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I INTRODUCTION

Bloe 2 n 2 1 1 £ 1 -
'he place of the Losely ompany 1n Tthe CLra ANy
law framework has received Lncreasing acaf 1 C v
attention over the last century. As their title suggests, clo sely
! 1 } - 3 - ‘ > | P . < } s x + ¥ < all { 1 ¥ o 1
held companies are characterised by their small and intimate size.
For much  of ats historyy /bBoth in terms of the common law and

In New Zealand, L1l he est ) f the world, 01 man; mall
busine »s the advantages of 1n rporaticn rare seen uts !
disadvant: S ( n cumbersome 1 at I u o A % ] sy ER

a't:(‘.l[h'i[;i:‘m;,, as has been the case 1N many yverseas: Juri dictions.

Instead it proposed an Act still framed in terms o f tional
company law rules, based upon the widely held public company model,
but with what t considered to be an element of flexibility fo:

to be arc

jovernance a Companies

ictoria University Law Review,
Wel 1997) 1. many small
companies are not true sense.
Subsidiary and Jjoint buld also b

reflected in this figure.
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business to the other members. As a result. many cl

-ompanies have unique capital structures, with differing =

. 1 + ~ &
attaching to shares, to cateix r these varying 1interests.
Overall, while preferring their internal affairs and relationship

0 be conducted more like a partnership than a company, the members

eek C e benefits o1 incorporation. lncorporation ffen e
benefit of imited liability. While limited liability 1s something
sf .a ' fiction in such'small ‘companiles;) where reditoz invariabl]
ontract around) 1t b way of persona guarantees and security, 1t
is still beneficial as sma 1l reditors and legal action.
[n rporation also has other benefits, like he peculiarity of 1
Co law hat only a cOmpany  can sgrant a loating charge,
something that a small business starting up will in wriably hax to
iy 11

low that small ompanies can gain the beneficial treatmen f the

taxation treatment c 1 partnerships.
These factors all combine to make the company structure a populal

s . . == 1 ; Sy ~ 3 -
choice for many small busine

£

z

shares and decisions by majority, is

i

—
[
-

mpany Law: A Transactional
;'\}g; N € ii‘\ll':.j,l\)h, 1994) 0©06.
New Zealand Law Commission Compan}
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company legislation in the United Sta tes

The latest trend in clo

has been the conception of the Limited Liability Company.

Between 1988 and 1997 some thirty stat have enacted Limited

Liability Company statutes. These allow for a new form of business

entity, which is a hybrid of the company and partnership forms,
offering limited liability), Las.i wells/as apart nership taxation
treatment. The bus can be managed in an informal

partnership styl eement among the members, without a board

show the popularity ol the

v

of- dirtectors.

Limited Liability Company to be limit ed, although recent trends

suggest that its popularity is increasing as people become moI
familiar with its obvious benefits."™

C Australia

AT, Y e 1 ; Ve ] 1 TCOWENE e 8. £k ekt ]
\ustraila nas enacccea separatcec iteglsiat 10N IO CLOSE LY e 1o
companies in the form of the Close Corporations Act 1989. In

similar vein to the legislation in the United States; this allows
a predefined company, similar to the private company,; to operats

without a board of directors under the agr eement of its members.

Many administrative and reporting formalities ally associate
with companies can also be avoided.
% RW Hamilton Cases and Materials on ( ations (bHed

i T O
wh Gazul e

West Publishing Co, Minnesota, 1994)

Limited Liability Experiment: Unlimited Flexibility,
Uncertain Role" [1995] Law and Contemporary Problems
135.

m Ak { Y . | or { 14 1 Y » 4 ‘ Cxredn
Tomaise et al Corporation Law {Butterwor ths, Sydney,
y
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lly elect to receive special treatment are seen

Jection 102 of the Canadian Business Corporations Act
-t al Cases and Materials on
Dawritsr 3 Fno . SN ard1 an n . {9

Partnerships and Canadian Busines (2ed,
The Carswell Company, Toronto, 1989) 987; B Welling

Corporate Law in Canada (2ed, Butterworths, Toronto,
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ompany statutes TYyPp
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the management of the business. Few of the cur:
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not seen as appropriate. certain manda

latory provisions. T

of creditors and minori

mposed on directors,

altering shareholder rights.

Eo . aliow it of statutory formalities Lwc
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companies, are primarily aimed, fz al
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majority, L1 couliLd D€ used as a meamns Ol pre _JuuL(,Jcil conauct

'he Commission found the in the shareholder agreement. As

discussed above, the shareholder agreement is commonly used -in

North America to allow closely held companies to obviate
unnece y ormalitlies,; anc run twne company i1n a manneil =2da

. ]

o ’ ~ ~ 1 <
amongst themselves.

i

i Above n 2, 20.

"

g 1d g PO | : 1
»1d  Companies under the
VUWLR 161.

; Above n 1, 26.
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A

oQs 7 1 1 1 N\ ( « ol = N0
ove n 1, 29; Ziegel above n 34, 1004; above n 4, 86.

See also G McCart wlder Agreements' in Meridith
Memorial Lectures: Canadian Business Corporations Act

1975 (Richard De Boo Ltd, Toronto, 1975): 405; ¥
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general (ongoing). Under a general agreement, n entitled persor
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chanism which prevent it from being totally effective 1n
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roviding for the needs of closely held companies
1 Approval requirement
: - S = 5
hat all ntitled person t
persons 1is wider than shareholders, being
shareholde . : v ; . } ]
snarenoliLaers, NG any persons 1poOn wnom TNt
of the rights and powers of a shareholder.
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s, which as its name

actual shareholders of the company to the
xtension in the approval requirement art
utside of the company is required to 11

‘ Sections 107(4) and 108
: Section 107(5).

Section 107(7).
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from a general agreement at any time by giving notice in writing.

'his right of withdrawal is not found in North Amer ican shareholder

i

agreements. This has lead to some uncertainty

agreements can be undone.

§ 1 to

~aland statute ::r‘-ﬁflxig'[lt

Presumably the drafters of the New Z

larify this ., and also ensure that the members of companies

into agreements that became disagreeable

did not become locke

them. However, the termination rig

Yy CONt PACE.

The major problem caused by the termination pight  disi that: i

deprives a section 107 agreement of anj certainty. This means that

a section 1€ nt cannot be used to support a buy-out
|

requirement of the closely held company 1

that some mechanism be put in place to make the 1investment

realisable upon a member’s desire to exit

mechanisms for a dissenting

N
i
™
f
&
0}
s
o

Under the new Act, there

shareholder to be bought out from the company. But as one woul

expect thev are designed for use in more widely held companies.
b ’ s A

This means that the members of closely held compani
put in place their own mechanism, in the form of a buy-out
agreement. Such agreements, stating that in the event that a member

the company will purchase

wishes to be released from the busine: 1

above n 34, 481; McCarthy above n 47, 10 %

Above n P Folev et al New Zealand Law Societ}
Seminar: (
(NZLS, Wellington, 1995) 22.

Law Practical Experience One Year On

: Sections 110, 118 and 174. See above n 10, 68.
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12 Interested directors

[ presumpti t is that a director who i inte ted
n a certain t vote, and otherwise act in relation to
Lhat transad Wed ok

3 ¢ i 1 §
Interestingly, none of the constitut I negated he statutc

B S C 11} Il¢ Wil n severa € o1 1 L
velj nana usiness, vhile th othei tal passive
)
D Adoption ptional Provisions

1 4 3 O - > 'S - ¢ » 2 O
1 Purchase of own shares ¢
A - ~ 4 g | p . ] 1 v 4 1 l Y
mpany >annot urchnase oI oLnerwise acgulre L CS YW = Vi e
I . L 1
unles S & 5 })':\I: constitutional au L,l;ui isation. F hne (9]
e e = ? 1 3 ¢
= Ny the abadigky:, to purcha [ 59 a tax
< - ] » 4 2
ffective method for distri =T ) 5
n be used to buy out a di Ir-saep ting shareholder.
onstitutional authori bl ifaprit of own shares

ircumvented in a closely held comban a sectic 107
circumvencedad in a closely he.lq comparnsj S 3 € c10on U
f 1
attraction many ) 1 Ch
32 1 =1 ! - ¢
2 EEARVITELTCTERSS sectl 1 ) ¢
for lose] held )
LOX a LOSE 1) neidad ompany,

.
T 10 71
WWOvVe ‘R 1lUy. 11,
Q t 1 A C
xeCLlon gdag.
Ahon 7 71
ApQove n (4 (1.
i = OO )
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constitution.

suggests that constitutional authorisation is not

needed. Other transactions such as the purchase of own shares can

5 3 a2y " . r 4 3 1
be  implemented without constitutional  authority. It  would.  be
strange i1if redeemable shares were different.

nade provision fo the ssue of redeemable shares. Many of these
. . : . o p il ;
replicated the tensions in the Act on the matter, a product of the
lrafting style £ into
g y D 1
on ltutlions, 1 LR EFant

] € ‘ to 1SSue 1 y & }&7{ O

] vide for them in the constitution would be a wise precautionars;
t ¢ 5

I Indemnity and insurance

[f a company wishes to indemnify or insure its directors oz

be desirable, especially given the heightened anxieties over the

directors’ duties contained in the new Act.

Section 162.
Compare Dugan above n 98 with Abernethy above n 104,

Above n 34,
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E Adoption of Supplementary Provisions

1 Pre-emptive rights upon transfer of shares

The Table A articles of the old Act contained pre-emptix Lgnts on
the transfer f shares. These required that share first be re
to the other shareholders before they were transferred. This is
consistent vith the intez L s f e members of closely held
companies.
The majority of the constitutions supplemented the Act with such
provisions. However, it was again surprising to find a ge numbe
of one person companies containing a provision which is unnecessaz
for them.

featur f the p1 =mpt > 1 ned 1 the nstitu

) how onerously some of provisior reate )
intending transfe [n one s€e , fter n indey ]
alu { ) ’?;c '1 res, 1]|<ﬂ transfer I fuse« CC s 11 1t I

1lu they had ) pa for the wluation, and - to t mpan;
"a reasonabl xmount letermined by th 11 tors, ha ng reg
to th m pent b them and any £ I fficer f ) N[ )
relying on the transfer notice, an Ny ou of pocket pens
incurred by th npany' . ‘thig i hardly in th interests )
members of a losely held company, and does nothing T o0 T ¢
an easy exit from 1e company. uch a provision is 1pe for abuse
during a dispute, the very time that a member will want to leave
the company.

L adich above n 89, 4
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on unpaid shares

section 97{(2) speci
ed with IJ\',JX.iH]‘_‘:
\ for unpalid ca il .
' ma be made. In
g + 1
sued either Part.L;
> | » 1 2 ] -4 1 -
a concern, especlally for the members who have paid fully.

o 2 N } »
nstitutional provisions.

11 f the nstitutions made provision for the making f
ypicalljy I 1  manneil identi to the ol l'able A
1S . \ irl ) the was -a' ‘high incidence f one person

. 2 o > & . ] o~ P > 3 1 : o
s .including this provision, which has no application tc
uation.
and forfeiture

3 ne i ,{ i‘zf | € “A ol B 1

1e constitutions contained the

from this a common problem arose

ing these enforcemen pProcedures from.the-old

- F. . . :
a t recognise the new 1lial o s sl the new Act.
1 - 1l . p 1 4 4 £
118, everal onstitutions P1 lded h: ] 4}_»:.’,11;. fO1
11 > . e 1 anefa
1 4 > followed the 51 A res Lhre transfers te third




C

ne el . section 97(2) dist ILngulshes Detwe } CWO LY pe f

Lability: 1lity in respect f amoun unpaid on h S nd
iability imposed by the constitution. Und ection! 1LO0CLY) Lh
‘ormer, liability for amount unpaid on shares, remains ith the
ransi | S8 @ upon the transfez of shares, The provision in he
onstitutions which purported ranster “Lhe” l'iabylity “to {1

1 clearly inconsistent with this. Pplying sc¢ 101l
1(1) they would \ no effect.,

Alternate and managing directors
gain following the old Table A article y many of the nstitutiol
llowed for tl tment f alternate and managing ire 8l
uch provisions obviously have ut i1lity in a closely held mpanj;
ituation ho l{l the need I'1LSe .
Dispute resolution
In a closely held company the =l ften h mpe t S
nterests, which can lead to a potential deadloc] tion.
\ct 'Ts silent n how these ikﬁ[t(t» s houdd resolved.
rouncy avithivd Fof M th constitutions supple the A« vith
rovisions foi he resolution f - disputes, typicall; througl
‘bitratien A" This S8 useful provision for the congtitutieon e ta
lo 1 held company, and one that more should utilise. There
WwVEouE ‘ut1Elity” in ha methods for re lving dispute t
ut in advance, as th 1 easily provide fertile ground f
urther disputes if they are left to be resolved at the Lme .
’ Above n 1, 147,
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6 Polls and proxies

'he First Schedule to the Act is silent on the method for

and the form of proxies for shareholder meetings.

Most f the constitutions supplemented the Act with provisions

milaz o those contained n the old Table A articles.
7 Like documents for resolutions in lieu
M Lol the ons tutions allowed resolutions in lieu f meetings

199 ] ; o I 1 |
nder se LOn a1 cons L f 1 locuments. R tutions
] L 1 { . % 1 Tl . e i R avoid the
I ] 1 1 1 1ISetftul L ) 1 O1 3 neiLd companies TO avolda .ne
£ - ] : : RS Mo 1] ’ s O o T | oot s o e s
) ties and pro eaures ol meet I1NgS . he abilit ¥ of the members
pass such resolutions while they are in different places adds to
1
L 09 15 | Y o
I’ Y22 n o Py
I Summary
1 y a5 al4 ’2 s el e e W S e . 3
e nost popula1 alterations and additions the statutory

1

framework contained in the constitutions included restricting the

ransferability of shares by providing for pre-emptive

hanging the proceedings for shareholder and board meetings
providing for calls on unpaid shares, and the authorisation of
oy | 1 ] & s+ FP1ra+t 1 ] 1 2 - N T i
and indemnification and insurance. While
for closely held companies, the

inappropria such companies because

failed to make to the statutory regime.

le constitutions failed to recognise the lack of separation of

ywnership and control in closely held companies, by not displacing

v

presumption of director ement. Similarly, there was a

o alter the statutory regime to protect the interests
v -
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members of closely held companies, predominantly in terms of the

regime for shareholder r

esolutions, and the appointment and removal
of directors. Left unaltered, the statutory regime will not give

all the members a say in the running of the business, and will not

provide security of tenure in office or employment.

v

This failure can be attributed to the high incidence of standard

form constitutions. By their very nature, standard form

constitutions do not meet the needs of particular closely held

~ompanies., They are drafted in umptive way, much 1lik
{ 1+ o 1 > + , W ~ h ¢ N o . ] } } ] ]
the Act atselfgs towicover the among closely held
Y - I A N ] 5 ¢ 1 p— + } . o 1+ - “ S 7 T - 4+ - ¥ p. § \
companies. They do not alter the statutory regime to meet t he needs

of particular companies. They are therefore inappropriate for manj

closely held companies, and will not adequately protect the

v

interests of their members.

1 One person companies

the inappropriateness of the

constitutions being employed by one person companies. Typically
these were constitutions designed for companies with

members. Such a constitution adds nothing to a one pe

situation, except confusion. As stated, a one person

statutory framework without a

1

operate satisfac torily under the

< + 14 2 o : + 1 . e A
s constitutions 1mproved the regulatory

constitution. None of th

framework for one person companies.

While a constitution may be valid as a safeguard for expansion in

while the company remains in the

the ifuturey it ds mothneces
hands of one person. A constitution can be adopted at a later date

if expansion occurs. This is actually the better time to adopt

{ A\bove n 10, 66-67.

Section 32.
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‘oach of including only provisions which altered the
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b6

as the particular control configurations and interests of each
er that need to be provided for in the constitution will not be

n before that point in time.

CONSTITUTIONAL DRAFTING STYLES

inct from the appropriateness of the contents of the

tutions studied, is the question of whether the drafting

es adopted are suitable for closely held companies. The members

ich companies are typicall ated. Therefore
nstitutic should s far simple and use:
ndl do ment.

nstitutions studied fell into ) ! tinct ing
gories. First, long form constitutions, which contained many of

pProv 1ons of the Act even if
ndly, short form constitutions, which took a minimalist

ong Form Constitutions

study revealed a roughly even split between long and short form

titutions. The single most popular standard form constitution,
titution A, was an extremely long form one, running to over 30

s of very small print. Constitutions B and D were also long
I

. =

ones., The lon form constitutions were employed by both one

o
o

multi-person companies.




—]

L -}

he argument in favour of long form constitutions is that the

provide a complete working document for the members of a loselsy
held company, who are usually unfamiliar with the provisions of the
Act. They remove the need to have reference to the Act as well

the constitutio:

i\’l ‘ J I
] 10(
‘\
5 ,
uiLd
By way of example, all of the long form nstitutions considered i
Lhe study copied the provisions of the Act pertaini t the
purchase of own shares, and th giving of financial waaim_uh,,.r
All consistently omitted the parts of these p1 1sions which z ¢
the rules foi the. appliacation  ofithe solvencsy test, require
directors’ |L\l{|‘L’\lxl~lll, and state the liability associat d h
t tions.
Constitut S f
shareholde 1ired
ey !_)'c .35 fo1
fail 1ng 1
Constitution B copied section 162 authorising indemnification 1d
insurance, but the it ian. o certify,andsth

e iy : " f
tion 16206(7) o entez the insthe | interest
4 d
R . ; : X ; .
Radich above n 89, 19; Beck above n 548

Sections H8-65 and 76-81.
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Fo1 onstitution irport e “be omprehensive "one stop"
v X i
points of reference these are seri S omissions, which could hax
erious s for companies operating under them if the
members neglect these provisions.
Secondly, in any event the cross referenc ing approach of the long
form constitutions made Hit necessars; to refe: backwards and
) 1 A rds betwee n the 1IStitution and he Act. 'his was an exel L SE
hat often resulted in incomprehensibil Ity and confi on.
€ Lnp o1 this is « onstitution . which I ied the Provi sion
on financial assistance contained in sections 78 to* 81 rrthe Aot ,
These ctions contain numerous c1 references. The constitution
took th Lnconsistent approa h of in some instances repl x‘_iu\:, Lhese
with cross references to th clauses of the constitution that
pied the relevant provisions of the Ty anaant others' TusIng
ross references to"the "Aet .
'he drafting style of copying provisions straight from the Act alsc

ften led to mistakes and. inconsist

1

50 he provisions for purchase of
" " . "
d f the word acquire

this means that companies operating under

have the necessary authorisat Fon™" to otherwis:
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IX CONCLUSIONS

{

he nature of closely held companies means that they sit uneasily

thin the traditional company law regulatorsy framework, which is

m T

predominantly designed for more widely held companies. The Law

ommission recognised this in drafting the Companies Act 1993, and
provided the ability for closely held companies to obviate and vary

the statutory regime to meet their needs.

Section 107 allows closelyvy hel

1 companies to avoid many of the

y regulatory provisions of the Act. However, its ability

o

to be effective is reduced by the inclusion of certain features not

und in North American shareholder agreements, upon which it is
based. These include the extended approval requirement, the

¢ By =2 ] + o 1 \ = articii] .
termination right, and the uncertainty of its scope. In particular,

its impact on the common law doctrine of unanimous shareholder

NG ks har Eromoeclear!

'he constitution provides the means for a closelv held company to

R,

ary the otherwise inappropriate provisions of the Act. However,

he results of this study have revealed that to date it is being

used with 1 imit ed ef fec

A Incidence of Constitutions

Most closely held companies are registering constitutions. This

includes one person companies, for whom the merits of a

Radich above n 18, 19.




constitution are debatable. The study found no constitutional
provisions that greatly improved the statutory regime for one

person companies.

B Standard Form v Tailor-Made Constitutions

o

e

tandard form constitutions are ©prevalent, leading to the
§.1

registration of constitutions that are inappropriate for many

closely held company situations.

C Modifications to Presumptive Provisions

The most popular chan

were to restrict the free transferabi
yroceedings for shareholder and board meetings. Few constitutions
altered the statutory control regime or displaced the presumg n
of director management. These changes would be appropriate

] . ¢
1

closely held companies, to provide for and protect the interests of
members, and to reduce the formalities involved in operating th

business.

D Adoption of Optional Provisions

4

J3 ; . .
the optional provisions

the Act. The most popular ity to indemnify and NSUTe

officers, and to purchase own shares. These are use

for closely held companies to have.

E Adoption of Supplementary Provisions

. ! : 2 i . [ o P o 1 o 4% B ] T
matters on which the Act is silent. These generally followed the

provisions of the old Table A articles, with pre-emptive right:

share transfers and calls on unpaid shares. Again,




Drafting

Style

The on itutions were either long or short form documents. The
short form constitutions were far more appropriate for closely held
companies. They achieved the same legal significance as the long
form wvariety, but with greate: brevity, 1less confusion and
inconsistencies.

G Conclusion

While thi study represents only a limited examination of an
mportant issue, it is hoped that it has highlighted some

I

i

4

&

yncerning trends for many of New Zealand’s small busines So
far it appears as if they are still coming to terms with the Act,
and its applicability to closely held companies.
T'he constitution represents an opportunity for a company to devise
a regulatory document that meets its particular needs. To date few
ppear to have done this. Instead they are operating either under
the Act or a standard form constitution, both of which are usually
;1.'.H): uij:;“i.’fx‘Le for them.,
Until there is a recognition of both the unique features of the
losely held company, and the need for tailor-made constitutions to
suit particular company situations, the saturation of
unsatisfactory standard form constitutions seems set to continue.

is acknowledged that cost and convenience makes a standard form

const

t ime

businesses.

n

itution

more viable for such small companies. The expense and

seeking legal and business advice to have a tailor-made

constitution

drawn up will often be prohibitive to these types of

However, when one considers just how inappropriate the
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