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Introduction

Businesses are entities that provide goods or services to others.  In order to provide goods or services, businesses must obtain funds to buy assets.  This broad description of the nature of business would include non-profit associations and government, however "business" is usually confined to for profit enterprises

Topics Covered in the Course:

1)  Three Forms of Business Association

(i)  Sole Proprietorship

· one person is the "owner" of the business

· look briefly at relationships with creditors and tort victims

(ii)
Partnership

· more than one owner - relationships between owners relating to the management of the business now need to be dealt with - the law with respect to partnerships governs the relationship between the owners with respect to the management of the business

· relationships with creditors and tort victims become more complex – partnership

law also deals with these relationships

(iii)
Corporations

· the corporation is treated as a separate legal entity

· the "owners" (or "shareholders" or "members") typically have limited liability (i.e. their liability to creditors and others is limited to the amount of their investment)

· there is greater potential for a very large number of "owners" many, or most, of whom will have little or no involvement in the management of the business - thus the relationships among the owners themselves and between owners and managers becomes more complex - corporate law governs these relationships

· the corporate form of organization, its separate personality and the limited liability of the "owners" of the corporations also complicates the relationships between the corporation and creditors, and between the corporation and other persons affected by the activities of the corporation

2)  Agency

· an agent is typically defined as a person who affects the legal relations of another person (usually by entering into contracts on behalf of another person) 

· agency law concepts are at the root of the law of partnerships and corporations

Objectives for Evaluation

· Basic Understanding: short questions testing recollection and understanding of basic concepts and terminology

· Comprehensive:

(i) Identify Issues

(ii) Set Out the Law

(iii) Apply the Law to the Facts

(iv) Discuss Policy

· Broader Social Context: Essay

Sole Proprietorship


 Objectives: To be able to

(i) note how sole proprietorships are typically financed;

(ii) note who controls the business decisions of a sole proprietorship;

(iii) note the legal consequences to the sole proprietorship of relations between the business enterprise and others;

(iv) explain and apply the requirement to register business names.

A) Financing of a Sole Proprietorship 

· typically financed by personal savings of the owner, bank loans and trade credit

B) Who Controls the Business

· in principle the sole proprietor has control over the business

· however, creditors, such as the bank, may put restrictions on the business – for instance, the bank may dictate a working capital ratio as a condition of the bank loan

· the bank may also have a contractual right over the assets, therefore it would have a say in how they are used/disposed of

C) The Legal Nature of a Sole Proprietorship
· a sole proprietorship is not a separate legal entity therefore both personal and business assets may be seized if creditors are not paid

· unlimited liability may reduce the cost of credit (on the flip side, incorporating may increase the cost of credit, however it may reduce the cost of tort creditors) 

· the owner cannot take out a salary as an employee since one cannot contract with oneself

D) Registration of Business Names

· BC Partnership Act – s. 88   

A person who is engaged in business for trading, manufacturing or mining purposes and who is not associated in partnership with any other person or persons but who uses as his or her business name some name or designation other than his or her own name or who in his or her business name uses his or her own name with the addition of "and Company" or some other word or phrase indicating a plurality of members in the business, must file with the registrar within 3 months after the day when the business name is first used, a declaration in the prescribed form. 

· BC Partnership Act – s. 89  

(1)  The registrar must not register a certificate under section 51 or a declaration under section 81 or 88 that contains a business name that 

	   (a)
	
	is the name by which a corporation is incorporated, registered or continued in British Columbia, or
	

	          (b)
	
	so nearly resembles that name that in the opinion of the registrar it is likely to confuse or mislead or is a name of which the registrar, in the registrar's discretion, disapproves.
	


(2) The registrar may register a certificate referred to in subsection (1) if 

	   (a)
	
	the corporation consents in writing, or
	

	   (b)
	
	the business name was used by the applicant for registration before the corporation first used its name.
	


· the Registrar keeps an index showing the firm name and the persons composing the firm – s. 90(2)

· failure to comply with s.88 may result in penal sanctions under ss.4 and 5 of the Offence Act
Agency – Relationship Between Principal and Agent 


  Objectives:  To understand

(i)   the scope of the agent's authority as between the principal and the agent;

(ii) the duties of the agent to the principal;

(iii) the duties of the principal to the agent;

(iv) the events which terminate an agency agreement.

(v) you should be able to use this outline to analyse a problem by:

· identifying issues in a given fact situation;

· setting out the law on those issues; and
· applying that law to the facts to render an opinion or give advice.
A)  Introduction

· An agent is typically defined as a person who affects the legal relations of another person

· Although an employment relationship can be an agency relationship, i.e. where the bank manager acts as agent for the bank – not all employment relationships are agency relationships, i.e. the janitor is not an agent for the bank

· Agency also needs to be distinguished from a trust relationship:

Principle         Agent

Settlor 
        Trustee         Beneficiary

	Agency
	Trust

	· the agent acts in accordance to the instructions of the principal

· the agent owes to the principal the value of goods obtained for the principal – acts as a debtor (the principal is just another creditor and does not have exclusive rights to the goods)
	· the trustee does not take instructions from the settlor, but rather acts for the benefit of the beneficiary 

· the trustee separates personal property and trust property – a third party cannot get to the trust property through the trustee


B) Scope of Authority 

· Actual Authority

i) Express – as per oral or written agreement or as inferred from the words or an oral or written agreement 

ii) Implied – look to the usual or customary authority of such agents

· usual authority – a specific person in a specific situation, for example in Freeman & Lockyer  Kampoor was considered to be acting within his authority as agent since he was allowed to act as managing director on prior occasions – if the activity was allowed to continue then it will be considered with the usual authority

· customary authority – what authority are other people in the same situation given (e.g. other bank managers)

C) Duties of the Agent to the Principal 

· to perform contractual obligations – per terms of agreement and the instructions of the principal – and generally to act in the best Interests of principal

· Fiduciary Duties: 

(a)
to perform with reasonable care (damages)

(b) not to delegate (damages, injunction) 

(c) not to put themselves in situations where their duties and their personal interests conflict

      (accounting for profits, contract is void, damages, injunction) 

(d) not to make secret profits (accounting)

(e) duty to keep proper accounts (evidentiary presumption against agent who fails to keep proper accounts)

· these are implied terms to the relationship, however they may be overridden by express agreement

· there may also be exceptions to the implied terms – example – in a ship case the captain had the authority to sell the ship in Japan.  He did not speak Japanese, therefore he delegated to someone who did.  The court held that this was appropriate in the circumstances.

D) Duties of the Principal to the Agent

· to pay remuneration

· generally requires express agreement 

· agent must perform the obligations under the agreement 

· commission only if the services were the effective cause of the sale, contract, etc. 

· to pay expenses and indemnify against losses

· the agent must be acting within the scope of her or his actual authority 

· expenses not incurred through the fault of the agent 

E) Events of Termination of the Agency Relationship

· by act of the parties

· agency agreement provides for termination

· otherwise unilaterally terminable (requiring reasonable notice where it also constitutes an employment relationship)

· by operation of law

· where the principal or agent becomes bankrupt

· by frustration 

· by the death of either the agent or the principal

Problem Set #2
1) Dart was acting beyond the scope of his authority so Jones can sue for damages for the extra costs

2) The restriction placed on the order amount may have been set due to credit concerns ( Jones can sue for Dart damages if the customer does not pay

3) Dart did not act with reasonable care (fiduciary duty) ( Jones can sue for damages

4) Dart delegated authority without permission ( Jones can terminate the agency relationship for cause and/or sue for damages, if any

5) Dart is acting in conflict of interest – he is not acting in Jones’ best interest (he has a duty to her to get the highest possible price for the goods) rather he is acting out of personal interest (to sell the goods to himself at the lowest possible price).  Dart is also making a secret profit which can be made to account for

6) Jones has a duty to remunerate Dart, however, she may argue that Dart was not the effective cause of the sales ( he should not get the commission 

7) Jones only needs to reimburse Dart for expenses that were incurred as a result of Dart acting within the scope of his authority

Agency – Third Party Relationships

A) Ostensible Authority 

Objectives:

· You should be able to set out the circumstances in which an agent can be said to have ostensible or apparent authority.

· Be able to articulate possible reasons for the law on apparent authority.

Ostensible authority is sometimes called “apparent authority” or “agency by estoppel”

a) Elements of ostensible authority

· the principal must make a representation or permit a representation (which can be express or implied from words, conduct or circumstances) that the agent has authority to act on her or his behalf; and
· a third party reasonably relies on the representation to her or his detriment
b) Policy reasons 

· the court wants to protect innocent third parties who relied on the agency relationship
· least cost avoidance
· either the principal or the third party will bear the loss – it would be more fair for the person who was in the best position to avoid the loss to bear the loss – this is the principal in most cases

· the alleged principal usually has some sort of relationship with the alleged agent

· a third party can avoid the loss by verifying the agency relationship by contacting the principal – this is contrary to the idea of agency
· exception – where the alleged agent and the alleged principal never had any contact, i.e. the agent was committing a fraud – only the third party had contact with the alleged agent (the third party should bear the loss
Problem Set #3

8)  Issue: Did Dart have the authority to act outside the canvassing area?

· he did not have actual authority, but did he have ostensible authority?

     The law:  need to have a representation and reliance

     Applying the law to the facts:

· representation:

· third party may argue that there was a representation based on the fact that the business card, price list, order form that Dart had all indicate Eclectic Collections – since Jones allowed Dart to have these items then she implied by her conduct that he was her agent

· reliance:

· the third party wrote out a cheque for the goods and if she had to get the goods somewhere else at a higher price then it would be to her detriment
· the reliance was probably reasonable
· policy issues:

· Jones was in the best position to prevent the loss – she chose Dart and she could have done more to prevent Dart from acting outside of his authority

B)  Breach of Warranty of Authority

If an agent acts beyond his or her authority then a third party may have an action for "breach of

warranty of authority"

Elements of breach of warranty of authority

· the agent represents that she/he has authority;

· the representation is false; and

· a third party acts to her/his detriment.

· this cause of action is very similar to negligent misrepresentation (one should get reliance damages (put the party in the position he would have been in had there been no reliance)

· however, the court will award expectation damages – the position the person would be in had the contract been fulfilled

C)  Ratification 

Objectives:

· Be able to set out the circumstances in which the principal can ratify a contract, or be held to have ratified a contract, that the agent did not have authority to make on behalf of the principal.

· Note the Consequences of ratification

· Note possible policy reasons for the principle of ratification

a)  The Principal can ratify if:

· the agent purported to act on behalf of the person who seeks to ratify (that person must be in existence or ascertainable at the time); and

· the principal must have the legal capacity to do the act both at the time the agent acts and at the time of the ratification

( Ratification relates back to the time of the offer and acceptance between the agent and third

    party

( Kellner v. Baxter is case authority for a person necessarily being in existence/ascertainable.
b) The ratification:

(i) can be express/ by conduct/ by acquiescence;

(ii) the person ratifying must do so based on a knowledge of all relevant facts (i.e.

   ratification must be fully informed)

c) Usual consequences of ratifications:

(i) the principal can sue and be sued by the third party
(ii) the agent is no longer liable for a breach of warranty of authority
(iii) the agent is no longer liable to the principal for exceeding authority
(iv) the principal will be liable to the agent for reasonable remuneration or indemnity for
   loss
c) Policy reasons 

· mutual benefit for all parties – the principal and third party get the benefit of the contract and the agent gets remunerated
· avoids speculation by the principal against the agent (or unjust enrichment of the principal at the expense of the agent) – if the activity is accepted then the agent will no longer be liable and will be remunerated

· avoids speculation by the principal against the third party (or unjust enrichment of the principal at the expense of the third party) – the principal cannot wait and see if the contract will be beneficial (the principal will be deemed to have ratified by acquiescence)

· avoids speculation by the third party against the principal (or unjust enrichment of the third party at the expense of the principal) – the third party cannot wait and see, the ratification relates back to the time the contract was formed

· cures minor defects in the grant of authority

D) The Undisclosed Principal

Objectives:  Be able to

(i) set out the circumstances in which an undisclosed principal can disclose the agency relationship and take both the obligations and benefits under the contract;

(ii) Note possible reasons for the law with respect to undisclosed principals.

a)  If the Principal is not disclosed:

· the principal can disclose agency and sue the third party on the contract

· this does not apply if the third party was really looking to the agent which might occur if:

· the contract terms require performance by the agent;

· the third party clearly intended to contract with the agent alone (such as where the contract is for the services of the agent, there is some personal aspect to the contract or the third party would not have contracted with the principal if the principal’s identity were known)

· the third party, on learning of the agency can sue the principal OR the third party can sue the agent

· in an action by the principal, the third party can set off rights against the agent and can use any defence that would be available against the agent

· set off rights – if the third party paid money to the agent the principal can only sue the third party for the balance (must recover the rest from the agent)

· use any defence – if the third party signed the contract under duress from the

agent, then he can claim duress against the principal

b)  Policy reasons 

· mutual benefit

· potential unjust enrichment of the third party 

· potential unjust enrichment of the principal

Problem Set #3

10)  Jones can disclose the agency relationship (in this case by refusing to cancel the order)

       and sue the customer for damages, if any

· in response the third party can argue that she wanted to contract with Dart not Jones

· this argument is weak since there was no personal requirement involved, simply the delivery of goods

E)  Liability of the Principal for the Agent’s Torts

Objectives:  Be able to

(i)  identify issues involving the liability of the principal for torts of the agent and set out and apply the law on the liability of the principal for the torts of the agent;

(ii) note possible policy reasons for the law concerning the liability of the principal for the torts of the agent.

The Legal Rule ( It is generally said that the principal is liable for the torts committed by the

                              agent within the scope of the agent’s authority

Possible Policy Reasons for Vicarious Liability:

· Deterrence / Least cost avoidance

· Allocation of the loss to the activity causing it

· Compensation concern
Problem Set #3

11)  Dart was acting within the scope of his authority as agent therefore Jones should be liable for damage caused

· but Jones can counter-argue that she did not authorize her agent, Dart, to act illegally (i.e. by driving too fast)

· there could be restrictive clauses in contract with employee to protect employer from employee’s torts

· employer could have minimized incentive to speed by paying salary instead of commission

· farmer could have put up some kind of fence to contain livestock

· both parties could have taken steps to reduce likelihood of loss (policy)

Problem Set #4 – Agency Review

· What was the scope of authority?

· express authority – Richards did not have express authority because he was never formally appointed as president

· implied authority – usual or customary authority 

· where to start looking to prove customary and implied authority?

· looking through the minutes of board of directors meetings would be useful to prove whether or not there was much implied authority to the president/agent 

· representation/reliance

· representation can take form: express or implied, oral or written statement, and can be read in by the circumstances

· reliance by the third party to their detriment, then they have claim for damages

(i) H-H may argue that Richards represented himself as an agent for Brayhead.  H-H relied on the fact that Richards indicated that Brayhead would indemnify him against the loss of the $100,000.  In the alternative, even if Richards did not have the authority Brayhead should still be bound to indemnify because it ratified the contract by acquiescence.

· Brayhead may argue that Richards was simply acting beyond the scope of his authority.  There was also no ratification of the contract 

· H-H would most likely win this argument since Brayhead was in the better position to avoid the loss (policy reasons)

(ii)  H-H can sue Richards for breach of warranty of authority

(iii) Brayhead can sue Richards since he acted beyond his authority (breach of contract)

PARTNERSHIP – Relationship Between Partners

A) Introduction

· a partnership is a business owned by two or more persons 

· they are less common since the development of readily available techniques of incorporation

· common uses of partnership: professionals, joint ventures, tax reasons, by default

· often professionals use partnerships, lawyers, doctors, dentists, engineers, architects.  This is often because the regulations under which they operate do not allow them to incorporate and have limited liability (ex. lawyers are not allowed to have limited liability to clients, only to office suppliers and such)

· since partnerships are not separate legal entities there may be tax benefits (e.g. new businesses make low revenues at the start, incur losses; losses flow through to the partners. Loss can be carried over from year to year.)

· the Partnership Act is a codification of earlier common law cases

· as between the partners the Act is essentially a default contract

· the Act says that this is the way it is unless the partners contract otherwise or it can be implied that there is a different intention

· an agreement by the partners will override some parts of the Act

· much of the law of partnerships is based on agency law concepts

B) Existence and Nature of Partnership

a)  When partnership is said to exist

Objectives:  Be able to

· Briefly note under what circumstances a partnership is said to exist

· Not the likely rationale behind concluding that a partnership exists between two or more persons as far as the relationship between the partners is concerned 

•  BCPA – s.2 – Partnership is the relation which subsists between persons carrying on

                          business in common with a view of profit. 

(i)  “Person” is defined in s.29 of the BC Interpretation Act as including “a corporation, partnership or party, and the personal or other legal representatives of a person to whom the context can apply according to law”.

· the definition excludes:

· non-profit organizations and incorporated companies or associations 

· a partnership can be a partner in another partnership.

· a corporation can be a partner.  But, a corporation is not a partnership. 

(ii) “In Common”

· used for different purposes – ex. settling disputes between contracting parties; protecting

third parties; preventing tax avoidance

b) The nature of partnership

(i)  A partnership firm is not a separate legal entity 

Re. Thorne and New Brunswick Workmen’s Compensation Board (1962), 33 DLR (2d) 167

· Thorne was in a partnership in the tree cutting business

· Thorne injures himself and tries to get worker’s compensation.  He is denied worker’s compensation on basis that one cannot employ oneself 

· Thorne needed to show that he was an employee under the Act, and to do so he needed to prove that a partnership is a separate legal entity

· the court rejected his arguments ( partnerships are not separate legal entities

(ii)  Contracts entered into are contracts between each partner and the other contracting party Therefore each partner is personally liable for the performance of contractual obligations 

(iii)  Property held by the partnership is held jointly for the purposes of the business.

· there is a provision in the Partnership Act that states that if there is a piece of land held for the purposes of the partnership then it is okay to have the land be in the name of one partner and that partner holds it in trust for the others. 

(iv) Partners are not employees of the partnership.

· Every partner is essentially an agent for every other partner, so they have a fiduciary duty to all the other members of the firm.

· BCPA – s.22 – partners must act with utmost fairness and good faith for each other

· BCPA – s.27 – sets the mutual rights and duties of partners. 

· BCPA – s.27(a) – all partners share equally

· BCPA – s.27(b) – the firm must indemnify partners for payments and personal liabilities incurred for the firm or in the conduct of the firm

· BCPA – s.36(1)(a) and (b) – dissolution of the partnership

· if there are only two partners and one of them dies then the partnership is over

· if there are more than two partners and one of them dies then the rest continue 

Problem Set #5

	Agreement between Jones and Toth 
	Partnership Agreement

	1. Initial investment $40,000 and $60,000… what about dissolution?

2. Control over admission of new partners

3. Toth wants control over any fundamental changes like debt financing – needs to be contracted specifically

4. Jones to manage the business – act is not consistent with their agreement

5. Jones to get a management salary of $400 per week – needs to be contracted specifically

6. Toth to provide reasonable notice of withdrawal of investment – definitely needs to be changed 

7. Jones able to buy Toth out

8. 50/50 sharing of profits and losses
	1. s. 27(a) says on dissolution split 50/50, (s.21/s.27 can imply a 40/60 split)

2. s.27(g) provides no new partners admitted without consent of all partners

3. s.27(h) “Ordinary” matters must be decided by majority, otherwise changes in the “nature of the business” by consent

4. s.27(e) every partner is entitled to take part in the management of the business

5. s.27(f) a partner is not entitled to remuneration

6. s.29 partnership can be dissolved on notice, not reasonable notice, just notice. Note that interest starts to run as soon as notice given.

7. s.28 a majority of the partners cannot expel a partner

8. s.27(a) share equally


· Limited partners are not involved in the day to day management of the business. Conflict of interest telling Toth to make it a limited partnership, having Jones and Toth together in the room is a problem – because their interests are different. One wants it and the other doesn’t.

Partnership – Third Party Relationships

Objective is to be able to set out the law with respect to the existence of partnerships following sections 2 and 4 of the BCPA. 

A) The Existence of Partnership 

Sections 2 and 4 of the BCPA 

(  s.2 – Partnership is the relation which subsists between persons carrying on business in

     common with a view of profit

(  Summary of s.4

· s. 4 gives guidance as to the meaning of s.2

· s.4(a) common ownership alone is not sufficient 

· s.4(b) sharing of gross returns is not sufficient 

· s.4(c) a share in profits is a prima facie indication of a partnership, however it can be rebutted

· s.4(c)(i) - payment of fixed amount of debt out of profits not sufficient

· s.4(c)(ii)  - bonus out of profits is not sufficient

· s.4(c)(iii) - annuity out of profits to spouse or child not sufficient

· s.4(c)(iv) - loan in writing for repayment by share of profits or rate of interest varying with profits is not sufficient
· s.4(c)(v) - annuity out of profits to pay for goodwill is not sufficient
 (  Examples:

· shops in a shopping plaza may have shared ownership of the plaza but they are different businesses all running separately in the plaza, not a partnership

· sharing gross returns of revenues of rock concert, not partnership because rock group has their own business and amphitheatre has own business

( Policy Issues: why might a person be found a partner

(i) reliance by a third party 

· third party may make the assumption that the people carrying on business together are both in control of the business (both would be liable

· banks usually do not want the debt/equity ratio to high (third party may indirectly rely that there is equity in the business

(ii) unjust enrichment

· the “partner” benefits from a share of the profits ( should be liable for the expense

(iii) least cost risk bearer

· a partner has the ability to asses and control the risk of business

· if the partners take on personal liability then it lowers the overall cost of credit

Cases

Cox v. Hickman (1860), 8 H.L.C. 268

· this case pre-dates the Partnership Act

Facts:

· Stanton Iron Works is the business owned by Smith & Sons, a partnership

· the business got into some financial difficulties and the creditors came in to assess value of heavy equipment for resale – they would not get much if they tried to sell off the assets

· instead, the creditors made a deal with Smith & Sons to assign the assets to trustees (now codified in our bankruptcy legislation) 

· formed a trust in which the main beneficiaries are the creditors, the trustees run the business, and as it makes profits, the profits are paid to the creditors until they are paid off, at that point the other beneficiaries, Smith & Sons, gets the remainder 

· the trustees needed supplies to run the business – in return for the goods a supplier was returned the invoice with a mark on it saying “Accepted”.

· this makes the invoice a negotiable instrument which can be sold

· the supplier turns around and sells the invoice to Hickman – who receives an endorsed and “accepted” invoice

· Hickman sues Cox and Wheatcroft who at one point were appointed as trustees
Issue: 
· Are the creditors partners, and thus liable to Hickman? 

· the creditors are sharing in the profits of the business (it can be argued that they are partners (s.2) (Grace v. Smith) – if they get the benefit of the profit then they should be

liable for the burden 

Analysis:

· The rights of the Creditors:

· creditors are the ones who elect the trustees and can remove and replace them 

· can check over the books that the trustees keep

· can set the rules governing how trustees are to run the business

· the court held that the principle is that a share of profits is only a prima facie indication that there is a partnership, in other words, it raises a rebuttable presumption of partnership 

· Test for partnership:

· agency test of partnership, good rhetoric but not that helpful as a test

· “But the real ground of the liability is, that the trade has been carried on by persons acting on his behalf.  When that is the case, he is liable to the trade obligations, and entitled to its profits or to a share of them.”

(  under this test, held that the creditors were NOT partners (the problem is that that business was carried on for the behalf of the creditors)

· also, it was held that persons can be liable even if they are never seen to be running the

business, i.e. ‘dormant/sleeping partners’ can be liable 

Policy Issues:

a) Reliance – did Hickman rely Cox and Wheatcroft

· no Cox never acted as trustee and Wheatcroft had resigned six weeks after his appointment

· indirect reliance on person supplying the financing – no the company was 100% debt financed, which can be easily checked

b) Unjust enrichment – creditors are getting the benefit because they are getting a share of the profits at the expense of the supplier/Hickman

· counter-argument: the creditors are only getting back their investment not an additional benefit

c) Risk bearing – the original creditors have control over the risk since they can exert control over the trustees – both parties however, were in the same position to assess the risk

d) Creditors’ arrangement – if creditors were held to be partners, no one would enter into a situation like this – this arrangement (trying to revive failing businesses) is valuable from a broader social view

Martin v. Peyton (1927), 158 N.E. 77 (New York Court of Appeals)

Facts:

Securities Firm:  Knauth, Nachod & Kuhne

   (  Hall – lead partner who runs the business

· the business runs into some financial difficulty which leads Hall to approach Peyton who loans the firm $500,000

· the firm continues to do badly – Hall re-approaches Peyton, Perkins and Freeman (PPF) with an offer to become partners – they refuse

· Hall then asks that PPF gives him another loan instead

· the loan was for $2.5 million worth of good securities – to be used as collateral for a bank loan

· in return, PPF would get $2 million worth of bad securities as collateral and 40% share of the profits up to $500,000  

· the loan agreement strongly stipulated that PPF were not partners in the firm

Analysis:

· the court held that even though PPF stipulated that they were not liable as partners, it was not determinative – the court will look to see was the realities are

· “…the question still remains whether in fact they agree to so associate themselves with the firm as to “carry on as co-owners a business for profit.””

· Method to determine whether or not a partnership exists:

· weigh the things that are inconsistent with a partnership against the things that are consistent with a partnership

· inconsistent:

· PPF held collateral for their loan

· the securities were kept separate form other assets

· dividends on the loaned securities are paid directly to PPF, usually income earned is shared among all partners

· held life insurance policy on Hall as further collateral

· consistent:

· PPF were to be kept advised of the conduct of the business and consulted on important matters

· they had the right to inspect the books

· they had the right to veto business that they felt was too speculative

· held that PPF were not partners

Policy:

· unjust enrichment – PPF would have lost less from the benefit of the expenses by the creditors

· risk bearing – PPF had a degree of control over the business

· reliance – the creditors relied on PPF and their capital

· business arrangement – PPF got the benefit of the equity investment without the unlimited liability, however the court wants to encourage investment to assist failing firms

Polley v. Driver (1876), 5 Ch.D. 458

Facts:

· a business had capital which was divided into 60 parts – the two partners divided 40 parts and the rest were offered to outside investors (1 part for ₤500 invested)

· the loan agreement for the outside investors incorporated the partnership agreement (this is unusual)

· the terms of the loan agreement were the same as the partnership agreement

· if the partnership comes to an end then the loan agreement came to an end

· if an investor went bankrupt then the loan agreement would end (like partnership) 

Analysis:

· used approach in Martin v. Peyton – i.e. weigh consistencies with inconsistencies  

· examined in detail the loan agreement – everything pointed to a partnership 

· agreeing not to be considered partners is not determinative (Martin v. Peyton)

· the operation of s.4(c)(iv) – same as Bovill’s Act – the advance of money by way of a loan does not indicate a partnership – if the money advanced in this case was a loan then no partnership 

· “the advance of money by way of loan” – held that the person must be a real lender 

· held that in this case the financier was not a lender but a partner

Policy:

· the financier benefited from the profits (should be liable for the burden

· he also had the opportunity to assess and control the risk

· one cannot have all the benefits of partnership (day to day control, share in profits, etc.) and only have limited liability 

· if this situation was allowed then every partnership would be set up with limited liability and the cost of credit would increase as creditors compensate for this

B) Priority of Creditors

The Application of ss.4(c)(iv), (v) and 5 of the Partnership Act 
Objective: Determine when s.5 of the P.A. will apply to subordinate a loan, based on a share of profits or rate of interest varying with profits, or an annuity out of a share of profits to pay for good will, to the interests of other creditors.

Section 5

If:

(i) a person to whom money is advanced by way of a loan on contract as mentioned in s. 4; or

(ii) a buyer of goodwill in consideration of a share of the profits;

either:

(i) becomes insolvent;

(ii) enters into an arrangement to pay creditors < 100 cents on the dollar; or

(iii) dies in insolvent circumstances;

Then:

the lender, or seller of goodwill, is not entitled to recover anything in respect of the loan or share of the profits until the claims of the other creditors of the borrower or buyer for valuable consideration in money or money's worth have been satisfied.

· example: in Pooley v. Driver, if the financier had been found to be a lender and not a partner, he would not be allowed to collect as a creditor before all other creditors

Requirement of Writing

Re Fort, [1897] 2 Q.B. 495

· Scofield lent ₤3000 to Fort in return for 5% interest and half the profit – through an oral agreement

· Case #1 – Fort admits there was an agreement but states that he does not owe Scofield anything

· Fort claimed that they were partners ( had to share in the losses

· the court held that there was nothing that indicated partnership besides a share in profits

· Case #2 – Fort goes bankrupt and the trustee makes a call to creditors to submit their claims

· the trustee rejects Scofield’s claim based on PA s.5 – Scofield must go to the end of the line in which case there would be no money left

· Scofield argues that because s.4(c)(iv) says “written agreement” it does not apply in this case and (s.5 does not apply either

· the lower court held that since Scofield does not get the benefit of s.4 then he should not have to get the burden of s.5

· the Court of Appeal reversed the decision – held that s.5 applies to oral agreements as well – any other finding would be unfair and subvert the PA (all agreement would be made orally instead)


Canadian Deposit Insurance Corp. v. Canadian Commercial Bank (1992), 97 D.L.R. (4th) 385 (SCC)

· the case arose out of a failed $255 million bailout of Canadian Commercial Bank

· the participants sought to rank equally with unsecured creditors – the trustee opposes
2 Questions:

1) Is the arrangement of a type that falls within s.4(c)(iv)?

· profit payments were merely payments for moneys advanced - s.4(c)(iv) only applies to payments of profit other than in repayment of the principal amount of the loan (presence of warrants does not alter this)

· cases applying s.4(c)(iv) have been situation where payment out of profits were for more than just repayment of capital

2) If s.4(c)(iv) does not apply and s.4(c)(i) does, then does s.5 apply to s.4(c)(i)?

· s.5 does not apply to s.4(c)(i) since s.5 refers to a “contract” of the type mentioned in s.4 and s.4(c)(i) does not refer to a contract 

· the policy of s.5 is that the one who gets the benefit of profits should also share the risks, but here the participants did not get the benefit of profits over and above the repayment of capital (total return does not vary with profit)

The Effect of Security Interests

Sukloff v. Rushforth, [1964] S.C.R. 459

  Sukloff


  Rushforth

The court broke the loans down into three parts (according to rank with other creditors)

· for the $5000 loan he ranked equally with other creditors since it was not tied to interest and s.5 did not apply

· for the $35,000 he ranked ahead of other creditors because he had a registered security interest – other creditors could easily check to see what capital was available

(  s.5 does not apply to security interests

· for the remaining $10,000 he ranked behind other creditors – s.5

Aside: if the security interest was registered later, then prior creditors may argue that they advanced the credit without the knowledge of the security interest ( the loan with the security interest should be subordinated (policy reasoning: creditor should have notice)


SUMMARY OF SUBORDINATION OF CREDIT ADVANCED IN RETURN FOR A SHARE OF THE PROFITS

1.
Pursuant to s. 5 a person owed money pursuant to a contract of the type mentioned in   s. 4(c)(iv) or (v) is subordinated to other creditors [i.e. other creditors get paid-off in full before a s. 4(c)(iv) or (v) creditor gets paid off].

2.
The contract under s. 4 does not have to be in writing for the subordination in s. 5 to apply [Re Fort].

3.
In the case of a loan for a share of profits s. 4(c)(iv) does not apply where the share of profits is only applied to pay off the principal of the loan [Canadian Commercial Bank case].

4.
Section 5 does not apply to the payment of a debt out of accruing profits under s. 4(c)(i) [Canadian Commercial Bank case].

5. The subordination to other creditors pursuant to s. 5 does not apply with respect to security taken for the debt [Sukloff v. Rushforth].

C) Liability of Partners on Contract and Tort

Liability in Contract 


s.7 (1) A partner is an agent of the firm and the other partners for the purpose of the business of the

           partnership. 

     (2) The acts of every partner who does any act for carrying on in the usual way business of the kind

          carried on by the firm of which he or she is a member bind the firm and his or her partners, unless 

	(a)
	
	the partner so acting has in fact no authority to act for the firm in the particular matter, and
	

	(b)
	
	the person with whom he or she is dealing either knows that the partner has no authority, or does not know or believe him or her to be a partner.
	


· s.7(2) provides that the firm is bound by the acts of every partner who does any act "for carrying on business in the usual way business of the kind carried on by the firm"

· in interpreting this regard is had to:

(i)
the nature of the business - looking to businesses of like kind;

(ii)
the practice of persons engaged in it;

· similar to ostensible authority – gives third party the indication of authority – consider representation and reliance 

· exceptions: s.7(2)(a) and (b) – the acts will not bind unless the person had no authority and the third party knew that the person had no authority 


s.8 (1) An act or instrument relating to the business of the firm and done or executed in the firm name,

          or in any other manner showing an intention to bind the firm, by any person authorized to do so,

          whether a partner or not, is binding on the firm and all the partners. 

     (2) This section does not affect any general rule of law relating to the execution of deeds or

           negotiable instruments. 

· s.8 provides that instruments signed or acts done by persons with authority bind the firm whether they are a partner or not

          (  similar to actual authority 

s.9 (1) If one partner pledges the credit of the firm for a purpose apparently not connected with the firm's

          ordinary course of business, the firm is not bound unless the partner is in fact specially authorized

          by the other partners. 

     (2) This section does not affect any personal liability incurred by an individual partner. 

· If no ostensible authority then the pledging of credit of the firm by a partner does not bind

the firm unless that partner had actual authority

s.10   If it has been agreed between the partners that a restriction is to be placed on the power of any one or more of them to bind the firm, an act done in contravention of the agreement is not binding on the

firm with respect to persons having notice of the agreement.
· If the third party has notice of a restriction on the power of a partner then the partner's

actions in contravention of the restriction do not bind the firm

s.11   A partner in a firm is liable jointly with the other partners for all debts and obligations of the firm incurred while he or she is a partner, and after his or her death his or her estate is also severally liable in a due course of administration for those debts and obligations, so far as they remain unsatisfied, but

subject to the prior payment of his or her separate debts. 

· Every partner is jointly liable for all debts and obligations of the firm as long as one is a partner 
Liability in Tort


s.12    If, by any wrongful act or omission of any partner acting in the ordinary course of the business of the firm or with the authority of his or her partners, loss or injury is caused to any person who is not a partner in the firm or any penalty is incurred, the firm is liable for that loss, injury or penalty to the same extent as the partner so acting or omitting to act. 

· the firm is liable for wrongful acts or omissions where:

· a partner acted with the authority of the co-partners


-or-

· a partner acted in the ordinary course of business of the firm

· vicarious liability if acting within the scope of the actual authority 


s.14   A partner is jointly and severally liable with his or her partners for everything for which the firm, while he or she is a partner in it, becomes liable under either section 12 or 13.

· joint and several liability – liability that may be apportioned either among two or more parties or to only one or a few selected members of the group, at the adversary’s discretion.  Thus each liable party is individually responsible for the entire obligation, but a paying party may have a right of contribution and indemnity from non-paying parties.

· however, under Rule 7 (rules of the court) – the plaintiff can sue in the name of the firm making the liability joint

Ernst & Young Inc. v. Falconi (1994), 17 O.R. (3d) 512 (Gen. Div.)

· Falconi was a partner in a law firm who helped clients in insolvency hide assets

· he pleaded fraud under the Bankruptcy Act and was found liable to the creditors of the clients he helped

· the other partners argued that he did not have the authority to commit fraud and fraud was not in the ordinary course of business (s.12)

· the court held that acts/services performed (e.g. mortgage executions) were in the ordinary course of business for a law firm

· he performed normal transactions and he used the law firm facilities to do so

( all partners liable 

D) Registration of Partnerships
· s. 81 – there is a duty to file Declaration of Partnership with the registrar 

· persons associated in partnership for trading, manufacturing or mining purposes must file a declaration of partnership

· s. 82 – the declaration must be filed within 3 months after the formation of the firm

· s. 83 – if there is a change in members of the firm or in the firm name then the firm must file a declaration of the change

· s. 84 – persons who sign the declaration cannot disclaim statements in the declaration

· s. 90 – the registrar keeps a register showing the firm name on one side and the members of the firm on the other side

· s. 87 – one of the consequences of a failure to file a declaration is that the partners are not just jointly liable but are jointly and severally liable

Problem Set #7
Issues:

(i) Partnership: is Cap a partner with Hubb

(ii) Subordination: Can Cap’s claims be subordinated to those of ACL?

Analysis:

( Partnership 

· Consequences of partnership:

· Hubb and Cap would be jointly liable – s.11

· Hubb’s dealing with ACL can bind Cap pursuant to s.7…carrying on business in the usual way

· Hubb bought cars from ACL to resell – this is the usual way of business for a car lot 

· Is Cap a partner? – use method in Martin v. Peyton
· s.2 – definition of partnership – require: persons carrying on business in common with a view for profit

· persons – yes

· carryon on business – they go to auctions together to buy the cars

· view of profit – split profit on cars the Cap financed

· in common – Cap was active in the business

·  s.4(c) – share of profits is prima facie evidence of partnership 

· however, s.4(c)(iv) – no partnership if 

· advance of money by way of loan 

· to a person engaged or about to engage in a business, 

· on a contract between that person and the lender under which the lender is to receive a rate of interest varying with the profits or is to receive a share of the profits arising from carrying on the business

· s.4(c)(iv) rebuts the presumption of partnership in s.2 ( ACL needs to make other arguments

· claiming not to be partners is not determinative (Martin v. Peyton)

· Cap  was active in the business – there may be a reliance issue

· Cap can also argue that

· he was only getting a share of the profits from the cars he financed – not the business as a whole and not on the cars bought from ACL

· the licence displayed on the wall, the business registration and the bank account were in Hubb’s name only

· Hubb was in charge of the hiring and discharging of employees

· Policy issues

· reliance – since Cap was active in the business ACL could have relied on the fact that he was a partner…however the reliance may not have been reasonable since ACL could have easily found out that everything was in Hubb’s name only

· unjust enrichment – Cap did not get the benefit from the profit from the cars which were bought from ACL (he should not be liable for the burden

· least cost avoidance – both Cap and ACL were equally able to assess the risk of the used car business (ACL’s investment was large enough to warrant some background check on the business) – Cap had more control over the risk, but his control was limited 

( Subordination

· Cap had a security interest on the cars so s.5 does not apply (Sukloff v. Rushforth)

E) Retirement of Partners 

Objectives:

1.
To be able to determine when a retired partner will be liable for the debts of the firm incurred after the date of retirement.

2.
To be able to set out steps a retiring partner should take to avoid liability for partnership debts incurred after the date of retirement.

s.39(1) If a person deals with a firm after a change in its constitution, the person is entitled to treat all

            apparent members of the old firm as still being members of the firm until the person has notice of

            the change. 

     (2) An advertisement in the Gazette as to a firm is notice to persons who had no dealings with the firm

          before the date of the advertised dissolution or change. 

     (3) The estate of a partner who dies or who becomes insolvent, or of a partner who, not having been

          known to the person dealing with the firm to be a partner, retires from the firm, is not liable for

          partnership debts contracted after the date of the death, insolvency or retirement. 

( The Underlying Policy of s.39

· permit partners to leave the firm without being perpetually bound by continuing firm liabilities

· BUT, also want to avoid losses to third party who rely on the retired partner as continuing to

be a partner

(  The Effect of s.39

1.
"Apparent" partners continue to be partners with respect to 3rd parties UNLESS notice of the change is given [s.39(1)]

2.
Notice can be effected by an advertisement in the Gazette for persons who had no dealings with the firm prior to the retirement. [s.39(2)]

3.
Something more than Gazette notice is required for persons who had dealings with the firm prior to the retirement [by implication from s.39(1) & (2)].  It has been held that they are entitled to "actual notice".

4.
The retired partner is not liable to those who can be shown not to have known that the

      retired partner was a partner. [s.39(3)]

(   It is similar to ostensible authority  

· a retired partner is bound where she/he is apparently a partner UNLESS steps have been taken to avoid reliance by the third party, such as:

· general notice in the Gazette to those with no prior dealings 

· actual notice to those with prior dealings

· evidence that the 3rd party had no knowledge that the person was a partner

•  The general rule is that failure to file a declaration of change will cause a retired partner to be

   considered to still be a partner. [s.85]

(  Governing Principles 

· a partner must be able to leave partnership without being liable for subsequent firm liabilities

· the onus is on the partner to protect against third party reliance

· the Act sets out scheme by which the retiring partner can satisfy the onus

· at some point the efforts of the retiring partner will be sufficient to shift the onus to the third party to take steps to avoid the loss created by reliance

Steps to be taken

1.
Provide actual notice to all those with whom the firm has had prior dealings (or, for practical purposes, to all the firm's current creditors).

2.
Put a notice of the retirement in the Gazette.

3.
File a notice of change in the firm membership.

4.
If possible, obtain agreement between the remaining partners and major creditors that the retiring partner be relieved of liability.

5.
Have the partnership agreement require that steps be taken to relieve retiring partner liability.

6.
Have partnership agreement provide that remaining partners indemnify retiring partners for post-retirement debts of the firm.

Example:

Jones & Toth


Date of Toth’s



Jones’ Sole






Retirement



Proprietorship

______________________________|______________________________




|



|


|



Harris supplies

Harris supplies
Smith supplies



goods on credit

goods on credit
goods on credit

|______________________________|______________________________|


Pre-Retirement Period


Post Retirement Period

	· partner continues to be liable for pre-retirement debts even after retirement  s. 19(2)

· BUT partners can make deals with creditors that liability for pre-retirement debts will end on retirement  s. 19(3)
	· post-retirement debts then look to ss. 39 and 85

· policy: permit partners to leave the firm without being perpetually bound by continuing firm liabilities BUT protect third parties who may continue to rely on the retired partner as still being a partner




Limited Partnerships


 Objectives:

1. Be able to explain what a limited partnership is.

2. Explain the main characteristics of a limited partnership and why limited partnership has these characteristics as they relate to the relationship:

(i) between limited partners and third parties;

(ii) amongst limited partners and general partners.

A) Introduction

· Undisclosed limited liability – limited liability that is undisclosed may eventually lead to higher charges for credit

· but some investors may accept higher credit charges in return for limited liability

· the problem is how can this be effected without deception of creditors – limited partnerships are a solution

B) What is a limited partnership

1. A limited partnership consists of [s.50]:

· one or more general partners

· one or more limited partners

2. The liability of limited partners is limited to the amount she/he/it contributes or agrees to contribute [s.57; 63].

3. Formed by filing a certificate [s.51] ( this is very, very important, if no certificate is filed then it is not a limited partnership 
C) Protecting third parties

Features of the Act that are Designed to Protect 3rd Parties

1. Labelling Requirement - must use "Limited Partnership" in the business name [s.53]

· the limited partner’s name cannot appear in the business name (with exceptions) – if the name appears then the partner is treated like a general one 

2. Equity Check – a third party can find out about contributions or agreed contributions by checking certificate [s.51]

· this is used to check the available capital – however, the problem is that the certificate only indicates the amount at start up which may be drastically different from the present amount

3.
Anti-Deception – make it clear who the general partners are as distinct from the limited partners:

(i)
must have a general partner [s.50]

(ii) certificate states who the general partners are [s.51]

(iii) name of a limited partner not to appear in the name of the limited partnership - if it does limited partner is treated as a general partner [s.53]

(iv) limited partner personally liable if she/he participates in management [s.64] or limited partner contributes services [s.55]

4.
No Abandoning Ship - no return of capital if after payment the partnership would be insolvent [s.59(2); 62(1)(a); 63(2)(b)] – analogy: the captain cannot abandon his sinking ship

D) The relationship among partners 

Separation of Ownership and Control

· the limited partner has less control over the business since

· s/he is not part of management

· there could be many investors with small investments

· 2 problems – if everyone thought this way then no one would monitor management

· small stake problem: it does not make sense to spend time to exert control on management if there is only a small investment made (cost/benefit analysis)

· free rider problem: expect someone else to do the monitoring so one does not have share in the costs

Attempts to Protect Limited Partners

· limited partners can find out about rights per filed certificate

· there are also mandatory provisions like unanimous consent for [s.56]:

· acts which makes it impossible to carry on the partnership business

· consent to judgment

· general partner possessing partnership property for something other than a partnership  purpose

· limited partners  also have the right to inspect books (s.58)

· there is a restriction on admission of additional partners (s. 51; 56; 65)

· limited partners share in the profits and in any return of capital in proportion to their contributions unless the limited partnership agreement provides otherwise (s.61) 

· there is a restriction on assignment (s. 51, 66)

· limited partnerships are mainly used for tax purposes

· a start up company will usually suffer losses in the first few years – these losses flow right through to the partners an can be used to offset high income and perhaps to bring the partner into a lower tax bracket

· one may find that the general partner is a corporation


ABC Co. Ltd.

President: Harry

VP: Nancy

 limited partners: Harry, Nancy

 


general partner 







XYZ Limited Partnership 



(  if a limited partner participates in the day-to-day management of the business them

 
 
     s/he is liable as a general partner (s.64)

Limited Liability Partnerships 

Background:

· some professions, like lawyers, are restricted from incorporating either by express or implied restrictions

· implied restriction = require a licence to practice the profession, a corporation cannot obtain a licence 

· even if the profession was able to incorporate the liability was not limited with respect to clients, patients, etc. – it was only limited with respect to suppliers, etc.

· the benefit of incorporating in this circumstance was primarily a tax issue not a liability issue

· increasing scope/amounts of liability lead to an insurance crisis

· insurance companies charged higher premiums for less coverage due to increasing claims

· insurance regulation – required that the insurance companies maintained a minimum amount of capital in relation to the premium charged (the higher the premiums, the higher the capital reserve) – this became infeasible for the insurance companies, instead they restricted the insurance coverage and firms had to self-insure 

· partial liability shield – partners are not liable for the malpractice of the fellow partners

Structure of LLPs in Ontario
· partial liability shield 

· partners are not liable unless they were directly supervising the activity

· partners are not liable  to indemnify a partner for his own malpractice

· business name registration

· a firm is not allowed to carry on business as a limited liability partnership unless it registers the business name containing the initials “LLP”

· the firm must not use any other name to carry on the business

· there is similar legislation in Alberta

Corporations – The Corporate Form of Organization

A) What corporations are and why they came into existence 

The Nature of the Corporation 


Corporate Personality and Limited Liability 

Objectives:  You should be able to:

1.
Note what the legal nature of the corporation is.

2.
Set out some of its implications.

3.
Note some of the potential problems it creates.

4.
Note how the facts of the Salomon case highlight (i) the sole shareholder issue; (ii) the watered stock issue; and (iii) the issue of disregarding the corporate personality vis-à-vis prior creditors when the form of business association is changed.

CBCA – s.45(1) The shareholders of a corporation are not, as shareholders, liable for any liability, act or default of the corporation except under subsection 38(4), 118(4) or (5), 146(5), or 226(4) or(5).

Saloman v. A. Saloman & Co., [1897] A.C. 22 (House of Lords)

Aron Saloman – Sole proprietor

Balance Sheet

prior to sale to the corporation

Assets





Liabilities and Owner’s Equity
Cash


        0


A/P


  7679

A/R


  
  6782


Inventory


16000

Leasehold Impvmt
 
  2500

Fixtures


  6000


Owner’s Equity
23603
Total



31382





31382
A. Saloman &Co.

Balance Sheet

after sale to the corporation

Assets





Liabilities and Owner’s Equity
Cash


        0



A/P


        0

A/R


  
  6782


Debentures

10000

Inventory


16000


Unsecured loan

Leasehold Impvmt
 
  2500


   from A. Saloman
  8775

Fixtures


  6000


Shareholders’  Equity

Goodwill**


  7500


  Common shares








    40000 authorized








    20007 issued at 

        ₤1 par value 
20007
Total



38782





38782
**the goodwill mount deceives creditors since there is no actual goodwill because he is selling to himself (the statute has now been amended to disallow this)

· the 1862 English Companies Act required a minimum of 7 shareholders

· debenture: a document that provides evidence of indebtedness 

· in this case the debenture had a security interest – a floating charge over all the assets – issued to Mr. Saloman

· the corporation bought the assets from Mr. Saloman

· payment came in the form of 20001 shares, ₤10000 in debentures, and the balance of ₤8775 as an unsecured loan 

· when the business started to do badly it needed more cash – Mr. Saloman tried to get a loan for the company  but there was no collateral available (he already had a floating charge on all the assets from his debentures)

· instead, Mr. Saloman took out a personal loan from Mr. Broderick – the collateral for the personal loan was the debentures

· he only received a loan of ₤5000 since the debentures did not have much value (must be paid by the business which was in financial difficulty)

· Mr. Saloman took the ₤5000 and put it straight into the business

· upon insolvency – there was only ₤6000 available

· Mr. Broderick gets first rank – this was originally challenged by the liquidators, however in the end he got paid

· Mr. Saloman claims second, creditors get nothing – challenged by the liquidators

· the trial judge found that the company was acting as agent for Mr. Saloman ( the contracts were between Mr. Saloman and the suppliers/creditors ( personal liability 

· the Court of Appeal held the company was a trustee for Mr. Saloman and was entitled to indemnification

(  House of Lords

· the liquidators claimed that the entire transaction was a fraud – that the other shareholders were not bona fide shareholders

· the legislation did not require that they be bona fide shareholders

· A. Saloman & Co. has complied with the legislation – requiring 7 shareholders

· the court was concerned with the implications to other companies set up in the same manner

( Authorized a de facto one shareholder corporation 

· a corporation usually is not acting as agent/trustee unless there is an express relationship

· when the corporation is formed it is a separate entity

· Mr. Saloman can be a shareholder and a secured creditor

· the liquidators argued that this transaction was a fraud on the creditors

a) watered stock issue – since goodwill was added to the balance sheet it had to be balanced on the equity side – this causes both the assets and the equity to be overstated. In essence it is a balance sheet misrepresentation

b) creditors may still believe that there is personal liable (sole proprietorship) after the switch – requires notice to the creditors

(  There was no fraud on the creditors

· the creditors could have easily checked to see what capital was available

· prior creditors were paid off before the switch

· when the business was in trouble Mr. Saloman took out a loan to put in more capital 

This cases stands for 3 propositions

· A de facto one shareholder corporation is valid

· When the corporation is formed it is a separate legal entity

· A shareholder can be a secured creditor

Some Implications of the Legal Nature of Corporations 

Lee v Lee’s Air Farming Ltd., [1961] A.C. 12

· similar to the Re Throne case where a partner was trying to claim to be an employee

·  Lee is the sole shareholder, director, officer and employee

· when he was hurt Workers’ Compensation refused his claim on the basis that he cannot be an employee of the corporation since he was taking instructions from himself

· the court held that a shareholder can be a director, officer and employee of the corporation   

Macaura v. Northern Assurance Co. Ltd.

· Macaura transferred his interest in the business to a corporation and took back shares (like Saloman)

· he bought five insurance policies on the land and the trees – the policies were in his name not the corporation 

· the property burns down and the insurance companies refuse to pay

Decisions:

· Macaura did not have an insurable interest (he couldn’t take out the policies in the first place ( this point was overruled by the SCC

· Macaura did not own the land and the timber, the corporation did ( upheld by the SCC

Proposition:  

(  It is the corporation and not the shareholders that own the assets of the corporation 

Note also that the directors and officers of the corporation, as separate persons, act as agents for the corporation

 

To the extent that shareholders have powers to make certain decisions with respect to the corporation, they might also be considered agents of the corporation when acting in that capacity

Potential Problems with the Implications

· shareholders becoming creditors when the corporation is insolvent

· once the corporation is formed it buys back shares from the shareholders

· the money is invested in the corporation through shareholder loans ( the shareholder rank as creditors, maybe even secured creditors 

· payouts to shareholders when the corporation is insolvent

· the abandoning ship idea – shareholders may pay out large dividends to themselves before insolvency, creditors get nothing 

· shareholder contracts with corporations that are unfavourable to other shareholders or creditors

· contracts may be used as a means to siphon out the money – shareholder sells assets to the corporation for a ridiculously high amount

· deceiving third parties of who it is they are dealing with (e.g. individual or corporation)

· incorporation to avoid personal obligations (contractual; statutory; or tortuous)

· thin capitalization as potentially deceptive to third parties

· creditors assume the business cannot be entirely debt financed ( there must be equity available

· however shareholder loans will thin capital – the corporation may be 100% debt financed

· solution = equitable subordination (not covered in this class)

B) Advantages of limited liability 

· this is an important consideration when the court is deciding whether or not to disregard the corporate entity – not a clear process with no set rules

· from a societal point of view may be always better to disregard the corporate entity so that the shareholders do not win over the creditors 

· however, there are advantages to limited liability that allows society as a whole to benefit

· the advantages to limited liability keep the cost of doing business down, which is reflected in the end price charged to the consumer – cost saving for everyone

	
	Unlimited Liability
	Limited Liability

	1. Valuation

    Costs 


	Need to Check earning capacity (future cash flows) and risk AND the wealth of fellow investors

( the cost of valuation goes up as the number of fellow investors goes up
	Need to check earning capacity and risk but NOT wealth of fellow investors

	2. Monitoring

   Costs 


	Need to control against

-  managers putting wealth at risk

-  changes in wealth of fellow investors:

    -  due to sales of their investment

    -  due to changes in personal assets
	-  less need to control managers since

   smaller potential loss

-  do not need to monitor wealth of

   others or control their exit 

-  potential for control block of

   investment to monitor management

	3. Diversification


	Each investment carries risk of loss of all personal wealth - therefore keep number of investments to a minimum
	Increased number of investments does not increase risk since personal wealth is not exposed with each investment

	4. Liquidity


	Lack of liquidity due to:

-  high costs of assessing value

-  controls on transfer of shares

 
	Provides liquidity since:

-  lowers cost of valuation information

-  less need for control over other

   investors selling their investment

	5. Optimal

    Investment

    Decisions


	Managers may not make highest value investment since must take account of diversifiable risk to which investors exposed  


	Investors can diversify risk and this allows managers to ignore diversifiable risk in investment decision and make highest value investment



	6. Market Price

    Impounding

    Information


	No single price since each investment must be valued separately (see 1 above)


	Single price for units of investment – the price reflects just estimate of future cash flow and risk (see 1 above), thus price impounds important information on value of firm


Notes:

· valuation costs – things to consider when making an investment

· future return

· time value of money – money received in the future is not worth as much today (discounted present value)

· risk/compensation for risk

· monitoring costs – monitoring of those running the business and fellow investors

· diversification – spreads the risk out through multiple investments

· liquidity – the ability to move money from one investment to another (helps control risk)
· optimal investment decisions – investors must deal with 2 types of risk: diversifiable and      non-diversifiable
· a higher return is needed if the investor has both diversifiable and non-diversifiable risk

· lower return required if there is only non-diversifiable risk

· diversifiable risk = risk can be eliminated by diversification
· market price impounding information – a market price can be determined for a corporation since shareholders are more or less homogenous (they can be interchanged without affecting the price of the shares) – what one shareholder would pay is the same as what another would pay, i.e. the market price

B) Disregarding the Corporate Entity 

Introduction

i) separate personality and limited liability

· BC Interpretation Act – s.29 – a person includes a corporation 
· CBCA – s.15(1) A corporation has the capacity and, subject to this Act, the rights, powers and privileges of a natural person. 

· CBCA – s.45(1) The shareholders of a corporation are not, as shareholders, liable for any liability, act or default of the corporation…
· a corporation is separate from the shareholders, the directors, the officers and the

employees
ii) exceptions to Salomon Principle

· the court recognizes that a great deal has changed since Saloman had been decided (case from India)

· in  Kosmopoulos v. Constitution Insurance Co. of Canada Wilson J. held that,
· As a general rule  corporation is a legal entity distinct from its shareholders…The law on when a court may disregard this principle by "lifting the corporate veil" and regarding the company as a mere "agent" or "puppet" of its controlling shareholder or parent corporation follows no consistent principle.  The best that can be said is that the "separate entities" principle is not enforced when it would yield a result "too flagrantly opposed to justice, convenience or the interests of the Revenue"
· the court almost never disregards the corporate entity – when counsel has to resort to this argument then it is a weak case 

· the court may disregard the separate entity in favour of the corporation

iii) approach

· should know the rhetoric – cite previous cases

· look at the typical situations where the court has disregard the corporate entity

· take a more theoretical approach

Language Used and Basis in Saloman

Objective: Be able to articulate and apply the language used by courts when they disregard the corporate entity.

a)   Agency, alter ego, instrumentality, cloak, sham, conduit

· agency – recognizes the corporation as a separate entity, however, consider the corporation to be acting as agent for the individual shareholder 

· alter ego, instrumentality, cloak, sham, conduit – the court considers the corporation and

the shareholder to be the same – actual disregard of the corporate entity

b)   Disregard of corporate entity by shareholders themselves

· look at the corporate documents, e.g. minutes from directors’ meeting

· a corporation must maintain records – a failure to do so may indicate a disregard by the shareholders 

· if the shareholders disregard the corporate entity the so will the court 

c)   Affiliated enterprises

· in this context the court is more willing to disregard the corporate entity

· example: if corporation A is the major shareholder of corporation B and of corporation C then the court may consider all the corporations as one (disregard separate entity of B and C)

· cases:

Smith, Stone and Knight Ltd. v. Birmingham Corp., [1939] 4 all E.R. 116 

Test for whether or not to lift the corporate veil:

1) Were the profits of the subsidiary treated as profits for the parent corporation?

2) Did the parent corporation appoint the persons conducting business for the subsidiary?

3) Was the parent corporation the “head and brain” of the subsidiary?

4) Did the parent corporation govern the trading venture of the subsidiary?

5) Did the parent corporation make profits by its skill and direction?

6) Was the parent corporation in effective and constant control of the subsidiary?

(  If the answers to these questions were yes then it should mean that the court will disregard

     the corporate entity.

Alberta Gas Ethylene Co. v. Canada (M.N.R.), [1989] 41 B.L.R. 117

Facts:

· Alberta Gas Ethylene Co. wanted to build a pipeline but it needed funds

· it offered investments (debentures) to insurance companies in the U.S.

· the U.S. companies had to deal with foreign investment restrictions (wanted a higher return

· instead, the AGE opened up a wholly owned subsidiary in the U.S. to sell the securities to the U.S. companies, thereby making it no longer a foreign investment

· tax issue – had to pay extra tax on the interest paid out through the American subsidiary

· AGE argued that they were one and the same company – so AGE should not get taxed for transferring money to itself

Decision: 

“As I read the jurisprudence, it does not establish that it is sufficient to consider the six criteria and when they are all met (as they are in the present case) to ignore the separate legal existence of the subsidiary company. One has to ask for what purpose and in what context is the subsidiary being ignored. What is more, I do not interpret the jurisprudence as ignoring the existence of subsidiary corporations per se. Rather, it seems to me that the jurisprudence proceeds on the basis that in certain circumstances, consequences will be drawn despite the legal existence of separate subsidiary corporations. Thus, in cases where business expenses or business losses are being determined, it has been held that despite the existence of a separate subsidiary corporation, losses incurred by the subsidiary may, in certain

circumstances, properly be characterized as losses of the parent.”

( did not disregard the corporate entity 

Gregorio v. Intrans-Corp. et al. (1984), 18 O.R. (3d) 527 (C.A.)

· Gregorio bought a truck from Intrans-Corp. that came with a warranty form Intrans

· Intrans was found liable, however the warranty did not cover all losses

· Gregorio tried to sue Paccar Canada (the manufacturer ??) for negligence

· the problem was that Paccar Canada did not build the truck, its U.S. parent corporation did 

· Gregorio wanted to keep to case in Canada – least cost – so he had to argue that Paccar Canada and its parent corporation were the same company (no separate identity)

Decision:

“Generally, a subsidiary, even a wholly owned subsidiary, will not be found to be the alter ego of its parent unless the subsidiary is under the complete control of the parent and is nothing more than a conduit used by the parent to avoid liability. The alter ego principle is applied to prevent conduct akin to fraud that would otherwise unjustly deprive claimants of their rights.”

Situations Where the Court will Disregard the Corporate Entity and the Purposes Behind It

Objective:  Be able to assess, in a given fact pattern, the likelihood that a court will disregard the corporate entity.

a)  Gap Filling and Implied Contractual Terms

· the court may disregard the corporate entity as a gap filling mechanism

· term may be implied into the contract to reduce transaction costs 

· examples:

Gilford Motor Company Ltd. v. Horne, [1933] Ch. 935 (C.A.)

· Horne had an employment contract with a non-compete clause with Gilford

· he resigned and wanted to start a competing business – his lawyer came up with the idea of running the business through a separate corporation (J.M. Horne Co.)

· Gilford sued and Horne claimed that he was not in breach since the corporation was a separate entity and it was the corporation that was competing, not him

· the court ruled that J.M. Horne Co. was not a separate entity

· Horne’s actions amounted to fraud

· gap-filling: imply terms so that the contract does not have list all the ways to prevent Horne from circumventing the non-compete clause – too many possibilities
Saskatchewan Economic Development Corporation v. Patterson-Boyd Mfg. Corp., [1981] 2

W.W.R. 40 (Sask. C.A.)

· when PB Manufacturing goes bankrupt, SEDCO comes in to get its money, however, PB Fabricating was give a priority claim over some of the assets

· SEDCO claimed that PB Fabricating is an associated company so making payments to it was in breach of the covenant, also the priority claim was in breach of the covenant
· alternatively, SEDCO asked the court to disregard the corporate entity
· if PB Fabricating is the same as Peterson, Boyd and Hoffman then its claim is postponed
· Article 3 of the contract set out ways that PB Manufacturing could not siphon out money
(  the court held that Article 3 was not inclusive and implied terms into the contract 


(  i.e. Peterson, Boyd and Hoffman were not allowed to set up PB Fabricating to siphon

          out the money

b)  Corporations Formed to Avoid Statutory Requirements

· similar to the gap filling concept, but instead now the gap filling is used to simplify statues

· the court tends to more readily disregard the corporate entity when the corporation has been set up for the sole purpose of avoiding a tax policy

British Merchandise Transport Co. Ltd. v. British Transport Commission, [1961] 3 All E.R. 495

· the plaintiff corporation, BMT, had an A licence for a truck

· the statute only allowed one licence of any type per person

· BMT, the parent corporation, set up a subsidiary that applied for a C licence

· the Commission refused the request and  BMT claimed that the subsidiary was separate

· the court held that it was NOT a separate entity – cannot form a corporation just to get around a statute 

· gap filling – imply into the statute this restriction    

c)  Affiliated Corporations

· examples: 

· if one company, the parent, has significant control over another, the subsidiary

· parent A owns B and C – B and C are affiliated corporations

Walkovszky v. Carlton



Mangen v. Terminal Cabs Ltd
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· in both cases, a cab driver hit a pedestrian who sues for damages, but the subsidiary corporations do not have any capital

· the court disregarded the corporate entity in Mangen but not in Walkovsky 
· in Mangen, the plaintiff could get to the assets of the parent corporation but not to the individual shareholders
· in Wolkovsky, disregarding the corporate entity would lead to unlimited liability 
d)  Representations of Unlimited Liability 

i) Misrepresentation theories

· reliance and distributional effect – issue of unjust enrichment, the corporation benefited because the third party believed it was protected with unlimited liability 
· efficiency explanation – if a third party was uncertain who it was dealing with it can take certain measures to verify the situation
· this may lead to an expensive screening process (increases the cost of doing business)

· if it is assumed that the representatives of the corporation have the best access to information regarding the corporation and there is no deception on the part of the representatives then the cost of doing business/investigating would be reduced
· example of a common instance of misunderstanding 

· when a sole proprietor transfers his assets to a corporation in return for share in the corporation there may be a misunderstanding as to liability if the sole proprietor fails to inform parties who had prior dealings 

· the onus is on the sole proprietor to inform third parties of the change – this is a more efficient process – or else the third party would have to check the status of the business every time there was a transaction

· statutory provisions to avoid misrepresentation 

· CBCA s.10(5)  A corporation shall set out its name in legible characters in all contracts, invoices, negotiable instruments and orders for goods or services issued or made by or on behalf of the corporation.

· CBCA s.251. Every person who, without reasonable cause, contravenes a provision of this Act or the regulations for which no punishment is provided is guilty of an offence punishable on summary conviction. 

ii) Seizing upon misrepresentation in tort actions to effect compensation
Chaing v. Heppner (1978), 85 D.L.R. (3d) 487 (B.C.)

· the plaintiff took a watch in to the defendant’s jewellery shop to be repaired – he received a claim ticket showing the name “Heppner Credit Jewellers” and giving no indication of the limited company

· the was a fire in the shop and the watch was damaged – the plaintiff sued the defendant personally

· the court disregarded the corporate entity and held Heppner personally liable since the plaintiff had no way of being aware of who he was actually dealing with (i.e. a limited corporation) 

Wolfe v. Moir (1969), 69 W.W.R. 70 (Alta S.C.)

· the plaintiff was hurt while roller skating at the defendant’s facilities

· the rink was being operated by Chinook Sport Shop Ltd. but this company had no assets
· instead the plaintiff opted to sue Moir personally
· it was argued that the advertisement for the event never referred to the corporation Chinook Sport Shop Ltd.
· “the effect s.82(1)(b) of The Companies Act is that if a person chooses to advertise and to hold himself out to the public without identifying that name of the company with which he is associated, he runs the risk of being held personally liable.”

e)  Non-Consensual Claimants and Incentive Costs 

Walkovszky v. Carlton (1966), 276 N.Y.S. 2d 585 (NYCA)

· in this case the plaintiff did not have a choice whether or not he wanted to get involved with this company since he was asking to get hit by the taxi

· the corporate structure was set up in such a manner that the particular corporation involved  did not have sufficient assets to cover the damages

· the corporation did have the minimum amount of insurance required by law ($10000)

· if society decides that the plaintiff should be compensated up to $X then the corporation should spend up to that much to avoid incurring extra costs

· if decision makers have limited liability, i.e. they know that they can only lose the corporate assets, it is only worthwhile for them to spend $X to avoid loss

· there are incentive costs on decision makers to take the adequate level of care

· if the insurance coverage required was inadequate the remedy lies with the Legislature 

· the plaintiff may be able to hold Carlton personally if it can be shown that Carlton were actually doing business in his individual capacity and for his individual benefit

Other Means of Getting Around the Corporate Entity Concept 
Objective: Be able to set out other approaches to making individual shareholders or directors

liable for "corporate wrongdoing".

a) Direct Tort Action Against Director or Officer

· the claimant is not asking the court to disregard the corporate entity, instead he is claiming that the court should allow a separate tort action against a specific person (i.e. a director or officer of the corporation)

· individual defendants may avoid liability by arguing that they were acting in the best interests of the corporation, therefore they were really acting for the corporation and not in their individual capacity 

Berger v. Willowdale A.M.C. (1983), 41 O.R. (2d) 89 (C.A.)

· the plaintiff, an employee of Falken Automobiles Inc., was hurt when she slipped on the icy sidewalk leading out from the building

· she made a claim to the Workmen’s Compensation Board but the remedy was insufficient

· by virtue of s.15 of the Workmen’s Compensation Act, the Board denied her the right of action against Falken Automobiles Inc. – however her right of action against Hans Falkenberg was not taken away

· the court held that an action against an executive director of his employer is not barred by any reason of policy by common law or by the Workmen’s Compensation Act

· there is no reason why a duty of care cannot co-exist in both the employer and an executive director

· the plaintiff sued Mr. Falkenberg personally for negligence – he had a duty of care towards her and he was in breach of that duty

b) Use of Corporate Oppression Action

· covered by CBCA s.241 – which is very broad

· if the court considers the acts of the corporation to be oppressive or unfairly prejudicial to or that unfairly disregards the interests of any security holder, creditor, director or officer, the court may make an order to rectify the matters complained of
· example: an employee of the corporation (who was also a shareholder) was fired and sued for wrongful dismissal

· the action was successful but the corporation had no assets – it was a deliberate shell corporation

· the claimant can make an application under s.241 to ask the court to grant an order for compensation by the directors personally 

Statutory Provisions Under Which the Corporate Entity Can Be Disregarded 
· BC Employment Standards Act s.96, CBCA s.119

s.119. (1) Directors of a corporation are jointly and severally liable to employees of the corporation for all debts not exceeding six months wages payable to each such employee for services performed for the corporation while they are such directors respectively.
· under bankruptcy/insolvency law employees are moved ahead of secured creditors as claimants

· this creates a problem since directors may just resign prior to bankruptcy to avoid liability 

· the problem is that the corporation may have made it through its financial difficulties if everyone did not resign at the first sign of trouble

· CBCA s.118 – no abandoning ship provisions 

118. (1) Directors of a corporation who vote for or consent to a resolution authorizing the issue of a share under section 25 for a consideration other than money are jointly and severally liable to the corporation to make good any amount by which the consideration received is less than the fair equivalent of the money that the corporation would have received if the share had been issued for money on the date of the resolution.
Other Stakeholders Affected
· these parties do not have a present claim against the firm

· warranties on products – unrecognized claims of  customers

· customers are potential future creditors to the extent that there is a positive probability that they will be able to assert future warranty claims

· unrecognized claims of employees – e.g. for non-transferable, firm specific human capital and relocation costs

· the question is should limited liability be waived in these circumstances – yes 

· veil-piercing is justified on gap-filling theories

· in their contracts of sale and of employment, customers and employees assumed they would be able to sue the promoters or shareholders on the firm’s default ( implied term

· however, it may not be accurate to assume that the company would agree to such an implied term and that the customers and employees would assume there would believe that an unlimited liability regime was in place

· veil-piercing  may be justified under distributional theories instead of gap-filling theories

· mandatory unlimited liability policies amount to a business tax for the benefit of the protected classes

· however, this should be a question of politics and not of law

General Theory for the Disregard of the Corporate Entity

a)  Voluntary Relationships - Consensual Claimants

· avoid costs of transacting around avoidance of liability – i.e. gap-filling

· e.g. Gilford Motor; British Transport 

· avoid costs of gathering information – efficiency concern 

· misrepresentation theory – the court will disregard if it was unclear whether there was limited liability 

· avoids the cost of having to check the liability status of the business every time

b)  Involuntary or Non-Consensual Claimants

· deals with persons who have not had a prior chance to compensate for limited liability 

· the court is more likely to disregard in one-person or few shareholder companies

· consider the benefits of limited liability  - they are not as prevalent for corporations with one or few shareholders

· e.g. valuation cost – the same under unlimited and limited liability (dependent on the number of shareholders)

· the court is more likely to disregard where it leads to a claim against a limited liability parent company rather than individual shareholders

· there is no loss of benefit of limited liability (e.g. compare Mangen to Walkovszky)

Problem #13
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     distribution area overlap

· Acme and Beta are separate legal entities (Saloman) ( Acme is not in breach of the clause

· PharmaCo wants the court to disregard the separate legal entity between Acme and Beta

· argue that Delta, Acme and Beta are really all the same

· consider 6-part test in Smith, Stone and Knight
· however, the court will consider more than the 6-part test (Alberta Gas)

· will also consider if there is some deliberate conduct akin to fraud (Gregario) 

· the profits of the subsidiaries were treated as profits of Delta – the dividends from Acme and Beta were the sole source of Delta’s income 

· the subsidiaries were wholly owned so Delta must have appointed the directors for both

· looks like a deliberate breach of the clause (Gilford Motor)

· does this fit a situation where the court will apply gap-filling, or disregard affiliated enterprises (consider policy reason – there is still limited liability)

C)   Pre-Incorporation Contracts

  Objectives:  Be able to 

· set out and apply the common law with respect to pre-incorporation contracts and the modifications in the CBCA.

· assess whether the CBCA provision will apply.

· sometimes parties are not aware that the corporation has not been formed yet (sometimes the corporation is never formed)

· the problem arises when the corporation, once formed, tries to ratify pre-incorporation  contracts

· application of the CBCA – consider conflict of laws (contract law provincial) and constitutional validity 

Review of Ratification

· requires that the agent purports to act for a principal who is in existence and ascertainable at the time of the contract

· the principal must have the capacity to ratify the contract both at the present time and the time that the contract was formed

Common Law Position

Kelner v. Baxter (1866), L.R. 2 C.P. 174 (English Court of Common Pleas)

· Kelner made an arrangement with several other promoters to form a company called The Gravesend Royal Alexandra Hotel Co.

· it was agreed that Kelner would sell his hotel to Baxter on behalf of the company 

· on January 27, 1866 Kelner formed a contract to sell inventory of wine to the company  

· on February 1, 1866 the directors of the company ratified the contract 

· a certificate of incorporation was issued on February 20, 1866

· on April 11, 1866 the directors again purported to ratify the contract of January 27

· shortly after the company went bankrupt

· issues:

· the principal was not in existence on February 1, thus it cannot ratify the contract

· on April 11 there was a capacity issue – the company did not have the capacity at the time the agent acted

· the court held the defendants personally liable:  there was a contract – if it was between the plaintiff and the company then it must have been between the plaintiff and the defendants

· rule of law approach – promoters are personally liable if they enter into a contract on behalf of a company that does not exist
· rule of construction approach – promoters are not automatically held liable – look to the intention of the parties – did the parties intend the promoters to be parties to the contract
Newborne v. Sensolid (Great Britain) Ltd., [1953] 1 All E.R. 708 (C.A.)

· the plaintiff formed “Leopold Newborne (London), Ltd.” to deal in tinned ham

· he began to sell the ham before the company was incorporated – the sale to the defendant was under a contract under the name of the company and listed the plaintiff as a director

· the defendant was not aware that the company was not incorporated at the time, but later resisted performance of the contract on that basis – the market price for the ham had fallen

· the court held that the only contract that had been made was with the company 

· since the company was not in existence at the time there was never a contract 

· held that Kelner v. Baxter was a rule of construction

Black v. Smallwood (1966), 117 C.L.R. 52 (High Court of Australia)

· Black purported to enter into a contract for the sale of land to Western Suburbs Holdings Pty. Ltd. on December 22, 1959

· the contract was signed under the company name as well as under the names of Smallwood and Cooper as directors

· argue under the principle of Kelner v. Baxter – where a person contracts on behalf of a non-existent principal he is himself liable on the contract 

· however the court in this case interpreted the reasoning in Kelner v. Baxter was not based solely on this principle, the court in that case examined the contract in order to see if, under the circumstances, an intention should be imputed to the defendants to bind themselves personally  

· the fundamental question in every case must be what the parties intended or must be fairly understood to have intended

Wickberg v. Shatsky (1969), 4 D.L.R. (3d) 540 (B.C.)

· Shatsky had controlling interest in Rapid Addressing Systems Ltd.

· he was going to incorporate a new company (Rapid Data) to take over the old one, but that never happened – instead Sellco Data was formed

· a few days before incorporation, Shatsky hired the plaintiff as a manager – the terms of employment were set out on letterhead of the company that was not incorporated (Rapid Data)

· the plaintiff was asked to accept commission instead of a salary – the plaintiff refused and thus was fired

· the plaintiff argued that the employment contract was with a company that did not exist, therefore the contract must have been between himself and the promoters (rule of law)

· the court rejected this – it was not the intention of the parties to be part of the contract

· Wickberg also claimed that Shatsky claimed to have authority to enter into the contract on behalf of Rapid Data, ( a breach of warranty of authority – Wickberg wins on this point 

· However, the remedy for breach of warranty of authority is expectation measure of damages (not measure that puts him back to the original position) – i.e. in the position he would have been in had the representation been true

· judge held that company was bankrupt and that he would have got nothing from it so he was awarded nothing (empty victory)

· Problem: there is a risk for the promoter and the third party that there will be no contract 

· thus both sides should take steps to ensure that the company is already incorporated

· the promoter is in the best position to know/ensure that the corporation is in existence 

CBCA s. 14
14. (1) Subject to this section, a person who enters into a written contract in the name of or on behalf of a corporation before it comes into existence is personally bound by the contract and is entitled to the benefits thereof. 

     (2) A corporation may, within a reasonable time after it comes into existence, by any action or conduct signifying its intention to be bound thereby, adopt a written contract made before it came into existence in its name or on its behalf, and on such adoption 

	(a)
	
	the corporation is bound by the contract and is entitled to the benefits thereof as if the corporation had been in existence at the date of the contract and had been a party thereto; and
	

	(b)
	
	a person who purported to act in the name of or on behalf of the corporation ceases, except as provided in subsection (3), to be bound by or entitled to the benefits of the contract.
	


     (3) Subject to subsection (4), whether or not a written contract made before the coming into existence of a corporation is adopted by the corporation, a party to the contract may apply to a court for an order fixing obligations under the contract as joint or joint and several or apportioning liability between or among the corporation and a person who purported to act in the name of or on behalf of the corporation and on such application the court may make any order it thinks fit. 

     (4) If expressly so provided in the written contract, a person who purported to act in the name of or on behalf of the corporation before it came into existence is not in any event bound by the contract or entitled to the benefits thereof. 


Landmark Inns of Canada Ltd. v. Horeak, [1982] 2 W.W.R. 337 

· Horeak intended to enter the optical business

· Landmark Inns owns a shopping mall – Horeak signed a lease for space as chairman of S___ Optical and Contacts Ltd. 

· the defendant found a better space for rent in a different mall

· the plaintiff had already made modifications to the space ($4000) and would be losing rent

· the company incorporates on Feb. 25 and informs the plaintiff that they are not taking the space (one month later adopts the contract)

· the corporation has no assets so the plaintiff sues the defendant personally

· Horeak argued that under s.14(2)(b) he was no longer bound when the company adopted the contract 

· the court held that the corporation cannot adopt a contract when there is no contract 

· the defendant had repudiated the contract by informing the plaintiff that he did not want the space (in breach of contract) – cannot decide to adopt the contract afterwards thus the promoters are still personally liable 

· signing on behalf of the corporation is not enough of an indication that promoters are not bound

Bank of Nova Scotia v. Williams (1976), 12 O.R. (2d) 709 (H.C.J.)

· Mrs. Aitkins took out a second mortgage with the Bank of Nova Scotia then loaned the proceeds to Williams Ltd. (Aitkins was also a promoter of the corporation)

· the company incorporates after receiving the money and issues a promissory note to Aitkins (arguably adopting prior loan contract)

· the corporation becomes insolvent and Aitkins wants her money back – tries to sue Williams 

· under s.14(2) – the corporation adopted the contract by issuing the promissory note – this makes the corporation liable not Williams

· Aitkins tried to argue under s.14(3) – apportionment to get some of the money back – the court refuses

· Aitkins was not misled – neither the corporation or Williams tried to deceive Aitkins – her intent was to contract with the corporation not Williams

· the court was not willing to protect Aitkins from risk that she knew about and understood right from the beginning 

· always an issue of interpretation – promoter only liable if there is a contract - it can be argued that there is never a contract 

· there can only be contract if the promoter is party to the contract  – as 3rd party (?)

· legislation now changed to include “purports to enter into written contract on behalf of corporation”

When Will the CBCA Provisions Apply

i) Constitutional problem

· contracts fall under provincial jurisdiction (property & civil rights) 

· if the statute is generally valid, then it may be argued that s.14 is an ancillary power

ii) "Purports to enter Into"

· to avoid coming under contract definition for s.14 to apply

iii) "Written contract"

· if it is an oral contract then the common law will apply instead

iv) Jurisdictional problems

· if one party is CBCA company and the other party is BC company ( what applies – common law (no provision in BCCA) or CBCA
Problem #14

Issue: is there a breach of contract – which law applies 

· in the contract – SGM to be incorporated under BCCA, actually incorporated under CBCA

· the other party was incorporated under BCCA

· should discuss constitutional problem just to raise the issue

· must do analysis for both common law and CBCA

Application

· in the contract the parties can state which law is to apply – the court will usually honour this

· in this problem it was not expressly said, however there was discussion regarding this

· preamble: parties intended BC laws to apply (because it was thought that both were BC companies)

· substantial connection to BC – both parties physically located in BC and the contract was signed there

· however, it is still a CBCA corporation – can adopt contract as laid out in s.14

S.14 analysis

· could either Bart or SGM enforce the contract 

· s.14(1) – Bart purported to enter into the contract on behalf of SGM

· s.14(2) – the corporation can adopt the contract by actually signifying intent 

· this was done through a resolution of the Board

· if CBCA applies then SGM is entitled to the benefits of the contract once adopted

Common law analysis

· SGM cannot enforce contract because it cannot ratify it – the corporation was not in existence at the time of the contract (Kelner v. Baxter)

· Bart – rule of construction

· preamble – “appearing through Bart” – third party knows that the corporation is not in existence

· consider how the contract was signed – same as Kelner v. Baxter

Historical Development of Corporations


Objectives:
(i) Be able to briefly describe the historical development of corporations in the U.K., Canada, and British Columbia.

(ii) Be able to articulate an historical explanation for why the statute of incorporation providing for limited liability came into existence when it did.
(iii) Be able to name the 3 main types of corporations
A)  History of UK Corporate Law Developments

i) Public and Ecclesiastical Bodies

· non-profit organizations were given Charters from the Crown (an exercise of Crown prerogative)

· allowed these organizations to operate as separate legal entities   

ii) Merchant Guilds

· self-regulated associations – merchants in the same line of business carrying on separate businesses agree on how to regulate business   

· operated like cartel – but did not share profits

iii)  Early Forms of Partnership

· 14th to 15th century

· borrowed from Roman forms of partnership – similar to 4 (c)(iv) – just lending money for a share in profits

· or persons carried on business together

iv) Crown Charters for Foreign Trade Ventures

· 16th to 17th century

· ex: the East India Company

· similar to monopoly but many businesses worked together to ship their goods – however, keeping separate profits

· later, bought goods together and shared profits for each voyage

· even later, carried on business on ongoing basis and shared profits throughout year –
similar to the modern form of corporation

v) Joint Stock Companies

· very large partnerships (despite of unlimited liability), raising capital

· shares are freely transferable, similar to a modern corporation 

vi) Domestic Chartering

· rights to carry on particular trades for domestic ventures ( similar to Crown charters for foreign trade ventures

· effectively granted a monopoly by the Crown to carry on a specific business  

· created separate legal entity to carry on business in this manner – develop into the modern

corporation 

vii) The South Sea Bubble

· slowed down the development of the corporation 

•    Events leading to the Bubble Act
· in 1710 the South Sea Company Act created South Sea Company, for trading in South America and mining gold

· the company was going to exploit trading opportunities in South America, however there was a problem since the Spaniards had control of South America – the company was hoping that England would win the war against Spain and gain control

· to raise money for the war the government agreed to sell bonds (consoles – no maturity date attached - ( interest paid for as long as the bond is held) 

· the government then gave people the opportunity to turn in their consoles for shares in the South Sea Company

· the company sold shares promising to pay a specific dividend every year but there was no business so it ended up being like pyramid scheme

· sold more shares (to raise the capital to pay previous dividends) promising to pay higher dividends – this made the share price skyrocket (misleading)

· since there was no business in South America a treaty was entered into to give the company control of slave trade from 1712 to 1717 – however the slave trade was also not profitable and the business was discontinued – share prices plummeted

(  in response, Bubble Act was enacted since there were many companies that were fraud

      traps like the South Sea Company 

· Bubble Act in 1722 makes only those companies formed by statute or by charter legal (and joint stock companies illegal) – so South Sea Company still legitimate
· real reason for creation is to make the many people who have shares in joint stock companies invest their money into a now legal business, of which the South Sea Company is one of the few remaining
· in actuality, shares in joint stock company bought on credit – so when the statute outlined the only legal companies, the shareholders had to quickly come up with the cash by selling
their shares in the South Sea Company
•    Response to the Bubble Act
· over the next 80 years, there are improvements in navigation – better chances of success for foreign trade ventures – and in general infrastructure (canals, roads, etc.) – can transport goods over greater distance

· also, eventually creation of steam engine – speed & cheaper cost ( industrial revolution – lots of  pressure

· more goods and people were required, thus more funds were required to allow for larger –scale production 

· restart of joint stock companies with restrictions on transfers, however the restrictions were

minor

•    19th Century Enforcement of the Bubble Act
· there were a number of cases challenging the legality of large partnerships with insignificant restrictions on transfer of shares

· there was also great pressure to repeal the act ( occurred in 1825

· is it argued that it was criminal act at common law – however in 1843, the highest court held

that it was not illegal 

viii) 1844 Joint Stock Companies Act
· same as before the Bubble Act – there were restrictions on transfers and personal liability

(but can be negotiated away with creditors)

ix) 1855 Limited Liability Act and 1856 Joint Stock Companies Act
· these companies get limited liability – saves transaction costs 

B)  Canadian Corporate Law History

i) Early Crown Charters

· e.g. The Hudson Bay Co. – still in existence and still operating by way of modified charter

· also used for public organizations to build canals and infrastructure

ii) 1849 Act & 1850 United Provinces Act

· 1849 Act: granted letters patent – i.e. corporations were created by permission only

· corporations created to build roads and bridges, etc.

· 1850 Act: once certain documents were filed, the corporation was granted status as of right

iii) 1864 United Provinces Act

· more general statute – businesses not restricted to building infrastructure 

· letters patent style of incorporation – discretionary issuance of letters patent

· similar to Crown charters 

· 1869 – adopted into federal statute 

iv) Memorandum of Association & Letters Patent Distinguished

· ON, MB, QC, NB, PEI adopt letters patent legislation 

· BC, AB, SK, NS, NFLD adopt memorandum of association – simpler – treated like a contract

between the members, incorporation as of right

v) Modern Developments

· new Ontario statute in 1970 (Lawrence Committee made recommendations)

· in 1975 the CBCA was created by Dickerson Committee

· articles of incorporation – incorporation as of right 

· adopted in AB, SK, MB, ON, QC, NB, Nfld.

C)  BC Corporate Law History

· adopted 1862 English statute 

· in 1870 the province experimented with other statute but in 1897 returned to the memorandums of association

· in 1973 the province adopted part of the suggestions of the Lawrence Committee and part of the suggestions of the Dickerson Committee

· these suggestions were grafted into the existing BC statute ( some sections of the act refers to members while others refer to shareholders 

Summary of the Different Types of Legislation in Canada

Articles of Incorporation

  Memorandum of Association
C.B.C.A.




N.S.
N.B.




B.C.
Que.

Ont.

Man. 



  Letters Patent


Alta. 




P.E.I.
Sask. 




Que. (it is in the statute, but not used in practice)
Newfoundland
 

( why the statute of incorporation providing for limited liability came into existence when it did

· during the 18th century there were more technological improvements, more industrialization

· this put more pressure on having the joint stock form of organization 

· the development of railways added more pressure 

· manufacturing in large scale – need greater amount of funds

· limited liability provides a greater incentive to provide the funds needed 

Constitutional Position 


 Objectives:  You should be able to:
 (i)
note the basis for federal and provincial powers to incorporate companies
 (ii)
describe the scope of the power to incorporate companies in each jurisdiction.
A)  The Basis of Provincial & Federal Powers

· in the Constitution both provinces and the federal government have power to regulate corporations

· s. 92(11) – the province has the power to deal with incorporation of companies with provincial objects

· s. 91 – general words “matters not specifically assigned to provinces” – companies with objects other that provincial objects (Citizen Insurance v. Parsons)

· the corporation must therefore define its objects when it incorporates 

B)  Scope of Provincial Power

What is meaning of provincial objects?

Bonanza Creek Gold Mining v. The King, [1916] 1 A.C. 566 (P.C.) 

· Bonaza was licenced to operate in Yukon

· The company had the right to be assigned mine claims (leases) on adjacent properties if others relinquish 

· the federal government refused to grant claim (as per contract)

· argued that the company was incorporated in Ontario therefore it can operate in Ontario but not in Yukon

· the court held that the company has the power (not the right) to operate anywhere in the world (the other jurisdiction can refuse to allow them to operate)

· provincial objects do not deal with territorial limitations

C)  The Scope of the Federal Power

i) The Meaning of the Federal Power

· federal power must mean objects other than “provincial objects”

· if provincial objects means power to operate within and outside the province subject to other jurisdiction laws, then

· federal objects must mean the power and the right to operate in other Canadian jurisdictions


without being prevented from doing so by those other Canadian jurisdictions

ii)   The Scope of the Federal Power

John Deere Plow Co. Canada v. Wharton [1915] A.C. 330 (P.C.)

· the plaintiff, incorporated under the CBCA, was refused the right to operated in BC because there was already a company by same name operating in BC (the defendant is the majority shareholder in this other company)

· the court held that province cannot prevent federal company from operating in the jurisdiction – a federal corporation has a right to carry on business in any jurisdiction

Related case:

· Duck bought tractor from the plaintiff but refused to pay for it 

· Issue: can the corporation maintain an action in BC ( YES
Reference Re Constitution Act, 1867, ss. 91 & 92 (1991), 80 D.L.R. (4th) 431 (Man. C.A.)

· challenge to extra-provincial registration – if federal company wanted to carry on business in Manitoba the legislation required that the business name be registered in Manitoba

· the federal corporation argued that this could not be done because it indirectly restricted the corporation’s right to operate 

· the court held that the corporation must register in compliance with the provincial

Registration of Names Act

Similar cases:

· in BC – the legislation prevented other insurance companies from operating except ICBC – federal govt challenged this 

· the court held that this was ok since it is not discriminating against federal companies

· companies not incorporated in Manitoba cannot sell shares in the province of Manitoba

· therefore the company cannot obtain funds and thus cannot operate

· court held that the company must operate in conformity with provincial laws 

· the legislation was just a restriction on, not a prevention of, operation

The Incorporation Process

Objectives:  Be able to:
(i)
Set out the documents that must be filed and steps that must be taken to incorporate a corporation under the CBCA.

(ii)
Set out required post-incorporation organization steps.

(iii)
Note the steps in the process of continuance and the reasons for them.
(iv)
Note when an extra-provincial registration is required and the reasons for it.
(v)
Assess whether extra-provincial registration in B.C. will be required.
A)   Incorporation

i)   Steps in the Incorporation Process (Under the CBCA ss. 5 -7)

One or more individuals or corporations may form a corporation by:

1. filing articles of incorporation [s. 6, form 1]

2. filing a notice of the registered office [ss. 7, 19, form 3]

3. filing a notice of directors [ss. 7, 106, form 6]

4. paying the prescribed fee

5. filing a NUANS Name Status Report [Regs. s. 15] – Newly Upgraded Automated Names

Search

ii)   The Issuance of a Certificate of Incorporation (CBCA, s. 9)

· corporation comes into existence on date of issuance 

iii)  CBCA Incorporation Documents

Articles

The articles of incorporation under the CBCA deal with matters such as:

· the corporate name; any restrictions on the business of the corporation

· any limits on the authorized capital of the corporation; the classes of shares and share rights and privileges;

· the location of the registered offices of the corporation;

· any restrictions on the transfer of shares;

· and any other matters that one chooses to put in the articles of incorporation (
· the articles requires 2/3 majority of shareholders to change ( not very detailed

· easier to change the company by-laws

By-Laws

The by-laws under the CBCA are much longer than the articles and deal with matters such as:

· procedures at directors’ meetings;

· notice for and procedures with respect to shareholder meetings;

· the allotment and issuance of shares;

· the declaration and payment of dividends;

· the appointment of officers

iv)  Post Registration Steps (Under the CBCA)

1. pass the general by-laws – done by first directors listed in the Notice of Directors

2. approve share certificates;

3. allot and issue shares – (unique in articles of incorporation jurisdictions) 

4. appoint officers;

5. appoint auditors (or have a resolution waiving the appointment of an auditor);

6. resolution on fiscal year end;

7. banking resolution (company bank and signing authority)

v)   The Name Approval Process

· the corporation can choose to have no name – a number company

· can reserve a name for up to 90 days

· prohibited names

· containing profanity/obscenity 

· containing RCMP, Parliament Hill, etc.  

· trying to avoid names that are confusing, misleading

· want something that is descriptive – XXXX Chemical Ltd.

· names cannot be too general so as to restrict other names

· want a specific/distinctive name – not Cars Ltd.

· also need suffix – Ltd., Inc.

vi) The Choice between the CBCA and the BCCA
Under CBCA

· name protection

· registration under a corporate statute does not mean one has an intellectual property right over that name – registration is not a defence to a passing off tort; 

· but some protection – a federal company cannot be refused registration based on similar name – John Deere Plow  

· no restriction on maintaining an action – John Deere Plow 

· many provinces have copied CBCA legislation for provincial registration

· more expensive to register under CBCA and must register in provinces as well

Under BCCA

· familiarity with legislation – provincial lawyers will be most familiar with provincial legislation 

· easier to deal with bureaucracy in the province than in Ottawa (may also get better service,


better hours, etc.)

B)  Re-incorporation/Continuance

i)  Re-incorporation

· company re-incorporating under another jurisdiction

· issue shares to new corporation in exchange for assets of old corporation

· wind up old corporation and distribute shares of new corporation to old corporation shareholders

ii)  Continuance

· continue to operate as before, in new jurisdiction – re-incorporation in an easier way

· BCCA, ss. 36, 37; CBCA, ss. 187, 188

· the procedure is as follows:

· obtain a resolution for the company shareholders permitting the continuance [BCCA s. 37(1)(a); CBCA s. 188(1), (5)]

· obtain approval from the Registrar/Director [BCCA s. 37(1)(b); CBCA s. 188(1)] – have to ensure continuance is in best interests of minority shareholders also

· register in the other jurisdiction making amendments to the incorporation documents to make them conform to the requirements of the jurisdiction in which the company is being incorporated [BCCA s. 36(3); CBCA s. 187(2)] – one still has to satisfy the name

requirements for registration

C)  Extra-Provincial Registration

i)    The Registration Requirement

· corporations incorporated outside BC must be registered to “carry on business” in BC – must obtain extraprovincial registration w/in 30 days of commencing to “carry on business” in BC [BCCA s. 297]

· must file Form 13 [see BCCA s. 299] which requires an office in BC and an attorney to provide a place and person for the receipt of the service of documents [see BCCA s. 304]

· failure to register is an offence which can result in a fine of up to $50 per day [BCCA s. 312(2)]

· an agent or personal representative of an extra-provincial company that fails to register can also be liable to a fine of $50 per day [BCCA s. 313]

· an extra-provincial company cannot maintain an action in BC and cannot hold an interest in


land in BC [BCCA s. 312(1)] – this does not apply to federal companies [BCCA s. 312(4)]

ii)   The Meaning of “Carry on Business” – varies from province to province

· generally this is a question of degree of presence of the extra-provincial company in the province

· deemed to be carrying on business in the province if:

~ name is listed in a telephone directory for any part of BC;

~ name in an advertisement in which a BC address is given;

~ have a resident agent or representative in the province; or

~ have a warehouse, office or place of business in the province. [BCCA s. 1(8)]

· otherwise it is a general question of whether it is carrying on business in the province (just selling goods to a resident of BC and delivering those goods to that person is not carrying

on business in BC)

iii)   Purpose

· allows a person who deals w/ a company carrying on business in BC to have a place in the province where that company can be served w/ process for the purpose of commencing an action in BC, and, a place where certain documents concerning the company are available for inspection

D)   Restrictions on Management Authority

Agency Relationship

· directors act as agents for the corporation – actual authority – may be found in the articles or by-laws

· also look to the CBCA/BCCA, the employment contract, usual and customary authority 

Ultra Vires Doctrine 

Objectives:
(i) Be aware of the doctrine of ultra vires and be able to apply it in instances where it has not been overridden.
(ii) Be able to articulate the problems with the ultra vires doctrine, the practical response to it and the subsequent legislative response to it in the CBCA.
· Doctrine:  if principal does not have authority to act, cannot grant authority to agent – it is  beyond the power of the corporation (ultra vires)

· the CBCA (and BCCA) have gotten rid of this doctrine however it could still exist in other general corporate statutes and corporation could be incorporated in other manners – Crown

charter, its own statute, etc.

Ashbury Railway Carriage & Iron Co. v. Riche (1875), L.R. 7 H.L. 653

· the corporation had objects in memorandum: to make, sell, lend or hire railway plant fittings, machinery & rolling stock – to alter this, need special resolution, requiring ¾ majority

· entered into a contract with Riche to construct a railway 

· Riche started building the railway; 2 years later, the railway company does not want to continue the contract in breach of the contract – Riche sues

· objects in memoranda have to be altered in particular way and are binding on company and every member – if one engages in activities beyond its objects it  contravenes the statute

· building a railway is beyond the powers of the company – so the contract was ultra vires, officers could not enter into that sort of deal 

· no capacity to form contract ( contract is void and Riche cannot sue

i)  Justifications for the Doctrine

· it is a method for protecting creditors and investors from the corporation engaging in activities that are unduly risky 

· they invest/grant credit based on the activities (listed in the articles) of the corporation 

· also want to ensure corporation is using money for what they said they would use money for – protection of public funds

· protect against risk of bankruptcy, where bankruptcy is particularly worrisome – like banks,

insurance companies and other financial institutions

ii)  Problems with the Doctrine

· creates problem for the contracting party – they have to bear risk that the contract will not be enforced (Ashbury Railway) – potential unjust enrichment 

· both parties have to ensure that they are really allowed to do what they want to do via the

contract  – insurance by way of lawyer’s opinion – great deal of expense

iii)  Response to the Doctrine

· corporations wanted to draft their articles of incorporation around the problem – required

extensive use of lawyers

iv)  Doctrine Continued to Cause Problems

· both sides end up spending money to draft around problem, get legal opinions

v)  Legislative Response

· CBCA ss. 15(1), 16(2), 16(3)

s.15 (1) A corporation has the capacity and, subject to this Act, the rights, powers and privileges of a natural person. 

s.16 (2) A corporation shall not carry on any business or exercise any power that it is restricted by its articles from carrying on or exercising, nor shall the corporation exercise any of its powers in a manner contrary to its articles. 

s.16 (3) No act of a corporation, including any transfer of property to or by a corporation, is invalid by reason only that the act or transfer is contrary to its articles or this Act. 

· s. 16(3): action not invalid just because it is invalid according to articles or the act 

· problem consider the purpose for the doctrine – to protect investors – there be some sort of consequences 

s.247. If a corporation or any director, officer, employee, agent, auditor, trustee, receiver, receiver-manager or liquidator of a corporation does not comply with this Act, the regulations, articles, by-laws, or a unanimous shareholder agreement, a complainant or a creditor of the corporation may, in addition to any other right he has, apply to a court for an order directing any such person to comply with, or restraining any such person from acting in breach of, any provisions thereof, and on such application the court may so order and make any further order it thinks fit.

· s. 247: shareholders can get order for compliance (statutory provision equivalent to injunction) – then if the corporation fails again, it is not only offence under the Act but also contempt of court

s.239(1) Subject to subsection (2), a complainant may apply to a court for leave to bring an action in the name and on behalf of a corporation or any of its subsidiaries, or intervene in an action to which any such body corporate is a party, for the purpose of prosecuting, defending or discontinuing the action on behalf of the body corporate. 

· s. 239: derivative action (not used very often) – causing corporation to sue directors – the provision exists to help shareholders to be able to do this (because otherwise, the corporation would never sue directors since directors make decisions for company and are not going to decide to sue themselves)

· s. 241: oppression remedy – swallowed up derivative action

Constructive Notice & the Indoor Management Rule

Objectives:
(i) Be able to describe the constructive notice doctrine, the indoor management rule and the legislative modifications to these doctrines in the CBCA.
(ii) Be able to apply the constructive notice doctrine and the indoor management rule both in their original form and as modified by the CBCA.
i) Powers/Authority

· Powers Generally

· look to all company documents: employment contracts, etc.

· Constraints on Powers

· may need shareholder approval (more than 50%?), resolutions of board, etc.

ii) Constructive Notice

· publicly filed document (e.g. articles of incorporation) – available at registered office

· rule: third parties dealing with the corporation are deemed to know the contents of publicly filed documents

· example: articles state that directors can borrow but cannot give collateral; a third party loans funds in corporation and takes a security interest; default on loan so assets taken; decision challenged by company – directors have no authority to enter into contract; bank argued that the directors acted with authority

· because of deemed knowledge it is difficult to claim reliance (ostensible authority argument)

iii) Indoor Management Rule

· limitation on constructive notice

· if documents not publicly available, then the third party is NOT deemed to know (no access to documents)

· same example as above, but are allowed to have security interest as long as it is approved by shareholders first (if not public company, then minutes etc. would not be available publicly) – the bank would not be deemed to know this information

iv) Legislative Modifications

· CBCA ss. 17, 18

s.17. No person is affected by or is deemed to have notice or knowledge of the contents of a document concerning a corporation by reason only that the document has been filed by the Director or is available for inspection at an office of the corporation. 

· s. 17: no constructive notice – no person is deemed to know just because document has been filed or is publicly available

· s. 18: statutory indoor management rule

To What Extent do the Ultra Vires Doctrine and the Constructive Notice Doctrine Still Apply?

· CBCA is adopted pretty much everywhere and they all have provisions similar to s. 17, 18, getting rid of these rules

· always, first check where and how company is incorporated etc. – that way you know what statute you are dealing with – then check if the rules have been eliminated, etc.

Problem 16

· hospital, incorporated by statute, is expanding – seeks funding from bank; cannot pledge security

· what they are trying to is ultra vires the corporation (Ashbury Railway) the contract will be invalid and the bank cannot rely on the security interest if there is a default on the loan

· what about same thing if under CBCA – not same concern because of ss. 15(1), 16(3) 

· the company cannot act beyond the powers listed in its articles

· however, a transaction will not be void just because the company did act beyond its powers

Capitalization of the Corporation

A)  Equity Securities

Objectives:
(i)   Be able to describe the nature of a share.
(ii)   Be able to describe:
(a)  the main types of equity securities; and

(b)  the rights attached, or that can be attached, to those securities.
The Nature of a Share

· are shareholders really owners of corporation or just one of many stakeholders

· shareholders have bundles of rights

Sparling v. Caisse de dépôt et placement, [1988] 2 S.C.R. 1015

· issue: does the Caisse, as agent for the Crown, have immunity from the provisions in the CBCA retlationg to the rights and obligations of shareholders (in particular ss.121 to 125 dealing with insider trading)

· no Crown immunity: if the Crown gets benefit of statute, then it also has to abide by the burdens of statute

· how did they determine that the Caisse had benefits - because of the bundle of rights 

· a share is a “bundle of interrelated rights and liabilities”

· absent the statutory regime, the idea of a share as an object of commerce is meaningless


(would not get the right to vote, the right to dividends, the right to inspect the books, etc.)

Classes of Shares

· CBCA s. 6(1)(c)(i), s. 24(4)

s.6 (1) Articles of incorporation shall follow the prescribed form and shall set out, in respect of the proposed corporation, 


(c)  the classes and any maximum number of shares that the corporation is authorized to issue,

       and

  
(i) if there will be two or more classes of shares, the rights, privileges, restrictions and

                conditions attaching to each class of shares, and

s.24(4) The articles may provide for more than one class of shares and, if they so provide, 

(a)  the rights, privileges, restrictions and conditions attaching to the shares of each class shall be set out therein; and

(b)  the rights set out in subsection (3) shall be attached to at least one class of shares but all such rights are not required to be attached to one class.


· very open ended division of shares – can have many different types of bundles (class A, class B, class C…)

· s.  6(1)(c)(i): if you have more than one class of shares you have to set out the bundles of rights in the articles

· s.  24(4): articles may provide for more than one class of shares but you have to set out


bundles of rights

Frequently Used Types of Shares

Common Shares 

· 3 main rights: voting – election of directors; dividends (on pro rata basis – number of shares); proceeds on liquidation (on pro rata basis) 

· s. 24(3): when there is only one class, do not have to set out rights because it is presumed


to have the above 3 rights (codification of common law)

Preferred Shares

(a) Preferences

· some shares may have some sort of preference, usually in relation to dividends

(i) how the preference works

· if preference is for dividends and a dividend is declared, preferred shareholders get dividends first before subordinate shares get dividends 

· there may be nothing left for subordinate shares 

· company issues these shares in the event that amount of dividends is greater than limit – make tons of profits from capital of preferred shareholders but only have up to the specified limit

(ii) the presumption with respect to dividends beyond the preferred amount

· presumption is that preferred shareholders do not share in amount leftover after preferred dividends are paid out – however this can be modified

· unless dividend rights are participating – the dividend preference establishes a ceiling

· the corporation needs to make it clear what is to be done with the extra amounts

International Power Co. v. McMaster University, [1946] S.C.R. 178

· the Montreal Trust Company, as liquidator for the Porto Rico Power Company, submitted that the common shares holders are alone entitled to share in any surplus assets available after payment by priority of $100/share plus dividends payable is made to the preferred shareholders

· the preference shareholders argue that they are entitled to equal treatment in all respect with the common shareholders, except in respect to the priority they have been given

· must consider the construction of the clause which gives the preference – consider if the priorities are exhaustive of the rights of preference shareholder (negate any additional rights) or if they are supplemental to additional rights  

· discussed presumption, which can be changed expressly 

· it is stated in the letters patent that preferred shareholders are to have priority of repayment “on any division of assets of the company to the extent of its repayment in full at par together with any dividends thereon then accrued due and remaining unpaid” – this is a definition of the existing priority; cannot be construed as a limitation to further rights 

· the right to dividends while the corporation is a going concern is different from when the corporation is winding-up

· not entitled to more than the 7%

(iii) the presumption with respect to proceeds on liquidation beyond the preferred amount

· presumption is that preferred shareholders share in amount leftover after preferred amount paid out, upon liquidation – can be modified (International Power Company) 

(b) Typical Preferred Share Features

(i) cumulative vs. non-cumulative

· cumulative: if dividend does not get paid in one year, it carries forward to future years

· non-cumulative: does not carry forward – this situation does not happen often (really only when one person owns most of preferred and common shares)

· if not explicitly stated then shares are presumed to be cumulative

(ii) participating vs. non-participating

· participating: holder is entitles to receive stated dividends and to share with common shareholders in any additional distributions of earnings 

· if not explicitly stated then shares are presumed to be non-participating

(iii) convertible vs. non-convertible

· conversion feature: shares can be surrendered back to company for some other type of security in exchange 

· usually converted into common shares from the same company and usually at a fixed price on a specified date

(iv) retractable vs. non-retractable

· retraction feature: shareholder can surrender shares to company and have company buy them back at pre-set price

· often used in tax transaction in private companies – estate freeze (freeze value of asset so there is no capital gain – pre-set price is same for retraction and redemption)

(v) redeemable vs. non-redeemable

· redeemable: stock that the company can call back from shareholders at pre-set price (at a bit of a premium) and retire 

· often used in tax transactions in private companies – estate freeze (freeze value of assets so there is no capital gain – pre-set price is same for retraction and redemption)

The Power to Issue Shares

 Objectives:  Be able to:
(i)
Note who has the power to issue shares and the scope of the power.
(ii)
Describe the issuance of shares in series and note the purpose of it.
(iii)
Describe the terms "subscription" and "allotment".

a) The Power of Directors

s.25 (1) Subject to the articles, the by-laws and any unanimous shareholder agreement and to section 28, shares may be issued at such times and to such persons and for such consideration as the directors may determine. 

b) Authorized Limit and No Authorized Limit

· scope of authority is only to issue shares, not to authorize shares – shares must be authorized with approval from shareholders – impediment when equity financing is at stake

· to circumvent this problem lawyers would set a ridiculously high limits on the amount of shares that can be issued – basically there is no limit

· CBCA s. 6(1)(c) – do not have to have limit number of authorized shares (but if you do, must set out limit)

· BCCA is not the same as CBCA – cannot have no authorized limit

c) Shares in Series (CBCA s. 27)

· It is the power of the directors to issue shares – however they can only issue shares that have already been created 

· shareholders create new class of shares by amending the articles 

· this takes a long time and the corporation may miss a market opportunity 

· to solve this problem, shareholders can give directors right to divide a class and issue shares in different series and to allow directors to set rights for each series (class B is preferred, series 1 is $5 dividend per annum, non-cumulative, non-participative, etc.; series 2 is $8 dividend per annum, cumulative, etc.)

· more flexible approach 

· Dickerson committee concerned about subsequent series getting an advantage over existing series 

· s.27(3) No rights, privileges, restrictions or conditions attached to a series of shares authorized under this section shall confer on a series a priority in respect of dividends or return of capital over any other series of shares of the same class that are then

outstanding.
Subscriptions and Allotment

(i) Subscriptions for Shares

· a potential shareholder makes an application to a corporation for shares 

· a subscription normally treated as offer to buy shares

· when a person purchases the shares, he is buying bundle of rights in exchange for fee 

(ii) Allotment

· deciding who gets shares (from those who subscribe) and how many each person gets 

· in the U.S., there is a concern that there might be no shares left for some persons

Consideration on an Issue of Shares

 Objectives: Be able to:
 (i)
describe the par value concept, the problems with the concept and CBCA responses to it;
 (ii)
describe the CBCA position on the assessiblility of shares;
 (iii)
describe the watered stock problem and the available remedies under the CBCA.
(i) Par Value vs. No Par Value Shares

(   The Par Value Concept

· limited partnership concept: how much they contribute or agree to contribute 

· can issue shares for less than stated value and then collect up to stated or par value later (ready source of finance)

· creditors can also go after shareholders for the remaining amount

(   Basis for Determining Available Capital

· number of shares x par value = money available 

· the capital has either been contributed or will be contributed

(   Problems with the Par Value Concept [CBCA s. 24(1)]

· a corporation cannot sell shares for less than par value – ultra vires act (see Ooregum Gold Mining)

· determining available capital – cannot sell shares at market price if less than par value – corporations worried that price will drop below par value ( lawyers set extremely low par value and thus there is no relationship between par value and capital since the stock was sold for more than par value 

· accounting approach: when the money for the stock is collected – to balance the balance sheet the funds are recorded as:

· contributed capital = number of shares x par value

· contributed surplus =  amount above par value x number of shares 

· this is misleading because having a “surplus” gives the impression that the company is doing well – however, in this case it has nothing to do well how well company is doing and the par value has nothing to do with how much the share is worth(
· deceptive so CBCA s.24(1) gets rid of par value and nominal value concepts

(ii)  Fully Paid – s.25(3)

· shares a $1 par value are sold for $10, but take payment of $2 ( $8 still due 

· listed as subscriptions receivable

· subscriptions receivable potentially deceptive to shareholders because the entire amount may not be collected (similar to bad debt in A/R)

· s.25(3)  A share shall not be issued until the consideration for the share is fully paid in money or in property or past services that are not less in value than the fair equivalent of the money that the corporation would have received if the share had been issued for money.
· directors liable for difference if not fully paid (s. 118)

· investors can buy shares on margin because there brokers to give credit – CBCA statute


prevents corporation from giving out credit

(iii) Assessable vs. Non-Assessable – s. 25(2)

· Edmonton Country Club v. Case

· the corporation reserves right to make an assessment on the shares each year – this may possibly increase the amount an investor must contribute – creates share valuation problems

· s.25(2) Shares issued by a corporation are non-assessable and the holders are not liable to

the corporation or to its creditors in respect thereof.
(iv) Watered Stock

(  The Watered Stock Problem

· assets side of balance sheet inflated because of “goodwill”; equity shown as less than assets so upon dissolution, shareholders would do great 

· potential creditors deceived in believing a lot more assets exist than they really do 

· when the corporation is not as successful, problems arise: assets and equity overstated
· example:  See v. Heppenheimer (1905), 61 A. 843 (New Jersey Court of Chancery)

(  The Prohibition Against Watered Stock in the CBCA [s. 25(3)]

· shares have to be fully paid for by cash or by property equivalent to cash amount 

· s.25(3)  A share shall not be issued until the consideration for the share is fully paid in money or in property or past services that are not less in value than the fair equivalent of the money that the corporation would have received if the share had been issued for money.
Re Dorenwend Ltd. (1924), 55 O.L.R.413 

· out of its available capital of $10,000 the company had already issued 40 shares at $50 each or $2,000 in all

· the majority of the 40 shares belonged to Mr. Dorenwend, president and general manager

· a resolution on January 12th, 1911 declared that the remaining 160 shares were to be issued to Mr. Dorenwend “in consideration of his valuable services to the company”

· the underlying principle upon which a transaction of this kind is not permitted to stand as against creditors of the company is, that the effect is to create, or give the appearance of creating, capital which does not in fact exist 

· balance sheet misrepresentation – add fictitious indebtedness to existing liabilities and to treat the fictitious services as an additional asset of the company – the fictitious liabilities are then wiped out by the issue of stock, leaving the company with an increase in book assets    

· this was not really the case here – resolution worded badly but transaction was valid 

· what the shareholders really did was in effect to declare a dividend to the extent of $8,000, and then waived their individual rights to a pro rata distribution and handed the whole sum over to Mr. Dorenwend

(  Remedies for Watered Stock

· directors jointly and severally liable – s.118

· directors have to put in the difference if shares not fully paid

· directors subject to penal sanction – s.251

· actions against shareholders

· See v. Heppenheimer 

Pre-Emptive Rights

Objective:
Be able to describe pre-emptive rights, the purpose of such rights and the CBCA and BCCA position on pre-emptive rights.
· if more shares are issued in same class, must first be offered to current shareholders (in proportion to number of shares already owned)

· in other words, current shareholders can purchase newly issued shares on a pro rata basis 

· the purpose is to allow current shareholders to retain their same percentage of interest

s.28(1) If the articles so provide, no shares of a class shall be issued unless the shares have first been offered to the shareholders holding shares of that class, and those shareholders have a pre-emptive right to acquire the offered shares in proportion to their holdings of the shares of

that class, at such price and on such terms as those shares are to be offered to others. 

· optional to have pre-emptive rights

· if provided, has to be offered for same terms etc. in proportion to current holdings 

· most publicly-held corporations do not have this pre-emptive right

· what about issuing a new series – presumably it would fall within s.28 

Dividends

Objective:
Be able to describe different types of dividends, the scope of the power to distribute dividends and the dividend distribution process.
(i)  Types of dividends – s.43 

· cash

· specie - get objects/items as dividends 

· most common form – if ABC owns shares in XYZ, then it may distribute XYZ shares as dividends

· spin-off – a parent company can get rid of a subsidiary’s shares in this manner

· the subsidiary will no longer be controlled by the parent company

· shareholders can trade the subsidiary’s shares in the open market  

· stock – get more shares of the same corporation 

· transaction does not change the value of the assets (value of each share decreased

· the total value of the investment remains the same – now have more shares, but the value of each share is diluted 

· however, in reality the share value does increase a bit 

· investors may take it as a signal that earnings will increase

(ii) Directors have the power to declare dividends unless otherwise provided – s. 115(3)

(iii) Director are not obligated to declare dividends

· Bond v. Barrow Haematite Steel Co., [1902] 1 Ch. 353 – the shareholder has no right to any payment until the corporate body has determined that the money can be properly paid away

· some exceptions: the court may force dividends as an oppression remedy

· directors have fiduciary duty to act in best interests of corporation – if can be shown that


declaring a dividend is in the corporation’s best interest then the court can force declaration

(iv) Dividends become debt of company once declared

(v) Dividends can only be paid out of profits 

· can also be paid out of retained earnings (accumulation of profits)
· Verner v. General and Commercial Investment Trust, [1894] 2 Ch.239 (C.A.)

· dividends can be paid as long as they are not paid out of contributed capital

(vi) Dividends cannot be paid if it would leave company in insolvent circumstances – s. 42

· if there is an inability to pay liabilities as they come due, then cannot pay dividend 

· or if realizable value of assets would be less than liabilities and contributed capital, should not pay dividend

· if dividends are paid then under s.118 the directors are liable 

(vii) Record Date and Ex Dividend Date

· mechanisms for determining who shareholders are – register 

· record date: date upon which dividends declared 

· ex dividend date: will not qualify for dividend because the corporation will not have the information in time (usually about 3 days before the record date)

Share Repurchases

a) Creditor Protection 

· since repurchases involve a return of assets to shareholder, barriers to such transactions are required where they might permit the firm to destroy the claims of creditors

· share repurchases were formerly illegal

Trevor v. Whitworth (1887), 12 App.Cas. 409 (HL)

· it was held that the repurchase of shares is an ultra vires act of the company

· capital had to be maintained in order to protect creditors

· redemption of preferred shares has always been permitted so long as it was not made in

contemplation of bankruptcy 

s.36(1) Notwithstanding subsection 34(2) or 35(3), but subject to subsection (2) and to its articles, a corporation may purchase or redeem any redeemable shares issued by it at prices not exceeding the redemption price thereof stated in the articles or calculated according to a formula stated in the articles.

· through legislation a corporation can now repurchase its own shares 

s.34(1) Subject to subsection (2) and to its articles, a corporation may purchase or otherwise acquire shares issued by it. 

s.34(2) A corporation shall not make any payment to purchase or otherwise acquire shares issued by it if there are reasonable grounds for believing that 

(a) the corporation is, or would after the payment be, unable to pay its liabilities as they become due; or

(b) the realizable value of the corporation's assets would after the payment be less than the aggregate of its liabilities and stated capital of all classes.

· s. 118(2) – directors can be personally liable for amounts paid in contravention of s. 34(2)
b)  Shareholder Protection

· there is a redistribution from non-selling to selling shareholders
· share prices tend to increase when there is a share repurchase
· directors have a fairly good understanding of the value of the corporation’s shares – in situations where the market has undervalued the shares – the directors may effect a share repurchase
· the problem is that the selling shareholders will be selling at the undervalued price while the remaining shareholders gain from the market price increase  
(i)   Regulation to protect shareholders include
· issuer bid regulation
· an offer to repurchase shares must be made to all shareholders
· if the corporation is repurchasing a large amount (e.g. 5% over 12 mths) then it must make a public announcement before repurchasing 
· signalling tool – should make the market share price increase – the corporation will have to repurchase at the inflated price 
· insider trading protection

· covers situations where the corporation has a process innovation, patent, etc. that has not been announced yet and it causes its own shares to be repurchased

· going private transaction also regulated – has nothing to do with stock price manipulation

· the corporation should get an outside formal evaluation of its share price

· majority of minority provisions

· listing agreements with stock exchanges will provide further regulations 

(ii)  Stock price manipulation

· the market works by matching bid and ask prices

· bids are usually initially made below market price while ask prices are usually above

· if the bid price is higher than market then market activity will increase driving the price up

· the corporation uses share repurchases at the higher bid price to drive the price up; once the price has increased to a certain amount the corporation will start to sell and the price will drop

· this cycle can be repeated over and over

Davis v. Pennzoil Co. (1970), 264 A.2d 597 (SC of Pennsylvania) 

· fraudulent scheme by management to inflate stock prices

· the corporation started by clearing off a large block of outstanding shares (get rid of large block of shareholders who could prevent price manipulation

· announced an expansion program to try to increase share prices

· transaction:

Pennzoil shares


Pennzoil


        Target co.

             Assets

Target co. assets


- Pennzoil’s assets increased to include the target co.’s assets which are only the

  Pennzoil shares 

- use shares purchased from the market to buy shares in the target co.

- gives the illusion of an expansion

· this transaction  violated U.S. provisions

· not directly covered in Canada except under general anti-fraud provisions – CCC s.380 

· the problem is that sometimes these transactions are beneficial and not just a means of price manipulation

· for instance, if the corporation honestly believed that the shares are undervalued

· it is a fairly credible signal to the public – there is a belief that directors would not use corporate funds to buy shares unless they were undervalued

· if the market was efficient then there would be no need for all this since the share prices will

be valued correctly and price manipulation would not be effective

c) Other Reductions of Stated Capital

· CBCA s. 38(1) and (2) – a special resolution is required to reduce stated capital
· s. 38(3) – cannot reduce stated capital to distribute an amount to shareholders if it would make the corporation insolvent
B) Debt Securities 

a) Bank loans

- 
two forms: line of credit (short term, fluctuating) and term loans

b) Notes/Commercial Paper

· similar to a line of credit, but provided by other parties (usually other corporations)

· promissory notes + interest

c)   Bonds and Debentures

(i) from a legal point of view there is no real distinction between a bond and a debenture

· they are documents providing evidence of indebtedness

· the corporation will pay the face value of the bond upon maturity with interest in the interim

(ii) they may carry a wide variety of terms

· conversion rights – the bond can be surrendered to the corporation and converted into another form of security (usually common shares)

· warrants – the option to purchase shares at a particular price within a period of time

· participation rights – the ability to participate in profit over and above fixed rate of interest

· negative pledge – the cp cannot give anyone else a higher claim to certain assets

· ratio restrictions (e.g. current ratio, working capital ratio, times interest earned)

· the terms of an event of default – such as the right to seize assets; acceleration clause 

(iii) enforcement of term of the bond

· bonds will never be enforced if left to individual bondholders

· small stake problem

· free rider problem

· because of this no one would be willing to invest using this method

· the solution is to assign a trustee to act on behalf of all debenture holders

· this is a signal to the market that the bonds are worthwhile since they will be enforced

· however, like any other signal mechanism, this can be abused by the corporation (i.e. manipulate a false signal)

· e.g. the trustee is really a sham – does not do anything

(  CBCA response to this problem

· s.84 – qualifications – must be a licensed trust company

· s.83 – conflict of interest – trustee should not be a friend of the directors

· s.85 – trustee gets access to the list of debenture holders

· ss.86-88 – the trustee has the power to demand compliance from the corporation  

· s.90 – trustee (must) give notice to the holders of any default

· s.91 – general duty of care of the trustee

Distribution of Securities 

Objective:  Be aware that a prospectus may be required when shares, bonds, debentures or other securities are distributed.

A)  Prospectus Requirement

a) What is a prospectus

· it is a document that provides information about the particular securities being offered by the corporation as well as general information about the corporation itself

· it is given to security holders when they buy the securities

· allows a recent purchaser to read about the corporation 

· cooling off period – 2 days after the prospectus has been distributed 

· the security holder can change his mind within this period if prospectus indicates that

this may be an unattractive investment 

b) When is a prospectus required 

· every time a sale of securities is made directly or indirectly to investors

· unless exemption provided – very extensive list  

c) What is a security

· includes shares, bonds, debentures and any form of investment where the investor is led to expect profits from someone else’s efforts
B)  Continuous Disclosure

· if a prospectus is required (i.e. the corporation does not fall within an exemption) then the corporation will also be subject to continuous disclosure rules

· these corporation may be known by different names such as: public companies, reporting issuers, distributing corporations (CBCA)

· this includes periodic financial disclosures (every 3 months), annual proxy circulars, insider trading reports, material change reports

Governance Structures

A)  Agency Costs

Agency Costs 
= 
Monitoring Costs
+
Bonding Costs
       +       Residual 













Governance


  Liability



Structures


  Strategies
 
· Monitoring costs – costs of making sure person acting on one’s behalf is doing so with their best efforts on one’s behalf
· Bonding Costs – costs of agent signaling to principal that she or he will give her or his best efforts on behalf of the principal
· e.g. the purchase of insurance on employees 

· Residual – some degree to which the agent will not act in the best interests of the principal

B)  Directors and Officers 

a)  The Role of Directors 

s.102(1) Subject to any unanimous shareholder agreement, the directors shall manage, or

supervise the management of, the business and affairs of a corporation. 

** very important 

b) Qualification Requirements for Directors 

s.105(1) The following persons are disqualified from being a director of a corporation: 

(a) anyone who is less than eighteen years of age;


(b) anyone who is of unsound mind and has been so found by a court in Canada or

     elsewhere;


(c) a person who is not an individual; or


(d) a person who has the status of bankrupt.


(2) Unless the articles otherwise provide, a director of a corporation is not required to hold shares issued by the corporation. 

(3) Subject to subsection (3.1), at least twenty-five per cent of the directors of a corporation must be resident Canadians.  However, if a corporation has less than four directors, at least one must be a resident Canadian.  


(   this requirement does not really work in practice 

c) Number of Directors 

s.102(2) A corporation shall have one or more directors but a corporation…

· however, a distributing corporation shall have not fewer than three directors, at least two of whom are not officers or employees of the corporation or its affiliates (i.e. independent, outside directors

· the requirement for outside directors does not really work in practice since the number of non-independent directors may out number and thus out vote outside directors

· the stock exchange rules recommend that there be more independent directors than non-independent directors 

· this is really a requirement since the directors must explain to the shareholders why they are not complying with the recommendation 

d) Election of Directors

· first directors – notice of first directors sent to the Director when the corporation is formed – s. 106(1)
· subsequent election – first directors hold office until the first meeting of shareholders when directors are elected at that meeting and each subsequent annual meeting of shareholders
– s. 106(2), (3)
e) Term of Office

· a director shall not hold a term of more than three years – s.106(3)

· staggered terms - it is not necessary that all directors elected at a meeting of shareholders hold office for the same term – s.106(4)

· if there is no stated term then a director ceases to hold office at the close of the first annual

meeting of shareholders following his election – s.106(5)

f) Filling Vacancies

· if a vacancy occurs between annual shareholder meetings (due e.g. to the death or retirement of a director) then the remaining directors can fill the vacancy (subject to certain
exceptions) – s. 111
g) Ceasing to Hold Office
· a director ceases to hold office when the director dies, resigns, becomes disqualified or is
removed from office by a resolution of the shareholders – s. 108
h) Removal of a Director 

· s. 109 – shareholders have the right to remove a director from office by ordinary resolution and the vacancy created can be filled by the shareholders at the meeting called for the purpose of removing the director
· s.2(1) – ordinary resolution – means a resolution passed by a majority of the votes cast by the shareholders who voted in respect of that resolution
· this shareholder right may be subverted easily by manipulating the rights attached to the shares (e.g. a director may hold one share and get 1000 votes) – however this is rarely done because of agency issues – the directors promise to act in the best interest of the corporation and if they do not do so then the shareholder has a mechanism to remove them 
· see Bushell v. Faith, [1970] A.C. 1099 (H.L.) 
i) Authority and Power of Directors and Officers

· Directors have the power (subject to the articles, by-laws or a unanimous shareholder agreement) to:

· issue shares – s.25
· adopt, amend or repeal by-laws 
· the by-laws are valid immediately until the next shareholders meeting 

· must be approved at shareholders at next annual meeting – s.103
· borrow and grant a security interest in the property of the corporation – s.189(1)
· historically, directors did not have the power to borrow or grant security unless otherwise specified
· almost every corporation opted to allow the directors to borrow
· thus the rule has now been changed to allow borrowing unless otherwise stated
· designate the offices of the corporation and appoint officers – s.121
· specify the duties of officers and delegate powers to manage to them (subject to s. 115(3)) – s.121
· fix the remuneration of directors, officers and employees of the corporation – s.125
· declare a dividend – s.115(3)
· Directors may appoint a managing director or committee of directors from among their number and delegate powers to the managing director or committee – s.115(1)
· however there are limits on the degree of delegation – s.115(3)
· e.g. no managing director and no committee of directors has authority to adopt, amend or repeal by-laws
· before this section was enacted a director would delegate all his power away for a long period of time ( removing a director from office would not be effective since the managing director would still have the power

· this took away the shareholders’ control mechanism and was considered against public policy

j) Removal of Officers

· Directors have authority to appoint and remove officers.  But what if the contract under which the officer agree to serve has a specified term or a minimum period of notice to remove the officer?  Generally it has been held that the directors cannot summarily remove such an officer.  While the officer can be dismissed immediately the corporation must still pay damages for the early dismissal.
· i.e. poison pill, golden parachutes 
k) Directors’ Meetings

· the mechanics of calling directors’ meetings is usually specified in the by-laws 
· a quorum is a majority of the directors unless otherwise specified – s.114(2)
· meetings by conference call are permitted – s.114(2)
· written resolutions signed by all the directors will suffice in lieu of a meeting – s.117
· one director present can constitute a meeting where there is only one director – s.114(8)
· there is no requirement to have a specified number of meetings per year 
· however, at some point, the failure to hold meeting could be considered a breach of the duty of care under s. 122 
· average number of meetings per survey is about six
l) How Boards of Public Corporations Operate

· in practice the Board operates very differently than in theory 

· directors usually appoint officers then rubber stamp their work or the Board is made up of the officers

· the benefit of the Board is that is acts as a checking mechanism (management must justify their actions to the Board) and in extreme cases, the Board has voted to remove officers

· a Board made up of independent directors is not necessarily a better checking mechanism

· outside directors usually have full time jobs elsewhere and may be too busy to be effective – may not be fully informed

· in this situation, the outside directors are more likely to rubber stamp the officers’ work

C) Shareholder Voting Rights 

Shareholder Control over Directors

· s. 102 – the directors manage or supervise the management of the corporation
· there is a division of powers – the directors have certain powers and the shareholders cannot override these powers by decisions made at shareholder meetings.  
· in other words, the directors do not need to do what the shareholders have requested  
· the directors are responsible for the management of the corporation and they must do so according to the best interests of the corporation – s.122
· this is a mechanism for protecting minority shareholders
Shareholder Powers

1) The election of directors

s.106(3) Subject to paragraph 107(b), shareholders of a corporation shall, by ordinary resolution at the first meeting of shareholders and at each succeeding annual meeting at which an election of directors is required, elect directors to hold office for a term expiring not later than the close of the third annual meeting of shareholders following the election. 

2) Amendments of by-laws – s.103

· shareholders approve changes initiated by directors (subject to the articles, by-laws or a unanimous shareholder agreement)

· shareholders can make proposals for by-law changes
3) Fundamental changes

· certain changes are considered of such significance that shareholders are entitled to vote on the changes

· to help protect minority interests these changes must be effected by a “special resolution” 
· s.2(1) – special resolution – requiring 2/3rds of the votes cast on the particular resolution at the shareholders’ meeting
· examples of fundamental changes include:
· amendment of articles – see s.173 for long list of changes
· amalgamation – s.183
· continuance in another (non-CBCA) jurisdiction
· sale, lease or exchange of all or substantially all of the assets of the corporation 


– s.189(3), (6), (8)
· voluntary liquidation and dissolution – s.211(3)
(  Class (and possibly also series) voting rights 

· in some cases fundamental changes also require that separate classes of shares must approve of the change by a special resolution of the just the shareholders of the class

· these rights arise when:

· amendments of the articles in which one class of shares may be disadvantaged relative to one or more other classes of shares – see generally s. 176(1)
· amalgamation – s. 183(3), (4), (5)
· sale, lease or exchange of all or substantially all of the assets of the corporation – s.189(6), (7), (8)
· liquidation and dissolution – s. 211(3)
· where class voting rights arise shares of a class have a right to vote whether or not they otherwise carry a right to vote – s. 176(5)
· separate resolutions of each class having a class voting right are required – s. 176(6)
Problem #20
· Class A – common shares; Class B and C – preferred shares, no voting rights

· is this a fundamental change – Yes – s.173(1)(e) – creating a new class of shares  

· what resolutions are required – special resolution – s.2(1) requiring 2/3rds of the votes cast 
· requires a general vote – must be approved by 2/3 of Class A (one vote, 2 purposes – general and class) 

· also requires a class vote under s.176(1) 

· s.176(5) – there is a right to a class vote whether or not there is a right to a general vote
· what are the conditions / how is there a disadvantage…– Class A and B not Class C

· separate resolutions of each class having a class voting right are required – s. 176(6)
D) Shareholder Meetings

Basics of Shareholder Meetings
· Annual Meetings – s. 133(a)

· the first annual meeting must be called within 18 months of incorporating 

· subsequent annual meetings must be called within 15 months of last annual meeting

· Special Meetings / Extraordinary Meetings

· meetings at other times called “special meetings” – s. 133(b) (or “extraordinary meetings” in other jurisdictions)

· Ordinary Business
· election of directors, receiving of financial statements, and appointment of auditors is “ordinary business” – s. 135(5)
· ordinary business requires an “ordinary resolution”
· Special Business

· all other business is called “special business” – s. 135

· “special business” requires a “special resolution” 

· The meeting should be held in Canada – s.132
· Quorum
s.139(1) Unless the by-laws otherwise provide, a quorum of shareholders is present at a meeting of shareholders, irrespective of the number of persons actually present at the meeting, if the holders of a majority of the shares entitled to vote at the meeting are present in person or represented by proxy. 

· Notice
· s. 135 >21, <50 days

· notice of special business must state the nature of the business in sufficient detail to allow a shareholder to make a reasoned judgment on it – s.135(6)

· giving notice has become more complicated now since shares are usually held by the Canadian Depository of Securities – the CDS gold the shares for the benefit of a beneficial holder, usually a stock broker would hold its for the benefit of …

· a longer notice period is required to pass the information through the layers 

Conduct of Meetings
a) Normal meeting process (steps in a meeting)

(Voting
· voting is usually done by a show of hands unless a poll is demanded - s. 141(1)

· a poll can be demanded before or after a vote by a show of hands - s. 141(2)
( Minutes
· minutes are to be kept (signed by the chair of the meeting) - s. 20(1)(b)

( Chair
· unless the articles provide otherwise the Chair can be any member elected by members present at a meeting

· standard by-laws of CBCA corporation usually provide for Chair of Board or President
b)  Duties of the Chair

· act in good faith in an impartial manner
· allow shareholders to speak to matters before the meeting but only for a reasonable time
· there is no duty to go behind legal title of share ownership to identify voting preference of beneficial shareholders
· the Chair does not have to be independent – having an interest in the result does not automatically make the Chair’s decision invalid
c)  Shareholder requisition of meetings

Under the CBCA s. 143

· holders of not less than 5% of the shares carrying a right to vote at the meeting sought to be held may requisition the directors to call a meeting of shareholders for the purposes stated in the requisition

· the shareholders must:
(i)    prepare a document setting out the purpose of the meeting;
(ii)   sign the document; and
(iii)  send the document(s) to each director and to the registered office of the corporation.
· the directors must then call the meeting unless they have already set a record date for notice of a meeting, have given notice for a meeting or the purpose of the meeting is one for which the directors could refuse a shareholder proposal under s. 137(5)(b) to (e)
· if the directors do not call the meeting within 21 days of receiving the requisition then any shareholder who signed the requisition may call the meeting
· the cost to the shareholders of requisitioning the meeting are to be incurred by the
corporation unless the meeting resolves otherwise
d)  Meetings by order of the court 

· the court can order a meeting of shareholders of the corporation if for any reason it is impracticable to call a meeting of shareholders ... (1) in the manner in which meetings of those shareholders may be called, or (2) to conduct a meeting in the manner prescribed by the by-laws and the Act, or (3) for any other reason the court thinks fit – s. 144

· under the CBCA the application may be made by a director, shareholder or the Director under the Act
· the court may also order a meeting on its own motion
· the court may order a meeting to be called and to be held and conducted in such manner as
the court directs, including varying the quorum for the meeting
e) Access to the list of shareholders 

The purpose of getting the list may be:

· to gather shareholders together get to the requisite 5% to call a meeting

· take-over bids –offer to buy shares must be made to all the shareholders

· to attempt to influence voting 

Ways of accessing the list

i) Require the corporation to produce the list

s.21(3) Shareholders and creditors of a corporation, their agents and legal representatives, the Director and, where the corporation is a distributing corporation as defined in subsection 126(1), any other person, on payment of a reasonable fee and on sending to a corporation or its agent the affidavit referred to in subsection (7), may on application require the corporation or its agent to furnish within ten days from the receipt of the affidavit a list (in this section referred to as the "basic list") made up to a date not more than ten days before the date of receipt of the affidavit setting out the names of the shareholders of the corporation, the number of shares owned by each shareholder and the address of each shareholder as shown on the records of the corporation. 

s.21(9) A list of shareholders obtained under this section shall not be used by any person except in connection with 

(a) an effort to influence the voting of shareholders of the corporation;


(b) an offer to acquire shares of the corporation; or


(c) any other matter relating to the affairs of the corporation.

ii) Access to shareholder register 

· the corporation is required to keep list of all shareholders - s. 20(1)(d)

· shareholders or creditors of non-distributing corporation and any person in case of distributing corporation can inspect list at the corporation’s office during usual business hours - s.21(1)
· s.21(1.1) – must first make a request to the corporation, accompanied by an affidavit
E)  Proxy Solicitation

Reasons for Proxy Solicitation provisions
· common law rule that a shareholder had no right to be represented by proxy unless the constating documents of the corporation so provided
· corporations typically did provide for shareholder representation by proxy because otherwise it was difficult to get a quorum at shareholder meetings
· common law rule that shareholders be given sufficient information to allow them to make a reasoned judgment as to whether to vote for or against a particular matter to be dealt with at a shareholders’ meeting
· some practices solicitation practices still considered inappropriate – e.g. giving the shareholders a form of proxy without an opportunity to suggest an alternate proxyholder than the one set out on the form and not giving the shareholder a choice as to how to vote the shares
· there were also concerns about the information provided by dissident proxy solicitations – e.g. making it clear who the dissidents were and what their interests were
 
Proxies and Who Must Solicit Them
· a proxy is a form signed by a shareholder which appoints a proxyholder – s. 147
· a proxyholder is a person appointed to act on behalf of a shareholder – s. 147 
· any shareholder entitled to vote at a meeting of shareholders is also entitled to appoint a proxyholder – s. 148
· the rights of a proxyholder are the same as shareholder subject to the authority granted by the shareholder – s. 148; 152(2)
· proxyholder may be constrained on a vote by a show of hands due to conflicting authority, instead they can demand a poll – s. 152(2)
· management must solicit proxies from each shareholder entitled to vote – s. 149(1) 

· unless it is not a distributing corporation and/or it does not have more than 50 shareholders or exemption granted by the Director – s. 149(2); 151  
· a failure to solicit proxies is an offence – s. 149(3); (4)
· an application for a compliance order may be made under s. 247]
Form of Proxy
Provisions to avoid problems of earlier forms by:
i) requiring a clear indication that someone other than a designated person can be appointed CBCA Reg. s. 48(3) & (4)

ii) allowing voting for or against resolutions – CBCA Reg. 48(5), (6) & (7)
iii) requiring that the person soliciting proxies state whether the solicitation is on behalf of the management of the corporation – CBCA Reg. s. 48(1)
 
Information Circulars 
What is an information circular (also called a proxy circular in other jurisdictions)  

· it is a document that contains sufficient information to allow a shareholder to make a decision on each matter of business for which the proxy is solicited

· statutory forms set out certain required information and require disclosure of any other information necessary to allow the shareholder to make a reasoned decision on matters before the shareholders’ meeting – s. 150 and Regs. ss. 51, 56
Who is required to send out information circulars

· anyone who "solicits" proxies – s. 150

· exception: a dissident may solicit proxies without sending a dissident’s proxy circular if solicitation is made to no more than 15 shareholders – s. 150(1.1)
· exception: a dissident may solicit proxies without sending a dissident’s proxy circular, if  the solicitation is, in the prescribed circumstances, conveyed by public broadcast, speech or publications – s.150(1.2) 
· 147 “solicitation” (b)(v) – does not include a public announcement, as prescribed, by a shareholder of how the shareholder intends to vote and the reasons for that decision
· Reg. ss. 61(b), 63
Shareholder Proposals

a) Shareholder Proposals and Shareholder Democracy

· there was a concern that shareholder proposals, like debenture covenants, would not be enforced (small stake and free rider problems leads to little or no monitoring)

· there is a separation of ownership and control

· the were legislative modifications to try and fix this problem

· shareholder can request that management add a proposal to management’s formal proxy

· the problem with this is that management might get bizarre requests – such as a proposal to repeal tax laws – this wastes time at the annual meeting that could be spent

on serious business

b)  Statutory Provision – s.137

· a shareholder (registered or beneficial) is entitled to submit a proposal – s.137(1)
· the shareholder must have been a shareholder for at least six months and hold the lesser of 1% of the outstanding voting shares or voting shares with a market value of $2000 – s.137(1.1) and Reg.s. 40 
· the proposal is to be set out in the information circular – s.137(2)
· the shareholder can include a supporting statement – s. 137(3) and Reg. s. 42
· shareholders with more than 5% of the shares of the class entitled to vote can nominate directors – s. 137(4)
· the corporation can refuse to put proposal on management proxy solicitation if – s. 137(5):
· not submitted 90 days ahead
· submitted for the purpose of redressing a personal grievance
· it clearly appears that the proposal does not relate in a significant way to the business or affairs of the corporation
· the section used to read: … primarily for the purpose of promoting general economic, political, racial, religious, social or similar causes
· this caused problems because the proposal could relate to the business of the corporation as well as the restricted purposes (e.g. social cause)
· a proposal was submitted by same person in the last two years and the person did not appear in person or by proxy to present the proposal
· substantially the same proposal was submitted in the past five years and the proposal received less than 3% support if submitted once, 6% if submitted twice and 10% if submitted three or more times
· the proposal is being used to secure publicity
· the corporation to give notice of refusal within 21 days – s. 137(7)
· a shareholder can apply to court to force the corporation to put the proposal on the proxy circular – s. 137(8)
· the corporation can apply to court for a declaration on whether of not the proposal should be put on the proxy circular – s. 137(9)

F)  Access to Records and Financial Disclosure 

(  Records
· s.20(1) – the corporation must prepare and maintain at its registered office (or other place in Canada designated by the directors) records containing:
· the articles and by-laws and all amendments to them
· a copy of any unanimous shareholder agreement
· minutes of meetings and resolutions of shareholders
· copies of notices of directors and change of directors
· a securities register
· these documents can be examined by shareholders, creditors and the Director during the usual business hours of the corporation – s.21(1)
· where the corporation is a distributing corporation, any other person may also examine these records – s.21(1)
· the corporation must also prepare and maintain – s. 20(2), (2.1):
· minutes of meetings and resolutions of directors
    may not be readily accessible 
· accounting records




    for the directors’ use 
(  Financial Disclosure 
· annual financial statements (comparative and including a balance sheet, income statement, statement of retained earnings and statement of changes financial position) – s. 155

· if it is a distributing corporation then the financial statements must be audited – s. 155, 163
· a non-distributing corporation can resolve not to appoint an auditor – s. 163
· a corporation can apply for an exemption from the Director – s. 156
· financial statements are to be sent to shareholders before the annual meeting – s. 159
· distributing corporations must send the financial statements to the Director – s. 160
G)  Some Reflections on Corporate Governance

i) Mandatory vs. Enabling Corporate Law

· the CBCA contains both mandatory on enabling clauses

· enabling provisions – a corporation may_____, unless other stated in the by-laws or by an unanimous shareholder agreement, etc

· there is a debate as to whether all provisions should be mandatory

ii) Corporate Charter Competition

· in the US there is no federal corporate legislation – just state laws

· ( a corporation may shop around for the corporate statute it wants to operate under

· most public corporations choose Delaware

· debate: why Delaware?

· race to the bottom – Delaware has most lax statute (directors have more freedom)

· race to the top – Delaware has the best statute 

· stock prices usually go up if the corporation announces its intention to change its jurisdiction to Delaware

· depends on market efficiency – if market was efficient then the change should reflect an increase in the value of the corporation

· price increases may have nothing to do with the statute – e.g. it goes up simply because the corporation is going public

· it is easier to defend against take-overs in Delaware – may be good or bad for shareholders 

iii) Shareholder Passivity and Growth of Institutional Investors

· shareholder apathy – with a small stake it does not sense to monitor management

· recently there has been a large growth in institutional investors

· increased incentive to monitor due to larger stake

· harder to liquidate shares – the price will decrease if the market is aware that a large institutional investor is unloading shares

· securities law tends to place many restrictions on large block purchases 

· problem: who is monitoring the monitors

iv) Interest Group Theories

· what are the political dynamics surrounding these corporate decisions

v) Social Responsibility

· what is the objective of the directors – to act in the best interest of the corporation 

· the courts have held that the best interest of the corporation is to make profit

· there is no place for social responsibility – e.g. providing employment (Dodge v. Ford Motor)

vi) Corporate Stakeholder Debate

· recognizes that there are other stakeholders in the corporation – not just shareholders

· these other stakeholders should be represented in the corporation’s broad objective

Closely Held Corporations

A)  The Nature of the Corporation  

Objective: Note the typical characteristics of closely-held corporations and the reasons for treating them differently than widely-held corporations.
i)  The Nature of the Corporation  
· comprised of relatively few shareholders

· shareholders tend to be active in the management of the business

· very similar in structure to a partnership

· there is no established market for the shares ( they are hard to sell

· there may also be transfer restrictions on the shares

· this is because the shareholders have an impact on management

· the shareholders may have also personally guaranteed a bank loan

ii)  Different Treatment 

· there is no small stake problem – strong interest in monitoring 

· not as much separation of ownership and control – shareholder involved in management

· no need for proxy circulars and audited financial statements

· desire to control who one is in business with ( restriction on transfer of shares 

Statutory Definitions and Modifications 

 Objective:
 (i)
Note the approach of the CBCA with respect to defining closely-held corporations
 (ii)
Note at least three modifications to the corporate statutes with respect to closely-held corporations.
i)  Definition 

· CBCA – s.2(1) – “distributing corporation” – see Reg. s.2 and Reg. Schedule 2

· previously there were different tests for different areas – functional approach

· e.g. proxy solicitation was not required if there were less than 15 shareholders

· now the CBCA has gone back to a public / private distinction

ii)  Statutory Modifications

· meetings
· waiver of notice to shareholders’ meetings – s. 136 
· one shareholder meetings – s. 139(4)
· unanimous consent in writing to resolutions in lieu of meeting – s.142
· no requirement for an audit committee – s. 171
· audit committee – at least 2 directors who are not officers review the financial statements with the auditor  
· dispensing with an auditor – s.163
· reduced financial disclosure – s. 160(1)
· avoidance of management proxy solicitation requirement – s. 149(2)
· there is no required number of directors – one director is enough – s.102(2) 
B)  Shareholder Agreements

Objective:  Note the reasons for the use of shareholder agreements under the CBCA.
i) Voting Agreements Generally 

s.145.1 – A written agreement between two or more shareholders may provide that in

exercising voting rights the shares held by them shall be voted as provided in the agreement

· control over voting can be achieved in two ways: a voting contract and a voting trust

· the shareholders can enter into an agreement to promise to vote their shares in a certain way – the consideration for this contract is mutual promises

· the shareholder may also choose to settle their shares on a trustee who must then vote in a certain way (this method is more common in the US

· it was held in Ringuet v. Bergeron, [1960] S.C.R. 672 that shareholder voting agreements

were not contrary to public policy

ii) Using Voting Agreements to Constrain the Directors’ Powers

Ringuet v. Bergeron, [1960] S.C.R. 672

· 3 out of 4 of the parties to the shareholder agreement voted to get rid of the president

· there was a clause in the agreement  that stipulated that if any one was to violate the contract then he would lose his shares to the remaining shareholders

· the SCC held that shareholder voting agreements were valid 

· however it is contrary to public policy to constrain the power of the directors

· the directors are supposed to act in the best interest of the corporation – s.122 – therefore they should not be forced to vote in a certain way 

· this creates a problem for closely held corporation since director voting agreements can be seen as insurance for minority shareholders

· directors can get together to vote out officers (minority shareholder) – oppression problem

· voting agreements can dictate who will be elected as directors but they cannot dictate who

will be elected as officers 9subject to exceptions)

iii) Constraining Directors’ Powers under CBCA

· directors’ powers cannot be constrained but they can be taken away altogether 

· there are different methods for taking away directors’ power depending on which power it is that the shareholders want to take away

· e.g. under s.102 the directors have the general power to manage – this is subject only to a unanimous shareholder agreement

· s.189 – director borrowing powers – unless the articles or by-laws of or a unanimous shareholder agreement relating to a corporation otherwise provide
Problem #22

Part A

· the power to elect directors is given to the shareholders – s.106(3)

· ( Jones, Smith and Harris can enter into a voting agreement to assure that Jones, Smith and Harris each become directors of the corporation

· this voting agreement in not contrary to public policy and is valid under CBCA s.145.1 and

Ringuet v. Bergeron
Part B – Analysis framework

a) Who has the power in issue 

b) If it is the shareholders then the power can be constrained by a shareholder voting agreement (.145.1 and Ringuet v. Bergeron)

c) If the directors have the power then cannot be constrained (Ringuet v. Bergeron)

d) Can the power be taken away – see specific section granting the power

e) If the power is taken away using the articles or by-laws then there must also be a separate shareholder agreement to determine the voting pattern (does not have to be unanimous)

f) If the power is taken away using unanimous shareholder agreement then the removal of the

power and the voting scheme may be done in one step

· directors have the power to elect officers – s.121 – subject to the articles, the by-laws or any unanimous shareholder agreement 

· borrowing – s.189 – directors have the power – unless the articles or by-laws of or a unanimous shareholder agreement relating to a corporation otherwise provide

· once the power is taken away then control over borrowing can be given to Harris in a shareholder agreement

· in this case there is no need for a separate agreement since Harris is the majority shareholder and she can dictate the vote

· in the long run it may be useful to put the arrangement into an agreement regardless 

· control over sales on credit for over $5000 and the declaration of dividends – these may fall into the residual power of the directors to manage – s.102(1)

· s.115(3) – directors cannot delegate their power to declare dividends – this presumably gives the power to declare dividends to directors

· management powers are only subject to an unanimous shareholder agreement 
· statutory authority – s.146 – unanimous shareholder agreement that restricts, in whole or in part, the powers of the directors to manage…is valid

s.146(5) To the extent that the agreement restricts the powers of the directors to manage, or supervise the management of, the business and affairs of the corporation, parties to the unanimous shareholder agreement who are given that power to manage or supervise the management of the business and affairs of the corporation have all the rights, powers, duties and liabilities of a director of the corporation, whether they arise under this Act or otherwise, including any defences available to the directors, and the directors are thereby relieved of their rights, powers, duties and liabilities, including their liabilities under section 119, to the same extent. 

· now that the shareholders are deemed to be acting in the capacity of the directors it can be argued that there powers cannot be constrained by a voting agreement

· this is a circular argument that has not really been dealt with by the court  

Liability Strategies 
Fiduciary Duties of Directors and Officers
(  Fiduciary duties as a bonding device.
· fiduciary duties under the common law were default rules.  
· the articles or by-laws could waive these duties for directors and officers  
· to the extent these duties were not waived they could be viewed as promises by the promoters / management to act in the interests of shareholders backed up by the threat of legal action
s.122(1) Every director and officer of a corporation in exercising their powers and discharging their duties shall 

(a)
act honestly and in good faith with a view to the best interests of the corporation; and


(b)  exercise the care, diligence and skill that a reasonably prudent person would exercise in

      comparable circumstances.


s.122(3) Subject to subsection 146(5), no provision in a contract, the articles, the by-laws or a resolution relieves a director or officer from the duty to act in accordance with this Act or the regulations or relieves them from liability for a breach thereof.

Duty of Care

 Objectives:
 1)   Identify situations in which an argument for a breach of the duty of care may arise.
 2)   Discuss the scope of the duty of care noting the business judgment rule and the effect of the

      statutory codification of the duty of care.
 3)   Make the argument that a breach of the duty of care has occurred applying the law to the

      facts.
A)  Pre-Statutory Standard (very low)

Re Cardiff Savings Bank, [1892] 2 Ch. 100

· the Marquis of Bute, at the age of 6 months, succeeded to the presidency of the bank

· in all of his years as a director he only attended one meeting

· the Bank went insolvent due to mismanagement – the shareholders tried to sue the Marquis

· he had a complete ignorance of business 

· the court held that the Marquis was not in breach of his duty of care for failing to attend bank meetings

Re Brazilian Rubber Plantations and Estates, Ltd., [1911] 1 Ch. 425 

· the corporation issued a prospectus that contained serious misrepresentations

· the directors consisted of:

· Aylmer – absolutely ignorant of business

· Tugwell – 75 years old and partly deaf

· Barber – had knowledge of the rubber business but his only task was to price the rubber

· Hancock – agreed to be a director on the reputation of the other 3

· Neville J. – a director’s duty has been laid down as requiring him to act with such care as is reasonably to be expected from him, having regard to his knowledge and experience

Re City Fire Insurance Co., [1925] 1 Ch. 407 (C.A.)

· the corporation was very profitable however it had a serious deficit

· it was discovered that the President was stealing from the corporation – the shareholders sued the directors for letting this happen

· the directors were entitled to rely upon those who are put into a position of trust for the express purpose of attending to details of management (i.e. officers)

B)  Business Judgement Rule 

· the courts will not interfere in the management of a corporation in the absence of an allegation that the directors’ action have been tainted with fraud, illegality or conflict of interest – or gross negligence

Smith v. Van Gorkum, 488 A.2d 858 (1985)(Delaware S.C.)

· Van Gorkum was Trans Union’s Chairman and CEO – the company was doing badly and he thought that it could get a tax break by merging with a profitable company

· the Court of Chancery concluded from the evidence that the Board’s approval of the merger fell within the protection of the business judgement rule

· the rule exists to protect and promote the full and free exercise of managerial power

· the rule itself is a presumption that in making a business decision, the directors acted on an informed basis, in good faith and in honest belief that the action taken was in the best interests of the company

· directors must inform themselves prior to making a business decision of all material information reasonably available to them 

· there is no protection for directors who have made an unintelligent or unadvised judgement 

C)  Statutory Standard

· s.122(1) Every director and officer…shall exercise the care, diligence and skill that a

reasonably prudent person would exercise in comparable circumstances

Fraser v. M.N.R., 87 DTC 250 (TCC)

· this case suggests a very high standard of care 

· employers are required to withhold wages from the employees for the purpose of taxes – the money collected should be remitted to the government 

· the corporation did not have the money to pay its bills – used the money withheld for taxes – now the government want its money

· Fraser, although formally a director, claims to be only a plant manager

· Bolton was the controller and handled the financial side of the business

· Fraser was still held liable since he had the business knowledge, and he should have known what was going on 

(  Diligence – s.123(3), (4)

s.123(3) A director who was not present at a meeting at which a resolution was passed or action taken is deemed to have consented thereto unless within seven days after becoming aware of the resolution, the director  

  (a)  causes his dissent to be placed with the minutes of the meeting; or


  (b)  sends his dissent by registered mail or delivers it to the registered office of the corporation.


s.123(4) A director is not liable under section 118, 119, and has complied with his or her duties under subsection 122(2), if the director exercised the care, diligence and skill that a reasonably prudent person would have exercised in comparable circumstances, including reliance in good faith on 

  (a)  financial statements of the corporation represented to him by an officer of the corporation or in a written report of the auditor of the corporation fairly to reflect the financial condition of the corporation; or


  (b)  a report of a lawyer, accountant, engineer, appraiser or other person whose profession lends credibility to a statement made by him.


Conflicts of Interest
Objectives: Identify transactions where a conflict of interest can be said to exist and advise as to: (i) the potential consequences of the conflict of interest; and (ii) how the consequences can be avoided.
 
A)  The Pervasiveness of Conflicts of Interest

There are many situations where directors may have a conflict of interest with the corporation: 

· in a transaction between the corporation and the director

· e.g. if the director sells something to the corporation he wants to do it at the highest price possible while it is in the corporation’s interests to get it at the lowest price

· in a transaction between 2 corporations where a director in the first corporation also has an interest in the second corporation

· in a transaction between 2 corporations where there are common directors in both

· in a transaction between a parent corporation and its subsidiary 

· the parent corporation holds the majority interest and may act to the detriment on

minority interests 

· conflicts of interest may arise unintentional through everyday activities

· closely held corporation – financed through shareholder who are also the directors 

· there is a conflict when they get to decide their own remuneration 

· outside directors may sometimes be chosen for their expertise and may hold nominal positions in many corporations 

 
B)  The Common Law Rule
The consequences of a conflict of interest are

· the transaction is voidable at the option of the corporation

· the director may be required to account for any profit made

Aberdeen Railway Co. v. Blaikie Brothers (1854), 1 Macq. (H.L.) 461

· this was a strict rule – the court would not consider if the transaction was in good faith 

· the railway contracted to purchase a quantity of chairs from Blaikie Brothers
· Thomas Blaikie was the chairman of the railway and a partner of Blaikie Brothers
· there is a conflict of interest here because he had a duty to the railway to get the chairs for the lowest possible price, but he also had a personal interest to get the highest price 
· it was Mr. Blaikie’s duty to give the corporation the full benefit of all the knowledge and skill which he could bring to bear on the subject 
· the court allowed the corporation to void the contract on the basis of conflict of interest 
(
      the common law rule could be waived expressly in the articles or by-laws

 
C)  Statutory Modification 
· s.122(1)(a) Every director and officer … shall act honestly and in good faith with a view to the best interests of the corporation
· s. 120 – if there is a situation where there may be a conflict of interest and 
· the director discloses the conflict of interest as soon as possible – s. 120(1)-(4), (6)
· there is approval by directors or shareholders (the interested directors do not vote unless the transaction relates to director’s remuneration or indemnity or insurance, is a transaction with an affiliate) – s. 120(5), (7), (7.1)
· the contract was reasonable and fair to the corporation – s. 120(7), (7.1)
   then the contract is not void or voidable and the director or officer is not required to account

   – s. 120(7), (7.1)
· application for remedy – s. 120(8) – a court may set aside the contract or transaction on any terms it thinks fit or it may require the director or officer to account to the corporation

Corporate Opportunities
Objective: Be able to identify situations where an argument can be made that a director or officer has improperly taken a corporate opportunity.
Two Questions:

1) Who has the property interest in the business opportunity

2) Is it fair for the director to take the opportunity from the corporation 

 
A)  The Strict Rule
(  In no circumstances can a director take a business opportunity from the corporation 

Regal (Hastings) Ltd. v. Gulliver, [1942] 1 All E.R. 378 (H.L.)

· Regal’s Board consisted of Bentley, Gulliver, Bobby, Griffiths and Bassett (respondents)

· a subsidiary was set up to lease some cinemas – the owner would only allow the lease if the subsidiary had ₤5000 of capital

· the directors decided that Regal could not afford to put that much capital into the subsidiary (it could only afford ₤2000) so they decided to each put in ₤500 to purchase shares of the subsidiary – a profit was made on these shares 

· Regal was sold and the new owners caused the corporation to sue the directors – argued that the directors took a corporate opportunity for themselves 

· issue of fact - the plaintiff must establish (i) that what the directors did was so related to the affairs of the company that it can properly be said to have been done in the course of their management and in utilisation of their opportunities and special knowledge as directors; and (ii) that what they did resulted in a profit to themselves

· the directors standing in a fiduciary relationship to Regal in regard to the exercise of their powers as directors, and having obtained these shares by reason and only by reason of the fact that they were directors of Regal and in course of that office, are accountable for profits which they have made out of them  
B)  Relaxation of the Strict Rule
Peso Silver Mines v. Cropper, [1966] S.C.R. 673

· Peso was offered the Dickson mining claims which it turned down – the corporation received these offers several times a week and often turn them down

· six weeks later Cropper and two other directors were once again approached about the Dickson claims – they decided to form a separate company to take the opportunity 

· Cartwright J. found it impossible to say that Cropper obtained the interests he holds in the other mining companies by reason of the fact that he was a director of Peso (the offer to Cropper came 6 weeks later)

· Obiter:  the court will consider whether the opportunity was bona fide rejected by the corporation by the directors – if that is the case then the director need not account for profits
Canadian Aero Services v. O’Malley, [1974] S.C.R. 592

· may be considered a broad fairness test

· Canaero sent some directors out to take a survey before a bid was put in for the contract 

· Canaero wanted specific conditions put on the bid and if the directors could not get the contract they would be fired

· the directors knew that the bid would not succeed with the corporation’s conditions

· they resigned and formed a new corporation which ended up winning the bid

· Canaero sued the directors for taking the corporate opportunity – it succeeded

Burg v. Horn, 380 F.2d 897 (2d Cir. 1967)

· an example of a situation where flexibility may be needed

· the plaintiff was a 1/3 shareholder of Darand Realty Corp.; the defendants had already acquired other buildings before joining forces with the plaintiff

· the court rejected the plaintiff’s claim that the properties privately acquired by the defendants after incorporation of Darand were corporate opportunities of Darand 

· “a director may be barred from competing with his corporation even though he does not by doing so appropriate a corporate opportunity…but the duty not to compete, like the duty to offer opportunities to the corporation, is measured by the circumstances of each case”

· here, the Burgs were aware that the defendants had interests in other real estate companies – they could not have expected the defendants to give them all available opportunities 

 
Proper Purpose / Best Interests
Objective: Be able to identify situations where an argument can be made that the directors have acted either for an improper purpose of contrary to the best interests of the corporation and set out the argument on the basis of the facts given.
· this problem usually arises during take over bids when the directors use mechanisms to prevent the take over (may be for personal rather than corporate reasons)

A)  Proper Purpose

This was the test that the court considered
1. identify the power
2. identify the intended purpose of the power – i.e. what is the scope of the power 
3. what was the primary or substantial purpose for which the power was used
4. did the primary or substantial purpose fit with the intended purpose of the power? 
· if “yes” then power exercised for a proper purpose

· if “no” then power not exercised for a proper purpose and was therefore an invalid exercise of the power.
B)  Best Interests
· if the power was exercised for a proper purpose then one must assess whether the power was exercised in the best interests of the corporation

· if the directors were acting within the scope of their authority there is still the question of whether the exercise of the power complied with their fiduciary duties (duty of loyalty and duty of care)
· the problem with the proper purpose test was that the purpose of the power is rarely set out
· there may be a range of reasonable purposes for the exercise of a power and one should perhaps avoid making a hasty and constraining assumption about the purposes of a power
· instead one should perhaps proceed directly to the question of whether the power was exercised in the best interests of the corporation.
 
Personal and Derivative Actions
 Objectives:  Be able to:
1) Note distinctions that have been made between personal and derivative actions.
2) Note the historical problems with derivative actions and the reason for the derivative action provision in the CBCA.
3) Identify situations in which either a derivative action or a personal action may be brought.
4) Note the steps that need to be taken to obtain leave to bring a derivative action.
 
A) Historical Development and Nature of Personal and Derivative Actions
Derivative Actions 
Foss v. Harbottle (1843), 67 E.R. 189 (Ch.)
· the corporation sold a piece of land to some of the directors for a grossly low price

· the shareholder argued that this was a conflict of interest and a breach of fiduciary duty

· these are wrongs committed against the corporation so it is the corporation that can sue

· however, a corporation’s decision are made by the directors and they are not likely to cause the corporation to sue themselves

· as a remedy the court held that shareholders, through an ordinary resolution, can cause the corporation to sue the directors 

· the problem is that the directors usually held or controlled the majority of the shares ( the minority shareholders could not pass an ordinary resolution 

Personal Actions

· the initial concept of a personal action was to allow individual shareholders to sue the directors personally

· shares are a bundle of contractual rights – claim breach of contract – the problem is that the contract is with the corporation – must instead find a cause of action against the directors themselves (e.g. inducing breach of contract) 

· another problem – usually when a director does something wrong it is against the corporation ((derivative action)
· an action may be personal or derivative on the basis of the source of the injury
· personal action – the shareholder must show that the loss/damages that he suffered were different than the group of shareholders as a whole
· if the argument is that the shareholder has lost money because the corporation has lost money then it will be a derivative action 
 
B) The Statutory Derivative Action
s.239(1) Subject to subsection (2), a complainant may apply to a court for leave to bring an action in the name and on behalf of a corporation or any of its subsidiaries, or intervene in an action to which any such body corporate is a party, for the purpose of prosecuting, defending or discontinuing the action on behalf of the body corporate. 

Oppression Remedy 

Objective: Be aware of the availability of the oppression remedy and understand why it is preferred over derivative actions.

A) The Need for the Oppression Remedy

Diligenti v. RWMD Operations

· RWMD Operations had 4 shareholders (who were also directors) each holding 25% interest

· there was a dispute over how much Diligenti should be paid for his services as manager

· the other 3 shareholders got together and voted to remove him as a director

· they also voted to increase their own remuneration and moved the shareholders’ meeting to a location that Diligenti could not get to easily

· it would be too difficult for Diligenti to bring a derivative action in this situation

· he would have to apply for leave of the court to bring the action

· must show that the other directors acted in bad faith

· the court was sympathetic to Diligenti because his shares were now worthless

· the other directors will most likely never declare a dividend

· Diligenti could not sell his shares – no market for them

Expectation Principle

Ebrahimi v. Westbourne Galleries Ltd., [1973] A.C. 360 (H.L.) 

· there were 2 shareholders (Ebrahimi and Nazar) each owning 500 shares

· Nazar’s son wanted to join the business so the three of them entered into an agreement – Ebrahimi and Nazar would each give George, Nazar’s son, 100 shares

· later there was a dispute and Nazar and his son tried to used their majority shares to Ebrahimi’s detriment

· the court considered the reasonable expectations of the parties when they entered into the agreement to give Nazar’s son the shares

· e.g. Ebrahimi expected to be able to remain a director and get a return on his shares, etc.

(  this should usually be set out in a shareholders’ agreement 

    -  in this situation the oppression remedy is really a gap filling mechanism

B) Statutory Oppression Remedy

Who May Apply 

· a complainant may apply to the court for an oppression remedy under s.241(1)
· s.238 – "complainant" means 

	(a)
	
	a registered holder or beneficial owner, and a former registered holder or beneficial owner, of a security of a corporation or any of its affiliates,
	

	(b)
	
	a director or an officer or a former director or officer of a corporation or any of its affiliates,
	

	(c)
	
	the Director, or
	

	(d)
	
	any other person who, in the discretion of a court, is a proper person to make an application under this Part.
	


Grounds for an Oppression Remedy  

s.241(2) If, on an application under subsection (1), the court is satisfied that in respect of a corporation or any of its affiliates 

	(a)
	
	any act or omission of the corporation or any of its affiliates effects a result,
	

	(b)
	
	the business or affairs of the corporation or any of its affiliates are or have been carried on or conducted in a manner, or
	

	(c)
	
	the powers of the directors of the corporation or any of its affiliates are or have been exercised in a manner
	


that is oppressive or unfairly prejudicial to or that unfairly disregards the interests of any security holder, creditor, director or officer, the court may make an order to rectify the matters complained of.

Powers of the Court 

· s.241(3) gives the court a broad array of possible remedies

· even with this broad list the court is not limited to these remedies – it may do anything it sees fit

C)  Why if the Oppression Remedy Preferred Over Derivative Actions 

· claims that generally fell under the scope of derivative actions were often brought under an oppression application

· the reason for the preference has to do with civil procedure

a) derivative action

· two step process – must first apply for leave to bring the action, then must actually bring the action

· bringing the action – commenced by a Writ of Summons – subjected to pre-trial procedure (e.g. file pleadings, discovery procedures)

· this takes more time and is more expensive 

· remedies available were limited

b) oppression remedy

· commenced by originating application – evidence presented through affidavits 

· accessible by more people – “complainant” includes “any other person who, in the discretion of a court, is a proper person to make an application”
· the court can grant any remedy it sees fit 
payment due





borrowers





loan





Assignment of loans


	+


Warrants on common shares


	+


50% share of profits until the principal of the loan is paid off with interest at prime rate 





$255,000,000





“Participants”


 (Banks, Alberta and Federal governments)








Canadian Commercial Bank 





Depositors





loan of $45,000 for 10% interest + ½ profit


- Sukloff also gets a security interest for $35,000 of this loan


loan for $5000 for 10% interest





Shareholders





equity claimants (invest for a return)


claims or rights in terms of voting rights, dividend rights and rights on liquidation


liability is limited to the amount of investment





Corporation





separate personality/entity


perpetual existence 





Directors





appoint officers to manage the corporation


make major decisions on corporate policy


could consist of just one director 








Officers





e.g. President, VP, secretary, treasurer


manage the corporation


hire others to assist in management and to carry on the business of the corporation  





Priority claim





Covenants – not to make payments of interest or principal to associated companies first
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loan





PB Fabricating





PB Manufacturing





SEDCO





Shareholders





Funds





 Shareholders  


   + lenders





Promise to postpone claims on PB Manufacturing





Patterson


Boyd 


Hoffman





Carlton





Seon Cab Corp.





Subsidiary





Terminal Cabs Ltd.





shareholders





Thinly capitalized corporation 








