Business Organisations with Mr. Tim Taylor

Types:
1.  Sole proprietorship
2.  Unincorporated associations
  - partnerships, joint ventures, co-ownership, limited partnerships

3.  Corporation
Formation & Dissolution
Sole Proprietorship:

  1.  Formation:  just open up shop; be sure to comply with applicable laws.


- may need to register your name
  2.  Dissolution:  just stop doing business.

Partnership:

  1.  Formation:  carry on business with at least one other person with a view to make a profit.

- may or may not have a formal agreement


- default rules ~ The Partnership Act
  2.  Dissolution:  only one needs to back out, say “I don’t want to be in partnership any more”, unless there is an agreement requiring more.

Corporation:

  1.  Formation:  a separate legal entity; somewhat like a natural person (rights, responsibilities)


- organised in accordance with applicable statutes


- a creature of statute

- we will be studying the CBCA; Corporations Act of Manitoba is a clone of the CBCA.


- the statute is pretty flexible; allows for a fair bit of customisation, within some strict guidelines.

  2.  Dissolution:  requires a formal act.

Operation ~ Internal & External Relations

Internal:  management, owners
  Sole Proprietorship:  sole owner, responsible for all decisions.  All the profits are his.  He is the business ~ no distinction.
  Partnership:  again, default rules are in the Partnership Act.  Most businesses will have a partnership agreement that governs.  According to legislation, all partners have a say in the management of the business & a share in the profits (proportional to their interest in the partnership).  All profits accrue to the partners.  Partnership doesn’t file its own tax return ~ allocated to partners according.  However, property owned by a partner becomes a part of the business (this is important to remember upon dissolution).

  Corporation:  governed by by-laws, statutes & publicly filed documents.  “Owners” are the shareholders, but they don’t manage the company.  Elect a board of directors to do that, instead.  Directors must keep in mind the best interests of the corporation (not the shareholders).  In theory, shareholders’ power is limited to election of directors or removal or power(s) from their hands.  Shareholders may be entitled to share in profits (dividends), but this is purely within the discretion of the directors.  All a shareholder stands to lose is the money he invested in the shares (absence of liability).
External (with other businesses, government, the public):
- who can bind the organisation?

- who is liable for its actions?

  Sole Proprietorship:  The sole proprietor bears all of the liability of the business personally.
  Partnership:  no separate legal entity.  The partners are jointly & severally liable for all debts and obligations of the business.  Mutual agency.  Each partner can bind all to an obligation.

- can’t opt-out of default rules in Partnership Act when it comes to third parties.  Joint & several liability is here to stay.


- one subset:  limited partnerships.  Investors are insulated from management end of things.

  Corporation:  as a separate legal person, it is solely liable for obligations to third parties; also for most torts & crimes committed by directors in the normal course of business.  Shareholders only risk losing their initial investment.  Only in certain circumstances may directors, managers or employees be personally/directly liable.
Agency
- the relationship that arises when one person (principal) grants authority (wittingly or unwittingly) to another person (agent) to exercise power which typically only the principal would have to alter his legal standing/situation, usually by contracting with third parties.
A Policy Question

- policy consideration:  extent to which liability of investor is inversely proportionate to he amount of statutory regulation

  - less regulation = more direct liability

Stakeholders
- see p.5 of textbook

- internal & external

- somehow affected by the outcome of the business
- regulations/laws are in place to protect stakeholders.

Issue:  who should we be protecting?  Have we struck the right balance?
Examples:  management, owners, public, employees.

- many times these relationships are governed by other types of law (contract, tort, etc.)

- function of the law is to strike the right balance ~ who should be liable/responsible?

A.  Owners:  sole proprietors, partners, shareholders

B.  Management:  managers/directors.  Don’t want to be fired.  Definite conflict of interest.

C.  Employees:  if business succeeds, they will keep their jobs, get raises.  Powerful incentive to work hard and help company thrive.

D.  Unions:  concerned with relationship between employer and employees.  Set the terms of their employment

E.  Trade Creditors:  suppliers of goods & services to the corporation

F.  Financial Creditors:  those who have lent money to the business.

G.  Customers.

H.  Strategic Allies:  positively affected when business does well.

I.  Competitors:  positively affected by a business’ failure.

J.  The Government/Public Interest:  regulates businesses’ activities for betterment of the public’s interest & improvement of the economy.

Policy Issues to Consider
1.  Who are the stakeholders?

2.  What are their interests?

3.  How are they served by the law as it stands?

4.  Is the current state of the law acceptable?  Whose interests are being preferred?

5.  How should we advise our clients on the law as it stands?

*Go back to these five questions.  They are an EXAM CHECKLIST.*
Historical Background
The Corporate Constitution
- sets out how organisation is to be governed; how organisation is to interact with external stakeholders

- also concerned with internal management

- in terms of external relations, most corporate constitutions are the same

- however, in terms of internal mechanisms, there is much greater diversity

- in Canada, this has come down to two main models, with different philosophical and political underpinnings

- CBCA model is relatively new.

  - came about in 1970s

  - cast-off English influences; switched instead to a more American model.

The Old Law

- Prior to 1970s, 2 types of corporate statutes existed in Canada:
  1.  Memorandum & Articles of Association model

- based on English law of 1844


- memorandum & association = registration

- incorporation was as of right; as long as statutory requirements were met, no discretion could be exercised & incorporation would follow.

  2.  Letters Patent model

- based on English law of 1864


- this approach was more an exercise of royal prerogative; state had some control/oversight
The Times They Are A-Changing
- late 1960s & 1970s:  Lawrence & Dickerson Reports
- Lawrence Report brings Ontario to more of an American approach

- Dickerson Report does the same thing at the federal level; the CBCA is born.  This model governs in all but BC & NS.
- objective of the report:  to create a statutory regime in which corporate planners could come up with a corporate constitution which suited their needs, subject to a number of radical protections for minority shareholders & creditors
- goes back to a system where there is no state discretion in the process of incorporation
- only requirement:  that corporate constitution be on public record/accessible to the public (articles, unanimous shareholder agreements, by-laws).

Sources of Corporate Law
1.  Statutes:  CBCA & provincial statutes (ex. Corporations Act of Manitoba)

2.  Common Law:  Canada, UK, US

  - American influence is growing stronger

3.  Securities Law:  exists to protect the market where securities are publicly-traded

  - watchword:  disclosure.

  - overseen by provincial Securities Commissions, who exercise quasi-judicial power for the public interest.

  - securities law is concerned with all securities issued in the province, no matter where the companies were incorporated.

- note distinction between public & private…most corporations in Manitoba are privately or closely-held.
Guiding Principles of Canadian Corporate Law
1.  Corporate Personality
  - a separate legal entity with rights akin to a human person’s.

2.  Managerial Power
  - managers, directors, etc.

3.  Majority Rule
  - directors vote to authorise management decisions
  - shareholders elect/remove directors
  - also vote on other important issues

  - in most cases, majority rules (simple or qualified), subject to…
4.  Minority Protection
  - CBCA dictates that directors & managers may not act to the detriment of minority shareholders just because they do not control the corporation.
  - will be able to seek remedies/be reimbursed if they disagree.

- the function of corporate law is to determine which principle will prevail when two or more come into conflict (which stakeholder will win)
- Under CBCA, the orientation is status & remedy

  - delineates a statutory division of powers among participants in a corporation

  - if a person is offended, need not prove their claim in contract.  May either (a) convince the majority of their position or (b) avail themselves of statutory protections, depending on their status
- under the articles of incorporation model, the corporate constitution is a contract.  Then offended party must (a) convince the majority of their position or (b) find an individual right that has been infringed.
  - under this model, harder to control directors & managers because they are not parties to the contract.
Process of Incorporation under CBCA
- see text, p.135-140?? Definitely try p.73-81, 112-140.
- federally-incorporated companies can operate anywhere in Canada
- provincially-incorporated companies must apply to operate in other provinces (see s.127 of MB CA), and must be registered in order to sue in that province (see s.196 of MB CA).

Filing Requirements under CBCA:

  - Articles of Incorporation

  - Notice of Registered Office

  - Notice of Directors

  - Filing Fee ($500)

- according to s.8 of CBCA, as long as you meet these requirements incorporation will follow in due course.
- s.9 says corporation comes into being on date shown on incorporation certificate.
What is in the Articles of Incorporation?
- see text, p.113-128; p.183 of CBCA book)

- name of corporation
- location of registered office
- capital structure:  classes & number of authorised shares
- restrictions on share issue, transfer, ownership
- number of directors
- restrictions on business
- names of incorporators
- any other relevant provisions

Stakeholders in a Business
- pp.81-85 in text.

- a corporation involves a nexus of relationships between the various stakeholders
- those chiefly affected:  shareholders, managers & directors

- most other relationships are governed by other types of law (labour, contract, tort…)

- the fundamental policy behind corporate law is encouraging people to invest/incorporate new businesses.
- the rational investor will only invest where the promised returns outweigh any associated risks.
  - if returns are equal, rational investor will opt for the one which is less risky
- Canadian corporate law purports to increase returns and decrease risks, thereby making investment more attractive
- increases returns by decreasing transaction costs associated with incorporation

  - CBCA lays down ground rules; default provisions are provided.  These are ‘enabling’ rules, but are by no means mandatory.
- reduces risks by offering limited liability to shareholders ~ worst loss will be 100% of their initial investment (the value of their shares).  Potential loss is capped.  Not liable for the debts & obligations of the corporation (except in very unusual circumstances)
- shifts the risks to other stakeholders
  - creditors, employees, the public

- also reduces risks through mandatory provisions (of CBCA) which protect shareholders from managerial indiscretions/abuses.
  - CBCA provides remedies to shareholders when management screws-up.

- also note protections granted to minority shareholders.  Mandatory rules limit the right of majority to trample on minority (special resolutions; right to be bought out when an action is taken in spite of their concerns/opposition).

- certain mandatory rules also act to protect non-shareholding stakeholders
  ex. solvency tests to protect financial creditors

  ex. piercing the corporate veil to be sure justice is done.

Corporate Personality
- the first of Canadian corporate law principles

- the corporation is a separate legal entity
  - incorporation brings into being a new legal person (CBCA, s.15)

Theories of Corporate Personality
  1.  Fiction Theory

- corporation is a legal creation; an artificial legal structure/being.  Invisible; intangible.  Abstract.

  2.  Realist Theory

- corporation possesses a will and personality of its own.  Stems from an economic viewpoint.  Law doesn’t create, only recognises.  The whole is greater than the sum of its parts.  Corporation’s actions are an exercise of collective will.
- generally we follow closer to the ‘fiction theory’ approach
Practical Consequences of Corporate Personality
A.  Power of self-determination
  - can carry-on whatever kind of business it would like
  - ultra vires becomes an obsolete concept
B.  Shareholders may act as creditors (company & shareholders are two separate legal entities)
  - director is in charge of management; shareholders are only owners of shares.
See Salomon:

- secured creditor = certain assets are set aside to pay company’s debt to you.  No one else can take them before you’re paid.

  - avoids having to execute judgment.  Saves time & trouble.

- Salomon runs a leather boot manufacturing company.  Under pressure from his family, Salomon moves from a sole proprietorship to a corporation.

  - in return, receives shares, cash & debentures (a kind of security agreement)

  - Salomon would have first charge against the company’s assets
  - swaps debentures with Mr. Broderip.
- company fails.  Broderip scoops assets.  Mr. Salomon insists that he should receive remaining amount (1055l), instead of being paid to unsecured creditors.
- liquidator argues:

  1.  Salomon Ltd. overpaid for Salomon’s assets


- Court agrees that sum paid was excessive, but emphasises that the business can carry on however it likes. 


- this is key to corporate self-determination
  2.  Issuing debentures to Salomon constituted a fraud upon the creditors of the company (a stakeholder argument)


- Court of Appeal bought the argument, but was reversed by House of Lords (see p.14).


- reaffirmed concept of separate legal identity of corporations
Salomon Rule #1:  A corporation is a separate legal entity distinct from its shareholders.
  - paralleled by s.15 of CBCA; but the statutory provision is broader.

  - agrees with policy behind corporate law:  encourage investment.  If shareholders cannot become secured creditors, they will not invest because risk is too high.
- in Salomon, court fixes blame upon company’s creditors ~ caveat emptor!  Should’ve looked into the company’s creditworthiness
- there is American law which calls paying shareholders first inequitable.  Different in Canada & UK.

  3.  Salomon gets all the benefit; he should shoulder some of the costs.  He should be personally liable.

Salomon Rule #2:  Shareholders are not liable for the debts of the corporation.
  - see also s.45, CBCA; divorces shareholders from a corporation’

- see p.14 & 15 in Salomon for comments on ‘one-man companies’.

Policy Issues
- one-man companies

- how the law lords felt about Aron Salomon.

  - definitely sympathetic

  - was this case decided solely upon its facts?  Would it have been different if Mr. Salomon was a real jerk/if he was the rogue?

  - judges & Mr. Salomon moved in the same circles.  Socio-economic parity.

C.  Limited Liability
  - shareholders are insulated from company’s debts & defaults.  All they stand to lose is their investment in the company’s shares.  Limited to its par value/face value in the olden days.  Now, the CBCA requires all shares to be fully paid up upon issue.  All you stand to lose is property you’ve given to the corporation.
  - a natural outgrowth of separate legal status

  - conversely, a corporation cannot be forced to pay for debts of its shareholders.  Works both ways.
Key Rights Embodied in Shares (outlined in CBCA)

1.  Dividends
2.  Voting rights
3.  Receive any property left over upon winding-up of company after debts paid-up.
D.  Shareholders as Employees
  - can shareholders also be employees?
- See Lee v. Lee’s Air Farming
- why should contract to be a director be any different than contract for employment?

- further differences:  employees have special benefits (mainly statutory ~ worker’s compensation, employment insurance)

- directors are not necessarily employees

- why you might want to create an employment contract:

  - vicarious liability

  - insurance issues

Lee v. Lee’s Air Farming
- corporation constitution stated right in it that he was both director & worker.

- factors the court looked at:

  1.  He was paid wages.  Faithfully recorded.

  2.  Customers contracted with the company, not Lee himself.

- holding:  it is a logical consequence of Salomon that one person may function in dual capacities.  He could fulfil these three roles concurrently, and therefore qualified for workers’ compensation.
- practical problem:  someone has to be the voice of the company.  Essentially, he negotiated his employment contract with himself, and he gave himself orders.

  - separate legal identity as recognised in Salomon makes this okay.  The law looks at is as though it is the company who is giving him orders.

Piercing the Corporate Veil
- where we might look at piercing the corporate veil:

  - where company is essentially run by one man & it does something bad to an innocent person (ex. underinsured taxicab case).

Corporations & Property
- can corporations own their own property?  Absolutely.

- normally, shareholders give the company assets in return for shares.  May share in company’s profits through dividends; upon winding-up, they may get some property back.  However, while company is a going concern, shareholders have no interest in company’s property.
- keep in mind this is even where it is a one-man corporation (NB:  Kosmopoulos changes this somewhat).

Kosmopoulos v. insurance company

- Kosmopoulos incorporates his one-man business.

- carelessly puts insurance in his own name
- goods are damaged; insurance company doesn’t want to pay out if it doesn’t have to

- does he have an insurable interest?  Depends on which definition we use…Lucena or Macaura?

  - Lucena is pretty broad

  - Macaura is a conscious narrowing of that principle

- SCC reverts to Lucena view.  Does not decide to lift the corporate veil.  In Macaura, the House of Lords said neither shareholders nor creditors had a claim on the company’s property.

- Ontario Court of Appeal distinguishes Macaura.

  - this is a one-man company; Macaura doesn’t apply here.

Corporate Personality:  Limitations & Expectations
Protection for Creditors:
1.  Cautionary suffix (ex. Ltd., Co., Corp., Inc.)

  - must appear in corporate name to warn creditors that they are dealing with a limited liability entity
  - allows them to do some checking

  ex. Wolfe v. Moyer:  tried to do business without using cautionary suffix.  Patron was hurt; sued Moyer directly.  However, roller rink was run by Chinook Sports Ltd.


- held himself out as a sole proprietor


- therefore, he was personally liable
2.  Share Capital Restrictions
  - shares must be fully paid-up to be validly issued

3.  Dividend Payment Restrictions
  - cannot pay out dividends if it would cause company to become insolvent
4.  Oppression Remedy
  - used if corporate directors have acted badly; mismanaged company.

5.  Directors’ Liability
  - directors made personally liable to third parties in some instances
  - also have a duty of care, diligence & skill imposed by s.122 of CBCA.  Also owe a fiduciary duty to corporation (though not directly to creditors)

  - specific statutory liability to employees under CBCA & elsewhere.

Corporate Liability
- limitations on the ‘natural person’ analogy.  How do corporations become liable for torts & crimes?
- torts & criminal = identification doctrine
- contract = agency
The Rhône v. The Widener (1993, SCC)

- Fed. Ct. of Appeal found Great Lakes 80% liable & North Central 20% liable (for not dropping the anchor).

- on appeal, Great Lakes tries to qualify for limited liability under s.647(2) of Canada Shipping Act.  Need to show liability does not flow from actual fault or privity of the corporation (i.e. that Captain Kelch was not the ‘directing mind’ of the corporation)
- plaintiff is trying to get at the corporation’s assets (deep pockets problem).  Cannot use concept of vicarious liability (‘respondeat superior’) due to CSA.
- this is not a case of corporate direction coming straight from the director(s).  That would be a straightforward case.  The problem comes with delegation of their powers.
- need to distinguish acts of people operating as employees, servants or agents (leading to secondary or vicarious liability) and acts of the corporation (leading to primary or direct liability).  The latter is where the idea of a ‘directing mind’ comes into play.  We identify this person as the physical and mental embodiment of the corporation; in this instance, they ARE the corporation.
- evolved to solve the constraints of vicarious liability & limitations upon it.  Now we can get direct (primary) liability, with no restrictions.
- First articulated in Lennard’s Carry Co. v. Asiatic Petroleum Co. (1915, A.C.)

  - must prove:


1.  That responsibility for the thing that caused the problem is affixed to a member of the corporate structure.


2.  That the mind of that person is also the ‘corporate mind’.
  - in this case, they did not rely on the fact that the was a director.  Instead, they relied on this theory of the ‘directing mind’.

Applying the Directing Mind Principle

- what qualities do we look for to decide whether person is the ‘directing mind’?  How do we apply this principle?

  - given wide-ranging authority in his area; needs to be delegating “governing executive authority” (see p.91 of casebook).

Two Elements:
  1.  Governing Executive Authority

- deciding & supervising implementation of policy, not just carrying it out.

- p.89 of The Rhône; p.97 of Canadian Dredge & Dock.


- can be express or implied

- board’s duty outlined in s.102 of CBCA; need not manage directly ~ they can delegate

- corporation will be directly liable for acts of the delegate, when he is exercising his powers as a delegate.

  - becomes a factual question


- How does authority come to be?


  a.  You are a director (comes from CBCA)


  b.  It has been delegated directly be directors


  c.  It has been impliedly delegated (acquiesced to or approved by directors; customary in the industry).
  2.  Acting Within the Sphere of Governing Executive Authority

- the key here is autonomy of decision-making.  You are still liable for their bad decisions.


- here the limitation of fraud comes into play.


- question:  are they committing a fraud upon the company, or are they simply acting contrary to policy to the benefit of the corporation?

- are you still within your sphere of authority?
Corporate Criminal Responsibility
Three Types of Criminal Offences:
1.  Absolute Liability:  no mens rea.  People & corporations treated the same.
2.  Strict Liability:  defence of due diligence.  People & corporations are treated the same.

3.  Mens Rea Offences:  need to prove state of mind.

  In re: corporations:


a.  Need to decide who was responsible


b.  Did they have the requisite mens rea?


c.  If so, were they the directing mind (should corporation itself be liable)?


  i.  Did they have governing executive authority?


  ii.  Were they acting within the scope of that authority?
R. v. Church of Scientology
- they argue that they should not be responsible for ‘renegade’ members

  - essentially = they were not authorised by the board
- however, corporate structure is irrelevant…church is still liable.
  - the Church was not operating independently of the Guardian’s office

- this decision expands the principle of ‘directing mind’ and ‘governing executive authority’ beyond typical corporate structure & cases of delegation
- based on their de facto role in the corporation, not delegation from the board of directors
- not tied down to one particular type of corporate structure
Ratio:  substance over form.  Examine de facto control; don’t get caught-up in corporate structure.

- issue of ‘directing mind’ will only arise where action has not been expressly authorised by board of directors or those exercising de facto control.
NOTE:  in Scientology, the court found direct liability.

Look in Two Places for Directing Mind:
1.  Board of Directors (orders an action & blinds itself to criminal consequences)

2.  Some Corporate Functionary (in charge of that area of operations)
  - first, assess whether or not that person has the mens rea.

  - second, assess whether or not they were the directing mind.

- test for corporate mens rea:  p.97, Canadian Dredge & Dock:

  - “the act in question must be done by the directing force of the company when carrying out his assigned function in the corporation.”
- authority need not be expressly delegated; may be implied (‘actual authority by implication’).  Implied permission to make unsupervised decisions, even if those decisions violate company policy.
Why was The Rhône Note Seen to Apply in Scientology?
- in the church, the Board of Directors had no authority.  The Rhône is premised on a strong Board of Directors delegating their authority.

- instead, the Guardian’s Office had de facto control.  No delegation here.  They had authority in the first instance.  They were like the Board of Directors in The Rhône or a ‘normal’ corporate structure.

- let’s not get put off by an unorthodox corporate structure.

- don’t always need to have delegated executive authority.  Can look for de facto control instead.
Issue of Autonomy
- if Guardian’s Office was autonomous, they would be liable in their own right (couldn’t bring the corporation down with them)

- if not, Church itself would be liable

- found that Guardian’s Office was not autonomous.

Limits of Corporate Criminal Responsibility
1.  Charter arguments
2.  Not the directing mind.  Not in their sphere of authority.
3.  Fraud committed upon the corporation (no benefit to corporation)
Canadian Dredge & Dock v. the Queen
- charge of conspiracy ~ bid-rigging scheme (see p.93).

- officers found to be ‘directing minds’

  - corporation argued fraud

  - court doesn’t buy it.  Corporation was still receiving some benefit.  Must receive no benefit to prove fraud.  See last para p.98.


- very hard to prove!

- social policy question underlying:  corporations should be proactive in preventing crimes committed by their ‘directing minds’
What Can a Company Do to Insulate Itself from Liability?
- ethics courses

- supervision; monitoring

- insurance

Liability of the Directing Mind Personally
- is directing mind personally liable?
  - yes, there is concurrent criminal liability (see p.97).

The Limits of Limited Liability
Three Distinctions:

  1.  Liability of Directors, Employees & Shareholders

  2.  Corporate Torts vs. Personal/Individual Torts

  3.  Independent Torts v. Torts Committed in the Course of Business

Liability for Torts Committed in the Course of Employment
Liability as ‘Mere Employees’
See London Drugs v. Kuehne & Nagel
  - London Drugs buys transformer; stores it at Kuehne & Nagel

  - employees damage it by tipping it over

  - employees are not shielded from liability for torts committed in the course of their employment, even where employer is vicariously liable, assuming normal tort requirements are met.
  - Kuehne & Nagel admits that if the actions had been committed outside the scope of their employment, the employees would be liable.  However, when done in the course of their employment, company is vicariously liable.  Why do you need to go after employees, too?


- arguing that we should treat corporate employees differently

  - Iacobucci doesn’t buy it.  Employee has an independent duty of care to the customer.  He uses contract law to bail them out instead.
  - LaForest, in dissent, says employees should not be liable.  All liability should be shifted to the corporation/employer.


Policy Considerations:

  1.  Corporation has deep pockets compared to employees

  2.  Corporation is benefiting from this activity

  3.  Risk allocation/loss distribution

  4.  Deterrence
Employees as ‘Directing Minds’
- employee is acting, at that moment, as the corporation

- if employee owes a duty of care, does his corporation automatically owe one, too?
See ScotiaMcLeod case

  - Structure of the Claim:
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  - Corporate Structure:
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  - General Rule:  Employees acting as directing mind are not liable, unless it can be shown that their actions are themselves tortious or exhibit a separate identity or interest from that of the company.  See p.120, 1st para.

  - in this case, the court was frustrated that ScotiaMcLeod had not alleged negligence against these people individually


- seems to be working against them

  - the acts of ‘mere employees’ are their own, but the acts of ‘directing minds’ are not their own, but those of the company.
  - this means directing mind are protected, but ‘mere’ employees are left out in the cold.
Director Liability for Torts Committed in the Course of or Related to Corporate Business
- ‘ordinary’ directors vs. directors who are directing minds
- subject to the same general rule as laid out on p.120 of ScotiaMcLeod.

- will be shielded if they are acting as directing mind.  
- need to show a personal or direct involvement
- need to demonstrate their personal duty, aside from the duty owed by the corporation
* Need to allege separate, personal acts of negligence breaching a separate, personal duty of care. *
- why do we normally shield directors from liability?
  - it is their job to act in the best interests of the corporation.

  - sometimes it is in the corporation’s best interest to breach a contract & just pay damages
  - we want to give directors this option (Said v. Butt defence)

  - who would want to be a director if you were always held personally liable?
- when might a director acting as a directing mind be liable?

  - acting outside area of authority

  - not done in the course of employment

  - where he owes a separate duty of care to the plaintiff

ex. Berger v. Willowdale
Directors as Directing Minds
- Why should they be liable?

  - greater self-interest; more power/control over situation?

- Why should they not be liable?

  1.  Whole theory of identification doctrine.

  2.  Don’t want to discourage people from becoming directors.

- see Mentmore case.  Sets out a two-part test (cited on p.112 of C. Evans):

  1.  Infringed the plaintiff’s rights.

  2.  “[D]eliberately or recklessly embarked on a scheme, using the company as a vehicle to secure profit or custom which rightfully belonged to the plaintiffs.”

- Court acknowledges that Gill & Gerstein have governing executive authority.  As long as they are acting in that capacity, their actions are not their own but that of the company.
- does it matter if it is a one-man company?  Not really.

Liability of Director for Independent Torts
- see p.127 of AGDA:

  “Canadian authorities at the appellate level confirm clearly that employees, officers and directors will be held personally liable for tortious conduct causing physical injury, property damage, or a nuisance even when their actions are pursuant to their duties to the corporation.”

- separate duty of care.  More serious torts??
The Said v. Butt Defence
- laid-out in AGDA & Welling’s article

- see p.125:  director/employee acting in the best interests of the corporation may breach contracts without becoming personally liable in tort
- qualification:  does not absolve them of all personal liability for other torts.  Just for the tort of breach of contract.
- there seems to be a hierarchy of obligations/torts.

- qualification has been read more broadly than the defence.

- compare statements on p.120 & p.125:  this is the same court!

Policy Questions to Consider
1.  Why should we restrict personal liability?

2.  What policy arguments favour more personal accountability?

3.  Why do we have the Said v. Butt defence?

4.  What do you think of Welling’s article & his hierarchy of obligations?

Liability of Shareholders
- for directors, there is a fairly bright line dividing liability & no liability ~ the commission of independent torts.
- no such bright line exists when it comes to shareholders
- is there a principled way to approach piercing the corporate veil?  How can we justify the various conflicting cases?

- how is piercing the corporate veil different from affixing personal liability through rules laid-out in Peoples?
  - normally, not alleging personal wrongdoing.  The only ‘bad’ thing they did was incorporate the company.

- when piercing the corporate veil, courts generally justify their actions by saying that the plaintiff needs a remedy…needs to be compensated in some way.

- remember, shareholder may be mortal or corporate.

Taylor’s Theory:  there’s no such thing as a corporate veil.  The corporation is a separate legal entity.  We can’t just ignore this legal principle whenever it becomes inconvenient.

- makes this a chaotic area of the law

When Courts Purport to Pierce the Corporate Veil:

  • “It’s just not fair!”

  • Incorporation for nefarious purposes

  • Agency relationships


• Corporate group activity


• Single-shareholder or close corporation

  • Tort claims


• Misbehaving shareholders


• Undercapitalization
  1.  When it’s just not fair.

- rely on broad concepts of equity & justice


NOTE:  ‘Deep Rock’ doctrine of the US (from Taylor case):  Shareholders’ debts come last.  This benefits the creditors, who, as in Salomon, get left out in the cold.  No such doctrine exists in Canada.  Still pretty contentious in the US.


  - saying due to a sense of fair play, shareholders should wait to collect their debts


  - not truly piercing the corporate veil; not wiping out these debts, only changing the order of collection.

  2.  Incorporated for nefarious purposes.

- see Clarkson v. Zhelka:  trustee going after corporation to get at assets of a person (its principal/director)

  - they said, ‘No’, consideration was lacking.  These were fraudulent conveyances.


  - however, personal creditors were still not allowed access to his corporate assets.  Upheld Salomon principle of separate legal identity.


  - obiter comments seem to indicate that where corporation is set-up simply as a façade, sham, cloak or alter ego, the corporate veil may be pierced:


- “If a company is formed for the express purpose of doing a wrongful act, or if when formed those in control expressly direct a wrongful thing to be done, the individuals as well as the company are responsible to those to whom liability is legally owed…In such cases, or where the company is a mere agent of the controlling incorporator, it may be said that the company is a sham, cloak, or alter ego.”


- what is their authority for this point?



- seems to contradict Salomon


- cannot simply pierce the corporate veil because corporation is directed by one person.  Must evidence some real principle of agency.

ex. Rockwell v. Newtonbrook Plaza:  similar to Clarkson; trying to use personal assets to pay corporation’s debts

  - the corporation is not merely the nominee of trustee; upheld separate corporate identity

- it’s a balancing act:  shareholders vs. third party stakeholders
  - want to protect shareholders in order to promote business & investment
A Principled Analysis

- we need a principled analysis to synthesize and bring certainty to this area of the law

- we need some consistency here

Cases Where Shareholders Should be Responsible:
1.  Corporate Group Activity
  - Group ‘Behaviour’:  just because the corporation is separate from its shareholders doesn’t mean we can’t look at its history or personality
  - analysing corporate behaviour:  see De Salaberry Realties Ltd. v. M.N.R.

- need to decide whether this is income or a capital gain


- were they in the business of buying & selling land, or were they just buying it to keep?


- De Salaberry was a wholly-owned subsidiary of the Bronfmans & Steinbergs.


  - set-up for one or two transactions


- court decides that De Salaberry is merely a puppet/instrument of its parent

- must look at it as part of the whole group enterprise

- found that it was inventory; should be taxed as income.


- see analogy on p.168:  “I do not conceive a medical doctor having to make a diagnosis on the general state of health of a patient that would examine only his right arm.”


- conclusions on p.170:  “In such a pattern there is no room for any free will on the part of the Appellant and its sister-companies; they are, directly, instruments of their parent corporation and, indirectly, of their grand-parent, or great-grand-parent corporation.”


- what they were trying to do was analyse the corporate motivations behind these transactions; look at corporate behaviour (almost like a ‘nurture’ analysis…make inferences about the child by looking at the home he grew up in).

  - another example:  Big Bend Hotel Ltd. v. Security Mutual Casualty (1979, BCSC)


- Big Bent Hotel burns down.  Sues insurance company to pay-out.  Find out that directing shareholder, Mr. Kumar, had owned another hotel that had also burned down.  Insurance company says this risk should have been disclosed.  Court agrees.  They didn’t have to pay.

  - look at past corporate behaviour to predict future conduct, or explain present actions.
  - linked to instrumentality concept; mere ‘puppet’

- this analysis seems to blend together in courts’ minds with piercing of the corporate veil

  - even Salomon allows proof of agency to show actions of corporation aren’t really its own.
2.  Agency (see Smith Stone & Knight & Sun Sudan Oil)

  - Smith discussed within Sun Sudan
  - Smith lays out six criteria (p.163):


• Is the business of the sub actually the business of the parent?


• Were the profits treated as profits of the parent?


• Were the people conducting the business appointed by the parent?


• Was the parent the head and brain of the trading venture?


• Did the parent govern the adventure, decide what should be done and what capital committed?


• Did the parent make the profits by its own skill and direction?


• Was the parent in “effectual and constant control”?
  - remember:  these are only factors; not hard & fast rules
  - When is the business of the subsidiary actually the business of the parent?

  See Sun Sudan Oil:  two subsidiaries of large oil companies sign an agreement to pursue a joint venture in Sudan

  - now project fails & Sun Sudan wants to collect from Industries (the parent company)

  - see p.165 for summary of application of six factors from Smith Stone
  - then, moves to a second stage:  contextual analysis.  Looked at:


- subsidiary was legitimately set-up


- both parents were sophisticated corporate entities


- no fraud or misrepresentation


- all contracting was definitely done on behalf of the subsidiary
  - to take away from this case:  the approach/methodology.  You may or may not agree with the result.

Why Do We Have Limited Liability?
- to encourage investment, encourage diversification of investment, certainty & efficiency

- countervailing influences:  fraud, sham, dishonesty
Tort Claims:  Misbehaving Shareholders & Undercapitalisation
- Said v. Butt would not help shareholders; only applies to directors, as they have a special duty to the corporation

- usually there is no minimum level of capitalisation required by the state

- in some cases involving undercapitalised corporations, the courts will lift the corporate veil & go after the controlling shareholder(s).

See Walkovsky v. Carlton
  - the ‘underinsured taxicab’ case

  - Walkovsky gets hit; tries to sue controlling shareholder, Carlton.

  - court will not disregard corporate form…they have met all the requirements as set-out by the legislature.

Corporate Contracts ~ Agency
- see textbooks by Fridman or Prof. Harvey.  

• “Agency is the relationship that exists between two persons when one, called the agent, is considered in law to represent the other, called the principal, … to affect the principal’s legal position in respect of strangers to the relationship by the making of contracts or the disposition of property.”

– G.H.L. Fridman, The Law of Agency, 6 th ed.

- Agent & Principal relationship represented by a triangle:
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  - contract made between principal & third party.  Agent is not a party to it.
- usual issue:  did agent have the authority to make these arrangements?
  - must look to scope of the agent’s authority
  - plaintiff must put forward a prima facie case; principal must then adduce evidence to rebut this claim; otherwise the principal is bound.

- corporations can only act through their agents
Types of Authority:

  1.  Actual


A.  Express


B.  Implied

  2.  Ostensible
  3.  Agency by Necessity/Presumed Authority


- we won’t be dealing with this one

Actual Authority

- if agent has actual authority, they are considered to be a manifestation or extension of the principal.  Can be relied upon by third party.

Ratification:

- retroactive expression of authority = ratification
- principal forgives the agent’s excesses
Express:

  - express authority may arise out of a contract between the principal and the agent or out of statute.
Implied:

- may arise in three ways:

  A.  Necessarily incidental to express words of existing agreement

  B.  Custom (goes with the position/job)

  C.  Conduct (acquiescence by principal)
Ostensible Authority
- apparent or ostensible authority is like agency by estoppel.

- principal has made a representation to the third party that the agent has authority.  Now bound by that representation.
Freeman & Lockyer v. Buckhurst Park Properties
- set-up separate corporations for each property

- 4 directors:  Kapoor, Hoon & two law clerks

- Hoon loans money to Kapoor to buy this property & resell it.

- efforts to resell fall through, so Kapoor decides to develop it instead.

- Kapoor seems to be doing this all on his own bankbook.

- Freeman employed to obtain a zoning variance.  What’s at stake here?  291l 6s.

- Kapoor splits; Freeman & Lockyer sues the company.

The Issue:  was Kapoor an agent of the company when he made this contract (can company be held liable)?
- could not be expressly authorised, as board of director meetings were invalid (did not have quorum)

- must fall back on agency principles:

- the argument:
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- Actual authority?

  - Express?  No.
  - Statutory?  No, statute empowers the board of directors, not each individual director.

  - Implied?  He was not appointed as managing director.  We don’t know his job description.  Could have given him incidental or customary authority (see s.115 of CBCA).


- Kapoor does not have implied authority
- in order to confer actual authority on the agent, the principal must have such authority himself (board of directors, possibly directors, officers, employees)

- acquiescence needs to be communicated.  Court will not infer a contract.  Needs to be communicated!
- Ostensible authority?
  - must find a representation made by principal to third party, that agent had this authority.  Behaviour of the principal is key in this analysis.
Actual vs. Ostensible Authority
- in actual authority, contract is between principal & agent

- in ostensible authority, agreement is between principal & third party
- authority cannot arise on promise of agent (warranty of authority) alone
- ostensible & actual authority may co-exist, but it is most common to sue on ostensible authority (see p.39).  Third parties are not privy to the details of the agency agreement.

How to Prove Ostensible Authority
Four Conditions:

  1.  Representation was made to the third party about agent’s authority

  2.  Representation made by someone with actual authority

  3.  Reliance of the third party.

  4.  Not ultra vires the corporation (within the capacity of the corporation)
- if these are shown, company is estopped from going back on this representation.  They are liable for these contractual obligations created by agent (he had ostensible authority).
First & Second Steps:  Issue of Representation
CanLab v. Engelhard
- Cook dreams up an imaginary scientist named Giles

- buys platinum from CanLab and sells the ‘scraps’ to Engelhard and Engelhard pays Giles directly

- cooks the books at CanLab to make-up the difference, hide the fact that no payments had been made by Giles

- now Cook’s fraud becomes known & CanLab sues Engelhard for conversion

- was Cook an agent of CanLab?  Were these transactions valid?  If so, no conversion occurred, because CanLab sanctioned them.
- Cook does not have express authority.
  - court doesn’t explore the possibility of implied authority
  - we don’t have a sufficient factual basis to analyse this

- Thus, Engelhard must try to prove ostensible authority.  Must show a representation made by the principal (CanLab) to them, the third party.
- Majority finds that Snook’s comments were enough to constitute a representation by the principal to the third party, Engelhard (an ‘affirmative holding-out’).
  - thus, conversion ends in 1966

Rule #1:  When a third party is referred by an appropriate/sufficient authority to another individual within the organisation, that’s a representation.
Rule #2:  Once that occurs, the third party has no further duty to inquire into agent’s authority.
- remaining issue:  at what point is the person you talk to too low on the totem pole so as to make you suspicious (and need to inquire further as to his authority)?
  - probably flows from ordinary business practice/reasonableness in the circumstances
- the mere mention that someone is the appropriate person to deal with constitutes an affirmative holding-out.
  - representation that he has authority to enter into contracts of this type on behalf of the corporation

- the test assumes person making representation has actual authority to manage the business generally or in respect of this type of matter
- Possible Dates this Representation was Made:

  - 1962:  fraud begins; representation made by Cook himself

  - 1966:  Snook makes representation to McCulloch that Cook is the person to deal with


- this is the position the majority adopts

  - 1968:  Scott calls Fabian & asks “What’s up?”


- this is the position of the minority

- the difference:  in 1966, representation was made by employees lower in the hierarchy.

- the practical outcome:  if representation of ’66 was valid, CanLab recovers less money from Engelhard.

- 1962:  only amounts to a warranty of authority; Cook himself would be liable for breach of that warranty (representation needs to be made by someone with actual authority in order for ostensible authority to arise)

- Laskin & minority feel Snook was too low on the corporate ladder.
- majority wants the law to reflect the practical corporate reality (see p.53).  Delegation is a fact of life.

Think back to Freeman & Lockyer:  what was the representation there?

  - representation by silence; acquiescent conduct by board.

  - how can this be?  Acquiescence is helpful in cases of implied actual authority, but here the court is very clear that Kapoor DOES NOT have actual authority.
  ~ this could be problematic

Third Step:  Reliance
Two Parts:

  1.  Third party was induced by representation to enter into the contract; and

  2.  Intention that representation be relied upon.
Fourth Step:  Corporate Capacity/Ultra Vires
- need corporate capacity to enter into this type of contract AND to delegate to agent the authority to enter into the type of contract
- see p.40
- the CBCA, s.17, changes this.  Abolishes idea of constructive knowledge by third parties of corporate constitution.
  - third parties no longer deemed to know their contents, unless they should have known or ought to have known (see s.18) by virtue of their relationship with the company.  Goes to reasonableness of reliance.
- thus, representations can trump the corporate constitution unless third party knew or ought to have known the contents of the corporate documents.

- the fourth step has now become largely irrelevant
Role of the CBCA
- the CBCA makes it easier for third party to prove actual authority by addressing a fundamental part of civil procedure (prevents corporation from denying representation was made or that agent didn’t have the requisite authority).

- the ‘indoor management rule’ was a common law version of s.18 of the CBCA.  Now statute is the authority; no need to discuss ‘indoor management rule’ any longer.
NOTE:  “holding out” mentioned in s.18 seems broader than a specific representation made to that particular third party.  Can be more general.
- s.18 aids the third party in showing actual authority

  (a), (b) & (c):  corporation failed to comply with statutory requirements
  (d):  where agents act in excess of their actual authority
- the corporation, in its defence, cannot point to their failure to comply with statute or agent exceeding his authority
- s.18(a) codifies the common law ‘indoor management’ rule
- s.18(d) requires a “holding out”; also, company cannot argue lack of authority customary in the business.
  - what do we mean by “holding out”?

- requires a representation between principal & third party, or a more general class of third parties

- might include showing that someone else told them about such a representation

- under the second part of s.18(d), corporation cannot assert an actual limitation (in contract, articles, by-laws, etc.) on agent’s authority, so long as it is customary and not unusual for that type of position, unless third party knew or ought to have known something to the contrary.
- third party need only prove (a) a holding-out; or (b) what authority is customary for that position.
- questionable if the same could be said if the court only found that they should have known.

Ratification

- a concept of retroactivity
- agent out-steps the bounds of his authority; afterwards, the principal adopts or forgives this.
Seven Requirements for Ratification:

  • Agent must have purported to act for Principal

  • At the time Agent acted, Principal must have been in existence and competent.

  • At the time of ratification, Principal must be legally capable of doing afresh what Principal is ratifying.

  • Principal must have intended to ratify Agent’s act.

  • Principal’s ratification must follow Agent’s act.

  • Principal’s ratification cannot affect third-party rights.

  • Agent’s act must be capable of ratification.
- if third party repudiates contract, subsequent ratification cannot be valid.
Pre-Incorporation Contracts
Sherwood Design v. 872935 Ontario Limited
- King, McCreary & Pellizzari sign the contract on behalf of a corporation to be incorporated.

- they also sign promissory notes (like a personal guarantee)

- purchasers’ lawyer sends a letter saying a numbered company (872935) had been assigned to complete the asset purchase from Sherwood

- however, purchaser doesn’t complete the contract

- company is reassigned; now has assets to register judgment against.

Issue:
1.  Would lawyer’s letter suffice to satisfy statutory requirements of adoption?



2.  Is yes, does the letter signify the intention of the corporation?
- The Real Question:  does the lawyer have enough authority?
  - it seems that his actual authority is being challenged

  - that’s why we rely on s.21 of OBCA
  - was lawyer held-out as corporation’s agent?


- holding-out is something like a representation


- here, it seems the letter by the lawyer is a representation (according to the majority)

- intention is pretty clear (‘instinct with an obligation’)

- this is like a pre-incorporation contract, because though corporation was in existence (owned by law firm) at time of contracting, it hadn’t been assigned to this contract yet.  Look how they signed the contract!

- remember, a corporation only comes into existence on the date shown on the certificate of incorporation.
- also note:  person who is contracting on behalf of the corporation is called the ‘promoter’
Why People Contract While Corporation Does Not Yet Exist
1.  There is a mutual intention that the corporation be bound.  If you’re worried about getting paid, get a personal guarantee.

  - this is the situation in Sherwood.  Voluntary.

2.  Case of mutual mistake.  No contract.  Innocent mistake.

  - see Westcom Radio
3.  Unilateral mistake.  Promoter usually knows company doesn’t exist.  Not-so-innocent mistake.

4.  Differing intentions.
  - see Newborne v. Sensolid.  

  ex. Promoter contracting on behalf of the corporation; other party thinks it is contracting with promoter personally.
Section 14 of the CBCA
(1) Promoter personally bound by WRITTEN pre-incorporation contracts.

(2) Corporation may adopt written pre-incorporation contract – will be bound by it and entitled to its benefits.  Promoter no longer bound or entitled to benefits.

(3) Other party may ask court to fix/define obligations under contract or to apportion liability between corporation and promoter, whether or not corporation adopts contract.

(4) Promoter may expressly disclaim liability in the written contract; if so, will not in any event be bound.

- this was Szecket v. Huang
Three Possible Scenarios
1.  Outsider knows corporation does not exist.

2.  Outsider tries to contract with promoter personally.

3.  Outsider believes corporation exists.

Issues:  Who are the parties to these contracts?  Are these even valid contracts?

Back to Sherwood:

- this section designed to remedy the common law
- Fundamental questions:
1.  Is there a contract?





2.  Who are the parties?
- need to look at the intentions of the parties
Scenario #1
Outsider knows corporation does not exist but still tries to contract with it.
- Why?
A.  Business efficacy; look to the realities of the situation.



B.  May not understand all the intendent legal formalities.
- What does the common law say?  No contract.  Can’t contract with someone who does not exist.  Promoter has a non-existent principal.
- intention was to contract with corporation; promoter will only be liable if it was the intention of the parties that he be bound.

- thus, at common law, Scenario #1 results in NO CONTRACT.
Scenario #2
Outsider tries to contract with promoter personally, not with intended corporation.
- this is the case of Kelner v. Baxter (1866, Eng. C. P.)

  - promoter will only be bound when it can be shown that both parties intended the promoter to be bound
  - both knew the corporation did not exist:


- Baxter offers to sell wine to Kelner “on behalf of” his hotel


- Kelner accepts.


- Form of signature:
“Mr. Baxter, on behalf of the Gravesend Royal





Alexandra Hotel Company, Limited.”

  - now, is Baxter personally bound?

  - Court concludes that the form of signature is very important.  When signing ‘on behalf of’ someone, you are still personally liable.  Just like buying corn ‘on behalf of’ your horses.

Three Principles:

  1.  Promoter & contractor will only have a contract where they both intend it.

  2.  Need documentary evidence showing promoter signed personally, even if ‘on behalf of’ a non-existent corporation.

  3.  Evidence of agency of promoter isn’t particularly relevant when determining intention (back to language of ‘on behalf of’).
Scenario #3
Outsider believes corporation exists & tries to contract with it, though it does not actually exist.
- cases of Black v. Smallwood & Newborne v. Sensolid
  - Facts of Black:  individual vendor of land, apparent corporate purchaser


- both believed that the corporation existed


- form of signature:
“Robert Smallwood, Director”


- you are signing as the corporation, not just on its behalf.  Clear intention to contract as the corporation.


- any intention to be bound personally?

  - Facts of Newborne v. Sensolid (1953, Eng. C.A.)


- Newborne agreed to sell canned ham to Sensolid


- Sensolid refused to accept delivery


- corporation sued, then Newborne tried to enforce personally


- form of signature:
“Leopold Newborne (London) Ltd.






Signed:  Leopold”


- here, promoter is trying to enforce the contract.  Turns out the corporation didn’t exist at the time of contract.  Now promoter trying to say, “I’m personally bound.  I need to be so I can go after this guy.”

- the court held:  NO CONTRACT.  Intention was to contract with the corporation (which didn’t exist).  The contract was a nullity.  Not enough evidence that they wanted Newborne to be bound personally.
Where Promoter Knows Corporation Does Not Exist

- both these cases appear to involve innocent mistakes.  Does it make a difference that the promoter knows the company doesn’t exist?
Whickberg v. Shatsky
- Shatsky knows company does not exist; Whickberg thinks that it does.

- company fails after three months; Whickberg’s contract was for six months.  Sues Shatsky personally for wrongful dismissal.

- should Shatsky be personally liable?

  - need to weight just result vs. theoretical consistency

- court found NO CONTRACT.
- Whickberg wanted to contract with the corporation; Shatsky never intended to be personally liable.
- other remedies:  fraud; negligence; quantum meruit; breach of warranty of authority.

- claim then:  would not have contracted if he knew company didn’t exist.  Might have a problem calculating damages (what…you wouldn’t have worked, you wouldn’t have been paid…give the money back?!?)

- under Scenario #3, it doesn’t seem to matter whether it was an innocent or not-so-innocent mistake.
Applying the Common Law to Sherwood Design
- both know corporation not yet in existence
- sign “on trust for” the to-be-incorporated company

- common law says we can’t contract with someone that doesn’t exist; makes it harder to prove because they signed personal guarantees (why would you get promissory notes if they would be personally liable under the contract).
- at common law:  NO CONTRACT.
  - common law won’t allow adoption of prior contract, because at common law it was a nullity.  Need to make a new contract.  Can’t ratify!
  - even if there was a valid contract under Kelner v. Baxter, you cannot assign it without the consent of all parties
  - would have to enter into a whole new contract
Section 14 of the CBCA
- the promoter is personally bound by written pre-incorporation contracts

- corporation may adopt & become bound.  Promoter is ‘off the hook’.

- either party may ask courts to determine liabilities under the contract.

- promoter may expressly disclaim liability ~ not bound.
  - this is Szecket v. Huang.  We require EXPRESS disclaimer!
Back to Sherwood Design <again!>

Two Issues:

  1.  Did corporation adopt the contract?  (s.14)

  2.  Did the lawyer have appropriate authority? (s.18)

- policy behind s.14 ~ simplifies things; more of a ‘common sense’ approach.  

  - replaces common law analysis devolving on intention of the parties.
  - promotes business efficacy & reality

- assuming lawyer had the authority to act in Sherwood, was the letter enough to signify that the corporation had adopted the contract?
  - the court says Yes.  Need to be able to rely on actions of the other side.  See p.56.

- what might they have done?  Have corporation pass a resolution adopting the contract (like what KD1 did).
  - much more formal
- after corporation adopts contract, promoters are no longer liable, except to the extent of their promissory notes.
Compare Common Law to s.14
- subs.(2) allows for adoption, which would not be available at common law
- however, common law still applies to oral contracts (except in Ontario)

- is subs.(1) always to apply, or does it depend on parties’ intention?

  - I think so.  Read together with subs.(4)

- what is the effect of the word ‘contract’ in subs. (1)?
  - can we say, there is no valid contract here, subs.(1) should not apply?  Seems sneaking.  Undermines the purpose of this section.

  - But see Westcom Radio

- basically says there is no contract, so subs. (1) does not apply.
- so when should subs.(1) apply?

  - see p.81 amendments ~ changes the wording to include “purports to enter into”.  Accommodates intended but failed agreements
  - however, it would still only apply to written contracts
Summary
- still an unsettled area of the law

- statutory reform is limited ~ only applies to written contracts

- need to understand both the common law & statute

  - common law deals with oral contracts

Qu:  How does this apply to Zandra & KD1?  Frank & Warren?
Management & Control of the Corporation
- this is the second major tenet of corporate law

  - no longer focused on corporate personality, but management power

- tells us more about how the corporation operates, how interests of various stakeholders come into conflict.

Statutory Division of Powers
Directors vs. Shareholders
- shareholders provide capital, but directors retain most managerial powers
Qu:  what does the statutory model look like?  Why?  Does it cause any problems?  Offer any solutions?  Do they work?

- directors manage (s.102(1))

- shareholders elect directors (responsible government)

- get to vote on specific issues

  - amendment of articles

  - fundamental changes

- unanimous shareholder agreement (s.146(2))

  - takes back managerial powers from the directors
- directors have the power to make by-laws (s.103(1))

  - need to be voted on by the shareholders (s.103(2))


- may adopt, amend or reject
- with respect to day-to-day matters, directors seem to have most of the power
Automatic Self-Cleansing Filter case

- shareholders want to sell; directors do not think it would be in the best interests of the corporation.

- directors win.

  - they have the power, set out in memorandum & articles

- these powers could only be curtailed by an ‘extraordinary’ or special resolution of shareholders

  - CBCA requires a two-thirds majority

- as shareholders, they would only be empowered by a USA or special resolution.  Otherwise they have no authority in the ordinary, day-to-day business of the organisation.
Read VanDuzer on this point

- management power collides with majority rule.  Here, it seems, management wins.
Three Protective Measures
1.  Regulating their qualifications ~ s.105

2.  Fiduciary obligations ~ s.122(1)(a)

3.  Duty of skill, care & diligence ~ s.122(1)(b)
Regulating Directors’ Qualifications

- not a lot of regulation.  Are there competency restrictions?  Not really.
- these regulations do not extend to officers, even though directors may delegate their powers to them.

Fiduciary Obligations…

NOT ON THE EXAM.  MAY ADD-IN LATER.
The Directors’ Duty of Care

- how does the statutory division of powers jive with today’s business reality?

- directors are given wide-ranging powers to manage the corporation; flip-side of this power is their fiduciary duty.
- must act collectively, either in a meeting or by way of resolution (must be signed by all directors)
- after being given these powers, they are also able to delegate (see s.15(1), s.120, s.115(3))

Remember:
directors are elected by shareholders



officers are appointed by directors and serve at their pleasure
- officers run the day-to-day business of the company, whereas directors determine long-term policy.
- Mace identifies three roles of directors (p.198):

  1.  Establish objectives and policies

  2.  Ask discerning questions of management.

  3.  Select the president.
- in reality, though, policy is generally set by management
  - they have the expertise; directors will defer to them.

- when it comes to asking discerning questions, directors generally refrain from doing so, because they don’t want to look stupid.  Plus, outside directors are selected by the president ~ don’t want to upset their relationship.
- generally, the outgoing president picks the next president.
What is the Role of the Board of Directors?

- seems the board is merely an advisory body.
  - but this will depend on the type/size of the corporation
- in a closely-held corporation, the roles of directors, officers & shareholders are generally filled by the same people.  Outside directors will play a minimal role.
- in large, widely-held corporations, the President has real control.  Shareholders are dispersed.  Board is very contrived; it is the President who is really ‘hands-on’.

- the problem:  managing is a full-time job.
- directors serve the formal role of accountability; meant to be motivated by best interests of the corporation, not necessarily profitability.
Statutory Duty of Care ~ s.122(1)(b)
- this was one of the ‘great new features’ of the CBCA.

- codified the common law duty of care
Qu:  in what ways do the two diverge?

Soper v. Canada
- directors personally liable for unremitted employee tax deductions

- RBI was going to ‘go public’ on the VSE; wanted his name to act as a boost to their reputation/lend credibility

- section in Tax Act same as CBCA
- Problem:  on what standard do we measure duty of care?  Objective?  Subjective?
- gives us a nice summary of City Equitable Fire Insurance
  - what does that case say about delegation?  See first para, p.288.

  The Common Law Duty of Care:
  - look at the three main points:

1.  Director need not exhibit in performance of duties a greater degree of skill than may reasonably be expected from a person of his knowledge and experience.


- “not liable for mere errors of judgment”

2.  Director not bound to give continuous attention to the affairs of the company.

3.  In the absence of grounds for suspicion, justified in trusting delegates to perform delegated duties honestly.
- cannot hold directors to a totally objective standard, because there is no minimum competency threshold, no expertise required.
- Denham case seemed to say that directors could avoid liability by remaining passive
Re Brazilian Rubber
- directors not held liable for issuance of faulty prospectus.  Only need to take care in doing what they actually do.

- here, they relied, in good faith, on the officers of the corporation
- court found that the directors were not negligent.

- this is the ‘too stupid to know better’ defence; will not be held liable for errors in business judgment

- directors are hired to take risks; we will not hold them liable for doing so.
Francis v. United Jersey Bank (New Jersey decisions)

- says you need to acquire at least a rudimentary knowledge of the business as a director

- if not, the director must step-down or refuse to become a director
- hard to reconcile this with dicta in Re Brazilian Rubber (middle of p.300)

Selangor v. Craddock
- another rubber company; blindly assigned all their assets to plaintiff company.  They were held liable even though they tried to argue that they relied in good faith on officers (along the line of Re Brazilian Rubber).
- court went more with Francis line of thinking
Statutory Duty of Care ~ s.122(1)(b)

Three Aspects:

1.  Skill
  - no minimum standard of competency

  - no set standard, but tied to ‘comparable circumstances’
  - NOTE:  BC legislation imports a higher standard ~ doesn’t say ‘in comparable circumstances’.  This was the recommendation of the Dickerson Commission.

  - an objective-subjective test
2.  Care
  - again, an objective-subjective test
  - care to be commensurate with level of skill
3.  Diligence
  - what’s the difference between care & diligence?
  - diligence seems to be a higher standard; can no longer be happily ignorant or turn a blind eye

  - still an objective-subjective test; statutory wording tempers the objectivity of ‘diligence’
  - is the Denham ‘country gentleman’ defence still available?  Probably not.  Not doing anything will not meet even the subjective test.  But this is up for debate.

  - but see s.123:  does this bolster the diligence requirement?
  - as far as Robertson J.A. in Soper is concerned, the CBCA has not changed the common law.
Soper
  - where positive duty arises for outside directors ~ see para 53, p.295:


“In my view, the positive duty to act arises where a director obtains information, or becomes aware of facts, which might lead one to conclude that there is, or could reasonably be, a potential problem with remittances.  Put differently, it is indeed incumbent upon an outside director to take positive steps if he or she knew, or ought to have known, that the corporation could be experiencing a remittance problem.  The typical situation in which a director is, or ought to have been, apprised of the possibility of such a problem is where the company is having financial difficulties.”
  - compare to situation of inside directors (harder to argue subjective element)


- test becomes more objective for inside directors ~ see para 44, p.293:  “In short, inside directors will face a significant hurdle when arguing that the subjective element of the standard of care should predominate over its objective element.”

Business Judgment Rule
Kamin v. American Express Company
- directors declare a special dividend, which would give shares to shareholders

- shareholder now asks that court set aside these dividends; would have been better to sell shares on market & sustain a loss

- court dismisses the case; directors not liable for exercising their business judgment in good faith with a view to the best interests of the corporation.
Van Gorkom (the TransUnion case)

- Van Gorkom wants to execute a merger

- basically picks a number out of the air ~ $55 per share

- gives a short proposal/presentation to the Board

  - doesn’t explain how he arrived at the price

  - CFO agrees that this is a good price

- after some discussion, they approved the merger

- shareholders now sue.  Alleging that directors did not adequately inform themselves before making this decision.

  - no allegations of bad faith, conflict of interest or fraud.

- court doesn’t look at outcome or result only, but focuses on the process.  What should they have reasonably done to be diligent?

  - if they had bothered asking how share price was arrived at, they would have rejected the proposal

  - directors were also uninformed as to the intrinsic value of the shares (their market price was not a good standard to measure against)

  - also looked at time factor ~ how could they come to such an important decision in two hours?

Qu:  would outcome have been the same if $55 had been a good price for shareholders?

- rationale behind the rule:  directors need to take risks ~ courts shouldn’t second-guess them
  - directors are the experts; courts don’t share that expertise
- then read the dissent ~ these were highly qualified professional businessmen.  If anyone knew the right questions to ask, it was these guys!  How can we be holding them liable?
- what do shareholders want?  Already threw-out most of the directors.  Now they want this agreement undone.  Probably think they can get a better deal.
CW v. WIC ~ the Canadian context

- see quote from KeepRite case on p.318:

 “the court ought not to usurp the function of the board of directors in managing the company, nor should it eliminate or supplant the legitimate exercise of control by the majority…business decisions, honestly made, should not be subjected to microscopic examination.  There should be no interference simply because a decision is unpopular with the minority.”

- needs to be reasonable & informed reliance on advice of others (see p.319):


“The directors’ actions are not to be judged against the perfect vision of hindsight, and should be measured against the facts as they existed at the time the impugned decision was made.  In addition, the court should be reluctant to substitute its own opinion for that of the directors where the business decision was made in reasonable and informed reliance on the advice of financial and legal advisors appropriately retained and consulted in the circumstances.”

Peoples v. Wise
- Wise is a growing company; acquires Peoples from Marks & Spencer plc.

- Peoples, after the transfer, has no computer system

- Begin operating two different computer systems.  This makes for a lot of confusion & duplication.

- come-up with the Domestic Procurement Policy

- leads to a huge inter-company debt, owed by Wise to Peoples.  Led to bankruptcy.

- plaintiff’s argument:  directors were more concerned about Wise; did not look out for Peoples’ interest.
- no concern over ‘outside’ directors; they are all ‘inside’ directors (same Wise brothers who are also directors of Wise)

- never bothered to get board’s approval; never formally approved

- this new policy was set-up to suck Peoples dry.  Just look at the way they treat their creditors! (para 83, p.326)

- court’s findings against them:  breached their duty of care (see para 63, p.323)

  - failed to consider bad creditworthiness of Wise

  - didn’t consult any advisors

  - didn’t monitor burgeoning interco.
- then court looked at directors’ duty to subsidiary in the context of a corporate group, as well as duty to consider creditors’ interest.
- court said the Domestic Procurement Policy was not in itself bad, but Wise should have monitored the mounting interco, and paid it in a timely manner.  Should have been secured, had some way to make Wise pay.

- conclusion:  para 80, p.325
- set-up American & English law on the subject

  - Americans require you to go out & get advice to become more informed


- need an informed basis; this is how it is different from common law & City Equitable

- if you do not inform yourself, you have not been diligent & will be found liable for negligence


- see quotes from Hanson case on p.328.

- feels that statute has changed common law to be more in-line with the American approach
The Cumulative Effect of ss.122(1)(b) & 122(3)

1.  Minimum standard of competency (‘a reasonably prudent person’)
  - need to inform yourself, albeit rudimentarily, about the business
2.  Subjective element
  - ‘in comparable circumstances’
3.  Will not second-guess good faith business judgments, but they must be reasonable
  - this gets at the process of corporate decision-making

  - goes to ‘diligence’ ~ need to be informed & conscientious
Corporate Securities
- securities are sold by companies to raise capital

- may be trying to finance assets such as buildings, land, cash-flow,

Two Types:

  1.  Debt financing

- someone is lending money to corporation for interest, plus probably set dates for partial repayment.


ex.
trade credit



bank loans



  - short term



  - long term (secured against assets (mortgage) or a line of credit secured against 

    payables)



commercial paper (like a short term bank loan, but from private persons)



bonds & debentures

  2.  Equity financing

- this is share capital

What is a Share?

- gives you a bundle of rights, but not a proprietary interest
  - votes (elect directors; vote on certain issues)

  - dividends
  - share of surplus property upon dissolution
- not time limited; seem to continue on indefinitely.  This is why they have certain rights under the CBCA.

- ‘common’ and ‘preferred’/‘preference’ are not terms of art
  - no legal meaning or definition.  Each company can assign different rights to different classes of shares.
How Do Shareholders Exercise their Rights?

- they vote at meetings.
Two Types of Meetings:

  1.  Annual meetings (s.133(a))

- must be held every 15 months


- business transacted:

  - election of directors (s.106(3))


  - appointment of auditors (s.162(1))


  - presentation of financial statements, auditor’s report (s.155(1))

  2.  Special meetings (s.133(b))

- may be called at any time


- may be requisitioned by shareholder (s.143(1))

Election & Removal of Directors
- shareholders are capitalists; the corporate vehicle was meant to bring them wealth.  This explains the powers they are granted by CBCA
  - see ss.106 & 109
- done by a simple majority
Unanimous Shareholder Resolutions ~ s.142(1)

- need not hold a meeting if all shareholders signed
- Taylor says, once last shareholder signs it becomes effective as of date of the first person signing.

Unanimous Shareholder Agreements
- prior to CBCA, once directors were elected they basically had free rein & could ignore shareholders
- CBCA changed this, through the use of unanimous shareholder agreements:
  • Part of the corporate constitution:

– Restrict management power, including s. 102


– Included in public documents, s. 20(1)(a)

– Enforceable against corporation and management, ss. 241 and 247
  • Requirements, s. 146(2):

– Otherwise lawful written agreement


– Among all shareholders


– Restricting, in whole or in part, powers of directors to manage business and affairs


  * this third point is key.
- shareholders assume duties of directors (see s.146(5))
Qu:  does this include fiduciary duty owed to corporation?  Probably, but hasn’t been decided yet.

- looking for a definition:  USA is now a term of art…look to s.146(2).  Pretty sketchy.
Leads us to Duha:

- issue in this case:  who had control of this corporation at the relevant time for income tax purposes?
  - needed to decide who had de jure control…needed to decide if the particular agreement constituted a USA.
- the test:  did it alter control over business & affairs of the corporation
- needed to decide this because, if upon the merger there was an actual change in control, the subsequent transaction was a disposition & subject to taxation.

- Minister of National Revenue trying to argue that this is a USA which altered control over corporation’s business & affairs

- court decided this was a valid USA (see p.369)

  - affected ability to issue shares.  This was a managerial power.

- however, de jure control was not lost (see para 83 on p.370)…only fettered them slightly.  Needs to do more!
- didn’t need to pay tax on this disposition

Effect of the USA
• To the extent that USA restricts the powers of directors to manage business and affairs of the corporation:

  – Shareholders acquire all rights, powers and duties of the directors

  – Directors relieved of duties and liabilities to the same extent
• Note amendments, Bill S-11

- shareholders take-on new obligations; directors are conversely relieved of those duties & rights
- remember:  it’s been amended!
Sportscope case

- initial shareholders draw-up USA…requires that 90% of shareholders must approve of any change in share ownership

- Shaw buys a huge debenture (debt financing) which in 90 days will convert to shares (equity)

- agree that old USA will be terminated; new Investment Agreement was never executed, though.

- CRTC does not approve; requires Shaw to get rid of its shares.

- now Levy wants to hold Shaw to the old USA (requiring Levy’s consent)

Issue #1:  was this a valid USA?  Yes.  See p.375.
Issue #2:  Was Shaw bound by the old USA?  No.
  - not in contract, because they never intended to be bound

  - not under statute, because Shaw was not a transferee (see OBCA, s.108(4)…just like s.146(4) of CBCA.)

What Constitutes a Valid USA?
- any restriction counts…may be in whole or in part.
- to the extent which they restrict the ability of directors, they constitute a valid USA.
  - otherwise, they are mere contractual terms.

- note the amendment here (p.378).  Allows transferee to rescind the transaction.

Unresolved Issues
1.  How are shareholders to carry on the business of the corporation?  What if the procedure is not laid out in the USA?
2.  How can a USA be undone?  May also be silent on this point.  When unanimity is lost, can directors step back into the fray?
3.  What effect does a USA have on the company’s officers (as opposed to directors)?  Issue of delegation.

4.  Are USAs enforceable as simple contracts between the people who have signed them?
Why Do We Have Shares?

1.  Risk of Loss ~ share of property upon dissolution

2.  Power of Control ~ votes

3.  Participation in Profits ~ dividends.
How Do Shares Come Into Being?
- decided by board of directors (s.25)

- shares cannot be validly issued until they are fully paid (s.25(3))

- this payment is added to corporation’s stated capital account; need to have a separate account for each class of shares.

  - see s.26(2)

- ‘limited authorised capital’ is a dead concept.  Rarely do we set limits on authorised capital.  It is a dead letter, just like the concept of ‘par value’.

McClurg v. Canada (1990, SCC)

- Northland Trucks set-up under SBCA
- two directors, four shareholders

- Share Structure:

  Class “A”:  common, participatory, voting

  Class “B”:  common, non-voting

  Class “C”:  preferred, non-voting

- all had the right to receive dividends exclusive of other classes (discretionary dividend clause)

- in 1978-’80, only Class “B” were awarded dividends

  - for the purpose of income-splitting (wives would pay less tax)

- reassessed in 1982:  $8000 for each year for each man under s.56(2) of Income Tax Act & principle of equality

  - dividends should have been allocated equally between all shares

  - Why?  Directors should not be allowed to declare dividends for one class instead of another.

  - relied on s.24(3) of SBCA:  sets out basic rights of common shares.  Three facets:


1.  Vote at shareholder meetings


2.  Get dividends.


3.  Right to property upon dissolution.
- these are known as ‘growth’ or ‘equity’ shares because their value increases over time (due to #3)
- contrast with preference shares, which don’t participate in the growth of the company.  Have a fixed value.
- if classes of shares were not validly set-up, s.24(3) would support presumption of equality ~ MNR would win.

- Remember:  right to receive dividends is not automatic.
  - dividends must be declared by directors first.  Then shareholders share them rateably.
- can the presumption of equality be rebutted?  Yes, by setting-up classes of shares.  Their rights, privileges, restrictions & conditions must be set out in the articles.
  - see s.24(4)

  - s.24(3) rights must exist somewhere, either only accruing to one class, or spread amongst the classes.
  - see quote from Palmer’s textbook on p.384.

  - what are classes of shares?  See p.384 & Welling’s definition.
- now all shares within that class get treated equally.
  - remember, too, rights attach to shares, not shareholders.

- don’t want it to depend on personal relationships


- would make valuation very difficult, even impossible
Common vs. Preferred Shares
- typically, common shares are growth or equity shares (have right to receive property upon winding-up)
- the rights of preferred shares are generally more specific
  ex. fixed rate of dividends; may have priority in receiving dividends.

  - generally the value is fixed; growth does not accrue to preference shares

- the terminology is not important.  These are not terms of art!  Doesn’t matter what you call them.
Discrimination within Classes
Qu:  is there a legitimate way to discriminate between shares within a class?
  - Yes.  You can create series.  This power needs to be delegated to the directors in the articles.
  - thus, classes are set-up in articles.  Series are determined by directors, so long as they have that power granted to them by the articles.

  - governed by s.27 of CBCA.
Back to McClurg…

- MNR’s position:

  - basically felt that there was only one class of shares & that presumption of equality had not been rebutted.

- see top of p.385 for summary of McClurg’s arguments.  The court agrees with him.

- to the extent that you do not distinguish between the classes, principle of equality still governs.
- if discretionary dividend clause was invalid, it would be as though articles were silent on the issue of dividends & principle of equality would apply.

- how do you know if presumption has been rebutted?  Must look to the facts.

Five Ways to Differentiate Between Shares:
1.  Votes

2.  Dividends

3.  Participation (share of property upon dissolution)

4.  Restriction on transfer of shares

5.  Conversion rates (including redemption and retraction)
Voting Rights
- where are voting right set out?
  1.  Articles
  2.  CBCA (s.140(1)) ~ statutory default


- all shares are equal

- each share has one vote

- all shares have one vote on fundamental changes (regardless of whether share is voting or non-voting)


* See s.176(1) *


  - includes anything that might prejudice the shareholder’s position

Two Important Cases:

A.  Jacobsen v. United Canso Oil (1980, ABQB)

  - capped number of votes (even though you may hold more shares)
  - this provision was invalid due to presumption of equality (had not created classes)
B.  Bowater v. R.L. Crain (1987, Ont. CA)

  - step-down provision (original owner has 10 votes; after transfer shares only had one vote)
  - this provision was invalid (rights attach to shares and not the shareholders)
  - if you want to differentiate, CREATE DIFFERENT CLASSES!
Dividend Rights
- dividends belong to the corporation, not necessarily the shareholders
- directors have the power to declare dividends; once it does, shareholders may have a right to them.
  - without a USA (and maybe even with one) shareholders have no right to demand dividends
- First, directors must keep in mind their fiduciary obligation to the corporation (must be in the best interests of the corporation to declare dividends)
- Second, there are solvency provisions (s.42).  Cannot issue dividends to make the company insolvent.
- Third, sometimes special dividend priorities exist (classes & series within classes)

International Power v. McMaster
- preferred shareholders had a cumulative 7% dividend right

  - cumulative means that even if it’s not paid one year, it carries forward (can be called to pay up once company dissolves)

- Preferred shareholders’ two arguments:

  1.  Should be able to share equally in surplus assets of company upon winding-up

  2.  7% not finite.  Anything beyond that should be shared equally.

- Common shareholders argued:

  1.  Preferred shares’ rights should be read restrictively.  Their rights are limited to what’s on the paper.  No more, no less.

- what case did majority rely on?  Will case (p.399)

- were preference shareholders entitled to share equally in surplus assets?

  - Yes.  Not subject to limiting language in articles, therefore presumption of equality was still operating.

Think back to McClurg:  was the discretionary dividend clause valid?

- Dickson said yes.  See p.385.

- LaForest, in dissent, doesn’t agree.

  - if he is right, then articles are invalid in this regard & we revert to statutory default & presumption of equality

  - would result in dividends being shared equally

- LaForest has the best point on ‘compensatory’ nature of dividends ~ not tied to shareholders’ actions.  Dickson was wrong in relying on it.

  - it is only a distribution of profit; a ‘corporate gift’.
Shareholder Remedies & Minority Protection
Two Purposes:
  1.  Ensure that interests of shareholders are protected

  2.  Ensure that shareholders can exercise their rights under statute, common law & corporate constitution.
Three Possibilities:
  1.  A regular civil suit:  brought personally.

  2.  Derivative action:  brought by a complainant (usually a shareholder) on behalf of the company.

  3.  Oppression remedy.
Naneff v. Con-Crete Holdings
- concerns a small, closely-held company

- family disputed morphed into a corporate law dispute

- problem:  didn’t separate Alex’s roles ~ one as family member, one as shareholder in a successful corporation.

- father executes estate freeze:  two sons get shares in growth/equity.

  - father retains shares for a measure of control

- then, in a later corporate reorganisation, Con-Crete was created as a holding company for the shares of all the subsidiaries.

- Alex begins dating an employee of their company

- parents take steps to freeze Alex out of the company

- remember:  Alex’s ability to do his job remained unhampered.

- parents still trying to get him to break off relationship with Wendy

- things seem to be improving, until he & Wendy reconcile on Christmas Eve, 1990.

- he was fired; removed as an officer of the company.  Effectively excluded him from management of any Naneff corporation…no longer participating.

- money was almost totally cut-off.  Also, company refused to pay back his shareholder loan.  Not repayable at will, while he was a shareholder.

- also, issue a T4 for income; bonus goes to dad instead  of sons

- company offers to buy his shares.  He refused.  All funding dries-up.

- Alex wants shareholder loan repaid & bonus reversed.

- Meanwhile, another directors’ meeting was held & they changed the articles & Nick’s share rights.  Deprived Alex of any hope of control.

- s.248(2) oppression remedy (same as s.241(2) of CBCA) was sought

Possible Remedies
ex. Wrongful dismissal:  source ~ common law

ex. Statutory rights:  see VanDuzer, pp.448-452(?)

ex. Corporate Constitution:  see p.109…breach of directors’ fiduciary duty to the corporation (not owed to the shareholder directly!)
  - this point addressed in Hercules (where one shareholder cannot bring a derivative action on behalf of the corporation).

  - need to be able to identify a distinct personal/individual action/claim.
  - see paras 61-63 of that decision:


“…shareholders cannot raise individual claims in respect of wrongs done to the corporation.  Indeed, this is the limit of the rule in Foss v. Harbottle.  Where, however, a separate and distinct claim (say, in tort) can be raised with respect to a wrong done to a shareholder qua individual, a personal action may well lie, assuming that all the requisite elements of a cause of action can be made out.”

- most wrongful conduct by directors/officers is due to breach of their fiduciary duty to the corporation, not against shareholders qua individuals.

Qu:  is the wrong to the shareholder incidental to the wrong done to the corporation?  If it would stand alone, it is a valid personal action.  But the court is more likely to look on the wrong done to the corporation as primary.
Derivative Actions ~ s.239

- leave required, s.239(1)

- who may bring an action?  A complainant (defined in s.238)
  - more than just shareholders

  - however, no cases aside from shareholders bringing actions exist.

- reason why shareholders need to bring action:  normally those in control of the corporation are the ones in breach of their duty.  They would never sue themselves!

Rule in Foss v. Harbottle
p.416:  “The rule in Foss v. Harbottle provides that individual shareholders have no cause of action in law for any wrongs done to the corporation and that if an action is to be brought in respect of such losses, it must be brought either by the corporation itself (through management) or by way of a derivative action.”

- why could shareholders not sue?  They had the option to ratify.  Concerned more about majority control than minority protection.

- remember Northwest:  directors allowed to vote their shares however they want.

  - minority shareholders could:  sell; try to persuade majority; try to persuade board to sue themselves.  Highly unlikely!

- judges began to riddle this rule with exceptions.
Rule in Foss v. Harbottle Replaced by CBCA’s Derivative Action Provisions
- so, this is a very ‘statutory’ area

- procedure to determine standing regulated by s.239(2)
  - need to give notice (write a letter)


- needs to be sufficiently detailed (a factual question)

  - need to show they wouldn’t have done anything about it 


- usually shown by passage of time
  - complainant must be acting in good faith (no ulterior motive)
  - must appear to be in the best interests of the corporation
  - need to make-out a prima facie case
- Courts will look upon these actions favourably, since dismissing them at this stage makes them seem to be without merit, without having heard all the evidence

  - want this to be a low threshold
Back to Naneff scenario:  Alex could not bring a derivative action, because it is not based on damage to the interests of the corporation, but on his own interests.
- Alex wouldn’t want to bring a derivative action anyway, because it wouldn’t get the remedies he sought.

Levy-Russell
- involuntary creditor trying to get standing as a complainant to bring oppression remedy
- look to First Edmonton case for guidelines (p.461):

  “In deciding what is unfair, the history and nature of the corporation, the essential nature of the relationship between the corporation and the creditor, the type of rights affected, and general commercial practice should all be material…the test of unfair prejudice or unfair disregard should encompass the following considerations:  the protection of the underlying expectation of a creditor in its arrangement with the corporation, the extent to which the acts complained of were unforeseeable or the creditor could reasonably have protected itself from such acts, and the detriment to the interests of the creditor.”
- primary concern:  nature or type of right
  - don’t want it to be too remote
- reasonable expectations of shareholders arise from initial dealings ~ contractual relationship.
- Levy-Russell is an involuntary creditor.  Not a contractual relationship.
  - not clear where ‘reasonable expectations’ come from (p.462):


“it would be a reasonable expectation of the plaintiff who subsequently became a judgment creditor that the defendant would not engage in conduct during and after the trial that would reasonably be expected to hinder even partial satisfaction of the judgment if the action were successful.”
  - their position is analogous to that of a minority shareholder.

- little, if any, control over corporation…can’t do anything to protect their interest
Compare with Sidaplex v. Elta:  involved a voluntary creditor
The Oppression Remedy
Substance of the Oppression Remedy ~ s.241(2)

- need to prove:
(a)  oppression





(b)  unfair prejudice OR




 
(c)  unfair disregard

  - not limited to oppression.

- emphasis is on the result.  That’s why proof of bad faith isn’t required.
  - directors will always argue that they acted in good faith.  Of course, they have to say they acted in the best interests of the corporation (or else they breached their fiduciary duty)

Types of Oppression
From s.241:

– Act or omission of the corporation

– Conduct of business or affairs

– Exercise of directors’ power
The Key ~ Reasonable Expectations
- Naneff tells us that reasonable expectations are not an individual shareholder’s wish list
  - need to look at contract provisions
  - look to the corporate relationship (don’t get distracted by familial relations).

  - Reasonable expectations in Naneff:  Alex & Boris would have complete ownership of the company when Nick died.


- there was no evidence that his conduct was detrimental to the best interests of the corporation

- seems to be geared more towards closely-held companies (courts don’t seem to like small shareholders rocking the boat in large corporation).
Sahota v. Basra
- another family dispute

- probably lots of bad faith, but it is not mentioned in the text of the decision

- Sahota’s holding company:  Hudson Projects Limited.

- Basra’s holding company:  1122785 Ontario Ltd.

- both own 1118966 Ontario Ltd., which owns the property in issue.

- arguing general failure to act in best interests of the corporation
  - could have brought a derivative action on behalf of the corporation, under breach of fiduciary duty.
- how were Sahota’s reasonable expectations infringed?

  - what role does their family relationship play?  See para 27.

- how do breaches of fiduciary duty fit in?
  - can’t be addressed by oppression remedy, as that is focused on reasonable expectations of complainant…fiduciary duty is concerned with the best interests of the corporation.
  - need to cast oppression remedy in terms of ‘reasonable expectations’ of the parties to the relationship.
- see para 27 of Sahota:  reasonable expectations may change depending on who the parties are.

- it is fair to say that this isn’t really a good case for the oppression remedy.  These are all wrongs against the corporation.  What do they have to do with his reasonable expectations as a shareholder?
- Ask yourself:  what would be the reasonable expectations of directors?  officers?  shareholders?  creditors?

Scope of the Oppression Remedy ~ s.241(3)
- these are the available remedies
- not an exhaustive list.
- not a codification of the common law, but a major change from it

Acts of Oppression in Naneff
- see paras. 108 & 109 (p.436)

- all inconsistent with Alex’s reasonable expectation of control one day

- list of remedies in s.241(3) not exhaustive, but very broad.
  - winding-up the company is the last resort
- three options put forward by Alex’s counsel:

  1.  Reinstate Alex, but remove Nick’s control

  2.  Public auction.

  3.  Buy Alex out.

- Blair, at first instance, ordered a public auction of the company.  Didn’t want to have him bought out, because that would accomplish exactly what his oppressors wanted.

- seems somewhat naïve, considering Alex’s very limited resources.

- CA found that this remedy exceeded Alex’s expectations.
- are there any unifying principles we can derive from this case on the issue of applying the appropriate remedy?

Principle #1:  remedy should only fix the oppression, not exceed expectations (corrective, not punitive).  This would be unfair to other stakeholders.
  - punishment flows from strict liability offence under s.251
  - found that this met his expectation as a family member, not as a shareholder/officer/ director

Principle #2:  can only protect their interest as shareholder/officer/director (& creditor?).  Does not protect personal interests.
Principle #3:  must strike a balance between interests of those involved.  Can’t work unfair hardship on other stakeholders.
- CA decides that his shareholder loan should be repaid & then have his shares bought at a fair price

- What about removal of twilight voting provisions?

  - amendment to articles; possible under CBCA, s.241 ~ not changed by CA.

- What about Lansing Ave. property?

  - not appealed…but CA approved of Div. Ct.’s ruling in varying Blair’s decision.

  - how is a house part of his reasonable expectations as a shareholder/officer/director?  Well, the company paid for everything.  He could have expected them to buy him a house.


- part of the overall compensation scheme OR just a Christmas present from father to son?


- looked at like a corporate asset

- What about damages for wrongful dismissal?

  - see p.439:  part of an overall pattern of oppression

  - rights as employee closely connected with his rights as shareholder, officer & director.

- Bonus to Nick?

  - reversed by Blair.  Apportioned 50/50 to Alex & Boris’ shareholder loan accounts, in keeping with past practice.

  - CA said that was fine; along with repayment of his loan.

Can Oppression Remedy be Executed Against a Director Personally?
- see s.241(2)(c)

- two good cases:  Sidaplex & Budd v. Gentra
Sidaplex v. Elta
- Elta is a small corporation:  Mr. Lin was sole shareholder, officer & director.
- director derives personal benefit from letter lapsing (relieved of his personal guarantee)

- director was the source of oppressive conduct
- issue of creditor having standing was overlooked
- also (2nd unresolved issue):  what about Salomon?  How did director come to be liable?  Never addressed.

Budd v. Gentra
- shares devalued by oppressive conduct (alleging mismanagement of Royal Trustco:  inadequate disclosure of financial information)

- didn’t want to bring this as a derivative action (on the basis of fiduciary duty), as benefit would accrue to the company, not its former shareholders
- problem with pleadings:  lack of specifics (in re: oppressive acts of directors)

- directors trying to say Peoples criteria must be met (create a separate, personal duty of care)
- CA doesn’t buy it…don’t want s.241 to be constrained by the Peoples criteria
  - there are two different types of claims (see p.494, paras 33 & 35)

  - even though it is corporate conduct, directors may still be personally liable
  - not automatic (need to look at circumstances & the appropriateness of the remedy).  See para 43 on p.496.
- problem:  never alleged any specific acts of oppression done by the actual directors.

Criteria: (p.497)

  1.  Is director implicated/involved in this corporate conduct?

  2.  Should they be held personally liable (is it the appropriate remedy in the circumstances)?
- mere membership on the board when these acts took place was not enough…need to show their specific, personal involvement.
- underlying concern:  don’t want to abuse this remedy!
  - isn’t this just piercing the corporate veil?  Maybe a principled way of getting the same result.

A Concept Tree
The Oppression Remedy
1.  Standing

  A.  as of right ~ s.238(a), (b), (c)

  B.  discretionary ~ s.238(d)


- factors in Levy-Russell

- context of the relationship


  ex. involuntary (Levy-Russell) vs. voluntary creditors (Sidaplex)

2.  Substance

  A.  Bad faith is not required (but see Sahota v. Basra)

  B.  Reasonable expectations are key


- generally, see Naneff

- Sahota v. Basra is also helpful

  C.  Compare & contrast with derivative action


- substance


- procedural advantages (need to seek leave of the court)

3.  Remedy

  A. Broad scope


- list of remedies not exhaustive

  B.  Principles (set-out in Naneff)


i.  Rectify oppression, but no more


ii.  Doesn’t protect personal interests


iii.  Must strike a balance between stakeholders’ interests

  C.  Liquidation/dissolution are the last resort

  D.  Orders against directors personally.

substantive


standard











_1069696876.bin

_1069700142.bin

_1069703127.bin

_1069696871.bin

