of securities laws are provided for the'
protection of the uninformed investor vt'ho often turrrs out to bea minority shareholder.

The choice of these statutory remedies as my focus is however predicated on ttre
fact that they constitute the most handv and ‘readily available remedies for the‘
protection of the minority interests. Moreover, the corporate law reformwhich took -
nlace in' Canada in the late 10A0'c and the early 70's saw the 1ntroduct10n of these,‘
remedies as the most potent remedies in the mmonty shareholder ] arsenal It becomes r
necessarv. to examine the extent to which these remedies have gone in protectmg the

A. THE OPPRESSION RFMEDY

1. General Overview o" tne Remedy

For many years, British Columbra was the only Canadran _]unsdretron to provrde
219

ﬁahareholders with a general remedy agalnst oppressrve conduct 1n therr corporatlon

219 Companies Act, R:S.B.C. 1960, c.67,fs.1ss‘. o
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However, beginning with the Canada Business Corporations Act in 1975,220 the
remedy has gained a much broader acceptance. It has been adopted in Manitoba and

Saskatchewan, 22!

and otherjurisdictions as well.

Under these Corporations Acts, an oppression remedy is provided for any
member for even a single act or course of conduct of the directors or those in charge of
the corporation which oppresses him or unfairly prejudices or, in some statutes,?22
unfairly disregards his interests in the corporations. The parties whose interests: are
protected by the remedy include most of the groups directly ‘concern'ed in’ the
corporation; all the statutes permit complaints to be brought not only by shareholders
but by anyone else whom the court considers proper. This may include directors,
officers or potential creditors of the corporation. The Canada Business Co[porationg

Act specifically includes not only the security holders, directors and ofﬂcers, whether

present or former, but also any person who, in the discretion of the court is a proper
person. The British Columbia Company Act does not name any group other th‘an -
beneficial owners of shares and any other person who, in the discretion of the eor.lrt isa
proper person.

The circumstances complained of need not amount to a continuous couyrse‘ vof :
conduct but include iso]ated actions. In addrtlon, a shareholder can bmg an actron

under the remedy m respect of merely threatened or proposed acts of oppressmn.

220 Canada Business Corporations Act; S.C. 1974-75, C.33, $.234. e B B '

21 Business Corporations Act, S.M. 1976, C.40 (continuing Consolidation, C. (225), Business" .
Corporations Act, 8.S. 1977 C.10. Today, in British Columbia, the remedy is provrded under
Section 224, B.C.C.A. See, also S.241 C.B.C/A. for similar provrslon In Britain, it is ‘-
provided under Sections 459-461 of the British Compames Act 1985; Nrgena in Sections310-
313 of the Company and Allied Matters Decree 1990. ' In the United States, some states do.not -,
have any direct equivalent of the oppression remedy but Rule 10b -5 of the U.S. Securities and
Exchange Commission Act 1942 enables’ shareholders in some corporations | to obtam a remedy !
for conduct that would arise under the oppressron remedy in Canada ;

‘ C B C. C., S. 24l Also provrded under the Mdmloba and Saskatchewan Acts
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The current form of the remedy in all jurisdictions provides the court very wide
discretion to rectify the matters complained of. 223

Leave of the court is not required before the applicant can initiate proceedings
under the remedy, provided that he comes within the group of potential applicants. »

The remedy applies to a wide variety of situations in both the closely and
widely-held corporations. It could apply where the directors of a corporation unfairly
withhold dividends which are otherwise available for distribution in the form of:
proﬂts 224 Slmrlarly, a member can apply for relief under the remedy where thev v
directors allot shares ata trme when it would be ﬁnancrally 1mposs1b1e for hrm to take

up.the issue, with the sole purpose of effecting the drluaon of his 1nterests,225 »

1.  Economic Analysis and the Oppression Rernedv,

One of the main assumptions‘ of economie analySts is that absent trgnsaction
costs, minority shareholders would bargain for protection against opr)ressive eondnet
and unfairly prejudicial acts by. the majonty shareholders and those 1n control of the'
corporation. It stands to reason to assume that mmonty shareholders 1at10na11y, would -
not assent to the effective conﬁscatron ‘of therr 1nvestments as part of thelr mvolvement -
in the corporatlon On this basic premrse, the presence of the oppressron remedy in the, .,
corporate statute may be Justlﬁed It provides the.parttmpants (and more especrally the

minority shoreholders) with a term they would have articulated absent transactron costs. 7

The presence of the oppressron remedy calls. for judlClal supervrsron and‘

enforcement of corporate: rights,

2 B.c.c.A'.'Seccion 24(2); CB.CA. Section 210).
224 Re Fer;,uson and Imax Systems (1983) 43 O R (2d) 128

25 Brownmg v. c&c Plywood (196") 434 P 2. 339 /e OregOn)

This generates 1ts own costs. whrch rnclude the R
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financial expense involved in retaining a lawyer and the social side effects of
litigation.?26 Where these costs ‘are relatively high, a potential applicant may engage in
opportunistic conduct which involves the pursuit of selfish motives that run contrary to |
an ideal standard of behaviour necessary for maximizing the collective wealth of all
participants. In the context of the oppression remedy, the potential for opportuhistio
conduct is high because the applicant's cost-benefit incentives regarding litigation may .
differ from those of the corporation's while an- applicant can begin an application
without substantial inconvenience, the  litigation costs may be substantial -for: the o
corporation. The existence of such a cost differeutial may cause the'corporat'wuf to -
settle before trial probably for an amount that was hlgher than was justified by the
applicant's prospect of success in the case.  Knowledge of this poss1b111ty may give the
applicant an incentive to commence an apphcatlon 227 Apart from the nsk of strateglc
and opportunistic behaviour, other costs which may drrmmsh the effectlveness ofa

judicially supervised oppression remedy include; the organizational costs of‘ Judlcral'. '
s

supervision, and lack of judicial expertise in corporate matters. : ‘
Notwithstanding these costs, it is- assumed that - the beueﬁis of judicial

supervision outweighs the costs. This does vnot' however 'concludethe anaiysis in favour

of an open ended statutéry oppression remedy as ‘vCUrreutly contained;inﬁz t‘ne oorpor.ite ‘

‘statutes because an alternative would ha\e been to expressly provide for the types of ’ "1 ‘

conduct which would give rise to an action under—the remedy Pnor to the mtroducuon v

of the current form of oppression remedy in Canadran corpoxate law, mmonty .
shdreholders were protected by spec1ﬁc statutory provisions and by ﬁducxary duues :

Those responsrble for corporate law rcform however felt that the combmanon createdl'f. o i

226 See_ supra note 214 and subsequent paregrapus. o

' ‘227 Chefﬁns, supra, note 9 at 790.

22? See the dlscussxon in Chapter Five for detalls




substantial uncertainty and provided at best, erratic protection for minority

shareholders".2%? Emphasis was--shifted to the oppression remedy (amongst other
remedies) to aid minority sharcholders. In cases where the classification of the
instances which would give rise to oppressive conduct is impossible bocause of
unforeseen future contingencies, parties fo contracts will usually leave terms imprecise,
thereby instructing the dispute-resolver to construe the contract equitable. The
presence of an open-ended standard term suck as the oppression remedy can be justified
on this basis. :

The dispute resolver of intracorporate disputes ase the _Eourts. -Any economic’
justification for the presence of the oppressicn remedy is highly dependent .orr the -
ability of the court to correctly interpret the provisions in a manner that reflects the:
parties' bargain. This implies that écono_mic theory suggests that i applying the |
oppression remedy the court should focu on the confent of the agteemem between the
participants, both in relation to express clauses and what the agre..mem would have'
been, in the absence of transaction costs. . Particijants-in the cmj{mrm,ron‘would gam
more from the addition of the oppression zemedy o corporate law if the courls can
conveniently do this.

However, difficulties may arise where me TRAUAT Ut whicl: the court-is c*ﬁlcdr |
to interpret is not covered in the contractrxal sgrecmient, 1. praumbh dpp'oach t0 ihr,‘b_

problem would be to begin by determining the fgsues st the panm hcl\j .rgreed on but ,

had not included in the agreement because of imnsacum‘r cogts. uch 1 ernis wonld be et

treated in the same manner as an expressly provrded ter. Where the p»me\ had nol

agreed on the matter 1n question, the 1dea1 appro 2o wnu&d he fo consrder the ma ner in i,

terms of a hypothetical bargam Where such is the ca°€ e namre o( thc. corpr» Aion

i

: and the crrcumstances under whrch the applrcant hecame mwhrd in t'rle bu rmssﬂmrbht o e

L C‘héftf‘uis,:ibid.“. B
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provide some assistance. Provided the structure of the corporation is fully appreciated,
there should be little difficulty in determining whether or not " a given situation an
applicant has been subjected to oppressive conduct.  Althovsh the expectations of a
shareholdercannot be confined into a straightjacket, the two dominant characteristicsof
the interests of a shareholder in a corporation are the ability to monitor the affairs of
the corporation and the expectation of a return on his investment. When these have
been infringed without good business justifications, 23 this may constitute prima-facie

evidence of oppression.

IiI, Inter-relationship of the Oppression Remedy and the Corporate Structure
The closely and widely-held corporations manifest different economic
structures. This implies that the application of the oppression remedy may be more
suited to the shareholders of one corporation than the other. Indeed, some writers have
suggested that the remedy should not be available to the shareholders of widely-held

231

corporations. In the United States, the remedy is limited to corporations with a

specified number of shareholders, 232 No Canadian corporate statute contains such
limitation and there are case laws where relief have been granted under the remedy in

widely-held corporation~.Hewever, the Dickerson Committee suggested that the

230 -
This is in recognition of the fact that the withdrawal of dividend payment-perse is not evidence. - -
of oppression. Directors may decide to re-invest profits into the business instead of declaring -
dividends. Contrast: Devall v. Wainwright Gas Co. Ltd. (1932) 1 W.W.R.281 with Re: .
Ferguson & Imax Systems (1983) 150D.L.R. 3d 718.

231
See, for example, Buckley & Connelly. Supra note 101at 611-12,677-8of first edition.

22 gor example, the Minnesota and North Dakota legislation }-rmt the appllcanon of the remcdy to
corporatlons w1th less than 35 ohdf&"lOldCl‘S

233

For instance, see Sparling v. Javelin Int' l Ltd., (1986) RJQ 1073 (Que. SC), Palmer v. Carling -

O'Keefe L, (1989) 67 OR 161 (Ont. Div. Ct) Alexander v. Weslesl-Rosco Lid, (1973) n i

OR (2d) 211.
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remedy would be of most use in the closely-held corporations. Academic opinion is in
support of this view and there ar'gjudicial pronouncementto the same effect,234

To determine what economic analysts has to say about the oppression remedy
and the type of corporation, the identification of the interests of the shareholders and
the nature of the bargains reached in the closely and widely-held corporations is
necessary.

A closely-held corporation is usually formed or continued on the basis of a
personal relationship involving mutual confidence. There is usually an agreement or
understanding that all or some of the shareholders are to pai’ticipate m the conduct of
the business. Restrictionson the transfer of sharesis the rule rather than the exception.
The members often make relatively substantial capital contributionsto the corporation.
Shareholders in such corporations are a small close-knit group involved in the day to
day operation of the business and financially and personally committed to the
corporation.  These identifying features suggest that shareholder interests in such
corporationslie in four main areas:

1. in employment and participation, given their close involvement with the
corporation;

2. in the status quo, in order 10 protect the basis on which the business has been set
up;

3. .in the proper conduct of the corporation%saffairs, in"order-to ensure continued
goodwill among the parties and the prosperity of the business; -

4, in their financial position, given the commitment of their personal _i'esources to

the corporation.

4 Prentice, supra, note 101, 59-60, Hannigan, "Section 459 of the Companies Act 1985 - A Code
of Conduct for the Quasi-Partnership?”, (1988) Lloyds Mar. and Comm. Law Q 60, 62-64. See
supra, note 13 for judicial pronouncements. ) S e




n the other hand, the interests of shareholders in the widely-held corporation are quite

different and considerably more restricted.  There is usually no underlying personat
relationship and employment is rarely an issue. Generally, the relationship is a much
more commercial one, with shareholders interested in such matters as dividend yield,
capital appreciation and possible takeover bids and less concerned with the day to day
running of the corporation. 23’

Moreover, while there is generally a liquid market for shares in widely-held
corporations, it is often difficult to find a buyer for sharesin a closely-held corporation
especially when a minority interest is involved,23¢  One important effect of this is that
absence of liquid market negates the ideas of reliance on the stock market as a
monitoring device. The takeover mechanism which helps to align management
interests with that of the shareholders has no application to the closely-held corporation.
In the widely-held corporation, the market for corporate control creates great incentives
for management to maximize the welfare of the shareholders. Incumbent managers
acknowledge that they will be subjected to a control contest if they do not act in the
shareholders” interests. This knowledge induces them to behave appropriately.
Managers and those in control of the closely-held corporation have little reason to be
concerned about being displaced by outsiders regardless of the manner in which the
business is carried on. ;

Another important effect of the lack of merket for the*share_s of closely-held
corporations is that a minority shareholder does not have an effective exit option.- 4

Minority shareholders seeking to sell their shares will not be able to find bid‘de__r‘s'. .

= This does not imply that all the shareholders are not interested in the management of the
corporation. Indeed, institutional shareholders and other shareholders with large shareholdmgs
are as much concerned as shareholders in the closely-held corporation about management
matters. However, a large proportion of the sh archolders usually have' little. slakes and
thereforeno identifiable management interests.

236

See supra, note 111.
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Frequently, the only buyer is the majority who will have no incentive to purchase the
shares at a price greater than the ‘discounted value of the future stream of payments to
which the minority is otherwise entitled. In contrast, as long as there is a market for
the shares, a dissatisfied shareholder in a widely-held corporation can obtain the full
value of his shares by selling them on the stock exchange.

Given these factors, a minority shareholder in the closely-held corporation has a
greater incentive than his counterpart in the widely-held corporation to contract for
protection. Some of these protection are contained in the shareholder agreements. 23’
In the Same vein, buy-sell agreements provide exit option for them. However, these
agreements are not often fully articulated because the costs of contracting will at some
time exceed the benefits.

Under economic analysis, this is an ideal situation for the application of
oppression remedy since it will provide a remedy for conduct that breaches the
agreement that the participants would have reached, absent transaction costs. Also, in
the widely-held corporation, the bargain between shareholders and the corporation is
not fully committed to writing because of transaction costs. The likelihood of self-
interested opportunistic conduct continues to exist despite the market for corporate
control, the market for managerial talent and inte:I"nal and external monitoring:23® This
indicates that the oppression remedy should be as important for widely-held
corporations as for their closely-held counterparts- However, minimal role is assigned
to the remedy in the widely-held corporationsunder economic analysis. This attitude is :
predicated on two reasons. k o

The first reason is premised on ex ante compensation of shareholders. 'The

reasoning here is that shareholders in widely-held corporations will - have ,bgen"

237 See supra, note 119 for usual cor_ltenfs of the shareholders' agreements.

238

See supra, Chapter 3, Section III.
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compensated ex ante against the possibility of wealth reducing conduct by those in
control of the corporation. This ex-ante compensation is reflected in the price which
the sharcholders pay for the corporation's shares at the time of initial offering. Under
economic analysis, the efficient capital market hypothesis teaches us that the price of a
corporation's shares reflects all imporiant public information concerning the
corporation. On this level, shareholders would be taken to have consented to any self-
serving conduct by the managers, hence the payment of a low price for the
corporation’s shares. Any investor buying shares in a corporation with poor or
dishonest management should not complain about subsequent misconduct, as he was
compensated ex ante by lower shareprices.

The second reason is premised on diversification of investments, the purpose of

which is to reduce loss arising from unsystematic risk. 23

Modem investment portfolio
theory teaches individual and institutional investors to diversify their investments in
many corporations. While an investor may lose by virtue of some unsystematic risks,
he should gain from the superior performance of other corporations in his investment
portfolio. The method in which a particular corporation is run should therefore be of

little concern to the shareholders; what they lose from some corporations, they should

cain from others. - -

The combined effect of these two reasons is that the conduct of those in control
of the widely-held corporation will be of no concern to its shareholdess. This implies
that legal restraints on such conduct, such as the oppression remedy has little purpose in

widely-held corporations.

29 Unsystematic or company specific risks are those tled to & specnﬁc corporatlon. Systematic or"

market risks are those that cause the securities of all corporations to move in the same du'eutlon.
See MacIntosh supra, note 387, 210-211.
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Economic analysts however, accept that legal rules can be used in widely-held
corporations #e restrain one-time "divergencies by those in control of the corporation.

Such conduct is assumed to be wealth reducing,

v Conclusion

The oppression remedy accords significant protection for the interests of
minority shareholders. Tt would be possible for a shareholder to provide either in the
corporation's Articles or in a shareholders' agreement for adequate protection but the
possibility of such is hindered by transaction costs of drafting a lengthy contract,
coupled with the inability of the parties to sufficiently provide for all future
contingencies. The inclusion of a broad and open-ended oppression remedy therefore
fulfills the need for protection by providing for the minority shareholders what they
would have bargained for in the absence of transaction costs. In interpreting the
remedy, the court have a role to play in filling the void created by any corporate
contracts. In realization of this need, Hoffmann, J., noted in Re: Posteate & Denby
(Agencies) Ltd.24% that the oppression remedy enables the court to give full effect to
the terms and understanding upon which'the members- of the»cgrpomﬁon became
associated, but not to rewrite them. : ,‘ . ; |

Where this is the case, the nature and structure of the ﬁr[n‘should_ provide
guidance as to how internal disputes should be séttled. And, given the naturé of thé N
bargains reached by the shareholders in both the closely and Qidély—held cbfporations,
a strong argument can be made that the oppression remedy ought to be limited fo the

closely-held corporations.

240 (1087) B.C.L.C. 8, at 14.
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B. THEDERIVATIVEACTION
1. General Overview of the Remedv

Where a Corporation has been injured by some wrongdoing, a shareholder of the
corporation arguably also has been injured through the diminution in value of his or her
shares that is traceable to the corporateinjury. Responding to the problem, the courts,
followed by the legislatures, developed the derivative action whereby a shareholder was
permitted to bring an action to rectify a wrong coramitted against the corporation for

which management did not seek redress, often because they or one of their members

were the alleged wrongdoers. Under the derivative action, a shareholder brings an
action on behalf of the corporation.

Today, most jurisdictions contain detailed provisions for the derivativeaction in
their corporation statutes.?*! Under the British Columbia Company Act, a member2*2
or director of the company, subject to four grounds being established, may with the
leave of the court bring or defend an action in the name and on behalf of the company.
Such action may be brought to enforce any right, duty or obligation owed to the
company that could be enforced by the company itself or to obtain damages for any
breach of any such right, duty or obligations. The four qualificatioris are that:
6) he has made reasonable efforts to cau-s"e the directors of the company to

commence or diligently prosecute or defend.the action;

(i)  heisactingin good faith,

241
For example, B.C.C.A., $.225, C.B.C.A. §.239,

4
2 Under the C.B.C.A., the action is available to a complainant which is deﬁned in Section 238 as
meaning (a) a regxstered holder or beneficial owner and a former registered holder.or beneficisil
owner, of a security of a corporation or any of its affiliates; (b) a director or an officer or'a
former director or officer; (© the Director; or (d) any other person who in the discretion of a
courtisa proper person to make an appllcatlon i




(ify it 1s prima facie in the interests of the company that the action be brought or

defend; and

vy in the case of a member, that he was a member of the company at the time of

the transaction or other event giving rise to the cause of action. 243

Under the derivative action provisions in most corporate law jurisdictions, a
paramount role is given to the court. For instance, while such action is pending, the
court may give directions for the conduct of the action and order that the corporation
pay the interim costs of the persons controlling the conduct of the action.2* Similarly,
no action brought or defended under the section can be discontinued, settled or
dismissed without the approval of the conrt ?4*

The orders that the court could make are wide including an order authorizing
the complainant or any person to control the conduct of the action.

Where provision is made for a statutory derivative action, it is the usually

exclusive method by which a shareholder can vindicate corporate ri ghts. 246

II.  Economic analysis of the Derivative Action

A central concept in modem institutional economics is that of "agency costs"
which refers to the costs that shareholders rr;ust incur to hold their management
accountable. ~ Corporate law as applied to widely-held corporations, builds on the
assumption that share ownership is separate from omtrol. The sh:glms of most widely-

held corporations are widely dispersed and managers tend to owil relatively small

243
The C.B.C.A. does not contain this fourth qualification.

244 $.225)B.C.CA; 5240 CBCA.

245 $.225(6) B.C.C.A,; §.242(2) CB.C.A.

246 Seq Farnham v. Fingold (1973) 2 O.R. 132; 135 (C.A.).




percentages of the shares of corporations that they control. Given the separation of

management from ownership in widely-held corporations, the agency theory assumes
that the managers may sometimes find it possible and profitable to divert income or
assets from the corporation to themselves or engage in other forms of self-opportunistic
behaviour which is not wealth maximizing for the shareholders.

The separation of control from ownership thus demands a system of
accountability and monitoring to ensure that managers act in the interests of the
shareholders. Shareholders seek to limit these possibilities of self-seeking conduct by a
variety of private contractual control mechanisms which include internal and external
monitoring and incentive compensation. In addition, market forces which include the
market for corporate control act as constraints on corporate management. The stock
market also penalizes the manager to a limited degree by discounting the value of the
corporation’s stock if it believes repetition of the misconduct is likely.

However, none of these techniques is costless. The high costs of contracting
preclude writing contracts that completely define the duties of corporate managers.
Identifying all possible contingencies as well as appropriate responses is highly
impractical because the direct costs of negotiating and drafting such contracts would be
prohibitive. More importantly, attempts to define in advance what managers should do
in light of certain contingencies may simply pr.(;ve to be wrong~in light of new
information and expertise. Thus, the direct and indirect costs of defining all possible
future contingencies that might affect the manager’s decision malzing, as well as
responses to those contingencies, make defining adequate performance impossible.

In addition, internal and external monitoring is cost efficient only up to the |
point that additional expenditures spent on monitoring avert a greater discounted 10§S in

the future. Further expenditures on loss prevention would not be rational if ‘t.hekcést of.

detection or enforcement will exceed the additional loss prevented. Asa ;esult, there is '-_f_ . 5
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always a minimum level of exposure to losses caused by managerial misbehaviour that
rational shareholdersmust accept: This level is called the corporation's "agency cost".

No single corporation's agency costs can be specified with precision. The result
is tliat the stock market has imperfect information regarding the true agency cost of
each corporation. Potential shareholders would be unable to differentiate among
corporations in terms of the relative likelihood that their managements will misbehave
in the future. They will to a degree treat both good and bad corporationsalike. This
implies that even the shares of corporations whose managements have not misbehaved
will be discounted and some sharcholders may suffer to the extent that their
corporation's stock is excessively discounted because the average agency cost exceeds
the "true" agency cost applicable to their corporation.

Thus, an economicjustification for the presence of the derivative action is that it
reduces average agency costs. Because shareholder coordination is not necessary in the
case of the action, its availability economizes on costs that otherwise would be
necessarily incurred if shareholders were required to take collection action. For
example, the costs incurred when a plaintiff in a derivative action obtains an injunction
would likely be far less than those that shareholders would have to incur t¢ organize a
proxy fight. .

Similarly, in jurisdictions which allow the plaintiff's counsel to be compensated
only to- the extent that he is successful,247 the cost of wasted efforts is not directly
borne by shareholders. On this basis, the derivative action rep;resents an efficient
solution to the organizational problem that would otherwise arise were it necessary to
allocate the costs of opposing management proportionately among all shareholders,

Moreover, the law applicable to derivative actions gives the court the discretion

to make an order both while the action is pending and on a final disposition of the case,

" Most jurisdictions in the United States allow this practice.
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allowing the plaintiff's legal fees to be paid by the corporation.24® The piactical effect
of this rule is to create a mechanism that taxes the legal costs proportionately among all
shareholders thereby ensuring that no shareholder is able to "free ride" on the efforts of
another.

Another important use for derivative suits is to protect the market for corporate
control when confronied with a hostile tender offer, target corporation management
often resorts to various devices to thwart the bid, consequently denying shareholders a
profitable opportunity. Whether this conduct is in the best l}r}ng—term interest of the
corporation is debatable, but who bears the immediate cost and ‘who reaps the short-
term benefits is clear. The availability of shareholder deriv‘aﬁve giciion may curtail the
ability of target managers and target boards to defeat a tender offer by manipulating the
corporate machinery.  Although shareholders have, n’n the - ‘jélast, unsuccessfully
challenged the devices employed by target management“ ta block hostile tender
offers,2*? the courts have not been unresponsive to the plights of the shareholders. 25
ﬁﬁems of deterring opportunistic

2

behaviour by agents, particularly in the case of non-recurring "one shot" transactions

Derivative action represents a cost-effective

that the market cannot be expected to discipline effectively. In addition, a successful
derivative action has the potential of increasing the value of the corporatlon s equlty for
two reasons. First, in most derivative actions, money is in dispute, Presumably, if the
plaintiff succeeds, the money flows back into the corporation and be claimed by its

equity holders. Secondly, since the potential of a derivative action deté:s‘_fr,ianageriai B

248 5eeB.C.C.A. 5.225(4)(b) and ()0 CBCA. $.24000).

249 T ST
See, for example, Data Probe Acquisition Corp. v. Datatab Inc. (1983) 722 F.2d 1; Pantcr e
Marshall Field & Co. (1981) 454 US 1092 L

250

In Norlin Corp., 744 F.2d 264, the court held that once a prima facne showmg is made that
directors have a self-interest in a particular corporate ‘transaction, the burden rhifts to them to

demonstrate that the transaction is fair and serves the best mtermts of the coi'pomtlon and lts_ :

shareholders.
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malfeasance, a successful action improves the extent to which the corporation is run in
the interests of its shareholders. “A successful action puts the corporation's management
on notice that they are being monitored more closely and this monitoring aligns
man- zerial behaviour with shareholder interests.

However, the foregoing benefits do not suggest that the derivative action does
not generate its own costs. As with other liability rules, the derivative action has costs
associated with its use. The most significant of these costs is the risk of strategic and
opportunisticbehaviour by minority shareholders. Shareholderswith little investments
can bring derivative actions on behalf of the corporation. Because of his small stake in
the corporation, the applicant or his counsel may have little incentive to consider the
effect of the action on other shareholders, who ultimately bear the costs. Where the
action appears to be a positive net value project because of the possible recovery of
attorney's fees, an attorney may pursue it regardless of its effect on the value of the
corporation.

Another cost generated by the derivative action is the chilling effect it imposes
on sensible risk taking. Derivative actions discourage risk taking by managers. |
Managers have a tendency to avoid risk because they cannot diversify the value of their |
human capital. Shareholders, however, can better diversity risk because of their access
to capital markets. Therefore they want to create incentives for managers to accept all
positive net present value projects, even those that are risky. However, risky projects
can have poor outcomes; if managers are sued whenever decisid‘rifs{‘ghat were optimai
ex ante turn out poorly ex post, they will tend to avoid risky project‘s." This result may
not be wealth maximizing for the shareholders. | ot

The problem of error cost similarly discourages risk ta](ing by "rnanagers. o

Courts may have great difficulty in measuring "managér"s efforts or output. Becau"se,

most law suits follow poor outcomes, courts may tend to assume that such outcbhjcs T




are a product of bad actions. This results in the reinforcement of manager's tendency

to avoid risk, which may not be in the interest of most shareholders.

In addition, derivative suits may reduce net shareholder wealth. The litigation
costs imposed on the firm may well exceed the damages awarded even in successful
actions. Some derivative actions are based on public policy issues and if won, will
reduce shareholder wealth. For example, actions motivated by environmental concerns
or brought to halt the payment of bribes to foreign officials would, if successful,
undoubtedly decrease the wealth of the corporation's equity holders. However,
because most shareholders hold a portfolio of securities, the fact that the costs in an
individual derivative action may exceed the recovery to the corporation is not
necessarily adverse to their interests, if there is a generic benefit to their broader
interests as diversified sharcholders in the form of enhanced deterrence against unfair
self-dealing.

(n a balance, it may be asserted that shareholder litigation as represented by the
derivative action profoundly affect the conduct of corporate managers. Although 'he

system of corporate governance is not costless, its benefits are quite immense.

1If,  The Derivative Action and the Corporate Structure -

To enable one to determine what ecénognc analysis has to say about the
relationship of the derivative action and. the corporate structure, it will be qseful to
examine the nature of the interests and bargains reached by the shareholders in both the
closely ana widely-held corporations. This exercise has been undertaken earlier in
Section II (Part A) of this chapter, when the relationship between the opp:éSsiqn

remedy and the corporate structure was examined. Suffice it to say that while a :

closely-held “corporation is usually formed or continued on the basis of a personal ‘

relationship involving mutual conﬁdencé and understanding that all or some of the k

shareholders are -to panicipéte in the conduct of the business, the interests of S




shareholders in the widely-held corporation are quite different and considerably more
restricted.  In addition, while there {5 generally a liquid market for shares in widely-
held corporations, it is often difficult to find a buyer for shares in a closely-held
corporation, especially when a minority interest is involved.

In some circumstances. in closely-held corporations. the normal policy reasonf
for requiring a plaintiff to employ the form of the derivative action may not be pitaeat
or will be less weighty, even though the action alleges in substance a corporate injury-
A closely-held corporation is often treated as essentially an incorporated partnership
with each shareholder retaining the right to sue individually to-rectify wrongs to thé
corporation.>1 On the one hand, the likelihood of a disinterested baard is far smaller
in such corporations because the majority shareholders are likely also to be the
corporation's managers. Similarly, the concept of: a corporate injury that 1s distinct-
from an injury to the shareholders appfoaches the fictional in the case of a corporation‘ ;.
with only a handful of shareholders. In addition, the typical procedural rules applicable
to derivative actions often make little sense in the contexf ofa ‘dispnte between persons '
who are effectively incorporated partners. These rules yor’igina'ted in thé'Uniged States
and were essentially designed to protect m'dely-held’ cofporations' agéinst' sﬁike Suits
and frivolous actions by plaintiffs holding only a nominal- 1nterest in the corporahon.

Walmx_&tgmzsz the court found that the usual pohcy reasons that requm an’
action principally allegmg an -mjury to the coi‘poratlon to be- treated as a denvatxve‘“

action are not always apphcable to the r‘losely-held coxporat:on

Apart from policy considerations, - the presence of an open-ended oppreséion'

remedy constitutes another reason why the derivative action may be of httle concem © Fery

, mmonty shareholders ofa closely-held corporann Facts gwmg nse - 10 wrongs to the_‘_f

B For example, Donabiue v. Roc‘d Electrotype (1975) 367 Mass. 573 328N, ;. 2 sos

Sl (1956) nsF.24 235.




corporation, such as breaches of fiduciary duties owed by directors, can often be the

subject matter of an oppression remedy as well as a statutory derivative action.?? An
applicant seeking to bring a derivative action must satisfy a number of statutory
prerequisites and must obtain the leave of the court before proceeding. No such
prerequisites exist with the oppression remedy and leave is not required to bring an
application. Moreover, the remedies available are much broader under the oppression
remedy.

The above reasoning suggests that the derivative action may be a more ideal
remedy for the protection of minority shareholders in the widely-held corporation. The
widespread ownership structure and the separation phenomenon which exists in the
widely-held corporation makes the derivative action an effective system of policing the
board of directors. It ensures that some degree of accountability and control exists over
the board of directors and senior officials either directly by allowing shareholders the
right to bring an action against directors or officials if they have breached their duty or
indirectly by the threat of such an action if duties might be breached. |

However, some economic analysts do not go this far 24 They believe that the
derivative action is relatively unimportantin providing desirable management behaviour
and in reducing agency costs. They maintain that the denvatxve acnon fail for several
reasons. the threat to an otherwise valuable relat onshlp, the - chilling effect of

derivative actions on sensible-risk taking and the_existence of less costly alternatwe ‘

methods of assuring proper conduct. Contractual and market based governance -

mechanisms are believed to be more CffCCthC means of protectmg : mmouty &

shareholders,2%> For instance, the market for corporate control is believed to, provide
253

For example, Sparling v. Javelin Int'l Ltd. (1986) R.J.Q. 1073 Re: " Peterson and Kanatn Invs -
Ltd . (1975 60D.L.R. 3d 527.

See, for example, Fischel & Bradley, ""The Role of Liability Rules and thie Dcri{rati\ie "‘Suitv'_in
Corporate Law: A Theoretical and Empirical Analysis”, (1986) 71 Comell L. Rev. 6L

For a more detailed discussion of thése geve'mence hlechaqisms, see Cﬁapter 30 ;
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managers with an incentive to perform well and thus keep share prices high, as well as
a device for displacing management teams who perform poorly. Similarly, managerial
performance is subjected to internal and external monitoring. Such arrangements is
believed to reduce the probability of managerial misconduct. In addition, emphasis is
placed on executive compensation agreements which are often structured in a manner
that presumably solve most of the conflicts between managers and shareholders.
Product market competition may force managers to maximize the profits of the
corporation.

Furthermore, the availability of an exit option enables dissatisfied sharcholders
to liquidate their investments and re-invest same in other corporations which they
believe that are more efficiently managed. The existence of these alternative corporate
governance mechanisms implies that Hability rules such as {he derivative action has .
little purpose in widely-held corporations’f;. g

Economic analysts however, do not completely write off hhe utility of the k
derivative action in the widely-held corporations. They recognize that it p]ays some
role in deterring large one-shot frauds. If there were no such’ thing ‘as a_derivative
action, 28 managers could decide, at least in theory, to distribute all of _ their.
corporation's assets to themselves. They also repognize that the dé_;ivative 'acti(?n plays 7 "
a useful role in deterring other egregious derelictions by corpoi'ate managers.’ '
v Conclusihn : :

Derivative actions assist in maintaining the efficiency of an économic. 'svstsrh. :
The avallablhty of the recourse is essentlal if managemem's ﬁducxary obhgatlons to its
shareholders are to- constitute more than. a precatory body of law But it must be” )

recogmzed that the derivative action is neither the initial or pnmary protectlon for '

236 Ignoring here the role (_)f criminal le‘xw‘.k '
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minority sharcholders against managerial misconduct. A variety of contractual and

market forces also operate to hdld corporate fiduciaries accountable: internal and

external monitoring, compensation agreements; the disciplinary power of the market

and shareholder voting - all these mechanisms and the regulatory authority of

governmental agencies would constitute significant protections in the absence of private

litigation. Ewen if dissatisfied sharcholders had no other recourse than to sell their
shares, such action taken collectively, might also inhibit managerial overreaching, to

the extent it depressed the value of the corporation’s shares.

However, no single technique of accountability is likely to be optimal under all
circumstances. Each has its characteristis and limitations, Shareholders would be
better served by an overlapping system of protections when properly structured. The
derivative action could enhance the capabilities of these other remedies of -
accountability by
) ensuring a measure of judicial oversight,

@iy providing a remedy that does not depend upon the ability of widespread

shareholders to take coordinated action, and , g
(iii)  protecting the free functioning of the market for corporate Control by subjectin‘g

to a measure of judicial review improper actions intended to?r_event a,change in

control. ; | L
Moreover, derivative action may offer the only -effective remedy. rn those aituations"
where a control group has the ability to engage in self-dealing transactionsv with the -
corporation. k i F‘

The minority shareholders of close Ay- -held corporauons may have llttle need for
the protecticuft offered by the derivative action . In the: ﬁrst place, the oppressron :

‘ remedy covers most types of conduct whrch could be appropnate SUb_]CCt matters of ab’k‘ ‘
derivative " action. - Mrnonty shareholders mlght prefer seekmg relref under thef;"

'oppressmn remedy because of the broad remedles avaﬂable and absence of statutory‘
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pre-requisites for the initiation of proceedings. Secondly, most of the policy reasons
for requiring a plaintiff to employ the form of the derivative action may be lacking in
the case of a closely-held corporation. This line of reasoning suggests that the

derivative action may be more suited to shareholders of widely-held corporations.

C.  THE APPRAISALREMEDY
L General Overview of the Remedy

Of central concern to any minority shareholder would be the many and varied
changes which occur in the corporation. Certain changes not only change the structure
of the corporation and the nature of investment in it, they also radically alter an
individual shareholder's position. Legitimate business expectations may be frustrated,‘
the shareholder may be squeezed out, in that his personal interest in the corporation is
made less desirable by management or majority shareholder design, he rnay be';'loeked
in" by destruction of the market for the company's shares; he ruay be expropriated by
statutory procedure; he may suffer adverse income tax eensequences. ’ o

By the old rules of common law, corporations yywere viewed through the
jurisprudential prism of partnership. Unanimity was required vfer all fur’ldamental
corporate changes.?>’  Within the limits of bus{ness rishs, investment in corporate
enterprise was antecedently known and certainin.that the enterprise could n(‘)t‘che'nge
without the shareholder's approval. The unanimity rule vested in each shareholder a -
veto power over decisions to change the corporation fundamentallv But the necessrty’ .
; - for corporate flexibility in adapting the enterp'lse to changmg fortunes or busmess
| | conditions eclipsed that avenue of shareholder protectlon Such changlng envrronments

may demand an internal recasting of the caprtal structure of the enterpnse, perhaps
257

Lallm, "Mmonty and Drssentmg Shareholders nght in Fundamental Changes, (1958) 23 L & i B
Contemp Prob 307, 308, G
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including an alteration of the relative rights of outstanding securities, or the additian ar

even climination of a class of securities. Business conditions may also dictate a

rescaling of the enterprise either by corporate combination or by increase or reduction -

in the size or scope of the enterprisc:.?'58

Minority shareholders would want to protect themselves against being forced to

participate in ventures beyond their initial contemplation; that is, to continue to invest
in an enterprise that has altered its character in some material respect from the
investment initially contemplated.

Appraisal remedy represents the right of a shareholder to require the corporatiom

to purchase his shares at an appraised valueif the corporation takes ocertain triggering

actions from which he dissents.”>® The appraisal right tries to mitigate the risk of

hardship or injustice to minority shareholders. It works as a device to reconcile the

majority's need to adjust to changing economic conditions with the right of the

members of the minority to refuse to participate in ventures beyond their - initial

contemplation.  Such a right of appraisal is mtended to avoid the cammon law

difficulties of trying to restrict an abuse of power. detrimental to minority :xhareholders '

by the directors o rby majority shareholders where shareholcer approval is required.

Corporate law statutory provisions authonze a shareholder who dbsents from a

triggering transaction in the proper manner and time to demand that the corporatron s

purchases his shares at their fair value.26° The nght arises only m srtua'rons mvolvmg

major structural changes often described as fundamental corporate changes and whrle : o

the enterprrse is a going concem

MacIntosh "Shareholders Apprarsal Rrghts in Canada , supra, note 9.

oL s. Zregel Daniels; Johnston & Maclntosh, C&ses and Matenals in Parmershrps and Canadran
Business Corporatlons (2d 1989) 1143

: Sectron 231 B C C A Secllon 190 C. B C A
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If the sharcholder and the corporation cannot agree on the price, the statutes

the action to which exception is taken does not fall under one of the events triggering

é L make provision forjudicial appraisal of the shares to determine their prices.?! Where
!

the appraisal remedy, the shareholder can sometimes bring an action for relief from

oppression or a derivative claim.

II.  Economic Analysis of the Appraisal Remedv

The appraisal right may be seen as a trade-off for the loss of individual veto
rights which shareholders had when fundamental corporate' transactions required
unanimous approval. The exit option provided by appraisal rights supplements the
requirement of super majoritarian ratification through a special resolution.

But it cannot be assumed that the existence of an appraisal remedy will always
increase the value of investments. The exercise of the right of appraisal generates its

cost. Because dissenters have the right to demand that their shares be purchased by the

corporation, they have the right to withdraw capital from the corporation. This may
force the corporation to sell organization-specific assets at distress prices or incur
flotation and related costs to raise new capital.262 A relatively modest number of
shareholders claiming the appraisal remedy may constitute a severe econorn_ic,th‘rea't io’
the corporate enterprise. A sudden and largely unpredictable dfain'may Be‘in{poskedk
upon a corporation's cash position if some sharehalders gb the appraisal ’ro'ad; This

demand for a cash payout to the shareholders may come at a time when the énterprise is

in need of every liquid dollar it can put its hand on.

261

Section231(4) B.C.C.A.; Section 190(15) and (16) C.B.C.A.

262

Because of these costs, non-financial fi,mg dn not use redeemﬂble shares asa ﬁmmcmg device,
By contrast, financial organizations such as open-end mutual funds can issue redeernable claims. -
because financial assets (i.¢., publicly traded Securities) are not organization specific and canbe -
teaded with low transation costs: See E.F. Fama & M.C: Iensen, "Agency Problems a d’
Resxdual Claims", (1983) 26 J. Law&Econs 327 337-39. o ke
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Exiting the corporation through the exercise of an appraisal right might give rise
to a taxation event, the cost of which might have been avoided by remaining in the
corporation and accepting the fundamental corporate change. There is an added
problem generated by reinvestment and brokerage costsin situations where the minority
shareholder, after exercising his right of appraisal in one corporation, seeks to reinvest
in another. The appraisal procedureis highly technical with several distinct steps to be
completed in limited time periods. A little slip may extinguish the exercise of the
right. Moreover, the appraisal process itself is costly. Corporations must devote
corisiderable time and hire lawyers and other experts. The same applies to the minority
shareholderwhe may not be able to afford the financial costs of retaining a lawyer. To
make matters worse, some of these costs may not be recovered in the appraisal
proceeding. The uncertainty created by the possibility that dissenters will be over-
compensated represents a further cost. Lack of precise valuation methods adds to the
possibility of over-compensation. Any method of valuation may be highly inexact;
different appraisers will reach radically different conclusions regarding the value of the
firm and a particular shareholder's proportionate interest. Uncertainty is a cost to risk-
averse sharcholders and it makes the appraisal procedure less attraetive. Shareholders’ :

are the losers if these costs deter value-mcreasmg transactlons e

The foregoing costs do not imply that the appraisal nght does not have its
benefits. . Its chief benefit liesin the fact that it is a mechanism aqhﬁrablyst_xited to -

reconcile the need to give the majority members of a normally perpetual organizatidh >

the right Io make drastic changes in the enterprise. To meet new conditions as they L

cavise - with the need in such organization to prvvent the minority " from bemg"

involuntarily dragged along into a drastically changed enterprise in ‘which 1t has ‘nol‘::

"confidence. " The potential value of the appramsal right lies i in holdmg a put ophon that';"j‘_ .

arises on the happening of spec1ﬁed mggenng events. The . put optlon enables hef

mmorlty shareholder who would not otherwzse be able to do so, to cash out of lhe




enterprisei(in the case of a closely-held corporation) or to cash out at a better price than

the current market price (in the case of a widely-held corporation) and (in both cases)
to avoid the effects of the fundamental change. This has the prospective effect of
protecting shareholdersagainst certain zivks.

Ex ante, it may not be clear to a shareholder if he will be in the majority or
minority with respect to an intended fundamental corporate change. Where he is in the
majority, he will bear part of the cost of an exercise of the appraisal right by the
majority. Thus, from a prospective viewpoint, it is not clear whether an appraisal right
will represent a benefit or burden. Nevertheless, by reducing the probability of
unprofitable fundamental corporate changes, the appraisal right represents a value to all
shareholders.

In a situation where an opportunistic fundamental corporate change may have
the potential effect of reducing enterprise value, the availability of an appraisal right :
may serve as 2 backstop if the requirement to secure voting approval of fundamental
changes fails. And where the existence of a controlling sharcholder, managemen; .
control of the proxy machihéry or shareholder apathy makes it pessihie ‘icflsecurey the |
approval of a value decreasing fundamental ‘change, a widespréad exefcige ef &e
appraisal right may abort the change. On the other hand, 'the existeh_ce of an-'ap_praisal_
right will not prevent value-generating transactions, It-is possible that wideépread |
exercise-of appraisal right may in some casee"occur with res'peet 0 valhe-gehe;etingv i
changes, especially 'where shareholders are unable io share'the ‘_inSide ih‘format‘iOn .
processed by managers. But in such cases, the managers have an‘ihcehtive eo reveal
the information to shareholders insofar as such a course of actlon w111 not harm the T
corporation sbusmess and competltlve interests. : |

From a moré general perspecnve, the appraxsal nght 1urthers the 1deals of 3

fairness in the modem corporate enterpnse.A It prevents a shareholder from bemg :
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forced into a change he thinks ill-considered or unfair.28® It attunes management
sensibilities to shareholder interdsts as opposed to those of insiders. Voting
requirements and an oppression provision further this end too, but absent an appraisal
right, power in the modem corporation may be unduly concentrated in the majority.
Appraisal creates an additional consideration which the insiders must take into account.
It is more than a shield of protection; it is often used as a weapon to gain real
advantage for the minority. Without this weapon, fiere is a deep void in the power
relations within the corporation.264

Whether the benefits of appraisal outweigh the costs is an empirical question for
which there is no obvious answer. The retention of appraisal remedies in most
corporate statutes creates a presumption, however, that appraisal produces net benefits.
But the strength of this presumption should not t)e exaggertited Uhdei' economic
analysis, the appraisal remedy is viewed as an implied as opposed to an_ express
contractual term. The costs of writing and enforcing protectlve covenants in ‘bond
contracts, for example, are deliberately incurred by the parties to the agreement.‘ Iti is
unlikely that the parties would incur this expensé unless theré were net béneﬁts. With
the appraisal remedy, the partiesk do Ii(it‘ directly .incur theivt costs of writing and
negotiating contracts but instead adopt the standgitd tetm':’;‘et by cgrporate -statutes.

Thus only a weak inference can bé drawn - about the desirability of appraisalbjy

remedies.2%%  However, ttie presence of. appiaisal remedies 'is evxdence that they

%3 Appraisal involves "[a] delicate balancing of the interests of majority and mmonty owners . R
for the majority owners should not be chained to what they believe to” be unsound busm\‘ss
judgment; yet, neither should the minority owners be bound to remain shar¢holderswhen they -~ -~
have similar misgivings.", Voeller v. Neilston &Warehouse Co. (1941) 311 U S. 531 at 5356,
Seealso Chicago CoT. v. Munds (1934) 20 Del. Ch. 142

264

, "De FactoMergers in Delaware: Hariton v, Arco Electronics Inc.’ (1963) 49 Va. L. Rev
1261nt 1293.

265 .. The mference would be stronger if firms could contract out of an appraisal remedy provxded by’ O

corporate law. In this event, appraisal would be 2 standard form contractual provmon that the "
pames could alter by agreement.
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produce net benefits. Recentjudicial decisions have also emphasised the importance of

the appraisal rame:3, ?*

1. Appraisal Remedy and the Corporate Structure

Generally speaking, shareholders in widely-held corporations will not be $;éry
concerned with fimdamental corporate changes that do not decrease the market value of
their shares. In contrast, shareholders in closely-held corporations may have good -
reason to be concerned even if there is no adverse effects on the value of th‘eir, shares.
While the appraisal rights may be of little valué in the forme.r case, in the latter cése‘it
may be of great value. Two reasons exist for this proposition: _ the modern capital
theory which includes the investment portfolio diversiﬁcation theory and the s

availability or non-availability of a market-exit option.

The Modern Capital Theoryr and the Investment Portfolio Diversification .Th‘eory i
Modern capital theory?S” indicates when shareholders are likely to be concerned
with fundamental - corporate ‘changes that do ot adversely affect sharek‘val_ues.v
Economists divide the risks facing shareholdors into two types; . namely unsy‘stema‘tic"v
and systematic risks. This division indicates that some risks are peculiar- to a given

corporatlon while others are reﬂectrve of: general economic’ condluons and trends

affectmg the market as a whole. Pecuhar nsks are unsystematlc wmle the latter is -

systematic.

Investment portfolio diversification theory teaches ‘shareholders to ’divérsrfy* ’

unsystematic risks b y holding a portfolio of shares in many corp‘orations.ﬁ The effec; of i

For example, see Re Domglas Inc (1980) 13 B. L R 135 Wemberger V. UOP Inc (1983) 457 Y
" A.2d 701,

266

R. Brealey &S. Meyers, Pnncxples of Corporate Fmance (New York McGraw-Hlll Inc

267
‘ : 1981).
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a fluctuation in the price of any single share in the portfolio arising from unsystemaﬁ‘é
influences will, on the average, be offset by contrary movements in the prices of oth®F.
shares in the portfolio.26%  Sharcholders who diversify their investments will BE
substantially less unconcerned with changes in unsystemati sk of the corporation than
those who cannot do so. : | |

Systematic risk is not diversifiable because the Sares of all corporations will
tend to be affected in the same directionby general economic conditions.

The value of the appraisal right against fundamental corporate changes will thus.
depend on the ability of shareholders to diversify their invéstments and also ‘on the
ability to sell their shares in the market in response to changes in risk that do not suit
their risk preferences. The widely-held and closely-hetd corporations will be

considered.

The Widely-Held Corporations
Economic analysts argue that the appraisal remedy is likely. to oe of littlé_ value
in protecting the shareholders. Because of the availability of a licjuidj market, a
dissenting shareholder may simply sell his shares in the market without Tnss r‘»f'ym'nimt .
and purchase a more sattsfactory mvestmenL But the quoted pnce may not reﬂect the
fair value of the shares. Where a coxporatlon s shares are thmly tmded (as in most ks “ o

Canadian corporatlons) there is a nsk of short-run ﬂuctuattons in the market pnce of

the shares away from an equilibrium value Arguably, the mmortty sha:eholder mtght‘f
wish to be protected against this risk by bemg assured a reliable and fair ex1t opttou as
represented by the appraisal right. However, gtven the relatwe costs of the appratsalf‘

option as opposed to a mafketvalue, tt will be inconceivable that the rtght wouIdﬂ be a' o

,":268 ‘Maclntosh, supra, note 9 a1l
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valued protection for minority shareholders against changes that do not affect the share
value;

In Canada, the Ontario Business Corporations Act?®? formerly restricted the
appraisal remedy to closely-held corporations. This was based on the recommendation
of the report of the Committee on Mergers, Amalgamations and Certain Related
Matters, 270 which advised that the determining factor on which an appraisal remedy, if
it should be granted at all, should rest in the presence of absence of a market.
According to the Committee, in the case of the widely-held corporation, the remedy
would not appear to be any more effective than if the shareholder were to sell his stock
in the face of a triggering transaction and certainly not persuasive enough' to
compensate for the cash drain which may be caused a corporation, to the oossible
detriment of the corporation, its creditors and the majority. or the ‘possibility that a
transaction might have to be called off, because of the casn drain-in meeting appraisal
rights. The Committee seemed to have agreed with the conclusion reached by Bayless |
Manning?’! that "appraisal should be considered an conomic substitute for the stock
exchange and its use should be limited to situations at which the-exchange; o some v
kind of a reasonable market is not available". ‘ |

However, the current form of the Ontario Busmess Corporatlons Act and indecd

other corporate statutes in Canada do not limit the exercise of the nght to closely—held R

corporations. There are somegood reasons why | the market exrt optron may not be an’

adequate protection for the shareholders. First, large shareholders who are forced to .

sell quickly to escape the fundamental corporate change may reahze an mfenor pnce in

the market because of the hurried llqurdatron of “the ‘large ‘block. Second all

269 Section 100

270

Ontario Select Committee on Company Law (1973) 52

2 Manmng, "The Shareho]der s Apprarsal Remedy An Essay for Frank Coker (1962) 72 Yul

LJ. 223
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shareholders, whether large or small, may only be able to realize a price that already
reflects the market’s anticipation of-the effect of the fundamental change™  The
possibility of a demoralized market in which fair prices are not available and in which
many corporations publicly offer to buy their own shares because the market grossly
undervalues ther suggests that access to market value is not a reasonable alternative for

a dissenting minority shareholder.

Finally, any restriction in the exercise of appraisal rights based on. the.

availability of stock market may be inconsistent with the purpose of appraisal -

establishing a reservation price for all or part of the corporation in situations where. '

coordinationor conflict of interest problems might otherwise lead to inferior outcomes.

The Closely-Held Corporations .

Shareholdersin closely-held corioorations for which there exists no liqui(t mar]_(et
for their shares tend to have different response to shifts in"enterprise nsk tha‘n‘theirf
counterparts in widely-held corporatiens. They -are often vsubkstanti‘ally underdiversiﬁed, ‘
since a large part of their wealth (including their‘employment) is tred .up-in -the

corporation.  In most such enterprises,  there is no reliable market e)tit option.

Although members often attempt to reduce the adverse eftects of the ahsence of the :

market exit option by pnvate contractual arrangements such as the buy-sell agreements,} S : o

such arrangements have limited effects. B Shares of: closely-he]d corporatrons w111 B

generally be difficult to sell and may be subject to strict restrrctrons on alrenabrhty, S

reflecting the quasi-partnership status of many small mcorporated busmesses. On this ::

basis, the exit option provided by the appralsal nght reﬂects an 1mportant protectron for""j,k :

.- the mmorrty shareholder against’ the dangers of shifts in the nsk of the en.erpnse. B

272 M.A. Eisenberg, "The étmeture of ‘the Co‘rpdriitio:n", (Bostont Little, Brown& Co., @7_6) 79-
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Similarly, opportunistic fundamental corporate changes designed to
accommodate the risk preferences of managers or majority shareholders are likely to
occur. Managers of closely-held corporations are often underdiversified, given that
both their private wealth and employment are tied up in the enterprise, thus increasing
the chances of opportunism. If protection is desired against unwise or opportunistic -
fundamental changes that the majority have approved, the appraisal procedure is likely

to be (aside from private ordering arrangements to effect the same result) the only exit

option available.
IV Conclusion

The  exercise . of appraisal right oenerates many costs. for the minority

shareholders. The procedure is techmcal long and expenswe ‘The amount of the
award is often unpredictable and may be taxable whereas the transaction drssented from '/ 
may have produced tax’ free benefits to .the . mtnonty shareholder "These costs
notwithstanding, the exernse of the nght is desirable in connection w1th transactlons of - |
the utmost gravity in whrch self-interest and lack of mvestment skills may senously
obscure management s'vision.

‘ While the ngnt presumably may not be of substantlal concem to the m1nor1ty\

shareholder. of a w1dely-held corporatron because of the avallabrhty of a market extt

optlon,, there are’ good Justlﬁcatlons why it 1s still desrrable that the nght be made'
applicable to those eorporatxons._ ThlS hne of reasomng stems from the 1nadequacy of -

the stock market sometimes to accurately reﬂect the value of the mmonty shareholder 5 s

shares.

The absence of a market ex1t optxon 1ncreases the value of the remedy :

‘ minority shareholder of a closely-held corporatlon who s often substantlally‘

underdlvers1ﬁed Moreover, events compelhng a mmonty shareholder to desrre to bail
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out of the enterprise in response to an anticipated diminution_in value are likely to arise

with some frequency in the closely-held corporation.

D.  JUST AND EQUITABLE WINDING UP
I Nature of Winding Up Remedy

Corporate statutes provide for liquidation and winding-up to take place either
voluntarily by shareholders' resolution or mvoluntarrly by court order.273 »

In the context of shareholder remedies, the dissolution order is the most drastrc

form of shareholder relref A drssolutron order usually consists of an order drssolvrng

the corporation, sale of 1ts assets and dlstnbutron of the proceeds to rnves*ors Most of’ o .

the corporate statutes provide for a shareholder application to the court for such an
order on the grounds that it is “just and equrtable" to do so. 274

The circumstances in which the court will find it "_]ust and equltable" to order a.
- winding-up have defied any precise categorrzatron The courts have made it clear that v
there are no ﬁxed outside hmlts to the rule but rather that each case must be decrded on
its own facts. Thus, the courts, over the years have expanded the rule into new areas |
as fresh circumstances and srtuatlons have ansen and as the courts reformu)ann of -

‘standards of mtra-corporate conduct have developed In one of the leadmg cases where

this Temedy was apphed 275 the role of the court was characterrzed as that of a court of L

equity not bound by any classifications of wrongful behavrour and able to order a*‘ "

winding-up whenever it appeared "equrtable" to do so

See generally, Sections 291-320 B.C. CA; ‘ ..Sectio‘ns ‘207-228"C.jB.‘C.A.;‘_ Section’ 408

‘C A, M D. (Nigeria).
$.295(3)(a) B.C. C. A S. 214(1)(b)(rr) C B C As; S 408(e) C. A M D (Nrgena)

. Ebrahrml v. Westboume Galleries Ltd (1972) 2 All E.R. 492
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However, the remedy is a drastic one and is usually only addressed to a serious
condition affecting the proper cdnduct or management of the corporation’s affairs.
Although there are no fixed definitions of what circumstances will constitute sufficient
grounds under the “just and equitable™ rule, three principal categories have emerged
from judicial decisions over the years as circumstances in which a court may readily - v
grant an order under the just and equitable grounds. These categoriesinclude:

(@  justifiable lack of confidence in the directorsand management
()  deadlock
()  the partnership analogy. :

But as stated earlier, the facts rendering it just and equitable that a corporationk
should be wound up cannot be resolved into precise categories. . Cases on the suhject ,
usually illustrate the diversity of the circumstances calling for the eXercise of ‘the :
court's discretion in winding-up a corporatxon because it is ]ust and equrtable to do so.‘
In general, the words "just and equltable" a:e words of the wrdest srgmﬁcance and do
not limit the jurisdiction of the court to any case.- It isa questron of fact and each case

must depend upon its own circumstances.

1.  Winding Up and the Corporate Stmcture
(@ The Closely-Held Corgoratlon : , =
Generally speakmg, the theory of uundmg—up on the _)USt and equrtable

ground is more suited to shareholders of closely-held corporatrons However .

no Canadian corporate statute has hmrted its apphcatlon to such corporatlon ‘

The closely-held corporatron has certam basrc features Wthh makes the remedy.

more sulted for protectlon of mmorrty mterests 23 1s usually formed or
ontmued on thc basis of a personal relatlonshrp 1nvolv1ng mutual conﬁdence.

» There s usually an agreement or underlymg assumptron that all or some‘of the ‘

v shareholders are to pamcrpate m the conduct of the busmess. Members often




153

make relatively substantial capital contributions to the corporation: shareholders
in such corporations are-a small close-knit group involved in the day to day
operation of the business and financially committed to the corporation.
Restriction on alienability of shares is also a dominant feature of such
corporations. Because members also manage the corporation, distribution of
profits is usually by way of salaries instead of dividends. These features suggest
that most closely-held corporations are incorporated partnerships in which the '
shareholders have some expectations based on therr personal and ﬁnancral
involvement in the conduct of corporate affalrs.

While these reasonable - expectations vary from case to case, the
following are some of the usable reasonable expectations of ‘minority ‘
shareholders: | | » - |
()  the expectation of dividends or other distribution of earnings if there 'ar:e’

sufficient earnings to otherwise provide for the reasonable needs of the

corporation, |
(i)  theexpectation of the right to participate in management ‘
(i) the expectatron that  the maJonty would agree to 2 reasonable share_ ‘

valuatron as requrred bya share transfer agreement or, law

‘

(iv) the general expectatron that all shareholders will receive beneﬁts that o

bear a pro rata relatlonshrp to their, ownershlp interests. ‘

Mrnorrty shareholders often enter 1nto contractual agreements to protect g
these expectatrons ‘ For 1nstance buy-sell agreements enable a mmonty k
shareholder to liquidate his 1nvestment whenever he desires to do so. However,‘ !
transaction costs might prevent partres from enterrng into apprarsal contractual

agreements Srmrlarly, 1nherent human lrmrtatrons often prevent partles from b

takmg care of unforeseen future contrngencres The result 1s that contractual b

‘ greements often do not fully amculate the partles bargams. o
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In situations where the minority sharcholder's reasonable expectations
“have been breached orare not adequately protected under the corporate
constitution, he may resort to the corporate law remedy or the other.
However, the majority sharcholders might well be acting within their legal

rights and in doing so, treat the minority unfairly. The presence of the winding-

up remedy in closely-held corporations seems to be premised on the fact that; it
covers some of those situations in which a minority shareholder is entitled to
expect a certain standard of conduct from his corporate partners and such
expectations has been frustrated. | ' ‘ v

The remedy is based on equitable considerations and it enables the court
to subject the exercrse of legal rights to equitable considerations that are of a
personal character arising between one individual and another Which vmay make
it unjust or unequrtable to insist on legal nghts or to exercrse them in a’v
particular way. The most srgmﬁcant beneﬁt of the remedy is that in manyi’ :
dissension cases in the closely-held corporation, fulﬁllmg reasonable
expeclatlons of shareholders by apphcatmn of remedies short of wmdmg-up may_‘ .
not be practical because of contlnumg animosity or 1rrespons1ble damage done
to a relationship. - Erther the admrmstratrve cost assocrated wrth resolvmg these’ ;

problems are proh1b1t1ve or the courts may lack the ability to construct orders '

that will result in profltable ope:r,atl.on “In_these cases; 'sevesing the rel.atronsh‘rp

between the shareholders may be the only viable alternative,

However, the remedy has its' own limitations. First : az minority' L

shareholder who invests in a closely-held corporation often expects a vorce 1n =

‘ kmanagement and a steady source of i income from the mvestment Although'

) "wrndmg-up of the corporatron may enable the shareholder to generate 1ncome by :

remvestmg the proceeds of the quuldatron it does not enable hrm, to' reah

,expectatrons of contmumg employment or partrc1pat10n 1n managemen
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Second, the proceeds from dissolution might not in any way, reflect the damage
already allegedly inflicted'upon the minority shareholder's investment. The
proceeds could also be small compared to the earnings potential of the business
especially where the only buyers for the shares are the alleged oppressors. In
addition, the minority shareholders would in most cases incur legal expenses in - .
retaining a lawyer. Moreover, the disruption of the business associated with a

winding-up order may on a general level, harm the public. The harm may arise

from displaced employees, suppliers, and frequently, customers.

Notwithstanding these limitations, the remedy might be an appropriate
relief to a minority shareholder, whose wealth and lifetime savings are
substantially tied to the corporate venture. ‘It would be unfair merely to give an
order compelling the majority or the eorporation to b_uy‘ the' shares of the -
minority " in- situations where the latter rea‘so“nably ‘expec‘ts continuous

participation in' the corporation with a voice in mahagement. .. The degree of

discussion might be such that any other remedy (such as the oppression remedy)
would be insufficient especialiy where the corporate low have tﬁmed into

antipathy and distrust.

()  Widelw-held Corporations ; ,
Winding-up on the just and equitable gréind_may not be an apprOpriate_rernedy

for the protection of the minority sharehoider»in the widely—'lheld corporatidn. Often, '

there is no underlying personal relationship amongst the shareholders. Grven the fact

that the interests and expectatlons of shareholders in wrdely-held corporatlons are
usually more restricted than in the closely -held corporanon wmdmg-up may not serve' .
any purpose to a mmonty shareholder ofa wrdely—held corporatlon. s :

The presence of an effechve market exit optlon makes wmdmg—up a less useful- ,

‘protectlony, in -such corporatlons. - Absentf personal comhhtments in the »corporate :
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venture, a minority shareholder would prefer to liquidate his investment by selling his
shares in the market whenever the management manifests any value decreasing conduct
than going through a winding-up application and incurring the legal and time costs
involved in such application. ‘

Moreover, sharcholders in widely-held corporations usually diversify thei.r.
investment portfolio. The effect is to reduce unsystematic risks arising from the poor
management of a particular corporation. A minority shareholder having a portfolio of
investments would be substantially unconcerned about the manner in which a particular
corporation's affairs are conducted. And whenever he feels that it is no longer 1
profitable investing in such corporation, the presence of a liquid market enables him toy
exit the corporation at a less costly term

However, as stated above, no Canadian corporate statu/te has expressly limited -
the application of the remedy to closely-held corporatlons only In fact, there is a
Canadian reported case where a wrdely—held corporatron was wound up on the Just and
equitable ground. The case is Re R.J. Jowsey Mining_Co. Ltd.%’® 'Here one Smith
gained control of Jowsey Mining through’ n highly complex'series of manoeuVres,
including appropriation of funds w1thout the directors’ knowledge or consent from
another widely-held corporatlon that he controlled Jowsey Mmmg 8- sole productlve
asset was shares of Denison Mines Ltd An applrcanon for w1nd1ng-up of. Jowsey ‘k ‘
Mining-was made by a minority sharehplder, the_son of Jowsey Mmmg s founder, on
the eve of ‘a sale proposed to be made by Smrth of a substantial pomon of Jowsey:v w

Mining's Denison shares. The trial court ordered drssolutron and the Court of Appeal"'

affirmed. Laskin J.A. concluded that there was a substantral danger of drss1pat10n of i

Jowsey Mmmg s liquid assets if a winding-up. were not ordered The leamed Judge

: noted Smifh's fast and loose history of dealmg ‘with w1de1y-held compames controlled

276 (1969)2 o.n. 549,6 D.L.R. >(3d) 7 (cQA;)'Aff*d (19760 soR. oy
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by him and noted also that Jowsey Mining was not in need, of cash and that Smith had
no plans for the investment of the Denison share pro’ceeds on behalf of Jowsey Mining.
In deciding that it would not be appropriate o make a supervisory order for the ’conduct
of Jowsey Mining's affairs, as opposed 1o a- winding-up order, Laskin J.A. observed’ '
that any possibility of the court becoming a superior board of directors should be .
avoided. k ‘

It should be pointed out that the above decision was based on the pecnliar facts
of the case and does not suggest that winding-up on the just and eqhitable grounds is
ideal for widely-held corporations.  On the contrary, there is reason to suggest that the
remedy is more suited for the Ik)rotection of ’minority, shareh_olders jof.‘closely-held
corporations who have perSonal and .underlyin‘g assumptions in entering into the

corporate venture.

Conclusion
Just and equrtable winding-up is a remedy meally granted in those crrcumstances
when the reasonable expectatlons of a_minority shareholder in_ a closely-heldk-" o
corporation has been frustrated. Not every breach of a reasonable e:xpectation givesl
rise to the avarlabrhty of the remedy. The remedy isa drastrc one and applres in, those ‘
unusual crrcumstances where contmuance of the corporate venture would be wholly_
1mpract1cable o . T k |

Asa remedy predtcated on frustration of some personal understandmg between;’

the corporate partrr‘rpants, it may not be of great value toa mmonty shareholder in thev‘ o

s wrdely—held corporation. - . The hkelrhood of drversrﬁcauon of lnvestments byn ‘

shareholders n w1dely-held corporatlons and the exrstence of market based exrt optron_ i

' render the remedy less ‘valuable to the mmonty in such corporattons. : Sha.reholders m TR

'wrdely—held corporatlons would arguably prefer to sell thelr shares m open markets




rather than
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CHAPTER SEVEN

THE ADEQUACY OF THE SELECTED STATUTORY MINORITY
SHAREHOLDERS' REMEDIES

Introduction

This chapter will examine some of the practical considerations arising from the.
operation of the selected remedies, My aim is to determiné whether theSe statutory
remedies in their current form afford adequate protection to the shareholders in the
corporation, | h.

It is common knowledge that the major 2im of the corporate law reform in
Canada over the past decade has been to overcome the substantive andk'procedural

hurdles placed in the way of minority shareholders by previously decided Canadian -

English cases. For instance, in Percrval V. anh t,277 it was held that the d1rectors ;
fiduciary duties run only to the corporatron and not to the. shareholders requmng the'.
latter to obtain leave to sue derivatively should the board refuse therr request to lend the B

278 it was- held

company's name to the proceedmgs. Srmrlarly, in Foss V. Harbottle
that the proper plamtrff in-an action for wrongs commrtted by the drrectors agarnst the o
corporation is the corporanon itself. Most of the_procedural hurdles that grew from the" "l . ,

court's decision in Foss v. Harbottle has been removed by the statutory shareholders

derivative action.  The substamneaspects of ma_]onty rule and the lack of 2 ﬁducrary S
duty owed by the drrectors to the shareholders or by majorrty shareholders to the. Fi

minority have been dealt w1th in an ad hoc fashron over the pa st ten years by‘thevf:‘._‘.

277 (1902) 2 Ch. 421.

2T (1843) 2 Hare. 461.
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legislature and the courts culminating in the inclusion of the oppression remedy in the
corporate statutes. In general, the position of the minority shareholders has been
enhanced by the increased protection afforded by these statutory remedies. However, it
1s suggested that more could be done by way of removing some procedural obstacles
with respect to some of the remedies and adopting a liberal rather than a narrow and
strict approach in interpreting these remedies to reflect the aims of those responsible fur
corporate law reform in Canada and to further ensure adequate protection for the
shareholder.

The first remedy to be examined is the oppression remedy. [ shall start the
discussion by examining the historical background of the remedy. This will enhance
the understanding of the mischief that the remedy se¢ks to prevent. T shall thereafter
look at the legislative provisions and the procedural matters relating to the operation of
the remedy. Thejudicial response to the remedy is also relevant to an éxamination of “ ¥
the adequacy of the remedy. It is intended to end the discussion by examihing the
relationship of the oppression remedy with the other statutory remedies. My interes‘t,in
this regard is to determine the potential efficacy of the remedy vis-a-vis other statutory

remedies for the protection of the shareholders.

A.  The Oppression Remedy
History of the Oppression Remedy in Canada

Major corporate law reform took.place in Canada in the late 1960's and early“

1970's. This period saw the establishment of various commitfées.279 set up by both the

federal govemment and some provmces to examme the law relatmg to coxporatlons In
279 :

For example, the Select Commlttee on Company Law (1967) (Ontano Leglslature) [olherwnse T
called the Lawrence Committee]; See also, Dickerson, Proposals for a New Business SN
Corporation . Act for Canada (1971) (The Federal  Report) [otherwise called - the Dickerson” -
report]; “R. Bird, Report on Company Law [otherwise called the New Brunswick Report) 1974; -
D. Sheppard & ‘M.: Smith, Departmental Study Report of (he Department of the Altomey T
General of Brmsh Columbla (1971). e




consequence, new corporate and securities statutes came into force in various
jurisdictions.
jurisdictions were very much influenced by corporate law developments in other

jurisdictions outside Canada, notably England and United States.

under Canadian corporate law. In the first place, the protection for - minority
shareholders under the common law was not adequate. The Canadian judiciary was
reluctant to inteifere in internal corporate affairs and the Cahadian common ‘law“
relating to corporations reflected this. The ‘general rulewaa and still is, that direetol's
owed fiduciary duties to the corporation, and not'to shareholders dxrectly 281 10
addition, the majonty shareholders owed no dutles d1rectly to their shareholders. Thus,
the majority shareholders could actvin their ‘own‘ihterest and were entitled .to use thelr__‘ .
votes to exculpate themselves from acts which would otherwise constitute breaches of‘
their fiduciary duties as directors of the corooration. Com.'moh law also precluded the .
individual shareholder from bringing an action on bh'ehalf of the .corporation or othef .
shareholders. ”
exceptions were nonetheless 1nsufﬁc1ent The statutory protect1on provxded to mmonty :

shareholders was equally madequate o Sl a

alternative open to a d1ssentmg mmonty,,was ) apply to have the corporatlon y@lou_nd,up H
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280 The commitiees that reviewed the previous statutes in these

It was recognized that the position of minority shareholders was unsatisfactory.

Although certain exceptions eXisted to this common law rule,2%3 these .

The absence of effecuve statufory and jUdlClal remed1es xmplled that the onlyi

280

posunar . € Some of these ances sre enul ) belcw under the dlscussmn on Foss v.
"."Harbottle. : i : :

For example. the Ontario Business Corpbrations Act 1970, the British Columbia Companies Act:i -
1973, the-Canada Business Corpomtlons Act 1975, For developments in other _]UﬂSdlCthnS, see’ i
Cheffins, "The Oppression Remedy in Corporate Law The Canadian Expenence (1988) 10 T
UPaJIntlBusLSOS S

For Judlcxal recogmtlon of this pnncxple, see Percwal V. anht (1902) 2 Ch 421 e

Foss v. Harbottle (1843) 2 Hare. 461

These exceptlons constltutud msiances where mdlvulual shareholders weie pemutted to’ brmg il




under statutory provisions that authorized the court to dissolve a corporation on the

application of a minority sharcholder. But the remedy itself was far from being
adequate to solve the problems of the minority. There were many potential
disadvantages in applying for the remedy. Firstly, the remedy could result in a
disadvantage to the minority shareholder who wished to continue his investment and .
maintain the business enterprise as a viable entity. Secondly, the proceeds from
" dissolution might not reflect the damage inflicted upon the shareholder's investment and
| the proceeds could also be small compared to the earnings potential of the Dusiness
especially where the only buyers for the shares were the alleged or)pressors.
Furthermore, although Canadian corporate legislation often set out a variety of grounds
for dissolution, more especially on the ground that it was just and equitable that the
corporation be wound-up, the courts laboured under the assumption that winding-up:,
was a drastic remedy to be granted only very occasionally. - G
Thus, it was no surprise that those responsible for recommendihg corpoz’ete law
§ reforms proposed major statutory revisions to improve the position of the minority
shareholders. These proposals were generally accepted by those jurisdictions enacting
new general incorporation legislation. | S
With respect to the oppression remedy, the‘_Canadia'n corporate reform_er‘s_ relied‘

on the English corporate law provisions. The remedy first appeared in Canada when it '

was introduced into the British Columbia Comipany Act in 1960. ’Ivlhe‘jprovision‘ was

borrowed directly from Section 210 of the 1948 anlish' Companies Act But the

English provision suffered many defects and ‘the Bntrsh Columbla prov1sron was

srmrlany defective in many important respects. For example,‘ the apphcant was“‘"-’”‘ ¥

requrred to show that the’ conduct of the . dlrectors or those m control was senous-" S
enough to warrant a wmdmg—up before the courts could exerc1se remed1a1 powers under
the remedy Secondly, because the conduct had to be oppresswe agamst a person in hlsff -

g capacrty as member (shareholder), the remedy did not reach one of the prototypxcal fac
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situations, exclusion of a director or manager. Furthermore, the remedy was read as' -
requiring a continuous course of oppressive conduct rather than a single oppressive
transaction, 284
Throughout the 1960's and early 1970's no other Canadian jurisdiction had an
oppression remedy and the remedy received a poor and pessimistic response from other |
committees appointed to consider corporate law reform. In ‘Ontario,‘ the Lawrence ‘k
Committee did not find favour with the remedy which it described as cohstituting a
complete dereliction of the accepted principle of judiciai ‘non—interference in the
management of eorporations. . The Committee said further that' the underlying ,
philosophy of the remedy had an -air. of reservation and defeatism about it, as if the
legislature was unable to offer any solution to the plight of mmonty shareholders other'
than abandoning the problems to the judiciary to be dealt with ad hoc on the basis of‘ ‘
determining, from case to case, whether or not the affalrs of the’ company are berng
conducted in a manner oppressive to some part of the shareholders i
In England, in 1962, the Jenkms Commrttee recommendedv suhstantial ‘
amendments to overcome what turned out to be a number of judiciall’y constructedi_\ 5
limitaticns on the scope and application of the remedy. In partrcuiar .,kthe ‘>Jenkins

Committee hlghlrghted four situations where the remedy would be most appropnate'

)] where controlling - directors unreasonably refuse to: register transfers of the S

-minorify's holdings lo forcea reduced salepnce for them to take advantage of

(iiy .~ where directors award themselves excessive remuneratron that dlmlmshes thef i

funds available for dlstnbutlon as drvrdcnds, v

- (iii) to prevent. the 1ssu1ng of shares to drrectors and others on’ specral orf‘ S

advantageous terms;’ and ?

284 SeeRe HR. Hammer Lid. (1958) 3 All E R. 689 (c A )

Lawrence Report supra, note 279 at 60




(iv)  to prevent the refusal to declare non-cumulative preference dividends on shares

held by the minority.

These categorizations notwithstanding, the determination of the type of conduct which

amounts to oppression has been evolving and it would not take an-abundance of
imagination to envision many other circumstances in which the oppression remedy
would be an appropriateresponse. R

In Canada, when the new British Columbia Compan Act was enacted in 1973‘,
the remedy was signiﬁcantly revised " in accordance with other ‘ imponant
recommendations made by the Jenkins Committee although the revised Company Act:
did not expressly incorporate . the ‘situations where the .remedy would be most
appropriate. First, the requirement that grounds:for wrndmg-up exist for there to be a
successful application was removed Secondly, the type. of conduct for whrch rehef
could be granted was broadened to include unfmr prejudlce Thlrdly, the requrrement :
that the petitioner show a course of conduct whrch‘was oppressrve was removed. It
was specified that a single and isolated act .of Oppressiou“ia Can“lgh»tt; justify the -
application of the remedy Fourthly, the scope of potential applicants were in'creased o
include legal personal representatrves and others to whom shares are: transmrtted by
operation ‘of law. The types of relief whrch could be made were also expanded -
Finally, it was specified that unfairly prejudrcral conduct did not have to exrst at the
time of the application for theapphcatron to succeed : .

Gradually, other Canadian junsdrctrons subsequently adopted and rmproved on".“g

the English provisions which in turn was srgmﬁcantly a]tercd by Sectron 459 of the‘
English Compames Act 1985 (as amended by the Compames Act of 1989) ‘

Essence of the Remedy

The mtroductron of the oppressron remedy mto Canadran corporat' ”l :

- premrsed on. the behef that mmonty shareholders drd not have adequate protec



against corporate misconduct by those in control of corporateaffairs. It vias introduced

to cover all those situations in which there has been some act of oppression but for
which the winding-up remedy could not be an appropriate one.

Judicial decisions have helped in clarifying and stating what the oppression
remedy intends to achieve. In Goldex Mines Itd. v, Revill, the court made a broa’d,

statement of principle With respect to the essence of the oppression remedy:
“The principle that the majorily governs .in corporate affairs is
fundamental to corporation law, but its corollary is also important - that
the majority must act fairly and honestly. - Fairness is the touchstone of
equitable justice and when the test of fairness is not met, the equitable
jurisdiction of the court can be invoked to prevent or remedy the
injustice which misrepresentations or other dlshonesty has caused."
InElder Ltd.,280 Lord Cooper said that the essence of the remedy \
seems to be that the conduct complained of should at the lowest invoive a visible
departure from the standards of fair dealings and a violation of the condition of fair
play on which every shareholder who entrusts his money.to a corporation is entitled to
rely. ‘
A shareholder has some reasonable expectatlons in 1nvest1ng ln the corporatron. f o
He is equally’ entltled to expect a certain pattern of behavrour from management and
fellow. sharcholders dependmg on the nature of the- corporatlon “and. 'other '
 circumstances. Tt therefore follows that relief ought ‘to be gra'nted"When‘thOSe'
expectations have been frustrated - The courts have 1nd1cated that the oppressmn

remedy “should be apphed in- s1tuatrons where the reasonable expectahons of the ,, :

shareholder have been frustrated. In Ebrah1m1 v. Westboume Ga]lenes Ltd 27 the"

court stated that " the foundatlon of the remedy lies in the words "Just and equltable

... The words are a recogmtron of the fact that a 11m1ted company is more than a merev'

legal entity, with a personahty in’ law of 1ts own: that there,xs room_m' ompanyvlaw

A6 osys, c4.

2 qemac.a.
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for the recognition of the fact that behind it, or amongst it, there are individuals with
rights, expectations and obligationhinter s¢ which are not necessarily submergedin the
company structure.”". This statement lends credence to the fact that the interest of
shareholders should not be tramelled by those in a position of advantage over them: a
purpose which the oppressionremedy seeks to achieve.

However, the reasonable expectations approach may have limitations primarily
because the criteria for ascertaining and evaluating sharcholder expectations are left

open.

The Statutory Provisions

Outside of British Columbia, the oppression remedy was intfoduced into
Canadian statutes by the Canada Business Corporations Act-in 1975. The result was ‘
what is now Section 241 of that Act. »

Section 241 contains the revisions which were incorporated into its counterpart
in the British Columbia Company Act. Under the. section, a "complainant"’288 'mayb
apply to a court for an order and where the court is satisfied that ‘ T
(1)  any act or omission of the corporation or its affiliates effects a result, or ,
(b)  the business or affairs of the corporation or its afﬁli’ates are oihave been camed

on or conducted in a manner, or | \

(c)  the powers of the dlrectors of the corporanon or any of its aff hates are or. have ‘
been exercised in a manner that is oppressxve or unfalrly prejud1c1a1 to or that

unfaJrly dlsxegards the mterests of any secunty holder, credxtor ‘or ofﬁcer

the court may make an mtenm or final order it thmks ﬁt The rcmedles whlch the'

court may grant are comprehenswe allowmg 1t to rectxfy almost any type of conduct so :

asto protect the interest of the mmonty 289

- 288

" The term is defined i in Section 238 C B C A

289 See’s. 241(3) C B C.A.
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Section 224 of the British Columbia Company Act has similar provisions.2?
However, there are some major “differences between the two statutes. The class of
potential applicants is wider under the federal legislation. Secondly, although both
Acts permit applications by persons the court deems proper, under the British Columbia
Act, only present shareholders are expressly authorized fo apply.2?! Under the Canada
Business Corportions Act, past sharcholders, other security holders, former and present ,‘
directors, and officers of the corporation and the Director are expressly authorized to
apply. Furthermore, there is a third class of conduct which ¢an give rise to relief under
the Canada Business Corporations Act: conduct which unfajrl'y disregards the interests
of the applicant. Moreover, conduct of an affiliated corporation can also give rise to
the remedy. '

Also while the British Columbia Company Act provides that the impugned -
conduct must affect the applicant in the.capacity of member (shareholder), the Canada
Business Corporation Act provides that the conduct can affect the applicant in’ihe
capacity of security holder, credrtor, dlrector of officer. The list of remedres whlch are o
specifically authorized is broader under the Canada Busmess Corporatrons Act

However, the British Columbia statute has a prospectrve aspect The applic':ant
can seek relief from "threatened" acts of the company and "proposed" resolutxons off,
the members or class of members The Canada Busmess Corporatrons Act provrslons,

appears to be limited to cases where the comp'lained act of conducr. has already taken g

place.

290 The section provides that a member of a compnny may apply to the court for an order on' the_“"f'
around that the affairs of the company are being conducted or the powers of the directors are.
being exercised in a manner oppressive to one or more of the members including himself or that .
some act of the campany has been done or is threatened or that some resolution of the members o
or any class of members has been passed or is proposed that is unfarrly preJudlcml to: one or' ‘
more of the members, including himself. e .

291 r’ The Company Law drscussron paper (B C C.A. ) recommends the exten 10n’ of .p

apphcants to mclude former members and dlrectors
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Other provinces which have adopted statutes based on the Canada Business
Corporations Act have enacted an” oppression remedy which closely resembles Section

241,292

1. The Procedural Issues Relating to the Remedy,
(1)  Standing to Sue:

The initial issue with respect to the adequacy of the statutory oppression remedy
is to determine whether the standing requirement is adequate for the protection of
shareholders. All jurisdictions that have the oppression remedy allow shareholders to
apply. Moreover, all jurisdictions except British Columbia also allow'kother security |
holders, creditors, directors and officers to apply. The extension of the availability of
relief to groups other than sharecholders indlcates that the oppression remedy is an open-
ended one which recognizes the existence of the 'many ‘groups‘of. interests in the
corporation, ~ Apart from shareholders, the creditors and drrectors have economlc
interests in ensuring the honest management of the corporatron Corporate statutes
recognizes that certain acts of those in control might prejudice the mterests of those,
other groups Thus provision has been made for them under the oppressron remedy.

On the nexus of contract approach, there may seem Some apparent ]ustlﬁ_catrons
for extending the scope of potential applrcants beyond shareholders. Under'the'

economic approach, the shareholders are not treated as owners of the busmess but as

parties who have contracted to lend capital to the corporatron. They are simply vrewed- S

as one of the groups who contract with the corporatron This 1mplres that they should‘f
not be singled out for special treatment in corporate law It presumably JLStlﬁeS the
open-ended Canadian approach that allows: applrcauons by other persons who contract . v

with the corporation such as' the credltors and management
© 1292

For example, 5.247 Ontano Business Corporations Act 1982 although that provrsron seems'
broader than the C.B.C; A because it specrﬁes that threatened conduct can grve nse to the relref

Under thr attalysrs,"'
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secured creditors, the fedzral government arid trade creditors have applied under the

oppression remedy with success, 253

However, it should he realized that even if the nexus of contract view i§

accepted, the contracts between creditors and corporations and between shareholdei$

and corporation differ in many respects. A debt contract is generally simpler than &

contract entered into by a sharcholder because a creditor's claim is for a fixed amount
rather than for a flaw of income based on the corporations profits. - A creditor will be
less concerned about profit maximization of the corporationand will have less reason to
negotiate with respect to corporate governance. The result is that a convtr_act“b'etween a
creditor and a corporation is usually easier to articulatein express terms than a contract
between a shareholder and the corporation.2?* When the contractual relationship is of
this nature, it apparently seems that there is no need for an open-ended term such as the
oppression remedy to fill the gaps in the creditor's bargain. In addition, creditors can
protect themselves by the terms of their contract with a corporation and there is no
compelling justification for giving them standing to apply. Given the nature of ihe
corporation, there is not the same need to legislate for the protection ef creditors ask
there is for shareholders. ; .

The same reasoning applies to the directors andkofﬁcers who afé treated as one '
of the contracting participanis under the bargammg approach.  To determlne whether
the inclusion of this group within the scope_of potentxal apphcants is jushﬁed 1t may be“‘ =
necessary tu examine the nature of the contractual relauonshlp between them and the" ', v
corporation. The managers usually 1nvest a considerable amount of thelr human cap1ta1 o “ ’

in the corporation, in the hope of a long—term reward a“.d cutting thls off by ﬁxmg;_f i

I

293 Cheffins, supra nole 7 at 795, A secured crednor apphed in Bank of Montrcal v. i ome“

.Petroleum $1987) 54 Alta.' L.R.. (2d) 289 (Alta.-Q.B.). ' The federal govemmeut was the'
apphcant in R. v." Sands Motor Hotel Ltd. (1985) wW. W R. 59 (Sask C A ) ;

: Thxs may not b= 50 in all snuauons however i '* »‘
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them might be seen as a form of a shareholder opportunism.2®>  This may lead 8
nefficiencies, since informed mii}lagers would react to the threat of shareholddr
opportunism by under-investing in firm specific human capital, Offering them tHg
opportunity to apply for relief from oppression might be an efficient response to the'
problem since the managers could have been given a greater incentive to seek long terf
rewards in the firm.2% |
The Canada Business Corporations Act and other jurisdictions which have
followed the federal model also give standing to the Director®®’ to apply for reliel
under the remedy. The Inclusion of the Director as a potential applicant may not SEem
justifiable since the shareholders usually. suffer the direct consequences of any
impugned conduct by those in control. They are therefore in a position to'décide
whether or not to seek redress.2”® Where oppressive or unfairly prejudicial acts have
direct effects on shareholders, they ought to be left to their own devices to decide -
whether to seek redress or not.  As an action under the oppression remedy is pm:nanly )
designed to protect the private interests of shareholders such a hands off policy is on :
the whole defensible.® Provided that sharcholders have adequaté financial resources

to protect their interests, they are the best judges of what those interests are.” The only -

25 gee Buckley & Connelly; supra, note 101 at 394.

296 (Cheffins asserts that it is not clear -vvhelher_thg'possibility of sharenolderiopportuniSm justifies
allowing the directors and officers to apply under the oppression remedy. and that the answer .
depends on whether other potential sources of implied contractual terms such as employment law ‘
supply adequate gap- ~fillers. See Chefﬁns, supra, note 9 at 797 :

297

directors of a particular corp@rallon

Often, the impugned conduet of those in control- of the corporallon usually ‘has dlrecl advcrser i
effccts on the shareholder necessrta.quan appJ.w.a.tLQn for rehef under the remedy wrthout more.”.

This is not to nrgue that there is not a compellmg pubhc interest that the affaxrs of corporanons : ‘
should be conducted in a proper manner as if they are ot his wrll have an. exlemal effect in:
reducmg enthusiasm for the use of the corporate form. - : Lt

The Director is an administrative official appomted under the Act in contradlstmctmn to tlle B
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argument for granting the director standing is where the costs of litigation preclude an
action by the shareholders. ]

CQre notable omission from the British Columbia Company Act as regard$ |
standing to sue, is the non-eligibility of past members to bring an application under the
oppression remedy. The Canada Business Corporation Act and other statutes modelled -
after the federal legislation «learly extend the standing requirement t0 ‘ previous
members and officers. The British Columbiaprovision should therefore be extended to
cover former members of the corporation, as unfairly prejudicial conduct which :
occurred when they were members may only come to light aftér they have ceased to be
so. This would correct one of the defects of corporation law which tends to ignore thé
plight of ex-members who discover wrongdoing which may have diminished the Valué

of their shares, only after ceasing to be members.? 300

(b)  What must be proved:

To obtain relief under the oppression remedy, the applicant must ’prove either
that:
()  oppression arose out of the way the affaxrs of the company are belng conducted

or the powers of the directors are being exercised, or - ’_ i

(i)  he or any member(s) (mcludmg hlmselt) has been unfalrly prejudlced asa result
of some act of the eampany whxch 'has. been done "ot threatened or. some
resolution of the members or any class of membeLs whxch has been passed or

proposed.:"ol

300 ‘ PR
Fortunately, the British Columbia Discussion Paper on company law (January 1991) has -

recommended the extension of the scope of applicants to cover former members. Similarly, in
Buckley v. B.C.T.F. (1990) 44 B.C.T.F. (1990) 44 B.C.L.R. 31;:. the court extended' the
meaning of "members” under 5.224 B.C.C.A. to include past members,” otherwxse expelled .
fnembers of the Teachers Association wouldbe precluded from bringing an action’ under;the"
oppressmn remedy followmg their un]awful expulsxon fnom the Assocxanon

S. 224 B.C. C A. Due to lack of space, the dxscussmn wxll be llmlled to the provnsxons of the
B. C C.A. : . .
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The first way the applicant ean bring himself within the ambit of the remedy is
to show that the oppressive conduct arose out of the manner in which the company's
affairs are being or have been conducted. There is no precise definition of what

constitutes the "affairs" of the company. In Morgan v. 45 Flers Avenue Property

Ltd.,392 it was stated not to be limited to trade matters, but to encompass capital
structure, dividend policy, voting rights, consideration of take over offers and indeed,
all matters which may come before the board for consideration.

Another way in which an applicant can bring himself, within the ambit of th‘ev
oppression remed)ris by showing that the uofairly prejudicial act arise 5u£ of any actual
or threatened act of the company or actual or. proposed rosolutiori of ‘thebmernbervs.
Although the phrase "actual act" raises no explanatory problem, there may be great
uncertainty with respect to the circumstances in 'whi_ch’ a "threatened act" will constitute
the basis for obtaining relief. Many corporate acts ‘never advance'beyond the stage of
discussion which, had they boen implemented, would havo beeo unfairlj prejudicial to
some members. It may be asserted thar such tentative oots do not, and cannot’
constitute the basis for successful application under the oppression romedy. For a
threatened act tojustify a relief, it must have reachéd a dégree of ‘maturity that there is‘
a strong likelihood of its implementation by the company, so as to gonstitoté—é i_hreat on |
its own. 7 SR “ |

Again, for any actual-or threétened act to—giVe rise to'relie'fk the applicant must

prove that it is the act of the company Thxs requlrement would be satlsfied in the case

of an act of the board of the directors. 303 Slmllarly, the acts of a managmg dlrector to

302" (1986) 10 A. C. LR. 692, 704 (C.A).

" This' is more - especially under the “organic_ theory of corporate law - whlch states that lhe. -
corporation is an éntity. which functions through many organs including. the board of drrectors
. Under: the theory, the acts of drrectors may be atmbuted to.the company provrded they act
: ‘wrthm the lmuts of their powers &
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whom the powers of the board have been delegated, or of a director who has been
allowed to conduct the affairs of the corporation without any interference from the
other directors, would conveniently be treated as those of the corporation. 3

The section also gives protection to actual or proposed resolution of the
members which unfairly prejudices the applicant. The inclusion of this proviso is
apparently in recognition of the Jikelihood that majority shareholders could use their
powers to pass resolutions which unfairly prejudices the minority. - In situations, such
resoiutions may be equated to the acts of the corporation since the majonty
sharehiolders control the meetmg In this reoard the British Columbla prov1s1on may ,
be seen as an advancement over the English corporate statute which makes no express

provision for actual or pioposed resolution of the shareholers. -

(© The Concepts of Opgfeséive and Unfai.rly Prejudicial Conduct

The various statuteéy Which have prouided for fhe oppréésion ‘rémedy do 'not
define what constitutes oppreésion or unfair prejudioe The Canadlan courts have""
however taken a narrow view of what constltutes oppress1on and have followed the
jurisprudence developed under the original English proylslon.3°5 Thus, oppression has |
been held to amount to conduct ‘which is burdej'nvsome, harsh 'and)‘vrougful»-‘or which

lacks of probity and fair dealing,3%

Re H.R. Harmer Ltd. (1959) 1 W.L.R.&,. 75 where the court whil: considering 5.210 of the
U.K. Companies Act 1948 which has been replaced by $.459 of the English Companies Act
1985 (as amended in 1989) and which provision is similar to $.224 B.C.C.A., stated that the :* .
section is wide enough to cover the activities of someone taking part in the conduct of the affmrs B
of the company whether de facto or de jure. . : :

305

Chefﬁns, "Oppresswn Remedy in Corporate Law The Canadlan Expenence (1988) 10 U Pak k
* 1. Int'L. Bus, L.305, 320

306 Nystad v. Harcrest Apartments (1986) 3 B CLR.40; Jourmet v. Superchef (1984) 29 BLR

205 (Que S. C )y Redekop V. Robco Constr Ltd. (1987) 89 D.L. R 3d. 507.
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The concept of "unfairly prejudicial” has however, not received a narrow
interpretation from the courts. I fact it is not feasible to formulate a generally
accepted or comprehensive definition of what will be treated as being unfairly:
prejudicial,  Any attempt to formulate a precise definition would have the unfortunate
effect of confining the term within a judicially imposed straightjacket. The. existence of
unfairly prejudicial conduct is usually determined by the impact and effect on the
shareholder and not the motives or the nature of the conduct of the majority. In Re
Bovey Hotel Ventures Lt_d_.,3°7 Sladel. stated that

"The test of unfaimness must be an objective, not a subjective one. In~

other words, it is not necessary for the petitioner to show that the

persons who have had de facto control of the company have acted as

they did in the conscious knowledge that this was unfair to the petitioner

or that they were acting in bad faith; the test is whether a reasonable

bystander observing the consequences "of their conduct would regard it as

having unfairly prejudiced the petitioner's interests."

It is not necessary for the applicant to point to any actual irregular}ty or to an invasion
of his legal rights,308 _ , :

However, an applicant will not be unfairly prejudiced ‘merel‘y because he is ;
adversely affected by the operations of the cotporafion.aw' The conduét must be
detrimental or damaging to the applicant's rights in a manner which is unjuSt 'orf_"

inequitable. 31 e e e

307 N

3lst July, 1981 (unreported) See also Sparlmg v. Jave]m Int' 1 Ltd., (1985) R J Q. 1073 1077 e o

ReR.A. Noble & Sons (Clothing) Ltd. (1983) B.C.L.R, 273, 290 91 (per Nourse J DS
308

(1574-76), 1 A.CL.R. 489, 492, the court stated that "it is not necessary for a complainant to ey

Thomas v. H.W.Thamas Ltd. (1984) lNZLR 686, 693 -In Re M. Dalley&Co Pty Ltd ': v

point to any actual irregularity or to an invasion of his legal rights or a lack of probity or want L

of pood faith towards him or the Datt of those in control of the compuny. 1t is for this reason’.
" that a\ctlm> on legal advice would not necessanly prevent conduct from bemg unfnu‘ly prejudlclalv»
- ifitis othewvlse so". :

309 * o'Connor v. Winchester Oil & Gas Inc. (1986) 69 B.C.L.R: 330, 337.

Diligenti v. RWMD Operations (1976) 1 B.CL.R. 36, 4546,




It may also be pointed out that the’ boundaries of what constitutes unfairly

prejudicial conduct do not stop at constitutional propriety.3!! While a partieular act
may on its face appear to be legally proper, it may nevertheless constitute unfair
prejudice. . In Re A Compan ;312 Harman J. held that a rights offer on a pro rata basis
could unfairly prejudice a shareholder where it was known that the shareholder did not
have the resources to take up his allotment and the allotment was intentionally made to

313

exploit this and to dilute his holdings in the company. Similarly, on this reasoning,'

the failure by a corporatron with distributable profits to" declare a d1v1dend could

constitute a ground for relief.314

2. Judicial Response to the Oppression Remedy ’

The various committees that recommended corporate lawk:reform in Canada'in‘
 the early 1960's and 1970's did not provide guidelines as to how the oppression remedy -
was to operate. Only-the Dickerson,Committee which formulated the proposals for
reforming the federal corporation legislation made a comprehensive :statement‘ on ‘th_e ,
matter. The committee gave examples of freeze-out te‘chnivques‘as instances where the; '
remedy would be invoked more frequenfly“in relatldn to closely-held corporatlon and ‘
indicated that a broad standard of falmess should be mvoked 1n applymg the
remedy. 315 1t became obv1ous that the sectlons dealing wrth the remedy would rely
heavily upon judicial drscreuon for its effect. - Instead of deﬁnmg clear-cut standards

that the applicant must meet, the sections demand only a vague standard of "unfarrness

3 D.D. Prentice, "The Theory of the Flrm Mmonty Shareholder Oppression: Sectlons 459-461

of the Companies Act 1985" (1988) 8 Oxford Joumal of Legal Studres, 55,79.

(1985) B.C.L.R. 80.

See also BrOang v. C&C Plywood Ltd. (1967) 434 P. 2d 339 (Supreme Court of Oregon) N

Re Ferp,uson and Imax Systems, (1983) 43 0. R (2d ) 128

Cheffi ins, supra, note 280 at 313
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be proved. It is therefore, the judicial interpretation of the sections that determines the .
range'of this remedy. B

Despite the lack of legislative guidance however, the judiciary have made
extensiveuse of the oppression remedy, notwithstanding that somejudges have adopted

a narrow interpretation of it.316

(n the whole, the judicial response to the oppression .-
remedy has brought it to the forefront of remedies available to minority sharelaodders,
as applications has succeeded in a wide range of cases.

Case law has gradually increased over the years, affirming the rights' of
minority shareholders as the oppression remedy is used with greater Versatility' to deﬁne’
and correct unacceptable corporate behaviour. Courts have followed the often cned

recommendation in Ferguson v, Imax Systems COI_'QOTatIO n317 that

"the section which provides for the oppression ‘remedy . must not be
regarded as being simply a codification of the common law today. ' One
looks to the section when: considering the interest of the. minority
shareholders and the section should be interpreted broadly to carry-out"
its purpose . . .. What is oppressive or unfairly prejudiced in one case .
may not necessarlly be soin the slightly different settmg of another.”,

Notwithstanding judicial readiness to ever increase the ambit of the oppresswn remedy, ¢
the remedy has limits. In Mason v. Interc1ty Pro Qertles,m‘I the court stated that the -
remedy does not open the door to every dlsgruntled shareholder_. And in Hi. Ral Ltd

v._Reed Point Marina,*1? the court saidthat‘ thekremedy does not 'zntltef'“tbe basic 3

principle of majorlty rule and cannot be used by the mmonty to abuse the ma_]onty

However the absence of any precme categonzatlon of cnrcumstances gmng nse‘ -

to relief under the remedy has not precluded the courts from usmg itina w1de vanety'y‘ R

316 For example, Brant Investments Ltd. v. Keepnght Inc. (1987) 37 B L R. (Ont H. C ), C/F ;v‘
Sparling v, Javelin International Ltd. (1986) R.J.Q.: 1073 (Que. 5.C.). Re Ferguson and Imax. e

Systems Corp. (1983) 43 O.R. 2d. 128 (Ont. C.AL).

= (198_3)’43‘0.R. (2d) 128,137,
(1987) 37 B.LR. 6,29 (Ont. C.A.)."

(B.C.S.C. 1981) unreported. .




177

of situations in which 1t is difficult to make any classifications. The difficulty in
classifying the cases which has arisen under the remedy becomes more evident when it
is realized that any such attempt will not only be arbitrary to some degree since the
factual circumstances in each of the cases have been different, but also some ¢ases can
fit comfortably into two or mare classes.

Notwithstanding  these qualifications, most typical applications under the
oppression remedy often involve bad faith on the part of the management or directors
of the corporation and the denial of shareholdersrights to return on investment or some
economic damage to the corporation. Applications under the remedy have also
succeeded in cases where it is alleged that the controllers of the corporation have-
divested corporate profits to their own use or have used COrporate money or assets for
their personal advantage. In Redekop v. Robco Constmctim 320 the breach was a
conflict of interest through which the majority sllareholdcr of Robceo received shares in
another corporation as a result of his position in Robco. As a shareholder and dlrector
of both, he caused Robco to contract with the new corporatron to carry on its "
construction business for the new corporation's account at a»ﬁxed,pnce, thus bearing
the risk of cost over-runs. ‘There was no- allegation of fraud or, bad ‘faith'and mé]
evidence before the court was at least conmstent wrth the new a"reement bemg a sound‘
business deal for both companies. Because he had not comphed w1th the drsclosure '

provisions of the Companies Aet,” 321 1 the majonty shareholder was bound to account to

Robco for his shares in the new company and for any proﬁts he mrght have made‘.:

through it. Despite lack of evidence of loss to Robco the courts he]d that the majonty E g

shareholder- was "helpmg himself w1th the use of Robco ] assets, ultlmately at the ‘_' i
322000

expense’ of Robco's shareholders”.  The conduct was held oppressrve.
(1978)89DLR 34, 507(BCSC) - ‘

“321 © SB.C. 1973, C.18, SS. 144 to 146, now Company ActRSBC 1085,

322 Supra, note 320 at 515




Many oppression applications allege that the corporate affairs and proceedings‘

have not been conducted in accordance with the corporate constitution. But mere proof
of non-compliance with corporate constitution generally is not sufficient to warrant the
granting of an order under the remedy. Something more is usually required, such as

that the non-compliance is a device by the controllers to run the corporation to the total -

exclusion of other shareholders. In Jackman v. Jackets Enterprises L‘td,,323 the major
complaint was that the majority sharehdder had caused the defendant corporation to -
mortgage its assets as security for a loan paid to another corporation of which he was
the sole shareholder. The related corporation had no prospect of being able to Tepay
the loan and, cansequently, the complainant's equity in the defendant eorporation had
been impaired. The court found that this conduct was indeed oppkressive, even though ~
the previous relatlonshlp between the compames by which the related corporatron had ‘
provided considerable a551stance to the defendant corporatro" made the loan a
reasonable business arrangement. What ‘was oppressrve was the lack of adequate ,
security for the loan from the related corporation. _ ‘
In deciding on his order, Fulton J. examined the ﬁnancral statements of the
corporations and concluded that even if the related corporatlon were a party to the
action, it could not give meamngful secunty W1th the consent of—the defendanthli
shareholder the court ordered that he provrde a personal guarantce of tl'e loan and that‘ o

he pay or cause to be paid the dlfference in 1nterest obhgatrons that the defendant v

corporatron had incurred through these ﬁnancral arrangements for the related ‘

corporation's benefit.

Another class of cases where the oppressron remedy has been apphed 1nvolved f e

- the exclusron of the applicant from the operatrons of the corporatlon, more especra]]y

from employment participation m management ‘and remunerat1on. However 1t may be‘;

: f323 ‘ (1977) 4B.C.L.R. 358 ‘(Sfc')"




pointed out that exclusion per se does not attract the granting of the remedy because the |
various corporation statutes recognize and permit the removal of directors and ofﬁcers‘ ’
of the corporation.3?* The courts in awarding reliefs under the remedy alvays look for
something more than mere removal or exclusion from the operation of the corp‘oratio‘nb.’
On this basis, the court has granted relief in Re Ferguson and Tmax Systems'
Corporation,325 ’
corporation which resulted in the reduction of the applicant's role in the corporation
was part of a plan ultimately to force her to leave the corporation.

A numbez of applications under the remedy had.heeri brought suceessfully oh'
the basis of conduct which was‘permissible under the relevant legislation and  the
corporate constitution, . but Which - allegedly : constituted" a' breach- of underlying
understanding and equitable consideration.‘ This concept’ of fundamental - and ,
underlymg understanding or expectation of shareholders throuah" the use"' of thev |
oppression remedy has been employed frequently in the closely-held corporatlon in.
situations mvolvmg exclusron from corporate affalrs n w1de1y held corporatlons the - i
expectations of shareholders are usually little ~more than expectatrons regardmg a |
reasonable return on mvestment and responsrble behav:our on the part of the dlrectors' 3
and the concept of frustrated shareholder expectauons 1s less frequently drscussed by
the courts in those situations. Apphcatlons under the oppressron remedy ‘have f
mcreasmgly been resolved by balancmg the expectatron interests of the shareholders in
formmg or investing in the. corporatron wrth the nghts of the board of dlrectors to’:_ :
exercise its legal powers. Courts have often 1mp1emented the leg1t1mate expectatrons of
shareholders and have provided remed1es in s1tuat-ons where those expectatlons have""‘{‘ :

- been frustrated by the conduct of the mayonty. ,

v

where it was found that the removal of the applicant from the

324

325

_For example, see S.154(3) B.C.C.A.

- (1983) 43 O.R. (2d.) 128 (©nt. C.A). -
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Moreover, with the introduction of the "unfairly prejudicial act" as one of the
grounds upon which an application could be brought, the courts came to recognize
another category of sharcholder rights based not upon the corporation's statute or
Articles, but upon equitahle considerations. In Diligenti v. R.W.M.D. Operations
Kelowna 1td.,326 the participants have been in partnership before incorporation and
the relationship between them was personal as well as commercial. A subsequent
disagreement among the participants saw the plaintiff ousted from the exercise of any

management authority and removed as a director. At the same time, the director's fees

were increased to $1,000 per month and a management fee payable to the resp(‘)ndent's‘\

company was increased to 2-1/2% of gross sales per month. Mr. Justice Fulton noted
that under the English law and earlier British Columbia oppression cases, an applicant
could not complain of his removal as director because such 'c‘onduct did not oppress him

in his capacity as a shareholder. Fulton J. relying partly on the winding up case of

Ebrahimi_v. Westhoume Gallaries Ltd., 327 held that in a closely-held corporation’
where participation in management is of the essence of the interest of the share'holders,‘ \

removal as a director does affect the member in that capacity and the conduct was

unfairly prejudicial to the applicant.

Many successful applications have involved the'div’ersi()n of corporate.profits or

the personal use of corporate assets by those controlling the corporation, 28

326 (1976)1B.C.L.R.36(5.C5). . .. . -

327

order. He found the defendsnt company to be one that met the tests for quasi-partnerships, it

having been formed out of a pre-existing partnership still being closely held by the shareholders - = ™
who had been the partners and exhibiting fundamental understandings about management G
particioation derived from its partnership history. The other shareholders could not insist upon - - g

their lenal rights based on.the corporate entity to abro;,ate these eqmtable nghts See also R~ L

Sabex Internationales (1979) 6 B. L R. 65

See, for example, Palmer v. Carling O'Keefe Ltd (1989) 67 O.R. 161 (Ont DIV. Ct) whlch., :

involved the Elders takeover of Car]mg 0 Keefe Ltd

(1973) A.C. 360. .In fact, Fulton 1. concluded in 'the'Di]’igenti case that the words "unfaﬁly 5
prejudicial” empowered the court to give the broad relief contemplated by that section for the : -
same conduct which the British courts in Ebrahimi- had. decided justified only a winding up
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In summary, notwithstanding the lack of legislative guidance, Canadian courts

have done a good job in determinih’é what conduct will found a successful application

under the oppression remedy. The courts have exhibited a general refuctance to puta
gloss over circumstances which could give rise to the remedy. On the other hand, they
have put some reasonable limits on the type of conduct which will give rise to a

successful application.

3. Is the Conduct of the Applicant a Relevant Consj deratxon in Gmntlng Rehef
Under the Remedy?

A question dlscussed in a number’ of recent cases ‘is what‘ effect, if any, the
applicant's conduct should have in the granting of a relief under the ¢ oppressxon remedy
The applicant's conduct may be relevant in one of two wayS' ' ‘ :
(@ It can either have a beanng on the questxon of whether oppressmn or unfalr.’ o
prejudice has been proven, or
(b) - it can affect the nature of the remedy‘ thzrt could be granted. ' k
A situation might arise where it is such that the applicant ha8 acted in a Way' that

justifies his exclusion from the corporation. For example, if the corporatron has been

set up on the basis that the applicant will make a contnbunon to the running of ltS‘ :
affairs and he fails without cause to do so, this ma¥ 'USUfY 'hiS 67(01“510"-329 Thus, on -

- the shareholder expectatrons approach the conduct of the applxcant 1s a relcvant b

con51demt10n under the remedy, ‘ ,
The relevance of the conduct of the apphcant also finds sufﬁcrent support from '

the economic approach to corporate law. Under this approach the partrcrpants m th‘-"'
. corporatron ‘are seen as havmg contractmg among themserves w1th recrprocal:

‘ obhgahons and expectatmns from each contractmg pany An appllcant who ha

- ‘32’9 ' See, for eyxample,‘ﬂRe Wondoflex Textiles Pty. Ltd (195{)“V.L..'R. 458 : o
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engaged in some form of misconduct may justly be removed from his employment and
this might not constitute unfairly prejixdical conduct.

On the whole, Canadian courts have paid much attention to the reciprocal nature
of obligations in corporations and have held in some cases that the conduct of the

applicant should bar an application.

4, The Relationship of the Oppression Remedy with Other Remedies

The oppression remedy is the most important remedy under the Canadian

corporation legislation. In contrast with ether statutory remedies, ‘the oppresbsior'\

remedy does not suffer much procedural hurdles, and the scope of conductbcoye‘red by
the remedy is very wide. In addition. there exists in the various statutes incorporating
the oppression remedy a broad range of reliafs which the courts are permitted to grént.
While the oppression remedy has gradually emerged to the forefront ofv the
remedies available to shareholders, the other remedics have either declifeq in ‘
importance or have fatled to achieve the expected degree of im;r()rtance. For ihsbtabn'ce :

the appraisal rights and the statutory derivative action have been utlllzed less than had-

been anticipated at the hme of their mtroductlon. Apphcatrons for wmdmg up by‘
minority shareholders are less frequent than in jtmsdrctrons w1thout the oppressron' '

330 in the Ontario Reports between . 1974 and 1982, there were‘ |

remedy. For example,
seven reported winding-up apphcatlons From 1982 the year the oppressron remedy o
-was introduced to 1988, there were no reported wxndmg-up apphcatlons There were, -
however, four applications l%nder the oppressron remedy

'While it is not 1ntended to pre—empt the dlscussron on the adcquacy of me other e =

statutory remedies, it may be POmted out that the lack of rehance on these remedles krs?' G

In the case of the. appraxsal remedy"‘"for"‘

: mamly because of thelr shortcommgs

k 330 ‘vChefﬁns, supra, hbte 280”th 332
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instance, the short time limits and the compulsory complex procedure which must be
religiously followed with the advice of a lawyer precludes many shareholders from
relying on the remedy.

The wide scope of circumstances in which the oppression remedy applies also
has diminished the importance of the other remedies. The oppression remedy, for
example, covers most of the conduct which provide grounds €or a winding-up order
and the courts are often less reluctant to wind up a corporation than to grant a relief .
under the oppression remedy. Even if the applicant's prayer is to Obtain a court's order
winding-up the corporation, such order could infact equally be granted under the
oppression remedy. 33!

In comparison with the statutory derivative actio'n,’ the oppression remedy has
considerable advantages. Although tlie stamtorykderivntive action has sought to give
powers to members to litigate on behalf of the cdrporation in situations where those in
control either refuse or neglect to do so, judicial construction of the procedura.l

requirements inherent in the statutory derivative action has tended to dlmmlsh its uulrty

as a mechanism for policing the board of directors and the senior management of the

corporation.332  The result is that shareholders have relled more on the oppressrony :
remedy than on the statutory' derivative acnon, and thls is more 50, when it 1sy‘,
.acknowledged that facts glvmg rise to wrongs. to corporat.tons may often constltute the |
subject matter of an apphcatlon under the oppressmn remedy as well as a statutory"

derrvatlve action,333 Moreover, an apphcant seeking to brmg a derivative dctron must :

first of all, obtain the leave of court. No leave is requrred to bnng ankappl‘lcatlon'under
331 N P SR R

Section 224(2)(F) B.C.C.A.; Sectlon 241(3)(L) C B. C A,
‘ B2 por example, it has been held !hat any shareholder seekmg to pursue a denvatlve acuon must :
comply with the statutory provisions and .obtain thc ]eve of the court l‘amlmm V. Fmgold :
(]973)20R 132 (Ont, C.A.).- o .

See, for example, Sparlmg Vi Javehn Int 1 Ltd (1986) RJ. Q. 1073 (Que S .C. ), Re Petersonj
and Kanata Invs Ltd. (1975) 60 D. L R. 3d. 527 (B C S.C. ) ' :
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the oppression remedy. In addition, the remedies available under the oppression
remedy are broader in scope than under the statutory derivative action.

Some commentators>>* have stated (quite rightly) that the emergence of the
oppression remedy as the most potent arsenal in sharcholder protection may be a cause -
of concern with respect to its relationship with the other remedies. There is uot much
problem in its relationship with the winding-up remedy because this latter remedy has |
heen drafted with the intention of merging the two remedies.?* With respect to the
appraisal remedy, a contioversial question is whether the right of appraisal is exclusive
to other remedies and more particularly to the oppression remedy. Case law ’is
conflicting on this matter although it appears that even after requesting that the
corporation purchase his or her shares under the appraisé.l rights provieions 2
shareholder can apply under the oppression remedy. The dicta in McConnell v. Newco
Fin. Corp.,3% indicated that an oppression apphcatlon could not be brought if appralsal
rights had been validly exercised. - However, the court held in Brant Investments Lid.

V. Keeprlte,337

court stated that the. remedy provided by Section 184 of the Canada Business

that an application could be brought.‘ In reachmg,thxs concluston,‘ the

Corporations Act (now replaced by Section 19(11)) is in addition to. the temedies
provided by Section 234 (now replaced by Sectlon 241) and may be exerc1sed‘

concurrently with the remedies prov1ded by Sectlon 234,

The mter-relatlonshlp between the oppressmn remedy and the statutory. e

derivative action is more of a problem because most acts or conduct of dldrcctors could' o

give rise to an action both under the oppress1on remedy and the denvatlve actlon. :"8 ;
334 :

For example, Cheffins, supra, note 280 at 334.5.
335 " Dickerson Report, supra, note 279, at 15(5{51.
336, (1975) 8 BLR. 180 ®CSC)
37 (1087 37_B..'L,.R. 65 (onc.‘H.‘c.);\ L

338 ) vChefﬁns, supra, note 280, 335. ’
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In Johnston v. West Fraser Timber Co. 239 the court stated that certain allegations
constitute wrongs to the corporatioh and should not be the proper subject matter of an
oppression remedy. In the same' vein, Buckley and Connelly’*® have suggested that
boundaries be drawn around the oppression remedy by requiring certain matters be
dealt with by way of a derivative action rather than the oppiession remedy.

However, using the derivativcaction to impose limits on the oppression remedy
may influence the courts in ‘imposing unnecessary . procedural hurdles around - the
oppression remedy which wilt have the effect of reducing its efﬁcacy as a protectlve,

remedy against corporate mrsconduct

Summary k - . :

The growth of the oppression remedy has moved far beyond a simple good faith ‘
requrrement and recent case law indicates that it will 1ncreasmg1y 1nfnnge upon the
actions of the majority, mcorporanng such issues lrke the extent of legmmate
shareholder expectations, the degree to which the court should 1ntervene m 1ntema1 _"
corporate matters and review a corp‘or"ation's business ‘decisions and the scope of the
minority shareholder rights. The courtS, whiie increasingly extending the scope of the "

remedy have imposed sensiblelimits to the remedy : B e

On the whole, the courts have shown a wrllmgness io carry out the mandate that,
the legislatures have given them.to- fashlon remedles for shareholders who complam_

that they have been dealt with unfa1r1y Commentmg on the scope of .the remedy,

Beck34! rightly asserted that 1t is beyond questron, the broadest most comorehensrve‘ S

and most open-ended shareholder remedy in'the common law world.f "

339 (198 133D.LR. 34 77 7 (Appesl).

340 Corporatlons Cases, Texts and Matena]s (1984)

. 341, 'Stanley Beck, "Mmonty Shareho]ders nghts in the 1980s y (1982) Law Socrety of Upper

: Canada, Corporate Law in the 805 311 312
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B. The Statutory Derivative Action

Outline: ,

This part of the work will examine the adequacy of the statutory derivative
action (as a protective remedy for the shareholders), focussing on the aims, objectives
and purposes sought to be achieved by its existence. The British Columbia Company,
Act will be used as a model although references will be rriade to other statutes wheze
differences occur. In order to do this effectively, the common law positiml‘towarrts
derivative actions will be examined briefly to illustrate the difficulties in the common
law which gave rise to the need for a subsequent enactment of 4 statutorv derivative

action. References will be made to the posit'ion in the Uniled States where the remedy

has given rise to a number of unique procec! ural and substantive questions. The mainf

focus will be on the judicial mterpretatron of- the procu’tura. reqmremcms of the

statutory derivative action. Hmphasis- will also ‘bly giver $o the posvrbthtj of the

acceptance of special litigation committees in Cén'ada.

Intreduction:

Traditional corporate theory views the directors and other «?"olporate msnages

" and officers as owing some fiduciary duties towards the corporatina. Where theve is a

breach of any of the fiduciary duties, corporate interna! zutononiy mmcr,ﬁe reqmreu‘,‘ﬂ

that the decision to sue shall be taken by the board.. of dérer ¥s or i cert"un

crrcumstances by the majonty of shareholders in general- mesing, It i appareu*"

-unlikely that the wrongdoers will propose mstltutmg an actron agamsl t\“emselv&s owi. :

<.

behalf of the corporatron. From the m1nor1ty shareholder s posmc-n, 4

[

aspeu ot th{.
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corporate intemal autonomy principle has often been unfortunate, for it is hardly
possible to bring an action against"an errant director if the wrong complained of can be -

classified as a wrong to the corporation.

Over the years, the concept of the derivative action developed as a guérantee

| which ensures that some degree of accountability and control exist over the board of
directors and senior ofﬁcialseither directly by allowing shareholders the right to bring
an action against directors or officers if they have breached their dufy or indirectty by

the threat of such an action if duties might be breached. Under the derivative action, -
the minority shareholder or sharcholders sue in representative form claiming redress for
a wrong done to the corporation. The wrong havrng been done to the corporatron, the
corporation is the proper plaintiff in the action but the action may be ”narntalned by
shareholders where the wrongdoris are in control and fail to seek redress for the wrong

which has been done. The action is denvanve because the plamtrff’s right to sue is

secondary in nature and is accorded him on the ground that the true plamtlff refuses or S

neglects to bring the aetron. ’1he corporatron at all times is the mjured party and atall
times is the true plaintiff even though shareholders are permrtted to marntam the action

as nominal plaintiffs.

Early Developments

()  The Common Law Position . . = —

The common law position was succmtly stated in Foss v. Harbottle342

where 1t
was held that the’ corporatron 1tself is the proper, plamtlff in‘an actlon on account of

wrongs done to it. The rule is generally understood to preclude a shareholdcr from

 bringing an actlon on account of a wron alle edl done toa co oratron it the wrong e
g g allegedly P

, complamed of is capable of bemg ratified by the members in general meetmg

3 (1843) 2 Harre 461; 67E-R. (189).
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343

Later, Mozley v. Alston®* extended this rule to cover internal irregularities in

the conduct of the corporation's affairs. The court in Burland w. Farle’* re-
emphasized in clear terms this cardinal procedural rule of corporate law when it stated
that:

"it is an elementary principle of the law relating to {joint stock]
companies that the court will not interfere with the internal management
of companies acting within their power, and in fact has nojurisdiction to
do so. Again, it is clear law that in order to redress a wrong done to the
company or to recover moneys or damages alleged to be due to the
g:onll%)any, the action should prima facie be brought by the company
itself."

The procedural rule in Foss v. Harbottle and other subsequent cases hardened into
substantive law#? and in so doing prevented the minority shareholders from pursuing
their remedies when directors who were also majority shareholders were acting
fraudulently toward the corporation. Thus, certain exceptions to the rule were
formulated by the courts to mitigate aiiy hardship which the mile had caused the

minority shareholders. It came to be recognized that the rule was not applicable where:

@ the acts complained of were ultra vires the corporationor otherwise illegal, 346

() the activity could be effective only when approved by a special resolution and

only an ordinary resolution was passed.347

(c)  theaction alleges an injury to the plaintiff's personal rights, 348 . -

(d)  theacts complained of amounted to a fraud on the minority and the wrongdoers

were in control. o

343
(1847) 1Ph. 790; 41 ER. 833

344
(1902) A.C. 83 at 93.

345 Boyle, "A Liberal Approach to Fosg v, Harbolile", (1964) 27 Mod. L.R. 603, 606. . y

346 : ‘ SRR - R R
Burland v. Earle (1902) A.C. 83; Ashbury Rly. Coy. v. Riche (1875) W.R. 7TH.L. 653, - - -~

Edwards v, Hajliwe]l (1950) 2 AILE.R. 1064, .

* Pender v. Lushington (1877) 6 Ch.D. 70.




Fraud on the minority, defined widely involves an abuse of power, usually by those in

control. The plaintiff must prove some abuse of power and furthermore that the
conduct was not in the best interests of the corporation.349 Some of these include
instances where the majority attempted to appropriate the corporation’s property to

themselves,;:”o

where the majority sought to appropriate minority assets to
themselves®>! or where the majority had been guilty of unconscionableconduct.
Although the courts indicated a willingness to intervenein any case where there
18 mjustice and to prevent the management of corporations being so conducted as to
produce injustice or injuries to any of the members, 3% generally judicial reluctance to
intervene in internal corporate matters was most evident in the context of shareholder
remedies. In Pavlides v. Jensen3 for example, a minority shareholder sought to
bring a derivative action against a director for negligence in selling an asset of the
corporation at a gross undervaluation. The action failed since the majority could have

ratified the director’saction nor could have decided not to sue. However, the effects of

Pavlides v. Jenson was ameliorated to a little extent by the case of Daniels v.
354

Daniels™* where in circumstances similar to PavLides v. Jenson a minority sharcholdef
was given standing to bring an action. But the court added that to establish a fraud oni
the minority it had to be shown not only that a wrong was done to the corporation, but
that the wrong benefitted the wrong-doing directors. Not\'vithstanding the decision in,' ‘

349 ‘ wo .
See L.C.B. Gower, Principles of Modern Company Taw (4th ed. 1979) nn. 616-630.
350
Menier v. Hooper’s Telegraph Works (1874) 9 Ch. App. 320. , v
351 :
Sidebottom v. Kershaw, Leese & Co. (1920) 1 Ch. 154, Brown v. British Abrasive Wheel Co.
(1919) 1 ¢h. 290. R . e S ‘ :
352 o :
Re Laugham SkatingRink Co., (1887) 5 Ch: D.669, 679.:
353 L

(1956) Ch.565, (1956) 2 AIER. 578 (Ch.D.).

3% (1978) Ch.406, (1978) 2 A E.R. 89 (Ch.D.).




Daniels v. Daniels, the courts expanded the rule in Foss v. Harbottle to cover cases

where the wrongs complained of were in fact carried out by thedirectars 355

There are some advantages inherent in the rule. In the first place, the rule
prevents a multiplicity of actions by minority shareholders who are disgruntled at the
policies pursued %y a legitimate majority. Secondly, the court's reluctance to interfere
in internal corporate matters may have ensured that the shareholders in general meeting
did have the last say in the corporation's affairs. If the irregularity was one which
could be ratified, Foss v. Harbottle prevented an action being brought until a general
meeting had been held to decide the issue.

()  Lmited States
The counterpart to Foss v, Harbottle in the United States is Hawes v. City of

Qakland3%% decided by the United States Supreme Court. Many aspects of the

derivative action in the United States could be traced to the decision in Hawes. In that

case, the court did not adopt the rule in Foss v. Harbottle to preclude shareholder suits
on behalf of the corporation. Rather, the court made use of the power vested in it to |
make rules of general equity jurisdiction, and established some procedural requirements
for shareholder derivativeactions. Thoseincludethe following: - -

(a)  before filing an action, the plaintiff must have made a demand on the
corporation's shareholders that they fake. action to resolve his grievance,
including endorsing an action against the prospective defendants or removing ‘
thens from corporate office.  When the action was filed, the plaintiff'bs

complaint must further allege that a demand was made or state the reatans that

355 For recent English cases, see Esthnco (Kilner Hoﬁse) Ltd. v. Greater London Council (1982) 1

excused him from making such demands, for example, on grounds of futility. - - ‘

. W.L.R. 2, Prudential Assurance Co, Ltd. v. Newman Industries Ltd, (No. 2) (1982) Ch.204." e

356 (1882) 104 U.S. 450.
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b the plaintiff was required to make another demand on the directorsand could be
excused on grounds of futility.

(¢)  the plaintiffs complaint must plead with specificity, facts showing compliance
with the requirements and must allege that the derivative action has not been
filed as aresult of collusion among the parties to create federal jurisdiction over
an action that would otherwise be litigated in state rather than federal court.

(d)  the plamtiff must establish that he owned shares at the time of the breach of
duty or that his sharesdevolved on him by operation of law.

The rule laid down in Hawes v. Citv of Oakland differs from the rule in Foss v.

Harbottle. For instance, while the rule in Foss v. Barbottle precluded shareholder

actions raising certain types of claims, and'enabled shareholders successfully to move

to dismiss such actions, the rule in Hawes regulates derivative actions by establishing
preconditions for the plaintift's eligibility to sue but does not exclude claims from

litigability. %7
The American cases treat litigation related questions as falling within the .

director's business judgement if the directors act in good faith and are disinterested in

the outcome of the litigation. Thus, if the directors refuse the prospective plaintiff's
demand and the plaintiff then brings a dcnvamvs acnon, the cours will dbmm Ibc
action unless the plaintiff can esizblish that the directors acted wrongfully in refusmg

the demand. - LT~ . . N
Derivative action in the United States developed into a well-established ‘rem‘edy: B

after the decision in Hawes v. City of Qakland.© Many elements contributed to the

evolution of the remedy.  We have observed above that the decision in Hawés‘Was a

product of the court's exercise of general equitable ru]e-making power in.an era in

which the-United States Supreme Court actively determined rulcs of general fedél"al;

357

D.A. DeMott, "Shareholder Litigation in Australm and the United Smtes' Common Problems,
‘ Uncommon Solutions", (1987) 11 Sydney Law Rev 258, 262 :




common law, including principles of equity jurisprudence. This era ended in 1938

with' the decision in Eri¢ Railroad:.. Tompking35® which restricted the court's ability,
through its rule meking powers granted by the federal Riles Enabling Act to prescribé.
rules of substantive law in additioti to rules regulating procedures in federal court
litigation.  As a result, the substantive law relating to derivative actions brought if :
federal court is state law, in most cases that of the corporation's state of incorporation:
The federal rules of civil procedure contain a rule specifically addressing derivativé
suits.3%® However, the federal courts have disagreed on the question of whether thé
federal rules should be interpreted simply to make applicable the relevant provisions of
applicable state law - such as demand requirements or whether it imposes significar
regulation of derivative actions. Although the Supreme Court has not addressed thi$
question directly, it was held in Burks v. Lasker®® that in derivative actions raising ‘
claims under the federal securities law, state law governs issues concerning the right t8
control the litigation unless the state law in question conflicts with the policied
represented by the provision of federal securities regulation from which the claith
arises. 5 |
Few states today still require a plaintiff to make a demand on the corpoi’ation's |
shareholders before commercing dérivativ-e, action.  The decline -of dgthénd- on
sharecholders may have been‘v preraised - ** e erly qualify> of 'thé'
shareholder's decision, especiallyb'ln Wl(*tﬂv-l'-'i;h'fJ'm'“m'ﬂ\ﬁr\rnc ‘may not jlistify_ the cost

of making the demand. Reaniring the demand ta be made if the corporaﬁon'has a Iarge‘ v

number of sharcholders imposes considerable burden and expense on thé plaintiff:

38 (1938)304 US. 64.

359 Federal Rules Civil Procedure 23.1. -

360 (1979) 441 U.S. 471. -
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In addition to the demand requirement on shareholders, about one third of the
states impose special security for .éipense requirements on derivative plaintiffs and
many jurisdictions in the United States also have rules controlling the settlement of
voluntary dismissal of derivative actions. The security for expense statutesrequire the
plaintiff to post security, out of which the defendant's litigation costs can be paid if the
action is unsuccessful. Some statutes provide that this requirement is unapplicable if
the plaintiff owns more than a specified amount of shares. The security for expense
provisions were enacted in response to assertions that many derivative suits were
frivolous and were brought as strike suits to exact a settlement of little benefit to
anyone other than the plaintiff's attorney.

The potential for disparity in economic interest between the plaintiff's attorney
and the plaintift is part of the explanation for the special tweatment of voluntary
dismissals and settlements of derivative litigation.36! Although, in the United States,
the parties bear their own litigation costs but a long standing conventiof has permitted
the plaintiffs attomey's fees to be taxed. on any common fund recovered by thé

plaintift on behalf of the corporation, whether created as a result of judgement aftef

trial or through a settlement agreement. Thus, the plaintiff with little investment in the-
corporation may have no investment in the action if. the attorney has been engaged on 4 |
contingent fee basis. The individual defendant's interestin negotiating the agreement i
to minimize their personal financial contribution and loss. These factors suggest thét‘ﬂ
the mode of settlement negotiation may not adequately protect the interest of the
corporation and all of its shareholders because more of the actors m the negotiating

process has economic interest that are necessarlly closely ahgned with those of the. k

corporation. 362 Asa result the federal rules of civil procedure and most states now . ,; ‘ Lol

361 - D A DeMott, supra note 103 at 267.

362 lbid at 267.




require judicial approval of any settlement or voluntary dismissal of a derivative action

and require the court's approval“"‘to be oreceded by notice to the corporation's
shareholders of the terms of the settlement agreement. The notice enables any
shareholder who objects to the terms of the settlement to come forward. The court
reviews the terms of the agreement, including the amount to be paid to the plaintiff's
attorney and the basis on which the fee was computed.

The procedural and substantive requirements which have been outlined make the
bringing of a derivative action in the United Statesa difficult undertaking. Designed
primarily to prevent strike suits in which the plaintiff may directly benefit and to limit
the diversity jurisdiction of the federal court, these requirements have served to confuse
an already complicated area of the law and thus diminish the utility of the derivative

action as a remedy for corporate misconduct.

The Statutory Reforms in Canada

In Canada, mindful of the problems of the minority shareholders in attempting
to bring directors and senior management to task for misdeed or negligence, most
legislatures decided that the shareholders should be given a statutory derivative action,
Qutario was the first jurisdiction to introduce the _remedy m Canada. The Lav_vrence‘
Committee after considering the altematives to a Section 210 of the 1948 UK.
Company Act approach (to theextent that Section-210 was available_ to relieve .againsvt
the rule in Foss v. Harbottle) concluded that the derivative action sesmed to be the
most effective remedy to enforce the statutory standard of conduct and care which \"vas’ :
then to be imposed on the directors in the exercise of their responsibilities. The'
Committee was also mindful of the consequences generated by strike suits and collusive -
settlements by litigants in the United States but expressed satisfaction. thatk"tkhe o
undesirable characteristics of the derivative action could be avoided. - They ﬁnally

suggested that the remedy could and should be adopted in Ontario law and practice to S
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serve as an effective procedure whereby “corporate wrongs could be put l'ight“.?’63
Other legislaturesfollowed Ontario. 364

Most of these provisions codified and to some extent modified the common law
position. It would be instructive to set out one of these sections and the British
Columbia Company Act will be most appropriate for our analysis. References to any
differences with other provisions will be made where applicable.

Under Section 225 of the British Columbia Companjj Act 1973 (as modified), a
member or director of the company, subject 'to four qualifications, may with the leave
of the court, bring or defend an action in the name and on behalf of the corporation.
An action may be brought to enforce any right, duty or obligation owed to the
corporation that could be enforced by the corporation itself or to obtain damages for

any breach of any such right, duty or obligation. The four qualifications are: that

(2)  he has made reasonable efforts to cause the directors of the corporation td
commence or diligently prosecute or defend the action, .

(o)  heisacting in good faith,

(¢)  itis prima facie in the interests of the company that Phe action be brought or
defended, and » » “

(d)  in the case of a member, that he was a rr]tfmber Of Fhe corporation at-thc? time of
the transaction or other event giving rise to the cause of action. 36

The British Columbia statute and indeed all other statutes that has provided for the

remedy in Canada give a paramount role to the court. This approaéh may have beeﬁ :

influenced by the existence of many strike suits and unnecessary harassment Qf

corporationsby corporate litigants in the United States about which Canadian draftsmen
363 .

Lawrence CommitteeReport, supra note 279 at 63.
364

British Columbia vas the next Junsdxctlon to introduce the remedy See'B. C.C A S. B C
1973, C.18, S 222

365 Section 225(3) B.C.C.A.
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were most apprehensive. Leave of court appears to be the compromise struck by the
draftsmento allay the fears of those who thought imminent tragedy was approaching by
the conferral of a derivativeaction right.366

While such action is pending, the court may give directions for the conduct of
the action and order that the corporationpay the interim costs of the persons controlling
the conduct of the action.367 in addition, on the final disposition of the action, the
court may order that the costs taxed as between a solicitor and his own client be paid
either by the corporation, or by the person bringing the action.368 No action brought
or defended under Section 225 can be discontinued, settled or dismissed without the
approval of the court.369

Subsection 225(7) goes to the issue of the majority’s ability to ratify misconduct
and provides that no application made or action brought or defended under the section
shall be stayed or dismissed by reason only that it is shown that an alieged breach of a
right, duty or obligation, owed to the corporation, has been or might be approved by
the members of that corporation, but evidence of that approval or possible approval
may be taken into account by the courtin making an order under the section.

Subsection225(8) was not in the original provision but was added by Section 48
of the 1976 Amendment Act. It defines a member for the purposes of the section to

include

66 T

-Z.iegel, et al, Cases and Materials on Partnerships and Canadian Busines§ Corporations, 2d. ed.- - -=*" !

(Toronto: The Carswell Co. Ltd. 1989) at 1033. Fischel and Bradley stated that the
requirement for leave of court is a recognition that the costs of a derivative action enforced by
those with a small economic stake in the venture outweigh the benefits unless limitations are
imposed to reduce these costs. See Fischel and Bradley, “TheRole of Liability Rules and The
Derivative Suit in Corporate Law: A: Theoretical and Empirical Analysis”, Law and Economics
Workshop Series, Number WS 11-11University of Toronto, 1985 at 43-44.

367 Section 225(4).
368 section 225(5).

369 Section 225(6).




(a)  abeneficial owner of a sharein the corporation, and

(b)  any other person who, in the discr.éion of the court, is a proper person to make
an application under the section.
Following the enactment of the statutory derivativeactions, it is now settled that
the provisions dealing with the remedy have abrogated the common law position so that
it is no longer possible to bring an action on behalf of the ¢corporation independent of

these provisions. This was accepted in Ontario first by Famham v, Fingold®"® and

later followed in Goldex Mines Ltd. v. Revill3’! and Feld v, _G_ILC_k.372 Despite an
argument to the contrary, based both on the rule of statutory interpretationthat changes
in the common law must be expressly made (which, it was argued, was not done by
S.222 of British Columbia previous Company Act) and on the differences in the
wording between the Ontario and British Columbia provisions, the courts in British
Columbia have reached the same conclusion.373

The main thrust of the statutory derivative provision is the overriding role givert
to the courts in determining who shall be allowed to bring an action on behalf of the
corporation. Compliance with the preconditions is mandatory but once complied with,
the court's opinion to grant leave is discretionary.

The adequacy of the existing statutory provisions regulating the denivativeaction
depend to a large extent on how successful the court"s have observed and interpreted the

procedural requirements for the-application of the remedy. We shall therefore examine -

some of the procedural issues relating to the remedy and the court's response to them,
370

(1973) 33D.L.R. (3d) 156.

371 . :
(1974) 54 D.L.R. (3d.) 672 (0nt.C.A.). Seealso Slutsky, "Shareholders' Persopal Actions -
3L

New Horizons', (1976) 39 M.L.R.

32 (19758 OR. (2d.) 8.
73

Shield Development Co. v. Synder and Western Mines Ltd. (1976) 3 W.W.R: 44. ‘The
plaintiffs ia this case argued that the Ontawio prevision was mandatory while the B.C.. section

was permissive and therefore should alfow a common law action as well as the statutory one, ™"
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Procedural Requirements of the Statutery Derivative Action and the Judicial
Response

Standing to Sue:
(@  Contemporaneous Membership

While the Canadian Busiress Corporations Act™ provides a wide range
of applicants by conferring a right ot application upon "complainants” (defined
to include shareholders, present and past creditors, directors and any person
considered proper by the court), the British Columbia Act provides a narrow
range of applicants by limiting the right to apply to members and directors.
Although Subsection 225(8) of the British Columbia Corporations Act purports
to extend the meaning of a member to include anyone considered a proper
person by the court, a member must have been such at the time of the
transaction giving rise to the action.

The requirement!; of contemporaneous membership in - = - g
Columbia provision narrows down the scope of potential applicants who Cﬁf

benefit from the protection afforded by the remedy. There seems to Bg pg

Justification  why  shareholders who -discover . \_V_Iggggg.igg gf Bross

mismanagement which took place prige ‘ ‘ uld be

remedy. . gome commentators) hav

argued that this requirement serves as a precaution to stop or prevent strike - - !

prevented from taking advantage of

or "bounty hunters". 375 However, these fears canbe adequately dealt with by

the court's supervision of settlements. The sequirement of contemporaneous

374

5.238.

For example, M.P. Krysinski, "Denvatwe Suits and the Specml ngatxon Commmee A“" ' ,"‘ .

Question of Balance in chhxgan Law" (1982) 29 WayneL Rev. 149 at 153.




membership may result in inequity as between past and present shareholders,

discriminating against those who actually suffer the loss. If the acts have only
recently came to light, this may affect the value of all the shares held at the time
the information reaches the market regardless of whether the shareholders held
them at the time of the breach of duty.37

Judicial decisions have tended generally to limit the scope of potential
applicants. Re Daon Development Corporation®”” manifests judicial reluctance
to use the statutory discretion to expand the ambit of potential applicants. Here,
a debenture holder was refused standing on the grounds that his remedies, if
any, should arise from his debenture trust documents. Wallace J. held that to
be a proper person, an applicant must have some direct financial interest in the
manner in which the affairs of the corporation is conducted.

From the shareholder protection perspective, the judical reluctance to
expand the ambit of applicants may seem plausible to prevent the multiplicity of
litigations by throwing the floodgate of litigation open to all. There may be
possible abuses of the system if a more liberal judicial approach is taken. On-
the other hand, there may be good reasons for extending the scope of potential
applicants, for example, to the employees of the corporation,.who.it has been
suggested,378 stand to lose their livelihood through negligent or fraudulent

- management - a consequence asserted more disastrous tharrthe direct economic
loss which might be suffered by shareholders. However, employees a're usﬁally k

more adequately protected by their employment and trade union contracts.

376 ’ : ‘
For a judical decision allowing shareholders to recover for breach of dutv which occurred orior

to their purchase of shares, see Regal (Hastings) Ltd. v. Gulliver (1942) 1 All E.R. 378.
377 (i984) 54 B.C.LR. 235 (B.C.5.C.). =

378 M Maloney, "Whither the Statutory Derivative Action?”, (1986) 64 Canadian Bar Review,
309, 318. : . PN K
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Thus, there is no immediate danger in precluding them from applying under the

remedy.
Unlike the Canada Business Corporations Act, the British Columbia
Company Act does not extend the right of application to the Director (or
Registrar of Companies). Granting the right of application to him may be
premised on the market-public perspective. Most shareholders hold diversified
portfolios and have tangible economic interests in ensuring honest and open
corporate governance. A contrary argument may however, be that extending
such right to the director may force upon shareholders the costs of enforcing
socially desirable conduct; 1in effect, forcing subsidization of the public
200d.379
An intriguing questicn which arises under the British Columbia standing
requirements is whether the right of application should be extended to past
members. The Canada Business Corporations Act clearly contains an express
provision which extends the right of application to former members. Generally,
the nature of relief obtained under the derivative action and the essence of the
remedy (being a vindication of corporate wrong) may negate any argument for
extension of the remedy to past mempers. But a shm'_qhdlder might have
suffered a diminution of his investment interest inl .the corporation as a hresult’of B
_which he was compelled to withdraw his interests. EXltlpg the c_qrporation’
might not have adequately compensated' the shareholder, forl'ahy ioss suffered
because of the director's breach of dufy. In recognition of this fact, the Capa;ja_

Business Corporations Act provides in Subsection 240(cy that the cyoiirt may

make an order directing that any amount adjudged payable by a defendant mthe B

action shall be paid in whole or in Vpart directly to former and preé_cnt‘sécurity S

Fischel and Bradley, supra, note 366 at 149.- :
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holders of the corporation. Extending the right of application to previous
members may be importan"t“for instance, in a case where there was a wrong to
the corporation, and control of the corporation had passed to new hands and the
shareholders who were indirectly damnified by the wrong at the time it was

committed and no longer shareholders. 380

[y

The Bona Fide Applicant
Another standing requirement is that the applicant must be acting in goodw
faith. The inclusion of this’ requirement may be justiﬁéd on the ground that it
prevents vexatious and malicious actions. Unfortunately, none of the statutes '
has provided any definition of the type of conduct that would fulfill the good
faith requirement. Judicial decisions have not helped either. Courts usually
adopt a negative definition by pronouncing when an applicant's conduct does
not fulfill the bona fide requirement. 381 In Re Bellman and Westem
_QMMBSZ it was suggested that lack of bona fide may be evidenced by
the fact that an applicant has available other actions with Substantlally the same
remedies. ;

However, deductmg lack of bona ﬁde from the apphcant s decmon not’
to pursue alternative actions may lead to the mtroduchon of extraneous factors-f'
in the good faith requirement. ,Where'an_alleged conduct glves nse to many'

causes of action, it i3 suggested that an apphcant should have the nght 10 choxce.._

of action or can plead them m the altemative prov1ded that the reqmsne rules of

- court are observed. Courts should therefore look for more acceptable cntenon i

Fortunately the B.C.C.A. DlSCUSsmn Paper l99l recommends the extensxon of the nght of :
: applxcatlon to past members. : A

See Anderson V. Anderson (1979) 105 D L R (3d ) 341 at 343

' (1981) 1301) LR. (3d ) 193.
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for evaluating the good faith requirement or dispense with this requirement if

other procedural requiremeits are substantially complied with.

2. The Demand Reguirement: Reasonable Effortsand ReasonableNotice,

The rationale for the demand requirement is to enable the corporation to have
the first opportunity to exercise its right to sue. Although the British Columbia
Corporations Act and the Canada Business Corporations Act provide that the applicant
inform the corporation of alleged wrongdoings and of his intention to pursue an action,
the specific provisions of the two Acts differ. While the Canada Business Corporations
Act requires only that “reasonable notice” be given to the directors of his intention td
apply to the court if the actionis not prosecuted, the British Columbia Corporations Act
requires that "reasonable efforts" be made to cause the direetors to cofixnienee ‘cr‘_
defend the action. | o

Neither Acts stipulate what type of conduct will constitute reasonable nouce or
effort. The determination of th amount of mformauon which shall be glven to the‘
directors is very important smce Shareholders usually have httle hard ewdence to
support their claims. Access to corporate information may be limited. - It would |
therefore impose severe restraints on ‘applicvams if "there was a court kmposed
requirement that they verify and determine With Sp@iﬁcity the actiep‘to I;epursued

The board of directors, on the other hag_l_d, must be given lsufﬁ‘cient information

regarding the alleged wrongs to reach a reasoned dgci_sion as to whether the éorp()ratiop 17. L

should take action. However, they are better placed to seek out information if givena -
clue as to the area of the wrongdoing. It is suggested that the burdeh on the appiiean; : |

should remain relatively light.

Courts have approached the jssue with’ a relatIVely great degree of llberal' oy

. -. dlsposmon. The concluswn gathered from demded cases suggest lhat it is sufﬁclent to!, e
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identify the impugned transaction. In Re Northwest Forest Products Ltd., 83 the court
held that the applicant need not spécify the exact cause of the action but merely give the
board of directors sufficient facts to find an endorsement on a generally endorsed writ
of summons.

Some decided cases suggest that the degree of information required from the
applicant may vary depending on the expertise of the intended recipient. These cases
hold that where the intended recipient has the requisi@ expertise to decipher with
reasonable clarity the lmP'-igned trancaction nn mare should be requrred from the
applicant than a general idantifinntinn af tha hranch  Tn Ariscterans o r:,..,;..\f,, 384
Cory 3. considered that two letters sent by the applicant's lawyer outlining grievances
without any particulars were sufficient to fulfill the requiFément'becatise of tho
expertise and qualification of the diregfoy (a lawyer) receiving they oemand letter.

Although the effect of the cqlry's flexibility in determining when the demand
requirement is met manifests its readiness to grant leave if the other procedural B
requirements are satisfied, the adaption of the snhiectivé test ao, done in Armstrong's '
case may sometimes generate UREEFAIAEY aaéiaeauiti% i EBrporate law. The case
prim2 facie suggest that when the director-recipient is a lawyer then no particulars of
grievances may be necessary; (o satlsfy the demand requrrement However sight

should not be lost of the fact that most if not all drrectors (who are not lawyers) usually

consult lawyers for legal adviga an rarsipt of demand letters.- The questron that arises - a5
1s whether an applicant should go furthgr. ﬂﬂan the apphcant in Armstrong s case o 7
specify particulars of wrongdoings or shgyld he be allowed to assume that the drrector L

Inlends 16 consull & Jawyer on receipt of the letter" The danger in adoptmg th:s test

may be  to brmg into consrderatron extraneous factors not consrdered by those‘

383 (19754 W.W.R. 724 B.C.S.C).

384 (1970)20 O.R. (24) 648 (Ont. H.C.).




responsible for corporate law reform when the derivative action was introduced into

Canadian corporate statutes. It7s therefore suggested that courts should be wary in
following the test laid down in Armstrong's case and other cases based on the same
reasoning.

Another problem which arises under the demand requirement is with respect to
situations where the directors are themselves the wrongdoers. An interesting question
1s whether the demand requirement should be dispensed with if it is obvious that it will
be a futile attempt to ask the directors who are the very wrongdoers to initiate
proceedings against theﬁﬁselves.ass There is often no possibility that the directors will
resolve to bring an action on behalf of the corporation against themselves. To inform
them and ask them to bring such an action may lead to hostility and delay in what is
likely to be a lengthy proceeding, Some commentators have expressed the opinion that
in these circumstances, the demand requirement can and should be dispensed with in
accordance with the futility test, 35 -

Two conflicting interests can be identified to be at stake here: the right of the
board to have sufficient time to decide whether an action should be brought by the -
corporation and the possible abuse by a hostile board of the demand requirement to
Gelay and cause furthez expense to an applicant. It may be helpful in this:regard-to .
draw a distinction between cases where the boarélﬂ is apparently neutral and 'tho.s.e whéfe ‘
the board is comprised of the very Wrongdbers. It is suggested th“atwthe Acts be
amended to provide that the demand requirement on the directors be dlspensed w1th 1f

the applicant can establish that it would be futile making such demand However

where the board is apparently neutral, it is still essential that demand be made first and, o e

Some jurisdictions in the United States apply the futility test to dispense. with the demand .-
requirement on the directors in situations where the applicant can prove that it would be futile -
asking the directors to initiate proceedings, for example, Delaware and District of Columbia,

386

(1981) 69 Cal. L Rev. 885 885.

‘ J.H. Schnell "A Procedural Treatment of Denvatlve Sult Dnsrmssals by Mmonty Dnectors ,f,_ e
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reasonable time given to allow the directors to decide whether or not to initiate

proceedings.

3. The Interests of the Company,

Nong of the statutes provides any definition of the phrase: "the interests of the
company”. The courts have kept the phrase fluid to deal with the changing
circumstances. In Re Northwest Forest Products 14d.387 the court considered that the
test was met if a bona fide claim against the corporation could be shown. It was not
sufficient for the respondents to rebut the allegation by stating that the corporation
would be prejudiced by pursuits of the claim; although the court stated that it would
consider the consequences of a final order on the corporation. In Re Mare-Jay
Investments Inc,,3%® the court stated that one merely had to ask whether the action was
frivolous, vexatious or bound to be unsuccessful. Similarly; the court in‘ Re Bel]man
IndustriesItd. and Western Approaches Ltd.3# refused to place a heavy omis of proof

on the applicant stating the he need only show that an arguable case exists.

Despite the above manifestations of judicial willingness to éncouré.ge and allow
the use of the derivative action to remedy corporate wrongs, réée.nt cases "seem“ to
impose more stringent requirements regarding the evidence needed ti) show that it is in
the interests of the corporation that an »actic;h, b.é brougﬁt.' For instance,‘ in Qg@ o

Development Corporation; Wallace J. requiréd conglusive ev‘idencekthat the alleged -

wrong had been committed or at Jeast that the pétitioner show that Daon ‘was probably

insolvent at the time the dxrectors authonzed the payment of d1vxdends. Furthermore

" Re Beren ski>90

introduced two new requ1rements. First, the apphcant has to dxsclose‘ i )

BT (1975 4 W.W.R. 724.

'»»(1974) SODLR. (0)45.

Supra, note 382

_ (1981) 15 sask. R, 182.
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the circumstances upon which the courts sheuld decide that it would be in the interests
of the corporation to maintain an action. Secondly. he has to disclose the financial
situation of the corporation. This second requirement may have the effect of making
the granting of leave to institute a derivative acn'\on to depend on whether or not the
corporation has financial resources to pursue an action. Clearly this is not a
requirement of any of the corporate statute and should not be read into the provisions.
Although the granting of leave to institute a ¢ferivative action is discretioniary on
the courts, it is suggested that the discretion should be exercised in accorde.nce‘with'
legislative purposes and intention in introducing the “derivative action as a means of.
policing the board. If the financial strength of a corporation is taken as a factor in"
granting leave, then a director or any other person who completely raided the corporate
treasury may escape sanction because the corporation cora\d ‘not afford to pursue the

action, whilst a "less daring manipulator"3%1

mlght have to pay the full prrce. ,

The "interests of the corporation" requirement may be relevant consrderatron in
granting leave especially if the directors put up the defence that a corporate action
would be detrimental to corporate privacy or business. The possibility of such clefence
suggests that there are times when the cost of corporate litigation may outwergh any‘ ‘
advantage or benefit to be derived therefrom. In such mrcumstances -t may be proper g
to assume that it will not be in the interest of thecorporatroo to brmg an ac‘tron.; .But-
the severity of the wrong and its possible effect on the corporatiom mu‘st_a1Ways‘ be
considered. . » |

- 'If the view is accepted that general corporate mterests usually. supercedes the‘ '

interests of an 1nd1v1dua1 sharcholder, the retention of this requ1rement may serve tor;" :

prevent shareholders from brmgmg actions whlch may not be i in the overa]l mterests of: _f-

the corporatron to lmgate Given the fact that corporate statutes: provrde avenues for

91 A Maloney, Whither the Statutory Derivatiye Action?" (198’6)64“ Can. Bar Re'vg 300, 0
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redressing personal corporate injuries suffered by shareholders (examzgle, oppression
remedy) it is desirable to retain the "interests of the corporation” s2quirement.
However, the courts should be cautious in interpreting this requirement to avoid
introducing extraneous considerations which may beclead the real intent and purpose of
the requirement as one of the pre-requisites for the granting of leave to institute a

derivative action.

4, The Derivative Action and Special Litigation Committees

A primary consideration of this chapter has been an examination of the
adequacy of the statutory remedies available to shareholders. It is however necessary
to say a few words about the special litigation committees because the consideration of - -
extraneous factors in deciding whether to give leave to initiate a derivative action may’
encourage the mtroduction and acceptance of these committees in Canadian corporate
law. '

The use of special litigation committees has generated great controveny 1n the
United Statesand it may be briefly stated that there are conflicting judicial attitudes to
the adoption of such committees. Where adopted, such committees usually’ look into an
alleged wrong and determine whether it is m the best mterests of the- corporauon to

pursue the matter in court. In Auerbach v. Bennett,” 32 the pr Vo:k Pml of

Appeals-held that while the substantwc aspects of a decision to termmate a
shareholder's derivative action against defendant corporate dlrectors made by a.

committee of disinterested directors appointed by the corporation’ s board of dlrectors R
393

. are beyond judicial mjury under the business Judgement doctnne, the court may ‘

inquire as to the disinterested mdependence of the members of that committee and-asto- ‘

392 (1979) 419 N.Y.S. 24. 920
393 -

A concept yet to be accepted in Canadlan cmpomte lnw




the appropriateness and sufficiency of the investigative procedures chosen and pursued

by the committee, 394

On the other hand, in Zapata Corporation v. Maldonado,395 the Delaware
Supreme Court held that the court has an overriding role to examine the decision or
recommendation of such committees. The court, according to the decision, shall apply
a two-step test. Firstly, it shall inquire into the independence and good faith of the
committee and the bases supporting its conclusions. If the court determines either that
the committee is not independent or has not shown reasonable bases for its conclusions,
it shall hold that the committee has not carried out a reasonable investigation. The
second steps consist in striking a balance between legitimate corporate claims as
expressed in a derivative shareholder suit and a corporation’s best interest as expressed
by an independent investigation committee. The court should determine, applying its
own independent business judgement, whether or not it is in the best interest of the
corporation that the action be maintained.

At the present, the use of special litigation committees has not been adopted
under Canadian corporate law although the case of Re Bellman and _Western -
Approaches Ltd. suggests the possibility of its adoption in the future. The focts of this
case were uncomplicated. A  quarrel between two' “control groups -of . Western
Approaches had made corporate discussions difficult. The Bellman group brought this
action alleging inter alia, that an informatiod circular distributed by the directors of -
Western contained untrue statements of material facts and omitted to state material faets7 .
as required by the Federal Act and regulations, and that the directors had exercised

their powers oppressively to the plamtlffs and i in complete dlsregard of thexr mterests

The corporation attempted to divert the action by refernng the mattcr to then' lawyers caE

394 Ses also Roberts v. Alabama Power Co, (1981) 404 So. 2d. 629 (Ala); Alfordv Shaw (1986)"

“N.C.349 S.E. 2d. 41 (North Carolmu Supreme Court). -
395

(1981) 430 A. 2d. 775.;




who advised that Price Waterhouse and Company, independent auditors, scrutinize the

corporate records of Western to determine whether there were any mstances where

directors did not act honestly or i good faith or exercise the skill and diligence of 2
reasonably prudent person or whether there were any material contracts to which the
company was a party, in which the directors had an interest and whether such interest
was disclosed. Price Waterhouse carried out the investigation apparently on a restricted -
basis and reported that there were no undue excessive billings. Counsel for Western
advised that no action be taken against the accused directors. Accordingly, Western's
board of directors decided not to commence an action as requested by the plaintiffs.

One of the issues before the court was whether or not the recommendation by
the board of directors not to proceed with' the action should be taken as conclusive
evidence that such an action would not be in the interests of the corporation.  The court '
held that that decision by the board of directors not to prosecute an action was not
impartial. Four directors were not independent because they had been elected'by the
Duke group, the people under nvestigation. Although their decision was based on the'
independent reports of accountants and outside lawyers, the court cohsil'dered that th’e‘
limited scope of these investigations was insufficientto determine the decision, one way

or another. R SRR
The decision of the court in this case apparently i)raauppoaes .that if ivn fact thé
board 0£ directors who took the decision not” to _pursue the action could. have bee-n .
shown to have been independent and 1mpart1al thelr refusal wouldhhave dec1ded the .
issue. Unfortunately, no other Canadian reported case addressas the issue of ’whether‘: a
disinterested board of directors can determihé with finality whether:a proposed aotioni is

in the interests of the corporation.

There is no unammous oplmon among academlc commentators on the issue
either. " Some are of the opinion that such commntees reﬂect an optrmum so;utron to T

: balancmg the conﬂrctmg mterests of corporatlon and shareholders or a mean< by‘y :
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which fims can contract around or opt out of derivative suits.3® Others see it as

tolling the death knell of the derivativeaction.

The advocates of the special litigation committees have put forward reasons to
justify its introduction into the corporate process. They save time and expense to
corporations. By allowing a committee to make its own determination, a proper result
will be reached with lower transaction costs.3*7 Special litigation committees are also
advocated because they are considered able to allocate risk efficiently. 398 Deriyaﬁve
actions distribute risks ineffectively by placing the entire risk upon directnre rather than
the more efficient risk bearers (shareholders). This may have undesirable side-effects
encouraging management to become less risk averse and less effective and productive. |
Shareholders, it is argued, will benefit more by spreading the risk among themselves. |

However, whatever may be the argument in justification of the use of special
litigation committees ‘there may be sound reasons for its non adoption. In the first -
place, such committees may effectively destroy the real utlhty and purpose of the' -

derivative action. The purpose of the derivative action is to serve as a deterrent =

ensuring ¢hat directors carry out their ﬁducrary duties. ' It ensures that shareholder'
remedies do not remain "illusory.~ Secondly, there may be problems withthe »selection :
of the members of‘ the committee. , The possibility that they will hatve ties; sOcidl Or
economic with 1ns1ders and -perhaps the wrongdoers themse) ves, cannot be ruled out,
Such close relationship may affect the soundness of any decision or recommendatron,

made by the committee. The result will be that many wrongdomg by dlrcctors and

otker corporate officers will be prevented from coming into fuil pubhc v1ew

396 For example, Fische} and Bradley, supra, note 366..

397 . Fischel and Bradley, supra, note 366.

398 1bid.
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Under Canadian corporate law, the procedural requirements for initiating a
derivative action is a matter of statutory provision. Courts are given the mandate to
decide whether it is in the interests of the corporation to allew an application for
derivative action. Conferring such a decision making power to a special litigation
committee or any other committee appointed for that purpose will amount to an
abdication of judicial responsibility which may have undesirable corporate
consequences especially for the minority shareholder.  Furthermore, it requires
legislative intervention to confer upon a body other than the courts the puwer to declare
that an action is not in the best interestsof the corporation.

It is therefore suggested that if such a committee is set up and does investigate
an individual complaint, the court should consider this as information which might aid

1ts own decision and not conclusive of the matter.

6. Costs and Indemnity in Derivative Action

We shall conclude our discussion by briefly examining the statutory provisron in
the British Columbia Company Act as it relates to costs on the final diépoéiﬁon of a
derivativeaction. Subsection 225(b) grants the court lhe discretion ‘to irnpose the costel
of the action on the plaintiff or other person controllmg the conduct of the actron

Given the costs of litigation today, this provrsron may ‘be a very effecuve

deterrect to a shareholder bringing a denvatrve action. r‘he essence of denvatrve actlon :

is that it is brought on behalf of the corporatron by mmorrty shareholders on the basrs -

that they are its representatives to obtain redress on its behalf.: That bemg so, “the :
applicant is in a position of an agent actrng on behalf of the corporatron and as, such
should be entitled to be 1ndemn1ﬁed by the corporatron agamst all costs and expensesA :

reasonably 1ncurred by hrm.




This has been the position adopted by the English Gort of Appeal in
Wallérrsteiner v. Moir (No. 2)%? where Lord Denning stated that

"if the minority shareholder had reasonable ground for bnnglnta%(
derivative action - that it was a reasonable and prudent course to

the interests of the company - he should not himself be liable to gy the

costs of the other side, but the company itself should be liable, because

he was acting for it and ot for himself. In addition, he should himself

be indemnified by the company in respect of his own costs even if the

action fails. It is a well-known maxim of law that he who would take

the benefit of a venture if it succeeds ought also to bear the burden if it

fails. This indemnity should extend to his own costs taxed on a [solicitor

and client] basis".

Shareholdersshould not be inhibited from commencing derivativeactions by the ‘
fear of being ordered to pay the costs of litigation even if the action eventually fails.
The risk of strike suits and frivolous actions is obviated by the presence of other
statutory preconditions for commencing a derivativeaction: a shareholder must obtain
leave of the court, he must prove that he is acting in good faith and that it is prima
facie in the interests of the corporation that the action be commenced.

It 1s therefore suggested that once the sharcholder has satisfied the preconditions
and obtained leave of court, the position as to costs and indemnity should be exactly as -

stated by Lord Denning.

The Appraisal Remedy

Introduction

Generally speaking, a dissenting shareholder has available to him two con_rs'cs ‘of

action other than the appraisal route, He may‘go albné With the majnri{y and hold his -

shares or he - may sell his shares in the market (if the corporanon in whlch the shares are.

held is a widely-held corpomtlon) But where he chooses to exerc1se hxs appralsali

399 (1975) 1 AILER. 849,



right, it will be assumed that he considers the right niore beneficial than the other

options open to him. As a reri’ﬂady provided for the shareholders, the usefulness and
adequacy cf the appraisal right depends on the ease and efficiency of the appraisal
procedures. If the appraisal remedy entails substantial costs or if the shareholder is
required to hang in uncertainty for a protracted period, then the game of appraisal may
not be worth the candle.

Questions which may be relevant in examining the adequacy of the appraisal
remedy include the following: How long will the procedure take to collect on a claim
under the appraisal statute? Who is to pay for the expenses of appraisal; the claimant
or the corporation? When does the dissenter have to make up his mind about filing the
claim and does he forfeit other remedies if he files? When does the dissenter cease to
be a shareholder for purposes of dividends, notices, suit and other matters? Once he
has undertaken the route to dissent and claim, may he change his mind and rejoin the
corporation? These questions and many more are relevant in assessing the adequacy of
the statutory provisions which confer the right of appraisal on shareholders. Space may
not permit us {0 touch on all the issues relevant to our evaluation but an attempt will be
made to highlight the more important onces. | |

The discussion shall be divided into four sections.  The- first-section considers
the origin and rationale for the introduction of the appraisal right in  Canadian
corporationlaws. - ‘ . 5 |

Section II examines the statutory provisions regulatlng the appraisal procedure '
The procedural requirements are highlighted since they will form the ba51s for
examining the adequacy of the current form of appraisal right. Since most Ca.nadlant

corporate statutes contain provisions relating {o the appraisal right, it unld ‘be most

imprudenit to set all of them out.  For this. reason, the C. B.C.'A.iurepres'eriting’thé‘ |

federal provision will be used as a model for our analysm References wxll be made to

other statutes where dlfferences necessnate
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In Section I, the practical problems of designing and administering ah
effective appraisal right are considered. It 1s suggested that the current form of thé
appraisal remedy is far from being adequate. In fact, it is bridled with many problem$
which include the allocation of the burden of costs, taxation of the award, questions of
procedure, and lack of precise method of valuation. Suggestions for improvement ar€
also made in this section.

Section IV examines the important question concerning the exclusiveness of thé
appraisal remedy. The determination of this may give us some insight into the extentt
to which the appraisal right aftfords protection to the munority sharcholder. It is noteé
that while the federal model contains two conflicting subsections which render the iss#€
ambiguous and unresolved, the British Columija Companies Act is silent on th? issue.
Recentjudicial and academic opinions are examined. It is suggested that the appraiséi.
remedy ought not to be an exclusive remedy. Suggestion for legislative intervention to
clarify the 1ssueis equally offered. |
I The Origin of, and Rationale for Introducmg the nght of . Appralsal m :

Canadian Corporate Law i

The introduction of statutory appraigal rivhts in'Canadian corporate law, which
permit shareholders to request, upon the occurrence of certam events,_ that the '
corporation buy their shares was intended to alter the balance hé)f rights between '

majority- and minority shareholders on fundamental corporate changes 400 . The

Dickerson Comumtice which recommended the mtroducuon of the appra.lsal remedy :

400

For general overview of the origin of appraisal rights, sce J.C. Maclntosh, "The Shareholde:fs A
Appraisal Right in Canada; A Critical Reappraisal®, (1987) 24 Osgoode Hall Law Journal 201, .

The first modern appraisal provisions applying to a variety of fundamental changes in widely- - T

held corporations were adapted in the British Columbia Companies Act, S.B.C. 1973, C.18, "

$.228. Prior to this period, the province of Ontario had adopted an appraisal ight in respect of - - e

closely-held corporations i The Corporations ‘Act, 1953, $.0..1953, C.19, 8.99. "In 1975
following the recommendation of the Dickerson Commxtteu, the appraisal right was enacted in
the Canada Business Corperations Act (C.B.C.A.) 8.C. 1974-75, C.33, S.184. The C.B.C.A..

provision was modelled after similar provisions in New York's Busmess Corpomnon Law Ch 4, : vt

Consolidated Laws, Law 1961 Ch 855.



215

into the Canada Business Corporations Act was much influenced by the reluctance of

courts at common law to intervene to protect minority shareholders where there was no

fraud or bad faith. They concluded that the state of the common law was "at best
unsatisfactory, at worst downright unjust”,401 The appraisal right was 1ntended 'toyy
strike a new balance between majority and 'minority shareholders - wh.ile: the majorlty

could "if they go through the proper formalities and if they pay ‘any dissenting

shareholders, effect almost any fundamental change with rmpunty" 402

the: minority
would have the right to opt out of the enterprise on the undertaklng of the change and if -
enough shareholders dissented, the further abrhty to block the fundamental change
altogether. According to the Commrttee the result is a resolutron of the problem that, :
protects minority shareholders from discnmmatron-and at the same time preserves i
flexibility within the enterprise, permitting it to adapt to changing business
conditions".403 . s ‘
Discrimination was not. the . only problem to whrch the apprars'zl nght was -
addressed. The Commrttee observed that the remedy could perform another fuqctron k
allowmg the mmonty to escape fundamental corporate changes that ‘ chango ‘
fundamentally the nature of the busmess in which the shareholder mvested" 404
The apprarsal remedy thus seeks to stnke a balance between the mterests of the :

majonty and mlnonty shareholders of the corporatlon “On. the one hand tradrtronalt

k‘ corporate legal theory recogmzes the abrhty of the maJonty shareholders, 1f they obtam

the requisite consent, to undertake fundamevntal'» corporate changes. 5 In a world of

R.W.V. Dickerson, J.L. Howard and L Getz, Proposals for a New Busmess Corpotntrons Law : i :
for Canada, Vol. 1 (Ottawa: Informatron Caneda, 1071) at 114 115 (Otherwrse called thej,.f .
Dickerson Report).

401
402 - Dickerson Repot, supra, note 3atlls. §
403 big,. -

CIbid.




216

changing business and commercial environment, a great deal of corporate flexibility is
necessary to meet changing conditions of business. Such changing environments may,
for example, require an alteration of the capital structure of the corporation, alteration

of the rights attached to different classes of shares in the corporation or even the

creation of new or elimination of existing classes of shares. Changes in the business -

environment may in addition necessitate rescaling the enterprise either by corporate‘ "

combination or by reduction in the size of the enterprise.

On the other hand, the minority shareholders desire :protection againsf
fundamental corporate changes resulting either in an alteration of the risk of the
business or impairing enterprise value and thus reducing the market value of the firm's

securities. Similar protection may be needed against changes in the rights attached to

various securities of the corporation which may have the effect of diminishing the value 1

of those securities.

In general, the appraisal remedy recognizes the power of :_the' ‘majority
shareholders to effect fundamentkaly changes,in the corporate structure while at the same.

time, giving any dissenting sharehplder the right' to insist that hig’ shares be purchased.

by the corporation. .

1% . The Statutory Provnsmns ‘

tht tnggers the appraxsal nghts are. fundamental coiporate transactlons Most ’
corporate statutes in Canada. give the shareholders the nght of appralsal in the event .
that a triggering transactlon occurs. For 1nstance, Sectlon 190(1) of the. Canada' ‘

Business Corporatlons Act enumerates a number of fundamental changes 1n whlch a'- Vs

 shareholder may insist on an appraJsal as a matter of nghts. These mclude. ;‘ -

(@ an amendment under Secnon 173 or 174 of the Amcles of Incorporallon to add L

or ownershlp of shareS'

change or remove any prov151ons restnctmg or constrammg the 1ssue transfe
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(b) anamendment under Section 173 of the Articles of Incorporation to add, change
or remove any restrictions upon the business that the corporation may carry on;
(¢) @ Tesolution under Section 188 to continue the corporation under the laws of
another jurisdiction; :
(d the sale, lease or exchange of all or substantially all of the corp()rati'on"s»
property under subsection 189(3); and | :
(e)  anamalgamation with another corporation otherwise than under Section 184,405 o
In that Act, in two other contexts, an appraisal may arise not as of rights but
pursuant to a court adjudication of entitlernent, %% Under the oppressiorl IlrovisiOn the
court may, as a remedial tool, order the corporation or any security holder to huy the
shares of the complainant,¢7 Similarly,i where a statutory arrangement is undertel(en,
the court has authority to order that any shareholder or shareholdersv may dis:sent under
Section 190,408 | - | e
The- apprmsal procedure as contamed in " the dlfferent statutes is hrghly
technical, "% with several d1st1nct steps to be completed in hmrted trme penods. In the
first pldce the appraisal nghts do not arise unless the shareholder drssents or abstams at
the meetmg and ‘sends a wntten obJectlon to the corporatlon at or before the
shareholder meeting. The appraisal remedy is not tnggered by thrs wntten objectron

and the shareholder must still send a' demand for payment to the corporatron w1thm a

703 L . SR R
Section 231 of the B.C.C.A. contains similar provision but goes further to provide appraisal

for the’ purchase of its shares) ‘and'S.268 (conversron of specnally lrmrted company mto a
company having 2 Memorandum of Assocmhon) &

Although we are concemed wnh srtuatrons where the shareho]der can claun appmlsal es of nght
Sectlon 241(3)(0, See also Sectlon 224(2)(0) B. C C A

* Section 192(4)(d) C. B c A.

: See generally C.B. C A. Sectlon 190(3) (16), B C C. A Secllon 231(2) (4)

rights in' circumstances enumerated under S.127 B.C.C.A. (company giving financial assistance, -
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20-day period#19 before it has a duty to repurchase the shares. Dissenting shareholers
must also return the share certificates within 30 days thereafter.4!!
If an offer is made by the corporation, the shareholder has 30 days to accept it.
If no offer is made, or if the offer is rejected, the corporation can bring the matter to
court, failing which the shareholders has a 20 day period to do s0.412 After the
demand for payment is sent in, the dissenting shareholder loses any rights to part101pate - » B

in the corporation. 413

The failure to perform one step in the allotted t1me may mean that appralsal
rights are lost. However the courts sometlmes do not mterpret these requxrements” ‘
stricfly. 14 The courts are also given the power to determine the value of the shares k

where the Corporation and the dissenting shareholders fail to do so.

l: © The Adequacy‘ of the Appraisal I’rovisions ih Canadian Corporote Law

Whether or not giving the mrnorrty shareholders an apprarsa.l nght is an"‘

effective means of protecting them in the corporatron depends largely on' whether the "

right of appraisal can be designed to meet the needs of the shareholders (the obJect of:

the protection) and also on the extent of the cost of the exercise of the nght to the » -
shareholder and the corporatron agamst wh1ch the nght is bemg exerc1sed :

The current form of statutory prov1srons regulatmg the exerc1se of the appr;usall‘

Itist

remedy raise basic questions about the  value of the right' to,shareholders.

) 41,0 S, 190(7) C B C.A. . InB.C.C. A Junsdlctron, he is requu'ed to. do thls wrthm 14 days (S 2‘ ( )

B.C.CA.).

41 5,190(8) C.B.C.A. Only 14 days is requrred in theB c c A.S. 231(3)

42 . 5.190(16) C.B.C.A Sectlon 231(4) B.C.C. A. provrdes no time within. whrcb an appllcatlon ~

could be made

S. 190(11)CB CA 5231(7)BCCA

) See, for example, Re Douglas Tric. (1980) 13 B L R 1‘35 157—58 (Que )
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worthwhile to take a closer look at some of the problems and see Wha}.‘suggestions _

could be made for a more adequate and effectiveappraisal right.

(@)  Problem of Taxation

The current income tax treatment of the proceeds of dispositions arising from.
the exercise of an appraisal right is far from being satisfactory. While the exercise of
the appraisal right by a dissenting shareholder triggers a taxable event for him, thg
fundamental corporate change dissented from often does not result in any taxable eveng
for the non-dissenting shareholder who chooses to stay on with the corporation.

A decision on whether to @.X@IQlS@ the appraisal right or not will mvariably
depend on, inter alia, the refative ta treatment acenrded diccontine and non-dissenting
members. On the one hand, a less favourable tax treatment for dissapters may create -
an artificial disincentive to the exercise of the appraisal right and tlau"s‘ ext‘enuate the
protection that the reniedy affords minority shareholders. On the other hand, a
preferential tax treatment of dissenters may result in shareholdersv exercising . the
appraisal right only foF tax reasons, "'a clearly wasteful a3d unproductive nse‘Of social
resources”. 415 It will pe imoroper to accord dissenters more favonrable treatrnent than

non-dissenters and vice versa. o T

A solution therefore 11es in fashronmg a tax rule whrch whlle not havmg the

effect of drmrmshrng the utrhty of the appralsal remedy, does not however create a’ "

1n the tax treatment of dissenters and non-drssentmg shareholders In thlsregard I k'f s

suggest - that drssenters should receive the same tax treatment that- non-dlssentmg‘ R

shareholders w111 receive under the terms of the fundamental corporate change More i g

‘specrﬁcally, if the fundamental transactron is such that wrll create taxable consequences

A5 big, ats0.
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for non-dissenters, then any shareholder who dissents from the transaction should be
subjected to the same tax treatment. This approach will invariably remove the tax
system as a consideration either for or against exercising the appraisal right, and
allowing the decision to be made purely on the basis of the nature of the fundamental

corporate change.

()  Cost of Re-Investment

Most minority shareholdersoften reinvest the proceeds arising from the exercisg
of an appraisal right into one corporation. Where this is the case, one of the burden§
which the shareholder has to bear is the brokerage and reinvestment costs. The thought
of bearing this extra burden on the exercise of this appraisal right may create &
disincentive on the minority Shareholder who may consider the game of appraisal not
worth its merit. This has led some commegtators to suggest that any brokerage fees or
other reinvestment costs be added to the appraised value of the shares. Such an
approach seems feasible. Tt has the potential of alleviating the ‘har‘dships which may -
confront the minority shareholder after exercising _his‘ right. of appraisal in one
<:orporation.“16 k |

However, as in the case of tax costs, the objective shouid be to ensure equal -~
treatment of dissenters and non-dissenters in order to elifninate ény artificial in?cen,ti\"re_
to exercising (or not exercising) the appraisal right. To prevent é_ny anomaly in the
treatment of both groups of sharcholders, some academic writers have suggested that
the problem of brokerage fees and other re—mvestment costs may be avmded by,

"awarding re-investment costs accordmg to a pre—determmed schedule, computed and

revised from time to time on the basis of industry averages, end awardmg a constant i

fraction of these costs determined by compuung a mean present value of future
"416.

At least to compensate for his involuntary loss of ownershlp - to make up for the fact that the;”“‘, :
sa]e is in hxs eyes, a forced sale. i




investment costs (based on a mean shareholder horizon to disposition in the normal
417 - ‘

course of events)".

This approach -may be the ideal one but it apparently involves some
computations which will render more confusing; “an already technical area of cbrporate
Jaw. Pending the adoption of a legislative solution fo the problem, the minority
shareholder still has to bear any brokerage costs generated by the re-investment of the
proceeds of appraisal. This is no doubt, at some cost to the efficacy of the appfaisal
right. |

(c)  Procedural Problems

The not-encouraging procedural provisions of appraisal statutés ih Canada has
led to the assertion that the statute(s) require a litany of notices, COunter-nqtices and
deadlines, and the shareholder who. fails to comply strictly with these provisions may
be disentitled from exercising-ﬁis appraisal . right. The provisions _increase thev
p0551b111ty of fatal technical ShlpS S ‘

One wonders then what purpose is. sought to be achieved by these techmcal
procedural requirements:. to protect .or to diminish the interests of the minority
shareholder? The court is empowered on the ‘applic’at‘ipn bf‘ thg corpbratio_n or.the - -
shareholder to determme a fair value for the shares. -No indicaﬁoﬂ is given as to who .
has the burden of proving fmr value No_-~prov1sion' is ma_c!é férlbpl’eadingsvo:r-

discovery.*18

417 Maclntosh, Tbid.

418 Under the C.B.C.A. 5.190(21), although the court may in its dlscrenon nppomt one or more_ L

appraisers to assist the court in fixing a fair value for the shares, no provision is made’ with

sespect to who bears the cost of the court appointed appraiser.. The B.C.C.A. does not contain & =

similar provision but only provides that the court shall determine the fair value of the shares on
the application of the coxporat:on or the dlssentmg member, It is suggested that where the court
decides to appoint an appraiser to help it'in fixing a fau value, the problems as to the burden of
cost of appomtmg the appraxser equally arises. 3 e :
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Fortunately, cognizant of the reasons which weighed on the minds of those -
responsible for corporate law reform in Canada, the courts have indicated willingness
to manifest great flexibility in interpreting the procedural requirements of the appraisal
statutes. In Neonex International [.td. v Kolasa*!® Bouck J. converted the dissenter's
application to determine fair value into an "action" to give the claimant the benefits of
pleadings and discovery. In order that the corporation bear the burden of provikig thé

fair value of the shares, the court ordered the corporation to stand as plaintiff and the

applicant as defendant in the reconstituted action. Similarly, in Robertson v, Canadian
Canners Ltd.,42°7 the Ontaric High Court directed a trial of the issue of fai::'value,
complete with pléadings, discovery, and production with the. corporation standirig as;
plaintiff. And in Jepson v. The Canadian Salt Comp’ any Ltd.,421 thevdvissentihg |
shareholder appeared to have’ failed to ébmp]y with the statute ina nufnbe? of importént
respects that might have proved fatal to his appraisal ai)pliéation with a less sympathefic B :
udge 472 | | o : T
Notwithstanding these judicial benevolence to the minority shafeholdér, it is stili‘ .
clear that the present procedural requlrements are far from bemg satlsfaclory More

could be achieved by legislative draftmg to take care of the procedural dlfﬁcultles

49 (1978)2W.W.R. 593.
420 (1978) 4 B.L.R. 29, At page 292," the court stated "the Act casts upon Lhei‘dir‘ectors ‘an
obligation to fix a fair value of the shares and to show. by accomparnying statements how it was -
determined. We read this provnsxon as casting upon the dxrectorq an obllgatlon, in the ﬁrst_
instance, to justify the falr value . : n

(1979) 7BL. R 181 (Alta. $.C. )

See also Doug]as Inc v. Janslowsky, Fraser and Co ‘(1980) 13 B LR 135 ‘(Que S. C),;
;Alexanderv Westeel-Rosco Ltd., (1978)4B LR 313 ; S o :
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(@  Fmancial Costs of ﬂ(g'gm_ng the Appraisal Rights

Two major issues confront the adequacy of the appraisal remedy with respect to
the financial costs of exercising the right. The minority shareholder who intends to
exercise his appraisal right ought not encounter financial cost problems that wouid
prevent him from doing so and destroy the utility of the right. On the other hand, rules
relating to the financial cost of appraisal ought not invite the minority shareholders to
abuse the appraisal rights for its nuisance value. k ‘

Under Canadian corporate law, courts have usually adopted the rule that costs
follow the event, in this case it follows the relative success of each party in
establishing a claim in respect of fair value. The uncertainty that attends the
determination of fair value and the degree of potential costs may deter an average risk-
averse shareholder from exercising the appraisal rights.. If the corporation is compelled
to bear the cost of the appraisal right, the burden of the costs will be shifted to_other '
shareholders. This invariably removes costs ‘as an obstacle to the exercise of .an
appraisal right. But this generates.its ¢wn prohlerns: shareholders may e)roloit the

appraisal right for its nuisance value.

A solution may bé found in imposing the costs of valuation on-the corporation

subject to the court's discretion to order otherwise if the applicant e)(er'cises the

appraisal right, bargains for a-Tesettlement or proffers a valuation in bad faith. -

' (e) . Lack of Precise Valuation Method

Another problem which may drmlmsh the efﬁcacy of the apprarsal nght as a"’f‘ -

minority shareholder right is the lack of any precrse method of evaluatmg the appralsal" .f ‘
shares. Under the C.B.C.A. and B.C.CA. (and even in cognate statutes), the court 1s‘
empowered, - on the apphcatlon of the corporatlon or the shareholder to ﬁx t “

~value of the shares. In the C B C A, the coun may appomt an expert valuer to help m"k k
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doing this. The B.C.C.A. does not contain a similar provision but states that the price
to be paid to a dissenting member for his shares shall be their fair value as of the day
before the date on which the resolution was passed including any appreciation or ‘
depreciation in anticipation of the vote on the resolution. »
Although the B.C.C.A. provision appears more promising, both Acts leave
open the important questions of what constitutes a "fair value" and what criteria are to
be used in establishing it? The meaning to be assigned to fair value is very impbrtant
as dissenting shareholders must be able to assess the utlhty of drssentmg and seeking
appraisal. Where there is a considerable minority, this assessment may be crucml for
if there are a large enough number of dissenters and the farr value to be asmgned to
their shares is likely to be higher fhan current market, the  costs of the proposcd |
transaction may become prohibitively hrgh and cause its abandonment In addrtron,'v
lack of precise valuation method may lead to uncertamty in the antrcrpated amount to 5
be awarded. i
As the determination of falr value becomes a matter for Judxc1al d1scretron m:‘
each instance, it also gives rise to multlphclty of de(:1s10ns and mtErpretauons by’i‘» :
courts A mmonty shareholder uncertam about the amount the court may cons1der that o

his shares are worth may be skeptrcal exercrsmg the apprarsal rlght even in- the face of. : e

a ﬁmdamental corporate change which he considers value-decreasmg The result is that i
“the efﬁcacy of the apprarsal right as an avenue-whereby the mlnonty barl-out of the
corporatlon in the event of a triggering transactron is further drmmrshed | ‘

Courts have confronted thrs problem An extensrve examlnauon of the vi'

Jurrsprudence in the arca is contained in Re Wall and Redekon Comoratron 423 where

Mr Jusnce MacFadane dechned to hold that farr value must mean market value He

4B 974)S0D.LR. (34733
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agreed that it is one of the factors to be weighed but it is not the sole or only factor and
that it could rarely be taken to be representative of fair value in expropriation cases.

In more recent cases, the courts have interpreted the phrase "fair value" in &
manner which advances the remedy provided by the appraisal right. For instance, if ‘k

Domglas v. Jarislowsky, Fraser and Co. ,424 a case which arose out of an amalgamatioh

squeeze out under Section 190 of the C.B.C.A. , Greenberg J. noted that

"the appraisal remedy should be construed and applied in a fair, large

and hlr))eral manner, so as to achieve its pmznsary purpose of protectlng

and benefitting the dlssentmg shareholders" .
He went on to conclude that a "fair value" would be one which was just and equitabk .
The terminology contained within itself the concept of adequate compensatich
consistent with the requirement of justice and equity.*?7

Notwithstanding above willingness on the part by the judiciary to interpret what |
constitutes a "fair value" in a manner that advances the remedy offered by vll‘l_e appraisal
right, the basic appraisal provisions could stand some impro{reméht by a legislaﬁve

inervention containing a more precise evaluation method.

Summary
Whatever the poiential atiractions inherent in the appraisal right, unless.it can bék .
made to work in practice, it cannot_fulfil its. functions. Many procedural and otherk

limitations inher the adequacy of the right i in its current form

424 (1980) 13 B.LR. 135 (Que. S.C.); affd. (1982) 138 D.L.R. (3d) 521.

425 1bid, at 13, B.L.R. 162.
427

Of particular interest to Greenberg J. was the fact that while the expression "fair velue® appears
eight times in S.190, the first five tinies it is preceded by the definite article *the” ‘and on the -
last three occasions, by the indefinito article "a". "The" fair value xmplles that there is not one,g, :
but rather several possible fair values. There exlsted 8 range Withiri which the value could be
fixed by the court. To GreenbergJ.'s mind, this was no accident nor coincidence.: "Parliament .
must be assumed to have inteationally and dehberate]) distingbished between those mstances

where “the” fair value is used and those where "a" (fmr value) is employed" atp. 165 :
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Amendments can be made to the procedural provisions that could improve it§
efficacy. Any changein this direction would definitely have the effect of reducing the
uncertainties currently associated with the exercise of the remedy. Minority
shareholders would beneﬁ. more from any improvements which make appraisal right

more attractive.

IV:  Isthe Appraisal Right an Exclusive Remedy?
A further problem which the existence of the apnraisal right vives rise to, is that

of the exclusiveness of the remedy. The reenlnfion of thic nrohlem will heln ana t

evaluate the adequacy of the right =« a’ remedial option to the minority shareholders,

Any provision which does not advance the remedies afforded minerity sharehoi_ders

should not be considered an appropriate one. If the appraisal right is an erclusiye

remedy the exercise of which forec 0ses other types of relief, it will be of little value o

adequate relief. Furthermore,‘ takmg into consxderahon the uncertainties v_m, the"current :
form of the appraisal remedy with a catalogue of procedures which "demand religious

adherence, a minority shareholder stands the rlsk of losmg his entire nghts if. he fails to- '

oblain relief under the appraxsal provision on’ grounds of non-comnhance thh S

procedures. - T R

But if the remedy is not an exclusnve one, the mmonty shareholder can ﬁle an "‘

application under the appraisal remedy s1multaneously ‘with another rehef “In’ thatv i

situation, if the apprarsal cla1m fails, he would be able to putsue the other remedy In

another sense, such a course - would appear beneﬁcral to the’ mmonty shareholders L

clatmmg more than one rehef in the same course of actlon reduces the lmgatton costs =

involved in ﬁlmg drfferent c! alms.

N



In the United States there exists some confusion over the effect of the existence

of appraisal upon other course of action open to a dissenting shareholder, While int
some jurisdictions, the statute expressly states that appraisal is the exclusiveright of the
shareholder if the prescribed triggering transactions are implemented,‘m in others the
statute is silent, 28

In Canada under the Canada Business Corporations Act, the appraisal right is |
stated to be in addition to any other right which the shareholder may have.4? This
implies that he may bring an action under 8,190 simultancously Wi’th another; for
instance, under the oppression remedy or derivative action. However, the rnatter, vaCS
not end here, because subsection 190(11) provides that upon sending a demand for
payment to the corporation, the dissenting shareholder ceases to have ?ﬁy ﬁghts as a
shareholder other than the right to be paid the fair value of his shares.

An interesting issue which arises from the combined . effects of FhOSE“lWO
provisions is whether a shareholder is precluded from seeking i«my other relief from the
court since it is evident that the corporation has paid him off. Does it make any
difference at all if his allegation is that he did not receive a fair value for his shares? T
Clearly this cannot be asserted to be the aim of the apprarsal remedy because such an’

interpretation would give many corporatrons an_incentive to force any- value on a

dissenting shareholder

Although the " statutes try to mltlgate thrs problern by provrdmg nght of i

apphcatlon to the court for the determmatlon of a farr value for the shares another i
important questlon arises: what happens if, durmg the 1nterva1 when the shareholder is

awaiting a court's ruling on the determrnatxon of what constrtutes a farr va]ue for h1s

421 For example, the Cahfomra Corporate Code, S. 1312 (1988), New York Corporatlon Law,v’ :

S. 623(e) and (k) (Consol. 1977)
-425 } : The Delaware Corporate Code i ‘IS srlent,

5.190(3).
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shares, the corporation decides to issue bonus shares or pays dividends to other
members excluding the dissenting shareholder? Again, one cannot tow the line of
argument that once a demand 1s made on the corporation, the rights of the dissenting
shareholder as a member extinguishes. Ideally, the rights attached to membership of
the corporation should run until the receipt of a fair value for the shares. Prior to this
time, it will be unfair on the minority shareholder fo deny him any entitlement43C
merely on the basis that he indicated "an intention" not to go along with the corporation
with respect to certain fundamental corporate changes.

The British Columbia Company Act does not contain any more elaborate
provision but simply states that every dissenting shareholder who hae given a notice

that he requires the corporation to purchase his shares may not vote, or exercise or

assert any rights of a member in respect of the shares for which notice of dissent has . -
been given, 1 ’
Judicial opinion is divided on this issue. In McConnell v. Newco Financial

Co;poration,432

minority shareholders brought a petition under S‘ection 241 challenging‘
the passing of an extraordinary reaoluiion consolidating the company's shares on a basis
of 1,000 to one.- The petition was ‘challenged by the company becanse long before ,
Section 241 action was commenced, the minority had ‘é"ent notice-under Section 190 “
requiring the company-to: purchase their shares ata farr value The company argued';

that the shareholders had ceased to have any nghts other than’ the nght to recelve a fa1r

‘value for their shares. The shareholders were allowed to contlnue wrth the acuon under 3
Section 241 on a technicality. The notices sent under Sectlon 190 were. held 1nvahd e

and did not therefore bar the avallablhty of the oppressron remedy
430

Wh“’h includes the right to seek legal redress for corporate management mlsconduct whrch Sy
affects hrm in his personal capacuy o

B .s.231(7)(a)-.3

(1979) 8 BLLR. 180 (B.CS.C). .
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While this decision avoided the question of the exclusiveness of the appraisal
remedy, the matter was dealt with in Re Brant Tnvestments Ltd. v. Keeprite eInc.,*3 A
meeting was called to vote upon Keeprite's proposal to purchase substantially all of the ‘
assets and business of I.C.G. Manufacturing Ltd. for approximately $20 mullion.
I.C.G.coincidentally was the owner of 65% of the outstanding shares of Keeprite.
Brant Investments, owner of 28% of Keeprite's shares voted against the resolution and
then exercised its right to dissent under Section 190. There was a diSagreementon the
fair value of the shares and an application was brought to the court. ‘_thile the .
determination of fair value of the shares was pending, Keeprite decided to issne a rights ’
offering, proceeds of which would finance the asset purchase. -Brant brought a motion
for interim and permanent relief alleging that the proposed acquisition of ICG was -
for an arnount in excess of fair market value and without full drsclosure Keepnte _
urged Subsection 190(11) upon the court. ‘ : : i‘ »

While acknowledging the force of that Subsection, the (_:onatvstressedthat v
Subsection 190(11) must be interpreted in the light of the object and purpose of all the
provisions of Section 190. The appraisal remedy ls a contingent remedy," since the -
corporation would only be permitted to pay the drssenters rf it met the quu1d1ty ands_y'
solvency requirements of the Sectron. If it could not meet those requlrements the

dissenting shareholders have the nght to withdraw therr drssent and retarn therr nghts as‘ -

shareholders. Further Subsectron 190(3) states that apprarsal is m addmon to any”

other right the shareholder may have. - A remedy with such charactenstws it was"" .

reasoned was not mtended to preclude the broad nghts referred to m Sectron 241 'lhe -

court stressed the very short penod of time wrthm whlch the shareholder was requrred g

to send in hrs demand for payment of fair value. He could not reasonably be expected :“V v

43 (1983) 44 O.R: (20) 661.




to make an intelligent choice between Section 190 and Section 241 remedies in such a

short time.

interpretationof this aspect of the appraissi provisions.

Professor Vorenberg in his leading article succinctly summarized the disadvantages to

It 18 submitted that the reasoning in this case is reflective of sound judicial

434

Academic opinion is in favour of non-exclusiveness of the appraisal remedy.

the dissenting shareholder in relying exclusively on the appraisal remedy.” "

The better view, in my opinion, therefore, is that the' appraisalvremeu)‘/ puéht not.to be
considered exclusive and that it should be looked upon as merely one option that is
available to an aggrieved minority shareholder. ’
necessary in this regard, to clarify the ambiguity created by Subsectlons 190(3) and
190(11) of CB.C.A., and in-the case of the B.C.C.A., to expressly amend the exmtmg_ '

provisions to the effect that the appraisal right is not an excluswe remedy No doubt

. . , resort to appraisal will, even under the best of the statutory
procedures, often give the stockholder less than his stock is worth.
Failure to comply with statutory provisions . . . may deprive him of his
appraisalrights altogether. Inevitably, the procedure involves delay and
uncertainty, with expenses which may cut into his recovery. The
valuation process itself may involve a significant financial sacrifice .

The nub of the problem is that an absolute freeze-out right would mean
that those in control rather than the stockholder himself would decide

when he should sell his stock . . ., Far more difficult is ensuring to .,
departing stockholders the benefit of improved prospects, ‘where, at the

time of appraisal, the evidernce of improvement is more intuitive than
tangible . . .. The appraisal process will tend to produce conservative
results where the values are speculative, and the majority's power. to

ck the time at which to trigger appraisal may encourage them to move
when full values may be temporarily obscur »

such leglslauve move will enhance the adequacy of the appralsal remedy

434

Recently, in the United Stales, ‘the Delaware Supreme Couﬂ consxdered the pursmt by i
shareholder of the concurrent remedies of appraisal and a challenge of the terms of  cash-out

‘merger on the basis of breach of fiduciary duty.. The decision of the court is the first which - ; ‘
recognizes that a shareholder may pursue independently, appraisal and fraud actlons. See Cede s

& Co. v. Techmcolor Inc. (Cede & Co.) (1988) 542 A 2d. 1182

~Vorenberg,l "Exclusiveness of the Dlssentmg Shmeholders Appralsal Remedy (1964) 11

Harv, L. Rev 1189 at '1201-2.

Legislative‘ amendments may be ,
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Conclusion

The introduction of the appraisal rights into Canadian corporate law was
designed to supplement existing remedies and to strike an appropriate balance between
majority and minority shareholders.  Obvious reasons exist why the minority
shareholders would derive the protection afforded by the appraisal right, Such
protection is needed against unwise business decisions that threaten to diminish security
values and also against the effects of discriminatory treatment of the shareholder.

However, the desirability of having an appraisal right cénnot be diVoreed from a
host of practical considerations. An ideal appralsal prov1sron should in practlce be
designed to meet the needs of the minority shareholders. “The current form of the
statutory appraisal remedy in Canadian corporate law suffers from prbceduralv, cost, 1
taxation and other operational difficulties that render it a less attractive remedittl‘option
than it might be. More specifically, the cunent tax treatment of the proceeds of |

dispositions resulting from an appraisal is not entlrely satlsfactory Legrslatrve reform o

is therefore needed to improve the efﬁcacy of the apprarsal remedy It is also '

imperative that leg1slatlve amendments be lntroduced to spec1fy expressly that the”
appraisal remedy is not an exclusive remedy.. This approach is necessary m view of

Coy

. what I have said earlier on. -

D. The Just and uitable Wmdm U

The last of the mmorlty shareholder s statutory remedres I shall dlscuss 1s the :

court's power to order a wmdmg-up on the _]USt and equrtable ground Th1s 1s an' Gt

extreme remedy and mdeed one of desperatton whose uttllty is apparently only real m"’ o

the closely-held corporatron Two i rssues are relevant to my dnscussron' (1) the general :




nature of the relief which includes the circumstances under which it would be granted, -

and (ii) the adequacy of the prdtec:_tion offered by the remedy.
Both the BC.C.A. and the C.B.C.A. contain provisions which give the court a
discretion upon the application of a member, to order that the corporation be wound

Ay

up, if it thinks it just and equitableto do en My main emphasis is to explore the
general nature and circumstances in which the ¢ourt can wind up the corporation on the-
just and equitable ground. An examination of the case law on this SUbJCCt is relevant
since the granting of the remedy is based on judicial dlscretwn. 1t will be canvassed :
that although principal categories have emerged from ]UdlClal dwsrons the facts
rendering it just and equitable that a corporatlon be wound-up cannot be resolved into
precise categories. Cases upon the sub_]ect merely manifest the wrdespread nature of
circumstancesjustifying the exercise of the GOUIT 5 dlSCl’Ctlon.

Thereafter, I shall look into the relative utility of the remedy to'a mlnonty'
shareholder. My observation is that the efﬁcacy of the remedy may be dlmlmshed byv
many factors which include the presence of an open -ended oppresswn remedy that
covers most situations under which a witding-up order could be made. :
When Will aWinding‘ Up Be Just and Equitable? * ' , " T

In Chapter Cne of this work, I documented the vulnerablhty 0f the mmonty '
shareholders o ma]onty oppressron and mlscondua Absent any protectlve prov1srons‘
in the corporate constitution, the mmonty shareholder can be removed from any'“
salaried position that he holds in the cox:poratlon or from:his ofﬁce as drrector, can bc‘ e

deprived of a return’ on-his investment by a refusal of the corporanon to declare

dividends and will be unable to liquidate his investment either because of the drrector_ s

436 B C.C.A. Section 295(3); C.B.c.A.'zrq(x)(b)(ii)."
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refusal to register a transfer of his shares or because of his inability to find a purchaser
for his interest in the corporation. -

A minority shareholder who finds himself’ subject to this type of oppressive
treatment can apply to the court for an order to wind up the corporation on the just and-
equitable ground. In exercising the powers conferred by this relief, the courts have not
limited their discretion but have felt free to consider in the "widest possible terms whatg
justice and equity require”.*37 The courts have also adjured that the facts rendering it
just and equitable that a corporation should be wound up cannot be resolved ihto".
categories and that the tendency to create categories or heading is wrong; thev general ;
words of the section should remain general and not to be reduced to the sum of -
particular instances. v : ' : i

In recognition of the special nature and needs of the-closely-held corporatiohs,
the courts have expanded the relief into new areas as fresh;a:;'rr‘f.:umstan‘cee and ‘situations
have arisen. In Loch v. John Blackwood 1.td., 438 Lord Shaw stated .thar the court
ought to proceed upon a sound mductlon of all the facts of the case and should not
exclude but shall include crrcumstances which bear upon the problem of contmumg or
stopping courses of conduct whlch substantrally 1mpa1r those rlghts and protecnons to
which shareholders both under statute znd contract are entltled ;.' s o
The Enghsh and Canadlan cases where a wmdmg up order has been gmnted

appear to fall into one or more-of three categones although as observed 439 care must ‘

be taken that categorization not lead to ossrf,' cation". These categorles 1nclude the‘

following:

437 Re Davis & Collett Ltd. (1935) Ch. 693 698;

“s (1924)AC 783.
439"

Per erberforce in Ebrahmu V. Wes! bonme Gallanes (1973) A C 360 (H L )




(@) Deadlock:

Deadlock may imply either an inability to elect directors or an equal splitamong

an even number of directors on fundamental  corporate policy which makes ‘it
impossibleto carry on the corporation's business. 1v also arises where there is eoné.tant
fighting among the owners whose corporation is necessary for the conduct of busmess
Refusing to meet on matters of business, continued quarrelling and such a state of
animosity as precludes all reasonable hope of reconcrlxatron and fnendly cooperatron
are sufficient to justify a dissolution. It is not necessary in order to induce the court to.
interfere to show personal rudeness on the part of one member 1o the other or even any
gross misconduct as a member. All that is necessary is to satisfy. the court that it is
impossible for the members to place that conﬁdence in each other which each has a -
right to expect and that such impossibility have not been caused by the person seeking
to take advantage of it. ‘ ‘. | “ “ : 1 o
In Re Yenidje Tobacco Co. Ltd. 440 the votmg shares of a corporatlon were

equally divided between W and R, who were also the sole dlrectors. The Artrcles of o

Association of .the corporatron provrded for the settlement of all dlsputes between W

and R by arbitration. Use was made of thrs arbrtral procedure but R- refused to abrde e

by 1ts outcome. Relatrons between W and R eventuall\)“ e
they refused to communicate with each. other~d'rect1v i
corporatlon s secretary for this purpose W successful pe‘ 'oned for a wmdmg—up :
Of particular concern to the court was the fact that the only t\vo’drrectors were not on n

speaking terms that the so-called meetmgs of the board of dire:

W01S had been almost a'_‘:‘

farce or comedy;, the drrectors would not speak to each other ol e hoard‘,i"and sor’he

440 " (1916) 2 Ch. 426.
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third person had to convey communications between them which ought to go directly

from one to the other.

In Bondi Eetter Bananas Ltd.,**! the plaintiff and defendant held equal shares in

a private (closely-held) corporation which together with one share each held by their
wives comprised all the issued share capital of the corporation. After the second World

W, the corporation declined and disagreement arose between plaintiff and defendant

which led to their refusal to cooperate; continued and abusive quarrelling and deadlock

in the conduct of the corporation’s business. The Ontario Court of Appeal held that it
was just and equitable to order that the corporation be wound up. The éotlft foun‘d>that ‘

this would be in the interests of the shareholders.

(by  dustifiableLack of Confidence in the Directors ﬁnd Management :
This has been the commonly aSserted although less commonly sﬁ'cégsqul gréund
for wind.ing-up. ‘Claims on this ground usually assert that tlie‘ mana'g’e,v‘rn'ent‘ has.
demonstrated a lack of probity in the conduct of  the cofporaté éffairs. As stated by;
Lord Clyde in Baird v. Lees, : | S -

“a sharehioider usually puts his money into a company. on . certain -
conditions. One of these is that the business shall be carried on by -
certain persons elected in a specified way. Another is that the business :
shall be conducted in accordance with certain principles 6f commercial
administration defined in the statute, which provide-some guarantes of
commercial probity and efficiency. If the s%areholder finds that these L
-conditions or some of them: are deliberately and consistently violated and . -~

set aside by the action of a member and official of the ¢ompany who :
wields an overwhelming voting power, and . ifthe result of that is:that,
for the extrication of his rights as a shareholder, he is deprived of the -~ =
ordinary facilities which compliance with the Companies Acts would
provide him with, then there does. arise-a: situation in whichit-may be’
just and equitable for the court to wind-up the company”. . IRREINE &

. (1952) 1 D.L.R. 277,

(1924)S.C. 83 at92.
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The leading case in this area of corporate law is Loch v. John Blackwood,*? the facts

of which manifested series of abusive practices by an entrenched management inteﬂf v
upon destroying minority claims. A testator had instructed his executors to incorporaté
his business and to distribute half of the shares to his sister and one quarter to each of
his niece and nephew. One of the executors was the sister's husband. He incorpgrated
the business and distributed half of the shares to his wife and slightly legs than one-
quarter each to the niece and to the nephew. He gave the remz{i'ning few sna.res to his

own nominees, thus guaranteeing that he and his wifg could always outvote the other |
two. Under the husband's management, the corporation was highly profitable. - The -
husband took an enormous salary for himself, but no drvrdends ‘were ever pard 1o
shareholders meeting were ever lield, and no ﬁnanc1a1 aocountmg was ever made to the -
niece or nephew. After the nephew's death, the husband sought unsuccessfully to enlist :
the niece's aid in a scheme to pyrghase the shares {tom the H@phew'a estate at avgros.sly"’
inadequate price. The niece's ]_§etition to have the corporation‘rvound up was granted.
In

e—

n the course of its Ju d.gement.; the court observed that:
", . . at the foundation of apphcatlon for winding-up; on the )ust and
equitable rule, there must be a Justrﬁable lack “of -confidence in the -
conduct and management of the company's affairs. 'But. this lack of
confidence must be grounded on conduct of the directors, not in regard
to their private life or affairs, but in regard to the company's business.
Furthermore, the lack of confidence must’ spring not from dissatisfaction -
at being outvoted on the business - affairs or.-on what is called  the
domestic policy of the company. . On the other hand, wherever the lack -
of conﬁdence is vested on a lack of prebity in the " conduct of the - :
company's affairs, then the former is justified by the Iatter, and QL8 s
under statute just and equitable that the company be wound up”. i

In the Canadian case of Re R.C. Young Ins Ltd. ,444 the Ontano Court of Appeal held

that before a winding-up of a company at the instance of a shareholder will be ordered

there must be a Justlﬁable lack of conﬁdence in the conduct and management of the

443 - Supra, note 4, -

444 (1955) O.R. 598. -




company's affairs by the director! indicating lack of probity, good faith OT other

improprietieson their part.

(©  The Partnership Analogy
Winding-up has peen ordered in situations where the corporation is deemed an . -
"incorporated partnership” ahd vthere has been an irreversible breakdown in mutual trust
and confidence. The court adopted a more exn-‘;rsiye approach in ‘deter'mining the
rights of the members of an mcorporatef partnel ship in Wﬂbmm
Gallaries 14d., %45 and forged the Wlndm"-llp remedy into a hrghly effective mechanism
for remedying minority shareholder oppresslon. The court stressed that the functton of |
the winding-up provision is to enable the court to subject the exerr'se of legal nghts to
equitable considerations which are of a personal character ansmg _between one:
individual and another and which may make it unjust or inequitable/to‘ insist on legai
rights. v v R
Canadian - conrts have 'applied : the principle Taid dowh i Ebrghimi V. :
Westbourne Gallaries, In Re Rogers and Agmcourt Holdmgs Ltd,446 the Ebrahimi
principle was applied to a case where two partners mcorporated a company on the basxs
that the shareholdings WETe to be spht 70-30 The corporatron carrled on busmess on’ -
thrs basis for a number of years when the mayorxty shareholder took the posmon that‘k
Rogers-did not, in fact, have-a 30% interest buthad merely becn a‘ salaned employec. ‘

There was a trial of an action and ultlmately Rogers was issued 30% of the shares in a

corporation that held the land. - The majonty shareholder was unhappy wrth the:; .

judgement and took action to ensure that Rogers was excluded from the board of the

corporahon and another. corpOl'atlon that was uSed an operatmg corporatlon The ,

45 (1973) A.C. 360 (H.L.) - The facts of the 'case' has been discussed e;-;r-t‘ier. oo supra ‘,;_o‘;e_zr; ‘

M6 (1977) 14 OR. (2d) 489,
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court, following Lord Wilberforce in Ebrahimi, used the partnership analogy in
characterizing the relationship k-)etween the two shareholders. There was clearly an
understanding that the two would participate in the conduct and management of the
corporation’s affairs and that is what took place when they shared the trust and
confidence of one another. When that trust and confidence broke down, the majority . |
shareholder excluded the minority holder from participaticn and treated him as an
employee. Although the situation could not be characterized as one of deadlock, the
exclusion from management came within the Ebrahimi rules and winding-up on the just
and equitable ground was ordered. ‘ | A ’ '

The judgement of the court of appeal in. this case makes it clear that in - :
appropriate circumstances, winding-up can t)e a very effective remedy for a minority
shiareholder,*47 ' '

However, it is not every dispute between shareholders : in-a elosely-held '
corporation that will call for a winding-up on the just and eqditable Yground.i" There
must be a real departure from the understandihg upon whichthe ehterprise Was founded i
and upon which the shareholders agreed to participate such that the mterference of the k
court exercising its equitable jurisdiction is called for. There must be somethmg more .

than mere unhappiness or dissatisfaction at b_em‘g“a mmorrty shareholder. Ry

Adequacy of the I’rotect:on Offered by the Remedy

Notwrthstandmg the court's w1llmgness to grant a wmdmg-up order whenever, :

the circumstances of the case gives. rise to such an order, a fundamental proposmon S

runs through most cases under the ]ust and equrtable rule There seems to be a generaly

*reluctance on the part of some courts to mterfere in: the mtemal affalrs of the g

: 'corporauon These courts have often asserted that wlnle the words "Just and equrtable i

M1 Seealso Re Ddhham and Apollo Totn's Lud. (Nc;i' 2) (1978) 20 D.R; (2d.) 9,
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are clearly intended- to be elastic in their application in order that as the case arise,
injustice and inequity may be ‘pr'eve:r.lted, a very strong case must be made to justify its :
interference in the lnternal management of the corporation's affairs. Ui |
The utility of a winding'up order as an effective remedy is _diml'nished bylrn‘any
factors. In the first place, the remedy couldkresult ina disadvantage to the minority -
shareholder who ~wishes to continue his. investments and maintain the. business. :
enterprise asa viable entity. Moreover, the proceeds from dissolution might not in any - .
way reflect the damage already allegedly inﬂicted upon theminbrity ‘Shareholder's
investment. The proceeds could also be small compared to the carnings potentral of the .
business especially where the only buyers for the shares are the alleged oppressors
Finally, the wide spread of circumstances in whrch the oppressron remedy ‘.
applies has also contributed to diminish the importance of the. remedy; The oppressron" :
remedy covers most of the conduct whlch provrde grounds for a wrndmg—up order and

the courts are often less reluctant to wrnd-up a corporatron than to grant a relref under i

the oppression remedy. This is buttressed by the fact that under Sectrons 296 and' o :
224(2)(f) of the B.C. C A8 the remedres may be grven in- the altematrve. If a k"?: »

wrndmg-up is sought, the court rs not only grven power to order that remedy but to '

order a remedy under the oppressron sectron 1f rt consrders rt to be _more approprrate.
The result is that in most cases, a mmonty shareholder would apply for relref under the’:'

oppressron remedy than fora wrndmg-up crder

Section 214 CB.CA.




CONCLUSION

This study has been concerned with the examination of the adequacy of selected -
statutory remedies for the protection of minority shareholders in the corporation. In
essence, the study has examined the potential efficacy of these statutory remedies vis-a-
vis private contractual and market forces. Attention was focused on the t‘waleading‘v
schools in corporate law: the traditional (corporate) legal approach and the econornic
approach. Two kinds of corporations were also examined: the closely and Widely-held;
corporations. “ 3 _ " | .

While the traditional legal theory depicts the position of minority shareholders

as ons of helplessness, hence the need for state intervention in the form of regnlation or

facilitation of shareholder lmgatton Economic analysts suggest that their posmon 1s: e

not precarious otherwise no one would mvcst in the corporate form of orgamzatron S

They point out that market forces and contractua.l devxces play 1mportant roles in .
ensuring that the managers' interests are allgned with that of shareholders

In - the closely-teld corporatlons, shareholders often enter mto contractual

k sarrangements which define-the course of ‘conduct of the busmess. . Such arr:mgements L

make-up for the lack of control over corperate affarrs whrch the mmonty shaeholders:" '

-are usually subject to. , _ g
In the wrdely-held corporattons shares are freely traded and carry votmg nghts.f"”

‘ThlS facilitates efficient rlsk beanng, _accumulatlon of large blocks of shares and‘

transfer of control whlle ensurmg that management have mcentlve tomaxrmrze the
value of the ﬁrm. Compensatron agreements also hnk changes m manage" ' wealth o

: the performance of the ﬁrm




However, notwithstanding the adoption of these contractual mechanisms and the

development of the economic'“approach to corporate law, it is still desirable that
minority shareholders be offered the protection provided by the statutes. First, thek
utility of most contractual mechanisms is impaired either because of the inherent
inability of the human mind to foresee every future contingency which métj give rise to
friction in the corporation or by costs of drafting. Furthermore, the market forces: -
aciing alone will not produce an optimal solution to agency costs inherent in the
corporate form of organization. This is partly due to the fact that some monitoring
institutions and incentive mechanisms that seem theoretically desirable in a yrictionless
model entail substantial transaction costs such as the cost of acquiring information.- In |
addition, market forces may be inadequate to deal with last—vpen'odbor one. time
divergencies where the agent concludes that the beneﬁts of the one tfme use of
discretion is worth whatever penalties that may be forthcomtng in - the employment
market for the agent's services. a : v
Corporate law and the statutory provisionsbplay an. active role here.‘ ' : By
providing mandatory statutory remedies, the law’ enables-the minority shareholders to
rectify any actual or prevent any threatened abuse of _corporate,povver by those m
control. For instance, the corporate ﬁduciary duty provides an indispensable haclrdrop
to corporate relatlonshlps, mcludmg protection agamst acttons permltted by statute but
nevertheless 1nequ1tab1e or overreachmg The breach of ﬁduclary duty 1s usually
remedied by corporate actron against the defaultmg dtrectors or by a denvattve actxon
in snuattons where those in contro: neglect or refuse to initiate proceedmgs on behalf of
- the corporatlon »
But the operatlon of these remedtes generate t the1r own costs The effect is that

in some srtuattons, a mmonty shaxeholder mlght f'md it cost effectwe to rely on the

protectlon offered by the market Moreover gtven the fact that both the closley an‘

g wxdely-held corporauons have dlfferent economtc structures, the apphcatlo' of th 5




remedies may produce :differ'ent results dépending on the type” of corporation. '1‘h1s

suggests that none of the protectwe mechamsms (legal or market based) actmg alone
will adequately take care of the problems faced by mmonty shareholders. A
combination of these contractual devmes and statutory remedles may ensure 2 more

realistic protection for the minority shareholders.
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