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(This is not your typical outline.  In addition to case briefs, it contains excerpts of cases, articles, and postings on the BusOrg forum.  If you’re looking for something concise, this isn’t it.)

Corporate Personality and Limited Liability

Salomon v. Salomon and Co Ltd. [1897]  A.C.22 (H.L.) Salomon was a leather merchant and boot manufacturer.  He registered his company in the names of his family members and himself, satisfying the sole requirement of setting up a corporation – that there be seven signatories to the “memorandum of association.”  He held more than 20,000 shares.  The six family members held one share each.  He issued himself a secured debenture worth L10,000.  In addition, the business had several unsecured creditors.  When Salomon went bankrupt, he wanted first dibs on the assets, with his secured debenture.  The unsecured creditors would left to divvy up the rest. 

Issue:  was the corporation a separate legal entity from its creator and de facto sole owner.

Held:  a corporation is a separate legal entity, with all the rights and privileges of a natural person.

Ratio:  

· a corporation’s legal personality is separate from all others – including its shareholders.

· There is no requirement that S/H must hold their shares beneficially, and therefore no objection to the de facto one-person corporation.

This has been codified:

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

Lee v. Lee’s Air Farming Ltd [1961] A.C. 12 (Privy Council)  Lee formed an aerial spraying company, was the controlling shareholder in it (holding all but one of the shares), its governing director “for life”, and was employed as its chief pilot.  A statute required that the company insure itself (worker’s comp) in case of accident to him.  He was killed while flying for the company.

Issue:  Can a governing director of a company also be a servant of the company, i.e. a worker in the sense of the Workers’ Compensation Act? Is a company the agent of its owner, rather than a separate legal entity, when its creator is also the only shareholder, the only governing director?

Held:  The company and the deceased were separate legal entities.

· One person can be director, shareholder and employee of the same company simultaneously. (this would not be possible with a partnership.

Macaura v. Northern Assurance Co. Ltd., (1925 H.L.) M owned some timber, which he transferred to a company that he created and of which he was sole shareholder.  Fire destroyed the timber.  M had insurance on the timber as an owner, but he was no longer an owner.  He had became a creditor.  The company itself had not insured the timber, the company was the owner of the timber. M’s insurance policy was found to be invalid, in that he held it against assets he had no claim against. 

Ratio : An insurable interest requires either a legal or equitable interest in the goods. 

· A shareholder has no insurable claim on the assets of the company.

Comments : A share is a bundle of rights against a corporation.  Although a share is personal property, the claim that it represents in the corporation is NOT a property right in the corporation’s assets.  He could only insure either as a creditor or a SH in the company, NOT as owner.  However, the company could insure as owners.  In this case there was moral certainty that M would suffer loss if the timber destroyed.  This moral certainty becomes dissipated with increased assets and increased SH.  

Distinction from Salomon – M was an unsecured creditor.

Kosmopoulis et al v. Constitution Insurance Co of Canada et al [1987] SCC: Kosmopoulis and his wife opened a leather goods store in Toronto – Spring Leather Goods.  He set his business up as a corporation, to protect his personal assets.  He was the sole shareholder and director.  However, his lease was in his own name.  His insurance policy was insured to Andreas Kosmopoulos O/A Spring leather goods.  

Issue:  Can a sole shareholder take an interest in the property of the company for insurance purposes, when he has no legal or equitable interest in the property otherwise (being simply entitled to a share in the profits and a distribution of the surplus assets when the co. is wound up?)

Held:  A sole shareholder may lay a claim for insurance purposes on the assets of a corporation. Kosmopoulis was allowed to claim the insurance benefits.
Ratio: 

· if the corporation’s loss of property would be essentially the shareholder’s loss of property, i.e. they are one and the same, then the shareholder may insure the property.

Reasoning:  The Ont. CA rejected the precedent in Macaura, which held that one of the three shareholders involved did not have an insurable interest in corporate property, unless he held a lien or charge on the insured property.  It distinguished Kosmopoulos by noting that it had one, sole shareholder.  Wilson J for the SCC accepted this and went further, quoting Laurence J. in Lucena and saying “if an insured can demonstrate [ ] some relation or concern by the happening of the perils insured against may be so affected as to produce a damage, detriment, or prejudice to the person insuring, that insured should be held to have a sufficient interest.”   “ Mr. K, as sole shareholder of the co., was so placed with respect to the assets of the business as to have benefit from their existence and prejudice from their destruction.  …He had, therefore, an insurable interest in them capable of supporting the insurance policy….”  This application of the Lucena ratio would seem to open the door to multiple shareholders being able to claim for insurance purposes.  In dissent, McIntyre J. would also have allowed Kosmopoulis’s claim to insurance benefits, but he would have done so on the basis of the reasoning in the Ont. CA decision, which was narrower, and applied only to sole shareholders. 

Corporate Contracts

Duha Printers (Western) Ltd v. Canada [1998] SCC: 

Corporate Liability in Tort

The Rhone v. The Peter A.B. Widener [1993] SCC:  A barge, The Widener, was  being towed by four tugboats when it went off course.  The lead tugboat had set a pace that was too fast for the turn that had to be negotiated.  The barge crashed into The Rhone, and damaged it.  The owners of the Rhone wanted the owners of the Widener to be liable for all damages, but the Canada Shipping Act limits vicarious liability of the owners of ships involved in accidents caused by its employees.  The only way the Widener could get full damages from the offending company was if the person responsible was not considered an employee of the shipping company, but the “directing mind” of the company.  In this way, the company itself could be seen to be acting “with fault or privity”, and therefore fall outside the protections of the CSA.

Issue:  Is a ship’s captain acting as the “directing mind” of the ship, when making operational decisions about the voyage, thereby invoking the “identification doctrine”.?

Held:  A ship’s captain is an employee, not the directing mind of the corporation.  The “identification doctrine” does not apply.

Ratio:  Operating with a high degree of autonomy does not automatically confer “directing mind” status to the employee.  Carrying out operational matters within established policy does not invoke the “identification doctrine.”
Analysis:  It is a finding of fact to determine exactly who was making what decisions.  The question of law is whether the persons in question invoke the “identification doctrine”.  Haldane:  “It is not enough that the fault should be the fault of a servant in order to exonerate the owner, the fault must also be one which is not the fault of the owner, or a fault to which the owner is privy….”   The amount of discretion accorded an employee is significant.  He/she must not simply be carrying out policy, but must be responsible for development or design of that policy as well.  Making decisions about operational requirements, even decisions that carry a lot of weight, does not making one a directing mind, if those decisions are made within the confines of existing policy.

Corporate Criminal Liability

R. v. Canadian Dredge and Dock Co [1985] SCC
Facts:  Three companies were accused of fraud for rigging bids.  The employees involved would benefit personally, and so would their companies.

Issue:  When are companies criminally responsible for the actions of their employees?

Held:   “Identification doctrine” operates when an employee acts as the “directing mind” of a corporation.  Three conditions must be met: 

1) the employee must be operating within his/her assigned field of operation, 

2) the employees actions must be not totally in fraud of the corporation (i.e. committing fraud  but still conducting regular duties) 

3) the corp must benefit, at least partly. 

Advising employees not to engage in fraud is not a defence, although taking substantial and concerted efforts to detect and deter fraud may be.  This is not ruled out.

Reasoning:  The corporation has become the principle vehicle of commerce in the community.  To fail to find it liable for criminal acts would limit the administration of justice.  However, when employees turn on their employer, and act against its interests or completely separate from them, the corporation is no longer responsible for their acts.  

Chisick says it would be unlikely that the individual responsible for the criminal act would be found innocent, while the corporation was found guilty, despite the fact that legally they are two separate entities.  From a policy standpoint, the courts would not want to allow individuals to escape liability by hiding behind the identity of a corporation.

Caveat:  Estey spoke of executing a scheme to deprive the corporation of any and all benefit, where the “entire energies” of the directing mind are directed “to the destruction of the undertaking of the corporation.”  Chisick says this is overstating the case, but nevertheless it’s there.  This quote could be used to argue against a finding of liability, even if the above criteria appear to have been met.

In General:  The tension that exists between individual responsibility and corporate responsibility plays out in three ways:  

· Are we dealing with an employee, director or shareholder?

· Is he/she a directing mind?

· Is it a corporate tort or a personal tort?

R. v. Church of Scientology et al. [1997] 33 O.R. (3d) (CA)

Facts:  The “Guardian’s office” of the Church of Scientology in Toronto carried out an intelligence-gathering operation that involved getting its agents to take jobs in the civil service and elsewhere, to obtain documents and information that was being held by these offices.  This operation resulted in charges of theft and breach of trust.  The Guardian’s office ,on paper, was a separate entity from the Church of Scientology of Toronto (Inc.) -- a non profit corporation.  However, the Guardian’s office controlled the non profit corp, and it was supported financially by it.  The non-profit group’s board of directors were essentially figureheads who took orders from the Guardian’s office.

Issue:  1)  Were the members of the Guardian’s office who carried out the intelligence-gathering operation the directing minds of the non-profit group, thereby invoking the “identification doctrine”, or should the doctrine be limited to the board of directors, and those delegated by it to exercise its authority (as per Rhone)?


 2)  Should the identification doctrine apply to a non-profit group?

Held:  1)  The Guardian’s office acted as the controlling mind of the church, even though officially it was a separate entity.

2) Non profit groups are captured by the doctrine.

Ratio:  1) The controlling mind of an organization does not have to be explicitly connected to the board of directors --  either themselves or their delegates.  De facto control is sufficient.


2) All incorporated groups are subject to criminal liability for the acts committed by the people who are their  “controlling minds”.

Reasoning:  1) There does not need to be strict adherence to the dicta in Rhone, which was premised on a corporate structure in which ultimate authority lies with the board of directors.  In Rhone, that authority had to be held expressly or impliedly by the people who did the illegal acts, for the corporation itself to be liable.   In this case, the fact that the board of directors were mere figureheads means the dicta in Rhone and Canadian Dredge must be adapted, so that the underlying principles are still given effect.  (“To do otherwise would mean that this corporation had no directing mind.  This is simply not a sensible or pragmatic position.”) In this case, the court looked to who held de facto control. 

2) Since corporations occupy such a central role in our society, not just in our economy, it would be unacceptable to have any of them, including non profit corps, operating outside the criminal law.

(Possible exam question:  consider a scenario such as the one above, where the people holding de fact control are outside of the “official” organization, but their implicit authority is then delegated to others.  You would have to draw on this precedent to establish the possibility of liability outside of the strict hierarchy of the corporation.  But then you would have to look to Cdn Dredge and Rhone to determine whether or not the delegation was sufficient to include policy matters, and thereby invoke the identification doctrine.)

Kosmopoulis et al

There is a real blurring of the lines here between personal and business.  Kosmopoulis decides to take out insurance on a store, and does so as Kosmopoulis O/A Spring Leather Goods.  A fire occurs, and the insurance company refuses to pay.  It says K O/A does not have an insurable interest in the business.  In fact, they argue there is no contract of insurance – without an insurable interest there is no contract.  

What is an insurable interest?  You have to be able to derive a benefit or suffer a harm from the change of the nature of an item.  

In Lucena v. Craufurd et al the court (Lawrence J.) said there had to be a “moral certainty” that an individual had advantage or prejudice in an item regarding the insurable interest.  In other words, it would allow a person to have an insurable interest in corporate property, without it being the person’s property.  In Kosmopoulis, Zuber JA says regarding the separate legal entity principle:  “The law on when a court may disregard this principle by “lifting the corporate veil” and regarding the company as a mere “agent” or “puppet” of its controlling shareholder or parent corporation follows no consistent principle.  The best that can be said is that the “separate entities” principle is not enforced when it would yield a result “too flagrantly opposed to justice, convenience or the interests of the Revenue:” LCB Gower, Modern Company Law.”  

The court would like to help Kosmopoulis, but it has a problem – The Macaura principle, which states neither a shareholder nor a creditor may derive an insurable interest in a property.  

Macaura

Macaura was a shareholder and creditor in a timber corporation.  He had insurance, but when the timber went up in flames, the court said Macaura had no insurable interest.  The problem hinged on the fact that there was more than one shareholder.  

Why is that a problem?  Why are they so reluctant to do this? Court said there are three shareholders and a bunch of asserts, how do we know whose assets are whose?

*** The court’s concern was that if they allowed each shareholder to have an insurance claim on the company, you would have “x” number of claims against the same assets, since you can’t determine who owns what. ***

The problem is then that a shareholder interest cannot be identified.  If a shreholder with 25% of the shares takes out insurance on 25% of the company, and a fire destroys 25% of the company’s assets, how do you know it was that shareholder’s 25%?

In Kosmopoulis, how did the court deal with Macaura? The Ont. Court of Appeal read it down, and said the principle only deals with multiple shareholder companies.  Single shareholder companies can be subject to insurable interests by their owner.

Does that make sense?  The question is, Why does the court have the right to look behind the corporate veil.  Is this good policy?  Should the number of shareholders be relevant?  The corporation is an individual person – What would happen if in each tort case we looked at an individual person’s background?  Can we lift the veil of an individual person?

Ultimately, the SCC struck down Macaura.  Now we have gone back to Lucena.  You simply have to show that you have a benefit or a prejudice in an item to get an insurable interest in it – “benefit from their existence and prejudice from their destruction.”

Possible exam questions:  

Kosmopoulis addresses the rights of a shareholder to an insurable interest in corporate property, but can it be applied to the rights of a creditor?  What if there are multiple creditors? Would make a difference if the person were a secured creditor?

A lender of money for the construction of a property will want to be able to insure the property against loss.  Macaura disallowed an analogous claim, but Kosmopoulis overturned that case, and would seem to allow this.  On the other hand, the Macaura claim involved someone who was both a shareholder and creditor.  To be solely a creditor was not dealt with directly in Macaura, and so the principle of creditors not being able to have an insured interest was not explicitly overturned by Kosmopoulis.  In adopting the more permissive precedent of Lucena, the court has restored the principle that anyone who derives benefit from a property and would suffer loss from the loss of property can take out insurance in that property.  The question thus becomes, does the creditor benefit from the continued integrity  of the property, and does it matter whether that benefit is a direct benefit, i.e. the property produces income that by contract goes directly to the creditor, or that the benefit is indirect, i.e. the company that owns the property won’t be able to generate the income necessary to pay the creditor without the continued existence of the property.  If the owner of the property, be it a person or corporation, has other means by which to discharge the debt to the creditor, perhaps the creditor’s interest in the property is weakened.  His/her real interest is in the viability of the company that owns the property, a company that may well own many other properties, and be able to withstand the loss of one piece.   Perhaps it would make a difference if the creditor were a secured creditor, and the security is the property.  In that way, it could be clearly demonstrated that the loss of the security is a loss to the creditor, who now has no way to guarantee payment of the loan.  The secured creditor thus meets the criteria for both deriving benefit from the property, and suffering prejudice from its loss, thereby meeting the minimum terms established by Lucena, and confirmed in Kosmopoulis.

(from Quicklaw article) 

	TITLE/TITRE:
	
	The Supreme Court in Flames:  Fire Insurance Decisions After Kosmopoulos
	


	AUTHOR/AUTEUR:
	Reuben A. Hasson
	


The courts will not allow a person to essentially gamble on getting a windfall, by buying insurance on property held by another.  One has to actually be in a position where one suffers damage from the loss of the property.  When wagering, one is not seeking to protect against economic loss (one of the requirements for a viable insurance claim in Kosmopoulis; the object is to make a windfall gain.)

Would an individual be able to insure public property, such as a road, damage to which would cause him or her loss?  (This was an 1888 case referred to in the article cited above.) How would you argue either way?


-- too far removed from the owner of the property.  Not like lifting the corporate veil, as in Kosmopoulis.  There is no relationship of ownership such as there was in Kosmopoulis.  There is not even the relationship of being a creditor, which causes one to suffer direct loss.  The damage to the road might be tens of thousand of dollars, whereas your business is worth a fraction of that.  To what extent are you entitled to insurance – the value of your lost business, or the value of the road, which you have insured?  If you were entitled to the value of the road you had insured, you might be getting a windfall from its loss.  On the other hand, an insurer will charge you premiums relevant to the potential claim.  With freedom of contract, if both sides know what they’re getting into, and you have paid the premiums appropriate for such a claim, why not allow it?  If it’s worth that much to the insuring person.  and the insurance company is willing to take on the risk, so be it.  That’s freedom of contract between individuals.  


-- if one is utterly dependant on public property for the viability of one’s business, in insuring that property, one is in effect insuring one’s own business.  Therefore, the best policy would simply be to have the insurance on one’s business cover losses caused by damage to property owned by others on which one is dependent.

The Limits of Limited Liability

C. Evans & Sons Ltd v. Spritebrand Ltd and Another [1985] 2 All E.R. 415 (C.A.) Evans wanted to sue a director of Spritebrand personally, because he had been involved in supervising the company’s actions which amounted to an infringement of a patent owned by Evans.  Evans said he was personally liable because he supervised decisions about which scaffolding components they should manufacture, and implemented these decisions.  The director said the Plaintiff had to prove that he knew the acts were tortious, or that the individual who carried out the tortious acts was acting as his personal agent, rather than an agent of the company.  

Issue:  Is the director personally liable for a tort of his/her employer?

Held:  He/she may be personally liable, but it is a matter of fact for the trial judge to determine, not a matter of law.
Ratio:  1) A manager must imply, or expressly direct, that certain tortious acts be done, in order for him/her to be held personally liable.  (This is a finding of fact, not law.)

 2) But for patent infringement, the manager does not need to know that the acts are tortious, since generally that is not a condition of liability for patent infringement, but “must be engaged in the deliberate, willful and knowing pursuit of a course of conduct that was likely to constitute and infringement, or reflected an indifference to the risk of it.” LeDain in Mentmore
Reasoning:  A director is not automatically to be identified personally with the company regarding a tort, as this would subject a director to onerous potential liabilities, and would therefore be a disincentive to the free flow of commerce.

ScotiaMcLeod Inc et al v. Peoples Jewellers Ltd et al (1995) Ont. C.A.:  Directors of People’s failed to mention pre-existing debts to other of their own companies (totaling 97 million) when obtaining a 17-million-dollar debenture, which eventually was financed by Scotia McLeod.  The directors verified on several occasions that all relevant information had been disclosed to SMcL.  S McL wanted to sue all of the directors personally.  The directors filed a motion to be struck from the suit.  The appeal court was deciding whether the suit should proceed with them or without them as defendants.

Issue:  Are directors personally liable for a tort of the corporation, if they are the directing mind, and act in a way that amounts to negligence or some other tort?  (In this case, the tort was negligent misrepresentation for failing to disclose information held by the directors to potential creditors of their corporation?)

Held:  They may be, depending on whether the facts disclose that they were personally negligent.  

Ratio:  To hold a director personally liable, there must be some negligent activity on the director’s part that takes him.her out of the role of directing mind of the corp,  “Absent allegations with fit in the categories above [fraud, deceit, dishonest or want of authority] officers or employees of limited companies are protected from personal liability unless it can be shown that their actions are themselves tortious or exhibit a separate identity or interest from that of the company so as to make the act or conduct complained of their own.”

Implications:  Directors are given a higher level of protection for their tortious acts (via this Ontario CA decision) than are front-line employees (via the SCC and Iacobucci in London Drugs)

Quote: Those cases in which the corporate veil has been pierced usually involve transactions where the use of the corporate structure was a sham from the outset or was an afterthought to a deal which had gone sour.

ADGA Systems International Ltd v. Valcom LTd et al [1999] Ont CA:  Valcom and ADGA were both competing for a Corrections contract.  The tendering process required the company to name its employees who were qualified to do the job, and their qualificiations.  ADGA had 45 staff people who were qualified.  Valcom had none.  Valcom contacted some of the 45 ADGA employees and asked if they would allow their names to be used on Valcom’s bid, and if they would come to work for Valcom if it got the contract.  They agreed.  Valcom was the successful bidder.
Issue:  Can individuals be sued for their actions as individuals, assuming those actions constitute a tort, and were genuinely directed to the best interests of their corporate employer?

Held/Ratio: Tortious actions of employees can give rise to personal liability, even if done for the benefit of the corporation.

Reasoning:  This case methodically develops the argument for and against liability, starting with Salomon, and could be the basis of an exam answer on employee liability, citing:

Salomon (separate legal entity)

Said v. Butt (senior manager (who threw out a patron, thereby breaking a supposed contract between the patron and the theatre company) not liable in tort for actions that break a contract, if acting within sphere of duty) (HL case, accepted in Canada)

Sullivan v. Desrosiers (hog farmer can’t hide behind corporate identity)

London Drugs (front-line employees (performing the essence of a contract between their employer and the plaintiff) personally liable for their negligence)


Truckers Garage Inc. V. Krell (caused breach of employment contract) (directing mind must benefit personally to be liable in tort)


Kepic v. Tecumseh Road Builders (acting in fraud for the benefit of the company not really a benefit to the company)


ScotiaMcLeod (employees can be liable, even if their tortious acts are conducted in the course of duty.)


Suggests that a further case may be a better basis on which to reduce the exposure to liability of individual employees.  The problem with this case was that that the acts were intentional, and the only relationship between the parties was competitive.  Using the argument of LaForest in dissent in London Drugs, one could make the case for reduced liability, where, perhaps, one of the parties was an “unintentional creditor”, e.g. a third party injured by the act of an employee, rather than a competitor, and where the tort was one of negligence, rather than a deliberate act.

London Drugs Ltd v. Kuehne & Nagle International Inc [1992] SCC

Facts:  London Drugs purchased a transformer, to be stored with Kuehne.  The contract included a limitation on liability of $40 for damage caused by the “warehousemen”, and LD declined to buy insurance for greater protection.  Dennis and Hank, employees of Kuehne, damaged the transformer, causing a loss of $34,000.  Ordinarily, companies are responsible for ensuring they meet the terms of their contracts, and are liable if they don’t (CBCA  S. ____).  But in this case, without the insurance, the plaintiff wanted the two workers to be liable.

Issue:  Are front-line employees who are negligent in carrying out their duties personally liable for their torts?  In other words, does the basic principal of agency law – that the principal is liable for the actions of the agent – shield an employee from personal liability?

Held:  They are liable, but on other grounds, they were considered to be included in the term “warehouseman” and therefore protected by the contract of limitation.

Ratio:  Employees owe a duty of care to the parties with whom their employers contract.  (However, the case was not decided on this basis, and Hank and Dennis didn’t have to pay up.)

Important dissent:  (LaForest)  (lurks in the background as potential law, and influenced ADGA Systems)  Liability will not normally attach, but may if one of the three conditions is met: 

· Gross incompetence

· Specific and reasonable reliance on the employee

· Tort committed independent of the company.

The implication is that liability will rarely if ever be reasonable, unless there is an express or implied undertaking.

Bruce Welling article:  “Individual Liability for Corporate Acts: The Defence of Hobson’s Choice”

Said v. Butt stands for the proposition that a “directing mind” is protected by the principles of equity, when she induces her company to break a contract, if her action is taken in the best interests of the company.  This is because she doesn’t really have freedom of choice about whether the contract should be honoured.  She has a fiduciary duty to the company that she must discharge, even if it means taking action that is normally sanctioned against by the courts.

Statutory obligations to the queen (i.e. criminal laws) supercede corporate obligations (CBCA).  They are not discretionary, and cannot be contracted out of.  

Equitable obligations (the fiduciary aspect of corporate obligations) supercede common-law obligations.

Liability of Shareholders

Sun Sudan Oil v. Methanex Corp (1993) Alta QB
 The plaintiff commenced an action against the defendant and its parent corporation for sums owing under a joint operating agreement.
      The plaintiff argued that there existed in the international petroleum industry a practice whereby a parent company is responsible for the debts of its subsidiary. The plaintiff cited its own practice whereby it used subsidiaries for its foreign operations to protect itself from liability to the host jurisdiction, rather than to limit its responsibility for the debts of its subsidiaries vis à vis other external joint ventures. Alternatively, the plaintiff argued that this was an appropriate case in which to pierce the corporate veil on the basis of an implied principal/agent relationship between the defendant and its parent. 

The Court found that there was no practice in the international petroleum industry for parent corporations to be responsible for the debts of their subsidiaries. Hunt J. held that the plaintiff failed to establish an industry practice so notorious that the parties could be bound by it. Sun further suggested that the relationship between a parent and a subsidiary might be determined by having regard to six factors: 

	
	(i)  Were profits treated as profits of the company?
(ii) Were persons conducting business appointed by the parent?
(iii) Was the parent the head and brain of the venture?
(iv) Did it govern the venture?
(v)  Did it make profits through its control and direction?
(vi) Was it in constant and effectual control?
	


      Notwithstanding that this case met the foregoing criteria, Hunt J. held that the defendant's parent used the defendant subsidiary for legitimate business reasons and that the sanctity of separate corporate entity could not be displaced in these circumstances. 

De Salaberry Realties Ltd v. M.N.R. (1974) Federal Court: The Bronfmans and Steinbergs owned a conglomerate of companies – one of which appeared to be set up for the sole purpose of enacting a single land transaction.  De Salaberry was a subsidiary of a subsidiary of the grandparent company.  DS did not act on its own.  It’s parent, the subsidiary, was the center of policy and decision-making.  DS was set up with $1,000, and yet managed to purchase two pieces of land with a total worth of $2 Million, and then sold the land.  The MNR wanted to tax the proceeds from the sale as income, rather than the capital gain that the company was claiming.

Issue:  Can the corporate veil be pierced, to find that a capital gain has been made for a parent corporation, when dealing with a thinly-capitalized company controlled entirely by the parent.

Held:  The veil was pierced to the extent that the proceeds were seen in the context of the parent company’s dealings, rather than looking at the company as a stand-along entity.
Ratio:  For purposes of national revenue, the courts are willing to view as an instrument of the parent company, and tax it accordingly, when three factors are present:

· The subsidiary is thinly-capitalized

· The center of policy and decision-making is the parent

· The company is set up for the purpose of minimizing taxes.

Analysis:  The company was recognized as a separate legal entity, with tax obligations of its own.  However, because of its obvious lack of viability as a stand-alone enterprise (“there is no room for any free will”), for purposes the courts viewed its activities in light of the activities of the parent company.  Thus, it was denied the advantages of being a separate legal entity – which is in effect a piercing of the corporate veil.

Quotes:  “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.”

Walkovsky v. Carlton (1966) N.Y.C.A.

Facts:  Carlton owned a fleet of taxicabs.  However, the cabs were registered in groups of two as subsidiary corporations.  This enabled Carlton to obtain the minimum level of liability insurance allowed by statute -- $10,000 per subsidiary.  When Walkovsky was injured, he argued that the subsidiaries were sham corporations. He noted the corporations were undercapitalized, and their assets were intermingled.  He said liability belonged with the owner, as holder of the cabs as a single entity, and that he should be liable for the amount properly accorded to a cab company of this size.

Issue:  Can a subsidiary set up for the purpose of avoiding liability in fault or negligence have its corporate veil pierced, in order to apportion liability to the parent/owner?

Held:  The Salomon principle was extended to tort creditors. (controversial decision)  The owner was not held liable, but this was on the basis of the pleadings, not the law.  

Ratio:  To pierce the corporate veil, and attach liability to the owner, it must be argued that the owner was conducting business in his individual capacity, “shuttling his personal funds in and out of the corporations ‘without regard to formality and to suit their immediate convenience’ ”.

Analysis:  This was a circumstance where piercing the corporate veil would mean making someone personally liable, as opposed to DeSalaberry, where another corporation would be held liable.  That may explain some of the court’s reluctance to find liability.

Important Dissent:  Keating J. argued that in Equity, it was an abuse of the “separate legal entity” status to allow these companies protection, because they suffered from flimsy organization, and were set up with the purpose of escaping personal liability.  Said in general, a valid corporate entity will have sufficient basis of financial responsibility to creditors.  Cited the case of a company that owned a public swimming pool where there was a drowning, but was unable to pay damages in negligence, and for which the owner was found personally liable.  Consider:

· Do the owners treat the assets of the corporation as their own?

· Do the owners add or withdraw capital from the corporation at will?

· Do they hold themselves out as being personally liable for the debts of the corporation?

· Do they provide inadequate capitalization?

· Do they actively participate in the conduct of corporate affairs?

(from Minton v. Cavaney – a California decision)

Also cited Anderson v. Abbott of the US Supreme Court:  “ a surrender of that principle of limited liability would be made “when the sacrifice is so essential to the end that some accepted public policy may be defended or upheld.”  Said the cases of fraud make up part of that exception.  Others include “an obvious inadequacy of capital, measured by the nature of magnitude of the corporate undertaking.”  “It has often been held that the interposition of a corporation will not be allowed to defeat a legislative policy, whether that was the aim or only the result of the arrangement.”  

The weakness of Keating’s argument is that in this case, the law allowed for a minimum amount of insurance, and did not stipulate that owners of a fleet would be expected to carry a large amount.  Therefore, it’s difficult to say the company was flouting the law.  Nowhere is it explicitly stated that a large fleet is required to have a higher level of insurance.

Keating’s ratio:  “a participating shareholder of a corporation vested with a public interest, organized with capital insufficient to meet liabilities which are certain to arise in the ordinary course of the corporation’s business, may be held personally responsible for such liabilities.” (
2 essential requirements for piercing the corp veil:  1) public interest vested in the corp, and 2) insufficient capital for liabilities certain to arise.

In applying this dissent, I would first apply the last two criteria, and then look to the factors listed in Minton for further clarification.

Clarkson Co. Ltd v. Zhelka (1967) Ont. H.C.:  The court refused to allow creditors of the dominant shareholder in a “one-man” company to impeach assets of the company in respect of personal debts of the defendant.

Ratio:  Limited liability of a corporation means a corporation is not liable for the personal debts of its owners.  (the veil cannot be pierced either way – corporation to owners, or owner to corporation.) 

Reasoning:  (Thompson J.)  “No doubt his creditors are disappointed at their inability to have access to his corporate assets and particularly where he himself is reaping some financial benefit thereform.  But that must of necessity be, so long as the legislature provides for and encourages the formation of private corporations.  Without such, of course, enterprise and business adventure would be stifled.  Limited lliabiltiy is one of the landmarks of incorporation.”

“The Limits of Limited Liability.”  William P. Friedman. The future of Corporations Law: Issues and Perspectives, 1999.  (article in casebook)

Difficult to determine a pattern to the exceptions to limited liability.  Suggests the following framework for finding exceptions:

1.  Is it Just and Equitable

a) single business or enterprise theory (as in DeSalaberry)

b) fraud or other improper conduct

c) wrongful purpose (Walkovsky)

d) alter ego, sham or cloak.

(the courts are cautious here, not wanting to reverse Salomon)

2. Principal and Agency Relationship

a) consensual agreement

b) undisclosed principal

3. Tort:

a) inducement to breach a contract, and

b) misrepresentation

Ordinarily, contracting parties have the opportunity to protect themselves against foreseeable events.  This is preferable to exempting parties from ltd liability concept on a case-by-case basis.

In Texas, under the Texax Business Corporations Act, contracting parties can pierce the corporate veil when the tort of “inducing breach of contract” is committed, but only if the owner caused the corporation to be used for the purpose of perpetrating an actual fraud, for the owner’s direct personal benefit.

It’s possible to use the “just and equitable” category to lift the corporate veil for other torts.  Suggests that perhaps there should be a blanket exemption from the victims of corporate torts, who would then be free to go after the owners, and justifies this on the basis that such victims are unable to choose the risk voluntarily.

Comments on “The Limits of Limited Liability”, H.J. Glasbeek, The Future of Corporation Law: Issues and Perspectives, 1999  (article in casebook)

Two reasons to pierce the corporate veil:  

1) “innocent outsiders, that is, people who deal with the corporation in good faith, should not be stuck with risks that are unpalatable in the circumstances,”  

2) courts seek to guard against outcomes which will give the corporation, as a vehicle through which to conduct business, a bad name.  (this could happen when a corporation is set up with the primary purpose of avoiding taxes, rather than limiting liability, as in DeSalaberry.)

Quotes Bill Friedman, who says the courts should only pierce the corporate veil when it is just and equitable to do so.  But, the only successful claims should be ones in which the person “did everything feasible to protect her or himself against the possibility that the corporation with which s/he dealt turns out to be an empty shell.”  This would mean a concerted effort at due diligence would be mandatory.  He would also remove the legal person shield when tortious actions are pursued against the people responsible for the torts.

Allowing a piercing of the corporate veil harks back to the early intentions of legislators in creating the concept of limited liability for corporate structures.  The original intention was to further the ability of large partnerships to conduct business, to enhance their efficiency to the benefit of society.  The same social benefit was not seen to be there for small partnerships, so they were to be held fully liable.  Salomon took one step towards extending this to small partnerships (in that seven shareholders were recognized a corporation), and ultimately it was extended to sole proprietorships.  Now, incorporation of small companies is done to do the following: split income, offset taxes, and avoid other incidents of law (like obligations to employees and other creditors).  He argues this does not have the social utility that the establishment and growth of large corporations has.   (my aside: in Canada, where small businesses are the primary vehicle of commerce, this may not be the case, if limited liability has the effect of giving individuals encouragement to create a business.)

“An Economic Analysis of Limited Liability in Corporation Law”, Paul Halpern, Michael Trebilcock, and Stuart Turnbull, 30 U.T.L.J. 177 (1980)  (article in casebook)

The Ontario Business Corporations Act specifically protects companies owners from liabilities involving the torts of the company.  

Premise: for large, publicly-traded companies, the hazards of an UNlimited liability scheme would create huge uncertainty in the valuation of securities.  This would impede investment.  Thus, the social utility of limited liability is obvious.


For closely-held companies (less than 50 shareholders), however, limited liability creates an incentive to exploit a moral hazard and transfer uncompensated business risks to creditors.  IF such companies had UNlimited liability, there would be greater efficiencies, in that there would be fewer unhappy surprises for creditors.   If owners wanted to limit their liability, this would have to be negotiated.

Exceptions to unlimited liability for public corporations could include the following:

Misrepresentation – the party responsible for the misrep would be personally liable for the corporate debts, but in addition, the directors of the corporation might be made personally liable (suibject to insurance) to strengthen incentives for close management supervision.

The Involuntary Creditor – e.g. Rockwell Developments, in which a thinly-capitalized company took legal action that had no merit against another company, forcing the other company to pay the legal costs, despite an order for costs.   This would reduce the amount of unwarranted risks that companies would take, that put other individuals or companies in financial peril.

The employee – directors and/or shareholders should perhaps be made personally liable to employees who make personal financial sacrifices, with the promise of future reward, when the board/owners knew or ought to have known that it would not be able to offer that future reward.  

The proposals advocated by the authors – in creating unlimited liability for small closely-held business, and limited liability for widely-held business with some exceptions – would “obviate the need for elaborate veil-piercing”.

Corporate Contracts

1) Authority to bind the corporation – the CBCA and the corporate constitution

AGENCY (essence of the agency relationship is authority.  3 types)
1) actual authority

Duha Printers (Western) Ltd v. Canada [1998] SCC

Facts: Duha Printers tried to enact a business transaction wherein they would obtain tax advantages, by taking over a company owned by the Marr’s.  Marr family purported to have continued control of the company, even after owned by Duha, and at the time of the transaction. The MNR refused the deduction which Duha tried to take, because it alleged that Marr’s needed to have de jure control for the company to make the deduction, and it said they did no have de jure control. It was purported that Marr’s lost control because of a unanimous shareholder agreement (usa), which deprived the corp (and the Marr’s) of the power to issue new shares.  MNR said this meant the Marr’s no longer had de jure control of the company.

Issue:  What is the definition of de jure control?  Is a unanimous shareholder agreement to be considered to be a constating document (i.e. a document outlining a company’s de jure control).

Held: The Marr’s still held control, because the condition attached to their control, while shrinking their control to some degree, still left them essentially in control.  Thus: deduction allowed.

Ratio:  The “Buckerfield’s Test” applies to show whether a majority shareholder has de jure control.  The test:  whether a majority shareholder enjoys “effective control” over the “affairs and fortunes” of the corporation, as manifested in the “ownership of such a number of shares as carries with it the right to a majority of the votes in the election of the board of directors” To determine whether such “effective control” exists, one must consider

a)  the corporation’s governing statute

b)  the share register of the corporation (a registrar showing how many shares each shareholder has. If a shareholder has over 50% of the shares they can most likely elect the directors, thereby probably giving that majority shareholder de jure control)

c) any specific or unique limitation on either the majority shareholder’s power to control the election of the board or the board’s power to manage the business and affairs of the company, as manifested in, i) the constating documents of the company, and/or, ii) the usa.  (n.b.: even if there are limits on the power to elect, that doesn’t necessarily mean the majority shareholder has lost control if the shareholder still holds effective control and can elect a majority of board members.)

Implications:  Voting control is generally the proper indication of de jure control 

The issue with a usa will be whether the majority shareholder still maintains effective control over the board of directors and therefore the corporation. A usa may or may not take away this control, which is a question of fact depending on:

- the extent to which the power of the directors to manage and control are restricted, 

- the extent to which these powers have devolved to the shareholders, and 

- the extent to which a majority of shareholders are able to control the exercise of the governing powers.

in light of the usa

- the usa could alter share rights and other powers granted by the corporate constitution

- As a general rule, the court will not look at external agreements. They are relevant only to de fact control (which is control in fact) (e.g. a trust might be relevant if it imposed limitations on the capacity of the trustees to vote, thereby being relevant to a de jure control analysis)

 - a usa is a mechanism by which shareholders can strip directors of some of their powers leading to a fundamental change in the management of the company since the shareholders who are a party to the usa assume the rights, obligations, and responsibilities which they took from the directors.  i.e. the majority shareholder having the power to elect the board of directors would not give de jure control if a usa meant that the directors themselves had no power over the company  

- Unanimous shareholder agreements must be 

- lawful, 

- be among all of the shareholders of the corporation, and 

- must restrict the powers of the directors. 

- in this case, the usa did not stop the majority shareholder from effectively controlling the affairs and fortunes of the company since the usa only limited the ability to issue new shares without shareholder approval, and while that was a restriction on the power of the directors, it was not so severe as to stop Marr’s from exercising effective control over the affairs and fortunes of the company through its majority holdings.

-thus, a unanimous shareholder agreement, and the corporate constitution, can shed light on to a company’s de jure control
Corporate contracts

2) Agency and the indoor management rule

Freeman & Lockyer (A Firm) v. Buckhurst Park Properties (Mangal) Ltd. (1964) (C.A.-UK) Buckhurst was set up by Kapoor and Hoon, so that the two of them could buy and flip a piece of property – the Buckhurst Park Estate.  The company had a board of directors to consist of each of them, plus someone named Cohen, who was Kapoor’s nominee, and Hubbard, who was Hoon’s nominee.  The board required a quorum of four people to make binding decisions, although replacements could be nominated to sit in for those who were away.  Hoon went abroad even before the company was formed, and left Hubbard to look after his interests.  The partners thought they had a buyer lined up, but after they purchased the property the buyer never materialized.  Kapoor and Hoon had agreed that Kapoor would personally take care of any expenses of the company that arose, and that he would be reimbursed after its sale.  Kapoor decided to get an architect to do some work for the company.  

Issue:  Does a director have the power to bind the company simply because he makes out a contract in the company’s name

Held:  The director had the power to bind the company, which became liable for the debts incurred.

Ratio:  When a board gives “apparent” authority to a director to manage the company, the director’s acts will be binding on it, when four conditions are met.

1. It was represented to the contracting party that the agent had authority to enter into a contract of the kind made.  (The board is presumed to have made such a representation when it allows an agent to act as if s/he had authority.)

2. The agent had actual authority to manage the business of the company generally, or in respect of those matters to which the contract relates.

3. The contractor was induced by the representation in (1) to enter into the contract, i.e., he relied upon it.

4. The contract was not contrary to the company’s articles of incorporation.

Implications:  a corporation will be estopped from disavowing obligations of contract when its legitimate agents have entered into those contracts on its behalf.   If a board of directors knowingly permits someone to act as its agent, it cannot disavow the obligations the agent enters into on its behalf.    The representations of the agent become the representations of the board, as the agent has been given “prima facie” or “actual” authority by the board’s failing to restrict the agent’s authority.

Canadian Laboratory Supplies Ltd. V. Engelhard Industries of Canada Ltd. (1979) SCC

Facts:  Cook, an employee in Canlab’s sales department, made the following arrangement:  Englehard would sell platinum to Canlab, which was in turn to be sold to a fictitious company named “Giles”.  Canlab would pay for the platinum, but the financial records of the company were adjusted to hide this purchase from company management.  Cook  then stole the platinum, and returned it to Englehard, which then paid “Giles” for the returned platinum.  Canlab sued Englehard
Issue:  Was Canlab bound by the actions of its employee, Cook?

Held:  

Ratio:   If an employee is acting outside the scope of his authority, the company is liable for obligations incurred by him after the point at which it was given notice of the fact.

Implications:  Essentially, this case stands for the proposition that if a reasonable person in the place of the Applicant would have believed that the person (the agent) who approached him  was acting within his authority as an employee of the corporation, the employee’s corporation is bound.  Therefore, the question becomes whether a reasonable person in the place of the Applicant would have believed that the agent was acting within his authority as an agent of the corporation.  (from Canfield v. PEI)
From The Law of Partnerships and Corporations: The “indoor management rule”  or “the rule in Turquand’s case” is that no contracting party is under an obligation to ensure that a corporation is abiding by its own articles, by-laws, resolutions, etc., when it authorizes a person to act on its behalf.  In other words, it is up to a corporation to ensure its own internal rules are being followed, but there is no similar obligation regarding the internal rules of another party.  A corporation may not dispute the ostensible authority held out in its representations to others.

Corporate Contracts

3) Pre-Incorporation contracts

Sherwood Design Services Inc., et al v. 872935 Ontario Ltd et al (1998) OCA:  Three guys agreed to buy Sherwood Design Services for $300,000, through a company not yet incorporated.  872935 was later set up by the purchasers law firm for this purpose.  In the meantime, they gave the sellers a promissory note of $45,000, to be exercised in the even that they backed out of the deal.  At the request of the purchasers, Sherwood informed its major clients of the sale, causing it to lose those contracts.  The three guys never did buy the company, which eventually was sold for $125,000.   The numbered company was later used by the law firm for other clients, and other purposes.

Issue:  Was the numbered company liable for the obligations incurred previous to its incorporation?

Held:

Ratio:

Reasoning:  The indoor management rule applies: a corporation is prevented from disputing the ostensible authority held out in its representations to others.  

The Common Law regarding pre-incorporation contracts (from van Duzer)
“The corporation is not liable for contracts purported to be entered into on its behalf before its coming into existence and can not be made so by any act of adoption or acceptance afterwards.  No person can be liable for a contract that was made when it/he/she didn’t exist.  For the corporation to be liable, there had to be a new contract between the corporation and the third party (Kelner v. Baxter 1866).    The circumstances in which the agent would be personally liable were much less clear.  Liability of the agent depended on the intention of the parties based on all the circumstances.  If the parties both knew that the corporation was not in existence, a presumption arose that the parties intended that the agent would be personally liable.”  (Kelner)  

S.14 of the CBCA on adoption of pre-incorporation contracts, and the relevant section of the Manitoba statute, replace this rule, but only for written contracts.  For oral contracts, the common law still applies.  

If someone incorporates in Manitoba, the corporation cannot adopt the oral contract.  It must make a separate contract with the agent, explicitly transferring the agent’s liability to it.

Westcom Radio Group Ltd v. MacIsaac et al [1989] Ont HCJ

Facts:  MacIsaac, honestly believing she was part owner, a director and a signing officer of an existing incorporated company, signed a contract for advertising services from Westcom.  All of the documentation indicated that the contract was solely with the business, which Westcom assumed to be an incorporated company.  Westcom fulfilled its end of the bargain, but MacIsacc’s business failed and all of the bills could not be paid.  Westcom tried to sue for the remaining amount, at which time it was discovered there was no company.  It tried to sue MacIsaac personally. 

Issue:  Can a person, who acts as agent for a not-incorporated company, but who believes the company to be incorporated, be held personally liable for the contracts signed?

Held: They can, but only if the intention was to have the agent bound personally.  In this case the contract was a nullity, because the parties never intended that the agent be bound personally, so the case for personal liability failed.
s. 21 of the Ontario Business Corporations Act ("OBCA"), which is identical to S. 14 of the CBCA,  provides that a person who enters into a  contract in the name of or on behalf of a corporation before it comes into existence is personally bound unless the person expressly disclaims being bound or the corporation adopts the contract.

Agents bear the risk of all liabilities prior to adoption of a contract, unless the agent’s liability is expressly excluded by the agent and the third party.

However, Westcom narrows the application of S14.  What is being read in by the courts is a provision that the agent will not be bound, unless s/he expressly indicates a willingness to be bound.  The default position seems to be, where there is no indication of intention, the agent will not be bound.

Look first to the arrangement as a whole to determine whether the there was an intention to look to the defendant personally, or solely to the company.

If the intended company is never incorporated, S.14 can still be applied and personal liability will flow, if one accepts Denning’s judgment in Phonogram.

Implication:  An agent gets all the benefits of the limited liability of incorporation, without ever having created a corporation.  Doesn’t seem fair.  If one side performs its end of the bargain, there should be someone at the other end to perform theirs.  Contract law is a harsh law.

Dissent:  comes from academics (Welling and Maloney) who say a failed attempt to contract should not be caught by the section.  I.e. if there was never any company with which to contract, the act doesn’t apply.  What would in that instance?  Negligence?  

If you wanted to distinguish on the facts, note that the statute is meant to apply to not-yet-incorporated companies, while in this case, the company was never incorporated, and at the point of signing the contract, there was no intention to incorporate, because of a mistaken belief that the company already existed.  Any application of Westcom to a situation in which there was intention to incorporate could thus be weakened by the argument that the principles, as they apply to companies-intended-to-be-incorporated, were enunciated in obiter.

Question:  Why is it important for Criminal law to refer explicitly to intention, before it can be understood as part of the requisite mens rea, but in the CBCA, intention can be read in?

(From Contracts, last year) In New Zealand Shipping, the court cited requirements by Scruttons v. Midland Silicones (in obiter), for agency:

1. Contract clearly states that the third party is to be included

2. Contract clearly states that party is contracting as an agent for the third party

3. Agent is acting with the third party’s authority, or with subsequent ratification.

4. Consideration flows from the third party

1. Condition precedent to formation: before a contract can be made, condition(s) must be met (e.g. Carlill).

2. Condition precedent to performance: there is a firm contract, but condition(s) must be met before its terms are to be carried out. (Dawson v. Helicopter Explorations)

The court seems to be going with 1, no contract formed until company formed.  But why not 2, there is a firm contract, since the full terms of agency as described above in Scruttons haven’t been met.

Chisick posting from the forum:

The very point of s. 14 was to permit a corporation to adopt contracts made on its behalf prior to its coming into existence, something which common law rules of agency would simply not allow. Rather than getting into detailed and inevitably fuzzy questions of subjective intention of the promoter and the third party, the statute creates a presumption of personal liability on the part of the promoter, rebuttable only by clear and unequivocal conduct on the part of the eventual corporation to indicate its intention to adopt the contract. This was intended to give effect to commercial reality: pre-incorporation contracts are literally a daily occurrence, used by commercial actors as a convenient way to organize their affairs during negotiation when time won't permit the actual incorporation of the intended contracting party. If the common law applied to such circumstances, where both the promoter and the third party know that the corporation is not yet in existence, then every such contract would fail -- clearly an intolerable result from a business standpoint.
 From welling:

	
	"It is impossible to contract with a corporation before it is incorporated.  This is not a popular rule.  Nor have judges always shown an inclination to adhere to it. Nonetheless, the authorities clearly stand for this principle.  Judges are fond of stating, obiter dicta, the opinion that where one purports to be an agent, but has no principal, he will be personally bound.  This is not a statement of law.  The law is clear that whether the purported agent is bound personally or not is a matter of the intention of the parties, not a matter of law to be forced upon the parties notwithstanding their intention.  A careful reading of the cases will clearly show this principle; a casual reading of the headnotes will not necessarily do so."


From Sheppard J, in Westcom trial judgment:

“In this day when corporations are so widely used in business and are so easy to incorporate, it seems to me that when a person purports to contract for a corporation and knows or ought to know that the corporation has not yet been incorporated or knows or ought to know that the corporation's existence has been cancelled for whatever reason, then he should be personally liable, on the contract to the other contracting party. To hold otherwise would permit virtual fraud to be committed on a daily basis and it would inject such a degree of uncertainty into commercial contracts that it would bring the law into disrepute. Persons contracting with another alleging a corporate capacity must be allowed to rely upon the representation and if the representation is false, then the person making the false representation should be held personally liable. That would appear to be what s. 21(1) of the Business Corporations Act, 1982 (Ontario) is attempting to do and it would restore the simplicity of the principle stated in Kelner v. Baxter. The line of cases earlier referred to which compromise the principle in Kelner v. Baxter and hold that it is a matter of interpretation of the facts and determining what were the contracting parties true intention, leads me to wonder what a party would say if, during the negotiations, the other party who was representing himself in a corporate capacity said that the corporation which he represented was not yet incorporated. It seems to me the other contracting party would say, "Then we shall look to you personally". 

Westcom renders S.14 meaningless, and while some academics agree with the analysis (Welling)

Professor Jacob Ziegel states that the Westcom analysis “[makes] nonsense of the whole subsection and [deprives] it of all meaning” (“Promoter’s Liability and Preincorporation Contracts:  Westcom Radio Group Ltd. v. MacIsaac” (1990) 16 Can. Bus. L.J. 341 at 345.)

Szecket et al v. Huang et al [1998] Ont.C.A. (an article in the Canadian Bar Review says that after the needless complexity that Westcom introduced into the law, this is the case that cleared up the law on pre-incorporation contracts.  See p. 1058 of the Review.) Two scientists make a contract in Ontario with two men who acts as agent for a company not yet incorporated.  The agents want the scientists technology for a project in Taiwan.  The agreement makes no reference to the personal liability of the agents.  However, in an earlier draft, they had removed references to them having liability.

S.14(4) is clear and unambiguous.  To limit the liability of a person who enters into a pre-incorporation contract, an express provision to that effect must be contained in the pre-incorporation contract.

The court declined to overrule Westcom’s two-step analysis.  Rather, it distinguished on the facts (noting that Westcom was about a person mistakenly assuming that a corporation existed), and breathed new life into S.21 of the OBCA (and therefore also into S.14 of the CBCA), saying that “personal liability of the promoter is established by S.21(1) and prevails unless either contract out of pursuant to S.21(4) or displaced by the adoption of the contract by the company subsequent to its incorporation pursuant to S.21(2).

But, in declining to overrule Westcom, the Szecket decision leaves room for its “intentions analysis” to rear its ugly head yet again.  It’s possible to argue that Szecket only applies to cases with similar facts (where both parties know the corporation is not yet in existence), whereas a broader interpretation would allow one to argue that the promoter is liable is never formed, or does not adopt the contract, regardless of what the parties intended.  Nonetheless, the court hints that in another case similar to Szecket, Westcom may well be overruled.  It noted that it had not been asked to consider the correctness of Westcom, and therefore it could not overrule it, but was forced to distinguish Westcom from Szecket on the facts.  If you don’t ask, you don’t get.  An astute lawyer would be remiss if he/she did not suggest to a court it would be appropriate to overrule Westcom.  


-------------------------------------------------------------------------------

Notes from October 23, 2001

Company comes into existence on the day the director issues the certificate of incorporation.  Usually it’s dated the day the articles of incorporation are dropped off.  Possible situations for the making of a contract at the pre-incorporation stage:

Mutual intentions – knowing, voluntary.

Mutual mistake – innocent mistake

Unilateral mistake – promoter knows, 3rd person doesn’t

Differing intentions – promoter wants to avoid liability, 3rd party wants to contract with promoter.

S.14 was the answer to these situations.  It makes the promoter personally bound to honour the pre-incorporation contract, unless and until the corporation adopts it under S.2 – when the corp then becomes bound, and the promoter is released.

(note: OBCA applies to oral and written contracts.  CBCA and MBCA say written only.)

S.14.4 Promoter can expressly avoid personal liability.

Pre-incorporation transactions

-- O makes contract with company that doesn’t exist.  Why does this occur?  Lay person may not understand.  There is No Contract, because you can’t make a contract with someone who doesn’t exist.  The promoter is jot liable because she’s not privy to the contract.  There is no consensus ad idem.  For promoter to be liable, the principal must have intended to contract with them.  It becomes a question of the facts.

-- O tries to contract with Agent personally and not with intended corporation.  You need to prove that was the promoters intention as well.  For creation of a contract, there must be a meeting of the minds.  O has to prove reasonable intention on a balance of probabilities.  

Example:  Kelner v. Baxter (1866) (cb 61):  Baxter operated a hotel, and was going to incorporate it.  Kelner, a wine dealer, tried to sell wine to Baxter “on behalf of the proposed company.”  Baxter wants to hire Kelner.  He agrees to buy the wine, and signs the form “on behalf of” his incorporated hotel, which didn’t yet exist.   Baxter takes the wine.  Is there a contract?  The evidence shows that both knew the company did not yet exist.  

Signature suggests knowledge that company exists.  The Formality of signature is key.  Signing on behalf of someone else is still a personal signature, and should be construed as a sign of personal liability.  “No better than to contract for corn on behalf of your horses.”  A is only bound if there’s some evidence that he intended to be personally bound.

The case stands for:

A contract signed on behalf of company not yet incorporated is only binding on the promoter personally if both parties intended that.

It must be shown by evidence that the promoter personally took on liability, otherwise contract doesn’t exist.

The promoter is bound personally if both parties intended it.

When deciding intentions, a signature “on behalf of” is not persuasive.

(However, in “The Promise of Certainty in the Law of Pre-Incorporation Contracts”, by Poonam Puri inVol. 80 No. 3 of The Canadian Bar Review, the author writes: “Kelner held that a promoter is always personally liable on a pre-incorporation contract.  The Court employed the principle of agency law that requires a principal to be in existence and capable of contracting at the time of the transaction; consequently, a promoter cannot contract for a non-existent corporation. …The court then reasoned that since the parties must have intended that someone would be liable, and the corporation did not yet exist, it followed that the promoter must be liable on the contract.   The court’s position would prevail regardless of whether the corporation purported to adopt thecontract once it came into existence.”)  This is the correct analysis of Kelner.  

-- O believes corporation exists, and tries to contract with it.

Example:  Black v. Smallwood (1966 HC Australia):  Individual vendor of land, apparent corp purchase.  Both O and A believed that the corp existed, and owned the land.  But, it didn’t.  Black still wanted to buy.  IT wanted specific performance of contract.   Form of signature:


Western Suburbs Holding Ltd


[signed] Robert Smallwood, 
       (the accepted way to sign on behalf of a corp)


Robert Smallwood, Director
Court held:  clear intent to contract as the corporation.  What about assuming personal liability?  Not enough here.  No sign that Smallwood intended to be personally bound.  No contract.

· A promoter is liable on a pre-incorporation contract only if the parties so intended. (Look to various factors to ascertain intentions)

· If both parties thought that the corporation already existed, the court will find no contract existed, because the intention was to contract with a person who did not exist.

Newborne v. Sensolid (1953 Eng CA):  Newborne agreed to sell canned ham to Sensolid.  Both thought Newborne existed as a company.  Sensolid refused to accept delivery because market for ham went flat, and they thought they were paying too much.   Newborne insisted that Sensolid take the ham.  The company Newborne was later incorporated.  Newborn sued company first, then tried to sue Sensolid personally. When the corporation was formed, it wanted to adopt the contract, and deliver the ham.  But the court found there was no contract, because you can’t make a contract with a non-existent entity.

One way the courts determine intention is to look at the promoters form of signature on the contract.  In this case:

Leopold Newborn (London) Ltd

[signed] Leopold Newborn
The court said because the company name came before the promoter’s, the intention was to bind the corporation, not the promoter.   If it had been signed “Leopold Newborne, on behalf of Leopold Newborne (London) Ltd.”, that would suggest an intention that the promoter meant to bind himself personally.

Wickberg v. Shatsky (BC CA)  Shatsky, on behalf of his company, hires Wickberg as manager. S knows company doesn’t exist.  W believes the company is incorporated.  S tells W to stop using “ltd” at the end of the company name.  Three months later, the business fails, and S fires W.  W sues for wrongful dismissal.  W sues S personally.  Should S be personally liable?  The court wants to find a contract because the result seems so unfair.  But, the court held:  No Contract.  Neither party intended to make S personally liable.  W intended to make a Contract with the company, and S intended to have company adopt the contract. 

What remedies were available to W?  Quantum meruit/Misrep/Agency?  S possibly breached his authority.  But what are the damages?  Putting W in the position he would have been in had the breach not occurred was difficult.

This case should be used to argue against the creation of a contract in the C/L, when one party contracts, knowingly, on behalf of a non-existent corporation.

Question for Chisick:  Why didn’t Wickberg argue that he was dealing with a sole proprietorship, instead of arguing agency (via promoter), and preincorporation contract?  Would that have worked?

Sherwood Design v. 872936 On Ltd (1998):  Both parties know company doesn’t yet exist.  Personal guarantees and letter used to secure deal.  The purchasers’ lawyers send Sherwood a letter saying the company has been incorporated, and has been assigned responsibility for contract made on its behalf.  Transaction falls through.  The company was later recycled by the law firm for someone else unrelated to either party.  It buys property, and has assets.  The intention of the parties was to contract with a company that doesn’t exist.  C/L says company doesn’t exist, so no contract (Blackwood and Newborne).  Promissory notes make it harder.  Promoters only bound by the notes, not to the whole guarantee.  At C/L, a corp can’t ratify a contract made previous to its incorporation.  Needs to make a new contract to get a contract, because there was no earlier one to adopt.  It is not bound to accept the new contract.  Commercial reality is that minimum formality is best. 


But, S.14 CBCA:  Promoter personally bound by written pre-incorporation contract.  Corp can adopt the contract, and the promoter is then let off the hook.  Not entitled to benefits, or vulnerable to liability.  


In this case, it took very little to adopt the contract.  Just a general statement about accepting its obligations.  Nothing specific.

S.14 CBCA can be construed broadly, when analyzing whether a corp has adopted pre-incorporation contracts.  The slightest indication that agreements entered into on its behalf will be honoured is enough.  Don’t have to be highly specific.

What is the effect of #1 of s.14 of the CBCA?  Promoters would be liable.  Why didn’t they sue the promoter?  They couldn’t have satisfied the full amount owed.  The corporation had the option of adopting pre-incorporation contracts.  So, was the letter from the lawyer to Sherwood enough?  Letter said: corp has been incorporated, and “has been assigned… will complete….”  That’s enough.  Parties should be able to rely on the actions of others.  P. 57 – “There is no principled basis for imposing a stringent requirement of formality”

The law favours the guarantee, rather than the guarantor.  Look for language of being the primary guarantor.

What else might parties do to formally adopt a pre-incorporation contract?  Resolution, per KD1 example.  

S.14 of the CBCA says:

· Promoter is bound by written pre-incorporation contracts (and written contracts in Ontario)

· Corporation may adopt written pre-incorporation contracts – will be bound, and entitled to benefits.  Promoter not bound by either after adoption.

· Either party may ask the court to fix obligatins under the contract, or to apportion liability between corp and promoter whether or not the corp accepts the contract.

· Promoter may expressly disclaim liability in the written contract, and will then not be bound.

Class notes from October 25, 2001

More on Sherwood:

1.  Did corp adopt the pre-incorp contract? 

2.  Did lawyer have the authority to bind the corp?

3.  How does S.14 differ from C/L?  


It allows adoption of contracts made at preincorporation stage.  Not permitted at C.L.  But it only applies to written deals.  Oral contracts still governed by the C.L.  (except in Ontario)

No ad idem.  Question: What does this word mean?

Westcom Radio v MacIsaac  MacIsaac contracted for advertising from Westcom.  Later, she couldn’t pay.  It was discovered in the course of lawsuits that the corp never existed.  Both she and Westcom thought it did.  Should MacIsaac be liable under S.14(1).  Court says it’s not applicable, because there was never any corporation to be incorporated.  Both of the above arguments would not apply.  Also, there was no nefarious conduct.


Court thought Black v. Smallwood was unfair.  May have been using the word “contract” in its colloquial sense, not a legal sense.

Bill S-11: (CB.81) Proposes to insert the words “purports to enter into a contract”.  This accommodates intended but failed contracts.  The bill wants to nail parties’ intentions.  Still applies only to written contracts.

Still need to understand C/L – dissent in Sherwood a good review of the C/L.

Questions:  How does this apply to Frank and Peace?


       How does this apply to KD1 and Zandra Developments

Summary:  pre-incorporation contracts sill an unsettled area.  Statutory reform is limited, because it only applies to written contracts.   Need to understand statute and C/L re: oral contracts.  

Management Power

Operation of a corporation is handled by a theoretically independent managerial group.

Statutory Division of Powers

Directors:

· s.102(1) Shall manage business and affairs…”

· s. 103 (1) has power to make by-laws

Shareholders

· Elect, refuse to re-elect, remove, directors

· Vote on specific issues: amendment of articles, fundamental changes

· USA s.146(2)

· s.103(2) Vote to amend/reject by-laws 

Automatic Self-Cleaning

A majority of shareholders voted to sell. Mainly one guy who would make a profit.  Directors refused to agree because not in the best interest of the corp.  Directors win, because it is their duty.  Articles of association give directors clear power to act in the best interests of the corporation. This is subject only to an “extraordinary resolution” of the shareholders.

· An ordinary resolution is 51% of shareholders.

· An extraordinary resolution is 2/3, per CBCA

Shareholders have no authority involving themselves in the ordinary business of the corporation.

Directors are responsible for everyday management, but delegate this to officers.  They have management power, and majority rule.  But, how does corporate law protect against the harmful actions of directors?

· Regulates activities of directors (minimum level of competence)

· Imposes fiduciary obligations (s.122(1)(a))

· Requires that they conduct themselves with skill, care and diligence (s.122(1)(b)

· Requires that they be over 18, and a majority must be cdn residents.

(the regulations don’t seem to extend to officers)

Directors fiduciary duties (cb 207)

1. Arise out of ability to exercise powers on behalf of another person.  In those circumstances, they are obliged to subordinate their own interests.

2. They are directors and trustees (preserving property for someone else),and can act to affect that interest (legal or financial).  Directors should take risks to enhance value, not just preserve it.

3. The person to whom they have a duty is “peculiarly vulnerable” to the fiduciary.

Lac Minerals v. International Corona Resources Ltd (1989) SCC:  Lac Minerals was approached by International Corona about property it had the mining rights to.  IC got access to confidential information, and then bought the neighbouring property.  Lac Minerals was hurt financially.  It wanted to establish a breach of fiduciary relationship, in that IC had taken unfair benefit of access to confidential information.  SCC said there wasn’t enough vulnerability on the part of Lac Minerals.

· To establish a fiduciary relationship, you need the third aspect: vulnerability.  If the other person/corp has an opportunity to act to protect themselves, it will be difficult to establish vulnerability.

Directors and officers clearly have a fiduciary relationship.  With employees, it depends on how much authority they have.  Senior employees have fiduciary relationship.  This has not yet been extended to all employees.  (Can they exercise real authority over corp’s direction?)


(Would Captain Kelch have a fiduciary relationship?  No, because he only operated a flotilla, not the direction of the entire corporation.)


Remedy?  Must account for the profits made by breach of fiduciary duty.  This is given at the discretion of the court.

Statutory duties of Directors  s.122(1)

Every director and officer of a corporation in exercising his powers and discharging his duties shall: 

a) act honestly and in good faith with a view to best interest of the corp; and

b) exercise the care, diligence and skill that a reasonably prudent person would exercise in comparable circumstances.

Note:  doesn’t say competent

Example:  Charlie and 1 on golf course.  Charlie is a shareholder of ACME.  He is introduced to Debbie.  Didn’t know each other before.  Debbie tells Charlie about her company ABC, a competitor, that deals with explosives.  Charlie invests in Debbie’s company.  Charlie doesn’t tell anyone of investment, esp’y ACME.  


Is this impermissible competition?


Is this impermissible appropriation of corporate opportunity?

Question:  I think more information is needed here.  Charlie is  shareholder. So what?

Statutory duties of Officers 

Officers have the same fiduciary responsibilities as directors, because they are typically delegated control and management of the corp.  S.122

The legal relationship created by appointing a person as an officer is distinct from any employment relationship that the person may have with the corporation.  In practice, however, both may overlap.  Termination of employment is the area where a conflict most often arises.  An officer can be removed from office at any time.  They serve “at the pleasure” of the board in most cases.  However, their employment contract is something separate. It may be terminated only for cause or on reasonable notice.

Directors can delegate management of “the business and affairs” to officers.  S. 115 and 121.  But they can’t delegate certain powers (s.115(3)), mostly pertaining to shares – e.g. issuing and paying dividends.

Delegation to 3rd parties?  Management companies often called in.  Boards must maintain a supervisory capacity.  They can’t hand over everything. 

Kennerson v. Burbank Amusement Co (1953) Cal. C.A.:  a board delegated all control over the only asset it managed – a theatre.  K. took over bookings, personnel, admission prices, salaries, contracts, expenses” and fiscal policies.  The only obligation was to report to the board occasionally.  The court said the contract prevented the board from exercising control, and held it was not enforceable.  The length of the contract was a factor.  The court said the power of the directors to manage was “completely sterilized.”  

· Complete delegation of powers is not permissible.  

· The extent of delegation of management of the affairs and business of a corp is a question of degree.  

Competition with the Corporation

Re Sports Villas Resort, Inc. (sub nom. Pardy v. Dobbin), [2000] (Nfld. S.C.–C.A.):  
Dobbin and his daughter were on the board of re sports, a hotel and golf resort near St, John’s.  Sometime later, Pardy decided to develop another golf course 220 kilometres away.  One of the other directors of re sports villas (pardy) objected.  He said the new course would compete with the one owned by sports villas.   He said dobbin was taking unfair advantage of his knowledge of sports villas marketing programs, operational procedures, management systems, and plans for expansion.  Court held there was no COI, as the two facilities were too far apart, and one had a hotel while the other didn’t.
· Being on the boards of companies operating in the same field does not give rise to a COI, if factors such as physical distance mean the two companies are not in direct competition with each other.

· Fiduciary corporate duty does not preclude multiple memberships on the boards of different companies.

· Entrepreneurs should be given sufficient latitude to create new economic activity, within the bounds of reasonable good faith obligations to their existing commitments.

Self Dealing Transactions

Aberdeen Railway co. v. Blaikie Brothers (1843-60) HL:   Aberdeen needed to buy chairs for its cars.  It contracted with Blaikie Bros, a partnership, for hundreds of thousands of chairs.  One of the directors of Aberdeen company was also a member of a partnership.  Later, the contract was varied, and the director was not involved in that.  Was this a COI? Directors are to act in the best interests of the corporation, the best interests of the corporation would be to get the cheapest price possible on the chairs.  But the best interest of the partnership is to get the highest price.  There was a COI, and Aberdeen was entitled to avoid the contract.  In addition, varying the contract didn’t absolve Bl of the COI, (although creating a new contract altogether might have changed the situation).

· If a director’s personal interest is in conflict with their fiduciary interest as a director, then any contract into which they enter as director will be voidable at the option of the disadvantaged corporation.  This is true even if the director is just one of several directors.

· Altering a contract after it is made under a COI situation will not erase the COI.

· The principle is so strict, that “no question is allowed to be raised as to the fairness or unfairness of a contract so entered into.”  Fairness is irrelevant.

Why is rule so inflexible? - (i) fiduciary duties so fundamental, no lessening of obligation (ii) substantial potential for conflict, abuse of power (iii) other non interested directors can be effective safeguards

Transvaal Lands Co. v. New Belgium (Transvaal) [1914] CA: One  board member (Samuel)  suggested that the company enter into this contract to buy shares from the defendants.  Another member of the board, Harvey, made inquiries into the defendants company to figure out why Samuel was suggesting purchase. He did this even though he himself was a trustee of shares in the company, of which his wife had a 10 per cent interest, subject to the life interest of her mother, and hepotentially stood to gain from the sale.  Several meetings were held and finally the deal was voted on and passed. Samuel and Harvey never mentioned that they had an interest in the defendant company.  Samuel did abstain from voting.  But, Harvey and the third director made up a quarum, and voted in favour of the purchase.  [Pursuant to an article of incorporation, a director with an interest in a company to enter into a contract with the corporation if they abstained from voting and if they disclosed the nature of their interest. (I.e. bylaws can modify the rule of law) – check this]

Held: the contract was voidable but the company chose not to void it, so the directors were liable for an accounting of profits.

· A director of one company is precluded from dealing on behalf of another party where his personal interest conflicts or have the potential to conflict, with his fiduciary duties to the company. It doesn’t matter how fair the contract is.  It is voidable.  

Question:  Why does the defendant company have to suffer the loss of the contract, when it may not have known that the directors were acting in a COI?  Why not just go after the errant directors?

Liquidators of the Imperial Mercantile Credit Ass’n v. Colemen and Knight [1873] HL: the  director in this case had an interest in the transaction of the company.  He did disclose an interest in the transaction, and offered to leave the room while the board considered it, but he did not say what the specific nature of that interest was. The company’s articles required him to declare his interest.  In addition, Knight, his associate in this exercise, was implicated, because he knew all of the details and cooperated.  He, therefore, was also liable.
Held:  the director was liable for accounting of profits.  His business partner, who cooperated with the self-dealing arrangement, was also liable.

· the declaring of HIS interest is much different than declaring AN interest. It is more onerous, and requires full disclosure.

NOTE

You might be able to distinguish on the facts, by noting that in this case, Coleman argued that the other directors knew he was a stockbroker, and that that was sufficient to disclose “his” interest, not just “an” interest.  The court rejected this, because stockbrokers’ commissions vary greatly, and this was “scanty information.” However, in another case, knowledge of the director’s full-time occupation, if commissions were more established, might be sufficient to qualify as declaring “his” interest.

The text says the reason for requiring explicit details as to the nature of the interest, not just that such an interest exists, is that simply noting an interest is insufficient to alert the corporation as the real prospect of abuse.  Explicit disclosure is needed to put the corporation on notice.

Gray v. New Aguarita Porcupine Mines Ltd (1952) Ont CA:  corporate bylaws precluded a director from voting on transactions they had an interest in. Gray issued himself shares, used corporate account for personal use and did a lot of other bad stuff that made him liable.  This information was not available by examining company records.  OSC began investigation, new board appointed.  Gray made proposal to the board that in return for a payment all of his liabilities would be absolved.  However, he failed to divulge that this payment would reflect only 20 cents on the dollar for his shares.

Held: director was liable for self dealing (exact result i.e. voided contract or accounting of profits is unclear)

· Contracts will not be binding if directors have put personal interests in conflict with those of the corporation - if in the alternative, the contract is not avoided, the director will still be liable for an accounting of profits.   

· Onus is on the director in situation to ensure/prove that he made sufficient disclosure of material facts.

· The precise detail required in disclosure depends upon the facts of the case - each situation will be examined separately i.e. what the corporate bylaws say, and the context of the situation.
North-West Transportation Company Ltd. v. Beatty (1887) (PC): The plaintiff is a shareholder in the North-West Transportation Company and sues on behalf of himself and all other shareholders in the company except those who are defendants.  The defendants are the company and five shareholders, who were also directors of the company.  One of the directors, James Beatty sold his steamer, the United Empire to the company.  The plaintiffs want the sale of the vessel set aside.  The sale was proposed at a February 10th board of directors meeting and a by-law resolution was then passed to purchase the United Empire.  The purchase price was $125,000 (part cash, part shares); it is not disputed that this was not excessive or unreasonable.  The by-law, which had been enacted by the directors, was adopted by a majority of votes at a shareholder meeting on February 16th.  The vessel was delivered to the company and used in the ordinary business of the company.  The United Empire replaced the acquisition of another steamer.  The evidence confirmed it was not within the power of the Company to acquire any other steamer that was equally well adapted for the business.  The price was not excessive or unreasonable.  The Privy Council, in dictum, suggests that had the matter ended here there, the transaction would be upheld, regardless of whether it was entered into by the directors and confirmed by the shareholders (as here), or whether it originated entirely from the shareholders.  In the former view, any defect arising from the fiduciary duty owed by Beatty to the Company would be resolved by the shareholders at the February 16th meeting.  In the latter situation, the fact that Beatty was a director would not preclude him from exercising his right as a shareholder to vote in support of any resolution which may be favorable to his own interests.  Of course the matter did not end there.  The problem was that Beatty was a majority shareholder and subsequently the majority of the votes in favor of the by-law were due to the votes of the defendant Beatty.

I: Was the defendant Beatty in such a fiduciary relation to the company that it was not competent for him, under any circumstances, to enter into the contract for the sale of his steamer to the company?

R: Generally, unless some provision to the contrary is found in the corporate constitution, the resolution of a majority of shareholders, duly convened, upon any question with which the company is legally competent to deal, is binding upon the minority, and consequently upon the company.  Every shareholder has a right to vote on any such question regardless of whether he has a personal interest in the subject matter opposed to or different from the interests of the company.

Contrast this with a director of a company.  He is precluded from dealing on behalf of the company with himself.  He is also precluded from entering into engagements in which he has a personal interest conflicting with the interests of those whom he is bound by fiduciary duty to protect.  However, any such dealing or engagement may be affirmed or adopted by the company provided it is not brought about by unfair or improper means, and is not oppressive towards those shareholders who oppose it.

A: At trial they set the sale aside, the Court of Appeal allowed the sale, the Supreme Court of Canada set the sale aside, I see a trend.  The Privy Council allowed the sale.  The Privy Council indicates that to examine the circumstances of shareholders, and nullify their votes if they had a fiduciary relationship with the company, would introduce great confusion.  The shareholders were competent to adopt or reject the transaction, and they adopted it by majority vote.  Unless the adoption was brought about by unfair or improper means the vote of the majority must prevail.  The fact that Beatty possessed 1/3 of the shares enabling him, and his supporters, to ratify the contract is well within his rights as a shareholder.  

C: The exercise of his voting power was not so oppressive as to invalidate the adoption of the by-law and to hold otherwise would be to give effect to the views of the minority while ignoring that of the majority.

Note 1 - s. 120(7) of the CBCA requires a director's or officer's contract to be "reasonable and fair" whether or not approved by the directors or shareholders.

Note 2 - Denying interested directors their vote as shareholders "in the circumstances of unfair and inequitable contracts" is consistent with the Privy Council's holding in Northwest that minority shareholders should be able to challenge such a transaction "and to show that it is an improper one". 

Bus Org Notes for November 1, 2001
At C/L, no one with a fiduciary duty could have a self-dealing transaction.  It was a strict rule laid down in Aberdeen, and there was no discussion of the degree of disclosure.


Why was the disclosure issue raised in other cases?  Because at C/L, you could include a clause in your articles of incorporation to allow you to get around the C/L rule, if you disclosed your interest.


Today, the CBCA allows a contract to be enforced, despite the possible present of a conflict of interest, or self-dealing transaction, in s.120 if :

1. There is adequate (i.e. full) disclosure by the interested party.

2. There is approval of the contract by the directors or shareholders . (VanDuzer also says at p.222 that the director or officer must not vote on the approval of the contract by the board of directors (s.120(5).  However, the director with the COI may be present at the meeting, and may be counted in the quorum, except where the contract relates to the remuneration of the director and her inidemnification, as well as contracts with affiliates (s.120(5))

3. The contract is a fair deal.

S.120(1) The officer or director must disclose his/her interest, and the nature and extent of the interest.  This is a higher standard than just simple disclosure.  The contract must also be a material one.

How do you determine what is material?  Is it what is material to the fiduciary, or material to the corporation?  Chisick says when dealing with contracts, that the standard will be low.  You should disclose everything.  S.120(1)(b): Even if you are not a direct party of the contract, if you have a material interest in the party, then that’s enough to require disclosure.

The test of materiality is whether your interest will affect your judgment and ability to carry out your fiduciary duty.  See pg. 222 of Van Duzer.  If you have two fiduciary duties that are equal and doing one breaches the other, you have to resign.  

Saying you have an interest is not enough.  Directors have to be fully informed of the real state of things. (page 242 of the casebook)  “There is no precise formula that will determine the extent of the detail that is called for when a director declares his interest or the nature of his interest.  Rightly understood the two things mean the same.  The amount of the detail required must depend in each case upon the nature of the contract or arrangement proposed and the context in which it arises.  It can rarely be enough for a director to say “I must remind you that I am interested” and to leave it at that, unless there is some special provision in a company’s articles that makes such a general warning sufficient.  His declaration must make his colleages “fully informed of the real state of things” (Imperial Mercantile Credit Ass’n, 1873).  If it is material to their judgment that they should know not merely that he has an interest, but what it is and how far it goes, then he must see to it that they are informed.” (Gray v. New Augarita Porcupine Mines Ltd.)

Timing of disclosure 

(directors, s.120(2))

1. disclose when contract considered at the meeting

2. disclose when you become aware of the conflict (if after it has already been considered.)

(officers, s.120(3)

1. disclose as soon as you find out you have a conflict.  (this is more immediate than directors because the officers exercise of their fiduciary is ongoing, not just present during scheduled meetings, as with directors.)

What if there is a failure of disclosure?

s. 120(8) Where adequate disclosure is not made, the corporation can apply to have the contract set aside, therefore there has to be a judicial procedure.  It’s not automatic.  It is the court that sets aside the contract after an application is made.

The old legislation stated that failure to disclose is necessary to set aside a contract on the grounds of self-dealing.  What if there is disclosure, but failure to be fair, and failure to approve?  Can it be set aside.  Chisick says it’s a peculiarity that disclosure is the limiting factor.  Otherwise, not void/voidable.

The new legislation doesn’t specify disclosure.  S.120(6) is the continuing disclosure provision.  A director/officer can submit a general list to directors as a whole stating that he has dealings and interest with the companies on the list.  That is warning that he/she has an interest – a continuing interest – in those companies.

The proposed 120(6) adds the wording in c) that you have to disclose where there has been a change in the materiality of the interest.  Therefore, just saying that you have an interest in a company once, and then never telling of a change in that interest, will no longer be allowed.

s.120(5) The director with the interest may not vote to approve the contract.

(Remember, these laws relate to the tainted directors.  Shareholders can’t be tainted, because they have no fiduciary duty.  Therefore, if all of the directors are tainted, it doesn’t mean the contract cannot be approved.  The shareholders can approve it.)

s.120(7.1) sets out new expansive rules related to shareholder approval.  The new section says even if all of the conditions of disclosure/fairness/voting are not met, the contract can be cured.  Under the new law, you can have ratification.  Shareholders by this logic can forgive the breach of fiduciary duty.  Chisick says this is odd, because the fiduciary duty is between the director and the corporation, not the director and the shareholder, so what right do they have to cure the breach?

Therefore, Chisick says Northwest was wrongly decided because shareholders should not be able to ratify the fiduciary breach between directors and the corporation.  However, today, under the new situation, shareholders can approve the contract if they have full knowledge of the interest.

(Question for Chisick:  isn’t s.120(7.1) simply a codification of Northwest?

But, at the time the shareholders ratify, the contract still needs to be reasonable and fair to the corporation.  If it later comes out that the contracts was not reasonable and fair, they could move to have the contract set aside.  

The statute has now fully completed and changed the C/L.

Corporate opportunities

Generally, when a corporate fiduciary takes advantage of an opportunity properly belonging to the corporation, the fiduciary cannot benefit from it.  The rationale, for fiduciary to account for the profits, is a basic conflict between duty and interest.

When is an opportunity that of the corporation and not the individual?

Managers are liable to account to the corporation when:

· Actual conflict between duty and interest, and/or

· Opportunity arose by virtue of manager’s position with the corporation.

Cook v. Deeks (1916) 27 DLR 1 (PC) (p.252)  (from prepared outline) The Toronto Construction Company had four directors, and did a number of major contracts for CPR in various parts of Canada.  Three directors decided they wanted to get rid of the fourth. The three defendants formed their own company and negotiated with CPR on a certain contract.  They ceased to work for the TCC (left Cook behind) and entered into the contract with CPR on behalf of a new company they had just formed.  In other words, they put their new company in a position to be offered the next CPR contract at the expense of the company they were formally directors of and never told Cook about what was going on

I - Cook sues for breach of fiduciary duty. Are the three directors liable?

H - the directors were liable and were ordered to make an accounting of profits

R - the conflict between interest and duty was actual, the opportunity was acquired by reason of position with the company - CPR only knew of their qualifications because they had negotiated in association with the company

- the directors had deliberately designed to exclude, and used their influence and position to exclude the company whose interest it was their duty to protect

- although they were the fiduciaries of the corporation, they did everything to make sure that the company was not able to get at contract , they intentionally concealed info and put their own interests first

- they never could have got the contract for their new company had they not used the association with the old company to develop a relationship with CPR, the contract was acquired as a result of their association with the company of which they had been directors.

From Kelvin’s notes:  

Was there 

a) an actual conflict between duty and interest, or 

b) an opportunity by virtue of position?

Answer:  Both.

The contract was between CPR and the new corporation of three directors.  Why should the separate identity of the new corporation be held to lose its profits?  Because it’s a rule of equity that any person who knowingly participates in a breach of fiduciary duty is liable to account for the profits.

Regal (Hastings) v. Gulliver [1942] (H.L.)

F - corporation owned a cinema and the directors decided to incorporate a subsidiary to acquire leases on more theaters.  This required L5000 capital but the company could only afford to contribute  L2500.  The directors decided to make up the difference and took a total of 50% of the shares in the new subsidiary company.  When the parent and subsidiary were sold, the directors realized a profit on the sale and  the new board sued the directors for an accounting of profits. 

I - are the directors liable for a breach of fiduciary duties?

H - the directors were liable

R - they only got access to this opportunity because of their association with the company and while there was no actual conflict, the potential is enough when coupled with an abuse of their position

- the directors’ good faith or honest intentions are irrelevant.  The fact that the profit they enjoyed resulted from their association with the corporation as directors is enough

- onus is on the plaintiff to establish (i) that what the directors did was so related to the company’s affairs that it could be said it was in the course of directorial duties and knowledge and (ii) that this resulted in profits.

- it is also irrelevant that the company benefited as well or that the company had insufficient assets to take advantage of the contract without the help of the directors.

Quotes: 

“The rule of equity which insists on those, who by use of a fiduciary position make a profit, being liable to account for that profit, in no way depends on fraud, or absence of bona fides; or upon such questions or considerations as whether the profit would or should otherwise have gone to the plaintiff, or whether the profiteer was under a duty to obtain the source of the profit for the plaintiff…or whether the plaintiff has in fact been damaged or benefited by his action.  The liability arises from the mere fact of a profit having, in the stated circumstances, been made.”

“…the respondents were in a fiduciary position and their liabilityto account does not depend upon proof of mala fides.  The general rule of equity is that no one who has duties of a fiduciary nature to perform is allowed to enter into engagements in which he has or can have a personal interest conflicting with the interests of those whom he is bound to protect.”

“…having obtained these shares by reason and only by reason of the fact that they were directors of Regal and in the course of the execution of that office, are accountable for the profits which they have made out of them.”

Phipps v. Boardman   (not in this year’s syllabus)

F - a testator’s estate included about 8000 shares in a company (out of a possible 30000 shares).  A solicitor acting for the trustees of the will and a son of the testator decided to try and obtain control of the company by purchasing shares.  Much of the information the solicitor received in negotiating for these shares was obtained from the company because he was assumed to be acting on behalf of the trustees. 

- they eventually purchased a majority of the shares of the corporation and enjoyed substantial profits.  They appeal from an order declaring that they held a portion of the shares on trust for the plaintiff beneficiary and therefore owed an accounting of profits.   

I - was there a breach of fiduciary duties?

H - no consent, a breach and therefore an accounting for profits owed

R - the court acknowledges that the respondents acted honestly throughout, and the plaintiff does not allege any dishonesty or bad faith. 

- the problem seemed to be focused on the fact that they took it upon themselves to obtain information as self appointed agents for the trustees, an authority never really granted to them.  They obtained the information they did because of this assumed authority.  Because they took on the role of agents, they will be treated as such.

- it is well established that if an agent uses property which he has been entrusted with by a principal, in order to make a profit, he is accountable.  Likewise with a position of authority or information or knowledge. 

- therefore, in this case,  the knowledge obtained was the property of the trust, they earned a profit and did not have the informed consent of the trustees ( a breach 

Peso Silver Mines Ltd v. Cropper ([1966] SCC

F - the board turned down an opportunity to purchase a mine claim because they didn’t feel it was in the best interests of the corporation.   A few weeks later, the CEO of the company was invited by an outside party to enter into a deal for the very same claim.  He did.  Later, some new directors of Peso sued him for an accounting of profits 

I - is the CEO/director liable for breach of fiduciary duties?

H - no liability 

R - there was no conflict of interest and duty AND this was not an opportunity that was acquired by virtue of position with the company - - - court said the director was acting independently after company had rejected offer, in fact, the director did not even remember that the offer had been made to the corporation. 

- Peso passed up the mine claim.  When it was made available to the director Cropper it did not arise out of his relationship with the corporation, he was a private member of the public.  The profit he made off the project was not a result of his association with the corporation and they therefore had no claim to it.

- Chisick reconciles this with Regal because in that case they couldn’t afford contract, here they consciously rejected it after careful consideration and it became a fresh initiative. 

Within the case, the court distinguished from Regal, noting that in Regal, “the full acquisition of the property was conceived and wanted by the company, but other circumstances made it impossible to take that portion which the directors personally took.  The interests…of the directors…remained always in conflict with those of the principal.”  As well, it said to come within the rule, the impugned transactions must be by reason of the fact, and only by reason of the fact, that they were directors, executing the duties of that office.

Quote:

“[The company] did have a very definite interest in the property while it was considering whether it could or would purchase them, but that interest ceased to exist when, by admittedly bona fide decision of its full board of directors made after professional advice was received, the offer was rejected by the appellant.  It was only after this temporary interest of the appellant had ceased and after “it had been out of his mind”, did the respondent participate in the impugned transaction.”

Irving Trust Co v. Deutsch  - American approach (not in syllabus)

F - a company called Acoustic wanted to acquire some patent rights in DeForest.   An agent of Acoustic was supposed to acquire DeForest=s patents from DeForest=s controlling company.  This controlling company would not sell the patents but agreed that A could purchase 1/3 of D=s stock.  Deutsch, the president of company A was to secure funding to carry out this agreement.  

- Deutsch told company A that he could not secure the funding but that he knew of some individuals who would accept the arrangement but convey access to the D=s patents  to company A.  Some directors of company A acquired the stock for themselves and sold it a substantial profit.  Company A later went bankrupt and the bankruptcy trustee sues the directors for an accounting of profits. 

I - are these directors liable for an accounting of profits?

H- the directors are liable
R - more certain than Canadian law, statute clearly sets out that a director cannot take advantage of the contract that their company has rejected because they may be tempted to given less than 100% in attaining contract for corporation

- the directors argued that they acted honestly and thought that this was the best way to give A the access to the patents given that they didn=t have the money or the resources to do it themselves. 

- the court was suspicious because Deutsch himself owed a lot of money to company A and if they=d had that money maybe they could have gotten contract themselves.  Also, it was Deutsch himself who told the company they didn=t have enough and after this statement, no other efforts were made to raise the necessary funds.   But even if they did have, or could have gotten enough money, the court says the rule is very rigid - directors are forbidden from taking over a corporate contract based on the inability of the corporation to secure the contract themselves.  The directors cannot be allowed to divert potential profits to themselves. 

- the court does not want officers and directors to be tempted to not exercise their strongest efforts on behalf of the corporation. 

- the court says that  any one who knowingly joins a fiduciary in an enterprise where the personal interest of the fiduciary is or may be contrary to his trust becomes jointly and severally liable with him for an accounting of profits as if they were the fiduciary themselves. 

Holder v. Holder (Chisick discussed this in the 1999 class) 

F - executor bought land that was sold under the will he was in charge of  (therefore he was a fiduciary)

- his knowledge of this land sale did not come from his position; he had been tenant of this land for years

- the beneficiaries under the will were not looking to him for protection, his position as fiduciary was more of form than substance

R - only a potential for conflict, opportunity arose independently - - - therefore no liability

Canadian Aero Services Ltd v. O’Malley, Zrzycki et al. [1974] SCC

F - the company was negotiating a contract to do aerial photography and map making in Guyana.  O’Malley and Zrzycki were the two senior officers of the company doing most of the negotiations.  They decided to leave the company and form their own new one.  They later said Canaero could not have got the contract, and they left because of that.  They bid on the Guyana contract and got it.  CanAero sued for breach of fiduciary duty.  It said it had not given up its intention and desire to secure the contract, and it did bid on the contract.

I - are the officers liable for breach of fiduciary duty?

H - there was a breach and the defendants are liable for an accounting of profits.

R - fiduciary duties extend to officers if a fiduciary relationship exists.  Those under this duty are to exercise loyalty, good faith and avoid conflicts of duty and personal interests.

- the officers knew that the company wanted this contract and still proceeded to get it for themselves, therefore there was a breach 

- the court suggests that this duty may extend beyond the termination of the employment of the officer or director.  Also the appearance of conflict may at times be enough for the court to find a breach. 

- the court will consider: position or office held in the company; nature of the opportunity; relationship of the officer to the opportunity; knowledge possessed by the officer; how that knowledge was obtained; time lapse between the end of employment and the opportunity; circumstances of the termination of the relationship

- Chisick says this case is inconsistent with the general theory of fiduciary relationships, the court distinguishes Peso on its facts and calls for more flexibility in the standard for determining if a breach. 

Laskin says it didn’t matter whether Canaero had a chance of getting the contract.  It wanted it.  And therefore, O and Z were acting against the best interests of the company.


-----------------------------------

The Upstart scenario can be distinguished from Canaero, on the basis that Morgan would not be relying on any particular expertise gained from Upstart to give him an advantage with SitePro.  However, Laskin does say that in general, a director must not be allowed to use his position to make a profit, “even if it was not open to the company, as for example by reason of legal disability, to participate in the transaction.”

Directors – duty care and diligence

Minimum standard for directors – Soper and Brazilian Rubber

There’s no law I’m aware of that says a company has a duty to succeed in the business world.  Anyone is free to set up a company that is a sure-fire failure, with sure-fire duds on the board of directors.  However, those directors have to act as if they’re not duds.  As I read the minimum standard as a result of Brazilian Rubber and Soper, we’ll accept directors as they are, with all of their intrinsic flaws and inadequacies.  But, once they’re on the board, they have to at least show up, pay attention, and respond sensibly to the matters before them.

Soper v. Canada (C.A.) 
[1998] 1 F.C. 124  
      This was an appeal from a decision of the Tax Court of Canada holding that the taxpayer had failed to satisfy the "due diligence" defence set out in Income Tax Act, subsection 227.1(3). In October 1987 the taxpayer, an experienced businessman, became a director of Ramona Beauchamp International (1976) Inc. (hereinafter RBI). The company, which operated a modelling school, wanted taxpayer on the board to enhance its getting listed on the Vancouver Stock Exchange. At the November 1987 meeting of the board, he was given a copy of RBI's balance sheet, which showed a net loss of $132,000. At no time did any employee or board member of RBI discuss with the taxpayer RBI's failure to make certain tax remittances as required under the Act. Nor did the taxpayer inquire as to whether RBI was complying with its remittance obligations under the Act. In February 1988 he resigned from the board. Income Tax Act, subsection 153(1) imposes a duty on corporations to withhold taxes and other source deductions from an employee's salary and to remit such amounts to the Receiver General of Canada. Subsection 227.1(1) makes a corporation liable for unremitted amounts while at the same time imposing joint and several liability on its directors. But subsection 227.1(3) enables corporate directors to escape liability for non-remittance if they can establish that they "exercised the degree of care, diligence and skill to prevent the failure that a reasonably prudent person would have exercised in comparable circumstances". Pursuant to subsection 227.1(1), the taxpayer was assessed as a director for unremitted employee withholdings of RBI, plus interest and penalties for the period from October 1987 to January 1988. The Tax Court held that the statutory defence of due diligence was not available to the taxpayer because he had known of RBI's financial difficulties when he accepted the directorship, and took no steps to ensure remittance. 

      The issue was whether subsection 227.1(3) involves a subjective element, in the sense that the personal knowledge and background of a director is a relevant consideration, or whether it is an entirely objective standard, to which all directors will be similarly held. 

      Held, the appeal should be dismissed. 

      Per Robertson J.A. (Linden J.A. concurring): As the subjective standard had its roots in the common law, the analysis focused on the seminal decision on the common law duty of care, City Equitable Fire Insurance Co., In re, [1925] Ch. 407 (C.A.). City Equitable established the following principles: (1) Directors are not trustees. But as agents, directors stand in a fiduciary relationship to their principal, the company. To the extent that a fiduciary is under a duty to act in good faith so too is a trustee and, in this limited sense the comparison of a director with a trustee has validity. The analogy breaks down, however, when consideration is given to the duties of care and skill. Subsection 227(5), which deems amounts deducted or withheld to be held in trust, regardless of whether the funds deducted or withheld under the Act were actually so segregated, did not raise the standard of care to the trustee threshold. (2) A director need not exhibit in the performance of his or her duties a greater degree of skill and care than may reasonably be expected from a person of his or her knowledge and experience. Thus, the standard of care is partly objective (the standard of a reasonable person), and partly subjective in that the reasonable person is judged on the basis that he or she has the knowledge and experience of the particular individual. (3) A director is neither obliged to give continuous attention to the affairs of the company, nor even to attend all meetings of the board. The common law would not, however, permit directors to adhere to a standard of total passivity and irresponsibility. The statutory standard of care will be interpreted and applied in a manner which encourages responsibility. The director who acts irresponsibly, e.g. by failing to attend all board meetings, does so at his own peril. (4) In the absence of grounds for suspicion, a director may rely on company officials to perform honestly duties that have been properly delegated to them. The exigencies of business and the company's articles of association, together, determine whether it is appropriate to delegate a duty. The larger the business, the greater will be the need to delegate. 

      The next question was whether the subjective element of the common law standard had been eliminated or reduced by statute? The wording of subsection 227.1(3) is virtually identical to the language used in Canada Business Corporations Act, paragraph 122(1)(b) which sets out for purposes of corporate law, the standard of care to be exercised by directors. Notably, the statutory phrase "care, diligence and skill" reflects the language of the City Equitable case. The Income Tax Act and the Canada Business Corporations Act adopt the same language because both relate to the standard of care to be exercised, although they differ as to whom the care is owed. Since there is a presumption of coherence between statutes, in order to determine whether the common law standard of care was modified by statute, both the due diligence provision in Income Tax Act, subsection 227.1(3) and the standard of care provisions in the Canada Business Corporations Act had to be considered. 

      The statutory analysis involved a consideration of each of the statutory standard's constituent elements in turn: skill, care and diligence. At common law, a director was required to exercise only that degree of skill which could reasonably be expected from a person of his or her knowledge and experience. The statutory skill criterion ("skill that a reasonably prudent person would exercise in comparable circumstances") is essentially the same as the common law requirement. Use of "in comparable circumstances" indicates that a reasonably prudent person in comparable circumstances may be an unskilled person. The subjective element of the common law standard of skill has not been altered by federal statute. 

      The statutory enactment does not appear to have altered the common law position that a director is expected to fulfill his or her duties with care by acting reasonably according to the knowledge and experience that he or she actually possesses. The legislation speaks of a reasonably prudent person and the care that that person would exercise in comparable circumstances. In the event that the reasonably prudent person is unskilled, the statute requires only the exercise of a degree of care which is commensurate with that person's level of skill. In this manner skill and care are interconnected. It is insufficient for a director to simply assert that he did his best if, having regard to that individual's level of skill and business experience, he failed to act reasonably prudently. 

      Diligence is simply the degree of attention or care expected of a person in a given situation. If attention to one's obligations is the essence of diligence, then that aspect of the standard neither adds to nor detracts from the statutory statement in subsection 227.1(3). 

      Since the language of the Canada Business Corporations Act mirrors that of the Ontario Business Corporations Act, Parliament intended to send the same message to existing and potential directors. Had Parliament wished to strengthen the standard of care imposed at common law, it could have easily done so by adopting the appropriate language i.e. similar to that used in the British Columbia Company Act, which does not contain the phrase "in comparable circumstances". 

      Subsection 227.1(3) embraces a subjective element which takes into account the personal knowledge and background of the director, as well as his or her corporate circumstances in the form of, inter alia, the company's organization, resources, customs and conduct. Thus, more is expected of individuals with superior qualifications, e.g. experienced businesspersons. The standard of care set out in subsection 227.1(3) is therefore neither purely objective nor subjective. The Act contains both objective elements, embodied in the reasonable person language, and subjective elements, inherent in individual considerations like "skill" and the idea of "comparable circumstances". Accordingly, the standard can be properly described as "objective subjective". 

      Inside directors, those involved in the day-to-day management of the company and who influence the conduct of its business affairs, will have the most difficulty in establishing the due diligence defence. It will be a challenge for such individuals to argue convincingly that despite their daily role in corporate management, they lacked business acumen to the extent that that factor should overtake the assumption that they knew or ought to have known of the remittance requirements. A director may attempt to satisfy the due diligence requirement by setting up controls to account for remittances, asking for regular reports from the company's financial officers on the ongoing use of such controls, and obtaining confirmation at regular intervals that withholding and remittance has taken place as required by the Act. Or a director might, in certain circumstances, establish and monitor a trust account from which both employee wages and remittances owing to Her Majesty would be paid. While such precautionary measures may be persuasive evidence of due diligence on the part of a director, they are not necessary conditions precedent to the establishment of that defence. A clear dividing line must be maintained between the standard of care required of a director and that of a trustee. Accordingly, an outside director cannot be required to go to the lengths outlined above. Unless there is reason for suspicion, it is permissible to rely on the day-to-day corporate managers to pay debt obligations such as those owing to Her Majesty. 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. Whether the standard of care has been met is a question of fact to be resolved in light of the personal knowledge and experience of the director at issue. 

      The taxpayer was under a positive duty to act which arose when he received the balance sheet of RBI revealing that the company was experiencing "extremely serious" financial problems. Given his ample business experience, the taxpayer should have been alerted to the existence of a possible problem with remittances, especially since there was no indication that RBI's financial troubles were merely temporary in nature. There was no indication that the taxpayer was misled or frustrated by other company officials during a quest for knowledge about the state of remittances. Doing nothing was inadequate for the purpose of discharging the burden imposed on the taxpayer by subsection 227.1(3), given the precarious financial position of the company. 

      Per Marceau J.A.: Parliament has imposed on a director of a corporation a completely new, separate and positive duty. Such duty is owed to the Crown, and consists of an obligation to do what one reasonably can to prevent such failure from occurring. Such a duty is not fulfilled by a director who has never put his mind to the requirement and has remained completely uninterested and passive with respect to it. 

The next case was cited in Soper:

Stevenson Estate v. Canada 
[1996] T.C.J. No. 1599

   This was an appeal from assessments for unpaid tax deductions against corporate directors.  The appellants were three directors of a worm-picking enterprise.  The enterprise experienced financial difficulty and restructured outstanding debts.  The company failed to submit taxation deductions for employees to the respondent Minister of National Revenue.  The Minister found that the directors were personally liable for the deductions.  The directors appealed this decision.  A director, Stevenson, received psychiatric treatment.  Her estate contended that she could not be held liable for the deductions.  Another director was an elderly man with limited education and involvement in the financial affairs of the company.  Both of these directors contended that they resigned from the board prior to the time the debt was incurred.

   HELD:  The appeal was allowed, in part.  The elderly director was not liable for the deductions.  He was a nominal director. He did not play a role in the financial affairs of the company and could not have influenced the course of events.  The other two directors were liable.  They did not exercise the degree of care, diligence and skill necessary to prevent business failure. Stevenson was directly involved in the affairs of the company. She organized its financing.  She was able to perform her duties. The resignations did not relieve any director of liability.  The resignations were not accepted by the company and the directors continued to serve as directors after the resignations were tendered. 

Statutes, Regulations and Rules Cited: 

	
	Business Corporations Act, R.S.O. 1990, s. 119. Income Tax Act, ss. 227(1), 227.1(1), 227.1(2), 227.1(3).
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      JUDGMENT:--  The appeal [Stephen McCarthy] from the assessment made under subsections 227(10) and 227.1(1) of the Income Tax Act notice of which is dated August 31, 1992 and bears number 32377 is dismissed with costs. 

      The appeal [Helmut Schultheiss] from the assessment made under subsections 227(10) and 227.1(1) of the Income Tax Act notice of which is dated August 31, 1992 and bears number 32379 is dismissed with costs. 

      The appeal [John Schultheiss Sr.] from the assessment made under subsections 227(10) and 227.1(1) of the Income Tax Act notice of which is dated August 31, 1992 and bears number 32378 is allowed with costs and the assessment is vacated. 

REASONS FOR JUDGMENT 

¶ 1      BOWMAN T.C.J.:—  These appeals are from assessments made under section 227.1 of the Income Tax Act in the amount of $31,187.44 for unpaid deductions for provincial and federal income tax, Canada Pension Plan and Unemployment Insurance as well as interest and penalties. 

¶ 2      Subsections 227.1(1), (2) and (3) read as follows: 

	
	227.1(1)  Liability of directors for failure to deduct -- Where a corporation has failed to deduct or withhold an amount as required by subsection 135(3) or section 153 or 215, has failed to remit such an amount or has failed to pay an amount of tax for a taxation year as required under Part VII or VIII, the directors of the corporation at the time the corporation was required to deduct, withhold, remit or pay the amount are jointly and severally liable, together with the corporation, to pay that amount and any interest or penalties relating thereto.
	

	
	227.1(2)  Limitations on liability -- A director is not liable under subsection (1), unless
	


	(a)
	
	a certificate for the amount of the corporation's liability referred to in that subsection has been registered in the Federal Court under section 223 and execution for that amount has been returned unsatisfied in whole or in part; (b)  the corporation has commenced liquidation or dissolution proceedings or has been dissolved and a claim for the amount of the corporation's liability referred to in that subsection has been proved within six months after the earlier of the date of commencement of the proceedings and the date of dissolution; or (c)  the corporation has made an assignment or a receiving order has been made against it under the Bankruptcy and Insolvency Act and a claim for the amount of the corporation's liability referred to in that subsection has been proved within six months after the date of the assignment or receiving order.
	


	
	227.1(3) Idem. -- A director is not liable for a failure under subsection (1) where the director exercised the degree of care, diligence and skill to prevent the failure that a reasonably prudent person would have exercised in comparable circumstances.
	


¶ 3      It is not disputed that Multiways Distribution Inc. ("Multiways") failed to make the remittances to the Receiver General, or that the conditions in subsection 227.1(2)  are met.  The sole question is whether the appellants, who were directors of Multiways, 

	
	...exercised the degree of care, diligence and skill to prevent the failure that a reasonably prudent person would have exercised in comparable circumstances.
	


within the meaning of subsection 227.1(3). 

¶ 4      Multiways was essentially a family run company. The business was started by John Schultheiss Sr.  Although transportation appears to have formed some part of its commercial activity, its principal business seems to have been the sale of earthworms in Canada and the United States for sport fishing.  John Schultheiss Sr. started the business from his farm in Waterloo County.  Multiways was incorporated in 1987.  The original directors were John Schultheiss Sr., his two sons, John Schultheiss Jr. and Helmut Schultheiss, as well as one Athanasios Tsatsas.  Mr. Tsatsas resigned in 1988. 

¶ 5      It was decided that Multiways needed additional capital, principally to construct a warehouse.  Multiways approached Projectus Development Fund Incorporated ("Projectus"), a closed end mutual fund that invested in such companies as Multiways.  Ms. Margaret Bailey Stevenson and her husband, Stephen McCarthy, met with Helmut Schultheiss, John Schultheiss Sr. and John Schultheiss Jr.  The result was that Projectus took a 49% equity position in Multiways for an investment of $250,000.  Projectus was given one position on the board of Multiways and as a result Ms. Stevenson became Projectus' nominee on the board. 

¶ 6      Subsequently, Ms. Stevenson loaned a further $150,000 to Multiways by way of a second mortgage on the warehouse, after a first mortgage of $220,000 to one Rose Marie Gross.  The mortgage to Ms. Stevenson was guaranteed by John and Helmut Schultheiss.  This guarantee was subsequently released by Ms. Stevenson.  In March 1990, Ms. Stevenson suggested that the board of Multiways be increased to 5, the additional seat to be held by a Projectus nominee.  It was decided that a simpler solution would be for Helmut Schultheiss and his father John Schultheiss Sr. to resign, and, they in fact did sign documents dated May 14, 1990 resigning as officers and directors.  These documents were never formally filed with Multiways, nor were the resignations accepted by a responsible officer of the company or by the board of directors.  The provisions of subsection 119 of the Ontario Business Corporation Act were not complied with, in that, as first directors, they were not replaced by anyone on the board.  There is no resolution of the company reducing the number of board members.  The question of their resignation was not mentioned in the Notices of Appeal and counsel did not rely upon it.  The purported resignations were in fact not acted on.  John Schultheiss Sr. and Helmut Schultheiss continued to attend meetings.  In all the circumstances I do not regard the purported resignations in May of 1990 as either effective or complete. 

¶ 7      What did change however was that after May 1990, Ms. Stevenson became far more active in the affairs of Multiways.  Although the person in charge on a day to day basis was John Schultheiss Jr., Ms. Stevenson was very much involved in the affairs of the company.  Ms. Stevenson did not testify, having died on November 17, 1990, but the impression I formed of her from the testimony of the other witnesses is that she was an intelligent person with substantial drive and business acumen.  She studied at the London School of Economics and the University of Stockholm and had been involved in a number of other commercial activities.  Although there was evidence that she suffered from psychological or possibly psychiatric problems, and took a large number of prescription drugs, I do not think that the evidence is sufficient to establish that she was unable to perform her duties as director.  Indeed in May of 1990 she became Executive Vice-President and Chief  Financial Officer of Multiways. 

¶ 8      In 1989 and 1990, the company suffered financial reverses.  Business fell off, prices dropped, and more financing was needed.  Moneys went into one bank account over which Ms. Stevenson and John Schultheiss Jr. had signing authority. 

¶ 9      As business deteriorated John Schultheiss Jr. decided that some creditors would be paid in preference to others.  Indeed if the business were to survive that choice had to be made.  I do not doubt that the decision was made in good faith and with the best interests of the company in mind. One of the persons who was shortchanged was the Minister of National Revenue.  Mr. John Schultheiss Jr. believed that the liability to the Department of National Revenue would be satisfied and that Ms. Stevenson's promise that Projectus would advance further funds would materialize.  Tragically, she died before this could happen and we cannot be sure whether it would necessarily ever have occurred. 

¶ 10      John Schultheiss Jr. declared bankruptcy and the Minister of National Revenue was left to pursue his remedies against the other directors. 

¶ 11      On the evidence I can see no basis upon which I can conclude that Ms. Stevenson exercised the degree of "care; diligence and skill" to prevent the failure that is contemplated by subsection 227.1(3) of the Act.  She was involved in the company's affairs to a degree that she could not have been oblivious to its financial difficulties.  She was an intelligent woman with considerable business experience.  She was, after all, the Chief Financial Officer of the company and when one assumes that position one must assume the responsibility that it entails.  While I am cognizant of the financial difficulties that Multiways was experiencing and of the need to take steps to ensure its survival, the fact nonetheless remains that moneys deducted and withheld from employees' salaries or wages in respect of tax are deemed to be held in trust for Her Majesty and in respect of those moneys an employer is not free to exercise a business judgment as to who will get paid and who will not. 

¶ 12      With reference to Helmut Schultheiss, he could not have failed to be aware of the company's financial problems and if he did not know that there was a shortfall in the payments to Her Majesty he ought to have known and ought to have asked.  He was a chartered accountant with a major accounting firm and although I accept his good faith in the matter -- to his credit, as soon as he found out about the shortfall he approached the Department of National Revenue -- he had a responsibility to ask and to take such steps as he could to ensure that the payments were made.  It is not sufficient for a person in his position simply to say " I was not told and therefore I am exonerated". 

¶ 13      The situation is different with John Schultheiss Sr.  He was only nominally a director and officer.  He was an elderly man of minimal education who had virtually no idea what was going on.  He dealt with the worm pickers and took no part in the financial affairs of the company and could not have influenced the course of events.  He clearly falls within the category of director described in Cloutier et al. v. M.N.R., 93 D.T.C. 544 and Sanford v. R. [1996] 1 C.T.C. 2016. The same cannot, unfortunately, be said of the other two appellants. 

¶ 14      The appeals of Helmut Schultheiss and the Estate of Margaret Bailey Stevenson are dismissed with costs.  The appeal of John Schultheiss Sr. is allowed with costs and the assessment under section 227.1 is vacated. 

Business Judgment Rule

“The courts should not second-guess the judgment exercised honestly and diligently by the director.”

Kamin v. American Express Company (1976) NYSC:  

Kamin held millions of dollars worth of shares in American express.  Amex bought shares in another company which then lost most of their value.  Amex board of directors wanted to distribute the shares in that company as a divident.  Kamin wanted the company to declare a capital loss, which would save Kamin millions.  The board called a meeting to consider this, and rejected the idea.  The issue was the exercise of business judgment of the board of directors.  Held:  no cause of action

Analysis:  Kamin called for a standard of business judgment that would be analogous to “a man of average prudence” caring for his own property.  But, to ground a claim for actionable wrongdoing, the court said courts must find:  The directors’ powers have been illegally or unconscientiously executed, and the directors’ acts were fraudulent or collusive and destructive of the rights of shareholders.  It is not the court’s role to substitute its business judgment for that of the board.

· Mere errors of judgment are not sufficient to ground a claim for actionable director wrongdoing.

· “The Court will not interfere with the business judgment of directors unless a clear case is made out of fraud, oppression, arbitrary action, or breach of trust.”

Smith v. Van Gorkom (1985) Delaware S.C.
Complicated story about selling shares in a company for a price that appeared to have been set arbitrarily.  Deal put together hastily.  Deal considered by board without prior notice, with two hours’ consideration, without knowing intrinsic value of the shares, without written documentation (depending solely on van Gorkom’s oral presentation, during which he admitted he had not read the written agreement) and without exigency of a crisis or emergency.  Court found this to be grossly negligent.  

· “gross negligence” is the proper standard for determining whether a business judgment reached by a board of directors was an informed one.

Dissent:  called the case  “fast shuffle” by van Gorkom and Pritzker, but said the strengths of the defence were minimized by the majority.  Noted extensive experience of the highly eminent and qualified directors, most of whom were also officers.  Said they knew the company like the back of their hands, and were fully able to make a decision on the fly.  Noted they made changes to the merger agreement at the meeting.  They were not figureheads.  

CanWest CW Shareholdings v. WIC Western International Communications (1998) OR:  Canwest wanted to buy a controlling interest in WIC.  Offered $39/share.  WIC advised shareholders not to accept, and introduced a “poison pill”.  Shaw, which was a larger shareholder than Canwest, later offered a combination of shares and cash for a total of $43.50/share.  It won.  CanWest accused board of oppressing it as a minority shareholder.

· Oppression remedy will not be granted simply because the court thinks an error in judgment was made.   

· Courts will not subject board decisions to microscopic examination.
Peoples Department Stores Inc (trustee of) v. Wise (1998) QJ: Wise bought 75% of Peoples from Marks and Spencers.  But People’s had no computer tracking system of its own for its inventory.  Caused a lot of headaches.  Wise decided to amalgamate the two chains in its own computer system, but keep the companies separate.  People’s would buy for Wise, and send the merchandize over to Wise stores.  Wise would pay People’s.  This would lead to a distinct disadvantage to People’s ability to maintain its assets.  The three members of the People’s board (the respondents) who were on also on the board of Wise gave the proposal a cursory consideration, and approved it informally.  Nothing was entered into the minutes. M and S, a shareholder in Peoples, had a fit when it found out about the arrangement. Court found reckless disregard for Peoples.  Said a reasonably prudent and diligent person would have realized that the new process would strip hard assets (inventory) away form peoples, and it would receive in return an account receivable from Wise, which Wise was in no position to pay.   TJ also didn’t like how Wise failed to pay its bills on time.  
· “The courts should not second-guess the judgment exercised honestly and diligently by the director.”

· S. 122 of the CBCA requires that directors must exercise the diligence of a reasonably prudent person, and use their own personal best business judgment.

· Re: s.122 – diligence:  “if he does not have the skill, he must be diligent by seeking out professional advice.”

· Where directors are responsible for more than one corporation, and minority shareholders in the subordinate company may be prejudiced by preference to the parent company, in this context the directors of the parent company must pursue the best interests of the subordinate.

· But, where the subsidiary is wholly owned by the parent, the parent’s interests may be preferred.

· Directors of a company near insolvency must consider the interests of creditors, as well as the best interests of the company.  A company owes a duty to its creditors, present and future.

Quote from Westfair Foods v. Watt:  “while it is not unusual for companies, when one is a subsidiary of the other, to have directors and officers in common, extreme care must be exercised by the directors to act in the best interests of both companies, having regard to the interests of all classes of shareholders.”

What standard of care should apply to a director, in order for him/her to fulfil the requirements of S. 122?

The section is vague enough to give courts the flexibility they need to deal with the huge range of types of corporations.

The standard should depend on what’s at stake, taking into account the nature and size of the corporation.  That’s how I interpret the “in comparable circumstances” proviso.  If I’m a director of a company that sells ice cream out of a truck, I don’t the courts would tell me I’m supposed to consult with an accountant every other day.  On the other hand, I think the courts would really question someone who’s a director of a company that owns a nuclear power plant -- but never bothers to learn a thing about the company’s safety standards.

In Soper, and Peoples….

Shareholder proposals

See the limitations on shareholder proposals on p.194 of Van Duzer.  

The Ontario Court of Appeal has twice thwarted attempts to use shareholder proposals to make corporations more ethical in their business dealings.  (Varity Corp v. Jesuit Fathers of Upper Canada and Re: Greenpeace Foundation of Canada & Inco Ltd.)  The court took an unnecessarily narrow view of the limitations of S.137(5)(b) in these cases – holding that proposals primarily aimed at non-corporate goals, such as cleaning up the environment, were forbidden by the statute, even if they included a specific and valid investment proposal.  The rulings appear to say that if you have a social goal in mind, don’t speak to it in your proposal, but address only the specific measure you want to propose. That seems an unfair restriction.  With the 200-word limit included in S.137(3), there is little room for verbosity anyway, and certainly with other kinds of non-moral proposals, the court’s wouldn’t object to background and context information being included in the circular.  This restriction on free speech related to social goals may even be unconstitutional, since there doesn’t appear to be any statute that states that corporations are amoral actors, and discussions about the moral consequences of their actions are unrelated to their activities as businesses. (clarify this thought)

Duha Printers:

USA’s exist to deal with major issues facing a corporation: corporate structure, issuance of shares, declaration of dividends, election of directors, appointment of officers, etc.

Any restriction on the board of directors to manage the business an affairs of the corporation satisfies the requirement that to be valid, a USA must shift power from the board to shareholders.

Clear language is required.

Sportscope Television Network Ltd. v. Shaw Communications Inc (1999) OJ Gen Div:  Shaw acquired shares from a company that was a party to a USA.  Was it bound by the USA?  CBCA s.146(4) states that a transferee is a party, even if it didn’t sign.  It can also be a party even if it didn’t know about the USA. (s.49(8)) But Court said no, Shaw’s not a party, because it wasn’t a “transferee”.  It acquired some shares by way of acquisition of shares from treasury as a result of a convertible debenture.  It acquired others by way of conversion of its shares in a numbered company.  

· The issuance or conversion of shares is not synonymous with the transfer of shares, for purposes of the assumption of the status of party to a USA, when shares change hands.
McClurg v. Canada (1990) SCC:  Mr. M had one class of shares. Mrs. M had another.  She got dividends.  He didn’t.  Revenue Canada thought it was scam.  
Quote from Welling: dividends should be seen as basically what they seem to be on a narrow, legalistic view:  corporate gifts.  …giving it is permissible only to the extent that the directors think that it will serve the corporate entity’s best interest, as they then perceive those interests; beyond this the declaration of any dividend, like any other unauthorized gift of corporate property, is a breach of directors’ duty.

· The rights carried by all shares to receive a dividend declared by a company are equal unless otherwise provided in the articles of incorporation. (presumption of equality)

· A discretionary dividend clause in the Articles of Incorporation can validly confer the right to give one class of shares a different level of dividends, thereby rebutting the presumption of equality.

      Shares have an equal right to receive a dividend unless the Articles of Incorporation provide otherwise.  Their division into classes is a necessary condition to any derogation of this presumption of equality either with respect to dividends or to other shareholder entitlements.  Section 24(4)(a) is to ensure that shareholders are fully aware of their entitlements and privileges to the extent that the presumption of equality is rendered inapplicable.  The determination of whether or not the share class rebuts this presumption is a simple factual inquiry.  The Articles of Incorporation rebutted the presumption of equality here. 
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I was reading the McClurg v. Canada and I noticed someting in the dissenting judgment on page 391. It refers to the case of Bowater Canadian Ltd. v. R. L. Crain Inc. and discusses the "stepdown" provision contained in the articles of incorporation. The articles provided for a special class of common shares that carried ten votes per share while in the possession of the original shareholder but if transferred to another would only carry one vote. The Ontario CA held the provision to be invalid. 
Schedule "A" of the UCCL minute book s. 7 (a) provides for the same stepdown for Class A shares. 
Is this provision invalid in the minute book?
Are the special class of common shares referred to in Bowater different from the class A shares referred to in schedule A of the minute book? 

If anyone knows.... 
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Given what was said in class today I think that the "stepdown" provision in the Articles of Incorporation of the UCCL Minute Book would be considered invalid in the event of a transfer of shares. The voting rights of certain classes of shares attach to the shares themselves. As I understand it those rights cannot be extinguished through a transfer of shares.
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Since class time was short, I was forced to confine my comments on the USA to the law as it exists under the current CBCA regime. However, Bill S-11 contains some substantial changes to the legal provisions that govern the USA. The amendments to s. 146 are included in your casebook at pp. 377-78. I thought I would draw your attention to a couple of important matters: 

1. Although I'm not sure whether s. 146(5) really left much to the imagination in this regard, it seemed that whether parties to a USA assumed fiduciary duties in addition to the other common-law and statutory duties of directors was always a matter of some controversy. The new s. 146(6) seems to resolve this question in the negative by expressly permitting shareholders to fetter their discretion when exercising the powers of directors under a USA. In other words, if the USA requires the shareholders to exercise their powers in a particular way (as was the case, for example, in the Sportscope TV decision), the shareholders are free to do so without fear of breaching any duty either under s. 122 or in equity. 

2. Another amendment worth noting relates to the other issue in Sportscope, the extension of an existing USA to new shareholders. The new s. 146(4) allows the new shareholder to rescind the purchase or transfer within 30 days of becoming aware of the USA. Indeed, the combined wording of amended ss. 146(3), 146(4) and 49(8) works strongly to the advantage of the new shareholder. Where no notice of a USA is given to a new shareholder, the shareholder is deemed by s. 146(3) to be a party to the USA and thus entitled to any benefit it confer. However, because s. 49(8) provides that no provision of a USA is effective against a transferee without actual notice of the agreement, the new shareholder can resist any negative effects of the USA unless and until s/he receives actual notice. 

These are only two significant results of the new and improved s. 146. I strongly recommend you have a look at the section to get the full effect.


The Oppression Remedy

Naneff v. Con-Crete Holdings Ltd. [1993] OCA: (what remedies are available?)

· Remedies available are to be based on the reasonable expectations of the shareholder, according to the commercial arrangements which existed between the principles.

· The personal relationships among the party may be influence the context in which the reasonableness of expectations are viewed.

· “Punishment” of the wrong-doer will not be a factor in the remedy.

· The successful applicant for an oppression remedy is not to be put in a better position than would have been the case had the oppression never occurred.
· A “wish list” will not comprise a reasonable expectation, which must instead reflect the context of the compact between the shareholders.
· Bad faith is not a required element of an action under S.241 (Brant Investments)
*On the exam, ask two questions*:

What were the complainant’s reasonable expectations?

Have the actions complained of been “oppressive or unfairly prejudicial to” those interests/expectations?  If so, there is oppression under the CBCA and a remedy is available.

CA Quotes Farley J in 820099 Ontario Inc. v. Harold E. Ballard (1991): “It does not appear to me that the shareholder expectations which are to be considered are those that a shareholder has as his own individual “wish list”.  They must be expectations which could be said to have been (or ought to have been considered as) part of the compact of the shareholders.

Chisick:  the purpose of the oppression remedy is to allow someone to say the coduct of the business and affairs of the company is unfair to me in the special circumstances of this business and these people.

Galligan JA: the court will protect shareholder expectations, not family expectations.  A shareholder is entitled to anything the ordinary shareholder would get.  The family premium remains at the discretion of the family.

S.241(3)(l)—“an order liquidating and dissolving the corporation” What the OCA decision in Naneff determined was that the harm flowing from liquidation would be greater than the benefit to Alex. Without saying so explicitly, the OCA was applying a utilitarian analysis of whether the end justifies the means.   An openly utilitarian analysis would require that the following four questions be answered, in deciding whether a particular remedy is overly drastic:

1. Is there a valid and pressing reason to invoke an oppression remedy?  

2. Do the means chosen achieve the desired result?

3. Is there minimal impairment of rights/interests?

4. Does the benefit of the remedy outweigh the harm to the party suffering sanction?

(Former Chief Justice Dickson applied these utilitarian precepts in his landmark R.v.Oakes judgement.)

In the Naneff scenario, liquidation fails the test at #3 and #4.  

However, it should be noted that at trial, an esteemed corporate jurist, Blair J., was prepared to grant the remedy of liquidation.  What this suggests is that the potential harm to the majority owners is not to be viewed as being very much greater than the potential benefit of restoring a minority owner, such as Alex, to his previous position.  Thus, we ought not to overestimate the harm of giving a founding shareholder, director and officer fair market value for his or her shares.

Applying these principles to the UCCL scenario, it becomes obvious that liquidating the company is 

a) too drastic a measure.  There may be a valid and pressing reason to forge ahead with liquidation, and it may achieve the result of restoring _____ to his/her former position, but since the minority interest can be bought out…….  And, since the harm to _____ is much worse than any benefit to _____, this is not a measure that ought to be approved.

b) a reasonable option, given that there appears to be no other option that could resolve the oppressive situation, and since harm suffered by _____ is less severe than the potential benefit to ____.

UCCL Scenario: Frank was given a salary in recognition of his past contribution, it didn’t reflect the value he gave to the business in an ongoing way.  In addition, GCL was the company he created, not UCCL.  UCCL was the creation of his son and Morgan, and unlike Naneff Sr., Frank wasn’t responsible for the growth and success of his business, his son and Morgan were.  He even admits that he never would have achieved the kind of success UCCL realized if he had run the business on his own.  Thus, his position is more analogous to that of Alex than to Naneff Sr.  He was riding coattails.

Sidaplex-Plastic Suppliers Inc. v. Elta Group Inc (1998) OCA.:  (who can be held liable?)  Elta group’s sole shareholder, director and officer was Frank Lin.  Sidaplex was a judgment creditor of Elta ($97,000), but held off its claim until the counter-claim could be dealt with. However, Elta sold off its assets to other secured and unsecured creditors, including Elta’s bank, before Sidaplex could collect its money.  This was an oversight, but it was also a great advantage to Frank Lin, who had given his personal guarantee to the bank’s line of credit.

Held:  oppression remedy invoked.  Lin was personally liable for the money to Sidaplex.
Ratio:  

· A shareholder can be held personally liable for an “oppression remedy.” This is most likely to happen in a closely-held company, in which shareholders are also directors and officers. (CBCA s. 241)

· There does not have to be evidence of malevolence or bad faith for a successful action regarding oppression.

Levy Russell Ltd et al v. Shieldings Incorporated et al (1998) Ont Gen.Div.:  (Who can be a complainant?) Shieldings was found guilty of a conspiracy to acquire Levy for $5 million less than what it was worth.  It then disposed of assets before Levy could

· An involuntary tort creditor (like the estate of Warren Peace in the UCCL scenario) is analogous to a minority shareholder – in that he/she has no legal right to influence what they see to be abuses of management – and thus has the right to assert an oppression action. 

· A party must meet three criteria to be able to seek an oppression remedy:  having a legitimate interest in the affairs of the corporation; being analogous to that of a minority shareholder; having a reasonable expectation that the company’s affairs would be conducted with a view to protecting their interests as judgment creditors.

Sahota v. Basra [1999] Ont. Gen. Div.:  (What damage does the complainant have to prove?) Real estate deal involving son-in-law and father-in-law sours when son-in-law appears to take advantage.  Very informal arrangement, despite large amount of money.  Nothing in writing.  Father-in-law as 50% shareholder claims oppression.  Court finds oppression and orders sale of the property.

· The reasonable expectations of the parties must be construed in the context of the relationship between the parties.  Family relationships can validly influence expectations.

· The complained-of conduct may result in real loss, or have the potential to result in real loss, to invoke a remedy.

Budd v. Gentra Inc [1998] Ont. CA:  Management fails to disclose information material to share price.  The company was in serious trouble, but publicly did not disclose this.  Sr. managers had a stock purchase plan which put them in a conflict of interest. 

· Actions of specific directors or officers which amount to corporate conduct may render those directors and/or the corporation liable under the oppression remedy.

· Before making a finding against a director or officer,the court must determine whether the oppression alleged could be properly rectified by a monetary order against a director or officer personally.  (This will likely include situations in which directors or officers personally benefited from the oppressive conduct, or furthered their control over the company.)

In this case, the plaintiff failed to establish the actions of specific directors which amounted to oppressive conduct, being able only to point to the fact that they were in charge at the time of the complained-of activity.  The fact they held a position at some unspecified point in time is insufficient for a finding against them personally.
