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WHAT IS A "SHAREHOLDER AGREENENT"?

As its name suggests, a share-
holder agreement is an agreement entered into by shareholders of a
company. Spelling this out in the lengthier form may appear to be

merely stating the obvious - as indeed it does; it does however,
nighlight an important aspect that perhaps becomes neglected in a
detailed investigation into shareholder agreements - that they are
contracts, and as such "governed by the general law of contra C{‘
The "egreement" aspect owes its primary allegiance to the law of
contract. This aspect of the agreement is obviously crucial, initially,
to any consideration of the topiciwhen all is said and done, a share-
holder agreement must pass muster as a valid contract. The fact that
few problems are raised by the shareholder agreement as a contract
does suggest that fulfilment of this recuirement is not an onerous
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one., In contrast to thi ranouility, the operation

holder agreement in company law, flowing from its "shareholder" in-
credient, does reise some major problems; likewise, it is in this

ld of the law that the shareholder agreement stands to maeke its

richest contribution.

Nevertheless, the shareholder agreement can be regarded as

simply another contract entered into by parties dealing with their
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shareholder agreements are identical: there is no such thing as a
e

that they all involve, by definition, shareholders) and the property
e similar in nature - the shares owned by the par-

ties, are similar. This, however, is where the similarity ends,

rendering a meaningful description of shareholder agreements, of
necessity, general in nature. The definitions offered correspondingly

reflect this level of generality.

In deference to their unparalleled involvement in shareholder

agreements, a recent American interpretation is offered first.In
2
e

Blount v Taff®, Judge Clark described the shareholder agreement as

~

"a contract between sha

=

@]

holders which may apply broadly to the rights

of the shareholders in conducting the business of the corporation, so

L . T : 3
long as their purposes are legal and not contrary to public polieyiis

The distinction between this contract and any other contract lies

in the participation of shareholders dealing with a special type of

property - their shares. As will be seen later in the paper, most

shareholder agreements can be further divided into recognisable sub-

4
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categories;this description merely descri

es the basic structure
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¥

upon which any shareholder agreement is based.

Finn takes as his starti oint the same level of generality
but proceeds to give a little more precision tothe context and pur-
pose of such agreements:

"At its crudest, a shar reement is simply contract

X el ed 1 1 g ( col Vs t the time of
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taking may be sold. INore sophisticated types of agreements can go
far beyond a simple voting agreement and may regulate in some detail
the rights of the individual members. They may, for example, provide
for the compulsory buying out of members in certain events; they may
prohibit members from participating in other businesses which compete
directly or indirectly with that of the company; they may oblige
particular members to sell or lease property to the company so as to

"
enable it to begin business opera tlonu.4

As this description indicates the subject matters covered by
shareholder agreements, and the means by which this is achieved, may
onsiderably. The simplest agreements fix on the voting power
f the parties' shares as the vehicle by which the purposes of the
agreement are carried into effect: they are consequently 1la bel]ed
"voting agreements". These types of agreements are the most common,
and themselves can reach sophisticated levels in their regulation

+

of the company's affairs. The agreement considered by the court in

Re A & BC Chewing Cu~5 provides an ‘example of the range of corporate

activities and the degree of particularity that may be achieved in

what essentially remains a voting agreement. The agreement bound the

)

only shareholders of the company to use their voting power to control
the composition and remuneration of the board, the distribution of a
least 60% of the net profits after tax as dividends, and bound them

to ensure by their voting rights that the company would not make

decisions on any of the following matters without the unanimous con-

an+t Nl P 1 1A ~ 2 g I3 nore

sent of all the shareholdex s, including:

"
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1 the issue by the company of any shares, de ntures or loan capit-
al or the creation by the cc any of any mortgages, liens or
charges (including a floating charge) upon or in respect of the
usiness or undertaking or assets or any part thereof or the

aw Review 1978
s L b A SULK matters that
may be covered in a shareholder agreement, see the precedent suggested




ii) the lending or borrowing of money, the giving of any guarantee
or entering into any contract for indemnity or suretyship or
for services or agency or any contract for hire or rent or hire
purchase or purchase by way of credit sale where the individual
amount involved exceeds £3, 000

V) the sale otherwise than in the normal course of trading of any

property of the company or the purchase otherwise than in the

normal course of business of any property by the company;

vii) allocation to reserves;

viii)payment or recommendations of dividends or any other distribution

of capital or profits;

ix) amounts to be written off assets or against profi

i
of bad debts redundant obsolete or slow moving stock, wear and
’

tear and depreciation.

x) the writing up or revaluation of any assets or change in the

xii) the ligquidation of the company;
s o o\ . Py .
X1lli)matterg of policy affecting sales;

xvii) the grant of any licences inrespect of know how or under any
letters patent trade mark or similar monopoly rights for the
time being ovwned or control by or licensed to the company or
the acceptance terminatior r renewal of any such license

6
xviii) +the initiation or abandonment of eny litigation or arbitration."

As the shareholder agreement g7 S Ye SC isticated, creating
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in some detail the rights of the individual members", it may supersede,
in reality, the company's Articles of Association, becoming the foun-
dation of the members' rights - at least those parties to the agreement.

.
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As he points out, a shareholder agreement may be created by '"some or
all of the members" of a company: there is no definitional, nor
necessarily a practical recuirement that all the shareholders be party
to the agreement:-a shareholder agreement may be, and often is entered
into by two shareholders, or one shareholder contracting with an out-
sider. Furthermore, for definitional purposes, it is clear that a
shareholder agreement need not necessarily be limited to shareholders
only = the minimum requirement would appear to be that at least one
shareholder be a contracting party. The other parties may be non-
shareholders - either other members of the company, the company itself

o 7
or outsiders.

The second point raised by Finn's description relates to the

o

Ugid

timing of when such an agreement is entered into: though there may b

very good practical reasons why it should be executed "at the time o

Hy

its formation", this cennot Ve considered a definitional

prerecuisite. Clearly a shareholder agreement may be entered into at

any stage during the currency of the company's life - by definition,

wherever there are 'shareholders' in existence. Thus the reference
1t the time of its formation" may be a little misleading. In this
ontext, it is clear that an agreement entered into by parties in
contemplation of becoming shareholders in an enterprise yet to be
incorporated - regulating their future voting pattern for instance -

remains for definitional purposes, a "pre-incorporation contract" or
0
11

a "promoters' contract" : it cannot be considered strictly speaking

T

shareholder agreement", for the simple reason that no shareholders,
. After the company has been incorporated, such an
equally binding on its parties as one entered into
n, has the same effect as the latter thoroughbred

ise,for the same reasons, an agreement entered into by

1ded from the definition of shareholder agreements. In

tatutory regulation of "shareholder agreements" these

ed for by
ns Act 1975

] ful
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distinctions in real terms are unimportant. If, however, the con-
tract purports to bind the company, the distinction becomes obvious sly
fundamental: it is established that a pre-incorporation contract cannot

] 0
bind a company subsequently incorporated.-

Where the shareholder sells all the shares he owns in a company,

41

o)
this sale is not regarded as a shareholder agreement for the simple
reason that upon the sale, the sell

er ceases to be a shareholder.

Kruger, however, maintains:

"If the seller parts with 1ere is a shareholder-

agreement to the extent
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t between the parties relates
r

to both purchaser and seller as shareholde

The precise classification of this agreement, once it is recog-

nised as being binding, however doscribcd, is not too important. Within

»«

the definitional realm, however, Kruger's interpretation of this agree—
ment is open to the objection that while the ransaction may be labelled
hareholder agreement because it is a contract between parties who
ders, 1t is not accurate to describe the
urchaser, till the contract is executed, as a shareholder. This would
rom its classification as 2 shareholder agree-—
ment because as we have seen such acreements may be entered into with

outsiders;' and this is what the purchaser is till the contract is com-

pleted and the formal reaulrements of becoming a shareholder are ful-
o Sk [ \ " : . : : .
filled. It is, therefore, a shareholder agreement but 1 ot, it would

eppear, on the grounds advanced by Kruger. In relation to the shares

sold, the seller cannot obviously be regarded as a shareholder apart

Tr the shares retained. It could be argued that the basis of clagsifi-
cation, in order to attribute a meanineg to the tr nsaction under scrutiny
should fix solely on i property involved in that transaction, because

‘eements Under English Company Law" - 94 Law Quarterly

1 Gree an agreement
th an out-
si der - and
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A further description of these agreements recognises that the
various types have resulted in a variety of subcategories within
which any agreement may be slotted : the "shareholder agreement" in
itself is relatively meaningless when divorced from these various sub-
categories. Consequently, it may be more meaningful to describe wha
a shareholder agreement is in terms of the particular subcategory into
which it fits. It is to this level of categorisation that we now turn
to.

THE DIFFERENT TYPES OF SHAREHOLDER AGREENMENTS

The shareholder agree-
ment 1s in many respects the generic term used to described a variety
of means by which shareholders bind themselves by contract in resvect
of the range of corporate activity permitted to them. The means by
which this influence is exerted, and the areas of corporate activity
influenced by them vary considerably : by and. leige, classification of
shareholder agreements has traditionally not been based on either one

of these factors, or even a Co“bll.tj on of them. Hornstein concedes

the influence that a minority shareholding may play in determining the
nature of the agreement entered into, but certainly does not accept

proportion of shareholding covered within the agreement as a necessary
determinant of its type; likewise the means employed to exert influence

in the company, and the areas of corporate activity, do not serve as

"The first of these groups, the "Clark-Dodge" type involves a
i 1ty shareholder who waents protection in the form of a 'veto power"*
against conduct which he thinks may prejudice him. The other, the
'Long Park Type' involves one or several shareholders who want assurance

that they will be able to control the enterprise either for a period of

" ~ o 5% S N - N e A ML - R ~ -

years or for the life of the corporation. They may own any amount of
- A 1~ - 4= -~ ~wvwA o £ 1 o +1

stock, yet regardless of how ti 3

1e stock ovmership may vary at the time
12
<}

or in the future, they want control vested in themselves".




Kruger subdivides the types of shareholders in the following

manner,

i) revocable and irrevocable proxy agreements
ii) voting trust agreements

iii) agreements limiting transferability of shares
iv) pooling agreements

V) agreements for corporate dissolution13
There appears from these divisions no logical or symmetrical basis

of distinction apart from t ls that have come to be
attributed to them. Clearly a "voting trust agreement" or a "pooling
agreement" is so labelled in recognition of the means employed by which
the will of the shareholders is brought to bear on corporate policys
ecually clearly, the means by which this is achieved is submerged in
(iv) and (v), their classification beinge a product of the areas of

corporate policy contemplated by the agreement. There appears little

logic to the divisions which have emerged. It would appear guite

possible, for example, to set up an agreement that was at the same time

both a pooling agreement and an agreement for corpvorate dissolution.

T

Regulatioz the parties voting power would not appear to be the

common thread through them all as (iii) clearly is independent
of this power. In terms of underlying rationale, these distinctions are
no distinctions at all : +they are, therefore, merely descriptive. And
yet the approach adopted by Kruger is invariably that taken by most
riters interested in the subject. O0'Neal, though running them together
a little more, nevertheless maintains the broad divisions set up by
ruger.
"A shar lder &g ent may take ! e rme LT may be
a simple joint wvoti: C ract ( times called 'pooling agreement")
roviding tt he contracting shareholders will vote their shares a
& unlt in elections of directors and perhaps on other matters. Under
such an arrangement, each shareholder retains title to his shares and
3 Supra Note 1C




and the right to vote them, he merely binds himself contractually
to vote in accordance with a pre-arranged plan. The agreement, how-
ever, may be something more than a mere voting agreement, it may
attempt to create irrevocable proxies which take away the ovwmer's
power to vote their shares and transfer this power to other persons.

an\ 1

Finally,tbhe  agreement may establish a trust or a voting trust, the

shareholders transferring the legal title to their share to trustees,

who vote the shares in accordance with the terms of the trust”14

The thread running through this progression is the decreasing
autonomy which the shareholder exercises over his shares as expressed in
the increasing areas of corporate activity in which the manner he will
vote is prescribed, till finally, in the voting trust, the shareholder

has abdicated that power to vote, and indeed, legal title to the share
is transferred to the trustee. This decreasing autonomy of action as
a shareholder does serve as a coherent basis of distinction between
the various types of agreements in which this occurs. It does not,
however, touch on agreements that do not involve the votine power of
the shareholders - for example, one restricting the transferability

i i & s o
of the parties shares, or one commiting a shareholder to lease land

(®]

to the company. It does, however, provide an underlying

rationale on which voting agreements (which are by far the most common)

The temptation, in light of the apparent inconsistency that pre-
vails in distinguishing between the various types of agreements would

label of sgshareholder agreement as

referri into by shareholders affectine their
involvement in the company without tte ting a more preclise definition
af + T - A aoasrnat +) N .
or 1ts tyvpe., O'Neal arns against this
. . o . Loyl o P L e T Y & s . +1n « 7Y T M
"These various devices mav be used to achieve the same or similar
biective 13 . - -1 71w oA +Feechrnically +hexyr o A4 FF RS
Objectives, but conceptually and technically they are different - not

12t the courts alwaeys recognise the differences. In passing on the
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trust. Thus, the broad division established is between the shareholder
voting agreement as such and thie voting trust, the latter distinguished

I [T, ety s RS ALEARy SO T e s Ve
by the legal tital of the shareholder having passed to the trustees.
\MT N AT 7 n T lal T DA
[OTING AGREEMENTS IN GENERAL
Finn draws a distinction between the
type of shareholder agreement.which reoquires the shareholder to vote
in a particular way on certain defined ters and resolutions, for
example, appointments to the board, the dividend policy of the company
s : Saienes o 2 o +ha ~ 9 . P s R ST
or the circumstances under which the company's undertaking may be sold
- which he labels a "simple voting agreement" and 10se more sophis-
+- P o1l ad < Ao+t - + o - -1
ticated agreements which "regulate in some detail the rights of the
6
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individual members". = These may provide for ex le, the compulsory
buying out of members in certain evente, prohibiting members from par-
ticipating in other businesses which ompete with the cc ny or oblige
articular members to sell or lease property to the company in order
that it may co nce business erations. The distinction between the
two categories appears to be both one of object a eans - the voting
agreements naturally e: 'h are orientated directly toward the direct
interests a operation of the co ny - for example its dividend
17
policy '; naturally enough, the 1s by which such a directly corpor-
. o i R I - - !
ate interest is catered for is linked with the shareholders most direct
) Thi A ~
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Normally thic etex .es of the Compeny, by
the directors : on the a division between dir-
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ector and shareholder, at p &%




means of participation in the afTairs of the company - his vote.
The sgreements entered into in the latter category differ from the vot-—

ing agreement in that the rights ana obligations created attach

on the shareholders much more in s "private" capacity rather than

in their capacity as members of a con lpany, or in its inner workings.

Si fﬂlIlCunth the rights and obligations created by agreements in

the latter category are not inextricably or necessarily linked to

the most characteristic shareholder act — voting : a prohibition

against a member from enteri ng 1into a competing business may stand

quite independently of that shareholder's vote. A distinction

between the two types of agreements exists, in both types, the party

is contracting as a shareholder, but whereas in the former that

capacity is fundamental and necessary to the agreement because it

regulates an act that can only be performed by a shareholder i.e.

voting, in the latter types, due to the different nature of the rights

or obligations created, swch capacity is not a fundamental pre-requisite

of that party's fulfilment of the obligation : an agreement to lease

land to the company, for example, could be and is entered into equally

by a non-shareholder. ;
O'Neal proceeds from one basi ¢ assumption, namely, that the

ultimate purpose of a shareholder agreement is the control or at least

influence in the management of the corporatic either the board of

directors or management (and preferably

- A =L T ) T/ - P ~ v ~ N ¥
implied, the only method by which the shareholder agreement will em-
brace real power. Certainly it appears to be assumed that this is

J
" : . :
the typical form of a shareholder acre entias he points out, the
mo+-ra £ 4 1+ ahavrahaAalA nterine 1n+nA 1) a or vy
otlves ol the minority shareholder in entering into such an s reemen
are "to obtain membership on the board of directors, some voice in
1
agement of the corporation®;’ likewise, majority shareholders
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I ernter into an agreement among themselves to assure theiz continu-
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particular course of action or policy - indeed the obligation sealed
by contract emerges as the st characteristic feature of the share-
holder agreement. Even the existence of this contractual obligation,
however, cannot strictly be regarded as the lowest common denominator
to which all shareholder agreements must subscribe : another type of
shareholder agreement, not based on a contractual obligation,exists.

The agreement in these cases is not backed by contractual force but

s

ather by an "understanding" - normally that the votes will be voted

in a particular way. The best example of such an agreement is to be
: ga s 2 & in

found in Greenhalgh v Ardene CWHO*““ Ltd " 1n which one of the

nominee directors "was asked in the course of his evidence whether he
was ever instructed how to vote in respect of these shares, to which

he replied "No, there were only three directors. I knew perfectly well

what they desired done and I did it." 23

Clearly such an "understanding" could a2lso exist between share-—
holders who are not also directors. Though such an agreement lacks
the force of a contractual obligation, and may be dissolved at will,
it is nevertheless an agreement, and while acted upon, results in the

same consequences as one sealed by contract. Though the overwhelming

Llg

ajority of shareholder agreements involve a contractual obligation, for
that, in many respects constitutes the essence of the agreement's

security, and hence, it is those agreements that this paper . i
principally concerned with - one should also bear in mind the existence

. e e R e e A e el e i
O Thneseuunaerstandlngs.

o

POOLING AGRE S
T ovder +o0 reciate the struct of a share-—
lolder voting agreement, it is proposed to examine a particular type
Ol agreement - the noolir agreer OAu, wnicn , o3 ay of contrast,will
g1ve an 1ndication of the nature of o r types existing
renmnington accepts that the pooling agreement is valid under English

(1950) 2 A1l ER 112

o




law by analogy with the proxy agreement:

-

"A member may validly contract to give a permanent and irre-
vocable authority to exercise the members'! votine rights and it
therefore seems certain that a member may enter into a valid agree-
ment with other members to pool their votine rights and to vote on all

their shares as the majority of them from time to time decide",

e

As O'Neal points out, a pooling agreement is in many respects

the simplest type of shareholder agreement:

"It may be a simple joint voting contract (sometimes called =2

pooling agreement) providing that the contracting shareholder will

~

vote their shares as a unit in elections of directors and perhaps on

HL5

other matters.

-3
3

1is type of shareholder agreement has been widely recognised by

te in various states of America. Section 620 (a) of the New York

6))]
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Corporations Law provides:

"An agreement between two or more shareholders, if in writing
and signed by the parties thereto, may provide that in exercisi ing any

voting rights, the shares held by them shall be voted as therein pro-

3

- " 2 2 = a T e
ation, however, it is clear that,

| R - ~ el = s 2 " . s B ke P . A ] P | N o T 1]
being & contract,such an agreement may be concluded orally between the
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The pooling agreement is described as such because, after the
agreement has been completed, the total number of votes covered by
the agreement in respect of the specific matters stipulated are
"pooled" together and voted as a single unit whereas before the agree-—

o

ment the votes of these shares were not mandated in any particular

direction. The agreement brings together previously dispersed individ-

ual shareholding Thus the pooling agreement requires all the votes

to be voted together and further stivulates how they will be voted on in
G

4}
ul

“J.

1e specific ar

®

po]
<l

overed by the agreement. As the lManitoba Court of

.S

Appeal explained

.e

"In order to constitute a pool, there must be an 'aggregation of
interest or property' or a throwine of revenue or property into one
common fund or a sharing of interest in that fund by all on an eaqual

. ; 2
previously agreed basis". 7

The legal consequence of this type of agreement is that each con-
tracting shareholder has an undivided interest in the casting of the
votes for the objectives specified in the agreement: in other words,
they become joint tenants of all the votes in the pool.

This device may be contrasted with, for example, the proxy arrange-

C ‘lt
ment in which the proxy is the agent of the shareholder to carry out a

course dictated by that shareholder; in a pooling agreement, on the

other hand, no principal/agent relationship arises between the share-
holders - indeed, if the analogy were to succeed, the shareholder
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atro Lo be recarade as ) ‘ Y ( Gl 3 Tec¢ ) Snay v holad




his vote is only prescribed in the specific areas laid dowm by the

agreement. Outside those areas, his freedom to vote remains unimpailred
This is not the ca after a voting trust has been executed;no "outside"

areas cen remain. The areas governed by the voting trust then, are
wider than that of a pooling agreement.

THE VOTING TRUST

A voting trust is created when the votine rights of
some or all of the shares in a company are settled upon trust : the
title d

- ers passes to the trustees. The types of
rusts created vary c

of their sharehol
o)

ct:

nsiderably : it may include all the shares with
voting rights or only some of them; the power given to the trustees

~

and* unfettered discretion to act

D

under the trust may be an absolut

or these powers may be restricted. Likewise, the objects of the trust
may be general or confined to certain specific matters. Professor
Ballantine described the effect of the voting trus as giving "wheat

is in essence a joint irrevocable proxy for a term of years the 'protec-
e colouring' of a trust, so that the trustees may vote as owners

’ X bt 28
her than as their agents".

Pennington concludes in relation to the En glish scene :

"It is unusual for contractual arrangements for the exercise of

a 4 1n - 4 3 3 -~ ~/~r—«'.‘ ~
far as the participating members trans-

voting rights to be carried so
ferring their shares to trustees ... such voting trusts are not un-

common in the United States, where they are valid at common law, and if

o0
set up in this country they would appear to be valid by English law"22.
In support of this conclusion, it should be noted that a somewhat

similar plan to a voting trust, whereby trustees were given the power

by the articles of a company to a point the managing director was upheld
30
@s valid in New Zealand in Woodlands Ltd v Logan.-> The court held

that a company could, by its articles, hand over the management of its

business to a stranger. TFrom this it follows that a voting trust entered

tine "Corporations" Rev Ed (1946) p 184




into by shareholders supported by appropriate articles, could confer

O

on the trustee of the trust power to regulate the company's affairs
that are regulated in general meeting : clearly these could include
"management powers". It would appear that this trustee, though in.
effect acting as a director, may be subject to no fiduciary obligations
to the company, being the representative of the shareholders. The only
possible basis on which such a trustee could have fiduciary obligations
nposed on him would be through the statutory definitions of "director"
ained in certain sections of the Companies Act 1('55.31 Perhaps
this formula would include. such a trustee : the company must have at
least 2 directors, and though the Articles may empty those positions
1 powers,by leaving all matters to be decided in general -
meeting, the involvement of directors at any stage in the exercise of
such powers may render such a trustee "a person in accordance with

o

1s or instructions the directors of 2 company are accus—

'

If the trustees, by the Articles, were able to

exercise their powers independently, then this formula would appear to
have been avoided;likewise, *they would only be "directors" for those
specified sections of the Commenies Act 1955. The submission of a
resolution by the directors. to the shareholders in general meeting

does appear to be

trustee's powers could be exercis

deemed to be a director under

-

n any event, such a trustee may be

D
81

neral definition of director in the Companies Act:

the g¢

(

"Director includes any person occupying the position of director,

y
A
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T may render him a "person occupying the position of directot,

c
and hence subject to the fiduciary duties of directors to their company.
Whether such a conclusion is reached devends it is submitted, on the
nature, and extent, of powers exercised by the trustee : if in reality
this trustee is managing the company, because the articles specify that

~

such management powers are to be exercised in General lleeting, thi.s

>

appears to be caught by the general definition of director, pitched as

it i1s to the reality, rather than the formality of the person's position.

In contrast to the previous shareholder agreements examined so far,
the voting trust may be employed equally effectively in companies with
a large number of shareholders as one with a small number of shareholders.
Traditionally it has been regarded as a "big business" device. However,
as O'Neal points out:

"It is a flexible device and can be exceedingly useful in working

t

- : 34
out control arrangements in a close corporation.="

Pickering concedes its flexibility but focuses on three situations

e
where a voting trust will be found especially useful and they are:

"Where there is a close association of members and directors each
individually having a comparable status wit

hin the company the existence
0

0f independent trustees with powers to appoint or supervise the appoint-

mon -+ A = - v A v o A A 1 ~ 4= o ™ eatr 5 ~ ~ A A N v} q -
1ent oI directors and managing director:s may prevent undesirable inter—
o =0 A [ Ty mnansr o Sec N O +ad Par 4
necine strife. Secondly, where a company is incorporated for objects
which require for their prover imple: lentation the continued control of
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way of achieving this. Thirdly, in very large companies wh re the mem-—
€I'siilp 1s both great in number and dispersed in area the interest of
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i =5
ers 1n general meeting".-
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This type of shareholder agreement, though very popular in the
United States is practically non-existent in the United Kingdom or
Commonwealth jurisdictions. In fact, a device analogous to a voting
trust, the unit trust, is being employed increasingly frequently in
these countries. The "unit" is similar to the voting trust certificate

issued to the beneficiaries of a voting trust in America. The unit

ay

olders have the beneficial ownership of shares comprised in the trust
fund which are vested in the trustees; however, under the trust deed

power to exercise these voting rights invariably is assigned to trust

Hy

managers. Nevertheless, the unit trust affords a ul analogy by

which the problems created by voting trusts may be assessed to the ex-
tent that similar questions of control regarding the management of the
trust itself, and also in respect of companies of which the trust is a

36

member,may arise,

WHY ENTER INTO A SHAREHOLDER AGREENENT?

Perhaps the first cuestion to

enswer 1s the most obvious one : why do shareholders enter into such

0

wgreements? Why is a contract between shareholders considered necessary

in addition to the "contract" embodied in the Memarandum and Articles
of Association to which they are already parties, stipulating their

rights and obligations by virtue of being shareholders? - For as

r

Gower points out:

"The lMemorandum and Articles constitute a contract between the
= - 1 e ] . = E
company and each member. This has been called a contract of "the most

-]
1

sacred character" since the shareholder advances his money in reliance

£
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thls 1s the background against which shareholder agreements are

concluded. At this introductory stage it is proposed to answer the

or a description of the overation of unit trusts, see the judecement
1 of ]

cLelland J in Australian Fixed Trusts v “'VLC Industries (1959)
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guestion from "first Principles" concentrating on the circumstances

o)
which lend themselves to the intervention of such an agreement.

The first point to note is that the shareholder agreement is
usually created between shareholders in = small private company, or to
use the American term,in a "close corporation". This is so for two
reasons: the first is that the problems generated within a small com-

pany are particularly susceptible to regulation by an agreement taking
ol

effect outside the company's llemorandum or Articles. The second reason

is that a company with a great number of shareholders is, practically

:§
speaking, generally an unsuitable arena in which a shareholder agreement

('J

an operate. This

o

loes not mean of course, that a shareholder agreement

d t

could not be entered into by shareholders in a large public company - and
indeed, this does happen - though in most cases the initial observation

holds good. The suscep )tibility of the small company to a shareholder

agreement is dealt with first, which may in itself indicate its unsuit-

ability in larger companies
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ems peculiar to itself.

-yﬂicnlly in a small company, the shareholders, directors and often

ompany will be united in the same persons or a
C imacy will exist between these persons. The shareholder
egreement here provides th participants with a degree of flexibility

3 "

independently of the llemorandum and Articles - O'Neal explains:

"The participants in a close corporation often want to depart
Irom the traditional corporate manasement framework and agree among
wHemselves on how control of the corporation will be alloecated 5
! 111 be directors and officers. Although thev ve the limitation
On personal liability that the corporation form furnishes 3y they want to

retain all the freedom that partners. have to determine who is to control

to be exercised. As has often

beéen said, shareholders in a close corporation not uncommonly desire to
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be shareholders to the outside world but partners among thcmselves".3

Here, therefore, the llemorandum and Articles maintains the in-
corporated image to the outside world;the shareholder agreement ensures
that within that corporate structure a more fluid relationship, analo-
gous to that of a partnership, may exist between the participants. The

agreement in this instance in reality qualifies the impact of the lMemo-
randum and Articles.

The agreement serves this purpose therefore, it allows the

participants in the company to def: their relationship outside the

404

established under
the lMemorandum and Articles. To this extent, the agreement confers a
’ t

"traditional corporate management framework" normally

greater degree of flexibility, allowing the participants
benefits of a

to enjoy the
partnership between themselves while retaining the shield

of limited liability from the corporate structure.3

FI]

he agreement also serves another purpose one which, ironically
enough, tends to gualify the flexibility conferred by these agreements.
Finn explains:

"When forming a company the individual corpora

wil] Urﬂ‘,:ﬁT-’oV

to be in the enter-

ct
® O
R
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have some clear understanding of what their roles ar
prise, of what the objectives of the business are to be, and of how
these are to be achieved. The agreement device can be employed so as to

eénsure from the outset that these understandings are not later frust

u
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TevER LI lle case ol any partlicular corporator by subsequent disputes
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nd divisions between them."”
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such an understanding in a small
is provided by Re Westbourne
is discussed in detail in
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understanding to a contractual obligation and injecting an element of
certainty in areas perhaps left uncovered by the Articles or on which
the Articles stipulate that any decision shall be taken in General
Meeting. In this way, the agreement can supplement or add precision to
the general mandate of the Articles. Indeed often the agreement will
constitute a crucial supplement to the operation of the lMemorandum or
Articles, of which the latter, if applied independently or without
reference to the agreement, could either lead to injustice or bring the
company to a standstill. This is a unique problem of the small company
in that the vitality of such companies often depend on the maintenance
of harmonious relationships between the participants: the rupture of
this relationship invariably leads to the rupture of the business. The
strategic importance of the participants in a small company, therefore,
often results in substantial restrictions being imposed on ‘the sale of
the company's shares which in small companies has a greater consequence
than merely dictating the personality of the shareholding. The owner-
ship and management of the small company are often combined in the same
people. The shareholder - managers are, therefore in constant and intim-
ate contact with each other; decisions are often made with little or no

attention to their respective shareholding. It is not surprising there-

Iore that they should wish to retain the power to choose their future
associates by imposing a restriction on the transfer of shares. Such a
restriction may also guard against the purchase of such shares by com-
petitors.

This restriction on the power o sell shares 4l is a perfectly
valid reouirement in itself, but one which lends itself to abuse if
not controlled in some way because it may deprive the minority share-

holders of their ultimate protection : selling their shares. It is

(=N

A
bae

d one of the classic sources of abuse. Finn outlines that in

@

"J

guarding against this possibility, the shareholder agreement has a

major contribution to make:

47 How absolute this restriction on the power to sell shares is may in
itself prove all important ::see the later discussion at p 29 of
Greenhalgh v Mallard (1943) 2 Al} ER 234
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"Such agreements can be used to prevent oppression or the "locking
in" or "squeezing out" of minority shareholders by, for example, the
utilization of clauses giving rights (1) to participate in management
(2) to be bought out and (3) in defined circumstances, to have the

company put into voluntary 1iquidation".42

Where restrictions are placed on the transfer of shares in the
Ilemorandum or Articles - and often in small companies this is found

9

necessary to maintain control, the shareholder agreement confers a degree
of security on the minority shareholder, by giving him membership on

the board of directors and some voice in the management of the company,
for instance - that could not, based on the shareholding alone, exis

due to the ultimate control exercised by the majority. The agreement
likewise serves the interests of the majority shareholders who may be
willing to share their control in order to attract into the company
pversons who otherwise would not buy a minority interest in a small com-

pany

The attraction of the shareholder agreement is that it allows a
minority shareholding to be raised to a level of parity, in some res-

pects, with that of the majority shareholding : it allows the creation
of rights by fixing them to the shares, thereby taking them out of the

realm where they would be vulnerable to the power of majority rule.43

Wlhere, as is often the case in small companies, the shareholding
is evenly balanced, a dispute between the parties may result in deadlock.
Likewise a small company may be based on the clear understanding that
2ll its members will participate actively in the running of the business:

the ret t of one of it s T Yy conse ntly result in serious
dislocation of it one it oy sh of B smbex 1ght result in
n |

the ills of an inact.ive ¢ C n the company These problems
result from the fact that the shareholders, directors and managers are
‘ F'in cit
43 The agreement remains vulnerable howeve unless the ovmership of

P Bk . 1 : ‘ 102 he other parties to vote

will depend) are expres—

oo
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er discussion of Green-—
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commonly united in the same persons. To overcome this potential vulner-
ability, a shareholder agreement may stipulate independent arbitration
over a matter in dispute between the members;it may provide for a disg-—
senting member to be bought out by the remaining members, which that
nember may enforce, or it may require the company to be put into volun-
tary liquidation. Such problems are unique to the small company. There
is, however, a practical consideration to be taken into account. Finn

observes

"The potency of the shareholder agreement device is most obviously

T

related to the size of a company's membership. Th

0]

possibilites for
forming and policing an agreement tend to evaporate as membership in-

1 N
creases".4*

his is certainly a practical reason militating against the use of
1

der agreements in 2 larger company. Kruger, on the other hand
€ ! ’ b

indicates that certain typves of shareholder agreements are not necessar-—
i1ly restricted to companies ha ing a small number of shareholders.
n '\7

ough pooling agreements are tho ught of in relation to control

f small public companies, pooling agreements are
r in practicability. A pooling asgreement can
larger public companies as well. With scat-

ered holdings, and poor attendance at stated and other shareholders

meetings, a determined minority can exercise effective control as the
majority r largest minoriti block among the shareholders or shares
Present and voting. ‘hatever the size of company, a pooling agreement
majy tilised in connection wit ection of directors and shareholders

Thus it is clear, that the shareholder agreement is not exclusively
hareholders (the number

O shares, in this respect is irrelevant to the practical question of

4'- LN ¢ Clt 102
45 ruger op cit 561
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creating and policing an agreement) though it is generally entered into

between shareholders in these types of companies. Broadly speaking, the
effect of a shareholder agreement is twofold : on the one hand, it allows
a degree of flexibility to be achieved in the regulation of the members
relationship outside the "corporate norms", allowing a greater degree of
individual definition which may be inappropriate if inserted in the
articles (though there is nothing in fact to prevent the parties from
inserting "personalised" articles). It also confers flexibility in the

-

sense of allowing a group of shareholders, though not all, to enter into
obligations meant to be relevant only to that smaller group;on the other
hand, once the redefinition of obligations has been worked out within
the flexibility provided, it fixes those obligations with the force of
contractual law, thereby freezing those redefined positions . What

these introductory observations do reveal is possibly a recognition of
the share in the company as potentially the most secure foundation,
within its limits , on which a member's rights may be fixed:consequently
it is only logical that members should aeate rights and obligations in
their capacity as shareholders, because it is only through that share-

holding that the potential exists for "ultimate control" of the company.

The creation of rights within the corporate structure immediately
involves a comparison with the company's lemorandum and Articles of
Association, traditionally regarded as the company's constitution and
source of members' rights. The comparison will be developed in the
course of this paper: at this stage, the main difference that stands out

1s that the rights created from the Articles are enjoyed by all the mem-

Pers, whereas any rights created from an agreement are only, obviously,
limited to those members party to the agreement. The Articles, moreover,
are very directly linked with the co any , whereas the link between 2
shareholdez ree the c i ore 1lndirect - formally at
least, it gtands outside the company; the Articles, on the other hand,
Stand very much "inside" the com any. At this preliminary stage, it is
epparent that in certain circumstances, it will be more appropriate to



establish rights by an independent contract rather than incorporating
them in the company's lMemorandum or Articles. The first consgideration

is a practical one. O'Neal observes:

"Some draftsmen prefer to use shareholder agreements rather than
(or in supplement to) charter or bylaw provisions to cover many matters,
such as restrictions on the transferability of stock and the allocation

of control among the various participants;and in many localities matters

of that kind are nearly always covered by agreement among the share-
holders rather than by charter or bylaw provision. The principal reasons
for this are probably the bulkiness of some of the provisions and the

uncertainty of the draftsmen as to whether such matters can properly be

covered in the charter or bylaws".4o

This, then is one practical reason why rights may be incorporated
in an independent agreement: There is, however, a more substantial
reason. ‘Where the llemorandum and Articles have already been registered,
those articles will only be able to be altered by S.24 of the Companies

Act 1955 by a special resolution: thus if shareholders wish to create

jor

ain rights, and they are not already included in the company's con-
stitution, this will only be able to be achieved if they are able to
command a special resolution. Obviously in some cases this will not be
bossible, leaving the shareholder agreement the obvious alternative as

the basis on which rights can be created.

1e shareholder agreement is, independentlv of this consideration
¢ = i t ’

-

- - ? . -
a superior device as the foundation of a shareholders rischts compared

[

to the lMemorandum and Articles : as Gower points out, although the latter
)

can be regarded as a contract:

"It is a contract with various svecial characteristics. Section
expressly provides that it is subject to the provisions of the

2
Companies Act. The latter includes the sections which permit of alter-

ations in the objects clause of the memorandum and in the Articles of
4 O'Neal Close Corporations 3.7C
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Association by means of a special resolution. Thus the shareholder is

making a contract on terms which are alterable by the other party by a
X _— . : 8

special majority voting at a general meeting". 4

Any minority shareholder holding a quarter or less of the present
voting power in the company places any "rights" he may enjoy under the
Articles in very real jeopardy, because these rights can be altered or
abrogated by the emergence, often present in a small company due to the

small number of shareholdors,of a majority able to pass a special reso-

lution even where this combination has not yet materialized.A’Q In
contrast to this situation, a right enjoyed under a shareholder agreement
is not subject to this particular statutory vulnerability : however

much of a minority the shareholder is vis a vis the other members of the
company, the rights created under that contract, like any other contract,
cannot be unilaterally altered by the superior shareholder. From this
elementary viewpoint, the shareholder agreement appears a superior and
certainly a simpler device by which rights of a minority shareholder may
be secured. There is, as well, another factor to be taken into account

in making this comparison, as suggested by O'Neal:

"Perhaps the fact that a corporate charter is a public document
tends to discourage the inclusion in it of some optional items for
o - . . 0
example matters the participants would prefer to keep confidentia ."5
This, then, may another reason why an agreement will be preferred

be
over the Articles as the foundation of certain rights.

Again looking at the compurison from the preliminary point of view,
U would appear that certain matters are excluded from treatment by a
areholder agreement because their incor oration in the Company's Mem—

Orandum is commanded by a st rovision : for example Section 14

(1) (2) of the Companies Act 1955 provides:

"The memorandum of every company must state the objects of the com-
~r n

40 Gower op cit 262

4 of course, to fraud on the minority.

op cit 116



- 28 -

~

This would render ineffective an attempt to stipulate the company's
objects within the framework of a shareholder agreement, even if the
company's articles provided that such matters were to be regulated by
General lMeeting. To this extent, the shareholder agreement is limited
by the corporate norms created by statute. In fact these limitations
are not onerous, because the Companies Act 1955 lays down very little
in the way of substantial provisions on what must be included in the
company's Memorandum and nothing in relation to its Articles?L It is the
absence of any substantial requirements, particularly in relation to
the latter,that allows the shareholder agreement potentially an un-
limited scope of operation.

The purpose of this introduction has been to indicate the potential
utility of a shareholder agreement in the corporate structure : the
essence of its attraction lies in its flexibility. Where it is impossible
Oor involves a cumbersome procedure in altering the Articles, the agree-
ment offers a relatively simple alternative by which shareholders may

redifine their rights and obligations.

21 Apart from the minimal reqguirements under sectio: (stipulating
that the registration of Articles for a company limited by shares
is optional) and section 22 Companies Act 19 which stipulates
that in the absence of any Articles registered, the "regulations con-—
te d in Table A shall be the regulations of the company, which shall
apply even in so far as the Articles do not exclude or modify the
regulations" of Table A.
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CHAPTER 2

rHE VOTING AGREENENT AS A CONTRACT:

The heart of a shareholder agree-—
ment lies in the contract created between the parties : it is this
contract that gives the agreement binding forco.1 Whether the share-
holders are contracting among themselves or with outsiders in respect
of their voting rights, the agreement created is governed by the general
law of contract. As suggested earlier, however, the validity of the
voting agreement as a valid contract seldom poses many problems, because
its ingredients are, by and large, not onerous. Certain aspects of the
agreement as a contract should, nevertheless, be pointed out.

The most obvious point is that in relation to the consideration
supporting the contract, a distinction exists between a voting agree-
ment between shareholders and one between a shareholder and an outsider.
In the latter situation, independent consideration must flow from the
outsider to support the promise;in the former the mutuul promises of
those shareholders are sufficient consideration to support the agree-
ment. This is an established principle of contract law and applies to
voting agreements, accepted as they are in England as normal contract-
uel ﬂcts.z This it is submitted, is the view that will be followed in

New Zealand.

Being a contract has another important consequence for the share-
holder agreement - namely, that the parties will be bound by the express

terms of the contract, and perhaps what is more important, any terms

m1

Outside these will seldom be implied. This point is forcefully illus-

3

trated by Greenhalgh v llallard. Three directors of a company entered

into a collateral agreement with the plaintiff, binding them to vote
with and support him,giving him effective majority control. The dire-
Ctors, however, subsequently sold their share, to which the plaintiff

-

alleged:

1 We leave behind, at this stage, mere "understandings".
2 Greenwell v Porter 1902 1 Ch 530

3 (1943) 2 A1l ER 234
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1) breach of their contract with him, by putting it out of their

power to support him, based on the principle of Stirling v
i bl
Lhitlpxd:4

"If a party enters into an arrangement which can only take effect
by the continuance of an existing state of circumstences, I look on the

law to be that ... there is an implied engagement on his part that he

shall do nothing of his ovm motion to ut an end to that state of circum-—
stances, under which alone the arrangement can be operative n?

2) That the burden of the contract ran with the shares and later

purchasers with notice were bound by i

The Courtrejected both arguments as a matter of the construction
of the contract, refusing to imply the term argued for under (1):as
there was no express restraint on the power ofth¢ directors to sell
their shares, held no breach of the contract had occurred: As Greene IR
commented:

"A mere undertaking by the shareholder to vote in a particular way
annot by implication impose upon him a prohibition against the sal

c
his shareg", 6

The court refused to apply restrictive covenants to personalty.
Lord Greene IR also held that though an obligation entered into for an
unlimited duration would be recognised, such recognition would only
follow on the strength of explicit words to this effect. An instinective
Weriness against an obligation of unlimited duration nervades the judg -
Ment : the prospect of the agreement being binding forever was the domin—
ent factor in the court's refusal to accept as an implied term of g
Voting agreement an obligation not to sell the shares:

"Any other construction would mean that never could any of them

Sell one single share; there would have been an obligation to keep the

b (1864) 5 B & 5 841

-

b Summarised by Lort Atkin in Southern Foundries v Shirlaw (1240)

AC 797,

>  (1943) 2 Al ER 240
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shares and if the appellant had survived the three directors or any
of them, it would have passed to their legal personal representatives
..o L cannot bring myself to see that this document can be construed

as imposing an absolute duty on the ovmer of the shares not to sell

them, An obligation of that kind might have unforseeable results.
If it had been intended, nothing would have been easier than to sa

b > 0
qoﬂ 7

Thus, though an agreement nay validly stipulate that the obliga-
tions are to endure forever', the bias of the courts is to construe
most agreements, in the absence of explicit words to this effect, for
a more limited duration - which itself affects their interpretation of

the contract.

Subsequently, the company implemented a scheme of subdivision of
one class of its ordinary shares which had the effect of increasing the
voting strength of that class five times, denying Greenhalgh any degree

C\
of effective control. 1In Greenhalgh v Ardene Cinemas L§§ ™ Greenhalgh

argued that this action constituted a2 breach of the original voting
agreement, arguing for an implied term that the company should be pre-
cluded from acting in any way which jeopardised the voting control
apparently secured by the agreement. The court indicated that it would
C ne such an implied term in a contract in a very exceptional and

ondo
clear case. Lord Greene I'R indicated the court's reluctance to do so
it

H

o he following reasons:

"For a court to imply, in a complicated business agreement, a far
reaching term is a very serious metter. There is the pronouncement of
Scrutton LJ (see Reigate v Union lfeanufacturing Co. Ramsbottom) which is
very freaquently referred to, that the clause must be such that an im—
Partial onlooker who asked. whether the parties intended it would in
effect be met with the answer "of course we did". For the court to

Say that such an answer would be given, without the assistance of know-—

s - . - - O )
ing all the circumstances is in any case a very serious responsibility"”

7  Ibid 239-240
(1046) 1 Al ER 312
Ibid 514

O
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In fact reluctance on the rart of the courts to read implied terms
into shareholder agreements is discernible from the first Jjudicial
pronouncements on such agreements : the agreement involved in Greenwell

v fortef“> included the apparently broadly worded provision that:

"(1) The executors shall take all steps and do all things within
their power which may be required for obtaining the election, as dire-
ctors, of ... The executors shall at all times to the best of their
ability, by their votes and otherwise support them and each of them in
their office. Each of them agrees that the provisions of this clause
shall apply to him or her and to any shares not or at any time hereafter

held by him or her in his or her own personal capacity".

lIr. Greenhalgh would have recognised this type of clause, since
it was similar to the one he commited himself to. The interpretation

of this clause by the court in Greenwell v Porter 12shoula have served

as adequate warning to Greenhalgh's advisors, predicting accurately:

"It will be observed that the sale of the shares retained by the
executors is not tied up ... the executors do not bind themselves not

%0 part with the whole of the shares next day”.13

The executors therefore, could have circumvented the agreement
simply by selling the shares - and stipulating perhaps an agreement
with the purchaser that they should retain the manner of voting the

3 e - 5 - : 14 . :
sfiares, which on the strength of Greenhalsh v llallard '™, would liberate

the voting power from the original agreement.
It is aquite clear, that the security conferred on aparty by such
en agreement involves a little more than merely an initial vote of
T e as a valid contract=this indeed may be regarded as the mini-
um test of security. A variety of threats to the effectiveness of
reement remain, once its legal validity has been assured,

tlTCftoninr to empty the agreement of any meaning as effectively as an

2 All ER 234
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initial verdict of legal invalidity leaving the valid agreement little
more that a burnt out frame. The first and most Obvious lesson to be

rom the Greenhalgh experience, applicable generally to all share-
agreements, relates to the collateral voting agreement involved.

a 1

The obligation to vote the shares according to an agreement exists, in
the absence of specific words to the contrery contained in either the
egreement or the Articles only as long as the rarties to the agreement
owvn these shares : clearly, therefore, the agreement itself must rest-
rict in some way the ability of the parties to sell those shares or els
the obligation will be left hanging in mid air when the shares are sold.

The obligation to vote is emptied of all mes

e
1)
| 5=)

ing if the parties may with

C

i
impunity sell the shares involved in the agreement. Furthermore, as the

experience of Greenhalgh v liallard highlights, the restriction im-
posed must not be limited to sales to non-members of the company, but
must expressly include anv sale.16 Such a provision would be enforce-
able despite the provision in the company's articles stipulating a
different restriction on transfer., Clearly s minority shareholder com-

manding less then 25% of the voting power of the company would be ill-
advised from relying on any restrictions on transfer of-shares as this
Will be subject to alterations under S 24: the appeal of fixing such
a restriction on the parties shares is that it is not subject to any

alteration.

But any security conferred by such a restriction in an agreement

€1ving a shareholder or shareholders control of the company is subject

17

as Greenhalgh v Ardene Cinemas illustrates, to the power of the company

to subdivide the voting noworrof outstanding shares : obviously the
Mumber of votes that can be secured by a voting agreement only gives
Control relative to the number of outstanding votes competing with it.
Thus g shareholder agreement must seek to prevent the company from in-
Creasing the voting power through subdivision of Mv:outsthndinﬁ shares,
tlﬁreby diluting the voting power of the agreement. Such a result may
be achieved, depending on the relative voting power of the agreement

Originally, by including the obligations on its parties to:

15 Ibig

16 A suggested precedent for such a restriction is to be found in

A 4~ R
Appendix B,

7 (1946) 1 A11 ER 512
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1) Alter the Articles (if necessary) to make the voting strength of
present and future shares a matter to be decided in General Neet-

ing.

Vote against any alteration of the present Articles.

no
~—

Vote against any resolution subdividing any shares.

o
~

4) Vote against any resolution which would interfere with the voting
control of a party to such an agreement.

These provision, coupled with an effective restriction on the
power of the parties to sell their shares would have prevented the sub-

division of shares that occurred in Greenhalgh v Ardene Cinemas Ltd.18

In light of Greenhalgh's experience, inclusion of gsuch clauses
would appear essential to the security enjoyed under an agreement. The
ct of such an agreement is to freeze the present structure of the

y's shareholding in that position giving him control. Though

3 s ; 19 : ., ’
Lord Greene MR in Greenhalgh v Ardene Cinemas - denied that this was

the effect of the agreement in cuestion, this conclusion would appear
to be more a comment on the inadeaquacy of the particular agreement in
ouestion rather than a denial that the effect argued for could not be
achieved. In fact, Lord Greene recognised that a shareholder could

contract to achieve this result:

"If it had been the intention of the parties that Greenhalgh's
Position should be secured in a manner which would be effective at
law, there are various devices by which that result could have been

achieved, but those methods were not incorporated in the bargain which

ok

he parties made."

Likewise, Vaisey J at first instance advised that the plaintiff

n - - . . .
ought to have stipulated from his point of view for some permanence

18 O0p cit
19 Ibid
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g‘control.2o Clearly therefore, the courts recognise that a shareholder

mey "by way of various devices" secure "some permanence of control". The

provisions suggested above are one means, it is submitted of securing
this permanence of control : the result achieved indeed enjoys express

h1
LIlL O

judicial support.

Some aspects of a shareholder agreement may, on whatever basis,
be held to be unlawful, and hence invalid. The most common ground of

invalidity of such agreements involving shareholder-directors is that

they contain an unlawful fetter on the exercise of he directors' dis-
cretions. The cuestion arises as to whether the whole agreement falls

because 1t contains an invalid provision or whether only the invalid

provisions are struck dovn. This issue?1the determination of which is

obviously of vital concern to the parties of the agreement, since all
agreements are potentially liable to a charge of invalidity, is the

last area in which the principles of contract play a leading role:

"The principles governing the severability of valid from invalid

provisions in contracts generally are applicable to shareholders' voting

z{Teements".zg

The general rule governing shareholder agreements in this respect

1s that the courts will attempt to give effect to the valid elements

of a contract containing invalid elements. The Supreme Court of Alberta

;otherwoll v SchooF23 outlined the criterion on which the courts will

enforce the valid elements of an otherwise invalid agreement.

"The attempt to bind the directors ... is in my opinion invalid ...
I do not think, however, that this should be held to be the sole or

e
Controlling purpose of the pooling agreement so as to invalidate the whole

20 ‘dr\45X2 All ER 719

1 The issue of severance of the obligations undertaken by the !Mallard
directors pursuant to the collateral agreement with Greenhalgh arose
in the unreported judgement of Morton J, described by Vaiseyd in
Greenhalgh v Ardene Cinemas Ltd (1945) 2 Al ER 719: "One of the points
wes that the obligation .. extended to both directors' meetiness and to
shareholders' meetings .. and .. could not be divided .. the collater

1 agreement was construed as binding the signatories as shareholders"
bid 721, The case provides no criterion on when severance will
be available to shareholder agreements.

)'Neal op cit 5.25 p 89

(1949) 2 WWR 537

ro

no
O
O
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,» the clausesproviding for each object are not dependent upon one

another but may be separated ... Those circumscribing the discretion
of the directors are in addition to the (valid) clauses. 24

Thus two factors emerge clearly as decisive in determining whether
the valid parts of the agreement may be upheld :if the invalid part is
the "sole or controlling purpose" of the whole agreement, then it is

likely that the whole agreement, valid and invalid parts,will fall;

likewise, the independence of each clause will influence the court in

its decision. The operation of the latter fa 1ctor in action can be

]

ppreciated by reference to the minority judgement in Ringuet v Ber{zeson25
holding that the invalid clause requiring the unanimous vote was not
separable from the other provisions of the contract. Consequently, the
minority judgement would have invalidated the whole agreement:

"It appears equally that each of the parties wanted to guarantee
against all contingencies in preventing the realisation of the common
intention in adopting .the most efficacious measure to ensure the main-
tenance of the obligations taken to this end ... this clause could not
be considered as a purely acces ssory clause and cannot be considered as

not playing a determinative role in the completion of the contract"26.

Where the agreement is entire and indivis sible, the invalidity of
one aspect of it will permeate the whole agreement. The ultimate basis
on which the purposes of the contract will be Judged are the intentions

of the parties:

"The intentions of the parties to an agreement control whether valid
rovisions will be given effect where part of the agreement is held in-

ol s .

valld. The intention of the parties, it has been said "must be determined
Irom the terms and subject matter of the. contract together with any pert-

inent explanatory circumstances." 2/

24 Ibia

25 (1960) SCR 672

26 Ibid p 676-7

27 O'Neal op cit quoting Equitable Trust Co. v Delaware Trust Co.

30 DCL Ch 118
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Another element to be considered in the court's refusal to enforce

ther elements of an agreement containing invalid elements was suggested

0Tile

in Motherwell v $choo§‘ﬁ<: the court indicated that the existence of

—

nundue pressure'" or "undue influence exerted on the party agreeing to

: Sk . 29
the agreement would render it void in a court of equity.~” The absence
of such elements paves the way for upholding the otherwise separable

valid aspects of it.

Lastly, it should be pointed out that an agreement to agree on a
particular mode of voting entered into by shareholders, though probably
not in itself a "shareholder agreement" is, in any event, an unenforce-

’ . ’

able contract : as Parker J held in Von Hatzfeldt - Wildenburg v Alex-

30

ander:

"There is no enforceable contract ... because the condition is
unfulfilled or because the law does not recognise a contract to enter

into a contract" 31

The Greenhalgh saga, apart from highlighting the need for tight
draftsmanship, also illustrated the significance of such agreements
as contracts. Indeed initially, the Greenhalgh cases remained basically
within the realms of contract law. Though this element will from now
on retire to the background, one should bear in mind that the voting

k%

agreement as a contract may, as Greenhalgh v llallard and Greenhalgh

Ardene Cinemas Ltd.33 dramatically and rather sadly illustrated,

come very much to the fore.

REIEDIES FOR BREACH OF A SHAREHOLDER AGREEIENT:

£

"The question of the
relief to be granted for violation of such an arrangement raises prob-
lems more vexing difficult and real than ever were to be found en the
validity side. What is in issue, is the specific performance of an on-

going, intimate personal consensual relation. This is something the

no
s

(1949) 2 WWR 537
Ibid

(1212) 1 Ch 284
Ibid p 289

(1943) 2 A11ER 234
(1946) 1 AY1ER 512
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inglo—American legal system has - wisely it may be supposed - not lightly

34

sranted as a matter of course.

With this warning in mind, we proceed to examine the possible rem-
edies available where a shareholder refuses to abide by the terms of a

velid agreement entered into by him,

As Fimn points out, the shareholder agreement holds one advantage
over the Articles of Association as the foundation of a shareholder's

rights:

"Breach of an agreement will sound in damages - a remedy generally
regarded as not being available to a shareholder complaining of a breach

of the 'statutory contracti" 35

In fact, it may be doubted whether the possibility of claiming
damages against a breach of a valid shareholder agreement is a satisfact-

ory form of redress. As O'Neal points out:

"Although the breach of a valid shareholders' voting agreement gives
rise to an individual right of action for breach of contract, damages
are usually so speculative that a suit for damages is not a practical
remedy. Further, whatever injuries result from the breach may in law

be injuries to the corporate entity and not injuries to the shareholder

who considers himself aggrieved.BQ"
Thus, on its own, the remedy of damages suffers from two main dis-
adveantages: due to the type of obligations involved, establishing any
onal damage from the breach of that obligation invariably
cult, but more importantly, it is seldom the redress the
party seeks : thus the damages involved are unlikely to be
adequate, but further, damages themselves are unlikely to be an adequate

remedy, Wright, in setting out the options available arising from the

34 Chayes:"ladame Wagner and the Close Corporation" 73 Harvard LR
1535 (1960)

Op ecit p 103
O'Neal op cit 192

Ul
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preach of a shareholder agreement, discounts the availability of dam-
ages:

"The possible alternatives are in line with traditional contract
law ¢ damages for breach of contract or specific performance. But the
uniqueness of the corporate status as well as the inadequacy or impos-—
sibility of standard remedies requires alternatives. One is to impress
a proxy on the recalcitrant shareholder allowing the other to vote his
sheres;another is the use of arbitration provisions, still another is

37

the denial of voting rights of the recalcitrant shareholder".

The same author concludes:

"The only true relief would be %o specifically enforce the agreement
or to grant irrevocable proxies. Both of these remedies fully uphold the
intentions of the parties. An unenforceable agreement, although wvalid

and binding, is of little use to anyone - either the participants or the

corporation".38
O'Neal suggests yet another remedy:

"Parties to a shareholders voting agreement have been able to obtain

in adjudication of their rights under the agreement by an action for a

. , 9
declaratory judg ment.”3’

It is clear that the most effective remedy for breach of a share-

holder agreement in the contractual sphere is that of specific perform-

t

that this remedy is gen-

0
-
C

nce. From the outset, i

has been recognisec

€rally available against the breach of a shareholder voting agreement.

e 40 " £ - Pt
i breenwell v Porter ™, the court granted an injunction restraining the
0

a voting agreement from voting against the terms of an

creement as they threatened to do. In Puddephatt v Leith Sargant J

leld that the courts would be prepared to grant a mendatory injunction

37 ‘Shereholder Pooling Agreements: Arkansas Law Review Vol24 p 517 {1f]
38 Ipig

O'Neal op cit 103

40 (1902) 1 ch 539

41 (1916) 1 ch 200
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to enforce the terms of an agreement:

"In as much as there is one definite thing to be done about which
the mode of Qoing there can be no possible doubt, I am of opinion
that I ought to grant not only the prohibitive but also the mandatory
mmunction."42

Clearly, therefore, the remedy of injunctions, analogous to a
decree of specific performance, is available under English and New Zealand
law in enforcing the terms of g voting agreement. The court appears to
have accepted counsel's argument.

"The true test is whether the agreement in question is one within

the principle of specific performance”.43

1
Though in fact, the remedy granted in Pudde phatt v Loith’4'was a,

mendatory injunction against the defendants, it is implicit in the judg -
ment of Sargant J that enforcement of a shareholder agreement by decree
of specific performance fell outside any of the exceptions to this

remedy, and hence would be available. It would appear from the grant

of a mandatory injunction that the remedy of specific performance is
likewise available - especially considering how blurred the distinction

2 g . 45
between them became in Puddephatt v Leith.

It is clear, therefore, that the"problems more vexing, difficult

and real " referred to'in the opening quote do not present themselves
Where the obligation, enforcement of which is sought, is one to vote in

particular mannery; where the agreement is based on an "ongoing" intimate
relation "it is true that specific performance becomes problematical :
breach of such an obligation, however, will provide a strong ground on
Which the company may be wound up under the just and equitable ground
0L Section 217 (f) Companies Act 1955.46

42 TIbid p 202

43  Ivia
44  Op cit
T2 Ibid

70 In re Westbourne Gelleries (1973) AC 360;the statutory remedies for
breach of a shareholder agreement are considered separately in
Chapter 7




CHAPTER 3

THE SHARFHOLDER AGREENENT IN LAW

Before embarking on an examination

£
01
(O 8

the legal position of the shareholder agreement, it is important

to bear in mind the immaturity of the topic in New Zealand. TFor various
reasons, the shareholder agreement has only seldom been considered by
English or Commonwealth courts, and to the present writer's knowledge,
never by a New Zealand court. By and large, this relative scarcity is
reflected in the Commonwealth textbooks on company law. Gower for
example, speaking of the United Kingdom, scarcely touches upon them,
limiting his comments to a footnote:

"Voting agreements are not uncommon in this country, although we

X : : : 1
have nothing comparable to the American voting trust".

Though it is accorded a slightly longer glance by Afterm&ng,
consideration of shareholder agreements is, nevertheless, limited to a
rather short single paragraph. The point of these observations is to
show that, to date, the shareholder agreement is a relatively neglected
topic in academic circles, Commonwealth courts and practice - in sharp
contrast to the slightly daunting abundance of case law, statutory regu-
lation and academic comment on the subject in America. It is obvious
5@refore, given the immaturity and relatively untried nature of the
shareholder agreement in the Commonwealth sphere that resort to the
American experience may validly be made as, after translating these

~€ssons into the New Zealand context, a useful guideline of the result
likely to arise in that context. Though it would be possible from the
nside" - by the application of known principles that have developed in
‘e Commonwealth jurisdiction in the corporate sphere to its basic ingredi-
s = to ignore the American experience completely would represent

academic myopia.

T Gower : The Princples of lModern Company Law 3rd Ed 1969 p 562

vompany Directors and Controllers 1970 D 20
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It is impossible to begin a consideration of the validity or utility
of the shareholder agreement under New Zealand law without initially
indicating the legal framework within which these agreements operate,
focusing on the place of the shareholder in the scheme of things as
well as a consideration of the source of that status - the share. On
this preliminary basis, the concept of a shareholder agreement will be
tested, providing an indication of their position in law to be kept in

mind as their evaluation progresses.,

THE SHARE:

Because the foundation of any shareholder agreement by
definition is the share, an examination of its nature is warranted. In
fact, it is surprising, considering the strategic importance of the
share in the shareholder agreement, how little discussion on the nature
of shares is raised in assessing the validity or invalidity of a share-—
holder agreement. One would have thought that such an evaluation would
have frequently returned to the apparently basic question "what is a
share?" In fact this is not s0. The validity or otherwise of these
agreements seldom directly turns on the philosophical or legal character-
isation of the share, but rather on its relationship to other principles
within the general framework of company law, and the consequences on
these principles of employing the share in such agreements. It is in
this latter context that the rights of the shareholder are argued, rather
than in relation to the nature of the type of property he holds - the
share, The preliminary question - whether s share can be the object of
@ contract, like any other chattel, entered into by its ovmer is seldom
raised - due in large part to the favourable answer to this question
delivered by the courts as early as 1887.3 The issue, therefore, was
Settled early on in the piece, conferring a broad mandate to enter into
“€reements involving shares. Implicit in this view is the idea that

Whatever else, the rights "in respect of dividends return of capital on

3 North West Transportation v Beatty (1887) 12 App Casess89 (PC)
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a winding up, voting and the 1ike"4 conferred on a shareholder are prop-—
rietary rights. This certainly is the prevailing view - and yet it is
guite clear, philisophically speaking, that a different conclusion could

have been reached on the nature of a share., As Farwell J in Borland's

Trustee v Stee15 explained:

"A share is the interest of g shareholder in the company measured
by a sum of money for the purpose of liability in the first place, and
: : 6
of interest in the second..."

Thus, a shareholder as well as enjoying rights against the company,
is also under an obligation to it. Furthermore, the rights of the share-
holder, stipulated in the Articles of Association of the company, while
conferring on him some sort of proprietary interest in the company, do not
create purely personal rights;they confer no proprietary interest in the
company's property itself. These facts must qualify the extent to which
a shareholder may be regarded as "owning" the rights created by his shares
and yet, an element of proprietary interest does exist : emphasis on this
aspect, coupled with a practical reaction to the rights created by a
share inevitably resulted in the treatment of the share, to all intents
and purposes, as any other piece of property. Gower outlines the con-

trast between the philisophical and practical positions:

"While it may be doubtful whether the rights which a share confers

on its holder can be classified as "proprietary" in the usual sense,

one thing, at least, is clear : the share itself is an object of dominion
f rights in rem . ang not so to regard it, would be barren and academic

n the extreme. For 2ll practical purposes shares are recognised in law,
well in fact, as the objects of property which are bought, sold, mort-
ed and bequeathed ... this emphasis on the proprietary and financial

1e importent fact that his

et

bects of a shareholders rights obscure 1%

lares cause him to become a member of an association with the right to

Gower - op cit 344
1901) 1 Ch 279

bid p 288

i

N
H ~




_‘44_

take part in its deliberations by attending and voting at general meet-
7
"

The immediate consecuence to the present discussion of this atti-
tude to the share - that the rights conferred on its holder-from a
practical standpoint - are proprietary, or proprietary enough, is the
generably favourable reception in the English and Commonwealth juris-—
dictions of an agreement entered into by shareholders in relation to
their shares. Indeed, the acceptance of such agreements is now cited
as the ultimate evidence of the proprietary nature of the rights in
shares. This attitude had already consolidated when the first share-

holder agreement came to be considered by the court in Greenwell v

. (@) . : » s : " ¢
Porter-. Viewed as proprietary rights, it is obvious that a broad

general mandate to enter into contracts touching those rights is given
to the shareholder and this, indeed, is the position. As will be shown
however, the consequences of this shareholding - that "cause him to
become a member of an association" indeed results in a qualification
being placed on their initial general validity: from such membership,
end all its implications, the agreement may come under fire. As g
person dealing with its property the agreement is secure;as a shareholder
being a member of a company, dealing with the nexus between him 2nd the
Company, it is more problematical. This possibility is the type of
situation envisaged by Gower in reminding us of the consecuences of
such membership, and the folly of simply regarding the above divorced

from this context as merely another piece of property like a chattel.

(¢

The general proposition standghowevcr: the rights created by a share are
Proprietary rights, and as ach can be subjected, like any other property,
%0 a valid contract. In particular, this is true of the most important

H

ight conferred by that share - the right to vote. As Pickering points
U_'t .

(@]

[ Gower op cit 346-7

(1002) 1 Ch 530: though not expressly stated, the rejection of the
defendant's argument (Supportod by no authority) attacking the valid-
ity of the agreement implies acceptance of the plaintiff's argu ment
that voting rights are proprietary rights
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"Powers of control conferred by voting rights are perhaps primarily
important because through their exercise true proprietary rights or rights
: " N g 9
to income and capital may be obtained, modified or denied ", -

It is no coincidence that it is precisely this right to vote that
most frequently is the means by which the objectives of a shareholder
agreement are attained. Indeed it is in the pursuit of a possible
limitation on this power that Gower runs across the shareholder agreement,
pausing briefly to offer some observations on the topic -which have
invariably been accepted by those interested in the subject as establish- |
ing the validity of the voting agreement in English company law. 1In
deference to the significance attached to them, those comments, brief

as they are merit,reproduction here:

"It has been repeatedly laid down that votes are proprietary rights,
to the same extent as any other incidents of the shares, which the holder
may exercise in his own selfish interests even if these are opposed to
those of the company. He may even bind himself by contract to vote or

not to vote in a particular way and his contract may be enforced by

b, ] 1
iInjunction". O

The proprietary element in the tenure of these shares certainly
appears at this stage paramount. On acquiring shares in a company, a

Person acquires rights which are proprietary rights.

The suggestion inherent in the earlier warning however, not to

OO
Concentrate exclusively on the proprietary aspect, is that this member-

ship may affect in some way the otherwise unlimited exercise one would

J

"Shareholders Voting Rights" Pickering (1965) 81 Law Quarterly Review
24:?_0

O Gower op cit 562;Foster J in Clemens v Clemens (1976)2 All ER 268
appears to suggest a radically different interpretaion of the oblig-—
ations of a shareholder from that emphasised by Professor Gower in

he statement quoted above: Foster J's interpretation of "bona fide

for the benefit of the company as a whole" (Allen v Gold Reefs of West

Africa (1900)1Ch 671) includes the requirements that one shareholder

in voting, must honestly believe the resolution, when passed, will be

for the benefit of another individual shareholder, and specifically,

for the benefit of the shareholder complaining to the court - p 281

ct
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expect of a proprietary right. Because the shareholder agreement
seeks its justification almost exclusively from the proprietary nature

of the share, this warning cannot be disregarded lightly.

THE SHARFHOLDER AGREENENT AND THE COMPANY :

Despite the level of
sophistication achieved in some shareholder agreements which might
suggest the contrary, it is quite clear that whatever else they purport
to be, a sharecholder agreement at the very least must be precisely that
- a shareholder agreement. Though some agreements are so complex and
far reaching in their regulation of the company's affairs that, in
effect, they appear to compete with,and sometimes even replace,its
Articles of Association, and incorporate what appears in reality to be
also a "director's agreement" and perhaps a manager's agreement too,
one should not lose sight of the fact that however top heavy the agree-
ment may appear, all the rights created are linked, directly or indirect—
ly,and initially limited,to the power of shareholders. It is the fact
that at least one of the contracting parties is 2 shareholder that gives

the agreement its name.

It is difficult to proceed with an examination of the validity or
potential of such agreements without initially establishing the struct-
ural framework within which such agreements operate - indeed, the
structure of this framework results in certain "in built" limitations on
the agreement. Because one of the parties to such an agreement is con-
tracting in his capacity as shareholder, it is proposed to consider
?xjefly the structural limitations on any agreement entered into by him
<hﬁehdinr on that capacity; this will of necessity incorporate a consid-
tration of the place of the director in the scheme of things - a happy

iink, because often the contracting party to such agreements is both a
shareholder and a director. A distinction exists between " (1) agreements
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binding shareholder - directors in their capacity both as shareholders
and as directors and (2) agreements by shareholder purportedly taking

on some of the functions of the directors"?1Discussion of the problems
created by the combination of functions under (1) relates more to the
shareholder agreement in action, and is, therefore, left till then: at
this stage is is proposed to limit the investigation to a definition of
the limits imposed on any shareholder agreement (where the parties are
merely shareholders) by the structure of the company, and the balance
reached therein. Consequently, the approach taken at this stage will be
more a "static" one, concentrating on the relevant principles operating
within the company rather than on the agreement, and its impact on that
structure. This will reveal the scope of a shareholder’s power in the
company, and this, at least initially, represents the limit imposed on

a shareholder agreement. As has been recognised in America, shareholders

|

may join together and pool their votes in order to accomplish what they
wralesin | " . e . Lo e

could as individuals 2; this principle is equally true in England and

New Zealand. The powers of the individual shareholder is the scope,

initially at least, permitted to a shareholder agreement.

The source of these limitations is threefold : the Companies Act
1855, the company's lMemorandum and Articles of Association and cases on

shareholders rights.

The fact that emerges is that there is no area of corporate activity
that is inherently prohibited from being controlled or exercised by the
shareholders of the company : this is the result achieved by the Companies
Aet 1955, The only inherent limitation from the Act arises as a result
of the provisions giving the shareholders certain exclusive powers in the
Company, since these also stipulate the menner in which these powers must
?K:exorcised;being a statutory standard this cannot be varied. These
Provisions, therefore, represent one limitetion on the freedom of a share-

h(_\,lCQr.

1 Tilden P Wright III "Shareholder Pooling Agreements" Arkansas
Law Review vou 24 (|§70) %ok

12 Smith v San Fransisco & Northern Pacific Ry Co. 115 Cal 584
(24) p 501 (1g97)
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Considering the Act does not prohibit any area of corporate activity
from regulation by the shareholders - thereby clearing the way for such
regulation = it would appear that a high price is paid for this express
reservation to shareholders - namely, the intrusion of a statutory require-
ment that cannot be varied. The fields specifically reserved to the

shareholders by the Companies Act 1955 are:

Alteration of the company's Articles of Association - Section 24
The formation of the company - Section 13
The winding up of the Company - Section 217 (a)

)
)
)
4) Changing the company's objects - Section 18
) Appointment of auditors - Section 163 (1)
)

Appointment and removal of directors - Section 187 ¢4

Regardless, therefore, of the individual articles of association
involved, a voting agreement by shareholders in relation to these ar
of corporate activity will be valid, initially at least, because these

areas are specifically reserved to the hareholders by statute.

It has been said that potentially, there is no inherent limit on
the scope of corporate activity which may be regulated by the shareholders
and consequently, by an agreement entered into by them;the reality of the
Company structure however, stands in sharp contrast to this potential

freedom. As Gower points out:

"In practice, the initial constitution of the company will provide
or the appointment of a board of directors and expressly delegate all

3 ’ 12
Powers of management to them." '~

It is this practice - not necessarily of appointing a board of
1

ns 4 : - '
Ylrectors ', but delegation of all powers oIl management to them, that

Gower op cit p 127

4 A statutory reqguirement in any event-S. 180 Companies Act 1955
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constitutes the most effective limitation on the scope of shareholder
involvement in the company, and consequently, on the range of activites
regulated by a shareholder agreement. The reason why delegation of

nmanagement powers to the directors should result in such a limitation

6]

is due largely to the English Court of Appeal's decision in Automatic
5 in which it was held tha

where the articles of association vest in the board certain powers, the

Self Cleansing Syndicate Co. v Cunninghame

general meeting of shareholders could not interfere with the exercise

of such powers by the directors. This acts as a very real limitation

on the scope of shareholder intervention, since invariably, the company's
articles will include Article 80 of Table A of the Third Schedule of the
Companies Act 1955 which stipulates that"the business of the company

shall be managed by the directors". Greer LJ explained the consequences

of sch a provision in Shaw & Sons (Salford) ;j@i v §@g?:16

"If powers of management are vested in directors, they and they
alone can exercise these powers. The only way in which the general body
of the shareholders can control the exercise of the powers vested by the

a

articles in the directors is by altering the articles or, if opportunity

o)
H

ises under the articles, by refusing to re—elect the directors of whose

o

actions they disapprove. They cannot themselves usurp the powers which

by the articles are vested in the directors any more than the directors

can usurp he powers vested by the articles in the general body of share-
holders".17

The consecuences of this interpretation for the shareholder agreement

are fundamental, since it takes all the powers of management, if the

oy

2rticles stipulate such powers, beyond the reach of such an agreement:
the only effective means by which such an agreement could in any event

nfo

@liect the exercise of these powers would be through the voting power of

g ).

the parties to it at a general meeting. Such a vote is clearly ineffect-

1

\ )]

(1902) 2Ch 34
16 (1935) 2 xB 113
17 Ibid p 134
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ive if the exercise of such powers need never be submitted to the general
meeting — and more important, if the exercise of these powers cannot be
directly impugned by the shareholders through their voting power: on the
strength of Shaw & Sons (o“m_ord) Ltd v Sha 10 such a vote, if taken,

would in any event be g nullity Whether an ”greomcnt between shareholders

purporting to commit them to vote on a "mana gement power" would likewise

be held to be & nullity is a separate question,indepondent of its practical

deficiencies.

The powers of manarement, currently viewed as prerogative powers of
'”wcboro1? are, therefore, imuune +o a shareholder agreement. The only
"menegement power" that could be regulated at this level would be an
egreement by shareholders binding them to vote in favour of commencing
legal proceedings on behalf of the company if the directors fail to do

so. This appears to be the result of larshall's Valve Gear Cov lManning,
20 i o

Wardle & Co

21

Goldberg“' takes issue with this interpretation of Article 80 (Table)

erguing persuasively that the literal application of the formula employed
in that provision "Subject .. to such regulations .. as may be prescribed
by the company in general meeting" is the correct one : the "regulation"

referred to here can only be a "resolution passed by a simple majority of

22

the general meeting" The same writer relies on llarshall's Va alve Gear

L
n

ST S
QL_LEQ_V ;ﬂnp1n~_J§§g}ewg”ngmLtq 3 for explicit judicial support of

this interpretation arguing forcefully that the line of judg ments 24 on

5

Waiich it has been concluded that directors, by virtue of Article 80 enjoy
Prerogative powers,do not justify this conclus sion,and that,in any event,
the articles involved in these cases differed substantinlly from Article

60, Goldberg concludes

18 (1935) 2 xB 113
Gower op cit p 131 accepts this interpretation of Article 80
1909 1 Ch 267

"
21 ‘“tﬁclc 80 of Table A of the Companies Act 1948 33:-lodern Law
Review 1970 177
2 Ibid p 178

35 (1909) 1 Ch 267

The cases are - Automatic Self Cleansing Filter Syndicate Co. v
Cunninghame (1206) 2Ch 34 ; Quinn & Actens v Salmon (1909) AC 442;

-
O

ro
o

ro

ro

Shaw (John) & Sons Salford v Shaw (1935) 2 KB 113;Scott v Scott
(1943) 1 AN ER 582 : Sullivan (Post Note 27) views this case as
"Standing in genuine contrast to llarshall Valve v ITanning" Ibid 577
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"Residuary powers of the company do reside in the general meeting
of shareholders acting by ordinary resolution; it is not true that the
shereholders are powerless to act save by special resolution even as
regards matters not specifically delegated to the directors"ZS.

Clearly such an interpretation of Article 80 Table A increases the
scope in which a shareholder agreement may operate effectively 15
vermits interference by the shareholders in the exercise of "management"
powers and secures regulation of these powers by ordinary resolution:
such powers may, therefore not only be brought directly under the con-—
trol of an agreement but the pProportion of voting power needed by the
eereement to control the exercise of these powers is less (i.e. 51%)
then that required under the alternative interpretation of Article 80,
vhich only concedes such control indirectly by the passing of a special
resolution altering the articles. Even on Goldberg's interpretation of
Article 80, however, a limit is imposed on such an agreement, it cannot
bind its parties to regulate the directors' "day to day control of the
business is in the hands of the directors... this cannot be taken away
nor interfered with by the shareholders without a change in the articles
+++ To have it otherwise would be not to manage the business subject to

the regulations by the general meeting, but not to manage it at all”.26

Sullivan27 agrees that, even accepting that directors are delegates
end not representatives of their shareholders, a limit is imposed on the
extent of shareholder intervention - and hence on the effectiveness of a
shareholder voting agreement - where Article 80 is employed delegating

bower of management to directors:

"If intervention is frequent and sufficiently detailed so as to

¢xclude discretion in the implementation of policy, it will be unjustif-

9 . 28
‘¢d under the terms of the regulation"<®,

Op cit 183

> Ibid 182: Directors, where Article 80 is employed, must still manage
the company. The prohibition on robbing directors of their day to day

control under Article 80 is similar to the American prohibition against

"Sterilisation of the Board of Directors" (Long Park v Trenton-New Bruns-—

Wick Theatres Co. 77 WE 24 633 (1948)) Thourh the latter stems from 2
statutory provision, they are similar to the extend that both involve g

DoOwer of management.

t/ "The relationship between the Boardof Directors and the General lleeting
og N Limited Companies" 93 (1977) Law Quarterly Review 569,

Ibid p 578
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Even accepting this limitation, it is quite clear that the scope
of a shareholder agreement is greatly expanded by this interpretation
of Article 80, in that the alternative interpretation of this provision,
in giving directors exclusive powers represents, in practice, the most
effective limitation on a shareholder voting agreement. It is import—
ant therefore, to bear in mind that the interpretation of Article 80
accepted by Professor Gower is not. the only one available, and that the
position is not as settled as might appear from his treatment of the
topic. An alternative interpretation, from which the shareholder agree-

ment can only gain, does exist.

Even under the interpretation of Article 80 which views the exercise
oI management as the exclusive Taohh ol directors, the shareholder agree—
ment is not totally excluded from the exercise of these powers: quite
clearly it may be employed to attack indirectly the prerogative powers
of the directors by an agreement among the shareholders to vote for an
alteration of the articles, or more simply, to remove the directors from
office under S187 of the Companies Act 1955: +the former attacks the
power, by removing it, the latter attacks the director in a similar
fashien, 1In this more indirect way, therefore, the shareholder agreement
may be relevant in relation to management powers. It should be pointed
out here that we are only concerned With the operation of a shareholder

amr

reement which does not involve the participation as contracting parties

of directors - at least in their capacity as such. The possibility of

e latter may indeed prove an effective means to pierce the shield

Created for directors by Automatic Self Cleansing Filter Syndicate Co.
29 e S S AL S 44

In fact, the stereholder agreement may operate directly, even in

Tespect of these management powers in certain circumstances commilting

o

1ts contracting parties to vote in a certain way on a power that has been
delegated to the directors, and this agreement will in fact be effective

T-v:“idundoubtedly valid. Gower describes the circumstances in which this

ro
5

(1906) 2 Ch 34
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gpparently heretical suggestion is valid.

"It seems that if for some reason the board cannot or will not
exercise the powers vested in them, the general meeting has been held
effective where there was a deadlock on the board,Twhere an effective
qguorum could not be obtainod,2 where the directors are disqualified

3

from voting, or more obviously, where the directors have purported

to borrow in excess of the amount authorised by the articles”4 30

Quite clearly, a shareholder agreement stipulating the manner in
vhich the contracting shareholder is to vote will be effective in these
circumstances, because the shareholder is here exercising a normal
shareholder function: he will be directly influencing a decision
normally exclusively within the sphere of management. To this limited
extent, the shareholder agreement may play a direct role in relation
to management powers. A problem is raised in relation to its validity
however, one that has already been touched on. Undoubtedly an agreement
binding the contracting shareholders to vote in default of the exercise
of these powers by the directors in spheres that normally would be the
Sole Preserve of those directors is, prima facie, valid. The difficulty
erises where this is not expressly provided. Clearly the practical
result does not vary, whether the express default power is included or
not: where no default occurs, any agreement simply cannot be acted on,
and if acted on, any votes cast are a nullity. 1In default, the votes
mst be cast according to the terms of the contract. Where an agreement
burports to bind a shareholder in relation to management powers , the
Possibility of those votes actually being exercised validly in default
ﬁj@u;stances, though the contract remains silent on the matter, would
abpear to militate against regarding the agreement itself as a nullity,
though the default has not occurred as yet, and may not even be forseeable
30 Gower op cit 136 citing 1. Barron v Porter (1914) 1 Ch §95

2. Foster v Foster (1216) 1 Ch 532
3. Grant v UK Switchback Rys (1888) HO Ch D135

4. Irvine v Union Bank of Australisa (1877) 2 App Cas 366 PC
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Indeed, the exercise of such votes in default circumstances, being the
only occasion when the agreement will be able to be acted on may be
regerded as an implied term in all such sgreements that otherwise would

not appear to make much sense.

This discussion indicates that, whatever the individual articles
of association provide, even in relation to powers delegated exclusively
to the drectors, the sharecholder agreement may nevertheless play an
effective role. Gower views the power of ratification as the carrier of

this potentially unlimited scope of action:

"Although the transaction concerned may relate to ordinary manage-
ient, and, therefore be vithin the powers of the board, the ratification
of it will always be a matter appropriate for the general meeting, which
can waive what would otherwise be a breach of duty. As a result, the

activities of general meetings ma

.4

y indirectly extend over the whole
sphere of the company's operations and ultimate control revert to the

shareholders who are free from duties of good faith to which the directors

are subjeot"31

is being so, a sharcholder agreement likewise may "extend over
he whole sphere of the company's operations" if it stipulates how the
parties are to vote in ratifying a breach of the fiduciary duty owed by
the directors, in addition to the default circumstances. It is debatable
he T

ther a shareholder agreement purporting to bind a member to vote in a

certaas
C

vLballl manner over a management power (and hence ineffective though not
1 b]

- B |

In itself necessarily a nullity] w

o
2
=

bind him in voting in relation
. ~ - - e / . .
tlat same sphere in ratifyin, the directors fiduciary duty.

ucery

1 an extension is unlikely, because the vote relates to the ratific—- -

tion of the breach of fiduciary duty, and not a purported control on the
L
‘Xercise of that directors power from which the breach stemmed. But sub-

31 - Gower - Op cit p 563
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ject to the subsequent investigation it woulg appear that a shareholder
agreement could bind the parties to a predetermined course of action, in
ratifying or not ratifying, a breach of duty on the part of the directors.
In this way again, the agreement may affect all the powers previously

excluded to them because they were delegated to the directors in the

company's articles. Added to the areas in which shareholder control is
reserved by statuteyvery little remains immune from the shareholder agree-—
-4

ment — precisely because the shareholder wields ultimate control of the
company.

HE VALIDITY OF A SHAREHOLDER AGREENENT IN NEW ZEALAND:

The starting
point of such an inguiry must be the proposition that as a general rule

2
4+
v

shareholder agreement ver se is valid under New Zealand law. Some
(&) L

D

undoubtedly will be invaligd because of aparticular requirement of law -
most likely, a principle of company law : what these threats are, and

how they may oossibly be avoided will be dealt with independently but
the general proposition - that shareholder agreements are valid under
few Zealand law serves as an accurate point of departure into the more

detailed examination.

This propostion can be confidently asserted, despite the absence

of judicial comment in this country on shareholder agreements by refer-

tnce to the acceptance of such agreements by courts in the United Kingdom
and Canada, and partly as a result of the prevailing judicial conception

o

oL the company share as conferring on its holder a proprietary right. This

View of the ompany share as a proprietary right, established by the

1 v r

e s A - , E . : -
*I1vy Council in North West Transportation Company Ltd v Beatty-“, is the

loundation of the validity of the shareholder agreement. From this view-

POint

y 1t followed naturally that a shareholder could contract to vote

Or

"t N0t vote in a particular way, and this indeed was accepted as the law
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py the defendant executors in Greenwell v Porter.33 The right of a
shareholder to bind himself to vote in a particular way was accepted
as interest in the nature of the share in gggﬁephayj v ;573_3A
Sergant J simply commented of this right:

"In my opinion, therefore, the right of the plaintiff is cleqr"35

These cases stand for the proposition that the shareholder has
a right to enter into contracts specifically in respect of the way he
11 vote at the general meeting, and generally it is implied, all the
incidents of a share, being proprietary rights,are liable to contractual
gulation., This, it is submitted will be the starting point of a court

in New Zealand in determining the validity of an agreement.

An American view of such agreements - that they represented a
fraud on the non contracting Shﬁroholdor“§(confuﬂrﬂﬂ with the view taken
originally by the courts in England to such agreements. In Elliot v
AEC“hrdson37, the court held:

LU

A consequence of such an agreement is that the whole DOOT L lonn

shareholders may be deceived and think when one shareholder gives advice

Q
. . . . . . Q
«+ that he is exercising his own judgement and sense of'ooulty."3

Clearly this objection could not apply to an open agreement exe—

L&

uted by all the company's shareholders or,for that matter,one knowvn to

ct

e other non contracting shareholders. It is interesting, however,

that even in cases accepnted as sup porting the general validity of the
ereholder agreement, based on the proprietary nature of the share, the
Invelidity of a secret agreement persists. In Goodfellow v Nelson Line

Livernh "+ A 30 -,'/r\ M .
_;;g;g@}w%tuf Parker J commented:

33 (1902) 1 Ch 535

34 (1916)1 Cch 202

35 Ivbig

Odman v Oleson 64 NE 2d 439 (1946)
(1870) LR 5 CP 744

°0 Ibid p 751

3¢ 191252 Ch 333
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"A secret bargain by one debenture holder for special treatment

. . . 40
night be considered as corrupt ard in the nature of bribery"™

NSNS

It 1s inconceivable today, in light of the greater emphasis placed
on the proprieta aspect of the shares that an otherwise valid agree-—
ment would be struck down because the other share or debenture holders

were not privy to it.

For reasons closely allied to the fraud argument, it has been held
in England that
particular way for some purely personal pecuniary interest was illoyal.41

a contract in which a shareholder agreed to vote in a

This would be unlikely to invalidate an agreement supported by the mutual
promlses of the shareholders, but the gquestion remains whether the former
type of contract would likewise be invalidated today. Again, the pre-
vailing view of the share as conferring on its holder proprietary rights
would appear to exclude, by definition, this ground of invalidity where

the shareholder contracted for a purely pecuniary benefit.

A uniocuely American objection to some shareholder agreements,
especially relevant to those entered into by shareholders of a small
private company, arise when that agreement in effect put the management

42

<
bractices of the company on the basis of a partnership.

In fact, this view is on the defensive in America itself, If
imported into New Zealand it would represent a limitation on the result
able to beachieved by a shareholder agreement because such agreements

"A

"ould have to conform to the corporate norm. It is unlikely to succeed
In New Zealand. The philosophy of the Companies Act 1955, apart from the
e . 43 : .
“tQuirement that a company have at least two directors “° (whlch,ln

self, does not exclude the possibility that the company internally be

Ibid The same rule,applies for these purposes, to shareholders
Elliot v Richardson op cit P 791
42 Jackson v Hooper 76 N.JEq 592

43 Section 180 Companies Act 1955
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e partnership : this would depend on the powers these directors exercised,
and this is left ultimately to the shareholders) as reflected in the

case law on the subject 44 is thet the internal management is 2 matter to
pe settled by the Articles of Association, and hence by the members. In
south Africa, a country operating under the same relevant statutory

regime as New Zealand, the court upheld a 'partnership’ agreement enter-—
ed into by the shareholders of 2 private company : the agreement cons-

idered in Stewart v Schwab and others45 was described in the judgement:

"A written agreement was entered into ... which is stated to be an
egreement of 'partnership'. The material terms of this agreement are that
the sole shareholder of the company shall be the applicant and the first
and second respondents ... that the applicant and the first and second
respondents shall be the directors of the company ... that notwithstanding
the disparity in shareholding each director shall have 'equal power' ...
that the partnership shall continue for an indefinite time".46

,

The court accepted this agreement, putting the management of the
company on the basis of a partnership, as valid. It is submitted that
the same verdict would be reached in New Zealand. Furthermore, it would
appear that deviations from the strict corporate norms are recognised as
valid, by implication, in relation to the case law on S 217 (f) of the
Companies Act 1955 - indeed, not only are these deviations indirectly
recognised, but would appear to create uniocue legal rights, as indicated
by the House of Lord's judgement in Ebrabimi v Efgjkgurne_ﬁglleziga;p§§,47

4 Automatic Self Cleansing Pilter Syndicate Co. v Cunninghame (1906)
2 Ch 34

© (1956) 4 s, Af. LR 791

Ibid p 792

51 (1973) AC 360




CHAPTER 4

The potentially unlimited scope of a shareholder
sgreement made possible by the Companies Act 1955 will seldom be fully
realised because invariably the powers of management of the company will,
to a lesser or greater extent, be relegated to its directors by Articles
of Association., This, then, normally is the framework in which a share-
holder agreement will be entered into. The single most dangerous threat
to the validity of a shareholder agreement stems from this allocation of

spheres of activity between shareholder and director, particularly acute

-

n a small company where often these roles are combined in the same per-

sons and where, as already pointed out, control of the board or securing

o
[0))]

ay in management are the plumbs that the parties, by such agreement,

Lo, =]

seekk to pick : this threat is the "fetter" rule. The essence of the rule
is relatively simple. Finn explains:

The objection to a shareholder - director so binding himself in his

[al>Ral=]
v

apacity as director .stems. from the fiduciary nature of that position.
s a donee of fiduciary powers he is obliged to exercise his discretions
in what he believes to be the interest of his company and the discharge
of this obligation usually necessitates that he retains his discretions:
infettered in any way for anterior contracts or understandingg. The vice
in a contract which binds him to 2 particular course of action is that
It obliges him to act "in = specified manner to be decided by consider-
2%ions other than his own conscientous Judgement at the time as to what

1@

: " . oy 1
1s best in the interest of (his company)"'.
It is clearly established that a director standing in a fiduciary

c@pacity, cannot fetter his discretion in relation to the spheres of

¥inn op cit 100-1 quoting Fletcher lMoulton LJ in Osborne v
Amalgamated Society of Railway Servants (1909) 1 Ch 163
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setivity of the company assigned to him,2 where Article 80 of Table
y is included in the Company's Articles of Association (as it invariably
vill be) this will include all matters "not specifically delegated to

the directors provided they are not expressly reserved to a general
eeting by the Act or the articles”B. From this it follows that a
shareholder agreement involving a director binding him in that ca pacity
over a matter on which the Articles or the Act are silent as to how this
ower will be exercised prima facie constitutes a breach of his fiduciary
duty. The same prohibition it would appear applies in relation to a

power subject to the approval of the shareholders in general meeting.

iny egreement in this situvation could only relate to whether the power

Hy

of the directoris exercised at all - for example, where the power to

issue new shares is made subject to the approval of the sha areholders,
whether those new ghares are issued in the first place - since the sub-
mission of the resolution obtaining the approval of shareholders is
mandatory under the company's articles in any event:in relation to the
original exercise of discretion, the director is under the same fiduciary
obligation, including obviously a prohibition on fettering his discretion,
erising from an exclusively management power. Where under the company's
articles, a power is stipulated to be exercised exclusively by the share-
holder, excluding the directors totally, the issue does not arise, since

the directors here have no discretion to exercise.

2 Gower op cit 525: The eppointment of nominee directors, for example,
Creates a very real possibility, through the nomina tor'“ persisting
influonco,of a breach of the fetter rule Likewise in thoory the

ointment of government directors, OLW? result in a fetter being
placed on their duty to act in the best interest of the company due
to their co-existing duty, as civil servants, to act in the public
interest. Kyle concludes, lo.ovor, in relation to government direc-
tors the danger of a fetter being placed on their discretion as
company directors, due to tWOWT jOVD]'tv to the public interest is
more apparent than real. The dang in roW“tlow to nominee directors
however, is very real - Kyle : "The Government Director and his con-

1llct1nb duties™ (1973) 7 VUWLR 75.

5 Gower Ibid 132
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The application of the fetter prohibition to shareholder agree-

)

ents arises where the agreement binds a shareholder-director in his

I Q

capacity both as a shareholder and director™. One point, however, is
clear : there is abundan authority for the proposition that the mere
oct that a shareholder to such an agreement is also a director of the
company will not, of itself, attract the operation of the fetter rule,
through infection, where that contracting party enters into obligations
in his capacity as o shareholder Case law has consistently maintained
the distinction in roles, and consesuently in duties owed, maintaining

5

this distinction where the two role are combined in the same person.
lhere the types of obligations undertaken permit, the capacitites of the
party as shareholder and director will be treated in isolation from each
other. This certainly applies where the obligations stipulated in the
reement clearly relate only to the Dfrtios'09p?oity as shareholders.
Even, however, where the agreernient leaves it unclear what capacity an
obligation extends to, the legal distinction remains decisive in deter-
nining whether the operation of the agreement extends to the party's
capacity as & director, because it necessarily proceeds on the assumpt-—

tion that two separate roles are involved.

The basic proposition underlying the fetter rule appears relatively
simple; the determination of its breach on the other hand, proves more
1fficult, suggesting that the original simplicity of the rule may be a

little deceptive.

If Gower's interpretation of Article Table A, and the cases cited
to support his conclusion is correct (“ cit p 132), the other tvpe
o f f"rcﬁ'eitr, ”f”?ﬂc.o*if by ﬂT"rﬁ?@W ers vurportedly taking on some
of the functions of the directors' G.A. Wright op cit 504) would
appear to be 1“(1fcctivo, since shareholders by their voting cannot
intervene in powers of menagement. If, however, the interpretation
of Article 80 "rmvmﬂ by #gldberg (op cit : see ante p &t ) is
“Prroct thig latter t” e of agreement, binding its parties to vote
in r01f+1on to a ”,Pnﬁwo.ont” ower, clearly is effective unless by
such intervention, the directors are deprived of‘dev to dev’ control.
he poegsibility of such shareholder intervention cannot alter the

lication of the fetter rule on directors or confer on the latter
8 mandate to enter into an ””T@FZOVt with the shareholders, or anyone
Lor that matter : till the shareholders intervene, the dlrectﬁr must
exercise ‘i~ discretion unf ﬁLt”v”m, because he is in tho same position
88 a director C"OTCisiﬁ" exclusive management powers on the view of

‘rticle 80 advanced by Gower (supra). After the shareholders have
%V ervened, the owrnctor has no direction to exercise There is,

nerefore no possible 1tw 1]1rnt zone in relation to fluu07<rv powers.

> North West Transportetion Co., ILtd. v Beatty (1887) 12 App Cas 589
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The main probiem in applying this prohibition lies in the distinc-
tion betweensfetter on that discretion and an exercise of it. Gower
explains this distinction :

"(the fetter rule) does not mean that if, in the bone fide exercise
of their discretion, the directors have entered into a contract on be-

helf of the company, they cannot in that contract validly agree to take

such further action at board meetings as are necessary to carry out that

6

contraect".,

The judement of4the High Court of Australia in Thorby v_Goldbe 07

ls now accepted as representing the most indulgent approach to an exercise

of discretion permitted to directors short of being labelled as a fetter

41
Y

Q
on that discretion” in that it recognised the validity of a contract
entered into binding directors to a predetermined course of conduct
over a2 period of time. Gower ocuotes the following extract from the case:
"There are many kinds of transactions in which the proper time for

the exercise of the directors' disctretion is the time of the negotiation
of 2 contract and not the time at which the contract is to be performed

‘o If 2t the former time they are bona fide of opinion that it is in
ne best interests of the company that the trensaction should be entered

into and carried into effect, I can see no reason in law why they should

T bind themselves to do whatever under the transaction is to be done b
o

Gower appears to take this statement of the law as standing for the
I'C 1tion that the fetter rule will not b reeched - and hence the
ent will be valid - if the commitments un ertaken by tl directors
T'eé the product of, or at least can be linked with the original exercise
6 Gower op cit 525
T (1964) 112 CLR 597
Finn goes as far as regarding it as an exception to the rule-op cit 101

Gower op cit 525 quoting Thorby v Goldberg op cit 605-6
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of discretion made 'bona fide in the interests of the company. The full
text of the statement subseouently introduces, or at least suggests, the
existence of a further reocuirement before the validity of the agreement
as a valid exercise of discretion is assured. The apparent cualification
to the proposition is contained in the line of the judeg ment omitted in

the quote presented in Gower:

"Where all the members of a company desire to enter as g group into
2 transaction ... the transaction being one which recquires action by
the board of directors for its effectuation, it seems to me that the pro-
ver time for the directors to decide whether this proposed action will be
in the interests of the company as a whole is the time when the trans-

action is being entered into and not the time when their action under it

: . 10
is reouired".

It is immediately on the heels of this apparent prerecuiste that

fitto J reaches the conclusion quoted in Gower at page 525. The ouestion

ls unclear, however, because the Opening sentence of the statement would

certainly appear to support the wider proposition accepted by Gower :
e reguirement of unanimous participation on the part of the members of
vie company appears out of nowhere. It may be purely illustrative of

the "many kinds of transaction" suggested earlier, rather than definitive
°of such transactions. Given this ambiguity, and partly because the con-

Seouences of unanimity are to be dealt with shortly, it is proposed to

Proceed on the basis that the wider construction placed on this statement
Gower is correct.
- 11
From the Thorby v Goldberg inter retation, it follows that 2 con-
Yect by directors binding themselves to pursuing a particular policy
N the future cannot be regarded per se as a fetter on their discretion

(1964) 112 cRr 605

' OD cit Note 7
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or automatically invalid. The relevance of such an interpretation to

the shareholder agreement is immediate because it recognises as valid,
under certain circumstanc Sy, an ongoing obligation undertaken by

directors in regard to future acts, without it necessarily being labelled
as a fetter on that discretion. The exercise of this discretion at one

point produces a momentum taking it a certain distance into the future.

L&

Clearly the Case is only relevant to shareholder agreements in so

raxy 8

s the latter involve parties who are directors as well as share-—
holders : as this combination freguently occurs, however, the interpret-
etion is fairly directly relevant to their permitted scope in allowing
the possibility of a director - shareholder lawfully binding himself to a
perticular course of conduct (eg. dividend policy) for the Ffuture in

s capacity as a director as well. The precise nature and extent of

e

the obligation will determine its actusl validity, but the possibility
ofvalidity remains as long as the obligationis bona fide in the inter-
ests of the company". The Obligations contemplated may be limited however
here the parties to the agreement are directors as well as shareholders,

obligations they undertake in that former capacity will only avoid

e
iC

fetter rule as long as they may be regarded as carrying into effect
of their original exercise of discretion 'bona fide in the interests of
the company' made in the agreement this recuirement tends to limit the
extent of obligations that may be included in this apacity in such an
égreement. The type of transactions envisaged by the court itself tended

e short term commitments in order to effectuate a once only

12

-
trensaction - the example givenwas a "sale of land". Thus, the case
e

s the validity of the directors binding themselves in an ongoing
r

: |
ticular course of action, but it woulad appear, this obligation

Yy to a psa

St necessarily bear the imprint of the causative transaction, and was
Nviseged as a relatively short term one. Perhavs the ase also suggests
thet the transactions causing the directors to bind themselves are commer-

¢lal in nature and may not extend to a purely voting policy for example -

Ibid 605
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unless it can be shown to be bona fide in the interests of the company.

Another limitation stems from this : if the validity of the obligations
uwdertaken in their capacity as directors isto hinge on being accepted
as flowing necessarily from the original exercise of discretion, thereby
avoliding the fetter rule, it will have to be made clear that the oblig-
ations being undertaken in the sgreement are a caryying into effect of
this original exercise of dscretion made "bona fide 1in the interests

" . . » . - .
of the company, whether or not that original exercise of discretion is

contained in the agreement. It would appear difficult to pass this test

in an agreement which does not made clear the capacityin which

the partic-

ular obligations are being accepted by the parties. In effect, therefore,

‘ ; x . 13 . } :
t0 avail themselves of the Thorby v Goldberg 3 interpretation, the "direc-

tors' agreement" must be set apart from the shareholder agreement : it

would not appear to protect an agreement involving an obligation under-

aken by parties who are both directors and shareholders to vote

Ior 2 particular dividend policy where the agreement does not clarify

nether the obligation is limited to voting at the Gl or extends to

oting at the directors meetings as well because, in light of this ob-

scurity, it is less likely that the latter obligation could be accepted

[s“-» 'a]

e
as an exercise of discretion.
13 (1964) 112 CLR 507
1 There appears, therefore, no advantage in deliberately leaving
ambiguovs the capacity the party is contracting in, in an effort
to bind the party in his capacity as a director. this is the

4
of the parties, they hls term

y

I

gccording b

Le both G it is only when

one of thep: res of The agreement that

its terms will l on th n in court - but this is
reciselyv when t} acreement wi limited by judicial pronounce-
ment to the the parties as shareholders, and its ex-
tension to their ca ies as directors denied-subiect of course

to the Thorby v Goldberes (Su ra) internr ation. . oreover

an element of ambiguity may 1lead the court tc strike dovn the whole
agreement: for this reasony It would appear wise to specify the
Capacity the parties are contracting in is that of shareholders,
€specially in order to derive the benefits of the Thorby v Goldberg
interpretation.




So far the discussion has proceeded on the assumption that if a
shareholder agreement involving shareholder-directors does bind a

party in that latter capacity - beyond a carrying into effect of an

(]

xercise of discretion - this commitment is a fetter on his discretion,

QO

nd hence, invalid. However, a number of cases suggest theat this

verdict of invalidity need not always follow or,more accurately, that

the normal consecuences of such an invalid contract need not necessarily
be applicable., This subsisting possibility of validity lies in a
distinction that has found legislative acceptance in America and Cnnnda15
between a shareholder agreement involving all the members of the company
end one involving only some of its members. The latter, by and large,
stands or falls according to its success or failure in avoiding the
"fetter" prohibition. "It is possible that the validity of the former
type of agreement may survive a breach of the fetter rule. Dijicta
supporting this suggestion do exist. At the very least, onid indirectly
touching on the question of validity in general, it appears that if 2
voting agreement provides that all the parties shall vote together at
general meetings or directors meetings, the parties to that agreement
will be bound inter se if the agreement 1s entered into by all the
members and directors : the following statement of Menzies J in Thorby v

. 16 . e s
10ldberg stands as authority for this proposition:

"I have not in this case found any ground for objection to the
directors of the company commitbing themselves as I think they did to act

[~ -

set out in the agreement. All the shareholders were party to the

Teement, and what the directors undertook to do was all the shareholders
17
al 1

committed themselves to ensure that they did." '/

Thus if would appear, that the director may be bound inter se where

°.l the shareholders are parties to the agreement. llenzies J was at pains

ever, "to guard against being understood as deciding that a director
rdi

°l 2 company, can in an o dinary case bind himself to exercise his power

Section 140 (2) Canada Business Corporation Act 1975
(1964) 112 CLR 597
Ibid 605-606




26 a director in s particular wny".1“ The possibility that such an
sgreement involving all the members is binding inter se remains; however,
ernaps 1t is implied also in this last statement that in some extra-
ordinary cases - such as the involvement of 2ll the members or perhaps
independent of the effect ofthe acreement inter se, a director may so

bind himself. What the case does appear to suggest is that such an
sgreement will, at least, be binding inter so.1§ Gower agrees that

such an agreement, even if binding inter se would be liable to attack

as invalid by subsecuent members of the company who were not parties toig:

X N 3 ) : y
only therefore, if other members or directors existed who were not part—

11
ies to the agreement could it be attacked.” The conclusion - that the
agreement 1s binding inter se may, however, be more important than its
limited sphere of validity because the most freouent attacks on an agree—

ment, on the basis of a fetter on the directors discretion having occur-

red, is made by a party to the agreement attempting to "welch" on his

commitment. In such a situation, obviously the case is highly pertinent.
Gower claims that dicta of the minority ijudgement of the Supreme

Court of Canada in Ririquet v Bergeson’ support .the proposition that the

participation of all the members may render the agreement valid inter se.

"The minority held it extended a2lso to directors meetings and was

0ld, but they conceded that the position might have been different ‘had

Ibid 616

19 This derives further support from Grant v Grant (1 50) 82 CLR 1
where the court appears to have accepted that unanimous partici-
pation of the members prevented an act being challenged:

A departure from the articles is always prima facie challengeable
unless all the members of the have agreed to the departure

and the transaction is not othezr open to objection"per Fullager
J at p 48. (Emghesis mine)

20 op elt 524 ﬁﬂﬁrdi“” against attacks by rn'ré~nont mbers may be

achieved by stipulating on the share certificate, and new ones issued,

that the share is taken sul bject to the agreen oﬂt-“u(rﬂlnr against

ﬁ“tﬂc by a new board is more problematical, and against a licuid-
tor, well nigh impossible.

21 (1960) SCR 672.




211l the members originally been varties to the agreement : see at

et Les

> 67722,

Standing on its own, this statement could be taken to suggest that
the participation of all the members to the agreement could render the
egreement valid inter se and ageinst the whole world. The context in
which this footnote appears in Gower militates against this : it would
eppear that the suggestion is limited to the issue of the validity of
the agreement inter se. The problem is that, on the present writer's
interpretation of that minority judesment . 2 reference to the consequ-—
ences of a unanimous agreement does not appear, let alone a "concession"
that such participation could have resulted in a different verdict being
entered on its validity. In any event, this suggestion does not appear
to have found acceptance in the common law.23 Three years after it was
sted, a lManitoba Court in Atlas Development Co, Ltd. v Calof &
?ﬂJ«A held that even an agreement to which all the company's share-
holders and @grectors were parties is subject to the fetter rule: par-
ticipation ofAthe shareholders in the agreement, or that of the directors
for that matter carried little weight : the full rigour of the fetter

rule applied regardless.

The common law position appears unsettled, therefore, on the
effect of unanimous participation of the shareholders and directors on
the validity of the agreement inter se. In no case is the suggestion

made clearly that such participation will render the agreement generally

valid e this at least, can be stated with sufficient certainty : The
Participation of 211 the members ofa company to a voting agreement could
only velidate an agreement otherwise struck down =as falline foul of

the "fetter rule" in relation Lo the varties to the agreement ie inter

8 ha e . = o Sy P S A 4
©y hence, a new Board, a later memwber, or 3%

b~

e .ligquidator could attack

1t, Furthermore, it wouldappear that such participation will not exclude

2 Gower op cit 525
@3 The common law position differs from the Canadian Statutory provision

in that the former reouires,it would appear,unanimous participation,
to be velid in the present, on the part of the shareholders and
directors. The latter (supra note 15) requires only unanimous
shareholder participation.

24 (1963) 41 WWwR 575
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he operation of the rule in relation to such an agreement, but rather

hat those members pa ticipating in the agreement will not be entitled to

omplain by invok ing it : its operation, therefore, appears ‘suspended

ive to that participation in an agreement., If, however, the common

position does support the proposition of "vatfdity inter se it will

ply between the members of the agreement whether it includes 211 the

hoose not to attack it, the validity of the agreement .stands

wl

[a

R

"

hareholders and directors or not : if present shareholders or directors

betwaen

those parties to it. The unanimous participation of all the shareholders
and directors cannot be regarded as 3 pre-requisite of the valigd lity of

he agreement inter se. Whether the common law position does support

he proposttion of validity inter se, as already in icidated,is unsettled.

25

‘here is a strong suggestion in Thorby v (7vlﬁbcr” that this is so.
[he possibility is implicitly rejected in Atlas Development Co. Ltd.
vCalof and Gold.

2 : . - A A
6 Gower himself remains undecided, opting )UD"O“UOHtIV

would appear, more in favour of the possibility then against it°/! -

hough, as indicated, on doubtful authority. The general rule remains
hat an agreement which results in a fetter being placed on the company's

lrectors, apart from the position of the members inter se, 1s in general
r)f'\

ms invalid : this clearly is the verdict of the common law“"”, and it

submitted, the result which & New Zealend court would reach. Whether
not this is the approach a court should adopt, however, is another
There are persuasgive arguments in favour of recognising an

reement between all the shareholders of the company as valid despite

he fact that it results in a "fetter" beings placed on the discretion

°of the directors. The Canadian reaction to the common law position in

2Q
velidating such agreements was that it was "unnecessarily rigid"<- and
eCting on this, gave statutory recognition to such agreements. leCarthy,

*Xpanding on this criticism of unnecessary rigidity,argues forcefully

¢ainst the common law position:

\ & j |

rno

5

(1962) 112 CIR 597

1963 41 WWR 575

Op cit Footnote 64

Atles Development Co. Ltd v Calof & Gold (1963) 41 WwR 575

hO'imentnry: Proposals for a New Business Corporations Law Paragraph
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"Why should a director be permitted to ignore such restrictions on

the ground that he owes his fiduciary duty to the company, not to the

hareholders?.. Indeed, the distinction between the company, on the one

hand, and the shareholders acting unanimously, on the other, has little

real meaning. Yet, under our present last, that distinction must appar-

ently be made".

NMAAY anyv
[I1§ Y
! .

30

Conceptually, the criticism that the distinction between the
" and all its shareholders is an artificial one has some :(,01‘00.3
application to shareholder agreements in New Zealand is more doubt-

ul however : if all the company's shareholders are agreed upon a restric-—

vd

v

tion being placed on their directors, the simple expedient of altering
he company's Articles under Section 24 of the Companies Act 1055, and

reclaiming the power originally delegated to the directors and stipulating

at this power be exercised in the General lleeting (i.e. by the share-

lders) is available to them. This possibility (unavailable in Canada

because of the statutory right of directors to manage the company) pro-

1aes a practical solution to many of the worst consequences flowing

from the distinction between a "company" and all its shareholders; it

illutes much of the force behind the arguement that such an agreement

nould be recognised as valid, and corres ondingly, sunports the view

 §
t in the areas delegated to the directors, the exercise of their

overs must remain unfettered. This latter vi ew, 1t is submitted,

1lld be that taken by a court in New Zealand i [ faced by an agreement

between the directors of a co pany and all its shareholders that resulted

etter being placed on the former's discretion.

"nce

shareholder Agreements" eredith lemorial Lectures 1¢ 75 p 468 Me@ill

Subject, however, to the growing recognition of theinterests of
eémployees, creditors, and consumers.
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CHAPTER 5

STATUTORY LII TTATIOI‘S ON SHAREHOLDER AGREENENTS :

The regime
established by the Companies Act 1955 is particularly susceptible to
the operation of a shareholder agreement in that it imposes no inherent
limitation on the areas of corporate activity that may be regulated by
ts shareholders, and hence, by an agreement entered into by them. In

the American context, O'Neal observed:

"Attacks on shareholder agreements are often based on a claim
that they wviolate a statute, usually one or more sections of the corpor-
ation act ... The most frequently used statute is the widely prevalent
section which provides that the business of the corporation shall be
meneged by its board of directors. Other statutes on which at
shareholder agreements may be grounded include those with prov
somewhat to the following effect: ... specified kinds of shareh
action (e.g. that recuired for charter amendment or dissolution) shall

| 1
¢ passed by stated percentages of the stock vote"

Translaeted into the New Zealand context, it is clear that the first
comment is inapplicable because no statutory requirement exists that the
usiness of the corporation be managed by the directors : this is only
Inserted at the company's option in Article 80 of Table A, but this can

hardly be considered eguivalent to the American statutory provisions.

The only relevant statutory requirement in relation to directors is Sec-—
Tiw11382, stipulating that every company shall have a least two directors.
‘T is accepted however, that the extent of the powers exercised by thes
lirectors is a matter to be settled by the Articles of Association, and
flence, by the shareholders of the con “ny.B From the Companies Act 1955
~One, independently of any Articles of Association, it appears ouite
Y0ssible to establish a company in which every facet of the company's

aCtivitiesg, including those tra altlo“u¢ly regarded as "management powers"

'leal op cit p 18

Q O

Ompanies Act 1955

: ﬁﬁu\‘“tlc Self Cleansing Filter Syndicate Co. Ltd v Cunninghame
(1906) 2 ch 34.
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is regulated by the company in general meeting : i.e. the shareholders.
From this, it follows that a shareholder agreement, regulating the
voting of its parties on all issues, could dictate the activities of
the company if the agreement contained a majority of the shareholding.
To be effective, obviously the division of powers would have to be
supported by appropriate articles of association. In such a situation,

t is clear that the shareholder agreement is,in effect, the decisive

=-

constitution of the company. Kruger, speaking in the English context,

o

0]
0)]

rgu
. . 3
"A pooling agreement may not be used to supersede the directors

statutory right to manage the company".%

The same writer cites as authority for this Article 80 Part 1
Teble A Schedule 1 of the English Companies Act 1948, equating this pro-
vision with the American statutory provisions on company management.
The prohibition Kruger views as arising under English company law is
ldentical to the American prohibition against "Sterilisation of the

5

Board of Directors". The foregoing discussion reveals that the position

in New Zealand is different. It is submitted that the conclusion arrived
&t by Kruger in relation %o English company law is likewise incorrect :
irticle 80 is not a "statutory" provision of the Companies Act 1948 : it
applies, as in New Zealand, only in the absence of an alternative pro-—
Vision being inserted in the Articles, and may, in any event, be altered
by special rosolution.6 Under English and New Zealand company law,

there is, therefore, no such thing as a "statutory right to manage the

0Ny
VU

pany", Subsequent comments by the same writer indicate that perhaps

the reference to "statutory right" may mean little more than the fact

lat Article 80 is included in the Companies Act 1948, applicable in the

ebsence of alternative arrangements agreed upon by the company:

As applicable to English company law it seems that no shareholder
“€reement may encroach, however slightly, on the boards'statutory powers.
“Mus, except in instances where the articles provide for shareholder

7

“PProval of certain business.."

‘Pooling agreements under English Law" 1978 94 Law Quarterly Review
ng Park v Trenton New Brunswick Theatres Co. 77 NE 24 633 (1948)
Section 24 Companies Act 1955

Op cit 5634

U1
-t
D
S
5
3




If the above interpretation of “statutory powers" is the one in-
tended by the writer, then strictly speaking, it is a misuse of the
term ¢ 1t implies that such powers are exercised by force of statute,
and hence, like S. 24 of the Companies Act 1955, may not be altered. In
relation to Article 808, this is clearly not the case : it only operates
py force of statute if no alternative arrangements are made, and even
then, may be altered by special resolution and in any event, if the
term 1s & reference to the position where management powers have been
delegated to a board of directors, the alleged prohibition on a share-—
holder agreement encroaching on those powers 1s immediately derived
from case law,C not statute. The impression created - wrongly it is
submitted - by the use of this term is that Article 80 is similar to
the American provisions, the latter which truly confer "statutory powers"
om directors to manage the corporation. This limitation on the scope
rermitted to a shareholder agreement, based on the existence of statutory

powers of management, does not exist in New Zealand or England.

However, the second ground dted by O'Neal on which shareholder
egreements have been attacked - "specified kinds of shareholder action
shell be passed by stated percentages of the stock votc”.1C - is
relevant in the New Zealand context. The Companies Act 1955 stipulates
thet certain actions may only be taken with the approval of a specified
Percentage - either a simple majority or a three fourths majority - of
the votes cast by the shareholders. Section 187 (1) stipulates that a
director may be removed by ordinary resolution;Section 18 (1) provides
that the objects of the company, expressed or implied in its memorandum,
ey be altered by a special resolution. Section 24 (1) recuires a
ftecial resolution before the company's articles may be altered. It is
Proposed to examine the consecuences of these statutory standards on
shareholder voting agreements, as grounds on which the latter might

®ither be invalidated or their scope limited,in the context of Section

g partly because this section is especially important to shareholder

“reements, and partly because it is a statutory provision on which an

Table A Third Schedule Companies Act 1955

~

SR o ey




- T4 _

extensive body of caselaw has developed. The answers arrived at in
relation to Section 24 are applicable however, to all sections1

of the Act involving the statutory formuls by which the reéguirements of
a stated percentage of valid votes being in favour of a resolution

pefore the company may do a particular act is imposed.

THE SHAREHOLDER AGREEIIENT AND THE CONMPANY'S ARTICLES OF ASSOCIATION:

The
shareholder agreement is in large part dependent for its validity, scope
and efficiency on the company's articles of association : an investiga-
tion into the effectiveness or limitations on such an agreement igs fre-
ouently driven back to the articles for an answer, suggesting that the
relationship between the two is especially important. This, indeed is

the case.

The discussion so far has investigated the consequences of the
company's articles in a particular form on any agreement. The argument
so far has proceeded on the assumption that, however, the individual
content of companies’ articles may vary, certain conseaquences on an agree—
ment can be predicted given a particular content. The most important
consequences for our discussion are:

nrl
= wn

ere the company's articles delegate management powers to the
board of directors under Articles 80 Teble A, a shareholder agree-

ment touching those powers, following Automatic Self Cleansing
12
€

Syndicate v Cunningham and the line of cases endorsing this

interpretation of Article 80, is ineffective and any vote pur-

13

suant to such an agreement a nullity.

where such delegation has occurred, an agreement involving a
shareholder-director must not bind the party in his latter capacity

in order to avoid the fetter rule.

"' Those sections are: Section 18 (1), 24 (1), 32, 69, 75 (1),187 (T3,
217 (a), 268 (D)

'2 (1906} 2 Ch 34 : subject to the interpretation of Article 80 argued
oy Goldberg (ante psSC ) and Sullivan (ante p 5 )

Shaw (John) & Sons (Salford) v Shaw (1235) 2 KB 113

(v
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" there is no inherent limitation from the Companies Act 1955 placed
on the competence of the shareholders in respect of areas of cor-
porate activity.

In practice, however, both the fetter rule and Article 80 Table A,
yhich is invariably incorporated in the company's Articles of Associa-
tion, exclude the shareholder agreement from the sphere most coveted by
such agreements - monaﬁement.14 This highlights the dependence of the

sgreement on the Articles. Finn suggests the obvious solution:

"As the law now stands, the only safe course to take if it wished
to have the exercise of certain powers regulated by the shareholder
egreement is to provide in the articles that those powers areto be
exercised by the company in general meeting. So if, for example, the
shareholders wish to control the composition of the board, dividend
policy and the transfer of profits to reserve, the sale of the company's
undertaking, corporate borrowing or the issue of new shares, then the
powers to appoint directors etc. should be vested in the company in
general meeting and the voting agreement should stipulate the manner in

i . el . 15
whalch the shareholders areto vote in their exercise". '~

: . : 16 |
An excerpt from the judgement in Re A & BC Chewing Gum illus-
traetes the dependence of such an agreement on the Articles in action:

14 L ain subject to the interpretation of Article 80 argued by
Goldberg supra note 12.

S
wn

Finn op ecit 191: clearly in relati
-

ji on to the issue of new shares such
8 stipulation 3 e
1

ill be rendered w CO“"“T" 1W England 1f the new
Companies Bill 197¢ boco.cr law as Clause (1) (a) of that Bill pro-
11bits directors from aloting securities ”bnlorn o authorised to do

(2) the company in general meeting" (Companies Bill 1078) vnder
,rov1clon, an rhrcoaont to vote in a particular way in respect
tbc issue of new shares will aways be n“”hctlvo, giving the share-
der a statutory right of authorisation which may override the
icles-Clause 13 (6). Lven under this provision, it may be necess-—

to stipulate in the Articles a right ofiniti“tive by shareholders

to issue shares if the shareholder agreement envisages complete
control of the power - which Finn's comments 1nd1c 1te is the extent
of control secured by the agreement.

)
o
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' (1975) 1 WLR 581
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"Topps came into the company on the basis .. that though it was
to be a minority shareholder, it should have eoual control with the
Coakleys. In order to achieve this position, the company ... adopted
a new set of articles, and on the same day, Topps, the Coakley and
the company signed and sealed m agreement which has been called .. the

3 1
shareholder agreement". 7

The new articles stipulated that the 19 matters covered in the
shareholder agreement should be regulated by the general meeting : the
agreement bound the parties to it "To ensure that the company shall not
meke decisions on any of the following matters without unanimity of all

the shareholders".18

The action of adopting a new set of articles was so fundamental

ct
o

the agreement entered into that the former could almost be viewed
s part of the transaction culminating in the shareholder agreement.

4]

If, as is the case, the basis of effective shareholder participation
in the affairs of the company rests ultimately in the content of the
company's articles, it would appear that a fundamental ingredient of the
agreement's security is that these articles remain pitched toward support-
Ing such regulation by the shareholders : it is this aspect - the
lmutebility of the Articles of Association that we consider now.

The scope of a shareholder agreement is obviously related to the
Powers enjoyed by the shareholders in the company ; the latter, in
turn, are mainly determined by the Articles of the company - but, to
Complete the circle, the Articles themselves are determined by the share-
lfldors, under Section 24 of the Companies Act 1955. From this last
element of control stems the foundation of the unlimited potential of
® shareholder agreement. If it is true that the validity of the share-
holder agreement lies in part on sympathetic Articles specifically allow-
Ing it to operate, it follows that the security of that agreement for

the future depends equally on the resistance of those articles to future

0

Ibid 5(:3
Ibida 584
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elteration. A hypothetical example illustrates the apparent vulnerab-
ility of the shareholder agreement to an alteration in articles:

A shareholder owing 10% of +the shares enters into an agreement with
enother shareholder faction owing 90% of the shares who include the
company's directors. The company's Articles stipulate that the dividend
policy of the company is to be determined by the directors. The 90%

shareholder faction contract with the minority shareholder -

=1
~—

to alter the articles to provide that the dividend policy of

the company be determined in general meeting.

2) that the parties to the agreement will ensure, by use of their

votes, that a particular dividend policy be adopted.

The contract apparently assures the minority shareholder of a
certain dividend. Subsequently, however, the majority shareholder
faction, exercising their statutory right under Section 24 of the
Compenies Act, pass a special resolution altering the Articles once
egain, returning the dividend policy of the company to the directors.
The agreement has apparently been torpedoed : the minority shareholder

hes been excluded from the dividend policy of the company.

This simple example does illustrate the strategic part played by

-

he Articles in the security of the shareholder agsreement : if the

”

Objects of that agreement are to be achieved, it is clear that the agree—

il

Y]

nent itself must attempt, as far as possible to puard against any alter-

@tion in the Articles by binding its contracting parties to oppose any

relevent alteration in them. The agreement could bind the parties to

Vote against any resolution to alter the articles unless they are all
2¢reed, or bind them to vote against any relevant alterations as long
iy C ; ! ;

%8 the agreement 1nsts.1' As has been repeatedly laid down, the share

ifFvUrOprietary right, the shareholder "may even bind himself by contract

varticular way~y prima facie, an obligation of

b

Y0 vote or not vote in a

. Clohrly this would only be effective if the agreement commanded more
than 25% of the present shareholding.

v Gower op cit 562




voting in a particular way in respect of an alteration of articles is
no different an obligation from a voting obligation in any other area,
end hence valid. The only ground on which alteration of the company's
erticles could differ from any other obligation to vote in a particular
way stems from Section 24 of the Companies Act 1955 which provides that
"a company may by special resolution alter or add to its articles". On

the basis of this provision, it has been established that a company

cemot be deprived of its power to alter its articles : in Allen v Gold
Reefs of V., Africa 21, Lindley LJ held:

"Be its nature what it may, the company is empowered by the statute
to alter the reulations contained in its articles from time to time by
special resolution; and any regulation or article purporting to deprive
the company of this power is invalid on the grounds that it is contrary
tostatute”.22

hat is certainly prohibited by this statement is the inclusion in
the company's Articles of an article tha purports to prevent the Art-
icles from being altered in the future. The only way that such an in-
valid article could be included in the first place would be through the
votes of three fourths of the shareholders; presumably these votes are
likewise invalid as being contrary to statute. On the same basis it has
been held that a company camnot contract out of its power to alter its

23

erticles by its directors, for example, entering into an agreement

that the articles will remain unaltered. Is, therefore, the prohibition
m the company contractine out of its power to alter the articles applic— .
2ble to an agreement entered into by shareholders binding themselves to
Pposing any alteration in the articles? If the basis of the prohibition
ls that "the company is empowered .. to alter the regulations, "this

1s a strone erowent in favour of viewing such a shareholder agreement

subject to the same prohibition when the only way a "company" can
elter its regulations is througsh the votes of its shareholders. If
shareholders may not vote in favour of an article which prevents subse-—
vent shareholders from altering the Articles, ig it implied in this pro-
“lbition that shareholders may not contract among themselves to oOppose an

Uteration in the Articles?

1900 1 Ch 656
2 Ibid 671
3 Southern Foundries (1926) Ltd v Shirlaw (1940) AC 701




Where the parties to the agreement command more than 25% of the
sheare holding of the company, such an agreement effectively prevents

g resolution being passed altering the Articles and may be viewed as

ekin to the typeof article clearly prohibited.

The reference to any "regulation or articlo"24 suggest that not
only is a company not entitled to include an article freezing its
erticles, but extends to any reculation : could this, then, include a
shareholder agreement, thereby invalidation it? Or is the caselaw pPro-—
hibition limited to the company including an article stipulating the
articles are not to be altered or a contract entered into by the company
to this effect? Prentice accepts that = distinction exists between the
caselaw prohibition on a company contracting out of its statutory power
to alter its articles and a shareholder agreement binding its parties to
vote against such an alteration : the shareholder agreement, falling

outside this established prohibition,is consequently valid:

"A provision in the Articles of Association attempting to achieve
this directly would run foul of the principle that a company is unable
10 contract out of the right to alter the articles of association .. A
simpler and more efficacious method of guaranteeing unanimous shareholder
epproval for any basic change in the corporate constitution is for the
shareholders to enter into a voting agreement containing suitable restric—

tlons on the way in which the parties to the agreement will cast their

“oJ

Returning for the moment to the prohibition on = company including

en article the purports to deprive the company of this power to change

Ts articles : this is invalid on the ground that it is contrary to

atut The only way that such an article could be inserted would be

vuie, (=N

2 special resolution by the shareholders of the

-

o
H

through the passing
bany, therefore, this resolution is likewise invalid. Would an agree-

is
‘1t binding shareholders to vote for it be likewise invelid as contrary

-

‘0 statute? The answer to this is unclear and not directly relevant to

Supra, Note 21
“ op ecit p 110
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the issue of an agreement opposing a resolution to alter thearticles,
put it does illustrate how the principles developed in respect of the
pronhibition on the company's shareholders voting for such en outlawed
article may be applied to the latter type of agreement. Certainly it
is true that the established prohibition so far has only concerned it
self with invalidating articles that purport to prevent the company
from altering its articles or contracts entered into by the company as
a party, (as opposed to its shareholders) containing a similar oblig-
ation. (n these principles be extended (and it would, on present auth-
ority, be an extension) to prohibiting an agreement by shareholders
which purport to prevent such an alteration? As has been indicated,
references to the 'tompany" mean also the shareholders of the company
where the distinction thus appears to be ignored, there would appear

to be very sound reasons for extending the prohibition to an agreement
entered into by enough shareholders - if such a prohibition did not
already apply. Certainly it would appear to invalidate any agreement
between a shareholder and the company itself in which the former con-—
tracted to vote against any alteration in the company's articles, be-
cause this would appear to be squarely within the prohibition on a
company contracting not to alter its articles. As will be shown,how-
ever, if a shareholder agreement involving such an obligation, in the
absence of any vestiges of participation in it by the company, is
outside the established prohibition, it would appear that one involving
he company as a contracting party may likewise be excluded because the

bligation to vote against an alteration, by definition, can only be

(@)

carried out by the shareholder. The apparent inclusion of this type
agreement simply on the basis of participation in it by the company,

in the prohibition on a company contracting out of its power to alter

its articles, therefore, is illusory because the company itself, in this
iftanoe, is not contracting to do this (indeed it cannot) the shareholder

(]
L0

Superficially, the extension of the established hrohibition to a
shareholder agreement as suggested has some appeal, Its extension does
lse problems however »Clearly it could only invalidate an agreement

Oppose an alteration in articles : an agreement to vote in favour of
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cuch a resolution could not possibly be regarded as preventing the
ncompany" or its shareholders from altering its articles. Is an agree—
ment containing less than 25% of the voting power of the company

likewise prohibited, even though the resolution to alter the articles
mey nevertheless be passed by the statutory majority? Does an agreement
smong shareholders to vote against any alteration in the articles unless
they all agree to the alterations fare any better against the prohibition
on & company being prevented from altering its articles, than one which
flatly prohibits its parties to agree to any alteration in the company's
grticles. The possibility of a difference result occurring from the
epplication of the established prohibition in these different circum-

[6)]

tances 1s perhaps, an indication that the extension of this prohibition
to shareholder agreements is founded more on a logically literal defin-
ition of the prohibition +than on substantial conceptual grounds.

There are substantial objection to extending the prohibition on the
company to an agreement entered into by shareholders, stemming initially
from the nature of a share and the shareholder. It is a fundamental
principle of English company law that a share is a proprietary riﬁht.26
The shareholder, as Gower points out“mﬁy even bind himself by contract

: : . 2 -
to vote or not to vote in a particular way" 7. It follows, therefore,

that prima facie shareholders may contract with each other or with out—
siders to vote against an alteration in the articles of association :
such a prime facie right can only be denied because it contravenes a
Superior right - g statutory right as Section 24 for example., It is
submitted that such an agreement does not contravene Sectien 24. The
Objection to a company including an article prohibiting any alteration
In the company's articles is that, 1f allowed to stand, the statutory

ot

bower of alteration of articles, established under S 24 of the Companies

T 1955 could not be exercised : a special resolution if passed, to
e ) . : 28 E
“ter the articles would otherwise be ineffective. On the other hand

shareholder agreement binding the parties to oppose any alteration of

Tticles, though it ensures that the articles will not be altered if the

North West Transportation v Beatty 1887 12 App Cas 589

Ly

<l Gower op cit 562 citing Greenwell v Porter (1902) 1 Ch 530 ang
fuddephatt v Leith (1916) 1 Ch 200

® Unless one accepts that the article ,though allowed to stand,is
itself subject to the statutory power of alteration.
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chareholding commanded by that agreement exceeds 25% of the voting
sower, can be regarded as an exercise of that statutory power. 1In
;uﬁmll v Eiiyﬁzc the court held valid an article which worked to
;gﬁrive a majority aegainst a resolution proposed under statutory

owers. The court accepted that this article did not vary the statu-
tory standard. In determining the validity of a weighted voting clause
established in the company's articles, Lord Upjohn commented of the
Inglish statutory recuirement that an ordinary resolution sufficed to

remove a director:

"All that Parliament was seeking to do thereby was to make an
ordinary resolution sufficient to remove a2 director. Had Parliament

desired to go further and enact that every share entitled to vote sl

o
o
=
Q

be deprived of its special rights under the articles it should have said

s0 in plain terms by making the vote on a poll one vote one share".

In recognising that such an article effectively prevented the
lirector from being removed and yet upholding it as an exercise of that
statutory power, the court emphasised the freedom of comvanies to attach
thatever voting richts they chose to shares under their Articles. This
freedom was one major factors influencing the court in their decision that
such en article constituted ultimately an exercise of the statutory
bower. Likewise, the freedom to contract in the menner in which a share-

der will vote stends as a factor indicating such an sgreement repre-

nts an exercise of the statutory power. The most telling indication

A

this exercise of statutory power is that the votes are cast. A share-

£

older agreement is it issubmitted akin to the type of article involved

oL e . 2 . S ; ) B n ) i
Ushell Rﬁith.~1 The court's reaction to that type of article, it

cr

submitted is eocually applicable to such an agreement : it does not

ort to deprive the company of its statutory power to alter its

rilie

les but rather binds the parties to opposing a resolution when that
211 m 1

tutory power is being exercised. The fact that the resolution is

“Ubmitted is indicative that the statutory power is being exercised.
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section 24 only seeks to achieve the alteration of the company's
articles if a special resolution is passed to this effect: it does
not concern itself with the manner in which that special resolution
is passed or defeated. Thus it is submitted that a voting agreement
vetween 26% of the shareholders binding them to vote against an alter-
ation of the company's articles cannot be treated any differently from
any other shareholder agreement. It represents a legitimate exercise
of their rights as shareholders, and does not violate section 24. This,
then, is the principal reason why the prohibition applicable to
shareholders voting for an article that purports to freeze the Articles
or to a company contracting out of its statutory right to alter its
articles should not apply to a shareholder agreement.

It is obviously crucial to determine whether the shareholders
can be regarded as the 'company' for these purposes: if they can, then
clearly the line of cases prohibiting the 'company' from contracting
out of its power tp alter its articles or prohibiting the general
body of shareholders from voting in favour of a prohibited article
mey apply to shareholder agreements. The Court of Appeal in Baily v
British Equitable Assurancg"gg32 recognised a distinction :

"But the case of a contract between an outsider and the company
1s entirely different and even a shareholder must be regarded as an
outsider in so far as he contracts with the company otherwise than in
respect of his shares.33

Certainly the shareholder in a shareholder eagreement is contract-
Ing in respect of his shares but not in the sense intended in the
Qwote, and not necessarily with the compeny. There is a fundamental
distinetion between the company and the shareholders for these purposes;
the prohibition applies only to the former. It is fundamental to the
®nclusion arrived at by Prentice>%in the quote referred to earlier
that g distinction exists between the 'company' and the shareholder
In relation to the effect of 8g4 of the Companies Act 1955. Likewise,
the court in Stewart v SchwabS”. in considering the effect of & stat
Wory provision identical to s187(1) of the Companies Act based its
%2 (1904 10n 374
33 ibiqg
%g op cit

56 4 S. Afr IR 791
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jecision on the distinction between the company and its shareholders
and directors:

"This section should not be interpreted so as to authorise a
preach of an agreement between shareholders and a director because
in terms the provision only authorises the disregard of the Company's
articles and of agreements between the Company and a director36'"

Viewing the shareholders in this context as subject to the
same prohibition on them from voting in favour of an article that
freezes the Articles has some appeal because the reality achieved by
the contract is that the articles will not be altered, which appears
similar to the effect of an article prohibiting future alteration.
Lord Reid in Bushell v_Egith§7 did concede that the effect of the
weighted voting clause, whose validity the shareholder agreement, in
this context by analogy relies on heavily "makes it impossible in
the circumstances....for any resolution for the removal of any
director to be passed if that director votes against it"§8 It is
implicit in the court's acceptance of such a clause that the end
result achieved is not determinative of whether the statutory prov-
ision has been violated. This applies to a shareholder agreement,
despite the apparent violence done to Section 24. The meaning of the
established prohibition appears limited to preventing shareholders
from inserting an article that purports to freeze the articles, and
Preventing the company itself from entering into a contract whereby.
1t purports to promise that the articles will not be altered: the
only method by which suchk a promise could be made good, it transpires,
s by fixing this commitment to a shareholding representing more than
25% of the company voting power.

THE AVAILABILITY OF AN INJUNCTION:

It appears to be generally accepted
that g mandatory, as well as a prohibitive injunction will be granted

% ivia p 794
v op aeit
38 ivid 1105
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to enforce the terms of a voting agreement - Puddephatt v Leith39 stands
es authority for this proposition. From this it follows that an injunc-
tion would be granted by the courts to enforce a voting agreement to
oppose an alteration of the company's articles if the agreement
stipulated this. Admittedly, the early cases do not specifically
establish the availability of an injunction to enforce a contractual
obligation to vote against an alteration of articles, but the generality
of the obligations undertaken in those agreements held to be enforceable
by injunction suggests that these two cases are capable of supporting
this conclusion. The agreement in Greenwell vyEorter4O held to be
enforceable by prohibitive injunction stipulated that the executors:

"shall not... take any steps or do any acts to induce or compel
them or either of them to relinquish their or his office of director,
but shall at all times to the best of their ability, by their votes
and otherwise, support them and each of them in their office."41

Presumably this term would extend to obliging the parties to the
egreement to vote against an alteration of the company's articles if
by such an alteration the company acquired the power to remove the
Plaintiff from his office as director.

There appears no reason why a voting agreement including an
obligation on its parties to oppose any alteration in the company's
articles should be treated differently from any other voting agreement
enforceable by injunction. However, it is equally generally accepted,
despite suggestions to the contraryl,l2 that an injunction will never lie
to prevent a company from altering its articles of association. In
5&@ V_Symons43 the court refused an injunction preventing the passing
of a resolution because "the company cannot controct itself out of the
right to alter its articles."*# The problem is that the only way that
& company's articles can be altered is through the shareholders voting
for such g resolution, as established by section 24 Companies Act 1955:
the implication of this case appears to be that the courts will never
interfere against shareholders voting in favour of a resolution being

39 21916; 1 Ch 200
40 1902) 1 Ch 530

41 ivid 531

42, British Murac Syndicate Ltd v Alperton Rubber Co Ltd 1915 2 Ch 186
43 (1903) 2 ch 506

4 ipvia 511
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passed altering the company's articles. This, it is submitted is
nisleading. It is quite true that’s company cannot contract itself
out of the right to alter its articles - but, as already indicated,
e shareholder may contract to vote against an alteration, as mey a
group of shareholders representing 26% of the company's voting power.
(In this respect, the "company" and its shareholders are necessarily
separate). Being a wvalia agreement, an injunction enforcing the terms
of the agreement should certainly lie. A confliect would exist between
Puddephatt v_Lg;ﬁQ?S and Eunt,v,Symons46 if the latter supported the
broposition that an injunction will never prevent shareholders, regard-
less of their contractual obligations, from approving an alteration
in the company's articles. The case certainly supports the proposition
that a company can never be prevented from submitting the resolution
to a vote - but does it extend to Justify a shareholder from voting
contrary to a binding agreement? The answey initially, must be no.
The reason for this limitation on the case is to be found in the
court's reasons for rejecting the injﬁnction - because'a company
cannot contract itself out of the right to alter its articlesd’
As has been shown, a voting agreement binding the parties to oppose
an alteration is not analogous to this prohibition but more akin- to
an exercise of that statutory, and shareholder power: if this distinc-
tion exists, therefore, there is no foundation for refusing an
injunction to enforce the terms of the agreement at the resolution,
and being a valid contract, and not contrary to statute, very strong
reasons for granting one.

The cases certainly establish the unalienable right of the company
to alter its articles. In Southern Foundaries v,Shirlaw,48 it was
held that an injunction cannot be granted to prevent alteration of
articles. In Peters American Delicacy Ltd v Hgath?g it was held that
a injunction cannot prevent an alteration to articles on the grounds
that it will result in a breach of contract. Trebilcock concludes

"It now seems the case that an injunction will never lie to
Yo prevent an alteration to articles of association in a way which

45 Supra Note 39
4 Supra Note 43
47 Supra Note 43
48 (1940) ag 741

4 (1939) 61 CIR 457
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ig inconsistent with a subsisting contract"?o

The comment "an injunction will never lie to prevent an alteration
to articles of association" means, it would appear, that a court will
never intervene to prevent the company's shareholders from voting
for a resolution altering the articles despite the fact that doing so
is "inconsistent with a subsisting contract". From this it would appear
that a party to a shareholder's contract may vote inconsistently with
the obligation undertaken in the agreement to oppose a resolution to
glter the articles, and an injunction preventing him from doing this
will not be granted: the only remedy of his co-contractors, it would
seem, would be damages. This is so if the case law establishing the
inalienable right of the company to alter its articles also means the
inalienable right of its shareholders to vote for such an alteration
if they s0 wish regardless of a contractual obligation to oppose such
en alteration. Logic appears to force this conclusion: there is little
meaning to the established prohibition on the inalienability of the
company's right to alter its articles if this does not confer on its
shareholders the same right because it is they, and only they, who have
the power to alter these articles. This produces a strange result in
that despite the fact that such a voting agreement is a valid one,
an injunction will not lie to enforce its terms: it is a valid contract
because it breaches no statutory power, (in being an exercise of that
power) and hence the case law on a company being prohibited from
contracting out of its power to alter its articles is inapplicable;

Vet in relation to the availability of an injunction, the principles
developed in refusing an injunction on the basis shown to be inapplic-
able to agreements by force of logic are particularly compelling in
relation to enforcing such an agreement by injunction. Such a result
iSCOmpletly inconsistent with the fundamental nature of a share as

® proprietary right, and imposes a limitation on the otherwise
Wrestricted ability of a shareholder to "bind himself by contract

to vote or not to vote in a particular way and his contract may be
tnforced by injunction"51 - in respect of contracts to vote against

a alteration of articles, this would appear not to be so.

0 The Effect of Alterations to Articles of Association (1967)
31 The Conveyancer 114
) Gower op cit 562
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If the line of cases affirming the inalienability of the "company* s"
right to alter its articles operates also on the micro level of its
ghareholders, rendering an agreement by them to vote against an alter-
ation of artiecles unenforceable by injunction, this result appears in
conflict with the two case352 establishing the availability of pro-
hibitive and mandatory injunctions in the enforcement of shareholder
sgreements.  The solution to this conflict ma be in the qualification
introduced by Sargant J in Puddephatt v Leith’> in affirming generally
the availability of such injunctions in enforcing shareholder agreements:

"Prima facie this court is bound ... to give effect to a clear
right by way of mandatory injunction. There are no doubt certain excep-
tions from this rule, as in the case of a contract of service, because

in such cases it is impossible for the court to make its order effectivg?

Many of the cases from which emerged the principle that a company
cannot be prevented from altering its articles dealt with directors’
contracts of service.s%s Sargant J,in referring to cases of a "contract
ﬁ‘service",intending these cases? I do not think so. The recognition
of exceptions to the availability of injunctions does recognise a
limitation on the availability of such a device to enforce a shareholder
égreement. There is, however, no reason why an agreement to vote
against an alteration in articles should represent such an exception,
éspecially on the criterion cited by Sargant J - that "it is impossible
for the Court to make its order effective". As Puddephatt v Leith?®
illustrates, it is easy for the court to enforce the terms of g voting
&greement by prohibitive or mandatory injunction : the Court simply
orders the shareholder to vote in the manner agreed. The nature of
this obligation clearly does not render it "impossible for the Court
to make its order effective". Enforecing an agreement by the company
o the other hand, not to alter its articles, in light of the gtatutory
Power of the shareholder to do so under section 24 of the Companies
et 1955, ig impossible. This, then, is one indication that the effect
of statutory power such as S. 24 is limited to the company, and not
s shareholders, and that this dis tinction, consistentwith the
distinetion operating in relation to the validity of agreements, applies
*qually to the question of the availability of injunctions, despite

52 ?reenwell v Porter (1902) 1 Ch 530 and Puddephatt v Leith (1916)
Ch 200

3 (1916) 1 ¢h 200
gg Ivid at 202 .
yRRE T ST oY ShiTtan, £1940) ¢ $088%°TTa5T) aetraiegls Lta

% (1916) 1 ¢h 200
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the apparently logical application of the case law to shareholder agree-
nents. In light of this distinction, an injunction to enforce such
en agreement, in line with their availability in general, is available.
The reference by Sargant J to "exceptions ... as in the case of a
contract of service" does not appear to be reference to the managing
director cases57 from which the established prohibition sprang, nor
the impossibility of the Court making its order effective a reference
to the inalienable right of the company to alter its articles, but
rather a reference to a basic principle of contract law in relation
to a typical employer-employee situation, which is indeed an established
exception to the availability of injunctions. As is stated in Cheshire
and Fifoot:o0

"It is undesirable, and indeed in most cases impossible to compel
en unwilling party to meintain continuous personal relations with one
enother ... it is well established that a contract for personal services
is not one specifically enforceable at the suit of either party".59

This, then, is the "impossible" element referred to by Sargant J.

As has been shown, a literal application of the established
prohibition on a company logically could be extended to encompass a
shareholder agreement. The different circumstances arising from a
shareholder agreement - quite apart from the fundamental conceptional
objections to the extension of such a prohibition - may prompt the
courts into reaching the result that the established prohibition on a
company does not extend to a contract entered into by the shareholders.
The prohibition developed in the framework of a contract involving
the company. However, as Trebicock points out:

"an alteration to articles can never itself constitute a breach
of contract. The breach is only committed when the company attempts
to act upon the alteration."60

This is one very good reason why the unavailability of an injunc-
tion to prevent a company from altering its articles should not be
®xtended to a shareholder agreement binding the parties to oppose an
“l¥eration : voting in favour of such an alteration does result in a

5T Supra Note 55
8 The Law of Contract 1978 Fifth New Zealand Edition

9 Ibid 534 .
0 op cit
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direct breach of contract - indeed, it is the breach of contract. It
is submitted that the correct principles governing this latter situation
correspond more accurately with the position of the company after the
articles have been altered, on which Trebilcock concludes that an in-
junction should be available to prevent a company from breaching a
contract:

"its position vis-a-vis the party contracting with it in relation
to a contract becomes the same in all respects as that of any other
person in the same position, and all ordinary contractual considerations

apply to it"61.

It is submitted that the position of a shareholder to an agreement
oppoeing an alteration of articles is identical. 1In considering such
an agreement, a choice will have to be made between extending the
established case law prohibiting a company from alienating its rights
to alter its articles to theshareholder or opting in favour of a recog-
nition of the proprietary nature of a share. There are suggestions in
the cases themselves establishing the prohibition on the company that
such recognition would follow, and that established prohibition on a
company limited to situations involving an article or contract to which
the company is a party. The judgement of Dixon J in Peters American
Delicacy Co. Ltd. v»Heathé? is accepted as supporting the prohibition
on a company alienating its right to alter its articles, and that an
injunction will not lie to prevent its shareholders from doing this:

"the better opinion still appears to be that the fact that to
alter an article involves a breach of contract can be no more than an
evidenciary consideration and does not in itself make the alteration
invalig, ©3

This apparently supports the proposition - at least the language
8ppears wide enough to include it - that a shareholder cannot be
restrained by injunction from voting in favour of an alteration to
articles. Dixon J also recognised however, that shareholders

"vote in respect of their shares, which are property, and the
right to vote is attached to the share itself as an incident of property

61 Ibid 115:the writer acknowledges that no judicial authority supports
this conclusion, but neither has it been denied.

62 (1939) 61 CLR 457
63 Ibid 503




to be enjoyed and exercised for the owner's personal advantage“64-

One interpretation of this comment — that "the right to vote -
is .. an incident of property to be enjoyed .. for the owner's personal
advantage" could be that this right may be exercised despite any
contractual limitations imposed on the shareholder. This, it is sub=-
mitted, is not the correct inference to be drawn. As soon as one
recognises the proprietary nature of a share - being "property", one
has to admit,prima facie, the right to enter into contractual oblig-—-
ationsin relation to that property - and equally important, the right
of that obligation to be enforced by injunction. The quote itself
specifically cites the right to vote flowing from that property. If
such a right to contract is recognised in relation to other spheres
of corporate activity, as undoubtedly it is, there appears no reason
why voting in respect of an alteration of articles should be regarded
in eny other light and consequently an injunction enforcing the terms
of this valid contract should be granted. Ultimately, the justification
for this is identical to the reasons establishing the validity of the
shareholder agreement : such an agreement is an exercise of the statu-
tory power under S. 24, akin to a weighted voting clause rather than
en abrogation of that power. Being a valid contract, in contrast to
an invaelid article, its terms should, in accordance with the mainstream
of judicial opinion on voting agreements in general be enforced either
by mendatory or prohibitive injunction. Such a result is sanctioned
by the original attitude of thecourts affirming the availability of an
injunction to enforce voting agreements.65 This, it is submitted,
should be the position adopted today in relation to one including
&n obligation to vote against an alteration inthe company's articles.

Reference to the court's reaction to shareholder agreements bind-
ing the parties voting in relation to other acts required by statute
%o be approved by a certain percentage of the shareholder votes supports
this., The court's reaction to a shareholder agreement relating to
these similar provisions are relevant to the issue of an agreement re-—
lating to alteration to articles. In.Stewart.v,Schwab66, the court had
4 Ipid 504
5 Puddephatt v Leith (1916) 1 Ch 200
6  (1956) 4 S. Afr LR 791
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no hesitation in granting an injunction against parties to a shareholder
agreement who threatened to vote in favour of a resolution, in breach
of the agreement, to remove the applicant from his office as a director
despite the fact that an identical statutory power to S.187 of the
Companies Act 1955 was involved. It is submitted in light of the
essential similarity for our purposes between 524 and S 187 (i.e. both
employ the statutory formula) that an injunction will be granted to
prevent parties to a shareholder agreement binding themselves to oppose
en alteration to articles from breaching that agreement. In fact, if
anything, 5187 provides a better foundation on which it could be argued
that such an agreement is invalid in that it contains an explicit man-
date to disregard in this context "anything in its articles or in any
egreement between it and him". If the company is to be assimilated
with its shareholders this mandate would appear to furnish a strong
ground on which such an agreement could be disregarded. The reaction’
of the court to this provision is, therefore, significant because it
sheds some much needed light on what can be regarded as the "company"
under such statutory provisions. The court in Stewart v,Schwab67 held:
"It seems to me that the words "notwithstanding anything in its
erticles or in any agreement between it and him give a clue to the
intended scope of sub sec (1). In the absence of clear words to that
effect it seems to me that this section should not be interpreted so
as to authorise a breach of an agreement between shareholders and a
director because in terms the provision only authorises the disregard
of the company's articles and of agreements between the company and
a director“.68

If, therefore, a distinction exists between "an agreement between
shareholders and a director" and "agreements between the company and a
director" - the former lying outside the established prohibition based
n s. 187 (1), it is clear that, in the context of agreements, a
Crucial distinction exists between the "company" and its shareholders
= Or else, the distinction made in the passage quoted would not be a
distinction at all. Quite clearly there are limits to this distinction;
Where the shareholders purport to vote in an Article stipulating that no

67 Ivia
68 Ibid p 794 (emphasis mine)
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further changes will be made %o the Articles, the court's invalidation
of this vote is based on the assimilation, for these purposes, ofthe
company and its shareholders. To this extent, the statutory based
prohibitions clearly do extend to the actions of shareholders. On the
other hand, where the company purports to contract out of its statutory
power to alters its articles, the distinction between the company and
its shareholders is a sharp one69. If, however, the distinction drawn
in Stewart V_§ghﬂ§bzo is a valid one - and it is submitted it is = in
the realm of agreements, the company and its shareholders are distinct
from each other, and this applies, if anything, more forcefully to an
sgreement entered into by shareholders amongthemselves than one between
shareholders and a director. An agreement between a company and a
director gipulating that the latter will not be removed from office

is invalid, because it breaches S187 (1); such an agreement between
gﬁﬁéﬁﬁf&%ﬁS%ﬁfﬁ&iﬁgd gﬁgngggegonggﬁogg'gﬁlgfggggtfgg“fﬁnthe company's
articles clearly falls in the second category of agreements. Section 24
does not, therefore, give the individual shareholder, or all the companyé
shareholders an unalienable right to vote in favour of a resolution

held under statutory powers regardless of their contractual obligations,
nor does it qualify their contractual freedom to vote in a particular
way on such a resolution. If a party to such an agreement threatened

to vote in favour of the resolution, an injunction, it is submitted,
would be granted to prevent the breach of agreement as it was granted

in Stewart v_Schwab71 in relation to a similar statutory power :

section 24, like section 187 (1) "should not be interpreted so as to
authorise & breach of an agreement between shareholders..."72

69 Southern Foundries (1926) Ltd v Shirlaw 1940 AC 701
70 op cit

71 Ibid

72 Ivbid 794




The result of the preceeding discussion is the proposition
that the established prohibition on = company contracting out of its
statutory power to alter its articles,73 1s not applicable to an agree-
ment between shareholders by which they bind th es to vote against

e
en alteration in the articles of the company. One the distinctions

tion to agree-
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\ r h an obligation
because it breaches S.24 of the Companies Act, and a shareholder bind-
ing himself to vote against an alteration. A few lines of Lora Greene
iR's judg ment in Greenhalgh v Ardene Cinemas Ltd'" however, appear to

=
suggest that in fact the distinction may be immaterial ; the conseguence

of such an interpretation for the shareholder agreement on the other
hand, are nothing short of traumatic. To eppreciate their significance,
1t is proposed to refresh the reader's memorv of the

t
original agreement
. 3 e i

[¢4]
3

ntered into in this series of ceses., The h rst action

0

e

summarises that agreement accuratel Yy it reads:
"the appellant entered into an sgreement

provide £11,000 in the form of subscriptions f

mpany which was in urgent need of that sum. The agr

vided for the allotment of certain shares to th
0 a

ors should vote with and
e e in control of sufficient votes
ble him to carry an ordinary resolut

Lord Greene MR in that case explained the effect of the agreement:

"The effect of that egreement, as far as the voting control of
thecompany was conc d, would have been this. The appellant would
have been a minority shareholder, and would not by himself have been

=
in a position to control the company, either in respect of an ordinary
C

3 Southern Foundries (1826) Ltd v Shirlaw op cit
4 (1946) 1 All ER 512
5 (1943) 2 A'ER 235
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was made between the 3 directors and the appellant in the following
76
terms..."

From this, it would appear that two agreements were entered into:
the first between Greenhalgh and the company, the former lending the
latter £11,000, secured by debentures and also in consideration of
certain shares being alloted to him; +the collateral agreement was
entered into by the three directors,at the very least,in their capacity
as shareholders in the company with Greenhalgh,

Of this agreement, Lord Greene stated in subsequent litigation
involving the same parties - and the same agreement:

"it is said that in the original agreement which was signed when
the appellant first became associated with the company, a term is to
be implied as a result of which the company would be precluded from
acting in any way which would interfere with the voting control which
he acquired as a result of that agreement. The agreement to which (it
is now admitted) the company must be treated as being a party.."77

Lord Greene MR appears to have accepted that the company was a
rarty to "the agreement". As already indicated, there were in reality
two agreements: if this "agreement" is a reference only to the issue
of shares and debentures receiving the loan of £11,000, then no problem
is posed: the company would naturally be a party to such an agreement.
It is more likely, however, that the reference is not so limited. It
would appear that the agreement to which the company was admitted to
be a party included the collateral voting agreement - because it was
this collateral agreement which gave the plaintiff "voting control".
"The agreement to which (it is now admitted) the company must be treated
as a party”appears therefore, to be a reference to the voting agreement
because it follows immediately on the heels of the agreement giving
the plaintiff "voting control"'78 and because there was never any
doubt about the company's participation in the agreement securing deb-
entures and issuing shares: the only agreement about which any uncert-

76 Ibid p 237
77 (1946) 1 AU ER 513-4

78 as Lord Greene MR had observed earlier in Greenhalgh v Mallard

(1943) 2 AU ER 237 the effect of the agreement alloting shares
was to leave Greenhalgh as a minority shareholder.
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tainty could have existed which ("it is now admitted") was the voting
sgreement between the 3 directors as shareholders. If the courts are
prepared to recognise the company as a party to such a shareholder
ggreement (and there is no doubt that it was this, since it bound the
parties to vote in a particular way as shareholders - the fact that the
parties were also directors, and that the agreement was collateral to
an agreement to which the company was a party,is irrelevant) then it
would appear that the prohibition on the company contracting out of

its right to alter its articles could apply to a shareholder agreement
binding its parties to vote against any alteration because the company
it would appear, will be treated as a party to that agreement. To view
the company as a party to a shareholder agreement in these circumstances
is a rather startling proposition; it is nevertheless, the view of
Pickering:in describing both actions, he states:

"In Greenhalgh v Mallard under the terms of a collateral agreement
three directors of a company had bound themselves to vote with and
support the plaintiff and so to give him effectively majority control ..
In later litigation the latter (Greenhalgh) instituted proceedings in
which he contended (inter alia) that this action (the subdivision of
one class of its ordinary shares) constituted a breach of the original
voting agreement because this contained an implied term to the effect
that the company would be precluded from acting in any way which would
interfere with the voting control which it conferred."79

In a footnote, Pickering observes:
"It was'admitted" in argu ment that the company "must be treated

as being a party to the agreement".BO

Thus, on this view, the "agreement" to which the company is to be
treated as a party certainly appears to include the shareholder agree-
ment; certainly this collateral agreement which the bPassage opens with
is the shareholder agreement: again, the "original voting agreement"
appears a direct reference to this shareholder agreement because it
%as the only voting agreement involved; indeed, the topic of this
bart of the article is concerned with shareholder agreements., Through-
out the treatment of this area, Pickering appears to accept that this

79 op cit 256 (emphasis mine)
80 Ivid Footnote 35
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company was "admitted" to be a party to the shareholder agreement,
raigsing the spectre of invalidity by the application of the established
case law on a company contracting out of its ability to alter its
articles.

lluch of the confusion stems from the apparent ambiguity in the
statement of Lord Greene MR "The agreement to which it is now
admitted the company must be treated as being a party"81.

The court had already pointed out, two agreements had been entered
into - one alloting shares to Greenhalgh, the collatersal agreement
binding the three shareholders to vote with the latter. The line
immediately preceeding this statement would appear to indicate that
"the agreement" referred to is the agreement giving the plaintiff
"voting control" referred to in the previous line. Which agreement,
then, gave the plaintiff voting control? The statement made by Lord
Greene in Greenhalgh v Mallard 82 that the effect of the agreement
alloting shares to the plaintiff would have left the plaintiff a
"minority shareholder"83, and that it was the collateral agreement
which gave the plaintiff "voting control"84 - suggest that "the
agreement“referred to in Greenhalgh v Ardene Cinemas LtdA85 giving
the plaintiff voting control can only be a reference to the collateral
shareholder agreement. There are, however, other indications that the
"egreement" giving the plaintiff "voting control" may have been a
reference merely to the agreement alloting shares to him. The first
indication of this is the comment on p 514 following shortly after the
statements giving rise to so much trouble, "the clauses of the agree-—
ment" which is the same agreement to which the company is admitted
to be a party: the point is however, that the clauses then referred
to belong to the agreement alloting shares, not the collateral voting
égreement. The possibility that the "agreement" to which the company
must be treated as a party as the one giving the plaintiff voting
tontrol is the agreement alloting shares and does not include the
collateral voting agreement derives further support from the follow-

ing comment:

81 (1946) All ER 814
82 (1943) 2 A| ER 234 .
83 Ipia 237

84 Ivia
85 (1946) Al ER 514
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"The effect of that transaction, the subdivision and issuing of
those unissued ordinary shares, was to put the appellant in a position
in which by force of his own voting power alone, he could prevent the
pessing of a special resolution. He obtained control of a further mea-
sure of voting power by means of a collateral agreement with the other

principal shareholders86.

If, therefore, the reference made by Lord Greene to the agreement
giving the plaintiff "voting control" - to which His Lordship appears
to have accepted that the company was a party - means no more than
the ability to block a special resolution, clearly this is only a ref-
erence to the main agreement. It appears, however, that the agreement
referred to does include theeollateral voting agreement, because "voting:
control” means naturally, the ability to pass or block an ordinary reso-—
lution: in his own right, Greenhalgh controlled only 19,213 votes out of
a total of 49,820. It was only through the collateral voting agreement
that he was able to pass an ordinary resolution i.e. exercise voting
control. Therefore, it would appear that the company was accepted as
a party to the voting agreement as well, simply through the particip-
etion of the three Mallard shareholder-directors. If in the Greenhalgh
vmallard87 situation the company is to be treated as a party to the
voting agreement, it would appear that an agreement by the parties to
Oppose any alteration in the company's articles breaches the prohibition
n a company contracting out of its power to alter its articles, because
the company itself will be treated as a party to it, and the fact that
the obligations involved in the collateral agreement were limited
to the parties capacities as shareholders does not alter that conclusion.
The agreement, therefore, breaches the prohibition.

86 Greenhalgh v Ardene Cinemas (1946) 1 AU ER 514 (emphasis mine)
87 1943 2 All ER 234. :
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CHAPTER ©

OTHER LIMITATIONS ON A SHAREHOLDER AGREEMENT s

The discussion so far
has revealed few grounds on which the validity of a shareholder agree-—
ment can be attached. The most important danger appears to be the
"fetter rule" - but as a ground of invalidity, it could be said to be
limited more to invalidating "directors“‘agreementsthan, strictly
speaking, the shareholder agreement: if the inclusion of one in the
latter type of agreement invalidates the agreement in toto, the |iabili-
ty being admitted arises from the "directors'agreement", or obligations
tentamount to this prohibited species, rather than from the shareholder
agreement. Generally speaking, the rule remains true in New Zealand
that "shareholders may join together and pool their votes in order to
accomplish what they could as individual”. L If a shareholder agreement
binds the parties to vote in a particular way on a matter that, as
individuals they could have voted on, it appears clearly beyong the
reaches of any claims of invalidity stemming from its collective aspect.
As has been repeatedly recognised, a vote is a proprietary right which
its holder may exercise as he wishesz; the shareholder, unlike the
director, is not a fiduciary under English and New Zealand company law3
liberating the shareholder agreement from any restriction that would
be imposed on its operation by virtue of that position. Though this
is generally true in respect of an individual shareholder, some re-
straint is imposed on majority shareholders in the exercise of their
votes and,a fortiorn on an agreement binding its parties to vote in
specified way where those parties together constitute a voting majority.
This restraint is that of "fraud on the minority". Application of the
Principle appears to be limited, initially at least, to an agreement
regulating the voting power of the majority shareholders, as opposed
to an agreement by parties who happen to represent a majority interest
in the company binding one member to lease land, for example, to the
Company. First, however, it is proposed to deal with the grounds on
Which a shareholder agreement may be invalidated independently of "fraud
°n the minority".

! Smith v San Fransisco & NorthemPacific Railway Company
115 47 p 584 (1897)

¢ North West Transport v Beatty (1887) 12 App Cas 589
3 Gower op 862
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The general limitation to which the shareholder agreements are subject,

like any other contract is outlined in the Commentary to the Canadian
Business Corporations Act 1975

"The common law rule is generally stated to be subject to the
gualification that the agreements must be for a lawful purpoge"4

Clearly this requirement applies to any agreement entered into in

New Zealand: one entered into for an "unlawful" purpose is clearly
invalid. The application of this criterion may raise minor problems.
As the commentary points, the most likely instance where such an
sgreement is likely to be held unlawful arises in breach of the "fetter
rule". There is a distinction however, in that Canada, the breach of
this rule entails a breach of staturoty law; in New Zealand, an

agreement involving a fetter on the directors' discretion could only
breach the company's articles since no statutory management provision
exists. Strictly speaking, therefore no breach of statutory law is
involved. The distinction may be unimportant: where an agreement
involving a shareholder-director involves a fettering of his discretion
as a director, the absence of a statutory basis does not dilute, in any
way, the unlawfulness of such an agreement: it is equally unlawful as
being in conflict with case law establishing the fiduciary duty and
hence,the fetter ruleF- Such an agreement therefore remains invalid.

This does suggest, however, that a shareholder agreement binding the
parties solely in their capacity as shareholders to vote on matters
delegated in the articles to the company's directors, though ineffective
and hence in practice not a fetter on the directors' powers, still has
~-for precisely the reason on the prevailing view of Article
80§-an unlawful purpose in binding its parties to do an act that is not

permitted by law.7 The general requirement of legality - or more
pointedly, the avoidance of unlawfulness - has to be satisfied. The
agreement couldtherefore, become subject to attack on unforeseen
grounds. lcCarthy gives such an example

"An agreement among...the shareholders which...constitutes a
Combination in restraint of trade, for example, will remain invalid"8

Para. 299
Clark v Workman (1920) 1 t.R., 197
Gower op cit 132

~ o U1 o~

The opposite conclusion is arrived at on the interpretation of
Article 80 argued by Goldberg op cit ante p

8 Meredith Memorial lectures op cit 468
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At first sight this statement appears correct. The problem is that
the prohibition on a shareholder agreement that constitutes a
restraint on trade stems ultimately from the application of the
principles of public policy. Statements made by Judson J in_Rhlguet
v Bergeson1o, admittedly in another context, nevertheless appear wide
enough to support the inclusion generally of the principles of public
order to shareholder agreements:

"I have the greatest difficulty in seeing how any question of
public order can arise in g private arrangement of this kind. The
possibility of injury to a minority interest cannot raise it. If this
were not so, every arrangement of this kind would involve quuiry...
Minority rights have the protection ofthe law without the necessity of
involving public order. This litigation isg between shareholders of a

11
closely helgd company... No public interest or illegality is involved."

lhere however no such "independent" protection is involved, as arising
from an agreement that represents an unwarranted restraint of trade,
rerhaps the application of the principles of public order may be
involved. It must be conceded that the opening statement admits the
exclusion generally of such principles to such g "private" arrangement.
Judson J cannot have intended such a general exclusion of the principles
of public policy: +the operation of the prohibition could not be
excluded merely on the basis that the agreement is a "private
arrangement" or else it is difficult to amagine how any contract could
be held to be a restraint of trade. As is pointed out in Cheshire and
Fifoot

"The concept of public interest admits of no precise limitation"12
The emphasis of Judson J's words, it is submitted, was placed on the
absence, in the agreement being considered, of any harm to anyone but
the partners-hence 'public order! was inapplicable. But an agreement,
however "private", that represents an unwarranted restraint of trade, it
is submitted, is invalid on public policy grounds because it does, by
definition, harm the public,

9 "phe doctrine of restraint of trade is based upon public policy" -
Cheshire and Fifoot: The Law of Contract 1978 5th N.Z. Edition p229

10 24 DIR 24 449

11 ivid 489-60

12 op cit 306
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Another limitation is apparently imposed on a shareholder agreement,
though it has affiliations with the limitations about to be examined.

"anyone, and a fortiown a dominating shareholder, may be liable if
he knowingly participates iu a breach of trust by the directors"13

Thus it would appear clear that a shareholder agreement which purports
to bind the parties in their voting to releasing the directors of the
company from their fiduciary duties leading to a breach of trust will
result in the liability of the contracting parties, and presumably such
an agreement would be invalid, likewise independently of fraud on the
minority, as being contrary to law. Likewise, on the authority of
Torquay Hotel Company Ltd v Cousins 14, a shareholder agreement
binding its parties to cause the directors to breach any contractural
duties which they owe to the company will similarly result in the
liability of those parties - though it is doubtful whether this would
constitute a ground of invalidity.

FRAUD ON THE MINORITY

There is no doubt that the principle expressed as "Fraud on the
minority", whatever its ingredients or limitations, represents a
ground on which votes cast at a general meeting of the company may be
invalidated. From this, it may appear logical that an agreement
binding its parties to vote in = manner that will result in a fraud on
the minority would likewise suffer the same fate as the votes cast in
pursuance of the agreement: indeed the «istence of an agreement
binding its parties to vote in such a manner appears to sit squarely
in the sights of the prohibition precisely because it does bind its
parties to vote in such a manner unless, of course, all its parties
agree not to act on it. If fraud on the minority is a ground for
invalidating votes which-it certainly is-despite the insistence that a
share is a propriety right of the shareholder, the limitation thereby
imposed might appear logically to extend to another incident of this
Proprietary right - the power to bind himself by contract to vote in
& particular way. Such an extension it is clear, would represent,
potentially, a very real limitation on agreements entered into
shareholders. It is proposed to offer a brief outline of the areas of
Corporate activity covered by an agreement whose validity may be
threatened by the application of this rule.

13 Gower op cit 561
14 (1969) 2 WLR 289
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It is clear that if the rule does apply, the agreements affected are
not simply those entered into by majority shareholders, nor is it
limited to "secret" agreements. Gower explains:

"There need not be an actual deceit... "Fraud" here connotes an
abuse of power analagous to its meaning in a court of equity to
describe a misuse of fiduciary position. Nor is it necessary that
those who are injured should be a minority; indeed, the injured
party will normally be the ompany itself, though sometimes those
who have really suffered will be a class, or section of members, not
necessarily a numerical minority who are outvoted by the
controllers"15

Gower proceeds to outline the circumstances in which the courts will intervene
to annul a resolution on the grounds that that resolution perpetrates
a "fraud on the minority". They are:

(a) Expropriation of the company's property: +the courts will
intervene to annul a resolution passed by the majority if by
such a resolution the majority "make a present to themselve'46
of property that belongs to the company

(b)  Release of directors' duties of good faith.

"If the directors have acted in their own interests or those
of a third party rather than in the interests of the company
or have not directed their minds to the question whether what
they are doing is in the best interests of the company, a
resolution of the general meeting will not protect them"17

(e) Expropriation of other members' property.

If the controllers use their voting power to deprive the other
members of their shares in the company, such actien will
represent a "fraud on the minority" unless it can be shown
that the resolution was passed in the interests of the company

as a whole.

(a) "Bona fide for the benefit of the company as a whole":
It appears that any resolution will be invalidated as a fraud
on the minority if it can be shown that the object of the
resolution, as judged by those passing it, is an improper

purpose.
15 op cit 864
16 Cook v Deeks (1916) 1 AC 564

17 Gower op cit 566
18 Some sort of objective test, however, does appear to exist -
See Gower op cit 521
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This obviously is only a brief outline of the ingredients of fraud on
the minority - brief because there is a strong suggestion that the above
considerations, are irrelevant in determining the validity of a
shareholder voting agreement. Clearly the validity of any votes cast at
a general meeting will depend, for their validity in large part on
avoiding the above results prohibited by the rule: +to this extent, the
prohibition of "fraud on the minority", on whatever view taken ofthe
agreement, will speak very directly to the effectiveness of any
agreement binding its parties to vote in a manner that results in this
state of affairs. Whether the principle prevents those vote s being

cast in the first place - because by doing so would perpetrate a fraud
on the minority is a separate, and for present purposes, more important

question because it threatens the validity of the agreement itself. The
examination of shareholder agreements so far has suggested that a
close relationship between the validity of the objects achieved and the
validity of the agreement itself, exists: the latter, it has been shown

depend in large part upon the validity of the former - subject to the
principle of severability. From this general approach, it was suggested
that an agreement which bound the parties to vote in favour of a
resolution that resulted in a fraud on the minority, as the vehicle of
such a result, f 11 alongside the votes cast. This possibility stems from the
introductory qualification to which all shareholder agreements, like any
other contract, are subject - that of "lawful purpose". If an agreement;
in binding the parties to vote on a resolution results in a fraud on the
minority, the link between the latter and the agreement appears intimate
- intimate enough to be included as a "purpose" ofthe agreement: to
accept that the purpose of agreement stops short at the obligation to
vote, without inquiring intothe effect ofthat voting, appears at first
sight unrealistic. This, however, was not the view of the court
(2dmitedly obiter) in the only case in the Commonwealth whichthe present
Writer has found dealing with this matter Judson J in Ririquet v

19
Bergeson ° observed:

"It is important to distinguish the present action, which is between
contracting parties to an agreement forthe voting of shares from one
brought by a minority shareholder demanding a certain standard of
Conduct from directors and majority shareholders. Nothing that can
arise from this litigation and nothing that can be said about it can
touch on that problem The fact that this agreement may potentially
involve detriment to the minority does not render it illegal and

Contrary to public order.

19 24DR 2 d 449
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If there is such injury, there is a remedy available to the minority
ghareholder who alleges a departure from the standards required of the
najority shareholders and directors. The possibility of such injurious
effect on the minority is not a ground for illegality.2C

Certainly such an interpretation encompasses fraud on the minority.

Thus the effect of the votes cast and the validity of the agreement
binding the parties to cast their votes, on this view, are separate
issues: the former it would appear, can never undermine the validity

of the agreement itself because the facus of attack must be directed
sgainst the votes cast in fulfilment of the agreement, and not against
the agreement itself. The terms of an agreement, it follows, will be
enforced, despite the "possibility"of a fraud on the minority resulting;
likewise, the probability or certainty of this result occuring would
eppear irrelevant as a consequence of this interpretation, separating

es it does the validity of the agreement and its effect. The agreement
is not infected by subsequent attacks made on the validity of the votes
cast under the resolution. Likewise, Judson J rejected any possibility
of the principles of "public order" as a ground for invalidating a
shareholder agreement on the basis that it injures minority interests.21

Thig, it is submitted, is the interpretation that would be followed in
New Zealand, It is not, however, the only view. The American position
is expressed in Ecclestone and Indiatlanticlnc22 where the court cited
with approval the following statement:

"the propositions that it is as legitimate for a majority of
stockholders to combine as for other people... the combination is
wnlawful only if 'the gain was to be at the expense of the corporation
or in some way was to work a wrong to the other stockholders' are

23

génerally recognised as sound law."

This view assimilates the validity of the agreement with that of its
%bjects: if the effect of votes cast in pursuance 9f an agreement
Tesult in a 'fraud on the minority', the agreement itself would, like
Ay votes cast, be invalidated. {t should be pointed out that the origin
of this view point can be traced back to the uniquely American attitude
that g controlling shareholder is under some sort of fiduciary duty to
the other shareholders: it is but a short step from this attitude, to

0 ibid 459
A1 ibid - see discussion ante p (o

2 29 NW 2 4 619 (1947)
< ibid 681
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invalidating a shareholder agreement that contains an inbuilt fraud on
the minority. No such foundation for invalidating such an agreement
exists in New Zealand or England where it is accepted that a shareholder
is not a fiduciary relation with his fellow shareholders: to mvalidate
en agreement on this basis would therefore take a much longer step in
New Zealand.
Finn remains undecided on this point24; nevertheless, Kruger indicates
that under English law, the effect of the votes cast in pursuance of an
egreement remains a factor to be considered in assessing the validity of
the agreement.

"Given no intention on the part ofthe parties = thereto to oppressive
or illegal conduct, a pooling agreement properly written ought to be

enforceable"25

If "oppressive conduct (significantly separate from illegal conduct) is
& pre-reguisite to tie agreement's enforceability, it would appear that
the effect of the votes cast, likewise, must be included before the
egreement is granted a clean bill of health.

It is submitted, however, that the view of the court in Rhlguet v
Eergosog26 would prevail in New Zealand. The principle of "fraud on the
minority" acts as one limitation on the power of a shareholder to vote

as he pleases.

The limitation is imposed only against the prevailing conception of a
share being a proprietary right which its holder may otherwise excercise
@s he pleases. In which category, then does a shareholder agreement
binding its parties to vote in a manner that results in a fraud on the
ﬁﬁnority fit? The "first principle" of such an enquiry must be the
Proposition that shares are proprietary rights, and, it is submitted,

this is where the assessment of an agreement will end:

24 op cit 100 Footnote 9
%5 op cit 565
%6 24 DLR 24 449
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The possibility of an attack being made on the casting of those votes,
on the ground that they constitute a fraud on the minority, is
precisely the reason that consideration of this ground of invalidity
will be postponed till those votes are cast:27 In any event, it is the
votes, and not the agreement, that will become subject to the attack,
and hence invalidated. The agreement remains in the realms of a
legitimate exercise of a proprietary right, the recognition of which
will subsist because its limitation operates independently.

There is, finally, a practical factor to be taken into consideration.
ks Gower points out:

"it seems clear that a resolution only impeachable as a fraud on
the minority is merely voidable and will be invalid until successfully
28
ettacked"

The foundation for invalidating an agreement binding its parties to
vote in a particular way is that the fraud on the minority resulting from
these votes infects the agreement itself. If however, the votes
themselves may be valid, however precariously, does this not serve as a
strong caution against automatically invalidating the agreement binding
its parties to vote in this way? It would appear strange to invalidate
the agreement if the votes subsequently cast remained valid because

they were not attacked, giving added justification forthe courts view
thhlgget v Egggg§g§29 that 'the possibility of such injurious effect
on the minority is not a ground for illegality'.BO

2T The distinction argued by Trebilcock (op cit, ante p ) in relation
to an alteration in the company's articles can be invoked to support
this conclusion: if an alteration in the company's articles cannot
be prevented because this act in itself will not breach an existing
contract, since this will only occur when the company acts on the
alteration, likewise it can be argued that a voting agreement, even
one of which it can be predicted with certainty that a fraud on the
minority will result if the votes sre cast, should not be invalidated
until it is in fact acted on. The possibility that the company will
not act on its altered articles, militating against preventing such
an alteration, applies equally to the shareholder agreement: if all
the parties to it agree, it too may never be acted on.

28 Op cit 563 Footnote 18
<9 op ecit
30

ibid 459
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It is submitted therefore that although shareholder agreements must be
for a lawful purpose, the principles invalidating the votes cast in

pursuance of this agreement as a fraud on the minority do not extend to
invalidating the agreement itself.

This interpretation has one further consequence: it disposes of any
possible attack being made on an agreement on the ground that by such

an agreement, "control" of the company is being sold. Gower recognises

y that

a majority shareholder, in selling his shares may have to account to the

that the American doctirne, as expressed in Perimanv Egl@@ann31

other shareholders if he receives a larger price for that controlling
block than they can, on the basis that control of the company is a
corporate asset, could be introduced into English, and hence New Zealand
law, under the head of expropriation of company's property. The
application of this doctrine to shareholder agreements could only arise
vhere a shareholder contracts to sell his majority shareholding but
retains some shares,31 or where a majority shareholder contracts to vote
as another person wiskwes in respect of shares representing a majority: in
both cases, there is a shareholder agreement, and in both, effective
control of the company has been transferred. As Gower points out:

"the only reason why they get a larger price is because their shares
enable the holders to appoint a board, and thereby gain control of assets
which belong not to themselves but to the company as a whole"33

An agreement by a majority shareholder to vote in respect of his majority
shareholding according to the wishes of another likewise may, if the

Price paid reflects an element in consideration of "control" being
burchased, become subject to an attack on the ground of expropriation of
the company's property - and hence a fraud on the minority; a voting
égreement threatened by the "sale of control" principle would necessarily
have to relate to voting at the General lMeeting, which in fact, is no

Teal extension of the fraud on the minority principle,. However, an
%reement whereby the majority shareholder sells a block of shares

giving the purchaser control but retains some shares himself34 could
become liable to attack on the 'sale of control! principle as a fraud on
the minOrity,

31 219F 2a 173 (1955)
32 if the majority shareholder sold all his shares, it wouldn't be a

shareholder agreement.

33 op cit 578

3 such an agreement, on Kruger's definition (op cit 557) is a
shareholder agreement - ante p
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It is, however, precisely because of this identification of 'sale of
control' as a fraud on the minority that "sale of control" could not
render an agreement invalid - because as has been shown, an agreement
should not be invalidated through the possibility that when carried out,
the votes cast will perpetrate a fraud on the minority. Even if the
agreement, and the effect of votes cast pursuant to it, were assimilated
in determining its validity, the likelihood of 'sale of control' being
accepted as a ground of accountability as a fraud on the minority is
slim, and was rejected by Kuper J in United Trust Pty v S. African
Milling Co.35 - though however did concede:

"The action of the majority can only be impeached if they receive a
larger price at the expense of other shareholders"36

Gower interprets this apparent rejection of his suggestion as a

recognition that the majority may be liable if .the result of the sale
is to harm the company or the minority.37

The sale of control has traditionally been limited to selling a majority
shareholding. It need not, however, be limited to selling the majority
shares: if control of the company is the guiding criterion, then this

may equally be sold by putting the control of voting those shares in
another's hands, as a typical voting agreement with an outsider

involving a majority shareholding. Regulating as it does majority voting
power at the General Meeting however returns us to the sphere where the
principle of fraud on the minority 2 therefore, gothing new
would emerge from the application of the Perlman v Egl@mg@}o doctrine in
relation to shareholder agreements.

35 (1959) 2 SAfrLR 426
36 ibid 433-4
31 op cit 579

38 op cit
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CHAPTER 7

STATUTORY REMEDIES AGAINST BREACH OF A SHAREHOLDER AGREEMENT:

The ultimate justification for entering into a shareholder agreement
in & small company is that it minimises many of the problems inherent
in this structure. One of the fundamental dangers of any involvement
in such an organisation however stems not 80 much from the peculiar
ingredients of its commercial success but rather from the inability of

a member to withdraw if necessary, 0'Neal describes the problems

created by this strueture:

"An unheppy shareholder in a close corporation often cannot get
out of the enterprise without serious loss. All of a large part of
his assets may be tied up in the business... He ordinarily does not
have a partner's power to dissolve the business unit... he cannot
dispose of his stock easily ... if there are restrictions on the
transferability of the corporationé shares ... irritated and obstinate
associates can prevent a sale"1
The same writer isolates the two principal dangers created within such
a structure:

"Deadlocks: The distribution of wting shares in a close corporation
ls often such that an eventual impasse is probable ... persons who are
to hold minority interests ... often bargain for md obtain a veto over
Corporate policies and decisions. Veto powers of course greatly
enhance the risk of eventual corporate paralysis. In the colourful
language of a Virginia Court, veto arangements empower a recalcitrant
shareholder or director to "embalm his corporation and hold it helpless
'++» 1n a state of suspended animation". Squeeze Outs ... whenever
control is not evenly divided ... and minority share holders do not
have a veto over corporate decisions, majority controllers and the
directors and officers whom they control often try to squeeze out the

1 "Oppugnancy and Oppression in Close Corporations" (1959) 1 Boston

College Industrial and Commercial Law Review 2
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minority shareholders ... A "squeeze out is a manipulative use of
corporate control to eliminate minority shareholders from an enterprise,
reduce their voting power or claims on corporate earnings and assets

or otherwise deprive them of corporate income or advantages."2

The forms of squeeze-outs vary considerably. The most common
form occurs when the shareholder-director—executives refuse to declare
dividends but provide high compensation for themselves in the form of
salaries or the perks enjoyed by directors, leaving the minority
shareholder who does not hold corporate office with 1little return
on his investment, An example of such a case is provided In Re Jermyn
Street Turkish Baths Ltd.3 A director in a small company died.
The only interest that passed to the administrators of the estate was
the director's shares in the company. Such an interest, divorced from
participation in management, was rendered worthless by the subsequent
actions of the two remaining directors - "no dividends were ever
declared and ... P's remuneration from the company was excessive."q
The appeal against the order under 8,209 (Companies Act 1055) was
allowed. Another frequent form of squeeze out occurs when the
shareholder—director-executives cause the company to issue a large
nunber of new shares, which they themselves buy at a grossly inadequate
price, thereby increasing their Proportionate control.5 Other forms
of giueeze outs include:

¢ Ibid 3 quoting Kaplen Block 31 SE 24 896.7 (1944)

3 (1971) 1 WLR 1042

4 Ivid

5> The reduction of a shareholder's proportionate shareholding, even
where the price paid for the new shares is adequate;may be a ground
on which the issue of new shares will be invalidated under s, 209
Companies Act 1955 under the equitable jurisdiction if it can be
shown that the action was framed so as to put into the hands of
the majority shareholder-directors "complete control of the company"
and to deprive the minority of his "existing rights as a shareholder"
= per Foster J in Clemens and Clemens Bros Ltd (1976) 2 A1l ER 268
at p 282.
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- majority shareholders causing the company to sell its assets
at an inadequate price to the company they hold an interest
in and then liquidate the olg company

- exhorbitantly high rents may be paid by the company for property
owned by the shareholders.

The shareholder agreement can €0 some way to providing a solution
to these problems. The most common type of agreement between share-
holders is the one by which they bind themselves to vote for a certain
person, often themselves, as directors, of the company. Another guard
against "lockins", "deadlocks", or "squeeze outs" is an agreement
entered into by shareholders compelling one to buy the shares of the
other, if the sller so wishes. Or a shareholder agreement may provide
that the parties to it, under certain circumstances will voteto
have the company put into voluntary liguidation. The existence of a
shareholder agreement may be relevant in solving the problems
engendered by the structure of a small company in another context -
namely its relevance under 8.217(f) of the Companies Act 1955, which
states that

"a company may be wound up by the court if ... the court is of
the opinion that it is just and equitable that the company should be
wound up".

Two cases 6 stand for the proposition that the repudiation of
obligations accepted in an agreement entered into by the members of
& company will constitute strong grounds on which the court will be
Prepared to exercise its discretion to wind up the company. The
foundation for this prediction is particularly compelling: through
Lord Wilberforce in Re Westbourne_GalleriesﬁLtd7 discounted the utility

or desirability of categorizing the circumstances in which this

discretion will be exercised,the existence of a shareholder agreement was

Specifically cited as a typical element likely to result in the

@pplication of equitable principles:

6 Re Westbourne Galleries Ltd (1973) AC 360 and A and BC Chewing Gum
(1975) 1 WLR 579
7 (1973) AC 360
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"The superimposition of equitable considerations requires something
more which typically may include one, or probably more, of the following
elements ... (ii) an agreement, or understanding that all, or some
(for there may be sleeping members) of the shareholders shall participate
in the conduct of.thebusiness"8
Thus it appears that the existence of an agreement between shareholders
stipulating participation in the management of the company will prove
a strong ground on which the court will exercise its discretion if
that obligation is broken. If, however, the breach of sach an
agreement is a persuasive factor in favour of the court's discretion
being exercised, equally the existence of an agreement allowing the
act comgained of will militate against the court's discretion being
exercised. The essence of Lord Wilberforce's judgment in Re Westbourne
pa}}g;igg_éﬁ@%_ is that in the "quasi partnership" situation, the
Articles often embody only imperfectly the total relationship of the
members, and that understandings contributing to this relationship
existing outside the Articles are to begiven effect on the just and
equitable ground; where, however, the acts complained of by the
applicant are done in pursuance of an agreement, the existence of such
an agreement would appear to fill the gap (created by the incomplete
nature of the Articles alone) on which the intervention of the just
and equitable ground is based. In this respect, the creation of rights
and obligations by such an agreement is identical tothe situation that
would exist if such rights had been contained in the Articles. In this
situation, it would appear that the just and equitable principle is
excluded., Nathan and Goldfarb support this view:

"If a written agreement setting out a code of procedural and
substantive rights of all shareholders exists in a particular case, we

believe that the courts would be inhibited in exercising their equitable
jurisdiction"1o

8 1Ivid 379
9 op cit

10" Compulsory Winding Up by Court" (1978)54 Canadien Bar Review 514.
The authors argue, however, that a difficult result applies in relat-
ion to oral agreements: X

"Where the agreement is unwritten and established to the
satisfaction of the court on oral evidence ... no such stricture
exists" (ibid) '

It is difficult to see why the distinction should exist: the
only ground would appear to be the possible difficulty the ;e;ponqent
may experience in proving an oral agreement, and yet thechsplnctlon
is made precisely after the oral agreement has been "established to

LAW LIBRARY
VICTORIA UNIVERSITY OF WELLINGTON
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Prentice however argues in relation to breach of such an agreement:
"a shareholder would be able to invoke as gounds for winding

up his company ... the failure of the other members of the company
to observe the terms of avoting agreement" 1"

Whether the existence of a voting agreement per se, and its breach,
affords sufficient grounds on which the court's discretionmy be
involved is unclear. The implication of the reference in Prentice's
quote to "a voting agreement" without any further qualification to
what type of voting agreement, suggests that this is so. Lord
Wilberforce subsequently elaborated on this point:

"The just and equitable provision nevertheless comes to his
assistance if he can point to, and prove some special underlying
obligation of his fellow member(s) in good faith or confidence that
so long as the business continues he shall be entitled to management
participation, an obligatior. so basic that if broken, the conclusion
must be that the association must be dissolved"12

As indicated by the earlier quote, the obligation need not be

limited to one of "good faith" or "confidence" but includes "an agree-
ment"13. The question remains, however: is the obligation in

itself sufficient to &tract the intervention of the equitable principle
or must the obligation in addition be "so basic that if broken, the
conclusion must be that the association must be dissolved"? Another
guestion of particular relevance to our present inguiry is whether
the agreement contemplated is limited to a voting agreement securing
participation in management, or o any voting agreement?

With respect to the first question, Plowman J In Re A & BC Chewing

1 i
GE@~4 considered:

"There Lord Wilberforce speaks of entitlement to management
participation as being an obligation so basic that, if broken, the

Lt . an15
conclusion must be that the association must be dissolved"

the satisfaction of the court": where this is so, in theabsence

of any peculiarity arising from orality, the consequences on the
availability of t%e equitable jurisdiction of an oral agreement
should be identical to those arising from a written agreement.

11 "Winding-Up: The Partnership Analogy": 89 Law Quarterly Review
(1973) 122-3

12 op cit 380

13 ibid 379

14 (1978) WLR 591
15 ivid p 591




The implication of this is that any "entitlement" alone to
menagement participation is sufficient to attract the court's
intervention because it involves, necessarily it would appear,
such & basic obligation. The result reached in that case, where
no enguiry into the significance of the right to participation in
management was undertaken reinforces. the view that such an assumption
was being made. Such an interpretation excludes, it would appear,
further enquiry into the questionof how basic the obligation proved
because its sufficiency flows naturally from the object of entitlement:
participation in management16. If this is the correct interpretation,
then it follows that a shareholder agreement stipulating participation
in management will always be a ground on which the company dll be
wound up under section if the agreement is repudiated.

Perhaps, in any event, if a further test of sufficiency of
"basic-ness" is being set up by Lord Wilberforce's quotes the reduction
of it to contractual terms will always fulfil this requirement. It
is submitted, however, that a further test before the "just and
equitable discretion" will be exercised is being imposed - that the
comment "so basic ..." is expanding on the nature of the obligation
required rather than necessarily following fromthe nature of any such
obligation. To accept that the . breach of an obligation per se,
without further inquiry into the significance of this obligation runs
contrary to the rationale set up initially justifying the intervention
of the court as expressed by 'ord Wilberforce:

"The foundation of it lies in the words" Just and equitable" ...
The words are a recognition of the fact that a limited company is
more than a mere judicial entity with a personality in law of its
own: that there isroom in company law for recognition of the fact
behind it, or amongst it, there are individuals, with rights,
€Xpectations and obligations inter se which are not necessarily

Submerged in the company structure"17

16 Support for this conclusion is derived from Re Westbourne Galleries
Ltd (op cit) itself andthe Canadian case Re Rogers and Agincourt
Holdings Limited (1977) 14 OR 2d 489: in both cases, the winding up
application under section 217(f) (equivalent) was successful despite
the fact that the respondent majority shareholders could have kept
the applicant on the Board with no adverse consequences to themselves
because they controlled the Board; this fact suggests that the mere
removal of a director is the influential factor in the court's
decision.,

17 op eit 379




Such a clear mandate to recognise the reality of the ompany structure
implies, likewise, that the court will scrutinize carefully the
reality of an obligation: a contract among shareholders, for example,
may well not qualify as embodying the required obligation if it
transpires that its terms had lapsed voluntarily, or in some other
way, the terms of the agreement had never been acted upon and that the
party seeking the winding up had acquiesced in this state of affairs.

It may bve, wondered, in fact, whether the fact that a shareholder
agreement securing participation in management has the force of contract
and hence law behind might not by definition exclude the availability
of the equitable principle. Certainly the express inclusion of an
"agreement" as a circumstance likely to result in the exercise of the
Jjudicial discretion suggests the contrary, and "agreement" appears
naturally to encompass a contract. Yet there are statements in Lord
Wilberforce's judgment that suggest that including such a circumstance
might in fact be inconsistent with the rationale behind intervention '
in the first place:

"The just and equitable provision does, as equity always does
enable the court to subject the exercise of legal rights to equitable
casiderations; considerations,-that is, of a personal character arising
between one individual and another which may make it unjust or
inequitable to insist on legal rights or to exercise them in a

particular way."18

It would appear, however, that the existence of a legal right to
enforce a contract entered into by shareholders which onewould have
thought excluded the necessity of falling back on equitable principles,
does not exclude the equitable jurisdiction being invok ed - either
in conjunction, or in substitution to that remedy. In any event, the
agreement entered into by that shareholder may prove deficient in
SOme manner, requiring the intervention of equity. The larger question
remains, however, - namely, the availability of the winding up order
°n the "just and equitable" ground where the respondent is acting
inconsistently with the applicant's legal rights. The need for the
intervention of the court arises precisely in order "to subject the

: . 19 .
®Xercise of legal rights to equitable considerations" - which appears

18 ivig
19 ipig
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to imply that its availability might be limited to situations where
the defendant is exercising a legal right. This might appear to cast

against a defendant in breach of a contractual right stipulated in
an agreement entered into by shareholders. However logical such

a limitation may appear to be, Plowmen J In Re A & BC thwipg»Gum?o
granted a winding up order under the just and equitable principle
precisely on the basis of a breach of a shareholder agreement securing
for the plaintiffs participation in management.” The exelusion

resulted, therefore, not from the exercise of the defendant's legal
rights which the equitable discretion should temper but rather in

defiance of the plaintiff's legal rights - specifically his contractual
rights - from which foundation theequitable discretion was granted.

"I have come to the conclusion that I ought to exercise my
discretion by making a winding up order. The fact remains that the .
Coakleys have repudiated the relationship established by the shareholders
agreement and the articles. The case, is, in my judgment analogous
to the expulsion type of casewhich the House of Lords was considering
in the Westbourne Galleries case, although, as I have said, this
is not a mse of one side making use of its legal rights to the prejudice
of the other. The Coakleys had no legal right to do what they have done.
Lord Wilberforce said at p 380 ... There Lord Wilberforce speaks of
entitlement to management participation as being an cbligation so basiec
1f broken the conclusion must be that the association must be dissolved.
In the present Ccase, management participation was secured by Topps'
right to appoint and remove an "A" director, and that entitlement hasgz
been repudiated. I do not read the passage which I have read from
Lord Wilberforce's speech as depriving me of a discretion, but in the

€Xercise of that discretion, I propose to make a winding up order21

Clearly, therefore, the fact that he plaintiff has an enforceable
legal right, which presumably could be enforced independently of
Séction 217(f) of the Companies Act 1955, and the fact that the
defendent is in breach of this legal right will not preclude the court

20 1975 1 WLR 519
21 1975 WLR 591
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from winding up the company on the just and equitable ground. On

the other hand, Plowman J's statement"I do not read the passage which

I have read from Lord Wilberforce's speech as depriving me of a
discretion® 2?2 Serves as sme recognition of the conceptual inconsistency
of granting an order on the Just and eguitable ground where the
plaintiff is enforcing a legal right and the defendant is in breach

of this right. This does indicate that the existence of g legal

right on the applicant's part, arising from the breach of a shareholder
agreement, will not necessarily strengthen the case of that applicant
seeking a winding up order on the Just and equitable ground.23

One thing, however is clear as aresult of hese two cases: in
determining whetherit is Just and equitable that a company should
be wound up on an application for such an order under section 21T L)
of the Companies Act 1955, the existence of an agreement between
the shareholders securing participation in the management of the
company will be a decisive factor in the success of such an application.

22 1ibia

23 Could the just and equitable ground be invoked if another
understanding, independent of the rights created by the company"'s
articles and independent of a supplementary agreement entered
into by the company's shareholders, be pointed to? It is
doubtful. The existence of an independent agreement between
the shareholders is likely to be accepted as embodying the
limits of any rights existing outside the articles which, in
equity, ought to be enforced. The only relevance such
an alleged understanding existing beyond the shareholder
agreement might have would be possibly as constituting an implied
term of that former agreement. If such an understanding is to
be relied on to invoke the Just ad equitable ground, it meets
the objection that if it was intended to create rights by such
an understanding, it could have been included inthe shareholder
agreement. The same argument however is inapplicable in
relation to the shareholder agreement/Articles comparison, due
to the special features of the latter.
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What is less clear, however, is the significance to be attached to
a shareholder agreement dealing with matters other than participation
in management in the determination of whether it is "just and equitable"
that such an order should be granted. Some statements in Lord
Wilberforce's judgment indicate that such an agreement would be
on a par with one dealing with participation in management.

"It would be impossible, and wholly undesirable, to def ine the
circumstances in which these (equitable) considerations may arise."%4

This suggests that the existence of an agreement stipulating
a dividend policy, if breached, might, identically to a breachof
an agreement securing participation in management, be a ground of

winding up.25

Subsequent statements indicate however that the
criterion later outlined on which the assessment of a winding up
order will be made, are orientated principally to the exclusion
cases., For present purposes, it is especially important that in
citing the relevance of "an agreement" to the assessment in progress,
the apparent qualification“that all or some of the shareholders

shall participate in the conduct of the business"26 is introduced,
thereby creating the possibility that an agreement dealing with
other aspects of corporate activity will not command the immediate
relevance (if any at all) as one securing participation in
management. Such a possibility becomes more probable by the undoubted
categorisation subsequently introduced (but perhaps with retroactive

n27

effect): "My Lords, this is an expulsion case This must serve

as a caution on assuming that an agreement 8ecuring a minimum dividend
policy will be equally relevant as a ground on which the company
will bewound up. Little justification for this distinction, if there

1s one, exists: the circumstances justifying the court's equitable

<4 '~ap it 370 ‘

25 Support for this view is gained from In Re Roger§ & Agmmicourt
Holdings Limited (1876) 12 OR 24 386: +the Divisional Court
accepted repudiation of an agreement that the applicant should
be entitled to a shareholding in the company as a ground for
winding up the company on the just and equitab}e ground }f such
repudiation showed that the confidence the applicant had in the
respondent had been destroyed - supra p 396.

26 ibid
27 ibid 380
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intervention under section 217(f) as Lord Wilberforce appears
originally to have recognised - may arise equally from the denial

of an agreement securing participation in management. Indeed, where
the Articles subject the dividend policy to the general meeting, and
an agreement binding the shareholders to vote with a certain party on
dividends is thwarted by an alteration in the Articles (making the
dividend policy of the ompany the preserve of management) exclusion
of that party from any influence in that policy because he is not a
director, appears a prime candidate for the mtervention of the courts
on the just and quitable basis under section 217 (f) . However the
distinct orientation towarad exclusion of management cases that
developed in Lord Wilberforce's judgment casts some doubt on the
availability of the winding up order where the agreement pleaded
relates to matters other than participation in management.

There is a strong miggestion in Bg_@gg};g_@gi}g;QgMLim;jgg28 that
in certain circumstances, the existence of a shareholder agreement
will be relevant to an application under section 209 Companies Act
1955. In defining the ingredients of "oppressive conduct", Turner P
Observed

"I much doubt whether a decision by a majority vote of shareholders
not to alter the Articles of Association ... can ever, in any
circumstances amount to conduct .+« 1n a manner oppressive to those
Sponsoring the proposal. Certainly it cannot amount to oppressive
conduct unless there is shown some undertaking, express or implied, i
on the part of the majority that they would agree to such an alteration@“

Clearly, therefore, the existence of a shareholder agreement
containing a commitment by the majority of shareholders to agree to
an alteration in the company\.articles may, if breached, constitute
"oppressive conduct’ on the part of the majority, and hence justify
an order under s.209 of the Companies Act 1955, Furthermore, Turner
P's comments indicate that the refusal per se of the majority to alter
the articles in breach of the "undertaking, expresss or implied" may of
itself fulfil the ariterion of oppression advanced by Buckley LJ in

Re Jermyn Street Turkish Baths EEQ;BU on this new, such refusal will

28 (19731 NZIR 214
29 ibid 229
30 (1971)1 WLR 1942
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itself result in the minority being "constrained to submit to some-
thing which is unfair to them"31: such refusal is the "overbearing
act or g&titude on the part of the 0ppressor."32 The alternative
interpretation of Turner P'g comments is that other circumstances

resulting in an inequitable distribution - which render the refusal
of the majority not to alter the articles oppresgsive but that there
may be circumstances when a refusal to do 80, though in breach of an
undertaeking will not automatically be construed as "oppressive
conduct", This, it is submitted isthe better approach: It does not
necessarily follow that a refusal on the part of the majority to alter
the articles, though in breach of an undertaking, will be "unfair"

to the minority or that such refusal is "some overbearing act".

The context of Turner P's comments does lend support to the stricter
approach however, in that Hisg Honour wag considering specifically

the possibility of Viewing as "oppressive conduct", the refusal of

a majority to alter the articles in isolation: it is in this context
that the proviso "unless there is shown some undertaking, express or
implied ,.." appears. It could be concluded from thisthat the
refusal, if such an undertaking exists, would constitute oppressive
conduct,; the better interpretation of Turner P's comments, in light of
the whole case, 1s thatag a general rule, the refusal of a majority to
alter the company's articles will never constitute oppressive conduct,
but the existence of an undertaking by that majority to alter the
articles when breached may render such refusal oppressive: the

breach of the undertaking, therefore, creates the possibility of mich

a refusal being oppressive conduct, which will be Judged by the court
in light of gl1 the relevant circumstances of the case, but that

the breach of such an agreement or the refusal per se will not

necessarily render the majority's refusal oppressive conduct.

A further point is raised by Turner P's comments in Re Empire
ﬁuilding Ltd?3 the undertaking envisaged is an "expresss implied"
Py R = . .. . g
one that the majority "would agree o such an alteration". t would

31 ibid 1060
32 ibig
33 op cit
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appear therefore that where a shareholder agreement has as oneaof

its implied terms an underteking by the majority to alter the
articles, breach of this implied term will be & elevant factor in

the court's assessment of whether the efusal of the majority is
oppressive. Could therefore an agreement by majority shareholders
securing participation of a minority shareholder as a director
give rise to such an implied term if, in their present form, the
articles make this impossible, and hence, to fulfil the principal
obligation, the majority must alter the aticles? Logically, such

a term would appear to be implied by the agreement. Against this
however, is the established reluctance of the courts to read any
implied terms into shareholder contracts.34 It is doubtful therefore
whether such an undertaking will be accepted as existing by implication
in relation to a shareholder agreement. If it is implied however,
clearly it is relevant to an application under s.20C Companies Act

if breached. This reluctance casts some doubt on whether such a term
will be implied in a shareholder agreement, though clearly such a

possibility was envisaged by North P.

34 Greenhalgh v Mallard (1943) 2 AlIER 234: see discussion at p




THE SHAREHOLDER AGREENENT AS AN ESTATE PLANNING DEVICE

Perhaps one of the most effective uses of the shareholder agree-—
ment lies in the potantial as an estate planning device, especially

in the context of small private companies. Before appreciating its

potential in this sphere, it is necessary initially, to understand the

problemsconfronting the small company and its members and dependants
' when one of its members dies.

The small company is characterised by its shareholding being
held by relatively few people who are actively involved in its man-
agement. Generally this shareholding will represent the members"

major asset upon death;while alive, their participation in the company

Will constitute the members! principal means of livelihood. The
death of a member of such a company, flowing from these characterig-—
tics, poses acute problems for the estate and heirs of the deceased
as well as for the corporation;more over the problem is compouded

by the divergence of interest be tween the estate of the deceased
and the sur ing members resulting from the death of that member.
The interests of both camps are briefly examined independently.

The interest of the estate, family or heirs of the deceased is
dominated, initially, by a need for cash to pay for funeral and
brobate costs, estate taxes anddebts: since the principal asset of
the deceased lay in his shareholding in the company, resort will
lnevitably be had to this asset in order to pay these costs: some of
these shares will have to be sold in order to produce the reguired
Cash: in a private company however, this is no simple procedure.

The company's articles may establish a restriction on sales; even in
the absence of such restrictions, shares in a private com pany comm-
@nd no ready market, since buyers will seldom be interested in any-
thing less than a controlling interest. Thus, the only real market
for these shares lies in the remaining members of the company; if

If the deceased held a minority shareholding, however, the
femaining shareholders will still be able to maintain control ind -
Pendently of this shareholding: there will consequently be little

lncentive for them to buy out this remaining shareholding.
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And yet, independently of the need for ready cash, it is clear that
the interests of the estate lie in selling the shares. The first
reason is peculiar to a small company: usually its shareholders
taketheir profits from the company in salaries, rather than dividends:
this makes the shares g particularly unattractive investment for

the estate and heirs, their interest naturally lies in a high div-
idend policy which a small company will seldom pursue - normally

they will not benefit at all from payment in salaries because they
will seldom be managers. The death of the member usually cuts off all
revenue and income for his family. 1In addition, keeping the shares
renders the estate's security dependent on the fortunes of a small
business which ywithout the participation of the member now deceased
nay not be an attractive Proposition.

The position of the surviving shareholders is likewise jeopar-
dised by the death of a member. As hes already been pointed out,
continuous harmony and mutual confidence are crucial to the success
of such an operation. The tension generated by the estate re taining
the shares, resulting in an unwanted associate or an "inactive share-
holding" is detrrimental to the success of the operation, dependent
@ 1t is on harmony. Identical results may occuc where e membery Gwon a
minority interest: they may be completely at the mercy of this
unknown newecomer, represented by the estate, or an outsider to whom
the estate has sold its shareholding: the survivors may find them-
selves with a frozen investment.

The death of a key shareholder in the company may also be detri-
fental to the company itself: its credit position may be affected,
or emyloyee morale may be harmed.

The foregoing is sufficient +to indicate that all parties concerned
have an interest in finding a scheme whereby the shareholding of the
deceased shareholder in the company can be transferred smoothly to
the surviving members of the compa any . It will come as no surprise
to the reader, to learn that that scheme is the shareholder agree-—

Dent,




- 125 -

Huberman explains:

"The most satisfactory solution will be to provide, through an
appropriate agreement entered suring the lifetime of the parties
for the controlled liquidation, through purchase and sale, of the
shares of each shareholder upon death... The only effective solution
therefore would seem to be a mutually binding agreement under which,
upon the death of the decedent the estate is bound to sell and the
survivors are bound to purchase all the shares of the decedent at a
specified or future determinable price.” é

An example of such an agreement is to found in Gagpanni v
Gasgannl 2 described in the judgement:

"an agreement made between the late Dante Gasparmi and his four

surviving brothers... the five brothers signed an agreement
which provided that upon the death of one of the parties, the survivors
would purchase from the personal _ representatives of the deceased

party all his shares in the corporation at a price equal to the
value of such shares as set out in schedule A"

The appeal of such a scheme to the estate is that it assures them
& market - often the only market for the deceased's shareholding,
guarinteeing a fair price for that interest, and removing the element
of uncertainty or delay that might otherwise arise if an outside
buyer had to be found. To guard against the worst conseguences of
delay in the implementation of such a scheme, the agreement may stip-
ulate that an income be paid to the estate in the interim period till
the cash in received from the sale of the shares. Again we turn to
basparini v Ga aspanni u as the example:

"The agreement contained the following provision: wuntil the bal-
ence of the purchase price of the shares of the deceased party to
this Agreement... is pa 2id, the widow of the deceased pary to this
dgreement shall receive from the Company, and the surviving parties
to this agreement shall cause the Company to pay to the widow of the

deceased party to this Agreement a salary..

1-"Buy and Sell Agreements for Canadian Close Corporations"
Canadian Bar Review 1963 VOL XLI 543

2, (1978) 20 OR 113
3. ibid 114

4. op cit

L.

A 17 4
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The court held that in her capacity as executrix and trustee
of the estate of her husband the widow could sue on the agreement.
The case illustrates the advantage of fixing such an obligation on
to the shareholding of the company : 6 if fixed to the company itself]
it could be attacked as being ultra vires and not "bona fide in
the interests of the company".7 Being held to be a valid agreement,
however, it assures the surviving members of the company full owner-
ship of the company and freedom from interference from outsiders,
removing the dangers of unwarranted associates or an inactive share-
holding, thereby reducing the possibility of future conflict fatal to
a small company. The agreement likewise confers on the company con-
tinuity and stability through ensuring harmonious and familiar manag-—
ement, and the prospect of security and certainty in the future
achieved by the agreement could enhance - at least maintain - the
company's present credit rating. Indeed the execution of such an
agreement is likely to result in a similar element of security
enjoyed by the parties to the agreement while alive in charting a
certain course in an area otherwise only viewed with uncertainty -
in addition to fixing a value on the interest of the shareholder
that his family will receive.

Validity of the Agreement in New Zealand :

The validity of such an agreement, in line with shareholder
agreements in general, appears assured in New Zealand. The power of
disposition of a share, inherent in the nature of a share as a
proprietary right 8 is fundamental. Such an agreement is no different
from any other contract having present effect but postponed enjoyment.

6. Quaere: how could the brothers "cause" the company to fulfill the
obligation? If the obligation is in the management sphere, absent
an alteration of articles, they could not direct the directors to
pay out, and they themselves cannot contract as directors, due

to the prohibition on directors' agreements due to the fetter rule.

At some stage would not such a gratuitous payment be ruled ultra vires

Or expropriation of the company's property?
T - Parke ()a.\\/ Ve wg
8. North West Transport Co. v Beatty 1887 12 App Cas 589
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As a contract, it is supported by mutual consideration. Though not
considered to be testamentary, it would appear wise to ineclude in the
will of the parties a specific reference to the agreement. From
Gasparini v gasparini,9 it would appear that the heirs of deceased
estate cannot enforce the agreement in their personal capacity since
they are not parties to the agreement;the executor or the trustee of
the deceased's estate,however, will be entitled to enforce the agree-
ment, and may be granted specific performance of the agreement,

llore problems arise however in relation to obligations contained
in such agreements undertaken by the shareholders of the company
causing the company to perform an act: it is one thing to allow a
non-party to enforce an agreement under which he is entitled to a
benefit, it is another to hold a non-party to a contract to be subject
to the burden of that contract - and the company in such agreements
is seldom a party. The court in Gasparini v Gasparini 10 found no
difficulty with this problem, and was even prepared to grant specific
performance of the obligation on the company., It held:

"It is our view that this priciple does not preclude the order...
where the real interests of no persons other than the contracting part=
ies are affected by the order. The corporate defendant "the third party"
is nothing more than the instrument by which the five brothers carried
on business. No one else had any interest in it and therefore, no one
else but the shareholders can be affected by any practical burden or
liabilities imposed on it":]1
It should be painted out that imposing the burden of buyinﬂ the
deceased's shares on the shareholders of the company in New Zealand
has another practical advantage in that the only alternative purchaser
of these shares - if the same advantages of such a scheme are to be
reaped - would be the company itself; such a possibility does not
exists in New Zealand as a compaeny is prohibited from buying its

own shares.12

Thréugh lack of any valid alternative, the shareholder
agreement may prove the only device by which the problems arising

from the death of a member inherent in the small company itself, may
be minimized. This leaves however, one major problem: how to finance
the purchase of the deceased's shares. If convenience and security

are the ultimate benefits of such a scheme to all the parties involvedg,
clearly the ability of the survivors to purchase the deceased's shares,

o)

Joe op ¢it

10. op cit

11, 4ibia 116

12, Trevor v Whitworth 1887 12 AC 409
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once the contractual obligation to do so has been entered into, plays

a key role in achieving these goals: it is indeed "the flesh which
covers and gives life to the skeleton" 13 ie the legal structure of the
egreement. The most effective guarantee of adequate finance being
available when it is needed is that of business life insurance.
Huberman explains:

"The purchase of business life insurance is usually found to be
the most satisfactory method of funding the buy and sell agreement, for
the disaster which will create the need for the cash can also be util-
ized to provide that cash. The main advantage of life insurance is that
it creates, at moderate cost, a special kind of sinking fund which
guarantees that a definite amount will be available at an uncertain
time in the future, that is, the death of one of the parties."14

In view of the prohibition in New Zealand on a company purchasing
its own shares, such a scheme must necessarily be limited to the
participation of the shareholders. Such schemes are labelled "cross
purchase" schemes under which each shareholder insures the lives of his
fellow shareholders, naming himself as beneficiary of each policy.
Again,fGa,sparini V‘Gasparini15 brovides an example of such a scheme:

"the five brothers, the only shareholders of the defendent
corporation, took out insurance policies on each other's lives in the
amount of $100,000." 16
Outside the field of family companies, a problem may arise because
normally the relationship existing between shareholders is insufficient
to support an insurable interest. In relation to a small company,
however, its dependence on the personal participation of its members
would appear to confer upon each shareholder a pecuniary interest, and
hencé insurable interest, in the lives of his fellow shareholders:
Clearly the death of one of them will cause financial loss to the
company eand hence, to the surviving shareholders. It would appear
unlikely however whether such an interest arises in relation to a
"sleeping" member - though he, of course, would have a financial interest
in the livés of the active members.

The effectiveness of a buy and sell agreement will depend, initiallx
on its validity under the law; being an agreement, this will tend to
be mainly the principles of the law of contract. Once its validity has

u

13, Lawthers:Business Purchase Agreements 1950 P3
14, op cit

15, op cit

6.  ibid p 114
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been sanctioned as a valid contract however, the effectiveness of tha
agreement, as with any other contract, will then depend upon the precise
provisions of the agreement being enforced. Beacause most buy and sell
agreements are entered into for similar reasons in the(estate context)
inclusion of the following provisions is suggested as necessary
ingredients of a water tight agreement that will be appropriate in

most cases:

1. = The names of the parties to the agreement

2. = A description of the parties' shareholding in the company

3. = The preamble - stating the purpose of the Agreement

4. —= The obligation on the parties to purchase the required life insurance
policies

5. = The obligation to maintain payment of the premiums on such policies

6. = A restriction on the exercise of owvnership rights in these policies
till the death of a party to the Agreement
T = The commit ment on the parties, their heirs, executors, administrat-
ors and assigns to sell those shares
8. = Inclusion of a formula by which the shares are valued
9. = Stipulation that the insurance proceeds of the survivors are to be
used solely for the purchase of the deceased's shares
10.- Restrictions on inter vivos sale or transfer
11.- Provision for the amendment, revocation or termination of the
Agreement with the mutual consent of all its parties, and
automatic termination of the agreement upon the:
- bankruptey, receivership or dissolution of the Company
- death of both shareholders within a short space of time
- at the option of any insured upon the failure of the owner of any
policy to pay the premiums, or if the owner assigns, surrenders or
borrows against the policy
12. = Binding the heirs, executors, administrators and assigns of the

parties tp the Agreement.
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Appendix A

"Each party hereto respectively covenants to exercise all the
voting and other rights vested in him as holder of the said shares
in the Company to ensure as far as each are able so to do the due
fulfilment by the Company of any act or thing necessary to implement
this Agreementhand Oppose any act done by the Company likely to
frustrate or hamper the voting control of the Company held by AB"

Appendix B
"Neither party hereto shall at any time sell or attempt to
sell or otherwise dispose of any shares in the Company beneficially
owned by him and registered in his name or in the name of his nom-
inee unless he shall first offer to sell such shares to the other
party to this Agreement.u

1. The Conveyancer 21 1957 723
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