Company Law – Prof. Richard E. Gold (UWO)
Keith J. Gomes

Spring 2000
Page 16 of 48



A corporation consists of people inside the corporation like shareholders and managers and people outside the corporation like consumers, the community, suppliers and trade-creditors, employees, the government and competitors.  NB:  Law firms cannot be corporations – only partnerships.
Introduction to Corporations

· In the 16th Century, there were the letters and patents system.  There were two ways for a group to work together as a commercial entity:  (1) by royal prerogative or (2) by an act of the legislature.  E.g.  the East India Co or the Hudsons Bay Co. – were set up by royal prerogative and these companies were usually given a monopoly on that kind of trade.  They had a system of shares in the company.
· In 1720, the Bubbles Act was passed by Parliament which prohibited giving out letters patent by royal prerogative.
· After the Industrial Revolution, corporations were again revived.  In 1844, Parliament brought in the Joint-stock Companies Act.  Individuals could get a corporation by registering with the government.  Originally, corporations did not have limited liability – they were just a way to organise individuals.
· In 1855, limited liability was introduced with the Companies Act of 1855.  Canada set up its own corporate law which relied on the Crown’s prerogative.  Newer provinces followed the negotiations route.  The difference between the two was that the royal prerogative was based on the power and discretion of the king and queen.  The registration route provided that if the documents were appropriate, you could get a corporation without any discretion. 
· In the 1970s, corporate law was revised and based on the American model – the registration system.  The Canada Business Corporations Act was passed.
Reasons to incorporate:

• limited liability

• efficiency / cost-effectiveness

• tax advantages

• umbrella organization

• "psychological" grouping together

Stakeholders Interest

• owners / shareholders return on investment

• employees security & income

• management security & income & return

• suppliers success & profit

• customers / distributors goods & services & price

• funders / investors / banks stability & return

• competitors increased market share & fairness

• government stability & taxes

• community jobs & environmental friendliness

Capital Structure

Used by the company to finance its operations.

In theory, in a corporation, shareholders elect a board of directors which appoints officers (CEO, President, VP, Treasurer, Secretary) which run the corporation on a day to day basis. Officers and the Board of Directors are agents of the corporation. One individual may be an officer, director and shareholder. These are functions, not individuals.

PRIVATE
Shareholders
Bondholders & Creditors

Owns part of the corporation
Loans money to the corporation

Selects officers and directors by vote
No say in selection of officers & directors

No right to interest or return
Get fixed rate of interest 

Have stake in corporation
Right to be repaid by contract

Repaid after all creditors
Short-term

Continuous relationship


 The shareholders hold shares.   A share is like a bundle of rights.  There are two main types:

(1) Common shares – the shareholders have the right to vote for the Board of Directors, the right to assets of the corporation, entitled to dividends, right to approve any fundamental changes – these are your average shares

(2) Preferred shares – these have certain preferences over common shares e.g. preferences over dividends and payment of dividends & distribution of assets on dissolution.  There is usually promise that dividend will be paid on a fixed rate of return.   Generally, no voting rights  

Dividends

• Usually paid out of profits

• Discretionary

• If not paid out, value of share goes up.

Security

1. Issuing a debt instrument

2. Collateral for a loan

Common and preferred shares are examples of securities that can be issued. Convertible preferred shares can be converted by the corporation or holder to common shares (minimal risk convertible to maximum profitability).

Reasons to issue preferred shares:

• Fixed rate of return (corporation retains excess profits)

• Does not dilute control of the corporation. (no voting right)

Articles of Incorporation

A corporation is registered with the Articles of incorporation which set out the structure of the company, like a constitution.

Separate Legal Existence and Limited Liability Salomon v. Salomon & Co. [1897] A.C. 22 (House of Lords.)
This case established the nature of a corporation a a separate entity from the shareholders.  Corporations are people too!  The have the legal capacity, rights and powers of an individual.  Incorporation brings into existence a new legal entity with "the capacity and, subject to this Act, the rights, powers and privileges of a natural person." OBCA 15(1).  Does this mean that a corporation has freedom of speech?  Remember Irwin Toys.  Corporations cannot have a religion – in the Charter, the individual has rights not just a “natural person.” Therefore some Charter provisions apply. E.g. section 2.

Facts:  Aaron Salomon owned a business as a sole proprietor. He wanted to retain control (over the right to elect the board of directors and to approve fundamental changes), but wanted to give his children some proprietary interest. He incorporated (he and six family members were shareholders) and sold the business to the corporation for $39,000. He got

• $20,000 (20,000 shares at $1 each)

• $10,000 debenture (supported by collateral — floating charge)

• $9,000 cash

· The corporation did badly and AS lost his $20,000 in equity and the $9,000 cash. He tried to realize his claim on the corporation assets through the $10,000 debenture. He wanted to enforce this contract between himself and the corporation, putting himself ahead of the general creditors. Creditors say contract is just a sham (ie. AS under another name).  They said that the corporation and the people who owned it were one and the same.  If AS’s secured claim was paid first, there would have been no assets left to pay the unsecured creditors.  The lower court said that Salomon’s Co. was just a front for Salomon himself and didn’t let him salvage the debenture.

· H.L. said the source of a corporation’s existence is the Corporations Act. All statutory requirements had been complied with. Irrelevant that AS was in effective control of the corporation. The Court should not add to the statutory requirements. AS and the corporation are separate entities.  AS was a creditor to the corporation.  Owners can deal with the corporation as a separate person.

· Just because the business was the same after it was transferred to the corporation as it was before, and the same persons were the managers and received the financial rewards, this did not make the corporation the agent of the shareholder.

· Unlike a partnership, a corporation is something separate and apart from its shareholders.

· Shareholders’ liability is limited, but liability of the corporation is unlimited.   Because a corporation is separate from its shareholders, the only person you can sue is the corporation.  Corporate debt has no effect on shareholder liability.

· Shareholders cannot be liable for more than their investment.

Situations in which Courts will refuse to recognize the Separate Corporate Entity

(1) Where assertion by principles of a separate entity allows for a breach of statutory / contractual obligations (gap-filling i.e. Court fills the gap in the contract etc.)

(2) Where representation that the directors / shareholders have limited liability

(3) Criminal liability

Other cases

· Cases involving allegations of fraud

· Where corporation was not given enough money by its promoters to meet its obligations

· Cannot use veil to protect against tort liability

· Corporation set up to shelter directors

· Non-arm’s length transactions between corporations, eg. Multiple subsidiaries all held by same holding company.

· Courts have held that they have the power to lift the veil where to fail to do so would yield a result which is "flagrantly opposed to justice.": Kosmopoulos v. Constitution Insurance Co. of Canada [1987] 1 S.C.R. 2

· Where corporation has been set up to do something or to facilitate the doing of something that would be illegal or improper for the individual SH to do personally, or in order to reduce taxes [E96]

· Misrepresentation of the identity of the corporation to a third corporation, or fraudulent representations by a director, officer, or shareholder that a corporation has sufficient assets to meet its obligations. [E98]

Incorporation – s.5 CBCA; s.4 OBCA 

2 basic documents are used:

• Articles of Incorporation - see FORM 1 of OBCA/CBCA (in B.C., "Memorandum")

• By-Laws (in Alta., "Articles")

• In BC, both must be filed. In the rest of Canada, you just file the Articles of Incorporation.  When this gets stamped, the corporation comes into existence.

Articles of Incorporation:

· Name of Corporation — either number of corporation or a real name with the words "Limited", "Incorporated" or "Corporation" or an abbreviation. Can be in English or French or both. Cannot be confusing with an existing corporate name or trademark. Federal government is really strict on this, but Ontario basically just restricts the use of identical names.

· Registered Office — where corporation can be served with legal documents, and where corporate documents are kept. Usually the lawyer’s office.

· OBCA requires filing of initial directors and where they live. CBCA allows this to be filed later.  CBCA 105 / OBCA 118 — Qualifications for directors: Individual over 18,  sane, not bankrupt, the majority of the board must be resident in Canada

· Classes and Maximum # of Shares — describe nature of shares.

· Restrictions on Transfer of Shares
· Other — Private company restrictions — to take corporation outside of securities legislation which only regulates public companies.

By-Laws - Set out basic rules of conduct of the corporation.

· Must hold first board meeting. — see CBCA 104 / OBCA 117

· Shares must be issued for full payment

· Appoint officers and auditors, who signs cheques etc.

· Pass banking resolution.  See CBCA 117(1) / OBCA 129(1)

Partnerships

Partnerships came into the Common Law in the 17th century.  In 1890, the Partnership Act was passed that consolidated the Common Law rules.  Note that the Partnership Act does not oust common law rules, except to the extent they are inconsistent.

The Ontario Partnership Act (OPA):

· Identifies when a partnership exists

· Defines the relationship among partners

· Defines the relationship between  partners and everyone else

· Regulates the creation and dissolution of partnerships

Partnership in (section 2)

(1) a relationship between people;

(2) carrying on a business in common;

(3) with a view to making a profit. (Cannot have a non-profit partnership.) – you don’t have to profitable – just a view to a profit.

Exclusions (section 3)

1. Just because you own an income-earning property jointly with someone does not necessarily mean a partnership. The missing element is representation of one person by the other. Joint property ownership does not necessarily involve an interlocking agency relationship. Also, partnerships engage in new business and are dynamic, not passive in nature. There must be an active business for a partnership to exist.  There has to be a larger purpose in the relationship than co-ownership and sharing of profits.  There must be mutual dependence of the partners. There must be an interlocking agency relationship as well. Each partner allows himself to be bound by the acts of the other partners.  You are in a partnership relationship as soon as you are in a relationship characterised a such by the law.

Creditors vs. Partners

2. If you lend money to a firm and get a profit share in return, you may be a partner. Under section 3.3(d), you will be deemed not to be a partner if the agreement is in writing.

Section 4: If firm goes insolvent and you are to get partial profits as consideration for a loan, the partners can collect only after all other creditors have been paid.

Lenders can use security agreements to get around section 4.  If loan is not in writing, you may either be a partner, or the lowest ranking creditor under section 4.

In Pooley v. Driver (1876) the court found lenders to be partners. Factors included:

· Interest in capital 

· Ability to enforce covenants of the p’ship agreement 

· Return on investment varied with the aggregate amount invested 

· Provision terminating relationship of any Lender who goes bankrupt 

· Coincidence of loan and partnership terms… [E:32-33]

Relationship between Partners and the Outside World

Partners are jointly liable for all debts / liabilities of partnership incurred while you are a partner in the firm.

Even if not a partner, a person may be held liable under certain circumstances. 

• Under section 15, persons holding themselves out, or allowing themselves to be held out as, partners will be liable as partners.

• Under section 18, if creditors are not notified that you are no longer a partner, you may still be liable.

How are debts incurred?

• Partners enter into agreements with third parties in the name of the partnership.

• Section 6 says each partner is agent of the other partners and can bind the firm.

• Firm is not bound where partner is acting beyond the scope of authority

Agency Law – How does one become an agent?

Agent can bind principal where

· agent has actual authority to bind (express agreement exists)

· agent has apparent (ostensible) authority to bind (agent is held out to have authority, or third party believes reasonably that person has authority).

· Agent can bind principal even if principal is undisclosed – i.e. the 3rd party does not know that the agent is signing on behalf of a principle but thinks he is contracting with the agent.

· Agent, himself, if not a partner, is not usually bound by agreements entered into.

· Usually you can’t rely on actual authority as you don’t know the scope of their authority based on their title (eg. C.E.O., manager etc.)

· If principal does something that would make a third party reasonably believe that agent had authority to bind him, then he would be bound by ostensible authority.

At Common Law

· Actual authority — agent was actually authorized by the corporation to enter into the obligation sought to be enforced by the corporation. Conferred by statute, articles, by-laws, resolution of the board of directors, terms of contract etc. All agreements entered into are binding. Difficult to establish.

· Apparent / Ostensible authority — created by a representation by someone on behalf of the corporation to the 3rd party that the person the 3rd party was dealing with had authority to bind the corporation. Most commonly arises when corporation appoints a person to a certain position. This constitutes a representation that the person has the authority usual for such a position — "usual authority".  

3 tests for apparent authority:

(1) A representation by the principle to the 3rd party that the person can ender into a contract (usually not a formal representation

(2) The 3rd party must rely on that representation

(3) The 3rd party must act to alter his/her position in reliance on that representation

e.g.  Alex has apparent authority.  Tells Pat he represents ACME Corp.  Alex relies on it, enters into a contract with ACME.  ACME is not bound because Alex in not an agent.  Alex is not bound because there is no contract because there is no real representation.  But Pat can sue Alex for breach of warranty of authority and will get contractual damages.

NB:  3rd parties can rely on past membership as a partner or a person held out to be a partner.  You have to give notice of changes in the partnership.

Management of Partnerships

· Partnership agreement should be in writing

Property of partnership - property brought into the partnership is partnership property and can only be used for purposes for which the partnership was set up - Default rule: Each partner has an equal share of partnership assets and equal share of partnership profits. Each partner must contribute equally to partnership losses.

Management of partnership - Default rules:

· Each partner has the right to manage the firm, but no obligation (s.25(5))

· A partner is not entitled to draw a salary (s.24(b)), but is only entitled to a share of profits.

· A pure democracy - all partners are equal – they have the same right to assets, losses and profits regardless of how much they put into  the partnership and an equal say in management. (Most partnerships will contract out of the default rule! Default rules work only for unsophisticated partnerships. Others require partnership agreements, especially where there are silent partners.  Partners can contract out of the act vis-à-vis their internal relationships. They cannot restrict liability to outside creditors, without their agreement.)

· Partners cannot be added or removed without unanimous consent of all parties.

· Partners cannot sell their interest in the firm.

Dissolution - Default rule:

· Partnership automatically dissolves when a partner leaves the firm voluntarily or otherwise, by court order (e.g. a partner becomes mentally incompetent), or where a partner becomes insolvent (s.33-34) or on the death of a partner.

· On dissolution, partnership’s property is used 

1. to pay off debts to creditors

2. to pay off debts to partners

3. Remainder divided among partners

Shares

· Shares are a bundle of rights that can’t be parceled out. 

· Not a simple piece of property. A share is a set of interrelated rights and obligations, unlike pure property.  It is a relationship between people defined by statute.

· Benefits — voting, dividends, inspect books, assets on dissolution 

· Rights are severable, but not with shares — all or nothing.

· Where there is only one class of shares, they must have a residual claim on the corporate assets: CBCA 24(3). Where there is more than one class, at least one must have this claim: CBCA 24(4). Typically the others will have some other limited claim on assets such as a claim to the return of the amount invested for the shares. [E89]

Voting

All shares carry the right to one vote unless the articles provide otherwise. It is possible to provide that votes attach only in certain circumstances, such a as the failure to pay dividends, or only on certain issues, or even that voting rights are different on different issues.

Shareholders

Sparliong v. Caissede  Depot
· Caisse incorporated by Act of legislature.  

· Domtar were majority shareholders of Caisse incorporated under CBCA which requires that insiders must file "insider reports".

· Domtar argued that because it was government (Crown agents), it was exempt from having to provide insider reports because of Crown immunity so they are not bound by federal and provincial acts unless they say so!

· Exception to the rule: If provincial government takes benefits of a Federal Act, it must accept the burdens as well.  They said that they just bough shares – they weren’t becoming owners but just buying a pre-existing asset.  But they were getting the advantage of rights that the CBCA gave them by buying the shares.

La Forest said that a share is not property in that sense.  The rights of the shareholders do not pre-exist – it is just a relationship with some people.  You do get some property rights that you find in the Act but this is not a typical type of property.  It is a fixed quantity of rights as a shareholder – these rights cannot be transferred.

Is a Shareholder an Owner?

· Shareholders have a series of rights, giving them some indirect control over the corporation by being able to vote for the Board of Directors and by selling shares, but not really indication of ownership in the traditional sense.  No right to assets etc. unless Board of Directors decide shareholders should get assets on dissolution.

· A corporation owns its own property. The shareholders have certain property-like rights in the corporation, but no property interest in the assets of the corporation.

Shareholders as Employees

· In a partnership, a partner cannot be an employee because the partnership is not a legal entity separate from the partners.

· Since a corporation is a separate entity, a shareholder may be an employee of the corporation in which he holds shares just as he may be a secured creditor. 

Bowater

Facts:  The situation wanted to further separate ownership from votes.  A clause capped votes at 1000 regardless of how large an owner you were.

Held:  You have to look at each share individually.  You cannot have some shares with a vote and others without.  The clause created an inequality of shares in the same class – and you cannot do this.  Even where there are more than one class, each share within a class must be equal (in terms of voting power). CBCA 24(3) — Where there is one class of shares, they must all get equal treatment. All shares within a class must have the same voting rights.
Role of Directors: (s.102 CBCA)

· The articles of incorporation define what the shares are.  The shares are issued by someone.  The directors get the whole company moving.  So they are the seat of power – in theory…

· They declare dividends and allocate rights to different classes of shares

· Appoint officers

· Borrow money on behalf of the corporation

· Approve contracts that materially effect the corporation

· They have the power to elect bylaws (s.103)

· They call shareholders’ meetings

· They can fill vacancies on the Board of Directors

· Set the overall policies and strategies of the company

· Directors get fees, perks, networking opportunities and prestige.

S.121 of the CBCA also list other powers:

· Directors can decide what officers can exist and define their roles

· They can appoint individuals to  fill these roles

· They can specify duties attached to these roles

· Delegate the power they have to these individuals.  NB – they cannot delegate all their power.  S.115 says that some powers cannot be delegated e.g. only the director can declare dividends, sit on the Board of Directors, decide takeovers, issuing shares and call meetings with shareholders.

Power over bylaws

· S.103 provides a mechanism by which bylaws come to be enacted and to revise bylaws periodically.  The directors start the process but must go to the shareholders for approval.  Proposals have to be made during the shareholders’ annual meeting in the next meeting.  

· A bylaw is effective the moment the directors enact it and it is effective until the next shareholders’ meeting.  If it is not accepted by the shareholders, it is of no force.  

· You need a simple majority to approve a bylaw.  S.103(2) – an ordinary resolution needs a simple majority (a resolution passed by 50%+1).

· If the articles of incorporation provide for a 2/3 majority of shareholders is required to ratify bylaws, you might still need just a 50%+1 – see s.109 and 6(4).  S.109(1) says that directors can be removed by ordinary resolution and s.6(4) says that the articles cannot require a greater number of shareholder than those required in s.109.  So an ordinary resolution is a floor not a ceiling.  S.6(4) is a ceiling.

Power to borrow money – s.189

Articles or bylaws can change the rules as well as unanimous shareholder agreements.  So these are default rules (which are the norm in a public corporation) but can be changed following a certain mechanism:

· Directors can borrow money on behalf of the corporation

· They can secure a loan with a mortgage

· This power can be delegated to other people like officers or subgroups

Power to manage the corporation – s.102

· Directors are to “manage? The business and affairs of the corporation.  This is the broad basket grant of powers.  The other powers are specific examples.  “Manage” in the everyday sense is hiring, firing, disciplining, etc.  But here, it has a different meaning.  Directors do hire/fire officers, etc.  but they do not make everyday decisions.

· S.115 of the OBCA recognises “manage” as being a bad choice of word and realise that the day to day aspect of “managing” could not be dealt with by the directors.  So in the OBCA, the words are “manage or supervise.”  Therefore, the word “supervise” is now read into the CBCA.  So, the Board of Directors set the overall policy and strategy and supervise the carrying out of activity by the officers.

· The original directors in a corporation hold power until the first meeting of shareholders.  It has to be within 18 months of the date of incorporation.  After that, an annual meeting (every 15 months) has to be held and the directors are elected.  They can have terms of more than 1 year though.  They are elected by ordinary resolution.

Removal of directors

s.109 – you usually have to wait until the end of a term to remove directors but s.109 allows directors to be removed by an ordinary resolution of shareholders.

Qualifications of getting on a Board of Directors – s.105

· Be 18, a live person, save and not bankrupt

Number of directors

· To determine how many directors a company can have, look at the articles.  First, look at the statute.  

· S.102 says that a private corporation can have as many directors as it wants starting with 1.  

· Public corporations must have at least 3.  The articles do not have to specify an exact number – the can say between 3 and 10 and the number is fixed later in a meeting.  

Insiders and Outsiders

· The Act distinguishes between inside and outside directors. Inside directors are officers and employees of the corporation.  Anyone else is an outsider.  For a private corporation, we do not care if there are insiders or outsiders.   For public corporations, CBCA 102  requires at least 2 outsiders.  This requirement is because you need someone to voice their point of view and be a whistle-blower — seen as better monitors of management.  There is some question as to the efficiency of this and there is some suggestion that outsiders are not substantially differentiated from management since they are hired by management.  Also, shareholder and investors can be outsiders and they might have a conflict of interest.  They may be working for a supplier, or a lawyer or accountant or major creditor in the company and they will also be less likely to blow the whistle.  Also, outsiders cannot truly get al the information since they are only informed by management.  Another argument against having outsiders is that if outsiders truly outsiders and have no interest in the corporation, why would they care?  

· Shareholders are insiders in one sense but they do not have the type of conflict of interest that you might expect.  Shareholders would act greedily in their own self-interest, placing their own welfare ahead of that of the corporation.  So perhaps insiders are better for the corporation that outsiders because they can make better decisions?

Shareholders’ Rights

· Shareholders control the board of directors.  Directors were given the power to manage the corporation and this allows them to override the will of the shareholders.  But shareholders, through their voting rights have some control over the board of directors. Automatic Self-Cleansing Filter Syndicate v. Cunninghame, [1906] 2 Ch. 34 (C.A.): Shareholders cannot, by ordinary resolution, vary the mandate of the directors. Amendment of the Articles is required.

· Approval by shareholders is required before certain significant changes can occur to the corporation.

· Shareholders have a limited scope for actively initiating corporate action but they do have some remedies – to seek relief from the behaviour of management.

· Unanimous SH Agreements — SH can assume all powers of the BD, completely altering the allocation of power as between directors and SH, if they unanimously agree: CBCA 106 Such an agreement may then allocate the assumed powers among the SH.

· Proposals — SH can have matters put on the agenda for discussion at SH meetings, including making, amending or repealing by-laws: CBCA 137, 103(5)

· Access to Information — CBCA give SH rights of access to information about the corporation, including info about past meetings of SH and financial records: CBCA 20, 21, 143, 160 and 243.

· Remedies — The CBCA provides remedies for abuse of directors’ power to manage such as:

(1) a right to apply to have the corporation wound up: CBCA 214

(2) a right to bring an action on behalf of the corporation, in some circumstances, for breach by management of duties owed to the corporation ("derivative actions"): CBCA 239

(3) a right to seek relief from "oppression" of the interests of SH or others by management: CBCA 241

(4) a right to seek an order directing management to comply with or to restrain management from breaching the CBCA, the articles, by-laws, or any unanimous SH agreement: CBCA 247; and

(5) a right to seek rectification of corporate records: CBCA 243, 257

· Removing the Board - If a majority of SH are unhappy with the BD’s management, they can replace the board at the next annual meeting, or can requisition a special meeting for this purpose: CBCA 143 — requisition; CBCA 109 — removal by ordinary resolution.

Shareholder voting

Bushell v. Faith, [1970] A.C. 1099 (H.L.)

· The articles said that certain share provisions gave shares one vote on all matters except the election of directors. On that issue, each share had 3 votes. 

· Court refused to strike down the provisions.  The House of Lords said that it was okay because it was an internal article and it met the 50%+1 rule.

· In Canada, all shares of the same class must have equal rights at the same time.  So the whole class could go from 1 vote to 3 but this article said that only the removed director’s shares within the class would go up.

Jacobsen v. United Canso Oil & Gas Ltd. (1980), 11 B.L.R. 313 (Alta. Q.B.) [404, E170]

· A by-law that purported to restrict each shareholder’s votes to 1000, regardless of the number of shares held, was struck down.

· All shares within a class must be equivalent.

Special Resolution on fundamental changes
All shareholders  vote on certain fundamental changes, even if they do not otherwise have the right to vote. These changes include:

(1) amalgamation with another corporation: CBCA 183(3)

(2) sale, lease, or exchange of all or substantially all assets, other than in ordinary course of business: CBCA 189(6)

(3) continuance of a corporation incorporated under the CNCA or OBCA or  under some other corporate law, with the result that it is governed by that law: CBCA 188(4)

(4) liquidation or dissolution of the corporation: CBCA 211(3)

(5) Amending articles or the constitution

(6) Creating new shares

(7) Changing the name of the corporation

· Not less than a 2/3 vote is needed for a special resolution.  The directors still have to propose a change can call a meeting but the shareholders have to approve by a 2/3 majority. 

·  If you voted against a resolution and it went through, you have dissent rights and may opt out of the corporation.  S.190 has the procedure on voting against the corporation; the corporation have to buy shares from you if you dissent.  This is referred to as the "dissent and appraisal remedy".

Class Vote 

Sometimes, a particular transaction will affect some classes of shares differently. E.g. 

· If Class A shares – 1 vote, right to dividends, right to assets on dissolution

· Class B – 1 vote, right to dividends only if money left over after Class A, same with assets

If the corporation proposes to create Class AA shares between A and B – less priority than A but more priority than B, if there are 67 class A shareholders and 33 class B shareholders, Class A has nothing to lose.  But the value Class B shares would drop.  In this case, all shares of a class are entitled to vote separately as a class on certain fundamental changes, even if they are not otherwise entitled to vote, if shares of that class will be affected in ways that are different from the ways that shares of other classes will be affected.  These changes include

(1) amalgamation: CBCA 183(4)

(2) sale, lease, or exchange of all or substantially all assets other than in the ordinary course of business: CBCA 189(7)

(3) certain amendments to articles: CBCA 176

if the change affects a class differently.


So, you need a 2/3 majority for Class A and a 2/3 majority for Class B.  You cannot take advantage of minorities.

Non-voting shares

· Securities law creates another layer of protection.  Corporate law is facilitative to business; securities law is punitive.  If a corporation wants to create non-voting shares (restricted shares), it can only do this under securities law if it gets a majority of the minority approval.  The minority are people not in power.  You must comply with both corporate and securities statutes.

· The TSE says that you cannot list your shares at the stock exchange if you have non-voting shares unless one of the characteristics of the shares is that in the event of a take-over bid, non-voting common shares are converted into a voting share.

McClurg:  

Facts:  Had 2 classes of shares with identical rights.  All have 1 vote, equal rights to assets on liquidation and independent right to dividends.  This was a corporation where 2 husbands had Class A shares and the wives had Class B shares.  The corporation issued dividends only to Class B shareholders – a bad thing!  

Issue:  Is this valid under corporate law?  Dixon J. said yes – corporate law allows businesses to set up shares however they want.  It is okay to treat different classes of shares differently.

La Forest J. in another decision said that it should not matter who owns the shares.  But this scheme sets up a differentiation on the characteristic of the owners rather than the characteristics of the shares themselves.  This influences the decision in Bowater.

SECURITIES LAW

Power in the shareholders hands is limited – they have to direct say in most day to day activities.  The decision making is done by management, so there is a lot of opportunity for abuse in corporation.  The corporate vehicle can be used to build whatever you want, but because the system is prone to abuse, the US passed Blue Sky laws which was the forerunner of modern securities law..

There are 2 components to securities law:

(1) It restricts the identity of individuals who are allowed to sell shares.  Sellers have to be registered and to continue to be registered and have to meet certain registration requirements

(2) It seeks to ensure than no-one is buying or selling shares without adequate information

So no corporation can issue shares to anybody else unless it does so through a registered dealer and the corporation discloses all material information.  Exceptions to this are found in the Act.  Securities law protects investors and ensures that sellers carry out their job in good faith.

DEFINITIONS

What is a Security?

· The definition in the Act is non-exhaustive:  it includes any document, instrument or writing commonly known as a security, a document evidencing option, an interest in a security, debt instrument, bonds, debentures, shares, profit sharing agreements, scholarship funds, …

· So a security includes a share itself and rights to buy a share or an option.  Anything that is tied to the well-being of a corporation

What is trade?

· This is another non-exhaustive definition.  Any act, advertising, solicitation or negotiating in furtherance the sale or disposition in a security, a pledge or transfer of a security.  So, it is either selling a share or offering to sell a share.

· “Disclosure” – this is a narrower obligation – it deals with distribution/trade in securities

· “Distribution” – this is an exhaustive list.  It is a subset of trade in a security.  It has to be a trade of a particular sort.  Generally, any new security created by the corporation is a distribution.

· “Control Person” – anybody who has enough shares to influence the decisions of the corporation.  If an insider holds more that 20% of the shares, they are deemed to be a control person.

· “Issuer” – someone who is close to the control person.  This is the person who is allowed to sell without full disclosure about the corporation.  Any entity that could create a security and sell it (e.g. a limited liability company, trust funds, etc.)

· “Underwriter” – if a corporation wants to sell shares to the public, you would have to use a broker – an underwrite.  A registered dealer with the OSC who is allowed to trade in securities is an issuer who goes to an underwriter to sell securities.  There are 2 basic forms of agreement between the issuer and the underwriter:  (1) bought deal (2) agency deal

· Bought deal:  The issuer has shares for sale.  The underwriter buys the shares as a principle at 95 ¢ a share.  The underwriter tries to sell these shares to the public. They sell for $1.  The difference is called a “spread” – it takes into account the risk that the underwriter is taking in buying the shares.  The underwriter usually doesn’t sell directly to the public, but the lead underwrite sells to a group of underwriters called the “purchase group” who may enlist the help of more underwriters called the “selling group” who sell to the public.  All the middlemen pick up some of the risk and a portion of the spread.  So if the market collapses, the underwriter gets stuck with the shares, not the issuer.  In the 80s, there were many bought deals, but there is too much risk involved in today’s volatile markets.

· Agency deal:  The underwriter doesn’t purchase the share – he just agrees to use best efforts to sell the shares.  So the underwriter acts as agent not as principle.  If the underwriters don’t sell, the shares won’t get sold.  The underwrite gets a fixed percentage.  The expected return is less than in a bought deal because the risk is less.  The profit to the company is higher.

Conflict between lawyers and underwriters

Lawyers and underwriters are involved in selling of shares.  Underwriters usually have the ability to sell shares because they have contacts.  However, the way in which they are paid sets up an incentive for them to sell quickly – they are not paid hourly.  So to sell as quickly as possible, they often do not want to spend the time and the money to comply with all the rules so they often read their obligations narrowly.  Lawyers unfortunately look at liability to the law firm as well as the client and they try to enforce compliance and maintain a relationship with the underwriter.

Some sections of the Securities Act

· S.53 – requirement to give information (to file a prospectus)

· S.72 – Exemptions to filing a prospectus

· S.35 – Imposes obligation to be registered.

· The Securities Act has regulations which sometimes override the Act e.g. s.72(1)(d) says that you don’t need a prospectus if the purchaser purchases as principle or if you buy sharesx that are valued below $97,000 (aggregate acquisition cost).  But the regulations say that despite s.72(1)(d), the value is $150,000.

· In addition to the Acts and the Regulations, there are rules and local policy statements, national policy statements, uniform policy statements (which pre-existed before national policy statements), blanket orders that the commission can give you which cover everything that fits into that particular situation, and there are also orders whereby the commission can exempt you from complying.

· S.143 – rule making ability issued by the Commission

· S.74 – power to give the exemption

Prospectus requirement

· Imposed by s.53 – no person or company can trade in securities where such trade would be a distribution unless a prospectus is filed.
· A prospectus is a document that describes the issuer and its business in the broadest sense – it describes the managers and the distributors.
· The Act sets out the requirements needed in the forms at the end – the forms are dependent on the issuer – e.g. Form 12 is for industrial companies
· Have to describe the securities, the manner of selling the securities, what will be done with the money raised from issuing securities, describe the issuer, the equity and debt structure, describe the business of the issuer and any other material information related to the business i.e. anything of significance.
· You have to attach financial statements, discuss them, disclose the insiders (founders, officers, employees) and their debts and interests, a description of all material contracts

· Failure to disclose is misrepresentation – any untrue statement of a material fact or an omission of a material fact that is required to be stated or necessary to statements made from being false or misleading – therefore, material facts has a fairly broad definition.  It is anything that either significantly effects the market price of the securities or could reasonably be expected to significantly effect the market price of the securities.

· Remedies: Any person who purchases a security under a prospectus that contains a misrepresentation can sue the issuer, the underwriter and every director of the issuer.  He can get recission of the contract or damages.  So there is personal liability for misrepresentation.  The issuer bears much more significant a burder to ensure full disclosure.  For damages or recission, the following have to be proved:

1. You purchased the securities offered in the prospectus

2. You made the purchase during the period of time covered in the prospectus

3. There was a misrepresentation


There is no requirement of reliance on the prospectus, or even that you read the prospectus – therefore,                quasi-strict liability.

· Recission is a more intrusive remedy so there is a time limit of 180 days after the cause of action arose.

· For damages, the time limit is 180 days from when you found out about it to an outside limit of 3 years.  These limitations are in s.138 of the Act.

· Defences available on charges of misrepresentation:
The issuer bears the greatest burden.  The defence of due diligence is available to everyone but the issuer – the issuer has strict liability.  The directors and the underwriters could say that they conducted due diligence.  This requires that you undertake a reasonable investigation to provide reasonable grounds that there is no misrepresentation.  The issuer will however still be liable.  Due diligence can be done through agents, usually lawyers.

Preliminary prospectus and prospectus – s.53 and issuing securities

· First, a draft preliminary prospectus is required.  Use the appropriate form in the Act ensuring no misrepresentation and file it with your home securities commission and whenever there will be a distribution. The Ontario Securities Commission (OSC) is usually selected as the home office.

· OSC will then take the lead in reviewing the prospectus, draft comment letter containing questions and requests regarding the preliminary prospectus. OSC will circulate the draft prospectus to other provinces and ask for their comments. 

· When done, send off to issuer. Issuer’s job is to respond and explain. 

· File final prospectus as filed in all jurisdictions. Get receipt from the Commissions.   The Commission looks for formal and substantive aspects on compliance with the Act, but they may also impose their own additional requirements on the transaction itself  e.g. escrow requirements.   

· You can’t do anything before the preliminary prospectus is filed. Once it is filed, you cannot sell securities because principal shareholders of corporation must place their shares in escrow (in trust — cannot sell for a period of time). OSC may require this to ensure shareholders stay with the corporation.

· In between time of initial filing and receipt, the underwriters can solicit interest from clients in purchasing shares, show people the prospectus but cannot take offers.  Once the final receipt has been received, you can issue securities.

· When final receipt is issued, you must get a copy of the final prospectus to prospective purchasers (who received the preliminary prospectus) within 2 days. Send subscription agreement as well. Purchaser then has 2 days to get out of the agreement.

Reporting issuers

· The Securities Act labels anyone (public companies) who has ever issued securities with a prospectus as a reporting issuer.

· There is a continual disclosure obligation.  By making the issuer constantly disclose, when you sell your shares, this ensures that the most current information is available, that the public record is up to date, so that subsequent trading is done on all available information.

· The continuous reporting requirement consists of various documents  (1) Financial statements  (2) Reports of changes and (3) Transactions of the security itself.   Financial information must be

· Disclosed 

· Audited 

· Delivered to shareholders / public

· Filed with the Securities Commissions 

· Quarterly activity must be disclosed

Other Requirements of the Securities Act

· CBCA 133 / OBCA 94 — Corporation must hold an annual shareholders’ meeting (every 15 months and other special meetings)
· Must send information circular in advance of shareholders’ meeting to each shareholder. Corporate law (s.96(6) OBCA) requires that sufficient information be given to the shareholders so that they can make a choice.  Security law requires more information to be given.   This contains information relating to 

· issues being voted on at the shareholders’ meeting and discloses whether any officers & directors have an interest in any of the issues. 

· anybody who can vote more than 10% must be disclosed

· background of the directors (if electing directors),

· information about compensation to directors and officers, 

· indebtedness of officers and directors to the corporation

· any material transaction that effects the corporation in which a director or officer has an interest

· Annual audited financial statements and quarterly unaudited statements
· Proxies

CBCA 149 / OBCA 111

· Reporting issuer must send a form of proxy to all shareholders (document by which shareholder elects another person someone other than the management designee to vote their share).

· The proxy must follow certain rules:  it must allow the opportunity to the shareholder to name someone else as a proxy holder and vote any way.

·  Management must also send out Proxy Circular outlining issues to be determined at the shareholders’ meeting in sufficient detail to allow the shareholders to make rational decision.  

· Anyone else that sends out proxy forms must also send a circular and disclose who they are. 

· The vote by proxy is binding 

Re Goldhar [466]

· Motion before shareholders to remove existing board

· Proxy Form provided no real choice for shareholders

· Court said that was no good.

Ways to shorten time taken to clear a prospectus (usually takes 1 month).

The Act allows period to be shortened on the filing of an Annual Information Form (AIF) in certain circumstances .  If you issue shares regularly and you don’t want to go through the long process to get the prospectus renewed, but you still want all the information out, you can file an AIF.  It has much of the same information as a prospectus and are publicly available through SEDAR (through which everything is submitted to the Securities Commission).  The US uses a system called EDGAR.
· Therefore, proxies, information circulars and AIFs are regularly scheduled events to keep information current.  When there is a change in the business, there is an obligation on reporting issuers to report material changes or material facts on a timely basis: Section 75 of S. Act.

· Consequence of non-disclosure — not allowed to trade: Section 76 of S. Act.

· “Material Fact” - any fact reasonably expected to have material / significant effect on the market price of the securities.

· “Material Change” = a change in business (external) / operations (internal) / capital structure of the business that would reasonably be expected to have a material / significant effect on the market price of securities. Includes a decision to implement a material change.  Many material changes will also be material facts.

Eg. 1 A letter of intent to issue shares (non-binding) is a material change that must be reported, but not a material fact.

Eg. 2 Where a director has been charged with an offence, that is a material fact but not a material change.

Corporation must issue a press release and file a change report with the OSC.

Insider Reporting Requirments

Reporting requirements apply to the reporting issuer, but extends to insiders of reporting issuer (every director, senior officer, or any person who owns 10% or more than 10% of the corporation, every director/officer of anybody else who is a reporting issuer (shareholder)).  Insiders must file a report of holdings to the S.C. within 10 days of first becoming an insider.

Remedies for failure to disclose properly:

If misrepresentation in disclosure documents, Hedley Byrne cause of action — reliance must be shown — must have purchased shares in reliance, to your detriment.

Exemptions to require registration requirements

Most exemptions are paralleled (registration s.35, prospectus ss. 72-3) eg. See 35(1), 72(1)

(1) Private Company Exemption (section 35(2)(10) / 73(1)(a))

· Security of private company where are not offered to the public.

· Private company — see definitions — Company where Articles:

(a) Restricts the right to transfer shares (i.e. only with the approval of the Board of Directors)

(b) Total number of shareholders, other than employees cannot exceed 50

(c) State that shares are not to be offered to the public
There are 2 streams of caselaw:

Not "offered to the public"

Ralston

· "need to know" test. Determine if the group reasonably need to know the information in the prospectus to be protected. Doesn’t matter how big the group is.  If you are in need of protection, you are a member of the public.  If you don’t require protection because you have better knowledge, you are not a member of the public.

· In the facts, valuable employees were offered the ability to buy shares.  The court said that they are not in the position to by shares because they needed protection

Piepgrass

· "common bond" test. Any party with a common bond of interest with the corporation is not a member of the public (eg. Creditors).  You need to look for a relationship between individuals and the corporation.

Different tests are used depending on the circumstances.

(2) Seed Capital Exemption (section 35(1)(20) / 72(1)(p))

· Initial investment only

· Only regarding the prospectus requirement

· Requirements:

for sales of securities to

(a) senior officers / directors and their immediate family

(b) any person who, because of their resources or experience, is able to evaluate the  investment on the basis of the information provided by the issuer (Gold says – people with money!)

· Only allowed to solicit a total of 50 prospective purchasers 

· Of those 50, can only sell to 25 (if 26 want to buy, no exemption for you!) 

· No restriction on size of investment 

· Can be no general advertising or promotion of the securities. 

· Purchasers must purchase as principals, and not on behalf of someone else.

· Onus lies on issuer to show that an exemption applies.

· Under the seed capital exemption, corporation must disclose an Offering Memorandum (OM).  This has all the information that a prospectus has but it is not filed with the Securities Commission.  It contains provisions for misrepresentation  including a right of rescission. 

(3) Other Exemptions 

· Section 35(1)(5) / 72(1)(d) – Private placement exemption – originated in Ralston – You are sophisticated enough that we don’t need to protect you. Section 35(1)(3) / 72(1)(a) exempts trades to banks, trust companies, insurance companies etc. Reg. S.25 requires a minimum investment of $150,000 to sell without information.  You must either give no information (but public information) or disclose everything (OM).

· Trades to underwriters exempted under ss.35(1)(5) / 72(1)(d)

· To promoters — section 35(1)(20) / 72(1)(o) - Piepgrass
· To control persons (persons holding sufficient shares to control the corporation. Deemed so if hold at least 20%) s.14(b)(i)

· To employees — s.35(1)(19) / 72(1)(n).  One restriction: can only sell to employees if they are not induced to buy shares by expectation of continued employment.  In U.S., cannot sell to employees.

· OSC under section 74 can exempt a particular transaction — must apply to the OSC. It can also issue blanket orders.

Closed System

Once you have been qualified for an exemption, you a have a problem of how to put your shares out there without a prospectus.  And people who bought shares cannot sell them because there is no information out there for the subsequent purchaser.  This is not a good situation.  So, in a “closed system,” if you buy under an exemption Section 72(4) of Securities Act deems first sale after exemption relied upon to be a distribution. Eg. Corporation issues ALL shares to A to claim the private placement exemption. Piecemeal sell-off by A is deemed to be a distribution, invoking the prospectus requirement.  This may cause a problem because you may not have a prospectus to give.  So you can sign an agreement when you buy the shares that states “If the shares in the company don’t go public in 3 years, I can make you create a prospectus.”  This prevents the buyer from not being able to get rid of shares (unless of course he can get rid of them under an exemption).  In the US, this agreement is called the Registration Rights Agreement – between the company and the person first buying the shares under an exemption).

So prima facie, you have to register and issue a prospectus. Then you look for an exemption.

Examples

(1) Gator issues 100 shares to each of C, D and M for $10,000

· Private company 

· Promoters

(2) Gator issues 100 shares to Director’s aunt M for $10,000

· to get seed capital exemption

(1) must be immediate family (or senior officer)

(2) must be sophisticated (over $150,000)

· No longer private transaction

(3) Gator issues 2000 shares for $200,000 to BM Co., which is 50% owned by each of B and M.

· Trying to fit into private placement exemption, but each only contributes $100,000. Cannot use corporation to get around the $150,000 requirement; need to see how much each person invested.

Registration Requirements

· Only registered dealers can trade.  Individuals have to be registered.  “Listed” means listed on the stock exchange.  It is based on the issuer not the person doing the transaction.

· To become registered, apply to OSC. Must have $25,000 in liquid assets. Must contribute to a contingency fund.

· Educational requirements -  must take securities courses etc.

· If registered and in conflict situation, must disclose that.

Summary

· Securities Act covers virtually all securities transactions relating to Ontario.

· If no exemption then every person who trades in a security must be registered with the SC.

· Unless exemption, every distribution in a security must be backed up by prospectus.

· Prospectus contains background information on issuer, its business, officers, directors and major shareholders.

· Liability attaches to misrepresentations — wrong statement or failure to make a statement the absence of which makes the prospectus misleading. Any person that purchased under misrepresentation, whether or not actually relied on MR is entitled to damages or rescission.

· Once issuer has issued prospectus, they become reporting issuers, obligated to continuous disclosure. Includes Annual Proxy Form, Information Circular, and financial statements.

· If material fact or change, must disclose and issue press release.

· Exemptions: Some completely free the issuer from prospectus/registration requirements. Others (eg. Seed capital) require disclosure of OM — not received by OSC.

· To be registered, must register with OSC and show educational and financial background.
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DUTY OF CARE – there are statutory obligations and fiduciary obligations

CBCA 122(1)(b); OBCA 134(1)(b)

Every director should exercise care and skill of a reasonably prudent person (to be judged by the type of skill they come with – so this is a subjective standard).  NOT the “reasonably prudent business person.”  So there is no need for you to act like a businessman or someone who cares about a business.  But you have to know about the particular business of the corporation.  So the Act takes people as we find them – it does not make directors attain some level of proficiency.  So, the more their skill, the higher the standard required; the lower their skill level, the lower the standard required.

Brazilian Rubber Plantation

Re Brazilian Rubber Plantations and Estates, Ltd. (1911 Ch. C.A.)

Facts: Directors were old and did not have any business acumen.  Company sustained losses in an investment in a rubber plantation, which was based on grossly inaccurate reports.  Liquidator charged the directors with negligence.  

Held: a director’s duty has been laid down as requiring him to act with such care as is reasonably to be expected from him, having regard to his knowledge and experience.  He is not bound to bring any special qualifications to his office.  He may undertake the management of a rubber company in complete ignorance of everything connected with rubber, without incurring responsibility for the mistakes which may result form such ignorance.  Such reasonable care must be measured by the care an ordinary man might be expected to take in the same circumstances on his own behalf.  Held directors not liable

Why to courts take this approach rather than a more stringent one?

· Democratic reasons – the shareholders voted for the directors

· The shareholders can do other things internally to remove directors

· The corporation can kill itself if it wants

· Courts are not in the business of running corporations.  Judges are generally not skilled to step in.

· Consider the time taken to make court decisions – so the court takes a hands-off approach rather than second guessing the board of directors.

s.122(3) CBCA; 134(3) OBCA

The standards in the Acts cannot be removed by contract or anything.  It can only be done by unanimous shareholder agreement, to the extent that the shareholders take on that responsibility.  

Barnes v. Andrews – Learned Hand J.

Facts:  The largest shareholder in the corporation was a friend of the president.  The president convinced the friend to sit on the Board of Directors.  There were 2 director’s meetings.  He missed one because he mother died.  He was keeping up to date with the corporation.  The Corporation raised money through the sale of shares and wanted to use this money to start a factory.  There were delays and the corporation lost money and went bankrupt.  The banks came in and got the receiver.  The receiver sued the director arguing that the director did not exercise due skill and this resulted in the loss so now the director should pay.

Learned Hand said, in general, courts do not want to interfere in the day to day policy and management of directors since this would cause more problems.  The director at leas had to keep reasonably informed.  It was not just enough to get information – the director had to be critical in his analysis.  In this case, the director was taking the president’s word for everything rather than looking into the production delays.  This does not mean that you have to distrust management, but he should have asked the president probing questions.  So the director breached his duty of care.  But Learned Hand said that this director was not liable because of causation – other people did not discharge their duty either.  It did not pass the but-for test – failure has to have a causal connection to the actual losses in the company.  We do not know if the result would have been any different if he had exercised his duty.  How would you ever get over this test?  If the negligence is so blatant and you can show that the other directors merely followed what he said, and you can show that a clear alternative was available, you can pass the but-for test.  The plaintiff (receiver in this case) would have to prove this because they are the ones who are suing.  However, it is hard to get proof about the existence of reasonable alternatives.

Learned Hand imposed a duty on the plaintiff rather than on the directors to show that there is a causal connection to the harm because otherwise, the directors would have to prove a negative, i.e. that there was nothing they could have done to change the situation – this is hard to do.

Allied Freightways 

Husband and wife were directors of a bankrupt corporation.  The wife really did not have much say.  Payments were made to the husband and wife.  The receiver tried to hold the wife liable for payments made to the couple by the corporation before the bankruptcy.  The court said that there was no causation.  She is not liable because she was just a nominal director - did what husband told her to do and had no business background.  Thus she could not be held responsible for payments made to husband. BUT: another case went the other way.

Francis v. United Jersey Bank (N.J.S.C. 1981)

Facts:  Defendant, Mrs. Pritchard (deceased) was director of a family run reinsurance brokerage company.  Unbeknownst to Mrs. Pritchard, her two sons, who served as officers of the company, arranged a series of non-arm’s length loans from the company to themselves.  Mrs. Pritchard was not in good health, not in a position to scrutinise the wrong doing.  She was not active in the business and knew nothing of its corporate affairs.  A trustee in bankruptcy brought suit against Mrs. Pritchard for failing to detect and constrain the self-dealing activities of her sons.  

Ratio:  As a general rule, a director should acquire at least a rudimentary understanding of the business of the corporation.  Accordingly, a director should become familiar with the fundamentals of the business in which the corporation is engaged.  Because directors are bound to exercise ordinary care, they cannot set up as a defence lack of the knowledge needed to exercise the requisite degree of care.  They cannot protect themselves against a shield bearing the motto, “dummy director.”  Directors are under a continuing obligation to keep informed about the activities of the corporation.  Directorial management does not require a detailed inspection of day to day activities but rather a general monitoring of corporate affairs and policies.  A director is well advised to attend board meetings regularly.

Held:   she is liable.  If she had done the above she would have discovered the fraud and confronted her sons who would have stopped (problematic!)  The court thought that no good son would disobey his mother (although they would disobey their spouse!)

How do you reconcile the two cases?  Maybe because the court characterized the company as resembling a bank where directors have been held to higher standards of conduct. 

Joint Stock Discount v. Brown 
Facts:  The director was knowledgeable.  The Board of Directors approved a plan that benefited an inside creditor to the detriment of outside creditors.  One Board member disagreed and wrote a letter to the Board telling why and saying that he was opposed.  Is this enough to exculpate the one Board member from liability?  

No, not enough to oppose the plan have to take affirmative steps.  For example, go to court, vote against it, warn shareholders, etc.  He had an affirmative duty to try and stop the plan as best he could.

Problem: what would have happened to his career if he had taken one of these aggressive actions?  He would have been fired.  Courts have not resolved this issue

Notes:

The reluctance shown by the New Jersey Court in exonerating a “dummy” director is also reflected in English jurisprudence

The rule is the less you know about something, the better off you are.  So if the Board of Directors make a bad decision, just do not show up at the meeting and you are not liable.  This is changed by statute  s.123(2) CBCA; 135(3) OBCA – if you are not at a meeting, you are deemed to have agreed with an action unless you take specific action such as writing to the corporation 7 days in advance to express disagreement.

Selinsky v. Wrigley

Facts:  Chicago Cubs play in Wrigley field.  Wrigley owns 80% of the shares of the corporation that owns the Cubs and the field.  Some directors brought up the proposal to have lights in the field to have night games.  Wrigley refused because of tradition and not the disturb the residents.  He voted against it as a director.  The minority shareholders complained because night games were more profitable.  They said that they lost money on that decisions and the director did not take due care – he was interested in the wellbeing of the wrong people and not of the corporation.  Was there an actual lack of care?

The courts said that the wellbeing of the corporation is what counts.  But there was no liability because there wan no proof of damages since there was no proof that night games actually increase profits.  There was no duty to follow the crowd and since all stadiums has lights, to put lights in Wrigley field.  The relationship between a corporation and a community is not all about getting money. Courts will allow directors to do what is good for the community (and will stay out of it).  Corporations can invest in the arts, charities etc.  The Board of directors can do whatever they want as long as they are doing so fully informed of the facts.  Note, in this case, Wrigley would also be suffering the majority of the loss since he had 80% of the shares.

The business judgment rule

A U.S. rule  which is also followed in Canada.  Comes about because courts generally don’t want to interfere with what is going on in a corporation – only in cases of fairly large abuse will the courts intervene.  If no conflicts or illegality they keep out of it – this has been formalised in the U.S. in the form of the business judgement rule.

Kamin v. American Express   373 NYSC 2d 807 (NYSC 1976) discusses fundamentals of this rule

Facts:   Amex directors held shares in DLJ and the shares were not doing well therefore Amex stood to lose money.  They chose to dividend these shares up to their shareholders – structure was that each holder of Amex would hold shares of DLJ directly.  A minority shareholder said that this transaction caused Amex to lose a substantial tax saving of $8m.  If they had sold the shares to a 3rd party they would have been able to use the tax loss to offset their income whereas if you move a physical asset up to your shareholder it just goes off your book.  The reason Amex did not want to sell was because it would have looked like there was a reduction in the share price.  This would not appear in the books of Amex as a loss – it would appear as a loss to the shareholders.  Dissenting shareholders said they gave up money they could have used more productively.  

Held:  The Court said the Board of Directors is entitled to make a poor business decision – if they neglect their duties it’s one thing but otherwise they are completely protected by the Business Judgement Rule.  There is no ability of the court to second guess what the Board did  The directors’ room rather than the courtroom is the appropriate forum for thrashing out purely business questions which will have an impact on profits, market prices, competitive situations, or tax advantages.  The substitution of someone else’s business judgment for that of the directors is no business for any court to follow.  The court will not interfere unless a clear case is made out of fraud, oppression, arbitrary action, or breach of trust. .  Directors must not only act with skill and care but also in the best interests of the corporation.

Smith v. Van Gorkom   (Judicial intervention, director’s liability) 

Decision from Deleware

Facts:  Involves a large enterprise with a sophisticated board.  Trans Union was in the railcar leasing business.  They were entitled to some tax credits but couldn’t use them to reduce the amount of tax they pay – therefore their price on stock market was lower than they would have liked.  Management wanted to appeal to the director to shoe that the corporation was doing well, so the CEO, Van Gorkam went to Congress and asked to change the rule, but that went nowhere.  So VG started to work on other avenues to get the benefit of the tax credit.  He tried to get an outsider to buy the shares (leveraged buyout – a loan from the corporation to buy it) – the corporation gets saddled with a lot of debt since it is borrowing using the corporations assets as collateral.  It is a drain on the corporation because the corporation has to borrow money.   Under the scheme they could then use the tax credits.  The corporation had to get out of debt in a reasonable time.  So VG figured out what price the purchaser could pay to get out of the debt obligation.  He picked his own price based on what the reasonable time was to pay off the debt (wrong reason) $55/share.  VG approached Pritzger about the price.  Pritzger didn’t want the leveraged buy out -  he just wanted to do a normal merger but the $55 share was already out there calculated on the other basis.  Now they were using that price for just a  normal purchase of the corporation.  P agreed to buy for $55 and VG said needed opportunity to accept other offers for a certain time to make sure the price was fair.  P said he had a lot of risk in making the offer and didn’t want to be outbid – he wanted protection.  He didn’t want VG to go out and solicit offers.  He didn’t want them provided with any confidential information which presumably P did have access to but only access to public information.  He also wanted a piece of Trans Union (1 million shares – these would be newly created shares) and he was willing to pay 75c higher than market price of $37.25, that way if they sold to someone for higher than $55 he would make some money personally (this was called a lockup agreement) 

VG and P decided on the basic terms and gave V a short time to get the deal done.  VG called a meeting, they got bank approval, talked to lawyers (not the company’s), called a meeting of senior management and then a meeting of shareholders.  When he met with senior management he set out the basic transaction.  The rest of management were opposed – thought it was too rushed, the price too low and the (newly created shares under private placement) million shares was a problem.  If the shares went to $55 then automatically $55 million would go to P – the price tag – that would also impede their ability to attract other investors.  VG went to the meeting (10 directors: 5 insiders, 5 outsiders).  All had large business experience including a dean of a business school.  VG did not invite the investment brokers to the meeting but did invite the outside counsel he had hired.  He didn’t have the agreements because P didn’t have them produced, but VG made the basic terms understood.  The board knew of the financial statements and the tax problems of the company and understood the situation in terms of the overall strategy of Trans Union.  During the meeting the agreements were ready and made available.  VG made a presentation to the Board and didn’t discuss where the $55 share figure came from – he just said P would pay $55 cash for each share.  Also, for 90 days Trans Union could attract but not solicit competing offers.  P’s offer was subject to 20 days to get financing and if he got it or waived the condition then Trans Union would issue one million shares at $38 each to P.

Trans Union’s outside lawyer said if you don’t accept the offer you could be sued for not taking advantage of this good offer, you could be sued.  The Chief financial officer had not been too involved.  He was not totally satisfied – thought it was at the low end of value.  The CFO had to come up with the valuation of the corporation.  The board approved the transaction but imposed 2 obligations:  they didn’t like idea of not soliciting offers and also they wanted to share their confidential information to make it a level playing field for other investors.   On Monday, the transaction is announced by press release (because it was a  public corporation).  VG was immediately faced with threats by management who were unhappy.  P agreed to those changes and also to extend the 90 day period to 120 days.  VG called another Board meeting at which those changes were approved.  At the same time P waived his financing condition which means Trans Union immediately issued 1 million shares at $38/share.

Another firm, GE Credit wanted to buy the shares but didn’t like the 1 million shares that P had.  GE didn’t put in a bid because P didn’t withdraw his offer.  They would go ahead only P revoked the million shares which P refused to do.  There was no other interest from anyone who wanted to by Trans Union.  In mid December, a bunch of dissenting shareholders sued the Corporation and P because they argued the value of the shares was higher than $55.  A subsequent shareholders (non-dissenting)  meeting was held at which agreement was retroactively approved.  The dissenting shareholders went to court to ask that the deal with P be rescinded or to get damages from the Board of Directors and Pritzger for their loss.   The straight buyout didn’t solve the tax problem as a leveraged buyout would have but at that point no one cared because they were all going to be bought out

The Argument

The Court ruled that the Board in Trans Union has acted in violation of the duty of care by not acting with an informed decision.  The business judgement rule is a presumption only – that the directors acted in good faith, on a well-informed basis and have an honest belief that the action is for the well-being of the corporation.  The directors can rely on this presumption unless one or more of the elements are disproved by the person suing.  The plaintiff can bring evidence to disprove the presumption.  The element of informed decision making is what was at issue here.  The board in approving the transaction did not make an informed decision for the best interests (long term benefit, financial stability) of the corporation as a whole.  

The Court said that the directors have an affirmative duty to critically assess the financial validity of the deal.  The Court said there would always be small breaches and you cannot intervene every single time – it is not enough that you be somewhat negligent you have to be really grossly negligent. (There is no real legal rule to differentiate negligence from gross negligence.)  

· The court said there were certain triggers which should have set off alarm bells in the minds of the directors – there are questions they should have asked.  There should have been a critical discussion.  There is an obligation for that – they could be criticized for not inquiring enough.  Even if VG had responded even with platitudes that may have eased their liability but they never even asked .
· The alternative view is that they didn’t care how the number was calculated because given their knowledge of the industry the figure was fair – if they didn’t think they would get a better price than why ask any further questions.  They didn’t just ratify the proposal they actually changed it – they set up a mechanism to see if the $55 price tag was fair 
· The overall question is should the court have imposed all this on the board if they acted in good faith but the court said bad or good faith is irrelevant in determining whether the directors are entitled to protection under Business Judgement Rule
Criticisms

They didn’t do 3 things
1. They didn’t look into VG’s role in establishing the sale price – no one asked where the $55 price tag came from and they didn’t ask him how did P really come to the table – needed to assess critically as reasonable 
2. The board didn’t make an effort to find out what the corporation was worth – they were ignorant of the intrinsic value of the corporation
3. They were grossly negligent in approving the transaction in too short a time – only 2 hours 
1. Van Gorkam’s price:  The CFO said that the value was in the low range but it was reasonable.  They also wanted to test this price by soliciting offers.  The court said that there were certain things that the directors should have noticed – that VG wasn’t being completely honest with them as to how this transaction came about.  The Board has to be critical and inquire more about the situation. If VG had given them platitudes to show that there was no reason for a follow-up, maybe they could absolve their liability.  But the Board thought, because they were sophisticated, that the price was fair so there are arguments as to why they had to do more work.  Also, the board didn’t just ratify VG’s proposal but they changed the deal to test whether $55 was a good price by extending the time for soliciting other offers.  So how far to courts have to criticise methods used by directors?   

2. There are 2 ways of evaluating shares – an internal evaluation done by an officer and an external one.  An external valuation would have take weeks.  Also, an outside valuation wouldn’t necessarily make a difference – it was really guesswork since it relies on too many theoretical models to achieve only a good guess at the valuation.  It seems like $55 wasn’t a bad number to come up with.  VG thought that it was reasonable based on his calculations.  The court said that the board had a positive obligation to evaluate what the company was worth.  The other argument was that the Board was sophisticated and they knew what they were doing and they thought that the transaction was fair and good for the company.   The time they had to do it in was limited so they needed to act quickly.

3. The two hour deal – a sense that 2 hours is a marked departure from the standard of a reasonable person – potential fear that the prices will go up.  They had much more than 2 hours to think about it even though the final meeting was 2 hours long,  The Directors, being sophisticated would probably already know the valuation of the company.  The court doesn’t know what a reasonable time should be.  It is more typical for these deals to be done quickly.  Note:  the directors didn’t have to read through the entire agreement because they have other people to do that.  They cared about certain features and they did change these.  Forcing people to sit at a meeting for a long period of time doesn’t necessarily mean a better decision.  Why did P not give them more time but wanted it done over the weekend?  He wanted some protection for himself and he didn’t want it dragging on for more time.   

· This case is the high water mark of court intervention in corporation with regard to Business judgment rule

· Usually courts take substantive (hands off) approach rather than a procedural approach because they really do not want to interfere

· Directors can purchase errors and admissions insurance that protects them from breaches of the duty of care provided they acted in good faith, no conflict, acted honestly (under CBCA 124 ; OBCA 136).   If a director is sued by someone and the director is successful, they have a right to have their costs indemnified by the corporation. 

Duty of Care

· See subparagraph (a)(1) to act honestly and in good faith with a view to the best interests of the corporation 
· Fiduciary includes people with the highest obligation.  A director has to avoid not only taking assets away from the corporation but they must avoid looking like they have taken the assets.  Trustees have the highest fiduciary duty. 
Ways a director could take or appear to siphon out assets away from the company:

(1) He can open a personal account and transfer money from the corporation – this is outright fraud.
(2) Where he takes on a business opportunity for himself that should have been the opportunity of the company and makes himself a profit by diverting what belongs to the corporation to him.
(3) The director represents a corporation but he is setting his own pay – i.e. a director contracting with the corporation on behalf of himself
Interest Directors’ Contracts

The law on conflict of interest has been codified to clarify a lot of problems in the case law.  Corporate opportunities has still not been codified.  The law in Canada is unique in the duty of fiduciaries because of some lower court decisions!  The rest of the world thinks that our laws are weird!
Aberdeen Railway v. Blaikie Brothers 

Facts: – a director of Aberdeen was a partner in another organization called Blaikie Brothers.  Aberdeen needed to buy railway chairs (they go on the track) which Blaikie Brothers was able to provide.  So they entered into a contract to purchase.  Aberdeen breached to contract and Blaikie Brothers sued.  Aberdeen said contract was void because of conflict of interest – one of your principals is also one of ours.  The House of Lords agreed that contract was void because the director was in a position to direct a profit to himself through BB.  He can’t contract with himself or with a corporation in which he had a personal interest.   
· The problem with this is that conflicts happen all the time – why is this particularly bad?   The fear is that the contract is unfair – it is different because it can put a director’s private interests ahead of the interest of the company.  If the director had 100% interest in Aberdeen, it would have been fair because he would be spending all his money from Aberdeen to BB.
· The House of Lords said that fairness and unfairness of a contract doesn’t matter – they said that even if the contract was fair it would still be void because the only thing that matters is the existence of the conflict of interest .  So we won’t enforce a fair contract (even if the contract was beneficial to Aberdeen).  The courts just wanted a rule to stop the directors from breaching their obligations.  They don’t want to get into disputes on fairness – they just don’t want the directors to ever be in a position to breach their obligations. Reason for the prophylactic rule is that most of the activity is impossible to unroot.  Shareholders wont’ find out what the fiduciaries have done – need to have a rule that prevents them from even getting close to being in a position where there is any possibility of taking advantage even it it’s a bad deal for Aberdeen – ensures there can be no form of manipulation
· The director in question was just one director on the board and yet the board approved of the transaction but this was not good enough because you cannot take a chance on backroom deals – on the off chance he had influence they apply the strict rule – goes back to idea of fiduciary as having a duty.  So even though this rule is exceedingly harsh because often suppliers do sit on the Board of Directors in order to build links are create strategic alliances.

North-West Transportation v. Beatty

Facts: Similar situation as Aberdeed.  A Company needed a new steamer since their steamers were lost and damages and they only had 2 left.  It went to one of the directors/principals and purchased a steamer from him.  Shareholders voted on this since the steamer was suitable and sold at a fair price.  But one of the shareholders thought something was amiss and since the director was a fiduciary, he shouldn’t be allowed to do this and he wanted the director to give back the profits.  
The solution of the courts was to allow the shareholders as opposed to the directors decide because they are the ones who stand to lose money.  Court said if the shareholders approve it there was no problem.  Problem was that Beatty was a shareholder and he voted his shares in favour of this transaction.  Maybe if he hadn’t voted, the transaction would not have been approved.  The court said that he was only a fiduciary when he wore his hat as a director; once he wore his shareholder’s hat he was no longer a fiduciary.  Acting in his rights as a shareholder, he would have been entitled to vote that way. 

This rule was softened over the years because it can result in injustice.  In the US, majority shareholders can sometimes be considered as a fiduciary when exercising their power..  This is not quite the same in Canada.  We do have the oppression remedy in corporate law.  In securities law, you sometimes need a majority of the minority (imposed in public companies).  These transaction include related party transactions.  This acknowledges that a strong shareholder can impose bad deals on the corporation.
Form of remedies in N.Western

In this case the action was initiated by a shareholder but he started the lawsuit in the name of the corporation so he was not suing as a shareholder he was suing as the corporation – a derivative action.  It must be for a wrong done not only to the shareholder personally but for a wrong done to the Corporation.  Formerly, at common law it was quite complicated but it has now been changed:
· The Common Law rule is found in Foss and Harbottle (Eng.) – it set up when a shareholder was able to commence a derivative action.  They said the only time that a shareholder is allowed to sue in the name of the corporation is where there is an impossibility of the shareholders ratifying the transaction i.e.  it has to be a claim that is ultra vires the corporation (legally impossible for the corporation to take) or that a 2/3 majority is required to ratify it, there is fraud on the minority (where the director and majority shareholders are the same).  This rule has now been overrules by the Act which allows for much broader rights (but you have to go to the corporation to start an action and you have to get leave of the court under statute to commence an action. 
CBCA 120; OBCA 132 – is basically the same thing but more explicit

· Deals with when the situation arises (there is nothing explicit in the Act that ousts the common law – it just provides you with some rules.   The section says : “If you are a director or officer and you are a party to a material contract with yourself or with a corporation in which you have a material interest…”  If the corporation tat this person is a director or officer of enters into a material or proposed material contract with someone else, that someone else could be either a director or officer of a corporation in which the director or officer has a material interest.  Also includes contracts with a corporation, trust, or family member in which you have a material interest.

· It’s vague enough to cover any situation in which you could be sitting on both sides

· You must disclose in writing the interest and the nature of the interest at the first meeting at which this transaction is being considered or if you don’t get the material interest until later at the first opportunity or at the moment you become a director (at the moment you are sitting on both sides).  As soon as the material contract crystallises and you are sitting on both sides, you have an obligation to disclose.

· You are not allowed to vote on that particular transaction 

· If it’s a transaction in which one of the companies owns the other and the same officer and director is for both it does not apply because it would mean that virtually no directors in the situation would be allowed to vote

· The contract is neither void (never existed) or voidable (good unless someone takes an action to get rid of it) by reason only of the described relationship – as long as the contract was reasonable and fair to the corporation at the time it was approved by the directors of shareholders.  IF NOT, sub 8 says that you can go to court and get the contract to be set aside on such terms as the court sees fit.  Sub 7 and 8 of the OBCA divides the directors and shareholders approval and sub 9 is broader.

· THEREFORE – disclose it, don’t vote and the contract has to be reasonable and fair

· If you don’t you can go to court and have the contract set aside.  The general idea is that in a material contract these rules apply but does not say what happens if you have a non-material contract)

· THEREFORE – When do you have a material contract? (cannot attach a dollar figure, it depends on the nature of the corporation and state of its affairs, if in doubt just follow the section

· THEREFORE – When is a contract reasonable and fair? (open to interpretation)  Mere shareholder approval is not an indication of fairness.

Hayes Oyster and Keystone Oyster (U.S)

Facts:  There was a conflict.  Hayes was a director/officer/everything of Coast Oyster.  Coast was in financial trouble and Hayes suggested selling two of their oyster beds.  They approached a buyer, Engman who agreed only if Hayes would come in as his partner. Engman formed Keystone Oyster with his spouse but the spouse was only holding the shares as a trustee for Hayes.  The directors at Hayes approved the sale to Keystone Oyster.  Hayes wanted shares of wife transferred to him and Engman refused.  Engman went to Coast and told them what Hayes was doing.  Coast sued Hayes and wanted shares transferred from Engman’s spouse to Coast.  Coast said that Hayes failed to live up to the statutory obligation to disclose (although the transaction was fair and beneficial to Coast.)  The remedy ordered was to have Hayes transfer his shares in Keypoint to Coast.  But Hayes had paid for these shares and Coast was getting them for free – the penalty for him (even though it wasn’t necessarily fraudulent .  Coast got the value of one of its oyster beds back – extreme penalty for Hayes).  He got no benefit from the deal because Engman’s wife owned the shares.

Exam final 2 years ago:  A director who was a director of company A and before she became a director she put all of her assets into a blind trust (someone else has it and doesn’t tell you what you own) and the blind trust invested it in 11% of Co. B.  A sold land to Company B at fair value but 6 months later, oil was found on the land and the value went up.  She didn’t disclose it because it was a blind trust and she didn’t know she owned part of it.  Because she had the conflict from the beginning she always had the material interest even though she didn’t have knowledge.  Was it a material contract?  Yes.  Was it a material interest?  Is 11% sufficient?  The act cares about material interest (not knowledge) (11% is material interest in this case).  Securities law said yes since there is a reporting requirement for over 10%.  So, not look at the Act.  The Act is explicit – she had a conflict and she it outside the safe harbour of Section 120 – she didn’t comply with her duty under the Act.  She must declare at the first meeting after which she could have a conflict.  But she didn’t know that she have material interest in Co. B though!  This is an equitable remedy so presumably the Courts need not provide an order that she cough up the money – they take discretion that it was a blind trust.

· Oppression Remedy (in corporate law) - in Canada the majority of minority rule would deal with this – it acknowledges that a strong shareholder could impose bad deals on the company .  In the US,  a majority shareholder can be seen to be a fidcuciary – not quite the same in Canada but the oppression rule can deal with it.
FUDUCIARY DUTIES: CORPORATE OPPORTUNITIES

· A corporate opportunity is a business opportunity that was presented to a fiduciary while acting in a fiduciary capacity

· A fiduciary cannot divert a corporate opportunity away from the corporation to her own uses or to the uses of another corporation in which the fiduciary has an interest (including holding shares as trustee)

· The determination of whether (a) there was a corporate opportunity and (b) whether it was wrongfully diverted away from the corporation, can only be determined by examining the particular circumstances in the case
· These are based on common law – not codified.  It is not as clear to know when you are in this situation because not set out in statute.  The situation arises  any time an opportunity could have gone in theory to the corporation but a director of officer took it up personally.

Factors to look at include the following:

a)
the position of the fiduciary

b)
the nature of the opportunity

c)
the ripeness of the opportunity

d)
the relationship between the fiduciary and the opportunity

e)
the amount of knowledge possessed by the fiduciary

f)
the circumstances under which the opportunity was obtained

g)
if taken after the fiduciary had resigned, how long after?

h)
The circumstances under which the fiduciary ceased to be a fiduciary

· Where there is a conflict or the potential for a conflict, and a profit is earned, then the profit must be relinquished regardless of benefit or detriment to the corporation and regardless of good faith

· Courts apply a lower standard to parent corporations dealing with their subsidiaries

· The subsidiary must prove that parent actually diverted an opportunity away from subsidiary

Common Law:

Cook v. Deeks (1916 P.C.)

Facts:  The defendants, directors of Toronto Construction Company, decided to do the next contract in their own names as the company was about to wind up.  The company had not yet been wrapped up yet so a third party said they had to account for the profits.  Held:  they had to account for their profits to the company.  As it was still a functioning corporation the directors have to act in the corporation’s best interests.  Cannot allow a director to use their power and knowledge (which they got form the corporation!) to deliberately exclude the corporation.  What should the principals have done instead?  They should have resigned and protected themselves by taking proper procedural steps.  They could have passed a resolution winding up the corporation

Note: the law as it stands now is found in the next case

Regal (Hastings) Ltd. v. Gulliver (a transaction that was actually for the benefit of the corporation)

Facts:  Regal owned one movie theater and wanted leases for two more.  They decided to form a subsidiary corporation that would hold the two leases.  The landlords of the 2 leases said because the company had no assets they didn’t want to enter into a long term lease with a company they didn’t know for sure could pay.  Regal wanted to board to agree to the leases to enter into the lease deal for the subsidiary.  The problem arose because one of the directors wouldn’t do it because they would be personally liable.  So they couldn’t get the leases.  So some of the directors agreed to put money into the subsidiary in return for shares and once the money was in there was no problem with the leases.  During this time they were trying to sell their assets and an offer came along where someone bought the shares of Regal and the subsidiary.  So the directors sold their shares to the new owners at a good profit.  So now new owner owns all the shares who turn around and sue the board of directors for the profit that had just been made on the sale of the shares. 

Regal would have gotten 100% of the shares of the subsidiary but the directors, by investing directly in the subsidiary got the value of the shares instead and reduced some of the corporate opportunity away from the corporation therefore the new owners weren’t getting the full value of Regal. 

But was there any loss to Regal?  In theory the profits that would have gone to Regal went to the directors – but if the directors had not invested the money there would have been no profit possibility.  They were helping Regal out – the reason that the subsidiary had some value was because the directors came to the aid of Regal by investing in the subsidiary.  

Purchasers point of view – they weren’t there at time the investment took place.  What did they lose by the fact that the directors invested in the subsidiary?  They didn’t lose anything; the new company would have just paid the same amount – just more for the subsidiary and less for Regal, but the amount would have been the same, and they lost nothing because they paid market value for the setup.  Now, they were trying to get below market value for their purchase.  

Why did the court give the present shareholder money?  The House of Lords said that the directors are fiduciaries.  They aren’t allowed to take advantage of an opportunity even if the corporation couldn’t have taken advantage of it and it was for the benefit of the corporation – it was a windfall to the new people but it was punitive for what they did.  The directors had a fiduciary duty to Regal and the new purchasers benefited by that breach of duty – there was an opportunity that could have gone to the corporation and the directors to advantage (should have offered shares to the public and wouldn’t have been a problem).   If the directors made a profit from an opportunity that would have gone to the corporation, we will punish them.

The new purchasers got the money because as soon as the directors got the new company the action was there.  If it hadn’t been the directors but someone else who bought the shares there wouldn’t have been a problem.

Policy: very strict rule because it’s the only way to guarantee that the directors will act in the best interests of the corporation.  Therefore if the director makes a profit in these situations, the director will loses it.

Peso Silver

Facts:  Mining company.  Dickson approached them to buy mining claims.  Peso said they could not afford this.  Later Dickson approaches Cropper, one of the directors of Peso (who was a director at the time of the original offer) and Cropper said he would buy the claims.  He got some of his friends on the board of Peso to create a company called Crossbow which purchased the mining claims.  Another company, Charter, purchased a substantial block of Peso.  The owners of Peso changed and there was a falling out between Peso and the new owners.  Cropper was asked to disclose all his outside interests.  He disclosed his assets to Crossbow.  Charter said Cropper had taken a corporate opportunity that applied to them and wanted the profits because he breached fiduciary duty. 

Held:  Applying Regal Hastings it looks like an open and shut case but it isn’t.   The Court said Cropper was not liable because at the time the Peso Board rejected the purchase of the mining claims Cropper didn’t contemplate purchasing the claims himself.  He bought the claims not as a director but as an individual.  He wore separate hats – when they approached him the second time he was approached as a private individual.  He didn’t take from Peso because they had been presented with the offer and rejected it.  An important fact seems to be that Dickson approached him.

Canadian Aero Service Ltd. v. O’Malley (defines liability of directors, officers and top management of the Corp.)

The test here appears to make a lot of sense.

Facts:  Two people who were senior officers and directors of Canaero (O’Malley and Zarzycki) – 50% of the company was owned by a US Corp.  There was also a 3rd person – Wells, who was a director but resigned.  They were in the business in topographical mapping and were negotiating with Guyana government to map the country.  They collected information and wrote reports for Canaero.  The US government was going to pay but eventually, the Canadian government was funding the project and asked for bidders including Canaero.  Before Canaero could bid, O”Malley and  Zarzycki resigned and set up Terra Surveys which then submitted a bid for the same project.  Canaero was no longer able to bid and had to go in with another partner.  Eventually, Terra’s bid was accepted and Canaero sued get any profit O’M and Z made on the project saying that the corporate opportunity to map belonged to them.  O’Malley and Zarzycki were never formally appointed as directors as officers of Canaero so they argued they were merely employees, not fiduciaries of Canaero and employees don’t have fiduciary duties. As a mere employee you have no fiduciary duty to the corporation but as a member of top management, and therefore as an agent you do (Regal Hastings)

Held:  Court said anybody who is in top management has a fiduciary obligation to the corporation.  But top management does not include mere employees.  Top management acts as agent for the corporation.  How do you determine top management?  Test:  is whether they have authority to act on behalf of the corporation and bind them as an agent in some way.   Old English law would limit it to directors but the courts needed to get around the fact that O’Malley and Zarzycki had not been  appointed.  So liability is no longer limited to top officers and properly appointed officers.  You have to look at who is in control.  Over time this concept has been applied to lesser employees because that person can control that aspect of the business (i.e. the hearing aid salesperson in Eaton’s).  This is reinforced by the decision in Lac Minerals

Lac Minerals

Expands the definition of fiduciary from Canaero - they define fiduciary broadly.  

1) Any time when the principal’s interest is affected by and dependant on the manner in which the fiduciary uses their discretion – if you can affect the well being of the corporation than you are a fiduciary.  You must have scope to exercise some discretion or power.  

2) Legal and practical interest can be effected by a fiduciary i.e. The fiduciary can unilaterally exercise his power to affect or bind the corporation to a good or bad contract.  

3) Beneficiary is particularly vulnerable or dependant on fiduciary.

So we don’t know how far down the chain a person will be a fiduciary.  If you are a fiduciary and make a profit, you own that profit to the corporation.

NOTES:

· At the time Terra got the contract, they were not working for Canaero.  But they still owed a fiduciary obligation.  A person cannot quit one day and compete the next! You can’t avoid your obligations by merely resigning.   They are tainted with a fiduciary obligation for some time.

· In Peso Silver, they didn’t have the money to take advantage of a business opportunity.  Can a fiduciary take over a business opportunity if the corporation cannot pay – No– there is a danger because all it does is set up the opportunity for the fiduciary to make sure the company will never be able to take advantage of the opportunity.

· Courts don’t want fiduciaries to be tempted so they set up harsh rules to prevent a situation where they can be tempted.

· Courts will not allow fiduciaries to take advantage of a business opportunity that the corporation cannot afford to take advantage of.

· You can’t avoid your obligations by merely resigning

· In particular you are liable with regard to corporate opportunities that existed at the time you left

· the highest obligation known to the law is imposed on these people

· court said it could be an ongoing relationship or it could arise on the specific facts for particular tasks

· even though a person may not always be a fiduciary they may be in certain circumstances

· it’s impossible to ever advise a client of what a fiduciary obligation really is 

· once you are a fiduciary if you make a profit you owe it to the corporation

· other countries have taken different approaches

· as soon as you are an agent you are a fiduciary

What other ways could you go to hold people liable to the Corporation?

· Contract
· Restitution and unjust enrichment – you would have to have more proof  - (a tort would require proof that the corporation was harmed whereas with a fiduciary duty all the fiduciary has to do is make money off the company as proof)
Duty of the Fiduciary (Canaero)

· Loyalty

· Avoidance of conflict 

· Avoidance of acting in their own self-interest

· Secretly taking property or business advantage to the company clearly violates the fiduciary obligations owed by top management

How to determine if there was a fiduciary obligation (Canaero)

This case tries to say when you have breached your fiduciary obligation.  The rules are flexible, but they are rules nonetheless.  There are 6 things to determine if there was a fiduciary obligation:

1. What is the position of the fiduciary in the corporation vis-à-vis the particular corporate opportunity?

2. Nature of the corporate opportunity?

3. How ripe is the opportunity  (when is it available)?

4. The amount of knowledge possessed by the fiduciary and how it was obtained.  How involved is the relationship between the fiduciary and the opportunity? 

5. If the opportunity taken after resignation (or firing) how long after?

6. Why did he cease to be a fiduciary? Was he fired or did he resign? (might view it less 

       harshly if he was fired)

Is anything that can be sold be a conglomerate a corporate opportunity – in which case if you leave you can do nothing?  Or what if they sell only one thing?  Therefore looking at the line of business is not a good test

Does the corporation expect that this opportunity would present itself? – bad test

Example of applying the above factors:

Facts:  Vice President of ABC and resigns and forms own company.  Goes after an IBM contract to supply.  But the old company had been negotiating the same contract with IBM and she did not know.  Can she keep her profit or does she have to give back to ABC?

1. She had a high position - she was VP of research, a senior manager - therefore a fiduciary and a high level one

2. The nature of the corporation was to supply products

3. The opportunity was ripe and ready to be taken

4. She didn’t have much of a relationship with the opportunity because she didn’t know about it before she left

5. She just bid on it but resigned not long ago – suspicious

6. She resigned so she ceased to be a fiduciary.

· The factors go either way – so use the “smell test”.  In Canaero, they clearly they did something wrong.  Even if you look at the policies behind the steps, it is unclear.  It is also unclear as to the result if the corporation sell 500 different products… is everything going to be a corporate opportunity?  So we cannot really look at what line the business is in.  If we use the present interest/expectancy test – how to we know what a corporation expects?

· The end result is that in trying to hold O’Malley and Zarzycki liable we end up with a vague test about which who is a fiduciary and when it applies – we know that they did something wrong because clearly they can’t be allowed to spend Canaero money for information and then bid on it.  In Canada if you have good facts you win and if you have bad facts you lose.  It’s an after the fact assessment based on how good your people are in testifying in court – crap shoot.  Makes it very difficult to plan your affairs and business life when the rules shift like this. 

Sinclair Oil  (US)

Facts: A US company owned a lot of subs one which was in Venezuela.  Parent had a cash flow problem and were demanding subs move money up to the parent by dividends. N  The director of the parent was also the director of the subsidiary.  The Venezuelan sub had another shareholder that complained that there was a corporate opportunity that went to the subs when it should have come to them.  In the United States a majority shareholder can have fiduciary like obligations (in Canada a shareholder is not a fiduciary).  Problem is there was a decision to be made about who would make a profit – if one sub gets it, the other doesn’t - an opportunity was taken away from one sub and given to another.

Held:  The Court said not enough that there is a fiduciary duty, there has to be some form of “self-dealing” – if the parent was forcing a sub to give up an opportunity there’s a problem but an allocation decision is not enough to be a breach of fiduciary obligation.  It was up to the Venezualan sub to prove that the parent sub diverted an opportunity from them and that the parent company did something purposely to take it away and give it to another sub.  Therefore if the parent company is malicious towards the sub it would be a breach but you have to prove it.  In Canada the fact that there is a parent and a sub is not enough to say there was a breach – you need proof.  Another shareholder would come in knowing that the fiduciary obligation would be first to the sub and not to the outside shareholder.  

As soon as you become a director you have a positive obligation to act in the best interests of the company.

The obligation of a director is to the shareholders as a whole not to an individual shareholder (I think in terms of the profit for the company in general not the individual) The personal interest of a shareholder is to maximize the value of the share and not the value of the company that owns the share.

· The value of the share is what you want to maximize not the best interests of the person who owns the share***
· If a director of the parent and the subsidiary you owe an obligation to act in the best interest of both companies independent of one another

· If you are a director of the parent and not of the subsidiary than your obligation is only to the parent, not the subsidiary you are just a majority shareholder (and an individual) 

· How do I maximize the profits of this particular share?  Corporate law says when you sit on the board of a subsidiary you are under obligation to do what is in the best interest of the subsidiary 

Hogg v. Cramphorn Ltd. (1967)

Facts:  Cramphorn Ltd. was an old family concern in which Colonel Cramphorn was the managing director and majority shareholder.  Baxter sought to obtain control.  The Colonel expressed the opinion that if Baxter obtained control the employees would become unsettled.  The Colonel and the board of directors devised a scheme to defend against the takeover.  The scheme was the creation of a trust for the company’s employees.  They decided to issue shares to the trust that would hold it for the employees and he and two of his buddies would control the trust and therefore they stopped Baxter from getting control.  Cramphorn thought he was acting in best interest of the corporation.   It seems to pass test.

Held:

The directors here were acting partly to benefit employees but the primary purpose was to prevent Baxter from taking over the company.  Court distinguishes between proper and improper behavior.  As long as the primary purpose is motivated by a proper purpose the it O.K.  In this case, the primary purpose was to use their powers of issuing shares merely for the purpose of maintaining their control or the control of themselves and their friends over the affairs of the company.   Power to issue shares was a fiduciary power and if it was exercised for an improper motive, the issue of these shares is liable to be set aside – it doesn’t matter that the secondary or tertiary purpose might have been legitimate.

Problems with this case:

Who determines what primary and secondary purpose is?

Was it clear that the primary purpose was to help corporation?

Not looking at the effects of the decision looking at the facts of the decision

Hogg is outdated in the decision below

Teck Corp. Ltd. v. Millar (1973 B.C.S.C.)

This decisions demonstrates that courts are not in a position  to evaluate whether a takeover is beneficial or not.  Will defer to the board unless the plaintiff proves that they acted unreasonably.

Facts:  Afton was a junior mining company controlled by man named Miller (de facto control – the other shareholders were dispersed enough that he had control).  Afton was drilling with good results.  Miller decided to continue on their own rather than entering into an ultimate deal (where a junior sells out to a major who then takes over the mine).  There were two companies interested in Afton – Tech and Placer.  Tech was willing to pay $1.00 more per share than the Placer.  Miller preferred Placer because of their bigger reputation even though Tech offer was higher.  He thought that Place would be able to better exploit the resources of the mine.  Tech was in market buying shares and eventually got 50% of the shares (therefore could control the Board of Directors – de jure control).  However, there was a time between when Tech bought the shares and the board of directors could change.  So, in this time, Miller wanted to enter into the ultimate deal with Placer and pursuant to that Placer got 30% of the shares of Afton.  Even after the issue of these new shares, Tech did get control but they were stuck with the Placer board.

· What was the primary purpose of the Afton board when then issued the 30% shares to Placer.  It seems like it was like Hogg and Cramphorn – long term best interest of the company -  therefore it passes the primary purpose test.  The Court didn’t find this – they said Hogg no longer the law in Canada

· Tech argued that the primary purpose in entering into the ultimatum deal was to keep them out – the court didn’t buy this.  The court deviated from Hogg and got rid of the “proper purpose” doctrine saying that it didn’t fit in with modern corporate law.  Berger J. said that he didn’t expect the board to be completely neutral as it would in Hogg.  

· The Board must have a more active role in evaluating takeover bids.  They should  be allowed to take steps to prevent the takeover of the corporation if  they believed that it were not in the best interest of the company to allow it.   They ought to be allowed to consider directors are entitled to consider the reputation , experience, and policies of anyone seeking to take over the company and why.  If they believe that there will be substantial damage to the company’s interests if the company is taken over, then the exercise of their powers to defeat those seeking a majority will not necessarily be categorized as improper.  

General rule: 

1-
the directors must act in good faith

2-
there must be reasonable grounds for their belief.   

· Therefore Hogg and Clamphorn too restricted.   It is wrong to have a strict rule to keep the Board out, but we should examine what the Board did for substantive reasonableness.  But the danger is that Boards will oppose a takeover bid to simply keep their jobs.  The courts want them to evaluate but not abuse for self-interest.  

· Court said that you don’t simply accept if board says it’s a bad deal – there must be a basis for their belief. They must demonstrate that there is a reasonable basis for their decision. 

TEST

What do they look at to establish the reasonable basis for their decision?

1. What was the context in which the decision was made?  (how did the bid arise, what’s the background info)

2. What did the Board look at? – whose interests were they looking at and what factors of the transaction did the examine

3. What were the stated reasons of the board in finding not in best interests of corporation

4. Is there any evidence they were motivated by another purpose?

ONUS – on the complainant

The court placed the onus on the person complaining to establish this – that is the burden is on those opposing what the Board did.  This seems counter productive because how do you prove something if you don’t have inside information that the other side was motivated by some other factor?  Only the Board has all the information – the people who opposed weren’t privy to the Board’s meetings. 

Pente Investments v. Schneider (Ontario Trial Level – Farley J.)

Facts:  A public corporation controlled by the Schneider family.  There were 2 classes of shares - only difference between the two is that Class A shares were non-voting.  The Schneider family had 75% of the common (voting) shares and 17.2% of the Class A (non voting) shares.  The family controlled the corporation because they controlled the voting shares.  Maple Leaf (competitor) wanted to buy it, Schneider was not interested but they wanted to see who else could buy the shares.  So they issued a bid to buy common shares at $19 a share.  What purpose could they have for wanting this – they probably wanted enough shares to make life difficult (it was a fundamental changes so the class A’s would have a vote).  Eventually they located several other buyers (Smithfield, Booth).  Both entered in confidentiality agreements with Schneider and got access to financial data and promised they wouldn’t offer to buy any shares of Schneider without the approval of the board of directors (therefore the board has a veto over who can bid).  Maple Leaf declined to enter into a confidentiality agreement because they did want to make an offer to buy shares.  Maple Leaf wanted to buy at $19 a share.  The Schneider Board set up a committee of independent directors (not family members) and got investment bankers to evaluate company who said company was worth $22 – $29 a share.  They said that the Maple Leaf offer was below value.  Maple Leaf increased bid to $22 in cash.  Smithfield bid $29 but not in cash - in exchange for shares i.e. they would only give Smithfield shares for Schneider shares.  The family liked the idea of shares because it was a rollover for Income Tax purposes because there was no deemed sale therefore not a taxable event – a way to avoid capital gains.  Booth also offered $24.50 in cash but imposed a breakup fee of 7.2 million which means if the deal doesn’t go ahead Schneider owed them 7.2 million.  The special committee didn’t like any of the offers.  The family contacted Smithfield  - partially because family liked Smithfield because they leave family companies alone – if they merged with Maple Leaf they wouldn’t maintain their own personality.  The president of Schneider got Smithfield to raise the offer to $25 in shares.  So Schneider wanted to enter into a lockup agreement with Smithfield (agree to sell their shares to Smithfield and then lock up) – as soon as Smithfield gets shares they become in effect the owner of Schneider.  The family told board they would not look at any offers anymore.  The investment banker thought Smithfield offer too low ($25.00) but board thought given the wishes of family, they should either accept that or nothing.  If they accept nothing shares would drop down to trading price of $17.00 but if take Smithfield, they can sell shares for $25.00.  Maple Leaf then offered $29.00 which investment banker thought was good but board didn’t want to pursue it because of the family’s wishes.  The Board let the deal go ahead with Smithfield.  Maple Leaf sued.

They Complained that the special committee did things wrongly:

· The Maple Leaf offer was the best offer and should have been accepted.

· Why was the opinion of the family important?  The family was only part of the shareholders but not all the shareholders.  The Board shouldn’t have been looking at the characteristic of the particular shareholders but should have been acting to maximize the value of each and every share regardless of the wishes of a particular shareholder.  They catered too much to the family  (who made a lot on the rollover).  But since it was not a fundamental change, everyone was not allowed to vote.  The choice was to have the shares go back to 17 per share or take the Smithfield offer.

· Board said if the family said no, they are the ones who have a lock-up on it.  The family doesn’t have to act in the best interest of the corporation (they were shareholders) and if they wanted to lose money they could do so.

· Far from having an improper motive Farley J. said it was appropriate to consult with the family because they were important.

· They said in practicality they didn’t have the ability to accept the $29.00 because there was a lockup in place.  It was $25 or nothing and it was better to do that than the $17.00 – therefore they maximized shareholder value.  The $29 was not a real choice.  So within the range of possibilities open to the directors and the special committee, they did everything they could to maximize shareholder value - they tried to solicit bids, they got outside directors involved, the hired an independent banker (unlike Van Gorkam)

REMEDIES

Remedies are often more important than the substantive law because it has a huge substantive component.  You can get a remedy even if there was no breach of standard of care of duty of care.

Derivative Actions  (Foss v. Harbottle no longer applies)

This is an action brought in the name of the corporation for a wrong to the corporation, but not started by the corporation but brought by a shareholder who is vindicating the rights of the corporation.  In Foss and Harbottle, the only time a shareholder was allowed to do this was if it was impossible or impractical for the corporation to ratify the decision by simply majority of the shareholders.  This common law rule has been ousted by ss. 238-40 and 242 CBCA; 245-47 , 249 OBCA.

CBCA:  Who can commence a derivative action?  A current shareholder, former shareholder, director or officer, the Director and anybody else whom the court deems fit.  To start a derivative action, you cannot just go to court.  First, you have to give notice to the director that there is a problem and that you want the directors and the officers to do something about it but the directors and officers do not act.  Perhaps they don’t act because they do not agree with you or they have another interest.  You have to be acting in good faith.  Then you go to court.  Subsection (1) says that you ask for leave and the court will ensure that you have acted in good faith and will independently assess if the action is in the best interest of the corporation.  If the Board of Directors is being sued, it will want to stop it.  Section 242(2) says that they cannot stop an action once it is started without court approval.  So they cannot buy off the individual complainant.  (The court will allow settlements, but these have to be approved).  S.242(1) says that even if the shareholders have approved of the action, this does not mean that the action is okay.

Remedy – there are wide powers in s.240.  The court can make orders regarding conduct of action (interim order); they can award damages to the individual shareholder – (not necessarily to pay the corporation).  

Why can damages be paid directly to the shareholder if it is not their loss but it is an injury just to the corporation?  Because if the directors action is against the majority shareholders, for example, you want to punish the group that might have committed the wrong and give the money to the people who suffered and the person who committed the wrong will not profit from the award.   


The court can order that the corporation pay the legal fees of the complainant.  Normally, when you are sued, and if the plaintiff has no money, you want some kind of security so that if you win, you can get your fees.  So the fact that the winner can get fees safeguards having only legitimate complaints.  With a derivative action, the plaintiff does not need security to bring forth a complaint.  The court can ask for legal fees to be paid on an interim basis while the action is going on.

Particulars

What is the standard the court uses to decide if something should go forward?

Re Northwest Forest Products Ltd. (1975 B.C.S.C.)

Facts:  Northwest owned 51% of Fraiser Timber.  Fraiser were made to sell assets to Green River.  Green River would debenture it back to Fraiser – i.e. there is a valuation of the asset which is equal to the value of the debenture.  Green River used the asset as a security to borrow money from the bank.  In evaluating the asset for the bank, Green River said that the asset was worth 50% more than what it paid.  This looked fishy to the bank.  They found out that one of the directors of NW was also a director of Green River.  The shareholders said that this was a corporate opportunity and wanted their money back.  NW was told to sue its director.  NW said no because the majority shareholders had approved of this.  So the shareholders asked for leave.  The plaintiff had failed to produce and prima facie evidence that this action would actually benefit the corporation.

Court:  The Applicant must show that the aggrieved party is the company and not the shareholder i.e. that the company has a cause of action which is in its interest to pursue.

· Leave was granted.  They said that they didn’t know how the majority vote of the shareholders took place.  It could have been orchestrated by people who did wrong, so NW had to show that these shareholders were at arms-length from management.

· The plaintiff did not have to produce particular evidence that this was in the best interests of the corporation.  The court looks at everything but forth and the court decides if it is in the best interests of the corporation.  There is no positive obligation  on the complainant to being evidence because the complainant is outside management and does not have access to this.  A higher standard would make it impossible for people to sue.  There was a fear that the majority has lots of power and can abuse it and keep information away from the people who want to start an action.

So a derivative action to correct something if the Board of Directors doesn’t take action does not change the fact that the people who are responsible for the corporation remain the directors.  Directors have to look at all the effects of the action and the costs/time involved.  The director might therefore decide not to allow the derivative action to proceed.  So what do you do to prevent the action?  You can ask the court to relieve yourself of the action.  The court would believe you when you say it is not in the best interest of the corporation because you are inside management.  You can set up an independent committee to investigate (eg. Schneider) to look after the best interest of the minority shareholders and they can evaluate if the action is in the best interest of the corporation.

United States — 2 Approaches

Auerbach v. Bennet (NY Court of Appeal) – it follows the general business judgement rule (hands off approach)

The courts say 2 things:

1. What this committee actually independent?

2. We will not investigate the decision by the committee because we cannot judge business things but we will judge the process.  Was the investigation full and fair and thereby you decided not to proceed?  If it is fair, we will agree with your decision.  The courts will not second-guess the decision of an independent committee not to proceed.

Zapata – a different approach was used

1. Is the committee really independent?  The Board of Directors has a positive duty to show that the corporation set up an independent committee.  This is the same as the Auerbach test – but…

2. If you do not follow proper procedure, you are out, but if you satisfy (1), the court will use its own independent business judgement to assess the committee.  (It will review the decision of the independent committee to see if the decision is in the best interest of the corporation).

Personal Actions:

This is an action by a shareholder for an injury to that particular individual or the a class of individuals and each person has suffered a direct loss.  The corporation has not lost anything but the individual has lost.  The individuals can sue the corporation.  Therefore, this is a different procedure to vindicate a personal right but the line is not always clear between a personal and derivative action.

Jones v. Amerston (Calif. Court of Appeal but upheld in the SCC)

Facts:  US Savings and Loan were owned by a small group of shareholders.  Each (non public) share had a value of $1000.  This was not useful because it was an awkward value and it would be awkward to trade.  So the shareholders said that this was inconvenient and they took some shareholders, put together all their shares and sold them to United Financial in return for 250 shares of United Financial worth $1000 and they went to the public to sell the shares.  It was easier to buy and sell these shares because they were only $4 a share.  75% of the money came from selling these shares.  But what about the shareholders who still had the $1000 shares?  The only people interested in these shares were United Financial and they would only by them for $800.  So these people would have to lose money because of the other shareholders.  By US law, a majority shareholder does have a fiduciary obligation.  So United Financial had an obligation to US Savings and Loan (this doesn’t exist in Canada – see Keeprite).  Every single person with $1000 shares suffers a loss because of the actions of the fiduciary.  Was this a corporate loss of a personal loss?  Each shareholder suffered identically.

Held:  At first glance, it looks like a corporate loss because of the share relationship.  But the majority shareholders didn’t suffer a loss only minorities do and the relationship between the majority and the minority shareholders is what leads to this loss.  US Savings & Loan has suffered nothing because they are worth the same amount – although they cannot maximise the minority shareholders’ value, but they can still issue more shares.  The action is personal because you are a shareholder in a particular class.  It doesn’t matter if others suffer the same harm, so long as the corporation has not suffered.
Corporate Action

· It is the same as a derivative action but brought by corporation against directors

· Only comes up where new owners are coming up. Regal Hastings – The corporation has suffered a loss but the new purchasers have not suffered the loss.  There is no loss to the corporation but the former insiders made a profit – the court will not allow this.

· Fact that new company gets windfall is irrelevant. Rationale is to punish directors for breach of fiduciary obligations. 

· Right to sue directors is an asset (chose in action) that can be bought and sold.

Oppression Remedy

The oppression remedy is the reason that there is no fiduciary obligation on majority shareholders in Canada.  It has a substantive component.  It is a self-contained remedy.

CBCA 241; OBCA 248. 

The necessary circumstances are set out in the sections.  In the CBCA, the complainant must fall into 1 of 3 categories:

a. There is an act or omission of the corporation or its affiliates (i.e. the corporation or one of its affiliates does something positive or doesn’t do something) that is oppressive or unfairly prejudicial to, or unfairly disregards the interests of a security holder, a creditor, a director or an officer.

b. The business or affairs of the corporation or any of its affiliates are or have been conducted in a manner that is oppressive or unfairly prejudicial to, or unfairly disregards the interests of a security holder, a creditor, a director or an officer.

c. The directors of the corporation or any of its affiliates exercise their powers in a manner that it oppressive or unfairly prejudicial to, or unfairly disregards the interests of a security holder, a creditor, a director or an officer.

Remedies in subsection 3 – very wide remedies by the court

a) interim final orders including restraining orders

b) can change the articles or bylaws of the corporation

c) can change the directors

d) give money back for shares

e) get rid of a contract

f) award damages

g) say that the corporation has to be liquidated.

The OBCA is even wider.  It introduces the word “threatens to” to a, b and c above.  You are in a category to start if you are a complainant as per the definition and you have to show that there was harm to the people categorised in a, b or c.  The typical case is brought by minority shareholder against the actions of a majority.  Unlike derivative action cases, there have been many oppression cases in which non-shareholder complainants, including the Director and creditors have successfully sought relief.

General Principles

Purpose: to reform the law applicable to business corporations with a view to improving the protection of minority SH. It addresses the dissatisfied expectations of shareholders and is not limited to those expectations existing when the relationship first arose: Westfair Foods Ltd. v. Watt (1991), 115 A.R. 34 (C.A.), leave refused [1992] 1 W.W.R. (S.C.C.)

Advantages over Civil Action

· Commenced by way of application — faster, provided trial over facts is unnecessary.

· Discretionary power of the court are greater than in a civil action.

Scottish Co-operative Wholesale Society Ltd. v. Meyer (1958), [1959] A.C. 324 (H.L.)

Facts:  Majority shareholders in a corporation wanted to trade rayon.  So they find Lucas – experts in rayon – and want to bring them inside.  So they incorporate a new company – Meyer and Lucas and the corporation sold shares.  The corporation is the major shareholder.  The purpose of the subsidiary is to enter into the rayon business.  When the corporation had enough expertise, it wanted to get rid of Meyer and Lucas so they wanted to buy them out.  They offered them money for shares.  Meyer and Lucas refused.  The Corporation said “fine!” and got into the Rayon trade and soon the sub would be valueless.  So Meyer and Lucas go to court under the oppression remedy to seek redress.  Questions to ask:

1. Are there proper complaints?  They are present shareholders of the sub.

2. They have to show that the corporation did / failed to do something – that the corporation acted oppressively.  The bad guys are the parent

i. affiliates route

ii. Parent appointed a director who is also the director of t he parent

iii. Majority shareholders were manipulating the corporation to not remedy this situation.  The parent made the subsidiary not defend Meyer and Lucas’ interests.

· Directors of subsidiaries owe a duty to all SH of the sub. But your job depends on the directors of the parent co. In situations of conflict, you must act in the best interests of the sub, even if your job is at stake.

· What if the directors thought that what the majority shareholders wanted was in the best interest of the sub?  This is an objective test – was it oppressive or intentionally prejudiced in fact. "Oppression … may take various forms. It suggests … a lack of probity and fair dealing in the affairs of a company to the prejudice of some portion of its members.”

· Must be action by majority of directors (or at least of those present)

· The "bad faith" element has been recognized in Canada but is not a requirement.

Brant Investments Ltd. v. KeepRite Inc. (1987), 60 O.R. (2d) 737, (H.C.J.)

Facts:  Intercity owned KeepRite.  KeepRite was in the cooling business and wasn’t doing well. Another sub of Intercity was in the heating business.  The majority shareholders wanted to join both subs.  KeepRite hired and independent committee to assess the fairness of this transaction to the minority shareholders of KeepRite.  They decided it was fair.  InterCity approved the transaction and some majority shareholders of KeepRite brought an action saying that this amalgamation was not in their best interest.

Held: 

· The court said that good faith of the corporation doesn’t matter.  The test is objective.  If the result of the transaction falls in (a)(b) or (c), even the most diligent board cannot use good faith as a defence. 

· Finding of bad faith is not required, though highly probative.

· Test for whether oppression remedy lies:

· Objective test 

· Good faith is no defence to OR 

· Doesn’t matter that you though you were acting in the interest of the corporation. As long as a reasonable bystander  looking at the consequences of the acts complained of would see it as unfairly prejudicial to the complainant, then OR lies. (“unfairly prejudicial” means I have suffered more than should be in the situation.

The oppression remedy is more flexible than fiduciary duty.  You have to prove harm and prejudice and it allows directors more flexibility and they cannot compromise the interest of one group over another.  Even though there is no fiduciary obligation on majority shareholders, the directors have to consider the interests of the minority separate from the majority.  Obligations of the director is to the corporation as a whole, but you have to pay particular attention to the interests of the minority.  

How do we decide when the intervene?  You do not want the court to second guess the decisions by the board.  You look at the procedure followed by the board in making the decisions.  You look at the steps of the investigation, the experts retained, etc.  So, there is a quasi-substantive norm of fairness of the transaction.  If the procedures are fair, the decision is fair.  But you have also look at the substance (weaker version of Zapata).

Who else can complain?

CBCA 241 / OBCA 248 provide list of complainants, including security holders, directors, officers or any other "proper persons". Creditors may be complainants if they can convince the court that they are a proper person.

Statutory Complainants

(a) Security Holder CBCA 238(a)

"registered holder or beneficial owner, and a former registered holder or beneficial owner, of a security of a corporation or any of its affiliates."

· "security" in section 1 includes the holder of a debt obligation.

· Most actions are brought by minority shareholders but nothing precludes an action by a majority shareholder.
· A person continues to have status as a complainant under s.238(a) even after the person has invoked her appraisal rights under s.190, with the result that, by s.190(11) the person loses all rights as a shareholder other than the right to be paid fair value for her shares: Brant Investments Ltd.
(b) The Director appointed under the Act

• CBCA 238© - the Director appointed under the CBCA has status as a complainant to commence oppression actions.

Discretionary Complainants "Proper Persons" — CBCA 238(d)

(a) Creditors

· Creditors are not mentioned as complainants (unless the court decides that they are) – so they have to apply to the court to commence an action.  Courts are concerned about creditors who did not negotiate for commercial remedies rather than relying on oppression remedies.  So the court is cautious about allowing a creditor to get a corporate remedy – there are only certain circumstances when this is allowed. 

· Debt holders are included in the section 1 definition of "security holder".

First Edmonton Place Ltd. v. 315888 Alta. Ltd. (1989), 71 Alta. L.R. (2d) 61 (C.A.)

Facts:  Landlord (creditor) sued corporation lessee for oppression for taking off without paying.  Landlord had ample opportunity to protect himself in contract. Why should corporate law give him an additional remedy?

· Perfectly appropriate for a corporation to act to the prejudice of a creditor. Not OK when acting unfairly to the prejudice of the creditor.

· In a fraud situation (where corporate statute being used, or can be used, to commit a fraud). This is equivalent to getting the "veil lifted". 

· Where action of debtor is so far outside scope of foreseeability of debtor-creditor relationship. Failure to pay is not beyond contemplation. [An act or conduct of the D or management which constitutes a breach of the underlying expectations of the applicant arising from the circumstances in which the applicant’s relationship with the corporation arose.]

· Must be a creditor at the time action took place. Must have been owed a fixed/ascertainable amount at that time, not just a quantum meruit.

· Burden of proof — creditor has prima facie obligation to establish that all tests for relief are met. Must establish case for why he should succeed.

· Concluded that unpaid lessor was not a "security holder."

(b) Employees
Employees are also not mentioned.  Courts are sympathetic to employees because of the inequality of bargaining powers.  As long as an employee owns one share, they will qualify under (a), (b) or (c) even though the harm is not to them as a shareholder but as an employee.

Courts take a different approach

West v. Edson Packaging

Facts:  2 management-level employees coerced into buying shares on the understanding that if they ever left, company would buy them back at fair market value. Employees tried to invoke the oppression remedy.

· Court is more lenient to employees. This is due to greater imbalance of bargaining power.

(c) The Corporation Itself

· S.238 makes no reference to the corporation. [see E268]

Remedies

· Court has unlimited flexibility in granting remedies for oppression.

· CBCA 241(2) — court is empowers to make an order "to rectify the matters complained of."

· CBCA 241(3) — court may make "any interim or final order it thinks fit."

· Most common remedy is the purchase by a corporation or majority shareholders of the applicant’s shares.

· Liquidation and dissolution — where relationship have broken down. Courts are reluctant to use this. Dissolution may also be sought under CBCA 214.

· Remedies may be awarded against shareholders.

· Court may order compliance with the statute. Compliance orders may also be obtained by application under s247 CBCA.

· Other orders include directing amendment of by-laws, replacement of management, appointment of receivers, amendment of shareholder agreements and creation of pre-emptive rights.

Winding Up (Remedy)

· If all else fails, dissolve and send out assets to shareholders. May be dissolved by directors resolution, or involuntarily under  CBCA 213-4 / OBCA 207

· If test for finding oppression is met, then also grounds for winding up.

· Also where it is "just & equitable" to wind up the corporation: 214(b)(ii) — Each case must be decided on its facts.

1. Where there is deadlock — no longer possible for the corporation to carry the business 

2. Where "incorporated partnership" — Company is officially a corporation, but people running the business have a relationship going beyond the corporate statute. I.e. It is being run as a partnership. Only applies in closely-held corporations.  (Simply explained, even though the corporation is a separate legal entity, individuals are treating the corporation as a partnership)

3. Where there is "justifiable lack of confidence" in management’s conduct. (Seldom successful) Must be lack of probity (bad behaviour) by management in conducting business affairs, ie. Wrong-doing, fraud etc. Courts don’t often award winding up as other remedies are available.

The corporation as an entity

· How outsiders deal with the corporation
PRE-INCORPORATION CONTRACTS

General Rule

· Corporation adopts the liability
· Agent is off the hook
· Go back to agency law – if agent enters into a contract with a 3rd party and says he is acting on part of principal and there is no principal – what is the liability of the agent – is there a contract? – no, not in contract (because there was no id idem.  But agent is personally responsibility under a quasi-tort because he represented that he had authority therefore breach of warranty of authority and could recover damages.

· Leading up to incorporation  you deal with 3rd parties who may believe the corporation is or will be in existence – under agency law no contract exists and company doesn’t come into entity until it gets its articles.  You cannot contract with a corporation that is not in existence.  A corporation has to get the certificate back from the director saying that it exists.

· Problematic – because this ignores commercial reality therefore OBCA and CBCA deals with situations when contracts are made and corporations have not come into existence.

· CBCA  s. 14  (this changes what happens under contract law before the corporation has come into existence) 

· OBCA  s. 21

Case Study – page 140 

3 people, Carol, Don and Michel decide to incorporate Gator Computers.  Michel will run business as general manager.  He wants to get things going so he purchases $4,000 of computers from General Computers and signs under the name of Gator.  He doesn’t tell them that Gator is not incorporated yet.  General Computers finds out.  What is Michel’s liability if:

1) Gator becomes incorporated and wants to purchase the stuff

2) Gator becomes incorporated but doesn’t want the stuff

3) Gator doesn’t become incorporated?

1. If Gator becomes incorporated – at common law, there is no Gator and therefore at common law there is no contract.  But the moment Michel calls you about the computers what is his personal liability to General Computers?  You have to look to act.  S.1(1) says that Michel is personally liable (he is the principal for the time being and has the benefits and burdens of the contract.  (NB – The CBCA wants contract to be in writing, OBCA it can be oral.  If it is oral, under the OBCA Michel would be liable for a breach of warranty of authority (since the OBCA is silent on oral contracts, you revert back to the common law.  Once Gator’s name is on there Gator is hooked and they either go after Gator or Michel

HOW DO YOU KNOW WHAT ACT TO USE? 

Once you are under OBCA the CBCA is irrelevant, the acts are mutually exclusive, what the other act says doesn’t matter.  This is dealing with contracts – problems with application of section 14 if it has never been incorporated.

2. If Gator is incorporated and General Computers doesn’t perform, what can Michel do to enforce the contract?  He can enforce the contract because he gets the burdens and the benefits of the contract under s.14(1).  If Gator doesn’t want the computers and corporation is now in existence, Michel can force Gator to enforce because it is incorporated – how does he get the company to adopt the liability?  S. 14(2) says that within a reasonable time after a corporation it can adopt a written contract by its act or conduct (safer thing to do it have a resolution, but really, anything can be done).  This would make Gator liable but it also gets the benefits and Michel would not –once Gator adopted the resolution, it would be as if Gator had entered into the contract itself. 

This is not always true that Michel will not be liable.  Section 14(3) says in some extraordinary circumstances you can go to court and despite the adoption of the contract Michel could still be held liable e.g. if Gator is never going to be incorporated and Michel then incorporates another company called Gatot and adopts the contract.  This is fraudulent and the courts will lift the corporate veil.  So if Michel abused the corporate structure to misrepresent or commit a fraud, Michel may still be liable. 

3. When contract was entered into Michel actually and honestly thought it was in existence and he signed a contract in the name of Gator – what is his liability?   Reading 14(1) you would conclude he was personally liable – but the Courts say there is no contract because there is a mistake.  There was no meeting of minds and no intention ever for Michel to be intentionally liable.  (See Black v. Newhorn??). There is caselaw which argues there is no contract.  If this is true it means Michel is potentially liable for breach of warranty of authority and the corporation cannot adopt the contract because it does not exist (see Westcom).

If Michel did not want to have liability, he can’t pass the liability on to the corporation even if the corporation wants it.  Section 14 says that if you explicitly contract out of personal liability, you have no personal liability.  

The intention of 14(1) is to remedy common law – Gold says proper interpretation is that any deal entered into under 14(1) is a contract – but this is not what always happens.  It doesn’t mean he’s not liable, just not liable in contract, he’s liable in tort.

14(4) – if you explicitly contract out of personal liability then you don’t have it if you put General Computers on notice then he has personally absolved himself.

But if Gator doesn’t adopt? – Gator comes into existence under CBCA and Gator does nothing to make them believe it has been adopted then the liability stays with Michel. – not only that they pass a resolution that they will not adopt the contract with General Computers. 

Does Michel have any recourse? – s. 14(3) is available to Michel to say the corporation should compensate me – especially if Gator in some way gets a benefit. S. 14(3) doesn’t give him money from the other promoters, he could only get from the corporation and the corporation never existed.

If Gator never incorporated? – which Act do you look at if they never incorporated – not clear – get caught between the acts they might have incorporated under and nothing under 14(3) because the corporation does not exist.

Reasons to enter a contract before corporation in existence – no tax persons.  Make sure to contract in writing so as not to confuse acts.

Lifting the Corporate Veil

Three situations when this is usually applied:

1. Where the entity is trying to use the corporation to get out of what would otherwise be a breach of contract or statute – a form of fraud, but not quite…

2. Where there is a representation that liability is unlimited you are held liable pursuant to that.  

3. Cases involving torts, especially non-consensual torts -- negligence

When a representation of unlimited liability

NB:  s.10 of the Acts say that corporations have to use words like “limited” in their name.  So you cannot rely on the creditworthiness of the shareholders but of the corporation itself.  If the corporation does not communicate limited liability, and someone gives credit to the corporation, courts will hold the shareholders liable - the courts will life the corporate veil to protect that person.

.

When the court will look beyond the corporate structure?

Saskatchewan Economic Development Corp (SEDCO) v. Pattison Boyd

Facts:  In this case a party tries to use the corporate form to get out of a contractual liability (this is not illegal). PBMC borrowed money from Sedco and in return gave a loan agreement and a debenture (floating charge whereby assets can be scooped if there is breach).  The loan agreement that facilitated the transaction imposed certain restrictions on PBMC by Sedco: 

1. they couldn’t change their capital structure

2. they couldn’t pay (principle or interest) internal people (like shareholders) before the loan to Sedco was paid back.

3. To the extent that PBNC entered into non-arms length contract, this had to be at fair market value. 

These provisions prevented the money loaned from being siphoned off.  PB got into financial difficulty and the people who had incorporated them (i.e. the shareholders) decided to create another corporation.  (This does not violate anything, and doesn’t change the articles of PB).  This other corporation (PBFL) loaned money to PBMC and in return got a debenture over specifically identified assets- not a floating charge.  This debenture was better than the other debenture.  What they did in essence was incorporated someone else that wasn’t a shareholder therefore no prohibition to borrowing money – it was non-arms length but it was FMV – it effectively was getting them paid out before Sedco was paid out.  Sedco didn’t want principles to get their money out before Sedco did.  Eventually PBMC went under and PBFL swooped in on the assets.  This was all legal, no breaches, no fraud, no misrepresentation.  Sedco hadn’t included in the agreement any clauses to prevent this.  But they weren’t happy and went to court.  They said that there was no breach if PBMC and PBFL are separate entities but they wanted PBMC’s liability to be attached to PBFL as well. (they asked the court to look at who really owns PBFL and then to impose the liability on PBFL as well).  What happened was the shareholders stayed even – they extended the life of PBMC at the expense of Sedco while still protecting themselves.  Sedco got moved down the hierarchy, they lost out to the other creditors.  The shareholders were given a clear obligation originally that they had to subordinate their entitlement to Sedco and then they turned around and found a way to get around it.

Held:  The court agreed to life the corporate veil on the basis that they couldn’t allow the shareholders to indircetly accomplish what they couldn’t accomplish directly. What they were doing was getting money out ahead of Sedco – the shareholders poached the assets.  The court said you could not expect a lender to contemplate every single way of getting around it.  The intent was clear: the only reason they incorporated PBFL was  to get around the contractual obligation – the court wouldn’t allow this and they will lift the corporate veil.  If there had been a separate reason to PBFL being in existence it might have been different.  Sedco got back the 2nd debenture.  

DHN Food Distributors (similar situation as the above case)

Facts:  There were interrelated companies.  Company  1 owned a piece of land;  company 2 is the parent – owned all of company 1 and operated a business on the land.  The Borough of Tower Hamlets expropriated the land from Co. 1 and compensated Co.1 for the loss of land but did not compensate Co.2 for the loss of their business.  Co.2 wanted the benefit of having the veil lifted – said it was all one enterprise – and that the losses of the entire enterprise was not only loss of land but also loss of business that operated on that land.
Held:  The Court agreed – said it was two losses by one “group” of companies.  Co.1 and Co.2 were just one entity.  So the Borough was ordered borough to pay compensation for the total loss.
Issue 

Co.1 and Co.2 chose their corporate structure.  Why didn’t they just  operate as one corporation?  Presumably they took advantage of the corporate form to achieve some (undisclosed) business purpose.  Why should the courts compensate them from the negative effects of that choice of corporate structure?  Perhaps because a public body (the Borough)  had to pay the loss and public bodies are held to higher standards.  The reasons are unclear.  

NOTE: Courts lift the corporate veil if they feel it reflects better business reality 

4. Lifting the corporate veil to get out of statutory duty: if you set up the corporate structure to avoid income tax or to pay employees

Salisbury Realities v.  MNR 

Facts:  There is a group of companies owned by a parent.  Every time the parent company wanted to buy a piece of land it incorporated a new little company and put in enough money in the new company to buy the land.  The company was in the business of building shopping malls.  If the zoning didn’t allow for a mall to be built, the subsidiaries would just sell of the land and put the profit in that subsidiary. These profits, according to the Income Tax Act are capital gains because you are not in the business of buying and selling land.  (An increase in value of land would be business income if you are in the business of buying and selling land.)  So when the land was sold for profit, each sub would make a profit and that was a capital gain.  The corporation wanted to argue to Revenue Canada that when they sold off each separate piece of land it was a capital gain (each a separate piece of a separate company).
Held:  Revenue Canada said if you look at the whole structure of what they are doing (not just one of the subs) they are in the business of buying and selling land – you have to look at the pattern of the parent and the subsidiaries.  Therefore it was business income not a capital gain.  The court said in order to determine whether it was income or capital we look at the activities of the parent and its subsidiaries.  They found that the subs were incorporated purely for tax reasons - to get around income/capital distinction.  (They used the corporate structure to get around paying tax.)  The court will not allow this and will hold them liable.
How it this lifting the veil?   It is quasi-lifting the veil because they aren’t holding the parent liable – they are just characterising the subs’ transactions by looking at the parent corporation.  It is just looking beyonf the hareholder of a corporation to see who the parent is… “looking under the veil!”
NOTE:  under securities remember the $150,000 (that’s a form of lifting the veil)
Wolf and Moyer

Facts:  Moyer owned Chinook Sport Shop Ltd. that owned and operated a recreation centre with a rink.  The corporate name Chinook Sport Shop never appeared  on the Rec Centre – it was called Moyer’s Sports Land.  Wolf was a 14 year-old who was seriously injured at the rollerblade rink.  Could Chinook be held personally liable for negligence even though the centre was called Moyer’s?  The court said yes because he didn’t use s.10 and identify limited liability and courts said he was liable. Section 10 – doesn’t say what the remedy is for a failure to comply.  The courts read this in  and now this is under case law a reason to lift the corporate veil.

Costello and Fazio   (went after shareholders personally)
Facts:  F, A and L were put money into a corporation, all shareholders.  They put in $43,000, $2,000 and $6, 000 respectively.  There was a load to Fazio and Ambrose so Fazio and Ambrose put this in a promissory note.  The partnership then became put into a corporation.  It was not a healthy company and went bankrupt.  Fazio and Ambrose then converted all the notes.  The question from other creditors was “Was there a problem when Fazio and Ambrose pulled out their money?” The courts said that they had a fiduciary relationship to they others and couldn’t take money from the corporation.  They are being held liable as shareholder not directors.  The courts lifted the corporate veil
It was an internal swap – was anybody worse off?  The company was under capitalized so they could not pay off anyone else – Fazio and Ambrose put in the money and then took it out when the company was in need of money.  This investment was as shareholders and the court was concerned that by leaving the corporation undercapitalised, the other creditors were prejudiced.  But it is unclear who actually lost anything. 

There was no protection clause like Sedco had – this was just based on the fact that they didn’t leave enough money in the corporation
Shareholder meetings and proxies.

· There must be a shareholders meeting within 18 months of incorporation; there must be an annual meeting at least every 15 months where they elect directors, appoint auditors, receive financial statements.  (CBCA 133(1); OBCA 94(a)

· In the absence of a bylaw they sets up a different rule, there must be a quorum requirement for a shareholder meeting.  CBCA 139(1); OBCA 101(1) – you need a majority of voting shareholders to be present either in person or by proxy.  If you start off with a quorum, even if you lose it, you can continue your meeting.

· Directors call a shareholder meeting.  This is done by passing a resolution calling a meeting.  They have to decide whom to invite, because with public corporations, shares re trading all the time, whom do you know to invite?  CBAC 134, OBCA 95 – the directors pass a record date e.g. the meeting will be June 1st and the record date will be May 1st.  This cannot be less than 21 days before the meeting and more than 50 days before the meeting.  You poll a list of shareholder on the record date – there are the people who are entitled to notice.  The same rules apply in both public and private companies.  NOTE – in securities law, the record date is 35-60 days before the meeting.  Since you need to comply with both corporate law and securities law, the actual restriction is between 40 and 55 days.

· You have to tell the shareholders what is on the agenda.  In a public company, usually the broker or securities depository institution holds records of shares and they actually hold the shares but the benefit will go to the buyer.  SO when you bay and sell shares, brokers just switch back and forth between clients.  So on the record date, the buyer is not the shareholder – the broker is.  On the record date, securities law comes in and sets up special rules on giving information to intermediaries who will pass on the information to the shareholder.  So securities law and corporate law reach the purpose that the ultimate person holding the share gets notice.

· There is a difference between the legal title holder and the beneficial title holder -  this can cause problems if they have different votes.  In Marshall, the shares were legally held in the name of Raymond Marshall, but he held them for the benefit of William Marshall.  William told Raymond to vote for Board of Directors “A” but Raymond voted for Board “B”.  It was held in court that from a corporation’s point of view, the owner of a share is the legal owner.  Control over the shares is a private dispute between the legal owner and the beneficial owner.  The beneficial owner can sue the legal owner, but the corporation does not have to inquire about who the beneficial owner of the shares is.

· Generally, then President or CEO of the corporation chairs the shareholders’ meeting.  He is responsible for ensuring that the meeting is properly conducted, that votes are properly taken and to decide the questions that are incidental to the process e.g. deciding on the validity of the proxies.  Since shareholder usually send proxies, judging their validity is very important when you have a contentious matter.

Blair v. Consolidated Enfield
Facts:  People were trying to get corporate control.  Blair was the chair and was asked to rule on the validity of certain proxies.  The corporate solicitors said that they were invalid so he ruled them invalid and so they couldn’t vote. Later, the people who eventually took control sued Blair.

Held:  The court of appeal said that it was the duty of the chair to act honestly and in good faith. (Note:  the court didn’t say that the chair had a fiduciary obligation).  The court rules that he had acted honestly and in good faith because he went to corporate counsel who were experts and he followed their opinion in good faith.  


There was another option – Blair could say that he was biased and let someone else chair.  He chose not to do this.  The court said that perhaps he should have done this but that probably would not have made a difference because the legal opinion from corporate counsel would have been the same in any case.  Blair knew in advance that there was a problem because he saw the lawyers before the meeting.  Why didn’t Blair tell the shareholders before the meeting to fix the proxies?  The court said that the duty of the chair is not to the individual shareholder – he just has to make decisions at the meeting.  So the onus on chairs is not particularly high unlike fiduciary obligations.

Shareholder meeting (CBCA 143; OBCA 105)

Shareholders can requisition the Board so the Board can call a meeting.  You need at least 5% of the voting share to sign the requisition and then the Board has an obligation to call a meeting.  Only if the Board fails in calling a meeting can the shareholders themselves call a meeting.  Also, a meeting can be called through a court order – CBCA 144; OBCA 106.  The court can call a meeting where it would be impractical to call a meeting in any other way or for any other reasons the court sees fit.  But what does “impractical” mean?

El Sombrero
Facts:  There were 3 shareholders of a private corporation.  One had 900 shares and the rest had 100 shares.  The shareholder with 900 shares wanted to call a meeting to get rid of the other directors.  The other 2 just wouldn’t show up.  There was a quorum requirement in the bylaws that at least 2 people had to physically show up, therefore, if the other 2 shareholders didn’t show up, there was no quorum and he couldn’t have a meeting.  So it was impractical to call a shareholders meeting in this way because the others wouldn’t show up.  (Note – “impractical” is not impossible).  

The court called a meeting and changed the quorum requirements from 2 to 1.  So now the other directors could be kicked out.  But the reason for the quorum requirement in the articles of the corporation was because the minority shareholders wanted to protect their interests.  The court in effect had overruled this bargain between the shareholders.  If the court had not ruled in favour of holder this meeting, the shareholder would get fed up and they might have to wind up the corporation.  The other shareholders said that there were other routes that could have been taken.

Charlesbois v. Bienvenue
There was a dispute concerning the election of the director.  One shareholder wanted to call a meeting to remove the directors and have a new vote.  The court did other a meeting.  There was another remedy – the shareholders could requisition a meeting through the directors and fix it and the directors had the obligation to call the meeting, so it was unnecessary to call a court ordered meeting where there are other routes.

· If you are not happy with the directors and you want to call a meeting, you need to know who the shareholders are because you need 5%.  CBCA 21 and OBCA 146 requires a corporation to provide any shareholder or creditor, or in a public company, anybody, with a list of shareholders and addresses.  There could be other reasons why you might want this list.  E.g. in a public company, maybe the general public will want to know if they want to do a takeover.  So corporations will pay attention to who wants to look at the shareholder lists in anticipation of a takeover bid.  Also, dissenting proxies might want the shareholder information if nor satisfied with the vote at the meeting.

· S.21(9) CBCA (OBCA 146(8) -  contains the uses of the shareholder list. 

1. to influence the voting of the corporation

2. to acquire shares in the corporation

3. any other matter relating to the affairs of the corporation

One looks at a share as an investment tool

Slate v. Honeywell
Facts:  Honeywell made Vietnam war munitions.  Pillsbury was opposed to this.  He wanted the shareholder list to solicit proxies for other shareholders.  Honeywell said no.  Pillsbury went to court to force the company to release the shareholder list.  Honeywell said that Pillsbury’s aims were to stop the munitions business because of political reasons since he was opposed to the war and Honeywell’s participation in it. 

Held:  You have to look at your shares economically not morally.  You invest in a company for economic purposes not political ones.  Pillsbury argued that he was only trying to elect a board of directors – one of his fundamental rights.  The court said no – they said that the primary purpose was a political result and that voting for a board was a secondary purpose, so Honeywell had no obligation to disclose the shareholder list.  So a corporation can refuse to give a shareholder access to the shareholder list of the primary purpose is not an economic purpose.  Paragraph (c) of subsection 9 allows them to withhold the list.

Is this a reasonable rule?  “Affairs of the corporation” are therefore affairs of the corporation in an economic sense.  So what if the shareholders care about social investment?  So far, we think it is inappropriate to use the corporate structure to reach anything but economic goals.

Cooper
You cannot unreasonably restrict access to the shareholder list.  You have to make it available during normal business hours. 

Voting through proxies
· For a public company, this is the normal way shareholders will be represented.  Corporations have to be represented by proxy.  You need proxies to get a quorum and when there is a real fundamental dispute over the running of the corporation.

· In the common law, proxies do not exist.  A proxy is the actual form that a shareholder fills out that appoints a proxy holder who has to act on behalf of the shareholder.  The general rule is once you sign a proxy, the proxy holder has the same powers as you do as a shareholder unless you limit these powers in the proxy form.  So if the shareholder wants the proxy holder to vote in a certain way, this has to be specified in the proxy otherwise the proxy holder can vote in any way they see fit.

· Votes are usually counted by counting hands.  (CBCA 141; OBCA 103).  Sometimes proxy holders are voting for more than one person.  If the proxy holder has conflicting proxies, the shareholder or the proxy holders can hold a vote by ballot.  The shareholders or proxy holders can demand a ballot before or after a vote by show of hands.

· People who create proxies are usually management who will send a form of proxy to the shareholder.  There are certain rules about proxies.  They have to clearly state that the shareholder can designate anyone other than the management designate as a proxy holder.  They must have a real choice to put someone’s name in.  CBCA Reg. 32; OBCA Reg. 27 – the shareholder has to be given a right to designate how they want their shares to be voted.  It must be a real choice (see Goldhar)  - the question cannot be manipulated so that the choice is not a real choice.

· CBCA 149, OBCA 111 - Management has the obligation to solicit proxies.  In addition to the proxy form, the shareholder must get an information circular about what is being voted on. Anybody who solicits a proxy must give an information circular.

· Solicitation – CBCA 147, OBCA 019 – this includes:

1. a request for a proxy

2. a request to execute, sign or not sign a proxy

3. sending a proxy form

4. communicating circumstances that are reasonably calculated to result in the procurement, withholding or revocation of a proxy.

Brown v. Derby

Facts:  There was a group of shareholders opposed to management who wrote letters to the shareholders saying why management was incompetent.  The letter specifically said that it was not a proxy solicitation but told the shareholders to wait if they received a proxy solicitation from management until they got the information circular.

Held:  The courts said that this was solicitation but it didn’t say why!  The letter was just asking to postpone signing a proxy – does this fit into the statute?  The interpretation of the court regarding solicitation is wide.

Regulations:  CBCA 25,28; OBCA 20,23  - Non-disclosure in an information circular - it is worse for management than for the dissent. Management has more to talk about.  The dissent can get management in include up to 200 words of their information in the circular.

How material does a material fact have to be?  The test is “is this information important for the shareholders to know in making a decisions.  

Mills (US Supreme Court)

Facts:  There were 2 companies amalgamating.  A was controlled by M and the amalgamation was between A and M.  A was sending information to its shareholders about the amalgamation but it didn’t tell them their directors were also the directors of M.  

Held:  The court of appeal said that it was a fair transaction because the shareholders would have voted  the same.  The Supreme Court said that a material fact was missing.  If M was serious about giving information to the shareholders, even if the shareholders would have decided the same way, if there was no material disclosure, it was not good.  The amalgamation clearly happened so the court awarded damages – although it turns our that the damages were $0!

Harris (Alta. Court of Appeal)

Facts:   There was an amalgamation.  There was a question as to the valuation of the corporation for shares.  The information circular said that there was an independent evaluation but part if this information used in the independent evaluation was produced by the company itself.

Held:  The court said that this wasn’t truly independent.  This was a material fact that you said it was independent and this was misleading.  When deciding on remedies, the court asked the question “is there a substantial likelihood that the shareholders relied on this information when making their decision?  There is no need for actual misleading – just the likelihood that it is misleading.

Remedies where circular fails to disclose material information

CBCA 154 / OBCA 253 — remedy for material error in proxy circular or failure to disclose material fact.

Court may make any order it sees fit, including 

· restraining order which could attach to the solicitation itself

· it can order that the meeting not go ahead,

· order that no-one act on the outcome of the meeting, 

· order that there be a correction in the information circular

· In Norcan, which involved amalgamation, the Court refused to issue an order revoking the amalgamation without elaborate reasons. It could not allow actions of a fait accompli to be undone.

See CBCA 137 / OBCA 99

 Management must include brief statement by dissenting shareholders in the proxy circular – 200 words.  Management has no obligation to include if a personal grievance, or if for the purpose of promotion of general economic, political, racial, religious, social or similar causes.

OBCA 99 —the corporation can exclude proposals not related in any significant way to the business or affairs of the corporation.

Therefore, we lift the corporate veil because from an outsiders’ point of view, the corporation is used improperly.  This may also help insiders.

Ultra vires doctrine (as modified by the Indoor management rule)

This is completely contradictory to the spirit of lifting the corporate veil and to the spirit of corporate law.  But one needs to understand this from an historic context starting from developments in constitutional law since the corporate constitutional interpretation was linked to Constitutional interpretation.

The ultra vires doctrine evolved when courts were deciding on division of powers into watertight compartments.  This is the same when it comes to constitutions of corporations.  They set out the powers a corporation has and any attempts to act beyond the powers in the constitution would be deemed ultra vires.  This was developed independently from the concepts of lifting the corporate veil, remedies, etc.  It was more related to developing the law rather than in the interests of justice.

Ashbury v. Riche
Facts:  Ashbury was incorporated under a memorandum of association and the purposes of the corporation were listed in the memorandum.  3 years after incorporation, Ashbury entered into an agreement with Riche to build a railway line and Ashbury would buy it.  But after Riche signed, Ashbury repudiated the contract on the basis that it was ultra vires.  Normally, we would accept what an outsider would say but in this case, the corporation had no power to buy railway lines – only to deal with railway carriages.  So, there was no attempt to enforce justice, there was just a strict reading of the law.  Riche tried to argue that the corporation is nothing but the shareholders, but that was rejected by the court because the memorandum defined the limits of the corporation and no-one has the right to unilaterally change that.  It doesn’t matter if Riche didn’t know this was there.  There are 2 justifications for this:

1. the memorandum is to protect the shareholders.  It is a contract between all the parties like a federal constitution is a contract between citizens.  It is unjust to allow the director to give power to the corporations – directors cannot enter into agreements when the shareholders have not agreed to it in the memorandum.

2. It goes to the nature of the corporation.  Being a corporation is not a right but a privilege.  You are asking the statute to give you something when you file a memorandum and the condition that the state will grant you that is based on the objects of incorporation.  You cannot force the state to extend powers to you that you never had.

None of these 2 justifications have stood the test of time.  Lawyers draft memoranda to have very open objects – broad categories that almost any type of activity could fall under.

Bonanza Creek
The Ashbury rule only applies to memorandum corporations rather than corporations formed by letters-patent.  With letters-patent, the presumption is that you can do anything unless taken away by the articles.  Note that most huge corporations in Canada in the 70s were formed through letters patent.

This was changed in the 70s and the ultra vires doctrine was abolished for business corporations through statutory reform.  However, it still applies to non-profit organisations which are still incorporated by pre-1970s legislation.  The big change was in s.15 of the CBCA and OBCA which say that a corporation is a natural person.  This reverses the rule in Ashbury.  A natural person can do anything that they want in absence of limitation (plenary rights).  So, there is no longer a need to state the objects in a memorandum.

16(2) CBCA and 17(2) OBCA still allows people to restrict the powers of a corporation in the articles, but 16(3) CBCA and 17(3) OBCA say that a failure to abide by that restriction doesn’t reasonably invalidate the act of the corporation.  This might mean that a person who entered into a contract contrary to the articles is liable, but this does not mean that the contract is illegal.


Through these 2 small amendments, we have abolished the rule that outsiders would not have the onus to prove that the corporation has the power to act in a certain way.

What if the outsider knows that the corporation contains this limitation?  E.g. Riche knew that Ashbury wouldn’t buy the railway line.  S. 16(3) says that the contract is not valid because it violates the articles, but is Riche still protected?  (This section does not say that the contract is valid either!)

People who can use this section are shareholders, directors, officers or agents.  But the Act doesn’t really define who.  If they have knowledge, they are on one side, if not a shareholder, what does that person know/did he ought to have known?

The Indoor Management Rule (s.18,19) provides that when someone (like Riche) is suing the corporation, the court cannot argue with him in the lawsuit that the articles were not followed except when the person knows/ought to have know.  So because Riche had actual knowledge, this doesn’t prevent the corporation from asserting a violation of the articles.

Anderson Lumber v. Canadian Conifer
Facts:  There were 2 corporations.  Anderson approved a debenture that was for the benefit of Conifer.  There was a defect with respect to approval of the debenture by Anderson.  Conifer still relied on the debenture although Anderson didn’t do it properly.  Can Anderson rely on the debenture?

Held:  Normally, the answer is yes if they are non-arms length parties because s.18 says that Conifer has no knowledge and has no reason to have knowledge.  The problem was that there was a director who sat on both boards.  Anderson said that the director should have known or, he did know because of his position.  Conifer is deemed to have known and so he could not get the benefit of the debenture because he knew.

Rational for the Indoor Management Rule (only worry about it if you’re an insider)

It gets over the hardship of the ultra vires doctrine.  There should be responsibility for shareholders and directors.  It is their problem to act properly not the outsiders’.  The outsiders are acting in good faith so why should they take on an additional risk?  The shareholders are in a better position to sniff out fraud.


  For commerce to proceed, we must proceed on the basis that a transaction is valid.  The indoor management rule gets rid of transaction costs of having outsiders investigate if the corporation can undertake the transaction and if it is valid.  S.18 says that most of the world can deal with corporations freely, but we carve off those on the inside to prevent insiders from abusing this rule.  But in complex transaction, outsiders probably do have some information on what goes on in a corporation.  Their investigation and knowledge might make them “insiders” so the corporate lawyers ask for the articles of the corporation and the bylaws and a certified copy of the board resolution and the shareholder resolution (to prove that the board approved the transaction).  They would also get the opinion from the corporation’s internal counsel to prove that the corporation followed certain steps.  This wither gets the outsider into the indoor management rule and then, if they are wrong, they can sue the lawyers.

Statute that reforms the common law has to be widely interpreted but sometimes, this isn’t done.

Morris Canson
Facts:  There was a corporation with 2 shareholders C and K who each had 50% each.  C wanted to get rid of K.  He knew that you had to approve things properly and do things by resolution so C drafted a phony resolution appointing S as director and stuck it in the minutes book.  (Bad C!)  K was got rid of and ignored.  The corporation then didn’t hold annual meeting because otherwise, K would elect himself as director.  Because of a failure to hold shareholder meetings, C and S lost their positions.  But C continued to act as the director and appointed M as a director and issued shares to M.  M though C and S were directors and that the issuance of the shares was valid.  M didn’t know and didn’t ought to have known of the fraud because of the minutes book.  So when K came along and said he was upset that M had shares and therefore diluted his interest, M said that “I rely on s.18 that you cannot say that these shares were not properly issued.”

Held:  The court said that even though the indoor management rule seems to apply on its face, there was still some of the ultra vires doctrine.  The indoor management rule can fix normal, everyday problems, but when the entire thing (i.e. there was never in fact a corporation) is phony, this surely cannot bind the corporation because it isn’t a real act of the corporation.  So you cannot read the indoor management rule too literally – it is okay for minor mistakes and everyday flaws but not when the whole substance is wrong.  The court found a complete absence of appointment of people.

Constitutional elements to corporate law
The Constitutional Act of 1867 recognised the provinces’ jurisdiction to incorporate corporation because s. 92(11) gives provinces this power, but the federal government doesn’t have this except with respect to federal enterprises like banking.  Citizen Insurance v. Parsons – POGG power derived – 92(11) gives the provinces power to incorporate corporations with provincial objectives, therefore the federal government has the power to incorporate corporations with non-provincial objectives.

What is a provincial law objective and a non-provincial law objective?
Bonanza Creek describes this.  The scope of a corporation must be within the province – this was the original view.  But the Privy Council in Bonanza said that this was too restrictive.  It said that a province can only give a corporation power in the jurisdiction of the province, but you can still carry on activities in other provinces if they let you.  (Of course, federal corporations can conduct business anywhere).  Because of these, there were a bunch of reciprocal agreements between the provinces through legislation (provincial corporate statutes).  Eg. The Ontario Reciprocating Agreements - this said that if you incorporate somewhere else, we will allow you to exercise your powers in Ontario.  This does not reincorporate you in Ontario but it recognises your existence in Ontario.


Provincial Corporate Act makes corporations register in Ontario if they are carrying out business in Ontario.  “Carrying out business” is that you are doing more than just permitting your goods to be sold – you need a branch office and you need to be actively selling in Ontario.  Ontario can charge you a fee – but this cannot be a real burden.  The province cannot charge a lot of the corporation is a federally incorporated one.

1. Failure to register:

2. You cannot use the Ontario courts to sue if not registered

3. The corporation may be fined

4. The principles might have personal liability. 

